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Multinational firms have established production networks in
East Asia.

How? By splitting up processes and reallocating producti
blocks across the region based on relative endowments
capital, skill, labour and physical and institutional
infrastructure.

(3) The resulting efficiency gains have been en



Rapid increases in international trade of intermediate ‘
goods (see ()

China’s role in global triangular trade

(a) China imports intermediate goods mainly from other
East Asia, not many from U.S. (see )

(b) China then exports processed goods to all over the
world market including the U.S. (see ®)

(c) A result is China’s trade deficit with other East
China’s surplus with the U.S. (see @)

(3) Continued rises in both the exports/GDP ar
ratios in East Asia (see ®)



Figure 2. Japanese Intermediate Goods Exports to East Asia
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Table 2. Japanese Intermediate Goods Exports to East Asia (Billions of U.S. Dollars)
Regions 1993 1936 1993 2000 2001 2002 2003 2004

China 6.2 9.2 10.1 12.1 12.6 15.6 21.1 20.7

ASEAN 4 12.0 14.3 15.4 15.5 15.5 19.¥

5. Korea + Taiwan 14.5 16.3 20.1 15.0 16.6 22.9

Note: The data are defined in Appendix 2.

Source: CEPII-CHELEM Database




Figure 12. China's Imports for Processing by Country and
Region
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Table 8. China’s Imports for Processing by Country and Region (Billions of U.5.
Dollars)

1992 1995

39 15.6

S. Korea + Tatwan 5.0 17.9

ASEANS B | 4.2
Uus. 20 3.7

Hong Kong 16.6 6.3

Source: China Customs Statistics (2006)




Figure 13. China's Processed Exports by Country and Region
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Tahle 9. China’s Processed Exports by Countrv and Region (Billions of U.S.
Dollars)

Regions 1992 1995

35 148
Japan

S. Korea + Tatwan 0.8 5.0

ASEANS 0.3 34
Us. 271 | 172

24 8.5
249 189

Europe
Hong Kong

Source: China Customs Statistics (2006)




China’s Processing Trade — 1993 and 2005

I EEEEEEEE—————————————————————————————————————————————————.
Balance of Trade (billions of US Dollars)

3. Korea
1993 World &Taiwan Japan ASEANS Hong Kong  United States Europe  Rest of World

Balance of trade -122 -14.0 -1.5 -13 11.60 6.3 35 -3.8
Normal trade 52 0.3 0.7 : : 0 -2

Processing trade 79 95 R = : E 9.7 42

Others -252 -49 69 i 1. -34 58

2005

Balance of trade 102.00 -00 84 -16.42 23 225 11427 6137

Normal trade 3543 -1291 -2.45 : 215 2691 1436 -14.01
Processing trade 142 46 -69 25 4.49 : .05 9294 60.42 -17.88
Others -75.88 -17.69 -18.46 2.4 3. -3.58 -13.41 -13.91

Notes: Source: Gaulier, Lemoine, and Wal-Kesenci (2005), China’s Customs Statistics, and calculations by the authers. Eunrope includes Austria, Belginm,
Denmarlk:. Finland, France, Germany, Greece, Luxembourg. Netherlands, Italy. Portugal. Spain. and Sweden.




Figure 20: Exports and Imports of Goods by East Asia
(excluding Japan)
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Note: East Asia excluding Japan includes China, Indonesia, Malaysia, Philippines,
Republic of Korea, Thailand, and Taiwan.
Source: CEPII-CHELEM Database




1. Another global value chains connecting from U.S. to
Taiwan and China?
-How different from East Asian production networks-
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(@) Only In the late 2001, Taiwan government de-regulated
“outgoing” FDI of the Taiwanese notebook PC companies
Into China.

(b) Taiwanese ODMs had sometimes to accompany
professional suppliers

(2) Multi-layered production networks
(a) high-value added suppliers of OS and MPU

(b) internationally well-known brand makers

(c) Taiwanese ODMs, professional first suppliers,
consisting of

(i) 50—~100 relatively large scale firms
(i1) several to ten thousand employees per firm

(i) highly professional suppliers of connectors, batteries,
switches, displays, etc



ge number of producers of basic industrial

lals

everal thousands of small-medium scale firms

() varying number of employees around a few hundreds

(i) engaged in casting, forging, plating, module
assembling, etc: these are manufacturing base

(e) second and third suppliers, Taiwanese and Chin



(3) Handling great uncertainties and risks
(@) High degree of uncertainties:
(1) extremely rapid technological changes
(i) volatilities of market demand
(i) ever shorter product-cycles

(b) Adopt literally real time management systems
regarding every aspect of productlon and transaction

arrangements: “build to order” systems, through the use
of ITCs

(c) A key management issue: how the global value chain
can efficiently and effectively work when ITCs are
utilized by brand makers and ODMs but not necessarily
by all suppliers. Small-scale and large number of
suppliers, in Mainland China, lack the digital network
management



(1) Service Link Costs

Governments should seek to lower costs of service link
between production blocks in order to facilitate the
functioning of the geographically separated blocks. Both
physical and institutional infrastructure should be
strengthened:

(a) Highways, container yards, and airports;

(b) ICT infrastructure; and

(c) Market-supporting institutional infrastructure:
enforcement of laws, enforcement of private
contracts, corporate governance, and legal remedies

when firms violate intellectual property rights
agreements, etc



(2) Technology Transfer

Public-private cooperation can help countries advance from
Imitation to assimilation and, finally, innovation.

(@) Both technology and managerial capability transfer are

an essential element of this process.

(b) When indigenous workers are well educated, such

(€)

transfer can be more effectively expedited.

Since it takes some time for transferring technological
and managerial capability, the long tenure of foreign
firms in host countries is important. Therefore, it IS
necessary to sustain FDI-friendly environments,
Including consistent and coherent enforcement of laws
and regulations at all governmental levels as well as
stable macroeconomic fundamentals.



(d) A strong local knowledge base is also essential if firms
are to become involved in engineering and design.

(e) To build this knowledge base, high quality education in
science and mathematics at secondary school level and
scientific training at university level is needed.

(3) Free Trade Agreements

To enhance the benefits and quality of free trade
agreements (FTAS), it is important to reduce the scope of
sensitive items in both developed and developing economies
and to enlarge the area covered by individual FTAs.



(4) Bilateral Investment Treaties

(@) High quality bilateral investment treaties (BITs) should
be used to attract and retain foreign investors in host
countries.

(b) They should provide for:

(1) Investment protection (compensation for
expropriation and fair and equitable treatment to
avoid wrongful termination of government contracts);

(i) Investment facilitation (transparency of relevant
laws);

(i) Investment liberalization (freer market access and
national treatment); and

(iv) Dispute settlement

(c) Minimum standards, not necessarily high standards,
should be satisfied, particularly about above (iv) as well

as (1)



g global imbalances: Appropriate Policy Mix of
e Rates and Domestic Demand

<

Basic characteristics of new global imbalances
1) Large US deficits
(i) East Asian surpluses after the 1997-98 Asian capital

account crisis -- @ '
0 og

(i) Issues of sustainability of the current account |

(iv) Most important US policies: Increases domes



Countries That Export Capital’

East Asia
35%

Other
countries

65%

Countries That Import Gapitiﬂz

Other
countries

35%
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(Billions of USE)

Bilateral trade

; Exports .
Country/Region IS balanc; glth the

Japan ob 83
China 42 202
Crisiz-hit
Economies

Indonesia

Malaysia
Philippines
South Korea
Thailand

Non-crisis

Economies
Hong Kong
Singapore
Taiwan

Total of East Asia
including Japan

U.5. Total with the
Rest of the World

Source: US Census Bureau (2006) and World Economic Outlook database, April 2006.

Note: For companison, exports from the U.S. to Europe equaled $186 billion. imports to the U.S. from
Europe equaled $309 billion, and the trade balance equaled -$122 hallion.
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Source: Key mdicators. Asian Development Bank
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Orwn total financial
assets. gross
% of U.S. GDP
External assets,
Gross
% of U.S. GDP
%% of 1ts own financial assets
Net external assets (NEA). US. §

2004

10 vears later

Eventually

Us.

. ROW

U.S.

. ROW

s  ROW

$36 Trillion
300%

%9 5 Trillion
T8%
26%
-2.5 Trillion

$40 Trllion
333%

$12 Trllion
100%

30%

2.5 Trillion

$62 Trillion
300%

$16.2 Trillion
78%
26%
-13.2 Trillion

%69 Trllion
333% 333%
$20 6 Trillion
142%

43%

13.2 Trillion

78%
26%

198%
60%

If net interest rate on NEA = 0%
120% 120%
40% 36%
If net interest rate on NEA = 1%
150% 150%
30% 45%
If net mnterest rate on NEA = 2%
200%% 200%
67% 60%

% of U.5. GDP
% of 1ts own financial assets

-21%
T%

21%
6%

64%
21%

64%
19%
% of U.S. GDP

% of 1ts own financial assets

% of U.S. GDP
% of 1ts own financial assets

Eventual net external debt/GDP = ¢/ (g-r). where
¢ = current account deficit/GDP

g = nonunal growth rate of the economy

r = nomunal interest rate on net U.S. external debt

Assumptions: ¢ = 6%, g= 3%. U.S. wealth=300% of U.S. GDP.
at the same rate, Percentage of U.S. wealth in foreign assets = 26%.

ROW wealth =333% of U.5. GDP. U.5. and ROW wealth grow




(0) In order both to expand domestic demand and to reduce

(d)

too strong export-orientation in East Asia, the right policy
miX will be indispensable, that is, simultaneous policies of
both domestic absorption expansion and exchange rate
appreciation. This is because domestic demand expansion
policy alone without currency appreciation would lead to
overheating.

The domestic demand expansion policies include both
physical and human infrastructure building (e.g., education
particularly in rural areas), deregulation to promote
competition and productivity growth in the non-tradable
sector, and social safety nets so that consumers would
have lesser need for precautionary savings.

Free floating regimes would be inappropriate for developing
countries in the region, but greater exchange rate flexibility
In the context of a multiple currency basket-based
reference rate with a wider band would be preferable.



(e) To sustain the efficient production networks in East Asia,

()

relatively stable exchange rate relationships will be
preferable among East Asian countries: coordinated
exchange rate policies in the region.

In addition, East Asian countries should consider seeking
higher returns on their existing excess reserves

(those above what are needed to be prepared for a
capital account crisis) by investing excess foreign
reserves in external assets with risk-adjusted higher
rates of return as compared with short-term US treasury
bills. (please see the case of Singapore, ®)



Singapore: Foreign Reserves and Investment Account (GIC)

Foreign reserves US$128 9 bil, May 2006
(A) Monetary account 289 bil (7)
(B) Investment account 100.0 bil, March 2006
(C) Allocation
(1) By country US 45%
EU 25%
JA 10%

(2) By assets  Equities 50%
Bonds 20-30%
Private equity ~
Real estate L 20%
Commodities et
HK shopping malls and Malaysian automaker

(D) Rates of return (1981-2008, annual average)
Global nominal rate of return 8.2%
Global inflation 2 9%
Real global rate of return 53%
Nominal rate of retumn
In terms of
Uss 95%
Sin$ 8.2%

(E) Management
By institutional investors 25%

(Source) Assembled from Statement of Lee Kuan Yew, Chairman of Govemment of
Singapore Investment Corporation, 12 July 2006
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1.3 billion and 1.0 billion, respectively, and high growth
of 8—~10 percent per annum.

(2) About 20 high growth Japans (her population of 0
are emerging simultaneously? This is the thrust of
called globalization.

(3) However, sharp differences between China and |
regarding development processes.



differences :

of Goods versus Exports of Services

different development path
. Different impacts on advanced economies

V. Different political regimes



Four basic differences

EXports of goods versus Exports of Services

(1) The value of exports of “goods” from China is ten times as
large as that of India (“Made in China” is visible all over the
world markets, but “Made in India” is not).

(2) This is because the Chinese economy is firmly embedded in
the Eat Asian production networks: China imports a lot of
technology-intensive intermediate goods from the rest of Asia
(Japan, Taiwan, Korea, ASEAN), processes them as final
products (consumption and capital goods), and exports the
final products all over the world markets.

(3) In contrast, the driving force of exports of India Is software
associated with semiconductors and computers, etc. In
particular, US multinational companies outsource to India the
development and production of software.

(4) IR other words, India is embedded in the U.S. led global value
chains.



|

elopment path
e difference has given birth to the different paths of

successful in the reduction of poverty very rapidly.

(2) In sharp contrast, Indian software industries absorb mai
college graduates, and hence the poverty reductlon IS rat
slow.



[1l. Different impacts on advanced economies

(1) China threatens low-skill workers in advanced countries by
exporting labor-intensive processed final goods and also by
attracting FDI, thereby hollowing-out some industries In
advanced economies.

(2) In contrast, India threatens advance counties, particularly, the
U.S., by taking out jobs in services such as data-processing,
accounting, tax reports as well as call centers.

(3) Although services can not be internationally traded by
Installing them in containers, they can be easily traded, I.e.;
outsourced through the Internet, generating new types of
“trade” conflicts between emerging and advanced
economies under globalization.



V. Different political regimes

(1) China'is a one party-based-authoritarian state, whereas India is a
multi-parties-based-democratic state with general election.

(2) But, the economic development model in China is very similar to the
model employed by many other East Asian countries particularly till
the 1997-98 Asian financial crisis, that is, the mix of the authoritarian
state and growthmanship (high growth policy).

(3) This East Asian development model has been successful, providing
the authoritarian states with some foundation for legitimacy.

(4) However, this development model counters against the so-called
Washington consensus.

(5) In contrast, India suffered from the legacy of British colonization; for
long time and, therefore, adopted socialistic policies of substituting
Imports and foreign technologies by her own domestic sources till the
1980s, resulting in just 2-3 percent low growth rates, failing to reduce
massive poverty.

(6) But now, India exhibits a new development model of the democratic
state-cum-high growth, fitting the best the Washington consensus.



democratize China as quickly and smoothly as
— through building an East Asian Economic

ow to integrate the Indian economy in the global produ
and value chain networks? — ASEAN+4 Economic
Community?
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