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1. Introduction

The paper aims to develop the first disaggregated accounting framework that
decomposes gross trade, at the sector, bilateral, and bilateral sector levels, into the sum of
various value added and double counted items. It generalizes all previous attempts in the
literature on this topic and corrects some conceptual errors. Importantly, it goes beyond
extracting value added exports from gross exports, and recovers additional useful
information about the structure of international production sharing at a disaggregated
level. Estimating value added exports can be accomplished by directly applying the
original Leontief (1935) insight, which does not require decomposing international
intermediate trade flows, and it has been successfully done in the literature. Recovering
additional information on the structure of international production sharing from official
statistics requires going beyond a simple application of the Leontief insight and finding a
way to decompose international intermediate trade itself into value added and double
counted terms at a disaggregated level, which has never been done (correctly) before in
the literature. The additional structural information can be used to develop a measure of a
sector’s position in an international production chain that also varies by country, and a
new and improved measure of revealed comparative advantage that takes into account
both offshoring and domestic production sharing. Of course, the list of possible
applications goes beyond these two examples. Finally, the paper produces several new
panel trade databases covering 40 economies and 35 sectors over 1995-2011 by applying
the disaggregated decomposition framework to the World Input-Output Database
(WIOD). While the paper does not directly investigate the causes or consequences of
patterns of international production sharing, the disaggregated accounting framework
developed in the paper and the new databases that are derived from the framework should

enrich the set of possible future research on these topics.

As more and more firms choose to offshore parts and services to suppliers in other
countries and organize production on a global scale, production segmentation across
national borders has become an important feature of contemporary world economy. An
active and growing literature has been devoted to measuring different aspects of such
cross-country production sharing phenomena including Feenstra (1998), Feenstra and

Hanson (1998), Feenstra and Jensen (2009), Hummels, Ishii, and Yi (2001), Yi (2003),



Daudin et al (2011), Johnson and Noguera (2012), Stehrer, Foster, and de Vries Lopez-
Gonzalez (2012), Antras (2013), Antras and Chor (2013), Antras et al (2012), Baldwain
and Lopez-Gonzalez (2013), Baldwain and Nicoud (2014), and Timmer, et. al (2013),
among others. The key concepts proposed in these papers include vertical specialization
(VS for short) or its variations such as VS1 and VS1*, and value added exports (VAX for
short) or VAX to gross export ratio. The precise relationships among these concepts are
established in a recent contribution by Koopman, Wang, and Wei (2014, subsequently
referred to as KWW). A collection of papers in the volume edited by Mattoo, Wang, and
Wei (2013) represents some of the latest thinking on the subject from both the scholarly
community and international policy institutions such as the World Trade Organization,

the OECD, the International Monetary Fund and the World Bank.

In a survey of work on quantifying global production sharing in recent years, Antras
(2013, Chapter 1, page 6) calls the value added exports to gross export ratio, or the VAX
ratio, as proposed by Johnson and Noguera (2012) — the “state of art” and “an appealing
inverse measure of the importance of vertical specialization in the world production.”
However, the VAX ratio concept has two shortcomings. First, as we will point out, the
VAX ratio, as currently defined in the literature, is not well behaved at either sector,
bilateral, or bilateral sector level'. The key to understanding this point is a distinction
between a forward-linkage based measure of value added exports, which includes indirect
exports of a sector’s value added via gross exports from other sectors of the same
exporting country, and a backward-linkage based measure of value added exports, which
is value added from all sectors of a given exporting country embodied in a given sector’s
gross exports. For example, a forward-linkage based measure of value added exports in
the US electronics sector includes that sector’s value added embodied in US gross exports
from automobile and chemical sectors, but excludes the value added contributions from
these sectors embodied in the gross exports of US electronics. In comparison, a
backward-linkage based measure of US value added embodied in US electronics exports
includes value added contributions from other US sectors such as services and

automobiles to the production of US electronics gross exports, but excludes the value

" The VAX ratio at these levels is not upper-bounded by one. Indeed, it can take on the value of infinity
when the gross exports are zero. An alternative measure that arises from our framework will be naturally
bounded between zero and one at any level of disaggregation.
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added contributions from the US electronics sector to the gross exports of other sectors
such as US automobiles. Such a distinction is critical to properly define the VAX ratio at
the sector, bilateral, or bilateral sector level (the VAX ratio cited in the literature is
forward-linkages based, so it is not well behaved), but the distinction disappears at the
country aggregate level (and hence the VAX ratio is only well behaved at this level). We
advocate using the ratio of a country-sector’s value added that is exported and stays
abroad as a measure of international production sharing. Such a measure is always
bounded between zero and 100% even at the bilateral, sector, or bilateral sector level.
Since most cross-country production sharing occurs at the bilateral-sector or country-
sector level, this may be a better “inverse measure of vertical specialization in the world
production” at the sector or bilateral level.

Second, the VAX ratio, even after it is properly re-defined, still does not capture
some of the important features of international production sharing. Let us consider a
hypothetical example: both the US and Chinese electronics exports to the world can have
an identical ratio of value added exports to gross exports (say, 50% for each) but for very
different reasons. In the Chinese case, the VAX ratio is 50% because half of the Chinese
gross exports reflect foreign value added (say value added from Japan, Korea, or even the
United States). In contrast, for the US exports, half of the gross exports are US value
added in intermediate goods that are used by other countries to produce goods that are
exported back to the United States. So only half of the US value added that is initially
exported is ultimately absorbed abroad; the US VAX ratio is 50% even if it does not use
any foreign value added in the production of its electronics exports. In this example,
China and the United States occupy very different positions on the global value chain but
the two countries’ VAX ratios would not reveal this important difference. To provide
such additional information, the decomposition framework we propose will go beyond

just simply extracting value added trade from gross trade statistics.

KWW (2014) have made the first effort in this direction by providing a unified
framework to decompose a country’s total gross exports into nine value-added and double
counted components. Conceptually, the nine components can be grouped into four
buckets. The first bucket gives a country’s value added exports that are absorbed abroad,

identical to “value added exports” as defined by Johnson and Noguera (2012). The



second bucket gives the part of a country’s domestic value added that is first exported but
eventually returned home. While it is not a part of a country's exports of value added that
stays abroad, it is a part of the exporting country's GDP. The third bucket is foreign value
added that is used in the production of a country’s exports and eventually absorbed by
other countries. The forth bucket consists of what KWW call “pure double counted
terms,” arising from intermediate goods that cross border multiple times. Some of the
terms in the fourth bucket double count value added originated in the home country,
while others double count value added originated in foreign countries. Other measures of
international production sharing in the existing literature such as VS, VS1, VS1*, and
VAX ratio are shown to be some linear combinations of the terms in KWW’s

decomposition formula.

While the KWW method already has many useful applications, an important
limitation of the approach is that the gross trade decomposition is only done at the
aggregate level, not at the sector, bilateral, or bilateral sector level®. Major challenges
exist to generalize the framework in that direction. In producing exports in any given
sector, not only value added from other sectors in the same country will be used, but also
value added produced by potentially all sectors in other countries also need to be
accounted for. Such an accounting framework has never been developed in a consistent
and comprehensive way before, which is the goal of this paper.

Generalizing the KWW approach to the bilateral/sector level is not a trivial exercise;
it cannot be achieved by simply applying the KWW gross exports decomposition formula
to bilateral/sector level data. Conceptually, domestic value added can be decomposed
from both the producer (forward-linkage based) and the user’s perspectives (backward
linkage based). On one hand, domestic value added created in a home sector can be
exported indirectly through other sectors’ gross exports; on the other hand, domestic
value added that is embedded in a sector's gross exports can include value added from
other home sectors. These two concepts are obviously related but keeping track at the
bilateral and sector details is challenging. Mathematically, additional adjustment terms

have to be derived to properly account for other sectors/countries' value-added

? The calculation of domestic value added that is ultimately absorbed abroad can be done at the bilateral and
sector level. Indeed, some examples are given in KWW (2014). However, the computations of the other
three components that could sum to 100% bilateral/sector trade flows are not done in KWW.
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contributions to a given country-sector’s gross exports, in addition to properly measuring
how that country-sector’s value-added is used in its own intermediate and final goods
exports, so that all its value added and double counted components can sum to 100% of
gross exports at the bilateral-sector level. What makes the earlier work (KWW) at the
country aggregate level relatively easier is that the difference between the decomposition
from the producer and user’s perspectives disappears after aggregating to the economy-
wide level. A useful decomposition formula also has to have the property that all the
decomposition terms from the bilateral/sector level gross trade flows must be internally
consistent so that they can sum up to the decomposition equation given in KWW at the
aggregate level.

This paper’s main contribution is to provide a new and comprehensive
methodological framework that decomposes bilateral sector level gross trade flows into
various value-added and double counted terms. While it does not directly examine causes
and consequences of changing structure of cross country production sharing, reliable
measurements made possible by such an accounting methodology are necessary for
investigating these research questions. The second contribution of the paper is to generate
a new database on disaggregated bilateral, sector, and bilateral sector trade flows in both
value added and various double counted terms.

The paper is organized as follows. Section 2 presents a derivation of our
methodological framework, starting with two sectors and two and three country cases,
and ending with the most general model of G countries and N sectors. Section 3 reports
selected empirical decomposition results based on the World Input-Output Database
(WIOD) and discusses how bilateral/sector level gross trade accounting results may help
to measure international production sharing or a particular country/sector's position in

global production network. Section 4 provides some concluding remarks.

2. Concepts and Methodology
2.1 The Leontief insight and its limitations

All the decomposition methods in the recent vertical specialization and trade in
value added literatures are rooted in Leontief (1936). His work demonstrated that the

amount and type of intermediate inputs needed in the production of one unit of output can



be estimated based on the input-output (IO) structures across countries and industries.
Using the linkages across industries and countries, gross output in all stages of production
that is needed to produce one unit of final goods can be traced. When the gross output
flows (endogenous in standard 10 model) associated with a particular level of final
demand (exogenous in standard 10 model) are known, value added production and trade
can be simply derived by multiplying these flows with the value added to gross output
ratio in each country/industry.

To better understand how Leontief insight is applied, let us assume a two-country
(home and foreign) world, in which each country produces goods in N differentiated
tradable industries. Goods in each sector can be consumed directly or used as
intermediate inputs, and each country exports both intermediate and final goods.

All gross output produced by Country s must be used as either an intermediate
good or a final good at home or abroad, or

X' =A"X"+Y " +A" X" +Y" r,s=1,2 (1)
Where X°® is the Nx1 gross output vector of Country s, Y is the Nx1 final demand vector
that gives demand in Country r for final goods produced in s, and A™ is the NxN IO
coefficient matrix, giving intermediate use in r of goods produced in s. The two-country

production and trade system can be written as an ICIO model in block matrix notation
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After rearranging terms, we have
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where B* denotes the NxN block matrix, commonly known as a Leontief inverse, which
is the total requirement matrix that gives the amount of gross output in producing
Country s required for a one-unit increase in final demand in Country r. Y®is an Nx1
vector that gives global use of s’ final goods, including domestic final goods sales Y** and
final goods exports Y*. The relationship expressed in (3) is the Leontief insight. The
intuition behind the expression is as follows: when $1 of export is produced, a first round
of value added is generated. This is the direct domestic value added induced by the $1

export. To produce that export, intermediate inputs have to be used. The production of



these intermediate inputs also generates value added. This is the second round or indirect
domestic value added induced by the $1 export. Such a process to generate indirect value
added continues and can be traced to additional rounds of production throughout the
economy, as intermediate inputs are used to produce other intermediate inputs. The total
domestic value added induced by the $1 export thus is equal to the sum of direct and all
rounds of indirect domestic value added generated from the $1 of export production
process. Expressing this process mathematically using the terms defined above, we have

DVS =V +VA+VAA+VAAA +...=V(I + A+ A* + A’ +..)
=V({I-A4)" =VB

(4)

It can be shown that the power series of matrix 4 is convergent and the inverse matrix
B=(I—-A)" exists as long as A is in full rank (Miller and Jones, 2009).

Define V® as a IxN direct value-added coefficient vector. Each element of V*
gives the share of direct domestic value added in total output. This is equal to one minus
the intermediate input share from all countries (including domestically produced
intermediates):

Ve=u[l — A" — A"] (5)
where u is a 1xN unity vector. When N=2, the corresponding inter-country input-output
(ICIO) account can be described by Table 1 below.

Table 1: 2-Country and 2-Sector ICIO Table

Intermediate Use Final Demand
c Total
ountr
y S R . ) gross
Y Y output
Country Sector sl s2 rl 2
sS SsS sr Sr Ss Sr s
S sl Zy Zy, Zy 21, Vi 3% Xy
SS Ss Sr sr Ss Sr s
s2 Zy Zy Zy Zy» )2 Vs X5
rs rs rr rr rs rr r
rl Zy Zyy Z Za Vi Vi X1
R
rs rs rr rr rs rr r
12 Zy Zy Zy Zy )2 )2 X5
Value-added va; va, va, va,
Total input x; x5 x, x5

Where x; is gross output of the 1% sector in Country s, va' is direct value added of



the 1* sector in Country s, y;" is final goods produced by the 1* sector in Country s for

consumption in Country r, and z7is intermediate goods produced in the 1* sector of

Country s and used for the 1* sector production in Country r. Other variables can be

interpreted similarly. Equations (2) and (3) can be re-written as follows:
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by b by by | v+
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where g} is the direct 10 coefficient that gives units of the intermediate goods
produced in the 1% sector of Country s that are used in the production of one unit of gross

output in the 1% sector of Country r, b is the total IO coefficient that gives the total

amount of the gross output of 1* sector in Country s needed to produce an extra unit of
the 1% sector's final good in Country s (which is for consumption in both Countries s and

r). Other coefficients have similar economic interpretations.

The direct value added coefficient vector (equation 5) can be re-written as follows:
2 2
V;Eva;/x;zl_za;c_za;c (c=s,r j=12). (5a)

Then we can define the total value added coefficient (VB) matrix, or the total value

added multiplier as named in the input-output literature:
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where T denotes matrix transpose operation. Each element of the last term in VB equals
unity.
Condensing the final demand vector in (3a) as:

The decomposition of the country/sector level value-added and final goods

production as a direct application of the Leontief insight can be expressed as follows:

v 00 04hy by by by 0 00

ppp_| 0 V0 OB B BT BSIO 35 0 0
0 0 v O] b5 b7 b510 0 y» 0
0 0 0 Ve b by Bp]0 0 0 .
WBY vy bl by
vk vibiys vkl vibh,
VO ViBRYs VB Vb
VS VIBGYS VBT Vb

This matrix gives the estimates of sector and country sources of value added in each
country's final goods production. Each element in the matrix represents the value added
from a source sector of a source country directly or indirectly used in the production of
final goods (absorbed in both the domestic and foreign markets) in the source country.
Looking at the matrix along the row yields the distribution of value added created from

one country/sector used across all countries/sectors. For example, the first element of the
first row, v'b' (¥ + ;") is value added created in Country s' 1* sector embodied in its
final goods production for both the 1% sector's domestic sales and exports. The second

element, v'b%(y5 +y5) is Country s' value added from the 1% sector embodied in its 2™

sector’s final goods production. The third and fourth elements, v;b (y,” + ") and

Vb (¥ +yy) are Country s' value added from the 1** sector embodied in Country r’s



final goods production in its 1% and 2" sector respectively. Therefore, summing up the
first row of the matrix, we have Country s' total value added created by production factors
employed in its 1* sector. In other words, it equals GDP by industry of the 1* sector in

Country s. Expressing this mathematically,

SS \ sr_.r sr_r

va; or GDE' =vix; =v{(b]y] + by, +b) 1y +b)3y7) ®)

_ S 155 SS S 155 SS S 1855 ST S 155 Sr S 1.8 rs S 1.851 rs S 1.8 rr S 1.8 rr
= [Vl by +vibLy, +vib v +vib,y, ]+ [Vl by +vibhyy +vibiiy +vibiLy, ]

Looking at the VBY matrix along a column yields the contributions of value added

from all countries/sectors to the final goods produced by a particular country/sector. For
example, the second element in the first column, v;b5 (y,” +»/").is Country s' value
added created from the 2™ sector embodied in Country s' production of its 1% sector's
final goods, and the third and fourth elements, v/ b/, (»," + y,") and v,b;i(»," +y,")are

Country r's (foreign) value added embodied in Country s' production of its 1™ sector's
final goods. Adding up all elements in the first column equals the total value of final

goods production by Country s' 1¥ sector, i.e:

Dl +v2by +vib + Vi )y =0 )

In summary, the sum of the VBY matrix across columns along a row accounts for
how each country's domestic value-added originated in a particular sector is used by the
sector itself and all its downstream countries/sectors. It traces forward linkages across all

downstream countries/industries from a supply-side perspective. Since the sum of the

VBY matrix across the rows along a column accounts for all upstream countries/sectors’
value-added contributions to a specific country/sector’s final goods output, it traces
backward linkages across upstream countries/industries from a user’s perspective. Based
on the identity given by equation (6), all these sources should sum to 100% of the value
of the final products for any given country/sector.

Therefore, the supply-side perspective (summing across columns along a row)
decomposes how each country's GDP by industry is used, directly and indirectly to
satisfy domestic and foreign final demand, while the user-side perspective (summing
across rows along a column) decomposes a country/sector's final goods and services into
its original country/sector sources. As an example, in the electronics sector, the supply-

side perspective includes the value added created by production factors employed at the
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electronics sector and incorporated into the gross exports of electronics itself (direct
domestic value-added exports), as well as in the exports of computers, consumer
appliances, and automobiles (indirect domestic value-added exports). In other words, it
decomposes GDP (domestic value-added) by industries according to where (i.e., which
sector/country) it is used. Such a forward linkage perspective is consistent with the
literature on factor content of trade. On the other hand, decomposition from a user’s
perspective includes all upstream sectors/countries’ contributions to value added in a
specific sector/country’s exports. In the electronics sector, it includes value added in the
electronics sector itself as well as value added in inputs from all other upstream
sectors/countries (such as glass from country A, rubber from country B, transportation
and design from the home country) used to produce electronics for exports by the home
country (direct/indirect domestic value added in exports and foreign value-added in
exports). Such a backward linkage based perspective aligns well with case studies of
supply chains of specific sectors and products, as the iPod or iPhone examples frequently
cited in the literature.

These two different ways to decompose value added and final goods production
each have their own economic interpretations and thus different roles in economic
analysis. While they are equivalent in the aggregate due to the identity of global value-
added production equals global final demand®, they are not equal at the sector, or bilateral
sector level.

After understanding how value added (GDP) and final goods production at the

sector level can be correctly decomposed based on the Leontief insight (equation (7) or

the VBY matrix), we can better understand various decomposition methods proposed in
the literature.

There are several attempts to estimate trade in value added and to decompose value
added and final goods production based on the Leontief insight and ICIO database in
recent years. Timmer et al (2013) decompose final goods production based on backward
linkages. For example, their method provides estimates on how much contribution an
unskilled worker employed in the Chinese steel industry makes to cars produced in

Germany, or how much contribution a skilled US worker in the electronics industry made

* See the proofs in equation (17) in Koopman, Wang and Wei (2014) and Appendix F of this paper.
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to a computer consumed by Chinese households. Johnson and Noguera (2012) estimate
value-added content of trade based on forward linkages. However, they did not recognize
that this forward linkage method would yield a VAX ratio concept that is not well defined
at the sector or bilateral level, because domestic value added from other domestic sectors
is not included in the forward linkage calculations, but are quantitatively important for a
typical country/sector. In addition, the VAX ratio as defined by Johnson and Noguera
(2012) at the sector level is not bounded by 100% for sectors with relatively small gross
exports. Indeed, the VAX ratio as defined this way could be infinite for sectors that do not
directly export. We will show that an alternative way of defining the VAX ratio based on
backward linkages could yield a concept that is bounded between zero and one even at
the sector, bilateral, and bilateral sector level.

In any case, if one is only interested in computing domestic value added embedded in
a country/sector’s gross exports that is ultimately absorbed abroad, applying the Leontief
insight is sufficient. However, as pointed out in the introduction, for many economic
applications, one needs to quantify other components of the gross exports at the sector,
bilateral, and bilateral sector levels. In such circumstances, the original Leontief insight is
not sufficient as it does not provide a way to decompose intermediate goods flows across
countries into various value added terms according to their final absorption as it does to
decompose sector-level value added and final goods production as illustrated by equation
(7).

In Leontief’s time from the1930s to the1960s, intermediate goods trade is relatively
unimportant. Today, it is about two thirds of the world gross trade. So being able to
decompose intermediate goods trade has become crucial in generating a complete value
added accounting of gross trade flows. KWW has made a useful step to perform such
decomposition at the country aggregate level. But as we pointed out earlier, it is not
necessary to keep track of forward and backward linkages across countries and industries
separately at that level, which makes the job easier. However, one has to confront such
technical challenges in decomposing gross trade flows at the sector, bilateral, or bilateral
sector level, which has to go beyond original Leontief insight as we will demonstrate in
details below.

For ease of understanding, we continue our discussion with the two-country, two-

12



sector ICIO model specified above to illustrate the Leontief insight. We first lay out the
basic gross output and exports accounting identities at the sector level and then propose a
way to fully decompose a country’s gross exports into the sum of components that
include both the country’s domestic value added in exports and various double-counted
components. We then use a three-country, two-sector model to discuss what additional
components will be involved once third country effects are taken into account. Finally,
we present the G-country N-sector model briefly and highlight how our decomposition
formula in this most general case is different from that in the three-country two-sector
model. We also provide numerical example following our analytical model to show

intuitively how our accounting equation works.

2.2 Decompose intermediate and gross trade: the 2-country 2 Sector Case
The gross exports of Country s can be decomposed into two parts: final goods

exports and intermediate goods exports based on the following accounting identity:

e ] o
e Vv, ay, ay | X,

As we have already shown in previous section that the final goods exports can be
easily decomposed into domestic and foreign value-added by directly applying the
Leontief insight. However, the decomposition of intermediate goods exports is more
complex. It cannot be achieved by simply multiplying the Leontief inverse with the gross
intermediate exports (which leads to double counting) because the latter has to be solved
from the ICIO models first for any given final demand level. To overcome this problem,
all intermediate goods trade needs to be expressed as different countries’ final demand
according to where they are absorbed before they can be consistently decomposed. This
1s what we are going to do next.

Based on equation (3a), the gross output of Country r can be decomposed into the

following four components according to where they are finally absorbed:
I e i ]
X0 oo b | ya +yy ] by by vy vy (1)
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Insert equation (11) into the last term of equation (10), we can decompose Country s’

gross intermediate goods exports according to where they are absorbed as:

sr sr r sr Sr rr rr rr
a, ap, || x a;; ayn b7 by
sryvr | A % || % 12 || O 12 1
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|

br;}{y;“}
by, || vy (12)

The first term in equation (12) is the part of Country s’ intermediate goods exports

used by Country r to produce domestic final goods that are eventually consumed in

Country r; the second term is the part of Country s’ intermediate goods exports to

Country r that are embedded in Country r’s final goods exports back to Country s; the

third term is the part of Country s’ intermediate goods exports that are used by Country r

to produce intermediate exports, shipped to and used by Country s to produce its

domestic consumed final goods; the last term is the part of country s’ intermediate goods

exports used by Country r to produce intermediate goods exports that are shipped to

Country s to produce final goods exports to Country r. These four terms collectively

decompose completely Country s’ intermediate exports according to where they are

finally absorbed.

From equation (2), the gross output production and use balance conditions, we know

r rr rr r rs rs S rs rr
x a’” a’ |l x a’ a’ | x % %
[ i}{ ! f}{ 1,}{ " f}{ 1}{ Z}{ L
Xy ay; dy || X Ay Ay || X ) Y

rr rr r rr rs

a” a |l x % e
{ " lﬁ}[ i}[ L}f[ 1}

Ay Ay | X Y €,

Re-arranging terms:

-1 1
r rr rr rr rr rr
|:xl:|:|:l_all _a12j| {)ﬁ }_}_{l—a” _a12j| {
r rr rr rr rr rr
Xy —a,, l-aj Y —a,, l-ay

Define:

(13)

(14)

1
) ll’r lrr 1 _ rr _ rr
L ={ » 12} ={ M 2 } as the local Leontief inverse, then equation (14)

rr rr rr rr
Ly L —a,, l-ay

can be re-written as
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Insert equation (15) into the last term in equation (10), the intermediate goods

exports by Country s can also be decomposed into the following two components

according to where it is used, similar to a single country IO model:

Sr sr r sr Sr rr rr rr sr Sr rr rr rs

AT X :|:a11 a12:|{x1 } :|:a11 a12}|:111 112:||:y1 :|+{a11 a12:||:lll 112:||:el j| (16)
Sr Sr r Sr sr rr rr rr sr sr rr rr rs
Ay Ay || X ay, axp || Ly Ly v ay axp | by bLe

Equations (12) and (16), each completely decomposing Country s’ intermediate exports,
are the key technical steps to fully decompose gross trade flows, since they convert gross
output (and gross exports), usually endogenous variables in standard ICIO models, to
exogenous variables in the gross trade accounting framework we develop. Together with
the adding-up condition for the global value added multiplier defined in equation (6) and
the local value added multipliers defined below, they are the major stepping stones for
deriving our gross exports decomposition formula.

From equation (6), we obtain Country s’ domestic and foreign value-added

multipliers as follows:

, ' bss bss , ' , '
VB =|n v;{ " ‘4 =[vibs vy vibs +vibs] (17)
b21 b22
) brS bI’S ] )
v =y v;{ i ﬁ} =Dy + v v ving] (18)
b2| b22

Also from equation (6) we know that the sum of equations (17) and (18) equals a 1
by 2 vector of unity. In a single country IO model, domestic value-added multiplier can

be calculated as

V-4 = =y v‘;{ } =D v v v (19)

Using equation (19), the identity of summing equations (17) and (18) equals to unity,
and define “#” as element-wise matrix multiplication operation®, the value of Country s’

gross intermediate exports can be decomposed as

* For example, when a matrix is multiplied by 7 x 1 column vector, each row of the matrix is multiplied by
the corresponding row element of the vector.
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Sr SV__ r S7SSs SJSS Sr Sr r
a a’ |l x v + vl a a’ |l x
p— 1 % || Vb T Vaba 11 12 || %1
A X - Sr Sr r - SZSS + SISS # Sr Sr r
ayp Ay || X Vitiy Vol Ay Ay || X,
S1.55 S1.55 I S7S8s S7SS sr Sr r
v b’ +vib v I +vil a a, | x
1011 T V205 11 T Valo 11 12 || %
S71.85 S7.88 - S78s S 78S # sr sr r (20)
v b, +vyby, Vi iy + 3l Ay Ay || X%
rp.rs rp.rs sr sr r
vibi| +vib;, 4 ay A |5
r rs r rs Sr Sr r
vy + ;05 ayp Ay || X

Finally, based on the Leontief insight, Country s’ final goods exports can be

decomposed into domestic and foreign value-added as follows:

sr S Ss N Ss sr r rs r rs Sr
Y| Z vibi| +vyb;, 4 Vi n v bi| +vyb;, 4 Vi

21)

Y| by +vaby | [ vy | [vib +vaba | [y
Inserting equations (12) and (16) into equation (20), and combining equations (20)

and (21), we obtain Country s’ gross exports decomposition equation as:

Sr Sr Sr Sr r
BT = a |_| N . ay ap || X

Sr Sr sr sr r

€ N Ay Ay || X%
r S1.88 S1.88 r sr S78S S SS_ sr sr rr rr rr
_ by + by, 4 Vi Vil +vily) ay ay | by by |y
S1.88 S1.858 Sr S 788 S7S8S sr sr rr rr rr
Vi by +vby, | | 7, il +"2122_ ay, @y | by by |y,

r S718§ S SS_ B Sr Xr__ rr Vl‘__ rS_ A AN NV AN Sr Sr rs rs 5SS
vy iy, #{ ayay | by by |y + Vil + vyl 4 @y a, | by by

S 7188 SS8S " sr rr rr rs S1S8S S 788 sr sr rs rs S8
Vi I +V2122_ ay azz__b21 bzz__yz Vil vyl ay, ay | by by |y

r 57188 S SS— B sr S"__ rs i"S—— sr
+ Vil + iy, #{ ay ay | by by

S788 5788 3 sr rs rs sr
Vi I +Vzlz2_ ) 022__b21 bz2__)’2

S1.8§ S1.58 S]SS S]S8s sr sr r
vhy +V2b21}_ whi+wly, TP B
S1.58 S1.88 S 788 S7S8S sr sr r
vbiy +viby, | (W1 4wyl dy Ay || X%

r ri.rs r 7‘5— sr rprs r rs_ sr sr rr rr rr
by +vibyy [ + vibi +vyby, ay ay I Ly
I rs rp.rs Sr ri.rs r.rs Sr sr rr rr rr
Vi bj; + V2b21_ W vib+ Vzbzl_ ay, ay | Ly Ly |y
B 1. rs r VS_ S Sr rr rV__ rs
Vbl +vyby) ay ay | L) e

; (22)3

rrs rL.rs sr sr rr rr
_V1b11+V2b21_ ay, Ay | b lzz__ez

Similarly, we can derive the decomposition of Country r’s gross exports in a similar
way. To save space, we list the equation in appendix B.

Equation (22) indicates that the gross exports of a country can be completely

> Appendix A provides the relationship between global and local Leontief inverse matrix in the two-country,
two-sector case in details.
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decomposed into the sum of nine terms. It is a generalization of equation (13) in KWW
for the case of a country’s aggregate exports; with the domestic pure double counted term
being further split into terms related to production of final and intermediate goods
exports, respectively.

To better understand each term in this accounting equation, we provide the following
economic interpretations: The first term is domestic value added embodied in the final
exports of the 1 and 2™ sectors of Country s. Each of them has two parts: domestic value
added created by the sector itself and domestic value added created by the other sector
embodied in the sector’s final exports. The second term is domestic value added

embodied in Country s> 1* and 2™ sector’s intermediate exports which are used by

Country r to produce final goods, »|" and Y5, that are consumed in r. These two terms

are domestic value added embodied in Country s’ gross exports which are ultimately
absorbed by Country r. They are value added exports of Country s.

The third term is domestic value added embodied in Country s’ 1 and 2™ sector’s
intermediate exports used to produce Country r’s final exports, i.e. Country s’ imports of
final goods from r. The fourth term is domestic value added embodied in Country s’ 1*
and 2™ sector’s intermediate exports that are used by Country r to produce intermediate
exports and return to Country s via its intermediate imports to produce its domestic final
goods. These two terms are domestic value added embodied in the 1% and 2™ sector’s
gross exports, respectively, which return home and are finally consumed in Country s.

The first four terms are the domestic value added (GDP) embodied in the 1* and P
sectors’ gross exports of Country s, which include value added created from all sectors in
Country s.

The fifth term is the domestic value added of Country s' 1* and 2" sector’s
intermediate exports which return home as its 1** and/or 2™ sector's intermediate imports
and are used for production of Country s’ both sectors’ final exports that are finally
consumed in Country r. They are parts of the value added in Country s' final exports and
are already counted once by the first term of equation (22). For this reason they are a
portion of domestic double counted terms caused by the back and forth intermediate
goods trade in order to produce final goods exports in Country s.

The sixth term is domestic value added of Country s' 1 and 2" sector’s intermediate
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exports that return home as intermediate imports and are used for production of Country
s’ intermediate exports to Country r. It is also a domestic double counted portion caused
by the back and forth intermediate goods trade but to produce intermediate goods exports
in Country s.

The sum of the first to the sixth terms equals the domestic content of the 1* and o

2 2
sectors’ gross exports, vabffef’ and Zvjb;;e;’ . A detailed proof'is given in Appendix C.

The seventh term is foreign value added used in Country s' 1* and 2" sector’s final
goods exports. Each of them also has two parts: foreign value added from the sector itself
and from the other sector used to produce final exports from Country s. Adding up the
first and the seventh terms accounts 100% of the value of the final exports in Country s
by sector.

The eighth term is foreign value added used to produce the 1% and 2™ sector
intermediate exports of Country s, which are then used by Country r to produce its
domestic final goods. Summing the seventh and eighth terms yields the total foreign
value added embodied in the 1% and 2™ sectors’ gross exports of Country s, respectively.

The ninth term is foreign value added embodied in the 1% and 2™ sector’s
intermediate exports used by Country r to produce its final and intermediate exports,
which is a pure foreign double counted term of Country s’ exports. Adding up the eighth
and ninth term yields the foreign content of the 1* and 2™ sector’s intermediate exports.

Therefore, summing up the seventh to the ninth terms equals the foreign content of
2 2
the 1% and 2" sector’s gross exports of Country s, Zv[ ble’ and Zv{bg"e;" , respectively.

It is easy to show that the aggregation of the two sectors in equation (22) results in
equation (13) in KWW. A detailed proof is given in Appendix D. A numerical example to

illustrate various concepts discussed in this section is provided in Appendix E.

2.3 Decompose intermediate and gross trade: 3-countries and 2-sectors
Examining a three-country case in detail is useful for two reasons: (i) it exhibits
nearly all the richness of the fully general multi-country analysis, and (i1) analytical

solutions remain tractable and continue to have intuitive explanations.
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We use a superscript s, to represent the source country, r to represent the partner
country, and t to represent the third country, and define the country set G = {s, r, t}.
Based on the Leontief insight, from a three-country two-sector ICIO model we can
decompose Country r's gross output into the following nine components according to
where they are finally absorbed:

X" =B"Y'+B"Y +B"Y’
=B"Y*+B"Y" +B"Y"+B"Y"+B"Y" +B"Y" + B"Y* + B"Y" + B"Y"

(23)

Where B denotes a 2 by 2 block Leontief inverse matrix, which is total

intermediate input requirement coefficients that specify the amount of gross output from

Country r required for a one-unit increase in final demand in Country k. X" and Y are

vectors of Country r’s gross output and Country k’s final goods outputs respectively,
r rs rr r sk sk k ks kr ki
X = Xo_h +X +X1t . B = by b, Yk = N_| M +y keG=ls,rt)
R o N Ll 3 B L B St ool o
Insert equation (23) into the last term of equation (10), we can decompose Country

s’ gross intermediate goods exports according to where and how they are absorbed as

follows:

ASrXr :AsrBrrYrr'i'AvB”Ytt +AS}‘BrrYl‘t+ASrBrtytr+ASrBrrY}‘S +AS1‘BrthS (24)
+ ASVBVSYSS + ASVBI'S (Y.S'r + YS[)

Comparing equation (24) with equation (12), the intermediate goods exports
decomposition equation in the 2-country, 2-sector case, the first, fifth, and seventh term in
equation (24) are exactly the same as the first three terms in equation (12) and have
similar economic interpretations, except that they are expressed in aggregate matrix
notations®. They are part of Country s’ intermediate goods exports used by partner
Country r to produce final goods and are consumed in r; to produce final goods exports
that are shipped back to Country s; and to produce intermediate exports that are shipped
back to and used by Country s to produce domestically consumed final goods. The last
term in the two equations also has similar economic interpretation. Both are part of

Country s’ intermediate goods exports used by importing Country r to produce

% The full derivation process in detailed matrix notation similar to section 2.2 (Equations 23 to31) is listed
in Appendix H for interested readers.
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intermediate goods exports that are shipped back to Country s to produce its final goods
exports that are ultimately consumed abroad. However, in equation (12), the term only
has final goods exports to Country r, while in equation (24), the term also includes final
goods exports to the third country t.

Four additional terms appear in equation (24), namely, the second, third, fourth and
sixth terms, all of which are related to the third Country t. The second term is Country s’
intermediate exports used by the direct importer, Country r, to produce intermediate
goods that are exported to the third Country t for production of finally goods consumed in
t. The third term is Country s’ intermediate exports used by the direct importer, Country r,
to produce final exports which are ultimately absorbed by the third Country t. The fourth
term is Country s’ intermediate exports used by the direct importer, Country r, to produce
intermediate exports to the third Country t for production of final exports that return to
the direct importer (r). The sixth term is Country s’ intermediate exports used by the
direct importer (r) to produce intermediate exports to the third Country t for its
production of final exports that return to Country s. These additional terms and their
relative importance are measures of different patterns of production sharing that involve
more than two countries and only can be observed in a setting with three or more
countries.

The eight terms in equation (24) collectively decompose completely Country s’
intermediate exports according to where and how they are finally absorbed.

In the three-country ICIO model, the gross output production and use balance, or the
row balance condition becomes:

X =A"X' 44" X"+ A" X" +Y" " +Y" +Y" 25)

=A"X +Y " +E*+E"=A"X +Y" +E"~

Where E” = E™ + E" is total gross exports of Country . Re-arrange equation (25)
Xr — ([_Arr)fl Yrr + ([_Arr)flEr* (26)
Therefore, the intermediate goods exports by Country s can also be decomposed into

two components according to where it is used similar to a single-country 10 model:
ASVXV — ASVLVVYI’V +ASVL}'VE)"* (27)

Although expressed in aggregate matrix notation, equation (27) is almost the same
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as equation (17), except its last term on the RHS also includes Country s’ exports to the
third Country t in addition to its exports to Country r.

It is important to note that the value-added multipliers of Country s and r are exactly
the same in the 3-country, 2-sector model as in the 2-country, 2-sector case as specified in
equations (17) and (18). The value-added multiplier of Country t can be defined in a
similar way:

v =l v;{”fi bﬂ ot vgbs, ik i) 29

by, by,

and the sum of equations (17),(18) and (28) equals unity, i.e:

VB +V'B* +V'B" =1 1] 29)

Finally, based on the Leontief insight, Country s’ final goods exports can be

decomposed into Country s, r, and t ’s value-added as follows:
Ysr — (VSBSS)T#Ysr + (VrBrS)T #Ysr + (VtBts )T#Ysr (30)

Combine equations (24), (27), (29) and (30), we can obtain the gross exports
decomposition equation in the 3-country, 2-sector model in a similar way as the 2-country

2-sector case. Detailed derivation is provided in Appendix G.

EV =YY+ A" X =(V'B*) #Y" +(V' L") #(A"B"Y" )+ (V L") #(4"B"Y")
+ (VL) #(A"B"Y™" Y+ (V°L”) #(4"B"Y")
+ (VL)Y #(AB"Y™ )+ (VL) #(A"B"Y" )+ (V' L™ ) #(4"B"Y™)
+ (VL) H[AB” (Y + Y+ [V (B* = L") #(4" X")
+ (V' B #Y" + (V' B*) #(A"L"Y" )+ (V' B") #(A"L"E")
+(V'BY #Y" +(V'B*) #(A"L"Y")+(V'B*) #(A"L"E"™)

€2))

Except for expressing in aggregate matrix notations, equation (31) is similar to

equation (22) but with seven additional terms, all of which involve the third Country t.

Four of them are domestic value-added components. The third term is Country s’
domestic value-added in its intermediate exports used by the direct importer (Country r)
to produce intermediate exports to the third Country t for production of latter’s domestic

final goods; the fourth term is domestic value-added in Country s’ intermediate exports
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used by the direct importer (r) for producing final goods exports to the third Country t;
the fifth term is domestic value-added in Country s’ intermediate exports used by the
direct importer (r) to produce intermediate exports to the third Country t for its
production of final goods exports that are shipped back to the direct importer (r); and the
seventh term is domestic value-added in Country s’ intermediate exports used by the
direct importer (r) to produce intermediate exports to the third Country t for the latter’s

production of final goods exports that are shipped back to the source Country s.

Two of the seven additional terms are foreign value added components. The
fourteenth term is foreign value added from the third Country t used by Country s' 1** and
2" sectors to produce final exports from Country s. Adding up the first (domestic value
added from source Country s), eleventh (foreign value added from Country r) and
fourteenth term (foreign value added from Country t) accounts for 100% of the value of
the final exports in Country s by sector.

The fifteenth term is foreign value added from the third Country t used to produce
the 1% and 2™ sectors’ intermediate exports of Country s, which are then used by Country
r to produce its domestic final goods. Summing the eleventh, twelfth, fourteenth and
fifteenth terms yields the total foreign value added embodied in the 1¥* and 2™ sectors’

gross exports of Country s respectively.

Similar to the ninth term in equation (22), the thirteenth and last terms in equation
(31) are foreign value added (value-added from Country r and t) embodied in the 1% and
2" sectors’ intermediate exports used by Country r to produce its final and intermediate
goods exports to the world (sum of exports to Country s and t), which are double counted

terms in Country s’ gross exports originated from foreign countries.

Coming to the rest of the six terms in equation (31), the first, second, sixth, eighth,
ninth and tenth terms have similar economic interpretations as the first six terms in
equation (22), so we do not repeat them here to save space. The sixteen terms completely
decompose bilateral gross exports from Country s to Country r into different value-added
and double counted components, and their sum equals 100% of bilateral trade flows at the
sector level. The disaggregated accounting framework made by equation (31) is also

diagrammed in Figure 1.
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Figure 1a Gross Exports Accounting: Major Categories
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Figure 1b Gross Exports Accounting: Domestic Value-
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Figure 1c Gross Exports Accounting: Foreign Value-Added
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With our bilateral/sector gross exports decomposition equation (31) in hand, we can
reflect on a proper definition of the value-added exports to gross exports ratio (the VAX
ratio) and double counted measure at the bilateral/sector level.

Define domestic value added in bilateral exports in sector 1 from Country s to
Country r that are ultimately absorbed by other countries as the sum of the first five terms
in equation (31)

dva” =iy +vib)yy + (L +v;1;j)za Zb” v+

(32)

+ (I vl )Za Zb,’,i Vv +21)

Value-added exports from Country s to Country r based on backward linkages are

2 2
vi(e]) = Wby + b))y + LT + Vi)Y ay > (B + b))
ik (33)

2

2
+ W7 +v§l§f)z a;’z (b ¥ +b v}
J k

Note that dva” includes value added absorbed by not only Country r, but also the

third country t (b, y7 andb;y/ in equation (32)), while backward linkage based value
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added exports measure v#(e;") includes not only value added exports from Country s

embodied in its own gross exports to Country r (the second term in equation (33)), but
also value added exports by Country s embodied in its gross exports to the third Country
t, that are finally absorbed by Country r (the last term in equation (33)).

Value added exports from Country s to Country r based on forward linkages are
2

v =v Y by + v st V7 v st’ (34)
J

The following four propositions summarize our major analytical results’:
Proposition A: In a three-country world, dva”, vt(e;"), andvt", are not equal to

each other in general except under special restrictions. In addition, the following

aggregation relations (1)-(3) always hold:

(1)zw<e“> zvf’ O dvar =S wier)s DX vie) =3 vr =37 dve” ; and

r#s r#s r#s i=1 r#s i=1 r#s i=1

2 2 G G
4) Zdvaj’ # thf’ , andzdva;‘" # ZVI}W hold in general except for special cases.

i=1 i=1 rE£Ss r#s
Proposition B: In a three-country world, dva” is always less than or equal to e;”,

the sector level gross bilateral exports. Therefore domestic value added absorbed abroad

to gross exports ratio is upper-bounded at 1, i.e. ¥4 _,
e’

i

G
Proposition C: vi(e") = th(ef’), the sector level value added exports measure based

r#s

on backward linkages is always less than or equal to Country s’ gross exports of sector 1

G
to the world: e = Zefr . Therefore, backward linkage based value-added exports to

r#s
vt(e B
e.

i

gross exports ratio is upper-bounded at 1, i.e <1

Proposition D: vt is always less than or equal to sector level value-added

. . % G thy* * . . .
production. i.e.vg" = ve* <v'x; . Therefore, —/—<1, vy to GDP by industry ratio is
V. X

u#s i i

upper-bounded at 1.

" Due to space limitation, we leave the derivation of equations (32) to (34), mathematical proofs of the four
propositions A-D, and detailed discussion of the relationship between the two type measures of value-added
exports and domestic value-added in gross exports in Appendix H for interested readers.
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The intuition behind these propositions is simple. As shown in Appendix F and H,
the sector level direct value-added exports are the same for both value-added export
measures, but the sector level indirect value-added exports can be very different. The
indirect value-added exports in the forward linkage based measure are the sector’s value
added embodied in other sector’s gross exports, which has no relation with the gross
exports from that sector. Therefore, the value added exports to gross exports ratio defined
by Johnson and Noguera (2012) at the sector level is not desirable since its denominator
(sector gross exports) does not include the indirect value-added exports from other
sectors. It is common in the data for some sectors to have no gross exports, but their
products are used by other domestic industries as intermediate inputs and thus they can
have indirect value added exports through other sectors. In such cases, the VAX ratio will
become infinitive. Similarly, at the bilateral level, due to indirect value added trade via
third countries, two countries can have a large volume of value added trade even when
they have no gross trade. Therefore, it is not possible to define a well-behaved ratio of
value-added exports to gross exports that is upper bounded at 1. However, because such
indirect value-added exports are part of the total value-added created by the same sector,
the forward linkage based value-added exports to GDP ratio can be properly defined at
the sector level.

Analytical results based on propositions A-D show clearly that the VAX ratio
defined by Johnson and Noguera (2012) cannot be used as a summary measure of value-
added content and double counting of gross exports except at the country aggregate level.
The correct measure at the bilateral/sector level is the share of domestic value-added that
is absorbed abroad in gross exports. However, when the bilateral/sector decomposition is
aggregated to the country/sector level, the VAX ratio computed based on backward
linkage equals domestic value-added in exports that stay abroad (no need to separate
different destinations), so the definition of value-added exports can be consistently
maintained. In such a case, only the backward linkage based VAX ratio defined in this
paper is upper bounded at 1, while the forward linkage based VAX ratio widely cited in
the literature is not.

2.4 A numerical example

We now provide a numerical example to illustrate various concepts discussed so
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far. Suppose a simple 3-country, 2-sector ICIO table as summarized in Table 2 below:

Table 2 3-Country, 2-Sector Numerical ICIO Table

Intermediate Uses Final Uses
Country s R T Gross
G y* A outputs
Country Sector sl s2 rl r2 t1 t2
sl 1 1 0 0 0 0 9/10 1/10 0 3
s
s2 0 1 0 1 0 0 1 0 0 3
rl 0 0 1 1 0 0 0 1 0 3
r
r2 0 0 1 1 0 0 0 1 1 4
tl 1 0 0 0 1 0 1 0 0 3
t
t2 0 0 0 0 1 1 0 0 1 3
Value-added 1 1 1 1 1 2
Total inputs 3 3 3 4 3 3

The gross intermediate exports (EI) and final good exports (EF), the direct input
coefficient matrix (A), Global Leontief inverse (B), Local Leontief inverse (L) and direct
value-added coefficient vector (V) can be easily obtained from Table 2. By applying
decomposition equation (31), we can fully decompose each of the three countries’ gross
bilateral exports into sixteen value added and double counted components as reported in
table 3. All these detailed numerical computations are listed in Appendix L.

This example shows that one has to be careful about defining the VAX ratios at
either bilateral, sector, or bilateral sector level. If one were to use the definition by
Johnson and Noguera (2012) which is based on forward linkages, 6 out of the 12 VAX
ratios at the bilateral sector level would be undefined (going to infinity) (shown in
Column 18 of Table 3). If one were to define the VAX ratio based on backward linkages,
it would be undefined for four cases (shown in column 20 of Table 3). At the aggregate
bilateral, the VAX ratio based on either forward or backward linkages would be
undefined in 2 out of the 6 cases (rows ST and TR in Table 3). We advocate computing
the share of domestic value added that stays abroad (computed in column 16 of Table 3)
as a summary statistics for inverse measure of vertical specialization in world production
or international production sharing at any level of disaggregation. Such a measure is
always bounded between zero and 100%. Note that at the country aggregate level, our

measure coincides with the other two.
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Table 3: Gross Exports Decomposition Results: 3-Country, 2-Sector Numerical Example

Value Value

VAX F Added
Trade T5- T12- Gross % of  paoded e VAX B
Flows 11 T2 T3 T4 0 T7 TETI0 TH 0 T TIS TI6 SONC DVA U Bwes Ratio  Epers. o

J&N)

sr1  1/20 0 0 0 0 0 0 0 0 1/20 0 0 1/10 1/20 50% 1/5 200% 1/5 200%

stl 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0% 1/10 ) 0 0%

rtl 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0% 1/5 o0 0 0%

rsl 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0% 0 0% 0 0%

ts1 1 7/10  3/20 1/20 0 1/10 0 0 0 0 0 0 2 19/10  95%  17/20 43% 19/20 73%

trl 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0% 1/10 o0 1/10 0

Sr 1/20  9/20 0 3/10 0 0 0 0 0 1/20  3/20 1/10 11/10 4/5 73% Y2 45% 12 45%

Rt 3/5 0 0 0 0 0 0 1/10 0 3/10 0 0 1 3/5 60% 3/5 60% 3/5 60%

Ts 1 7/10  3/20 1/20 0 1/10 0 0 0 0 0 0 2 19/10  95%  17/10 85% 17/10 85%

S 120 920 0  3/10 0 0 0 0 0 1/20 3/20 1/10 11/10 4/5 73% 4/5 73% 4/5 73%

T 1 7/10 320 1/20 0 1/10 0 0 0 0 0 0 2 19/10 95%  19/10 95% 19/10 95%
Note: 1. Row label “sr1” represents the 1% sector’s trade flow from Country s to r; “rs2” represents the 2™ sector’s trade flow from Country rto s ... and so on.
2. T1-T16 is correspondent to the 16 terms in equation (31) and the 16 boxes in figure 1.
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2.5 The general case of G countries and N sectors

Extending the 3-country, 2-sector model to a general model with G countries and
N sectors is straightforward. Country s’ intermediate exports to Country r can be split

into eight terms similar to equation (24):

A.W'Xr :ASI'BT‘I'Y)")' + A.\‘V iBr[Y[f + ASVBVV iY}'t + ASr iBl’t iY[u

t#s,r t#s,r t#s,r u#s,t (3 5)
G G
+ AsrBrrYrs + Asr ZBNYIS + AsrBrsYss + AsrzBr:Y:t
1£8,r t#s

where 4" is an NxN block input-output coefficient matrix, B denotes the NxN block
Leontief (global) inverse matrix, X is an Nx1 vector that gives Country r’ total gross
output. ¥ is also an Nx1 vector gives final goods produced in s and consumed in r.
Although each of the 8 terms has the same economic interpretations as the
corresponding terms in equation (24), all of the third-country terms in equation (35)
include all other remaining counties.
Define total value-added multiplier for every country, similar to equations (17),

(18), (19), and (28):

Z Vb, Z vl’bl’f ﬁ: vib! | z V; fo

N
g Zvj’bf; VIR Zv;‘bg VB - Zv;b;; o Zv;zg' (36).

188 rs tyts sS
Z vl blN Z vl blN Z vl blN z vl llN

G
Using equations (27), (35) and the property of ZV”B” =u, and adding the

decomposition of Country s’ final goods exports to Country r based on the Leontief
insight, we obtain the decomposition equation of gross bilateral exports from Country
s to Country r for the general G-country N-sector setting. Step by step derivations are

given in Appendix J.
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Esr — (VSBSS)T#YSV + (VSLSS)T#(AsrXr) + (VSBSS _ VSLSS)T#(ASFXV)

G G
+(VrBrx)T#Yxr +(VrBrS)T#(Aerr)+(ZVtth)T#Ysr +(ZVtBtA')T#(Aerr)

t#s,r t#£s,r

G
— (VSBSS)T#YS}” +(VSL55)T#(ASVBH‘YW) +(VSLSS)T#(Asr ZBrtYn)

t#s,r

G G G
+ (VSLS‘S)T#(AK}'B}‘T ZY”) + (VSLSS)T#(AA‘}’ z ZBrtYm) (37)

t#s,r 1#£S,ru#s,t

G
+ (VSLSS)T#(AS}”BVVY"S) + (VSLSS)T#(ASV ZBMYIS) + (VSLSS)T#(ASI‘B}‘SYSS)

t#s,r

G
+ (VSLXS)T#(AWZBHY”) + (V.yBsx _ VA\‘LA\'A\‘)T#(ASI'XI")

+ (VrBrA‘)T#Yxr + (VrBrS)T#(Aerrryrr) + (VrBrS)T#(AsrerEr*)

G G G
+(ZVtBt,Y)T#YSr +(ZVIBIS)T#(AWLWYW)+(ZVtBtS)T#(AsrerEr*)

t#s,r t#s,r t#£s,r

Summing up equation (37) across the G-1 trading partners and N sectors, we
obtain a decomposition equation for total gross exports of Country s, which can be
verified to be identical to equation (36) in Koopman, Wang, and Wei (2014). Detailed
derivations are also given in Appendix J. This formally shows that our formula

generalizes the one in KWW to any level of disaggregation.

3. Decomposition Results for 40 Economies during 1995-2011

In this section, we apply our disaggregated accounting framework to the World
Input-output Database (WIOD). The WIOD, developed by a consortium of eleven
European research institutions funded by the European Commission, provides a time
series of inter-country input-output (ICIO) tables from 1995 to 2011, covering 40
economies including all major industrialized countries and major emerging trading
nations. Timmer et al. (2012) provide a detailed description of this database.

Our disaggregated accounting framework produces a series of panel data sets,
consisting of many GN (1435) by G (41) and GN by GN matrices each year,
collectively taking up more than 20 gigabytes of storage space when the
decomposition is computed at the most detailed level. To illustrate the estimation
outcomes in a manageable manner, we provide a series of examples, which are

selected and processed from subsets of the detailed results.
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3.1. Decomposing gross exports into their four major components at the country-
sector level

We first look at the decomposition for the gross exports of US transport equipment
sector (WIOD sector 15). The sector includes automobiles and airplanes and is one of
the most important export sectors for the United States. The decomposition for 1995-
2011 is presented in Table 4a. Column 2 records the gross exports in millions of
dollars (current price). In the next four columns, we report the four major components
of gross exports: domestic value added that is ultimately absorbed abroad (DVA for
short), foreign value added used in the production for the exports (FVA for short),
returned value added or the portion of domestic value added that is initially exported
but ultimately returned home by being embedded in the imports from other countries
and consumed at home (RDV for short), and pure double counted terms (PDC for
short) due to the back and forth intermediate goods trade, all expressed in percentage
of gross exports. On average, DVA is under 70% of gross exports, while FVA that is
embedded in US transport equipment exports is somewhere between 12-22% of the
gross exports.

The remaining parts consist of returned domestic value added (RDV) and pure
double counting (PDC). When we compare with the next example (Mexico’s electric
equipment exports), we will see that the RDV share for the US transport equipment
exports is relatively high. This suggests that a fraction of the US exports are parts and
components that are used as intermediate inputs in the production of transport
equipment or refined components that are re-imported back to the United States.

Table 4a: Decomposition of US Transport Equipment Exports (WIOD sector 15)

Year Gross DVA Share FVA Share RDYV Share PDC Share
Exports (% of (2)) (% of (2)) (% of (2)) (% of (2))
@ 2 (&) “ 3) (6)
1995 90,737 70.3 12.1 12.6 5.0
2000 124,345 67.2 12.0 14.5 6.4
2005 150,442 66.0 15.1 11.8 7.0
2007 194,374 67.8 16.6 8.9 6.7
2009 158,999 74.6 15.8 5.1 4.4
2010 179,540 68.1 20.7 5.2 6.0
2011 198,891 67.0 21.9 5.0 6.1

The four components exhibit different trends. Clearly, the FVA share has
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increased over time from 12.1% in 1995 to 21.9% in 2011. In comparison, the RDV
share has declined from 12.6% to 5.0% during the same period.

We note that our definition of DVA at the sector level differs from that of
value added exports defined by Johnson and Noguera (2012). The VAX measure
describes the amount of domestic value added that originates in this sector (transport
equipment) that is exported and absorbed abroad. It excludes domestic value added
originated in other sectors (e.g., services) that is exported via the transport equipment
sector. The ratio of VAX to gross exports for the US transport equipment sector is
33.3% in 1995 and 24.8% in 2011, which are less than half of the DVA shares in gross
exports in the corresponding years.

We now look at the decomposition of Mexico electrical and optical equipment
(WIOD sector 14) exports. The results are presented in Table 4b. An important feature
of this example is the relatively high share of foreign value added in Mexico’s exports
in this sector. Indeed, FVA is often higher than DVA, driven in a significant part by
imported components in the Maquiladora factories. Note that RDV is tiny in Table 4b

(column (5)).

Table 4b: Decomposition of Mexico Electrical and Optical Equipment Exports
(WIOD sector 14)

Year Gross DVA Share FVA Share RDYV Share PDC Share
exports (% of (2)) (% of (2)) (% of (2)) (% of (2))
) 2 3) “) 5) (6)
1995 17,394 45.5 49.5 0.2 4.9
2000 46,483 44.6 49.1 0.3 6.0
2005 54,983 41.0 48.8 0.4 9.9
2007 69,083 419 47.8 0.3 9.9
2009 56,401 43.0 48.7 0.3 8.0
2010 67,893 40.1 50.6 0.3 9.1
2011 71,397 38.5 52.1 0.3 9.2

3.2 Further decomposing foreign value added (FVA) and imported content (VS)
by source countries

Our decomposition formula allows us to trace the FVA in that sector to the
original countries. The evolution of the top five foreign suppliers of value added in
the US transport equipment sector is presented in Table 5a. In the 1990s and early

2000s, Japan and Canada are the top two suppliers of foreign value added. However,
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in more recent years, China has become the top supplier, followed by Canada and
Japan.
Table Sa: Main Source Countries for Foreign Value Added in US Transport

Equipment Exports (WIOD sector 15) (Unit: % of gross exports)

Year 1995 2000 2005 2010 2011
FVA (VS) share of gross exports 114 (16.0) 11.0(16.9) 13.520.9) 18.4(25.6) 19.3(27.0)
China 03(04) 0407  12(19) 3041 3345
Canada 1825 199 2132 2432  24(33)
Japan 2737 2028 1826 2228 2227
Mexico 06009  08(13)  12(18) 2027 2129
Germany 09(12) 0912  12(1.7)  14(18)  15(1.9)
Korea 05(0.6)  03(0.5)  05(0.7)  08(1.0)  08(l.I)
United Kingdom 06(09  08(L1)  06(09 0709  0.7(0.9)

FVA share by top suppliers in Mexico’s electrical and optical equipment exports is
presented in Table 5b. The United States is the leading supplier of foreign value added
to Mexico throughout the sample. However, in terms of relative changes, the most
striking feature of Table 5b is the rapid rise of China, and a corresponding decline of
the United States. The table suggests that, in a few years, China may very well
overtake the United States as the leading foreign supplier of value added to Mexico’s

electrical and optical equipment industries.

Table Sb: Main Source Countries for Foreign Value Added in Mexico’s
Electronics Exports (WIOD sector 14)(Unit %)

Year 1995 2000 2005 2010 2011

FVA(VS) share of gross exports 48.1(54.2) 47.6 (54.9) 459 (58.4) 46.5(59.4) 47.5(61.0)

USA 313(348) 30.0(340) 169(20.7) 152(18.3) 15.1(18.1)
China 0.6 (0.7) 1.1(1.4) 53(70)  109(142) 11.9(154)
Japan 4.1 (4.6) 333.7) 48(5.9) 3.4(4.0) 3.1 (3.6)
Korea 1.1(1.2) 1.6(1.8)  24(29) 27(32) 2934
Germany 1.9 (2.1) 1.720) 2429 20024) 2.1(4)
Taiwan 0.9 (0.9) 0.9 (1.1) 1.72.1) 1.6 (1.9) 1.5(1.8)
Canada 1.0(1.2) 1.2 (1.4) 1.0 (1.4) 1.1(1.5) 1.0 (1.4)

Vertical specialization or VS, defined as foreign contents in a country’s gross
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export is a summary statistics to measure international production sharing widely used
in the literature (e.g., Hummels, Ishii, and Yi (2001), and Antras, (2013). We report its
share as gross exports in parenthesis alongside with the share of FVA in Table 5a-b.
The difference between FVA and VS share is the share of pure double counting due to
the back and forth intermediate goods trade originated from foreign countries. Those
intermediate trade transactions are not part of any country’s GDP or final demand,
similar to domestic inter-industry transactions that use one type intermediate input to
produce another type intermediate inputs, just because all cross country trade
transaction are recorded by each country’s custom authority, so they show up in the
official trade statistics, different from domestic intermediate input transactions that are
deducted from total gross output when official GDP by industry statistics is account
for. We will further discuss the structure of VS and its implications for cross country

production sharing in the next sub-section.

3.3 Tracing structures of Vertical Specialization across countries and over time

As showed by our gross exports decomposition equation (31) and Figure Ic,
there are different components within VS and each of these components has different
economic meanings and represents different types of cross-country production sharing
arrangement. For example, large share of foreign value-added in a country’s final
goods exports (FVA_FIN for short) may indicate that the country mainly engages in
final assembling activities based on imported components and just participates in
cross-country production sharing on the low end of a global value chain, while an
increasing foreign value added share in a country’s intermediate exports (FVA INT
for short) may imply the country is upgrading its industry to start producing
intermediate goods for other countries, especially when more and more of these goods
are exported to third countries for final goods production. The latter is a sign that the
country is no longer at the bottom of the GVCs.

Pure double counting of foreign value-added in a country’s exports (FDC for
short) can only occur when there is back and forth trade of intermediate goods. An

increasing weight of FDC share in VS indicates the deepening of cross-country
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production sharing. Intermediate goods have to cross national borders multiple times
before they are used into final goods production. Therefore, knowing the relative
importance of these components and their changing trend over time in a country’s
total VS can help us to gauge the depth and pattern of cross-country production
sharing and discover the major driver of the general increase of VS in a country’s
gross exports during the last two decades.

As shown in Table 6, across all countries and all sectors, the total foreign
content (VS) sourced from manufacturing and services sectors used in world
manufacturing goods production has increased by 8.3 percentage points (from 22.5%
in 1995 to 30.8% in 2011, column 3). Interestingly, the VS structure information
reported in the last three columns indicates that this net increase is mainly driven by
an increase of FDC. This suggests that the international production chain is getting
longer; over time, a rising portion of trade reflects intermediate goods made and
exported by one country, used in the production of the next-stage intermediate goods
and exported by another country to be used by the next country to produce yet another
intermediate good. This progressively more trade of intermediate goods that cross
national borders multiple times is what gives the rising share of FDC.

Table 6: Average VS Structure of World Manufacturing Industries

Year Gross exports VS share in o of VS

gross exports FVA_FIN FVA_INT FDC
1995 4,020,202 22.5 455 34.9 19.5
2000 4,916,605 26.5 45.7 322 222
2005 7,850,625 299 423 325 25.1
2007 10,472,405 31.6 40.7 324 26.9
2009 9,093,710 28.4 433 334 23.2
2010 10,878,662 30.3 41.7 33.6 24.7
2011 12,458,263 30.8 40.6 34.5 25.0

Note: VS is sourced from manufacturing and services sector only.

Because the share of foreign value-added in final goods exports in total VS
has declined by about 5 percentage points during the same period (from 44.5% in
1995 to 40.6 in 2011), and because the share of foreign value-added in intermediate
goods exports) in total VS stayed almost constant, the increase of VS share in world

manufacturing exports is driven mainly by an increase in FDC share (from 19.5% in
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1995 to 25% in 2011). If this trend continues, the FDC share may reach the level of
the FVA share and become an important feature of cross-country production sharing.
If we add the shares of FVA INT and FDC, these two components involving
intermediate goods trade have already accounted for about 60% of the total
manufacture VS in 2011.

Of course, there is heterogeneity in the VS structure both across countries and
across sectors, especially between industrialized and developing economies. Table 7
reports total VS and its structure in electrical and optical equipment exports for six
Asian economies: Japan, Korea, Taiwan, China, India and Indonesia. The three
industrialized Asian economies are reported in the right panel. Despite their difference
in the level of total VS shares, their VS structure is very similar: lower and declining
in FVA_FIN, relatively stable in FVA INT and rapid expanding in FCD. Taiwan’s
VS structure is an informative example (presented in right bottom 5 rows in Table 7).
Taiwan is an important supplier of parts and components, and crucially, as Taiwan
often occupies several different positions on the global production chain (since it
produces both inputs into chip making, memory chips themselves, and components
that embed the chips), the collective shares of FDC and FVA_INT already exceed
80% of its total VS (or 40% of its gross exports) since 2005. In comparison, for other
developing Asian countries such as China, India and Indonesia (presented in the left
panel of Table 7), the share of FVA_FIN still accounts for about 50% their total VS
until 2011. However, there are also interesting differences among the three emerging
Asian giants: the VS structure change during the 17 years for China was mainly
driven by the decline of FVA FIN and increase of FDC, while FVA INT stayed
relatively stable. For Indonesia, it was driven by the rapid expanding of both
FVA_INT and FDC, both of them increased more than 10 percentage points during
this period, indicating that there was rapid upgrading of Indonesia’s electrical and
optical equipment industries during this period. While for India, the later-comer in
Asian and global production network of electrical and optical equipment, its share of
FVA-FIN rose (from 38.2% in 1995 to 52.8% in 2011) and FVA_INT share continued

to decline (from 40.2% in 1995 to 25.3% in 2011), while FDC share stayed relatively
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stable in the last 17 years. This might result from a strategic shift from import
substitution to export oriented development; it is also consistent with a move from the
upper stream portion of the production chain to a more downstream position as China
and Indonesia did decades ago. These empirical evidences indicate that the structure
of VS in addition to its total sums offer additional information about each country’s

respective positions on the global value chain.

Table 7: VS Structure of Electrical and Optical Equipment Exports for Selected
Asian Economies

Year  Gross VS % of VS Gross VS % of VS

Exports  share in FAV FVA FDC  Exports  share in FAV FVA _ FDC

Gross — pIN  INT Gross © pIN  _INT
Exports Exports
China Japan
1995 34,032 22.1 56.9 27.5 15.6 124,265 6.7 44.6 34.8 20.6
2000 68,998 25.9 54.0 23.9 22.1 136,123 9.5 435 29.5 27.0
2005 296,936 37.6 523 244 233 143,324 11.8 355 314 331
2010 638,982 293 50.4 27.0 22.7 162,861 14.9 34.0 35.1 30.8
2011 721,417 28.9 50.2 27.7 22.1 166,935 16.0 33.1 37.5 29.4
India Korea
1995 1,260 10.9 38.2 40.2 21.6 40,639 27.8 30.0 43.7 26.3
2000 1,927 17.8 41.7 322 26.1 60,434 35.1 40.3 30.9 28.7
2005 5,962 20.1 423 30.2 27.5 102,595 34.6 31.0 31.2 37.9
2010 23,994 19.0 54.1 24.0 219 147,823 36.9 24.8 39.3 36.0
2011 29,470 19.4 52.6 25.3 22.1 159,191 36.8 26.4 40.6 33.0
Indonesia Taiwan

1995 2,831 28.7 70.2 19.1 10.7 41,818 43.8 40.2 39.1 20.7
2000 7,637 30.6 53.6 233 23.1 77,861 448 41.0 313 27.6
2005 8,387 29.7 43.6 26.8 29.6 100,957 49.0 222 32.8  45.0
2010 11,666 29.0 46.5 28.1 253 142,943 49.1 15.8 40.2 44.0
2011 12,558 30.7 48.1 29.1 22.8 147,646 48.2 17.4 417 409

Note: VS is sourced from manufacturing and services sector only.

3.4 Two concepts of exports of domestic value added at the country-sector level

As we discussed earlier, there is a backward-linkage based measure of
domestic value added embedded in a country-sector’s gross exports and a forward-
linkage based measure of value added that is originated from a country-sector but is
embedded in the gross exports from all sectors of that country. The distinction of the

two concepts can be seen via an example of German business services exports.
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The first measure of value added is from a recipient or importing country’s
perspective (user’s perspective), and the domestic value added embedded in German
business service exports includes German domestic value added from other German
sectors used as inputs in the production of German business service exports. This
notion of domestic value added exports is called a “backward linkage based” measure.
Columns 2-5 of Table 8 provide a “backward-linkage based” decomposition, similar
to the two examples in section 3.1. In particular, DVA is the domestic value added
from all sectors in Germany that is embedded in its business service sector exports
that are ultimately absorbed abroad. Unsurprisingly, all the other terms, RDV, FVA
and PDC are relatively small. The DVA is about 93% of the gross exports for that
sector.

A second measure, or a “forward linkage based” notion of value added exports
takes into account all value added that is originated in the German business service
industry but is either directly exported by the service sector or indirectly exported by
other German sectors (producer’s perspective). For example, if German automobile
exports uses German business services, that constitutes indirect exports of value
added from German business services, This particular indirect value added exports are
a part of the forward-linkage based exports of value added from the German service
sector (although they are also part of a backward-linkage exports of German value

added that is embedded in German automobile gross exports).

Table 8: German Business Services Exports (WIOD sector 30)

Year TEXP Backward looking (Share) Forward looking (Ratio)
DVA FVA RDV PDC VAX_F RVA _F

(%0f2)) (%of(2) (%of(2)) (%Nof2) (%to(2) (% to (2))
M @ 3) “ 5) (6 ) 8)
1995 14,725 92.9 2.7 32 1.3 377.3 7.4
2000 19,597 914 3.8 2.8 2.0 344.0 6.8
2005 43,240 92.5 3.8 2.0 1.7 293.2 5.2
2007 58,061 92.0 4.0 2.1 1.9 291.1 5.1
2009 59,629 92.5 34 23 1.8 278.7 4.8
2010 59,814 92.6 3.9 1.8 1.7 282.8 43
2011 62,854 92.4 4.0 1.8 1.8 291.6 4.7

If a sector does a lot of indirect exports of its sector-originated value added via
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other sectors, the forward linkage based measure of value added exports can in
principle exceed that sector’s direct gross exports because indirect exports of that
sector’s value added are not part of that sector’s gross exports. This is indeed the case
for the German business services sector. German exports in other sectors commonly
embed value added that is originally from the German business service sector. As we
see in column 7 of Table 8, as a result, the forward linkage based measure of value
added exports from the German business services sector is often 280% to 377% of the
sector’s gross exports. (In contrast, the backward-looking measure of total domestic
value added in a sector’s gross exports is bounded between 0 and 100%.)

These two measures of value added exports at the sector level are useful for
different purposes. If one wishes to understand the fraction of a country-sector’s gross
exports that reflects a country’s domestic value added, one should look at the
backward-linkage based value added for that sector, which by our decomposition
formula is DVA = gross exports — FVA-RDV-PDC. If one wishes to understand the
contribution of all value added from a given sector to the country’s aggregate exports,
one should look at the forward- linkage based measure of value added exports.

We also note briefly that our framework allows distinguishing forward-linkage
based value-added exports measure (VAX F) from GDP by industry in a sectors’
gross exports, which also includes forward-linkage based measure of domestic value-
added in a given sector but finally returns home (RDV_F) in addition to VAX_F. Such
difference is particular important for countries located on the top of a global value
chain. To save space, we report some selected industries examples from our

decomposition results in Appendix K.

3.5 A new measure of Revealed Comparative Advantage which takes into account
both domestic and international production sharing.

The discussion of the forward linkage based measure of value added in a sector’s
exports naturally leads to a revised notion of a country-sector’s revealed comparative
advantage. The traditional definition of a country-sector’s revealed comparative
advantage (traditional RCA, for short) is the share of that country-sector’s gross

exports in the country’s total gross exports relative to that sector’s gross exports from
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all countries as a share of the world total gross exports.
Formally, denoting e, to be the export of good i of Country r, and assuming

that there are N commodities and G countries engaged in trade, then the traditional

RCA is defined as:

. i e

- * ! ; G *
Z € Z Z €

When the RCA exceeds one, the country is said to have a revealed

(3%)

comparative advantage in that sector; when the RCA is below one, the country is said
to have a revealed comparative disadvantage in that sector.

The traditional RCA ignores both domestic production sharing and
international production sharing. To be more specific, first, it ignores the fact that a
country-sector’s value added may be exported indirectly via the country’s exports in
other sectors. Indirect exports of a sector’s value added should be included in a
conceptually correct measure of a country’s sector’s comparative advantage. Second,
it also ignores the fact that a country-sector’s gross exports partly reflect foreign
contents (which show up in both FVA and a portion of PDC). A conceptually correct
measure of comparative advantage needs to exclude foreign-originated value added
and pure double counted terms in gross exports but include indirect exports of a
sector’s value added through other sectors of the exporting country.

Taking into account both domestic and international production sharing, we
propose to define a new measure of a country sector’s revealed comparative
advantage (NRCA for short) as the share of a country-sector’s forward linkage based
measure of domestic value added in exports in the country’s total domestic value
added in exports relative to that sector’s total forward linkage based domestic value
added in exports from all countries as a share of global value added in exports. The

new RCA measure, or NRCA, is:

i(vaxifi’ +rva_ f")

vax_f +rva_ f;
n

Z(vax_ S +rva_ f) ii(vax_f[’ +rva_ f")

NRCA! = (39)
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We report two pairs of examples to demonstrate the difference between the
traditional and the new measures. First, we compute and plot both RCA for China and
the United States in the sector of electric and optimal equipment respectively. The
time series profiles of the RCA for China, computed by both methods are presented in
the left graph of Figure 2. If one looks at the traditional measure of RCA, this is a
strong comparative advantage sector for China, with the RCA exceeding 2.5 since
2007. In contrast, when the new measure of RCA is used, the RCA takes on a much

lower value, about 1.8 in recent years.

Figure 2: RCA Indexes for Electrical and Optical Equipment Exports
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The RCA for the US in this sector is plotted in the right graph of Figure 2. We
see an even bigger divergence between the new and traditional measures. By the
traditional measure, electrical and optical equipment has become a comparative
disadvantage sector for the United States since 2003. However, by the new measure,
not only this sector remains to be a comparative advantage sector for the United
States, the strength of the RCA has in fact increased in recent years. The divergent
trends in the new and traditional measures of the RCA illustrate the potential
misleading nature of the traditional measure. While the traditional measure based on
the gross trade data tells a seemingly sobering story of a decline in the US
competitiveness in the manufacture of electrical and optical equipment, our new
measure reveals the continued robustness of the US comparative advantage in the

industry.
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Figure 3: RCA Indexes for Business Services Exports
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For the second pair of examples, we look at the RCA for India and Germany,
respectively, in the business services sector. The traditional and new measures of the
RCA for India are plotted in the left graph of Figure 3, whereas the two measures for
Germany are plotted in the right graph. India’s business services exports are
legendary due to media reports about Infosys, Wipro, and call centers. Interestingly,
the strength of the RCA for Indian business services is weaker under the new measure
than under the traditional measure. In contrast, German business services exports
attract less media attention than its manufacturing sector export successes. However,
while the business services appear to be a comparative disadvantage sector for
Germany based on gross exports (with traditional RCA <1 throughout 1995-2011), it
is a comparative advantage sector by our new measure that takes into account
domestic and international production sharing. For India, the domestic business
services sector contributes relatively little to the production and exports of other
sectors. For Germany, the opposite is the case; the domestic business services sector
is a significant contributor to the production and exports of automobiles, machineries,
and other products. Once indirect exports of domestic business services are taken into
account, India’s business service exports become much less impressive relative to

Germany and many other developed countries.

3.6 Decomposing bilateral-sector level exports

We consider the US — China bilateral trade in electrical and optical equipment.
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Among all bilateral sector level trade flows in recent years, this is the single biggest
product group measured by the volume of gross trade, with the sum of the two-way
flows reaching 212 billion dollars in 2011. By the gross statistics, presented in column
1 of Table 9, the trade is highly imbalanced, with the Chinese exports ($176.9 billion
in 2011) being five times that of the US exports to China ($35.1 billion in 2011). If we
separate exports of final goods versus that of intermediate goods (reported in columns
2a and 2b of Table 9), we see that most of the Chinese exports consist of final goods,
whereas most of the US exports consist of intermediate goods.

We provide a decomposition of the trade flows for selected years (1995, 2005,
and 2011) in columns (3)-(7) of Table 9. More precisely,

Column (1) = (3)+H4)+(5)+(6)+(7), where column (3), DVA, represents the
exporter’s domestic value added that is ultimately absorbed by other countries,
including both the direct importing country and other foreign countries; column (4),
RDV, is the part of domestic value added initially exported but ultimately returned
home and is absorbed at home; column (5), MVA, is the part of the FVA that comes
from the direct importing country; column (6), OVA, is the part of the FVA that comes
from third countries; and finally, column (7) is the pure double counted items.

Column (3) = (3a) + (3b) + (3¢), that is, the DVA part is further decomposed
into DVA in final goods, DVA in intermediate goods absorbed by the direct importer,
and DVA in intermediate goods re-exported and ultimately absorbed in third
countries.

The decomposition results show that the US and Chinese exports have very
different value-added structures. First, the DVA as a share of the gross exports is
much higher for the US exports (81% in 2011) than for the Chinese exports (about
70% in 2011)®. Second, correspondingly, the FVA share (MVA+OVA) is higher for the
Chinese exports than for the US exports. This is especially true for the OVA share in
China. In other words, the US exports rely overwhelmingly on its own value added

(only 2.1% from China and 5.8% from other countries in 2011), whereas the Chinese

¥ Because WIOD data do not distinguish processing and normal trade, the domestic value added share
for China is likely to be overestimated (Koopman, Wang and Wei, 2012).
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exports use more foreign value added, especially value added from third countries
(with 3.2% from the United States and 23.1% from Japan, Korea, and all other
countries). Third, whereas the RDV share is trivial for China, it is non-negligible for
the United States (7.0% in 2011). This again reflects the different positions the two
countries occupy on the global production chain. As the United States produces and
exports parts and components, it is on the upstream of the chain; part of its value
added in its exports returns home as embedded in imports from other countries. In
comparison, China is on the downstream of the chain; very few of its value added
comes home as intermediate goods in other countries’ exports. This also evidenced by
China having a much higher proportion of FVA used in producing its final goods
exports to the US, while the US has a higher share of FVA in producing its
intermediate goods exports to China.

The decomposition of DVA into (3a), (3b) and (3c) also reveals differences
between the two exporters. In particular, the DVA in the Chinese exports to the United
States is dominated by DVA in the final goods, whereas the DVA in the US exports is
dominated by DVA in intermediate goods that is absorbed by China and other
countries.

As a consequence of these differences in the structure of value added
composition, the China — US trade balance in this sector looks much smaller when
computed in terms of domestic value added than in terms of gross exports. In column
(8), we report forward-linkage based value added exports, or VAX F. Because this
concept captures value added originated in that sector in all downstream sectors of
exports from the exporting country but excludes contributions of value added from
other (upstream) domestic sectors to the electric and optical equipment sector, it is
generally not the same as DVA at the bilateral sector level, and in our application,
VAX F is smaller than DVA (This is generally true for downstream sectors).

In column (9) of Table 9, we report backward-linkage based value added
exports, VAX_B, reflecting all the exporting country’s value added (from all upstream
sectors) that is exported via this sector and absorbed by the direct importing country,

including value-added embodied in the source country’s gross exports to third
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countries, but finally absorbed by the partner country. Because the exporter’s
domestic value added that is exported to and absorbed by a particular partner country
indirectly via third countries can be either larger or smaller than the exporter’s
domestic value-added embodied in its intermediate goods re-exported by the partner
country and absorbed by third countries, VAX B (e.g., 76.4% and 85.3% for Chinese
and US exports in 2011 respectively ) at the bilateral sector level is generally different
from DVA (69.6% and 80.8% of Chinese and US gross exports in 2011 respectively).
We report the US-China bilateral balance of trade in electrical and optical
equipment sector by gross and the two value-added export measures in Figure 4. It is
important to understand that at the bilateral/sector level, DVA, different from both
VAX F and VAX B (both of them deviate from gross trade flows), is only part of
gross trade flows (so it is the only value-added measure that is consistent with
bilateral gross trade flows), but not a measure of bilateral value-added trade flows,
because it includes a portion of value-added that is absorbed by third countries (while

both VAX F and VAX B are absorbed by the importing countries).

Figure 4: China and USA Trade Balance in Electrical and Optical Equipment.
Unit: millions USD
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Table 9: US-China Trade in Electrical and Optical Equipment (WIOD C14)

Year TEXP TEXPF TEXPI DVA DVA_FIN DVA_INT DVA_Intrex RDV MVA OVA PDC VAX F VAX B
@ (2a) (2b) 3) (3a) (3b) 30 “@ ®) ©) @) ® ()]
=2a +2b =3a+3b+3c
=3+4+5
+6+7

China exports to the United States

Value 10,998 7,634 3,364 8,544 5,947 2,046 552 16 314 1,948 176 3,922 9,069
1998 Share 100 69.4 30.6 71.7 54.1 18.6 5.0 0.1 2.9 17.7 1.6 35.7 82.5
Value 87,608 53,492 34,116 53,784 33,399 16,329 4,056 341 3,665 26,332 3,485 25,682 60,108
2008 Share 100 61.1 38.9 61.4 38.1 18.6 4.6 0.4 4.2 30.1 4.0 29.3 68.6
Value 176,924 104,156 72,769 123,187 74,043 39,801 9,344 1,296 5,581 40,915 5,946 53,078 135,132
20t Share 100 58.9 41.1 69.6 41.8 225 53 0.7 32 23.1 34 30.0 76.4
US exports to China
Value 3,400 1,284 2,116 2,691 1,097 1,215 379 182 13 383 130 1,746 3,288
19% Share 100 37.8 62.2 79.2 323 35.7 11.2 54 0.4 11.3 3.8 51.4 96.7
Value 16,402 3,845 12,556 11,926 3,264 5,072 3,591 1,777 231 1,251 1,216 8,748 13,779
2003 Share 100 234 76.6 72.7 19.9 30.9 21.9 10.8 1.4 7.6 7.4 533 84.0
Value 35,059 10,584 24,475 28,314 9,377 12,195 6,742 2,470 718 2,044 1,513 23,754 29,896
20t Share 100 30.2 69.8 80.8 26.7 34.8 19.2 7.0 2.1 5.8 4.3 67.8 85.3

Note: (3a) and (3b) equal T1 and T2, (3¢) equals the sum of T3 to T5, (4) equals the sum of T6 to T8, (5) equals T11+T13, (6) equals T12+T14 and (7) equals the sum of
T9, T10, T15 and T16 in equation (37) of this paper

TEXP notes value of total export goods, TEXPF and TEXPI note value of total final export goods and total intermediate export goods respectively, MVA is sum of MVA FIN and MVA_INT,
OVA is sum of OVA_FIN and OVA_INT.

46



4. Concluding Remarks

The major contribution of this paper is to provide a disaggregated accounting
method for gross exports at either sector, bilateral, or bilateral sector level. It generalizes
the framework recently proposed by KWW (2014) for a country’s aggregate exports.
Our new framework decomposes gross trade flows at any level of disaggregation into
four major parts: (a) domestic value added that is absorbed abroad, (b) domestic value
added that is initially exported but eventually returned home, (c) foreign value added, and
(d) pure double counting terms. The framework in fact allows one to further decompose
each of the four major parts above into finer components with economic interpretations.
For example, we can decompose FVA in a country-sector’s exports into different source
countries; we can also trace exports of value added by channels, whether they are
embedded in final goods exports, intermediate goods exports that are absorbed in the
direct importing countries, or intermediate goods exports that are re-exported and
absorbed outside the direct importing countries.

In order to do the decomposition at such disaggregated level, we have to solve a
major technical challenge of how to decompose bilateral gross intermediate trade flows
based on their final destination of absorption. This goes beyond the initial Leontief
insight that has been applied in the existing literature on the decomposition of final
demand and GDP by industry. We also point out two major shortcomings associated with
the VAX ratio concept widely cited in the literature and ways to overcome them.

By applying our disaggregated decomposition framework to bilateral sector gross
trade flows among 40 trading nations in 35 sectors from 1995 to 2011 in the WIOD
database, we produce a sequence of large panel data sets that can be used by other
researchers for a variety of topics. Because the full decomposition results takes up 20
gigabytes of space, we illustrate potential usefulness of the resulting data by a series of
examples that utilize different subsets of the overall decomposition output. For example,
we show how we may meaningfully trace the structural changes in the widely used
measure of vertical specialization, initially proposed by Hummels, Ishii, and Y1 (2001),
over time. We distinguish a forward-linkage based measure of domestic value added

exports from a sector (that indirectly exports its value added through other sectors’ gross
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exports) from a backward-linkage based measure of value added exports (that includes
the value added contributions from other domestic sectors). Based on the decomposition
results, we can also correct some shortcomings of a popular measure of revealed
comparative advantage and derive a new measure that takes into account both domestic
and international production sharing.

In principle, when new countries or years are added to the WIOD database, or an
alternative inter-country input-output table becomes available, our accounting framework
can be applied as well. So the accounting framework developed in this paper is not
inherently tied to the WIOD database and can be a stand-alone tool to help us extract

useful information from official trade and national account statistics.
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Appendix A: Relation between Global and Local Leontief Inverse Matrices

Define local Leontief inverse of Country s as:

-1
Ss SS SS SS
Lvs_|:lll 112}_{1_5111 —dap }
sS SSs SS sSs
Ly Iy —a, l-ay,

and note that it is actually the inverse of the block diagonal matrix in the global 10
coefficient matrix A in equation (2) of the main text. Then the following proposition
gives the mathematical relation between the block diagonals of global Leontief
biy by

inverse matrix B* =
bSS bSS
21 22

} and the local Leontief inverse L” :

Proposition: if both B*and L" exist then
BSS 2 LS‘S and Bss _LS‘S — LSSASFB)’S Z 0 . (Al)

B* =% ifand only if when 4" =0or B"” =0.

This proposition plays an important role in the decomposition of gross exports at
the sector level and to the understanding of the difference between trade in
value-added estimates from an ICIO table and a national 10O table. We give a step by
step proof in the 2-country, 2-sector setting bellow and extend it to an N-sector and
G-country setting in Appendix J.

Proof:

Based on the property of inverse matrix:

by b by b |i-at -ah —af —ap] 10 00
by % b bh| —an 1-an —al —ah |_[0 100
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From (A2), we can obtain the relationship between the block diagonals in the global
(inter-country) Leontief inverse matrix B and the local (country) Leontief inverse

matrix L as the following equation:
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Multiply L* for both sides, we have
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B*is total output requirement coefficients of Country s by one unit increase
of its production of final goods, L"is total output requirement coefficients of Country
s by one unit increase of its production of final good using domestic intermediate
goods, and B* — L is total output requirement coefficients of Country s by one unit
increase of its production of final goods via its intermediate goods trade. A" =0or
B” =0means there is only one country exports intermediate goods and only in such
condition trade in value-added estimates from an ICIO table will be the same as that

from a national 1O table.

Appendix B: Derivation of decomposition equation of Country r’s gross exports
The gross exports of Country r can be decomposed into two parts: final goods

exports and intermediate goods exports:
e )P ]
=) Y2 ay; Ay || X
Based on equation (3a) in the main text, Country s’ gross output can be decomposed
X, X +x5 (B2)
N o e e e et o
by, by ||y by, by ||y by, by | v; by, by | v;

Inserting equation (B2) into the last term of equation (B1), we can decompose

as
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Country r’s gross intermediate goods exports according to where they are absorbed:
rs rs s rs rs 7 ss sS SSs rs rs T ss SS sr
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From equation (2a) in the main text, Country s’ gross output production and use

(B3)

balance condition, we know
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(B5) can be re-written as

MEERH T ®6
X2 Ly Lyl ys Ly bhe
Therefore, the intermediate goods exports by Country r can also be decomposed

into two components according to where it is used similar to a single country 10

model:
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From equation (6) in the main text, we can obtain Country r’s domestic and
foreign value-added multiplier as follows:
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In a single country IO model, Country r’s domestic value-added multiplier can

be calculate as
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Using equations (B8)-(B10), and defining “#” as element-wise matrix

multiplication operation, the value of Country r’s gross intermediate exports can be

decomposed as
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Finally, based on the Leontief insight, Country r’s final goods exports can be

decomposed into domestic and foreign value-added as follows:
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Insert equations (B3) and (B7) into equation (B11), and combining equations

(B11) and (B12), we obtain Country r’s gross exports decomposition equation as:
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Appendix C: Domestic content of Country s

S
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Since the 2"-6™ terms of equation (22) sum to domestic content of the 1" and 2™

sector’s intermediate exports of Country s.
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# Sr Sr r
Ay Ay X%

Adding the first term of equation (22) into equation (C1), we obtain the domestic

contents of Country s’ gross exports:
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S SS S SS B Sr S SS S Ss Sr Sr r
viby| +v;by) 4 Vi n v by| +vyby) 4 ay Ay || X
S SSs S SSs Sr S SS S SS Sr Sr r
vibi; +vyb;, BL vibi, +vyb;, ay; Ay || X
2
N ss _Ssr
S 7.8 s7.85 | sr Zvi bj] e]
viby +vyb;, O N
=t 2! =]
N SS R SS Sr
Vl b12 +V2b22_ 62 Zvivbfvsesr
i 7i2%2
i

(C2)

Appendix D: Consistency between Equation (22) in this paper and Equation (13)

in KWW (2014)

From equation (22), the decomposition of Country s’ exports from its 1% sector

can also be presented in scalar and summation notations:

r rr rr
by b |y

rr rr rr
by, by, | »;

sr

Sro__ S1.58 S1.5§ sr S788 SS8S sr
e =Wy +viby)y" + (il +v, 21)[a11 a4,

sr

brr brr yl‘s
11 12 1 S 788 5788 sr
+(vh) +V2121)[a11 ap,

5788 S788 sr sr
+(v 1 +Vzlz1)[all a,
rs rs sr
by by
rs rs sr
by, by |y,

N

+(

Sr

S8 S]SS Sr S1.8§ S1.58 S AN) SS8S sr
I+l [all a, +{(W b +viby) - (W) +V2121)][a11

lrr lrr yrr

.S rrs sr rrs ryrs sr sr| 11 12 1
+(by b)) "’(Vlbn"'vzbz])[an ) R
2 b l)e

lVr lrl‘ ers

r.rs rirs sr sr| 11 12 1
+(v1b“+v2b21)[a“ ay o e
2 b6

Re-arrange
2 2

2 2 2 2 2
Sr — S71.885_ . Sr 5788 sryrr _ rr AN sryrr _ . rs
e = 2 ,vibil »ot 2 ,vilil 2 , aljbjkyk + § ,Vilil 2 , aljbjkyk
i ; T i T

J

J
2 2 2 2 2 2 2 2
S7SS Sry.rs 5SS A AN Sry.rs Sr S SS SS sr_.r
F VY Y by Y VI Y Y abiyy + v (b 1)) an
i ik i j k i J
2

2 2 2 2 2 2
rprs_ sr Fprs Srprr _ rr rprs Srqrr _rs
WDRLEESNLDWII VRS WD IICHHA
i i 3 i Tk

J

In matrix notation
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brS brs ysS
i Y [N
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+ vf V5
+ vf Vv,
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Similarly, the decomposition of Country s’ 2™ sector exports to Country r can be

presented as

& =l
+ vf v,
+ vf v,
v
hy v
+v v

s
2

bss

11

v ‘:bss
21

I 7ss
lll
d g5
_121
I 7ss
lll

4 gss
_121

- S8
, [bn
- SS

b21
__ rs
bll
- rs
_b21
__ rs
bll
4 s
_b21

B

sS
b12
ss
b22
ss
L5 0
SS Sr
13 JLax
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5] 0
SS Sr
13 JLax
ss
b12
S8
b22
rs I
b12 0
rs sr
b22__y2
rs I
by | 0
rs sr
b3, L ax

[

0

}[vf

T rr
0 b
sr r
ay ||| by
a rs
0 |5
Sr rs
azz__bz1

s
ll 2

SS
[y,

r r
} + [Vl V)

w;
L

0

Sr
a,

I

v{lff z:;}[o 0
2 58 58 sr sr
Iy 15 |an ay
b(é}[y{'s}{b{f bl
by |vs | Lk bl
b{é}{yl’*}

b vy

0 O

rs
{bu
rs
b21
rr
112

r
122

-
j||:xl
a r

Xy

rs
bl 2

rs
by

¥

SF
a,

|
k

0

sr
a,,

I
b

|

A rr "
bl 1 bl 2

rr "

m _bZI b22

AN
N

SSs
Y

]

[

-
2

rr
122

I7]

(D3)

[]

Adding up equation (D2) and (D3), we can get the decomposition of Country S’s

total gross exports:
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S8 S8 sr ss S8 sr sr rr rr rr
by by | 7 [ A0 Iy |an ayn | by b |y

eiyr + e;r = [vis vé bSS b.\‘.\‘ Sr IA VS ISS ISS Sr Sr brr brr rr
21 Ol Vs 21 b [ 91 Gy [ Dy O] Vs
S8 SS sr sr rr rr rs rs rs ss
o S0 B flan an ()b bl | biy b | »
+ Vl V2 Ss Ss sr sr rr rr rs + rs rs Ss
Ly bylay ay]|[by byllys by, by | v
S8 sS sr sr rs rs sr
+[Vs v Ly Iy fan an|lby by | n
1 2 ZSS ZSS Sr Sr bi’s bVS sr
21 |9 Gy |[Uyr Ol Vs (D4)
S8 ss S8 S8 sr sr r
+[Vs v by by, _111 I (|| arr an || x
1 2 b S§ b SSs l Ss l SS Sr Sr r
21 O 21 )9 dn X%
) brs brs ySr ) bl’S brS aSV aSl’ ZVV Irr yrr
s e o s it et e
21 D ||V 21 O @y Ayl i)
rs rs sr sr rr rr rs
+[Vr v biy bylay ay |l I |e
1V s

rs rs sr sr rr rr
by by flay an |l ;e
Based on the definition of Leontief Inverse matrix in equation (3a) in the main

text, the following identity holds:

by b b bifl-al —ah -aj —ap] [1 0 00
BN bh b bY| —ah 1-ah -ay —ak |_[|0 10 0
By b b bI| —ai —al 1-af —aj | [0 0 10
biobn bh bRl -ah —an —af 1-ap] (000 01
(D3)
-l —ap  —ail —al bR b3 b7 b
I R T
—ail —aly 1-al —al | b3 b b
—af —ah -al l-ahlbn bh by b

Express in block matrix, equation (D5) becomes

B Ss Ss a Sr Sr Sr sr B rr rr
l—a,  —ap |b by |G G by b —0
SS SS Sr Sr Sr sr rr rr
L — l_azz__bzl by, a,; a22__b21 b,
B s ss [ gss ss | [ sr sr [ rs rs | B 7]
l—a’ -—a, (b, b, 4 4y by b _ 10
SS SSs Ss SSs Sr Sr rs rs
L — l_azz__bzl bzz_ K& a22__b21 bzz_ 10 1]
7 ss sS§ X ss | [y sr sr [ rs rs | B ]
by bj|l-a) -—a _ by by ||la ap _ 10
SSs sS Ss SS Sr Sr rs rs
_b21 by, || —ay, l_azz_ _b21 b22__a21 a, | 10 1]

With rearrange, we have
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sr sr Ss Ss sSr Sr rr rr
by by, _ l—a —a; ay, aj | by by
Sr Sr SS SS sSr Sr rr rr
by, by, —ay l-a a,, ay | by, by D6
Ss YS__ Sr Sr rr rr_ ( )
_ Iy I ay ajy | by b
SS sS Sr sr rr rr
[ 122__6121 2 | b3 bzz_
- - -1
Ss ss AN Ss sSs Ss sr sr rs rs
by by, _ 1-ay ay, _ l-aj; -ap ajy ay || by by
ss Ss SS S8 SS SS sr Sr rs rs
by, b, | —dy 1-a;, | — Ay l-a;, ay, ay || by, b (D7)
SS Ss Sr Sr rs rs
_ Iy I ay ayn || b b
Ly Lyllay ay| by by
- -1
ss Ss Ss Ss sr sr rs rs AN Ss
by by |1=ay —aj _ by by |lay ap | 1-a) ay,
ss Ss Ss SS sr Sr rs rs ss Ss
by, by, —ay l1-ay by, by |lay ay | —ay l-ay (D8)
Sr sSr rs rs SS S8
_ biy b llan apn | Ly I
by, by |ay ayn |l 1
Combine equation (D7) and (D8):
Ss Ss Ss Ss Ss SS Sr Sr rs rs
by by, Iy I, _ Iy I fay ajy | by b
Ss Ss Ss SS Ss Ss Sr sr rs rs
by, by, Ly 1 Ly Lh|la), an|| by by
(D9)
bsr bsr rs rs ZSS ISS
_|Pn 2| %1 9|t e
bsr bsr a}’s ars ZSS ISS
b1 Do |Gy Ao | bor i
Insert equation (D6) and (D9) into equation (D4):
bSS bSS ySr [ bsl’ bsr yrr
sr sro__|,,S s 11 12 1 s s 11 12 1
el + e2 - [vl 2 bSS b‘YS Sr + vl 2 bfr bsr rr
b1 Do ||V bt O [
bsr bsr__yrs bSr bsr ars al’S ZSS lSS ySS
s s P O |V s s P O | 4y TN TR P2
+ [vl V2 bS" bSV rs + [vl v2 bJ‘r bsr rs rs lSS ZS.Y Ss
bt Dy || W 1 Dy 9o Gy | ba1 oo | )a
Sr Sr__ rs rs m Ss Ss I sr
+ [Vs VS byy by llay an ||y L |y
1 2 b Sr b Sr rs rs l AN l Ss sr
b1 Do |[@o1 Ay | bar i || )s
bSV bSV—_ rs VS__ISS ZSS__ Sr Sr r (Dlo)
_I_[Vs » o [ % G | b b || G G || 4
1 2 bS/‘ bS/‘ rs rs lSS lSS Sr Sr r
21 Do |91 Aop | b I |[@1 Gy || X
brS brs—_yj‘r brS brs asr asr er Irr yl‘r
r 1% O [N roooo 1P O |G A | b b |
+ [vl v2 {b}‘s brs Sr + [vl v2 brS brs Sr Sr Zl"r ll‘r rr
TR B2 1 Do || Ga1 Gy bor | )>
rs VS__ sr sr rr rr rs
+ [vr v j‘:bll by |ay ay | 1 | e
1 2 rs rs Sr Sr rr rr rs
b, b22__a21 ay | Ly e
Re-arrange:
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b Ss b Ss y Sr b sr b sr y rr
e ver =l vz{; o RO R )
by, by, | v, by by || y;
bsr bSr__yrS bsr bsr ars al‘s lSS ZSS ySS
s s |01 12 1 s s | Pn 12 || @11 12 [ 1 b2 1
+ [vl vz {bsr bSV rs + [vl v2 bsl‘ bsl‘ rs s lSS ZSS SSs
21 2 V2 21 2 L% Ayl |l )2
bsr bsr—_ars ars lSS ZSS esr
‘ s 10 12 11 1241 b2 || 6
+[vY vs{ (D11)
1 2 sr sr s s 58 58 sr
b, b22__a21 ay | Ly L e
brS b)‘S__ySV [ brs brs asr asr lrr lrr y}‘r
r P Dia 1 r | P 12 || @i 2| e 1
+ [vl vz {b rs brs Sr + vl vz brs bi‘S Sr Sr lrl‘ lrr rr
21 Oy | V2 21 DOy |[do1 Ayl | V2
brS brs__asr aSr lrr lrr erS
r P D | A 2t b | @
+ [vl vz rs rs sSr Sr rr rr rs
b b22__a21 ay | I e

It is an extension of equation (13) in KWW from a 2-country, 1-sector case into a

2-country, 2-sector case.

Appendix E: Numerical Example: the 2-country, 2-sector case

Suppose a simple 2-country, 2-sector ICIO table as summarized in table below:

Intermediate Uses Final Uses
Country Gross
S r
Y*® Y' Output
Country | Sector sl s2 rl 2
sl 1 1 0 0 1 0 3
> $2 0 1 0 1 0 1 3
rl 1 0 1 0 0 1 3
r
2 0 0 1 1 1 0 3
Value-added 1 1 1 1
Total input 3 3 3 3

Gross intermediate and final good exports matrix is:

0 0l |0 0] (0O

0 1 ]0 1] (0 2
E=El+EF = + =

1 0] |0 O |1 O

0 0 |1 0] (L O

The direct input coefficient matrix A, Global Leontief inverse Matrix B and Local

Leontief inverse matrix L and direct value-added coefficient vector V are
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/73 1/3 0 0 8/5 4/5 1/5 2/5

- 0 1/3 0 1/3 B__I/S 8/5 2/5 4/5
130 1730 “14/5 2/5 8/5 1/5
0 0 1/3 1/3 2/5 1/5 4/5 8/5
3/2 3/4 0 0
0 3/2 0 0
L= v=[1/3 1/3 1/3 1/3]
0 0 3/2 0
0 0 3/4 3/2

The block matrixes are defined below:

o] [o] [o] [ o] N
E"=EI"+EF" =| |+| |=| |,E"=E"+EF"=| |+| |=| |,

11 1 0 0
Y.YS - ,Yr) — , YSV =E Sr - ’Y}’S =E rs -
0 0 1 1

[1/3 1/3] 0 o] (U3 0 1/3 0
ASS — , ASV - , AIS - , Arr — ,
L0 1/3) 0 1/3 0 0 1/3 1/3
[8/5 4/5] [1/5 2/5 (475 2/5 - [8/5 1/5
BSS — , er - , BIS - , BVI — ,
/5 8/5] 12/5 4/5 215 1/5 4/5 8/5
3/2 3/4] [3/2 0
L= , L= , V=3 13 =13 13
0 3/2] 3/4 3/2

Based on equations (17)-(19) in the main text, the total value added coefficients

can be computed as

(rB*) = {[1/3 m

8/5
1/3
1/5
) 1/5 2/5] 1/5
V'B [1/3 1/3 =[ir5 2/5]
2/5 4/5 |25

[3/5]
4/5

'2/5'
1/5

V B” 2/5 1/5

4/5 2/57)"
[1/3 1/3
2/5 1/5

W

[4/5
=[4/5 3/5]
|35

8/5 1/57|"
By =173 173
4/5 8/5

(L) {b/3 1/3{3/2 3/:]}T [l/2 3/4] {1/2}

3/4

All



T
(V’L”)T:{[IB 1/3{3/2 0}} =[3/4 1/2]7{3/4}
3/4 3/2 1/2

Based on equation (12) in the main text, Country s’ intermediate exports to

Country r can be split as

N 0 0 |8/5 1/5|1 0
ASIBV)YFV — —
0 1/3]4/5 8/5|0 4/15

. 0 O01]8/5 t/5]o] [ o
ASIBrryrS: —
0 1/3]4/5 8/5] 1] |8/15

o oT4s5 2/5T1 0
A"B"Y” = -

0 1/3]2/5 1/5]0] [2/15
o Jo o0T4/5 2/5T0] [ 0
A"B"Y" = S

0 1/3]2/5 1/5]1] [1/15

Adding up the four ABY above, we can get the Country s’ intermediate exports

0
to Countryr, EI" = L} .

Country s’ intermediate exports to Country r can be also split as

o To o732 o717 [o
ALY = -

0 1/3]3/4 3/2]0| [1/4
o Jo o732 o1 o
ATLTE” = S

0 1/3]3/4 3/2|1] |3/4

Similarly, Country r’s intermediate exports to Country s can be split as

, 8/15 .1 4/15
AISBSSYSS — , AI’XBSSY‘\‘I — ,
0 0
. o |1/15 , 2/15
AI.\‘BS"YVI — , AISBS}”Y"S — ,
0 0

1/2 1/2
A}”SLYSYSS — , A".\‘LYSES}” —
0 0

Using decomposition equation (22), we can fully decompose Country s and r’s
gross exports into the nine value-added and double counted components as reported in

following table
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Gross exports decomposition results: 2-country, 2-sector numerical example

E T1 T2 T3 T4 TS T6 T7 T8 T9 VAX F VAX B VAXB VAX F

J&N WWZ Ratio Ratio

sl 0 0 0 0 0 0 0 0 0 173 0 0% o

s2 4/5 1/5 2/5 /10 1720 1/20 1/5 1720 3/20 2/3 1 50% 33%
rl 0 2/5 1/5 120 1/710  1/20 0 1/10  1/10 173 2/5 40% 33%
r2 3/5 0 0 0 0 0 2/5 0 0 2/3 3/5 60% 67%
s 4/5 1/5 2/5 /10 1/20  1/20 1/5 1720 3/20 1 1 50% 50%
r 3/5 2/5 1/5 120 1/710  1/20 2/5 1710 1/10 1 1 50% 50%

Detailed computation is listed below:

Sr S Ss 7 sr 3/5 0 0
ne=reefer a5 1|7 a5

| v 21T o7 To

rr=(rrf#larsy)= 34 ans|” 1/5}
ﬁ (121 07 o

1 =) u(arsryn)= 374 8/15) 2/5}

] | N [27 o 0
T =Y #(a7Brye)= {3 /4}#{2 /15} B L/IO}

we=befulaes ) ) o)

vt v ater) 2]
v L)
ot [

ﬁ N [2/57.] 0 0
T =87 #(arrE")= L / 5}# {3/4} B {3/20}

Adding up the nine components above, we can get the Country s’ sectoral
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0
exports to Country r, E* = [2}

Similarly, Country r’s sectoral exports to Country s can be fully decomposed as

. 0 2/5 1/5 1/20 1/10
7‘;’.\‘ — , T2}”S — , 7‘;}”5‘ — , 7’:;"5' — , 7"5}"5‘ — ,
3/5 0 0 0 0
. 120 0 1/10 . |1/10
T6I s — , T7r S — , 7"8 rs — , 7"9 rs —
0 2/5 0 0

Adding up the nine components above, we can get the Country r’s sectoral
1
exports to Country s, E” = a

Country s’ forward linkage and backward linkage based VAX to Country r can be

estimated as:
, 1/3 8/5 4/5|0 1/5 2/5|1 1/3
VAX F" = # + -
- 1/3 /5 8/5|1 2/5 4/5]0 2/3
: . 0
VAX—B_SV :]';SV+T25r :|:1:|
So the VAX ratio for Country s’ exports to Country r can be estimated as
o0 0
VAX F*ratio = VAX B" ratio=
- 1/3 - 1/2

This example shows that the two measures of value-added exports only equal
to each other at the aggregate level and are different at the sector level. It also shows
that when a sector does not have gross exports (S1), but its output is used as
intermediate inputs for the other domestic sector that exports (S2), we will have an
infinitive VAX_F ratio. Only the new backward linkage based VAX B ratio defined
in this paper has the desired property and economic interpretations at the

country-sector level as we demonstrate both analytically and numerically.

Appendix F: The relation between domestic value-added in a sector's gross
exports and exports of value-added created from that sector: 2-country, 2-sector
case

As discussed in the main text, there are two type measures of domestic
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value-added exports at the sector level. Technically, the two type measures are

computed by aggregating the VBY matrix along different directions. The first

measure is based on the forward linkages in the IO literature by summing up the

off-diagonal elements across the columns along the rows in the VBY matrix. It

measures how a country's GDP by industry is used to produce exports that are
absorbed by the destination countries. It is consistent with the factor content method
in the international trade literature and is the same as what is defined in Johnson and
Norgera (2012)

The second measure is based on backward linkages in the IO literature by

summing up the off-diagonal elements across the rows along the columns in the VBY

matrix. It decomposes a particular sector’s final products according to its value-added
sources. It measures each source country's value-added embodied in particular
sector’s gross export flows absorbed by each destination country, regardless of
value-added creating sectors in the source country. This measure is consistent with the
GVC case studies in the literature. At the country aggregate bilateral level, these two
value-added trade flow measures are exactly the same, but at the sector level they are

quite different.

Without loss of generality, let us use VY4 to denote value-added exports by the

1** sector of Country s (producer’s perspective, forward linkage based) and v#(e;")
as Country s' domestic value-added in the 1% sector's gross exports that is absorbed in
Country r (user perspective, backward linkage based). Then v#" and vt(ef") can be
fully decomposed as follows:

v <[ O{bff bfi}{yf’}r[vs O{bff bfﬂ{y{*}
1 - 1 SS S8 sr 1 sr sr rr
by, by | ¥ by by | v (FI)

Sr rr sr rr

S Ss ST S SS sr s s
=why, by, +why +viby,

which is an extension of equation (9) of KWW in the two sector case.
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T 4 rr rr rr
Vt(e”)z wh + Vzbzyl n wi + vyl ayy ay || b by ||
H by + by 0 Vil + vl 0 0] by (F2)
=iy vy v Zzau’b;ryj + VZZ;IZZ aflrb;r

which is part of the first two terms in equation (22) in the main text.

Based on equation (D6), we have:

N I L
by, by, Ly by ay axn | by b

Inserting equation (F3) into equation (F1) and re-arrange, we have

vtlsr — VISBSSYSr + VISLS‘SAS)”BW”Y}’V

— SbSS Sr+ SbSS Sr+ SZSS 2 2 SVbVI + SZSS Srbrr rr (F4)
=V wViOLY, TV a0, Y, ™™V, az; i Y
i

Comparing equations (F2) and (F6), the first and third terms of the two measures
of value-added exports are the same. They are value-added created from the 1% sector
of Country s embodied in Country s’ 1% sector’s gross exports, or the direct

value-added exports of the 1% sector. However, the second and the last term of the two

measures are different. Therefore, the difference between v#" and vt(el") equals

vi —vile")=|vib { by z:;ZZa;’ bk J —{vzb;iy:’ +VJSTZZ“‘7W J "

The two terms in the first square brackets of equation (F5) are the second and
last terms from equation (F4), representing value added created by the 1% sector of
Country s but embodied in gross exports of the 2™ sector in Country s and are finally
consumed in Country r (indirect value-added exports of the 2" sector embodied in the
1* sector’s gross exports) and hence has no relation with the 1% sector’s gross exports.
The two terms in the second square brackets of equation (F5) are the second and last
term from equation (F4), representing the 2" sector’s value added that is embodied in
the gross exports of the 1% sector produced by Country s and is finally consumed in
Country r (indirect value-added exports of the 2™ sector embodied in the 1% sector’s
gross exports). Unless these indirect value-added exports terms equal to each other,

Country s' value-added exports from its 1% sector cannot equal to its domestic
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value-added embodied in the 1% sector's gross exports absorbed in Country r.

Similarly, the difference betweenvz,” and vt(e‘;’)equals

vey —viles )—[vzbgiy:' +v215§ZZaf,’b,§’ H by 4+, ISZZaZb;' J (F6)

It is easy to show that the sum of equations (F5) and (F6) equals 0. This means
that when aggregating the two sectors together, the difference between Country s’
value added exports and Country s' domestic value-added in gross exports absorbed in
Country r at the sector level cancels out. Therefore, at country aggregate, the two
value-added exports measures should equal each other.

Extending the equation (F5) and (F6) to the n-sector case, the value-added

exports to Country r produced by sector k of Country s, v#; and the Country s'

domestic value-added in sector k's gross exports absorbed in Country r, v#(e;’) can

be expressed as

n n n n n n
sro__ S .88 ST SLSr T S .88 ST STSS _SYLIT . .IF
Vi, _kabki Vi +kabki Vi _zvkbkiyi +ZZ§ ,vklki a; bjuyu (F7)
; ; i T u

vi(e;") = Zv, by + DY D vilabyy (F8)
i
It is easy to show:
e )=V = Zv, b;:y,:'+222vl L @y ﬁ;yi" [Zwbﬁyﬁzzzvkﬁ a;’bi,y," | (F9)
izk o j o itk = jou

The two terms in the first square brackets of equation (F9) are other sectors'
value added embodied in sector k's gross exports produced by Country s and finally
consumed in Country r in final and intermediate goods respectively. They increase the
domestic value-added in sector k's gross exports. Similarly, the two terms in the
second square brackets of equation (F9) are the value added created by sector k but
embodied in other sectors’ intermediate goods respectively. Thus they reduce the
value-added created in sector k that can be embodied in sector k's gross exports.
Therefore, the two measures of value-added exports at the sector level are not equal in

general. Understanding this fact is important for us to define the value-added to gross
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exports ratio at the country/sector level properly. We will discuss this later in more
details when the third country effect can be explicitly accounted in a three country
model.

Following KWW (2014), we define a country's value-added exports differently
from “domestic value added in a country’s gross exports”. The latter is the sum of a
country's value-added exports and its domestic value-added that was first exported but
eventually returns and is consumed at home. The second concept only considers
where the value added is originated regardless where it is ultimately absorbed. In
comparison, a country’s “value added exports” refers to a subset of “domestic value
added in a country’s gross exports” that is ultimately absorbed abroad. Such a
conceptual difference naturally extends to the sector level measures and can be
computed from two different directions as the sector level measure of value-added
exports.

Based on the Leontief insight, and using equation (F3) and (A4) country s GDP

by sector can be decomposed as
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Country r’s GDP can be expressed in a similar way:
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el
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Subtracting global GDP from global gross exports yields residuals as follows:
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Multiply u=[1,1], the unit vector with each terms at the left hand side of (F12) and

conceal similar terms in the right hand side, we obtain:
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Using the property of inverse matrix similar to equation (D9), we have
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Inserting equations (D9) and (F14) into (F13), and re-arrange
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Equation (F15) shows clearly that besides the value added produced and
consumed at home (the last two terms), which is not a part of either country's gross
exports, the seventh and eighth term in equation (22) of the main text (the second term
in (F15)), and the seventh and eighth terms in the gross exports decomposition
equations of Country r (the forth term in (F15)) given in equation (B13), are double
counted only once as foreign value-added in the other country's gross exports.
Because the third and fourth terms in (22) reflect part of the countries’ GDP, they are
not double counted from the global GDP point of view. In comparison, the first and
third term in equation (F15) (they are the same as the fifth, sixth and ninth term in
equations (22)) are counted twice relative to the global GDP since they are not a part
of either country’s GDP. This explains the reason why we would like to label the fifth,
sixth and ninth term in equations (22) as the “pure” double counted terms to
differentiate them from those double counted domestic and foreign value-added in
gross export statistics (the third, fourth, seventh and eighth term in the gross exports
decomposition equations). The pure double counted terms are greater than zero only
when there is two-way intermediate goods trade as pointed by KWW (2014).
Just as the sector level measures of value-added exports can be defined from
either the supply-side or user’s perspective (i.e., based on forward or backward

linkage), the sector level domestic value-added in gross exports can also be defined in
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these two different directions.
The user’s perspective measure for the sector level domestic value-added in
sector gross exports for Country s can be defined by directly taking the first four

terms from equation (22) as follows:
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Obviously, it is the domestic value-added portion of Country s’ gross exports.

To define measure of sector level domestic value-added in country s’ gross

exports from the producer’s perspective, we use the first four terms of equation (F10)

and insert equation (D9) into the forth term:
dvsr{q#{bff bfi}[yf’}{vq#[bff bf;}{yq
IS T B
S R
Vo] by by | v V2 by, by, Ly sy,

In fact, they are equivalent to summing up the VBY matrix across columns along

(F17)

the rows and then subtracting the part of domestic value added that is directly
consumed at home, as the last item is not a part of the either country's exports as
shown in equation (F15). Equation (F17) is a generalization of equation (22) in KWW
to a two-country and two-sector setting. Detailed derivation is given bellow.

Based on equation (F17), the aggregation of domestic value added in the two

sectors' exports can be presented as
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It is easy to see that equation (F19) is the extension of equation (22) in KWW

into a 2-country, 2-sector case.

Appendix G: Derivation of Equation (31) in the main text using detailed matrix
notation

From a three-country two-sector ICIO model we can obtain Country r's gross

output decomposition in terms of all country’s final demand as follows
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Therefore, the gross output of Country r can be decomposed into the following nine

components according to where they are finally absorbed:
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Insert equation (G2) into the last term of equation (10) in the main text, we can
decompose country s’ gross intermediate goods exports according to where and how

they are absorbed as follows:
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which is equation (24) in the main text expressed in detailed matrix notation.

In the three-country ICIO model, the gross output production and use balance, or

the row balance condition becomes:
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which is equation (27) in the main text expressed in detailed matrix notation.

G
Using equations (17), (18), (28) in the main text and Z V'B" =u, the value of

u=s,r,t

country s’ gross intermediate exports in the 3-country, 2-sector model can be

decomposed in a similar way as the 2-country 2-sector case as follows:
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Finally, based on the Leontief insight, Country s’ final goods exports can be

decomposed into country s, r, and t ’s value-added as follows:
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Insert equations (G3), (G6) into (G7) and combine with (G8), we obtain the gross
exports decomposition equation expressed in detailed matrix notation similar to

equation (31) in the main text:
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Appendix H: Forward/backward linkage based value-added exports and
domestic value-added in exports stay abroad: 3-country, 2-sector case

Without loss of generality, define v#" as value-added exports by the first sector
of Country s (producer’s perspective, forward linkage based) to Country r, then

vtlsr — VlsBssysr + I/ISBerrr + I/I‘\'Bstytr

bss bss sr bsr bsr r bst bst tr
S ] A e S e R
by, by, | ¥ by, by || ») by, by, | ¥
=vf2b“yj +v12b” +v12bij;"

which shows how equation (34) in the main text is derived, and it is an extension of
equation (F1) into 3-country 2-sector setting. The three terms in equation (HI1)
represent three different ways that value-added created from the 1% sector of the
source Country s is absorbed by the destination Country r: The first term is sector 1°s
value-added embodied in Country s’ final goods exports (of both sectors) consumed
by Country r, the second term is sector 1’s value-added embodied in Country s’
intermediate goods exports (of both sectors) used by Country r to produce its
domestic final goods and consumed there. The last term is sector 1’s value-added
embodied in Country s’ intermediate goods exports (of both sectors) to third Country t
and used by t to produce final goods exports to Country r. This last third country term

is the only difference between equations (F1) and (HI).
Denote vt(ef’) as Country s’ domestic value-added in the 1% sector’s gross

exports that is absorbed in Country r (user perspective, backward linkage based).
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which shows how equation (33) in the main text is derived. It is an extension of
equation (F2) into 3-country 2-sector setting. The three terms in equation (H2)
represent three different ways that value-added (of both sectors) created from the
source Country s is absorbed by the destination Country r: The first term is Country s’
exports of its final goods from sector 1 that consumed in Country r. The second term
is Country s’ exports of its intermediate goods from sector 1 to Country r and used by
Country r to produce domestic final goods or intermediate goods exports to third
Country t to produce final goods shipped back to r and consumed there; the third term
is Country s’ exports of its intermediate goods from sector 1 to third Country t, used
by Country t to produce final goods export to Country r or to produce intermediate
exports to Country r and used by r to produce its domestically consumed final goods.
The difference between equations (H2) and (F2) is also due to the third country effect,
but in three different ways: Country s’ domestic value-added could be embodied into
its intermediate goods exports to Country r and used by r to produce another type
intermediate goods re-export to third Country t to produce final goods shipped back to
Country r; Country s’ domestic value-added could also be embodied into its
intermediate goods exports to third Country t first, then used by Country t either

produce final goods export to Country r or produce intermediate goods to Country r as
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inputs for its production of domestically consumed final goods.
Denote dva,”, the additional value-added trade measure that is different from

the two bilateral value-added export measures and only show up in a model with three

or more countries, as the sum of first five terms in equation (31) in the main text:

dvafr — VSB.YXY'l.&'r + V.YLS.('AISVB rrYrr + VSL.\'XAISI'BrtYn + VSLSS AlxrBrrYrt + V.('LSSAlxrBrtYn‘
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J i
o o oo 2 2 "
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which shows how equation (32) in the main text is derived. It is the only value-added
trade measure consistent to bilateral gross trade flows (the two value-added export
measures divert from bilateral gross trade flows due to either indirect exports through
other domestic sectors or indirect exports through third countries). The difference
between equations (H2) and (H3) is obvious, since (H2) not only includes
value-added exports from Country s embodied in its own gross exports to Country r
(second term), but also include value-added exports by Country s embodied in its
gross exports to third Country t, but finally absorbed by Country r(last term), while
(H3) only concern value-added embodied in Country s’ gross exports to country r,
regardless these value-added is finally absorbed by Country r or not.

With these three value-added trade measures precisely defined in mathematics,

we are ready to proof proposition A in the main text.

The difference between vi(e;”)and dva’" can be derived as:
ook o 5] I STIME 5]
Ly 1] 0 0 by, by, | ¥, by, by | ¥ (H4)
I
Ly | 0 0 by, by |y by by || v

The positive term in equation (H4) is value-added from the 1% sector of Country

A27



s embodied in its gross exports to Country t and finally consumed by Country r, while
the negative term in (H4) is value-added from the 1*' sector of Country s embodied in

its gross exports to Country r and finally consumed by Country t, if and only if these
two indirect value-added trade terms equals each other, vt(e)”)=dva,". Obviously,
this is not true in general.

Similarly, the difference between vi(e')and dva' equals:
wer-as e o5 55 S M o)
Ly Lh| 0 0 by, by |y, by by ||y (H5)
fe o5 5 S ST 4
Ly 7] 0 0 by, by, ||y by, by, |y

The positive term in equation (H5) is value-added from the 1% sector of Country
s embodied in its gross exports to Country r and finally consumed by Country t, while

the negative term in (H5) is value-added from the 1* sector of Country s embodied in

its gross exports to Country t and finally consumed by Country r, if and only if these
two terms equals each other, v#(e}") = dva,’ . Obviously, this is also not true in general.

Compare equations (H4) and (HS), the positive term in (H4) is exactly the

negative term in (H5) and vs visa. Therefore, adding the two equations together, i.e.

aggregate vi(e“)and dva" over trading partner r and t, we have

G G
vi(e ) +vi(e)') =dva +dva’ Le. D dva’ =) vi(e") (H6)

r#s r#s

The difference between vt"and v#(e]”) is not so obvious if we compare

equations (H1) and (H2) directly, so we first transform equation (H1) by using
following properties of Leontief Inverse matrix:
I_Ass _Asr _Ast Bss Bsr Bst
FI’Om _Ars I_Arr _Art Brs Brr Brt —
_Ats _Atr ]_Att Bts Btr Btt

S O N~
S ~N O
~ o O

We have:
([ _ ASS)BSI' _ ASI‘BI‘V _ ASlBtr — 0’ (1 _ ASS)BSt _A.S‘I'Brt _ AStBtt — 0

Rearrange:
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BS}” :LS‘SASFBN’ +L§‘SASZB[F; BS! :L?SASVBVZ +L§‘SAStBtt (H7)
Inserting equation (H7) into equation (H1) and re-arrange, we obtain:

vtisi — VlsBssysr+VISLSSASI‘BWY}’I‘_l_VlSLSSAStBZ}’Y}‘r _l_I/lSLSSASVB}’tYn +I/]SLSSASIB[tYn”
e off S o 8] Sl S ] o
by, by | ¥, Ly Iplay ayl||lby by|» by, by |y,
N ) P e A B
+ [vl 0‘:[&" ZSX st st bt}' bt}' rr + btt bt[ r
21 b |Gy Gy b1 O || ) hi D [ Vs

Comparing equations (H2) and (H8), the two measures have the same BY block
matrix and same block local inverse. However, Equation (H8) only include
value-added from the 1% sector of Country s, including 1% sector’s value-added
embodied in its 2" sector’s final and intermediate exports, while equation (H2) only
measure Country s’ value-added embodied in its 1% sector’s final and intermediate
goods exports, regardless the value-added come from which sectors. The direct
value-added exports of the 1% sector are the same in both measures, but the indirect

value-added measured by the two equations are very different. The difference between

vt and vt(ef r) can be derived as

] N bss bss 0 ] bss bSS sr

N i e O e

b2A1 b22 y2 b21 b22 O

: ({fo o ofer sy, e bh oy
GO EACS || A Do A B

b {lff iy e a {b{f b ], [on yf’} (H9)

noomlo ol by ] e bally

s 01:11? |0 0 by b |y by bl |y

) CHINCHS || L) B X B

o V{lff i | a af‘é} {bf’l b, yf’Hbfa b yf’}
2 sS sSs r r rr v
S 122__ 0 0 bél béz__yz b;l bgz__yé

The three positive terms in equation (H9) represent value added created by the 1*

sector of Country s but embodied in final (the first term) and intermediate (the third
and fifth terms) gross exports of the 2" sector in Country s and are finally consumed
in Country r (indirect value-added exports of the 1*' sector that is embodied in the ond

sector’s gross exports) and hence has no relation with the 1% sector’s gross exports.
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The three negative terms in equation (H9) are the 2™ sector’s value added that is
embodied in the final (the second term) and intermediate (the fourth and sixth terms)
gross exports of the 1¥ sector produced by Country s and is finally consumed in
Country r (indirect value-added exports of the 2" sector embodied in the 1*' sector’s
gross exports). Unless these indirect value-added exports terms equal to each other,
Country s’ value-added exports from its 1% sector cannot be equal to its domestic

value-added embodied in its 1% sector’s gross exports absorbed in Country r.

Therefore, v#"and vt(ef r) do not equal in general.

Similarly, the difference between v and vt(e;r) equals

] . bSS bSS Sr ] bSS bSS 0
vt —vder )= { i z}ﬁ }—[v: o{ i Li}{ }
bZl b22 0 b21 b22

ss ss_ sr sr_ B rr rr__ rr_ B rt rt
Ly Iy llay ay||bn by | v n b, b, J’1
Ss SS rr rr rr rt rt
[, 122_ 0 0 _b21 b22__y2 | _b21 bzz J’2

[ oﬁf AR {‘b{: b;‘;[y:f;‘br: s {yl } (H10)

Ly Lylla) an]|[by bL | vy ] (b5 by
R A A N by by |y
Ly Ly 0 0 ](lb, bLyy] b by
_[ <ol he 0 0|15 b |» N by by |y
vl lss lss st st btr btr rr btt btt
21 b 921 G b1 Dy |2 b1 Dy | yz

Compare equations (H9) and (HI10), the positive terms in (H9) are exactly the

same as the negative terms in (H10). This indicates that the difference between vt"

and vt(ef’)is the difference between value-added produced by the 1% sector embodied

in the 2" sector’s gross exports and value-added produced by the 2" sector embodied

in the 1% sector’s gross exports, which is exactly the same as the difference between

vt(eg’) andvt,". Therefore, when we aggregate over sectors, the difference between

vt and v#(e]" ) will cancels out, the two bilateral value-added exports measures equal

each other at country aggregate level:
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n 2
v vt =vie ) +viey)  Le. Y ovi(e )= vi” (H11)
i=1 i=1

Based on equation (H6), we are able to infer
vi(e" ) +vi(e')=dva” +dva' and vi(e; ) +vi(e)) = dvay +dva)

Therefore, vi(e)")+vi(e)")+vi(es ) +vi(ey) = dva)” +dva +dva) + dva)'

2 G 2 G
ie. D D> vie)=)> dva’ (H12)
i=l r#s i=l r#s
Based on equation (H11), we are able to infer
v +vty =vi(e)+vi(ey)  and ve' +ve =vi(e!) +vi(ey))
Therefore, ve" +vey +ve! +ves' =vi(el") +vi(ey ) +vi(e) +vi(ey')
G 2 G 2
e, D v =) vi(e)) (H13)
r#s i=1 r#s i=1
Combine (H12) and (H13), we obtain:
G 2 G 2 G 2
Zth(ef") = ZZVI,.” :ZZdvafr. (H14)
r#s i=1 r#s i=1 r#s i=1
The difference between dva”and v#" equals
bSS bSS sr bSS bSS 0
T I Wil T e Y
by, by 0 by, by | Vs
o offt 6T )l W] ST
1) lzz__ 0 0 | _b21 bzz__yz _b2l bzz__yz |
| O{Iﬁ o olffar b {y{’ N
1 sS sS sr sr rr rr rr r r r
Iy 122__a2 a, | _bzl bzz_ Yy ] _bztl bzg__yé | (HI13)
e B[ K ]
Ly L] 0 0 by, by || y; b3, bzz__yz
| 0{!5‘;‘ lfi}{afi a:;} {b{ﬁ b }{y{’}{b{i bl }{y}
1 ss Ss N S r r rr r
Ly Lhlla an]([by b5y by, b | v

Where the first two positive terms in equation (HI15) represent value added
created by the 2" sector of Country s embodied in the 1% sector exports from Country

s to Country r and consumed in r. The first two negative terms represent value added
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created by the 1% sector of Country s embodied in the 2™ sector exports from Country

s to Country r and consumed in Country r. The final positive term represent value

added created by Country s (both sectors) embodied in the 1% sector exports from

Country s to Country r and consumed in third Country t. The final negative term

represent value added created by the 1% sector of Country s embodied in exports (both

sectors) from Country s to third Country t and consumed in t. These positive and

negative terms should not equal each other except very special cases, so dva,” and

vt,” do not equal each other in general.

Similarly, the difference between dva, and v#," equals
bss bSS s bss bSS Sr
e 0 i S e
by, by, by, by | O
N [vs 011:le15 o ofer by N bt by
1 SS Ss S sr rr rr rr rt rt
Ly 1y|lay ax| _b21 bzz__yz_ _b21 bzz_ y2_
o {lff I {b{: AN }
2 sSs SS rr rr rr Fi 'y
[, 122__0 0_ _b21 bzz__yz_ _bztl bztz yz (H16)
e V{Zi‘f l:‘;}{ 0 0} {b{f b{‘ﬁ}{y{f}{b{i b{é}{ }
1 2 s 58 sr sr r r " b -
Iy 15| ay axn ||| by by t by, bl
ool ] ] B BT
2 SSs SSs N S r r rr r
Ly I 2t1 aztz bél béz 2 bétl bétz y;

Where the first two positive terms in equation (H16) are the first two negative

terms in equation (H15) exactly, and the first two negative terms in equation (H16)

are the first two positive terms in equation (H15). Therefore, when we aggregate over

sectors, the difference between dva,”and vt will partly cancels out.

(dva]” +dvay")—(vt]" +vt,") =

[v vé{llsi h

ss ss
121 122

sr

al]

1.

rr
bl 1

rr
bZ 1

rr
bl 2

rr
b2 2

Y

N

1 sr

21

%)

|

el

rt
bl 1
rt
b2 1

rt
b] 2
rt
b2 2

|

Vi

i }} (H17)

I V{lff lf’i}{afi ay, {bf’i bfz}{y;"Hbfa ”‘tﬂ{”’}
1 2 SSs SS S S r r rr T
Ly Iy aztl aztz_ b;l béz 2 bzﬁl bgz yé

Where the first term (positive) represents value added created by Country s
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embodied in Country s’ intermediate exports to Country r and absorbed in third
Country t. The second term (negative) represents value added created by Country s
embodied in Country s’ intermediate exports to the third Country t and finally
consumed in r. These two indirect value-added exports via other countries (the

positive and negative terms) should not equal each other except very special cases, so

(dva)” +dvay’) and (vt" +vt,”) do not equal each other in general. i.e.

2 2

Z\/tf" # Zdvali"r due to indirect value-added trade via third countries.
i=1 i=1

Similarly, the difference between (dva +dva;')and (vt +vt)') equals

(dva' +dva))—(vt" +vty') =
[vs " ‘:ZIST I :||:a15§ alsﬂ |:b1tr1 by, }{ylﬂ} N |:b1”1 by, }{y{r }
1 21 gss 58 st s " tr rr t t tr
Ly byllay an ([ by )lys by, by ] v (H18)
I {sz I }{ afé} {b{f bf‘;}{y;“} N {bfi b(é}{yl” ﬂ
1 2 §S Ss sr sr rr rr r T r

Ly bylla an |6 b | vy by b )l yvs

Compare equations (H17) and (HI18), the difference between (dva” +dva;”)

and (vt" +vt,")is exactly the same as the difference between (v£'+vt,") and

(dva' +dva)') , therefore, when one aggregate the two measures over both sector and
trading partners, these difference in indirect value-added trade via third countries
cancel each other. i.e.dva” +dva) +dva’ +dva)' =v" +vt," +vi' +vt)', we get last
two terms of equation (H14) again.

Similar to equation (H15), we can obtain the difference between dva'and vt as
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Comparing equation (H15) and (H19), we can see that only the last terms can be

partly cancelled out when aggregate dvaand vt"

terms will be fully reserved.

(dva]” +dva)— (vt +vt")

o [t BT ]
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In the right side of equation (H20), all positive terms represent value added

created by the 2" sector of Country s embodied in the 1% sector exports of Country s

and consumed abroad, all negative terms represent value added created by the 1%

sector of Country s embodied in the 2" sector exports of Country s and consumed at

G G
abroad. Therefore, Zdvaj’ #* z\ztf" except very special cases.

r#s

res

Similarly, aggregate dva,"and v&," over trading partners,
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In the right side of equation (H21), all positive terms represent value added

created by the 1% sector of Country s embodied in the 2™ sector exports of Country s

and consumed abroad, all negative terms represent value added created by the ond

sector of Country s embodied in the 1% sector exports of Country s and consumed

abroad. Therefore, adding up equation (H20) and (H21), the difference will be fully
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canceled out.

By proof of proposition A, the relationship among the three value-added trade
measures is made clear analytically. Then, the proof of proposition C-D is
straightforward.

Because equation (H3) is the sum of first five terms in equation (31) of the main

sr

" . dva
text by definition, i. €. dvais always part of ¢ anddva” <e;", therefore, —— <1
e

i

always holds. i.e. Proposition B is valid.

G G
From on Proposition A, we have th(ef = Z:dva;v "; and from Proposition B

r#S r#s

we havedva” <e'", therefore,

s* 3 sr . sr 3 sr s* . Vf(eiv*)
vi(e ) = th(e,‘. )= Zdva[i < Ze[ =e ,ie. —_—<I. Therefore,
r#£s r#Ss r#s ei
Proposition C is true.
From equation (H1), the definition of value-added exports based on forward

linkage, we have

G
*
th:v :zvt;u :Vt;r +Vt;t
u#s

— ViSBSSY_Sr + ViSBS}’YVr + ViSBStYn’ + I/I-SBSSYSt + V;SBS"YM + ViSBStytt (H16)
— VisBSS(Ysr + Yst) + I/isBsr(Yrr + Yrt) + VisBst(Ytr + Ytt)

where V”is a vector with its i"™ element equals v; and all other elements equal to 0.

Based on the definition of value-added (GDP) by industry, we have

GDP =v)x; =V’X®

ssruss s , o s (H17)
— I/ian (YM + YbV + th) + VisBsr(Yrs + Yrr + Yrt) + I/istt(Yts + Ytr + Ytt)
Subtract equation (H16) from (H17)
G
GDP =Y vi*
— I/[SBss(Yss + Ysr + YS[) + I/[sBsr(Yrs + Yrr + Yrt) + I/isBst(Yt: + Y[r + Ytt) (H]S)

_ ViSBSS(YS)‘ + YSZ) _ ViSBSI‘(YN‘ 4 Yrt) _ Vi.\‘Bst(Ytr + th)
— V;SBS,szs + ‘Vi,YBSryrS + ‘Vi:BsthS 2 0
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G
. G 2 Vt’:m
s su s ..
Therefore, Vti = E Vti SV[. xi and u# -

S
S
u#s vV X;

<1 i.e. Proposition D is proved.

Appendix I: Numerical Example: the 3-country, 2-sector case
The 3-country, 2-sector ICIO table

Intermediate Uses Final Uses
Gross
Country s r t
Y* Y" Y'! | outputs
Country Sector sl s2 rl r2 t1 t2
sl 1 1 0 0 0 0 9/10 1/10 0 3
S
s2 0 1 0 1 0 0 1 0 0 3
rl 0 0 1 1 0 0 0 1 0 3
R
r2 0 0 1 1 0 0 0 1 1 4
t1 1 0 0 0 1 0 1 0 0 3
T
t2 0 0 0 0 1 1 0 0 1 3
Value-added 1 1 1 1 1 2
Total inputs 3 3 3 4 3 3

Gross intermediate and final good exports matrix:

[0 1/10 0] [0 0 0] [0 1/10 O]

0 0 0/ (0100 1 0

0 0 0/ 10000 0 0
E=El +EF = + -

0 0 1,10 00/ |0 0 1

1 0 o/ (L OOl |2 0 0

0 0 0] (0000 0 o

The direct input coefficient matrix A, Global Leontief inverse Matrix B, Local

Leontief inverse matrix L, and direct value-added coefficient vector V can be easily

computed as

/313 0 0 0 0 [3/2 3/4 3/20 3/10 0 0
0 1/3 0 1/4 0 0 0 3/2 3/10 3/5 0 0
i 0 0 1/31/4 0 0 5 0 0 9/5 3/5 0 0
0 1/3 1/4 0 0 0 0 4/5 8/5 0 0

0

/

0
/3 0 0 0 1/3 3/4 3/8 3/40 3/20 3/2 0
0 0 0 1/31/3 13/8 3/16 3/80 3/40 3/4 3/2]
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3/23/4 0 0 0 0]
0 32 0 0 0 0
0 0 9/53/5 0 0
L= v=[1/3 1/3 1/3 1/4 1/3 2/3]
0 0 4/58/5 0 0
0 0 0 0 3/2 0
00 0 0 3/4 3/2]
The block direct input-output coefficients matrixes:
Name A% A" A"
Block 1/3 1/3 0 0 0 0
matrix 0 1/3 0 1/4 0 0
Name A7 A" A"
Block 0 0 1/3 1/4 0 0
matrix 0 0 1/3 1/4 0 0
Name A° A" A"
Block 1/3 0 0 0 1/3 0
matrix 0 0 0 0 1/3 1/3
The block global Leontief inverse matrixes:
Name B® B B
Block 3/2 3/4 3/20 3/10 0 0
matrix 0 3/2 3/10 3/5 0 0
Name B” B” B"
Block 0 0 9/5 3/5 0 0
matrix 0 0 4/5 8/5 0 0
Name B® B” B!
Block 3/4 3/8 3/40 3/20 3/2 0
matrix 3/8 3/16 3/80 3/40 3/4 3/2
The block Local Leontief inverse matrixes
Name L L" L"
Block 32 3/4 9/5 3/5 3/2 0
matrix 0 32 4/5 8/5 3/4 3/2
The block Value Added Coefficients Vectors
Name Ve v v
Vectors | 13 | 173 13 | 14 1/3 2/3

Based on equations (17)-(19) and (28) in the main text, the total value added
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coefficients can be computed as

Name V'B* V'B” V'B"
Vectors | 12 | 34 45 | 35 |
Name rLe L yL"
Vectors | 12 | 34 45 | 35 |
Name V'B” V'B" B
Vectors o [ o 120 | 1/10 |
Name V'B® V'B" V'B"
Vectors | 12 | 14 320 | 3/10 |

Based on equation (24), Country s’ intermediate exports to Country r can be split

into following 8 parts:

. 0 9/5 3/5]1
ASI Brl YN" —
0 1/4]4/5 8/5|1] |3/5
0 0| o
vrBrtytt
0 0 [9/5 3/5 0]
YrBrrYrt
0 1/4]4/5 8/5]1 “l2/5
0 0 o
vrBltYn
0 0 [9/5 3/5]0
AYI BVI”Y}”S
0 1/4]4/5 8/5 ol
0 0o 0 0
srBitYm
{ 1/4/0 0]o0 } {o}
0o of 9/10
AR‘IBIR‘Y\‘S‘ _
0 1/4__0 0] 1

— 8}{[“3°H3}H8}

Adding up the eight ABY terms above, we obtain Country s’ intermediate exports

0
to Country r EI*" = L}

Based on equation (27) in the main text, Country s’ intermediate exports to
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Country r can also be split as

o To 0T9/5 3/51
ALY = =
0 1/4]4/5 8/5]1
.o oTo9ss5 3/5T0
ALE"™ = =
0 1/4]4/5 8/5]1

Applying decomposition equation (31), we can fully decompose each of the three

countries’

components as reported in table 3 of the main text. Detailed computation is listed

below:

1/2
3/4

1/10

T =) 4y { .

Ho

S E; ﬂ# L(/) 5} =l /020}
-t ferr) o
1 <oz #{(a7 By ;// ii#u 5: = :3 /010}
=Y)Ao
T = (V‘ I )T #(A”B”Y )= E;ﬂ#m B m
e f e AW
covertes ZHIE

=Y #lar s+ y)=| |

1/2

TSI‘
v 3/4

= (B -vre) #(Er) {

F

A40

3/5

1/20

0

|
|

0
2/5

|

0

atla)
i)

gross bilateral exports into the 16 value-added and double counted



Tls;:(V,-Brs)T#Y”‘{ } {1/10} m
Ty = B #(ar Loy { }#{3/5} { }
77 = B” ) #(arrE”) { }#{2(/)5} { }

. 1/2],[1/10]_[120]
Ty =B uyr=|
a 1/4

[1/2].[ 0
Ty =B ) #(arry> )= 1/4}# {3/5} -

o o T2ro
ry =B #la Lk ){1/4}#{2/5}{1/10

f o
13/20 ]

0]

Adding up the 16 components above, we can get the Country s’ sectorial exports

1/10
to Country r E* = .t

In the same way, other bilateral trade flows can be fully decomposed as reported

in Table 3 in the main text.

Appendix J: The General Case of G Countries and N Sectors

This appendix specifies the general case with any arbitrary number of countries

and sectors. The ICIO model, the gross output decomposition matrix based on the

Leontief insight, and the total value-added multiplier or value added share by source

matrix can be specified as follows:
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The sum of value added share from all countries in Country s’ production equals

to unity.
G
ZVtBl‘S — ‘Ll (J4)
t

With G countries and N sectors, A, and B are GNxXGN matrices. 4* is an NxN block
input-output coefficient matrix, and B denotes the NxN block Leontief (global)
inverse matrix, which is the total requirement matrix that describes the amount of
gross output in producing Country s required for a one-unit increase in the final
demand in destination Country r. V¥ is a 1 by N vector of direct value-added

coefficients of Country s. X* is an Nx1 gross output vector that gives gross output

G
produced in s and absorbed in r. X* = ZX " is also an Nx1 vector that gives

Country s’ total gross output. ¥ is an Nx1 vector gives final goods produced in s

G
and consumed inr. Y’ = ZY " 1s also an Nx1 vector that gives the global use of s’

final goods. The final demand matrix Y in equation (J1), the gross output
decomposition matrix X in equation (J2) and the total value-added multiplier matrix
VB are all GNXG matrices.

Country s’ gross exports to Country r include intermediate and final goods
exports:

ESI‘ — YSV + ASI”XI” (JS)
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where E* is an N byl vector of Country s’ gross exports to country r.

Based on equation (J2), Country r’s gross output can be decomposed as

G

Xr — ert — iiBrtYm
t t u

G G G G G
=BY"+B" Y Y+ By + Y BV + Y Y By 4+ Y By (J6)

t#£s,r t#s,r t#£S,ru#s,t t#s,r

+B"Y” + i B"Y"

Insert equation (J6) in to Country s’ intermediate exports to country r, the last
term in equation (J5) can be expressed as:
G G G G
AsrXr — AsrBrrYrr + Asr ZBrtytt + AsrBrr Zyrt + Asr ZBrt Zytu
. t#£s,1r tis,rG t£s,1 u#s,t (J7)
+ AsrBrrYrs + Asr zBrtYm + AsrBrsYss + AerBrsyst

t#s,r t#s
In the right side of equation (J7), Country s’ intermediate exports are split into

eight terms, similar to equation (24) in the three country model. The 1* term
(A"B"Y"™), 5" term (A" B"Y" ), and 7™ term( A" B”Y*") are Country s’ intermediate

exports which are direct absorbed by the importing country to produce its domestic
consumed final goods; used by the direct importing country to produce its final goods
exports and shipped back to the source country; and used by the direct importing
country to produce intermediate goods exports and shipped back to the source country
for production of source country’s final goods for domestic consumption, respectively.

They are exactly the same as the three terms in equation (24). The 2™ term

G G G G
(A" B"Y"), 3% term (A"B” Y Y"), 4" term (4" Y > B"Y™), and the 6" term
t#s,r t#£s,r t#£S,Fu#s,t

G
(A" ZB”Y ® ) are Country s’ intermediate exports which are used by the direct

tes
importing country to produce intermediate inputs re-exports to the third Countries t in
production of its domestic consumed final goods; used by direct importing country to
produce its final exports to third Countries (t) (but do not return back to the source

country); used by the direct importing country to produce intermediate exports to third
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countries t for production of final exports shipped to other countries including those
returning back to the direct importer (Country r); used by the direct importing country
to produce intermediate exports to third countries for production of final exports that
return back to the source country respectively. Although with a very similar economic
interpretation as those terms in equation (24), all of these four third-country effect
terms in equation (J7) include all other G-2 counties, not only a single third Country t
as that in equation (24). This means all other counties besides the two partner

countries that are the final destinations of the source Country s’ intermediate exports,
G

are aggregated together as one group in equation (J7)'. The final term, A"ZB”Y S’,
15

is Country s’ intermediate exports used by the direct importing country to produce

intermediate goods exports that are shipped back to source country for production of

its own final goods exports(from all sectors), similar to the last term in equation (24)

for the three-country model.

Based on equation (27) in the main text, we can decompose Country s’
intermediate exports to Country r into two parts by using the gross output supply and
use balance condition:

ATX = ALY+ AT LTE (J8)

Where L”is the N by N local Leontief inverse matrix £’ is a N by 1 vector of

G

total gross exports by Countryr, £ = ZE "
t#r

From equation (J3), we can obtain the total value-added multiplier for every

country

' The 1%, the 5™ and the 7™ terms have only one ABY term; the 2™, the 3™ and the 6" have G-2 ABY
terms; the 4™ term  has (G-2)* (G-2) ABY terms; the 8" term has G-1 ABY terms. Summing up these

eight terms, the total number of ABY terms are:

1+(G-2)+(G=2)+(G-2)*(G—-2)+1+(G-2) +1+(G-1)=G*G
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Using equation (J9), the value of Country s’ gross intermediate exports to r can
be decomposed as
A"X =V L)Y #A"X )+ (V'B® =V L) #(A"X")
+(V'B*) #(A4" X ) +( ZV’B’S)T#(A”X’) (710)
Inserting equations (J7) and (J8) into (J10), we can obtain the decomposition
equation of Country s’ gross intermediate exports to Country r as

G
AsrXr — (VSLSS)T#(AsrBrryrr) + (V,X‘L.YS)T#(ASV ZBl‘tytt)

t#£s,r

G G G
+ (VSLS‘S)T#(A.YI‘BFI‘ Zyrt) + (VSLS‘S)T#(A.YI‘ z ZBrtYm)

t#£s,r t#£S,Fu#S,t

G
+ (VSLSS)T#(AXI‘BFI‘YI”S) + (VSLSS)T#(ASI‘ zBrth‘S) + (VSLSS)T#(AXI‘BVSYSS)
(J11)
G
+ (VSLSS)T#(AX}”ZBFSYSI‘) + (VSBSS _ VSLSS)T#(AsrXr)
t#s

+ (VrBrS)T#(Asreryrr) + (VrBrS)T #(AsrerEr*)

G G
+ ( ZVtBts )T#(AerrrY”‘) + ( ZVtBt.V)T #(AerrrEr*)

t#s,r t#s,r
Finally, Country s’ final goods exports to r can be decomposed into domestic and
foreign value-added as follows:

G
Ysr — (VSBSS)T#YSF + (VrBVS)T#Ysr + ( ZVtBtS)T#Ysr (le)

t#s,r

Adding up equations (J11) and (J12), we obtain the decomposition equation of
gross bilateral exports from Country s to Country r in the most general G-country

N-sector case as equation (37) in the main text.
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G
Esr — (VSBA‘S)T#YSV + (V.YLS.Y)T #(AxrBrryrr) + (VSLXS)T#(A.W‘ ZBrtYn‘)

t#£s,r

+ (V LYV)T#(AW‘BH‘ ZY”) + (V st T#(Avr Z ZBrtYm
G
+ (VSLSS)T#(ASVBN‘YI‘S) + (Vsts)T#(Asr ZBNY[S) + (VSLSS)T#(ASI‘BVSYSS) (J13)
t#s,r
G
+ (VSLSS)T#(ASFZBVSYS[) + (VsBss _ VsLm)T#(AsrXr)
t#£s

+ (VrBrs)T#Ysr + (VrBrS)T #(Asreryrr) + (VI‘B)‘S)T#(AS"LN’EF*)

G G G
+ ( ZVtBt.V)T#Y.W‘ + ( thBt.V)T #(Aerrryrr) + ( ZVtBtS)T#(AsrerEr*)

(rsr (rsr (Esr
The economic interpretations for the 16 terms in equations (J13) are similar to
equation (31) as listed in table J1. The only difference is that all the third-country
related terms become a sum of G-2 countries except for the two trading partner
countries, instead of just one third Country t, as in equation (31).

Summing up all the G-1 trading partners, we obtain the decomposition equation

of Country s’ gross exports to the world:

— iEsr _ (VSBSS)T#ZG: Yxr + (VALAA)T#(ZG: AsrBrryrr) + (VAL_S.\)T#(i Asr iBrtYn)
r#s r#s r#s r#s t#s,r

+ (VSLSS)T#(ZG: AsrBrr ZG:Y”) + (VSLSS)T#(ZG: A,s’r ZG: ZG:BrIYm)

r#Ss t#s,r r#ES t#s,ru#s,t

G G G G
+ (VVLW)T#(Z AS}‘BrrY”) + (VSLYS)T #(Z Asr ZBl'th‘x) + (VSLYX)T #(z A.vrBrxym)
G‘ G ‘ ) G ‘
+ (VALAA)T#(Z AerBrsysr) + (VsBss _ VA'LSS)T#(Z AsrXr)
G G G
+ (Z V»‘Brs)T #Ysr + ( ZVtBls )T#Ysr + (Z VrBrS)T#(Asreryrr)
é ) G l . G .
+ ( zV[BtS)T#(AsrerYrr) + Z(VrBr.s‘)T #(ASI‘LI‘}‘EI‘ ) + Z(VtBtS)T#(ASrerEr )
) G A G N G G
— (VSB”)T#ZYW + (VALSS)T#(Z AsrBrryrr) + (VSLSS)T #(Z A zBrtht)

+ (VSLSS)T#(ZG: AsrBrr ZG:Y”) + (VSLSX)T#(ZG: Asr ZG: ZG:BrtYm)

r#s t#s,r r#s t#S,ru#s,t

G G G G
+ (VYLW)T#(Z A.W‘Brryrs) + (VSLYS)T #(Z Asr ZBl'th‘x) + (VSLY.T)T #(z A.vrBrXY,m) (J14)

G G G
+ (VALAA)T#(Z AerBm‘Yn) + (VsBss _ VA‘LSS)T#(Z AsrXr)

r#ES t#s r#ES

+ (ZG:ZG:V’B“)T#Y T+ (ZGIEG‘,V‘B’S)T#(A”L”Y”) + (ZG:ZG:VI B #(ATLTE™)

r#ES t#£s r#ES t#s r#Ss t#£s
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As a sum of domestic value-added in gross exports to all other G-1 countries, the
first 10 terms that decompose Country s’ domestic value-added in exports have the
same economic interpretations as the first 10 terms in equation (J13). However, the 6
terms that decompose foreign content in bilateral gross exports are summed to three
terms with no distinction between direct importing country and all other countries.

Summing up equation (J14) by sectors, we can obtain a decomposition equation
for total gross exports of Country s, which is exactly the same as equation (36) in
KWW. Detailed math proof is given below.

Table J1 Definition of the 16 Terms in Equation (J13)

Label Description

T1 DVA exports in final goods exports

T2 DVA in intermediate exports to the direct importer and is absorbed there

T3 DVA in intermediate exports used by the direct importer to produce intermediate exports for
production of third countries’ domestic used final goods

T4 DVA in Intermediate exports used by the direct importer producing final exports to third countries

T5 DVA in Intermediate exports used by the direct importer producing intermediate exports to third
countries

T6 Returned DVA in final goods imports -from the direct importer

T7 Returned DVA in final goods imports -via third countries

T8 Returned DVA in intermediate imports

T9 Double counted DVA used to produce final goods exports

T10 Double counted DV A used to produce intermediate exports

T11 Direct importer’s VA in source country’s final goods exports

T12 Direct importer’s VA in source country’s intermediate goods exports

T13 Direct importer’s VA double counted in exports production

T14 Third countries” VA in final goods exports

T15 Third countries’ countries’ VA in intermediate goods exports

T16 Third countries” VA double counted in exports production

Note: These 16 terms are the same as the 16 terms in Equations (31) and (37) as well
as table 3 in the main text

Summing up equation (J14) over all sectors, we obtain following equation:
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/,lES* — VSBSSiYSr +(V&‘L¥SiASVBW‘YFV + VSL&‘SiASr iBrthtj

r#£Ss IS r#Ss t#£s,r

G G G G G
+ (VsLssz A B z Yrt + VSLSSZ A" ZBrt Z YtuJ

t#£s,r r#s t#£s,r u#s,t

r#£S r#£S t#£s,r

+ (V“L‘“ i A"B"Y" + VLY i A" i B"Y ”] +V°L? i A"B"Y” J15)

+ VSLS‘SiAS"iB"SYSI + (VSBSS _ VSLSS)i AS}”XV

r#S t#£s r#s

G G G G G G
+ z VtBtSZYSV + ZVtBtszAsrerY”‘ + Z VtBtsZAsrerEr*

1#s r#Ss t#s r#s 1#s r#S

Summing up each bracket in equation (J15), and re-arrange

/,lES* — VSBSSiYSV + VSLSSiAS"iBN‘Yﬁ + VSLSSiASFiB"t thll

r#s r#s t#s r#s t#s u#s,t
+ VsLssiAsriBrths + VsLssiAsrBrsyss
r;s t#s . r#s . (J16)
+VSLSSZASVBVSZYSZ‘ +VS(Bss _LSS)ZAsrXr
. r£Ss . t#s . . r£Ss . .
+ZVIBISZYW +thBtsZAsreryrr +ZVtBtszAsrerEr*
t£s r#S t#s r#Ss t#s r#s

G G G G
Because ZA"ZB" = ZA‘“ZB”

r#S t#s t#s r#s

Therefore,

G G G G
VsLsszAsrzBrtYn — VSLSSZAstZBZrYrr

r#Ss t#s t#s r#S

G G G G G G
VSLSSZASVZBN ZYtu — VSLSSZASIZBW Zyru

rzs IZS u#s,t . t#£s . r#Ss UFS,r
VSLSSZASVZBMYm — VSLXSZAS[ZB”Y”

r#S t#s t#s r#S
VS (Bss _LSS)i A X" = VS(BSS _LSS)iAstXt

So, equation (J16) can be re-arranged as
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/uES* — VsBssiYsr + VsLssiAstiBtrYrr + VsLssiAstiBtr inu
. rZS t#£s . r#s t#£s r#s U#S,r
+ VsLsszAstthryrs + VsLssZAsrBrsyss
tzs r#S . r#s . (J17)
+ VSLSSZASVBVSZYS[ + V.v (Bss _LSS)Z AstXt
. r#s . t¢sG . t#£s . .
+ ZVtBtszYsr + thBtsZAsreryrr + ZVtBtszAsrerEr*

Based on the definition of global Leontief Inverse matrix, following identity holds:

I_All _A12 . _AIG Bll BIZ o BIG [ O e 0
_A21 I_A22 e _AZG BZI BZZ . BZG 3 0 [ e 0
_1;4G1 _AGZ ..: I_;4GG B.Gl B.GZ '.: B.GG 0 0 e I
B'' B2 ... BY r_4" _ 42 ... _ 46 (J18)
~ BY B2 ... B | _ 4% [_ 4% ... _ 4%
B.GI BGZ BGG _1;1GI _AGZ 1_;4GG

From (J18) we can obtain following two equations:

G

(I—-A")B" =) 4"B" =0 J19)
t#£s
G G

(]_ASS)BSS _ZAsrBrs :I:BSS(I—ASS)—ZB”A” (JZO)

Re-arrange equation (J19) and (J20)

G G
Bsr — ([ _ASS)—IZAStBtr — LSSZAstBtr (le)
G G
LsszAsrBrs — Bss _Lss — ZBsrArsLs*s (J22)

Because L, B*" and A" >0, Therefore B* —L*>0.

Inserting equation (J21) and (J22) into equation (J17)
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Z/IES* — V.S‘B.S‘SiYSI‘ + VS‘iBSFYVV + V.S‘iBSI‘ iyr” + VA‘iB.YVYFS

rES r£Ss r#s U#Ss,r rES

+V’ iB”A”L”Y“ + (VS iB”A”L”ZG: Y+ VSiB”A”L”iA”X’J (J23)

. r#s . . r¢sG t#s . r¢; t#s
+ z VtBtsZYsr + Z VtBtszAsrerYrr + ZVtBts ZAsrerEr*

t#£s r£s t#s r#s t#£s r£Ss
Re-arrange

G G G G G

uE” =V*B Y Y+ V'Y BYY " +V' Y BT YY" +V* Y BY"”
+V? iB YACLYR + V7 iBS"A”L‘“E g J24)

G - G G - G G G
+ ZVtBtS Z Ysr + z Vtth ZASI‘LI‘VYVI‘ + Z VZBISZ AsrerEr*

t#s r#s t#s r#Ss t#s r#s

It is the same as equation (36) in KWW.

Appendix K: The difference between Value-added exports and GDP by Industry
in Gross Exports at the Country-sector Level

As pointed out in KWW, domestic value-added in a country’s exports and
value-added exports are, in general, not equal to each other. They are related but
different concepts. The former only looks where the value added is originated
regardless where it is ultimately absorbed. While a country’s “value added exports”
refers to a subset of “domestic value added in a country’s exports” that is ultimately
absorbed abroad.

Figure K1 plots the time trend of “value-added exports”(VAX F) and “domestic
value-added” in exports to GDP ratios (both of them are forward linkage based) for
four selected industries based on estimates from WIOD. These graphs show clearly
domestic value-added in exports to GDP ratios are constantly higher than sector
value-added exports to GDP ratios, especially for advanced economies. For instance,
the difference between these two ratios 1s around 4%, 5% and 4% of sector total
value-added for the United States, and 3.5%, 2.5% and 2% for Germany in basic
mental, electric and optical equipment, and transportation equipment industries,
respectively, during the 17 years of our sample period. Even in the textile and textile

industries, there is also a 2-3% difference consistently between these two ratios for the
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U.S. and Germany during the same period. While the difference between these two

ratios for most developing countries is generally tiny.

Figure K1 The Difference between Value-added exports to GDP and Domestic
Value-added in exports to GDP ratio
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Appendix L Patterns of Production Sharing by Country and Sectors

As our decomposition formula allows us to not only capture the vertical
specialization (VS) share of a country’s gross exports similar to HIY (2001) VS
measure but also each source countries’ VS share, we can use the information to
characterize the type of production sharing arrangements by country and sector.

In Table L2, we report the average values of VS shares across all countries in
1995 and 2011, for each of the 35 sectors, in Columns 2 and 3, respectively. We sort
the sectors in descending order of the value of the average VS share in 2011. The

sectors with the highest VS shares in 2011 are electric (and optical) equipment,
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transport equipment, basic medals, machinery, and rubber and plastics. The sectors
with the lowest VS shares are private household (services), education, real estate,
public administration, and retail trade. These numbers and the sector order are hardly
surprising.

For a given sector, we summarize the distribution of countries in each type of
production sharing in Columns 4-6. If the VS share is less than 5%, we label that
country-sector as following a national production arrangement. If the VS share
exceeds 5%, we label the country-sector as following a cross-country production
sharing. We further divide the latter into two categories: if intra-regional sourcing
accounts for 60% or more of the VS, we label it as using regional production sharing;
otherwise, we label it as using global production sharing. As an example, for the
electric (and optical) equipment sector, there is no country in the WIOD database
follows a national production arrangement, all 40 countries have significant
cross-country production sharing. Within the latter group, 16 countries follow a
regional sharing arrangement, and 24 countries follow a global sharing arrangement.
By this set of definitions, we find that it is common to see a global production sharing
arrangement in the electric equipment, transport equipment, machinery, rubber and
plastics, air transport, water transport, textile and leather and footwear industries.

We can also get more details about any particular sector. As an illustration, in
Table L3, we zoom in on the transport equipment sector. We list the major developed
and emerging market economies in the first column, ordered by the volume of gross
exports in that sector in 2011 (recorded in the second column). The largest exporters
of transport equipment are Germany, United States, Japan, France, Korea, and China.
For each country, we report the top markets for their transport equipment exports in
Column 3. For example, for Germany, the largest markets are France, the United
States and China. For the United States, the largest markets are Canada, Mexico, and
China. In Column 4, we report vertical specialization as a share of the gross exports.
All countries on this list have a relatively high VS share, often in excess of 30%. This
confirms that transport equipment sector is highly integrated both regionally and

globally; production in most countries relies on parts and components made in some
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foreign countries. In Columns 5 and 6, we report the share of VS coming from within
the same region of the country and from outside the region, respectively. Generally
speaking, European countries source heavily from other European countries, though
they also import value added from outside the region. Most countries outside Europe
tend to source globally, with value added from countries outside the region accounting
for more than half of the overall VS.

If one wishes to test theories about determinants of offshoring and outsourcing,

such information can be very useful.

Table L1 WIOD Country and Region

Label Country Region Label Country Region
AUS Australia Asia-Pacific IRL Ireland Europe
AUT Austria Europe ITA Italy Europe
BEL Belgium Europe JPN Japan Asia-Pacific
BGR Bulgaria Europe KOR South Korea Asia-Pacific
BRA Brazil American LTU Lithuania Europe
CAN Canada American LUX Luxembourg Europe
CHN China Asia-Pacific LVA Latvia Europe
CYp Cyprus Europe MEX Mexico American
CZE Czech Republic Europe MLT Malta Europe
DEU Germany Europe NLD Netherlands Europe
DNK Denmark Europe POL Poland Europe
ESP Spain Europe PRT Portugal Europe
EST Estonia Europe ROM Romania Europe
FIN Finland Europe RUS Russia Europe
FRA France Europe SVK Slovak Republic Europe
GBR United Kingdom Europe SVN Slovenia Europe
GRC Greece Europe SWE Sweden Europe
HUN Hungary Europe TUR Turkey Europe
IDN Indonesia Asia-Pacific TWN Taiwan Asia-Pacific
IND India Asia-Pacific USA United States American
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Table L2: Patterns of International Production Sharing by Sector

VS share in Numbers of countries in each type of
gross exports production sharing arrangements in
2011

Sharing Sharing

c15: Transport Equipment 26.8 334 0 23 17

c13: Machinery 26.0 28.6 0 23 17

¢09: Chemical Products 24.2 26.9 0 25 15

¢25: Air Transport 21.0 25.5 0 19 21

c24: Water Transport 223 23.6 0 22 18

c07: Paper and Printing 21.1 224 0 30 10

¢06: Wood Products 17.5 19.7 0 33 7

c18: Construction 16.5 17.9 2 25 13

¢17: Electricity, Gas and Water 13.7 15.4 2 25 13

¢26: Other Transport 13.2 15.1 3 23 14

c19: Sale of Vehicles and Fuel 11.4 13.3 7 23 10

¢02: Mining 11.9 12.5 7 28 5

¢20: Wholesale Trade 10.4 11.7 6 22 12

¢33: Health and Social Work 9.9 11.6 6 29 5

¢28: Financial Intermediation 8.0 9.9 14 17 9

¢31: Public Admin 8.2 8.9 5 25 10

¢32: Education 4.8 49 23 16 1

Note: VS is sourced from manufacturing and services sector only. National sharing defined as VS
<10%; Regional sharing defined as VS > 5%, regional VS > 60% of total VS; Global sharing defined

as VS >5%, regional VS<60% of total VS.
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Table L3: Production Sharing Patterns in the Transport Equipment Sector
(WIOD 15) for Selected Countries in 2011

Extra
Gross Top 3 Destinations and its VS Region )
Country -regional | Top 3 Suppliers of FVA
exports Share
(1) % of (4) | % of (4) 7
(2) 3) 4
(5) (6)
FRA(13.1),USA(9.0) FRA(8.9),CHN(8.2),
Germany 312,488 31.08 62.80 37.20
CHN(8.9) ITA(7.8)
CAN(24.8),MEX(11.5) CHN(16.9),CAN(12.6),
USA 198,891 23.73 25.70 74.30
CHN(7.4) JPN(11.3),MEX(11.1)
USA(23.6),CHN(11.1) CHN(25.0),USA(13.3)
Japan 178,412 11.00 44.72 55.28
RUS(8.4) KOR(9.0)
DEU(20.4)ESP(8.7) DEU(27.3),USA(9.6)
France 127,659 36.78 65.79 34.21
GBR(5.9) ITA(7.0)
USA(12.0),RUS(9.4) CHN(22.2), JPN(19.5)
Korea 121,150 24.63 50.01 49.99
DEU(7.9) USA(12.4)
USA(12.4), DEU(8.4) JPN(17.9), USA(13.1)
China 96,956 16.68 36.52 63.48
RUS(5.5) DEU(11.8)
DEU(16.6), USA(9.4) DEU(18.8),USA(15.1)
UK 84,809 33.83 56.15 43.85
FRA(7.2) CHN(7.3)
USA(79.7), MEX(2.8) USA(50.5),CHN(8.7)
Canada 75,047 31.51 5791 42.09
DEU(1.9) JPN(6.6)
DEU(17.5), FRA(9.6)) DEU(19.6),CHN(8.7)
Italy 50,463 26.38 62.03 37.97
GBR(7.5) FRA(7.9)
DEU(25.8), ITA(12.2) DEU(28.4),ITA(8.6)
Poland 34,410 42.60 70.85 29.15
GBR(7.8) CHN(6.8)
DEU(31.5), RUS(8.6) DEU(29.6),POL(6.5)
Czech 28,520 49.18 72.52 27.48
FRA(7.3) CHN(6.4)
USA(8.2), MEX(5.3) USA(18.4), CHN(11.2)
Brazil 24,792 17.01 2291 77.09
CHN(4.6) DEU(10.1)
GBR(10.8), USA(6.6) CHN(18.9),USA(12.1)
India 21,383 15.52 32.73 67.27
DEU(3.8) DEU(6.7)
POL(3.2), DEU(2.5) DEU(18.1), JPN(16.0)
Russia 2,551 30.76 50.07 49.93
FRA(0.9) CHN(9.3)

Note: Regional division is defined in“WIOD Country and Region”table in the appendix. VS is

sourced from manufacturing and services sector only.
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Table L4 WIOD Sectors

Code NACE | Industry Description
Co1 AtB Agriculture Agriculture, Hunting, Forestry and Fishing
Co02 C Mining Mining and Quarrying
Co03 15t16 | Food Food, Beverages and Tobacco
Co4 17t18 | TextilesProducts Textiles and Textile Products
Co05 19 Leather and Footwear Leather, Leather and Footwear
Co06 20 WoodProducts Wood and Products of Wood and Cork
Cco7 21t22 | Paper and Printing Pulp, Paper, Paper, Printing and Publishing
Co08 23 Refined Petroleum Coke, Refined Petroleum and Nuclear Fuel
Co09 24 Chemical Products Chemicals and Chemical Products
C10 25 Rubber and Plastics Rubber and Plastics
C11 26 Other Non-Metal Other Non-Metallic Mineral
C12 27t28 | Basic Metals Basic Metals and Fabricated Metal
C13 29 Machinery Machinery, Nec
C14 30t33 | Electrical Equipment Electrical and Optical Equipment
C15 34t35 | Transport Equipment Transport Equipment
C16 36t37 | Recycling Manufacturing, Nec; Recycling
C17 E Electricity, Gas and Electricity, Gas and Water Supply
Water
C18 F Construction Construction
Sale of Vehicles Sale, Maintenance and Repair of Motor Vehicles and
e 30 andFuel Motorcycles; Retail Sale of Fuel
€20 51 Wholesale Trade Wholesale Trade and Commission Trade, Except of Motor
Vehicles and Motorcycles
21 5 Retail Trade Retail Trade, Except of Motor Vehicles and Motorcycles;
Repair of Household Goods
C22 H Hotels and Restaurants Hotels and Restaurants
C23 60 Inland Transport Inland Transport
C24 61 Water Transport Water Transport
C25 62 Air Transport Air Transport
C26 63 Other Transport Other Supporting and Auxiliary Transport Activities;
Activities of Travel Agencies
C27 64 Postand Post and Telecommunications
Telecommunications
C28 J Financial Intermediation | Financial Intermediation
C29 70 Real Estate Real Estate Activities
C30 71t74 | Business Activities Renting of M&Eq and Other Business Activities
C31 L Public Admin Public Admin and Defense; Compulsory Social Security
C32 M Education Education
C33 N Health and Social Work | Health and Social Work
C34 (0] OtherServices Other Community, Social and Personal Services
C35 P Private Households Private Households with Employed Persons
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Appendix M Some Additional graphics

Figure M1a: Structure of US Transport EquipmentExports Decomposition
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Figure M1b: Structure of Mexico Electrical and Optical Equipment Exports Decomposition

100% -
90% -
® PDC share in
80% - Gross exports
70% -
= RVA share in
60% - Gross exports
50% -
B FVA share in
40% Gross exports
30% -

B DVA share in

20% - Gross exports
10% -

0% -

1995 2000 2005 2006 2007 2008 2009 2010 2011

Note: Corresponding to Tables4a and 4b in the main text.
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Figure M2a: VS Share by source in US transport equipment exports(Unit %)
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Figure M2b: VS share by source in Mexico’s electronics exports (Unit %)
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Note: Corresponding to Tables5a and 5b in the main text.
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Figure M2c: VS Share by source in DEU transport equipment exports (Unit %)
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Figure M3: Structure of Germany Business ServicesExports Decomposition and VAX ratio
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Note: Corresponding to Tables8 in the main text.

Figure M4 plot the three different types of trade balance measures for China-Japan
bilateral trade in rubber and plastics in gross exports, VAX F, and VAX B,
respectively, similar to figure 2 in the main text on China-US bilateral trade in
electrical and optical equipment: As we can see, due to the vast differences in the
structure of value added in exports by the two countries, the trade balance looks

different, often with a sign switch, as we move from one measure to the other.
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Figure M4: China and Japan Bilateral trade balance in Rubber and Plastics
Unit: millions USD
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Appendix N: Notations and Important Decomposition Relations

1. At the country aggregate level
(1) E* =DVA* + FVA® + RDV’ + PDC*

(2) DVA* =VAX F° =VAX B’
2. At the country-sector level
(3) E; =DVA; + FVA; + RDV; + PDC;

(4) DVA; =VAX _B} #VAX _F’

(5) GDPinE; =VAX _F; +RDV _F; # DVA; + RDV;
3. At the bilateral aggregate level
(6) E*" =DVA” + FVA” + RDV*" + PDC"”

(7) DVA” #VAX B” =VAX F”
4. At the bilateral-sector level
() Ej.’ =DV, j.’ + FV j.’ +RDV]." +PDCJS.’

(9) DVA; #VAX B #VAX _F;"
Where E° is Country s’ gross exports. (time subscript is omitted for simplicity.);
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DVA’ is domestic value-added that is exported by Country s and ultimately absorbed

abroad; FVA’ is foreign value-added in Country s’ exports; RDV® is returned
domestic value-added in Country s’ exports, or domestic value added that is initially
exported by Country s but eventually returned and is consumed at home; PDC" is

pure double counted component due to double counting of the previous terms in

Country s’ exports (or back-and-forth intermediate goods trade).

VAX F*® is forward-linkages based value added exports, equaling the sum of

VAX _F; across all sectors; RDV _F; is forward-linkages based domestic
value-added that is first exported but finally returns and is consumed at home;

VAX B’ 1is backward-linkages based value added in exports of Country s, equaling

sum of VAX _B; across all sectors.

E; is total exports of sector j from Country s; DVA; , F VA;, RDV;, and PDC;

are the four major components of sector j’s gross exports, backward-linkage based;
GDPinE’; is GDP by industry in exports. This concept of value-added created by
production factors (labor, capital) employed in sector j of Country s and embed in the

sector’s gross exports, is only concerned with where the value-added is created, but

not where it is absorbed,;

VAX _F; is forward-linkages based value added exports of sector j from Country s,

which is sector j’s value added embedded in all sectors gross exports from Country s

(including indirect exports of sector j’s value added through gross exports of Country

s’ other sectors); VAX B is backward-linkage based value added exports of sector

j of Country s, which is value added from all sectors in Country s that is embedded in

its sector j’s gross exports.

5. Finer Decompositions:
(10) DVA] =DVA_Fin + DVA_Int] + DVA_Intrex}
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(11) VAX _F' =VAX _F_Fin} +VAX _F_Int) +VAX _F_Intrex’

VAX _ F;r — i ‘VJjS‘BSSYSI” + i V]:YBSVYVF + i “'/'jSBSV i Yl‘l

r#s r#s r#s t#£S,r

Where VJ:":[O e Ve ()]

J

(12) VAX _BY =VAX _B_Fin +VAX _B_Int) +VAX _B_Intrex’

VAX_B;}" — iVSBSSYjSV +iVSBS}‘YjVV +§Vj§BSV in)’t

rE£S r#£S rE£ES t#s,r
(13) PDC!" =DDC +FDCY =DDC_Fin} + DDC_Int + MDC}" +ODCY’

FVA? =FVA_Fin; +FVA_Int}
(14) .
=MVA_Fin] + MVA_Int] + OVA_Fin| +OVA_Int;
Where DVA_Fin} is domestic value-added in final goods exports consumed by

direct importers; DVA_Int]is domestic value-added in intermediate goods exports

absorbed by direct importers; DVA _ Intrex’] is domestic value-added in intermediate

goods re-exported to third countries.

Similar to the three sub-components for VAX F;" and VAX B}, we have the
following sub-components: DDC;" is domestic value-added pure double counting in
production of exports; FDC]" is foreign value-added pure double counting in
production of exports; MVA;" is foreign value-added sourced from the direct
importer; OVA;" is foreign value-added sourced from third countries; MDC;" is the

direct importer’s VA double counted in exports production; ODC;" is third countries’

VA double counted in exports production.

At the country aggregate level

DVA_Fin’ =VAX B_Fin’ =VAX F _Fin®,

DVA_Int* =VAX _B_Int’ =VAX F_Int*
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DVA_Intrex® =VAX B _Intrex* =VAX _F_Intrex®
RDV _Fin® =RDV _B_Fin® =RDV _F _Fin’

RDV _Int' =RDV _B_Int' =RDV _F_Int’

At the country-sector level

DVA_Fin; =VAX B_Fin, #VAX F _Fin},
DVA_Int; =VAX _B_lInt; #VAX F _Int;

DVA _Intrex; =VAX _B_Intrex; #VAX _F _Intrex;
RDV _Fin; =RDV _B_Fin; # RDV _F _Fin;

RDV _Int; =RDV B _Int; # RDV _F _Int;

At the bilateral-sector level

DVA_Fin? #VAX _B_Fin! #VAX _F_Fin'
DVA_Int} #VAX _B_Int) #VAX _F _Int}

DVA_Intrex‘;’ # VAX_B_Ianex;r # VAX_F_InZTex;r
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Appendix O Decompose bilateral intermediate trade flows based on where it is finally absorbed — implementation into Computer code
Correctly decompose bilateral intermediate trade flows at sector level into major groups according to their destination of final absorption are

the key technical step to fully decompose gross bilateral trade flows, which transfer gross output (gross exports is part of it), usually as

endogenous variable in standard 10 models, to exogenous variables in our gross trade accounting framework. As discussed in the main text, we

decompose bilateral intermediate trade flows into following 8 groups, as specified in equation (35) of the main text.

0 A,BY,  AsBiYy,  A,BLY,
Group 1: A4 B.Y, 4,,B,,Y,, 0 4,38, Y55 ABY,, . 1 term
’ 4;,B,\Y,,  A4;By)Y, 0 A,,8,.Y,,
| AnBYy, ApByY,  AypBiY, 0
| 0 Ay (ByYys + ByyY,,)  As(By Yoy +ByYy,)  Au(BoYo, + ByiYsy)
Group2: A BY, (#rs 4, (B3Y; + BY,,) 0 Ay (Byy Yy + B3, Yy) Ay (Bt + BsYss) . 2 terms
’ A3 (B, Yo, + B Y,,)  Ay(ByY), + ByY,,) 0 A5, (BYs, + By Yy)
| A4 (B3T3 + ByYy,)  Ap(ByYyy + By Yy)  Ay(Bs,Yo, + ByYy) 0
[ 0 A,By, (Vs +Yy,)  AsBy(Yy, +Yy,)  A,B, (Y, +1;)
Group3: A B Y, (#r,s 4,,B,,(Y;; +1,) 0 Ay By (Vs +Y3)  AyBiy(Yyy +1,5) . 2 terms
’ o | Ay B (N, +Y,) 4By (Y, +1),) 0 Ay, B, (Y, + 1)
| AnB (Y +Y5)  ApBy(Ys+ 1) ApBi(Y;, +15) 0

SrrtT tu

Group4: A B)Y t#r,s u#t,s
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0

A By (Yiy + Y3,) + By (Y, +Y,5)]

AZI[B13()/31+Y34)+BI4(Y41+)743)] 0

A [B, (Y + 1) + By (Y, + 1,,)]
A41[Bl3(Yv31 + Y32) + BIZ(),ZI + Y23)]

Group 5: 4,B,.Y,
Group 6: 4,B.Y,
Group 7: 4,B.Y
Group 8: 4,B.Y, ,

N

t#+S

0 AIZBZZYZI
AZlBllle O
A, B,\Y,, A,B,.Y,,

_A4lBllYl4 A4ZB22YZ4

0
A21(B13Y32 + BI4Y42)
A, (B,,Y,, +B,,Y,;)

_A4I(BI2Y24 + Bl3Y34)

I 0 A12B21Y11
A21B12Y22 O
A3IB13Y33 A32823Y33

_A4lBl4Y44 A4sz4Y44

i 0

A21B12(Y23 +Y21 +Y24)
A5 By3(Yy, + 15, +13y)

_A4LBI4(Y43 +Y, +7Y,)

AplBy3 (Vi +¥3)) + B, (Y, +1,5)]

A[Byy (Vs + 10) + By (Yoo +Yi)] - A[Biy(Yy; + o) + Biy(Yy + 13,

A23[B31(Y13 + Yl4) +B34()]43 + Y41)] A24[B41(Y13 + Yl4) +B43(Y31 + YEM)] , 4 terms

Ay B, (Y, + Y, )+ By (Y, +Y,)] 0 Ay [Byy (Y +Yo) + Byy(Y, + 13,)]
Ap[B;, (Y, + 1) + By (Y, +1),)] 0
A13BS3Y31 A14B44Y41
A23B33Y32 A24B44Y42 1
, term
0 A34B44Y43

A43B33Y34 0

Alz(B23Y31+BZ4Y41) A13(B32YZI +B34Y41) A14(B42YZI +B43Y31)
0 A23(B31le +B34Y42) A24(B41le +B43Y32) 2
, 2 terms

A32(BZIYIS+BZ4Y43) O A34(B42Y23+B4IY13)
A42(B23Y34 + BZlYl4) A43(B32Y24 + BSIYM) O

A13B31Y11 A14B41Y11

A23B32Y22 A24B42Y22 1

, terms
0 A34B43Y33
A4sB34Y44 0
A4,B, (Y, + Y5 +Y,)  AsBy (Y, +Y5+Y,)  AuB,(Y,+Y,+1,)
0 A23B32(Yz3+Y21 +Y24) A24B42(Y23+Y21+Y24) 3 terms
A32B23(Y32 +Y3| +YS4) O A34B43(Y32+Y31 +Y34)

A4ZBZ4(Y43+Y41+Y42) A4SB34(Y43+Y41+}742) O

The total ABY terms can be computed asGxG=1+(G-2)+(G-2)+(G-2)*(G-2)+1+(G—-2)+1+(G—1); in 4 country case, there are
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total 16 ABY terms.

Gross intermediate exports can be expressed as 4AX matrix and the sum of the 8 ABY groups exactly equal AX:
0 A12X2 A13X3 A14X4

Ay X, 0 Ay Xy A X, G G G G
= A X =A, B, Y, =4 B.Y,. and Y*ZE Y
A3 X, ApX, 0 A,X, 10 77 ¥ Zt ”Zk " Srzt e ! itk

A41X1 A42X2 A43X3 0
Gross intermediate exports AX can first be decomposed according to where they are used to produce final good as three major groups:
(1) Used in the direct importing Country r; (2) re-exported by Country r and used in third countries; (3) return to the exporting Country s and

used there.

AsrXr = AsrztG Brt},t* = A B Y + ASVZIG#SJ Brth* + A B Y

s rr srrsT s*
Gross output can also be decomposed in similar way:

Xr = Z[G B"th* = Brr)]r* + Ztis,r Brth* +B.Y,

Each of the three groups can be further decomposed according to where these final goods are consumed:
(1) Intermediate exports from Country s used to produce final goods in Country r can be further decomposed into three groups:

AsrBrrYr* = AsrBrr ZfYrk = AsrBrr},rr + A B ZIG# » Yrt + A B Y

NA rr ST Frers
Corresponding gross output can also be decomposed in similar way:

B,Y.=B,> Y, =BY, +B,>" Y +B),

rrerr port rrers
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A,B.Y is Group 1, A, B, ZZS Y, is Group 3, A B, Y is Group 5
The detailed computer implementation is given below:

Group 1: A4 B Y s=#r Countrys’ intermediate goods exports used by partner Country r to produce its domestically consumed final goods

Sre_rrTrr

Step 1:
0 By By By,|Y, 0 0 0 0 BY,, Byl BuYy
Bll O B33 B44 O Y22 0 O — BIIYII 0 B33},33 B44Y44
Bll B22 O B44 O 0 Y33 O BII)]H B22Y22 O B44Y44
Bll BZZ B33 O O 0 0 Y44 BllYll BZZYZZ B33Y33 O
Step 2
0 A12 A13 A14 O BZZY22 BSBY_’aS B44Y44 O AIZBZZYZZ AISB33Y33 A14B44Y44
A21 O A23 A24 # Bl 1},11 O B33YS3 B44Y44 — A2lBl 1)/11 0 A23B33YS3 A24B44Y44
A31 A32 O A34 BIIYII B22Y22 O B44Y44 A31B11)711 A32822Y22 O A34B44}744
A41 A42 A43 0 BllYll BZZY22 333}733 O A4lBIII/11 A42B22Y22 A43B33Y'33 0
Or in one step
0 4, 4; 4,|%, O 0 018, 0 0 0 0 ABnYy,  AnByYyy  AuBuY,
Ay 0 Ay A, 0 X, 0 0 0 By, 0 0 _ Ay B 1, 0 Ay BisYss Ay BouYy,
A3I A32 0 A34 O 0 },33 0 O 0 333 0 ASIBI I}]ll A32322Y22 O A34B44}]44
A4l A42 A43 O 0 0 0 )744 O 0 0 B44 A41Bll),ll A42322Y22 A43B33Y33 0
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Group 3:

A,B.Y

srrrert ,

Countries (t) for production of final goods consumed in t.

Step 1:
0¥,
Y, 0
Y, X,
Y Y
Step2
B, O
0 B,
0 O
0 0
Step 3:
0

Y, Y, 0 Y, +¥5+ 1,

Yy Yy Y+ Y+ 1, 0

0 Y| [Yy+¥u+Y, Y, +Y,+Y,

Y, 0 Ypt+YptY, Y,+Y,+¥,
0 0 0 Yi+Y, Y,+Y,
0 0 || Yy + 1 0 Y+,
By, 0 |V, +Y, Y, +), 0
0 By | Y,+Y, Yu+Y, Y, +7Y,

Yo+ Y+,
Y+ Y+ Y,
0
Yy + Y, + ¥,

Y, + 1,

Y+,

Y, +1,
0

T
B,(Ys+Y,) B (Y, +Y,) B (Y;+1,)

Bzz(st + Y24)
By (Y;, +Y,) By(Ys, +Ys,)
B44(Y42+Y43) B44(Y41+Y43) B44(Y42+Y41)

Step 4:

0

B22(Y21+Y24) BZZ(Y23+Y21)
0 By (Y;, +73)

0

Y, +Y5+Y,

Y+ Y+ Y,

Y +1,+1,
0

0

_ Bzz(Y23+Y24)
By, (Y, +Y,) By(Y;,+1,)
B44(Y42 +Y43) B44(Y41 +Y43) B44(Y42 +Y41)

0

| Bua Yy
BII(Y12+Y14) BZZ(Y21+Y24)
Bll()/l3+Y12) BZZ(Y;3+Y21) B33(Y32+Y'31)
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0
v,
Y,
Y,

0%}

1

S

1

s Y
S

r,
;0

0

Y+,

Yyt 0
Yo+, 4%,
YotYy Yo+Yy Y+,

BII(Y13+Y14) BII(Y12+YI4) Bll(),l3+Y12)
BZZ(Y21+Y24) B22(Y23+Y21)

0

0

0

By (Y, +15))
0

BZZ(Y23+Y24) B33(Y32+Y34) B44(Y42+Y43)

B33(Y31 +Y34) B44(Y41 +Y43)
B44(Y42 +Y41)

0

0

Yo+,

t#r,s Country s’ intermediate exports used by partner Country r, to produce intermediate good that is exported to third

Y, +Y,

Lith, Y+Y;

0

Y, +1,
0



0 AIZ A13 A14 O BZZ(Y23 +Y24) BSS()IS2+)734) B44(Y42+Y43)

A21 O A23 A24 # Bll(Yl3 + Yl4) 0 B33(Y31 + )]34) B44(Y41 + Y43)
A31 A32 0 A34 BII(YIZ—l_YM) BZZ(Y21+Y24) O B44(Y42+Y41)
A41 A42 A43 0 BII(Y13+Y12) BZZ(Y23+Y21) B33(Y}2+YSI) O
0 A12B22(Y23 + Y24) AI3B33(Y32 + Y34) AI4B44(Y42 + Y43)
— AZIBII(Y13 + Yl4) O A23B33(Y31 + Y34) A24B44(Y41 + Y43)
A31B11(YIZ+Y14) A32B22(Y21+Y24) 0 A34B44(Y42+Y41)
A41B11(I713+Y12) A42B22(Y23+Y21) A43B33()732+Y31) 0

Group 5: A B.Y , s#r Country s’ intermediate goods exports used by partner Country r to produce final goods exports that are shipped

SrerrTrs 0

back to the source Country s.

Stepl:
Bll 0 O O 0 YIZ )713 Y14 0 322)721 B33Y31 B44Y41
0 By 0 0 1Y, 0 Y b, B\Y, 0 By Yy, BY,
0 0 B33 O Y31 Y32 O Y34 BII}]IS B22Y23 0 B44Y43
0 0 0 B44 Y4l Y42 Y43 O Bll),l4 BZZYZ4 B33},34 0
Step 2:
T
0 Bllel2 BIIY13 B11Y14 0 322)721 B33Y31 B44Y41
BZZYZI 0 322)723 BZZY24 — Bl IIIIZ 0 B33},32 B44Y42
B33Y31 B33)]32 0 B33Y34 Bll}fl3 B22Y23 O B44}]43
B44Y41 B44Y42 B44Y43 0 BnY14 322Y24 B33Y34 0
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0 A12 A13 A14 0 BZZYZI BB3YSI B44Y41 0 A12322Y21 AISB33Y31 A14B44Y41
21 0 A23 A24 # Bl lYIZ O BS3Y32 B44Y42 _ AZIBI 1Y12 O A23BS3Y32 A24B44Y42

A
Ay Ay 0 Ay | BYs Bpby 0 B,.Y,; A5 Y3 ABoY;s 0 A3,8,,Y,5
Ay Ay A 0 B Y, Bph, B, 0 AyB\Y,  ApBpY, ApBiY, 0

(2) Intermediate exports of Country s used to produce final goods in third countries (t) also can be further decomposed into three

groups

G
Y, +A4, BY,
t£7 S " t Zt#sB’"tZk thk = AW t#rsB +A5’”21¢r5 rt2u¢5t u tr,s - TS

Corresponding gross output can also be decomposed in similar way:

° BY.=>" B>, =>" > B> BY
+ +
it2r,s 11 r* it#r,s ” Ik e~ it#r,s rt ” it#r,s rt u#s ,t ’“ t#r,s TS

Group 2: A, B)Y, t#r,s, Country s’ intermediate exports used by partner Country r, to produce intermediate good that is exported to third

srrt tt

A,

Countries (t) for production of final goods consumed in t, including all the G-2 countries that are not the two direct trading partners.

Step 1:
0 B Bl3 Bl4 0 Yll Yll Yll B12Y22+BI3Y33+BI4Y44 BISYSS—'_BI4Y44 BIZY22+BI4Y44 BIZYZ2+BI3YS3
BZl 0 BZ3 BZ4 Y22 0 Yv22 YZZ — B23Y33+B24Y44 BZI)III+B23Y33+BZ4Y44 B21Y11+BZ4Y44 BZIY11+BZSYS3
B31 B32 O B34 Y33 }733 O Y33 B32Y22+B34Y44 B31YII+BS4}744 B31Y11+B32Y22+B34Y44 B31Y11+B32Yv22
B, B, Bs; 0 ]Y, Y, Y, O B,Yy, + BV B,Y, + Bl B\Y), + BT, B,Yy + Bl + BYs;
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Step2:

Make all diagonal elements to 0 and transpose

O B23}733 +B24Y:l4 B32Y22 +B34)744 B42Y'22 +B43Y33
B13Y33+B14Y44 O B31Y;1+B34Y:¥4 B41)/1]+B43Y'33
B12Y22+BI4Y44 B21)711+BZ4},44 O B4IYII+B42Y22
BIZYZZ+313Y33 B21)711+BZ3)/33 B31Y11+B32Y22 0

Step 3:

O A12 A13 Al4 0 BZ3Y33 +BZ4Y44 B32Y22 +B34Y44 B42Y22 +B43Y33
A21 O A23 A24 # BISY33+BI4Y44 0 B3IYII+B34Y44 B41)711+B43Y33
A31 A32 O A34 BIZY22+BI4},44 BZIYII +B24Y44 0 B41YII+B42YZ2
A41 A42 A43 0 312},22+B13Y;33 BZIYII—'—BZSY;S B31Y11+B32},22 0

O AIZ(B23Y33 +BZ4I744) Al3(B32Y22 +B34)]44) Al4(B42Yv22 +B43Y33)

— AZI(B13Y33+BI4Y44) O A23(B31Y11+B34)744) A24(B41)711+B43Y33)
A31(BIZ)/22+B14Y44) A32(B2]Yll +BZ4Y44) O A34(B41)711 +B42}/22)
A41(BIZYv22+Bl3Yv33) A42(B21Y11+B23Y33) A43(B31)/11+B32}’22) O

Group 4: A, B)Y, , t#£r,s ,u #t,5 Country s’ intermediate exports used by partner Country r, to produce intermediate exports to the third

Countries(t) for production of final exports to countries other than Country t and the source Country s.

Step 1:
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0 %, Yy Y, 0 NotYs+Y, Yo+Y+Y, Yo+X+Y, | |0 X, Y, Y, 0 Yy+h, Y+Y, Y,+Y;
Lo 00 4y Byl 1 h+h+ b, 0 ity t by Bithathy| (1o 00 By By I+ hy 00 Byl 14Dy
n, Y, 0 L, L+Y,+Y, G+h,+), 0 i+, +Y, | |G Y, 0K, Lo+Y, Y+l 0 K+),
Yo Yo Yy 0] |[Y4Yu+Yy Y4Y,+Y, Y 4Y,+Y, 0 Yo Yo Yy 0] |[YotY, Yu+Y, V4%, 0
Step2

O BIZ Bl3 Bl4 O Y13+Y14 Y12+},14 }712+Yl3
BZl O B23 BZ4 Y23+Y'24 0 )/21+Y24 Y21+Y23
B34 )/'32+Y34 Y31+}734 O )/;1+Y32

0 and make the diagonal elements of the resulted matrix to 0, then transpose
B41 B42 B43 0 Y42+Y43 Y41+Y43 Y41+Y42 0

Step 3
O BIS(Yv31+Y34)+Bl4(Y41+Y43) BIZ(Y21+Y24)+BI4(Y41+Y42) BIZ(Y21+Y23)+Bl3(Y31+Y32) !
823()]?’2+Y34)+BZ4(Y42+Y43) O BZ](K2+)]I4)+BZ4(Y41+Y42) BZI()]IZ+Yv13)+BZ3(Y3]+)]32)
B32(Y23+Y24)+B34(Y42+Y43) B31(),13+Y14)+BS4(Y41+Y43) 0 B31()712+Y13)+BSZ(Y21+Y23)
B42(Y23+Y24)+B43()]32+Y34) B41(Yl3+Yl4)+B43()]31+Y34) B41(Yl2+)]14)+B42(Y21+Y24) O
O 823(Y32+Y34)+B24(Y42+Y43) B32(Y23+Y24)+BS4(Y42+Y43) B42(Y23+Y24)+B43(Y32+Y34)
_ BIS()]:’al+Yi’x4)+BI4(Y4l+Y43) 0 B3l()713+Y14)+B34(Y41+Y43) B41(1713+YI4)+B43(Y31+)]34)
- BIZ(YZI+Y24)+Bl4(Y41+Y42) BZI(KZ+}/14)+BZ4(Y41+Y42) O B41(Yv12+1714)+B42(Y21+Y24)
BIZ(YZI+Y23)+B13()]31+Y;2) BZI(YI2+)]IS)+B23()]31+Y32) B31(K2+YI3)+B32(Y21+Y23) 0
Step 4:
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0 A12 A13 A14 0 B23(}732+}734)+BZ4(Y42+Y43) BSZ(Y23+Y24)+B34(Y42+Y43) B42(Y23+Y24)+B43(Y;2+Y34)

A21 0 A23 A24 # Bl3(}731+}]34)+814(Y41+Y43) O BSI(YI3+YI4)+BS4(Y41+Y43) B41(Y13+Y14)+B43()/;;l+)/34)
A31 A32 O A34 B12(Y21+}]24)+B14(Y41+Y42) B21(Y12+K4)+B24(}]41+Y42) 0 B41(Y12+)/14)+B42(Y21+Y24)
Ay Ay Ay 0 | [ Bo(Y +Y55) + Bi3(Y5 +Y5) By (Y, +Y5) + By (Vs +¥5y) - By (Y, +¥5) + By (Y, + 1o5) 0
O AIZ[BZ3(Y32 + }]34)_'_ B24(Y42 + Y43)] Al3[B32(}]23 + }]24)_'_ B34(}]42 + Y43)] A14[B42(Y23 + Y24) + B43()732 + )734)]
— Azl[Bl3(}]31+Y34)+Bl4(Y4l+Y43)] 0 AZ}[B31(Y13+Yl4)+B34(Y4l+Y43)] A24[B41(}]13+}]14)+B43(Y31+Y34)]
A3I[BIZ(Y21+Y24)+B14(Y41+Y42)] A}Z[BZI(Y12+YI4)+B24(Y41+Y42)] 0 A34[B41(Y12+)]14)+B42(Y21+Y24)]
A4I[BIZ(Y2]+Y23)+B13()]31+)]32)] A42[BZI(Y12+}]13)+BZS(Y31+Y32)] A43[B31(Y12+K3)+BSZ(Y21+Y23)] 0

Group 6: A _B)Y t+#r,s, Country s’ intermediate exports used by partner Country r to produce intermediate exports to the third Countries t

sre_rtT s
2

for its production of final exports that return back to the source Country s.

Step 1
O Bl2 Bl3 Bl4 0 Yl2 }713 ),14
By 0 By By | Yy 0 Yy You|  and make the diagonal elements of the resulted matrix to 0, then transpose
B3l B32 O B34 Y3| }]32 O )]34
B4l B42 B43 O Y41 )742 Y43 0
Step 2:
T
0 BI3Y32 + Bl4)742 BIZY23 + Bl4)743 B12)724 + BI3Y34 0 B23Y31 + BZ4Y41 B32Y21 + B34)741 B42Y21 + B43)731
BZSY31+BZ4Y41 O B21)713+B24Y43 B21)714+B23)]34 — BI3Y32+B14Y42 0 B31Y12+B34Y42 B41}712+B43Y32
BSZY21+B34Y41 B3l}fl2+B34Y42 O B31K4+B32Y24 BIZY23+Bl4Y43 B21Y13+B24Y43 O B4IY13+B42Y23
B42)721+B43Y'31 B41)712+B43K§2 B41K3+B42Y23 0 BIZY24+BI3Y;4 BZIle4+B23Yv34 B31Yl4+B32Y24 0
Step 3:
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0 A12 A13 Al4 0 BZ3Y31+BZ4)741 B32Y21+BS4Y41 B42Y21+B43Y31

A21 0 A23 A24 # B13Y32 +B14Y42 0 BSI}IIZ +B34Y42 B41Y12 +B43}732
A3l A32 O A34 BIZY23 +BI4Y43 BZIYI3 +BZ4I743 0 B41Y13 +B42Y23
A41 42 43 0 BIZY24 + BI3Y34 BZIYI4 + B23}]34 B31Yl4 + BS2Y24 0
AIZ(BZ3Y31+B24Y41) A13(B32Y21+B34Y41) A14(B42Y21+B43Y31)
AZ](BISY32+BI4Y42) 0 AZS(B3IYIZ+B34Y42) A24(B41Yv12+B43)/32)
31(BIZY23 +B14Y43) A32(B21Yv13 + B24Y43) 0 A34(B42Y23 + B41Y13)
A41(BIZY24+BI3Y;4) A42(B23Y34+BZIY14) A43(B32Y24+B31)]14) 0

(3) Intermediate exports of Country s that return home and used to produce final goods in Country s can be further decomposed
into two groups
AS}’BVS'YS S) rs Zk Ysk AS‘VB)S)]SS + AsrBrs Z#S st

Corresponding gross output can be decomposed in a similar way

G
rs s* Brs Zk rs ss + Brs t£s )/st

Group 7: A,B.Y. They are part of Country s’ intermediate goods exports used by partner Country r to produce intermediate exports that

Srrs SS

shipped back to Country s and used by Country s to produce final goods consumed at home.

Step 1:
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O B12 Bl3 B14 Kl O 0 O O BZIYVII B31}711
B21 O BZ} B24 0 Y22 0 O BIZY22 0 B32Y22
B3I B32 O 334 0 O Y33 O BISY33 BZ3Y33 O
B41 B42 B43 0 0 0 0 Y44 Bl4Y44 Bz4Y44 B34Y44

Step 2:
r T
0 3121722 Bl3)]33 Bl4)]44 O BZI),II B31}711 B41Yll
BZI},ll 0 BZ3Y33 BZ4Y44 — BIZYZZ 0 BBZYZZ B42Y22
B31Yll B32Y22 0 B34Y44 Bl3}f33 B23Y33 0 B43Y33
_B41Y11 B42Y22 B43Y33 0 B14Y44 Bz4Y44 B34Y44 0
Step 3:
i O AIZ A13 A14 O BZIlel B31Y11 B41}711 O
A21 O A23 A24 # B12Y22 O B32Y22 B42Y22 — Alel2Y22
A3I A32 0 A34 B13Y33 BZ3Y33 0 B43Y33 A31313Y33
_A41 A42 A43 0 BI4Y44 B24Y44 B34Y44 0 A41B14Y44
Group 8: 4, B Y,

B, 1,

B,Y,

BY;;
0

A12B21Y11
0
A32323Y33
A4sz4Y44

A13B31Yl 1
A23B32Y22
0
A4sB34Y44

shipped back to Country s to produce its final goods exports that are consumed abroad.

Step 1:
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A14B41Y11

A24B42Y22

A34B43Y33
0

t#s Country s’ intermediate goods exports used by importing Country r to produce intermediate goods exports that are



O B12 B13 Bl4 )]12+Y13+)]14 0 0 0
BZI 0 BZB B24 0 Y21 +Y23 +Y24 0 0
B, B, 0 B, 0 0 Y, +Y,, +7,, 0
B4l B42 B43 0 O O 0 Y4I +Y42 +Y43
0 BIZ(Y23+Y21+Y24) Bl3(Y32+Y31+Y34) Bl4(Y43+Y41+Y42)
— BZI(Y12+YI3+}714) 0 BZ3(Y32+Y31+Y34) B24(Y43+Y41+Y42)
B31(Y +Y +Y4) B32(Y23+Y21+Y24) O BS4(Y43+Y41+Y42)
B41(Y12+le3+Yl4) B42(Y23+Y21+Y24) B43(Y32+Y31+Y34) O
Step 2
O B]Z(Y23+Y2I+Y24) Bl?(Y +Y +}/34) BI4(Y43+)]41+}/42) O BZI(}]I2+YI3+YI4)
BZI(}/I2+Y13+Y]4) 0 BZ}(}]_'52+}73]+Y34) 824(Y43+Y4]+Y42) — Blz(Y23+Y2]+Y24) O
B3](Y12+)/l3+)ll4) B32()/23+Y21+Y24) O B34(Y43+Y41+Y42) Bl3(Y32+Y31+)/34) 323()/32+Y31+Y34)

By(Yp+Y5+ 1) Bo(Yos+Y,,+Y,,) Biu(Yy,+15,+Ys,) 0 By (Yas + Yy +Y,5)
Step 3:
O AIZ A13 A14 O BZI(Y12+Y13+),14) B31(Yl2+Yl3+Yl4) B41(Y12+),13+Yl4)
A2l 0 A23 A24 BIZ(Y23+Y2]+Y24) 0 B32(Y23+Y21+Y24) B42(Y23+Y2]+Y24)
Ay Ay 0 Ay | | By(Y + 15, +Y5y) Byy(Y, + 15, +15,) 0 B (Yy, + Y5 +13,)
A4l 42 43 0 Bl4(Y43+Y4l+Y42) BZ4(Y43+Y41+Y42) B34(Y43+Y41+Y42) 0
A12B21(YI2+Y13+Y14) A13B31(le+Yls+Yl4) A14B41(Y12+Yl3+Yl4)
_ 12(Y +1Y,,+ 1)) 0 Ay By, (Yo + Y, +Y,,) Ay By (Y +Y,,+ 1)
A31313(Y32 +Y5,+Y,)  ApBy (Y, + 15, +Yy,) 0 A3y B (Yiy + 15, + 13y)
A41B14(Y43 +Y,, +7,) A4sz4(Y43 +Y,,+7,,) A4sB34(Y43 +Y,+7Y,) 0
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By (Y, + Y+ Y,)  By(Y,+Y5+Y,)
B32(Y23+Y21+)]24) B42(Y23+Y2]+Y24)
By (Y, + Y5, +15y)

324(K13+K11+Y42) B34(Y113+Y:11+K12)



