
 

 

 

INVESTMENT PRODUCTS: NOT FDIC INSURED • NOT CDIC INSURED • NOT GOVERNMENT INSURED • NO BANK GUARANTEE • MAY LOSE VALUE 

July 11, 2019 
 

 

Asia Strategy 
Bulletin 

 

Japan-South Korea tensions exacerbates global trade conflicts

 Japan’s restrictions on exports of key tech components to Korea could meaningfully impact the tech 

supply chain in Asia.  

 China’s tech supply chain may be under further pressure when US supply is already tightened. 

Taiwanese suppliers may be a net beneficiary. 

 This adds to the list of pending negotiations for global trade. We suspect that we may have to wait until 

after the July 21 Upper House elections in Japan for negotiations to begin, coinciding with the US-

Japan and US-China talks.  

 Investors should remain cautious near term on Korean tech names since they have not yet reflected 

potential escalations. Taiwanese tech suppliers may benefit.   

 

What happened? 
 Immediately after the G20 meetings in Osaka, Japan imposed restrictions on exports of three raw 

materials crucial to South Korea’s semiconductor and display producers. Japan has so far refused to 

negotiate. On July 10, South Korean President Moon met with corporate leaders and warned of a 

prolonged conflict, and that the government would support efforts to source alternative supplies.  

 Japan’s move was in response to Korean court’s recent rulings that Korean citizens may seek 

compensation from Japanese firms that used forced labor during World War II and colonial times. 

Moreover, it also suggests that Japan is borrowing a page from President Trump’s playbook of using 

trade as a foreign policy tool. 

 The restrictions took effect on July 4, and apply to three key inputs in the production of OLED displays 

and semiconductors, including fluorinated polyimides, photoresists and hydrogen fluoride (used in 

etching gas). Rather than an outright ban, these exports would now require licensing. Japan is also 

planning to remove Korea from a “whitelist” of 27 countries that are subject to preferential treatment in 

trade possibly starting in August. 

Impact on the Asian tech supply chain, potential beneficiaries in Taiwan 
 The three affected materials are crucial inputs used in semiconductor and OLED display for 

smartphones and TV production. Japan produces about 90% of fluorinated polyimides 70% of etching 

gas and around 90% of photoresists (Reuters). Moreover, Korea sourced 92% of photoresists, 94% of 

fluorinated polyimide and 46% of hydrogen fluoride from Japan for the first five months of 2019 (KITA). 

That makes it difficult to find alternatives, at least in the near term. 

 The direct victims are Korean makers of handsets, semiconductors, computers and electronics, 

comprising about 20% of Korea’s total exports.  
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Figure 1: Asia’s exposure to Korean semiconductor  

 

Source: Korea International Trade Association, Citi Research, as of 2018 

 

 However, Korea supplies the wider Asia region with chips. China/HK, for example depends on Korea for 21% of semiconductor 

imports and 48% of memory chip imports. Vietnam has even higher dependence, though mostly through subsidiaries of Korean 

companies (Figure 1). In 2018, 69% of Korean semiconductors exports went to China and Hong Kong. 

 In the absence of local companies specialized in mass production of DRAM and NAND memory chips, China may switch to 

Taiwanese or American exporters if situation went sour. Yet, China is already under pressure for US supply of key tech 

components amid the bumpy US-China trade negotiations. Sustained Japanese restrictions on Korea could exacerbate supply 

chain risks for Chinese tech firms. As a result, Taiwanese suppliers might benefit from spillover demand from China.  

Potential impact on Japanese and Korean economy 
 The directly affected products account for very small part of the economies, but the potential for escalation could affect much 

larger supply chains, other products, and tourism.  

 Exports of the restricted products so far account for just 1% of exports to Korea and 0.09% of Japan’s GDP. Japan actually has a 

trade surplus with Korea, amounting to about $20bn in 2018 (Figure 2). South Korea is the third largest destination for Japan’s 

exports, importing US$52.4bn from Japan in 2018, while Japan imported US$32.1bn from Korea.  

 According to Citi Research, Korean tourists to Japan have steadily grown over the past 4 years, both by number of visitors and 

per capita spending. If trade tension escalated to tourism and Korean tourists to Japan declined by 10%, tourism income of Japan 

is likely to fall by more than US$500m. 

 For Korea, the disrupted industries account for a much more significant part of the economy. Korean semiconductor makers 

collectively reported revenues of US$62bn in 2018, equivalent to 3.6% of Korean GDP. This obviously includes production outside 

of Korea, but the downstream industries like mobile phones and TVs would involve much larger value.  

Where is this going? 
 No time has been fixed yet for bilateral negotiations. We suspect that a resolution before end of 2019 is still possible, in light of 

potential negative impact across both countries. A key timeline are the Japanese upper house elections on 21 July, where 

candidates may find relative popular support for taking a hawkish stance on trade. Negotiations are more likely to come only after 

those elections. That may coincide with US-Japan and US-China negotiations. 

 President Moon warned of a prolonged conflict, encouraged firms to seek alternatives and promised fiscal support for those 

efforts. Korean economic policy chief said that he would not rule out direct countermeasures against Japan if restrictions were 

sustained. Korean consumers are also boycotting Japanese products in response to the export curb. 

Investment implications 
 In the near term, investors should remain cautious on Korean semiconductor makers. The correction in Korean equities had been 

relatively modest, with MSCI Korea falling just 3.5% since the restrictions were announced, even semiconductor and tech names 

had so far avoided deep selloff (Figure 3). However, there are significant binary risks in this situation, while the market does not 

seem to price in substantial escalation at the moment. 

 Alternative suppliers of the restricted materials could benefit. Taiwanese chip makers, especially in memory chips, may be the 
largest potential beneficiary, possibly taking market share from Korean producers.  

 Overall, this episode is a sobering reminder that global trade tensions are evolving well beyond US and China. The result are 
likely to be more insular markets and greater push for self-sufficiency.  
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Figure 2: Japan has a consistent Trade surplus with 
Korea 

Figure 3: Korean equities may come under further 
pressure if trade spat escalates 

  

 

 
 

  

Source: Haver, Citi Research, as of 2018 

Indices are unmanaged. An investor cannot invest directly in an index. 

They are shown for illustrative purposes only and do not represent the 

performance of any specific investment. For illustrative purposes only. 

Source: Bloomberg, as of 10 Jul 2019 

Note: Broad term includes wireless communication devices, 

semiconductor, computer; narrow term includes cell phones, 

semiconductors, computer & electronics.  
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Disclosures 
Citibank, N.A., Hong Kong / Singapore organised under the laws of U.S.A. with limited liability. In any instance where distribution of this 
communication (“Communication”) is subject to the rules of the US Commodity Futures Trading Commission (“CFTC”), this communication 
constitutes an invitation to consider entering into a derivatives transaction under US CFTC Regulations 

§§ 1.71 and 23.605, where applicable, but is not a binding offer to buy/sell any financial instrument. 

This Communication is prepared by Citi Private Bank (“CPB”), a business of Citigroup, Inc. (“Citigroup”), which provides its clients access to a broad array of 
products and services available through Citigroup, its bank and non-bank affiliates worldwide (collectively, “Citi”). Not all products and services are provided by all 
affiliates, or are available at all locations. 

CPB personnel are not research analysts, and the information in this Communication is not intended to constitute “research”, as that term is defined by applicable 
regulations. Unless otherwise indicated, any reference to a research report or research recommendation is not intended to represent the whole report and is not 
in itself considered a recommendation or research report. 

This Communication is provided for information and discussion purposes only, at the recipient’s request. The recipient should notify CPB 
immediately should it at any time wish to cease being provided with such information. Unless otherwise indicated, (i) it does not constitute an offer or 
recommendation to purchase or sell any security, financial instrument or other product or service, or to attract any funding or deposits, and (ii) it does not 
constitute a solicitation if it is not subject to the rules of the CFTC (but see discussion above regarding communication subject to CFTC rules) and (iii) it is not 
intended as an official confirmation of any transaction. 

Unless otherwise expressly indicated, this Communication does not take into account the investment objectives, risk profile or financial situation of any particular 
person and as such, investments mentioned in this document may not be suitable for all investors. Citi is not acting as an investment or other advisor, fiduciary or 
agent. The information contained herein is not intended to be an exhaustive discussion of the strategies or concepts mentioned herein or tax or legal advice. 
Recipients of this Communication should obtain advice based on their own individual circumstances from their own tax, financial, legal and other advisors about 
the risks and merits of any transaction before making an investment decision, and only make such decisions on the basis of their own objectives, experience, risk 
profile and resources. 

The information contained in this Communication is based on generally available information and, although obtained from sources believed by Citi to be reliable, 
its accuracy and completeness cannot be assured, and such information may be incomplete or condensed. Any assumptions or information contained in this 
Communication constitute a judgment only as of the date of this document or on any specified dates and is subject to change without notice. Insofar as this 
Communication may contain historical and forward looking information, past performance is neither a guarantee nor an indication of future results, and future 
results may not meet expectations due to a variety of economic, market and other factors. Further, any projections of potential risk or return are illustrative and 
should not be taken as limitations of the maximum possible loss or gain. Any prices, values or estimates provided in this Communication (other than those that 
are identified as being historical) are indicative only, may change without notice and do not represent firm quotes as to either price or size, nor reflect the value 
Citi may assign a security in its inventory. Forward looking information does not indicate a level at which Citi is prepared to do a trade and may not account for all 
relevant assumptions and future conditions. Actual conditions may vary substantially from estimates which could have a negative impact on the value of an 
instrument. 

Views, opinions and estimates expressed herein may differ from the opinions expressed by other Citi businesses or affiliates, and are not intended to be a 
forecast of future events, a guarantee of future results, or investment advice, and are subject to change without notice based on market and other conditions. Citi 
is under no duty to update this document and accepts no liability for any loss (whether direct, indirect or consequential) that may arise from any use of the 
information contained in or derived from this Communication. 

Investments in financial instruments or other products carry significant risk, including the possible loss of the principal amount invested. Financial instruments or 
other products denominated in a foreign currency are subject to exchange rate fluctuations, which may have an adverse effect on the price or value of an 
investment in such products. This Communication does not purport to identify all risks or material considerations which may be associated with entering into any 
transaction. 

Structured products can be highly illiquid and are not suitable for all investors. Additional information can be found in the disclosure documents of the issuer for 
each respective structured product described herein. Investing in structured products is intended only for experienced and sophisticated investors who are willing 
and able to bear the high economic risks of such an investment. Investors should carefully review and consider potential risks before investing. 

OTC derivative transactions involve risk and are not suitable for all investors. Investment products are not insured, carry no bank or government guarantee and 
may lose value. Before entering into these transactions, you should: (i) ensure that you have obtained and considered relevant information from independent 
reliable sources concerning the financial, economic and political conditions of the relevant markets; (ii) determine that you have the necessary knowledge, 
sophistication and experience in financial, business and investment matters to be able to evaluate the risks involved, and that you are financially able to bear 
such risks; and (iii) determine, having considered the foregoing points, that capital markets transactions are suitable and appropriate for your financial, tax, 
business and investment objectives. 

This material may mention options regulated by the US Securities and Exchange Commission. Before buying or selling options you should obtain and review the 
current version of the Options Clearing Corporation booklet, Characteristics and Risks of Standardized Options. A copy of the booklet can be obtained upon 
request from Citigroup Global Markets Inc., 390 Greenwich Street, 3rd Floor, New York, NY 10013 or by clicking the following links, 

http://www.theocc.com/components/docs/riskstoc.pdf or http://www.theocc.com/components/docs/about/publications/november_2012_supplement.pdf 

https://www.theocc.com/components/docs/about/publications/october_2018_supplement.pdf  

If you buy options, the maximum loss is the premium. If you sell put options, the risk is the entire notional below the strike. If you sell call options, the risk is 
unlimited. The actual profit or loss from any trade will depend on the price at which the trades are executed. The prices used herein are historical and may not be 
available when you order is entered. Commissions and other transaction costs are not considered in these examples. Option trades in general and these trades 
in particular may not be appropriate for every investor. Unless noted otherwise, the source of all graphs and tables in this report is Citi. Because of the importance 
of tax considerations to all option transactions, the investor considering options should consult with his/her tax advisor as to how their tax situation is affected by 
the outcome of contemplated options transactions. 

None of the financial instruments or other products mentioned in this Communication (unless expressly stated otherwise) is (i) insured by the Federal Deposit 
Insurance Corporation or any other governmental authority, or (ii) deposits or other obligations of, or guaranteed by, Citi or any other insured depository 
institution. 

Citi often acts as an issuer of financial instruments and other products, acts as a market maker and trades as principal in many different financial instruments and 
other products, and can be expected to perform or seek to perform investment banking and other services for the issuer of such financial instruments or other 
products. The author of this Communication may have discussed the information contained therein with others within or outside Citi, and the author and/or such 
other Citi personnel may have already acted on the basis of this information (including by trading for Citi's proprietary accounts or communicating the information 
contained herein to other customers of Citi). Citi, Citi's personnel (including those with whom the author may have consulted in the preparation of this 
communication), and other customers of Citi may be long or short the financial instruments or other products referred to in this Communication, may have 
acquired such positions at prices and market conditions that are no longer available, and may have interests different from or adverse to your interests. 

IRS Circular 230 Disclosure: Citi and its employees are not in the business of providing, and do not provide, tax or legal advice to any taxpayer outside Citi. Any 
statement in this Communication regarding tax matters is not intended or written to be used, and cannot be used or relied upon, by any taxpayer for the purpose 
of avoiding tax penalties. Any such taxpayer should seek advice based on the taxpayer’s particular circumstances from an independent tax advisor. 

Neither Citi nor any of its affiliates can accept responsibility for the tax treatment of any investment product, whether or not the investment is purchased by a trust 
or company administered by an affiliate of Citi. Citi assumes that, before making any commitment to invest, the investor and (where applicable, its beneficial 
owners) have taken whatever tax, legal or other advice the investor/beneficial owners consider necessary and have arranged to account for any tax lawfully due 
on the income or gains arising from any investment product provided by Citi. 

http://www.theocc.com/components/docs/riskstoc.pdf
http://www.theocc.com/components/docs/about/publications/november_2012_supplement.pdf
https://www.theocc.com/components/docs/about/publications/october_2018_supplement.pdf#_blank
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This Communication is for the sole and exclusive use of the intended recipients, and may contain information proprietary to Citi which may not be reproduced or 
circulated in whole or in part without Citi’s prior consent. The manner of circulation and distribution may be restricted by law or regulation in certain countries. 
Persons who come into possession of this document are required to inform themselves of, and to observe such restrictions. Citi accepts no liability whatsoever 
for the actions of third parties in this respect. Any unauthorized use, duplication, or disclosure of this document is prohibited by law and may result in prosecution. 

Other businesses within Citigroup Inc. and affiliates of Citigroup Inc. may give advice, make recommendations, and take action in the interest of their clients, or 
for their own accounts, that may differ from the views expressed in this document. All expressions of opinion are current as of the date of this document and are 
subject to change without notice. Citigroup Inc. is not obligated to provide updates or changes to the information contained in this document. 

The expressions of opinion are not intended to be a forecast of future events or a guarantee of future results. Past performance is not a guarantee of future 
results. Real results may vary. 

Although information in this document has been obtained from sources believed to be reliable, Citigroup Inc. and its affiliates do not guarantee its accuracy or 
completeness and accept no liability for any direct or consequential losses arising from its use. Throughout this publication where charts indicate that a third party 
(parties) is the source, please note that the attributed may refer to the raw data received from such parties. No part of this document may be copied, photocopied 
or duplicated in any form or by any means, or distributed to any person that is not an employee, officer, director, or authorized agent of the recipient without 
Citigroup Inc.’s prior written consent. 

Citigroup Inc. may act as principal for its own account or as agent for another person in connection with transactions placed by Citigroup Inc. for its clients 
involving securities that are the subject of this document or future editions of the Quadrant. 

Bonds are affected by a number of risks, including fluctuations in interest rates, credit risk and prepayment risk. In general, as prevailing interest rates rise, fixed 
income securities prices will fall. Bonds face credit risk if a decline in an issuer’s credit rating, or creditworthiness, causes a bond’s price to decline. High yield 
bonds are subject to additional risks such as increased risk of default and greater volatility because of the lower credit quality of the issues. Finally, bonds can be 
subject to prepayment risk. When interest rates fall, an issuer may choose to borrow money at a lower interest rate, while paying off its previously issued bonds. 
As a consequence, underlying bonds will lose the interest payments from the investment and will be forced to reinvest in a market where prevailing interest rates 
are lower than when the initial investment was made. 

 

 

(MLP’s) - Energy Related MLPs May Exhibit High Volatility. While not historically very volatile, in certain market environments Energy Related MLPS may exhibit 
high volatility. 

Changes in Regulatory or Tax Treatment of Energy Related MLPs. If the IRS changes the current tax treatment of the master limited partnerships included in the 
Basket of Energy Related MLPs thereby subjecting them to higher rates of taxation, or if other regulatory authorities enact regulations which negatively affect the 
ability of the master limited partnerships to generate income or distribute dividends to holders of common units, the return on the Notes, if any, could be dramatically 
reduced. Investment in a basket of Energy Related MLPs may expose the investor to concentration risk due to industry, geographical, political, and regulatory 
concentration.+ 

Real Estate Investment Trusts (REITs) are subject to special risk considerations similar to those associated with the direct ownership of real estate. Real estate 
valuations may be subject to factors such as changing general and local economic, financial, competitive, and environmental conditions. REITs may not be suitable 
for every investor. Dividend income from REITs will generally not be treated as qualified dividend income and therefore will not be eligible for reduced rates of 
taxation. 

Mortgage-backed securities ("MBS"), which include collateralized mortgage obligations ("CMOs"), also referred to as real estate mortgage investment conduits 
("REMICs"), may not be suitable for all investors. There is the possibility of early return of principal due to mortgage prepayments, which can reduce expected 
yield and result in reinvestment risk. Conversely, return of principal may be slower than initial prepayment speed assumptions, extending the average life of the 
security up to its listed maturity date (also referred to as extension risk). 

Additionally, the underlying collateral supporting non-Agency MBS may default on principal and interest payments. In certain cases, this could cause the income 
stream of the security to decline and result in loss of principal. Further, an insufficient level of credit support may result in a downgrade of a mortgage bond's 
credit rating and lead to a higher probability of principal loss and increased price volatility. Investments in subordinated MBS involve greater credit risk of default 
than the senior classes of the same issue. Default risk may be pronounced in cases where the MBS security is secured by, or evidencing an interest in, a 
relatively small or less diverse pool of underlying mortgage loans. 

MBS are also sensitive to interest rate changes which can negatively impact the market value of the security. During times of heightened volatility, MBS can 
experience greater levels of illiquidity and larger price movements. Price volatility may also occur from other factors including, but not limited to, prepayments, 
future prepayment expectations, credit concerns, underlying collateral performance and technical changes in the market. 

Alternative investments referenced in this report are speculative and entail significant risks that can include losses due to leveraging or other speculative 
investment practices, lack of liquidity, volatility of returns, restrictions on transferring interests in the fund, potential lack of diversification, absence of information 
regarding valuations and pricing, complex tax structures and delays in tax reporting, less regulation and higher fees than mutual funds and advisor risk. 
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Asset allocation does not assure a profit or protect against a loss in declining financial markets. 
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Past performance is no guarantee of future results. 
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of foreign countries as well as the risk of currency fluctuations. These risks are magnified in countries with emerging markets, since these countries may have 
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metals (including the availability of substitutes such as manmade or synthetic substitutes); disruptions in the supply chain, from mining to storage to smelting or 
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