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Abstract

When evaluating the investment needs and ways & them, often the focus is on the
size of the investment requirements and the patesurces to finance them. But indeed
there are considerable amount of capital resowreaable, both globally and regionally,
that could meet the investment needs. In caseodhBast Asia sub-region, the
investment needs, albeit being large, represegtaosmall percentage of the sub-
region’'s GDP.

However, the critical issue is the investment ctenander which the investors operate,
which impacts both the size of the investment andces of financing; and, evidences
are strong that a sound investment climate is ysassociated with greater economic
integration. In this context, few groups of couggrcan benefit from integration as much
as the countries in Northeast Asia sub-regionjqaatrly in infrastructure sector.

The paper provides a broad discussion of Eastigi@n’s growth prospects. It
emphasizes on individual countries in the Northeabtregion, to provide an estimate of
their investment needs for the energy sector akasein indicative estimate for their
broader infrastructure needs over the next 10 ydathen examines the implication of
the investment climate on investment growth, byidiscusses the benefits of greater
economic integration for the countries in the segion, and concludes by proposing a
framework for a strategic approach to meet thestments needs.

I. Growth Prospects and the Size of the Investmemieeds

Although the focus of this conference is on Nortteesia sub-region, considering the
high level of intra-regional trade among East A®anonomies, it would be useful to first
briefly review the growth prospects for the EasiaAggion as a whole.

There is a vast body of public information thatyades outlook for East Asia’s economic
performance. Therefore, a detailed discussioh@fé¢gion’s growth prospects is not
necessary. Briefly, given the region’s impresgeeformance prior to ‘97/°98 crises, its
rapid recovery afterwards, China’s unprecedentsthgwed economic growth, and
dynamics resulting from intra-regional trade, ih ¢ assumed that--barring any
unforeseen major disruption--the robust economoevgn of the region will continue in
the medium term. However, because of the regibe&yy reliance on external market
(about 2/3 of the regions exports go to the coastoutside the region), and of its trend
towards global integrations, its economies canedsblated from vulnerabilities of



global economy. For the purpose of this papes, @ssumed that 2004 will bring a
growth of about 6% to the region, the growth in 20@ll be slightly below 6%, and that
the average annual growth for 2006-2015 will beu&05%.

With regard to the Northeast Asia sub-region, thpgn focuses on growth prospects and
investment needs of China, Japan, Republic of K{RR€xK), Mongolia and, limitedly,

the Democratic People’s Republic of Korea (DPRKiegithe absence of reliable and
recent data on DPRK’s economy and infrastructuhe. @aper does not review Russia’s
Far East region, since an isolated analysis ofrdgsn without discussing the entire
country may not provide a meaningful input to tiexdssion. However, the economy of
Russia’s Far East region is indeed closely tietthéoeconomies of Northeast Asia sub-
region, and has great potential for integratiomtipalarly in the field of energy and other
infrastructure.

Also, for the purpose of this analysis, the papeu$es on energy sector investment
requirements, although an order-of-magnitude feritivestment needs of the larger
infrastructure sector (including roads and telecamications) is also provided for each
country. Energy represents the largest sharevesiments within the infrastructure
sector, and, together with roads and telecommunitatepresent over 85% of the
infrastructure investment needs.

China

China’s economic performance up to now has bediarstélthough there could be
some slowdown (partly by design), a robust growtbxpected to continue for the
medium term. It is estimated that China will fimi2004 with a growth of about 7.5%, its
2005 growth will be about 7.0%, and is assumeditivaitl continue to grow at an
average rate of 6% per year for 2006-2015. Thwet growth is in line with country’s
strategy to eliminate overheating and to avoidsihealled “hard landing.” The road
ahead for China would be challenging, as it is gadlgf emerging from the easier phase
of liberalization and moving into the more difficskructure and institution building
phase.

With regard to its future investment needs, theyusithbe assessed in the context of three
elements which underlie Chinese economy: urbamizatlobalization and

modernization. In the energy sector, even undenaearvative growth scenario, the
investment requirement would be large, both foraasing the domestics energy supply
and to provide infrastructure for imported ener@hina’s need for a significant share of
the world’s oil and gas supply will position it tontrol important signals to the market as
the strategic buyer. Some estimate that the erdgmand increase in China is causing a
fundamental global shift in the price of oil (i.egme US$5-US$10 a barrel). Even
taking into account the gradual decline in the gnantensity due to increased efficiency,
and assuming that energy prices will recover thdirrconomic cost of supply within the

! Energy projects are capital intensive. Globadlgctricity and road each represent about 40% of
infrastructure sector’s investment. The shardefdlectricity is half of the roads in low inconmuatries,
but in middle income countries electricity is daukhat of the roads (reference 3).



next 3-4 years, it is expected that demand for @nynecommercial energy in China to
grow at about 3% per year over the next 10 yedhere would be a gradual decline in
the shares of coal and oil (but not in their absotwnsumption levels), and an increase
in the shares of natural gas and nuclear, althtluglatter two would still represent small
shares in the overall primary energy mix.

It is estimated that China would need an investroétS$700-US$725 billion over the
next 10 years for its energy sector alone, abaettfourth of which would be for the
power sector (generation, transmission and digtaby® The investment in the gas sub-
sector is expected to be US$25 — US$30 billiortHerperiod, and the balance is equally
divided between oil and coal. Investment needef@rgy and other infrastructure
(mainly roads and telecommunication) is estimatelet about US$1,200-1,500 billion
for the next 10 years. Overall, China will speboat 6% of its GDP per year for new
investment and maintenance, to meet its infrastreateeds over the next 10 years.

With regard to the source of financing, there wastitl be a continuing need, albeit at
reduced level, for concessional external financimbe role of the private investors will
continue to be hampered by unclear legal framewarkreluctant by the private
investors to accept provincial government guarant8derefore, the financing of
infrastructure in China for the medium term is eotpd to be dominated by the public
sector (directly or indirectly), although it withcreasingly shift to the private sector over
the next 20 years. In the energy sector, becdube @rivate investors preference for
quick payback, nuclear, hydro and clean coal teldyyoare not expected to attract major
private fund.

Japan

Japan’s economy appears to have finally reverseadkitline and to be on the path of
sustained growth. It grew at 2.7% growth in 2008 B expected to grow at 4% in 2004.
Whether Japan’s recovery is sustainable over thdiumeterm is an ongoing debate
among the economists. Nonetheless, it is expeébtadsome of the Government’s
initiatives, such as cleansing the banks with loath$ and the so called “reform without
sanctuary” strategy, would bear fruits and proviteimpetus for sustained growth . For
the medium term, it is assumed that it will growi &%-2% per year.

For the purpose of this paper, it was not deemedssary to evaluate Japan’s investment
needs for the energyl/infrastructure sector, pderbusince Japan meets its future
investment needs virtually all from internal sow¢many of the utilities use their

internal cash or corporate-based borrowing to fieahe investment).

Republic of Korea (ROK)

ROK had a relatively weak growth in 2003 (about 3ftinly due to weakness in
domestic demand. Although the economy picked W#0D0B¥ and as the result of strong

2 |EA estimates that China’s electricity generatector alone would require about US$800 billionrove
the next three decades (references 1 and 2).



growth in export the growth is expected to be ala8at the weakness in domestic
demand continues and, more alarming, the corpersgienditure has slowed
substantially. However, for the medium term thpagts are expected to remain strong
and Korea’s economic outlook is considered staliles estimated that the economy will
grow at an average of 4% over the next 10 years.

Regarding investment needs of its energy secteaylgl the 8%-9% annual growth in
primary energy demand that prevailed over the fhase decades, will no longer be the
case. Assuming that Korea will liberalize allétsergy prices by 2007, and adopt an
aggressive energy efficiency implementation prograparticularly in the heavy
industries such as steel, cement, chemical andgetmical—its primary energy demand
will grow at about 3% - 3.5% per year over the rEXtyears, with natural gas at 6%-7%
(having the highest share of growth), followed bwl¢c nuclear and oil. The electricity is
expected to grow at about 3% per year.

The total investment needs of Korea’'s energy semter the next 10 years is about
US$75 billion, over 85% of which will be in the pewnsector. Its infrastructure
investment needs (energy, roads and telecommumigas estimated to be US$155
billion for the period.

Financing of energy project in Korea has shiftephsicantly over the past 10 years,
from government and government-based borrowingtparate based commercial
borrowing, and shifting gradually to domestic mark&his trend is expected to continue.

Mongolia

Mongolia, with a GDP per capita of about $460, had an average growth of about 4%
over the past couple years. The Government hatsgatget annual GDP growth at 6%
for the next 5 years. However, Mongolia will fasmme challenges to achieve this
objective. If Mongolia were to achieve this goadainly through sustaining a private-led
growth--it needs to push towards greater integnatrdh regional and international
economies, and remove impediments to private seeiticipation. Considering these
factors, as well as the strong demand for its esgoopper and cashmere) and the recent
progress made on the restructuring front (publielgmise reforms), it is assumed that
Mongolia will grow at an average annual rate of d%er the next 10 years.

A preliminary estimate of Mongolia’s energy investm needs indicates that it would
require about US$500 million over the next 10 yeansieet those needs. Further, it is
assumed that about 7% of its GDP is needed to itsaafrastructure investment
requirements for the period, or about $85-US$100om per year (including investment
for maintenance).

Regarding source of financing, the public sect@xigected to continue to play the
dominant role either by providing direct financiogfacilitating the sectors borrowing by
guaranteeing the loans.



Democratic People’s Republic of Korea (DPRK)

Although the lack of reliable information on the BIR precludes definitive statements
about various aspects of its economy, experts usallg agree that the country suffers
from two acute shortages: food and energy. Itgjambus energy resources are limited
to coal and hydropower, as the country has naatliral gas, geothermal resources or
usable nuclear energy. Even coal and hydropovgerves are inadequate, relative to
consumption needs. While details are sketchy jdeiexperts believe that when
accounting for suppressed demand, DPRK meets atflphits energy needs.

To rehabilitate the energy sector so it can meettuntry’s energy needs in a reliable
and efficient manner, a large investment (relativéhe size of its economy) will be
required, perhaps some $30 billion over the nextedds. Clearly, resources of this
magnitude will not be available to DPRK in the ndaure. Even if they were, meeting
DPRK’s investment needs presents complex issugeioptimization of the investment
program. For example, although new generationaigpeould be needed, it may first be
necessary to rehabilitate an existing plant, sinadl take 4-5 years for the new
generation to come on stream. Or, while a feeilizlant may need to be rehabilitated
(and refineries revamped), it may be essentiatit@lly import fertilizer and diesel oil.
For infrastructure, rough estimate indicates thatould need about US$75 billion for the
period, for new investments and maintenance anergy, roads and
telecommunications infrastructure.

DPRK has the highest to gain by meeting its infrattire investment and maintenance
needs through sub-regional integration. Such @& iplahe short term (4-5 years) would
include four overlapping phases: stocktaking, ingyarapacity building and “light”
rehabilitation. The longer-term objectives (5-2@ng, would also have four overlapping
phases; conducting deeper analytical works fanftastructure investment needs and
strategy, “heavy” rehabilitation, regional integoatand new constructich.In particular,
the potential for DPRK’s energy system to be indiégnl into some of the neighboring
countries energy network (China, Russia and ROKgdes serious considerations. The
integration could be through energy trade (impapdet), or DPRK facilitating a transit
route.

Total Size of the Investment Needs

Based on the above, the total energy investmemtsngeChina, ROK, DPRK and
Mongolia over the next 10 years is estimated at8084JS$830 billion. The indicative
estimate for meeting the infrastructure needs (@nes well as roads and
telecommunications) of these countries is estimatdm US$1,400-US$1,700 billion
over the next 10 years.

These are clearly “ball park” estimates, functiémany variables such as domestic and
international prices, structure of the sector,|dual, regulatory and policy framework,
the performance of global and regional economexjriology and innovations, and

3 Reference 5.



political environments. Nonetheless, the thrughefdiscussion does not change, in that
the demand for energy and infrastructure in theregiion will continue to increase
substantially, the corresponding investment neédseosub-region would be large, and
the financing required to meet most of these imaestts would have to come from the
private sector, regionally and internationally.

II. Investment Climate and Integration

Although the size of the above investment is labgg,it is still small in relation to the
size of the sub-region’s GDP. The available reseaine global capital market could
easily meet a multitude of this size investmente Thallenge however is to develop an
investment climate which would be attractive tospte investors.

Investment Climate

“Entrepreneurship is everywhere. It is the climatevhich they have to operate that can
frustrate their effort™ It is only recently that we have begun to analgazd quantify the
cost of doing business in different countries. Sahthe result are revealing in that the
negative impacts of an adverse business climatevastment growth is far more
significant than originally perceived. Good invasht climate is conducive to higher
productivity. Investment climate includes the cowistinstitutional, legal and regulatory
frameworks, as well as the environment under whigtry day business is conducted,
from frequency of power outages to the number gbdaquired to clear an
export/import items from the customs, or to getlaghone line connection.

While the negative impacts of these elements dfereint on different economy, their
common feature is that that they all act as a tbetger to slow the growth. For
example, a recent survey has shown that the inves$tighest concerns in developing
Asia are corruption, inflation and policy stabilttyin countries that these may not be the
issue, a country’s high tax, for example, can ad barrier. Although appropriate tax
policies are effective instruments to promote ddroesd foreign investments, the most
effective instruments are those which remove obetdo growth such as heavy
regulations, lack of infrastructure and inadequéétutions. The cost of heavy
regulations on investment climate is high by anypsuee®

The average difference between poor and rich casndn “doing business” cost
indicators is threefold.Another survey shows that companies in countri¢is positive
conditions in areas such as corruption, policy admtability, high taxes and poor

* Reference 7.

® Reference 7.

® It must be noted that regulations also exist aséhcountries in which the cost of doing busingsstiong
the lowest (i.e., New Zealand), but regulationslass costly and burdensome (reference 9).

" Reference 9. For example, the survey has shoatritttakes 153 days to start a business in Majtuto
2 days in Toronto; it takes 21 procedures to regisbmmercial properties in Nigeria, but 3 procedun
Helsinki; it costs about US$2,000 to enforce a k@mwitin Indonesia, but costs US$1,300 in Korea; and
India, a creditor gets 13 cents on the dollar secaf a debtor’s bankruptcy, but in Japan it gétséhts on
the dollar



domestic financial market, experience on averagges growth which is 11% more than
those operating in the countries which these facioe negativé.Further, there are
indirect costs associated with doing businessrnagative investment climate, such as for
example the tendency of the firms to underrepaemees where there is weak policy
and institutional conditions.

The evidences are thus overwhelming that investmlenate has a significant impact on
investment growth, including the size of investmamd sources of private sector
financing—and private sector sources would havedet the lion’s share of the
investment needs.

Integration

An essential element of a sound investment clinsademeaningful integration. China is
far higher on the list of countries that are easgld business than, say, Brazil or
Argentina. It takes 5-6 days to clear import iraSghai custom but it takes up to 15 days
in Rio custom. It takes up to 5 months to obtaiael@ephone connection in Dhaka but it
will take only seven days in Tianjin. The losseg tlb power outage (% of total sales) in
Karachi are 6% but in Shanghai is 1.5%While individual country’s trade policies play
an important role in the growth of investment, haybductivity is partly related to the
greater integration that comes with sound investroemate: there is strong correlation
between investment climate and integration. Chiseseess over the past two decades
can for most part be contributed to providing asieabusiness environment and striving
for greater integration.

The Case for Northeast Asia Sub-regional Integratio

While a detailed analysis regarding the feasibdaityl benefits of greater integration
among the Northeast Asian countries is outsidestiope of this paper, indications
strongly support that there is indeed significaamdfits to be gained through greater
integration.

Japan, China and Korea have three of the largesgforeserves globally. China is
Korea’s largest export market, and Japan and Karealiscussing Free Trade
Agreement. When considering the small size oMi@agolia’s economy and its limited
endowment, the country can surely benefit fromaegi integration. Sub-regional
integration can also bring substantial benefitORRK. Further, integration among the
countries of the sub-region is not mutually exaledrom their bilateral integrations such
as between Japan and ASEAN, or China and ASEANadn it would enhance the
investment climate and growth of the sub-region.

8 Reference 7. Also, if hypothetically improvemecas be made on all aspects of the “doing business”
indicators in a country to reach to the top quauif countries, annual economic growth can be daigean
estimated 1.4-2.2 percentage points (reference 9).

° Reference 6.



However, thus far no concrete action has been takeards greater integration of the
sub-region, particularly in development of a networ infrastructure projects which
could benefit several member countries.

[1l. Conclusion and a Proposed Framework for a Straegic Approach

Global and/or regional financial markets can easiet the capital resources required
for the sub-region’s investment needs. Howevegtigcritically important, and
challenging, is to create a market-friendly investitnclimate. The negative impact of an
adverse business environment is significantly highan perceived, impacting the
investment growth and the efficiency with which theestments are implemented. An
essential element of a sound investment climatteei€conomic integration,
internationally, regionally, or sub-regionally, th® appropriate case may be.

A strategic approach to meeting the sub-regionvestment needs would have to be
based on improving the investment climate withim ¢deonomies of the member
countries, and on greater integration in the subregThe preliminary indications are
that the sub-region would benefit substantiallyrfrgreater integrations, particularly in
the infrastructure sector. Such an integration wagt have a negative implications for
bilateral integrations of the member countries waither regions, or internationally. In
fact, it would enhance the investment climate ammavth of the sub-region.

However, despite potentially vast benefits, thus/@y little concrete actions have been
taken to this end. To promote the sub-regionagration, the framework for a strategic
approach should include;

» Carrying out a cohesive and impartial assessmethieoksues and options for
greater sub-regional integration including its iro@lions for the investment
and economic growth of the member countries;

» Establish, as the key first step, a forum (or gjtean an existing one) with
sufficient authorities and resources to facilitgteater integration;

» Take concrete steps toward implementation of aipalymfrastructure
project--in energy, transport, or telecommunicatipreferably involving
more than two countries--in order to provide anrapenal impetus for
greater integration; and

» Consider establishing, at a later stage, a finhimtiermediary mechanism, to
stimulate securing the financing for the sub-re@amvestment needs.
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