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Becoming a Company That Contributes to the Development of
China in the 21st Century

Interview with Takashi Asada, Associate Director, Corporate Management Division for
China and Northeast Asia, Matsushita Electric Industrial Co., Ltd.

During Jun'ichiro Koizumi's premiership, there has
been a sustained era of strained relations between Japan
and China, but as described by the phrase "cold politics, hot
economy", private-sector-driven economic relations have
continued to develop without being affected by politics. We
recently spoke to Takashi Asada, Associate Director of the
Corporate Management Division for China and Northeast
Asia at Matsushita Electric Industrial Co., Ltd., who is
involved in the company's business with China and was
stationed there for many years.

Realizing the dream that began with talks between
Deng Xiaoping and Konosuke Matsushita

ERINA: Matsushita Electric Industrial Co., Ltd. has
been doing business in China for many years. What was
the catalyst that led to such business being initiated?

Asada: The history of our company's cooperation
and partnership with China dates back to 1978, when the
country's policy of reform and opening up was announced.
In 1978, when Deputy Premier Deng Xiaoping visited
Japan in order to exchange the instruments of ratification
of the Japan-China Peace and Friendship Treaty, he toured
our Ibaraki TV Division. At that time, Deng Xiaoping had
requested cooperation in the modernization of China's
electronics industry, and our founder Konosuke Matsushita
had assented to this. The following year, Konosuke
Matsushita visited China for the first time and met with
Deng Xiaoping once more, and the two men seemed to
have a common awareness that, "The 21" century will be
the Asian era, and cooperation between Japan and China in
particular will be essential". Thus, our China division began
operating; over the past 30 years or so since then, it has
contributed to the modernization of electronics in China,
and we conduct our business on the basis of the fundamental
philosophy of assisting in improving the lives of the people
of China. Subsequently, until the mid-1980s, we provided
plant and technical assistance in around 150 cases, as well
as assisting in the reorganization of state-owned companies.
These experiences also led to the groundwork being laid for
our subsequent direct investment.

The first investment project that we undertook in
China as the Matsushita Group was the color cathode ray
tube manufacturing company established in Beijing in 1987
(Beijing Matsushita Color CRT Co., Ltd. (BMCC)). This
company is a 50:50 joint venture with China and has been
highly praised as a model Sino-Japanese joint venture.
Thanks to the strong will of the Japanese and Chinese
executives and the good relationships between them,
BMCC was able to overcome in an impressive manner
such crises as the 1989 Tiananmen Square incident and
the recent SARS epidemic. I believe that BMCC truly is

one manifestation of the pact between Deng Xiaoping and
Konosuke Matsushita.

ERINA: Since then, the company has worked on
diversifying its business, hasn't it?

Asada: After that, as well as building plants in various
parts of China, both through joint ventures and wholly
owned subsidiaries, we have established research institutes
and sales subsidiaries. One project that was the focus of
attention was China Hualu Panasonic AVC Networks Co.,
Ltd., a plant producing key VTR components that was
established in Dalian in 1994 as a state project by the
Chinese government. After its establishment it experienced
some difficulties, partly due to the fact that a "video
recording" lifestyle had not yet taken root in China, but
there has been a major shift of focus in the business, in
favor of DVDs, and it has been praised by the Chinese
government as a successful example of structural reforms
of a business. In the same year, we established another joint
venture, Matsushita Electric (China) Co., Ltd. as a company
providing project support that unifies the fields of science,
industry and trade. This is an umbrella company that
brought together around 30 single-product operating
companies that had hitherto been established in each area.
At that stage, the Umbrella Company Law had not been
enacted, so we had to submit a request to Premier Zhu
Rongji and it was permitted as an exception; it is now a
wholly owned regional management company.

Furthermore, we established Panasonic Plasma
Display (Shanghai) Co., Ltd. in Shanghai in 2001, as the
Matsushita Group's only overseas production base for
plasma display panels (PDPs). The integrated manufacture
of PDP televisions from panels takes place here. Until then,
we had been engaged in overseas business expansion in the
production field, but in order to develop a research and
development base, we established Panasonic R&D Center
China Co., Ltd. in Beijing in 2001, as an R&D company.
Subsequently, we established R&D companies and software
development companies in Suzhou, Shanghai, Tianjin and
Dalian; thus, the Matsushita Group is actively tackling
cutting-edge technology and R&D in China.

ERINA: This has been a remarkable expansion, in terms
of both geographical scope and the range of products
Asada: As of July 2006, we had 58 operating
companies across China, including Hong Kong. 44 of
these are manufacturing companies. The number of
manufacturing companies increased because there was a
long period when our strategy focused on the development
of single-product businesses and joint ventures, due to the
impact of the investment environment in China, but we
believe that consolidation will be required in the future.
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In terms of the products concerned, almost all of the
products with which the Matsushita Group is involved,
including audio-visual equipment, information and
communications equipment, appliances, devices and FA
equipment, can be said to be manufactured and sold in
China.

At present, the whole company is devoting its energies
to PDPs and digital still cameras (DSCs). We are aiming
to secure a 40% share in the PDP market worldwide, and a
10% share of the global DSC market. In the DSC sector, we
are trying to catch up with camera manufacturers in the field
of black box technology, such as anti-shake technology and
aspherical lenses. We will also devote further energies to
these products in China. We are already producing PDPs
over there, but most DSCs are still exported from Japan.
We have recently started producing a cheap, popular model
in Amoy.

ERINA: What's happening about business expansion in
Northeastern China?

Asada: Our only activity in Northeastern China is
in Liaoning Province. We are involved in four business
projects in Dalian and one in Shenyang. In Dalian, as well
as the DVD manufacturing company I mentioned earlier,
we also have a car audio manufacturing company, an optical
disc manufacturing company and a software development
company. In Shenyang, we have a joint venture involved in
the field of storage batteries.

ERINA: Approximately how big is your business in
China at present?

Asada: As far as the scale of our business activity
in 2005 is concerned, total sales were about ¥680 billion,
accounting for about 16% of total overseas sales and about
8% of the company's sales as a whole. Looking at total
overseas sales by region, the Americas accounted for 32%,
Europe for 26%, Asia for 26% and China for 8%. We
believe that China's weight will increase in the future.

Chinese business strategy from a global perspective

ERINA: What are the characteristics of the household
electrical appliance market in China?

Asada: Firstly, in the case of China, there are a great
many companies involved in each category, unlike Japan,
so the situation is one of cutthroat competition, as it were.
Furthermore, it is characterized by such features as the fact
that local companies are strong and numerous, and have
a high market share, so price competition is intense. For
example, if we look at the data for 2005, we can see that in
the case of air conditioners, there were 91 companies in the
market, and local companies had a market share of 82%. In
the case of CRT-based televisions, there were 47 companies
in the market, with local companies holding a market
share of 89%; the figures for LCD televisions were 34
companies and a share of 74%, while those for PDPs were
25 companies with a share of 45%. With regard to washing
machines, 114 companies are involved in the sector, with
the market share of local companies totaling 72%. In the
case of such categories in which Chinese companies are
strong, there is a danger that Japanese companies will

encounter price wars that disregard profits. On the other
hand, in fields that local manufacturers have not yet entered,
the battle is solely between foreign-affiliated manufacturers,
so the market shares are commensurate with this. Apart
from certain companies, the level of investment in R&D
by Chinese manufacturers is still generally low, so in terms
of developing basic and elementary technology, Japanese
companies are leading the way.

Regionally, the inland market is more favorable to
Chinese companies in terms of both price and access.
Although it is a market of 1.3 billion people, it is actually a
tough market for foreign capital to break.

ERINA: That must narrow down the markets targeted
by Japanese companies.

Asada: We believe that we cannot battle on, targeting
all 1.3 billion people with the logic of the strong. It is
necessary to clarify the market to be targeted, and to adopt
a product differentiation strategy. However, the reality is
that it is difficult to differentiate in this way, or maintain
a competitive edge. It is believed that the number of those
in the RMB 50,000 income bracket reached 70 million in
2003. This is equivalent to 14% of the urban population
and 6% of the national population. The number of wealthy
people is forecast to reach 140 million by 2010. We are
thinking in terms of providing high added-value products
that mainly target such wealthy people.

ERINA: What is the distribution structure for
household electrical appliances?

Asada: Remarkable changes have been taking place
in the distribution structure. Until 2000, department stores
were the main sales channel, accounting for 60% of all
sales, but the share of mass retailers has been increasing
recently on a nationwide scale, and now these account
for 40%. Such stores include Beijing's Guomei Electrical
Goods Co. Ltd., China Paradise Electronics Retail Ltd.
of Shanghai and Suning Appliance Chain Store (Group)
Co., Ltd. of Nanjing; in large cities, the share of such mass
retailers is even higher and it is believed that it will grow
on a national scale in the future. We ourselves are placing
great emphasis on promoting such mass retail routes.

ERINA: Competition with companies from the ROK is
also fierce, isn't it?

Asada: The momentum of companies from the ROK
is incredible. For some time, such companies have been
adopting an approach of sending hundreds of Korean
students to China so that they can learn about the local
situation and master the language; in extreme cases,
they settle and see out their days there. While Japanese
employees stationed there just rent apartments, Koreans buy
a condominium and integrate into the community, and they
seem to have a different way of putting down roots there.
Last year, LG Electric built their twin towers on Beijing's
Changanjie. Samsung Electric is devoting its energies to
mobile phones and semiconductors.

ERINA: How is Matsushita Electric Industrial's
Chinese business positioned from a global perspective?
Asada: We believe that there are two aspects to the



basic concept of our China business strategy. One is China
as the world's largest production and export base, and the
other is China as the world's largest market.

I believe that, with regard to production, China is
integrated with the rest of the world as both the world's
factory and the world's R&D base. There was a time when
products produced within the ASEAN region were exported
to the rest of the world. Now, the structure is such that
goods produced in China, as well as the ASEAN region,
are provided to the rest of the world, including Japan, the
US and Europe. There is also movement of goods between
China and ASEAN. Once upon a time, Japan was a country
that produced and exported electronic goods, but now it has
become an importing country. Lagging about 7-10 years
behind the US, it imports about 50% of such goods. The
figure in the US is 60-70% imported, so Japan is following
behind it. The major source of these goods is China. In the
past, it was unimaginable that refrigerators and washing
machines would become imported items, but this is what
has now happened. In the future, the business will take
the form of production in the most appropriate area of the
world. Supply chain management will become important,
including in China.

The importance of China as a research and
development base is also increasing. It has abundant human
resources in the field of software development and it is said
that the number of students graduating this year will exceed
4 million. Over the last 10 years, more than 200 R&D bases
have been established by major companies alone.

China is also extremely important as a market.
Recently, it is said that if a company cannot win in China,
it cannot win globally, and we are aware that China is a
market in which the competition is exceedingly intense.
Looking at China's share of the global market in the
electronics industry, we can see that it was around 12%
in 2005, and it is forecast to rise to 15% in 2010. In other
words, in terms of its share, China is likely to become a
market comparable with Japan, North America and Europe.
A number of big events are coming up, including the
Beijing Olympics in 2008 and the Shanghai Expo in 2010,
so we see these as a big opportunity. On the other hand,
there are various risks, so we require a management base
that has the capacity to gather information and the ability to
respond to risks.

No magic recipes for success in business in China

ERINA: What are the conditions for success in business
in China?

Asada: It is very difficult to give a simple answer to this, but
if we take the example of Beijing Matsushita Color CRT
Co., Ltd. (BMCC), which I mentioned initially, a thorough
feasibility study was conducted and then 250 Chinese staff
underwent training in Japan for six months. These trainees
themselves dismantled and packed up the line on which
they had undergone training and did all the work necessary
to move it to Beijing. More than 90% of those involved
in this process are apparently still working there. We will
provide top-class human resources from both countries
and define our vision and approach. Furthermore, I believe
that it will become important to increase transparency in
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management. In addition, people from both sides who
are involved in management on the ground conducted
negotiations from the negotiation stage. With regard to
personnel, those in positions of responsibility are selected
from among both the Japanese and Chinese employees,
and they form pairs in each division. This is an example of
a joint venture. Recently, most of our expansion projects
have involved wholly owned subsidiaries. This has the
advantage that decision-making is faster than in the case of
joint ventures, and there are no problems with regard to the
abilities of the partner in the joint venture. However, in the
case of wholly owned subsidiaries, information gathering
and understanding of problems tends to be inadequate,
because Japanese employees basically do everything.
Consequently, one sees cases in many areas in which
it is only once staff begin working over there that they
notice that major problems are occurring. Joint ventures
and wholly owned subsidiaries both have advantages and
disadvantages; there are no magic recipes that guarantee
success, and I believe that the most important thing is to
tackle things head-on.

Recently, one often hears examples of failure by
companies that have expanded into China with the
simplistic attitude that if they just go there, things will work
out. However, it has become even more vital for Japanese
companies to send well-trained aces, set forth a clear
direction and vision for the Chinese company, and provide
active support. Things will not go well in China if one has a
half-baked approach, and products will not sell unless they
are cutting-edge.

ERINA: They also say that relationships with local
government are important.

Asada: In relationships with local governments,
excessive reliance on personal relationships is actually
dangerous. In China as well, transparency is increasing
due to its accession to the WTO and the emergence of a
younger generation, so I believe that it is better to deal with
things head-on, even when it comes to negotiations with
governments. Moreover, in recent years, the competition
between cities in China has intensified, and they are starting
to compete in their handling of companies, as well as with
regard to the conditions that they offer. In any case, there
are no magic recipes for success.

ERINA: People have also mentioned the problem of
intellectual property rights.

Asada: The Chinese government is also placing
a great deal of emphasis on this problem. Quite early
on, we adopted a thorough system in case of problems,
stationing specialist staff in Beijing and Guangzhou. We
have demonstrated a determined corporate attitude of not
tolerating activities that constitute an infringement of our
intellectual property rights, and have organized campaigns;
in addition, when counterfeits are discovered, we have
unrelentingly notified the authorities of these. Imitations
are sometimes exported, so we cooperate with the Chinese
customs authorities, providing them with samples of our
products, in order to ensure that these imitations do not
leave the country.
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ERINA: They say that Japanese companies are lagging
behind Western companies in terms of indigenization.

Asada: In joint venture contracts, both sides in the
partnership supply the top managers. If the chairman is
Chinese, the managing director will be Japanese. Recently,
local top managers are also emerging and will increase
further in the future. There are many cases in which people
of Chinese descent are top managers of Western companies
and indigenization appears to be highly advanced, but in
reality, many are on secondment from the foreign company,
so we can say that there is not much of a difference.

With regard to the indigenization of development and
specifications, we are strengthening local R&D. Recently,
we created a China Lifestyle Research Center in Shanghai.
Local staff visit local households to conduct studies of their
living conditions. From these studies, we have learned such
things as the fact that, for instance, the space available for
a refrigerator does not match the size of the products that
we currently manufacture, or that laundry habits or ways
of storing eggs in refrigerators differ from Japan. Through
these activities, we hope to be able to provide products that
will please our customers and are more suited to the local
lifestyle.

Towards a contribution to the local community
through the environment

ERINA: What is the keyword for Matsushita's future
strategy for the Chinese market?

Asada: Our corporate vision has two targets. One is
realizing the ubiquitous network society, while the other is
advocating coexistence with the global environment. We
have also set forth this vision in China and are aiming to
put it into practice there.

Hitherto, there was a tendency in China to prioritize
economic growth at the expense of the environment, but a
greater emphasis has recently come to be placed on
environmental problems. This point is stressed in the 11"
Five-Year Plan. Accordingly, we are wondering whether we
might not be able to contribute to China in some way, in
terms of the environment. For example, this could
conceivably involve providing energy-conserving
household electrical appliances, water-conserving products,
and products that are easy to recycle or contain no harmful
substances. Mechanisms to ensure that factories do not emit
much carbon dioxide could also be possible. This direction
fits in with the Chinese government's policy and the
Matsushita Group has a great deal of such technology, so I
believe that we can make great use of it in China as well.
We will aim to ensure the establishment of the image of
Panasonic as a company that contributes to the environment,

and, through this, seek to become a company that is
supported, loved and appreciated by everyone in China. We
will continue to strive day and night in order to achieve
these goals.

ERINA: Thank you very much for your time today.
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The Evolution of and Prospects for Economic Relations
between the ROK and China

Inkoo Lee, Associate Research Fellow

Korea Institute for International Economic Policy (KIEP)'

The Chinese economy has experienced dramatic
changes since its adoption of economic reforms in 1978.
In the past 26 years, China's GDP has increased at a rate of
9.4% per year and it currently ranks sixth in the world in
terms of GDP. Accompanying China's economic reforms
was a policy of opening up the domestic market to the
outside world. Between 1978 and 2005, on average, China's
foreign trade increased by 17% per year, reaching $1,422.5
billion in 2005, which put China in third place worldwide.
Its rapid economic growth and gradual open-door policy
have turned China into a country with attractive investment
opportunities for foreign countries. Foreign direct
investment (FDI) in China has increased from a negligible
amount in the late 1970s to $60.3 billion in 2005, making
China the second-largest recipient of FDI in the world,
second only to the United States.

With China's open-door policy, economic relations
between the ROK and China have also been promoted since
the establishment of a diplomatic relationship between
the two countries. The continued involvement of ROK
companies in China appears to have contributed to the
ROK's trade growth and improved competitiveness, as well
as providing the impetus for China's sustained economic
growth.

1. Trade between the ROK and China

Since the establishment of a diplomatic relationship
between the two countries, trade between the ROK and
China has increased rapidly, especially since China's
accession to the WTO in 2001. As shown in Table 1, the
volume of bilateral trade increased from $2.8 billion in
1990 to $100.5 billion in 2005. During this period, the
ROK's exports and imports with China expanded by 85
times and 13 times respectively. In 2005, the ROK exported
$61.9 billion of goods to China and imported $38.6 billion
of goods from China, giving rise to a trade surplus of $23.3
billion. The ROK's trade surplus has widened in the past
decade, with the accumulated surplus reaching $88.6 billion
since 1990.

The trade relationship between the ROK and China
has improved steadily in terms of the share of bilateral trade
as well as the absolute amount. As is evident from Figure 1,
the share of China in the ROK's foreign trade has increased
from 2.1% in 1990 to 18.4% in 2005, making China the
ROK's largest trade partner. Meanwhile, the share of the
US and Japan decreased from 26.9% and 26.1% to 13.2%

and 13.3% respectively during the same period.

Table 1 Recent Trends in Bilateral Trade Between the
ROK and China ($1 million)

Year Exports Imports Surplus Total Trade
1990 5850 33.70 2,268 (1 33.10 -1,683 2,853
1995 9,144 (1 47.40) 7,401 [J 35.50) 1,743 16,545
2000 18,455 [ 34.901 12,799 [144.30] 5,656 31,254
2005 61,915 (1 23.00 38,648 [137.700 23,267 100,563

Source: Korea International Trade Association - KOTIS

Note: Numbers in parentheses are growth rates (%)

Figure 1 Share of Three Major Trade Partners in the
ROK's Foreign Trade
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Table 2 Major Exports from the ROK to China
($1 million)

Item 2004 2005
1 Thermionic, cold cathode valves, tubes 3,977 054.70| 7,147 [179.70
2 Telec icati qui 4,647 (1570 5126 [110.30
3 Optical instruments and apparatus 2,059 [0294.200| 4,377 0O 112.60
4 A ic data processing machin 2,222 (13240 3,039 [J36.80
5 Pe.troleum oils and oils from bituminous 2469 05880 3.035 02290
minerals
6 Motor vehicle parts 1,650 [91.30( 2,598 (157.50
7 Machinery parts 3,427 (15520 2,558 [J-25.40
3 Carboy{ylic acids and their anhydrides 1893 06270| 2442 029.00
and halides
9 Hydrocarbons 2,042 [04790| 2,383 [(16.70
10 Electrical machinery and apparatus 1,211 (J109.400| 1,774 [146.50

Source: Korea International Trade Association (KOTIS)
Note: Numbers in parentheses are growth rates (%)

Tables 2 and 3 present the ROK's major export and
import items with regard to China. As shown in Table 2,
the ROK's major export goods include organic chemicals,
office machinery and vehicles, telecommunications

' 300-4, Yomgokdong, Seochogu, Seoul 137-747, Republic of Korea. Tel: (82 2) 3460 1153; fax: (82 2) 3460 1066; e-mail:

iklee@kiep.go.kr
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equipment and petroleum products, reflecting the fact that
the ROK tends to export intermediate goods that appear
to meet China's needs resulting from the rapid growth of
exports and investment. On the other hand, the ROK used
to mainly import raw materials and textiles from China, but
recently the import pattern has been changing such that it
imports electrical and telecommunication machinery, and
iron and steel from China.

Table 3 Major Imports to the ROK from China

($1 million)

Item 2004 2005
1 Electrical machinery and apparatus 1,956 [144.40| 2,409 ([J23.20
2 Automatic data processing machines 1,388 [169.90| 1,927 [J38.90
3 Thermionic, cold cathode valves, tubes 1,508 [133.50| 1,838 [121.90J
4 Flat-rolled products of iron or non-alloy steel 895 [1443.90| 1,816 []1102.80
5 Tel ications equip t 1,277 040.80| 1,653 [129.40
6 Machinery parts 1,382 04430 1,552 [J62.20
7 Coall not agglomerated[] 1,277 (140.80| 1,460 05.60
8 Alumi 917 063.60| 1,070 [116.80
9 Iron and steel bars, rods, angles, shapes and sections 586 [1143.00 942  (J60.700
10 Electrical power machinery and parts 691 [129.30 915 (J32.50

Source: KOTIS
Note: Numbers in parentheses are growth rates (%)

2. ROK Investment in China
1) Recent patterns

The ROK is one of the China's most important
bilateral economic partners in terms of both trade and
investment. Between 1992 and 2005, on average, the
amount of FDI realized increased by more than 120% per
year, reaching $2.6 billion in 2005. In particular, the ROK's
FDI into China increased dramatically after the outbreak of
the financial crisis in the ROK; accordingly, the share of the
ROK's FDI outflows has also increased steadily since 2000.

Table 4 FDI Flows from the ROK to China ($1,000)

Contracted Realized
Year Cases Amount Cases Amount
1992 269 223,113 170 141,127
1995 884 1,280,585 751 841,647
2000 914 979,895 775 686,127
2001 1,130 1,000,620 1,038 596,566
2002 1,549 2,083,399 1,375 999,137
2003 1,845 2,788,288 1,683 1,558,543
2004 2,245 3,654,288 2,153 2,217,011
2005 2,307 3,565,174 2,242 2,616,468
Total 15,389 21,350,575 13,499 13,242,571

Source: Export-Import Bank of Korea

As shown in Figure 2, in 2005, China attracted 40.4%
of total FDI outflows from the ROK, while the ROK
accounted for 8.6% of total Chinese FDI inflows. In an
international comparison, China ranked first in the ROK's
realized FDI outflows, followed by the US and Japan.
The ROK ranked fourth in China's realized FDI inflows,
following Hong Kong, the Virgin Islands and Japan.”

It is also noteworthy that flows of "contracted" FDI
have steadily risen from 1999, suggesting that ROK firms

Figure 2 Share of the ROK (China) in China's (the
ROK's) FDI Inflows (Outflows) (%)
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have been registering their intent to invest in China in
anticipation of the stable investment environment that is
likely to result from China's accession to the WTO.

2) Structure of the ROK's FDI in China

(1) Size of investment.

The main feature of the ROK's FDI in China is
that individual investment is relatively small and most
capital is concentrated in labor-intensive industries.
Between 1996 and 2005, on average, the amount of
individual ROK FDI in China was $1 million, which is
substantially smaller than average individual ROK FDI
outflows worldwide. During this period, more than 40%
of investors were small and medium-sized enterprises and
the size of individual investments ranged from a low of
$274 thousand in agriculture to a high of $3,972 thousand
in the communications industry and $2,236 thousand in
construction.

(2) Investment by industry

The majority of the ROK's FDI in China was directed
toward the manufacturing sector, partly reflecting the
relocation of manufacturing facilities from the ROK to
China. In 2005, the manufacturing sector accounted for

Figure 3 Recent Trends in the Size of Individual ROK
FDI Outflows ($1 million)
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Hong Kong and the Virgin Islands, however, are somewhat illusory in that much of the FDI from these regions is in reality

from elsewhere; some of what is listed as Hong Kong and Virgin Islands FDI is, in fact, investment by domestic Chinese or
other western countries and Taiwan, which invest in China via Hong Kong intermediaries.



more than 80% of total FDI. However, given the industrial
background of most ROK investors and China's reputation
as the world's "assembly line", it is not surprising that
over 80% of all investment was directed toward the
manufacturing sector. In other words, ROK firms tend
to concentrate on export-processing activities, and have
recently been moving toward the domestic market.

In the manufacturing sector, a large proportion of
investment flowed into electrical and communications
equipment, transport equipment, basic metals and
textile products. In 2005, electrical and communications
equipment accounted for 22.1% of the total, with transport
equipment and base metals accounting for 19.8% and
10.1% respectively.

On the other hand, although China has extended its
open door policy for sectors such as the financial, insurance
and telecommunications sectors, investment in the service
sector lagged behind, accounting for between 8-10%.
Nevertheless the gradual opening of the Chinese service
market to foreign firms since China's WTO accession in
late 2001 is likely to motivate more ROK firms to discover
the Chinese service market.

Table 5 Amount of Individual ROK FDI in China by

Industry ($1,000)

2002 2003 2004 2005 1996-2005
Agriculture, Forestry and Fishing 312 216 366 273 274
Mining and Quarrying 466 1,365 238 3,502 882
Manufacturing 753 990 1,185 1,403 1,045
Construction 6,039 877 1,413 1,067 2,236
Wholesale and Retail Trade 356 818 957 813 791
Transport and Storage 681 4,263 332 1,441 1,459
C ication 99 1,146 139 337 3,972
Finance and Insurance 350 - - 10 312
Restaurants and Hotels 216 185 202 231 751
Real Estate and Services 541 521 309 544 517
Average for All Industries 727 926 1,030 1,167 1,000

Source: Export-Import Bank of Korea

Table 6 The ROK's FDI in the Chinese Manufacturing
Sector ($1,000, %)

2003 2004 2005
Amount | Share | Amount | Share| Amount | Share

Food, Beverages and | 35049| 27| 93,638 46| 135379| 63
Tobacco

pextile and Textile| 4057 81| 243490 120 193547| 90
roducts

Leather and Footwear 33,013 23 38,230 1.9 74,485 3.5
Wood Products 6,394 0.5 12,254 0.6 14,942 0.7

Paper Products and
Printing 13,893 1.0 31,907 1.6 13,943 0.6

Chemical and Fuel
Products 210,836 14.9 | 223,367| 11.0 195,896 9.1

Non-Metallic Mineral
Products 74,386 5.3 78,475 3.9 87,567 4.1
Base Metals 145,905 | 10.3 155,783 7.7| 218,403| 10.1

Fabricated Metal| 7365|557 |  82236| 40| 58244 27
Products

Machinery and| y5564g| 10.8| 228465 112 157,990| 7.3

Electrical and
Communications| 308578 21.8| 506,873 24.9| 476,894 22.1
o

Transport Equip 181,311 | 12.8| 240,555 11.8| 427,481| 19.8
Other Manufacturing 62,979 4.4 98,847 4.9 102,426 4.7
Total 1,416,521 | 100.0 | 2,034,120 | 100.0 | 2,157,197 | 100.0

Source: Export-Import Bank of Korea

3) Incentives and obstacles to ROK investment in
China
There are three main incentives that drive ROK firms
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Figure 4 Share of Manufacturing Investment (%)
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to invest in China. Firstly, looking at the massive share of
manufacturing firms among ROK investors, ROK industry
has recognized the advantage of using China as a low-cost
manufacturing site, especially if the goods produced are
exported. Fierce global competition is literally forcing ROK
producers to exploit China's relatively low wage costs.
Secondly, large ROK conglomerates tend to invest in China
in an attempt to exploit the huge domestic consumption
market. Thirdly, prior to its WTO accession, China's market
potential could only be tapped to a very limited degree,
while export-oriented investment was promoted. WTO
membership now enables foreign companies to benefit from
China's vast appetite for foreign products by providing
better and easier access to the Chinese market.

One of the main impediments discouraging
involvement in China is the persistent legal uncertainties,
reflected not only in a lack of intellectual property rights
protection but also in rapidly changing framework
conditions and regulatory obstacles. Another problem
is a lack of information about consumer structures and
preferences, as well as domestic market networking.

Apart from the high cost of legal and other information
costs, ROK investors also face high prices for electricity
and raw materials, which makes it increasingly difficult to
achieve sound profit margins.

Finally, with the increasing attractiveness of the
Chinese market, competition is rising, especially in the
manufacturing sector, which has received about two-thirds
of foreign investment. Barely having any market power,
most ROK firms operate in the mid-value segment, in
which competition mainly comes from US, Japanese and
Taiwanese companies. Moreover, Chinese firms are also
emerging as major competitors, demonstrating enormous
technological progress.

3. Is China's Rapid Growth a Big Challenge for
the ROK?

Since the initiation of economic reform and opening
in 1978, China has become the world's fastest-growing
economy, with an average growth rate of 9.4%. As a result,
China ranks fourth in the world in terms of GDP, which
clearly indicates that China's position has strengthened
remarkably.

The rise of China as a major economic power has
stimulated a series of changes in East Asia, including in the
ROK and Japan. It is substantially reshaping the contours
of economic cooperation and the division of labor in this
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region. In the past, the division of labor in the region
had been largely commanded by Japanese capital and
technology. However, China's rise, with its huge market and
abundant workforce, has recently been directly affecting the
expansion of economic cooperation and the intensification
of the division of labor in the region.

So far, this region's trade with China has been
restricted to vertical intra-industry relations, mainly in
the machinery industry. In the future, however, trade
with China will be further expanded to encompass other
industries in various forms. Asian countries such as the
ROK and Japan will relocate many of their labor-intensive
manufacturing factories to China. At the same time,
Chinese firms are also forecast to enter foreign markets at
an accelerating pace, generating a new division of labor
structure centered on Chinese companies.

The ROK, in particular, has been greatly exposed
to the influence of China in close proximity. The ROK's
relationship with China has deepened, with China becoming
the ROK's largest trade partner, and the ROK becoming a
major investor in China. A robust ROK-China relationship
presents both opportunities and challenges for the ROK.
For example, China's rise as the "world's factory" and the
"world's market" offers a great opportunity for expanding
exports based on the complementarities of ROK-China
industries. Furthermore, China's openness and the expansion
of its market economy as a result of its membership of the
WTO are expected to provide numerous advantages to the
ROK, thanks to its geographical proximity and cultural
affinity.

Nevertheless, one cannot rule out the possible
challenges that may be posed by the rise of the Chinese
economy. This may be attributable to China, with its
higher technology power, entering into fierce competition
with the ROK in the global market. In particular, Chinese
industries are rapidly enhancing their competitiveness by
being able to attract large-scale foreign direct investment
and being supported by the priority positioning of science
and technology in governmental policies, thereby reducing
the ROK-China technology gap. Henceforth, competition
between the two nations will be inevitable and most likely
to deepen, not only in China's domestic market but also in
the global market.

As previously mentioned, the ROK falls within
the boundary of the influence of the new order resulting
from China's growth. At the same time, it is also one of
the pivots in the newly created international division of
labor. Therefore, it is of the utmost importance that we
appropriately understand the changes resulting from China's
rise and how best to devise ways to cope with it.

In the future, the ROK must proactively devise
measures to take the best advantage of China's rise as a
growth engine for the economy.

Firstly, vertical intra-industry trade centered on
China is expected to continue for a significant period of
time. Thus, China should be actively utilized as an export
platform.

Secondly, in the medium- and short-term, China's
competitive pressure will predominantly rely on
multinational companies. However, in the long-term it

is most likely to come from China's large human capital,
steadily and firmly accumulated over the years. Given this
fact, it is essential to upgrade industry and strengthen the
competitiveness of the ROK's industry. To this end, source
technology should be boosted through increased investment
in research and human resource development. Moreover,
manufacturing competitiveness should be maintained and
further bolstered through the promotion of higher added
value.

Thirdly, while fostering domestic services, in order
to ensure that they can compete with others in advanced
economies, we must also not forget the importance of
creating a synergy effect between manufacturing and
services.

Last, but not least, a pressing need is emerging that
requires the ROK to ensure that it is fully prepared for a
decrease in import demand from China.

Soon, new alternatives will be available to China,
resulting from the expansion of existing markets and the
development of new ones. In view of this, the ROK must
fully utilize the Chinese market via proactive economic and
trade cooperation with China.

Concurrently, the ROK must also pursue a balanced
foreign trade policy through free trade agreements with
advanced economies such as the US.

As such, the rise of China's economy has brought
about not only various opportunities, but also challenges to
the ROK, not to mention the economy of Asia as a whole.
Yet, no country can afford to miss the great opportunities
that China offers. In this state of mixed blessings, it is truly
important to accurately understand the essentials of China's
rise and make a rational, intelligent judgment of their
implications.
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m Mongolia-Japan Business Consultative
Meeting

Enkhbayar Shagdar

Researcher, Research Division, ERINA

The Mongolia-Japan Business Consultative Meeting
was held on July 25, 2006 in Ulaanbaatar, in the conference
hall of the Ministry of Industry and Trade of Mongolia. The
meeting was organized jointly by the Mongolian Ministry
of Industry and Trade, the Northeast Asia Transportation
Corridor Promotion Network (NEANET), ERINA and the
Japan-China Northeast Development Association's North-
East Asia Economic Cooperation Committee (JCNDA
NEAECC). At the meeting, the participants exchanged
information and views on cooperation opportunities
in the fields of trade, investment, mining, energy and
infrastructure and signed the Minutes of the Meeting, which
stated that it is essential to organize such bilateral meetings
on a continuous basis in order to promote and support
business relations, intensify investment and increase trade
between the two countries.

More than 70 delegates from Japan and Mongolia
particpated in the meeting. The Japanese delegation was
headed by Mr. Marohito Hanada, former Ambassador
of Japan to Mongolia, and included other high-profile
representatives of Japanese political, public and business
organizations, such as Ms. Chinami Nishimura, Member of
the House of Representatives, Mr. Shigeru Nozaki, Senior
Executive Director of the Japan Bank of International
Cooperation (JBIC), Mr. Kazuhisa Marukawa, Vice-
President of Toyo Engineering Corporation (TEC), and Mr.
Susumu Yoshida, Chairman of the Board of Trustees and
Director-General of ERINA, as well as representatives of
Tokyo Keizai University, the Bank of Tokyo-Mitsubishi
UFJ Ltd., Sojitz Corporation, Japan Carbon Finance
(JCF), Lanai INC, and South Gobi Power Development
Corporation. Local representatives of Mitsui, Sumitomo
and Marubeni corporations in Ulaanbaatar also participated
in the meeting.

From the Mongolian side, representatives of
the government, public and private businesses, non-
governmental organizations, and researchers participated
in the meeting. Among the high-ranking government
officials were Mr. B. Jargalsaikhan, Member of Parliament
and Minister for Industry and Trade of Mongolia, and Mr.
B. Nyamtseren, Secretary of State for Industry and Trade
of Mongolia, as well as representatives of the Ministry
of Roads, Transportation and Tourism, the Ministry of
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Fuel and Energy, the Ministry of Finance, the Ministry of
Construction and Urban Development, and the Mineral
Resources and Petroleum Authority of Mongolia.

One of the milestones of this meeting was the signing
ceremony of the first Emission Reductions Purchase
Agreement between Mongolia and Japan within the
framework of the Clean Development Mechanism of the
Kyoto Protocol. This activity was a result of the joint
workshop on awareness and capacity building for CDM
projects organized by the Mongolian Ministry of Industry
and Trade, ERINA and Mitsubishi Securities Co. Ltd.
in Ulaanbaatar a year ago. The project focuses on CO:
reduction through ESCO (Energy Service Company)
activity implemented by Anu-Service at multiple locations
in Mongolia, with the aim of replacing the old inefficient
boilers used in local district heating, schools and hospitals
with new, more efficient ones. This CDM project will result
in a reduction of approximately 90,000t of CO. equivalent
up to 2012, with this reduction being purchased by JCF,
which manages the Japan GHG Reduction Fund (JGRF).
Mitsubishi UFJ Securities, Co. Ltd. is providing CDM
project consultancy services for this project. Mongolia
was one of the early supporters of the Kyoto Protocol and
approved it in 1999. This CDM project has attracted the
attention of both public and private businesses in the two
countries and this event was important in fueling further
activities of this nature.'

The discussions at this meeting were organized
into three thematic sessions and a plenary session. The
thematic sessions focused on (i) trade and investment; (ii)
mining and energy; and (iii) transport and infrastructure,
with presentations being made by both the Mongolian
and Japanese sides. The first session examined foreign
trade and foreign direct investment (FDI) in Mongolia in
recent years and future development trends; Mongolian
foreign trade with Northeast Asian (NEA) countries,
including Russia, China and Japan; FDI in Mongolia from
these countries, Mongolian government policy on foreign
trade and FDI; and potential products to be exported from
Mongolia. The current situation and future development
trends in Mongolia's mining, oil and gas industries and
energy sector were discussed in the second session.
Information and views on the present situation and future
developments in Mongolia's transport sector were exchanged
in the third session, and issues concerning Mongolia's
infrastructure were discussed. In addition, a representative
of the Mongolian Ministry of Construction and Urban
Development delivered brief remarks on the current status
of Mongolia's construction sector and activities undertaken
within the framework of government policy, as well as
local raw materials and natural resource potential with
regard to construction materials. At the plenary session, Ms.
Nishimura, Mr.B. Jargalsaikhan, and Mr. Yoshida delivered
speeches about their views on opportunities and potential
for strengthening and broadening mutual cooperation
between the two countries.

Brief summaries of the presentations and speeches
are provided below. Opening the meeting, Mr. B.
Nyamtseren greeted the participants on the occasion of
the 800w anniversary of the Great Mongolia State and
thanked the Japanese co-organizers for their support
and cooperation. In his remarks, he noted that Japan is
one of Mongolia's best partners, which helped Mongolia
to cope with its transitional difficulties, and stated that
bilateral cooperation and friendly relationships between
the two countries are becoming richer and richer. He also
applauded Japan for designating 2006 as "the Year of
Mongolia in Japan". However, he noted that despite such
broad-ranging cooperation between the two countries,
cooperative activities are mainly based on one-way flows,
with Japan as the donor and Mongolia as the recipient.
Therefore, it is necessary to move cooperation to the next
level in order to expand it and gain more mutual benefits. In
closing, he expressed his hope that this meeting will make a
contribution to this end.

In the first session, Mr. V. Enkhbold, Director
General, Trade and Economic Cooperation Department of
the Ministry of Industry and Trade of Mongolia, gave a
brief outline of the foreign trade and investment situation in
the country. He expressed his firm belief that this meeting
would provide significant impetus for establishing direct
contacts between businesses in Japan and Mongolia, as well
as strengthening trade and economic ties between the two
countries. Underlining that one of Mongolia's major steps
forward in fostering development during the transition was
the liberalization of trade, he indicated that government
activities are aimed at ensuring economic growth through
maintaining socioeconomic stability, promoting export-
oriented industrialization and developing small and
medium-sized enterprises (SMEs), as well as establishing
free trade, free economic zones and industrial parks,
and improving the legal framework. Among developing
countries, Mongolia has some of the lowest import tariff
rates, which indicates an almost-fully liberalized trade
regime. Mr. Enkhbold informed participants that Mongolia
is interested in expanding its involvement in Asia-Pacific
regional trade and economic cooperation, and actively
taking part in the activities of the APEC trade promotion
working group. The Asia-Pacific Trade Agreement (the
Bangkok Agreement) is one of the regional agreements
that Mongolia is seriously seeking to join. In addition, the
Mongolian government is carefully studying other regional
agreements and organizations, as well as the possibilities
for establishing free trade agreements with some of
Mongolia's major trading partners, such as the US, Japan,
the EU and the ROK.

Furthermore, the foreign investment regime is
relatively liberal in Mongolia and the initial Foreign
Investment Law, which was passed in 1991, was
subsequently revised and amended in 1993, 1998 and 2002,
in order to improve the investment environment in the
country. Moreover, in order to protect and promote FDI,

' The next Mongolian CDM project on hydro power generation is currently underway and the Mitsubishi UFJ Securities Co.

Ltd. is providing CDM consultancy service as well.



the Mongolian government has concluded an Agreement
on the Promotion and Mutual Protection of FDI with 39
countries and an Agreement on the Avoidance of Double
Taxation with more than 34 countries to date. In addition,
with the aim of increasing trade, attracting more investment
and promoting export-oriented industries, the government
is working towards establishing free trade and economic
zones, as well as industrial and technological parks. The
legal basis has been established by adopting the General
Law on Free Zones, specific laws on the legal status of
the free trade zone (FTZ) in Altanbulag (on the northern
border) and the Tsagaannuur (on the western border) and
Zamyn-Uud (on the southern border) free economic zones
(FEZs) in 2002, 2003 and 2004 respectively. Moreover, the
Concept for Developing Industrial and Technological Parks
was approved in 2003. In addition, Mr. Enkhbold called for
the participants' support in establishing and developing the
planned zones and parks.

Moreover, the Government considers FDI as
an important thrust in the economic development
of the country, and infrastructure, information and
communications technology, agriculture and tourism
have been identified by the government as priority sectors
for development and attracting FDI. The country's open
economy, strategic and easy access to the markets of Russia
and China, abundant natural resources, young and educated
workforce, vast territory, and clean and undisturbed nature
are a few of the advantages that will help Mongolia to
attract FDI. Currently, China and Canada are the main
sources of investment into the country, accounting for
almost 47.4% and 12.2% of total FDI respectively. They are
followed by the ROK (7.3%), Japan (5%), the USA (3.6%)
and Russia (3.2%).

Mr. Enkhbold concluded by pointing out the various
issues facing the two countries in their trade and investment
relationships in the future, including the improvement of
market access for agricultural products, such as mutton,
salt, vegetables and other ecologically clean products,
solutions to problems relating to sanitary and phytosanitary
matters and non-tariff barriers, the transfer of technologies,
know-how and FDI in establishing SMEs and producing
high value-added goods, and the mutual promotion of trade
and investment activities (e.g. continuing exchanges of
information, the organization of trade fairs and exhibitions,
etc.).

This was followed by my own presentation about
recent trends in Mongolian foreign trade with NEA
countries. The main points of this presentation were as
follows.

Mongolia currently trades with more than 80 countries
throughout the world. The NEA countries have a large
presence in Mongolia's foreign trade activities. In 2005,
Mongolia's trade turnover with NEA countries accounted
for 65.9% of total foreign trade, while exports and imports
respectively accounted for 57.3% and 73.8% of the total.
Because Mongolia is a landlocked country and has limited
domestic and international transportation networks,
Mongolia's only two neighbors - China and Russia - have
the largest presence in its foreign trade activities. In 2005,
Mongolia's trade turnover with China accounted for 35.5%
of total trade, whereas trade with Russia accounted for
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19.2%.

Japan and the ROK have emerged as destinations for
Mongolia's exports, but the volumes remain limited. In
2005, exports to these countries accounted for 0.6% and
6.2% of total exports respectively. Mongolian exports to
Japan mainly consisted of semi-processed and finished
cashmere goods, which accounted for 87% of total
exports to Japan in 2004, while cars and other vehicles,
and electrical and industrial machinery, equipment and
their spare parts were the main items imported from
Japan. Although Japan grants Mongolia preferential tariff
treatment under its GSP scheme, Mongolian exports to
Japan remained sluggish during the period 1990-2005.

Although the Mongolian government has consistently
promoted an export-led growth policy for more than a
decade of transition, the dominance of raw and low value-
added products in its exports means that the country is
unable to escape from the prolonged foreign trade deficit
that is undermining the potential of foreign trade to be
the country's growth engine. The overall structure of
Mongolia's foreign trade did not change much over the
period 1990-2005. Exports were dominated by mineral
products and products of livestock origin, whereas
imports comprised a wide range of consumer products
and industrial goods. Apart from gold and sewn goods, no
major new commodity was included in the list of exported
goods during this period. Therefore, Mongolia needs to
improve its export performance by diversifying its markets
and seeking opportunities for exports of higher value-added
products. Accordingly, effective policies and actions on
the part of both the government and business need to be
intensified.

In this regard, Japan could be one of the leading
promoters of Mongolian exports by transferring technology,
as well as facilitating production and exports of higher
value-added products. It is a well-known fact that Japan was
Mongolia's largest donor, with Japanese ODA in 1991-2002
totaling $839.6 million, 71.8% of which was grant aid
and 28.2% soft loans. At the same time, cumulative trade
turnover between Mongolia and Japan totaled $838.8
million, with Mongolia's exports to Japan accounting for
$254.1 million and imports from Japan accounting for
$584.7 million.

Therefore, economic cooperation between Mongolia
and Japan needs to make a firm shift from aid towards
trade. In general, it has already become evident that
ODA facilitates but does not completely translate into
economic development in a recipient country; rather, for
the governments of both the recipient and donor countries,
it has become a source of increasing concern with regard to
corruption. However, trade directly translates into economic
growth by the definition of GDP, while exports contribute
positively and imports negatively. Accordingly, "Trade,
not only Aid" should be the slogan inspiring the agenda of
policymakers and businesses in both countries.

The second session began with a presentation by Mr.
Ts. Davaadorj, Director-General, Geology, Mining and
Heavy Industry Department of the Ministry of Industry and
Trade, concerning the current situation and future trends
in Mongolia's geology and mining sector. This sector is
the leading sector of the national economy, accounting



ERINA REPORT Vol. 72 2006 NOVEMBER

for 18% of GDP, 65.5% of gross industrial product and
75.8% of exports in 2005. It is forecast that this sector will
increase by 2.3 times in "simple" terms or by 4 times in
the "optimistic" scenario, with its contribution to the state
budget increasing by 2.5 times and 5 times respectively.
A total of $98.7 million, or 4%, of global exploration
expenditure was spent in Mongolia in 2004, putting it in the
top ten in terms of the attraction of investment in this field.
This expenditure increased further to $129 million in 2005,
but Mongolia was ranked 12th, due to global increases
in exploration expenditure. Many leading exploration
and mining companies, such as Centerra Gold, CBRD,
BHP Billiton, Rio Tinto, Mitsui and Mitsubishi, have
representative offices in Mongolia. Exploration licenses
have been issued for 33% of the country's total land area,
with more than 6500 licenses issued. The top multiple
license holders are the Canadian-based companies QGX
Mongolia and Ivanhoe Mines Mongolia, which respectively
hold 144 and 124 licenses covering an area of 2.9 billion
ha and 8.6 billion ha areas, and the Mongolian-based Batu
Mining company, which owns 128 licenses covering 4.8
billion ha.

Furthermore, Mr. Davaadorj informed participants
about the newly passed amendment to Mongolia's Law on
Minerals, which was adopted in 1997. The major revisions
were the introduction of government control over heavy
element isotope deposits, state participation in strategic
deposits explored using investment funded by the state
budget, and the conclusion of investment agreements with
investors who have invested over $50 million. In addition,
the license fee was increased in order to impose stricter
obligations on license holders, particularly with regard to
environmental restoration. Exploration and exploitation
licenses will be granted to entities registered in Mongolia.
In addition, the government has sought to increase local
government revenues from license fees, in order to support
regional development. Moreover, exploitation licenses
for deposits that were explored using state budget funding
should be granted via an auction. Mongolian government
policy on further development of the mining sector will be
designed in such a way as to provide equal opportunities
for all investors, promoting the production of more value-
added products, and creating a more competitive legal
environment, while also improving the quality of geological
exploration work. In addition, foreign and domestic
investors will be invited to develop infrastructure for the
exploitation of major large deposits.

The next presenter in this session was Mr. Ch.
Batto'mor, Head, Petroleum Product Sharing Contracts
and New Ventures Department, Mineral Resources and
Petroleum Authority of Mongolia. The presentation
focused on Mongolia's petroleum potential and government
policy concerning petroleum exploration, development
and production, emphasizing its brief history, the legal
environment, current operations, the prospects for
Mongolian petroleum upstream, and key issues and
outstanding problems.

Petroleum exploration in Mongolia began with the
classification of Mesozoic and Tertiary sediments and the
discovery of an outcrop of oil-shale related to petroleum
genesis during geological research by the American

geologists H. Berkley and C. Morris in 1922-1923 in
the Gobi region of the country. The existence of oil in
Mongolia was postulated by American geologist D. Tenner
in 1931, and the Zuunbayan oilfield in East Gobi was
discovered by Mongolian geologist J. Dugersuren and
Soviet geologist Yu. S. Jelubovsky in 1940. Between 1947
and 1963, two small oilfields and 80 buried structures with
possible oil potential were discovered by former Soviet
Union geologists in the southern, southeastern and eastern
parts of the country. An oil refinery with a processing
capacity of about 0.4 million barrels per year was built in
Zuunbayan in 1950 and produced over 4 million barrels of
oil between 1950-1969, supplying more than 20% of the
country's fuel and lubricant demand during that period.
However, it ceased operating in 1969.

In 1991, the Petroleum Law of Mongolia was ratified
by Parliament and the Regulations for Implementing
the Petroleum Law were adopted, establishing the legal
foundations for new petroleum exploration activity in
Mongolia. The Petroleum Law of Mongolia ranks among
the ten most favorable petroleum laws in the world,
according to the 1995 Van Meurs rating. Government policy
aims to promote the exploration of Mongolia's petroleum
potential, increase production, and supply the whole of
domestic demand for oil products from the domestic oil
refining industry, through the utilization of domestic
resources in the course of mutually beneficial cooperation
with international oil companies. The Mongolian
government has approved 2 programs, "Guidelines for the
Petroleum Sector until 2010" and "Liquefied Gas", focused
on the intensification of petroleum, natural gas and coalbed
methane gas exploration, development and production in
Mongolia.

Mr. Batto'mor informed participants that 24 fields
with potential oil deposits had been identified so far, with
oil being extracted from 4 fields in eastern Mongolia; in
addition, discussions are underway concerning exploration
work at another 3 fields. The other fields are open to
investors and Mongolian government is willing to invite
Japanese investors to these fields and supply them with any
necessary information.

Next, Mr. Ts. Tumentsogt, Chief, International
Cooperation Department, Ministry of Fuel and Energy
of Mongolia gave a presentation about the current
situation with regard to energy supply and demand, recent
government action in Mongolia's energy sector, energy
security issues, financing and environmental issues,
and possible ways of facilitating energy cooperation in
the region. Due to its landlocked geographical location
and small, scattered population, the development
of infrastructure, such as roads, energy access and
telecommunications, is vital for the country to achieve
economic growth, reduce poverty and promote overall
development. Mongolia's current total installed electricity
capacity is 878.4 MW and its heat capacity is 1700 GCal/
hour; the electricity network covers most of the country
and power is supplied to 19 aimag and 187 soum centers.
Mongolia covers its deficit in peak hours using electricity
imported from Russia. In addition, the government is
encouraging the use of Liquefied Petroleum Gas (LPG)
as a new and relatively "clean" fuel mix, as well as



the development of renewable energy, such as small-
scale hydropower, solar and wind energy. Mongolia has
significant coal resources and the production and export
of coal is increasing. The government is implementing
programs to create a unified grid, in order to develop the
energy sector in a comprehensive and sustainable manner.

The new Energy Law of 2001 made possible the
establishment of an independent regulatory authority, which
enables efficient operators to enter the energy market; in
addition, the energy sector has been restructured in line with
the new law. The Mongolian government has also initiated
the privatization of state-owned assets in the energy sector.
Moreover, the Mongolian government places exceptional
importance on energy cooperation with its neighbors
and regional energy cooperation between the countries
of Northeast Asia. Mr. Ts. Tumentsogt pointed out that,
because of differences in scale, capacity and political and
institutional structures, an intergovernmental collaborative
framework might serve as a feasible cooperation framework
that could mitigate structural differences.

Mr. Hiroshi Watanabe, General Manager, Consulting
Department, TEC, commented on the issues discussed at
this session. He noted that many mining projects, including
the mining resource institute project, have been supported
by the Japanese government. Mongolia is richly endowed
with coal resources, which are mainly used in electric
power plants. A vast colliery development project has
started in Tavan Tolgoi, which is estimated to have coal
reserves totaling 5 billion tons. Oil development projects
are now focused on Mongolia, as 400,000 tons of oil were
produced annually by Mongolneftetrust in the East Gobi
Zuunbayan area during the socialist era. Since Mongolia
is importing petroleum products from Russia, the rapid
development of domestic oil production capacity is
required. Technical assistance and/or financial support from
the Japanese government are desired. In collaboration with
J-power, Toyo Engineering implemented the JBIC Power
Plant Project Feasibility Study last year. The purpose of
the power plant is to supply electricity generated by coal
from the Tavan Tolgoi colliery to the Oyu Tolgoi copper
mines as well as to the South Gobi area. Two plans for the
supply of power during the construction of the power plant
are currently being studied: one focuses on supply from
Ulaanbaatar, and the other on supply from China. Since
the development of mines and petroleum requires a huge
amount of investment as well as infrastructure construction,
technical assistance and financial support from the Japanese
government are desired.

At the end of this session, Mr. Haruhisa Kawashita,
Senior Executive Director, JCF, gave a brief overview of
JCF's activities in Mongolia. As mentioned earlier, JCF has
signed an Emission Reduction Purchase Agreement with a
Mongolian CDM project developer, Anu Service LLC. Mr.
Kawashita stated that there is great potential for fostering
cooperation between Japan and Mongolia, focusing on
environmental consciousness. Other candidate projects for
CDM projects in Mongolia include the further development
of ESCO activity, the development of hydropower and wind
power generation, and energy efficiency improvements at
manufacturing facilities.

At the third session, Mr. Yo. Jargalsaikhan, Senior
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Officer, Ministry of Roads, Transport and Tourism
of Mongolia, informed participants about the present
situation and future development issues in Mongolia's
transport sector. In the 1990s, the economy suffered a
major decline in the domestic production and supply of
industrial, agricultural and raw materials, resulting in a
decrease in the volume of goods transported by road and
rail. However, the situation has been improving since 1998.
The government of Mongolia is paying great attention to
the development of international road transport. Mongolia
has international road transport agreements with Russia,
China, Ukraine, Kazakhstan, Belarus, Turkey and the
Kyrgyz Republic. Furthermore, Mongolia has joined the
"Convention on the International Transport of Goods Under
Cover of TIR Carnets (TIR Convention 1975), along with
four other related conventions. However, international
road transport does not move much beyond the border
areas of neighboring countries, due mainly to the limited
road network, the political and economic situation, and the
domestic laws and regulations of neighboring countries.

The population of Ulaanbaatar City has almost
doubled within the last decade and the number of vehicles
has increased by 2.5 times. Moreover, due to the limited
urban road network, the increase in minibuses and taxis,
and the decrease in large buses, traffic congestion, accidents
and air pollution in the capital city are a growing problem.

Mongolia's railway system was established in 1949,
since when it has been run by a joint venture involving
Mongolian and Russian shareholders. The volume of freight
transportation by rail has been increasing lately, accounting
for 15.6 million tons in 2005, up from 9.18 million tons
in 2000 and 7.33 million tons in 1997. The majority of
the freight is accounted for by local commodities, and
profit margins are low due to low rail tariffs for carrying
locally mined coal. The difficulty is that there is only one
main railway line, which complicates schedules and limits
passing capacity to a considerable extent. Hence, a policy
has been adopted of constructing new stations, constantly
increasing the number of locomotives and wagons, and
refurbishing old ones, as well as laying a second set
of tracks alongside the existing set, and making use of
electricity resources.

The Civil Aviation Authority, a government agency, is
involved in assuring the security of civil aviation services
by air companies, as well as making policy concerning
the coordination of functions, air navigation and airport
services. As a result of policy measures taken in order to
improve air navigation services in line with international
standards, expand international cooperation, upgrade
the qualifications of engineering and technical staff, and
conduct technical and technological renovation, the number
of international air routes via Mongolia has reached 8.
Although some passenger and freight air transportation is
conducted by private air companies, the main role is still
played by the state-owned MIAT company. Furthermore,
policy within the civil aviation sector is focused on
increasing the number of aircraft, ensuring the quality of
services and satisfying local demand by constructing new
airports, improving existing local airports, paving runways,
and encouraging domestic and foreign investment.

With the aim of securing access to marine wealth

— 44 —
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and undertaking sea transportation by using discounts
available to landlocked countries, Mongolia has joined
11 international contracts, as well as various negotiations
and a convention. This means that ships can now travel
under the national flag of Mongolia. A joint venture named
"Mongolian Ship Registration" in Singapore has registered
more than 500 ships and controls and coordinates their
activities. The charges for such functions are making a
considerable contribution to the state budget.

Next, Mr. Hanada presented his views on the
economic infrastructure in Mongolia and pointed out a few
perspectives that have been lacking in the country's policy
for developing economic infrastructure. He noted that
the country's economic infrastructure is still inadequate,
although the Mongolian government has undertaken
considerable investment using foreign assistance. The
Mongolian government has formulated a plan to resolve
the problem of the extreme concentration of the population
in Ulaanbaatar, and to develop a more evenly distributed
provincial economy in the future. To be more specific, the
plan divides the whole country into 5 big economic zones,
with each zone having a center; it also incorporates the
fish-bone-patterned millennium road plan, which consists
of a horizontal main road and five roads that traverse it.
The development of economic infrastructure should be
considered along these lines. The construction of the eastern
trunk road from Ulaanbaatar to eastern Choibalsan will be
vital to Mongolian development in the future.

The railroad that traverses the country from north to
south transports the majority of Mongolian imports and
exports at present, and thus is of incomparable importance
to the Mongolian economy. The Japanese government has
carried out the rehabilitation of the whole northern line
from Ulaanbaatar, the reinforcement of the rail beds, and
the renewal and replacement of bridges, and that work is
being extended to the whole southern line. In addition,
the Japanese government has implemented considerable
investment, such as the renewal of railway transshipment
facilities near the border with China, the renewal of railway
vehicles by means of Japanese loans, and a locomotive
tire rehabilitation factory. However, the importance of
constructing an east-west line was pointed out: in the
future, when transport freight increases as a result of the
promotion of the development of Mongolia's underground
resources, a single north-south line will be insufficient. The
electrification of the railway could be possible in the future,
and this would lead to the reduction of transport costs, with
the generation of electricity depending on the country's rich
coal resources, as well as any oil or natural gas that may
be developed in the future. An eastern railroad would be
useful for the transport of bulky underground resources and
the utilization of tourist resources, such as the birthplace of
Chinggis Khaan. The level of contribution of any railroad
line to the Mongolian economy would be very low, unless it
was connected with Ulaanbaatar; however, the construction
of a line from the Khalka River border to northern
Russia via Choibalsan is going according to schedule
at present. The NPO "Northeast Asia Transportation
Corridor Promotion Network", of which Mr. Hanada is the
Chairman, has been making a significant contribution to
promoting the establishment of a new cross-Japan Sea route

from Zarubino to Niigata. If this route could be opened, it
would be useful for the Mongolian economy.

With regard to communications, Japan has
constructed an antenna that is fundamental to international
communications in the capital; in particular, the local radio
communications network installed in all soums and bugs
has made a great contribution to the Mongolian economy
and the life of the local inhabitants. Moreover, commercial
cellular phones have recently been making huge inroads
into provincial areas. Mr. Hanada stated that he did not
think it appropriate to use cables in the expansion of local
communications networks in Mongolia, as copper wire is a
target for theft. GPS communications facilities to confirm
locations are indispensable if cattle breeding in pastures is
to thrive in the 21st century, given the problems caused by
dzud (severe winters) and issues relating to the daily life of
cattle breeders. Japan laid a million optical communication
lines as a part of its support for improvements to Mongolia's
northern railroad line. Improvements in the use of these
lines are required.

At the end of third session, Mr. Baatarsuren, Senior
Officer, Ministry of Construction and Urban Development
of Mongolia, pointed out that the Mongolian construction
industry is currently celebrating 80 years of development,
but virtually all the urban settlements marked on the
current map of the country were constructed and developed
within a 30-year period between the early 1960s and late
1980s. Although the country's construction industry was
badly affected by transitional hurdles in the 15 years
after 1990, this sector has begun to witness an inexorable
recovery recently. More than 800 economic entities with
construction licenses are currently operating; more than
100 private companies are engaged in construction projects
and drafting; and more than 250 companies are producing
construction materials, half of which were established
within the past 4 years. However, this sector needs
substantial improvements to and renovation of its heavy
machinery and equipment. Consequently, the government
has waived import duty and VAT for 36 types of such
machinery and equipment, as well as abolishing these taxes
on technological machinery and equipment for plants that
produce import-substituting products (e.g. those involved in
the production of plastics, plastic pipes, etc.) Furthermore,
Mr. Baatarsuren informed participants that more than 190
construction mineral deposits have been identified, and
plans are underway to modernize the Kho'tol Cement Plant.
He noted that the potential for fostering cooperation in the
construction sectors of the two countries is inadequate at
present and stated that the Mongolian side is interesting
in learning, training and exchanging experiences with
Japanese colleagues, who have substantial knowledge and
practical experience concerning the construction of highly
earthquake-resistant buildings.

At the beginning of plenary session, Ms. Nishimura
gave an opening address in which she stated that, as a
member of the Japanese House of Representatives and
a citizen of Niigata Prefecture, she is aiming to promote
the development of the Japan Sea Rim region and achieve
mutual harmony and co-prosperity. Taking "think globally,
act locally" as her motto for her political activities, she
believes that it is absolutely imperative to create plans



for the sustainable development of the immediate local
community, while carefully observing the international
community. This was her second visit to Mongolia,
following her first visit last year, and she stated that for a
number of years, she has had a great interest in Mongolia
as one of the countries of the Japan Sea Rim economic
region. In addition, she expressed her wish to contribute to
the strengthening of friendly relations between Japan and
Mongolia in the future.

Until now, the Japan Sea Rim region, in which
both Japan and Mongolia are located, has occupied a
rather peripheral position. However, in this increasingly
internationalized, information-oriented age, in which
values are becoming ever more diversified, there are great
expectations concerning the interaction and exchange of
people, goods and information using various resources.
It would be of immense significance if Japan and
Mongolia were to utilize their own resources to create
a new development model in which people can coexist
harmoniously with both other people and nature.

Mr. B. Jargalsaikhan gave his views on the country's
economic development and informed participants about
government policy and undertakings in this regard, along
with proposals for further fostering economic cooperation
between Mongolia and Japan. At the beginning of his
speech, on behalf of the Mongolian government, he
expressed the country's sincere thanks to Japan for the
generous support that it provided to Mongolia in coping
with and overcoming the transitional difficulties that it
faced.

The government of Mongolia and the Ministry for
Industry and Trade are working to develop and transform
the country's vast mineral resources into national wealth
and are aiming to implement a number of relevant projects,
particularly in the field of promoting heavy industry
development. For example, a project focused on producing
copper from copper concentrate has been completed by
Erdenet copper mine, the biggest copper mining company
in the country at present, and it is in the process of selecting
investors. The area surrounding the city of Darkhan has
potential iron ore deposits totaling up to 1.0 billion tons,
which have already been identified. A steel plant has
been established in Darkhan, using Japanese loans and
technology. However, further expansion of its operations is
required, along with an increase in product varieties, with
the nearby iron ore deposits being used. This is one of the
projects in which Japanese investment would be welcome.

In addition, there is an area in the southern part of
the country called the "Golden Triangle". Two large-scale
copper and gold deposits and one coking coal deposit are
located here (in the Oyu Tolgoi and Tavan Tolgoi areas).
The government will own certain shares in the exploitation
of these deposits, as it invested in research and exploration
work there. However, the Mongolian government will not
be involved in their management, taking only a supervisory
role. A number of companies from various countries, such
as Mitsui, Itochu and Marubeni of Japan, have already
expressed their interest in participating in these projects,
and the government is considering developing these projects
by establishing a consortium of international investors.

Moreover, the government aims substantially to
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improve heating and basic infrastructure in ger districts in
Ulaanbaatar. There are about 50,000 households living in
these areas and the government wishes to secure electricity
at a reasonable cost, by such means as imports from Russia
and renewable sources, and to supply modern electric
heating devices to replace the coal-fired stoves currently
used, as the latter are increasingly becoming a source
of concern with regard to air pollution in Ulaanbaatar.
Japanese producers could potentially be suppliers of electric
heating devices suitable for local conditions.

Generally, the pressure on the infrastructure of
Ulaanbaatar is growing year by year as inward migration
from remote areas is increasing. Accordingly, the
government is considering directing ODA to improving the
infrastructure of the capital city. Moreover, talks between
the two governments will be initiated, with the aim of
increasing government-guaranteed, bilateral, long-term soft
loans from Japan. The construction of industrial parks is
of the utmost importance for employment creation, and the
legal framework for promoting such initiatives is being put
in place. Japanese investors would be most welcome in this
area as well.

Furthermore, Mr.B. Jargalsaikhan reiterated his view
that cooperation between Mongolia and Japan needs to
shift to a new level of mutually beneficial bases, moving
away from the situation in which Mongolia is the recipient
and Japan the donor. Mongolia has vast resources and a
young, well-educated population, but it needs Japanese
management, finance and technology. In conclusion, he
stated that the two countries should grow together.

Following this, Mr. Yoshida presented his views on
the development of Japan-Mongolia cooperation. For the
last few years, the formation of an East Asian community
within the ASEAN+3 framework has been advocated, but
Mongolia and Russia are not included in this. Resources,
including energy, form one pillar of an economic
community. Another pillar is geographical proximity.
Based on these, ERINA and other bodies have advocated
the formation of the Northeast Asian Economic Subregion.
Mongolia is unique in that there are just 2.5 million people
living in a country that covers an area of 1.6 million sq. km
(four times the size of Japan) and has an average elevation
of 1,580m above sea level. Mineral resource development,
stockbreeding and foodstuff processing, the cashmere
textile industry, and tourism development are likely to
become the four main directions of development.

Mr. Yoshida also made the following proposals for the
future direction of Mongolia.

1.Develop tourism. Apparently, Japanese people
who have visited both Mongolia and Switzerland say
that Mongolia is the Switzerland of the East. However,
the number of tourists visiting Mongolia each year is just
300,000 annually. Of these, about 200,000 are from Asia,
with the majority coming from the ROK. Mongolia should
create a tourism network and develop routes such as Japan
- Mongolia - Russia (Lake Baikal) - Japan. In this situation,
the biggest issue would be how the tourism companies and
airlines of Mongolia and Russia could cooperate to offer
cheap fares.

2.Work together to realize the Tumen River Transport
Corridor. In developing this route, Mongolia must take
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charge of the section between Choibalsan and Yirshi. It
should also request international aid. This would contribute
to the development of international transport via Eurasia,
stimulate flows of people, and promote the development of
mineral resources in the region, as well as encouraging the
development of intra-regional trade.

3.In the development of mines, attention will focus
on such minerals as copper, gold, oil, zinc and rock salt.
Grants-in-aid could be used for such surveys.

4.Develop new projects undertaken by small and
medium-sized enterprises. The recently signed Japanese
two-step loan to Mongolia, which amounts to 2.98 billion
yen, should be adequately used.

5.With regard to the relationship with Japan,
investment in Mongolia by private sector companies is
not flourishing, compared with government assistance.
Moreover, there is a huge imbalance in trade. The inflow
of capital to Mongolia from Japanese companies should
be promoted, exports of Mongolia's main export-oriented
products should be cultivated and increased, and a better
balance of trade should be achieved.

During the Q&A session, Dr. T. Namjim, former
Vice-Chairman of the State Planning Committee, expressed
his opinion on economic cooperation between Mongolia
and Japan. Noting that Japan was the main country that
supported and assisted Mongolia during the country's
transition to a market economy, Dr. Namjim pointed out
that Japanese ODA accounts for 40% of total foreign aid,
while bilateral aid accounts for 70% of the total. These
figures indicate that bilateral cooperation at the government
level is well developed. However, cooperation at the non-
governmental and private levels, especially trade relations,
is still quite low and is even declining compared with the
beginning of the 1990s. There are no large joint enterprises
or subsidiaries of Japanese production companies or parts
of production chains. It is a well-known fact that it is very
hard to find a suit made in Japan, as almost all of them are
made in China. It would be quite nice if one could find
some such items in Japan labeled "Made in Mongolia".

There is considerable potential to build joint ventures
with Japanese investment in Mongolia. Currently, there are
more than 300,000 unemployed young persons in Mongolia,
who could be a source of cheap labor comparable with
China. The unemployment rate in Mongolia ranges between
20% and 30%, although official data reports it to be 4-5%.
In addition to the potential for utilizing natural resources,
almost all of the valuable raw materials of Mongolia's
livestock, which totals more than 30.0 million head, are
exported without being processed domestically. It should
be noted that domestic production of finished products
from domestic hides, skin, wool, and cashmere was worth
twice as much as the country's mining industry before
1990. The finished products were exported to western
European countries. Finally, Dr. Namjim pointed out that it
is necessary to develop a detailed concept and action plan,
which will identify the country's development strategy for
the near future.

At the end of this meeting, the heads of the two
delegations, Mr. Hanada and Mr. D. Badarch, signed the
Minutes of the Meeting.
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