Section 3 The growing economies of emerging countries

1. Emerging countries as a market

As emerging countries achieve strong economic growth, in recent years, their consumption and
investment have been expanding rapidly. Amid the expansion of these emerging markets, trade and
investment between emerging countries has increased, their connections have deepened, and this has
led to further expansion of the emerging markets. This expansion has led to a “five billion population
market” as anew world market.

(1) Characteristics of the economies of emerging and developing countries in recent years
(Rapidly growing consumption of emerging and developing countries)

As we have aready shown, in recent years, growth of the world economy has been led by
emerging and developing countries. Looking at the growth rate of household consumption expenditure,
since 2004, as the growth of household consumption expenditure in developed countries has slowed,
in emerging and developing countries, it has shown vigorous growth. Even from a consumption
perspective, we can see that emerging and developing countries are leading the way in the world (see
Figure 1-3-1).

Figure1-3-1 Changesin theyear-on-year growth rate of household consumption expenditure (nominal base)
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o Improved incomes in emerging and developing countries brought about by increases in
consumption

Underlying this expansion in household consumption expenditure is an improvement inincomes in
emerging countries. The per capita GDP in emerging and developing countries has almost doubled
from US$1,288 in 2000 to US$2,325 in 2006. For the most part, the purchasing power over goods and



servicesis increasing in emerging and developing countries, and its depth is also increasing in terms of
income brackets that have a certain amount of purchasing power®.

Looking at the movements in income brackets with purchasing power in emerging and developing
countries, first, the rich, which are believed to have a universal orientation toward consumption, is
definitely increasing in number. For example, according to a private-sector survey which estimates the
number of high net worth individuals (HNW!Is) holding financial assets of at least US$1 million, the
global HNWI population grew 8.3% in 2006, and is estimated to have reached 9.5 million i ndividuals*.
2.6 million people, or just under 30% of the number of HNWIs worldwide, live in the Asia-Pacific
region®, and the number of HNWIs is also rapidly increasing in emerging and developing countries. In
terms of growth rate by country, the following countries increased at a pace above the worldwide rate
in 2005-06: India 20.5% (HNW!I population: 100,000), Indonesia 16.0% (20,000), Russia 15.5%
(129,000), and the United Arab Emirates 15.4% (68,000). Meanwhile, in China, the HNW!I population
growth rate in 2006 was 7.8%. Although this is lower than the worldwide growth rate, given its large
population, the number of HWI increased by 20,000, to amount 340,000 individual st

Next, using the data produced by a private research organization that collects data and information
on income distributions in al the countries of the world®, we examine the number of people in
households with disposable incomes of at least US$5,001°, which are identified as having a certain
amount of purchasing power, who live in the particularly populous BRIC emerging countries. The
number of such people nearly doubled from approximately 120 million in 2000 to nearly 230 million
in 2006, and this figure is expected to rise further (see Figure 1-3-2). To some extent, each region
shares similar tendencies with regard to consumption by these consumer bases, and it is thought that
this could serve as a barometer of the common consumption attributes for a region’.

! The Global Economic Prospects 2007 (World Bank (2007b)) focuses on the per capita income adjusted
for purchasing power parity (PPP) of US$4,000 in Brazil and US$17,000 in Italy. It states that the
percentage of the world population accounted for by the “globa rich” (income greater than US$17,000)
and the “globa middle class” (income between US$4,000 and US$17,000) was 10.5% and 7.6%
respectively in 2000, but by 2030, thisis expected to grow to 20.9% and 16.1% respectively. It goes further
to state that the percentage share of the “global middle class’ accounted for by emerging and devel oping
countrieswill risefrom 4.2% in 2000 to 14.9% by 2030.

2 Capgemini, Merrill Lynch (2007), World Wealth Report.

3 1.48 million people, or morethan haf of this group, live in Japan.

* According to Goldman Sachs (2004), in the BRIC countries, the number of individuals with annual
incomes of at |east US$15,000 is expected to more than double by 2025.

® Euromonitor International (2007), World Consumer Lifestyles Databook 2007.

® MasterCard International (2006) suggests that the income where the limit of consumption shifts from
essential goods to discretionary goods is in the vicinity of US$5,000. It was aso mentioned that Japanese-
owned department stores with businesses in provincial cities in emerging countries target families with this
income when determining their trading zones (based on locd interviews).

" Theintegration of consumption characteristicsin the Asian region is examined in Chapter 2.



Figure 1-3-2 Changes in the number of households in BRIC countries with disposable incomes of at least US$5,001
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Furthermore, in recert years, attention has been directed to the so-called “Bottom of the Pyramid”

(BOP) low-income group with annual incomes of less than US$3,000 (based on local purchasing
power parity). A survey idertifying the purchasing power of these low-income earners was conducted
by the International Finance Corporation (IFC) and other institutions of the World Bank Group®.
According to this survey, the BOP market comprises 4 billion people worldwide, with 2.28 bhillion
people living in BRIC countries, and 2.27 billion people living in Asia’. The market is allegedly worth
USS$50 trillion (2005). Although it is thought that this group, despite being at the one income level, has
diverse characteristics of consumption depending on each country and region'?, the survey pointed to
overwhelmingly high food expenses and a course of rapidly increasing communication and
transportation expenses.

8 Allan L. Hammond et a (2007), The Next 4 Billion: Market Size and Business Strategy at the Base of the
Pyramid.

® Here, “Asia” refers to: China, India, Indonesia, Malaysia, the Philippines, Thailand, and Vietnam.
Furthermore, it is claimed that the mgjority of the BOP liveinregiona areas.

19 An MIT survey on the same income group as the abovementioned BOP defined “middle class’ in
developing countries as those whose daily consumption is between $2 and $4 or between $6 and $10
(depending on the country). According to this survey, while there are vast differencesin the propensity to
consume between the middles classes and the poor, whose daily spending is less than US$1, there is a
tendency for the consumption propensity of the middle classes to have resembl ances within countries and
contrasts across countries.

Abhijit V. Banerjee and Esther Duflo (2007), “What Is Middle Class about the Middle Classes around the
World?’



o Diversification of consumption associated with improvements in income

In emerging and developing countries, as aresult of improvements inincome like those mentioned
above, there has been a growing popularity of durable consumer goods, such as televisions, washing
machines and refrigerators, which were once known in Japan as the three sacred treasures™.
Furthermore, as a consequence of progressively aging societies, higher income levels, and other
factors, in Chinaand India, it is expected that consumption will diversify. It is predicted that there will
be increases in the consumption of non-essential goods, i ncluding expenditure related to transportation
and communication, expenditure related to recreation and education, and expenditure related to
healthcare™. Given this, it can also be predicted that demand for various goods and services will
increase in emerging countries and regions.

The following looks at consumption trends in emerging and developing countries at the micro
level, such as the consumption of individual items.

The mobile phone is the product that most symbolizes globalization. Looking first at the changes
in the number of mobile phone subscribers', the average annual growth rate between 2000 and 2006
was 9.8% in developed countries, whereas emerging and devel oping countries showed sizeable growth
of 40.7% (see Figure 1-3-3)**. Moreover, it is pointed out that, as a result of the rapid spread of mobile
phones, they are becoming one of the most effective advertising media in Asia®™.

! See part 3 of this section for the spread of consumer durablesin China

2 The diversification of consumption in Chinaand Indiais discussed in part 2 of this section.

3 Mobile phones involve little in the way of initial costs compared to fixed-line telephones which require
large investments in infrastructure such as telephone exchanges and lines. Given this, they have spread
dramaticaly in emerging and devel oping countriesin recent years.

4 According to the International Tel ecommunication Union (2008), as of the end of 2007, the number of
mobile phone subscribers worldwide had reached 3.3 hillion, representing a 22% year-on-year increase.
Asiaoveral demonstrated year-on-year growth of 28%, including an increase of 154 million subscribersin
India, and 143 million subscribers in China.

> Euromonitor International (2008), “ Advertising on mobile phone: Speaking to Asian consumers.”



Figure 1-3-3 Changes in the number of mobile phone subscribers
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Next, looking at the number of motorcycles sales, which is expanding in emerging and developing
countries given that they are less expensive than cars'®, since 2000, sales in developed countries have
remained virtually flat, whereas, in emerging and developing countries, sales are expanding, with an
average annual growth rate of 11.8% between 2000 and 2006 (see Figure 1-3-4).

Figure 1-3-4 Changes in the number of motorcycles sold
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Furthermore, it has been pointed out that, in many emerging and developing countries, in response
to the expansion of their middle classes and other factors, large shopping malls and supermarkets, as

16 At his 2008 mid-year press conference, Honda CEO, Takeo Fukui, said, “In emerging countries, | want
to compete in the motorcycle sector.” He declared measures to strengthen its motorcycle business as the
next three-year growth strategy.



well as “organized markets” such as cornvenience stores, have developed rapidly mainly in large cities
and their environs; and this has brought about significant changes, not only to consumption, but to
forms of distribution as well. In addition to this, it has also been pointed out that, the permeation of
consumer credit, such as the spread of credit cards, has enabled people to purchase products a notch
above what they could have afforded on their past levels of income; there have been strong sales of
color televisions and household appliances that are bigger and of better quality than before®’.

(Infrastructure and other capital investment expanding in emerging and developing countries)

Together with increased consumption, increased investment has also been seen in emerging and
developing countries, and in terms of investment, they are leading the world economy.

Looking at the growth rate of fixed capital formation, just as for consumption, since 2004, as the
growth in fixed capital formation in developed countries has flagged, fixed capital formation in
emerging and developing countries has seen rapid growth. Moreover, the percentage of worldwide
fixed capital formation accounted for by emerging and developing countries was 28.9% in 2006. This
is even higher than their 22.3% share of worldwide household consumption expenditure for the same
period (see Figure 1-3-5).

(%) Figure1-3-5 Changesin theannual growth rate of fixed capital formation (nominal base)
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In emerging and developing countries, given that rapid economic growth and the concentration of
the population in urban areas (urbanization) has caused the manifestation of a lack of infrastructure in
a variety of areas, including deficiencies in communication, electricity, transport networks, water
treatment facilities, and sanitation, of all the different types of investment, there is a particularly
increasing need for investment in infrastructure.

7 JETRO (2008), JETRO Sensor 2008.1.



For example, in the BRIC countries, the amount of infrastructure-related investment® across the
four countries between 2006 and 2010 has been estimated at approximately US$390.3 billion each
year™. The magnitude of this investment is about 1.5 times greater than the total infrastructure-related
investment of six developed countries, worth approximately US$262.3 billion. Furthermore, the total
amount of new investment for the four BRIC countries has been estimated at approxi mately US$227.2
billion, which is roughly 2.5 times larger than the total amount for the six developed countries of
approximately US$91.5 billion.

(Expansion of links between emerging and developing countries)

The growing links among emerging and developing countries in recent years can also be given as
being behind the rapid growth of the world markets.

Total exports from developing countries as a percentage of total world exports increased rapidly
from 31% in 1995, and had reached 45%, or about half of all world exports, as of 2006. At the same
time, exports among emerging and developing countries as a percentage of total exports from
emerging and developing countries had risen 3.5 times. Furthermore, there has also been a deepening
of links among emerging and developing countries in terms of exports to emerging and developing
countries”. For example, exports from emerging and developing countries have surpassed exports
from developed countries.

It is China that is spearheading these links between emerging and developing countries. As a
percentage of the volume of exports among developing countries (2006), China made up nearly two-
tenths of the total. China accounted for 19%, India 3%, Russia 5%, and Brazil 3%. It appears that this
has been driven by increases in the demand for resources and food in China, which is contributing to
the rapid increases in the prices of resources and food. And as a result, the degree of each country’s
dependence on exports to China has been increasing dramatically (see Table 1-3-6).

8 The estimate covers investment related to telephone communication networks, mobile phones, power
generation capacity and road paving, and is the total of maintenance and repair costs plus the amount of
new i nvestment.

1% Goldman Sachs (2006), Building the World: Opportunitiesin Infrastructure.

% gx countries of: Japan, the United States, the United Kingdom, France, Germany, and Italy.

2 According to statistics from DOT (IMF), between 1995 and 2005, tota exports between emerging and
developing countries increased from US$1.6 trillion to US$5.3 trillion (total world exports increased from
US$5.1 trillion to US$11.9 trillion). Of this, total exports among developing countries had increased from
US$0.7 trillionto US$2.5 trillion.



Table 1-3-6 The degree of each country’s dependence on exports to China

26.7% 13.5% 1st
25.4% 3.7% 1st
21L.7% 2.9% 1st
17.7% 8.2% 2nd
16.4% 15.5% 1st
15.4% 6.8% 2nd
13.5% 6.0% 2nd
12.8% 9.1% 2nd
12.2% 4.7% 3rd
11.4% 6.6% 3rd
11.0% 5.1% 2nd

9.8% 6.9% 3rd

9.4% 2.8% 2nd

9.3% 3.0% 2nd

6.8% 3.2% 3rd

Note: Degree of export dependence = exports to China + tota exports
Source: RIETI-TID2007, Research Institute of Economy, Trade and Industry (RIETI).

At the same time, China is also expanding its exports to other emerging and developing countries.
In the five years between 2002 and 2007, China increased its exports to Africa by an annual average of
39.9%, to Latin America by an annual average of 40.4%, to Russia by 51.9%, and to the GCC
countries by 27.9%. Although the increase in China's exports to Russia does not compare with Japan's
annual average of 62.7%, the increases in its exports to other regions were about double Japan's.
(Japan's exports to Africa increased by an annual average of 18.8%, to Latin America similarly by
17.7%, and to the GCC countries by an average of 18.8%) (see Figure 1-3-7).

In addition to this invigorated “South-South trade,” “South-South investment” has also been
thriving, beginning with the oil money of oil producing countries. According to the Multilateral
Investment Guarantee Agency?, which belongs to the World Bank Group, foreign direct investment
from emerging countries has been increasing rapidly in recent years. For example, the value of foreign
direct investment from emerging markets increased from US$12.0 billion in 1991 to US$99.0 billion
in 2000, and is estimated to have reached US$210.0 hillion in 2006%. It is also claimed that “South-
South investment” in emerging countries increased dramatically from less than US$5.0 billionin 1994
to US$50.0 hillion in 2000, or one third of the foreign direct investment flowing into emerging
countries. One reason that can be given for this expansion of “ South-South investment” is the fact that
the multinational corporations of emerging countries have been investing in markets and resources,

* Multilateral Investment Guarantee Agency (2008), ‘South-South’ FDI and Political Risk Insurance:
Challenges and Opportunities.

%3 China had been engaged in investing in developing countries prior to the reform and open-door policy. It
issaid that this is connected to the invigoration of the current South-South trade.



looking for lower costs. Through this South-South trade and South-South investment, businesses in
emerging countries are actively providing goods and services in emerging markets®.

As stated above, links between emerging and developing countries are expanding, and it thought
that this is reciprocally leading to increases in people’s income and the expansion of markets in
emerging and developing countries.

Figure 1-3-7 Changes in the vd ue of Jgpan and China s imports from and exports to the GCC countries
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(2) A five billion population market spreading throughout the world
(Concept of the “fivebillion population market”)
As mentioned above, turning our attention to:
(@ Asia (ASEAN+6), in which Japanese companies have built production networks through
direct investment, etc., and
(b) countries and regions, including developed countries, which have the potential to host a
consumer base for Japanese products (those with nominal per capita GDP in 2006 of at least
US$3,000 (calculated based on exchange rates))
as markets which serve as the core of economic development in the world, and with prospects for new
business expansion by Japanese industries, these countries have a total population of about five billion
people (including one billion people in developed countries and 4 billion people in emerging

#|n the communications industry for instance, 48% of direct inward investment in the Middle East and
North Africa, 49% in the sub Sahara, and 28% in the Asia-Pacific is South-South investment. It is claimed
that four of the top 30 multinational corporations in the world are from developing countries (two in South
Africa, and one each in Mexico and Maaysia) (United Nations (2008), Information Economy Report 2007-
2008).

% Thetrends of businesses in emerging countries areintroduced in Section 3 of Chapter 2, and the trends of
Chinese businessesin Africa areintroduced in Section 5 of Chapter 3.



countries; 3 hillion in Asia) (see Figure 1-3-8 and Table 1-3-9). Bearing in mind that there were 4
billion poor people in 2000, living on less than US$2 a day at the time, the rapid economic
development of recent years shows that the trading zones of the world economy have expanded at a
great pace.

Figure 1-3-8 Geographical distribution of the five billion population market
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Source: World Economic Outlook Database April 2008 (IMF).

Table 1-3-9 Breakdown of the five billion popul ation market

127.7
48.3
1,314.5
1,108.0
249
566.6}
299.1]
32.6
491.6
186.8
142.8

35.2
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5972 Argentina, etc.

4,975.2
Source: IMF, World Economic Outl ook Database, April 2008 .

(Increasing presence of emerging countries)
Looking at the shares of total world GDP accounted for by the nominal GDP of developed
countries with one billion people and by the nominal GDP of emerging countries with four billion



people, the economies of the developed countries have reduced their share of a five-year period from
80% to 70%, whereas the economies of the emerging countries have increased their share from
slightly less than 20% to slightly less than 30% (see Figure 1-3-10).

Looking next at the nominal GDP growth rates of the developed countries with one billion people
and the emerging countries with four billion people, between 1997 and 2002, the average growth
rates® were the same, but between 2003 and 2008, disparities have appeared between the growth of
the economies in developed countries and the growth of the economies in emerging countries. For
example, the average growth rate of the developed country economies was 8.2%, whereas the average
growth rate of the emerging country economies was 18.3% (see Figure 1-3-11).

Furthermore, looking at real GDP growth rates, we can see that the economies of the emerging
countries with four billion people have contributed to more than 50% of the worldwide growth in real
GDP in 2008, thereby increasing their presence in the world economy.

% Figure 1-3-10 Changes in the share of world nominal GDP
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% Calculated as the simple average of each year’s annual growth rate.
" The figures for 2008 use the predicted values from the World Economic Outlook April 2008 (IMF
(2008)). Figuresfor some countries prior to this aso include IMF predicted va ues.



Figure 1-3-11 Changes in the nomina GDP growth rate for the developed country economies

with 1 billion people and for the emerging country economies with 4 billion people
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(Suggestions for the future growth of Japan and Japanese companies)

In order for Japan to realize new economic development, it is important for it to strengthen its
links with the booming emerging countries, and to introduce the benefits of this economic growth into
the Japanese economy. To this end, in addition to business expansion targeting the “one billion
population” market of the developed countries, Japanese companies need to expand their businesses in
a way that captures the final consumers, by targeting the “five billion population” market that also
includes the “four billion population” market incorporating the emerging countries throughout the
world which have had remarkable growth in the Asian region.

In fact, Japanese companies are already showing an attitude of trying to expand into overseas
markets, having switched from the past perspective of reducing production costs to a perspective of
opening up emerging markets®.

However, compared to markets in developed countries, these emerging markets have various
attributes which make it difficult for businesses to yield profits®, including;

% According to Ushita, S. and N. Takahashi (2008), who investigated the motivation in the Japanese
manufacturing i ndustry for businesses expanding operations overseas, looking at the reasons why countries
are considered promising for future overseas expansion, those businesses where overseas expansion was
motivated by a “reduction of production costs’ (cheap parts and materias, cheap labor) tended to decrease
from 100% in 2003 to 70.8% in 2007, whereas those businesses where overseas expansion was motivated
by the “opening up of overseas markets” (growth potential of local markets, current size of loca markets)
increased from 100% in 2003 to 108% in 2007 (multiple answers).

? These attributes are listed in “A Grassroots Approach to Emerging-Market Consumers” (Christopher P.
Beshouri (2006)).



(a) arelatively low purchasing power;
(b) relatively high costs of transportation due to underdevel oped transport infrastructures; and
(c) difficulties in deciding whether to extend credit due to incomplete i nformation.

Therefore, businesses in each country are devising ways to construct business models for creating
profit, which also target low-income earners with limited purchasing power. To be more precise, it has
been pointed out that it is necessary to incorporate information and networks of local community
members into business models®. For example, it has been suggested that even within the Chinese
market, consumers have an infinite variety of preferences, and so basic trials are essential to fully
ascertain the distinctive qualities of what induces customers to make purchases™. Accordingly, it is
thought that Japanese companies need to keep these points in mind when expanding into emerging
markets.

In fact, there are already some Japanese companies that are, based on the points outlined above,
developing new markets by:

(a) exploring community needs and developing products and services based on those findings; and
(b) increasing local consumption by carrying out their production activities locally, generating jobs,
and consequently raising incomes.

A report by The Boston Consulting Group aso offers the following important principles for keeping
business on track in burgeoni ng markets that target low-income earners (BOP):

(8) Design and develop products with functions and prices that compensate for small living spaces,
unreliable supplies of dectricity and water, limited budgets, and other constraints.

(b) Leverage “ubiquitous distributions’ by partnering with existing networks, such as the postal service, to
ensure broad coverage, low cost, and reasonable control.

(c) Design educationa marketing programs that explain the importance of a product’s benefits and that
foster new demand, for example, by communicating the advantages of other products and by leveraging
advocacy networks.

(d) Unleash the organization: establish clear accountability for serving the next billion, encourage growth
over short-term profitability, foster i nnovation, and embed low-cost processes.

(e) Collaborate with companies from other industries (even with competitors, on occasion) to enhance
consumer programs (such as easy financing) and improve scale economics (for example, by sharing
distribution costs).

% Christopher P. Beshouri (2006), “A Grassroots Approach to Emerging-Market Consumers.”

3 Thisis pointed out by Accenture (2007) “Why winning the wallets of China's consumers is harder than
you think.” The article suggests that a distinctive feature of consumers in the Chinese market is that, for
instance, in the apparel market targeting young people and in the financial products market targeting older
people, thereis atendency for product selection to be induced by “familiarity or closeness,” and quite often,
that reliability is something that is built by word of mouth.



[Case 1]

Daikin Industries, Ltd. is a company that manufactures air-conditioning equipment. It has been
attempting to break new ground in overseas markets by adopting strategies that aggressively reduce
the costs of products through collaborative strategies, such as tying up with rival businesses or
conducting M&A, with an aim of disseminating its own industrial technologies, including
environmental technology. The company’s consolidated sales for the period ending March 31, 2008,
was 1,290.9 hillion yen, and of this, 829.5 hillion yen, or 64.3%, was from sales made oversess.

One of the specific collaborative strategies that Daikin Industries adopted overseas was that it
formed a business alliance with “Gree,” the largest air-conditioning equipment manufacturer in China,
with respect to inverters, which are the key component in making air conditioning more energy
conservative. The result was that Daikin Industries married its inverter technology with Gree's low-
cost production capacity. At present, the spread of energy-effective inverter air-conditioners is lagging
overseas because they are more expensive than their non-inverter counterparts. In response to this,
Daikin Industries has been attempting to convert the current emerging markets where non-inverter air-
conditioners are mainstream, by promoting the adoption of inverters at a large humber of busi nesses,
including rival companies, and by increasing the production and distribution of inverter air-
conditioners. As aconsequence, by building a market in which it has a competitive advantage, Daikin
Industries, which has an edge in inverter air-conditioners, is promoting the dissemination of
environmental technology in China, and is producing steady profits.

[Case 2]

The overseas business expansion by the Y akult Honsha Co., Ltd. can be given as a case where a
company has established a point of contact with local customers by taking root in local lifestyles,
cultures and dietary habits.

Starting in Taiwan, where the company began operations in 1964, Y akult Honsha has conducted
local production and local sales, not only in the Asian region, but in Oceania, the Americas, Europe
and every corner of the world. In the year ending March 31, 2008, its consolidated sales were 317.3
billion yen, of which 76.4 billion yen, or 24.1%, was from overseas sales.

Based on the principle of local production and local sales, the company’s international divisions
also use“Y akult Ladies” to make home deliveries in many countries and regions. At present, there are
more than 35,000 Y akult Ladies actively engaged around the world, and just as in Japan, with roots in
local lifestyles, cultures and customs, they convey the goodness of lactobacillus directly to consumers
and they make deliveries to each household every day.

In 2005, in a joint venture with Groupe Danone, Y akult Honsha established Y akult Danone India
Pvt. Ltd. In January 2008, the factory was completed, and the company began the manufacture and
distribution of “Yakult.” In India as well, Yakult Ladies deliver Yakult every day to individual
households. Thus, even in the Indian market, where one third of the population is poor®, just as with
other countries and regions, the company is promoting activities rooted in the local culture through
business expansion that is suited to the local region.

¥ Here, “the poor” refersto the group of people living on less than US$1 per day (based on purchasing
power parity).




2. Increasing environmental and resource constraints in emerging countries, urbanization and
aging societies

(1) Environmental and resource constraints

In general, the industrial structures of emerging countries that continue to grow rapidly can mostly
be regarded as having high environmental impacts and being energy-intensive. Many emerging
countries also have a processing-trade-type trade structure which relies on imports for much of its
resources and energy. Therefore, compared to developed countries, it could be said that emerging
countries have economic structures in which environmental and resource constrai nts are more likely to
become evident as production increases or as the supply and demand of resources and energy change.
The following presents the current state of these kinds of environmental and resource constraints in
emerging countries.

(Increasing environmental constraints in emerging countries)
o Environmental pollution problems

In rapidly industrializing emerging countries, a variety of environmental problems are coming to
light, including air pollution, waste, and the degeneration of water quality and soil. Environmental
problems in emerging countries are worsening every year as a result of rapid industrialization
centering on the heavy and chemical industries, insufficient investment in environmental measures,
rapid urbanization, and inadequate infrastructure investment. For example, according to an estimation
made by the World Bank, the economic burden associated with air pollution in China was 1.16% of
GDP as of 2003*. Considering that environmental pollution will thus, in the long term, become a
serious factor constraining growth, it could be said that it is an issue that emerging countries need to
actively address (see Table 1-3-12).

% World Bank (20074a), Cost of Pollution in China: Economic Estimates of Physical Damages.



Table 1-3-12 Environmenta problems of Asian countries

Country

Major environmental problems

China

The "three waste issues" of ar pallution (cod use), waste (waste disposd), water contamination (including the
occurrence of international problems caused by arsenic/fluorine pollution, industrid wastewater, and toxic
effluence), desertification (overgrazing and overcultivation), acid rain, yellow dust, Three Gorges Dam, land
subsidence, groundwater pollution, marine pollution (including in the Bohai Sea, Yelow Sea and East China
Sea), etc.

Republic of Korea

Air pollution (induding exhaust gas in Seoul, and the Ulsan Industrid Complex), river pollution (domestic
wastewater), marine pol luti on (including in Jinhae Bay and Gwangyang Bay), pollution-related diseases (Onsan
disease), waste (waste disposal), Saemangeum reclamation project, etc.

Taiwan

Air pollution, waste (waste disposal), water contamination, soil contami nation, dam construction, etc.

Madaysia

Wagte (waste disposal), wastewater treatment (factory waste, pam oil, coconut ail, natural rubber, tin mining,
etc.), mining-induced pollution, delays in instaling sewer systems, inadequate water supply for tap water, ar
pollution (smoke and fog caused by forest fires), dedining forests(oil palms), river pollution (agrochemicds
and chemicd fertili zersin Sabah and Sarawak), etc.

Thaland

Air pollution (Bangkok, coal-fired thermal power), waste (waste disposal), river pollution, water contamination,
mining-induced pollution, pollution caused by fish farms, increased production of palm oil and fores
conservation, deforestation / drought / flooding in northeast Thailand, etc.

Phili ppines

Air palution (caused by the immense growth of cities such as Manila), waste (wase disposal), forestry
management and declining forests (soil eroson, depl etion and sdination of groundwater), water contamination
(Manila Bay, arsenic, cadmium, mercury, etc.), mining-induced pollution (mercury contamination from gold
and copper mines, dumping and spill s of waste slag), etc.

Indonesia

Air palution (Jakarta, and smoke and fog caused by forest fires), waste (waste disposd), industrial wastewater
(heavy-metal contamination), mining-induced pollution, forestry management and declining forests (migration
policies, indugrid afforestation: agroforestry, adaptation of land into paddy fields), water contamination and
inadequate water supply and sewer systems, river pollution (industrial wastewater), marine pollution (including
in the Md acca Strait, Jekarta Bay, and Surabaya Bay), etc.

Singapore

Fuel oil spills, etc.

Viethan

River pollution (dl mgor rivers, industrial effluent and domestic wastewater), deforegation (indiscriminate
deforestation, defdliants), frequent flooding, flash floods, urbanization of Hanoi and Ho Chi Minh (ar
pollution, waste disposal, drainage), etc.

Myanmar

Mining-induced poll ution, etc.

Bangladesh

Flood, oil erosion, damage caused by salt, water contami nation, drainage, deforestation, ec.

India

River pollution (all sources of surface water are non-potabl €), dam construction, declining forests, air pollution
of urban areas, mining-induced pollution, waste (waste digposal), desertification, damage caused by tsunami
(induding groundwater pollution), etc.

Source: Compiled by METI from Teke shi (2007), Industrial Development in Asia and Issues on Environment.

In fact, the amounts of sulfur dioxide and particulate matter in the atmosphere are higher in the
major cities of Asia than in cities such as Tokyo and Los Angeles in the developed countries (see
Figure 1-3-13). In particular, 64% of the urban population in China, or more than 200 million people
are said to be exposed to air pollution®. Furthermore, the effects from the damage caused by acid rain
originating in China are extending as far as the Korean peninsula and Japan. Y ellow sand stemming
from desertification in inland China is also drifting from the Chinese continent as far the Korean
peninsula, Japan and even the Pacific. Thus, environmental problems affect not just one country but

the broader Asian region as a whole.

3 gpeech by Tanabe, Y ., Vice President of the Research Institute of Economy, Trade and Industry (RIETI),

“Asian Response to Resource and Environmenta Limitations,” June 3, 2005.




Figure 1-3-13 Air pollution in mgjor citiesin Asia
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o Problems of inadequate water resources

It is also likely that the problem of water resources in Asiawill continue to worsen in the future®.

The volume of water resources per capita in China and India is less than the world average, and
while they could hardly be said to have abundant water resources, their demand for water is increasing
rapidly.

Furthermore, advances in industriali zation and other factors have caused rivers and other bodies of
water to become more polluted, and the decline in water quality has meant that some water systems
can no longer be used. It is projected that investments for securing safe water resources will become
important in the future.

o Climate change problems

There is also the potential for climate change problems, which have been emerging as a global
challenge in recent years, to become a constraint on economic growth in the Asian region®.

In the six-year period from 2000 to 2005, while emissions of carbon dioxide in Japan, the United
States, and the EU27 remained virtually flat, emissions of carbon dioxide in the emerging countries in
Asia continued to rise, and they contributed greatly to the increase in the global emissions of carbon
dioxide. The IEA predicts that the two countries of China and India, each of which have an enormous
population in excess of one billion people, will account for more than half of the global increase in
carbon dioxide between 2005 and 2030. Societies where environmental preservation and economic
growth are compatible need to be built by creating and developing energy-saving technologies and
new energy technologies, as well as social systems that utilize these technologies.

% Water resources are discussed in detail in Section 3 of Chapter 3.
% Climate change problems are discussed in detail in Section 1 of Chapter 3.



(Increasing resource constraints in emerging countries)

As shown in Section 1 of this chapter, in recent years, amid sharp rises in the prices of food and
resources, emerging countries have been expanding their consumption of energy and mineral
resources, especially around Asia where high economic growth conti nues.

China has been increasing its presence in the consumption of many types of resources. It has
pushed up global consumption, particularly for crude oil, steel and copper.

As many other countries head toward reducing their consumption of lead, China's consumption
has increased dramatically. China's increase in its consumption of lead (an increase of 830,000 tons

between 2000 and 2006) is greater than the entire global increase (687,000 tons) (see Table 1-3-14).

Table 1-3-14 Increases in consumption of principal resources by China, India and the entire world

Patiod Urit Global increese in [ China's incrqase in| India's imre?se in Percentage of the gobal increase

consumption consumption consumption China India
Primery energy (2000- 2005) (Mtoe) 1,405 614 78 43.7% 5.5%
Steel (2000-2006) | (1,000 tons) 383,182 246,234 18,372 64.3% 4.8%
Aluminum (2000-2006) || (1,000 tons) 8,964 5,149 477 57.4% 5.3%
Copper (2000-2006) | (1,000 tons) 1874 1,681 195 89.7% 10.4%
Lead (2000-2006) | (1,000 tons) 687 830 26 120.8% 3.7%
Zinc (2000-2006) || (1,000 tons) 1325 1,216 272 91.8% 20.5%
Nickel (2000-2006) | (1,000 tons) 205 167 -5 81.8% -25%

Sources: |EA (2007), CO2 Emissions from Fuel Combustion 1971-2005; International Iron and Sed Institute (2007), Sed Satistical
Y earbook 2007; World Bureau of Metal Statistics (2007), World Metal Satigtics Year book 2007 .

The IEA estimates that China and India’s consumption of crude oil in 2030 will exceed the total of
Japan and the United States' current consumption. This also suggests the possibility that the increase
in China’'s demand for coal in the wake of its economic growth will cause China, which is a net
exporter of coal, to become a net importer in the future (see Figure 1-3-15).
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The dramatic rises in resource prices are having various effects on emerging countries.

Compared to the developed countries, industries such as the iron industry and heavy and chemical
industries are growing more rapidly in China, India and many other emerging countries. The strong
growth in emerging countries is being supported by a combination of this kind of energy-intensive
industrial structure and a processing-trade-type trade structure which relies on imports for many of its
resources such as crude oil and raw materials.

By consuming large amounts of natural resources and energy at the domestic manufacturing and
processing stages, and by relying on imports for the majority of these resources, emerging countries are
significantly affected by the world supply and demand of resources and energy, and they are also
vulnerable to ail crises and other types of external shocks. This kind of economic structure has very strong
resemblances to the Japanese economy during its high-growth period. In terms of demand, surging
resources and energy prices curb consumption through decreases in real household income; but at the
sametime, in terms of supply, consumption is curbed because businesses pass any increases in production
costs onto consumers through product prices. Furthermore, if a business is unable to fully pass on these
increases, then it will reduce its production volume®. In fact, at the time of the first oil crisis in 1974,
Japan's economic growth rate (real GDP) plummeted to -1.2% from 8.0% in the previous yesr.

3 The IMF (2006) estimates that, “GDP growth in Asia might decline by % percentage points for every
$10/barrel increase in the price of oil.” However, in fact, “the actual increase in costs was not as much as
expected because of long-term contracts used by importers and because of falsin energy consumption due
to higher prices.”



Confronted by the environmental constraint of pollution and the resource constraint of the oil
crisis, Japan and many other advanced industrialized countries are in the process of breaking away
from the model of high economic growth, which was based on the high-environmental-impact and
energy-intensive economic structure of a time when there were no resource or environmental
constraints; and they are shifting to a model of low-environmental -impact sustainable growth, whichis
well suited to resource and environmental constraints and which is resource- and energy-efficient.

Amid growing concerns that resources and energy prices that continue to soar at an unprecedented
pace will act as a growth constraint for non-resource-rich emerging countries, emerging countries are
beginning to find it difficult to maintain their conventional high-environmental-impact and energy-
intensive economic structures. In order for emerging countries to continue their sustainable
development, they will need to shift to a low-environmental-impact model, which is well suited to the
resource and environmental constraints described above and which is resource- and energy-efficient.

Furthermore, should the surge in energy prices and prices of crude oil and other resources become
more acute, then this may give rise to social problems, such as an increase in the financial burden of
governments caused by a cut in the duties on imported petroleum, or the outbreak of riots associated
with the sharp increases in fuel prices (see Table 1-3-16).

Table 1-3-16 Effects on emerging countries of substantial risesin the prices of petroleum products
(&) Increases in the financial burden of governments
(January) Lowered the import duties on gasoline, diesd fud and jet fuel from 2%to 1% in order to alleviate the shortage of
China domestic supply.
(January) Government adopted policy of freezing prices for some basic daily commodities including petrol eum and gas.
(March) Uniformly lowered the elastic tax rate (adjusted tax rate) for oil productsby 10%, and decided to exempt in full the tax

Republic of : . J==-
- on LPG for taxis (170 won per liter) as atwo-year limited measurefrom May.
(March) Reduced import duties on fuel oil, kerosene, éc. from 3% to 1% in order to reduce the cost of fuel.
Thailand (February) The new Samek administration, i naugurated in February, ded ared it would mainta n or lower prices for public

busses and consumption goods.

(February) Planto switch fromincandescent lights to fluorescent lights by 2010, out of concern for the environment and in
Philippines [order to save on electricity costs.

(February) Lowered import duties on petroleum product from 3% to 1%.

Bangladesh | (March) Government subsidized US$157 million to oil companies struggling with soaring pricesof imported fuel
(February) Government considered the establishment of aFuel Price Stabilization Fund in order to mitigate the eff ects of
sparing oil prices.

Peru

(b) Increases in the financial burden of consumers

(February) Imposed a consumption tax of 0.1 yuan per liter for naphtha, solvent ail, lubricating oil, and fuel il (heavy ail), in
order to curb the consumption of fud and to promote energy conservation.

India (February) Raised the retail price of gasolineand diesd fud in order to providerdief to the state-run oil company.

(February) Restricted the amount of subsidized regul ar gasoline sold per day to about 5 liters per vehicle, with the shortfall to be

made up with sales of non-subsidized high octane gasoline.
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Vietnam -
(February) Domestic gasoline retailers call ed on the government to lower the product retal price by about 10%.

(c) Outbreaks of riots and other disturbances

China

Indonesia

(February) Strike by taxi drivers protesting rising fud costs developed into a riot opposing soari ng food prices, unempl oyment
and revision of the constitution; also reports that more than 100 people died.

Mozambigque| (February) Taxi drivers protesting rising fuel prices caused ariot; & least six people died.

Africa Similar incidents occurred in countries including: Egypt, Senegal, Coted’ Ivoire, Mauritania, and Burkina Faso.

Source: Investi gation by the Ministry of Economy, Trade and | ndustry.

Cameroon

As shown in Section 1 of this chapter, as the global prices of rice and other food continue to soar,
in emerging countries where food accounts for a large portion of household expenditure, significant
effects on the lives of citizens are beginning to appear. In particular, in emerging countries that rely on



imports for much of their food, the steep rises in food prices are striking, and it is possible that they
could become a restriction on economic growth for these food importers, for instance, causing the
financial burden of governments to increase, or riots to break out (see Table 1-3-17).

Table 1-3-17 Effects of soaring food prices on emerging countries

L owering of import duties, etc.
Indonesia Reduced import duties on rice and soybeans. Exempted flour from import duties and va ue-added tax.

Signed a memorandum on the import of ricewith the Vietnamese government (1.5 million tons).
Phili ppines Currently coordinating with the Thai government.

Temporarily abolished the private-sector import quata (300,000 tons) for riceand corn.

Saudi Arabia L owered import duti es on wheat.

Income support, etc.

Increased the amount of subsidized inexpensive rice for low-income households.

Provided subsidies for six months to busi nesses using cooking ail.

Protest movements, etc.*

Indonesia

Indonesia Strike by soybean manufacturers and di stributors.
Phili ppines Demonstration in Manila by 1,000 citizens protesting aganst rises in the price of rice
Vietnam Freguent strikesin Hanoi and other cities.

* Developed into riotsin Haiti, Yemen and Egypt, and in some cases, there were casualties.
Source: Various mediareports, investigation by the Ministry of Economy, Trade and | ndustry.

As shown above, as the economies of emerging countries have grown, various constraints have
come to light, including dramatic rises in resource prices, environmental pollution, and shortages of
water resources; and these issues will need to be appropriately addressed.

(2) Urbanization®

During the 20th century, the world’s urban population rapidly increased 14-fold, from 220 million
to 2.8 hillion. Although there is an advantage of having the population concentrated in an urban area,
namely, the promotion of economic growth via the convergence of production and consumption; at the
same time, it also causes various issues, including environmental pollution and poverty. Therefore, in
order to obtain the benefits of urbanization, both hard and soft infrastructure needs to be developed
which addresses the challenges of urbani zation.

(Urbanization centered around Asia)

According to the United Nations, the residential structure of the world population will mark a
significant landmark in 2008: for the first time in history, 3.3 billion people, or half the people of the
world will be living in urban areas®. The driving force behind this has been the rapid urbanization in
Asia®. In 1950, the urbanization rate in East Asia was a mere 16.8%. Sharp rises continued on the
back of favorable economic development, and in 2005, the rate had increased to 38.9%. It is expected
to surpass 50% by 2025 (see Figure 1-3-18). Particularly in China and India, where there has been
remarkable economic growth, the urban populations have increased rapidly (see Figure 1-3-19), and it
is estimated that the total urban population of these two countries will increase by about 500 million

3 «Urbanization” here refersto when theratio of the urban population to the whole population increases.
% World Urbanization Prospects The 2007 Revision, (United Nations (2007)).
“OHere, “Asia’ refersto the 16 “ASEAN+6" countries.



by 2025. Moreover, Asia’s position in terms of urban scale has risen, and now 17 of the 25 most

populated cities in the world are concentrated in Asia (see Figure 1-3-20).

Urbani zation in Asia can be characterized by the following two points. a demographic shift from

rural areas to urban areas, and “urbanization” of the fringe districts around urban areas (enlargement of

small urban areas with populations of less than 500,000).

Figure 1-3-18 Changes in global and Asian urbanization rates
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Figure 1-3-19 Changesin Chinese and Indian urbanization rates
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Figure 1-3-20 Large cities concentrating in the Asian region
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(Urbanization and the shift toward service economies)

As a conseguence of urbanization, changes can be seen in the industrial structure of urban areas.
Cities are both agglomerations of production and agglomerations of consumption, and as such, the
accumulation and development of distribution, commerce and other service industries tend to be
stimulated. In fact, a distinct positive correlation can be seen between service industries as a
percentage of GDP and the rate of urbanization (see Figure 1-3-21).

In Asian countries and regions apart from Japan, the ratio of service industries to the urbanization
rate has been lower than the average global trend. In Asia, further changes are expected in industrial
structures as a consequence of urbanization™.

“L With Cambodia, although the ratio of the servicesindustry to the urbanization rate is high, it is thought
that thisis due more to the eff ects of economic development than to urbani zation.



Figure 1-3-21 Urbanization and the shift toward service economies
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(Urbanization and economic growth)

The geographical concentration of production and consumption as a result of urbanization
improves productivity and creates new employment through the advantages of “economies of
agglomeration.” These positive aspects of urbanization accelerate the inflow of people from regional
to urban areas, and consequently, urbanization and the growth of production and consumption are also
accelerated.

In fact, looking at the relationship between urbani zation and economic growth (level of per capita
real GDP), there is a distinct positive correlation between the two. As the urbanization rate increases
by 1%, per capitareal GDP increases by 0.05% (see Figure 1-3-22).

Of particular note is the fact that, in Asian countries apart from Indonesia, the level of per capita
real GDP to the standard urbanization rate is higher than the world average. This suggests that, in Asia,
the benefits of urbanization are generally being effectively utilized.



Figure 1-3-22 Urbanization and economic growth
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(I'ssues associated with urbanization)

While the concentration of a population in urban areas brings about economic growth through
“economies of agglomeration,” various new issues are being brought to light in the cities of
impoverished countries in particular, for example: air pollution, soil degradation and water
contamination caused by increased emissions of sewage and waste matter; congestion and power
shortages caused by a dense population; and an increase in the number of poor ininner urban areas.

A reasonable amount of infrastructure investment will be needed to address these issues, including
investment in waste treatment facilities, water purification plants, roads, and power generation
facilities. Furthermore, institutional development, such as for social security, will also be needed to
address the issues of poverty.

A particular characteristic of urbanization in Asia is that, in view of the fact that the demographic
shift from rural areas and the “urbanization of urban fringe areas’ has resulted in urban areas
becoming fractionalized in the form of sprawls, it is conspicuous that, in the midst of ongoing
urbani zation, income disparities are widening. In fact, looking at the relationship between urbani zation
rates and income disparities (Gini coefficient) in major Asian countries and regions (see Figure 1-3-
23), we can see that the Gini coefficient tends to rise as the urbanization rate rises”, Accordingly, in

“2 By likening urbanization to a proxy variable of economic development, this trend could also be described
as being consistent with the famous Kuznets hypothesis which posed that “inequality between economic
development and income” would take the shape of an inverted U-shaped curve. In other words, the Kuznets
hypothesis comments that, “ Although income inequality will widen between socid classes during the early
stages of development, during the economic development process, ‘ positive externa effects’ from growth
sectors will influence other sectors, and the benefits of economic development will extend across a variety



countries and regions such as Vietnam and Thailand, where urbanization is expected to progress
further in the future, it can be supposed that income disparities will widen yet. On the other hand, in
Asia, the Gini coefficient generally tends to fall once the urbanization rate exceeds 50%. In countries
such as China, the Philippines and Malaysia, where both the urbani zation rate and the income gap are
high, efforts are needed to rectify the disparities in urban areas, such as measures to alleviate poverty
and social security measures.

Figure 1-3-23 Urbanization rates and Gini coefficientsin Asia
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United Nations (2007), World Urbanization Prospects: The 2007 Revisio; UNDP Human Devel opment Report 2007/08;
Ministry of Internal Affairs and Communications, "National Survey of Family Income and Expenditure 2004"; World Bank WDI.

(3) Aging societies
(Rapidly aging societies)

Between the 1970s and the 1990s, birthrates in Japan and many other Asian countries continued to
decline against a backdrop of rising incomes on the back of economic growth. The total fertility rate
has been below 2.0 in Japan and Singapore since the 1970s, in China and South Korea since the 1980s,
and in Thailand since the 1990s (see Figure 1-3-24)*. As such, looking at Asia as a whole, it is
expected that the proportion of the working-age population will decrease from 2015, and the
proportion of the elderly population will rise rapidly (see Figure 1-3-25). Even in India, Indonesia, the
Philippines and Thailand, where there are relatively large numbers of young people, it has already
been predicted that the proportion of the youth population will decrease sharply from 2010 (see Figure
1-3-26). Even in populous countries outside of Asia, for example, in Russia, where the birthrate

of social classes.” Figure 1-3-23 can aso be viewed as a Kuznets hypothesis, with “development” being
replaced by “urbanization.”

43 As of 2005, there were nine Asian countries where the fertility rate had not dipped below 2.0: Malaysia,
Indonesi g, the Philippines, Vietnam, Myanmar, Cambodia, Laos, Indonesia, and India



cortinues to decline markedly, the total population has been continuing to decline since it peaked in

the early 1990s.

Figure 1-3-24 Changes in totd fertility rates in Asian countries (medium estimates)
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Figure 1-3-25 Changes in the proportion of the working-age populations in Asia
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Figure 1-3-26 Changes in the proportion of the youth population in India, Indonesia, the Philippines and Thailand
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(Economic growth and changes in demographic structure)

Blessed with “demographic dividends,” * from the 1970s, Japan and other Asian countries
achieved sustained economic growth, known as “Asia's Miracle” The “demographic dividend” is
where acceleration of economic growth is anticipated on account of the rate of increase in the labor
force becoming higher than the rate of population increase following fluctuations in population
composition, birthrates and mortality rates (see Figure 1-3-27). Other possible factors behind the
economic growth of individual countries in Asia include the transfer of technology from overseas, and
the movement of labor from agriculture and other less productive sectors to the manufacturing
industry and other more productive sectors. According to estimates by Bloom and Williamson,
between one quarter and one third of the growth rate of per capita GDP in Asiais due to increases in
this kind of labor input (see Table 1-3-28)*. In his article published in the Foreign Affairs, titled “The
Myth of Asia’s Miracle,”* Krugman also emphasizes the contribution of increases in labor to the
economic growthin Asia.

4 Also known as the “population bonus.”

% Bloom, D. E. and J. G. Williamson (1997), Demographic Transitions and Economic Miracles in
Emerging Asia.

“6 Krugman P. (1994), “The Myth of the Asia's Miracle”.



Figure 1-3-27 Economic growth and demographic dividends in Asia
(Schematic description of the relationship between population fluctuations and economic growth in Asia)
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Table 1-3-28 Contribution of population fluctuations to the growth rate

of per capita GDP (1965-1990)
Region Growth rate of real | Contribution of population

GDP per capita fluctuations
Asia 3.33 0.73- 1.64
East Asia 6.11 137-187
Southeast Asia 3.80 0.91-181
South Asia 1.71 041-134
Africa 0.97 -0.07-1.10
Europe 2.83 0.33- 0.52
South America 0.85 0.74- 154
North America 1.61 0.69-1.34
Pacific states 1.97 0.53- 114

Note: The growth rate of real GDP per capita is the simple average of each country’s growth rate.
Source: Bloom, D. E. and J. G. Williamson (1997).

(New challenges accompanying an aging society)

As shown above, it is anticipated that Asian countries will generally head toward decreases in
their working-age populations in around 2010, and the benefits of the demographic dividends that
drove the high growth of the past will vanish. In order to avoid any slowdown in growth caused by the
disappearance of the demographic dividends, and in order to prepare for the coming of an aging



society, it is essential to accelerate additional improvements in productivity and to accelerate the
development of social security systems, such as pension and health insurance systems.

As far as productivity improvements go, the key will be to improve the quality of labor. To this
end, job security for the youth and the enrichment of educational investment will be extremely
important®’.

However, youth employmert rates are generally low in emerging countries in Asia. Looking at the
jobless rate (which combines the number of people who have lost their jobs and the number of people
who are not looking for work) for youths aged 15-24 in the four countries of India (2004-2005),
Indonesia (2006), the Philippines (2006) and Thailand (2005)*, between 10% and 30% of young
people are not working (see Figure 1-3-29). The jabless rate for youth in India is particularly high,
reaching 29.6%, or about three times more than the unemployment rate (10.0%).

Figure 1-3-29 Y outh unemployment rates and jobless rates
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Source: ADB, As an Development Outlook 2008.

Although the number of years that young people spend at school is more than before for al four
countries, for example, in India, the 56.0% of the population of young working people (FY 2004-2005)
have not graduated from elementary school. The ratio of graduates from higher education is also
generaly low, between 2.1% (Indonesia, 2004) and 11.3% (Thailand, 2005) (see Figure 1-3-30).

" From a macroeconomic perspective, the increase in the number of young people not engaging in work
causes a decline in productivity in the overal economy, as well as a dowdown in economic growth. A
young person who does not find work will, before long, stop looking for work. The longer a person is
unempl oyed the more motivation and opportunities they lose to acquire knowledge and skills.

There are also concerns that the increasing number of long-term unemployed young people will destabilize
society as awhole. Furthermore, the probability that a person will leave their job as they get older tends to
be higher for people who have had less schooling (ADB (2008b)).

“8 These four countries account for nearly half the population of emerging countriesin Asia



Based on the above, and considering that the percentage of young people will rapidly decrease
from 2010, even within Asia, support measures, such as those securing employment and educational
opportunities for young people, need to be enriched and enhanced in India, Indonesia, the Philippines
and Thailand, where there are relatively large numbers of young people.

It is also anticipated that, as societies in Asian countries age rapidly, consumption relating to
healthcare, recreation and education will increase, especially among the elderly (see Table 1-3-31).

Figure 1-3-30 Educational profile of working youth
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Table 1-3-31 I temized share of household consumpti on expenditure in Chinaand India
China India
2005 2005
Share of t_otal household 2025/2005 (times) Share of tptal household | 5025/2005 (times)
consumption consumption
expenditure (%) expenditure (%)
Food 34 29 42| 18
Appare 11 3.2 6 25
Household products 6 39 3 3.0
Persona products 3 4.7 8 4.3
i - N i §
Transportation and 14 eg - 19 < azf-
communication 1 1\ 1 \
Education and recreation 15 I 6q ! 5| 53 k
Healthcare 7 \, 9.7 7 \ 55l
Housing and utilities 9 9.2 12| 2.6
Household consumptl on 100 5.2 100 30
expenditure per capita

Source: McKinsey & Company, The Rise of India’s Consumer Market .

(4) Natural disasters
In recent years, there has been an increasing trend of natural disasters in the world. Looking at the
changes in the five-year averages since 1970 for the number of natural disasters and for the number of



casualties, according to the Cabinet Office (2008), the five-year period between 2000 and 2004 had
the greatest number of both natural disasters and casualties (see Figure 1-3-32).

Moreover, the growth rate for the amount of damages caused by natural disasters has well
exceeded the growth rate of per capita GDP. According to Freeman et al (2003), between 1950 and
1999, world GDP per capita increased at an annual average of 3.4%, whereas the amount of damages
caused by natural disasters has increased at an annual average of 7.4%. The increase in the amount of
damages caused by natural disastersis not only affected by the actual increase in the number of natural
disasters™. It is also affected by the fact that, as urbanization proceeds forward the world over, the
number of people livingin cities that are susceptible to disastersis increasing™.

Large-scale natural disasters have also been occurring in Asia as well recently. In May 2008, a
large cyclone made land in southern Myanmar, and in China, a magjor earthquake struck the Sichuan
Province. In both of these incidents, large numbers of people were left dead, missing or suffering.

Fgure 1-3-32 Number of natural disastersin the world, number of
deaths, number of casudties, and cost of damage
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Source:Cabinet Office, 2008 White Paper on Disaster Management. (vean)

In Asia still, and the spread of infectious diseases such as avian influenza and SARS shows that
preventing the spread of such diseases and other types of illness following a natural disaster is an
important challenge. It is imperative that every country work together in dealing with these kinds of
large-scale natural disasters and infectious diseases. In view of the importance of cooperation, Prime

“9|ssues of climate change, which were introduced in Section 1 of this chapter, aso appear to have a
significant influence on the occurrence of disasters. For example, a working group of the Intergovernmental
Panel on Climate Change (IPCC) has more or less affirmed that warmingis occurring inthe Earth’s climate
systems, and as a result, it predicts that the frequency of torrential rainfalls and the intensity of tropical
cyclones will increase.

% According to Freeman et a (2003), 13 of the 20 most populous cities in the year 2000 are located aong
coastal areas that are susceptible to typhoons and floods. Furthermore, according to the Swiss Reinsurance
Company (1997), more than 70 of the world’s 100 most populous cities are located in earthquake-prone
zones (Pacific coastal areas, Turkey and other parts of West Asia, Pakistan, Afghanistan and other parts of
South and Central Asia, etc.).



Minister Fukuda also called for the creation of a “Disaster Management and Infectious Disease
Control Network in Asia’ at the 14th International Conference on “The Future of Asia,” which was
held in May 2008.

3. Chinese economy: toward a new stage of development

The Chinese economy aready has a considerable presence in the world economy. China's
nominal GDP in 2007 was US$3,250.8 hillion, making it the fourth largest in the world. In the five
years since its accession to the WTO, China has also dramatically increased its presence in terms of
trade. In 2006, its share of world exports and imports was 8.0% (third) and 6.4% (third) respectively™..

Although the Chinese economy already boasts an enormous size, it is continuing to achieve rapid
growth. In 2007, China's growth rate of real GDP was 11.9%, alowing it to record its fifth
consecutive year of double-digit growth. The real growth rate of the world economy in 2007 was 4.9%,
and of this, China's contribution was in fact 1.2%.

On the other hand, however, this kind of rapid economic growth has also brought about various
kinds of strains and imbalances to China.

(1) Chinaincreasing its presence in the world economy

In 2007, China’s growth rate of real GDP was 11.9%, meaning that it has maintained a high
growth rate since recording 13.1% in 1994. Looking at the itemized contribution, the contribution of
net exports has grown compared to 2006. Furthermore, for the first time since 2001, the contribution
by final consumption expenditure, which combines household consumption and government
consumption, was higher than the combined contribution by investment of fixed capital formation and
change in inventories™. Although the degree of contribution by final consumption expenditure has
increased steadily since 2003, in 2007, the contribution by the government expenditure portion
increased more. Attention will focus on the question of whether the Chinese economy, which has been
led by investment up until now, will switch to growth that is led by consumption (see Figure 1-3-33).

* China s share of the world's direct inward i nvestment and foreign direct investment was 5.3% (fifth) and
1.3% (18th) respectively. Furthermore, in 2006, China overtook Japan to take second place in the world in
terms of the amount of added value in the manufacturing industry (see part 3 of Section 1, Chapter 2).

2 Contribution of fina consumption expenditure was 4.7 percentage points, and the contribution o
investment was 4.6 percentage points.



. Figure 1-3-33 Changes in contribution by item to China sreal GDP growth rate
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(Strengthening ties with the world economy)

Since 2005, the contribution of China’s net exports to its GDP growth rate has been increasing.
Its dependence on trade ((exports + imports) / nominal GDP) also increased significantly from 38.5%
in 2001, when China joined the WTO, to 66.6% in 2006. Such figures show that the links between the
Chinese economy and the world economy are strengthening.

o China’srising dependence on exports

In 2007, China's exports amounted to US$1,218.5 hillion, a year-on-year increase of 25.7%.
Backed by its accession to the WTO in 2001, China's degree of export dependence (exports / nominal
GDP) has continued to increase from 20.1% to 35.0% in 2006, reaching a level far in excess of
Japan's degree of export dependence of 16.1% (2006).

o China's diversifying export partner countries and regions

Looking at China's export partner countries and regions, in 2007, exports to the EU (US$245.2
billion, 34.8% year-onryear increase) surpassed exports to the United States (US$232.8 billion, 14.4%
year-on-year increase), and the EU became China's largest export partner. Against a backdrop of
slowing personal consumption in the United States®, growth in exports here has been sluggish.
Meanwhile, exports to the rapidly growing emerging countries have increased drametically. Exports to
the ASEAN countries increased 32.1% from the previous year, exports to India increased 64.8%, and
exports to Russia increased 79.9% (2007)>*. China is continuing to diversify its export partner
countries and regions. In terms of export destinations, as the shares held by United States and Japan

%3 See part 1 of Section 2 inthis chapter.
> See part 1 of Section 3 inthis chapter.



fall, the shares occupied by ASEAN and other emerging countries are gradually expanding (see Figure
1-3-34).

Figure 1-3-34 Diversifying export partner countries and regions
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2000 2001 2002 2003 2004 2005 2006 2007
EU Value of exports (US$ million) 38190 40,965 48185 72080 104,574 143753 181,927 245231
Export share (%) 153 15.4 14.8 16.4 17.6 18.9 188 201
Us Value of exports (US$ million) 52142 54,319 69,959 2510 124973 162939 203516 232,761
) Export share (%) 2.9 2.4 215 211 211 214 21.0 19.1
Hong Kong Value of exports (US$ million) 44530 46,503 58483 76,324 101,126 124505 155435 184289
Export share (%) 17.9 17.5 180 17.4 17.0 16.3 16.0 151
Japan Value of exports (US$ million) 41611 45,078 48483 50454 73536 84097 91,772 102,116
Export share (%) 16.7 16.9 14.9 136 124 11.0 9.5 84
ASEAN Value of exports (US$ million) 17283 18571 23574 30935 42903 55459 71,324 94243
t share (% . A . . . . . .
hare (% 6.9 7.0 7.2 7.1 7.2 7.3 7.4 7.7
Republic of Korea Value of exports (US$ million) 11287 12544 15508 20105 27,809 3,117 44,558 56,129
t share (% . 2 : s s s 3 .
hare (% 4.5 4.7 4.8 4.6 4.7 4.6 4.6 4.6
Russa Value of exports (US$ million) 2231 2715 3522 6039 9071 13211 15829 28484
Export share (%) 09 1.0 11 14 15 17 16 23
Ik Value of exports (US$ million) 15609 1903 2673 3345 5926 8937 14,588 24036
Export share (%) 0.6 0.7 0.8 0.8 10 12 15 20

Note: Export share refers to the value of exports from China to the specific country or region as a percentage of China' s total exports.
Source: CEIC Database.

(China’s changing trade structure)

Up urtil now, China's exports have been led by foreign companies that account for about 60% of
all exports (see Figure 1-3-35). However, in 2006, the percentage of exports accounted for by these
foreign companies began to decrease, and there has since been an increasing proportion of exports
being made by domestic Chinese companies with improved production capacities and technological
levels.

China's typical trade structure is the processing trade, where goods are processed and assembled
domestically using parts, components and i ntermediate goods procured from overseas, before shipping
the finished goods overseas again. The processing trade in China accounted for about 50% of all
exports in 2007, and about 40% of all imports (see Figure 1-3-36). However, in order to curb the
export of products that consume a lot of energy and the export of products with little added value or



low technical content, the processing trade has been kept in check®. In recent years, the percentage of
processing trade has been trending downward.

Figure 1-3-35 Changes in the share of foreign companies in Chind s exports
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Fgure 1-3-36 Changes in processing trade

(US$100 million) (%)
7,000 60
6,000 -

5,000 A

4,000 A

3,000 A

2,000 A

S ——

3 Processing trade exports
3 Processing tradeimports
—e— Processing trade share of total exports (right axis)
—&— Processing trade share of total imports (right axis)

2003 2005 2007

Note: The v ue of processingtradeis thetotd of goods processed and assembled plus
goods assembled with imported materids.
Source: CEIC Database.

It is not just the restraints on the processing trade that are causing the decline in the proportion of
processing trade. Another possible factor is the fact that the technical levels of China's domestic
industries are rising. For example, some parts, components and intermediate goods that were
previously being procured from overseas are now being secured from within China.

In 2007, China's value of imports amounted to US$955.8 hillion (20.8% year-on-year increase).
Looking at its imports by type of goods, the value of imported materials increased 9.5-fold during the

*® Under the processing trade system, where import duties and value-added tax are reduced or exempted
when exporting finished goods produced through the processing trade, up until April 5, 2008, 1,816 items
had been excluded, and from August 31, 2007, the system required that deposit guarantees be arranged
when importing raw materiasfor 1,853 items.



ten years to 2006; far higher than the 5.4-fold for intermediate goods. Against a background of
expanding domestic consumption, imports of resources, farm produce and the like are rapidly
increasing. China has been a net importer of crude oil since 1993, and of farm produce since 2004, and
this is one of the reasons underlying the global tightening in supply and demand and the soaring prices
of resources and food™.

o Ever-increasing foreign currency reserves

In 2007, China's trade surplus was US$262.2 hillion (47.7% year-onryear increase), and its
current account surplus reached US$371.8 billion. China's current account surplus is equivalent to
about four tenths the size of the United States' current account deficit. 1n 2006, China surpassed Japan
to become first in the world in terms of foreign currency reserves. As of the end of 2007, China's
foreign currency reserves had increased to US$1,528.2 billion (see Figure 1-3-37)°".

F gure 1-3-37 Changes in China's foreign currency reserves
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(Greater overseas expansion by Chinese companies)

Since implementing its reform and open-door policy, China has actively accepted direct inward
investment from forei gn-owned companies. On the other hand, there had been very little in the way of
foreign direct investment by Chinese companies. But now, foreign direct investment is being
aggressively promoted following the presentation of the “Going Abroad” Strategy®, the aims of which
include: to alleviate any shortages of domestic resources by utilizing overseas resources, and to rectify
the imbalance of China’s current account (reducing the current account surplus) through capital
outflows.

% See Section 1 of this chapter.

>" For comments on the movements surrounding the management of foreign currency reserves, see Section
1 of Chapter 4.

8 Aims to expand foreign direct investment. Also presented in the 11th Five-Year Plan (2006-2010).
Details are described in Section 1 of Chapter 4.



In fact, buoyed by greater profits, the internal reserves of domestic companies have been
increasing in recent years; and backed by this greater capital strength of domestic companies, there has
been a drastic increase in these Chinese companies expanding their operations overseas. In 2006,
China's foreign direct investment increased around the mining industry, amounting to US$17.6 billion.
From US$2.9 billion in 2003, this represents an increase of almost six fold in three years (see Figure
1-3-38).

Mergers and acquisitions of foreign companies and the launch of joint ventures are also being
actively trialed now. Key examples in recent years include the buyout by Lenovo of the PC business
belonging to the United States company, IBM (2005)%, the establishment of a joint venture company
by TCL with the French company, Thomson, to manufacture televisions and DVD players (2004); and
the buyout of the British company, MG Rover Group, by the Nanjing Automobile Corporation
(2005)%. There has also been an increasing number of buyouts and equity investments designed to
procure foreign resources. For example, the plan by China National Offshore Oil Corporation
(CNOOC) to buy out the United States company, Unocal Corporation (2005)%, the purchase by China
National Petroleum Corporation (CNPC) and China Petroleum and Chemical corporation (SINOPEC)
of the rights and interests in oil fields held by the Canadian company, EnCana (2005); the purchase of
oil interests by China International Trust and Investment Company (CITIC) from the Canadian
company, Nations Energy (2006)%% and the equity investment by the Aluminum Corporation of China
(Chinalco) in the British and Australian joint venture company, Rio Tinto (2008, joint investment
together with the United States company, Alcoa)®.

It is thought that Chinese companies have a strong appetite for acquiring the technologies, market
shares and brand power of the companies they take over through mergers and acquisitions, and future
movements in this appetite will be watched with interest.

* However, athough the buyout itself was approved, the US Department of State withdrew its plan to
purchase Lenovo computers, thereby striking a maor blow against Lenovo (Kwan, C.H. (2008)
“HONKAKUKA SURU CHUUGOKU KIGYOU NO TAIGAI CHOKUSETSU TOUSHI").

% JETRO White Paper on International Trade and Foreign Direct Investment (2005, 2006, 2007).

¢! Given the importance of petroleum as a natural resource, as well as other security reasons, the plan met
with opposition from the US Congress, and ended in failure.

62 Above-mentioned JETRO White Paper on International Trade and Foreign Direct Investment (2005,
2006, 2007).

% Websites of Rio Tinto, Alcoa, and Aluminum Corporation of China (February 2008).



Figure 1-3-38 Changes in (flow of) foreigndirect i nvestment (excl uding finance)
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o Overseas expansion of the financial industry

The financial industry is also continuing to expand into overseas markets. In the early 2000s,
Chinese banks were carrying massive amounts of non-performing loans, and were in deep financial
difficulty; but since the end of 2003, the Chinese government disposed of non-performing loans
through China Asset Management Companies, injected capital such as by way of foreign currency
reserves, restructured listed companies, ushered in strategic institutional investors from overseas, and
listed on domestic and international stock markets®. As a result of these measures, the cash flow of
China’s banks has become plertiful, and a number of banks have made it into the top ranks of equity
capital®.

In recent years, the Chinese financial industry has embarked on opening up overseas markets. In
addition to the M&A of overseas banks®, equity contributions have also been made to barnks in
Europe and the United States which have performed poorly due to the losses brought about by the
American subprime mortgage crisis®’. Possible reasons for trying to expand operations overseas
include: support for policies of getting foreign currency reserves to flow back oversess; the
decentralization of management throughout the global market; and the acquisition of financial

% Reforms based on the three steps of financia restructuring, better corporate governance and publicly
listing of shares.

% According to the British magazine, Banker (July 2007), the top 25 banks viewed in terms of core equity
capital include the Industrial and Commercial Bank of China (ICBC) (7th), the Bank of China (9th), and
the China Construction Bank (14th) (Jin, J. (2007) “CHUUGOKU GINKOUGYOU NO YAKUSHIN TO
KASOKU SURU KAIGAI SHINSHUTSU").

% such as the contribution of equity by the Industrial and Commercia Bank of China into Bank Halim
Indonesi a (2006 December) (Jin, J. (2007) above).

87 Such as the contribution of US$3 billion by the China Construction Bank to the British firm, Barclays
(August 2007).



technologies and management expertise that is more advanced overseas. The aggregate market value
of stocks of financial institutions in China has risen, and as of April 2008, three of the world’s top ten
financial institutions in terms of market capitalization were from China®.

As described above, the Chinese economy continues to grow in size as it deepens its relationships
of interdependence with the world economy through the expansion of trade and the expansion of
corporate operations overseas. Accordingly, the sustainable development of the Chinese economy is
also important for the world economy.

(Changes in the structure of demand attributable to increases in domestic demand)
o Ever-increasing investment
In 2007, total investment in fixed assets in China was 13.7 trillion yuan, representing a 24.8%
year-on-year increase. In urban areas in China, growth of investment has continued at more than 20%,
and in the four years leading up to 2007, the value of fixed asset investments increased about 2.6-fold.
Looking at the industry-by-industry breakdown of fixed asset investments, investment is being led by
the manufacturing industry, the real estate industry, and rail and other infrastructure-related i nvestment.
One of the factors underlying the increasing investment in China is the ongoing rapid
urbani zation; for example, every year, tens of millions of people flow from rural communities to urban
areas. The advance of urbanization not only leads to investments in real estate due to increases in the
demand for housing, but also to other infrastructure-related investments such as for communication,
electricity and water®.

% Forbes Global 2000. Industria and Commercial Bank of China (ICBC) (1st), Bank of China (4th), China
Construction Bank (6th).

% For example, investment in the construction of rail infrastructure has been i ncreasing rapidly since 2005.
Although China had been attempting to speed up rail transportation since 1997, because the existing lines
were nearing their limit in terms of faster services, investment has focused on high-speed passenger
railways. In its 11th Five-Year Plan (2006-2010), the government has decided to invest 1.25 trillion yuan,
which is 3.6 times more than the investment in the preceding 10th five-year plan. Thisis one of the factors
intheincrease ininfrastructure-related investment.



Figure 1-3-39 Changesinfixed asset investment by i ndustry, and contributions to the changes (urban areas)
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Note: "Infrastructure” refers to investment in the industries related to transportation/communication,
dectricity/gas/water and construction. "Services" refers to investment in the tertiary industries
not included in infrastructure.

Source: CEIC Database.

o Moderate increases in consumption

In 2007, the total retail sales of consumer goods™ amounted to 8.9 trillion yuan, representing a
16.8% year-on-year increase. Although consumption growth is small when compared to the 20%+
growth of investment and exports, the rate growth is trending upward. The rate of growth in 2007 was
at its highest since 1996 (see Figure 1-3-40).

(trillionyuan) Figure 1-3-40 Totd retail sdes of consumer goods in China (%)
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Source: Nationd Bureau of Statistics of China

™ Thisis the total value of consumption goods sold directly to residents or socia groups by various types
of businesses in the national economy. The mgjority is consumption by households.



One of the factors pointed out as to why consumption growth is lower than the growth of
investments or exports is the fact that the distribution of wealth arising from economic growth is
concentrated in high-income groups which have a higher propensity to save (see Figures 1-3-41 and 1-
3-42)".

Figure 1-3-41 Changes in consumption expenditure per income bracket (urban areas)
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Figure 1-3-42 Breskdown of consumption expenditure per income bracket in urban and rura areas (2006)
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™t isaso believed that the fact that the socia security system is till in a development phase, and the fact
that consumer credit has not yet become widespread also act to raise the household savings rate and inhibit

increases in consumption.



(Shift to a structure of demand where there is a balance between the necessary investment,
exports and consumption)

Looking at investments and exports as a percentage of nominal GDP, China is at alevel much higher
than Japan or the United States ever was in the past. On the other hand, as investments and exports
increase, the ratio of household consumption to nominal GDP tends to decline (see Figure 1-3-43).

Figure 1-3-43 Changes in investment, consumption and exports as percentages of nominal GDP (Japan, United States, China)
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Although these increases in investments and exports have brought about growth to the Chinese
economy, because one of the drivers of investment has been the real estate industry, indications can be
raised regarding a real estate bubble. Furthermore, given the fact that an over-reliance on external demand
makes an economy vulnerable to the effects of fluctuations in economies oversess, there is also the risk
that this may give rise to a problem of external imbaances or a problem of trade friction. Therefore, in
order that the Chinese economy can achieve sustainable development in the future, a structure of demand
needs to be realized in which investment, exports and consumption are well balanced.

(Soaring food/energy prices and inflationary pressures)
As the Chinese economy continues to grow rapidly, in 2007, the consumer price index rose 4.8%,
the highest growth in 11 years. Accordingly, “anti-inflation” was taken up as the new economic
management issue at the Central Economic Working Conference’, which was held n December 2007.

oSoaring food prices
In China at present, skyrocketing prices have been particularly conspicuous for food. The year-on-
year rate of food price increases, which exceeded 10% in June 2007, surpassed 20% in February 2008 (see

2 Conference jointly sponsored by the Communist Party of China (CPC) Central Committee and the State
Council to determine the basi ¢ course for economic policy in 2008.



Figure 1-3-44). Above dl, the foods that have had the most remarkable price increases have been meats
such as pork (see Table 1-3-45). The following points have been raised as being behind the soaring prices
of pork: downsizing of production following the 2005 drop in pork prices; undersupply of pork dueto a
porcine disease that broke out in the first half of 2007; and the rising prices of corn and other feed.

(compared to the same period of Figure 1-3-44 Changes in consumer prices
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Table 1-3-45 Didinct risesin the price of meat
year-on-year comparison, %)
2007 2008
Jan | Feb | Mar | Apr | May | Jun | Jul | Aug| Sep | Oct | Nov | Dec | Jan | Feb | Ma | Apr
Food total 50 6.0 7.7 71 83| 11.3| 154 18.2| 16.9| 17.6| 18.2| 16.7| 182 233| 214| 221
Grain 69| 68| 64| 61| 59| 61| 60| 64| 65| 67| 6.6] 55| 57| 60| 68] 7.4
Cooking oil 16.7| 174 172| 186| 21.4| 27.6f 30.1| 34.6| 34.5| 34.0| 35.0| 32.0| 37.1| 41.0| 50.7| 46.6
M eat and meat products 135| 154 165] 176| 26.5| 35.7| 45.2| 49.0| 43.0) 38.3| 38.8| 38.8| 41.2| 453| 458| 47.9
Eggs 190| 26.7| 270| 272| 33.4| 34.8] 28.9| 23.4| 18.2) 15.0| 11.0f 54| 60| 74| 49| 51
Vegetables -92| -79| 34| 39| -08| 53| 17.0] 20.8] 12.4| 27.3| 26.2| 99| 135| 41.6| 213| 13.6
Milk and dairy products 16 16 15 13 17 17 1.7 2.1 25| 32| 50 84| 128| 164| 179| 19.2

Source: CEIC Database.

Other possible factors behind the soaring prices of food include the fact that the demand for meat
and vegetables is increasing on the back of rising incomes; and the fact that there is a growing i nterest
in chemical-free vegetables and other expensive foods’™, and hence sales volumes are increasing™.

In China, where expenditure on food reaches about 40 percent of all household expenditure, there
are concerns over the adverse effects being caused by rapidly rising food prices, including the scope
for selective consumption expenditure being narrowed, personal consumption being moderated further,
and the lives of low-income earners being reduced to poverty.

7 Based oninterviewswith local distributors.

™ There are also concerns that extra pressure is being applied on rising prices by the heavy snowfalls that
hit central and southern Chinaiin early 2008 for the first time in 50 years, and by the mgjor earthquake that
struck the Sichuan Provincein May 2008.



Meanwhile, given that grain production has increased for four consecutive years, it is possible that
a problem in China’'s food production system may also underlie the rising food prices, in that supply
cannot keep up with the rapidly expanding demand for food.

In order to aleviate the tight supply and demand for food, and to ensure a stable supply of food,
agricultural productivity needs to be further improved, and a flexible food production system needs to
be built which is responsive to the diversifying demand for food.

The Chinese government has implemented a range of measures to control the ever-rising prices of
food, including: (a) abolished value-added tax rebates on the export of 84 items such as grain, soybeans
and their associated flours; (b) added a total of 11 grain flours, such as wheat flour, corn flour, and rice
flour, to the list of commodities subject to the Export Quota License Administration; and (c) imposed a
provisional export tariff on cereals and soybeans (limited to only one year in 2008)".

o Soaring energy prices

Second after food, energy prices have also been rising, such as for utilities and gasoline (see
Figure 1-3-44). The utility costs portion of the consumer price index first began rising in October 2007,
and by April 2008, the year-on-year increase had reached 7.1%. Underlying this has been a dramatic
global rise in the prices of resources. As shown in Section 1 of this chapter, in 2006, China, which had
become the world’s second largest energy consumer as a consequence of its economic expansion’”,
accounted for 71.7% of the world's increase in coal consumption (year-on-year difference) and 77.3%
of the increase in oil consumption™. It has substantially increased its imports of crude oil and other
energy resources. In particular, its dependence on oil imports had reached about 50% by 2006”°, and
according to the IEA, China's dependence on oil imports is expected to reach about 80% by 2030,

™ Previoudly the three items of wheat, corn, and rice had been subject to Export Quota License
Administration.

®In addition to this, in January 2008, based on the “Rules on the Implementation of Temporary Price
Intervention Measures on Some Important Commodities and Services” announced by China's Nationa
Development and Reform Commission (NDRC), new regulaions were promulgated requiring food
companies of a certain size to report on applications and so forth prior to increasing prices on seven items,
including processed grain and grain products, and pork, beef, mutton and their associated products.
Furthermore, according to the NDRC'’s “Report on the Implementation of the 2007 Plan for Nationa
Economic and Socia Development and on the 2008 Draft Plan for Nationa Economic and Socid
Development,” production incentives have been implemented to strictly protect arable lands, to devote
much energy to the provision of assistance to food producing districts and grain growers, and to stabilize
total food production.

" Asof 2005, China s dependence on coa as aprimary energy source was 60%, and oil was 19%.

"8 British Petroleum (2007), Statistical Review of World Energy June 2007.

1n 2007, China's oil imports anounted to US$79.8 billion. This is equivalent to 2.5% of its nominal GDP
flowing overseas.

8 EA (2007b), World Energy Outlook 2007.



China's increasing consumption of energy has become one of the factors underlying the rise in the
international prices of crude oil and other energy resources.

Meanwhile, the Chinese government has also exercised control over the retail prices of gasoline
and other petroleum products. As aresult, in some cases, petroleum importers and refineries have been
unabl e to pass on the increases in the cost of raw materials through retail prices, and so have kept their
shipments in check, causing shortages in the distribution of gasoline and other petroleum products™.

In order for Chinato achieve further growth in the midst of limited resources, countermeasures are
needed, such as the promotion of further energy-saving policies. At the same time, a review is also
essential for the overseas resources development and the current price control being promoted by the
Chinese governmernt.

o Trend of consumer prices, excluding food and energy

Up until now, the so-called core consumer price index, which excludes food and energy, has
demonstrated a relatively stable trend of around 1.1% (year-ornryear comparison) (see Figure 1-3-44).
However, amid the ongoing soaring prices of energy and materials®, the corporate goods price index
(CGPI) for processed products has recently begun to rise little by little.

Looking at recent CGPI figures, in addition to the items related to food and resources, such as
agricultural products, mining products and energy, which had previously been surging in price,
recertly the prices of processed products have also begun to rise (see Figure 1-3-46). As a result, by
April 2008, the CGPI had reached an annual rate of increase of 10.2%, and there are concerns that this
will have repercussions for core consumer prices downstream.

8 These kinds of government-imposed price controls prevent excess demand from being restrained and
cause inflationary pressuresto increase.

8 Asshown in Section 1 of this chapter, in response to Chinaincreasing its domestic consumption of crude
steel and copper, it has dramatically i ncreased itsimports of iron ore, copper ore and other metal resources.
This has become one of the primary causes for the worl dwi de surgein the prices of iron and copper ore.



Figure 1-3-46 Corporate goods price index (CGPI) and producer price index (PP1)
Producer priceindex (PPI) (index of shipping prices for industrial products)
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o Soaring real estate and other asset prices due to excess liquidity

Money supply in China has recently been growing at an extremely high rate. Since the middle of
2005, money supply (M2) has increased at a high growth rate of 15%-20%, and in 2007, the rate was
well above the target® set by the Chinese government of keeping the growth of money supply to no
more than 16%. As a consequence, the balance of bank loans has also been continuing to grow at a
rate in excess of 15% since 2006 (see Figure 1-3-47).

8 Control targets for 2007 were set at the working conf erences hel d by the People’ s Bank of China during
2007, but there was no specific control target for 2008 established at the working conference held by the
People s Bank of Chinain January 2008.



(%) Figure 1-3-47 Growth rates of money supply (M2) and balance of bank loans
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The biggest factor underlying the increase in the money supply has been the frequent intervention
by the People’s Bank of China of selling yuan and buying US dollars on the foreign exchange market
in order to avert the sudden appreciation of the renminbi. The huge amount of liquidity accumulated in
private financial institutions as a result of the People’s Bank of China selling yuan and buying US
dollars, is released into the market by way of loans, resulting in the formation of excess liquidity.
Much of these funds lent to the market has been injected into real estate investments and stock
investments, thereby inducing real estate prices to soar and the stock market to overheat (see Figure 1-
3-48).

Figure 1-3-48 Changes in the baance of bank loans, the Shanghai Composite Index, and real estate prices
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o Monetary policy response to inflationary pressures

The government and the People’s Bank of China are trying to control these inflationary pressures
through financial tightening and other such means. At the December 2007 Central Economic Working
Conference, the top-priority short-term issues adopted for money control was to prevent economic
growth from accelerating from an already fairly fast pace to overheating, and to prevent commodity



prices from shifting from fractional rises to al-out inflation. To this end, they have resolved to further
demonstrate the important role of monetary policy in macro control, by switching the stance of
monetary policy from the previous “moderation” to one of “tightening,” by rigidly controlling the total
volume and tempo of loans, by further coordinating the improvement of the balance of international
payments with the total demand of society, and by maintaining the stability and security of finance.

To be more precise, as a means of alleviating the impact of the ever-increasing prices of crude oil,
grain and so forth on domestic commodity prices, on May 21, 2007, the range of daily exchange
fluctuations against the US dollar was increased from a maximum of 0.3% to 0.5%. One of the aims of
this was to control the climbing prices of yuan-denominated imports of crude oil and grain, settlements
of which are predominantly in US dollars, by accelerating the appreciation of the renminbi against the
US dollar. The renminbi has been appreciating at a gradually expanding range since November 2007
(see Figure 1-3-49).

As ameans of countering excess liquidity, effort have been made to absorb the liquidity released
into the market, such as by the People’s Bank of China issuing promissory notes®, and by raising
lending rates and the deposit reserve requirement ratio (see Figure 1-3-50)%.

As aresult of these measures, there are signs at last that the money supply and the balance of bank
loans will slow in 2008 and beyond (see Figure 1-3-47).

Figure 1-3-49 Pace of the appreciating renminbi (month-on-month comparison)
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8 Asat the end of 2007, the outstanding balance of promissory notes issued by the Peopl € s Bank of China
had reached approxi mately 4 trillion yuan, a year-on-year increase of approximately 700 billion yuan.

% The deposit reserve requirement ratio was raised ten times in 2007, and had been raised a further four
times up until May 2008. As of May 31, 2008, it had reached a record high level of 16.5%.



Figure 1-3-50 Changesin the deposit reserve requirement ratio and
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(2) China as a market
(Expansion of the high-income group as a consequence of economic growth)

Economic growth in China has led to the expansion of the high-income group, especially in the
three coastal metropolitan areas centering around Shanghai, Beijing and Canton. By using data from a
survey on household budgets by income bracket, which was conducted by the National Bureau of
Statistics of China, to estimate the number of high-income earners in urban areas, which are
considered to be the pillars of consumption, in 2002, across the nation, there were 44 million high-
income earners, equivalent to the top 10% of income earners (16.5 million households), and their
average annual income was approxi mately 19,000 yuan®. By 2006, income groups at the same level
or higher had increased to approximately 103.87 million people nationwide (39.12 million households),
and now extended to the top 20% of income earners.

Furthermore, by using the statistical yearbooks of each province and city to estimate the regional
distribution of the high-income group, between 2002 and 2006, the number of high-income earners in
the Pearl River Delta located in Guangdong Province increased from approximately 8.9 million to 16.2
million. Inthe Yangtze Delta, which combines Jiangsu Province and Zhejiang Province with Shanghai,
the number increased from approximately 8.8 million to 16.7 million. In the Bohai Sea Rim region,
which combines Liaoning Province, Shandong Province and Hebei Province with the cities of Beijing
and Tianjin, the number increased from approxi mately 8.1 million to 19.0 million. Accordingly, as of
2006, approximately 51.9 million high-income earners, or half (50%) of the nationwide population,
were concentrated in these three coastal metropolitan areas (see Table 1-3-51 and Figure 1-3-52).

8 Equivalent to approxi mately US$2,400 converted at the average exchange rate for 2006.



Table 1-3-51 Income conditions per income bracket in coastal areas

(2002 (2006)
Per capita annual disposable income . Per capita annual disposable income SrrEEs
(yuan) (yuan)
. Number of . Number of
Top Top Top Top P((xlx;gtgl households Top Top Top Top P(()fodgi)m households
10% | 10-20% | 20-40% | 40-60% peoé:le) (10,000 10% | 10-20% || 20-40% | 40-60% pec;pie) (10000
households) households)
|China total 18, 11 88¢ 6 4 16! China total 319671 19,069 10270 10,387 3912
Shanghai 31,619 18750] 14489 11, 24 84 Shanghai 42884 294 16774 449 164
Jiangsu Province 24,339 13191 9644 6,933 3092 146 |Jiangsu Province 38527| 22,746 16,397 11,864 705 266
|Zhejiang Province | 176 137, 104 267 100 Zhejiang Province 44544| 27951) 20798| 15370 519 191
Guangdong Province 35,609 q 128571 8,713 894 333 G Province 44047| 26615 19107| 13319 1623 596
Beijing 3349 142 113 178 66 Beijing 36,616 23095 18,369 378 136
Tianjin 14, 1 8 54 20 | Tianjin 34890| 22256) 16888| 12,670 23 110
|Shandong Province |} 6 453 169 Shandong Province 20646] 19961) 15306] 11.352 772 21
Fuiian Province. 20, 13216| 103 7.907 147 55 Fujian Province 31140| 19888( 15226| 11424 307 116

Note: Refers to China Statistical Y earbook 2003, 2007 for the urban population of each
province and city, the average size of urban households, and the average sze
of all households.
Source: Compiled using the 2003 and 2007 statistical yearbooks of each province and city based
on Shigenami, T. (2003).

Figure 1-3-52 Regional distribution of high-income groups (2002 and 2006) (Qﬂ\
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Behind the expansion of the high-income group in the three coastal metropolitan aress is the
development of industry in each of the urban areas. As the number one growth engine of the Chinese
economy, the Pearl River Detawas devel oped from the 1980s as an agglomeration of small and medium-
sized factories from the IT industry and light industries led by the apparel industry. The area grew, with
neighboring Hong Kong providing advanced technologies and human resources in the three areas of
finance, trade and distribution, essertial for developing the processing trade. As the number two growth
engine of the Chinese economy, the Y angtze Delta developed from the 1990s around the IT industry and
around areas related to finance, trade and distribution. The manufacturing plants and service centers of
global companies in these sectors have concentrated in this region. The region has grown on the back of



the advanced technologies and human resources of Shanghai, the most highly developed economic center
in China. Unlike the above two regions that have devel oped through the processing trade, the Bohai Sea
Rim region has developed around heavy and chemical industries, such as the steel, petrochemical and
machine industries, which are needed for the development of domedtic industries targeting domestic
markets. Given that the area is blessed with a good deep harbor, it has conditions favorable for the
procurement and distribution of iron ore, crude oil and other raw materials. Consequently, in recent years,
the area has been the focus of attention as the number three growth engine of the Chinese economy®”.

Next, looking at the ownership of household assets in China, broken down by age bracket,
households with members in their 30s and 40s own the greatest amount of assets, and also the high-
income group is focused in these age groups (see Figure 1-3-53). Looking at the ownership of
consumer durables by income bracket, characteristics of the high-income group include that cameras,
personal computers and other durable consumer goods for entertainment are widespread, and that
households own two air-conditioners and two mobile phones (see Figure 1-3-54). Furthermore, basic
household consumer durables such as washing machines, refrigerators and color televisions have
permeated into almost all households.

Figure 1-3-53 Ownership of household assets by age bracket (2001)
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Original source: National Bureau of Statistics of China "Obvious Enhancerent of
Investment Awareness of Urban Citizens: Series Investigation
Reports on the Assets of Urban Families in China."

8 Snceit is not blessed with a hinterland rivaling Hong Kong or Shanghai, the Bohai Sea Rim region lacks
any provinces or cities with top 10% disposable incomes in 2006 greater than 40,000 yuan like Shanghai,
Zhgiang Province or Guangdong Province in the Pearl River Delta and Y angtze Delta regions; and so in
terms of income levels, the region compares poorly against the Pearl River Delta and Y angtze Deltaregions.



Figure 1-3-54 Ownership of consumer durables per income bracket in urban areas
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(Expansion of the Chinese market)

China is increasing its presence as a market of the world. The widespread use of consumer
durables such as home electric appliances and automobiles is expanding, especially in urban areas, and
sales in China account for a large share of global sales. China has the greatest share of global sales of
many home electric appliances, including color televisions and air-conditioners. In terms of passenger
cars, in 2006, China overtook Japan to become the world’s second largest market. It is worth noting
that, as annual sales of passenger cars in the top-ranked United States, third place Japan and fourth
place Germany are declining, sales in the Chinese market are expanding (see Table 1-3-55).

Table 1-3-55 China's share of the globa sd es of vari ous consumer durabl es (2006)

ltem (1000 urit Number of units | Number of units | China’s | China's %
LS sold in China sold globally share rank urce
- Japan Electronics and Information Technology
Color televisions 34,400 170,709 20.2% Ist Industries Association (EITA)
DVD players (record and 14,000 110979 6% | 2nd  |IETA
playback)
R . diti 18,540 54 806 B Ist The Japan Hectrical Manufacturers’
oomair-conditioners , \ 8% Association (JEMA)
Electric refrigerators 12,180 7,287 15.4% 1st JEMA
Electric washing machines 17,049 72,095 23.6% 1st JEMA
Autonobiles 7,216 67,443 10.7% 2nd FOURIN Sekai Jidousha Chousa Geppou

However, disparities in consumption can be observed between urban and rural areas. For example,
whereas in urban areas, there is a high ownership of consumer durables such as washing machines,
refrigerators and air-conditioners, in rural areas, insufficient progress has been made in the spread of
these consumer durables (see Figure 1-3-56). In rural areas, although some incomes have increased as
a consequence of the complete abolishment of agricultural taxes in 2006 and as a result of increases in
crop prices, various challenges remain in order to further expand the Chinese market via raising the
level of consumptionin rural areas, including the enhancement of social security systems in rural areas.



Figure 1-3-56 Disparity in the number of consumer durables owned in urban and rurd areas (2006)
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TOKUSH (Japan Smell Business Research Institute).

With respect to social security in Ching, it has been pointed out that the development of the social
security system in rural areas is lagging. There is a sharp distinction in the social security system
depending on whether a person’s family register is in an urban area or rural community. For example,
persons registered in rural communities have been left out of public guarantees. Furthermore, in rural
areas, given there are poor people who find it difficult to pay insurance premiums, the ratio of persons
covered by social insurance is low®. Consequently, uncertainty for the future over soaring medical
costs and contributions to medicines is a factor underlying the rise in the rate of savings. Thisis also
thought to be inhibiting the expansion of consumption in China.

(Market share of Japanese companies)
Many global companies from all over the world and from all types of business are making i nroads

into the broadening Chinese consumer market. The growth of foreign companies in China is
remarkable. For example, total sales for the top 500 foreign companies ranked by sales revenue
(2006)* amounted to 3,684.9 hillion yuan, a year-on-year increase of 24.1%. This is greater than the
20.4% growth rate of operating revenue achieved by the top 500 Chinese companies ranked by

operating revenue®.

8 n terms of the ratio of workers in urban areas in China covered by socia insurance in 2007, the
participation rate in the old age pension insurance is 51.7%. Meanwhile, the participation rate in the rura
social endowment insuranceislow at lessthan 10%.

8 China Association of Foreign-Funded Enterprises.

% China Enterprise Conf ederation and China Enter prise Directors Association.



Japanese companies account for about 20% of the top 500 foreign companies ranked by sales
revenue (96 companies), but only 15.9% of the total sales of the top 500 companies™. Looking next at
the top 20 foreign companies, in addition to computer, mobile phone, automobile and other global
companies based in Europe and the United States, the list also includes Taiwanese companies and
Chinese-funded companies listed on overseas exchanges. On the other hand, Japanese companies have
aweak presence, with only two automobile manufacturers making the list (see Table 1-3-57).

Table 1-3-57 Top 20 foreign companies (2006)

) Salesrevenue | Year-on-year
) . I nvesting . L .
Rank Company name Financing company T Business (200 million | comparison
y yuan) (%)
Hong Fu Jin Precison Industry Hon Hai Precison . PC periphera devices, mobile
. (Shen Zhen) Co. Ltd. Industry Tawan phones components (EMS) 1256 754
Manufacture of mobile phones,
2 |Motorola(Ching) ElectronicsLtd. |Motorola u.s. semiconductors and e ectronic 736 142
components
3 |CNOOC Chinaltd. - - Mining of crude oil and natural gas 582 438
4 |Shangha Genera Motors Co., Ltd. |GM uU.s. Manufacture of automobiles 459 131
Lenovo International Information ’ !
5 Products (Shen Zhen) Co., Ltd Lenovo Singapore Singapore [Manufacture of persona computers 429 1079
6 |Huaneng Power Intemational, Inc. |- - Thermal power generation 402 329
7 |Dongfeng Motor Co., Ltd. Nissan Motor Company | Japan Manufacture of automobiles 392 231
8 |Tech-Front (Shanghai) Computer  |Quanta Computer Inc. | Taiwan Manufacture of notebook computers 363 -18.9
9 |Inventec Corporation Inventec Group Taiwan Manufacture of notebook computers 357 161.1
10 |FAW-Volkswagen SdesCo., Ltd. |Volkswagen Germany |Sale of automobiles 349 -19.3
11 [Dell (Ching) Co. Ltd. Dell U.S. Manufacture of persona computers 349 148
12 ftl:jmgzhou HondaA utomabile Co., Honda Motor Co., Ltd. [Japan Manufacture of automobiles 343 5.2
13 |FAW-Volkswagen Co., Ltd. Volkswagen Germany  |Manufacture of automobiles 331 -234
Republic of
14 |LG.PhilipsLCD Nanjing Co., Ltd. |LG.Philips Korea, Manufacture of LCD displays 326 118.7
Netherlands
15 |Maanshanlron & Stedl Co. Ltd. - - Manufacture of iron 321 199
16 |Best Foods Guangzhou Ltd. Best Foods U.S. Manufacture of Knorr food products 318
17 gijlﬂgves Pedific Petrochemical Totd FinaHf France Petrochemica 302
18 |SAIC-Volkswagen Sales Co., Ltd. [Volkswagen Germany |Sale of automobiles 298 -30.8
Shenzhen Futaihong Precision Foxconn Technology . ;
19 Industry Co.. Ltd. Group Taiwan Manufacture of mobile phones 297 109.7
20 |Nokia(China) Investment Co., Ltd. [Nokia Finland Telecom services 297 456

Source: The 21t Century China Research I nstitute, "CHUUGOKU JOUHOU HAND OBUKKU [2007 NENBAN] " .

Looking at the distribution of unit sales by product, Japanese companies account for a fair share of
automobile sales and plasma television sales, at 25.7% and 27.0% respectively. But in contrast, they
only account for a small share of the sales of items with high ownership rates, namely, washing
machines, refrigerators and air-conditioners (Figure 1-3-58)%. In China, Japanese companies are

° According to a statement by the China Association of Foreign-Funded Enterprises, there are 76 Japanese
compani es, but according to research by the 21st Century China Research Intitute, this figure should be 96
if indirect i nvestments through the Virgin Islands and so forth are included.

2 Television sales in the Chinese market are comprised of cathode-ray tube televisions (83.3%), LCD
televisions (11.9%), and plasma televisions (4.8%). The low-price competition for cathode-ray tube
televisions, which account for the largest share of sdes, has overheated, and foreign compani es hold almost
no market share.



tending to increase their sales through high-quality, high-price products such as plasma televisions,
which require high levels of technology and which are targeted at the high-income group; but with the
marked improvement in the technical strength and selling power of Chinese companies, Japanese
companies need to strengthen their brand power through promotions of their local sales and services,
and they need to revise their strategy from China as a production base to China as a consumer market.

Figure 1-3-58 Country-by-country share of consumer durables sold
in the Chinese market
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Source: Data f or automobiles isfrom the China Association of Autom cbile Manufacturers; and ather data is
from CHUUGOKU SHINSHUTSU KIGYOU CHIZU (Inagak, K., The 21st Century China
Research Institute).Original source (non-automobiles): China's State | nformation Center.

(Potential for Japanese companies to expand their business operations, especially in the field of
infrastructure development)

In China, there are also increasing demands centered around infrastructure development.
Infrastructure investment in China between 2006 and 2010 is estimated at US$132.0 billion, which is
almost four times as much as the total investment of the Asia-Pacific nations™ of US$33 billion®. It is
forecast that particular progress in infrastructure development in China will be made in electricity
(US$72.4 billion between 2006 and  2010) and roads (US$26.8 hillion).

For example, sewer systems in urban areas in China are spreading rapidly, with the penetration
rate rising 36 percentage points between 1995 and 2006, to reach 57%%. As the proportion of
industrial wastewater in urban sewage decreases, the proportion of domestic wastewater is increasing,
and so the need for sewer systems to be installed is increasing. The Chinese government also states,
“We will increase the urban sewage treatment capacity and strive to reach the goal of 100% collection
and treatment of sewage in 36 large cities within two years.”® Thus, it appears that infrastructure
needs such as for sewer systems will cortinue to increase in China as urbanization moves forward.

(3) Responding to the common issues surfacing in Asia

% Indonesia, Laos, Malaysia, Mongolia, Papua New Guinea , the Philippines, Thailand, Cambodia, Fiji ,
Kiribati , the Marshall Isands , Micronesia, Myanmar, Palau, Samoa, the Solomon Id ands, Timor-Leste,
Tonga, and Vanuatu.

% «Connecting East Asia: A New Framework for Infrastructure” (ADB, JBIC, and the World Bank (2005)).
% China s Ministry of Construction.

% «Report on the Work of the Government (2008)” delivered at the National People' s Congress.



(Environmental and resour ce constraints)
o Water pollution and water shortages

Problems relating to water resources are becoming more and more urgent, both in terms of quality
and quantity. Looking at the state of water resources in China's seven main river systems, while
differing in degree the proportion of water sources that are fit to drink is low, and the issue of water
pollution is becoming more critical (see Table 1-3-59). In its 11th Five-Year Plan, the Chinese
government declared a target to reduce the chemical oxygen demand (COD), an indicator of how
much pollution is in water, by 10% from the 2005 level. In 2007, the measure decreased for the first
time since 2003, marking a year-on-year decrease of 3.14% (see Figure 1-3-60). Furthermore, the
amount of water resources per capitain China is about one third the world average, and there tends to
be shortages especially in regions where industry and people have concentrated in the course of
urbani zation.

In response to these problems of water pollution and water shortages, water utilization and supply
systems need to be improved, beginning with water-saving plants and factories.

However, environment-related investment in China as a percentage of nominal GDP remains
low ¥, Therefore, environmental investment needs to be expanded, by continualy improving
environmental laws and supporting their enforcement, and by developing China's environment market.

Table 1-3-59 State of water resources in China

/ State of water resources in China- Water pollution \
Catchment Y angtze Yellow Songhua iao River Hai River Hual River Peal

aea River River River

Annual
average
BOD
(mgh)
Percentage
ableto be
used to 50 % 30 % 25% 25% 20% 20% 80%

supply
water

0.55-2.59 117-38 1.86-4.31 | 1.61-32.23 | 1.0-89.59 143-31.75 | 0.3-4.43

The extent of pollution in China’s seven main river systems hasbecome acute. The proportion
that isfit for drinking isnow lessthan 40% .*

Eutrophication has becomea serious problem in about 20% of the major inland water s, and it
o is becoming mor e and mor e difficult to use some of the lakes and mar shes as sour ces of water
supply.

In some waters, phytoplankton such as Alexandrium, Gymnodrium, or other types of toxic
red tide al gae ar e being repeatedly detected.

\ngison: biochemical oxygen demand (BOD) of Environmental Standard B rivers (Class 3 water supply) inJapay
3mg/l or less

Source: Research by the New Energy and Industriad Technology Devel opment Organization (NEDO) based on material from
private-sector companies.

"In 2003, the value of environmental investment as a percentage of nomina GDP was 1.4%, and in 2006,
it was 1.2%.



Figure 1-3-60 Changesin chemica oxygen demand (COD)
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Sources: Nationa Bureau of Statistics of China, China Statistica Y earbook (annual editions) ; China’s Ministry of Environmenta Protecti on

website.

o Air pollution
The state of air pollution is also becoming graver. In 2005, emissions of sulfur dioxide, the cause

of acid rain, amounted to 25.49 million tons, making China the world’s number one emitter. Under the
11th Five-Y ear Plan, a target has been set to reduce China's emissions of sulfur dioxide by 10% from
the 2005 level. In 2007, sulfur dioxide emissions decreased 4.7% from the previous year, marking the

first decrease since 2002 (see Figure 1-3-61)%.

% According to the International Co-operative Survey to Clarify the Trans-boundary Air Pollution across
the Northern Hemisphere (Murano, K. (2004)), 49% of the sulfur oxide that is observed in Japan is said to

originate from China.



(10,000 tors) Figure 1-3-61 Changes in sulfur dioxide emissions (%)
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o Diminishing agricultural land

The area of agricultural land that China has secured to provide for its citizens, who account for
22% of the world population, is a mere 7% of the world’'s agricultural lands. The size of China's
agricultural land has been trending downward as a result of urbanization and the rezoning of land for
industrial use. Agricultural land measured 130.04 million hectares in 1996, but by 2007, this had
decreased to 121.74 million hectares™.

(Advance of urbanization)
o Increased urbanization and greater domestic demand

In China, urbanization is proceeding at a rapid pace. Since the 1978 reforms and opening up of
China, the urban population has increased from 170 million to 590 million in 2007, and the
urbanization rate has risen from 17.9% to 44.9%. Two features of urbanization in China since the
1980s have been that rural communities have transformed into urban communities as a result of rural
communities on city fringes having been urbanized, and that it is becoming harder to tell the
difference between urban and rural communities, particularly in coastal regions'®. Another feature is
that, every year, people are flowing from rural communities into urban areas in the tens of millions
(see Figure 1-3-62).

With the advance of urbanization, per capita GDP is increasing in each of China’s provinces and
cities, and incomes are rising (see Figure 1-3-63). Increases in income associated with urbanization are
linked to increases in consumption. Moreover, urbanization is an effective means of increasing

% Thisis equivalent to a decrease of 8.3 million hectares, which corresponds to approximately 1.7 timesthe
areaof agricultural land in Japan.
1% gtate of World Population 2007 (United Nations Population Fund (2007)).



domestic demand. This is because, in response to the inflow of people into urban areas, these cities
enrich education, health and other public services while increasing their investment in areas of
infrastructure such as transportation, electricity and water supply.

Figure 1-3-62 Factor Andysisfor increase in urban

(10 thousand [ Migration increase (%)
2500 B Naturd increase 70
' —— Rate of urbanization 14

60
2,000

50

1,500 40

1,000 30

500

1996 2001 20086 2011 2016

Source: China Statistical Yearbook;
Mizuho Research Institute, "NICCHU KEIZA| BOUEKI
KANKEI NO HATTEN NO Y OSOKU"

Figure 1-3-63 Urbanizationrate and nominal GDP per capita by region (2006)
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o Increased urbanization and widening disparities

Regional disparities have emerged in China as a result of the differences in how urbanization has
been advanced in each region. Since urbanization is also the result of inflows of labor from rural
communities into cities, disparities have also emerged between rural communities, with their
decreasing workforces, and cities, into which the labor force has flowed. Furthermore, disparities have
also emerged within urban areas, between migrant workers from rural communities and their city-
dweller counterparts.

China's Gini coefficient has reached a high level of 0.469'". Hence there is a need to rectify the
inter-regional disparities attributable to fiscal transfers, and to rectify the disparities by raising the

191 See Figure 1-3-23. China has the highest Gini coefficient in Asia



level of low-income earners through the development and enhancement of social security systems and
safety nets and through income redistribution.

(a) Disparities between regions

It is possible to reduce regional disparities by means of fiscal transfers and the like. Ever since the
tax-sharing reform of 1994'%? a system has been adopted where public finances are transferred from
the central government to local governments, and now, fiscal transfers from the central government
are wei ghted toward the central and western regions (see Figure 1-3-64). However, there are still large
regional disparities between coastal areas and inland areas, with the largest regional disparity seen
between provinces and cities being close to 10-fold (see Figure 1-3-65). In China, along with fiscal
transfers, disparities also need to be corrected from the perspective of tax revenues.

Figure 1-3-64 Dependence on fiscal transfers by region (2006)
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192 The aim of the tax-sharing reform was to strengthen the financial revenues of the central government.

Various measures were i mplemented, such as making value-added tax, which had been a loca tax item
prior to the reform, into a 75% central, 25% local shared tax.



Figure 1-3-65 by region nominal GDP per capita (2006)
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(b) Disparities between urban and rural areas

Disparities between cities and rural communities have been widening. The income disparity
between cities and rural communities has reached a factor of 3.3 (see Figure 1-3-66). As a result,
despite the fact that rural communities account for about 60% of the entire Chinese population, their
household consumption does not even account for 30% of the nation’'s total.

It is believed that raising the level of income in rural communities is vitally important for
achieving strong economic growth led by domestic demand.

Figure 1-3-66 | ncome disparities between cities and rura communities
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(c) Disparities within urban areas

Even within urban areas, disparities are also widening. In 1996, the disparity between the
disposable income of the top 20% high-income earners living in cities and the disposable income of
the bottom 20% low-income earners was a factor of 2.2; however, in the ten years until 2006, this
figure had blown out to 5.6 (see Figure 1-3-67). The income disparity within urban areas is also
having an effect on consumption. While the consumption of high-income earners is increasing, the
consumption of low-income earners is failing to grow (see Figure 1-3-41).

(times) Figure 1-3-67 | ncome disparities within urban areas (1,000 yuan per person)
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Source: Nationa Bureau of Statistics of China, China Statistical Y earbook 2007; CEIC Database.

The overall household propensity to consume (consumption / disposable income) has declined
from 88.1% in 1989 to 74.0%. It is thought that the decline in consumption propensity is partially
attributable to an increase in household savings caused in part by anxiety about the disparity and about
the future’®. Therefore, the income levels of low-income earners needs to be raise, such as through the
development and enhancement of safety nets. Furthermore, in China, since there is no inheritance tax,
there is also a need to revise the tax system from the perspective of strengthening the wealth
redistribution function through the tax system.

(Smaller workforce due to an aging society)

Against a backdrop of the “one-child policy” and rising education costs, the birthrate in China is
rapidly declining, and the population is rapidly aging (see Figure 1-3-41). According to the United
Nations, while China's total population will slowly increase until 2030, as a consequence of the

193 \With the collapse of China's former social security system as a consequence of the state-owned

enterprise reforms, in 1997, a government-run nationwide socia security system was i nstituted; however,
the proportion of persons covered by social insuranceislow, and it isin atransitional period.



declining birthrate and aging population, the labor force is expected to peak between 2015 and 2020,
before taking a downward turn (see Figure 1-3-68).

In 2005, China's elderly population reached 7.7%, making it an “aging society,” and it is predicted
that China will attain the status of an “aged society” in about 25 years'®. This means that China,
which is home to about 1.3 billion people, is heading toward an aging society at either the same pace
or even faster than Japan. The rapid advance of an aging society signifies a rapid decline in the
number of working-age people for every elderly person. Thus, for China, where the development of its
social security and pension systems are in a period of transition, it is possible that future uncertainties
will cause the household savings rate to rise and consumption to be curbed in comparison.

Declines in the labor force in China will be further exacerbated by increases in the percentage of
students who go on to higher levels of education. Any increase in the level of academic achievement
due to increases in the percentage of students who go on to higher levels of education will also become
a factor in causing shortages in the unskilled labor market™®.

Given that there is a possibility that the number of new entrants into the labor force may decrease
substantially from 2013 as a result of a declining birthrate and aging population, and that the

demographic shift to urban areas may decline from 2010'®

, in order for the Chinese economy to
continue growing in a sustainable manner, amid declines in the workforce, there is a need for labor

productivity per capita to be improved.
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104 According to the World Health Organization (WHO), an “aging society” is a society where the elderly
population aged 65 years and over exceeds 7% of the total population, and an “ aged society” is one where
it exceeds 14%.

195 Meanwhile, alabor market mismatch isemerging. Thereisan oversupply of job seekers looking to enter
the white-collar labor market centering around office work, and probl ems have been surfacing since 2004
of university graduates finding it difficult to find employment.

1% See Figure 1-1-62 in this section.



(4) Toward a new stage of development

While consumption slowly increases with the expansion of the highrincome group, rises in
consumption are being contained by increases in savings rates and disparities. In addition to this,
various issues are also surfacing in the Chinese economy which are common to the Asian region,
including environmental and resource constraints, urbanization, and aging societies. In order to
address these issues and to achieve sustainable development, economic structural adjustment for a new
stage of development is needed. And for this economic structural adjustment, industrial structures
need to be made more advanced, such as the expansion of service industries with high employment
absorbency, the conversion to energy-saving industrial structures, and the nurturing of highly
productivity industries. Up until now, foreign capital has played a certain role in the sophistication of
China's industrial structures, and looking forward, foreign capital will continue to be necessary for
China in making its industrial structures more advanced. As such, there is a need for the development
of an attractive investment environment.

(Need for economic structural adjustment)
o Expansion of service industries and small and medium enterprises in order to increase the
incomes of low-income earners

Looking at the breakdown of China's employees by industrial structure, the ratio of employees
working in primary industry is extremely high, and the ratio of employees in the tertiary industries is
small compared to Japan's high-growth period. Looking next at the breakdown by added value, the
proportion of secondary industries is high, and the industrial structure of economic growth is
disproportionately biased toward the manufacturing industry'®’. The weight of the service industries,
such as finance and insurance, is small (see Figure 1-3-69).

1971 n Japan, the ratio of employees working in secondary industries was highest at 43.1% in 1970.



Figure 1-3-69 Weight of the service industries: a comparison between Chinaand Japan (high-growth period)
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(National Bureau of Statigtics of Ching).

In order to increase the incomes of low-income earners, employment needs to be facilitated
through the promotion of service industries with high employment absorbency and the promotion of

small and medium enterprises. The enhancement of measures for small and medium enterprises is also

important from the perspective of building a foundation for enabling the autonomous starting of



businesses, and the promotion of service industries is expected to help the advancement of
manufacturing industries and contribute to the stimulation of consumption.

o Switch to energy-saving industrial structures

China’s primary energy consumption per unit of GDP is about nine times higher than Japan'®. It
needs to switch from resources-intensive and energy-intensive economic growth to energy-saving
economic growth.

For this reason, as part of its 11th Five-Y ear Plan, which was adopted in March 2006, the Chinese
government has set a target to reduce the energy consumption per unit of GDP by 20% of the 2005
level by 2010. In September 2006, energy-saving targets were also set, and even the report from the
17th National Congress of the Chinese Communist Party, which was convened in October 2007,
exhibits a similar stance, for instance, declaring to enhance the conservation of energy and resources

(see Table 1-3-70).

Table 1-3-70 Energy consumption per unit of nominal GDP
and reduction targets, broken down by region

Region 2005 (ton SCE per | 2006 (ton SCE per| Year-on-year | 2010 target (fton SCE| Reduction rate
10,000 yuan) 10,000 yuan) comparison (%) per 10,000 yuan) (90)
China 1.22 1.162 -4.8 0.98 20
Beijing 0.80 0.760 -5.0 0.64 20
Tianjin 111 1.069 -3.7 0.89 20
Hebei 1.96 1.895 -3.3 157 20
Shanxi 2.95 2.888 -2.1 221 25
I nner 2.438 2.413 -2.7 1.86 25
Liaoning 1.83 1.775 -3.0 1.46 20
Jlin 1.65 1.591 -3.6 1.16 30
Heilongjian 1.46 1412 -3.3 1.17 20
Shanghai 0.88 0.873 -0.8 0.70 20
Jiangsu 0.92 0.891 -3.2 0.74 20
Zhgjiang 0.90 0.864 -4.0 0.72 20
Anhui 1.21 1.171 -3.2 0.97 20
Fujian 0.94 0.907 -35 0.79 16
Jiangxi 1.06 1.023 -35 0.85 20
Shandong 1.28 1.231 -3.8 1.00 22
Henan 1.38 1.340 -2.9 1.10 20
Hubei 151 1.462 -3.2 121 20
Hunan 1.40 1.352 -3.4 1.12 20
Guangdong 0.79 0.771 -2.4 0.66 16
Guangxi 1.22 1.191 -2.4 1.04 15
Hainan 0.92 0.905 -1.6 0.81 12
Chongging 1.42 1.371 -3.5 1.14 20
Sichuan 1.53 1.498 -2.1 1.22 20
Guizhou 3.25 3.188 -1.9 2.60 20
Y unnan 1.73 1.708 -1.3 1.44 17
Tibet 1.45 - - 1.28 12
Shaanxi 148 1.426 -3.6 1.18 20
Gansu 2.26 2.199 -2.7 1.81 20
Qinghai 3.07 2121 -30.9 2.55 17
Ningxia 4.14 4.099 -1.0 3.31 20
Xinjiang 2.11 2.092 -0.9 1.69 20

Note: SCE = Standard Cod Equivalent. Reduction rateis the 2010 target compared to the 2005
actual consumption.
Sources: State Council Gazette (Guo Han [2006] No.94), National Bureau of Statistics of China,
"2006NEN KAKUSHOU, JICHIKU, CHOKKATSUSHI TANI GDP NOUKOUTOU
SHIHY OU KOUHOU".

1%8 |EA (2007a), CO, Emissions from Fuel Combustion.



Furthermore, in March 2006, in its “Circular on Promoting the Structural Adjustment for
Industries with Excess Production Capacity,” the Chinese State Council described the six industries of
steel, electrolytic aluminum, carbide, iron alloy, coke and automobiles as industries with excess
production capacity; and the four industries of cement, coal, electricity and textiles as industries with
potential excess production capacity. It presented a stance of breaking away from high energy
consumption, indicating preverting a resurgence in fixed asset investment, restricting new projects,
and scrapping obsol ete production facilities, and so forth.

However, the production output of energy-intensive industries is still increasing, such as in the
heavy industries of steel, nonferrous metals, construction materials and electricity, and in the chemical
industries of petrochemicals and coke'®.

o Foreign companies and more advanced industrial structures

With the slow growth of the labor force, China's potential growth rate is predicted to decline.
Decreases in the potential growth rate are also forecast as a result of declines in technological
innovation factors caused by foreign investment in the manufacturing industry returning overseas.

Up until now, China has needed the capital, technology and management expertise of foreign
companies for its economic expansion, and it has grown by implementing preferential policies in the
tax system and for new entrants to the Chinese market, and by actively accepting foreign companies.

Considering that approximately 60% of China's total exports are made by foreign companies
(Figure 1-3-35), and that direct i nward investment through foreign companies has led to investment by
domestic Chinese companies with which they have business relationships and to the development of
industrial infrastructure by government; the role played by foreign companies contributing to the
economic growth of China has been large. Furthermore, considering also that the share held by foreign
companies in the added value of industrial production increased from 24.7% in 1998 to 31.6% in 2006
(Figure 1-3-71), we can see that foreign companies have contributed to the sophistication of China's
industrial structure.

1% Eor example, with regard to the steel industry, in July 2005, the National Development and Reform
Commission promulgated the “Stedl Industry Development Policy,” which included the scrapping of old
production facilities. At thetenth National Peopl€’ s Congressin March 2007, Premier Wen Jiabao declared
the disposa of 150 million tons of equipment and facilities as one of the key policiesin the 11th Five-Y ear
Plan, and also presented a policy of disposing 6 million tons of facilities at the 11th National Peopl€'s
Congressin March 2008. However, despite these affirmations, China s production output of crude steel has
continued to boom, and so Chinaneedsto be unfailing inimplementing its plan.



Figure 1-3-71 Changes in the foreign company share of industria production added vaue
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However, the easing of capital shortages and the improvement in technical levels within China
have contributed to changes in the investment environment being observed, such as the abolishment of
the preferential tax system for foreign companies™®. Restrictions on processing-and-assembly exports
and increases in wages as a consequence of the Labor Contract Law™* have worsened the environment
for investing in China for those foreign companies based in the textile industry or other labor-intensive
industries. Accordingly, investments from such countries as Japan, Europe, the United States and
South Korea have been decreasing (see Figures 1-3-72 and 1-3-73). At the same time, direct
investment from foreign countries into countries and regions in Asia has been increasing rapidly, and
in particular direct investment into countries and regions surrounding China has picked up pace. For
example, in 2007, the value of direct investment into the six ASEAN nations (Thailand, Singapore,
Malaysia, Indonesia, the Philippines and Vietnam) exceeded the value of direct investment into China
(see Figure 1-3-74).

19 Revisions to the Enterprise Income Tax Law means that between 2008 and 2012, theincometax rate for
many foreign companies will increase from 15% to 25%, bringing it in line with the income tax rate for
domestic companies which will decrease from 33% to 25%.

1 Under this law, any worker who has worked for an employer for an uninterrupted term of ten years or
more, and any worker who has renewed hisher employment contract at least twice shall have theright to
enter into an employment contract with no fixed term. Other provisions include that, when the term of
employment expires, the employer shal pay financia compensation to the employee equiva ent to one

month’ swage for every year of employment.



Figure 1-3-72 Changes in the incresse rate of wages
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Figure 1-3-73 Direct investment in China by foreign countries and regions
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(US$100 million) Figure 1-3-74 Changes in direct inward investment (flow) into Asian countries and regions
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Based on the notion of switching from quantity to quality in economic growth and on the spirit of
environmental protection and resource conservation, and in conjunction with its 11th Five-Y ear Plan,
the Chinese government has also established a 2006-2010 five-year plan regarding the use of foreign
capital. The emphasis of the five-year plan is on the introduction of advanced technologies for making
China a manufacturing base of high-value-added products. Accordingly, it encourages foreign capital
in the areas of advanced agriculture, electronic communications, petrochemistry and chemistry,
automobiles, and infrastructure construction. It also actively promotes the use of foreign capital in the
area of environmental protection, such as in recycling and in the conservation of water and resources.
Moreover, the plan also encourages large-scale distributors and travel agencies, and it aims to further
open the consulting and other service industries to foreign participation.

For China, whose industrial structure needs to be made more sophisticated, foreign capital will
continue to be a necessity. Its legal system will need to be applied, and its business environment will
need to be developed, including measures to counter courterfeit goods (see Figure 1-3-75).



Figure 1-3-75 Challenges for business development in China
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4. Indian economy: Toward self-sustaining development

(1) The growing I ndian economy
(Continuing rapid growth of the I ndian economy)
Ever since the economic reforms of 1991, the Indian economy has generally continued to grow

strongly. In particular, since FY 2003

, it has achieved a rapid growth in excess of 8% (see Figure 1-
3-76). The Indian government anticipates that the Indian economy will continue to grow. In its 11th
Five-Year Plan, which began in FY 2007, the government set a target for five-year annual growth of

9% 113-

112 India’s fiscal year is fromApril 4 - the following March.

to
113 In the World Economic Outlook April (IMF (2008)), the forecast for India's economic growth rate is 9.2% in FY 2007 and 7.9% in FY2008; and in the Asian

Development Outlook 2008 (A DB (2008b)), the forecasts are 8.0% and 8.5% respectively.



Figure 1-3-76 India’s red GDP growth rate (contribution by item)
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(Economic growth centered on the serviceindustries)

Looking at the factors underlying India's economic growth in terms of industrial structure, a
characteristic has been that, in comparison with China, economic growth has centered around the
service industries, with more than half of the growth in GDP being due to the rapid growth of the
service industries (see Figure 1-3-77).

This expansion of the service industries has also been apparent in the current account balance.
Looking at India's current account balance, while the trade balance has continued to run in deficit, the
surpluses of “other services” and “current transfers’ have increased, clearly contributing to reduce the
size of the current account deficit (see Figure 1-3-78).

There has also been vigorous direct investment from overseas into India's rapidly growing service
industries. Looking at the cumulative direct inward investment since 2000, the top 3 pasitions are
occupied by the service industries, such as the “service industries including the financial industry,” the
“computer industry including software” and the “telecommunications industry.” ** Because of this, it
is conceivable that the increase in direct investment from overseas has made a certain contribution to
the development of the services industry in India.

114 Indian Department of Commerce wetsite.



Figure 1-3-77 India’ s red GDP growth rate (contribution by industry)
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o Rapid growth achieved by the Indian I T services industry
The service industry in India that has achieved recent rapid growth is the IT services industry
which has captured the offshore demand from overseas. Between FY 1996 and FY 2006, India's IT



services industry expanded its sales 10-fold, and in particular, export sales have boomed (see Figure 1-
3-79)'".

Economic growth in India has been driven by the financial industry in close association with the
growth of the IT services industry. Financial institutions in Europe and the United States began using
India around the year 2000, when Indian engineers were employed to rework financial programs
relating to the Y2K problem. Following this, financial institutions gradually increased their use of
India for a number of reasons, including: India has a wealth of mathematics and science engineers
suited for both the IT and finance fields, and India’'s cost of labor is relatively low; there are no
language barriers for the European and United States financial institutions because India is an English-
speaking country; and geographical attributes such as that the time difference between India and the
US/Europe means that their work hours are back to back with each other. At present, more than 30
European and United States financial institutions have basesin India (see Figure 1-3-80)™°.

Looking also at the number of employees in India broken down by industry (as of 2003), the
“finance, insurance and real estate industry” was ranked fourth with 1.931 million workers*’. This
corresponds to an increase of 16.8% since 2000, which was the highest growth rate among all
industries. Employment in this sector is expected to continue growing in the future.

Figure 1-3-79 Changesinthe saes of India’s IT services industry
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115 Although exports to the United States account for just under 70% of India’s IT services industry exports, as the United States economy enters into an adjustment phase,
trends of developing domestic markets are being observed (local interviews).

116 Center of the Intemational Cooperation for Computerization (Cl CC), “ Singapore News, March 4, 2008"

117 The number of employees has been extracted from Table 3-3 of the Databook of International Labour Statistics 2008 (The Japan Institute for Labour Policy and Training

(AILPT)).



Table 1-3-80 Examples of offshoringto I ndia by financial institutions in Europe and the United States

Financial institution Example of off shoring

Goldman Sachs (U.S) Built 700-person strong captive site. 300 of them are in charge of account settlement.
JPMorgan Chase (U.S) Plans to increase operational personnel in Indiato 9,000 by the end of 2007.
HSBC (UK.) Established Global Service Center in 1996.

T I ncreased personndl to atotal of 18,500 hy the end of 2005.

) Established new UBS-India Service Centre in 2006.
Ussferimeikid) Plans to increase initial 500-strong personnel to 2,500.

Established Deusche Network Servicesin 1995.

DENEETEEEIRAS (C2mE;) Plans to increase back-office personndl to atotal of 2,000 by 2007.
ABN Amro (Netherlands) Built captive site. Plans to transfer back office.

Source: Extract of the portion relating to I ndia from Shimada, H (2006), “ GAISHIKEI SHOUKENGAISHA NO BIJNESU
PUROSESU OFUSHOARINGU”, Financial I nformation Technology Focus September 2006 , Nomura Research
Institute.

(The transfor ming knowledge-based economy)

In recent years, with the substantial increases in wages and the appreciation of the rupee, more
than for the purpose of utilizing low labor costs, offshoring to India has been expanded to strategic
businesses for the purpose of accommodating advanced services globally. For example, in the IT
services industry, rather than simply undertaking offshoring arrangements, companies are changing
their business, such as developing software themselves'.

Supporting this trend is the highest level of educational institutions, represented by the Indian
Institutes of Technology (1IT), and the graduates from these institutes of learning. An increasingly
popular trend has been to utilize these outstanding human resources and, in recent years, establish
research and development divisions in India.

(Economic growth led by domestic demand)

As described above, the IT servicesindustry, which led India’s economic growth, grew in line with
the demand from Europe, the United States and other overseas countries. Meanwhile, if we look at
India’'s economic growth broken down by demand component, the overall contribution made by net
exports is negative. Looking at exported goods and services in 2006 as a percentage of GDP, whereas
China was 40.1%, India was lower at 23.0%™°. This demonstrates that, rather than being driven by
external demand, economic growth in India was driven by private consumption (domestic demand).

Another feature of India's economic growth has been the increase in fixed capital formation,
which began surging in 2003. Looking at fixed capital formation as a percentage of rea GDP,
compared to China (40.8% in 2006), in India, it was considerably lower at 30.6% in FY 2006; but in
terms of its contribution to economic growth, the contribution of fixed capital formation in FY 2006
surpassed the contribution of private consumption (see Figure 1-3-76 above).

118 The results of afield interview with acertain IT firmin Indiahas shown that, while at present 60% of its sales are from offshore business and 40% are from R& D
business, it would in fact prefer to increase the latter’s share of total sales while keeping the former as a stable source of revenue. Moreover, the firmis stepping up its efforts

for Japan and Germany as new merkets, and it is educating its employees in local languages and local cultures at an in-house language center set up within the company .

19 \world Bank, WDI.



Comparing industries, while investment in the service industries and in water, gas, electricity and
other infrastructure managed only minor increases, investment in the manufacturing industry has
increased at a rate exceeding about 30% (FY 2005) each year (see Figure 1-3-81). In fact, given, for
instance, that the domestic production and domestic sales of automobiles in India have demonstrated
virtually the same upward trend®, it can be surmised that capital is being invested in India’s domestic
manufacturing i ndustry in proportion to the vigorous expansion of private consumption.

Based on these points, it can be supposed that, in India, where the contribution of exports to
economic growth is limited, vigorous private consumption is inducing investment by the domestic
manufacturing industry, and is driving greater fixed capital formation.

Figure 1-3-81 Annua growth rate of real fixed capitd formationin India(contribution by mainindustries) (fiscal year)
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(Increasing foreign direct investment in the manufacturing industry)

A distinctive trend of recent years in India's manufacturing industry has been India’'s aggressive
buyout of foreign companies especially by India's homegrown conglomerates. For example, in
January 2007, the Indian company, Tata Steel, bought out Corus, Europe's second largest steel
company in terms of crude steel production, thereby elevating it from 53rd in the world to second (23
million tons), and to sixth in the world in terms of sales (US$23 billion)**. Then, in March 2003, the
Indian company, Tata Motors, formally agreed to purchase the two Jaguar and Land Rover brands

120 society of Indian Automobile Manufacturers (SIAM) website.

2 InTATA ZAIBATSU (Kojima, M. (2008)), the author suggests that, “ Tata, which had a strong presence as
the world’ slowest-cost steel manufacturer, and Cor us, whose forte had been the production of high-val ue-added
products as a steel manufacturer in a specific area, could be described as having beenin a mutually
complementary relationship; and so the merits of i ntegrati ng these entities are considerable interms of being
able to realize a management strategy that makes the most of their respective strengths.



from Ford for the sum of US$2.3 billion, thereby acquiring the plants and intellectual property rights
of both brands'®.

Aside from the buyouts by the Tata Group, other parts of India’s manufacturing industry have also
been active in implementing M&A and forming alliances, such as the buyout of a Japanese generic
drug manufacturer and equity participation by Indian businesses. It is thought that this is a
manifestation of Indian companies trying to improve their international competitiveness by means of
strategic M&A.

(Dramatic rises in food/resource prices and inflationary pressures)

The wholesale price index, which is an indicator of inflation in India, has tended to be relatively
stable. For example, since 2005, the year-on-year comparison has hovered around 5%. However, since
February 2007, wholesale prices have been trending upward'?, and in March 2008, the increase rate
for the wholesale price index was recorded at 7.57%. On the back of soaring resource and food prices,
there are concerns over inflation in India as well*.

In India, petroleum products are price regulated, and are kept at low prices. Moreover, as described
below, the Indian government’s public finances are in a chronic deficit, and so if resource prices
continue to soar internationally, there is also a chance that the fiscal burden will swell further due to
the subsidies used in controlling prices. Therefore, there is a possibility that the dramatic rise in
resource prices may act as a constraint on sustainable growth for Indiain the future.

In fact, in view of this situation, in February 2008, the government resolved to raise the retail
prices of gasoline and diesel, and concerns are continuing over rising fiscal burdens'®.

Food shortages have already begun to have an effect on the grain exporting nation of India. A food
control system has been adopted in India, and just as for petroleum products, to a certain degree,
domestic food prices are cut off from the price effects of rising international prices. However, exports,
which had flourished up until now on the back of foreign prices being higher than domestic prices, are
gradually beginning to be affected, such as restrictions being placed on some grains.

(2) Market expansion led by economic growth

122 (http://www .tatamotors.com/index.php) As aresult of this acquisition, Tata Motors now has a portfolio of
wide-rangi ng products: from“Nano” the world’ sleast expensive one lakh car (dubbed the “People’s Car”) which
was unveiled in January 2008; and conventional passenger cars, SUV, trucks and busses; to luxury brands.

123 | nterviews with experts al so raised the remark that soaring food prices in India have the potential for
considerabl e specul ative reason based on the futures market becomi ng upbeat.

124 The Indian Fi nance Mi nister, Pal ani appan Chidambaram, comments that the current rising i nflation can be
attributed to the soaring prices of world crude oil and commodities (Reuters, May 2, 2008).

125 According to local interviews, the tone of the press and expertsin India s that there are concerns over the
effects on food shortages, given that a substantial rise in oil prices could generate a high cost structure in the
agricultural sector due to i ncreases inthe costs of fertilizers and irrigation, and that this may i nduce a shi ft

toward biofeuls.



(Expectations as a consumer market)

Since 1991, in the wake of India's economic growth, the Indian consumer market has also
achieved an annual growth rate of approximately 5%™. Coupled with a massive population, the
consumer market in India is ranked 13th in the world in terms of final consumption expenditure, and
12th in the world in terms of household consumption expenditure™’. Further growth is predicted, with
forecasts suggesting that the India consumer market will become fifth in the world by 2015.

Moreover, given the following points, there are more growing expectations for the future of the
Indian market compared with China:
(@ the consumption propensity in India (0.67 in 2005) is higher than in China (0.54 in 2006); and
(b) the proportion of the population aged 24 and under is higher in India (52.3% in 2005) thanin
China (38.2% in 2005), there are more young people with a high propensity to consume in
India, and it is predicted that the total population of India will exceed China's population by
2025.

(Expansion of the wealthy and middle classes as a consequence of economic growth)

The expansion of the consumer market is also affecting steady changes in the distribution of
income. According to the results of a survey conducted by India’'s National Council for Applied
Economic Research (NCAER), given the following points'®, it is predicted that the rich and middle
classes will continue to expand (see Table 1-3-82):

(@ both the rich and middle classes steadily expanded between FY 1995 and FY 2005, with the
proportion of households in the middle class (0.2-1.0 million rupees®) increasing by about
three-fold between FY 1995 and FY 2005, and similarly, the rich (more than 1.0 million
rupees™) increasing 8.5-fold; and

both the rich and middle classes are expected to expand between FY2005 and FY 2009, with the
proportion of households in the middle class increasing by approxi mately 1.5-fold, and the

As the rich and middles classes with purchasi ng power have expanded in this way, in recent years,
the Indian retail industry, which was predominantly small, family-run businesses, has witnessed the
formation of large-scale, organized business types like shopping malls™***?°. With it consequently

1% Based on the CEIC Database.

12 Based on United Nations statistics.

1281t has al so been projected that the popul ation of the middle class will reach about 580 million by 2025
(JETRO (2007), 2007 JETRO White Paper on International Trade and Foreign Direct Investment).

129 Between approxi mately US$5,000 and US$24,000.

30 More than approxi mately US$24,000.

L |t was suggested that with devel opment having begun on the Del hi metro and other transportation networks,

there are expectations for complex commercial facilitiesinline with this devel opment (interview with experts).



becoming easier to access merchandise, and as the range of available choices widens, new demand is
being stimulated within the rich and middle classes™.

Table 1-3-82 Changes in household income distribution in India

Al FY1995 FY2001 FY 2005 FY2009 (estimate)

income(thousand| NCAER income cl ass| Number of Number of Number of Number of

rupess) household [Proportion | household | Proportion | household | Proportion | household | Proportion
(thousand) (thousand) (thousand) (thousand)

less than 90 Deprived 131,176 79.6%| 135,378 71.9%| 132,249 64.9%| 114,394 51.5%

90-200 Aspirers 28,901 17.5% 41,262 21.9%) 53,276 26.2%) 75,304 33.9%)

200-1,000 Middle Class 4,532 2.7%) 10,746 5.7%) 16,395 8.1% 28,441 12.8%)

more than 1,000 Rich 268 0.2% 807 0.4% 1,731 0.8% 3,806 1.7%

Total 164,877, 100.0%| 188,193 100.0%| 203,651 100.0%| 221,945 100.0%)

Source: National Council for Applied Economic Research (NCAER) (2005), "The Great Indian Market-Results from NCAER' s Market
Information Survey of Households'.

(Expectations of Japanese companies)

As mentioned above, Japanese companies are increasing their interest in India, a country where
consumption is expected to increase. According to the results of asurvey conducted by the Japan Bank
for International Cooperation (2007)***, more than 50% of companies responded that they regard India
as a promising target for business development in the medium-term (next three years). Furthermore, in
terms of where companies think the most promising target market for business development would be
in the long term (next ten years), India has surpassed China to take top place for the first time.

Looking at the reasons why companies regard India as promising, more than 80% gave “future
growth potential of the local market” as one of their responses. This shows that Japanese companies
also have high expectations for the future of the Indian market, and regard India highly as an
investment target (see Figure 1-3-83).

132 According to JETRO (2007) above, in addition to the 100 large shopping malls in operationin 2006, there are
another 600 malls either being constructed or planned, and within the next four to five years, it is expected that
20 million square feet of new malls will be established every year (original source: India Retail Repot 2007).

138 A survey conducted by McKinsey & Company looked at the characteristics of purchasi ng behavior inthe
apparel markets of BRIC nations. Features of the Indian market incl ude that there is a high proportion of people
who go shoppi ng with their family and friends, and that purchasing behavior is largely infl uenced by weddings,
festivals and other such events. “How half the world shops: Apparel inBrazil, Chinaand India’ (McKinsey &
Company (2007)).

134 Report on Japanese Manufacturers’ Overseas Business Operations -- FY 2007 (the 19th) Survey on Foreign
Direct Investment -- (Ushita, S. and N. Takahashi (2008)). Number of respondents: 600 companies. Survey
conducted i n July-August 2007.



Figure 1-3-83 Reasons for why Indiais promising %
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Source: Ushita, S. and N. Takahashi (2008), " Report on Japanese Manufacturers’ Overseas Business Operations
-- FY 2007 (the 19th) Survey on Foreign Direct Investment --."

(Characteristics of the I ndian consumer market)

In comparison to China, where development was predominantly in the large coastal cities, and in
comparison to other Asian countries, the consumer market in India could be characterized by the
following points:

(@ India's large cities are geographically dispersed (see Figure 1-3-84);

(b) As often pointed out by Japanese companies, there is insufficient development of infrastructure

for long distance transportation between each of the cities (see Figure 1-3-85); and

(c) India's per capita GDP is at a relatively low standard compared to other Asian countries, and it

could be envisaged that consumption goods in circulation in other Asian countries are regarded
as relatively expensive items in India.
Given these points, we could assume that, even if Jgpanese companies were to rel ease productsinto India
from production bases in other Asian countries outside of India, this may not necessarily be appropriate
for reasons of shipping costs and product prices.

Furthermore, according to a questionnaire survey that was conducted by the Nomura Research
Institute in the three cities of Delhi, Mumbai and Chennai (hereinafter referred to as “Nomura Research
Institute (2008)")™, it is dear that the increasing consumption of home electric appliances and so forth
in recent years has been by the middle class earning an annual income of 250,000 rupees (approximately
US$6,250), and that it has been a balance of brand image (advertising, etc.), quality and price that is
having a great influence on this consumer behavior (see Table 1-3-86 and Figure 1-3-87).

135 CHITEKI SHISAN SOUZOU (Nomura Research I nstitute). This survey polled a sample of about 500 people
in each of the three cities of Delhi, Mumbai and Chennai. From these sampl es, respondents with annual incomes
of at least 250,000 rupees were extracted and aggregated. T he polls were conducted in July and August 2007.



In India, large cities are scattered far and wide, the consumption mindset as well as the ownership of
household property and personal goods are different from city to city, and more than one language is
needed. In light of this, considerable costs are required to carry out advertising and marketing. Therefore,
in order to offset these costs, it seems that companies have to cgpture a consumer segment (critical mass)
larger than usual.

Figure 1-3-84 Distance between major citiesin India
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Note: Showsthetop five cities as a the time of the 2001 census.
Source: Uemura, T. (2006), Ministry of Foreign Affairs website, "K' YUUSEICHOU SURU INDO NO EREKUTORONIKUSU SHIJOU*
Original source: Map of India

Figure 1-3-85 Issuesin India (%)
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Table 1-3-86 Ownership of household property and personal goods by the middlerich in India
(multiple choices, unit: %)

Delhi (N=139) | Mumbai (N=202) | Chennai (N=171)
Motorbike 52 47 95
Bicycle 26 11 10
Car 50 17 15
Vacuum cleaner 14 3 13
Washing machine 91 86 46
Clothes dryer 26 10 10
Refrigerator 97 96 85
ELERIE Microwave 19 7 4
property
Oven 12 34 1
Air-conditioner 29 12 16
Color teevision (CRT) 98 95 91
Color television (LCD or other type of flat] 4 2 9
DVD player / DVD recorder 58 32 84
Camera 51 54 22
Digital camera 21 17 6
Mobile phone 73 88 91
Persona | Credit card (gold) 13 15 11
goods |Credit card (regular) 15 3 4
Debit card 29 22 73

Note: Annual household income of 250,000 rupees or more.
Shaded area indicates the city with the highest ownership of each good or property.
Source: Nomura Research Institute, CHITEKI SHISAN SOUZOU, May 2008.

Figure 1-3-87 Consumption mindsets of themiddlerichin India
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(Response of Japanese companies in the I ndia consumer market)

Looking at the trend of Japanese companies making inroads into the Indian market, with respect to
the balance of foreign direct investment from Japan into India, there is a bias toward the transportation
equipment industry, whereas direct investment in electrical machinery is comparatively small (see
Figure 1-3-88).



Figure 1-3-88 Japan’ sbdance of foreign direct investment into India (2006)
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Note: Shows the top five industries.
Source: Internationa Investment Position (Ministry of Finance / Bank of Japan).

Looking at the breakdown of shares in the domestic car market in India, we can see that among the
vehicles made by manufacturers that entered into the Indian market relatively early on**®, Japanese
companies have captured a large share of the market (see Figure 1-3-89). However, with Tata Motors
(the giant Indian conglomerate mentioned above) ranked second in this industry, it could not
necessarily be argued that Japanese companies have captured enough of the market. The South Korean
car maker, Hyundai, began production in India in 1998, and it now commands the third largest market
share®®.

In the electrical machinery industry, South Korean companies control a large share of ordinary
color televisions. On the other hand, Japanese companies rank highly in high-value-added LCD and
plasma televisions, but have been unable to capture a reasonable share of the ordinary color televisions
(see Figure 1-3-90).

In the Indian car market, a possible reason why the Japanese car industry has captured a
comparatively large share of the market is due to the fact that companies have increased their publicity
by expanding their businesses into India. In contrast, in other industries where companies have not
invested directly, it would appear that they are attempting to make inroads into the Indian market by
means of exporting; but bearing the characteristics of the Indian market in mind, this avenue would

1% The Suzuki Motor Corporation has been participating in this market for the last 25 years.

5" Hyundai actively tries to understand the needs of the local market. While other foreign car manufacturers
were sdling their old modelsinIndia, Hyundai was rolling out the same model s as back in Republic of Korea.
Also, Hyundai designed a model suited to India s road conditions and hi gh temperatures, and not only sold this
model locally, but also sold it back in Republic of Korea (Bhattacharya, A. and D.C. Michael (2008), “The BCG
50 Local Dynamos”.



make implementing careful marketing and providing considerable after-sales service difficult, and so
capturing any significant market share would also be difficult.
Figure 1-3-89 Distribution of market sharein the Indian car market
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Figure 1-3-90 Distribution of market share in the Indian television market (2007)
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(Trend of foreign companies actively expanding into I ndia)

In the case of South Korean companies, there are also institutional factors. For example, when the
head office of a South Korean company bears the advertising and publicity costs of its overseas
subsidiary, these costs are treated as general and administrative expenses, and the South Korean tax
authority does not tax the head office’®. Thus, it is believed that South Korean companies advertise
and publicize aggressively. The gap between the market shares of South Korean companies and
Japanese companies in the electrical machinery industry is also presumably influenced by the effort
that the companies commit to advertising and publicity.

(Potential of Japanese companies in the I ndian consumer market)

3 Uemura, T., H. Bae, et al. (2007), “NIKKAN KIGYOU NO INDO BIJINESU NO KADAI TO KANOUSEI”.



Nomura Research Institute (2008) above also suggests the possibility that Japanese companies
could demonstrate their strengths in the Indian market. Notions of “durability” and “balance between
quality and price” are ranked high in the consumption mindset of Indian consumers, and it is believed
that Japanese companies can demonstrate an ascendency in these areas. The paper also suggests an
apparent tendency for Indian consumers to be concerned with “safety and security,” ** and Japanese
companies could demonstrate excellence in this area as well.

Rather than penetrating the Indian market only after waiting for income levels in the market to rise
and reach the consumer base of products provided by Japanese companies, it is hoped that the
companies will accumulate know-how on the cultivation of emerging markets, by recognizing the
populous Indian market as an experimental market, and then actively developing and releasing new
products and services that are oriented to the Indian market™®.

In fact, many of the companies that have been successful in India had made aggressive prior
investments. For example, at atime when India still had the least number of maobile phone subscribers
amongst the BRIC countries, Nokia launched into the market having determined that it could reduce
overal costs to 11% lower than in China. Nokia's Chennai plant is its largest in the world. Products
intended for the Indian market are manufactured here. As a result of this, Nokia as captured more than
60% of the market™*.

(The growing market for infrastructure construction and expansion by Japanese companies)

It is not only India’s consumer market that is expanding. As aresult of economic growth, India’s lack
of infrastructure emerged as an issue, and so an infrastructure construction boom has transpired. The
magnitude of the required infrastructure is great, with the demand for infrastructure such as power plants,
roads, harbors and airports estimated at US$500 billion over the next five years™. Faced with fiscal

139|n 2006, a rumor was spread that certain soft drink manufacturers had used water contami nated with
pesticides, and this has resulted in consumers boycotti ng agai nst the products of those manufacturers (local
interview).

0 There are cases of how compani es have succeeded in breaking i nto the I ndian consumer market by being
creative with their point of contact with customers. India’ s regional markets are vast and hence problemetic for
distribution and delivery. However, Perfetti Van Melle, an Italian manufacturer of confectionery, raised sales
fromthese regional marketsin Indiato 40% of its global sales by using the game of cricket as a sal es opportunity
and by being creative with store displays. Moreover, as aresult of this company’ s aggressive marketing
strategies, India has become the second | ar gest confectionery market i nthe world (Bhattacharya, A. and D.C.
Michael (2008) above).

1 Bhattacharya, A. and D.C. Michael (2008). See part 3 of Section 1 in Chapter 2 for more about Nokia's
global strategies.

12 Excerpt froman article of the Financia Times, December 11, 2007.



deficits, the Indian government is handling the extremely costly infrastructure development using public-
private-partnerships (PPP), and in particular, BOT** financing is the common method being used.

In response, companies are participating in the infrastructure construction market. It is believed
that, in the past, foreign companies had not actively participated in the market due to the severity of
the cost aspects of the bidding conditions***. However, as described below, foreign companies have
become more active; for instance, a new airport is being constructed by a consortium of Western
companies.

It used to be thought that it was difficult for Japanese companies to win project tenders because of
cost competitiveness, but now Japanese companies are also regarding the infrastructure construction
boom as a business chance, winning contracts from Indian companies for equipment used in power
plants and so forth. Since the demand for construction equipment is strong on account of the
construction of infrastructure, there has been a rise in the participation in the Indian market by
construction equipment manufacturers, and further growth is expected.

(India’s legislation and regulation inhibiting Japan’s direct investment in I ndia)

However, there are still many institutional problems in entering the Indian market. Some
regulations regarding market entry by foreign-owned ertities still remain in India, and have become a
barrier to investment. For example, in the retail distribution industry, although the market was partially
opened up to foreign-owned businesses in 2006, if the guidelines are followed, brand name companies
are only permitted to operate retail stores for that single brand, and they can only have a maximum
51% stake in the business. Entry into the market by supermarkets and other large-scale retail chains is
not permitted™®.

Furthermore, issues have been pointed out relating to the local execution of legislation. In India,
the authority of the central government and among state governments is decentralized. Hence, the
authority of the central government does not extend to state government administrations in the area of
protection for private-sector business activities'®.

(3) Response required for Asia’s common issues

%3 Method whereby private-sector operators BUILD and OPERATE the project, and ulti mately TRANSFER
ownership to the gover nment.

1% sako, K. (2007),“INDO SHIJOU NI IDOMU NIKKEI KIGYOU".

¥ Ministry of Economy, Trade and Industry (2008), The 2008 Report on Compliance by Major Trading
Partners with Trade Agreements. According to a government announcement dated February 10, 2006 (Press
Note No. 3): (1) prior approval must be obtained from the Foreign Investment Promotion Board (FIPB); and (2)
the maxi mum percentage of forei gn equity participationis 51%. In addition, the following guidelines were
established: (a) products sold are to be limited to “single brand” products; and (b) the brand name of the products
to be sold will be assigned in the manufacturing process of the product.

16 |t has been pointed out that the policies of a previous administration may be completely scrapped depending
on the el ection results i n each state (above-mentioned Sako, K. (2007)).



(Environmental and resour ce constraints)

Indiaisrich in mineral resources. It isthe world’ s fourth largest producer of iron ore and sixth largest
producer of bauxite (2006). On the other hand, looking at India’ s energy resources, out of its total energy
supply, India relies on imports for approximately 10% of its coa and 17% of its natural ges. Furthermore,
India relies on imports for approximately 71% of its crude oil, which accounts for about 26% of its total
energy supply. Amid expectations that demands for energy will increase as a consequence of rapid
economic growth, since India is reliant upon imports for its energy supplies, there is the potential for
soaring energy prices and other such factors to become a constraint on economic growth.

Another serious issue for India is its problem of water resources’. In India, where agriculture still
accounts for a high proportion of GDP and employment, water shortages can have adverse effects on
agriculture, and may lead to poverty. Scarce water resources are a problem that is directly linked with
economic growth.

(Advance of urbanization)

One of the characteristics of India’s cities is that, as shown earlier in Figure 1-3-20, there are
several cities with populations in excess of 10 million people'*®. Looking to India's future, and
although there will still be many farmers in rura communities, it is thought that, like China,
urbani zation will continue, with the urban population rising as a percentage of the total population (see
Figure 1-3-91).

147 Some forecasts predict that annual water consumptionin Indiawill reach 396km® by 2025. Thisis about
double the magnitude of the United States where it is predicted that water consumptionwill reach 191km?®, and it
accounts for approxi matel y 20% of the esti mated global demand for water (The Inter national Food Policy
Research I nstitute website).

18 | ndia has several large dispersed dities. According to the United Nations World Urbani zation Prospects, as of
2007, India accounted for three of the world’ s tenlargest cities: Mumbai 4th (19.0 million), Delhi 6th (15.9
million), and Kol kata 8th (14.8 million).



) Figure 1-3-91 Changes in urban population ratiosin China and I ndia
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o An emerging lack of infrastructure

As mentioned above, a lack of infrastructure has surfaced as an issue for India as a result of
economic growth associated with urbanization. In a questionnaire survey of Japanese companies, they
pointed to a lack of infrastructure related to roads and electricity.

(a) Roadsin India

In India, road transport is the most widely used means of transportation, carrying about 65% of
freight and 80% of passengers. However, several points have been raised with regard to India’s roads,
including:

e Despite having the world’s second most extensive road network, stretching 3.34 million
kilometers, outside of the major urban and suburban areas, many of the roads are narrow, and
they are poorly paved,;

» Even where roads have been paved, because they are in poor repair, there are only certain
roads that trucks can use. In fact, a mere 66,590km of national roads cover about 40% of all
freight traffic.

(b) Electricity in India

With regard to electric power, the problem is that the actual supply of electricity is inadequate.
Looking at the gap between the supply and demand of electricity at peak times, although there had
been a trend toward improvement in recent years, as of January 2008, the deficiency rate had reached

149 Japan Smeal| Business Research I nstitute (2007), WAGAKUNI CHUUSHOU KIGYOU NO INDO TENKAI NO
KANOUSEI NI KANSURU CHOUSA KENKYUU. The figures have been updated from the National Highways
Authority of Indiawebsite to data correct as of March 31, 2008.



15.2%, suggesting that the supply of electricity has failed to keep pace with the increase in demand
that has accompanied economic growth (see Figure 1-3-92). Another significant problem is the fact
that the transmission and distribution loss rate is overwhelmingly higher in India than in other Asian
countries (see Figure 1-3-93). While headway is being made in the construction of power plants to
expand the supply of electricity, a radical solution for the short supply will be difficult unless efforts
are made to reduce the transmission and distribution loss.

As aresult, apart from in New Delhi, electricity rates in each city in India are relatively higher than
in Chinese cities, and this is a cost factor for companies developing their operations in India™.

Figure 1-3-92 Changesin the gap between supply and demand of electricity at peak timesin India
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0 JETRO website and i nterviews with experts.



Figure 1-3-93 Transmission and digtribution loss rates in India, Chinaand ASEAN4
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(c) Railwaysin India

The total length of railways in India is 63,465km. This is longer than in France, Germany and
Japan; and is even longer, albeit only slightly, than the more expansive China. India’s railway system
is ranked high both in terms of freight traffic and passenger traffic.

Railroads in India are operated by the state-run enterprise, Indian Railways. Although it had been
operating at a loss for some time, based on the management reforms of recent years and thanks to
increases in the shipping of iron ore for export and of raw materials used in making iron, at present it
is operating in the black, and there are plans for further investment™*. On the topic of a Dedicated
Freight Corridor (DFC), during his trip to India in August 2007, the (then) Prime Minister Shinzo Abe
announced that he would like to consider cooperation from Japan based on a yen-denominated loan
using a Special Terms for Economic Partnership (STEP)™. Attention will need to be paid to India's
railway infrastructure, including the possibility of Japanese cooperation.

(d) Airportsin India
With the number of airline passengers increasing in India year by year, and with that number
expected to increase further, construction of international airports is underway. Recently, in May 2008,

5L Kondo, M. (2007), “TAIIN KEIZAl KY OURYOKU - PPP TO SEZ WO CHUUSHIN NI”.
152 Excerpt from the Ministry of Foreign Affairs website. http://www.mofa.go.j p/ mofaj/kaidar/'s_abe /
iim_07/india_gai.html



the new Bengaluru (Bangalore) International Airport was opened™. The plan is for this airport to be
constructed and operated under a BOT arrangement by a joint public-private consortium led by
Siemens™. However, there is no forecast for when the new road connecting downtown with the new
airport will be completed; the new airport is a considerable distance from Electronics City, where
Infosys and other IT firms are located; and the handling of the current airport once the new airport has
opened is a point of contention™>.

In addition to the lack of physical provisions in the “hard” aspects of the airport, a number of
problem areas have been raised with respect to the lack of infrastructure, including: i nadequate overall
design capacity, starting with the abovementioned transport access between the city and the new
Bengaluru (Bangalore) International Airport; and the fact that the “soft” aspects of the airport have not
kept up with the developments made in the “ hard” aspects™®.

o Disparities and poverty

Rapid economic growth and increased urbanization have given rise to regional disparities between
urban and rural areas. Comparing the per capita GDP for each of the states, in FY 1999, the first ranked
Union Territory of Chandigarh was approximately seven times greater than the bottom ranked state of
Bihar; whereas, in FY2005™, this disparity had increased to about 11 times'®. Furthermore, the
number of poor living on less than US$1 per day accounts for 34.3%, or one third, of the total
population, and it said that the majority of these poor are living in rural communities'™. Just as with
China, it can be surmised that the economic growth in rural areas in India have not kept up with the
growth in their urban counterparts.

38 |n Bangal ore, the number of airline passengers is increasing at a rate of about 40% each year. The old airport
had the capacity to handle only three million passengers annually, and with that number having exceeded 10
million, the airport was almost bursti ng. The new airport has been designed to currently cope with 11 million
passengers each year, and there is a master planthat will allow it to accommodate 50 million passengersinthe
future.

™ The name of the company managi ng the new airport is Bangalore I nternational Airport Ltd. (BIAL), and the
total project investment isworth 24.7 billion rupees. The project is being run under a BOT arrangement, with
funds being contributed by the German Siemens Group (40%), Zurich International Airport (17%), Larsen and
Toubro (17%), Karnataka State Gover nment (13%), and the Airport Authority of India (13%). The term of the
project is for 30 years after the openi ng of the airport, with further 30-year options.

% Based on an article of the Financial Times, May 1, 2008, and on local interviews.

1% For example, problems have been poi nted out concerni ng the new Bengal uru (Bangal ore) International
Airport, such as that the management system for air cargo has not been devel oped even after the airport has
opened (local interviews).

57 The top and bottom ranked regions were the same asin FY 1999.

8 Ministry of Finance, Government of India (2008), Economic Survey 2007-2008.

19 suda, T. (2007), “INDO NI OKERU NOUGYOU / NOUSON NO GENJOU TOKADAI”.



o Worsening pollution

Again, just as with China, the rapid economic development and the concentration of people into

urban areas has given rise to a decline in pollution in India. Specifically, it has been suggested that:

(8 The rapid inflow of people into the cities has caused an increase in the amount of vehicular
traffic, such as cars and busses. These have led to economic losses attributable to traffic
congestion, and to health damage attributable to air pollution, etc.’® and

(b) Industrialization has led to more liquid waste being emitted than can be treated, and clearly
more sewage being discharged into the rivers and other waterways than can be naturally
purified. As a result of this, not only is the living environment being deteriorated, but a threat
has arisen of infectious disease being carried by polluted water'®.

In light of this situation, infrastructure development of transport systems, sewage treatment

facilities and so forth is needed in India, and the Indian government has incorporated these concerns
for the environment into its 11th Five-Y ear Plan.

(Response to the aging society)
Looking to the future, and with its large general population and youth population, active human
resources development is needed in India.

o Issues in human resour ces development

In India, the IT services industry achieved rapid growth, and its human resources are said to have
contributed to this development. Moreover, India' s qualified human resources are generally said to be
one of its strengths. For example, inthe earlier questionnaire survey conducted by JBIC, about 30% of
companies which responded that they thought India was a promising target for business development
gave the presence of qualified human resources as one of the reasons for why India is promising.

However, according to the ADB, even in India, where there is a large proportion of youth in the
demographic structure, it is predicted that the population aged 15-24 will begin to decline in about
2010. With regard to IT human resources, it is thought that a number of higher education institutions,
typified by IIT, have produced large numbers of specialized graduates that are in demand both
domestically and abroad, and have given India the lead over the rest of the world inthe IT services and
offshoring services sectors. However, in order to maintain this current advantage, India will require
human resources in the fields of ICT and business process outsourcing (BPO) numbering 2.3 million
by 2010. Current forecasts estimate a deficit of 500,000 such workers. The shortage in skilled labor is
also in acritical situation, with apparently only 30% of IT graduates workinginthe IT sector'®.

At 61% (2004), India’s literacy rate is still low. Whilst in recent years, the Indian government has
increased education expenditure for the development of human resources, there are also suggestions
that the provisions for vocational training have not been enough, and that there have been no real

190 JBIC (2007), Ex-ante Project Eval uation http://www.jbic.go.j p/japanese/ oec/before/2006/pdf/i ndo03.pdf .
161 JBIC (2007), Ex-ante Project Eval uation http://www.jbic.go.j p/japanese/ oec/before/2006/pdf/i ndo10.pdf .
182 Data in this paragraph has been extracted from Asian Devel opment Outlook 2008 (ADB (2008b)).



substartial benefits'®. Efforts are needed for effective industrial human resources development, and
the overall level of education needs to be improved.

(4) Toward self-sustaining development
(Formation of a well-balanced industrial structure)

In order for Indiato further increase its attractiveness as a market, it appears that it is important for
a society to be built where the entire country can receive the benefits of growth, not just a particular
industry or income bracket.

To this end, measures to fight poverty in rural areas are needed, and these need to result in growth
in per capita GDP being raised across all of India. Consequently, an industrial structure needs to be
formed in which there is a balance between improvements in the productivity of rural agriculture,
where 72.2% (FY 2001) of the population resides, and movements of the resultant surplus labor from
rural areas to the manufacturing industry and service industries.

(Rural communities and measures to alleviate poverty)

In order to reduce the number of people living in poverty in rural communities, the government
has implemented debt relief and other measures, and has introduced policies for poverty reduction,
such as the expansion of rural community finance and infrastructure development programs that
encourage job creation.

An example of rural community finance is the so-called “microcredit” small loans for the
underprivileged, which have been put into practice on a large scale in India. These programs used to
be run, but because they did not result in increased incomes for the recipient households, and because
the repayment rates were low, the programs were considered to be substandard both in terms of
alleviating poverty and in terms of financial soundness. However, SHG-Bank Linkage Programs
(hereinafter referred to as “SHGS”) are a new microfinance initiative that began in the 1990s. Under
these programs, groups of impoverished women are formed, and banks provide deposit, loan and other
financial services to the groups. It has been confirmed that the incomes of groups receiving financia
services through SHGs have increased, and the repayment rate is high. SHGs are considered to have
produced considerable benefits (see Figure 1-3-94)*%.

The positive effects of SHGs have also been recognized by the Indian government in a report
produced by a group of experts commissioned to conduct a general analysis of the debt problems of
farmers. However, there are still various issues facing rural community finance in India'®. Some of
the SHGs formed through financial intermediaries are charging exorbitant amounts of interest, and so
it has been claimed that maximum interest rates should be enforced for microfinance organi zations'®.
On the other hand, loans provided by the National Bank for Agriculture and Rural Development

183 | nterviews with experts.

1% Suda, T. (2007) above and Suda, T. (2001), “INDO NI OKERU MAIKUROFAINANSU NO SHINTENKAI".
1% suda, T. (2001) above.

1% Ministry of Finance Government of India (2007), Report of the Expert Group on Agricul tural Indebtedness.



(NABARD), which supplies the largest amount of capital funds, charges extremely low interest rates,
and, because over the long term, the market may become distorted, there are also suggestions that the
interest rate structure needs to be improved.

Figure 1-3-94 Organi zation of SHG programs and the flow of funds
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Source: Suda, T. (2001),“"INDO NI OKERU MAIKUROFAINANSU NO SHINTENKAL.”

(Rigid labor legislation)

With respect to the Indian labor market, rather than facilitating employment, restrictions on
dismissals and other strict labor legislation works to stymie employment. Plentiful labor is unable to
be utilized in the areas covered by the labor laws, and as a result, they become capital-intensive.
Consequently, it has been pointed out that better labor laws are needed in order to expand employment

in the extensive areas of high productivity*®.

(Need for infrastructure development)

From the perspective of making the industrial structure more advanced, it is important to promote
the manufacturing and service industries to locate in rural areas. For this reason, there needs to be
further improvement to the infrastructure of transport networks such as roads and railways connecting
urban and rural areas, not just those connecting urban areas with other urban areas. Moreover, with
respect to electricity, power generation capacity needs to be urgently enhanced, not only because
charges are high even in urban areas, but also because of the potential for businesses in urban areas to
be brought to a standstill because of power shortages.

(Fiscal deficits)

187 OECD (2007), Economic Survey of |ndia 2007.



If the above-mentioned rural community measures and policies aimed at infrastructure development
were implemented, an important source of funds would be government finances. However,
government finances have been running deficits (see Figure 1-3-95). Looking at the fiscal deficits of
Indian governments (total of central government and local governments) as a percentage of GDP, in
recert years, the deficit can be seen to be contracting. However, the deficit attributable to subsidies for
petroleum, fertilizer and food is claimed to be 4-5% of GDP*®, and there are also suggestions that the
deficits of public enterprises, which are not recorded in the government’s fiscal deficits, have been
increasing in recent years'. If fiscal deficits were to continue, there is a chance that they would
become an uncertain factor in India' s sustainable growth.

Figure 1-3-95 Changes in the fiscal deficits and baance of debt of Indian governments
(centrd government + state governments) as a percentage of nominal GDP
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Source: Reserve Bank of Indiawebsite.

(Japan’s contribution to India’s self-sustaining development)

As described above, India still has issues that it needs to deal with, and it is thought that Japan
needs to make a contribution which makes the best use of its own experiences and the technologies
and social systems it has built up. At present, Japan is engaged in cooperation aimed at resolving
India’s issues; for instance, providing cooperation through the ODA and other agencies, such as for
the development and improvement of India’'s business environment or for its environmental
measures'”.

18 Article in The Times of India, dated April 20, 2008.

199 Suggestions that arose in our i nterviews with experts.

0 According to the Ministry of Foreign Affairs website, the total amount of yen-denomi nated loans provided in
FY 2007 was 225.13 billion yen.



In the future, it will be necessary to resolve the problem of inadequate infrastructure in order to

encourage direct investment by Japanese industry®™

. For the purpose of promoting infrastructure
development, both the Japanese and Indian governments are proceeding with the development of the
“Delhi-Mumbai Industrial Corridor (DMIC).” The objective of this project is to implement the high-
priority development of infrastructure by utilizing private-sector capital and PPP arrangements to
develop the district between Delhi and Mumbai as a major industrial base'™. Via this concept, Japan
will promote greater investment in India from Japan, and will assist in strengthening India's
infrastructure and manufacturing capacity.

Furthermore, the construction boom associated with infrastructure development and so forth could
also be perceived as being a business chance for Japanese companies to sell equipment, plants or other
such assets.

India has already signed a comprehensive EPA with Singapore, and is currently working on
concluding other regional economic agreements and so forth with countries neighboring Asia, ASEAN,
Mercosur, the EU and SACU. In expanding into the Indian market, it is important that businesses
include the utilization of these agreements in their considerations. In addition, it is hoped that India’'s
outstanding IT industry and human resources will be utilized with respect to the globalization of
Japanese companies, and there are expectations for various future possibilities between Japan and
India.

5. The economies of each Asian country and region

Bearing the fruit of their aggressive measures to attract foreign investment, countries and regions
in Asia have continued to grow strongly since 2002 when the impacts from the collapse of the IT and
stock price bubbles had come full circle. In 2007, each and every country and region realized real
GDP growth rates from around 4% to more than 10% (see Figure 1-3-96).

Another characteristic of these countries and regions is that the ratio of young people aged
between 15 and 29 is generally high (see Figure 1-3-97). Vietnam and Cambodia in particular have
especially high youth ratios. Due to cheap and plentiful labor, Japanese and other foreign companies
have recently been turning their attention to these two countries as places to which to disperse the risk
currently overconcentrated in China (the so-called “China plus one” strategy). As their economies
grow rapidly, given their generally high proportions of youth and their concentrations of the middle
classes in urban areas, attention is also turning to their potential as consumer markets.

(http://www.mofa.go.j p/ mofaj/gai ko/oda/data/ zyoukyou/ h19/y080310_1.htm).

L As shown i n Fi gure 1-3-85, Japanese companies list underdevel oped infrastructure as India’ s number one
issue.

172 | n January 2008, the Indian gover nment established the Delhi Mumbai Industrial Corridor Devel opment
Corporation, and at present is pushing ahead with the preparation of a national devel opment plan (master plan)
that specifies the particular infrastructure schemes to be devel oped.



Figure 1-3-96 Red GDP growth rate of Asian countries and regions
(year-on-year comparison, %)
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(1) Movements in Asian countries and regions
(Movementsin direct investment)

Looking at the direct investment (flows) from foreign countries into Asian countries and regions,
in 2007, the total investment in the ASEANG countries’” surpassed the investment in China'™. This
turnaround is in part due to the fact that foreign direct investment in Indonesia has increased rapidly,
in fact more than doubling in the year to 2007, and the fact that foreign direct investment in Thailand
and Vietnam has also increased. Indonesia is a resource-rich country, and backed by political stability
on top of aresources and environment boom, direct investment from overseas has increased rapidly in
such fields as biofuel development and the development of liquefied natural gas, coal and petroleum.

1% gix countries of: Thailand, Singapore, Malaysia, Indonesia, the Philippines, and Vietnam.
" See Figure 1-3-74.



Vietnam has seen a rapid increase in direct investment from overseas following its accession to the
WTO in January 2007. In Thailand, which is a focal point for the car industry, there has been an

increase in capacity building investment in the car and other industries (see Figure 1-3-98)'".

Figure 1-3-98 Changesin foreign direct investment (flow) to the ASEANG countries
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1 Nihon Keizai Shimbun, dated December 31, 2007.



Furthermore, in the IT services industry, which has experienced remarkable global growth, IT
service providers that have their headquarters located in developed countries, etc.'” have been
recently strengthening their “offshoring” arrangements whereby they actively roll out their operational
bases, such as call center operations, customer support operations and software development
operations, to emerging and developing countries. As a result, direct investment related to the IT
services industry flowing from developed countries to emerging and developing countries has risen
suddenly, and in China, India, the Philippines and various other Asian countries and regions, the IT
services industry is becoming entrenched as an important domestic industry.*” This kind of growth of
the IT services industry in emerging and developing countries can also be seen in Central and Eastern
European countries such as Croatia, Poland and Romania. Characteristics common to both groups are
that they are proficient in the English language, they have high levels of education, labor isin plentiful
supply, and their labor costs are low.

Similarly, looking at the direct investment from Japan into Asian countries and regions, the total
investment inthe ASEANG countries has surpassed the investment in China (see Figures 1-3-99 and 1-
3-100). Moreover, the growth in investment in ASEAN countries is even more striking than that for
China'™® and India.

Figure 1-3-99 Changes in direct investment (flow) from Japan to Asian countries and regions
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176 A recent apparent trend has been for IT services located in Indiato be further outsourced overseas (“India
outsources its own outsourcing,” Herald Tribune, dated September 25, 2007).

" For example, in the Philippines, 72% of the I T services sector is held by foreign companies (of which, 30%
are Japanese companies, 10% are South Korean companies, and 9% are United States companies). As of 2006,
146 call centers had been established i n the Philippines, empl oyi ng 150,000 people, and with annual sales
amounting to US$2.7 billion (United Nations (2008a), | nfor mation Economy Report 2007-2008).

1 As mentioned above, Japan' s direct investment (flow) in Chinais decreasing.



Figure 1-3-100 Changesin direct investment (flow) from Japan to the ASEANG countries

(100 million yen)

9,000 r
8,043
8,000
i Vietnam

7,000 - P i

SRR R AR, [ Maysia
6,000 /. Indones a
5,000 I Philippines
4000 | w . Singapore
3000 [ mmmmdasas W M Thalland

. N RN
o | B ARV o oy
' tota
1000 | 2027 2,356 2,308 2,144
0 1 1 1 1
2004 2005 2006 2007 (year)

Source: Bank of Japan, Regiona Balance of Payments.

Looking next at the breakdown of countries and regions that are investing directly into Asian
countries and regions, in 2006, Europe commanded the largest share with 24.6%, followed by the
United States with 19.7% (see Figure 1-3-101). Japan (6.5%) was ranked third, followed by the Virgin
Islands (6.0%), which are known as atax haven.*”

Figure 1-3-101 Direct investment in Asian countries and regions (2006)
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2. All figures have been calculated based on US dollars. Except for China (actual basis), dl figures are on an
approva bass. Figures for Australia as an investee courtry are from FY 2004/05 due to statistical constraints.
Source: JETRO, 2007 White Paper on International Trade and Foreign Direct Investment.

1 | nel udi ng those Asian countries and regions contained in“ Other,” intra-regional investment, that is, the share
of investment between Asian countries and regions, is confined to 27.3%.



(@) Assessment of the investment environment by Japan manufacturers

According to a survey on foreign direct investment, which was conducted in 2007 by the Japan
Bank for International Cooperation (JBIC),* the countries targeted for diversifying investments from
China, where there have been considerable rises in labor costs, have shifted from Thailand and
Indonesia to India and Vietnam (see Table 1-3-102). While interest in Thailand is relatively declining,
it is still attracting strong interest as a country for overseas business expansions. Underlying this is a
high regard for Thailand’s market growth and industry concentration. Meanwhile, issues indicated for
Thailand include sharp increases in labor costs and difficulty in securing human resources. In terms of
“countries or regions where local business profitability is higher than the group’s average,” Thailand
has kept its number one ranking (at 34%), but due to such reasons as being unable to impute cost
increases in sales prices, this percentage has slipped since the FY 2006 survey (41%). Turning now to
Indonesia, and while market growth and cheap labor were rated highly, some of the issues indicated
for Indonesia were its underdeveloped infrastructure, instability of its security and social situation, the
unclear execution of its tax system, and difficulty in securing human resources.

Table 1-3-102 Countries and regions viewed by Japan’s manufacturing industry as
being promising targets for business development in the medium-term

Rank FY 00 FYOl FY02 FY03 FY04 FYO05 FY06 FY 07

10th Philippines Singapore BraZ|I
Source: Japan Bank for International Cooperétion, "Survey on Foreign Direct Investment (annud editions) ."

(b) Comparison of investment costs

Underlying Vietnam's consideration as a promising investment target, is that, compared to the five
countries of Thailand (Bangkok), Indonesia (Jakarta), Vietnam (Hanoi), China (Canton) and India
(New Delhi), in general, Vietnam has lower wages by occupation, and it has lower infrastructure costs
(see Table 1-3-103).

Table 1-3-103 Comparison of investment costsin urban areasin Asia

(unit: US$)

Bangkok Jekarta Hanoi Canton New Del hi Note
Wages (workers, industrial workers) 164 178 87-198 134-446 165-326 |Per month
Wages (engineers, |eading engineers) 383 311 243-482 282-604 394-799 | Per month
Wages (middle management, section chiefs) 684 548 597-859 612-912 696-1,684 |Per month
Minimum wage 5 89 54 99 73 Per month (However, Bangkok isdaily rate)
Eledtridity rates (business) 0.046-0.047 0.05 0.049-0.056 0.04-0.1 011 Rateper 1K Wh, excluding basic charge
Water rates (busi ness) 0.27-058 12 0.28 02 05165 [Rateper m®
Corporate tax rate 30% 30% 28% 3B% 33.66% |Indonesiaisfor sdes in excess of 100 million rupiah

Source: JETRO “TOUSHI KOSUTO HIKAKU CHOUSA”, November 2006.

180 Report on Japanese Manufacturers Overseas Business Operations-- FY2007 (the 19th) Survey on Foreign
Direct Investment -- (Ushita, S. and N. Takahashi (2008)). Survey conducted in July-August 2007. Number of
respondents: 600 companies.



(2) The Viethamese economy as a new base for production
(a) Real GDP growth rate

Looking at Vietnam's real GDP growth rate, although slight dips were shown around the time of
the 1998 Asian currency and financial crisis, since then, it has continued to show high growth rate,
consistently over 6%, and more recently in 2006, the economy achieved a sudden growth spurt of
8.2%. Amongst Asian countries and regions, this is the third highest growth rate behind China and
Cambodia (see Figure 1-3-96). This high growth rate has consistently been led by gross fixed capital
formation, comprised of private final consumption expenditure (private consumption) and private
capital investment, etc. In recent years, although net exports have tended to decline, thisis due to both
imports and exports having shown strong growth (see Figure 1-3-104).

Figure 1-3-104 Vietnam' sreal GDP growth rate by demand component
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(b) Brisk private consumption and fixed capital formation

The composition of Vietnam's population is regarded as being a significant contributing factor to
the growth of private consumption.

Vietnam has the highest proportion (29.4%) of young people of any Asian country or region (see
Figure 1-3-97). Coupled with sustained increases in income on the back of strong economic growth,
this population composition with a high propensity to consume has contributed to strong growth of
private consumption which is second only to Malaysia in the Asian region.

The strong increases in gross fixed capital formation suggest that efforts are being put into
vigorous capital investment centered around the export industries and into the development of
domestic infrastructure, which is regarded as lagging.

(c) Direct investment

Vietnam's brisk fixed capital formation and strong export growth is being supported by the direct
investment of foreign companies. Looking at the balance of Vietnam’s direct inward investment (as a
percentage of nomina GDP) (see Figure 1-3-105), it has rapidly increased ever since the 1986



introduction of the Doi Moi (economic reforms) policy. Since 2003, the growth in nominal GDP has
outstripped the growth in direct inward investment, and this has meant that the growth in the balance
of direct investment (as a percentage of hominal GDP) has trended downward. Nevertheless, most
recently in 2006, it was still 54.8%, second only to Singapore. Underlying this rapid growth in direct
investment is Vietnam's cheap and abundant labor. Looking at the average monthly wages for general
workers in Vietnam (Hanoi), they are the lowest among the major ASEAN countries and China
(Canton), reflecting the abundant cheap labor. Furthermore, items other than wages, such as public
utility charges and corporate tax rates are also relatively lower (see Table 1-3-99).

Figure 1-3-105 Changes in the balance of direct inward investment in mgjor Asia countries
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(d) Exports

In recent years, Vietnam's exports have increased rapidly, especially those to the United States.
The features of this rapid rise are: (a) as crude ail prices have soared globally, the value of Vietnam's
crude oil exports, its largest export item, has increased substantially; (b) similar to China, the
proportion of foreign companies in the export industries has been rising rapidly in recent years; and (C)
unlike China, where the value of the renminbi continues to rise, the exchange rate against the United
States dollar has continued to fall in value, meaning that Vietnam's export competitiveness has
improved (see Figure 1-3-106 to Figure 1-3-108). %

Looking at Vietnam's magjor export items, the top positions are occupied by crude oil as well as
textiles, clothing, footwear and other light industry products (see Figure 1-3-109). Apart from crude
oil, the rest are labor-intensive export industries. It could be argued that this reflects the fact that the

181 Vietnam acceded to the WTO in 2007, and is in the process of devel oping and i mproving its export
environment, such as receiving Most-Favored-Nation (MFN) treatment.



measures attracting the foreign capital of exporters to maximize the use of cheap and abundant |abor
have proven effective.

Figure 1-3-106 Vietnam's export destinations, by magjor countries and regions
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Figure 1-3-107 Foreign company export ratios of Vietham and China %)
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Figure 1-3-108 Changes in the exchange rates of the Chinese renminbi and the Vietnamese dong
against the United Statesdollar
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Figure 1-3-109 Mgjor items exported from Vietnam
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(e) Commodity prices

In response to soaring material prices, domestic consumer prices are continuing to rise (see Figure
1-3-110).

Since 2004, the consumer price index in Vietnam had been continuing to rise strongly at an annual
average rate of around 8%. In 2007, the rate was 8.3%. Then, since the beginning of 2008, the
inflation rate has been escalating. In December 2007, the year-on-year inflation rate had been 9.1%,
but by January 2008, it had risen to 11.9%, recording the first double-digit growth rate since 1995.



Even since then, prices have continued to rise, and most recently in April 2008, the figure had reached
19.5%. Looking at the rates of increase by item, food, housing, transportation and communication and
so forth have recently shown double-digit growth rates. Food in particular has continued to grow at
double digits since November 2007, and most recently in April, it had recorded an extremely high
year-on-year growth of 36.8% (see Figure 1-3-111).

The inflation rate in Vietnam is well above the growth in average monthly income for 2007
(12.8%), and so the country is now in a situation where real income is decreasing. The key for
Vietnam continuing sustainable economic development lies in the question of how to overcome
inflation.

Figure 1-3-110 Vietnam’s consumer priceindex
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(f) Future outlook

Looking at the results of the survey on the countries and regions that the Japanese manufacturing
industry considers promising as future targets of business development, Vietnam has been rising in
rank every year; and in the latest 2007 survey, Vietnam had secured third place behind China and
India (See Table 1-3-102).

Furthermore, according to a similar survey of Japan's small and medium enterprises (SMES),
Vietnam had secured second place behind China, with nearly 30% of all Japanese SMEs viewing
Vietnam as a promising medium-term investment target (see Figure 1-3-112). This suggests that, for
the many SMEs in the textile industry and other labor-intensive industries, above all, Vietnam has
been attracting attention as a promising i nvestment target.

182

Figure 1-3-112 Countries and regions viewed by Japanese SMEs as
promising medium-term i nvestment targets

2007 survey 2006 survey Reason (2006 survey)

Source: Jgpan Finance Corporation for Small and Medium Enterprise, " 7th & 8th
CHUUGOKU SHINSHUTSU CHUUSHOUKIGYOU JTTAI CHOUSA"

(3) Continuing rapid growth of the Australian economy

At present, Australia has the highest and longest growth among all developed courtries. In the 15
years since 1992, nominal GDP has continued to grow at an annual average of 6.4%. This is almost 2
percentage points higher than the average for developed countries (4.5%) (see Figure 1-3-113).
Furthermore, in contrast to the average growth rate of developed countries, which has fluctuated
repeatedly and enormously during this period, the Australian growth rate has been extremely stable.

As aresult of prolonged economic growth, nominal GDP per capita in 2007 was 2.1 times larger
than in 1992. The unemployment rate is at the lowest level since 1980 (4.4% in 2007) on account of
the stream of new jobs that has been generated.

182 Japan Finance Corporation for Small and Medium Enterprise « DAI 8KA|I CHUUGOKU SHINSHUTSU CHUUSHOUKIGYOU JTTAI CHOUSA .»
)



Figure 1-3-113 Changes in Augtralia’s nominal growth rate
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(Strong resource exports)

Australia is one of the world’s leading resource-rich countries, producing such resources as iron
ore, coal, copper and uranium. It is one of the countries that have most enjoyed the benefits of an
increased demand and soaring prices of resources in recent years. In Australia, resource exports
account for about 31% of all exports (FY 2006-07). Furthermore, in recent years, there has been a
surge in the export of Australian coal, iron ore, copper and other minerals to China as it continues to
experience rapid economic development.

However, Australia’s rapid growth has continued for 15 years, from before the arrival of the
resources boom. While the proportion of GDP attributable to the resources development sector has
been trending upward in recent years, in FY2006-07, it still only accounted for about 5%. The
percentage of workers employed in this sector is also small at 1.3%.

Even looking at the contribution of resource exports to the real GDP growth rate, their
contribution to overall growth is minor, hovering around 1 percentage point in recent years.

(Growth of the Australian economy supported by domestic demand)

Despite the fact that the contribution of net exports to the growth of real GDP has been negative
since FY2001-02 (see Figure 1-3-114), the Australian economy has grown steadily, buoyed by
vigorous domestic demand, such as in private final consumption and fixed capital formation (see
Figure 1-3-115). Even as the contributions of oil field development and other types of resource
development to fixed capital formation have declined in recent years, the contributions of
machinery/capital investment and construction related to non-resource development have been
increasing. Recently in FY 2007, 0.7 percentage points of the 1.3% growth in gross fixed capital
formation was due to investment related to non-resource development (see Figure 1-3-116).



Focusing on the contributions of specific industries, we can see that, in recent years, the industries
accounting for a large share of real GDP are the five industries of: real estate and business services,
resources development, construction, finance and insurance, and health and community. Growth in the
real estate and business services industry in particular has been rapid. Its share of real GDP in
FY 2006-07 was 14.4%, making it Australia’s largest industrial sector, ahead of the manufacturing
industry which had been at the top in FY 1998-99. On the other hand, there have been declines across
the board in the shares of real GDP accounted for by the manufacturing, agriculture, wholesale/retail,
electricity and communications industries. The decline in the manufacturing industry’s share has been
especially prominent, dropping 3 percentage points in eight years, from 15.2% in FY 1998-99 to 12.2%
in FY 2006-07 (see Figure 1-3-117).

Thus, it seems that Australia’s current growth is not export-dependent growth backed by a
resources boom, but rather it is growth led by domestic demand, centered around such sectors as real
estate investment and construction demand.

Figure 1-3-114 Austraid sdeclining contribution of net exports to growth
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Figure1-3-115 Australia s rea GDP growth rate (contribution by item)
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Figure 1-3-116 Shift in orientation of fixed capita formation in Australia from resource to non-resource development
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Figure 1-3-117 Changesin theindustry shares of Audtralia'sred GDP
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(Rising inflationary pressures)

Australia’'s consumer prices, especially food prices, have continued to soar. Food prices began to
surge in the second half of 2005, and by the third quarter of 2006, they had risen 9.9% compared to the
same period of the previous year. Following this, growth slowed briefly at the beginning of 2007, but
during the recent first quarter of 2008, prices had shot up again (5.7%). Outside of the food sector,
upward trends in the housing, finance/insurance services and other sectors have picked up again since
the second half of 2007. As a result, during the first quarter of 2008, the consumer price index, which
had remained stable at around 3% since 2002, increased to 4.2% compared to the same period of the
previous year (see Figure 1-3-118). Inflationary pressures are still strong.



Figure 1-3-118 Changes in Australia’s consumer price index
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6. Market potential of the economies of resource rich countries (Economies of Russia, Brazil and
GCC Countries)

The economies of resource rich countries are growing due to a sharp increase in resource exports,
because of the soaring prices of commodities such as crude oil in recent years. This growth has
contributed to an increase in national incomes and consumption, resulting in a greater market potential.
(see Figurel-3-119). Additionally, in resource rich countries, it has become popular to establish
investment funds for investing the forei gn currencies earned from resource exports, and foreign
currencies are invested aggressively. Thus, the economies in resource rich countries are having a
larger share in the world economy.

The resource rich countries of Russia, a producer of crude oil and natural gas; Brazil, a producer of
iron ore, coal, and so forth; and of the GCC (Gulf Council Cooperation), crude oil producers, are used
as examples in examining the current situation, problems, and their market potential in the discussion
that follows.
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Changesin real GDP per capita and commodity price indexesin GCC countries
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(1) Economy of Russia
(Russia continually achieves high economic growth after a financial and currency crisis)

The Russian economy experienced a financial and currency crisis due to the ruble crisisin 1998,
which led to a drastic economic slowdown that resulted in a 5.3% decline of the real GDP growth rate
(see Figurel-3-120). Subsequently, the Russian economy made a recovery as a result of price
competitiveness gains due to the stabilized value of the ruble and the increase in the international price
of primary minerals such as crude oil; it achieved a high growth rate of 10.0% in 2000. This was
followed by a significant rise in imports as a result of ruble sales, which temporarily slowed down the
economy. However, since 2003 when there was a significant rise in resource prices, the economy has
continued to grow steadily at a high rate of around 7%.



Figurel-3-120 Changesin Russia's real GDP growth rate
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(The Russian economy as a market)

Having achieved rapid economic growth, Russia is attracting attention as a consumer market
because of the following reasons.

() Russiahas atotal population of 142.37 million (2005), which is more than that of Japan's 127.76
million (2005). The families with annual income exceeding 5,001 US dollars account for 46.1% of
the total population, which means the country has a large population that is considered to comprise
buyers'®,

(b) The income level has increased substantially in recent years, thus, the nominal GDP per capitais
expected to exceed 10,000 US dollars in 2008'®* (see Figurel-3-121).

(c) The actual increase in consumption and investments is evident from the fact that Russia’s import
values increased by 2.4 times from 57.4 billion in 2003 to 137.7 billion in 2006,

The increases in the itemi zed import values in 2003 and 2006 were analyzed to track the consumer
trend in the Russian market. This analysis revealed that import values rose significantly for most items,
including general transport machineries such as cars (14.66 billion US dollars), nuclear reactors and
boilers, machines (13.43 billion US dollars), and electrical machines (10.47 billion US dollars) (see
Figure 1-3-122).

183 Euromonitor International (2007) “World Consumer Lifestyles Databook 2007”

f
184 Russia s nominal GDP per capitawas aredatively low 2.975 thousand dollars in 2003 when resource prices rose significantly. However, since it exceeded
Brazil’s nominal GDP per capita in 2004, Russia has continued to mark the highest nominal GDP per capita among BRICs.(IMF's World Economic Outlook
Database [April 2008])

185 UN “Comtrade”



Meanwhile, an analysis of the itemized import values from Japan reveals that the import values of
general transport machineries, and so forth, increased to 4.41 billion, and its ratio to Russia’s import
values also increased. However, as the import values of the other items were not significant™®®, Japan
has not yet received the full benefit of Russia’s expanded consumer market.

($/ person) Figurel-3-121 Changesin BRICsnominal GDP per capita
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186 In terms of electricad machines, and so forth, the increased import vaues for Russia are 10.47 billion dollars while the increase of import values from Japan

was only 260 million dollars.



Russia's increased import values
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(Japanese products penetrating the market)

Owning a car has become popular in Russia as aresult of its citizens' increased income. Car sales
have been growing rapidly and Japanese used cars are very popular as they are technically
sophisticated and infrequently fail. Interms of agricultural products, there are some Japanese trading
companies expanding the exports of apples and watermelons from Japan to Russia in cooperation with
local fruit and vegetable traders'®’.

Moreover, there are some commercial growers, which have started exporting flowers from Japan'®®,

Flowers from Europe have been distributed mainly in the Far East thus far. However, these goods
from Europe lose their freshness en route to their destination. Flowers exported from Japan, on the
other hand, have a competitive edge when it comes to preserving freshness'®°. From now on, attention
will be focused on whether Japan can expand its market share as an alternative provider of flowers. In
addition, fruits such as persimmon are also exported using such distribution routes, and other fruits
such as melons are expected to be exported in the future.

Furthermore, there have been attempts to export Japanese rice on a large scale in recent years'.
At present, Japanese rice has become more popular in Russia and the number of Japanese restaurants

187 Thechairman of the local society of commerce and industry says that he is considering opening satel lite shops to sell vegetables and fruits from Japan in
supermarkets in Vladivostok, Russia, which has an increasing number of wealthy people.

188 In Russia, it is the custom for men to send flowers to women on International Women's Day in March. Taking advantage of this custom, tulip growers from
Niigata prefecture have been incressing their exports. The exports to Khabarovsk began on atrial basis in 2004 and the commercia export quotas of 100
thousand tulips began in 2006.

189 The distance between Niigata and Khabarovsk is about two hours by airplane, an important advantage for tulips since preserving their freshness is very
important. In addition, while tulips from Holland last only afew days, tulips from Niigata are long-lasting (9 daysto 15 days) and are of much better quality.

190 The federa inspection service in Russia completely suspended the issuance of quarantine certificates for imported rice because of safety and quality
problems that occurred with 2,000 tons of imported rice; it also issued a notice that previously issued quarantine certificates wereinvalid. Although this complete
suspension was revoked on December 12th, the importation of ricewas limited to three authorized customs depots in St. Petersburg, Novorossiysk and

Kaliningrad, located in the west of Russia. This is because quality inspection equipment is installed at these three customs depots. However, as none of the



has increased to around 500. As this trend continues, there will be a rise in demand for Japanese rice.
Therefore, it is necessary to pay attention to Russia as a potential export market for agricultural
products.

(Challenges to the potential of the Russian market)
Although the Russian market has achieved high economic growth rates, there are some challenges
that need to be addressed.

o Rapid Population Decline

First of all, one of the challenges faced by the Russian market is rapid population decline. The
population in Russia has been decreasing since the mid-1990s. The average population growth rate
from 2005 to 2015 is expected to be -0.2% for Japan and -5.3% for Russia'®!, which indicates that the
population of Russia is estimated to decrease more rapidly than that of Japan (see Figure 1-3-123).

In its state of the nation address (May 2006), the Russian government emphasized the need to
address the population movement issue in relation to the population decline and has taken various
measures such as an increase in subsidies to couples who have children in an effort to increase the
birthrate as well as incentives to promote voluntary emigration of Russian people who reside in the
CIs

(Commonwealth of I ndependent States).

At the Japan-Russia summit meeting held in June 2006, Japan made a proposal entitled “An
initiative regarding the strengthening of cooperation between Japan and Russia in Far East Russia and
East Siberia’ in relation to Far East Russia and East Siberia where the populations have declined
significantly and consideration has been given to strengthening cooperation between Japan and Russia
in eight areas including transport, energy, and information and telecommunications™.

customs depotsin Far East Russia was designated as an authorized depot, some consider that Russia may intend to restrict imports from Asia. Further, since there
is amove to prevent the importation of agricultural, forestry and fishery products, close attention should be paid to whereit goes from here

191 UN “World Population Prospects”

192 The development, through these efforts, of East Siberia and Far East Russiawhich are geographically close to Japan provide Japanese companies with an
advantage when they expand their business into Russia. 1n addition, in cooperation with Japan, Russia has started exploring oilfields in East Siberia; as a result,

Russia s crude oil exports to Japan have increased. Consequently, therelationship between Russia and Japan is expected to become even closer.
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o Resources dependent exports

Moreover, the other challenge that needs to be addressed is Russia's overdependence on its natural
resources as a means of obtaining foreign currency. Russia is the one of the world’s largest resource
rich countries and, apart from the Middle East, in 2006, held the largest crude oil reserves, 6.6%, the
world’s largest natural gas reserves of 26.3%, and the world’s second largest coal reserves of 17.3%.
As aresult of the rise in resource prices, fuel and energy products (crude oil, crude oil products and
natural gas) accounted for 50.3% of total exports in 2000, compared with 43.3% in 1999, directly after
the financial and currency crisis; their share of total exports further increased to 65.6% in 2006. In
2006, the exports of crude oil alone accounted for 32% of total exports. This indicates how much the
high growth rate of the Russian economy relies on resources. The Russian government is conducting a
review of the existing resource dependent industrial structures.

For instance, in industries other than resource related industries such as the automobile and high
technology industries, Russia takes a progressive approach by inviting foreign capitals in order to
promote industrial recovery. Inrecent years, special economic zones including the technology
introduction zone, the industrial manufacturing zone, the tourism zone, and ports and harbors zone
have been created to provide tax breaks, such as areduction in customs duties and corporate taxes, and
to promote industrial development.

Further, the newly elected Russian president Medvedev proclaimed that he would give priority to
small and medium enterprises including manufacturing industries.

There is an increase in investment from abroad into industries other than the resource related

193

industries, such as the process and manufacturing industries™". Thus, the Russian economy shows

193 Moreover, therewas an increase in the import values for such equipment as nuclear reactors and boilers, and electrical machines, which wereto be used for

industrial purposes.



signs of increasing industrial diversification, and the adaptation of the Russian industrial structureis
expected to proceed smoothly (see Figure 1-3-124).

In 1998, Russia plunged into a financial and currency crisis due to budget deficits and a decline in
resource prices, which led to defaults and capital flights. Ten years have since passed, and Russia has
achieved an economic turnaround; in 2000 it recovered from the 1998 budget deficit of 86.5 billion
rubles, and in 2007 it recorded a budget surplus of 1501.8 billion rubles. At present, Russiais
promoting economic policies that will stabilize its finances so that it can maintain the stability of the
State and support the adaptation of its industrial structure through foreign capitals, while at the same
time preventing capital flights similar to the one that occurred at the time of the crisis.

Taking advantage of a budget surplus, Russia established the ail stabilization fund in 2004, in
preparation for a decline in resource prices; by the end of January 2008, the fund had grown to 157.3
billion dollars™.

Meanwhile, the Russian government is working on exerting greater influence over resource prices
by implementing a strategy of resource nationalization in relation to the resource related industries.
Henceforth, there will be a greater focus on strengthening the nation’s involvement in its resources.
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o High rate of inflation

The inflation rate in Russia reached a high of 9.7% in 2006 because of the increased exports resulting
from arise in the resource prices etc. Since 2000 and 2001 when the inflation rate exceeded 20%, it
has been on a declining trend. However, it should be more closely monitored.

o Economy of Brazil

194 Hefund was divided into the provident fund and the nationa welfare fund in February 2008.



(Brazlian economy developed in the macro-economy)

Brazil experienced relatively low economic growth from 2001 to 2003. However, after it
implemented new economic austerity measures in 2003, it was able to achieve balanced budgets and a
stabilized macro-economy under the Lula administration. The economy has successfully grown since
2004 (see Figure 1-3-125).

) Figurel-3-125 Changesin Brazil’ sreal GDP growth rate
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Source: IMF "World Economic Outlook Database (April 2008)"

(Brazilian economy as a market)
The Brazilian economy is also attracting attention as a consumer market for the following reasons.

(a) Brazl has atotal population of 186.83 million people (2005), which is more than that of Japan and
Russia. The families with annual income exceeding 5,001 dollars account for 33.5% of the total
population, which means the country has a large population considered to be buyers.

(b) The nominal GDP per capitawas 3,085 dollars in 2003. However, it drastically increased to 5,715
dollars in 2006.

(c) Brazl’simport values nearly doubled from 48.3 billion in 2003 to 91.3 billion in 2006.

This import surge seems to be attributable to an increase in exports due to arisein prices for
mineral resources such as iron ore, and food resources such as sugarcane'® '%.

195 Inrecent years, the demand for sugarcane has been increasing as it can be used as an ingredient in ethanol.

196 The export values of iron ore increased from 3.456 hillion in 2003 to 8.949 hillion in 2006. In addition, in terms of ethanol which is attracting attention as an
dternative to fossil fuels, Brazil accounts for 32.3% of theworld total output, which is second only to that of the United States. (Kato, N. (2008), “BRAZIL
SEKAI NO BIONENRYOU SEISAN KITIKA NO HAIKEI TO KOUKYOU KAKUDAI NO HEIGAI”) In responseto the climate change issues, the demand
for ethanol is expected to increase  When President Lula da Silva visited Sweden in September 2007, the EU affirmed that it would take the necessary steps to

cut customs duties on ethanol.



(Trends in the Brazilian Market)

In order to analyze the trends in the Brazilian market, itemi zed increased import values in 2003
and 2006 were compared and this revealed that imports, including mineral fuels and oils, and electric
machineries had increased (see Figure 1-3-126). However, in terms of the imports from Japan, the

imports of most major items have not increased. As a result, the ratio of the imports from Japan to

Brazil’s total imports has been decreasing.

The exports from Japan to Brazil were only 1.32 billion, whereas Brazil’ s total imports increased
to 4.302 billion over the period 2003—-2006 as a result of high economic growth. Therefore, asin the
case of Russia, Japan has not yet benefited fully from Brazil’s expanded market.

(100 million $) Table 1-3-126 Brazil’ sincreased import values
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(Potential of the relationship with Japan)



The fact that Brazil has alarge Japanese population should make it easier for Japanese companies
to set up business in Brazil. Japanese Brazilians can act as abridge between the two countries that will
compensate for cultural and language differences. Companies that expand their busi nessesin Brazil
often employ those with Japanese ancestry, and no significant problems have been reported. Trust,
which those with Japanese ancestry established over along period, is considered to have afavorable
effect on the business activities of Japanese companies in Brazil.

In addition, Brazil and Japan is geographically located on the opposite side of the earth, and there
is a 12-hour time difference between the two countries. Taking advantage of this time difference, some
Japanese companies located in Japan outsource part of their systems administration to Brazil in order
to conduct 24-hour remote monitoring services.

(Future potential of Brazilian market)

Brazil has a high ratio of industrial product exports™’, and in terms of industrial structures, the
service industry accounts for 55% of the country’s nominal GDP (2006). Thus, the Brazilian economy
is less dependent on resources than the economies of Russia and the GCC countries are.**® The
Brazilian market is expected to show relatively steady growth.

However, there are some significant challenges that need to be addressed with regard to the future
potential of the Brazilian market. One of the challenges is the issue of poverty. The Gini coefficient,
which is a measure of the poverty disparity gap, for Brazil was 0.566" in 2005, and the population
ratio of people living on adollar or less a day in 2003 was 8% in Brazil compared to 3% in Argentina;
this indicated that the percentage of people living in poverty in Brazil was higher than in Argentina.

Moreover, with regard to inflation, Brazil had experienced a significant commoadity price boost of
14.8% by 2003, followed by arelatively steady change, of 6.6% in 2004, and 4.2% in 2006. In the
future, Brazil’s exports may expand due to asignificant rise in resource prices, and its commodity
prices may soar as a result of rapidly increasing foreign currency inflows due to export expansion.
Therefore, it should be given closer attertion.

o Economies of GCC countries
(GCC countries continually achieve high economic growth rates because of a significant increase
in the price of crude ail)

The GCC (Gulf Cooperation Council) countries have achieved ahigh economic growth rate in
recent years (see Figure 1-3-127). Crude oil production of the GCC countries accounted for 22.3% of

197 With regard to the exports of Brazil in 2006, completed products such as cars and airplanes (industrial products) accounted for 54.3% of tatal exports, while

primary products such as iron ore crude oil and soy beans accounted for 29.3%.

198 According to Funaki, M.(2007) “BRAZIL: KYODAI YUDEN HAKKEN DE SEKIYU SEISAKU NI EIKYOU?', the Brazilian state-owned oil company,
,

Petrobras, announced that the recoverable reserves of crude oil and natura gas in the Tupi oil and gas field off the coast of Rio de Janeiro are 50 to 80 hillion

barrels of ail equivalent. It seems that the discovery of this field will transform Brazil from being an oil producing country echieving self-sufficiency in oil into

an oil producer capable of providing oil to the world market.

199 Even China whose poverty gaps have become the most significant problem in Asia marked only 0.469. It indicates how serious the problem is in Brazil.



the world total (excluding Bahrain) in 2006 and the export value rose sharply and nearly tripled from
164.3 billion dollars (2000) to 421.2 billion dollars (2006). Particularly, the export values from 2003
to 2006 when the price of crude oil rose significantly showed a very high increase, an average annual
increase of 30.6% (see Figure 1-3-128).

Tablel-3-127 Changesin read GDP growth rates of GCC countries
(year-to-year basis)

1998 | 1999 | 2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008
Bahrain 4.8%| 4.3%| 5.2%]| 15.1%]| 52%]| 7.2%]| 5.6%| 7.9%] 6.5%] 6.6%| 6.2%
Kuwait 3.7%| -1.8%| 4.7%| 0.2%| 3.0%| 17.3%| 10.7%]| 11.4%| 6.3%| 4.6%| 6.0%
Oman 2.7%| -0.2%| 5.5%] 7.5%]| 2.6%| 2.0%| 53%| 6.0%] 6.8%] 6.4%| 7.4%
Qatar 9.0%| 5.5%]| 10.9%| 6.3%]| 3.2%| 6.3%] 17.7%]| 9.2%| 10.3%| 14.2%| 14.1%
Saudi Arabia 2.8%| -0.7%| 4.9%| 0.5%| 0.1%| 7.7%| 53%| 6.1%| 4.3%| 4.1%| 4.8%
UAE 0.1%| 3.1%| 12.4%]| 1.7%| 2.6%| 11.9%| 9.7%| 8.2%] 9.4%| 7.4%| 6.3%

Source: IMF"World Economic Outlook Database (April 2008)"
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(GCC countries maintaining higher income level than Asian countries)

The real GDP per capita growth rates of the GCC countries have significantly increased in recent
years (see Figure 1-3-129). For example, Saudi Arabia, a country with the largest population in the
GCC countries, of 23.61 million, had stable and high real GDP per capita growth rates from 2003 to
2006. In addition, in view of the nominal GDP per capita of the GCC countries, these are the markets
capable of buying high-value added products when compared to Asian countries (see Figure 1-3-130).
Therefore, the GCC countries are considered to be promising markets for Japanese companies.



Tablel-3-129 Changesin real GDP per capita growth rates of GCC countries
year-to-year basis, %)

2003} 2004 2005 2006 2007
Bahrain 5.7] 4.2 5.7 4.5 4.5
Kuwait 11.5 2.4 2.6 -0.1 0.6}
Oman 1.4 45 4.8 51 5.4
Qatar 1.2 11.7 3.8 4.8 2.9
Saudi Arabia 5.1 2.9 34 18 1.6
UAE 5.5 3.6 -0.9 6.2) 1.2

Source:lMF(2008 "World Economic Outlook Database April 2008"

($/ people) Figurel-3-130 Nomina GDP per capitaof GCC countries and major Asian countries (2007)

70,000

62,914

60,000 | - - - - - - - - - oo

50,000 | - - - - - - - - — o m -

30,000

20,000

10,000 4 1 [ e | e -
3,166
" 2,012 1,641 792
0 1 1 T )
S < & & 52 s
& N *ﬁé\ & N S 60& N
= &

Source: IMF "World Economic Outlook Database (April 2008)"

(Current import situation of major GCC countries)

The import values of the GCC countries have been increasing because of increased income
resulting from a significant rise in crude oil prices. The total import value more than tripled from 75
billion dollars (2000) to 236.7 hillion dollars (2006), which exceeded the growth of exports (see
Figure 1-3-131). On the other hand, the growth of the imports from Japan is lower than that of each
GCC countries’ growth inimports. As aresult, the ratio of the imports from Japan to the total imports
of each GCC country has been dropping.

In terms of the import values of the most populous state in the GCC courtries, Saudi Arabia, in
2006, the top three import partners for Saudi Arabia were the United States (14.7%), China (8.7%) and
Germany (8.2%), and in 2006 the countries showed a year on year increase of 11.2%, 31.4% and 12%,
respectively. Thus, as the total imports of Saudi Arabia increased, the imports from those countries
also steadily increased. However, the growth rate of the exports from Japan (8%) was -0.7% and its
export values decreased?®.

In terms of the imports of the United Arab Emirates as the second most popul ous country after
Saudi Arabia, the top import partners (2005) were U.K. (115%), China (29.9%), U.S. (108.6%), India

200 Zaidanhoujin Sekaikeizaijyouhou Service (2008a) “ARC REPORT 2007 SAUDI ARABIA”
1



(25.4%), and Germany (21.1%), and the year on year growth rates of imports among those countries
has increased drastically. However, the growth rates of the exports from Japan stayed at 5%

billion $ Figure 1-3-131 Changesin export values of GCC countries
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(Economic developments of GCC countries)

The crude oil export values of the GCC countries including Saudi Arabia, which are some of the
world’s largest crude oil producers, accounted for 90.1% (2006) of total export values. Their
economies, which are overly dependent on resources for acquiring foreign currency, conti nue to boom
while the resource prices keep rising. However, when the resource prices decline drastically it reduces
their purchasing power and as a result economic growth may be sluggish.

Therefore, while the prices keep rising, most of the resource dependent countries need to take
certain measures, including making high value-added investments, such as the construction of
petroleum refining facilities using accumulated foreign currency reserves, and the creation of new
industries in fields other than those related to the resources, as well as making investments in
infrastructure for that purpose. In fact, various projects including the construction of petrochemical
plants, the development of resort complex facilities, and the construction of the sea bridge linking
Bahrain and Qatar are underway in the GCC countries.

Moreover, the so-called oil money investments of the Sovereign Wealth Funds, such as the Abu
Dhabi Investment Authority in United Arab Emirates, which invest vast amounts of foreign currency
gai ned from crude oil exports, will be put to good use.? In recent years, investors in the Middle East
have kept an eye on countries such as Ching, India, Indonesia, and Malaysia,”®® and the connection

201 Zaidanhoujin Sekaikeizaijyouhou Service (2007a) “ARC REPORT 2007 UNITED ARAB EMIRATES’
1
202 For Sovereign Weslth Fund, refer to Section 2-1

203 Hatano, M. « TAKAKUKA ASIA SEKKIN DORU BANARE NO YOSOU SARERU 2007NEN NO GCC KEIZAI”



between the GCC countries and Asiamay be further strengthened in the future, including an expansion
of the Islamic financial system.

Meanwhile, growth rates of commodity prices were quite high, reaching 11.8% in Qatar and 9.7%
inthe United Arab Emirates in 2006. In terms of Saudi Arabia, whose commodity price growth rate
was 2.3% in 2006, the growth rate has accelerated compared to 0.6% in 2005. Therefore, the GCC
countries should take appropriate action in response to inflation.

(Future of GCC countries)

The total population of 6 countries which belong to the GCC countries is approximately 34 million,
whichis equal to one-quarter of the Japanese population. Compared to China with a population of 1.3
billion, Indiawith 1.1 billion and ASEAN with 560 million, the GCC countries have a small
population.

Meanwhile, a characteristic of the GCC countries is their large population of the young. In Saudi
Arabia, the youth population under 24 years old whose consumption propensity is thought to be
relatively high accounts for 53% of the total population of the country. In addition, interms of all the
GCC countries, the population under 24 years old accounts for 49.5% of the total population, whichis
equivalent to 17 million. For instance, considering that young under 24 years old in Japan account for
24.4% of the total population of the country, it seems that the GCC countries have a market potential
as young markets.

Further, the GCC countries are surrounded by countries with large populations, such as Egypt
(80.4 million), and Iran (65.4 million). For instance, if one considers the 20 countries in the Middle
East and North Africa (MENA) as one market, the total population reaches 300 million and the
nominal GDP and its growth rate for this massive market are 1190 hillion dollars and 8.9%,
respectively, (average from 2000 to 2005) which exceeds that of ASEAN.

In the future, Japanese companies are expected to enter the GCC countries and conduct business
from offices within those countries in order to develop the market in MENA.

For instance, UniCharm Corporation, a company which deals in commodity products, is one of the
Japanese companies which is proactively engaging in business activity there. The company has
focused on the economic growth and the population growth in Saudi Arabia and the potential for
market growth in surrounding GCC countries. It has linked up with a Saudi Arabian company to
undertake licensed production of commodity products since 1993.The local company needed to gain
the product devel opment capability and manufacturing technologies necessary to achieve expanded
sales and its intention matched UniCharm’s strategy of expanding its overseas business; thus
UniCharm made the local company its subsidiary in 2005. As aresult, the company succeeded in
expanding its sales network and increasing its sales figures. Integrating the strength of the local
subsidiary in sales and marketing into the existing manufacturi ng technologies of the company has
contributed to the growth of sales which exceeds the market growth. While the local subsidiary
considers the GCC countries including Saudi Arabia as its consumer markets, it engages in activities

204 The commodity price growth rate in Saudi Arabiais relatively steady. One of the reasons is that petroleum product prices can be set low by using subsidies.



to capture the massive MENA market by exploring new sales channels in MENA, at the same time
making Saudi Arabia the base of operations for its exporting activities. In addition, it focuses on the
fact that there is a common language, Arabic, in MENA. As amethod of communication, includingin
packaging and advertisements, the standardi zed language contributes to creating a unity of market and
can be convenient for conducti ng business operations.



