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VIII. THE INFLUENCE OF EMERGING
MARKET ECONOMIES ON OECD COUNTRIES’

INTERNATIONAL COMPETITIVENESS

T he financial crisis that started in mid-1997 in Southeast Asia has resulted in
massive currency depreciations in a number of emerging market economies in
Asia (Table VIII.1). Given the increasing importance of these economies in

world trade, this has raised the issue of whether this could lead to a major redistribu-
tion of competitiveness gains and losses across OECD and non-OECD countries,
resulting in substantial current-account adjustment. In the past, potential competitive-
ness gains deriving from nominal exchange rate depreciations have often tended to be
eroded by rising inflation.1 Nevertheless, there is a widespread sentiment that recent
developments might have reinforced the absolute cost advantage that these economies
might already enjoy relative to OECD countries, making them even more competitive
internationally.2

Table VIII.1.  Changes in Asian emerging market economies
exchange rates since mid-1997a

Per cent

vis-à-vis US dollar vis-à-vis Japanese Yen vis-à-vis Deutschemark

China 0 13 5
Chinese Taipei –15 –3 –10
Hong Kong, China 0 13 5
Indonesia –76 –73 –75
Korea –40 –32 –37
Malaysia –32 –22 –28
Philippines –32 –24 –29
Singapore –11 1 –7
Thailand –40 –32 –37

a) Changes between 1 July 1997 and 18 March 1998.

Although estimates of absolute cost levels in the manufacturing sector are avail-
able for a limited number of countries only, they do suggest that over the 1975-96
period, Chinese Taipei and Korea in particular have been able to maintain significantly
lower levels of unit labour costs than any other industrialised countries for which data
exist, despite a substantial deterioration since the late 1980s (Table VIII.2). Moreover,
it is likely that labour cost levels in most other emerging market economies in East
Asia are also lower than in more mature economies. Among OECD countries, the
United States has generally been holding a cost advantage over its main OECD trading

1. For more details, see Durand et al. (1998).
2. In principle, competitiveness is a relevant concept only for firms which can gain and lose market shares, and in the

latter case, may eventually go out of business. It is not really a relevant concept for countries, because, as argued by
P. Krugman (1996), countries cannot go out of business and therefore should not care about “competitor countries”.
There are nonetheless reasons for a country to be concerned with shifts in market shares at the sectoral level, because
such shifts may imply changes in the sectoral composition of output and in living standards. It clearly cannot be an
objective of policy to prevent losses in sectoral market shares, as this type of policies cannot be pursued in all countries
at the same time, but policies must ensure that the economy is flexible enough to adjust to these shifts at minimum costs
and to reallocate resources in order to ultimately improve living standards.

Several emerging market
economies in Asia have
experienced massive exchange
rate depreciations…

… which may reinforce their
absolute cost advantage
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partners.3 Since the late 1980s, this favourable cost differential has even tended to
widen against Japan and the European Union (EU) taken as a whole, reflecting the
depreciation of the US dollar vis-à-vis other major OECD currencies.

The emergence of new competitors in world markets

Given the difficulty in obtaining and constructing reliable data on comparative
levels of unit labour costs for a sufficiently large number of countries, most analyses
on international competitiveness focus on variations in relative costs or prices. While
this does not permit a comparison of levels of relative competitiveness across coun-
tries, it provides an indication of whether a country has become more or less competi-
tive than its trading partners over a particular period. For some time now, the OECD
Secretariat has calculated and published indicators based on relative unit labour costs
and export prices for the manufacturing sector, as well as relative CPIs.4 The principles
guiding the construction of these indicators were that they should encompass most
sectors exposed to competition, all markets where competition takes place and as many
competitors as possible. In practice, the OECD indicators covered the manufacturing
sector (taken as a proxy for the tradeable sector) or the whole economy, competition in
all markets, and competitors from most OECD countries as well as three Asian newly
industrialising economies (Chinese Taipei, Singapore and Hong Kong, China). In
order to analyse the potential implications of the recent financial crisis in Asia, other
emerging market economies whose shares in world trade have increased over the past
decades have now been included in the calculation of the OECD Secretariat
competitiveness indicators.

While OECD countries continue to dominate world trade, accounting for about
three quarters of both world merchandise exports and imports (60 per cent if intra-EU

Table VIII.2.  Relative levels of unit labour costs in manufacturing
USA = 100

1985 1990 1996

United States 100 100 100
Japan 74 116 169
Germany a 71 144 166
France 96 154 163
Italy 60 114 101
United Kingdom 100 158 148
Canada 84 118 102

Australia 98 118 145
Belgium 75 135 156
Denmark 97 205 218
Korea 29 51 58
Netherlands 65 122 120
Spain 49 108 100
Sweden 82 158 160
Chinese Taipei 41 70 70

a) West Germany.
Source: OECD calculations based on 1990 PPPs. For details on the methodological aspects, see OECD (1993).

3. Figures in Table VIII.2 refer to west Germany only.  For developments in unit labour costs in east Germany, see OECD
(1997). See also Hooper (1996) and Hooper and Vrankovich (1996).

4. For a methodological review of the measures of international competitiveness calculated by the OECD, see Durand
and Giorno (1987).

The emergence of new
competitors in Asia…
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trade is excluded), over the past two decades a number of countries outside the OECD
area have become increasingly important players (Table VIII.3). This reflects a major
redistribution of both exports and imports within the non-OECD area. From the mid-
1970s to the time of the sharp fall in oil prices in 1986, OPEC was by far the largest
non-OECD exporter and importer. Since then, however, OPEC’s importance in world
trade has diminished substantially. In contrast, emerging economies in Asia – China,
in particular – have seen their share in word trade expanding steadily, especially in
manufacturing. By 1996, Korea, China and other Asian emerging market economies
taken as a group had a higher share in world merchandise exports than the United
States, at about 23 per cent, compared with 13 per cent in 1985.5

Table VIII.3.  Shares in world merchandise trade
Per cent

Imports Exports
1985 1995 1985 1995

United States 24.1 19.5 15.0 15.4
Japan 8.7 8.5 12.4 11.7
European Uniona 22.2 18.9 22.7 19.4
Rest of OECDb 14.6 13.6 16.0 14.2

Total OECDb 69.6 60.4 66.1 60.7

China 2.8 3.3 1.9 3.9
Chinese Taipei 1.3 2.6 2.1 3.0
Hong Kong, China 2.0 4.9 2.1 4.6
Indonesia 0.7 1.0 1.3 1.1
Korea 2.1 3.4 2.1 3.3
Malaysia 0.8 2.0 1.1 2.0
Philippines 0.4 0.7 0.3 0.5
Singapore 1.7 3.1 1.6 3.1
Thailand 0.6 1.9 0.5 1.5

Total of above countries 12.4 22.9 13.1 23.0

Total non-OECD countriesc 30.4 39.6 33.9 39.3

a) Excluding intra-EU trade.
b) Excluding Korea.
c) Including Korea.
Source: IMF, Direction of Trade Statistics (1996).

The greater importance of emerging Asia in world trade of manufactured goods
has had major implications for the pattern of competition of the three major OECD
regions. Table VIII.4 reports figures representing market shares held by competitors
of the three major OECD regions on all their common markets, including the domestic
market, weighted by the importance of these markets for each region. These figures
can thus be interpreted as an indication of the relative weight of each competitor in the
pattern of competition facing each major OECD economy on their domestic market as
well as on third markets. While in 1970 competition on world markets exerted itself
essentially among OECD countries, this is no longer the case. For instance, competi-
tion from emerging Asia represented about 6 to 8 per cent of overall competition on
world markets for the United States and Europe and about 11 per cent for Japan in
1970. It now accounts for more than 20 per cent for Europe, about 25 per cent for the

5. This includes Asian emerging market economies’ intra-trade which represents less than one quarter of these countries’
total trade (compared with almost two thirds for the European Union).

… has altered the pattern
of OECD countries’
competition…
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United States and more than 40 per cent for Japan. Among Asian emerging countries,
competition facing OECD regions has increased most from Chinese Taipei and Korea
in the late 70s and in the 80s, and especially from China since 1990. China is now half
as important as a competitor for Japan as either the United States or the European
Union. Other emerging market economies outside Asia have also become sizeable
competitors for the OECD countries. This is especially the case of Mexico for the
United States.

A more detailed analysis of the pattern of competition for the major OECD
regions can be obtained by decomposing overall competition according to individual
markets. Such a decomposition (presented in Table VIII.5 for 1995) shows that for the
United States, the pattern of competition is dominated by the home market (i.e. by
competition facing US producers on their own market – see bottom line of the panel
on the United States). On this market, exporters from Asian emerging countries have
become increasingly important as competitors to US producers. Indeed, competition
from Asian emerging market economies is similar to that from Canada and Mexico
combined and now larger than that from Japan and Europe. The other most important
markets for the determination of competition facing the United States are the “other
OECD countries”, which consist mainly of Canada and Mexico, and the non-OECD
countries. In the “other OECD” market, domestic producers tend to be the main com-
petitors for US exporters, while on the non-OECD market, competition from
EU exporters is the most important followed by that from East Asian economies.

Table VIII.4.  The importance of emerging market economies
in the determination of major OECD regions’ pattern of competitiona

Per cent

1970 1995
European European

United States Japan Union United States Japan Union

China 0.0 2.0 1.6 5.9 13.2 5.8
Chinese Taipei 1.8 2.4 0.7 4.9 5.9 4.1
Hong Kong, China 3.2 1.5 2.8 1.8 1.3 2.0
Korea 1.2 2.1 0.2 3.4 7.1 1.6
Indonesia 0.0 0.3 0.1 0.8 2.8 1.0
Malaysia 0.5 2.0 0.3 2.2 2.6 1.5
Philippines 0.4 0.3 0.1 0.8 1.0 0.4
Singapore 0.2 0.1 0.3 2.7 2.5 2.6
Thailand 0.3 0.6 0.1 1.5 3.9 1.6

Total of above countries 7.7 11.3 6.3 24.0 40.3 20.7

Argentina 0.5 0.4 1.8 0.2 0.2 0.6
Brazil 0.5 0.6 1.0 1.3 1.0 1.9
India 0.7 1.7 1.4 0.8 1.1 1.6
Mexico 2.3 0.5 0.7 8.0 0.4 1.0
Russia – – – 0.4 0.6 0.8

Memorandum items

United States – 44.1 44.1 – 27.1 31.8
Japan 20.6 – 13.8 22.2 – 21.6
European Union 35.7 29.7 – 22.0 22.4 –
Other countries 32.0 11.7 30.9 21.1 6.9 20.0

Total 100.0 100.0 100.0 100.0 100.0 100.0

a) Figures represent the weights used in the calculation of effective exchange rates. They are based on a double trade
weighting system which, for each country, takes into account relative market shares held by its competitors on their
common markets, including the home market, as well as the importance of these markets for the country in question.
For further details, see Durand et al. (1992).
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For Japan, the share of the domestic market in the determination of overall
competitiveness is much less important than in the case of the United States. On this
market, the share of exporters from Asian emerging countries has increased dramati-
cally, and is now by far the largest. Other important markets determining Japan’s com-
petition include the non-OECD countries and the United States. On the US market,
US producers are by far the most important ones. While on the non-OECD market,
which includes mainly other countries in Asia, Japan’s main competitors are
EU exporters and domestic producers, and interestingly enough, non US exporters.

The pattern of EU competition is dominated by the domestic and the non-OECD
markets. The importance of the latter has tended to decline however, mainly reflecting
diminishing EU exports to non-OECD countries outside Asia. On all non-OECD mar-
kets, producers and exporters from Asian emerging countries now represent important

Table VIII.5.  Decomposition by market of the pattern
of competition of the three major OECD regions,a 1995

Per cent

United States

European
Markets Japan Union Other OECD Domestic Non-OECD

Competitors
United States 0.0 0.0 0.0 0.0 0.0
Japan 57.4 11.3 7.1 22.3 26.4
European Union 12.4 58.1 9.3 21.1 41.5
Other OECDb 4.0 11.5 78.0 28.2 6.5
Emerging Asiac 25.1 16.7 4.9 26.6 20.0
Other non-OECD 1.1 2.4 0.7 1.9 5.5
Total 100.0 100.0 100.0 100.0 100.0
Weight of each market 4.0 9.3 18.0 56.1 12.6

Japan

European
Markets United States Union Other OECD Domestic Non-OECD

Competitors
United States 56.3 15.5 26.5 25.7 21.6
Japan 0.0 0.0 0.0 0.0 0.0
European Union 11.9 55.4 22.0 21.6 39.6
Other OECDb 15.9 10.9 39.4 7.0 6.9
Emerging Asia c 14.9 15.9 10.8 43.8 29.6
Other non-OECD 1.1 2.3 1.3 1.8 2.3
Total 100.0 100.0 100.0 100.0 100.0
Weight of each market 22.0 11.4 8.9 27.5 30.2

European Union

Markets United States Japan Other OECD Domestic Non-OECD

Competitors
United States 55.9 14.4 14.1 27.9 26.3
Japan 12.4 56.1 8.2 19.4 28.3
European Union 0.0 0.0 0.0 0.0 0.0
Other OECD b 15.8 3.9 71.1 19.7 11.6
Emerging Asia c 14.8 24.6 5.7 28.8 29.2
Other non-OECD 1.0 1.0 0.8 4.2 4.7
Total 100.0 100.0 100.0 100.0 100.0
Weight of each market 12.5 3.6 13.5 35.0 35.4

a) The table should be interpreted as follows : for the United States, in 1995, the domestic market was the principal
market determining competition facing US producers (56.1 per cent); in this market, Japan’s market share was
22.3 per cent. Similarly, the EU market had a weight of 9.3 per cent in the determination of competition facing US
exporters, and on this market, competition from EU producers for US exporters represented 58.1 per cent of overall
competition.

b) Korea is included in emerging Asia.
c) Includes: China; Chinese Taipei; Hong-Kong, China; Indonesia; Korea; Malaysia; the Philippines; Singapore and

Thailand.
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competitors for EU countries. On the domestic market, main competition for
EU producers in 1995 came about equally from emerging Asia and US exporters.

The above analysis, while providing insights into how competition in manufactur-
ing among major trading partners has evolved over time, should nonetheless be interpreted
as representing possible, rather than actual, changes that have occurred over the past decades.
Indeed, the calculations underlying the figures cited above are based on bilateral trade in
aggregate manufactured goods. As such they do not allow for any degree of substitution
between different categories of manufactured goods.6 This caveat may be particularly
important when looking at competition emanating from emerging market economies. In-
deed, while the degree of intra-trade for similar products is generally high for OECD coun-
tries, this is not necessarily the case of trade between OECD and non-OECD countries.7 In
that respect, it is also useful to compare the composition of manufactured exports in OECD
and non-OECD Asian countries. Two groups of non-OECD Asian countries seem to emerge.
In the first group, which includes China, Indonesia and Hong Kong, China, exports are
concentrated in products with relatively low technological content such as textile, foot-
wear, toys and other consumer goods (Figure VIII.1). In 1995, these products accounted
for almost 50 per cent of these countries’ merchandise exports. In contrast, in the second
group of countries, which includes Chinese Taipei, Malaysia, Singapore and Thailand,
exports consist more of high to medium-to-high technological goods, in particular comput-
ers, electrical and communication goods which represent more than 50 per cent of these
countries’total exports. The structure of Korea’s exports lies in between the two groups
identified above with about 23 per cent of its exports consisting of textile and apparel and
about 35 per cent of electrical and electronic products. Exports from the second group of
countries, and to a lesser extent from Korea, would therefore appear to enter more directly
in competition with OECD countries’ exports than exports from the first group. Among the
major three OECD regions, Japan seems to be the most likely to be affected, given its
export structure, and the European Union the least.

Changes in indicators of international competitiveness

The characteristics of competition facing OECD countries described above and
their evolution over time are those embodied in the weighting pattern used in the
calculation of indices of nominal and real effective exchange rates reported in
Figure VIII.2.8 For the majority of countries, relative CPIs and indices of relative manu-
facturing unit labour costs move broadly together and show less variability over time
than corresponding nominal effective exchange rates. Competitiveness indicators based
on unit labour costs in the manufacturing sector tend, however, to have more pro-
nounced trends than those based on consumer prices and higher short-run volatility
reflecting the offsetting effect of exchange rate movements on CPIs via import prices.
Trends in both indicators since 1985 for OECD countries as well as for the
EU aggregate,9 indicate that several periods can be distinguished:

– despite significant bilateral movements, there has been a simultaneous nomi-
nal effective appreciation of the three major OECD regions’currencies

6. The method for calculating the weights presented here derive from the Armington framework (1969), with the simpli-
fication that there is no substitution among manufactured goods, and that there is no pricing-to- market strategy from
the part of competitors.

7. See OECD (1994).
8. Historical data for manufacturing unit labour costs for emerging market economies extend only through 1996. There-

after, data are based on OECD Secretariat’s estimates. Unit labour costs are therefore more appropriate for examining
longer-term trends, while CPI data, which are readily available for the most recent period, are more relevant for the
analysis of the latest developments in competitiveness. See Durand et al. (1998) for a description of the sources of data.
See also Turner and Golub (1998).

9. See Durand et al. (1998) for details on how an aggregate EU exchange rate has been calculated.

… although much depends on
the similarity of export
structures with OECD

countries

Trends in nominal and real
effective exchange rates are
affected by the inclusion of

new emerging market
economies
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Figure VIII.1. Structure of manufactured exports in selected OECD
and non-OECD Asian countries, 1995

As a per cent of their total manufactured exports

United States Japan

European Union1 Korea

Asia Group 12 Asia Group 23

A:  Basic metal industries.
B:  Textiles, apparel and leather.
C:  Wood and paper products.
D:  Electronic products.
E:  Electrical machinery.
F:  Motor vehicles.
G:  Machinery, equipment and transport equipment.
H:  Chemical products.

1.  Excluding intra-EU trade.
2.  Asia Group 1 includes: China; Hong Kong, China; India and Indonesia.
3.  Asia Group 2 includes: Chinese Taipei; Malaysia; Singapore and Thailand.
Source: Centre d'études prospectives et d'informations internationales: CHELEM Database.
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Figure VIII.2 (cont'd). Nominal and real effective exchange rates
Indices in US$ terms; 1991 = 100
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1. For Greece and Mexico, data for nominal effective exchange rates are available before 1988, but their amplitudes do not fit the common scale used for this figure.
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between the late 1980s and early 1995. This was accompanied by very large
depreciations in many emerging market economies over this period ;

– on the other hand, over the same period, the Japanese yen and, to a lesser
extent, some EU currencies have appreciated in real effective terms, while
the US dollar has depreciated ;

– this trend was reversed between early 1995 and mid-1997, with the Japanese
yen and EU currencies depreciating in nominal and real effective terms and
the US dollar appreciating ;

– since mid-97, all OECD countries’nominal and real effective exchange rates
have appreciated, as the result of the massive depreciations in the currencies
of emerging market economies in Asia. By mid-March, the nominal effective
appreciation amounted to 11, 15 and 3 per cent for the United States, Japan
and the European Union, respectively. In Japan and the European Union,
however, this appreciation has only partially unwound earlier depreciations.

The decomposition of competitiveness indicators, according to OECD and
emerging Asian competitors indicates that trends in relative costs and prices between
1991 and mid-1997 remained largely dominated by cost and price movements within
the OECD area. However, there are a number of episodes where developments vis-à-
vis Asian emerging market economies have affected trends in OECD countries’overall
competitive positions (see Figure I.3 in Chapter I).

Movements in US competitiveness vis-à-vis Asian emerging market countries
between 1995 and mid-1997 have to some extent worked to reduce the overall com-
petitiveness losses registered by the United States over that period. Indeed, there
was no reversal in the trend of improved US competitiveness vis-à-vis emerging Asia
when the competitive position of the United States vis-à-vis other OECD competitors
deteriorated markedly. To a large extent, this reflects the exchange rate policies fol-
lowed by most Asian emerging market economies during that period, to maintain close
ties between their currencies and the US dollar.

Such ties have also tended to reinforce the influence of the movements in the
dollar exchange rate on Japan’s competitive position. Thus, the appreciation of the yen
exchange rate between 1991 and mid-1993 corresponds to a period of loss in Japanese
competitiveness vis-à-vis both the OECD and emerging Asia, while the reverse holds
for the period between early 1995 and early 1997. On the other hand, the devaluation
of the Chinese yuan during 1993-94 was responsible for some deterioration in Japan’s
overall competitiveness.

For the European Union as a whole, as well as for EU countries individually,
currency movements within the European Exchange Rate Mechanism (ERM) have
had the major influence on overall competitiveness trends between 1992 and 1994, as
a number of European currencies depreciated both against the Deutschemark and other
core ERM currencies and against currencies outside the EU. Nevertheless, between
late 1995 and mid-1997, improvements in the EU overall competitiveness have reflected
ERM currencies’ depreciations against the dollar but also a marked improvement in
EU competitive position vis-à-vis emerging Asia.

Since mid-1997, the massive depreciations of the Korean and non-OECD Asian
currencies have led to large deteriorations in the competitive positions of the three
major OECD regions vis-à-vis Asian emerging market economies. For the United States,
this added to the deterioration of competitiveness vis-à-vis other OECD countries. On
the other hand, for Japan, the loss of competitiveness vis-à-vis emerging Asia has more
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There appears to be a fairly
good link between changes in
competitiveness and in export
market shares

than offset the improvement vis-à-vis other OECD countries since the third quarter
of 1997. In contrast, the EU overall competitive position thus far appears to have been
less affected by currency movements in East Asia.

Implications for trade
and foreign direct investment developments

As noted above, the measures of international competitiveness encompass com-
petition in both domestic and external markets. They can de facto be seen as represent-
ing a weighted average of import and export competitiveness. These indicators therefore
are relatively well suited to analysing trends in trade balances, although they are of
course not the only determinant of these trends.

For a number of countries there appears to be a fairly good correlation10

(allowing for time lags) between significant movements in indicators of OECD coun-
tries’ international competitiveness and gains and losses of export market shares.11 The
real effective depreciation of the US dollar between 1985 and 1995 has been accompa-
nied by substantial cumulative market share gains. Conversely, the deterioration in
Japan’s competitiveness was followed by large export market share losses since 1985.
Among European Union countries, the correlation between competitiveness and
export performance appears to have been the greatest in Italy, Sweden and to a lesser
extent Germany. In France, Belgium and the Netherlands both competitiveness and
export performance have remained remarkably stable since 1985. In a number of other
European countries (e.g. Switzerland, Germany and the United Kingdom), there
appears to be a trend deterioration in export performance. This generally can be asso-
ciated with losses in competitiveness vis-à-vis Asian emerging market countries, but
also vis-à-vis Spain and Portugal which have registered large market share gains since
joining the European Community.12

The rising importance of Asian emerging market countries as world exporters
also reflects improvements in their aggregate competitiveness, although for a number
of them, export market share gains have been achieved in spite of a marked deteriora-
tion in their competitive position (e.g. Singapore, and Hong-Kong, China). These
developments, however, have to be seen against the background of the low levels of
unit labour cost mentioned earlier. While reflecting third market gains, emerging Asia’s
improved trade performance also results, at least to some extent, from a deterioration
in the relative import competitiveness of OECD countries. This is illustrated by the
impressive increase in China’s share in the Japanese market, from 4 to 13 per cent
between 1985 and 1995 (Figure VIII.3). China also gained market shares in the US and
EU markets, although the rise was less dramatic than in Japan, from less than 2 per
cent to around 6 per cent. China is now the fourth biggest foreign supplier in the United
States while Korea, China and other Asian emerging countries taken as a group
account for about 23 per cent of US manufactured imports, i.e. more than either Japan
or the EU. This group of countries has also by far surpassed the United States as the
principal supplier of the Japanese market. The penetration of Chinese and other Asian
emerging countries’ imports in the European Union market is now just a little below
that of the United States once intra-EU trade is excluded.

10. Simply regressing manufacturing export performance on contemporaneous and lagged indicators of competitiveness
over the period 1975-98 generally produces R-squared above 0.5.  See Durand et al. (1998).

11. The current pattern of trade balances of OECD countries is also reflecting an important absorption effect.  For that
reason, this section analyses the link between real effective exchange rates and export performance only.

12. See Durand et al. (1998).
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Recent changes in
competitiveness may add to

present bilateral trade
imbalances…

Notwithstanding the higher import penetration of China and other Asian emerg-
ing economies on the Japanese market, Japan’s overall trade openness indicator, as
measured by the ratio of merchandise imports to GDP, despite fluctuations, was no
higher recently than it was in the mid-1980s (Figure VIII.4). This is also more or less
the case for the European Union (once intra-EU trade is excluded) and for the
United States until the late 1980s. Since the early 1990s, however, the import penetration
ratio has tended to increase in the United States.

Overall, the changes in international competitiveness and related trade perfor-
mance described above have contributed to the large shifts in major OECD regions’
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Table VIII.6. Bilateral trade balancesa
US$ billion, customs basis

1985
United States Japan European Korea China Other

Union Asiab

United States – –49.8 –26.0 –4.7 –0.4 –26.8
Japan 40.6 – 12.9 3.0 6.0 0.3
European Union 12.5 –14.6 – –0.6 2.5 –2.4

1996
United States Japan European Korea China Other

Union Asiab

United States – –50.4 –19.9 3.3 –42.4 –34.4
Japan 33.3 – 13.7 13.4 –18.6 56.6
European Union –7.2 –27.0 – 4.2 –16.2 –0.3

a) Due to time lags and other statistical problems, there may be large differences in bilateral customs basis imports and
exports according to reporting countries.

b) Includes: Chinese Taipei; Hong Kong, China; Indonesia; Malaysia; the Philippines; Singapore; and Thailand.
Source: IMF, Direction of Trade Statistics (1997).

bilateral trade balances,13 especially with Asian emerging market economies. By 1996,
China was running a trade surplus vis-à-vis all three OECD regions, and other non-
OECD East Asian countries had a substantial surplus vis-à-vis the United States
(Table VIII.6). In contrast, in 1985 trade between the United States and China was virtu-
ally balanced, while Japan and the European Union had a surplus vis-à-vis China. In
1996, the combined US deficit vis-à-vis China and other Asian emerging countries
amounted to around $80 billion, compared with a deficit of $50 billion vis-à-vis Japan.

13. Some care has to be taken in focusing analysis on bilateral balances, given that the fundamental nature of the international
trading system is multi-lateral and multi-product.

The recent massive depreciations of the Korean and non-OECD East Asian
currencies are likely to add to the present imbalances vis-à-vis emerging Asia. There
are however large uncertainties as regards the order of magnitude of competitiveness-
induced trade changes. First, the pass-throughs of changes in nominal exchange rates
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Figure VIII.4. Import penetration
in major OECD regions

1.  Excluding intra-EU trade.
2.  Excluding intra-trade between countries participating in the North American Free Trade Agreement (NAFTA).
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into trade prices are particularly uncertain in the face of such large depreciations.
Moreover, competitiveness gains might be reversed if the large nominal depreciations
of Asian currencies prove temporary or translate into higher rates of inflation, as seems
to be the case already for some of these countries. Second, a number of exporters in the
affected countries seem to face financing constraints due to the underlying weak situ-
ation of the banking sectors. Third, the reservation made earlier regarding the fact that
OECD and non-OECD East Asian countries have a different export structure also imply
that potential exports may only slowly, if at all, translate into actual exports.

Real effective exchange rates also play a role in the determination of the scale
and location of foreign direct investment.14 In particular, empirical evidence suggests
that the strong appreciation of the yen between 1985 and early 1995 has been a major
determinant of Japanese direct investment in Asia and the United States.15  The effec-
tive appreciation led to a growth in capital outflows, as Japanese multinational compa-
nies tried to take advantage of the relatively cheaper factor costs in host economies. In
addition, it raised the relative wealth of Japanese firms, leading to an increase in pur-
chases of foreign assets. Studies on the determinants of US and Japanese foreign direct
investment flows in the European Union during the 1980s and early 1990s also show
that the real exchange rate has been an important explanatory variable.16 Recent
exchange rate changes, if lasting, may therefore have important implications for future
foreign direct investment flows, especially in Asia.

While there is widespread evidence of a positive relationship between inward
direct investment and export performance, empirical research on the impact of out-
ward investment on exports remains largely inconclusive, the effects varying signifi-
cantly between countries and the time period under consideration. On balance, the
evidence from early cross-sectional studies and panel studies with a limited time
dimension suggests a complementary relationship between exports and outward direct
investment, owing to an increased demand for intermediate products and the expan-
sion of distribution facilities. However, more recent time-series studies obtain stronger
evidence of a substitution effect between foreign affiliates production and domestic
exports, suggesting that the relationship may change over time, possibly reflecting the
maturity of investments.17 Given a negative relationship between foreign direct invest-
ment and exports, this could reinforce the response of trade flows to changes in
competitiveness.

14. Factors influencing foreign direct investment flows include: relative factor costs and factor endowments; local market
size; scale economies and the presence of firm-specific assets, such as managerial and production expertise and pro-
cess innovations, which can act as “joint” inputs across plants for a firm operating in different countries; national and
regional barriers to trade and non-trade barriers such as technical standards; different tax regimes; the development of
distribution channels abroad and the provision of after-sales service facilities; the quality of infrastructure, research
capacities, the level of education and training of the labour force. See, for example, Barrell and Pain (1997a).

15. See Sianesi (1995). This study analyses Japanese FDI outflows directed to Malaysia, Thailand and Indonesia during
1973-1992. See also Cushman (1988).

16. See, for example, Aristotelous and Fountas (1996).
17. See Barrell and Pain (1997b); Barry and Bradly (1997); and Blomström et al. (1997). A recent MITI study on the

impact of Japanese overseas business activities in manufacturing on the balance of trade estimates that the positive
impact of foreign affiliates on Japan’s trade surplus has gradually declined from a peak of 2.7 trillion yen in 1992 to an
insignificant amount (100 billion yen) in 1995, due to the increased export substitution effect. This corresponds  to
about 60 per cent of the overall decline in Japanese trade surplus.

… and affect the location of
foreign direct investment
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