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Preface

The main purpose of this volume on the future of foreign direct investment (FDI)
in Southeast Asia is to provide a concise and insightful view of the current profile
and future trajectory of cross-border investment activity in the region. The book
does not aim to span every aspect of foreign investment into and within the
region; nor is it intended to present a comprehensive history of such activity.
Rather, the contributions that follow seek to identify and illuminate the main
features of regional investment activity, with a view to future prospects. The
increasing spatial distribution of multinational enterprises and the burgeoning of
international production networks are highlighted as presenting important new
challenges for Southeast Asian countries, both individually as nation-states and
collectively as members of the Association of Southeast Asian Nations (ASEAN).
This volume also depicts the threats and opportunities arising from the growing
contention between Southeast Asia and China for FDI inflows, in which the lat-
ter appears to be making significant gains. It is our hope that the community of
academic researchers and business executives with an interest in contemporary
Southeast Asia will find the analysis that follows to be valuable and illuminating.

Nick J. Freeman
Frank L. Bartels
March 2003






1 Introduction to foreign direct
investment in Southeast Asia

Frank L. Bartels and Nick J. Freeman

1.1 Introduction

The wider context for the subject of this book is best provided by a twenty-year
perspective on the trajectory of global business activity, as represented by flows of
foreign direct investment (FDI). Recorded FDI flows have demonstrated remark-
able global growth, from under US$60 billion in 1980 to over US$1,400 billion
in 2000." Over that same period, the total stock of FDI in Southeast Asia has
grown from roughly US$24.7 billion to almost US$270 billion (ASEAN, 2002).
Section 1.2 of this introductory chapter, on the underlying factors for the growth
in foreign investment, briefly identifies the two main driving forces respon-
sible for vigorous FDI activity in Southeast Asia. Section 1.3 sketches out world,
regional and Southeast Asian FDI patterns, and profiles the trajectory of FDI
flows and their regional distribution. Section 1.4 briefly outlines the issues
addressed by each of the chapters that follow.

1.2 Underlying factors for growth in FDI

Since 1980, two related developments have helped determine the industrial
organisation of multinational enterprises (MNEs) and the global increase in FDI
activity. The first has been the on-going process of policy liberalisation by host
countries towards foreign investment, as a result of multilateral trade agreements
and pressures for structural adjustment, as well as intensive competition between
host countries seeking to capture and harness the beneficial impacts of FDI
(Oman, 2000). This liberalisation process has resulted in decreasing costs of both
cross-border trading and investment activity. Clear evidence of the liberalisation
of the policy environment and its regulatory framework is provided by the
increasing number of pro-FDI changes in the investment regimes of many host
countries.” The second development has been the geographical spread of interna-
tional production and service networks in different locations, apparent in both
industrialised and developing countries, and especially within Southeast Asia
(UNCTAD, 1993b, 2001). This spatial distribution, driven in large part by MNEs’
seemingly continual search for efficiency gains to counter both increasing
production costs and price competition, and the perils of exogenous shocks (such
as the 1973/74 and 1979/81 oil price shocks), is hallmarked by the strategic
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integration of MNE headquarters, subsidiaries and affiliates. As Abonyi (2000)
notes, this has arisen in part from ‘revolutionary changes in the nature of global
production and competition’, and adds that:

Technological and organizational innovations allow a ‘slicing up’ of industry
and firm value chains across borders to produce goods in a number of stages
in different locations, adding value at each stage. Advances in management
technology then permit firms to knit together intricate multi-country sourcing,
production and distribution networks, simultaneously taking advantage of and
shaping shifts in comparative advantage in diverse locations. ... These new
production networks have dramatically transformed patterns of regional
trade and investment — and the development options of Asian economies.
Development used to be about supporting national industries within a country’s
borders. But in an increasingly integrated regional and globalizing economy,
development is now about ‘membership in networks’.

(Abonyi, 2000)

With specific regard to Southeast Asia, this integrated networking and spatial
distribution has also had distinctive trade characteristics, exemplified by ‘vertical
intra-industry trade’ (VIIT) and export activity in a relatively narrow range of
product categories.> The VIIT dimension of the spatial distribution of interna-
tional production is determined on the one hand by the relative differences in fac-
tor endowments between host countries (Fukao et al., 2002), and on the other
hand by the ‘componentisation’ of production processes, which represents an
increasing division of labour in the processing and trading of intermediate goods
(Kimura, 2001). This new reality has major implications for all host countries to
FDI, including those in Southeast Asia.

Since around 1980, Southeast Asia’s integration in the global economy has been
characterized by export trade-led economic growth, correlated with successive
waves of inward FDI flows from Japan, North America and Europe, and more
recently intra-regional FDI flows (sourced primarily from Singapore). In general,
Southeast Asian policy makers’ undoubted success in attracting FDI inflows has
been due in large part to a model of economic development — including resource
allocation and decision-making structures — that has been significantly influenced
by the state (World Bank, 1993). The fact that a recalibration of the economic devel-
opment model to changing circumstances did not occur at a sufficiently rapid pace
to avert the Asian economic crisis of 1997-98 does not invalidate the success of this
‘East Asian model’ in successfully attracting substantial and sustained levels of FDI
inflows over the last twenty years or more (Freeman and Hew, 2002; Yusuf, 2002).

1.3 Profile of world, regional and Southeast Asian
FDI patterns

The distribution of FDI shows a significant growth of foreign investment flows
to developing countries, of just below US$50 billion in 1990 to just below
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US$200 billion in 2001 (UNCTAD, 2002b). Table 1.1 shows Asia Pacific’s average
share of global FDI flows fluctuating considerably over the last two decades,
increasing from 10.6 per cent in the 1986-90 period to 21.2 per cent in the
1993-98 period, before contracting to 9.2 per cent in 1999-2000, and 13.9 per cent
in 2001. Not only has Asia Pacific’s share of the total FDI ‘pie’ changed, but also
the size of the ‘pie’ itself has grown. Between 1980 and 1990, global FDI
inflows remained below US$200 billion annually, but between 1991 and 2000
they burgeoned from US$154.5 billion to a staggering US$1,436 billion (see
Table 1.2). While global FDI flows have steadily expanded — from US$52 billion
in 1980 to US$679 billion in 2001 — South and East Asia’s share grew from a
mere US$2.5 billion (or 4.75 per cent of global flows) in 1980 to US$17 billion
(or 8.4 per cent) in 1990, and peaking at US$54.5 billion (or 22.7 per cent
of global flows) in 1994, before collapsing to US$31.6 billion (or 4.7 per cent)
in 2001.*

The twenty-year perspective on FDI activity in Southeast Asia, portrayed in
Figures 1.1 and 1.2, indicates two particular phases of dynamism. The first
phase, from 1985 to 1990, saw global annual flows rise sharply, from roughly
USS$55 billion to US$202 billion, and during this first phase of steady growth in
global FDI flows, Southeast Asia’s share expanded nearly five-and-a-half times,
from US$2.2 billion to US$12.1 billion. Consistently, as shown in Table 1.2, the
lion’s share of the region’s FDI inflows were destined for the city-state of

Table 1.1 Distribution of global FDI inflows, 19862001 (%)

Region 1986-90 (1991-92)  1993-98 1999-2000* 2001
Developed countries 82.4 66.5 61.2 80.0 68.4
Western Europe 38.4 46.0 33.7 51.9 45.7
European Union 36.2 453 32.1 50.2 43.9
Japan 0.2 1.2 0.3 0.8 0.8
United States 34.6 12.7 21.7 22.6 16.9
Developing countries 17.5 31.2 353 17.9 27.9
Africa 1.8 22 1.8 0.8 2.3
Latin America 5.0 11.7 12.3 7.9 11.6
and the Caribbean
Asia and the Pacific ~ 10.6 17.4 21.2 9.2 13.9
Central and 0.1 2.2 3.5 2.0 3.7
Eastern Europe
Least developed 0.4 1.1 0.6 0.4 0.5
countries

Sources: UNCTAD, 2002b, FDI/TNC database.

Notes

a A period characterised by exceptionally high cross-border mergers and acquisition activity in
developed countries.

The shaded years are FDI trough periods, while non-shaded years are FDI growth periods, reflecting

world economic cycles.
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Table 1.2 Regional FDI flows compared, 1980-2000 (US$ million)

Region 1980 1985 1990 1995 2000
World 52,197 55,526 202,193 319,998 1,436,189
Industrialised 46,479 41,694 172,239 223,929 1,231,476
countries
South and 2,480 4,387 15,984 52,521 124,607
East Asia
Southeast Asia 2,253.5 2,226.66 12,140.90 21,380.97 11,913.46
(exc. Brunei)
Cambodia — — — 150.80 125.72
Indonesia 310.00 1,093.00 4,346.00 (4,550.00)
Laos — — 6.00 95.10 —
Malaysia 933.90 694.71 2,332.46 4,178.24 3,787.63
Myanmar — — 161.15 277.20 254.79
Philippines (106.00) 12.00 530.00 1,478.00 1,241.00
Singapore 1,235.75 1,046.75 5,574.74 8,787.65 6,390.33
Thailand 189.86 163.20 2,443.55 2,067.98 3,365.99
Vietnam — — — — 1,298.00
Source: UNIDO statistics, compiled from the IMF’s International Finance Statistics.
Note
— denotes not available.
1,600,000 35,000
—— World (left axis)
1,400,000 | _ _ hqustrialised s T 30,000
1 countries (left axis) \
12000007 Southeast Asia ,/ r 25,000
S 1,000,000 + (right axis) K ) 5
2 /120,000 =
€ 800,000 T » £
3 s, 115,000 ®
D 600,000 T . =
400,000 T r 10,000
2000001 ... L — 5,000
0 +——— b:‘ —+ i —+—+ t ‘; —t /\ +—+—+— 0
N
\q“’o,g‘b\ca‘bqu‘b‘?\q‘b@‘gfg“’?g‘b\q‘*’qf\q‘bc?g‘b?\% tqq‘?g‘*@éffg‘*?\qq@q%q?@°°

Figure 1.1 FDI inflows for the world, the industrialised countries, and Southeast Asian
countries compared, 1980-2000 (US$ million).

Source: International Finance Statistics (from International Monetary Fund).

Note

Data for Brunei Darussalam not available in IFS database.

Singapore — 55 per cent of the regional total in 1980, 46 per cent in 1990, and
54 per cent in 2000 — while Indonesia, Malaysia and Thailand took most of the
remainder. Thailand’s performance in attracting FDI was most dramatic, with its
share of regional flows growing from 8.4 to 28.3 per cent during this period. FDI
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Figure 1.2 FDI inflows to Southeast Asian countries compared, 1980-2000 (USS$ million).
Source: International Finance Statistics (from International Monetary Fund).

Note
Data for Brunei Darussalam not available in IFS database.

flows to Southeast Asia in this first phase represented the continuing international
relocation of production, following the second oil price shock that induced an
inflationary phase in the industrialised countries during the early 1980s.°> Those
Southeast Asian countries with relatively well-calibrated FDI regulatory frame-
works, geared towards the provision of attractive host country investment envi-
ronments, were able to capture considerable gains from FDI inflows, as various
studies on Southeast Asia have indicated. And during this period, the region’s FDI
inflows broadly paralleled the global trend of rapidly rising FDI flows.

The second distinctive phase for Southeast Asian FDI flows, following a relatively
slower pace of global FDI flows in the recessionary period of the early 1990s, was
from 1995 to 2000. This second period was a time of very robust FDI growth in
global terms (and at near exponential rates between industrialised countries), during
which world FDI flows grew from US$320 billion to US$1,436 billion. This rate of
growth in global FDI flows, of approximately US$223 billion per annum for the
period 19952000, greatly overshadows the earlier growth rate of approximately
US$30 billion per annum for the period 1985-90. Yet, in almost complete contrast
to both the global FDI picture and the region’s earlier performance in attracting
foreign investment activity, hitherto buoyant FDI flows into and within Southeast
Asia almost halved during the latter half of the 1990s, from US$21.4 billion in
1995 to US$11.9 billion in 2000.° No longer was Southeast Asia the star per-
former in the global and developing countries FDI growth ‘story’. The region was
now somewhat of a laggard.
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Table 1.3 Foreign investment stock in Southeast Asia, 1980-2001 (US$ million)

1980 1985 1990 1995 2000 2001
Brunei 19 28 23 631 3,756 3,999
Cambodia 38 38 38 356 1,551 1,664
Indonesia 10,274 24,971 38,883 50,601 60,638 57,361
Laos 2 1 13 205 550 574
Malaysia 5,169 7,388 10,318 28,732 52,748 53,302
Myanmar 746 746 913 1,831 3,191 3,314
Philippines 1,281 2,601 3,268 6,086 12,440 14,232
Singapore 6,203 13,016 28,565 59,582 95,714 104,323
Thailand 981 1,999 8,209 17,452 24,468 28,227
Vietnam 9 64 260 5,760 14,623 15,923

Regional total 24,772 50,852 90,490 171,236 269,679 282,919

Source: ASEAN, 2002.

Undoubtedly, the outstanding performer in consistently attracting (and holding)
foreign investment, both during the FDI growth years as well as the years of
regional decline, has been the city-state of Singapore (see Table 1.3). Indeed, dur-
ing the period of declining FDI inflows to Southeast Asia, Singapore managed to
increase its lion’s share of the region’s FDI flows, from 41.1 per cent in 1995 to
53.6 per cent in 2000. Malaysia also managed to emulate its small neighbour, by
increasing its share of regional FDI flows, from 19.5 per cent in 1995 to 31.8 per
cent in 2000, and Thailand performed relatively well by increasing its share from
9.7 per cent to 28.3 per cent over the same period. In contrast, Indonesia suf-
fered the sharpest losses, experiencing disinvestments (i.e. FDI outflows) of
US$4.5 billion in 2000, according to official figures. And the transitional
economies of Cambodia, Laos and Vietnam, as debutants on the global and
regional FDI scene, saw their healthy FDI inflow figures for the first half of the
1990s falter during the latter part of the decade.

In 2001, global FDI flows collapsed dramatically — from US$1,436 billion in
2000 to US$679 billion in 2001, representing a fall of 53 per cent — largely as a
consequence of a very rapid deceleration in cross-border merger and acquisition
(M&A) deal flow between the ‘triad’ industrialised economies of the US, Japan and
Europe.” And initial data suggests that there was no marked improvement in 2002.
Given this unappealing global backdrop, what are the prospects for FDI activity in
Southeast Asia? Any attempt to envisage the future of FDI activity in the region
needs to be considered both in the context of past trends, and through the new lens
afforded by China’s recent record in attracting very significant volumes of FDI
inflows; up from US$14.8 billion in 1998 to US$61.9 billion in 2000.

With the benefit of hindsight, we can see that the forces that drove the interna-
tional relocation of production and services, as well as the FDI reception regimes
of Southeast Asia and their inherent factor characteristics, were quite well
matched during the 1980s and 1990s. It is therefore not surprising that East Asia
as a whole successfully netted the bulk of FDI flowing to developing countries



Introduction to FDI in SE Asia 7

from 1980 to the mid-1990s, and that Southeast Asia faired very well in this
asymmetric distribution of FDI flows to the developing world. However, increas-
ing similarities in the industrial landscape of the Southeast Asian region now
represent an undesirable mix of both overcapacity in some industry sectors and
insufficiently differentiated factor conditions between countries, particularly in
terms of export products and export markets. This poses serious structural adjust-
ment policy challenges for Southeast Asia, as it simultaneously engages with the
opportunities of becoming a ‘single market’ through the ASEAN Free Trade Area
(AFTA) and ASEAN Investment Area (AIA) frameworks. Without significant
adjustment at the policy level, Southeast Asian economies may increasingly find
that evident capacity weaknesses will hinder both their collective and national
abilities to revive currently anaemic FDI inflows, and attract higher levels of
value-added FDI. These capacity weaknesses comprise a wide range of issues,
including: inadequate corporate governance standards and weak regulatory over-
sight of business; insufficient levels of entrepreneurialism and innovation; and
slow adjustment to the on-going transformation of international production into
both equity and non-equity based networks (World Bank, 2003a).

Until the hiatus of the Asian financial crisis, Southeast Asia’s intermediation
with the world economy, predicated in large part on factor-intense export-oriented
manufacturing FDI, was very advantageous. However, the change of economic
gear towards more innovation-driven growth requires a reconfiguration of
Southeast Asia’s location-specific advantages, shifting away from conventional
notions of low cost labour and assembly-oriented mass-manufacturing, and
towards more capital-intense manufacturing. This not only requires a good stan-
dard of ‘hard’ infrastructure, but also a more robust ‘soft’ infrastructure of human
capital, research and development skills, intellectual property rights, and so on.
Although conventional concepts of location-specific advantages will continue to
attract some FDI inflows to the region given, China’s recent success in attracting
substantial FDI inflows in areas that Southeast Asia had come to regard as its
strength, there is a very real danger that the level of foreign investment in the
region will not be revived, unless new strategies are identified and adopted.

The lens of China’s performance in attracting FDI provides a sobering view of
the challenge now confronting Southeast Asian countries (UNCTAD, 2002d).
While there is some controversy over China’s actual FDI inflow figures
(Krugman, 1994; Zhan, 1995; UNCTAD, 2001: 24-25), there is little doubt about
the relocation of a significant volume of world production capacity to China since
the 1990s. With China capturing almost 50 per cent of total FDI flows to East
Asian economies between 1987 and 1998; and conservative FDI inflow projec-
tions for China in the decade leading up to 2010 of between US$40 billion to
USS$65 billion per annum (OECD, 2002), clearly Southeast Asia faces some stiff
competition. The above notwithstanding, two aspects of China’s performance
are worth keeping in mind. First, China’s sources of FDI are predominantly
Hong Kong SAR and other newly industrialised economies in East Asia, which
were responsible for approximately 66 per cent of China’s total FDI inflows
between 1983 and 1999 (OECD, 2002); whereas investors in Southeast Asia
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are much more broadly distributed across the globe. Secondly, China’s trade
imbalance with Southeast Asia presents a fairly unique opportunity for the selective
targeting of FDI to supply China’s growing import appetite.® The initiative of a free
trade arrangement between the Association of Southeast Asian Nations (ASEAN)
and China suggests mutual recognition of this potential complementarity.

1.4 This book

Having provided a brief backdrop, we can now shift our focus to centre stage.
This volume attempts to better understand the dynamics that lie behind Southeast
Asia’s current foreign investment activity, and based on this, extrapolate the likely
future options and scenarios for the region in attempting to revive its relatively
consistent — but recently tarnished — track record as an attractive host to foreign
investors. Without attempting to be all-embracing, the chapters that follow each
focus on critical elements which combine to make up Southeast Asia’s over-
all foreign investment ‘picture’ and prospects. By bringing these key inter-
locking pieces together under a single cover, it is intended that this book will
provide a more profound understanding of the challenges that currently face
Southeast Asian countries in their on-going attempts to attract new foreign invest-
ment inflows, and equally important, to continue to host existing substantial
foreign-invested assets.

In Chapter 2, Peter Buckley depicts how the ‘new economy’ and the forces of
globalisation have begun to radically alter the business strategies of MNEs,
including those operating in Southeast Asia. The consequences are profound, as
Southeast Asian countries must reconfigure their foreign investment policy
frameworks to better accommodate the technological revolution underway inside
the kinds of foreign companies they probably most wish to attract and sustain. In
particular, the region’s investment agencies need to adopt a long-term view of
both the foreign market servicing strategies and sourcing strategies of MNEs, and
better understand the ‘hub and spoke’ operations of large investors. A more
sophisticated approach to forms of foreign investment is also required (including
cross-border M&As), as the era of new ‘greenfield” FDI projects designed for
export-oriented production may be passing. This is due in part to the recent rise
of China as Asia’s leading destination for FDI activity and a magnet for more
footloose foreign investment. Consequently, Southeast Asian policy makers need
to develop more flexible and sophisticated foreign investment policies, which in
turn necessitate keeping informed of — and “up to speed’ with — multinational
companies’ evolving thought processes and business strategies.

Following on from Buckley, in Chapter 3 Christopher M. Dent conducts a
political economy analysis of FDI activity in Southeast Asia’s larger economies,
using the conceptual framework of economic security. He notes that although FDI
has posed a series of economic security challenges for Southeast Asian countries
over the years, the potential opportunities offered by FDI were broadly perceived
to outweigh the potential threats. However, the adverse impact of the Asian finan-
cial crisis has served to emphasise the extent to which investment interlinkages
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created by MNEs’ burgeoning international systems of production and distribution
pose new challenges, and the resulting need for a wider regional agenda to man-
age these new economic security predicaments in Southeast Asia. Also in recent
years, ‘economic nationalists’ and the fast-growing ‘anti-globalisation” movement
in the region have questioned the desirability of foreign investment. Consequently,
Southeast Asian countries will need to both individually and collectively upgrade
various aspects of their policies towards foreign investment, if the new economic
security implications of FDI are to be successfully addressed.

One area where collective policy activity has been most evident in Southeast
Asia has been the establishment of a regional free trade area. In Chapter 4,
Amale Scally and Jayasinghe Wickramanayake undertake a detailed analysis of
the impact that the AFTA initiative has had on FDI inflows in the Southeast Asian
region. For the original ASEAN members, AFTA became operational at the
beginning of 2003, although some of the regional grouping’s newer members will
only start to fully comply with the terms of AFTA in 2006. The authors find that
AFTA will probably not trigger a new tranche of FDI inflows into Southeast Asia,
and will only be successful in attracting new foreign investment to the region if it
is a catalyst for increased market size and growth. Their analysis also suggests
that Malaysia and Singapore may be the primary beneficiaries of AFTA.
However, other economic and financial factors will also play an important role in
this regard, and a lack of progress in other areas of Southeast Asian regional
integration — including the removal of other barriers to trade and investment —
could potentially discount much of what AFTA aims to achieve. Amongst the
various policy recommendations provided by Scally and Wickramanayake, it is
suggested that the scope of AFTA should be extended beyond the strict confines
of lowering tariff rates, and that ASEAN should explore the establishment of trad-
ing arrangements with countries beyond the Southeast Asian region, such as
China, Australia and New Zealand.

In Chapter 5, Frank Bartels looks at the rise and fall of intra-regional FDI flows
within Southeast Asia, and identifies structural characteristics in the spatial
distribution of production. In general, he finds that the dynamic pattern of intra-
regional investment that emerges is moulded by: the asymmetry in global FDI
flows; the changing rates of FDI; the organisational relationships of MNEs; and
the mosaic of local business ownership. Bartels indicates firstly the asymmetric
and trichotomous morphology of intra-regional FDI, which is skewed towards
Singapore as both the dominant host to, and source of, Southeast Asian FDI
flows. Secondly, this asymmetry contrasts with the relatively homogenous invest-
ment assets across the region, notably in terms of the production of export-
oriented electronic components. Thirdly, in the presence of somewhat persistent
obstacles to FDI, intra-regional FDI flows have declined, with the sharpest
declines occurring in intra-regional manufacturing FDI. The author points to the
challenges ahead for policy-makers in recalibrating their investment regimes, not
only to moderate the potential for Singapore to decrease its provision of regional
FDI in the future, but also so as to complement FDI flows to China within the
context of a reconfigured division of labour between Southeast Asia and China.
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Echoing the sentiment of the previous chapter, Bartels sees the move to a ‘single
market’ as crucial in reversing the declining trend in intra-regional flows.

In Chapter 6, Axele Giroud profiles cross-border production networks (CPNs)
in Southeast Asia, and examines companies that network their operations and
inter-firm relationships on a regional basis, across both functions and locations.
In general, the main actors in the development of CPNs in Southeast Asia have
been MNEs headquartered outside the region, such as Japan. However, the
activities of Japanese subsidiaries operating in Southeast Asia are changing, with
increased specialisation and localisation of operations becoming more apparent.
Giroud argues that MNEs will seek to further develop both forward and backward
linkages between their subsidiaries and local firms in the region, in order to
deepen existing CPNs, and thereby continue to realize competitive gains.
However, much depends on local companies in Southeast Asia making advances
in their own levels of competitiveness, and past progress in this regard has not
been adequate. Giroud therefore calls for the adoption of a regional, collaborative
industrial policy that will allow Southeast Asian countries to improve their
competitiveness, and begin to promote the region (rather than individual
countries) as a production base.

In Chapter 7, Adam Cross and Hui Tan assess the significance of China’s acces-
sion to the World Trade Organisation for the Southeast Asian countries, and dis-
cuss what the consequences are likely to be for their present and future capacity to
attract FDI inflows. The chapter suggests that China’s entry into the WTO will
have both a quantitative and qualitative effect on FDI flows to Southeast Asia.
Not only will China attract FDI inflows from the major ‘triad’ economies, but also
potentially divert intra-regional foreign investment flows. The initial impact is
likely to be felt in service-related foreign investment, where specific obligations
attached to WTO entry are resulting in various business liberalisation measures,
but it may subsequently be felt in the manufacturing sector as well, as the general
business environment in China improves, again stemming from reforms made as
part of WTO accession obligations. In order to combat this trend, the authors
recommend that Southeast Asian countries should collaborate to enhance the
attractiveness of the region as an investment location, relative to China, and that
greater regional integration will be an important element of the policy solution.
They also suggest that Southeast Asian countries, both individually and as a group,
should seek to bolster their business, economic and political links with China. This
may allow them to hitch a ride on the anticipated China growth phenomenon,
rather than simply be victims of China’s economic expansion.

In Chapter 8§, Frank Bartels examines an often over-looked element of FDI
activity in Southeast Asia — cross-border M&A, in which the difficulties of
accounting for what constitutes cross-border M&A activity are also identified.
The recent increase and subsequent decline in this form of FDI activity in the
‘triad’ countries are profiled and contrasted, not only with the low incidence of
activity in the region, but also the relatively narrow range of target industries in
Southeast Asia. The author signifies that the skeletal pattern of cross-border
M&A reflects general asymmetries in regional FDI activity, with Singapore firms
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dominating the region in purchasing activity, while crisis-hit countries have been
prominent in seller activity. The underlying reasons for the low incidence and
narrow sectors for targets — a combination of legal constraints and industrial
organisation — are explored in terms of the fairly shallow depth of productive
sectors and the ‘thin’ instrumental capacities of regional financial markets.
Regional cross-border M&A activity is shown to have decelerated quite rapidly
since the peak of the Asian financial crisis in the few sectors targeted and the
suggestion is that, without substantial progress made on regional trade and invest-
ment agreements, industrial consolidation through cross-border M&A is unlikely
to accelerate in the near future. Finally, Bartels points to the specific circum-
stances of the Asian financial crisis that stimulated cross-border M&A deal flow
and their policy implications, in which Southeast Asia is seen as not possessing
in full measure several ingredients necessary for more ebullient cross-border
M&A activity.

In Chapter 9, Nick Freeman looks at the prospects for FDI activity in the
transitional economies of Southeast Asia, which are less experienced at attracting
and hosting foreign investors than some neighbouring countries, and have been
on a steep learning curve over the last decade or so. Nonetheless, foreign-invested
companies now represent a fairly substantial proportion of the corporate sector in
countries like Vietnam, and have helped to some extent in developing a domestic
private sector. Having seen a strong initial wave of foreign investment inflows
into these countries, following their initial opening up to foreign capital in the late
1980s and early 1990s, these flows have generally not been sustained in recent
years. The author attributes this to a number of constraints, including difficulties
in integrating FDI policies with the wider business liberalisation and economic
reform agendas. These transitional economies have also generally sought to
model their FDI policies on tried-and-tested methods previously used, to good
effect, in more experienced Southeast Asian countries. However, as previously
noted by Buckley in Chapter 2, this approach may not be appropriate for the inter-
national business environment of today, where more conventional FDI activities —
such as ‘greenfield’ manufacturing projects — are no longer the dominant form
they once were. The author therefore suggests that these countries need to become
more cognizant of both current international business practices and their own com-
parative advantages, so as to better tailor their FDI policies to suit the changing
demands of foreign firms.

In Chapter 10, Nick Freeman examines the various difficulties posed for
foreign portfolio investors by Southeast Asia’s lacklustre stock markets, which
have largely failed to recover from the impact of the Asian financial crisis in
1997-98. The author suggests that attempts made thus far to revive these equity
markets have not had the desired impact, and that policy-makers may need to
better appreciate changes in the way institutional investors go about allocating their
funds in global and emerging markets. The chapter suggests that stock markets can
play a useful supporting role to FDI activity, notably in terms of financing
long-investment activity, at a time when cross-border M&A and other forms of
FDI are increasingly blurring the line that divides direct investors from portfolio
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investors. Looking ahead, the author argues that the region’s stock markets will
need to consider some fairly radical initiatives, such as merging into a single
regional equity market (an equity markets version of the AIA), or individually
striking alliances with some of the world’s major stock markets, if they are not to
run the risk of becoming dormant.

Chapter 11, penned by Kee Hwee Wee and Hafiz Mirza, reviews investment
cooperation within Southeast Asia, largely from the perspective of the ASEAN
Secretariat. The authors identify key developments in the region’s efforts to pro-
mote FDI activity since the 1970s, assess the extent to which regional investment
cooperation has supported Southeast Asia’s competitiveness, and discuss future
prospects for regional cooperation in the area of foreign investment. The authors
are broadly optimistic that regional cooperation will continue, and that the ATA
arrangement can be used as a platform for new initiatives to maintain Southeast
Asia’s competitiveness. Wee and Mirza stress that whilst all the ASEAN member
countries need to move together in this regard, some degree of flexibility will
need to be given to countries at different stages of development.

Chapter 12, by Hal Hill, concludes this volume. Hill eloquently draws out some
of the issues addressed in the previous chapters, against both the wider backdrop
of Southeast Asian economic development (and diversity) and recent literature on
FDI. With regard to the competitive threat posed by China, the author argues that
forward-looking and pro-active Southeast Asian countries are likely to benefit
significantly from China’s seemingly inexorable growth, whilst the slow and more
hesitant countries may prove to be the principal losers. Those Southeast Asian
countries looking for new policy options could seek to emulate and adapt key
elements of Singapore’s successful approach towards FDI. Hill also discusses an
issue prevalent in Southeast Asia’s FDI regimes, but not discussed in much detail
by the earlier chapters — the use of incentives. He argues convincingly that the
fairly widespread deployment of various fiscal incentive programmes in the
region to attract FDI inflows is symptomatic of on-going deficiencies in the busi-
ness environments in several Southeast Asian countries. Fiscal incentives also
tend to be a risky, and often costly, means of attracting foreign investors, with
uncertain returns. They are a ‘second best’ approach to attracting FDI inflows,
and can easily be discounted by potential foreign investors as being unsustainable
and easily withdrawn. Far better, therefore, for host countries to adopt a “first
best’ approach by seeking to address directly those features of the host country’s
macro-economic and business environment that keep foreign investors away.
Consequently, Southeast Asia’s policy-makers need to find ways of providing
commercially profitable and politically stable host country environments that will
attract foreign investors, and also benefit local investors.

Perhaps one of the main conclusions emanating from the analyses provided by
the chapters that follow is that the recent downturn in Southeast Asia’s FDI activ-
ity cannot be entirely attributed to cyclical trends and the global dip in foreign
investment flows; nor the legacy of a prolonged hangover from the Asian
financial crisis of 1997-98. Whilst these may explain the current situation in part,
something more structural also seems to be going on. The international business
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environment has been undergoing radical change in recent years, and so have the
factors that drive and determine FDI activity (World Bank, 2003b). As a
consequence, the policy prescriptions and strategies that Southeast Asia used to
such good effect in the 1980s and 1990s to attract and host FDI activity need to
be regularly revisited, revised where necessary, and expanded on. It could be
argued that policy-makers in Southeast Asia have been somewhat slow to recog-
nize and react to the sorts of changes in global business and FDI activity that the
following chapters have identified, as the Asian financial crisis and the global
downturn in FDI flows have served to distract and partly obscure their presence.
This fog is lifting, however, as the competitive threat posed by China is focusing
minds and galvanizing new economic policy and business initiatives within
Southeast Asia, including ways to offset China’s remarkable magnetism for FDI
flows. In this context, several chapters focus on the need to develop regional
initiatives in Southeast Asia, extrapolating the ground-breaking work of AFTA
and the AIA frameworks in new and complementary directions. ASEAN would
appear to be the most obvious vehicle for such collaborative efforts.

If the increasing competitive threat posed by China has acted as a ‘wake up
call’ for Southeast Asia, and is able to spark new policy initiatives in the region,
then all well and good. However, it should be kept in mind that Southeast Asian
countries are not solely competing with the continental-sized economy sitting
immediately to north of them. They are also competing with each other, and
together as a region, for advantageous places in an increasingly competitive inter-
national business ‘food chain’, which extends far beyond Asia. It will be inter-
esting to see whether individual Southeast Asian countries, or the region as a
whole, are able to rise to the new challenges of attracting and hosting foreign
investment activity in the years ahead. If so, the region may witness the revival in
vigorous FDI activity that policy-makers desire. If not, the region’s successful
track record in attracting and hosting FDI during the 1980s and 1990s may
become something for the history books, as the recent hiatus in foreign investment
activity becomes a more prolonged affair.

Notes

1 Statistical sources on FDI flows cited in this chapter are taken from the International
Monetary Fund’s ‘International Finance Statistics Database’, unless otherwise stated.

2 In 1991, 35 countries introduced 82 changes in their FDI regimes, compared with
71 countries making 208 changes in 2001. In 1991, 97.6 per cent of all changes made
were pro-FDI, compared to 93.3 per cent in 2001 (down from a high of 98 per cent in
2000). East Asia introduced the highest number of pro-FDI changes.

3 In the electrical machinery industry, the share of VIIT in East Asia’s total trade grew
from 31 per cent in 1996 to 43 per cent in 2000. The share of Japan’s total trade with
the electrical machinery industry in the five main Southeast Asian economies, grew
between 1988 and 2000, as follows: Indonesia 2 per cent to 39 per cent; Malaysia 40 per
cent to 34 per cent; the Philippines 16 per cent to 55 per cent; Singapore 17 per cent
to 43 per cent; and Thailand 16.5 per cent to 41 per cent. See Fukao et al., 2002: 10.

4 The collapse in global FDI flows in 2000—01 was largely attributable to the rapid decel-
eration in cross-border M&A activity. However, developing countries’ share of this
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mode of FDI has generally been very small, fluctuating between a low of 3.5 per cent in
1987 and a high of 12.6 per cent in 1993.

The earlier significant wave of international location of production occurred in the
1970s, after the quadrupling of the oil price in 1973-74.

FDI flows to Southeast Asia peaked in 1997, at US$30.7 billion.

The sharp contraction registered by the industrialised countries was almost exactly of
the same magnitude, at 52 per cent. At the time of writing (March 2003), a global revival
in cross-border M&A deal flow had yet to occur.

See ‘Trade in Asia’, The Economist, 2 November 2002, p. 55.



2 The challenges of the new
economy for multinational
firms

Lessons for Southeast Asial

Peter J. Buckley

2.1 Introduction

This chapter examines the impact of the ‘new economy’ on decision-making in
the multinational enterprises (MNEs). Here, the new economy is taken to mean
the technological revolution brought about by the widespread use of the internet
and electronic commerce (e-commerce), together with the political developments
in the first years of a new millennium. These developments have brought a new
volatility to international business and to the operations of MNEs. The responses
of firms to these pressures, and to ‘globalisation’, which multinationals help to
further, have resulted in important changes of strategy in the world’s MNEs, with
widespread consequences for the world economy.

The chapter is structured in the following way. Section 2.2 examines the
operations of MNEs in a single market. This is an artificial situation, but it helps
to clarify the importance of key decisions, and the impact on those decisions of
changes brought by e-commerce. Section 2.3 then goes on to examine operations
in more than one market, and Section 2.4 tackles the crucial issues of interaction
between markets. Section 2.5 looks in detail at the meaning of globalisation for
MNEs and shows the interaction between globalisation and e-commerce.
Section 2.6 concentrates on the internal effects of technological and socio-political
change within MNEs. Reactions to increased volatility are shown to have a pro-
found impact on internal organisation. Section 2.7 is a summary, and Section 2.8
draws out implications for Southeast Asia and its investment attraction agencies.

2.2 Operations of multinational firms in a single market

2.2.1 Location and ownership strategies

The typical US MNE of the ‘golden age’ was a vertically, as well as horizon-
tally, integrated firm. In consequence, each division of the firm was locked
into linkages with other divisions of the same firm. As Asian competition
intensified, there was growing recognition of the costs of integration of this
kind. Figure 2.1 shows the complex network of a MNE involved in a single
market. There are two critical decisions covering each of the activities displayed
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Figure 2.1 Linkages between the activities of the firm (Reproduced from Buckley et al.
(1990)).

(production, stockholding, promotion, etc.). These are (1) where should the
activity be located, and (2) how should it be controlled? The control decision is
whether to own and operate the function in-house or to subcontract, outsource or
contract for the function outside the company. Joint ventures are a half-way house
between ownership and contract. These two decisions determine the strategy of
the company but need careful co-ordination. For instance, a promotional (adver-
tising) strategy must be carefully co-ordinated with the product or service supply
chain.

Commitment to a particular source of supply or demand of any product,
intermediate good or service is relatively low-cost in a high-growth scenario,
since it is unlikely that any investment will need to be reversed. It is much more
costly in a low-growth scenario, where production may need to be switched to a
cheaper source of supply, or sales diverted away from a depressed market. The
desire for flexibility therefore discourages vertical integration — whether it is
backward integration into production, or forward integration into distribution. It
is better to subcontract production and to franchise sales instead. The subcon-
tracting of production is similar in principle to a ‘putting out’ arrangement, but
differs in the sense that the subcontractor is now a firm rather than just a single
worker.

2.2.2 Disintermediation and re-intermediation

Dis-integration was also encouraged by a low-trust atmosphere that developed in
many firms. Fear of internal monopoly became rife, including worries about the
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‘hold-up’ problem, even when the single source of supply was an internal one.
Production managers faced with falling demand wished that they did not have to
sell all their output through a single sales manager. Sales managers resented the
fact that had to obtain all their supplies from the same small set of plants. Each
manager doubted the competence of the others, and ascribed the loss of corporate
competitiveness to selfishness and inefficiency elsewhere in the firm. Divisions
aspired to be spun off so that they could deal with other business units instead.
On the other hand, managers were wary of the risks that would be involved if they
severed their links with other divisions altogether. The result is that a much more
complex strategy set faces-decision makers in MNEs.

2.2.3 B2B e-commerce

B2B transactions account for 80 per cent of all e-commerce. E-shopping accounts
for only approximately 1 per cent of all retail sales in the US (or one-tenth of
catalogue sales). However, it should be pointed out that usage of the net is greater
than the number of transactions, because customers can use it to compare prices
and to search for information. The new value chain is shown in Figure 2.2, which
illustrates both the impact of disintermediation on the vertically integrated firm
and the opportunities for re-intermediation.

Disintermediation by e-commerce reduces warehousing costs but increases the
costs of maintaining a reliable web site. It reduces stock holding cost and fixed
capital but as logistics and distribution requirements become more complex and
costly, there are gains in economies of scale and scope by using e-commerce and
the ease of data exploitation is a major benefit, allowing companies to reach
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Figure 2.2 The new value chain.
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customers and sources of supply more easily and to foster competition for supply
contracts. These advantages can be summarised as ‘reach’ and ‘richness’. Reach
describes the size of the audience which can be accessed and the ease of connec-
tion. This measures the number of customers a business can service or how many
products it can offer. Richness describes the customisation of service, the depth
and detail of information, which can be given or collected. The degree of affilia-
tion measures the attachment of customers to individual suppliers and recipro-
cally the company’s responsiveness to customer needs. The argument is that
global/local trade-offs (see Section 2.4) can be managed better on the web using
e-commerce, so that integration and responsiveness are replaced by reach and
richness.

2.2.4 Re-intermediation using e-commerce

Figure 2.2 shows that as well as disintermediation e-commerce allows
re-intermediation. A number of wholesalers/distributors can be aggregated by an
e-retailer and on this reading a portal is equivalent to a shopping mall. Aggregators
thus acquire considerable buying power. An example is the impact of e-commerce
on travel agents. Many travel agents have been disintermediated but the response
to this is a ‘clicks and mortar’ strategy integrating e-commerce with traditional
business. Successful travel agents now manage a combined strategy. This is
instructive for businesses facing such challenges. The advent of e-commerce has
also introduced new players such as ‘navigators’ who represent customers and
fulfil their choices, and ‘infomediaries’ who take care of privacy issues and
provide payment security.

The nature of the product and therefore of the industry remains important in
e-commerce transactions. We can contrast ‘high touch’ versus ‘low touch’ goods
and services (e.g. clothes and shoes versus books, computers and CD-ROMs). For
the second group delivery over the internet is a prime example of the impact of
e-commerce in changing the competitive dynamics of an industry. E-commerce
lowers barriers to entry to industries where electronic delivery is possible and
provides opportunities for growth by re-intermediation. However, firms still have
to find the best location for all the activities in the value chain and to protect
their market niche. Achieving optimum scale of each activity in the chain and
consistency of product delivery and quality remain major competitive necessities.

2.2.5 Strategy, e-commerce and networks

These changes are challenges for ‘old economy’ companies — integrating online
functions with existing brand and back office infrastructure. B2B, building online
links with suppliers and customers, implies a redesign of business processes
network. Smaller companies may find it easier to operate internationally. It is
therefore easier to reach customers but there are still information problems, logis-
tics difficulties and the necessity to maintain management control. Products still
have to be distributed and thus the firm has to take account not just of transport
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costs but also of regulatory differences between countries, cultural distance and
other barriers.

A natural way to cope with these pressures is to allow each division to deal with
external business units, as well as internal ones. In terms of internalization theory,
internal markets become ‘open’ rather than ‘closed’. This provides divisional man-
agers with an opportunity to bypass weak or incompetent sections of the company.
It also provides a competitive discipline on internal transfer prices, preventing their
manipulation for internal political ends, and bringing them more into line with
external prices. There are other advantages too. Opening up internal markets
severs the link between the capacities operated at adjacent stages of production.
The resulting opportunity to supply other firms facilitates the exploitation of scale
economies because it permits the capacity of any individual plant to exceed
internal demand. Conversely, it encourages the firm to buy in supplies from other
firms that have installed capacity in excess of their own needs.

The alignment of internal prices with external prices increases the objectivity
of profit measurement at the divisional level. This allows divisional managers to
be rewarded by profit-related pay, based on divisional profit rather than firm-
wide profit. Management may even buy out part of the company. Alternatively,
the firm may restructure by buying in a part of an independent firm. The net
effect is the same in both cases. The firm becomes the hub of a network of inter-
locking joint ventures (Buckley and Casson, 1988, 1996). Each joint venture
partner is responsible for the day-to-day management of the venture. The head-
quarters of the firm co-ordinates the links between the ventures. Internal trade is
diverted away from the weaker ventures and towards the stronger ones, thereby
providing price and profit signals to which the weaker partners need to respond.
Unlike a pure external market situation, the partners are able to draw upon
expertise at headquarters, which can in turn tap into expertise in other parts of the
group.

A network does not have to be built around a single firm, of course. A network
may consist of a group of independent firms instead. Sometimes these firms are
neighbours, as in the regional industrial clusters described by Best (1990), Porter
(1990) and Rugman et al. (1995). Industrial districts, such as ‘Toyota city’, have
been hailed as an Asian innovation in flexible management, although the practice
has been common in Europe for centuries (Marshall, 1919). As tariffs and trans-
port costs have fallen, networks have become more international and ‘virtual’.
This is demonstrated by the dramatic growth in intermediate product trade under
long-term contracts. For example, an international trading company may operate
a network of independent suppliers in different countries, substituting different
sources of supply in response to both short-term exchange rate movements and
long-term shifts in comparative advantage.

Flexibility is also needed in research and development (R&D). A firm cannot
afford to become overcommitted to the refinement of any one technology, in case
innovation elsewhere should render the entire technology obsolete. As technology
has diffused in the post-war period, the range of countries with the competence to
innovate has significantly increased. The pace of innovation has consequently



20  Peter J. Buckley

risen, and the threat of rapid obsolescence is therefore higher as a result. The
natural response for firms is to diversify their research portfolios. But the costs
of maintaining a range of research and development projects are prohibitive,
given the enormous fixed costs involved. The costs of basic R&D have escalated
because of the increased range of specialist skills involved, while the costs of
applied R&D have risen because of the need to develop global products which
meet increasing stringent consumer protection laws. Joint ventures are an appro-
priate solution once again. By establishing a network of joint ventures covering
alternative technological trajectories, the firm can spread its costs whilst retain-
ing a measure of proprietary control over new technologies.

The advantage of joint ventures is further reinforced by technological conver-
gence, for example, the integration of computers, telecommunications and
photography. This favours the creation of networks of joint ventures based on
complementary technologies, rather than on the substitute technologies described
previously (Cantwell, 1995). Joint ventures are important because they afford a
number of real options (Trigeorgis, 1996) which can be taken up or dropped,
depending upon how the project turns out. The early phase of a joint venture
provides important information which could not be obtained through investiga-
tion before the venture began. It affords an opportunity later on to buy more fully
into a successful venture — an opportunity which is not available to those who
have not taken any stake. It therefore provides greater flexibility than does either
outright ownership or an alternative involving no equity stake.

2.3 Operations of multinational firms in more than one market

The new dynamic agenda focuses on: uncertainty and market volatility; flexibility
and the value of options; co-operation through joint ventures and business networks;
entrepreneurship, managerial competence and corporate culture; and organisa-
tional change, including the mandating of subsidiaries and the ‘empowerment’ of
employees. Flexibility may be defined as the ability to re-allocate resources quickly
and smoothly in response to change. The greater is the amplitude and frequency of
change in the environment, the greater is the need for flexibility. As far as MNEs are
concerned, the impact of change is captured by the volatility induced in the profit
stream. The volatility of profit that would occur if the firm made no response to
change summarises the impact on the firm of volatility in its environment.

The international diffusion of modern production technology has increased the
number of industrial powers, and hence increased the number of countries in
which political and social disturbances can impact significantly on global
supplies of manufactured products. The liberalisation of trade and capital markets
means that the ‘ripple’ effects of shock travel farther and wider than before
(Casson, 1995; chapter 4). Ripples are transmitted more quickly too: news travels
almost instantaneously, thanks to modern telecommunications. Thus speculative
bubbles in stock markets spread quickly around the world. Following the break-
down of the Bretton Woods exchange rate system, fluctuations have created a new
dimension of financial volatility too.
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As a result, any given national market is now affected by a much wider range
of disturbances than ever before. Every national subsidiary of a MNE experiences
a multiplicity of shocks from around the world. It is no longer the case that a
national subsidiary has to respond to shocks originating in its national market
alone. The shocks come from new sources of import competition and new com-
petitive threats in export markets too. While most shocks reveal themselves to
firms as competitive threats, new opportunities for co-operation may sometimes
be presented as well. The awareness of this sustained increase in volatility has led
to a search for more flexible forms of organisation.

Increased volatility is not the only reason for greater interest in flexibility.
Contemporary culture is very much opposed to building organisations around a
single source of monopoly power. The nation state, for example, is under threat
from advocates of regional government. The traditional role of the state, to supply
defence, can in principle be affected through multilateral defence treaties in
which politically independent regions club together for this specific purpose. The
demise of the Soviet bloc, and the subsequent political realignment between its
member states, may be seen as an example of this kind of cultural change at work.
This distrust of monopoly power may be linked to an increase in other forms of
distrust, as suggested next.

The aversion to internal monopoly is apparent amongst MNEs as well. This
movement began in the early 1980s when the powerful central research laborato-
ries of high-technology MNEs were either closed down, shifted to the divisions,
or forced to operate as suppliers to ‘internal customers’ in competition with outside
bodies, such as universities (Casson et al., 1991). Headquarters’ bureaucracies
came under attack shortly afterwards, as ‘de-layering’ got underway. The favoured
form of firm has become a federal structure of operating divisions drawing on a
common source of internal expertise, but where each division belonging to the
federation is free to outsource expertise if it so desires. As with any trend, there
has been a tendency for certain advocates to take it to extremes. Just as
the ‘golden age’ was rife with suggestions that oligopolies of hierarchical MNEs
would come to dominate world markets, so the 1990s have spawned visions of the
‘network firm’ and the ‘virtual firm.” A factor common to these visions is a
‘fuzzy’ boundary of the firm, where the firm fades into the market, through joint
ventures, with declining proportional equity stakes. These arguments for fuzzy
boundaries are, unfortunately, often based on equally fuzzy reasoning. Fuzzy
boundaries can be configured in many different ways. The new research agenda
outlined here places arguments for fuzzy boundaries on a rigorous basis, and
predicts the specific form that fuzziness will take in each particular case.

2.3.1 Dynamic market entry (and exit)

Consider the problem of modelling market entry from a dynamic, rather than a
static, point of view (Chi and McGuire, 1996). The most important new point to
take into account is that the foreign market can decline as well as grow.
Divestment or withdrawal must be considered as serious strategies. Clearly, these
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strategies do not apply until the market has been entered, but once it has been
entered they may need to be used. Static models assume that the market will be
constant, while very simple dynamic models, such as Buckley and Casson (1981),
only suppose that the market will grow. In a volatile environment a market
may grow to begin with, attracting investment, but then go to decline, requiring
divestment instead. Such explicit recognition of adverse scenarios is a character-
istic of the new research agenda.

Switching between strategies is costly, and the costs depend on both the
strategy the firm is switching from, and the strategy the firm is switching to. In
some cases, switching costs decompose neatly into a cost of exit from the old
strategy and a cost of setting up the new strategy. Detailed modelling of such
costs is a key element of the new research agenda.

To preserve flexibility, it is important for the firm to choose at the outset
strategies whose exit costs are low. This tends to favour exporting over host-
country production, and licensing over internalization. In other words, it reveals
foreign direct investment (FDI) as a high-risk strategy. Switching decisions
can be mistaken, however, because the information upon which they are based
is poor. Expected switching costs are reduced by avoiding unnecessary switches.
Different strategies afford different opportunities for capturing information from
the host environment and feeding it back to inform subsequent switching
decisions. The new agenda involves explicit modelling of how the strategy chosen
at one stage affects the information available at following stages.

Foreign direct investment offers better opportunities for information capture
than either licensing or exporting, since ownership of assets confers ownership of
information too. This means, for example, that if volatility caused the market to
unexpectedly grow, then the foreign investor should recognise this quickly. Since
it is often cheaper to expand existing capacity than to build from scratch, the
foreign investor also faces lower cost of capacity expansion than does an exporter
who decides to switch to foreign production at this stage. While exporting
continues to confer more flexibility in response to market decline, therefore, FDI
confers more flexibility in respect to market growth. Is it possible to find a strat-
egy with a better combination of characteristics than either exporting, licensing
or FDI? An international joint venture (IJV) may provide the answer (Kogut,
1991). Investing in a 50:50 partnership with a host-country producer lays off
some of the risks associated with wholly owned FDI. At the same time, informa-
tion capture remains reasonably good. There is an option to expand capacity if
there is unexpected market growth, and a further option to increase commitment
by buying the partner out. There is also an easy option to withdraw by selling out
to the partner. The partner provides a ready market for divested assets that an ordi-
nary direct investor lacks. There is a downside, of course — an obvious problem is
that the partners may themselves become a source of volatility. This is why trust
is such an important element in an IJV. In this way the emphasis on risk manage-
ment within the new research agenda leads to the emergence of new ‘compromise
strategies’, which would be dominated by more conventional strategies, were it
not for the ‘option value’ they possess within a volatile environment.
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International joint venture options can only be exercised once, of course, unless
the investor switches back to an IJV arrangement at a later date, when they can
be exercised all over again. This explains IJV instability as a rational response to
the role that 1JVs fulfil. An IJV in which the options are never exercised is
probably inferior to a wholly owned investment, while an IJV in which the options
are exercised at the first available opportunity does not last for very long. When
1JVs are chosen because of their option value, it is normally inefficient both to
switch out right away, or to never switch at all. The optimal timing of a switch is
one at which uncertainty about future market growth is dispelled for a reasonable
period of time. This implies that the duration of an IJV is, on average, fairly short
and relatively variable. This new approach provides a simple means of deriving
such hypotheses about the period of time for which a given strategy will be
pursued.

2.4 Interaction between markets

2.4.1 Global/local operations

There has always been a tension between the pressures to globalise and the need
to stay local and to serve individual customers, in the strategic decisions of
MNEs. The advantages of global operations are cost based, maximising
economies of scale and reducing duplication, thus achieving efficiency. The
advantages of localisation are revenue based, allowing differentiation to reach all
customer niches and achieving responsiveness. The tension can be summed up in
the phrase ‘the cost advantages of standardisation versus the revenue advantages
of adaptation’. (Global and local oppositions are shown in Figure 2.3.) Much of
the strategy of the MNE can be explained by the attempts of management to
reconcile these pressures. Over time, firms have been advised to switch their
organisation so as to balance these pressures — one example is the ‘transnational’
type of organisation advocated by Bartlett and Ghoshal (1989). However, pressures

GLOBAL LOCAL
Cost Revenue
Efficiency Responsiveness
Centralisation Decentralisation
Standardisation Adaptation
“GLOCAL?

Figure 2.3 Global and local oppositions.
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in different industries push firms towards a strategic imperative (scale in
electronics, local demand differences in consumer goods) and different functions
require different balances of global/local orientation (finance, production, sales
functions). The ‘hub and spoke’ model is a key method of attempting to reconcile
these conflicts.

The globalisation of markets has been a major factor in the growth of volatility,
as explained before. A feature of many global markets is the use of regional
production and distribution hubs, where several neighbouring countries are serv-
iced from the same location. The regional hub, like the 1JV, can be understood as
a strategy that offers superior flexibility. Just as an IJV offers a compromise own-
ership strategy, a regional hub offers a compromise location strategy. Because the
hub is nearer to each market than the home location, it reduces transport costs,
and offers better information capture too. Yet, because it is close to several
markets, it avoids exclusive commitment to any one. If one market declines,
production can be switched to other markets instead; provided the shocks affect-
ing the national markets are independent (or less than perfectly correlated, at any
rate), the hub provides gains from diversification. These are real gains that only the
firm can achieve, as opposed to the financial gains from unrelated product diver-
sification, which have proved disappointing in the past, because they are best
exploited through the diversification of individual share portfolios instead.

2.4.2 Location and ownership strategies revisited:
‘hub and spoke strategies’

The two strategies of [JV and hub can be combined (see Figure 2.4). Since one —
the IJV — is an ownership strategy and the other a location strategy, they can, if
desired, be combined directly in an IJV production hub. Closer examination of the
issue suggests that this is not normally the best approach, however. The model
suggests that a combination of a wholly owned production hub supplying 1JV dis-
tribution facilities in each national market is a better solution. A hub facility is too
critical to global strategy to allow a partner to become involved, because the dam-
age they could do is far too great. Even with a wholly owned hub facility, the
combination still affords considerable flexibility to divest or withdraw from any
single market. The advantage of the combination is that when divesting, the dis-
tribution facility can be sold to the partner, while the production capacity can be
diverted to markets elsewhere. These options for divestment are combined with
useful options for expansion too. This example illustrates the crucial role that the
concepts of flexibility and volatility play in analysing foreign market entry in
the modern global economy. Without these concepts it is impossible to fully
understand the rationale for IJVs and production hubs. It is also impossible to
understand why these strategies have emerged at this particular historical juncture
and not before.

While some of the insights of this model can certainly be expressed in terms of
a framework, a framework is too crude to analyse the interplay of the different
factors in a completely rigorous way. The concepts of adjustment costs and exit
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Figure 2.4 ‘Hub and Spoke’ strategies: an example.

costs can already be found in the strategy literature, for example, but even this
simple example is sufficient to show that the interplay of present entry and future
exit cannot be properly understood without the aid of a fully specified model.
This does not mean that the strategy literature is flawed. The new dynamic
agenda is perfectly compatible with much of the existing strategy literature, but
it goes beyond it by developing and refining the insights in a way that the strategy
framework is unable to do.

2.5 Globalisation

2.5.1 The differential speed of globalisation

The impact of electronic communications and the increased skill of managers in
deploying these resources is to allow de-duplication in the firm’s international
activities. Several authors on the development of MNESs’ organisational structures
(Doz and Prahalad, 1984; Bartlett and Ghoshal, 1987; Ohmae, 1990) have com-
mented that a period of replication of functions abroad (clone models, multi-
domestic structures) are followed by more fully integrated structures (transnational
structures, global organisation). These more truly globally integrated forms are
achieved by de-duplicating functions, often by coalescing them back to head
office, or by having single locations for activities such as finance or divisional
R&D. The advance of electronic communication has made this process more
manageable.

There are a number of problems with globalisation using e-commerce: delivery;
taxation (electronic customs clearance and vertical warehousing); language and
currency differences (digital currencies?); patenting of business processes; and
privacy/data protection. There are also issues of trust, which arise particularly
when face-to-face transactions are not the norm.
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2.5.2 Mass customisation

Mass customisation is another important means of reconciling scale and
differentiation (efficiency and responsiveness), for example, in textiles — bespoke
garments en masse from offshore sites with rapid delivery. Another example is
‘lean retailing’ — distribution and design centres linked to production centres by
electronic means. Electronic ordering and automated distribution centres and
inventory management systems linked to customers enable rapid response to
customer needs. This combines information technology, speed and flexibility
with low labour costs. So the custom versus bulk manufacture divide becomes
fine. (‘Cyber consumers expect to be able to customise everything’.)

De-duplication of function becomes possible where electronic links allow
single locations to service the whole firm’s needs. Rather than a call centre for each
division or country, a single one can serve all. There is also a tendency for
re-integration of the supply chain from independents back to the major manufac-
tures, as e-commerce matures.

2.6 Internal effects on the multinational firm

2.6.1 Flexibility and internal organisation

In a very volatile environment the level of uncertainty is likely to be high.
Uncertainty can be reduced, however, by collecting information. Flexibility was
defined earlier in terms of the ability to respond to change. The costs of response
tend to be smaller when the period of adjustment is long. One way of ‘buying
time’ to adjust is to forecast change. While no one can foresee the future perfectly,
information on the present and the recent past may well improve forecasts by
diagnosing underlying long-term trends. Collecting, storing and analysing
information therefore enhances flexibility because by improving forecasts, it
reduces the costs of change. Another way of buying time is to recognise change
as early as possible. In this respect, continuous monitoring of the business
environment is better than intermittent monitoring, because the potential lag
before a change is recognised is eliminated. Continuous monitoring is more
expensive than intermittent monitoring, though, because more management time
is tied up.

Investments in better forecasts and speedier recognition highlight the trade-off
between information and adjustment cost. This trade-off is particularly crucial
when volatility is high. High volatility implies that more information should be
collected to improve flexibility, which in turn implies that more managers need
to be employed. This is reverse of the usual recommendation to downsize man-
agement in order to reduce overhead costs. To improve flexibility whilst
downsizing management, the trade-off between information and adjustment cost
must be improved. There are two main ways of doing this. The first is to reduce
the cost of information processing through new information technology (IT).
The second is to reduce adjustment costs by building flexibility into plant and
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equipment, both through its design and its location. A combination of IT
investment and flexible plant can reconcile greater flexibility with lower man-
agement overheads in the manner to which many MNEs aspire.

The information required for strategic decision-making is likely to be distributed
throughout the organisation. It is no longer reasonable to assume that all the key
information can be handled by a single chief executive, or even by the entire head-
quarters management team. It is difficult to know in advance where the really
crucial information is likely to be found. Every manager therefore needs to have the
competence to process information effectively. Managers need to be able to recog-
nise the significance of strategic information that they acquire by chance, and to
have the power of access to senior executives in order to pass it on. In other words,
ordinary managers need to become internal entrepreneurs.

Few entrepreneurs have sufficient information to make a good decision without
consulting other people, however. In a traditional hierarchical firm, the right to
consult is the prerogative of top management. If ordinary managers are to have
the power to initiate consultation, and act upon the results, then channels of com-
munication within the firm need to be increased. Horizontal communication, as
well as vertical communication, must be easy, so that lower level managers can
readily consult with their peers. A natural response is to ‘flatten’ the organisation
and encourage managers to ‘network’ with each other. This improves the trade-off
between local responsiveness and strategic cohesion (Bartlett and Ghoshal, 1987;
Hedlund, 1993). Unfortunately, though, there has been some confusion over
whether flatter organisations remain hierarchies at all. However, as Casson (1994)
shows, the efficient managerial processing of information normally requires a
hierarchical structure of some kind. The key point is that the more diverse are the
sources of volatility, the greater are the advantages of widespread consultation.
The less predictable is the principal source of volatility on any given occasion, the
greater is the incentive to allow consultation to be initiated anywhere in the organ-
isation. In practice this means that an increased demand for flexibility is best
accommodated by flattening the organisation, whilst maintaining basic elements
of hierarchy.

If flexibility were costless, then all organisations could build in unlimited
flexibility at the outset. In practice, the greater is flexibility, the higher transac-
tions costs become. For example, the flexibility to switch between different
sources of supply and demand (described earlier) means that relations with
customers and suppliers become more transitory than before. Cheating becomes
more likely, because the prospect of further transactions between the same two
parties is more remote. Direct appeals to the other party’s loyalty lose their
credibility too.

The same effect occurs when internal entrepreneurship is promoted. Internal
entrepreneurs are given more discretion to act upon information that they have
collected for themselves, and this increases their opportunity to cheat. Giving
managers a direct stake in the business activities they help to build is one solu-
tion. The firm incubates new business units in which particular managers, or
groups of managers, have equity stakes. An alternative approach is to appeal to
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the integrity of managers instead. They are treated well, and in return are expected
to be open and honest about what they know.

It is one of the ironies of the 1990s that at a time when personal integrity
needed to be high in order to support more flexible organisations, it had been
allowed to fall very low. The decline of traditional religion, the intellectual
cynicism created by two world wars, and the rise of mass consumerism have
all been blamed for this state of affairs. Communitarians argue correctly that
moral values like integrity are most efficiently engineered at the societal level,
through family, church and school. But when these institutions fail, they must be
engineered to support specific economic relations instead (Fukuyama, 1996).
Firms must engineer these values amongst their employees at their own expense
instead (Kotter, 1996). Greater flexibility therefore implies greater costs in
promoting a corporate culture that reinforces moral values.

2.6.2 Outsourcing and logistics

Many input functions are now viably outsourced — even human resources
departments and procurement.? Digital delivery of product is analogous on the
output side. The danger is the loss of core competences (outsourcing IT ‘loses
part of company’s brain’). This development contributes to volatility and
increases the mobility of activities internationally, as a great deal of outsourcing
functions are competed for on a global basis. The policy of promoting linkages
(forward as well as backward) followed by many agencies of national and local
government needs to account for these changing decision-making parameters.

As is always the case, disintegration of established supply chains is followed
by re-integration and consolidation. The trend to outsource (dis-internalise)
manufacturing by major multinationals led initially to subcontracting to
independents — many of them located in Southeast Asia (and Mexico). Contract
manufacturing,® has been growing by 20 per cent per year in the late 1990s and
the early part of this century. However, contract manufacturers are rapidly
consolidating, through mergers, and are expected to reach an oligopolistic
equilibrium, with around six firms dominating the global market. These firms are
becoming supply chain managers, sometimes even organising distribution and
repair. These links between customers and suppliers are, of course, facilitated by
the use of the internet.

Contract manufacturers, ensured of future contracts are thus able to achieve
economies of scale and to become more capital intensive, replacing unskilled
labour by high-tech capital equipment. This trend is accelerated by the competitive
imperative becoming speed to market, not cost. A linked supply of available fac-
tories in different national locations means that contract manufacturers can switch
production lines between these units. Flexibility is achieved by using these ‘shell’
factories between principals — entire production lines can be flown in from another
location. Vertical disintegration is thus accompanied by specialisation. The princi-
pal concentrates on R&D, design and marketing, the contract manufacturer
provides a service to the global supplier. Companies with a strong manufacturing
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culture, and a commitment to a fixed location, may be out-competed by more agile
‘virtual’ firms owning no manufacturing facilities at all.

2.7 Summary

Multinational firms face a number of key challenges in the new millennium.
Among these are:

e the management of e-commerce, and its integration with conventional
business firms;

e reacting to increased volatility in the world economy by strategies based on
flexibility of response;

e  reassessing ownership and location factors in

— relocation

— IJVs and alliances
—  disintermediation
—  de-duplication;

e revisiting market entry strategies, namely,

— sequential market entry
— dynamic market entry;

e the creation, renewal and maintenance of viable corporate cultures, to
combine competence, honesty and entrepreneurship;

e coping with uncertainty, notably the increased political uncertainty following
the events of 11th September, 2001.

2.8 Implications for Southeast Asia

There are a number of suggestions for Southeast Asia and its investment agencies,
which emerge from the above analysis.

2.8.1 Dynamic market entry

Investment attraction (and retention) requires attention to be paid to dynamic
market entry. Investment agencies need to take a long-term view of the foreign
market servicing strategies and sourcing strategies of MNEs. This includes both
locally owned firms and foreign investors. Foreign firms having only sales sub-
sidiaries or subcontracting agreements, or indeed utilising sales agencies, may
(be induced to) expand into wholly owned production or service centres.

2.8.2 Hubs

Investment agencies should understand the ‘hub and spoke’ strategy, and moni-
tor its development, particularly in an integrating area like the European Union.
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The appeal of hubs with higher order activities (such as R&D or finance) is
particularly attractive for locations like Singapore, but spokes may well develop
into hubs or sub-hubs. This may involve supporting or fostering 1JVs between
local and foreign firms. Investment may not always be ‘greenfield ventures’ on a
new site, but mixed forms with joint ventures and takeovers as key entry strate-
gies. A more sophisticated attitude to takeovers is implied by this approach.

2.8.3 Expectations of Southeast Asian economies

There is much more competition for ‘footloose’ FDI projects. The entry of China
as a major location for labour intensive projects has created substantial difficul-
ties for those countries trying to compete as a location for export-orientated
projects. Many countries are engaged in attempting to upgrade their offer to
potential inward investors. This may include direct cost competition or attempts
to attract higher-order activities and skilled labour/knowledge intensive projects.

The entry of China as a global economic superpower and super-location for
inward FDI will be consolidated by its membership of the World Trade
Organisation and its policy of increasing openness. The competitive response of
Southeast Asian countries is less sure. China’s range of exporting industries
covers the spectrum from cheap labour-intensive products like toys to sophisti-
cated ones like computer chips. Where is Southeast Asia to find a niche? The
response must be a flexible one. China may have areas of absolute advantage, but
trade is based on comparative advantage. Further, as China’s trade balance
becomes increasingly positive, its exchange rate will rise. The growth of China’s
domestic purchasing power will also provide opportunities for export sales to this
new consumer base.

The era of massive new greenfield projects designed for export may be passing.
Much more likely are incremental changes in MNE configuration — the results of
de-duplication, outsourcing, offshore production and re-investment. The volatility
of strategy increasingly makes FDI a two-way bet, unless strong investment reten-
tion policies are in place. The rationalisation of facilities by MNEs is ongoing and
relentless.

2.8.4 Networks and clusters

Establishing viable clusters — of subcontractors and suppliers — around an important
principal plant has been fashionable. My analysis, and the impact of e-commerce,
suggests that these clusters are becoming increasingly dispersed and virtual. It may
be possible to build clusters de novo, but this is not the norm. A more detailed
understanding of company networks is necessary. More sophisticated policies on
‘promoting linkages’ need to evolve.

The ‘Asian crisis’ and its aftermath has not only slowed inward FDI from outside
Southeast Asia, it has also disrupted intra-regional flows of FDI. Both of these
factors: the decreasing share of world FDI attracted by Southeast Asia, and dis-
rupted intra-Southeast Asian networks, have serious long-term effects. The switch



The challenges of the new economy for MNEs 31

of footloose FDI to China may have permanent repercussions, but the necessity to
re-consolidate regional networks is vital in a region of small interdependent states.

2.8.5 E-commerce

The operations of small, fully internationalised companies are now much more
viable. Many companies are alleged to be ‘born global’ and this means paying
attention to start-ups and potential small global players in the domestic economy.
There is a clear importance to the building and maintenance of state-of-the-art
electronic infrastructure. Physical infrastructure quality still remains important in
attracting and retaining investment. The attitude of investment attraction agencies
must be like a venture capital company which expects only a few (perhaps 1 in 20?)
projects to fully succeed.

2.8.6 Volatility

The key message of this chapter is that volatility in the global economy is increas-
ing. 1JVs, for instance, are likely in general to be short-lived but variable in
longevity. There will not be massive ‘successes’ in the attraction of new green-
field investments or massive ‘failures’ in closure, but the search for flexibility will
mean that incremental shifts will be many and cumulatively profound. In this
context, there is no substitute for being close to the companies’ thinking.

Impact of New Developments in Southeast Asia

Location New locations
Race to the bottom?

Ownership FDI in Southeast Asia
Networks of Southeast Asian firms
Entrepreneurship

Internalisation Vertical disintegration?

De-duplication?
Size of firms

Notes

1 The basic framework of this chapter is derived from Buckley and Casson (1998).
2 See ‘Out of the back room’, The Economist, 1 December 2001, pp. 75-76.
3 See ‘Factories for hire’, The Economist, 12 February 2000, p. 81.



3 The political economy of
foreign direct investment
in Southeast Asia

Economic security perspectives

Christopher M. Dent

3.1 Introduction

Foreign direct investment (FDI) has played an integral part in Southeast Asia’s
contemporary economic development experience. The industrialisation of many
of the region’s states has depended to a significant degree on the investment of
foreign multinational enterprises (MNEs) in their economies. This especially
applied to the original core five members of the Association of Southeast Asian
Nations (ASEAN) — Indonesia, Malaysia, Philippines, Singapore and Thailand —
that have pursued an increasingly outward-oriented economic development strat-
egy based on export- and FDI-led growth. These twin processes have been prime
drivers behind Southeast Asia’s impressive techno-industrial transformation over
recent decades, which, according to Chia (1999), allowed the region’s constituent
economies to ‘overcome the constraints of small domestic markets and narrow
resource bases; exploit comparative advantage and scale economies; access for-
eign capital, technology and marketing and managerial expertise’ (p. 249). Chia
further observed that Southeast Asia’s success in attracting FDI could be gener-
ally attributed to a combination of political, economic and social factors, includ-
ing the supportive developmental policies of the region’s governments, favourable
macroeconomic conditions and factor endowments (especially labour and natural
resources), and rapidly expanding domestic markets.

This was at least the general situation up until the region’s 1997/98 financial
crisis. In the crisis aftermath, levels of inward FDI into Southeast Asia have fallen
dramatically, especially in countries such as Indonesia and the Philippines, where
the post-crisis reconstruction of the economy has proven problematic, and foreign
investor confidence is accordingly low. Moreover, those in the region that sub-
scribe to the view that the volatility of foreign capital was more crisis-culpable
than domestic economic factors have strengthened economic nationalist and
‘anti-globalisation’ resistance in some Southeast Asian countries towards all
forms of foreign investment, thus lumping FDI in with short-term speculative
capital movements. Yet to the more discerning, the crisis revealed the relative
advantages of FDI (especially of the ‘greenfield’ variety) over foreign loans and
other manifestations of foreign capital, as the former incorporates the added value
of not just foreign capital infusion into the domestic economy but also that of
management, production, technology and marketing capabilities.



The political economy of FDI in SE Asia 33

Furthermore, crisis events did not question that the ASEAN core member states
should fundamentally divert away from their outward-oriented trade and FDI devel-
opment strategy, but rather modify certain aspects of it. While this may not be the
view of the region’s economic nationalists and still weak — yet growing — ‘anti-
globalisation’ civil movements, there has been a general consensus that the ASEAN
economies’ interaction with foreign capital required re-evaluation and subsequent
adjustments in FDI and international financial policy. Most Southeast Asia’s states
cannot escape the fact that they are structurally integrated into wider regional (i.e.
East Asian) and global production chains, not least because of the significant
penetration of inward FDI, and hence foreign MNEs interests, in many key sectors.
Therefore, they would find it difficult to disengage from an outward-oriented
strategy unless in cases where considerable politico-economic deconstruction tran-
spires, as perhaps may be expected in Indonesia over forthcoming years.

There remains much diversity and also continuity in the political economy
discourse on FDI in Southeast Asia. For example, Singapore continues to be a
strong advocate of FDI, in accordance with its general embrace of globalisation.
Like Singapore, the Malaysian leadership continues to proactively attract higher-
technology inward FDI. However, it is demonstrably suspicious of the
ideological baggage often associated with globalisation, and Prime Minister
Mabhathir has at times viewed certain aspects of globalisation as a surrogate
form of Westernisation. In Indonesia, economic nationalists advocate the notion
that a dependency on FDI compromises the integrity of national economic
management. Meanwhile across the region, foreign MNEs and host governments
have been the subject of growing criticism from human rights activists over the
exploitation of labour under ‘sweatshop’ working conditions, and also from envi-
ronmentalists over the ecological damage incurred by certain FDI projects and
lax environmental regulations set by the state that made them permissible.

Both the technical aspects of FDI policy as well as FDI diplomacy are set
within the broader foreign economic policy (FEP) framework (Dent, 2002).
Certain phases of development are discernible in Southeast Asian states’
approaches to FDI during the post-colonial period. A more favourable disposition
towards FDI was evident in the transition from the import-substitution industrial-
isation (ISI) — where cultivating national self-dependence was in many Southeast
Asian cases a key underlying theme of economic policy per se — to export-
oriented industrialisation (EOI), in which export-oriented FDI marked a critical
shift in Asia’s trade—FDI policy nexus and development (Athukorala, 1998). In
this context, inward FDI in Southeast Asia formed an integral part in developing
various export production capabilities in progressively higher grades of techno-
industrial activity from broadly the 1970s onwards. Over time, more labour-
intensive sectoral investment (e.g. in agro-processing, textiles, etc.) gave way to
more capital-intensive FDI projects (e.g. computer and electronics manufacture).

A range of technical policy measures was available to Southeast Asian states to
induce and manage inward FDI. Promotive incentives included tax concessions,
investment subsidies, accelerated depreciation allowances, infrastructural provision
and facilities, especially those found in designated export processing zones and
industrial estates. In contrast, FDI restrictions, regulations and performance criteria
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included limits on foreign equity ownership, outright bans on investing in ‘sensitive’
or ‘strategic’ sectors, restrictions on foreign employment, minimum local content,
export and technology transfer requirements, and restrictions on the repatriation of
profits. Over time, Southeast Asian states have placed an increasing emphasis on
promotive measures, while restrictive measures have been cut back in the wider
sweep of neo-liberal reform and engagement with globalisation. Amongst the
region’s states, Singapore has developed the most effective and sophisticated FDI
policy that has combined openness with selective sectoral promotion. Indeed,
FDI has been central to the city-state’s development strategy since independence,
based consistently on targeting higher-tech sectors for FDI-based development.
Here, Singapore’s Economic Development Board (EDB) has played the pilot agency
role of the developmental state, working in an ‘adaptive partnership’ with transna-
tional capital, in response to challenges posed by globalisation (Dent, 2003a). Most
other Southeast Asian states had specific agencies charged with managing FDI pol-
icy, such as Thailand’s Board of Investment (BOI), that was established in 1959 with
the explicit aim of promoting inward FDI in addition to domestic private investment.

The general shift to a more promotive FDI approach in the core ASEAN-5 coun-
tries coincided with the surge of Japanese outward FDI during the late 1980s and
early 1990s, as a consequence of the Yen revaluation policy after the 1985 Plaza
Accord. Meanwhile in Indochina, prospective ASEAN member states such as
Vietnam and Cambodia were ‘instrumentalising’ the fundamentals of FDI policy,
with foreign investment laws passed in the Indochina sub-region from the late 1980s
onwards. Vietnam has adopted many lessons from China’s ‘open door’ policy towards
inward FDI, and has proved particularly successful at attracting foreign investment.
More recently, Southeast Asia’s 1997/98 financial crisis brought significant changes
to FDI policy, not least because a new promotive approach was required to attract
foreign investor interest in the region as a whole. This involved a further wave of
policy liberalisation and deregulation (e.g. on equity ownership, local content rules,
etc.) that was combined with new incentive measures. In sum, the crisis had shown
that engaging globalisation is a dynamic economic and political learning process,
and subsequent ‘smarter’ adjustments in FDI policy supposedly reflected this.

This chapter makes a political economy analysis of FDI and Southeast Asia, dis-
cussing in more detail the issues and developments raised in this introductory sec-
tion. More specifically, it utilises a conceptual framework of economic security to
analytically structure this study. As this author has argued elsewhere, the pursuit of
economic security interests principally orientate FEP objectives (Dent, 2002). It
was noted earlier that FDI policy and diplomacy form a constituent FEP element,
and the application of this economic security approach offers a new methodology
for examining the political economy of FDI in the region.

3.2 Economic security: a new conceptual
framework of analysis

Discourses on economic security form part of the ‘new’ security agenda in the
international political economy and international relations literatures, that is its
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broadening beyond the traditional focus on just politico-military issues and
concerns. The growing salience of economic security issues is associated with the
respective shifts from geo-politics to geo-economics, from military superpowers
to economic superpowers, and hence from politico-ideological competition to
economic competition. As Stremlau (1994) contends, ‘we are entering an era
when foreign policy and national security will increasingly revolve around our
commercial interests, and when economic diplomacy will be essential to resolv-
ing the great issues of our age’ (p. 18). In a similar vein, Reynolds (1993) argued
that, ‘the definition of national security has changed from the amount of military
firepower a country commands to include questions of economic and technolog-
ical advantage’ (p. 31). This chapter offers the following definition of economic
security in a FEP context: safeguarding the structural integrity and prosperity-
generating capabilities and interests of a politico-economic entity in the context
of various externalised risks and threats that confront it. Here, ‘politico-
economic entity’ broadly equates with a FEP power (e.g. a nation-state) with
respect to its own territorial economy and extra-territorial (e.g. trans-border or
transnational) economic interests. Hence, FEP protagonists' may work to
safeguard the transnational commercial interests of their home-based or hosted
foreign MNEs, and thus have direct relevance to FDI-related issues.

The ‘structural integrity’ aspect of this working definition of economic security
essentially relates to maintaining the internal construction of the economy during
its interactions in the global economy, and its ability to meet the basic demands
of economic agents located therein. Where meaningfully applied, this can be
linked to proximate notions of the economy’s survival in the international system
and thus the prevention of its structural collapse — a rare event in absolute terms,
as economies invariably recover in a physical sense, albeit sometimes in a new
politico-geographically defined form. The ‘prosperity-generating capabilities’
aspect of the definition broadens the conventional boundaries of the economic
security concept beyond its usual attention to minimising direct and immediate
economic vulnerabilities. Safeguarding prosperity-generating capabilities works
towards this objective anyway, through reducing the future scope for economic
security risks, vulnerabilities and threats, constituting a sort of ‘insurance policy’
or ‘preventative medicinal” approach. The development of these capabilities can
also be linked to welfare maximisation — both localised and global — and the
externalisation of FEP interests. Also relevant is Lubbe’s (1997) distinction
between short-term and long-term economic security objectives, with the former
concerned with confronting specific challenges (e.g. unilateral commercial pol-
icy threats) and the latter with preserving economic potential, and the capacity to
counteract structural destabilisation.

In comparing these last two aspects of the economic security definition,
safeguarding the ‘structural integrity’ of the FEP power is more defensive in con-
notative action, whereas safeguarding ‘prosperity-generating capabilities and
interests’ relates more to promotive or enhancing actions. As such, ‘safeguarding’
in this latter context involves proactive measures for advancing the FEP power’s
economic security interests, for example through foreign economic policies that
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cultivate certain prosperity-generating functions within the economy, such as is
found within FDI policy measures pertaining to technology transfer and export
production requirements. Strengthening economic diplomacy ties with other FEP
powers may also foster FDI, trade or finance-related linkages that serve similar
economic security objectives.

In further applying this definition to FEP analysis, a typology set of economic
security interests can be developed that broadly orientates FEP objectives, and
thus that of FDI policy. The eight economic security typologies that are outlined
here form the main analytical structure of this chapter:

e Supply security: relating to securing key supply chains involving foreign
sources. This is especially important for import-dependent or foreign
technology-dependent economies that respectively lack natural resources or
indigenous techno-industrial self-sufficiency. It can also apply to securing
the supply of international credit and finance, as articulated here, and human
resources in short indigenous supply. Supply diversification forms part of a
vulnerability management strategy of economic security.

e Market access security: concerns securing the best access possible to key
foreign markets. This is particularly crucial for export-orientated economies
with small domestic markets, although this has become a prime economic
diplomacy objective of all FEP powers.

e  Finance-credit security: ensuring the financial solvency of the FEP power
in the international system, as well as its maintenance of access to, or influ-
ence or control over sources of international credit. In recent times, this has
become an acute economic security concern of developing countries in the
context of ‘Third World” debt and other countries that have lately required
IMF assistance, e.g. Indonesia.

e Techno-industrial capability security: preserving and developing the ability
of the economy to generate prosperity, productivity and other welfare-
creating factors, and maintaining the economy’s position as close as possible
to the technological frontier. This may derive from indigenous or foreign
sources, and relate to issues of access and acquisition of foreign technology.

e Socio-economic paradigm security: the ‘defence’ of a society’s preferred
socio-economic paradigm and its welfare goals where defined.? This often
entails the resistance of foreign pressure to adapt to new international norms
that are associated with a counter-paradigm. We later relate this to debates in
Southeast Asia concerning FDI and the infusion of neo-liberal values in the
region’s post-crisis restructuring process.

e Trans-border community security: regionalised concerns that may either
precipitate trans-border economic crises or relate to localised interdepend-
ence issues, for example, Southeast Asia’s sub-regional economic integration
projects. These often centre on trans-border spillovers, or externalities that
require market failure correction policies, and hence the management of a
shared trans-border economic space. This space itself may of course be
partly created by growing FDI linkages between Southeast Asian countries.
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Trans-border community security issues can also focus on issues from other
security sectors, such as pollution, drug trafficking and economic migration.
Furthermore, regional architectures for economic security (e.g. ASEAN)
provide a fall back position if the liberal world economic order is
jeopardised.

e Systemic security: upholding the integrity of the international economic
system, entailing co-operative and concessionary acts to uphold multilateral
regimes of systemic governance, facilitate inter-state bargaining and
maintain overall systemic stability. This, though, has limited relevance to our
debate on FDI and Southeast Asia, and we shall therefore omit an applied
analysis of this economic security typology to it.

e Alliance security: maintaining and developing international economic
partnerships with state and non-state actors in pursuance of the interests
mentioned here. This may take various forms, ranging from donor—client
alliance relationships to looser co-operative or co-ordinative arrangements
between relatively equal partners.

There are natural overlaps between these eight different typologies. The link
between supply security and finance-credit security has already been noted, as
has the underpinning functions performed by alliance security. Techno-industrial
capability security may also be served by supply security where, for example, an
infusion of foreign technology through inward FDI or other means enhances the
latter. Frictions often arise too between different economic security objectives, for
example, when inward FDI assists the finance-credit and techno-industrial needs
of the economy but simultaneously poses a threat to socio-economic paradigm
security interests. We now apply this analytical framework of economic security
to study various FDI-related issues in Southeast Asia.

3.3 Economic security, FDI and Southeast Asia

3.3.1 Supply security

For many Southeast Asian countries, inward FDI has been a prioritised acquisi-
tional means to secure the supply of key developmental assets, be they material,
technological, managerial or entrepreneurial in nature. Thus, FDI has performed
a critical sourcing function in this respect, and is moreover indicative of the
periphery-type dependency Southeast Asia retains upon the ‘core’ advanced
industrial economies (AIEs). The role of FDI in perpetrating this developing
region’s subservient dependence upon the AIE core remains a contentious politi-
cal economy debate. Nevertheless, it is increasingly constituent to international
supply chain links involving Southeast Asia, both to the region’s states and firms
and to foreign investing firms in the region.

Foreign MNESs based in Southeast Asia will usually source a significant level
of inputs from outside the host country. This can serve supply security objectives
in one sense by establishing access to value-adding technology, components and
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resources from overseas, including from AIE-based sources. However, the
question is to what extent is the firm serving its own corporate objectives rather
than the economic security interests of the host country? As noted earlier,
Southeast Asian governments generally have local content rules that require for-
eign firms to source indigenously to specified minimum degrees. Thus, supply
security may not appear that relevant from the host country’s perspective, unless
the supplied entities concerned can be effectively diffused in some way, such as
technology, managerial expertise, financial resources, etc. Here, supply security
works in tandem with techno-industrial capability security: the host Southeast
Asian country is likely to permit the supply of value-adding imports via the
foreign investing firm, whilst it lacks the indigenous techno-industrial capability
to locally supply the MNE. However, the diffusion of these foreign supplied
assets eventually builds up this indigenous capability. According to Fong (1990),
the process of acquiring technology capability from abroad may occur in three
stages: (i) the transfer of existing technology to specific goods and services;
(i1) the assimilation and diffusion of these technologies in the host country; and
(iii) the development of indigenous capability to innovate from this technology
base. Thus, FDI initially brings the first stage technology transfer, and invariably
resides at least over the second stage. Urata (2001) also makes the point that
technology spillovers from inward FDI can take many forms, for example,
through skilled workers, local supplier firms, and so on.

If the Southeast Asian country is the outward investor, then FDI can also play
an important supply security role. For example, we discuss later how the
Singapore government’s motives for promoting the mainly FDI-facilitating,
transnational development of the Indonesia—Malaysia—Singapore Growth
Triangle (IMSGT) project were at least partly based on integrating the city-state
with a natural economic hinterland, from which it could more effectively draw
upon strategic supply sources, such as freshwater and day-migrant labour. Similar
supply security interests are at work within the Greater Mekong Sub-region
(GMS) Programme, where more micro-level FDI projects between Thailand,
Vietnam, Cambodia, Laos and Myanmar are focused on managing vital hydro-
related and other natural resource supply linkages. From another perspective,
Tokyo views the extensive FDI links of Japanese companies in Southeast Asian
states as strategically important, especially with those countries such as Indonesia
that supply critical resources (e.g. oil and raw materials) to Japan’s economy.

3.3.2 Market access security

This economic security typology naturally focuses on FDI linkages with trade and
trade policy. While FDI forms part of a market access strategy for foreign MNEs
in Southeast Asia, it too can be viewed in market access security terms by FEP
protagonists. As previously discussed, the promotion of export-oriented FDI
marked a significant historic shift in the FDI-trade policy nexus for
many Southeast Asian states. In Malaysia, Singapore and Vietnam in particular,
inward FDI has been purposely and extensively deployed to construct the export
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production base of their economies. From a general perspective, this process has
strengthened their export production capabilities and thus improved their
economies’ de facto access to key export markets. It also marks the departure
from the more self-dependent ISI approach of the early industrialisation period,
where there was more of a general distrust of inward FDI per se. Thus, FDI’s links
with market access security interests in Southeast Asia has become increasingly
relevant.

In addition, foreign hosted MNEs are in many circumstances better able to
resist protectionist pressures in their home countries in such a way as to favour
imports from their affiliates, say located in Southeast Asia. This relates to the
more effective counter-lobbying power of foreign MNEs over their home govern-
ments, in comparison to Southeast Asia’s indigenous export producers and
governments. For instance, American firms such as Boeing, AOL Time Warner,
Oracle and Exxon-Mobil have proved effective advocates of the US’s free trade
agreement (FTA) initiatives with Singapore and Thailand, where these firms have
FDI-embedded commercial interests.

We must also position Southeast Asian FDI policy and market access security
in a wider regional framework. This especially concerns ASEAN’s Free Trade
Area (AFTA) initiative, where FDI and trade are closely linked in the process of
both forging regional integration and exploiting the benefits from it. An integral
element of this project is the ASEAN Investment Area (AIA), which is designed
to create free investment flows (i.e. intra-regional liberalisation) within the region
by 2010 and free foreign investment flows (i.e. liberalised extra-regional FDI
policy) by 2020 (Narine, 1999). The underlying purpose of the AIA initiative is to
attract FDI into the AFTA market by enabling foreign investors to better develop
a regional division of labour within it, based on a more effective configuration of
MNESs’ regional production chains, in accordance to the locational competitive
advantages of Southeast Asian countries. In this sense, the intra-firm trade link-
ages cultivated by AFTA and AIA are intended to bind the market access security
interests of ASEAN member states into deeper interdependent alignment, thus
connecting with alliance security interests. However, intra-regional trade in
Southeast Asia remains relatively low, and has recently fallen in significance, as
a consequence of the 1997/98 financial crisis. The FDI-related market access
security interests of Southeast Asian states thus remain primarily focused on the
US, Japanese and European markets. In addition, certain post-crisis problems
with realising the AFTA initiative have arisen. Most notably, the Thai government
and its hosted foreign MNE auto producers have been frustrated by Malaysia’s
phased three-year delay in its AFTA commitments on auto trade liberalisation.

3.3.3 Finance-credit security

Inward FDI can perform many finance-credit security functions, especially for
developing countries whose general finance-credit position may be weak. As a
capital inflow, it augments domestic savings and brings in foreign exchange,
which the economy can utilise to procure foreign items necessary to improve its
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techno-industrial capacities (e.g. high-tech capital goods), hence connecting it to
another key economic security interest. The linkage between FDI and finance-
credit security for Southeast Asian states has become increasingly important since
the 1997/98 financial crisis. The crisis exposed the poor methods deployed by the
region’s governments in liberalising their financial markets during the 1990s,
when they opened up domestic financial systems and capital accounts to the
global economy without implementing robust supervisory and monitoring
mechanisms and prudential regulations. Acquisitional FDI was thus permitted to
flow into speculative asset markets such as real estate and corporate stock, creat-
ing ‘bubble economy’ conditions. Thailand was perhaps the prime example of
such an approach. In contrast, Taiwan’s financial authorities had retained rules
whereby foreign investors were obliged to channel funds into productive asset
investments. In the crisis aftermath, Southeast Asian governments have, to
varying degrees of sophistication, introduced new checks and balances into their
international investment policies, especially on acquisitional FDI.

The crisis also demonstrated the advantages of FDI over foreign loans. As Chia
(1999) has argued, inward investor profitability and the associated outward
remittances of profits and dividends are generally aligned with the performance
of the macroeconomy, including the balance of payments, as poor export
performance is reflected in low profits and outward remittances. However,
foreign loans come with a fixed debt servicing charge, regardless of the economic
cycle. For Southeast Asia’s less developed countries, FDI may also provide addi-
tional financial inflows, over and above that of foreign aid. The FDI-trade policy
nexus is relevant here too, as Southeast Asian governments may weigh up the net
balance of trade effects from inward FDI and its implications for finance-credit
security, with local content measures being particularly germane. Furthermore,
the close linkage between international finance and FDI policy must be taken into
account. For instance, Malaysia’s imposition of capital controls in September
1998 had a deleterious effect on inward FDI levels for a period, as it constrained
the financial flexibility of the country’s hosted foreign MNEs, as well as sending
an adverse signal to prospective new foreign direct investors. In Vietnam, joint
ventures between foreign and domestic firms must earn sufficient foreign
exchange to meet all their foreign currency needs. While this minimises finance-
credit security risk, it also places a constraint on potentially beneficial projects
involving infrastructure or import substitution activities that typically earn low
foreign exchange earnings in the short-term. Thus, the relationship between FDI
policy, associated policies and finance-credit security objectives in Southeast
Asia remains complex.

3.3.4 Techno-industrial capability security

The prominent linkage between FDI and Southeast Asia’s industrialisation makes
this a particularly significant economic security theme. Inward FDI has played a
major role in advancing the techno-industrial capabilities of the region’s
economies, yet their ability to make this an effective process depends on various
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factors, as other chapters in this volume discuss. From a political economy
perspective, it can very much depend upon the capacity and functions of the state
to effectively partner foreign MNEs in their FDI projects. Two key debates are
discussed in relation to this. The first concerns what Stopford and Strange (1991)
referred to as the ‘new’ diplomacy, this being how states compete with others to
create wealth within their own territory, rather than extending power and control
over other states’ territory. Competing for value-adding inward FDI — especially
of the higher-tech variety — is a critical part of that process, involving various lev-
els and forms of bargaining between states and MNEs. Moreover, competition
between different Southeast Asian countries to capture the techno-industrial capa-
bility benefits of inward FDI, and thus enhance their economic security position,
has intensified in recent years. As Ling and Yong (1997) observed, countries like
Malaysia find it increasingly difficult to compete with emerging economies
like Vietnam and China in certain FDI policy incentive areas, and should instead
concentrate on developing locational advantages, such as higher quality human
capital and infrastructure. Malaysia has more or less adopted this approach, in
many ways following Singapore’s earlier policy shift in this direction.

The second debate relates to developmental statism. In fundamental terms,
a developmental state is one that pursues ongoing transformative economic
projects in a ‘late industrialisation’ context (Woo-Cumings, 1999). It seeks to
close the developmental gap between itself and the advanced industrial states, and
works in various forms of partnership with both business and society to realise
this ultimate objective. Many Southeast Asian states have demonstrated elements
of developmental statism in their approach to national economic management,
with Malaysia and Singapore arguably its most ardent and effective practitioners
in the region. In Singapore, the EDB remains the key pilot agency of the devel-
opmental state and at the centre of FDI policy formulation and implementation.
In terms of policy approach, it now places more emphasis on creating a more
effective FDI environment (e.g. infrastructural development, tax exemptions)
rather than direct financial inducements, such as job creation grants. For the first
few years of the EDB operations, it welcomed almost any inward FDI project.
However, it is now far more selective about proposed foreign investments in
the city-state, affording current priority to those projects that will enhance
Singapore’s knowledge-based economy (KBE) development capacities. Conse-
quently, FDI policy dovetails into the overarching techno-industrial upgrading
strategy of the Singapore developmental state. Indeed to some, Singapore’s FDI
policy is synonymous with its industrialisation policy, in that the core of its
techno-industrial development has derived primarily from the contributions of
hosted foreign MNEs. Hence the state, through its various FDI policy initiatives
and strategies, has guided transnational capital’s development of the Singapore
economy (Chen, 1983; Chia, 1986; Huang, 1989; Lim and Pang, 1991; Soon and
Stoever, 1996; Lee, 1997). This too applies to Singapore’s outward FDI policy,
where the IMSGT project and overseas industrial park policy played a key part in
the economy’s techno-industrial restructuring in the 1990s, through the state-
partnered relocation of lower-tech Singapore-based business activities to more
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cost-competitive locations in the Southeast and East Asian region, which in turn
freed up space for new higher-tech FDI into the city-state. Most recently, the
Singapore government has developed a range of FDI policy and ‘new’ diplomacy
initiatives to develop an international hub for biotechnology production, research
and development within the city-state. The Malaysian Government’s Multimedia
Super Corridor (MSC) — a specially designated geo-cyberspatial site located just
outside Kuala Lumpur, created to both attract high-tech FDI and provide a hub for
e-commerce development — can be understood in similar developmental statist
terms.

Foreign direct investment is therefore particularly seen by Southeast Asia’s
developmental state practitioners as integral to a Schumpeterian ‘creative destruc-
tion’ process, whereby infusions of newer technology FDI over time displaces the
old. As this upgrading develops, so the prosperity-generating capacities of the
economy grow. In many Southeast Asian countries, FDI was initially channelled
into import-substitution industrial activities, augmenting domestic capital
formation and techno-industrial capabilities in these sectors. This then shifted
into export-oriented industrial activities as part of the broader structural transfor-
mation of their economies, as well as reflecting aforementioned changes in the
FDI-trade nexus. In Thailand, the role performed by hosted foreign automobile
manufacturers is highly relevant here, helping to push forward the technological
frontier of the Thai economy (Ramstetter, 1997). In Malaysia’s Vision 2020
programme, inward FDI has been afforded a priority role in meeting various
techno-industrial capability objectives. Previously, Malaysia’s Ministry of Trade
and Industry’s subcontract-exchange scheme had, since 1986, sought to integrate
local suppliers into the production networks of foreign hosted MNEs through a
computerised clearing house of buyer’s requirements and vendor’s capabilities.
This proved especially successful in the auto sector.

3.3.5 Socio-economic paradigm security

While Southeast Asian states have increasingly courted inward FDI as part of
meeting various economic security objectives, many are still highly sensitive to
the social and cultural impacts associated with foreign investment. This has many
facets. At one level, the connection between FDI and the maintenance of the
socio-economic paradigm security interests of the region’s states can be set within
the context of the so-called ‘anti-globalisation’ movement, and the growth of civil
society activism in FEP-related issues in general. Representations from this
broad-based movement contend that the penetration of global capitalism in the
region, and its associative neo-liberal values, has exacerbated problems of social
inequality and environmental degradation in developing countries. There is also
an association here with the previously discussed dependency predicament. Many
Southeast Asian countries remain wary of becoming too dependent upon inward
FDI, especially where it compromises the state’s ability to direct national
economic development down particular routes. For example, it may lead to
uneven development within a country and hence cause problems relating to
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internal centre—periphery divergence, resource over-exploitation and the
undermining of community livelihoods (Dixon, 1991).

Another aspect of this debate concerns economic nationalism, which can be
defined as the proclivity of the state, firms and individuals for economic actions,
decisions or alliance formation that seek to advance the nation’s domestic or
international position, at the potential expense of foreign national or international
interests (Dent, 2002). Thus, economic nationalism represents a form of resist-
ance against foreign counter-influences that inward FDI is often seen to embody.
It is also viewed as elemental to building national economic resilience and self-
sufficiency, and therefore as addressing dependency predicaments. Most
Southeast Asian countries maintain FDI restrictions in those areas or sectors of
the economy where the retention of national sovereignty or state control is
deemed critical. Common examples include the media, real estate and strategic
resources and industries, e.g. energy. While Southeast Asian countries are by no
means alone in this approach, economic nationalism continues to significantly
influence FDI policy formation in the region. Indonesia has a particularly strong
tradition in this respect, and there was a resurgent economic nationalist backlash
during the 1997/98 financial crisis in response to foreign investors purchasing
‘firesale’ priced domestic assets. Economic nationalism also underlies certain
post-crisis policy developments in Thailand, where Thai Prime Minister Thaksin
Shinawatra has recently sought to prioritise the development of indigenous
techno-industrial, export production and entrepreneurial capabilities, and in
doing so wean the country’s perceived over-dependence on hosted foreign MNEs.
With this in mind, Thailand adopted a new telecommunications law in 2001 that
limited foreign shareholding in telecoms firms to 26 per cent, down from the
previous 49 per cent foreign equity limit.> As Thaksin himself commented, ‘We
are convinced that Thailand needs to strengthen its economic capabilities in a
manner that would provide the real sector...with a considerable degree of
immunity to the risks associated with globalisation and increased integration into
the global economic system’.* Even more recently, however, the Thaksin govern-
ment has promoted the idea of Thailand’s ‘dual track’ approach to economic
policy and development, whereby FDI and indigenous enterprise are deemed as
equally important. This, it was hoped, would send a more positive signal to
foreign investors. Meanwhile in Malaysia, investment policies have been guided
by long-standing national objectives of empowering bumiputra (i.e. indigenous)
business interests in the economy, as part of redistributing the balance of wealth
between the country’s ethnic groups. Consequently, restrictions exist on inward
FDI to avoid the crowding-out of certain forms of local entrepreneurship.

Malaysia is also an interesting case study of Southeast Asian states’ sometime
dualistic approach to FDI and globalisation more generally. On the one hand, the
Malaysian government has gradually opened up the country to transnational capital,
as part of neo-liberal economic restructuring and deepening industrialisation
processes (Chin, 2000). For example, foreign investors enjoy no restrictions on
capital or information movements within the MSC zone and the industrial sector.
Malaysia has become significantly dependent upon inward FDI and its economy
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has materially benefited from infusions of foreign capital, and yet its political
leadership under Prime Minister Mahathir has been highly critical of certain aspects
of globalisation and transnational capital interests. In this respect, the wider ‘glob-
alisation project’ is seen as simply an extension of ‘Westernisation’, and more
specifically as imposing ‘western’ values and ideologies (e.g. free markets, rugged
individualism) upon developing Asia. Thus, American and European FDI may at
times be viewed as the Trojan horse by which such neo-colonialism is realised.
We should not, though, simply conclude that inward FDI always poses some
degree of threat to the socio-economic paradigm security interests of Southeast
Asian states. This is not least because the associated infiltration of foreign capital,
and all the socio-cultural baggage that accompanies it, can often reconstitute
those interests themselves, especially if it has become deeply embedded within
the domestic political economy. Both Malaysia and Singapore demonstrate this
best in the region, and notably in the latter, where the global ‘culturisation’ of
Singaporean society and highly internationalised nature of the economy reflect a
state that has actively embraced foreign influences, synthesising or simply
accommodating best practices from overseas, in order to enhance the city-state’s
prosperity-generating capabilities. In short, many view Singapore as a product
of globalisation. Extracting FDI and foreign capital from the city-state would
fundamentally compromise an important part of the socio-economic paradig-
matic foundations on which its contemporary economic development is based.

3.3.6 Trans-border community security

Foreign direct investment can play an important role in trans-border community
building between localised economic agents nominally divided by international
boundaries. In Southeast Asia, much of this has centred on the various sub-
regional economic integration projects or ‘growth triangles’ that emerged from
the late 1980s. In general terms, these are based on the development of trans-
border economic networks or the complementary exploitation of sub-regionally
located capital, labour and material resources. From an international political
economy perspective, they perform the function of managing the deepening eco-
nomic interdependence between contiguous border zones of different Southeast
Asian countries, and thus represent exercises in sub-regional economic diplo-
macy. Whilst both central and local governments have been instrumental in for-
malising these projects, they are ultimately founded on established patterns of
sub-regionalised trade and FDI links, whereby transnational production and
distribution systems have already bound different elements of Southeast Asian
national economies together into this interdependent relationship.

From this stems the need for ASEAN states to address common economic
security challenges or predicaments. It was previously noted how the Singapore
government’s push behind the IMSGT project was partially motivated by the need
to secure better access to strategic supply sources. By promoting FDI and other
trans-border commercial linkages with the Johor province of Malaysia and the
Riau province of Indonesia under this project, Singapore bound the economic
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interests (and to some extent the economic destinies) of these two sub-national
territories with its own. Denying the city-state the strategic resources it requires
to drive forward dynamic trans-border economic development ultimately
compromises Johor and Riau’s own prosperity-generating capabilities and
interests, and hence economic security. Such cultivated interdependence thus
undoubtedly made the Malaysian and Indonesian authorities more open to
Singapore’s desire for better access to Johor’s freshwater supplies and Riau’s
natural gas resources. Both Johor and Riau’s engagement in the IMSGT project
also provided new opportunities to realise certain techno-industrial capability
security objectives, via FDI-facilitating technology transfers from Singapore-
based firms relocating elements of their production chain over the border.
Singapore’s first foreign industrial parks were established at Batam and Bintan
Islands in the Riau province during the early 1990s as part of this development.

There is a deeper politico-diplomatic aspect to the IMSGT project. Given the
historic tensions between these three Southeast Asian states, and the particularly
vulnerable position of Singapore, the project enabled the city-state to emphasise
the economic dimension of ‘border management’ with its two large neighbours.
Consequently, it has also to some extent provided a firmer diplomatic foundation
for dealing with trans-border spillovers or externalities involving these countries,
which has often been linked to ‘new’ security sector issues, such as pollution —
the forest fire haze problems of the late 1990s in the regional locale being a case
in point. However, endeavours to construct an IMSGT-based trans-border
economic community can only achieve so much. Firstly, it is more a bipedal than
a triangular arrangement, owing to the still underdeveloped economic linkages
between Johor and Riau, and hence undermining the notion of widespread trans-
border interaction within the IMSGT zone. Secondly, many Singapore-based
investors have not been lured by the economic advantages and incentives that
accompany relocation in Johor and Riau. Other low costs locations, such as
China, are proving increasingly more attractive in comparison. Thirdly,
Singapore’s IMSGT partners can only assist its techno-industrial restructuring
process to a certain degree. Further infrastructural and human resource develop-
ment investments are required from both Malaysian and Indonesian sources
before future phases of FDI-driven restructuring can be engaged. There is a cur-
rent feeling that the IMSGT is losing its dynamics and momentum, for the above
and 1997/98 crisis-related reasons, which have led Singapore to generally extend
its economic security interests beyond Southeast Asia.

We have already noted the supply security interests at work within the GMS,
another Southeast Asian ‘growth triangle’ project underpinned by intra-regional
FDI linkages. The prime focus here is the international management of trans-
border economic resources shared by the riparian states of Thailand, Vietnam,
Cambodia, Laos, Myanmar and China’s Yunnan province. The GMS was initiated
in 1992 with financial assistance from the Asian Development Bank, with the
principal goals of facilitating sustainable economic growth and improving the
standard of living in the Mekong region, by means of factor input specialisation
and enhanced trade and FDI between participating member states. As with the
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IMSGT project, issues of economic interdependence and strategic resource
diplomacy are highly pertinent to the GMS, and FDI plays a key part here in
addressing common economic security challenges in this sub-regional locale.
Many investment projects here are designed to co-manage the Mekong’s hydro-
resources that are vital to maintaining shared food security and energy security
interests. Others are aimed at developing new prosperity-generating capabilities,
such as eco-tourist industry development, which also indirectly assist tackling
other trans-border community security threats like drug trafficking.

3.3.7 Alliance security

Our preceding analysis discussed the role of FDI in promoting sub-regional
economic diplomacy in Southeast Asia, and therein certain alliance security
aspects. Foreign direct investment also serves to maintain and develop interna-
tional economic partnerships in accordance to economic security interests at
other levels. While it is the FDI strategies of Japanese MNEs that have principally
forged deepening linkages between the Southeast Asian and Japanese economies,
governments from both sides have drawn strategic diplomacy advantage from
them. For example, in his diplomatic tour of the region in January 2002, Japanese
Prime Minister Koizumi ‘played the FDI card’ when appealing to Southeast Asian
states to accept his proposed Initiative for a Japan—ASEAN Comprehensive
Economic Partnership,’ understood by many as an endeavour to strategically
circumvent the China—ASEAN free trade agreement initiative that had been
signed a couple of months earlier in November 2001.® Hence, Japan’s FDI links
with the ASEAN group continue to serve the perceived vital purpose of advanc-
ing the country’s diplomatic influence in Southeast Asia, as well as its hegemonic
position in the wider East Asian region more generally. For their part, Southeast
Asian states closely compete with China for inward FDI from Japan and the
region’s advanced newly industrialised economies of South Korea, Taiwan and
Hong Kong.

It is also worth noting that the recent proliferation of bilateral FTA initiatives
in the Asia-Pacific region invariably carry a range of FDI facilitation measures,
in addition to those on trade liberalisation (Dent, 2003b). A good example of such
a ‘broad band’ FTA is the Japan—Singapore Economic Partnership Agreement
(JSEPA), which was signed in January 2002. Thailand has also approached Japan
to initiate a similar agreement that would combine FDI, trade and miscellaneous
economic co-operation measures. The aforementioned ASEAN-China FTA
project will also examine the means to promote FDI relations between both sides.
Two further points should be made here. Firstly, and to restate an earlier point,
FDI and trade policy and diplomacy are becoming increasingly linked in the FEP
calculus of Southeast Asian states. Secondly, the FDI dimension of these FTA
projects makes an important contribution to the alliance security interests of those
states that have initiated them. This is an especially evident motivation behind
Singapore’s bilateral FTA diplomacy, in which its agreement with Japan and its
current FTA negotiations with the US are viewed as critical to more deeply
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embedding the commercial interests of these two economic superpowers in not
just the city-state but in the Southeast Asian region. However, Malaysia’s leader-
ship has been notably critical of Singapore’s intent, seeing its active bilateral FTA
diplomacy’ as a means to simply consolidate its position as the region’s trade and
investment hub, and moreover undermine alliance security ties within ASEAN,
by diverting attention away from the group’s AFTA and AIA projects.® While
Singapore has vehemently defended its position, this aspect of FDI relations is
indicative of the contesting alliance security interests evident amongst Southeast
Asian states. The AIA scheme may realise a closer convergence of such interests
through its promotion of intra-regional FDI relations, although ASEAN’s past
initiatives in this area were less than successful.’

3.4 Conclusion

Foreign direct investment has been a critical component in the economic
development of many Southeast Asian countries. This chapter has presented a
political economy analysis on this issue, using a new conceptual framework of
economic security. From this analytical perspective, FDI has posed a series of
economic security challenges to the region’s states, carrying both opportunities
and threats to different aspects of their economic development experience. As
these states have moved to a more outward-looking development strategy, so the
perceived opportunities offered by FDI have come to outweigh the perceived
threats. Over time, ASEAN member states competed with each other to capture
the value-adding benefits that inward FDI projects would bring to their domestic
economies. For the core five members of ASEAN (Indonesia, Malaysia,
Philippines, Singapore and Thailand) in particular, the twin processes of export-
and FDI-led growth subsequently became prime drivers behind Southeast Asia’s
impressive techno-industrial transformation over contemporary times.

However, Southeast Asia’s 1997/98 financial crisis, and its consequent
deleterious impact on foreign investment in the region, served to underline the
growing interdependent FDI relationship between ASEAN member states. The
deeper trade, investment and financial inter-linkages created by the expanding
transnational systems of production and distribution of MNEs in the region meant
that member states were significantly affected by crisis-related problems occur-
ring in others, such as the downsizing or withdrawal of inward FDI projects. This
forms part of a wider regional agenda to more commonly manage economic secu-
rity predicaments. Developing or improving FDI relations between Southeast
Asian countries is an important element of that agenda, as was discussed here in
relation to sub-regional economic integration projects like the IMGST and the
GMS Programme.

In the crisis-aftermath, there has also been growing concern in the region over
the economic security threats that inward FDI can pose. This is being particularly
expressed by economic nationalists and the still small but fast growing ‘anti-
globalisation’ civil society movement, who broadly equate global capitalism as a
compromising agent in relation to indigenous development paradigms. While the
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socio-economic and environmental impact of inward FDI can indeed be damaging,
it has been argued in this chapter that both state and society in Southeast Asia must
adopt a more discerning approach toward FDI. In this respect, governments from
the region should improve various aspects of (developmental) state capacity, in
order to more effectively partner FDI projects, in accordance with robust stake-
holder principles, whereby representations from the wider FDI-affected commu-
nity are duly involved. From this approach, the economic security implications of
FDI may be better addressed.
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Prime Minister Junichiro Koizumi, Singapore, 14 January 2002.

The full ASEAN—China FTA was signed a year later, in November 2002.

By March 2003, Singapore had: ‘operationalised’ bilateral FTAs with New Zealand and
Japan; signed FTAs with Australia and the US; undertaken formalised negotiations for
similar agreements with Canada and Mexico; agreed with Chile and New Zealand to
create a trilateral FTA by 2004; and discussed proposals for other FTAs with South
Korea, Taiwan and Hong Kong.

See Straits Times, 10 May 2002. However, by late 2002, Malaysia had initiated its own
bilateral FTA policy, with the announcement of proposals for establishing FTAs with
both Japan and the US.

These comprised the ASEAN Industrial Complementation (AIC), ASEAN Industrial
Joint Ventures (AIJV), and ASEAN Industrial Projects (AIP) schemes, that were
designed as exercises in FDI policy co-ordination to reduce the costs of competition
between member states in attracting inward FDI, as well as fostering intra-regional FDI
co-operation and linkages (Pangestu, 1990).



4 An examination of the impact of
AFTA on Southeast Asian foreign
direct investment

Amale Scally and Jayasinghe Wickramanayake

4.1 Introduction

The aim of this chapter is to examine the relationship between foreign direct
investment (FDI) and regional integration in Southeast Asia. This examination is
made in the context of the Association of Southeast Asian Nations (ASEAN),
which has been moving rapidly towards a higher degree of integration since the
inception of the ASEAN Free Trade Area (AFTA) in January 1993. More specif-
ically, the focus is on the ASEAN-5 member countries — namely Indonesia,
Malaysia, the Philippines, Singapore and Thailand — as adequate data is not read-
ily available for the other ASEAN members.

AFTA was formulated in January 1992, at the Fourth ASEAN Summit in
Singapore. It was declared that a free trade area would be established in fifteen
years (by 2008), beginning in January 1993. This deadline has since been
advanced to 2003. AFTA’s implementation involves the phased reduction of tariffs
on manufactured imports from ASEAN members through the Common Effective
Preferential Tariff (CEPT) scheme. The implications of such an arrangement for
trade and investment flows within ASEAN countries and between ASEAN and
non-members are important. This is especially relevant if the proposition that FDI
contributes to the economic growth of host countries is true (Athukorala and
Menon, 1996). The implications for non-member countries are equally important,
especially for neighbouring countries such as Australia and New Zealand. The
focus of this chapter is, however, on the impact of AFTA on inbound FDI flows to
ASEAN and its member countries. No examination is made of the impact of AFTA
on intra-FDI flows (i.e. flows of FDI among ASEAN countries) nor on sectoral
FDI flows (i.e. FDI flowing to different sectors of the economy).

In previous studies, it has been hypothesised that regional integration leads to
increased FDI flows to the integrating region and to its member countries. This
hypothesis was formulated in the context of European integration, the focus being
on the trade creation and trade diversion effects of this regional arrangement. The
concept of a ‘Fortress Europe’ was prominent in these studies, the argument being
that outsiders (i.e. exporters to European countries) would benefit from investing
within the European Community in order to become insiders. This would avoid
outsiders being discriminated against from a trading perspective (Almor and
Hirsch, 1995). Similarly, and despite ASEAN’s open regionalism (Ariff, 1994),
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the formation of a free trade area by ASEAN may be discriminatory towards
outsiders and thus put them at a relative disadvantage vis-a-vis insiders. ASEAN
countries may increase their share of each other’s markets as a result of their trade
preferences, and this could be detrimental to exporters from non-member coun-
tries servicing the ASEAN region and its member countries. Japan, the United
States, Australia and China would be mostly affected if this proposition held true.
This is not a current cause for concern, as the evidence points to the greater
de facto integration of ASEAN with the rest of the world than with its own region
(Amelung, 1992). The concerns, however, are real and should not be dismissed.

The central hypothesis, that net FDI flows to the integrating region increase
after integration, has been tested by various researchers by looking for structural
shifts in FDI flows before and after integration (Scaperlanda, 1967; Wallis, 1968;
D’Arge, 1969; Schmitz, 1970). The results of this approach being inconclusive
overall, researchers then proposed that FDI is determined by three main factors,
which are all positively affected by regional integration (Scaperlanda and Mauer,
1969; Lunn, 1980, 1983; Scaperlanda and Balough, 1983; Balasubramanyam and
Greenaway, 1993; Aristotelous and Fountas, 1996). These studies hypothesise that
market size, market growth and tariff discrimination towards “outsiders” increase
post-integration, and as these variables have been found to be important determi-
nants of FDI (Leftwich, 1973; Culem, 1988), regional integration should thus
lead to increased FDI inflows to the integrated region and its member countries.
The major flaw of this approach, in our opinion, lies in its lack of direct assess-
ment of the impact of regional integration on FDI flows to the integrating region
and to its member countries. In other words, these studies have assumed that
market size, market growth and tariff barriers increase due to regional integration,
but they do not explicitly test whether they have.

More recent studies (Almor and Hirsch, 1995; Bellak, 1996; Oxelheim and
Gartner, 1996) have adopted a more conceptual approach, examining the statis-
tics on FDI available for the countries concerned, and comparing pre- and post-
regional integration trends of FDI. These studies are not empirically rigorous,
however, in that factors other than regional integration could explain the struc-
tural shift post-integration. Indeed, FDI flows are determined by various factors,
and it would be very rare for FDI shifts to be explained by one factor alone, unless
this was tested for rigorously.

Athukorala and Menon (1996) accurately point out that much has been written
about ASEAN and AFTA, but that there has been a lack of attention given to the
implications of AFTA for FDI in the region. They further state that this is a serious
omission when one considers the role FDI has played in the region as one of the
most important sources of economic growth. There is even greater urgency in inves-
tigating this issue due to the more recent plans of ASEAN to create an ASEAN
Investment Area (AIA) which may be discriminatory towards non-members
(Menon, 1998). The Asian crisis that plagued the region recently also adds to this
sense of urgency, as the implications for growth and FDI still seem uncertain. To
our knowledge, there has been no empirical investigation of the impact of the for-
mation of AFTA on FDI flows to the ASEAN region and its constituent member
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states. The only study examining this issue from a theoretical point of view is that
of Athukorala and Menon (1996). This chapter aims to remedy the current lacuna.

The chapter is structured as follows: we have used various methods to test for
the impact of AFTA on FDI in ASEAN, and a summary of the results is given in
Section 4.2. Concluding comments along with suggestions for further research
are given in Section 4.3.

4.2 Impact of AFTA on inbound FDI flows to ASEAN

Our discussion on the likely impact of AFTA on inbound FDI flows to the
ASEAN region and its member countries is based on the results of empirical
work, which was carried out to test the impact of the formation of AFTA on FDI
flows to ASEAN and its member countries, for the period 1968-97. This period
was chosen because data was available for our purposes. Various statistical meth-
ods were used to test this. A comparison of pre- and post-AFTA flows of FDI into
the region as a whole, and into the ASEAN-5 members was first made. Testing
for structural shifts in FDI flows was also undertaken. The focus was, however,
on ascertaining the significance of market size, market growth and tariff discrim-
ination as determinants of FDI flows to the region and to the ASEAN-5 countries.
The impact of AFTA was also tested explicitly, using various techniques. As these
tests were conducted for the period 1968-97, they thus exclude the impact of the
Asian crisis.

4.2.1 Preliminary analysis

A starting point in our examination was to compare the changes in the absolute
amounts of FDI before and after integration, as well as to test for differences in
the means of these series. The latter tests involved a comparison of the mean of
the FDI series prior to 1992 with the mean of the FDI series after 1992. Two sam-
ple periods, 1968-97 and 1986-97, were selected. The latter period was chosen
as it was a smaller period with an equal number of years before and after
the creation of AFTA, that is 1986-91 and 1992-97. This may be a more
accurate approach for testing whether a shift occurred in FDI flows due to AFTA.
The longer period, 1968-97, may contain other shifts which could distort our
results. The results from our tests for differences are discussed briefly here. The
statistical tables (Tables 4.A1-4.A6) relating to this section are provided in the
Appendix of this chapter.

In nominal terms, FDI flows to ASEAN have increased more than six-fold in
the post-1992 period, from an annual average of US$557 million in the period
1968-91 to an average of US$3,612 million in the period 1992-97 (Figure 4.1).
The increase is still evident when a shorter time period is selected prior to inte-
gration, as the average FDI flows for the 1986-91 period was US$1,362 million.
This increase was experienced by all the ASEAN-5 members. Tests for
differences in the means reveal that FDI flows prior to the creation of AFTA
(1992) are significantly different from those prevailing after AFTA. This suggests
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Figure 4.1 Nominal FDI flows to ASEAN-5 member countries, 1968-98.

that the announcement of the creation of AFTA may have had a substantial impact
on FDI flows to the region and to the ASEAN-5 countries, and that this impact
has been as positive as might have been expected.

A better perspective is gained by using real values of FDI (Figure 4.2) rather
than nominal values. Real values were obtained by deflating the nominal values
above by the GDP deflator of the respective countries. Results obtained using real
values are consistent with those obtained with nominal values. In other words,
increases in FDI flows were experienced by the region and the ASEAN-5 coun-
tries after AFTA was implemented. Tests for differences in the means of the FDI
series suggest once again that the differences are significant. It must be noted
however that in the case of the Philippines and Thailand, these differences are not
significant over the shorter sample period (1986—97). This would suggest that the
shift in the FDI flows of these two countries would have occurred prior to AFTA,
and that the impact from AFTA had yet to be felt.

When FDI as a proportion of GDP is used, the increase is evident across the
board, but the differences in the means of the series are not as overwhelmingly
significant. Indeed, the differences are found to be significant for the longer time
period (1968-97), but not over the smaller time period, except for Indonesia. This
would again suggest that the explanation for these differences might not be found
in the specific creation of AFTA, but in that of ASEAN in general. Similar results
are generated when FDI as a proportion of gross domestic capital formation
(GDCF) is used. In this latter case, the differences in the means over the longer
time period are even less significant overall.
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Figure 4.2 Real FDI flows to ASEAN-5 member countries, 1968-98.

FDI per capita (Figure 4.3) has also increased for the region and the ASEAN-5
countries, and the means are significantly different over the longer and shorter
time periods. When real FDI per capita is examined, however, the significant dif-
ferences no longer apply in the case of the Philippines and Thailand (Figure 4.4).
It should be noted that none of the ASEAN countries achieved China’s growth
rate in FDI inflows (except for Vietnam, which started from very low levels of
FDI inflows). Indeed, absolute amounts of FDI flows to China have increased
from an annual average of US$3,105 million in 1986-91 to US$32,401 million
in 1992-97, representing a nominal growth of over 943 per cent.

The results of this preliminary approach thus provide mixed results, depending
on how FDI is measured. These results suggest however that AFTA has had a
positive impact on inbound FDI flows to the ASEAN-5 countries examined here.

A cross-country comparison was also conducted, by examining whether the
share of FDI flowing to ASEAN and to the ASEAN-5 member countries, relative
to other regions/countries, had increased following the signing of the CEPT in
1992. We differentiated between non-integrated regions (i.e. regions that are
characterised by de facto integration) and integrated regions (i.e. those that
are characterised by de jure integration). De facto integration represents increas-
ing economic interdependence among countries. That is, de facto integration is
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Figure 4.3 FDI flows per capita for ASEAN-5 countries, 1968-98.
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Figure 4.4 Real FDI flows per capita for ASEAN-5 countries, 1968-98.

dependent on market forces, while de jure is determined by political and
institutional factors. De facto integration can be thought of as ‘market-led’ while
de jure can be thought of as ‘policy-led’ (Narula, 1996). The sample period was
1986-97. Data was not available from 1968 to use the longer time period.'

It was found that when comparing FDI flows in ASEAN as a proportion of
world FDI flows, the increase was not as spectacular as when absolute amounts
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were compared. In fact, FDI flows into ASEAN amounted to 6.2 per cent of
world FDI in the period 1986-91 and increased slightly to 6.6 per cent in the
period 1992-97. As a proportion of FDI flows into the US, FDI flows into
ASEAN had experienced a slight increase from 2.65 to 3.35 per cent. FDI inflows
into ASEAN relative to FDI inflows into the NAFTA region represented 21.8 per
cent in the 1985-91 period, and 26.5 per cent after 1992, showing small signs of
‘favouritism’ towards ASEAN in this instance. Compared to China, however, a
remarkable decrease was evident, as FDI flows into ASEAN, relative to FDI flows
into China, decreased from 269.4 per cent to 57 per cent, over the same periods.
This was reinforced by the finding that inflows of FDI in ASEAN relative to
inflows of FDI in the “three Chinas” (Hong Kong, Taiwan and the People’s
Republic of China) had decreased from 167.3 per cent to 31.51 per cent. Thus, the
attractiveness of the Chinese region to FDI since 1992 is clearly evident.

Latin America as a region also proved increasingly attractive, with FDI in
ASEAN decreasing relative to FDI in Latin America over the 1986-97 period.
In fact, the decrease had been from 179 per cent in 1986-91 to 126 per cent in
1992-97. The numbers indicate, however, that ASEAN is still favoured to Latin
America by foreign direct investors. If Mercosur is considered (Mercosur is the
regional trade agreement between Argentina, Brazil, Uruguay and Paraguay),
inflows of FDI into ASEAN represented 318.4 per cent of those to Mercosur in
the pre-1992 period, while post-1992 this ratio decreased to 250.7 per cent. Again,
the balance still tilts in ASEAN’s favour, although this may change, when one
considers recent developments in Argentina for instance. ASEAN inward FDI
represented 14.4 per cent of EU inward FDI in the 1986-91 period, increasing
slightly to 19.3 per cent post-1992; despite the creation of the European Union in
1992. 1t is believed that the reaction by foreign investors to regional integration
in Europe had already occurred by 1992. It is thus no surprise to find that the
creation of the European Union in 1992 did not overly tip the balance of FDI
towards Europe post-1992.

4.2.2 Testing for structural shifts in FDI

As mentioned earlier, testing for structural shifts in FDI flows after 1992 was also
conducted. The sample period was 1968—97. As a preliminary indication, the tests
suggested that shifts occurred in FDI flowing to the region and the ASEAN-5
countries. These shifts, however, appear to have occurred well before AFTA was
created. For this reason, the regressions were run for a shorter sample period,
namely 1986-97, and this time they revealed no structural shift post-AFTA. The
exception was the Philippines, where a structural shift seems to have occurred
after 1993. This was the case when nominal values of FDI were used; it was no
longer the case when real values were considered. In fact, when the regressions
were run with real values, structural shifts appeared for Malaysia (after 1991) and
Singapore (after 1993). It is interesting to note that these are the two members
that probably stand to benefit most from AFTA. The reader is referred to the
statistical tables (see Tables 4.A7 and 4.A8) provided in Appendix of this
chapter.
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4.2.3 Testing for the impact of AFTA on FDI

Theoretical considerations

Athukorala and Menon (1996) examined the possible impact of regional integra-
tion on the investment location decisions of multinational firms, and argued that
the impact will vary depending on the differences in the motives underlying the
investment decisions of these multinationals. They distinguished between market-
seeking investments and efficiency-seeking investments. Market-seeking invest-
ments are investments aiming to supply host and other markets in the region,
while efficiency-seeking investments are driven by the desire to gain competitive
advantages over those provided by the home economy. For the purpose of
analysing the effect of regional integration on FDI flows, market-seeking invest-
ments were further divided into two categories: those of the tariff-jumping kind,
that is investments triggered purely by tariff preferences, and those motivated by
the market enlargement effect of regional integration.

Theoretically, the formation of a free trade area can impact on investment
decisions of the tariff-jumping kind, through creating a perceived threat of
protection for extra-regional trade. This has also been labelled the rariff
discrimination hypothesis (Scaperlanda and Mauer, 1969; Lunn, 1980; Scaperlanda
and Balough, 1983, inter alia). As was mentioned earlier, previous studies on the
relationship between regional integration and FDI flows to the European Economic
Community (EEC) were made on the grounds that the fear of a Fortress Europe
would motivate outsiders to become insiders. Later, Balasubramanyam and
Greenaway (1993) found that one of the most important motives behind the increase
in East Asian FDI flows to the EEC since the late eighties was the concern that the
single European market would be protectionist and affect trade with non-member
countries. Similarly, Oxelheim and Gértner (1996) argued that alternative explana-
tions to increased FDI flows to the European Union may be seen as being inferior
to the fear of Fortress Europe as the triggering factor. The argument of these stud-
ies was that the establishment of a common external tariff by the EEC would lead
to greater flows of FDI to the region. This has been hypothesised and tested by
many scholars with mixed results (Balassa, 1961; Hinshaw, 1964; inter alia).

As Scaperlanda and Mauer (1969) note, however, it is difficult to assess
empirically the impact of tariff discrimination on FDI flows, due to the unavail-
ability of data or differences in the reporting of tariff data. Direct estimates of Non-
Tariff Barriers (NTBs) are not available either (Aristotelous and Fountas, 1996).
For this reason, Scaperlanda and Mauer used a proxy, assuming that increased
effective discrimination will decrease imports from suppliers outside the region,
while simultaneously increasing intra-regional imports. As trade and FDI flows are
considered substitutes, at least for trade in secondary products, this means that FDI
flows from suppliers outside the region should increase. Although this and similar
proxies have their limitations, this approach was adopted here, due to a lack of data
on tariffs suitable for our purposes. (The reader is referred to Table 4.A9 in the
Appendix for a list of variables that were used in our modelling.)
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The prospect of a Fortress AFTA is remote, however. Indeed, ASEAN is
integrating by establishing a free trade area, where typically each country retains
its own tariffs against the rest of the world. This differs from the practice adopted
when a customs union is established, in which a common external tariff is adopted
(Robson, 1980). It is essentially with this latter practice that the concept of a
fortress has been prominent. We would thus expect tariff discrimination to be less
relevant in the case of AFTA. Almor and Hirsch (1995) contend that even without
the prospect of protectionism and tariff discrimination, outsiders may be put at a
relative disadvantage compared to insiders, for cost reasons rather than for tariff
reasons. Non-members will thus benefit from becoming insiders, through FDI.
This argument is particularly relevant to ASEAN, which is characterised by
open regionalism. Almor and Hirsch’s argument would be more appropriate in
this instance: outsiders to a regional integration arrangement are put at a
disadvantage, for cost considerations rather than for tariff reasons.

The market size hypothesis states that the removal of tariff barriers on intra-
regional trade leads to an increase in the size of the domestic market, with domes-
tic here encompassing all member countries of the integrated region. This
hypothesis has been otherwise labelled as the market enlargement hypothesis
(Athukorala and Menon, 1996) and it is argued that this increase in market size
would allow firms to take advantage of economies of scale, especially if the mem-
ber countries have similar income levels and similar demand structures.
According to Scaperlanda and Mauer (1969), the market size hypothesis is based
on the assumption that an inadequate market size has retarded the specialisation
of productive factors. The argument then is that foreign investment will occur as
soon as the market is large enough to allow gains from economies of scale
(Balassa, 1967; Bandera and White, 1968; Krause, 1968). Empirical studies have
used the Gross National Product (GNP) of the host country or host region as a
proxy for market size. Alternatively, Gross Domestic Product (GDP) or GDP per
capita have also been used (Balasubramanyam and Greenaway, 1993).

A third hypothesis has been tested by researchers, and that is the market growth
hypothesis. It is based on the relation between the level of aggregate demand and
the stock of capital (total investment) needed to satisfy this demand (Scaperlanda
and Mauer, 1969). Theoretically, the relationship is between the percentage rate
of growth of GNP or GDP and foreign investment (in nominal terms). An alter-
native proxy for market growth that has been widely used is the absolute change
in GNP or GDP. The rationale for including market growth in a model of FDI is
that it is thought to capture fluctuations in output of the countries of a particular
region (UNCTAD, 1993a). It is hypothesised that market growth and FDI are
positively related, as a region or country experiencing a stable or accelerating
growth of output is likely to be more attractive to investing companies than one
experiencing wide fluctuations in growth of output (UNCTAD, 1993a).

The studies previously reviewed, the majority of which were carried out in the
late sixties and early seventies, found mixed results. Indeed, their results appear
to be dependent on model specifications. None of the three explanatory variables
(market size, market growth and tariff discrimination) advanced by theory as
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important determinants of FDI flows seemed to be consistently supported by
empirical evidence. That said, the support for market size was greatest. The sup-
port for the inclusion of a growth variable has been inconsistent to date. For this
reason, a United Nation’s study published in 1992 concluded that foreign direct
investment flows seem to be very strongly related to the level of GNP and its
underlying growth, but that no clear link to short-term changes in rates of GNP
growth can be found (UNCTC, 1992). The empirical evidence pointing to a struc-
tural shift in FDI flows to the EEC post-integration was also inconclusive.

It should also be noted that none of these studies specifically tested for the
impact of regional integration. They were all based on the assumption that market
size, market growth and tariff discrimination were determinants of FDI induced by
regional integration. We contend that the impact of regional integration on FDI
flows should be tested directly, as market size, market growth and tariff discrimi-
nation have been found to explain FDI even in the absence of regional integration.
For this reason, we include a proxy for regional integration in our modelling.

Model and results

An Unrestricted Error Correction Model (UECM) was used to assess the impact
of the signing of the CEPT on inbound FDI flows to ASEAN and its ASEAN-5
member countries. The reader is referred to Mehra (1991), Hendry and Ericsson
(1991) and Banerjee ef al. (1998) for explanations of Error Correction modelling.
In practice, re-specifying our initial model into an UECM involved estimating
regressions including both the levels of the variables (representing their long-run
relationship) and the first differences of the variables (representing the short-run
dynamics). This is the approach proposed by Banerjee ef al. (1986, 1998).

Our model tested for the significance of AFTA explicitly, as well as for the sig-
nificance of market growth, market size and tariff discrimination. These variables
were selected initially to be consistent with previous studies. Additional variables
were then included in this model. Various proxies for market size, market growth
and tariff discrimination were used, as shown in Table 4.A9 in the Appendix. The
model was estimated for the ASEAN-5 countries, using nominal values, real val-
ues and log-real values. Regional integration was proxied through the use of
dummy variables, namely AFTA92 or AFTA93, the former to proxy for the
announcement impact of AFTA, while the latter was used as a proxy for the
creation impact of AFTA on FDI flows.

Selected results are provided in the Appendix (Tables 4.A10—4.A18). Support
for market size as a determinant of FDI was found consistently for the Philippines,
Singapore and Thailand, with the expected positive sign. Below average support
was found, however, for Malaysia, and very low support for Indonesia. Support for
market growth was consistent for Malaysia, the Philippines and Thailand, while
surprisingly the support for Singapore was below average, and that for Indonesia
was negligible. The sign was positive as expected. Tariff discrimination was
consistently significant and negative in the Indonesian models, contrary to theory,
which states that tariff discrimination should lead to increased FDI flows as
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outsiders use FDI to become insiders. In this case, tariff discrimination seems to
be acting as a deterrent, suggesting that investors value the openness of countries.
Tariff discrimination was found to be insignificant for the other countries, how-
ever, as expected. Mixed results were obtained on the significance of regional inte-
gration as a determinant of FDI; it was mostly found to be an insignificant factor,
however. When some support was found for its significance, it seemed to be a pos-
itive determinant for Indonesia and Singapore, and negative for Malaysia, the lat-
ter being a puzzling result.

It was found that in most cases the regressions only explained approximately
half of the changes in FDI. The models had a higher explanatory power for
Singapore, however, and to a lesser extent Thailand. For this reason, it was
deemed that additional variables should be included in the model. These variables
were selected by reviewing the existing theoretical and empirical literature. The
inclusion of additional variables was also supported by a survey of multination-
als with ASEAN operations which was conducted as part of this research (Scally,
1999). Although the aim of the overall research project was to examine the impact
of AFTA on FDI inflows to ASEAN at a macroeconomic level (time-series analy-
ses), it was deemed that microeconomic considerations were too important to be
excluded from such an analysis. Furthermore, results from a survey at the firm
level helped in determining which variables should be included as determinants
of FDI in a macroeconomic model of FDI. Despite their limitations (Forsyth,
1972; Dunning, 1973; UNCTC, 1992), surveys provide valuable information
which cannot be uncovered in macroeconomic studies.

As Dunning’s eclectic paradigm (Dunning, 1977, 1998) is seen as providing the
most satisfactory framework to study FDI to date, it helped in determining which
variables should be added to our models. Dunning (1977) proposes that the multi-
national enterprise (MNE) is an economic organisation which possesses certain
advantages (ownership advantages) vis-a-vis its competitors and chooses to use
these assets itself; that is to internalise them in a foreign location, rather than to
licence the rights of production to foreign firms. This gives rise to the existence
of two additional advantages, namely internalisation and locational advantages.
For this reason, the eclectic paradigm is also referred to as the OLI paradigm.
According to Dunning (1998: 45), the OLI triad of variables (ownership, location
and internalisation) determining foreign investment and MNE activity ‘may be
likened to a three-legged stool; each leg is supportive of each other, and the stool
is only functional if the three legs are evenly balanced’. If Dunning’s proposition
is accepted, then we need to include ownership variables in FDI modelling, as so
far our model has only included locational variables in the form of host country
market size and market growth, as well as an internalisation variable in the form
of the tariff discrimination proxy. This is done by including home country market
size variables, as has been done in previous studies (Huang, 1997; Andersen and
Hainaut, 1998; inter alia), for lack of a better macroeconomic proxy. The
ASEAN-5 countries examined here are dependent mostly on Japan and the US for
FDI inflows. For this reason, we included the GDP of the US and that of Japan in
our previous models.
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The reader is referred to Tables 4.A17 and 4.A18 in the Appendix for the results
relating to these additonal tests. Size was again found to be a significant and pos-
itive determinant of FDI in Singapore, but a negative one for Malaysia and
Thailand. Growth was also found to be significantly negative for Malaysia and
Thailand, while it was significant and positive for the Philippines. As for tariff dis-
crimination, it was found to be significant for all countries except Indonesia. The
signs in the estimating models were conflicting, however; tariff discrimination
negatively affected FDI in Malaysia and Singapore, while it positively affected
FDI in the Philippines and Thailand. Regional integration was found to be signif-
icant and negative for Malaysia and the Philippines, while it was positive for
Thailand. Further, it was found that the market size of the US affected FDI posi-
tively in Indonesia, Malaysia and Thailand, while the market size of Japan affected
FDI negatively in Indonesia, and positively in Malaysia. In sum, we obtained
substantially different results when including proxies for ownership variables.

For comparison, panel data analysis was also used to test for the significance
of these variables (see Tables 4.A19 and 4.A20 in the Appendix). One of the
advantages of using panel data is that the number of observations is increased. In
our case, an additional advantage is that this type of analysis amounts to examin-
ing the determinants of FDI in ASEAN as a region. Results revealed host market
growth, tariff discrimination and Japanese market size to significantly and
positively affect FDI. Regional integration was found to be insignificant in this
case. Results from the panel data analysis seem to make more sense than those
related previously, as signs are consistent with theory.

Summary of findings

In summary, we have found that the support for AFTA as a significant factor in
attracting FDI flows to the integrating region and its member countries was poor
and inconsistent. This confirmed our early predictions that ASEAN’s integration
is vastly different from that of the European Community, and for this reason has
not triggered the outsiders’ response that the European Community (European
Union now) did. Rather, the opportunities to attract FDI still lie within the general
framework of the determinants of FDI. Regional integration would act as a cata-
lyst only through its positive impacts on market size and market growth. Results
of the various tests conducted indicated that regardless of the methodology and
regardless of the various proxies used for market size and market growth, there
was support for the market size and market growth hypotheses. As expected, tar-
iff discrimination found very minimal support. All these results are consistent
with the findings of previous empirical studies, as reviewed by the UNCTC
(1992) or Dunning (1993). These results also concur with findings from a survey
of foreign multinationals in ASEAN (Scally, 1999). The survey revealed that
overall market-seeking motives were most important, and among these the needs
for a local presence in an expanding regional market were prominent. Motives
associated with regional integration were also important. Indeed, sost markets’
growth potential as well as market size were considered important. As for the host
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country being a member of ASEAN, results were inconclusive, with respondents
being divided on its importance.

When OLI determinants of FDI in ASEAN were examined in the survey, it was
revealed that intangible ownership advantages (i.e. created advantages) such as sup-
port from the parent company, marketing and managerial skills, a long established
presence and a regional presence were predominant. This may explain the incon-
gruities in our model using home countries’ GDP as a proxy for ownership vari-
ables. The most important internalisation incentive was that of becoming an insider
in an integrated region, which lent support to the hypothesis that regional integra-
tion is an important determinant in the decision to invest. As for the locational
advantages of ASEAN, only a couple were revealed to be important: geographical
proximity to important markets and economic stability. Among potential locational
disadvantages, the lack of transparency, a small local market, economic instability
and the level of competition were all perceived to be important. Once again, there
was some evidence of the importance of regional integration in determining FDI.
This support for regional integration as being an important factor for FDI did not
suggest, however, that the creation of AFTA would lead to greater FDI in the
member countries of ASEAN. It would seem that references to the importance of
regional integration were made in the context of ASEAN in general.

4.3 Concluding comments

The survey results suggest that it might be too early to assess the impact of AFTA,
and that further research be made on this topic when AFTA is fully operational,
after 2003. A survey of current exporters to the region should also be conducted,
in order to assess the likelihood of these exporters becoming insiders through FDI
in ASEAN, due to its greater integration through AFTA. The date of the estab-
lishment of AFTA was advanced from 2008 to 2003, due to the initial success in
implementing the CEPT. It is unlikely, however, that 2003 will see a surge in FDI
activity in ASEAN, especially inward FDI, since AFTA seems to have not had the
impact the EU has had on inward FDI flows. There is no mention of a ‘Fortress
ASEAN’, for instance, nor is 2003 sounding alarm bells to outsiders in Asia, as
1992 did to those afraid of being excluded from Europe. The Asian crisis may also
have worked against AFTA, at least in the short term.

On the basis of this chapter’s findings, it would seem that AFTA will only be
successful in attracting FDI if it proves to be a catalyst for increased market size
and greater market growth. Member countries should therefore make a greater
effort in terms of coordinating their approaches towards economic, financial and
political management, to try and ensure that these factors do not undermine what
AFTA aims to achieve. It is important that these member countries understand
that interdependence means a partnership in sickness and in health; this was
demonstrated during the Asian financial crisis.

Recall that the market size hypothesis is based on the assumption that an inad-
equate market size has retarded the specialisation of productive factors. Once bar-
riers to intra-regional trade have been reduced, market size should increase,
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allowing firms to take advantage of economies of scale, especially if the member
countries have similar income levels and similar demand structures. Foreign
investment should occur as soon as the market is large enough to allow gains from
economies of scale. Our results suggest that this is happening in the Philippines,
Singapore and Thailand. Surprisingly, the results for Malaysia are not convincing,
but we suspect that the Malaysian model may be mis-specified and it is currently
being revised. The results for Indonesia, however, suggest that this member
country would benefit from greater integration and further reductions in trade
barriers, in order to allow investing firms to enjoy economies of scale in that
country as well. It should not be forgotten that although these five countries
belong to the same Free Trade Area, they are still dissimilar in many ways.

Our results in support of the market growth hypothesis are consistent with theory,
although the results for Singapore are puzzling. Indeed, recall that it is hypothesised
that market growth and FDI are positively related, as a region or country experienc-
ing a stable or accelerating growth of output is likely to be more attractive to invest-
ing companies than one experiencing wide fluctuations in growth of output
(UNCTAD, 1993a). Our results confirm this for Malaysia, the Philippines and
Thailand and once again reveal that Indonesia has some catching up to do if it is to
benefit from integration with its partners. The relationship between FDI and market
growth was not found to be as strong in Singapore though. As mentioned earlier in
this chapter, the support for the inclusion of a growth variable has been inconsistent
to date, with FDI flows apparently being very strongly related to the level of GNP
and its underlying growth, but with no clear link to short-term changes in rates of
GNP growth being found. This may explain the results for Singapore.

Tariff discrimination has been found to be negligible in attracting FDI to the
five ASEAN countries examined here. This was as expected. Additional testing
has actually revealed that FDI is strongly related to the openness of these ASEAN
countries. This is a factor which AFTA can further improve by reducing remain-
ing barriers to trade and investment, both inside the region and outside it.

This chapter has also highlighted the lack of broad awareness about AFTA
outside the Australasian region. This is an issue ASEAN should address if it wants
to achieve one of its aims in creating AFTA — to attract increased FDI flows. It is
important for AFTA to publicise its aims and achievements to date, and to highlight
the benefits of its Free Trade Area. This should initially be directed to established
multinationals in ASEAN, as greater awareness of AFTA may lead these investors
to restructure their operations to take better advantage of opportunities provided by
regional integration. This would in effect increase FDI of the efficiency-seeking
type. ASEAN countries would benefit greatly from this restructuring. Publicity
should then be extended outside ASEAN, in order to attract potential new investors.

In order to attract further FDI inflows, ASEAN should also review its proposed
AIA plans, so as not to discriminate against foreign investors, as this would coun-
teract AFTA’s chances of attracting greater FDI flows. ASEAN leaders agreed to
found an AIA at the Bangkok Summit Declaration in 1995 in order to promote
ASEAN as a single investment region (Menon, 1998). This could potentially be a
greater drawcard to foreign investors than AFTA has been. This will only be
possible, however, if AFTA does not pursue its initial plan of granting preferential
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treatment to ASEAN investors in member countries. Two options were considered:
one requiring a firm to have a minimum cumulative ASEAN ownership share of
30 per cent; the other requiring a firm to have minimum 51 per cent ASEAN
ownership (Menon, 1998). There was a proposal to provide this preferential
treatment from 2003 in order to increase intra-ASEAN investment following the
regional financial crisis. From 2020, it is intended for the preferential access
to ASEAN members to be eliminated, after which the AIA would operate on
a non-discriminatory basis. It is feared that the plan as it stands may discourage
foreign investment, which the region needs to continue its recovery from the cri-
sis. Indeed, as the crisis demonstrated, foreign investment is much less volatile
than portfolio investment; this is especially crucial in times of uncertainty, where
flight of foreign capital can aggravate the economic situation.

Our tests have tentatively indicated that Singapore and Malaysia stand to gain the
most from AFTA. This is what has happened in Europe until recently, with leading
countries benefiting the most from integration. This is again an issue which needs to
be addressed, as AFTA’s success depends on the benefits of AFTA flowing to all
member countries, rather than to the leading ASEAN countries. Note that the focus
of this study has been on market-seeking investments. There is a huge potential for
the relocation of existing FDI activities, as well as for new FDI to be distributed
across ASEAN, on the basis of the comparative advantage of each member country.
Indeed, up until now, there has been some duplication of FDI activity, as investors
have not viewed ASEAN as an integrated entity. This would allow each member to
exploit its niche markets, and may result in a more equitable distribution of FDI.

Since AFTA on its own may not be successful in attracting additional FDI
inflows, there may be some benefits in developing linkages with other regions. For
instance, the linkage between the CER (Closer Economic Relations), involving
Australia and New Zealand, and AFTA could be developed further, since Australia
has fared relatively well economically, despite recent regional and global crises.
This may offset some of the negative impacts incurred by Australian and New
Zealand exporters due to the discriminatory trade barriers created by AFTA. This
may also increase the awareness of AFTA outside the region, and it may benefit
both the CER and AFTA in attracting greater FDI inflows. In practice, however,
such a linkage will probably take time due to the differences among these two
regions. A linkage between the CER and North American Free Trade Agreement
(NAFTA) seems more probable at this stage.

Another possibility for AFTA is to consider a linkage with China. This project
was proposed a few years ago, and has its merits.? If AFTA and China form a Free
Trade Area, it would be the world’s biggest. AFTA may benefit from such a link-
age in many ways: market size and market growth would be increased thus attract-
ing greater FDI; competition with China for foreign investment would not have
negative impacts in the sense that even if FDI flows to China first, AFTA would
ultimately share in the benefits of this increased FDI; and awareness about AFTA
would increase as investors’ interest in China has been growing in the past decade.

In addition, and as noted by many researchers (Arndt, 1996; Menon, 1998),
ASEAN should extend its scope, and not limit its focus on reducing tariffs. It
should be looking at moving to higher levels of integration faster, in order to
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provide the image of a truly integrated region to outsiders. Of course, this image
should be supported by the reality of integration at various levels, if trade and
investment are to flow easily within the region. This does not have to mean a uni-
fied ASEAN, following the European example. Rather, it should involve working
in cooperation to decrease barriers to trade and investment, especially hidden ones.
Great care must be taken in avoiding or reducing internal tensions. Sub-regional
arrangements among members of AFTA may be seen as a platform towards greater
integration, but may be counter-effective in the sense that duplication may occur.
They may also provide the image of a fragmented AFTA, rather than a unified one.

Finally, it would seem that although one of AFTA’s aims is to increase FDI flows
to the region, this has not happened as yet. Foreign direct investment to ASEAN can
be explained by other determinants such as the market size and growth of the mem-
ber countries, their openness, the economic climate in investing countries inter alia.
Regional integration as a significant determinant of FDI does not find support as yet.
It is thus strongly recommended that member countries continue working on improv-
ing their economic, political and social climate if further FDI is to be attracted.

Appendix

Tables 4.A1-4.A6: Tests for differences in the means of FDI series pre- and
post-AFTA92

Table 4.41

Country FDI-real value (US$ million)

Mean pre-AFTA Mean post-AFTA T test
(1968-91)  (1986-91) (1992-97) (1968-97) (1986-97)
Indonesia 608.36 528.33 1,518.62 3.50° 3.68°
Malaysia 964.14 1,527.06 3,576.38 7.822 3.85°
Philippines 185.02 376.68 521.06 2.84% 1.16
Singapore 1,112.72 2,559.41 4,478.34 5.28? 2.18°
Thailand 387.38 993.32 1,411.4 4.78¢ 1.31
ASEAN 3,257.62 5,984.81 11,505.8 6.71° 3.45°
Table 4.42
Country FDI-nominal value (US$ million)
Mean pre-AFTA Mean post-AFTA  T-test
(1968-97)  (1986-97)  (1968-91) (1986-91)  (1992-97)
Indonesia 325.96 746 3,517.17 8.43% 3.62°
Malaysia 809.33 1,617.33 4,638 10.00* 4.952
Philippines 156.75 501.17 1,212.33 7.44° 3.03°
Singapore 1,083.42 2,710.83 6,453.17 8.04% 3.51°
Thailand 408.71 1,233.33 2,238.67 5.94? 2.06°

ASEAN 556.83 1,361.73 3,611.87 9.91* 4.73%




Table 4.43

Country FDII1 = (FDI/GDP)X100
Mean pre-AFTA Mean post-AFTA T-test
(1968-91) (1986-91) (1992-97) (1968-97) (1986-97)
Indonesia 0.61 0.75 1.8 4.76* 3.52%
Malaysia 34 39 5.9 3.44% 1.63
Philippines  0.44 1.22 1.75 4.26% 1.22
Singapore 6.69 10.09 8.38 1.15 1.15
Thailand 0.91 1.7 1.5 2.02° 0.31
ASEAN 12.05 17.66 19.33 4.26* 1.22
Table 4.44
Country FDICAP = (FDI/POP) million USD per capita
Mean pre-AFTA Mean post-AFTA T-test
(1968-91) (1986-91) (1992-97) (1968-97) (1986-97)
Indonesia 2.01 4.14 18.09 8.49% 3.68?
Malaysia 52.55 91.34 230.70 8.59* 4.34%
Philippines 277 8.37 17.33 6.57 2.59P
Singapore 416.31 994.15 1,804.39 6.63% 2.82°
Thailand 7.68 21.93 37.8 5.72% 1.94°¢
ASEAN 481.33 1119.93 2,108.31 7.19% 3.32%
Table 4.45
Country FDI3 = (FDI/GDCF) X 100
Mean pre-AFTA Mean post-AFTA T-test
(1968-91) (1986-91)  (1992-97) (1968-97)  (1986-97)
Indonesia 2.8 22 5.7 2.29° 3.69°
Malaysia 12 13 15 1.19 0.65
Philippines 2.18 6.61 7.5 3412 0.45
Singapore 18 28 24 1.51 0.87
Thailand 33 5.5 3.9 0.67 1.05
ASEAN 7.65 11.06 11.22 3.52¢ 0.36
Table 4.46
Country RFDICAP = (RFDI/POP) US$ million per capita
Mean pre-AFTA Mean post-AFTA  T-test
(1968-91) (1986-91) (1992-97) (1968-97)  (1986-97)
Indonesia 4.32 2.95 7.84 1.84°¢ 3.69%
Malaysia 64.6 86.41 178.57 6.29% 3.18*
Philippines 3.56 6.32 7.47 1.64 0.59
Singapore 432.73 940.61 1399.55 5.48* 2.14°
Thailand 7.61 17.71 23.87 4.45% 1.12
ASEAN 549.89 1053.99 1617.31 5.77% 2.63°
Notes

a Denotes significance at 10%.
b Denotes significance at 5%.
¢ Denotes significance at 1%.
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Table 4.419 Panel data analysis using the pooled least squares method

Dependent variable: LRDFDI?

Method: Pooled Least Squares

Sample (adjusted): 1969, 1997

Included observations: 29 after adjusting endpoints
Number of cross-sections used: 5

Total panel (unbalanced) observations: 122

Variable Coefficient  Std error t-statistic Prob.

C —2.386849  1.408031 —1.695168*  0.0928
LRDGDP? 0.030438 0.027792 1.095187 0.2757
LRDGR?NC 0.213078 0.120118 1.773913% 0.0787
LTD? 0.513995 0.120381 4.269726% 0.0000
LRDGDPUS —0.112852  0.133623 —0.844556 0.4001
LRDGDPJAP 0.329519 0.103016 3.198712% 0.0018
AFTA92 0.205656 0.200504 1.025694 0.3072
LRDFDI?(—1) 0.468664 0.070930 6.607429* 0.0000
R-squared 0.695406 Mean dependent var. 6.376023
Adjusted R-squared  0.676702 SD dependent var. 1.183208
SE of regression 0.672763 Sum squared resid. 51.59761
Log likelihood —120.6172  F-statistic 37.18117
Durbin—Watson stat.  1.650821 Prob(F-statistic) 0.000000

Notes
a Denotes significance at 1%.
Note that the L before the variables denote the log of the variable.

Table 4.A20 Panel data analysis using the seemingly unrelated regression method

Dependent variable: LRDFDI?

Method: Seemingly Unrelated Regression
Sample: 1969, 1997

Included observations: 29

Number of cross-sections used: 5

Total panel (unbalanced) observations: 122

Variable Coefficient  Std error t-statistic Prob.

C —2.348703  0.820274 —2.863317*  0.0050
LRDGDP? 0.006596 0.038137 0.172966 0.8630
LRDGR?NC 0.169641 0.073220 2.316882° 0.0223
LTD? 0.343193 0.100898 3.401386* 0.0009
LRDGDPUS —0.114530  0.075209 —1.522822  0.1306
LRDGDPJAP 0.310770 0.057637 5.391809* 0.0000
AFTA92 0.063120 0.120448 0.524044 0.6013
LRDFDI?(—1) 0.637605 0.060771 10.49184% 0.0000
Weighted statistics

Unweighted statistics

R-squared 0.677549 Mean dependent var. 6.376023
Adjusted R-squared 0.657750 SD dependent var. 1.183208
SE of regression 0.692202 Sum squared resid. 54.62242

Durbin—Watson stat. 1.857958

Notes

a Denotes significance at 10%.

b Denotes significance at 5%.

Note that the L before the variables denote the log of the variable.
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11 February 2001.



S The future of intra-regional
foreign direct investment
patterns in Southeast Asia

Frank L. Bartels

5.1 Introduction

Any account of intra-regional Southeast Asian inward foreign direct investment
(IR FDI) flows must consider the archipelagic nature and geographical fragmen-
tation of the region, the diverse range of political systems, the different economic
structures, differing economic management styles, as well as the wide spectrum
of cultural values and practices evident in Southeast Asia. At the June 2002
‘ASEAN in the New Millennium’ meeting in Thailand, the Director General of
Thailand’s Commerce Ministry’s Department of Business Economics, Karun
Kittisataporn concluded: ‘There is no genuine strong cooperation within the
Association of Southeast Asian Nations (ASEAN). Each country tends to be
concerned about its own national interests’.! The dynamics of IR FDI need to
be viewed through this lens, even if it is clouded by different responses in the
region to the global economic slowdown.? Nevertheless, because Southeast Asia
is geo-economically and geo-politically important to the economic well-being of
both Atlantic and Pacific economies, future policy developments in IR FDI — as
part of the engine of globalisation — deserve careful attention.

The rest of the chapter is organised as follows. Section 5.2, on industrial organ-
isation in Southeast Asia, describes the constellation of global factors, regional
motivations and policy levers that animate patterns of intra-regional FDI.
Section 5.3, on the regional political-economy and its impact on patterns of intra-
regional FDI, presents Southeast Asia’s intra-regional flows of FDI, and delineates
the dynamics of their different vectors in terms of predominant sources and hosts.
This section lays out the statistical evidence of these flows and draws out the
prevailing patterns, with a view of future behaviour of intra-regional FDI flows.
Sections 5.4 and 5.5 close the chapter by drawing together the key features of intra-
regional FDI and suggest an emergent morphology of FDI for the region.

5.2 Industrial organisation in Southeast Asia

Notwithstanding recent policy pre-occupations with economic uncertainty and
political insecurity, as both Organisation for Economic Co-operation and
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Development (OECD) and Emerging Markets (EMs) economies face part-cyclical
and part-structural decelerations, FDI activity is widely accepted among policy
makers as the manifestation of global economic integration (however asymmet-
rical). The underlying factors behind IR FDI appear to be four-fold: globalisation
and world FDI flows in the past thirty years; the changing rates and directions
of IR FDI; Multinational Enterprises (MNEs) performance in geo-economic space
through headquarter—subsidiary relationships; and ownership structures of
firms (also see later). The first and second reflect the microeconomic momentum
of financial and structural globalisation.®> The third reflects the microeconomics
and industrial organisation of MNEs as spatial distributions of integrated interna-
tional sourcing, technology, production, marketing and servicing networks (IINs) —
which tend to be more advanced and complex for OECD-based MNEs than for
Southeast Asian MNEs.* The fourth reflects regional corporate ownership
patterns.

Despite the attention given to globalisation,” the world economy is more
regionalised than globalised (Hirst and Thompson, 1999), and global FDI activ-
ity is dominated by the trans-Atlantic and trans-Pacific economies (UNCTAD,
1991, 2001, 2002a). Trans-Pacific FDI to emerging markets is in turn dominated
by Asia (consequent to the ‘strong Yen era’ and the Japanese economic ‘sphere of
influence’), with China and Southeast Asia playing significant roles as hosts to
FDL.® This said, the geo-economic circulation of capital flows — both FDI and
Foreign Portfolio Investment (FPI) — within Southeast Asia has a discernible
pattern, characterised by the distribution channels and logistics structure of
the region’s productive value-chains, linked through intermediate exports and
imports to IINs.

The patterns of, and nuances within, aggregate IR FDI are suggested by four
constellations of evidence (two of which are significant drivers of FDI, that is,
MNESs’ industrial organization and Asian corporate ownership) crucial to appre-
ciating and understanding the likely future morphology and dynamics of the
patterns. The first evidence concerns the overall asymmetry of globalisation and
world FDI flows established over the past thirty years.” The second concerns the
changing rates and directions of global inward FDI within the asymmetry. The
third refers to how MNEs perform in geo-economic space through sophisticated
organisation of their headquarter—subsidiary relationships (specific mandates
for operationalising highly differentiated aspects of MNEs global and regional
strategy). The fourth refers to the ownership structures of firms linked to IINs.

The first constellation of evidence provided by the asymmetrical pattern of
global inward FDI flows, dominated by the industries of — and MNEs from — the
“Triad’® economies reaching across trans-Atlantic and trans-Pacific factor markets,
with tentacular inter-company and intra-company relations (Mckibbin and Sachs,
1991; UNCTAD, 1993b, 2000) is unlikely to change radically. Indeed, a number
of empirical studies together suggest that without serious attention to increasing
the efficiency of policy and structural adjustment programmes, those developing
countries (including the transitional economies of Southeast Asia) referred to as
‘non-globalising’® risk becoming more or less permanently marginalised from the
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international location of higher value-added manufacturing. Noting that MNEs
have evolved to perform four interrelated activities that dominate the political-
economy of global production — that is creating markets, investing, generating
assets and changing human economic conditions (Eden and Lenway, 2001) — it is
likely that the asymmetrical pattern will undergo further consolidation (UNCTAD,
2002b), and should further embed critical elements of Southeast Asia’s linkages
with IINs and ‘offshore production’.!” For the region, participation in this asym-
metry is predicated by the relative differentiated degree of ‘openness’ (measured
as the sum of exports and imports as a percentage of gross domestic product),
notwithstanding the industrial structure of individual countries. Table 5.1, which
ranks the ‘openness’ of Southeast Asian economies, provides a view over the last
two decades.

This ranking of ‘openness’, viewed in the context of generally diminishing FDI
flows to the region, indicates the current patterns of IR FDI and is powerfully
suggestive of its future morphology, pointing to — ceteris paribus — increasing
flows to Malaysia, Thailand and the Philippines, and diminishing flows to
Singapore. Also, apart from Vietnam, that part of the IR FDI focused on the
Indochina sub-region (comprising Cambodia, Laos, Myanmar and Vietnam) will
continue to be weak.

The second set of evidence, the global rate at which IR FDI has been grow-
ing recently, has changed dramatically. From an average of 7 per cent per annum
during the 1990s, FDI flows collapsed from US$1.3 trillion in 2000 to under
US$700 billion in 2001, and a further decline of 27 per cent to US$534 billion in
2002 is expected.!! Net capital flows to EMs, while not experiencing the sharp
deceleration to OECD host countries, have been modest, at approximately
US$100-150 billion per annum since 1995.'2 In comparison, FDI flows to

Table 5.1 Ranking of ‘openness’® of Southeast Asian
economies, 1982-99

Rank  Host 1982 1990 1999

1 Singapore 320.5 308.5 265.6
2 Malaysia 110.5 146.9 217.8
3 Thailand 47.5 75.8 102.9
4 Philippines 46.5 60.8 101.3
5 Indonesia 48.5 49.0 62.2
6 Vietnam — — 97.0
7 Cambodia — 10.8 86.3
8 Laos 55.4 30.5 69.2°
9 Myanmar 19.9 5.6 1.5

Source: Country tables of Asian Development Bank’s Key
Indicators, 2001.

Notes

a Sum of exports and imports as a percentage of Gross Domestic
Product.

b 1998 figure.
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Developing Countries (DCs) slowed only fractionally from US$240 billion in
2000 to US$225 billion in 2001 and is expected to be about US$235 billion
(including US$50 billion to China) in 2002. The overall pattern of FDI to DCs
remains highly asymmetrical, with the majority flowing to a select few, often with
traditional location-specific advantages (LSAs) that Southeast Asia has provided
(Bartels and Freeman, 2000).

The motivations and rationales for FDI, reflecting the intra-regional and
regional nature of business behaviour, continue to be described holistically by the
distillation of theory and evidence known as the eclectic paradigm (Dunning,
1979, 1980, 1988; Galan and Gonzalez-Benito, 2001; Buckley, 2002). In this
distillation, the ownership, location and internalisation dimensions continue to be
represented, respectively by organisational aggregated experience, host market,
and organisational management of accumulated knowledge of foreign
markets. Thus the key to patterns of Southeast Asia IR FDI is due to the perform-
ance of relatively few countries — namely the ASEAN-5'3 — with LSAs that were
sufficiently differentiated in the late 1970s and early 1980s to match different
levels and technological intensities of MNEs’ efficiency-seeking international
production. The challenge this group faces is that their LSAs — particularly
oriented towards Original Equipment Manufacture (OEM) and electronic
component assembly — and their exports are now structurally similar, and have an
over-reliance on US high-tech import capacity. Table 5.2, depicting the structure
of industrial output and exports in select East Asian countries, illustrates this
structural convergence well.

Table 5.2 underscores two features. First, the one-dimensional sectoral nature
of Asia’s industrial landscape that, in 2000, had a combined output of electronic
and information technology material valued at US$104 billion (equivalent to that

Table 5.2 Structure of industrial output and exports in selected
East Asian countries

Host Percentage of Electronics as a
high-tech in percentage of total
overall industrial exports (2000)
output

Malaysia 27 58

Philippines n/a 60

Singapore 52 64

South Korea 13 39

Taiwan 35 46

Thailand 18 34

Sources: ‘The Tech Wreck Hits Home’, Asiaweek, 9 March 2001:
20-26; and ‘It’s Not Pneumonia, But Asia’s Deep Chill Could Last’,
Businessweek, 30 July 2001: 22.

Note
n/a not available.
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of the US in the same categories).!* The implication here is that regional policies
for increasing FDI would need to be structural, rather than cyclical.'® Secondly,
contrary to expectations, the capital markets of the region — necessary for medi-
ating FDI and FPI flows — can be considered relatively weak (Freeman and
Bartels, 2002).

It is important to recall that the historic drive for FDI into Southeast Asia, and
subsequent intra-regional FDI flows, was largely based on MNEs searching for
low-cost production sites (World Bank, 1993). However, more recent evidence sug-
gests that direct labour costs and incentives are loosing importance for investors.
Nevertheless, the region — as it moves slowly towards ‘single market’ status —
remains attractive, despite the Asian economic crisis, in the perceptions of MNEs,
although actual FDI flows continue to shrink.!'®

The third piece of evidence for understanding IR FDI is that the external and
internal organisational dynamics of leading MNEs have changed radically since
the 1980s, in response to falling barriers to cross-border investment and trade,
and because of convergent advances in information and communication technol-
ogy (also see Chapter 2 by Peter Buckley). Two characteristics of this change fur-
ther underpin the understanding of Southeast Asian intra-regional FDI patterns.
The primary aspect of the change is the move from atomistic competition to a
broader range of collaborative formalities, termed joint international business
associations (JIBAs) (Bartels, 2000; Young, 2000), that enable MNEs to compete
against, and collaborate with, the same counterpart(s) in and across the borders
of, Triad and EMs’ economic spaces. The secondary change for MNEs is the spa-
tial distribution of their intra-organisational functions, differentiated by speciali-
sations and specific subsidiary mandates, and linked through IINs (Antonelli,
1999). These are articulated by mandates (e.g. in OEM subcontracting relation-
ships) and the gradual spread of Southeast Asian international firms across the
region. These collaborative formalities constitute an extension of the internalisa-
tion paradigm (Buckley, 1988) and, within regional integration, FDI can substi-
tute for trade in intermediate inputs,!” as part of the spatial distribution of
international production (Heinrich and Konan, 2001).

MNEs have been accelerating their competitiveness by inter- and intra-
organisational restructuring, away from creating stand-alone capacity and towards
increasing capability in network control (Birkinshaw and Hood, 1998; Dunning,
2000a; Young, 2000). The imperatives of localisation permit Southeast Asian firms
to participate in these networks through various subordinated relations such as
International Joint Ventures (IJVs) and International Strategic Alliances (ISAs)
(Bartels and Mirza, 1999; Bartels and Freeman, 2000; UNCTAD, 2001). The result
of these changes is a dense network of concurrent collaboration, alliances and
competition between international foreign firms in Southeast Asia on the one
hand; and on the other hand, close relations with the concentrated and oligopolis-
tic leading families that dominate the local corporates listed on the region’s stock
markets (Claessens et al., 1998). The overall industrial structures of ASEAN-5
economies are remarkably similar, depending as they do, not only on exports to the
high-tech sector of US industry,'® but also on exports of basic chemicals, footwear,
textiles and electro-mechanical (auto-related) sub-assembly. '’



The future of intra-regional FDI patterns in SE Asia 85

Hence, the significant productive assets of Southeast Asian corporates, in the
majority, are either MNEs’ subsidiaries and 1JVs with local firms, or those con-
trolled by a relatively few inter-related families, or government-linked companies
in the case of Singapore (Claessens et al., 1999; Stone, 2000). The performance-
related policy ‘driver’ of FDI is an improvement in market contestability (a deter-
minant of operating cash-flow) and the need to improve efficiency (a determinant
of return on investment) (World Bank/MIGA, 2002). In this regard, the market
contestability of Southeast Asia has improved, notwithstanding the remaining
challenges of due diligence, custodial services and the problems of cross-border
mergers and acquisitions (M&As) (also see Chapter 8, this volume by the same
author).

The fourth constellation of evidence is the family-owned and conglomerate
structure of Southeast Asian business. An examination of regional stock markets’
capitalisation exposes the skewed profiles of ownership.2? ‘Guided’ by govern-
ment interventionist policy postures, these are changing. The change is being
driven by the workings (though not as efficient or as quick as desired) of the
market, and the shedding of non-core loss-making subsidiaries (part of M&A
activity in Asia).

Furthermore, despite the geo-political and socio-economic heterogeneity of
Southeast Asia, the structure of regional exports — often the reason for FDI — is
biased towards high-tech and electronic components which have the same under-
lying technological ‘driver’ (silicon chip and related component technology), and
a map of Southeast Asian industrial assets that act as repositories of investment
shows overwhelming locational and structural similarities (Bartels and
McGovern, 1998). The following typology shows the specially designated indus-
trial areas (SDIAs) operating in the region:

SDIAs Number Locations
Industrial estates 253 Brunei, Indonesia, Malaysia, Philippines, Singapore,
Thailand, Laos
Economic zones 61 Cambodia, Myanmar, Philippines
Special export 46 Indonesia, Philippines, Thailand
processing zones
Free trade zones 3 Indonesia, Laos, Thailand
Technology parks 18 Indonesia, Malaysia, Philippines, Singapore,
Thailand
Free industrial zones 84 Malaysia, Vietnam
Special industrial 26 Malaysia
estates
Special economic 19 Philippines
zones
Business and science 17 Philippines, Singapore, Thailand
parks
Wafer fabrication parks 2 Singapore
Industrial promotion 1 Thailand
zones

Source: ASEAN Secretariat ‘ASEAN Investment Map’, November 2000.
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Additionally, industrial supply linkages, based on the ‘flying geese’ model
(Akamatsu, 1962), find modern expression as ‘growth triangles’ operating in
Southeast Asia.?! This relative lack of industrial diversity — a necessary outcome
of the sometimes coercive relations of intervention and co-ordination between
Asian governments and business, as the socio-economic basis for industrialisa-
tion policy (Wade, 1990; Yu, 2000) — and hence the ‘thinness’ of ASEAN’s capital
asset structure poses problems for the region in a future increasingly determined
by rule-based ‘hard’ agreements, exemplified by WTO regulations.

Given these constellations of evidence, two vectors to the overall pattern of IR
FDI are visible. First, that for which Triad-based MNEs and their subsidiaries are
responsible, and secondly that for which Southeast Asian MNEs are responsible.
Generally, the former have entered, and consequently operated within, the region
via JIBAs and cross-border M&A activity (Zhan and Ozawa, 2001). The latter
have operated via a mix of entry modes for FDI (such as ‘greenfield’ in real
estate, IJVs in manufacturing and ISAs in services), in conformity with the
chronological trajectory of internationalisation and organisational spatial distri-
bution.??> Both groups are increasingly exploiting the industrial parks located
throughout the region (Westhead, 1999). Where political uncertainties remain
serious, lacklustre economic reform and truncated market opening policy imple-
mentation is undermining IR FDI flows and creating a ‘three-speed” ASEAN.??
It is instructive to note that as far back as 1986, and then again in 1995, both
The Economist and BERI (Business Environment Risk Intelligence Inc.) rated the
Philippines and Indonesia as presenting the greatest political risk in Southeast
Asia to FDI (Howell and Xie, 1996).

At a political level, and in terms of formal regionalisation, the policy frame-
work for IR FDI is provided by the ‘Framework Agreement of the ASEAN
Investment Area’ (AIA), signed in October 1998, in Makati, the Philippines, and
subsequently amended in April 1999 to incorporate all ten Southeast Asian coun-
tries.>* The AIA agreement commits the granting of national treatment to ASEAN
investors, except in manufacturing sectors indicated in the Temporary Exclusion
List (TEL) and Sensitive List (SL), finalised at the AIA Council’s second meeting
in September 1999. TEL and SL have been developed for the agriculture, fishery,
forestry and mining sectors. Commitment to national treatment is also accepted in
services associated with these sectors. Progress towards complete national treat-
ment status across ASEAN is embodied in a protocol — the Final Individual Action
Plans 2000—04. For some commentators, this appears incompatible with ASEAN’s
long-held regard for non-interference in the domestic affairs of its members,>
given the forces at work in ASEAN’s various members and the prolonged time
frame (2010-15) for achieving region-wide national treatment. Despite laudable
efforts in liberalisation measures to enhance the investment climate and overcome
regional managerial impediments, enacting statutes does not in itself change the
overall FDI receptivity and climate, and obstacles to FDI prove resistant to either
elimination or significant reduction (Bartels and Freeman, 2000).

Although opportunities for radical reform have not been exploited fully by gov-
ernments hitherto willing to intervene, ASEAN has institutionalised a variety of



The future of intra-regional FDI patterns in SE Asia 87

IR FDI arrangements.?® The challenge remains region-wide interpretation,
consistent at the operationalised level of firm FDI decisions. And regarding
incentives, transparency that should hallmark serious intent for a ‘level playing
field” has not been prominently displayed. Also regionally, the political will to
break the bonds of past successes of the ‘East Asian development model’ (which
was not willing to separate efficiently and effectively the private interests of busi-
ness from the public exigencies of the developmental state) remains emaciated.?’

What then are the dynamics within the predominant pattern of IR FDI? The
first aspect of the broad view is that FDI is marked by contagion (Hernandez
et al.,2001). Flows to, and subsequently within, the region are episodal and char-
acterised by contagion, and with respect to Asia, importantly ‘a more restrictive
environment for the movement of capital across borders was not a deterrent to
capital inflows’ (Hernandez et al., 2001: 14). Furthermore, at the micro-level,
FDI flows were subject to contagion in the 1990s only from countries with
‘a similar degree of trade openness (measured by exports/GDP)’ (Hernandez
et al.,2001: 16).

Mobility of IR FDI is predicated on the international trade Heckscher—Ohlin—
Samuelson paradigm of comparative endowments of productive factors, in con-
junction with intra-industry trade and intra-industry MNEs subsidiary sales, as a
function of the constraints on FDI, trade and policy regimes (Grubel and Lloyd,
1975), as well as the ‘flying-geese’ description of capital cascading across the
region (Bloom and Noor, 1995). This underlying structure to the pattern of IR
FDI, through ‘trade links and neighbourhood effects’ (Hernandez et al., 2001: 14)
is responsible for contagious flows. This suggests likely future changes to IR FDI.
First, in the presence of diminishing returns the reappraisals of the region by
investors, and hence downward pressure on FDI?® is an episode unlikely to be
reversed to significant extent in the short term. Secondly, given the fact that the
majority of FDI flows to developing countries go to China and Southeast Asia, the
reinvested earnings component of FDI to developing countries has steadily
decreased from about 24 per cent in 1990 to 8 per cent in 1998 (UNCTAD, 2000: 19).
Also, ASEAN sources of IR FDI have reduced their regional participation
from just under US$5 billion in 1995 to just under US$1.5 billion in 1999
and, more importantly, the return on investment by US MNEs’ FDI in ASEAN
has fallen from about 24 per cent in 1995 to about 15 per cent in 1999
(ASEAN, 2000b). This is bound to diminish long-term IR FDI flows. Thirdly, even
if coordinated, sudden relaxations of the policy environment across the region are
unlikely to elicit significant FDI inflows or accelerate their regional circulation.
Fourthly, the similarity in sectoral trade openness serves merely to reinforce
diminishing returns.

Recent empirical research suggests that intra-industry trade and intra-industry
MNESs’ subsidiary FDI and production patterns of ‘firm location, production, and
trade are simultaneously and endogenously determined’ (Markusen and Maskus,
2001: 17). Furthermore, intra-industry MNEs’ subsidiary sales between pairs of
countries are positively correlated with economic size and factor endowments. The
implications are regional divergence, depicted by tables below, and an ASEAN
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forced into a trichotomy — the ASEAN-5, Indochina-4 and Brunei — leading to
increased extra-regional bilateralism and decreased IR FDI.?

Reference to IR FDI is not complete without considering the structural eco-
nomic linkages between Asia, the US and Japan. While acknowledging Japan’s
weight in the region,*’ Asia’s IR FDI flows are more vulnerable to US economic
cycles than Japan’s economic cycles (Abeysinghe and Forbes, 2001). The
long-term view of IR FDI is proxied by the profile of export shares (1977-97),
and trading patterns, which have high adjustment frictions because of asset speci-
ficities, and therefore can be altered only in the long term. Tables 5.3 and 5.4 indi-
cate this profile.

The overall intra-ASEAN-5 export profile is approximately 20 per cent of
Southeast Asia’s total volume of commerce (ASEAN, 2000b), and intra-ASEAN
trade is about 44 per cent of import trade with the Triad, China and South Korea.
To indicate the extent to which ASEAN integration has yet to progress, intra-EU
trade is some 70 per cent of total EU trade with the world.?! Looking forward, the

Table 5.3 The changing profile of intra-Southeast Asian
exports, 1977-97

ASEAN-5 country Percentage export share to an

ASEAN-4 destination®

1977 1987 1997
Indonesia 1 2 5
Malaysia 4 5 6
Philippines 2 4 6
Singapore 37 30 33
Thailand 10 7 8

Source: Abeysinghe and Forbes, 2001: 26.

Note
a ASEAN-4=Indonesia, Malaysia, Philippines and Thailand.

Table 5.4 Southeast Asian trading partners, by export share, 1996

Exporter Percentage share of total exports into another ASEAN-5 member

Singapore Malaysia Thailand Philippines Indonesia

Indonesia 9 2 2 1 —
Malaysia 21 — 4 1 2
Philippines 6 3 4 — 1
Singapore — 18 6 2 2
Thailand 12 4 — 1 2

Source: Abeysinghe and Forbes, 2001: 32-33.
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most significant issue for intra-ASEAN FDI will be the effective implementation
of the common effective preference tariff (CEPT) — on which there are some
doubts — that aims to create a reduction in tariff rates for manufactured interme-
diary inputs and final goods, to between zero and five percent.*?

5.3 The regional political-economy and its impact on
patterns of intra-regional FDI

According to one commentator, Southeast Asia presents ‘an ugly picture’,>* and the
region faces problems that will debilitate its ability to reform in a stable economic
environment and predictable political atmosphere.®* The fissionable characteristics
of Southeast Asia are starkly portrayed by Indonesia and Philippines, whose col-
lapsing institutions and secessionist movements are reflected in the fall of inward
FDI flows, and the continuing feature of domestic investment that emphasises rent-
seeking activities (Lipsey, 2001; IIF, 2002) (Table 5.5). One potential source of IR
FDI, the privatisation programmes, has decelerated sharply, and is beset by
nationalist sentiment. The economic slowdown in the trans-Pacific markets of
Japan and US also bodes ill for Southeast Asia.®

Intra-Southeast Asian FDI displays a bias within the region, notably for the
newest members of ASEAN. This arises because of the persistence of measures
restricting trade, and the ‘flying geese’ paradigm, and distortions therein manifest
in the narrow export-oriented industrialisation of Southeast Asia succinctly illus-
trated by Akamatsu (1962); Kojima (1978) and Hiley (1999: Fig. 4). Pre-1997, the
dynamic of this regional bias was a ‘virtuous circle’ of intra-ASEAN economic
flows and growth. After the turbulence of the Asian economic crisis, structural
rigidities are preventing rapid adjustment and differentiation (Ryan, 2000). With
respect to IR FDI, one significant outcome of the ASEAN Free Trade Area
(AFTA) objectives of CEPT reductions is decreased pressure for tariff-jumping IR

Table 5.5 Stocks of inward FDI in Southeast Asian countries
(except Brunei) in 2000

Host location Inward FDI Inward FDI stock
(USS$ billion) per capita (US$)
Singapore 80.000 20,000
Indonesia 60.000 290
Malaysia 54.000 2,300
Thailand 40.000 640
Vietnam 15.000 n/a
Philippines 14.000 180
Myanmar 2.500 n/a
Cambodia 0.605 n/a
Laos 0.551 n/a

Source: Economist Intelligence Unit, 11 July 2000, EIU website.

Note
n/a not available.
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FDI. However, increased incentives for tradable goods should continue to expand
intra-ASEAN exports. These have averaged 24 per cent throughout the 1990s, up
from an average of 18 per cent in the 1980s (Heinrich and Konan, 2001).

Table 5.6 indicates the broad perspective of declining performance, and reflects
the overall share of FDI flows to Southeast Asia that has continued to decrease
over the long term. While Southeast Asia’s share of FDI to developing Asia aver-
aged over 30 per cent through the mid-1990s, by the end of the decade the
region’s share was down to 10 per cent,*® represented by US$9 billion FDI to
Southeast Asia in 1999, compared to US$18.9 billion in 1998, with Singapore
taking the lion’s share (Sauvant, 2001).

The Southeast Asian sources of these flows are dominated by outflows from
Singapore, Malaysia and Thailand, respectively maintaining 72 per cent, 28 per cent,
and 38 per cent of outward FDI in ASEAN. While the ASEAN-5 receive a dis-
proportionately higher amount of FDI, relative to the size of their economies,
according to the UNCTAD FDI Index (UNCTAD, 2001), the really dependent
hosts to IR FDI are the Indochina-4 transitional economies who together receive
a substantial proportion of their IR FDI from within Southeast Asia (UNCTAD,
1999).

Disaggregating IR FDI flows between non-Southeast Asian and Southeast
Asian MNEs is problematic, as statistics tend to be IMF Balance of Payments ori-
ented, and therefore identify country sources. However, given that Singapore is a
key location for the regional headquarters of non-Southeast Asian MNEs; and
that Singapore was the source of US$2,001 million of cross-border M&A pur-
chases in Southeast Asia in the second half of 1997, compared to US$145 million
in the first half (Bartels and Mirza, 1999), a high proportion of IR FDI must be
attributable to non-Southeast Asian MNEs.

Evidence from the IINs of MNEs that constitute non-Southeast Asian IR FDI
flows is provided by the automotive sector. The anticipation of both AFTA and
AIA (but more so AFTA) has prompted European, Japanese, Korean and US auto
manufacturers to invest in ASEAN, with Thailand and Malaysia benefiting
disproportionately in terms of the level of manufacturing value added (MVA)
(FOURIN, 1993). The result, in addition to overcapacity-induced fierce industry

Table 5.6 Intra-ASEAN cumulative net FDI flows

(%)
Year Per cent of cumulative
net FDI flows in ASEAN
1995 23
1997 18
1998 2
1995-99 15

Source: Heinrich and Konan (2001).
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competition, is a pattern of vertically integrated IR FDI, coupled with export/
import distribution/logistics and final assembly for export sales (Katayama,
1999). Other examples of this pattern are suggested by the electronic component
manufacturing sector (Hobday, 1996).

5.4 Intra-Southeast Asian FDI flows: statistical
evidence and implications for the future

In the broadest terms, and over the long term, the patterns of IR FDI flows in
Southeast Asia are depicted in Table 5.7, dominated respectively by Singapore as
the major source, and Malaysia as the major host. Of the cumulative IR FDI
approved in manufacturing between 1990 and 1998, amounting to US$35.5 billion
(12 per cent of all IR FDI in manufacturing approved in ASEAN), US$17.8 billion
(50 per cent) was sourced from Singapore and US$13.4 billion (38 per cent) was
hosted by Malaysia (ASEAN, 1999). IR FDI, as a percentage of total FDI flows
to Southeast Asia, had been increasing until the hiatus of the Asian economic
crisis in 1997.

Notwithstanding the difficulty in separating firm-level sources and hosts for
FDI between Southeast Asian and non-Southeast Asian MNEs, Figures 5.1 and 5.2
illustrate the morphology of IR FDI. This morphology indicates clearly that IR
FDI has a vector pattern differentiated in spatial distribution, value and
sector. Figure 5.1 shows that, from a host perspective, international firms from
Singapore are the most widely spread in their regional FDI profile, and hold the
predominant share of IR FDI in all Southeast Asian countries except Cambodia,
Laos and Brunei (where massive Singaporean disinvestment has occurred).
International firms in Malaysia have a spatial distribution profile more limited in
contrast to Singaporean firms, and are dominant in Singapore, Cambodia and
Brunei. International firms from Thailand have a somewhat similar spread to their

Table 5.7 Sources and hosts of net IR FDI flows for Southeast
Asia, 1995 to first half of 1999 (US$ billion)

Country As source of As host to
IR FDI IR FDI
Brunei 1.5 —21.1
Cambodia 0.3 22.7
Indonesia 3.0 8.2
Laos 0.12 1.5
Malaysia 34.0 30.4
Myanmar —0.004 8.0
Philippines 1.1 3.8
Singapore 49.0 8.1
Thailand 11.0 20.6
Vietnam 0.09 17.8

Total value = US$9.8 billion

Source: ASEAN FDI Database, 1999.
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Figure 5.1 Host country perspective of IR FDI flows, from 1995 to first half of 1999. The
figures are in US$ billion within box and the percentage of total inward
ASEAN FDI held by source is given within parenthesis.

Source: ASEAN (1999).

Notes
1 Represents disinvestment/repatriation.
2 Services FDI, hospitality, construction, manufacturing.
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Table 5.8 Comparative spatial distribution profile of intra-regional source of firms

Rank Source of firms Cumulative ASEAN spatial distribution 1995
to first half of 1999
FDI location Percentage in host US3$
held by source billion
1 Singapore Indonesia 63 0.50
Malaysia 88 2.60
Myanmar 80 0.63
Philippines 61 0.23
Thailand 93 1.90
Vietnam 69 1.20
2 Malaysia Brunei n/a 0.44
Cambodia 82 1.80
Singapore 64 0.51
3 Thailand Indonesia 27 0.22
Laos 77 0.10

Source: ASEAN, 1999.

counterparts from Malaysia, with a significant presence in Indonesia and
particularly Laos.

This spatial distribution summarised in Table 5.8, attests firstly to the ‘external
wing’ economic strategy of ‘Singapore Inc.” that has harnessed its government-
linked companies (GLCs) to spearhead investment in the region. Secondly, the
competitive response by Malaysia can be seen clearly.

Normative issues, pointing to some of the causes of the Asian economic crisis
are visible in this pattern, and have policy implications. But before dealing with
such issues, it is instructive to look at Figure 5.2. Whereas from the view of per-
centage of total Intra-ASEAN FDI by source international firms (Figure 5.1), a
trichotomous pattern is evident; from the perspective of percentage of total source
outward FDI in intra-ASEAN host (Figure 5.2) a broader pattern emerges,
although it reflects, by definition, the former pattern. Figure 5.2, which indicates
that, depending on their provenance, MNEs in Southeast Asia have distinct pref-
erences for specific host countries. This pattern of preferences reflects distinc-
tively the Uppsala model of international business (Johanson and Vahlne, 1977).
International firms from Indonesia prefer to invest in Malaysia and Singapore,
reflecting the ‘growth triangle’ centred on Bintang—Johore Baru—Singapore. In
contrast, international firms from Malaysia prefer to invest in Brunei, Cambodia
and Singapore. It is suggested that government-influenced growth triangles, as a
means to enhance FDI and economic development, is receiving stronger support
in Indonesia than in Malaysia. While international firms in the Philippines prefer
to invest in Malaysia and Vietnam; those in Singapore prefer Malaysia, Thailand
and Vietnam; and those in Thailand have a noticeable preference for Cambodia,
Indonesia, Laos and Myanmar. This pattern is summarised in Table 5.9.
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Table 5.9 Comparative ASEAN international firms’ host country
preferences

Source of firms  Cumulative rank order of preference for hosts,

1995 to first half of 1999
Host to FDI Percentage of source  USS$ billion
outward FDI
Indonesia Malaysia 27 0.12
Singapore 20 0.06
Malaysia Cambodia 56 1.80
Singapore 16 0.50
Brunei 13 0.40
Philippines Malaysia 39 0.04
Vietnam 35 0.37
Singapore Malaysia 36 2.60
Thailand 25 1.80
Vietnam 16 1.20
Thailand Indonesia 20 0.22
Cambodia 14 0.15
Myanmar 11 0.12
Laos 10 0.11

Source: ASEAN, 1999.

Source firms prefer to invest predominantly in specific pairs of hosts. It is not
entirely clear why, given the received market-orientated motivation for FDI, its
empirical support and ASEAN’s lack of economic reforms (EIU, 2001; MIGA,
2002), Singapore should be predominant in Myanmar and Vietnam, or Thailand,
in Laos, or Malaysia or in Cambodia. This aspect of the pattern is especially
puzzling given research that paints a less than wholly encouraging view of the
Indochina-4 (Bartels and Freeman, 2000). An explanation may be found in a closer
examination of the international capital dynamics of the Chinese diaspora.®’

The ‘Asian Economic miracle’ (World Bank, 1993), classified Asian economic
performance as High Performance Asian Economies (HPAEs) and Newly
Industrialising Asian Economies (NIAEs). Remarkable about their respective
economic growth trajectories was collective and individual export performances
over the long term, as a direct result of inward FDI, and Japanese MNEs offshore
production strategies during the era of the strong Yen following the 1985 Plaza
Accord. It is therefore instructive to scrutinise IR FDI in the manufacturing
sector over the 1990s for clues to the future. Such an examination, depicted in
Table 5.10, should reflect Figures 5.1 and 5.2, and reveal the predominant pattern
of IR FDI that gives rise to regional competitiveness (Hobday, 1996), as opposed
to the intra-ASEAN FDI in property-related capacity (Ryan, 2000).

Table 5.11, which should also be read with Figures 5.1 and 5.2, indicates, from
the centre—periphery theoretical perspective, the regional international division of
labour with ‘north’ as Singapore ‘south’ as Indonesia (Bintang) and Malaysia
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Location From Southeast Into Southeast
Asia into Asia from
Brunei 0.13 0.003
Cambodia 5.20 n/a
Indonesia 35.40 4.50
Laos 1.20 n/a
Malaysia 37.80 9.40
Myanmar 3.40 0.05
Philippines 4.40 1.10
Singapore n/a 50.20
Thailand 4.80 12.70
Vietnam 7.80 0.01

Total value over period
1990-98 = US$35.5 billion

Source: ASEAN, 1999.

Table 5.11 Comparative spatial distribution profile of intra-regional manufacturing FDI,

1990-98
Rank Source country FDI host Percentage of FDI in USS$ million
firms country host held by source
country firms
1 Singapore Indonesia 67 1,254
Malaysia 50 1,340
Vietnam 50 1,383
Thailand 50 n/a
2 Malaysia Indonesia 53 1,756
Cambodia 18 61
Brunei 29 n/a
3 Indonesia Malaysia 68 1,088
Brunei 52 n/a
4 Thailand Indonesia 38 1,704
Philippines 26 1,166
5 Philippines Myanmar 39 147
Vietnam 35 136.0
6 Myanmar Thailand n/a 19.1
7 Brunei Malaysia n/a 1,100

Source: ASEAN, 1999.

(Johor Baru, Penang), and represents some 12 per cent of the total approved
manufacturing FDI for the region of US$301 billion (ASEAN, 1999). Figure 5.3
provides more detail to the regional ‘north—south’ division picture of Indonesia
and Malaysia as the ‘workshops’ of Southeast Asia.

It is instructive to look at the sectoral distribution of IR FDI in each of the host
countries to FDI. Notwithstanding the industry structural similarities within the
region, international firms from Singapore and Thailand prefer the following
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Figure 5.3 Cumulative intra-Southeast Asian manufacturing FDI flows, from 1995 to first
half of 1999. Inward FDI figures in US$ million are in box and percentage in
host country held by source is given within parenthesis.

Source: ASEAN (1999).

Note
1 71% of inward FDI in Cambodia are Joint International Business Association investments involving
firms from two or more ASEAN countries.

sectors for FDI: food/beverages; rubber/plastics; chemicals/non-metallic minerals;
wood products; paper; and metal fabrication. Malaysian international firms’ sector
preferences are: financial services; real estate; manufacturing; and wholesale/retail.
By way of comparison, Southeast Asian investors in Thailand prefer electrical
components, compared to the heavy Japanese MNEs’ FDI in the auto and electri-
cal sectors. It appears that IR FDI is highly asymmetric with respect to sources,
and is spatially concentrated with respect to hosts on the one hand, and industrial
sectors on the other hand.

Tables 5.12 and 5.13 clearly point to major challenges ahead, regarding asset
specificities, in view of longer-term trends in intra-ASEAN FDI flows. Two key
trends are: firstly, across all sectors, decreasing net intra-Southeast Asian FDI
flows; and secondly, the diminishing share of intra-Southeast Asian FDI in total
net FDI to the region. Irrespective of the direction of change in total net FDI to
Southeast Asia, IR FDI is shrinking (see Table 5.14). This would suggest that, in
the aftermath of the Asian economic crisis, private sector reform and restructur-
ing has not gathered the kind of pace that can permit increased levels of FDI. This
is exemplified by Indonesian firms, who in 1997 contributed 37 per cent of intra-
Southeast Asian FDI, but contributed less than 10 per cent in 1999.

Reflecting the relatively high homogeneity in industrial locational assets of
investment zones and export structures on the one hand and on the other hand,
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Table 5.12 Intra-regional FDI flows for select manufacturing sectors
(% approval basis), 1999-2001

ISIC code 1999 2000 First half
of 2001
32 (radio, television, communications 45.5 30.5 40.8
equipment and apparatus)
15 (food products and beverages) 33 19.5 12.6

Source: ASEAN, 2001.

Table 5.13 Source and hosts of intra-regional FDI in the manufacturing
sector (%)

Source Host 1999 2000 First half of 2001
Singapore ASEAN 73.6 81.0 87.7

Indonesia n/a 79.6 n/a

Malaysia n/a 95.6 n/a

Philippines n/a 96.6 n/a

Thailand n/a 64.9 n/a

Source: ASEAN, Statistics of FDI in ASEAN, 2001.

Table 5.14 Net intra-regional FDI flows, 1997-99

Year 1997 1998 1999
US$ million 5,538 2,020 1,218
% Change (—ve) — (63.5) (39.7)

Source: ASEAN, 2001.

the asymmetries in source of — and hosts to — intra-Southeast Asian FDI, in the
manufacturing sector, not only does Singapore predominate out-FDI, but it is also
ranked number one host (in cumulative terms 1995-99), capturing 20.6 per cent of
intra-Southeast Asian FDI, compared with Malaysia at 19.8 per cent, Cambodia at
13.6 per cent, Vietnam at 12 per cent, Thailand at 11.8 per cent, Brunei at 9.7 per
cent, and Indonesia (1995-97) at 8 per cent. The trends give rise to more concerns
when viewed through the lens of intra-Southeast Asian FDI to manufacturing, on
an approval basis. Table 5.15 shows the decelerating pace of approvals.

The argument that this trend is more cyclical than structural is belied by three
factors in this manufacturing sector category. First, between 1990 and 1993, flows
declined from US$2,390 million to US$1,114 million (a 53.5 per cent decline).
Secondly, between 1990 and 2000, there were only two increases (1993/94 and
1995/96) compared to seven decreases year-on-year. Thirdly, between 1990 and
2000, flows declined from US$2,390 million to US$1,367 million (a 42.8 per cent



98 Frank L. Bartels

Table 5.15 Intra-regional FDI to the manufacturing sector (approval basis),

19962000
Year 1996 1997 1998 1999 First half
of 2000
US$ million 7,479 3,970 1,869 1,367 266
% Change (—ve) — (46.9) (52.9) (26.9) (80.0)

Source: ASEAN 2000b.

Note
Excluding Vietnam.

Table 5.16 Indochina-4 countries as hosts to net intra-regional FDI, 1995-2000

Year 1995 1996 1997 1998 1999 First half
of 2000

US$ million 2,048 854 1,115 802 363 49

% Change — (58.3) 306 (28.1) (54.7)  (86.5)

(—ve)

IR FDI flows to manufacturing sector (approval basis)

USS$ million 647 2,152 721 414 56 25

% Change — 232.6 (66.5) (42.6) (86.5) (554

(—ve)

Source: ASEAN, 2000b.

Note

‘Indochina-4’ consists of Cambodia, Laos, Myanmar and Vietnam.

decline). There can be little relief from this worrying picture by attention to what
is happening with ASEAN’s newest members — whose differentiated stages of
development might elicit optimism with regards to a repeat of the ‘flying geese’
strategy for Southeast Asia.

Apart from the one-time shift to manufacturing in 1996, year-on-year compar-
isons in Table 5.16 show sharp and accelerating declines. The unavoidable impli-
cation is that the LSAs gains to Southeast Asian firms from Singapore, Malaysia
and Thailand provided by the Indochina-4 (in particular Cambodia and Vietnam)
are not evidently sustainable, as the quality of investment class approaches its
asymptotic level, and maturity as well as diminishing returns become significant.

As would be expected for a region-wide industrial platform that is relatively
homogenous, while intra-Southeast Asian FDI flows have been recording decreases
in the last decade, the asymmetric share of those diminishing flows by the already
dominant manufacturing sector ISIC 32 (i.e. radio, television, communications
equipment and apparatus) has been increasing. While this sector had a 10 per cent
cumulative share of intra-Southeast Asian FDI in manufacturing between 1990-97,
the share had risen to 15 per cent between 1998 and the first half of 2000.

These interrelated movements and concentrations: Singapore as the over-
whelming source of intra-ASEAN outward FDI, as well as its dominant host for
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manufacturing; the over-reliance on the same type of industrial locational assets
concentrated in industrial parks; and the relatively homogenous export structure in
the presence of frictions in implementing AFTA and AIA arrangements, do not
augur well for the future of intra-Southeast Asian FDI flows. In an investment envi-
ronment increasingly shaped by bilateral and regional rule-based arrangements, as
well as WTO Treaty obligations, the interventionism of Southeast Asian govern-
ments will be less visible and less valuable. Policy implications revolve around
issues concerning the generally dependent intermediation industrial trajectory of
Southeast Asia in contrast to the autonomous intermediation of South Korea and
Taiwan. Despite evidence of endogenous innovations in Malaysian subsidiaries of
MNEs (Hobday, 1996; Rasiah, 2001), the structural dependence of Southeast Asia
on global rather than regional MNEs suggest high frictions in adjusting the
make-up of Southeast Asian competitiveness, and regional inability to either cap-
ture from — or prevent the shedding to — China of more capital-intensive stages of
production.® The fact that Singapore has embarked on implementing technological
and R&D upgrading in life and material sciences is evidence of this competitive
threat to ASEAN.*

In a world of absent factor barriers, what does this prevailing pattern asymme-
try, concentration and decline in flows of intra-Southeast Asian FDI hold for the
future of the region’s continued ability to increase intra-regional FDI, attract FDI
in its own right; and compete with China’s emergence as the new workshop of the
world?40

5.5 Conclusion: Southeast Asia’s emergent
morphology of FDI

The structural rigidities, and intra-firm FDI and trade in Southeast Asia, por-
trayed here imply that patterns are unlikely to change radically in the immediate
term, but will enter a much-delayed phase of asset class rationalisations, thereby
further concentrating Southeast Asia’s prominence (but diminishing output) in
ISIC 32 categories. The key questions are: (a) Given Singapore’s preponderance
in IR FDI, its evident dependence (as an entrepot) on trade, and the seeming
reluctance of ASEAN to institute sufficiently deep and broad economic reforms
quickly enough to Singapore’s satisfaction, will Singapore continue to provide the
bulk of IR FDI? (b) Will Indonesia, Malaysia and Thailand continue to exhibit
and improve the kind of LSAs that thus far have attracted FDI? And (c) can
the hitherto complementary nature of FDI relations between ASEAN and China
be maintained? These questions need to be viewed in the light of the IINs struc-
ture of MNEs’ industrial organisation that, without significant international
barriers to factor mobility, diminishes the value of LSAs, or location factors
except large scale ‘domestic’ markets (which in any case can be served via cen-
tralised export modalities). These concerns are far from trivial (Eden and Lenway,
2001), and go to the heart of the Southeast Asian policy-makers’ conundrum —
how to sustain and strengthen the policy-setting for continuing to attract ever
higher quality levels of FDI? Empirical research (Bartels and Freeman, 2000)
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suggests that the labour dimension of LSAs FDI motivation/attraction is rapidly
loosing significance in the calculations of Triad MNEs, at a time when Southeast
Asia’s broad lack of higher-order technical skills is becoming increasingly appar-
ent and a constraint on the FDI expansion plans of MNEs.

The demographical disposable income structure of Southeast Asia’s national
markets are individually insufficiently large. National markets face the added
problem of being geographically fractionated with respect to the Southeast Asia
archipelago. Persistent high savings rates, and the absence of significantly high
tariff barriers, do little to stimulate intra-Southeast Asian market-seeking FDI.
Progress on the AIA, while nominally significant in terms of political activities
and events, has yet to be described as commercially dynamic, given the reality
that ‘a business sector AIA council dialogue forum’ was required as an initiative
at the October 2000 Third Meeting of the ASEAN Investment Area Council,
Chiang Mai, Thailand. The exclusion lists prevent firms exercising their market
contestability determined rights and modal neutrality options in FDI operating
decisions and thereby dampens FDI.

Within the trilateral policy framework of market contestability, modal neutrality
and policy coherence (UNCTAD, 1996), ASEAN’s AIA exclusion lists represent
serious economic distortions. These distortions are unlikely to support greater diver-
sity or volume of intra-Southeast Asian FDI. They will also be increasingly incom-
patible with ASEAN members’ WTO obligations. ASEAN policy-makers, except
those in Singapore, are unlikely to change gear in a grouping that is essentially three-
speed, unbalanced in its regional patterns of intra-regional FDI, and loosing share of
global FDI, and with the historic policy handicap of non-intervention in domestic
policy. Furthermore, ASEAN is not yet a single market, does not have in place the
design of policy institutions for a single market, and its members are generally not
passing or harmonizing laws that move the grouping towards a single market struc-
ture. This is despite efforts to express a regional coherence through ASEAN Joint
Investment Missions.*! This is all the more serious because of the diminishing
returns setting in with regards to liberalization of FDI regimes.

With such distortions and without single market mechanisms or unique com-
binations of well-calibrated LSAs, a number of tentative forecasts can be made.
First, the identified decreasing volumes and increasing concentration in the asym-
metric intra-regional pattern of FDI is likely to persist. Between 1993 and 1998,
FDI inflows to ASEAN as a percentage of world total declined from 7.3 to 3.3
per cent; of developing world total declined from 20.3 to 12.9 per cent; of Asia
declined from 29.2 to 25.2 per cent; and of ASEAN and China declined from
36.8 to 32.0 per cent (UNCTAD, 1999). Outward flows have also declined.
Secondly, it is unlikely that Singapore will continue to be satisfied with continu-
ing to provide the lion’s share of investment capital to a region that is failing either
to make adequate returns or maintain and upgrade its LSAs in the face of
competition from China. And given higher risk-adjusted returns from alternative
investment opportunities — particularly in the EU and NAFTA — Singapore seems
more likely to divest selectively its FDI stock away from Indonesia, Malaysia,
Thailand and Vietnam, rather than further expand its regional investments.
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Thirdly, the Asian economic crisis has debilitated Indonesian, Malaysian and Thai
firms, and reduced their contribution to intra-Southeast Asian FDI flows. It is
unlikely therefore that either diversification within, or away from, Southeast Asia
will occur to any great extent. The ASEAN—China complementary and/or com-
petitive FDI relations issue is embodied by the November 2001 agreement for
ASEAN and China to negotiate a Free Trade Agreement (FTA), with FDI impli-
cations for competition by 2011, and is just one of several bilateral initiatives.*?
However, despite the proliferation of FTAs, without essentially domestic policy
responses to eliminate managerial impediments and obstacles to the cross-border
transfer of corporate resources and factors, thereby increasing regional integra-
tion, it is unlikely that significant demand-led investment stimulus will emerge to
draw in FDI and accelerate IR FDI. Furthermore, because of the centre—periph-
ery characterisation of ASEAN, the different sets of problems between each pair
of member countries are likely to persist.
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6 Foreign direct investment and
the rise of cross-border
production networks in
Southeast Asia

Axele Giroud

6.1 Introduction

This chapter outlines the background and current situation of companies’
cross-border production networks (CPNs) in Southeast Asian countries, with the
aim of providing an insight into the future trends of CPNs in the region.
Companies in Southeast Asian economies have adopted complex regional strate-
gies and intricate network structures that have facilitated intra-regional economic
interdependence. One characteristic of firms’ activities across the region is that of
a sophisticated intra-firm division of labour for each corporate function. This
regional pattern is interrelated, in many cases, with that of a broader set of
activities carried out by firms in Asia as a whole. In this chapter, we consider
firms that make an intentional effort to network their own operations and inter-
firm relationships on a regional basis, across functions and locations. Thus, CPNs
include activities taking place between one firm and other affiliates of the same
group within the region, and between one firm and other business partners
located in countries of the region.

Section 6.2 looks at interdependence amongst Asian countries, and how the
development paths followed by various countries, and the region’s attractiveness
to international investors have impacted upon the development of CPNs in
Southeast Asian countries. The specific regional initiatives launched by the
ASEAN Secretariat towards further economic integration are also discussed, in
relation to how they will further consolidate CPNs. In Section 6.3, CPNs are
further elaborated to highlight the importance of both internal and external activ-
ities. The features internal to the firm are looked at with numerous examples of
how firms operate across Southeast Asia. The final Section 6.4 tackles the
increase in networks amongst firms regionally, which also reinforce CPNs. While
most studies focus on East Asia as a whole to analyse CPNss, this chapter aims at
focusing on the situation faced by firms within Southeast Asia itself, so as to
understand what these networks mean for the region, whether or not they will
continue to rise in the future, and if so, under which conditions. I conclude by
arguing that further economic interdependence of Southeast Asia will depend on
both intergovernmental efforts towards creating the appropriate environment for
firms to operate in, as well as on firms’ willingness to further deepen regional
production systems, even if the latter is part of Asian-wide production systems.
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6.2 Regional features favourable for the development of CPNs

In this section, we discuss the global development of CPNs, as well as the factors
that facilitated the rise of such networks in Asia, and more specifically in
Southeast Asia. This discussion leads us to consider the strategic behaviour of
firms and the importance of the division of labour in Southeast Asia.

6.2.1 Growth and significance of international production

Over the past few decades, the world economy has become more globalised, and
various trends have been conducive to the development of international produc-
tion networks. Such trends include increased world investment flows and world
trade, progressive liberalisation of world trade through incentives provided by the
World Trade Organisation (WTO), and regional and individual countries’ efforts
(Narula, 1996; Hood and Young, 2000; Mirza, 2000). As Buckley has noted in
Chapter 2 of this volume, information technology and other major technological
breakthroughs have also facilitated the creation of international and regional
networks. Transnational Corporations (TNCs) have, for instance, been able to
decentralise and co-ordinate their activities throughout the value chain via cross-
border sourcing and offshore production of components, thanks to improvements
in informatics and telecommunications. Firms have invested increasingly abroad.
Although such trends have taken place on a global basis, regional developments
are noticeable, especially in the European Union (EU), North America and
Southeast Asia. World investment inflows have also increased steadily over the
past three decades, to reach US$1,270 billion in 2000. Inflows into ASEAN,
however, have not recovered from their pre-Asian crisis level, and the region’s
share in total foreign direct investment (FDI) in developing Asia has decreased
from over 30 per cent in the mid-1990s to 10 per cent in 2000. This is mainly
explained by substantial divestments in Indonesia since the beginning of the
Asian crisis in 1997. Nevertheless, total inward stock in Southeast Asia reached
US$172,537 million in 2000 (UNCTAD, 2001). More than 87 per cent of FDI
flows in Southeast Asia over the 1995-2000 period were from outside the region, with
52 per cent accounted for by flows from Japan, the US and the EU, and 11 per cent
from Hong Kong, Taiwan and Korea. Over the same period, intra-ASEAN
investment flows amounted to 13 per cent of total investment (ASEAN, 2001).
TNCs have developed the capacity to internalise specialised assets and capa-
bilities on a global scale. International location means that final assembly is most
likely dispersed to major growth markets in the US, Europe and Asia. In the case
of computers for example, microprocessors are sourced from the US, memory
devices from Japan and Korea, motherboards from Taiwan, hard disk drives from
Singapore, monitors from Korea, Taiwan and Japan, and keyboards and power
switch supplies from Taiwan. Hence globalisation affects the transformation of
international production networks (Ernst and Ravenhill, 2000). Within Asia
and Southeast Asia, cross-border network activities mean that products (parts,
components and intermediate products) can be produced more efficiently through
linking production activities located in various parts of the region, supported by
the locational strengths and factor endowments of each member country. Each
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TNC’s investment and management strategies also influence the expansion of
operations across the region.

6.2.2 Asia’s development experience and CPNs

The development of the ASEAN member countries is often analysed in the light
of the experience of the whole of Asia. Numerous studies have applied the ‘flying
geese’ pattern of economic development to the experience of Asia, whereby each
country in the region follows successive stages of development. The concept of
hierarchical development originated with Kaname Akamatsu in the early 1960s,
who described economic development of countries as being interlinked.
Originally referred to as the ‘flying geese pattern’ in the 1930s, Akamatsu later
relabelled his theory the ‘Catching up Product Cycle’ (Kojima, 1996, 2000). Such
a description is similar, but not identical, to the Product Life Cycle model
(Vernon, 1966).

Asian countries have benefited from a movement of comparative advantage
transferred from the developed countries, and in particular from Japan (Rana,
1990; Ozawa, 1991; Kwan, 1994; Yusuf, 2002). They have shown a unity and a
fundamental integrity in the effort towards regional development. This effort
takes the shape of an inverted V, with a dominating country, Japan, at the apex,
followed by second tier countries, the New Industrialised Economies (NIEs) of
Hong Kong, Singapore, South Korea and Taiwan. These NIEs become, in turn,
dominating countries with successive waves of following countries in Southeast
Asia (Malaysia, Indonesia, Thailand and the Philippines), followed by the coun-
tries with lower levels of development, mainly Vietnam and China. Such a devel-
opment pattern is key to the creation of cross-border networks, because capital
accumulation and the creation of backward and forward linkages by foreign firms
allow indigenous firms in less developed countries to gain access to the technol-
ogy and know-how related to more advanced methods of production. The country
thus reaches a relatively higher level of revealed comparative advantage and it
benefits from an improved industrial structure, mainly through the development
of these international and regional production networks.

Recently, firms from Japan and the NIEs have been less proactive at creating
Asian-wide cross-border networks. Firms from the US and Europe, on the other
hand, have been more proactive at creating links in the region, and in a second
step, using existing suppliers throughout the region. A key explanatory factor for
this is geographical proximity, which has facilitated centralised control (Ernst,
2000: 90), because Asian firms can control their Asian affiliates from their home
office/country, as the region is in the same time zone. The facility for centralised
control diminishes with increasing distance, because of the difficulty of coordi-
nation and the risk of disruptions.

In their development experience, Japan adopted policies of technical catch-up,
and similarly the NIEs have used strategies of extensive technological borrowing,
export-led growth and FDI. The group embodied by Malaysia, Thailand, the
Philippines and Indonesia have focused on export-led growth and a heavy
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dependence on FDI. Firms’ international expansion in nearby countries represents
a key link for the region; hence Southeast Asian countries have relied heavily on
insertion into the networks created not only by Japanese, Korean, Hong Kong and
Taiwanese TNCs, but also by US and European TNCs. Over the period 1995-2002,
Japan was the primary investor in ASEAN, investing US$19,213 million.! The US
came second, with a total of US$17,994 million (ASEAN, 2001: 14). The third
major investor was the UK, followed by Singapore, the Netherlands, Hong Kong,
Taiwan, Germany, South Korea and France.

The extent of indigenous technical capacity in Southeast Asia (apart from
Singapore, as specified in Konstadakopulos, 2002) is lower than in the case of
East Asian countries, but some regional investment is taking place by companies
from Singapore, Malaysia and Thailand, with interest in other countries in the
region such as Vietnam and Cambodia. Thus, regional networks are starting to be
generated by companies from within Southeast Asia. Between 1995 and 2000,
Singapore invested a total of US$9,346 million in the region, with these flows
going primarily to Malaysia, Thailand and Vietnam. Indonesia invested a total of
US$2,344 million in the region, the bulk of which went to Singapore (ASEAN,
2001: 15).

The industrial sectors involved and the type of investment performed by
companies are two additional factors important in explaining the creation of
cross-border networks in the light of Asia’s development experience. The early
investments in the 1960s were largely outward processing investments, with
limited local added value. Import-substituting investments were of a different
nature. In the case of consumer electronics, investments were aimed at
circumventing tariff protection, so as to gain access in specific markets. In the
1970s and 1980s, local suppliers developed in Korea, Taiwan and Singapore.
TNCs relocated low-end market segments to lower cost locations in the region,
following the pattern described by the product cycle and flying geese models.
This did take place for some products, such as in the electronics sector; but not
for all products. In some cases, TNCs continued investment in their existing
operations, but they increased their reliance on local and regional suppliers for a
greater range of inputs, processes, and manufacturing steps. Suppliers from the
NIEs started to export to other Asian production sites and finally extended
their own operations into parts of Southeast Asia (notably Malaysia, Indonesia
and Thailand). Thus, East Asian countries’ interdependence has also arisen through
gains from complementary exports between Japan and the NIEs, on the one hand,
and neighbouring developing countries on the other hand. This complementary
pattern is the result of the intra-industrial specialisation of the countries in the
region.

However, Southeast Asia still differs from East Asia in that the success of
specific sectors in the region is almost entirely due to foreign firms. Southeast
Asian countries have relied very heavily on foreign capital and expertise as a key
pillar in their economic development policies, and this has been particularly
evident in the region’s transitional economies over the last ten years (Freeman and
Hew, 2002).
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6.2.3 Differences in strategic behaviour

This difference in the development experience has an influence on the strategic
behaviour of firms. In the Asian region, the two major groups of international
companies are the Japanese and the NIE firms, although each country in the latter
group shows its own specific particularities. Firms from the less developed coun-
tries in the region are starting to internationalise, but have not yet become the
source of substantial flows of FDI. An important factor behind the increase in
firms’ productivity is the process of innovation; however, in the case of Asian
firms, the degree of efficiency in using foreign technology and the appropriate-
ness and quality of the borrowed technology preceded such further improve-
ments. Each industry has shown specific patterns of development. Thus, in the
electronics sector, the competitive advantages of Japanese firms are linked to
innovation and technological know-how, whereas NIE firms competed on the
basis of production capabilities that allowed for high quality standards, and on
improvements in product and production processes that allowed for productivity
gains (Hobday, 1995; Van Hoesel, 1999). As for Southeast Asian countries, their
industry still relies heavily on overseas subsidiaries, which generate most of the
exports of electronics goods. A wider explanation of the distribution of advan-
tages lies in the ‘Pacific exchange triangle’. Indeed, until recently, NIE firms have
been dependent on Japan for intermediate and capital goods on the supply side,
and together with Japan, dependent on the United States as a final market for their
finished products. This dependence on Japan on the supply side has led to a new
regional division of labour, based on regional production networks rather than on
national economies.

The regional strategic behaviour of western firms, mainly from the United
States and from Europe, is relatively less well studied in this context of regional
dynamics, for several reasons: their originating country is geographically further
away; they depend less than NIE firms on Japan for the supply of high technology-
intensive parts and components; their home market is located outside the
Asian region; and these firms have pursued globalised rather than regionalised
strategies and production networks. Despite these factors, US firms have also
developed regionalised production networks within Southeast Asia, such as in the
electronics sector (Dobson and Chia, 1997; UNCTAD, 2001).

6.2.4 The regional economy in Southeast Asia and CPNs

A key trend alongside globalisation is that of regional economic integration. This
has played a role in the emergence of CPNs in Southeast Asia. The Association of
Southeast Asian Nations (ASEAN) was created in 1967 with the ultimate aim of
creating a prosperous and peaceful community. To achieve this, member states
have worked to jointly accelerate economic growth, social progress and cultural
development. Internally, ASEAN works through mutual assistance and collabora-
tion on common issues, such as those within the technical, scientific and
administrative fields. Externally, ASEAN operates through dialogue forums with
non-members. The major ASEAN economic integration schemes include the
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ASEAN Investment Area (AIA), ASEAN Free Trade Area (AFTA) and the
ASEAN Industrial Cooperation (AICO) scheme. The strategic objective of AFTA?
is to increase the Southeast Asian region’s competitive advantage as a single
production unit. The elimination of tariff and non-tariff barriers among the mem-
ber countries is expected to promote greater economic efficiency, productivity,
and competitiveness. The other key objectives for the consolidation of CPNs are
within the framework of the AIA, which is in the process of implementation, and
is discussed further in Chapter 11 of this volume.

Arndt (2001) argues that ASEAN and the current AFTA agreement may not
constitute an optimal economic area, because the elements of trade diversion are
likely to dominate those of trade creation. This may result from the fact that the
agreement excludes low-cost producers in Asia, such as China, and trade diversion
may therefore take place. The argument here is that ASEAN nations have greater
economic interaction with other nations in the world than they have with each
other. Although governments in the region plan on an increase in trade, which
would subsequently boost industrial growth and development, the bulk of policies
that encourage growth and industrialisation still take place on a national level, and
therefore more regional co-ordination of policies is needed. Southeast Asian coun-
tries rely substantially on export-led growth, and the US, Japan and Europe repre-
sent their major markets. About 75 per cent of ASEAN’s total exports in the period
1993-2000 were to countries outside the region, with 50 per cent of the region’s
exports going to the US, the EU and Japan alone (ASEAN, 2001: 3). Within the
region, firms engage in outsourcing, but TNCs from outside the region are the
main initiators of this cross-border sourcing. It is therefore essential to promote
further cross-border sourcing, and decrease obstacles to trade and other policy bar-
riers, as well as lower communication and transportation costs (Mirza ef al., 1997,
Arndt, 2001). Clearly, these will be improved when AFTA is fully implemented by
all Southeast Asian countries in 2010.

The main remaining challenge for Southeast Asian governments, then, is the
consolidation of a regional economy, with regionally structured production net-
works. The latter will bring substantial benefits, perhaps more than preferential
trade liberalisation, since this still leaves the member economies segmented.
Overall, further CPNs would increase welfare returns and strengthen the regional
economy. ASEAN needs to enable the region’s producers to become more efficient
and competitive, through location decisions that are not constrained by national
frontiers. Thus, countries will further specialise in components and the production
of final products according to their comparative advantages. Regional initiatives
ought therefore to focus on creating an integrated economic space in which
production on a regional basis makes the region’s products more competitive in
world markets, whether they are produced by domestic or foreign companies.

6.2.5 Division of labour in the region

As mentioned previously, governments must encourage regional production
networks based on component specialisation, so that production and assem-
bling activities are conducted according to specific comparative advantages.
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CPNs exploit locational advantages by organising the division of labour across
borders that reassembles the industry value-chain through specialisation at each
mode. Singapore is dominant for the position of regional headquarters (HQs)
(and various major support functions, such as procurement, testing, engineering
services and training). The city-state has also become a major communications
and manufacturing hub for the region, with substantial spill-over effects in neigh-
bour countries (Wong, 1997, 2000). Singapore is the most advanced in the region
technologically, as exemplified by being a major pole for production of hard disk
drives (HDDs). Seagate established the first significant HDD assembly operation
in Singapore in 1982, and by 1996, the six largest HDDs manufacturers in the
world were present in the country. Some of these companies have now started
operations in neighbouring Southeast Asian countries, but one substantial spill-
over impact has been through the suppliers developed by foreign firms. Wong
(1997) shows that nearly all of his sample of 109 manufacturing firms known to
be suppliers to the HDD industry have internationalised their operations to neigh-
bouring Southeast Asian countries, as well as China.

In the debate on competition versus complementarity between Southeast
Asian economies, Singapore is still more complementary, although the situation
is changing. Malaysia and Thailand, and to a lesser extent the Philippines, are
preferred locations for volume production, especially of mid-level and some
higher end products. Finally, Indonesia and Vietnam compete for low-end assem-
bly and simple component manufacturing, although the situation in Indonesia is
changing rapidly. The latest entrants to ASEAN (Cambodia, Laos and Myanmar)
still attract small amounts of FDI. As of 2000, total FDI inward stock amounted to
US$89,250 million in Singapore, US$60,638 million and US$54,325 million for
Indonesia and Malaysia respectively, followed by US$24,165 million for Thailand
and US$12,688 million for the Philippines. Vietnam’s total inward FDI stock reached
US$17,956 million in 2000, far ahead of other late entrants in ASEAN, for which
aggregate FDI stocks are still below US$3,000 million (UNCTAD, 2001). Since
the outburst of the Asian crisis, mid-level countries such as Malaysia and Thailand
have become potential locations again for low-technology products. This means that
the competitive dynamics amongst countries in the region are still evident.

Additionally, the spread of TNCs across Asia with production networks into
new locations, such as China, has given rise to serious problems of duplication of
production capacity and product lines. The case of Matsushita provides a good
example. The company started its investment activity in China in 1992 and now
has nineteen affiliates in the country. Some television sets are smuggled across
the borders, many of them ironically, produced by Japanese affiliates in Southeast
Asia (Ernst, 2000: 98). One key feature of Matsushita’s Asian production networks
is the coexistence of ‘mini- Matsus’, oriented towards servicing the domestic mar-
ket, as well as more recent export-oriented affiliates in the same countries. In prin-
ciple, plants could coexist if they were producing different qualities of products for
different market segments at different prices. However, domestic consumer elec-
tronic markets are open to international competition, and there are substantial sur-
plus capacities in the region (Ernst, 2000; Legewie and Meyer-Ohle, 2000).
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Finally, considering the key role played by foreign firms in Southeast Asia — and
the fact that an increased share of FDI is now represented by reinvested earnings —
building a harmonious environment in which companies will remain in the
region and re-invest is essential to the deepening of CPNs (ASEAN, 2001). Of
155 Japanese companies that indicated the sectors for strengthening and expand-
ing overseas business operations through FDI over the medium term in
Indonesia, Malaysia, the Philippines and Thailand, 63 per cent mentioned that this
would be to strengthen existing bases or expand production lines for existing
products (JBIC, 2001: 14). This has been made possible thanks to high levels of
profitability of subsidiaries in the region, which has meant that Japanese overseas
affiliates are now much less dependent on their parent companies for investment
funds. Foreign firms that are familiar with the regional environment are likely
to reinforce their operations there, and are also more likely to develop or
strengthen CPNs.

In this section, we have shown how cross-border networks have grown globally,
and regionally within Asia. The case of Southeast Asia was mentioned in the
context of the East Asian development path, in as much as regional dynamics
have been important in explaining the rise of production networks within the
region itself. In the following section, we adopt a company-based approach to
first define and then investigate the background for CPNs in the region.

6.3 Firm-level features and CPNs

The creation of CPNs involves ultimately managing complex and dynamic struc-
tures, both within a single firm and amongst various different firms that may
belong to the network. These structures are defined next, before we focus on
relevant intra-firm features when considering the emergence and development of
cross-border networks in Southeast Asia. These will include intra-firm activities,
namely the geographical spread of activities by firms across Southeast Asia,
intra-firm trade, and the functional scope of CPNs.

6.3.1 Defining CPNs

As indicated earlier, production networks worldwide have increased substantially
over the past three decades. Firms increasingly outsource parts of their produc-
tion to lower wage locations, with consequences and implications for trade flows
(with substantial volumes of trade now taking place within TNCs). A network can
be defined as a number of distinguishable economic activities engaged in signifi-
cant interaction with each other. The concept of cross-border production networks
is an attempt to capture the spread of broader and more systemic forms (which
may or may not involve equity ownership?) of international production that cover
all stages of the value chain.

Networks involve complex combinations of horizontal and vertical linkages
among firms, with often a core firm acting as a central agent. Each network will be
based on shared authority, goals, expertise, responsibility, accountability, recognition
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and reward. In terms of external relationships of the core firm, CPNs cover
supplier, buyer and customer networks, but also producer networks (competing
producers may co-operate to reduce development and production capacities),
coalitions among firms, technology co-operation and other strategic alliances
(Borrus et al., 2000b). Some core competencies, such as manufacturing or research
and development (R&D), may be conducted outside the core firm; this may bring
more stability through long-term alliances, requiring more intimate involvement
and greater trust. The primary motive for outsourcing is to utilise the locational
advantages of a host country with respect to a portion of the core firm’s value
chain. The extent and nature of linkages depend on where and how the outsourced
production fits into a parent firm’s value chain. Absolute location factors of the
host country often represent a relatively small part in the decision of the firm to
locate there. Endowment factors, such as economies of scale, product differenti-
ation, and location decisions of the TNC have a more powerful impact on the
location decision. Apart from the various activities mentioned here that may be
involved in the network, firms have recently tended to outsource core manufac-
turing functions. This can be illustrated by the following:

Vertically integrated assemblers such as International Business Machines
(IBM), Hewlett-Packard (HP), and Apple have disposed of captive produc-
tion facilities and moved toward the new cross-border production network
model for a number of product lines. By 1994, 50 percent of HP’s 20 million
circuit boards and 11 percent of its 4.5 million final products were being
assembled by contract manufacturers, as was fully 50 percent of Apple’s
production. Some of the newest and most successful systems companies own
no volume manufacturing at all, including Dell (PCs), Silicon Graphics
(workstations), Cisco Systems (networking), Diebold (automatic teller
machines), Digital Microwave (communications), Telebit (modems), LAM
research (equipment), and Octel communications.

(Borrus et al., 2000a: 6)

Whilst most analyses focus on the creation of global production networks, there
is increasing attention paid to the development of regional production networks.
On a regional basis, the effort made by the firm to move away from a loose patch-
work of stand alone affiliates and suppliers applies to using comparative advan-
tages in existing locations within a region. Firms make an intentional effort to
network their own operations and inter-firm relationships on a regional basis,
across functions and locations (Enright, 2000). The advantage of CPNs for the
firm is to increase efficiency and performance, as well as lower costs. Markets
can be structured to increase profits by removing direct competitors, creating dif-
ferentiation, erecting entry barriers, and assembling capabilities that other forms
of business organisations cannot match. Networks also help the firm to benefit
from each locational advantage, by using the specialised technology skills and
know-how that are available in these locations.
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This regionally fragmented — and linked — activity is part of the firm’s
‘embeddedness’ in the local business environment. For Zhara et al. (1999), the
basic concept of networks refers to socially binding ties between actors at the
individual or the organisational level. Social and personal ties are thus very
important. In line with this concept, that of ‘embeddedness’ is based on trust,
reciprocity, and shared expectations that overcome opportunist behaviour and
permit co-ordination. This system is commonly found across East Asia (Yeung,
1998). While the networked organisation holds ideas borrowed from the Japanese
keiretsu system, in which very strict relations between interdependent activities
seem to prevail, the notion of social ‘embeddedness’ is more often association
with the activities of Chinese-owned firms. In the case of Chinese firms, CPNs are
not motivated solely by cheap factor costs or market access. In summary, we can
say that CPNs can be explained by transaction costs, by social ‘embeddedness’, and
by the need for firms to share complementary assets held by other firms.

6.3.2 CPNs through transnational corporations’ internal activities

TNC strategies and CPNs

As explained earlier, CPNs arise when firms adopt complex international strate-
gies, based on their internal ability to shift production or supplies to profitable
locations. Each operation is judged by its contribution to the regional value chain.
Thus, one of the key analysis for CPNs lies in the specific functional scope of the
regional production, and the specific roles attributed to subsidiaries located in
Southeast Asia, as well as the geographical scope of these subsidiaries. Many
TNCs have affiliates scattered around Southeast Asia. Foreign production and/or
sales affiliates are usually the earliest to be established in most countries, and this
pattern can be seen throughout Southeast Asia. Integrated production systems have
grown in Southeast Asia, with geographical specialisation by different parts of the
TNC production system (components, sub-assembly, semi-finished products).

One example of these systems is that of Toyota Motor Corporation, which has
established affiliates throughout the Southeast Asia, and has set up a regional
structure of activities (UNCTAD, 2001: 87). The company’s regional HQs are
located in Singapore, with assemblers in Indonesia, the Philippines, Malaysia,
Vietnam and Thailand. Financing and training centres are located in Cambodia,
Thailand and Myanmar, and part suppliers in Malaysia, the Philippines and two
affiliates in Thailand. There is substantial intra-firm trade, and affiliates in the
region exchange parts and components for production purposes.

The regional strategies of TNCs in Southeast Asia have largely developed not
only as a result of firms’ own strategies, but also due to encouragement by inter-
governmental agreements, in response to the strong presence of TNCs, firstly
from the US and Japan, and subsequently from the NIEs, in their strive to access
lower cost locations. The two key sectors in which TNCs have followed regional
strategies are manufacturing of automobiles and electronics. Japanese firms have
been leading in the regional spread of production; they built a system of regional
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networks, and they have been particularly active in investing in an intra-ASEAN
manufacturing system. Nissan, Mitsubishi and Toyota have had cross-supply
arrangements in the region for some time (for example, see details provided in
UNCTAD, 1993b). In turn, Japanese firms show two key trends. First, they
remain closely related to their parent firm in terms of decision making. Relatively
close geographical proximity to Japan has facilitated centralised control between
affiliates and their production networks.* Secondly, because of the spread of
Japanese firms in Southeast Asia, Japanese firms are able to create networks not
only with other Japanese firms, but also with TNCs from other countries in the
Asian region (Dobson and Chia, 1997; UNCTAD, 2001; Giroud, 2003).

6.3.3 Geographical spread of CPNs in Southeast Asia

Many TNCs have affiliates in more than one country in Southeast Asia (and many
firms have more than one subsidiary in each host country). In their survey, Mirza
et al. (1997) asked companies to state the ASEAN member country or countries
in which they had one or more subsidiaries. Out of 214 firms surveyed, 163 had
affiliates in more than one ASEAN member country. Multiple locations clearly
appears to be a common strategy for TNCs. More than four-fifths of western
firms surveyed had multiple locations; the highest share being 92 per cent for
North American firms. In comparison, two-thirds of Taiwanese firms were
located in only one ASEAN member country. This may reflect their strategy, as a
large number of Taiwanese firms are small and medium sized, and are therefore
more resource constrained. However, this low percentage also reflects the fact
that Taiwanese firms are new investors on the world scene, and have not yet
benefited from the learning experience of firms from some of the other source
countries. Having said this, experience and strategy clearly count, since about
80 per cent of Japanese firms have multiple locations, even though their average
size is small compared to western firms. In this respect, it is worth mentioning
that many smaller Japanese firms have entered Southeast Asia as suppliers to
larger Japanese TNCs (as part of the keiretsu system). In the survey, Thailand,
Indonesia, Malaysia and Singapore were the preferred locations for foreign firms,
although there were some slight differences according to the TNC’s country of
origin.’

To illustrate the way in which firms expand their operations in Southeast Asia,
we can take the example of Samsung. Samsung Electronics first invested in the
Southeast Asian region in Thailand, through a joint venture with Saga Group in
1989. It then invested in a first plant in Indonesia in 1990, to produce refrigerators
for domestic sales, and then a second plant in 1992 to produce audio equipment
and VCR for exports. Samsung established itself in Malaysia in 1991 to produce
microwave ovens, and then opened a second plant in 1995 to produce colour mon-
itors. The same year it opened a plant in Vietnam to produce colour televisions.
In parallel to Samsung Electronics Corporation’s (SEC’s) investments, Samsung
Display Devices (SDD) invested in a wholly owned subsidiary in Malaysia in
1990, to manufacture picture tubes (Youngsoo, 2000; Jun, 2001).
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The move to Malaysia was aimed at restoring global cost competitiveness, and
only 22 per cent of SDD’s Malaysian production was shipped to SEC’s factories
in Southeast Asia in 1996. Samsung Corning (SCC) followed SDD in Malaysia
in 1990, with a wholly owned subsidiary, to be closer to its customers. The pro-
duction capacity of SCC increased from 2.4 million sets in 1994 to 4.8 million
sets in 1995, with most of the production aimed at its sister company SDD.
Samsung Electro-Mechanics (SEM) also invested in Southeast Asia, by setting up
a plant in Thailand for the production of tuners, deflection yokes, and fly-back
transformers in 1993. As of 1996, around 20 percent of the plant’s production vol-
ume was consumed by its sister companies in Southeast Asia. The closest links
created by Samsung companies was between SDD and SCC, as they chose to be
in the same location. SCC benefited from the local operating experience of SDD,
and they mutually shared utility infrastructures in the same location. SCC is a
captive supplier, as it depends totally for its production on SDD.

What is most interesting is the interrelationships between various subsidiaries,
and the flows of goods and services among them. Samsung has created an inter-
nal vertical network in Southeast Asia, with two main streams of parts flowing in
the vertical chain.

The one flow starts from Samsung Corning’s Malaysian operation, which
applies tube glass to the Samsung Display Malaysian factory, as a major input
for the latter’s colour picture tube production. A proportion of these picture
tubes are, in turn, sold to Samsung Electronics’ operations in Thailand,
Indonesia, Vietnam for colour televisions, and in Malaysia for computer mon-
itors. The other flow begins from the Samsung Electro-Mechanics Thailand
operation. It supplies tuners, deflection yokes, and fly-back transformers to
Samsung’s Electronics’ Thailand, Vietnam, and Malaysian operations for
colour televisions and computer monitors, tuners to the Indonesian operation
for VCR’s, and oil capacitors to the Malaysian operation for microwave ovens.
The same operation also provides deflection yokes to Samsung Display
Devices Malaysian operation for colour picture tubes.

(Jun, 2001: 306)

Overall, one can identify various trends in the example of Samsung. First, the
decision making within Japanese TNCs tend to be hierarchical and centralised at
HQs, with the television set maker (i.e. SEC’s initial investment in 1989) followed
by parts makers. Secondly, Samsung’s Asian network has been formed over time,
in response to changing market conditions and competitive environments.
Thirdly, there are strong and weak relations and modes within the networks.
Finally, firms strive explicitly to be close to each other, as can be seen when
know-how is shared among member firms of the network.

One other way the regional network may develop is through the regional
location of production and regional rationalisation of a firm’s activities. This hap-
pened for the American firm Western Digital. In 2000, Western Digital closed its
Singapore manufacturing facility and transferred all hard drive manufacturing
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from that site to its facility in Kuala Lumpur, Malaysia. However, the company
maintains a presence in Singapore through its electronics design centre, where
resources are focused on value-added engineering, as well as a customer serv-
ice centre.5 The reason for this move was in response to an increasingly
competitive environment that was lowering the cost structure in the hard drive
industry. The move to Malaysia allowed the firm to produce high volumes around
the clock, with maximum efficiency by having a single manufacturing site for
desktop, enterprise and home entertainment drives. Know-how was subsequently
transferred from Singapore to Malaysia, and some employees from the
Singaporean operations were transferred to Malaysia.

The examples discussed here show how firms from outside the region have
expanded over time within various Southeast Asian locations. The time spent in
Southeast Asia, the industry, degree of export-orientation, and the firm’s overall
strategy are factors that explain the different use of the region’s geographical
space. Legewie (1999) argues that many Japanese electronic assemblers still run
multi-product companies in every country where they have served the domestic
market since their establishment in the 1960s and 1970s. This contrasts with
many western TNCs which started operations in Southeast Asia later. These west-
ern TNCs tend to have fewer affiliates in the region, and they tend to be focused
on single products, as in the case of Siemens, Philips or Bayer from Europe, or
Caltex, Hewlett-Packard or Motorola from the US.

Thus, the three key issues concerning CPNs and internal activities involve the
international structure of the individual TNC, final markets (often outside the
region), and the intra-firm exchange of goods within national boundaries (as
many TNCs have several plants within each nation) and across the regional
boundaries of Southeast Asia. With the rise of FDI from Southeast Asian TNCs
(also see Chapter 5 of this volume), one has to consider the extent to which these
firms have developed regional networks. While there is some investment from
Malaysian and Thai companies abroad, this investment is still limited, and their
production networks on a regional basis are still immature. Singaporean
companies, on the other hand, have followed a similar pattern to firms from out-
side the region, whereby they have successfully relocated part of their production
processes to other areas in Southeast Asia to benefit from the varying compara-
tive advantages. Generally, however, firms need time to develop their capabilities,
particularly on international and regional levels, and this partly explains the
reason why TNC newcomers from Southeast Asia have been relatively less active
in CPNs.

Another key factor in explaining CPNs is size. Small firms have limited
resources, many of them lack strong proprietary assets, and international produc-
tion involves transaction costs that most small and medium sized firms may
simply not be sufficiently large to shoulder (Ernst, 2000: 91). Tellingly, Japanese
small and medium sized firms have invested in Southeast Asia, to be closer to
their key customers, but they have tended not to expand throughout the region.
Similarly, Taiwanese small and medium sized firms have followed a similar trend,
although their investment motivations have differed.
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6.3.4 Intra-firm trade

One key characteristic of the emergence of cross-border networks within firms is
that of intra-firm trade. Such trade has been substantial across Asia; for trade
between Japan and its neighbour countries, the NIEs and Southeast Asian coun-
tries. However, intra-firm trade is not yet fully developed on an intra-Southeast
Asian basis, as in the main a large share of intra-firm trade takes place with the
parent firm.

Japan’s trade links with East Asia and Southeast Asian countries are charac-
terised by a heavy reliance on intra-firm trade and a substantial trade surplus. In
2000, Southeast Asian countries imported a total of over US$61,404 million worth
of goods from Japan, against total exports of over US$51,982 million.” Official
data shows that the trade of Asian affiliates of Japanese electronics firms with
Japan to be overwhelmingly dominated by intra-firm trade; 85 per cent of the
affiliates’ purchases and almost 90 per cent of their sales were intra-firm (Ernst,
2000: 93). Such figures however, do not provide a clear indication of the extent
to which Japanese affiliates exchange goods amongst each other in Southeast
Asia. Intra-firm trade is likely to be dependent on the industry concerned, the
market-orientation of the affiliate, and the company’s overall strategy.

Legewie and Meyer-Ohle (2000: 87) provides an analysis of various regional
intra- or inter-purchasing behaviour, with clear variations according to the indus-
try. Giroud (2003) found that of eleven firms interviewed in the electrical and
electronics sector in Malaysia, nearly all supplied some key inputs from either
their parent firm or other affiliates.® Only one affiliate from Europe had no intra-
firm trade. Other affiliates purchased between 10 and 90 per cent of total input
internally. Inputs exchanged internally originated from all over Asia, but the exact
share that came from Southeast Asian affiliates or parent firm was unclear. One
Singaporean company in Malaysia purchased 90 per cent of its inputs from its
mother company in Singapore. In this case, the purchasing office for the group is
located in the company’s HQs in Singapore, and the inputs exchanged amongst
affiliates are not produced in-house, but purchased centrally. Some intra-firm
trade was discussed in our example of Samsung, with a large share of SCC’s pro-
duction aimed at its sister company in Malaysia. Intra-firm trade across Southeast
Asian boundaries are less substantial. This re-emphasises the importance of com-
plementary exports within countries. An increase in trade is more likely if com-
plementary patterns result from intra-industrial specialisation of each of the
Southeast Asian economies, as discussed in the first part of this chapter.

One must note that intra-firm trade only captures part of the integration process
within TNCs, as they measure only visible flows between parent TNC’s and their
foreign affiliates, and among affiliates. Trade between either parent firms or their
affiliates and enterprises linked through non-equity arrangements is not properly
measured or adequately captured, although it is a further indicator of the integra-
tion of CPN. Another important variable that is not fully captured in intra-firm
exchange is that of services. Many TNCs across Southeast Asia exchange mana-
gerial, legal and accounting services, as in the case of Western Digital, which
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relocated employees from its affiliate in Singapore to its affiliate in Malaysia. The
exchange of useful environmental information was exemplified in the case of
Samsung discussed earlier. This exchange may indeed be just as crucial for
Southeast Asian countries as that of goods and services.

6.3.5 Functional scope of CPNs

The extent to which particular host countries in Southeast Asia become part of
CPNs managed by TNCs depends upon the interaction of their location-specific
advantages with the changing firm-specific advantages that TNCs enjoy, in the
context of integrating their functional activities on a regional basis. The locational
factors of each country affect the functions performed by foreign affiliates.

TNCs, by definition, place some productive functions, abroad. TNCs serving
host country markets place their necessary marketing distribution functions
abroad, traditionally focused on specific (limited) market segments.
Historically, strategically critical corporate functions like design, R & D,
strategic and financial management on the procurement of core inputs have
been kept at the headquarters.

(UNCTAD, 2001: 72)

Within Southeast Asia, many TNCs have located various functions close to each
other. Regional HQs play an important part in CPNs, and Singapore has been
attracting numerous HQs, which are given substantial administrative and organi-
sational roles. Singapore is a strategic location in as much as it hosts a concen-
tration of TNCs’ offices and affiliates, and it offers communication advantages,
including access to services and advanced skills. Through initiatives organised by
the Economic Development Board, Singapore provides incentives to encourage
companies to locate their global and regional HQs within its borders, and to use
them as a decision-making centre to manage their businesses in the Asia-Pacific
region and beyond. About 60 per cent of 3,600 foreign companies located in
Singapore have regional HQ operations there.” More than three-quarters of these
companies use their regional HQs in Singapore to service not only the Southeast
Asian region, but also the Greater China region, and in a few cases, companies
have their global HQ there. For example, Caltex Petroleum Corporation, a Texan
oil company, made the decision to transfer its entire corporate leadership to
Singapore in October 1998, together with its worldwide business units for trad-
ing, marketing, lubricants and new business development.'® Caltex was the first
major foreign TNC to base its global HQs in Singapore. Generally, regional HQs
are responsible for co-ordinating and supporting all activities of all affiliates in
ASEAN. In the case of Japanese firms,

Electronics companies are leading the trend with most of them building up
regional HQs in Singapore since the late 1980s/early 1990s. From the auto-
mobile sector, only Toyota, Hino and Denso have followed so far while others
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still co-ordinate their regional activities mainly from Japan; Yamaha motor also
established a regional HQs in 1998. A third group comprises a few companies
from the chemicals sector like Sumitone, Dainippon Zink or Eisai. Regional
HQs of companies in other industries are still an exception. Kao, Lion, or
Ajinomoto, for example, still co-ordinate most of their Asian activities from
their HQs in Japan.

(Legewie and Meyer-Ohle, 2000: 92)

TNCs may also have functional HQs, which specialise in carrying out a function
for all their affiliates in Southeast Asia. However, TNCs generally tend not to
relocate their R&D facilities abroad, primarily because of the high costs in
relocating these activities, and because they must ensure that there will be strong
synergies between corporate R&D and the science and production systems
around it. To attract foreign R&D facilities, a host country must show technolog-
ical strengths, and therefore Singapore is the key location in Southeast Asia to
receive such investment. Data on overseas R&D activity by US TNCs in 1994
showed that 77 per cent of the R&D conducted in developing countries was
concentrated in just four economies — Singapore being one of them (UNCTAD,
2001: 82). Indeed, Singapore is the only country in the Southeast Asian region
that has a cluster of foreign R&D facilities. This has developed because of strong
governmental efforts, as well as a generous local supply of scientists, engineers,
technicians, universities and research centres.

This concentration in Singapore, however, does not prevent numerous smaller
R&D facilities — which are directed primarily at serving production units, and
rarely involve pure research activities per se — spreading throughout Southeast
Asia. There is already a lot of development work, in terms of product develop-
ment and improvement, carried out throughout the region, as companies aim to
reduce costs and adapt their products to meet local tastes. Between 1996 and
1997, Japanese companies increased their R&D expenses in all of Asia (exclud-
ing Japan) from ¥18.4 billion to ¥24.1 billion, which represented 8.6 per cent of
all overseas R&D expenses by Japanese firms. Singapore and the ASEAN-4
countries (Indonesia, Malaysia, the Philippines and Thailand) accounted for
roughly a third of Japanese R&D in Asia, with an overwhelming part concen-
trated in the electronics industry (Legewie and Meyer-Ohle, 2000: 89). Hence,
Japanese firms seldom give their Asian subsidiaries responsibility for more than
incremental process improvements. This contrasts with US subsidiaries, whose
parent companies increasingly delegate responsibility to them for product design
and development, and in some instances not just for local but also global markets
(Ernst and Ravenhill, 2000: 233).

An additional major functional role given to affiliates in Southeast Asia is that
of marketing and sales. This function is directly related to CPNs, and plays a key
role for affiliates manufacturing for the local market. Still, many manufacturing
affiliates located in Southeast Asia do not have any marketing or sales depart-
ment, as the whole of their production is sold through a central sales office, which
may be located away from the production location. Finally, a key functional role
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that may be allocated to some affiliates is that of procurement. This function
often comes under the regional HQs, and procurement may be centralised and
co-ordinated for the whole of the firm’s Southeast Asian affiliates.

6.4 Inter-firm features and CPNs

In the previous section, we covered the development of CPNs in the context of
factors internal to the firm. We now look at how CPNs develop through inter-firm
relationships on a regional level. Indeed, network structures are matrix relation-
ships along a TNC’s value chain, combined with horizontal relationships (such as
strategic alliances or partnerships) with other TNCs at a single point in the value
chain. Networks also combine inter-firm organisational structures. They involve
complex combinations of horizontal and vertical linkages among the firms com-
prising the network, based on shared authority, goals, expertise, responsibility,
accountability, recognition and reward (UNCTAD, 1993b: 144). The most notice-
able form of inter-firm relationship in Southeast Asia has been that of cross-
border purchasing, and we will focus on this aspect in this section.

6.4.1 CPNs and intra-regional trade

In their establishment of operations across Southeast Asia, TNCs enhance
regional integration not only through intra-firm trade, as discussed in the previ-
ous section, but also through cross-border sourcing of parts and components.
Intra-regional imports show that Southeast Asian firms and foreign firms located
in the region increasingly rely on the region for supplies of components, equip-
ment, and technology. Intra-ASEAN imports have increased substantially in
recent years, from US$38.7 billion in 1993 to US$69.1 billion in 2000. Electrical
equipment and computer/machinery represent the two biggest product groups in
total intra-Southeast Asian imports, with respective shares of 37.9 per cent
and 8.5 per cent in 2000, compared to respective shares of 33.7 per cent and
13.8 per cent in 1993.!! These data show both the predominance of the electron-
ics sector in the region, and as a share of overall intra-regional trade. The elec-
tronics sector is dominated by TNCs and a substantial share of these flows is
composed of intra- and inter-firm exchanges of electronic components. What
these figures clearly show is that intra-regional trade has increased, and the
regional trade integration of the electronics industry in particular within
Southeast Asia has deepened over the past decade, given that the major final
markets for these products are the US, Europe and Japan. This indicates
that companies in the region increasingly rely on the region for supplies of
components, equipment and technology for many electronics products.

6.4.2 CPNs and cross-border sourcing

In this section, we consider the up-stream relationships created by firms with
other firms in Southeast Asia, whether they are suppliers or subcontractors. There
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has recently been an increase in the study of inter-firm supply linkages in
Southeast Asia, but on a national basis; that is links with suppliers within each
economy (Bederlos et al., 2001; UNCTAD, 2001; Giroud, 2003). Most studies found
that, while local purchasing by TNCs has increased, it is still limited, depending
on the sector of activity and the strategy of the firm. As seen above, a large share
of intra-regional imports takes place in the electronics sector. Within this sector,
TNCs dominate across Southeast Asia, except in Singapore, where locally owned
firms have developed (Wong, 1997, 2000). In the case of Malaysia, foreign firms
represented more than 80 per cent of total fixed assets in the electrical and
electronics products sector in 1998.!2 TNCs in this sector have benefited from
both the regional concentration of other TNCs, and the specialisation of each
country. Within Malaysia, for example, many TNCs are able to purchase low-end
products, such as plastic products, from locally owned companies, and higher-end
suppliers, as well as high-tech inputs from other TNCs. A similar purchasing
pattern has developed across Southeast Asia (Giroud, 2003), which has facilitated
the diversified regional production networks of suppliers with far-reaching
regional procurement of parts and components (Legewie, 1999). Proximity is key
to companies, and it has been shown that automobile assemblers are more prof-
itable the closer the proximity (spatial clustering) of their suppliers (Dyer, 1996).
TNCs’ inter-firm relationships have tended to vary according to their origin
(Borrus et al., 2000a:15—-16). In the case of the Japanese keiretsu, networks have
developed within Japan, with close relationships between firms, subcontractors,
suppliers, financial institutions, and wholesale and retail trading companies.
More recently, these networks have expanded in Southeast Asia, with suppliers
and subcontractors relocating in the region. American networks have differed
from Japanese, Taiwanese and Korean networks. However, in response to indus-
trial competitive dynamics, network patterns are changing, and Japanese firms
have started to rethink the strategy of relying on intra-firm trade for purchasing
components. This is due not only to the need to reduce transaction costs, be more
flexible with contracts, and respond faster to changes of technology and market
demand, but also because numerous Japanese components suppliers have relo-
cated to Southeast Asia. These relocated suppliers have started to provide for new
customers, beyond their traditional keiretsu partners. Thus, the US and European
firms have relied increasingly on Japanese-owned suppliers located throughout
Southeast Asia (Dobson and Chia, 1997; UNCTAD, 2001; Giroud, 2003).
Overall, TNCs — regardless of their origin — have increased regional purchasing
as well as regional outsourcing of assembling/manufacturing activities. As an
example, a successful change in purchasing behaviour took place for the automo-
tive parts maker Denso. The company raised its Southeast Asian procurement ratio
from 30 per cent in 1996 to 41 per cent in 1998, while at the same time reducing
imports from Japan by 18 per cent (Legewie and Meyer-Ohle, 2000: 80). This
is the result of Japanese endeavours to concentrate activities in key locations, and
to specialise each affiliate in different products. Denso has been pursuing this
strategy since 1995, as it concentrates production of key components — like
starters, compressors or instrument clusters — in different Southeast Asian countries
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(Legewie and Meyer-Ohle, 2000: 87). Such specialisation achieved by TNCs on a
regional basis has accentuated intra-regional trade flows, both amongst and
within firms. Of eleven TNCs in the electrical and electronics sector in Malaysia
that were surveyed (Giroud, 2003), seven imported supplies from other Southeast
Asian countries. However, they all had a wider perspective in terms of sourcing
than Southeast Asia itself. In other words, TNCs located in Southeast Asia,
regardless of their origin, still view Asia as a whole when setting up their supplier
base.!® Purchasing behaviour in Southeast Asia has also been affected by the
Asian crisis in the late 1990s. Regional purchasing has improved, because of the
devaluation of local currencies, and the need for companies to localise their
sources of inputs. On the other hand, local purchasing has been slowed down by
the difficulties faced by local small suppliers, some of which have had to close
down. There is a clear need for governments in Southeast Asia to pursue the
development of endogenous firms, in order to strengthen regional purchasing pat-
terns, by offering TNCs competitive local alternatives of supply.

In summary, cross-border sourcing is likely to continue to increase, because of
a combination of positive factors. These include: the development patterns fol-
lowed by Southeast Asian economies (and the subsequent expansion in numbers
of locally owned suppliers); regional efforts towards facilitating intra-regional
trade; the clustering of foreign firms within specific sectors (namely electronics,
automobiles and textiles for the manufacturing sectors); and the endeavours of
firms to supply parts and components from close geographical locations.

6.5 Conclusion

There are several crucial considerations when looking at cross-border production
networks in Southeast Asia. Perhaps the most important is that the region’s coun-
tries are integrated within broader regional networks across Asia. There is strong
intra-Asian interdependence with respect to inputs and sales, even though Southeast
Asia has succeeded in creating a regional dynamic of its own (e.g. through
ASEAN), particularly with the key role played by Singapore in attracting compa-
nies’ regional HQs. The role of Japan is also changing, and with it the role and
place of Japanese subsidiaries in Southeast Asia. This is manifest in more
specialisation and increased localisation of operations. Overall, the main actors in
the development of Southeast Asian CPNs are TNCs, the majority of which are
from outside the region.

The future of CPNs rests on foreign firms and their need to further deepen
these networks. In the process, foreign firms will accelerate the development of
forward and backward linkages across Southeast Asia, with sufficient diffusion
of capabilities to strengthen supporting industries. The strategic orientation of the
firms creating CPNis is critical, in as much as the network ought to enhance the
domestic and overseas competitiveness of production systems. Local firms from
Southeast Asian countries must develop further, and acquire sufficient competi-
tiveness if they are to take part in the consolidation of CPNs. This has not
yet taken place and leaves Southeast Asian countries reliant on foreign firms
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(and vulnerable to their decisions on whether to further develop their networks,
or relocate to other locations in Asia or elsewhere in the world). Thus, Southeast
Asian countries must not only strengthen existing CPNs, but must also consider
how closely linked to the rest of the world these CPNs are.

The extent to which particular countries in Southeast Asia become part of
regional CPNs depends upon the interaction of their location-specific advantages
with the changing firm-specific advantages that TNCs enjoy, in the context of inte-
grating their functional activities on a regional and worldwide basis. For the
moment, most countries have a clear political commitment to develop endogenous
industries and foster a favourable environment for foreign firms to operate.
Beyond this individual approach, ASEAN member countries need to work together
to move towards greater integration, if they are to reap the full benefits of CPNs.

By moving to a model of regional industrial policy, with collaborative
perspectives, Southeast Asian countries will see increases in welfare gains and
improve their levels of competitiveness. Therefore, ASEAN member countries
must start to promote the region (rather than individual nations) as the production
base. This involves encouraging component production across the region, using
comparative advantages to help increase efficiency, decrease production costs
and enhance competitiveness of both foreign and local firms. Further regional
integration should support regional production networks and disperse manufac-
turing processes across national frontiers; hence, governments should support
regional industries and possible Asia-wide industries.

Some companies, as discussed in this chapter, have taken the initial step and
started using various comparative advantages across the region, but government
policies need to reflect these developments. Two types of companies can be con-
sidered: those that are located in Southeast Asia mainly to provide for local mar-
kets, and those that are mainly using the region as a production base for third
markets. For the first group, Southeast Asian countries must develop local mar-
kets sufficiently deep to keep existing companies, attract new ones, and create
regional synergies. For the second group, emphasis on factors of production is
primary, together with cross-border flows, including the flow of people across
borders. There must be regional implementation of regulations to facilitate such
cross-border movements. Systems must be in place for companies to be able to
take decisions for the region as a whole, for trade, investment and people. Finally,
as an increased share of FDI is reinvested earnings, governments must pay atten-
tion to improving the environment for existing TNCs and encourage them to
perceive Southeast Asia as a region, rather than think in terms of the particular
nation in which they are located.

Notes

1 This figure is derived from balance of payments flow data.

2 For the six initial signatories (Brunei, Indonesia, Malaysia, the Philippines, Singapore
and Thailand) to the CEPT Agreement, 2003 is the deadline for full compliance with
AFTA. For Vietnam, the deadline is 2006, for Laos and Myanmar the deadline is 2008,
and for Cambodia the deadline is 2010.
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A firm may have the power to co-ordinate and control operations in more than one
country, even if it does not own them (Dicken, 1998).

Decision making within Japanese TNCs tends to be hierarchical, and centralised in the
hands of the HQs.

It should be noted that the survey was conducted prior to the Asian crisis, and the
situation in Indonesia has deteriorated since 1998. Vietnam, Laos and Myanmar were
not members of ASEAN at the time of the survey, and so they do not appear in the sur-
vey'’s statistics.

Information on the company extracted from press releases available on Western Digital’s
website <http://www.wdc.com/company/releases/PressRelease.asp? release=1279>.
A substantial proportion of these imports were products in the following categories:
‘computer/machinery’, ‘electrical equipment’, ‘iron and steel’, ‘articles of iron and
steel’, ‘cars, trucks and autos’ and ‘optical/medical instruments’. The figures were
taken from: <www.aseansec.org/trade>.

Of the eleven companies, two were Japanese companies, one Singaporean, one
Taiwanese, one from Britain, two Dutch, and four North American firms.

This figure was taken from <http://www.sedb.com/edbcorp/detailed.jsp?artid=
3085 &type=8&hide=1>.

Information extracted from <http://www.sedb.com/edbcorp/an_1999_18.jsp? hide=1>.
The figures for 2000 comprise only Brunei, Indonesia, Malaysia, the Philippines,
Singapore and Thailand. The data for Thailand is for the first nine months of 2000. The
data was calculated trade statistics obtained from: <http://www.aseansec.org/>.
Figures taken from <http://www.mida.gov.my>>, and as discussed in Giroud, 2003.
Imports generally come from various Southeast Asian countries, but also from a
network of suppliers located throughout East Asia, including: Japan, China,
Hong Kong, South Korea and Taiwan.



7 The impact of China’s WTO
accession on Southeast Asian
foreign direct investment

Trends and prospects

Adam R. Cross and Hui Tan

7.1 Introduction

It is now generally recognised that the multinational enterprise (MNE), through
its investment and trading activities, is the principal means by which national
economies are linked (Dunning, 2001). Not only are MNEs the main beneficiar-
ies of the process we now call globalisation, they are also its key protagonists.
Consequently, host countries today — and especially developing countries —
increasingly compete to attract certain types of foreign direct investment (FDI).
Initially, the aim is to benefit their economies in terms of, for example, the capital
and finance, employment, technology, demonstration effects, domestic and inter-
national trade linkages, and so forth, which usually accompany the foreign
investing firm. The ultimate aim is to deepen the country’s participation in the
globalisation process.

Historically, the attraction of inward FDI — in particular, export-oriented FDI —
has been an important theme of economic development policy for many if not
most of the Southeast Asian countries.! This is especially true today; greater
investment capital is required to reinvigorate faltering economic performances
following the Asian crisis of the late 1990s, and FDI represents one of its most
mobile, potent and accessible sources. However, as this volume demonstrates, the
ability of the Southeast Asian countries to attract inflows of foreign investment,
now and into the future, will be shaped greatly by economic and political
developments in the Asian region. This chapter explores one of these develop-
ments — the growing prominence in the 1990s of the People’s Republic of China
(henceforth China) in the regional and global economy — and how, if at all, this
will be affected by China’s recent accession to the World Trade Organisation
(WTO). We assess the significance of this event for the Southeast Asian countries,
and what the consequences might be for their present and future capacity to draw
FDI to their economies.

On 11 December 2001, China achieved a long-held ambition and became the
143rd member of the WTO, almost exactly fifty years after withdrawing from its
predecessor, the General Agreement on Tariffs and Trade (GATT). At the time,
China’s accession was heralded by Mike Moore, Director General of the WTO, as
‘a defining moment for the WTO and for the international economic, political and
security arrangements that will influence our world in this century and beyond’.?
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The admission of the world’s second largest economy, and one of the fastest
growing (predicted by some to be the world’s largest by 2015), into the ‘rules-
based’ global trading system undoubtedly has the potential to reconfigure trade
and investment patterns in East and Southeast Asia, and perhaps profoundly so.
But in what ways will the Southeast Asian countries be affected as hosts for FDI?
Three possible outcomes can be envisaged. The first is that accession will be a
zero-sum game, in which China’s locational advantages for FDI strengthen fol-
lowing accession to the WTO, relative to the Southeast Asian countries, creating
the tendency for ‘foot-loose’ foreign-owned operations in the region to switch to
China, and for the lion’s share of new FDI to the region to gravitate there. This is
the magnetic effect argument. The second is that, once the initial euphoria of
China’s entry has waned, regional investment flows will readjust to bring about a
more equitable distribution of FDI across East and Southeast Asia, similar to that
seen in the early 1990s. This is the neutral effect argument. The third possible out-
come is that, should China prove to be successful in attracting greater shares of
global and regional FDI flows, the Southeast Asian countries might somehow
‘ride on the back’ of this, and so negate any detrimental effects to their own eco-
nomic development that might otherwise occur. This is the benign effect argu-
ment. As we shall see, which outcome is observed will depend greatly on China’s
willingness and ability to comply with its accession commitments and, if it does,
whether it can make the profound structural and institutional adjustments that this
necessarily engenders.

The chapter is mainly descriptive. No formal econometric analysis of data will
be undertaken. Rather, we survey extant literature on the topic, and make a few
observations of our own. It is also not our intention to portray the Asian economic
crisis or FDI trends within Southeast Asia, or to provide detail on the economy and
FDI patterns within the region; this is done elsewhere in this volume. Instead, we
focus first on China’s increasingly progressive policies towards FDI in recent times
and the effect of this on inward FDI patterns, in value-terms and by activity and
source country. We then describe China’s WTO commitments, and assess how this
might impinge on China’s future investment climate. By relating this to ASEAN’s
own investment climate, we go on to assess whether China will have a magnetic,
neutral or benign effect on Southeast Asian investment flows. Some policy
recommendations are then made for Southeast Asia, in light of our discussions.

7.2 Inward FDI to China: policy and trends

For historical, ideological and practical reasons (see Wei and Lui, 2001: 8) China
was virtually closed to foreign investing firms for the first three decades of the
People’s Republic. Consequently, FDI inflows were negligible. However, in a
dramatic policy shift at the end of the Cultural Revolution in 1978, China’s lead-
ership decided to actively promote foreign capital participation (the ‘Open Door’
policy) as part of the ‘four modernisations’ programme of economic develop-
ment. FDI was viewed as a source of capital (for generating the growth that
prevailing levels of domestic savings were too low to instil), and new technologies,
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management techniques and capabilities (Tan, 1999). More importantly, export-
oriented FDI would produce a continuous flow of foreign exchange, enabling
China to boost reserves and finance the importation of capital goods and produc-
tion inputs that, in turn, would raise productivity and output. These motivations
would continue to underpin China’s policy towards inward investment until the
late 1990s.

In order to appreciate the origins of China’s present investment climate, and to
understand better the historical relationship between Southeast Asia and China as
FDI recipients, it is useful to map key developments in China’s policy towards FDI
against the investment responses of foreign firms. Table 7.1 identifies four distinct
phases of inward investment to China with respect to policy direction (see OECD,
2000; Wei and Liu, 2001). Against this, and in the following account, some gener-
alisations are made regarding the character of FDI in terms of: the prevailing
investment climate, the cumulative value of realised investment, regional and
sectoral trends, strategic motivation for investment, and source country.®> China’s
membership of the WTO will begin a fifth phase, which we call the ‘shock
period’, and this is described in more detail in the next part.

7.2.1 The evolution of China’s FDI policy

Viewed in retrospect, these four periods (up to 1999) reflect a pragmatic and care-
fully staged, incremental and calculated opening of China’s economy to foreign
firms by its leadership. Contrast this with the Southeast Asian countries, where
‘policy towards FDI has tended to react to events rather than shaping them’
(Thomsen, 1999, p. 12). The first experimental steps taken in 1979 — the establish-
ment of four Special Export Zones (SEZs) in Guangdong and Fujian Provinces —
were cautious and highly constrained in terms of both economic and geographic
space. The express aim was to attract investment from the overseas Chinese,
mainly those from Hong Kong and Taiwan (Lemoine, 2000). It soon became clear
that foreign invested enterprises (FIEs) in China were capable of absorbing for-
eign capital and advanced technology and therefore proved to be more efficient
than state-owned enterprises (SOEs). Consequently, from the 1980s to the late
1990s, tight centralised control of FDI was slowly relaxed. Investment approval
decisions and FIE-related matters were progressively devolved to the provinces
and municipalities, investment restrictions were eased, larger geographic areas
were opened (though still mostly confined to the coastal regions), and FIEs were
allowed to operate in more sectors.

Nevertheless, the authorities still felt it necessary to retain aspects of cen-
tralised control. This was exemplified by the imposition — or at least the attempted
imposition — in the mid-1990s of highly selective regulations and other devices
for achieving certain policy objectives. Foreign investment was classified as
‘encouraged’ (with tariff exemptions and fiscal reductions, for example) when
local firms, for whatever reason, could not meet these objectives. Typically, such
sectors were mostly export oriented, or were technology intensive, or were those
targeted for import substitution policies. By contrast, severe constraints continued



(%1€) SHOAM (%81) SAL 2Anerado-00 (1661
ur [, JO an[eA PajoBNUOD JO 9%]G) SA[ Anbg

‘PoAIasqo A[3ursearour uedef

pue S WOl SjusunsaAul yng ‘dyeurwiopard
JUSW)SAAUT AsoueMIe], pue Fuoy Suoy

*0JBIS9 [B91 PUB UONONIISUOD
[910y Ut anfeA Aq 104 Jo Jrey punory

‘porrad a} SSOIOR SOL)SNPUI JULINJOBINUBLL

QAISURIUI-AS0O[OU09) pUE PAIUILIO-}10dxXd

SpIemo) [ ur YIys [e1ouas € Inq ‘sarisnpur
QAIIOBNXA Ul [(J] PIUALIO-90IN0SAT QWOS A[[enIuf

"SOIIJUNOD Q0INOS UTRW dIe
DOY uemre] pue uoy] uoy

‘soouerdde [eo1o9[o pue

s£0) ‘BuIyloo ‘18OMI00] SB yons

saLnsnpur SULINJOBJNUB OAISUIUT

-INoqe[ Ul [ pojuaLIo-}10dxo
‘3UI09S-00IN0SAT ‘Q[BIS-[[BWIS JWOS

‘(sSurpping juounrede

pUE S[9)01]) 21L)SO [BI UI
JUOW)SOAUT 9ANB[NOAdS A[ISON

7AS diysSepJ e ‘6861 ul pauado vary maN Suopng s rey3ueys
‘SIB[NSUTUdJ Suruoery jseq
pue Suopueys £q 861 Ul PamO[[0J ‘G861 Ul (SZHO)
souoz yodxg uad( awooaq vare uellng yYinog pue ejjog
(Suerlnyyz) 10Ary [1eod oy ‘B3 (SuerlSuey))) IoAry 9zi3uek oy ]
"$861 Ul pAjueIS SH[. 10J SIUAWIFULBLIE Xe) WO [eNUIJoI]
861 Ul [d] 03 pouado soourroid ud) ssoroe
(sDDO) sanIo [8ISLOO USdO USILINOJ PUB PUR[S] UBUIRH
‘(uonerordxa [10 *3°9) Jy3nos sem A3o[ouyd9) pue [eydeds udaioy
QI9UM PUE (S[9JOY PUL WSLINO) "5°0) SWLITJ ONSAWIOP MIJ M
S10J03S UT AJ)SOUT ‘SUOTIOLISAT JUAUISIAUT JO SUTUSSOO] panunuo))
(L861) paounouue suonendar Junuowdwr pue (9861)
pajed[nwoid JusuysoAu] ugro10,] Jo JUSWAZLINOOUH dY) J0J Me]

'$10J03S
PaJe[2I-2IN)ONNSBIFUL
pue pAudLIo-}10dxd
‘QAIsuoyuI-£30[0Utd9)
OJUI PUB JJBISI [BaI
woly Aeme [ MOAIp 0}
pue sZHS 1811 9y} Jo
$s900ns a3 uodn pring o,

(I16—#861) poriad juauidojaaap jpnpo.iy

‘SITBJJE OIWOU009 UFIAI0] IO
pue open T 10J 9[qisuodsar pajea1d (LYTION)
OpeI] pue SUONEB[Y JIWOu0dy U110 JO ANSIUTIA
*$10)$9AUT USII0)
0] PAJULIS SS9I0E JOIBW ONSAWOP pajywl] A[YSIH
'SZdS Ul a[qe[ieAe
SOAIIUROUL JudunsaAul [e19adg ‘syi0dxa Jo uononpoid
ul posn syndur ayerpawiojur jo syrodwi 10j suondwoxe A
TUAWRTY PUB NOJURYS ‘TeYNyyZ ‘UdZUdYS
Je (SZHS) SeuoZ o1uouodd [eroadg Inoj Jo uonear)
'soouraoad uelln,g pue
Suop3uenn) 0} USAIS AWOUOINE JTWOUOII I9)BIID)
‘(sH1A) sosudiojuo pajsoaur usraIof
SUTUIOUO0D SIUSWOTURLIER [BOSI] AY) INO IS PUB SA [
Aynba paurjop I, pontwiad SA [ UO SME[ JO SOLIdS

‘seare pouado

9y} Jo saouarradxe

AU} WOIJ UILd]

0} pue SUONESIUIOPOW

Inoj, oy} Jo auo se [(qq
pIemulr 19)eaI13 JorINE 0],

(€9-6161) poriad [prusuirpdxsy

uoyvALOU
2132)D.41S PUD A2]ODADYD JUIULISIAUT

spuawdojaaap o1j0d uwpy

uonvaou Ad170d pun asvyg

(66—6L61) SPUI} JUAUISIAUI premul dwos pue eury) ut Aorjod [qd 7/ 21911



-osud1ojuo paumo uS1210} A[Joym s210udp FOIM

9JON.

"(0007) dutowaT pue ([00g) NI pue 1A\ “(100T) BPEA\ PUE WEYeIn) :Sa0IN0g

(%15) SHOAM (%L1) SAL 2anerado-0) (6661
ul [ JO onJeA pajoBnu0d JO 04,7¢) SA[ Annbg
‘pouad jo pud
spremo} N pue ueder “yYSN wWoiy [ Ul YIMoIn)
"KJ1AT}OR QAISUSIUI
-110dx2 0] UOIINQLIUOD JAISIOAP B AU [[1IS
SHIA ySnoyjfe ‘syoxjrewr 110dxd uo ueyy josreu
J1SAWOP S, BUIYD) 0} IOW PJOAIIP ST uoronpord
A1 pue ‘arsudui-reyrdeds arour st [
“QUI[OOP QATJE[O1
ul SUI99S-091N0SAT YIIM UOHBAIIOW JUSUISIAUT
JUBUIWIOP Y} SAUW093q AJ[enpeId Suryoas-jasjIejN

(%L7) SHOAM (%ET) SAL 2anerado-0) (€661
ur [, JO an[eA PJOBNUOI JO %6t) SA[ Aunbg
"SUOI301 PeLL], oy} WOl [(J Ul UMOPMO[S

‘soouraoxd

[e15€00 A} Ul A[[e1oads? ‘s10J03s [eLsnpul

QAISUQIUI-AZ0[OUY09) PUE PAIUILIO-}10dXd
AySiy ojur sMO[J [ PIeAUL JO %09 punory

‘goueyrodwr ur moig o3 Suruuidaq

SOAIIOW SUIYO9S-JONIRW JNQq ‘OJBUIWOP [[1IS
SOATIOW FUINIS-00IN0SAI PUB FUINIS-AOUAIOLTH

‘(510309 pageInodud ur [
10] /661 ul pareadar nq) sqI. Aq S[eLIdjeW Joyjo pue sped
9uowdmbe Kisuryoew pajrodwr uo g6 ur pasodwar sanngq
" Uspp1qloy,
10 ,paloLnsal, ¢ padeInooud, sem [(I] YoIym ul asoy
:50d4) 9911} 0JUT S10309S OSLIOFOJED 0} POPIOAP [IOUNO)) 9IE)S
‘sarorjod uado jo uonejuswardur
OpIMUOTIRU 2JOW I0J POUOPUBQE SIWISAI JUSUNSIAUL [e19adg

“BAIR B)[O(] JOATY 9Z)3uBk
AU} UI SUOISaI § pue sanIo g7 Jo Suruado 1oyling

‘JUSUIYST[QRIS? A[ PIIOJ ‘SUOT)OLI)SAI

uonedo[ ‘spuawaimbar uroInos [eoso] ‘syuowdimbax
doueur1ojrad se y3no1y) paje[n3al surewar Anud JasIe

‘jpnsar € se dn Sunds szgg

MU JO SpUBSNOY [ “JudwuIoA03 [edioiunw pue

Terouraold 01 paAjoasp mou s3oofoid Jd[Tews jo
[eaoxdde y3noyy ‘Korjod o3eis £q pajjonuod Apysn surewal [q4

‘(3uowdo[aAop 90In0saI

‘Furddiys ‘wisumoy ‘aoueury ‘ope) [reja1 o1sawop ‘3-9)
juowysoAul ug1aI0j 03 Ajejuowirodxe dn pouado s10300s MON

'$10309S parrojaxd

Ul 9[qR[IBAR SIATJUIIUT JUIWSIAUT [e103dS "s[eod Aorjod
UTB}I0 JO JUSUIDAJIYOR U0 [euonIpuod sjeaoidde [, swog
*JO3TBW OT)SOWIOP S, BUIY) O} QIOWI [[9S 0} POMO][E SUWLIT] USIOI0]

S10)SaAUL Qm_ouow how

juowyeal) [euoneu apraoxd

0] pue (04 Jo a1monxns
[emsnpur oy isnfpe of,
(66-+661) poriad juauisnipy

‘soLsnpur
110dx9 mau dojaasp 01
pUE WLIOJAI JTWOU0ID
91e19[000€ 03 Surdoery
3uo( Jo aaneradwr oy ],

(€6-2661) poriad yvag



130  Adam R. Cross and Hui Tan

to be imposed in other sectors, through policy instruments such as performance
requirements, location restrictions and entry mode restrictions. The objective was
to constrain domestic market access and shelter incumbent local firms; usually
large, inefficient and vulnerable enterprises in which the state had a full or partial
equity interest. Overall, these policies were successful. By the mid-1990s, some
60 per cent of FDI flowed into highly export-intensive industrial sectors (Graham
and Wada, 2001). So, already we can see that for much of its recent history, China
has followed a trade policy that resembles the Asian development model. China has
also maintained relatively high tariff and non-tariff barriers to limit imports, and has
used special trade regimes — notably liberal duty exemptions on inputs — to promote
the growth of export-oriented, low value-added industries (Lemoine, 2000).
However, as we shall see, this does not mean that the Southeast Asian countries
have been in competition with China for this type of FDI activity.

7.2.2 Aggregate FDI flows to China

Figure 7.1 shows the aggregate value of realised cumulative FDI in China since
1984. In the years immediately following China’s ‘Open Door’ policy, FDI inflows
were modest, and by 1983 the stock of FDI stood at approximately US$3 billion
(Lemoine, 2000). Limited access to domestic markets, non-convertibility of the
renminbi, a poorly defined legal environment and a lack of precedence were all
major investment deterrents (Wei and Liu, 2001).

Nevertheless, China had revealed comparative advantage in labour-intensive
manufacturing, and export-processing industries soon became established in the
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Figure 7.1 Annual inflows of utilised FDI into China (1984-2001).

Source: China Statistical Yearbook (various issues).

Note
Data for 1984 are accumulated stock FDI since 1979.
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wake of duty exemptions on the importation of intermediate inputs used in the
production of exports. This activity was centred on the SEZs, where numerous
small and medium sized FIEs sprung up, largely in the form of equity joint ven-
tures, in industries such as footwear, travel goods, toys and electrical appliances.
Officially, the dominant source countries were recorded as Hong Kong (62 per cent
of accumulated stock, 1979-91), followed by Japan (14 per cent) and the USA
(12 per cent) (Lemoine, 2000). But principal investors also included firms from
Macao and Taiwan.* What is more, these firms tended to invest in their ancestral
homelands in China. So, firms from Hong Kong and Macao have generally
favoured Guangdong province as an investment location, and Taiwanese firms
have favoured Fujian province. These investors enjoy lower transactions costs
in these locations, relative to their counterparts from the Triad countries (i.e.
Europe, Japan and the US), because of geographical proximity, cultural conver-
gence and familial ties. The significant contribution of ethnic Chinese-owned
firms to total FDI inflows in China’s coastal provinces would endure through to
the late 1990s (see Table 7.2).

China’s FDI levels rose markedly in the second half of the 1980s as the regu-
latory framework concerning investment improved, and laws were passed to allow
full foreign ownership (Lemoine, 2000). Total FDI inflows for the period
198488 amounted to some US$10.3 billion, representing an annual growth rate
of around 38 per cent, or approximately US$2.1 billion per year (OECD, 2000),
much of which was in the hotel construction and real estate sectors. Nevertheless,
the investment growth trajectory dipped twice in this period; once in 1986 in
response to China’s austerity programme, and again in 1989 and 1990 after the
Tiananmen Square events and the political inertia that followed. Growth in FDI
inflows slowed to just 6.2 per cent in 1989 and 2.8 per cent the following year
(OECD, 2000). Most discouraged were investors from the Triad countries.

Table 7.2 Accumulated FDI stock in China, by home country and region (1995 constant
prices and %)

1979-91 1983-90 1991-95 1996-98 1983-98

Total FDI stock (US$ million) 25,158 24,528 118,086 126,119 268,733
Source country and
region (% share)

Hong Kong 62.0 58.5 58.8 45.2 52.4
Taiwan n/a 1.1 9.8 7.3 7.9
ASEAN-5 n/a 1.5 5.1 8.1 6.2
Japan 14.0 13.7 6.9 8.6 83
USA 10.0 12.1 7.4 8.0 8.1
Western Europe n/a 6.6 4.5 8.7 6.7

Sources: OECD (2000) and Lemoine (2000).

Note
‘ASEAN 5’ = Singapore, Thailand, Philippines, Malaysia and Indonesia.
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As Table 7.2 shows, the USA, EU and Japan each recorded a declining share of
accumulated FDI stock in China in the period 1991-95 compared to 1983-90, as
a consequence of lower investment activity in the late 1980s. This reveals the
sensitivity of China’s FDI inflows to internal political events.

Despite the volatility in the global supply of FDI (Tan, 1999), investment flows
to China began to accelerate again during the first half of the 1990s, particularly
in manufacturing sectors. Various promulgations about the commitment to market-
oriented reform, new SEZs, strong domestic growth, further liberalisation and
devaluation of the renminbi all contributed to enhancing China’s investment
climate. In the mid- to late 1990s, when government policy sought to adjust the
structure of inward FDI and develop new export-oriented industries, FDI inflows
continued to arrive, but at rates below those seen in previous periods. Not only
was China experiencing greater competition from developing countries for FDI —
as Latin America, Eastern Europe and the Southeast Asian nations were liberalis-
ing their economies and offering improved investment incentives — but internal
policy was also serving as a brake. In particular, the introduction of national treat-
ment in 1995 brought with it the re-imposition (later repealed) of duties on
machinery, equipment and spares parts imported by FIEs, which was a significant
investment disincentive. A further slowdown in FDI inflows to China occurred in
1998 and 1999 (see Figure 7.1). This coincided with two events; a deceleration in
economic growth in China and the Asian crisis. It has been estimated that Asian
FDI to China fell by over 10 per cent in the year immediately following the onset
of the Asian crisis, mainly because of the cautiousness of investors and shortages of
capital (Lemoine, 2000). However, much of this decrease was offset by increases in
investments from elsewhere, mainly from the Triad countries. As Table 7.3 shows,
the accumulated stock of FDI from Japan, the USA and Western Europe rose
between 1991-95 and 1996-98 to stand at broadly equivalent positions, some-
where between 8 and 9 per cent of the total for each.

Overall, each phase of policy liberalisation by China provided fresh impetus to
FDI inflows. Between 1979 and 1999, total aggregate inflows of FDI to China
amounted to some US$306 billion, equivalent to around 10 per cent of world FDI
flows, and around 30 per cent of that received by all the developing countries put
together (OECD, 2000). But since 1997 this share has reduced; in 2000, China
attracted a mere 3.2 per cent of global FDI flow (see Table 7.4). But this does not
necessarily mean that China’s role as an investment location waned in the years
just prior to WTO accession. As Table 7.4 reveals, Hong Kong experienced a
surge in inward FDI from 1997 onwards, the year it became a self-governing
‘special administrative region’ (SAR), in the form of reinvested earnings and
long-term loans to Hong Kong affiliates by MNEs. This surge offset much of
mainland China’s declining position. Of course, some of Hong Kong’s inward
FDI inflows will be tax haven motivated (that is, destined for elsewhere).
Nevertheless, a good proportion are funds being ‘parked on the doorstep’ of
mainland China by foreign firms, in anticipation of emerging opportunities post-
WTO. Clearly, Hong Kong’s advantageous economic and geographic position
relative to China has continued to influence greatly patterns of FDI in the region.
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Table 7.4 Contracted FDI in China, by sectors, as at end-1998

Sector Number of  Share  Contracted — Share

projects (%) value (%)

(USS$ billion)
Manufacturing 249,352 73.0 365,547 59.6
Real estate 33,877 9.9 149,977 24 .4
Distribution 21,279 6.2 36,929 6.0
Wholesale, retailing and catering 17,558 5.1 21,960 3.6
Transport, warehousing 3,721 1.1 14,969 2.4
and telecommunications
Construction 8,826 2.6 11,860 3.1
Agriculture, forestry, animal husbandry 9,534 2.8 19,827 1.8
and fishing

Scientific research and technical services 2,410 0.7 1,874 0.3
Education, broadcasting, film and TV 1,317 04 2,040 0.3
Healthcare, sports and social welfare 999 0.3 4,618 0.8
Other sectors 13,944 4.1 23,045 3.8

Total 341,538 100 613,717 100

Source: State Statistical Bureau (1999).

7.2.3 Emerging trends in the character of China’s inward FDI

Several interrelated shifts in the character of FDI inflows to China, from the late
1990s onwards, can be discerned that might impact Southeast Asian FDI inflows.
First, a shift has taken place away from labour-intensive, export-oriented manu-
facturing towards market-seeking FDI (Table 7.4). By 1998, just under 60
per cent of the contracted value of China’s FDI stock, and the bulk of individual
investments, were in manufacturing, followed by real estate at around 24 per cent.
Of this, an estimated 50 per cent (by value) was in labour-intensive manufactur-
ing; technology-intensive manufacturing accounted for around 27 per cent and
capital-intensive manufacturing, 23 per cent (OECD, 2000). Low cost labour was
probably still the main motivating force driving FDI up to the mid-1990s.
However, in the late 1990s, firms have shown a greater propensity to undertake
market-oriented FDI in sectors in which China has no revealed comparative
advantage (Graham and Wada, 2001). Investors have been attracted by China’s
high rates of growth, its rapidly expanding domestic market and improved mar-
ket access in some sectors (Lemoine, 2000). According to UNCTAD (2001), FDI
in China has also become more capital- and technology-intensive in the late
1990s. This is confirmed in a recent study of FDI in China’s electronics industry
(Qian et al., 2000). The fact that market-seeking investment is increasing in hand
with more capital- and technology-intensive investment is not coincidental.
Foreign investors will be conducting R&D locally to adapt products and
processes to meet the particular needs of the Chinese market. And both long-
standing and new investors are establishing miniature replica-type production
plants in China, equipped in much the same way as equivalent plants in other
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major markets, to meet the strong demand expected following market liberalisa-
tion. Whether or not these expectations will be met remains to be seen.

Second, the propensity to move towards market-oriented FDI differs by source
country. Table 7.2 shows that Hong Kong and Taiwan together accounted for the
bulk (60.6 per cent) of the accumulated FDI stock in China between 1983-98
(OECD, 2000), followed by Japan (8.3 per cent), the USA (8.1 per cent), Western
Europe (6.7 per cent) and the ASEAN-5 (6.2 per cent). However, the combined
share of Hong Kong and Taiwan in utilised FDI in China dropped to 43.7 per cent
in 2000, while the share of the USA and Western Europe (led by France and the
UK) rose to 10.8 per cent and 11.2 per cent, respectively.’> Japan’s position
weakened slightly to 7.2 per cent, while ASEAN-5 recorded a small increase, to
7.0 per cent (two-thirds of which is from Singapore). Overall, these changes indi-
cate that firms from the Triad countries have been raising their level of equity
participation in China in the two years prior to WTO accession. Moreover, while
Hong Kong and Taiwanese firms were investing mostly in export-processing
activities in China, it is the Western European companies that are now making
more capital-intensive investment, mainly to supply goods and services to
China’s domestic market;® US firms fall somewhere in between (Lemoine, 2000;
Graham and Wada, 2001; UNCTAD, 2001).

The third trend observed concerns the form of investment. As Table 7.1 indi-
cates, until 1993 the equity joint venture was the preferred entry mode for China,
accounting for just under half of all contracted amounts of FDI. However, from
the mid-1990s onwards, wholly foreign-owned enterprises have been increasingly
favoured, and in 1999 just over half (51 per cent) of the contracted value of FDI
took this form, mostly as greenfield investments (OECD, 2000). Graham and
Wada (2001) also observe that the average size of individual investments is also
beginning to rise, which they attribute to larger-scale Japanese, US and EU invest-
ments replacing smaller individual investments from the Newly Industrialised
Economies (NIE), notably those from Hong Kong and Taiwan.

Finally, a fourth trend concerns the geographical distribution of FDI within
China. In general, FDI has been concentrated in just four coastal provinces:
Guangdong, Jiangsu, Fujian and Shanghai, in descending order (Lemoine, 2000).
For the period from 1983 to 1998, the eastern provinces together absorbed 87.8
per cent of total FDI inflows, with 8.9 per cent going to the central provinces, and
less than 4 per cent to the western provinces. But since the mid-1990s, FDI has
become more evenly distributed within the eastern provinces. For example, the
share of Guangdong province in total FDI inflows declined from 46 per cent in
the 1980s to 28 per cent in the 1990s, while the other coastal provinces and the
central provinces recorded an upward share. One interpretation is that more
recent investors to China tend to be less drawn to Guangdong and Fujian
provinces than their Hong Kong and Taiwanese counterparts, and that a more
equitable distribution of FDI in China is slowly underway.

To summarise, a transformation can be detected in the quality and quantity of
inward FDI in China in the few years immediately prior to WTO accession. In
very general terms, a greater proportion of investment by developed country
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firms (notably from the Triad countries) that is larger scale, more capital-intensive
and more market-oriented has steadily made inroads on the substantial stock of
small scale, labour-intensive and export-oriented investments enacted by
Hong Kong and Taiwanese firms since the 1980s. Furthermore, wholly owned
foreign operations are supplanting equity joint ventures as the preferred entry
mode, and FDI is progressively, albeit slowly, penetrating regions beyond the
coastal provinces. For the first time since the Second World War, the general
pattern and character of FDI in China has begun to converge on that of the devel-
oped countries. The question now is how, and to what extent, these trends will be
sustained after China’s accession to the WTO, and what the knock-on effect might
be for Southeast Asian countries.

7.3 China and the fifth phase of FDI: post-WTO
accession as the ‘shock period’?

China has committed itself to implementing a comprehensive package of market
liberalisation measures on entering the WTO (see Table 7.5). Simply put, China
is obligated to open and further liberalise many of its markets, providing foreign
firms with greater access to domestic markets and levelling the playing field for
foreign and domestic business, either immediately or through a phased imple-
mentation, to be completed by 2005.

As with past periods of policy reform, China’s membership of the WTO is
likely to provide fresh impetus to FDI inflows. In particular, the elimination of
severe controls on distribution in China should enhance market access and
increase substantially the incentive to make new or sequential market-oriented
investments across many sectors. Also, new investment opportunities are likely to
arise in sectors previously closed or highly restricted to foreign firms, especially
in telecommunications services, wholesaling and retailing, logistics, financial
services, travel and tourism, and audio-visual-related activity. But, as we shall
see, the effects are complex, and the outcome — for China as well as for Southeast
Asian countries — is far from clear.

At the outset, we dismiss as fallacious the notion that China’s entry to the WTO
will bring about an immediate and dramatic transformation of the world eco-
nomic order, or indeed that of East and Southeast Asia. Of course, given the
length and complexity of the negotiations, some hyperbole from those closest to
the accession process is to be expected (cf. the quote by Mr Moore). China first
applied to resume its membership in the GATT in July 1986, and full accession
discussions with the WTO began in 1995. During these negotiations, bilateral
agreements between China and over 140 WTO members were concluded, in addi-
tion to the substantial multilateral agreement setting out the accession terms
(Eglin, 2000). However, on accession China was already the world’s seventh
largest exporting nation, with world merchandise exports of US$249.3 billion (or
3.9 per cent of the world total), and the eighth largest importer (US$225.1 billion,
or 3.4 per cent of the total) (WTO, 2001). China also enjoyed normal trading rela-
tions with most of its trading partners. China was also host to the sixth largest



"(1002) ue[oN pue (1002) DHDHDV :00mos

“JuaIedsuRI) 2IOW JWOA] [[IM SWRAISAS JUAWAINI0Id JUSWUIAA0L) “papruriod
9q [im sy uS1o10J pue SHOS Uodm3aq opel], "9oud pue Ajjenb se yons ‘siseq [BIOIOWIWOD € UO [[0S pue Ang 0} paIrnbar ore SWLIL] Yong JsoI1ojul
Kymba ue sey aress ayy yorym ur swry 03 Ajdde [[im sona QLA 18yl pea1de sey euly)) ‘sosLIdIoIUO PIISIAUI-IBIS PuB PAUMO-9IE)S 10) 1oddng e
‘S[BLIoJBW [BNSIA-OIPNE PUB
WISLINO} PUB [9ABI) SB YOnS S10309s ul papruriod mou st (areys A3nba ug1a10y o464 03 dn 10 Auofewr) diysioumo uS1o10J pue SSOI0B JONIBW JNJSOWO(  ©
'S9SBQ JLIDWINU JO S)$9) SPAAU OIWOUOII UO JOU PUB ‘QUOE BLINLIO [enudpnid uo pojueld oq 03
QI SISUIIT "SI0J03S JOYJO PUB JUSWSEULW Punyj ‘sanLINos ‘odueinsul ‘Sunjueq ur syoxrew suruado ‘OOz £q SIOIAILS [RIOUBULJ JO UOLSI[RIQI]  ©
‘soo1ales SurSed pue pappe-onjea 10J 9,0S PUE ‘SIOIAILS [[ UL %6 0} dn pamo[[e JuounsaAul uS1o10f
{S1BIA XIS 0} 0M) UIYIIM 9OUBISIP AUB SSOIO® SuLI) UIa10) AqQ $991AIdS Auoydala) Jo uorsiaoid oy Surmoj[e ‘SuonedIunwod9[d) JO UONesI[eIaqI] ©
JuowaaIdy ASojouyos]
uorewlIoju] QLA oy ur uonedronred ysnory ‘G007 Aq pasowdr 9q [ siomdwoo pue juowdmbe AJojouyoe) uonewIojUl UO SHLIE) [V ®
‘0461 01 dn ‘pamoj[e diysioumo uS1o10J YIM ‘SIIIAISS douBUUIBW pue J1edal ‘90IAIOS SO[es I Judwddeuru AI0JUSAUL
OYI] SOIIAIOR PJB[I PUE ‘UOIIBIO] PAXI] B WOIJ AeME SI[eS ‘SUISIyouely ‘Sul[Ieldl ‘Sules[oym ‘SI0IAIS SJUAFE UOISSIOD SOPN[IUl PUE “DQAISUY|
-01dwoo st 93e10A00) *€0(07 £q pareurwI[d 9q [[Im soruedwod U110y 10§ (SIoMIQU uonnqrysip ysiqelse pue jodwr o3 Y3 oyy) syysL urper] e
‘POAOWIAI QTR SIBAA JO JOqUUNU UTBLIDD B JOJE S30109s open) Jo diysioumo ures A [ & 03 s1oured asoury) jey)
syuawaInbay “Anud uo Ajarerpowrut (SJTY.L) SISy A11adoid [emos[ou] pajeay-apel] uswaduy o3 padide eury) — syysu Ayadoid [emooqoyuy  ©
‘sjuowaribar Surouereq open pue souewiojrod j10dxe
JUOWIISIAUL JOJ UOIIIPUOD B SB SJOSJJO pue syudwannbal 19ysuen A3o[ouyod) o
‘syuawaainbar Juoyuod [ed0]  °
:Anus uo A[dyerpowiul pajeur
-WI[O 910M SOOIAdP SUIMO[[O] O "S00T Aq o paseyd AJoInuo pue 00z AQ PRIBUIWI[ 9q 0) JOPUIBLIAL A} JO JSOW ‘UOISSOOIE UO PAJBUIWI[ oM
sejonb AueA ‘paysijoqe aq [[Im (SUONOLNSAI 2AnEIUEND JJ1IB)-UOU I9YJ0 puE sasUI| ‘sejonb se yons) spoo3 jo j1odwir ay) Joj sarnpadoid jeaordde
PUB UOT)BUIUEXS QAJBNSIUIWIPE [[B JSOW[Y ANUS UO A[OIRIPOUWII PIAIISO oq [[IM (SN[YL) SOINSEIJA JUSUNSOAU] PIJB[OY-OPeI] U0 So[my ©
"uoIoNpPal 95eIdAR AU} URY} I19ISB} ‘00T Aq %LT—€ AQ Paonpar oq [[Im sjonpoid NYHSY 10J [9A9] JjIe) a3eIoAe oy ©
'5007 £q 991dwod 2q [[1m [V "paseyd S1oy10 pue ‘@jeIpauItl 9 [[IM SUOIONPAI JJLIk) JWOS "s)onpoid I3Y10 U0 SJJLIe} J9MO] 0} SHUSUIIWOD
PO[TIOP JO OSUBI OPIM B U)IM ‘040" JUALIND OY) WO GOOT Aq %P 6 O) POONPal oq [[IM SPo0S [BLSNPUL [[B I0J [9A9] JJLIE) PUNOq oSBIOAE U ©

SJUQUIIUIIIO) PUE SUOLLSI[QO UOISS00 O M S.BUlYD ¢/ 2/gP]



138 Adam R. Cross and Hui Tan

stock of global inward FDI (UNCTAD, 2001),” and in 1998 these FIEs account
for around half of China’s imports and exports (Lemoine, 2000). So, in many
respects China’s integration into the global economy was already comparatively
advanced by 2001. To this extent, the Southeast Asian countries will already have
begun to adjust to China’s growing economic influence in the region.

Given its prominence already, it is unlikely that WTO membership will bring
about any dramatic change to China’s external trade and investment position.
Instead, the major and most immediate changes will be internal; these will be wide
ranging, and will concern not only China’s economy, but possibly the country’s
social fabric and political order as well. But how will accession shape China’s
investment climate? Much depends on the extent to which China honours its
accession commitments. If the authorities do decide to comply fully, then China
will almost certainly experience several simultaneous ‘shocks’; namely, the shock
of (Nolan, 2001: p. 925):

e ‘normal’ restructuring, as a consequence of rapidly intensifying competition,
especially from overseas;

e having to compete on a global level-playing field with a highly concentrated
global business system;

e the IT revolution and modern production systems on employment;

e the drastic impact of the global media revolution upon Chinese culture;

e its people’s self-esteem, should China fail to establish a collection of powerful
indigenous corporations;

e dealing with the dominance of foreign-owned corporations, especially those
from the USA.

Of these, the larger Chinese SOEs will perhaps feel the most dramatic shock. It
is likely that most will suffer painful short-term restructuring, as previously pro-
tected domestic markets are penetrated by appreciably more efficient MNEs.
Many if not most SOEs will be forced to cut costs, adopt modern production
methods, eliminate excess employment and reduce overheads. Some will fail or
go bankrupt. Few will be able to ‘raise their game’ and build themselves into
globally competitive businesses (Nolan, 2001). Many will be unpalatable merger
and acquisition prospects for foreign investors. This will constrain inward strate-
gic asset seeking FDI for a time. Moreover, it is unlikely that other firms, such as
China’s medium-sized, export-oriented enterprises, will be able to absorb the
structural shift in employment away from the state-owned sector. These may have
difficulty improving on an already impressive export performance, and they will
also experience sharply heightened competitive pressures in home markets. So
will early foreign investors, some of whom have become sluggish and complacent
behind China’s tariff wall. Overall, the social cost of fully complying with its
accession conditions will be high for China.

A second and important internal shock will be felt by China’s institutions.
While China’s past performance in attracting FDI is commendable, its ability to
provide a business environment conducive to investors is not. MNEs, especially
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those in import substituting sectors, report a plethora of legislative, administrative
and bureaucratic obstacles to business — their ‘litany of complaint’ (for good
reviews see Rosen, 1999; Luo, 2000). The list is a long one: the excessive degree
to which national, provincial and local governments in China can, and do, inter-
fere in a range of commercial decisions; the opaque policy environment; the
heavy-handed regulatory regime; the general absence of a rules-based economy;
the partial, unfair and corrupt judiciary; poorly defined property rights (espe-
cially those arising from contractual relationships or that concern intellectual
property); counterfeiting, software piracy and brand name infringement; endemic
corruption by officials at many levels of government and in non-governmental
organisations; the importance of informal relationships in China. While some of
these obstacles are formal, imposed to fulfil certain domestic imperatives, others
are unintentional or merely products of history. Nevertheless, each is experienced
to a greater or lesser extent by most foreign investors, and they magnify the trans-
action costs of conducting business in China. By acceding to the WTO, China has
agreed to provide and abide by a secure framework of international law within
which MNEs in China can operate, especially with regard to government inter-
vention and intellectual property protection. The WTO rules should also help to
eliminate many of the mechanisms by which officials derive rents from corrupt
practices. Consequently, many if not most of the administrative constraints to for-
eign business should be removed following accession.

For this to happen, however, and despite the considerable progress already
made in this direction,® further fundamental and wide-ranging systemic adjust-
ments are required, especially away from the coastal regions. Many of China’s
administrative systems, practices and bureaucracies need to be overhauled. The
modernisation of China’s legal frameworks and judiciary, in line with interna-
tional norms, needs to be accelerated and many laws pruned. Perhaps the most
difficult adjustment of all, the mindsets of bureaucrats and administrators at all
levels of government, as well as that of much of society as a whole, needs to
change; not only to adapt to the ‘shocks’ brought on by the WTO obligations but
to appreciate why these are happening.

China’s leadership therefore has many domestic challenges looming. Chang
(2001) and others are highly sceptical that the ability or will exists in China to
undertake the systemic adjustments and fully embrace the international trade
rules required under the terms of WTO accession, given these challenges.
Nevertheless, the withdrawal of the Chinese Communist Party (CCP) from micro-
economic management leaves a void in China’s economy that must be filled. A
flourishing socialist market economy with new economic structures and disci-
plines and a burgeoning private sector, partly foreign owned, is probably the best
way to accomplish this. So, herein lies the gamble of China’s leadership. By join-
ing the WTO, China is effectively locked into the economic reform process. It will
now be difficult, if not impossible, to deviate from this, irrespective of the
domestic disillusionment, political nervousness or ideological anxiety that will
inevitably ensue. As the Chinese authorities struggle to balance rapid market
liberalisation against equally rapid social cost hikes, however, what might occur
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instead is a heightening of bureaucratic and technical barriers to investment
(cf. Japan in the 1970s and 1980s), patchy implementation of the WTO obliga-
tions, and continued arbitrariness amongst local administrators and the judiciary.
A less than forthright adherence to the WTO rules would provide established and
new foreign investors in China with their own ‘shock’; that investment barriers
remain high, that accession will not make investing there any more profitable, and
that the ‘litany of complaint’ is far from silenced.

7.4 China’s WTO accession: opportunity or threat
for Southeast Asia?

The effect that China’s accession to the WTO might have on patterns of Southeast
Asia’s FDI inflows depends largely on how China’s locational advantages change
relative to Southeast Asia as a consequence, and whether or not China is a
substitute for Southeast Asia as a host for certain types of FDI. It is important to
consider both export-oriented, labour-intensive (henceforth export platform) FDI,
and technology-intensive, market-seeking FDI in both services and manufactur-
ing. Natural resource-seeking FDI is disregarded, as Southeast Asia and China are
probably not substitutes for this, at least to any great extent, given the location-
bound nature of resource-based factor inputs. It is also important to consider
intra-Southeast Asian FDI, as well as FDI from the Triad countries and the NIEs,
that might otherwise be directed to Southeast Asia; China may also be a substi-
tute for intra-Southeast Asian FDI. In time, strategic-asset seeking investment,
through the cross-border acquisition of SOEs and other Chinese-based firms,
should play an increasingly important role in Chinese FDI, as should the role of
the recent phenomenon of outward FDI from China. These are touched upon later.

First, was China already a competitive threat to the Southeast Asian countries
as an FDI magnet prior to WTO accession? Given that for many years China
shared with most Southeast Asian countries an economic development model that
emphasised high levels of foreign ownership in export-platform mass manufac-
turing, this is a possibility. However, it is unlikely that China and Southeast Asia
have been substitute hosts for export-platform FDI. In China, this type of FDI is
characterised by certain transaction cost advantages peculiar mainly to Hong
Kong and Taiwanese investors, and in particular geographic contexts. Although
ethnic Chinese firms from these source countries also invest in Southeast Asia,
they are much less prominent (Thomsen, 1999). The ownership-specific advan-
tages of these firms are much reduced in contexts outside of mainland China. Up
until the 1990s, therefore, the opening of China probably increased the global
supply of this type of FDI; that is, it had an FDI creating effect.

Several authors, for example Tan (1999), Cheong (2000) and Palanca (2001),
also hold that the emergence of China as a host has not crowded out FDI in gen-
eral in the Southeast Asian region, and that China’s WTO accession offers little
threat of this in the future. Cheong goes on to argue that accession should lead to
deeper and more intensive horizontal division of labour in the Asian region, as
Asian firms continue to locate labour-intensive stages of production in China, just
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as the NIEs have done in the past. Data on the share of China and Southeast Asia
in certain categories of total investment flow underscores this point (see Table 7.3).
As China’s annual share of global FDI rose from around 7 per cent in the early
1990s to just over 10 per cent by 1996, so too did that of Southeast Asia, from
7 per cent to 8 per cent. The magnitude of the growth in China’s share, and that
of Southeast Asia, was matched by a drop in FDI share for the industrialised
countries and a positive change in world FDI flows. However, closer examination
of the data reveals some evidence of crowding out in the late 1990s. After 1997,
and despite rising total values, the annual share in global FDI flows for both
China and Southeast Asia dropped, reflecting worsening investment climates in
the region compared to elsewhere. However, the rate of decline was much faster
for the Southeast Asian countries. This effect is accentuated if we consider
Hong Kong and China together in the regional context. In the mid-1990s,
Southeast Asia received around a third of the annual investment flow to South,
East and Southeast Asia; but by 2000 its share stood at 10.1 per cent. Over the
same period, the combined share of China and Hong Kong’s FDI inflows to South,
East and Southeast Asia rose from around 56 per cent to almost 77 per cent.
Notwithstanding the role of Hong Kong as a tax haven route, it seems likely that
investment funds allocated at the regional level by MNEs (and perhaps even at the
global level) were indeed diverted towards China and, particularly Hong Kong,
in the few years prior to accession. The correlation between the rise in market-
seeking FDI by developed country firms in China from 1997 onwards, and the
decrease in overall FDI in Southeast Asia, implies that at least a proportion of the
growth in China’s FDI might have been at the expense of market-seeking manu-
facturing FDI in Southeast Asia. Moreover, this trend may not be confined to the
Triad countries as an FDI source. In 1997, China overtook Malaysia to become
Singapore’s principal FDI destination, and by 2000 Singapore held the fifth
largest stock of cumulative FDI in China, by source country, at around 5 per cent
of the total, and predominantly in labour-intensive manufacturing (Heng, 2001).
Consequently, some intra-Southeast Asian FDI flows may also have been diverted
to China at this time.

But will China be a competitive threat to Southeast Asia for export platform
and market-seeking FDI activity after joining the WTO? With regard to the
former, full compliance with its WTO obligations will bring about a reduction in
tariffs and other non-tariff barriers to trade. Therefore, foreign firms will be able
to serve China’s market by exporting from other close at hand production loca-
tions, rather than from production bases within China (Nolan, 2001). Accession
may therefore have the effect of strengthening the position of neighbouring coun-
tries, including Southeast Asian countries, as hosts for export-platform manufac-
turing FDI oriented towards serving the China market. This would be accentuated
if China’s investment climate worsens after accession, because of growing politi-
cal or social instability or rising factor input costs, for example. On the other
hand, if China is unable to fully comply with its accession conditions, and if bar-
riers to trade rise (especially non-tariff barriers), then the incentive for MNEs to
continue with import-substituting strategies in China will be strong. With regard
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to market-seeking FDI, full compliance should create many new business oppor-
tunities for foreign firms, especially in those services sectors where market access
is being granted for the first time. Given the inseparability of production and
consumption for many services, the propensity to undertake FDI is likely to rise
as market access in China is achieved. However, investment in new manufactur-
ing capacity (i.e. greenfield projects) may not grow as fast. Many goods markets
in China suffer from overcapacity because structural weaknesses have stifled
demand. However, full compliance should see these weaknesses diminish as com-
petitive pressures raise efficiency, as export-led economic growth accelerates, and
as inward investors themselves provide a spur to domestic demand.

The extent to which intra- and extra-Southeast Asian FDI inflows might be dis-
placed to China depends greatly on factors such as market growth projections, the
relative cost structures of location-bound factor inputs for production, and the
respective investment climates in China and the individual Southeast Asian coun-
tries. We briefly examine each in turn. Consider first the issue of market growth
in China. Tanchovichina and Martin (2001), working for the World Bank, devel-
oped a conservative static model to find that WTO accession and compliance will
add at least 2.2 per cent to China’s income as its share of world exports expands.
The study anticipates that, as the multi-fibre agreement is phased out, China’s
exports will rise by at least 6.8 per cent, driven mostly by huge expected increases
in exports of textiles and clothing (over 47 per cent), and also of toys and shoes.
Indeed, these figures may be understated, as dynamic considerations — such as the
positive effect of accession on wages, economic efficiency and investment — are
unaccounted for. Using a multi-region applied general equilibrium model under
two scenarios, Walmsley and Hertel (2001) found that worldwide tariff reductions
in the textiles and clothing industry will also lead to welfare gains for China, with
substantial increases in gross domestic product (GDP); over 8 per cent under one
scenario.

However, both studies foresee a gloomier outlook for the Southeast Asian
countries. These countries in general — but Singapore, Thailand, Malaysia and
Indonesia in particular — benefited considerably in the 1990s by exporting to
China. However, lanchovichina and Martin (2001) predict little further benefit to
Southeast Asia arising from China’s WTO accession. They find that, while
imports to China from Indonesia and the other Southeast Asian countries could
increase by around 3 per cent and 14 per cent respectively, this will not be suffi-
cient to compensate for sales lost to China in third markets, as barriers to China’s
imports are removed, especially in textiles, apparel and electronics. Consequently,
they predict a modest 0.1 per cent decline in income for the Southeast Asian
countries, with the exception of Singapore, which shows a small increase of
0.9 per cent (along with the other NIEs). Walmsley and Hertel (2001) are even
more pessimistic, forecasting declines in the real GDP of Indonesia and the other
Southeast Asian countries (excluding Singapore) of 1.57 per cent and 1.76
per cent, respectively. Provided the reform process is not derailed, these studies
infer that accession should accelerate China’s economic growth. This in turn
should stimulate both new market-seeking investments and sequential
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investments by foreign incumbents already active in the China market.
Concomitantly, and with some exceptions, the relative market attractiveness of
the Southeast Asian countries will probably decline in general terms, reducing the
propensity for foreign firms to undertake market-seeking FDI in these countries.

Several recent surveys allow us to comment on the relative attractiveness of
China, Hong Kong and the ASEAN-5 countries (Indonesia, Malaysia, the
Philippines, Singapore and Thailand) as hosts for inward investment. Table 7.6
presents data from the IMD (1999) Annual Executive Opinion Survey of current
and expected competitiveness conditions for forty-seven host countries. This uses
a wide range of factors to quantify the attractiveness of locations for manufactur-
ing, R&D and service and management-related activity. China is ranked 29th
overall as an investment location in the period 1998-99, a position bettered only
by Singapore and Malaysia among the ASEAN-5 (the other five Southeast Asian
countries being excluded from the survey). As a production location, China has
many advantages relative to Southeast Asia. It has reasonably strong reserves of
petroleum and other natural resources (though perhaps not on a per capita basis).
It also has an abundant pool of low cost labour. Despite certain shortages, in gen-
eral there are sufficient numbers of workers skilled at each stage of the value
chain to satisfy the current needs of most investors, even in more capital-intensive
and knowledge-intensive sectors. Because China’s economy was formerly closed
a certain level of skills and technological capability was developed indigenously.
This is now being complemented by China’s quickly modernising educational
system and overseas education. FIEs themselves are also raising the stock of
human capital through company training and development programmes. This
means that the skills-base of China’s workforce is improving quickly. China’s
technical and transport infrastructures have also been upgraded considerably in
recent years, though mostly in the eastern regions. Production costs should be
driven down further if a new wave of foreign investment in services, distribution
and logistics occurs after accession. Should manufacturing costs rise in the

Table 7.6 Location attractiveness rankings for China, Hong Kong and the

ASEAN-5
Manufacturing R&D Service and Overall
management ranking
China (PRC) 30 29 32 29
Hong Kong 3 17 3 7
Singapore 2 7 4 2
Thailand 34 36 34 34
Malaysia 24 26 25 27
Indonesia 44 47 46 46
Philippines 27 34 31 32

Source: IMD (1999).

Note
Data not available for Brunei, Cambodia, Laos, Myanmar and Vietnam.
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coastal provinces, which according to Broadman and Sun (1997) is already
happening, the underdeveloped central and western provinces offer substantial
and almost equivalent benefits, if not in geographical location and infrastructure,
then certainly in respect of labour. By contrast, several Southeast Asian countries
are reported to have labour shortages and rising labour and land costs (Yean,
1998).

The IMD survey also presents data on the FDI regimes and transactions costs
of doing business in the region (see Tables 7.7 and 7.8). In terms of its FDI
regime, China scores lower than each of the ASEAN-5 countries except
Indonesia, faring particularly badly on the availability of local capital and foreign
ownership of domestic firms. However, WTO accession should bring about con-
siderable improvement in these areas, and in other such aspects as equal treatment
and national protectionism. In terms of transaction costs, the overall assessment
for China compares favourably to most of the ASEAN-5 countries, scoring better
than all except Singapore and Malaysia. While China’s poor scores for bureau-
cracy and levels of corruption offer partial confirmation of the ‘litany of com-
plaint’, its business environment in general seems to be no worse than those of
the ASEAN-5 countries (with the obvious exception of Singapore), and is in some
respects better. Importantly, unlike the smaller Southeast Asian economies, many
foreign firms will view China’s large market potential as sufficiently adequate
compensation for the comparatively high transaction costs they experience there.

A second recent survey suggests that China has a generally more favourable
investment climate compared to Southeast Asian countries. UNCTAD (2001)
calculate the inward FDI Index as an approximate measure of a nation’s relative
performance in attracting FDI, allowing for its relative economic size and
strength in the world (see Table 7.9). This index is the unweighted average of
three ratios; the share of a country in global FDI flows divided by its share in
global GDP, employment and exports. China’s inward FDI Index rose from 0.8 to
0.9 between the periods 1988-90 and 1998-2000; an improvement in its ‘revealed
competitive advantage’ for FDI, and an indication perhaps of the country’s
resilience to the Asian crisis and its causes. China’s overall ranking does worsen
over this period, but this is because more countries register a greater improve-
ment. However, the FDI Index declines for each Southeast Asian country over the
same period, and for each comprising ratio. This infers a reduction in the attrac-
tiveness of the Southeast Asian countries relative to China, especially in market-
related areas. This may be as a consequence of the Asian crisis, or an indication
perhaps of more serious structural deficiencies in their economies.

Other surveys of MNEs also reveal optimism that China’s relative position as
an investment location will be sustained. UNCTAD (2001) cites a recent survey
of 3,000 regional headquarters and representative offices of MNEs situated in
Hong Kong. Some 45 per cent of respondents planned to increase their invest-
ment in mainland China, and 93 per cent predicted that the investment climate
there would be ‘favourable’ or ‘very favourable’ through to 2005. Bartels and
Freeman (2000) report similar findings in their 1999 survey of thirty-one retail-
oriented MNEs with regional headquarters in Singapore, 71 per cent of whom
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indicate that ‘greater China’ was given ‘high’ or ‘highest’ priority by the parent
firm as a business location.

Three final observations also bear upon China’s position as a future threat to
the Southeast Asian countries as an investment host. First, there is ample absorp-
tive capacity in China for FDI. FDI stock on a per capita basis is relatively low
(USS 240 in 1998), well below that of Hong Kong and Singapore (US$56,213
and US$19,268, respectively), but also below that of Malaysia (US$2,194),
Thailand (US$351) and Indonesia (US$285).” The sectoral and geographic distri-
bution of FDI is so uneven in China that much geographic and economic space
remains largely untouched by FDI, not least in the central and western provinces
where many SOEs are located (Graham and Wada, 2001). Second, up to now
strategic-asset FDI in China (that is, mergers and acquisitions involving Chinese
SOEs and foreign firms) has been highly restricted by its regulatory regime and
underdeveloped stock markets. However, regulatory changes following WTO
membership, embodied in the State Council’s tenth five-year plan, should see
many of these obstacles removed. Providing political opposition is also quelled,
this should generate significant inflows in FDI in the medium term, as perform-
ing SOEs are partially or totally sold-off. If this occurs, strategic asset-seeking
FDI may flood to the central and western regions of China where the majority of
SOEs are located, despite relative underdevelopment of the physical and techni-
cal infrastructures there. Third, on-going research by the authors on the invest-
ment strategies of European firms in China reveals that, for many firms
experiencing saturated or slowly growing markets elsewhere in the world, China’s
considerable market potential is ‘the only game in town’ for continued corporate
expansion of any size. To illustrate this point, the manager of a representative
office in Guangzhou for a German industrial machine manufacturer stated that if
the company fails in China the survival of the parent would be in doubt. This is
a small measure of the importance of China in the strategic planning of many
international firms today.

7.5 China as a regional FDI magnet?

It has been written that making predictions is difficult, especially about the future.
But for China it is a particularly forlorn task, given the scale and heterogeneity of
the country and the challenges of modernisation and market reform.
Nevertheless, with certain provisos, our analysis suggests that few benefits derive
to the Southeast Asian countries from China’s WTO accession, in terms of indi-
vidual abilities to capture a greater share of regional and global FDI flows. The
provisos are that China adopts fully its WTO obligations by 2005, that the social
cost of this can be accommodated, and that present political and administrative
structures will not be fundamentally destabilised as a consequence.

China currently enjoys the powerful combination of a large, low cost and edu-
cated labour pool, strong demand potential and satisfactory investment climate,
relative to the Southeast Asian countries. The weight of evidence suggests that, so
long as social and political cohesion is preserved, full compliance to the accession
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terms will cause domestic demand to rise, market access for foreign firms to
improve and the investment climate to strengthen relative to the Southeast Asian
countries. This implies that China should be able to attract a greater share of
global and regional FDI flows in the future. While a good proportion of FDI will
be ‘new’ (that is, China’s continued opening will have an FDI-creating effect), an
indeterminate yet potentially significant amount could be displaced from intra-
Southeast Asian FDI, or from initial and sequential FDI made by the Triad coun-
tries in Southeast Asia. The greatest competitive effect will come from China for
higher value-added market-oriented FDI. This is already increasingly taking place
in China, and it should accelerate after accession, especially from the Triad coun-
tries. Certain structural impediments currently prevent this from taking place in
many, if not most, of the Southeast Asian countries (Yean, 1998). The most imme-
diate surge in China’s inward FDI is expected in those services-related sectors
being opened for the first time. Substantial inflows of services-oriented FDI to
Southeast Asia are unlikely while service-based MNEs establish toeholds in the
China market. As domestic demand in China expands, more manufacturing-based
FDI should also be attracted, mainly from developed country firms undertaking
increasingly more capital and technology-intensive production.

It is also possible that some foreign and domestically owned production in
Southeast Asia may migrate to China, as its investment climate improves relative
to current production locations. Both Singapore — already a major investor in
China — and Malaysia have recently registered increased outward FDI flows in
labour-intensive manufacturing, as production costs rise at home, a growing pro-
portion of which may soon be directed to China. Likely candidate industries
would be export-oriented manufacturing operations in Southeast Asia with rela-
tively few backward linkages to local suppliers and other parties. These are preva-
lent in textiles and garment production and some in types of electronics
manufacturing. Some of the competitive effect for export-platform type FDI in
Southeast Asia will come from China’s coastal provinces. However, rising wage
and non-wage costs here may militate against this. Within a few years of WTO
accession, greater pressure should be felt from China’s central and western
provinces, as the transport and technical infrastructures here undergo further
improvement, and as economic development is boosted by the acquisition of
SOEs by foreign investors. Broadman and Sun (1997) make a good case for the
more central provinces of Hunan and Henan as candidates for the next wave of
inward FDI to China, for cost-oriented as well as market-seeking motives.
However, coastal locations such as Beijing, Shanghai, Zhejiang and Hebei will
retain their appeal for many foreign investors, for obvious reasons. Of course, a
certain level of market-seeking FDI will always be maintained in the Southeast
Asian region, irrespective of developments in China. For example, MNEs will
continue to support and establish subsidiaries in individual Southeast Asian
countries, to complement their import function with sales, marketing, and
distribution activities. But this is relatively low value-added activity, and
generates few spillovers and other benefits for the host economy compared to
more capital-intensive investment.
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If our analysis is correct, and China does have a magnetic effect on patterns of
regional FDI, this will have significant implications for each of the Southeast
Asian countries, though to varying degrees and for different reasons. As many of
these issues are discussed elsewhere in this volume, we present only a brief
account. First, for some Southeast Asian countries, such as Brunei, Myanmar and
Indonesia, FDI is mostly natural resource-oriented, notably in the oil and gas
extraction and support industries. It is unlikely that China is, or will be, a magnet
for FDI in these areas, and to some extent China’s influence in Southeast Asia will
be least felt by them. If China does prove able to attract a greater proportion of
regionally allocated market seeking FDI in services and manufacturing, this will
impact most those Southeast Asian countries which themselves have relatively
small markets in terms of, for example, population (such as Brunei, Laos and
Singapore) or purchasing power (such as Myanmar and Vietnam). Larger
Southeast Asian countries like Malaysia, Thailand and the Philippines should
continue to attract a proportion of market-seeking FDI, but whether this is in cap-
ital- and technology-intensive sectors is questionable. Currently, the FDI stock of
these countries exhibit a strong source country affiliation, with a preponderance
of European, and especially British-owned FDI in Malaysia and American invest-
ment predominating in the Philippines and Thailand. Should these source coun-
tries continue to raise their investment in China, to levels normally seen in
developed host countries, this may be at the expense of sequential FDI in
Southeast Asia. What is more, these Southeast Asian countries may experience
divestment, as ‘foot-loose’ foreign and domestically owned production relocates
to China.

Of course, some Southeast Asian countries should benefit directly from market
opening in China. An obvious candidate is Singapore, whose firms have expert-
ise in several service-related areas, such as in education, construction, engineer-
ing consultancy, business services, transport and logistics. Certain language and
cultural similarities should augment the competitive advantage of Southeast
Asian firms in China compared to their US and European rivals. Although intra-
Southeast Asian FDI is not significant in terms of world flows, it is important to
some economies in ASEAN. For example, the newer ASEAN members —
Cambodia, Laos, Myanmar and Vietnam — only attract relatively small amounts
of FDI in absolute terms (although often large as a proportion of GDP), but their
principal source tends to be fellow Southeast Asian countries, particularly
Singapore. If China’s opening does displace intra-Southeast Asian FDI, and espe-
cially Singapore-sourced FDI, these countries could suffer economically.
Indonesia and Malaysia, which also host large amounts of Singaporean FDI,
could be similarly affected.

7.6 The policy response of Southeast Asia: deeper
regional integration as a win—win solution?

What steps can the Southeast Asian countries take to militate against the growing
threat of China as an FDI magnet in the region? Today, the priority of MNEs is to



The impact of China'’s WTO accession on SE Asian FDI 151

withstand global competition by strengthening their ownership advantages across
all markets in which they operate. Thus, the Southeast Asian countries should all
aim to provide competitive immobile assets to complement those mobile assets of
MNEs. On a unilateral level, this means proactive national policies to enhance the
quality of the workforce, infrastructure, supply networks and institutions.
Deficiencies in their respective investment climates should also be tackled. As we
have seen, transaction costs in Southeast Asia are on a par with those in China,
while several Southeast Asian countries lack a compensating economic base of
any comparable size. Investment promotion measures targeted at particular indus-
tries (in which the host Southeast Asian country has an actual or potential com-
petitive advantage) or source countries (with existing trade or historic
connections) should also help. The Southeast Asian countries could compete indi-
vidually with China as a production site by depreciating their currencies and
cutting production costs. However, this solution is probably untenable, given the
high social costs and lower living standards that would follow. They could also
realign their economies to become more resource-oriented, supplying agriculture
and minerals, not only to a growing China, but also the wider region. Although
feasible, rigidities and under-investment in several of the Southeast Asian
economies limits their ability to accomplish this in the short term. Nevertheless,
those countries with a common border to China — Laos, Myanmar and Vietnam —
should improve their transport and communications infrastructure with both
China and the rest of Southeast Asia, in order to benefit as conduits for the rise
in China—Southeast Asian trade flows that should follow accession. So should the
Southeast Asian countries in general; not only with China’s coastal provinces, but
also with those central provinces identified as likely recipients for the next wave
of inward FDI.

Although such unilateral initiatives may go some way to offsetting China’s
improving situation as a host economy, the real gains to Southeast Asia will come
by replacing deteriorating individual locational advantages relative to China with
a superior regional one. Consequently, the ASEAN Free Trade Agreement
(AFTA) or the Asian Investment Area (AIA), or both, should form at least part of
the policy solution. For two reasons, more concerted effort is needed to co-
ordinate and harmonise investment regulations and regimes across Southeast
Asia. First, this would aid in negating unilateral ‘beggar thy neighbour’ policies, in
which individual Southeast Asian countries ‘race to the bottom’, by attempting to
out-compete each other with improved investment conditions under WTO rules.
Second, it could facilitate an improved division of labour across Southeast Asia.
This would permit Southeast Asian and outsider firms to allocate resources at a
regional level within the region, according to the comparative advantage of
member states, in much the same way that MNEs are beginning to do now in
China. Both Southeast Asian and non-Southeast Asian MNEs would be better
able to rationalise existing production across the region, and to generate greater
economies of scale and other efficiencies as a result. Opportunities for intra-
industry specialisation would provide a boost to the investment climate of Southeast
Asia as a whole, especially for efficiency-seeking FDI. Thus labour-intensive
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manufacturing may be encouraged in low cost countries like Myanmar and
Vietnam, while high-end, capital-intensive manufacturing could continue to be
sited in Singapore, for example. At the same time, a workable AFTA would also
create a single market of sufficient size to begin to counter that of China for
market-seeking FDI. It could also help to stimulate outward investment in
Southeast Asia by Chinese enterprises, which themselves will soon be under
growing pressure to develop foreign markets following accession. Indeed, this
process is already underway, with the Philippines, Malaysia and Thailand begin-
ning to attract Chinese FDI in resource-based sectors such as agriculture, chemi-
cals, paper and rubber (ACEGEC, 2001). If implemented, greater regional
integration in the form of AFTA and the AIA should provide fresh stimulus to both
intra- and extra-Southeast Asian FDI, and could go some way towards offsetting
China’s growing economic weight in the region. The likelihood that these frame-
works will be pursued by Southeast Asian countries and ASEAN is discussed else-
where in this book. However, it is worth pointing out in the context of this chapter
that Southeast Asia is a net investor in China. This may mean that investment
co-operation both within Southeast Asia, and between Southeast Asia and China,
will be directed more to protecting Southeast Asian investors in China and improv-
ing the conditions for Southeast Asian firms there than vice versa. If so, any further
deepening of economic integration within Southeast Asia could be impeded.

7.7 Conclusion

In this chapter, we have sought to describe the likely impact of China’s accession
to the WTO on its locational attractiveness for FDI, relative to the Southeast
Asian countries. Our analysis is limited in that, by focusing almost entirely on two
economic regions and on FDI to the exclusion of trade, it disregards the interde-
pendencies that characterise international business today. Also, econometric work
is needed to fully understand the extent to which FDI displacement to China
might negatively impact the economic performances of the Southeast Asian coun-
tries, and what the consequences of this might be for them.

Nevertheless, we detect several changes to the established pattern of inward
FDI to China since the mid-1990s that may have had a quantitative and qualita-
tive effect on FDI flows to the Southeast Asian region. We also considered how
China’s investment climate might evolve as a consequence of acceding to the
WTO and complying with its accession obligations. This is a difficult question to
answer. Whilst we recognise the possibility that China will not fully comply, and
that the market-reform process may indeed be undermined by social, political or
other considerations, the thrust of our analysis is that China’s investment will
indeed be strengthened by WTO accession, relative to the Southeast Asian coun-
tries. Consequently, we argue that China will probably have a magnetic effect on
FDI in the region, rather than a neutral or benign effect, although this will vary
by source country and industry. Initially the effect will be felt mostly in service-
related FDI, where much reform in China is taking place. Later, the propensity
for manufacturing FDI to gravitate to China should also rise. Further, it will
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mostly affect inward FDI from the Triad countries, but it could also have a
diversionary effect on intra-Southeast Asian FDI. In order to counter the growing
economic weight of China in East and Southeast Asia, and as individual member
states will be limited by what they can accomplish alone, we argue that the
Southeast Asian countries should act in concert to enhance the attractiveness of
the region as an investment location, relative to China. Greater regional integra-
tion (in the form of AFTA or the AIA) will be an important, if not crucial, ele-
ment of the policy solution.

It will also be important for the Southeast Asian countries and ASEAN to bol-
ster economic and political ties with China. Southeast Asia should improve its
communication and business links, so that market expansion in China can serve
as a boost to China—Southeast Asian trade, and act as an engine of growth for the
region. At a political level, China’s position and status among the industrialised
countries improved markedly during the WTO negotiations, and compliance with
the terms of accession should see this strengthen further. Closer co-ordination
could see China acting as a spokesperson for the region, providing fresh vigour
to East Asian countries’ separate and combined bargaining positions in the WTO
and elsewhere. It is likely that, by joining the WTO, China will become more
prominent as an economic force in the region, and also in the world. This may not
happen immediately, and the journey may not be a smooth one. Nevertheless, it
is important that politicians and policy-makers on all sides take steps to ensure
that it will not be at the cost of economic development in neighbouring countries
such as those of Southeast Asia.

Notes

1 Within Southeast Asia, the ‘ASEAN-5’ comprises of Indonesia, Malaysia, the Philippines,
Singapore and Thailand. The ‘ASEAN-10" comprises the same five countries, plus the
remaining member countries of the Association of Southeast Asian Nations: Brunei,
Cambodia, Laos, Myanmar (Burma) and Vietnam.

2 See South China Morning Post, 12 November 2001, p. 1.

3 We fully acknowledge the inherent data inadequacies of the China Statistical Yearbook
and other official Chinese data sources. It is widely accepted that much FDI in China is
illusory and that actual total inflows are significantly lower than that reported. First, cap-
ital equipment and intellectual capital (brands and trademarks) contributed by a foreign
investor to a joint venture are commonly overvalued, inflating the level of equity
invested, and therefore also recorded FDI. Second, mainland Chinese, Taiwanese
and western investors are known to steer (or ‘round trip’) investment funds through
Hong Kong intermediaries, so as to avoid certain investment restrictions and to benefit
from preferential tax treatment and other incentives available to ‘foreigners’. Along with
tax haven diversion, such factors are thought to have inflated China’s 1994 FDI inflow
data by as much as 37 per cent (Broadman and Sun, 1997). In reality, the precise extent
is difficult to quantify, so circumspection is advised when interpreting FDI data for
China, including that used in this chapter.

4 For political reasons, Taiwanese investment into China was prohibited before 1990, so
an unquantifiable proportion of Taiwanese FDI at this time was routed via intermediary
investor nations, notably Hong Kong, thereby inflating the latter’s share of total FDI
inflows by home country source.
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5

The position of the Cayman Islands and the British Virgin Islands as source countries
improved over this period as well, and in part this accounts for the downturn in the
position of Hong Kong and Taiwan. However, as these are not the ultimate home coun-
tries of FDI inflows, they are disregarded.

For example, Thomsen (1999) reports that around two-thirds of Japanese output in
China is sold on the domestic market.

Behind, in descending order, the United States, Germany, Japan, France, the United
Kingdom and Canada in respect of trade, and behind the United States, United
Kingdom, Hong Kong SAR, Germany, and (together) Belgium and Luxembourg in
respect of FDI stock.

For example, severe nationwide clampdowns have already reduced the incidence of
intellectual property appropriation and corruption, albeit as much to meet domestic
imperatives as to appease foreign investors.

These data suggest that the slowdown in inward FDI to China, observed in the late
1990s, was probably not due to saturation effects (Lemoine, 2000).



8 The future of cross-border
mergers and acquisition activity
in Southeast Asia

Frank L. Bartels

8.1 Introduction

Whereas the metrics for tracking foreign direct investment (FDI) flows are well
established, either under IMF balance-of-payments protocols, or through the
recording functions of host country central banks and investment agencies, delin-
eating with certainty the activity of cross-border merger and acquisition (M&A)
activity,! in terms of volumes and values, is much more problematic. Indeed, the
problem has a number of dimensions. First, cross-border M&As form but one
option within the FDI policy framework of modal neutrality (UNCTAD, 1996) by
which firms can enter and service international markets. As such, cross-border
M&As should be arithmetically part of measured aggregate FDI flows. Secondly,
disaggregated statistics obtained by tracking cross-border M&A activity are more
readily available in Europe and North America than in Southeast Asia, due to
limited analytical capacity, albeit notwithstanding the publication of the ASEAN
Investment Report (ASEAN, 2001).

Thirdly, whereas capital flows are defined as either FDI, foreign portfolio
investment (FPI) or bank loans, cross-border M&As — which have become more
complex and increasingly constitute the majority of, and driving force behind,
global FDI activity (UNCTAD, 2000) — are often financially and operationally
structured as a combination of all three types of capital flows, within which dif-
ferent financial instruments are used. Typically, the stock and asset sales (not just
of the ‘mega-deals’) in cross-border M&As may comprise ‘the acquisition of
shares through portfolio investment, followed by an injection of FDI (which could
take the form of additional traditional “green-field” plant and/or licensing and/or
joint venturing) partly financed through commercial bank lending’ (Freeman,
2000: 8). Fourthly, in the specific regional context of Southeast Asia, the national
identities of parties to cross-border M&As can be of three types: both are
Southeast Asian firms; both are subsidiaries of Triad-based Multinational
Enterprises (MNEs) (one of which is usually headquartered in Singapore, and
which could be the result of the global consolidation of mature oligopolies and
services sectors); or one company is a Southeast Asian firm and the other is a
non-Southeast Asian firm operating in the region. Consequently, reports from dif-
ferent high fidelity institutional and statistical sources can tell different stories
and indicate different numbers for cross-border M&A activity.?
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This problem renders the task of projecting the pattern of intra-regional
cross-border M&As in Southeast Asia fraught with potential difficulties, notably
of double counting, and confusion of what precisely constitutes regional cross-
border M&As. Nevertheless, even though cross-border M&As in Asia constitute
a small percentage (in terms of volume and value) of global M&A activity, the
Asian economic crisis and the recent rapid expansion in, and then deceleration,
of cross-border M&As warrants analytical attention. In this chapter, we are not
going to analyse motives for cross-border M&As, or assess normatively the
impact on various stakeholders. We take it as given that the forces contributing to
the upward pressure on global M&A deal flow, epitomized by a confluence of
deregulation, liberalisation and the specific circumstances of the Asian economic
crisis, converge into the industrial organisation logic of capturing more efficiently
scale economies, and the managerial behaviour of maximizing utility. We refrain
also from examining anatomically cross-border M&As from an organizational
process perspective. Suffice is to say that this modality of FDI is statistically
problematic and presents a ‘janus complex’ — M&As have been increasing in pace
and size throughout the 1990s, up to the end of 2001, and yet simultaneously,
empirical analyses continue to point to failure in the majority of M&As.’
Furthermore, the trajectory of regional economic development by leading countries
necessitates an examination of intra-regional cross-border M&As that take their
departure from the Asian economic crisis of 1997-98.

8.2 Patterns in intra-regional cross-border M&A activity

Intra-regional cross-border M&As, from an intellectual capital perspective —
optimising the make or buy decision (Gupta and Roos, 2001) — have been tradi-
tionally avoided by Asian companies (of which significant portions are family
owned®) in preference for the implicit and informal protocols of collaborative
(alliance) ventures, in keeping with cultural propensities for knowledge creation
routines (Mowery et al., 1996; Venzin et al., 1998; Simonin, 1999). Consequently,
minority cross-share holdings are readily found in Asia, and the region’s share of
cross-border M&A activity, in value terms, is modest at less than 2 per cent of the
global total in 1999, even allowing for the pick-up in M&A activity in the wake
of the Asian economic crisis.

Nevertheless, in conformity with long-term global trends, cross-border M&A
activity in Asia — and particularly in Southeast Asia — are destined to rise. As cross-
border M&A is one modality of FDI activity, the underlying pattern of intra-regional
cross-border M&A activity should reflect the overall pattern of intra-regional FDI
activity, in which Singapore is predominant. First, this is due to the restrictive M&A
regulations of Southeast Asian countries in general, compared to that of Singapore.’
Secondly, it is Singapore’s strategy to diversify its economic sources of growth by
expanding its ‘external wing’ of overseas business assets, through deploying
government-linked companies (GLCs) in overseas and regional FDI, including
cross-border M&As. Thirdly, the preponderance of M&A expertise in and around
Singapore’s capital market stands in contrast to that of other regional capital centres.
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Before examining specific Singapore aspects of overall intra-regional
cross-border M&A activity, it is instructive to look at the phenomenon before and
after the Asian economic crisis. It is widely accepted that intra-regional cross-bor-
der M&A deal flow prior to 1998 was modest in scale and scope, averaging below
USS$S5 billion annually (Mody and Neglishi, 2001). Individual country participa-
tion was modest, with the exception of Indonesia in 1994 and Malaysia in 1996,
as indicated in Table 8.1.

As previously indicated, statistics on cross-border M&As are difficult to
disaggregate, and Table 8.1 presents a broad view of the Southeast Asian compa-
nies acquired, but not the identity of acquiring companies, which may have
been Southeast Asian, non-Southeast Asian but operating within the region, or
non-Southeast Asian and wholly from beyond the region.

From FDI inflow indications, we know that cross-border M&A activity has
contributed to cumulative FDI flows into Southeast Asian countries. Between
1995 and 1998, cross-border M&As represented cumulatively 41.1 per cent of
FDI inflows for Indonesia, 53.3 per cent for Malaysia, 13.3 per cent for
Singapore, and 38.5 per cent for Thailand respectively (ASEAN, 2000b). This
reflects the larger international picture, bearing in mind that Asia has traditionally
shunned cross-border take-over deals. Also, the pressure of managerial utility,
evident for North American and European managers with their share option
compensation packages, has been largely absent in Asia’s executive management
practices.®

Given the relatively low incidence of intra-regional cross-border M&A deals
prior to the Asian economic crisis, it is valuable to revisit the structural reasons
for regional firms resisting this modality of FDI which has, at least until very
recently, been the preferred market entry strategy in the Triad economies.” This
permits a better appreciation of the structural changes that Asia — including
Southeast Asia, with its ASEAN Free Trade Area (AFTA) and ASEAN
Investment Area (AIA) initiatives — is likely to undergo in the coming years.

In general, the dynamics of intra-regional cross-border M&A deal flow
requires a number of necessary and sufficient conditions. These conditions are
encapsulated by critical capacities and capital markets’ capabilities, in conjunc-
tion with the development of specific industrial assets, with production profiles

Table 8.1 Cross-border M&A activity in Southeast Asia, by sales and selected economy of
seller (US$ million), 1991-98

Country 1991 1992 1993 1994 1995 1996 1997 1998

Indonesia 275 2,287 1,421 6,507 4,125 2,654 4312 1,705
Malaysia 1,004 1,197 541 393 821 4,497 2,361 1,693
Philippines 123 576 679 1,824 2966 2,708 2,835 2,238

Singapore 127 450 2,071 1,145 597 1,692 1,208 548
Thailand 152 2,556 330 605 2963 2,063 1,405 1,820
Vietnam 49 227 2,329 2,894 1,975 1,300 901 88

Source: ASEAN (2000b): 68.
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oriented towards maturity — and hence overcapacity — in the presence of
oligopolistic competitive forces. Sufficient conditions are provided by the state-
defined regulatory environment that either encourages and/or permits rapid
industrial consolidation, and is resistant to special interests and lobbying for pro-
tection by various industrial interests.!’

First, the widely used definition of the region’s leading regional economies as
newly industrial(ising) countries (Wade, 1990) — despite homogenous export
characteristics — implies a less than broadly mature industrial landscape. Further,
apart from Singapore’s capital market, there is an absence of extensive interme-
diation with the quality of layers, articulation and instrumental skills found in the
major financial centres of the world (Bartels and Freeman, 2000; Freeman and
Bartels, 2000). Recent developments in East Asia’s economic landscape have been
due largely to external agents allowed either to operate independently of host coun-
tries, thus rendering hosts as dependent intermediators (Singapore), or dependently
on hosts (through collaborative formalities) and thus permitting host countries to
develop as autonomous intermediators (South Korea), through the capture of
higher levels of technology (Buckley and Mirza, 1988; Berger and Hsiao, 1988). In
the main, ‘greenfield” FDI and International Joint Ventures (IJVs) have been the
main mode of market entry, and overall, neither plant nor capacity had reached the
classical economic or technical definition of industry maturity, before being over-
taken by the financial misalignments that triggered the Asian economic crisis. This
is notwithstanding the similar structure of exports from Southeast Asia in particu-
lar, that at first examination might suggest signs of regional industry maturity
(Zhan and Ozawa, 2001) and regional over-capacity. Therefore, from an industrial
organisation perspective, the industrial landscape of Southeast Asia has not hitherto
been generally conducive to cross-border M&A deal flow.

Secondly, the sufficiency condition, of the visible hand of government in eco-
nomic management has been very much in evidence (World Bank, 1993;
Krugman, 1994). The role of the interventionist state and the oligarchic structure
of business in East Asia — and particularly Southeast Asia — and generally restric-
tive ownership regimes for FDI activity effectively ruled out a vigorous market
environment for M&As during much of East Asia’s recent economic growth
trajectory, from the 1970s until the hiatus of the Asian economic crisis.

Intra-regional cross-border M&As should be viewed as US$25.3 billion in
Asian sales, against a background of US$720 billion for global cross-border
Mé&As in 1999 (UNCTAD, 2000), with the vast majority being acquisitions (rather
than mergers) with horizontal (i.e. same industry sector) formats. Before the onset
of the Asian economic crisis, Asia averaged less than US$7 billion in cross-border
M&A sales. Interestingly, cross-border M&As in the five countries most influ-
enced by the Asian economic crisis points to only Singapore and Malaysia as
active in the period 1995-96, at US$1,140 million and US$448 million,
respectively (UNCTAD, 2000). In the period 1998-99, only Singapore was active
in M&As, at US$2,463 million. This is broadly reflective of intra-regional FDI
patterns (see Chapter 5).
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But, rather than dwell on the Asian economic crisis, we elect to look at the key
players, as this is more useful in pointing to the likely future pattern of intra-
regional cross-border M&As. Bearing in mind the problems of disaggregating
data on intra-regional cross-border M&As,!! the argument that pre-crisis
Southeast Asia did not have a vigorous cross-border M&As landscape, (i.e. a
shallow depth to, and absence of, mature industries) is supported by evidence that
once cross-border M&As had started, both the volume and value of cross-border
M&As deals into the region decelerated rapidly, from about 300 deals in
mid-1997 to about 190 in mid-1999, and from about US$10 billion in assets to
about US$6 billion, respectively (ASEAN, 2000b). Cross-border M&As into
Southeast Asia had previously grown from about US$4 billion in 1990 to a peak
of about US$14 billion in 1996, prior to the Asian financial crisis and economic
downturn.

Two questions suggest themselves. The first being why such a rapid fall-off in
intra-regional cross-border M&A deal flow, even after Southeast Asian host coun-
tries’ general acceptance of the need for liberalisation to permit market forces to
operate without the distortions imposed by government regulation? The second
being what does this deceleration in M&A deal flow imply for future patterns of
intra-regional cross-border M&As, as the region engages — through AFTA and the
AIA — in the broader global economy, and within the context of hitherto rising
global M&A deal flow.!?

Table 8.2 indicates the modest role the Southeast Asian region plays in global
M&A activity, even during the ‘opportunity years’ of asset sale bargains in the
immediate aftermath of the Asian economic crisis.

Five observations are apposite. First, the distribution of targets ‘in play’ points
to greatest financial distress in Thailand. Secondly, in all cases, Singaporean
firms lead in intra-regional acquisitions, ranking first in all cases, and dominat-
ing intra-regional cross-border M&A deal flow. In Indonesia, the only Southeast
Asian source of acquiring firms was Singapore. Thirdly, Malaysian firms played
a minor role as acquirers. Fourthly, Southeast Asian acquiring firms represented
16.7 per cent of intra-regional cross-border M&A activity in the largest deals
over the twenty-month period in Asia. Fifthly, the only substantial ‘mega-deal’
was valued at US$1,920 million — the acquisition by Singapore’s QAF Ltd
of Indofood PT of Indonesia, in July 1997. The next largest M&A deal
came in at US$175 million — the acquisition by Singapore Power Ltd of Asia
Pulp and Paper Co. of Indonesia.

The Southeast Asian region is a high capacity host to FDI activity, but its
domestic firms are clearly a weak set of players in the cross-border M&As game,
in which acquirers from US, the Netherlands and UK have been the dominant
firms. Noting the problem of measuring intra-regional cross-border M&As and
disaggregating the flows from inward FDI, the most recent evidence available
confirms the dominance of Singapore companies in acquisitions, and the domi-
nance of Indonesia in terms of companies acquired. Table 8.3 illustrates this
pattern of acquirer and acquired.
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Table 8.2 Profile of the largest” intra-regional cross-border M&A deals in Southeast Asia,
from July 1997 to March 1999

Southeast Total number  Total number of Total value of Southeast Asian

Asian host of cross- cross-border all firms acquiring firm

country border M&A deals by acquired deals, as a
M&A® Southeast Asian (US$ million) percentage of
targets firms total deals

acquired in
host country

Indonesia 23 4 (Singaporean) 2,098 17.4

Malaysia 31 6 (4 Singaporean, 1 128 19.4
Thai, 1 Malaysian)

Philippines 22 3 (2 Singaporean, 1 65 13.6
Malaysian)

Thailand 50 8 (5 Singaporean, 2 233 16.0
Malaysian, 1
Indonesian)

Total 126 21 2,524 16.7°

Source: Zhan and Ozawa, 2001: 96-102.

Notes

a Deals of more than US$1 million in value.

b Includes a minority acquisition, leading to management control.
¢ Average.

Table 8.3 Intra-Southeast Asian cross-border M&A activity, ranked by acquirer and
acquired, cumulative figures from 1999 to first half of 2001 (in US$ million)

Rank Acquired 1 2 3 4 5 6 Total
acquirer  Indonesia Philippines Thailand Singapore Malaysia Vietnam

1 Singapore 636 794 784 — 109 6 2,329

2 Malaysia 374 32 30 16 22 — 474

3 Philippines — — — 183 — — 183

4 Thailand — 24 — — — — 24

5 Indonesia — — — — — — —
Total 1,010 850 814 199 131 6 3,010

Source: ASEAN, 2001.

Note
— means not available.

It should be recalled that Table 8.3 represents relatively few individual deals,
and in relatively few business sectors, again confirming the limited field for
cross-border M&As in the region, and which gives intra-regional cross-border
M&A deal flow a highly asymmetric morphology. An examination of the busi-
ness sectors in which firms are acquired shows this skewed distribution, as
indicated in Table 8.4.
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Table 8.4 Intra-ASEAN cross-border M&A activity, ranked by acquired company’s business

sector
Rank 1 2 3 4 5 6
Acquired Indonesia Philippines Thailand  Singapore Malaysia Vietnam
Sector
Primary Palm oil
Plantations
Mining
Secondary ~ Chemicals Energy
Food and Food and Food and
beverage beverage Dbeverage
Auto
manufacturing
Tertiary Banking Education Property Financial
services
IT Telecom Health
care
Property Property
Banking
Total 1,010 850 814 199 131 6

(US$ million)

Source: ASEAN, 2001.

Table 8.5 Cross-border M&A sales in Southeast Asia, 1990-2000 (US$ million)

Year 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000
Total 1,314 656 1,457 1,249 1,923 3,524 2,593 6,091 7,361 8,881 5,746

Source: UNCTAD, 2001, cited in ASEAN, 2001.

What may be inferred from this most recent evidence? From a regional per-
spective, this skeletal pattern again represents the industrial distress brought
about by the Asian economic crisis. Acquiring firms tend to be based in the rela-
tively unaffected economies. In this case, Singapore is widely acknowledged to
have been not only the least affected, but also to have exploited opportunities to
adjust policy at an advanced pace, and which was taken advantage of by its firms
in a manner unrivalled by others in the region. Acquired firms have tended to
come from economies seriously affected by the Asian economic crisis —
Indonesia, Thailand and the Philippines. The pattern also represents the type of
asset qualities available, as well as the ‘purchasing’ or ‘acquiring’ power of
regional firms, which appears more limited in comparison to Triad-based MNEs,
whose purchases enabled Southeast Asia to record much larger cross-border
M&A deals, as shown in Table 8.5.

In 1999, intra-regional cross-border M&A deals were only some 11 per cent of
total Southeast Asian cross-border M&A deal flow, indicating that the greatest
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part of cross-border M&A activity, and the strategic competition entailed, was
generated by extra-regional actors who, in becoming intra-regional operators
consequently, will pose regulatory challenges for AIA rules. First, what is perhaps
surprising is the prominent representation of tertiary sector targets in intra-
regional cross-border M&A deals, which outnumber secondary and primary
targets. Secondly, in the majority, secondary and primary targets predominate
in Indonesian firms acquired, whereas tertiary targets predominate in Thai
and Malaysian firms acquired. This suggests further confirmation of an
intra-Southeast Asian division of labour.

In attempting to explain the rapid decrease in intra-regional cross-border M&A
deal flow from 1995 to 1999, the assessment of Southeast Asia fluctuates between
that of ‘the next M&A hotspot’ (Metwalli and Tang, 2002) with roaring fire-sales,
and the evident collapse of intra-regional investment flows (Business World,
1999). These opposing views are due in part to the evolution of investor senti-
ment, rising risk perceptions of emerging markets in general, and reduced
investor appetite for some Southeast Asian business assets — which due to
continuing problems of due diligence — appear contaminated with hidden debt
and other unpleasant off-balance sheet factors.'?

Part of the explanation for the investor ambivalence and the rapid fall off in
intra-regional cross-border M&A deals is due to shifting investor sentiment and
diminishing prospects — the best acquisition targets having been acquired in the
immediate aftermath of the Asian economic crisis (Scherrer and Bolick, 1999),
consequently hitting record volumes for all of Asia, of US$82 billion in 1999.!4
This was followed by a dramatic plunge, of 46 per cent in the value of cross-
border M&As in 2001 compared to 2000.'> Therefore, in terms of intra-regional
cross-border M&A deals, reflecting intra-regional inward FDI sources and host
countries depicted in Chapter 5, Singapore is the only significant player in intra-
regional cross-border M&As (Freeman, 2000). This situation has serious policy
implications for Singapore in particular, and Southeast Asia in general, which are
addressed later in this chapter.

Why the rapid deceleration in deal flow, when the promise of intra-regional
cross-border M&As was so high? The simple answer is because of poor quality
assets that were considerably over-priced, and which presented prospectors with
due diligence difficulties that could not be effectively resolved. These poor
quality business assets were not subsidiaries of Triad-based MNEs (usually not
for sale in the circumstances) but locally owned companies. The price gulf
between potential buyers and sellers in the majority of cases could not be bridged,
largely because of asset price inflation during the years of growth and the
‘psychology of fire sales’ which lowers the price willing to be paid by buyers, as
well as the ‘moral hazard’ factor that intervention would be forthcoming from
Asian governments (in terms of either reneging on earlier reform intentions or
business bailouts). Poor standards of corporate governance and due diligence
remain a major headache in Asia (Bartels and McGovern, 2002) and Asian
economic nationalism — the concern with ownership, rather than the location
and the manufacturing value added nature of the investment — puts a brake on
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intra-regional cross-border M&A deal flow.'® This brake on intra-regional cross-
border M&As, and continuing regional political instability, had by 2000 helped
shift cross-border M&A activity noticeably away from Southeast Asia and
towards Northeast Asia'” while enabling Singapore to be a major market for
cross-border M&As — where in 1999 the number of deals reached 191, compared
to 143 in Malaysia, 95 in Thailand, 71 in Philippines and 52 in Indonesia
(Freeman, 2000). Table 8.6 provides a sectoral view of this limited cross-border
M&A picture, for the top ten industries.

The target industries for regional cross-border M&As reflect the first phase of
targets, the momentum of investment regime liberalisation in the aftermath of the
Asian economic crisis, and continuing privatisation and corporate restructuring
programmes (even though some programmes have subsequently been trimmed in
pace and coverage), as well as broader multilateral agreement considerations.
Is there going to be a second phase to the region’s cross-border M&A deal flow?
With Singapore’s international firms being the only significant regional players,
evidence points to an answer in the negative.'®

This is likely to remain the case unless substantial progress on AFTA and the
AIA enable further M&A deals across the region, and assist in transforming
Singapore’s perception of being ‘a good house in a poor neighbourhood’ and
thereby refocus development of the external wing of its economy back onto the
surrounding region.!® Singapore’s government-linked companies have been very
active in M&A activity beyond the region, notably with equity plays for Air
New Zealand, Ansett, and Virgin Atlantic that have been successful; while
attempts at wider Asian M&As — notably Cable & Wireless Hong Kong Telecom
and Time Engineering of Malaysia (notwithstanding some success in the
Philippines with Globe Telecom, and in Indonesia with Bukara SingTel) — have
been notable failures.?’

Table 8.6 Top ten industries for Southeast Asian cross-border M&A sales, 1998-2000

(USS millions)
Rank Industry 1998 1999 2000 Total
1 Postal services and telecoms 837 3,990 1,328 6,155
2 Banking and finance 1,262 2,613 1,021 4,897
3 Non-metal 1,830 1,141 235 3,206
manufacturing
4 Food, beverages and tobacco 1,518 69 14 1,600
5 Utilities 921 155 262 1,339
6 Real estate 25 625 477 1,128
7 Extraction minerals, oil 140 900 24 1,064
and gas
8 Business services 588 213 201 1,02
9 Retail distribution 302 242 110 654
10 Transport support services 22 520 48 590

Source: ASEAN, 2000b: 76.



164  Frank L. Bartels

In terms of the larger regional investment policy framework, considerable
outstanding issues concerning intra-regional cross-border M&As remain related
to the AIA, and the treatment of investors on ‘national’ basis. Despite the benefi-
cial aspects of M&As which, to some extent, assisted in the recovery from the
Asian economic crisis (Agami, 2002) and their value acknowledged by regional
policy-makers,?! as far as ASEAN is concerned members tend to promote their
own individual country as an investment host, rather than the region as a whole
as an integrated investment location for FDI inflows. Investors who think in
regional terms continue to be disappointed in Southeast Asia. Whether a base in
the region defines an investor as national intra-regional, irrespective of the
ultimate ownership of equity, is yet to be fully clarified within the protocols of the
AIA agreement.

A further question presents itself. Does the liberalisation undertaken — by the
Thailand Board of Investment since its establishment in 1997, for example —
represent an intra-regional irreversible policy shift, or will the Asian interven-
tionist tendency regain influence, if and when full recovery from the Asian
economic crisis is assured? A return to interventionism is more likely given

signals from commentators on the ‘centralised allocation of resources’.??

8.3 The future of intra-regional M&As in Southeast Asia

The peak in intra-regional cross-border M&As that occurred in 1996-97, and in
particular the cross-border M&As that took place in the aftermath of the Asian
economic crisis, can be attributed to very specific circumstances and opportunistic
reasons. These were: (a) currency depreciations, leading to a cheapening of regional
asset values; (b) the collapse of stock market equity values, making corporate
capital affordable; (c) liberalising changes to investment regulations, permitting
M&As and 100 per cent foreign ownership in a broader range of industrial sectors
than was possible before; (d) distressed and over-leveraged Southeast Asian firms
unable to continue as going concerns without capital injections from foreign
investors (either existing partners or suitors); and (e) opportunistic behaviour by
MNEs in continuing their geo-economic spatial coverage and presence in the
Southeast Asian markets (Agami, 2002).

We need to take each reason in turn, and see whether conditions are conducive
for its repeat under ‘normal’ cyclical economic determinants. First, while Asian
exchange rates are low compared to levels before the Asian economic crisis, they
have stabilised and probably can only appreciate, as export performance and/or
wider economic growth rapidly strengthens from a low base line.?* Thus, once
best targets have been acquired, this reason is unlikely to trigger further signifi-
cant volumes of intra-regional cross-border M&As, especially given prevailing
conditions in the US economy.?*

With respect to undervalued assets, the better acquisition targets have been
acquired and retired from the prospects list, and Southeast Asia’s gradual pace of
industrialisation is unlikely to generate rapid replacements in the immediate
future. Given the relatively narrow range of industrial intermediation and low
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capacity utilization rates — epitomised by Thailand’s industry, which declined
from an average of 72.4 per cent in 1996 to 52.1 per cent in 1998 (Bank of
Thailand, 1999), with the lowest utilization in the automotive, food and construc-
tion sectors — prospects for intra-regional cross-border M&As in this regard seem
weak. Furthermore, with respect to assets already under foreign ownership and
reinvestment of earnings — a proxy for further FDI or M&As — according to
Morgan Stanley, lower reinvested earnings point to diminishing FDI activity by
US-based MNEs in Southeast Asia.?> In the period 1995-2000, reinvested
earnings averaged over 65 per cent by US-based MNEs for their operations in
Singapore, in comparison with much lower rates (below 20 per cent) for
Indonesia, Malaysia, Philippines and Thailand.

Secondly, the still troubled regional stock markets are still not particularly
attractive to international capital. For example, in 2000, investors sold off
US$1 billion net in Thai listed equities.?® Thirdly, changes in the region’s various
FDI regimes towards greater liberalisation, including permitting increased foreign
participation, are structural not cyclical — a one-time stimulus to cross-border
M&A deals. Room for further liberalisation outside the AFTA and AIA frame-
works appears limited. Arguably, for ASEAN it might be possible to speed up its
time-table for full compliance with these agreements, but pragmatically this is only
an option for the ASEAN-5 countries, and besides, the situation indicated above
with respect to capital replacement remains unresolved. Tellingly, FDI capital
formation ratios for provincial China are outstripping those for Southeast Asia.

Fourthly, distressed Asian firms in need of capital injections have either
succumbed, or have been removed from, the prospectus of likely M&A acquisi-
tion targets. The best prospects have now been acquired, and cross-border M&As
are unlikely to be executed for their own sake, especially given the degree of
corporate distress being felt in the US and Europe.?’

Lastly, by definition, the opportunistic behaviour of MNEs implies a
re-direction of attention away from the Southeast Asian region because, from a
competitiveness perspective, abnormal returns are available only from non-
contested or latent economic arenas with rapid growth prospects, and hence it is
unlikely that the first waves of cross-border M&As will be repeated.
Consequently, Triad MNEs are looking elsewhere and many are consolidating
their trans-Atlantic operations.?

The foregoing view is broader than a strictly regional perspective, as within
Southeast Asia only Singapore’s industrial and services sectors really have note-
worthy M&A capacity. Intra-regional cross-border M&As are thus skewed, and
because of measurement issues and other problematics, the precise morphology
of the dynamics is clear only with respect to Singapore, and must be read with
due regard to intra-regional FDI flows (see chapter 5).A view that the underlying
causal factors of the Asian economic crisis have been eliminated in the past five
years, and intra-regional cross-border M&As are poised to continue needs to be
seen in the light of serious outstanding problems.?’ Intra-regional cross-border
M&A deal flow is likely to reflect the global downturn in M&A activity for the
foreseeable future.
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8.4 Policy implications

Zhan and Ozawa (2001) draw some comprehensive conclusions on cross-border
M&As for non-Japan Asia in general, and specifically for the Asian economic
crisis countries (four of which are Southeast Asian). Going forward, what are the
likely future patterns and policy implications for intra-regional cross-border
M&As? The various dimensions that need to be addressed are: domestic invest-
ment and enterprise; domestic capital markets; FDI regulations; and domestic
competition policy. Of course, within the ASEAN context, the domestic is in fact
regional, given anticipated AFTA and AIA provisions.

Although the prevailing conditions support a lower level of regional cross-border
M&A deals, for the reasons outlined here, global cross-border M&As — and espe-
cially Atlantic plays — in the long term are likely to increase in scale and scope
(notwithstanding the current collapse in M&A deal flow).*° Southeast Asia, even in
anticipating AFTA and the AIA, is likely to remain a relative ‘side show’ for M&A
activity. Nevertheless, intra-regional cross-border M&As carry serious implications
for the region’s competitiveness as an open economy.

The historically low levels of intra-regional cross-border M&As, notwith-
standing the activity peak observed, points to weak regional capital market capac-
ities and M&A capabilities. The major issue is the need for a ‘thickening’ of a
broad range of intermediation services that enable sophisticated financial instru-
ments to occur at lower valuations, and to be deployed for intra-regional cross-
border M&A deals (Freeman and Bartels, 2000). Without intra-regional
cross-border M&A transactions at the level of small and medium sized enter-
prises (SMEs) within the regional economy, adjustment to greater diversification
across conglomerates’ horizontal and vertical trajectories is likely to be severely
stunted. This diversification is considered strategically important, to facilitate
growth and increase competitiveness among regional SMEs. The counterposition
that should be put reflects the ‘presence of government’ in Singapore’s M&A
plays that could be resented by other Southeast Asian countries. Given the ‘fire
sales’ that drew popular negative reaction in some parts of the region — for
example in Thailand (Godement, 1999) — the notion of FDI is welcomed in
Southeast Asia, but that of foreign ownership is not. This requires managing
a shift in the mental landscape of the region, to reduce emotional resistance to
intra-regional cross-border M&As. This goes hand-in-hand with compliance with
WTO obligations.

A second area of implications is that of mergers monopolies and competition
(MMC) policy. The AFTA and AIA provisions, while cognizant of MMC, are
arguably weak in articulating a robust MMC policy, able to defeat narrow nation-
alistic protectionist tendencies. Given ASEAN’s history of non-interference in
domestic issues, it is hard to conceive how it can forge a valid region-wide
MMC policy and accompanying institutions, capable of regulating intra-regional
cross-border M&As.

A third area is that of corporate governance and disclosure’’ in relation to the
requisite due diligence without which M&A deals are rarely consummated.

31
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Unless corporate governance attitudes, standards and processes improve, intra-
regional cross-border M&A deals are unlikely to occur at the rate that would
constitute a healthy Schumperterian economic dynamics. A fourth area of con-
cern for policy-makers is the efficiency of regional capital markets and their
intermediation roles. A number of issues are evident regarding regional capital
markets’ capacity, such as: the trading volumes of some stock markets; the abil-
ity to develop or adapt new financial instruments; the ‘back-office’ support struc-
tures (not only in relation to markets, but also banking operations); and the
sectoral imbalances that constrain broad-based intra-regional cross-border M&A
activity (Freeman and Bartels, 2000).

A fifth area of policy formulation is encapsulated by the issue — does modal
neutrality (allowing MNEs to select their entry mode, rather than hosts distorting
economically that decision via incentives, policy regime bias and laws) matter for
increasing intra-regional cross-border M&As and ‘greenfield’ FDI alternatives,
in ASEAN? The response to this question is a function of industrial organization
and its temporal characteristics, in the context of widespread liberalisation and
falling trade and investment barriers in emerging markets. This process devalues
the competitive advantages of companies’ organic growth towards increased mar-
ket share (because this is a longer-term process), and enhances the competitive
advantages of ‘buying’ market share through acquisitions (because this is
a shorter-term process). For the host country, organic growth trajectories enable
derived localisation benefits to be more deeply rooted over the shorter-
term, whereas this is generally not the case with intra-regional cross-border
M&As (Appelbaum et al., 2000). From a classical international business
perspective, whereas ‘greenfield’ FDI alters the Porter (1990) dynamics of indus-
try competition, intra-regional cross-border M&A activity does not alter industry
competition, because existing capacity merely changes title once the M&A deal
has been executed.

The foregoing indicates clearly that, in absolute terms, intra-regional cross-
border M&A deal flow in Southeast Asia is limited in industrial scale and scope, as
well as in its spatial and temporal manifestations. In comparative terms, Southeast
Asia’s cross-border M&A activity is diminutive with respect to the European and
North American economic space. These two fundamental characteristics are not
going to change radically in the foreseeable future, as the region’s only major
M&A player — Singapore — is likely to continue looking for diversification oppor-
tunities beyond the immediate confines (and disappointments) of the Southeast
Asian region.

Notes

1 Cross-border M&A 1is taken to be the financial transaction of acquiring more than a
10 per cent equity stake in a company incorporated in one country, by a company
incorporated in another country.

2 Information on M&A activity can be found from a variety of sources, including:
Thomson Financial; Done Deals; M&A-oriented publications; Bloomberg; and
Standard & Poor’s.
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9 The prospects for foreign direct
investment in the transitional
economies of Southeast Asia

Nick J. Freeman

9.1 Introduction

Cambodia, Laos and Vietnam all actively welcome foreign direct investment
(FDI) activity, and have done so for a number of years.! FDI inflows are regarded
as an important method of boosting economic development and growth, and
assisting in the transition process — consisting of both economic reforms and busi-
ness liberalisation measures — currently underway in these three countries. On
paper at least, the (still evolving) laws and regulations pertaining to FDI activity
are relatively liberal, such as permitting 100 per cent foreign-owned business ven-
tures across a fairly wide range of business sectors. As FDI inflows have accrued,
and the confidence of policy-makers has grown, the foreign investment regimes
in these transitional economies have continued to improve, in tandem with
marked improvements to the wider business environment in these host countries.

This chapter does not seek to delve too deeply into the specifics and mechan-
ics of FDI activity in these three Indochina countries.? Rather, it attempts to place
this activity within four pertinent contexts: (i) of history; (ii) of more recent
global trends in foreign investment flows and investor sentiment; (iii) of the dif-
fering FDI experiences of the three countries; and (iv) of the current international
business environment. The chapter ends with some proposals as to how
Cambodia, Laos and Vietnam might build on their recent success in attracting
relatively substantial FDI inflows to the sub-region, and best harness future FDI
activity in the next phases of their economic development programmes.

9.2 The history of FDI in Cambodia, Laos and Vietnam

When looking at FDI activity in the Indochina sub-region, one tends to focus on
the inflow of foreign capital that has occurred over the last decade or so, as part
of the economic transition process that the three countries have been undergoing
since the late 1980s. As foreign private capital was generally not permitted into
these countries in the years preceding their ‘opening up’, the policy-makers
of Cambodia, Laos and Vietnam have been on a relatively steep learning
curve; learning how to attract, retain, sustain, manage, harness, monitor — and
then attract yet more — FDI inflows. This process is partly a science, and partly
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an art, as policy-makers in the other Southeast Asian countries will testify. It is
also a fairly relentless process, as the extremely competitive environment for
attracting FDI flows poses ever-new challenges for host countries that wish to
stay ahead of the game. However, it is worth keeping in mind that the territory
that currently spans the Indochina sub-region — if not these actual states — has
witnessed relatively significant foreign capital inflows before, as part of the
French colonial empire. Indeed, some interesting parallels between the FDI
inflow patterns of today, and those of the first three decades of the twentieth
century are worth noting briefly.’

The industrial revolution helped drive the first major investment foray into
‘emerging markets’ — in the form of colonial possessions — as the major European
economies sought out new territories from which to source resource inputs and as
markets for their manufactured products. Industrial capitalism brought the need
for a greater commitment of resources, and the enactment of long-term invest-
ments in these new markets, and France and its colonies were no exception. Much
of the first wave of foreign investment in colonial Vietnam was oriented towards
communications and mining activity, later followed by trading firms, rubber and
tea plantations, processing companies, and subsequently a few textile companies
(Callis, 1942: 76).* Funding came from taxes on the inhabitants, some financial
support from the French government, and from entrepreneurial private
investment. In terms of private investment, a mixture of loan financing and equity
rights issues were used to raise funding for a spectrum of business ventures. At
least in the initial period of colonial expansion into Indochina, the anticipation
that Vietnam might provide a back door into the massive Chinese market was a
major driving force behind the French colonial exercise (Murray, 1980).°> The
attraction of finding a land route into China was also almost certainly spurred by
a nagging doubt that the commercial merits of the Indochina region itself were
not very prepossessing. And although Vietnam became a viable business concern
in its own right, the proximity of the mighty Chinese market persisted, as
evidenced by the onerous construction of the Hanoi to Kunming railway line
between 1901 and 1910.°

The most vigorous period of foreign investment activity in colonial Indochina
was in the decade leading up to the Wall Street crash of 1929. In Vietnam, ‘private
capital flowed into the colony in an unprecedented stream, [and] Indo-Chinese
securities found their way into the safes of stockholders great and small’
(Robequain, 1944: 131). The establishment of rubber plantations, mines, banks,
trading firms and real estate companies burgeoned during this period, with over
3,800 million francs of new capital issues recorded between 1924 and 1930, of
which over 90 per cent were funds raised by private business (Callis, 1942: 78).
Within the agricultural sector, rubber plantations were the dominant focus of
foreign investment, along with coffee, tea, rice, sugar cane, teak, rattan, and
various other commodities. In the Mekong delta, irrigation works permitted a
marked increase in paddy production, and with it, rice exports. Within northern
Vietnam’s mining sector, coal became the primary output, along with tin ore,
zine, phosphate, lead, iron ore and gold. Industrial activities included rice milling,
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sugar refining, the grading and processing of various agricultural products, the
manufacture of soap and dyes, cement, as well as power and transportation
activities. Investment conglomerates and finance corporations were formed, such
as the Societe Financiere Francaise et Coloniale, which had diverse business
interests that spanned tea plantations, rubber plantations, sugar refineries,
paper and glass factories, power stations, coal mines, and even railways (Norlund,
1991: 80).7 And there was the mighty Banque de I’Indochine, which arguably
became the most powerful business force in Indochina (Murray, 1980: 144).8
In addition to dominating the trade financing business in Vietnam and Indochina,
the bank developed a remarkable spectrum of investments within the sub-region
and beyond.

Initial expectations of Indochina’s mineral wealth were lofty, and a first wave
of ‘mining fever’ hit Vietnam as early as the 1890s, although much of the initial
eagerness had dissipated by the early 1900s (Thompson, 1937: 115). However,
the mining industry in Indochina enjoyed a revival in the 1920s, and by the mid-
dle of that decade Vietnam had become the largest coal exporter in East Asia
(Thompson, 1937: 116). For Laos, tin mining was the only business sector that
received substantial foreign investment under French colonial rule (Stuart-Fox,
1995: 135-136), and Cambodia saw fairly vigorous gem mining activity. In total,
it is estimated that France invested 7 billion francs in ‘profit-yielding assets of
foreign companies’ in colonial Indochina, up to 1938, of which the majority
would have been expended in Vietnam. The scale of both state and private sector
investment activity in Vietnam was so substantial that one commentator has
suggested that by the 1930s, it ‘had become the most intensely exploited of all
European colonies in Asia’ (Murray, 1980: 131). But it should not be assumed
that all foreign investment in colonial Vietnam proved to be a profitable exercise.
Between 1929 and 1937, it appears that company dissolutions worth over
500 million francs were recorded, and just under 750 million francs in capital
reductions were also registered, prompting one commentator to say ‘it is
impossible not to appreciate the magnitude of the losses suffered by private
investments in Indo-China’ (Robequain, 1944: 164-5).

As Callis (1942: 82) points out, ‘the story of foreign investments in [colonial]
Indo-China is really a story of French investments.” Non-French investment in
Indochina was deterred through the use of tariff and non-tariff barriers and
currency regulations for non-French businesses; and subsidies and assistance for
French businesses. As a result, by 1937, 97 per cent of all foreign investment in
Indochina was sourced from France (Lindblad, 1998: 14-19). Indeed, these
protectionist policies meant that colonial Vietnam — and Indochina as a whole —
became somewhat divorced from the East Asia region in matters of trade and
business. As Norlund (1991: 89) depicts it, French colonial rule ‘...succeeded in
detaching Indochina from the Far East and attaching it to the French economy’.
The wave of foreign investment activity that Vietnam witnessed in the first three
decades of the twentieth century began to peter out in the 1930s, as the global
economic recession took its toll. Global prices for almost all the commodities
exported by Indochina dropped markedly, and the value of Indochina’s exports
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contracted by almost 60 per cent between 1929 and 1931. Not surprisingly, the
‘Indochina index’ on the Paris bourse plummeted from 106 in 1929 to just 22 in
1933 (Murray, 1980: 201). For anyone familiar with FDI activity in Indochina
over the last fifteen years, the sub-region’s FDI experience during the first three
decades of the twentieth century contains some uncanny parallels, as will be
evident later.

9.3 Recent trends in FDI flows and investor sentiment

Although the trend of substantial FDI flows to Southeast Asia began around thirty
years ago (led by Singapore’s contrarian stance towards foreign investment, and
its pioneering policies to attract FDI), the ‘re-opening’ of Indochina to foreign
investment, in the late 1980s and early 1990s, coincided with a particularly strong
‘bull market’ period in most forms of private capital flows — FDI, portfolio invest-
ment and commercial bank lending — to the emerging markets in general. And
within the emerging markets universe, Southeast Asia was a major recipient of
private capital inflows, buoyed by a consensus view that the region was a partic-
ularly fertile ground for investors seeking attractive risk-adjusted returns.
In 1990, for example, Southeast Asia attracted 36 per cent of all FDI flows to
developing countries, and the region exceeded China’s FDI inflows by more than
threefold.” Another group of emerging market countries attracting foreign
investor excitement at this time was the transitional economies of the former
Soviet Union, Eastern Europe and Asia. Therefore, as transitional economies
located in Southeast Asia, it is not surprising that the Indochina countries stimu-
lated considerable foreign investment appetite, when the sub-region opened its
doors to private capital inflows in the early 1990s. The Indochina countries not
only stood at the nexus of the emerging markets and transitional economies
growth ‘investment stories’, they were also well positioned to capture the
beginnings of a substantial intra-Southeast Asian FDI flow phenomenon. The
domestic corporate sectors of Malaysia, Singapore and Thailand had started to
generate fairly significant FDI outflows of their own in the early 1990s, until the
Asian financial crisis brought an abrupt end to much of this activity — with the
marked exception of Singapore. It is worth noting that, even today, other
Southeast Asian countries are ranked as the top investors in all three Indochina
countries (as measured by approved capital inflow pledges): Singapore leads in
Vietnam, Malaysia is in top of the rankings in Cambodia, and Thai investors
almost dominate FDI activity in neighbouring Laos.

Therefore, Indochina’s most recent ‘debut’ on the international investment
stage was fortuitously timed, and explains in large part why fairly considerable
FDI flows were registered, as foreign investors sought to capture new business
opportunities in the under-developed sub-region. Push factors, as well as pull
factors, were involved in this process. For example, major corporates in those
home countries that had missed out on much of Southeast Asia’s earlier economic
rise, regarded Indochina’s opening as an opportunity to ‘get in on the ground
floor’ of what they hoped would be a similar high-growth story.!” A herd instinct
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could also be discerned, as companies operating in the same business sector —
such as automotive assembly — followed each other into the sub-region.!' And
although this chapter primarily focuses on FDI activity, relatively substantial
commercial bank lending activity and equity portfolio flows to the sub-region
supported the FDI inflow trend.'? For example, between 1991 and 1995, roughly
ten different investment funds pertaining to Indochina were launched, raising in
excess of US$500 million of portfolio money, with insufficient thought given to
exactly how all this money could be sensibly invested.!> Investor appetite for
exposure to the Indochina sub-region was extremely high in the first half of the
1990s. Indeed, the rush of FDI inflows into the Indochina sub-region would
probably have been even more intense in the early 1990s, had it not been for the
lingering effect of various business restrictions (such as the US investment
embargo on Vietnam). Instead, the sub-region saw a more phased inflow of
foreign investors, as these business restrictions were gradually lifted, one by one.
The FDI inflows were also phased in terms of their sectoral patterns, in ways very
similar to the sectoral flow patterns seen during the first thirty years of the
twentieth century.

For Vietnam’s FDI inflows, the inflection point came in 1996, when foreign
investor sentiment — which had become much too lofty in the first half of the
decade — began to be replaced with increased concern within the business com-
munity that economic reform momentum had been lost. Foreign business
perceptions of the risk—reward ratio radically altered; away from the potential
rewards and towards the perceived risks. Previous straight-line growth projections
for the sub-region’s economies and domestic markets were also exposed as being
overly optimistic. As a cumulative result, a more sober appreciation of the kinds
of obstacles that foreign investors faced in generating attractive, risk-adjusted
rates of returns on FDI projects in Indochina was forming. Finally, the onset of
the Asian financial crisis in mid-1997 caused investor sentiment to deteriorate
even more, and FDI inflow pledges contracted markedly further.'#

So where is foreign investor sentiment towards Indochina today? There are
clear indications that foreign investor sentiment towards the Indochina sub-region
has improved markedly since 2000.!° A number of developments have been
perceived by the international business community as leading indicators that
economic reform momentum has been regained, and that Indochina’s economies
have survived the Asian financial crisis in relatively good shape.'® But if investor
sentiment has improved over the last two years, why has that not translated into a
substantial pick-up in new FDI inflow pledges to the Indochina sub-region over
the last few years? Part of the answer clearly lies with the fragile state of the
global economy, on which the Indochina countries have little influence. Also, the
extremely propitious conditions that existed in the early 1990s no longer exist:
although FDI flows to global emerging markets have held remarkably steady
since the financial crisis of 1997, commercial bank lending flows have been
reversed, and portfolio flows to Asia and emerging markets remain distinctly
anaemic. In this respect, the ebb and flow of FDI activity in the Indochina sub-
region during the 1990s has a number of parallels with the 1920s. But part of the
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answer also lies in the need for policy-makers in the sub-region to revise their
perceptions of the changing international business environment, Indochina’s
current position in global business networks, and the way in which foreign
investors’ host country needs are evolving. These are discussed in Section 9.5 of
this chapter.

9.4 Differing FDI experiences in Cambodia, Laos and Vietnam

All three countries broadly opened up to foreign investment at very roughly the
same time, issuing (and subsequently improving) quite liberal foreign investment
laws and implementing regulations. These efforts have been reciprocated with
relatively substantial investor interest from the international business community,
albeit prone to changing moods. Foreign capital was relatively quick to respond
to the promulgation of foreign investment laws in the three countries, and aggre-
gate FDI inflows have been quite admirable. Tables 9.1 and 9.2 show FDI stocks
per capita for the three Indochina countries compared (in 2000) and FDI stocks
as a percentage of GDP during the 1990s compared, respectively.

Table 9.1 FDI stock per person in Indochina
compared, 2000

Country US$

Malaysia 2,341
Thailand 388
Indonesia 286
China 271
Vietnam 225
Philippines 167
Laos 122
Cambodia 62

Source: UNCTAD.

Table 9.2 Inward FDI stock as percentage of GDP in Indochina
compared, 1990-99

Country 1990 1995 1999
Cambodia 13.4 17.0 19.4
Laos 1.4 11.9 42.8
Vietnam 3.6 31.1 55.6
China 7.0 19.6 30.9
Indonesia 34.0 25.0 46.2
Malaysia 24.1 329 65.3
Philippines 7.4 8.2 14.9
Thailand 9.6 10.4 17.5

Source: UNCTAD.



176 Nick J. Freeman

However, all three Indochina countries have seen much of the FDI activity
cluster in a relatively few geographical locations and business sectors, and have
registered mixed success in their attempts to better disburse this FDI activity, par-
tially through the use of various fiscal incentive schemes and the creation of
industrial zones.!” Since the late 1990s, all three countries have been members of
the Association of Southeast Asian Nations (ASEAN), and are committed to var-
ious initiatives that relate — directly or indirectly — to foreign investment activity,
including the ASEAN Free Trade Area (AFTA) and the ASEAN Investment Area
(AIA). These regional initiatives will have some influence on the overall FDI pro-
files of the three Indochina countries, and partially drive future FDI policies, such
as in the field of national treatment. Other agreements relating to economic
reform and business liberalization efforts — for which external assistance is being
provided, or on which subsidised loans are dependent — should also help these
countries tackle at least some of the host country obstacles that foreign investors
often identify. For example, the bilateral trade agreement (BTA) that Vietnam has
signed with the US contains a tranche of business liberalization measures that
relate directly to foreign investment activity.

Another similarity in Indochina’s FDI experience relates to foreign investment
data itself. Although great strides have been made in improving the foreign
investment data in the sub-region, it remains quite difficult to get an accurate and up-
to-date profile of FDI activity in Indochina.'® The disparity between the lofty
approved/pledged FDI inflow figures — typically recorded by the relevant licensing
body in the host country — on the one hand, and the more humble disbursed/
committed FDI inflow figures — often captured in the balance of payments data — on
the other, are quite considerable (particularly in Laos, where a handful of mega-proj-
ects have been approved but not yet implemented), and yet this important distinction
is not always made clear to the casual observer. Just capturing and collating FDI data
can be tricky, if multiple agencies are given the authority to issue FDI licences, as is
the case in Vietnam.!® But things get even more blurred when one considers a range
of factors that are not always being captured by the official statistics, such as:
increasingly substantial FDI activity being funded through reinvested earnings of
existing projects; joint venture projects where the local equity contribution — com-
monly in the form of land use rights — is often included in official FDI inflow data;
funding assistance through local or foreign bank loans, or inter-company loan com-
ponents; stalled FDI projects that may or may not have had their licences revoked,
exaggerated or inflated equity commitments by investors; and informal, small-scale
investment activity enacted by overseas nationals that often goes unlicensed. These
sorts of data limitations are by no means unique to Indochina, but they are common
to all three countries in the sub-region, and make it quite difficult to get anything
more than a broad impression of FDI patterns.?

The Indochina countries also share a paucity of FDI activity in the business
sector that largely dominates their domestic economies — agricultural activity — for
a variety of reasons.?! This feature, along with the clustering of FDI activity in a
handful of locations, means that foreign investment activity does not directly
impact on a large proportion of Indochina’s total population (slightly under
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100 million), although some indirect impact has undoubtedly been felt. Relative to
other measures of FDI activity, foreign capital’s role as a major source of employ-
ment in Indochina still remains quite modest. The Indochina countries have also
found it quite difficult to attract private capital into major infrastructure projects,
despite the promotion of BOT (build—operate—transfer) and similar contractual
agreements, and the assistance of such initiatives as the Asian Development Bank’s
Greater Mekong Sub-Region Programme. Some FDI activity has been oriented
towards serving the domestic market in Indochina, particularly in the early part of
the 1990s in Vietnam, but a considerable element has been attracted to the
Indochina countries as platforms for export-oriented production. In this regard, the
FDI profile in the Indochina sub-region broadly conforms to the ‘Southeast Asian
model” seen in Indonesia, Malaysia, the Philippines, Singapore and Thailand.
Where the Indochina countries differ from most other countries in Southeast Asia
is that their FDI has not occurred in tandem with — or supported by — foreign
(equity) portfolio investment in the host country’s stock markets. Neither
Cambodia nor Laos have ever had an equity market, whilst Vietnam’s three-year-
old equity market remains small, and effectively closed to foreign institutional
investors and foreign-invested projects alike.?

However, the business sectors in which FDI activity has been most prominent
have differed across the three Indochina countries, largely in conformity with the
perceived resource strengths and comparative advantages of the respective host
economies. In Laos, for example, less than ten individual FDI projects related to
energy generation (primarily hydropower) have dominated the country’s
aggregate FDI inflows, as measured by capital pledged, thereby making the
country’s annual FDI statistics quite ‘lumpy’ and volatile.?* It is no coincidence
that the two years in which Laos recorded ‘bumper’ FDI inflow pledges were the
two years when a number of large power projects were approved by the FDI
licensing authority. Conversely, years when no power projects were approved
tended to be considerably leaner years for total FDI inflow pledges in Laos. In
Cambodia, more than half the FDI projects in the manufacturing sector relate to
garment projects, and garment-related FDI accounts for almost a quarter of total
FDI inflows, thanks in large part to large garment export quotas for some export
markets. The other manufacturing sector to have seen substantial FDI activity in
Cambodia is wood and wood products, accounting for over 20 per cent of total
foreign investment. In Vietnam, the distribution of FDI activity across sectors is
more widely spread, with fairly substantial foreign investment activity recorded
in such areas as: oil and gas, construction, tourism, garments and footwear.

The home country sources of FDI in Indochina have also differed quite
substantially in the three Indochina countries. Only Taiwan features in the top three
home country sources of FDI of more than one country of the sub-region. However,
as the major ‘capital exporter’ in Southeast Asia, it is no surprise that Singapore fea-
tures in the top ten ranking of FDI sources for all three Indochina countries.>* The
other home countries that feature in the ‘top ten’ ranking of FDI sources for all three
Indochina countries are Taiwan, South Korea, Thailand, Britain, and the sub-region’s
former colonial ruler — France. It is worth noting, that despite being neighbours
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with close fraternal ties, no Indochina country ranks amongst the largest investors
in another country of the sub-region. In other words, relatively close political
affinities and geographical proximity have not yet translated into substantial long-
term equity-related business synergies, and intra-Indochina business relations
remain largely — but not exclusively — at the trading and contract level.>> Not only
are there relatively few business synergies that currently exist between domestic
firms in the sub-region, but the three countries are largely competing with each
other to attract FDI inflows in certain business sectors.

In both Cambodia and Laos, a small number of home country sources appear to
dominate FDI activity, as measured by capital pledged. In Laos, Thailand accounts
for almost half of total inflow pledges, and just five countries — Thailand, the US,
South Korea, France and Malaysia — together account for over 93 per cent of total
FDI inflows. In Cambodia, Malaysia accounts for over 40 per cent of total FDI
inflow pledges, and although not quite as extreme as in Laos, a handful of home
countries dominate the sources of FDI inflow pledges. Vietnam, in contrast, again
appears to have a better (i.e. more diverse) distribution of FDI inflow sources, with
no single home country accounting for more than 19 per cent of total inflows.

As in the first thirty years of the twentieth century, Vietnam has had the lion’s
share of FDI flows to the Indochina sub-region during the 1990s. And as a coun-
try with a population of roughly 80 million people, Vietnam’s market size should
continue to attract FDI activity that seeks to serve the domestic market. This large
domestic market — at least in terms of numbers, if not yet spending power — helps
keep Vietnam on the global FDI ‘radar screen’. Cambodia and Laos, however, are
likely to have a slightly more peripheral position, due to their much smaller
domestic markets. However, as Laos has found, having a small economy means
that a single large FDI project can have a potentially substantial impact on its
entire economy, even adding whole percentage points to national GDP. Put
another way, a small economy may only need a peripheral position on the global
FDI ‘radar screen’, by focusing on niche business sectors in which it can attract
strong foreign investor interest. (And the growth of cross-border production
networks (CPNs) is breaking down production into smaller incremental steps, so
that the range of potential niches appears to be increasing.)

In marked contrast to Vietnam, Laos has achieved a degree of integration
between its FDI inflows and its privatization programme for state-owned
enterprises, with a number of ‘flagship’ former state enterprises having been
partially divested to strategic foreign investors over the last decade.?® And in
contrast to both Laos and Vietnam, Cambodia has implemented a very attractive
tax regime in its bid to attract FDI inflows, with a low standard corporate income
tax rate, and an even lower rate for export-oriented FDI projects.?’

9.5 Looking ahead: better linking the transitionals
and transnationals

The impressive economic growth trajectory of Southeast Asia over the last twenty
years or so has been due in part to significant FDI activity (Jomo, 2001: 1-29). It
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therefore comes as no surprise that the transitional economies of the Indochina
sub-region have sought to emulate this, and harness the considerable inputs that
foreign investment can bring to developing and transitional economies, as part of
their own economic development drives.?® It could even be argued — as Yasheng
(2001) has done for China — that FDI activity can play the role of an ersatz private
sector for a transitional economy, when the domestic private sector is not yet suf-
ficiently robust to make much macroeconomic impact, and the state sector
remains lethargic.?’ In such a context, welcoming FDI is rather like importing a
ready-made private sector, capable of having a fairly immediate and positive
impact on a transitional country’s macroeconomy. In Vietnam in particular, it is
hard to envisage the recent economic reform process without the presence of a
growing community of foreign investors, as evidenced by their role in the coun-
try’s industrial production growth and corporate tax receipts. At their zenith in
1996, Vietnam’s FDI inflows as a percentage of GNP were the second highest in
the world. And across the Indochina sub-region, the presence of foreign-invested
projects is particularly visible in various export-oriented business sectors, where
they now account for a considerable proportion of total foreign currency earnings
and export volumes.

The above notwithstanding, the degree of coordination and integration between
FDI policies and other elements of the economic reform and business liberalisa-
tion process in Indochina has generally not been particularly strong.** For
example, the anomaly of slight increases in the scale of the state enterprise sec-
tor in Vietnam during the 1990s comes as a surprise to many observers. How
could state enterprises be increasing, at a time when a major element of the eco-
nomic reform process has been to downsize this sector, through the ‘equitisation’
(i.e. partial divestment) and other means? The answer seemingly lies with FDI,
and the joint ventures that have been established between foreign investors and
state enterprises, and which have buoyed the local partners.3! In this particular
case, it might appear that FDI activity in Vietnam has been working at cross-
purposes to other elements of the economic reform process. Yet experience shows
us that FDI policies should not operate independently or in a vacuum, but rather
‘in conjunction with ... macroeconomic and other policies to create a country’s
investment environment’ (Iboshi and Plummer, 1994: 19).

It is not only the transitional economies of Southeast Asia that are going
through major changes. As Buckley shows in Chapter 2 of this volume, interna-
tional business activity is also undergoing considerable transformation. Forces of
globalisation and advances in technology are driving this transformation process,
with production processes becoming increasingly ‘internationalised’, and compa-
nies and countries becoming increasingly specialised in what they produce (World
Bank, 2003b). This impacts on the kind of FDI activity that occurs: where it comes
from, where it goes to, in what form it is enacted, the size and pattern of flows, and
so on. The implications are potentially profound, and are as important to policy-
makers and local companies in developing and transitional economies as they are
to business executives working inside large multinational enterprises (MNEs).
Buckley has argued that investment agencies in Southeast Asia — including those
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in the Indochina sub-region — need to better understand the hub and spoke
strategies of multinational firms, their dynamic market entry strategies, and their
reliance on networks and clusters, amongst others. No longer does FDI simply
seek access to natural resources and new markets, as today’s foreign capital also
attempts to tap comparative advantages that come from placing very specific
business assets within a host country.

The ‘bad’ news here for Indochina is that such changes demand policy-makers
develop a much more detailed understanding of how increasingly complex and
fluid international business activity is evolving. The ‘good’ news is that policies
aimed at improving the host country business environment for foreign investors
are likely to reap more wide-ranging rewards for the local business community
too, as the artificial dividing line between FDI and domestic business continues
to evaporate. The factors that make for a good enabling environment for
local companies are increasingly becoming the same factors behind a good
environment for foreign investors, and vice versa.

However, there is still a general impression in Indochina that FDI activity
primarily entails foreign firms establishing ‘greenfield’ projects in the sub-
region, in order to generate new production capacity. But in a global environment
of overcapacity in many business fields where FDI activity in Southeast Asia has
been vigorous, this kind of FDI activity has been in short supply for several years
now, and shows no immediate sign of picking up. Rather, MNEs are seeking
to create elaborate and flexible CPNs with local companies in developing coun-
tries, sometimes with equity links and sometimes without. The AFTA is partly
designed to support this trend, and will oblige the Indochina countries to lower
their import tariffs on a range of products that had prompted some foreign firms
to establish manufacturing and assembly plants in the sub-region. But as AFTA
becomes a reality, some of this activity in Indochina is likely to cease, at least in
its current form.

As Bartels notes in Chapter 8 of this volume, the global ‘FDI growth story’ of
recent years has largely been a story about cross-border mergers and acquisitions
(M&As), not of greenfield projects. And in this regard, it could be argued that the
Indochina countries are not very well prepared, as current laws and regulations
make such cross-border activity difficult to enact. Tellingly, most M&A deals wit-
nessed in the sub-region have been between foreign firms, entailing the sale or
acquisition of business assets in Indochina. This explains why Laos appears a
remarkable three times in UNCTAD?s table of the thirty largest M&A sales con-
ducted in less developed countries between 1987 and 2001; all three related to
power projects enacted by European companies (UNCTAD, 2002¢: 7). Notably,
foreign investment directly into existing local companies, rather than as joint ven-
tures or wholly foreign-owned projects, remains constrained by various regula-
tions in the Indochina countries. In the case of Vietnam, for example, local
companies may currently only issue shares to foreign investors if they operate in
one of thirty-five business sectors, with a ceiling of 30 per cent of their registered
equity (and even less if they are listed firms).>> And in Laos, there are no regula-
tions to permit foreign investors from acquiring a stake in a local company, other
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than as a joint venture under the foreign investment law. This potentially
constrains the aggregate scale of FDI and other foreign capital inflows, and
hinders local companies in tapping foreign capital and other non-financial inputs
from overseas investors.

Foreign investors in Indochina get treated comparatively well, relative to local
companies. For example in Vietnam, foreign investors currently face standard
corporate income tax rates that are 7 per cent below those for domestic compa-
nies, and are potentially eligible for additional tax incentives and holidays.>* Such
a situation often comes about because the host country is competing directly with
other developing countries trying to attract FDI inflows, and feels it must at least
match the corporate tax rates and fiscal incentives offered by other Southeast
Asian countries to foreign investors. But this can become a vicious, cyclical ‘beg-
gar thy neighbour’ exercise — as countries respond and counter-respond to each
others’ latest incentives, resulting in a downward spiralling effect, mutually nulli-
fying each others’ incentives — with insufficient thought given to the actual merits
of doing so; quantifying the additional business activity gained as a result of
sector- or location-related fiscal incentives offered, versus the tax receipts
foregone.

It should be noted that evidence to support the utility of incentives in attracting
FDI inflows is less than wholly convincing. For example, a recent study by Beyer
(2002) of the transitional economies of Eastern Europe and the former Soviet
Union found no relationship between tax incentives offered and FDI levels.
Although it is widely agreed that, all things being equal, incentives may work in
attracting FDI inflows to one country ahead of another, rarely are things equal.
Bergsman (1999: 1-7) argues that despite their popularity, FDI incentives ‘in
most countries are simply not effective. They attract very little additional invest-
ment. And they have costs: they are a drain on the Treasuries of the countries that
grant them, they are sometimes counterproductive because they make investment
procedures too complex, and they sometimes lead to significantly greater cor-
ruption’. He concedes, however, that they may have some public relations effect,
particularly for ‘a country that wants to change its image from one that seems
unfriendly or unwelcoming to investors, to one that is welcoming and is ready to
facilitate private business in general and FDI in particular...’.

One alternative would be to more clearly identify specific areas in which the
host country has competitive advantages — something that foreign investors are
usually more adept at doing than host country investment agencies — and then try
to leverage more closely on these. In the case of Vietnam, these areas are likely
to relate to the country’s large and relatively well-educated labour force, its bur-
geoning community of local entrepreneurs and private companies, easy access to
coastal ports, and its industrial zones and export processing zones. In the case of
Cambodia, low unit labour costs, favourable export quotas to the US and EU
markets, and high tourism potential immediately come to mind. And for Laos, the
country’s natural and latent power resources, and equally high tourism potential
are perhaps its greatest strengths. In other words, rather than competing head-on
with numerous other Asian countries (including China), across a wide spectrum
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of business sectors and host country attributes, there would be more mileage in
the Indochina sub-region trying to better differentiate itself instead. It could be
argued that the Indochina countries have not yet really identified what intrinsic
qualities differentiate their economies and business profiles from other Southeast
Asian countries, and how they might use these to best effect.>* When FDI inflows
were substantial — and arguably greater than the host economies could absorb —
in the first half of the 1990s, the utility of differentiation may have seemed less
important, but as inflows have failed to revive markedly since the mid-1990s,3’
and as international competition for FDI becomes increasingly more intense, then
more effort could be focused in this direction. This is not to suggest that
Indochina’s policy-makers should get into the game of ‘picking winners’, but that
they should become more focused in their FDI attraction and hosting policies.

There is also a need for FDI strategy in the Indochina countries to be more
integrated with other economic and industrial development objectives, so that
FDI policies are consistent with — and ideally, also mutually supportive of —
various macroeconomic, industrial, corporate and other reform policy agendas in
these transitional economies. Ideally, a host country’s FDI policy agenda should
dovetail with its policies towards developing the domestic corporate sector
(including state sector divestment), as well as a spectrum of other social and eco-
nomic development agendas. This should help avoid contradictory policies
emerging, and ensure that all pertinent organisations (including local and central
government, local and foreign businesses, and domestic and overseas financial
institutions) are all pulling in roughly the same direction. This is probably the next
big agenda for the Indochina countries in the field of FDI promotion. As they now
stand, the FDI laws and regulations are very liberal and continue to improve, the
incentives offered are quite generous, and foreign investors are often treated bet-
ter than domestic investors. Nonetheless, FDI inflows continue to contract, or at
least not return to the highs of the period from early to mid-1990s, for various
reasons. And there is relatively little more that the Indochina countries can do in
the specific field of FDI promotion, as diminishing returns have started to set in
for FDI regulatory reform.*®

Instead, policy focus needs to shift towards bringing greater consistency to the
business environment for both local and foreign investors (4 la Singapore®’), and
tackling constraints to business development in general, for local small firms and
large MNEs alike.*® In other words, the future policy agenda for promoting FDI
in Indochina may actually shift outside the direct sphere of the foreign investment
regime per se. This notion is supported when one looks at the sorts of issues that
foreign investors usually cite as the main obstacles they face when conducting
FDI projects in Indochina, most of which pertain to the wider host country
business environment. They include: excessive regulation and red tape, inade-
quate legal infrastructure and weak enforceability, poor physical infrastructure,
weak banking and financial markets, privileges still enjoyed by state-owned
firms, inadequate local input suppliers and service providers, poor and/or expen-
sive communications, high land costs, corruption, high tax rates (although not in
Cambodia), inadequate property right protection, currency controls, etc.
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Arguably, the Indochina countries have made slow progress in this realm, and
may explain in part why FDI inflows are not picking up sufficiently.

Although some FDI-specific policy measures, such as offering tax holidays,
may act as a temporary palliative to mitigate these sorts of problems, they still
need addressing in the long term. And if the FDI policy agenda is no longer
focused on entirely FDI-specific issues, this means that a wider range of govern-
ment and other agencies will need to coordinate their efforts to improve the host
country environment. Of course, the added attraction in tackling these sorts of
issues is that any gains made should be of benefit to more than just foreign
investors, but to the wider business community as a whole. Besides, as interna-
tional business forms mutate, and CPNs proliferate, making a clear distinction
between the two (local and foreign firms) and their differing needs is becoming
increasingly difficult and redundant.

9.6 Concluding remarks

The host country investment agencies of Indochina would benefit from becoming
better informed of the international business environment, and acquiring a more
advanced understanding of their economies’ and corporate sectors’ competitive
strengths — where can Cambodia, Laos and Vietnam best fit into the ‘global food
chain’? There is little utility in continuing to generate lengthy lists of projects that
these countries wish to see FDI input, as has been done in the past.* It has to be
recognised that FDI flow patterns are driven as much by ‘push factors’ as they are
by ‘pull factors’. The industrial revolution in Europe did much to push FDI activ-
ity into the ‘emerging markets’ of colonial possessions — French Indochina
included. Another mini-revolution is underway in the field of international busi-
ness today, which will have an impact on the kinds of FDI activity we are likely
to see in developing countries, including the Indochina sub-region, in the coming
years. This is not well appreciated by policy-makers in Indochina, partly because
the recent distractions of the Asian financial crisis served to temporarily cloud the
more long-term factors influencing FDI flow patterns in the Southeast Asian
region. As a consequence, the Indochina countries are ‘marketing themselves’ to
the international business community as attractive host country destinations for
some kinds of foreign investment activity that are no longer prevalent. And this
may explain in large part why the improvement in general investor sentiment
towards the sub-region in recent years has not translated into improved FDI
inflows.

Current excitement surrounding China’s continental-sized economy is obliging
all Southeast Asian countries to reassess their relative merits in attracting FDI
inflows (and thereby clearly distinguish business sectors in which China has an
absolute advantage but may not have a comparative advantage. In the late nine-
teenth century, the initial driving force behind French investment in Indochina
was a hope that the sub-region would provide an avenue into that great, elusive
China market. Might Cambodia, Laos and Vietnam provide an equivalent
economic ‘avenue’ in the near future? Rather than competing with China in
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attracting FDI inflows, are there ways in which the three Indochina countries can
seek to ‘ride the China growth story’ immediately to the north of the sub-region?
Ultimately, China is likely to become a substantial source of FDI for the
Indochina sub-region. Indeed, the activity of Chinese investors in Cambodia and
Laos has become much more pronounced since 1997, partly taking advantage of
the vacuum left by the withdrawal of other Southeast Asian investors from the
sub-region. However, it will take time for China’s FDI inflows into Indochina to
gain real momentum. And in the meantime, the most vigorous business activity
between China and the Indochina countries will remain in the area of trade. The
current concern within the Indochina countries is of Chinese products both
flooding their domestic markets and seizing third country export markets, and
thereby inflicting severe damage on their own manufacturers. This threat is real.
However, China will increasingly source more inputs from overseas, and the
Indochina countries could be part of this phenomenon. Much will depend on the
ability of their policy-makers to position the Indochina countries to take advan-
tage of changes in the international business arena. Judging from the relative
success of the first decade of FDI activity in Indochina, there is room for guarded
optimism that the next episode in the sub-region’s ‘FDI story’ will be one of
further growth and development.

Notes

1 Vietnam first began attracting FDI in 1987, and Laos followed one year later.
Cambodia’s current foreign investment law dates from 1994.

2 The term ‘Indochina’ is simply used here as a collective noun to depict the three
countries of the sub-region (Cambodia, Laos and Vietnam), without any political, his-
torical or other connotation intended.

3 ‘FDI in French Indochina before 1900 appears to have been utterly insignificant’
(Lindblad, 1998: 13).

4 Robequain (1944: 158-161) dates the commencement of mining-related foreign
investment in Indochina (primarily in Tonkin) to 1888, with French investment in other
business activities following at least a decade later. Investment in agricultural cultiva-
tion was relatively scarce before 1910. Textile production (centred on Nam Dinh in
Tonkin) came later, and began to compete with business interests in the metropole.
But this was unwelcome by those who thought Indochina’s role was to serve France —
through the supply of raw commodities and as a market for French products — rather
than be an alternative and competitive production base. As a result, ‘the French did little
to promote the modernization of manufacturing industries in Viet-Nam’ and after 1930,
‘they even allowed the traditional Vietnamese activities of sericulture and silk-spinning
to decline’ (Smith, 1968: 130). Also see Tertrais, 2001.

5 Murray asserts that the ‘principal motivation [of the colonial annexation of Indochina]
was France’s desire for a passable route into China’s Yunnan province’ (Murray,
1980: 55).

6 Murray depicts the construction of the Yunnan railway line as ‘one of the most costly
and laborious feats of colonization” (Murray, 1980: 173). Despite numerous cash injec-
tions, the private company mandated to build the railway was ultimately dissolved and
the colonial administration took over.

7 ‘The principal aim of these giant firms was to seek fresh investment opportunities in the
colonies, to facilitate the issue of shares and bonds on the Paris capital market, and to



10

11

12

13

14

15

16

17

18

19

20

21

FDI in the transitional economies of SE Asia 185

directly supervise the organisation of production undertaken by their multifaceted
subsidiaries in the colonial territories’. Murray, 1980: 124.

For a telling depiction of the rise and rise of the Banque de 1’Indochine, see Murray,
1944: 132—-154, and Thompson, 1937: 222-223.

This relative position was steadily diluted during the 1990s, and by 2000 Southeast
Asia’s FDI inflows were less than 6 per cent of global flows to developing countries,
and were just a third of China’s inflows.

This was true of Australian and French companies in particular.

Over a dozen automotive companies signed FDI licences in Vietnam, anticipating
aggregate car sales that were well beyond anything that the country could hope to
sustain, even in the medium term.

The ‘interest spread’ on some bank credit was remarkably low, relative to the level of
risk, as banks also sought to gain loan exposure to the sub-region. As for the invest-
ment funds, their shares traded at substantial premia to their underlying asset values,
as portfolio investors tried to gain exposure to the sub-region.

The Vietnam-oriented investment funds comprised: the Vietnam Fund, the Vietnam
Frontier Fund, the Beta Viet Nam Fund, the Templeton Vietnam Opportunities Fund,
Vietnam Enterprise Investments Limited, and the Lazard Vietnam Fund. Other listed
funds that had a mandate to invest in Indochina as a whole included the Beta Mekong
Fund and the Southeast Asia Frontier Fund. In addition to these listed country funds, a
small number of private investment funds oriented towards Vietnam were also
launched in the early 1990s. Also see Freeman, 2001b: 7-10.

As an indicator of how low investor sentiment dropped after 1996, by 1998 the listed
Indochina funds were trading at the steepest discounts to NAV in the entire emerging
markets universe for closed-end funds.

For example, see Margot Cohen, ‘Vietnam: New and Improved’, Far Eastern
Economic Review, 30 January 2003.

Such leading indicators include: the resumption of IMF lending in both Laos and
Vietnam; the opening of a stock market in Vietnam; the signing of a bilateral trade
agreement between Vietnam and the US; Cambodia and Vietnam’s active pursuit of
WTO accession; and various positive changes to the domestic business environments
in the Indochina countries.

In the case of Vietnam, roughly 60 per cent of all FDI stock is located in Ho Chi Minh
City, Hanoi and Dong Nai province. Although it is not surprising that some of the more
distant rural provinces have missed out on Vietnam’s FDI inflow phenomenon, even
cities like Haiphong and Danang have seen less FDI activity than one might expect for
such major urban centres. Beyond the hydropower sector, both Cambodia and Laos
have also found a large proportion of their FDI activity clustered around their
respective capital cities, Phnom Penh and Vientiane.

This section of the chapter draws in large part from work contained in Freeman and
Nestor (forthcoming), which although focusing wholly on Vietnam, is also broadly
applicable to Cambodia and Laos.

In Vietnam, most major cities, provinces, export processing zones and industrial zones
now have the authority to license some FDI projects located within their territory, and
within certain capital limits. In the case of Vietnam, more than 30 different agencies
have reportedly issued investment licences to foreign investors.

It should be recognised that the difficulties of collecting, collating and interpreting FDI
data are a perennial problem for most countries, including advanced ones. For
example, see ‘Hong Kong’s $64bn question’, The Financial Times, 29 March 2001. As
Lindblad (1998: 6) noted, ‘patterns of FDI can only be identified if FDI is measured
properly and that is often more easily said than done.’

These reasons include the low rate of return often associated with agriculture-related
businesses, issues relating to land use by foreign investors, and government restrictions
on FDI activity in some areas of agri-business.
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At the time of writing, twenty-one companies were listed on the Vietnam stock market,
with a market capitalisation of below US$200 million. Total foreign ownership in
shares of a listed company is capped at 20 per cent, with single foreign institutions not
permitted to hold more than 7 per cent of shares in a company, and foreign individuals
capped at a mere 3 per cent.

Just seven FDI projects — all relating to energy generation — account for over
65 per cent of total FDI inflow pledges in Laos, of which only a few have actually
commenced operations.

A proportion of FDI accredited to Singapore as the home country will be investment
by genuine Singapore firms, and some will be FDI enacted by MNEs that have their
regional headquarters located in the city-state.

One notable exception would be the Lao—Viet Bank, a joint venture bank headquartered
in Vientiane, primarily mandated to provide financing for trade flows between Laos and
Vietnam. The two partners in the joint venture are state-owned commercial banks.

For example, the country’s telecommunications company and the Beer Lao brewery.
Indeed, equity in the latter has been sold to foreign investors on two separate occasions
(Freeman, 2003).

The standard corporate income tax rate is 20 per cent, but can be as low as 9 per cent
for eligible companies. Cambodia’s policy conforms with Bergsman’s assertion that
small and ‘otherwise less attractive countries that have potential as export platforms
may need to have effective rates [of corporate income tax] not higher than 10 or
15 percent, or maybe even less for exporters, if they hope to get a lot of FDI’
(Bergsman, 1999: 7).

Such FDI inputs go well beyond just funding, and can (potentially at least) span a range
of other non-financial attributes: new technology, skills and design, organisational and
management techniques, overseas market information and access, etc. Some of the
most valuable non-financial inputs, such as advanced technology, are kept as propri-
etary knowledge within the closed equity networks of multinational firms. See Campos
and Kinoshita (2002) for an interesting discussion of the impact that FDI has had on
the economic growth of transitional countries in Eastern Europe and the former Soviet
Union.

Yasheng (2000) argues that ‘China’s FDI is not a sign that its economy is strong and
healthy. Rather, it underscores some fundamental distortions.’

A notable exception would be state enterprise divestment in Laos, and the role played
by strategic foreign investors (Freeman, 2003).

During the 1990s, joint ventures with private companies in Vietnam accounted for less
than 2 per cent of total FDI activity. In the initial period of FDI activity, foreign
investors were strongly encouraged to establish joint ventures with state enterprises.
Under Decision 260/2002/QD-BKH, issued by the Ministry of Planning and
Investment, which updates a previous list, issued in June 1999, which identified just
twelve business sectors in which foreign investors could acquire stakes in local firms.
The current list of permitted business sectors differs from the list of sectors permitted
for FDI activity in the form of joint ventures or wholly foreign-owned projects. In
Vietnam, a foreign investor may acquire up to 30 per cent of a local unlisted company,
and up to 7 per cent of listed company.

At the time of writing, the standard corporate income tax rate for local companies in
Vietnam is 32 per cent (plus a 25 per cent surcharge on after-tax income), compared
with a standard rate of 25 per cent for foreign investment projects.

Intrinsic qualities would not include temporary windows of opportunity that might
subsequently close, such as advantageous trade quotas for specific export products into
specific overseas markets. Michalet (1997) provides an analytical checklist of country
attractiveness (p. 24).

In the first half of 2002, Vietnam’s FDI approvals were down over 55 per cent on the
previous year. Saigon Times Daily, 1 July 2002.
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This is not only true for the Indochina sub-region. As UNCTAD (1998: xxvi—xxvii)
noted, ‘diminishing returns has set in [for the liberalisation of FDI frameworks] and
liberal FDI policy is increasingly losing its effectiveness as a locational determinant of
FDI’, as ‘adequate core FDI policies are now simply taken for granted’.

In many respects, Singapore stands as Southeast Asia’s example of best practice in
most policy issues and strategic initiatives pertaining to FDI, although the relative
affluence of the government does allow it to pursue various kinds of non-fiscal incen-
tives and even direct co-investment activities that are less feasible for the Indochina
countries.

For example, regulatory consistency could be established in the following areas:
(lower) corporate income tax rates for local and foreign-invested companies;
(more selective and targeted) fiscal incentives for local and foreign-invested compa-
nies; (higher) foreign equity caps for listed and unlisted local companies; (more)
business sectors that are open to foreign investment in existing local companies and
conventional forms of FDI activity (e.g. joint ventures).

For instance, in late 2001 Hanoi issued a list of 160 projects calling for foreign
investment in the Vietnamese capital, including a US$30 million golf course, a
US$110 million entertainment park complex, a US$85 million ‘eco park’, and
a US$150 million ‘centre for auto racing and football betting’.



10 The future of foreign portfolio
investment in Southeast Asia

Nick J Freeman

10.1 Introduction

This chapter sits at a slight tangent to the others in this volume, with its primary
focus on foreign portfolio investment (FPI), rather than foreign direct investment
(FDI).! In this regard, foreign investors tend to be financial institutions, rather
than manufacturing or other kinds of service companies; and the recipients of the
capital inflows tend to be relatively well-established local companies, rather than
newly established foreign-invested entities. In their most stereotypical forms, a
multinational company investing in a joint venture or wholly owned ‘greenfield’
FDI project is a markedly different exercise than a fund manager taking a minor-
ity equity stake in a domestic company that is listed on the local stock market.
However, this sort of distinction is becoming increasingly less common, as the
fine line between FDI and FPI begins to blur, such as in the structuring and
financing of cross-border mergers and acquisition (M&A) deals. In the course
of a single cross-border M&A deal, for example, the acquiring company may
initially take a stake in the acquiree company by buying some of its shares listed on
the local stock market, before making a full acquisition bid, possibly financed in
part by bank credit from either local or overseas commercial banks. The end result
is a foreign-invested enterprise operating in the host country (possibly using both
local and foreign funds as leverage), but the means of enactment is unlike the
‘plain vanilla’ FDI activity that Southeast Asian countries — and their investment
promotion agencies — are most familiar (and perhaps most comfortable) with.

Another hybrid of FDI and FPI seen in Southeast Asia is venture capital (VC)
activity, also sometimes referred to as ‘private equity’.> Although Singapore has
made considerable strides to develop a local community of VC companies, much
of the VC investment activity in the region is conducted by overseas companies,
using capital that has been raised overseas, and thus can be regarded as foreign
investment. Typically taking equity stakes in selected private companies, the man-
agement of a VC fund will usually attempt to directly assist these companies in
increasing shareholder value, and subsequently seek to exit these investments at
a profit, often through public share issues and stock market listings, or through
strategic sales (including M&A deals).?

However, the main platforms for equity-related FPI activity in Southeast Asia are
the region’s stock markets, and hence these are the primary focus of this chapter.
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The rest of this chapter is divided into four parts. Section 10.2 briefly surveys the
development of Southeast Asia’s stock markets within the wider context of the
rise of emerging markets as a mainstream asset class for FPI during the 1990s.
Section 10.3 discusses changes that have occurred in recent years in the field of
FPI, and the extent to which these are posing new challenges for Southeast Asia’s
stock markets and their listed companies. Section 10.4 suggests a number of
policy options stemming from these challenges. And Section 10.5 concludes.

10.2 The development of Southeast Asia’s stock markets

Since the opening of a fledgling stock trading centre in Vietnam in mid-2000, all
of the region’s larger economies now have official equity markets operating.* Just
Brunei, Cambodia, Laos and Myanmar (and East Timor) are currently without
formal stock markets, and the scale of their corporate communities tends to
suggest that they lack the necessary economies of scale, or the need, to develop
their own equity markets. The rise of Southeast Asia’s stock markets during the
1980s and 1990s should be seen within the dual contexts of economic develop-
ment in the region, and also a global trend in the financial industry that has seen
emerging markets — including Southeast Asia’s equity markets — recognised by
portfolio investors as a mainstream asset class in their own right (International
Monetary Fund, 1999). Not only has the economic rise of the region provided a
‘pipeline’ of attractive local companies seeking to enact public share issues, and a
growing number of local investors with sufficient pools of savings to invest in
listed equities, but institutional investors have also developed an appetite for
exposure to companies operating in relatively high-growth economies.

Spurred in part by the end of the Cold War, this phenomenon has been apparent
on a global scale, with over forty new stock markets opening during the last two
decades of the twentieth century, including twenty in Central and Eastern European
transitional economies during the 1990s (Claessens et al., 2000b).> And the view
that governments should not be in business gaining orthodoxy, the privatisation
campaigns in a number of emerging and transitional economies have helped
provide a pipeline of companies seeking to list their shares after enacting initial
public share offerings (IPOs).% The gradual lifting of capital controls and remittance
taxes by countries, the increasingly free flow of funds across national borders, and
advances in information and communication technology have also served to under-
pin this trend. As a cumulative result, the flows of portfolio capital to emerging
markets burgeoned from effectively zero in 1980 to US$100 billion in 1993 — the
‘bull market’ year for emerging market equity investors (Weber and Davis, 2000: 4).
And as a consequence, the total capitalisation of the thirty-two ‘developing coun-
try” equity markets tracked by what was formerly the IFC’s global composite index
rose from US$67 billion in 1982 to US$2.1 trillion in 1997 (Naughton, 1999: 23).

Within Southeast Asia itself, the number of companies listed on the region’s
five leading equity markets — Jakarta’s JSX, Kuala Lumpur’s KLSE, Manila’s
PSE, Singapore’s SGX and Bangkok’s SET — rose considerably during the 1990s,
from 800 in 1990 to slightly over 2,100 by the turn of the century. In tandem, the
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aggregate capitalisation of the region’s five leading equity markets also rose
markedly during the 1990s, from around US$122 billion at the beginning of 1990
to US$444 billion by the end of 2000, driven by the increasing volume of shares
listed and rising share prices. However, the capitalisation of these five markets
actually peaked in February 1997, several months prior to the onset of the Asian
financial crisis in July 1997, at US$837 billion. Tellingly, the total capitalisation
of Southeast Asia’s main equity markets almost halved in the three years follow-
ing the outbreak of the Asian financial crisis, in US dollar terms.”

Not surprisingly, the region’s main stock market indices tell a similar story, with
substantial increases registered between the mid-1980s and mid-1990s (including
the ‘bull market’ run of 1993-94), but disappointing performance after around
1994. This 1990s dichotomy — of strong performance in roughly the first half of the
decade and poor performance in the latter part of the 1990s — was replicated
throughout the emerging markets universe for portfolio investors, partly as a con-
sequence of a spate of financial crises during the second half of the decade, com-
mencing with Mexico in 1994. As the International Monetary Fund (2002: 59)
has noted, emerging markets ‘provide global investors with attractive absolute
returns as well as an avenue for diversifying their portfolios. The evidence indi-
cates that investors reaped such benefits in the first half of the 1990s, but that the
gains disappeared between 1995 and 2001.

The development of the equity markets in Southeast Asia has been much more
evident than the development of corporate bond markets. Nonetheless, the region’s
equity markets tend to remain quite small as a source of funding for Southeast
Asian companies when compared with commercial bank lending (possible excep-
tions to this regional trend being Malaysia and Singapore). As the Asian financial
crisis clearly displayed, the corporate communities of Southeast Asia have gener-
ally depended too much on bank debt as their principal source of funding, some-
times using short-term bank loans (usually more appropriate for working capital
needs) for their long-term investment capital needs — the so-called ‘maturity
mismatch’ problem — and resulting in loan defaults for companies and non-
performing loan portfolios for banks.

Also, from the global perspective of major portfolio investors, Southeast Asia’s
equity markets remain relatively small scale. In January 2003, the five main
equity markets in the region combined had an aggregate capitalisation of US$224
billion: roughly 90 per cent the size of Taipei’s market, 97 per cent that of Seoul,
60 per cent the size of either Hong Kong’s Hang Seng (even though Southeast
Asia’s equity markets have roughly three times more listed companies than Hong
Kong) or Sydney, and less than a fifth of Tokyo’s Nikkei 225.8 The total market
capitalisation of the Manila stock exchange (the smallest of the region’s five main
equity markets) is less than that of McDonald’s, and half the size of the trading
website Ebay. Even the Singapore market — the region’s largest equity market —
has a value that is smaller than Coca Cola alone. Southeast Asia’s five main
equity markets have a combined market capitalisation that is less than that of
General Electric, Microsoft or Exxon Mobil in the US; their cumulative value is
similar to that of the Wal-Mart retail chain.
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Such low capitalisations also have an impact on the general liquidity of these
stock markets. The issue of providing adequate trading volume is an important
one for most major portfolio investors, who tend to shun illiquid equity markets,
and therefore also the companies listed on them.

10.3 Challenges arising from recent changes in FPI activity

...people want exposure to something big that has a conveyor belt in
Southeast Asia, not just property and banks.
ING Barings, ‘AsiaTalk’, 4 November 1999

The challenges that currently confront Southeast Asia’s stock markets, and there-
fore inhibit greater FPI activity, stem from both internal capacity weaknesses and
external changes in the way global investment portfolios are allocated and
managed. First, as the quotation here implies, the five main Southeast Asian stock
markets — consisting of over 2,100 listed firms — have been less than wholly
successful in building up an adequately diverse spectrum of companies in which
portfolio investors can gain exposure through listed shares. Banks, finance and
property companies tend to be very well represented on the region’s main stock
markets and constitute a substantial proportion of their total value, whilst other
business sectors are much less well represented. As a result, when banks, finance
and property companies — either in a specific country or the region as a whole —
encounter a cyclical downtrend (or a more rapid deterioration in their perform-
ance, such as during the Asian financial crisis), which they tend to do at the same
time, there is a paucity of other kinds of listed companies that portfolio investors
can ‘rotate’ their funds into. And if investors cannot ‘rotate’ into other business
sectors, then foreign portfolio investors will tend to exit from the stock market
altogether, in search of better returns from other countries or asset classes.

This may explain in part why the equity market indices of the Southeast Asian
countries have largely remained lacklustre in recent years, even though the
broader macroeconomic situation in most of these countries has markedly
improved. There is an apparent disconnect between the performance of the stock
markets and the economies in which they are located, as the former are still
constrained by the difficulties faced by those business sectors most heavily rep-
resented in the indices. Put another way, if a portfolio investor wishes to gain
exposure to those business sectors powering economic growth in a Southeast
Asian country today, the local stock market may not currently provide an ade-
quate vehicle for doing so. It could be argued that Southeast Asia’s strong empha-
sis on FDI activity, as discussed in the other chapters of this book, has to some
extent been at the expense of developing a more robust and sectorally diverse
domestic corporate community that could provide suitable candidates for stock
market listing. Although some foreign-invested companies do seek to list on the
local stock market in a host country, their propensity to do so is generally less
than for domestic firms.? As a result, Southeast Asia’s mixed success in develop-
ing linkages between foreign multinational enterprises and local companies is
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evidenced by the lack of depth and sectoral imbalances in the region’s stock
markets. (This imbalance is not wholly unlike the kinds of product and export
market asymmetries, such as electronic goods destined for the US market, that
some Southeast Asian countries have been seeking to overcome.)

One response to this has been attempts by some Southeast Asian countries —
amongst numerous others around the world — to develop second or alternative
equity markets, offering less stringent listing criteria that will allow a wider uni-
verse of local companies to enact public share issues. In general, however, these
stock markets have not been particularly successful (both within Southeast Asian
and beyond), with few companies seeking to list on markets such as the
Malaysian Exchange of Securities Dealing and Automated Quotation (MESDAQ)
and the Labuan International Financial Exchange, both in Malaysia, and the
Market for Alternative Investment (MAI) in Thailand. The MESDAQ (with sev-
enteen firms listed) was merged with the larger KLSE in March 2002, whilst the
MALI had just nine companies listed by the end of 2002, having commenced oper-
ations in mid-1999. Part of the problem has been that the main stock markets have
themselves been liberalising their listing criteria, and thereby competing with these
alternative equity markets. Greater success might have been achieved if more effort
had been focused on developing local VC capacity, rather than creating secondary
stock markets. With their appetite for higher risk, VC investors can play an impor-
tant role in bringing relatively small but promising companies up to a scale where an
initial public offering and stock market listing on the main equity market is both fea-
sible and attractive. This sort of mezzanine financing for “‘up-and-coming’ firms can
be an important source of listing candidates for stock markets.

Secondly, foreign portfolio investors have become much more critical of the
levels of corporate governance and transparency displayed by Southeast Asia’s
corporate sector, and particularly the treatment of minority shareholders. Some of
the survival strategies adopted by Southeast Asian listed companies adversely
affected by the Asian economic crisis of 1997-98 appeared to strongly favour the
founding majority shareholders, and were seemingly at the expense of minority
shareholders. The complex cross-shareholding structures of both family- and
state-owned enterprises seem to further complicate the picture for portfolio
investors, with suspicions that the more lucrative businesses within conglomer-
ates remain in private hands, while the less profitable firms have been listed in
order to raise funds for the former.

The treatment of minority shareholders by founding shareholders, and its
potential to deter FPI inflows, has been brought to the fore by recent changes
in the way the global indices companies compose their asset allocation — or
‘weighting” — recommendations. A considerable proportion of total portfolio
funds now directly track, or are benchmarked against, various indices that provide
recommended ‘weightings’ for stock markets, such as the MSCI, S&P, and FTSE
International indices. One estimate suggests that approximately US$3 trillion in
portfolio funds is currently benchmarked against the various MSCI indices alone,
of which US$500 billion is directly tracking these indices.!? In recent years major
global indices companies have been reconfiguring their weightings, to take more
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account of the number of company shares available for trading by minority
shareholders (the so-called ‘free float’). Since mid-2002, for example, the MSCI’s
recommended weightings for listed companies have been based on their free
float, rather than purely their aggregate capitalisation previously. For listed com-
panies that are closely held, either by the company’s founding family or the gov-
ernment, or though complex cross-shareholding agreements, their recommended
weightings have been reduced, or dropped altogether.!! This can have a marked
impact for stock markets in developing countries, such as those of Southeast Asia,
where global portfolio investors often use an index-tracking investment strategy
(and consequently ignore ‘out-of-index’ stocks), rather than incur the not incon-
siderable costs of conducting fundamental and company-specific research on the
wider universe of listed firms. Securities companies often provide such research
for their clients on a wide spectrum of listed companies. However, with the
shrinkage in Southeast Asia’s stock markets and reduced investor appetite for
regional equities, the number of major securities companies active in the region
has declined, and the range of research provided to clients has also contracted.
Institutional portfolio investors have also become increasingly skeptical of
research provided by securities companies in recent years, for various reasons.'?
Such developments have only served to reinforce the trend towards more passive
index-tracking investment strategies pursued by many institutional investors in
smaller equity markets.

Another development in asset allocation methods has been an increasing
emphasis on business sectors, rather than countries, as the primary method of
investment portfolio diversification. The kind of financial contagion seen across
countries during times of crises, and the increasing correlation that exists between
the world’s stock markets, have both served to suggest that diversifying an equity
portfolio across regions and countries — the conventional diversification method
within a single asset class, such as equities — provides less investor protection
than previously thought.!® Besides, in the case of a transnational corporation, the
country allocation can be rather subjective: is it where the company is headquar-
tered, where it is listed on a stock market, where its main production activities are
located, or where it generates most of its sales? The company may have multiple
listings, manufacture products in numerous countries, and register sales across
several continents. As Brooks and Catao (2000: 3) have noted, there is a ‘growing
conviction in the investment community ... that globalization and the new econ-
omy are raising the importance of global industry effects in explaining return
variation, at the expense of country-specific factors’.

Therefore, the attraction of investing a proportion of an equity investment port-
folio in Southeast Asia, primarily as a defensive hedge against poor stock market
performance in the more industrialised countries, is becoming much less appar-
ent. As international production networks and the forces of globalisation increas-
ingly integrate national economies and corporate communities with the wider
international business community, the merits of geographical diversification are
being increasingly lessened for portfolio investors. Instead, greater emphasis is
being placed on sectoral diversification, where different kinds of companies tend
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to experience differing business cycles and offer different attractions to different
kinds of investors: growth stocks, momentum stocks, defensive stocks, value
stocks, etc. But as noted earlier, Southeast Asia’s stock markets are asymmetri-
cally weighted towards a relatively small number of business sectors, and tend to
lack an adequate spectrum of companies.

This phenomenon is not helped by a recent trend that has seen some of
Southeast Asia’s larger companies listing on overseas stock markets, rather than
in their ‘home country’.'* For those companies that can meet the listing criteria
of the world’s larger stock markets, the attractions of doing so are multiple,
including: being closer to the larger pools of portfolio investment funds, both in
terms of distance and time zones; higher visibility and greater coverage by secu-
rities analysts; being listed on markedly more liquid equity markets that fund
managers clearly prefer; potentially lower costs; and greater cachet stemming
from a listing in a premier equity market.!> Should the migration of Southeast
Asia’s leading corporates to the major global stock markets persist, this may only
serve to reinforce the perception that the region’s equity markets are increasingly
unattractive to institutional investors, lack liquidity, and may be in terminal
decline. As Claessens et al. (2002b: 1) note, ‘...migration can leave too little
domestic activity to sustain a local [stock] exchange. Therefore, the functions and
forms of stock exchanges in many economies need to be rethought’. And this is
no less true for Southeast Asia’s stock markets.

10.4 Some policy options

This author would suggest that the kinds of challenges identified in the previous
section indeed necessitate a re-evaluation of the region’s stock markets by policy-
makers. To date, perhaps only Singapore’s — the region’s leading financial centre —
has really undergone any kind of serious re-evaluation exercise, and adopted a
strategy for its integrated SGX that seeks to overcome some of these challenges.!'®
At the very least, it entails repositioning the region’s stock markets to benefit
from recent changes in capital flows and asset allocation methods. At most, it
entails considering a wholly different approach towards hosting domestic equity
markets, and the equity financing of local corporates. Indeed, the agenda goes
beyond just the equity markets themselves (and the companies currently listed on
them), and encompasses changes to the wider corporate community, most notably
in terms of improving corporate governance and transparency standards. A
change in mind-set may also be necessary, given the sort of emotional ‘collateral’
that is often invested in stock markets, by the governments of industrialised and
developing countries alike, as totems of their economic development and national
identity. Rather like large infrastructure projects, refineries and tall office towers,
stock markets are sometimes seen as tangible symbols of countries’ economic
aspirations, and the performance of their indices taken as pulse readings of the
corporate community’s health.

Therefore, to undertake major policy initiatives on the stock market may
require a leap of faith by some Southeast Asian countries. Such a leap may appear
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unattractive and/or perilous, but is it any less attractive than the danger of hosting
a largely moribund equity market?!” The primary benefits of a stock market for
most Southeast Asian countries is to act as a conduit (other than bank credit) for
investing both local savings and foreign capital in the domestic corporate com-
munity, and thereby provide long-term financing for domestic companies. If the
local stock markets are failing to perform this role, then their practical utility —
and the considerable fixed costs of operating them — become debatable. One
might argue that a stock market has other, indirect roles. For example, the stock
market listing criteria and reporting regulations may serve as a useful benchmark
for improved corporate governance and transparency standards in the wider busi-
ness community. But if anything, listing criteria are gradually being relaxed in
many countries, as they seek to attract new companies to enact initial public offer-
ings and become listed on local stock markets.

Either individually or collectively, Southeast Asia’s equity markets will proba-
bly need to establish alliances or full-blown mergers with other stock or capital
markets, either within the East Asian region or beyond, if they are not to run the
real risk of becoming irrevocably sidelined from the major capital flow routes.
A pan-Southeast Asian equity market might be expected to generate a number of
benefits. First, merging would allow both market liquidity and capitalisations in
the region to be pooled, as well as widen the investor base, and thereby help keep
Southeast Asian companies on the radar screen of global fund managers and the
increasingly influential benchmark indices. A deeper and broader regional stock
market would also lessen the temptation for local firms to migrate their share
listings to the major overseas stock markets, or ‘cannibalise’ the local stock
markets by issuing American Depository Receipts (ADR) and Global Depository
Receipts (GDR).

Secondly, a merger would provide an opportunity for more efficient trading,
clearing and settlement systems to be established. Thirdly, the region’s equity
markets and their regulators could work together towards upgrading various reg-
ulatory and listing requirements to a higher regional benchmark level, so as to
offer a more attractive environment for FPI. This could be part of a wider drive to
improve corporate governance standards as a whole in the region, the gains from
which would extend well beyond the strict confines of FPI and stock market
activity, and extend to the wider business and banking community. Fourthly, it
would give the Southeast Asian stock markets a united voice in negotiations with
other equity and capital markets in any future global consolidation process of the
capital market industry. Finally, there should be some positive repercussions for
FDI activity in the region, notably with regard to cross-border M&A activity, as
M&A deals can be much easier to enact if both companies have their shares
traded on the same equity market.

Needless to say, any concerted attempt to merge together the stock markets of
Southeast Asia would require considerable commitment by policy-makers and
regulators.'® Bringing uniformity to the differing listing criteria, reporting
requirements, trading, fee and commission structures, clearing and settlement
systems, accounting standards, market regulatory codes and their enforcement,
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computer hardware and software systems, currency denomination and so on,
would clearly require an investment of time and effort. But these should be
regarded as technical hurdles rather than insurmountable obstacles, and in areas
such as listing criteria there is already an organic process towards global harmon-
isation. On some other technical and regulatory issues, individual stock markets
in the region need to upgrade anyway, and so why not work towards a regional
standard, and share the costs of doing so?

In some respects at least, the ASEAN Free Trade Area (AFTA) and the ASEAN
Investment Area (AIA) frameworks envisage and entail a similar process for trade
flows and FDI flows, respectively. Therefore, a regional equity market would pro-
vide an equivalent platform for FPI flows. The initiative could be pursued in a
gradual form, either in terms of specific stock markets piloting certain elements
of the process, or all of the region’s main stock markets moving towards a regional
benchmark in specific areas, or individual listed companies from different
countries participating in a pilot regional equity market. An existing stock market
in the region could play host to this initiative, or a wholly new equity market
could be gradually developed. Given Singapore’s leading position as a financial
centre, the city-state might be the most obvious candidate as host to a regional
equity market, although the development of electronic trading and virtual trading
systems means that the possibly contentious issue of country location becomes
somewhat irrelevant and can therefore be largely side-stepped.

There has been much discussion within Southeast Asia, and the wide East
Asian region, in recent years as to whether closer financial integration needs to
be actively pursued by policy makers. (As earlier chapters in this book have illus-
trated, companies are well ahead of governments in the field of regional integra-
tion, with policy-makers trying to catch up with their corporate peers.) This
debate is partly in response to parallel initiatives in other regions, most notably
Europe, but is also a logical extension of Southeast Asian integration already
achieved in such fields as trade and direct investment, as well as tentative forays
into currency swap agreements and early warning systems for financial crises.
Much of this regional financial integration debate has been focused around the
thorny issue of currency integration, but the issue of capital markets — including
stock markets — is equally pertinent, and arguably more manageable in the near
term. It is also an area where some international experience has been gained, such
as: Euronext (the merger of several European bourses); Virt-x (entailing the migra-
tion of most major Swiss firms from the Zurich stock market, and some other
European firms, to a new stock market in London); and even talk of merging the
various Caribbean equity markets.

Should there be insufficient appetite amongst most ASEAN member countries
to pursue such an initiative, it is conceivable that select Southeast Asian stock
markets will seek to enact alliances or mergers with each other, or go it alone in
striking agreements with equity markets in other parts of Asia or even beyond the
region (in an echo of the bilateral trade agreements that Singapore has been
spearheading, outside of ASEAN). For example, Singapore’s SGX, the leading
Southeast Asian stock market, has already made some tentative steps in this
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regard. Just as some Southeast Asian companies are seeking to enact public share
offerings and listings on the world’s major equity markets, so too might some of
the region’s equity markets attempt to better plug into the larger pools of portfo-
lio funds. The primary aim of such a repositioning process would be to capture
sufficient economies of scale to maintain a competitive and attractive platform
for Southeast Asian companies to raise equity finance through public share
issues, and for institutional investors to trade these listed shares.

However, any direct attempt to revive the fortunes of the region’s equity mar-
kets will also require more indirect — but no less important — initiatives, as part of
a holistic policy approach towards equity financing and FPI inflows. First, local
stock markets should ideally have both domestic and foreign pools of funds that
they can tap. A domestic investor base that is largely made up of individual retail
investors — typically with fairly short-term investment strategies, and employing
less fundamental analysis techniques — is not a very robust basis on which to rely.
Therefore, developing a wider ‘hinterland’ of both local financial institutions
(e.g. life insurance companies and pension funds) and financial products (e.g.
mutual funds) that can attract and sensibly allocate domestic funds is essential, as
is their sound and consistent regulation. To some extent at least, efforts to foster
an equity investment culture has already occurred in a number of Southeast Asian
countries, such as Singapore, but much more can be done in this regard, notably
in developing local investor appetite and confidence. Care should also be taken in
designing additional regulatory demands for foreign investors, such as those
intended to inhibit flows of so-called ‘hot money’. Whilst the aim of such restric-
tions may be wholly commendable, they can inadvertently act as a major deter-
rent towards FPI, particularly if other countries have more liberal regulatory
regimes towards foreign investors.!”

Secondly, stock markets are largely a vehicle for investors to acquire and trade
equity positions in local companies. Therefore, efforts to attract FPI must also
focus on the underlying ‘bed rock’ of listed companies — and potential listee com-
panies of the future — in such areas as improved legal rights for minority share-
holders, better levels of transparency and corporate governance, and more robust
implementation of improved regulations pertaining to corporate behaviour. Here
again, Southeast Asian countries could work independently, or a regional effort to
attain a higher benchmark could be facilitated through ASEAN. Strides in these
directions should be rewarded by increased FPI activity, as perceived investment
risks are reduced, and therefore the risk-adjusted returns of local companies
become much more appealing to fund managers sitting in the world’s financial
centres. However, the benefits to be derived from progress made in the field of
shareholder protection and legal systems would go well beyond just FPI activity,
and extend to improvements the activities of the financial industry and corporate
sector as a whole. Further, if the region’s stock markets were to ultimately
wither, clear improvements made in the regulatory regime (and its enforcement)
pertaining to corporate governance, transparency and shareholder rights would
allow Southeast Asian firms to enact public share issues and stock market listings
overseas more easily and cheaply.
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Thirdly, strategies should be found to encourage more companies to list on the
stock market, as a way of attaining a better mix of equity and debt financing in
the corporate sector. One of the lessons stemming from the Asian economic crisis
was that excessive dependence by the corporate sector on commercial bank credit
for investment capital needs, as witnessed in a number of Southeast Asian coun-
tries, can be perilous, particularly if a credit crunch were to occur. There is often
a temptation to offer incentives for companies to list, but these should be used
sparingly and with care. Far better to identify and communicate ways in which
companies will benefit from a stock market listing, most notably in terms of rais-
ing cheaper, more long-term financing, from both public share sales and bank
credit alike.?”

10.5 Concluding remarks

The heavy emphasis placed by Southeast Asian countries on attracting conven-
tional foreign investment projects, and the region’s relative success in attracting
substantial FDI inflows, is arguably reflected in the region’s stock markets — as
trading platforms for shares in domestic companies — that currently lack
economies of scale and an adequately diverse spread of listed firms. The success-
ful enactment of policy initiatives that would increase and strengthen linkages
between local and foreign-invested companies in the region, and support domes-
tic firms in becoming much more integrated with international production
networks, might be expected to also strengthen the region’s equity markets, pri-
marily through more new listings.

The forces of globalisation — notably with regard to freer capital flows and the
spread of international production networks — are making it increasingly difficult,
and arguably superfluous, to make distinctions between local and foreign compa-
nies. For example, it is difficult to talk meaningfully about the ‘nationality’ of a
company that is headquartered in country A, has dual stock market listings in
countries B and C (along with GDR trading in country D), has most of its pro-
duction assets distributed across subsidiaries and affiliates in countries E to M,
generates the majority of its sales in countries and N to Z, and has minority share-
holders residing in countries A to Z. The same could also become true of stock
markets, where the distinction between local and foreign equity markets — and the
companies listed on them — becomes increasingly unclear, and of little relevance.
Just as companies are listing on multiple overseas equity markets, stock markets
themselves are behaving more like these companies, by fully merging or being
acquired, striking alliances, or investing in each other’s shares.

The survival of companies primarily depends on the quality and price of the
goods and services that they offer, and this is no less true of stock markets. More
specifically, the future of FPI flows in Southeast Asia will depend in large part on
providing liquid equity markets that offer efficient and cheap trading platforms
for both institutional investors wishing to invest, and corporates seeking to raise
equity financing.?! If Southeast Asian countries can consider how they wish to
attract institutional investment and develop their equity financing capacity, and
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enact the sorts of bold policies that are required, then the future of FPI in the
region could be very promising. However, with the exception of VC activity, it
may be that future FPI flows into Southeast Asia’s corporate sector will be
enacted through equity markets that are no longer physically sited in each — or
even any — of the region’s economies. And if such a development were to radically
improve the ability of companies located in the region to raise cheap investment
capital for their long-term development, then it is an initiative that probably
should be welcomed and embraced, rather than feared and resisted.

Notes

1 As this book focuses on investment activity, portfolio investment in this chapter will
pertain solely to equity-related portfolio investment, and not debt instruments, such as
corporate or government bonds.

2 The size of the venture capital fund pool in Asia (excluding Japan) was estimated to be

over US$68 billion in 2002, according to the 2002 year-end special issue of Asia

Private Equity Review, although much of this is oriented towards Northeast Asia.

Rather like FDI, VC usually entails a ‘hands on’ investment and can be regarded as

particularly attractive, in that the foreign investor provides supplementary non-

financial inputs to the investee company in addition to an injection of equity capital.

Although a VC investor will not usually seek to get involved in day-to-day manage-

ment decisions, it typically will assist an investee company in developing its long-term

strategy, as well as providing guidance in other areas where it might have prior experi-
ence and developed expertise.

4 The terms ‘stock market’ and ‘equity market’ are used interchangeably in this chapter.

In contrast, in the two decades between 1960 and 1980, just 14 stock markets were

opened. Before 1950, there were less than 50 stock markets operating worldwide, of

which roughly half were in Europe, and roughly a dozen more were in former British

colonies. See Weber and Davis, 2000.

w

()]

6 Of course, not all countries have sought to divest their state enterprises through IPOs,

1

1

for various reasons. For example, in countries where insufficient domestic savings and
investment pools existed, FDI has often been used as a means of divesting the more
attractive state enterprise assets. However, a substantial number have done so, when and
where feasible, motivated by both economic and socio-political factors.

7 This halving in their US dollar value was the combined result of both share price
reductions and local currency devaluations, which are equally important for foreign
portfolio investors that are mostly looking for (risk-adjusted) US dollar returns. The
lowest point for Southeast Asia’s main equity markets was August 1998, when their
aggregate capitalisation dropped to just US$241 billion.

8 Calculations derived from stock market statistics quoted in The Asian Wall Street
Journal, 15 January 2003.

9 There are a number of plausible reasons for this. Most obviously, for foreign-invested
projects enacted by large multinational enterprises (MNEs), it is likely that they have
relatively good access to cheap capital in the home country, and therefore the need to
conduct an initial public offering in a host country is markedly less than for a local
firm.

0 See ‘MSCI introduces coming changes for index family’, in The Asian Wall Street

Journal, 11 December 2000.

Companies with a free float below 15 per cent are generally excluded from MSCI’s

indices.

2 A major factor in the growing cynicism towards company research produced by secu-
rities companies (the ‘sell side’) is that the interests of the clients (the ‘buy side’) may

—_
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not always be paramount. For example, frequently changing recommendations on a
company, so as to encourage clients to ‘churn’ their portfolio, from which the securi-
ties company then earns commissions on trades. Or in the case of securities companies
within larger investment banks, there is concern about the independence of research
analysts, and potential pressure placed on them to generate research reports on a listed
company that facilitate the bank’s relationship with that company in other areas of
business.

The correlation between the S&P 500 and MSCI Europe—Asia—Far East indices has
increased very substantially in recent years, from 25 per cent in 1995 to 78 per cent in
2000. See Brooks and Catao, 2000: 3.

For example, the NASDAQ has eight companies from Southeast Asia listed, and the
NYSE has five Southeast Asian firms.

Such overseas listings are in addition to American Depository Receipts (ADRs) and
Global Depository Receipts (GDRs) enacted by some Asian firms, which allow
investors in the US and Europe to gain investment exposure to these companies with-
out having to go through the relevant host country stock market.

Established in late 1999, the SGX was formed from the merger of the Stock Exchange
of Singapore (SES) and the Singapore International Monetary Exchange (SIMEX), and
is the region’s first integrated securities and derivative exchange. Having been ‘demu-
tualised’, the SGX is a company, with its shares listed on its own exchange. As
Singapore’s SGX has noted, increasingly ‘issuers and investors are migrating to markets
that provide the greatest liquidity and best execution. The traditional value of an
exchange is being eroded by the proliferation of electronic communications networks
which are positioning themselves as virtual exchanges, and providing a single electronic
access to multiple markets.” Quote taken from the SGX website <http://info.sgx.com>
The danger of being left with a dormant stock market is a very real one, as a number
of countries in Eastern Europe will testify. See Claessens et al., 2000b. In a recent
survey of financing in central Europe, The Economist (14 September 2002: 10)
stated that ‘most stockmarkets around Central Europe are dying’.

This notion first received public attention in May 2000, when the then central bank
governor of Thailand suggested integrating the stock markets of Thailand, Malaysia
and Singapore.

Whilst there appears to be a tendency for policy-makers to regard stock markets as
avenues for hot money, evidence from the Asian economic crisis of 1997-98 is decidedly
mixed on this point. If anything, commercial bank credit showed the greatest propensity
to withdraw rapidly and substantially from economies impacted by the crisis. Although
some foreign portfolio investors (as well as local investors) in the stock market did seek
to withdraw their funds during the crisis, there were others (e.g. ‘contrarian’ investors)
who sought to enter at this time, in the hope of acquiring some business assets cheaply.
Notably, no foreign commercial banks took similarly contrarian stances in providing
new credit during the Asian economic crisis, although some did seize the opportunity
to acquire large strategic stakes in troubled local banks.

A stock market listing can also make it easier (and cheaper) for a company to raise
additional credit from banks, as having met the necessary criteria for listing, banks will
usually perceive it as having a lower risk profile than an unlisted company.

The chairman of the NYSE was quoted as saying: ‘The real battle between exchanges ...
is no longer about electronics, still less about floors against screens: it is about liquidity
and price’. See ‘Rise and Fall’ (A Survey of Global Equity Markets), The Economist,
5th May 2001: 11.



11 ASEAN investment cooperation

Retrospect, developments
and prospects

Kee Hwee Wee and Hafiz Mirza

11.1 Introduction

Globalisation means different things to different people. It affects companies and
countries in a variety of ways. Increasingly, it imposes on companies and countries
the need to be focused, competitive and efficient, in order to better equip them-
selves for meeting newer and stronger challenges. The globalisation process,
changes in corporate investment strategies in servicing global markets, the
advancement of technological development, the global liberalisation process and
growing competition have pushed companies and countries to search for — and
implement — suitable strategies to compete for ‘market shares’. It is not uncommon
today to see adversaries or competitors cooperating or forming strategic alliances
among themselves to service markets, support greater product development and to
create value. In a similar way, more and more countries are cooperating to attract
foreign direct investment (FDI), partly because of greater competition, and partly
as a response to changing investment strategies of multinational firms (MNEs) and
the proliferation of regional economic groupings or free trade area arrangements.

The Association of Southeast Asian Nations (ASEAN) is one of the few regions
that have long supported regional cooperation in promoting FDI. This chapter
describes ASEAN’s commitments to strengthening regional investment coopera-
tion by highlighting key developments in the region’s concerted efforts in promot-
ing FDI since the 1970s. The chapter also examines how such regional investment
cooperation has added value and supported regional competitiveness. The next
section describes the dynamics of regional cooperation in attracting FDI. Section
11.3 offers the reasons for ASEAN investment cooperation. Section 11.4 discusses
the arecas of ASEAN’s investment cooperation and the major activities achieved
thus far. Section 11.5 evaluates how the regional investment cooperation has
contributed to improving the region’s — and individual member countries’ —
competitiveness in attracting FDI. Section 11.6 discusses future prospect for the
region’s investment cooperation and Section 11.7 concludes.

11.2 Dynamics of regional cooperation in attracting FDI

The potential contribution of FDI to development has been well documented in the
literature. The cost—benefit debate on the subject has also been widely argued in
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various international fora. While FDI does bring about negative effects to
economies, increasingly more and more countries are accepting that, on balance,
FDI can generate net positive effects for development.! Since the 1980s, world-
wide competition for FDI has become more intense, and the promotion strategies
employed by countries have also changed. In particular, they have become bolder
and more innovative. For instance, promotion strategies have moved from the
adoption of market friendly policies centred on liberalisation and the standardisa-
tion of treatment of foreign investors, to the establishment of investment boards
and the adoption of strategic marketing involving industrial clustering and invest-
ment targeting (UNCTAD, 2001). In further responses to the changing global envi-
ronment and increasing competition, countries continue to develop or adopt ever
more aggressive promotion strategies to better market and position themselves in
attracting FDI. There is a greater use of digital and communication technology to
effectively promote or disseminate timely information to more prospective
investors than before. Geo-economic changes in various parts of the world (e.g. the
proliferation of regional economic groupings, Free Trade Agreements (FTAs),?
and sub-regional growth zones) have helped bring about greater and different
styles of competition for FDI. The influence in technological development, the
changing global FDI environment (including the changing geography of FDI
flows), changes in the global industrial landscape, and the volatile international
economic situation, are all factors shaping the present and future FDI competitive
environment.

The emerging strategy in attracting FDI is on cooperative style arrangements
among groups of countries. The future will see heightened cooperation among
countries in this form of FDI promotion, and some may form formidable strate-
gic alliances to improve their competitiveness or attractiveness. Another distin-
guishing feature is that competition for FDI is no longer confined to between
countries, but increasingly between regions. For this, and the realisation of syn-
ergistic benefits, more countries are likely to submit to a regional approach in
attracting FDI. This kind of regional investment promotion will be further shaped
by increased regional integration or regional enlargement processes, and the
desire to increase competitiveness by providing complementation of locational
advantages among integrating groups of countries. Further, the growing network
type of investment strategies pursued by MNEs, in linking production units
located in different countries across a region, reflects the changing investment
strategy of MNEs; and that could further influence promotion strategies in favour
of a regional approach. All these factors imply that countries will need to adapt
their promotion strategy in response to changing circumstances, new industrial
structures and the investment behaviour of MNEs.

The increase in the number of MNEs engaging in regional production networks
is, in part, a response to ‘synergistic investment opportunities’ offered by an inte-
grating region, and the opportunities that an agglomeration of countries within a
region creates for greater reductions in operation costs (e.g. automotive invest-
ment in ASEAN, Mexico and Latin America). The ability of MNEs to more
efficiently utilise regional locational advantages, that complement their overall
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production network activities in a total value chain process, is another reason
worth emphasising. Regional production strategies enable MNEs to enjoy more
conducive investment conditions than in a single country location operation.
This allows them to optimise the benefits of economies of scale, maximise
production capacity utilisation, increase cost efficiency and internalise ownership
advantages.

Countries that do not belong to a regional grouping may become less attractive
as an investment location, unless their markets or economies are large, locationally
efficient or technologically more advanced. Locational efficiency and market size,
among others, are important factors in ensuring competitiveness and in increasing
the net value of investment projects. A regional approach can enhance these
factors, where an individual country by itself will have difficulty or limited scope
in achieving enhanced locational competitiveness associated with the benefits of
agglomeration, full capacity utilisation, and in overcoming the handicap of small
markets.

The regional approach to attracting or promoting FDI is likely to gain further
momentum for the following reasons:

(i) The changing global industrial landscape will influence the manner in
which companies operate within specific industries and within a region, due
to industrial clustering and agglomeration of interrelated firms. Industrial
clustering may become a formidable approach for industrial development,
where complementary production units or firms are agglomerated to sup-
port production or supply chain systems in a cluster, with the aim of devel-
oping a more efficient and productive industry. If industrial clustering
becomes a favourable concept for industrial development, then FDI deci-
sions will be influenced more by industrial cluster arrangements and indus-
try-specific motivations. For industrial clustering to work in a regional
context, regional cooperation in terms of attracting investment and condi-
tions for the agglomeration of interrelated industrial activities must exist.

(ii) Regional integration and economic cooperation will help improve the com-
petitiveness of regions and of the constituent countries in attracting FDI. For
instance, the increase in FDI flows to the MERCOSUR countries and the
experience of NAFTA in terms of increased FDI to Mexico can be attrib-
uted, in part, to the positive effects of economic integration involving the
countries in these regions. The increase in FDI flows to Eastern European
countries in recent years is also partly influenced by the EU enlargement
process involving these countries. Regional integration will have at least
two categorical effects on locational advantage. One, on the region, due to
the combined locational advantage contributed by each individual member
countries, which allows a greater utilisation of division of labour, industrial
clustering and production specialisation. The other will be in influencing
the investment strategies of firms, and in changing investors’ perceptions of
the investment environment of the region and of the respective member
countries. Investment cooperation within an integrated region will enhance
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competitive advantage, provide an environment where production capacity
can be optimised, generate synergies, and other economic and industrial
benefits that an individual country by itself may not be able to offer (and
hence be less attractive as a location for FDI).

(iii) A strong private sector base is crucial to expanding entrepreneurial skills
and generating private capacity to help sustain higher levels of economic
development. By attracting suitable FDI, greater private sector develop-
ment can be achieved as FDI brings along with it foreign business and man-
agement skills, including technology, and ideally results in the spillover
effects that are important ingredients for growth and industrial progress.
These compelling reasons, among others, motivate countries to attract more
and higher quality FDI, and a viable approach is to cooperate to attract such
capital flows. In a regional context, by promoting greater private sector
development through FDI, including joint venture activities, regional inte-
gration can also be expedited through investment processes and the linkage
of companies and production activities. A strong private sector base means
an increase in the capability of firms to undertake FDI and, in particular,
intra-regional investment flows.

(iv) In search of greater competitiveness, companies are increasingly finding
ways to reduce cost and divest operations that have less competitive advan-
tage. In adding value to the production chain, increasingly more and more
companies are outsourcing certain aspects of the production process to other
manufacturers. Regional integration and regional investment cooperation
facilitate a smoother flow of outsourcing activities, and they also provide an
opportunity for an easier sourcing of parts and components within a region.
This helps increase location efficiency, where a country will benefit most by
harmonising its locational advantages with those of other countries.

There are basically two categories of regional investment arrangements —
binding and non-binding approaches. An example of the former is the ASEAN
Investment Area (AIA) arrangement, while the latter is typified by the APEC
Non-Binding Investment Principles. These regional investment arrangements
help to improve the investment environment, image and regimes of countries
belonging to the group, and can stimulate FDI location decisions in favour of the
region.

11.3 ASEAN regional cooperation in attracting FDI

The reasons for ASEAN countries to cooperate in promoting FDI are evident, and
most are similar to those explained in the previous section. However, the more
conspicuous reasons are associated with the need to enhance individual country
and regional competitiveness through cooperation in promoting ASEAN as
an investment region — a regional model of attracting FDI. Another reason
is that because of the region’s integration process it is natural to include
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investment, given that trading arrangements and other aspects of economic coop-
eration are already part of the region’s integration agenda. Clearly, investment
cooperation is a subset of a larger regional integration arrangement, but one that
can help strengthen the integration process. FDI and MNEs’ regional operation
strategies are centred on using combined regional locational advantages and
involve a regional division of labour, that can help expedite regional integration
through the linking of production units and creating a value chain process across
the region. Regional integration and investment cooperation are reinforcing
factors, and they complement each other by strengthening one another.

Another key reason that helps to explain the ASEAN investment cooperation is
the consideration of some countries to negate certain locational disadvantages,
such as small individual markets. Further, the spirit of cooperation to meet
external challenges and competition is another important factor. The ‘AFTA
effect’ could have also induced the need for greater investment cooperation.
AFTA (the ASEAN Free Trade Area) means that a member country with a restric-
tive investment regime can still be serviced through trade routes, by producing in
one country and exporting to the former. Under such conditions, the economic
argument for protecting or restricting investment flows to a certain industry or
country becomes weak. If an industry or a country’s market can be serviced
through a trade route, then there is little point in restricting FDI flows, and this
realisation may make countries more receptive to investment cooperation.

The global FDI landscape and international business environment of today has
changed considerably from the 1970s and 1980s — marked, as it is, by a rapid
global liberalisation process and the growing competition for FDI. Not only has
there been an increase in the number of countries competing for FDI, but the style
and approach of competition for such international capital flows has also
changed. What ASEAN is doing today on regional investment cooperation is
adapting to these changes and global challenges through strengthening the
regional effort in attracting FDI. In this regard, it is important to trace the
development of ASEAN investment cooperation to better appreciate the questions
of ‘why’ and ‘how’ the region has moved to a stronger form of investment
cooperation involving the implementation of a number of significant investment
agreements and action plans.

11.3.1 Early ASEAN investment cooperation

Early ASEAN investment cooperation, while it was limited, can be traced back to
the 1970s. Among the major achievements of early investment cooperation was the
conclusion of the 1987 ASEAN Agreement on the Promotion and Protection of
Investments. Other investment issues were also discussed and were largely con-
fined to investment cooperation and promotion issues. These included an early
attempt to study the harmonisation of fiscal incentives, the organisation of invest-
ment seminars in cooperation with a number of ASEAN dialogue partners, and
discussion on approaches to promote greater FDI flows from Japan, the then EEC
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and the USA, including intra-ASEAN direct investment. Investment cooperation
matters, such as training and capacity building, were also considered in these
early arrangements. Appendix 11.A provides a list of selected investment issues
discussed in the early period of ASEAN investment cooperation (1977-94), under
the earlier institutional setting.

The early institutional structure and the types of investment issues discussed in
ASEAN would have been insufficient as a basis for the more significant model of
regional investment cooperation witnessed today. Early investment matters were
only discussed as part of business activities under the Committee on Industry,
Minerals and Energy (COIME) and the results of COIME meetings — which
included, among others, investment issues — were reported to the ASEAN
Economic Ministers (AEMs) for guidance or endorsement. COIME was one of the
five now-defunct economic committees that helped the AEMs coordinate ASEAN
economic cooperation up to 1992.3 Investment matters were not discussed in a man-
ner as comprehensive or in depth as they are today. This is because, in part, COIME
had other roles and major economic matters to cover, and to report to, the ministers.
More importantly, the timing was not right, and the conditions were not suitable for
a stronger form of investment cooperation or arrangement to take place.

11.3.2 Present ASEAN investment cooperation

It was only in the mid-1990s that a more significantly structured and considerable
form of investment cooperation emerged, in terms of institutional arrangements —
especially in terms of the comprehensiveness and depth of issues discussed —
which led to the formulation of investment agreements that further strengthened
the region’s investment cooperation process. Significant ASEAN investment
cooperation was actually forged in the high inward FDI growth years to, and
within, the region, particularly in the period 1994-96. Investment cooperation
during this period helped lay the foundation for stronger subsequent arrange-
ments, such as the decision to establish the ATA and the signing of a number of
investment agreements and protocols.*

Prior to the signing of the Framework Agreement on the AIA in 1998, the 1995
Action Plan and the various specific activities contained in the 1996-98 Work
Programme were actively implemented. In drafting the AIA Framework
Agreement, the 1995 Action Plan and the companion work programme were
taken into account. Some of the work activities implemented in 1995-97
supported the subsequent decision to establish an ATA and the drafting of the ATA
Framework Agreement. Among the 1995-97 investment activities that facilitated
strengthening ASEAN investment cooperation were the following.

(i) The implementation of the 1995 Action Plan and Work Programme on
Cooperation and Promotion of FDI and Intra-ASEAN Investment.

(il) An investment survey in 1996 on more than 248 MNEs with investment
activities in the region. The survey covered issues on MNEs’ location choice,
investment strategies and perception of ASEAN as an investment region.
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(iii) The effort to improve or enhance the 1987 ASEAN Agreement on
Promotion and Protection of Investments in 1995. The effort subsequently
led to the conclusion and signing of the 1996 Protocol to Amend the 1987
Agreement.

(iv) The outcome of an ‘Experts Seminar on the Promotion of Foreign Direct
Investment and Intra-ASEAN Investment in the Context of the ASEAN
Investment Area’ in May 1996 and a ‘High-level Roundtable for the
Formulation of Strategic Plans on Cooperation and Promotion of FDI in
ASEAN’ in February 1996.

There is a greater degree of locational complementation in the region today
than in the 1970s and 1980s, because of the enlargement of the membership from
the ASEAN-6 to ASEAN-10 (see Box 11.1). The newer member countries are at
different stages of economic development, while some of the older members have
moved to a more advanced level of economic attainment. This provides an envi-
ronment of ‘locational complementation’ within the region. Further, under the
conditions of rapid economic development, some ASEAN countries are increas-
ingly faced with acute constraints on certain factors of productions (e.g. land and
labour) where the other members, including the newer ones, have plenty to offer
or complement to support regional industrial development. The decision to estab-
lish the AFTA in 1992 has also helped pave the way for a strong form of regional
investment cooperation.

Unlike in the 1970s and 1980s, more and more companies in some ASEAN
countries have become important regional players and have over the years gathered
entrepreneurial and international business experience — including financial
capabilities — for undertaking productive activities or expanding their existing
operations outside their national boundaries, both within and beyond the region.

Box 11.1 Chronology of the establishment and expansion of ASEAN

1967 The Bangkok Declaration to establish ASEAN was signed
by Indonesia, Malaysia, Philippines, Singapore and Thailand.

1984  Brunei Darussalam joined ASEAN.

1995  Vietnam joined ASEAN and acceded to all ASEAN
Agreements.

1997 Laos and Myanmar joined ASEAN and acceded to all
ASEAN Agreements.

1998  Cambodia became the tenth member of the ASEAN family and
acceded to all ASEAN Agreements.

1998  The Framework Agreement on the AIA was signed by all member
countries and Cambodia acceded to the Agreement.
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In recent years, as maintaining cost competitiveness has become a pressing
concern, companies (both indigenous Southeast Asian and foreign multinationals)
in higher cost ASEAN countries have been forced to relocate their operations (or
parts of their operations) to lower cost (labour abundant) member countries —
reflecting the ‘flying geese’ theory of explaining industrial development and the
pattern of FDI flows. As a result of rapid private sector development, some
ASEAN countries are now significant sources of FDI for the region and this is a
crucial underlying factor that further encourages a stronger form of regional
investment cooperation today.

In addition, regional investment cooperation has been regarded as an arrange-
ment that yields significant advantages to individual member countries. Hence,
regional investment cooperation has been accepted as a means of adding value,
creating synergy and enhancing competitiveness in attracting FDI. More
importantly, these regional arrangements have not been seen as a negative sum
game from the beginning, but as a process whereby something can be gained by
each member. It is believed that the regional model can generate significant com-
plementation of locational factors that can sway FDI decisions in favour of the
region and, depending on the types of FDI operations, to a particular location
within the grouping. So long as FDI is attracted to the region, more spillover
benefits can be retained within the region than would prevail otherwise.

11.3.3 ASEAN investment cooperation institutional structures

In February 1993, some of the ASEAN Heads of Investment Agencies (AHIA)
met for the first time in a consultative forum in Jakarta. Prior to the consultative
forum, the AHIA had never met in an ASEAN setting to discuss investment
matters.> However, the first formal meeting of the AHIA was held in November
1995.° and a Working Group on Investment Cooperation and Promotion
(WGICP) was established to assist the Senior Economic Officials Meeting
(SEOM), with the AHIA to handle regional investment matters. Since then, the
institutional machinery for investment has evolved considerably, due to the
increasing importance attached to investment cooperation in the region. In 1996,
the WGICP was dissolved and all regional investment cooperation matters were
taken over by a newly created body of higher ranking officials,’” known as Senior
Officials Meeting on Investment (SOM-I).® This development gave more promi-
nence and recognition to the importance of investment issues, in the context of a
wider regional economic cooperation arrangement.

In December 1995, the ASEAN heads of government agreed to further
strengthen regional economic cooperation to include what is now referred to as
the ATA. By 1996, the AEMs, at their meeting in Manila, instructed the officials
to formulate an agreement for the development of the AIA. A special ad hoc
committee was then established to negotiate and draft the agreement.” The
committee commenced the drafting work in June 1997 and many meetings were
held. In October 1998, the Framework Agreement on the AIA was signed, and
subsequently ratified, by all the member countries. The last instrument of
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ratification was received in June 1999, and the Agreement has been effectively in
force since then. However, implementation of some of the provisions or measures
of the AIA commenced almost immediately after the signing of the Agreement,
rather than after ratification.

In view of strengthened investment cooperation, the region’s institutional
structures underwent further development. A ministerial level council (known as
the AIA Council) was established to oversee and coordinate the implementation
of the AIA Agreement. The Council has met four times since its inaugural
meeting in October 1998 in Manila. A Coordinating Committee on Investment
(CCI) was established to assist the AIA Council. The Committee meets regularly,
on average about four to five times a year, to discuss regional investment matters
and AIA implementation issues. A Working Group on Foreign Direct Investment
Statistics (WGFDIS) has also been established to assist the AIA Council on all
aspects of the regional FDI statistical work. The primary focus of the Working
Group is to harmonise FDI measurement, data collection and the reporting
system in the region, and to submit to the Council a high quality and comparable
FDI data set, on an annual basis, to monitor the AIA’s development.

By the late 1990s ASEAN had adopted, and is now committed to, a stronger
regional approach in promoting and cooperating in attracting FDI. Specific areas
of investment cooperation were intensified and strengthened with an increased
frequency of meetings, at various levels, that generated significant results.
Various other regional investment agreements have been formulated, signed and
ratified to further strengthen the regional approach in attracting FDI. The most
significant agreement concluded to date is the agreement to establish an AIA
involving the ten ASEAN countries. The agreement and the implementation of its
provisions is now the cornerstone of ASEAN investment cooperation.

11.4 Areas of ASEAN investment cooperation

11.4.1 ASEAN investment area agreement

The aim of the AIA is to enhance the competitiveness of the region for attracting
higher and sustainable levels of direct investment flows into and within ASEAN.
This is to be achieved through actively promoting ASEAN as a competitive region
for FDI, with greater investment liberalisation, enhanced investment facilitation
and promotion arrangements, including undertaking specific measures to support
greater transparency and elimination of investment impediments. The other key
features of AIA involve the granting of national treatment, a greater opening up
of industries for investment, and to jointly promote ASEAN as a competitive
destination for FDI (see Box 11.2). All investment matters are being implemented
to realise the regional investment arrangement by the agreed timeframe, which
was originally agreed at 2010 for ASEAN investors and 2020 for all investors.
The timeframe was considerably shortened at subsequent AIA Council meetings
from 2010 to 2003 for the manufacturing sector for ASEAN investors and from
2020 to 2010 for all investors.'”



Box 11.2 Key measures of the ASEAN Investment Area (stipulated in the original frame-
work agreement on the AIA)

(a) Immediately extend national treatment and open up all industries for
investments. However, for some exceptions, as specified in the
Temporary Exclusion List and the Sensitive List, these will be
progressively liberalised to all ASEAN investors by 2010 or earlier and
to all investors by 2020 in accordance with the provisions of the
Framework Agreement on AIA. At the Fourth AIA Council Meeting
the Council agreed that the 2020 timeframe be shortened to 2010, with
Cambodia, Laos, Myanmar and Vietnam reducing their timeframe
to 2015.

(b) Identify and progressively eliminate restrictive investment measures.

(c) Liberalise rules, regulations and policies relating to investment; rules
on licensing conditions; rules relating to access to domestic finance;
and rules to facilitate payment, receipts and repatriation of profits by
investors.

(d) Complete implementation of all the measures and activities identified
in the Schedule 1 of Cooperation and Facilitation Programme under
the ATA Agreement by 2010 or earlier.

(e) Complete implementation of all the measures and activities identified
in the Schedule II of Promotion and Awareness Programme under the
AIA Agreement by 2010 or earlier.

(f) Improve and enhance the measures and activities of the Cooperation
and Facilitation, and Promotion and Awareness Programmes to further
strengthen the implementation process of the AIA arrangements.

(g) Undertake active and high profile joint investment promotion activities
to promote greater awareness of investment opportunities in ASEAN
to global and regional investors. This shall include, among others, joint
publications of investment and business information as well as
databases and statistics.

(h) Promote freer flow of capital, skilled labour, professionals and
technology among ASEAN member states.

(1) Work towards establishing a comparable approach of FDI data
collection, measurement and reporting among the member states.

(j) Undertake activities to increase transparency of investment regimes of
member states.

(k) Identify areas for technical cooperation in: human resource
development, research and development, infrastructure development,
small and medium sized enterprises and supporting industry develop-
ment, information and industrial technology development.
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Three broad-based programmes form the thrust of the AIA arrangement.
These are the Cooperation and Facilitation, Promotion and Awareness, and
Liberalisation Programme.'! These programmes are being implemented through
individual and collective action plans on agreed schedules and timetable.

In addition to the elements contained in the regional investment agreements,
ASEAN is also implementing various investment cooperation measures enlisted
in the Hanoi Plan of Action (HPA) announced by the ASEAN Leaders at their
Summit in Hanoi in 1998. The HPA is time bound. All measures contained in the
HPA are to be completely implemented by 2004.

ASEAN investment cooperation is now primarily focused on realising a
competitive investment region for FDI through the AIA. The provisions in the
various investment agreements, the action plans, the implemented measures and the
statements of the ASEAN leaders and ministers all underscore this trend. The vari-
ous agreements, action plans, work programmes and statements that contributed to
strengthening ASEAN investment cooperation include the following.

ASEAN investment agreements

(1) The 1987 ASEAN Agreement for the Promotion and Protection of
Investments.
(i) The 1996 Protocol to amend the 1987 Agreement for the Protection of
Investments.
(iii) The 1996 Protocol on Dispute Settlement Mechanism.
(iv) The 1998 Framework Agreement on the AIA.
(v) The 2001 Protocol to amend the 1988 Framework Agreement on the AIA.'?

Investment action plans and work programmes

(1) Plan of Action on Cooperation and Promotion of FDI and intra-ASEAN
Investment, 1995.

(i) 1996-98 Work Programme to Implement the Plan of Action on
Cooperation and Promotion of FDI and intra-ASEAN Investment.

(i) Initial Work Programme on Investment Promotion, Facilitation and
Liberalisation, which appears as annexes of the 1998 Framework
Agreement on the AIA.

(iv) Hanoi Plan of Action (investment section).

Investment statements

(i) Chairman of ASEAN Summit — Bangkok Press Statement, 1995.
(ii) Joint Press Statement of the Twenty-eighth ASEAN Economic Ministers
Meeting, 12 September 1996, Jakarta, Indonesia.
(iii) Joint Press Statement of the Twenty-ninth ASEAN Economic Ministers
Meeting, 16 October 1997, Subang Jaya, Malaysia.
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(iv) Joint Press Statement of the Thirtieth ASEAN Economic Ministers
Meeting, 7-8 October 1998, Makati City, Philippines.
(v) Sixth ASEAN Summit Statement on Bold Measures, Hanoi, 1998.
(vi) Chairman’s Press Statement of the Third Informal ASEAN Summit,
27-28 November 1999, Manila, Philippines.
(vil) Chairman’s Press Statement of the Fourth ASEAN Informal Summit,
22-25 November 2000, Singapore.
(viii) Joint Press Statement of the First Meeting of the ASEAN Investment Area
Council, 5 March 1999, Phuket, Thailand.
(ix) Joint Press Statement of the Second Meeting of the ASEAN Investment
Area Council, 29 September 1999, Singapore.
(x) Joint Press Statement of the Third Meeting of the ASEAN Investment
Area Council, 4 October 2000, Chiang Mai, Thailand.
(xi) Joint Press Statement of the Fourth Meeting of the ASEAN Investment
Area Council, 14 September 2001, Hanoi, Vietnam.

11.5 The contribution of ASEAN investment cooperation
to regional competitiveness

In the period 1999-2001, the ATA Agreement and the HPA’s investment provisions
were actively implemented. During this period, a total of forty-five investment
activities were jointly undertaken to enhance the competitiveness and attractiveness
of ASEAN as an investment region. Various specific investment activities were
implemented to further open up the investment regime and improve the investment
environment in the region. Appendix 11.B provides a detailed listing of selected
regional investment activities conducted in the later period of ASEAN investment
cooperation (1995-2001). Whether ASEAN investment cooperation has con-
tributed to regional competitiveness and generated greater advantages for individ-
ual member countries can be best evaluated by highlighting the regional measures
that have been collectively achieved so far. A measure that helped increase the com-
petitiveness and attractiveness of the region should also contribute the same for the
individual countries. ASEAN investment cooperation, particularly under the ATA
process, albeit at an early stage of implementation, has produced a number of sig-
nificant results. These include, among others, the following specific ‘deliverables’:
investment promotion, investment facilitation and investment liberalisation.

11.5.1 Investment promotion

In the past three years, efforts have been undertaken to promote ASEAN as an
investment region and to help promote greater intra-ASEAN investment, particu-
larly to the newer member countries. These efforts include the following activities:

(i) A series of ministerial-level joint outward investment promotion events to
Japan, the USA and Europe were conducted in 2000, to promote investment
opportunities in ASEAN to potential investors in these target countries.
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(i) A series of joint CLMV!" investment seminars in ASEAN capitals were
launched in 2001. The first of these was organised by the Thai Board of
Investment, Board of Trade of Thailand, Thai Chamber of Commerce and
the Federation of Thai Industries and conducted in April 2001 in Bangkok.
The aim of the series of CLMV investment seminars is to promote invest-
ment opportunities in ASEAN’s newer members to investors in the other
ASEAN countries.

These joint promotion events convey a strong regional image. They present a
concerted effort in promoting FDI and sending a powerful message that investors
must think, operate and invest regionally in order to maximise the benefits of a
large regional market facilitated by the ongoing integration process. The promo-
tion arrangement in ‘selling investment opportunities in the region’ could bring
about a greater impact and appeal to prospective investors and benefits to all the
member countries. For instance, by attending one ASEAN joint promotion event,
prospective investors can obtain information on all the member countries and on
the region. This provides synergy in terms of promotion efforts, including cost-
saving advantages to member countries, and a greater inducement and attraction
to attending the joint promotion events from the investors’ perspective. In addi-
tion, the regional approach to promoting investment opportunities in the newer
member countries can derive greater benefits and competitiveness for Cambodia,
Laos, Myanmar and Vietnam than would be the case otherwise.

11.5.2 Investment facilitation

In taking advantage of the rapid development in communication and digital
technology, a significant outreach facility is being constructed to effectively
promote the region’s investment environment and opportunities to global
investors. The facility known as the ASEAN Investment Portal will form a gate-
way linking ASEAN to the world, by providing a comprehensive coverage of
up-to-date business and investment information on the region. The portal is an
important facilitation tool and supports the transparency initiative enshrined in
the AIA agreement. Another facilitation arrangement that is in operation is the
ASEAN Supporting Industry Database (ASID). The database facilitates an easier
sourcing of parts and components, and greater investment in supporting industry
in the region. The database, developed and maintained by Thailand’s Board
of Investment, contains detailed information on more than 11,000 parts and
components manufacturers in the region.

Recognising the importance of quality FDI statistics in measuring the
development of the AIA arrangement, work on harmonising the FDI statistical
system in the region was initiated. Regional FDI statistical cooperation work
commenced in 1998, and comprehensive and comparable FDI statistics have been
published since 1999. A framework for the harmonisation process has been
formulated and is being implemented with the commitment of individual
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countries to meeting the ‘deliverables’. A work programme and road-map guid-
ing specific harmonisation and compilation deliverables have also been adopted.
This work programme should help realise a converged FDI data recording, com-
piling, measuring and reporting system, to accurately monitor the true extent of
FDI flows in the region, to support the AIA process. Aside from harmonising the
FDI data system, the FDI data compilers and statisticians have also commenced
work on improving FDI data quality, such as on collecting data on cross-border
mergers and acquisitions. An annual FDI data set has been regularly submitted to
the AIA Council in the past two years, which has subsequently been released to
the public. In ensuring that the harmonisation work is on track, a series of capac-
ity building workshops and technical assistance activities have been organised for
the newer ASEAN member countries, in a bid to bridge the statistical develop-
ment gap between the newer ASEAN members and the older ones. A series of
regional investment publications and editions have also been prepared and made
available to the public, to support greater transparency. The titles listed in
Box 11.3 are initial efforts to provide information to help investors better under-
stand the development of the region’s investment environment, and assist them in
making appropriate investment strategies and planning in the region.

In forging greater private sector involvement in the AIA process, the AIA
Ministerial Council incepted a forum, in September 2001, in which major business
sector organisations have a regular dialogue with the ministers, to exchange views
on investment issues. The forum provides an environment for a two-way dialogue
and frank exchange of information. Representatives of major business organisa-
tions can be updated regularly on the region’s investment environment; and the
AIA Council is able to obtain feedback on the effectiveness of the region’s invest-
ment policies, including the perception of investors on the region’s investment
environment, and on contemporary corporate investment culture and strategy.

The above investment facilitation activity contributes to making investment
processes in the region easier. These facilitation activities have helped generate a
more efficient investment and business operation environment. As such, they
contribute to increasing ASEAN’s competitiveness in attracting FDI. Many of the
facilitation activities posed a challenge for member countries to initiate or imple-
ment at a unilateral level. But through collective efforts they are easier to achieve,
because of peer pressure and regional commitment. Executing a regional invest-
ment measure may face fewer obstacles from other departments in a country than
a similar measure proposed on an individual basis by a certain national depart-
ment. These regional facilitation activities help each country move forward in
developing a more conducive investment environment through a regional
scheduled programme, technical assistance and exchange of experiences.

11.5.3 Investment liberalisation

Greater liberalisation arrangements, on a collective and individual basis, have been —
and are being — undertaken. These collective liberalisation efforts have widened
and deepened the AIA arrangement, encouraged a considerably shortened



Box 11.3 Investment publications on ASEAN
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‘Given the purpose and credibility of the AIA in attracting greater levels of
FDI, it is equally important that this regional investment arrangement is
efficiently promoted to investors. ... In support of the transparency and
awareness exercise, ASEAN should spare no less effort in producing
effective and meaningful investment publications or literatures that are
made publicly accessible’.

(ASEAN Investment Report, 1999: p.14)

Published titles:

Directory of Technology Suppliers in ASEAN, 1998.

Handbook of Investment Agreements in ASEAN, 1998.

Compendium of Investment Policies and Measures in ASEAN
Countries, 1998.

Investing in ASEAN: ‘A Guide for Foreign Investors’, 1999.

ASEAN Investment Area Publication Series 1: Temporary Exclusion
List and Sensitive List — Manufacturing Sector, 1999.

Statistics of Foreign Direct Investment in ASEAN, 1999.

ASEAN Investment Report 1999: ‘Trends and Developments in
Foreign Direct Investment’.

ASEAN Investment Map, 2000.

ASEAN Investment Area Publication Series 2: Temporary Exclusion
List and Sensitive List — Agriculture, Forestry, Fishery and Mining
Sector, 2000.

ASEAN Investment Area Publication Series 3: Individual Action Plan,
2000.

Statistics of Foreign Direct Investment in ASEAN: ‘Extended Data
Set’, 2000.

ASEAN Investment Report 2000: ‘Challenges and Development’.
Facts and Figures: Cost of Investing and Doing Business in ASEAN,
2000.

Facts and Figures: Cost of Investing and Doing Business in ASEAN —
Extended Variables, 2001 Edition.

Statistics of Foreign Direct Investment in ASEAN 2001: Enhanced
Data Set.

ASEAN Investment Area Facilitation Series 1: Industrial Estates, Free
Trade Zones, Export Processing Zones, Science and Technology Parks
in ASEAN, 2002.

Compendium of Investment Policies and Measures in ASEAN:
An Update, 2002.
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timeframe and significantly expanded the scope of coverage. The specific
liberalisation ‘deliverables’ include the following.

(i) A protocol to improve the AIA arrangement was signed in September 2001
in Vietnam. The Protocol expanded the coverage of the AIA Agreement to
include services incidental to the manufacturing, agriculture, forestry, fish-
ery and mining sector. It also includes a provision shortening the timeframe
for the phasing out of the manufacturing sector Temporary Exclusion List
(TEL) from 2010 to 2003 to ASEAN investors by Brunei, Indonesia,
Malaysia, Myanmar, Philippines, Singapore and Thailand. Cambodia, Laos
and Vietnam will have to phase out their manufacturing sector TEL no later
than 2010.

(il)) The Temporary Exclusion and Sensitive Lists for the opening up of sectors
and granting of national treatment for the manufacturing sector have been
submitted by all countries and published for transparency purposes.

(iii) The Temporary Exclusion and Sensitive Lists for the opening up of sectors
and granting of national treatment for the non-manufacturing sectors
(namely, agriculture, forestry, fishery and mining) have been submitted by
all countries and published for transparency purposes.

(iv) The individual action plans of member countries in implementing measures
that would further improve their investment environment and which supports
the AIA process have been submitted and published for transparency purposes.

(v) Work on identifying and removing investment impediments has started.
More work in this area are being planned.

(vi) Work on developing and submitting the Temporary Exclusion and Sensitive
Lists for the opening up of sectors and granting of national treatment for
sectors covered under services incidental to manufacturing, agriculture,
forestry, fishery and mining is still ongoing.

(vii) The ending date of 2020 for all investors has been shortened by ten years
for Brunei Darussalam, Indonesia, Malaysia, Philippines, Singapore and
Thailand, and by five years for the newer member countries.'*

11.5.4 Other aspects of ASEAN investment cooperation

Another important area of recent ASEAN investment cooperation is in the area of
capacity building, training and bridging the development gap. Capacity building
and human resource development programmes have played a central role in
strengthening the skills and in advancing the knowledge of ASEAN investment
officials. Most of the training workshops were conducted using expertise drawn
from within the region, and the sharing of experiences between the more
advanced ASEAN countries and the newer member countries. A number of inter-
national organisations and institutions in some ASEAN dialogue countries have
also assisted in conducting some of the capacity building workshops. A total
of fifteen regional joint training workshops and seminars, covering various
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aspects of investment issues and concerns, have been conducted since 1999.
These training events have helped investment officials to jointly ‘brainstorm’ and
discuss investment issues of importance to the region, and in building mutual
confidence. Some of the investment training workshops organised for the benefit
of the newer member countries’ officials and in bridging the development gap are
also highlighted in Appendix 11.B.

11.5.5 Investment surveillance

The AIA Ministerial Council has regularly reviewed the investment situation in
the region, and developments around the world. In so doing, the annual ASEAN
Investment Surveillance Report, which examines the pattern and characteristics
of FDI flows into and within ASEAN, including analysis on topical investment
issues and on investment strategy, has been prepared. In 1999, the AIA Council
agreed that steps should be taken to facilitate a better understanding of the
region’s investment situation by investors and the public, and this led to the pub-
lication of the annual ASEAN Investment Report series (with different emphasis
and themes each year).

A study on the relevance of incentives in attracting FDI has been conducted.
The study provided an important insight, in that it suggests that investment incen-
tives are relevant in promoting FDI flows if used prudently, under appropriate
conditions; and they can, similarly, be an effective tool in influencing FDI loca-
tion choice. The study also highlighted how investment can be affected by exist-
ing impediments in the region, and that ASEAN countries should avoid
‘incentives-granting competition’.

The measures depicted here have compelled the Southeast Asian countries to
collectively liberalise their investment regimes, to make the region a competitive
destination for FDI. Countries that are more restrictive, or move slowly in these
regional investment liberalisation arrangements, will be less successful in attract-
ing FDI. In this regard, regional cooperation provides an impetus to improving a
country’s investment environment faster than would be the case otherwise, and
contributes to a swifter enhancement of the region’s competitiveness.

11.6 The future of ASEAN investment cooperation
and development

A few salient features of the ATA Agreement must be stressed. The agreement
constitutes an arrangement, not a scheme, to establish an investment area involv-
ing ten member countries. It is a binding instrument and all signatories are to
implement the respective provisions contained in the agreement, in accordance
with a specific time frame and schedules. The AIA is a widely encompassing
arrangement in the sense that several specific schemes aiming at promoting or
facilitating FDI flows to the region can be incorporated. The AIA agreement or
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arrangement is not part of AFTA. The latter promotes a free flow of trade in
goods, while the former is designed to promote and facilitate a freer flow of FDI
into and within the region, including the lowering of transaction costs for
investing in ASEAN. However, the two agreements or arrangements complement
each other, and they will help in creating a more competitive environment for
attracting FDI.

The future prospects for ASEAN investment cooperation are good because of
the realisation of AFTA in 2002, the ongoing active implementation of the AIA
agreement, and the overall regional integration momentum. Member countries
are committed to realising AIA and in implementing the measures they collec-
tively negotiated and agreed upon. ASEAN investment cooperation is strongly
supported by the implementation of agreements, action plans and the accompa-
nying work programmes. These are some of the instruments that will keep the
implementation of the AIA agreement in check. Regular meetings are held geared
towards reporting on progress in the implementation of the AIA agreement, and
in supporting the annual meetings of the AIA Council and the AEM. The annual
ASEAN Summit, which includes investment issues for discussion by the leaders,
also adds pressure to fulfilling commitments and enhancing investment develop-
ment. These meetings are in themselves important driving forces in pushing and
adding pressure, in ensuring commitment to implementation by the member
countries. In addition, the review process under the AIA agreement and of the
‘Hanoi Plan of Action’ further adds pressure to ensuring the timely delivery of the
AIA. In the last three years, a number of new initiatives have also been under-
taken, in addition to the measures stipulated in the AIA agreement, to further
strengthen ASEAN cooperation in investment.

Given that all ASEAN countries are desirous in attracting more FDI to finance
economic development, the AIA arrangement — as a forward looking mechanism —
can in the future be used to introduce or incorporate new initiatives or elements
to maintain regional competitiveness. There is no reason why further new initia-
tives cannot be undertaken to strengthen regional investment cooperation, as well
as implementing the AIA provisions. Indeed, trends to introduce new initiatives
look set to continue. Under any regional investment cooperation arrangement, it
is important that all member countries move together, with some flexibility to be
accorded to countries at different stages of development. Undoubtedly, those with
restrictive investment policies will lose out in attracting more FDI. In tandem
with this argument, the AIA provides a self-reinforcing stimulus in encouraging
all member countries in the group to arrive at the final destination together,
without any being left behind or disadvantaged.

Regional integration cannot be fully achieved if an investment arrangement is
not included. As such, investment cooperation arrangements will continue to
remain high on the regional integration agenda. Viewed from another perspective,
stronger regional integration processes mean greater regional competitiveness —
and this implies a stronger regional position for each individual country to
attract healthy levels of FDI flows. With growing levels of FDI, intra-regional
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investment and business linkages, as well as growing regional production
networks by MNEs, the regional integration processes will be further strength-
ened. Thus, regional integration, FDI flows and MNE activities help reinforce one
another.

One major outstanding challenge in ASEAN investment cooperation is the
current trend of declining investment flows into the region, both in terms of share
and in absolute amounts, since the 1997 financial crisis. While this development
may be a transient concern, there is an urgent need for the region to take more
concerted measures to further improve the region’s competitiveness in an increas-
ingly competitive global investment environment. For these reasons, ASEAN
investment cooperation and the commitment of member countries to realising the
AIA must be expedited and strengthened. In summary, for the reasons discussed
earlier, the AIA — like AFTA — will be realised in accordance with a time frame
and schedules agreed among the signatories to the agreement. Several new
investment initiatives taken in the past two years have, in fact, helped strengthen
further ASEAN investment cooperation, with the AIA arrangement being
deepened and widened.

11.6.1 Role of the ASEAN Secretariat

The ASEAN Secretariat is an important component of the investment institutional
structure, and has played a significant role in supporting the development of the
investment cooperation and AIA process, particularly since 1995. The Secretariat,
working closely with the CCI and WGFDIS, has helped prepare concept, research
and policy papers; organised various regional seminars; and run training work-
shops on capacity building to bridge the development gap between the older and
newer members. It has also initiated certain measures, under the guidance of CCI
and WGEFDIS, on the establishment of various investment databases and statistics.
It facilitates liberalisation and harmonisation work activities; and produces
regional investment publications for transparency purposes and public consump-
tion. The annual ASEAN Investment Report is prepared and coordinated by the
Secretariat. The Secretariat, being strengthened and professionalised since 1993,
will continue to play an active role in supporting the smooth implementation of
the AIA agreement, including any new investment initiatives.

11.7 Conclusion

FDI has played an important role in the industrial and economic development of
countries and regions. Partly because of this, competition for FDI has increased
and become more competitive among countries, and increasingly between
regions. The desire to attract more FDI is, in itself, a principal force pushing
countries and regions to continuously improve their attractiveness and competi-
tiveness as locations for investment. In an increasingly competitive global FDI
environment, countries can often do better by cooperating as groups, rather than
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competing, to attract FDI because of synergy, agglomeration benefits and the
larger economic agenda supporting regional integration. This is likely to be the
trend of future FDI competition or attraction strategies.

In an era of globalisation, MNEs too are being forced to be more competitive,
in order to service markets and organise their operations efficiently. Many are
organising their production chains through linking production units located in dif-
ferent parts of the world, or within a region, to benefit from reductions in the
overall cost of production. In addition, in responding to regional integration
processes, many MNEs have adopted regional investment strategies. Some are
consolidating their existing operations within a region to establish a stronger
foothold, increase efficiency in servicing markets, and maximise competitive
advantages which can be generated by an efficient use of combined regional loca-
tional advantages. Others may quickly adjust to regional economic integration, by
expanding their investment operations, through a greater division of labour within
the entire production chain in a region. Thus, a regional approach to attracting
FDI is driven not only by the desire of a group of countries to form an investment
zone or bloc, but also in response to MNESs’ investment strategies that are increas-
ingly regional-network oriented.

ASEAN investment cooperation started in the 1970s, and early investment
cooperation was limited. Since the mid-1990s, ASEAN investment cooperation
has evolved considerably, with a strong institutional structure, the formulation of
various investment agreements and protocols, and with the explicit aim of realis-
ing the ATA, encompassing all ten member countries. The timing of this strength-
ened arrangement for ASEAN investment cooperation was crucial. An
arrangement in its present form would have been difficult to forge in the 1970s
and 1980s. Most of the then ASEAN countries were not ready, and probably not
able to accept such a significant regional investment arrangement and the high
levels of commitment involved. Developments in global FDI activity in the 1990s
and heightened competition are further factors explaining the timing of enhanced
ASEAN investment cooperation. Finally, recent ASEAN investment cooperation
was also facilitated by the development of the institutional structure governing
investment matters in ASEAN, especially from the mid-1990s.

The core of the present ASEAN investment cooperation is found in the
Framework Agreement on the AIA, the schedules attached to the Framework
Agreement, the action plan, and the investment section of the ‘Hanoi Plan of
Action’. New investment matters or directives, not listed in these documents,
emanating from the decisions of the AIA Council and AEM meetings, or the
ASEAN Summits, are being — or could be — added to further strengthen the
regional investment cooperation investment process. The future of ASEAN
investment cooperation will continue to be strong and substantial. This is sup-
ported by the implementation of the AIA Agreement, the importance of FDI to
the region, the institutional structure that has been put in place, and the desire of
the region to enhance competitiveness through undertaking concerted liberalisa-
tion, facilitation and promotion initiatives, and because of the regional integration
process.
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Notes
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While it is generally acknowledged that there is a close link between FDI and devel-
opment, there are also arguments against FDI. For example, in its role in bringing inap-
propriate technology transfer, and with respect to deteriorating balance of payments in
the longer run.

Free Trade Agreements (FTAs) are not necessarily confined to the policy framework
relating to promotion of trade, as they can also include investment policy arrange-
ments. While most traditional FTAs involved primarily neighbouring countries, recent
FTA development indicates that it can be an arrangement involving two or more coun-
tries that are not geographical neighbours.

The other economic committees were: the Committee on Finance and Banking
(COFAB), the Committee on Trade and Tourism (COTT), the Committee on Food,
Agriculture and Forestry (COFAF), and the Committee on Transport and
Communication (COTAC).

As regional investment cooperation strengthens further, as a result of the implementa-
tion of the AIA Agreement, a few more protocols are likely to come into being, so as
to enhance the Framework Agreement.

Some of the AHIAs may have met each other at international fora, but not within an
ASEAN type arrangement. In December 1980, the investment boards or agencies of
the five founding countries met to discuss specific investment cooperation issues.

A few weeks prior to the Bangkok Summit in December 1995, the AHIA considered
the concept of an ASEAN investment zone. But it was in the Bangkok Summit that the
ASEAN leaders decided and announced the ASEAN free investment area (AFIA).
While AFTA is to promote free flow of goods, AFIA — later renamed AIA — is anchored
on promoting freer flows of investment, including technology and skilled labour.
Mostly at Director-General and Deputy Director-General levels.

All the work of the WGICP was assumed by SOM-I.

The Committee was known as the ‘Working Committee on the ASEAN Investment
Area’.

The newer member countries of ASEAN will shorten the timeframe from 2020 to 2015
for all investors. See Joint Press Statement of the Fourth Meeting of the AIA Council,
Hanoi, Vietnam, 2001.

For details of these programmes see ASEAN, 1998.

The protocol improves the 1998 framework agreement, in that it expands the scope of
coverage, and puts into effect the shortening of the timeframe from 2010 to 2003 for
the manufacturing sector.

The term CLMYV refers to Cambodia, Laos, Myanmar and Vietnam.

See the Joint Press Statement of the Fourth AIA Council Meeting, Hanoi, September
2001.



12 Foreign investment and Southeast
Asian economic development

Issues and challenges

Hal Hill

12.1 Introduction

The preceding chapters in this volume examine a diverse set of issues related to
foreign direct investment (FDI) into and from Southeast Asia, from an early
twenty-first century perspective. These include the diversity of policy regimes
and strategies; external competition for FDI, especially from China; trade—FDI
connections; the political economy of FDI policy; and the scope for regional
cooperation. The purpose of this concluding chapter is to draw out some of these
thematic issues, against the broader backdrop of Southeast Asian economic devel-
opment and the recent FDI literature.

By way of introductory context, it is useful to reflect briefly on what sort of
volume this might have been, had it been compiled in the recent past. Specifically,
how did the picture look ten, twenty and thirty years ago?

In the early 1970s, FDI policy was very much work in progress (Lindblad,
1998). Most Southeast Asian governments were still grappling with the transition
from colonialism to independence. Indonesia was only just beginning to re-engage
with the world community. The Indochina war and the possibility of falling domi-
noes cast a shadow over the region. From the late 1960s, all of the original
ASEAN member countries (i.e. Indonesia, Malaysia, the Philippines, Singapore
and Thailand) had begun to introduce proactive FDI policies, including the estab-
lishment of investment boards offering various fiscal incentives. However, only
Singapore offered an unambiguous and coherent welcome.! In the other four
countries, and particularly the three largest, there was significant nationalist
opposition to foreign ownership. Japan’s sudden emergence as one of the region’s
leading sources of foreign investment was regarded with ambivalence. This was
manifested dramatically in the form of violent protests on the streets of several
Southeast Asian capitals in January 1974, during the ill-fated regional tour of
the then Japanese Prime Minister Tanaka. This sentiment also permeated much
official policy: foreign firms could enter, but with many — often unworkable —
conditions; the commercial regulatory climate was opaque and complex; in
response to the trade barriers, multinational enterprises (MNEs) established import-
substituting and inefficient ‘tariff factories’ with predictably disappointing results.

By the early 1980s, a rethink was under way. The 1970s was in important
respects a learning experience for policy makers and the business community
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alike, and there was dissatisfaction with elements of the strategy. Growth rates in
almost all Southeast Asian economies were beginning to slow, for various, mostly
interconnected, reasons. Trade liberalisation was in vogue, with the potential to
sweep away the old model of FDI into a protected domestic market. The Latin
American debt crises were unfolding, deterring foreign investors from the devel-
oping world. Moreover, more countries were beginning to compete for FDI,
including even China and India. ‘New forms’ of FDI were emerging, as were new
source countries; the latter most importantly included the four Asian newly indus-
trialised economies (NIEs). All these factors contributed to a gradual relaxation
of FDI restrictions, and to the search for new approaches to maximize the bene-
fits from the MNE presence.

By the early 1990s, the environment had changed significantly. Booming eco-
nomic conditions from the late 1980s, now beginning to spread to the Philippines
and Indochina, generated both commercial optimism and policy complacence.
The world saw Southeast Asia, and East Asia more generally, as the most dynamic
region of the global economy. East Asian economic integration was proceeding
rapidly, driven by massive economic restructuring in Japan and the NIEs, signif-
icant trade liberalisation in the region, and the emergence of the ‘global factory’
of cross-border vertically integrated manufacturing activities within MNEs, espe-
cially in the electronics and auto industries. FDI into Southeast Asia was at record
levels. Financial sectors and capital markets were opening up, some times aggres-
sively and with little prudence, resulting in massive short-term capital flows, in
magnitude overshadowing FDI flows for several years. Rapidly rising and gener-
ally broad-based improvements in living standards ameliorated earlier nationalist
sentiment and opposition to foreign ownership. Domestic businesses had become
more confident of their capacity to manage the foreign presence, viewing it more
as a ‘positive sum game’ calculus. Consequently, governments also adopted a
more relaxed attitude to the foreign presence. China’s rapid growth was mostly
viewed as complementary to, not in competition with, Southeast Asian economic
development. Regional confidence was bolstered by the signing of the ASEAN
Free Trade Agreement (AFTA), and the prospect of the Association embracing all
ten of the region’s nation-states.

In the early twenty-first century, the pendulum has swung yet again, and now
more closely resembles the sombre uncertainty of the 1960s. Such a sentiment
runs through the contributions to this volume. There is a general consensus that the
Asian economic crisis of 1997-98 constitutes a major discontinuity in the region’s
economic development, especially in its two largest economies, Indonesia and
Thailand. In the international business community, Southeast Asia is now clearly
overshadowed by China and, possibly, even India. There is concern that officials
in Southeast Asia are not sufficiently alert to new policy challenges. These
include, for example: a mindset that views FDI primarily as ‘green-field’ rather
than the rapidly increasing post-crisis volumes of mergers and acquisitions
(M&As); the rise of the ‘new economy’ in various guises; and the potential for
trans-border cooperation, perhaps with the eventual aim of creating a seamless
regional market and business environment.
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The organization of this concluding chapter is as follows. Section 12.2 provides
a brief overview of some salient trends and issues related to FDI in Southeast
Asia. In Section 12.3 we dwell briefly on the special issue of FDI behaviour in
periods of economic crisis. The links between trade and FDI are addressed in
Section 12.4. Finally, Section 12.5 revisits one of the most commonly debated
FDI policy issues, that of fiscal incentives for foreign investors.

12.2 Recent trends and issues

There are mixed trends in FDI flows to and from Southeast Asia since the
1997-98 economic crisis. On the one hand, the region’s economic growth
momentum has slowed sharply. The political and commercial environment is also
characterized by much greater uncertainty, principally in Indonesia and to a lesser
extent the Philippines. Although these two countries have traditionally attracted
no more than one-third of Southeast Asia’s aggregate FDI inflows, the ‘contagion
of geography’ inevitably spills over to its neighbours. It needs to be remembered
that these two countries comprise about 60 per cent of Southeast Asia’s popula-
tion. They are also the world’s two largest archipelagic nations, with implications
for smuggling, piracy, terrorism and other nefarious activities.

Yet crises present both challenges and opportunities. Especially where recovery
is swift and durable, as is argued later, economic crisis may well be accompanied
by rising FDI. The evidence presented in this volume is that the former effect out-
weighs the latter for Southeast Asia at present. As Frank Bartels demonstrates in
Chapter 5, drawing on UNCTAD’s World Investment Report database, the region’s
share of global FDI more than halved between 1993 and 1998 (from 7.3 to 3.3
per cent). Its share of the developing world’s total FDI flows also declined, though
not as sharply.? By contrast, inflows to China, against which Southeast Asian
nations now frequently benchmark themselves, continued to be buoyant through-
out the period. The region’s outward investment share has also declined, the non-
Singapore component falling to negligible levels.

Popular comment has arguably magnified the seriousness of these declines,
even for Indonesia, the country with the most daunting post-crisis problems. The
region’s shares were at historically unprecedented levels in the pre-crisis 1990s,
and so a more accurate benchmark might be with the 1980s. Moreover, FDI data
are notoriously fickle. Balance of payments calculations such as these make no
allowance for reinvested earnings, while M&A activities are typically under-
counted. It is thought that China’s FDI inflows may be overstated by as much as
one-third, owing to the ‘round-tripping’ phenomenon of Chinese funds being
coursed through Hong Kong to attract more beneficial foreign investor status. The
distinction between ‘foreign’ and ‘domestic’ investment is everywhere increas-
ingly blurred.

Nevertheless, it is clear that Southeast Asia faces new challenges in retaining
its existing foreign investors and attracting new ones. Several of these challenges
are addressed in this volume. Peter Buckley in Chapter 2, for example, worries
that some governments may not be aware of, or adapting quickly enough to, the
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new international commercial environment which attaches a premium to flexibility.
Christopher Dent’s analysis in Chapter 3, introducing the notion of ‘economic
security’ and exploring its implications for FDI flows to the region, points in a
broadly similar direction.

The old pattern of greenfield FDI, and durable, long-term joint ventures is
increasingly being replaced by M&As (especially post-crisis, on which see later)
and volatile, opportunistic and short-term relationships. The rise of the ‘new econ-
omy’, even after the collapse of the NASDAQ, presents new challenges. Inert and
bureaucratic investment agencies have not changed quickly enough. With the
notable exception of Singapore, moreover, these agencies have always struggled
with their dual, and potentially conflicting, identities of promoter and regulator of
FDI, a point emphasized over a decade ago by Wells and Wint (1991). Nationalist
resistance to enforced ‘fire-sale’ FDI has emerged as a powerful force in the
region in the wake of the crisis, even in historically open countries such as
Thailand. In turn, such a sentiment has hampered the capacity of investment
agencies to promote FDI more vigorously. Perhaps more could have been made
of this phenomenon in the volume.

The discussion here refers principally to FDI rather than portfolio and other
forms of investment. In the case of portfolio investment, there are in addition a dis-
tinct set of policy issues on the reform agenda, particularly the question of capital
controls referred to later. There is a general apprehension in the region towards
stock markets in the wake of the 1997-98 financial crisis. But, as Nick Freeman
in Chapter 10 points out, they are an essential ingredient of financial intermedia-
tion and therefore underpin long-term economic development. A well functioning
equity market should be able to contribute to raising funds for long-term (non-
bank) local corporations, and to play a role in facilitating M&A activity. Moreover,
although there are specific policy challenges relating to these flows, many also
intersect with a broader FDI and commercial reform agenda. Poor standards of
corporate governance, low levels of accountability and transparency, and legal and
bureaucratic complexities deter foreign investors, whether they are MNEs, institu-
tional funds managers or direct investors in the stock market.

Nowhere are these new commercial challenges more evident than in the case
of China. Here the contributors reflect the range of views evident in broader intel-
lectual, business and policy circles. China’s industrial prowess across so many
sectors appears so daunting that it prompts Peter Buckley to ask the question
‘where is Southeast Asia to find a niche?’ Moreover, as Adam Cross and Hui Tan
in Chapter 7 argue, the country’s accession to the World Trade Organisation
is increasing its attractiveness to foreign investors as it joins the international
commercial mainstream.

How should the Southeast Asian nations view the rise of China: as a zero or
positive sum proposition? There can be no doubting the challenges and, at the
micro level, there is much anecdotal evidence of foreign investors either relocat-
ing to China, or selecting it over a Southeast Asian alternative. Yet, the big picture
is surely a positive sum game. China is now East Asia’s principal regional eco-
nomic dynamo, as Japan and the NIEs were in the recent past. Trade is a two-way
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process. China has quickly become a major trading partner for all its southern
neighbours and, although its per capita income is still low, it is on the threshold
of becoming a sizeable investor. It is active in regional trade diplomacy, too, with
its offer — yet to be fully developed — of an ASEAN—China free trade proposal.

Inevitably, the effects within Southeast Asia of the rise of China are uneven. For
high-income Singapore, the relationship is clearly a complementary one, and the
island state has moved aggressively to build trade and investment ties. Thailand’s
long history of commerce with China and its dominant Sino-Thai business
community have mostly resulted in a relaxed and proactive approach to China. By
contrast, lower wage economies such as Indonesia, the Philippines and Vietnam
worry about their capacity to compete with China, especially in export-oriented,
labour-intensive manufacturing. Even here, however, it would be a mistake to
overstate the concerns. Owing to its high-speed development, wages in coastal
China are now comparable to those of Indonesia and the Philippines, and higher
than in Vietnam. In addition, there is more economic complementarity than a
simple comparison of wages and per capita incomes reveals. For example,
Indonesia is attractive to China for its rich natural resource base, in which China
has already invested. As for the Philippines, it is evolving towards a stronger serv-
ice sector orientation, given its large numbers of relatively well educated, English-
speaking people.

In sum, therefore, and linking back to the earlier argument, China poses
immense challenges and opportunities. Forward-looking and proactive govern-
ments will benefit significantly from its seemingly inexorable growth. The slow
and hesitant reformers will be the losers.

In this context, it is important to bear in mind Southeast Asia’s great economic
diversity. It is sometimes forgotten that its richest country, Singapore, has a per
capita income approximately 100 times that of the poorest. Some countries have
always been very open to trade and FDI; Singapore most obviously so, and
Malaysia and Thailand also. Others — such as Vietnam, Cambodia and Laos — have
only recently reconnected to the global economy after a decade or longer of social-
ism and international commercial isolation. Myanmar remains something of a
pariah international state, and in consequence is largely shunned by all but the
most adventurous foreign investors. It therefore makes little sense to think of a
single ‘Southeast Asian experience’ with FDI.

Nick Freeman (Chapter 9) effectively underlines this proposition with a
thoughtful discussion of FDI issues in the three transitional economies, most
importantly Vietnam. As these countries opened up, there was an initial period of
euphoria among foreign investors. By the mid-1990s, however, the mood had
cooled significantly. With their very low per capita incomes, these economies
are still small, even Vietnam with its 80 million people. Most importantly, the pro-
longed commercial isolation and prevailing ideology permeating much of the
bureaucracy, not to mention the Communist Party, has meant that policy makers
frequently have very little understanding of how to manage a foreign commercial
presence. They tend to view FDI as primarily a ‘green-field” phenomenon, and
they generally underestimate the importance of a consistent and predictable
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policy environment. Moreover, many of the general problems associated with the
business environment are daunting and not quickly remedied: red tape, corrup-
tion, insecure property rights, an ill-defined legal environment, poor physical
infrastructure, limited financial development, and a reluctance to reform the
huge, inefficient and privileged state-owned enterprise sector, to list just the most
obvious ones. Finally, there is a danger of overcompensating foreign investors for
these acknowledged deficiencies, of offering excessively generous (and unsus-
tainable) fiscal incentives, while neglecting — and in some cases still actively
harassing — the domestic private sector.

12.3 FDI and the 1997-98 economic crisis

An understanding of the behaviour of, and policy options for, international capital
flows is crucial to crisis resolution. It is therefore instructive to examine the
Southeast Asian experience during 1997-98. Sudden capital flight is a central
feature of modern economic crises. Crisis economies typically switch quickly
from current account deficits to surpluses. On the current account, expenditure
switching and absorption effects reduce imports and promote exports. The other
side of the coin is that increased economic and political uncertainty in effect
means that the rest of the world is no longer willing to finance a crisis economy’s
current account deficit.

There is also a debate about whether, during a crisis, the behaviour of different
forms of capital diverge. In particular, the argument goes, portfolio and mobile
capital are more likely to exit a country and short-term debts to be called in. By
contrast, it is alleged that FDI flows are typically much less volatile. An alterna-
tive view is that these various forms of capital quickly ‘transmute’ and therefore
the distinction is not significant.

The analytical connection between FDI, crisis and recovery starts with the col-
lapse in aggregate demand during a crisis: consumer confidence and therefore
expenditure wanes; the capacity for governments to run fiscal deficits is often
constrained; domestic investment falls owing to financial fragility and weak
domestic demand. Exports are therefore the critical component in the immediate
recovery period. Crucial to the latter are MNEs. Given their global market net-
works and know-how, deeper pockets, and stronger connections to global capital
markets, they have the capacity to translate large increases in potential competi-
tiveness (arising from the depreciated currency) into export growth, in turn facil-
itating economic recovery.

Moreover, post-crisis FDI may well increase, along the lines postulated in
Krugman’s ‘fire-sale FDI’ thesis (Lipsey, 2001). Asset prices are now cheaper,
owing to depreciated exchange rates, demand contractions and financial collapse.
Policy regimes are typically liberalised as part of the government’s recovery pack-
age. Athukorala (2003) demonstrates that this is precisely what happened in most
of the five East Asian crisis-affected countries during 1997-98. In aggregate,
there was massive capital flight, principally portfolio investment and short-term
debt. However, FDI actually rose modestly.
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Of course, much depends on the host country environment. The general
presumption is that governments are forced to liberalise the FDI policy environ-
ment, hence facilitating increased inflows. But economic crises are frequently
accompanied — indeed caused — by political turbulence. Thus, the extent to which
FDI can play a role in the recovery process depends substantially on how congen-
ial is the domestic commercial environment. While FDI held up, or even increased,
in most of the crisis-affected economies in 1998 and 1999, Indonesia emerged as
the region’s outlier, with consistently negative flows. As Thee Kian Wie (2003)
argues, in the post-Soeharto era the abrupt changes in the political and institutional
rules of the game, and the absence of regime credibility in economic management,
continue to deter most investors. Even here, however, as Lindblad’s (2003) case
studies illuminate, there was no wholesale exodus of MNEs from Indonesia. In
challenging circumstances, foreign firms adopted various survival strategies. In
addition to switching to exports, there were opportunities to buy cheapened assets,
to initiate debt—equity swaps, and to introduce product modifications.

The 1997-98 crisis also served as a reminder that restrictions on short-term
capital flows are compatible with an open FDI regime, at least in the short-
medium term. This is the major conclusion of the controversial Malaysian policy
experiment introduced in September 1998.% Nevertheless, it is important to note
Malaysia’s special circumstances: its very open economy, its good quality bureau-
cracy, and the fact that it has never had a balance of payments crisis. Moreover,
the controls were introduced in the context of a sudden and dramatic political
crisis — the sacking and gaoling of the Deputy Prime Minister — indicating the
government’s resolve to implement the controls.

These issues are not extensively discussed in this volume, but the limited dis-
cussion pertaining to it is broadly consistent with the analysis here. In response
to the crisis, as several authors observe, much of the FDI began to take the form
of M&As, especially fire-sale purchase of distressed and much cheapened assets.
As Frank Bartels in Chapter 8 notes, M&As are an important but poorly docu-
mented part of the region’s FDI picture. Data are very weak for Southeast Asia,
but he cites figures suggesting that, for the period 1995-98, they accounted for
the following shares of total FDI: 41 per cent in Indonesia, 53 per cent in
Malaysia, 13 per cent in Singapore, and 39 per cent in Thailand. These activities
almost certainly increased immediately after the crisis, as exchange rates and
stock markets collapsed.

Bartels speculates, plausibly, that M&A activity in Southeast Asia may have
peaked. The most attractive assets may have already been purchased and asset
prices have generally begun to recover. There is nationalist resistance to these
fire-sale deals, even in Thailand, a country with a traditionally relaxed attitude to
the foreign business presence. Policy regimes were perforce very liberal at the
height of the crisis, but have begun to tighten as economic recovery has pro-
ceeded. Corporate reform has also progressed slowly, thus acting as a continuing
deterrence to potential foreign buyers. That is, the latter have difficulty conduct-
ing due diligence tests, they do not have a high level of trust of financial
statements, and they fear the unpredictable policy environment, including the
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possibility of public protests and employee militancy, even in cases of friendly
takeovers.

12.4 Trade and FDI

The relationship between trade and FDI is of central importance. Trade and FDI
regimes jointly determine the nature of foreign investors and the benefits for the
host economy. MNEs are playing an ever more prominent role in the global econ-
omy, with crucial implications for countries pursuing an export-oriented devel-
opment strategy. As a corollary, the notion of industry policy has changed
significantly. In this section, we briefly address these issues, drawing where
relevant on contributions to this volume.

FDI is now typically: (a) more export-oriented than it was a decade or more
ago, (b) less likely to be attracted by the old ‘tariff factory’ model of production
for a protected domestic market, and (c) accounting for an increasing share of
host economy exports. Two factors have been driving these trends. The first is the
global trend towards lower trade barriers, particularly in manufacturing, and more
recently in services. This trend towards liberalisation has been accompanied by a
more open posture towards FDI in practically all countries. To varying degrees,
therefore, a simultaneous reform of both trade and FDI regimes has occurred,
resulting in a fundamental shift in the orientation of MNEs from producing for a
protected local market to ‘export platforms’ and internationally integrated pro-
duction networks. In other words, there has been a pronounced shift from ‘rent-
seeking FDI’ to ‘efficiency-seeking FDI’. A second factor driving this change has
been the technological revolutions in transport costs and production technologies.
The rise of the ‘global factory’ has been made possible by much reduced interna-
tional transport costs and by disaggregated, trans-border production processes,
particularly in MNE-intensive industries such as electronics and automobiles.

The link between FDI and exports is therefore critical. It is now much more dif-
ficult for latecomer industrialisers to achieve high rates of export growth without
MNE participation. The earlier literature on this subject, in which Nayyar (1978)
was the dominant study, argued that MNE involvement in export expansion from
the NIEs was mostly low by international standards. While this generally remains
the case, it is important to note that in both Korea and Taiwan, the MNE share in
exports did increase significantly from about the mid-1970s to mid-1980s, as
compared to the figures reported by Nayyar for the late 1960s.

In any case, however, and contrary to Nayyar’s arguments, there is clear evi-
dence that the strong export performance of developing countries since the 1970s
has been closely associated with MNE involvement. By linking individual coun-
try data on MNEs’ shares in exports with general export data, Nayyar estimated
the share of MNEs in total manufactured exports from developing countries to be
not more than 15 per cent ¢.1974. Moreover, he found that the share had not reg-
istered any significant increase since 1966. By contrast, a similar calculation,
based on unpublished estimates prepared by Professor Chandra Athukorala of the
Australian National University, suggests that MNEs accounted for 24 per cent of
total manufactured exports from developing countries ¢.1980. This figure had
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increased to 36 per cent ¢.1990. When Korea, Taiwan and Hong Kong are
excluded from the calculations, the latter estimate increases to 45 per cent. Given
the massive increase in manufactured exports from China (from $3.4 billion to
$129.1 billion between 1990 and 1996), and the increased share of MNEs in this
export expansion (from 17 to 48 per cent between these two years), this figure
would have surpassed 50 per cent by the turn of the century.

As economies have opened up, the old policy levers of protection and regulation
have therefore become increasingly redundant. The emphasis now is on promotion
and efficiency. This includes, infer alia, more effective industrial extension,
domestic R&D and other support schemes, improved physical infrastructure,
legal reform and higher quality education. Of course, the importance of these fac-
tors will vary among countries, depending on their stage of development and
institutional histories and capacities. Within this open economy context, a much
discussed issue concerns the challenge of how to ‘leverage’ the MNE presence,
as a means of maximizing the benefits for the domestic economy. In this respect,
Singapore is a leader in the Asia Pacific region. Its policy regime has displayed
an ability to adjust the policy settings as the economy has shifted quickly from its
labour-intensive industrialisation phase to one which is increasingly technology
intensive. Its government anticipated the shift out of low-wage activities, and
developed several programs to upgrade local capacities. In the case of the Hard
Drive Industry, which it pioneered in Southeast Asia, it set up the Magnetic
Technology Center, later renamed the Data Storage Institute (see McKendrick
et al., 2000).

This was a successful example of efficient industry policy. In addition to its
excellent infrastructure, critical for highly trade-intensive industries, the govern-
ment introduced a Local Industry Upgrading Program, as a means of tapping into
MNESs’ expertise. Technical skills were upgraded continuously through good
quality technical, vocational and tertiary education. As the country began to lose
comparative advantage in labour-intensive sectors, the government worked with
MNEs to induce them to stay and upgrade, while shedding uncompetitive seg-
ments. On-the-job training was facilitated by the Skills Development Fund,
funded in part by a levy on foreign workers. The Economic Development Board
introduced schemes to fund MNEs’ local R&D activities. The Board was highly
attentive to these firms’ requirements, and was also willing to target specific
MNEs it considered would be useful for future industrial growth.

There is a view that, as a tiny, heavily managed city-state, Singapore’s experi-
ence is not internationally replicable. However, while Singapore’s geography,
history and political economy are unique, there is no reason why other countries
cannot learn from its success. To do so, at least five features would appear to
deserve emphasis:

e First, its economy is completely open, and so firms are immediately sub-
jected to some sort of market discipline and test.

e Second, as part of the package to induce MNEs, it offers the world’s best
physical infrastructure, and an entirely predictable and business-friendly
investment climate.
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e Third, the government has demonstrated an unrivalled capacity to walk away
from mistakes. A highly open economy reveals these mistakes quickly, and
Singapore’s meritocratic government is not hostage to the usual set of vested
interests, which constrain governments from adopting first-best solutions.

e Fourth, the government has revealed a willingness to open its labour market
to an extent practically unparalleled among modern nation-states. At least
25 per cent of its workforce is foreign, and a much higher percentage born
overseas. With its high salary structure, it is able to recruit in the most cost-
efficient labour markets regionally and internationally.

o Finally, Singapore has a seemingly completely incorruptible civil service. Its
public sector remuneration is one of the highest in the world, and it is insu-
lated from political pressures. Thus, a selective industrial policy is more likely
to be successful there than in practically any other country in the world.

The more that follower countries depart from these features, the less likely this
model is likely to be replicable. Indeed, Singapore’s neighbours have adopted a
more ambivalent and less hard-headed attitude towards FDI, and arguably have
not extracted the same benefits from it.

Several contributors to this volume touch on various trade—FDI connections in
Southeast Asia. On regional economic cooperation and intra-ASEAN investment
flows, the general sentiment is that Southeast Asia ought to be a natural economic
zone in which investment activities freely spill across national boundaries as dic-
tated by comparative and competitive advantage factors. Except in special cir-
cumstances, most notably the Singapore-based SIJORI economic triangle, this is
not occurring. That is, there are cross-border investments, but they are generally
treated as ‘foreign’ in much the same way as are projects emanating from beyond
the region. Peter Buckley speculates that regional governments are not suffi-
ciently cognizant of the dynamic evolution of firm clusters, which globally are
becoming ‘increasingly dispersed and virtual’. Axele Giroud in Chapter 6 worries
that commercial networks in the region are primarily driven by extra-regional
MNESs, and that host governments are not being proactive in developing capaci-
ties and opportunities.

The challenge here is what governments may usefully do in the post-crisis drive
for reform and recovery. Kee Hwee Wee and Hafiz Mirza in Chapter 11 support
an activist approach, noting in an optimistic tone that ASEAN has ‘long sup-
ported regional cooperation in promoting FDI’. They correctly point to the largely
ineffectual promotional efforts in the 1970s and 1980s. But they view the
ASEAN Investment Area (AIA) initiative, which got underway formally in 1996,
as a positive development.

Geography obviously matters in formulating investment strategies. As the
events of 1997-98 illustrated graphically, the world does tend to regard Southeast
Asia as some sort of integrated economic entity. For example, Thailand’s eco-
nomic difficulties in 1997 quickly spread to its neighbours, even though the mer-
chandise trade flows between Thailand and its neighbours are quite limited.
However well managed Singapore may be, its longer-term economic fortunes are
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inevitably tied to the region. While there is much scope for coordinated invest-
ment promotion activities, Southeast Asian governments thus far appear unwill-
ing to go much further. They do not yet offer ‘national treatment’ for investors
from neighbouring countries and, as Frank Bartels in Chapter 5 notes, there has
not been any serious attempt to harmonise their legal and regulatory environ-
ments. Moreover, he argues, Singapore, far and away the dominant regional
investor, ‘seems more likely to divest selectively its FDI stock away from [its
neighbours]’.

Singapore’s recent and highly activist approach to extra-regional free trade
agreements (FTAs), much to the chagrin of its neighbours, will exacerbate such a
trend. It might be argued that AFTA and regional economic cooperation would
have the opposite effect, consistent with the general presumption that intra-
regional FDI flows rise in the wake of concerted regional integration initiatives.
However, Amale Scally and Jayasinghe Wickramanayake in Chapter 4 do not
detect AFTA having any such impact in Southeast Asia. It could be that it is too
early for these effects to be evident in their study, as their data end at 1997, just
as AFTA was gathering momentum, and as the AIA came into force. But a more
likely explanation is that AFTA is, sensibly in this author’s view, a case of ‘open
regionalism’, in which trade concessions have invariably been ‘multilateralised’
to all its trading partners. Moreover, as noted, the AIA is unlikely to have much
effect, certainly in the short-medium term future. Indeed, a striking feature of the
post-crisis period has been the renewed dominance of the region’s historically
dominant investors, the US and Europe, especially in the wake of Japan’s
prolonged and ongoing economic malaise.

12.5 Fiscal incentives

In the search for post-liberalisation policy instruments to attract FDI, there has
also been a temptation to adopt a range of ineffective ‘quick fixes’. One of these
has been a renewed resort to fiscal incentives, principally tax holidays and various
performance-related tax measures. Conceptually, these share much in common
with the old tariff factory model, in that they introduce a short-term distortion to
attract MNEs. As the leading analysis of the Southeast Asian economies thirty
years ago argued, governments ‘... should try to attract private foreign investment
by making their resources (both natural and human) more attractive rather than by
making their markets more attractive by tariffs and tax concessions’ (Myint,
1972: 90).

Fiscal incentives are symptomatic of a more general deficiency in the invest-
ment environment in several Southeast Asian economies, especially those in tran-
sition from a socialist to market economy. This is the ‘dual economy syndrome’,
in which certain ownership groups, industries or even firms receive privileged
treatment at the expense of others. In the former socialist economies, it takes the
form of highly dispersed protection rates across industries, special facilities for
the inefficient state enterprise sector, and preferential treatment for foreign firms
over domestic private operations (Freeman, Chapter 9). Small- and medium-sized
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enterprises owned by non-party interests continue to be regarded with suspicion by
much of the bureaucracy. In the open Malaysian economy, firms with bumiputra
(indigenous) ownership still receive much government largesse, even though affir-
mative action programs have been officially de-emphasized. In the Philippines, a
major division is introduced by the Philippine Economic Zone Authority (PEZA).
PEZA-supported firms receive fiscal incentives, have access to better quality
infrastructure, are in proximity to international transport facilities, and are exempt
from much onerous red tape. It is therefore not surprising that they have per-
formed best in this partially reformed environment (Hill, 2003). Paradoxically,
Singapore worries about the dearth of domestic entrepreneurship, while vigor-
ously attracting FDI and offering public sector salaries, which are among the
highest in the world.

Returning to the specifics of fiscal incentives, they are a risky and generally
costly means of attracting MNEs. They are invariably ‘second-best’, when a first-
best approach would be to address at source the unattractive features of the host
economic environment. Foreign firms are attracted to commercially profitable
and politically stable environments. Surveys of MNEs invariably record these fea-
tures as the major determinant of their locational decisions when investing
abroad. The empirical evidence also supports such a finding. Hong Kong has
traditionally eschewed fiscal incentives in favour of a uniformly low tax regime.
Indonesia introduced sweeping tax reductions and simplifications in 1984,
including the abolition of most incentives, but FDI inflows actually increased
strongly in the wake of the mid 1980s reforms (Hill, 1988).

In the absence of regime credibility, foreign investors implicitly discount the
value of these incentives because they doubt their fiscal sustainability. A recent
study of Caribbean nations’ proliferating fiscal incentives to attract FDI, espe-
cially in IT sectors, underlined this point: ‘If anything, the plethora of incentives
for different categories of investors in industrial parks may raise uncertainty
regarding the stability of concessions and the government’s long-term plans.
Simple, transparent, and less distortionary incentives give clear signals for long-
term investment’ (Berezin et al., 2002: 32).

Finally, fiscal incentives are corruption-prone and may be employed as a
de facto instrument of industry policy by agencies without the analytical capac-
ity to devise and implement such programmes. Here also the Indonesian experi-
ence before 1984 and post-1998 is instructive. There may be a case for distortions
of these kinds in special circumstances. Export processing zones are a second-
best instrument of trade liberalisation, but if general reform is judged politically
impossible, the zones may be the only means of achieving gradual liberalisation.
Similarly, investment incentives may be a useful signalling device in cases where
governments are, seeking to press their reform credentials in international busi-
ness circles. In both cases, the key is to ensure that these are time-bound, transi-
tional approaches. To prevent vested interests proliferating around these
initiatives, they should desirably contain clearly defined and non-negotiable
sunset clauses.
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Notes

1 In the words of the country’s principal economic architect, Dr Goh Keng Swee, Singapore
‘... had no xenophobic hangover from colonialism’. Quoted in Huff, 1994: 36.

2 It should be noted, of course, that 1998 was a low point for FDI to the region, and that
flows to several countries began to pick up subsequently, until 2001 when the combined
effects of the global recession and over-supply in the world electronics industry again
resulted in declining inflows.

3 See Athukorala (2001) for a detailed examination.
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