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THE CHANGCHUN CONFIRMATION
28 April 2001

Whereas the Northeast Asia Economic Forum was
created by the 1991 Changchun Initiative; and whereas,
current developments in Northeast Asia confirm the
usefulness and even the necessity of this neutral, inclusive,
non-governmental Forum in the furtherance of
development in Northeast Asia;

The Meeting confirmed the value of the Forum
process and urged the Forum to continue its role in
organizing discussions, coordinating research, and
promoting exchange of information on economic
development and cooperation in Northeast Asia, and to
facilitate implementation of its various proposals;

To this end, the Tenth Annual Meeting of the Forum
considered topics critical to furthering economic
cooperation in the region: cooperation in marine, land, and
air transportation networks; cooperation in development
finance; cooperation in human resource development and
poverty reduction; and cooperation in energy.

The Meeting recognized and encouraged the
developing marine, land, and air transportation networks
in the region. It was clear that there was a diversity of
national needs and priorities for transport linkages. In this
context, the Meeting suggested that the goal of this effort
should be a Northeast Asian community and that efforts
should be redoubled to overcome existing constraints to
increased efficiency of cross-border linkages. To this end,
the Meeting proposed the formation of a consultative
working group on transportation infrastructure to explore
the interaction of national plans, to develop a shared
vision of a unified transportation system, and to promote
cooperation and coordination in its implementation.

The second session focused on the all-important
financial issues and mobilization of capital for
infrastructure development. In this context, the creation of
a Northeast Asian Development Bank (NEADB) was
strongly supported. The Meeting pointed out that the
required initial government contributions to a Bank would
not be so large, if paid-in capital is separated from callable
capital and if some capital is drawn from private sources.
The Bank would principally finance infrastructure
development, wthout imposing preconditions regarding
political, social, and economic structure. The Bank would
certainly be located in the Northeast Asian region, and the
Forum was pleased to note that the City of Tianjin has
already been proposed for the Bank headquarters. An
alternative to an NEADB could be a special fund raised
through private capital markets. The possibility of this
alternative should be explored by the Forum’s ad hoc
working group on an NEADB.

The Meeting strongly endorsed the UNDP-supported
Tumen River Area Development Programme. Indeed, the
Meeting agreed that the Tumen Programme can be a

model and forerunner for regional cooperation in Northeast
Asia more generally. The Meeting acknowledged that the
Tumen Region has made some progress toward mutual
development, but resource mobilization—in partnership
with the private sector—is urgently needed to help finance
infrastructure investments that will complete the Tumen
transport gateway and link the diverse strengths of the
region. In this context, the Meeting strongly encouraged
Japan to become an active participant in the Tumen
Programme.

The Meeting recognized that international
participation is urgently needed in support of social
concerns, including human resource development, poverty
reduction, and human security. In this context, the
Meeting called upon the international community and, in
particular, overseas Northeast Asians and all Northeast
Asian countries to build upon the new spirit of trust and
goodwill prevailing in the region. National and
intraregional training, education, and language instruction
should receive high priority. Recognizing the rising issues
related to labor markets and migration, the Meeting
suggested that a consultative working group be established
to examine such issues and suggest cooperative solutions.
The Meeting also urged all interested parties to pursue
regional cooperation and human resource development in
a manner that respects the national sovereignty, economic
structure, and culture of each country.

The Meeting recognized the supply and use of energy
resources, particularly gas, in Northeast Asia as an
excellent opportunity for furthering regional economic
cooperation, including mitigation of environmental
impacts. In particular, the Meeting recognized the
potential for mutual benefit in cooperation in the energy
sector. Given the complexity of issues at the national and
international levels, the Meeting endorsed the concept of
an Asian Energy Community to advance mutual
understanding and guide the policy dialogue. The
Meeting recalled that, at its Ninth Meeting, the Forum
endorsed a study of cooperation in natural gas
development and supply. The Meeting was therefore
gratified to learn that the World Bank in cooperation with
Japan is sponsoring a study to develop a strategic
framework for gas trade in the region.

The Meeting expressed its heartfelt gratitude to Jilin
Province and the Changchun Municipal Government for
their hospitality and efficient organization of the meeting.
Looking to the future, the Meeting warmly welcomed the
announcement that the Eleventh Meeting of the Forum
would be held in Anchorage, Alaska, 26-28 September
2001, and encouraged participation by all countries in
Northeast Asia.
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Key Transportation Corridors in Northeast Asia:
Overcoming Physical and Regulatory Impediments

Hisako Tsuji
Senior Researcher, Research Division, ERINA

1 What are “corridors”?

“Corridor” means a total transport system to be used
for international trade. The concept of “corridor” includes
“hard” transportation infrastructure, such as railways, roads
and ports, and “soft” infrastructure, such as border crossing
procedures and quality of transportation services. The key
factors determining the quality of a corridor are secured
speed, security and cost in transporting the required volume
of cargo.

2 Existing corridors and future opportunities

We have selected 8 existing and 2 potential corridors
in the continent of Northeast Asia. These are judged to be
important for the development of the region.

(1) BAM Corridor via the BAM railway (TSR~ Taishet~
Vanino~Sakhalin)

(2) Trans Siberian Railway (TSR) Corridor (Europe/Central
Asia~ Primorsky)

(3) Manzhouli Corridor (TSR~ Zabaikalsk~Manzhouli~
Harbin)

(4) Suifenhe Corridor (Harbin~ Suifenhe ~Grodekovo~
Primorsky)

(5) Tumen River Corridor (Jilin~Yanbien~Khasan/Rajin)

(6) Dalian Corridor (Harbin~Changchun~ Shenyang ~
Dalian)

(7) Mongolia Corridor (TSR~ UlanUde ~ Ulaanbaatar~
ZamynUud ~ Erenhot ~Beijing ~Tianjin)

(8) China Land Bridge (CLB) Corridor (Kazakhstan~
Druzhba~ Alashankou~ Lianyungang Port)

(9) Korean Peninsula West Corridor (Shenyang~Dandong
~ Sinuiju~Pyongyang ~ Seoul ~ Busan)

(10) Korean Peninsula East Corridor (TSR ~Primorsky ~
Khasan~Rajin - Sonbong ~Busan)

Five points must be mentioned here.

Firstly, these corridors form an overall “grid” rather
than ten independent “lines”. In many cases, alternative
routes are available, and multiple corridors may be used in
a single trip. For example, a continental shipping route
from Changchun to Europe may use corridors 6, 3 and 2.

Secondly, these corridors cover just the land part of
the route. The actual corridor will be completed by
adding an ocean part in a shipment between the continent
of Northeast Asia and Japan, Europe or North America. If
maritime access is poor, an excellent land transportation
corridor might not be efficiently used. For example, the
Tumen River Corridor (5) must ensure a frequent and low
cost feeder connection between North Korean or Russian
ports and hub ports, like Busan, to give the route a
competitive edge over the Dalian Corridor (6), which is
known to have good maritime access.

Thirdly, there is competition among alternative
routes. Users such as shipping companies and consignors

choose the most convenient and economical route. For
example, in a decision on the best shipment route between
Changchun and Europe, a choice may have to be made
between a combination of corridor 6 to Dalian, followed
by an All Water shipment, versus a continental route
combining the multiple railway corridors of 6, 3 and 2. At
the moment, shipment from Germany to Changchun is
made via the Dalian route, taking 40 ~45 days. The major
reason that the continental route is not used is the high rail
transport cost. Additionally, transportation time is not
much shorter (37~38 days), due to time-consuming
(7 days) customs clearance. Similarly, for instance, with
a shipment from Yanji to Japanese ports, a choice may
have to be made between a combination of corridors 5 and
6 to Dalian, followed by a marine shipment, and an
alternative route using corridor 5 to the DPRK or a
Russian port, followed by a marine shipment.

Fourthly, each of the above corridors is extendable in
the future. A possible one is an extension of the Tumen
River Corridor (5) from Jilin to Eastern Mongolia, which
is expected to contribute to the development of mineral
resources in Eastern Mongolia. Another one may be
achieved by extending the Dalian Corridor further north to
Russia by connecting Heihe and Blagoveschensk by
means of a bridge. These additions will help form a grid
as mentioned above and create more alternative routes.

Finally, current and possible cargo volumes differ
according to corridors and portions of a single corridor.
For example, in the Dalian Corridor (6), the busiest part
is between Shenyang and Siping. Therefore investment
priorities must be set thoroughly to meet an urgent need,
based on a precise cargo volume forecast study, by
analyzing economic activity in the catchment areas of
each corridor, and the competitiveness of the subject route
versus alternative routes.

3 Improvement opportunities

The existing problems of corridors can be divided into
three categories: unsatisfactory physical infrastructure,
outdated soft infrastructure, and uncompetitive prices and
services.

(1) Physical impediments

Major problems relating to railway systems include
disconnected rails in the Korean Peninsula, insufficient
railway facilities, the existence of different gauges
(1520mm in Russia, Mongolia and CIS countries versus
1435mm in China, Koreas and European countries) and
underdeveloped transshipment facilities. Road-related
issues include a lack of trunk roads in Mongolia and poor
road conditions in the DPRK. Another issue is a lack of
distribution centers in many areas. Specific issues for
each corridor are as follows:
—BAM Corridor: mostly single track railway and low
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(35%) rate of electrification

— TSR Corridor: incomplete trunk highway between
Amur and Chita

— Manzhouli Corridor: gauge difference at Manzhouli
border

— Suifenhe Corridor: gauge difference at Suifenhe border

— Tumen River Corridor: decrepit railway and poor road
condition in the DPRK, poor loading facilities at Zarubino
Port, and gauge difference at the Hunchun/Makhalino
border

— Dalian Corridor: crowded railway and Dalian Port

— Mongolia Corridor: gauge difference at the Erenhot,”
ZamynUud border, crowded Chinese railway, incomplete
highway running in parallel, and lack of reefer containers

— CLB Corridor: lack of a cargo tracking system, gauge
difference at Druzhba and poor railway condition in
Kazakhstan

— Korean West Corridor: mostly single track rails in the
DPRK

— Korean East Corridor: decrepit railway conditions with
single track rails in the DPRK, gauge difference at the
Tumangang,Khasan border

(2) Regulatory impediments

There are also important soft constraints that should
be addressed. Improvements in the soft infrastructure
could be made at a relatively low cost.

Firstly, border — crossing in Northeast Asia is still
time consuming, suggesting that excessive facilitation is
required in some countries. One important issue relates to
the overly thorough “multiplex” CIQ (Customs,
Immigration, Quarantine) procedure implemented by
Russia at many border — crossing points.

Secondly, border opening hours and days are still
limited. Many borders are closed in the evening, and on
weekends and holidays. Borders in corridors should aim
for seven day operation throughout the year and the
opening hours should be extended to avoid unnecessary
constraints on trade and business trips.

Thirdly, acquiring visas and,” or documents for entry
into the countries is difficult, costly and time consuming.
Fourthly, there are constraints on the operation of vehicles
within the territory of partner countries.

(3) Competitiveness in price and services

Even if state-of-the-art infrastructure is installed,
cargo will not be attracted unless the through cost is
competitive and service meets the required level. This
means that competitiveness in terms of cost, quality of
service and speed are crucial. Also a thorough feasibility
study is necessary prior to investment decisions to make
the project financially feasible.

One example is the decline of the SLB (Siberian
Land Bridge) service between Japan, ROK and
Europe/Central Asia, using the Siberian Railway, other
rails and vessels. This service to,/ from Japan used to
have 110 thousand TEU in 1983. The SLB route used to
be much cheaper than the “All Water” route, and there
were huge amounts of shipments to Iran and Afghanistan
in the 80’s. However, the SLB cargo has gradually
declined during the 90’s and reached four thousand TEU

in 2000. The key reason for the decline was that the “All
Water” route has significantly lowered fares by
introducing huge modern vessels between Asia and
Europe. There is a difference in services, in that the “All
Water” route provides empty containers to customers,
while the SLB does not. Delays in arrival were often
observed and customers gradually deserted the SLB.
There are many examples in Japan where state-of-
the-art bridges and tunnels have failed to attract users in
sufficient numbers to pay for them. The main reasons for
lower-than-expected usage are high tolls and technical
advancements in alternative ferry routes.
In general, transportation companies and forwarders have
important roles in arranging an efficient and cost effective
shipment, using the corridors.

4 Key issues to be tackled

(1) Rejoining disconnected routes

It is encouraging that both Koreas are making a joint
effort to reconnect the Kyonwi Line and complete the
Korean Peninsula West Corridor (9). Upon completion of
the Kyonwi Line, first of all, access to Northeast China from
the ROK will be facilitated. Secondly, this corridor may
become an alternative route to the Tumen River Corridor
(5), in connecting the ROK and Yanbien Prefecture.
Thirdly, the 9th corridor will further extend toward Europe
through corridors 6, 3 and 2. This new railway route to
Europe will have to compete with the “All Water” route
and the current SLB route, using sea transportation to
Primorsky, in terms of cost and services. In the longer term,
the Korean Peninsula East Corridor may become another
alternative. The key factor for the development of the two
Korean Peninsula Corridors will be how both Koreas
cooperate and how neighboring countries can help the
Koreas’ initiatives. In any case, expanded competition
between possible corridors should end up improving
services and lowering costs.

(2) Managing different railway gauges

There are at least five discontinuous railway
connections in Northeast Asia. These different railway
gauges must be managed using modern state-of-the art
technologies. Some of the discontinuous points have been
modernized by means of foreign aid. One possible way of
avoiding the gauge problem is by using road transportation

(3) Facilitate border crossing

We should try to standardize the CIQ process
according to the world standard at every border in
Northeast Asia. We should also ask the Russian
government to abolish additional CIQ checks by border
guards. The goal will be the process currently used
among EU countries.

(4) Alternative mode — railways or roads?

Railways used to be the central mode of transportation
in the 19th and 20th centuries. However, rail transport is
losing its share in cargo transportation in many countries,
especially in developed nations, due to the door-to-door
accessibility of vehicles at any time. The key weakness of
vehicle transportation may be its high cost, especially in



shipping over long distances. Railways have advantages
in shipping large amounts of bulky goods like coal, timber
and grains over long distances. However, rail loses its
advantages if the volume is small, speed is required, or the
distance is short. Ideally, both modes should be
developed in the major corridors and an appropriate mode
will be chosen depending on the type of shipment.

(5) Obtaining financial support for infrastructure
development
Northeast Asian countries, especially the DPRK and
Mongolia, are keen to assure access to finance for
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infrastructure development. The DPRK in particular has
no access to international financial institutions at the
moment. We should find realistic and effective ways of
obtaining finance.

(6) According national and international priorities
International priorities must be consistent with
national and provincial policies.
Multilateral governmental talks will be necessary
with regard to the priority and targets of infrastructure
development.
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The Progress and Function of the Tumen River Area
Development Program in the Northeast Asian Regional Economy

Zhang Donghui
Tumen River Area Development Administration, Jilin Province

With the coming of the new century, the worldwide
trend of economic globalization is becoming more visible.
As a symbol of economic globalization, the regional
economy is also developing rapidly. The Northeast Asian
regional economy has attracted world attention because of
its unique national relations, geographical location and
development potential. After ten years of development,
the Tumen River Area Development Program (TRAD
program) , as an important part of the Northeast Asian
regional economy, has made substantial progress and has
promoted the formation and development of the Northeast
Asian regional economy.

The special location of the Tumen River makes
the TRAD program the core of the Northeast
Asian regional economy

1. The Tumen River Area is located at the center of
Northeast Asia. Russia and the DPRK have numerous
good natural harbors around the mouth of the Tumen
River, and there are abundant natural and labor resources
in the region. The Tumen River Area offers easy access
to the Korean Peninsula, Siberia and the Far East of
Russia, Northeast and Northern China, Mongolia, Japan
and the west coast of the USA; the routes that radiate
from these areas all converge on the Tumen River Area.

2. Economic complementarities are an important premise
and basis of cooperation in and the development of the
Northeast Asian regional economy. Japan is a world
economic superpower, the ROK is a developing industrial
country, and the rest of the countries in Northeast Asia
have differing economic development levels. These
differences in development level and economic structure
form complementarities. Complementarities also exist in
resource distribution in this area. Japan has advanced
technology and equipment, sufficient funds and
management experience, as well as powerfully expanding
investment abilities. Like Japan, the ROK also has
advanced technology, production facilities and capacity to
invest abroad. Russia is rich in resources, especially
energy, mineral products and various industrial raw
materials. There is great export potential and allocation
ability in the area. Mineral products from the DPRK and
Mongolia have great development potential and there is a
substantial market for them. Northeast and Northern
China have abundant natural resources, agricultural
products, light industrial products and labor. The
effective allocation of resources in the Tumen River Area
is a remarkable characteristic of the complementarities
and the special geographic location.

3. This area is likely to become the new eastern starting
point of the Asian-European land bridge. There are
numerous Korean and Russian harbors at the mouth of
the Tumen River, with a utilization rate of only 30% or
so. Since the implementation of the TRAD program,

highway and railway networks have been constructed in
this area. According to a UNDP idea, when the
railways in China’s Jilin Province are connected with
those in Mongolia, a new Asian-European land bridge
will be formed, which is expected to form a new
transport corridor. This will connect the western coast
of Japan with the western coast of the USA, by utilizing
the Tumen River’s numerous harbors.

The development of the TRAD program provides

an example of and impetus for Northeast Asian

regional economic cooperation, as well as
helping to promote the phenomenon

1. Great improvements in infrastructure mean that the
hardware aspect of regional economic cooperation is no
longer a matter for concern. During the Cold War,
Northeast Asia was the front line. Governments invested
little in infrastructure construction. After the
implementation of the TRAD program, all countries in
the area laid emphasis on improving infrastructure.
China has spent nearly ten million RMB on infrastructure
construction and has laid a railway from Tumen to
Hunchun, as well as one from Hunchun to the Russian
frontier. Russia has also invested in an extension of the
railway to Makhalino, to form the Far East railway
network. China is constructing an expressway that
extends for more than 500 km from Changchun to
Hunchun; of this, 141 km has already been opened to
traffic. Highways from Hunchun to the Sino-Russian
border (17 km) and the Sino-DPRK border (39 km) are
also now open to traffic. During the Tenth Five-Year
Plan period, Jilin Province will increase investment to
accelerate infrastructure construction. In Russia, a
highway from the Sino-Russian border to Slavyanka is
now being built, and the DPRK is also busy constructing
a highway from the Sino-Korean border to Rajin. The
Chinese government has invested in an extension to
Yanji airport, and offers chartered flights from Yanji to
Seoul. Over a period of only four months last year, a
total of 10,5699 passengers traveled on 88 flights. Digital
and mobile communication facilities have been installed
that can connect with over 180 countries and regions.

2. The constant increase in bilateral and multilateral
cooperation has laid the foundations for expanding
cooperation in the future. The development of this area
began with bilateral cooperation and then gradually
grew into multilateral cooperation. Over the past
several years, marine transportation developed rapidly
from nonexistent to prosperity. Between 1995 and the
present, a bulk cargo sea route from Hunchun to
Iyomishima via Zarubino, and a regular container route
from Hunchun to Busan via Rajin were established. In
addition, a regular fixed container route from Hunchun
to Akita and Maizuru via Posiet has been established. It



should also be noted that a passenger-cargo land and
sea route from Hunchun to Sokcho via Zarubino was
established in April last year. By the end of 2000, 86
voyages had been made, transporting a total of 35,978
people, and goods for import and export comprising
391 standard-sized containers and 44,867 other pieces
of bulk cargo, which is an example of successful
multilateral cooperation. China, Russia and the USA
are now discussing setting up a transportation corridor
from the east to the west, which is an opportunity for
the development of multilateral cooperation in this area.

3. Tourism and trade are expanding constantly and the
stream of people and goods is increasing gradually,
laying the foundations for the cultivation of the market
and the promotion of the development of the regional
economy. With the rapid development of external trade
and cross-border tourism, the volume of trade and the
number of people entering and leaving increase greatly
every year. In 2000, at all the ports in Hunchun,
206,490 tons of cargo were imported or exported,
275,650 people crossed the border, and low-volume
border trade, non-governmental trade and tourist trade
reached $131 million. Last year, the number of
travelers crossing the border reached 65,593, resulting
in a big increase in tourist income.

4. The constant expansion in investment has encouraged
the creation of favorable economic conditions. The
area includes China’s Hunchun Border Economic
Cooperation Zone, Russia’s Nakhodka Free Economic
Trade Zone, and the DPRK’s Rajin-Sonbong Free
Economic Zone. All these countries have created
various preferential policies to attract investment.
China has invested more than 200 million RMB in
infrastructure construction in the Hunchun Border
Economic Cooperation Zone, and has received
investment worth $90.43 million from many countries
and areas, such as the ROK, Japan and Hong Kong.
Rason FEZ in the DPRK has also adopted vigorous
measures to attract investment. At present, some
countries and areas, such as China, Hong Kong and
Thailand, have invested in this area, which will
stimulate the growth of the economy to some extent.

China’ s mechanism for opening up and
developing regional cooperation in the Tumen
River Area is basically already formed

The TRAD program is a legal, multinational
cooperation program formally signed by the governments
of China, the DPRK, Russia, the ROK and Mongolia. As
a result, the Chinese government has continued to pay
great attention to the development of the Tumen River
Area. On June 25", 1995, President Jiang Zemin advised:
“Develop Hunchun, develop the Tumen River Area,
develop friendly and cooperative relations with Northeast
Asian countries”. The State Council has also included the
“opening up and developing of the Tumen River Area” in
the Ninth Five-Year Plan for China’s social and economic
development, as well as in the long-term target for 2010.
The government has strengthened its leadership in
developing the Tumen River Area, and adjusted the
composition of the National Coordination Group for the
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TRAD program in 1999, enlarging the group from 5
departments to 14. The State Planning Commission has
drawn up a “Development Plan for China’s Tumen River
Area”. In order to increase the degree to which it is opened
up, the government decided to set up the Hunchun Export
Oriented Processing Zone in the Hunchun Border
Economic Cooperation Zone in April 2000. It also
approved the establishment of the Hunchun Sino-Russian
Frontier and Non-governmental Trade Zone in February
2001, granting Hunchun a new series of preferential
policies. Furthermore, the government has offered the
Korean Autonomous Prefecture of Yanbian the same
preferential policies as those of the “Development of the
West”. Under the government’s great leadership and with
its powerful support, the provincial government of Jilin has
set up a leadership office responsible for research into, and
the coordination and direction of the project and the
development of the Tumen River Area in general. All these
are aimed at strengthening the role of the TRAD program,
as an example of Northeast Asian regional economic
cooperation, and forming an operating mechanism for
international cooperation and development, so as to achieve
co-prosperity in this area.

Suggestions on the development of and coordination

in the Northeast Asian regional economy

1. The development of regional economic cooperation
should adhere to the principles of equality and mutual
benefit. We should start with developing transportation,
border trade, tourism and mutual investment, to set up a
mechanism of mutual trust, cooperation and support, so
that a regional economic model can be formed in
accordance with international cooperation conventions.
Firstly, governments should stress the function of
corridors, not to mention giving priority to transportation
infrastructure, such as highways, railways, marine
transportation and aviation, so as to form transportation
networks as soon as possible. Secondly, governments
should reduce trade tariffs in a practical manner and
promote the development of a variety of cross-border
trade. Finally, governments should improve tourism
facilities, simplify customs formalities, and improve
service and quality, while at the same time emphasizing
environmental protection, thus increasing tourism income.

2. Governments should strengthen the cultivation and
utilization of talent, in order to improve their human
resources. They should focus on the training of staff at
customs, border inspection stations and government
departments, as well as those personnel engaged in
cross-border trade and tourism.

3. According to the key needs of regional economic
cooperation, it is important to establish investment and
financing mechanisms and optimize the legal
environment. Thus, the support of international
financial institutions may be obtained, the attention of
more private investors may be attracted, and global
investment companies may be encouraged to set up
branches in the area, making it possible to make the
most of the initiative of nearby countries and to set up a
development bank and funds as soon as possible.
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The Macroeconomic Development of Russia in 2000-2001

Dr. Vladimir Volkov, Deputy Director
Macroeconomic Analysis and Forecasting Department
Ministry of Trade and Economic Development, Russian Federation

1. The Economic Situation up to the End of 2000

Russia entered 2000 experiencing an obvious
revitalization of the economy, which has been further
exploited. With regard to the majority of the most
important social and economic indicators, the
results for 2000 (see Table 1) were significantly
better than those for the previous year.

The growth in GDP and industrial production was
accompanied by a notable improvement in the financial
condition of real sector enterprises. For the first time since
reforms commenced, a trend developed whereby
investments in fixed assets grew (primarily at the expense
of enterprises' own funds) at rates exceeding those of
GDP and industrial production.

The money income of the population and consumption
were characterized by growth, though they have not reached
the pre-crisis level, while unemployment decreased.

There was continuous financial stability primarily
due to a big federal budget surplus, as well as the adequate
utilization of monetary policy instruments. The positive

balance of foreign trade and the balance of payments of
the current accounts were large. By the end of 2000, the
level of gold and foreign exchange reserves grew more
than twofold from the beginning of the year and was the
highest for the entire reform period.

The positive trends in 2000, that proved considerably
better than those predicted by most economists were
determined by a combination of two factors. First of all,
world oil prices (a record for the last ten years) , which
proved significantly higher than expected. Secondly, a
presidential election campaign that was carried out
and completed much earlier than initially planned.
This brought about a considerable improvement in the general
social and political situation in the country (especially taking
into account a more constructive relationship with the State
Duma) and an earlier start on the implementation of the
government’s long-term economic strategy, as well as
facilitating a responsible financial and monetary policy, which
had a favorable impact on the economy.

Table1: Basic Indicators of Social and Economic Development
in the Russian Federation

1998 1999 2000

Gross domestic product 95.1 103.5 108.3
Consumer price index, %

for the period 184.4 136.5 120.2

average monthly growth 5.2 2.6 1.4
Industrial manufacturer price index, %

for the period 123.2 167.3 131.6

average monthly growth 1.8 4.4 2.3
Industrial produce 94.8 108.1 109.0
Agricultural produce 86.8 104.1 105.0
Investments in fixed assets 88.0 105.3 117.4
Population's real disposable money incomes 83.7 86.4 109.1
Retail trade turnover 96.7 92.3 108.9
Volume of paid services to population 98.8 107.5 105.7
Unemployment, % to economically active population

(at the end of the period)

total 13.3 12.2 9.6

officially registered 2.6 1.7 1.4
Exports

USD billion 74.6 75.9 105.2

% 84.4 101.3 138.9
Imports

USD billion 59.8 39.6 44.2

% 81.1 68.3 111.9

Source: hereinafter, unless otherwise specified, actual data as provided by Goskomstat of Russia;

estimates and forecasts by author
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At the same time, the positive trends in the
economy have not yet become fundamental or stable.
The effect of the economic growth associated with the
post-crisis (of August 1998) reduction of production
expenses and ruble devaluation is gradually fading, in
particular, that of the replacement of imports (the most
acute phase of import replacement requiring insignificant
investments is already over). Combined with the "base
effect” (in the second half of 1999, the dynamics of GDP
and industrial production exceeded those of the first half),
this caused slower rates of growth towards the end of
2000. The inflation "background" remained elevated,
while low transmission capacity in the banking system and
the lack of financial "transparency" of enterprises did not
allow the effective transformation of the ever increasing
volume of money supply into working assets in the real
sector.

The physical volume of GDP produced in 2000 grew
by a total of 8.3% over the 1999 level.

The major factor governing the growth in production
in 2000 was domestic end demand (both consumer and
investment). Unlike the previous year, import replacement

and export played a less tangible role in the dynamics of

production:

The drop in the monthly growth rates of industrial
production and investments in fixed assets has had a
significant influence on the suspension of the growth in
monthly GDP excluding seasonal and calendar factors in
September-December.

The industrial production index for 2000 amounted
to 109% over 1999.

All major industries surpassed their 1999 production
level. The highest rates of production growth were seen in
light industry, ferrous and non-ferrous metallurgy,
machine-building and metal-processing, the chemical and
petrochemical industry, as well as in the timber, wood-
processing, and pulp-and-paper industry (see Table 3). In
general, the greatest production dynamics were seen in
processing rather than in fuel and raw-material industries.

The following factors contributed to production
growth:

—somewhat greater domestic demand for intermediate
goods (ferrous and non-ferrous metallurgy, the chemical
and petrochemical industry);

—greater domestic demand for investment goods

Table2: Dynamics of GDP Disposal

1998 1999 2000

Gross domestic product -4.9 3.5 8.3
Domestic demand -8.3 -1.5 9.4
End consumption expenditures: -2.1 -2.2 7.5
of households -3.2 -3.8 9.6
of state organizations 0.6 3.0 1.5
Gross accumulation -29.9 1.7 18.0
Net export 111.0 69.1 1.3
Export 1.9 9.4 8.7
Import -13.6 -8.8 13.5

Figure 1: The dynamics of GDP
excluding seasonal and calendar factors (2) and including them (1)
(January 1995 (2) —100%)
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(machine-building, construction materials);

—a gradual increase in the real disposable incomes of the
population (the light and food industry);

—the expansion of exports (in physical volumes) in a
number of industries (chemical and petrochemical,
metallurgy, oil production);

— improved budget funding of state orders.

At the same time, the population’s limited actual
demand with ability to pay (real incomes amount to
around 80% of the 1997 level), the still insufficient
investments in fixed assets, and the high depreciation rate
of the active part of fixed assets have all hampered further
output.

In particular (according to the monthly basic
enterprise polls conducted by the Government Center for
Economic Conjuncture), the highest rate of worn out
equipment was noticed in the chemical and petrochemical
industry - more than 80% - as well as in machine-building,
construction materials, and light industries - over 70%.

The export-oriented industries - fuel, metals, and
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timber - had (at a high rate of deterioration of machinery
and equipment - over 60%) the highest rate of utilization
of production capacities (up to 75%). This indicates that
equipment is at critical load, under which conditions no
further increase in production is practicable, even in the
case of higher demand, without an accelerated
commissioning of new equipment (especially in oil
refining where the rate of deterioration of machinery and
equipment is more than 70%).

The lowest rate of deterioration of machinery and
equipment was observed in the food industry which, at the
same time, had one of the lowest rates of production
capacity utilization. Therefore, the food industry is
capable of significantly increasing production, should
there be the requisite demand.

Since September, under the impact of a considerable
decrease in the efficiency of the above-mentioned post-
crisis positive factors, monthly, seasonally "clean"
industrial production has ceased to grow.

Table3: Industrial Production Indexes

(% over the previous year)

1998 1999 2000
Entire industry * 94.8 108.1 109.0
including:
Electric power generation 98.0 100.2 101.8
Fuel industry 98.0 102.4 105.0
Oil extracting 99.0 100.4 105.9
Refining 93.0 102.5 103.0
Gas 100.8 104.1 104.8
Coal 95.0 108.8 104.0
Ferrous metallurgy 92.0 114.4 115.6
Non-ferrous metallurgy 95.0 108.5 111.3
Chemical and petrochemical industry 93.0 121.7 114.3
Machine-building and metal-processing 93.0 115.9 115.5
Timber, wood-processing, and pulp-
and-paper industry 99.6 117.2 109.5
Construction materials industry 94.0 107.7 107.6
Light industry 89.0 120.1 122.0
Food industry 98.0 107.5 107.1

*including estimates of informal activity

Figure 2: The dynamics of industrial production
excluding seasonal and calendar factors (2) and including them (1)
(January 1995-100%)
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Over January-October 2000, the rate of inflation
decreased twofold compared with the same period in
1999. Consumer prices grew by 16.5% and producer
prices by 28.8% (compared with 33.2% and 57.6%,
respectively, over nine months in 1999).

But in total for 2000, the rate of growth of consumer
prices reached 20.2%, which was a little higher than
earlier estimated (18-20%). From October-December, the
monthly rate of inflation exceeded 1.56% and was even
higher at the beginning of 2001.

The higher inflation rate was caused by an
accelerated ruble emission that accompanied Bank of
Russia transactions in the foreign exchange market, which
were aimed at harnessing the excessive ruble appreciation.

However, prices grew at considerably lower rates
than the money supply (the M2 aggregate has increased by
62.4% totally for the 2000 year). The depreciation of the
real ruble exchange rate (more than 11% to the dollar over
12 months) and the substantial increase in the share of
cash payments in the real sector (the share of products of
major Russian taxpayers and monopolies paid for by
monetary means grew from January-December by more
than 20 points, to a total of approximately 70%) had a
negative impact on price dynamics.

The volume of investments in fixed assets grew
in total by 17.4% in 2000, in comparison with the previous
year. Investment activity was boosted by the improved
financial condition of enterprises and a trend towards the
reduction of barter payments.

At the same time, the revival in the investment sphere
followed the increase in enterprises’ profits. Therefore,
investments were a consequence rather than cause of
economic growth. The utilization of idle production
capacities required no significant investments of capital
and the level of investments that existed at the time proved
sufficient for an increase in production.

According to our calculations, in the second half of
2000, the growth of the monthly dynamics of investments
to fixed capital (excluding seasonal and calendar factors)
ground to halt.

In terms of total economic growth for 2000, the

situation in the labor market was improving. Total
unemployment decreased from the beginning of the year
by more than 1.5 million, down to 7.35 million as of late
December, or 10.2% of the economically active
population. Labor demand by enterprises (declared to the
state employment agency) has grown by almost 1.3 times
since the beginning of the year.

The federal budget revenues over January-
December 2000 amounted to 16.2% of GDP, according to
the Ministry of Finance.

Conducive to the substantial increase in revenues
were the favorable foreign economic situation, improved
financial condition of enterprises and production growth,
as well as the implementation of administrative measures.

The funding of federal budget expenditures over
January-December 2000 amounted to 13.7% of GDP.
Public debt servicing expenses made up 18% of total
amount expenditure, 6.5 points lower than the 1999 level.
In expenditure structure, the size of the majority of big
expenditure articles increased as a result of lower public
debt servicing expenses.

The federal budget surplus over the 12 months
of 2000 reached 2.5% of GDP compared with a deficit of
1.1% of GDP for 1999; the value of the primary surplus
was 5% of GDP compared with 2.5%, respectively. The
maintenance of the budget surplus allowed the
government to withstand the public debt servicing burden
even in the absence of IMF loans and ease inflationary
pressure on the economy.

The main factors governing Russia’s foreign
economic activity situation in 2000 were favorable
conjuncture in world raw-material markets and a certain
real ruble appreciation: the real effective ruble rate
calculated on the basis of a "basket" of the currencies of
Russia’s major trade partners strengthened by 17% over
twelve months and was at mid-1995 levels by the end of
2000, though substantially lower than the pre-crisis level.
However, taking into account that before the crisis the
ruble rate was set artificially high, the time reserve of
Russian enterprises for a qualitative rise in their
competitive ability is not very big.

Figure 3: The dynamics of investments to the fixed capital
excluding seasonal and calendar factors
(March 1996—100%)
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The foreign trade balance over January-December
2000 reached US$ 61 billion. The foreign trade balance was
at its highest level since the beginning of the reforms. Also
fairly high was current account surplus (in 2000, it was
estimated to be around US$ 46 billion), which allows the
maintainance of stability in the foreign exchange market.

The price volume of exports continued to grow at
rates higher than those for 1999 (38.9% over January-
December 2000, whereas their physical volumes have
grown by approximately 10%).

The volume of imports, which dropped sharply
following the ruble devaluation, has started to increase
gradually, responding to the rise in personal incomes and
ruble appreciation in 2000. The lower rates of growth of
the price volume of imports (11.6% over twelve months)
as compared with the dynamics of their physical volume
(approximately 26%) were primarily associated with
lower world prices for Russian imports and a shift towards
imports of cheaper goods.

2. Possible Economic Development Scenario for 2001

The functioning of the Russian economy in 2001
will be governed by the following three groups of factors.

First of all, the range of possible economic
parameters will be determined to a considerable extent by
the results of 2000 and the development trends that
have taken shape, especially over the past few months;
specifically, by the high 2000 “basis” and simultaneously a
gradual exhaustion of the positive growth factors that
developed in the post-crisis period.

Secondly, a lot will depend on how efficient a policy
will be pursued by the Russian government. To be
more specific, how successful the implementation of the
priority measures outlined in the Government Action Plan
for 2000-2001 will be, including the measures for the
improvement of the investment and business climate,
protection of the rights of property owners and investors, the
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establishment of “transparency” in the operation of
enterprises (based on international accounting standards), the
restructuring of natural monopolies, social policy (especially
support targeted at the most needy areas of the population),
tax reform, and the continuation of a responsible budget and
monetary policy. Dependent on all of this will be the ability
to develop the positive trends of 1999-2000 and, above all,
to “turn on” additional sources of economic growth.

Thirdly, a lot will also depend on foreign economic
conjuncture, especially on world oil market prices.

The dynamics of oil prices do not follow any clear-
cut patterns and are, therefore, hardly subject to accurate
forecasting. Over the past 20 years, the contract prices of
“Urals” grade oil have varied from US$ 10 to US$ 34 per
barrel. Calculations demonstrate that, given 2001
conditions, a pretty favorable price zone for the Russian
economy starts at US$ 23-US$ 24, whereas a very
unfavorable one is below US$ 18-US$ 19 per barrel. In
the former case, the foreign economic conditions
determining the state of the balance of payments, budget
(taking into account the foreign debt servicing problem),
and enterprises’ finances are comparable with the
conditions for 2000, though inevitably a little worse; in the
latter, they can hardly create grounds for dynamic
development (in 2001, Russia's dependence on foreign
economic factors will remain pretty high).

In connection with this, I think the agreement
factor for the rescheduling of external state debt
and obtaining new international credits will have no
independent significance. In many respects, a solution to
this problem will be defined by the financial state of the
country in 2001 (especially by its dependence on foreign
economic conjuncture). Under favourable conditions,
Russia will be able to cover its external debt (like it did in
2000); under less than desireable circumstances, it will
not. But in the latter case, the use of international financial
help (and the Paris Club's solution to rescheduling

Figure 4: Indexes of ruble real exchange rates (January 1995-100%)
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external debt) becomes a lot more probable.

The impact of other factors seems to be largely
insignificant. In particular, the socio-political factor, so
important for Russia in previous years of the reforms, has
lost its acuteness with the election of Vladimir Putin as
President of the Russian Federation and the new
distribution of forces in the State Duma (with which the
government can now find fairly acceptable solutions,
though based on compromises and not always fast enough).

According to my calculations, the parameters of
economic development in 2001 are most likely to be
within the following two options of the scenario.

Option I is assumes a favorable combination of the
above-mentioned factors: an active and timely
implementation of the planned domestic economic policy
measures and a foreign economic conjuncture favorable to
Russia (the annual average "Urals" price in this option is
upwards of US$ 23 per barrel). This will provide for
sufficiently high rates of economic growth in 2001 (see
Table 4), though, even in the favorable option, somewhat
lower than those for 2000, due to the special features
mentioned above.

GDP in this scenario will grow by 5-6% over that of
the previous year. At the same time, further impetus will
be given to the trend that took shape in 2000, whereby
there is a shift in the structure of GDP in favor of domestic
demand. Moreover, due to the oppositely direction of
export and import dynamics, net exports in 2001 will
decline.

The volume of industrial production will grow a
little higher than GDP, by 6-7%. In the first option,
significantly higher rates of production growth than those for
the entire industry are expected, in the sectors oriented
towards end demand, especially in the light industry,

machine-building and metal-processing, and the manufacture
of construction materials. As a result, further impetus will be
given to the trend towards a shift in the structure of industrial
production, towards processing industries.

A qualitatively different economic growth pattern
under the conditions of the inevitably lesser impact of
positive post-crisis factors, must be ensured primarily
through investments in fixed assets, the dynamics of
which are significantly ahead of those of GDP and
industrial production. The first option estimates an 11-
12% investment growth, which will enable a more active
process when commissioning production capacities.

The profits of real sector enterprises will remain the
primary source of investment. At the same time, the
reduction of the tax burden on manufacturers in 2001 is
estimated to increase the investment potential of
enterprises by at least 100 billion rubles. Simultaneously,
somewhat higher banking investment activity can be
expected in the real sector in the first option.

The implementation of measures aimed at the
development of a favorable investment climate in Russia
provides for a 1.2-1.3-time growth of foreign direct
investment compared with the 2000 estimate. In the first
option, certain reserves can also be attributed to a slight
slowdown in capital flight: from 9% of GDP in 2000 to 7-
8% in 2001.

In the industry-specific structure of investment, the
majority is estimated to be made up of the fuel sector-
related industries (one characteristic of which, as has been
mentioned earlier, is the critical load on worn-out
equipment). This sector is expected to see substantial
growth in foreign direct and portfolio investments, as well
as an increase in foreign borrowed funds. Simultaneously,
ruble appreciation, which is estimated to continue a little
further, will be conducive to a relative reduction in the

Table 4: Basic Indicators of the Forecast of Social and Economic
Development of the Russian Federation

(growth, % over the previous year)

2001 forecast
Official
2000 forecast
Option 1 Option II |factored into
the federal
budget
Gross domestic product 7.7 5-6 2-3 4.0
Inflation (consumer price growth)
December vs. December 20.2 14-16 20-22 12
average monthly growth 1.4 1.1-1.2 1.5-1.7 1.0
Industrial produce 9.0 6-7 3-4 4.5
Investments in fixed assets 17.4 11-12 6-7 7.0
Population's real disposable money incomes 9.1 9-10 4-5 5.0
Retail trade turnover 8.9 7-8 3-4 5.0
Volume of paid services to population 5.7 6-7 2-3 4.5
Unemployment, % of economically
active population (average for the period)
total 10.5 10.7 125 10.7
officially registered 1.5 1.7 2.0 1.9
Exports, USD billion 105.2 98-100 78-80 85.2
Imports, USD billion 44.2 48-50 43-45 45.6




prices of imported high-tech investment products, which
will create the conditions for the development of new
investment-intensive hydrocarbon deposits. A significant
growth in investment is also expected to be caused by an
increase in aggregate demand in the transportation
industry, housing construction, and market services.

In the first option, inflation rate is estimated to be
decreased to 14-16% in 2001. This is primarily determined
by a deficit-free budget and a restrictive monetary policy.
The rates of growth of money supply will be slowed down
through the reduction of foreign exchange revenue and
corresponding ruble interventions by the Bank of Russia.
The monetary aggregate (M2) is estimated to grow in this
option by approximately 40% (as opposed to 62.4% in
2000); this is going to take place under a strong demand
for cash necessitated, among other things, by a reduction
in the share of non-monetary payments in the economy.
The ruble appreciation will facilitate a decrease in
inflation, as it will be accompanied by reduced costs in
processing industries due to lower expenses for imported
raw materials and components, as well as stronger
competition, considering that imports will grow.

Personal incomes and consumption will grow at
rates exceeding the dynamics of GDP, which corresponds
with a structural shift towards growth in domestic demand.
In the first scenario, the real disposable incomes of the
population will grow by 9-10%, whereas the growth in
retail trade turnover and the volume of paid services to the
population (due to higher propensity to save) will be
somewhat lower: an increase of 7-8% and 6-7%,
respectively. The growth of real personal incomes
combined with a redistribution of social aid in favor of low-
income groups will result in a certain reduction in the level
of poverty and the disparity in incomes and consumption.

The level of unemployment (both total and
officially registered) will be somewhat higher in 2001 even
in the first option. The expected significant labor supply
will not be completely engaged in production, even if there
are fairly high rates of economic growth.

Substantial changes will take place in the dynamics of
the indicators characterizing foreign economic
relations. If there is a stronger ruble, certain technological
and structural export restrictions, and a slight deterioration
of the foreign economic situation in 2001, exports will
decrease compared with 2000, even in the first scenario (by
2.5-4.5%). Imports, on the other hand, will grow (by 12-
16% compared with 2000) at rates considerably exceeding
the dynamics of GDP, the contributing factors being ruble
appreciation, the technological re-equipment requirements
of the growing economy, and the growth in the disposable
incomes of the population and enterprises.

The volume of the foreign trade surplus under these
conditions is lower than that for 2000 but still pretty high:
around USS$ 50 billion in the first option, while the current
account surplus is around US$ 37-38 billion.

Option Il assumes an unfavorable combination of
factors: behind-schedule implementation of the
Government Action Plan and a foreign economic
conjuncture unfavorable towards Russia (the annual
average "Urals" price in this option being less than US$
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18 per barrel). Under these conditions, there will be a
much stronger "pressure” caused by the results for 2000
(that of the high "basis" and the above-mentioned negative
trends that have taken shape over the past few months).

The resulting rates of economic growth are
considerably lower in this scenario: a 2-3% GDP growth
over 2000 and a 3-4 % growth in industrial production.
The second option will also see an absolute decline in
exports and a rise in domestic demand (though higher than
GDP in general, the rates will be more moderate than in
the first scenario). From industrial sectors, industries
oriented on the manufacture of final products will be
developing more dynamically, but these changes in the
production structure are not as dramatic as in the first
option.

Due to more modest indicators of the financial
situation of enterprises and a less favorable investment
climate, the growth rates of investments in fixed assets
will be substantially lower (within 6-7%), which will
prohibit any tangible progress in the commissioning of
new production capacities. This option is unlikely to
stimulate investment activity in the banking system or
reduce the scale of capital flight.

In the second option, inflation rates will be
substantially higher: 20-22% up on December 2000. With
a much worse foreign economic situation, pressure on the
ruble will start anew (money accumulated by commercial
banks will flow to the foreign exchange market rather than
into production) resulting in the reversal of the trend that
has taken shape in ruble exchange rate dynamics. In
addition, the less dynamic economic growth and the less
successful re-monetarization of the economy will cause an
increase in inflationary pressure on the money supply. At
the same time, even in this option, no sharp ruble
devaluation or excessively high rates of inflation should
be expected (unlike in August-September 1998). The ruble
to dollar rate was overvalued then (in relation to the
purchasing power parity), whereas now it is still
undervalued, despite the ruble appreciation of 1999-2000.
Also, substantial gold and foreign exchange reserves were
accumulated by the Bank of Russia in 2000 and, in the
event of a zero federal budget deficit and a restrictive
monetary policy, the situation will not get out of control.

Due to higher inflation and lower rates of economic
growth, the dynamics of the indicators characterizing the
living standards of the population are considerably more
modest in the second option: the rates of growth of real
incomes and consumption of goods and services by the
population are lower and the unemployment level is higher.

Affected by an unfavorable foreign economic
situation, exports will decrease considerably (by 22-24%).
Imports, as in the first option, will grow but at more
modest rates (within 5%). The volume of the positive
foreign trade balance will decrease to approximately US$
35 and the current account surplus to US$ 22-23 billion.

The official scenario factored into the federal
budget for 2001 is within the parameters of the above two
options (favorable and unfavorable). In general, it is
neither overly optimistic, nor overly pessimistic. Rather, it
can be described as moderately conservative.
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In terms of economic growth indicators, the official
scenario is somewhat modest. The rate of GDP growth
(4% over 2000) corresponds with the average value within
the range set by the unfavorable and favorable scenarios.
The growth rates of industrial production (by 4.5%),
investments in fixed assets (by 7%), real incomes and
consumption of goods and services by the population (by
approximately 5%) indicated in the official scenario are
closer to the second, unfavorable option. The same holds
true for the dynamics of the indicators characterizing
foreign economic relations (the scenario estimates are
based on the annual average price of “Urals” grade oil of
US$ 21 per barrel). In general, the actual dynamics of the
said indicators in 2001 are pretty much likely to exceed
those built into the official scenario.

At the same time, the inflation indicator of the
official scenario is more optimistic than that of the first,
favorable scenario (12%). This indicator seems to be the
least realistic of all the macroeconomic parameters of the
official scenario. More appropriate for a moderate, most
likely option, would be an inflation rate of 16-18%.

The results of the Russian economy in the first
quarter, which recently announced, allow possible results
for 2001 to be forecasted with a high degree of certainty.

At the beginning of this year, it was observed that
many important macro-economic indicators were
improving as in the last months of the previous year.

Seasonally and calendar adjusted GDP dynamics
showed a tendency towards slight growth in the first quarter
(0.7%, according to an estimate by the Ministry of Economic
Development and Trade) after 4 months stagnation.

After a reduction in industrial production in the
fourth quarter (by 2%), seasonally and calendar adjusted
production showed a tendency towards growth in the first
quarter (by 1.9%).

Quarterly GDP increased by 4.2% between the first
quarter of last year and the same period of this year
according to an estimate by the Ministry of Economic
Development and Trade, and quarterly production
increased by 3.3%.

On the other hand, there are no grounds for making
assumptions about the sustainability of this renewed
economic growth. The positive tendency in evidence from
the beginning of this year is still fragile, especially on the
basis of the unstable dynamics of important seasonally and
calendar adjusted indicators of domestic demand (capital
investment and household consumption).

The direct impact of the factors that caused intensive
growth after the crisis (depreciation of the Ruble, low
prices and fees for the services of natural monopolies, low
labor costs, high international oil prices, etc.) has
practically disappeared, while mechanisms for stable, long-
term economic growth are still in the process of forming.

One can spot positive aspects in domestic economic
policy at the beginning of 2000, such as responsible fiscal
and financial-credit policies, changes in customs
regulations and a certain reduction in the tax burden on the
real sector of the economy. The government prepared a
series of bills aimed at the improvement of the business
climate in Russia.

However, no obvious progress has been made in the
various fields of domestic policy, particularly in structural
reform. For example, developments in natural monopoly
reform concepts proceed very slowly, there are no evident
positive results in the reform of the banking sector and
housing-utility reform is also progressing slowly. This has
a suppressing effect on economic development, including
the improvement of the investment climate of the country.

In the first quarter of this year, foreign trade
conditions seemed to be favorable enough, although they
began to worsen compared with 2000 (especially from
March). The monthly average price of ‘URALS’ oil was
25 dollars per barrel in January and February, and 21.6
dollars in March, while it was 26.8 dollars per barrel in
2000 on average. The annual average price of ‘URALS’
oil can be estimated at approximately 21-22 dollars per
barrel during this year, which is closer to the favorable
forecast scenario explained before. At the same time, one
should note the continued favorable pace of growth in the
physical volume of exports.

On the other hand, the necessity of paying the full
extent of foreign debt (in the circumstances that price
conjuncture is worse than the favorable scenario) limits
economic development (in particular, for budget
expenditure on the domestic economy).

An analysis of all the basic factors that should affect
economic development in 2001 shows that macro-
economic parameters are at a somewhat higher level than
those of the unfavorable scenario (forecasted with
stagnation in terms of the ‘adjusted’ dynamics), while
many of them are slightly higher.

GDP growth over 2000 can be forecasted at
approximately 4%, industrial production at 4.5%, capital
investment at 6%, real disposable income of population at
5.5%, and turnover of retail sales and consumer services at
5% and 4.5% respectively.

Due to the above-mentioned reasons, the volume of
exports can be forecasted at near the first scenario — 96
billion dollars, while imports are forecasted at 48 billion
dollars, with the continuing noticeable appreciation of the
ruble in real terms. At the same time, net exports will also
be near the first scenario.

The dynamics of inflation in the first quarter (the
inflation rate of consumer prices compared with
December 2000 was 7.1%, with a gradual decrease in
‘inflation potential’) reconfirm my first (more likely)
forecast of 16-18% in total for 2001.
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Japanese Foreign Direct Investment in Mongolia

Dashnyam Nachin
Senior Officer, Foreign Investment and Foreign
Trade Agency of the Government of Mongolia

I. Introduction

The Government of Mongolia has been taking some
measures to create a favorable foreign' and domestic
environment for foreign investment. Domestic legal
environment-related incentives and rights for foreign
investment have been established in the Foreign
Investment Law and other relevant Mongolian laws. In
order to simplify the registration system and to deal with
queries, the Foreign Investment and Foreign Trade
Agency of Mongolia (FIFTA) has established a “one-stop
service” for foreign investors. FIFTA is the government
agency responsible for the promotion and facilitation of
foreign direct investment and the promotion of foreign
trade in the country (http://www.investnet.mn).

The Mongolian Government is attaching great
importance to attracting Western and Japanese investors.

II. Japanese FDI in Mongolia

As a result of creating a reasonable investment
environment, Foreign Direct Investment (FDI) in
Mongolia has been increasing. During the last 10 years,
1,600 joint ventures and wholly foreign owned companies
from 62 countries were registered in Mongolia, with total
investment reaching US$350 million. Among them,
investors from the People’s Republic of China, Japan,
South Korea, USA and Russian Federation are in a leading
position in terms of the amount of investment and number
of companies registered (see Table 1). By sector, the
mining, agro-processing, light industry, communication,
construction, trade and service sectors are dominant.

The Japanese contribution to FDI in Mongolia is
around $50 million, with continuous investment growth
during 1993-2000 (see Table 2). The presence in
Mongolia of branches of Japanese companies, such as
Itochu, Sumitomo, Marubeni, Nissho Iwai, Osaka
Cashmere, Mitsubishi and others, may have influenced
this growth. Japanese FDI covers the light industry,
telecommunications, culture, education, science and
media, trade and catering services, processing raw
materials of animal origin, and transportation sectors. In
comparison with other countries, Japanese FDI is
significant in the telecommunications and light industry
sectors (see Tables 3-5, FDI by countries in certain
sectors).

The Japanese companies Sanshiro, Buyan Holdings,
T&I, Mana, Tuya, and STM International are active in
cashmere processing, Hasabe International, Sansar Bridge,

and Sararo are involved in the hotel and restaurant
services sector, Jiguur and Daisogen are active in the
tourism sector, Soyol Erdem and Nakhia have a presence
in education, and Tavan Bogd is involved in the trade and
service fields. Monnis-autoservice, JM Internet motors
and other companies are engaged in the trading of
Japanese cars. The two Japanese incorporated companies
Mobicom and Buyan Holdings, are listed in the top 10
foreign investors in Mongolia.

Telecommunications: The Japanese share of FDI
in the telecommunications sector is around 50%. In the
telecommunications sector, the most successful foreign
incorporated company is the Mongolian-Japanese
company ‘Mobicom” JVC, which has introduced a
cellular telephone service to Mongolia for the first time.
The reasons for Mobicom JVC’s success are as follows:

— It has brought modern technology to Mongolia;

— There is an increasing demand for mobile phones in
urban, as well as in remote areas;

— The existence of competitors in this field has required it
to be dynamic, to improve its service quality, and to
establish service chains throughout the country;

—1It has made use of tax incentives provided for
investment in this sector.

Light industry: Japanese FDI is significant in this
sector, in the field of cashmere processing. It is known
that Mongolian cashmere goods have been introduced on
the international market for the first time with the
assistance of Japan.

Over the last couple of years, Japanese investment in
Mongolia has increased rapidly; 43 wholly Japanese-
owned or joint-owned companies were newly registered,
including in the mining sector. It is also worth mentioning
that Bunka Orient Mongolia, and the Mongolian-Japanese
JVC are active in software and computer system
production and related training, a field to which our
government is paying particular attention. Miraishohken
Co., Ltd., a wholly Japanese-owned company, is
participating in securities trading at the Ulaanbaatar Stock
Exchange.

The share of Japanese tourists in the Mongolian
tourism sector is significant. In 1999, Mongolia received
about 158,000 foreign visitors, of which 34,000 were
tourists. 9,200 Japanese tourists visited Mongolia last

1 Mongolia has signed the “Investment Protection and Mutual Protection Agreement” with 30 countries, while the
“Exemption on Double Taxation Agreements” has been signed with 19 countries around the world. Mongolia has joined
the “Washington Convention on Settlement of Disputes” and has also been a full member of the Multilateral Investment
Guarantee Agency (MIGA) of the World Bank Group since January 1999; investors will thus be eligible for risk insurance
through MIGA. Mongolia became a member of the World Trade Organization (WTO) in 1997. (http://www.pmis.gov.mn)

Mongolia has been given a B+ rating by Standard and Poor’s.
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year, accounting for 27% of total tourists. Continued
growth in the tourism sector requires the development of
transport and hotel infrastructure, both of which need
substantial capital investments. The future of the
Mongolian national airline will have a significant impact
on this sector.

The effects of Japanese investment, which covers
many areas of economic and social activity in the country,
are becoming more tangible. In order to implement “the
activation of promotion activities to attract Japanese direct
investment” set out under section 838 of the Mongolian
Government’ s action plan, many events have been planned
for 2001, such as the Mongolian Trade Fair in Tokyo next
summer, investment promotion seminars, etc., following the
Mongolian Prime Minister’s visit to Japan last February.
Besides such promotional activities, several measures are
being taken to improve the economic and legal systems, and
soft infrastructure, such as the restructuring of the banking
system, reinforcing the rule of law, etc.

Feedback from foreign investors is important for
improving the local environment for investment and
business activities. With this in mind 2, FIFTA has
established an e-mail account at the following address:
hotline@investnet.mn; the hotline phone service remains

available on (976)-11-320706.

III. Conclusion

Decisive factors in the choice of Mongolia as an
investment location include access to particular raw
materials such as cashmere and minerals, extensive

Table 1: FDI in Mongolia by country:
leading countries’ shares 1990-2000
(Unit: thousand US$)

China | Japan |S. Korea| USA Russia Othe.r J
countrie
1045 | 47.8 | 38.9 27.3 | 167 | 1154 |

incentive packages for investors, and good local partners
and contacts.

Disadvantages cited by investors include frequent
changes in government personnel and lack of transparency
in procedures by government officials. Other disadvantages
are the under-developed banking system and the high costs
of transportation because of its distance from major
markets. For the tourism sector, the short duration of the
tourist season was rated as a particular disadvantage.
Particular concerns were noted by investors in the cashmere
sector, relating to the deteriorating quality of Mongolian
cashmere due to the virtual collapse of the government’s
long-term breeding program.

Japanese investors may find it useful to consider the
following points:

1. Recognition of Mongolia’s nuclear free status may have
long-term economic consequences;

2. Using the experiences of Mongolian businessmen may
reduce risks in the Russian or Chinese markets;

3. The Mongolian Government is paying attention to the
development of export oriented industries, including the
mining, tourism and IT sectors, which may be sources
of economic growth;

4. The introduction by Japanese investors of advanced
technologies in these industries, as well as in the
education and health sectors, will convey various
benefits;

5. Investors should learn more about investment and
business-related laws and regulations (they should first
contact FIFTA).

Table 2: Japanese FDI in Mongolia by year
(Unit: thousand US$)
1993 | 1994 | 1995 | 1996 | 1997 | 1998 | 1999 | 2000
655.5|986.8 (8,349.4(12,555.1| 797.6 (3,763.7|3,566.6|17,144.8

Table 3: Japanese FDI in Mongolia contribution
in some sectors 1993-2000
(Unit: thousand US$)

Tele- . Culture, |Processing | Trade &
. | Light |Education raw : , Food
communi | . . g ” catering | Tourism ind
i industry | Science &|materials of ; industry
cations Media |animal origin services
Japan 8 28.1 2.9 1.9 25 0.296 0.8
FDI
Total
FDI in 16.2 73.3 11.3 40.2 36.5 9.6 9.9
sector
%
of sector’s 49 39 26 5 7 3 8
FDI

2 Suggested by Mr.Kensaku Kumabe, Research Institute for Development and Finance, Japan Bank for International
Cooperation, at the Northeast Asia Economic Conference 2001 in Niigata, Japan, 8-9 February, 2001.



Table 4: FDI contribution in telecommunications
by country 1993-2000
(Unit: thousand US$)
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Table 5: FDI contribution in light industry
by country 1992-2000
(Unit: thousand US$)

c t FDI in 1993-2000 Count FDI in 1994-2000
ountry (Unit: thousand US$) ountry (Unit: thousand US$)
Japan 8,003 Japan 28,140
S. Korea 5,230 China 17,087
China 1,399 Hong Kong 7,222
Others 1,629 Taiwan 6,753
S. Korea 6,336
USA 3,807
Others 3,987
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1. Current Condition of Investments in
China by Japanese and ROK Enterprises

(1) Development of investments in China by
foreign enterprises

Since 1979, the use of foreign capital in China has
developed in two stages:

The first stage was the period from the 1980’s to the
beginning of the 1990’s. During this period, foreign
capital was used mainly based on loans, and direct
investments were rare.

Direct investments by foreign investment enterprises
in China amounted to US$ 25.1 billion during the period
1979 to 1991, and the amount of foreign loans in the same
period was US$ 54.7 billion, which is 2.18 times the
amount of foreign direct investments. The amount of
foreign direct investments that China has received since
1992 exceeds the external loan amount. For a period of
eight years from 1992 to 1999, the amount of investments
by foreign capital reached US$ 282.6 billion, which is
11.3 times the amount of foreign direct investments for the
period of 13 years from 1979 to 1991. During the 1990’s,

foreign direct investment in China has increased rapidly.

The amount of external loans for the period of 8
years from 1992 to 1999 was US$114.2 billion, and the
amount of foreign direct investments is 2.47 times that
amount. Since the 1990’s, the focus of the introduction of
foreign capital in China has shifted to foreign direct
investments.

(2) Active influence on China of investment by
foreign enterprises
1) Foreign direct investment is a significant component of
fixed asset investment in China
As far as China is concerned, foreign direct
investment is a supplementary source of funds necessary
to the modernization of the Chinese economy. In China’s
previous economy-building measures, there was little use
of foreign investment, but from the 1980’ s, the
introduction of foreign investment increased little by little.
At the initial stage, the focus was on foreign loans, but
from the 1990’s, foreign direct investment has taken on a
major role. Foreign direct investment is continually




increasing as a proportion of China’s fixed asset
investment. In 1991, the ratio was 4.15%, but in 1994 it
had reached 17%. Although after that it declined, it is still
above 11%.

2) Manufacturing output resulting from investment by
foreign enterprises between 1990 and 1999 as a
proportion of total national manufacturing output

The active condition of foreign direct investment is
also visible in the continued increase in manufacturing
output from foreign enterprises as a proportion of total
national manufacturing output. In 1990, this proportion

was only 2%, but by 1999 it had risen to almost 28%.

With regard to the commencement of operations or the

achievement of production capacity by additional foreign

investor enterprises, the output of foreign investor
enterprises is probably still rising as a proportion of

China’s manufacturing output.

3) Continual increase in extranational tax revenue
(excluding customs duties and land charges) between
1992 and 1999

Since the 1990 s, taxes paid to the Chinese
government by foreign investor enterprises have increased
every year. In 1992, extranational tax revenue excluding

customs duties and land use charges accounted for 4.25%

of China’s total tax revenue, however by 1999, this had

increased to 16%. At present, a not-insignificant number

of foreign investor enterprises are still covered by a

business income tax incentive policy, so as this grace

period comes to an end, the contribution made by foreign
investor enterprises to China’s tax revenues will increase
further.

(3) Investments in China by Japanese and the
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manufactures among the top 500 enterprises mentioned in
the FORTUNE magazine in the USA have already
invested their capital in China by building factories,
except for only a small number of enterprises. Major
Japanese general trading firms are also investing in the
same way. Some banks and insurance companies have
already acquired permission to establish business
organizations in China.

Since the resumption of diplomatic relations between
the ROK and China in August 1992, several thousand ROK
enterprises have advanced into China. Up to the present,
many ROK enterprises have been operating in business.
The world’s top 500 enterprises mentioned in the
FORTUNE magazine include 12 ROK enterprises. All of
these enterprises except for one insurance company are
investing in China on a large scale. The amount invested by
enterprise groups such as Samsung, Daewoo, and LG
exceeds 1 billion dollars. The investment scale also exceeds
that of many European, American and Japanese enterprises.

2. Problems and Obstructions that Japanese

and ROK Enterprises Face in China

(DDeterioration of the Influence of Japanese

ROK Enterprises

Japan and the ROK are important investors in China.
By the end of 1999, the amount invested in China by
Japanese enterprises was the second largest, following the
USA (except for Hong Kong and Taiwan), and the amount
invested by the ROK was the fourth largest. The amounts
invested by Japan and the ROK account for 8.1% and
2.9% respectively of the total amount of foreign direct
investments in China.

According to our examination, 20 major Japanese

and ROK Enterprises in China

Throughout the 1990’s, Japanese enterprises have led
other enterprises in terms of investments in China. Japan
had consistently been the largest investor in China.
However, from 1999, the USA became the largest investor
in China, replacing Japan.

Since 1992, the amount invested in China by ROK
enterprises has been increasing constantly. The proportion
of the amount invested in China by ROK enterprises to the
amount of foreign capital introduced to China (execution
base) is increasing. The ratio of investment by ROK
enterprises to China in 1992 was 1.09%, and increased
each year, reaching 4.73% in 1997. However, the share
has decreased gradually from 1998.

At the same time, appreciation towards Japanese and
the ROK enterprises in China is deteriorating. Since the
Asian financial crisis, appreciation towards American and
European enterprises, particularly USA enterprises, has
improved dramatically in China. On the contrary,
Japanese and the ROK enterprises seem to be left behind
in the new economic environment.

Table 1: Amount of foreign capital introduced in China (calendar year)
(Unit: 100 million dollars)

Year Foreign Direct External loans Year Foreign Direct External loans
Investments Investments

1979 - 1983 26.85 119.38 1992 110.08 79.11
1984 14.19 12.86 1993 275.15 111.89
1985 19.56 44.62 1994 337.67 92.67
1986 22.44 50.15 1995 375.21 103.27
1987 23.14 58.05 1996 417.26 126.69
1988 31.94 64.87 1997 452.57 120.21
1989 33.93 62.86 1998 454.63 110.00
1990 34.87 65.35 1999 403.19 102.12
1991 43.66 68.88 2000 362.40 —
Total 3438.71 1392.96

(Source) Chinese Ministry of Foreign Trade and Economic Cooperation,
“Statistics of Foreign Investments”
*Year 2000 in the table indicates the period from January 2000 to November 2000.
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(2)Obstructions that Japanese and ROK

Enterprises are Facing in China

Operation conditions of Japanese and ROK
enterprises in China are less active than expected initially.
One third of the investment projects of some large
enterprise groups are profitable while another one third
result in losses. There are many aspects causing such
results. Many people blame problems in the investment
environment in China. For instance, there are too many
restrictions in the foreign investment field, so that
knowledge intensive services such as finance, insurance,
wholesale, retail, and external trade, have basically not
been launched. Even if they are launched, the scale will
still be small and operation still in the experimental stage.
In addition, in the policy constitution process, the degree
of transparency of the legal system and the financial
system is low and protection of intellectual properties is
inadequate. The road towards the improvement of the
investment environment in China is still long.

The problem lies in the fact that European and
American enterprises are successful in the same
investment environment. In addition, some Japanese and
ROK enterprises are successful in individual projects.
Based on these facts, we must find out the problems that
lie within the foreign investment enterprises themselves
and mistakes that were made.

The operation stagnation of foreign investment
enterprises stems from the following causes: The Chinese
market size is smaller than expected. Competition is too
fierce due to concurrent advancement by the same type of

Table 2: Foreign direct investment as a proportion
of total fixed asset investment
in China 1991-1999

prominent enterprises worldwide. Foreign investment
enterprises underestimated the degree of competitiveness
in the Chinese market, so that the technology and
management that were put in were inadequate.

Although the US enterprises advanced to China later
than Japanese enterprises, they promoted localization of
management personnel at the relationship enhancement
stage, and at the same time, promoted localization of
research and development. At present, many
distinguished Chinese persons hold the most responsible
positions in US enterprises in China. GE, HP, IBM,
MOTOROLA, and LUCENT are some examples. These
enterprises employ many excellent local staff members in
China by focusing on the enterprise culture and
management with emphasis on performance results, not
seniority. Enterprise competition in the era of information
and globalization is human resource competition.
Japanese and ROK enterprises are inferior in this regard.

In addition, US enterprises attempt full-scale
development using their developed consultation service
system in China. Many management consultation
companies including management advisors, advertisement
companies, financial companies, legal offices, and human
resource agents, are advancing in China. Other US
enterprises can receive cooperation from these enterprises
for investment and operation. Investment of one US
enterprise in China operates through one investment
system in practice. Japanese and ROK enterprises lack
such a system.

Table 3: Output by foreign investor enterprises as a proportion
of total national manufacturing output
(Unit: Million yuan)

[Total fixed asset Foreign Proportion of fixed Total national |Output by foreign .
Year investment ip\_/estment asset investment Year manufacturing investor Prop;ortlon
(million dollars) |(million dollars) (%) output enterprises (%)
1991 105,097 4,366 4.15 1990 1970,104 44,895 2.28
1992 146,522 11,008 7.15 1991 2313,556 122,332 5.29
1993 226,871 27,515 12.13 1992 2914,925 206,559 7.09
1994 197,734 33,737 17.08 1993 4051,368 370,435 9.15
1995 239,723 37,521 15.65 1994 7686,725 864,939 11.26
1996 276,322 41,726 15.10 1995 9196,328 1315,416 14.31
1997 305,997 45,257 14.79 1996 9959,555 1507,753 15.14
1998 343,729 45,462 13.23 1997 5614,970 1042,700 18.57
1999 360,800 40,318 11.17 1998 5819,523 1416,200 24.00
1999 6377,524 1769,600 27.75
Table 4: Extranational tax revenue 1992-1999
(Unit: 100 million yuan)
Y Total tax Rate of increase| Extranational |Rate of increase| Proportion
ear
revenue (%) tax revenue (%) (%)
1992 2,876 122 4.25
1993 3,971 38.05 227 85.31 5.71
1994 4,729 19.10 403 77.72 8.51
1995 5,516 16.64 604 50.12 10.96
1996 6,436 16.69 764 26.40 11.87
1997 7,548 17.31 993 29.97 13.16
1998 8,552 13.30 1,230 25.94 14.38
1999 10,312 13.40 1,649 33.78 15.99




3. China’s Participation in the WTO and New

Opportunities for Economic Cooperation

between China, Japan, and the ROK
(1) China’ s Participation in the WTO and

Perspectives for External Economic Cooperation
China continues to make progress towards its aim of
opening-up and reforming its economy in order to cope with
the globalization of the world economy. As a result of hard
consultations over 14 years, China achieved consultation
regarding participation in the WTO with the absolute
majority countries of the WTO, including the USA, the EU,
and Japan. After participating in the WTO, the Chinese
Government will agree to a dramatic reduction of tariffs on
agricultural products and industrial products in stages,
expansion of the opening of the market, and permission for
the advancement of foreign investment enterprises into
knowledge-intensive industries such as
telecommunications, banking, insurance, wholesale, and
retail. The opening of the service field is beneficial to the
development of foreign investment enterprises in China as
well as the modernization of the Chinese economy. The
Chinese Government has introduced a series of new foreign
investment encouragement measures. They are technological
developments, innovations of foreign investment enterprises,
investment in the central and western region by foreign
investment enterprises, staged expansion of the opening of
the service trade field, listing of foreign investment
enterprises that satisfy requirements in the A share market
and B share market, and the expansion of the operating range
of holding companies in China. The Chinese Government is
actively studying permission for investment by foreign
investment enterprises in China with new methods such as
merging and acquisition.

Through affiliation and competition with foreign
invested enterprises, Chinese enterprises have understood
the basic principles of international management and have
changed their traditional conservative concept. At the
same time, by experiencing many affiliations and
competitions with foreign investment enterprises, the

service
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competitive position has improved. Currently, more
Chinese enterprises are actively participating in global
economic cooperation and are looking for foreign
investment enterprises as partners for affiliation.

Foreign investment enterprises, particularly multi-
national enterprises, will expand their investments in
China. Foreign investment enterprises started to look for
new investment opportunities after adjusting the existing
investment projects in stages, and reviewing the
experiences and the lessons they have learned. After the
1990’ s, overseas multi-national enterprises have
concentrated their investments in the manufacturing field.
Currently, these enterprises delay large investments in the
general manufacturing industries, but are actively
searching for investment into the information concentrated
service industry, basic raw material industry and high-tech
industry, and have started investment in the research and
development field. These enterprises are looking for
partners for affiliation. For instance, the partners can be
private enterprises that are growing rapidly.

Based on these conditions, a bright future is awaiting
China in the foreign investment field in the 215 Century.
After participating in the WTO, the Chinese Government
has promised to expand the investment field and investment
areas for foreign investment enterprises, to diversify the
investment methods, and expand the investment methods.
During the period from 1992 to 1998, foreign investment
enterprises, particularly internationally well-known multi-
national enterprises, invested in China one after another,
causing a foreign direct investment boom. Through this
adjustment and expansion of the investment fields, areas,
and methods, investments in China by foreign investment
enterprises will further be positive and active. A boom in
direct investment in China by foreign investment
enterprises will occur at the beginning of the 21%t Century

(2) Promotion of Economic and Trade Cooperation

Between China and Japan/ the ROK
Prior to China’s participation in the WTO, Japanese

Table 5: Amount invested in China by major investing countries by the end of 1999

(Unit: 100 million dollars)

USA Japan Singapore ROK U.K. Germany
Number of projects
that were permitted 29,063 18,738 8,498 12,827 2,547 2,126
Contract base amount
(100 million dollars) 527.10 350.32 332.55 163.74 160.90 94.22
Execution base amount 25819 | 249.42 | 148,01 9011 | 7631 | 47.85
(100 million dollars)
Proportion of the entire
amount of foreign investment 8.34 8.09 4.82 2.87 2.47 1.56
in China that was actually used (%)

Table 6: Share of direct investment in China of Japanese and ROK Enterprises
(Execution base) (Unit: %)

1992 1993 1994 1995 1996 1997 1998 1999
Japan 6.45 4.81 6.15 8.28 8.82 9.56 7.48 7.37
ROK 1.09 1.36 2.14 2.78 3.25 4.73 3.97 3.16
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and ROK enterprises have been important trade partners
for China, and Japan and the ROK have been important
investing countries. After participating in the WTO,
China should enhance the positions of investing countries
recognizing Japanese and ROK enterprises as major
trading partners. At the end of 2000, the Chinese
Government clarified active promotion for economic
cooperation of “10+3” (ASEAN 10 countries and 3
countries comprising China, Japan, and the ROK). In fact,
promotion of “10+3” means dramatic promotion of
economic cooperation among three Northeast Asian
countries, namely China, Japan, and the ROK.

Due to historical and political factors, these three
countries in Northeast Asia, China, Japan, and the ROK,
are in practice contacting and cooperating. However, the
economic cooperation between the three countries has not
been taken up as a joint promotion project by the
governments Facing the surge of recent globalization and
information, the joint economic cooperation system in
Northeast Asia beyond the historical and political
problems is the objective of these three countries.

There are some problems in achieving true full-scale
economic cooperation among the three countries, China,
Japan, and ROK.

Firstly, all three countries are in the stage of economic
adjustment and reformation.

The Japanese economy has been stagnant since the
beginning of the 1990’s. Strategic adjustment inside
enterprises and serious reformation of the management
structure are necessary. This process has just started. For
the ROK economy, a series of problems in the economic
structure were revealed as a result of the crisis in 1997.
Large enterprise groups in ROK are also implementing
reformation to cope with globalization and information
technology. The road to structural reformation for some
enterprise groups is difficult. Government owned
cooperatives in China should make further efforts towards
reformation. In the last few years, reformation of
government-owned cooperatives has been progressing
substantially. However, there is still a long way to go
before they find out how to implement enterprise
reformation and reconstruction based on the requirements
of globalization and information technology, according to
the market economic rules.

By proceeding further towards adjustment of the
economic structure and enterprise reformation, new
economic cooperation at a high level can be achieved
among these three countries. Mutual cooperation should
be promoted and the competitive positions of these three
countries should be enhanced.

Secondly, the three countries should improve mutual
trust by adjusting the awareness of mutual cooperation and
ideas.

As described above, historical and political factors
often create elements that influence the continuing trusting
relationship necessary for mutual economical cooperation.
Since China has been oppressed by strong countries
including Japan for more than 100 years, it is a sensitive
problem how Japanese political circles behave regarding
the historical facts of the Japanese invasion of China. The
Japanese economy has led Asia for a long time and the

Japanese will be most interested in maintaining their
economic superiority in competition for the growth in
China, which has a different political and economical
system. The ROK faces a problem regarding how to
achieve its ideal as a strong country against the pressure
from China, which is growing along with pressure from
Japan. These conflicts caused by history, politics and the
economy may have adverse effects on joint economic
cooperation among the three countries, unless they are
appropriately dealt with.

Facing the wave of globalization and information
technology, Northeast Asian countries will have some
difficulty in coping with the North American Free Trade
Agreement and competition with the EU if the three
countries have to operate individually. China, Japan or
the ROK cannot cope alone. China, Japan, and the ROK
should enhance their cooperative ties as soon as possible,
unite with the Russian Far East region, the Democratic
People’s Republic of Korea (DPRK), Mongolia, and
South East Asian countries, and form a regional economic
union in order to face up to international competition.

(3)Promotion of Economic Trade Cooperation

between Japanese and ROK Enterprises and the

North East and Bohai Sea Rim region in China

To promote economic cooperation among Japan, China
and the ROK, we must realize actual cooperative projects.

The North East region and Bohai Sea Rim region in
China are the most active trading regions.

The proportions of the amounts of trade targeted for
Japan and ROK to the amounts of external trade of three
provinces; Heilongjiang, Jiling, Liaoning, are 1/4, 1/3, and
1/2 respectively. 50% of the external trade of Heilongjiang
accounts for the trade with Russia. Among the four
provincial cities of the Bohai Sea Rim region, trade with
Japan and the ROK accounts for 20% of the external trade
of Beijing City, 36.5% of the external trade of Tianjin City,
26.3% of external trade of Hebei Province, and about 50%
of the external trade of Shandong Province.

At the same time, investments by Japan and ROK are
an important source of foreign capital for both regions. In
Jiling Province, investments by Japanese and ROK
enterprises account for 60% of foreign capital that was
introduced into the province.

Investments by Japanese and ROK enterprises and
trading with both Japan and ROK are the important
motive force for the economic development of the North
East and Bohai Sea Rim regions in China. In other words,
economic cooperation with the North East and Bohai Sea
Rim regions in China will have a positive influence on the
economic development of Japan and the ROK.

However, what should be noted is that investments
made by Japanese and ROK enterprises in the seven
provinces of the North East and Bohai Sea Rim regions
are not substantial. As shown in Table 7, the share of
Japanese and ROK enterprises in proportion to the foreign
capital that was introduced in each region is not so high.
Investments made by enterprises of both countries are not
so large in comparison to the volume of trade that is
carried out by the countries in these regions.

From the beginning of the 1990’s, economic




cooperation in Northeast Asia has been discussed among
concerned parties. However, cooperation in the region
still remains at the discussion stage. Economically
concerned parties and entrepreneurs of Northeast Asian
countries hold the key for actuating cooperation in
Northeast Asian countries and putting the idea into
practice in this new century.

In the past, the main subject of cooperation, which is
enterprise cooperation among China, Japan and the ROK,
has not been sufficiently focused. Recently, Pohang Iron
& Steel Co., Ltd. (POSCO) in the ROK and China’s
largest iron and steel company, Shanghai Bao Steel
Group, established a strategic partnership, and POSCO
obtained shares equivalent to 25 million dollars. In
August last year, Japan’s largest iron and steel company,
Nippon Steel Corporation (the second largest in the world)
concluded a strategic affiliation contract with POSCO in
the ROK by exchanging shares. As a result, a cooperative
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framework of three iron manufacturers in China, Japan,
and the ROK has been established.

Cooperation in the iron and steel industry in China,
Japan, and the ROK is enterprise conduct according to the
market mechanism. This cooperation model can easily
succeed, since the practical operation stage has been
started, passing the logistics.

Enterprises in these three countries; China, Japan, and
ROK, suggest promotion of a 3-country joint development
project in the North East and Bohai Sea Rim regions of
China. For instance, it is possible for the three countries to
establish a joint development district and establish a joint-
venture enterprise region or a joint-venture project. In
actual cooperation, mutual understanding and harmony
must be promoted by demonstrating the advantages to each
country. The joint economic prosperity of China, Japan,
and the ROK will be promoted through the success of these
actual projects.

Table 7: Economic and trade cooperation with Japan and the ROK
by the seven provinces of the North East and Bohai Sea Rim regions.

Beijing | Tianjin| Hebei [Shandong|Heilongjiang| Jiling |Liaoning

Amount of external trade (100 million dollars)

84.42 126 45.8 | 182.7 | 21.9 22.2 | 137.3

Proportion occupied by trade with Japan and ROK (%)

20.4 36.5 26.3 | 479 | 23.2 31.8 | 53.0

Amount of contract foreign capitals that were permitted (100 million dollars)

18.2 36.2 89| 311 9.3 45| 444

Proportion occupied by investments by Japan and ROK (%)

7.4 3.8 13.6 | 18.6 7.0 60.0 | 18.1
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£2 FERED— ALY L EMIBAFELERE (GDP) .1990-1997

BT T
Mo — AH VI A
1990 1991 1992 1993 1994 1995 1996 1997
SR is; 1,078 1,203 1,386 1,890 2,392 2,942 3,456 3,810
1 @& 1,060 1,176 1,347 1,888 2,477 3,121 3,688 4,071
2 BEMAE 780 874 987 1,221 1,507 1,796 2,025 2,199
3EmMAE 1,061 1,145 1,331 2,006 2,473 3,024 3,690 4,016
4 FNYMHKBEK 1,101 1,351 1,460 1,976 1,942 2,333 2,654 3,104
5 BREEH 1,128 1,272 1,447 1,950 2,346 2,846 3,317 3,714
6 Hk& 1,038 1,118 1,304 1,587 1,899 2,270 2,895 3,133
7EBE 1,481 1,599 1,829 2,347 2,916 3,437 3,762 4,074
8 EFAIEHEBEK 1,300 1,427 1,614 2,097 2,658 3,309 3,716 3,980
9 FEIMJIVEARK 1,647 2,005 2,418 3,150 4,128 4,968 5,401 6,113
chER s 1,170 1,250 1,479 2,031 2,664 3,455 4,167 4,685
1IEY 1,101 1,203 1,430 1,823 2,362 2,966 3,696 4,133
2 IiFEH 1,379 1,467 1,745 2,340 2,804 3,550 4,199 4,744
3RWE 1,069 1,042 1,252 1,814 2,500 3,332 3,854 4,358
4 g H 1,036 1,133 1,369 1,858 2,464 3,300 4,016 4,413
5 1,147 1,266 1,468 2,025 2,666 3,435 4,118 4,630
6 AL 1,454 1,555 1,795 2,520 3,285 4,143 5,099 5,875
HER s 1,921 2,220 2,781 4,000 5,363 6,773 7,977 8,880
1EEE 1,513 1,778 2,229 3,598 5,295 6,674 7,994 9,142
2 [RRH 2,235 2,655 3,377 4,767 6,178 7,568 8,978 9,912
3 LBl F I UERAR 922 1,048 1,307 2,013 2,764 3,635 4,074 4,350
434nIHE 2,008 2,341 2,882 4,476 6,211 8,161 9,547 10,458
5 iI%4 2,543 2,846 3,738 5423 7,197 8,982 10,443 11,668
6 IiRH 1,570 1,863 2,302 3,216 4,466 5,747 6,821 7,570
7 AdeE 2,027 2,312 2,742 3,691 4,731 5984 7,101 8,034
Htithis 1,897 2,083 2,464 3,581 4,533 5344 6,177 6,805
BTy 1,860 2,055 2,372 3,306 4,408 5443 6,445 7,221
EHE 1,587 1,690 2,032 2,810 3,639 4356 5123 5506
By 2,434 2,690 3,231 4,975 6,053 6,826 7,672 8,434
ARHEERX 1,326 1,470 1,716 2,387 3,017 3,647 4,269 4,706
hE 1,511 1,695 2,065 2,907 3,818 4,791 5,654 6,292
x3 HHNF—-FLZDEOMIBEFREEREEZOER DA, 1990-1997
1990 1991 1992 1993 1994 1995 1996 1997
ik ke 0.014 0.017 0.019 0.022 0.026 0.027 0.025 0.027
ch Rz 0.008 0.010 0.008 0.008 0.006 0.005 0.005 0.006
RERHLI 0.037 0.036 0.040 0.037 0.034 0.032 0.032 0.034
E(4:ub 0.024 0.025 0.027 0.039 0.033 0.026 0.023 0.024
iR EERS (A) 0.022  0.023 0.025 0.025 0.024 0.023 0.022 0.023
(MR EICHTIFEES) (38.6) (35.9) (33.3) (29.8) (27.3) (26.7) (26.5) (27.1)
HIgREIR =SS (B) 0.035 0.041 0.050 0.059 0.064 0.063 0.061 0.062
(FRREICHTIFEERS) (61.4) (64.1) (66.7) (70.2) (72.7) (73.3) (73.5) (72.9)
T EEE (C)=(A)+(B) 0.057 0.064 0.075 0.084 0.088 0.086 0.083 0.085
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g EERE (C)=(A)+(B) 0.085 0.149 0.047
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&R (80) 0.024 1.1% 11.1% 19.0% 3,919
1 m)JII& (10) 0.160 2.9% 4.4% 7.2% 4,084
2 BIME (8) 0.124 0.6% 1.1% 3.1% 2,325
3 ERFH (16) 0.324 3.0% 2.2% 3.4% 4,236
4 BREEH (20) 0.113 0.8% 1.8% 3.0% 3,916
5 &iB4 (9) 0.327 0.3% 0.2% 0.4% 3,609
6 HEIATIVEBER (17) 0.267 1.7% 1.5% 1.8% 5,516
chER iz (87) 0.019 1.8% 22.3% 30.4% 4,926
1 ;I (1) 0.090 0.8% 2.0% 3.6% 3,783
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6 #AtH (17) 0.092 2.1% 5.3% 5.1% 7,035
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(D)=(A) +(B) +(C) 0.238 100.0% 100.0% 100.0% 6,715
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Regional Income Inequality in China
(Summary)

Takahiro Akita,
Professor, International Development Program
Graduate School of International Relations, International University of Japan

Kazumi Kawamura,
Researcher, Research Division, ERINA

This paper estimates regional income inequality in
China over the rapid growth period of 1990-97 by the Theil
index based on provincial GDP and population data from the
China Statistical Yearbook, and analyzes factors in regional

income inequality by decomposing regional income
inequality, as measured by the Theil index, into the inter-
region inequality component and the intra-region inequality
component. It also estimates regional income inequality in



1997, based on district-level GDP and population data from
various provincial statistical yearbooks. By employing the
two-stage Theil decomposition method, the paper
investigates the contribution of intra-province income
inequalities to overall regional income inequality, based on
district-level data. The major findings are summarized as
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overall regional inequality in China, in Indonesia it
accounted for only 28 %. The intra-region inequality
component, especially the intra-region inequality of
Java, plays a major role in the overall regional
inequality in Indonesia.

follows. (4) When the overall regional income inequality was

(1) Decomposition of the overall regional income
inequality based on provincial data into the inter-
region and intra-region components reveals that a
significant increase in the overall regional inequality
over the study period of 1990-97 is due wholly to a rise
in the inter-region inequality component, in particular,
a rise in inequality between the Eastern region and the
other three regions (the Western, Central and

measured, based on district-level GDP and population
data, it was 0.238 in 1997, much larger than the overall
inequality based on provincial GDP and population
data (0.085). According to the two-stage Theil
decomposition analysis, this large difference (0.153) is
due to the intra-province inequality component,
indicating that large income inequalities exist within
provinces.

Northeastern regions). (6) Among Western provinces, Qinghai had the largest

(2) Though the intra-region component was found to be
relatively stable over the study period, each intra-
region inequality shows a distinct movement. The
intra-region inequality of the Eastern region reveals a
slight downward trend, indicating that economic
activity has gradually spread into the whole Eastern
provinces as the regional economy has developed
under the reform and open-door policies. However,
intra-region inequality was still the highest in 1997. It
seems that the Eastern region's development center has
been shifting from the northern provinces of Hebei and
Shandong to the southern provinces of Guangdong and
Zhejiang. In contrast to the Eastern region, the intra-
region inequality of the Western region demonstrates
an upward trend. In 1990 it was the third largest, but it
gradually increased and became the second largest
after the Eastern region in 1997. On the other hand,
the intra-region inequality of the Central region was
very stable and at a very low level, indicating that the
Central region has managed balanced regional
economic growth even under the reform and open-door
policies. Finally, the intra-region inequality of the
Northeastern region fluctuated. Until 1994 (with the
exception of 1993), the Northeastern region had the
second largest intra-region inequality, but in 1995, the
Western region overtook the Northeastern region.

(3) Comparison between China and Indonesia in regional
inequality, based on provincial GDP and population
data, shows that China had a higher regional income
inequality in 1997 than Indonesia when Jakarta and
West Java were merged into one province, like
Shanghai and Jiangsu in China. While the inter-region
inequality component accounted for 73 % of the

intra-province inequality in 1997 (0.327) as measured
by the Theil index T, followed by Yunnan (0.324) and
Xinjiang (0.267) respectively. Provinces in the Central
region are much more equitable than provinces in the
Western region. In 1997, Shanxi had the largest intra-
province inequality in the Central region (0.093), but
the figure was smaller than the smallest intra-province
inequality in the Western region. This suggests that
the Central region has so far achieved very balanced
regional development, not only across provinces but
also within provinces. There is a large variation in
intra-province inequalities in the Eastern region.
Guangdong registered the largest intra-province
inequality at 0.399 in 1997, followed by Jiangsu
(0.215) and Shandong (0.133) respectively.
Guangdong, in fact, had the largest intra-province
inequality in China in 1997. On the other hand, the
smallest intra-province inequality was recorded by
Zhejiang: at 0.057, it was among the smallest in China.
These observations suggest that each province in the
Eastern region has had a distinct pattern of provincial
economic development under the reform and open-
door policies. At the district level in Guangdong, the
largest per capita GDP was 103,200 yuan in 1997,
which was more than 40 times as much as the smallest
in the province. On the other hand, in Zhejiang, the
ratio between the largest and the smallest was only 3.7.
It should be noted that, together with the region's inter-
province inequality, the Eastern region accounted for
about half of the overall regional inequality. Among
provinces in the Northeastern region, Heilongjiang had
the highest intra-province inequality at 0.148 in 1997,
as measured by the Theil index T, followed by
Liaoning (0.136), Neimonggu (Inner Mongolia)
(0.092), and Jilin (0.039) respectively.
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