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1. Analysis of trade, FDI and portfolio investment

1.1. Overview of BOP, financial account, and domestic markets

1.1.1. Introduction

There are ways to observe the movement of flowstlagid effect on economies. In this
report, we observe data on trade, foreign diresestment, financial flows, and market
information from Balance of Payments (BOP), Mongt&tatistics, and market prices. The
linkage amongst data will lead to explanationshefinovements.

Recording system on BOP uses “net” concept, wiscthe difference between Assets
and Liabilities (or inflows and outflows). This Wwidancel out double records. In this case, it is
possible to assume that the sum of each membetr@sis net information for the region. In
other words, we can observe external regional &@timns by building up individual BOPs.

Moreover, BOP also records cross-border transactdivided in 2 main accounts,
namely Current Account and Financial Account. Fidifr definition, Current Account is the
balance of exports f.0.b. and imports f.0.b. A pesitrade balance shows that merchandise
exports are larger than merchandise imports, wkeeeaegative trade balance shows that
merchandise imports are larger than merchandiseresxg=inancial Account is the net sum of
direct investment, portfolio investment, financidérivatives, and other investment. Direct
investment includes equity capital, reinvested iegs) other capital, and financial derivatives
associated with various intercompany transactiata/iéen affiliated enterprises. Excluded are
flows of direct investment capital into the repogtieconomy for exceptional financing, such as
debt-for-equity swaps. Direct investment abroadussially shown with a negative figure,
reflecting an increase in net outward investmentdsydents, with a corresponding net payment
outflow from the reporting economy. Direct investthén the reporting economy is generally
shown with a positive figure, reflecting an increas net inward investment by nonresidents,
with a corresponding net payment inflow into th@amring economy. Portfolio Investment
Assets and Liabilities include transactions withnresidents in financial securities of any
maturity (such as corporate securities, bonds,spna@ed money market instruments) other than
those included in direct investment, exception@ricing, and reserve assets. Other Investment
Assets and Other Investment Liabilities includefiml@ncial transactions not covered in direct
investment, portfolio investment, financial derivas, or reserve assets. Major categories are
transactions in currency and deposits, loans, aadetcredits. Thus, BOP can represent
cross-border economic activities structure. Sonagagtieristics and unique trend also be able to
interpret from BOP.

While BOP shows structure of external activitiexyridtary Statistics such as exchange



rates and interest rates are instruments whiclienfie on the structure. On the other hand,
other Monetary Statistics, for example, M2, baseeyp and money supply, along with asset
prices are resulted indicators which affected leydhange in BOP.

The relationship of BOP, Monetary Statistics, andrkat prices seems to have high
dependency. For instant, when BOP records hightadafows, it could be detected that at the
same period market prices were rising while inteomal reserve accumulated more. One of the
causes of foreign capital inflows could be monetaojicy that pulled up interest rate. As a
result of high reserve, exchange rate appreciatiomd effect on import and export, as shown
in BOP.

In this section we use BOP data to find the stmectof regional external activities
including characteristics and relationships in geheThen, we focused more on Financial
Account which represented transactions such aDinwestment, Portfolio Investment (both
in equities and bonds), and Other Investment. iéhdu observed the movement of indicators
form Monetary Statistics, weighted on exchangesrated interest rates. The last observation
will be on asset prices and economic growth. We alsserved interactions of BOP, Monetary
Statistics, and market prices, and their movemening 1997 Financial Crisis and the recent
Financial Turmoil.

1.1.2. Overview of BOP

In this section, we observed the movement of Cuerount, Financial Account, and
Overall Balance which showed in Balance of Paymédhirst, we summarize data from each
ASEAN+3 member countries to see the overview trefdhe region. The observation
includes data from Indonesia, Malaysia, Philippjr&sgapore, Thailand, Loa PDR., Myanmar,
China P.R., Japan, and Korea from 1987 to 2007,b8dm from 1992, Vietham from 1996,
Hong Kong from 1998, and Brunei Darussalam from1200

The structure of both Current Account and Finandidount presented a big changed
since 1996. Showing a sharp drop in financial astavhich implied that there were capital
outflows from the region through financial channéhwever, the declining trend had recovered
two years later. During 2002-2004, financial acd¢ouas surplus, on top of the current account;
as can be seen in the increasing of foreign reséfter the crisis, member countries tried to
adjust their currency values by adjusting exchamade policy which leaded to depreciation on
foreign exchange. Thus, the overall balance reathedhighest level. While everyone was
focusing on financial situation in the region, irefdvalue of the region has been increasing
dramatically during the crisis and even acceleratece 2002 due to sharp rise of China trade.

The movement of ASEAN+3 countries Balance of Paymean be observed as follow;



- In pre-financial crisis period, current account whosurplus trend over time while
financial account showed balance or little deficit.

- Since 1992, as capital liberalization had beemdiced to many member countries as
a suggestion to coop with globalization, finaneeatount upward trend but sharp drop
during Asian Financial Crisis.

- Increasing trend of current account surplus duéigh export growth and import
controlling under stabilization process from thisisr

- Little deficit in financial account and large swrplin current account made overall
BOP significantly rose since crisis.

- This imbalance trend made a huge amount of reserm@mulation.

Figure 1-1 ASEAN+3 Balance of Payments
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To have more understanding about the movementatdriBe of Payments, we also
observed on Current Account and Financial Accoapasately in more details;

- Before 1997, regional Current Account had theesémend as Japan Current Account
while after the crisis export boom in China domathtegional Current Account trend.

- Most ASEAN countries had Current Account deflodfore crisis (except Singapore)
and turned to surplus in 1998, only Philippine bad Current Account deficit until
2002.

- Currently, Vietham is the only country that hasrn@nt Account deficit according to
high import, which is almost the same rate as exgrawth.

- Regional trend of Financial Account is dominateyl Japanese financial account



movement due to a development of market capitabaat

- Focusing on ASEAN, Financial Account showed nébivs in the period before crisis.
However, after 1997, the number turned to be ndtosus. This situation also applied
in the case of Korea.

Figure 1-2 Current Account
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Figure 1-3 Financial Account

150000 1

100000 1

50000 1 A
0+

-50000 -

-100000 -

-150000 -

-200000 -

-250000 -
NRQOANMTNONDOOAN®T QN
R o RoRoRoNoRo R Rolo R, NelcNoReNeNoNoNe)
000000000000 000000000
AddddddddddddlNNANA NN

o AFANH3 === ASAN (hing === Jpan ===Korea

Unit: Million USD

In general cross-border transactions of ASEAN+8oisinated by trade which can be
seen as a share of GDP. The structure changee aatit of Current Account to GDP in 1987
was 3.00 percent while Financial Account to GDP wi&9 percent rose to 6.63 percent and
-1.12 percent respectively in 2007.



Figure 1-4 Ratio of CA and Financial Account to GDP since 1987
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1.1.3. Overview of Financial Account

To be more details on financial flows, the struetaf Financial Account has been
observed. Between observations period (1987-20839regated ASEAN+3 financial flows
mostly in deficit, which means there were finan@atflows from the region in most of time.
This picture has been drawn after Japanese mar@isments. On the other hand, if we look
more closely on only ASEAN countries’ financial Wils, there has been opposite movements.
ASEAN Financial Account has been surplus excepindudi998-2003 according to Asian
Financial Crisis. However, there has been apprasdlyastable amount of FDI inflows

continuously.

Figure 1-5 ASEAN+3 Financial Account
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Figure 1-6  ASEAN Financial Account
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Other investments have been a largest portion rdrigial Account significantly. This
partly came from banking-related flows which retleed in mid-1990s, and also from

non-banking related flows which included more septated financial transactions and banking
derivatives such as hedging and carry-trade.
Figure 1-7 Financial Account Structure
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Focusing on portfolio investment (equities and glghthe observation period is 1997
and 2001-2006. Share of portfolio assets in ASEAMrgkets is around 7 percent of total
investment from ASEAN+3 countries on average, msiialler than assets in US markets,
which has approximately 30 percent share. Howéweestment behavior in ASEAN+3 markets
are different form investment in US ones. Portfalieestment share from ASEAN+3 countries
to US markets has declined overtime while the sluirdSEAN+3 gradually declined but
picked up again in 2005-2006. On the other handreslof portfolio investment liabilities to
regional markets is 10 percent on average whilbiliiees to US is about 35 percent. Therefore,
the tendency of intra-regional share is rising twex due to the potential of economic growth
while liabilities to US seem to have little chandédore focus on regional markets both as
creditor and debtor as the investor behavior tacketor higher yield. Monetary policy that
concerned about rising of inflation brought to legbolicy interest rates.

Table 1-1 portfolio investment (equities and debts)

Asset in ASEAN+3 104,918 115,082 102,450 116,367 150,401 183,784 256,648
Total value of investment 946,141 | 1614586 | 1778462 | 2233502 2,629,336 | 2814747| 3285060
Share % 11.09 1.13 5.76 5.21 5.72 6.53 181
Asset in US 341,078 553,821 566,915 706,296 801,831 864,378 934,360
Share % 36.05 34.30 31.88 31.62 30.50 30.71 28.44
Liabilities to ASEAN+3 48,059 93,230 89,625 125,988 161,695 204,861 320,025
Total value of investment 762,826 941,980 841,068 [ 1203854 1579209 2131016 | 2,592,131
Liabilities to US 254479 303,016 300,874 441170 553,280 787,949 978,754
Share % 33.36 32.17 35.77 37.14 35.04 36.98 31.76

Figure 1-8 ASEAN+3 Assets growth
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Figure 1-9 ASEAN+3 Liabilities growth
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The most popular market amongst ASEAN+3 member tci@sns Hong Kong, with 35
percent share of total assets investing in theoredgollowing by Singapore, Japan, China, and
Korea with the share of 29, 24, 7, and 3 percespaetively. Highly developed markets are
main focus for investors because of facilities totchnsactions. Policies that control financial
flows also include in the investment target deaisiol' he top 5 investors are Japan (50 percent),
Korea (15 percent), Hong Kong (12 percent), Singapmd Malaysia (6 percent). The pattern
of investment share structure has been similautiirout the period since 2002.

Similar to regional investors, the investment degtons from US are Japan, Korea,
Hong Kong, Singapore, China, Malaysia, Thailandoimesia, and Philippines while ASEAN+3
member countries which highly invests in US marlketsJapan, Hong Kong, Singapore, Korea,
and Philippines respectively.

1.1.4. Overview of Monetary Statistics

There are also monetary indicators such as exchatgg, international reserves, and
domestic credits, which link to the movement ofeintational transactions. Note that the
observed international reserve data were from leslen Malaysia, Philippines, Singapore,
Thailand, Brunei, Vietham, Cambodia, Myanmar, LddRpP China, Hong Kong, Japan, and
Korea during 1997-2007. Domestic credits excludeghiMnar and Loa PDR and exchange
rates data further excluded Brunei and Cambodia frountries mentioned above. Data sources
are IMF’s International Financial Statistics andJElatabase.
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Since 1997, most regional currencies were depeztitom the impact of the crisis
except China. It seemed that the currencies woulttthy back in 1999 but then moved forward
the declining trend again until 2001. The situatiees quite stable the next year, however the
exchange rates trend turned up side down to beseipped from 2003 because of high export
growth and slowdown of investment made lower impespecially for raw material and
equipments.

While nominal exchange rates depreciated in thénbegy of the period then turned to
be appreciated after export became the main dafvéne economies, Real Effective Exchange
Rates (REER) which calculated by using ConsumeareRridex (CPI) showed that compare to
their main trading partners most currencies werpregated until 2004 along with the
recovering period from Asian Financial Crisis artdrt®d to depreciated when inflation was
getting higher partly because of rising in crudepoices except for Malaysia and Korea whose
currencies were depreciated over time.

The accumulation of international reserves is iasce with the movement of
nominal exchange rates. During depreciation periodernational reserve dramatically
accumulated but suddenly jumped up in 2003 wheworéxgtarted to boom especially in China.
For this result, exchange rates have been appedciihere are statements mentioned that Asia
is the main source of finance for US twin defiditgh on BOP and fiscal account. As we could
observe from the dataset, international reserve InelASEAN+3 countries is at least 20 times
larger than US overall balance.

Figure 1-10 International Reserve 1997-2007
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While we are looking at international transactiah®, effect of those flows also reflects
on domestic activities such as domestic credits.aAsimpact of the 1997 Financial Crisis,
baking sector has been re-considering and closelyitoring on lending activities by adapting
risk management to control and stabilize bankirgjesy along with the declining in investment
climate which was lower comparing to the periodobefcrisis. Most of the observed countries
showed a sharp drop in domestic credit growth fRodigits growth to 1 digit growth but there
are exceptional for Vietnam and China who continteedhave 2 digits growth from after the
crisis until present. It is contrasted with thengsof financial inflows into the region and as the
result, making central banks to perform closer twoimg and more effective risk management
on this issue. Further steps should concern abmattb utilize the accumulated international
reserves, both by country individually and as augravithin the region, and to stimulate
investment, especially in infrastructures for ther@mic growth of countries in the region as a
whole.

Figure 1-11 Average domestic credit growth and average lendingate

% %
30.00 ¢ 1 14.00
25.00 1 12.00
20.00 4 10.00

1 8.00
15.00
{ 6.00
10.00 1 400
5.00 | 2.00
0.00 0.00
I~ 0 O O 4 N M < WO © N~
DO O OO O O O O O 9O
O OO OO0 OO O O O O O O
= = NN N NN N NN
m Average mmmm Average-3 Lending rate
%
60.00
50.00
40.00 +
30.00 +
20.00
10.00

0.00
-10.00
20.00 t

N~ 00 O O o4 &N M < 1 O N~

Do O O O O O O O O O O

o O O O O O O O O O O

I < <4 N N N N N N N «
B Singapore  H Vietnam China

Note: Average-3 excluded Singapore, China, anchsist

12



1.1.5. Overview of Asset Price and Economic Growth

Lastly, we observed the price of assets by focusmmterest rates such as deposit rates,
long-term bond yields, money market interest rades, stock index. Asset prices are ones of the
determinants for investors in order to make a datisf investments. Money market interest
rates had been declining since the crisis as thaltref easing monetary policy in order to
stimulate economic growth. However, as export ghowtas largely expanded especially
intra-regional trade in 2003, which rose demanddend sharpening rise of crude oil which
impact on cost-push inflation caused the interassrto be lower, to balance money circulation.

Considering equity markets, Stock Exchange Indioés10 economies, namely
Indonesia, Malaysia, Philippines, Singapore, Tnaild/ietnam, China, Hong Kong, Japan, and
Korea at the end of the year from 1998 to 2003 iyesturn back or decreased compare to the
point of the previous year. The situation changed2004 onwards when the indices level
increased except for China who has joined the upw@end since 2006. The rising trend of
Stock Exchange Indices is partly of the more libzaion, more corporate governance ad
transparency, and also the economic fundamentakofountries.

Table 1-2 Stock Exchange Indices

Differace 198 199 2000 2001 Feez) 208 204 2006 2006 2007
IX(rdoresia) 181 20 124157 290l 88190 50226 6158 200m/| 2ee2| 3mao| mseon
BusaMiaysa 20213 17836| 156453| 188419 6008 640| 104810 41| &A9H| Fmes
PEE(Plinaines) AT2 2a52| 60| 2max 126950 77| 2A56|  @El4A3s|  402m,| 0m0Es
Srait Tirres (Srgepoe) 8BS0 == IR RS 2733 7iem| moom| aomr| aisr|  enss
ST (Treilad) 21926 670B| %5n 21271 6060 12em| 15625|  &Hse0|  s4ap|  aas
HOVC (Veram) nal nal naj 018|  116207 %l | x0z6| 23| apam
Sugd SakBdae

Bshare(CHre) 278 230| 2048 103508 21715 2e7| ae3m| moes|  mam| 1sman
Hrg Sy (Horgkag) “BI0B7|  6md463| 20mAB|  aolam| 2156 S| 2619%| 143817] 271636 6216
NKa 225 (Jpen) 0706|  16r6R| 40|  oizoal|  a90X1|  777256| 1904 1361R| B05I|  716749
KCER (SLth Kares) 20713] amos| amas|  axas 167630 07| 16em| 2018|2050 aman

Along with all economic conditions that have beeentioned above, economic growth
rates in ASEAN+3 have been rising dramaticallyeAthe recovering period of Asian Financial
Crisis, economies in the region were sharply deelp supporting by large export as a main
driver for most of the countries. The economic s tregion has become more and more

important to the world.

1.1.6. Assessment of Period of 1997 Financial Crisis and Recent Financial Turmoil
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Background:

The 1997 Financial Crisis in Asia and the recemaricial turmoil which started in US
have very similar background. Both crises happdremuse of the property bubble causing by
price speculation then passed the impact to barddedjts as credit risks rising. More details
on Asian Financial Crisis, not only property priose but also equity prices which affected on
exchange rates via speculations. On the other Hamahcial institutions took the lead by
absorbing NPLs and turned them into more sophtsticBnancial instruments without adequate
risk management.

Effect on financial system:

Many financial institutions had been bankruptedhojyding large amount of NPLs
(under chapter 11). The difference between the twses is 1) size of effected financial
institutions and 2) how the governments solvedptiodlem. First, effected financial institutions
in Asian Financial Crisis were smaller and more dstic than the ones in the recent turmoil as
they are international financial institutions whave operation and holding assets in many
countries. Thus, it explains why the recent turnaffiected global financial sector. While
governments tried to stop Asian Crisis by liquidaémkrupted financial institutions and let the
market mechanism solve the problem, US governmewve gupport to those who are in trouble
by issuing treasury bonds.

Note that both crises were caused by the bubbleraperty sector. Speculation of
prices and moral hazard within financial systenpeeglly banking credits and instruments
seemed to be triggers for both crises.

1.2. Overview of Trade and FDI

1.2.1. Introduction

East Asian countries of ASEAN member countries, n@hiJapan, and Korea
(ASEAN+3 countries and East Asian countries, héeeatichieved rapid economic growth for
several decades, although there are variations @rtie@m in terms of the rate of economic
growth. For example, compared to developing coesitrdapan, which achieved high level of
economic development, registered low economic dmowBy contrast, China achieved
extremely high growth in recent decades. A numblefaotors such as high savings and
investment, and availability of educated labor, ehaontributed to rapid economic growth of
ASEAN+3 countries Among these factors, rapid expansion of foreigae and foreign direct

! See, for example, the World Bank (1993), Stightzd Yusuf (2001) and Gill and
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investment (FDI) has been shown to have played irapportant roles Although the global
recession currently underway has impacted foreiggetand FDI in the world and in East Asia
unfavourably, the underlying patterns of foreigade and FDI that have enabled East Asia to
achieve rapid economic growth does not appear ve lshanged. With this background, this
chapter attempts to discern the changing pattefnreign trade and FDI for ASEAN+3
countries in order to derive implications for pglimakers interested in formulating policies for
achieving further economic growth

1.2.2. Foreign trade
1.2.2.1. Changing Patterns of Overall Trade: An Analysis of Foreign Trade Patterns
using Aggregated Data

1) Trade Patterns

ASEAN+3 countries achieved rapid expansion in fymeirade from the mid-1980s
until 2008, when the world economy suddenly stattedlow down as a result of the global
financial crisis. The rate of expansion of Easta&sforeign trade started to increase sharply in
the early 2000s, after recovering from the finahcigis in the late 1990s and world economic
slow down resulting from the burst of the IT (infution technology) bubble and the terrorists’
attacks in the early 2000s (Figure 1 12). Indeeakt Asia’s exports grew on average at the
annual rate of 17.6 percent in nominal $US ternenfr2001 to 2006, significantly faster
compared to the earlier period when the averagethroate was 11.1 percent from 1985 to
1997, a previous period of high growth. As a resiiltapid expansion of foreign trade in East
Asia, the shares of East Asia in world's exportsl amports increased from 11.9 and 12.2
percent in 1980 to 22.5 and 19.2 percent, respytilt is worth noting that East Asia has
registered trade surplus (exports-imports) contisbo from the early 1981 through 2006.
Another notable development is a sharp declineast Bsia’s imports in 1998, which is due to a
sharp decline in economic activities in many EasiaA countries, especially in ASEAN
countries and Korea, which in turn is attributatdleéhe negative impacts of the financial crisis
in 1997.

Kharas (2006)

2 See, for example, Urata (2001) about the emergeftkee trade and foreign direct
investment nexus and its contribution to economiswgh in East Asia.

3 See Urata (20086) for the analysis of changingepagtof foreign trade in East Asia for
the period from 1980 to the early 2000s.
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Figure 1-12 East Asia Trade: Value and Share of the World
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Export performance of East Asian countries followedilar trends among them until
around 2000 (Figure 1 13). However, the trendgestao register differences around the turn of
the century. China’s exports began to rise shaliyough exports by Japan, ASEAN, and
Korea also increased but the rate of their incremsebstantially lower compared to the rate
achieved by China. Indeed, the average annuabfsgeowth of China’s exports from 2001 to
2006 amounted to 29 percent, while the correspondites for Korea, ASEAN, and Japan were
significantly lower at 17, 15 and 10 percent, resipely.
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Figure 1-13 East Asian Exports by Countries

$ billion

1,200

—e— Japan
1,000 — &— China
— 4 - Korea /
--%-- ASEAN /

800

600

400

200

P T R B Al J - _.,_1—_—-!’——‘
e o

0

O N VD > H o D
F PP F P

9,
%

I

As a result of these differences in the growth gaté exports among East Asian
countries, the compositional shares of East Asiamnties in East Asia’s overall exports
changed dramatically (figure 1 14). China’s shad@ased sharply from a mere 7.6 percent in
1980 to 35.7 percent in 2006, surpassing Japaf0d.2Korea also increased its share during
the 1980-2006 period, but the rate of increase meisas remarkable compared to the case of
China. Korea’s share was 12 percent in 2006. ASEAdare fluctuated but it remained more or
less around 30 percent. What is remarkable is lia@psdecline in Japan’'s share from 54.8
percent in 1980 to 23.9 percent in 2006. As a tesfuthe differences in export performance
among the East Asian countries, the ranking okthe of exports among them changed as well.
In 1980 Japan was by far the largest exporter,th@dASEAN was the second largest. China
and Korea were very small exporters. The pictuiguite different in 2006 as China became the
largest exporter and the ASEAN was number two. ddpescame number three and Korea
remained the smallest among the four.
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Figure 1-14 Country Composition of East Asian Exports
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These differences in export performance among BEesan countries can be
attributable to a variety of factors. The resulighe constant market share analysis conducted
by the Japan Center for Economic Research fourtdthleacompetitiveness factor can explain
China’s remarkable performance as well as Japais performance Specifically, for China
approximately 70 percent of the export expansi@mfrl995 to 2005 was attributable to the
improvement in its competitiveness, while for Jaghe contribution of competitiveness to
Japan’s export growth was negative, indicatingaise of competitiveness for Japan’s exports.

Another important factor explaining export perforoa is foreign direct investment
(FDI) inflows. This is because FDI in recent decatlas been export-oriented. In other words,
one of the important motives of multinational epteses (MNCs) for undertaking FDI is to
achieve low cost production in order to expandrtle&ports. As such, a country hosting FDI
tends to achieve high export growth. We will conaelbto the impacts of FDI on foreign trade
in a later section.

Turning to the pattern of imports by East Asian rdoes, one observes similar

* The constant market share analysis decomposegyriheth of exports to the

following four factors, growth of world exports, atges in commodity composition,
changes in export destinations, and competitivern®ss Japan Center for Economic
Research (2007) for the details.
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developments (Figure 1-15, 1-16). Namely, Chinaiparts increased at the faster pace among
the East Asian country group, while Japan’s impovge at the slowest rate. In terms of growth
rate, Korea is the second and ASEAN the third. &gifhg these patterns, the ranking of these
countries in terms of imports changed dramatically,was the case for exports. China is the
largest importer, which is followed by ASEAN, Japamd Korea in the order of the import
value.

Figure 1-15 Imports of East Asian Countries
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Figure 1-16 Composition of East Asian Imports (%)
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2) Trade-GDP Ratios

We saw earlier rapid expansion of foreign tradep¢ets and imports) by East Asian
countries during the two decades starting the rAR%. This is reflected in the increase in the
importance of foreign trade in economic activities these countries. The trade-GDP ratio for
East Asian countries increased slowly from 23.3@er in 1986 to 35.4 percent in 2001 in
parallel with the trend registered for the world, the world average (Figure 1-17). The
trade-GDP ratio for East Asian countries starteds® sharply after 2001, as the ratio increased
more than 20 percentage points in five years frém percent in 2001 to 56.7 percent in 2006,
surpassing the world average in 2004. These ob#mmgaindicate that East Asian countries
have globalized very quickly in the 2&entury.
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Figure 1-17 Trade-GDP Ratio for East Asia
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Wide variations in the trade-GDP ratios can be okeskfor the East Asian countries

(Figure 1-18). The ratio for ASEAN countries incsed rapidly and continuously from the
mid-1980s to mid-2000s, registering approximately percent in 2006. The ratio for Korea
remained more or less at the same level arounde8fept between 1980 and 2006 with a
decline in the early 1990s. China saw rapid in@eaghe trade-GDP ratio starting in 2001, as
the ratio increased from 38.5 percent in 2001 t® @&rcent in 2006. The trade-GDP ratio for
Japan remained low, compared to other East Asiantdes, around 20 percent, although it
began to increase slowly in the early 2000s. THesdings show that it was China that
contributed significantly to the increase in thede-GDP ratio for the East Asian countries.
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Figure 1-18 Trade-GDP Ratio in East Asia by Countries
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3) Intra-regional Dependence

Intra-regional dependence in foreign trade (e)xgpard imports) among East Asian
countries increased only slightly from 37.8 perdart995 to 38.4 percent in 200The degree
of intra-regional dependence in foreign trade istEssia in 2007 is lower compared with the
cases in the NAFTA (43.0%) and the EU27 (67.1%}hddgh intra-regional dependence
among East Asian countries did not change muchihierl995-2007, significant changes and
differences in the pattern of intra-regional dep are observed for individual East Asian
countries. Let us examine the patterns of intréereyy dependence for China, Japan, Korea and
ASEAN countries in terms of exports and imports.

Intra-regional dependence in exports for East Asiacountries is shown in Figure
1-19 Intra-regional dependence in exports for Ba# as a whole remained around 35 percent
during the 1995-2007 period with a decline in 19@8jch is due to a substantial decline in
import demand of East Asian countries as a re$whieofinancial crisis in 1997-98. The patterns
of intra-regional dependence in exports for Chilapan, Korea and ASEAN countries show an
interesting contrast in that dependence increasedapan, Korea and ASEAN while it declined
for China. In 2007 the degree of intra-regional efegence in exports for Japan, Korea, and
ASEAN are 35.4, 43.2, and 49.1 percent respeciivetyle the corresponding value for China

® The figures are computed from JETRO's internafiomraale matrix database.

22



is significantly lower at 20.5 percent. It shoulel boted that for China, North America and the
EU are more important export markets than East,Asiad2.2 percent of China’s exports went
to North America and the EU27 in 2007. Indeed,ems that China has become an export
platform in East Asia for the rest of the world@sina has replaced other East Asian countries
in that role. We will investigate the characteostof intra-regional trade more in detail below.

Figure 1-19 Intra-regional Dependence in East Asia’s Expds
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China and Japan show sharp contrast in the chamdiesir position as export markets
for East Asian countries. China has become anasangly important export market for Japan,
Korea and ASEAN countries, while Japan has logtrifsortance as an export market for China,
Korea and ASEAN countries (Figures 1-20, 1-21).ebd| for Korea and ASEAN the
importance of Japan and China completely revergtdiden 1995 and 2007. Japan was the
most important export market in East Asia for Koegal ASEAN in 1995, but China became
the most important market for them in 2007. It isrth noting that China was the most
important export market for Korea and the secondtnmoportant market for Japan behind the
United States. The importance of ASEAN as an expegion did decline from 1995 to 1998
due to the crisis, but it increased and reachedabe registered in the pre-crisis period in
mid-2005 (Figure 1-22). Although not shown in tigufe, the importance of Korea as an export
market for East Asia was lower compared to othest Bsian countries and did not change
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much around 4 percent.

Figure 1-20 Dependence on China for East Asia’s Exports
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Turning to imports, unlike the case for exportsdntegional dependence increased for
all the countries including China. Besides, therde®f intra-regional dependence in imports is
greater than in exports for all the countries, éating that for East Asian countries East Asia is
more important as an import source than as an exjsstination. As we will see in a later
section, this pattern is attributable to fragmeatastrategy of multinational enterprises, which
have established production networks through foreligect investment by taking advantage of
differences in production costs in East Asian coast Among East Asian countries, ASEAN
countries exhibit rather high dependence on othast FAsian countries for their imports
compared to China, Japan or Korea. It is also ésterg to note that among East Asian
countries, China shows the lowest dependence ar &hst Asian countries. Coupled with the
observation on exports, this finding indicates tldina is indeed the country that is least
dependent on other East Asian countries in forepgte in 2007.

As for intra-regional dependence in imports fortEssian countries, one finds similar
contrasting positions of China and Japan (Figurést,11-25). However, there are some
interesting differences in the patterns betweenodgpand imports. Although China’s
importance increased for imports as it did for expdor other East Asian countries, the
dependence on China for other East Asian counsisver for imports compared to exports.
Another similar development is the decline in thmportance of Japan as import source as the
case for export destination. However, the rateeafide is slower for the case of imports than
for exports. Furthermore, the level of dependemcéapan for East Asian countries is higher for
the case of imports compared to the case of exgoaiscerning ASEAN, ASEAN has become a
more important source of imports for ASEAN and @hiffFigure 1-26). Coupled with the
observation on rising intra-ASEAN export dependenae find that intra-ASEAN trade
(exports + imports) ratio is increasing. The impade of Korea as an import source for East
Asian countries was significantly lower comparedotber East Asian countries and did not
change much around 5 percent during the periodrustddy.
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Figure 1-26 Dependence on ASEAN for East Asia’s Imports
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1.2.2.2. Changing Patterns of Trade by Products: An Analysis using Disaggregated
Data

1) Trade Patterns

The patterns of trade by East Asian countries gbdrdramatically in recent years
(Table 1-3). This is particularly notable for Eadstian developing countries. The shares of
machinery products, notably electrical machinery,overall exports and imports increased
remarkably at the expense of natural resource barsehlicts such as foods and labor-intensive
products including textiles and toys. The shareslettrical machinery in total exports for
China, Korea and ASEANS increased from 7.2, 148, B3.4 percent in 1990 to 18.6, 33.5 and
27.4 percent in 2005, respectively. The increasthénshare of electrical machinery for their
imports is equally noticeable, as their sharesotaltimports for China, Korea and ASEANS
increased from 17.0, 12.9, 16.1 percent to 22.78,177.3 percent, respectively. The notable
increase in the share of electrical machinery ithbexports and imports for East Asian
countries indicate increased intra-industry traudehiat sector, which will be discussed more
later.
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Table 1-3 Product Composition of Foreign Trade for ASEAN-8 Countries (%)

China Japan Korea ASB | ASEANS+3

1990f 2005 1999 2006 1990 20p5 1990 2005 1990 4005
Exports
Foods 7.8 2.4 0.6 0.p 3.7 09 10.3 5.0 4.3 P.4
Textile 27.7 12.9 2.3 1.8 19.0 41 7.9 4.8 9.1 5.9
Pulp, Paper and Wood 9.9 q.9 2.2 19 152 24 156 8.5 7.8 5| 5.
Chemicals 5.7 5% 7.1 108 4.9 1Q.8 4.0 7.6 6.0 8.0
Oil and Coal 6.5 1.1 0.4 0p 1.3 44 20.8 14.2 6.2 4.8

Stone, clay, glass and concrete pr 21 2.0 11 1.1 14 0.b 17 11 14 14

Iron and steel , Nonferrous metals 4.9 6.6 6.8 8.1 95 3|8. 45 4.1 6.2 6.5
General machinery 2.8 1718  21.9 21.8 8.0 12.3 9.8 16.5 14.87.8|1
Electrical machinery 72 186 206 216 143 3B5 134 P7.46.2 23.3
Household electric appliances 8.2 D.5 6.6 4.6 95 3.8 5.7 913 6.9 6.2
Transportation Equipment 0.8 17 238 2]L.2 4.9 12.9 1.0 2.23.1 8.0
Precision machinery 0.6 117 2.9 45 0.7 b.1 0.7 11 1.8 2.7
Toys and Miscellaneous goods 159 1B.0 3.7 2.0 74 1.0 485 6.1 6.5
Total 100.0 100.0 100.0 100j0 100.0 100.0 100.0 100.0 100.00.01
Imports

Foods 6.3 1.8 136 100 4.9 40 5.7 1.1 8.8 4.8
Textile 11.6 3.4 6.1 5% 5.3 27 5.1 23 3.8 p.1
Pulp, Paper and Wood 7.7 q.3 9.9 b.6 9.0 3.5 4.8 2.8 8.5 5.5
Chemicals 116 138 7.2 83 117 104 11.2 9.7 123 14.0
Qil and Coal 17 111 244 263 155 261 108 171 6.4 5.1
Stone, clay, glass and concrete pr 0.7 1.2 3.0 1.4 18 1b 2.2 1|4 2.2 1.4
Iron and steel , Nonferrous metals 8.9 14.3 125 8.8 312138 11.2 9.4 8.6 8.9
General machinery 16.9 143 5.9 $6 176 108 17.7 155 1788.4
Electrical machinery 17.0 22[7 47 110 129 178 16.1 P7.34.0 249
Household electric appliances 25 .1 1.0 2.7 13 17 35 .22 19 2.0
Transportation Equipment 10.6 35 4.9 B.7 3.9 2.6 8.2 47 5 9. 6.9
Precision machinery 0.8 517 1.1 4.5 20 B.5 1.3 15 1.9 4.0
Toys and Miscellaneous goods 3.7 D.8 5.7 4.6 1.8 1.6 23 6] 1.43 2.0
Total 100.0 100.0 100.0 100j0 100.0 100.0 100.0 100.0 100.00.01

Despite the similarity in increased importancelet&ical machinery in their trade for
East Asian countries, there are several notablerdifces in the importance of other products,
which mostly reflect the differences in the levélezonomic development among East Asian
countries. For Japan and to lesser extent for Kangaorts of transportation equipment account
for a large part of their exports, while for Chiretiles account for a notable share although its
share declined significantly. For ASEANS oil andattas a relatively large share of their
exports. To examine similarities or differencesttie compositional patterns of exports, we
computed correlation coefficients concerning exjpornpositions of a pair of countries for East
Asia by using export data at 3 digit SITC leveleThsults of the computation, which are shown
in Table 1-4, indicate increasing similarities fire East Asian countries. Indeed, all the
computed correlation coefficients for the pair @untries among China, Japan, Korea and
ASEANS increased from 1990 and 2005. Similaritiemoag China, Japan, Korea and
individual ASEANS8 countries increased as the comgutorrelation coefficients increased in 26
pairs out of possible 28 pairs, for which the neaeg data are available. The results also show
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that Japan and Korea share similar export compasiti patterns, while Malaysia, the
Philippines and Singapore exhibit similar pattet@se should be reminded that similar export
compositional patterns between Malaysia and Singage partly due to Singapore’s role as an
entrepot, where some exports from Malaysia arepsiighrough Singapore.

Table 1-4 Comparison of Export Structure among ASEAN+3 Cantries

China Japan | Korea {ASEANE&Brunei :IndonesiMalaysidPhilippiriSingapoi Thailand Vietnani
China 1990  1.000

2005| 1.000
Japan 199 0.066 1.000
2005| 0.24%  1.000
Korea 1990 0.332 0.433 1.060
2005| 0.528 0.728 1.000
ASEANS 1990 0.363 0.234 0.4%4 1.000
2005/ 0548 0436 0.634 1.000
Brunei 1990 0.318 -0.034 -0.041 0589 1.G00
2005
Indonesia| 199¢ 0.379 -0.0%9 0.020 0.645 0904 1i000
2005| 0.175 0.012 0.079 0.3%3 1.000
Malaysia | 1990 0.280 0.148 0406 0.757 0.534 0563 1000
2005| 0583 0.38Y 0579 0.961 0.407 1.000
Philippines 199( 0.181 0.094 0.098 0.268 -0.003 0022 391 1.000
2005| 0412 0421 0.539 0.899 0.098 0.859 1.D00
Singapore| 1999 0.105 0.290 0.371 0.737 0039 0084 (.283126p 1.000
2005| 0.45% 0.440 0.65%4 0.943 0.101 0.849 0.887  1i000
Thailand 1999 0.35p 0.206 0.5%2 0447 -0.018 0072 03451960 0.312
2005| 0.692 0.485 0.595 0.790 0.231 0771 0853 0i687 1.000

Vietnam 1990
2005| 0.175 -0.026 -0.001 0.242 0559 0.256 0.p55 0i031 Q.176
Notes: Correlation coefficients of export compastitfor a pair are compuated using 3 digit SIT€réion 3)

Source: UN, COMTRADE

Turning to imports by East Asian countries, onédisimilar compositional patterns of
increasing share of electrical machinery. Some betalifferences include the following.
Reflecting poor natural resource endowments, pdatity energy resources, the share of oil and
coal account for a sizeable share for the impdrdspan and Korea.

So far we have analyzed the trade patterns byrimdeto the products classified
according to trade statistics. It would be of ie#rto examine the trade patterns for the products
classified by their characteristics or nature, pryngoods, processed materials, parts and
components, capital goods and consumption goddble 1-5 shows the patterns of exports and
imports for East Asian countries following the clifisation described above. One common
pattern observed for China, Korea and ASEANS isiramease in the share of parts and
components, and capital goods, and a decline islihee of consumption goods. For Japan, a

® This is the classification adopted by the Reseanstitute of Economy, Trade and
Industry (REITI) in their trade database.
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similar pattern is observed but the magnitude efdhange is significantly smaller. It is worth
noting that for ASEAN8+3 in 2005 the shares of pssed materials, parts and components,
capital goods, consumption goods are more lessaime, each registering around 23-25 percent.
The changes in the patterns of imports show simédarand differences among China, Japan,
Korea and ASEANS. All of them saw an increase mghare of parts and components although
there are substantial differences in their shafég share of parts and components in total
imports is high for China and ASEANS. For Japan Eotka, and to the lesser extent China, the
share of primary goods is significant. It is tortmed that for Japan consumption goods account
for about a quarter of its total imports.

Table 1-5 Comparison of Exports to the Rest of the Worldby Product Characteristics (%)

China Japan Kore ASEANS | ASEANS+3

1990' 200§ 1990 2006 1990 205 1990 2005 1990 4005
Exports : I : : .
Primary goods 9.7 1B 0.3 08 1.4 Q.4 16.6 0.0 5.7 3.2
Processed materialg 22.7 18.0 18.9 22.4 25.7 8.3 1325 26.123.4, 22.3
Parts and componefts 3.6 17.0 25.8 32.0 15.9 31.3 114.8 29.818.9. 25.6
Capital goods 98  26B 308 2§88 137 247 1.7 8.5 214 2|24
Consumption goods 54:2 344 24.3 1p.1 43.3 15.4 24.4 165 .7:30 24.6
Total 100.0  100.( 100.0  100{0  100.0  10p.0  1€0.0  100.0  100.0 00.0]
Imports : . : : .
Primary goods 9.6 195 28,7 25.1 22.9 2n.4 11.4 12.1 11.8 7.7
Processed materialg 36.9 31.3 33.5 455 35.2 33.4 134.2 30.731.4, 28.5
Parts and components 16.9 26.4 6.5 13.7 17.0 [18.7 122.9 34.418.9 31.7
Capital goods 286 186 7.7 122 201 1p.4 19.9 144 221 9[20.
Consumption goods 8.0 41 23.6 23.5 4.9 8.1 11.6 8.4 158 1|11
Total 100.00  100.( 100.0  100{0  100.0  10p.0  1€0.0  100.0  100.0 00.0]

Earlier, we saw that the shares of electrical maatyi in both exports and imports
increased for East Asian countries. This findinggialy indicates increased importance of
intra-industry trade for East Asian countries. Tee ghe validity of this observation, we
computed intra-industry trade index (Grubel-Lloydieéx) for East Asian countries’ trade with
the rest of the world. The results of the compatatiwhich are shown Table 1-6, reveal that
high level of intra-industry trade in electrical chénery and parts and components trade for
China and ASEAN and in 2005, while the level ofanindustry trade is significantly lower for
Japan and Korea. These observations seem to iaditat China and ASEAN play a role of
both parts and components producers as well asnbkgs of final products using parts and
components, while Japan and Korea are mostly thplisus of parts and components and not
the users, or assemblers of final products.

31



Table 1-6 Intra-Industry Trade in East Asia by Products and Product Characteristics

Table 4 Intra-Industry Trade in East Asia by Pddwand Product Charasteristics (Grubel-Lloyd Index

China Japan Korea ASEAN8 ASEAN8+3

1990 2005 1990 200p 1990 2005 1990 2005 1990 4005
By Products
Foods 0.668 0.600 0.102 0.111 0.768 0.395 0.774 0]809 0.995776p
Textile 0.413 0.273 0.646 0.499 0.512 0.743 0.853 0p75 5.330.179
Pulp, Paper and Wood 0.656 0.7p1 0.432 0.p10 0.843 (.867.5200 0.435 0.692 0.48B
Chemicals 0.877 0.80B 0.889 0.7p7 0.509 0.923 0.480 @.9709990. 0.717]
Oil and Coal 0.281 0.38¢ 0.038 0.0%9 0.123 0.317 0.744  90990.666 0.504
Stone, clay, glass and concrete proq 0.356 0.535 0.632 0.998 0.799 0.6/L.8 0.805 0.ps0 0.846 qd.475
Iron and steel , Nonferrous metals 0.938 0.878 0.814 9243 0.773 0.804 0.524 0.644 0.802 0.407
General machinery 0.420 0.641 0.353 0.918 0.541 0|878 40.650.879 0.742 0.49%
Electrical machinery 0.806 0.836 0.308 0.575 0.952 0642 840  0.908 0.591 0.50p
Household electric appliances 0.314 0.132 0.212 0|635 2950. 0.576) 0.820 0.63B 0.231 0.189
Transportation Equipment 0.222 0.9p2 0.279 0.p43 0.987 2990. 0.196 0.714 0.522 0.430
Precision machinery 0.893 0.6$3 0.462 0.616 0.467 0]755 6310. 0.932 0.682 0.64p
Toys and Miscellaneous goods 0.251 0.068 0.899 01701 530.4 0.807 0.738 0.55f 0.510 0.179
Total 0.677 0.783 0.750 0.741 0.897 0.868 0.979 0.p34 0.675.532
By Processes
Primary goods 0.759 0.274 0.029 0.075 0.094 0.p33 0.880 42(.9 0.996 0.873
Processed materials 0.994 0.989 0.830 0948 0.746 .974908 0. 0.990 0.790 0.57p
Parts and components 0.511 0.956 0.333 0}505 0.866 .695723 0 0.980) 0.654 0.56p
Capital goods 0.709 0.579 0.329 0.546 0.715 0fr15 0.679 85(.7 0.669 0.43]
Consumption goods 0.169 0.125 0.871 0.985 0.246 01636 30.700.597 0.400 0.25%
Total 0.617 0.699 0.894 0.804 0.990 0.890 0.918 0.p67 0.632.496

2) Intra-regional Dependence by Products

So far we have analyzed overall trade pattern&ést Asian countries, and then we

turned to intra-regional trade in East Asia in mectl.1. In the previous section we investigated

trade patterns by products. In this section weyaeathe patterns of intra-regional trade by

products in order to deepen our understandingefriding pattern in East Asia. Table 1-7, 1-8

shows the compositional shares of East Asian ci@snin international trade of East Asian

countries by products. We examine the patterneXports and imports in turn.

As we saw earlier, East Asia became a more impoggport destination for other
East Asian countries as can be seen in the inchedle share of ASEAN8+3 for ASEAN8+3’s
exports from 31.6 percent in 1990 to 35.1 perae@005 (Table 1-7). Among different products,
intra-regional export dependence is particulartyhHior oil and coal, precision machinery, iron

and steel, while it is very low for toys, trans@oiin equipment, household appliances, textiles

and pulp, paper and wood. These findings indidaethe markets outside East Asia such as the

US and Europe are important for East Asian expafrteys and miscellaneous goods, transport

equipment, household appliances. It is notewortiat the rate of increase in intra-regional

export dependence is particularly high for precisamd electrical machineries. Since electrical

machinery accounts for a large share of East Asigoorts, we will investigate the pattern of

exports for electrical machinery. A closer lookexports of electrical machinery reveals that
China became a very important market for Japar?/43:81.1%), Korea (1.6%26.1%), and
ASEANS (0.4%~18.1%), while ASEAN8 became important markets fbina (2.1%~9.5%)
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and Japan(12.89416.5%) but not for Korea(11.7%11.0%). Japan became a more important
export destination in electrical machinery for Glifh5%—8.4%) and ASEAN (4.6%
7.0%)but not for Korea(11.9%5.9%) Japan has lost its importance as an exporkaina
many products but it is still an important market East Asia in several products including
foods, oil and coal. Korea is an important exposarket for metal products and oil and gas.
ASEANS is an important market for East Asian coustrfor oil and coal, metal products
electrical machinery, and others.
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Table 1-7 Export Destinations and Import Source for EasAsian Countries by Products (%)

EXpOI’tS
A. EXpOrts
China Japan Korea ASEANS8 ASEAN8+3 World
1990 2005 1990 2006 1990 2005 1990 2005 1990 3005 1990 [2005
China Foods 285  32.8 0.6 109 100 711 391 50.9 100.0 1@0.0
Textile 144 16.5 11 3. 0.0 op 155 195 100.0 100.0
Pulp, Paper and Wood 11.0 9.5 1.9 p.2 0.0 0.0 128 [11.7 010@00.0
Chemicals 120 114 2.6 5.1 8.3 70 229 235 100.0 100.0
Oil and Coal 53.2 223 0.6 15. 175 2014 713 583 100.0 100.0
Stone, clay, glass and concrete products 211 |11.2 1.6.2 9.2 3.8 319 21p 1000 1040
Iron and steel , Nonferrous metals 14.2 10.1 55 11.2 .6 15 84 35.3 29.7 100.0 1000
General machinery 29 104 7.1 2.1 13.1 74 23.0 204 100.0 10Q0.0
Electrical machinery 4.5 8.4 4.8 4.9 21 95 114 2218 100.0 10p.0
Household electric appliances 15 r.6 0.6 1.3 1.0 2.4 3.11.2|1 100.0 100.¢
Transportation Equipment 15 9.7 2.1 P8 11.1 4.9 14.7 17190.0 100.9
Precision machinery 19 15.5 3.8 4.4 1.9 43 7.6 243 100.0 10p.0
Toys and Miscellaneous goods 5.0 8.2 0.5 1.2 0.8 11 6.2 .6(1000.0 100.4
Total 139 111 1.7 4. 4.2 51 198 2d.1 100.0 1Q0.0
Japan Foods 3.7 101 41 109 167 119 246 B29 100.0 100.0
Textile 10.0 459 10.8 58 123 84 331 596 100.0 100.0
Pulp, Paper and Wood 37 142 6.1 B9 109 9.9 20.7 [28.0.010000.0
Chemicals 49 208 135 13)7 164 114 348 459 100.0 100.0
Oil and Coal 55 31. 429 165 137 50 621 533 100.0 a00.
Stone, clay, glass and concrete pr 3.7 16.6| 9.9 18. 13.0 106 26.6 4%.2 100.0 1Q0.0
Iron and steel , Nonferrous metals 7.8 2.3 10.6 16.7 .1 24225 42.4 61. 100.0 100l0
General machinery 23 155 8.0 61 148 125 250 B4.1 100.00.0
Electrical machinery 36 2141 7.3 81 128 165 237 45.70.00 100.0
Household electric appliances 0.8 r.6 2.8 4.4 101 8.3 7 13.20.3| 100.0 100.0
Transportation Equipment 1.2 34 0.7 1.2 8.1 5.7 10.0 10.20.a0 100.0
Precision machinery 12 245 7.3 129 8.3 7.3 16.9 14.7 010000.0|
Toys and Miscellaneous goods 2.0 8.8 3.4 4.0 5.4 5.6 10.88.4|1100.0 100.¢
Total 3.0 15§ 6.3 7% 125 119 218 3%.0 100.0 100.0
Korea Foods 0.2 8F 633 495 71 65 706 g4.8 100.0 100.0
Textile 19 243 222 6.0 6.3 53 304 3%.6 100.0 1Q0.0
Pulp, Paper and Wood 06 203 159 .0 37 49 20.2 (34.2.010@00.0
Chemicals 33 444 204 7(3 19.5 75 433 §9.3 100.0 100.0
Oil and Coal 05 27. 75.8 24{8 68 163 831 8.6 100.0 QO.
Stone, clay, glass and concrete pr 1.9 16.7 575 135 5.2 37 64.7 33.8 100.0 1Q0.0
Iron and steel , Nonferrous metals 2.1 3.2 33.1 14.7 814112 50.0 57. 100.0 100l0
General machinery 10 20{3 104 9.0 13.6 6.9 250 B6.2 100.00.0
Electrical machinery 16 26{1 119 5.9 117 11.0 251 43.00.a 100.0
Household electric appliances 0.1 b.9 8.8 7.0 5.1 3.0 13.95.9| 100.0 100.
Transportation Equipment 0.4 56 3.0 .9 10.7 2.8 141 9.80.00 100.0
Precision machinery 01 746 173 1.9 4.7 08 221 83.3 0100L00.0|
Toys and Miscellaneous goods 02 13 201 15.1 1.9 4.3 .2 2231.7( 100.0 100.0
Total 12 263 201 8.1 85 8/0 298 424 100.0 100.0
ASEAN8 Foods 17 4. 237 171 25 30 155 174 435 11.7 0100.00.0
Textile 0.5 2.9 6.1 6.1 0.4 18 136 60 206 1.9 100.0 100.0
Pulp, Paper and Wood 6.2 130 207 116 5.7 38 126 9.1 2 4537.5( 100.0 100.0
Chemicals 46 16y 109 7(5 3.6 30 346 228 537 0.1 10000.01
Oil and Coal 23 8. 50.5 22J3 76 101 199 300 803 f0.60.010 100.0
Stone, clay, glass and concrete pr 0.3 44| 221 114 1.8 3R 186 148 428 3p.8 100.0 1p0.0
Iron and steel , Nonferrous metals 1.4 P.1 37.1 19.5 4.35.1 30.9 26.2 73.6 59.8 100.0 100.0
General machinery 05 11}7 7.3 6.7 2.0 1.5 185 7.6 28.3 5|3100.0 100.4
Electrical machinery 04 181 4.6 70 21 44 246 210 31.B0.5| 100.0 100.
Household electric appliances 0.2 b.1 47 137 0.4 19 320150 256 36.7 100.0 100(0
Transportation Equipment 141 1.0 2.4 5.7 2.4 0.7 222 P9.81.0 37.3 100.0 100.p
Precision machinery 04 1214 118 1%9 4.5 1.8 193 7.0 0 36.47.0/ 100.0 100.0
Toys and Miscellaneous goods 0.4 1.4 124 9.0 0.6 11 7.6.5| 821.1 20. 100.0 1000
Total 22 117 215 110 3.7 41 189 196 46.2 46.3 100.0 0100.
ASEANS+ Foods 13 3.1 271 24P 1.9 63 134 17 436 46.3 100.0 100.0
Textile 1.8 43 138 135 2.0 2|7 7.8 41 254 246 100.0 1p0.0
Pulp, Paper and Wood 3.6 13 159 D.8 3.9 2.8 9.1 55 32.5.4|2500.0 100.d
Chemicals 40 180 134 106 9.2 68 185 124 451 §7.7 100.00.0
Oil and Coal 20 10. 51.2 22(3 7.4 99 190 266 797 $8.90.010 100.0
Stone, clay, glass and concrete pr 17 5.1| 20.7 12. 4.8 77 130 7.8 40.2 3B.4 100.0 1p0.0
Iron and steel , Nonferrous metals 49 1.9 19.0 143 3 7.10.4 22.8 16.Q 54.0 536 100.0 100.0
General machinery 19 91 7.9 8.1 6.6 B3 152 113 31.6 [311G0.0 100.q
Electrical machinery 25 146 7.0 75 55 47 143 148 29.31.6] 100.0 100.
Household electric appliances 0.4 p.8 3.8 7.9 15 19 9.8 5/ 5155 18] 100.0 1000
Transportation Equipment 14 33 0.9 p.1 0.8 1.0 8.5 6.8 511.13.3] 100.0 100.0
Precision machinery 10 281 78 128 6.6 6.8 8.8 6.1 24.3 .8/5300.0 100.¢
Toys and Miscellaneous goods 0.7 1.1 7.7 8.1 1.4 1.4 35 5| 2133 132 100.0 100,
Total 22 9.9 124 9. 4.4 44 126 130 316 3p.1 100.0 1p0.0
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Turning to intra-regional imports in East Asia, dmels that East Asia became a more
important import source for East Asia, as the sludirmtra-regional imports in total regional
imports for East increased from 31.6 percent in01®045.1 percent in 2005 (Table 1-8). The
rate of increase in the importance of intra-regiomaports in total regional imports is
particularly notable for textiles, chemicals, getenachinery, electrical machinery, household
machinery, precision machinery, and toys and mnieeebus goods. In terms of the level of
importance, household electrical appliances, eteptachinery, and textiles register particularly
high figures above 60 percent.
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Table 1-8 Export Destinations and Import Source for EasAsian Countries by Products (%)

Imports
B. Importrs
China Japan Korea ASEANS ASEAN8+3 World
1990 2005 1990 2005 1990 2005 1990 2005 1990 3005 1990 [2005
China Foods 19 29 0.1 2.2 72 13p 9.2 188 100.0 10p.0
Textile 11.0 193 34 14 0.9 45 154 345 100.0 1Q0.0
Pulp, Paper and Wood 5.8 49 13 B9 321 196 39.2 [28.3.010000.0
Chemicals 16,5 18.2 15 17 40 103 221 44.1 100.0 1Q0.0
Oil and Coal 6.6 2.0 0.4 5§ 710 118 780 194 100.0 100.0
Stone, clay, glass and concrete products 314 |17.3 4.2.2 18 44 373 259 100.0 10d.0
Iron and steel , Nonferrous metals 32.7 14.2 2.5 9.2 1.82.9 36.9 26.4 100.0 100J0
General machinery 16.2  26.4 0.5 8. 0.7 151 175 5Q.4 100.0 1Q0.0
Electrical machinery 237 225 1.4 196 09 244 260 6.90.a 100.0
Household electric appliances 11.9 345 0.3 9.9 09 p353.11 68.00 100.0 100.p
Transportation Equipment 14.8 23.0 0.2 1p.8 3.4 0.7 18.4 .5[34100.0 100.4
Precision machinery 23.8 2148 0.1 339 0.8 2.7 247 8.4 .010@00.0|
Toys and Miscellaneous goods 109 247 0.4 7.8 12 7.1 5 1239.6/ 100.0 100.
Total 16.2  17.5 1.3 134 56 130 231 439 100.0 1Q0.0
Japan Foods 6.0 154 4.3 25 106 109 209 8.8 100.0 100.0
Textile 240 7472 17.1 26 4.6 6(9 457 837 100.0 100.0
Pulp, Paper and Wood 40 226 6.1 P2 191 225 29.2 [47.4.010100.0f
Chemicals 35 144 35 55 3.6 47 105 2B.6 100.0 1p0.0
Oil and Coal 5.2 2.8 1.0 24 253 152 315 2p.1 100.0 1p0.0
Stone, clay, glass and concrete pr 53 29.9 6.8 3.3 74 110 195 441 100.0 100.0
Iron and steel , Nonferrous metals 2.0 14.4 6.3 7.9 791311 16.2 33.7 100.0 100J0
General machinery 0.5 36/8 3.5 6.7 71 14 111 7.8 100.00.0:
Electrical machinery 25 274 9.0 104 7.7 219 192 %9.60.a0 100.0|
Household electric appliances 4.7  51.0 21.0 55 16.0 [5.217 81.7 100.0 100.p
Transportation Equipment 0.1 8.3 0.7 1.8 0.3 4.3 11 14.40.0L0 100.0
Precision machinery 0.4 204 2.9 9.1 4.3 B.7 7.6 8.2 100.00.01
Toys and Miscellaneous goods 51 4p.0 6.5 1.9 5.7 8.6 17535.4| 100.0 100.
Total 51 21.2 5.0 47 126 13]8 22.7 39.7 100.0 100.0
Korea Foods 11 24f 2.0 3|11 10.1 .2 132 J7.0 100.0 12400.0
Textile 71 530 194 6.8 11 8/0 276 61.3 100.0 140.0
Pulp, Paper and Wood 24 141 6.0 5.3 189 228 274 [44.2.010100.0
Chemicals 15 102 340 354 2.4 55 379 H1..1 100.0 1/00.0
Oil and Coal 0.3 3.4 4.2 10 196 136 241 1B.1 100.0 1p0.0
Stone, clay, glass and concrete pr 22 30.00 256 334 3.5 56 31.3 69.1 100.0 1Q0.0
Iron and steel , Nonferrous metals 2.6 20.1 24.0 4.3 1 3. 37 29.7 48.0 100.0 100/0
General machinery 1.3 16/6 413 305 2.2 5.6 44.8 2.7 100.00.0
Electrical machinery 32 19/0 482 244 42 1p.6 557 0.00.a 100.0
Household electric appliances 42 262 570 29.6 3.3 [10.845 66.7 100.0 100.p
Transportation Equipment 0.5 6.9 18.7 28.8 1.2 15 204 2B2100.0 100.4
Precision machinery 15 8|3 444 415 3.0 L4 489 1.3 (0L0Q00.0|
Toys and Miscellaneous goods 50 376 29.7 12.0 3.0 5.9 .7 3755.6| 100.0 100.0
Total 21 149 261 18F 72 100 353 43.6 100.0 1¢0.0
ASEAN8 Foods 75 7Y 3.2 16 1.7 08 246 256 37.0 5.7 100.00.0]
Textile 76 195 104 5.6 8.6 51 183 149 449 451 100.0 .apO
Pulp, Paper and Wood 55 1.8 9.3 8.1 4.3 23 358 P27 54.9.9/5100.0 100.
Chemicals 2.3 7. 19.8  15|2 3.2 46 109 215 363 #18.5 10000.01
Oil and Coal 5.8 3.4 0.9 opR 0.3 23 335 2p9 405 35.8 100100.0
Stone, clay, glass and concrete pr 4.7 9.5 12.1 10. 1.3 0.8 12.5 152 30.6 3b.7 100.0 1p0.0
Iron and steel , Nonferrous metals 3.7 10.6 27.6 P29 7 4.53 11.0 13.3 47.0 52J1 100.0 100.0
General machinery 11 154 344 212 2.3 3.0 9.0 p2.4  46.8 .1|6200.0 100.4
Electrical machinery 05 118 309 1§57 3.9 r4 179 253 .253 60.2 100.0 100.p
Household electric appliances 1.3 188 365 21.0 5.2 2.89.32 324 722 75 100.0 100.0
Transportation Equipment 0.6 32 444 3p7 2.4 4.1 2.4 16.69.9 54.54 100.0 100.p
Precision machinery 0.5 911 350 259 1.0 .5 8.9 148  45.41.3|5100.0 100.
Toys and Miscellaneous goods 29 154 167 8.1 2.3 14 0 1322.0f 34.8 48 100.0 100{0
Total 29 100 236 143 3.2 44 165 235 46.2 2.2 100.0 0100.
ASEANS+ Foods 55 13. 0.9 10 3.2 18 13.0 144 226 30.3 100.0 100.0
Textile 133  40( 7.0 74 103 6(4 6.9 18 375 ¢L5 100.0 apO.
Pulp, Paper and Wood 36 1Q0.2 3.2 B.9 4.3 27 234 P31 343.9( 100.0 100.
Chemicals 2.3 6. 15.0 159 25 9.3 6.1 1p2 258 3.7 100.00.010
Oil and Coal 4.6 2.5 0.8 0 0.7 25 267 181 328 23.6 100100.0
Stone, clay, glass and concrete pr 47 158 71 12, 4.4 2B 8.3 96 245 4.5 100.0 100.0
Iron and steel , Nonferrous metals 25 B.9 14.1 15.0 4.66.5 7.6 7.3 28.8 37.6 100.0 100.0
General machinery 09 147 256 198 1.8 5.4 6.0 16.3 34.4 .2|5600.0 100.4
Electrical machinery 13 109 263 148 3.8 11 107 p3.42.24 62.3] 100.0 100.p
Household electric appliances 22 285 268 165 7.7 4.80.0 2 255 56.6 75. 100.0 100.0
Transportation Equipment 0.3 40 216 19.7 1.2 5.0 1.7 7.4492 36.1) 100.0 100.p
Precision machinery 0.6 6/6 224 207 15 197 5.2 5.3 29.72.3|5100.0 100.
Toys and Miscellaneous goods 42 3B.2 5.9 5.7 4.7 2.2 6.41.0/1 21.2 52.1 100.0 10040
Total 35 104 125 12 3.4 66 123 1%8 316 45.1 100.0 0100.
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China became notably an importance import sounc&#st Asian countries for many
products. Some of the products for which China aragnportant import source in 2005 include
textiles (40%) and household electric appliances5%). In contrast, Japan became a less
important import source for East Asian in many picid. However, Japan is still an important
import source for several products as the shadapén in East Asia’s total imports for several
products including precision machinery, transpastatquipment, general machinery, electric
machinery and household electric appliances inopdorecision machinery exceeded 15
percent in 2005. ASEAN8 became an important impource for East Asia for many products
as the share of ASEANS in total East Asian impéotshousehold electric appliance, electric
machinery, and pulp, paper and wood exceeded ZSipem 2005. Korea was an important
import source for precision machinery in 2005. Rieg on electric machinery, whose share in
East Asian imports are substantial, one finds #pedrincrease in the importance of China and
ASEANS for East Asian countries. For China, in &ddi to ASEAN4, Korea’s importance as
an import source rose notably. By contrast, Japamrtance declined remarkably for Korea
and ASEANS.

An examination of intra-regional export and imppatterns shown in Table 1-7 and
1-8 revealed that China increased its importangeifgantly in more or less all the products.
This is particularly notable in electric machinefgr which China’s importance as export
destination as well as import source increased Besides China, ASEAN8 became important
export destination and import source for East Asialectric machinery. Indeed, intra-regional
trade in electric machinery is dominated by Chind ASEANS.

So far we have examined intra-regional trade int Bag& by products. It would be
interesting to analyze intra-regional trade in Esst by considering the characteristics of these
products, i.e. primary goods, processed materfasts and components, capital goods, and
consumption goods. First we analyze the compositainthese products concerning
intra-regional trade and then we examine the pattérintra-regional trade by focusing on
export destinations and import sources.

Table 1-9 shows export and import composition cé fgroducts for East Asian
countries with their trading partners in East Asidhe intersection of ASEAN8+3 and
ASEANB8+3 indicates the increases in the share ofspand components for intra-regional
exports as well as imports for East Asia increasetie expense of primary products. Although
the share declined from 1990 to 2005, processedriabst accounted for a sizeable portion of
intra-regional trade in East Asia. Indeed, in 2QB86 shares of parts and components and
processed materials registered around 31-32 perath for intra-East Asia exports and
imports. Parts and components trade increased #mgres in trade (exports and imports)
involving China and ASEANS8 with East Asian courdti@ his pattern is particularly notable for
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trade between China and ASEANS8. Specifically, min 30 percent of exports from Japan,
Korea, and ASEANS8 to China and ASEANS8 in 2005 wierparts and components, while the
corresponding values for other pairs are smallee pattern is quite different for imports of
parts and components, where their share in t@detaccounted for more than 30 percent in the
case of China and ASEANS but not for Japan or Korea
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Table 1-9 Composition of Trade by Trading Partners (%)

A. Exports
China Japan Korea ASEANS ASEAN8+3 World
1990 2005 1990 2006 1940 20D5 1990 2405 1990 3005 1990 2005
China Total 1 100.6  100.p 100,0 1040 100.0 100.0 1(0.0 1j00.®0.0i 100.0
Primary goods : 314 kg 5.5 94 213 8 254 4.5 19.7 1.8
Processed materialg : 225 1.8 516 353 426 P52 303 (23227, 18.0
Parts and componerjts , 1.0 15.6 19.7 19.4 3.4 B4.1 1 3.2 21.4 6, 317.0
Capital goods , 2.2 21p 14,4 191 11.7 2y.0 7.5 2.4 19.8 26.8
Consumption goods ! 43:1 437 2.8 16.9 14.9 10.8 32.6 28.5 2!54.36.4
Japan Total 100.0  100J0 ! 100.0 10p.0 1000 1000 100.0 400.00.01 100.0
Primary goods 0.2 21 ! 1.0 2|3 0.3 4.3 0.5 L.5 0.3 0.8
Processed materialg 41:.8 33.9 ' 3|5.7 425 '{27.6 P8.4 :31.9 33.98.9: 22.4
Parts and componerjts 18.7 3p.0 I 31.2 25.9 33.1 442 130.6 6| 3625.8: 324
Capital goods 324  24h I 285 2341 290 2p9 293 P32  30.8 .8[25
Consumption goods 6.9 4|0 . 36 43 100 b.3 7.7 48 243 191
Korea Total 100.0 100p 1000 104.0 : 100.0 100.0 100.0 100.®0.0; 100.
Primary goods 1.2 o.p 3.9 12 . 1.0 4.4 3.0 D.6 1.4 0.4
Processed materialg 67.7 38.7 33.6 40.6 . 47.6 B4.6 139.0 38.35.7, 28.3
Parts and componerjts 18.9 3f.6 9.8 313 ' 228 u2.6  113.9 37.8.9; 313
Capital goods 7.4 209 6.2 141 ! 18.3 1.3 9.7 18.9 13.7 24.7
Consumption goods 418 2|4 46.6 1%.7 ! 10.4 5.2 345 4.9 43.3 .4(15
ASEAN8 Total 100.0¢  100. 100.0 1000 100.0 10p.0 100.0 1p0.000.0r 100.q 100.0 10040
Primary goods 20.7 9b 304 140 402 214 165 02 251 0[12.166: 9.0
Processed materialg 588 257 471 382 414 B52 1370 |[31431, 319 325 261
Parts and componerjts 7.4 439 41 194 84 P68 214 (367 .7111336| 148 29
Capital goods 3.7 16p 29 124 61 103 94 113 58 [l129 7.11.185
Consumption goods 9.5 3|6 15.4 1%.9 3.9 6.3 15.7 10.3 143 6] 9.24.4, 165
ASEANS+: Total 100.00 1004 100p 1000 1000 10p.0 1000 1000 100.@0.0] 100.0 100.
Primary goods 5.2 3p 186 61 9.2 1 7.6 b.2 12.0 5.6 15.7 3.2
Processed materialg 4r.3 32.9 37.8 30.5 37.8 38.3 133.4 29.86.7! 31.9 23.4 22.8
Parts and componerjts 16:.0 3.8 1.5 20.2 {25.9 23.9 :26.2 7 38.19.7: 31.7 18.5:) 25.p
Capital goods 24.9) 210 10.0 14.8 23.1 19.6 20.5 7.5 17.0 .1|19 21.4 24.2
Consumption goods 7.4 3l4 231 245 4.0 9.1 124 8.9 147 7[11.30.77 24.4
B. Imports
China Japan Korea ASEANS ASEAN8+3 World
1990, 2004 1990 2006 1990 2005 1990 205 1990 4005 1990 2005
China Total ' 100.0 100.p 1000 1040 100.0 1000 1000 1/00.00.0; 100.0
Primary goods , 0.2 2.1 1.2 o4 20.7 9.9 5.2 B.9 9.6 19.5
Processed materialg ' 41.8 33.9 67.7 38.7 58.8 P5.7 '47.3 32.96.9! 313
Parts and componerjts ! 187 36.0 18.9 37.6 7.4 13.9 116.0 38.8.9' 264
Capital goods 1 32.4 241 74 20.9 3.7 16.9 24.0 21.0 28.6 18.6
Consumption goods : 6.9 4lo 4.8 2.4 95 B6 7.4 34 180 41
Japan Total 100.0 100Jo X 106.0 100.0 1000 1¢0.0 100.0 400.00.04 100.0
Primary goods 31.1 3 . 3.9 12 304 140 248 70 287 p51
Processed materialg 22.5 11.8 X 336 406 47.1 B8.2 386 27835, 255
Parts and componerjts 1.0 15.6 . D.8 313 4.1 19.4 1 4.6 188 | 6.83.7
Capital goods 22 21p ! 6.2 141 29 124 35 173 !'7.7 122
Consumption goods 431 417 ! 46.6 12.7 15.4 15.9 28.5 29.3 .6!23 23.5
Korea  Total 100.0 100p 1000 104.0 ! 1000 1000 1000 100.00.0: 100.0
Primary goods 55 9.4 1.:0 2{3 ' 40.2 21.4 \|9.2 9.1 :{_2.9 P4.4
Processed materialg 51.6 35.3 36.7 425 ! 41.4 B5.2 137.8 38.35.2 33.4
Parts and componerjts ~ 19.7 1.4 312 259 I 84 P68 1259 |2397.00 187
Capital goods 144 191 285 2§51 . 6.1 1p3 231 196  20.1 4]15.
Consumption goods 8.8 169 3.6 43 \ 3.9 b.3 4.0 9.1 4.9 8.1
ASEAN8 Total 100.C  100. 100.0 1000 100.0 10p.0 100.0 1p0.000.0; 100.d 100.p 100J0
Primary goods 23.5 2P 0,3 03 1.0 A4 16.5 10.2 7.6 5.3 11.42.1(1
Processed materialg 47.2 26.0 27.6 28.4 47.6 B4.6 37.0 31336, 29.8 34.2 30.y
Parts and componerjts 3.8 35.2 33.1 44.2 22.8 h2.6 21.4 3626.3, 39.0) 22.9 34.4
Capital goods 9.0 24f 200 209 183 173 94 113 200 [17.09.9' 144
Consumption goods 16:5 112 10.0 5.3 10.4 5.2 15.7 10.3 112.58.9 11.6 8.4
ASEANB8+: Total 100.00  100. 100.0 1000 10¢.0 100.0 100.0 1¢0.0 100.@0.01 100.0 100.
Primary goods 27.1 4 05 1|5 3.0 6 251 120 133 58 111.87.7
Processed materialg 312 234 319 339 39.0 B83 431 (31869 313 314 285
Parts and componerijts 33 216 306 366 139 B73 117 33834, 321 189 3L}
Capital goods 5.0 21 29,3 23.2 9.7 18.9 5.8 12.9 15.4 18.62.1,2 20.9
Consumption goods 335 287 1.7 4.8 34.5 4.9 14.3 9.6 16.0 .2|12 15.8; 11.1
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The findings on export and import composition kgding partners in East Asia reveal
that parts and components increased their impatan@xports for Japan and Korea in their
exports to China and ASEANS, that is to say thesdyxts became more importance in imports
for China and ASEANS8 from Japan and Korea. In aaldjtthe share of parts and components
in trade increased significantly in their bilatett@de for China and ASEANS8. Having indicated
the increased importance of parts and componetuiaiteral trade for East Asian countries, one
finds that processed materials register a largeestiabilateral trade for East Asian countries in
2005 even after experiencing a decline in its sfrarma 1990. Although the compositional share
is much smaller compared to either processed raggdasi parts and components, capital goods
register sizeable share in East Asia’s trade (éxpa® well as imports) at just below 20 percent.

It would be interesting to discern the roles thhin@, Japan, Korea and ASEANS play
in intra-regional trade in East Asia. Table 1-10vg# the importance of these countries and the
group of countries in East Asia’s trade as expestidation and import source. Before we look
at the roles of these countries, let us see howeitapt they are in their trade as a group, that is
to say the importance of intra-regional trade istEasia’s overall trade for different products.
An examination of intersection of ASEAN8+3 row acolumn indicates that East Asia is an
important supply source (import source) for EastaAsr many products. In particular, their
importance increased notably for processed magerparts and components, capital goods and
consumption goods. In contrast to the increasedaslimport source, East Asia’s role as export
destination for East Asia did not increase thatimiredeed, it is only parts and components that
saw a substantial increase in the share of EastiAdtast Asia’s overall exports from 1990 to
2005. It should be emphasized that the share obrexmlestined to the countries outside
ASEANS8+3 is very large for consumption goods anpitehgoods, indicating the importance of
non-East Asian countries such as those in Northr&meand Europe as export destinations for
the final products.
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Table 1-10 Export Destinations and Import Source for EasAsian Countries by Product

Characteristics (%)

A. Exports
China Japan Korea ASEANS8 ASEANS8+3 World
1990: 2009 1990 2006 1990 20D5 1990 2005 1990 2005 1990 2005
China Total . 13.97 111 1.7 4. 5.9 57 215 247 100.0 1do.0
Primary goods : 44.4, 221 1.0 204 128 87 583 513 100.0 14o.0
Processed materials ‘ 138, 109 3¢9 7. 114 79 288 246 1000 14o.0
Parts and components : 3.9, 102 9.5 4.8 56 114 190 241 100.0 1Q0.0
Capital goods : 3.2, 8.7 2.5 28 107 5f 164 173 100.0 100.0
Consumption good : 111, 127 0.3 1. 1.6 17 130 142 100.0 1do.0
Japan Total 3.0, 15.6 . 6.3 7% 125 119 21,8 350 10D.0 140.0
Primary goods 2.0, 420 . 186 222 120 48 326 689 10p.0 140.0
Processed materialk 6.5, 23.7 , 11.9 14.8 18.3 15(1 36.8 53.0 100.0 1¢0.0
Parts and compong 2.1, 17.9 , 7.6 6.] 16.1 16/4 25,9 40.1 100.0 1do.0
Capital goods 3.1! 14.§ ' 5.8 74 118 9k 207 316 100.0 100.0
Consumption good$  0.8' 3.2 ' 0.9, 1.7 5.1 39 6.9 88 100.0 10p.0
Korea Total 1.2 263 20.1 8. ! 8.5 8b 298 444 1000 10d0.0
Primary goods 1.0 310 564 278 ! 6.2 8jl 637 664 1000 14o0.0
Processed materialg 3.2, 36.0] 26.3 11.6 ' 15.8 918 452 574 10D.0 14o.0
Parts and compond ~ 1.4' 317 12.4 8. ! 122 108 259 50.6 1000 1Q0.0
Capital goods 0.7+ 223 9.0 4.4 ! 11.3 56 210 325 1000 1do.0
Consumption good 0.1 4.1 21.8 6.1 ! 2.0 2 237 135 100.0 100.0
ASEAN8 Total 22 1170 2185 11 3.7 ai 189 196 462 463 100.0 100.0
Primary goods 27 128 395 17 9.0 97 188 222 700 L7 1000 1D0.0
Processed materialp 4.0: 11.5 31.]: 16. 4.‘:7 55 21:.5 23.5 61|L3 56.6 1(:)0.0 100.0
Parts and compond ~ 1.1: 17.2 5.9 7.2 2.1 37 273 241 364 521 1000 1p0.0
Capital goods 0.7: 107 5.4 7.4 19 2B 151 120 230 3p2 1000  1p0.0
Consumption good$ 0.9+ 25 13.6  10. 0.6 16 121 133 271 27.0 100.0  1p0.0
ASEANBS+: Total 22: 99 124 9.4 4.4 4 126 110 3i6 351 160.0 1p0.0
Primary goods 2.0 12.00 405 186 70 1206 168 180 663 4§13 1000 100.0
Processed materials  4.4: 14.6] 20.1  13.4 7.1 76 180 146 496 5§02 1000 1P0.0
Parts and compond 1.8  15.0 7.6 7.1 6.0 40 175 166 330 4B4 100.0 1p0.0
Capital goods 2.4, 8.6 5.8 7.6 4.7 3p 121 719 251 277 1000  10.0
Consumption good$ 0.5, 1.4 8.9, 9.7 0.6 1.6 5.1 40 151 167 1000 100.0
B. Imports I
China Japan Korea ASEANS8 ASEAN8+3 World
1990; 2009 1990 2006 1990 2005 1990 2005 1990 2005 1990 2005
China Total ' 16.2'  17.5 12 134 56 13[0 231 439 1000 100.0
Primary goods ' 0.4! 1.9 0.2 03 121 66 126 87 1000 10p.0
Processed materialg ! 18.4! 18.9 24 165 89 107 297 46.2 1000 140.0
Parts and components ! 18.0! 23.8 18 19.1 2.4 217 219 64.5 100.0 1Q0.0
Capital goods ! 18.41 227 03 151 0.7 118 194 496 1000 140.0
Consumption good ' 13.91  16.8 0.8 7.9 6.6 113 21:3 360 100.0 1q0.0
Japan Total 51 212 ! 5.0 47 126 13]8 227 397 1000 1400
Primary goods 55 31 : 0.7 0.2 133 77 195 110 100.0  100.0
Processed materials 3.4: 14.8 ' 5.Q 7.4 l7.'|7 207 26:.1 42.9 101) 0 170.0
Parts and compone 0.81 243 1 7.5 10.7 7.9 197 16:3 547 100.0 1d0.0
Capital goods 15 36.9 ' 40 54 48 140 103 563 100.0 100.0
Consumption good$  9.4:  37.7] ' 98 24 82 94 274 496 1000 100.0
Korea Total 2.1 149 26.3 18.7 . 7.2 10j0 353 436 1000 1Q0.0
Primary goods 05:. 57 1.1 1.7 : 12.6 88 142 163 100.0 100.0
Processed materials  3.1: 15.7| 265  23.7 : 84 106 380 50.0 100.0 1Q0.0
Parts and compond 2.4, 155 48.0 259 . 35 144 540 537 100.0 1Q0.0
Capital goods 15/ 184 371  30.4 . 2.2 6/7 407 534 1000 140.0
Consumption good 3.7, 31.2| 192 9.4 i 5.7 78 286 449 100.0 1do.0
ASEAN8 Total 297 1000 236 143 3.2 44 165 235 462 522 1000 1p0.0
Primary goods 6.1, 2.4 0.7, 04 0.3 0 239 198 309 2p7 1C¢0.0 100.0
Processed materials 4.0, 8.5 19.1 13.7 4.4 49 17,9 240 454 506 100.0 1p0.0
Parts and compond 0.5, 10.3] 34.1 184 3.1 54 155 251 532 59.1 1000 1p0.0
Capital goods 1.3, 173 344 208 2.9 5)2 77 145 463 6.8 100.0 1D0.0
Consumption good$  4.2! 13.3] 20.3  10.7 2.8 207 224 288 496 555 1000  100.0
ASEANS+: Total 35' 10.7] 128 12 3.4 66 123 88 316 451 1000 1p0.0
Primary goods 46' 25 0.3 0.9 0.% 0.p 149 97 2Q3 1.3 100.0 100.0
Processed materials 3.2} 8.4 11. 13.4 3.8 85 154 169 340 473 100.0 1p0.0
Parts and compond ~ 0.8' 9.5 27.2 18 33 102 102 219 416 599 100.0 1p0.0
Capital goods 11 152 239 183 2.1 8P 47 134 319 551 1000 1p0.0
Consumption good$  7.5'  27.5 6.1 5.2 7.4 2B 112 136 321 4Dp2 1000  1p0.0
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The overall picture masks variations which are tbifor individual countries. Let us
see the roles of these countries in supply of ingpand destinations of exports for East Asia by
different products. One notable pattern is theaased role of China in its role as an import
source as well as an export destination for almatisthe products under study. In particular,
China is a very important import source for constionpgoods for East Asia, as 27.5 percent of
ASEANS8+3's imports of consumption goods came fromn@ in 2005. Furthermore, China
became an important export destination for East Aer parts and components, processed
materials, and primary products. As for Japans &n important import source for East Asian
countries for processed materials, parts and coemenand capital goods, although its
importance declined over time. Japan is an impogaexport destination in primary products.
Korea became an increasingly important import seuar processed materials, parts and
components, and capital goods for East Asia. AABEANS, one observes an increasing role
as an import source for parts and components fst &sian countries, as the share of ASEANS
in East Asia’s overall imports of parts and compagaencreased from 10.2 percent in 1990 to
21.9 percent in 2005. Although the magnitude is a®tsubstantial compared to parts and
components, the importance of ASEAN's role as irhgource for capital goods for East Asia
also increased notably.

The analysis of the patterns of intra-regional érgl products reveals the emergence
of regional production networks in East Asia durihg 1990-2005 period. Inside the networks,
processed materials, parts and components, anthlcgpods are exported from Japan, Korea,
and ASEAN to China and ASEAN, where final consumptand capital goods are assembled
and exported to non-East Asian countries such@setim North America and Europe. Coupled
with the observation that the shares of consumgimeds and capital goods in China’s overall
exports are substantially large as shown in Talle dne comes to an observation that China is
acting like a world factory by producing final gsodnd importing inputs and capital goods
from the rest of East Asia.

A closer look at intra-regional trade pattern féec&ric machinery and household
electric appliances would be of interest to discttr@ development of regional production
network. Tables 1-11 and 1-12 show the composifoproducts by characteristics for electric
machinery and household electric appliances, ak agetheir export destinations and import
sources. An examination of these tables reveatsChana is playing a role of assembling base
of electric machinery and household electric amgkes for the world by importing parts and
components from the rest of East Asia. ASEAN andeddave become particularly important
suppliers of parts and components to China, wlafesid has become a less important supplier
of parts and components.
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Table 1-11 Composition of Trade for Electric Machinery am Household Appliances for East

Asian Countries (%)

A. Exports
China Japan Korea ASEANS ASEAN8+3 World
1990, 200§ 1990 2005 1990 20p5 1990 2005 1990 4005 1990  [2005
China  Total ! 100.00 100.d 1000 1000 1000 100.0 1000 1900 1p0.0  100.0
Primary goods ! 0.0 0.p 00 olo 0.0 .0 0.0 0.0 0.0 0.0
Processed materialg 1 5.6 7.0 4.2 n.7 7.3 3.2 15.4 5.2 1 6.9 6.1
Parts and componeiits | 193 4p6 657 %01 253 565 137.6 3|49.1351 316
Capital goods . 544 358 269 408 442 349 422 B6.4  43.0 5|46
Consumption goods . 20.8 146 31 1.4 231 5.4 14.8 9.2 1367 9|15
Japan  Total 100.p  100J0 ' 1000 10p.0 100.0 100.0 1p0.0 00.0.01 100.0
Primary goods 0.0 0.p ' 0.0 (0 [0] 0.0 .0 0.0 D.0 0.0 0.0
Processed materialg 2.4 3.4 ! 16 .7 3.8 2.2 3.0 2.7 119 2.2
Parts and componefts 289 755 i 761 65 580 [753 1593 8|73.429 611
Capital goods 651  18[7 I 193 242 318 182 327 P02 433 2|30
Consumption goods 3.6 24 3 30 36 6.4 K] 5.0 3.3 11.9 6.5
Korea  Total 100.0 100p 1000 10d.0 . 100.0 1do.0 100.0 100.000.0{ 100.9
Primary goods 0.0 0p 0.0 olo . ag.0 .0 0.0 0.0 0.0 0.0
Processed materialg 1.7 26 2.6 P.8 ' 2.0 13 12.3 2.3 121 1.6
Parts and componefts 845  89.0 515 166 ! $6.8  [73.2 1508 1|83.469' 59.6
Capital goods 12.3 70 2917 146 | 169 285 233 122 269 231
Consumption goods 1.5 12 161 1 I 14.3 20 147 24 241 76
ASEANS8 Total 100.d  100. 1000 10do 1000 10p.0 1¢0.0 1po.ac0.0: 100.d 1000 100)
Primary goods 0.0 0.p 0.0 olo 0.0 .0 0.0 0.0 0.0 0.0 10.0 0.0
Processed materials 145 .0 5.1 P.8 0.8 0.4 3.2 15 35 14 0, 2 13
Parts and componefts ~ 20.8  88.2 53.7 §29 853 790 592 7|75.59.3 782 554 696
Capital goods 56.3 8p 283 2498 103  1p2 215 164 223 8[14.242: 230
Consumption goods 8.4 2l6 12.9 10.5 3.6 44 161 6.4 149 5.618.4: 6.1
ASEANB8- Total 100.00  100. 1000 100{0 10G.0 10p.0 100.0 1p0.0  100.000.0f 100.0  100.
Primary goods 0.0 op 0.0 0j0 0.0 .0 6.0 D.0 0.0 0.0 10.0 0.0
Processed materialg 2.8 2.3 25 1.2 1.7 2.3 135 2.0 1 2.9 26 4, 2. 33
Parts and componefits ~ 31.5  8ft.1 655 974 762 |45 587 4|71.612' 719 429 524
Capital goods 62.0 11% 243 242 191 2p1 272 p14  27.8 .4|20 378" 343
Consumption goods 317 21 7.8 10.3 8.1 4.1 10.6 51 181 51 .9'16 10.0
B. Impors
| China Japan Korea ASEANS ASEAN8+3 World
1990, 2005 1990 2005 1990 20p5 1990 2005 1990  J005 1990  [2005
China  Total ' 100.0, 100. 1000 1000 1040 100.0 100.0 190.0 1p0.0  100.0
Primary goods ! 0.0 0.0 00 olo 0.0 0.0 0.0 0.0 0.0 0.0
Processed materialg ! 24 3.4 17 P.6 14.5 1.0 128 2.3 13.0 2.5
Parts and components i 269 765 845 890 208 882 1315 1[84.21.31 78.4
Capital goods I 651 187 123 712 563 82 620 115 718 [164
Consumption goods . 3.6 24 15 1.2 8.4 P.6 3.7 2.1 13.8 2.4
Japan  Total 100.0  100/0 | 10d0 1000 1000 100.0 10D0.0 100.@0.01 100.0
Primary goods 0.0 0.0 . 0.0 olo ag.0 Q.0 0.0 0.0 0.0 0.0
Processed materialg 5.6 7.0 ' 2.6 P.8 5.1 2.8 4.0 4.9 1 3.6 4.0
Parts and components ~ 19.3 426 ! 51.5 166 537 629 1483 8|54.49.9' 565
Capital goods 54.4 358 i 29,7 146 283 238 322 81 353 .1(29
Consumption goods 20,8 146 I 16.1 B4 129 105 154 [22 2.11.105
Korea  Total 100.0 100.p 1000 10d.0 . 100.0 100.0 100.0 1p0.000.0{ 100.9
Primary goods 0.0 0.0 0.0 olo . (0X0] 9.0 0.0 0.0 0.0 0.0
Processed materialg 4.2 47 1.6 L7 . 0.8 0.4 1.7 23 1 2.2 21
Parts and components 657  50.1 761 465 ! 853 [79.0 762 5|64.706'  66.2
Capital goods 26.9 408 193 282 ! 10.3 16.2 19.1 P91 233 .9(26
Consumption goods| 3.1 414 3.0 3.6 ! 3.6 h.4 3.1 4.1 13.9 4.8
ASEANS Total 100.0  100. 1000 100[0 100.0 10p.0 1060.0 1P0.000.0: 100. 100.0  100J0
Primary goods 0.0 0.0 0.0 olo 0.0 0.0 6.0 D.0 0.0 0.0 10.0 0.0
Processed materialg 7.3 3.2 3.8 p.2 2.0 1.3 13.2 1.5 1 35 20 2, 4 21
Parts and components ~ 28.3  56.5 580 753 $6.8 [732 '59.2 7|75.587' 714 605 7438
Capital goods 442 349 318 142 189 285 215 164  27.2 .4[21 259" 194
Consumption goods 2311 5,4 6.4 43 14.3 2O 161 64 106 5195 4.6
ASEANSA Total 100.00 100.0 1000 100/0 10G.0 10p.0 100.0 100.0 100.000.0] 100.0  100.
Primary goods 0. 0.0 0.0 olo 0.0 Q.0 0.0 D.0 0.0 00 100 0.0
Processed materialg 5.4 5.2 3.0 p.7 2.3 2.3 135 14 131 26 6, 3. 25
Parts and components ~ 37.6  49.3 593 738 598 831 |59.3 2|78.58.7, 722 535 718
Capital goods 422 384 327 202 233 1p2 223 148 9.2 0|20 349' 208
Consumption goods 14:8 9,2 5.0 3.3 14.7 P4 149 56  '9.0 52 .0' 8 49
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Table 1-12 Export Sources and Import Destination of Eleectc Machinery and Household

Appliance for East Asian Countries (%)

6)
Exports

China Japan Korea ASEAN8 ASEANS8+3 World
1990, 2009 1990 2005 1990 20p5 1990 2005 1990 2005 1990 |2005
, 2.9, 8.1 2.5 3.6 15 74 6.9 189 10Q.0 10p.0

China Total
Primary goods

24, 9.4 1.6 2.8 1.6 3. 10Q.0 10p.0

Processed materialp . B 55 159
Parts and components . 4.2, 11.0f 12.4 5. 2.8 12}7 19,4 295 10p.0 1do.0
Capital goods X 3.7, 6.3 1.6 3.5 15 5.8 6.8 148 10Q.0 10p.0
Consumption goods ! 1.7! 7.5 0.2 1.4 0.9 2.4 2.8 10,9 100.0 10p.0
Japan Total 29' 18.7 ! 6.2 7.4 12.1 150 2112 412 100.0 1do.0
Primary goods ! ! ! ! ! !
Processed materials ~ 3.8'  29.9) ! 5.2 5 24.9 154 34.0 512 109.0 140.0
Parts and compone] 19+ 231 ' 11.¢ 8 16.4 18|5 29.3 49.8 109.0 1Q0.0
Capital goods 43" 116 ! 28 7 8.9 9N 16:0 276 100.0 100.0
Consumption goodg 0.9 6.8 ' 1.6 4.1 6.6 9.9 9.0 209 100.0 10p.0
Korea  Total 1.0. 241 10.6 6. 1 9.1 102 207 4.3 100.0 1do0.0
Primary goods : : : : : :
Processed materials  0.81  40.00 135 10} : 8.7 85 231 592 100.0 140.0
Parts and compone|  1.7:  36.0 11.7 7. ‘ 125 125 283 562 100.0 1Q0.0
Capital goods 04, 56 11.8 2.4 : 5.7 7f 179 197 100.0 100.0
Consumptiongoody 0.1, 3.6 7.1 6.4 : 5.4 2 1266 127 100.0 10p.0
ASEANS8 Total 0.3, 16.6 4.7 7.9 1.6 an 23.3 20Q.2 29.9 48.8 1G0.0 1p0.0
Primary goods . . , , , ,
Processed materialp 2.5, 12.5 12.0 16.9 0.7 114 37 24.4 52.9 55.1 100.0 1p0.0
Parts and compone| 0.1, 211 4.5 7.1 25 46 24,9 22.0 32.0 5¢.8 1G0.0 1{0.0
Capital goods 0.8, 5.9 5.4 8.1 0.7 2.9 2057 145 27.6 31.3 100.0 1(0.0
Consumption goods 0.2! 7.2 3.3 13.4 0.3 30 2014 211 24.1 44.6 100.0 1p0.0
ASEANS+ Total 1.9 121 6.0 7.4 4.3 an 129 12.8 25.2 36.6 10.0 1p0.0
Primary goods ! ! ! ! ! !
Processed materialp ~ 2.2! 8.5 6.2 9.7 3.0 2.9 18.9 80 30.3 2.1 100.0 100.0
Parts and compone| 14 194 9.2 8.3 7.6 50 1n7 175 36.0 5p.3 1€0.0 1p0.0
Capital goods 3.1 4.1 3.9 6.7 22 3.6 9.3 8|0 18.5 218 100.0 1¢0.0
Consumption goods 0.4 2.6 2.8 7.4 0.8 1.y 8.1 616 12.1 18.7 100.0 100.0
Imports
| China Japan Korea ASEANS ASEAN8+3 World

1990 2005 1990 4005 1990 [2005
2221 23.0 1.3 19.2 0.0 24]4 244 666 100.0 1Q0.0

OT
=
©
o
o
N
o
=
ol

1990 2009 1990 200

China Total
Primary goods 1
100.0 140.0

4.1 9 22,7 61

Processed materialp : 179, 31.8 07 19.9 4 0
Parts and components | 301, 221 51 217 03 274 361 712 100.0 1Q0.0
Capital goods | 20.1, 26.2 0.3 8.4 0.7 12ft 21,0 44.7 10).0 1do.0
Consumption goodg . 21.0, 22.6 0.5 9.1 1.5 266 23,4 58.3 100.0 1d0.0
Japan Total 29, 321 , 11.3 9.4 9.2 2255 2311 64.0 100.0 1Q0.0
Primary goods . . , , , ,
Processed materials 4.4, 56.9 ' 8.0 6.6 12.7 157 252 79.2 100.0 1Q0.0
Parts and compone| 11, 24.2 ' 11.4 12.8 9.9 25/1 224 62.1 109.0 1Q0.0
Capital goods 45! 394 ! 9.3 4.1 7.3 184 211 619 100.0 100.0
Consumption goodg 54" 446 ! 16.C 7 10.5 225 32.0 743 100.0 1Q0.0
Korea  Total 33 197 491 249 ; 41 161 565 606 100.0 1Q0.0
Primary goods ' ' ' ' ' '
Processed materials 6.4: 43.4 34.8I 19. ' 1.:3 33 42:.7 66.4 101:).0 1700.0
Parts and compone 3.1 149 52.9 25. 1 5.0 192 61.0 59.1 100.0 1Q0.0
Capital goods 38 298 406 261 l 1.8 97 463 656 100.0 100.0
Consumptiongoody 2.7\ 17.9| 379 187 : 33 149 444 515 100.0 140.0
ASEAN8 Total 06: 124 318 161 4.1 71 199 298 565 613 100.0 1p0.0
Primary goods . . : : : :
Processed materials 1.1, 19.4 29.2  17.3 2.0 45 153 194 476 606 100.0 1p0.0
Parts and compone| 0.3, 9.4 305 16. 4.5 60 195 22 548 589 100.0 1p0.0
Capital goods 1.1, 22.6 39.1 153 2.7 87 166 222 595 689 100.0 1p0.0
Consumption goodg 1.6, 14.6 21.€ 15.1 6.2 31 339 35.8 63.2 68.7 100.0 1p0.0
ASEANS+ Total 14, 125 26.4 16.7 4.4 10)6 121 23.6 44.4 63.4 100.0 100.0
Primary goods . . , , , ,
Processed materials 22! 254 220 177 23 96 119 135 389 663 100.0 1D0.0
Parts and compone]  1.0' 86| 293  17.1 50 123 134 297 487 688 100.0 1D0.0
Capital goods 171 218 248 163 3D 62 78 167 3V.2 610 100.0 100.0
Consumptiongood§ ~ 2.6' 234/ 168 113 81 52 224 240 497 670 100.0 1D0.0
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1.2.3. Foreign Direct Investment in East Asia

Foreign direct investment (FDI) outflows from Ed#stia as well as inflows to East
Asia increased more or less continuously from 1882007 with several ups and downs (Figure
1-27) As for FDI outflows, the value increased ghain the second half of the 1980s because
of a rapid expansion of Japan’s FDI outflow. Afexperiencing a decline in the early 1990s,
FDI outflows started to increase in the 1990s Ingt tate of increase was very low. FDI
outflows began to rise notably in the early 2000ss expansion, which is led by FDI outflows
from Japan and joined by those from other countmes mainly attributable to buoyant global
economic conditions and deregulation in FDI polcia many countries in the world. As a
result of rapid expansion in the 2000s, FDI outBofrom East Asia exceeded $140 billion,
which is more than three times larger comparetiedevel in 2003.

Figure 1-27 FDI of East Asian Countries
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FDI inflows to East Asia increased noticeablehn 1990s. Despite a slight decline
and slow growth in the late 1990s and early 2008sabse of the Asian financial crisis and
global economic slow down, respectively. FDI inflowo East Asia grew remarkably from the
early 1990s through 2007 when its magnitude exake8dé0 billion. It is worth noting that for
East Asia FDI outflows were greater than inflowsotlgh the early 1990s but then these
positions were reversed. From the early 1990s fird2007 FDI inflows were significantly
greater than FDI outflows.
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Although FDI outflows from and inflows to East Asincreased from the 1980s to
2000s, its shares in the world FDI inflows and lmwt declined during the 1980-2000s period
because of a large increase in FDI flows involviagrope and the United States. More
specifically, East Asia’s share started to deciimthe early 1990s for the case of FDI outflows
while the corresponding share started to declirtbermiddle of 1990s for FDI inflows. In 2007
East Asia’s share in the world FDI outflows andanfs was below 10 percent. This decline in
the share of East Asia in world FDI contrasts \agiainst the case for international trade, for
which East Asia’s share steadily increased ovee.tim

FDI outflows from China, Japan, Korea and ASEAMNoiwed similar trends starting
in the early 1990s, although their magnitudes diffebstantially (Figures 17 and 18). One
observes similar upward trends among these coarand the group of countries in the 2000s.
It is worth noting that FDI outflows from China memsed more than twenty times in seven
years from 2000 to 2007. Japan has been a domooamtry among East Asian countries in
terms of FDI outflows but its dominance began tdetr as the shares of ASEAN, China, and
Korea started to increase in the mid-1990s. In 260 shares of Japan, ASEAN, China and
Korea in East Asia’s FDI outflows stood at 51, 28,and 11 percent, respectively.

FDI inflows to East Asia show two contrasting pats, one for China and ASEAN
and the other for Japan and Korea, starting inl8#0s. After experiencing low level of FDI
inflows until the mid-1980s, FDI inflows to East iAsstarted to diverge among the countries.
FDI inflows to ASEAN started to increase in the m@B0s and then FDI inflows to China
started to increase in the early 1990s. FDI infléav$hese countries continued to grow rapidly
with a decline during the period from the late 1998 the early 2000s. It should be noted that
FDI inflows to China surpassed those to ASEAN ie garly 1990s, and since then China has
been the largest FDI recipient in East Asia. Indé€&uina was the largest FDI recipient in the
world in 2003. Unlike China or ASEAN, Japan and &thave seen low level of FDI inflows
throughout the period under study, although FDbing to these countries show some increases
in the 2000s. Rapid expansion of FDI inflows to zhiand ASEAN and low level of FDI
inflows to Japan and Korea are reflected in thengha in their shares in overall FDI inflows to
East Asia (Figure 1-28). Since the early 1990s sttses of China, ASEAN, Japan and Korea
remained relatively stable and to register 49,136and 2 percent, respectively in 2007.
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Figure 1-28 FDI Inflows to East Asia
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So far we examined FDI outflows and inflows forsEésian countries in terms of
their magnitude. It would be of interest to analyle importance of FDI in their economic
activities for these countries. Figures 1-29 argDishow the ratio of outward and inward FDI
stock to GDP, respectively. Figure 1-29 shows thatward FDI stock to GDP ratios for East
Asian countries are lower than the world averagdicating that East Asian countries have not
been active foreign investors compared to the okshe world. This may be attributable to
several factors including low level of economic elepment and lack of experiences in
international business. Among East Asian countrtegs, outward FDI stock-GDP ratio is
relatively high for ASEAN, although the ratio islbe the world average. The corresponding
ratios for other countries are significantly lower.
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Figure 1-29 Outward FDI Stock to GDP (%)
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Figure 1-30 Inward FDI Stock-GDP Ratio (%)
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Turning to the inward FDI stock-GDP ratios, ASE&Khibits significantly high value
around 45 percent in 2007 compared to other EaanAsuntries. Indeed, the ratio for ASEAN
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has been much higher than the world average. Byrasinthe inward FDI stock-GDP ratio for
Japan is very low around 3 percent in 2007. Thegdor Korea and China are similar around
10 percent in 2007. These differences in inward Bibkck-GDP ratios mainly reflect FDI
environment, or openness to inward FDI of the coesiin East Asia.

We saw earlier that intra-regional dependenceaist Asia’s exports remained around
the same level of 35 percent, while the correspandalue for East Asia’s imports increased
slightly to reach 43 percent. Let us now see indgenal dependence in foreign direct
investment. Because of the lack of necessary irdbom on FDI, the analysis is limited
compared to the case for international trade. Thl8 shows that intra-regional dependence in
terms of FDI inflows increased from 19 percent 897-2000 to 25 percent in 2002-2006. The
increasing importance of intra-regional FDI inflows found for China, Japan, Korea, and
ASEAN. Although intra-regional dependence in FOldws increased in recent years, the level
of intra-regional dependence at 25 percent is Bogmitly lower compared to 43 percent for the
imports. The analysis of intra-regional dependemmc&DI outflows covering all East Asian
countries cannot be undertaken because of the absence gsaeganformation. As can be
seen from Table 1-14, intra-regional dependen@nayzed for FDI outflows from Japan and
Korea. The figures in the table show an increasimgprtance of intra-regional dependence for
FDI outflows from these two countries from 1997-20@ 2002-2006, although the level of
intra-regional dependence differs substantiallyeen the two countries, higher dependence
for FDI outflows from Korea compared to those frd@pan. The findings in this section
indicate increasing intra-regional dependence inl, Fbhich is similar to the case for
international trade.
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Table 1-13 Intra-regional FDI Inflows in East Asia (%)

Table 1-14 Intra-regional Outward FDI in East Asia

China Japan Korea ASEAN East Asia |

1997-2002002-20q 1997-20G2002-2041997-20G2002-2041997-20G2002-20d 1997-20G 2002-200
Indonesia 0.21 0.1B 0.d1 0.01 0.p2 oloo 1.33 1.03 .53 0.42
Malaysia 0.65 0.5 00  -0.44 8.59 2p9 1i43 248 1.88 28
Philippines 0.35 0.31 0.05 0.2 0.01 0Joo 0:07 d.24 9.20 25
Singapore 5.93 3.5p 1.64 1299 3169 3|33 6.82 .01 5.56 4.92
Thailand 0.43 0.2 066 -0.97 0.01 0.po 0i36 d.40 .27 25
Brunei 0.00: 0.24 0.0 0.00 0.60 0.p0 0i15 0|05 4.04 13
Vietnam 0.01 0.0] 00b  -0.d1 0.60 0.po 0i01 olos d.01 .02
Laos 0.00 0.04 0.00 0.00 0.00 0.po 0i01 oloo 3.00 .00
Myanmar 0.01 0.01 0.00 0.4o 0.00 0.po 0i01 d.05 ¢.01 02
Cambodia 0.01 0.0p 0.do 0.00 0.po oloo 0.01 Q.01 b.01 0.01
ASEAN 7.67 5.04 1.08 1239 1232 542 1020 1133 $.52 31
China 0.00 0.04 -0.08 0.7 0.33 3.h7 0i33 1134 .13 70
Japan 8.22 8.3p 0.00 0.00 9p2 16l01 10.61  18.04 8.51 1.78
Korea 4.05 7.24 0.69 141 0.00 0.po 0i83 196 2.32 76
East Asia 19.94 207k 140 14p7 2256 2451 2198 F.66 48}9. 2456
ROW 80.06f 79.2¢ 983D 8573 7744 7549 7402  6f.34 8052 4475
World 100.00( 100.0¢ 100.00 100.00 100{00 104.00 10p.00 00G0. 100.00  100.0
Source: Country sources.

sia
Japan Korea |
1997-20G2002-20(1997-20G2002-200
Indonesia 2.63 1.7p 3.05 1.38
Malaysia 1.18 1.82 0.3B 0.44
Philippines 1.58 1.0 1.73 0.91
Singapore 241 1.34 2.19 2.18
Thailand 4.05 3.82 1.70 0.43
Brunei 0.00: 0.04 0.09 0.00
Vietnam 0.00 0.33 1.8Y 4.36
Laos 0.06 0.0 015 0.2
Myanmar 0.00 0.0 0.18 0.41
Cambodia 0.0( 0.0 041 0457
ASEAN 12.37 10.3 11.31 10.41
China 4.64 13.3 14.327 35.¢4
Japan 0.0G 0.0 1.32 2.%6
Korea 1.89 2.5 000  0do
East Asia 18.90 26.3 27.00 49.p1
ROW 8110} 7367 730D 5099
World 100.00{  100.0 100.00  100.00

Source: Country sources.

Turning to the sectoral allocation of FDI flowsHiast Asia, for which the information

is very limited, one finds that electric machinegcounts for a large proportion. Table 12 shows

the sectoral allocation of FDI inflows to Malaysiad Thailand as well as that of FDI outflows
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to East Asia from Japan. For the case of Malayia,share of electric machinery in total
manufacturing FDI inflows from 1997 to 2006 was lasge as 42 percent, while the
corresponding figure for Thailand was 25 perceaktro transport machinery, which received
32 percent of total FDI inflows to Thailand for tlsame period. A similar picture of the
importance of electric machinery in FDI inflows East Asia can be found from Japanese FDI
outflows. Based on the stock value at the end 662@8 percent of Japanese FDI stock in East
Asia was in electric machinery, the largest recipisector, which is followed by transport

machinery at 18 percent.

Table 1-15 Sectoral Distribution of FDI in East Asia (%)

Inward FDI Flows Outward
FDI Stock
Malaysia | Thailand | Japan
1997-200i| 1997-2001|2006 stock
Manufacturinbg 100. 1qo0 100
Food 3.6 5.5 7.]
Textiles 1.7 2.0 1.6
Wood and wood products - 1.4
Chemicals 12. 104 1642
Petro chemicals 12, 2|1 a3
Metal products 9. 10.p 64
General machinery - 14
Electric machinery 41. 246 28|14
Transport machinery 31}6 14.4
Scientific instruments 2. - 34
Others 4 13.3 8.y

Notes: Figures for Malaysia are overall inward FDWs on approval basis,
those for Thailand are overall inward FDI flowskmiance of payments ba:
those for Japan are outward FDI stock in East Asiseported basis.
Sources: Country sources
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2. Verification of macro-economic sensitivity toward external fluctuation

This chapter will assess broader economic datauditad capital flow, domestic
financial market, and economy through observatibrpanel data for individual ASEAN+3
markets from 1980 to 2007 with objective to analyzsmission of the impacts of global
markets and capital flow on the domestic marketegahomy.

2.1. Observed impact of capital flow on domestic market
2.1.1. 1997 Crisis

First of all, here is reminding of typical histaloexample of crisis triggered by capital
flow in the region.

Before 1997 crisis, huge foreign capital flew infdailand domestic market via
off-shore market such as BIBF, which triggered Belbdf asset price such as real estate and
equity. Capital inflow was mainly through shortsteforeign funding. This capital flow was
enhanced by specific anomaly/trends of foreignrfaia market such as extremely low interest
rates of Japanese Yen, especially for non-Japainesecial institutions because of “Japan
Premium”.

It was difficult for BOT to absorb excess liquidipartly because of lack of means of
absorption in the inter-bank market of Thai Bahhefefore, speculative investment under
loosened money and credit continues.

Figure 2-1 Structure of impacts of capital inflow: Case off hailand before 1997 crisis
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Once substantial tightening implemented against dbwetinuous speculation in the
domestic asset market under very loosened monegradd, capital flow started to be revered,
then triggered liquidity shortage of foreign cummrgnasset price depreciation, and deterioration
of credit of the sovereign and private entities] egal economy of Thailand.

2.1.2. Capital flow and domestic market in selected countries

With views to the historical data of capital inflamd domestic credit by each country,
other investment composing loans and banking agtoften causes volatility of capital flows.
Credit growth of banking sector enhanced by extdsogowing tends to not only enhance real
economic growth but also foster speculative investimwhich may lead to vulnerable ground
against sudden reverse of capital flow.

Dependency on other investment had been decredssd1897 crisis in some of
ASEAN countries which was hit severely in the 129igis, thanks to improved current account
balance and increased portfolio investment anattineestment.

However, continuous repayment of external borrowimght limit available capital in
the domestic market in some cases such as Indonesia

Furthermore, increased dependency on other investwees observed just before 2008
global financial turmoil in some of the individualarkets such as Korea, which seems to be
transmitted to higher credit growth or/and boonstark market.
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Capital flow and domestic financial market
(UNIT: million US dollars, % annual growth)

Figure 2-2 Current account balance, capital inflow, and feeign exchange reserve: Thailand
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Figure 2-3 Borrower of other investment: Thailand
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Figure 2-4 Foreign liability and domestic credit growth: Thailand
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Figure 2-5 Current account balance, capital inflow, and feeign exchange reserve: Korea
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Figure 2-6 Borrower of other investment: Korea

70000.000
60000.000
50000.000
40000.000
30000.000
I Other Sectors
[ Banks
20000.000
[ General Government
[ Monetary Authorities
10000.000 —&— Other Investment Liab., n.i.e.
]
I R
0.000 N H
%
-10000.000
-20000.000
-30000.000
Figure 2-7 Foreign liability and domestic credit growth: Korea
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Figure 2-8 Current account balance, capital inflow, and feeign exchange reserve: Indonesia
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Figure 2-9 Borrower of other investment: Indonesia
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Figure 2-10 Foreign liability and domestic credit growth:Indonesia
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2.2.  Correlation among capital markets

This section observes and analyzes correlationseeet external market/capital flow
and domestic money and credit market/asset macketdenic growth.

2.2.1. Overview of the historical data
We analyzed the impact of global markets, and expiée following capital flow into
the ASEAN+3 countries, then domestic financial nefrkasset market and macro economic

growth based on historical data from 1980 to 2@f7ASEAN + 3 countries and US financial
market.
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category indicators variable name

US financial market annual change of stock index stk_gr_us
ratio of domestic credit to GDP d_credit_to_gdp_us
vield ratio vield r us

exchange rate change of exchange rate forexca_gr
change of real exchange rate r_fx_gr
change of effective exchange rate efx_gr
change of real effective exchange rate refx gr

capital flow ratio of current account to GDP Current_to_GDP
capital inflow (liability) to GDP Flow_to_GDP
ratio of Dir. Invest. To GDP DI Li_to_GDP
portfolio inflow (liability) to GDP Port_to_GDP
ratio of Equity Securities (Liab.) to GDP Eq_Li_to_GDP

ratio of Debt Securities (Liab.) to GDP
ratio of Other Investment Liab., n.i.e. to GDP

Debt_Li_to_GDP
Other_Li_to_GDP

ratio of Overall Balance to GDP OAB_to_GDP

ratio of change of Foreign Exchange to GDP Change FXR to GDP
money and credit M2 / foreign exchange reserve M2_to_FXR

ratio of foreign exchange reserve to import FXR_to_Im

growth of foreign exchange reserve FXR_gr

growth of M2 M2_gr

growth of base money B_Money_gr

M2 money multiplier M2_Multiplier

ratio of domestic credit to GDP D_Credit_to_GDP

real interest rate Real_Int

lending and deposit rate spread
Domestic private credit to deposit ratio
ratio of bank reserve to bank asset

Spread_Ln_Dep
D_Prv_Credit_to_Dep
Bnk_Rsv_to Bnk Ass

investment and economic growth change in stock prices STK gr
Yield ratio Yield_R
growth of real GDP RGDP_gr
growth of industrial production 1IP gr

fundamentals inflation rate CPLgr

ratio of fiscal balance to GDP
ratio of public debt to GDP
growth of revenue of central government

Fiscal_Bal_to_GDP
Pub_Debt to_ GDP
gov rev gr

(%) IMF, Bloomberg

First, we observed the data with attention to thee tahead to two financial crisis period which
is 1997 and 2008.

Looking at US financial market, since early 19808, interests rate was under long declining
trend until the present super-loosening monetatigypSpread between CP and T-bill rate has
been shrinking in the long term view towards theyMew level observed in early 2000s. US
dollar, in terms of real effective exchange rates been on depreciation trend since 2002 until
recently.
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Figure 2-11 US financial markets from 1980 to 2007
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(Source) IMF, Bloomberg

(Note) Stkindex_us =s Dow Industrial Index.
Refx_us = real effective exchange rate of US dollar
Yield ratio = (1/Price Earning Ratio) / bond yield
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Looking at capital inflow of individual ASEAN+3 miaets, while current account turned to
surplus in most countries of ASAN+3, types of calpibflow such as direct investment, debt
portfolio, equity portfolio, and other investmemdstly short-term borrowing) vary among the
ASEAN+3.

Table 2-1 Summary of capital flow before 1997/2008

Current FDI(in) Debt Other FX reserve tg
account investment | investment | import
(in) (in)
us Minus Growing N/A Growing Declining
Minus Growing | Growing Growing Stable
BR N/A N/A N/A N/A N/A
Plus Growing | Growing Growing N/A
KA Plus Growing N/A Growing Growing
Plus Growing N/A Growing Growing
HK N/A N/A N/A N/A N/A
Plus Growing | Growing Growing Declining
ID Minus Growing | Growing Declining Stable
Plus Growing | Growing Declining Growing
JP Plus Growing | Growing Growing Growing
Plus Growing | Growing Growing Declining
KR Minus Growing | Growing Growing Stable
Plus Declining | Growing Growing Declining
LA Minus Growing N/A Declining Growing
Plus Growing N/A Growing Growing
MY Minus Declining | Declining Declining Declining
Plus Growing | Growing Declining Growing
PH Minus Growing | Growing Growing Stable
Plus Growing Declining Growing Growing
CN Plus Growing Declining Growing Growing
Plus Growing | Sgtable Growing Growing
SG Plus Growing | Stable Growing Growing
Plus Growing | Growing Growing Sable
TH Minus Declining | Growing Growing Grpwing
Plus Stable Declining Declining Growing
VN Minus Growing N/A N/A N/A
Minus Growing N/A Growing Growing
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Notel: upper is observation right before 1997, loiw@bservation right before 2008

Note2: Country abbreviations correspond as follodBR: Brunei Darussalam, KA: Cambodia,
CN: China, HK: Hong Kong, China, ID: Indonesia, JBpan, KR: Korea, LA: Lao PDR, MY:
Malaysia, PH: Philippines, SG: Singapore, TH: Tdnadl, US: United States, VN: Vietnam.

Viewing money, credit, and asset price of individA@ EAN+3 markets, credit of US continued

to accelerate and stock price had reached higingerand yield ratio started to rise before the
two crisis periods. In the time previous to the 1@%isis, domestic credit tended to accelerate
over broad money growth, and real interest rata®ased, while credit has been kept moderate

in the pre-time of the latest crisis.
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Table 2-2 Summary of money, and asset price

Growth  of | Domestic | Real interest Yield ratio Growth  of
M2 credit  to| rate stock price
GDP
us Growing Growing Declining Rising Rising
Growing Growing Declining Rising Rising
BR N/A N/A N/A N/A N/A
Stable N/A N/A N/A N/A
KA Growing Growing N/A N/A N/A
Growing Growing Declining N/A N/A
HK Declining Growing Rising Declining Declining
Growing Declining | Declining Declining Rising
ID Growing Growing Rising N/A N/A
Growing Declining | Declining Rising Rising
JP Stable Growing Declining Rising Rising
Stable Declining | Declining Rising Declining
KR Declining Growing Rising Rising Declining
Declining Growing Declining Declining Rising
LA Growing Growing N/A N/A N/A
Growing Declining | N/A N/A N/A
MY Declining Growing Rising Rising Declining
Stable Declining | Rising Rising Rising
PH Declining Growing Stable Rising Declining
Declining Declining | Rising Rising Rising
CN Declining Growing Rising Risinig Declining
Growingn Growing Declining Declinig Rising
SG Stable Growing Rising Declining Declining
Growingn Growing Declining Declining Rising
TH Declining Growing Rising Declining N/A
Declining Declining | Rising Declining Rising
VN N/A N/A N/A N/A N/A
Growing growing N/A N/A Rising

(Note) upper is observation right before 1997, loisebservation right before 2008
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2.2.2. Verification of impact of global factors

2.2.2.1. Correlation of financial markets data between US and ASEAN+3

Overview of stock market in ASEAN+3 and US marksetems to imply some
correlation among one another.

Figure 2-12 Annual change of stock indices of ASEAN+3 arldS markets

400%
300% -
200% -
100% -
0%
-100% T T ' T T ' T T ' T T ' T T ' T
1980 1985 1990 1995 2000 2005
— STK_GR_ BN —— STK_GR_CN —— STK_GR_HK
—  STKGRID ——STK_ GRJP —— STK_GR_KH
—— STK_GR_ KR —— STK_GR_LA ——— STK_GR_MY
—— STK_GR_PH STK_GR_SG STK_GR_TH
STK_GR_US —— STK_GR_VN

(Source) IMF

We examined correlation of financial and stock rearktatistics between US and
ASEAN+3 countries using least square equation afiepalata of ASEAN+3 countries.
Significant positive correlations of growth of skomdex and yield ratio are observed between
US and ASEAN+3 panel data.
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Table 2-3 Correlation of financial markets between US andA\SEAN+3 Estimated coefficient in

equation of least squares
us equivalent

dependent variable constant variable Adjusted R-squared Durbin-Watson stat
STK_GR? 6.437124 0.995037 0.077478 1.317741
* *kk
D(STK_GR?) 2.245277 1.328354 0.102471 2.719795
*kk
D_CREDIT_TO_GDP? 18.89471 0.783556 0.897089 0.217602
* *kk
LOG(D_CREDIT_TO_GDP? -1.23891 1.20028 0.891182 0.222487
* *kk
YIELD_R? 0.035194 0.955673 0.210616 0.4908
*kk
D(YIELD_R?) 0.042482 0.162167 -0.04211 2.011184

(Note) ***** * js significant at 1%, 5%, and 10%onfidence interval.
“?” means panel data

Behind these observed correlations, there mightaresmission mechanism from global
financial markets such as US markets towards ASEAfiancial markets through capital flow,
with further impact onto asset price such as stoekket, and macro economy such as real
GDP.

In order to clarify such transmission mechanismhwibcusing on capital inflow to
ASEAN+3, we implemented the following regressioralggsis (lease square estimation) for
Panel data of ASEAN+3.
® Correlation among US financial markets and capifiédw to ASEAN+3
® Correlation among capital inflow and various doneestariables such as exchange

rate/foreign reserve, money/credit, stock market seal GDP/industrial production/ CPI

inflation
2.2.2.2. Correlation between US financial markets and capital inflow to ASEAN+3
Capital inflow data is composed by portfolio invesnt, direct investment, other
investment, and the total of those inflows as paemge of GDP. We estimated coefficient of US

with two variables, ratio of domestic credit to GBRd growth of stock market index, to each
item of the capital inflows in panel data of ASEABI+
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Table 2-4 Correlation between US financial markets and gatal inflow to ASEAN+3 Estimated

coefficient in equation of least squares

D_CREDIT_TO_GD Adjusted R- Durbin-Watson

dependent variable constant P US STK_GR_US squared stat
FLOW_LI_TO_GDP? -15.04559 0.241524 0.066726 0.26014 1787
*% *kk *
FLOW_LI_TO_GDP? -12.50048 0.219939 0.258336 0.879787
*% *kk
PORT_LI_TO_GDP? -4.298328 0.06076 0.025301 0.280006 6329
*% *kk *%
PORT_LI_TO_GDP? -3.351154 0.052775 0.274238 1.486419
*% *k
DI_LI_TO_GDP? -3.068849 0.07148 0.022153 0.690895 1.1988
*% *kk *%
DI_LI_TO_GDP? -2.238676 0.064475 0.688779 1.114494
*kk
OTHER_LI_TO_GDP? -7.841865 0.110811 0.018948 0.072727 626264
* *
OTHER_LI_TO_GDP? -7.132516 0.104831 0.075131 0.630398

*

(Note) ***** * js significant at 1%, 5%, and 10%onfidence interval.
“?” means panel data

Estimated coefficient implies that higher crediparsion of US coincides with larger
capital inflow to ASEA+3 countries through channek portfolio investment and direct
investment.

Estimated fixed effects of the sample countrieswsiividual strong positive factors
for Hong Kong and Singapore, which might imply thenique position as regional financial
hubs.
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Table 2-5 Fixed effects in the estimation

Fixed Effects (Cross)

total capital direct portfolio other

inflow investment investment investment
_BN—-C -3.76 —-0.81 -2.03 -0.89
_CN——-C —2.66 -0.84 -0.79 -1.12
_HK——C 15.55 14.50 9.54 -8.47
ID—C -4.22 -2.61 -0.70 -0.88
JP—C -4.08 -3.12 0.57 -1.48
_KH—C -1.39 -0.43 -1.10 0.18
_KR—-C -2.45 —2.66 0.35 -0.11
_LA—C -3.06 -1.51 -1.09 -0.44
_MY—C 0.12 0.93 -0.36 -0.42
_PH—C -1.20 -1.89 0.17 0.55
_SG—C 18.31 8.83 0.52 9.00
_TH—C -1.77 —-0.86 -0.03 -0.84
_VN--C —2.60 —0.86 —-0.65 -1.05

2.2.2.3. Correlation between capital inflow and various domestic variables

We examined coefficient of the same capital infloavel ratio of current account to
GDP to those dependent variables such as annuayjela exchange rate, change amount of
foreign reserve to GDP, annual change of real exghaate, annual growth rate of M2, ratio of
domestic credit to GDP, M2 multiplier (M2/bank res®, annual growth of stock market index,
yield ratio, annual growth of real GDP, annual gitowef industrial production, and annual
inflation of CPI.
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Table 2-6 Correlation between capital inflow and domestizariables of ASEN+3 Estimated

coefficient in equation of least squares

dependent variable constant DI_LI_TO_G DPP?ORTBE?—TO—G OTHEGRD—; !—TO CURZIIED'\;I—TO— Afzj:i‘ R- Durbir;;;\latson
FOREXCA _GR’ -9.76414: 1.0457 -0.5826: -0.23766: 0.24628¢ 0.24754: 1.5416¢
SS?ANGE_FXR_TO_G 1.816436 0.061014 0.226157 0.022211 0.168705 0.336249 140314
R_FX_GR* -11.4127: 0.95144¢ -0.58223! -0.25363! 0.19208 0.24653! 1.54901:
M2_GR* 16.8852: 0.19372: 0.00846! 0.07274! -0.10372! 0.40998" 1.44827:
D_CREDIT_TO_GDP 88.2631( -0.51395! -0.15420! -0.02922¢ -0.66520: 0.93758! 0.34908:
M2_MULTIPLIER? 6.86558¢ 0.02277. 0.01249:. -0.04958" 0.09496! 0.77393! 0.37322:
STK_GR’ 7.92395! 1.3169: -0.19902: -0.39272¢ 1.37929! 0.27545¢ 1.48264¢
YIELD_R? 0.68663. 0.01688¢ -0.00449. -0.01365: 0.040941 0.51915¢ 0.84157¢
RGDP_GR 5.16050¢ 0.19831! -0.05158: 0.04786° -0.06632: 0.50580! 1.24114
IIP_GR% 4.85745: 0.47148! -0.2657" -0.0050: -0.06539: 0.41522« 1.56640°
CPI_GR* 7.90059¢ -0.38834« -0.00604! 0.12326¢ -0.23880! 0.30697° 1.08179:

Fokk * *k *k

(Note) ***** * is significant at 1%, 5%, and 10%oafidence interval.“?” means panel data

Direct investment correlates with depreciation eth@nge rate, positive change in
real GDP growth and industrial production. Portolinvestment does not have much
relationship with domestic market variables exdeptits correlation with positive change of
foreign reserve.

Other investment correlates with appreciation @hexnge rate, negative change of M2
multiplier (hence, possible positive correlatiorttwbank reserve), negative change of yield
ratio, positive change of real GDP growth and G#ation. One interpretation of the impact of
other investment towards yield ratio is that shertem capital flow into domestic banking
system and/or government sector may accelerate wiere is upward momentum of both
interest rates and stock price.

Overall, real economic growth seems to correlati wirect investment while other
investment correlates as well other than induspriatiuction.

We will, based on consideration of results of abestmation, further analyze impacts of
capital inflows by estimation of Vector AutoregrieesModel (VAR model) in chapter 5.
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3. Evaluation of the effect of trade/FDI policies

3.1. Trade and FDI Policies by East Asian Countries

In the 1980s and 1990s, East Asian developing ciesnembarked on unilateral
liberalization of trade and FDI policies and dedagon in domestic economic activities as part
of more comprehensive structural reform policiesclSpolicy changes were induced partly by
their commitments to the World Bank and the IMF fitaining economic assistance and
largely by the realization by the East Asian coestrthat these changes would promote
economic growth. Liberalization of trade and FDginees led to the expansion of exports and
inward FDI because they shifted the incentives fiomport-substituting production to export
production and increased the attractiveness ofethesonomies to foreign multinational
corporations (MNCSs).

3.1.1. Trade Liberalization

Many East Asian countries liberalized their impm@gimes by lowering high tariff
rates from the early 1980s to the mid-2000s. Figgwk 3-2, 3-3 show the changes in the
average tariff rates, which are computed by digdiariff revenue by import value, for East
Asian countries. Figure 3-1 show that Indonesialaltaa, the Philippines, and Thailand all
experienced a steady decline in the average tat#s starting in the 1980s. The average tariff
rates of Indonesia, Malaysia and the Philippinesicalown in tandem from around 15-30
percent in the mid-1980s to register around 5-@&gudrin the early 2000s. The average tariff
rate of Thailand came down sharply in the early0Ed8ut it remained high around 10 percent in
the mid-2000s, when compared to the rate recorgidddonesia, Malaysia, or the Philippines.
Singapore has virtually a free trade regime asatterage tariff rate has been zero throughout
the period under study.
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Figure 3-3 Tariff Rates for China, Japan, and Korea (%)
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New ASEAN member countries also experienced steadiine in their average tariff
rates, although there are notable differencesein thtes. Myanmar registers the lowest average
tariff rate below 4 percent in 2007 among the neBEAN member countries. Myanmar is
followed by Lao, PDR, which recorded 6 percent 002 Compared to Myanmar and Lao,
PDR, the average tariff rates of Vietham and Canabace higher as they registered around 12
percent in 2007 after experiencing a steady decline

Figure3-3 shows a sharp decline in the averagk tareé for China as it declined from
over 40 percent in the early 1990s to around 20gp¢rin the mid-1990s. Since the mid-1990s
the average tariff rate declined steadily and gaiglio come down to below 10 percent in 2007.
A major reason for the decline through the end98Qk was intensive negotiations with World
Trade Organization (WTO) members on trade libeasittin for China’s accession to the WTO
in 2001. Korea experienced a reduction in the ageetariff rate from around 20 percent in the
mid-1980s to around 10 percent in the early 1990%xe the early 1990s Korea’s average tariff
rate remained at around the same level. As fornJagfter experiencing a slight decline in the
mid-1990s, the average tariff rate remained atrad @ipercent.

So far we examine the average tariff rates for Bagn countries. An examination of
tariff rates of different products reveals wideiagéions. Table 3-1 shows tariff rates on selected
products. Two types of tariff rates are shown ie thble, one is bound rate and the other is
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applied rate. The bound rate is the rate repodéde WTO and the WTO members cannot raise
tariff rate beyond the bound rate. The applied isthe rate actually imposed by the member.
One finds huge gaps between these two rates in cws®s, as the bound rates are significantly
higher compared to the applied rates. This patigrparticularly noticeable for developing
countries, resulting in the argument by developaghtries that the gap has to be narrowed in
order for developing countries to achieve freedéranvironment.

Table 3-1 Tariff Rates of East Asian Countries (%)

CnﬁeeE Cereal: onseed{SugarsEaeveraqc:onan Eoﬂ'\er Fish | Mmeréaeuoleqcnemlcfmod ETexn\e# umhmg Leamdr Non- qlaecmcétnanspdmanma(Total Ag Non-ag| Year
i ] o

roduct} produclvegetablien reparaffats, oilgconfectiftobaccof roducfsish progmetal § p footwemaching machindequipment
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Turning to the sectoral differences in the tardftes, one finds that the tariff rates on

469 322 425 2108 150 76 123 59 28 159 283 122 9.5 9.0 8.2 01 17.09.3 5 10.2] 200[

agricultural products are higher compared to thms@on-agricultural products, which consist
of mainly manufactured products for virtually dflet East Asian countries. The applied tariff
rates on agricultural products are particularlyhhigKorea at 49 percent. Although the rates are
lower compared to the Korean case, they are quge &t around 20 percent in Vietnam,
Thailand and Japan. One of the main reasons forgmngtection of agriculture is strong political
clout of the agricultural sector.

Among manufacturing sectors, applied tariff ratestagh for clothing in more or less
all the East Asian countries, while the rates dgh tior transport equipment in developing
countries. High protection given to clothing seamgeflect government policy of protecting
unskilled and low wage labor partly from the perdpe of social policy, while protection of
transport equipment indicates the desire of theegowent to develop the automobile industry,
which has enormous impacts on economic developamhgrowth of the country.

One of the most noticeable developments in receatsyin the area of trade policy in
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East Asia is the rapid expansion of free tradeeagents (FTAs), under which trade barriers on
trade among FTA members are remdveZiompared to the rest of the world, East Asia was
rather slow in establishing FTAs. It was ASEAN tkat up an FTA, or the ASEAN Free Trade
Area, first in East Asia in 1992. The AFTA did nogger the wave of FTAs in East Asia. It was
toward the end of 1990s when several East Asiatoearbecame interested in FTAs. Entering
the 2£' century, East Asia started to see the proliferatibF TAs involving East Asian countries
(Table 3-2). These FTAs appear to have contribtdeithe expansion of foreign trade in East

Asid®.

Table 3-2 Major FTAs Involving East Asian Economies (Mart 2008)

3)
In effi In negotiati

Bangkok Treaty(197( iSingapore-India(200. |Japan-Kore China-Singapotl
AFTA(1992) China-Chile (200¢ Japan-GCi Malaysia-Australi
Singapore-NZ (200: Korea-Singapore(200 [Japan-Vietnai Malaysia-Nz
Japan-Singapore (20( iJapan-Malaysia(200 |Japan-Indi Malaysia-Pakiste
Singapore-Australia (2GKorea-EFTA(200€ Japan-Australi Malaysia-U¢
Singapore-EFTA (200 iKorea-ASEAN(200) |Korea-US** Singapore-Canai

Singapore-US (200

Singapore-Panama(20(

Korea-Canad

Singapore-Mexic

Korea-Chile (200 Japan-Chile (200 Korea-Indie Singapore-Egy)
China-Hong Kong (200iJapan-Thailand (200 |Korea-Mexicc Sigapore-Qat:
China-Macao(200« China-Pakistan (200 |Korea-EL Singapore-Pe!
Singapore-Jordan(20(C iJapan-Philippines(20C |China-Australii Thailand-EFT/
Japan-Mexico (200! Japan-ASEAN(200:¢ China-Nz Thailand-Australi:
China-ASEAN(200t  iJapan-Indonesia(20C [China-GC( Thailand-India’
Thailand-Australia(200%Japan-Brunei(200 China-Pakista Thailand-U¢
Thailand-NZ(200% China-SACUFT/

Notes: ** indicates that treaty has been signedvaaiiting for the ratification by the
legistative bodies. * indicates that tiegotiation reached an agreement.
Source: WTO website and respective government ssurc

In addition to trade liberalisation through redoatiin tariff rates and non-tariff
barriers, several other policies adopted by Eagnmsountries promoted exports. One is the
duty drawback system that returns to the produdaréfs paid on imported parts and
components used for the production of exports. $sdem has virtually the same effect as free
trade for the producers of exported products. Aerois export-processing zones (EPZs) or
free-trade zones (FTZs), wherein exporters or pediiof export products can take advantage

” On FTAs in East Asia, see Aggarwal and Urata (2008conin (2004), Munakata
(2006), and Park et. al (2007) .
¥ See Urata and Okabe (2007) for the positive inmafETAs on foreign trade.
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of free trade on imported inputs. Many EPZs ofigentives to foreign producers such as
income tax holidays to attract export-oriented Adany East Asian countries established EPZs
and FTZs in the 1980s and 1990s after seeing teess in Taiwan and Korea in the 1960s and
1970s. It should also be noted that trade libexatia promoted inflows of FDI with an export
motive.

The analysis in this section found that East Asiamntries have liberalized their trade
regimes in terms of import tariffs substantiallyratent decades. However, it is very important
for policy makers to be reminded that there stilsea lot of room for tariff reduction and
furthermore that the number of non-tariff barriersluding quantity restrictions and technical
standards appears to be increasing although iffisutt to obtain the accurate picture of the
current situation. These observations lead usdomenend policy makers to increase efforts to
further trade liberalization.

3.1.2. FDI Liberalization

In the mid-1980s many East Asian countries begdibeoalise their policies towards
FDI inflows? FDI liberalisation has continuediecause they realised that FDI inflows promote
economic growth. Restrictions on FDI take varioosnfs, including restrictions on market
access, most-favoured-nation treatment, and natibeatment. Many East Asian countries
reduced restrictions on market access by redutiegitmber of sectors and industries on the
negative list and by relaxing the limits on foreigquity ownership. A number of countries
introduced incentives such as tax breaks to atiBtt Indeed, there has been keen competition
in the region to attract FDI by reducing barriensl @roviding incentives.

East Asian countries enacted bilateral investmesaties (BITs) and double taxation
treaties (DDTSs), in order to attract FDI by prowidiFDI friendly environment. As can be seen
from Table 3-3, East Asian countries stepped up #fforts in enacting BITs and DDTs in the
1990s. Among the East Asian countries, China has Iblee most active country in enacting
these treaties. Other countries which are alseaatclude Korea, Malaysia and Indonesia. As
for the BITs between and among East Asian countfdsna has enacted BITs with all the
ASEAN+3 countries and Vietham has enacted BITs waitlof them except Brunei. Japan has
BITs with relatively few East Asian countries biaipdn used FTAs to deal with FDI issues by
including an investment chapter in its FTAs withsE&sian countries.

¥ Japan PECC (2002) examined the impediments tarFBPEC economies and found
that many East Asian economies reduced the nuniukthe level of impediments by
liberalizing FDI policies.
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Table 3-3 Bilateral Investment Treaties and Double Taxatin Treaties (number)

Bilateral Investment Triatigs Double Taxation Treati |

1980-8¢: 1989-9;1998-200L980-20d 1980-8¢1989-1991998-20GL980-200
World 155 1197 1108 2440 387 857 d80  2]24
East Asia 39 270 208 517 100 220 191 511
Brunei 4 4 5 g s 1 i ?
Cambodia . 6 1D 16 ; E -
Indonesia . 33 20 g5 12 28 16 56
Lao, PDR H 16 > 21 - 2 7
Malaysia 9 37 14 6P 11 2 22 52
Myanmar . s 4 4 - - 6 6
Phillipines 3 19 18 3b 10 16 10 B6
Singapore 2 11 11 34 ' 7 17 p2 46
Thailand 3 15 2b 3p 11 17 26 54
Vietnam - 36 13 49 - 31 1 45
China 16 59 an 1109 25 38 31 D4
Japan 2 2 7 n 3 14 11 B3
Korea € 36 40 8p 16 27 30 /3

Source: UNCTAD, World Investment Report 2007

FDI regimes of many East Asian countries have lhieenalized but having liberalized
FDI regime does not necessarily ensure open aedFEd environment. Indeed, a number of
studies have pointed out problems which require fabilitation measures to deal with. These
problems include a lack of transparency in FDI lawsd complicated FDI application
procedures. The presence of impediments to FDbiimesEast Asian countries may be found in
the study conducted by the World Bank regardingrimss environment (Table 3-4). Out of 181
countries in the sample, five countries out of afhgle East Asian countries are ranked below
average. A simple average of 12 East Asian comsi®ws that “starting business” is most

problematic.
Table 3-4 Business Environment April 2007-June 2008
Brunei i Cambodia Indonesia Lao PR MalaysRhilippinesSingaporg Thailand Vietnam China Japan Kored Avergge

Total Ranking 88 135 129 165 20 144 1 13 94 8 12 2815
Starting a Business 130; 169 17 92 7 145 jite] 44 108 151 64 126 108
Dealing with Construction Permjts 72 147 80 11C 104 10¢ 2 12 67 176 39 23 i __718
Employing Workers 5 134 157 85 48 12¢ 1 56 90 111 17 152 § 82
Registering Property 177 108 107 15 81 9 16 L 3 90 1 7 78
Getting Credit 109 68 109 145 1 123 5 68; 43 59 12 1p 63
Protecting Investors 113 70 53 18C 4 12¢ 2 11 17¢ 88 15 70 ___15
Paying Taxes 35 24 11€ 113 21 12¢ 5 82 14C 132 112 43 i .19
Trading Across Borders 42 122 37 16 29 5 jt 1D 6y 48 17 2 51
Enforcing Contracts 157 136 14C 111 59 114 14 25 42 18 21 8 ___10
Closing a Business 35 181 13¢ 181 54 151 2 46 124 62 1 12 82
Note: The sample consists of 181 countries. Theageeis simple average of the East Asian countries.

Source: World Bank, Doing Business 2009  http://wwaindbusiness.org/economyrankings/
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Similar to the situation for foreign trade regimey analysis of FDI regimes has found
that FDI policies have been liberalized but theileis an ample room for improvement. This is
especially the case concerning FDI facilitation sugas such as FDI application and approval
procedures, protection of investors, etc.

3.2. Production Network and Foreign Direct Investment: An Empirical Analysis

In this section, we statistically analyze the chtedstic of the trade structure in East
Asian countries comparing with other economic regjcsuch as EU and NAFTA. As we have
seen in the previous sections, East Asian countiéesure remarkably high parts and
components trade, especially in general, electrarad transportation machinery industries. We,
henceforth, focus on the parts and components @adestudy the effects of FDI on the trade
structures. Our analysis is expected to shed bghthe presence of production network in East
Asia and to identify the role of foreign direct @stment (FDI) in the creation of production
network.

3.2.1. Estimation Method
1) Parts and Components Trade by Region

We use modified gravity equation which enables wsde the differences in trade
performances across regions. The only differenoe fthe common gravity equation is that the
dependent variable is the share of parts and coempoaxports to the total expoffsThe
gravity equation used in this study is as folldws:

In xijt/(xijt +Vijt): Bo+ B+ By In(Yit +th)+182 In S;S;i +Bs In Digij +ﬁ3Adjij

, (1
+ fsLang; + PsAsa, + f,NAFTA + G,EU, + S,MERCO, +7,Z. + i @)

where X, and V;,

it are real parts and components and total trade floera countryi to

countryj at timet, Y, (Y,,) is real GDP of country (j) at timet, Disiij is a distance in kilo

19 Total trade composed of the sum of parts and coemis trade and final goods
(consumption and capital goods).

1 See Anderson and van Wincoop (2003), Baier and sBemy (2007), and also
Feenstra (2004, pp.152-163) for recent developn@gsavity equation.
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meters between countiyand country. Adj ; stands for the adjacent dummy variable that takes

unity if countryi andj have common land border, zero otherwideng; is a binary variable

which takes unity if countries andj have common official language, zero otherwise.rFou
regional dummies are included in the estimatiorstBesia(Asia), North American Free Trade

Area (NAFTA), European Union (EU), and Mercado Conael Sur (MERCOSUR). East Asia

includes Japan, China, Korea, Hong Kong, Taiwamg&iore, Indonesia, Malaysia, Philippines,
and Thailand. NAFTA consists of the U.S.A., Canadal Mexico. EU consists of 27 EU

members (see the note of Table 1-3 for the namdslbinembers). MERCOSUR includes
Argentina, Brazil, Paraguay, and Uruguay.

2) Impact of FDI on Parts and Components Trade

In the second stage of our investigation, we aiamine the impact of FDI inflow
(stock) on the bilateral trade flows with the FDdriables. Real FDI inflow in country is
included in the estimated equatiofDl stands for the FDI stock in countiyat timet.

Estimated equation is as follows:

In Xijt/(xijt +Vijt): Bo+ B+ By In(Yit +th)+ B, In S;S; + BsIn DiStij + ﬂ4Adjij
+ BsLang, + B, In(FDI, = FDI )
10 (2)
+3 B.Block,, In(FDI = FDI )
m=7

+ L, + &y

Block is a vector of dummy variables that consists of fieegions. Independent variable, log of
the sum of FDI of countries andj is included to test the impact of FDI stock ontpaand
components trade. The interaction terms betweendfidIregional dummies are also included
in the equation in order to test if there are dédfeces in the effects by region. The estimated
effect of FDI for regionm on the share of parts and components bilaterdetis captured
by B, + S,,0r (,86 +,Bm)*100%. Other control variables are the same as in eguti).

3.2.2. Data

Trade data are obtained from the Research ImstafitEconomy, Trade and Industry
(RIETI) database (http://rieti.imari.co.jp/). RIE@ata cover 50 countries/regions, 13 industries,
five production stages, and 26 years (1980-200%.uU8€ three production stages (parts and
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components, capital goods, and consumption gobmis) industries (textiles, general machinery,
electrical machinery, and transportation machin&®)countries over 26 years (1980-2005).
These nominal trade flow data are deflated by eepsirGDP deflator. The data of inward FDI
stock are taken from UNCTAD's foreign direct invesint database. GDP, GDP deflators, and
population for each country for each year are ftbm International Monetary Fund (various
issues). Other variables such as distance, contfjindormation, and common official language
dummies are available from Mayer and Zignago (2006)

3.2.3. Estimation Results
1) Parts and Components Trade by Regions

Table 3-5 reports the estimated results of eqndfiy by industry. Four industries are
textile, general machinery, electrical machineng &ransportation machinery. The results show
that the sum of GDPs of exporter and importer agesihas positive and statistically significant
coefficient in all four industries. In some indue$; other common gravity variables, such as
distance, contiguity, and language, have signs sippérom our expectation although we focus
on the coefficients for regional dummies.
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Table 3-5 Parts and Components Trade by Regions

Jions
1) = (2 | | 3 | @
. eneral Electrical .
Textile Exports Machinery Machinery Transportation
In(GDPi+GDPj) 0.097 0.074 0.051 0.044
(0.030)*** (0.010)*** (0.011)*** (0.017)**
In (si sj) 0.225 0.028 -0.009 0.135
(0.031)*** (0.011)** -0.012 (0.018)***
In (Distance) 0.383 -0.114 -0.040 0.091
(0.026)*** (0.010)*** (0.010)*** (0.017)***
Contiguity 0.413 -0.163 0.248 0.140
(0.073)*** (0.029)*** (0.030)*** (0.048)***
Langage -0.527 0.241 0.241 0.328
(0.065)*** (0.023)*** (0.026)*** (0.042)***
Asia 0.127 0.204 0.568 0.888
(0.124) (0.047)*** (0.043)*** (0.095)***
NAFTA -0.021 0.077 -0.104 -0.707
(0.206) (0.049) (0.060)* (0.121)***
EU27 0.091 -0.048 -0.266 -0.283
(0.067) (0.025)* (0.029)*** (0.045)***
MERCOSUR -1.090 -0.425 -0.190 -0.277
(0.260)*** (0.102)*** (0.129) (0.140)**
Constant -8.016 -1.219 -2.470 -2.173
(0.811)*** (0.293)*** (0.350)*** (0.573)***
Observations 22594 38956 39275 32166
Adjusted R-squared 0.11 0.06 0.15 0.08
beta6=beta7 0.39 3.79 88.13 112.80
[0.5306] [0.0514] [0.0000] [0.0000]
beta6=beta8 0.08 26.21 308.51 140.49
[0.7806] [0.0000] [0.0000] [0.0000]
beta6=beta9 18.54 32.23 31.64 49.71
[0.0000] [0.0000] [0.0000] [0.0000]

Robust standard errors in parentheses
* significant at 10%; ** significant at 5%; *** sigificant at 1%
p-values are in the bracket

The coefficients for regional dummies clearly shdwat East Asian has unique
performance among other regions. A notable findinthat the estimated coefficients for Asia
are much larger than those of other regions inigénelectrical, and transportation machinery
industries. In fact, the coefficients for NAFTA, EMERCOSUR are either not statistically
significant or even negative. Negative signs offficients for regional dummies indicate that
these regions export less parts and componentsttieaworld average. These findings suggest
that Asia exports more parts and components thaer oegions do. Actually an F-test in the
lower panel of the table assures that we can refjextnull hypotheses in which there is no
difference between Asia and other three regions.
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2) Impact of FDIon Parts and Components Trade

We turn to the estimation results of the effedt$=DI on the parts and components
trade by industry as well as by regions. We apmpdyrimental variable (IV) method to deal with
the simultaneity problem between parts and compsnigade in LHS and FDI variables in
RHS'. All lagged FDl-related variables are used fortrinsiental variables. However,
estimation results with 1V are not much differergrh OLS results.

Table 3-6 provides the results of our estimatigringlustry. Estimation includes two
kinds of FDI-related variables separately: the EiRick in countryi, and the FDI stock in
country j. A notable finding is that in textile industry, ethestimated coefficients for the
calculated coefficients for log of exporter’s FIQYl stock of countryi) are all positive for all
regions while the calculated coefficients of thg tf importer’s FDI (FDI stock of countrjy
are all negativé. On the other hand, in three machinery indust(gEneral, electrical, and
transportation), the signs of coefficients for Fide exactly opposite. That is, coefficients for
exporter’s FDI for all regions are negative whitefficients for importer’s FDI are all positive.

12 Other possible simultaneity problem between the LIH8 @DP-related variables
may arise as Baier and Bergstrand (2001), for el@mmoint out. However, we should
address the simultaneity problem on trade policyerand concentrate our arguments
on these FDI issues in this paper.

13 For example, the coefficient estimates for thetéliy of FDIi in Asia is calculated
from adding the coefficient estimate for In (FD&hd that of Asia, which becomes
0.607 (0.601+0.006).
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Table 3-6 The Impacts of FDI on Part and Components Trade

Textile General Machinery Electrical Machinery Transp.Machinery
(1 (2 (3) (4) (8) (6) (1) (8)
In (GDPi+GDPj) -0.153 0.590 0.124 0.018 0.100 -0.006 0.139 -0.068
(0.032)*** (0.032)*** (0.012)*** (0.012) (0.012)**>* (0.012) (0.020)*** (0.020)***
In (si sj) 0.213 0.681 0.043 -0.028 -0.010 -0.052 0.142 695.0
(0.031)*** (0.034)*** (0.012)*** (0.013)** (0.013) (0.014)*** (0.020)*** (0.021)***
In (Distance) 0.291 0.394 -0.116 -0.127 -0.043 -0.031 ®.09 0.113
(0.028)*** (0.028)*** (0.011)*** (0.010)*** (0.011)*** ( 0.011)*** (0.019)*** (0.019)***
Contiguity 0.495 0.389 -0.170 -0.138 0.231 0.273 0.116 0.17
(0.074)*** (0.074)*** (0.031)*** (0.029)*** (0.031)*** ( 0.031)*** (0.048)** (0.049)***
Langage -0.730 -0.282 0.275 0.198 0.257 0.213 0.358 0.252
(0.063)*** (0.062)*** (0.023)*** (0.024)*** (0.027)*** ( 0.027)*** (0.042)*** (0.043)***
In (FDIi) 0.601 -0.084 -0.048 -0.147
(0.019)*** (0.006)*** (0.007)*** (0.011)***
In (FDliy*Asia 0.006 0.007 0.022 0.032
(0.006) (0.002)*** (0.002)*** (0.004)***
In (FDIi)*NAFTA -0.011 0.003 -0.003 -0.022
(0.007) (0.002) (0.002) (0.005)***
In (FDIi*EU -0.008 -0.002 -0.010 -0.010
(0.003)** (0.001)** (0.001)*** (0.002)***
In (FDIi)*MERCOSUF -0.035 -0.024 -0.006 -0.016
(0.011)** (0.004)*** (0.005) (0.006)***
In (FDIj) -0.822 0.121 0.070 0.173
(0.019)*** (0.006)*** (0.007)*** (0.011)***
In (FDIj)*Asia -0.001 0.007 0.024 0.036
(0.005) (0.002)*** (0.002)*** (0.004)***
In (FDIj)*NAFTA 0.004 0.001 -0.005 -0.027
(0.007) (0.002) (0.002)** (0.005)***
In (FDIj)*EU 0.015 -0.006 -0.011 -0.014
(0.003)*** (0.001)*** (0.001)*** (0.002)***
In (FDIj)*MERCOSUR -0.052 -0.019 -0.006 -0.017
(0.011)*** (0.004)*** (0.006) (0.007)**
Constant -14.199 -1.628 0.220 -1.601 -2.696 -2.643 -2.607 4.401
(0.830)** (0.841)*  (0.407) (0.397)*** (0.377)*** (0.37¢** (0.678)*** (0.678)***
Observations 21504 21026 35781 35599 36139 35824 29685 12943
Adj. R-squared 0.154 0.198 0.069 0.072 0.162 0.155 0.085 0890.
RSME 2.7834 2.7043 1.3302 1.3300 1.4346 1.4460 2.1446 2.152
Asia=NAFTA 3.55 0.30 2.87 7.02 70.83 98.03 70.37 96.76
[0.0596] [0.5860] [0.0904] [0.0081] [0.0000] [0.0000] @mOO] [0.0000]
Asia=EU 5.13 8.30 18.23 36.04 251.41 300.07 105.18 136.15
[0.0236] [0.0040] [0.0000] [0.0000] [0.0000] [0.0000] @m@OO] [0.0000]
Asia=MERCOSUR 12.20 19.61 44.29 29.00 25.34 22.50 46.05  0544.

[0.0005] [0.0000] [0.0000] [0.0000] [0.0000] [0.0000] (@OO] [0.0000]
Notes: Dependent varible is the share of partscamponenst trade flows from country | to countty jhe total trade flo
Robust standard errors in parentheses
* significant at 10%; ** significant at 5%; *** sigificant at 1%
p-values are in the bracket

These findings indicate that if importer (counjjyowns relatively large amount of
FDI stock (no matter how much exporter holds F@Lk}, the share of parts and components
bilateral trade flow from countriyto countryj tends to increase in machinery industries. On the
other hand, if exporter (countiy owns relatively large amount of FDI stock (no teathow
much importer holds FDI stock), the share of figabds bilateral trade flow from countryto
countryj tends to increase in machinery industries. Inrotfeds, country with large FDI stock
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is more likely to imports parts and components enthore likely to export final good. It is
deduced from this finding that in machinery indiesty trade flows follow the idea of vertical
production network in which the FDI host countrypionts parts and components from the
parent company in host country and assembles gyattexfinal goods to the world.
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Figure 3-6 FDI Inflows to East Asia
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Table 3-7 Bilateral investment treaties among ASEAN+3

< S (AsU oféugust 2008)
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Cambod @) @) @liell Jiell JFA[K )
Indonesij O [ 1) oo e|e [ ]
Laos [ ] 0l0 o000 o
Malaysie 0|@O [ ]
Myanma @) [ ] ole
Philippin (@] fe) [ ) (I I [ ]
Singapo 0lee [ ] [
Thailanc (I K ) [ ] [ ]
Viet Ole|leeOle|e e 000
Chine |0 @/ @®® (0 (] o
Japal A A o ( (
Kore: |10 0|0 @ [ ] o000

Data sourcce: UNCTAD website
(http:/iwww.unctad.org/Templates/Page.asp?intlter2ID
344&lang=1); ICSID website
(http:/licsid.worldbank.org/ICSID/FrontServiet?restiTy
pe=ICSIDPublicationsRH&actionVal=ViewBilateral&req
From=Main); bilaterals.org website

Notes: @: in force; O: signed;A: under negotiatic

Blue cells indicate BITs singned before or in t8&0ds,
light blue cells BITs signed in the 1990s, and pieks
BITs singned in the 2000s.
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4. Analysis of the factors that affect trade and FDI

4.1. Factors that affect FDI

We examine factors that affect inward FDI of ASEAN-€ountries.

UNCTAD publishes inward FDI performance Index. Aty use eight variables as
key FDI determinants. Eight variables are 1)GDPqgaguita, 2)real GDP growth, 3)exports as a
percentage of GDP, 4)Number of telephone lines1®@0 inhabitants, 5)Commercial energy
use per capita, 6)R&D expenditures as a percemtbgess national income, 7)Student tertiary
education as a percentage of total population aududtry risk. GDP is also important
determinant but they omitted because it is factanemithe FDI Performance Index.

Regarding ASEAN+3 countries, we are not able ®alkthe data above. We choose
the following variables as candidates of the b&sitor. GDP indicates economic size as well as
the economic wealth. In order to part two factevs,divide GDP into population and GDP per
capita. We used World Development Indicators of d/&ank as data source.

e Population We choose population as a proxy for the market siz

e GDP per capita GDP per capita shows the level of economic devety.

¢ Real GDP growth This variable shows a future size of economy.

o Exports(% of GDP)  This variable indicates the degree of internatiegosure of a
country

e  Telephone mainlines(per 100 people) This variable shows the availability of the basic
infrastructure.

e Energy use (kg of oil equivalent per capita) This variable is a proxy for the
availability and cost of energy.

We tried to find another factors by adding thédeing variables.
e \blatility of exchange rate This variable show the stability of the exchangger
Volatility coefficient=Standard deviation /Mean

e Customsand other import duties Customs and other duties as a percentage of Gpiexy
for the policy aids forwards trade/FDI.
e Inflationrate This variable indicates of stability of the economy
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Figure 4-1 Customs and other duties as a percentage of GDP
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4.1.1. Estimation Results

We estimate FDI function. Independent variable éalrinward FDI (=Nominal
FDI/GDP deflator).As explanatory variables, theiables mentioned above were selected. We
estimated by panel data with period dummy. Estiomagieriod is from 1982 to 2005. Number of
countries is 12.

In a level estimation, population, GDP per capéaports as a percentage of GDP,
telephone mainlines per 100 people are signifiearit% level. Real GDP growth is significant
at 10% level. Energy use per capita is a proxytheravailability and cost of energy. Expected
sign is positive but our result is negative.

We add the volatility of exchange rate, but pasitive and not significant.
Customs and other import duties as a percent d? @fiects negative, while it is not
significant.

86



Table 4-1 Level estimation
Dependent Variable: FDI inflow/ GDP deflator

Coefficient Coefficient Coefficient
constant -32.5 *** -33.4 *** -43.0 **
Population 0.3 *** 0.3 *** 0.3 ***
GDP per capita 3.4 3.4 wx* 51 *
Real GDP growth 2133 * 217.7 * 524.0 **
Exports(% of GDP) 0.4 *** 0.4 ** 1.0 ***
Telephone mainlines (per 100 peop 0.9 *** 0.Q *** 5.1 ***
Energy use (kg of oil equivalent per capi -0.02¢ *** -0.02¢ *** -0.08€ ***
volatility of exchangerate 10.63
Customs and other import duties (% of GDP) -4.45
Adjusted R-squared 0.627 0.626 0.818
total obserbations 260 260 94

Note:*** ** *is significant at 1%,5%,10% level reggtively. We also use period dummy variables adamation

variables.

Differential model is more appropriate when vialés have unit root. In this model,
population, GDP per capita and Real GDP growthsigaificant at 1% level. Exports as a
percentage of GDP and telephone mainlines per £0ple are positive, but not significant.

Energy use per capita is negative and significatitalevel.

Table 4-2 Differential Estimation
Dependent Variable/JFDI inflow/ /GDP deflator

Coefficient Coefficient Coefficient
constant -5.0 -5.0 -8.3
Population 1.9 #* 1.9 *=* 4.0 **
GDP per capita 18.6 ** 18.6 *** 15.2
Real GDP growth 253.5 253.8 163.4
Exports(% of GDP) 0.8 0.8 0.1
Telephone mainlines (per 100 peop 1.3 1.3 3.2
Energy use (kg of oil equivalent per capit -0.046 *=* -0.046 *=* -0.060 *
volatility of exchange rate 2.1
Customs and other import duties (% of GDP) -16.8
Adjusted R-squared 0.138 0.134 0.396
total obserbations 245 245 82

Note:*** ** *js significant at 1%,5%,10% level. E&cvariable is differential. We also use period dunvariables as

explanation variables.

We also tried to estimate adding some variabled s inflation rate. But it is not

significant.
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4.1.2. Residual analysis

We examine the residuals of the differential estioma If there are incidents that affect
FDI, the residuals increase or decrease sharply.

In 1993, China’s residual increase sharply. It fiecied by Deng Xiaoping's 1992
speeches in China’s southern region, known asdbé8rn Lectures.

In 1995, Indonesia’s residual increase. It is sujgobby the Asia-Europe Investment
Promotion Action Plan. Siemens, the Germany TNCnoanced 1700 Million dollars
Investment into Indonesia.

The Asian financial crisis that hit the region @9%-1998 has affected FDI inflows to
ASEAN countries. Indonesia’s residual showed swegine in 1998 because of the political
instability. Residual of Thailand increased in 1998t decrease sharply in 1999 due to the
recapitalizations in the banking industry. ResidofaKorea rose in 1998 due to the increase in
cross-border M&A.

In 1999, Japan’s residual increased sharply. Mbteonew FDI inflows came through
a large M&As. This is encouraged by a series oémiwves and deregulation measures related to
M&A FDI.

In 2000, Hong Kong residual surge because of Chimaminent accession to WTO.
The increase in FDI was also boosted by big crosddns M&A deal in the telecommunication
sector.

In 2001, a worldwide FDI flows slowdown followinge "dotcom crash". It makes the
coefficient of period dummy negatively large. Altlgh FDI inflows to Malaysia and
Philippines dropped in 2001, residuals of Malayasia Philippines became large in order to
offset the large negative dummy effect. In conir&tina 's FDI inflow increase actually in
2001 thanks to the accession to the WTO. FDI inil&hd also increased because of the global
movement of consolidation in the auto-manufactuniaystry.

Many residual changes are caused by internaticc@mianic incidents such as Asian
financial crisis and IT boom in 2000. For the sngallintries, the international shocks are bigger
than the effect of policy change. But, policy cdarge FDI inflow, when we see the increase in
China’s inflow in 1993 and 2001. And the increaselapan’s FDI inflow in 1999 is another
sample of effect of deregulation.

88



Figure 4-2 residuals of the differential estimation (1)
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Figure 4-3 residuals of the differential estimation (2)
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4.2. Export function
We developed a partial equilibrium model to estemand import volumes for the
ASEAN+3 countries.

4.2.1. Model and Data
We developed the following three models. Dependeariable is export volume

calculated by dividing export value by export priBasic model has income variable and price
variable. Differential model is the same specifmas basic model, but variables are generated
by differential form. Partial adjustment model lta® variables above (not differential) and lag
of the dependent variable.

In the basic model and differential model, coe#fiti a indicates income elasticity and a
indicates price elasticity. In the partial adjustinenodel, long term income elasticity is
calculated by #(1-a) and long term price elasticity is calculated bylaa).

basic model
log(EXi/PEX)=aytalog(GDPWDU/PEXWD)+alog(PEX/PEXWD)+u;

differential model
Alog(EXy/PEXy)=ay+a,./1log(GDPWDt/PEXWD)+a._llog(PEX/PEXWD,)+Uy

partial adjustment model
log(EXi/PEX;)=ay+alog(GDPWDUPEXWD)+alog(PEX/PEXWD)+al0g(E X1/ PEX.1)+Ui

EXit : export value of country i PEXit: export peiof country i
GDPWDt: world GDP PEXWDt: world export pricgX=X-X1

4.2.2. Data

Variables related to export are from IFS( Inteiova! Financial Statistics) , GDP are
form WDI( World Development Indicators). In casepert price is not available, we substitute
GDP deflator for export price.

4.2.3. Results of Estimation

Estimation period depends on the data availabHitl sample begins in 1980 end in
2006. Income elasticity is expected positive andepelasticity is expected negative. In basic
model, four countries are satisfied this conditiondifferential model, all the countries' income
elasticity is not significant. In partial adjustmenodel, six countries are satisfied this condition
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Relatively, partial adjustment model 's performaisogood.

Table 4-3 Basic model estimation

Dependent Variable: log(EXit/PEXit)
Method: Least Squares

Coefficient Adjusted [Durbin- |[SE. of Ef“mber
R- Watson |regressio Observati
Costant log(GDPDWDt/PEXWDt) log(PEXit/PEXWDt) squared [stat n ons
id —21.3 %k 1.57 sdokx -0.15 0.957 1.00 0.1 26
ma —-35.3 okx 215 *¥x 0.15 0.982 0.50 0.1 27
ph —26.6 wkx 1.83 sdokx -0.09 0.862 0.16 0.3 27
si —40.6 kx 2.31 *¥x 0.19 0.980 0.51 0.1 27
th —429 kx 2.39 *¥x 0.21 0.986 0.62 0.1 27
br 20.2 sk -0.07 047 sk 0473 0.91 0.1 27
vi —123.7 sk 5.30 %k =122 sokx 0.988 0.95 0.2 21
ca —144.9 sk 6.61 sk 0.68 0978 1.34 0.2 14
ch —65.9 okx 3.35 Hkk —0.70 sokx 0.993 0.67 0.1 27
hk =75 bk 1.04 ok -0.23 0.842 0.42 0.2 27
ko —-35.2 ekx 213 Hkk =110 sokx 0.992 0.98 0.1 27
lip —8.2 %kk 1.15 ok —-0.44 sokx 0.982 0.89 0.1 27

Note: id: Indonesia, ma: Malaysia, ph: Philippingis,Singapore, th: Thailand, br: Brunei DarussalamVietnam,
ca: Cambodia, ch: China, hk: China, Hong Kong,Karea, jp: Japan.

*xx %% %is significant at 1%,5%,10% level respecily.

Table 4-4 Differential model estimation

Dependent Variable: Alog(EXit/PEXit)
Method: Least Squares

Coefficient Adjusted |Durbin- |S.E. of Nf“mber
R- Watson [regressio g)bservati
Costant /log(GDPDWDt/PEXWDt) | Alog(PEXit/PEXWDt) squared [stat n ons
id 0100 *x -0924 —-0.68 skk 0629 1.33 0.1 25
ma 0.059 0651 -0.02 -0052 152 0.1 26
ph 0.064 0.287 -0.63 ** 0.146 1.09 0.1 26
si 0118 *%k -0319 0.05 -0075 147 0.1 26
th 0100 *x 0.159 -0.30 -0044 153 0.1 26
br -0.070 1467 0.21 0.044 192 0.1 26
Vi 0.009 4894 x =127 skx 03872 237 0.2 20
ca -0.145 9.767 *x -0.32 0.338 308 0.2 13
ch 0.153 *%k 0.002 —0.94 *kx 0.706 224 0.1 26
hk -0.027 1507 -0.91 0.045 1.69 0.1 26
ko 0115 %k 0.321 -0.06 -0076 135 0.1 26
ip 0076 ** -0.303 -0.03 -0067 1.89 0.1 26

Note: id: Indonesia, ma: Malaysia, ph: Philippings,Singapore, th: Thailand, br: Brunei DarussalamVietnam,
ca: Cambodia, ch: China, hk: China, Hong Kong,Karea, jp: Japan.

*xx %% %is significant at 1%,5%,10% level respecily.
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Table 4-5 Partial adjustment model estimation

Dependent Variable: log(EXit/PEXit)
Method: Least Squares

Coefficient Adiusted |Durbin-  [SE. of |NUMbe"
R- Watson |regressi gfbserv

Costant log(GDPDWDt/PEXWD)  |log(PEXit/PEXWDt) log(Ex;.—1/PEX;,-1)|squared [stat on ations
id -99 * 0.76 %k -0.26 ** 0.49 *x 0.966 1.45 0.1 25
ma =121 *xx% 0.73 ok -0.09 0.67 % 0.994 1.60 0.1 26
ph -59 * 0.36 ** 0.07 0.84 #xx 0.983 1.81 0.1 26
si 28 -0.05 -0.47 ** 0.93 *xx% 0.995 1.94 0.1 26
th -6.5 0.35 -0.43 ** 0.86 *x* 0.996 1.98 0.1 26
br 5.1 0.05 017 * 0.65 *kx 0.714 213 0.1 26
vi =108.2 *k* 4.63 Hokx =112 #%% 0.12 0.985 1.25 0.2 20
ca -136.9 %k 6.26 ** 0.68 0.06 0.969 1.38 0.2 13
ch —28.8 *x% 1.48 kx —0.42 *¥% 0.53 *xx% 0.996 1.69 0.1 26
hk 0.7 0.14 -0.28 0.78 *kx 0.930 1.72 0.1 26
ko -10.7 ** 0.66 *k -0.40 ** 0.68 *xx* 0.997 1.37 0.1 26
lip -3.2 *x 0.52 %k —0.38 *¥% 0.52 *xx% 0.990 207 0.0 26

Note: id: Indonesia, ma: Malaysia, ph: Philippingis,Singapore, th: Thailand, br: Brunei DarussalamVietnam,
ca: Cambodia, ch: China, hk: China, Hong Kong,Karea, jp: Japan.

*xx %% %is significant at 1%,5%,10% level respecily.

4.2.4. Stepwise Chow Test

Stepwise Chow test can verify statistically poditybof structural breaks. This test’s
null hypothesis is coefficient is the same oveliqaer

There are many break points in Indonesia and Hamgg. It means the coefficient is
not stable.

In Malaysia, Philippines, Brunei and Vietnam, thare break points somewhere in the
1990's.In China, the foreign exchange rate managersgstem was reformed in 1994.
Eventually the exchange rate of Yuan to dollar defated. It may cause the export behavior of
Malaysia and Philippines.

In Thailand, break point is 1987 or 1988. For Kotw@ak point is 1989.

It is difficult to find the link between policy aneikport behavior. Both income elasticity
and price elasticity become large gradually. lome of the evidences that free trade policy
makes market mechanism work well.
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Table 4-6 Stepwise Chow test

id ma ph si th br vi ca ch hk ip ko

1986  skk na na Fokk

1987  sokk * Hok na na ook Hok
1988  skokk ook na na fokok  dokok
1989  skkk na dokok  dokok *
1990  sokk na ook Hok
1991 sk Hok na ook Hok
1992 sk * Hok na fokok  dokok
1993 sk * Hokok na fokok  kokok
1994  shokk * *k Hok na fokok  dokok
1995  skekk * * *k Hok na * Fokok
1996  sokk * Hok * * na * Hok
1997 sk * Hok *k * na * Hok
1998  sokk * Hok fokok * Fokok * Hok
1999  shkk * Hok fokok * Hok
2000  kkk * fokok Hok
2001 %k *k *k *ok
2002  ** *ok
2003 na il

Note: id: Indonesia, ma: Malaysia, ph: Philippingis,Singapore, th: Thailand, br: Brunei DarussalamVietnam,
ca: Cambodia, ch: China, hk: China, Hong Kong,Karea, jp: Japan.Null hypothesis is "the coeffitisnthe same

before and after the break point. *** ** *is sigiehnt at 1%,5%,10% level respectively. .
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Table 4-7 Results of Chow Test (Export 1)

Indonesia Malaysia
p—value |income price p—value |income price
before |after before |after before |after before |after
1986] 0.000 0.259 1.96 -0.23 -1.35 0.380 2.33 2.03 -2.21 -0.91
1987| 0.000 0.269 1.96 -0.22 -1.36 0.057 0.98 1.95 0.44 -0.28
1988| 0.000 0.420 1.94 -0.91 -1.33 0.178 1.16 1.98 0.11 -0.16
1989| 0.000 1.539 1.88 -3.42 -1.30 0.744 3.08 1.97 0.33 -0.16
1990| 0.000 0.306 1.86 -1.21 -1.34 0.713 3.33 1.94 0.39 -0.22
1991| 0.000 | -0.334 1.79 -1.08 -1.39 0.625 3.02 1.88 0.31 -0.49
1992| 0.000 0.575 1.74 -0.72 -1.33 0.585 3.09 1.86 0.34 -0.68
1993| 0.000 1.078 1.69 -0.55 -1.28 0.155 2.21 1.61 -0.19 -1.16
1994| 0.000 1.295 1.63 -0.47 -1.23 0.080 2.30 1.73 -0.10 -0.69
1995| 0.000 1.557 1.59 -0.39 -1.20 0.064 2.50 1.79 0.06 -0.37
1996| 0.000 1.425 1.49 -0.39 -1.21 0.074 2.65 1.79 0.14 -0.37
1997| 0.000 1.467 1.53 -0.36 -1.23 0.095 2.50 1.78 0.03 -0.36
1998| 0.000 1.577 213 -0.29 -1.65 0.092 2.50 1.71 0.03 -0.20
1999| 0.000 1.702 2.85 -0.26 -2.03 0.093 2.54 1.70 -0.03 -0.37
2000 0.000 1.891 1.84 -0.57 -1.85 0.081 2.50 1.64 -0.01 -0.89
2001 0.014 1.502 1.54 -0.44 -1.46 0.020 2.54 2.30 0.01 -1.15
2002 0.014 1.475 242 -0.47 -1.58 0.434 2.35 2.23 -0.07 -0.44
2003 0.829 2.28 1.77 -0.19 0.62
Philipines Singapore
p—value |income price p—value |income price
before |after before |after before |after before |after
1986] 0.210 2.963 248 | -16.26 0.27 0.401 0.93 0.38 20.28 -3.21
1987| 0.381 | —-0.152 2.41 -2.37 0.38 0.355 | —-22.53 1.08 | -25.38 -1.77
1988| 0.366 | —0.157 2.50 -1.94 0.30 0.372 2.34 1.17 1.54 -1.60
1989| 0.266 | —-1.930 271 -57.09 0.30 0.396 2.77 1.20 212 -1.55
1990 0.245| -3.025 282 -89.34 0.14 0.413 3.30 1.23 293 -1.51
1991 0.163 | —0.209 298| -11.57 0.17 0.494 6.92 0.95 8.40 -1.85
1992 0.113| -0.171 313 -17.17 0.34 0.410 6.01 0.89 7.34 -1.82
1993| 0.166 1.034 3.11 -6.40 0.34 0.181 5.87 0.73 7.16 -1.92
1994| 0.260 1.073 2.84 -1.39 0.02 0.268 6.50 0.78 10.89 -1.72
1995| 0.066 1.068 243 -0.69 -0.48 0.443 5.11 0.77 10.62 -1.77
1996| 0.030 1.144 1.91 -0.25 -1.02 0.413 6.04 0.91 13.82 -1.71
1997| 0.011 1.372 1.80 0.01 -0.84 0.399 | —-44.98 1.23 |-156.87 -1.47
1998| 0.048 |-84.844 2.23 16.87 -0.32 0.153 | -61.71 1.73 |-197.11 -1.14
1999| 0.041 | -0.797 1.99 1.09 -0.56 0.686 -3.39 1.25] -13.93 -1.53
2000 0.192| 15.016 1.80 -6.03 -0.56 0.686 -5.02 1.00| -17.67 -1.69
2001 0.214 |-13.462 1.78 7.37 -0.69 0.130 0.85 3.21 -3.92 -0.63
2002 0.753 3.364 1.64 -0.11 -0.75 0.908 | —-33.83 293 | -81.21 -0.78
2003 0.825 2.831 0.68 0.11 -0.81 0.948 -2.52 4541 -11.11 0.34
Thailand Burunei
p—value |income price p—value |income price
before |after before |after before [after before |after
1986] 0.133 1.121 2.00 -0.75 -1.97 0.575 -0.60 -0.56 -1.53 1.21
1987| 0.010 1.070 2.04 -0.72 -1.05 0.334 -0.12 -0.41 -0.11 1.08
1988| 0.002 1.146 2.07 -0.95 -0.71 0.436 -0.57 -0.59 -0.10 1.25
1989| 0.254 6.933 2.08 -7.90 -0.58 0.182 -0.56 -0.52 -0.10 1.26
1990 0.269 | -0.117 2.08 2.32 -0.60 0.144 -0.51 -0.43 -0.08 1.21
1991] 0.366 4.509 2.05 -0.91 -0.75 0.144 -0.42 -0.38 -0.03 1.17
1992| 0.366 4.298 2.04 -1.07 -0.76 0.073 -0.10 -0.09 0.14 1.00
1993| 0.402 3.509 2.00 -1.43 -0.92 0.078 -0.20 -0.08 0.09 0.99
1994| 0.291 3.147 1.89 -4.00 -1.12 0.048 -0.15 0.24 0.12 0.78
1995| 0.358 3.306 1.89 -2.37 -1.12 0.035 -0.18 0.40 0.11 0.69
1996] 0.325 3.195 2.16 -2.32 -0.36 0.071 -0.24 0.43 0.07 0.67
1997| 0.475 3.149 2.35 -4.90 0.05 0.016 -0.23 1.08 0.08 0.39
1998| 0.433 3.081 2.41 -3.64 -0.13 0.004 -0.24 2.28 0.07 -0.20
1999| 0.464 3.109 2.48 -4.48 -0.03 0.007 -0.28 2.50 0.06 -0.25
2000 0.461 3.050 2.85 -3.29 0.36 0.000 -0.29 243 0.04 -0.43
2001 0.203 3.042 2.59 -2.99 -3.43 0.012 -0.23 2.23 0.15 -0.36
2002 0.544 2.896 3.20 -3.16 -0.39 0.118 -0.09 3.22 0.28 -0.64
2003 0.902 2.812 3.21 -3.72 -0.43 0.134 0.01 8.02 0.36 -1.85
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Table 4-8 Result of Chow Test(Export 2)

Vietnam Cambodia
p—value |income price p—value |income price
before |after before |after before |after before |after
1986
1987
1988
1989 0.453 0.14 412 0.49 -0.41
1990 0.382 0.14 4.09 0.49 -0.38
1991 0.022 -0.42 3.91 -1.62 -0.10
1992 0.013 273 3.72 -1.46 0.24
1993 0.000 1.62 451 -1.54 -1.40
1994 0.026 523 450 -1.22 -1.37
1995 0.048 5.86 4.62 -1.16 -1.90
1996 0.059 6.19 476 -1.13 -3.01
1997 0.073 6.39 474 -1.11 -3.49
1998 0.062 6.38 4.89 -1.11 -3.00 0.002 2.89 3.90 3.18 -0.46
1999 0.124 6.14 4.98 -1.14 -2.69 0.222 6.91 402 -1.95 -0.53
2000| 0.347 5.84 457 -1.18 -3.63 0.214 7.18 404 -1.87 -0.51
2001| 0.499 5.66 5.03 -1.21 -3.10 0.203 6.93 349 -1.92 -0.83
2002| 0.784 548 551 -1.23 -2.88 0.202 6.87 344 -2.01 -0.83
2003] 0.948 5.35 6.02 -1.25 -4.26 0.243 6.66 3.05 -2.39 -1.49
China Hong Kong
p—value |income price p—value |income price
before |after before |after before |after before |after
1986 0.001 1.61 3.60 -1.47 -1.59 0.121 0.83 0.37 1.59 -0.72
1987 0.003 222 3.57 -0.62 -1.53 0.029 0.73 0.39 1.73 -0.44
1988 0.006 1.69 3.58 -1.16 -1.55 0.001 1.30 0.37 -1.54 -0.39
1989 0.009 1.78 3.56 -1.27 -1.52 0.002 051 043 416 —-0.30
1990( 0.002 242 3.88 -0.99 -2.00 0.011 1.93 044 -459 -0.29
1991 0.005 1.09 4.04 -2.35 -2.20 0.019 1.75 049 -3.34 -0.22
1992 0.004 0.38 414 -3.13 -2.27 0.008 1.79 0.64 -3.33 -0.09
1993 0.004 0.55 416 -2.91 -2.27 0.001 1.74 0.79 -3.33 0.02
1994 0.001 0.91 443 -2.66 -2.51 0.006 1.45 0.80 -4.44 0.01
1995 0.073 227 4.41 -1.75 -2.52 0.009 1.27 0.77 -5.48 0.01
1996 0.063 2.39 442 -1.59 -2.82 0.016 1.05 0.87 -6.22 0.09
1997 0.057 2.39 443 -1.60 -3.08 0.028 0.82 0.97 -7.12 0.15
1998 0.062 2.79 448 -1.24 -2.75 0.029 0.91 1.05 -6.57 0.20
1999 0.063 2.62 4.38 -1.40 -3.18 0.025 0.96 0.55 -6.16 -0.05
2000| 0.120 3.00 4.80 -1.04 -2.51 0.031 1.08 -0.38 -5.32 -0.52
2001 0.111 3.00 5.41 -1.04 -1.49 0.034 1.15 -2.00 -4.80 -1.20
2002| 0.134 293 5.10 -1.11 -1.87 0.037 113 -1.89 -498 -1.11
2003] 0.152 2.98 5.05 —-1.06 -2.07 0.039 1.15 —2.49 —4.85 -1.51
Korea Japan
p—value |income price p—value |income price
before |after before |after before |after before |after
1986 0.563 1.68 1.61 0.76 -1.74 0.158 1.85 1.11 -0.10 -0.65
1987 0.563 1.84 1.52 0.33 -1.80 0.317 2.04 1.10 -1.31 -0.66
1988 0.215 4.75 3.20 -5.58 -0.45 0.613 2.02 1.09 -2.35 -0.69
1989 0.062 3.08 3.39 -2.71 -0.28 0.565 2.03 1.07 -2.44 -0.69
1990( 0.113 2.59 324 -1.72 -0.40 0.528 1.97 1.09 -2.50 -0.68
1991 0.443 2.26 3.25 0.03 -0.39 0.903 1.29 1.07 -1.57 -0.71
1992 0.779 2.11 3.11 0.15 -0.49 0.909 1.24 1.06 -1.52 -0.72
1993 0.727 2.05 1.40 0.45 -1.68 0.900 1.15 0.98 -1.38 -0.81
1994 0.584 2.02 0.80 0.50 -1.95 0.873 1.15 0.95 -1.37 -0.83
1995( 0.520 2.04 1.63 0.46 -1.26 0.922 1.17 0.97 -1.17 -0.84
1996 0.986 2.09 1.72 -0.49 -1.42 0.835 1.20 1.04 -1.17 -0.82
1997 1.000 2.07 1.85 -1.38 -1.35 0.866 1.15 1.05 -1.06 -0.81
1998 1.000 2.06 1.89 -1.46 -1.33 0.626 1.19 1.42 -1.14 -0.59
1999 0.998 2.06 2.96 -1.47 -0.72 0.866 1.07 -0.10 -0.71 -1.62
2000| 0.528 2.05 6.85 -1.58 1.28 0.949 1.10 1.08 -0.68 -0.95
2001| 0.182 2.05 3.74 -1.77 -1.26 0.137 1.12 3.50 -0.69 0.23
2002| 0.830 2.11 476 -1.13 -0.54 0.642 1.06 3.61 -0.47 0.24
2003] 0.855 213 5.25 -1.03 0.06 0.618 1.04 3.64 -0.44 0.35
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4.3. Import function
We developed the following three models. Dependeniable is import volume

calculated by dividing import value by import pridasic model has income variable and price
variable. Differential model is the same specifmats basic model, but variables are generated
by differential form. Partial adjustment model lta® variables (not differential) above and lag
of the dependent variable.

In the basic model and differential model, coe#fiti a indicates income elasticity and a
indicates price elasticity. In the partial adjustinenodel, long term income elasticity is
calculated by #(1-a) and long term price elasticity is calculated bYlaa).

basic model
log(MXii/PMXj)=agtaylog(RGDPR,)+alog(PMXi)+Uj

differential model
Alog(MX/PMX)=ag+a,/110g(RGDPy)+a.Ilog(PMX;)+ Uy

partial adjustment model
log(MXii/PMXj)=agtaylog(RGDPR,)+a&log(PMXi)+asd og(M Xit../PM X1 )+ Uit

MXit : export value of country i PMXit: export peocof country i
RGDPit: real GDP of counry i /X=X X
4.3.1. Data

Variables related to import are from IFS( Intefmaal Financial Statistics) , GDP are
form WDI( World Development Indicators). In casepiont price data is not available, we
substitute GDP deflator for export price.

4.3.2. Estimation result

Estimation period depends on the data availab#fityl sample begin in 1980 end in
2006. Income elasticity is expected positive andepelasticity is expected negative. In basic
model, two countries are satisfied this conditiondifferential model, almost all the countries'
price elasticity is not significant. In partial adfment model, three countries are satisfied this
condition. Relatively, performance of partial adjoent model is good.
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Table 4-9 Basic model estimation

Dependent Variable: log{MXit/PMXit)
Method: Least Squares

Coefficient Adjusted [Durbin- |SE. of Nf“mber
R- Watson |regressio oObservati
Costant log(RGDPit) log(PMXit*FXit) |squared |[stat n ons
id -18.8 *x 1.37 #kk -0.13 0.879 1.54 0.2 27
ma —23.5 *kxk 1.86 skk =0.77 ** 0.980 0.79 0.1 27
ph =57.2 *xx* 2.88 xxx -0.06 0.914 0.44 0.2 27
si —6.6 *¥* 1.07 skk -0.02 0.980 0.61 0.1 27
th —26.2 *xk 1.76 sokok —0.53 kk 0.969 0.94 0.1 27
br 187.6 -7.51 0.20 0.104 1.73 20 21
vi 21.7 -0.26 2.71 %k 0.797 0.85 0.8 18
ca -71.2 1.96 7.53 0.591 0.65 1.3 14
ch -9.5 0.90 1.30 0.719 1.27 0.6 21
hk —41.5 *x* 223 kxx 0.18 0.979 0.32 0.1 27
ko —24.4 xxk 1.26 ook 0.22 0.986 1.17 0.1 27
ip —63.9 *kxk 2.39 kxx 0.46 *** 0.897 0.42 0.1 27

Note: id: Indonesia, ma: Malaysia, ph: Philippings,Singapore, th: Thailand, br: Brunei DarussalamVietnam,
ca: Cambodia, ch: China, hk: China, Hong Kong,Karea, jp: Japan.

*xx %% %is significant at 1%,5%,10% level respecily.

Table 4-10 Differential model estimation

Dependent Variable: Alog(MXit/PMXit)
Method: Least Squares

Coefficient Adjusted |Durbin- |SE. of |NuTP®
R- Watson [regressi rocl;f

Costant Alog(RGDPit) | Alog(PMXitxFXit) [squared [stat on ati::;v
id -0.3 * 297 *k 1.51 *x 0.137 2.08 0.2 26
ma 0.0 1.54 *%x 0.64 0.411 1.51 0.1 26
ph -0.1 3.24 Hkx 0.13 0.394 1.89 0.1 26
si -0.1 *x* 1.83 sokx 0.28 0.633 241 0.1 26
th -0.1 243 Fkk -0.23 0.521 2.03 0.1 26
br 0.5 -12.51 -5.00 -0.069 1.72 2.6 20
vi 0.8 -10.78 2.04 0.065 2.22 0.8 17
ca 2.2 ¥k -21.74 *x -5.53 0.219 2.04 0.8 13
hk 0.0 1.35 *xx 0.11 0.391 1.09 0.1 26
ch -0.1 2.18 272 -0.050 1.09 0.7 19
hk 0.0 1.35 *kx 0.11 0.391 1.09 0.1 26
ko 0.0 1.94 *xx -0.28 0.517 2.15 0.1 26
lip 0.0 1.11 0.24 * 0.179 1.33 0.1 26

Note: id: Indonesia, ma: Malaysia, ph: Philippingis,Singapore, th: Thailand, br: Brunei DarussalamVietnam,
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ca: Cambodia, ch: China, hk: China, Hong Kong,Karea, jp: Japan.

*rx %% %is significant at 1%,5%,10% level respecily.

Table 4-11 Partial adjustment model estimation

Dependent Variable: log(MX;,/PMX,)
Method: Least Squares

Coefficient Adjusted |Durbin— [S.E. of E'f“mbe"
R- Watson |regressio Observati
Costant log(RGDPIt) log(PMXit*FXit)|squared [stat n ons
id -12.6 * 0.89 kx -0.11 0.879 2.15 0.2 26
ma —13.5 *kx 1.04 sk -0.63 * 0.984 1.25 0.1 26
ph -21.6 ** 1.11 %k 0.05 0.955 1.11 0.1 26
si 4.4 *x 0.68 **x 0.01 0.982 1.13 0.1 26
th —22.9 *kx 1.51 sokk —0.49 skx 0.971 1.22 0.1 26
br 183.7 -7.95 0.83 0.041 1.78 2.1 20
vi -44 0.41 -0.19 0.802 1.99 0.7 17
ca 47.5 -2.00 3.54 0.782 2.35 0.9 13
ch —26.2 **x 1.77 kk —1.04 sxx 0.953 0.90 0.1 19
hk —13.4 **x 0.66 *x 0.36 **x 0.996 1.59 0.1 26
ko -16.8 *x* 0.93 kx -0.02 0.985 1.69 0.1 26
jp -14.3 0.60 * 0.02 0.968 1.61 0.1 26

Note: id: Indonesia, ma: Malaysia, ph: Philippingis,Singapore, th: Thailand, br: Brunei DarussalamVietnam,

ca: Cambodia, ch: China, hk: China, Hong Kong,Karea, jp: Japan.

*xx %% %is significant at 1%,5%,10% level respecily.

4.3.3. Stepwise Chow Test

There is one break point in 1999 for Indonesiar Malaysia, there is breakpoint

around 1990.
Coefficient of Philippines, Singapore, China aoé stable.

In Thailand, there are break points in late 1980 mid 1990's.
In Brunei and Vietnam, There are break points aald2000.

For many countries, it is difficult to distinguifineak points.
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Table 4-12 Stepwise Chow test

id ma ph si th br vi ca ch hk ip ko
1986 na na na na * *ok Fokok
1987 *k *% * na na na na *k Kk *Kksk
1988 *k k% k% * na na na na *k Kk Kok
1989 Kk *k * na na na na *k *k *koksk
1990 * *ok * na na na na %k %k *okok
1991 * *k * na na na na Kk Kk *koksk
1992 * *k *% na na na *% *k K3k *Koksk
1993 *kk ok na na Kk Kk okbk odbokk
1994 Kokok * * na  kkk ok okkk odkokk
1995 Kokok * na  kkk kk * Kkk
1996 Kokok Kk na  kkk kk Kk
1997 *kk okk Kk * na  kkk kk Kk
1998 Kk Kk * Kk *k kb * K%
1999 % *kk okk Kk K% *k kb *
2000 *kk okk * Kk Kk Kk
2001 dokk *ok *ok ok *ok
2002 dokk sokck * *
2003 *% Fokk * * na

Note: id: Indonesia, ma: Malaysia, ph: Philippingis,Singapore, th: Thailand, br: Brunei DarussalamVietnam,

ca: Cambodia, ch: China, hk: China, Hong Kong,Karea, jp: Japan.Null hypothesis is "the coeffitisnthe same

before and after the break point. *** ** *is sigieant at 1%,5%,10% level respectively.
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Table 4-13 Results of Chow Test(Import 1)

Indonesia Malaysia
p—value [income price p—value |income price
before |after before |after before |after before |after
1986 0.222 32.31 1.55| -13.32| -0.21 0.808 0.32 2.08 -0.02 -1.19
1987| 0.395 -2.94 1.39 1771 -0.18 0.107 -0.57 1.80 1.10 -0.94
1988| 0.434 -3.84 1.43 3.17| -0.18 0.018 0.08 1.52 0.71 —0.56
1989 0.292 -3.51 1.16 283 | -0.14 0.001 0.40 1.38 0.56 -0.34
1990 0.336 -3.44 1.00 291 -0.11 0.092 1.73 1.32 0.27 -0.25
1991 0.878 -0.94 0.94 1391 -0.10 0.099 5.15 1.27 -0.82 -0.18
1992| 0.979 1.59 0.99 -0.26 | -0.11 0.079 3.99 1.43 -0.44 —0.36
1993| 0.977 1.56 0.95 -024| -0.11 0.293 1.80 1.15 0.57 -0.10
1994 0.943 1.06 0.76 0.10] -0.10 0.137 1.71 0.77 0.47 0.26
1995 0.865 1.01 0.60 0.13] -0.12 0.128 1.71 0.65 0.60 0.35
1996 0.895 1.36 0.59 -0.11 -0.12 0.116 1.7 0.72 0.59 0.33
1997| 0.869 1.20 0.70 000]| -0.18 0.453 1.61 0.76 0.39 0.24
1998| 0.317 1.21 4.24 -0.01 -1.7 0.567 1.69 0.94 0.03 —0.05
1999 0.059 0.39 -0.27 0.68 0.57 0.639 2.09 0.55 -1.12 0.34
2000| 0.960 1.19 4.11 002] -1.72 0.528 2.07 -0.43 -1.07 1.22
2001| 0.368 1.18 -7.93 0.03 4.78 0.571 1.93 -0.06 -0.69 0.94
2002| 0.403 1.25 -8.72 -0.03 515 0.889 1.94 0.05 -0.81 0.84
2003| 0.511 1.36 | —15.94 -0.13 8.40 0.924 2.00 0.36 -0.99 0.62
Philipines Singapore
p—value [income price p—value |income price
before |after before |after before |after before |after
1986 0.157 2.04 0.52 -0.35 1.04 0.404 -1.08 1.1 2.91 -0.49
1987 0.023 2.41 1.06 -0.63 0.60 0.049 -1.07 1.06 2.69 —0.56
1988 0.013 272 1.07 -0.47 0.56 0.032 0.73 1.04 0.90 —0.52
1989 0.011 3.77 1.20 -0.33 0.49 0.099 1.29 1.06 1.42 —0.59
1990 0.011 5.63 0.57 -0.16 0.86 0.068 1.14 1.01 1.19 -0.37
1991 0.011 5.05 0.24 -0.21 1.07 0.058 1.16 0.98 1.21 -0.23
1992 0.012 542 0.05 -0.17 1.21 0.047 1.23 0.89 1.30 0.09
1993 0.001 4.95 297 -022| -1.13 0.038 1.31 0.72 1.36 0.56
1994 0.002 5.16 2.89 -0.19| -1.09 0.084 1.42 0.64 1.43 0.72
1995 0.001 5.02 2.63 -020| -1.07 0.119 1.52 0.60 1.59 0.79
1996/ 0.000 4.81 1.97 -0.20| -0.66 0.101 1.56 0.95 1.69 0.09
1997| 0.000 4.97 1.92 -0.21 -0.63 0.038 1.54 1.97 1.63 -1.90
1998| 0.000 4.88 273 -020| -1.33 0.009 1.52 2.21 1.59 -2.08
1999 0.000 4.86 1.68 -0.20| -0.33 0.024 1.47 2.16 1.52 -1.98
2000| 0.000 4.60 2.54 -020| -1.31 0.025 1.44 043 1.48 2.41
2001| 0.001 4.33 18.48 -0.18 | -17.51 0.041 1.31 7174 094 | -13.43
2002| 0.005 4.10 17.42 -0.16 | -16.91 0.487 117 0.46 0.32 2.36
2003] 0.013 3.92 55.30 -0.14 | -53.38 0.924 1.08 0.33 0.00 2.66
Thailand Burunei
p—value [income price p—value [income price
before |after before |after before |after before |after
1986 0.344 1.52 2.03 -348 | -0.67
1987| 0.064 0.32 1.85 -2.01 -0.61
1988| 0.085 0.59 1.77 0.13| -0.57
1989 0.276 0.83 1.73 0.99 | -0.55
1990 0.367 0.99 1.74 1.25| -0.55
1991| 0.261 1.12 1.87 1.32| -0.59
1992 0.135 1.08 1.99 1.32| -0.59
1993 0.102 1.02 2.06 1.37| -0.59 0.995 2.61 -3.77 1.08 —0.52
1994| 0.084 1.06 210 1.32| -057 0.850 5.33 16.76 0.21 —6.51
1995/ 0.073 1.10 210 126 | —-0.53 0.304 5.21 36.33 0.27 | —-11.38
1996 0.022 1.12 2.02 117 -0.31 0.627 25.62 34.17 -5.06 [ -11.06
1997| 0.363 1.78 1.92 -045( -0.17 0.026 | -26.80 4437 8.18 | —15.82
1998| 0.459 214 1.85 -1.20( -0.08 0.066 | -13.73 46.77 11.07 | -16.07
1999 0.383 213 210 -119 | -0.66 0.012 [ -10.11 51.05 1246 | —-15.67
2000| 0.519 1.99 2.29 -0.91 -1.23 0.051 | -13.39 52.43 1.40 | -15.65
2001| 0.698 1.91 1.40 -0.75 1.79 0.049 | -13.89 62.71 -353 | -17.35
2002| 0.791 1.87 1.48 -0.68 1.64 0.170 | -11.58 58.34 -0.53 | -16.99
2003] 0.767 1.86 1.81 -0.66 1.40 0274 | -11.14 69.97 410 | -16.85
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Table 4-14 Results of Chow Test(Import 2)

Vietnam Cambodia
p—value |income price p—value [income price
before |after before |after before |after before |after
1986
1987
1988
1989
1990
1991
1992
1993
1994 0.872 13.75 | -11.23 -5.03| 12.44
1995 0.839 293 -2.90 0.36 2.09
1996 0.590 20.74 445 -11.79 | -7.73
1997 0.062 -0.44 11.21 1.89 | —16.61
1998 0.049 -4.94 16.09 4.96 | —22.56 0.010 37.32 10.36 | -23.26 | —34.65
1999 0.020 6.69 14.74 -0.99 | -21.42 0.014 19.99 10.82 -6.18 | —35.76
2000/ 0.018 6.12 12.65 -0.71 | -19.14 0.019 -4.44 8.97 1491 -31.26
2001| 0.017 7.39 22.51 -1.29 | -29.69 0.101 11.00 7.25 -0.12 | —26.76
2002| 0.003 6.50| 11294 -0.80 | -122.8 0.099 10.17 11.29 0.61 | —35.76
2003| 0.003 5.67 96.41 -0.39 | -106.5 0.070 9.00 ]-116.63 1.86 | 238.85
China Hong Kong
p—value |income price p—value [income price
before |after before |after before |after before |after
1986 0.085 2.71 2.04 -0.86 1.77
1987 0.011 0.98 1.89 0.36 1.22
1988 0.022 1.62 1.88 -0.15 1.11
1989 0.037 240 1.86 -0.72 0.87
1990 0.031 3.28 1.81 -1.27 0.60
1991 0.007 3.66 1.72 -1.49 0.35
1992| 0.043 247 2.55 -0.28| -2.16 0.012 4.30 1.69 -1.96 0.28
1993| 0.032 -0.40 3.05 242 | -3.69 0.010 3.94 1.63 -1.62 0.19
1994| 0.001 1.30 35.58 -0.29 | -110.9 0.012 344 1.54 -1.05 0.04
1995| 0.001 0.21 8.36 1.08 | —20.50 0.011 3.21 1.47 -0.79 -0.01
1996| 0.001 0.79 ] 135.93 0.39 | -4335 0.010 3.18 1.49 -0.77 -0.06
1997| 0.004 0.64 453 040 | -8.02 0.045 2.89 1.49 -0.43 -0.12
1998| 0.006 -0.20 3.58 1.13| -4.76 0.058 2.60 1.53 0.02 —0.46
1999 0.006 -0.37 3.46 1.29| -4.50 0.250 227 1.55 0.51 -0.68
2000 0.014 0.20 3.38 0.73 | -4.27 0.326 2.02 1.61 0.96 -0.85
2001| 0.038 0.76 -2.93 0.16 | 12.87 0.321 2.21 253 0.61 -3.84
2002| 0.058 0.97 -2.94 -0.07 12.81 0.709 1.95 2.72 1.09 -4.29
2003| 0.063 1.18 —-0.91 -0.30 5.23 0.000 2.02 2.72 0.95 —4.29
Korea Japan
p—value [income price p—value [income price
before |after before |after before |after before |after
1986| 0.001 0.76 1.65 1.63 | —0.44 0.027 0.19 2.63 -0.50 -0.45
1987 0.000 0.80 1.69 1.54 | -0.47 0.008 0.77 1.53 0.37 -0.73
1988 0.000 0.84 1.87 142 | -0.76 0.009 0.67 1.38 0.26 -0.76
1989 0.000 0.86 1.87 1.34| -0.76 0.039 1.14 1.68 0.32 -0.72
1990 0.000 0.98 1.89 045 | -0.77 0.017 2.08 3.13 0.52 —0.81
1991 0.000 1.01 1.89 043 | -0.77 0.004 1.90 3.97 0.48 -0.96
1992| 0.000 1.06 1.96 0.63| -0.84 0.001 1.90 452 0.48 -1.17
1993| 0.000 1.06 1.94 0.63| -0.84 0.001 1.89 4.40 0.48 -1.13
1994| 0.000 1.06 1.81 059 | -0.75 0.002 1.94 3.72 0.46 -0.83
1995 0.000 1.08 1.73 0.72 | -0.69 0.051 2.02 3.41 0.41 -0.69
1996 0.013 1.17 1.73 0.80 | -0.68 0.453 2.24 3.25 0.35 -0.62
1997 0.023 1.31 1.70 0.58 | -0.54 0.609 254 3.41 0.39 -0.68
1998 0.020 1.30 1.51 0.16 0.35 0.641 240 3.36 0.35 —-0.66
1999 0.083 1.65 1.48 -3.10 0.37 0.654 2.36 3.05 0.36 -0.59
2000| 0.611 1.36 1.49 -0.46 0.37 0.797 2.36 2.76 0.30 -0.50
2001 0.761 1.33 1.64 -0.21 0.27 0.891 246 2.36 0.30 -0.37
2002| 0.721 1.34 1.22 -0.25 0.65 0.894 247 2.34 0.30 —-0.36
2003] 0.824 1.34 1.24 -0.18 0.58 0.898 249 2.39 0.30 -0.37
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5. Analysis of relations between global financial markets and domestic
financial and asset markets

Asian economies have gradually removed the resnigton capital accounts and controls
on exchange rate. This has raised major debate the positive and adverse impacts of such
liberalization on domestic financial and asset ratgkas well as on domestic output.

As identified by our regression estimation in Cleapt, global financial market situations
do affect the capital inflows into Asian countriés. this chapter, we assess the relationship
between global financial markets and domestic eemgnahanneled by cross-border capital
flows.

5.1. Impacts of global markets, capital flow on domestic financial and asset
markets
5.1.1. Methodology
Channeling of global financial market movements idiomestic economy is made
through cross border capital flows. Thus, the degpé influence differs depending on the
integration into international financial/capital rkets, or each market’s “financial openness.”
There are numerous measures to assess the finapeaihess of a country and
economy. According to Kose, Prasad, Rogoff and {&@06), who summarized such previous
works, two types of measurement methods have bempoged and developed, namely “de
jure” measures and “de facto” measures. Howevaersamsus has yet to be reached as to which
indicators shall be most relevant, since each tfpeeasurements have certain shortcomings.

5.1.2. Estimation results

“De jure” measurement is based on formal regulatiand restrictions on current and
capital accounts. Most of the measures developedIiM§&’s “Annual Report on Exchange
Arrangements and Exchange Restrictions (AREAER)’ tlas basic reference. Although
AREAER measures the degree of openness in bin@fyof*“1”) terms, some literatures have
refined the indicators to allow more detailed ssale

Major shortcomings of such measures primarily cérom the difficulty of identifying
which restrictions are relevant in determining tlegree of financial integration. For example,
even if there are certain capital controls, theegy 1be alternatives that inevitably allow some
financial flows, including the existence of loopé®l In addition, difficulty of distinguishing
different types of controls (such as portfolio fwFDI and currency exchange) is also a
bottleneck.
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5.1.3. “De facto” measurement

“De facto” measures are based on the actual iniegranto global markets, using the
actual flows of the current and financial accouse to the volatility of annual volume of
flows, Kose, Prasad, Rogoff and Wei (2006) propdseasse the stock data, which is the sum of
external asset and liability as ratio against GDP.

This measure may not be perfect either, as thd e changes of this indicator are
affected by various factors, and not necessarited to regulatory changes. Thus, low degree
of this ratio does not necessarily mean thatintegration with global markets is low, because
this ratio (and thus the flow) may fluctuate withahanges of formal restrictions, reflecting the
domestic and global financial conditions.

However, overall, this indicator can be deemeddodbevant in measuring the level of
exposure to the foreign capital markets, and thus the indatlegree of impacts from overseas
markets. Thus, in this chapter, we applied thi®fatr the basis of quantitative analysis.

5.1.4. Historical paths of Asian economies
5.14.1. Dataset

Historical data on the external capital flows atmtks are not necessarily available in
every country for a long time series, and the awdd data in IMF’s “International Financial
Statistics (IFS)” are limited. Addressing this issu.ane and Milesi-Ferretti (2006) have
constructed the “External Wealth of Nations” datb#hat estimates each country’s external
stock positions from “International Investment Riosi” and capital flow data, taking into
account capital gains and losses for the time séstween 1970 and 2004. We used the same
dataset for the following analysis, and for moreerg years (2005 until 2007), we used the IFS
data.

5.1.4.2.  Historical developments

Combined financial openness, which represents ated of FDI, equity and debt
stocks in gross terms, are shown in the below chislldny countries/economies have
experienced increase of external positions espgciafter 1980s, and slowdown (or
stabilization) after the Asian financial crisis.
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Figure 5-1 Combined financial openness (all countries aneconomies)
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Figure 5-2 Combined financial openness (countries and ecomies excluding Singapore and
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Source: Lane and Milesi-Ferretti (2006) and Inteomal Financial Statistics.
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As of 2007, Hong Kong, Singapore and Brunei, amathgrs, are most significantly exposed to
foreign capital markets.

Table 5-1 Degree of financial openness as of 2007

High Hong Kong, Singapore, Brunei

Middle Japan, Indonesia, Malaysia, Lao PDR, Can@odorea, Philippines,
Thailand, Vietnam

Low China, Myanmar

Since this indicator includes FDI, portfolio equizmd debt stocks, which differ in
volatility and influential patterns, we also cammithe openness ratio for each type of stdcks

Following is the summary of financial opennessosatn terms of portfolio equity and
debt for the time series of 1980s, 1990s and 20@asrms of the magnitude, debt stocks are of
more importance in comparison with portfolio equitWe may conclude that countries and
economies with higher debt stock ratio against GEPmore exposed to global capital market
shocks. Also, it shall be noted that external dgbtks have been accumulated from as early as
1980s, while portfolio equity flows have largelyreased in 1990s and 2000s.

Table 5-2 History of portfolio equity and debt positions

Portfolio equity Debt
1980s 1990s 2000s 1980s 1990s 2000s

Average Average Average | Average Average Average
Brunei 0% 0% 0% 314% 475% 717%
Cambodia 0% 0% 5% 0% 59% 100%
Indonesia 0% 0% 6% 48% 84% 87%
Lao PDR 0% 0% 0% 110% 165% 146%
Malaysia 6% 20% 22% 68% 61% 70%
Myanmar 0% 0% 0% 38% 10% 1%
Philippines 1% 7% 6% 86% 81% 90%
Singapore 14% 75% 158% 137% 191% 418%
Thailand 2% 11% 14% 39% 63% 55%
Vietnam 0% 0% 0% 106% 70% 48%
Japan 4% 10% 26% 49% 80% 87%
China 0% 1% 3% 11% 27% 31%
Hong Kong SAR 14% 39% 217% 697% 933% 559%
Korea 0% 4% 24% 53% 38% 41%

% In Lane and Milesi-Ferretti (2006), external piasis are categorized into “FDI,” “portfolio equitgnd “debt.”
“Debt” is the combination of “debt securities” afadher investments” in the IFS categories.
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5.2.  Impacts of global markets, capital flow on domestic financial and asset
markets

In this section, we assess the influence pathdotiagy market fluctuations to domestic
financial and asset markets, in order to see hawettiernal exposure is linked to domestic
financial/economic conditions.

5.2.1. Granger causality analysis

We first conducted granger causality analysis teniifly the sequences of various
indices, including direct investment (flow) to G _LI_GDP), portfolio investment (flow) to
GDP (PORT_LI_GDP), other investment (flow) to GDPOTHER_LI_GDP),
seasonally-adjusted domestic credit to GDP (CREBGIDP_SA), log of seasonally-adjusted
GDP (GDPLOG_SA), log of nominal exchange rate (NOIML_FX_LOG) and log of stock
indices (STK_LOG). We used the quarterly panel daten 1979Q1 2008Q4 covering 5
countries (Indonesia, Malaysia, Philippines, Thallaand Koredf, and took 8 lags (i.e. 8
guarters, or 2 years).

The results are shown in the below chart and tableerall, portfolio and other
investment flows do not granger-cause various domeslicators, except for domestic credit.
We may conclude that capital flows are channeledamestic markets through the influences
on domestic credit. Domestic credit in turn hasualinfluences among various other factors,
including exchange rate, GDP and stock markethdtl @lso be noted that FDI flows does not
granger-cause other factors during the 8 quartéoge

Figure 5-3 Granger causality (significant at 1% confidencdevel)
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15 For other countries, comparable data was notaail
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Table 5-3 Results of the Granger causality estimations

To[DI_LI_GD [PORT_LI_[OTHER_L|CREDIT_ [GDPLOG [NOMINAL[c | o

From P GDP |_GDP GDP_SA | SA _FX_LOG -
DI_LI_GDP --

PORT LI GDP w ~ o - —
OTHER_LI GDP isiel o - ook -
CREDIT_GDP_SA ** *k - ok ok ok
GDPLOG_SA ok ok - ok ok
NOMINAL_FX_LOG ek ok - ek
STK LOG ** *kk *kk *kk .

Note: *** ** * ig significant at 1%,5%,10% level spectively

5.2.2. VAR analysis
5.2.2.1.  Existing literatures

There are many existing studies as to the impadagpftal flows to domestic GDP,
consumption or stock market volatility. Howevenydies on the effects on monetary conditions
and asset prices are relatively limitedAmong others, Kim and Yang (2008) have conducted
panel VAR analysis, concluding that capital inflods explain the asset price appreciation in
the region, but to a relatively small extent in gamson with other factors. Similarly, Kim, Kim
and Wang (2003) concludes that capital accountditzation in Korea has led to capital surges,
real exchange rate appreciation and asset pridadsib

In order to identify more detailed pictures, we docted separate analyses for three
types of flows, namely direct investment, portfoliovestment and other investment. Our
findings also suggest that capital flows do infloeomestic variables.

5.2.2.2. Dataset and methodology

The methodology we adopted is the panel VAR (veatdp-regression) analysis for 5
countries (Indonesia, Malaysia, Philippines, Thadlaand Korea) with sufficient dataset from
19930Q1 to 2007Q4 on quarterly basis, which inclutiesAsian financial crisis period.

VAR analysis is useful to identify the dynamic thwseries influence patterns from
certain shocks. We followed the methodology takgmeXisting literatures. Especially, Kim and
Yang (2008) conducted a similar panel VAR estimaticovering the same 5 countries from
1999Q1 to 2006Q1. The model applied in this stgdys follows:

Y, =C +B(L)Y,+,

where i denotes an econonyyjs an m*1 data vector;:i is an m*1 constant matrix, B(L) is a

16 studies on impacts on GDP and consumptions arensuized in Kose, Prasad, Rogoff and Wei (2006). For
studies on impacts on stock market volatilitieg, Bot, O’'Connell and Seasholes (2000), for exampl
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matrix polynomial in the lag operator L, andar(u) =X .

For the number of lags, we applied 8 lags (8 qus)tbased on Akaike Information
Criterion and our assumption that responses ofkshaould be materialized within 2 years at
maximum.

We selected variables based on existing literatineading Kim and Yang (2008), to
include financial inflows (portfolio investment, rdct investment and other investment
accounts), monetary indicators (domestic credggetprice (stock price) and production (real
GDP)"".

5.2.2.3. Impacts of direct investment

First, we see the impacts from direct investmermIsFare generally expected to
increase production, and thus GDP. Our study @8whow that GDP is actually affected by
FDI flows along with nominal exchange r&fewhich in turn is also affected by FDI flows. On
the other hand, direct investment flow is moreessineutral to domestic credit, and only small
impact to stock price with shorter period, thustreduto monetary and asset bubbles. Overall,
impacts are moderate and stable over time.

Y DI_LI_GDP is direct investment inflow to GDP, PORT_GDP is portfolio investment inflow to GDP,
OTHER_LI_GDP is other investment inflow to GDP, RE_GDP_SA is domestic credit to GDP,
NOMINAL_FX_LOG is log of nominal exchange rate, STIKOG is log of stock price, and GDPLOG_SA is log of
GDP. Since these variables have unit roots, waepglfference (denoted by letter D) from previousirter.

8 Our results are shown in the “impulse responsaplgs. For Cholesky ordering, we adopted the orider o
{DI_LI_GDP, CREDIT_SA_GDP, NOMINAL_FX_LOG, STK_LOG3DPLOG_SA}, taking into consideration the
results from our Granger causality analysis.

9 Note thamegative or declining line in the graph for nominal exchange rate ingis@urrencygppreciation, as it is
denominated in units per US dollars.
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5.2.2.4. Impacts of portfolio investment

Portfolio inflows are often thought to increase @stic credit and money, and thereby
push up the asset price. Our results show thatéfiegt nominal exchange rate and stock price,
but not domestic credit. Impact on stock pricegnigontrast to expectation, more or less neutral
to portfolio flows, and mostly reflects their ownniovations (of the stock prices themselves).
Here, too, we may observe that monetary and asd#ilds are independent from portfolio

inflows.
Figure 5-5 Impulse responses: Portfolio investment inflow
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5.2.2.5.

Impacts of other investment
As shown in the financial openness ratio, quardftyther investment flow is larger

than portfolio equity flows. This flow is consider& be volatile, and may have stronger impact

on domestic credit and asset price.
However, again, we do not detect much influencedomestic credit fluctuations

caused by other investment flow innovations, whiluence on stock price seems to be larger
than the case of portfolio investment in shortemtelnfluence of other investment appears on
GDP, as do the portfolio and direct investment How

Accumulated Response of D(OTHER_LI_GDP,1) to Cholesky

Figure 5-6 Impulse responses: Other investment inflow
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One S.D. Innovations

—— D(OTHER_LI_GDP,1)
—— D(CREDIT_GDP_SA,1)
—— D(NOMINAL_FX_LOG)

—— D(STK_LOG,1)
——— D(GDPLOG_SA)

Accumulated Response of D(STK_LOG,1) to Cholesky

One S.D. Innovations

—— D(OTHER_LI_GDP,1)
—— D(CREDIT_GDP_SA,1)
—— D(NOMINAL_FX_LOG)
—— D(STK_LOG,1)

——— D(GDPLOG_SA)
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5.2.2.6. Implications

Overall, impacts of financial inflows may have bemaggerated in terms of duration of
such impacts; from our analysis, although the floay have volatile impact for a short period,
these effects would stabilize in several quartérshall be noted that, although major change of
investment strategy by foreign players often affeet domestic market sentiment, it is difficult
to detect such impact in this quarterly data amalys

Another implication is that the impacts in the lowg are mostly on GDP and exchange
rate (in nominal terms), rather than domestic tredstock price. Thus, we may conclude that
authorities would need to deal with financial inf®to facilitate economic growth, but also take
into consideration the effect on exchange rateexggtion.

5.3.  Implication on policy mix and market monitoring

The assessment of impacts of capital flow innovestitowards domestic credit, stock
price, and economic growth reveals existence dgatemfluence patterns.

However, currently, the extent of financial accoapenness differ among countries, as
discussed in previous sections; and thus, influ@adterns would be different depending on the
degree of openness.

Especially, in many Asian countries, the authasitere generally considered to be
cautious on fully lifting the restrictions on fineial flows, due to the experience of massive
capital flow reversals during the Asian crisis, aislo due to the considerations on exchange
rate.

The former concern, the reversal of flows, is dlecenter of attention in this chapter.
In order to address this issue, we conduct a probdel analysis to identify the early-warning
indicators that precede capital outflow shocks.

5.3.1. Existing literatures

There are many literatures that analyzed the eealyring indicators for financial
shocks and crises, including currency crises, debés and banking crises. The summary of
such previous studies are detailed in Lestano aqpeK(2003). For the studies that focused on
the indicators for sudden capital outflows, Edwg&¥5) is one of the pioneering works,
which revealed that current account reversalsifddfas reduction in the current account deficit
of at least 4% of GDP in one year) are explaineddsyent account deficit to GDP, sudden
stog® and sudden stops in region at 1% significant E\ahd not by capital mobility (i.e.

20 sudden stop is defined as reduction of net caipilalvs of at least 5% of GDP in one year. Thentopin
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financial openness).

Although Edwards (2005) uses the “de jure” meas(sesred from O to 100) to assess
capital mobility, we will use “de facto” measuresdstimate the probability of capital outflow
shock. Also, in our model, “capital outflow shock’defined as change of net capital outflow
(sum of portfolio investment (net flow of asset diadbility) and other investment (net flow of
asset and liability) under IFS) of less than thstfguartile of the observed period in each
country. We used the quarterly panel data for tlomegs-affected ASEAN countries, namely
Indonesia, Malaysia and Thailand, for the time esebbetween 1994Q1 and 2007Q4, where
longest data is available (however, for Malaysatadn financial accounts are only available
after 2001Q1, which limits to some extent the rssal our study).

5.3.2. Probit model estimation
Based on the previous work by Edwards (2005), wpleyrthe following equations to
estimate the probability of a capital outflow shock

. - { Lif (u >0)

0,otherwise
Uy =W +&,
where u, is a dummy variable, which takes “one” if countrgxjperienced a capital outflow
shock, and “zero” for otherwiseu; is an unobserved latent variablet is the degree of

financial opennesse;, is error terms.

In addition to financial openness, we employed ftiilowing explanatory variables,
with expected signs of either + or -. We expecttdabd equity liabilities to affect the
probability of shocks positively, based on the vidnat larger degree of financial openness may
trigger larger shocks. We expect thmth upward and downward changes of domestic credit,
CPI and stock indices to affect shocks positivebnsidering the boom-bust cycles. We expect
real effective exchange rate, reserve stock ananbal of trade and services to affect shocks
negatively, since decline in current account as@mees may trigger concerns on exchange rate
sustainability, and thus capital outflow.

question must have received an inflow of capitajdato its region’s third quartile during the pias two years
prior to the “sudden stop.”
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Table 5-4 Variables employed for probit analysis

Variable Expected
Name Meaning signs

DEBT_LI_STOCK_GDP Debt liability (stock) as ratiganst GDP +

PORT_EQUITY_LI_STOCK_GDP| Portfolio equity liabilitystock) as ratid +
against GDP

REFX_GR Change of real effective exchange rate -

CREDIT_DUMMY Dummy variable for significant changsf +
domestic credit

CPI_DUMMY Dummy variable for significant change pf +
CPI

STK_DUMMY Dummy variable for significant change pf +
stock indices

TRADE_SERVICE_DEF_DUMMY| Dummy variable for the significant deficit of +
trade and services balances

RESERVE_STOCK_GR Change of international resencek$ -

For variables “RESERVE_STOCK_GR,” “CREIT_DUMMY,” ‘©@_DUMMY,”
“TRADE_SERVICE_DEF_DUMMY,” “STK_DUMMY,” we calculaéd with 4 lags (which in
this case means one year; we assumed that it veeughough for changes or shocks in some
variables to affect other variables within one ye&r order to include lags in our model, we
applied linear almon lag or PDL (polynomial distried lag).

For variables “CREIT_DUMMY,” “CPI_DUMMY” and “STK_IMMY” (all of
which are in terms of annualized change rate), wedudummy variable, where, for “UP”
variable, “1” for changes of more than the thirdadie in observed period and “0” for
otherwise; for “DOWN” variable, for changes of lgbsn the first quartile in observed period
and “0” for otherwise. This is because changesedit, price and stock price usually correlate
with normal business cycles, and we need to diftete abnormal changes, this time using the
first and third quartiles as threshold.

We applied another dummy variable for trade andvises balance
(“TRADE_SERVICE_DEF_DUMMY?"), in which trade and lmice deficit to GDP of more
than -3% is denoted as “1,” and otherwise “0” (figeire -3% is based on the first quartile of
trade and services balance in Thailand for therekseperiod, since Thailand has experienced
longer and larger trade and services deficit to GDédmparison with other two countries).

5.3.3. Estimation results

The estimation results are shown below. As expechedlevel of debt liabilities does
positively affect the probability of shocks, bobt so much for portfolio equity liabilities.
Similarly, foreign reserve stock affects negativelynus, we may be able to conclude that
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financial openness is relevant to the probabilftgresis.

Contrary to our expectations, impact of domestadiron the probability of shocks
(“UP”) is negative, and impact of trade and serbaéance is positive (although the latter is not
significant at 10% confidence level). This wouldygast that capital outflow shocks are not
necessarily preceded by monetary and macro-ecormooim-and-bust cycles.

However, it shall be noted that stock prices, B&tR” and “DOWN,” are affecting
the probability of shocks, which means that stockrket may be subject to boom-and-bust
cycles that precede capital account shocks.

Also, trade and service balance affect positivelyhie probability of shocks directly,
which means that increasing current account mayd@signal of shocks. This may indicate that,
in many cases, these countries have experiencedntwiccount surplus when capital flow
shocks occurred. In this sense, traditional natibfcurrent account shocks” would not apply in
case of ASEAN countries after 1990s.

Table 5-5 Estimation Results

Variable Coefficient Std. Error z—Statistic Prob.

C -2.20891 0.611 -3.61524 0.0003
DEBT_LI. STOCK_GDP(-1) 0.800661 0.25893 3.092188 0.002 %%
PORT_EQUITY_LI_STOCK_GDP(-1) 0.733029 0.586974 1.248829 0.2117
PDL(REFX_GR4,1,2) 0.627457 0.620971 1.010445 0.3123
PDL(CREDIT_DUMMY_UP4.1,2) -0.2089 0.151444 -1.37936 0.1678
PDL(CREDIT_DUMMY_DOWN,4,1,2) -0.06431 0.095126 -0.676 0.499
PDL(CPI.DUMMY_UP.4,1,2) -0.29781 0.140377 -2.12151 0.0339 **
PDL(CPI.DUMMY_DOWN,4,1,2) -0.14703 0.107405 -1.36889 0.171
PDL(STK_DUMMY_UP,4,1,2) 0.201434 0.096967 2.077339 0.0378 **
PDL(STK_DUMMY_DOWN,4.1,2) 0.219504 0.123844 1.772421 0.0763 *
PDL(TRADE_SERVICE_DEF_DUMMY 4,1,2) -0.56275 0.256962 -2.19001 0.0285 *x*
PDL(RESERVE_STOCK GR.4,1.2) —0.03245 0.013564 -2.39252 0.0167 *x*
McFadden R-squared 0.313798 Mean dependent var 0.244048
S.D. dependent var 0.430805 S.E. of regression 0.360633
Akaike info criterion 0.905503 Sum squared resid 20.28876
Schwarz criterion 1.128643 Log likelihood -64.0623
Hannan—Quinn criter. 0.996064 Restr. log likelihood  -93.3577
LR statistic 58.59096 Avg. log likelihood -0.38132
Prob(LR statistic) 0

Obs with Dep=0 127 Total obs 168

Obs with Dep=1 41

Note: Letters and numbers within the PLD parenthésdicate (variable, lags, degree of
polynomial, a numerical code to constrain the latypomial (where “2” means constrain the
far end)).
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5.3.4. Implications

Capital account openness does both good and bddmestic economy. In order to
avoid the adverse impacts of capital account lithon, there are certain variables that
authorities may need to monitor, based on the alestimation results. First, level of financial
openness, especially in terms of debt liabilitissall be closely monitored, as greater debt
openness shall lead to increased probability otlshoSecondly, abnormal growth of stock
price would highly probably lead to capital outfl@hiocks, possibly due to boom-bust cycles.
Thus, level of stock prices and existence of “babbkhall be closely monitored. Third, in the
crisis-affected ASEAN countries, current accourficitemay not have much influence on the
probability of crisis. Finally, foreign reserves wd work as a backstop to capital outflow
shocks, and thus need to be managed and maintzaneflly, possibly by preventing exchange
rate depreciation at early stage.

6. Recommendation on regional policy coordination

Interdependence in the region increased in termisidé, FDI and financial capital flow,
which have brought positive effects such as muguadineficial and organic trade relationships
and relatively stable capital flows that contribtae&lomestic economies in the region.

Trade Policy
1) East Asian countries have liberalized their traggmes in terms of import tariffs

substantially in recent decades. However, it iy waportant for policy makers to
be reminded that there still exist a lot of room tariff reduction and furthermore
that the number of non-tariff barriers includingagtity restrictions and technical
standards appears to be increasing although iffisutt to obtain the accurate
picture of the current situation.

EDI Policy
2) Similar to the situation for foreign trade reginoey analysis of FDI regimes has

found that FDI policies have been liberalized Ineré still is an ample room for
improvement. This is especially the case conceriibd facilitation measures
such as FDI application and approval proceduregeption of investors, etc.

Policy on Financial Flow

3) East Asian countries have increased financial opesiin terms of “de facto”
measures which are calculated as the total stoaiflofv/outflow of FDI, equity
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4)

5)

6)

and debt stocks in gross terms. Impacts of findreflows on domestic market
and economy may have volatile impact for a shopeniod, but these effects
would stabilize in several quarters. Excessive ddpece on external capital
inflow shall be avoided, as global market fluctaatand/or unstable capital flow
might affect in both positive and negative ways.

Financial openness shall be pursued as it coulchrereh flexibly-available
financial resources, which contribute to economiowgh. Meanwhile, policy
makers may utilize certain warning signals in ortteravoid/prepare for hard
adverse impacts. The useful combination of thogaads includes existence of
dependence on debt position, domestic stock maiked, foreign reserves
according to our analysis.

On top of such monitoring scheme, (i) preparatooyicy measures to control
excessive market movement in a carefully accouetatdnner, as well as (ii)
policy coordination such as CMI, would be useful.

Since the interdependence in the region has inedeatonomic or/and financial
turbulences of one country might significantly affethers. Thus, it has become
more important to implement regional surveillanoerdination, which shall then
be utilized and reflected into coordinated policgasures in the region.

Regional Cooperation Framework

7

In order to achieve the policy objectives notedva@hASEAN+3 countries may
consider the formation of region-wide frameworksclsuas a region-wide
comprehensive FTA, which include trade and FDIrktheation, facilitation, and

various kinds of cooperation including financialamacro economic cooperation
and coordination.
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