Does Germany have Com-
petitive Disadvantages vis-
a-vis South-east Asia?

Regarded as the world's poorhouse in the 1960s and
as a region with little prospect of economic prosperity,
today south-east Asia is the fastest-growing economic
region in the world. This growth is not only based on
strong population growth, but also on the rapid rise in
per capita income. The industrial regions that have
emerged in the urban centres of south-east Asia have a
level of development not far distant from that of the
industrial countries. The fact that south-east Asia is
home to almost one-third of the world's population, or
almost half if India — which is currently in a phase of
intensive economic liberalisation — is included, makes
the economic boom in this region an epochal phenome-
non. The growth in the region is essentially the result of
export-based industrialisation, and the markets of the
industri-alised countries are a primary target of export
activities in both south-east Asia and India. Thus, the
region's export success directly undermines the develop-
ment potential of entire industries in OECD countries,
and there are consequently widespread fears that, on
balance, trade with the low-wage countries of south-east
Asia destroys jobs and is a threat to existing wage lev-
els and social standards. However, this perspective fails
to recognise that there are winners as well as losers in
trade with south-east Asia.

Significant increase in imports of labour-
intensive products from south-east Asia ...

The share of imports from south-east Asia! on the
German domestic market has risen steadily since 1970
and particularly rapidly since 1986 (cf. figure 1). How-
ever, at 24% of the domestic supply,? imports from
south-east Asia have less significance for the overall
economy than in the USA, where they already satisfy
over 4% of domestic demand. Taiwan, Korea, Hong
Kong and Singapore have the highest share of the Ger-
man domestic market, totalling 1%, followed by China

1 China, Indonesia, Thailand, Philippines, Vietnam, Taiwan, Korea,
Malaysia, Hong Kong and Singapore; India is also included in the
observations.

2 Gross output of domestic goods production (agriculture, mining and
industrial goods) plus imports minus exports.

with 0.7% and Thailand, Malaysia, the Philippines and
Vietnam with a total of 0.6%. India's market share in
Germany currently amounts to only 0.2%.

South-east Asian suppliers are highly specialised in
the export of labour-intensive industrial goods (cf.
table 1) and are only weakly represented in the markets
for resource and scale-intensive products. Clothing and
leather goods are the main export products, now
accounting for a market share of almost 20% in Ger-
many. Suppliers from south-east Asia are also well rep-
resented in markets which were previously considered
to be the domain of the industrialised countries, e.g.
computers, office machinery, communications equip-
ment and precision engineering. Their strong market
position in sectors which are characterised in the tradi-
tional industrialised countries by above-average input of
human capital and R&D in production can, however,
only in exceptional cases be attributed to the newcomers
having already attained a high level of technological
performance capacity, as is the case with the South
Korean semiconductor industry. By and large, however,
either the goods in question belong to the lower-quality
market segment, or only the labour-intensive final
assembly is carried out in south-east Asia. In particular
Japanese and American suppliers have spread out their
value added chains in the electrical, communications,
computer and office machinery sectors among several

Figure 1
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1) Gross production minus exports plus imports for agriculture, mining and manufac-
turing; figures from 1991 onwards include the new Lénder. — 2) Estimates for 1994
and 1995.

Sources: DIW foreign trade database; OECD, STAN database, supplemented for
eastern Germany by Bernd Gorzig, Gerda Noack: Kennziffern fiir das verarbeitende
Gewerbe Ostdeutschlands 1991 bis 1994, Berlin, December 1995, pp. 21-23; DIW
calculations and estimates.
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Table 1
Share in Domestic Market of Germanyl) According to Commaodity Groupsz)
South-east Asia and All Countries, 1980 to 1993

in %
South-east Asia All countries

1980-82 1990-92 1993 1980-82 1990-92 1993

Total commodity production 11 1.9 2.2 23.8 26.5 24.3
Agriculture 19 1.3 13 27.4 29.4 26.7
Mining 0.3 0.4 0.3 73.6 53.3 44.3
Manufacturing 11 19 2.4 19.8 25.4 23.6
Resource-intensive® 0.6 0.5 0.6 15.3 15.6 13.2
Food, beverages 0.7 0.6 0.6 13.1 135 12.3
Wood products 1.3 14 14 14.9 19.7 17.3
Petroleum refining 0.0 0.0 0.1 17.7 13.0 10.2
Non-metallic mineral products 0.9 13 1.6 18.5 19.6 17.0
Fabricated metal products 0.1 0.1 0.2 6.9 11.1 9.2
Non-ferrous metals 13 0.2 0.2 28.1 27.6 22.4
Labour-intensive® 4.4 6.7 7.2 28.0 33.7 31.3
Textiles 2.7 7.3 8.6 34.3 53.4 51.9
Clothing 14.8 18.6 18.7 52.4 63.9 63.9
Leather 5.3 14.4 18.6 43.6 64.4 63.6
Fabricated metal products 0.5 0.9 11 9.6 11.8 10.2
Scale-intensive® 0.2 0.4 0.7 19.8 255 23.6
Paper 0.0 0.1 0.2 27.2 31.8 26.5
Printing 0.3 0.3 0.4 6.0 7.0 5.9
Industrial chemicals 0.3 0.8 11 32.0 445 42.6
Other chemicals excl. pharmaceuticals 0.2 0.9 0.9 13.4 30.6 27.9
Rubber 0.7 15 2.0 23.0 30.6 29.3
Plastics 0.8 0.8 1.0 9.0 9.1 8.7
Iron and steel 0.1 0.2 0.3 18.2 19.5 19.2
Shipbuilding 0.8 0.6 3.1 28.8 18.9 19.1
Road motor vehicles 0.0 0.1 0.3 17.3 26.7 255
Other transport equipment 0.5 6.6 9.0 38.7 51.1 50.6
Specialised supplier 0.9 2.2 2.8 16.8 23.5 224
Non-electrical machinery 0.2 0.4 0.6 18.3 24.0 22.3
Electrical machinery 0.5 1.8 2.7 10.4 17.5 17.7
Communications equipment 3.1 6.1 6.1 22.9 30.1 27.8
Science-based ©) 1.4 5.6 6.6 48.9 64.8 65.7
Pharmaceuticals 0.3 0.7 0.6 17.1 235 24.8
Computers, office machinery 11 12.1 18.3 70.7 72.2 81.0
Aerospace 0.0 0.2 1.4 58.5 93.8 96.1
Scientific instruments 4.0 6.6 8.7 60.0 75.1 74.5

1) Gross production minus exports plus imports; from 1991 on including new estates. — 2) The classifications largely rely on: OECD, Industrial Policy in OECD-Countries,
Annual Review 1994, p. 94. — 3) High share of natural resources in intermediate goods; without primary goods industries. — 4) Including other manufacturing. — 5) Unit
costs decline as output increases; continuous and mostly capital-intensive production processes require a high degree of capacity utilisation. — 6) High share of R&D expen-
ditures in gross production; rapid diffusion of technical progress.

Sources: International trade database of the DIW; OECD, STAN database, supplemented for East Germany by Bernd Gorzig, Gerda Noack, Kennziffern fur das verarbei-
tende Gewerbe Ostdeutschlands 1991 bis 1994 (Berlin, December 1995), pp. 21-23; DIW calculations.
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countries, many of them in south-east Asia. Research
and development and the manufacture of sophisticated
components remain to be carried out in Japan and the
USA, whereas final production is increasingly being
relocated to low-wage countries. The usual sector classi-
fications fail to capture this.

... and in exports to south-east Asia of cap-
ital- and knowledge-intensive products

In the course of the import demand boom following
unification, Germany developed a substantial trade defi-
cit against south-east Asia (cf. figure 2). However, Ger-
man industry was able to significantly expand exports
to south-east Asia between 1992 and 1995 from DM 34
to DM 55 billion. In fact, a slight surplus will probably
be recorded for German trade with south-east Asia in
1995. This robust export growth is all the more remark-
able because it is occurring during a phase of strong real
appreciation of the D-Mark. It can probably be largely
attributed to the efforts of German enterprises to
improve their market position in the region. Their
endeavours in this regard were underpinned by German
foreign policy.

Mechanical engineering products, road motor vehi-
cles, industrial chemicals, electrical goods, communica-
tion equipment and precision instruments are the most
important German exports to south-east Asia, account-
ing for around 75% of total exports (cf. table 2). Exports
of machines, road motor vehicles and electrical and com-
munications equipment have sharply increased in sig-
nificance since the beginning of the 1980s. These prod-
ucts accounted for 47% of exports from Germany to
south-east Asia and by 1993 their relative share had
risen to as much as 61%. This share is much higher
than that for total German exports (45%), which can be
explained by the comparatively high transport and
transaction costs in dealing with south-east Asia. As a
result, only those goods are exported in which Germany
has a particularly strong comparative advantage.

Trade between Germany and south-east Asia is
strongly complementary; intra-industry trade is much
less significant here than it is in Germany trade as a
whole. In labour-intensive sectors, Germany has strong
disadvantages vis-a-vis south-east Asia, but it has com-
parative advantages in sectors with scale-intensive pro-
duction processes and specialised suppliers (cf. table 3),
as can be seen by the relative export/import balances
calculated (RCA: "revealed comparative advantage").
The values are positive when a country is a net exporter
of a product, and negative when the country is a net
importer.

The specialisation indices for mechanical engineer-
ing and road motor vehicles are extremely high for Ger-
many and only negligibly in decline, whereas they are
negative or only very slightly positive for communica-
tions equipment and precision instruments. Because the
specialisation coefficients are based on the sectoral aver-
age they conceal the fact that German enterprises con-
centrate on market segments for high-quality goods,3
where they hardly compete at all with south-east Asian
suppliers. Physical and human capital, and firm-specific
knowledge are the main competitive factors in these sec-
tors. Typical examples for the pattern of specialisation
are telecommunications equipment and medico-technical
appliances manufactured in Germany, and consumer
electronics and watches made in south-east Asia.

The German economy has come under greater com-
petitive pressure from south-east Asian suppliers only
in a few sectors, notably metal products, industrial
chemicals, transport equipment (other than road), elec-

3 Cf. Florian StraBberger, Marian Beise, Heike Belitz, Ludger Lindlar,
Dieter Schumacher, Harald Trabold: FuE-Aktivititen, Auflenhandel
und Wirtschaftsstrukturen: Die technologische Leistungsfihigkeit der
deutschen Wirtschaft im internationalen Vergleich, Beitrag zur erwei-
terten  Berichterstattung zur technologischen — Leistungsfihigkeit
Deutschlands im Auftrag des BMBF, Berlin, 1996, pp. 114-116.,

Figure 2
German Commodity Trade?
with South-east Asia, 1980 to 1995
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1) Figures from 1991 onwards include the new Lénder. — 2) Estimated on the basis of
the value for January to September.
Sources: OECD: Trade by Commodities; Federal Statistical Office; DIW calculations.
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Table 2
Germany's Export Structure?)
According to Commodity Groupsz): South-east Asia and All Countries, 1980 to 1993

in %

South-east Asia All countries

1980-82 1990-92 1993 1980-82 1990-92 1993

Total commodity production 100.0 100.0 100.0 100.0 100.0 100.0
Agriculture 0.4 0.3 0.3 1.0 1.1 1.0
Mining 0.3 0.2 0.1 24 0.6 0.4
Manufacturing 99.3 99.5 99.6 96.7 98.3 98.6
Resource-intensive® 5.3 45 45 12.6 10.3 10.7
Food, beverages 2.0 14 13 54 4.7 5.1
Wood products 0.3 0.3 0.3 1.3 14 13
Petroleum refining 0.4 0.2 0.2 1.8 0.7 0.8
Non-metallic mineral products 0.5 0.5 0.5 0.9 0.9 0.9
Fabricated metal products 0.9 0.8 0.7 0.9 0.8 0.8
Non-ferrous metals 1.3 1.4 15 2.3 1.8 1.8
Labour-intensive® 7.1 6.8 6.1 11.0 1.1 10.8
Textiles 1.8 2.0 1.6 35 3.7 3.6
Clothing 0.1 0.4 0.4 15 1.6 1.5
Leather 0.8 0.4 0.4 0.7 0.7 0.6
Fabricated metal products 3.3 2.7 2.4 4.3 3.9 3.7
Scale-intensive®) 41.8 35.0 35.7 40.8 40.4 39.2
Paper 0.6 1.2 11 1.6 2.2 2.2
Printing 0.3 0.2 0.1 0.8 0.9 0.9
Industrial chemicals 17.4 12.3 9.1 10.7 9.5 8.8
Other chemicals excl. pharmaceuticals 15 3.1 2.7 1.8 3.0 3.0
Rubber 0.4 0.4 0.4 1.0 1.0 1.0
Plastics 0.3 0.4 0.4 0.9 1.2 1.3
Iron and steel 7.8 4.0 4.9 6.3 35 3.2
Shipbuilding 4.3 1.8 15 1.2 0.6 0.7
Road motor vehicles 8.8 11.4 15.1 16.1 18.0 17.6
Other transport equipment 0.4 0.3 0.4 0.4 0.5 0.6
Specialised-supplier 38.4 44.9 46.0 24.6 26.2 27.1
Non-electrical machinery 26.8 31.2 315 16.7 16.7 16.7
Electrical machinery 4.9 6.0 6.1 4.4 5.3 5.8
Communications equipment 6.8 7.8 8.4 35 43 4.6
Science-based & 6.9 8.4 7.8 7.6 10.2 10.9
Pharmaceuticals 15 15 13 1.2 16 21
Computers, office machinery 0.8 1.2 0.9 1.8 2.4 2.4
Aerospace 0.2 12 1.2 1.4 2.7 2.6
Scientific instruments 4.3 4.6 45 3.2 35 37

1) From 1991 onwards including new Lander. — 2) The classifications largely relies on: OECD, Industrial Policy in OECD-Countries, Annual Review 1994, p. 94. — 3) High
share of natural resources in intermediate goods; without primary goods industries. — 4) Including other manufacturing. — 5) Unit costs decline as output increases; contin-
uous and mostly capital-intensive production processes require a high degree of capacity utilisation. — 6) High share of R&D expenditures in gross production; rapid diffu-
sion of technical progress.

Sources: International trade database of the DIW; DIW calculations.
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Figure 3

Incomes?) and Exportsz) in International Comparison, 1980 to 1993

DM billions, current prices
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1) Average annual per capita real GDP growth rate, 1980 - 1993; data on real wage trends were not available in all cases. — 2) Average annual per capita export growth rate,

1980 to 1993.

Sources: World Bank: World Development Report; IMF: International Financial Statistics; DIW calculations and estimates.

trical goods, computers and office equipment. In most
sectors the specialisation patterns have tended to remain
stable since the beginning of the 1980s.

Because German export industry is mainly geared
towards the production of high-quality goods, it is less
affected by competitive pressure from low-wage suppli-
ers than countries that have specialised in mass produc-
tion, for instance in consumer electronics and comput-
ers. In addition, in the case of high-quality products,
relocation of final assembly to low-wage countries is
only possible within limits. The chemical and electrical
engineering sectors will probably be subjected to
Increasing competitive pressure from south-east Asia in
the coming years, whereas mechanical engineering and
especially road motor vehicle construction can be
expected to strengthen their position. Mechanical engi-
neering products are strongly influenced by the industri-
alisation process in the region and the rate of investment
in the regions manufacturing sector, whereas exports of
road motor vehicles are influenced by growing prosper-
ity in the upper and upper-middle classes and develop-

ing countries and a corresponding shift in demand
towards high-quality road motor vehicles manufactured
in the West. These traditional export sectors can be
expected to be the biggest beneficiaries of south-east
Asia's continued prosperity.

Labour cost advantages at the root of
south-east Asia's export success?

Because of their low wage levels, the countries of
south-east Asia have specialised in the export of labour-
intensive industrial goods. It is often argued that low
wages are the basis for their export success. However,
this is only one determinant. At the beginning of the
1980s Africa and Latin America had similar or even
much lower income and wage levels than the newly
industrialising countries of south-east Asia, but exports
did not expand as rapidly in these regions in the follow-
ing years. Thus low wages alone are not a sufficient
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Table 3

Germany'sl) Pattern of Specialisation in Trade

with South-east Asia and All Countries, 1980 to 1993
logarithmic RCA?)

South-east Asia All countries

1980-82 1990-92 1993 1980-82 1990-92 1993

Total commodity production 0 0 0 0 0 0
Agriculture -335 —249 —229 -198 -156 -157
Mining -171 -110 -120 —-214 -232 -262
Manufacturing 13 3 3 28 11 9
Resource-intensive®) -122 -50 47 -51 -43 -39
Food, beverages -155 -104 -96 -38 -33 -28
Wood products -269 -218 -210 —43 -53 -74
Petroleum refining 1 81 0 -128 -127 -109
Non-metallic mineral products —44 -33 -43 18 15 15
Fabricated metal products 156 166 121 22 =17 -28
Non-ferrous metals -97 153 179 =31 -35 -12
Labour-intensive® -189 -189 -195 -19 -37 —47
Textiles -131 -156 -171 -9 -26 -32
Clothing -539 —400 -380 -109 -107 -123
Leather -174 —262 -273 -89 -108 -115
Fabricated metal products 32 -22 —45 73 24 16
Scale-intensive® 212 159 146 65 35 37
Paper 218 214 188 52 -28 -16
Printing -19 -49 —69 85 64 68
Industrial chemicals 262 194 162 48 33 30
Other chemicals excl. pharmaceuticals 147 137 134 45 40 37
Rubber —49 —65 -73 4 -7 -7
Plastics -173 -104 -117 27 29 22
Iron and steel 300 204 259 54 10 19
Shipbuilding 318 307 129 133 116 109
Road motor vehicles 357 276 259 127 55 58
Other transport equipment 137 -121 -115 8 2 -24
Specialised supplier 110 71 69 86 46 46
Non-electrical machinery 322 283 281 117 79 89
Electrical machinery 88 11 -14 74 34 30
Communications equipment -35 -65 -51 10 -20 -24
Science-based ©) 45 -55 -76 12 -13 -16
Pharmaceuticals 180 121 133 51 43 50
Computers, office machinery 19 -217 -262 -8 -60 -71
Aerospace 302 226 70 -25 -25 -30
Scientific instruments 23 28 19 36 23 23
Note: Intra-industrial trade”) 0.283 0.336 0.357 0.605 0.736 0.728

1) From 1991 onwards including new Lander. — 2) In [( xi /mi) / (iCExi / iZmi )], where xi are the exports and mi the imports of the re spective commaodity group; this measure
is normed to 0. The classifications largely relies on: OECD, Industrial Policy in OECD-Countries, Annual Review 1994, p. 94. —3) High share of natural resources in interme-
diate goods; without primary goods industries. — 4) Including other manufacturing. — 5) Unit cost decline as output increases; continuous and mostly capital-intensive pro-
duction processes require a high degree of capacity utilisation. — 6) High share of R&D expenditures in gross production; rapid diffusion of technical progress. — 7) Grubel
Lloyd-index for intra-industrial trade (IT); 0 =no IT; 1 = only IT.

Sources: International trade database of the DIW; DIW calculations.
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explanation. And they cannot explain at all why, in
addition to export growth, the industrialising countries
of south-east Asia were also able to substantially raise
their levels of real income. It thus seems reasonable to
investigate whether there is a common cause for both
developments, namely the unusually rapid output
growth in the south-east Asian countries based on a
process of economic catching up with the western indus-
trialised countries. In the manufacturing sector espe-
cially, south-east Asian countries were able to achieve
extraordinarily rapid increases in productivity by adopt-
ing western production methods, which enabled them in
turn to significantly expand their export capacities. The
essential determinants of this catching-up process
include an increasingly liberal economic order as
regards foreign trade, high investment in real and
human capital, modernisation of the agricultural sector,
import of technology from the industrialised countries
and a growth-promoting monetary and fiscal policy.4

The catching-up process in south-east Asia was
accompanied by an increase in demand for sophisticated
industrial products from the industrialised countries. In
particular, they imported an above-average share of
goods from Germany, where wages and unit labour
costs are much higher. Thus absolute cost differentials
cannot explain the international division of labour
between south-east Asia and Germany. On the contrary,
international trade, including that between south-east
Asia and Germany, is caused by comparative advan-
tages. Countries specialise in the production of goods
which make substantial use of those production factors
that are relatively abundant available in the domestic
economy (unskilled labour in south-east Asia, and phys-
ical and human capital and know-how in Germany).
Wage cost differentials between countries thus only
determine which industries are internationally competi-
tive, but not which economies.

International specialisation on the basis of compara-
tive advantages benefits all countries participating in
trade because cheaper domestic supply through imports
and structural change generate higher levels of income
in the entire economy. It is precisely for this reason that
all industrial countries and most of the developing coun-
tries have supported a further removal of trade barriers
and thus more trade in the Uruguay Round talks.

However, at the industry level there are inevitably
winners and losers. This applies both to German trade
with the other Member States of the EU and to trade
with south-east Asia. In the latter case — and in the case
of other developing countries — however, important dif-
ferences can be observed.

4 World Bank: The East Asian Miracle: Economic Growth and Public
Policy, Oxford, 1993.

— This trade is primarily #ter-industrial. The increase
in international division of labour is accompanied
here by a sharp decline in employment in entire
industries, while trade with other industrialised
countries, which is largely intra-industrial, is usually
only followed by the demise of certain lines of pro-
duction with firms. The costs of structural change
are thus higher in the case of trade with south-east
Asia.

— The volume of imports from south-east Asia is
increasing particularly rapidly, which is accelerating
the rate of structural change and thus also the
adjustment difficulties.

— Trade with south-east Asia leads to a deterioration
in the income and employment situation of unskilled
workers in Germany and other industrialised coun-
tries when there is no corresponding job growth in
the services sector. However, the low significance for
the overall economy of trade with south-east Asia
and other industrialising and developing countries
suggests that the unsatisfactory labour market
trends in the industrialised countries are not to any
great extent a result of these trade relations. There is
widespread agreement in the empirical literature on
this view.”

Economic policy conclusions

Adjustment requirements thus emerge for individual
sectors. And these will be exacerbated if exports from
eastern and central Europe increase significantly in the
course of transformation. Because many sectors are
regionally concentrated, e.g. shipbuilding in coastal
countries, the adjustment problems are thus intensified.
There are three options for economic policy: reducing
the pace of structural change, market adjustment and a
policy of positive adjustment.

The policy pursued by a number of sectors in Ger-
many was to slow the pace of structural change, for
instance, via import quotas in the clothing and coal
industries and via subsidies in the steel and shipbuild-
ing sectors. This strategy was a sobering experience:
despite considerable government support, these sectors
were forced to reduce output and employment to a much
greater extent than originally expected, with substantial
costs for public budgets and private consumers. Thus
all too often the flows of funds originally declared to be

5 OECD: The OECD Jobs Study, Evidence and Explanations, Part I,
Chapter 3, Paris, 1994; ILO: World Employment 1995, Geneva, 1995;
World Bank: World Development Report 1995: Workers in an Integrat-
ing World, Washington D.C., 1995.
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restructuring aid proved finally to be no more than
maintenance subsidies.

Market-based structural change is not a panacea
because the affected regions have to bear the entire bur-
den of adjustment. The result is a danger of differential
regional development, which in itself goes against the
grain of the constitutional principle of relatively homo-
geneous living standards in Germany's Léander. What is
required, therefore, is a policy of positive adjustment,
which not only reacts to, but also antipates regional
problems. Structural change can be accelerated and
socially cushioned if new sectors, in particular services,
are located in problem regions through retraining meas-
ures and support for labour mobility. This policy must
be reinforced at the cost of the policy of structural con-
servation.

Résumé

The German economy has no general competitive
disadvantage vis-a-vis south-east Asia. Substantial dis-
advantages in labour-intensive industries are offset by
significant advantages in human capital- and knowl-
edge-intensive industries, in particular in mechanical
engineering and road motor vehicle construction.

It would be an economic policy mistake to resort to
trade policy and subsidies in order to decelerate the
structural change generated by import competition. On
the contrary, what is required is a positive adjustment
policy, which acts as a labour market cushion and helps
to generate new jobs in those regions that are among the
losers.

Ludger Lindlar
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