


THE TAO OF TRADE Continued

ASIA’S GROWTH IN EXPORTS
AVERAGE ANNUAL INCREASE 1985-2002

%

ASIAN EXPORTS
TO ASIA

ASIA’S TRADE
with itself has
grown 56% more
rapidly than its
trade with the
rest of the world.

Source: World Bank
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(and only slightly) by its growth
in exports, which have more than
doubled since 1995.

While China may be the
poster child for Asia’s economic
emergence, it's hardly the only
example. True, Japan does not seem

rTTp— to have participated in the party: Its
REST OF WORLD

exports have dropped by 6% since
the mid-gos. And Malaysia has
been complaining loud and long
about China’s swiping market
share. Nevertheless, its exports—
like those from Taiwan—have
jumped by roughly a third over the
same period. Philippine exports
have climbed by 129%. And the

growth in Vietnam is off the charts.

So who's buying all these products? In many
cases the customer is Asia itself. Since 1985, Asia’s
regional exports—Korea selling to Indonesia,
Malaysia selling to Singapore, everybody selling to
China—have risen by 520%, better than twice the
growth rate in exports to the rest of the world.
According to the World Bank, fully half of all

. Asian expor s now go to other

Asian countries, up from

about a third—of a much

100 BC

100 AD

smaller total—in 198s.

Given the regional rise in per-capita incomes
(see AsialNow Summer 2003), it’s tempting to
assume that this buying frenzy is a function of Asia’s
burgeoning middle class. This assumption has enor-
mous appeal, if only because an Asia wealthy
enough to go on a spending spree, an Asia able to
rely on local customers—rather than on overseas
markets—for economic growth, could be a valuable
diversifier in a U.S.-based portfolio. Asia’s “con-
sumer story” has some real facts behind it, and is at
the heart of the region’s appeal to investors. But as a
single explanation for the explosion in regional
trade, it has a serious weakness: It fails to take into
consideration just what it is that Asians are buying.

Mostly, they buy what everybody else buys
from Asia. According to the World Bank, sweaters,
power tools, “Gramophone records” and petrole-
um products are among Asia’s top 30 exports both
to the region and to the world. But increasingly,
what Asia buys from Asia is parts—the precisely
engineered guts of cars, calculators, cell phones,
computers, and TV sets. Between 1995 and 2001,
Asia’s regional exports of parts and components
rose by 35%, more than triple the increase in
regional trade overall.

“Essentially, what we’re seeing is a rapid expan-

sion in production-sharing,” explains economist
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200 BC: Trade
routes known col-
lectively as the
Silk Road connect
Xian, in northern
China, with
Central Asia,
India, and eventu-
ally markets as
far west as
Jerusalem.

9th CENTURY
A.D.: China
dominates Asian
trade, exporting
silk, tea, and
ceramics. Up to
5,000 traders -
from Korea,
Malaysia, Iran -
live in Xian.

15th CENTURY:
China abruptly
cuts off trade, but
India and Japan
pick up slack.
Goods exchanged
include silver,
swords, pepper,
and cotton, as
well as wood from
Southeast Asia.

16th CENTURY:
Relaxation of
China’s trading
ban allows
Portugal to estab-
lish trading base
on Macao, off
Chinese coast, and
dominate Asia’s
increasing trade
with the West.

17th CENTURY:
Portugal cedes
dominance to the

Dutch and British.

Japan enters its
own isolationist
period but still

trades silver for
Chinese silk on

black market.



Alexander Yeats, co-author of a recent World Bank
research paper titled “Major Trade Trends in East
Asia.” What he means is that Asia is increasingly
divvying up manufacturing responsibilities, even in
the context of a single calculator or computer. Parts
that require high-end production facilities—com-
plex electronics, for example—are made by coun-
tries like Taiwan or Korea, which have the neces-
sary sophistication. Less-demanding elements, such
as computer speakers, are farmed out to countries
like Malaysia, with less sophistication and corre-
spondingly lower labor costs. The various compo-
nents are sent on to a country with ultra-low labor
costs—often China—where they’re assembled into a
finished product. And this, in turn, gets exported
to Hong Kong, which ships the item off to its final
destination. To a very real extent, Asia is becoming
one gigantic, integrated factory, with each country
carving out its areas of specialization.

‘While this trend toward multi-national manu-
facturing does have distinct cost advantages, it plays
havoc with Asia’s trade figures. Those rapidly grow-
ing regional exports—are they just a function of
“round-tripping,” with goods passing from one
Asian nation to another only to be exported, in
their finished state, to Europe or the U.S.? It would

be easy to say yes. After all, there’s a lot of history

West can buy. But in fact, it’s as
short-sighted as the assumption
that the boom in regional trade is
exclusively about feeding the
appetites of Asia’s growing middle
class. While it’s still too early for
Asia to decouple completely from
its dependence on markets in the
U.S. and western Europe, statistics
are pretty clear that Asia’s regional
trade is starting to chart its own
course. In 1998, for example, the
U.S. economy was booming, and
Asia’s exports to America were up
3% from the previous year. But
Asia, in 1998, was in the depths of
its financial crisis. With consumer
spending all but non-existent,

regional exports dropped by 18%.

TOTAL INTRA-ASIAN EXPORTS vs.
EXPORTS OF COMPONENTS AND PARTS
1985-2001

7%

l§REG IONAL

EXPORTS OF
COMPONENTS
AND PARTS

1985

15.5%

REGIONAL
EXPORTS OF

COMPONENTS
AND PARTS

2001

REGIONAL trade
in components
and parts forms
a growing slice of
Asia’s increasing
trade with itself.

Source: World Bank

Ultimately neither the shift toward “produc-

tion-sharing” nor the rise of Asia’s craving (and abil-

ity to pay) for consumer goods deserves full credit

for the explosion in regional exports. Both trends

have played crucial roles. Furthermore, both are in

their infancy, suggesting that their potential to fuel

Asia’s regional trade could well expand from here,

tying the region’s various nations together with

Sources:
World Bank; CLSA;
United Nations; IMF

behind the assumption that Asia produces so the increasingly strong cords of commerce.
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18th CENTURY:
Britain develops
passion for
Chinese tea, but
China accepts only
silver in exchange.
Increasing strain
on British treasury
helps propel
England into the
opium trade.

19th CENTURY:
China tries to block
opium trade, but
Britain responds
with Opium Wars,
forcing China to
welcome foreign
imports. With Japan
similarly pried open,
Asia’s trade now
primarily with West.

1920s: Much of
Asia now under
colonial rule.
Trade collapses in
the 1930s with
Japan’s military
expansion, world-
wide depression,
and war.

1950s: With
standard of living
no higher than in
1800, post-colo-
nial Asia grows
increasingly
nationalistic, but
Japan and Taiwan
start greasing
export engines.

1980s: A soaring
yen and newly
open China shift
light manufactur-
ing to China,
Southeast Asia.
Japan, Taiwan and
Korea make cars
and consumer-
electronics for
Western markets.

1990s: Flooded
with foreign
investment, Asian
manufacturing
grows increasing-
ly sophisticated,
with emphasis on
high-tech.
Regional trade
badly hurt by
1997-98 crisis.

21st CENTURY:
Asia slashes
import tariffs,
prompting large
increase in multi-
national manufac-
turing. Increasing
percentage of
products sold to
Asia’s growing
middle class.
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The Evolution
Of the Middleman

1 he Products May Have Changed, but in Asia,
Relationships Still Drive Business

n asense, it all began with tea. By the 18th cen-

tury, the British had developed an unquench-

able thirst for the stuff and an equally powerful
craving for the money to be made by bringing it in
from China. By 1800, Britain was importing more
than 23 million pounds of tea per year, with the tax
on tea supplying 10% of the government’s annual
revenue. Even those figures, however, paled by
comparison with the (nominally illegal) opium
trade, where profit margins approached 2,000%
and exports—to China from British Bengal—had
climbed from 200 “chests” a year in 1729 to 4,500 a
year in 1800. (Exports would peak at an annual
40,000 chests in 1888, at which point it was esti-
mated that 15 million Chinese were addicted.) Of
course, Asian trade had long utilized middlemen:
The Silk Road peddlers were middlemen of a sort,
carrying goods from seller to the marketplace. But
with the staggering profitability of the tea-and-
opium game, the function of the middleman
became increasingly professionalized, encompass-
ing a wide array of services.

The most obvious of these was transportation,
getting Chinese tea to England, and smuggling
opium into China. Because this was handled pri-
marily by British and European firms—and

because everybody loves a story of high-seas
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adventure- our image of the “China Trade” has

tended to focus exclusively on the shipping angle.
But that focus ignores the services provided by
Chinese middlemen, without whom the British
might still be drinking beer for breakfast. Though
Britain’s victory in the Opium Wars allowed for-
eign traders to expand beyond Canton (now
Guangzhou, and the sole port from which they
had been permitted to do business), they still had
virtually no access to inland China. To find the
best and cheapest tea, to gauge the quality of the
next season’s harvest, to arrange secure transport to

the warehouses, to sell the opium for the best



price, and—critically—to keep on the sweet side of
local officials, the traders relied on their own mid-
dlemen, known as compradors.

The compradors, in turn, relied on networks
of contacts—with growers and retailers, with the
bargemen who carried goods on China’s rivers,
with judges and officials, and with the Chinese
“native banks,” which provided the growers and
retailers and bargemen with short-term loans
secured by the comprador’s guarantee. These con-
tacts gave the compradors a significant advantage
over the trading firms they served, and eventually
many compradors opened their own firms,
becoming commissioned agents for the trading
houses, rather than employees. By the end of the
19th century, Chinese firms effectively controlled
the import/export industry, with the once-mighty
foreign hongs largely reduced to providing shipping
services for a fee. The canniest of these foreign
firms had by this point diversified extensively,
investing directly in Asian mines, plantations and
railroads, sugar-refining, insurance, and banking.
They formed the rootstock of what are today some
of Asia’s most powerful conglomerates.

Meanwhile, over the 20th century and
into the 21st, the compradors’ network-based
model has continued to evolve. And today’s com-
pradors are significant players in the global shift to
outsourcing, providing packages of Asia-based
services to foreign retailers and manufacturers.

The simplest example features a chain of
factories capable of cranking out a client’s product
at both top speed and rock-bottom price. This
kind of service can significantly reduce the client’s

production costs and, importantly, its inventory

THE WORK
OF A

MODERN
MIDDLEMAN:

CONDUCT
MARKET
RESEARCH

v

AID IN PRODUCT
DESIGN

v

SOURCE RAW
MATERIALS AND
MANUFACTURERS

N

PROVIDE
MANUFACTURERS
WITH SHORT-
TERM FINANCING

v

TRANSPORT
MATERIAL TO
MANUFACTURER

v

TRANSPORT
FINISHED
PRODUCT TO
CENTRAL
FACILITY

v

CHECK FOR
QUALITY
CONTROL

v

PACKAGE
PRODUCT AND
SHIP TO RETAIL

OUTLET

costs, since fast turnaround eliminates the need to
pile up goods in a warehouse, waiting for sales.
The high-tech industry has been especially enthu-
siastic, and many of the U.S.” marquee-name
computer companies make extensive use of Asia’s
manufacturing-for-hire.

Perhaps more intriguing are the companies
that offer “supply-chain management”—shorthand
for the entire complex of functions performed by
the 19th-century compradors (though opium may
no longer be part of the picture). Like their pro-
genitors, these companies can handle every phase
of production, from initial market research (what
size shirts sell best in Omaha?) to design (shave 1/4"
off the collar, and you'll get another dozen out of
every bolt of cloth) to sourcing both the raw mate-
rial and the factories best equipped to turn it into
merchandise. They translate the client’s needs into
local languages, navigate the jungle of tariffs and
quotas and documentation, and provide “logis-
tics”—the art of transporting something, fast and
cheap, from Point A to Point B. They ensure qual-
ity control and frequently provide the short-term

financing that keeps the wheels turning. And

RECOMMENDED READING

EEf you look at trade between Asia and the West in the 19th
and 20th centuries, you will probably conclude that Western
firms dominated the trade. However, as soon as you ask
who marketed Western goods in Asia, or how goods intended
for the export markets were acquired, you enter a world

dominated by Asian merchants and their firms. 33

—COMMERCIAL NETWORKS IN MODERN ASIA,

SHINYA SUGIYAMA AND LINDA GROVE (EDITORS),

CURZON PRESS, LONDON, 2001.
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THE EVOLUTION OF THE MIDDLEMAN Continued

finally, they ship the merchandise to the client’s
retail outlets, all in much less time than the client
would have taken to accomplish the same thing,
Still following in their progenitors’ footsteps, these
firms typically take a cut at every step of the
process. Nevertheless, for clients including some
of the world’s best-known retailers, they present a
highly cost-efficient solution.

Today’s compradors may use more sophisti-
cated tools (elaborate software systems were in
short supply in the 19th century), but time-tested
relationships remain at the heart of their business.
One such company, based in Hong Kong, has
offices in 31 countries and contract-relationships
with more than 7,500 suppliers of raw materials—
everything from cotton to plastics to iron ore. “It
makes a difference to suppliers when they know
that you've been honoring your commitments for
over 9o years,” says the company’s chairman,
grandson of the Chinese merchant who co-found-
ed the company in 1906. Does he wish his grand-
father had followed the foreign traders’ lead,
investing directly in mines and manufacturing
centers? He smiles. “We aim to be like Levi
Strauss during the Gold Rush. We don’t care
which miner strikes gold. We want to sell jeans
to all the miners.”

Sources: World Bank; Commercial Networks in Modern Asia;
Business History; Asia Pacific Business Review

" INSIDE
Vietnam

MORE TRADE TRENDS ON OUR WEBSITE:
ADDITIONAL ASIAN TRADE COVERAGE IS AVAILABLE
ONLINE AT: WWW.MATTHEWSFUNDS COM/ASIANOW
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More than Just a Fishy Story

or many Americans, Vietnam is little

more than a sink of ugly memories.

When the war finally dragged to a close,
we gratefully allowed the country to slip, almost
entirely, out of the national consciousness.

It resurfaced last year with the realization that
Vietnam had quietly become a catfish-exporting
juggernaut. By 2002, its bargain-priced frozen fil-
lets had captured 20% of the U.S. market, infuriat-
ing America’s home-grown fish-farmers. Their
trade group embarked on some stunningly taste-

less mud-slinging (suggesting, for example, that



Vietnamese catfish were contaminated with
Agent Orange), and eventually accused the
Vietnamese of illegally “dumping” catfish—selling
them for less than cost. After some fancy rational-
izations, the U.S. government imposed stiff tariffs
on the foreign fish.

Many headlines have been written about the
Great Catfish Controversy, but they've tended to
obscure the broader message of Vietnam’s transfor-
mation. Over the past decade or so the govern-
ment’s policy of doi moi (“renovation”) has produced
awave of both foreign investment and entrepre-
neurial activity: The stock market still barely exists
(and Matthews owns no positions in it), but the
number of private companies has tripled in the past
eight years, and exports have more than doubled.
While catfish is indeed high on the export list,
Vietnam has also become both the world’s second-
largest exporter of rice and a force in the coffee

trade. And manufactured products, such as clothes

and shoes, are gaining in importance: one leading
American sneaker manufacturer already produces
15% of its footwear in Vietnam. Critically, though
Vietnam’s exports to the U.S. have increased dra-
matically, they still account for just 7% of the coun-
try’s total exports. But a recent US./Vietnamese trade

agreement should boost exports con-

VIETNAM:
Exports to the
U.S. have risen
dramatically

siderably in the coming years.
Interestingly, Vietnam’s hottest
export may be fun, in the form of a
booming tourist trade. The number
of annual visitors has risen by 63%

since the mid-gos, and Ho Chi Minh

City is awash in young Japanese, and Korean and
Malaysian executives. Chinese tourists alone
account for nearly as many visits as the rest of Asia
put together. And finally, there are Americans:
“Vet tours” are gaining in popularity, with thou-

sands of former GIs arriving every year. Vietnam is  sources: ASEAN

Economic Bulletin;
The Economist

clearly learning to sell both the future and the past.

Vietnam GDP Growth

2000-2004

7.
7.2 2

, es 68 79O

2000

2001 2002 2003 2004

Vietnam AT A GLANCE

Population 2000: /9 MILLION

Population 2025: 104 MILLION (estimaren)
Literacy Rate: 93%

Market Cap: $77 MILLION s o suxe. 2005
Publicly Traded Companies: 21

STRENGTHS AND CHALLENGES: Tiny, illiquid stock market
(with strict limits on foreign ownership) is not quite ready

for prime time. But competent, very-low-cost labor force is
attracting significant foreign direct investment, particularly

into oil, export industries and—increasingly—the tourist trade.

SOURCES: U.S. CENSUS BUREAU, WORLD BANK, IMF, VIETNAM PANORAMA
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THE LEADING
PRODUCERS OF
THE VARIOUS
COMPONENTS
THAT GO INTO
COMPUTERS
SOLD IN THE U.S.
UNDER U.S.
BRANDS

MALAYSIA

CD/DVD DRIVE
JAPAN, TAIWAN

MODEM
TAIWAN, CHINA, KOREA

PC SPEAKERS
MALAYSIA,
PHILIPPINES

CASING
CHINA

L’ e .-'I-.r' FlF o f

KEYBOARD
AND MOUSE
TAIWAN, CHINA

iINFo/PacE Who Makes Your PC?

HARD DRIVE
SINGAPORE, CHINA,

he past several years have seen a significant jump in Asia’s regional trade—one Asian nation
exporting to another. A fair amount of this jump is a function of increased “production-sharing,”

a manufacturing strategy by which each country produces the bits and pieces it can make most

DRAM

CHIPSET KOREA, TAIWAN

USA, TAIWAN

\ =
“1

MOTHERBOARD
TAIWAN

POWER SUPPLY
TAIWAN, CHINA, THAILAND

15” LCD PANEL
KOREA, TAIWAN, JAPAN

LCD DRIVER
JAPAN, KOREA,
TAIWAN

CUSTOMER
SUPPORT

efficiently, and then ships them on to another country (ideally one with very low labor costs), where
they are assembled into a finished product. That may sound like an MBA’s pipe dream, but take a look

at the illustration above: In today’s Asia, production-sharing is an absolute reality.

Sources: J.P. Morgan, CSFB

ASTANOW IS A SERIES OF
SPECIAL REPORTS PRODUCED
FOR THE SHAREHOLDERS OF
MATTHEWS ASIAN FUNDS.

TO SUBSCRIBE TO FUTURE
ISSUES, PLEASE SIGN UP AT
WWW.MATTHEWSFUNDS.COM
OR CALL 800-789-ASIA [2742]
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Investing in foreign securities may involve certain additional risks, including
exchange rate fluctuations, less liquidity, greater volatility, and less regulation.
Single country and sector funds may be subject to a higher degree of market
risk than diversified funds because of concentration in a specific industry,

sector, or geographic location.

For more complete information about Matthews Asian Funds, including fees and expenses, please obtain a
prospectus by calling 1.800.789.ASIA [2742]. Please read it carefully before you invest or send money as it
explains the risks associated with investing in international markets. Other fees and expenses apply to a
continued investment in the funds and are described in the prospectus.
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