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Abstract

This note examines the day-of-the-week effect istAalian daily stock returns at the market and stguevels and
for small capitalization stocks from Monday 9 Seper 1996 to Friday 10 November 2006. A regresbiased
approach is employed. The results indicate thatewthie Australian market overall provides no evaeif daily
seasonality, there is evidence of a small cap ddlyesweek effect with systematically higher retsion Thursdays
and Fridays. The analysis of the sub-market retisrslso partly supportive of day-of-the-week effe the
banking, diversified financial, energy, healthcarsurance, materials and retail industries. Howetreese rarely
coincide with the lower Monday or lower Tuesdayras typified in earlier work.

Keywords: Calendar effects, Market anomalies, Market efficien
1. Introduction

A consistent theme in the market efficiency litarat has concerned the presence of calendar ansmalie
seasonality in stock market returns. If, and asothgsised, readily identifiable seasonal pattestsiothere are,
amongst other things, the possibility of abnorneilims through market timing strategies. Withirs thurgeoning
and widely-spread literature, one of the more Wetiwn calendar anomalies comprises the day-of-thekveffect,
where returns on some trading days are higherdttears.

A number of hypotheses have been put forward téagxphe presence of this seasonality: namelynérmation
release hypothesis, whereby firms delay the reledseegative information until late in the weeksettlement
regime hypothesis, associated with differenceshe ttming of transactions and settlement, and #&orrmation
processing hypothesis linked with the asymmetrynformation costs across small and large invesiees, for
example, Keim and Stambaugh (1984), Thaler (19By¥trom and Bensen (1989), Chagetgal. (1993; 1998),
Abraham and Ikenberry (1994), Agarwal and Ikenbét§94), Arsad and Coutts (1997), Wang et al. (1984
Keef and Roush (2005) Chagegal. (1993)].

The most commonly reported empirical finding insthiterature is significantly lower (if not negatijvMonday
returns. Interestingly, this effect is rarely catent in all market contexts, with Jaffe and Wéister (1985), Finret

al. (1991), Easton and Faff (1994), Agrawal and Tand®94) and Davidson and Faff (1999) finding aicantly

negative Tuesday effect in Australian stock retuamsl Jaffe and Westerfield (1985) proposing aagekbetween
Tuesdays in the Asia-Pacific and the (negative) ddgreffect in the US. At the same time, some reserties have
shown a decline in the Monday effect in the US {Ched Singal 2003; Marquerirgf al 2006), especially in
stocks with actively traded options.

The purpose of this note is to re-examine the dap@week effect in the Australian stock markethild it
resembles previous research in this context, itptements existing work by including marketwide, ustlty and
small cap returns, thereby providing a more detaimderstanding of the day-of-the-week effect ih it
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manifestations. The remainder of the paper is divithto four main areas. Section 2 provides a g®gm of the
data employed in the analysis. Section 3 discudseempirical methodology used. The results ardt déth in
Section 4. The paper ends with a brief conclusioBection 5.

2. Description and properties of the data

Twelve different stock indices are used to testtlfiar day-of-the-week effect in the Australian stocérket. Each
index series runs from 9 September 1996 to 10 Nbeer2006 providing 2,635 end-of-day observationghen
Australian Stock Exchange (ASX). Unfortunately, s@mple period is the longest period over whichydaices
are available for all twelve series. This is beeatlge ASX, in association with Standard and PoB&P), only
introduced new indices based upon the Global ImguSkassification Standard (GICS) in April 2000. léhthe
daily price series for the market as a whole sphisschange in classification, only a small numbksub-market
series have been created by Global Financial 2&a6) using the post-April 2000 ASX/S&P series #dmel earlier
ASX series. All data is sourced from Global Finah€ata (2006).

To start with, the capitalisation-weighted All Qudries index is used to measure marketwide ret@ugently, the
index includes the top ASX-listed stocks by captdlon, covering about 92 percent of domestic camigs by
market value. To be included in the index stockstnave an aggregate market value of at leastpgfi2nt of all
domestic equities, and maintain an average turnaveexcess of 0.5 percent of quoted shares eachhmon
Following this, the Small Ordinaries index is usedneasure the returns on small capitalisationkstothis index

is composed of companies included in the S&P/ASX@0p-three hundred companies by capitalisation) not in
the S&P/ASX100 (top-one hundred companies by cégatéon), and covers approximately 7 percent ef ASX.
Because the Small Ordinaries index does not cortaynof the hundred largest stocks it is regarded &etter
proxy for small firms.

Finally, ten ASX/S&P industry indices are used teasure returns in different industries. The indestselected are
banking, diversified financials, energy, healthcansurance, materials, media, retailing, telecomications and
transportation. Each index consists of fifty stockbusiness areas within the industry. First,idaeking, diversified
financials and insurance indices contain compaiieslved in activities such as banking, mortgageafice,
consumer finance, specialized finance, investmanking and brokerage, asset management and custoggrate
lending, insurance and financial investment and estate. Second, the energy index comprises caegparhose
businesses are dominated by either of the follovantyvities: the construction or provision of oigis, drilling
equipment and other energy related service angheguit, including seismic data collection; or, conipa engaged
in the exploration, production, marketing, refiningd/or transportation of oil and gas products] emal other
consumable fuels.

Third, the healthcare index encompasses two maiosiny groups. The first group includes companiés w
manufacture health care equipment and suppliesoeide healthcare related services, and ownersopathtors of
healthcare products, providers of basic healthsareices, and owners and operators of healthcaiéiés and
organizations. The second group includes compamiesarily involved in the research, developmenpdurction
and marketing of pharmaceuticals and biotechnolmggucts. Fourth, the materials index encompassetia
range of commodity-related manufacturing industriggluded in this index are companies that mariufac
chemicals, construction materials, glass, papegsfgroducts and related packaging products, atdlsn minerals
and mining companies.

Fifth, the transport index consists of companiegolved in three main groups; manufacturers, supplend
repairers of commercial vehicles including coaciied buses, and their components; transport opsratgaged in
the movement of freight; and public and privaterapgs involved in the movement of passengershSike media
index contains companies involved with communicaervices as well as printing and publishing. 8tvethe
retail index contains companies involved with clothand footwear, miscellaneous manufacturing ataiirtrade.
Lastly, the telecommunications index contains camgm involved in communication services, internetviee
providers and the manufacturing of communicatiansmment.

The natural log of the relative price is computed the daily intervals to produce a time seriecaftinuously
compounded returns, such that:
= lOQ(pt/ ptfl)XlOO (1)

where pand p; represent the index price at timandt-1, respectively. Table 1 presents descriptivastieg of the
daily returns. The sample and annualised meansangdtandard deviations, skewness, kurtosis acqlié-Bera
statistics are reported.

By and large, the distributional properties of tiaelve return series appear non-normal. Most seniéth the
4
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exception of the healthcare and media industries, ségnificantly negatively skewed, indicating tleeater
probability of large deceases in returns than ridée kurtosis or degree of excess, in all retwgmes is also
significantly large, thereby indicating leptokurtitistributions with many extreme observations. Wnahe

calculated Jarque-Bera statistics are used tahtestull hypotheses that the daily distributiorretfirns is normally
distributed. All p-values (not shown) are smalleart the .01 level of significance suggesting thehypothesis can
be rejected. None of these return series are tledrapproximated by the normal distribution.

3. Empirical methodology

The approach used to test the day-of-the-week hgsat is a regression-based approach. The dayaftiek

effect is examined on the basis of a trading tiyothesis whereby returns are created only onrtgadays during
the week. As an alternative, Mills et al. (200®pwsed a calendar time hypothesis whereby retuenalso created
on non-trading days: that is, the Monday return ldidae expected to be some three times larger tbamns on

other days if the market efficiency null hypothdsigds. The following model is specified:

R=2al +¢
@)
where W is a dummy variable taking a value of one for dagnd zero otherwise wheie= 1 (Monday), 2
(Tuesday)...5 (Friday) are parameters to be estimated aigdthe error term. The hypothesis tested is:

Hyiogy=a,=a,=a,=ay 3

against the alternative that not ail are equal. If the null hypothesis is rejected,ntlibe returns exhibit
day-of-the-week seasonality.

4. Empirical results

The estimated coefficients and standard errorb@fparameters detailed in Equation (1) are predent&able 2.
Breusch-Godfrey Lagrange multiplier and White’seneskedasticity tests (not shown) were initiallgdi$o test for
higher-order serial correlation and/or heteroskicifs in the least squares residuals, respectivAly expected,
almost all of the least squares residuals displagede form of both heteroskedasticity and serialetation: the
energy and retail industries models displayed teleroskedasticity. Accordingly, all standard esrand p-values
in Table 2 with the exception of the energy anairébdustries incorporate corrections for heterafdsticity and
autocorrelation following Newey-West. The energydaretail industries models include corrections for
heteroskedasticity following White.

Consider the day-of-the-week model of returns am Al Ordinaries. While returns on Friday and Twesare
lower in magnitude than Monday, Wednesday or Thaysith no instance are the estimated coefficielgisificant.

Clearly, and contrary to the results found in earfitudies, there is no evidence of a day-of-thelkweffect in
Australia at the market level. However, the Smatli@aries returns model does display significant-dfthe-week
seasonality; namely, significantly higher returmsTdhursdays and Fridays. A small firm effect thepears to be
present in the day-of-the-week effect, at leagtistralia.

The results for the industry return models alsesthate the varying impact of the day-of-the-weff&ot in Australia.
Significantly higher returns are observed on Morsday the energy industry, on Tuesdays in the bankind
diversified financials industries, on Wednesdaythiretail and banking industries, on Thursdayhéndiversified
financials, healthcare and insurance industriescanBridays in the materials industry. In termshaf magnitude of
returns, the Tuesday and Wednesday effects inahlkifg industry are the most substantial, beingentioan double
the mean daily return over the sample period is gairticular industry. There is no evidence of gafathe-week
effect in the media, telecoms or transport indestri

In only three instances is there a significant tiegaday-of-the-week effect in the industry returfsiday in the
banking industry, Wednesday in the diversified fiicials industry and Tuesday in the healthcare imguShe mean
daily return in the banking industry on any daytteé week is .051 percent whereas mean returns idaySrare
-.078 percent. A possible explanation for the cstesitly negative Friday returns in the banking stducould be
due to investor psychology whereby investors wheeh@made high returns on bank stocks during the weak

wish to close out their positions on Friday. Theedsified financials index exhibits significantlggative returns on
Wednesdays. The mean return for the diversifiedniaials index on any day of the week is .312 peredrereas
Wednesday returns are -.039 percent. One possiplarsation may be related to the market for barls laind

treasury notes in Australia. Keef and Roush (206zF),example, have found that bank bills and treaswtes
generally have higher returns on Wednesdays. Aenfia companies often use these instruments asmadbr
short-term financing, the increased returns implgréased costs to the borrower. Low returns onrsified
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financial stocks may then result.

Lastly, the healthcare index displays a signifisanegative Tuesday return. The mean return onhredthcare
index during the sample is .0373 percent whereasnge on Tuesdays are -.031 percent. This may la&edeto
defensive behaviour by investors. The healthcadestry has traditionally been one of the most dafen of
industries (Korn 2001). Investors may purchasetheate stocks toward the end of the week to imneuttigir
portfolio against any negative effects over thekeee. After observing the local market and US miadgenings,
investors then sell the defensive healthcare staolse-invest in riskier stocks.

5. Conclusion

This study examines the presence of the day-ofvsek effect in Australian market and industry resuover the
period 1996 to 2006. In only one instance (Heafcare the results consistent with the typical ifieatation of
daily seasonality in Australian returns: a negatMenday and/or Tuesday effect (the latter concdivab
corresponding to a lagged US market influence).eMdence is found of a day-of-the-week effect @& mharket
level, though there is an indication of a positNeirsday and Friday effect in small cap returnshags associated
with the information processing hypothesis. At swb-market level, day-of-the-week effects are ¢oum the
banking, diversified financials, energy, healthcansurance, materials and retail industries, itin the media,
telecoms and transport industries. The three mdsgtantial day-of-the-week effects over the erdample period
at the industry level are all found in the bankimdustry.

The low level of observed daily seasonality implibat the Australian stock market overall is appr@tely
weak-form efficient. A number of contributory factcare possible, including the growth in derivatmarkets, the
increasing internationalisation and liberalisatafnthe domestic capital market, increased tradipgnititutional
rather than individual investors, and the dramfgitin transaction costs, especially those retatio brokerage,
taxation and information procurement. However, dathe-weeks are found in small cap and some imgssbcks.
Since these represent unexploited profit opporgsénd violations of market efficiency, interegtiopportunities
for research exist in terms of identifying whethearket conditions such as liquidity and/or indusipgcific
operational factors represent the source of thesmalies.

Table 1. Selected descriptive statistics

Sample| Annualised
mean mean

Median| Std. Dev. |SkewnesgKurtosis | Jarque-Bera

All Ordinaries 0.0333 8.6798| 0.0348 0.7540| -0.6586| 10.9597| 7200.765
Small Ordinaries 0.0160 4.0807| 0.0356 0.6691| -1.6818| 31.8639| 115019.2
Banking 0.0510 13.5948| 0.0299 0.9532| -0.2755| 5.5501 745.04
Diversified

francials 0.0312 8.1110| 0.0304 0.9718| -0.3633| 9.0491| 4033.73
Insurance 0.0261 6.7417| 0.0000 1.2442| -1.3052| 22.1254| 40876.94
Energy 0.0459 12.1563| 0.0371 1.1886| -0.2947| 6.5117| 1391.02
Healthcare 0.0373 9.7717| 0.0033 1.0889| 0.1773| 13.8789| 12997.83
Materials 0.0263 6.7950| 0.0000 1.2837| -0.1147| 7.7426| 2473.31
Transport 0.0427 11.2631| 0.0135 1.1310| -0.3924| 9.2485| 4341.03
Media 0.0261] 6.7417| 0.0000 1.7913| 0.5310| 13.6408| 12507.61
Retalil 0.0418, 11.0131| 0.0067 1.0880| -0.0718| 7.6393| 2363.48

Telecommunications 0.0036 0.9040| 0.0000 1.2738| -0.1993| 11.8887| 8685.34

Notes: Sample period is Monday 9 September 199%rittay 10 November 2006. The means and medians are
expressed as percentages; All Jarque-Bera statfstimormality are significant at the .01 levaitical values for
significance of skewness and kurtosis respectiaglyhe .05 level are 0.0935 and 0.1870. The arsadilimean
assumes 250 trading days per year.
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Table 2. Estimated coefficients and standard errors

Monday | Tuesday| Wednesday Thursday Friday

All Coefficient | 0.0455 | 0.0296 0.0404 0.0469 | 0.0039
Ordinaries | Std. error 0.0327| 0.0327 0.0327 0.0327 | 0.0327
Small Coefficient | -0.0293 | -0.0270 0.0134 0.0462 | 0.0766

Ordinaries | Std. error 0.0343| 0.0337 0.0320 0.0283 | 0.0243
Coefficient | 0.0404 | 0.1135 0.1313 0.0480 | -0.0778
Std. error 0.0416| 0.0411 0.0411 0.0409 | 0.0415
Diversified | Coefficient | -0.0215 | 0.0972 -0.0393 0.0739 | 0.0457
Financials | Std. error 0.0466| 0.0386 0.0453 0.0440 | 0.0406
Coefficient | 0.0889 | 0.0095 -0.0012 0.0698 | 0.0626

Banking

Energy

Std. error 0.0518| 0.0518 0.0518 0.0518 0.0518

Coefficient 0.0033 | -0.0310 0.0846 0.0815 0.0483
Healthcare

Std. error 0.0420| 0.0470 0.0530 0.0474 0.0462

Coefficient | -0.0233 | -0.0316 0.0707 0.0850 0.0300
Insurance

Std. error 0.0656| 0.0521 0.0536 0.0482 0.0503

. Coefficient 0.0763 | -0.0476 -0.0535 0.0498 0.1066

Materials

Std. error 0.0555| 0.0539 0.0541 0.0578 0.0567
Media Coefficient 0.1097 0.0008 -0.0096 0.0449 | -0.0154

i

Std. error 0.0770| 0.0791 0.0821 0.0832 0.0737

Retail Coefficient 0.0089 0.0634 0.0893 0.0381 0.0090
i

Std. error 0.0474| 0.0474 0.0474 0.0475 0.0475

Coefficient 0.0620 0.0327 -0.0562 -0.0279 0.0076
Telecoms

Std. error 0.0615| 0.0558 0.0577 0.0492 0.0484

Coefficient 0.0596 0.0421 0.0434 0.0529 0.0156
Transport

Std. error 0.0471| 0.0477 0.0492 0.0494 | 0.0482

Notes: Dependent variables are daily returns omrtieket or industry in the first column. Sampleipeis Monday

9 September 1996 to Friday 10 November 2006. Alhdrd errors and p-values incorporate either Vghite
corrections for heteroskedasticity of unknown fdienergy and retail industries only) or Newey-Westr@ctions
for heteroskedasticity and autocorrelation of umimoform (all other industries and markets). Sigmifit
coefficients p-value <.10) in bold.
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Abstract

This paper analyzes the agricultural economy omgdioins appeared in recent years in the industoctstre of
agriculture and their current conditions and fumtsi and explores the problems existing in the dpwveént of
economy organizations for agricultural cooperatlmsed on which the authors of this paper putsdhstrategies
to push the sound development of economy organizafor agricultural cooperation.

Keywords: Agriculture, Economy organizations, Problems, t8gis

In recent years, with the gradual improvement dirée agricultral problems”, various types of ecogom
organizations for cooperation well up in the ruraatas of China, which greatly pushes the developrokthe
mangement of agricultural industrialization and #djustment of agricultural structure, raises thgaoizational
degree of farmers and the competition force of agtural products, perfects the agricultural sizé service
system, enriches the meaning of rurual managentarttwe and becomes the new way for farmers teease
incomes and for rural areas to develop economytl@dreation point for agricutural management stmec But
because the history of specialized economy orgtoiiia for cooperation for farmers is short, thexsitemany
problems in the process of development. Theretareprrectly understand economy organizations fpicalture
copperation plays significant role in futher impraythe “three agricultural problems”.

1. The current condition and functions of economy orgaizations for agricultural cooperatin

As per statistics, there are about 1,600,000 ecgnangannizations for agricultural cooperation inaluareas of
China, among which 150,000 are of certain scalestanddard management covering such industriesrasilagre,

forestry, stockbreeding and fishery and each adpebie productions and managements in rural afd@s.service
functions and types of the existing specializedneaty organizations for agriculture cooperatin canplot into
thres types. The first one is farmer asscociatidrich is organized voluntarily by the minority sfzdty farmers and
able persons for farmers who are engaged in théuption and sale of special agricultural productsell their
products and the managment pattern is associatiomefs; the second one is order agriculture,whichies out the
planting and sale of ordered agricultural produtd agricultural byproducts in the form of largédiuidual sale
families and sale companies and the managemesetpatcompanies+cooperation assosications+farriershird

one is technology service organization, which dep®lproduction bases in the areas the organizatomage

through the local scientific and research companeshnology extending departments and leading eoiep and
adds the science and tehcnology contents and vafube products via the techology service throughibe whole
production process.

The current development condition of specializednemy cooperatin organizations for agriculture densérates
the functions of economy organizations for agrisat cooperation in pushing the development ofllecanomy.
Firstly, the estblishment and development of spieeid economy cooperatin organizations for agrimeltprotects
well the interests of farmers, which organizes fensrorginially engaged in seperated managemesggd#ie status
of farmers in market economy, and solves the prnablevhich cannot be treated well by a signal fanscondly,
the estblishment and development of specializecha@ny cooperatin organizations for agriculture inya® the
stability of the supply of raw materials for prosieg companies; thridly, the estblishment and dgrakent of
specialized economy cooperatin organizations facalure further optimizes the elements of produr; fourthly,
the estblishment and development of specializech@ny cooperatin organizations for agriculture pdeg an
effective road for government to regulate and adrdgricultural and rural economy. The establishiv@rthese
“organizations” provides reliable ground for govesent to exercise policy instruction and providevems.
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2. Problems existing in developing the economy orgarations for agricultural cooperation

Because the specialized economy organizationsdiacudtural cooperation are now in the primay stabere are
some problems that cannot be neglected in thegldpment process.

2.1 The thoughts and understanding are not enough

Some officials in counties and towns lack adequatterstanding of the important role and positivecfions which
specialized economy organizations for agricultwabperation play in advancing the adjustment ofcatiural

structure and driving farmers to become rich. Thedst among them the concept of emphasizing ptagiuand
neglecting circulation. They do not take the depmient of specialized economy organizations forcadtiral

cooperation and the adjustment of agriculturalc$tne as connected matters and cannot make plénghese two
as a whole. Their work enthusiam and activism isemough.

2.2 The legal status is not clear

Because there are no provisions enacted by the atat no relevant policies promulaged by local goeats, the
legal status of specialized economy organizationgricultural cooperation has not been determifsda result,
the management process of these organizationsohages to follow. Inside these organizations, ¢hlack standard
articles of association and management systemsttadooperation among them has no effective andl leg
guarantee. The long-term system to offer speclemonomy organizations for agricultural cooperatioancial
support has not been established in deed. Theathcitiof the hardness to get loans from banksestifits and there
are many problems in the detailed taches in registr in industry and commerce administrative effiand tax
adminisrative offices.

2.3 The comprehensive strength is not strong enough

The economy strength, management scale, admiiasirétvel, processing ability, transportation instents,
transaction modes and the cultural makings of werke specialized economy organizations for agnical
cooperation cannot meet and adjust to the demantadfet economy, which respectively limits theivelepment.

2.4 The connection of interests is not close enough

Most of the specialized economy organizations fgicaltural cooperation have not established tHaticmship
with farmers and companies to shoulder risks afjmyenterests together. There are no sale contisttgeen them.
The trades are of random property, which can edsifgage the interests of farmers.

3. Strategies to accelerate the development of econy organizations for agricultural cooperation
3.1 Raise the understanding and reinforce leadershi

Firstly, the economy organizations for agriculturoperation should be given emphasize from thaught
Governments of various levels should understandtiegad the significance and necessity of develogiperialized
economy organizations for agricultural cooperatiooonformity with the “three representatives”. Tdmvernments
should take it as an important work to help farmermcrease work effectiveness and incomes amdatotain the
stability of rural areas and an important methochdeance the adjustment of agriculture structuie push the
industrialized managements of agriculture. To dgvekpecialized economy organizations for agricaltur
cooperation should be an important part in the viorkiral areas. The directing thoughts and wonk fair it should
be clarified and the work for it should be enhanc8dcondly, the legal status of economy organizatifor
agricultural cooperation should be determined. Betbe state enacts any legislation, the local gouents should
issue direction advice to determine and regulage ptoperty, competent departments, registratioradents,
condition for registration, forms to shoulder resgbilities, guarantee of rights and interests #reddistribution of
profits for the economy organizations for agrictdiicooperation so as to provide grounds for tigamizations and
enhance administration. By this way, we can avaitdom actions and lead economy organizations focidiral
cooperation into a sound road for development.diyithe relevant preferential policies should k¢ ipto effect.
In order to help and support the sound developneénspecialized economy organizations for agricaltur
cooperation, the relevant preferential policiesutthde put into effect. For example, the agricutproducts and
primarily processed products produced by specilEeonomy organizations for agricultural cooperatian be
exempted from value-added-tax.; the interests andéds and other incomes distributed by the orgtaimto their
members can be exempted from individual income ttexnewly-established companies engaged in theepsing
and circulating agricultural products can be suggabiby way of refunding taxes; seeing that theiprates of
specialized economy organizations for agricultemdperation are rather low and their capitals fartgg business
and running business are hard to obtain, so theyldlbe supported by way of policy loans and corspdon of
interestes. For those organizations who are ofiitedcale and good management and have exertedngridm
functions on the development of leading industnieishin 3 years since their establishment, eacthefn can get
10



International Journal of Business and Management Januag0g

certain activity fees from local finance.
3.2 Plans should be made and emphasis should béepabut

Firstly, the instruction depth should be deepenental areas shall, in accordance with the plans tfa
development of local agriculture and based on wmelity of economy development, carefully analyzel an
summarize the advantages and features of the g¢ewetd of the local agriculture and the current dioras of the
development of the specialized economy organizatfonagricultural cooperation, list the emphasisdupporting
and encouraging and make short term and long tdamspfor the development of the specialized economy
organizations for agricultural cooperation. Reléwdepartments of various levels should use thettire functions
of economy methods and policies to enhance théndgpihstruction, harmonizing and service work, anthmarize
and extend their successful experience in speethiconomy organizations for agricultural cooperatEach area
should set up their own representative modes, aseréhe degree of supporting, enhance the inginuicli per class
per tier, and exert the demonstration functionghef representative modes. Secondly, the developinghasis
should be given prominence. In recent years, amamgpus specialized economy organizations for agjtical
cooperation, the combination and cooperation omgdioins in circulation are active and are of strengviving
strength and great development potential, so theuld be the main direction and forms in the futufae
agriculture demonstration bases should be manag#tkiform of economy cooperation organizationsrifer to
realize the unification of production, processimgl @ale. For the specialized economy organizatibtsic forms
and primary scales, we should give them strong atgpfor the economy cooperation organizationsaged in
specialized managements, we should help them enéxheir business scales and to grow strong;lyhitidere
should be a clear aim and we should take stepshmgrdowards the aim. In accordance with the aim of
establishing specialized economy cooperation orgadions of standard system, strict administratiod ardered
management, when making plans for developing theenshould pay special attention to doing researdmes
advancing the development of specialized economgrizations for agricultural cooperation, enlargihg export
of agriculture products, and finding out ways arethmds for them to actively join in the internatiboompetition.

In the development process, we can advance grgdUaltier the existing system and the immaturityhef market,

it is hard and unrealistic to reach a higher steshdéherefore, we need to activate and organizades. To those
that are good for production and management, tfetbaneficial for farmers to enter into the markbgt are
propitious for agriculture to become more effectiral for farmers to increase incomes, and thatvaleomed by
farmers, we should give supports. Through gradubliivation and perfection, these organizations witimately
become specialized economy cooperation organizatperated, managed by farmers, and beneficidforers.

3.3 We should bravely explore and search the dpusat of multi-mode

While we stick to the combination of family contrananagement and double management system, wedshoul
actively encourage and support new ways to devefmzialized economy cooperation organizations t¥inge
should encourage farmers to cooperate in prodydtiansportation, sale, processing and servicet@ndluntarily

set up specialized associations, cooperation agtons. We should organize able persons, leadimgpanies,
collectively owned economy organizations in towmsl aillages, technology service departments, aedstated
owned organizations for food and supply and salgitiate various specialized economy cooperati@anizations,
which mainly are the economy organizations for timéfication of production and sale and share cacatfjxar.
Secondly, based on the reform of career organssheald encourage the personnel split from caregans and
agriculture technologists to initiate various spézed economy cooperation organizations, whichsgetialize in
production, processing or sale, or the unificatbmproduction, processing and sale, and whose ottm@n either

be the production and management of agriculturadiycts or be scientific service and the runningraiduction
materials. For these organizations, we should givesupports and help them become the main streongiad
farmers to enter into markets and join in markenhpetition. Thirdly, in order to accelerate the depenent of
specialized economy cooperation organizations, lveelld stick to the principle of standardizing irethrocess of
development, developing in the process of stangatidn, and encouraging brave try. By this way, caa help
these organizations to develop towards standamiigatmulti-mode, standard management, democratic
policymaking, management of large scale, seriescgeand socialized profits.

3.4 The environment shall be optimized and thessyshall be perfected

Firstly, we should reinforce the construction ofvéz system. The governments need to set up grbmarkets
for whole-selling agricultural products and computédormation networks connecting departments ofcagure,
trade and price with markets for whole-selling agiture products. The governments should also elgtiexplore
new transaction ways such as auction, price quotand internet balance. The necessary servicgiéscshall be
constructed with the aim to build the markets fdrole-selling agriculture products into the centiersgathering,
processing and distributing agriculture productsl &r the formation of prices and issue of inforimat The
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departments of agricultural economy and the degantsnof science and technology shall enhance tifaéiing for
the administration workers in specialized economgperation organizations and help them improve gamant
and administration level. These departments shaxplore and create conditions for specialized esgno
cooperation organizations through holding exhibititairs, consulting fairs and products issuing sfafor
agricultural products and the comparison and defedf famous agricultural products. The relevaandards for
the quality of agricultural products shall be seivd and perfected and the supervision, examinaiehtest centers
for agricultural products, livestock products amglatic products shall be constructed so as to thisesafety
degrees of agricultural products and help agriceltproducts to join in market competition, espdgiah
international markets. Secondly, the interest ithstion system shall be perfected. It is advisableake steps
towards this aim. With regard to the organizatiopsily-established and of loose cooperation relatign on one
hand, the governments can through these organizalielp them by way of providing seeds and breestiogks of
good quality, fertilizers and pesticide of prefdi@nprices, and skill instruction and training dref charge and
helping farmers to transport and sell agricultysedducts; on the other hand, we can adopt conggstem to
establish stable selling and purchasing relatigndleitween farmers and companies on stable pricgsotective
prices. By this way, the companies can obtain raatenmls of stable quantity and quality and theriests of
farmers can at the same time be protected fronerettie selling or the price, which is of mutual &s. With
regard to the organizations of long-term establistinand close cooperation relationship, based esttble selling
and purchasing relationship, the companies canroptafits in processing and selling and refund pathe profits
to farmers according to the amount of the saléefproducts. Also, under the premise of volunteishiwg of the
farmers, a reasonable land circulation and trarisfesystem can be established. Under the forniseofooperation
between companies and specialized economy coope@ianizations or share cooperation system arf@oniers,
the companies and farmers can jointly hold shafdsruls, capital, labor and skills. By this waynaw asset
relationship between the farmers and the compdiniesd by asset rights can be formed. They mutuddiyend on
each other, shoulder risks and share profits.

All in all, to accelerate the development of thedglized economy cooperation organizations, whih keep the
independence of farmers’ properties and self-détexin management forms, not only perfects the delalyier
management system of the combination of unificaéind separation in rural areas in China, but adeepties with
the development trend of modern agriculture managensystem in the world and represents the innmvati
direction of basic management system for agricejtand exerts long and strategic influence on tioegss of
agriculture industrialization and modernization &inel process for rural areas to enter into markets.
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Abstract

VaR is one of the best methods to measure theofighternational future markets; CVaR which is cédded by
modifying VaR is a better way to measure the niskxcessive condition. There are unnumbered fuhaekets in
the world, and the risk of every sort is differenege can calculate that the largest one is cruberoen we will
compare its risk to its history and try to find dhbé trend risk changes. We find that the petroleigikncycle more
like the economy cycle of the U.S. When some fantasi®ric affairs occur, the risk of that year s/musly larger
through calculate the risk of future market. Alse van use CVaR to measure the risk when excessiigents
occur.

Keywords: VaR, Oil future market, Risk measurement
1. Introduction

Petroleum is one of essential sources of energyaian society in the nowadays, it has broad aglicén a lot of
industry fields such as chemical industry, trantgi@n, aerospace. In recent years, price contigosg up,
international petroleum price already becomes #yefactor affecting world trends in economic depehent's with
the fact that rising, oil that petroleum needs.rédetim price fluctuation can affect to relevancduistry. The
guantity that a country's petroleum store is akpartg direct impact to country's economic security.

Exploit without the petroleum handling calling ceudil, since crude oil fluctuations in prices isugc, many
countries all leads into crude oil futures to hp#stinent enterprise to reduce risk. Influence aximal be USA
NYMEX crude oil futures.USA crude oil futures circumstances is alreadyesgnting international crude oil price
circumstances at present is becoming the undudatarieter of crude oil. Crude oil futures debutitgpdinas double
effect but , it can be that enterprise providesithglement evading oil price risk on one hand , m&anwhile
enterprise event repeatedly enormous deficit haggpém futures trading in crude oil judging that faelt can be
used since to oil price. For calculating and mamggisk effectively, need some science risk managgemethod
right away, VaR method among them is comparatigelyular risk management method.

VaR method provides an indication of the possibeximum loss of a portfolio over a given time horizat a
certain confidence level (F.R. & Miao, 2005). ltgimates from the fundamental mean - variance maldaf
Markowitz founds in 1952. In 1980s, J.P. Morgafils Guldimann has brought forward the method withR
management risk, but until 1994, the standardi¥fig is known to the public formally (Morgan, 199%je Basel
bank inspection committee announced ‘relevant cempht document being brought into marketplace festor
in capital adequacy ratio’ in April , 1995, makée request suggesting that whose member bank irzdide VaR
model as basis, calculating marketplace risk mininaapital requirement (Qin, Chen, Zou, 2005, pplGp VaR
method has measured the lurking risk the portfdimation that the risk factor affects is differetithas adapted to
more and more complicated financial market trendpresent, VaR method is used already broadly coesst
banking institution, has become the mainly methashaging marketplace risk.

While but some exceeding risk condition such asxpeeted event etc. appears, use VaR method to Ibet@b
underestimate risk sometimes. Within ‘Conditionalue-at-risk for general loss distributions’ whiahitten by R.
Tyrrel Rockafeller and Stanislav Uryasev , the walton principle according to VaR has brought fard/one kind
of new risk management method CVaR (condition va#erisk) method therefore (R.T. & S., 2002, pp.
1443-1471).1t is the amendment the VaR method risechout, is to the circumstance that exceedinceprhanges
appear on the marketplace having inherited VaR adketherit, being able to handle.

Have many at present about using VaR and CVaR ke e thesis that demonstration studies, at hordeabroad,
major part all are that the demonstration makilglsimarket is analytical but, the research to fitmarket is very
few. According to the impact of American crudefatiures influence and crude oil over world econothig article

uses this two kind’s risk management method to nmeadSA crude oil futures risk, and compare it vather main

future contract in international future marketgrtlanalyst the changing of USA crude oil futurek.ri

2. Mathematical formulation

Value at risk (VaR) provides an indication of thresgible maximum loss of a portfolio over a givendihorizon at
13
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a certain confidence level. Use formula to exptass
VaF =inf{ f(x)| p(f(x))>a}
Where f(x) is the lose function of portfoliox is the certain confidence level. VaR is a figutegxpresses

lurking risk been confronted with by portfolio. Atesent, calculating VaR's has mainly parting foe¢ kinds, is
that Deta- stable method, history simulation metaod Monte Carlo simulation method. The inventidrvaR
improved the ability of risk measurement; it canbaést in controlling financial risk. VaR looks likeing able to do
nothing when coming across the exceeding marketgaene but, having needed to use CVaR at this time

Rockafeller and Uryasev have brought forward omel kif new risk management method CVaR (conditidnevat
risk) method which being based on VaR in 1999sIthe amendment the VaR method is carried ou ihe
circumstance that exceeding price changes appe#iteomarketplace having inherited VaR method méeing
able to handle. CVaR can use formula to express by:

CVaF = E[f (x)] f (X) > VAF]
We can perceive CVaR being the average value exgpelde VaR loss. That CVaR and the VaR differeace

CVaR not that a dividing line, but the tail asseyrlokses average value, it is sufficient to the meament that the
tail assembly loses.

3. The history of oil fluctuation

First, we watch two figures underneath, Figure d Bigure 2 is changing of American crude oil frora@90 2005
and from 1978 2006 respectively. We can see framthbviously that the price of oil is stable intbig, but from
the ending of 1970s and being close to 30 yeaesnational crude oil price became undulating dgute

From the beginning of 19 centuries to the endind@60s, nominal crude oil price fundamental betw2& to
3.00 U. S. dollar/ barrels between. From 1958 t601®il price stabilizes basically in 3 U. S. dollearrels. 1973
Arab countries perform embargo on the Western cmsthis feasible crude oil price has quadrupdedeed 12 U.
S. dollar/ barrels. Then petroleum price stabilizasically in 12 U. S. dollar to 14 U. S. dollaartels between for
3 years. In September , 1980, Iraq assails Irhe |ran-Iraq war outburst leads to petroleum outfirgctly shrink
by large margins , crude oil price walks highlyrfrd4 U. S. dollar/ barrel single file of 1978 @6 U. S. dollar/
barrel of 1981. Qil price continuing for goes upihg stimulated the oil exploration being not thBEL country
and exploit an activity. From 1980 to 1986, be that OPEC country daily outputs have increased®ynillion
barrels. This period the whole world economy hgseaped to decline, petroleum need has appearedke fall,
the supply and demand unbalance has made petrplécenalso answer but fallen. To 1986, crude adepfalls till
10 U. S. dollar/ barrel following.

On January 2, 1990 troops of Iraq assault to Kuwzay circumstances escalates rapidly, theretbeesituation in
the Middle East tension has brought about oil pgoag up by large margins , has fled from 20 o@&d¢iU. S.
dollar/ barrels till 37 U. S. dollar/ barrels singkddle East area has concentrated oil-producimgvibrid country.
American president Bush has approved "the desaidsplan” on August 7, has decided to augmenteero the
bay. Check USA military strength confidence hendéfoall of the world; anticipate that the bay tensmay be
over very quickly, therefore, after the bay deplty®ps for battle, crude oil price begins to dtogreturn to the
original price place in October.

With USA economy recovery and the development & Athe economy rising rapidly, the need to petnolairge
petroleum price to begin to climb slowly. Everydag whole world petroleum amount of consumptionéases to
6,200,000 barrels from 1990 to 1997, Asia consumertasing accounting for nearly to halves, petnoleprice
continue rising until 1997. But, in 1998, the Asifimancial crisis outburst has drawn the rest, Aséroleum
consumption for Asia economy fleetness increasesppgar first since 1982 to go steadily downhilieTow fan
who consumes and OPEC output increasing by, akpgrushed immediately to abyss. Although OPEC dettnat
measure restricting output, oil price can only rteimin 25 U. S. dollar/ barrel vicinity.

With USA and the world economy getting warm agdteraa cold spell, in 2000, crude oil price congsuvorking
till the high point during the past 1981. But, undenverging attack between the weakness of USAauy and
being not that the OPEC country increases the ptamtuin 2001, petroleum price begins to glide. étsally after
the ‘9.11", oil price slumps, immediate price haspped in the middle ten days of a month in Noven#s8s.

But gradually with the fact that the world econoimgrease leading to increasing by that petroleuedseand
petroleum producing country surplus producing epéng2002, international crude oil price continugambering
rising, breaks 70 U. S. dollar/ barrels even on62@ince the surplus produces of OPEC states Ithaer 1 million
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barrels/day at present, the member state supphyieaks off any OPEC may initiate the world energgis The
marketplace has begun to become sensitive andefragithis time, crude oil futures fluctuation arnsk have
enlarged (Ma, 2005).

4. USA crude oil future market risk analysis

All above has introduced the history of internasiborude oil fluctuations in prices and it's cause want to
analyst the risk of USA crude oil market from twe tangle underneath: first, comparing the risk 8Alérude oil
future market and the risk of other main futureskeag and then coming to analyst the changing oA dfide oil
future market during the last few years quantigiv The data using in this part originates froomekgy
Information Administration’ and ‘fuyuan’ softwarthe data handling software are ‘Matlab 7.1’ andeis 5.0'.

4.1 USA crude oil comparison with other future’s saskr

This part will choose comparatively some future keés for both at home and aboard, then measurmgigk of
these sorts. They are: USA crude oil, USA gold, Ltipper, Shanghai copper, Shanghai fuel oil. Weshdhe
nearest data for 1 year, make use of fornREnp-Inp.ito calculate out these everyday breed earning ratio
respectively, and then count the VaR and CvaR otispd/ (Wang, 2001).When calculating VaR and CvaRce
futures data existence ‘heavy tall’, it is unaldleise Deta- stable method; we use the history ationl method and
the Monte Carlo simulation method therefore redpelst Since future market can carry out two-wayyland sell)
trading, we count them respectively.

From the table upper we has measured the VaR aa®& G¥some main future market, and we can getdit@nfing

conclusion: (a) With regard to and for a short eighragraph of data, the result basic adopt Moaté @nethod
and the history simulation method to calculate V@ CVaR has been consistent, this has confirmedvidinte
Carlo method scientific. (b) The risk of sellinggseater than purchasing; this is to bring abaunffuture price in
recent years going up by a wide margin. (c) USAleroil future market risk is max; its VAR is ab@®#b, but
CVAR can reach 4% or so. Just say, be in 20 busidag inner, above one day let your deficit rea#h Bdopt
dyadic lever business system besides since futarkanis common, caution money is in 10% followgemerally ,
this feasible risk one day appears on meeting rabmve the 10 times having been expanded, if coraangss
exceeding condition, within all loss possibility.

4.2 Risk changes American crude oil forward market

All above studies the lateral contrast USA crudduture market risk and other futures sorts haenbearried out,
we want the change condition analyzing since caillprice fluctuation leads to USA crude oil futumarket risk
in history underneath. We choose WTI crude oil fatmarket data from 1984 to 2006, figure making oisthe
history simulation law to calculate out VaR and BYaesult from every age referring to from Figure ¥-igure 6.

We can get the following conclusion from four artis
(a) As for the long range, the risk holding theipgyand hold the selling is equal basically.

(b) The risk change displays cyclist, the figureabis it can be seen, from 1984 to 1992, VaR aviaRChave

experienced from small to big then to small, alsdrbm big to small from 1992 to now , this cydisthange trend
and American economic cycle are well-balanced bigidVhen the conclusion that we get therefor®ithink that

economy raises high, crude oil futures risk alsegj crude oil futures risk can't reduce whilegbenomic situation
gets lost low.

(c) We can see that the age having two VaR abnbrmamposes in 1990 and 1986, which brought abguhb
Gulf War occur in1990, the international cruderodrketplace piles up in excess of requirement B61#nd price
drops by large margins. Since existence all affsigsificant petroleum price event in this two ipeafluctuations
in prices is therefore very acute.

(d) We contrast VaR by CVaR, it is very differemtween VaR and CVaR in 1991. The cause lies inekegeding
risk condition has appeared in 1991. USA has urfbithe large-scale code name air raid action fer"tkesert
storm" to Iraq in the morning of January 17 , 199t very day USA crude oil marketplace has juspged after
opening quotation 23%, only returning to normathie business day following. This fluctuation extenhistory is
very rare in crude oil futures , even the ‘9.11lyoran cause oil price undulates less than 8%sédetorm” action
can be called exceeding condition.

This example has been testified while exceedinglitiam happened, the value of VaR having weakerirdoasly,

having calculated out VaR insists to low VaR magméty risk effect obviously. At this time if usin@vaR have
been able to calculate out the marketplace ridl, thave testified therefore also the necessitpgi€iVaR under
exceeding situation.
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5. Conclusion

In this article we have introduced VaR and CVaRolhare methods of measuring the risk of future etarkhen
we narrated the history of fluctuations in pricésnéernational crude oil. After that we use VaRigbvaR method
to compare USA crude oil and other main internatidature sorts’ risk, and analyzed the changeaR® ¥nd CVaR
of USA crude oil in history and its cause. We cae that the risk of WTI oil is larger than othetutes sort; its risk
fluctuation displays certain cyclists, and moresitire compare to others.

Price of international crude oil still is in higrogtion linger, it is very important now for relewaenterprises to
know the risk of futures. Because of wide crudepaite fluctuation, some enterprises such as @etno] chemical
industry have making use of crude oil futures taycaut a hedge. In the process of participatidarimational crude
oil future market, only can we know risks in thisuket, and take appropriate measures evadingwislave the
ability reaching the expected effect in avoidinggrous.
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Table 1. Use history simulation method gains data

series VaR(buy) CvaR(buy) VaR(sel) Risxell)

WTI oil 0.02845 0.03790 0.03791  04®B29
USA gold 0.01710 0.02803 0.02272 03043
LME copper 0.02338 0.03157 0.02841 04588
SHFE copper 0.02313 0.03664 0.03130 .04171
SHFE oil 0.02265 0.03278 0.02404 03m02
CBOT bean 0.02482 0.03516 0.02558 .034b6
CZCE cotton 0.00908 0.01250 0.01138 .01405
NYCE cotton 0.02349 0.03578 0.03127 .04849
DCE bean 0.01461 0.20957 0.01782 02286

Table 2. Use Monte Carlo simulation method gairta da
series VaR(buy) CvaR(buy) VaR(sell) aBysel)

WTI oil 0.02830 0.03816 0.03157 .03B21
USAgold 0.02087 0.02748 0.01523 02070
LME copper 0.02338 0.03295 0.02427 .03835
SHFE copper 0.02783 0.04772 0.02812 0.04572
SHFE oil 0.02365 0.03010 0.02802 .03@78
CBOT bean  0.02294 0.03134 0.02921 .044r4
CZCE cotton 0.00795 0.01772 0.00860 0.01098
NYCE cotton 0.02871 0.04250 0.02557 0.03548
DEC bean 0.01557 0.01976 0.01328 .018r5
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Abstract

Models of insolvency are important for managers wiay not appreciate how serious the financial heafitheir

company is becoming until it is too late to takéeetive action. Multivariate discriminant analysiad artificial

neural network are utilized in this study to createinsolvency predictive model that could effeetyvpredict any
future failure of a finance company and validatedNew Zealand . Financial ratios obtained from ocee balance
sheets are used as independent variables whitxfiadn-failed company is the dependent variable fEsults
indicate the financial ratios of failed companiéffed significantly from non-failed companies. Feadl companies
were also less profitable and less liquid and higlddn leverage ratios and lower quality assets.

Keywords: Corporate insolvency, Financial ratios, Multivagaliscriminant analysis, Artificial neural networks
1. Introduction

The year 2006-2007 was a turbulent period for thante industry in New Zealand during which 10 bamk
financial companies went into receiverslup failed, leaving debts of more than NZ$1.14 dilliowed to about
52,000 investors (Kiong & Bennett 2007). There m@e than one thousand finance companies in NewaZea
offering a wide variety of investment options twestors. Given this wide variety of choice and éasing bad
publicity around failed investment companies, ficiahadvisors are facing a daunting task of pruigteniesting
their client’s hard-earned monélhus, models of insolvency prediction that helmidg future business failures
or provide early warnings of impending financiadtdéss are important tools for financial advisors.

Models of insolvency prediction will also help amager to keep track of a company’s performance avarmber
of years and will help identify important trendiéTmodels may not specifically tell the manager twhavrong,

but it should encourage them to identify problemd take effective action to minimize the incidemédailure. A

predictive model may warn an auditor of a companyiinerability and help protect them against chsrgé
‘negligent of duties’ in not disclosing the poskiliof insolvency (Jones 1987). In addition, lerslenay adopt
predictive models to aid in assessing a compangultefg on its loans (Jones 1987). Regulatory agenare
concerned whether a monitored company is in daoigfiling. A company may be made exempted fromitiarst

prohibitions and permitted to merge under the R@ilCompany Doctrine if it can be demonstrated itlsain danger
of insolvency or failure,

The purpose of this study is to develop a theaktiodel that will accurately predict failure ofidincial companies
including those in New Zealand via posing and s@the following research questions:

(1) Are some financial ratios significantly bettar detecting the immanent failure of New Zealarfitence
companies than others?

(2) Which financial ratios are the most importaat fletecting potential insolvency of New Zealanfi'&ance
companies?

(3) Is the Artificial Neural Network (ANN) model parior to the Multivariate Discriminant Analysis DA) model
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for predicting failures amongst New Zealand’s fioeigompanies?
2. Background

Leading causes of corporate failure can be classifito economic, financial, neglect, fraud or sisa(Anderson
2006) Economic factors include industry weakness arat fmzation while financial factors include excessdebt
and cash flow problem®©ften financial difficulties are result of managegmeglect.

In this study, ‘failure’ is defined as a registecetinpany which is insolvent, under receivershipas been liquidated. The
word insolvent can have several meanings. Prit®85, the crucial method for determining solveneg whe ‘cash flow
test’ (Milman & Durrant 1999). Here a company tbatlld not pay debts as they fall due was deemeslvieist even
though it could realise sufficient assets to payhal debts. After 1985, the ‘cash flow’ test wapplemented by the
‘balance sheet test’ where a company was deemebtvéms if its liabilities exceeded assets, evenmwiteould pay
its debt on time. This study limits itself to regied company insolvency and not to the issue okigptcy, i.e.
personal insolvency which applies to sole tradads@artnership.

2.1 Financial ratios

Considerable attention has been devoted to finbratia analysis for classifying failed and nonkédi companies or
for assessing the business performance of a compammarised in Figure 1.

2.2 Models predicting insolvency

Early models of predicting insolvency employ finehcratios using univariate and multivariate stads A
univariate approach explores the relationship betwiadividual financial ratios and insolvency (Zesty 1983).
The multivariate approach employs pooled ratios ddicting insolvency. However to construct ariiropl
multivariate predictive model, one must determirtecl ratios are best at detecting potential fagusnd how the
model weights should be established for each. i¢iglf Neural Networks have more recently been usepredict
insolvency as they remove the need for identifyapgpropriate ratios, before a model is construct&slen the
variety of techniques now available for insolvenprgdiction, it is not only necessary to understtred uses and
strengths of any prediction model, but to undecstaeir limitations as well.

2.3 Multivariate approach

Beaver (1966) pioneered experimental designs fam@xng corporate failures using financial rati@eaver’s
univariate approach adopts ‘paired sampling’ f&reasing the accuracy of a variety of ratios. Hisliphed sample
contains 79 companies which failed during the yd®s4 to 1964 from 38 industries. Beaver concluties cash
flow to debt ratio is the single best predictor.wideer, models which focus on a single ratio arepfstic and
unable to capture the complexity of financial fedlu given that the financial status of a company
multidimensional and no single measure is ablepiwre all dimensions (Zavgren 1983).

S

Beaver's (1966) univariate approach was followedAttynan’s (1968) use of Multivariate Discriminannalysis
(MDA) to examine corporate failures. Altman selec@&3 publicly-traded manufacturing companies tlzled
between 1946 and 1965 and matched them to 33 caespasing a stratified random sample based on #ssiets
and industry. His MDA results (Z-score) using fifueancial ratios (WCTA, TATURN, RETAINTA, EBITTA adh
MKTCAPTL) correctly differentiated 94% of failed epanies and 97% of the non-failed companies with dae
year out from failure. Other studies that utilibe tMDA approach include Deakin (1977) and Blum @97These
studies inspired other researchers to utilize maitate techniques to predict corporate failurduding: logistic
regression analysis (Ohlson 1980) and recursiviigipaing analysis (Frydman, Altman & Kao 1985).

2.4 Multivariate Discriminant Analysis (MDA)

Discriminant analysis characterizes an individwal,a phenomenon, by a vector of variables whichstitute a
multivariate density function. The discriminant @ion maps the multidimensional characteristicshef density
function of the population’s variables into a onmensional measure, by forming a linear combinafioavgren
1983). The linear discriminant function is as falt

Zi=XA=a0+alXl +a2Xx2 +........... + anXn

Where; Z = discriminant score for the company
X = vector of n independent variables or chamastics
A = vector of discriminant coefficients

MDA computes the discriminant coefficients and sisléhe appropriate weights (cut-off score) whidt separate
the average values of each group, while minimizhmg statistical distance of each observation andvtn group
means (Altman 1993). By using the Z score and ffusapre, a company is classified into failed on+ailed
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categories.
2.5 Logistic regression analysis

Logistic regression analysis is equivalent to twodg discriminant analysis. The logistic procediite linear

logistic regression models for binary or ordinalpense data using Maximum Likelihood estimations$ @mmpares
the estimated samples using Wald chi-square. ThenlMian Likelihood procedure is used in an iterativanner to
identify the most likely estimates for the coefficis. The Wald statistic is used to test the hygmihthat a
coefficient varies from zero (Hair et al. 1998).

2.6 Recursive Partitioning Analysis (RPA)

Recursive Partitioning Analysis is a nonparamettéchnique, which minimizes the expected cost of
misclassification by a univariate splitting proceslu(Altman 1993). However, RPA does not provide the
probabilities of group membership, or a means ¥atuating the significance of variables.

2.7 Artificial Neural Networks (ANN)

An artificial neural network system (ANN) is a comer algorism which can be ‘trained’ to imitate tbellular
connections in the human brain (Hertz, Krogh & Ralmh991). It consists of a large number of intenemted
elementary processing units to compute data. Theonles processing results are derived from thdective
behavior of its units and are dependent on howutiies interact with each other (Altman, Marco & &Ho 1993).
By processing and evaluating the interactions gomplex set of prior data, a neural network attsnptassign
proper weights to the respective inputs to allow tfee correct deduction of the ultimate outcomeesknhinput
weights are aided by a ‘genetic algorithm’ optintima procedure, which simulates the model's prédicpower
under a large number of scenarios and allows tls¢ Wweighting schemes to survive and reproduce foora
generation to the next (Dorsey, Edmister & Johrk@8b).

Typically, prediction (forecasting) in ANN softwairevolves a three-stage process where:
(1) Decisions are made about what the input vaegahhd learning parameters will be.

(2) The network is trained using a subset of thta datil the average error between the forecastaractual value
is reduced to a minimum.

(3) The “trained’ neural network is used to test new variables aakienmproved forecasts.
The commonly used architecture of neural netwogkesyis used in insolvency prediction are:

(2)Multi-layer perceptron (MLP) with a ‘back-propatgon’ algorithm: The most popular ANN architectwrsed in
insolvency prediction (Perez 2006). This architectdeals with classification problems via a sigrabidr
‘squashing’ activation function:

OUT = F (X.W) = F(NET) = 1/(1+e —NET)
Where OUT = the final output of a neuron in thepatitayer
X = the input vector
W = weight vector ‘w’ between neuron ‘i’ in lay# and neuron ‘j’in layer ‘k+1’

(2) Kohonen's self-organising mapping: Unlike thé&®i(above) which reacts in terms of forecast (kich class
the company belongs to), the Kohonen’s map responigsms of classification (Perez 2006). For exemine map
will determine a certain number of classes andeiuibem to set up some groups on its own.

(3) Perceptron: is a single-layer neural netwoitk winary outputs. It is similar to a ‘back-propéign’ but does
not contain hidden layers (Rahimian et al. 199he Todel utilizes supervised learning and a naoatinereshold
unit: If NET output> Threshold, OUT = 1

Otherwise ouT=0
2.8 Multivariate approach versus ANN as predictoffnsolvency

MDA is one of the most popular techniques used foryaimg insolvency (Perez 2006). The main advantddgbeo
MDA approach to predict corporate failure is itsligbto reduce a multidimensional problem to aginscore with
a high level of accuracy. However, MDA is subjexiatnumber of restrictive assumptions. First, M24uires the
decision set which is used for distinguishing bemvéailed and non-failed companies be linearly ssga. Second,
MDA does not allow a ratio’s signal to vacillatepgading on its relationship with another ratio,set of ratios
(Ticehurst & Veal 2000). In practice, a ratio méynsl financial distress if it is higher or lowdran normal. These
problems together with issues such as, bias oberdata points, the multivariate assumption ofmadity and
equal group variance, may ensure MDA is unsuitethéocomplex nature, boundaries and interrelatipssbf
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financial ratios (Coats & Fant 1993).

Recursive Partitioning Analysis eliminates manytaf statistical problems attributed to discriminanalysis, such
as the distribution assumptions associated withnithependent or dependent variables. When pridygiitities and
the costs of errors are specified, the methodseik to minimize the costs of misclassificatione Kby assumption
for RPA are that the variables describing the grofipbservations are discrete, non-overlapping idedtifiable
(Altman 1993). There is evidence that the RPA medek superior to the MDA models although variatiam
accuracy were not marked (Frydman, Altman &Kao 3985

Logistic regression analysis has the advantage edfighless affected than discriminant analysis,whesic
assumptions, such as the normality of the variadtesviolated (Altman 1993). However, similar toisadiminant
analysis, their predictive power is time-sensitidsing linear discriminant analysis and logit asayHamer (1993)
recorded misclassification rates lower than woudd dxpected by chance, for each of the three yedos o
company failure. In the fourth and fifth year thesedels yield high rates of misclassification.

The advantages of Artificial Neural Networks isytht® not require the prespecification of a funciioform, or the
adoption of restrictive assumptions about the dtaristics of statistical distributions of the \adies and errors in
the model. By their nature, ANN systems are ableadk with imprecise variables and with model chesgver
time. They are also able to adapt to the appeamafmoew cases which represent changes in the isitugtltman et
al. 1993). However, reviews on the accuracy of alenetworks are mixed. Dorsey et al. (1995) ardna¢ ANN is
more accurate than RPA. Nag (1991) observes thé we ANN’s prediction error was less than withiltiple
regression models, the residual autocorrelationthefneural networks were higher, indicating thetfggmance
may not necessarily be superior. However, Odom &r&ihn (1990), Wilson and Sharda (1994), Altman (128l
Trippi and Turban (1996) all found ANN to be supeto MDA.

As with any system, ANN has its limitations. Théasgude (Altman et al. 1993):
(1) The learning stage can be very long.

(2) The system might not achieve a stable absehitémum configuration but might lock on local mirims
without being able to move to the optimum.

(3) The system might give rise to oscillating bebain the learning phase.

(4) When the actual situation changes significaotignpared with the situation implicit in the traigiexamples or
when the set of examples is not representativeeofdality, it is necessary to repeat the learpimase.

(5) The analysis of the weightings is complex aifficdlt to interpret. There is little network traparency in the
examination of the systems logic, making it difftdo identify the causes of the errors/defectiesponses.

Despite the long heritage of corporate failure mtezh modeling, there are disagreements over whitlos and
methods (multivariate analysis or ANN or hybridg @ppropriate for predicting corporate failure dimel accuracy
of results have varied considerably (Appendix 1).

This logically leads onto our three research qaastframed by the following hypotheses:

Hypothesis |: Financial ratios do have significanttliifferent predictive abilities for detecting faits of New
Zealand finance companies.

Hypothesis Il: The predictive accuracy of Altmdive ratios is superior to other financial ratios.
Hypothesis Ill: The predictive accuracy of ANN'e auperior to the MDA models.
3. Conceptual model

The successful completion of an analysis of insatyanvolves more than the selection of the cormeethodology.
This study’s focus is on the approach to modeldng, rather than simply the specifics of each négpe to
provide a broader base for model development, atiim and interpretation. This approach to modeding is
shown in Figure 2 while the conceptualized modelrisolvency prediction is presented in Figure 8siBally, this
study recommends a combination of both MDA and AlMNimprove the accuracy of corporate insolvency
prediction.

The lack of a comprehensive theory of insolvency tesulted in the selection of a variety of finahegriables in
insolvency prediction. There are disagreements bathler accrual financial ratios are appropriatepi@dicting
corporate failure because it lacks of theoretigatification (Scott 1981; Sharma 2001). Since weaty is both a
cash flow and balance sheet phenomenon, the usariables based on cash flows is theoretically alimg

However, Visclone (1985) argues that cash flow messcan be misleading because of managementity abil
manipulate the timing of the cash flows, such aspaging bills on time or reducing inventory beldesired levels.
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Alternately, management may inflate the cost oemwory to increase the measure of cash flows frperations
reported in the income statement. Such distort@wise more often in companies in financial dist(&sarma 2001,
Visclone 1985). Additionally, cash flow measuresndb contain any significant information over aaraccounting
information (such as accrual earnings) to discratérbetween insolvent and viable companies (Wat986). By
contrast, accrual earnings have information confebility to predict corporate failure) over andoab cash flow
measurements.

Financial ratios that are proven to predict insmbyeusing MDA then become the input to the ANN. THeP
(back-propagation) ANN’s architecture was choserabse it has been successful at predicting insoyvéflecher

& Goss 1993; Odom & Sharda 1990; Trippi & Turbar@@Pand the means for implementing it are readily
available.

Given that there is evidence that prediction modets sensitive to time period and distress sitnatiother than
those originally developed for (Perez 2006), theceptualize model allows for flexibility of datapmt and a wider
selection of ratios to improve insolvency prediotmr enhancing precision in the coefficient estesatMDA) of a
failed company as demanded for specific situatitins.not suggested, however, that managers sHoold solely
on the results of financial ratios when making diecis on the viability of a company. Managers sthaalso
consider macroeconomic variables that are knowrinfloence corporate insolvency. These macroeconomic
variables can serve as input to the knowledge bb® neural network systems to improve their jptec power
and include the rate of inflation, the annual gtowdte in real GDP and the unemployment rate. titiad, strict
corporate governance systems and strict conformatiatutory reporting should be in place. Effectbegporate
governance systems foster transparency and actditpteby ensuring their shareholders receive gyali
information about the company's performance anddihectors' stewardship of their assets. This @ssuhat
shareholders are able to exercise their powersltbdirectors to account.

4. Methodology

This study uses secondary data and hypothesiaddstiassess the relationships in a pattern ohdia&ratios of
failed and non-failed companies.

4.1 Sample Data were collected from companies that filed regeivership or failed during 2005-2007 (extracted
from the New Zealand registrar of companies). Dagm non-failed companies were derived from New|Zied
investment company’s financial statements overateounting period 2004-2007. The various corpdfiatncial
statements were collected from their respectivesites/brochures. Getting the needed transpareony financial
reports was not easy due to different company tiggppractices and changing regulations during pleisod. As of
2006, New Zealand migrated to the internationabanting standard. Overall, data were collected fd@irknown
failed companies and 35 non-failed companies. Hied company’s financial data was classified inote year
(t=1), two years (t—2) and three years (t—3) pca failure.

To reduce the number of independent variables ftwrlist of 36 financial ratios (Figure 1), thisidy follows the
method suggested by Leshno and Spector (1996) being

(1) Include all variables used in Altman’s (1968s&re model. However, one of Altman’s ratio's ESélotal
Assets) was not selected because of its inapptepsss to financial companies.

(2) Retain only one variable from each pair of aakés with a correlation coefficient >0.9.
(3) Exclude the variable with the greater numbemnisising values from each highly correlated pavasfables.

(4) If both variables have an equal number of migsialues, exclude the one that is intuitively tifed as less
relevant to insolvency.

4.2 Estimation of the discriminant model and assgseverall fit: This study employed a stepwise regression to
develop an optimal MDA model. The overall fit ofetlliscriminant function involves three tasks: @calating
discriminant Z scores for each observation, (igleate group differences in discriminant Z scoaes] (iii) assesses
the accuracy of the predictions for group member@Hair et al. 2000).

4.3 Assessing group membership prediction accurdoydetermine the predictive ability of the discrirnt
function, a cutting score and classification matmxhit ratio were predetermined. The samples afidet! into two
groups to validate the discriminant function thrioufie use of a classification matrix. One groug #malysis
sample, is employed for computing the discrimin@miction. The other group, the holdout samplegetsined for
developing the classification matrix. The indivildégscriminant scores for the holdout samples arepared with
the critical cutting score and classified as fobow

An individual is classified into group Aif Zn < EZand
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An individual is included in group B if Zn > Zct
where, Zn = discriminant Z score for the nth irndiisal
Zct = the critical cutting score
4.4 Measuring predictive accuracy relative to charithe formula for this criterion is: fRo= P’ + (1-p)?
where, p = proportion of individuals in group 1
1-p = proportion of individuals in group 2

4.5 Comparing the hit ratio to chance-based craeiihe accuracy of classification should be at I@&spercent
greater than chance. For example, if the accurbchance is 50 percent, the accuracy of classificaghould be
62.5 percent (i.e. 1.25 x 50%) (Hairal. 1998).

4.6 AnalysisData analysis in this study involved two stagé®e first deals with testing of hypothesis | andvhile
the second stage deals with hypothesis Ill. Hymithewas developed to determine the variables whie most
suitable for constructing an efficient model foegicting insolvency. To achieve this outcome, deds analyzed
using the SPSS statistical software package, vthermdividual discriminating ability of financiatios was tested
by comparing the equality of group means using $Vilambda and associatdéitest. This test compared the
difference between the average values of the ratidailed and non-failed groups. The test also parad the
variability of values within each group) The smaller the Wilks’' lambda, the greater tifieences between the
average values of the ratios in failed and noredagroups.

HO: py = o= ... =
Hi: g # po# .7

where, p;= mean of ratio 1 across the failed and non-fajenips
H2 = mean of ratio 2 across the failed and non-fagiemlips
k= mean of ratio k across the failed and non-fajeslips

If the value of the calculateB statistic is significant (F<0.05), the null hypetiis is rejected because there are
differences in the means of ratios across thedfated non-failed groups.

4.6.1 Testing of hypothesis Il: F values are usadiriterpreting the discriminating abilities of tledependent
variables. This is accomplished by ranking the ifiant F values. Largé- values indicate that an independent
variable has superior discriminatory power (Hgtial. 1998).

4.6.2 Second stage (testing of hypothesis Ill): éigpsis 1ll considers whether ANN is more accuthtéan MDA.

Initially, classifier of Alyuda Neuro Intelligencsoftware (variation of the ‘back propagation’ aigon) was used
to identify failed and non-failed companies in ANId its average accuracy recorded. The testingeguoe for
hypothesis Ill was as follows:

Ho: PMDA = PANN
Ha: PMDA = PANN
where, PMDA = the average accuracy of MDA
PANN = the average accuracy of ANN
(Note: the average accuracy figures are expressguokacentages)

The test of hypothesis Il was conducted (usingS§Rfy comparing thetest with the critical value of thestatistic.
The null hypothesis would be rejected if the alisoualue of the-test exceeded the critical value.

5. Results

5.1 Stage | (test of hypothesis | and Ajter examining variability in the ratio meansany variables were found to
be significant at the 0.05 level, indicating subtitd differences in variables between groups. HBhisws there is
significant variety in the ratios of failed and nfailed companies. These findings indicate thigpothesis I:
Financial ratios do have significantly differenteglictive abilities for detecting failures of Newakand finance
companies Hi: p1 # po# ...# iy Should be accepted as the means across all groep®tequal. So there is strong
evidence to support the view that financial ratieve different predictive abilities for detectirigancial failures
amongst New Zealand finance companies.

As early warning signals; four out of Altman’s (B)€ive financial ratios derived from financial s&eents one
year prior to failure, are the most accurate (lstrgevalues) for predicting corporate insolvencigiife 4, in bold).
This provides evidence to support hypothesis It tha Altman’s ratios are more superior in predigtcorporate
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insolvency in New Zealand. Other ratios that arée @b discriminate between failed and non-failedafice
companies in New Zealand were found to include DARA INTERAT, ROA and QUIRATIO. It was also found
that DERATIO and FAEQLTLI( italic) are not good predictors of corporate insolvemchéw Zealand.

This study also found that prior to failing compasitend to have the following:

(1) Low profitability, as indicated by their sigidéntly smaller EBITTA, RETAINTA and ROA.
(2) Higher leverage ratios, as indicated by thigificantly larger DARATIO and INTERAT.
(3) Less liquidity, as indicated by smaller QUIRSTI

(4) Lower asset quality, as indicated by lower WCTA

5.2 Stage Il (Test of hypothesis IIRreliminary findings suggest that satisfactorgutts (62% accuracy of
classification) were achieved with a MDA model gsitose four of Altman’s (1968) five financial magi which
were found earlier to be effective in predictingatvency in New Zealand, namely: working capitédt@assets,
retained earnings/total assets, EBIT/total asselsv@arket value of equity/total liabilities. Curtlnthis study is in
the process of optimizing the MDA model and ‘prgiithe ANN model (phasing out of neurons that aehie
similar performances to provide a simpler modelpthieve greater efficiency of prediction. Thisigades that
adopting ANN for insolvency prediction is more thogh and a creative process than earlier models .

6. Limitations of this study
This study has several limitations which may affeet accuracy of ANN and MDA including:

(1) Only data on a relatively small sample of fditompanies and non-failed companies was availbdglece, there
is some risk that the results have been affecteshbyple size.

(2) The companies were not selected at random.

(3) The data analysed in this study was obtainedh fpublic financial statements which may subjectrieative
accounting. Companies facing failure may distosirtipublished accounts and this will skew the issof the
model.

(4) Some corporate financial statements did natlaie figures on cash flow or operating expensbis Jtudy was
restricted to balance sheet and income statements.

(5) The MDA methodology violates the assumptiona@imality for independent variables.
7. Implications for further study

Future studies could use quarterly rather than araata, or analyse changes in the size of raties @ number of
time series. While this study’'s adoption of a stsgwegression analysis to reduce the number oables to
prevent over-fitting of data in the derivation sdmphas been effective, factor analysis could bedus future
research. Further research is needed to developrastetstand the model’s full potential. This iselikto include
using different neural network architectures sughhe |D3-assisted neural network and the SOFMs&skineural
network. An alternative method of estimation is ffaekknife’ method to produce unbiased estimatas the
probability of misclassification. This method inves holding one example out of the training set asidg the
estimated discriminant function to predict the agted example.

8. Summary

This study employed financial ratios for differetitng between failed and non-failed financial conmipa (non-bank)
in New Zealand. These financial variables werewerifrom the financial statements of both failed aon-failed
companies. Methodologies adopted included univatigts, MDA (stepwise regression) and ANN (bacipagation
algorithm). The univariate tests indicate thatefdicompanys’ financial ratios differ significanfiypm non-failed
companies. Failed companies were less profitaldeless liquid. They also had higher leverage rasind lower
quality assets. The results of the optimal MDA madédicate that the models are more accurate vatla dne year
prior to failure.
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Name of financial ratio Definition Symbol
Leverage
1) Equity market value to total debt Market capital/total liabilities MKTCAPTL
2) Equity market value to total assets Market capital/total assets MKTCAPTA
3) Equity market value to total equity Market capital/equity MKTCAPEQ
4) Debt to equity ratio Total liabilities/equity DERATIO
5) Debt to total assets Total liabilities//total assets DARATIO
6) Financial leverage multiplier Total assets/equity TAEQ
7) Fixed assets to equity & long term liabilities PPE/(equity + long term liability) FAEQLTL
8) Retained earning to total assets Retained earnings/total assets RETAINTA
Profitability
9) Return on assets Net income/total assets ROA
10) Return on equity Net income/equity ROE
11) Gross profit margin (Sales- Cost)/sales GPMARGIN
12) Net profit margin Net incomes/sales NPMARGIN
13) Operating profit margin EBIT/sales EBITSALE
14) EBIT to total assets EBIT/total assets EBITTA
Turnover
15) Working capital to sales (Current assets -current liabilities)/sales WCSALES
16) Inventory turnover Cost of sales/inventory INVETURN
17) Fixed assets turnover Sales/PPE FATURN
18) Total assets turnover Sales/ total assets TATURN
19) Equity turnover Sales/equity EQTURN
20) Inventory to sales Inventory/sales INVSALES
21) Receivables turnover Sales/account receivables RECETURN
22) Quick assets to sales (Cash + account receivables)/sales QUISALES
23) Current assets to sales Current assets/sales CASALES
Liquidity
24) Working capital to total assets (Current assets - current liabilities)/total assets | WCTA
25) Cash ratio Cash/current liabilities CASHCL
26) Cash to total assets Cash/total assets CASHTA
27) Cash to sales Cash/sales CASHSALE
28) Current ratio Current assets/current liabilities CCRATIO
29) Current assets to total assets Current assets/total assets CATA
30) Current liability ratio Current liabilities/equity CLEQUITY
31) Quick ratio (Cash + account receivables)/current liabilities | QUIRATIO
32) Quick assets to total assets (Cash + account receivables)/total assets QUITA
33) Inventory to current assets Inventory/current assets INVECA
Others
34) Interest expense rate Interest expense/total assets INTERATE
35) Interest coverage ratio EBIT/interest expense INTERCOV
36) EBIT Per share EBIT/ no. of shares EBITSHAR

Figure 1. Financial ratios for prediction of corgter failures (business performance)
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Financial ratios

Profitability Company status
eLiquidity *Failed
sLeverage *Non-failed
eTurnover

Test the predictive ability of ratios

Test the accuracy of predictions with MDA model

Test the accuracy of predictions between ANN and Mbddels|

J L

Conclusion

Construct an efficient insolvency prediction model
that can be used as a warning system for
predicting corporate failures in New Zealand.

Figure 2. Approach to corporate insolvency predictMDA and ANN
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Mactoeconomic
vatiahles
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Failed ws. non-
failed compatyy
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Figure 3. Conceptual model of insolvency predicfimnNew Zealand financial companies

Financial Ratio Wilks' Lambda| F-ratio Significance
Earnings Before Interest and Tax/Total Assets (HB)T 0.58 51.03 0.0000
Retained Earnings/Total Assets (RETAINTA) 0.61 £9.2 0.0000
Working Capital/Total Assets (WCTA) 0.70 24.67 Qo
Market Value of Equity/Total Debt (MKTCAPTL) 0.73 8136 0.0073
Quick ratio 0.76 16.33 0.0004
Interest rate expense (INTERAT) 0.79 13.55 0.0087
Debt to total assets (DARATIO) 0.81 15.10 0.0097
Return of Assets (ROA) 0.82 14.43 0.0124
Debt to equity ratio (DERATIO) 0.94 2.86 0.1921
Fixed asset to equity & long term liabilities (FAETL) 0.98 1.37 0.2321

Figure 4. Top and worst predictors of corporatelvency in New Zealand
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Appendix 1. Empirical results of prior studies

Researcher Model % of correctly classifig

Altman (1968) MDA 95%
Deakin(1972) MDA 97%
Altman, Haldeman and Narayand®77) MDA 93%
Ohlson(1980) LOGIT 96%
Nittayagasetwat, Tirapat and Withisuphakor$97) MDA, LOGIT 65%, 85%
Khunthong(2000) MDA, LOGIT, PROBIT 95%, 91%, 92%
Odom and Shardd 990) ANN, MDA 81%, 59%
Rahimian et al(1991) ANN, MDA 82%, 75%
Coats and Farit993) ANN, MDA 95%, 88%
Altman, Marco and Varrett@d 993) ANN, MDA 95%, 96%
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Abstract

Along with the development of market economy inr@hichain business has been turned into a guidiggnom
the last ring in the supply chain. Chain businessinomy of scale, economy of scope, and advantefjes
information and integration becomes more prominenter this condition, small- and medium-sized nfacturers
can adopt more flexible production and diversifiearketing strategy by means of combining with tetaidirectly.

Keywords: Chain business, Small- and Medium-sized manufect@uiding effect, Marketing strategy

According to statistical researches by the Departni# Commercial Reform and Development, Ministry o
Commerce of China, and China Chain Store & FraechAssociation, in 2006 the sales achieved by thel@D
China chain business reached 855.2 billion Yuaaljziag a year-on-year increase of 25 percent. Thajreatly
larger than the 13.7 percent increase of sociatwmption sales. The development of chain businedsesnits
position in social production circulation improvenstantly. And its strength in market is enhanajmgdually.
Especially comparing with other retailing modesainhbusiness has special advantages in opera#iththese
factors will exert deep effects on small- and medaized manufacturers’ production activities.

1. Advantages of chain business
1.1 The circulation value possessed by chain basiskow its guiding effects in the supply chain.

The circulation value of chain business chieflyuges on the value of time and the value of custaeiationship.
Generally speaking, in the whole process of comigofiom production to consumption, the time period
production is about 10 percent and that in cirétats about 90 percent. According to the law pfeiand value,
the circulation process is more important thanpgtagluction process. As far as the supply chain seaerned, it
was dominated by producers. Along with the develepimof market economy, over-plus becomes a common
phenomenon and circulation becomes the mastenelmvhole supply chain, the past was big produdiiod small
circulation. But now it is big circulation and sihptoduction. In a sense, production becomes agfaiitculation.
From 2001 to 2004, Wal-Mart is always No.l in tist bf world top 500 companies. It indicates thevedul
advantages of chain business.

Under the background of more severe market congetithain business possesses guiding advantaget® dieir
closeness to the final customers. They can make usesof the advantages to connect with customieestly,

attracting special customer groups, mastering gdakstomer resources, and constructing long-termomest
relationship. By this way, it can create favoratdaditions for chain business to create customkeresa With the
pre-condition of demand-driven dominance, chainrtess becomes the guiding ring instead of therlagtin the
supply chain.

1.2 Advantages of economy of scale and econoneppé $or chain business

Retailers can obtain not only advantages of econainsgale but also that of economy scope by turthiegnselves
into chain business. On one hand, centralized psiog and distribution can reduce the out-of-sfpogsibility as
much as possible. Unified advertising and markeitindpe market can help to construct the nice trafdétores and
brands that contribute to the decrease of costgshByway, economy of scale is realized. On thewtiand, chain
business can satisfy customers’ needs by theiragpbshops. The facilities and equipments in llops are shared
by all commodities. For example, costs of rentinigng, and training can be apportioned by manydpobs in the
shops. That is the economy of scope in a sens¢oi@ess can buy different products at the same ;stdneh can
save time and costs. And customers can feel momnweogent. China Chain Store & Franchise Association
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respectively takes ten domestic and foreign-fundhen stores whose sales exceed 2 billion Yuaraesples and
compare their scale of operations. According todat, the domestic chain companies can realizevarage of
sales of 5.5 billion Yuan, and have 73 stores &@dstjuare kilometers in average. In contrast, goréiunded chain
companies can realize an average of sales of lioh bruan, and have 52 stores and 620 squararidters in
average. Apparently, considering the economy desaad the economy of scope, foreign-funded chainpanies
have more advantages over domestic chain companies.

1.3 Chain business’ advantages in information amglabilities in integration

Chain business acquires effective information bfedint means and channels. After being chosercepeed,
integrated, stored, transmitted, and outputted,effective information will generate values andnfoa flow of
information values. With this base, chain business integrate all business resources, such assstuppliers,
consumers, human resources, and logistics. Therefoey can choose the most proper way to sendighe
product to the right consumer at the right time gght place. That is the chain business’ advargagénformation
mining and integration. This advantage needs stpgdnardware and software, namely information tetbgy
(supply chain management technology, spot arrangem@mmmodity display technology, type management
technology, and other electronic and internet imfation technology) and management experiencesn@asidea,
culture, training and evaluation system, organieti structure, etc.). Take the chain supermaretekample.
Information and Internet technologies are widelgdug its orders, purchases, storages, and opesatioalso has
auto information system, such as Point of Sale ({P8I8ctronic Data Inter-change (EDI), Electronil€r System,
and Efficient Consumer Response technologies, impgathe circulation efficiency greatly. From theperiences
of chain business in Japan, the introduction of FIO&s not necessarily mean a great increase &f Isaleéhe stock
has a decrease of 10 percent. Efficient ConsumspdRse system expands stores’ internal informatystem over
stores, realizing a wider labor division and coafien, achieving an overall management from produde
consumers, and improving the flexibility to a grdagree.

Diversification, individuation, and convenience #re most important factors that impact consunmigthases. By
integrating the arrangement of stores, the dispfagroducts, the purchasing environment, the sermiodes, the
types of commodities, and the business hours, dhamess can form a business mode that is righgdople’s life
style. Chain business tries to meet consumers'sedtt a flexible and effective organizational mpdealizing the
direct contact between retailers and consumers.

1.4 Advantages of chain business’ brand and image

Chain business usually has unified forms in arrenege, employees’ dresses, services, advertisirandst and
logos. Along with the increase of scale and qugntiie unified image of chain business will aff¢loe mass
gradually, which serves as a favorable social puldise for stores cultivating the common recognmjtiepeated
purchases, and brand loyalty. Under the conditibrmperfect market economy, fake or bad producevait at
present. Chain business must especially pay mtaet@min on their guaranteed credit and promisedeioto sustain
their image and fame in consumers. Studies shownthia Chinese consumers choose to purchase in biginess
is for their reliable quality and guaranteed crexdliginated from their large scale. Especially lasytwant to buy
some daily goods, such as milk power, biscuitsjkdii and batteries. Comparing with small retailéasge- and
medium- sized chain business has relatively a emplbssibility for customers buying fake or bad dmoFake
goods in any store will impact the whole chain hass system negatively. All the chain stores \aitlef up with
greater costs and risks than non-chain storesefidrer chain stores are more attractive in theipuhle to their
image and credit system.

2. Small- and medium-sized manufacturers’ marketingstrategy

Under the traditional industrial-capital-dominatshdition, production plays a guiding role in thariket. However,
today it becomes a commercial-capital-dominatedketaChain stores become the most energetic bissimede in
competition. This business mode can exert profoeffiects on manufacturers. (1) The life cycle ofducts is
shorter. The rapid development of information tetbgy and the changeable needs of consumers shbedperm
of new products’ research and development to a giegree. (2) The types of products increase atiraspeed. (3)
The requirement for delivery, quality, and pricénigher. (4) The expectation for products and sesvis higher. At
the same time, in the uncertain market compet#ive@ronment, the enhancing business competitios dotvn the
proportion of profits shared by manufacturers. Rgdhese changes and considering chain businegashtdes,
small- and medium-sized manufacturers must adaghe¢ochanges of marketing environment, adjustirgrth
marketing strategies, and seeking more spacebdorexistence and development.

Classify the operational modes of chain businessrding to their price of products, services, atacgs and
identify the characteristics of different modesk&al).

Small- and medium-sized manufacturers have to tiakse characteristics above into considerationaatopbt the
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right marketing strategies, if they take chain etoas their objects in marketing. Generally spegpksmall- and
medium-sized manufacturers usually adopt a lowepsitategy. Besides, as common or inferior suppliemall-
and medium-sized manufacturers should make caeefalysis on their products, prices, packages, speaitd
channels and that of their competitors. If inforimatfails to reach the right users, the stock withp at different
channels. As a result, channels can not send ¢f®t goods at the right time and right place effedyi And

manufacturers will lose the chance. Therefore,naalls and medium-sized manufacturers try to acquaieable
information of the market, they should pay morergibn on chain business and adopt their marketirggegies to
meet the needs of different operational modes @inchusiness.

2.1 Construct a co-operative supply chain with chbusiness and achieve mutual trust, informatioareshand
flexible production

Supply chain management, namely fast (customepprese chain, is a kind of integrated managemenkitig way
based on the common value chain of manufacturersl astailers. It is realized by the
competition-cooperation-coordination mechanism. okding to Harry, an American scholar, it is a fuocal
network structure that connects supply, manufactake, retail, and customers together. In China, rélationship
between manufacturers and retailers is steppimgargtage of competition and cooperation from tfidone wins
and one loses”. They depend on each other to & degeee. Retailers demand for lower purchasints @od faster
order-responses. Manufacturers demand for timetly edffective market information and support fromailets, in
order to arrange production and marketing sciesatiff. The supply chain is not based on one sleortrtransaction
but long-term cooperation and it pursues the géredfect. In a supply chain system, partners cachamge and
share information, transfer technologies, develeps products in cooperation, and integrate logist&sources,
which can help to decrease transaction costs apobira efficiency. The supply chain can facilitaempanies to
cooperate closely and create more added valuesufstiomers, which will enhance companies’ competence
industries.

According to a research on the commercial and imdiliselationship in China performed by China Ch&tore &
Franchise Association and Price water house Coppeeslers have different stresses on the timedgict, and right
delivery of orders, and the timely callback of reeed goods. The degrees are respectively 97 pexoen85 percent.
Investigations show that most domestic small- aredliom-sized production companies are not good pplgu
chain management. Problems in retailing compardesdinating supply chain management are extrermezipiss.

In China, industrial and commercial companies haneay serious problems in information exchange dvades
Inefficient information exchange causes an increzsstock in channels, which will break the closmmection
between sales and production. As a result, praoluetnd sales can not deliver the right goods atigié time and
right place effectively. And manufacturers will éothe chance and the needs of customers can reattiséed. It
indicates the important position of information han production and marketing. In such a sale4pctdn
business pattern that focuses on retailers, althoetgilers possess information of customers, @sdwt necessarily
mean they prefer to share the information with hBractices show that the production informapoovided by
manufacturers is also vital. Therefore, manufactuend retailers can share the information of satexks, and
design by electronic data interchange (EDI). Bys thiay, it may help to generate new valuable comialerc
information that benefits both.

Generally speaking, manufacturers are at an infeoeition. From the angle of manufacturers’ indésesmall- and
medium-sized manufacturers should discard the mfeéconflict interests between industrial companiasd

commercial companies”, and trust in retailers,nigyto adapt themselves to market changes with fresible

manufacturing system by cooperating with retailers.

2.2 Adopt diversified strategy considering the elaseristics of chain supermarkets that usually tecat different
regions and have multi-level customers.

Chain supermarkets chiefly have two developmentaspdamely the scale development and the indivichtain

development. Large-scale chain supermarkets ptingugcale development. Small- and medium-sizechcttares
focus on flexible and diversified individualizatiofhey are different in allocation of regions, &rgustomers,
prices, and logistics. As far as the small- andiomaesized manufacturers are concerned, it is inptesfor them
to meet the requirement of retailers. In orderamgnore spaces for existence and development,hiérey to take
different customers’ preferences (including spatastes, and incomes) in chain supermarkets intsideration,
and use combined marketing strategies and flexilotersified business strategies to adapt themseivethe
requirements and changes of chain supermarkets.

2.3 Reduce middle rings of circulation and try tmeect with retailers directly.

In more than one decade years, although China le@epsforming the circulation system, problems oferings in
wholesale, long circulation time, and high cost# exist. According to the W/R ratio (the ratio @fholesale to
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retailer) that can be used to evaluate the lenfgtirailation path, it was 4.65 in 2001, exceedingny times of the
number in developed countries. To simplify the&éon is the trend. In recent years, the numberimlesalers is
decreasing in America and Japan. The worsen bgsermesronment serves as a great challenge fondkterce of
wholesalers’. At the same time, the developmeiifofmation technology questions the informatiovattages of
wholesalers. Manufacturers and retailers choosentact and cooperate with each other in trangadii@ctly. In
order to decrease costs and stocks, retailers thesldevelopment of logistics, which changes théiticmal
relationship between wholesalers and retailers.siealy distribution becomes more and more importent
circulation. The market is under the control ofailers. Statistical data show that 80 percent obledalers are
engaged in both retail and wholesale. And theirledales merely account for 20 percent of theiriimeoTherefore,
it is an important way for the small-and mediumediznanufacturers to reduce rings in circulation esrtact with
retailers directly.

3. Conclusion

Chain business has a gradually-improving positiothe social production and circulation field. ttsrket power is
enhancing. Comparing with other business moddsgstmore prominent advantages. In detail, the dhasness
has been turned into a guiding ring from the lagg in the supply chain. Its advantages in the enpnof scale and
the economy of scope become more significant. nitsrination advantages, capabilities of integratiganeral
images, and brands are more attractive for custniteis a must for small- and medium-sized martufacs to
adopt flexible strategies to seek for existencefartier development in front of the powerful chaimsiness.
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Table 1. Chain business’ operational modes andtr&eting strategies

Operational Product _ _
Service Price Place
mode Width Length Depth | Association
Super market Medium High Medium Medium Less Low Medium
Discount ) )
Medium High Low Low Less Low Far
shop
Storage shog Medium | Medium Low Medium Less Low Far
Convenient ) . . .
h Medium Low Low High Medium | Medium Near
shop
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Abstract

Based on the date from China’s high technologyissieg, this paper compares the competitivenessigi
technology enterprises of three different region€hina from the three angles for judging the cditipeness of
enterprises, respectively, the indicator valuethefcompetitiveness of sizes of enterprises, tiedtor values of
the competitiveness of management of enterprisebsthee indicator values of the competitivenessnbiation of
enterprises, analyzes the reasons from the pergpaift regional economic development, enterprigeovation
strategies, and human resources, and put forwamsures to buildup the competitiveness of highrtelclyy
enterprises in China, which are to implement thatasgy of utilizing knowledge to create fortune,etthance the
cooperation among industry, academia and rese&scimprove policies and regulations, and to setsepvice
system supporting the growth of high technologemrises.

Keywords: High technology enterprises, Competitiveness aérpmises, Regional comparison
1. The comparison of the competitiveness of highdknology enterprises of three main regions in China

The tractive function of high technology industriis regional economic innovation capacity is insiagly
prominent. By comparing the differences of the stalicompetitiveness of high technology enterprisegarious
regions, the reasons for the generation of therdiffces will be found out and measures will bertakeimprove
deficiency so as to raise the competitiveness g echnology enterprises in each region. Basetth®mlate from
China Statistics Yearbook on High Technology Ingu$2006) and from the three angles for judging the
competitiveness of enterprises, namely, the comiymtiess of sizes of enterprises, the competitisenef
management of enterprises, and the competitivenEssnovation of enterprises, the competitivene$shigh
technology enterprises in three regions, eastgiomemiddle region and western region, is compakdease refer
to Table One to see the static comparison resdéatf of the three regions of 2005.

Explanation for the computation of the indicators:

(1) The division of eastern region, middle regiord avestern region: eastern region consists of igijifianjin,
Hebei, Liaoning, Shanghai, Jiangsu, Zhejiang, RyjBhandong, Guangdong, Guangxi and Hainan; migdjien
consists of Shanxi, Inner Mongolia, Jilin, Heilolagig, Anhui, Jiangxi, Henan, Hubei and Hunan; westegion
consists of Chongging, Sichuan, Guizhou, YunnazaXg, Shanxi, Gansu, Qinghai, Ningxia and Xinji§8tate
Statistical Bureau, 2006)

(2) The computation formula for the second clasicators:

The average gross output of enterprise=the grogsibof enterprises of the year/the number of enises of the
year

The average value added of enterprise=the grose ealded of enterprises of the year/the numbentefgrises of
the year

Sales profit rate=the gross profits of enterprisfethe year/the gross sales income of the entepo§the year

The velocity of fixed assets=the gross sales insoafienterprises of the year/the average net \@flfized assets
of the year

Value added rate=value added of enterprises ofd¢agthe gross output of enterprises of the year

The input intensity of R&D capital=the gross inrexpenditure on R&D of enterprises of the year/thasg sales
incomes of enterprises of the year

The input intensity of R&D personnel=the convertsgliivalent time of full time work of R&D personnef the
year/the total number of enterprises of the year

The input intensity of technology introduction=(tlexpenditure of enterprises on introducing techgie® +
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expenditure of enterprises on technology transfaonat+ expenditure of enterprises on digesting attcacting
technology + expenditure of enterprises on purcigagchnology) of the year/the total number of gmises of the
year

The patent application rate=the total number oémgmises who apply for patents of the year/thel tatenber of
enterprises of the year

The expenditure rate of new product developmenssyexpenditure on developing new products of eriserp of
the year/the gross sales incomes of enterprisee gfear

The expenditure input rate of enterprise on sciemzktechnology activities=the total sum of capitaénterprises
in the expenditure raised on science and techndbyggnterprises of the year/expenditure raisedonse and
technology by enterprises of the year

The output of new products=the gross output of mewducts of enterprises of the year/the total nurdfe
enterprises of the year

The sales rate of new products=the gross incomeasewf products of the year/the gross sales incordkeo
enterprises of the year

The paten holding rate=the total number of patergated and held by enterprises of the year/tta¢ noimber of
enterprises of the year

The comparison result shows that: in 2005, withardgto the competitiveness of the sizes of higthrietgy
enterprises, the eastern region evidently keptaabéaniddle region and western region in enterpnismber, gross
output and value added; among the three second-tid&ators of the competitiveness of managemérttigh
technology enterprises, except that the velocitfixel assets of the eastern region kept aheadhtbe regions did
not vary a lot in sales profit rate and value addsd; as for the innovation capacity of entergrighe capacity of
innovation input of the western region kept ahehthe eastern region and the western region; teeearegion
kept ahead of middle region and western regiorhédapacity of innovation implementation and thpacity of
innovation output.

1.1 The competitiveness of the sizes of enterprises

In 2005, the number of high technology enterprisesastern region was 13721, accounting for 78.8%ewhole

nation, and the average annual output per enterprzs 224 million Yuan; the number of high techgglo
enterprises in middle region was 2321, accouniind 8.2 % of the whole nation, and the average alnowtput per

enterprise was 90 million Yuan, for which the eastegion was 2.5 times of the middle region; thenher of high

technology enterprises in the western region was1d8counting for 8.5 % of the whole nation, anel &iverage
annual output per enterprise was 102 million Ydanyhich the eastern region was 2.2 times of tketern region;
Seen from the total number of enterprises and ¥hege annual output per enterprise, the compatigiss of high
technology enterprises in eastern regions kegitfaad of that in the middle and western regions.

1.2 The competitiveness of the management of eisesp

The sales profit rate of the eastern region wa%4tthe middle region 5.3%, and the western regi8fo4 in which

the middle region was better than the western asteen region. The velocity of fixed assets ofehstern region
was 4.87 times/per year, the middle region 2.3&diper year, the western region 1.96 times/per, yearhich the
eastern region was evidently faster than the middte western region, and the eastern region wagctgely 2.1
times and 2.48 times of the middle region and wastegion. The value added rates of the eastemidleniand
western region were respectively 22.5%, 33.1% &h@9%8, in which the western and middle region weaghér

than the eastern region.

Analyzing from the three second-class indicatorshef competitiveness of management of enterpresegpt that
the velocity of fixed assets of the eastern regias evidently faster than that of the middle andtem regions, the
high technology enterprises in middle and westegion was better than that in the eastern regighdrother two
indicators. Analyzed from the three indicatorste tompetitiveness of management of enterprisesvasole, the
high technology enterprises in eastern, middlevaestern regions varied little in this aspect.

1.3 The competitiveness of the innovation of enterg
1.3.1 The technology innovation input of entermise

The competitiveness of high technology enterprisemainly determined by whether this enterprisespsses
technology resources of high level, human resoundesare of high intelligence and innovation capaeind solid
capital source. (Huang, 2002) The innovation cdpadi enterprises is determined by the enterpriggait in
innovation. Under the same condition, the moreetierprise inputs in technology innovation, the entbre output
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may be. The technology innovation capacity incluthescapital input intensity in R&D, the input ingéty in R&D
personnel and the expenditure input intensity arrtelogy introduction, etc. With regard to the tapinput
intensity in R&D, the western region was 2.1%, nedeegion 1.3%, and eastern region 1%, in whichvwhstern
region was evidently higher than the eastern amltiimiregions. The capital input intensity in R&D $Hanxi and
Sichuan respectively accounted for 41.3% and 38%hefross input of the western region and the satiom of
Shanxi and Sichuan accounted for 79.3% of the grgmst of the western region in 2005. As a regtl, input of
Shanxi and Sichuan was in leading position in testern region and the capital inputs in R&D in jpmogs in the
western region were severely imbalanced.

The input intensity of R&D personnel in easternddté, and western regions were respectively 8.650pe per
year per enterprise, 12.62 persons per year perpeise, and 17 persons per year per enterprisethich the

western region was almost 2 times of the eastggiome The input of R&D personnel in Shanxi and Sesh

together accounted for 75.6% of that in the westegion in 2005. The expenditure input intensitytechnology

introduction in 2005 in the eastern, middle andtemsregions were respectively 1.5 million Yuantéeprise, 1.6
million Yuan/enterprise and 2.3 million Yuan/entesp, in which the western region was far highantthe average
value of enterprises in the middle and easterronsgiThe expenditure input on technology introdurcin Shanxi,

Sichuan and Chonggqing altogether accounted for G&¥tat in the western region.

To sum up, to analyze from the date of the capaafitinnovation input in the three regions, highhealogy
enterprises in the western region were evideniér than those in the middle and eastern regiorke input
intensity of R&D capital, R&D personnel and the emgditure on technology introduction, but the injewels of the
provinces in the western region were severely iariz@d. The input in the western regions concetiat&hanxi,
Sichuan and Chonggqing.

1.3.2 The capacity of innovation implementatiorenferprises

The capacity of innovation implementation of entigs is the capacity of enterprises under the igeerof
guaranteeing innovation input, to transform theoiration assumption into design principles, new potsl and
production prototypes, including research and dprakent capacity and production capacity, etc. (Z45) ,
whose specific indicators include patent applicatiate, expenditure rate of new product developreqenditure
input rate of enterprises on science and technobagiyities, and the bringing into production rafecompleted
projects. The patent application rates of the easteniddle and western regions were respectivel@6 1.
item/enterprise, 0.5 item/enterprise and 0.73 iatetprise, the number of which in the easterroregias more
than that in the middle and western regions. Cemsid that the total number of enterprises in thgtern region
accounted for 78.3% of the whole nation, the atsalumount of patent application by enterpriseshin @éastern
region was far higher than that by enterpriseshan middle and western regions. The expenditures ratenew
products development in the eastern, middle andenresegions were respectively 1.2%, 1.5% and 2i2%hich
the western region was evidently higher than thedimiand eastern regions, while the expenditureesn products
in Shanxi and Sichuan altogether accounted for93®mPthat in the western region.

The expenditure input rate of enterprises on seiegued technology activities demonstrates the positiand
functions of enterprises in science and technokdivities. In developed countries in the west, itein body of
technology innovation is enterprise and in expemdiinput and use, enterprises occupy absoluteristipe This
indicator can examine and check the marketizatfanrmvation of enterprises. In 2005, the expenditnput rates
of enterprises on science and technology activitiesastern, middle and western regions were réispBc89.6%,
77.5% and 62.4%, which decreased in turn and amdnich the eastern region was the highest, 17.2%ehithan
that in the western region. This shows that theh Higchnology enterprises in the eastern region e@mpht
knowledge innovation production mode which candliyecreate fortune, centering on the creation atepts (the
absolute amount and comparative indicators of patpplication in the eastern region were far highan that of
high technology enterprises in the middle and wastegions). The mode in the eastern region isemtld different
from those of the middle and western regions whplément knowledge innovation modes which pursues th
leading international level centering on the caratdf thesis papers internationally embodied. (Zt2095) The
bringing into production rate of completed projeictsarnates the level of enterprises in the capatiinnovating
production. In 2005, the bringing into productiates of completed projects in the eastern, middt vaestern
regions were respectively 45.91%, 45.43% and 37,568ich shows that eastern region and western megere
equal in the capacity of innovation implementatom were both higher than that of high technolaggmprises in
the western region.

To sum up, in the indicator of the capacity of imation implementation, except that the westernorediept ahead
in expenditure input rate of new product developm@ut imbalanced within the region), the eastezgion
evidently kept ahead of the western region andhtielle region in paten application rate, expenditaput rate of
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enterprises on science and technology activitiestha bring into production rate of completed petge What is
more, through comparison and analysis, we can tfiad the eastern region implements knowledge intmva
production mode which can directly create forturetering on the creation of patents, which isenity different
from those of the middle and western regions whplément knowledge innovation modes which pursue the
leading international level centering on the cr@atf thesis papers internationally embodied.

1.3.3 The capacity of innovation output of entesgsi

The capacity of innovation output of enterpriseeneto the capacity of enterprises to innovatarietogy so as to
decrease costs, create markets and generate inemmesflects the economic profits and technoladyaacement
brought by the technology innovation.(Ge,2005) #imy includes the income capacity of new produtis, sales
capacity of new products, and the market occupgagacity of new products and the specific indicatolude the
output of new products, sales rate of new prodaats patent holding rate. The capacity of innovatiatput is the
significant indicator to weigh the capacity of eptises to create fortune and contribute to sociBtg innovation
capacity of enterprises incarnates itself through ¢apacity of innovation input and the capacityinsfovation
implementation and ultimately through the capaoftynnovation input. (Yang, 2007) In 2005, the aufpof new
products in eastern, middle and western regionse wespectively 46 million Yuan/enterprise, 20 roifli
Yuan/enterprise and 30 million Yuan/enterprise. @terage output of new products of high technokagerprise in
the eastern region was 2.3 times of that of thedlidegion and 1.53 times of that in the westegiore The
differences among the three regions were large.shbe rates of new product in 2005 in the easteiddle and
western regions were respectively 20.4%, 13.8% &%, for which the western region was the hightst
eastern region in the middle position and the neid@igion the lowest. However, the incomes of safesew
products of Sichuan in the western region accoufulei3.2% of that in the western region and actedifior 78%
of the western region together with that of Shatixtan be evidently seen that the sales of newlymts of high
technology enterprises mainly concentrate in Siohighanxi and Chongging. The patent holding rafeth®
eastern, middle and western regions were respictid®e42 item/enterprise, 0.2 item/enterprise and
0.3litem/enterprise. Through analysis, it can hedoout that the patent holding rates in the eastaiddle and
western regions is highly related to the outpute products.

In conclusion, judging from the capacity of innawatoutput of enterprises, the high technology gmtees in the
eastern region were far higher than those in tltlllmiregion and western region in the output of pesducts and
patent holding rate, which reflected that the céscof high technology enterprises in the eastegion in
exploring market, creating technology and innowatétonomic profits were far better than those i itiddle
region and the western region.

The result of the comparison of the competitiver@dsigh technology enterprises in the three regiftom the 16

indicators of the 3 dimensionalities makes cleat the high technology enterprises in the eastegiom were

evidently higher than those in the middle regiod amstern region in the competitiveness of thessifenterprises
and the competitiveness of innovation of entergrisénile the competitiveness of management of prisas of the
three regions varied little. Considering that theovation capacity of high technology enterpriseshe key and
core indicator of capacity, the comparatively highovation capacity of high technology enterprigethe eastern
region forms the superiority of the competitivene$ssizes. In the comparison of the three regiths, middle

region, except that it was almost equal with thetea region and western region in the competitigsnof the
management of enterprises, fell behind the eastgion and western region in the competitivenessizafs and the
competitiveness of innovation capacity, so the teiddgion is of the weakest position in the develept of high

technology enterprises and measures shall be tal@der to keep up with the other two regions.

2. Analysis on the reasons of the differences of ropetitiveness of high technology enterprises in thtéhree
regions

The main reasons for the formation of the diffeemnof competitiveness of high technology enterprieghe three
regions are:

2.1 The differences of regional economic developméoences the competitiveness of enterprises

From the economic development condition of Chirae tastern region possesses comparatively advanced
technology and abundant capital basis, while thadhairegion and the western region are weak irethes aspects,

for which China implemented imbalanced developnstrdategy of regional economy which gradually depetb
economy from the east to the west in 1980s andsl990der the instruction of this strategy, Chinglemented
many preferential policies for regional developminthe eastern region, resulting that the econgrowth speed

in the eastern region gradually exceeded thatémitddle and western regions. Attracted by betteornes, more
opportunities to find jobs, and capital profit, hamresources and capital flowed to the west irelamount. As a
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result, the economy center of gravity moved towatds east and the high technology enterprises eénetistern
region rapidly grew up and developed fast. The éashomic development laid a solid material fouiwator the
eastern region to carry out technology innovatiprgvided the eastern region with the capacity togointo,

explore and utilize persons with ability, technglagnd key equipments to carry out technology intioa and
further enlarged the distance of the eastern ragitinthe middle and western regions.

2.2 From the persons with ability and the key reseuhat determines the competitiveness of highntaogy
enterprises, there exists certain gap in the stoeagount of human resources in the three regiomsaiter judging
from the comparative sizes of education or fromfgssional technicians. Persons with ability are ¢bee in
technology innovation activities and the discovéiy.grasp innovation chances needs piloting persdtisability
and of high makings; the research and developnhvitees need technicians of high makings; thasfarmation
of development fruits need personnel of high makirsyiccessful market exploration needs marketingpps with
ability and of high makings; the organization, axistration and assisting of innovation activitiesed piloting
persons with ability and management persons witlityaland of high makings. The reform of sciencedan
technology system in the eastern region is deeprapared with that in the middle region and westegion and
the prospective of science and technology polisesomparatively stronger. Most of the enterprisethe eastern
region can provide loose environment for workergntmvate, can select talents of innovation type put them in
important positions, can share innovation fruitthwihe innovators, and adopt flexible person usiygfems; at the
same time, inside the enterprises, there forms mam @ulture atmosphere for innovation which enharbe
cohesion power of enterprises towards their worlegrd the attraction power of enterprises to theidet these
reasons altogether lead persons with high techpolegels and administration talents of high makirtgs
continually flow from the middle and western regidio the eastern region, which has accumulated soliman
resources for the eastern region to innovate tdoggiand led the middle region and western regiorsigort of
innovation talents. Persons with ability are thg k& enterprises to realize technology innovati®he lack of
persons with ability, particularly the lack of pans with high technology, is the main reason fer deeficiency of
innovation capacity and weakness of competitiveméssiterprises in the middle and western regions.

2.3 The influence of knowledge development strategy

There are two kinds of knowledge production modase is to pursue the leading international leveltedng on
the creation of thesis papers internationally endgbdThe other is to directly create fortune, centeon the
creation of patents. Whether a region uses its ledye recourse in knowledge production to purseeléhding
international level or to directly create fortuneeds direct influence on the its technology inn@mm and the
industrialization of high technology and furthefluences its economic growth speed. The directibthe latter
knowledge production pays more attention to thekaravalue of knowledge and through technology iration;
this mode can directly transform knowledge producinto market profits for enterprises. The hugeesiority of
the eastern region in patents is just the resuthigfkind of knowledge resource collocation. Altigh there are
many science and resource institutes and highecaéidn colleges in the western region (such as »8han
Chongging, Sichuan and Gansu), there lacks cooperatmong enterprises. The western region adoms th
knowledge production mode which pursues the leadimgrnational level, which directly influences the
industrialization level of its high technology. Thdferences of knowledge development strategied iato such
situation that the eastern region is evidently &igihan the middle and western regions in the iation output of
high technology enterprises.

3. The countermeasures for raising the competitiveess and innovation ability of high technology entgrrises
in China
In order to realize the sustainable developmeategy, the competitiveness of high technology emiggs in China,

especially their innovation capacities, must beedi The corresponding countermeasures that caddpged are
mainly as follows.

We should implement “directly create fortune” kneddje strategy, urge enterprises to quickly facertaekets and
to become the innovation main body in exploringkets and pursuing fortune. The details includst fiwe should
make enterprises the main body of research andagewent. The innovation and development jobs aralgna
carried out in enterprises, so we should encousagesupport the qualified high technology entegxito set up
and improve their technology researches and dewedopcenters, closely combine industry, acadendaresearch
projects with technology centers, reform the emgsticience and technology system, push entergosesnstruct
research and development institutes together widnee and research institutes, encourage entespiascooperate
with science and research institutes in multi-cledsto participate in science and technology frirassformation
and the industrialization of high technology. Setowe should make enterprises the investment madly lin
innovation, and establish innovation investment &indncing mechanism and system of multi-channeith w
38



International Journal of Business and Management Januag0g

enterprises as the investment main body. Third,stveuld make enterprises the distribution main bwdyhe
innovation profits and grant enterprises the righfteely distribute their innovation profits.

The cooperated innovation among industry, acadamigresearch shall be enhanced. Enterprises sbather with

high schools and science and research instituteg cat technology transfer, cooperate in reseatobperate in
development, entrust in development and constrstenterprises. A new type of cooperation mechabased on
industry, academia and research, supported bypeisies and piloted by government shall be consductVe

should scientifically apply the piloting functiof government actions and centralize necessaryieslicapitals and
persons with ability for the cooperation of indysacademia, and research and provide conditiorcsaseopically.

With regard to cooperation distribution mechanisme, should quicken enterprises to participate irrassh and
development, shoulder expenditure on research awdlabment, and what is more important, we shoetidHe

research and development notice the need of indliztion so as to avoid mistakes.

The government shall establish and improve innowagiolicies and regulation system, enhance the oregpical
piloting and monitoring by the state and acceletlageestablishment of technology innovation sysaieh operation
mechanism for it. At present, the policies, redafet and various measures for technology innovatidbhina are
imperfect. Therefore, the government can start fidoing researches on the actual conditions, prablamd
obstacles in the innovation encountered by highrtelogy enterprises and then formulates and perfiegevant
policies and regulations. In addition, the governtrghall formulate long-term plans and centraliggain amount
of capital to overcome difficulties in innovatiomdito be applied to key technology of great sigaifice. The
government shall further enhance propaganda sw i@se the innovation consciousness of the whmteety, plan
the innovation system of high technology of the lghmation, push the cooperation among industrylemwea, and
research, and pilot in the cooperation among ernsexqy make use of policies of exemption from taxax and
equipment renovation, encourage enterprises taimthemselves, set up risk investment funds anduzage the
industrialization of high technology.

We shall improve the socialized service systemttier growth of high technology enterprises. Thropgbviding

high technology enterprises with consulting, infation and training, the socialized service system jpush the
high technology enterprises to carry out innovatativities and drive enterprises to grow. Thisaisuccessful
experience from the industrialized countries. Sitiee opening up and reform of China, Chinese gawent has
done many jobs on providing high technology eniegsr with consulting, information and training seeg, but
there are still many problems to be solved, sucthedack of general planning, imperfectness ofisersystem,
insufficiency of support intensity. Henceforth, gowments of various levels shall enlarge their stipptensity and
further improve the service system for the growfthigh technology enterprises.

This paper is one of the research achievementseoptojects subsidized by the open-type funds “iHResearch
Center for the Enterprises Competitiveness ”, taebase for humanities and social science of Hplmriince.
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Table 1. Table for the General Comparison of thengetitiveness of High Technology Enterprises int&as

Middle, and Western China of 2005

First Class ) Eastern Middle | Western National
. Second Class Indicators ] ] ]
Indicators Region Region| Region Average
o The number of enterprises: number/% 13721/182321/13.2| 1485/8.5 17527
The
Competitiveness Average Gross Output: 100 million Yuan / 224 0.9 1.02 1.96
of Size of enterprise ' ' ' '
Enterprises Averaqe Value Added: 100 million Yuan/ 051 03 0.34 0.46
enterprise
The Sales Profit Rate: % 4.1 5.3 4.3 4.2
Competitiveness Velocity of Fixed Assets: times/year 4.87 231 1.96 4.34
of Management
of Enterprises Value added rate: % 225 33.1 33.2 23.6
The Input Intensity of
R&D Capital: % 1 1.3 21 1.1
The Input Intensity of
The Capacity of | R&D Personnel: person 8.65 12.62 17 9.88
Innovation Input | per year/enterprise
The Input Intensity of
Technology 0015| 0.016| 0.023 0.016
Introduction: 100
million Yuan/enterprise
Patent Appll(?atlon Rate: 1.06 05 0.73 0.96
item/ enterprise
Expenditure Rate of
The Innovation New Product 1.2 15 2.2 1.2
Capacity of The C v of Development: %
; e Capacity o
Enterprises [nnovation The Expenditure Input
Implementation Rate of Enterprises on 896 775 62.4 86.4
Science and Technolog
Activities: %
The Bringing into
Production Rate of 45.91 45.43 37.56 44.51
Completed Projects: %
The Output of New
Products: 100million 0.46 0.2 0.3 0.4
Yuan/enterprise
The Capacity of
Innovation Output The Sales Rate of New 20.4 13.8 30.2 20.4
Products: %
The Patent Holding 0.42 0.2 0.31 0.38

Rate: item/enterprise

Source:China Statistics Yearbook on High Technology Ingu&0060, edited by State Statistical Bureau, Natfion
Development and Reform Commission and Ministry @i&Bce and Technology, published by China StasiRiess

in September 2006 in Beijing.)
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Abstract

Foreign direct Investment (FDI) has played an irtguar role in the development of the economy of Pamples
Democratic Republic (Lao PDR or Laos) in recentadies. Economic transition of Laos to a market-drive
economy has attracted international investor atteniThis paper examines the trends of foreigntahpiflows to
Laos as they increased since the promulgation ¢fi&@in 1988. The paper also describes the seusod types
of FDI in Laos. The sectoral, provincial and legygde distribution of FDI in Laos are investigatedrinally, the
paper provides an overview of the trends and pettef Australian investments in Laos.

Keywords: Foreign direct investment, Lao PDR, ASEAN, Ausaallewly industrialising economies
1. Historical Background of Foreign Direct Investment in Indochina

FDI in Indochina (Laos, Cambodia and Vietham) ddi&sk to the period of European colonial rule. Hdtttime,
Indochina opened up for international trade andstment by the countries that colonised them. Tingean
nations were searching for investment opportunitresvhich to source inputs and invest into new retsk
Initially, the European business activity focused small trading, but industrial revolution made theed for
resources in the new markets and foreign invessnerithe French was the main investor in Indochiegion
between 1887 and 1953 (Freeman, 2002) (Note 1)

France’s FDI in Indochina prior to 1990 appearetidwe been insignificant (Linbald, 1998, p.13). arge’s first
major FDI in Indochina-Vietham was in communicatiomning activity, followed by trading firms, rubband tea
plantations and processing, and textile compar@edi§, 1942, republished 1976). The French comsii¥ietnam
as a trade link to the huge Chinese market (Murt880). By 1937, Indochina received a total FOloiw of

US$302 million. In terms of sectors, the servicestar was the major investment sector, followedAlgyiculture

(32 per cent), mining (16 per cent) and othersp@6eent) (Callis, 1942).

The 1920s experienced a boom in the mining activitijndochina.  With respect to Laos, tin miningsathe only
business sector that received an interest undefrinech colonial rule (Stuart, 1995, pp.135-136)At that time,
France was the major investor in Laos. By 1930utl97 per cent of all investment in Laos was fierance
(Linbald, 1998, pp.14-19). Indochina has experidnaerapid change in FDI activity in the mid 1980kew the
countries began their economic transitions.

2. Trends in Foreign Direct Investment in Laos

The focus of this section is on inflows of FDI tads during the country’s economic transition frorneatrally
planned economy to a market driven economy. Thea da FDI inflows into Laos were obtained from the
Department of Domestic and Foreign Investment af POR (DDFIL) and span the period 1988 to 2004.e Th
FDI data are recorded in U.S. dollars (Note 2).

At the beginning of Laos’ economic reforms FDI avils to Laos were small. According to the DDFIL @2Q
inflows of FDI to Laos were US$2.7 million in 1988Figure 1 depicts capital inflows to Laos durihg period
1988-April 2004. Foreign investment inflows to lsastarted to increase in the early 1990s. Accgrdm
Freeman (2002), the early 1990s saw a boom intgrieapital inflows, portfolio investment and comwial bank
lending. In 1994, inward FDI to Laos was US$1.6dni. Real FDI inflows to Laos appears to havergased in
1995, 1996, 1997 and 1998 when Laos amended iestiment law in 1994 (Figure 1). The rise in FDLaos
was associated with the global economic boom, wihichieased FDI worldwide. The Asian financial isi
temporarily impacted on the FDI flows to the As@untries including Laos.
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By December 1997, approved FDI investments in haese valued nearly US$1.26 billion (DDFIL, 2004)éS
Appendix 1). Attractive investment sectors were ingn forestry, telecommunications, hotel, wood isitlies,
tourism, and hydro-electricity power, petroleum ayaiment industries. Initially, joint ventures wehe preferred
mode for foreign investment entry in Laos. In Ja883, wholly foreign owned enterprises were thermom mode

of FDI, accounting for 57 per cent of FDI licence®uring 1988 and 2004, Laos had received a toflavi of FDI

of US$8.012 billion. Figure 1 shows inflows FDIltaos were just under US$400 million during 2006 2004.
While the official figures show a decline in FDflows to Laos, it appears that actual FDI inflonas/é increased
significantly during the last several years (Fig@)e In fact, the regional economy has improved haos has
made investment more attractive and easier, eslyesjreeding up every step in the processing ofidamnts. It has
also improved its investment potential, with a zenport duty on machinery and the investment tefn3@75
years, which was in the past only 20-30 years. efppx 1 presents data on approved FDI in Laos bytry of
origin during 1988 and 2004. The growing interiesEDI in Laos reflected the country’s ability tétract FDI
flows over the last decade. Moreover, Laos hadp=rative arrangements with the ASEAN countries and
participated in multilateral trade. Laos has beadfifrom the trade and investment agreements ofABEAN
Investment Area in 1998 and the launching of inwestt privileges under the Bold Measures announped i
December 1998 (ASEAN Investment Report, 1999). tHemmore, it is anticipated that FDI inflows to Isao
continue to rise in the coming years as a resulh@fASEAN-Australia and New Zealand agreementthertrade
and investment (Normal Trade Relations) signedorevhber 2004.

It appears that actual FDI in Laos has increasedueably in the past several years with a growtmofe than 30
percent per year on average over the three futsy@900/2001, 2001/2002 and 2003/2004. The airtuastment
was estimated to increase by 20 per cent duringehied 2002-2003, to about US$180 million, whiie approved
FDI rose to about US$503 million during the sameode Figure 2 shows approved FDI flows and ackial
flows in Laos during the period 2003-2004. As shaw Figure 3, the main drivers of the rise in amed and
actual FDI in Laos in 2003/04 have been investmienitsdustries and services (WBG, 2004).

ASEAN investment in Laos increased rapidly during period 1997 to 2004. ASEAN investors have bectime
largest sources of FDI in Laos. This may suggeat taos is becoming a favourable investment lonatiith
cultural links with ASEAN investors. European intreent in Laos shows a downward trend in recentsyaarthey
have been replaced by the Newly Industrialised Baoves (NIEs). The triad countries [Japan, the &h8 the
European Union] were traditionally the major sosro€FDI flows into the ASEAN region. It appearsitlithe NIEs
and intra-ASEAN investment (China, Taiwan, Malayaral South Korea) have become significant sourt&Hb
to the Asian region (ASEAN Investment Report, 1998)ese countries have become a major source eigfor
investment in Laos in recent years. The major dped countries with investments in Laos have bbeenUSA,
France, Switzerland, Australia and New Zealand.e ABEAN countries, Thailand, Singapore and Malajsize
also invested a large amount in Laos (US$200 millinJune 1993). The growth in ASEAN and NIE invesnts in
Laos were significant in the period 1992-1994 (Thad Tan 1997). The trend indicates the importarideao
integration into the ASEAN regional economy andittternational economy (FIMCL, 1997). Thailand han the
dominant investor in Laos since 1988. Between 18881994, Thai investment in Laos was over sixgigweater
than that of the second largest investor, the U38$654 million versus US$86 million) (Far Easterwoiomic
Review, 1995). In 2004, Thailand accounted for 848r cent of all FDI flows to Laos. This domingasition of
Thailand is expected to remain for many years beeaf its geographical proximity, cultural linksdadose trade
and economic relations with Laos.

The next largest source of inward FDI in Laos wees WSA, accounting for 13.38 per cent, followedNiglaysia
(9.72 per cent), France (5.58 per cent) and Chizb(per cent) (Note 3). The EU FDI has also bagmifcant in
Laos. France is one of the largest EU investorddns. Historical ties had a great deal to do vtfils
development. Laos has become a favoured EU investdastination and a source of exported producthed=U
because of the Generalised System of Preferen@B)(@ranted to Laos. Wholly foreign owned FDI hasrbthe
common type of foreign investment since the ameraledn 1994.

In 2003-2004, the main countries with investmenpragals in Laos have been Australia (US$293 mi)lion
followed by Vietham (US$63 million), Thailand (US$énillion), Switzerland (US$30 million) and Chine$$28
million) (See Figure 4). Other investors are Malay$Netherlands, the Republic of Korea, the UniBtdtes of
America, and France. Data on actual investmentsdoyitry were not available, however, the main ito@sin
2003/2004 were Australia, China, Malaysia, Thailavidtnam, Asian NIEs and several EU members (WEBIB4).
Australia remains an important player in investmentaos. It is expected that Australian investreeint Laos
continue to rise as Laos improves its physicalastitucture, economic performance, political stgbiknd
continuation of bilateral trade relations with Auadia.
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3. Patterns of Foreign Direct Investment in Laos
3.1 Sectoral Distribution of Foreign Direct Investnt in Laos

The sectoral distribution of FDI in Laos has chahgensiderably since the adoption of the law on IRI988. In
the early 1990s, foreign investment in Laos coneted on the hydropower sector and the mining secMyestern
investors began to explore for potential naturaloveces, notably in 1990-1993, and in recent yeaoseign
investment in the manufacturing sector was sigaificsince 1992. In the manufacturing sector, mofcthe
investment was in labour intensive and low techgplsndustries. Direct investment within the martrging
sector was spread across a broad range of indystiie most important being textiles. Other impuriadustry
groups were beer and footwear. Foreign direct imvest flows to Laos by industry sector are showAppendix 2.

FDI in the manufacturing sector continued to risethie mid 1990s. By 1995, Laos exported 80 pet oén
garments produced in FDI related factories to ther&tions (Freeman, 2001). The firms of Asian NiEwre

attracted to the manufacturing industry, includitige production of textiles, garments, footwear aottler

manufactured goods. Foreign firms have also bégimvest in the services sector during the peti®@0 to 1992.
The shift in the pattern of FDI in Laos can be expd by two factors. Firstly, the revised law emeged FDI into
export-oriented manufacturing enterprises as veelirgprovement in infrastructure.  Secondly, ASEAIhE were

the fastest growing sources of foreign investmanfsia (Freeman, 2001). In addition, Laos is in phhecess of
moving from an agricultural economy to an econonithva small industrial sector focusing on manufenoty

activities and tourism (United Nations, 2005).

In 1996, foreign investments in the manufacturiagter accounted for 21 per cent. Wearing appaeigarments
accounted for a significant share of investmentdldo Laos. According to the ASEAN Investment Regb®99),
the USA and South Korea investments in Laos weneamrated in the hydropower industry, while theegtments
from France, China and Thailand were diversifiedilinsectors. In 2003, the top four investors linbasiness
sectors were China, South Korea, Malaysia and didil The top four investors in the manufacturing@ewere
China, Thailand France and Malaysia (Savan-Senoci@feconomic Zones Authority, 2003).

The majority of Australian investments in Laos wenethe mining, construction and hydropower sectors
Australian investment in the South East Asian medias also been substantial in the mining secténeénsecond
half of the 1990s. This importance of Australiaredi investment in the mining sector could be du¢hte long
tradition and experience in Australian firms of kiation in mining and the development of minireghnology
(BIE, 1995). In 1996, hydro-electricity projectscaunted for about 75 per cent of the total valineestments
approved. Mining accounted for 4 per cent, sesvite per cent and energy 73 per cent. Other ttagectors
were garments, manufacturing and agriculture (FIM@R96; DFAT, 1997). This suggests that Australian
investors are keen in mineral exploration and &ite ® bring world-class expertise and technolddys sectoral
pattern of investment can be explained by the qunoé comparative advantage. Australia has a coative
advantage in expertise and in the activities mdptio resource extraction in the mining, energy amderal
industries.

During 1997-1998, about 49 per cent of FDI flowsLmos went to hydropower sector, which was onehef t
capital-intensive sectors. About 17 per cent ofttital FDI flows concentrated in the manufactursestor and
about 34 per cent in services, hotels, agricultaral other sectors (ASEAN Investment Report, 199%)vestment
in the mining sector has also increased over thesyeepresenting 1.28 per cent of total FDI flaw$aos. FDI
into hotels, restaurants, industries and handgiafireased dramatically between 1994 and 1996Hjgeees 5 and
6).

Currently, FDI flows to Laos are concentrated irdiopower (67.40 per cent), handicrafts such as iwgasilk

(3.88 per cent) and industries comprising of labiatensive and low-technology goods such as gasrainted at
export markets. Hotels and restaurants (7.18 pa),celecommunications (8.21 per cent) and sesvi@11 per
cent) are other sectors that receive FDI in Ladihiodigh FDI in mining represents 1.28 per centdltinvestment
by sector in Laos, it appears that actual FDI ining has grown rapidly since the early 1990s. ralist is the
largest foreign investor in mining in Laos. Audita investments in the mining industry in Laos éayrown

rapidly, notably during the past several years.gufés 4 and 5 present data on investment valuesdicg to

industry for the period 1988 to April 2004. Ovérathost of the investment projects have been inrdpalver
energy, handicrafts, and wood processing, telecamuations and mining sectors. Appendix 2 showsuahiDI

inflows by sector between 1988-2004.

In 2003-2004, approved FDI in the industrial se¢toining, handicrafts, wood processing) accountedafmost 70
per cent of the total FDI approvals (US$350 miljiowhile agriculture and services made up aroungetScent of
total FDI approvals each (US$76 million). Estimagatiual investments in the industrial sector andimgi were 86
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per cent of the total (about US$150 million, miniagtimated at US$130 million or 87 percent), fokavby
agriculture (around 3 per cent) and services (Ilcpat). In sum, most of the approvals of FDI caoniae in
natural resources (hydropower and mining) and sioirservices, but very little in the agriculturalcser (WBG,
2004).

3.2 Foreign Direct Investment by Province

The Lao government started to encourage FDI out¥idatiane in the mid 1990s. This was a part & th
government’s regional development strategy. Ladesa are not available on FDI by provinces. Catonly
available for the 1992-1999 period. FDI in Laosurevenly distributed across the regions (See Taple The
majority of foreign firms are located in the cehtregion of Laos and in the metropolitan area obd.a These
include both manufacturing and services industrieReasons for this concentration are easier actess
transportation, the availability of labour forceydathe proximity to government departments and etark The
government recently provided attractive tax and-taonincentives in recognising the need to pronioieard FDI

in rural areas.

3.3 Foreign Investment by Legal Types

Joint ventures and wholly foreign owned enterprisege been the common types of FDI in Laos, in $esfrecapital
registered and project implementation (See Tahldt B likely that 100 per cent foreign owned eptéses exceed
joint ventures as government policy encouragedftnin of investment (Saignasith and Lathouly, 19%%)llowing

the amendments of the 1988 law, joint venturesaimally foreign owned enterprises remain. No curréata on
FDI by legal types are available; the data areinedfto the 1990-1992 period. The DDFIL does naehthe data
on foreign investment by legal types. In relatiorAustralian investments in Laos, wholly owned @oidt ventures
have been the preferred modes of entry.

4. Australian Investments in Laos

In this section, the emphasis is on Australianalilrevestment in Indochina and Laos, and the dag@ewbtained
from the DDFIL. This section supplements to thaliings from the ASEAN Investment Report (1999), DFA
(1994, 1997), and Freeman (2001, 2002).

Australia’s direct investment in Indochina becamgignificant since the 1970s. Australian investapgresented
small interests in Indochina. Political instakilénd the lack of infrastructure have impacted tidlea’s trade and
investment (DFAT, 1994). In the past decade, thex® been a change in the pattern of Australiaastmvent
towards ASEAN countries including Indochina cowsgri Economic reforms in Indochina in 1986 haveaaged
trade and investment opportunities for Australimmg. Australian investment in Indochina has bagnificant in
minerals exploration and construction. Cambodigtidm and Laos have emerged as attractive losafion
foreign investments in manufacturing industrieshsas textiles, clothing, footwear and tourism indugDFAT,
1994).

No data are available on Australian investment &od.on a year-by-year basis; therefore, this sed#eks to
describe the general pattern of Australian FDI fide Laos between 1988 and 2004 (Note 4). AppeBdikows
the number of projects and values classified bysitiy in which Australian investors have been itimgs Prior to
1988, Australian investment in Laos was insignifica Following the 1986 open door policy, many Aaban

firms including mining companies were allowed tadoct mineral exploration in Laos.

In 2004, while the level of Australian investmentagriculture in Laos has remained small, Austnairevestment
has been substantial in the mining sector of whibs accounted for 25 per cent of total investmfatipwed by
construction (21.84 per cent), hotels (14 per c¢esgjvices (10.45 per cent), handicrafts (9.76 qat) and
hydroelectricity power (3.79 per cent). The miniagd construction sectors have received more inwgtm
applications. However, Australia is not the ongnncomer to invest in these sectors. The USA, Chirence and
South Korea have become the largest investor seimdabese sectors. In the late 1990s, nearlytadouarter of
all approved projects were in the hydropower sect@ther sectors in which Australia has been adtietude
tourism, consultancy, financial, trading and adtioe.

Australian investors are attracted to resourcesedisas relatively cheap labour that exist in Laogwustralian FDI
flows to the mining, hydropower and manufacturingustries indicate that these are resource-sedakuegtments.
This also suggests that Australian firms are inmgsh locations that provide them with competitagdvantages and
economies of scale. Thus, it points to the efficieseeking of FDI. The Lao government progresgivelaxed the
restrictions to attract more foreign investors imenal resources.  Mining activities are an imaottsource of
income for Laos (Freeman, 2001).

The ASEAN Investment Report (1999), BIE (1981,19884,1995), Oyul (2003) and the DFAT (1997) fouhaltt
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Australian investment in Asia in general is concated in several industries including mining, comstion,
consultancy and services. The leading investofsia in mining are the USA and Australia.

5. Conclusion

FDI has contributed to the development of the Leanemy during the transition of the country intmarket driven
economy. FDI has benefited the country in termgso€ontribution to the socio-economic developménteign
exchange earnings, technological advantages, swidegross domestic product, and employment creatibm
addition, FDI flows have assisted the Lao economypaverty alleviation. Laos has been learningricoerage
FDI in order to support its economic reforms antdiedng significant development. Over the pastadie; FDI
flows to Laos have gradually grown. The 1990s saweraarkable increase in the world FDI as a resfilt o
liberalisation of FDI regulations in most part bétworld. Developing country governments were dribg the need
to attract foreign investment by offering investinigrcentives and removing major obstacles to ford@iyestment.

South East Asian countries have been attractivipiests of FDI in the 1980s and 1990s. These cmmbave
placed emphasis on the role of FDI played in cbating to the development of their economies. @@ such
as Laos that were internationally isolated in thstphad experienced shortages of foreign capialsflinto the
country. Laos, being one of the least developashts has been successful in attracting foreigpital of
multinational enterprises seeking new markets,uess and low cost of production to manufacturepets and
services. Australian investors have become agtivalolved in various sectors of the Lao econommy.récent
years, Laos experienced a significant capital infidso from the newly industrialising economiesEBi).
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Notes

Note 1. Laos was established under the French ¢aod893 and declared independence in 1953. g &
Cambodia placed the country under the French caloig63. Cambodia became part of French Indociniri88387
and declared independence in 1953. Vietnam becamepFrench Indochina in 1887 and declared inddpece
in 1953 (CIA, 2006a, 2006b, 2006c).

Note 2. Note that the DDFIL only records licenserapals rather than project implementations. TheGAdd the
ADB, on the other hand, record the actual projegplementations. Approved investments may overstate
understate the actual investments because notadicgs approved are implemented. Similarly, Fraer2001,
p.8) notes that it is difficult to examine the adt&DI flows into Laos. Actual investment may lmsvér than
approved investment, noticeable in the case of faatwring projects where many projects have notnbee
implemented due to delays in the processing ofsiment proposals. In addition, several projeci®linng
foreign investors from different countries are ilvea but the total investment is from the home ¢oguof the lead
investor.

Note 3. The DDFIL records total inflows FDI (appatjvin Laos by country of origin.  Actual FDI dadee difficult

to obtain due to the inclusion of approved but ylémented projects in DDFIL. For the purpose of tfiscussion,
the host country (Laos) is excluded since the whodtext to this research is foreign-based compganieesting in
Laos. It needs to be a foreign-based company deéttisions for FDI out of overseas into Laos. & ifased in
Laos no FDI occurs as revenue is generated and isplemos - no FDI transfer.

Note 4. Detailed figures from the DDFIL showing tinend and pattern of Australian direct investmantaos are
available only since 1988. However, because ofitminance of Australian investment in the miniegter, the
data in Appendix 3 can be taken as indicative efitidustry distribution of Australian foreign inweeent in Laos.
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Note 5. Parts of this paper are included in (Sisaimn®007).
Appendix 1. Approved Foreign Direct Investment &k by Country of Origin, 1988304

(US$ Million)
No Country Projects 1988 1989 1990 1991 1992 1993
1 Thailand 285 646,000 36,218,3H6 3,982,434.00 20,288,878.00 32,812,397.00 42,221,914
2 Laos 24 200,000,000.0P 500,000 39,000,000
3 USA 53 2,000,000 639,912,285 874,285 14,752,000 1,020,000
4 Malaysia 34 17,930,000 5,124,000
5 France 112 30,000 320,00 3,337,847.00 2,000, 1,340,051 3,242,600
6 China 138 2,982,183 5,219,087 19,018,181 9,081,475
7 Vietnam 39 93,243 251,768 1,406,397
8 Korea 88 695,714 5,305,000 157,132,000
9 Norway 5
10 Taiwan 38 3,100,000 3,561,55( 22,050,0p07,200,000.00
11 Singapore 27 277,784 3,000,000 899,600 8752000
12 New Zealand 2
13 Australia 47 170,000.00 525,000 7,520,000 13,312,392
14 Russia 20 337,500 5,469,000 20,595,000.00330,000 200,000
United
15 |kingdom 21 1,000,000 35,000 40,000 2,000,000
16 Japan 37 511,000 1,302,200 332,00p
17 Canada 17 450,009 30,000 200,00 1,300,916
18 Sweden 8 29,500 217,000
19 Germany 17 600,000 400,000 50,000
20 Switzerland 6 200,000
21 Belgium 7 437,000
22 Cambodia 3
23 India 5 350,000
24 Finland 3
25 Iceland 3
26 Italy 4 138,000
27 Netherlands 4 500,000
28 Denmark 5 100,000 77,000
29 Indonesia 1 339,102
30 Austria 3 40,000
31 Mymmar 2
32 Luxembourg 1
33 Ukraine 1
34 Cuba 1
35 Bangladesh 2
36 Other 1
Total 1064 | 2,676,000 38,425,856| 860,496,635.00| 58,544,752.0Q0 124,680,647.00 306,415,694]00

a7



Vol. 3, No. 1 International Journal of Business and Management

Appendix 1 Continued..

1994 1995 1996 1997 1998 1999 2000
1,057,020,538 40,847,836 502,465,000 356,572,904 525,905,200 07086 3,334,400
438,000,000 116,400,000 408,500,00 275,000,000 7,758,000
3,348,500 71,884 277,660,000 1,284,500 1,400,00 4,528,716
3,430,000 5,000,000.00 211,200,000 458,448,386 03000 14,700,000 3,530,000
3,204,247 1,055,000 1,712,111 3,304,893 3870683 1,085,100 2,550,000
26,786,000 10,179,000 3,150,000 3,810,838 74601, 42,713,576 10,605,800
706,820 327,331 1,603,000 14,751,250 1,613,0p0
2,840,000 6,600,000 1,130,000 1,788,810 6,800,000 ,2504000 9,359,750
56,000,000 1,080,000 120,000
8,180,000 13,200,000 500,000 350,000 1,350,00( 0800,
200,000 10,000,000 3,300,000 1,650,000 400,000
50,500,000
726,200 1,799,270 500,000 5,930,578 1,290,000 50,00 210,000
2,431,000 120,000 487,500 120,000
4,000,000 14,097,000 285,000 3,634,000
662,000 5,100,000 2,750,000 6,665,985 2,229,40 001090 2,775,000
160,000 20,637,940 200,000 50,000 100,000
110,000 634,500
680,000 1,506,000 140,000 200,000
2,000,000
63,000 2,038,352 90,000 100,000
100,000 999,500
230,000 75,000 500,000
720,000 100000
300,000 500,000
100,000 100,000 50,000
70,000 162167 50,000
100,000
50,000
200,000
200,000
100,000 50,000
100,000
1,604,485,305| 108,853,930.00, 1,142,624,111 1,256,473,07¢ 1,215,796,827.0195,882,642.00| 38,247,450.0(
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Appendix 1 Continued..

2001 2002 2003 2004 Total % share
4,036,594 13,934,852 79,773,341 20,600,00 2,70%a6 34.30%
90,000,000 21,683,000 11,323,999 3,250,000 164869 20.49%
3,211,560 8,000,000 2,260,000 2,120,000 1,072,388, 13.38%

100,000 26,553,000 30,014,493 779129879 9.72
11,202,916 8,706,400 15,585,000 450,000 447,209,255 5.58%
12,415,000 55,352,796 114853581 6,610,000 340428932 4.25%
273,189,570 6,372,000 5,701,897 1,382,134 307,398,4 3.84%
9,350,000 14,597,000 5,280,000 200,700 2253289714  819%2.

21,800,000 79,000,000 0.99%

300,000 2,620,000 72911550 0.919
250,000 1,300,000 35,800,000 59,952,384 0.75
50500000 0.63%

400,332 1,690,000 5,413,597 39,537,369 0.49
300,000 950,000 1,500,000 32840000 0.419
843,200 4,900,000 30,834,200 0.389

811,000 1,000,000 500,000 26138585 0.339

500,000 180,000 23,808,856 0.309

12,940,000 100,000 14031000 0.189

1,150,000 300,000 100,000 5,126,000 0.069

750,000 400,000 350,000 3700000 0.05%

100,000 2,828,352 3.53%

950,000 2049500 2.56%

399,398 1,554,398 1.94%

675,065 1495065 1.87%
1,200,000 1,200,000 1.50%

938000 1.17%

750,000 0.94%

459167 0.57%

339,102 0.42%

120000 260000 0.32%

200,000 250,000 0.31%
200,000 0.25%

200,000 0.25%

185,000 185000 0.23%
150,000 0.19%

100000 0.12%

408,090,972 179,827,711 336,055,908 35,112,834 28590,358 100.00%

Source: Department of Domestic and Foreign InvestmELao PDR (2004).
Note: Official figures include former Lao citizerow living overseas and small number of investmendsie by
Chinese and Viethamese companies. The DDFIL redarehce approvals rather than project implemantat
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Appendix 2. Foreign Direct Investment flows to LdysSector (US$), 1988-April 2004

No.
No. Sectors| Projects| 1988 1989 1990 1991 1992
1 Power 19 800,000,000
2 [Telecommunications 17 5,000,000 500,000 200,000
3 Hotel-Restaurant 81 535,000 4,685,714 6,138,8
Industries-
4 Handicraft 202 3,698,302 2,724,285 4,785,774 833452
5 Services 178 39,040,000 2,340,000 1,910,916
6 | Wood Industries 52 446,000 1,854,500 2,011,000 2,171,362 35,152,200
7 Agriculture 122 440,000 9,770,48P 15,106,900
8 Construction 50 239,054 18,029,000
9 Mining 53 100,000 4,578,00( 3,451,768
10 Trading 145 2,200,000 4,230,000 1,518,320, 23,831,000 2,079,428
11 Bank 9 25,800,00( 10,000,000
12 Garment 84 84,000 8,900,030 5,722,420 12680
13 Consultancy 52 30,000 2,420,000 328,000 160,00 78,500
Grand Total 1064 2676000 38425856 | 86049663% 58544752 | 124680647
Appendix 2 Continued...
1993 1994 1995 1996 1997 1998 1999
195,000,000 1,180,000,000 388,000,000 1,130,000,000 1,100,000,a51,000,000
740,000 62,800,00( 491,840,000 800,000 75,000,000 771,050
6,094,600 280,173,217 500,000 212,540,000 523,971 ,650D00 335,000
29,434,796 10,740,598 54,807,890 19,540,000 9,240,852 6,1@0,0745,841,713
2,116,200 2,505,600 10,539,27( 5,457,000 7,789,998,193,000 8,310,100
4,209,000 20,371,000 577,770 12,000,000 82,130,000,095,167
16,755,872 6,791,890 5,097,000 2,100,000 6,323,152 4,506,3006,158,479
13,885,512 18,430,000 5,500,000 5,690,000 3,528,9p0 1,000,000
11,100,000 23,200,000 500,000 4,000,00p 8,344,500 4,723,300
5,796,714 7,166,000 530,000 2,206,00 5,577,838 ,2BR6 | 6,384,000
10,000,000 5,000,000 5,000,000 6,000,000 10,000,400
9,891,000 9,940,000 3,087,000 2,291,111 4,317,268,1802000 900,000
1,392,000 567,000 15,000 150,000 80,000 1,601,790 65,000
306415694 | 1604485305 108853930 1142624111256473079 1215796827 295882642
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Appendix 2 Continued...
2000 2001 2002 2003 2004 Total % Share
360,000,000 22,000,000 72,800,000 2,000,000 5,400,800,000 0.67403
12,940,000 413,597 7,000,000 658,004,647 0.08212
250,000 539,916 24,050,000 33,808,000 2,600,000 575,424,232 0.07181
11,042,800| 4,730,570 64,388,196 22,759,1%9 1,500,000 311,259,357 0.03885
10,234,000| 11,695,560| 13,292,967 | 126,150,447 720,000 249,295,058 0.03111
2,153,000 1,715,000 5,473,000 2,773,669 177,182,66 0.02211
7,778,250 | 12,838,000 6,395,150 7,270,000 10,000,00( 177,324,5[75 0.02213
1,350,000 13,698,000 35,996,037 960,000 118,306,503 0.01476
1,704,400 8,900,000 1,830,000 22,474,999 7,782,134 102,689,101 0.01282
985,000 5,501,594 10,337,394 10,450,000 89,319,492 0.01115
71,800,000 0.00896
3,850,000 300,000 4,700,000 650,000 2,450,000 31398 0.00898
250,000 520,332 723,000 510,00( 100,700 9,391,322 .00107
38247450 | 408090972 179827711 336055908 35112834 8,012,690,353  1.000
Source: Department of Domestic and Foreign InvestmELao PDR (2004).
Appendix 3. Australian Investments in Laos, 1988#Ap004
No. Company's Name Activity Lao Capitel;Foreign Capital National
Capital
Agriculture
1 |Lao Crocodile Ranching Co.LtdCrocodile ranching & zoo 245,000 255,00( 500,0p®ust/Laos
2 |Lao Australia Farmer Co. Ltd Agriculture 40,420 89%80 430,000|Aust/Laos
3 |Vientiane Flower Plantation Flowers & fruit reeYy 50,000 50,000 100,00Q0Aust/Laos
plantation
335,420 694,580 | 1,030,000
Garment
1 |K.N.L. Pty Ltd Garment for export 1200 120,000 |Aust
2 |kingsway (Lao) Factory Ltd Garment - BDA00 | 1,450,000Aust
1,570,000 | 1,570,00D
Industries-Handicrafts
1 |Endeavour Embroidery Co. Ltd Embroidery service - 990,000 990,00QAust
2 |Lao-Aust Brick Co. Ltd Producing bricks, tiles 171,977 974,538 1,146,51Bust/Laos
drains
3 |Techno Development Co. Ltd Machineries & tools| 21,000 9,000 30,000{ Aust/Lags
production
4 |Lao Fancy Co. Ltd Cutting (diamond) 12,500 280,5 | 250,000 |Aust/Laos
precious stone for export
5 |King Gall Lao Co. Ltd Manufactured bock{ 100,000 100,000 200,000Aust/Laos
bricks & roof tiles
6 |Lao Fruit Juice Factory Fresh drinking water 989 857,910 1,143,88@ust/Laos
& manufactured fruit juice
7 | Sticky Hingeers Manuf and wholesalers |of 100,000 100,000|Aust
ice-cream & snacks 591,447 3,268,948 3,860,395
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Mining
1 Phu Bia Mining LtdGold exploration 5,000,000 | 5,000,000 Aust|
2 Lane Xang Minerals Limitgd/lining exploration {1 5,000,000 | 5,000,000 Aust|
10,000,000({10,000,00(

Appendix 3 Continued...

Trading
1 |Lao-Australia InternationalCo.Import-Export - 300,000 300,000|Aust
Ltd
2 | Chun Siu trade import-export Import-export - 100,000 100,000 Aust
Lao-Asutral Holdings Co. Itd Restaurant & sport ,00® 24,000 30,000| Aust/Laos
4 |Gateway Enterprise Co. Itd Construction, trade, 1,500,000 | 1,500,00{Aust/Sing
consul, servicq 6,000 1,924,000 1,930,000
import-export
Hotel

1 |Hotel Beau Rivage Mekong (Hotel & restaurant

190,000 190,008ust

Ltd
2 |Lao Hotel Plaza Hotel 1,250,000 3,750,000 5,00D|Aust
3 |Taipan Hotel Hotel & restaurant 150,000 350,000 00,600 |Aust/Laos

1,400,000 4,290,000 5,690,000

Consultancy

1 |Sumshen and Environment LtdAgriculture Developmer 120,000 180,000 300,000QAust/Laos
Consultant

2 |Vienpark Co. Ltd Training consultancy: 4 300,332 300,332|Aust

Planning, developme

evaluation

3 |Earthsystems Lao- Co. Ltd Environmental constiltan - 100,000 100,000Aust

4 |Guy Investment Pty Ltd Consultant 1 50,00 50,000 | Aust

5 |Chintanakanmay Consultant - 25,00 25,0Rust

6 |Asia Phatttana Limited Investment consultant 80,0 50,000 100,000 |Aust/Laos

170,000 705,332 875,332

Services
1 |Lao Survey and exploratijLand surveying, mapping - 40,000 40,000| Aust
services exploration
2 |The 21st century school |Englishlanguage teaching - 100,000 100,000Aust
English
for Lao & foreigner
3 |Asia Gold Media Co. Ltd Promote service & print fi - 110,000 110,000Aust
book phone
4 |ALS (Austr.Laboatoriar|Laboratory, analyse - 250,150 250,150Aust
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Services) screen mining
5 |Arda Language Centre Language training centre - 76,000 76,000 Aust
Blugrass Design Group Internet design - 00,800 500,000|Aust
7 |Boart Longyear company Drilling Serviceg - 549,120 549,120Aust
(survey/mining
8 |MilsearchBKP EOD Join|Collecting & destroyin - 500,000 500,000Aust
Venture Ltd mines and bombs
9 |Vientiane University College |English language 34,000 34,000 | Aust
computer training
Advanced Training Centre
10 |Kevron Lao Co. Ltd Servey & design of mappi - 216,200 216,200Aust
by airplanes
11 |Asia Vehicle Rental Co. Ltd Vehicle for rent A® 216,500 433,000Aust/Laos
12 |Indochina Medical Services Production servicaudlio {33,000 77,000 110,000Aust/Laos
13 |Tong and company Business service 15,000 35,00050,000 | Aust/Laos
14 | Survey Mapping Service Co. Survey mapping servic | 300,000 700,000 1,000,008ust/Laos
15 |Planet Computers Co. Ltd Build stall computers 164,063 164,063|Aust/Sing
after sale service
564,500 3,668,033 4,132,583
Appendix 3 Continued..
Construction
Lao thesis Construction Co. Construction - 2,500,000 | 2,500,500{Aust
2 |John Holland Lao Construction - 2,000,000 | 2,000,000{Aust
3 |Tha Ngone Bridge Company |Tha Ngone bridg 2,067,756 2,067,756 4,135,51Rust/Laos
construction
2,067,756 6,567,756 8,635,512
Telecommunications
1 |Lao Westcaost Helicopter co. Air transport bydugiters -| 313,597 313,597|Aust
313,597 313,597
Hydropower
1 |Nam Theum Hydro electricity 1,500,0Q01,500,000Aust
1,500,000 | 1,500,000
Total
47 5,135,12334,402,246 | 39,537,369

Source: Department of Domestic and Foreign InvestroELao PDR (2004).
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Table 1. Annual Foreign Direct Investments by Progi 1992-1999

Disbursement by province (USHibh)

1992 1993 1994 1995 1996 1997 1998 | 1999
Total of 66.71| 88.56| 107.30| 132.35| 92.43| 93.58| 92.44| 182.78
Provinces
Northern
Luang Parabang 259 753 4.90 4.04 3.51 4.40 4.57| 14.50
Sanyabury 2.69 2.58 3.24 2.85 2.84 1.08 469| 6.38
Houaphanh 156 1.90 2.36 2.35 3.99 0.53 0.37| 2.20
Oudomxay 0.01 0.03 8.83 0.04 0.11 0.53 0.67| 3.54
Phongsaly q 0.06 0.04 0.10 0.94 2.75 3.07| 6.98
Luang Namtha 0.13 3.63 153 4.41 5.28 4.12 479 2.84
Bokeo 1.46 3.70 4.00 2.98 4.55 1.46 1.10| 1.56
Central
Savannakhet 8.18 11.75| 27.96| 26.83| 13.77 2.64 2.86| 8.95
Vientiane 34.18| 43.24| 41.79| 73.59| 39.63| 47.62| 37.79| 33.54
Province
Vientiane Capital 24.06
Khammouane 0.13 0.00 0.92 4.19 3.20 4.20 0.85| 2.77
Xiengkhouang 1.12 1.29 4.45 4.96 3.50 2.18 12.17| 29.67
Borikhamxay 0.29 6.84 0.32 1.12 2.33 2.32 0.14| 20.34
Saysomboun 0.9y 1.04 0.64 0.52 0.11
Southern
Champassak 1.36 1.05 0.91 0.88 3.67 17.66| 16.87| 20.22
Saravane 0.33 0.06 1.26 0.29 0.33 0.26 0.78 1.02
Attapeu 11.46 3.70 4.00 2.96 4.55 1.46 1.09| 0.61
Sekong 0.28 0.16 0.17 0.24 0.12 0.38 0.65| 221

Sources: UNDP (2002, p.188).
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Table 2. Foreign Investment by Legal Types (USJidfi), 1990 —1992

1990 1991 1992 Total (1990-92)
Total
Number 48 70 103 221
Value 96.70 161.79 160.24 418.73
Legal types Contract
Number 4 2 6 12
Value 10.98 10.88 22.09 43.95
Joint venture
Number 22 33 38 93
Value 10.39 131.13 58.64 200.16
Wholly owned
Number 22 35 59 116
Value 65.42 29.78 70.51 165.71
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Figure 1. Capital Inflows to Laos, 1988-April 2004
Source: DDFIL (2004).
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Figure 2. Approved and Actual Foreign Direct Inveshts in Laos (US$ Million), 2000/01- 2003/04
Source: Original source: Lao authorities and W8dahk staff estimates, Cited in WBG (2004).
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Source: Original source: Lao authorities and WB@f eistimates, Cited in WBG (2004).
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Figure 4. Approved Foreign Direct Investment in $dy Source Country (US$ Million), 2003/2004
Source: Original source: Lao authorities and WBSf ststimate, Cited in WBG (2004).
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Abstract

Logistics belongs to service industry, startinghwiustomer demand, ending with customer satisfactot the
level of logistics service quality determined thestomer's satisfaction .Because logistics seniedity is a multi -
objective evaluation which contains qualitative apuntitative factors, it is very hard to calculate article use
Gray Correlation Method to analyze logistics sexviiality evaluation outcome, this method is algaied simple
analysis method. At last, use an example detaifedduces this method application.

Keywords: Gray Correlation Method Analysis, Logistics seevguality, Evaluation

The logistics service quality is the foundationslagistics enterprises, understanding and realiziveg service
quality deeply, which has important meanings toetlegy the activity of marketing as to logistics epteses, level of
service quality directly influence customer satitifan, and customer satisfaction determine ent&g{srisuccess or
failure.

1. Logistics Service Quality

The foreign scholar has done much research abeuitrthact on customer satisfaction of logistics iserguality.
The most traditional one is 7Rs theory based oa,tptace utility. Later proposed "theory taking tireg customer's
needs, guaranteeing customer satisfaction anchgedtiterprise's praise as the activity of the peg¢ Tian, 2001,
pp. 4-6).At present, custom-made logistics senadityuresearch is studied both at home and abmaedent years,
the customer's evaluation is the most basic measumteof the logistics service quality:

The logistics service quality is the target, whibk customer perceives. Logistics service qualitynot determine
only by enterprise, it must meet the customer'satetrand hope, in addition, it is not totally magedbjective
method, but is mostly customer's subjective undadihg.

The logistics service quality is not away from prod and trade course. The output of the logistcgesis a part of
logistics service quality which the customer resgizit is both parties' mutual mechanism.

2. Logistics Service Quality Evaluation

We are discussing the logistics service qualityntyadn the basis of customer's appraisal on engerprlogistics
service quality, this article mainly considers be basis of 6 following respects:

Personnel's quality. Personnel quality means logistnterprise’s marketers could offer the perspedlservice
through the good contact with the customer. Gelyergpeaking, attendants instructive or not and shgw
understanding customer situation influence the apal of service quality.

Information quality. Mean logistics enterprise offae amount of relevant products information. Tifermation
includes the catalogue, products characteristic, et

Order the course. Mean efficiency and successaiaga logistics enterprise accept and treat theomest order.

Intact intensity of the goods. Mean the intensiattthe goods are damaged in the course of prayvidimd
delivering. If damage, then logistics enterpridesutd look for the reason and remedy in time.

The error is dealt with. Mean the treatment afber ¢rder carries out mistake. If customer receiveng goods or
goods quality problematic, will demand and corretthe logistics supplier. The wrong treatment agistics
enterprise directly influence appraisal of servjoality.

Timeliness. Mean whether the goods reach the apgabplace as scheduled. It include the lengthlhffaok order
finish, influence of factor from customer transptidn time and error(Wang & Wang, 2004, pp.27-28).
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3. Carry on gray related analysis to the result oévaluation

Getting gray systematic theory think people undeding of objective things have a extensive ontengggray, i.e.

information incompleteness and uncertainty. Theéaroer is influenced by many kinds of factors to igection of

the logistics enterprises service satisfaction,thecconnection between every factor is not totiatlgd. That means
customer's understanding of these services istgmayso literary grace this getting gray relatedlgic approach to
customer evaluation result analyze with a gettiray ¢n the systematic theory.

Gray related analysis is a multifactor statistioslgtical method; it is based on sample data ofyevVactor to
describe the power, size and order of the relagimong the factors with gray related degree. Ifdhmple data
tabulate to reflect the situation that two factohsnge is basically identical, related degree thetween them is
relatively big; On the contrary, related degreeelatively small.

In evaluation to the logistics service quality,ygralated analysis employs and includes the folhgustep six:
3.1Confirm the array of analyzing

On the basis that to qualitative analysis of thebfgm studied, confirm one because variable andt aofl
independent variables. Set up dependent variabtertgosite reference sequenc®,Xevery independent variable
data composite comparison sequentemné1 data sequence, as the following matrix:

X',@ X0 A A X'n@®
X'v@ XL A A X'n@
A A A A A

X'5(N) X' (N) A A X'n(N
X0.X,1..... =" o (N X5 (N) N) Jy oo
Among them, X=(x'i(1),x'i(2),...... XiN)T i=1,2,...... n,N is the length of the variableaay
3.2 Have dimensionless method to the variable array
Generally speaking, The primitive variable array Hfferent dimensions or order of magnitude, ideorto

guarantee the dependability of the analysis resekd to have dimensionless method to the varetsey, then
every factor array form the following matrix:

X, X, A A XnQ)
X, X, 2 A A Xn(
A A A A A

[ Xo(N) X,(N) A A Xn(N)

Nx(n+1)

(X0,X1,......,Xn)

Available initial value France has dimensionlesshoé: Xi(k)=X'i(k)/X"i(k)
3.3 Ask difference array, greatest difference amdmum difference

Calculate and consult several with other absolifferdnce of corresponding to one of comparativayarthen form
the following matrix:

D@ D@ A A A, D)
An(d A A A Ay (2)
A A A A A
Ap(n) Au(n) A A Ag(n)

Nxn

Ao (k) = ‘XO(k) =X | among them 1=1,2,......,n k=1,2,......,N

Absolute difference array most heavy until decimakt difference and minimum difference more thetmos
3.4 Calculate related coefficient
Data make as follows varying to absolute differebgest:
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0 01 (l) 0 02 (l) A A 5(,” (l)
0 01 (2) o} 02 (2) A A 5(,” (2)
A(min) + pA(max) A A A A A

Agi (K) + PAIMAX) paceive related mat ')?01('\') Oo(N) A A 56, (N)

50i (k) =

Type distinguish coefficierp in (0, 1) fetching value inside, generally speglkacording to the matrix situation of
related coefficient, it is more in 0.1 to 0.5 fatgh value,p little to can improve difference of related coefint,
related coefficierdi (k) is a positive number under 1, the smalledi (k) is, the biggeb 0i (k) is, It reflect the i
one a comparative array Xi with consulting the wiXa in NO. k related intensity.

3.5 Calculate related degree

Comparative array with consult array related intgnsf X0 to come, give through n related coeffitieXi, it can

l n
— 250i (k)
get related degree of Xi and X0 equally to ask: i

3.6 Arrange in an order in accordance with relatiefree

Arrange in an order every comparative array aratedl degree which consult the array from greantalls related
degree heavy, prove comparative array with consludim array change the more identical situation(LWia%a, 2004,
pp. 20-21).

Forth. Application of embodiment

Logistics final purpose is to analyze factor inflog customer satisfaction according to resulieired to

evaluation, enterprises improve to these factbrss tmprove customer's satisfaction to the logistiervice quality.
Because of objective reality of difference, in Hagne to evaluate index can receive different custaatisfaction.
Through getting gray related analytic approach owke further analysis to these factor influencingtemer

satisfaction. Can choose optimum sample data aarthg of consulting. On the other hand, becauserpises do
not exist in the market isolated, its every agfivi closely related to other competitors, the aonstr gave a mark
after comparing other competitors to the judgmenisvery index of enterprises, so when the redudwvaluation of

satisfaction to customer carry on gray related yais| the supreme value of satisfaction, as cangulirrays on

every index of choosing every enterprise.

Table 1 4 different enterprise in the the sameetramistomer appraise to 6 satisfaction of facta #mough
calculate getting gray related coefficient finally

Table 1.Gray related coefficient form

The
. Intact )
i Personnel's | Information Order the| . ) error is| .
enterprise i . intensity  of timeliness
quality quality course dealt
the goods ]
with.
501 1 1 0.56 0.59 1 1
802 0.35 0.59 0.56 0.59 0.42 0.42
503 0.2 0.59 0.56 0.33 0.42 0.42
504 0.62 0.42 1 1 0.59 0.42
Get gray related degree through calculating: r087®. r02=0.56 r03=0.503 r04=0.72

Related degree can have to arrange from greatat: 61> r04> r02> r03

It combine the gray sizes of degree related itryea in an order to be and the gray analyses fuofrmefficients
related can see enterprise of 4 pieces have atshand assessment of one's own advantagesintiéxefor Table
1 With the existing problem: enterprise 1 more tautding personnel's quality, so has won the custerapproval,
customer satisfaction is the highest; enterprisedér the course, the intact intensity of the gaedgery good, but
some other respects should be further improvedrernse 2 and 3 the problem is more serious, etigesp must
take the effective measure to improve, establishrttages of enterprises in the market again at once
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It can be found out through the foregoing, carryimggray related analysis to logistics service itpaleasy and
simple to handle, necessary few and announcinglds advantage of the question data with higftieficy. In
addition can appraise and analyze to a large numbenterprises through the computer, this is apEnand
convenient analytical method that can be populdrize
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Abstract

Foreign Opening Degree is an important factor ingdlee development of inbound tourism. In this pape
demonstration analysis is made from the view ofetiserial, regional difference and case study, #salts are
follows: with the higher degree of opening doorigplfrom 1985 to 2005, China’s inbound tourism feeen
growing and dependence of 5 key indicators arewal 0.79 and showed very good relevance at setiarahg
points; furthermore, with the statistics of 2002e relationship between the opening degrees ofr8linzes and
their inbound tourism market shares are positidevemce, of which, Guangdong, Beijing, ShanghaijaRu
Zhejiang, Jiangsu, Shandong and Liaoning are hualouind tourism advanced and economy exotic prosince
finally, a comparison study of 15 years of Shaamd Shandong Provinces is made to retell the sasudt.r

Keywords: Inbound tourism, Foreign opening degree, TimeakeRegion difference, Case study
Introduction

As the saying goes, “open your door to welcomegthest.” China used to be a nation that closed ber @ outside
world before 1978, had few foreign tourists andutita little of cost or profit, the government toibkas a kind of
political and foreign affair. Since the implememdat of open door policy in 1978, inbound tourisms Haeen
developing very quickly, the changes of 28 yeataistics has been seeing the synchronizing graftGhina’s
contemporary inbound tourism and her more operonte world, which could be indicated from inboundrists,
foreign visitors, the visitors from HK, Macau andivian, the overnight tourists, tourist foreign emey receipts
and their orders in the world. What's more, theitu statistics of 31 provinces shows that from8995, China
was a tourist destination of sightseeing affectasteby tourist resources and their accessibiliyn(&ennian,
2003); from 1995 to 2005, China turns its tourismage to a business destination, consequently boeiimd tourism
strongly affected by foreign trade dependence grehiwess degree, and showed the phenomenon of ftesou
curse” (XU Kangning, 2006). Many writers has dismd the relationship between openness degree andsgh
economy growth, XU Helian, GUO Yan noticed Chingsess economy as time changes (XU Helian, etc. 2003
Guo Yan, 2004), LAN Yisheng studied the regiondfledénces of economic growth among the 31 provirtes
Yisheng, 2002), many leaders talked about the itapoe of open door policy to tourism developmelfia(SQiwei,
2006), but the corresponding temporal study w#e lihentioned. In the fact, inbound tourism is adkof typical
export-oriented industry, restricted not only bgaerces and tourist service, but openness degreeladHerein a
temporal analysis of timetable and regional diffieein China has been made to provide more infoomat

1. The resource of data and research method

Foreign Openness Degree (FOD) is a complicatecesyshat involves politics, economy, science, edanat
history and culture and hard to measure. To makevatlable for research, based on economical osnribe
opening degree is calculated by foreign trade ddgere and foreign investment dependence as fol{bluszhi,
Liu Zhixing, 2005):

FOD= [Foreign Trade Dependence (FTD) + Foreign $tment Dependence (FID)]/2 Q)
Of which,

Foreign Trade Dependence (FTD) = [Gross ForeigddfaGDP] x100% 2
Foreign Investment Dependence (FID)=[Gross Forkigastment/GDP]x100% 3)

According to China Statistics Yearbook 1986-200% suites of foreign openness degree have beemtemblas
follows: a. Chinese foreign openness degree 1985:20) Mainland China’s 31 provinces’ foreign opess degree
of 2002; c. Shaanxi and Shandong Provinces’ forefignness degree 1985-2005.

For the development level of inbound tourism, 5 mimgortant performance indicators would be cobelcas total
inbound visitors (TV), foreign visitors (FV), visits from HK, Macau and Taiwan (HMTV) and overnigigtitors
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(OV). Then, time serial analysis is done basedhen3 indicators to work out the relationship betwéareign

openness degree and inbound tourism, cross-sectaysis is made based on the market share abrggibr tourist
receipt) of 31 provinces to find out the relatiopsbetween foreign openness degree and inbounistouof which,

market share of visitors (MSV)=[Provincial markbtse of visitors / National total visitors]x100%arket share of
tourist receipt (MSTR)=[Provincial market sharetaidrist receipt / National total tourist receiptp®so, finally, a

case study of Shaanxi and Shandong provinces rfirm the result. All the inbound tourism statist are

collected fromChina Tourism Yearbook 1986-2005

2. The relationship between foreign openness degraead inbound tourism in the past 20 years

Table 1 is the statistics figures of Chinese faredpenness degree and inbound tourism 1985-2004evshews
that China’s foreign trade dependence degree aeijfoopenness degree have been turning higheseqaently
the same trend of inbound tourism as inbound viitforeign visitors, visitors from HK, Macau andiwan,
overnight visitors and tourist receipt, thus pugtime order of China’s inbound tourism in the wdddvard.

Foreign trade dependence degree and foreign opeulegsee are explaining variables to discover ¢élevance to
inbound tourism as shown in table 2. It's easyimnal that inbound tourism goes very close with fgretrade
dependence degree, as seen from the correlatidficend of 5 indicators being over 0.916, that afernight
visitors even over 0.944; well, it's not that higkith foreign openness degree (including foreignestment
dependence degree), that of 5 indicators being 0v&96, that of overnight visitors over 0.831, eading that
foreign trade is an important inducing factor.

2.1 The Relationship between Foreign Trade DepeselBegree and Overnight Visitors

Overnight visitors are those who stay in Chinaegtst 24 hours, besides sightseeing, they do eattaging,
traveling, shopping and pleasuring, thus spendiogerand bringing about more tourist receipt antkeghg more
of the development level of inbound tourism. Figlires the changes of time serial between overnigfitors and
foreign trade dependence degree where we couldhseehe latter advanced wave upon wave since 1885,
1985 to 1994 is the1pull-up period, from 1998 to 2005 is th&" 2correspondingly, overnight visitors also
advanced significantly at the same time: from 7MiBion person-time to 21.07 Million person-time #ie £'
period and 25.07 Million person-time to 46.81 Mitii person-time at thé'®

Besides the long-term trend, good correspondiragiogiship could be found at several turning poittiere was a
“downward valley” in 1989 due to “6.4 Incident” (8 Gennian, 1998), another valley in 1998 due tamstinance
Crisis and the 3rd valley in 2003 because of SARSIC

2.2 The Relationship between Foreign Trade DepeselBegree and Tourist Receipt

Tourist receipt is the most direct accountant iattic for tourism development. For most developiogntries,
tourist foreign currency is the main driving foroeinbound tourism. Figure 2 shows the changesnaé tserial
between tourist receipt and foreign trade deperalelegree. As tourist foreign currency is a compdidasystem
and hard to count, so the correlation is not tlgtt hs seen above, but the phases were still dasid: 1985-1994
is the 1st pull-up period of FTD, and that of tstirieceipt appeared in 1989-1997, the dislocatiagme lies in two
reasons: the even tourist spending was pretty kfare 1989 and the statistic caliber changed m [©994; well the
2nd pull-up period for both existed between 199842M0Ms we see the turning points, the downwardtpaf both
appeared in 1989, 1993, 1998 and 2003; well theauwpywoints of them are 1994, 2000 and 2004.

3. The Analysis of Spatial Differences of Inbound durism Market Share and Openness Degree among théd 3
Provinces

Time and space is an interacted unity and theapdifferences would eventually reflect the timewbes. Herein
based on the inbound tourism market share andgforepenness degree among the 31 provinces to disleas
effect of foreign openness degree on spatial @iffees of inbound tourism as shown in Table 3.

3.1 The Analysis of Spatial Differences of Tourdarket Share of Inbound Visitors and Foreign Trépendence
Degree

Tourism market share of inbound visitors involvesnmfactors as tourist resources abundancesgteadfiessibility,

visitors’ priority, besides, the provincial diffevees of foreign trade dependence degree (includireign openness
degree) due to economic contact and business towigks the most. Let’s look at figure 3, except@uangdong
and Tianjin, foreign trade dependence degree amgsto market share of inbound visitors of othep28vinces has
a fairly close relationship as the formula implies:

MSV = - 0.7311+0.1524xFTD r = 0.9348 4
As Guangdong province locates by HK and Macau, sdsees as visitors from Taiwan’s main entranddainland
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China, so its FTD is as high as 150% and shar&®@6f inbound visitors’ market, thus running the. Man China;
Beijing and Shanghai are the most prosperous nditap in China and their FTD are over 80% thusupging
over 6.9% of the market where foreign visitors take lion’s share, they are th&®2rray of China’s inbound
tourism market; Fujian, Jiangsu, Zhejinag, Liaonémgl Shandong are all seaside developed provinkesenFTD
are between 47-27% and take 2.4-5.6% of the maoketously they are the®3array. The above 8 provinces have
71% of the whole market, over 2/3 of all. TianjiityCon the other hand, although its FTD is 86.8%g lies under
the shadow of Beijing tourism (Yang Zhenzhi, 2088 takes only 1.29% of the inbound visitors’ marke

For other 22 provinces, FTD and MSIV are both lowd @ould see two types: Guangxi, Yun’nan, Hubegasixi,
Helongjiang and Hu’'nan are abundant in tourist ueses whose MSIV are between 3.48-1.4%; well otherge
fewer resources and MSIV are less 1.0%.

3.2 The Analysis of Spatial Differences of Tourdarket Share of Tourist Receipt and Foreign Tradgp&ndence
Degree

As the average staying nights and tourist expeds#ts, the market share of tourist receipt andtefs are not
always the same. Based on the market share oftoedeipt and FTD of 2002, figure 4 implies tHare exits a
very close relationship as OLS formula tells:

MSTR= 0.51529+ 0.07987 xFTD, r = 0.88407 (5)

Of which, Guangdong shares 27% of China’s inbowueipt market; Beijing and Shanghai takes 6.96%/7a98%

of the inbound visitors’ market and 16.8% and 12.8P4the receipt’s respectively; Fujian, Jiangsugjftag,

Liaoning and Shandong takes 2.4-5.6% of the inbousitbrs’ market and 2.5-5.9% of the receipt’s.eTdbove 8
provinces have 78% of the total receipt markety @/ of all. The tourism of Tianjin, still undeng shadow of
Beijing and takes only 1.84% of the inbound receiptarket, it is exception.

The other 22 provinces’ FTD is lower than 17.5% shdres less than 2.3% of China’s inbound receipéisket. Of
which, Yun'nan, Shaaxi, Guangxi, Hu'nan, HelonggarHubei, Chongging and Sichuang’s FTD are between
6.7-11.9% and they take more than 1% of receiptsket; well, other 14 provinces like Hebei, Inneoidolia,
He’nan, Anhui, Xinjiang takes less than 1% of therket.

4. A comparison analysis of Shaanxi and Shandong

Shaanxi and Shandong have the similar quantityoplifation and area. Shaanxi lies in the middle afirVand
China, far from the ocean, with the major tourissaurces of cultural relics, and its capital, Xj'éa famous
historical and cultural city with world fame whoRerracotta Warriors and Horses Museum is regardethe &

Wonder of the World. Shaanxi is a typical big teariprovince with a long history of inbound tourisut develops
pretty slow; Shandong, on the contrary, standshleysea with both cultural and natural tourist resesi Mount.
Taishan is the No. 1 of “5 Holy Mounts” and Confugli Temple in Qufu is the sacred land of Confucani
Shandong is a newly developed big tourism provinite a shorter history of inbound tourism but deys fairly
fast. Now a case study to reveal more details i@abie 4.

Before 1994, both the quantity of inbound visitarsl tourist receipt of Shaanxi are higher than eh&handong, in
middle 1980s, the order that of Shaanxi was No.i%-6hina and that of Shandong was only No. 13vidl| in
early 1990s, that of Shaanxi turned No. 8-9 and ¢h&handong became No. 12-13. After 1994, Shamdons
much faster on the two factors thus in later 1988g, caught up with Shaanxi; in the early yeamenf century,
that of Shaanxi back fell to No. 12-13 and thaSb&ndong went up to No. 8-9.

On the background of fast-developing inbound teoria China, the comparison of Figure 5 and Figunedaild
reveal the reason of the changes of the two presinSince 1995, the FOD of Shaanxi has been gipdy@ihg
down and pushing her market share of inbound touaad its order going downward; on the contramngeil991,
the FOD of Shandong has been gradually going uppasting her market share of inbound tourism amadntler
going upward. Although FOD does not synchronizenwitarket share of inbound visitors, the impresssostill
strong enough to tell that the difference of FOOhe most important factor to differentiate the élepment of
inbound tourism of the two provinces.

To quantitatively measure the above relationshiseld on the statistics of 1991-2005, the formutasshown as
follows, due to the lagged time, the FOD of oneryearlier was used to explain the market sharenlobund
tourism of one year later:

Shaanxi: MSV(t)= 0.4871 + 0.27326 x FOD(t-1), 0.6956 (6)
MSTR(t)= 0.5361 + 0.21816 x FOD(t-1), 07379 @)
Shandong: MSV/(t)= 0.9816 + 0.10696 x FOD(t-1),0.2951 8)
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MSTR(t)= 0.6316 + 0.11116 x FOD(t-1), 0:8430 9)

Formula 6-9 reveals that FOD necessarily bound ifp iwbound tourism. Since 1995, the FOD of Shadras
been gradually going down and pushing her markatestf inbound tourism and its order going downwardthe
contrary, since 1991, the FOD of Shandong has bestually going up and pushing her market sharehsiund
tourism and its order going upward.

Conclusion

Welcome guests sincerely, friends are all ovemtbed. Inbound tourism is an extro-oriented indysaithough the
tourist resources, accessibility, tourists’ prigrittc affect it; the foreign openness degreevisgd one of the key
driving factors. Chinese modern inbound tourisnitethher history from the implementation of opemrdpolicy
since 1978 and as China opens wider to the outsidlel, the competitiveness of her inbound tourisnthie world
goes stronger. Herein from the perspectives of tihmenges, regional differences and case studyetadonship
was discussed to reveal the fact. During 1985-2@bfina’s inbound tourism is closely related to fgneopenness
degree, the correlation coefficient of major kegtéas are over 0.79, that of foreign trade depecelefegree are
over 0.91; the regional differences of inbound ismarof 31 provinces tell the same, 8 coastal pa®snown the
largest FOD and take 71% of inbound visitors anth #8 inbound tourist receipt; a comparison studysb&anxi
and Shandong provinces may reveal more detailshefsame conclusion. In short, FOD is always a basic
presupposition for Chinese tourism to go in foeinational or regional competitiveness.
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Table 1. Statistics of Chinese foreign opennessegegnd inbound tourism 1985-2004
) ) In. Order Foreign
Inbound|Foreign ) Overnigh{Order of ) Openness
o o HMT Visitors | . Tourist of trade
Yearvisitors |visitors visitors  |Inbound ) ) degree
/10,000 = Receipt Tourist dependence
/10,000 (/10,000 /10,000 |Visitors ) 1%
/100M. US $ |Receipt Degree /%
1985 1783.3 | 137.1 1646.3 713.3 13 12.50 21 23.0 11.4
1984 2282.0 | 148.2 2133.7 900.1 12 15.31 22 255 12.9
1987 2690.2 | 172.8 2517.4 1076.0 12 18.62 26 26.5 18.4
1984 3169.5 | 184.2 2985.3 1236.1 10 22.47 26 26.7 18.4
1989 2450.1 | 146.1 2304.0 936.1 12 18.60 27 24.0 18.4
199Q 2746.2 | 174.7 2571.5 1048.4 11 22.18 25 30.0 22.3
1991 3335.0 | 271.0 3064.0 1246.4 12 28.45 21 33.2 22.9
1992 3811.5 | 400.6 3410.9 1651.2 9 39.47 17 34.0 231
1993 4152.7 | 465.6 3687.1 1898.2 7 46.83 15 32.0 221
1994 4368.5 | 518.2 3850.2 2107.0 6 73.23 10 43.0 249
1995 4638.7 | 588.7 4050.0 2003.4 8 87.33 10 40.0 23.4
1994 5112.8 | 674.4 4438.3 2276.5 6 102.00 9 35.0 20.9
1997 5758.8 | 742.8 5016.0 2377.0 6 120.74 8 36.0 21.6
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1994 6347.8 | 710.8 5637.1 2507.3 6 126.02 7 33.0 19.6
1999 7279.7 | 1112.6 6167.1 2704.7 5 140.99 7 36.5 20.9
2000 8344.4 |1334.5 7009.9 3122.9 5 162.24 7 44.0 24.7
2001 8910.3 |1131.6 7778.7 3316.7 5 177.92 5 44.0 24.1
2002 9790.8 [ 1344.0 8446.9 3680.3 5 203.85 5 49.0 26.7
2003 9166.2 (1140.3 8025.9 3297.1 5 174.06 5 43.0 24.0

200410903.8(1693.3 9210.6 4176.1 5 257.39 5 52.3 36.9
200512029.2(2025.5 10003.7 4680.9 5 292.90 5 56.8 39.8

Note: Statistics fron€hina Tourism YearboadndChina Statistics Yearboolof which, the figures of 2003 are only
from Jan.-Oct due to SARS impact.

Table 2. Correlation between inbound tourism dguelent and foreign openness degree in China

ltems Total Visitors Foreign Visitors HMT Visitors Overnight Visitors Tourist Receipt

FTD 0.9215 0.9263 0.9167 0.9446 0.9232

FOD 0.8036 0.8233 0.7960 0.8316 0.8134

Table 3. Statistics of inbound tourism market stwEV, TR and FOD of 31 provinces in 2002

Province MSV /% | MSTR /% | FTD /%FOD /% | Province MSV /% | MSTR /%| FTD /%| FOD /%
Beijing 7.927 16.804 81.0 43.3 Hubei 2.616 1.532 57. 4.7
Tianjin 1.292 1.847 86.7 46.3 Hu'nan 1.446 1.678 7 6. 4.1
Hebei 1.210 0.901 8.9 5.0 Guangdong5.616 27.467 150.4 80.1
Shanxi 0.633 0.404 14.1 7.6 GuangXi 3.482 1.734 9.2 57
Inner M. 1.122 0.806 141 7.4 Hainan 0.995 0.494 417 122
Liaoning 2.374 2.969 35.6 19.6 Chongqing 1.179 1.176 10.8 6.2
Jilin 0.751 0.466 13.5 7.5 Sichuan 1.704 1.08 11.8 6.4
Heilongjiang 1.832 1.603 10.2 5.5 Guizhou 0.583 20.4 7.1 3.7
Shanghai 6.961 12.277 99.5 52.6 Yun’nan 3.32p 2.26p 8.7 4.3
Jiangsu 5.686 5.676 47.5 26.9 Xizang 0.368 0279 2 9. 46
Zhejiang 5.213 5.005 43.2 22.7 Shaanxi 2.171 1.894 11.9 6.7
Anhui 1.173 0.668 10.0 5.4 Gansu 0.633 0.293 5.4 2 3.
Fujian 4.720 5.936 48.5 27.9 Qingha 0.111 0.054 9 6. 3.5
Jiangxi 0.615 0.386 8.6 4.8 Ningxia 0.015 0.009 611.| 6.1
Shandong 2.495 2.549 27.4 15.2 Xinjiang 0.708 0.536 15.7 7.9
He'nan 1.047 0.785 5.0 3.0
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Table 4. Comparison of inbound tourism developnagnt FOD of Shaanxi and Shandong during 1991-2005

Shandong Province Shaanxi Province

Inbound | Market | Tourist | Market [Foreign |Inbound Market Tourist Receipt|Market Foreign
Yeal Visitors Share | Receipt| Share |Openness \Visitors [Share Million Share  [Openness

/10,000 ratio /Million ratio | /% 10,000 |ratio/% US $ ratio %

1% Us s 1% %

1991 17.2 1.29 51.9 159| 7.79 32.0 2.39 54.8 1.92 5.89
1992 24.1 1.47 62.0 156 | 11.50 43.8 2.68 75.4 2.18 6.91
1993 284 1.72 72.3 1.63| 9.90 45.8 2.78 89.0 2.26 7.56
1994 34.9 2.15 112.3 1.58| 14.50 43.9 2.70 113.0 2.16 78.1
1995 45.1 2.61 153.8 1.86| 14.37 44.2 2.56 1394 217| 482
1996 53.2 2.73 196.5 2.07| 13.64 50.0 2.56 198.2 220| 076
1997 58.5 2.69 203.8 1.95| 13.16 53.9 2.48 224.6 215| 375
1998 60.8 2.77 2195 2.04| 11.69 54.0 2.46 247.2 230| 57.0
1999 62.2 2.50 265.3 2.18| 11.89 63.0 2.53 271.8 224| 66.2
2000 72.3 2.32 315.1 2.20| 13.95 71.3 2.29 280.3 196| 88.2
2001 82.9 2.43 3824 2.39| 14.56 75.9 2.22 308.7 193| 254
2002 97.7 2.50 4725 2.55| 15.87 85.0 2.17 351.0 1.89| 653
2003 77.7 2.58 370.0 2.57| 18.62 46.6 1.54 198.0 137| 156
2004 119.3 2.72 567.0 2.69| 18.86 80.0 1.82 361.0 1.71| 98 5.
200§ 155.1 291 780.0 2.70| 19.69 92.8 1.74 446.0 152| 86 5.
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Abstract

The strategy of sustainable development is ondetwo important strategies for Chinese economielidgment.
The present small scale thermal power plants causeh pollution, and consume too much energy, sy #re
being confronted with the crises of existence arahagement. Accordingly, it is urgent for small sctiermal
power plants to carry out study on the crisis manant about their own existence and developmeaitir®j with
the deficiencies of small scale thermal power pglatitis paper found out the reasons for the diffesi in small
scale thermal power plant management and put fora@mresponding countermeasures.

Keywords: Sustainable development, Small scale thermal ppl@et, Crisis management

In 1987, the United Nations Conference on Enviromingad Development put forward the concept of suestde
development of human society; briefly speakingtanable development means the development thatsntiee
needs of the present without compromising thetgtofi future generations to meet their own need®e &conomic
development of China depends on the strategy afpeming the nation with science and education asthmable
development, in the process of vigorously advanéiivgo fundamental changes”, the small scale thempmaler
plants meet lots of difficulties. The electric aleity coefficient is increased owing to the macantrol of Chinese
economy, so electric power supply no longer faliers of demand, but balances demand even exceedande
Now, more and more large-scale power generatiots @me being used, the small scale thermal poveartplare
being confronted with great existence crisis, beean their low efficiency, high energy consumptéord the severe
environmental pollution.

1. Small scale thermal power plants are being cordnted with existence crisis

In 2006, Chinese National Development and Refornrm@ission delivered the Notice of Doing Well the
Investigation about Closing down the Small TherRalwer Generation Units. The notice required thatllo
government should inspect the situation of shutdofwmall scale thermal power plants since 1996, tha notice
listed 700 small scale thermal power plants thatikhbe closed down during 1999 and 2010, the tatphcity is
up to 16.01256 million kilowatt, which accounts ®12% of the national gross power generation cpd®esides,
more small scale thermal power plants will be dodewn because Chinese government has decided thipgs
straight about the small scale thermal power plants

On August 18, 2005, Chinese National Development and Reform @ission issued the fiftieth bulletin of 2005,
and publicized the first group of small scale tha@rpower plants that should be closed down. Theeodrof the
bulletin is as follows:

According to the demand of National Development Befbrm Commission, the small scale thermal povientp
that should have been closed down should be shut domediately, the newly studied out 64 small s¢akermal
power plants will be shut down at different stagdse capacity of small scale thermal power plafdsed down in
2005 would be 286.5 thousand kilowatt, and th&0df6, 2007, 2008, 2009 and 2010 will be 1.003 anilkilowatt,
1.921 million kilowatt, 1.1 million kilowatt, 53thousand kilowatt, 505 thousand kilowatt respedtfiy€igure 1).
The purpose of closing down the small scale theqpaaler plants is to save energy, promote the régolaf
power supply structure, and transform the econaroeth mode, and it is important to solve the peotd of high
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energy consumption, low efficiency and severe pioltuin the present small scale thermal power plant

In the beginning of 2007, National Development &weform Commission began to make more effort inictps
down the small scale thermal power plants.

After the State Council approved the Several Opmion Accelerating Closing down the Small Thermavé
Generation Units of National Development and Ref@@ommission and National Energy Office, the Nationa
Meeting of Electric Power Industry, on January' 28007, which mainly focused on encouraging thedsigs and
controlling the small ones, energy conservation emésion reduction, put forward the following atijees: during
the Eleventh Five Year Plan, the power of smallesthermal power plants closed down will be morantt50
million kilowatt, 50 million tons of standard coalll be saved, and over 160 tons of sulfur dioxid# be reduced.
Accordingly, large scale and efficient power platitat can save energy, and use reproducible ash @aergy
should be constructed.

In the following four years, small scale thermalveo plants, whose power is over 50 million kilowattll be

closed down, and no more small scale thermal ppleerts will be constructed. The newly planned trarpower
plants should adopt electrical machines that aez 600 thousand kilowatt. Specifically, the follagismall scale
thermal power plants will be closed: the generatrtial electrical machines in which the capacitg single unit is
less than 50 thousand kilowatt; regular power gei@r units that are used for 20 years, in whighdhpacity of a
single unit is less than 100 thousand kilowattcteleal machines whose life-span has expired, andhich the
capacity of a single unit is less than 200 thouddlodvatt; and the electrical machines that constmeemuch coal
and don't measure up to environmental protectianddrd.

According to statistics, when kilowatt-hour of ety is generated, the difference of coal conptiom between
large scale electrical machine that is 600 thousdoud/att and small scale electrical machine tisdbwer than 100
thousand kilowatt is 100 to 150 gram. In 2005, tiital capacity of small scale electrical machirtest are lower
than 100 thousand kilowatt is up to 0.115 billiolowatt, so more than 0.4 billion tons of coal amsumed every
year, and 5.4 million tons of the sulfur dioxide aischarged. If all the present small scale etattmachines are
replaced by large scale ones, 90 million tons afidard coal will be saved, accordingly, 2.2 milltons of sulfur

dioxide will be reduced, and 2.2 hundred milliongwf carbon dioxide will be reduced, accounting6.6% and

10% of the total discharge of power industry in 2@8spectively. The trends of the capacity of thmalk scale

thermal power plant that will be closed down in thigire four years are shown in figure 2.

At present, the supply of electric power exceednatl, that's why the small scale thermal powertglahould be
closed down. Chinese government is strengtheniegrtéicro-control on small scale thermal power pjasdssmall

scale thermal power plants should take up someuremsnd accelerate the technological reform te €gcto the

existence crisis. It is urgent for small scale tigr power plants to thoroughly bring the functidhotd power

generation units into play, fully utilize the prasassets, and distribute the staff, so as to theeheed of market
economy.

2. Problems in small scale thermal power plants
2.1 The energy consumption of small scale thermakp plants is high

The capacity of a single power generation unit mmak-scale thermal power plant is small, and thergy
consumption of small scale thermal power plantigg husually, the energy consumption accounts @ of the
total cost. The Chinese average coal consumptidv@ gram per kilowatt-hour, while the world averagpal
consumption is 335 gram per kilowatt-hour. If théfedence of coal consumption between small scalegp
generation units and large scale ones is 100 gg@mmillion tons of stand coal will be excessivebnsumed when
generating 6000 hundred million kilowatt-hours liletsmall scale electrical machines that are lowan t100
thousand kilowatt are used. It can be seen thatsthall scale power generation units will increalse toal
consumption of China. So Chinese National Develagraed Reform Commission pays much attention toggne
saving and emission reduction in power industry.

2.2 Small scale thermal power plants severely padlthe environment

Thermal power plant is one of the major air potintsources. The three main air pollution problenesaid rain,
greenhouse effect, and the damage of ozonosphatawa problems have close relationship with thérpmaver
plant. The smoke discharge from the chimney of-ficadl thermal power plant includes power, sulfioxitie,
carbon monoxide, carbon dioxide, nitrogen oxide fawl heavy mental particulates. Owing to that srsalile
thermal power plants have no good equipment fot dumoving, and it consumes much coal, more smakledaist
will be discharged into the air when the same amofielectricity is generated. A 35ton/hour spreegteker will
discharge 400 tons of power and dust every yean eween the dust removing efficiency is over 95%eTh
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discharged dust severely influenced the qualitgiof

Sulfur dioxide and nitrogen oxide are also impartan pollution sources. The amount of sulfur dieidischarged
is in proportion to the gross coal consumptionhia situation of rated evaporation, and the groa$ @ansumption

is in proportion to the coal consumption in powengration. The amount of sulfur dioxide discharyed the air

by small scale thermal power plant is large becafifiee large amount of coal consumption in elettirigeneration.
So it is urgent to restrict the emission of dust aontrol the area of acid rain. But in a long pérof time, coal will

still be the most important one-off energy, onlylange-size or oversize boilers (over 1000t/h), caal be burnt
completely, that is to say, 99% of the sulfur, ogen will be removed. But it is difficult for smalhd media scale
thermal power plants to do so (less than 1000t/h).

It can not be neglected that the sewage will alsltuie the environment. Large amount of sulfur diexin the
water from dust catcher, and the acid and alkdioped used to regenerate the water treatment eagrip will
destroy the environment to a great extent.

2.3 It is difficult for small scale thermal powedgapts to solve the problem of low exergy efficiency

According to the Second Law of Thermodynamics,riateo to improve the exergy efficiency, the steamapeeter
should be increased, which can reduce the energly istvoduced by temperature difference inside tibaer.
Another important approach to improve the exerdigieficy is thermoelectricity generation. Insuféot thermal
load will impede the energy saving effect of hegily machines.

3. Countermeasures for small scale power plant t@fe up to the existence crisis

Small scale thermal power plants used to play itapbrroles at certain historical period. In thesert time, the
combined heat and power generation unit still Heang life-force. The laws and regulations for pahitility
management in the United States prescribe thanteectricity factory is entitled to sell the suhesus power to
the Power Company, and Power Company should urtomally buy the power with avoidable cost. As a
developing country, China should save resourcesaatdy, for the sake of the welfare of the offsgri

3.1 The boiler of spreader-stoker consume too nmutthe fundamental reason for environmental pathoiti

The granule of raw coal is small, and the sulfurtent is high. At present, most boiler users, idiclg the small
scale thermal power plants, pay much attentioféoréconstruction of equipment, for example, the bopper is
changed to layered coal feeder, the hearth andsépstrator are also reconstructed, but all theseges don't lead
to obvious effect. The correct way is that additheuld be added into the coal to get briquettesthEr more,
calcareousness should be added to briquettes oaette sulfide because the sulfur dioxide disabadgill directly
influence the production, data showed that, thevalmoethod will decrease 50% to 90% sulfur dioxidd &0% to
70% nitrogen oxide. The use of briquettes will poty be good for the decrease of dust, but alggpoa for the
aeration of coal bed, so the coal will be burntrdighly, which will improve the thermal efficienf boiler. In
addition, the proportion of coal preparation shooédincreased. Thermal power plants use pulveffizedboiler,
the comminution will cost much electricity, whileet layer combustion boiler will waste too much doatause the
granules of coal don't measure up to standard.

3.2 Developing thermoelectricity generation is amportant way for small scale thermal power planetdast and
develop

Thermoelectricity generation will save more eneffye theoretical thermal efficiency of thermal povpant is

41%, but the practical thermal efficiency is onBf8to 39%. The thermal efficiency of thermoeledtyigeneration
is over 45%, and the practical efficiency is ab®%b6. The efficiency of gas-steam combined cycle gggwant is
50% to 52%, but the thermal efficiency of the whgdes-steam combined cycle power plant can reachofQtiore.

In thermoelectricity generation, heat-electricigio is increased, and the thermal efficiency @acth 80%, which
can lead to good economic benefit and social benefinese government established preferentiatypah this

aspect; using the central heating system and dgakiwn some small boilers will save energy and cecaollution.

Data showed that the ratio of thermoelectricity eyation machines to thermal power plants units with same
capacity is over 60% in German, England, DenmackHailand.

The thermoelectricity generation should accord witlo basic indexes; on the one hand, the averagenti
efficiency per year should be over 45%, on the rotfand, average heat-electricity ratio of thermcteigity unit
that is lower than 50 thousand kilowatt should fserd00%, the average heat-electricity ratio ofrteelectricity
unit that is between 50 and 200 thousand kilowattisl be over 50%, and heat-electricity ratio @rthoelectricity
unit that is larger than 200 thousand kilowatt dthdne over 50% in the heating period.

Small thermal power plants make great contributinsentral heating and the development of poweustry in
China. The concept of small thermal power plantuihdoe distinguished from the small heat & powesnpl
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because the small thermal power plants will beedladown while the heat & power plant, not mattes ikarge or
small, are encouraged by Chinese government.

In recent year, Japan, the United States, Europeantries and Taiwan of China established a sefigslicies to
encourage the thermoelectricity generation, sarbelectricity generation develops at great speeenitly. China
has established some preferential tax policiesefample, the investment regulation tax is exempad products
that make full use of ash are exempted from vadided tax.

Considering of the preferential policies, smallrthal power plants should carry out study on howemonstruct
themselves to become heat & power plants. And the¥esome advantages to do so, firstly, the capatipower
generation unit is relatively low, which doesn'tasere up to the demand of power industry developine@hina
if it only generates electricity; secondly, theseai power plants are also providing heat, so theye advantages to
be reconstructed as heat & power plants.

3.3 Small thermal power plants should be changeslitih biological way, which accords with the polafyChina.

Bio-energy means the energy produced by photossisthbio-energy exists in surplusages of agricaltand
industry, such as rice hull, straw, bagasse, savatusurban garbage. These things are called eleargy because
they produce less harmful gases when burned. Bieggnhas been widely used by European and American
countries, for example, there are more than 35@bergy power plants in the United States.

China is a big agricultural country, more than Midp tons of bio-energy is produced every yearjolvhequals to
the energy of 2 billion tons of oil. But the bioeggy used only accounts for 0.5% of the primaryr@ydt has such
large potential that China put forward some preféaé policies for power generation using bio-energ

Firstly, the Eleventh Five Year Plan put forwardatthwe should build a resource-preserving and
environment-friendly society, energetically devetepewable energy, accelerate developing bio-enstgport and
develop straw-fired power generation, build a baitktraw-fired power plants, and realize poweragity of 5.5
million kilowatt.

Secondly, Chinese government encourages and sspimertrenewable sources connected to power (thittee
article of Law of People’s Republic of China on Begrable Energy).

Thirdly, power generated by renewable sources bdlltotally purchased (fourteenth article of LawR#ople’s
Republic of China on Regenerable Energy).

Fourthly, it will be provided with preferential Inawith financial discount interest (twenty fifthtiaste of Law of
People’s Republic of China on Regenerable Energy)

Fifthly, preferential revenue (twenty sixth artideLaw of People’s Republic of China on Regenezdiergy)

Sixthly, electrovalence allowance. 0.25 Yuan péovkatt will be subsidized on the basis of the eteailence of
desulfured-coal fired power generation machinesefsh article of Tentative Management Measure$fare and
Sharing of Expenses for Electricity Generation fi@enewable Energy).

Seventhly, Chinese government encourages the tiegical reconstruction of adding biological subses to
regular thermal power generation (Notice Regarditrgngthening Evaluation and Management on thadnfie of
Electricity Generation from Biological Substances)

The national policies on regenerable energy poireda way for the small thermal power plant; itl viie
encouraged to change the small thermal power favib-energy power plant.

It will be more advantageous to change the smaihtial power plant to bio-energy power plant thabuitd a new
bio-energy power plant. Firstly, it will be easyrise money because less money is needed to tectres power
plant; secondly, the stocked assets will be futilized, which will save resources and energy;dlyirthe newly
built bio-energy power plant is not allowed to bamy regular fuel, but the reconstructed power tplane allowed
to use 20% or less regular fuel, it will be easiecarry out regulation; fourthly, the procedureetonstruction will
be much easier than that of building a new powantpl

3.4 Actively carry out the policy of “encourage lmges and control small ones”

“Encourage big ones and control small ones” melaaisthe construction of new power plants shouldirbed with
the closing down of small thermal power plants. Wibeilding the power plants that have large capabigh
parameter, low consumption and low emission, somallsthermal power plants should be closed dowre Th
construction of big ones will create market coruisi for closing down the small ones, while closiiogyn the small
ones will vacate capacity spaces for the constmaif big ones, so the two of them supplement e#chr and are
cause and effect of each other. To mobilize théusism of local area and enterprises, conversioording to

73



Vol. 3, No. 1 International Journal of Business and Management

proportion is allowed, i.e. if 300 thousand kilowpbwer plants will be built, 240 thousand kilowathall power
plants should be closed down, if 600 thousand kitbvpower plants will be built, 420 thousand kildatvamall
power plants should be closed down. And if 1 milllalowatt power plants will be built, 600 thousasall power
plants should be closed down. It can also be cdueteording to the amount of coal consumed.

The construction of large capacity power generasigstem is the development trend of power industowever,
Chinese government established some policies thgirapitious to the development of small thermadgr plants,
so, the small thermal power plants should actiealgry out the policy of “encourage big ones andtrmbrsmall
ones”, increase the capacity of themselves, grddiglest the previous human resources and saesalurces, and
realize sustainable development.

3.5 Other methods

Firstly, if there is natural gas, the small thermaiver plant can be changed to heat & power plamombined
heating, cooling and power supply system, in thay,where will be no pollution. Secondly, small lefiged power
plant can be changed to garbage fired power pHEritdly, if the equipment is still in good conditipthe small
thermal power plants can be sealed up for keeparg] it can be used again when in emergency, but
countermeasures should be taken to avoid polluEonrthly, under the guidance of government, theggamount

of the small low-efficiency power generation unign be transferred to large high-efficiency powameagation units,

S0 as to realize mutual benefits.

In a word, according to the theory of circular emwmry, the small power plant should be used thorgughless the
equipment is too old to be used. Power industoajstal intensive industry, unlike the small coahey small paper
mill, small glass factory and cement industry, &ffusand kilowatt small thermal power generatioit needs 200
to 300 million Yuan, so it must be reconstructed esed thoroughly.

4. Conclusion

The small thermal power plant is facing up to twaimtasks; on the one hand, it should try to médedfisurvive in
the disadvantageous environment, on the other hiiabpuld reduce environmental pollution, impraféciency
and realize sustainable development. So the shexdnal power plants are being confronted with exis¢ crisis
and development crisis now, they should enhancecdheciousness of crisis management, actively fookhe
methods to solve problems, and try to find theiywaexist and develop in accordance with their aeficiency,
accordingly improve the crisis management on thséskaf sustainable development.
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Abstract

In allusion to the problems in the present theoattstudy and practice about urbanization, thisspahicidated the
connotation of healthy urbanization from the angfeeconomics, and put forward the economic debnitof
healthy urbanization; further more, it put forwatdngs that should be attached importance to wheuating
healthy urbanization and the framework of qualitgileation system.

Keywords: Healthy urbanization, Equilibrium, Rational growwvaluation

Urbanization is developing at great speed in Chawordingly, a series of contradiction come upveeh the
trends of peasants’ urbanization and the developofeeronomy and society as well as the carryimgacy of city,
for example, the infrastructure construction in ttiy is behindhand, the life quality is decreasitlye social
security system is incomplete, it is difficulty tbtain employment, resources are over consumededblegical
environment is destroyed, the disparity betweemmiivers and countryman is becoming larger angelarSo the
healthy development of urbanization is of greanificance for the social and economic developmérChina in

the 2% century. So it is necessary to clear up the ptestady on evaluation system for healthy urbaniratfind

out the problems that should be improved, and gevheoretical basis for further study and provideng
guidance for practice.

1. Status quo of the study on quality evaluation sgem for healthy urbanization at home and abroad

Scholars who major in programming, economics, $0gio population, ecology and geography etc. haeslan
great effort in studying the evaluation systemudoanization and achieved a lot, some sound evatuaystems
have been established, such as the evaluatiorensygtut forward by the United Nations DepartmerEasnomic
and Social Affairs Statistics Division and Englighographer, and the modern evaluation system pwiafd by

American scholar. Besides, there are lots of etimlnaystems, such as the social indexed systenfopuaird by
the Organization for Economic Cooperation and Dgwelent and India, and the “healthy city” launchgd33

European members of World Health Organization. Jtiuely on evaluation system for urbanization spreadsnd
the social and economic development theories int reagntries. In developed countries, urbanizatias been
finished, and there is counter-urbanization phemamgso there is little study on urbanization, #relselection of
many indexes is done according to the actual siuatf different countries.

Study on healthy urbanization is a frontier probleminternational academic world, and in China,réh&ss no
consentaneous cognition about the concept of healthanization. Although there is little direct dyuon the
evaluation system of healthy urbanization in Chmach study on the index system that relates t@vhtiation of
urbanization are carried out indirectly. In recgatrs, more and more scholars put forward their ewaluation
systems and theories; population proportion isamgér the single factor to evaluate the urbaniratmd more
reasonable and scientific evaluation system andhodetre established. At present, there are fouslgmts in the
study on urbanization: firstly, the scholars wheestigate the urbanization are of different majeosthe evaluation
systems are also different, further more, the iedeare numerous and jumbled, it is difficult to ad® a
maneuverable, ideal and acceptable index; secaalttipugh there are lots of indexes and evaluatjmtems, they
are not combined well with urbanization; thirdlypsh scholars evaluated the quality of urban devetq, but
neglected the connotation of healthy urbanizatidsg, they didn't take the urban and rural area asole when
evaluating urbanization; fourthly, the evaluatigrstems have no theoretical basis to clarify thenendc running
mechanism of urbanization, the indexes are choskjedively, the main contradiction in urbanizatismot taken
into consideration, so the countermeasures toeratelthe urbanization is not convincible.

2. Explanation of healthy urbanization from the ande of economics
2.1 Healthy urbanization should achieve the balasfcsupply and demand of urban labor force

In economics, city is an efficient economic andialoorganization; it is defined using labor marketien the
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segmentation of labor market is done, the bordeitgfwill be established. Hence, the supply anchaied of labor
market is an important factor that should be carsid in urbanization. The balance of supply andashehof urban
labor market is the standard to judge whethernbastrialization matches the urbanization or ru, development
of industrialization, which is the necessary canditof urbanization, will provide labor demand fabanization,
while the improvement of agricultural productivityhich is the sufficient condition of urbanizationill supply
labor force for urbanization,. That's why whethiee industrialization matches the urbanization drbezomes the
basic standard to evaluate the urbanization. Adegrth the method of equilibrium analysis in westeconomics,
the objective of healthy urbanization is to reatize balance of supply and demand of urban laboefand realize
the employment of urban labor forces includinggbeplus labor force from rural areas.

2.2 Healthy urbanization should achieve the balasfceupply and demand of urban land and public potsl

According to the theory of increasing returns talscand agglomerate economy in spatial economaege land
medium-sized cities are the main carrier to abdlodting population. Urbanization will make the kcaf city

become larger and larger, which will lead to théederation of contradiction between urban land antlivated

land. Agglomerate economy demands that two probkhmsld be taken into consideration in urbanizatiba first

is the increase of land rent in the city, urbamimatind income increase will lead to the outwasahgition of land
rent curve, that is to say, the city will expandit the expansion shouldn’t be the unordered sprééth the

progress of urbanization, city will develop at drepeed, the related problems, such as food safetyloyment,
housing, transport, should be solved in the healtbgnization, and the ultimate objective of urlzation should be
the improvement of people’s living standard ane tjfiality, so all these aspects should be embadidte process
of urbanization. In the next place, conglomeratiah cause equilibrium problem between private prog and
public products, for example, the objective of epyphent-habitation equilibrium is to reduce autorfebiand
relieve traffic jam, severe of employment-habitatimbalance will lead to traffic jam, accordinglgpre end gas
will be discharged, the air pollution will becomeonsee, government has to spend more money in bgildird

maintaining the road too.

2.3 Healthy urbanization should achieve the ratiggrawth of town

Rational growth demands environmental protectiod #re construction of inhabitable city, it stresslest the
problems brought by the unordered expansion shuikblved through developing “inhabitable” cityaligbitable”
means that urban environment should be of highitguahd the natural environment that can influettoe life
quality should be protected. Rational growth regtiirat the following aspects should be realizednély neighbor,
high accessibility, less automobile traffic, vasduaffic manner, reduction of pollution, savingesfergy resources,
co-prosperity of urban and suburban area. Ratigralth advocates that the present infrastructuoelldhbe fully
utilized when exploiting new district so as to redihe expense in building new infrastructure,jitingost should be
kept low and the natural resources should be pestedo realize the objective of rational growtloygrnment
should establish specific public policy to managd eegulate the exploitation and usage of landth®aconcept of
rational growth should be introduced into the eatibn system of urbanization, which will providetinetical basis
for the establishment of improved policy. When as#ihg urbanization from the angle of rational gitowthe
following criterions can be used: accessibilityrative of environment, validity of traffic infrastcture, and the
social equity.

It can be seen that healthy urbanization is not ghanging the agricultural population to non-agtieral
population, but it is the optimal allocation of easces and harmonious development between urbanuasidarea
on the basis of transferring the agricultural pafioh to the city. The development of urbanizatiath make the
function and development of urban and rural areaoimmal state, so as to promote the harmoniouslafawent of
society, environment and culture in the city, imgrdhe living standard of people, maintain the faghlity life of
urban citizen, and improve the appropriate allaratind usage of urban economic resources, acctygingnote
the economic development of both urban and ruredsar The essence of healthy urbanization is thiat &
harmonious and mutual process of quantitative drawid qualitative improvement.

3. Emphases in healthy urbanization evaluation

Basing on the theoretical analysis and the maiblenas in Chinese urbanization, the following pratseshould be
paid much attention to when constructing the evalnaystem for healthy urbanization:

3.1 Land consolidation and food safety

If land consolidation is not taken into consideratino effective information will be provided toetisettlement of
problems in land usage in the background of urladioiz. Evaluation on land consolidation in the pEx of
urbanization should be put forward according toitiernal relationship between urbanization and lasage.
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The increase of number of city and the expansiaritpfcause that abundant land resource, espedtiedlgultivated
land is expropriated. Hence, cultivated land pt@acshould be strengthened. Evaluation of foocktyals an
important aspect of land consolidation evaluation.

3.2 The vulnerable group in the city

The vulnerable group mentioned here are mainlypesessants who lose the basic means of producticsivels
because of the urbanization, although they haverhedownsman, most of them cannot really accomnaothet
urban life, and become edge population who wigglevben urban and rural area, these people havepiilcand
no technigue, and lead a miserable life. The simamentioned above will influence the progressheflthy
urbanization too. The previous urbanization evadmadidn't reflect the living condition of theseqgee.

3.3 Harmonious development of urban and rural area

Harmonious development of urban and rural arehdsuttimate objective of urbanization, the quatifyurban and
rural development is weighed by the degree of haioos development of urban and rural area. The diggrarity
between urban and rural area is caused by the ategfieurbanization quality, so it is necessary niepect the
situation of harmonious development of urban amél area.

3.4 Urban spatial structure

Certain spatial structure will make the spatiaboigation cost of certain land be the least, @, ldngest utility will

be realized at certain spatial organization cogy. i€ a large labor market and consumption mar&atjnefficient
spatial structure will make the labor market andstonption market become small and inefficient mistkand lead
to increase of distance between work place andense place, accordingly, the quality of peopléds Will be

influenced, the distance of infrastructure suppig lwill be longer, and the investment and runriogt of urban
infrastructure will be increased.

3.5 Employment

The present Chinese industrialization speed iseifaitan the urbanization speed, which is exhibibgdthe
constitutive lack of labor force. The present citagve lack of labor force is complemented by floating peasant
workers. According to the supply and demand of idbrce, the resident population reflects the sygpid spatial
change of labor force. The demand of labor force ¢lase relationship with economic activities, neybere are
few people dwell in the places where they work, cemglomerate of employment space will influence the
investment and cost of transport in the city, arfliénce the traffic situation. So the density wipdoyed population

is better than average density of population tacaté whether the urban spatial distribution issoeeble or not,
which it is often neglected by people.

4. The framework of evaluation system for healthy tbanization

The evaluation index system is composed of fivesgstem, i.e. urban system, land, economy, comégtek of the
city, and harmonious development of urban and aned, the candidate indexes are shown in tablel.
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Table 1. The framework of evaluation system forthgaurbanization and the candidate indexes

First class
index (A)

Second class inde

(B)

xThird class index

(©)

Fourth class index (D)

Urban system (B1)

Number of the city|
(C1)

Number of city and town, density of th
city, number of small and medium-siz
city

Urban scale grad
(C2)

e Total area of the city, rationality coefficie
of urban scale distribution, the proporti
of large, medium-sized and small city

Urban
(C3)

function

Rationality  coefficient of  function

distribution of cities

Land consolidation
(B2)

Food safety (C4)

Proportion of self-support food, grow
index of grain yield per unit, the proportig
of decrease of cultivated land

Scale of urban lan
(C5)

d Land occupation rate of the GDP of ¢
unit land for production, per capi
residential land, per capita road and squ
land, per capita urban green land

Efficiency of urban
space (C6)

Economic output variance per land price
different industries, the proportion
industry land, proportion of residenti
land, proportion of land for road arn
square, proportion of urban green land,
ratio, density and height of building
density of employed population

Economic
development inde
(B3)

Development leve
(C7)

Per capita GDP, per capita income
families that have no land, the proporti
of third industry to GDP, proportion d
population who are engaged in th
industry, employed peasants who have
land, number of families that ha
non-agricultural industry, labor forg
demand

Development
efficiency (C8)

per capita finance income, level
industrialization and urbanization, urb
unemployment rate

Comfort degree o
the city (B4)

Life quality (C9)

Per capita disposal income, per caj
residence area, per capita power and w;
proportion of family that bought a hous
average expectation of life, Enge
coefficient, number of private car per 1
families, number of phone per 100 persqg
number of family that has intern
connection, vehicle kilometers to evalug
the situation of traffic, proportion Qg
population who have a junior college
higher education degree to total populati
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Economic Analysis of the Birth-Control Law in China
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Abstract

This paper explores the two approaches of govertghpapulation policy: command-and-control reguatiand
market-oriented incentive. From both the micro anacro perspective, this paper draws a conclusiah ttre
population market has its own autonomous principled too much government intervention like thehbantrol
law in China is harmful. Policy-makers should pdaiguarantee from the political regime. And in cakearket
failure, the government should adopt the marketrved approach to complement.

Keywords: Command-and-control regulation, Laissez-faire,Batimtrol law of China, Tradable reproductive rights
1. The Problem of Population Control in China

1.1 Introduction

In the year of 1830, the world population, 1 billio

In the year of 1930, the world population, 2 billio

In the year of 1960, the world population, 3 billio

In the year of 1975, the world population, 4 billio

In the year of 1987, the world population, 5 billio

On October 12, 1999, the world population reachédlién......

These figures are not only a milestone in the dgwekent of civilization, but also the pathetic epitafor human
beings.

Helpless children in Shanghai are wandering treesdr Millions of migrant workers in Beijing arestan the neon
city. Teary mothers in the slums of suburban asgasstaring at the empty crock in despair. Faced this reality,
in spite of sentimental feelings, we ought to thrakonally. Finally we find all these facts potat one key word:
POPULATION!

With the concern and responsibility for the futofehuman beings, | concentrate on the topic. | havadmit that
this paper is still not that precise, and many gspasome of whom are famous economists, have éolighon this
kind of research. But | still believe that it is rpgssion and creativity that can open a new glpbedpective on
population issues, especially in China ------ therexmic analysis of the birth control law in China.

1.2 The Problem of Command-and-Control (CAC) Rdiuria

When seeking to maintain the size, structure atehbad geographical allocation of population, potiekers face
two choices of approaches: first, “CAC Regulatiomhich means the government itself, formulatesciesi to

control birth, or regulate the population migratend put them in a mandatory effect just as whagjgpening in
China. This tactic is evident in many provisionstloé Birth-Control Law of China, and those coupldso give

birth to more than one child will be consideredghl and be punished severely by fine and evemdaraion. The
other is the "Natural evolving” style, allowing thatural evolution of the population. For this sfythe so-called
“Laissez-faire” is the spirit. The government's plapion policy would uphold the autonomous chanactethe

population order and intervene as little as possibhere is heated debate on which one is moretieffe And as
things stand now, they all have their own pros emas. The Command-and-Control regulation is unigmtrand
inflexible, which may facilitate enforcement andnitoring. And that is exactly why the Chinese goweent has
chosen it as a regulatory tool and endeavors tarekgs use to other arenas. However, this appnseghnot be as
effective as it seems, if we take its obvious draelds into consideration.

First of all, it brings bureaucratic rigidity andrtralization. Since officials just introduce theiwn assumptions into
the regulation, and impose the uniformed regulasiandard on every family, the command-and-corgt@itegy
may make all the regulated citizens suffer. And thréngs us to another obvious flaw: the command-eontrol
approach may provoke resistance from all the peapie must follow. This approach also has many offasvs,
and they will be discussed in the following chagter
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Contrary to the command-and-control strategy, théger strongly believes that the number, structamd
geographical allocation of population follow a wreg market-like law. That is to say, the populatioarket, like
many other kinds of markets, also has a functioadjust the allocation of resources and to redtweebalance
automatically. There exists a pair of "invisiblendda" from micro and macro levels on the marketdoieve this
"Pareto Optimality".

The basic role of the market in resource allocatias first stated by Adam Smith in "The Wealth @ftidns". He
pointed out that social optimization will be achédwvhen individuals seek their largest interegpuBlic policy, no
matter how well-designed, may not be accepted bynhrket because it is the imposition of governnaéfitials.
Long ago, Lao-tzu, one of Chinese most famous anhgikilosopher said that the best government shbnlits
regular course do nothing (for the sake of doijgaihd so there is nothing which it does not ddie Government
ought to show respect in an “inaction” way to the lwhich the market itself forms as soon as it fians. A truly
effective and successful public policy not only wldp but also must be the summary of market prlecim light of
his idea, this paper tries to analyze the birthtrmbdaw of China economically, and tries to sobhe following
problems: 1 how does the population market funcéffectively in its own way? 2 How can we prevertessive
government intervention? 3 In what way does govemtrtake measures to intervene in case of marketefa

2. Market Mechanism of Population
2.1 Population Market: Analysis from the micro leve

Analyzing from the micro-level, we believe that thepulation is determined by fertility and mortalivith the
advances in technology and the improvement of naédionditions, the mortality rate throughout thetbiy has
decreased. For the convenience of analysis, wergsghat mortality is on a linear decline. So theedwrinative
factor on population size is fertility.

This paper regards “child” as a special commodiy.from the classical microeconomic theory of pgcmodel,

we draw a conclusion that the quantity and pricarf commodity is determined by supply and demanthé

market, and in terms of the special commodity--“tield”, it is the same case. Parents should a®rsihe values
and the costs of their children, when making a gieai whether to give birth or not. That is to skgm an

economic perspective, the birth of a child is dedidy family’s will based on financial situationso it is

completely a matter of economics. In fact, the olseconomic analyses of a variety of social issh&s become
popular, and it is natural to apply this approastihe family planning programs. (Harvey Leibenstdi®69 pp.

161-170)

First of all, what is the value of children? Ittlee sum of the contributions that they bring to fueily. And the

utilities root in the following four aspects: Figstchildren could preserve the species or perpettize genetic
characteristics, the name, or the memory of therpéiPosner, 2003,pp.148 ); second, when the childage grown
up, they can create wealth for society and familighich is the economic value; third, children gamovide

financial aid to their parents when they age, whighthe protection value; fourth, the delight arehse of
achievement parents gain from the process of gatbieir children, which we call spiritual value, it may not be
realistic and easy to measure, but it is an impb@apect of the value of a child.(Li Zhongsher@)&

Secondly, what is the cost of having a child? Toet of it consists of mainly two parts: First df &he expenditures
of maintenance, education and medical treatmenithadre the real-life costs, so we call it diressts; secondly,
the income that parents give up from work when tHegide to give birth, which is the opportunity tas
economics, so we call it potential costs.

“Child”, as a commodity, obeys the law of diminishi marginal utility. When we studied the findingarikey
Leibenstein finished in 1974, we drew several assiohs: First of all, the higher the child's bidttder is, the lower
the couple's desire to have children will be; meegowith family’s per capita income increasing,ildfen's
marginal utility will drop. Even though there istraertain, direct link between the value of childend income, the
value of the child will reduce along with econondevelopment. But cost of the child rises with ecoio
development. We believe that economic growth aedige of per capita income lead to the depreciatioa child.
Therefore, people do not want to have childrerthis situation, people may be in favor of birth woh This is the
reality of modern developed capitalist countries.

Whether to have children and how many childrengweehdepended on the balance of the values and#hg so
their decision is economically rational. When tredue is higher than the costs, they will decideh&we more
children; when the costs are higher than the vahsy tend to control birth. All these above are tasults of the
operation of the market, and this result maximibesutility of every family.

2.2 Population Market: Analysis from the macro leve

The size and quality of one nation’s population #adeconomic development are highly interrelatedfact, it is
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confusing to identify which is the cause and whishthe effect. On one hand, economy was influerioed
population growth (greater labor productivity anebularity at work results in greater economic groveind

development); on the other side, current econommzlitions determine the quantity and quality of gopulation.
For the sake of simplicity in analysis, we assuha tjuality of the population is improving in adar correlation
with the level of economic development. So theatffevhich the improvement of quality of populatibas on the
economy, can be overlooked and we will focus orlyairey the impact of population growth on economiowth.

(Adhikari, Maskay, and Sharma, pp. 57)

Population growth can create two consequences: dirall , in a condition where the economic resesr are
relatively abundant, population growth will helpeate economies of scale, promote division of lahod

technological progress, and finally impulse theneroic growth; secondly, in a condition where theregnic

resources are relatively scarce, population grdartims the pressure on resources, thus reducingtestment and
lower labor productivity, which is not conducive ésonomic growth. From some historical data, we ltave a
simple comprehension about the relationship betvpepulation growth and economic growth. Howevee, féct is
that economic resources are relatively scarce.gBoerally speaking, there does exist a proper desgale of
population, which matches perfectly with aggregatenomic resources.

When the population, which is one of the criticabguction factors, and other production elementbjexve the
optimal distribution under the market accommodatitre market reaches equilibrium. At that poinsuifficient

resources, caused by excessive population, wilhappen; on the other side, there will be no furttevelopment
of the national economy because of insufficienotabs.

To summarize, we believe that the nature and niggratf population are to meet certain economic l&ws both
micro and macro angles. This rule is the basisuof'Adam Smith — Lao-tzu" model, that is, we cahiage double
optimal state of the economy, not only from thendfmint of families on micro-level but also fromathof society
on macro-level, under the laws of the marketplécel for government, instead of forcing the impletagion of the
population policy that intervenes in the marketdaits population policy-making ought to follow tfew of the
market. In summary, the overall laissez-faire pol&the best option to maintain the populatiorahaé. In fact, it
represents its ascendancy not only in the ardaedize of the population, but also in that ofggbpulation structure,
population movement and other relative issues.

2.3 Laissez-faire: a Better Population Control $&gy

Facts have proven that the harmonious balanceedittie of population can be reached if the goventrdoes not
take any effort beyond the minimum necessary &ruane the direction of population development ifitdshows
enough respect for the natural law of population.tHe following paragraphs, | would like to compaaC
regulation and Laissez-faire policies and theicomntes in a real-world setting.

For example, even though every state of the U.S.iteaown population policies and the federal goregnt takes
population stationary and population introducti@aagoal of population, the United States doesimptement
national population policies, which directly intene in population size and growth. The United Statew respect
to economic laws of the population, which rendetes population of the United States in a relativ@ytable and
appropriate situation.

Meanwhile, if the government takes significant meaes to intervene in population issues, particylére size of
the population, there is always little effect, berte will be other serious problems. For examghigtsmeasures to
control the size of the population will usually egeup the age of a population and cause gendetamndea which
has reached a global consensus. From these fojomamples, which describe their population pddicand
failures, you may be enlightened how to evaluatd gredict the short - and long-term effectivenespopulation
policies.

In 1960, after the Korean War, Korea experiencéxlay boomer era during which the average annuallatipn

growth rate was 29 %.. Therefore, The South Korearegment implemented domestic family planning peiats,
which aimed at declining population growth rate2® %o until 1970, which led to a sharp drop in tbdility of

Korea. And, in the 1980s, when the generation bothe baby boomer period had reached its pealgdafiernment
further strengthened its population policy, whigguired one couple only one child and legislatedrtan and
sterilization. However, since the beginning of ##90s, the low fertility and serious imbalance lie sex ratio
forced the Korean government to change its polimemncourage birth and balance the sex proportion.

Japan was the first country to implement natioimalts on fertility and population growth. In 1948apanese
Congress passed the “Eugenic Protection Law” td wih the impact of rapid population growth, whiglras the
result of population explosion and the strong aecin mortality due to public health policy. By thae 1950s,
Japan's birth rate had dropped to half of thathef 1940s. However, in recent years, the Japanessngoent
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revised its policies that it had sustained for mgesgrs, and now is encouraging birth to cope withrapid aging
and its relative socio-economic problems.

India was the world's first developing countriesptomote family planning. In the 1970s, the Ind@vernment
made several systematic family planning policieswelver, when implementing these policies, the gawent did
not fully take India’s specific circumstances irgcount, such as cultural traditions, religious dmstorical
backgrounds. So, eventually, they ended in failWhat is worse is the unexpected result, that tiulation was
growing faster and faster. India’s failure refledis some extent, that it is not only unnecessaryrfan to try to
dominate the direction of population developmeritdiso simply not feasible for doing that.

With the decrease in birth in recent years, to eoédertility has become an important national @ofor German
government. To persuade young people to have nindidren, the German government is "racking thedits". At
the beginning, the government introduced a sefi@scentives policies, one of which is that the veanwho gives
birth to one child will receive a considerable amoof the monthly subsidies. After that, the gowveemt put
forward a new proposal, which claimed that the gowvent was planning to establish 230,000 nursemesextend
the hours of schools until 2010, to help workingtineos. Disappointedly, Germany's population didaudtieve the
desired results, and Germany became the world¢ dountry with negative population growth. The unak
population growth rate was determined by social andnomic development. In the face of this trerdg t
government is weak and unable to intervene, sinsdeéasible and will cause a waste of social ueses.

Therefore, as | have clarified above, the goverrtrséiould not make excessive intervention in popardaissues.
Instead, we should implement "Adam Smith--Lao-tmudel, which favors free and inactive populatiofigies,
and mainly relies on the market mechanism of pdmaThe government's main responsibility is tsume good
operation of the market principles. As long as aleetthis idea into consideration, we will find thgid control of
birth in China is superficial and even absurd.

3. Guarantee from Political Regime: how to prevenexcessive intervention from government?

After the analysis so far, what we really need aasito solve the second question raised at thanhieg: how to
prevent excessive intervention from government @pufation issues? When Montesquieu proposed thgalfagon
of the administrative, legislative and judicial pene” doctrine, he had demonstrated that there wasnal of power
which would not be abused. Thus, to prevent exeedsterference from the government in the popotatharket
relies on surveillance and balance of the poweditial review of the constitutionality” of the U.8nd some other
western countries, as far as | am concerned, camahsplanted as a solution to this problem. We rcake the
freedom of reproduction a constitutional right, amy act from the president, congress, or otheemgorent body;,
will be declared unconstitutional and thereforeaiits as long as it is implemented by governmenintervene in
population issues. Of course, some countries arestablished on the basis of the separation okpaveo there is
no room for “judicial review of constitutionalityto survive in the near future. But what cannot banged is the
basic idea to prevent the government from intengim the population market, and that is what wiktba internal
surveillance and the balance of the power, not fautside the power system. For example, “Adminiatea
Procedure” can be an effective measure, and therefecessive intervention of any government bramithbe
subject to lawsuit.

And now let me emphasize my points again. Whatvioedte is not that all the government's populapoticy
should be abolished as they violate the right pwaguctive freedom. Market is the most efficieneigiion in the
vast majority of cases, but in some cases, it Isasfailed. In fact, it is possible for populatiorarket to be trapped
in market failure. And under such circumstances,gtwvernment needs to take measures to complehemarket.
However, it should not intervene in the form of matory administrative authority. Although it is mrsficant
participant of the whole market, government sh@adtlas a member, not as a commander. Market machsugire
far better than the command-and-control regimet fiotroduces the market-based incentive into ggutation.

4. Market Failure of the Population Market
4.1Characteristics and Reasons of Market Failure

One reason for the failure of the population maikehe blind benefit-driven behavior of every widual. As |
have mentioned in the previous paragraphs, whéthieave children or not is decided by the constitareof their
quality and utility of life. In a certain period time, when individuals all have realized that Bemefits outweigh
the cost of reproduction through careful calculaténd take for granted that what they have fouruhique, then
every individual will produce babies to pursue mprefits. And rapid increase in population in ahpriod will
be inevitable. | can use the example of the stoakket to clarify that. When people all have fountigh-yield
stock with low price, which is of course worthwhitebuy, the demand for this stock will increasendatically and
the stock price will also soar dramatically, sar¢his not any investment value for it any moreidigial rationality
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would result in the non-rationality of the market @ whole and benefit-driven behavior might makputetion
surge or drop sharply in a specific and short peoictime.

The other important reason for market failure igosisly asymmetric information which lies betwedr tsupply
and the demand in population market. The supplyesofrom family birth. But as a key factor of protlag, the
demand comes from the need of the social and edordewelopment. Every family will make a comparisiithe
costs and benefits to maximize the utility for thewn. However, their prediction of the populatisize and
structure that the society need is not accuratguse they can not catch every detail of the maoraemic society.
In this sense, the population growth, in the siemn, is often not an accurate reflection of soaiadl economic
operation.

However, the government cannot implement policegsacing the market. So what we should do is toigeo
additional mechanisms and systems to make it agpéetter. Such mechanisms and systems will beigiget in
the following.

4.2 Solutions to Dealing with Market Failure: tradala reproductive rights

Uneven geographical allocation of population, shaqreasing or dropping in the short term and the stio
imbalance are some performances of market failutbe population market. Now | will focus on howstlve the
uneven geographical distribution of population distuss what measures the government should tas@we the
market failure problem. Before explaining this geoh, we must distinguish between the short-termlang-term
in the population economics. Reproductive decisi@king usually takes no less than 30 years, becaiséhe
next generation that is to carry the policies &very step of the operation in population marketiisning relatively
slow. As what we mentioned in the previous pardggan countries like Germany, the population jsreduct of
social progress and economic development.

Uneven distribution of the world's population hamd been a topic concerned and discussed by papulat
economists. According to the report published Idemographic research institution in France on 28)e2005,
more than half of the global population was in @himdia, The United States, Indonesia, Brazil Ballistan. And
in those six countries which are already crowdbd,gopulation is still increasing at a considerageed. On the
contrary, some countries, which already have toallsspopulation density to provide enough labecéato sustain
the economic development, are still in low or evemative population growth. Russia, for instanaejecs the
largest area in the world but the population isydm4.5 million. To make things worth, its poputettis declining
at a speed of 400,000 per year. The most critioaitps that people in these countries are neittifing to have
children nor to accept migrants. So the shortagalmdr severely constrains the country's econoraiekbpment.
This is one of important characteristics of marfeditire in population market. And it raises a diffit task for us,
which is how to achieve this equilibrium, in whigfopulation can flow cross-border freely like cabiéend
technology. The answer is that we should rely onketanechanisms and property transactions. Indtterlpart, a
model is introduced to illustrate this issue mdeady.

Model One — Government as Intermediate
Assumptions:

A, a country with a larger population, higher paigdn density and people are willing to have mdriddeen. As
population form a pressure on economy.

B, another country with a relatively smaller popiga, lower population density and people are uiwglto have
children and boycott foreign immigrants.

So B cannot maintain economic growth because ofhioetage of labor.
B has a valuable economic resource which Ais ortalge of (such as energy, science and technology).

In this model, the reproductive rights will be ialty allocated to the government in country A, anekry couple
who wants to give birth to more than one child mest to buy the rights from the government. Anchvetl these
money accumulated, the government of country Almanthe economic resource from the government ofn@g
B.

In country B, the reproductive rights will be iailiy allocated to all the citizens, and the goveentrshould buy the
reproductive rights from all the citizens in order encourage them to give birth to more childreherT the

government of country B could use the money gannftbe country A and could give country A the resesrit

desires.
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Figure 2. YMCIB as Intermediate
Function of CIB: The CIB functions as an interméelifor country A and B when A imports this economgsource.

It prices the economic resource X as Px and makestee exchange runs smoothly.

Principle: Px=LABpB. Assuming that other elements remain the sameeskek a lower Px because it is the

importer; B wants a higher price because it isekgorter. Px means cost to A while benefits to 8.tlgre is a
conflict between these two countries. After series adjustments, it reaches the equilibrium, that is
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oPxha=oLAaBp/loa  oPxkB=oLAaBp/op and A/B=w/p. This equilibrium is what we want as ideal corutiti
5. Conclusion

Compliance with birth control policy is a sensitigsue. It is difficult to compel countries or irsdties to comply
with them unless they are willing to. Penaltiesxct®ns, and such are hard to implement and camn diave
negative consequences on the whole society ecoatiyni€he way to go therefore is to come up wittighes that
do not counter the flow of the economic order (werethe laws of economics) but to utilize incergivend
disincentives at it’s fullest. Through economic lgsis, we know that we should introduce market-daseentive
in the population policy of one country, which wiisult in both immediate and long term gains.

| know, when explaining my idea of the economiclgsia of the Birth-control-law in China, that | mmade many
assumptions, some of which are impractical, ancethee also many shortcomings in my research. bleaas it is
in theory, it is difficult to implement in a shgoeriod of time. In fact, the deeper | go intolite tmore | feel that it is
impossible to find a final solution to this problewthout the verification of time and practice. écsessful, rational
choice of population policy must be formed and @&ted in the social practice.

But the reason why | still spare no effort to takg time, my energy, my enthusiasm, my wisdom prepog new
perspective, which absorbs ideas of population @mirs and laissez-faire thinking, is my devout hthya officials
and experts are able to deal with the populatioblpm seriously. God bless every person in thiddweith wealth,
health, and happiness.
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Abstract

Comparing with developed areas of Mid-eastern Chimapresent industrial organizational structdré/est China
can far from adopt the objective requirements ohemical development. In this article, we detailegihalyze the
main problems existing in the industrial organiaa#il structure of West China which include low lewE scale
economy, high proportional state-owned economy, Il of specialization division and collaborati@xcessive
large and complete, small and complete omnipotenparations, and put forward the optimized methodfls
industrial organizational structure of West China.

Keywords: Industrial organizational structure, Optimized noethWest China

Industrial organizational structure in modern irtdas economics means the structure and relatiomong

enterprises in same industry (or market), whichamdy includes enterprise scale and scale structererespective
proportions of large-sized, middle-sized and smizltd enterprises and market competitive relatidms, also
includes relations of mutual labor division andadmbration among enterprises that produce sametyaroducts.
Reasonable industrial organizational structure lshoot only keep competitive energy under the miamk@chanism
and make enterprises in the industry have enougletis and pressures to improve management andotegiin
and reduce costs, but also fully utilize scale eoonand avoid low efficiency brought by excessigenpetitions.

1. Main problems existing in present institutionalorganizational structure of West China

With the development of China market economy andpedeing of industrialization, industrial organipati
conformation of West China has be quite improved,domparing with developed areas of mid-easterna;ihe
present industrial organizational structure of Wekina has not adopted the objective requiremenésanomical
development, and many problems still need to beedolThese problems mainly are the following aspect

1.1 Low degree of industrial concentration

Industrial concentration degree is one importaotofaof market structure, which is the common intexneasure
industrial competition and monopolization and carrdpresented by shares of some relative numedads (such
as production value, output, sale, employee nundssets amount and so on) which occupy the whotkanar

industry for several enterprises which scales lagentost in a certain industry. The irrationalityneéirket structure
of industrial organization of West China is maieiybodied in the industrial departments which shaalde high
concentration degree, but the production propastiohseveral large-sized enterprises in West Chimsavery low
and even can not achieve the normal scale whicletifeology requires. According to the relativeadat “China

Industrial Economic Statistical Yearbook in 2004/ primarily calculate the concentration index L8 market

share of sales of the four biggest enterprisegit éndustries in West China, and the resultssaen in Table 1.

1.1.1 Industry of transport equipment manufacturing

The industry of transport equipment manufacturm¢he industry with remarkable benefits of scaleneey, and
the production scales of the enterprise is larger,production efficiency is higher. So the spéntal production
must be organized by the principle of scale econanyg which is the interior requirements to develgmsport
equipment manufacturing industry. But to our womy,present, the concentration of foreign auto petdn is
continually enhanced, and the ten biggest autoocations in the world have 80% of the world outguit the
proportion of auto output of three factories whigtve the most outputs in China auto industry cdracbieve 50%
in total output of China, and the auto productioWiest China is more extremely dispersed, whichbeaproved by
the data that the market concentration degreg)(@Rransport equipment manufacturing is only 6.6

1.1.2 Industry of production and supply of elecpiisver and heat

Industry of production and supply of electric powad heat is one of industries which have weak edithpn and
remarkable scale benefits. The production concoralegree of this industry is very low and theeteralization
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and repetition in this industry are serious in Wesina. For a long time, there has not formed aqlasf large-sized
enterprises or enterprise groups which occupy siggiarket share and can represent industrial l6v&l003, the
market concentration degree ({Rf this industry in West China was 39.4% whichswewer than the national
level.

1.1.3 Industry of tobacco processing

There are abundant tobacco resources in West Ghibéhere lack tobacco enterprises with largeescdtven some
provinces have no enterprises with scales or ogates. In 2003, the concentration degree ,JGt tobacco
processing industry was 41.7% in West China.

1.1.4 Industry of petroleum and natural gas extact

Though China resources of petroleum and naturabgasentralized in West China, but in 2003, theceatration
degree (CR of petroleum and natural gas extraction industag only 14.5%.

1.2 Low level of scale economy

Another predominant problem existing in the westexdustrial organization is the low level of scaleonomy,

unreasonable scale structure of enterprise andhihiaturization tendency of enterprise scale. Thiemprise scale
structure is the proportional relations of compgsamd quantity for enterprises with different ssalguch as the
sorts of large-sized, middle-sized and small sexg@rprises). The enterprise scale structure tsftbe situations of
scale economy utilization and technical advancenieriarge extent, which has important influencesmarket

structure conformation and market operation efficie Usually, if the small-sized enterprises wibvldegree of
specialized collaboration have large proportioe, libnefits of scale economy are low.

According to the statistic of “China Industrial Bamnic Statistical Yearbook in 2004”, in 2003, thacant of
enterprises in West China which entered 500 larigektstrial enterprises were only 74 occupying %4.&nd the
amount of enterprises in West China which ente@@Dlargest industrial enterprises were 135 ocayp$i3.5%,
and they are lower than the proportion of domesifal production value of western 12 provinces @ging
national gross in 2003, which indicated the qugrdftlarge-sized industrial enterprises in Westrn@hare less, and
as viewed from industries, the western enterpresgering China 500 or 1000 largest industrial gmises are
monopolized industries strictly controlled by thmintry such as petroleum extraction, electric powetrifaction,
tobacco, steel and other industries, but few inthsstvith strong competition and high technicalteom belongs to
West China. In addition, in 2003, the number of t@esstate owned and non-state industrial ent@pabove scale
was 24111, where the number of large-sized ensarpvas 353 occupying 1.464% of the whole numbemtimber
of middle-sized enterprise was 3092 occupying 14&82and the number of small-sized enterprise w&6&0
occupying 85.712%. It is obvious that in the indiastenterprises of West China, the large-sized rmumttlle-sized
enterprises occupy fewer shares, the small-sizedrpises occupy more shares, and the western tiraus
enterprises generally have the tendency of mirizttion.

1.3 High proportional state-owned economy

From Table 2, we can see that in the western indugnterprises, the industrial gross proportiordustrial
increase value proportion, assets amount propoanehother indexes of state-owned and state holetierprises
are obviously higher than the whole country and.Eas

The direct influences of high proportional stateaed economy to the industrial organization arenttuce low
industrial market performances. Some scholarsezhthirough the statistic analysis to the 170 thodismterprises
in national 20 industrial, and found out that tH#ciencies of the privately-run enterprise and theividual
enterprise are the highest, and then the threes lkihtbreign-invested enterprises, and then thparate enterprises
and the collective enterprises, and the state-oveméerprises possess the lowest efficiencies. deefficiencies
of enterprises induce the low market performanéeseowhole industry, accordingly which make westeconomy
lack energy and power to develop.

1.4 Low level of specialization division and cottadition among enterprises and excessive large amdptete,
small and complete omnipotent corporations

After 50 years’ developments, though the West CHiaa formed independent and comparatively complete
industrial system, but as viewed from the orgaionail forms and associated methods among entespligseause
they were tied by the planned economy, most ensapare still staying in the developing stage with-forming
system, and the specialized levels of the entapiase still very low and the collaborate relagonong enterprises
is relatively incompact. Especially, the entermiséth industrial association and intense relationproducts can
not emphasize collaboration and exert their ownaathges, but conversely develop each other. In the
machine-building industrial enterprises in Westr2hi80% of them belong to “omnipotent enterprisesiterprises
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with self-forging and casting are above 80% and @%he whole machine-building industry, but conmpgrwith
foreign same variety enterprise, the enterprisel self-forging in US occupy less 40%, and thispartion in
Japan is only about 15%. Low specialized level rpustluce low collaborate level of enterprise, ssociation of
production and technology, which limits the enhamest of the scale economy level and reduces ther lab
productivity and economical benefits.

Most western small-sized enterprises have the cteraf “small but complete”, but haven't the adege of
specialized collaboration. In western countriehwlieveloped market economy, when the large-sizestipgises are
developing, the small-sized enterprises are alfp guowing up. For example, in Japan, small-sizederprises
with tens of employee occupy 51.3% of the sum gladase enterprises, and these small-sized entsrpaie
established on the base of specialized labor divisind collaboration, form organic associationite whole
industrial organizational structure, when the lasgeed enterprises enjoy scale economy, they withethe benefits
of socialization production and labor division acallaboration. Large-sized enterprises in developedntries
usually have thousands of collaborate enterprisesrporate with them, but in China, the specidlizellaboration
can not deserve emphasis, and most industrial @iges are “omnipotent enterprises”, and which deduthe
results of undeveloped production technics, srattttb production, high costs and low efficiencies.

2. Optimized methods of industrial organizational sucture of West China

From above analysis, we can see that the presestémuendustrial organization still has biggishfetiénces in the
aspects of industrial concentration degree, speedhldivision and collaboration comparing with neidstern
developed areas, which has seriously limited ththén developments of western economy. To prombee t
developments of the western economy, the westelustrial organizational structure must be optimiz&iching at
the concrete situations of West China, we thinkftflewing measures should be taken.

2.1 Constituting and implementing industrial orgaational policies being fit for situations of We&itina

The industrial organizational policies are the safra series of policies which are constituted &y gbvernment for
solving conflicts among enterprises in the indysaigtualizing the benefits of scale economy, deietp effective
competition, and pursuing the best resource schianthe industry. The country constitutes and immats
industrial organizational policies, actively intenes in the industrial market structure and mabskbgaviors, which
has very important meaning for forming reasonamtiustrial organizational structure and obtainingigae market
effects. Generally, the industrial organizationaligies are divided into two varieties. One is #rgi-monopolized
policies, and the other is the restrained excessorapetition policies. The former usually is adopia the
backgrounds of high economical development levdllarge enterprise scales, and the later usualigligted and
implemented in the backgrounds of low economicakttgyment level and small enterprise scales. Coimpavith
the actuality of western industrial organizatiosalucture, the main problem is the coexistence noéllsscale
economy and administrated monopolization with l@wvel excessive competition. So, correspondingly Whesst
China should adopt industrial organizational pekcivith restrained excessive competition and dpwedmtal scale
economy. That is to say, the market structure wadtimpetitive main bodies of few large-sized entsgsishould be
formed in the enterprises with remarkable benefitscale economy. In the industry which products @mposed
by mass components, the reasonable labor divisimh @ollaboration among large-sized, middle-sizedl an
small-sized enterprises and market structure witpgr scales should be formed, which basic chamete that
few large-sized enterprises and middle-sized arallsized enterprises with quite quantity existhie market, and
the relation of specialized labor division and @btiration exists in the large-sized enterprisesnaiddle-sized and
small-sized enterprises, and large-sized entepiimplement high level competitions surrounding theerket, and
the middle-sized and small-sized enterprises imetgrntow level competitions surrounding large-sieederprises,
and few large-sized enterprises which provide fimaducts possess higher market concentration eegmethe
industry without remarkable benefits of scale ecoypove should encourage developing large-sizedtiges, and
form the coexistence of large-sized, middle-sized small-sized enterprises and the competitive atasttucture
with more enterprises, which basic characterstatthe whole market is divided by numerous enisgpr single
enterprise occupies small market share, and thesiridl concentration degree and the bulwark cdnd out are
low.

2.2 Expediting governmental functional transformatand institutional reform

Governmental functional transformation is the intaot guarantee for the favoring implementation rafustrial
organizational policies. First, the industrial orgational policies fully embody the active intemimg of the
government to the evolution of industrial organimaél structure, but this intervening must maintiopt indirect
economical measures and legal methods, which tigtureeds the economical management functions ef th
government make corresponding transformations, Ise, ethe active influences of this intervening tee t
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optimization of the industrial organizational stiwe will be seriously limited. Second, the firghaof the industrial
organizational policies is to actualize scale ecmpand the reasonable transformations of goverteh&mctions
can relieve various administrational limitationsiswas the limitation to the scale extension of géhterprises, the
limitation to the self choice of specialized colttehte objects, and the limitation to the multiplamagements of the
enterprises, accordingly favor the full exertiontloé scale benefits and the further extension tdrprise scales.
The keys to implement the separation of the govemrand the enterprises and the transformatiomwérgmental
functions are to separate administrational funstiohthe government and the function of state-owasskts owner,
and fully define the right boundary of the admirasibnal institutions and owner functional instituts, accordingly
establish a sort of new government and enterpeis¢ion only with assets associations but withalmiaistrational
subject relation. At the same time, to establisHeseloping oriented government with rationalitymaeracy,
authority and high efficiency, we must fully refotthre original institutions, which is the organizaidil guarantee to
transform governmental functions and enhance effiy. According to the requests of the operatiomafket
economy, the original enterprise administrationgpattments should be respectively reconstructechéstening
comprehensive management department, state-owsets aperation institution and administrational agement
institution, and the crossed functions should bepéfied and clarified. The personnel managemestey of the
governmental institutions should be reformed, teesgnnel should be reasonable distributed, théacivgroups
should be simplified and the diathesis of the @milshould be enhanced.

2.3 Actively developing enterprise group and enlpmarket concentration degree

To develop enterprise group and enhance markeentmation degree is the only way to actualize ttwnemical
increase in West China. Enterprise with differerales have different choices for enterprise prgfee Table 3),
and which will influence the increase quality of tivthole economy.

Enterprises with large scale always choose techimo@vation and consumption reduction to make ipgphbut
small-sized enterprises excessively consider howd@ase market share. In R. Coase’s book of ‘Tharacter of
Enterprises”, he put forward that to establish actdialize longitudinal integration of the enterprésn bring saving
of trade costs. Coase thought that the market tredeled costs such as searching costs, bargaiogtg and
supervision costs, and the extension of entergidages could effectively reduce the market tradgsc@ccordingly
enhanced the allocation efficiency of social reseasr Therefore, at present, the West China shoctidedy
establish some large-sized enterprise groups docptd the modern enterprise system through agsetsant
reorganizations, take “optimized grouping, advaesagomplement, advantages expansion” as the dia@ntéully
develop enterprise groups, enhance industrial cdrat@n degree, promote the technical innovatiord a
consumption reduction, and develop industrial enonto the intensive directions with high quality.
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Table 1. Market concentration of 8 industries irst¥\€hina in 2003

Industry Market Concentration (GR
Coal Mining and Dressing 0.542
Petroleum and Natural Gas Extraction 0.145
Beverage Production 0.335
Production and Supply of Electric power and heat .390
Smelting and Pressing of Nonferrous Metals 0.503
Transport Equipment Manufacturing 0.166
Petroleum Processing and Coking 0.628
Tobacco Processing 0.417

Source: Department of Industry & Traffics of Na@brBureau of Statistics of China. China IndustBabnomic
91



Vol. 3, No. 1 International Journal of Business and Management

Statistical Yearbook in 2004. Beijing: China Sttits Press. Where, the total industrial productialue adopts the
invariable price of 1990, the industrial increaakie and the total assets amount adopts the gdribe same year.

Table 2. Proportional comparison of state-ownedstatt-owned holding industrial enterprises invthele country,
East China and West China in 2003 (Unit: %)

Index Whole Country East West
Proportion of enterprise unit amount 17.47 11.10 .885
Proportion of total industrial production value 33. 25.46 57.59
Proportion of industrial increase value 44.86 34.43 71.88
Proportion of total assets amount 55.99 44.23 72.88

Source: Department of Industry & Traffics of Na@rBureau of Statistics of China. China IndustBabnomic
Statistical Yearbook in 2004. Beijing: China Sttids Press. Where, the total industrial productialue adopts the
invariable price of 1990, the industrial increaakie and the total assets amount adopts the gdribe same year.

Table 3. Enterprise scales and choices of proétai#thod

Proportion of profitable method choice (%)
Scales Grouping| Technical | Reducing | Increase market Advertisement| Enhancing

innovation | consumption share drumbeating prices
State-owned
oversized 41.2 47.1 5.9 0.0 5.9
enterprise
State-owned
large-sized 46.1 29.7 21.1 0.8 2.3
enterprise
State-owned
small-sized 44.2 26.9 23.1 0.0 5.8
enterprise

Source: Ma, Jiantang. (1993). Structure and Behavio
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Abstract

Despite an expensive proliferation and the impaanf studies concerning developing country mutiameal
corporations (MNCs), multinational corporationsnfrivalaysia (a developing economy) have receivey irtte
academic attention. Most studies have focused erethergence and international expansion of MNQw fEast
Asian Newly Industrialised Countries (NICs) namdlgiwan, Hong Kong, Singapore and South Korea. In an
attempt to diminish the theoretical and empiricalp.gthis paper will examine and explain the growtid
development of Malaysian pioneer telecommunicatoultinational corporation — namely — TM Berhad and
determine their emergence first as a domestic giapported by governmental instrumentality, anchthe a
significant international market player in the telmmmunications industry. Using case study researetnodology,
empirical evidence is presented to justify the Brrdevelopmental and indeed its success in todfgisetic
environment, where MNCs jockey for position in al@l setting.

Keywords: Developing country, International expansion, Mwtional Corporation, TM Berhad
1. Literature review — multinational from developing country

According to Dunning (1995) in his eclectic paraditheory, the main difference between MNCs fromeligying

countries and those from developed countries liethé nature of ownership-specific advantages otldping

country MNCs. Generally, scholars agree that owripradvantages of MNCs from developed countriedareed

from advanced proprietary technology, superior rgangent skills or a large capital base. Ownershig@idges of
MNCs from developing countries are argued to li¢hieir lower production costs and lower prices,alihian only
be exploited in other developing countries withrailar or poorer economic status (see Wells, 1983dl; 1983a).
A number of other authors like Cantwell and Toleat{1990), Tolentino (1993), van Hoesel (1997) &lrdng

(1998), Kitchen and Ahmad (2007), have emphasisedapabilities of developing country MNCs to catphwith

their developed-country counterparts through thecess of technology accumulation. Views on the neatf

ownership advantages of MNCs from developing caéemitdiffer, and there are two schools of thoughtstte

subject as follows.

1.1 Emergence of the MNCs — 1980s: the ‘first wave’

In describing his school of thought, Wells (1988laimed that there are two pertinent market featimeleveloping
countries that force local firms to generate anabadarious innovations to achieve growth. These features are
small market size and the easy availability of st labour. Wells put forward the idea that it Vdooee in the best
interest of the local firm, as well as the localrkes, that these firms establish their initial ashegges through
‘de-scaled manufacturing’ or smaller scale of paiun. This is a process whereby technologies firmtnstrialised
countries are adapted to suit smaller markets Huadiag scale, replacing machinery with manual laband

relying on local inputs (Ramamurti, 2004). In thimy, the single most important ownership advantafje
developing country MNCs will be formed, by cap#alg on cost advantages derived from the set-ugri@hthis

view were other noted scholars such as Aggarwa84jland Lecraw (1977, 1981) who believed that,xjolaét

these cost advantages, developing country MNCsldlvoncentrate on serving the price-sensitive maeket, not
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the niche markets dominated by marketing compatitio

Lall (1983b and 1983c), in espousing the seconddchf thought in developing country MNCs, arguéuhtt
smaller scales of production in developing coustde not necessarily result in ‘de-scaling advagitagontrary to
Well's propositions, Lall believed that localisatiof technological change is the key to the devekmt of
developing country MNCs (Lall, 1983a, 1983b). HetHar asserted that the wealth of resources, asaets
knowledge of the local environment enabled develpmiountry MNCs to develop sustainable propriesygets
that could be effectively utilised in overseas apiens. These resources, along with other innonatidiffer greatly
from those possessed by MNCs from developed casntiVioreover, he emphasised that the lack of high-e
technologies among multinationals from developingrntries allows them to derive their advantagemfiadely
diffused technologies, and from special knowleddedeveloping country markets. The technology in tmos
developing countries tends to be almost exclusiwaythe incremental rather than of the frontier-ingvor
innovative type. This, while being a little crudemounts to a significant advantage, and can bédaout on a
sustainable basis. This technological developmentade possible through the localisation of teabgiohl change
at the micro level, and the irreversibility of sudhange. Lall (1983b) theorised that it is moreetfe to initiate
innovations that are more relevant and tailorethéoenvironment and market conditions of develogimgntries.

Contrary to Well's earlier propositions, Lall (19831983b) asserted that developing country MNCs eosirip
advantages lie in the fact that they have indigeriamwowledge of local market conditions, rather timathe ability

to descale manufacturing technologies to a smaikatkketper se These inherent advantages, as Lall pointed out,
could be further developed and sustained througingive research and development efforts and a@difearning.
These and other related conclusions formed the timpfor the second wave of literature that focusadthe
technological competencies of developing countritimationals.

1.2 Spread and Transformation MNCs — 1990s: the ‘sesuanck’

With globalisation and market liberalisation, timdluiential factors in international business, sashdemand for
products, market power, and number of competitoraame a few, have changed dramatically. To tmesfirthe
nature of ownership advantages has changed, aasvgtographical direction, segmentation of busirlesational
advantages, and levels of motivation to move ab(Bamhning et al., 1997; van Hoesel 1999).

In terms of geographic spread, the second wavaufasd FDI flows from developing countries has bbtanot
been restricted to other developing countries ftbersame region. Rather, the corporations have rxedbaon a
new set of challenges by entering even some ofnib&t tenacious markets, such as those of the USites and
Europe. Moreover, developing country corporatioagehlikewise embarked on a new sectoral scopdjrghdway
from massively labour intensive industries to kremge-based industries such as automobiles, eletramd
telecommunications. Thus, developing country MN@sehveered away from searching to satisfy basiitanién
needs: that is, needs for natural resources ankletsat their globalising stage, they have goneadh, no longer
looking for basic resources; instead they havededutheir efforts on more ambitious endeavours asdhe search
for new (and even advanced ‘western’) markets, Idpeel new strategic assets and obtained higheiesflies and
economies of scale. All these are to be found énetrer-expansive literature of the so-called ‘sdowave’.

The proponents of this second wave of developingicy multinationals likewise sought to point aghtier and
more optimistic picture of the characteristics odfiege firms. Through the Ilearning-by-doing and
learning-by-adapting technological accumulationcpsses, these firms were able to develop sustainabiership
advantages that allow them to compete in the glotsket (Cantwell and Tolentino, 1990, Tolentin®93, van
Hoesel, 1999 and Dunning et al., 1997).

As we indicated at the start of the paper, howetre, extant literature pertains to developed ankldping
multinationals and little of this relates to a dission of Malaysian-based nascent or current MNIisis, there is a
clear call for cases to be developed from Malayb@ased companies. Thus, the next section discubsegsearch
method and indicates the procedure adopted to exptbe domestic and international expansion of a
Malaysian-based telecommunications corporationmatyaTM Berhad.

2. Methodology

Given the evident gap or paucity of studies on dhea of an internationalisation process by Malaybiased
multinational corporations, this study employs aecatudy research method to examine a single fieaisiing and
internationalisation process. The research degiguires an exploratory case study drawing uponipheltinits of
analysis (Yin, 1994). The main data collection rodtlwas a series of in-depth interviews with 10 keyior
executives in TM International to develop the cagely as relying on a single source of informatieould be
inappropriate. The semi-structured open-endedviees were conducted. All executives (includinddaling titles:
CEO, Senior Managers, Managers, Executives), iilt@nd has an in-depth knowledge of their firm’smational
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operation and investment. The 60-100 minute lonigruiews were digitally recorded, carefully listent®, and
transcribed verbatim by using a word processor.eosd listening was performed to ensure correspurede
between the recorded and transcribed data. ComgAste reports were sent back to interviewees torenglidity
and authenticity of the collected data. In additeome telephone and email interviews were useoltect further
information from the interviewees. In order to gigeclearer description of a case study, multiplerses of
evidence, including both primary and secondary ,dateluding internal unpublished documentation,eingl
brochures, archival records, internet web sitesypaoy annual reports, company newsletters, newsgippings,
magazines and other sources (published and unpedlisaterials) (Punch, 1998; Yin, 1994) were atdlected in
order to construct the case and to increase validit

3. Industry background
3.1The Leading Domestic Telecommunication NetwOperators

In the Malaysian telecommunications industry, thiergyest and most influential domestic telecommatinn firms

are fixed-line and mobile network operators. Equeptrmanufacturers play a relatively restricted mmenpared to
service providers. Japanese and European multigdgiohave dominated the domestic telecommunications
equipment industry (Alavi, 1999). The country'semmmunication sector has undergone consolidatitim tive
original eight telco players subsequently beingiced to four companies, namely, Telekom Malaysid&e (TM),
Maxis Communications Berhad, DiGi.Com Berhad, aimdeTdotcom Berhad. The consolidation was made due t
the financial crisis that swept through SoutheasiaAn 1996/97, when concerns over market saturadiod
infrastructure duplication with large-scale debt aregative equity hit the industry (Salazar, 20@bnsolidation
was also made due to merger and acquisition of diome to strengthen their position in the domestarket.

Among the four telcos, TM remains the most inteomally active, with the furthest international cbaln the event
of empirical research, TM International, a subsidiaf TM Berhad has operations and financial irtésan 11

countries namely Sri Lanka, Bangladesh, South Afridalawi, Guinea, Cambodia, Ghana, Thailand, andem
recently is India, Pakistan and Indonesia.

4. Domestic operations and international developmerof the tm group
4.10perations Review: Domestic Operations

In domestic market, the key operating revenue ef ghoup is derived from fixed line businesses aeitllar

operations, followed by data services, Internet muttimedia. Contribution from the fixed-line segmevas 45.6%
or RM7, 482.5 million (Annual Report, 2006). TM Rittwhich began operations in July 2004 (formemoWwn as
TM Telco) is a core business unit of TM. It hasrbgiven responsibility to manage and operate fixealtelephony
and data based products and services in the colRevenue from fixed line services comprises bssitelephony
(Integrated Services Digital Networks (ISDN), pagph, interconnect, international inpayment) anddesgial

telephony.

Apart from building up its domestic expansion améhp less reliant on the competitive local marlkéd, has spread
its wings and invested in several internationaljgmts. The group has taken further steps to raisFseas
investment to contribute to group earnings. Thet sextion looks at the group’s international exp@msn more
detail.

4.2 Operations Review: International Operationdv Thternational Sdn Bhd.

In line with TM’s vision of becoming a global commioations player, TM International Sendirian Beri@I)
was established on 12 June 1992, with a paid upatap RM 903 million. As an international inveseémt branch
for the group, the core business mission is tocerphnd manage the group’s overseas investmenittiasti With
the establishment of TMI, TM has some assurantieeoéffective management of its international itwesnts, thus
maintaining high standards of operation and manageéin the interest of value creation for the grolidl aims to
strategically expand the group’s operations intiégwnally and to capitalise on opportunities in s#lee investments
within emerging markets, particularly in Asia anfti¢ga. The company was considered as a nationgéplzarrying
out important international activities; their boamad management structure were mostly of naticoraposition.

As pointed out by his key executive during the rivitew:

“TMI take a cautious approach. We only get into mwies whose legal framework we are familiar wikte went to
emerging markets looking for potential so that Kefa could grow with the host country”

Its expansion has been restricted to countries whfcth the Malaysian government has good or att Iraatral
relations (Padayachee and Valodia, 2002). TMI'stegy is to target emerging high growth marketshviaw
penetration rates. Most of TM's international inwesnts were made in the mid-1990s. They were Ihjitia
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prudently restricted to markets nearer home. Thaive proximity and in most cases a cultural éffirprovides
some comfort. To date, TMI has investments in Séditita, Guinea and Malawi in the African contineNearer in
the region are Bangladesh, Sri Lanka, India, Camabdddonesia and Thailand. When asked whether reaty
technology was proposed for any of these countnies,of the key executives pointed out that:

“Most of our international ventures are to the ledmsveloped economic countries where our teleconuations
technology is much better and advanced then thEisir people are not prepared to accept new teldgyoyet”.

This evidence shows that the technology of TM cxinsof assimilating and adapting foreign techna@sgither
pushing back the frontiers of knowledge. At theetiof conducting the empirical research in the dsggion, TM
Berhad had investment in 11 countries (see TableHbwever, several international investments hagenb
established in year 2005/06. Most of the projeuitsated were in the region and in collaboratiottmthe dominant
local partners, thereby establishing a strong regipresence. TMI's presence in South Africa, Gajridalawi,
Bangladesh, Sri Lanka, Cambodia, India and Indarisgprimarily in the fixed-line and cellular busgs.

Table 1. TM International Investment Ventures (Sdibsies and Associate Companies)

Company Country / | Type of Partners / Alliances / Status
Year Investment /| Ownership (%)
Incorporated| Business
Networks
Societe Des Republic of | Joint Venture | Strategic partnership: Under 10-year
Telecommunications | Guinea (with local 40% - Government of licence since
De Guinee (Sotelgui Government) | Guinea to form Sotelgui | 1995-2005 (with ar
s.a.). (December s.a(national option for a 10 yea
1995) telecommunication extension)
operator);
60% - TM
Ghana Ghana Shareholder | Purchase of equity: Ceased operation
Telecommunications | (Feb 1997) | (with local 70% - Government of after 2001
Company Limited Government| Ghana
(Ghana Telekom) and local 30% - T™M
partners)
Telkom SA Limited South Africa | Joint Joint with US-based South Awarded 5-year
(TSA) Venture Western Bell Corp (9%) | exclusive licence tg
(May 1997) | (with via Thintana provide domestic
foreign Communications LLC to | and international
partners and| acquired TSA (total 15%); telecommunication
Government| 6% - TM service for the
of South whole of South
Africa) Africa which
lapsed in 2002
Dialog Telekom Sri Lanka Shareholder | Shareholding structure: | Licence awarded
Limited (formerly 87.8% -TM for a period of 18
known as MTN (February 12.2% - public years until 2013;
Networks (Private) 1994) listed in year 2005
Limited (MTN)
TM International Bangladesh|  Joint 30% - AK Khan &.Ctd | 15 years
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(Bangladesh) Limited Venture (a leading Bangladesh | nationwide GSM
(TMIB) (October business group) licence until 2011
1995) 70% - T™M renewable annually
thereafter
Samart Corporation
Public Company Thailand Joint Stake (19.22% of TM) in | In February 2006,
Limited (SAMART) Venture Samart Corporation Public TMI repositioned
(June 1997) Company Ltd. its business
partnership with
Samart by
acquiring a direct
24.42% stake in
Samart I-Mobile
Public Company
Telekom Malaysia Cambodia | Shareholder| Partnership with Samart| Awarded a licence
International Corp. Public Co. Ltd from| until year 2027
(Cambodia) Com. (May 1998) Thailand (100% - TM)
Ltd. (TMIC)
[formerly known as
Cambodia Samart
Communications Co.
Ltd. (CASACOM)]
continued
Company Country / Year Type of Partners / Alliances / Status
Incorporated | Investment /| Ownership (%)
Business
Networks
Telekom Malawi Joint 40% - Malawi To operate GSM
Networks Malawi Venture Telecommunications Ltd cellular services
Limited (TNM) (January 60% - T™M until 2014 (15
1995) years license
period)
PT Excelcomindo | Indonesia Shareholder| 59.7% - TM, 16.8% -
Pratama Khazanah, 7.4% (AIF
(Excelcomindo) | (January 2005 Indonesia Ltd), 16.0% (PT
Telekomindo Primabhakti),
0.1% (Employees & Public
MobileOne Singapore Joint 29.79% - SunShare.
Limited Venture Sunshare Investments Ltd |s
(August 2005) a consortium in which TMI
holds 80%; Khazanah 20%
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Mobile Iran Joint Agreement between TMI | To operate a GSM
Telecommunicatio Venture and Technology Resources| 900MHz service
ns Company of (December Industries — to transfer for a 15 years
Esfahan (MTCE) | 2005) MTCE equity from TRIto | period
TMI (49%) commencing 19
May 2001
Multinet Pakistan | Pakistan Joint 78% - TMI, 22% - local
(Pvt) Limited Venture investors
(Multinet) (February
2005)
Spice India Joint venture| 49% - TMI; 51% - Mcorp
Communications Global
Private Limited (March 2006)

Source: Telekom Malaysia, 2006

The first international investment of TMI beganlif95, when the group expanded its operations iatiemally in
the Sri Lankan market. MTN Networks (Pvt) Limitedote 1) (MTN), was set up to establish, operateraahtain
the GSM cellular services utilising the 900 MHzgimency band. It operates Dialog GSM, the countiargest
mobile phone network. Dialog GSM is also a key ptag ISP, Internet, and mobile satellite servioevfsion.

The Government of Sri Lanka awarded the licensgrgement to the TMI for a period of 18 years u2@il3. MTN
managed to emerge as the leading cellular compéhyavsubscriber base reaching 1.539 million subers at the
31 March 2005 — accounting for approximately 60%iurshof the country’s mobile sector and 40% of total
telecommunications subscribers. TM listed MTN Netwoon the Colombo Stock Exchange in the 28 July520
(Business Times, 7 July 2005).

The success of the early international venture vated the group to pursue its international exgansictivities
vigorously during 1995-1997. In December 1995,dlmup formed a strategic partnership with the Gaovemt of
Guinea (GOG) to form Societe Des TelecommunicatidasGuinee (Sotelgui S. A). Telekom Malaysia acsplir
60% equity in Sotelgui S.A, amounting to a valueug$45 million, while GOG owns the remaining 40%heT
investment is focused on Government-to-Governmentlalwration. Sotelgui S. A is the national
telecommunications operator and is the market teaite a 60% share of the cellular market. It iscathe sole
provider of wireline and wireless services in Rdjpubf Guinea, with a customer base in excess &0d@0. The
year 2003 marked important infrastructural achiesets, with GSM being deployed in 19 towns in thevprces.
However, in December 2005, TM Berhad has announcediaw its investment in Guinea in relation tougro
strategy to more focus in ASEAN countries (Utusaaldyisia, 14 December 2005).

In the following year, TMI expanded its operation Calcutta, India, holding a 37.7% share in UshatiMg
Telekom Limited. Having begun its operation in Sepber 1995, the group was given a licence to inatad
operate a GSM cellular network in the country urtlerbrand name, COMMAND. The stake, however, wisis
October 2000 for US$130 million, to Hutchinson. Thain reason for Telekom’s withdrawal from Indiasathe
restricted coverage given to it, which, as a resumtiuld have capped its growth (Malaysian Busindsgugust
2004).

Another investment of TMI in the African continestin Malawi. The group formed a joint-venture camg with
the Government-owned Malawi Telecommunications taohi(MTL) in 1996 to form Telekom Networks Malawi
Limited (TNM). Telekom Malaysia holds 60% equity ¥ehMTL holds the remaining 40%. When it commenced
operations on 15 December 1995, the initial paideapital of the company was only MK65 million (RNd3.
million). At the end of the 2004 financial yearstood at MK350 million (RM23.5 million). The ratiate for
investment of the group is in line with the MalaysiGovernment's call to local companies to fornatsgic
alliances with foreign parties (Padayachee anddi@)®2002). In addition, Malawi Posts and Telecomitations
Corporation (MPTC) were corporatised from the Tefemunications and Post Department of the Governmint
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Malawi, and this has made available to TM, an oppity to be the first foreign participant to entsto a joint
venture in the country.

In 1996, the group further expanded its ventureBangladesh. TMI and A.K Khan Group (a leading Badgsh
Business Group) entered into a joint venture toném TM International (Bangladesh) Limited (TMIBhE former
holds a 70% stake in this joint venture while el holds the remaining 30%.

The group’s international ventures to Thailand Ibega 1997 when the company acquired a 24.99% siake
SAMART Corporation, a public listed company in Tlhad. It also bought a 33.33% in Digital Phone Camp
(DPC), a Samart subsidiary for US$135 million (RM33million) with the commitment to buy new DPC smat
US$45 million (RM112.5 million) to bring the totatake to 40%. TMI's principal partner in Samarthis Vilailuck
family, one of the country’s successful entrepresewith a 48.73% shareholding in the company. géenership
is the first step in creating a regional telecomivations infrastructure to rival all others in thlebal market (The
Edge, 16 June, 1997). In year 2000, there wasréfisant change in the shareholding structure irC0#8 Samart
Corp sold a large number of its shares to the Sldrporation. The founder of Shin Corporation is ieral’s
present Prime Minister, Thaksin Shinawatra. Simitatndia, the group’s investment in Thailand wWil?C was
disposed of in year 2001 for US$245 million, reisgltin an exceptional gain of RM827.8 million fdret group.
This was due to the nature of the competitive marked restricted coverage given, which limitedaypmities to
expand in that country.

The major and most profitable international projeetde by the group was in South Africa. The investiriook
place in 1997. TMI invested in Telkom South Afri€BSA) through its consortium with South Western IBel
Corporation (Note 2) (SBC Communications Inc.)haf tUnited States through Thintana Communication LTl
purchase of a 30% stake in Telekom SA Ltd by Tiejsorted to be closely linked to the Malaysianitytdl policy

of investing in developing countries to overcomenpetitive pressures in its own domestic telecomiations
industry. It is the largest investment in Africa &Malaysian company (Business Report, 27 Marcly 19%he Vice
President of Customer Network Operations TM, petmctly:

“We believe that Telekom Malaysia can contributa isubstantial way to South Africa’s economic dgwelent and
upliftment of disadvantaged group&uoted in Telekom Malaysia Press Release, 10rDieee1996).

Similarly, the President of Johannesburg basedh8astern Bell International Development Africa (Ptytd
commented:

“SBC and Telekom Malaysia share not only a repotafior management and technical expertise, butlbkrewn
commitment to employee training and high-qualitghtelogy for their local partners’(Quoted in Telekom
Malaysia Press Release, 10 December 1996).

TM’s investment in South Africa may be part of aastgy to further penetrate the African contindRéports
indicate that Telkom SA Ltd and TM are seeking xpand in Africa, where telecommunications privaimas are
under way in Uganda, Senegal, Cote d’lvoire, Ghana, the Democratic Republic of Congo (Business, Dady
September 1997). As strategic equity partnersivtbecompanies jointly hold a 30% stake in TSA. T8#s given a
licence granting the company an exclusive righirtavide public switched telecommunication servieSTS) for a
period of 5 years commencing in May 1997, to the efifinancial year on 31 March 2002. TSA also o086 of
Vodacom Group Proprietary Ltd (“Vodacom’), the lemgdcellular operator in South Africa, with appnmxtely 9.7
million wireless subscribers. In return for theipdrof exclusivity, TSA is required to meet stringeollout and
service obligations to improve teledensity and ssitdity in South Africa. On 18 June 2004, the pamy reported
an exceptional gain of RM 640 million from the palrtsale of its stake in Telkom SA South Africa.ifitana
disposed of a 14.9% stake in Telkom SA comprisiB®8 million shares for 6.06 billion rand (RM3.54llion).
With the stake sale, Thintana’s interest in Telkb&has been reduced from 30% to 15.1% (The Stalu@2004).
Thintana is 60% owned by SBC and 40% by TM. Theegfdelekom’s effective stake in Telkom SA Ltd was
reduced from 12% to 6%. Telekom’s portion of thie smas 33.19 million shares, amounting to 2.4Zdgillrand
(The Sun, 21 Jun 2004). On 15 November 2004, TNl &8 remaining 6% to South African Black Empowernh
Consortium. The disposal resulted in an exceptigaal of RM1, 515.2 million for the financial en@® which
contributed to the group profit. During the intemwi one of the key executives claimed:

“The investment in South Africa gave us a greatrmetand shows that our intention to move abroad plade the
investment in those countries in the early daystiwagight decision”.

When TM first announced its intention to reducesiske in the South African company, it raised solmebts, as
the latter was achieving excellent results. Howeitas believed that the move signalled a strategynove away
from a market reaching saturation point and reatldnvestments to areas that promise higher grpotantial.
The partial disposal is in line with Telekom’s maeeconsolidate its strategic investment overseasfacus on
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markets closer to Malaysia, especially in the A3ific region (The Sun, 21 Jun 2004). Moving ® #Asia-Pacific
region would be a positive step for TM considerifig good growth potential in those countries (Msiay
Business, 1 August, 2004).

Apart from South Africa, Malaysian Telekom also gbtia 30% stake in Ghana Telekom (GT) in 1997. T w
part of G-Com; a consortium led by the Telekom gramd the Government of Ghana (70%). The groupiadu
30% equity in GT for US$38 million in February 198@verned by a Stock Purchase and Sale Agreem@nha@®
been a profitable telecommunications provider elefore its privatisation. The company recorded @fitpof
US$14 million in 1997 and US$3 million before thévatisation (Malaysian Business, 1 August 2004)Algust
2000, TM signed an agreement to acquire an additia6% for US$100 million. The investments in Ghana
however, did not meet expectations, and in Julyl20dly four and the half years after the starbpération, TM
lost management control in GT after the Governnoéi@hana ‘unilaterally terminated’ the employmeabtact of
the managing director and appointed an interim mam&nt committee to oversee day to day affaireekoeh’s
management of GT became a contentious issue dthimglections and the contract was not renewed vithen
expired in February 2002. The new government uniderNew Patriotic Party led by John Kufuor had emos
Norway's Telenor to replace Telekom as the stratémiestor to improve GT's network. In late 2002lekom
withdrew its investment in Ghana, ‘as it can naylenprotect its investment’ (Malaysian Businesgugjust 2004).
The disposal of the GT stake is Telekom'’s third &eim its strategic investments overseas aftelaladd Thailand
in 2001, due to the nature of the competitive miarkethose countries.

As part of its plan to increase its revenue frorersgas ventures and be less reliant on the donmeatiket, the
group announced its entry into Indonesia and reréatthe Indian market at the end of 2004, therektablishing a
strong regional presence. In 2004 TMI targeted newe investments in a bid to strengthen its presetaser to
home. In Indonesia, TMI reached an agreement with Rajawali Group, the principal shareholders of PT
Excelcomindo Pratama (XL), to acquire Indonesihigdtlargest mobile operator, which was duly cortgrdeon 11
January 2005. The transaction is structured asital iacquisition of a 27.3% interest amounted BB$million in
cash, together with transfer of majority managensm board control to TM. The company intends tguae
additional shares to achieve a majority sharehgl@ir2005. The Chairman of Telekom stressed that:

“we are excited to acquire a substantial equityeretst in XL and hope we can increase our stakénduriThis is
clearly a major acquisition for us and is in linéthvour strategy to acquire mobile assets in lowgteated markets
closer to home'(The Sun, 9 December 2004).

In India, the group revisited the country with reee vigour when it formed a joint venture with Sipgre
Technologies Telemedia (STT) to buy shares equityDEA Cellular, the leading cellular operator india to
operate cellular services with a subscriber basevef 4.5 million (Utusan Malaysia, 27 Novemberp2 Both
parties have entered into a definitive agreemeumictuire a 47.7% stake in IDEA Cellular for a tatahsideration
of approximately US$390 million (US$1 = RM3.80). €Tfoint venture with STT would further improve THI
ability to compete in the increasingly competitigiobal mobile telecoms market (Malaysian Busindsgugust
2004). Under the terms of the agreement, the ctnsomill acquire the entire stake from Cingularréless, and
simultaneously infuse additional capital into IDEPhe consortium is structured as 60% (ST Telemeatial) 40%
(TM International), and its three largest shareti@dare Cingular Wireless, the Tata IndustriestaadAditya Birla
Group. The proposed investment is consistent Wwighobjectives of ST Telemedia and TM Internatiot@become
significant wireless players in the Asian markets to participate in the growth opportunitieshia tndian cellular
market. It was stressed in an interview that thewe is:

“a promising area of growth. As a wholly-owned ddizry of Telekom Malaysia, we are optimistic abthe role
that TM International can play in IDEA and the ladicellular market’

In moving forward, Telekom has also expanded itsrajion in Pakistan telco. TMI owns 78% stake inltMat
Pakistan (Private) Limited, whereas 22% by locaégiors. Pakistan is being selected for TMI investinas it able
to provide a window of opportunity into the Middiastern market.

From the interviews with key management of TM Bektgeven primary factors have been identified natély the
firm in their internationalisation: globalisatiofi industry and commerce, reducing of trading basrierivatisation,
competition, regulation asymmetry, new telecom metbgies and political needs. Potential new markstkide
those in Indonesia, Myanmar, Cambodia and Vietnar8auth East Asia and India, Pakistan, Afghanisham,
Bangladesh, Nepal and Sri Lanka in the South Asggion. The company’s core focus in the internationarket
will be on the provision of cellular and value-addrvices.

Having discussed the background of the group’s tiramd development, the paper now continues byaaiph
how Telekom’s domestic growth and internationalngrowere achieved.
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5. Business strategies and ownership advantages

The following discusses the primary source of owhgr advantages of the group. Although the groviti M
group was built on various aspects of its ownersldigantages, it is not based on physical capitalealKnowledge
of the telecommunication industry and its status@Sovernment-linked Corporation (GLC) were alsatsgic
assets for expansion process.

5.1Industry Knowledge and Experience AdvantagesRisneer Telco

As a national pioneer telco, its long-term monopalyd dominant market position in the telecommurocat
industry has enabled the firm to continue expandiitg no competition. TM’s initial monopolistic pib®n gave it
plenty of time to accumulate industry knowledge axgerience, and allow the control of the domestarket
especially in the fixed line business. There isdoubt that the organisation’s familiarity with timeeds and
behaviour of the local market is a major ownerstdgantage for TM. Teece (1998) proposed that krigdebased
ownership advantage is crucial to the firm. Accogdio him, one of the ultimate sources of ownerstipantage
that are not tradable is knowledge assets in itsl®@mes. Knowledge assets are hard to imitate lsecatithe
complex and tacit nature of knowledge (Polanyi,&)96

This human resource capability is one of the keyaathges the group has compared to other telcatperin the
country, thanks to its serious investment to aegiechnical knowledge and expertise in developighli educated
workforce. Staff and skill development continuedbéoa priority in the firm's expansion. This forwlathinking and
ingenuity has helped the group expand its busiopsgations both domestically and internationallighdugh TMI

places strong emphasis on its human resource skilsknowledge, the firm has yet to reach the stddeving

strong and influential knowledge, especially knaige concerning internationalisation. Relativelyiditattention
has been given to this area, the reason for thigykibat the firm’s international expansion is avnghenomenon
and only started in the mid-1990s. The pool of exgiaff with internationalisation knowledge islistisufficient.

Despite this limitation, the firm was still able gpow rapidly in some international markets. Thigplies that the
group’s ownership advantage lay not so much imisketing and management skills, but more in ifsbdity in
cultivating and exploiting a broad range of corgatthirough government facilitation. Co-operation wesin
developing countries through South-South Co-opamats one of the intermediaries used by TMI to exba
internationally (Jomo, 2002). For instance, the Pkésence in South Africa in 1997 is evidence of uke of
government contacts. The group’s investment in draliSA has dominated Malaysian involvement in thati$o
African economy (Padayachee and Valodia, 2002).

5.2 Overall Superior Network Quality, Customer Ssnand Premium Branding

The second factor that accounted for the domestit iaternational growth of TM is overall superioetwork
quality, customer service and premium branding. &% sought to optimise its network capacity, guadind
performance in those areas where its target cussoane located and where there is heavy subsargtzgre such as
high population density areas and principal trafficites. The company customer-focused culture @&egeto
performance-based, time-critical and responsivaoousr care and service. This focus has contribtbe@M’s
recognition as an industry leader in Malaysia withpect to service quality, customer care and dveuatomer
satisfaction. As evidence, in the annual survegbyerbrands Malaysia Magazine and Reader’s Digexd34, TM
received the Gold Award and was voted as one ofeleeommunications industry Superbrands of the ¢#anual
Report, 2004).

The TM brand has been recognised as one of theagpdands in Malaysia. Although its name recognithad yet
to reach a global level, it can claim that it hasdhed a certain quality standard in the regionarireffort to
strengthen its presence domestically and intemmaltip a new brand identity was launched on 14 IAp005. The
new brand is not a mere cosmetic change. It encesegaa real change in the way TM provides its aesvand
mission. It was built through consistently managetVertising, promotions and other image programingk
around TM’'s commitment to providing high qualitydamnovative communications services and on aritaig
and meeting customer needs. There were three eagioms behind the re-branding exercise (Annual iRe2@04).
First, to renew its image and refresh TM’s brarehtity after 15 years of being a public listed camyp Second, to
reinforce the change efforts that are taking plae] third, in order to compete against key playiarghe
telecommunication industry in the internationalrarethere is a need for a new brand identity thatternational
and universal.

5.3 Technological Competence

Technology is often designed for the place whemiginated, and once transferred to another lonatdaptation
usually takes place to suit the local environmertt maximise benefit from locally-sourced inputs Ding,1993).

The extent of adaptation undertaken by firms depew the nature of the affiliates’ operations. Eveloping
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countries, capital and technology have always héenunderlying driving forces behind the evolutiohthe
telecommunication sector (Hobday, 1990). AccordingHobday, the telecommunication firms in develgpin
countries accumulate their technology competencea gequence basis, learning from their supplieisr o
operating the systems.

Telecommunications technology has always been tfderlying driving force behind the growth of TM. &h
infusion of technology has enabled TM to grow fretrength to strength to become one of the leaditupters of
technology, especially in the industry of telecomimations. TM’s involvement is not limited to acdng
technology for adoption but also developing techgglthrough research and development, system attegras
well as promoting technology through its serviceowdver, the research and development of the latest
telecommunications equipment is not a priority, @iMicannot yet be labelled as an innovator. Thiseisause most
of the technological advancement and skills werpiiaed from foreign experts through both equitytparship and
contract-based ties. The technology capability lfi$ on a par with that of other international telenmunication
players and is driven by customers’ needs and n@meints. To maintain its competitive edge, TM cunusly
invests in new technologies and work closely wightechnology suppliers to improve its servicese fnoup’s
strong financial standing allows it to purchase auduire its technology equipment from establisf@éign
suppliers such as Ericsson, NEC, Philips and AT&NL engineers will work closely with the supplietethnical
teams to gain a working knowledge of the network.

In the international market, TMI used and applieel $tame technology as in the domestic market. Snust of the
TMI ventures are in less developed countries, ¢hriology used was similar to that used at homesane was at
a lower technological level. This has assistedhendase of the group’s expansion. An executive gavexample of
the level of technology in some countries. In Sanka, TMI used a basic telecommunication technolagythe
country was not ready for advanced equipment. €higbled TMI to adapt its technological skills te tlocal
environment.

The ability of TM to bring this technology is onétbe ownership advantages the group has oveodtd partners.
However, it is obvious that the technology avaiabbd the group is more suited to the local envirenimof
developing nations. Lecraw (1981) and Wells (1986)o pointed out that the technologies of develggiountry
MNCs most often were the result of an adaptatioaroéxisting innovation or consisted of a renovaésthnology
that had been forgotten or discarded in developedanies, stressed a similar point.

5.4 Reputation of the firm as Government-linkedp@oation

In the case of TM Berhad, the Government of Makaysvned more than 60% share in the company (L&81)1
Having the government as its major shareholder niaeléirm a rather unique and influential organ@ainot just
domestically but also internationally. The compaag been seen to have an important strategicrréleieconomy
in terms of the provision of rural telephony, theilding of capital intensive projects, such as B 1 billion
backbone for the Malaysia Super Coridor project] isrole as an investment arm of the governmeatrying the
flag’ in Asian and African countries (Salazar, 2D04s strategic planning was synchronised with egyomental
plans for economic growth and development. Althodgk government does not participate directly ie th
day-to-day operation and management of the grouphich it holds equity, it still oversees the op&na of TM
through its representation on the board of diractdihe board plays an active role in improving goaace
practices to ensure that best interest of sharet®ldnd other stakeholders are served by trangpaissosure
policies.

The reputation of the group as a GLC in the doradsisiness scene has attracted potential joinukemartners in
the international arena. TMI has received an difebecome a joint partner in its international exgan. This
reputation provided TMI with an opportunity to sslé@s partners from a wide selection of the warltbp telecom
companies. Most of the joint ventures made by Tk with other GLCs in other countries, and somehwit
non-GLCs. The status of the firm as a GLC alsogiV# an image of stability, both financially andtearms of
management capability. As it possesses a stromgl-siane credit profile, it has rarely been necassar the
government to provide financial assistance (Busiffésies, 7 Jun 1999).

An argument often received by the group from thbliptand industry is that development and expansiohM’s

was entirely based on its vast connection withgineernment and the state agencies, due to thes sihthe group
as a GLC (Malaysian Business, 1 November 2001ho8igh this may be an exaggeration, it would bealistée to
deny the claim completely, given the highly poiged nature of the industry. The entire ownershig #he
company’s strategic role in the economies developrhas given it strong support from the governmema study
of the political economy of telecommunications irl&ysia and Singapore, Mesher and Zajac (199 #nethithat
the creation of (National Economic Policy) NEP mareased Malay ownership in the business sectpir@tsthe
government to use its political power as a meamensore that Malays dominated in the telecommunitgisector.
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Consequence, since the end of NEP in 1990, thg katrier to non-Malay participation has been malifibid).

Having explained TM approach towards internatiaaion, the next section discusses how the groploiexthese
ownership advantages and expands its operaticermaitonally.

6. Conclusion and implication of the case evidence

The purpose of this paper was to explore the emeegef a leading Malaysian telecommunication congpeamd
nascent MNC — namely — TM Berhad. The case studyMBerhad has presented some interesting insynthe
growth of this countries major telecommunicatiofesygr, which has moved in a relatively short timanf domestic
telecommunications firm into an international playand nascent MNC. Undoubtedly, its status as
government-linked corporation, had underpinnedgtioeip’s growth in the domestic market which waglpdrased

on business network connections with the Malaygmrernment; although the group via its intervieweeshed to
claim its technological expertise was a major dbotor. However, TM's exploitation of these extermsi
relationships is understandable; given the stdttisecocompany prior to privatisation was a governtdepartment
within the Ministry of Energy, TelecommunicationsdaPosts.

The firm’s international expansion process doesseen to be based just on government connectiahgs)$n upon

its technological expertise, business networks wibeign partners, and knowledge and experience of
developing-country markets. Undoubtedly, the grouggutation as Malaysia national telecommunicatidinms
increased its credibility in the eyes of its foreigartners. TMI's primary motives for overseas egiens were to
gain market presence by searching for new oppdaigsnand establish regional coverage of operatiBegional
economies which typically have high populations lmut phone penetration rates remain the main faafugs
international investments. The group believes nabsts ventures are located in important growthiorg in the
industry, which have the potential to become fastving markets.

Some of the findings in this paper contradict pileyg misleading stereotypes in the developing-¢ouNCs
literature that corporations from developing coigstr are inherently weak, their advantages derivenn f
conventional cost savings and are labour intensoften unable to compete internationally, and their
internationalisation follows an incremental proce$be evidence from the TM case shows that the pgou
international expansion was facilitated throughiows types of ownership advantages such as knowleahg
experience in the telecommunication industry, tebbgical competence, reputation of the firm as a
government-linked corporation, and business netsvarith foreign parties. The firm’s internationatisa process
reflected opportunistic moves rather than beingemental in process and stages. The case studyoffers
interesting insight into the birth, developmentabgess, and international expansion of a nasceftinaional
corporation from a previously unconsidered develggconomy.

7. Limitations and future research

The study is limited by several factors that shobt addressed in future research. First, the nurobease
company could have been larger. Second, the cadsetise could have been given extending to variotiser
sectors of economic activity such as hotels, txtibanking, insurance, manufacturing, and supé&stsarFinally,
in order to provide a more general view of therimi¢ional expansion of developing country MNCs, panison
with other developing countries should be conducbkedsum, all these limitations lead to opportwestifor future
research.

Acknowledgements

We gratefully acknowledge the generous participatid senior executives from TM International whialowed
this case to be developed and cited here.

Fortune magazine as the most admired telecommigrisatompany in the US.
References

Aggarwal R. (1984). The strategic challenge of @iWorld multinationals: a new stage of the prodifetcycle of
multinationals? in Farmer R. N., (edddvances in International Comparative ManagemenRe&search Annual
JAI Press, Greenwich, Connecticut: London, England.

Alavi R. (1999).Rents, technological innovatin dinch competitiveness in a bumiputera Malaysian fimdomo K.
S., Felker G., and Rasiah R., (eds)dustrial Technology Development in Malaysia: Istity and Firm Studies
Rouledge Studies in the Growth Economies of As@jtirRdge, London and New York.

Cantwell J. A., and Tolentino P. E. E. (199@chnological Accumulation and Third World Multiivatals, in
Discussion Papers in International Investment ausiriess, Series B (Vol. 111), No. 139, UniversityReading,
Reading.

103



Vol. 3, No. 1 International Journal of Business and Management

Donckels R., and Lambrecht J. (1995).Joint venturedonger a mysterious world for SMEs from Depeld and
Developing Countriednternational Small Business Journ&bl. 13(2), pp 11-26.

Dunning J. H. (1993)The Globalisation of Business: the Challenge of 1880s Routledge: New York and
London.

Dunning J. H. (1995).Reappraising the eclectic ghgra in an age of alliance capitalisdournal of International
Business Studie¥ol. 26 (3), pp. 461-92.

Dunning J. H., Van Hoesel R., and Narula R. (199%jd World Multinationals Revisited: New Developtseand
Theoretical Implicationsin Discussion Papers in International Investmemi Management Series B, No. 227,
University of Reading; Reading.

Harrington A. (1995).Companies and capital in ABacific Telecommunications. in Ure J., (ed.),
Telecommunications in Asia: Policy, Planning, arel/BlopmentHong Kong University Press, Hong Kong.

Hobday M. (1990)Telecommunications in Developing Countries: Thell@hge from Brazil Routledge, London
and New York.

Johanson J., and Vahlne J-E. (1977).The interraltiaiion process of the firm — a model of knowledg
development and increasing foreign market commitmedournal of International Business Studiedol. 8,
Spring/Summer, pp. 23-32.

Kennedy L. B. (1990).Privatization and its poliaecendents in Malaysian telecommunications. PHd3dmtation,
The Faculty of the College of Communication of Oblimiversity, United States.

Kitchen P. J., and Ahmad S. Z. (2007).Outward itmests by developing country firms: the case of rging
Malaysian corporationsnternational Journal of Business and Managemwalt 2 (4), pp. 122-35.

Lall S. (1983a).Third World Multinationals: The Rise of Foreign &stment from Developing CountrjeEhe
Massachusetts Institute of Technology, The M.l.@sBy Cambridge, Massachusetts and London, England.

Lall S. (1983b).The rise of multinationals from fheird World. Third World Quarterly Vol. 5(3), pp. 618-26.

Lall S. (1983c).The New Multinationals — The Spread of Third Wettderprises John Wiley & Sons: Chichester,
New York.

Lecraw D. J. (1977). Direct investment by firmsnfre.ess Developed Countrie®xford Economic Papera/ol. 29
(3), pp. 442-57.

Lecraw D. J. (1981). Internationalisation of firfnem LDCs: evidence from the ASEAN region’, in Kunt&, and
McLeod M. G, (eds.Multinationals from Developing CountrieB. C. Heath, Lexington, Massachusetts.

Lee C., and Beamish P. W. (1995). The charactesistnd performance of Korean joint ventures in LDIgsirnal
of International Business Studjél. 26(3), pp. 637-54.

Lent J. (1991). Telematics in Malaysia: room at tbe for a selected few. in Lent J., and Sussman(e@s),
Transnational CommunicationSage Publications, Newbury Park, California.

Lowe V. (1994). Malaysia and Indonesia: telecomratidns restructuring. in Noam E., Komatsuzaka8d Conn
D. A., (eds.),Telecommunictaions in the Pacific Bggxford University Press, New York.

Mesher G. M., and Zajac E. E. (1997).The politeabnomy of telecommunications in Malaysia and Sioga a
structure-conduct-performance comparative analyistmation Economic and Policyol. 9, pp 183-202.

Ming C. C. (1990). Development of telecommunicatgamvices in Malaysia. Master Thesis, Faculty ofrifenic
and Administration, University Malaya, Kuala Lumpur

Moggie L. I. (1988). The restructuring of Malaysigelecommunications policy and organisatibriernational
Journal of Technology Manageme@eneva, Vol. 3 (5), pp. 501-6.

Onn F. C. (1995). Malaysia’ in Noam E., Komatsuzakiand Conn D. A., (edsTelecommunictaions in the Pacific
Basin Oxford University Press, New York.

Padayachee V., and Valodia I. (2002). Developingtis&outh links? Malaysian investment in post-dped South
Africa’ in Jomo K. S., (ed.)Ugly Malaysians? South-South Investments Ahubeditute for Black Research,
Durban, South Africa.

Polanyi M. (1966)The Tacit DimensiorReter Smith, Gloucester MA.
Punch K. F. (1998)ntroduction to Social Research: Quantitative anga@tative ApproachSAGE Publications.

Ramamurti R., (2004). Developing Countries and MN&dending and enriching the research ageddarnal of
104



International Journal of Business and Management Januag0g

International Business Studjedol. 35, pp. 277-283.

Salazar L. C., (2004).Privatisation, patronage anterprise development: liberalising telecommuiicat in
Malaysia. in Edmund. T. G,, (edTjhe State of Malaysia: Ethnicity, Equity and RefoRautledgeCurzon Malaysian
Studies Series, RoutledgeCurson, London and New: Yor

Teece D. J. (1998). Capturing value from knowleggmets: the new economy, markets for know-how rtaghgible
assetsCalifornia Management Reviewol. 40, pp. 55-79.

Tolentino P. E. E. (1993)lechnological Innovation and Third World Multinatels Routledge: London and New
York.

Ure J. (1995)Telecommunications in Asia: Policy, Planning, anevBlopmentHong Kong University Press, Hong
Kong.

Van Hoesel R., (1997). The emergence of KoreanTaiwianese multinationals in Europe: prospects mnithtions.
Asia Pacific Business Revig\vol. 4 (2/3), pp. 109-29.

Van Hoesel R. (1999)New Multinational Enterprises from Korea and TaiwaBeyond Export-led Growth
Routledge Studies in International Business andMbed Economy, Routledge: London and New York.

Wells L. T., Jr., (1983a). Mobile exporters: neweign investors in East Asia. in Froot K. A., (ed9reign Direct
InvestmentUniversity of Chicago Press: Chicago.

Wells L. T., Jr., (1983b)Third World Multinationals: The Rise of Foreign Bat Investment from Developing
Countries The M.L.T Press, Cambridge, Massachusetts.

Yeung H. W-C., (1998)Transnational Corporations and Business Networksngd Kong Firms in the ASEAN
Region Routledge Advances in Asia — Pacific Businessidan and New York: Routledge.

Yin R. K., (1994).Case Study Research: Design and Meth&dsond Edition, SAGE Publications, London: United
Kingdom.

Notes

Note 1. MTN Networks was incorporated in Sri Lapkasuant to a joint venture agreement dated 27 @03,

entered into between TMI and a Sri Lankan comp&aoppower. In 1996, MTN Networks became a wholly edn
subsidiary of TMI.

Note 2. SBC is one of the leading diversified tefamunications companies and the second largestesdre
communications company based in the United St&Bsprovides innovative telecommunications produid
services under the Southwestern Bell and Cellulze Brands. The company was rated by Fortune magasithe
most admired telecommunications company in the US.
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Abstract

Gray target decision making is one method of gseyesnatic theory for solving multiple attribute téon making
problem. The weight definite method of the indextlie present researches on gray target decisionngak
monotonous, it does not accord with the actual itimmd; From the point of view of mathematical &¢s in
addition, the true weight coefficient of every imds a random variable, the weight coefficient thiifterent
assignment method draws is only a sample valubeofrtie weight coefficient, and it has some unagstaFor this
reason, a method of determining the linear comhinaweights based on entropy, using optimizatioeoti and
Jayne's maximum entropy principle, is presentedetl with the problem of determining the weightaminltiple
attribute decision making. The existing grey tamdgtision making model has been got improved aaceample
demonstrates the validity of this model.

Keywords: Entropy, Grey target decision making, Linear camlibn assigning weights, Multiple attribute demisi
making

1. Forewords

There are a large number of MADM (Multiple AttrileuDecision Making) problems in such activitieslees $ociety,
economy and etc. A lot of domestic and internali@taolars have already carried on diversified ass®ees and
discussions to MADM and have made it develop rapitihe grey target decision making is one of th¢hods to
solve MADM problems using the grey systematic thiedn important factor influencing the rationalie§ MADM
is the weight of evaluation index. The existingeaghes of grey target decision making (documeintg]] all treat
the importance of every index equally, or assigighteto every index with single subjective law.réality, different
indexes have different function in different deoisi so it dose not accord with actual conditionstreat the
importance of every index equally or assign weighh single subjective law and it is essentialifoprovement of
the already existing grey target decision makinglehoFrom the point of view of mathematical statssin addition,
the true weighting coefficient of every index israndom variable, the weighting coefficient thatfegiént
assignment method draws is only a sample valubeofrtie weighting coefficient, and it has some ttagaty. For
this reason, this text proposes one method givimgideration to the synthesis of subjective law alnidctive law,
introduces Shannon entropy to describe the unogythrought by various kinds of assignment methetdhie same
time, and on this basis has set up the multiplébate grey target decision making model. The ins¢aanalysis
with this model has stated the rationality of it.

2. Set up of the grey target decision making model

Generally a MADM problem has a decision schem&seg 5L, g, which is composed by assessed targets or
drafted schemes; and an index&ef{a, a,L , g}, Which is composed by evaluation indexes or attes. The
effect sample value of the schemge to the indexa is x (i=1,2L n;j=12. m and the effect sample matrix
of the scheme se§ to the index setA isX = [% T -
2.1 Index standardization

Because the magnitude order and dimension of eseajuation index will exist differently in actuappraisal
problem and the attribute is different, some indepegjuire that the smaller the better, some indeegsire that the
greater the better, while some indexes demand litanfa a certain interval. So it is necessary #rg on the
standardized treatment to the appraise matrix befppraising.

At present the commonly used index types includesfietype, cost type and interval type, etc. Ithis better that
benefit type index value is the greater, the béktat cost type index value is the smaller, andoiteer that interval
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type index value falls into a certain interval. Fhéxt will use the principle of “reward the goattgunish the bad”
to standardize indexes according to reference denti@Dai, Zou, Wang, Zhu & Zhou, 2000, pp. 32-36¢ basic
thought is that a positive number from 0 to 1 sigrged to the index when its value is superiohtdverage level,
while a negative number from O to -1 is assignetthéoindex when its value is inferior to the averégyel.

It is supposed thaD,, O,, O, respectively stands for the suffix sets of bengftte index, cost type index and
interval type index, so there is the equatiglru o,u0,={,2,L ,n}, and Ol O =a(i# ji j=12.3)
Order z, :%Z”: %,(j=1,2L ,m) if A is benefit type index, there is the formula (1):

i=1

) s - @
" max(mar, - 2,7 -mng) 0o ™)

1<i=n

T

It A is cost type index, there is the formula (2):

= Zi— % 1oL @
max(mads 3.7 -mng ) 0 o ")

I<i<n

Ty

And if A is interval type index, for example,{s\j belongs to the interval ofC, D], there is the formula (3):

_ 2(C_ )ﬁj) <C
C-min{x} "
2(;«”{;} (j=12L m) 3)
D P b B Y
! min{x} -D "
1, C<x<D

The above transform is called the “reward the gmod punish the bad” transform operator, and ittcamsform the

effect sample matrixx(t):(xj) into the decision making matrpg[m_]nxm. It can be concluded that all the

elements of the matriR have no dimension and they all accord with thevénel the good and punish the bad”
criterion, and that the value of every element gdoto the interval of [-1,1](i=1,2L n:j=12. m . The

vector r =(r,r,,L r,)(=L2L n ) is called the effect vector of the schegne

2.2 The multiple attribute grey target decision mgkmodel
(1) Definition 1: Supposed that

r =max;}.(j=12L m) (4)

Call the follow vector as the optimum effect vectar the multiple attribute grey target decisionking, which is
also called the “bull's-eye”.

r=@r,.L s ) (5)

(2) Supposed that the vector of weight drawn thinothlge method of linear combination weights assigmnimich is
adopted by this text isv = (w, w, ,L , v )-

Definition 2: Call the follow formula as the multidensional ellipsoid grey target regardifg as the “bull's-eye”.

R™ ={(1y 5L s ) W (1, =10 +W AT =1 +L W (1, 1} =R}

(3) Definition 3: Supposed that=(r,,,r,,,L 1, )eR™, and call the variabled, as the “bull's-eye distance” of the
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effect vector;. The size of the “bull's-eye distance” has refielcthe quality with the effect vector. The smattes

“bull's-eye distance” is, the more excellent thesisien scheme is; On the contrary, the greater“thdi's-eye
distance” is, the worse the decision scheme is.

A =|r =] =W (5, =1, ¥ + W5 ,—15F +L Wi, (6, 1 6)

2.3 The linear combination assigning weights baseéntropy

(1) Supposed that the appraising person gets ddieds of weight vectors for the evaluation indsuch agv?*, ...,
W', using kinds of subjective and objective assigniredghts methods. For example, one of the weightoreis
WK = (w, wh L, w k)T, it meets the equatiorZij :1,ij >0, (k=12L )

=1
Make the vectorw” =(w,w ,L ,w ) as the linear combination weight vector of the \@bseveral weight

vectors such agv',...,w*. The formula (7) is about the linear combinatiogight vector.

w =3 xw @

D> % =1 %20 8

Order the vectorx=(x, x,L ,x)" stands for the linear combination coefficient wectand it can be easily

verified that the weight vector drawn from the farden(7) accords with the equation

m . m

2w =20 =l ®)

j=1 j=lk=1
(2) From the point of view of mathematical statistiin the realistic system, the true weight coedfit of every
evaluation index is a random variable, and the tmeght vector that they form is a random vectdre Tweight
vector w* can be viewed as a sample of the true weight weatwl the linear combination coefficier, can be
viewed as the probability of the true weight vedimking the sample value. So the linear combinatioefficient
vector X has some uncertainty and this uncertainty carhbens by the Shannon entropy:

H=-> xInx (10)

k=1

(3) The purpose of solving for the linear combioativector is just to confirm the suitable combioattoefficient
vector X. So on one hand it should make the weighting “Bdye distances” between all schemes and the ideal
scheme minimum, which means the two follow formwheuld be tenable.

Min 37 =33 xwi(r - ) )

i=1 j=1k=1
|

St Y x =1 %20 (12)
k=1

And on the other hand, it should try its best tepdl the uncertainty with the combination coeffitieector X.
According to Jayne’s greatest entropy principle domprehensive weight coefficient for index shouldke the
Shannon entropy unable to fetch great, it mearghbawo follow formulas should be tenable.
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|
Max  H=->"xInx, (13)

k=1

k=1
So solving for the linear combination weight vectora problem of multiple attributes optimizatidn. order to
solve this problem, this text constructs the folleiwgle attribute optimization problem (SP):
n m | |
DY R =) ()3 Inx (15)
i=1 j=1k=1 k=1

S.t. x =1 % >0 (16)
k=1

In the formula (15), the positive parametgk ;, <1 expresses the balance coefficient between twibatiés, and it
can be provided in advance according to the pmictficoblem. It can be proved that this single i@
optimization problem (SP) has the only result dredresult is as follows:

{pl By ﬂ} (17)

p'p P
In the formula (17), the results of vectqy and vector p, are as follows:
p- z B =Xt a3 D W P )] (k=12 1)
i=1 j=1
(4) Use the formula (7) to solve for the linear tamation weight vectornw” .
2.4 The multiple attribute grey target decision mgkalgorithm
In sum, it can get the multiple attribute grey &rdecision making algorithm as follows:

(1) Construct the effect sample matrix =[%1nm according to the multiple attribute decision majqmoblem;

nxm

(2) Use formulas (1), (2), (3) to transform theeeffsample matrixX into the decision making matri>R:[rij] ;
(3) Solve for the optimum effect vectdf according to the formula (4) by the decision mgkimatrix R;

(4) Solve for the linear combination coefficientt@ X according to the formula (17);

(5) Solve for the linear combination weight vect’ according to the formula (7);

(6) Solve for the “bull's-eye distancej of the effect vectorr;, and arranged according to the order from small
to large, then can get the optimum sequencing efyescheme.

3. Demonstrated application

3.1 Brief account of the application

In order to develop the new products, five kindsapital schemes frong, to S, have been drafted. The effect
sample value of every scheme is arranged in Talded tries to arrange them in an order.
3.2 The model calculation

Among the indexes, the Expect NPV and Risk Praétlzenefit type indexes while the Capital Cost Rigk Loss
are cost type indexes. We utilize the method &f thkt to solve for the sequencing of the capithkesnes, and the
concrete steps are as follows:

(1) Set up the effect sample matrix according tia @ table 1;

5.20 5.20 4.73 0.47f
10.08 6.70 5.71 1.59f¢
X =[5.25 4.20 3.82 047
9.72 5.25 5.54 1.31f
6.60 3.75 3.30 0.80f
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(2) Transform the effect sample matrix into theisiea making matrix according to formula (1) andifiola (2);

0.8007 0.1071 0.0833 0.6886
-1 1 08257 -1
R=|0.7823 — 0.4881- 0.6060 0.68
—0.8671 0.1369 0.6969- 0.57
0.2841 - 0.7559 - 1 0.193fr

(3) Get the optimum effect vector according tofirenula (4);

r =(0.8007,1,0.8257,0.688

(4) Supposed that the appraising person gets Kinels of weight vectors for the evaluation indexngsdifferent
kinds of subjective and objective assigning weighethods, they are as follows:

W' =(0.10,0.30,0.15,0.4!
W? =(0.20,0.30,0.30,0.4(
W?3=(0.45,0.15,0.10,0.3(
Make the balance coefficient; = 0.8 and calculate the combination coefficient vectroading to formula (17);
x=(0.6665,0.0039,0.329
(5) Solve for the linear combination weight vecaacording to formula (7);
W’ =(0.216,0.251,0.134,0.39
(6) Solve for the “bull's-eye distanced, of every scheme;
d, =0.5234, d,=1.3558, d,=0.9114 d,=1.193C, d,=1.173C
(7) Arrange d, according to the order from small to large, than get the optimum sequencing of every scheme.
d >d, >d; >d, > d,
3.3 The result analysis
Table 2 shows the comparison of assessment refuliferent assigning weights methods. Seeing ftahie 2, the
different methods all get the result & >S;, so it can be thought that scheme 1 is optimumsaheéme 2 takes

second place. The assessment results of the biteer $chemes are not the same, so it can't well @dference for
making policy though single one assigning weightsthad. The linear combination assigning weights hoet
adopted by this text can synthesize characterisfiemrious kinds of methods so better as to diesis for making
policy.

4. Conclusion

The choice of the weight coefficient of the evalortindex is the critical event while appraisingltiple attributes
system. Using optimization theory and Jayne's marinentropy principle a method of linear combinatieights
assigning based on entropy is presented to dehltiagt problem of assigning weights in multipleibtites decision
making, it considers not only the synthesis of eatiye assigning weights method and objective nethg also the
uncertainty of different methods, and the existingy target decision making model has been gotonegat. At last
the demonstrated application shows the rationality significance of this method.
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Table 1. Effect sample value of every sample Ugit:thousands of RMB

arget
9 Capital Cost| Expect NPV| Risk Rofit | Risk Loss
Schere
S 5.2 5.2 4.73 0.473
S, 10.08 6.7 5.71 1.599
S 5.25 4.2 3.82 0.473
S, 9.72 5.25 5.54 1.313
S 6.6 3.75 3.3 0.803
Table 2. Assessment results of different assigniaights methods
ight Vector N s .
W w2 W w
Scheme
S 0.56732 0.63603 0.41798 0.283289
S, 1.26782 1.33755 1.52136 1.151147
S 0.98581 1.13107 0.73300 0.501505
S, 1.10372 1.191431 1.35689 1.156536
S 1.24973 1.44092 0.99467 0.936148
Result of Optimum
Sequence Sl>s3;>s4>55>52 Sl>s3;>s4>52>55 Sl>s3;>SS>S4>SZ Sl>s3;>SS>SZ>S4
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Abstract

Real exchange rate fluctuations take a centralepiacthe discussions over the choices of economiicips in

developing economies. It is essentially the depeoelavith respect to imports and the specializatioexports that
account for real exchange rate fluctuations orettenomic performances of developing countries. 8t¢eessibility
to the world financial market also plays an impotteole in helping to smooth out consumption irafiging trade
balance disequilibrium.

Identifying the sources of real exchange rate tlatibns enables one to measure, on the one handotisequences
of economic policies implemented by the governnmnthe real exchange rates, and on the otherotira policy
makers have at their disposal to deal with posgitéé exchange rate movements harmful to econontieity. In
this perspective, we address in the paper the madstion: does financial liberalization contribtereal exchange
rate fluctuations in South and South East Asia?

Our study suggests that openness helps to redatexehange rate fluctuations but financial intéigraincreases
real exchange rate volatility. We encourage thentties of South and South East Asia to improveflgndbility of
their exchange system and to pursue the sequébdedlization policy.

Keywords: Real Exchange Rate, Volatility, International Fin&l Integration, GMM, South and South East Asia
1. Introduction

Understanding the impact of financial integration mmacroeconomic volatility in general and the exdgerate in
particular, remains a major challenge for the thgoal and empirical studies. In theory, finandkgration could
help to lower macroeconomic volatility in develoginountries as it provides access to foreign chpitach can
help to diversify production capacity that is afeetby a stability of the exchange rate.

The impact of the increase in financial flows o tolatility of the exchange rate depends on sévarors,
including the composition of these flows, and thealdgy of the economic structures, particularly tirancial
system. For example, the financial liberalizationai less developed financial system can lead tmemrease in
volatility.

International financial integration must, in thednglp the developing countries to reduce macroaoin volatility.
But the empirical studies suggest that the devetppbuntries did not reach the potential advantafiesfinancial
liberalization. The process of liberalization opital account was often accompanied by an increaskgerability
with crisis. Globalization raised the risks sinbe interconnection between financial markets, mapléy the real
and financial shock effects.

Independent of the effects on volatility of prodont theory suggests that financial integration tiareduce
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exchange rate volatility. Reduction of exchange flictuations is considered as a determinant ofi@mic welfare.
Access to the international markets provides beipgortunities for countries to share macroeconaisis and, in
this way, to reduce uncertainty.

The empirical studies on the effects of global@matn exchange rate volatility remain vague. Irtipalar, evidence
on the effects of financial integration on voldagilis limited and non-conclusive. Moreover, thesgixig literature is
devoted, to a great part, to analyzing the effe€financial integration on consumption volatiliyith little interest
to exchange rate volatility. This work now providesme new evidences on the subject. We investidptdink

between capital controls (international paymenttrigtions) and currency stability for a samplecofintries of
South and South East Asia.

The analysis of the factors affecting exchange vatatility is based on a panel of 10 economi@dote 1) for the
period 1979 - 2004. Volatility is related to maaoromic fundamentals—most notably, real GDP growth,
government consumption (in percent of GDP), dorndstiestment, money and trade openness (measurdoeby
sum of exports and imports relative to GDP). Cdhitrg for the effect of these macroeconomic vargshlwe
examine the effect of financial liberalization dmetreal exchange rate volatility. Volatility is cpoted as the
standard deviation of the logarithm of the quayteglal exchange rate. We use the GMM system esiimiapanel
dynamic (Blundell, M. and Bond, S., 1998), as eation technique.

The goal of the present paper is twofold: Firstsipa structural relationship between real excharsge (RER)
volatility and the volatility of RER fundamentalSecond, test the following hypotheses: (i) RERtflations are
less volatile in more integrated economies, andiiancial liberalization helps attenuate RER flations in South
and Southeast Asia.

2. Financial Liberalization and Real Exchange Rat&olatility

A large literature on the appropriate sequencinfinaincial liberalization suggests that early tiffi of controls on
the capital account may destabilize the econom¥iktwon (1973, 1993), for example, maintains thataierol of

the capital account should come at the end oféfeem sequence, following domestic financial lidation, bank
reform, and trade liberalization. In particular, Kienon argues that a rapid inflow of (official oriyate) capital
will cause real appreciation of the exchange naigking it difficult for domestic tradable producéts adjust to the
removal of protection” (1993, p. 117). Thus, “ a hbijection of capital at the time the liberalizatiincreases
imports while it decreases exports and throws loeittrong long-run price signals in private markéisid.).

Capital controls may also have a destabilizingatffestrictions on the international capital actomay in fact
lead to a net capital outflow and precipitate iased financial instability. Dooley and Isard (19@@jnt out that
controls preventing investors from withdrawing ¢apfrom a country act like a form of investmeneirersibility:
by making it more difficult to get capital out ihe future. Controls may make investors less willagnvest in a
country. Following this reasoning, Bartolini anda2en (1997a, b) show that imposing capital contrals send a
signal of inconsistent and poorly designed futureegnment policies.

Capital controls may also be ineffective and resuldlistortions. Edwards et al.(1999), for an ex@nprgue that
legal capital restrictions frequently prove ineffee, and are easily sidestepped by domestic areigio residents
and firms. They document how capital controls meadlto economic distortions and government coronptat in
turn contribute to economic instability.

The theoretical impact of the increase in finantiials on the volatility of the rate of exchanggdads on several
factors, including the composition of these flovepecialization, and the quality of the economiadtres,

particularly the financial system. For exampleh# financial opening is associated with a lititveloped financial
system, this could lead to an increase in volgtilit

In the literature, we notice a convergence of #search results on the effect of capital liberéitraon the growth
(Eichengreen 2001). Studies that concentrate ofittbialization of the stock and shares market fioditive effect
of liberalization (Bekaert, Harvey and Lundblad @20 2004), Romer (1993)). In addition, they disaotreat the
international liberalization is often associatedets inflation that in turn can reduce exchange valatility.

International financial integration must, in thednglp the developing countries to reduce macroaoin volatility.
The empirical studies suggest that developing c@stin particular, did not reach the potentialartages of a
financial liberalization. The process of liberatina of the capital account was often accompanig@tb increased
vulnerability to crisis.

The International Monetary Fund in its 2002 regadvides evidences indicating that in developingntdes, the
financial openness is associated with a less mesnmmic volatility. However, Bekaert, Harvey, andndblad
(2002) confirm in particular that capital accoubttalization increases the volatility of productiand the volatility
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of consumption in the emerging countries.

A more conclusive econometric study is presenteldse, Prasad, and Terrones (2003a) that used neeaesuts of
restrictions of the capital account rather thargtofinancial flows in order to show the differersipacts of financial
integration. This analysis confirms the increasehef relative volatility of consumption for the cuties having
more significant financial flows. However, the amth also identify that more financial integratioonsiderably
reduces volatility. O' Donnell (2001) examines #ifect of financial integration on the volatilityf output growth
over the period 1971-94 for 93 countries. He fitltl a high financial level of integration is asated with lower
volatility. These results also suggest that a hideeel of financial development favor a fall intput volatilities
through financial integration. In particular, BekaeHarvey, and Lundblad (2002) find that the calp@ccount
liberalization reduces production and consumptiolatiity.

Certain older empirical work finds mitigated andnrmonclusive results concerning the effect of thearicial
openness on macroeconomic volatilBasterly, Islam and Stiglitz (2000) working on angée of 74 countries over
the period 1960-97, conclude that neither the firedropening nor the volatility of flows of capithbs a significant
impact on macroeconomic volatility. However, théyw that a higher level of development of the ficiahsector
reduced the volatility of the growth. On the othand, an increase in the degree of commercial ogeyeénerates
an increase in the volatility of production, espdlgiin the developing countries. Their resultsidade that neither
the financial opening nor the volatility of capifddws have any considerable impact on the votgtdf production.
On the other hand, Buch, Dopke, and Pierdzioct0Z2@o not find a logical empirical relationshiptiveen
financial openness and real exchange rate flucmatsavin and Hausmann (1996) studied the sourtesitput
volatility in developing countries over the peridt@70-92 and they do not find any significant pesitcorrelation
between capital flows and output volatility.

Independent of the effects on output volatilitye ttheory suggests that financial integration shaelduce the
volatility of the exchange rate. The capacity taluee the fluctuations in the exchange rate is dmghras a
determining factor of the economic welfare. In &iddi, access to the international money marketsiges better
opportunities for the countries to share the mamnemic risks and by way, to reduce uncertainty.

In a sufficiently general model, Obstfeld (1984gdrto cover the two extreme cases of closed dagitzount and
free mobility of private capital. It stipulates thhe liberalization of the capital account is gatlg accompanied by
an initial period of real appreciation. Indeedthe short run, an increase in the stock of netigorassets increases
demand for non-tradable and thus to an appreciatidhe real exchange rates. Otherwise, he sugdhat the
suppression of constraints on the capital accoamtcontribute to a real appreciation and an exteleficit.

Dornbusch, Goldfajn and Valdés (1995) suggest idépendent of exchange regimes; financial intégmatan

make countries vulnerable to the external shockg. &cording to Calvo et al. (2000), the effectfiofincial

liberalization on economic fragility can be redudayl a more flexible exchange system. Indeed, tbe in the
exchange rate volatility can be compensated ititlaacial markets by a strong capital mobility thaips to absorb
external shocks. However, it cannot be a guaraage@st the prolonged misalignments in exchanges nasulting
from bad resource allocation and macro-economizbikity.

Frankel (1996) studied the effect of tax on thehexme transactions. He showed how capital contenisreduce the
effect of speculators’ behaviour on exchange rdtesquent monetary crisis in the emergent markatssed by an
increased volatile flow of capital, highlights themperfections of the international financial libkzation.
Multiplication of crisis in the emergent countriesnfirms risks of an immediate and unconditionalaficial
liberalization. In this context, restrictions onpdal movements may be necessary to reduce thesxehbnge rate
volatility.

De Gregorio,, Eichengreen, Ito and Wyplosz (20Qf{psrt that the control of capital account in thers-term is
the best way for the harmful effects of capital mments. Indeed, long run capital flows, in paracuhe FDI, are
generally advantageous. Whereas short run flowshevinstability and more vulnerability to finantierisis.

Ferrari (2000) notes that an important increasesdpital movement combined with floating exchangte ria

generally accompanied by a strong short-term \ibiati

Corden (2002) underlines:  «...Inevitably, wheeréhis a boom, there will be real appreciationsipetive of
whether the exchange rate is fixed or flexible... fEhig little reason why a boom that is based orgtdeast ends,
in euphoria should not go on its merry way undetuarency board or a floating regime as much as wumade
fixed-but-adjustable-regime. For avoiding the adeeeffect of a boom, exchange controls or taxesdisaourage
excessive short-term borrowing matters.

Krugman and Obstfeld (2003) showed that globalratnd liberalized capital lead to exchange ratetdlations.
Hau (2002) finds an optimistic result accordingwhich real exchange rate is less volatile for thestmopen
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countries (financial and commercial openness). §tbdy was carried out on the 23 OECD countriegHerperiod
1980 - 1998. Calderon (2003) evaluated the deremts of real exchange rate volatility for 21 indiadized

countries. He showed that trade openness is licedffect the RER volatility. Calderon (2004 b)dird the effect
of the financial and commercial opening on the RBRtility for a panel of industrialized and emengeountries
over the period 1974-2003. Using the recent dyna@WM technique, the author found a positive effeft
liberalization on the reduction of the RER vola&yiliHowever, Edwards and Rigobon (2005) studied diee of
Chile for 1990s and showed that the capital costigcrease exchange rate vulnerability to extesimadks.

From the above discussion, it appears that theénfysdof empirical studies on the effects of globadion including
financial integrations on exchange rate volatiiteg rather vague and non-conclusive for the deimjopountries.
Moreover, the existing literature is devoted in r@ag part to analyzing the effects of financialegriation on
consumption volatility, with little interest in elxange rate volatility.

3. Data and Methodology

In the present section, we describe the data wseouf empirical evaluation of real exchange ratkatility and we
present the econometric technique used.

3.1The Data

We have gathered annual data on real exchangeaatieRindamentals such as real output, money, tefrivade,
government spending, domestic investment, openardsinternational Financial Integration for a sanpf 10
countries of South and South East Asia such as|Bdegh, China, India, Indonesia, Korea Rep, MatayZakistan,
Philippines, Sri Lanka and Thailand. We use anobakrvations over the 1975-2004 period.

The variables are defined as follows (Note 2):
Dependent Variable:

Real exchange rate volatility is calculated as daath deviation of the effective real exchange mater a five-year
period.

We define at the beginning, the RER aéi where
EF

P= Domestic price index, expressed by the consymez index (as it has an important weight of n@anhangeable
goods)

P'= Foreign price index, expressed by the consumiee pndex of the U.S. (as it has an important weigh
exchangeable goods).

E= Nominal exchange rate, defined a proxy as tleeame price of dollar in local currency. An increédecrease) of
the RER means a real appreciation (depreciatiotfjeofelevant currency.

We use annual data to construct the real effeettebange rate index for country i at period@RER, as the nominal
exchange rate index multiplied by the relative @rat the rest of the world (in U.S. dollars) to th@mestic price
index,

R
Po
L P E, ]|
(E"]“?{pﬁ‘ﬂ
i0 kO kt

(1) E;and R are nominal exchange rate and consumer price irepectively of the country i, in period t,

, where,

TCREF, =

(2) BEqand R; are nominal exchange rate and consumer price irepectively of k-commercial partners, in period t
Price level at time O represents the base periadioindex numbers, and

(3) W, the weights, are computed as the ratio of thetdsihl trade flows of country i to the trade-floafsits main
commercial partners.

Explanatory Variables:

(1) The volatility of growth rate as the standasvidtion of the GDP growth rate.

(2) The volatility of government consumption as tsendard deviation of the change of the government
expenditures. The data are from WACDROM (2006).
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(3) The volatility of domestic investment (ID), tee standard deviation of the change of the ID. dd#a are from
WDI (2006).

(4) The volatility of money is the standard dewatiof the growth rate of the monetary base.  Tdta dre from
the base of the IMF CDROM (2006).

(5) The volatility of the terms of trade (TT) asthtandard deviation of the TT changes. The dadram WDI
(2006).

(6) The trade openness as the ratio of total ingpamt exports on the total domestic expenditure.

(7) International Financial Integration (IFl), (fr;oLane and Milesi-Ferretti (2006) database). Wesiter three
indicators to measure IFl. The ratio of total eggyaents and asset on GDP (IFl), the net foreigditcpesition is
considered as an alternate indicator of the IFlagneed by the difference between the total of theets and
engagement (in absolute value)) and finally a jalitmeasurement (measured by capital accountlization (CC)
using the Aguirre and Caldéron (2005) data source).

(8) Exchange rate regimes are from Levi-Yeyati 8hdzenegger (2005).

We regress the RER volatility on the primary deteants (output growth, inflation, deficit) and opess (trade
and financial).

3.2 The Model

Our baseline regression equation is:

Y= it X+ Fiy+Zio+ e (1)
where, it represents the RER volatilitiit is the vector of fundamental volatility —which conges the standard
deviation of shocks to real output, domestic investt, government consumption, money, and termsadetFit

is the measures of financial integration, while represents the matrix of control variables suchade openness
and dummies for the fixed and intermediate exchaatgeregimes.

3.3 Estimation Technigu@ote 3)

The proposed panel data regression poses somerddesl for estimation. The first is the presencenabserved
period and country specific effects. While the irsabn of period specific dummy variables can actdomthe time
effects, the common methods to deal with countpecHic effects (“within” or “difference” estimatej are
inappropriate given the dynamic nature of the regjom. The second challenge is that most explanatoiables
are likely to be jointly endogenous with economiovgth, and, thus, we need to control for the biassalting from
simultaneous or reverse causation. In the follovpacagraphs, we outline the econometric methoddlogtywe use
to control for country specific effects and joimdegeneity in a dynamic model of panel data.

We use the Generalized Method of Moments (GMM)rEator developed for dynamic models of panel dat th
were introduced by Holtz- Eakin, Newey and Rose®88), Arellano and Bond (1991), and Arellano andié8o
(1995). Taking advantage of the data’s panel nathese estimators are based on, first, differgnoagressions
and/ or instruments to control unobserved effeats], second, using previous observations of exfpanand
lagged dependent variables as instruments, cafieetfial” instruments.

After accounting for time specific effects and udihg the output gap in the set of explanatoryaldeis X, We
rewrite the equation (1) as follows,

Y=Y p1+8 Xitni+eir 2
In order to eliminate the country- specific effegt take first- differences of equation (2),
(Yit-Y i)=Y i 11— Yi0.2) HB(Xit-Xi 1-1) + (€€ 1) 3)

The use of instruments is required to deal withlittedy endogeneity of the explanatory variables #ime problem
that, by construction, the new error tem,- €..1), is correlated with the lagged dependent variable,

(Yit1 = Yit2)

Taking advantage of the panel nature of the datatke instruments consist of previous observatiohshe
explanatory and lagged dependent variables. Asligsr on past values as instruments, this methdg allows
current and future values of the explanatory vdemlko be affected by the error term. Therefordlentelaxing the
common assumption of strict exogeneity, our insemtal- variable method does not allow Kevariablesto be
fully endogenous.

Under the assumptions that (a) the error terns not serially correlated, and (b) the explanat@riables X, are
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weakly exogenous ( i. e., the explanatory variablesassumed to be uncorrelated with future reaizs of the
error term), the GMM Dynamic panel estimator usesfollowing moment conditions.

EY.. . (6,-5.41)]=0 for s>2 ;t=s...t (4)
E[X. . . (6,-8.1)]=0 fors>2;t=s..t )

The GMM estimator based on these conditions is knasvthedifferenceestimator. Notwithstanding its advantages
with respect to simpler panel data estimators,ettee important statistical shortcomings with thiéetnce
estimator. Alonso- Borrego and Arellano (1999) @&ldndell and Bond (1998) show that when the explamya
variables are persistent over time, lagged levethase variables are weak instruments for theessgon equation
in differences. Instrument weakness influences atgmptotic and small sample performance of thesmtiffce
estimator. Asymptotically, the variance of the @ioednts rises in small samples. In addition, thent# Carlo
experiments show that the weakness of the instrtenoam produce biased coefficients.

To reduce the potential biases and imprecision cieteal with the usual difference estimator, we aseew
estimator that combines in a systtha regression in differences with the regressidevels (developed in Arellano
and Bover (1995) and Blundell and Bond (1998). ifis¢ruments for the regression in differences heesame as
above. The instruments for the regression in leasdsthe lagged difference$ the corresponding variables. These
are appropriate instruments under the followingitéathl assumptions: although there may be coiilabetween
the levels of the right- hand side variables aradbuntry- specific effect in equation (3), thesend correlation
between the differencesf these variables and the country specific effe@isis assumption results from the
following stationarity property,

N - ml=ENe - nl ©
EXiwp - m]=ElXiq - m]

The additional moment conditions for the second piathe system (the regression in levels) are Mot

EL(Y, =Y )tn, +2,0]=0 @)
El(X, 1 = X, )00 +2,)|=0 (8)

Thus, we use the moment conditions presented iateqs (4), (5), (7), and (8) and employ a GMM jahare to
generate consistent and efficient parameter esgnat

We employ a Generalized Method of Moments (GMM)cpoure to generate consistent estimates of thengsees
of interest and their asymptotic variance- covaria(Arellano and Bond, 1991; Arellano and BoveQ3)9 These
are given by the following formulas:

4= (X202 X)X 202y ©
AVAR(Q) = (X' 2O7'7' X) ™ (10)

where,0 is the vector of parameters of interastf{), y is the dependent variable stacked first in diffeemnand then
in levels, X is the explanatory variable matrix including thegled dependent variable {yi, X) stacked first in
differences and then in levelg, is the matrix of instruments derived from the momemtditions, andY” is a

consistent estimate of the variance covarianceixnatthe moment conditions.

The consistency of the GMM Estimator depends onthéndagged values of the explanatory variablesvatiel
instruments in the growth regression. We addressissue by considering two specification testsgested by
Arellano and Bond (1991) and Arellano and Boverd8)9 The first is a Sargan Test of over-identifynegtrictions.
It tests the overall validity of the instruments doyalyzing the sample analogue of the moment donditused in
the estimation process. Failure to reject the myglothesis gives support to the model.

The second test examines the null hypothesis tiea¢ttror ternzi, t is not serially correlated. As in the case of the
Sargan test, the model specification is supporteeivthe null hypothesis is not rejected. In theesyspecification,
we test whether the differenced error term (thathie residual of the regression in differences3dsond order
serially correlated. First order serial correlatmfnthe differenced error term is expected evethéf original error
term (in levels) is uncorrelated, unless the laftlows a random walk. Second-order serial coti@faof the
differenced residual indicates that the originabeterm is serially correlated and follows a mavawverage process
at least of order one. This would reject the appadpness of the proposed instruments (and wouldarehigher-
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order lags to be used as instruments).
4. Empirical Result

We provide the results of our panel data regressimlysis on the determinants of real exchangewvastility and
the effect of financial integration. We begin byadszing the stylized fact and correlation analy$isen, we present
our econometric result and its interpretation.

4.1 Descriptive and Correlation Analysis

In figure 1, we observe the importance of exchanage volatility in the majority of the region. Thislatility seems
to be smaller in some cases, like in BangladesmaChnd India. But the volatility trend over tinmelicates a small
decline for most countries, like Korea, MalaysiakBtan, Philippine, Sri Lanka and Thailand.

Our figure 2 shows the importance of financial gnsgion evolution in the entire region, notably idgrthe last
decade. The trend over time seems to be positivalfacountries. At this level the question whiafisas: which
correlation exists between the real exchange RER] volatility and IFI?

In table 2, we report the results of a panel cati@h analysis including probability values for RERatility and
fundamental determinants.

First, we find that RER volatility is positively oelated with the financial integration. This cdaten is higher
among countries with intermediate and flexible exaye rate regimes. In contrast, with fixed regiRER volatility
is negatively correlated with financial integratiangladesh, China, Indonesia, Malaysia and Thdjlaindeed,
fixed exchange rate regime can stabilize the RERraduce its volatility. This implies that the ingpaf financial
openness on exchange rate volatility depends oexttieange rate system in this region.

Second, the correlation between RER volatility &nadle openness is negative and stronger amongrizsumtith
fixed regimes than among countries with flexiblgimees. Indeed, the correlation coefficient betwéea two
variables is -0.265, and it is significant at 5%.

Third, the GDP growth volatility is positively argignificantly associated with RER volatility forettfull sample
and in most cases. The result is the same forlatime between RER and domestic investment (ID).

Finally, the correlation between RER volatility agovernment spending, terms of trade, and money doeseem
to be significant. This implies that, volatility tiese variables cannot represent the source of RiERility in the

region. However, countries with fixed exchange sstem, we consider that government spending @maist of
trade as sources of RER volatility.

4.2 Financial integration and fundamental volatilfoutcome and policy measures): Panel RegressiadyAis

We present evidence on the determinants of re&lagge rate volatility for our sample of 10 seleatedntries over
1975-2004. As stated in the previous sectionsdependent variable is the volatility of exchande raeasured by
the standard deviation of changes in the realtefieexchange rate.

In table 3, we present the estimation results efodseline regression model using the GMM systemator. Here
we regress the ERER (Equilibrium Real Exchange )Raikatility on the primary determinants (output gtbw
Investment, Government spending, Money and Tertnaole) and openness (trade and financial). Hereexpese
two regressions accordingly to the measures ofr€inhIntegration, if there is an outcome measU¥§ 6or policy
one (CC) (Note 5).

First, we find that the higher the volatilities thfe output growth and investment the higher thatiiy of real
exchange rate. The estimated coefficients areiposind statistically significant. The coefficieot government
spending is also positive and is relatively siguifit. However, the monetary and terms of tradeficasft enter
with the wrong sign and are not statistically sfigaint. This implies that exchange rate volatilitythe region is
explained by volatility of real factors and not retary and external shocks.

Second, trade openness has a negative relatiomsthipthe volatility of real exchange rates. Accorglito our
estimates in Table 3, an increase in the volumexpbrts and imports as a percentage of real GDRcewla
decrease in the RER volatility. On the other hafiiiade openness increases by 1%, RER volatiliy whecline by
almost 0.08% and 0.11%, in each equation.

Third, the coefficient of financial openness is ifes and significant regardless of the measurefirdncial
integration used. The coefficient is significantteg 5% level for each outcome and policy measthis means that,
if the country is more integrated to the internadiofinancial market, the RER will be more volatifccording to
our estimates, if financial integration increasgs186, RER fluctuations would increase by 0.08% &@b%
respectively, in output (here, we use the IFI megsand policy measure.

118



International Journal of Business and Management Januag0g

Finally, we also find that fixed and intermediatelgange regimes can decrease real exchange ratdityoin the
region. Some countries like Bangladesh, Indonddeaysia, Sri Lanka and Thailand adopt fixed exclearate
system.

Conclusion

What is the importance of financial liberalizationreal exchange rate fluctuations in South andfS&ast Asian
countries? It is this question that we have tackhethis paper in order to underline the relatingortance of the
different sources of impulsion. Our results sugdleat openness help to reduce real exchange teteidtions but
financial integration increases RER volatility. Hower, this later finding is less prominent in caoigs with a fixed
exchange rate regime. This finding is supportedhaynew financial architecture accompanied by nilenable
exchange rates (Leiderman and Bufman (1996), Bay@nd Eichengreen (1998), Eichengreen (2000 b), and
recently Obstfeld, Shambaugh and Taylor (2004))¢he lead to an increase in real exchange raggiltgi

We conclude that real exchange rate (RER) is weté centre of economic dynamics and its fluctuatiepends on
economic specificities of every region in particuta degree of insertion in the international netsk In particular,
financial integration context plays against théisity of the RER in South and South East Asianntaes.

These countries need to revise their efforts afrfirial integration by adopting sequential and geadeform in their
liberalization policy. This way they can realize maatability of their RER. Consequently, they h&weevise their
exchange rate policies to raise the challengeehtw financial architecture. Although the excharaje policy is
one of the several considerations in the areatefriational financial integration the RER flexibylis a valuable
factor. We encourage the countries of South andhSBast Asia to improve the flexibility of their éxange rate
system for their desired economic growth.
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Note 1. Ten countries are Bangladesh, China, Itnlitpnesia, Korea Rep, Malaysia, Pakistan, Philiegj Sri Lanka
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Note 2. For more information, see table 1
Note 3. Cesar Calderon (2004)

Note 4. Given that lagged levels are used as m&nis in the differences specification, only thesmeecent
difference is used as instrument in the levelsifipation. Using other lagged differences wouldulesn redundant
moment conditions (see Arellano and Bover, 1995).

Note 5. See table 3.

Table 1. Definitions of Variables and Sources ofdDa

Variables Definitions Sources

RER volatility Standard Deviation (SD) of ERER| CDROM of WDI, 2006 & Chelem
base, 2005 ( LibraryUniversity qf
Tunis El Manar)

Growth rate volatility SD of the GDP growth WDI, 2006

or Output volatility(Voutp)

Government spending SD of change of GC WDI, 2006

volatility( Vgs )

Domestic investment SD of change of DI WDI, 2006

volatility (Vdi).

Money volatility (Vmon ) SD of the growth rate of monetanyMF, 2006

base

Terms trade volatilityy SD of TT changes WDI, 2006

(Vitt)

Trade openness (M +X) /dom. expenditure WDI, 2006

(Open)

Financial integration Net foreign asset, differengeLane and Milesi-Feretti (2006)

(IF1, NFA and CC) between totgl _assets and

engagement , capital liberalization

Exchange rate regimes Fixed, intermediate, flexible Levy-Yeyati and  Sturzenegger

(2005)
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Table 2. Real Exchange Rate Volatility and Finanltigegration: Panel Correlation Analysis Corredatbetween
Real Exchange Rate Volatility and its Determinants
(Five-year period observation for a sample of lntdes for 1975-2004)

Fail
Panel Sampleaimtries according to Exchange Rate Regimes
Fixed Intermediate Flexible

P. Corr P-value P.Corr P-galu P.Corr P-value P. Corr  P-value
Voutp 0.616 (0.00) 0.645 (0.00) 0.704  (0.00) 0.491  (0.05)
Vdi 0.459 (0.00) 0.476 (0.07) 0.524  (0.02) 0.332 (0.16)
Vgc 0.000 (0.99) 0.416 (0.12) 0.243  (0.33) 0.360  (0.15)
Vmon -0.010 (0.94) 0.031 (0.89) 0.146  (0.56) 0.097 (0.71)
Vit 0.010 (0.94) 0.493 (0.06) 0.212  (0.39) 0.106 (0.68)
Open -0.265 (0.06) -0.344 (0.17) -0.293  (0.19) -0.271  (0.24)
IFI 0.193 (0.15) -0.455 (0.08) 0.369  (0.13) 0.364  (0.15)
NFA 0.231 (0.10) -0.425 (0.10) 0.580  (0.01) 0.322 (0.16)
CC 0.341 (0.01) 0.108 (0.70) 0.375 (0.12) 0.503  (0.03)

Table 3. Real Exchange Rate Volatility and Finanicigegration: Basic Regression Model Sample ofc@Ontries,
1975-2004 (Five-year period observation)
Estimation Method: GMM system Estimator (Arellan@a@over, 1995)

Outcome Measurés Policy Measure’
Constant 1.968 0.091
(0.00) (0.08)
RER volatility (t-1) 2.739 2.413
(0.00) (0.00)
Output volatility 2.546 2.118
(0.00) (0.00)
Investment volatility 0.206 0.151
(0.14) (0.16)
Government Spending Volatility 0.273 0.153
(0.17) (0.17)
Money volatility -0.174 -0.814
(0.83) (0.44)
Terms of trade Volatility -0.221 - 0.655
(0.51) (0.31)
Trade Openness -0.089 -0.113
(0.03) (0.12)
Financial Integration 0.081 0.096
(0.03) (0.05)
Fixed exchange rates -0.094 -0.112
(0.06) (0.12)
Intermediate Exchange rates -0.127 -0.138
(0.12) (0.14)
Number of groups 10 10
Number of obs. 50 50
R? 0.35 0.31
Specification Tests (p-values)
- Sargan Test 0.33 0.25
- 2nd.Order Correlation 0.35 0.29

* ** and *** imply respectively statistical sigficance at the 10%, 5% and 1% levels.

a, b: Two equations are classified according tonttleasure of the financial integration. We takedhtl CC respectively for
outcome and policy measures.
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Figure 1: Evolution of RER Volatilityin South and South East Asia (1979-2006)
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Sources: Calculation of authors and CDROM Chelef0%2, IFS (2006), WDI (2006) & Lane & Milesi-Feriett

(2006).
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Figure 2: Evolution of International Finanacial Integration in South and South EastAsia (1979-2004)
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A Study on the Transaction Method of Informatiom@oodity
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Abstract

Information commodity is kind of information produghich can satisfy certain need of the society eaw be used
to exchange with something. Information commoditns unique characteristics deferred from physicaldg. The
transaction methods of information commodity arecigd. Starting with presenting the two transactinondes

“sale” and “rent”, this paper chiefly discussesethkinds of transaction methods of information caity, that is,

one-time transaction, multi-time transaction, arahd transaction, based on the analysis of the alfpiesi of

information commodity.

Keywords: Information commodity, Transaction method
1. The components and types of information commodit

Information commodity is kind of information prodscthat can be exchanged in market and are fornyed b
information that has been developed, processednied, and transformed to meet certain social.neecbntrast
with material commodity, information commodity stses more on its property of information insteadhaferials.
Information commodity usually has two parts, namtlg entity and the carrier. The entity refers lie aictual
content of information commodity. It is the intetipa of human intelligent labor. The carrier reféosthe material
form of information commodity.

Information commodity can be simply classified asditional information commodity, such as bookstepts,
newspapers, micro-tapes, etc. and new informationneodity, such as commercial databases, computievese,
and electric books. The former firstly appearsilmakies. It can provide with information servicks people,
meeting their information needs. The later has tégh carrier and even discards the carrier corlpleBesides,
some people still classify the information faocd#i into the scope of information commodity. Becatlser
transaction mode is completely same with that dienl commodity, here we do not study the trarisaahode of
information facilities.

2. The uniqueness of information commaodity
Differing from material commodity, information conagity is unique in these aspects as follow.

Firstly, the production of information commodity mon-repetitive. In general, material commodity cealize

repetitive production, achieving the mass productiblower costs. But the production of informatammmodity is

kind of creative producing activity. The creativity the production process determines the non-itefaetess of
information commaodity’s production. Therefore, #sue can not be evaluated by traditional indesash as social
necessary labor time and the labor consumptionidBgsthe value of information commodity is guaesck by its
exclusiveness. Without the exclusiveness, the riméion commodity becomes valueless. Thereforerdhetitive

production of information commodity will debase Visue.

Secondly, the utility value of information commaditan not be reduced in use. Information commodéy be
shared. And the shared part of information commyoitthe entity, namely the information but not tterier.
Under certain special condition, trading informat@mmmodity does not mean the bargainer lose threeship of
information commaodity completely. With special tackogies and certain insurance of contracted sigery the
purchaser can obtain the access right of informatiommodity. But it does not mean the purchaser thas
ownership of the information commodity. Therefoilee owner can sale his or her information commodigny
times, which makes the transaction of informatiommodity more complex.

Thirdly, the value of information commodity is dyn& and unstable. Most material commodity can béstiied
after a series of production procedures. But infdiam commodity has two-step production. The fgtdp is to
produce information content, namely the intelligéatior fruit. The second step is to make copies.nlture is
material production. The utility value of mater@mmodity does not change in its successive citionlaBut the
value of information commaodity is uncertain and ayic in its market circulation. For example, itdueain
production is intense. Its value in circulatioririsreasing. Its value in storage is declining.pltie in exchange is
uncertain. And its value in information consumptioay be re-generated.

Fourthly, the price of information commodity is clggable and complex. Many factors affect the poée
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information commodity, such as the information condiity itself, including its costs, efficiency, angiality, and
market factors, including production and managemieRs, times of exchanges, relations with othenmmdities,
and social economic factors, including productivigconomic strength, economic system, economiccyoli
economic order, politics, and laws.

3. The transaction modes of information commaodity

Transaction is the process in which a consumer @ertsin use right of one commodity. Informatiormeoodity
shows its uniqueness in consumption. For exampld, the timeliness of information commodity and tuality of
consumer can affect the transaction. Thereforefinaéeffect of information commaodity is uncertasnd the value
of effect is uncertain either. The uncertainty xjpected profits and the relevant risks of value&erthe purchasers
hope to share economic risks with the bargainengzhwcauses the appearance of many transactionsnsdeh as
one-time transaction, multi-transaction, and bigdiransaction. The one-time transaction is to feanthe utility
value and risks completely in one transaction,udiclg purchase, auction, bidding, and price negiotiaIn the
one-time transaction, there is may be one purchasenany purchasers. The multi-transaction is aesgive
process in which the purchaser and bargainer ghareisks and profits of information commodity ttugr. The
bargainer shares purchaser’s expected profits fgicevay (such as deducting a percentage frontatiaé profits)
and takes on relevant risks and responsibilitientiRg, price separation, subscription, and shaisig all belong
to the multi-transaction. In contrast with the mtrtinsaction, the binding transaction is to séfiei@nt information
commodities with different functions at one timeor Fexample, the office suit of Microsoft has adoptais
transaction mode in promaotion.

As far as specific transaction modes are concerakbpugh there are many different ways, such adicy
authorization, sale, and rent, there are only ts@odaction modes in nature. One is that the puechases the
commodity exclusively. The other is that the pusgra use the commodity together. In one word, sne $ale the
commodity (using exclusively) and the other iseatrthe commodity (using together). Either “to Salke“to rent”
is from the angle of bargainer of information condityy Next, we will analyze the two transaction resdrom the
viewpoint of bargainer.

3.1 Sale ------ using exclusively

If the bargainer chooses to sale the informatianroodity, the purchaser can use it exclusively.thepwords, the
purchaser does not necessarily depend on the bargai using the information commodity. Howeve tise of
information commodity is not absolute exclusiveeTdurchaser does not possess the only use righfoomation

commodity. This issue is determined by the tramsaahode adopted by the bargainer and the purclzaskthe
transaction contract.

The sale of information commodity may be achievgdaby transaction modes mentioned above. Next,| we’l
discuss the sale of information commodity basedhentypes of information commodity and specifimiaction
modes.

In the one-time transaction, the bargainer saleuteeright of information commodity completely. Theare also
two kinds of conditions. In the first condition, ethpurchaser completely owns the use right of in&iiom
commodity and the bargainer should not sale theigheto any third party. In other words, the tzngr loses the
ownership of information commaodity. For exampleg thade of most traditional information commoditieach as
patent, may adopt this kind of transaction modethé second condition, the purchaser merely obthia use right
of information commaodity and the bargainer can fadeuse right to any other people. In other wotldks bargainer
still obtains the ownership of information commegdiFor example, the trade of some new-type infoionat
commodities, such as computer software, and etdotioks, may choose this kind of transaction mode.

In the multi-transaction, the use right of inforroatcommodity is separated into several partslidbe delivered
to the purchaser for several times. Some new-tyf@rmation commodities, such as computer software
databases, usually choose this kind of transaatiotle. There are also two kinds of conditions. Gribé complete
purchase and the other is the non-complete traoeadh fact, the later is few. Only the entrustedftware
development may adopt this transaction mode. Bectescomputer software and database need to latedpand
perfected continuously, most purchasers choosenthig-transaction mode in order to share the casts risks of
information commodity with bargainers. The multisisaction is a special transaction way of inforamati
commodity, which is determined by the uniquenessnéérmation commodity and differs from the divided
payments of traditional material commodity. The tirsansaction of information commodity means nailyo
multiple payments but also multiple deliver of coouity.

In the binding transaction, as the bargainer sedesin information commodity, he or she will p&iwith other
information commodity for purchaser to use at thme time. A typical case is that the Microsoft Isiris Office
126



International Journal of Business and Management Januag0g

unit and Media Player with Windows and sales thegether. Only if the purchaser buys and installsrb&ioft’s
Windows platform, the system will automatically atithe Office unit and the Media Player. Profesgettiis kind
of transaction mode can provide with free softwlarepurchaser. But as a matter of fact, it can esghia lock-in
effect on the purchaser. In a sense, it is kindnd&ir competition, which may lead to the appeagasfcmonopoly.
The Real One Player has ever sued Microsoft farcause.

3.2 Rent ------ sharing use

In this kind of transaction mode, the purchaserdaaain the use right of information commodity éartain period.
Therefore, it is economical for the purchaser. Bam the angle of bargainer, he or she prefersatetime
transaction mode and the multi-transaction mode.

In fact, the traditional information commodity erged in library is shared by renting. Because ofdtiamonness
of library, it is not necessary to charge userghieir using information commodity. After the conmuialization of
information product, library may choose to colleetrtain rents from users in order to obtain mongitals and
provide with more advanced services for users.

In the information market, the most typical oneditransaction is to rent videos. For the purchakeryideos have
the highest values in their first use. But lataitlvalues decrease sharply, and even becomes Teeefore, the
purchaser prefers to rent videos. And the renterogen the videos’ information entity and their dans for ever. In

most cases, the renter merely obtains the useafghformation entity and the ownership of ther@as. And it is

the developer who possesses the ownership of de®s/iinformation entity. For example, the CD comipa have
the ownership of CDs. And the software developessess the ownership of software.

The binding transaction is not common in the raptof information commodity. But in the one-time tiag
transaction, it may happen. For example, as thehager obtains the temporary use right of videgrtghe has to
use certain player to realize the value of videlndéy this condition, certain player can be integgtahto the video.
By this way, the video will be played by the binglimedia player. Therefore, the binding transaati@nely helps to
realize the use value of information commodityhaligh it is not inevitable, it is necessary in aercondition.
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Abstract

The Circum-Bohai-Sea region is the third strategionomical circle after "the Pearl River delta oediand "the
Yangtze River delta region". This paper analyzespstitive abilities of this region from many asgeénd then it
points out the structure development pattern: 3@ pa('core", circle”,"crowd"), the paper providdéeeoretical and
actual operation basis for conforming competitil@littes and speeding up development in Circum-B&&a

region.
Keywords: Circum- Bohai- Sea Region, Competitive Ability, "3@attern

During the 21st century, the fundamental unit ¢éfinational economy competition is neither an gmiee nor a
country, but it is the economical circle, or they@roup, also is the region development whichrgppsed in the
theory of economical development. Speaking exadiljsion of labor, the cooperation and the contjetiamong
the regions will decide economics and politicalt@at of future world. The situation of region deghent in our
country can be described in the following way: Dgrmore than 20 years when China implemented tbemeand
opening policy, the coastal city group of easteant has already obtained huge success, while seprehe
economy superiority is gathering to the Pearl Ridelta region, the Yangtze River delta region ahd t
Circum-Bohai-Sea region. And the Circum-Bohai-Segian has become the third growth extreme to premot
Chinese economy to soar relying on its advantagpos#ion, resources, transportation, superioritindustry and
scientific research and so on. Certainly, thisaedias also exposed some pending issues in tled imétriod of
development, and these problems may be made ughvadsonly when the region acts appropriately ® ¢hrrent
situation, adopts the reasonable policy and taKestee measures. Without doubt, the Circum-BoBa& region
has the profound practical significance regardiregeconomic region development of China and everetionomic
competition strength of entire nation.

1. Region development theory summary and the syndgsof circum-bohai-sea region
1.1Background of region development theory andemiesituation

Looking from the economic concept, the region refer the certain spatial scope which is advantagdou
organizing, planning, coordinating, and controlliegonomic activity and performs to consider theretyt in the
foundation of the administrative area. While, tleecalled region development mainly refers to therall plan
which is carried to obtain fast development of loeaonomy in the condition of facing changing emsdr
environment.

The region economy development is a major tendefigconomical globalization. Now in the world, thest
major characteristic of economy development is ézahomy globalization accelerates region econamtégration;
conversely region economic integration promotesienty globalization. Moreover, the economy global@mamay
cause resource in each nation to carry on thetefedisposition in the global scope, and the ecunal relation is
closer, the cooperation scope is more and morespidad. Meanwhile, in the process of realizing eoon
globalization, region economy has the foundatiod eondition of broad cooperation because of cladisttict,
connected economy relation and interlinked cultiwhat’s more, it is advantageous for disposing uesss
reasonably, reducing the cost, expanding scalestardgthening the superiorities and the competitibilities of
the region development. Speaking overall, the pimemon mentioned above is one kind of performandgshw
sign the progress of the society. The economy ¢jlison does not repel the region economical dgwelent,
while the economical region may promote the econaiopalization well; these two mutually promote,dan
mutually fuse (Liu Yi, 1998).

Along with the tendency of region economic integmatexperienced in the world economy, our countrg also
raised a tide: the Pearl River delta region, thegvze River delta region and the Circum-Bohai-S=aon. As the
next round of region economical hot spot, the GreBohai-Sea city group radiates and leads China'theast,
North China and China’s northwest. Because of #vy important status, Circum-Bohai-Sea region igpssed to
base on the reality, make up defect and realizkthaad stable development, to contribute labois raaterials for
the Chinese economy region development under theetis of superior policy support and the economy
macroscopic law of development.
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1.2 The synopsis of Circum-Bohai-Sea region andtiategic sense outline

Circum-Bohai-Sea region includes five provinciapital regions: Beijing, Tianjin, Shandong, Liaonjremd Hebei,
with abroad hinterland covering North China, noaste northwest and Shandong, Henan. It accounts for
approximately 520,000 square kilometers of the largh with more than 60 harbors distributing inrégion and

the population occupies 17.5% of the nation. Logkirom the geography structure, it surrounds Bdbed to
assume the shape "Q". Besides, the region conteige development potential because of its divezseurces,
developed technology, advanced education, chaistatesulture, and abundant industry foundation.

The development of Circum-Bohai-Sea region is mdy oelated to region development, but it is cortedawnith

strategic plan of nation. We can understand thatu@i-Bohai-Sea region is pivotal in economy dewvelept of our

country from two aspects. Firstly, from the andlelevelopment regulation, “the harbor impetus indushe coast
radiates the inland, the city leads the countrysichel the metropolis circle radiates the regiohis experience is
drawn from the process of realizing industrialiaatand modernization in developed countries. Aereral rule
used for reference, the Circum-Bohai-Sea regioa good example. It will undoubtedly become thedthuiiggest
engine to draw Chinese economy to grow, then @&sdese economy to realize soaring for the thirektif it can

fully display superiorities such as local positiamultitude harbors, crowded cities, and promote Wiele

competitive abilities through union and cooperatiacondly, from the angle of development pattetm, country
urgently needs to have a economy center in thdmantt in order to realize coordinated developnuérihe region
in the big economical pattern. In the conditiontteé Pearl River delta region in the south and theg¥ze River
delta region in the middle, the Circum-Bohai-Segioe certainly undertakes the responsibility t@sgthen the
impetus function of economy in north part of Charad advance reasonable layout and coordinatedagpeneht of
region economy.

2. Development strategy research about circum-bohaiea region

Faced with the good development opportunity andotisdtive policy support, Circum-Bohai-Sea regitifi seeds
a perfect strategic plan, and a reasonable regiwaldpment pattern, to guarantee the stable ahdéaslopment.
Based on region development theory and superioriied inferiorities of the region, the paper presos3C
(‘core’,‘circle’,'crowd’)" structure development giarn, namely displaying "the function of core esti-Beijing and
Tianjin “, promoting "Beijing ,Tianjin and Hebei @womical circle" to soar, and simultaneously camating and
driving "the Liaodong Peninsula city group with t8eandong Peninsula city group" to develop, therfaming
competitive abilities of the secondary regions, speeding up development of the Circum-Bohai-Sgime in the
end, make it play the role of "the third level"anonomy development of our country. Followings degelopment
plan and strategy:

2.1Formatting "3C (‘core’,‘circle’,’ crowd’)" struture development pattern

Development of a region must have a reasonablelaaent pattern with high quality to make the safag
against nonessential winding. In view of the gepbreal position and resources superiority of thee@n-Bohai
-Sea region, the paper especially proposes "3Qttsire pattern which conforms to its developmemwtlokving is
the quintessence of this pattern: Beijing contindesdisplay the function of politics and culturaénter,
simultaneously completes into the financial cendexl positively develops the high tech industranjin should
develop to a modernized port city, and importargnemic center of north part of our country. OncejiBg and
Tianjin economical conformity mechanism straighteoat ,they may become the main item of the
Circum-Bohai-Sea region, named "core" in 3C; In finendation of coordinating Beijing and Tianjin ,wsaould
promote the Beijing ,Tianjin and Hebei economicaicle to develop, named "circle® in 3C; As the
Circum-Bohai-Sea region’s two wings ,Liaodong Penla and the Shandong Peninsula ,should fully afsthe
service function of port city, strengthen the cotitpwe advantage of the city group. Moreover, whendevelop the
characteristic industry, we should strengthen #tiemal division of labor of harbors and the readue disposition
of logistics. to provide green channel for Beijifiganjin and Hebei economical circle, even therentegion in the
respect of economy development ,this is named "trtimv3C.

We may directly understand "3C" pattern from thdenchart which signs the development structureepat

2.2 Beijing and Tianjin coordinately developingpproting the competitive ability, and fully displagyithe function
of core city

Development of a region frequently must dependhenirpetus of one or two cities. For example, ‘Bearl River
delta region” depends on Guangzhou, Shenzhen;taedrangtze River delta region” depends on Shangheshou,
Nanjing, Hangzhou. As is the some condition, ecanatevelopment of the Circum-Bohai-Sea region aselwith
promotion of city competitive abilities of Beijingnd Tianjin. The economical conformity mechanisnBefjing
and Tianjin once straightens out, the Circum-BoB&ia region will have the core or the main itemd have the
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condition of advancing the economical strategy.sTtonclusion is on the basis of so-called poladratheory,
which refers to that, economy firstly develops §ljcin the certain region scope, then attracts peepheral
element of production to gather, and speeds updurtevelopment. This is the economical polariratdfect
which is general in each nation with regard tooegievelopment. Therefore, there must have a tanpeconomy
growing point in the Circum-Bohai-Sea region (suzh the core cities "Beijing and Tianjin”) to leaket
development of the peripheral inferior region.

2.3 Breaking administration limit and realizing raal division of labor of secondary region city

If Circum-Bohai-Sea economic zone wants to comprsively unfold its economical development strengtimust
break the administrative division limit, and shouktry on rational division of labor in Beijing, ahjin, Hebei, the
Liaodong Peninsula and the Shandong Peninsulaalidform an integrated, competitive industrialteys and
public facility system. Meanwhile, it should notlpmave the relation with the world economics ahe hational
market, but also have the suitable regional charatic. All mentioned above are important meritsitof realizing
fast development of economy in the Circum-Bohai-®ggon.

Regarding breaking the administration limit, itsfly must oppose to the local blockade, then cohwrsively
eliminate the system barrier to the mobile elentérgroduction, and enable each kind of enterpiskecome the
main body of the region economic activity, in thelemake element of production such as capitall@nol force
flow freely; Next, the core area and each big pityst complete the rational division of labor, fastance, the core
city circle should pay great attention to the fimrctof national politics, science, technology, eatian, cultural and
developing foreign relations; The Shandong Peninguld the Liaodong Peninsula should adjust reargtion of
enterprises, and improve the conformity of industrydevelop to the main body of heavy industrisdéa north
part, even in the whole country.

2.4 Realizing optimization of each secondary regimfustry chain, positively connecting rails withet global
economy, and enhancing the competitive abilities

Under the foundation of industry development innesigbsidiary region of the Circum- Bohai-Sea regtbe region
should positively carry on the industrial conforynitievelop and use resources together, in ordaclhdieve the
maximization of the resources effectiveness, aafizeethe sustainable development. In additiomrasent it not
only must develop the existing traditional industryt also must develop into one of world importaregnufacture
bases; Meanwhile, it must depend upon the techmcalvation to seize the commanding point of thdustrial
technology, establish the mechanism through th&esysnnovation to adapt the marketing economy enise
system as soon as possible, and realize industidbrmity of the Circum-Bohai-Sea region, and tliemm the
whole competitive advantage of region.

Moreover, in condition of the whole world econormtegration, only when we put region as a wholétei the
international environment to participate in comypati and cooperation, can a region gradually enhaite
competitive abilities. Under this background, weschéo strengthen international competition strengftiiegion
economy, and make the region economy developmelbtimt®the globalization system to participatedimision of
labor in the scale of global economy.
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Abstract

Because of unique geopolitical advantages of GhiXajiang, it gradually becomes forward positicassmong
China and member states and observer countrieharfighai Cooperation Organization for developingarsl
economic cooperation. The article begins with tteéus quo of regional economic cooperation betwekma’s
Xinjiang and neighboring countries under frameworkthe Shanghai Cooperation Organization, and aealy
prospects of regional economic cooperation, atdasits out priority fields in regional economicoperation.

Keywords: China's Xinjiang and neighboring countries, Regli&wnomic Cooperation, Prospects

Xinjiang locates in the northwest border of Chiitg,land border is more than 5,600 km, which isdeang with
Russia, Kazakhstan, Kirghiziatan, Tajikistan, P@kisMongolia, India, and Afghanistan eight cowggtriUzbekistan
and Turkmenistan are Xinjiang's another two neiginigocountries, xinjiang is the important bridgedachannels
connecting China with the Central Asia, West ASauth Asia and East and West Europe. Since antiiaas,
Xinjiang has economic trade relations with the hbaring countries, especially in recent years, glaith the
increasingly expanded and developed of Shanghgi€ation Organization (SCO), Xinjiang's unique gapgical
advantages and resources advantages are even eahpednich propel the process of the regional ecanom
cooperation between Xinjiang and neighboring coestr

1. The Status Quo of Regional Economic Cooperatidmetween China's Xinjiang and Neighboring Countries
under the framework of SCO

Faced with the trend of economic globalization aegional economic cooperation, Xinjiang developetivaly
regional economic cooperation with 10 neighboriogriries by using its own geopolitical, and porvattages,
cultural advantages and historical advantageshasdichieved some success. Especially in recerg, ba levels
of the regional economic cooperation was continlyoemhanced, the fields were continuously expandked,
models were also innovated, the principal part veertinuously enriched, the scale was expandedpattern of
regional economic cooperation of multi-levels andltirdirectional, multi-forms and multi-channels gsadually
forming.
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1.1 The levels of regional economic cooperation e@ginuously boosted

After 10 years of development, the levels of regloeaconomic cooperation between Xinjiang and nesghlg
countries have been boosted. The regional econoodperation is no longer a small-scale regionapecation,
which becomes an abroad one that Asian and woyldtljpae attention to, its radiation regions of oegil economic
cooperation was continuously expanded, from a sraglbnal cooperation that only contains Xinjiamgl &Central
Asian countries to the abroad region that now metusome Asian economical body, such as Chinajd&usdia
and Kazakhstan, etc.. Especially since the estabést of SCO, the regional economic cooperati@rasised more
extensive attention, which is from the initial loevel that is the border areas of trade, to thetidmiels
cooperation that relates to the current internationganization and coordination, the central goreent to promote
the autonomous regional government-led implememntaif the government's border area.

The level of regional economic cooperation has ldgesl into a high-level which includes the levelbofder area
(border trade), the regional level (Urumgi Frontigronomic & Trading Fair) and the internationalangations or
national level (in the Kazakhstan border free tragater) etc. In addition, the level of regionalomamic

cooperation also manifests in trade forms, which theveloped the flexible and diverse methods afiricathat

include the cash trade, border trade, small bdrdee, compensation trade, tourism and shoppirig tretc.

1.2 The fields of regional economic cooperation e@stinuously expanded

China's Xinjiang and neighboring countries belongrich resources regions, their natural resourcesvary
abundant, such as oil, gas, minerals etc., andhthey strong advantages in resources.

With the development of the regional economic coajien process among Xinjiang and neighboring cdesit

their advantages of economic cooperation have laggrarent, the fields of economic cooperation hagenb
expanded constantly. From the relations of thebéistanent of economic cooperation, the fields hexganded to
most areas of the national economy from the initiebs, that is to say, from energy, agricultunémal husbandry,
health care, and several other traditional areasiterals industry, electric industry, the suppliedustry, the food
industry, tourism, transport, bio-technology, lightustry, environmental protection, education, atiter areas.
Moreover, with the impulse of every national govaemt and related organization, the scopes of ragigzonomic

cooperation are developing in depth.

1.3 The models of regional economic cooperatiorewenstantly innovated

With the trends of economic globalization and regiceconomic cooperation, China's Xinjiang dravesdas from
the successful experiences in aspects of modetgainal economic cooperation, combining with Xanyg's actual
situation (such as economic development, geograpbialitions, ports advantages) and the choice ahah
economic security strategy, it innovates and cseatsv models of regional economic cooperation dhatsuitable
for Xinjiang's actual conditions.

Now, there are many models of regional economigecation which include forum-driven or meeting-erv
model, the border trade zone model, the cross-bamlgperation zone model, border economic coopmeratone

model etc. Although these models have just begumpbement, their practicality is comparativelyastg. If we

consider others successful models in the world ted prospects of regional economic cooperation eetw
Xinjiang and neighboring countries, Xinjiang alsn choose the triangle model, the model of relgingorder

ports, the border trade zone model, and goldersfuare mode as well as SCO mode.

1.4 The principal part of regional economic coogam was continuously enriched

With the appearance of Xinjiang's geographicaltiocaadvantages, there are great changes in theigal part of
regional economic cooperation. Xinjiang's all gsdgvernments have taken part in the process dabrialg
economic cooperation between Xinjiang and neighmgpdountries, from autonomous regional governmerithé
state, counties and cities town government. Esihgcidinjiang's border states participate activety regional
economic cooperation with the neighboring counfriesh as Lli Kazak Autonomous Prefecture with Kdizstan,
Kashgar Administrative Offices and kirghizia as wad Pakistan, Altay Administrative Offices with $&im, and
Mongolia.

In recent years, the principal part of foreign &ad Xinjiang and its neighboring countries changeddt. In 1978,
Xinjiang had few enterprises in Xinjiang that hafareign trade rights, and these enterprises wesscllyy
state-owned. With the decentralization of Chinalgifin trade independence, China broadened réstscto the
business enterprises that engaged foreign tradiugig, so a growing number of collective, privated foreign
funded enterprises participated in the process iofia¥g's foreign trade, the patterns of the ppatipart is
diversified, multi-levels, multi-channels, all-radimvhich includes various economic sectors, sudhastate-owned,
collective, private and foreign funded enterprisits. the end of 2006, Xinjiang has 3500 enterpribes has the
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right of operating foreign trade, of which includi®2 enterprises that their amount of imports aqubes is 10-50
million dollars, 17 enterprises is 50-100 millionlidrs, 24 enterprises is 100-400 million dollaveo enterprises is
400 million dollars. Although Xinjiang's 105 foreigrade enterprises account for 3 perent of thel taimber of
enterprises of Xinjiang, the amount of imports axgorts of these enterprises account for 86% ofrtiport and
export volume of Xinjiang.

We can also look the changes from the companigistration types, in 2006, Xinjiang's Customs Hoosepleted
the total amount of import and export 9.10327 dmilldollars, of which includes, the state-owned eoon3.37642
billion dollars, accounting for 37.09% of the totahount of imports and exports; The collective @con is 763.59
million dollars, accounting for 8.39%; The privaéeonomy is 4.77959 billion dollars, accounting &#.51%;
Three-capital enterprises to 182.42 million dollaascounting for 2.00% ; The rest is 1.25 millioollars,
accounting for 0.01%.It fully shows that non-statened enterprises which contain the mixed-ownership
enterprises, private enterprises, foreign-fundedrprises etc., are becoming the main force initmgort and
export of Xinjiang.

1.5 The scale of regional economic cooperation eaginuously expanded

In recent years, the social order of neighboringntges has gradually become stable; their econmasyalso begun
to the right path, which provides a good environtakonditions for developing the inter-regionabesmic
cooperation. Xinjiang develops actively regionabrsamic cooperation with the neighboring countrigsubing its
unique advantages and China's economic advantdbesscale of regional economic cooperation is edipan
which mainly embodies two aspects, one is the awing in trade amount, another is optimizing oflératructure
of commodities.

1.5.1 The value of imports and exports

With the accelerate of process of regional econara@peration between Xinjiang and neighboring coest, the
value of trade has increased year by year, from585&illion dollars in 1998 to 7.95228 billion dats in 2006, the
annual increase rate is 35.8 percent points. 16, 28Mjiang's total value of imports and export®9i40327 billion

dollars, and total value of imports and exportshwite neighboring is 7.95228 billion dollars, aauting for 87.36
percentage of Xinjiang's total amount of import @xgort, which shows that the vast majority of ¥ing's trade
was concentrated in these neighboring countrie$ siscKazakhstan, Kyrgyzstan, Tajikistan and Pakiséand

others. In 2006, Kazakhstan, Kyrgyzstan, Pakistizekistan and Tajikistan are located the firstoad, third,

fourth and fifth place in the Xinjiang's foreigratte, the value between Xinjiang and these courifriesspectively
5014.72, 1857.29, 343.30, 266.31 and 218.1 mildotlars, accounting for 55.09%, 20.4%, 3.77%, 2.98%

2.40% respectively. (Table 2)

1.5.2 The optimization of trade structure of comitiesl

After 10 years development, the structure of im@ortl export commodities between Xinjiang and neiginig
countries has changed a lot. Xinjiang's structdrenport and export commodities has constantly owpd, the
proportion of exports of industrial products hasdyally increased, and the proportion of exportshigh
value-added products has also increased. The pimpexports of industrial products account for tbil value of
exports of Xinjiang from 27.2% in 1985 to 90.2%2i005, increased 63%, while the proportion of primanoducts
from 72.8% in 1985 to 9.8% in 2005.

The export commodities of foreign trade betweenjixing and neighboring countries were gradually dgealn from

the low-end materials to the high-end finished pmtg, the structure of trade has been further apten The
commodities of import and export changed a lotmfigeveral initial primary materials to productsvarious fields
such as the chemical industry, textile, agricultumachinery, construction machinery and equipméattyicated
metal products, agricultural products, home appbianfood, daily necessities, electronics and machietc., even
including high-tech products such as biologicalppration etc. For example, in 1992, the commodidggiang

exported to the neighboring countries were sudee, five goats, stallion and frozen meat, caustida, flour,
alcohol, etc; The major commodities Xinjiang's imtsdrom neighboring countries were steel, fertilz timber,
electrolytic copper, automobiles and their compésienon-ferrous metals, bulldozers, excavators, Bttt during
the 5 years (from 2000 to 2005), The commoditiegiXing exported to the neighboring countries weaéniy food,

daily commodities, alcoholic products, refined aihachinery and electronic products, cereals, ol aoil

mechanical products, petrochemical products, phegmigals, farm machinery and equipment, clothind gextiles,
paint, leather, etc.; The major commodities Xinjganimports from neighboring countries were crudgootton,

copper, timber, paper, aluminum ingots, chromiue oon ore, ferrous metal mining, fur, cotton fickmachines,
chemicals and other raw materials etc.
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2. The prospects of regional economic cooperationetween China's Xinjiang and neighboring countries
under the framework of SCO

China's Xinjiang should take full advantage of thggographical location advantages and China'sossicnand
technical advantages, develop the regional econcnoperation actively, develop preferential cootienafields
such as transportation, energy minerals, lightstgutourism etc under the framework of SCO.

2.1 The traffic fields

Traffic field can offer the prerequisite conditiotist exploiting economy and trade cooperation ri@kbetween
Xinjiang and neighboring countries, that promotthg development of regional economic cooperatianjiahg is
an important transport hinge and channel that digkChina with the South Asia, Europe. Because igjiand
neighboring countries in South Asia are locateth@éAsia-Europe inland, they completed their ecopamd trade
cooperation depending mainly on highways and ratyao the traffic fields plays a very importankerin the
regional economic cooperation between Xinjiang aeighboring countries, especially road transpait transport
etc. Xinjiang should develop the cooperation ofhkigy construction with Russia, Mongolia, Kazakhstand
Kyrgyzstan etc actively, expand actively the rajm@operation with Kazakhstan, Tajikistan, and Kysjan etc
under the framework of SCO.

2.2 The energy and mineral fields

As China's demand for energy resources is incrgaparticularly oil, energy fields has become preriéial and key
field in the regional economic cooperation betwe@njiang and neighboring countries. Xinjiang's rigigring

countries, such as Russia, Kazakhstan, TurkmengstdrJzbekistan, have abundant oil and naturatessurces,
which accounting for a large proportion in the wlofTake Russia and Kazakhstan for example, Russiee iworld's
largest country in oil and gas resources, its mvpd reserves amount to 6.5 billion tons, whichoaating for

12-13% of the world's proved reserves, and natgeal reserves amount to 48 trillion cubic metersichwh
accounting for 1 / 3 of the world's proved reserves

In addition, according to the data providedthg Journal of Oil and GadRussia's remaining recoverable reserves
of oil reach 8.22 billion tons, which accounting #16% of the world's remaining recoverable resemfeoil; The
natural gas reserves reach 47.6 trillion cubic metghich accounting for 27.2% of the world. Moregwvaccording

to the data from United States USGS52000, Russiattiscovered oil resources reach 10.6 billion tons,
undiscovered natural gas resources reach 33i@rrdubic meters; Kazakhstan has overland expleitaibreserves
40 billion tons, and natural gas 3 trillion cubieters. Kazakhstan's Caspian region has oil recbleeraserves 8
billion tons, of which only the largest exploitalui reserves of Kashagan oilfield amount to 1l6dni tons, natural
gas recoverable reserves more than 1 trillion cotsters.

Xinjiang is not only an important energy base ofr@ah but also a replacement district in China'sifeitenergy
import strategy. It establishes natural prereqeiisitnditions for participating in cooperation il and gas field
between Xinjiang and neighboring countries undamfework of SCO. In addition, the proposition of rgyeclub
under framework of SCO has entered the substaptiase, advocated by Russia, and the majority of beem
countries and observer countries show positivéudtts towards the establishment of energy clubeusally, they
hope to benefit from the relationship between enesgpply and demand by participating in energy cllib
establishes the material foundation and environat@onditions for developing cooperation in theamtl gas fields
between Xinjiang and neighboring countries, esfigcisith Russia, Kazakhstan and other countries eurttie
framework of SCO.

Apart from cooperation in oil and gas fields, Xamg also develops others fields cooperation sugtoer, coal,
mineral, with neighboring countries. The most palssfields is power. The power field is the mostrpising one
between Xinjiang and Kazakhstan, Tajikistan, Kysggn in the future, and it is most effective andmbortunity.

In addition, Xinjiang can develop cooperation ire tfield of metal mineral with Kazakhstan, Kyrgyzsta
Uzbekistan, Mongolia etc, carry actively out cogpen in aspects of mineral exploration, developmprocess,
etc.

2.3 The light industry fields

According to the economic complementarities betwXaiiang and neighboring countries, we can arratethe

conclusion that China and Xinjiang have strong carafive advantages in textile industries, induksugplies and
the food industry, and that the industrial systédmesghboring countries is not perfect, the lighdustry products
are short of, such as supplies, food etc. Xinjieaug develop cooperation in light industry fieldsonmder to seize the
market actively in Central and South Asia by ralyiin China's technological advantages and pricarddges in
these fields. This fields include light industréald textile industry (cotton, wool spinning, spmgyi weaving share,
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cotton knit, wool knitting, printing and dyeing, eical fiber, etc.), the supplies industry (houseappliances,
cosmetic supplies, hardware, small articles ofydade, telecommunications and office supplies,),etiee plastic
and paper industry, the food industry (casing itgushe dairy industry, the sugar industry, tolmadisheries, the
tobacco industry, etc.).

2.4 The tourism fields

Xinjiang and neighboring countries have abundantisen resources, The unique natural sight and scgght,
unique folk customs make the level of cooperatmmglementary is higher in this field.

Currently, the neighboring countries have some lprob such as exploitation of tourism resourcesotsemough,
basic establishments are weak, and tourism fasliire outdated in the development of tourism, wigsults in the
development of tourism industry of neighboring dmes is slow. They have abundant exploitation i in
aspects of tourism, its prospects is relativelyalraXinjiang can develop cooperation in these dieddth Russia,
Mongolia, Kyrgyzstan, Kazakhstan etc.

3. The Conclusion

Via analyzing of the status quo of regional ecommmboperation between China's Xinjiang and neighigor
countries, we can see that the regional econondparation located in the initial stage, which orfgifrom the

economic development , economic complementarily sorde non-economic factors etc.However, we not saby
these disadvantages, but also some irreplaceabniadies, such as Xinjiang's geographical advasiguert

advantages, China's economic and technologicaihsalyas and resources advantages of neighboringrizsuatc.

Especially, in recent years, with the impulse ofds8@nd other international organizations, this negiceconomic
cooperation shows strong vitality and developmeptdéntial; its prospects are relatively broad. d&le foresee,
with the rapid economy development of China andhi®ring countries, their economy complementakpoisnd to

deepen further in aspects of regional economic e@atjon, cooperation fields will be further expaddafter

several years, this region will become the mogaiénttial region in the world.
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Table 1. Total Imports and Exports by Registrafidnstoms Statistics) (USD10 000)
1998 2006
Item Total Imports Total Total Total Imports Total Total
and Exports | Exports Imports and Exports | Exports Imports
State-owned i
) 129809 59898 69911 337642 20966[ 127975
Units
Collective-owned
) 76359 58485 17874
Units
- 11138 6341 4797
Private-owned
) 477959 431508 46451
Units
Three Kinds of
11558 8499 3059 18242 14260 3982
Ventures
Other Types of
) 41 37 4 125 3 122
Ownership
Total 152546 74775 77771 910327 713923 1964p4
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Table 2. Total Value of Xinjiang's Imports and Exgawith neighboring Countries (USD10 000)

Country 1998 1999 2000 2001 200p 2008 2004 20p5 62Q0
Russia 11958 8939 6765 1225321540 | 27453 22325 23400 16926
Kazakhstan 48820 92624117932| 90356 | 136552| 254613 | 328607 | 501563 | 501472
Tajikistan 1083 487 1028 706 475 873 3088 9931 Q181
Uzbekistan 2469 369 952 555 1913 3773 8576 13832 63126
Turkmenistan 24 57 243 96 993 2472 359 1355 4328
Kirgizistan 19344 | 13186 17137 | 9900 | 15386| 23094 46206 74686/ 185729
Afghanistan 11 37 2 24 11 127 286 594 107
India 238 409 1750 194 1097 226( 108f7 1536 2557
Pakistan 1043 3064 2124 873 6937 25589 16315 34p734330
Mongolia 568 518 711 860 420 878 1644 2833 1338
Total 85558 | 119690 148648| 115817| 185324| 341082 | 428493 | 664005 | 795228
Table 3. Xinjiang's Imports and Exports by CategafrCommodities (USD10 000)
Exports Imports
Years Primary Manufactured Primary Manufactured
Total Total
Goods Goods Goods Goods
1985 | 18020 13117 4903 11177 158 11019
1995 | 76880 38678 38202 65918 27515 38403
2000 | 120408 | 36002 84406 105991 46502 59489
2005 | 504024 | 49432 454592 290165 117075 173090
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Abstract

How to improve the efficiency of local subcontractnanagement in the Indian projects of China Petirol

Pipeline Bureau (CPP) is the center of this theB&sed on the introduction of background and theyais of

reasons, this thesis puts forward a new managemede that combines “tame elephant”, “huge stickid a
“candies & sweet epithets” based on the “elepheritiing artifice”, and advances several suggestmthe project
management.

Keywords: CPP, Subcontractor management, Risk managemephdtietraining artifice, Information database
1. The introduction of background

Since the foundation of China Petroleum Pipelif€RP) India project division, it has experiencedesal delays,
concerning employees’ visas and equipments custdeasance, which postponed the project for five aatf
months. Even after the project begun in late FBB72it came across many jamming and natural disgssuch as
the lagged transfer of right of use (ROU), the tetaction of local residents, the difficult localbeontractor
management, and the coming of rain season. Aletfeegtors make CPP face great challenges to coengbletmain
part of the project in late 2007 according to tlenfer contract. Moreover, the difficulty of managimndia
subcontractors is the commonness of the six spreB@PP in India. At the very beginning, many expeced
spread managers complained: “As far as spreadsareerned, India is far different from China. Inih
sub-contractors are crazy for the bid. But in In@en if we provide with people and equipmentsy tétill refuse
to work well for us.” The great differences bririgoat certain initial maladjustment for managerslifferent levels
in CPP. But after several months’ coordinationséhmanagers adjust themselves and their tactidsadopt many
effective management measures. This thesis templis¢uss the issue of how to manage subcontractéosm of
researching project, with the hope of attractirugjay laying bricks.

2. The main problems and reasons
2.1 The different humanism, customs, and habits

Similar to China, India has multiple nationalitiesd religions. It is also a mystery and colorfulimny with
thousands of years’ history and culture. Therefibiis,not surprising for us to find that there a only holy saints
but also villains.

Different customs and habits are important factbet cause conflicts in CPP’s subcontractor managent-or
example, India has the most festivals and holidaythe world. The legal holidays are 120 days. Rlifferent
religious, regional, custom, and special memorysdaydian is almost living in festivals. These dgiéed and
separate holidays make it more difficult to arrattgework schedules of tasks completely based otrants.

At the same time, the different work-and-rest tiatgo serves as a difficulty in the subcontractonagement. In
most Indian companies, the work time is from 10m@@rning to 5:30 afternoon. Most workers prefer &awédna cup
of morning tea before going to work and the luniametis from 1:00 to 3:00. The effective work isdakan six
hours. The lower work efficiency is out of the egaion and tolerance of CPP managers completély. Iidian
subcontractors can not catch up with the work gieerent of CPP. As a result, the cooperation isofudlonflicts at
the very beginning.

Besides, most Indian subcontractors can not keegimte. In their words, “One minute” means “hourgind
“tomorrow” means lower possibility.

2.2 The insufficient communication and understagdin

Language is the most direct and fundamental reaBepause this is the largest international progter the
foundation of CPP, CPP sent nearly 2000 workersname than 2000 large- and small-scale heavy eqnfsrfor
India (pipeline across four states of India, nansthtes of Andhra Pradesh, Karnataka, MaharaslsitaGujarat).
Although CPP prepared for this project carefulhg interpreters for each spread could not meeprihetical needs
in quality and quantity. What’'s more, as a multipkion, India has more than 400 languages thanbetio four
language families, namely Indo-European family, \iten family, Sino-Tibetan family, and Austro-Asiafamily
(Ou Zhang, 2005). The languages in different fasilare completely different. But English and Indéa most
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popular. During the negotiation between CPP anal lsgbcontractors, there were usually an interpfeteEnglish,
an interpreter Indian, and an interpreter for otheguage. Imagining the terrible final words ifiveords-passing
game”, it is not hard to understand the effect gudlity of communication among many languages iisfriam

satisfaction.

2.3 The lower productivity and poor social enviramh

Although as one of golden countries (Brazil, Ruskidia, and China) India’s gross domestic product{GDP)
realizes an increase between 6% and 9%, merelyidnfeo China (Xiaowen Liu, 2006), its productiomda
processing level and construction of fundamenteilifies are still poor. However, the pipeline ctmstion is a
specialized industry that demands for high techgiek high costs, and amounts of investment orpeggrits, and
technological and service support. Some bid- sestad CPP have to work in wild fields. It is mucarh for them
to obtain foods, not mention the qualified subcactiors. These facts lead to the shortage of sutzadats and
higher costs of transportation. Therefore, the anton can not be guaranteed in a sense.

2.4 The interference from owners

As CPP manages the subcontractors, owners mafei@avith the project irrationally or excessivelyat is one of
the main factors causing the difficulty in the soitactor management. Because many subcontracters a
introduced by owners, they preferred to listenhi® éwners. Sometimes, owners ordered subcontractatsange
construction designs in order to pursue better lteswhat directly caused the increase of costs w&adtes.
Subcontractors usually follow the two differenteditions from CPP and owners or just listen to osn€hat makes
the CPP’s subcontractors management more difficult.

3. The countermeasures
3.1 The elephant-training artificé\lexander & Qishen He, 1997)

For Indian, elephant is not only a powerful proéarcttool, exerting practical effect on productidmyt also a
spiritual dependence. In India, people usually adbpee artifices to train an elephant, changinfdm a wild
animal into a helpful worker. The first artificetis force wild elephant to do things as what peoyat it to do by
using sticks and whips. The advantage is its ghairiing time. But the elephant may be out of calréind hurt its
owners cruelly. The second artifice is to encounaig elephant with candies& sweet epithets toliadgs as what
people want it to do. In contrast with the firstothis artifice has a long training period. Butan help to turn wild
elephant into a gentle helper. The third artifisetd put wild elephant into old domestic elephatftshe wild
elephant follows the words of people as what theetalephants do, it will get candies or sweet epsthOtherwise,
it will be punished. The third artifice is the mgstpular and effective method used in elephantitrgiin India.

Apparently, a successful elephant trainer need®thmagic weapons, namely tame elephants, sticks;aardies &
sweet epithets.

3.1.1 Tame elephants
Obviously, choosing a successful “tame elephantfiéskey for successful subcontractor management.

There is severe disparity between the poor andi¢chen India. And India has strict social ordeffar example, the
special caste strictly determines people’s soc@itipn and social influence. Therefore, in dailpritss, CPP
managers can pay more attention on the most infalétame elephant” instead of coping with eachnmher of the
subcontractor. By this way, the “tame elephant” balp to supervise and guide other subcontracldrs.effect of
this method is very evident in practical management

Here, we have to admit that the owner is qualifiagne elephant”. There is old saying that “It ig tman who ties
the bell can release it.” Because of the owner, @ied the project. Therefore, CPP has to gainhdlp of the
owner in subcontractor management. It is undenididé the owner is a bilateral tool anytime. Excépt the
negative effect mentioned above, the owner cant exeat positive effects at the same time. If prigpaesed, the
positive effect of owner is larger than its negatéffect. In this Indian project, the owner is Rediance Group that
has already developed into the largest and inflakfigiant” in India in fifty years. Therefore, imust have
unordinary social background. It is well known thiz¢ resources mastered by the owner and its imdkseon local
subcontractors are most valuable resources forC&Rtess in India. In practical work, CPP shoolastruct nice
cooperative partnership with the owner by timely afficient communication, which will help to solpeoblems in
projects. More instances can illustrate this pdifdr example, the fourth spread had to construmrerete pipe
traversing a reservoir. But its long constructia@rigpd makes it impossible to complete this tasloteethe rain
season. After times of communication, the ownemaded a new “silent water pipeline” traversing paog, which
greatly shorten the work time and guarantee iteraptishment in time. As far as the negative effeftthe owner
are concerned, such as the irrational and excesgimerence of subcontractors, however, CPP mesline their
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unreasonable requirement strictly and ask for corsgigons for relevant results and influences. Mages showed
that only if CPP proves the right of decision witthcapabilities and final facts can it win thepest and recognition
of the owner and subcontractors.

Besides, some subcontractors can also serve as #mphants” due to their long-term cooperatiorh v@PP. For
instance, the financial division of CPP chose atiam accounting office to co-operate. This accagntiffice had
provided with great helps in CPP’s account appbiceand company register by its influences in Indi@vernment.
To develop and use the cooperative resources damiyobenefit CPP’s present project in India, also will serve
as a base for exploring new market in South-Eaist idsfuture.

3.1.2 Sticks

In project, the most effective “stick” is to sigrdatailed and perfect contract, and lay stressdatenexecution and
management.

Therefore, as negotiating with any subcontract&P@nust ensure that the subcontractor fully unaiedst all the
articles in contract, concerning why hire him, whatshould do, and what is the punishment restilito fulfill
the contract. However, in practice, the most pérderd detailed contract can not guarantee thasubeontractor
can achieve the proper fulfillment of contract. fefere, it is necessary to use other “sticks” tatriet
subcontractors, such as the strict financial systém system of signing for finished tasks in tintae
bank-guaranteed system, and the system of riskssdepWhat’s more, CPP can introduce a competiygtem by
choosing several back subcontractors

3.1.3 Candies & sweet epithets

In any effective project, clear reward-and-punishimie the insurance for battle effectiveness arel éhsential
requirement for strict disciplines. In the elephtaatning artifice, the trainer has to inspire atekpen the positive
effect by candies and sweet epithets. As far aptbject is concerned, the spreads of CPP canitdesfiexible
reward system and empower their operational empkye reward subcontractors according to their lvads and
behaviors. By this way, it may generate unexpeaffidcts. For example, as CPP managed the material
transportation subcontractors in the fourth spréae two subcontractors transported pipes two tienday and the
largest transportation capacity is 30 pipes, wigidatly restricted the project requirement for ftep one day. In
order to solve this bottle-neck problem, CPP detesthto give the driver a reward of 200 rupee foee times of
transportation one day, and more 300 rupee for fiooes. By this way, the “candies” reward direcilgtive the
motivation of drivers, in addition reducing thertsportation process, the fourth spread even creathifjhest
pipe-transportation record, transporting 201 pies day, and then the pipe crisis was solved pérfec

4. The development and suggestions

In the subcontractor management, managers in C&&ads gradually possess many effective management
measures based on constant exploration and ricagearent experiences. For example, the third sm@BP had
chosen seven subcontractors for a blowing pipe.t&dsed on fair competition, managers encouraged
subcontractors to complete their tasks in timer@mchrded them respectively according to each ame’kloads. In
order to achieve more effective subcontractor mememt, it is necessary that CPP could take actiorthe
following aspects in future.

4.1 Construct a risk management consciousness

Before choosing qualified subcontracts, CPP shmad#te careful risk evaluation on the possibilitysatcess and
the potential effects of each subcontract on thelevproject. Considering different features of taakd evaluation
results, CPP should choose different subcontraéborthe sake of reducing the risks as much asilples8ased on

the STWO principle, CPP must analyze subcontractirengths, weaknesses, threats, and opportunities
example, CPP can take best use of subcontractdventages to solve the difficulties in project, Iswas the
irrational interference of local people. After aymithg the subcontractors carefully, CPP shouldstdheir ideas and
motivate their own advantages to complement subamoiars’ shortages, such as improving the necessary
technological direction and facilities. In a woi@PP should serve as a cooperative partner to catediwith
subcontractors to complete their tasks as soonssijpe.

4.2 Employ more local labors and empower subcotwraccompletely

Because of differences in languages, environmants customs, CPP has to employ more excellent tatsits to
realize localization of management in order to camitate with subcontractors timely and rightly.éraploy more
local labors is the most effective way to improvenagement efficiency and save costs. At the same although
there are many difficulties in subcontractor mamagget, CPP can not reduce the power of subcontsadmm the
contrary, CPP should empower their subcontractossith a degree that they can control their cositsctease the
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margin profits, which will motivate the subcontrarst effectively.
4.3 Collect useful information and construct a suiicactor database

“Know the enemy and know yourself, and you cantfigrhundred battles with no danger of defeat.”ddal’s

changeable information times, information is vit@bllecting the latest local information about tio, economy,
humanism, religion, owners, and subcontractors,bearefit the timely decision- making and tacticesstiinent for
CPP. For example, soon after the start of the grofePP had changed the focus from spread 6,7&amd@ead 3,4
and 5, and collects the optimal strengths to viarkthese sections based on many influencing facfiinis decision
was proved to be right and timely. At the same tibesed on present information database, CPP cwtraot a
subcontractor database, which can not only strengtie subcontractor management in resources pnogrey and
adjustment, but also serve as a resources bateefexploration of new market in future.

In a sense, the difficulties that CPP faced indnaiie common for Chinese enterprises enteringntteeniational
market. How to strengthen the local subcontrac@mnagement and improve efficiency is the key oftagect. Just
as CPP’s logo “fight for transmitting the easteatrpleum to the western, and gain success in Ingliaject”, only
if all CPP workers combine together, can they owere all difficulties and gain the winning with gtiting spirit.

References

Alexander & He, Qishen. (199Mlew Concept English 4 (New Editiohanghai: Foreign Language Teaching and
Research Press & Longman.

Liu, Xiaowen. (2006). Thoughts on international mmmy at the end of the year: fourth serfébina Economy Net
25th, Dec.

Zhang, Ou. (2005). India has more than 400 langu&jebal Times21st, Mar.

140



International Journal of Business and Management Januag0g

Is the Common Good Improved by Economic

Globalisation and the Activities of Multinationab@porations?

Rong Tang
Department of Economic Trade and Foreign Langu@bengdu Textile College, Chengdu 611737, China
E-mail: tangrong68@sina.com
Abstract

After embracing globalization, some countries haahieved fast growing. Meanwhile, many multinationa
corporations (MNCs) have made significant profited also contributed a lot to economic growth. Hosrev
opponents believe that the benefits haven't beeralggshared and view it “as a threat to prospestyltural
integrity, and the environment” For developed caestthat compete successfully in the globalisafoocess,
globalisation causes great economic growth andppray .On the contrary, developing countries tr&t excluded
in the globalisation process become more margiedliand more wvulnerable. Although globalisation hemy
benefits, the common good hasn't been improvedcbp@mic globalisation and the activities of MNCs.

Keywords: Globalisation, Developing countries, Developedntaas, Positives, Negatives
1. Introduction

Globalisation is the “buzzword” of the modern worlhsically, economic globalisation refers to “leenoval of
barriers to free trade and the closer integrationational economies” (Stiglitz, 2002,p.ix). It deibes the global
increasing integration of economies through tratkfaancial flows as well as movement of peopld knowledge
across international borders (Harris & Seid, 2004e globalisation of markets” written by professtineodore
Levitt in 1983 was a landmark article concerningbgllisation. Levitt asserted that “the future beled to
companies that make and sell ‘the same thing, #mesway, everywhere”(Levitt, 1933 cited in O’Higgi
2003,p.53). After embracing globalisation, someintdes have achieved fast growing. Meanwhile, many
multinational corporations (MNCs) have made sigaifit profits and also contributed a lot to econognmnth. A
MNC refers to “a company that is headquarteredrie country but has operations in other countries&jg,
2005,p.5,lecture 3). However, globalisation hasegivwise to growing forceful worldwide anti-globali®n
movements, and has attracted the hot debates ésanchers, corporations, policy makers and saciblists since
1980s. Proponents regard it as a force for econgnoiwth; however, opponents believe that the benefiven't
been equally shared and view it “as a threat tegenty, cultural integrity, and the environmenti(@&e, 2005, p.6,
lecture 2). The purpose of this paper is to distlieommon good is not improved by economic giskdbn and
the activities of MNCs.

2. Context-History of globalisation

Economic globalisation has a long history. “Globation is the forward march of civilization througistory,
placing humanity’s mark on earth” (Yong, 2004, @&)obalisation rooted in the £&entury when western explorers
voyaged for new trade routes. The Dutch Republinidated European ocean trade in the late 16 cerfturhg"”
century, industrialisation enhanced Britain’s piositas a global empire builder. In"™1@entury, only Europe and
North America took part in the international ecoryoactivities. Now Asia, Latin America and Africaeaall
involved in the globalisation (Young, 2004). Besidkee broader geographic areas, commerce and ixhaecvices
today are more advanced and deeply integratedeterbefore (IMF, 2000).

3. Present state

Generally speaking, economic globalisation can teadoth positive and negative effects to the commood. As
the driver and actor of economic globalisation, MNiIay a critical role in causing the effects aftgllisation.

3.1 Positives of globalisation

First of all, Globalisation led to economic growahd higher incomes of both rich and poor peoplerivational
trade is very helpful for economic development.t@lsation offers liberated market and creates mpportunities
for trade. Because of increased export, many c@snin Asia are growing fast, and millions of pepgthere are
reducing poverty .Due to the liberalisation of #adonsumers have better access to more goodw atitce. Then
people’s living standard has been improved and Ipeapw live longer than before (Stiglitz, 2002).

Globalisation has huge potential for global intéigra and it helps developing countries to impraelveir isolated
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situation. Globalisation is driven by high techrgis, such as internet, digitalisation, satelldenmunications ...
ant etc. The advanced communication technologiesest people everywhere. It helps people in thesldping

countries to know what's going on in the world, dadilitate them access to knowledge. And MNCs pay
important role in transferring managerial and mtnige skills, advanced technologies and new prodfics

developed countries to developing countries ($tigh002).

Globalisation is also helpful to improve the healtimditions in the world, especially in the devéhgpcountries.
International corporations, such as the internatioRed Cross, facilitates the movement of knowlecdgel
medicines from the developed countries to devetppountries (Stiglitz, 2002).

Besides these unquestionable good influences afomtic globalisation, there are some arguments wouia of
globalisation.

The proponents view that Globalisation is poor ¢oes’ main road out of poverty. “Economic ‘glotstion’ is a
historical process, the result of human innovatiod technological process”(IMF,2000, p.2). The poountries
should accept the progressive globalisation inroraéight against poverty. And without globalisatj there would
be more poor people today (Gaunt,2002 cited in Ew#)05). The number of people living on less thara day
has decreased greatly from 55 percent to 24 peofewtrld population (O’Higgins, 2003).

Advocates make the point that Globalisation pravift#s of employment opportunities for developirayrries.
Due to the low labour cost in developing countrigegny MNCs relocate their operation to these caestr
Compared to local enterprises, MNCs always offghéi wages. Local people, especially woman whonate
able to make much money, prefer to work in MNCs(Qdihs,2003).In addition, local people benefit from
upgrading skills and advanced technologies.

The advocates also believe that the internatioman€ial and trade institutions (IFTIs), which ahe main
institutions that govern globalisation, plays amartant role in transferring loan and aid from deped countries
to developing countries. The WTO is a democratstitation with one-member, one-vote rule, and nrmostber
countries have democratically elected governments.

3.2 Negatives of globalisation
Besides the benefits mentioned above, many peaptelieve that globalisation has lost of negatives.

First of all, the benefits of globalisation haveb&en shared by millions of world’s poor. The ineogap between
the richest and the poorest countries is enlargethe period 1960-1962, average income accourte&Z12 per
capita in poor countries and $11,417 in the richntdes; by 2000-2002, average income increaseohby$55 to
$267 in poor countries, but average income incekdse $20,922 to $32,339 in rich countries (Ver€0042).
Moreover, the actual number of poor people has ggnby almost 100 million meanwhile the total woiddome
improved by 2.5% averagely each year (Stiglitz,208nd 22 industrialized countries, which standXd percent
of the world’s population, master about half of therld’s trade and over half of its FDI (Versi, 200

An anti-globalisation economist Mark Weisbrot (2Dp@@ted that the growth rate per capita GDP inlaail and
middle-income countries in the last 20 years dem@a lot compared to the previous rate. For exanmalr capita
income in Latin America increased by 75 perceninft®60 to 1980, but it grew only 7 percent from @:2800.

Globalisation didn’t ensure the world’s stabilifihe loose capital market in Latin America and Asiaeneficial for
Western bank, but Latin America and Asia sufferages when huge amount of ‘hot money’ that haddébinto
suddenly poured out. Price inflation occurred amehethe currencies were collapsed. Such kind sksrresult in
high investment insecurity, massive unemployment @anoblems of social dissolution. The stability alf
developing countries is under threat (Stiglitz, 200

Although MNCs provide many jobs in the poor cowstri“they are exporting jobs to low-wage countriEsieje,
2005,p.19, lecture 3). MNCs have the opprobriunexploit workers in their sweatshops. Opponentsegstothat
MNCs, such as Wal-Mart, Gap and Nike, ask workeoskwn prison-like environment and pay them sulesisé
wages. Workers haven't got workers’ rights and teeated inhumanly. For example, Nike paid only U8$0per
day for their sweat-shop workers in Indonesia i9119ot enough to maintain the basic living (Rokdi2001).
Some MNCs don't run their own factories and submmttthe work to local enterprises, which are Ugualore
oppressive than MNCs. In this way, MNCs don't @gs workers in poor countries directly, but theyido
indirectly. They are held liable for human righadlihg (O’Higgins, 2003).

In addition, the nature of the work is low-levelN@s usually keep knowledge-based, high value &ietsvat home
or advanced countries. In another words, MNCs kbepgechnology and skill distance between the poat rich
countries (O’Higgins, 2003).
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IFTIs behaves in favour of the rich countries. haligh the IFTIs, like IMF, WTO and World Bank hadene
something good to the developing countries, theytdact democratically. These institutions pay mattention to
protect the rich countries’ interest, and develgpaountries’ interests are ignored. For exampleersavestern
countries, called G 7, control about half of théing power in the World Bank and IMF. These colwestrare USA,
Japan, France, UK, German, lItaly, and Canada. U&AEurope share the top jobs in the World Bank latie

habitually. There is no wonder that the IFTIs wdok the rich countries (O’Higgins, 2003). Moreov&eattle
anti-globalisation demonstration protested that Wdin't treat the North and the South equally, aoetl enough
nongovernmental organizations could take parsinléicision making (Institutional Investor,2000).

“The west has driven the globalisation agenda, ramgthat it garners a disproportionate share efliénefits, at the
expense of the developing world”(Stiglitz, 20027)p.The Western countries insist poor countriesethice trade
barriers, but they maintain their own barriers tmposing tariffs, quotas or subsidizing their owdustries. This is
particular in the fields of agricultural goods, whhiis the critical source of export income for depeng countries
(Stiglitz, 2002). With entering the WTO, developeolntries increased their agricultural subsidies. iRstance,
between 1995-1998, the rich countries of the Owmgditn for Economic Cooperation and DevelopmentGOE

doubled their agricultural subsidies from US$18Ridni to US$362 billion totally; in 2001, the US Hse of

Representatives decided that US$170 billion wowddspend in supporting agriculture, and 64 percérihem

would be used to increase subsidies (Kelsey,2d8a2ye removed the domestic supports and tariffseldping

countries can't compete with them.

Moreover, the prices of products on the “termgafié” benefit only the developed countries, andothar countries
get the lower prices than what they paid for timaports. So some poor countries become poorerli¢3£ig002). In
the case of rural farmers in Uganda (Mubiru, 20€8),farmer’s work harder, but the price of theffee reduced a
lot because of oversupply, and their earnings baes decreased 6.25 times.

In addition, antidumping laws often trouble devéhgpcountries unfairly. And they have to bear riestre quotas
on agricultural goods, clothing and textiles (lngtonal Investor, 2000).

“Conditionality” undermined the cumulative tradenbéts. Lenders imposed adverse conditions on poantries
for their assistance, such as high interest ratdenmined national sovereignty and short-term dBbtause the
loan is borrowed in short-term form, the borrowtensd to default. And the IMF takes some measurésrte these
countries to pay the original loan back. Norméflg poor countries have to bear further debt (Qjfitig, 2003).

The open markets of developing countries are valslerwhen lots of harmful goods pour into the merleasily.
Tobacco companies of developed countries markét pireducts to the poor people in the developingntoes,
who are too weak to resist the sales promotion. governments are involved in it due to corrupti®his causes
the spread of smoking-related diseases (O’Higdl063). Besides tobacco, globalisation acceler&texpansion
of drugs trade in these countries.

Another disadvantage to developing countries ig thaditional cultures are threatened by westerfiural

domination and loose their legitimacy. Western bsaand logos pour into emerging markets when MN@s
businesses in developing countries. MNCs do lotadvlertisements and promotions to impose theirdsraand
cultures on the people in their home countries.nTivestern cultural norms occupy people’s mind gadiguFor

example, Chinese didn't like western fast food he past. But now McDonald and KFC are popular inn&h
particularly welcomed by children. And productiotargdardization and uniform marketing facilitate tees

cultures to take place of the local culture by reatkands (O’Higgins, 2003).

Globalisation leads to environmental resource amfcastructure degradation. Decreased forests antkradi
resources change the earth’s surface, growingrfastpollute the air, water and land, crowded m&sidl spaces
destroy rural landscapes... and etc (EBF issue 19)28@cording to the finding of a study, in the BigDelta, oils
MNCs such as Shell, Mobil, Agip and EIf have getexlaenvironment pollution in oil production procesich
hurt the local farming and fishing, and even thaldng water supply in the neighbouring communitiess affected.
Moreover, the potential harmful effects contairslo$ property and diseases (Essential Action, 2000)

The flexibility of globalisation has bad effectsasll as good effects on developing countries. &lishtion offers
MNC:s the flexibility to find the lowest cost butdiesalue operations. MNCs consider about the lowest in terms
of labour and factor costs, tax and exchange matimgs. The country, which has been chosen to siedor their
activities, can gain vast benefits if the operaiiorolves many local enterprises. Local supplie@eksto establish
the supply chain partnerships with MNCs. Then thst ltountry can benefit from more jobs and genegahing.
“It is a win-win situation for everyone”(O’Higgin®2003,p62). However, MNCs can evacuate suddertheif find
a cheaper place for their operation. This leadsuge jobs lost both at the MNCs site and in a sesfesuppliers’
factories. And local economy is hit as a whole.tikemmore, MNCs locate or relocate their subsidiadee to taxi
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rate, which are involved in tax avoidance issu@3diggins, 2003).
4. Future directions of globalisation

“A better globalisation is the key to a better aedure life for people everywhere in thé' 2&ntury”(Versi,2004,
p.2). But economic globalisation has marginalizied lbenefits of the poor people, and has led toowigg gap
between rich and poor. How to make globalisationksor all the people in the world?

Firstly, globalisation should focuses on peopldeatthan markets. “Markets may generate wealth,ttey are

amoral. What is missing is values, underpinned diitigs”(George Soros, 2002 cited in O’Higgins, 300.63).

Even if MNCs don't cause the world’s ills directtijey involve it. If MNCs take responsible globatien strategies,
some adverse effects of globalisation can be retl{€eHiggins, 2003); meanwhile, responsible globation

strategy is also a good long-term strategy for MNCs

A good example is a diamond certification schemertd the civil wars. Some countries finance civdrvoy the
income from “blood diamonds”. The traders and jésveljoined the scheme to buy only legally mined eertified
diamonds because they realized the importancestbmer perception (O’Higgins, 2003).

Another example is Global Compact, led by Kofi Annahich is a powerful organisation between MNCd Bii\.
The Compact push corporations to sign up and achioa principals, including human rights, labourdan
environment ( O’Higgins, 2003). Now there are mared more corporations, labour groups and civil etgci
organizations joining in the Compact because iticggrove the companies’ reputation and brand images

Secondly, the rules of the global economy shouldegitten. Anti-globalisation protesters claim tthiae rules of
globalisation are unfair. Democratic reforms shdadcheld in the IFTIs, such as World Bank, the Iaffe the WTO.
The present G7 countries (USA, UK, Germany, Frafitzdy, Japan and Canada) should be expanded to G16
including countries from the developing world. Atte international financial system should be remgda

Lastly, the international community ought to fogithe debts of the world’s poorest countries, aechatratic
government’s old debts inherited from the previoasupt, undemocratic governments.

5. Analysis and critique-Winners & losers

Globalisation is not a win-win strategy for bothethich and poor countries. Obviously, the rich ¢des are
winners of globalisation, and the poor countries &sers. The developed countries are winners, raost
developing countries are losers.

Poor countries have no chances to embrace globatiséccording to O’Higgins(2003), open market drek trade
play a critical role for major market participatighut generally major markets are not located ia ploorest
countries. And countries can benefit from trade mtieey can sell more and buy more, such as indbe of China
and India. However, trade can't help the pooreahtiies that have no economic or social organinafitne poorest
countries in sub-Saharan Africa are not able t@etttFDI even if the labour cost is very low thé@Higgins,
2003). Furthermore, most capital is not investeghaor countries. For instance, during the early09% 2000,
about 90 percent of foreign direct investment (REht to developed countries, and only 10 perceRDd went to
developing countries (Versi,2004).

Poor countries are unable to embrace globalisalitiCs act as “powerful engines” to grow the worldisonomy,
dominating the worldwide flows of capital, goodsdaservices (Eweje, 2005). MNCs gain competitiveaadages
through globalisation practices. But majority oé tRINCs belong to the developed countries, and nC\alshong
the top ten MNCs is belonged to developing coustridow can the poor and middle-income countries ¢jae
same benefits as the developed countries fromltthalisation practices?

Poor countries can't share the benefits of globtiie equally with the rich countries. Globalisatioas driven the
economic expansion successfully. Now the accunmdlilatgpitalist liquid wealth has reached about $7otr,
which is enough to help every person in the wasldét rid of poverty through work (Yong, 2004). Hower, parent
company in developed country collect back profimingd in other developing countries by its subsydia
(Eweje,2005). Then the rich becomes richer, anghtioe becomes poorer.

6. Conclusion

Generally speaking, economic globalisation and abiévities of MNCs can result in benefits and hatoshe
common good. For developed countries that competeessfully in the globalisation process, globalisacauses
great economic growth and prosperity .On the coptdeveloping countries that are excluded in tlobajisation
process become more marginalized and more vulreerablthe driver of the globalisation, MNCs contitibto the
economic growth, but they are involved in explatiworkers and natural resources (Eweje,2005). This Ifworks
in favour of the rich countries. So there is nolatdhat the benefits of globalisation haven't restthe poor people
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in the world, and globalisation has widened the lgefoveen the rich and poor. Moreover, globalisatian caused
environment degradation, and has facilitated tmeuption and the human rights fallings (Eweje,2005)o sum up,
although globalisation has many benefits, the mezmtof globalisation overweigh its positives. At common
good hasn't been improved by economic globalisagiot the activities of MNCs.

If amoral globalisation combines with corporate isbeesponsibility and the unfair rules of globatien are
rewritten, globalisation will work better for ali¢ people in the world.
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