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Abstract

The phenomenal economic performance of China and India in the past two decades
have recently become a subject of intense discussion, particulatly in tetms of the
potential repercussions in shifting the status quo of growth concentration and trade
pattetns in the region. In this same time period, growth of the Japanese economy has
temained subdued, while growth in most East Asian countries was disrupted by the 1997
economic and financial crisis. China, and to a lesser extent India, on the other hand,
have continued to grow at an extraordinaty pace throughout this time span. Both have
tisen to prominence in the past decade - hence coining the term the “new” Asian
economy. As such, the emergence of these two economies have changed the pattetns of
production and trade in the region, posing threats, benefits, and challenges to each
country in the region and beyond. This has resulted in the emergence of these
economies both as new partners for trade as well as competitors for foreign investment
in the region. This paper will focus on analyzing the impact of the fise of the “new”
Asian economy, and how this has set a new stage for other economies in the region.
This has put pressute on regional economies to rethink their strategies going forward,
both in terms of maintaining competitiveness in the global economy, while at the same
time exploiting any complementaritics, where possible. Finally, the region may need to
comjute up new ways to cooperate in ordet to draw upon its strengths to achieve
balanced and sustained growth and development.
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The Rising New Asian Economy
Executive Summary

The rapid emetgence and phenomenal economic performance of the
economies of China and India in the past two decades have fundamentally altered
Asia’s economic landscape. In patticular, this change can be seen in a shifting
concentration of economic growth in the region towards these “new” Asian
econotmies, as well as a changing pattern of trade and production in the region.
Over this same time period, we have seen a gradual decline in the role of the
Japanese economy, which had earlier played an important role in world economic
growth. In addition, the emerging tiger economies of Fast and Southeast Asia
saw their growth paths distupted by the economic and financial crisis of 1997.

China, and to a lesser extent India, on the other hand, have continued to
grow at an extraordinary pace throughout this time period. Both have risen to
prominence — hence coining the term the “new” Asian economy. This was
brought about in part by rapid industrialization and liberalization in China since
1978, as well as the mote recesnt emergence of the service sector as a driving force
of economic growth in India, following internal liberalization and reforms since
1991.

Trade libetalization in China and accession to the WTO in late 2001 has
further accelerated these effects, in turn leading to new patterns of trade based
upon the concept of a regional supply chain. China has taken advantage of its low
production costs in its role as & regional hub for production and final assembly,
with intermediate goods sourced from throughout the region. For the region as
whole, China’s low cost also spells production cost efficiency for complementary
producers who are patt of the supply chain. This in turn has led to a tise in
intrategional trade to 40 petcent of the region’s total trade, compared to 37
percent attributed to trade with the region’s traditional G-3 trading partners.

As such, the emergence of these two economies has changed the pattern of
production and trade in the tegion, posing threats, benefits, and challenges to each
country in the region and beyond. One important threat is that of increased
competition from these two countrics, who benefit from the advantage of labor
costs. Through a Market Competition Index in Asia, the paper shows that
competition of Asian exports with India and China has increased and will
continue on an increasing trend. In addition, Revealed Comparative Advantage
for Asia-10 shows that China has a comparative advantage both for consumer and
manufactured goods, and supports the familiar “flying geese pattetn” in China’s
export sectors.

Another important implication of the rise of China and India s the issue of
whether foreign direct investment in these two countries comes at the expense of
the rest of developing Asia. While the literature remains divided on this issue,
with some suggesting that FDI into China is diverted away from OECD



countties, it is undeniable that these flows are continuing to accumulate in China
in record amounts. However, when compared to other developing Asian
countries, China and India’s stock of FDI as a percentage of GDP is still lower
than the rest of the region, indicating potential for further FDI inflows which will
be able to sustain attractive levels of marginal return, given the sheer size of their
economies.

Developments in Asia have also led to pressure on wotld commodity
prices, and are likely to continue into the future as both China and India focus
further on infrastructure development and capital investment. Additionally,
China’s export boom, in pardcular, has led to growing concerns over its trade
surplus with the United States, leading to pressure on China to allow greater
exchange rate flexibility. This has also led to concetns over increased
protectionist sentiment from China’s main export markets, which will be highly
disruptive to growth in the region. Finally, the increased linkage in the regional
economy also means that countries will be subject to greater impact from. negative
shocks in the region, ranging from disruptions in intraregional trade and the
regional production network, to global economic recession.

While their growth has undoubtedly changed the regional status quo, the
continued growth of these two countries, and their effects on the region, is by no
means assured. Both China and India need to consider the numerous challenges
in their own economies in order for sustained economic growth. Both countries
also need to undertake theit own country-specific reforms in order to take
advantage of their endowments and growth potential.

At the same time, other countries in the region will need to react and
implement policies that will keep them compedtive in the region, as other low-
cost countries in the region, such as Vietnam, Laos, and Cambodia, have emerged
as important contenders in the playing field with ther own low-cost advantages.
In the case of Thailand, main policies that need to be tackled include development
of Thailand’s overall competitiveness. In this case, thete ate roles both for the
public sector to suppott competitiveness, as well as changes by firms and
producers to improve efficiency. Other issues include tackling energy efficiency,
as well as development of human capital to ensure that Thailand remains ahead of
the flock of the “flying geese pattern” of manufacturing production. Finally, there
may be a role for regional cooperation to foster economic resiliency for the whole
region, which will become increasingly independent with the intensifying
intraregional trade.
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Chapter I

Introduction: The New Asian Economy

The rapid emergence and phenomenal economic performance of the
economies of China and India in the past two decades have fundamentally altered
Asia’s economic landscape. In particular, this change can be seen in a shifting
concentration of economic growth in the region towards these “new” Asian
economies, as well as a changing pattern of trade and production in the region.
Over this same time period, we have seen a gradual decline in the role of the
Japanese economy, which had earlier played an important role in world economic
growth. In addition, the emerging tiger economies of East and Southeast Asia
saw their growth paths disrupted by the economic and financial crisis of 1997.

Throughout this period however, growth in India and China has
continued on a sustained growth path. Figure 1.1 shows that while growth in
Japan and the NIE’s has moderated over the past two decades, growth in China
has been sustained at high levels, averaging 9.7 percent over the same period,
while growth in India has been on a rising trend, averaging 5.8 percent.

Figure 1.1 Average Real GDP Growth (1981-2005)
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Source: Wotld Economic Outlook (WEO), April 2006

It is this continuous span of rapid growth that has brought these two
countries into the spotlight. Measured by purchasing power parity (PPP) GDP,
China has grown 21—fold over the past 25 years, while India has grown more than
8—fold over the same time period. This was brought about in part by rapid
industrialization and liberalization in China since 1978, as well as the more recent
emergence of the service sector as a driving force of economic growth in India,
following internal liberalization and reforms since 1991. Trade liberalization in



China and accession to the WTO in late 2001 has further accelerated these effects,
in turn leading to new patterns of trade based upon the concept of a regional
supply chain and pushing intraregional trade to levels comparable to trade with
the region’s main traditional trading partners. It is in this context of new
production networks, trade linkages, economic liberalization, and growing
domestic economies, that we collectively call the “new Asian economy”.

In this environment, China and India have recaptured the world’s
attention and focus on the Asian region, and have once again brought credence to
the caption of an “Asian Century”, which seemed to come to a premature end
after the 1997 crisis. With their abundant labor supplies and huge domestic
markets, both China and India are likely to drive growth in Asia for decades to
come. The share of the new Asian economy in world GDP has risen significantly,
namely China, India, and 8 countries from East Asia (which includes Hong Kong,
Indonesia, Korea, Malaysia, Philippines, Singapore, Taiwan, and Thailand), from
5.7, 4.3, and 5.7 percent in 1990 to 13.6, 6.1 and 7.1 percent in 2005. Figure 1.2
below is one of the clearest reminders yet that the Asian century may well be back
on track, revealing the rising contribution to world economic growth by China
and India. China’s contribution to world growth, in fact, has recently surpassed
the G-3, contributing up to 1.45 percent of the world’s total growth of 5.2
percent.

Figure 1.2 Contributions to World GDP Growth (1983-2005)

Percent (%)
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Source: World Economic Outlook (WEO), April 2006 (Based on Authors’ Calculation)

An analysis of the new Asian economy with China and India as the
twin engines driving the region’s growth would not be complete without a brief
discussion of the various reforms which have given rise to the new Asian
economy. Chapter 2 briefly recaps and analyzes the important economic reforms
in China and India that have led to their current states of growth. It becomes
clear that the different approaches taken by each country have led to their
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respective specialization in varying sectors. More importantly, we look at how the
pending and continued efforts at reform will affect potential growth in the future.

The two different growth paths undertaken by these two countries
have led to a change in the pattern of trade on two levels. Firstly, the amount of
trade in intermediate goods among Asian countries has risen dramatically to serve
the regional supply chain. Taking advantage of labor cost differentials in the
region and cost discrepancies in each part of the production chain, China has
emerged as a low-cost hub for assembly and production, with final products
exported to countries both outside and within the region. Secondly, we continue
to see an increase in intraregional trade in terms of intra-industry products;
namely, countries are trading variants of final products based upon final demand
preferences in their own country in addition to trade of intermediate goods. This
is significant in that domestic demand is beginning to play a larger role in
intraregional trade, with final demand falling within the region. These issues are
examined more closely in Chapter 3.

Chapter 4 discusses the benefits, threats, challenges and opportunities
arising in the region, and assesses whether this phenomenal growth in the new
Asian economies will be sustainable into the foreseeable future. The sustainability
of this growth will in turn determine the new Asian economy’s role as an
alternative driver of growth for the region. This will also determine whether this
altered pattern of trade and production in the region is likely to persist, or whether
it will continue to evolve. For example, an important risk to the region includes
the potential effect of China internalizing the regional supply chain into its own
economy and in effect marginalizing the remaining economies in Asia. Questions
also arise as to whether India’s service-sector based growth will be sustainable into
the future, as part of India’s plan to become a “global knowledge hub, with a
central place in the transnational movement of knowledge and services”!, and
whether growth in this area alone will be able to support India’s growth going
forward, given the limits in the global market in IT and IT enabled services
outsourcing is limited.

Taking into account these changes and the rise of the “new” Asian
economy, as well as its sustainability, Chapter 5 assesses the implications of the
new Asian economy and areas that Thailand will need to consider to remain
competitive. The government, as well as private businesses, each has a role to
play in enhancing competitiveness and developing efficiency and productivity.
Other issues that will have important implications to competitiveness need to be
considered, ranging from energy efficiency to human resource development.
Finally, there may be a role for financial cooperation to support regional trade and
growth, in addition to these developments in the real sector.

! Quote by Mr. Kamal Nath, India’s Minister of Commerce and Industry, Washington Post, 9 June 2005.
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Chapter 11
The Rise of China and India

In order to understand the impact of the rise of China and India to the
region, it is important to understand the drivers behind the remarkable growth of
these two countries and the reforms undertaken by authorities to draw upon their
abundant resource bases. More importantly, the direction of government policy
and the differing track of reforms undertaken by each economy have had a direct
bearing on their growth today and the direction of their growth and specialization
in the future.

While the track of reforms undertaken by the respective governments
of China and India has differed substantially, it is undeniable that both countries’
prosperity can be attributed by their government’s policies which have turned to
greater international trade and investment flows to expand their production
possibilities. In particular for these two countries, a combination of particular
demographic characteristics, structural reforms, and the effects of globalization
and liberalization have been the key factors that have driven their high growth
rates.

Figure 2.1 Shares of World Working-Age Population 2005
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One of the most abundant resources available to China and India are
their large populations, comprising two-fifths of the world’s total, at 1.3 billion
and 1.1 billion, respectively (Figure 2.1). More noteworthy is the fact that the
workforce of China and India (working-age population) combined represents
approximately 40 percent of the global labor supply. This abundance in labor



supply and the cheap cost of labor has allowed a “global arbitrage of labor™?,

whereby countries have shifted production bases to countries where labor is
cheapest. This has led to major gains in productivity in both countries, but
especially so in China where a large portion of labor has been mobilized from
agriculture into manufacturing.

Secondly, structural reforms have improved the utilization of this
resource — namely increasing flexibility of the work force in these two countries.
Both countries have seen an opening up of productive job opportunities through
reforms, although this has been more apparent in China than in India. For
example, China’s government has enacted reforms to reduce government
interference in the real economy and deregulation of economic activities, allowing
factors of production to operate more freely. This has led to a migration of
workers from the agricultural sector into the manufacturing sector, leading to
large productivity gains in the case of China.

Finally, both countries, have, to varying extents, embraced
globalization through trade and financial liberalization. Combined with the above
factors this has accelerated these growth opportunities and increased productivity
in both countries. The following sections discuss the details of these key factors
and the reforms undertaken by China and India, and how they have shaped each
country’s trade patterns today.

Reforms in China: Embracing the market and international practices

The reform process in China began in 1978, in many cases taking a
gradual approach. This pace of reform has allowed the authorities to test the
effects of reforms through small-scale experiments, and allowed them to pick and
choose successful reforms, which would then be implemented on a larger scale.
These began with market-oriented structural reforms, allowing the market to
operate in parallel with China’s centrally planned economy, which has since
resulted in sizable productivity gains. These reforms began with a rapid and
comprehensive liberalization of the agricultural sector, allowing a substantial
proportion of economic activity and of the labor force to move outside of central
planning.

Success with market-oriented reforms in agriculture led authorities to
proceed with liberalization of industrial and service sectors in the 1980s, generally
through delegating greater authority to enterprises and improving incentives by
allowing them to retain a larger share of profits generated. This was implemented
through an industrialization plan, which allowed a gradual liberalization of product
pricing as well as the setting up of systems that rewarded local governments to
promote development. Key industrial reforms implemented include reform of
State-owned enterprises (SOEs), deregulation of product prices, as well as
extensive labor reforms to introduce greater labor mobility and flexibility. Reform

2 “India and China: New Tigers of Asia — Part 11, June 2006; JM Morgan Stanley
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of small and medium sized enterprises — i.e. those at the township and village
levels - were also extensive, resulting in SMEs playing an important role as a
growth driver of industrial output.

Internal reforms in China have therefore been characterized by the
government’s aim at removing growth bottlenecks. In addition, the government
has undertaken major reforms in deregulating its labor market in parallel with the
liberalization of its markets. Measures include adopting greater flexibility in labor
(both in terms of hiring and firing), as well as greater mobility, such as allowing
urban job seeckers to choose and find work in SOE’s collectives or in the private
sector. Enterprises themselves have been given greater autonomy in their hiring
decisions and in wage-setting, for example, firms have been allowed to give
bonuses to employees, and have greater discretion on the wages that they decide
to pay their employees.

Reforms on the external front, through a gradual removal of external
trade constraints, have also allowed China to benefit from international trade and
investment flows. Weighted average import tariffs have been reduced from over
50 percent in the 1980’s to 6.4 percent at present. Capital account reforms
allowing foreign investment, as well as the establishment of Special Economic
Zones (SEZ’s)3, have helped attract foreign direct investment in record levels. In
addition, each Special Economic Zone was given autonomy to experiment with
new institutional reforms. These included exemptions from the Central Plan,
such as looser regulations on labor, as well as allowing foreign funded-enterprises
to be set up, and enjoyed special policy benefits such as lower tax rates as well as
good infrastructure facilities.

Liberalization on the external front has meant that China’s growth has
greatly benefited from direct foreign investment to advance development. These
investment flows were attracted by a combination of favorable competitive factors
and liberal investment regulations. This has led to China’s attractiveness as a
major manufacturing base for re-exports in addition to domestic consumption.
As such, a large share of China’s trade (exports) involves reprocessing, with
products imported from Asia for assembly and re-exported to G3 trading
partners.

In addition to the above reforms, banking sector reforms in China
were initiated in the 1980s with the creation of four large state-owned banks.
Some limited progress has been made, mainly in changing lending practices in
shifting lending for policy purposes away from the state commercial banks. Since
the Asian financial crisis of 1997, however, the authorities have pushed forward in
financial sector reform, with an aim of making these state-owned commercial
banks market competitive.  This has included reforms to ensure greater
transparency, stricter regulatory standards, reduction of government interference,
recapitalization, cleaning up of balance sheets and dealing with NPLs, as well as
operational restructuring, to name a few areas. Importantly, with WTO entry,

3 SEZ s were established in Shantou, Shenzhen, Xiamen, and Zhuhai, and later Hainan.
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reforms are being undertaken to allow full market access to foreign banks and
ensure they receive national treatment in China by 2007. Greater foreign
competition will serve as an important source of market discipline, as well as
introduce knowledge and new technology.

Reforms going forward: WTO Accession

Reforms in China are likely to continue going forward, particularly in
view of its commitments upon accession to the WTO. This should result in
further reductions in tariffs, including tariffs on non-agricultural products (which
account for nearly 95 percent of its total imports) as well as continued reduction
of non-tariff barriers®.  More importantly however, will be the China’s
commitments to liberalize trade in services, which includes opening of key
services sectors to foreign participation. Notable sectors include
telecommunications, financial services, and insurance, where full access will
eventually need to be guaranteed to foreign providers through transparent and
automatic licensing procedures.

Reforms in India: Unlocking its growth potential

Reforms in India can be dated back to the 1980s with a shift in the
national government’s attitude to favor private business, and rolling back of the
influence of the state. However, this greater pro-business attitude meant that
businesses were encouraged to focus more on raising profitability of established
industrial and commercial establishments, as opposed to pro-market, which would
focus more on removing impediments to the market and favoring new entrants
and consumers.

Reform efforts were stepped up following India’s 1991 balance of
payments crisis. In addition to macroeconomic stabilizing measures — including a
19 percent devaluation of the rupee in July 1991 - a number of critical supply
changes marked this as the beginning of economic reforms which have supported
growth in India, which has averaged at 6.9 percent since 1991. Various reform
measures on the external front have been introduced; including reduction of
import tariffs, easing of quantitative trade restrictions, and liberalization of foreign
investment policies. On the internal front, the removal of licensing requirements
in most sectors (which were previously reserved solely for the public sector) as
well as reduction of state control on trade and business helped contribute to the
development of the industrial and manufacturing sectors. Other key industrial
reforms included the deregulation of product prices, reduction of protection to
the SME sector, and privatization of state owned enterprises.

In terms of trade, India also reduced import tariffs significantly, with
weighted average import tariffs falling from 56.1 percent in 1992 to around 28

4 Tariffs and NTBs have been continually reduced since the early 1990s; therefore the majority of China’s imports have not been

subject to any tariffs since 2000.



percent, currently. Effective import rates on manufactured goods have also been
reduced from an average of 70.8 in 1992 to 25.3 percent in 2004.

Banking sector reforms in India have been much more substantial than
in China, with a modern regulatory framework, as well as strict prudential norms
and market competition. In addition, most banks in India are likely to move to
meet the Basel II requirements by March 2007.

Many reform challenges remain, however, in order for India’s
economy to continue on its present growth trajectory. India’s labor laws as well as
restrictions on foreign investment remain tighter than in China. For example,
controls on labor exist both at the central government level, as well as at state
government level. For instance, these regulations include requirements for any
employers of more than 100 employees to go through a rigorous approval secking
process before laying off employees.

Springboard for growth: Consequences of reforms

While many of the above reforms seem similar in substance, the extent
to which these reforms have been implemented and their effect on each economy
has differed widely. In the case of China, reforms and liberalization have resulted
in massive flows of foreign capital into the country. For example, the amount of
foreign direct investment that has entered China has almost equaled total FDI
into the Asian-8 countries. These huge FDI inflows, coupled with China’s own
high domestic saving rate, have allowed investment in infrastructure and fixed
investment.

The Chinese government’s emphasis on developing a manufacturing
sector focusing on export-led growth has meant that its presence in the global
economy has been much more conspicuous than that of India, in a much wider
range of sectors and industries. In particular, as many Asian countries have long
been aware, the rise of China as a major trading nation has long posed a direct
threat to the Asian economies in terms of competition, particularly through trade
diversion of investment and exports — displacing the exports of Asian countries to
final markets outside the region. In global markets, the demand for commodities
by both countries has altered the face of commodity markets.

At the same time, the emergence of these two giants has also changed
the pattern of trade in the region — particularly through its role as a regional hub
for assembly and processing of intermediate goods. One of the most notable
changes in the pattern of trade and production has been based upon the region’s
increased linkage of the production network. Taking advantage of labor cost
differentials in the region and cost discrepancies in each part of the production
chain, manufacturing of a single, final good is split up into its component parts
and produced in countries with the lowest comparable production cost. While
this phenomenon is discussed in greater detail in the next chapter, it should be
noted that this new phenomenon has meant that in the past, China’s assembly
plants and production lines have depended on goods imported from the rest of



the region. In fact, China’s trade deficit with the region (excluding Hong Kong)
has risen from just over 3 billion US dollars in 1997 to almost 87 billion US
dollars in 2005, as indicated in the Figure 2.2 below.

Figure 2.2 China’s Trade Deficit with Asia
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Figure 2.3 China’s Imports from Asia (Share of Total)
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However, it is uncertain whether this trend can continue indefinitely.
Going forward, there is the risk that Asian exporters will not be able to continue
expanding their share in China’s total imports, as China internalizes its supply
chain, thereby displacing imports from the rest of Asia. This risk to Asian
economies continues to intensify as China makes use of its large workforce still in
agriculture. As such, China’s dependence on the rest of Asia for imports as part
of its reprocessing and assembly may decline over time, as the development of
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China’s domestic supply network slowly replaces imported inputs. However, a
the moment, China’s imports from Asia (excluding Hong Kong) have been on a
rising trend over the past 15 years, while its exports have remained relatively
stable, as demonstrated in Figure 2.3.

From a global perspective, while China’s new pattern of trade has had
global implications, the effects of India’s service sector development has been less
obvious, although no less significant. In contrast to China, India’s development
has been characterized by a lower savings rate, limited inflows of FDI and poor
infrastructure. This has limited India’s ability to compete in the export market for
manufactured goods. In addition, one of the key deficiencies in India’s growth
process, which has prevented the large gains in labor productivity growth as seen
in China, has been the failure of industry to draw workers out of agriculture into
industry (60 percent of workforce still remains in agriculture). Other regulations,
such as bans on large-scale entry, ensure that many highly labor intensive products
are reserved for small-scale producers.

Despite — or perhaps as a result of these regulations — India’s
entrepreneurs have in turn excelled in sectors where these constraints and
regulations have been non-binding, or where deficiencies are insignificant. This
has led to the boom in services, particularly in IT services and business
outsourcing. The nature of reforms in some sectors — and the lack of reform and
development in others (particularly the failure to invest in infrastructure) — have
contributed in shaping the growth of India’s economy through service sector
development. Figure 2.4a below show the rise in the share of services in China’s
GDP from 31 percent in 1990 to 40 percent in 2005, while India’s service sector
share in GDP has risen from about 40 percent in 1990 to 52 percent in 2005
(Figure 2.4b).

Figure 2.4a China’s GDP by Industry Figure 2.4b India’s GDP by Industry
Percent (%) Percent (%)
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The smaller share of services in trade compared to manufactures
means that India’s impact on global trade has been small, especially compared to
China. However, in the past, industrialized countries have been somewhat
accustomed to losing market share in manufacturing to newly industrialized
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nations with lower production costs. The loss of market share in what in the past
has been considered as non-tradable services — which have now become tradable
— is likely to cause a rethinking of the effect of these new Asian economies.
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Chapter III
The Changing Face of the New Asian Economy

Under the presence of China and India, the Asian economy has faced
new challenges and opportunities as the new economic landscape is irreversibly
altered. The regional economies have become more tightly integrated in a wider
range of areas. As can be seen in Figure 3.1, the correlation of China and the
other Asian economies has gradually risen over time, reflecting this increasingly
stronger regional linkage.

Figure 3.1 Correlation of Asian Economic Growth
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Source: World Economic Outlook (WEO), April 2006

The fundamental reason explaining this closer relationship among the
Asian economies is the tighter linkage in the production network. The shift
towards an international division of labor has become a main source of growth for
the region in the past few decades. This production nest is based primarily on the
most attractive feature of the two giants, namely, their highly abundant labor
resources.  This has provided these two countries with a significant cost
advantage. Producers seeking the cheapest production costs have shifted their
production bases, particularly their assembly lines, to China to take advantage of
its cheap labor. Consequently, China has become an integral part in a regional
production line. Moreover, low-price products from China have also made their
way into the markets of other countries, causing regional trade and production to
expand further.

This changing production structure is reflected in the higher degree of
intra-industry trade within the region. Table 3.1 reveals the intra-industry trade
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index®, which shows that trade in similar goods in a production line among
countries in the region has increased for all countries in the region, with the
exception of Singapore. From Table 3.1, we see that most countries reveal a
higher degree of intra-industry trade over the period between 1999 and 2004.
This implies the increasing importance of the supply chain and production
networking in the region. A notable point is that in the case of Hong Kong,
which already acts as a re-export hub for the region, its increase in intra-industry
trade indicates even greater intra-regional linkages.

Table 3.1 Intra-Industry Trade Index in Asia

1999 2004 Change in Index
China 60.026 66.956 6.930
Hong Kong 87.206 | 91.008 3.802
Taiwan 68.424 | 71.217 2.793
Thailand 63.741 70.989 7.247
Malaysia 71.352 | 78.418 7.065
Singapore 84.691 83.383 -1.308
Indonesia 41.610 | 54.193 12.583
Philippines 61.543 75.270 13.727
India 43.098 51.590 8.492

Source: World Trade Atlas (Authors’ calculation)

The closer link within the region is also derived from a sharp rise in
intra-regional trade. Among the most important changes, rising income in China
and India have become a source of growing demand for goods and services that
has attracted producers worldwide who seek to maximize sales and profits, as well
as benefit from economies of scale production. In addition to the growth of
regional trade of goods and services to support this network, trade to support
growing consumption in the region has caused intra-regional trade to skyrocket.
Figure 3.2 clearly displays the increasing role of trade within the region as a new
driver of growth relative to trade with the G3 countries. In fact, the share of
intra-regional trade, at 40.3 percent, has recently surpassed the share of Asia’s
trade with the G3 countries, now at 37.7 percent, and with continuing
momentum. This has set a new tone for the regional economic environment,
requiring adjustments to be made in order to prosper with these two growing
glants.

> AllT = Zi(xi +m; )- Zi‘xi B mi‘ The index measures the proportion of total trade comprise by intra-industry trade. If there
zi( X; +m;)

is no intra-industry trade, either x; or m; will be zero and AIIT index will be zero.
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Figure 3.2 Intra-Regional Trade and Trade with G3 Countries
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Challenges under the new environment

Despite many new opportunities the two giants have introduced to the
region, the size of their economy has also brought about new challenges to the
rest of the region.

Market competition

One of the most prominent challenges facing countries across the
globe has been the threat of crowding out of their export shares to third countries
by exports from China and India. Since trade liberalization began in these two
countries - in particular China - its export share to the world has increased
significantly®. According to Figure 3.3a, China’s export share to the world has
risen from 1.6 percent in 1987 to 7.2 percent in 2005, while that of India remains
at 0.95 percent in 2005. The major factor supporting the penetration of China’s
exports over that of other countries can be attributed to its low labor cost, and
hence lower prices. As a result, for competing producers in sectors such as labor-
intensive manufactured goods (i.e. textiles, leather products and footwear) and
intermediate inputs, the low cost of labor in China directly threatens their
competitiveness, and their market share.

On the other hand, one might suggest that China’s new production
network, and its role at the end of the production line for final assembly, will in
fact help boost the region’s exports in total. Following this line of thought,
China’s low cost spells production cost efficiency for complementary producers
who are part of the supply chain. This pattern of trade can be confirmed by the

¢ This is due to the pattern of China’s development towards industrialization, which has had a greater impact on the global economy
than India.
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rising share of exports of Asian countries to China in Figure 3.3b, as regional
production expands.

Figure 3.3a Export Share in World Market Figure 3.3b Asia’s Export Share to China
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However, the actual data also reveal a gradual rise in overall
competition. In the Market Competition Index of Asia which has been compiled
and appears as Figure 3.4 below, we see that competition with India and China
has in fact increased and continues with an increasing trend. The index computes
export shares by sector for each country and measures the extent to which the
two countries export the same products in world markets, by using the following
formula:

ITC, = L2 s
2

where S]is the share of sector 7 in country /s exports. The index value ranges

between zero and one. If the ITC is equal to zero, the two countries export
entirely different products. If ITC is equal to one, they export the same products
in identical shares of their total exports.

Figure 3.4 Market Competition Index of Asia
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Figure 3.4 also reveals the competition indices between China, India,
ASEAN-47 and Thailand. As can be seen, the index between Thailand and China

has steadily increased over time from 0.64 in 1998 to 0.72 in 2006. This trend
implies that export competition between Thailand and China has intensified over
time. In addition, the index between ASEAN-4 and China as well as the index
between ASEAN-4 and India also show similar patterns. There has been more
trade competition between both groups of countries; and over time, both groups
have increasingly traded products from similar sectors. However, the index
between Thailand and India has remained stable, ranging from 0.46 to 0.52 over a
7-year period. The constant index implies continuous changes in export structure
in the same direction in the two countries.

In a study by FEichengreen, Rhee and Tong (2004), which reviews
statistical evidence of the crowding-out effect of China’s exports on those of
neighboring countries, they find that exports from China crowd out exports of
other Asian countries only in markets for consumer goods. This suggests that the
negative impact from competition may be limited only to certain industries.

Looking at an index of Revealed Comparative Advantage (RCA) to
classify product specialization for each country allows us to further analyze the
impact of increased competition on each country’s exports. The RCA index is a
simple measurement of the degree of trade specialization; it indicates product
categories in which a country has comparative advantage relative to the world. In
general, the index compares the share of exported goods j of the country 7 relative
to the share of exported goods ; of the world (w).

5
RCAU = S_W

]

Due to data limitations, the denominator of the product shares relative
to the world market has focused on the share of Asia-10. Therefore, the indices
imply the comparative advantage of a country, compared to Asia-10. The RCA
index of a product category that is greater than one implies that the country

7Thailand, Malaysia, Philippines, and Indonesia
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appears to have a comparative advantage on that product category over the rest of
Asia-10 and vice versa.

The results in Table 3.2 demonstrate that China appears to have a
comparative advantage in both consumer and manufacturing goods. The 2005
figures reveal comparative advantages of China for 9 out of 16 product groups.
From those 9 groups, China’s comparative advantage has been rising over time,
with 2005 figures higher than the 7-year average (1999-2005) for each respective
group - namely Vegetable and Fruits (HS06-HS15), Synthetic Fibers and Textiles (HS54-
HSG60), Iron and Steel (HS72-HS73) and Machinery Products (HS84). In terms of
particular exports that China has a high degree of comparative advantage in, these
can be identified as Vegetables (HSO7), Edible Fruits and Nuts (HS08), Manmade
Staple Fibers (HS55), Knit and Crocheted Fabric (HS60), Iron and Steel (HS72), and
Machinery (HS84).

The result also suggests the familiar “Flying Geese Pattern” in China’s
export sectors. This pattern is common among developing countries that enjoy a
production shift towards more value-added products. The traditional shift in the
production pattern is most likely to move from low- to high-technological goods,
as is clearly the case in China’s export sectors. While the RCA indices and export
shares of Machinery (HS84) and Electrical machinery (HS85) are rising swiftly,
however, the RCA indices of traditional and low-technological exports such as
food products and shoes and apparel products have declined over time. These
two sectors are considered the most important export sectors as they account for
44.2 percent of Asia-10’s overall exports in 2005. It is therefore highly probable
that competition will continue to intensify in the future, and that production bases
previously located in NIEs-4 and ASEAN-4 will be shared by China. This trend
seems to indicate that while the analysis by Eichengreen, Rhee and Tong (2004) of
a negative impact only on consumer goods may hold in the medium run, this
effect may spread to the manufacturing sector in the longer term.

Foreign direct investment diversion

From the perspective of potential international investors, the low cost
of resources, which almost guarantees high profit margins for investors, is not the
only attraction of these two countries. More importantly, their large domestic
markets are an added incentive for any potential production relocation. From a
regional perspective, however, a persistent inflow of foreign direct investment into
China and India has caused concerns of a possible diversion of foreign direct
investment (FDI) from other Asian countries towards these two giants. In terms
of empirical evidence, a country’s share of FDI inflows appears to fluctuate, based
upon world economic cycles. However, over the past three years, and following a
downturn in the wortld cycle of FDI in 2000, FDI into Asia has recovered
gradually. Figure 3.5a shows that the share of FDI flowing into China and other
Asian countries has risen concurrently with the regional share of the FDI.
However, within the region, the allocation of FDI into China seems to outpace
inflows to other neighboring countries, as shown in Figure 3.5b. Since FDI is also
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Table 3.2 Comparison of Reveal Comparative Advantage (RCA) on Selected Group of Commodities

Animal Products Vegetable Products Food Products Mineral & Oil Products
Average 2005 Average 2005 Average 2005 Average 2005
China 1.24 1.14 0.96 1.18 1.18 1.04 0.61 0.44
Hong Kong 0.46 0.33 0.20 0.13 0.43 0.36 0.06 0.05
India 2.78 2.67 4.02 4.00 1.47 1.25 1.56 2.40
Indonesia 2.33 2.58 3.37 4.92 1.42 1.65 5.60 5.11
Korea 0.48 0.41 0.15 0.13 0.49 0.48 0.91 0.90
Malaysia 0.51 0.75 2.76 3.07 0.88 1.02 1.95 2.15
Philippines 0.84 1.06 1.67 2.25 1.13 1.50 0.35 0.43
Singapore 0.32 0.36 0.29 0.21 0.82 0.80 1.64 1.95
Taiwan 0.84 1.12 0.13 0.12 0.21 0.20 0.42 0.77
Thailand 2.90 2.52 2.29 2.38 4.48 4.66 0.69 0.78
Chemical Products Plastic and Rubber Leather Products Wood Products
Average 2005 Average 2005 Average 2005 Average 2005
China 1.04 0.89 0.68 0.65 1.59 1.49 0.87 0.99
Hong Kong 0.57 0.41 1.05 0.93 2.26 2.49 0.99 0.88
India 2.25 2.07 0.61 0.67 1.54 1.34 0.31 0.38
Indonesia 0.93 0.87 1.09 1.28 0.28 0.22 4.94 4.45
Korea 1.05 1.12 1.30 1.34 0.47 0.26 0.58 0.52
Malaysia 0.83 0.84 0.99 1.10 0.03 0.03 1.87 2.03
Philippines 0.19 0.23 0.20 0.22 0.38 0.24 0.53 0.65
Singapore 1.82 1.96 0.68 0.71 0.08 0.11 0.46 0.49
Taiwan 0.83 1.10 1.51 1.64 0.42 0.37 0.48 0.49
Thailand 0.67 0.77 1.97 2.37 0.60 0.44 1.00 1.10

Source: World Trade Atlas, Authors’ Calculation

Note: 1. Average: 1999-2005
2. India Trade Statistics for 2005 includes January until September 2005 only due to unavailable information.
3. The grouping is listed in Appendix 1.
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Table 3.2 Comparison of Reveal Comparative Advantage (RCA) on Selected Group of Commodities (Continued)

Synthetic Fibers & Textile Shoes & Apparel Products Stone and Glass Products Iron and Steel
Average 2005 Average 2005 Average 2005 Average 2005
China 0.90 1.07 1.88 1.76 0.87 0.85 1.12 1.18
Hong Kong 1.01 1.02 1.56 1.59 1.47 1.73 0.51 0.38
India 1.26 1.21 1.03 1.51 06.52 7.08 1.79 1.86
Indonesia 1.19 1.28 1.05 1.08 0.62 0.47 0.45 0.40
Korea 1.74 1.38 0.31 0.17 0.65 0.31 1.67 1.59
Malaysia 0.29 0.34 0.15 0.14 0.49 0.56 0.49 0.51
Philippines 0.17 0.17 0.79 0.78 0.33 0.38 0.13 0.19
Singapore 0.14 0.13 0.11 0.14 0.43 0.60 0.31 0.35
Taiwan 2.10 2.03 0.23 0.15 0.27 0.27 1.98 1.83
Thailand 0.70 0.88 0.65 0.58 1.40 1.47 0.70 0.71
Metal Products Machinery Products Electrical Machinery Transportation Products
Average 2005 Average 2005 Average 2005 Average 2005
China 1.29 1.20 0.91 1.17 0.75 0.82 0.78 0.71
Hong Kong 0.86 0.75 0.75 0.92 1.13 1.31 0.18 0.13
India 0.93 1.04 0.21 0.24 0.10 0.09 0.60 0.78
Indonesia 1.23 1.81 0.30 0.32 0.35 0.31 0.28 0.37
Korea 0.88 0.87 0.92 0.81 1.03 1.03 3.75 3.68
Malaysia 0.60 0.59 1.23 1.15 1.40 1.24 0.23 0.25
Philippines 0.61 0.59 1.23 1.20 1.95 1.78 0.68 0.97
Singapore 0.62 0.57 1.50 1.19 1.42 1.37 0.42 0.44
Taiwan 1.57 1.49 1.38 0.89 1.11 121 0.85 0.72
Thailand 0.62 0.71 1.01 1.05 0.79 0.69 1.19 1.63

Source: World Trade Atlas, Authors’ Calculation

Note: 1. Average: 1999-2005
2. India Trade Statistics for 2005 includes January until September 2005 only due to unavailable information.
3. The grouping is listed in Appendix 1.



one of the major sources for long-term investment that brings about the
technological spillover and possible crowding-in effects on domestic investment,
this trend of a declining share of FDI leads to concerns for businesses and
policymakers in rest of Asia.

Figure 3.5a Share of World’s FDI Figure 3.5b Comparison of FDI Flow to Asia
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From an empirical perspective, the literature remains divided on
China’s role in FDI diversion away from the other countries in Asia. Eichengreen
and Tong (2005) find that China’s emergence as a destination for FDI does not
crowd out FDI to other Asian economies. They suggest that the inflows are
instead diverted from OECD countries. Mercereau (2005) also confirms
Eichengreen and Tong’s results by developing a new methodology to estimate the
crowding out of China’s FDI. His results suggest that low income economies

which compete with China for low-wage investment do not seem to be affected
by China’s FDI inflow.

One possible explanation, however, for the declining share of FDI
flows into neighboring countries may have to do with their relatively larger
existing level of FDI stock relative to their GDP, compared to that of China and
India. From their international investment positions, the ratio of stock of FDI to
GDP of China and India are only 14.9 and 5.9 percent respectively, which is much
lower when compared to other Asian economies such as Thailand (29.7 percent of
GDP) and Malaysia (39.3 percent of GDP). From Table 3.3, we can see that the
stock of FDI as a percentage of GDP in China and India is lower than many
countries in the region. This indicates that there is potential for further FDI
inflows which will be able to sustain attractive levels of marginal return, given the
sheer size of their economies.
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Table 3.3 Inward FDI Stocks as a Percentage of GDP

Economy 1980 | 1990 | 2000 2003 2004
Hong Kong SAR 74.3 60.3 2754 | 2392 | 277.6
Singapore 52.9 83.1 123.1 160.2 | 150.2
Malaysia 20.7 23.4 58.6 40.4 39.3
Thailand 3.0 9.7 24.4 33.3 29.7
China 0.5 5.8 17.9 16.2 14.9
Philippines 3.9 7.4 16.9 15.2 14.9
Taiwan 5.8 6.1 5.7 13.0 12.8
Korea 2.1 2.1 8.1 9.0 8.1
India - 0.5 3.7 52 5.9
Indonesia 6.0 7.7 16.5 5.0 4.4

Source: UNCTAD, Wotld Investment Report 2005; www.unctad.orh/wit or www.unctad.org/fdistatistics

Table 3.4 Inward FDI Performance Index Rankings, 1990-2004

Economy 1990 | 2000 | 2003 | 2004 (1(9:;18?2%655)
Hong Kong SAR 3 2 8 7 -4
Singapore 1 6 6 8 -7
China 46 52 42 45 1
Malaysia 5 51 77 56 -51
Philippines 30 87 96 100 70
Thailand 17 44 88 106 “89
Korea 81 93 116 | 109 28
India 98 120 | 118 | 112 14
Taiwan 50 111 | 117 | 125 75
Indonesia 57 138 | 139 | 136 79

Note: Covering 140 economies

Source: UNCTAD, World Investment Report 2005; www.unctad.orh/wir or www.unctad.org/fdistatistics

Moreover, in terms of FDI performance, China is ranked as one of the
highest in the region, trailing behind only Hong Kong and Singapore, as shown in
Table 3.4. This index captures factors that have influence on FDI such as
business climate, economic and political stability, the presence of natural
resources, infrastructure, skills and technologies, opportunities for participating in
privatization and the effectiveness of FDI promotion. As a result, China appears
to be relatively attractive for foreign capital flows when compared to other
countries in the region.
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Pressure on world commodity prices

In the period of their high economic growth, the two giants’ voracious
appetite for commodities has caused world commodity prices to rise drastically.
This pressure is more obvious in the case of China, where rapid industrialization
and urbanization has increased the demand for production materials, as opposed
to the case of India whereby rapid expansion so far has been concentrated in the
service sector. As a result, after the previous price spike in 1999, world fuel prices
skyrocketed once again with the expansion of the China’s economy. Figure 3.6
shows that in addition to energy prices that have come under demand pressure
from China expansion since its WTO accession, prices of other important
production materials such as rubber, metal, and iron ore have also risen
continuously.

Figure 3.6 Movements in World Commodity Prices
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For example, strong growth in conjunction with rapid industrialization
and urbanization has made China the world’s largest consumer of steel. This has
altered global commodity prices as well as the patterns of trade in steel. To tackle
this need, China has dramatically increased its capacity to produce steel in the few
years, and has become the largest producer of steel in the world, as shown in
Figure 3.7. In fact domestic steel production in China in 2005 was twice as much
as the EU, three time as much as Japan, and almost four times as much as the US.
This picture has been repeated over numerous commodities, and is likely to
continue evolving in the future, as India realizes that it too needs to focus efforts
on infrastructure building in order to achieve sustained growth.

Nevertheless, China’s government has initiated policies to prevent
over-investment in particular sectors, which would help alleviate the country’s
excessive appetite for energy. At the same time, China is adjusting towards greater
reliance on domestic supply and alternative sources inputs, which may help ease
the pressure on commodity prices. As a result, China has also expanded
production capacity in other commodities, and it is now also the world’s largest
producer of coal, cement and aluminum. However, with continuous economic
expansion throughout the world, including the expanding India’s economy with
higher usage of materials for production, commodity prices are likely to be
sustained at high ranges for some time before new supply sources are fully

utilized.

On the other hand, low cost products and cheap labor services from
China and India that are being exported throughout the world have resulted in a
period of global disinflation. Figure 3.8 shows a continuous decline in the rate of
inflation, both in industrial and developing economies over the past 3 decades.
Nevertheless, world economic expansion and a tightening of labor mobility from
the agricultural sector into manufacturing in China will gradually push up wages
and production costs in the region. Together with a permanent shift in energy
and other commodity prices resulting from this global supply constraint, this
period of growth in a low-inflation environment may not last through this decade.

Figure 3.8 Rates of World Inflation
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Source of global imbalances

Due to their strong cost advantage, particularly when compared to the
industrialized countries, China and India have been net exporters to their main
external markets, rather than being overrun by export flows from their trading
partners. This continued trade surplus has led the two giants — especially China
with its industrialization — to accumulate large trade surpluses with most of their
trading partners. With the US alone, China registered a trade surplus as high as
159 billion US dollars in 2005 compared to 35 billion US dollars in 2002. As
China’s current account surplus continues to accumulate over time, as illustrated
in Figure 3.9, the US current account has also registered a deficit for more than
two decades.

The US trade deficit, mirrored in part by China’s persistent trade
surplus, has led to the view that Asia has taken advantage of cheap labor costs and
undervalued currencies to push their exports into G-3 markets. There is the
added risk that this will heighten protectionist sentiment in these markets, leading
to trade disputes and a return to protectionist measures. These sentiments are
further enhanced by the rising role of India’s service sector and as a hub for IT
services and outsourcing. Many of these services, in the past, have been
considered “non-tradables”, for which developed countries would not have to fear
competition from developing nations. As India has shown that this is no longer
the case, the outsourcing of these services will worsen the current accounts of
developed countries and potentially lead to more protectionist sentiment.

Figure 3.9 China and US Current Account and Current Account/GDP
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Figure 3.10 Foreign Reserves of China, India and Selected Asian Economies
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Additionally, the expanding economies of China and India have
attracted a large influx of both short-term and long-term capital, adding to the
already-high balance of payments surpluses. As a result, there has been a
continuous accumulation of foreign reserves in China and India over the last
decade, as shown in Figure 3.10. The magnitude of China’s reserves has risen 74
times over the past 25 years, while India’s reserves rose over 26 times over the
same tiem period. Speculation over revaluation of the Renminbi has led to capital
inflows into the whole region, with regional currencies acting as proxies for the
Renmimbi, which in turn has led to accumulation in international reserves
throughout the region. This phenomenon, in turn, has also added to the existing
global imbalances, signaling even higher and widespread risks in the case of a
sharp reversal of capital flows in the future.

High regional dependency

Under this new economic environment, inter-linked production
networks and a higher degree of intra-regional trade has heightened dependency
among the Asian economies. As we saw in Figure 3.1 earlier, correlation of
economic growth in the region has gradually increased. At this current stage, the
region has so far enjoyed the economic upturn brought about by the presence of
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China and India. However, this heightened dependency can potentially become a
major risk to the regional economy, should China and India experience economic
difficulties anytime in the future. The possible difficulties can range from
disruptions in intraregional trade and the regional production network, to global
economic recession. Figure 3.11 confirms the closer link of economic cycles in
the region, which has shown increasing linkage since the early 1990’s.

Figure 3.11 Economic Cycles of Asian Economies
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This particular risk to the region is quite a challenge to policymakers
since it is difficult to resist joining the bandwagon of intra-regional production
and trade. But policymakers should also foster policies that encourage
development through greater self-dependency, and rely less on the region and
external demand alone for sustained growth, although external trade with G3 and
other economies with lower average output variation remains an important
cushion for the region, in the case of possible downturn of China and India.

The magnitude of these impacts facing Asian economies mainly
depends on the growth rate of China and India. Their continued expansion will
place further pressure on world prices and competition in the region. On the
other hand, the slowdown of China and India will unquestionably pose a major
threat to other countries as well. The next chapter will assess the potential of
China and India in sustaining this economic growth, and provide deeper insight
into how the new Asian economy will develop, and suggest appropriate policy
guidelines for countries to benefit from the growing giants.
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Chapter IV
Challenges to China and India’s Growth

The extraordinary economic expansion of China and India we have
discussed so far has brought about extensive challenges, as well as opportunities,
to all countries in the global economy. Whether the two economies will continue
to have strong repercussions on the global economy going forward, however, is
another interesting question. The prospect that these economies will be able to
sustain robust growth means that their global presence will become increasingly
prominent over time. The ability of China and India to maintain continued
growth will further support the burgeoning intra-regional trade and production
linkages, as well as impose pressure on the world’s supply of resources as well as
their price levels. On the other hand, a disruption in growth of the two giants
could lead to an economic slowdown in the region - and possibly lead to the
global recession. This section identifies and assesses the various risks and
potential vulnerabilities to China and India’s growth that could have an impact on
the dynamics of their own development paths as well as on the global economy.

China

Since reforms in the 1980’s, China’s manufacturing sector has
continued on a rising trend, both in terms of growth and factor compensation.
The share of industry in China’s GDP has remained above 40 percent since 1980,
and the growth rate of the industrial sector has overtaken all other sectors in the
economy, as shown in Figure 4.1. On the other hand, the share of the agricultural
sector in GDP has gradually declined over this period, while the share of the
service sector has increased in importance.

Figure 4.1a Sectoral Share of China’s GDP Figure 4.1b Sectoral Growth of China
(4-period moving average)

Percent (%) Percent (%)

100 — — 25
23.2
277 26.5
| 343 20 Lo
80 40.7 N
,\7\\7\
60 | B AN
35.0 44.5 % ’\«,\7\7\ T
P 45.4 10 S NP
45.9 e
5 ,W
20 - 374 For 291
20.3 134 0 .
0 1993 1995 1997 1999 2001 2003 2005
1960s ,19705 1980s 5 1990? 2000-2005 — Argiculture —=— Manufacturing Services
Agricultural | Manufacturing = Services
Source: CEIC Source: CEIC

27



The high rates of growth in the manufacturing and service sectors have
been brought about mainly as a result of China’s industrialization and
liberalization in trade and foreign investment. While this has encouraged a rapid
expansion of production, it has also rapidly led to improvements in skills and
technological know-how, leading to business investments in industries with higher
value-added potential. China’s economy, at the same time, has been able to secure
the influx of foreign capital for its domestic market, through its high income
growth and role as a mass production base linked to the regional production
network. Moreover, increased expenditure on education has led to illiteracy rates
of less than 9 percent, as of the year 2000. Together with years of spending in
investment on infrastructure (9 percent of GDP was spent on infrastructure
investment in 2005 alone), these factors have helped make China one of the most
attractive destinations for foreign capital in the region. This, as a result, helps
assure one of the important supporting factors for further achievement in growth
of China.

Additionally, China’s abundance of labor resources allows China to
achieve its cost advantage in penetrating the world trading community. This
acceleration in China’s trade has been a major factor supporting China’s rapid
growth.  For international investors, there are great opportunities for China to
catch up with the Asian Tigers as well as those in the industrialized world. Some
studies seem to suggest that China’s growth can be even more significant — and
that currently its growth path (in terms of share of nominal GDP relative to the
Asian tiger economies during the 1960-1990’s) can be even higher. However, if
China can maintain its rate of growth at 8 percent while Asian economies and G3
grow at 4 — 5 and 2 — 3 percent respectively, Figure 4.2 shows that the country
could become the world’s largest economy in the year 2025. (UBS estimates).

Figure 4.2 China’s Growth Potential
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However, despite all these advantages China has over other economies,
it also faces numerous challenges which are yet to be resolved. Many of these
problems concern institutional and organizational shortcomings that need to be
addressed, as well as the challenge of ensuring balanced overall growth in its large
economy. Low business efficiency is ranked as #be major concern that could
potentially obstruct continued foreign investment inflows into China’s economy.
According to a survey by the International Institute for Management
Development (IMD) in 2006 (Figure 4.3), despite China’s outstanding economic
performance, the country is relatively lagging others in the region in terms of its
business efficiency and its institutional framework.

Figure 4.3 China’s Competitiveness

Economic Performance

——TUSA

—O0—Thailand
India

— — China

Infrastructure Government Efficiency

100 . y 100

100 -

Business Efficiency

Source: IMD World Competitiveness Yearbook 2006

This lack of efficiency primarily stems from China’s traditional
institutional problems. Despite the government’s restructuring policies to
create a more liberal business environment, the lack of sufficient banking services
and sluggish capital market development remain major obstacles for both local
and foreign entrepreneurs. The institutional framework of the China’s banking
system is still in a formative stage relative to international standards. Major
commercial banks have traditionally operated under the strong influence of
government bureaucracy and mandates. “The incentive system is aligned in a way
that encourages them to over-invest, reflected by the high level of NPAs in the
banking system”. (Morgan Stanley, 2006) Moreover, China’s banking system
faces problems of weak asset quality and relatively low capitalization, in
conjunction with a limited competition structure. Together, these become major
obstacles for further development. Nonetheless, in order to alleviate these
problems, the Chinese government is attempting to modernize its banking system
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through reforms in the ownership structure of banks as well on the issue of
corporate governance. If these policy adjustments are implemented, they should
lead to improvements to the performance of China’s banks and raise them closer
to international standards.

In addition, problems relating to corruption, as well as the added
complication of varying rules and regulations in different states and provinces
have created confusion and has led to inefficiency in management and production
process, particularly for foreign investors. The government has taken some steps
to tackle these problems. Recently, surveys on investment climates in different
countries shows that China’s position in terms of business efficiency has
improved over time. Arguably, the continued inflow of FDI into China’s
economy is in itself a vote of confidence by foreign investors of China’s economy
and its prospects going forward.

Another potential issue, which may affect China’s sustainable growth in
the future, is its demographic problem — namely the falling trend of China’s
working-age population, going forward. As a result of the country’s one child
policy, the working-age population in China is expected to decline over the next
10 years, as shown in Figure 4.4. This implies that the number of people of
working-age will decline, while the number of dependents on these workers will
rise. On the other hand, some researchers have argued that further gains in
productivity may help mitigate, and to some extent offset, the problem of future
labor “shortages” in China. In due course this will cause China’s dependency ratio
to rise steadily and place strains on economic growth.

Figure 4.4 Projected Working-Age Population

(millions of people, 15 — 64 years old)

Million Person

1,100
India
China
1,000 -
900 -
800 -
700 -
600
0 =) 0 =) o) = o) =) 7o) =
= - — Q I I52) ISe) = < n
S S S =) =) =] =] S =) =
Q Q Q Q Q Q Q Q Q Q

Source: U.S. Census Bureau International Database

30



With regards to wealth distribution, a by-product of China’s rapid
industrialization and urbanization is evident in its unbalanced growth among
sectors in the economy. Even though the first phase of reforms in China focused
on the rural sector to reduce the country’s income inequality — particularly in the
agricultural sector, this inequality has again widened, following the government’s
initiatives on liberalization and globalization to increase foreign trade and attract
FDI inflows. As can be seen in Figure 4.5, a sizable share of labor is still based in
the agricultural sector, which on the other hand accounts for the smallest slice of
the country’s GDP pie. In addition, this group of labor is considered unskilled as
they are unable to migrate into the industrial sector without incurring substantial
retraining costs. The Chinese government, therefore, is currently attempting to
improve living standards and enhance productivity levels by focusing on rural
infrastructure development and investment in education to help alleviate this
problem. Though labor productivity improvements are expected as a result of
this training process, it is expected that labor costs in China will eventually have to
rise, possibly eroding China’s cost advantages if labor demand in manufacturing
sector expands faster than the growth in productivity.

Figure 4.5 Employment Share by Industry in China
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Furthermore, with sustained rapid economic development, a large
population, as well as insufficient domestic energy supplies have caused China to
grow by an average of almost 10 percent a year. This growth has also resulted
from price controls as well as an energy inefficiency problem. This can eventually
erode China’s cost advantage, and eventually, its future competitiveness in global
export markets. However, reforms in energy usage more market-oriented pricing
of energy may allow China to gradually trim down its energy intensity. This may
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help offset the country’s increasing appetite for energy as its economy continues
to expand.

China’s economic development path towards industrialization and its
high degree of openness to trade has put it in a position of relatively greater
advantage than India, both in terms of basic infrastructure and the fundamental
factors to facilitate growth. Yet, many important tasks remain to be tackled in
order to put China on a more stable growth path as one of the world’s new
leading economies.

India

India’s era of high growth era started in the early 1990’s, following
major structural policy adjustments towards a market-based economy and greater
trade openness were implemented. In contrast to China, India’s growth
performance has mainly been driven by a growing service sector that has gradually
replaced the prominence of the agricultural sector. At the same time, as shown in
Figure 4.6, the share of the industrial sector in GDP has been relatively stable and
remains subordinate to the fast-growing service sector. The supporting factors
for growth in India’s service sector include a high income elasticity of demand for
consumption of services, as well as structural policies that help promote high
efficiency in business outsourcing services.

Figure 4.6 Sectoral Share of GDP in India
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India’s potential is supported by the modernization of the private
sector, which allows firms to be efficiently assertive in their business management.
Moreover, the country’s large English speaking population, as well as the
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expanding specialization in the booming global market for IT services will
continue to support the country’s expanding service industry. To help facilitate
India’s growth, a well-developed financial system and vibrant corporate sector will
be crucial factors. The banking system in India, at present, is well-equipped with
sufficient levels of capitalization (due to strict capital requirement regulations),
efficient supervision, as well as market competition, which has helped achieve
efficiency in this area. These strong fundamentals, though different from the case
of China, have helped put India on a similar growth path to the rest of Asian
economies.

Figure 4.7 Output Growth Index of Asian Economies
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Based upon calculations by the International Institute of Finance (IIF),
and assuming the Indian economy will continue to register annual real GDP
growth rates at 8-9 percent for the next ten years (and moderates by 0.5
percentage points per decade thereafter), the Indian economy is set to increase in
size by almost five-folds by the year 2025. One reason for this is attributed to
India’s demographic advantage other Asian economies, including China. India is
predicted to maintain its growth phase for longer than Asia, as its dependency
ratio will continue to decline, while that of the rest of Asia will begin to rise.
United Nation’s projections show that India will be the only large country still
enjoying favorable demographics after 2010. (Figure 4.4) This potential implies a
greater impact of India economy on the global and regional front in the very near
future.

Nonetheless, the Indian economy, similarly to China, is still likely to
confront many challenges. While registering the highest growth and taking up the
largest share of the country’s GDP, India’s service sector employs less than a
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quarter of its total labor force. This is relatively moderate, particularly when
compared to the capital formation ratio of around 40 percent in the sector,
signaling potentially unbalanced growth in the country’s development.

Another major impediment to India’s growth is the country’s moderate
openness to trade and investment. Despite the structural reforms towards
liberalization, India is still relatively closed compared to China. Table 4.1
compares the effective import tariff barriers of India and China. In terms of
openness for all products, China’s effective tariffs has fallen from 32.1 percent to
0.0 percent while India’s effective tariff rates have only fallen from 56.1 percent to
28.0 percent, from 1992 to 2004. In both cases there has been greater reduction
in effective tariff rates of manufactured goods, while tariffs on primary goods
have actually 7zsen slightly in the case of India.

Table 4.1 Effective Import Tariff Rates of China and India (percent)

. . Manufactured
Import Weighted All Products Primary Goods
China 1992 32.1 14.1 35.6
2004 0.0 5.6 0.0
India 1992 56.1 34.1 70.8
2004 28.0 36.9 25.3

Source: World Bank, WDI

This low degree of openness also applies in a similar way to foreign
investment. As a result, the share of global FDI to India has gradually risen but is
still at a very low level when compared to China or other countries in Asia, as
shown in Figure 4.8. India has received an average of about 4.4 billion US dollars
a year from privatization proceeds and FDI over the past ten years, compared
with 53 billion US dollar each year which has gone to China. The main hurdles to
FDI inflow into India are the existing myriad of regulations and laws as well as
inadequate infrastructure to facilitate efficient production. However, the country’s
plan to expand its outsourcing, mining and metals manufacturing as well as
infrastructure spending should help attract more FDI flows into India in the
tuture.
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Figure 4.8 Inward FDI of China and India
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While China’s growth model has been driven by supply from
investment, India’s growth has been underpinned by consumption demand.
Demand driven growth is usually a precursor to a number of challenges that pose
risks to macroeconomic stability. India, therefore, needs to solve the problem of
its weak supply response by improving its investment climate to facilitate
investment in the economy. Moreover, the abysmally slow privatization process
has also worsened India’s supply-side development. A rise in supply should
ensure a more sustainable acceleration in economic expansion.

In addition, the lack of a well-developed infrastructure throughout
India is one of the main obstructions to supply-side growth. Presently, spending
on infrastructure investment in India has only begun to rise, allowing authorities
to place greater focus on investment and FDI. These policy changes should
eventually move India towards a higher growth cycle.

Another drawback of India’s development path are the country’s rigid
labor laws. Most labor-related laws are outmoded and are impractical, particularly
in terms of hiring and firing policies. India is ranked 111t out of 117 countries on

labor policies in the World Economic Forum’s global competitiveness report in
2005.

For India, infrastructure and greater openness are the keys to the
country’s sustainable growth. The two factors will ultimately draw greater foreign
investment to support country’s supply development and productivity growth.
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Chapter V

Implications for Thailand: Supply Side Developments to Enhance
Competitiveness

The ascent of China and India has irreversibly transformed both the
Asian region and the global economy. In the adjustment process, it is inevitable
that Thailand and other neighboring Asian economies will feel the direct impact
of the rise of these two giants. Going forward, regardless of the performance of
China and India, the economic landscape for Asian economies will be undeniably
changed, through waves of intense competition and even tighter linkages are
brought to play. To make positive gains from these changes and in order to
survive in this new environment, countries need to go through various policy
adjustments. With these new challenges involving fierce cost competition and
production efficiency, demand management policy alone will not be sufficient.

Medium-term supply side policies need to be a priority on many countries’ policy
checklists.

The need for policy adjustments apply directly to the case of Thailand,
in order to overcome these new risks and challenges. Among these concerns, an
improvement in Thailand’s overall competitiveness is arguably one of the most
urgent tasks which needs to be tackled. In addition to China and India, other low-
cost countries in the region, such as Vietnam, Laos, and Cambodia, have emerged
as important contenders in the playing field, with their own low-cost advantages.
The pressure, therefore, is on Thailand to proceed with numerous structural
transformations to remain competitive. Thailand must stay ahead of these new
emerging low-cost economies, in order not to lose world market share, which will
threaten the domestic production sector and economic growth.

In deciding which areas need to be reformed, authorities should keep in
mind ways to develop supply side policies in order to enhance the economy’s
overall competitive advantage. For example, a key feature that will help secure the
country’s share in the world market is to enhance product competitiveness.
Evidence from the previous chapter indicates the higher overall export
competition that Thailand faces from China and India. However, not all export
products are being threatened. From the RCA indices, Thailand’s exports still
possess a comparative advantage in a number of product groups, ranging from
agricultural and food products to plastic products. In this light, the government
should focus on supporting ways to enhance competitiveness of products where
Thailand still has a competitive advantage. At the same time, products that have
lost their comparative advantage, concentrated mostly in the labor-intensive
manufactured sector, should be given assistance for efficient resource relocation.

The second feature necessary for a country to remain competitive in
the global markets is the efficiency of its firms and producers. A firm’s
productivity does not only contribute to cost efficiency of production, but also to
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the business environment as a whole, which in turn determines a country’s
attractiveness for FDI into the country. From surveys of the IMD on businesses
efficiency, as reported in Table 5.1, Thailand is ranked 28t while China moved up
to 30t (from 50t) while India is ranked 19% in 2006. Under the subcategory of
“Productivity and Efficiency”, Thailand is ranked at 48, compared to China at 29
and India at 38. This should come as a wake up call for Thailand and the need to
improve business efficiency.

From a World Bank survey, Thai firms are facing three main problems
in creating a productive environment, including regulatory burdens, shortages of
skilled labor, as well as infrastructure deficiency. These three main obstacles can
be tackled, could be overcome mostly by government actions. However, there
are other factors such as market competition and foreign ownership that are also
important elements for firms’ productivity improvement in achieving these cost
advantages. It is worth noting that foreign capital is again a key ingredient for
competitiveness.

Table 5.1 Business Efficiency Ranking

2005 2006
China 50 30
India 23 19
Thailand 28 28

Source: IMD Competitiveness Yearbook 2006
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Another channel to help improve cost efficiency of firms to compete
under a more competitive environment is energy efficiency. Every country in the
world now faces the challenge of sustained high energy prices. Under this new
environment of rising production costs, a country with flexibility in production
should find it easier to retain cost competitiveness. Unfortunately, Thailand’s
energy intensity is amongst the highest in the region, as shown in Figure 5.1. It is
therefore crucial for the country’s competitiveness that Thailand rapidly improves
its energy efficiency. Being a net importer of oil puts Thailand at a greater
disadvantage. In order not to fall behind its peers, Thailand needs to urgently
tackle this problem, as greater efficiency in energy usage implies greater cost-
competitiveness for that country.

On this issue, the Thai government is currently implementing policies
to improve energy efficiency as well as promoting usage of alternative forms of
energy. An adjustment in the production process in conjunction with a switch to
alternative forms of energy can only be, unfortunately, a long-term target.
Nevertheless, allowing market-driven price movements can help trigger an initial
adjustment process, in the mean time. The latest figures reveal a gradual
improvement in Thailand’s imports of crude oil, which partly signals an
adjustment of domestic energy consumption. Moreover, the lower energy
intensity worldwide will help alleviate the price pressure in world commodity
markets as well.

In terms of improving the country’s productivity, one of Thailand’s
main shortcomings, as reported by the World Bank, is the shortage of skilled labor
and mismatch of skills. Therefore, human capital development should be given
high priority in improving productivity. From an IMD survey on the availability
of skilled labor conducted for 61 countries, India earns the best rank in the region
at 2nd place, while Thailand is at 37t place and China is at 53 place. However,
this survey data could be biased, in that it might reflect skilled labor out of
employment, rather than the actual amount of skilled labor available in the
economy. In terms of the Human Capital Index reported in Table 5.2, Thailand is
ranked best among the three economies. Nevertheless, this good ranking could
stem from Thailand’s smaller population, which would account for a relatively
more efficient distribution system for education.

Table 5.2 The Human Capital Index?

2005 2006
China 0.318 (86™) 0.298 (87"
India 0.247 (95" 0.247 (92™)
Thailand 0.485 (60™) 0.615 (46™)

Source: World Investment Report, 2005

8 The Human Capital Index is calculated from the literacy rate (weight of 1), secondary enrollments (weight of 2) and tertiary

enrolments in all subjects (weight of 3).
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Figure 5.2 confirms this, with Thailand’s illiteracy rate ranked lower
than that of India and China. However, as can be seen, the illiteracy rates of both
China and India have fallen rapidly, and they are bound to catch up with Thailand
in the near future. According to the flying geese pattern of production, Thailand
needs to maintain its human capital differential of higher skilled workers in order
to stay ahead of the flock. India, on the other hand, seems to be flying with its
own group of the IT industry. Regardless, there is a need for educational
improvement, not only in policy-design, but also in policy implementation. The
process itself will take decades; hence it is for the country’s best benefit to start
the enactment as soon as possible. In the long run, a country endowed with more
skilled labor will improve its business efficiency and attractiveness, in order for the
desired foreign capital to achieve further gains in productivity.

Figure 5.2 Education Attainment of Total Population
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These suggestions for policy adjustments are supply-side issues for
improving a country’s market competitiveness. As economies in the region
become more integrated through production and trade linkages, there is the
increased need to support and facilitate regional transactions to support for stable
regional growth. In this case, any individual country’s policy adjustments on their
own may not be sufficient. Policy coordination within the region may
complement each individual country’s structural policy adjustments in order to
secure overall regional stability. Such coordination can be approached through
various aspects; for example, financial integration will help facilitate trade and
hence promote growth and capital market deepening. Highly developed financial
and capital markets are also essential for the region as a whole in attracting long-
term foreign investment in order to achieve gains in productivity and growth.
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Regional cooperation should also include policies to foster economic
resiliency for the whole region. Despite the increasing importance of intra-
regional trade, trade with countries outside the region can still provide a cushion
in the case of limited regional economic downturns. In addition, there are new
potential markets to be penetrated and new products to serve those markets. As
the world economy itself becomes more interrelated, Asia cannot isolate itself
from this global trend. To prevent severe impacts from the global shocks, policies
to strengthen demand and develop supply sources in the region need to be
concurrently implemented.
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Appendix

Table Al. Sector Aggregation

HS .
Sector Codes Corresponding Items
Live animals, meat, fish and

1 | Animal Products 01 - 05 | seafood, dairy, eggs, honey, other
of animal origin
Live trees and plants, vegetables,

2 | Vegetable Products 06 - 15 | fruit and nuts, spices, coffee and
tea, cereals, grain, seed, oils
Prepared meat and fish, sugars,
cocoa, baking related, preserved

3 | Food Products 16 - 24
food, beverages, tobacco,
miscellaneous food

4 | Mineral & Oil Products 25 - 27 | Salt, sulfur, ores, mineral fuel, oil
Pharmaceutical products,

5 | Chemical Products 28 3g | fertilizers, tanning, dye, paint,
putty, perfumery, cosmetic, soap,
wax, misc. chemical products

6 | Plastic and Rubber 39 - 40 | Plastic, rubber

7 | Leather Products A1 .43 Hl.des'and skins, leathers, furs,
artificial furs

8 | Wood Products A4 49 Wood, cork, straw, woodpulp,
paper, paperboard

9 | Spinning 50-53 | Silk, Cotton, Yarn

Synthetic Fibers & Textile Manmade filament, knit, staple

10 54-60

Products fibers
Menswear, womenswear, and

11 | Shoes & Apparel Products 61-67 finished clothes

12 | Stone and Glass Products 68 - 71 Stone, cement, p laste'r, ceramic,
glass, glassware, precious stones

13 | Iron and Steel 72 -73 | Iron, Steel

14 | Metal Products 74 - g3 | Copper, nickel, aluminum, lead,
zing, tin, metal related products

15 | Machinery Products 84 Machinery

16 | Electrical Machinery 85 Electrical Machinery

17 | Transportation Products 86 - 89 Railway, vehicles, aircraft, ships,
boats
Optic, clocks, watches, musical

18 | Miscellaneous Products 90 - 97 | instruments, arms, ammunition,

furniture, bedding, toys, sports
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