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China as the World Factory

Few countries have integrated into the world economy as fast — or as dra-
matically — as China has since 1978. Within the next decade, China will
become the largest exporting nation; this will have an effect not only on
the global economy but also on individual people.

China as the World Factory brings together a team of leading inter-
national scholars to provide an analytical framework for assessing the
potential and prospects of China as a world factory. They present the
latest development of Chinese industrial competitiveness in the global
market, and examine the policy implications of China as the world factory.
This book provides a rigorous analysis of pertinent issues such as: the evo-
lution of China’s integration into the world economy; the dynamic devel-
opment of China’s manufacturing sector and exports; the determinants of
China’s global competitiveness; the role of foreign capital; and the
opportunities and challenges facing China’s industries after entering the
WTO.

This book will prove essential reading for economists as well as all
those who are interested in Chinese economic developments.

Kevin Honglin Zhang is an economics professor at Illinois State Univer-
sity, USA.
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Introduction

Kevin Honglin Zhang

The Chinese century

Few countries have integrated into the world economy as fast, or as dra-
matically, as China has since 1978, when it started opening up from almost
isolation. The world’s most populous country is emerging as the world
factory through turning into an exporting machine. A visit to a department
store will reveal that many of today’s consumer goods are made in China.
Export volume increased over 60-fold in 26 years, from $9.8 billion in 1978
to $593.4 billion in 2004. As a result China is now the world’s third largest
exporting nation, accounting for over 6 percent of world merchandise
exports. It is virtually certain that China will become even more important
in the near future because of its size, dynamic economic growth, and
continuing policy reforms. Many analysts predict that in a few years China
will become the second largest exporting nation in the world, after the US,
and its share in world exports will be more than 10 percent, making it the
world factory.

While these numbers are impressive, there is less understanding of fun-
damental issues about China’s export miracle, ranging from determinants
of its industrial competitiveness to the potential of China as the world
factory. China’s real distinction is its huge size and enormous population.
The combination of its rapid economic growth, export expansions, and its
large country size raises a host of interesting questions as follows: Is
China’s miracle real? How has China achieved an export boom, and is it
sustainable for another decade?

China as the emerging world factory has immense implications for the
world economy as well as the Chinese economy. A study of the prospect of
the change and the factors behind the process should be of importance to
both policy makers and academia. The expertise of the authors makes this
book a most timely contribution to our understanding of Chinese exports,
industrial competitiveness in the global market, and prospects after its
entry into the World Trade Organization (WTO).



2 Kevin H. Zhang
Structure of the book

The book consists of 13 chapters, which are organized into four parts.
Part I presents a comprehensive investigation of China’s foreign trade,
especially exports, which symbolized the emergence of China as the
world factory. The four chapters in Part II address the most important
aspects of China’s export boom, such as the role of foreign direct invest-
ment (FDI), industrial competitiveness and the rise of China as the
major exporter of information industry products. Part III deals with the
issues related to China’s rise as the world factory in a broad perspective,
including the impact on the rest of the world, the role of China in the
WTO, China’s financial and exchange rate system, and FDI-labor
market reform linkages. Finally in Part IV, summary and concluding
remarks are provided.

Chapter 1 by Kevin Zhang discusses China’s foreign trade and export
boom over the period of 1978-2004. His analysis focuses on the following
questions: Is China’s trade miracle real? How did China achieve the trade
expansion, and is it sustainable for another decade? What are the main
characteristics of China’s trade? The basic conclusions from the study are
as follows. China’s achievement in foreign trade is real, but not as great as
it appears or what is suggested by the raw numbers. The emergence of
China as a trading nation may be explained by the rapid growth of the
domestic economy, large FDI inflows, liberalized trade institutions and
policies, and the devaluation in China’s real official exchange rate. Along
with the trade boom, five features about China’s trade can be identified:
the critical role of processing trade and FDI, improving trade structure of
products, concentrated exporting and importing markets, concentrated
sources of trade surplus and deficits, and the coastal region as trade
leaders within China. China’s trade boom is likely to continue for another
10-15 years because of its strong manufacturing capability, huge labor
supply, and rising domestic demand.

In Chapter 2 Qunyang Sun, Larry Qiu, and Jie Li document as well as
analyze how the Pearl River Delta (PRD) has become a world workshop.
Since 1979, the economic reform and open-door policies in China have
brought changes everywhere in the country. The economic development
of PRD has been most spectacular. It has been the fastest growing region
in the world for a long period of time. In addition, it is a world’s workshop
for products such as electrical appliances and sports wear. Why? In this
chapter the authors argue that among others, the reform policies, the geo-
graphic advantage, the connection with Hong Kong, foreign trade and
foreign direct investment and domestic labor mobility all are factors that
contribute to the PRD’s world workshop status. Moreover, local govern-
ments and enterprises (state-owned and private) are able to capitalize on
these advantages and position themselves well. We provide a historical
review, an analysis of recent economic data, and various economic theo-
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ries (including international trade theory and economic geographic
theory) to uncover the secrets to PRD’s success.

China is no longer only about labor-intensive products such as toys and
no longer uses foreign brand names only for exports. China is a major
player in product lines that are still mass produced in industrialized coun-
tries, such as home appliances. The Chinese manufacturers have started
exporting under their own brand name and set up for production on US
soil, just like Haier Group in the past years. The successful story of Haier
not only attracts much attention in business circles, but also raises interest
in political and academic circles. How did Haier grow so fast as China’s
most powerful multinational company? What key strategies did CEO
Zhang design at different stages of development? Why did Haier go inter-
national with the target of developed markets first? What competitive
advantages does Haier have in global markets? Zijie Li and Chen Chen
attempt to provide answers to these questions in Chapter 3.

In Chapter 4 Yanling Wang analyzes how China’s labor structure and
its cheap labor cost affect its export capacity. Using the classical
Heckscher-Ohlin framework, she shows that China has a comparative
advantage in labor-intensive goods compared with its top trading partners,
and that China’s cheap labor cost is one of the key elements attracting
huge amounts of foreign direct investment. By exploring China’s historical
trade statistics, it shows that China has a large trade surplus in labor-inten-
sive goods and a big trade deficit in capital-intensive goods. Finally, the
article analyzes how China can climb the technology ladder by upgrading
its products.

Taiwan has been one of the top sources for Mainland China’s inward
FDI, especially for the information technology (IT) industry. Chen-yuan
Tung in Chapter 5 estimates that the increase of every percentage of
Taiwan businessmen’s production of IT products in China to their overall
production in both Taiwan and overseas bases has increased 0.5 percent-
age of the market share of Taiwan businessmen’s IT products in the world.
In addition, between 1999 and 2001, Taiwanese businessmen contributed
to around 60-70 percent of China’s IT hardware products and at least
60-70 percent of China’s IT hardware exports. To conclude, “Made by
Taiwan but Made in China” would be a new expression to describe the
global division of labor across the Taiwan Strait driven by Taiwanese busi-
nessmen’s direct investment in China.

Japan is one of the top FDI sources for China. Chapter 6 by Yuqing
Xing analyzes the trend, structure, and characteristics of Japanese FDI in
China from 1981 to 2001. It provides an in-depth analysis on Japanese
affiliated manufacturers in China at both industrial and firm levels. He
concludes that: (i) Japanese FDI in China’s manufacturing was mainly
export oriented and using China as a production base for global market
dominated the agenda of Japanese multinational corporations; (ii) reverse
imports, one of the major factors driving the growth of Sino-Japan trade,
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represented a major activity of Japanese affiliated manufacturers; and (iii)
yuan’s cumulative devaluation and pegging yuan to the dollar policy per-
formed a critical role in boosting FDI inflows, and partially explained the
shift of Japanese FDI from ASEAN-4 (Indonesia, Malaysia, Philippines
and Thailand) to China. The findings suggest that export-oriented FDI
from leading manufacturers in Japan deepened the vertical integration
between industries in the two economies, and effectively integrated
China’s domestic industries into fragments of global production chains.

The purpose of Chapter 7 by Bin Xu is to assess the impact of foreign
competition on Chinese firms’ productivity. Using a sample of 822 non-
state-owned Chinese firms, Xu investigates the effects of foreign trade and
foreign direct investment on total factor productivity growth of Chinese
firms in the period 1998-2000. He finds that exporting firms have higher
productivity growth and show evidence that the causality runs from
exporting to productivity. The estimates also suggest that majority foreign
ownership also enhances productivity growth. These results are robust in a
growth regression that controls for factor accumulation, R&D intensity,
and unobserved industry and city effects. Exporting exposes firms to inter-
national competition; majority foreign ownership facilitates transfer of
foreign technology; both have contributed to the productivity growth of
Chinese firms.

China’s export boom has been accompanied by huge inflows of FDI
since its opening up in the late 1970s. As China became the third largest
exporting nation ($594 billion) in the world in 2004 from the thirty-second
($18 billion) in 1978, its FDI inflows rose from zero to $61 billion in the
same period, with the accumulated FDI being as much as $560 billion by
the end of 2004. The exports generated by foreign-invested enterprises in
2004 were $339 billion, comprising 57 percent of China’s total exports.
What role does FDI play in China’s export expansion? How does FDI
affect China’s export performance? Kevin Zhang attempts to address
these questions in Chapter 8. FDI promotes China’s exports mainly
through labor-intensive processes and component specialization within
vertically integrated international industries, in addition to exports
through converting import-substituting industries, exports through con-
verting import-substituting industries, and exports of local raw materials
processing. FDI enhances exports as well through spillover effects on local
firms’ exporting activities (demonstration effects, linkages, and diffusions
of technology). Moreover, FDI helped in improving China’s export com-
modity structure through expanding exports in manufactures and high-
and new-technological products. However, China needs to pay special
attention to FDI trade balance and upgrading of the export-oriented
production.

China’s increasing openness has caused considerable concerns over its
impact on other developing countries, especially those in Asia. They fear
that competitive manufactures from China will not only flood their
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markets, but also replace their exports in Third country markets, espe-
cially in industrial country markets. As China becomes increasingly
attractive to FDI with its WTO accession, these developing countries also
fear that FDI will be further diverted away from them. Ramesh Adhikari
and Yongzheng Yang in Chapter 9 address these concerns from a broader
and long-term perspective. They argue that given China’s sheer size, its
growing openness is bound to cause dislocation in some developing coun-
tries in the short to medium term, but it also provides many opportunities
for exports and investment from other developing countries, especially in
the long run. To seize upon these opportunities, these countries need to
undertake further structural reforms and improve their competitiveness,
just as China must continue to do to maintain its current strong growth.

China’s WTO accession has substantial implications for both China and
the WTO. Many people fear that China may not comply with and may
even damage the multilateral trading system by right of its size and power.
Chapter 10 by Xinquan Tu analyzes China’s current economic and polit-
ical situation and its history of integrating into the international society. It
concludes that China would be willing to and able to play an important
role in the WTO because of its increasing power due to rapid economic
growth and opening up. China is likely to support, rather than to damage,
the existing multilateral trading system since it needs the WTO to increase
its own national interests. China would be a vindicator and promoter of
the multilateral trade liberalization while impelling the WTO to be more
development oriented from its status as a developing member.

China’s current situation in both its financial system and its inter-
national exchange regime resembles the earlier experiences of Japan and
South Korea in many ways. Thomas Cargill, Federico Guerrero, and
Elliott Parker in Chapter 11 explore the similar history of these three
nations, along with the linkage between the financial and international
sectors, and argue that China has fallen into policy traps, both vicious and
virtuous, that make change less likely while simultaneously offering an
opportunity for further liberalization. In particular, authors of the chapter
explore the undervaluation of the yuan and the effects this is having on
Chinese export performance and financial markets, and discuss both the
reforms necessary and the difficulties of these reforms.

Labor reforms in China have aimed at two major changes from the pre-
reform system: (i) a transition from a highly compressed wage system to a
market-governed one reflecting differences in human capital, and (ii) a
break-up of the former rigid labor allocation system giving workers more
freedom in choice of employment, including inter-regional migration. In
China’s gradualist market-oriented labor reforms, FDI has acted as an
important catalyst for changes, serving as a model of labor reforms for
domestic enterprises. Chapter 12 by Minquan Liu, Luodan Xu, and Liu
Liu investigates how foreign-invested enterprises (FIEs) affect China’s
labor markets. New labor practices in FIEs exert a competitive pressure
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on domestic enterprises, overcoming former geographical and sectoral
segmentations, thus helping the formation of a national labor market.
Using survey data of 405 FIEs from Guangdong Province of China in
1998, this chapter studies the role of FIEs in promoting labor reforms in
China. It is shown that while FDI exerts a positive impact on China’s labor
reforms in general (as indicated by better labor practices in wholly foreign
funded than in non-wholly foreign funded enterprises), this impact
in general differs according to source of investment and firms’ export
orientation.

The final chapter by Kevin Zhang summarizes the main points of the
book and offers concluding remarks. Zhang does not merely conclude the
preceding chapters but addresses the issues of why China is not the world
factory yet and the potential for China to be so in the near future. The
analytical framework he uses is the international comparison of industrial
competitiveness and export competitiveness based on the latest data. The
main reasons for China not currently being the world factory are as
follows: (a) more than half of China’s exports are not generated by
domestic firms but FIE — “made in China” does not mean “made by
China”; (b) most of the manufacturing exports are not capital- and techno-
logy-intensive but labor-intensive. China is merely a manufacturing center
for low-end products; (c) even in exports of labor-intensive products,
China’s value-added is small. China has a long way to go in building its
own brand names and international marketing network. However, the
potential exists for China to be the world factory due to three unique
advantages: (i) its current industrial capacity and export competitiveness
are growing and have already reached impressive levels; (ii) its large size
provides China with tremendous bargaining power in global competition
and abundant human capital as well as other resources; and (iii) its strong
centralized government helps China to efficiently allocate resources in
order to achieve industrial upgrading through moving from labor- and
low-tech-intensive to capital- and high-tech-intensive production.



Part 1

Export competitiveness






1 China’s foreign trade and export
boom: 1978-2004

Kevin Honglin Zhang

China has been the most dynamic trading nation in the world for two
decades since 1978, when it started economic reforms. China’s foreign
trade experienced a phenomenal growth in volume. A visit to any depart-
ment store in an industrialized country will reveal that many of today’s
consumer goods are made in China. In 1978 China’s exports and imports
accounted for only 10 percent of GDP — one of the lowest nations in the
world. Since then China’s trade has surged to 75 percent of GDP. As
shown in Table 1.1, trade volume increased 56-fold in 26 years, from $21
billion in 1978 to $1,155 billion in 2004. As a result China has become the
world’s third largest trading nation, accounting for 6.5 percent of world
exports. It is virtually certain that China will become even more important
in the future because of its size, dynamic economic growth, and continuing
policy reforms.

While these numbers are impressive, there is relatively less understand-
ing of some fundamental elements of China’s trade miracle, ranging from
factors behind the trade boom to the extent of its integration with the
global economy.! China’s real distinction is its huge size and enormous
population. The combination of the trade boom and its size raises a host of
interesting questions, including how China achieved the success of the
trade boom, and is it really as great as it appears?

This chapter addresses these two questions. Since China’s emerging as a
trading nation has immense implications for the world economy as well as
the Chinese economy, a study of the prospect of the change and the
factors behind the process should be of interest to policy-makers and in
academic circles. The general conclusions of the study are as follows.
China’s achievement in foreign trade is real, but not as great as it appears
or what is suggested by the raw numbers. The emergence of China as a
trading nation may be explained by the rapid growth of the domestic
economy, large inflows of foreign direct investment, liberalized trade insti-
tutions and policies, and the devaluation in China’s real official exchange
rate. Along with the trade boom, five features about China’s trade can be
identified: the critical role of processing trade, improving trade structure
of products, concentrated exporting and importing markets, geographic
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concentration in trade surplus and deficits, and coastal regions of China as
trade leaders.

Some cautious explanations are needed, however, for China’s trade
miracle. First, China’s openness index (defined as trade to GDP ratio) is
somewhat deceptive because of underestimated GDP and devaluations of
China’s real exchange rate. Second, the booming trade is misleading since
most of the trade growth does not come from the ordinary trade, but the
processing trade, which has little effect on the domestic economy. Third,
China’s trade structure of commodity is a typical inter-industry trade, in
which China exports labor-intensive goods and imports capital-intensive
products. The raw statistics do not indicate this clearly but suggest a domi-
nance of intra-industry trade in manufacturing products.

Causes of trade growth: a theory

There are two basic reasons for countries to engage in international trade:
comparative advantages and economies of scale (Krugman and Obsfeld,
2003). Countries differ from each other because of either factor endow-
ments or technology. The differences thus result in lower opportunity
costs for a country to produce particular goods relative to other countries.
The country therefore has comparative advantage in these goods in the
international markets. Countries would be better off if they produced and
exported goods that have comparative advantages. International trade can
also be caused by economies of scale (or increasing returns) that make
each country better off by specializing in the production of only a limited
range of goods.

Correspondingly, two types of trade can be identified: inter-industry
and intra-industry trade. Inter-industry trade (e.g. manufactures for food)
reflects comparative advantage, in which a labor-abundant country (e.g.
China) exports labor-intensive goods and imports capital-intensive prod-
ucts, and vice versa for a capital-abundant country (e.g. the US). Intra-
industry trade (e.g. manufactures for manufactures) reflects economies of
scale, in which countries with a similar capital-labor ratio would specialize
in a limited range of differentiated goods and trade for foreign goods for
greater variety of consumption. The relative importance of inter- and
intra-industry trade depends on how similar or different countries are.
Countries that are similar in factor endowments and technology will not
have much inter-industry trade, however, inter-industry trade will be
dominant for countries that are very different. In practice, the trade
between developed and developing countries is basically inter-industry
trade, while the majority of the trade between developed countries is
intra-industry trade.

Trade volume of a country increases with the country’s economic size.
As the domestic economy grows, capacity of production increases and
therefore its exports expand. Demand for both domestic foreign goods
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becomes larger too due to economic growth. In sum, the larger the GDP
for a country is, the greater trade volume. From an autarky to an open
economy, liberalizing trade policy can also stimulate trade volume. Trade
(especially exports) may rise when a country devaluates domestic currency
relative to foreign currencies.

The pattern of trade: 1978-2004

China’s opening to the outside world was probably the most visible of its
economic reforms since 1978. Staring from a position of a near-autarky
and an inward-looking nation, China has become one of the major players
in world trade. The pattern of China’s trade in the past 26 years may be
characterized by the following features of this change: the significant
expansion of trade volume; the increasing role of processing trade and
FDI; improving trade structure of products; and the concentration of
exporting and importing markets; concentrated sources of trade surplus
and deficits; and coastal regions as China’s trade leader.

Sources of trade growth

At the outset of its economic reforms in the late 1970s, China was an
insignificant participant in international market for goods and services.
Since then China’s role in the international economy has been totally
transformed. China’s trade boom in the past 26 years may be easily seen
from several indicators. As shown in Table 1.1, China’s foreign trade
volume (sum of exports and imports) in 1978-2004 grew by 56 times, with
an average annual growth rate of 17 percent, more than double that of
world trade (Tables 1.1 and 1.2). Exports increased by 61 times, from $10
billion in 1978 to $593 billion in 2004, at a growth rate of 17 percent.
China’s faster growth in trade than the world results in a rapid rise in
China’s ranking and share in the world trade. As shown in Table 1.2, China’s
exports share in 1977 is only 0.6 percent of world exports, ranked as the
thirty-fourth. By 2004 China had become the third largest exporting
country in the world, and its share in world exports increased to 6.5
percent. The expansion of China’s trade has been faster than that of its
gross domestic products (GDP), as indicated in Table 1.3. The ratio of
trade to GDP rose from less than 10 percent in 1978 to 75 percent in 2004.
The trade boom is a result of several factors including: (a) the liberal-
ization of trade institutions and policies; (b) the rapid growth of the
Chinese economy; (c) the increase in foreign direct investment (FDI)
inflows; and (d) devaluations of China’s real exchange rate (World Bank,
1994, 1997; Lardy, 1992, 1994; Naughton, 1996; Zhang, 2002; Zhang and
Song, 2000). The first two are straightforward. In the 1980s China began
trade reforms by moving from monopoly to decentralized system. Special
economic zones and open cities led to greater openings for trade. Govern-
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ment direct controls on trade, especially restrictions on imports, have been
gradually relaxed. Thus trade reforms as a necessary condition for the
trade boom was created over time. According to the theory of inter-
national trade, trade volume in a country is positively associated with that
country’s GDP. China’s GDP grew at a rate of near 10 percent in the last
26 years, the highest in the world for that period.

The third source of the trade boom is the emergence of export-oriented
foreign-invested enterprises (FIEs) (Zhang and Song, 2000). China had
been the largest FDI recipient among the developing countries and glob-
ally the second since 1993, and has become the number one in the world
since 2002. Most of the inward FDI in China came from Asian newly
industrialized economies (NIEs), in particular Hong Kong and Taiwan,
based on changing comparative advantages between China and the NIEs.
The NIE invested enterprises in China emerge as a result of reallocating
production into China due to rising labor costs in their homes. As more
FDI flows into China and the export-oriented FIEs are established, their
contribution to China’s exports and imports increased dramatically. As
indicated in Table 1.3, the share of exports by FIEs in total exports was 20
percent in 1992. The share was doubled after four years, and reached
almost 50 percent in 2001. In fact, without exports by FIEs, China’s export
growth would be less than its GDP growth.?

The fourth factor contributing to the trade boom is devaluation of the
Chinese currency relative to foreign currencies. As shown in Table 1.3, the
exchange rate of Chinese currency (denoted by RMB) to US dollar was

Table 1.2 China’s export share and ranking in the world, 1977-2004

Year World exports ~ China exports  China’s share (%) Ranking
1977 1,126.9 7.6 0.6 34
1978 1,241.8 9.8 0.8 32
1980 1,990.6 18.1 0.9 26
1985 1,927.7 27.4 1.4 17
1990 3,470.0 62.1 1.8 15
1995 5,020.0 148.8 3.0 11
2000 6,358.0 249.2 39 7
2001 6,031.1 266.2 4.4 6
2002 6,384.3 325.6 5.1 5
2003 7,503.0 438.4 5.8 4
2004 8,703.5 593.4 6.5 3
Growth Rate (%)

1977-2004 7.87 17.52

Sources: Computed from World Trade Report 2005 (WTO, 2005), International Financial
Statistics Yearbook (IMF, 1978-2004), China Foreign Economic Statistic Yearbook (SSB,
1978-2004), and website of the Ministry of Commerce, China (www.mofcom.gov.cn).

Note

World exports and China’s exports are in nominal values of billions US dollars.
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RMB1.6836 per US dollar in 1978. The rate was devalued gradually in the
1980s to RMB3.7651 in 1989. Then in the following five years, the Chinese
government lowered the rate substantially, to the level of RMB8.6187 per
US dollar. According to international trade theory China’s devaluations
would make its products cheaper in the world market and thus would
cause its exports to grow. This is especially true, since the increase in the
competitiveness of Chinese products in the world market was no as fast as
it exports in the last ten years.

Main characteristics of trade

The critical role of processing trade and FDI

The duty-free processing trade in China has two variants in practice: pro-
cessing imported materials into exports (lai liao jia gong in Chinese) and
processing imported components into exports (jin liao jia gong). The first
one, referred to as processing materials, takes place under a contract in
which a foreign firm (usually located in Hong Kong) ships materials to
domestic factories for processing or assembly and subsequent re-export.
The foreign firm retains ownership and pays a processing fee to the
domestic factories, which usually play a fairly passive role in such con-
tracts. The domestic factories, often township or village enterprises,
account for the bulk (86 percent in 1995) of this type of processing trade
(Naughton, 1996). In the second type of processing trade, called process-
ing imports, a factory in China purchases the imported materials and orga-
nizes production and exports on its own. Foreign invested firms account
for the bulk of trade value under this variant (74 percent in 1995).

As a new form of trade, the processing trade has increased rapidly in
China during the past 24 years. The share of exports under processing
trade in total exports rose from 18 percent in 1986, to 47 percent in 1992,
and to 55 percent in 2004. The share of imports in total imports went up
from 16 percent to 41 percent, correspondingly (Table 1.4). At least two
factors contribute to the rapidly growing processing trade. First, the
export-oriented FDI strategy adopted by the government encourages
foreign firms (mainly from Hong Kong and Taiwan) to engage in process-
ing trade. Table 1.5 shows trade by ownership in 2004. FIEs generate 57
percent of total exports and 58 percent of total imports. Most of exports
and imports conducted by FIEs are associated with processing trade.
Along with China’s cheap resources (e.g. labor and land), a variety of
incentive policies also play a role in attracting large inflows of foreign
investment to exporting production. The role of this kind of FIEs in pro-
cessing trade increased significantly in the 1990s. The share of the trade by
FIEs in total processing trade tripled in ten years from 21 percent in 1988
to 80 percent in 2004. Another factor is related to the classification method
of processing trade. Due to growing globalization and international
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Table 1.4 Exports by trade mode, 2004 (%)

Exporting mode 2004 1992
Ordinary trade 41.06 51.42
Processing trade 55.28 46.63
Processing and assembling with materials provided abroad 11.56 18.01
Processing with imported materials 43.72 28.62
Others 3.66 1.94
Total 100.00 100.00

Source: Website of the Ministry of Commerce, China (www.mofcom.gov.cn).

Table 1.5 Trade by ownership, 2004

Exports Share (%) Imports Share (%)

State-owned enterprise 1,535.9 26 1,764.5 31
Foreign-invested enterprise 3,386.1 57 3,245.7 58
Other 1,011.7 17 604.0 11
Total 5,933.7 100 5,614.2 100

Source: Website of the Ministry of Commerce, China (www.mofcom.gov.cn).

specialization of labor, more exports involve imported foreign contents,
rather than traditional exports that have complete domestic contents only.
Although domestic value-added in exports may constitute a small part in
the total, the trade volume increases incredibly as a broad definition of
processing trade is used in trade statistics.

Improving commodity structure of trade

Due to industrial upgrading and rapid economic growth, China’s exports
have being experiencing two shifts: one is from primary to manufacturing
products, and the other from labor-intensive to capital-intensive manufac-
turing products. In 1978, more than half of China’s exports (63 percent)
were primary products. The share fell to 30 percent in 1988 after ten years,
and then continually shrank to 7 percent in 2004, while manufacturing
products became dominant in exports (93 percent), as indicated in Table
1.6. Among the manufacturing exports are machinery and electric equip-
ments (45 percent of the total). The exports of machinery and electric
equipments (relatively more capital-intensive) increased faster than tex-
tiles (relatively more labor-intensive) in the 1990s. In 1990 the share of this
item in total exports was 18 percent, rising to 30 percent in 1995, surpass-
ing textiles and becoming the largest item of exports.
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18 Kevin H. Zhang
Major markets of exports and imports

China’s main export markets are the leading industrialized countries (US,
EU, and Japan), but it has also been strengthening its regional trade links,
notably with the East Asian newly industrializing economies (NIEs).
Table 1.7 reports China’s top ten exporting and importing markets in 2004.
The US, EU, and Japan together absorb more than half of China’s total
exports; 17 percent of total exports go to Hong Kong, but most of it is re-
exported to the US and other industrialized economies.®* The top ten
export destinations make up nearly 90 percent of the total exports. The
importance of the US, EU, and Japan in imports (37 percent) is less than
that in exports. While most of the imports from the three are capital- and
technological-intensive products, China increased its imports of natural
resources and raw materials from Southeast Asia. Asian NIEs (Taiwan,
ASEAN, S. Korea, and Hong Kong) are emerging as China’s major
import sources, constituting 36 percent of total imports. The share of top
ten importing markets in 2004 is almost 80 percent.

Geographic distributions of trade surplus and deficits

China has been enjoying a trade surplus for about 15 years since 1990,
totaling over $200 billion, with $32 billion of trade surplus in 2004. Geo-
graphically China runs trade surpluses with Hong Kong (again as re-
exporter), the US, and the EU, and has trade deficits with Asian NIEs
(Taiwan. S. Korea, and Malaysia) and Japan (Table 1.8). This pattern is
closely associated with the processing trade conducted by FIEs (notably
Asian NIEs), in which foreign affiliates import parts and components for
processing and assembling, and then export most of the finished products
to industrialized markets, notably the US and the EU. For example,
China’s surplus with US now exceeds that of Japan with the US, becoming
the largest source of the US trade deficits.

Top regional exporters and importers within China

The regional distribution of trade within China is extremely biased
towards coastal areas. Table 1.9 shows the leading exporters and importers
by regions in 2004. While there are 31 provinces and municipalities in
China, the top nine in the table generated 90 percent of total exports and
92 percent of total imports. Guangdong Province alone contributed 32
percent of exports and 30 percent of imports. It is noted that all of the nine
provinces and municipalities are located in the coastal area. Such a
regional bias is associated with regional disparities of FDI, income, indus-
trial structure, and factor endowments. For example, the correlation
between regional inward FDI and exports is reported as high (Zhang and
Song, 2000). The export share of Guangdong is consistent with its FDI
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20 Kevin H. Zhang
Table 1.8 China’s top 10 sources of bilateral trade surplus and deficits, 2004 (US$

billion)

Rank Country/region Surplus Country/region Deficits
1 Hong Kong 89.08 Taiwan —51.23
2 UsS 80.27 South Korea —34.43
3 Netherlands 15.55 Japan —20.86
4 England 10.21 Malaysia —10.09
5 United Arab Emirates 5.54 Germany —6.61
6 Spain 3.73 Thailand —=5.74
7 Mexico 2.83 Brazil —5.01
8 Italy 2.77 Philippines —-4.79
9 Belgium 2.34 Saudi Arabia —4.75

10 France 2.26 Angola —4.52

Source: Website of the Ministry of Commerce, China (www.mofcom.gov.cn).

share (over 30 percent in the total). It is interesting to note that while the
six provinces in Table 1.9 run trade surplus, three municipalities (Beijing,
Shanghai, and Tianjin) run trade deficits.

Trade performance and prospect after China’s accession to
WTO

Entry into the WTO in 2001 has brought China both opportunities and
challenges to trade. The new exporting opportunities for China are mainly
in labor-intensive manufactures and participation in the labor-intensive
segments of the production process of high-tech manufactures. As indi-
cated in Table 1.1, China’s trade and exports have expanded dramatically
since 2001, with a growth rate of over 30 percent on average in 2002-2004.
China’s ranking in world exports rose from sixth to third in the three
years. Table 1.10 presents the top ten exporters and importers in world
merchandise trade in 2004. It is very likely that China will surpass the US
in exports and Germany in imports in a few years, given China’s faster
growth that other countries.

The main driving forces behind the export boom after WTO entry are
competitive prices in the world market due to cheap labor and infrastruc-
ture, rising ability of processing production, and strong global demand in
world market. China’s outstanding export performance has been associated
with a growth in the share of manufactures, mostly labor-intensive, which
amounts to over 90 percent of China’s total exports. China has also been
increasingly involved in the assembly of technology-intensive products
(exports of telecommunications equipment and computers now account for
a quarter of its total exports). A number of Chinese exports, including travel
goods, toys, sporting goods, footwear and non-textile clothing, account for
over 20 percent of total world exports of these products (UNCTAD, 2002a).
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The big opportunity for China after accession to the WTO is the poten-
tial it has to develop self-contained, technology-intensive, large-scale man-
ufactures that combine high quality human capital with low labor and
infrastructure costs. China also has the market to support large-scale pro-
duction. Such a process, based on rapid upgrading, can establish mutually
reinforcing links between FDI, exports and growth (UNATCD, 2002b).

The risk for China is that if it does not take the above mentioned route,
and accession to WTO encourages multinational corporations to use
China as an assembly platform for low-value-added exports, the benefits
of rising trade could be extremely limited in terms of technological
upgrading and industrialization. Moreover, China has not gained signific-
ant market access in traditional labor-intensive manufactures, and implic-
itly it may not realize the expected degree of benefits in terms of export
expansion.

Concluding remarks: assessing China’s trade miracle

China’s foreign trade has become an engine of economic growth and an
engine of growth in world trade. Over the period 1978-2004, trade volume
grew by 17 percent annually on average. In 1978, China was ranked thirty-
second in the world in terms of exports and accounted for only 0.75
percent of total world exports. Within 26 years, it has become the third
largest exporting nation and accounts for 6.5 percent.

While China’s achievements in expanding trade are real, some indic-
ators or raw figures about trade are somewhat misleading or deceptive.
Three aspects are noteworthy: openness index, booming trade volume,
and trade structure of commodity.

The high level of China’s openness seems misleading

The index of openness, defined as a ratio of a country’s trade volume to its
GDP, is usually used to measure the degree of the country’s economic
integration with the outside world. The rapid growth of China’s trade
pushed the trade to GDP ratio from 10 percent in 1978 to 50 percent in
2002, much higher than that for other large countries, such as the US (21
percent) and Brazil (19 percent). Does the ratio really mean that China
has been more open than the US and trade is more important in China? It
is a puzzle that China’s trade to GDP ratio has already surpassed the
global norms and the US, which is definitely more open, since China, by
virtue of its size and the diversity of its resources, should rely less on inter-
national trade than almost any other country. Is China special in that
regard? Answers to this question are frequently related to the size of
China’s GDP, which is thought to be underestimated. Usually a develop-
ing country GDP is underestimated because of the relatively low prices of
non-tradables measured by US dollars; this is especially true for China.



24  Kevin H. Zhang

The issue can be addressed by using purchasing power parity-adjusted esti-
mates of GDP, which correct for undervaluation of non-tradables. When
applied to China, this brings the ratio of trade to GDP down to 9.26
percent, instead of 43.98 percent in 2001.* Thus China’s high trade to GDP
ratio, calculated conventionally, may be overestimating the openness of
the economy.

Large trade volume is deceptive

China indeed has been emerging as a trading nation, but the indication of
its trade volume does not reflect corresponding benefits from trade. A crit-
ical source of China’s trade boom is rapid growth in processing trade in
which duty-free imports of components and raw materials are imported
for use in export industries. Foreign parts and components are brought in,
assembled or processed using relatively low-cost Chinese labor, and then
exported to world markets. This capitalizes on China’s comparative
advantage in labor-intensive activities and thus contributes to economic
growth to a certain degree. But the value-added from this type of trade has
been small relative to ordinary trade. Since 1984 when the Chinese
government started to encourage imports processed for exports, process-
ing trade rocketed to half of China’s total trade in 2002. By virtue of its
features, the processing trade does not create as many gains as the ordin-
ary trade to China, since it has little connection with domestic firms and
the domestic economy does not adjust both to accommodate and to
benefit from this expanding volume of processing trade. If the figures on
trade are adjusted to exclude processing trade, then China’s trade volume
reduces by half, and therefore do not appear to be quite impressive.

Intra-manufacturing trade structure is false

By 2001, 90 percent of China’s exports are manufacturing goods and 81
percent of imports are manufacturing goods as well (Table 1.3). The
largest item in both exports and imports is machinery and electric equip-
ments (Table 1.5). Compared with the trade structure in the late 1970s,
China indeed has improved its composition of commodities in exports and
imports. But the improvement does not suggest that China has shifted its
comparative advantage from labor-intensive products to capital-intensive
products, nor imply that China has made significant progress in techno-
logy. Most of manufacturing goods China exports are either labor inten-
sive, or low value-added processing exports. Almost all imports of
manufacturing goods are capital intensive. For example, over 75 percent of
exports in machinery and electric equipments are imports processing for
exports, which are labor-intensive and low value-added. In sum, China’s
trade basically is still of the inter-industry, not intra-industry type.
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Notes

1 While a lot of work on China’s trade has emerged (for example, Lardy, 1992,
1994; World Bank, 1994, 1997; Harrold, 1995; Naughton, 1996; Zhang and Song,
2000; Zhang, 2002), comprehensive analyses on the above two issues have been
limited.

2 A comprehensive discussion on the role of FDI in China’s exports can be found
in Chapter 8.

3 Hong Kong has played a special role as China’s window to the world. Hong
Kong has been an important “bridge” connecting China with the outside world.
Entrepreneurs in Hong Kong have shifted manufacturing facilities to China,
attracted by lower labor cost as wages rose rapidly at home. This link has
brought not only much-needed capital to China but also new technology,
modern management practices, and critical links to the world market. Of $560
billion in cumulative FDI to China through 2001, over 50 percent came from
Hong Kong, and most of this investment went to export-oriented joint ventures.
A large proportion of export production in coastal provinces (especially Guang-
dong) is supervised by firms in Hong Kong. Processing activities are also carried
out largely in collaboration with Hong Kong partners who supply materials.
Many items previously exported by Hong Kong and other Asian NICs are now
exported by China, especially toys, clothes, and shoes.

4 China’s GDP in terms of purchasing power parity in 2001 is $5,505,714 billion,
and GDP without adjustment is $1,159,017 billion in that year (World Bank,
2002). The ratio of the former to the latter is 4.75.
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2 The Pearl River Delta
A world workshop

Qunyang Sun, Larry D. Qiu, and Jie Li

Introduction

The Pearl River Delta (PRD) is a complex of deltas consisting of the West
River Delta, the North River Delta and the East River Delta in Guang-
dong Province, China. The PRD is adjacent to Hong Kong and Macau,
covers over 110,000 square kilometers and includes 14 counties.! As shown
in Figure 2.1, the PRD is located at the mouth of the Pearl River. Partly

wHung Kong

Mpcau

Figure 2.1 The PRD.
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due to its strategic location, the PRD has become the most rapidly
growing economic region in the world since the beginning of China’s eco-
nomic reforms in 1979. In October 1994, the Guangdong provincial
government formally proposed to establish the PRD Economic Zone
(PRDEZ), aiming to modernize the area. In this chapter, we take a close
look at this region. We start with a brief description of the recent history
of the PRD. We then analyze the economic development of this region
over the past 20 years. Finally, we argue that this region has become the
world’s workshop for some products.

The rise of the PRD

Earlier history

The PRD is one of the first areas in China that opened up to the world.
Dating back to the Ante-Qin Dynasty (before 221BcC), Guangzhou, the
capital city of Guangdong Province and the most important part of the
PRD, had already formed the rudiments of a port town. After the unifica-
tion of South China by Emperor Qin Shihuang (in 221Bc), Guangzhou
became a foreign trade center in South China. In the Han Dynasty (from
206BC to AD220 ), the PRD already had overseas trade and pioneered the
famous Silk Road on the sea. In the Tang (from AD618 to AD907) and
Song (from AD960 to AD1279) Dynasties, foreign trade activities in
Guangzhou became very prosperous. In the second half of the Ming
Dynasty (from AD1368 to AD1644), the PRD experienced a boom in
foreign trade. During the Wanli Period in the Ming Dynasty, Guangzhou
held foreign trade fairs twice yearly, in the winter and summer, which
impacted on the social and economic developments in the PRD. The
government of the Qing Dynasty (from AD 1644 to AD1911) banned mar-
itime trade. In 1757, all ports in Jiangsu, Zhejiang and Fujian Provinces
and others were closed down, but the Guangzhou port was kept as China’s
only port opened to the world. This policy indirectly created a unique
advantage for the PRD to further develop its foreign trade. After the
Opium Wars (after AD 1840), the UK and Portugal occupied Hong Kong
and Macau, successively. The location of the PRD close to these occupied
territories gave it a strategic advantage over other parts of China in con-
ducting economic activities related to international trade.

Recent history

In 1978, the Third Plenary Session of the Eleventh Central Committee of
the Communist Party of China was held. It was the turning point in the
history of China’s economic development. Economic reforms and the
opening-door policy began in China. In the earlier period of the reform,
the central government implemented preferential policies in Guangdong
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and Fujian Provinces and encouraged them to take bold steps to develop
their economies. From then on, the PRD entered a new period of eco-
nomic development.

As in other parts of China, the PRD began its reforms in the rural
sector. By adopting the Household Contract Responsibility System,
farmers became independent producers and managers. The PRD was the
first area that reformed the purchase and sale system of farm and sideline
products in China. All of these reforms brought fundamental changes to
the rural areas in the PRD. The most important phenomenon was the
birth and growth of township and village enterprises (TVEs). Increases in
agricultural productivity released millions of farmers from the land. These
surplus laborers stayed in the countryside but started to produce manufac-
turing products.> As a result of economic development in the PRD, the
share in GDP of the primary industries dropped from over 30 percent in
1978 to below 6 percent in 2001, and the share in GDP of secondary indus-
tries also dropped from nearly 70 percent in 1978 to 49.5 percent in 2002,
while the share in GDP of the tertiary industries grew from less than 1
percent in 1978 to 45.2 percent in 2001.°

As early as February 1985, the State Council had already ratified the
establishment of the PRDEZ. However, there were no concrete plans and
policies to develop this region coherently. Local governments of various
parts of the PRD lacked coordination. Furthermore, the fiscal decentral-
ization gave them incentives to develop their local economies. There were
some unexpected negative effects in the whole economy. First, local gov-
ernments had strong incentives to protect their localities,* this prevented
realization of comparative advantages and economies of scale. Second,
local governments were competing for foreign direct investments (FDIs)
and “processing trade” contracts, especially those from Hong Kong and
Macau. This led to vicious competition and redundant industrial struc-
tures. Third, without centrally planned coordination, local governments
did not take the negative externality of pollution into account when
making their economic decisions. As a result, the ecological environment
deteriorated seriously. In order to overcome these problems, in 1994, the
provincial government of Guangdong decided to establish a formal unified
economic zone, called the PRDEZ to be led by Guangzhou and Shenzhen,
a newly developed city adjacent to Hong Kong. The economic zone
included 12 medium-sized cities, nine small cities and over 420 towns. As a
result, the PRD could comprehensively take advantage of the economic
radiation effect from Hong Kong and Macau to promote the entire
region’s economic development in a harmonious way.

As the spearhead of the economic development in the PRD and under
the influence of special preferential policies and a flexible management
system, Shenzhen has become an economic wonder in the world. The total
export volume of Shenzhen has ranked first in the whole country for nine
consecutive years since 1993. In 2001, its total exports accounted for
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14.1 percent of China’s exports, 39.3 percent of Guangdong’s exports and
41.3 percent of PRD’s exports.” With the economic development,
Guangzhou as a central city plays an important role in international trade,
finance and information, and exhibits a great radiation effect. Led by
Shenzhen and Guangzhou, the economy of the whole PRD has achieved
rapid development since the 1990s.

Comparison between the PRD and the rest of the country

To better understand the spectacular performance of the PRD, let us
examine some macro economic indexes for PRD and the rest of the
country. The population of the PRD accounts for less than 2 percent of the
national total population (see Figure 2.2). However, its contribution to the
national GDP is disproportional. As shown in Figure 2.3, the PRD’s share
of GDP was above 6 percent in the 1990s. This ratio rose steadily and
reached 9 percent in 2001. Consequently, the PRD’s per capita GDP is
much higher than the country’s average. By 2001, its per capita GDP
reached 35,792 yuan, 4.76 times the national level. Figure 2.3 shows the
comparison of per capita GDP between the PRD and the whole country
from 1993 to 2001. In fact, the gap in per capita GDP between the PRD
and the country widens over time. This is the result of the more rapid
growth of the PRD’s economy than the entire country’s economy, as indi-
cated in Figure 2.4.

Let us now turn to the structure of the PRD’s GDP. The PRD is not
rich in natural resource endowments. Decentralization and specialization
has resulted in the reduction of the output of the primary industries. The
output of the secondary industries increased in the late 1980s and early
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Figure 2.4 Comparison of GDP growth rate between the PRD and the whole

country (sources: Guangdong Statistical Yearbook (1993-2001); China
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1990s, thanks to the capital and technology influx from abroad, particu-
larly Hong Kong, Taiwan and Macau. However, with the rising labor costs
in the PRD, the share of the labor-intensive manufacturing sector in the
total GDP declined slightly from its peak level of around 51 percent in
1994 to a steady-state level of around 49 percent after 1996, as indicated
in Figure 2.5. In contrast, the output of tertiary industries grew very fast in
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the 1990s. By 2001, the GDP share of the tertiary industries reached 48
percent in the PRD, which is higher than the country’s average by ten per-
centage points, as shown in Figure 2.6.

Economic growth and structure are related to employment growth.
Figure 2.7 compares the employment growth rates of the PRD and the
nation. During the period 1994-2001, the average rate of employment
growth in the PDR was about 3 percent per year while that of the entire
country was around 1 percent. Two factors contributed to this continuous
high employment growth. First, the long period of GDP growth requires
increase numbers of laborers. Second, the industrial structureal change
from the resource-intensive primary industries to the labor-intensive sec-
ondary and tertiary industries also creates high demand for laborers.

Perhaps the most impressive performance of the PRD economy is its
contribution to the country’s trade and FDI. Since 1992, the PRD has
attracted more than 15 percent of total FDI inflows to China. This share
continued to increase and was close to 30 percent by 2001. Figure 2.8
shows the realized FDI inflows to the PRD as a percentage of total FDI in
the country.® In 2001, total realized FDI in the PRD reached US$14.19
billion. Why is the PRD so attractive for FDI? The most important reason
is its proximity to Hong Kong and Macau in terms of geographical loca-
tion, language, culture, and kinship. Moreover, high productivity and a
healthy market environment also encourage foreign investors to choose it
as their ideal host location. These factors also make products produced in

Percentage
N
f

.1 »\
2 1
14+ *— o ' \/\
0 Il Il Il Il Il Il Il Il
[s) < 1) © N~ o] (o)) o ~— [aV]
(2] (2] (2] (2] (2] (2] (2] o o o
(o) (o) (o) (o) (o) (o) (o) o o o
— — — — — — — N N N
Year
—4&— The whole country PRD

Figure 2.7 Comparison of employment growth rates between the PRD and the
whole country (sources: Guangdong Statistical Yearbook (1993-2001);
China Statistical Yearbook (1993-2001)).
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Figure 2.8 Shares of the PRD’s FDI and exports in the country (sources: Guang-
dong Statistical Yearbook (1993-2001); China Statistical Yearbook
(1993-2001)).

the PRD more competitive in the world markets than those made in the
other parts of the country. In addition, most FDIs from Hong Kong are
export-oriented. All these factors together enable the PRD to outperform
the rest of the country in foreign trade. Figure 2.8 shows that the PRD
contributed to more than 30 percent of the country’s total exports on
average over the period 1993 to 2001. The PRD’s export value was
US$90.83 billion in 2001.

The PRD as a world workshop

In 2001, Japan’s Ministry of International Trade and Industry (MITI)
issued a White Paper that mentioned for the first time that China had
become the “World’s Workshop”. Since then, this topic has attracted
world attention and serious discussion. The discussion shows that the
Chinese economy has been integrated into the global economy and
China’s economic development in general, and its opening up in particu-
lar, has exerted more and more influence on the world economy.

What is a world workshop? This term has never been given a clear defi-
nition. We are not attempting to provide such a definition here. Rather,
we choose to describe two important elements of a world workshop. In
general, a world workshop is part of a worldwide economic network that
links production to markets. In particular, there is a division of labor
between manufacturing industries and market services. A world workshop
is a region where large-scale production is concentrated and a substantial
world market is supplied by firms located there. However, the term world
workshop has different connotations during the industrialization age and
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the information age, as argued by the Public Policy Group of the Institute
of Comprehensive Development and Research, Shenzhen, China (2003).
Specifically, during the industrialization age, whether or not a region can
become a world workshop depends on the share of its total manufacturing
capacity in the world and its share of world exports. In contrast, a world
workshop in the information age has a broader definition and is an exten-
sion and development of the world workshop in the industrialization age.
In the information age, a world workshop must have comprehensive
improvements in its manufacturing ability and, more importantly, must be
a processing center in the global production network.

In this section, we explore the economic development of the PRD and
argue that the PRD is already a world workshop for some manufacturing
products. The geographic focus is important because the PRD has been
the powerhouse of China’s economic growth since the reform and open-
door policy began in 1979. If the PRD is not qualified to be a world work-
shop, then it is difficult to argue that the other parts of the country are
world workshops.

FDI from Hong Kong as the means and channel for the PRD to
merge into the world economy

How does the PRD engage in the world economy? FDIs, especially those
from Hong Kong, are the single most important vehicle. We see this from
a comparison on the utilization of FDI between the PRD and the whole
country.

Figure 2.9 shows that since 1993, the total amount of utilized FDI
invested in the PRD accounts for more than 70 percent of FDI in all of
Guangdong Province. In particular, this ratio has been over 80 percent
since 1997 and it reached 90 percent in 2001. This figure also shows the
importance of FDI inflow to the PRD in the whole country.

Who made FDI in China and in the PRD? There are companies in
more than 40 countries and regions that have supplied FDI in Guangdong,
but firms from Hong Kong have made the major contributions. During the
nine years from 1993 to 2001, the total amount of utilized FDI in Guang-
dong was equal to US$121.2 billion. Hong Kong was the primary source of
foreign capital and its share accounted for 68.2 percent of the total, fol-
lowed by Taiwan, Japan, and the US, whose shares in Guangdong were 3.8
percent, 3.4 percent and 3 percent, respectively. FDI from Macau and
Korea each accounted for 1 percent to 2 percent, and investments from
other countries were each less than 1 percent.

It is interesting to make a comparison between the distribution of the
FDI sources to Guangdong and that to the whole country. From Figure
2.10 and Figure 2.11, which are based on the cumulative realized FDI from
1993 to 2001, it is easy to observe two things. First, the general distribu-
tions are very similar. Hong Kong is the largest source of Guangdong’s
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Figure 2.9 FDI and PRD over that in Guangdong Province and the whole country
(sources: Guangdong Statistical Yearbook (1993-2001); China Statistical
Yearbook (1993-2001)).

FDI and also the country’s FDI and the top ten countries/regions account
for most FDI (84.81 percent for Guangdong Province and 82.6 percent for
the whole country). Hence, there is a heavy concentration of investment
from and dependence on ten countries/regions, especially Hong Kong.
Second, although Hong Kong ranks first as a source of foreign capital in
Guangdong and in the whole country, its proportion differs dramatically.
Hong Kong’s investment accounts for 44.7 percent of the country’s total
FDI inflows, but it contributes 69.2 percent of the FDI in Guangdong. This
indicates the relative importance of Hong Kong in affecting the economic
development structure of Guangdong and the PRD. It is for this reason
that in the following analysis we will focus on the linkage between Hong
Kong’s economy and the PRD’s economy to see how the world workshop
in the PRD was formed. Figure 2.10 and Figure 2.11 also reveal some
other differences. As a source of foreign capital nationwide, Singapore
ranks fifth and France ranks ninth, but they both rank beyond number ten
in Guangdong’s FDI; Macau ranks the fifth in Guangdong, while it takes
the tenth position in the whole country.

FDI from Hong Kong has had a tremendous influence on the industrial
development of the PRD. Hong Kong experienced rapid growth in the
1970s, which resulted in significant rises in labor costs. In the 1980s, the
traditional labor-intensive manufacturing sectors in Hong Kong, such as
textiles and clothing, toys and electronic products, lost their comparative
advantages. Naturally, Hong Kong business people started to look for new
production locations from which they could still maintain competitive. It
was at that time when China began its economic reforms and adopted its
open-door policy. Since the Hong Kong manufacturers’ markets were in
North America, Europe and other overseas countries, it was natural for
them to move their production base to the neighboring PRD where it was
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easy for them to travel and also it was cost-effective for the products to be
exported via Hong Kong. This became a popular mode of production
fragmentation: product design, packaging, financing, and marketing were
all in Hong Kong, and factory production was in the PRD, which has been
called the mode of “shop in the front and factory in the backyard”, or
SF&FB for short. Ever since, this business mode has been keeping the two
economies, Hong Kong and the PRD, in a close relationship. The SF&FB
mode, originally innovated by Hong Kong businesses, was later, in the
1990s, imitated by Taiwanese businesses to transfer IT (information
technology) production to the PRD. We will further explore this issue
later.

The economic linkage and cooperation between Hong Kong and the
PRD has been studied by many researchers within China. By comparing
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the differences between Hong Kong and the PRD in terms of labor cost,
capital, technology, and market, Han (1997) argues that the SF&FB mode
has real advantage in Southern China’s economy. It combines cheap labor
of the inland with the modern production technologies from Hong Kong
to produce commodities that satisty world demands. Hu and Sheng (2002)
discuss the tendencies of the SF&FB mode by focusing on the changes in
industrial structure and development. They believe that new modes of
regional cooperation should be adopted and should take the development
of high technology as their main focus. Xue (2003) examines the coopera-
tion and development among Hong Kong, Macau and Guangdong since
the Chinese reforms began. He argues that the future SF&FB mode
should be like the following: the PRD focuses on its comparative advan-
tages in labor and land while Hong Kong and Macau make use of their
market experience, management, financial, foreign trade, and other ser-
vices, to take the advantage of the increasing globalization in general and
China’s WTO accession in particular. At the same time, he argues that the
more than 20 years of effort have built a strong reputation for the “made
in China” label in the world. The world workshop has become an inter-
national image of Hong Kong, Macau and Guangdong. Feng (2003) thinks
the SF&FB mode is not out of date, but needs improvement and exten-
sion. The economic cooperation between Guangdong and Hong Kong
should be multi-outlet. For example, the cooperative mode should not stay
at the level of the SF&FB, unification of shop and factory (US&F for
short) is also a feasible cooperative mode. Furthermore, the cooperation
should be extended to the service and garment industries. Zhang (1994)
reviews the mutual complementarities and mutual dependence of the
Hong Kong economy and the PRD economy since the reforms and calls
for further increasing the economic cooperation between the two. He
argues that considering the future prospect of economic development,
cooperation in the tertiary industries, especially the financial industry,
should be strengthened to promote adjustments and upgrades of the
industrial structure.

In this section, we attempt to provide a more systematic and more rig-
orous analysis of the world workshop theory applied to the PRD. In
particular, we argue that the SF&FB mode, as a unique means of eco-
nomic cooperation between the PRD and Hong Kong, is still of strategic
importance in the era of globalization and China’s accession to the WTO.
It is still an effective approach to integrating the PRD into the global
economy.

First, the economic structures of the two economies (i.e. Guangdong
and Hong Kong) are still highly complementary. For example, in 2001, the
service sector in Guangdong only accounted for 40 percent of the GDP,
while this percentage in Hong Kong was more than 80 percent. This indic-
ates that the PRD still has to rely on Hong Kong to provide the function
of the “shop” in the front. On the other hand, manufacturing costs (includ-
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ing rental, labor, and others) are still very high in Hong Kong, which sug-
gests that the PRD can still serve as an efficient backyard factory. This
view is supported by recent observations. In 2002, the Industrial Federa-
tion of Hong Kong and the University of Hong Kong jointly conducted a
survey among local firms in Hong Kong and found that among the 100,000
companies responding to the survey, 60,000 of them had set up manufac-
turing plants, via foreign direct investment, in the PRD. They employed
more than ten million workers in total. Hence, it is safe to say that the
SF&FB mode is still strong in this area, a viewpoint also shared by Lin and
Zhu (2002).

Second, the SF&FB mode is the primary vehicle for Hong Kong and
Guangdong to jointly participate in global production. This can be viewed
through the amount of processing trade conducted between Hong Kong
and Guangdong. The SF&FB mode is a basic form used by many multina-
tional enterprises (MNESs) to procure their products and distribute them in
the world market. The types of the products are mainly light consumables
such as textiles and clothing. The features of such industries are that labor
cost accounts for most of the total cost. That is, they are highly labor inten-
sive. For these products, it is natural to place the production stage in a low
cost country/area, such as the PRD. MNEs such as Nike and Adidas have
been using subcontracting to outsource their products. Low production
costs and efficient deals are exactly what the MNEs want. The SF&FB
mode can provide efficient deals (in the front using the shops) and low
production costs (in the backyard using the factories). That is why over the
past 20 years, the PRD became the biggest processing and export base in
textiles, clothing, shoes, clocks and watches, and toys. We will return to
this point later with specific data for further elaboration.

The PRD as the workshop in the international division of labor

In this section, we explore whether or not the PRD satisfies the require-
ment for a world workshop by examining the economic development of
the PRD, with focus on its manufacturing structure, labor costs, and
export capacity.

Ever since China began its reforms, the PRD has become the most
rapidly developing and richest region in China. The PRD has the highest
per capita GDP in the country. After Deng Xiaoping’s southern tour in
1992, the PRD economy appears to have an accelerated growing trend.
During the period 1993-2001, its average growth rate in per capita GDP
was 16.1 percent per annum, much higher than the national average. The
per capita GDP of the PRD in 1993 was 11,000 yuan, 3.76 times the
country’ average; and by 2001, per capita GDP of the PRD reached 35,800
yuan, 4.76 times the country’s average.’

During the reform period, China’s economy achieved great success. Its
purchasing power has been greatly improved and the domestic market’s
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potential is enormous. The share of China’s GDP over the world increased
from 1.79 percent in 1993 to 3.43 percent in 2000.® Hence, the domestic
market also provides a strong base for the PRD to become a world workshop.

China’s manufacturing capability has also improved over time. The
value added by the manufacturing sector accounted for 33 percent in
China’s GDP in 1990, and this share increased to 38 percent in 1999. The
increasing rate is faster than the average level of the world. The share held
by the Chinese manufacturing industry continues to increase. In 1990 the
added value of China’s manufacturing industry accounted for 4 percent of
the world, and by 1999, it reached 8.8 percent with an annual growth rate
at 0.48 percent, which shows that Chinese manufacturing industry is
becoming the world production center year by year. In 1990, the total
export of Chinese manufacturing products accounted for 1.6 percent of the
world’s total manufacturing exports, but in 1999, this number increased to
3.3 percent.” Notice that the PRD, as one of the main manufacturing pro-
duction bases in the whole country, is an important contributor to this
achievement. Processing trade is the main driving force for the manufac-
turing activity in the PRD and we shall pay special attention to this mode
in the following discussion.

There was almost no processing trade in the beginning of the economic
reforms (1979). Then, starting from the middle of the 1980s, processing
trade began to blossom in Guangdong. It has become the mainstay of the
export-oriented economy of Guangdong. Guangdong’s exports increased
to US$95.426 billion in 2001 up from only US$1.4 billion in 1978, with an
average annual growth rate of 20.9 percent.

From Table 2.1, we can clearly see the growth and importance of the
processing trade in Guangdong. The processing trade refers to trade when
local firms provide labor service to produce products for exports with
materials supplied by foreign firms or samples provided by foreign firms or
to assemble parts supplied by foreign firms. This also includes compensa-
tion trade. Since the mid-1980s, the proportion of processing trade in total
trade has been above 60 percent, and it has been following an increasing
trend. This ratio reached 80 percent by 2001. Although we do not have the
figures for the PRD alone, it is clear that the ratio in the PRD is higher
than the provincial average. The ratio of processing trade to GDP is
equally impressive. In recent years, the value of processing trade in
Guangdong accounted for more than 60 percent of the province’s GDP.
This shows the importance in the world market of the PRD’s economy and
the export-orientation of this economy.

Some sectors make very large contributions to this region’s processing
trade. By the end of 2001, the output of the electronics and communica-
tion equipment manufacturing industries in the PRD amounted to 291.777
billion yuan, accounting for one-third of the national total. The PRD has
become one of the largest manufacturing bases for information products
not only in China, but also in Asia. In the area of new materials, the
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Table 2.1 Two ratios on processing trade

Year Total processing trade As a percentage of As a percentage of

(billion US$) Guangdong’s GDP Guangdong’s total
(%) export (%)

1987 6.751 29.68 66.58

1988 9.786 35.53 66.05

1989 12.810 34.92 70.72

1990 16.008 49.12 72.04

1991 20.444 57.47 75.51

1992 25.262 56.23 75.50

1993 29.136 48.92 77.92

1994 36.214 69.10 72.12

1995 42.276 61.57 74.70

1996 47.156 60.14 79.49

1997 54.831 62.13 73.54

1998 58.361 61.01 74.53

1999 60.377 59.05 77.73

2000 71.782 61.50 78.09

2001 76.505 59.99 80.17

Sources: Guangdong Statistical Bureau, Guangdong Foreign Trade and Economic Coopera-
tion Bureau.

Table 2.2 Sectoral contribution to Guangdong’s foreign trade

Year Total exportof (1) as percentage  High-tech export  (3) as percentage

electronics and  of Guangdong’s  (billion US$) of Guangdong’s
communication  total export (%) total export (%)
equipment

(billion USS)

1999  38.865 50 12.03 15.50
2000  49.980 54 17.02 18.50
2001 55.380 58 22.29 23.35

Source: Guangdong Foreign Trade and Economic Cooperation Bureau.

PRD’s output of new ceramics and electronic devices accounts for one-
half of the country’s total production; its production of synthetic fibers and
plastics accounts for one-third of the national total output; and its produc-
tion of organic silicon accounts for one-quarter of the country’s total. In
2001, high-tech products produced in the PRD reached 350 billion yuan, a
43-fold increase over the 1991 level. The proportion of high-tech products
to the value of industrial total output increased from 3.3 percent in 1991 to
19.44 percent in 2001. The export of technology products was close to 130
billion yuan, which accounts for 40 percent of nationwide production.
Table 2.2 below shows the relative importance of electronics and commu-
nication equipment and high-tech products in Guangdong’s total export.
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We now discuss labor costs and labor productivity. Obviously, China
enjoys the advantage of cheap labor costs due to an almost unlimited labor
supply. In 2000, the average annual salary of a manufacturing employee in
China was 8,750 yuan, equivalent to one-thirtieth of the employee’s US
counterpart’s nominal wage, one-quarter and one-fifth of that of workers
in Malaysia and the Philippines, respectively.'” Due to the low level of
urbanization in China, in the coming 20 years, China will still enjoy this
labor cost advantage. Although, the PRD has experienced high and sus-
tained economic growth, its labor cost has not increased proportionally.
The low-skilled labor force in this region is drawn mainly from the inland
regions of China, as the result of the southward “rush of peasant job
seekers”. According to some scholars’ raw estimations (see Wang, 1999),
ten years ago, there were about seven million migrant laborers in the PRD
and their average salary was around 500 to 600 yuan per month. Now, in
the same job market, the average salary remains at a similar level as ten
years ago. This indicates that because of the existence of the migrant labor
supply, the advantage of low labor cost in the PRD has not faded away.

Of course, low labor cost does not necessarily mean high productivity.
We should adjust labor cost using productivity when comparing labor cost
advantages across the country. China has low productivity compared with
many other countries. Hence, with productivity adjustments, China’s labor
cost advantage in the labor-intensive sectors should be downward
adjusted. In fact, taking the statistics from 1995 to 1999 for example, when
measuring the labor cost according to the same value added in the manu-
facturing industry, the labor cost in the US is just 1.3 times higher than
that in China, and the labor costs in the Philippines, Indonesia and Korea
are all lower than that in China. Hence, in order to become a real world
workshop, China must improve its productivity and efficiency. Since there
is high labor mobility (especially for low-skilled labor) in China and in
particular in the PRD, we should not examine the labor productivity of the
PRD in isolation. Instead, we look at the whole country’s labor quality.
According to the statistics from the Chinese Statistical Yearbook (2001),
for every 10,000 people, the enrollment in colleges and universities was
206.3 in 1990 and 719.1 in 2001, the latter being 3.48 times greater than the
former and the annual growth rate being 46.62 percent. This is an indicator
of improving labor quality.

We now turn to exports. We can divide exports into three categories:
domestic exports, processing export and exports by foreign-invested enter-
prises (FIEs). FIEs are all foreign direct investments in China and they are
either Sino-foreign joint ventures or wholly foreign owned enterprises.
Processing exports involves little capital investment and is thus not very
risky. In the early years of China’s reforms, foreign businessmen, including
those from Hong Kong, were not confident about China’s commitment to
reform and so chose the less risky investment activity, i.e., processing
exports. With growing confidence in and familiarity with the business
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environment, foreign investors later began to use FDI to tap the Chinese
market. In the 1990s, FDI surpassed processing-trade investments and
became the most popular form of foreign capital inflow in Guangdong. In
1993, there were 31,876 FIEs in the PRD and, by the end of 2001, there
were 38,679, with an increase of 850 firms per year."!

Figures 2.12 and 2.13 illustrate the contributions of processing export
and FIEs to the PRD’s total exports in recent years. Total exports from
the PRD increases every year since 1993. Exports from processing trade
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Figure 2.12 Export trends in the PRD (1993-2001) (source: Guangdong Statistical
Yearbook (1993-2001)).
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Guangdong Statistical Yearbook (1993-2001)).
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Figure 2.14 Shares of the two types of exports in other regions (source: China Sta-
tistical Yearbook (1993-2001)).

and FIEs also increase almost every year. However, the contribution of
processing trade to the total exports (close to 60 percent) was much higher
than that of FIEs (around 30 percent). Notice that processing trade helped
the PRD to become a world workshop. Although FDI also contributed to
the world workshop status of the PRD, some of the FIEs sold their prod-
ucts to the local market only. The relative importance of processing trade
in the PRD can be seen more clearly by comparing its share in the PRD
(shown in Figure 2.13) to that in the rest of the country (shown in Figure
2.14).

The development and importance of the information and electronics
industries in the PRD, in particular in Shenzhen and Guangzhou, are
particularly striking. The two key cities are home to a group of large, high-
tech enterprises. Among the top 100 electronics and information enter-
prises approved by the Ministry of Information Industry in 2001, there are
17 located in Guangzhou and Shenzhen. In 2002, China’s total export of
software was about US$1.5 billion, of which US$400 million, or more than
one-quarter of the total, were contributed by Shenzhen (Guangzhou
Tianhe Technology Park, 2003). Moreover, almost half of China’s largest
14 mobile communications enterprises made Guangzhou or Shenzhen
their home. Partly because of the concentration of these two industries,
Guangzhou and Shenzhen contributed half of the whole provincial GDP,
and their GDP annual growth rate was over 12 percent from 1993 to 2001,
which was 2.5 percent to 3 percent higher than the provincial average.”
The success of these two cities has stimulated development of high-tech
industries across the entire PRD. The IT industrial communities and elec-
trical appliances industrial communities have been set up. The east bank
of the Pearl River, which includes Shenzhen, Dongguan, and Huizhou,
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forms an IT industrial group; while the west bank of the Pearl River,
which includes Guangzhou, Foshan, Jiangmen, and Zhuhai, forms an elec-
trical appliances group. These two groups have become an international
production base. In particular, the strength of the electrical appliances
industry on the west bank of the Pearl River is great. Take the key city of
the electrical appliances group, Foshan, as an example. The domestic
market share held by Foshan in terms of air conditioners, refrigerators,
microwave ovens, and seven other categories of products exceeds 30
percent. The IT industry on the east bank of the Pearl River is equally
spectacular. For instance, the volume of computer hard disks made in the
PRD accounts for 30 percent of world production and the PRD produces
more than 10 percent of the world output in computer chips, floppy disks,
keyboards, and CD-ROM drivers. The high-tech industry has made a huge
contribution to regional economic growth. In 2001, the value of high-tech
products in the PRD reached 350 billion yuan, accounting for 18.6 percent
of the provincial industrial output.”®* The PRD has now become the third
largest production base of information products in the world, following
after the US and Japan. Companies such as HuaWei Group and TCL
Group have become the world’s top suppliers of information products.
Their products have been reaching across the world (Hu and Sheng, 2002).

Dongguan, a city in the PRD and northwest of Shenzhen, is one of the
biggest processing bases for electrical products. Its development is note-
worthy. Because of its geographical and cultural uniqueness (many
Tawainese have relatives in Dongguan), it has close relationships with Tai-
wanese firms. At present, there are over 4,000 Taiwanese-funded enter-
prises in the PRD and many of them have rooted in Dongguan. As a
result, the economy of Dongguan and that of Taiwan have developed
hand-in-hand. Dongguan is the primary production base for many Tai-
wanese computer firms outside Taiwan. By processing IT products for Tai-
wanese firms, Dongguan has been able to enter the world market. It is
evident that IT products made in Taiwan have enjoyed a good reputation
in the international market. Acer, Liteon, Delta, MSI, Giga-Byte, and
Primax all are famous brands worldwide. Dongguan has made good use of
the “brand name effect” that the Taiwanese firms have brought to the city
and has naturally become the principal manufacturing base for IT prod-
ucts in the world. According to statistics released by the Taiwanese Busi-
ness Association in 2001, among all the Taiwanese-funded enterprises in
Dongguan, 53 of them are pure PC manufacturing enterprise, and more
than 500 others are also engaged in producing related electronic products.
Many other enterprises produce PC products such as rubber, pattern
plates, telecommunications cables, and packaging materials. In the past
few years, all products related to PCs have grown rapidly. Displays,
modems, main boards, and all types of chips and other equipment from
Dongguan exceed 10 percent of the world market share. It is expected that
the semi-conductor industry and other IT industries from Taiwan will be
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moved to the mainland. Dongguan is a natural host region for this trans-
formation and will become an even bigger production base for IT products
(Tong and Wang, 2001).

From the above analysis, it is clear that the PRD has an attractive com-
parative advantage in labor costs, location advantages and a good invest-
ment environment, which have attracted a great deal of FDI and
processing trade activities. All these help make the PRD a world work-
shop for a range of manufacturing products.

Some theoretical explanations

In this section, we attempt to provide some theoretical explanations for
the world workshop phenomenon in the PRD. We make use of the com-
parative advantage theory, the industry ladder theory, and the Wintelism
theory of the economic cluster effect.

More than 150 years ago, David Ricardo introduced the comparative
cost theory. The gist of the theory is that productivity differs across coun-
tries, which usually results in differences in the comparative cost of pro-
duction. A country should specialize in producing and therefore should
export the products for which it has comparative advantages, and this
country should import other products for which it does not have compara-
tive advantages. In the early period of the last century, Heckscher and
Ohlin developed an international trade theory based on differences in
factor endowments. This theory posited that a country should specialize
(not completely) in producing and therefore should export the goods that
use the country’s relatively abundant resources more intensively (in a rela-
tive sense) in their production. In particular, a capital-abundant country
should export capital-intensive goods and import labor-intensive goods. In
view of these theories, China should export labor-intensive goods and low-
tech products. It should be noted that these traditional trade theories
define comparative advantage based on given conditions of technologies
and natural endowments. They are static in nature.

We are living in a dynamic world, however. On one hand, with increas-
ing globalization, factors of production have become less restrained in
international flows. Technologies can be easily transferred from one
country to another, while capital movements, via FDI or portfolio invest-
ment, increase every year. This reduces differences among countries in
technologies and endowments. On the other hand, through investment in
human capital, improvement in the quality of the production factors can
compensate for the disadvantage in quantity. Hence, comparative advan-
tages bear the characteristics of dynamic change. One implication from
this observation is that with capital and technology transfer from Hong
Kong, Taiwan, and other regions, and with human capital improvements
in China, the PRD can gain comparative advantages in producing some
capital- and technology-intensive products.
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The traditional comparative advantage theory neglects the existence of
increasing returns to scale and imperfect competition. A new trade theory
based on increasing returns to scale and imperfect competition emerged in
the late 1970s and early 1980s, thanks to Paul Krugman and others. This
theory emphasizes that products are differentiated and countries can
import and export the same industrial goods, which is the so-called intra-
industry trade. Initial comparative advantages do not determine the
pattern of trade in these industries. Government intervention and histor-
ical events can alter the pattern of trade.

Drawing from the insights of the dynamic comparative advantage
theory and the new trade theory mentioned above, we can explain the
dynamics of economic development in some regions, such as the PRD.
The upgrading of the industrial structure depends on improvements in
factor endowments, i.e. an increased share in capital and technology in
total factor endowment, and the increasing returns to scale due to fixed
investment in capital and technology. At each stage of economic develop-
ment, dynamic adjustment should be carried out according to the change
in the structure of the factor endowments. Meanwhile, the upgrade and
transformation of the industrial structure should be carried out in line with
changes in international market demand. All of these contribute to build-
ing up competitiveness in the international market. The dynamic changes
of comparative advantage within a country and across all countries result
in the upgrade of industrial structures.

In the beginning of China’s reforms, due to the preferential policies, its
advantageous geographical location and the existing network of overseas
Chinese, the PRD attracted a lot of overseas Chinese, especially from Hong
Kong and Macau, to invest in and set up factories there. Relying on Hong
Kong and Macau’s capital, technology, managerial experience, and inter-
national market network, and combining with local and the interior region’s
cheap labor, the PRD gradually formed the unique economic mode of
SF&FB and achieved industrialization in a short period of time. However, in
the 1980s, the industrial structure of the PRD mainly focused on traditional
manufacturing industries, such as clothing, textiles, plastics, electronic com-
ponents, and metal and non-metal products. These are by and large labor-
intensive products on a relatively low rung on the industry ladder. This
industrial structure was an inevitable result of the fact that China’s economic
development was still in its infancy and also that China had comparative
advantage in low-skilled labor in the international division of labor. In this
process, Hong Kong played an important role. Due to their own high labor
costs, Hong Kong firms chose the PRD to locate their factories to process,
assemble, and produce low-skilled, labor-intensive products. At the same
time, with Hong Kong a free port and an international financing, shipping,
and information center, Hong Kong firms had to keep part of their businesses
at home, such as financing, design, marketing, and packaging, to enjoy their
own comparative advantage. This is how the SF&FB model was formed.
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With the economic developments in the PRD, per capita savings
deposits reached 18,730 yuan in 1997 with an annual rate of increase at 34
percent since 1980. Effective supply of capital also became an advantage
of the PRD, in addition to low labor costs. Processing and assembling
industries achieved sustainable high growth, which in turn led to high
demands for infrastructure improvements, such as transportation, electric
power, and energy. At the same time, the labor quality has improved,
however, cheap labor is no longer the sole factor that boosts the PRD
economy. The factor endowment structure has shown substantial changes.
Physical capital, technology, and human capital have become more and
more important in the PRD’s economic development. The economy is
ready to transform from relying on labor-intensive industries to relying on
capital-intensive, technology-intensive, and even information-intensive
industries. Meanwhile, with the arrival of the information age, demand for
computer products has increased dramatically. Hence, it has become pos-
sible for the PRD to use its accumulated factor advantages to develop the
computer and information industries. In the 1990s, the PRD set up policies
to encourage development of computer, information, biological engin-
eering, and other high-tech industries. The area aims at further optimizing
its industrial structure.

The above discussions offer partial explanations for the PRD’s formation
of world workshop. The Wintelism theory gives a supplementary explana-
tion for the rapid growth of the manufacturing industry and heavy inflow of
foreign capital to the PRD. At the beginning of the 1990s the US economy
experienced a rapid recovery due to the birth of the so-called “New
Economy.” On the one hand, by relying on the prosperous stock market
and the effects of asset accumulation the American economy maintained
fast growth; on the other in contrast to the past situation in which traditional
industries boosted the economy, now the “New Economy” took the
information industry as its impetus. Its core is Wintelism, i.e. the US now
depends on the Windows operating system and Intel central processors to
leverage its control over the computer industry and other information indus-
tries in standardization and “soft” technology and on the electronic informa-
tion industry to drive the growth of the whole economy (Borrus and
Zysman, 1997; Tan, 2002). Wintelism provides a persuasive theoretical foun-
dation to explain the economy of clusters with an international division of
labor and the composition of transnational corporations. The basic features
of this foundation are that technology-advanced top enterprises only control
the research and development (R&D) and market standards of the products
and they transfer massive manufacturing to other countries. As a con-
sequence, Wintelism motivated the 1990s’ reformulation of the division of
labor internationally. The wide use of information technology has expanded
this mode from the PC industry to other industries.

It is well known that traditional enterprises emphasize all-embracing
large enterprises to attain economies of scale and scope. That is the so-
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called Fordism (McDermott, 1992; Mansfield, 1992). But in IT industry,
what is stressed is a new production mode called the economies of cluster.
Its emphasis is on cooperation between all component providers. Each
enterprise only focuses on production of certain parts or components so as
to realize economies of scale; meanwhile, mutual coordination between
various enterprises can also create economies of scope. Different from
traditional large enterprises, firms in the PC industry are very flexible and
therefore they can avoid the malpractice of rigidity in traditional mega-
enterprises. We can clearly see that, since the 1990s, industry structures
and enterprise organizations in Taiwan have been oriented in this way. In
sharp contrast, by following the Fordist mode, the Korean consortia suf-
fered a serious attack during the Asian financial crisis because its pace of
adjustment could not keep up with the new development. In fact, in the
past 20 years, the PRD experienced fast economic growth and structure
changes against this international environment.

Wintelism accelerates industrial upgrades and shortens of product
cycles. Under Wintelism, the focus of market competition is not only on
maintaining product diversity but also on ensuring the speed of the release
of high-tech products into the market. The harsh requirement of speed
alters the product life cycle theory in international trade and in inter-
national division of labor. Under Wintelism, every two years a new series
of products will come out, and the innovating enterprises usually make
their profits only in the first three months when the products are intro-
duced into the market. Afterwards, very little profit is made in the local
markets, and they have to find new markets to absorb their new products.
The most obvious consequence of this trend is that in the middle of the
1990s, America’s Silicon Valley, which originates innovations in informa-
tion products, and Taiwan’s Xinzhu, with a large-scale production base,
established a direct link. Xinzhu has the capacity for synchronous large-
scale production. In turn, since the late 1990s, Taiwanese enterprises trans-
ferred part of their production chain to the PRD, which brought on the
development of electronic and information manufacturing industries in
the PRD.

Under Wintelism, US enterprises have built a new transnational pro-
duction system. This is a network in which enterprises rely on R&D,
product design, purchasing, processing, distribution, and other supportive
activities. In the period of Fordism, the economy was driven by direct
investment in transnational corporations and successive internal transac-
tions, but it now relies more and more on coordination between enter-
prises. As far as an enterprise is concerned, the transnational production
system includes its subsidiaries, branch offices, subcontractors, suppliers,
distribution channels, joint ventures, strategic alliances, and other cooper-
ative deployments. In the past, all these activities were conducted and
managed within the transnational corporations vertically. Now, under the
impact of the new transnational production system, capital-scarce, small
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and medium-sized enterprises can be involved in globalization, which was
possible only for mega-enterprises in the past. Compared with traditional
Fordism, the striking feature of the new transnational corporation system
is the cooperation between independent transnational enterprises, through
which a large part of value-added is fulfilled outside the leading enter-
prises, and even the managing function of the whole enterprises can be
obtained through outsourcing. Thus, a leading enterprise becomes a
virtual one. But due to the impact of Wintelism, leading enterprises
control the sales channel and market standards, and the realization of
value is still in the hands of America’s leading enterprises. On the other
hand, after controlling the highest value-added in the market, they are
willing to transfer large-scale production to places with the lowest labor
cost and sufficient efficiencies. The PRD is one such place.

Due to the prevailing Wintelism and formation of industrial clusters
and transnational horizontal division, western enterprises select invest-
ment places worldwide. High-quality but low-cost labor and cost advan-
tages in other factors of production in the PRD have a strong appeal to
transnational enterprises. In addition, with the support of the reforms and
open-door policy, western corporations have transferred their labor-
intensive manufacturing bases to the PRD. After China’s accession to the
WTO and the economy’s integration with the international economy, the
PRD will become even more attractive. In pursuit of the economic effects
caused by clusters, more and more enterprises will move to the PRD,
which in turn will help to promote the PRD as a world workshop.

Conclusion

The PRD is an economic phenomenon. It is the region with the fastest
growth in the world over the past two decades. It is a region that has
become the major supplier for many products in the world market, that is,
it is a world workshop for some manufacturing products. Why? In this
chapter, we have reviewed the history of the PRD, examined its recent
economic developments and tried to provide both evidence as well as
theoretical explanations for why and how the PRD has become a world
icon of economic development. We argue that, among others, the reform
and open-door policies, the geographic advantage, the connection with
Hong Kong, foreign trade and foreign direct investment, and domestic
labor mobility are all the factors that contribute to the PRD’s world work-
shop status. Moreover, the local governments and enterprises (state
owned and private) are able to capitalize on these advantages and position
themselves well. They know that they should integrate their regional
economy into the world economy and therefore they should specialize in
producing certain products and engage in certain stages of the production
and service chain. We hope that lessons can be drawn for other regions in
China and other countries as well.
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The world is still changing and so is China. China has become a new
member of the World Trade Organization, which implies that the country
is committed to opening its economy further, making and keeping its busi-
ness practices compatible with the rest of the world, improving its environ-
ment, and strengthening intellectual property rights protections. China will
continue to change the world’s economic landscape. It is conceivable that
more world workshops will arise in some other regions in China. The PRD
will continue to play an important role in the Chinese economy as well as
the world economy as a world workshop.
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Notes

1 The PRD includes the following cities and counties: Guangzhou, Shenzhen,
Zhuhai, Foshan, Jiangmen, Dongguan, Zhongshan, Huizhou, Huiyang,
Huidong, Boluo, Zhaoqing, Gaoyao, and Sihui.

2 See Zuo (2001) for a discussion and economic analysis of TVEs in China.

3 Industries in China are classified according to the historical sequence of devel-
opment. The primary industries include extraction of natural resources; sec-
ondary industries include processing of primary products; and tertiary
industries are services of various kinds for production and consumption. Specif-
ically, primary industries include farming, forestry, animal husbandry, and
fishery; secondary industries include construction, mining and quarrying, manu-
facturing, production and supply of electricity, water, and gas; tertiary indus-
tries include all other industries not included as primary or secondary
industries.

4 See Li et al. (2003) for an analysis of local protection under fiscal decentraliza-
tion.

5 China Statistical Yearbook (2002) and Guangdong Statistical Yearbook (2002).

6 In China, there are two statistics for aggregate FDI. One is contracted FDI and
the other is realized (or actual) FDI. The former is obtained according to con-
tracts signed by foreign investors and it represents the pledged amount that
foreign investors would bring into China. The latter is the actual amount of
FDI that foreign investors have already brought into China. Usually the con-
tracted amount is larger than the realized amount.

7 China Statistical Yearbook (1994-2002) and Guangdong Statistical Yearbook
(1994-2002).

8 International Statistical Yearbook (2001).

9 International Statistical Yearbook (1991-2000).

10 International Statistical Yearbook (2001).

11 Guangdong Statistical Yearbook (1994-2002).
12 Guangdong Statistical Yearbook (2002).

13 Guangdong Statistical Yearbook (2002).
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3 Developing global
competitiveness

The case of Haier Group

Zijie Li and Chen Chen

China is no longer only about labor-intensive products such as toys, and
using foreign brand names for exports; China is a major player in product
lines that are still mass produced in industrialized countries, such as home
appliances. Chinese manufacturers have started exporting under their own
brand name and have set up production on US soil, just like the Haier
Group did in the past. Formally called Qingdao General Refrigerator
Factory (located in the east coastal city, Qingdao, Shandong Province), the
firm had less than 800 workers and was more than $10 million in debt in
1984, when Haier’s CEO Zhang Ruimin aged 35 years, joined the
company. By 2004 Haier Group had become one of the worlds’ top five
producers of household appliances, with 30,000 employees and more than
$12 billion in revenue. Haier grew overseas the hard way. It first entered
developed markets, such as Germany and the US, where it began selling
refrigerators under its own brand name in 1999. In 2000, the company built
a $40 million industrial park in Camden, South Carolina. In 2002, Haier
purchased a landmark building in Manhattan for its US headquarters, and
later it built an office outside Wal-Mart’s Bentonville, Arkansas, base. The
achievements are attributed to CEO Zhang’s goal of creating a global
brand. “Now even the government is paying attention to developing
China’s own famous brand,” says Zhang. “It is not whether you want to or
not. It is a must for Chinese companies, because we feel the pressure from
the market.” In a recent issue of Newsweek (9 May 2005), Zhang was
called the Jack Welch of China.

The successful story of Haier not only attracts attention in the business
circle, but also raises a lot of interesting questions in policy and academic
circles. How did Haier grow so fast as China’s most powerful multinational
company? What key strategies did CEO Zhang design at different stages
of development? Why did Haier go international targetting the developed
markets first? What competitive advantages does Haier have in global
markets? This chapter attempts to investigate these issues.

According to conventional theory of multinational corporations, a firm
must possess certain intangible asset (mainly technological advantage, or
called ownership advantage in the framework of ownership-location—



54 Zijie Li and Chen Chen

internalization) before it begins its international operation (Dunning,
1993). Obviously, enterprises in developing countries lack these advan-
tages. They are short of unique and superior technology, they own few
global brands in the real sense, and moreover, they don’t have global mar-
keting expertise and network (Lall, 1998. 2000; United Nations, 1993). The
rise of Haier in international production has prompted questions about
how well traditional theories of multinational corporations explain the
emergence of Haier (from developing China) and what its competitive
advantages are. We intend to provide some analyses on these questions.

A brief history

The Haier Group was set up at the base of Qingdao General Refrigerator
Factory, which was once a small, nearly bankrupt collective enterprise.
The company was developed after its successful adoption of refrigerator
manufacturing technology of Liebherr (a German company). In 20 years
Haier transformed into a multinational firm under the leadership of CEO
Zhang Ruimin.

The following figures are witness to Haier’s achievements. In 2003
global sales reached $9.7 billion, 22,988 times that of 1984, and the average
growth rate in the past 20 years is as incredible 70 percent (Figures 3.1 and
3.2). In 1984 Haier only produced one type of refrigerator. Now Haier
manufactures a wide range of household appliances (96 kinds of products
with over 15,100 specifications, especially in the sectors of white goods,
black goods, and home integration) and exports its products to more than
160 countries and regions.

Haier’s products win more and more consumers for their high quality
and unique design. Haier’s four main products — refrigerators, freezers,
air-conditioners, washing machines — occupy a steady 30 percent domestic
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Figure 3.1 Global sales of Haier Group.
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Figure 3.2 The gap between Haier and Fortune 500 (source: Haier Group).
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market share (see Table 3.4). In the overseas market, according to a
Euromonitor survey (2002), Haier ranked fourth on sales and jumped to
second on brand sales among global white goods manufacturers (Tables
3.1 and 3.2). Haier has the largest world market brand share for refrigera-
tors.

Haier persists in its pursuit for creating a world-class brand. It estab-
lished global networks for design, production, distribution, and after-ser-
vices. As shown in Figure 3.3, Haier has established 18 design centers (15
in foreign countries), ten industrial parks (two overseas parks: one in the
US, one in Pakistan; five out of eight domestic parks are located in
Qingdao, the other three are located in Hefei, Dalian and Wuhan), and 22
overseas manufacturing facilities. The total numbers of market outlets and
after-services stations are 58,800 and 11,976, respectively. Haier’s products
are marketed in 12 out of 15 European chain supermarkets and nine out of

Table 3.1 Global market share ranking of white goods manufacturers

Rank Firms Market share (%)
Year 2002 Year 2001
1 Whirlpool 523 5.17
2 Haier 3.79 3.24
3 GE 3.79 3.68
4 Siemens 2.81 2.83
5 LG 2.64 2.35

Source: Euromonitor, 2002.
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Table 3.2 Global sales ranking of household appliance manufacturers

Rank Firms Sales (billion in US$)
Year 2002 Year 2001
1 Whirlpool 11.02 10.34
2 Merloni 9.76 8.94
3 Panasonic 9.40 10.83
4 Haier 8.59 7.27
5 GE 6.07 5.81

Source: Euromonitor, 2002.

the top ten in America. Haier’s design, production, and sales facilities in
the US and Europe are staffed by local employees. The largest overseas
Haier industrial park, located in South Carolina, US, started to produce
and supply the domestic market in March 2003. All Haier overseas facto-
ries are in good operation.

Haier’s exports in 2003 are $530 million, an increase of 20 percent from
2002. Haier ranks number one in household appliances industry for its
contribution to China’s foreign exchange reserve. Take refrigerator as an
example, Haier’s export-generated foreign currency is about 27 percent of
the total Chinese refrigerator export outcome (Table 3.3). On 31 January
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® Haier persists in its pursuit for creating a world-class brand. It established global
networks for design, production, distribution and after-services.

Figure 3.3 Global operations of Haier Group (source: Haier Group).
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Table 3.3 Top 10 Chinese refrigerator exporters in China

Firm Brand Export sales  Percentage in  Export
(US$ 10,000 China’s total — volume
export (set)
Haier Haier 13,088.00 0.2671 1,605,734
Kelon Kelon, Rongsheng  9,706.00 0.1981 1,199,269
Samsung (Suzhou) Samsung 6,227.00 0.1271 680,058
Hualin Hualin 3,400.00 0.0694 428,966
Xinfei Xinfei 2,953.00 0.0603 325,788
Meilin Meilin 2,645.90 0.0540 312,561
Sharp (Shanghai) Sharp 2,353.00 0.0480 219,880
Xingxing Xingxing 2,237.20 0.0457 240,152
Whitesnow (Jiangsu) Whitesnow 2,109.58 0.0431 204,317
Huayi Huayi 1,160.00 0.0237 141,000
Total 48,995.49 5,996,909

Source: CHEAA Report 2004.

2004, Haier, the only Chinese brand, was named ninety-fifth of the world’s
most recognizable brands in the Global Name Brand List edited by the
World Brand Laboratory, one of five world brand evaluation agencies.!
CEO Zhang Ruimin was placed nineteenth on the list of the World’s 25
Most Powerful People in Business in Fortune, August 2003 issue.

Developing strategies of Haier

Three strategic phases can be identified for the development of Haier as
follows.

Phase one: brand development (1984-1991)

In 1984, two small failing workshops were merged to form Qingdao
General Refrigerator Factory headed by Zhang Ruimin. At that time,
there were more than 100 enterprises competing in Chinese refrigerator
market with various brands and specifications. Zhang was convinced that
the core of an enterprise was its human resource and he aimed to change
his workers’ attitude. One of the widespread stories about Zhang was that
in early 1985, when he found 76 refrigerators that had come off the line
flawed, he made the workers responsible for that batch of products smash
the refrigerators instead of repairing them. The move shocked every Haier
employee not only by the huge financial losses but by Zhang’s determina-
tion to build high-quality goods. From then on, a brand new quality man-
agement mode was introduced into the company and gradually boosted
Haier to one of the most welcomed white goods market players in China.
Zhang’s words, “Haier offers no second-class but only first-class products.
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Flawed products are nothing but a waste,” have become the promising
image of Haier.

Another cornerstone of Haier’s growth was its cooperation with foreign
partners. After careful evaluation and assessment of technical information
from more than 30 foreign manufacturers, Zhang decided to introduce the
technology and equipment from Liebherr of West Germany into Haier. In
1985, Haier’s new generation refrigerator type, “Qingdao-Liebherr” made
its debut in China, quickly winning the title of “most welcomed refrigera-
tor” of that year for its high-tech features and assured quality.

During this phase, while other companies focusing on quantity, Haier
was busy improving its quality and control mechanism. Working on only
one refrigerator product in seven years built a solid foundation for Haier’s
future development. “OEC” is one of the methods Haier used to consoli-
date its daily management. OEC (Overall Every Control and Clear)
implies a detailed performance inspection of every employee, every day,
and every task to insure overall high efficiency. In other words, there was
always somebody assigned to supervise a specific task and to guarantee
that the task was accomplished as planned. At the end of each day person-
nel would discuss and compare rates of progress according to the schedule
before moving on.

Phase two: pluralistic development (1992-1998)

Since 1992, Haier started its pluralistic expansion by intruding other
related industries with widely recognized brands through capital opera-
tions. Those enterprises with certain tangible assets but badly managed
were considered as “shocked fish.” Haier successfully took them over and
with a brand new enterprise culture and managerial mechanism. The most
successful case of “gulping down the shocked fish” was Haier’s acquisition
and revival of Red Star Electrical Appliances Company.

There were many voices of opposition towards Haier’s pluralistic
efforts. Which way is the better one: specialization or pluralism? Haier
holds that specialization and pluralism all have risks; it is hard to say which
one is more risky than the other. The secret is with the company itself: its
brand, its management, and the maturity of the market. The fatal defi-
ciency of many unsuccessful pluralistic attempts was attributed to the lack
of competent human resources. Haier was facing the same problem: a
shortage of qualified personnel to sustain company expansion. It was
routine to carry out human resources training and adjustment after each
expanding operation.

Some business leaders misunderstood the concept of pluralistic opera-
tion. They preferred to change quickly if they could not make money in
one industry; if they lost money with one product, they chose to retreat.
Haier believed in “persistence” theory: First, spare no efforts to become
the most powerful one in the traditional industry before entering into
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Table 3.4 Market performance and objectives of Haier products in 2003

Products Sales revenue Current market Planned
position position

Domestic Exports (in Domestic Global
market in US$10,000) markets  markets

RMB 10,000

Refrigerator 898,846 13,088 1 2 1 (global)
Air-conditioner 1,127,199 14,327 1 5 Top 3 (global)
Washing machine 537,760 3,615 1 3 1 (global)
Freezer 161,098 4,462 1 3 1 (global)

Water heater 103,326 n.a. 1 8 Top 3 (global)
Dish washer n.a. n.a. 1 6 Top 3 (global)
Microwave oven 40,402 591 4 17 Top 5 (global)
Gas kitchen range n.a. n.a. 6 16 Top 5 (global)
Color TV n.a. n.a. 6 - Top 3 (domestic)
Cell phone n.a. n.a. 9 - Top 3 (domestic)
Computer n.a. n.a. After 10 - Top 3 (domestic)

Sources: Haier Group; CHEA A Monthly Report.

other related industries; second, after entering into a new industry, strive
to be one of the market leaders. From 1984 to 1991, Haier implemented
that strategy step by step: first, refrigerators then air-conditioners,
freezers, and washing machines. Table 3.4 shows Haier’s market perform-
ance in 2003.

Phase three: globalization (1998-)

As the highest official of the Haier Group, Zhang Ruimin has been aiming
at changing Haier into a world-class brand.> Having that in mind, Haier
started its globalization after its brand and pluralistic developing phases.
During this strategic phase, Haier insisted using the principles of “crack
the hardest first” and “promote the brand through exporting” to construct
a framework of international enterprise.

Global strategy: globalizing Haier

Early in 1997 Zhang claimed that “Haier always attaches great importance
to think globally and operate locally. It must develop the whole world into
its market.” Haier’s global expansion experienced three stages: OEM,
export with its own brand and, finally to establish overseas manufacturing
bases.
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From OEM to exporting with its own brand

A basic requirement for competing in the global market is quality of prod-
ucts. A quality zealot, Zhang once took a sledgehammer and ordered
workers to help him smash any refrigerator with the slightest flaw, bring-
ing some employees to tears. Haier was among the first big companies to
focus on customer care. Zhang said, “The quality of the goods represents
not only a company, but the whole country. I figured I could not raise the
entire worth of China, but I could raise the worth of this company.”

As the product quality has been improved, Haier’s export has expanded
significantly. The export volume of Haier’s refrigerators was 0.84 million
in 2000, 1.34 million in 2001, and 1.80 million in 2003. The figure for the
first nine months of 2004 reached 2.10 million. Exports of air-conditioners
have seen the same momentum: 0.78 million in 2000, 1.33 million in 2003,
and 1.17 million for the first nine months of 2004. The figures for exports
of washing machines are 0.45, 0.77, and 0.95 for the same periods. The
export share in total output for refrigerators and air-conditioners is 30
percent, and 26 percent for washing machines, as indicated in Table 3.5.
The main export market of Haier’s products were the US and Europe
(mainly Germany), later expanded to Southeast Asia, Mid-East and Japan
(as shown in Table 3.3).

Building the global brand of Haier

Haier is more “obsessed” with exporting products in its own brand than
other Chinese manufacturers because of its belief in “brand strategy” and
the immense benefit a successful brand implies. This belief was rooted in
Haier’s development from a weak refrigerator maker (ranked forty-first in
China) to such a highly competitive market player.

Table 3.5 Total output and exports Haier (in 10,000 units)

Products 2000 2001 2002 2003 2004 (Jan.—-Sept.)
Refrigerators

Total output 305.0 368.0  459.0 502.0 543.0

Exports 84.0 134.0 180.0 161.0  210.0

Exports/total output 27.5 36.4 39.2 32.1 38.7
Air-conditioners

Total output 210.0 281.0 289.0 438.0 560.0

Exports 52.0 78.0 89.0 133.0 117.0

Exports/total output 24.8 27.8 30.8 30.4 20.9
Washing-machines

Total output 306.0 356.0 393.0 456.0 368.0

Exports 43.0 45.0 64.0 77.0 95.0

Exports/total output 14.1 12.6 16.3 16.9 25.8

Source: CHEAA Monthly Report.
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Haier exported its OEM products to the US in the early 1990s and sales
kept increasing over the next five years. Since 1996, Haier required its US
partner to market the products in the Haier brand. Till the end of the
1990s, about 70 percent of Haier exports was not OEM products but in
Haier’s own name. Haier had a strong sense of crisis towards OEM pro-
duction and low-price export sales even in the very early stage. Zhang
said, “China exported a lot, but mostly we produced under the subcon-
tracts of foreign companies. They preferred to sign contracts with us
because of our low wages (low costs); if there were some Southeast Asian
countries that could offer lower prices, they would definitely go there and
abandon us. The only way out was to market and sell the products in our
own brand.”

Developing global network through “crack the hardest first”’
strategy

Haier realized that it could not add more value to the assembled products
and in the long run would have to have its own R&D capability and sales
force. Therefore, Haier saw FDI as an important factor in globalization. 30
April, 1999 turned a new page for Haier. On that day, Haier laid the foun-
dation for its US manufacturing base in South Carolina. The Haier
(America) Industrial Park occupies an area of 445,000 square meters and
it was projected to finish the construction in six phases. The first of the six
phases began its operation in March 2000 and was ranked as sixth among
US refrigerator makers with an annual capacity of 500,000 sets.

It was a common understanding that the biggest competitive advantage
of Chinese products was the low price of labor, parts and components. So
why was it necessary to give up this advantage and to produce in a rather
higher-cost US? The reasons discussed below may explain Haier’s motive
of “crack the hardest first” strategy. First, direct investment in developed
countries doesn’t necessarily cause a dramatic increase in labor cost. In
developing countries like China, the labor cost would be less than 10
percent of the total cost. Analyzing the costs of Haier’s white goods, about
80 percent is the cost of purchasing from an outsider, so labor cost is less
important. Even when producing in the US, major parts/components could
be purchased through Haier’s international network including China. The
labor cost with the assembling process makes no substantial impact on the
overall cost.

Second, the domestic demand in developed countries could be satisfied
in a timely manner. The 18 design centers and other overseas information
departments employed only locals. The purpose of doing that is to respond
to the demands promptly and design better products to meet with local
consumer habits and thus win the market.

Third, a production base in the US not only enables Haier to
access advanced technology and market information, such as stricter
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environmental regulation and safety standards, but also effectively to
evade the non-trade barriers in international trade. As Zhang Ruimin said,
“The main motive for Haier establishing overseas factories was to enhance
international competitiveness of its brand. Haier’s global expansion is a
long-term preparation for foul when it’s still in fair weather. After entry to
the WTO, Chinese products are facing the problem of the rather high
technical standards in foreign countries. Another consideration is that by
operating in the US, Haier would be qualified to bid for American govern-
mental procurement.”

Fourth, operating abroad assists Haier’s domestic market exploitation
with its international business expertise, technology, and brand influence.
Like the US, China has one of the most dynamic groups of consumers of
white goods. As Table 3.6 shows, before 2000, Chinese consumers’
demand for refrigerators, washing machines, and TV accounted for about
20 percent of total world demand respectively, thus was recognized as a
central demanding region for household electronical appliances. Japanese
and European markets, on the contrary, remained stagnant. Haier locked
market shares in both domestic and developing countries with experience,
technology, and quality control consciousness learnt in the developed

Table 3.6 Capacity and shares of major manufacturing countries (in 1,000 units,
percentage in brackets for market shares)

Refrigerator

1993 (%) 1999 (%) 2002 (%)
Us 6,900 (14.3) 10,600 (17.7) 14,163.8 (17.3)
China 6,000 (12.5) 11,050 (18.4) 8,111.8 9.9)
Japan 4,490 (9.3) 4,770 (8.0) 4,646.5 (5.7)
Brazil 1,640 (3.4) 3,010 (5.0) 4,677.5 (5.7)
Germany 3,450 (7.2) 2,560 (4.3) 3,910.3 (4.8)
India 2,100 (4.4) 2,580 (4.3) 32259 (3.9)
World 48,150 (100.0) 59,990 (100.0) 81,896.4 (100.0)

Washing machine

1993 (%) 1999 (%) 2002 (%)

US 5,950 (15.4) 7,510 (12.8) 14,4995 (19.1)
China 7,350 (19.0) 12,850 (21.8)  12.949.1 (17.1)
Japan 4,660 (12.1) 4230 (7.3) 4521 (6.0)
Germany 2,810 (7.3) 2,480 (4.2) 35352 (4.7)
Brazil - - 3,130 (5.0) 1,302.5 (1.7)
India - - 2,940 (5.0) 1,326 (1.7)
World 38,630 (100.0) 58870  (100.0) 758427  (100.0)

Source: Manual of Electronic Household Appliances Industry, CHEAA.
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market. That also explains why from 2000 to date, Haier’s market shares
have grown steadily despite the overall decrease in domestic demand.

Fifth, direct investment helps upgrade Haier’s competitiveness with
international brands. Zhang understood that the average salary of Amer-
ican workers is ten times that of Chinese workers. It’s a great pressure, but
Haier must undertake it. Although the safest way was to stay in China and
never explore overseas markets sooner or later it would become more
risky to keep that conservative attitude. Therefore a globalization strategy
not only meant exploring foreign markets, but also getting Haier
acquainted with a competitive atmosphere. The only question is whether
we possess enough competitiveness.

Haier’s competitive advantages

Haier has two major international competitive advantages: first, the low-
cost advantage, second, Haier’s unique enterprise advantage developed
from years of globalization and exploration, such as organizational struc-
ture, R&D mechanism, and innovative enterprise culture. These advan-
tages raised Haier’s reactive speed and flexibility towards the market.

Cost advantage

The Chinese makers took advantage of the inexpensive offer from
domestic components/parts providers (“the providers”) to gain that cost
advantage. Therefore, the household appliances manufactures had no
incentive to produce the parts/components themselves but relied on the
original parts providers. Haier produces refrigerators but no compressors.
This competition between foreign and domestics providers served to
reduce prices.

Haier’s uniqueness: market scale advantage

As a large developing nation, China has an immense market scale and
Haier profited immensely from this favorable demand market. As illus-
trated in Table 3.6, the shares of Chinese refrigerators in the global market
increased rapidly in the 1990s. Haier grasped the opportunity and cap-
tured the market shares to become the largest company group in China’s
household electronical appliances industry. The crucial market position
was to endow it with even great bargain powers.

Flow innovation: building a market chain theory for a flat
structure

One of Haier’s strengths is its ability and willingness to adjust and perfect
itself to ever-changing strategic demands. Haier established its long-term
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goals and spared no effort in pursuing them. In relation to its globalization
strategy, since 1999 Haier has begun its flow rebuilding and structural
reorganization.

The household appliances industry is fiercely competitive and con-
sidered to be one of the most marginalized industries. Many companies
found they could hardly survive in the long term. The company’s organi-
zation would be restructured to implement order-based production. In the
past, the organization of the company was like a pyramid, information
came from the highest officials down to the lowest level but not directly
from the market. This organizational structure caused employees to faith-
fully execute the wrong decisions. In a planned environment, a company
had no responsibility as long as it could produce the right product at the
right quantity and in a timely manner, but it would be a fatal mistake if
the company were to produce something that could never be accepted by the
market. Thus, it is unwise to rely on lowering prices to solve the problem, it’s
better to build a boundless structure with a suitable market chain.

The use of Market Chain theory and method is aimed at promoting
Haier’s company vigor by turning the outside market objectives to internal
goals, and internal goals to personal targets, which are closely connected
to personal income. In detail, Market Chain is based on Haier’s enterprise
culture and OEC management, centered on order information flows. The
chain drives the flows of materials, goods, and funds, and guarantees the
achievement of the “Three Zeros,” (zero quality flaw, zero service dis-
tance, zero operating cost). With the speed of the simultaneous flow of the
market chain and the strength of the SST mechanism (SST: salary claim,
compensation claim, switch-off in Chinese), Haier stimulates employees to
make customers’ demands a top priority and to fulfill the order-sheet jobs
in an innovative way.

The implementation of the internal market chain changed employees’
attitude. They are no longer only responsible for their superiors but also
for the market and customers (including internal customers); the key of
the market chain is to switch from the “old” functional management to
today’s flow management. In fact, Haier’s market chain transforms the
outside market pressure to an internal one, thus preserving the capability
of persistent innovation through its development. This new mechanism
also provides employees with the freedom to accomplish assignments in an
innovative way, thus satisfying the customized demands of the market.

R&D competence

When Haier develops a new product, it pays great importance to the exte-
rior design and corresponding molding technologies (technologies related
to informational household electronical appliances or general quality
control, etc). Haier knew clearly that it owned no more advanced core
producing technologies than its domestic competitors, so it attempted to
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differentiate itself in outlook design by acquiring from outside and
enhancing its own design capability at the same time.

Haier owns first-class mold design and production technology in China.
It cooperated with National Pie & Mold CAD Engineering Research
Center to develop a new mold design system. Haier views it as a “short-
cut” to import advanced producing equipments and computers to manu-
facture molds, especially at the present stage. Haier has sufficient financial
power but lacks sophisticated mold design information and experience.
Digital technology offers an important tool for Chinese engineering enter-
prises to reach world-class levels.

Haier shows a great interest in technologies in new areas or new prod-
ucts, including those peripheral technologies. In 1998, Haier set up its
Central Research Institute (CRI) and since then, has carried out joint
R&D programs with more than 50 JVs, Chinese universities, and research
bodies. Some of the major research areas are as follows: (a)
digital/network technology, such as joint R&D on “blue tooth technology”
with Ericisson, “National Public Data Transmission Technology” (Venus)
program with Microsoft; (b) program design, such as the joint program on
digital loop control technology with Tsinghua University; and (c) integra-
tion technology of white goods’ parts/components: convulsion control,
noise control, Freon substitutions, etc. In addition Haier also has various
R&D programs with domestic partners and institutions.

Innovative enterprise culture

Innovation is the soul and core value of Haier’s enterprise culture. On its
promotional logos or pamphlets, innovation is detailed in three principles:
(i) The nature of innovation is to demolish and create — which means
Haier is willing to overcome all obstructions to acquiring valuable order
sheets; (ii) the objective of innovation; and (iii) the approach of innova-
tion: to imitate creatively. In other words, Haier will immerse itself in
open technology network, acquire knowledge and use it in the develop-
ment of new products.

Speed and flexibility

In the world markets, household appliance manufacturers in developing
countries are facing great challenges from multinational companies which
have predominant advantages in brand, technology and financial
resources. What Haier is doing is adopting different business strategies in
an attempt to find a shortcut to plug the gaps with the multinationals.

For the time being, Haier’s strategy is to combine available technical
parts/components and resources into new products, and laid aside R&D
on hardware-related product technology. Haier’s proclamation to be “Dell
in the Chinese household electronical appliances industry,” and “Nike in
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the white goods industry” explains its long-term goals. Within a global
open sourcing network, Dell, Nike and Haier all hope to fully employ
available mature technology and standardized parts/components to
develop more diversified products and sell to the customers as quickly as
possible. Based on the competitive advantages acquired in the domestic
market — low prices and rapid R&D capability — Haier has not only com-
pleted the restructuring of its managerial organization and gained the
necessary technical reserves, but has also achieved certain competitive
advantages that could hardly be imitated by its competitors. Haier’s next
step is to further strengthen its domestic dominance and become more
aggressive in the international market. Haier is fully confident that it can
implement its globalization strategy at first wave and take on any chal-
lenges from international multinationals in the household electronical
appliances industry.

On the other hand, it will be disadvantageous for Chinese enterprises
since they don’t have core production technology and cannot run R&D on
key technology independently. Haier’s globalization seems to be a new
attempt to shield itself against a frontal attack, to obtain advanced techno-
logy to improve its own technical performance, and to break through the
developing (even developed) markets with available know-hows and reli-
able quality and services mechanisms.

Summary and conclusion

It will always be a challenge for Chinese enterprises to compete with
multinational companies in the world markets. Without extensive brand
influence, rich capital resources, first-class technological power and long-
term international competitive experience, Haier is striving to find its own
way out.

In a speech given at the end of 2000, Zhang proclaimed his strategy: “If
Haier wants to be a multinational in such a global time, it has to become a
wolf, otherwise it will be torn down and devoured by the wolves. The true
meaning of competition is to satisfy the individual demands in the world
market with speed. We want to build Haier into a world-class company, at
the same time, accelerating our localization pace of all Haier overseas
branches.”

“We aim at high capital efficiency not low-level price wars. We’ll follow
Dell’s production model based on order sheets. This model can increase
the capital velocity instead of unexpected stocks. We also would like to
learn Nike’s successful example of making huge profits with its brand
product developing capability, sales tactics and less than 1,000 employees.
To us, capital is the boat, and the brand is the sail. We will set up more
design, manufacturing and sales centers worldwide. We’ll develop new
products 24 hours all day long. We’ll spare no resources to take full
advantage of our global R&D network and human resources to achieve
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our goals. To promptly satisfy the diversified demands of the customers, to
realize order-based production and zero stocks, all internal business opera-
tions will be carried out based on JIT. The organizational structure will be
changed from ‘pyramid type’ to flat type. Furthermore, we must improve
our logistic infrastructure and functions to get better results from JIT.”

As Haier’s experience shows, its global strategy assists it in heading off
the traditional disadvantages and in fully make use of its international
resources and domestic advantages of low cost, high speed and flexibility
to build its own unique competitiveness.
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Notes

1 World managers, 1st edn, 2004.

2 Zhang once said, “to establish a world brand is the top objective of Haier. It is
such a great career I'd like to devote myself to my life time ... I would like to
see one day, across the Pacific Ocean, our own brands will be known worldwide
and the whole world will get to know the power of China through these brands.
It is a dream we can and must realize sooner or later,” The Haier Dream of
Zhang Ruimin (TV special). The electronic edition was collected in Manage-
ment and Entrepreneurs, Haier Experience (2000) produced by the Electronic
Audio & Video Publishing House of China.

3 The business ideas of Zhang Ruimin, (Economic Department, CCTV (2000)).
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4 Cheap labor and China’s export
capacity

Yanling Wang'

Introduction

Since China opened its door to the world in 1978, it has not only been the
world’s fastest growing economy, but also an outstanding exporter and a
recipient of substantial sums of foreign direct investment (FDI) - it has
emerged as a world “workshop.” Its imports and exports have grown at a
hefty annual rate of 14.73 percent and 15.72 percent respectively from
1978 to 2003: imports increased from US$10.9 billion to US$412.8 billion,
and exports from US$9.8 billion to US$438.4 billion. Its trade balance with
the world turned into surplus in 1990 and peaked at US$43.5 billion in
1998. Trade accounts for a fairly large share in its economy and has
become an important engine for China’s continuous economic growth.
Inflows of FDI have also increased at an impressive annual growth rate of
21 percent from 1983 to 2003, making China the largest FDI recipient
among developing countries, with US$53.5 billion in 2003. Table 4.1a high-
lights China’s trade and its shares in GDP for selected years since 1978
and Table 4.1b presents its FDI inflows and their shares in fixed capital
formation and GDP for selected years since 1979.

This chapter examines China’s competitiveness and its export capacity
in the world market, along with the role of human capital in shifting the
composition of trade. The basis of the analysis is China’s huge labor
endowment and its cheap labor cost.

Table 4.1a China’s total merchandise trade (unit: US$ billion)

Year 1978 1980 1985 1990 1995 2000 2001 2002 2003
Imports (M) 109 19.6 422 533 1321 2251 243.6 2952 4128
Exports (X) 9.8 183 273 62.1 1488 2492 266.1 325.6 438.4
Trade balance -11 -13 —-149 88 167 241 225 304 256

M+ X)/GDP (%) 9.62 12.57 23.38 30.13 51.78 43.90 43.98 49.03 60.40

Sources: Imports and Exports are taken from the Ministry of Commerce at
www.mofcom.gov.cn. GDP is from World Development Indicators from the World Bank.
Percentages are calculated by the author. As shown, the share of trade in GDP increased
steadily, and reached 60% in the year 2003.
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Table 4.1b China’s FDI inflows (unit: US$ billion)

Year 19791982 1983 1985 1990 1995 2000 2001 2002 2003
FDI inflows 1.77 0.92 196 3.49 37.52 40.72 46.88 52.74 53.50
FDI inflows as
% of GDP 0.21%* 028 054 098 512 355 376 3.89 3.79
FDI inflows as
% of GCF 0.64* 0.83 144 283 1254 978 978 9.64 9.01

Sources: FDI inflows are taken from the Ministry of Commerce at www.mofcom.gov.cn.
Fixed capital formation and GDP are taken from the World Bank dataset (World Develop-
ment Indicators), and the percentages are calculated by the author. *: the percentages are
based on FDI flows of year 1982.

Note
GCF: Fixed Capital Formation.

Over the years the percentages of FDI of GDP and of fixed capital
formation also showed an increasing trend. In 2003, FDI inflow accounted
for almost 3.8 percentage points of GDP, and a little over 9 percentage
points of total fixed capital formation. The large shares of trade and FDI
of GDP makes China well integrated into the world economy.

The composition of China’s trade shifted drastically from primary prod-
ucts to manufactures, which now accounts for about 90 percent of China’s
exports and 80 percent of its imports. The composition of manufactures
also shifted from traditional unskilled to skilled labor-intensive products.
In the early 1990s, light manufacturing accounted for more than 42 percent
of China’s exports and in the year 2003 the share declined to 28 percent,
while machinery and transport (which includes electronics) increased from
17 percent in 1993 to 41 percent in 2003. However, the share of high-tech
exports is relatively low, the majority of which are produced and exported
by foreign-invested firms.

The growing importance of the Chinese economy has attracted numer-
ous studies not only on its domestic economic reforms, but also on its role
in the global economy. Mastel (1997) used the title in his book The Rise of
the Chinese Economy — The Middle Kingdom Emerges argues why China
should be brought into the world economy. Lardy (2002) also argues the
importance of integrating China into the global economy. Recently, the
International Monetary Fund published a book that focused specifically on
China’s economy. In that issue, Rumbaugh and Blancher (2004) analyzed
China’s impact on trade patterns both in the world market and in the
Asian regional market. Martin and Manole (2004) examined the trans-
formation of China’s exports relative to those of India and other low-
income exporters.

China has economic relationships with countries (regions) across the
globe, but its top four trading partners account for big shares of its total
trade. From January to June 2004, the European Union, Japan, the US,
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and Hong Kong represented over 54 percent in China’s total merchandise
trade with the world, with shares of 15.4 percent, 15.0 percent, 14.7
percent, and 9.3 percent respectively. The top four trading partners are
also the top four FDI sources. As of year 2002, the share of cumulative
FDI stocks from each source is: 45.73 percent from Hong Kong, 8.9
percent from the US, 8.11 percent from Japan, and over 6.38 percent from
the European Union. Foreign-invested firms play an important role in
China’s high-tech trade. Given the significant importance of the top eco-
nomic partners in China’s economy, this chapter will analyze China’s
export capacity, and forecast its future structural change in light of the top
economic partners.

Labor cost and its comparative advantage: an analytical
framework

Resources and their costs play an important role in determining a country’s
comparative advantage in the world trading market. The classic Heckscher-
Ohlin (H-O) trade theory offers a good analytical basis. In the H-O frame-
work, there are only two countries (Home and Foreign), each producing
two goods, cloth and machinery. There are only two factors of production,
labor and capital — both mobile between sectors. Workers earn wages, and
capital owners collect rents for capital. Suppose that for any given ratio of
factor prices, cloth uses relatively more labor (labor-intensive good), and
machinery uses relatively more capital (capital-intensive good). Finally let’s
suppose that Home is labor abundant, and Foreign is capital abundant (the
ratio of labor to capital is higher in Home than that in Foreign). All other
things are the same both in Home and in Foreign, such as technologies of
production, and consumers’ preferences, etc.

Since cloth is the labor-intensive good, Home’s production possibility
frontier relative to Foreign’s is shifted out more in the direction of cloth
than in the direction of machinery. Thus, other things equal, Home tends
to produce a higher ratio of cloth to machinery. For any given ratio of the
price of cloth to that of machinery, Home will produce a higher ratio of
cloth to machinery than Foreign will: Home will have a larger relative
supply of cloth. Thus, the relative price of cloth at Home is smaller than
that in Foreign in a pre-trade world.

When Home and Foreign trade freely with each other, their relative
prices converge (we assume away any trading costs). The relative price of
cloth rises in Home and declines in Foreign, and a new world relative price
of cloth is established at a point somewhere between the two pre-trade rel-
ative prices. In Home, the rise in the relative price of cloth leads to a rise
in the production of cloth and a decline in the relative consumption, so
Home becomes an exporter of cloth and an importer of machinery. Con-
versely, the decline in the relative price of cloth in Foreign leads it to
become an importer of cloth and an exporter of machinery.



72 Yanling Wang

Thus, factor abundance is important in shaping a country’s trade
pattern and its export capacity. In fact, absolute large endowments of a
factor often drives down its price, which may give a country even the
absolute advantage in the products using that factor extensively. If a
country has absolute advantage in labor cost, which is often the case for
developing countries, its labor-intensive goods in general will be very
competitive in the world market, which makes it an exporter of labor-
intensive products. Besides that, and combined with other factors, that
developing country might also be a favourite destination for FDI.

China’s labor cost and its competitiveness in the global markets

Overview

China’s labor and capital endowments and its labor cost could well explain
its export capacity in the context of the H-O theory, and why it was a large
FDI recipient. As shown in the introduction, both trade and FDI have
become important players in China’s continuously growing economy, and
the following analysis will focus on what makes China competitive in the
world market and what makes China so attractive for FDI. As the Euro-
pean Union, the US, Japan, and Hong Kong are the key players in both
China’s trade and FDI, the discussion will highlight how China’s huge
labor supply and thus cheap labor cost makes China relatively competitive
in comparison with those of its key economic partners. Although some
other factors, such as China’s big market size and its human capital, are
also important, this analysis will not touch these topics due to the length
constraints. For attracting FDI, China’s efforts and successes in steadily
improving the investment climate (infrastructure, legal framework, etc.),
and its relatively stable political environment are also key players.

In fact, comparing China’s endowment of labor (agricultural, unskilled
and skilled) and capital with those from its top trading partners does
reveal that China is labor abundant, and its labor cost is the cheapest
(comparison is made in the manufacturing sector).

China accounts for one-fourth of the world’s total population and it has
a massive supply of cheap labor. Table 4.2 shows that China has a huge

Table 4.2 Percentage share in world aggregate factor resources (1995)

Us EU Japan China Rest of the world
Agricultural labor 0.3 0.7 0.3 40.0 523
Unskilled labor 7.9 10.4 4.5 13.7 57.3
Skilled labor 14.5 15.6 3.6 17.5 458
Capital 19.3 30.7 22.7 2.0 23.3

Source: Abeysinghe and Lu (2003).
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agricultural, unskilled and skilled labor force (40 percent, 13.7 percent and
17.5 percent respectively of the world labor force in each category). But it
only has 2 percent of the world’s capital (the number could be slightly
bigger for year 2003 as China has been successfully attracting foreign
direct investment over the last decade).

A simple comparison of China’s labor cost in manufacturing with its top
trading partners reveals that Chinese workers are much cheaper. For
example, in 1998, a typical Chinese worker earned US$1,188 while a US
worker earned US$35,639, and a Japanese worker earned US$47,238 (data
are taken from LABORSTA, converted to US$ per year by the author).’
In other words, it took 30 Chinese workers to make one US worker’s
salary, and 40 Chinese workers to one Japanese counterpart’s. This low
labor cost not only gives China the absolute advantage in attracting large
amounts of FDI, but also the comparative advantage in labor-intensive
goods in the world market.

According to the H-O theory, China will have a trade surplus in com-
modities which intensively use labor, and a trade deficit in commodities
which intensively use capital. The H-O prediction is actually well evi-
denced by China’s export capacity (labor-intensive and capital-intensive
goods) with its top trading partners and with the world in general.

Trade in labor-intensive commodities

For labor-intensive goods, it is inevitable that we discuss China’s exports
of apparel and footwear which have been China’s major components in
exports accounting for big shares, and one of the main sources of trade
surplus. In the early 1990s, light manufacturing accounted for more than
40 percent of China’s exports, with products consisting of footwear, cloth-
ing, toys, and other miscellaneous manufactured articles. The share has
been declining, but still was 28 percent in 2003.

In 2003, China had a big trade surplus on apparel and clothing acces-
sories (SITC 84) and footwear (SITC 85) with each of its top trading
partners (Table 4.3). In fact, China is so competitive in labor-intensive
goods (not just compared with its top trading partners), that the statistics
on world trade says it all. China had a huge trade surplus for miscel-
laneous manufactured articles (SITC 8) of US$50.24 billion, US$38.38
billion, and US$20.78 billion for year 2002, 2003 and January to July
2004 respectively. For example, in the US, imports from China account
for 18.09 percent of its total imports of apparel and accessories from
January to August 2004. No wonder when we go to a department store, a
glance at the labels reveals that many items of apparel are “made in
China.” Moore (2002: 60) states that China was the largest exporter of
both textiles and clothing in 1999, accounting for 9 percent and 16
percent of the international market, respectively, with an overall total
market share of 13 percent.
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China’s export capacity in electronics is also enormous. Before Deng
Xiaoping introduced economic reforms in 1978, home electronics manu-
facturing was trivial in China. Today, 20 percent of the world’s refrigera-
tors, 30 percent of air conditioners and TVs, and 50 percent of cameras are
produced in China (Asian Development Bank, 2003) — this certainly
makes China an important player in the world market for these goods.
Huge exports in light manufacturing and electronics have led to the emer-
gence of China as a world “workshop.”

Trade in capital-intensive (high-tech) commodities

However, trade in high-tech (capital-intensive) commodities presents a
very different picture (Table 4.4). Overall, China’s technology base
remains limited and the -capital infrastructure needed to produce
advanced, high-tech goods is largely absent. Chinese firms do not have any
advantages in high-tech products, and most of their high-tech exports are
mature commodities, such as DVD players and laser printers. The brains
of these machines, namely their semiconductor chips, are almost all
imported — reflected in China’s high-tech trade deficit of around $9 billion
in the year 2003. It is the same story with semiconductors. The country is a
voracious consumer of chips and an increasingly important location for
silicon-wafer plants, providing an estimated 19 percent of world capacity
in 2003. Yet foreigners control most of the chip plants in China — its
indigenous industry remains tiny and low-tech and in turn, concentrates on
low-value assembly and testing rather than design and manufacture.
Human capital, which is crucial for development of high-tech products, is
relatively low. Overall, the percentage of high-tech exports is relatively
small: 11 percent for 1998, 12.7 percent for 1999, 14.9 percent for 2000,
20.88 percent for 2001, and 22.44 percent for January 2003. Furthermore,
the majority of the high-tech exports are from foreign-invested firms
(Table 4.5). Table 4.4 shows the latest statistics on high-tech trade with the
world and with Japan — one of its major trading partners.

Table 4.4 shows that in the year 2002, China had a trade deficit in high-
tech products of US$ 5 billion with the world, while it had US$6.54 billion
with Japan from January to October 2002. And in the year 2003, the trade
deficit with the world was US$8.98 billion, and US$11.92 billion with
Japan.

Even this small share of high-tech exports is “made in China,” but not
“made by China” — almost all of the value is captured by foreign-invested
firms (see Table 4.5). In the year 2003, exports of high-tech products from
foreign-invested firms accounted for over 94 percent, with a trade surplus
of US$8.09 billion, while Chinese firms only accounted for less than 6
percent, and with a trade deficit of US$17.09 billion. It was a similar story
from January to June 2004.
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Climbing on the technology ladder?

China is a world “workshop” in labor-intensive goods such as clothing,
footwear, and home electronics, like TVs and cameras. China’s market
share in major export markets increased steadily from 1970 to 2003 (Table
4.6), but it does not have any comparative (let alone absolute) advantage
in high-tech products. Foreign-invested firms capture almost all of the
values in high-tech exports but does China have any immediate incentives
to climb the technology ladder?

A huge labor supply and cheap labor cost is China’s greatest advantage.
China’s labor will remain cheap for decades. Statistics show that Chinese
manufacturers are more productive and make more profits if they reduce
the technology used in production and return to more people-heavy
processes. In the mean time, labor-intensive industries can generate the
millions of new jobs needed each year to maintain social stability sought
by the leadership in Beijing. Robert Mundell, Nobel Laureate in eco-
nomics, argues that “China can compete for the next 200 years on labor
costs.” (From his speech at the thirty-eighth annual meeting of the Cana-
dian Economics Association, June 2004, Toronto.) He emphasizes China’s
competitiveness in low labor cost in a very exaggerated way, but Arther
Kroeber, managing editor of China Economic Quarterly, has a similar
argument. The Economist (20 December 2003, vol. 369, issue 8355, pp.
99-101) quotes him saying: “China has no real incentive to develop
high-tech processes since ... China can compete for the next 50 years on
labor costs”.

The above argument might be true in the short run, but in the long run,
China will eventually climb the technology ladder and boost its indigent
high-tech industries. The ability to compete in high-tech products is quite a
common goal for most countries, and China is no exception. Actually,
China does have superior technology in certain high-tech areas, for
example, in the area of aerospace: it has successfully sent a Chinese (Yang
Liwei) into space. With an enviable annual growth rate of about 9 percent
of its GDP since 1978, and with its continuing economic reforms, the new
Chinese government is actually paying more attention to building up its
human capital, such as the legal and financial infrastructure which is

Table 4.6 Market share in major export markets (imports from China divided by
total imports, in percent)

1970 1980 1990 1995 2000 2002 2003

Japan 1.4 3.1 5.1 10.7 14.5 18.3 18.5
US 0 0.5 32 6.3 8.6 11.1 12.5
EU 0.6 0.7 2 38 6.2 7.5 8.9

Source: Rumbaugh and Blancher (2004).
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needed for faster technological development. The Chinese government
also has implemented a series of preferential policies to boost its high-tech
trade. One of them is the “High-tech to Expand Trade” policy with a
series of preferential treatments if a firm (city) develops high-tech prod-
ucts for exports (imports substituting). The government has already
selected 20 cities that are currently using this preferential policy.

However, closing the gap with its top trading partners is a very long-
term process. As shown in Table 4.2, China’s physical capital endowment
only accounts about 2 percent of that in the world, and there are reasons
to argue that Chinese skilled labor is not as skilled as that in the US,
though China and the US had about the same skilled shares in the world in
1995. Actually, in the case of human capital, China is far behind its top
economic partners. For example, in year 1990, educational enrollment at
third level per 1,000 population was 3.31 for China, 29.95 for France, and
53.95 for the US (taken from the United Nations common database).
Averaged from 1980 to 1996, government spending on education as a per-
centage of GNP was 2.345 for China, 5.657 for France, and 5.188 for the
US, and China actually experienced a negative growth rate of —0.4
percent, while it was 0.5 percent for France, and 0.7 percent for the US.?

On the other hand, its vast trade and huge inflows of FDI might also
help domestic Chinese firms catch up with foreign counterparts. Some
empirical studies have shown that trade promotes technology spillovers,
and so does FDI, see Keller (2004) for a review on this. Empirical studies
on China are quite limited due to the lack of access to the Chinese data.
Nonetheless, Wei and Liu (2001) investigate the determinants and impact
of foreign direct investment (FDI) in China while Cheung and Lin (2004)
show that FDI has a positive impact on the number of domestic patent
applications in China. If trade and FDI were to promote technology dif-
fusion from foreign countries to Chinese firms, then the shift towards high-
tech products would likely be a little faster though the magnitudes remain
to be estimated.

Thus, any significant structural change of the composition of trade in
high-tech exports is a long-term process. However, compared with other
developing countries, China is, by all means, among the fastest growing
economies. The composition of China’s trade has already shifted from
products relying heavily on unskilled labor to products relying on more
skilled labor. The obvious example is the development of machinery and
the transport (including electronics) industry. The proportion of China’s
exports represented by machinery and transport (which includes electron-
ics) increased from 17 percent in year 1993 to 41 percent in year 2003,
while the share of miscellaneous manufacturing declined from 42 percent
to 28 percent. There are reasons to believe that this trade composition will
continue to gradually shift towards high-tech products while maintaining
its traditional advantages in labor-intensive products like apparel and
electronics.
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Conclusion

China has emerged as a major trading partner for several large countries
(regions). It has a huge cheap labor supply to attract FDI, and makes it
very competitive in labor-intensive goods, among others. Its large-scale
exports of labor-intensive manufactures (providing a good size of trade
surplus) has made China a world “workshop”. The European Union,
Japan, the US, and Hong Kong are not only its top trading partners, but
also its major FDI sources. The comparison of endowments of labor and
capital among China and its top trading partners reveals that China has a
comparative advantage in labor-intensive products: a huge trade surplus
with each one of them. However, China continues to have a trade deficit in
high-tech products, and foreign firms capture almost all of the rents from
high-tech exports. Although the new Chinese government has put more
emphasis on the development of national high-tech products, its indigen-
ous firms lack the technological capacity to compete. It is highly unlikely
(and technologically impossible) for China to shift from its advantageous
labor-intensive goods to the production of capital-intensive goods in the
near future. However, in the long run, with its hugely successful economic
development and continuing economic reforms, China might have the
ability to gradually improve its human capital, foster the legal and financial
infrastructure necessary for advanced technological development, while at
the same time retaining its low labor cost advantage. This however, will be
a lengthy and dynamic process.

Notes

1 I would like to thank Jean Daudelin, Kevin Honglin Zhang, Zhiqi Chen,
Maurice Schiff, and an anonymous referee for their valuable comments.

2 Data were from LABORSTA, a database from the International Labor Organi-
zation, converted to US$ by the author.

3 Compiled and calculated by the author from the UN common database.
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S Made by Taiwan but made in
mainland China

The case of the IT industry

Chen-yuan Tung

Introduction

Over the past two decades, Taiwan’s information technology (IT)
industry' has grown very rapidly. In 1986, the value of its IT industry was
only $2.1 billion; in 1992, it increased to $9.4 billion; in 2000, it reached as
high as $47 billion. From 1986 to 2000, the average growth rate was 26
percent. This decreased slightly to $42.7 billion in 2001, due to the inter-
national economic downturn, but picked up to $48.4 billion in 2002 and
$57.1 billion in 2003.

Consequently, the global market share of Taiwan’s IT industry has been
expanding dramatically. In 1986, the share in the world market was only
1.5 percent; by 2000, its market share among the world’s ten largest pro-
ducers increased significantly to 18.7 percent. These figures demonstrate
clearly that the industry has been very competitive in the global market
over the past two decades.

Furthermore, after 1990 Taiwan’s IT industry began to invest abroad on a
large scale. As a result, a huge share of Taiwan’s I'T products were manufac-
tured abroad. In 1992, 90 percent were made in Taiwan, while 10 percent
were made abroad. In comparison, in 2003 only 21 percent were made in
Taiwan, while 79 percent were made abroad. In other words, nearly four-
fifths of output was created by overseas production bases. Moreover, a
significant portion of the overseas production bases were established in
China. In 1995, only 14 percent of Taiwan’s IT products were produced in
China; by 2003, 63.3 percent were being produced in China.

Over the past ten years there were two obvious trends in the develop-
ment of the industry. First, the competitiveness of products on the global
market was persistently strengthened (the share of the world market con-
stantly increased). Second, the share of products produced abroad
increased rapidly, far exceeding Taiwan’s local output; at the same time,
the overseas production bases were located primarily in China. This trend
characterized the fact that although Taiwan’s IT products were mostly
made by the Taiwanese, the majority of the products were increasingly
being made in China.
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The reason for Taiwan moving its production bases to China was defi-
nitely to increase its global competitiveness (the share of the global IT
product market) through reducing its input cost and accessing the market,
which were the top two reasons for outward investment. For instance, in
1993, the total cost savings from production in China rather than in
Taiwan were as high as 8 percent of the final product value for monitors,
10 percent for motherboards, 16 percent for switch power supply, 21
percent for keyboards, and 22 percent for PC mice (Chung, 1997:
187-188). According to Taiwan’s Institute for Information Industry, in
2003 the total production cost of IT products in China was only one-fourth
to one-sixth of that in Taiwan (Jiang and Zhou, 2003: 3).

According to Taiwan’s official surveys, between 1996 and 2002, “cheap
and abundant labor” was the main reason that around 59-64 percent of
Taiwanese business people conducted outward investment in the IT indus-
try; and the “potential huge local market” was the second main reason
(51-64 percent). Particularly, between 1996 and 2002, “cheap and abun-
dant labor” was the reason given by 72-74 percent of Taiwanese business
people for conducting outward investment in the IT industry in China and
the “potential huge local market” was the second main reason (49-66
percent) (Ministry of Economic Affairs, 1997: 70-73, 2002: 312-315).

This chapter assesses the degree to which Taiwan’s investment in the IT
industry in China contributes to the competitiveness of their IT products
in the global market. It measures the competitiveness in terms of the
global market share of the domestic and overseas output value of Taiwan’s
IT products. If the global market share of their IT products is sustained,
Taiwan maintains its original competitiveness, if, however, the global
market share increases, then competitiveness is strengthened. If the
market share declines competitiveness is reduced.

In addition, China’s IT industry grew at an amazing pace in the 1990s.
The global market share of Chinese high-tech products (including
telecommunication equipment, automatic data processing machines, parts
and accessories of computers) increased from 0.4 percent in 1985 to 6
percent in 2000. This result indicates that China is quite competitive in
high-tech products in the global market (United Nations Conference on
Trade and Development, 2002: 161-162). Since the Taiwanese have been
transferring most of their production to China, this chapter also assesses
the impact of Taiwan’s direct investment on China’s IT industry.

The structure of this chapter is as follows: First, it analyzes the impact of
Taiwan’s investment in the IT industry in China on the competitiveness of
their IT industry as a whole. Second, to further clarify the impact, five case
studies are conducted on: desktop computers, motherboards, keyboards,
CD/DVD/CD RW drivers, and monitors. Third, it assesses the impact of
Taiwan’s direct investment on China’s IT industry, and finally, it concludes
the findings and discusses the pitfalls and limitations of this analysis.

Taiwan’s direct investment in China was to utilize cheap Chinese
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production factors and access the Chinese market. These two factors
would make a positive contribution to competitiveness in the global
market. In addition, from 1996 to 2003, the average annual growth rate of
Taiwan’s IT products made in Taiwan was —0.7 percent while those made
in China was 39.4 percent (elaborated below). Consequently, the expan-
sion of the global market share of Taiwan’s IT industry was driven mainly
by the expansion of Taiwan’s I'T production in China.

To concretely measure the impact of Taiwan’s investment in China on
their competitiveness, this chapter establishes the index of competitiveness
reinforcement (ICR). That is, for a fixed period of time, the ICR measures
the change of the global market share of Taiwan’s IT products, relative to
the change of the share of its production of IT products in China to their
overall production in both Taiwan and overseas production bases. The
index formula is as follows:

The index of competitiveness reinforcement (ICR) = (The change of
the global market share of Taiwanese businesspeople’s IT prod-
ucts)/(The change of the share of Taiwanese businesspeople’s produc-
tion of IT products in China to their overall production in both
Taiwan and overseas production bases).

For instance, in five years, if Taiwan increases the production of its IT
products in China by 10 percent, and the global market share of Taiwan’s IT
products increases by 5 percent, the ICR is 0.5 (=5 percent/10 percent). That
is, if the share of Taiwan’s IT products made in China increases by 1 percent,
the global market share will increase by half a percent. Therefore, the higher
the ICR, the more competitive Taiwan becomes in the world industry.

The development of Taiwan’s IT industry and its production
bases in China

In 1986, the output value of Taiwan’s IT industry was just $2.1 billion,
increasing significantly to $47 billion in 2000. From 1986 to 2000, the
output value (including the output value produced in Taiwan and abroad,
hereinafter) increased by 22 times, with a 26 percent annual average
growth rate. The vigorous performance of Taiwan’s IT industry not only
demonstrated the growth rate in the output value, but also the continuous
expansion of the global market share of its I'T products. The global market
share of Taiwan’s IT products was only 1.5 percent in 1986, reaching 4.9
percent in 1994 (see Table 5.1).

After 1994, because statistical data of the global market value of the IT
products were not available, the “global market value” is replaced by the
total output value of the ten largest producers of IT products in the world
computed by the Institute for Information Industry in Taiwan. In 1994,
according to the first indicator, the output value of Taiwan’s I'T products
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accounted for 4.9 percent of the world market, while the second indicator
illustrated that they accounted for 7.9 percent of the total output value of
the ten largest producers of the IT products in the world. Therefore, the
disparity between these two indicators might be around 3 percent. Based
on the second indicator, in 1995, Taiwan’s IT products accounted for 9.9
percent of the total output value of the ten largest producers of IT prod-
ucts in the world, rising to 18.7 percent in 2000 (see Table 5.2).

Since the 1990s, Taiwan’s IT industry began to invest abroad on a large
scale and many production bases were rapidly transferred overseas,
particularly to China. In 1992, 90 percent of Taiwan’s IT products were
produced domestically in Taiwan, while only 10 percent were produced
abroad. After 1992, the trend of Taiwan’s outward investment prevailed
further. The proportion of Taiwan’s overseas production to its total pro-
duction increased nearly 10 percent every two years: from 10.4 percent in
1992, to 20.6 percent in 1994, 32.1 percent in 1996, 42.7 percent in 1998,
50.9 percent in 2000, 64.3 percent in 2002, and 79.1 percent in 2003.

In particular, after the mid-1990s the overseas production bases of IT
products for the Taiwanese were mostly transferred to China. From 1995
to 2003, the proportion of overseas production increased by 51.1 percent.
During the same period, the proportion of production of IT products in
China for the Taiwanese increased by 49.3 percent. Since the mid-1990s,
almost all the outward investment of Taiwan’s IT industry has been
invested in China (see Table 5.2).

Taiwanese investment in the IT industry in China can be divided into
three stages: the first half of the 1990s, the second half of the 1990s, and
the period after 2000. In the first stage, Taiwan’s investment in China con-
sisted mainly of labor-intensive small- and medium-sized enterprises. The
major products made in China included electrical home appliances, con-
sumer electronic products, scanners, mice, keyboards, and computer cases.

The second stage was prompted by the Taiwanese government allowing
medium- and large-sized enterprises to indirectly invest in China. At this
stage, Taiwan’s investors in China focused primarily on periphery produc-
tion and system assembling, such as production of CD/DVD/CD RW
drivers and motherboards, and assembling of PCs.

In the third stage, along with mature development of PC products and
fierce global market competition, after Taiwan relaxed its policy, the high-
technology-intensive industry in Taiwan (such as notebook computers and
LCD monitors) formed the third wave of upsurge of investment.

After the Taiwanese invested rapidly in China, their global market
share increased dramatically. In 1994, the share of the output value of
Taiwan’s IT industry to the output value of the ten largest producers in the
world was 7.9 percent. By 2000, Taiwan’s global market share increased to
18.7 percent — more than double that of six years earlier.

As a matter of fact, the expansion of the global market share of
Taiwan’s IT industry is predominantly driven by the expansion of
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Table 5.3 Comparison of growth rates for Taiwan’s IT products made in Taiwan
and China (1996-2003) (unit: %)

Year 1996 1997 1998 1999 2000 2001 2002 2003 Average

The growth rate of 28.1 20.5 119 181 179 -92 135 172 11.0
Taiwan’s IT products

made in Taiwan and

overseas bases

The growth rate of 20.8 11.1 25 92 92 —129 —14.1 314 -0.7
Taiwan’s I'T products

made in Taiwan

The growth rate of 537 63.6 419 348 118 7.0 461 562 39.4
Taiwan’s I'T products

made in China

Source: Calculated by the author.

Taiwan’s IT production in China. From 1996 to 2003, the average growth
rate of Taiwan’s I'T products made in both domestic and overseas bases
was 11 percent. In that period, the growth rate of Taiwan’s IT products
manufactured in Taiwan was mostly under 20 percent and became negat-
ive after 2000 — —0.7 percent of the average annual growth rate. In com-
parison, in the same period, the growth rate of Taiwan’s I'T products made
in China were mostly above 40 percent — with 39.4 percent of the average
annual growth rate (see Table 5.3).

Obviously, Taiwan’s production in China was extraordinarily helpful to
its overall competitiveness in the global market. From 1995 to 2000, the
share of production in China increased by 17.3 percent. During the same
period, the global market share increased by 8.8 percent. Therefore, the
ICR was 0.51 (=8.8 percent/17.3 percent). That is, as long as Taiwan
increased its share of production in China by 1 percent, the global market
share increased by more than half a percent. The following section will
further analyze the impact of Taiwan’s investment in the IT industry in
China by looking at the competitiveness of their individual IT products in
the global market.

The development of Taiwan’s individual IT products and its
production bases in China

By 1999, Taiwan had transferred more than 80 percent of production of
desktop computers, CDT monitors, CD/DVD/CD RW drivers to overseas
production bases. Taiwan’s Institute for Information Industry predicted
that by 2002, this proportion would reach around 95 percent. Among
them, 52 percent of desktop PCs, 71 percent of CDT monitors, and 92
percent of CD/DVD/CD RW drivers would be produced in China (see
Table 5.4).
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In addition, by 2000, Taiwan had transferred about half of the produc-
tion of motherboards, servers, and digital cameras to overseas production
bases. The pace of transfers has been accelerating in 2001-2002. According
to the estimate of the Institute for Information Industry, in 2002 the share
of the above products produced overseas would increase by 10 percent.
Moreover, the destination of Taiwan’s transfers was mostly to China. In
2000, 45 percent of motherboards, 44 percent of digital cameras, and 9
percent of servers were produced in China; by 2002, these figures would
increase to 55 percent, 63 percent, and 24 percent. respectively (see Table
5.4).

The last wave of IT products to be transferred to production bases
abroad includes notebook computers and LCD monitors. In 1999, Taiwan
transferred only 3.3 percent of notebook computer production and 0.5
percent of LCD monitor production abroad. According to the estimate of
the Institute for Information Industry, by 2002 the above figures would
increase to 40 percent and 72 percent.

Even more surprisingly, the majority of production bases were trans-
ferred to China. In 2000, Taiwan did not make any investment in China to
produce notebook computers, and they transferred only 1 percent of LCD
monitor production to China. By 2002, 37 percent of Taiwan’s notebooks
and 69 percent of its LCD monitors would be produced in China. In other
words almost all of the transfers were shifted to China (see Table 5.4).

Regarding the changes of its global market shares as a result of mas-
sively shifting the production to overseas production bases, Taiwan’s indi-
vidual IT products can be divided into three categories: First, the global
market shares of Taiwan’s individual IT products decline, remain stable,
or slightly increase (under 10 percent). Second, the global market shares
of Taiwan’s individual IT products increase moderately (10-20 percent).
Third, the global market shares of Taiwan’s individual IT products
increase by a large margin (above 20 percent).

The first category of products includes: motherboards, monitors, graph-
ics cards, terminals, networking cards, and mice. During the seven years
between 1994 and 2001, Taiwan’s motherboards maintained around 80
percent of the global market share, while monitors retained 55 percent,
graphics cards 32 percent (between 1994 and 1999), terminals 25 percent
(between 1994 and 1996), and networking cards 35 percent (between 1994
and 1999). The global market share of Taiwan’s mice declined from 80
percent in 1994 to 58 percent in 1999. Nevertheless, Taiwan’s mother-
boards, monitors, and mice all maintain very high global market shares of
more than 50 percent. Therefore, Taiwan’s investment in China, to some
degree, should make a positive contribution to their competitiveness. At
least, it is helpful for Taiwan to maintain such high global market shares
(see Table 5.5).

The second category of products includes: desktop computers and key-
boards. From 1994 to 2000, the global market share of desktop computers
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increased from 8 percent to 24.5 percent — an increase of 16.5 percent. The
global market share of keyboards increased from 52 percent in 1994 to 68
percent in 1999 — an increase of 13 percent (see Table 5.5).

The third category of products includes: notebook computers,
CD/DVD/CD RW drivers, desktop scanners, and switching power sup-
plies (SPS), sound cards, and video cards. From 1994 to 2000, the global
market share of notebook computers increased by 24.5 percent,
CD/DVD/CD RW drivers by 37.9 percent, desktop scanners by 31.5
percent, SPS by 43 percent, sound cards by 39 percent (from 1994 to 1999),
and video cards by 31 percent (from 1994 to 1996). During this short
period of six years, the products mentioned above increased by around
one-third of the global market share — demonstrating the remarkable com-
petitiveness (see Table 5.5).

In the following sections, this chapter further analyzes desktop comput-
ers, motherboards, keyboards, CD/DVD/CD RW drivers, and monitors as
case studies. This will concretely illustrate the impact of Taiwan’s invest-
ment in China on the competitiveness of their IT products in the global
market.

Desktop computers

In 1995, 91.2 percent of Taiwan’s desktop computers were produced in
Taiwan, while 8.8 percent were produced overseas. At that time, the
global market share of Taiwan’s desktop computers was just 10 percent. In
the four years prior to 1996, the global market share was maintained
between 8 percent and 10 percent.

From 1997 to 1999, Taiwan conducted massive outward investment in
the desktop computer industry. In 1999, only 16 percent of Taiwan’s
desktop computers were produced in Taiwan, while 84 percent were pro-
duced overseas and 30 percent were produced in China. In that year, the
global market share of Taiwan’s desktop computers was 19.6 percent.
During the three years, the global market share of desktop computers
doubled.

From 1999 to 2001, Taiwan transferred its production bases of desktop
computers primarily to China. Consequently, the share of their production
in China increased from 30 percent in 1999 to 48 percent in 2001. During
the same period, the global market share of desktop computers increased
from 19.6 percent to 24 percent. Therefore, the ICR was 0.24 (=4.4
percent/18 percent) (see Table 5.6).

Motherboards

In 1997, 60 percent of motherboards were produced in Taiwan, while 40
percent were produced in China. At that time, the global market share was
68 percent. After 1998, Taiwan continued expanding its investment in
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China. In 2002, only 37.6 percent of motherboards were manufactured in
Taiwan, while 63 percent were made in China. At that year, the global
market share of motherboards increased to 87.8 percent.

Between 1997 and 2002, the share of production in China increased by
23 percent, with their global market share increasing by 19.8 percent.
Therefore, the ICR was 0.86 (=19.8 percent/23 percent). That is, as
Taiwan shifted their production of motherboards in China by 1 percent,
the global market share of motherboards increased by 0.86 percent (see
Table 5.7).

Keyboards

Taiwanese business people shifted its production of keyboards abroad
earlier than other IT products. In 1993, only 32 percent of keyboards were
still produced in Taiwan. Nevertheless, most of their keyboard production
was shifted towards Southeast Asian countries, with only 11 percent in
China. At that time, the global market share of Taiwan’s keyboards was 49
percent.

After the mid-1990s, not only did the production of Taiwan’s keyboards
massively move to China, but also the production of Taiwanese goods in
Southeast Asian countries was shifted to China. Consequently, in 1997,
only 9.8 percent of keyboards were made in Taiwan, while 61.9 percent of
their keyboard production was transferred to China. In that year, the
global market share increased to 62.2 percent.

In the five-year period between 1993 and 1998, the share of production
in China increased by 52 percent, and the global market share of key-
boards increased by 15.9 percent. As a result, the ICR was 0.31 (=15.9
percent/52 percent). The process of shifting their production to China is
continuing, with that, the global market share is increasing as well — reach-
ing 68 percent in 1999 (see Table 5.8).

CD/DVD/CD RW drivers

Before 1994, the production of CD/DVD/CD RW drivers was in the pre-
liminary stages. In that year, Taiwan only accounted for 1.1 percent of the
global market share. In 1996, 67.2 percent of CD/DVD/CD RW drivers
were produced in Taiwan and only 4 percent in China. At that time, the
global market share of Taiwan increased to 12 percent.

After 1996, Taiwanese began to conduct massive outward investment,
particularly in China. At the same time it enormously redirected its over-
seas production to China. By 2001, only 7.1 percent of CD/DVD/CD RW
drivers were made in Taiwan, while 91.2 percent were made in China. In
2000, the global market share increased to 38.9 percent.

During the period of four years between 1996 and 2000, the share of
production of CD/DVD/CD RW drivers in China increased by 68.4
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percent, and the global market share increased by 26.9 percent. Therefore,
the ICR was 0.39 (=26.9 percent/68.4 percent) (see Table 5.9).

Monitors

In 1993, 68.6 percent of monitors were still made in Taiwan, and only 31.4
percent were made abroad. In that year, the global market share was 51
percent. Thereafter, Taiwan continued to invest outwardly, transferring its
production abroad. In particular, after the mid-1990s, its investment was
heavily focused in China. In 1997, 44.9 percent of monitors were produced
in Taiwan, and 21.5 percent in China. In that year, the global market share
was 54.6 percent. By 2001, only 2.1 percent of monitors were still produced
in Taiwan, while 66.3 percent were produced in China. In that year, the
global market share was 51.2 percent.

During the four-year period between 1997 and 2001, the share of pro-
duction in China increased by 44.8 percent, and the global market share of
declined by 3.4 percent. Therefore, the ICR was —0.08 (=-3.4
percent/44.8 percent). That is, investment in monitors in China might not
reinforce their competitiveness. However, the global market share
increased once to 58 percent in 1999, higher than 54.6 percent in 1997 (see
Table 5.10).

The impact on China’s IT industry

Between 1996 and 2003, the average annual growth rate of Taiwan’s IT
products that were made in China was 39.4 percent. In 2003, 63.6 percent
of Taiwan’s IT products were already produced in China. As a result,
during this period, Taiwan’s direct investment in China should have
significantly contributed to the development of China’s IT industry.

China’s official statistics of IT hardware products are scattered and
incomplete. Nevertheless, most of China’s high-tech products have cur-
rently consisted of IT products. For instance, the share of computer and
telecommunication products in China’s total high-tech products was 49.1
percent in 1997, increasing rapidly to 80.4 percent in 2002. As a result, this
chapter primarily uses the statistics of China’s high-tech industry,” supple-
mented by some statistics from China’s electronics and information indus-
try and I'T hardware industry.

Since the mid-1990s, China’s high-tech industry has grown very rapidly.
The value-added to China’s high-tech industry increased almost three
times in six years — from RMB108.1 billion in 1995 to RMB309.5 billion in
2001. Between 1995 and 2001, the average annual growth rate of the value-
added reached 19.3 percent. In addition, the share of value-added to the
high-tech industry in China’s total industries increased from 8.8 percent in
1995 to 13.9 percent in 2001. More astonishing, the share of high-tech
exports in China’s total exports increased from 7.9 percent in 1995 to 19.4
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percent in 2001, while the share of high-tech imports in China’s total
imports increased from 20.3 percent in 1995 to 32.4 percent in 2001 (see
Table 5.11).

The value of China’s high-tech exports was just $4 billion in 1992,
increasing enormously to $67.9 billion in 2002. As a matter of fact, the
majority of China’s high-tech trade was “processing trade.” In 1993, the
share of processing exports in China’s total high-tech exports was already
70.2 percent. This ratio increased to 86.2 percent in 1998 and further to
89.6 percent in 2002. In addition, in 2002, 61.6 percent of high-tech imports
belonged to the processing trade (see Table 5.12).

Moreover, the majority of China’s high-tech exports were produced by
foreign-invested enterprises (FIEs, including Taiwan-, Hong Kong-, and
Macao-invested enterprises). The share of the FIEs in China’s total high-
tech exports was 71.5 percent in 1996, increasing to 76 percent in 1999 and
further to 82.2 percent in 2002. It is very obvious that the rapid expansion
of China’s exports of high-tech products was predominantly driven by the
FIEs through processing trade. These figures suggest that most FIEs in
China have been utilizing China’s cheap labor, along with imported mater-
ials, to increase their competitiveness in the global market (see Table
5.12).

In 2001, of China’s high-tech industrial enterprises’ revenues and
capital, the share of the FIEs was 47.7 percent and 49 percent, respec-
tively. According to China’s National Bureau of Statistics, between 1996
and 2001, 62 percent of China’s high-tech industrial growth was con-
tributed by FIEs (National Bureau of Statistics, 2003). These figures exem-
plify the significant contribution of FIEs to the development of China’s
high-tech industry in the late 1990s and early 2000s.

Statistics from China’s electronics and information industry, which is
broader than Taiwan’s classification, also indicate the rapid expansion of
China’s IT industry. The output of the electronics and information indus-
try increased from RMB69.8 billion in 1990 to RMB1.78 trillion in 2002,
expanding by almost 30 times within 12 years. The share of value-added to
the industry to GDP increased from 1 percent in 1998 to 2 percent in 2002.
The share of exports of the industry to China’s total exports increased
from 11 percent in 1995 to 28 percent in 2002 (Lou, 2003: 148-161).

FIEs have played a very important role in the development of China’s
electronics and information industry. In 2002, the output, sale, value-
added, and exports of the industry were RMB1.78 trillion, RMB1.4 tril-
lion, RMB298 billion, and $92 billion, respectively. At that year, the shares
of FIEs in the output, sale, and value-added of the industry were 67.8
percent, 67.6 percent, and 49.1 percent, respectively (Ministry of Informa-
tion Industry, 2003). In 2001, 90 percent of China’s exports of the electron-
ics and information industry were processing exports, while FIEs
contributed to 78.6 percent of China’s exports. In the first half of 2003,
FIEs contributed to 82.7 percent of China’s exports.
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Table 5.13 The value of China’s IT hardware products and Taiwanese business
people’s contribution (1999-2001)

Year 1999 2000 2001
Value ($ billion) 18.5 255 282
Taiwanese business 71.3 57.6 (72.0) 55.9

people’s contribution (%)

Sources: Institute for Information Industry 2003a; “70% of Mainland’s Computer Equip-
ments Come From Taiwanese Businesspeople”( 2001).

Note
The figure of 72 in parenthesis is from China’s Ministry of Foreign Trade and Economic
Cooperation. Other figures are compiled by Taiwan’s Institute for Information Industry.

Based on the compilation of Taiwan’s Institute for Information Indus-
try, the sale of China’s IT hardware products increased from RMB13.4
billion in 1992 to RMB62.6 billion in 1995, to RMB115.5 billion in 1998,
and further to RMB181.5 billion in 2001. Between 1992 and 2001, the
average annual growth rate of the sale of China’s IT hardware products
was 36.1 percent (Institute for Information Industry, 2003a). These figures
exemplify the rapid expansion of China’s IT industry after 1992.

According to Taiwan’s Institute for Information Industry, the value of
IT hardware products manufactured by both local enterprises and FIEs in
China was $18.5 billion in 1999, $25.5 billion in 2000, and $28.2 billion in
2001, respectively. Among the FIEs, the Taiwan-invested enterprises
(TIEs) in China played a principal role in expanding China’s IT hardware
production. The share of these products manufactured by TIEs was 71.3
percent in 1999, 57.6 percent in 2000, and 55.9 percent in 2001, respec-
tively. Nevertheless, according to China’s Ministry of Foreign Trade and
Economic Cooperation (now renamed to the Ministry of Commerce), 72
percent of China’s total IT hardware products were manufactured by TIEs
in 2000. For instance, TIEs produced 73.5 percent of China’s monitors and
Chinese enterprises manufactured only 9.5 percent in 2001 (Lou, 2003:
195). Generally speaking, in 1999-2001, TIEs contributed to around 60-70
percent of China’s IT hardware products (see Table 5.13).

Conclusion

Does Taiwanese investment in the IT industry in China improve the com-
petitiveness of its I'T products in the global market? The answer is quite
obvious: there is a very positive effect through reducing input cost and
accessing the Chinese market. For instance, in 2003 the total production
cost of IT products in China was only one-fourth to one-sixth of that in
Taiwan. From 1996 to 2003, the average annual growth rate of Taiwan’s IT
products made in Taiwan was —0.7 percent while that in China was
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39.4 percent. Consequently, the expansion of the global market share of
Taiwan’s IT industry was driven mainly by the expansion of its IT produc-
tion in China.

For Taiwan’s IT industry as a whole, in the second half of the 1990s, the
ICR was 0.51. That is, from 1995 to 2000, as the proportion of its produc-
tion of IT products in China increased by 1 percent, the global market
share increased by 0.51 percent.

For Taiwan’s individual IT products, in the second half of the 1990s, the
effects were as follows: desktops ICR was 0.24, motherboards 0.86, key-
boards 0.31, CD/DVD/CD RW driver’s 0.39, and monitors —0.08. Except
for monitors, Taiwan’s investment in China had a very positive impact on
the competitiveness of their IT products in the global market. Even
though the impact was not positive, monitors still maintained more than 50
percent of the global market share by 2001. Despite the pressure of global
competition, investing in China might be the reason why Taiwan sustained
such a high global market share.

In addition, Taiwan’s direct investment in China has clearly played a
vital role in the rapid expansion of China’s IT industry. During the period
of 1999-2001, 62 percent of China’s high-tech industrial growth and
approximately 80 percent of China’s high-tech exports (around 75 percent
of which was IT hardware products) were contributed by FIEs. In terms of
China’s electronics and information industry, the share of FIEs in output
was 67.8 percent in 2002, and the share of FIEs in exports was 82.7 percent
in the first half of 2003. Among the FIEs, between 1999 and 2001, the TIEs
contributed to around 60-70 percent of China’s IT hardware products.
Based on the proportion of FIEs’ contribution to China’s exports, it is very
plausible that the TIEs might contribute to at least 60-70 percent of
China’s IT hardware exports in this period.

To conclude, “made by Taiwan but made in China” would be a new
expression to describe the global division of labor across the Taiwan Strait
driven by Taiwan’s direct investment in China. Over the past decade, both
sides of the Strait benefitted tremendously from this economic division of
labor in the IT industry. Based on the market force it is likely that this eco-
nomic division of labor in the IT and other industries would be broadened
and deepened in the future.

Finally, though the ICR concisely tells us the impact of Taiwan’s invest-
ment in the IT industry in China on the competitiveness of their IT prod-
ucts in the global market, there are some pitfalls and limitations to this
analysis. First, because the period of sampling is very short (six years), the
result of the ICR does not completely reflect the facts.

Second, because Taiwan’s global market share fluctuates the timing
might well have influenced the results. For instance, the global market
share of Taiwan’s monitors was 54.6 percent in 1997, it increased to 58
percent in 1999, and then declined to 51.2 percent in 2001.

Third, if there is enough statistical data, we should run a regression
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analysis on the two levels of the whole IT industry and individual IT prod-
ucts. This will help further clarify the degree of the impact of Taiwan’s
investment in China has had on its competitiveness in the global market.

Finally, this chapter adopts a very strict definition of competitiveness
reinforcement; that is, the global market share of Taiwan must increase.
Although the global market share might not increase, if Taiwan can main-
tain a considerably high global market share (for example, more than 50
percent), its investment in China should, to some degree, have a positive
impact on its competitiveness in the global market.

Notes

1 According to Taiwan’s Institute for Information Industry, I'T products include
PCs, CD/DVD/CD RW drivers, scanners, monitors, digital cameras, game
machines, multimedia, servers, notebook computers, printers, motherboards,
graphics cards, sound cards, video cards, PCMCIA cards, CPUs, memories,
palm computers, radios, printed circuit board, projectors, and hard disks.

2 According to China’s official definition, the high-tech industry includes eight
categories of technologies: biological technology, life science technology, opto-
electronic technology, computer and telecommunication, electronic technology,
computer integrated manufacturing technology, materials technology, and aero-
space technology.
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6 Japanese FDI in China

Trend, structure, and exchange
rates

Yuqing Xing

Introduction

Today “Made in China” is available almost at every corner of the global
market, and is occupying increasing market share. What are the reasons
for the sudden popularity of “Made in China”? Observers may point to
relatively low labor cost as a secret of the success. However, labor in
China was even cheaper ten years ago compared with that of today. Why
was “Made in China” not popular then? Decomposing China’s exports
according to their producers may provide an answer for the rising popular-
ity of “Made in China”. In 2001, exports of foreign-invested firms in China
amounted to $133.23 billion, more than 50 percent of China’s total exports
(CSB, 2002). It is the first time that the exports of foreign-invested firms
exceeded that of domestic firms. From 1994 to 2001, the exports of
foreign-invested firms grew on average about 21 percent annually. In con-
trast, the exports of China’s domestic firms grew merely 6.4 percent, even
lower than the growth of China’s GDP (Xing and Zhao, 2003). Unambigu-
ously, foreign-invested firms are a major force driving the robust export
growth and promoting the popularity of “Made in China”. Without the
contribution of foreign-invested firms, the so-called export-driven growth
in China could not be possible.

Actually, it is very difficult for firms from a developing country to pene-
trate markets of industrialized countries, even if their products are of
equal quality. First of all, products from developing countries lack brand
name recognition, which is important for sophisticated consumers in
industrialized countries. Second, compared with firms in industrialized
countries, those from developing countries do not have internationally
established distribution and marketing networks, making market access
even harder.

However, with the entry of multinational enterprises (MNE), either in
the form of joint ventures, or wholly foreign-owned firms, “Made in
China” has been produced with advanced technology (e.g. fashionable
electronics), distributed in global market, and sold under globally recog-
nized brand names. Chinese firms have established alliances with foreign
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MNE:s, becoming fragments of global production chains. Further, Chinese
workers have been integrated into the international division of labor.
Therefore, export-oriented FDI not only enhances the competitiveness of
“Made in China”, but also functions as a mechanism facilitating the utiliza-
tion of China’s comparative advantages such as a relatively rich labor
endowment.

Among all foreign investors, Japanese MNEs have played a leading
role in fostering China’s manufacturing exports. In 2001, they invested
more than 2.9 billion US dollars in China (CSB, 2002), making Japan the
third largest single source by origin. Excluding the reinvestment by exist-
ing Japanese affiliated manufacturers in China, Japanese direct investment
in China’s manufacturing accumulated to 1.88 trillion yen from 1981 to
2002.! Unlike American MNEs focusing basically on China’s domestic
market, Japanese MNEs are mainly export-oriented and consequently
promoting China’s exports greatly. In 2002 Japanese affiliated manufactur-
ers in China exported 2,245 billion yen, about 65 percent of their products
to overseas market (METI, 2003). Using China as a production base for
Japan and the global market is the strategy being utilized by Japanese
MNE:s to strengthen their global competitiveness and to avoid the negat-
ive impact of the yen’s appreciation.

In 2003, Sino-Japan trade reached a record $132 billion. Examining the
fast expansion of Sino-Japan bilateral trade suggests that direct investment
from Japan performed a critical role in strengthening the economic
integration between the two economies. Japanese affiliated manufacturers
in China contributed to the surging bilateral trade in dual ways: exporting
their products as final products and intermediate inputs to Japan, and
importing intermediate goods from Japan as their production inputs. In
2002, Japanese affiliated manufacturers exported 1,057 billion yen prod-
ucts to Japanese market (METI, 2003). The effect of Japanese affiliated
manufacturers’ operation on China’s exports and its national economy is
tremendous.

The influx of Japanese FDI benefits China not only at a macro level,
but also at a micro level. Despite more than a decade long economic stag-
nation, Japanese firms are still the global leaders in the manufacturing
industries such as electronics, machinery, and transportation equipment.
Japanese firms own most of the globally recognized brands in these sectors
(Porter and Sakakibara, 2004). As Japanese MNEs continue to relocate
their production facilities into China and expand their investment scale,
China’s domestic industry will continue to benefit substantially from the
positive externality of the investments. Direct investment from Japan
creates a prime opportunity for Chinese firms to access the information on
product innovation, advanced production technology, and sophisticated
global marketing channels. Further, it functions as a critical mechanism for
technological progress and productivity growth, consequently transform-
ing China’s industry fundamentally.
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Growth of FDI

Japanese firms started to invest in China as early as 1981. Figure 6.1 shows
trends of FDI in both manufacturing and non-manufacturing sectors. The
scale of FDI from Japan was relatively moderate before 1990 and the
investment mainly concentrated on the non-manufacturing sector. Accord-
ing to the data complied by the Japanese Ministry of Finance,” in 1990
Japanese firms invested 50.7 billion yen in China, of which 27 billion yen
was invested in non-manufacturing while 23.7 billion yen was invested in
manufacturing sector. An unprecedented investment boom began in 1991
as inflows increased sharply to 73.1 billion yen, 44 percent higher than that
in the preceding year. The rising trend continued and peaked in 1995 with
a total 421.8 billion yen of annual inflows, of which 336.8 billion yen
flowing into the manufacturing sector and only 85 billion yen into non-
manufacturing. The rising trend, however, reversed abruptly in 1996 as
FDI plunged to 278.1 billion yen, 34 percent lower than the peak level.
The contraction of Japanese direct investment in China continued and
reached its bottom 81 billion yen in 1999. It is important to notice that the
declination of Japanese FDI was much earlier than the Asian financial
crisis, contrary to conventional wisdom claiming that the declination was
due to the Asian financial crisis. In fact the yen’s sharp depreciation trig-
gered the contraction of FDI inflows. The weaken yen eroded the relative
wealth of Japanese MNEs and raised relative production cost in China
(Xing, 2006), thus mitigating the influx of FDI. In 2000 direct investment
from Japan revived to grow again and surged to 200 billion yen subse-
quently in 2002, but still much lower than its peak level in the 1990s.
Coinciding with the robust growth, sectoral composition of direct
investment from Japan also experienced significant changes. The focus of
Japanese MNEs switched to manufacturing after 1990. Table 6.1 summa-
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Figure 6.1 Japanese FDI in China (1981-2002) (source: Monthly Statistics, various
issues, Japanese Ministry of Finance).
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Table 6.1 Japan’s FDI in China’s manufacturing sectors (billion yen)

Sectors 1989 1995 2001 Cumulative
FDI: 1989-2001

Value Share Value Share Value Share Value Share

(%) (%) (%) (%)
Food 1.82  6.60 13.69  4.07 1.29 0.81 94.13 5.66
Textile 145 526 4553 1352  4.23 2.66 20036 12.06
Lumber and Pulp 0.19  0.69 6.75 200 267 1.68 26.22 1.58
Chemical 1.50 544 1378 409 1855 11.67 11891 7.16
Metal 082 297 3471 1031 1626 1023 141.81 8.53
Machinery 573 2078 4631 13775 1625 1022 206.65 12.44
Electrical 10.68 38.74 90.44 2686 63.93 4021 45543 2741
Transport 016 058 37.01 1099 2579 1622 179.84 10.82
Others 522 1893 4854 1441 10.03 631 23826 1434
Total 27.57 100 336.76 100.00 159.00 100.00 1,661.61 100.00

Source: Monthly Statistics by the Japanese Ministry of Finance, shares are authors’
calculations.

rizes shares and values of FDI from 1989 to 2001 in nine manufacturing
sectors: food, lumber and pulp, chemical, metal, textile, electrical,
machinery, transportation equipment, and others. Over the period, FDI
inflows in manufacturing accumulated 1,661.6 billion yen, more than
tripled cumulative investment in non-manufacturing, indicating that
Japanese manufacturers have established mass production capacity in
China for serving both the global market as well as China’s domestic
market. The Japanese electrical industry, which has been the leader in
engaging FDI in Asia, also took the lead in China. It invested 455.4 billion
yen during the period which accounted for more than 27 percent of the
total investment. The machinery industry ranked second with 206.7 billion
yen cumulative investment. It is well known that Japanese electrical and
machinery industries are very competitive globally and export most of
their products to the world market. The huge investment should
strengthen the competitiveness of Chinese electrical and machinery indus-
tries, and enhance their exports. Textiles was the third largest sector in
terms of cumulative FDI. It received a total 200.4 billion yen direct invest-
ment from Japan from 1989 to 2001. The investment in the textile industry
basically reflects the international division of labor between the two coun-
tries, as textiles is labor intensive and China has a comparative advantage
in producing textile products due to its rich labor endowment. Transporta-
tion equipment represents another sector observing drastic growth of FDI
inflows. In 1989, the investment in the sector was merely 0.16 billion yen,
less than 1 percent of annual FDI. It emerged as the second largest sector
in terms of FDI in 2001, with 25.8 billion yen, more than 16 percent of
Japanese FDI in China’s manufacturing. Cumulative investment in
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transportation equipment from 1989 to 2001 amounted to 179.8 billion
yen, making it the fourth largest sector receiving direct investment from
Japan. In the mass media, domestic market-oriented projects by major
Japanese auto-makers such as Toyota, Honda, Nissan, etc. are often
widely reported. However, it is noteworthy that Japanese MNEs’ invest-
ment in transportation equipment is not only for occupying China’s
domestic automobile market, but also a strategic move to integrate China
into their global production chains, making China a supplier of intermedi-
ate inputs such as auto parts. According to the Quarterly Survey of Busi-
ness Activities (METI, 2003), the sales in the local market in 2002
accounted for only one-third of the annual sales of Japanese affiliated
manufacturers in transportation equipment.

Export-oriented FDI

Japanese direct investment in developing countries is traditionally export
oriented. By relocating production capacities of mature industries into
developing countries, Japanese MNEs combine their advanced techno-
logy, brand name recognition, and well-established global distribution
system, with relatively low production cost of host countries, consequently
strengthening their global competitiveness. Extending oligopoly power
into local markets, the strategy often adopted by US MNEs, is not the
prime objective of Japanese MNEs. Kojima (1978) identified this kind of
FDI as the “Japanese model” of foreign direct investment. According to
the survey conducted by the Japan External Trade Organization (JETRO,
2003), 61.6 percent of Japanese firms operating in China stated that they
exported at least 70 percent of their products. In Asia, only 55.9 percent of
Japanese affiliated manufacturers exported at least 70 percent of their
products. Thus, the export intensity of the Japanese affiliated manufactur-
ers in China was much higher than the average.

The export-oriented nature of Japanese MNEs in China can also be
illustrated with the structure of their sales destinations. Figure 6.2 depicts
export intensities of Japanese affiliated manufacturers in China in electri-
cal machinery, industrial machinery, transport equipment, textile, and all
manufacturing together for the period of 1997 to 2002. The export intens-
ity is defined as the ratio of exports to total sales. First, exports of Japan-
ese affiliates far exceeded the sales in the local market. The manufacturers
as a whole exported more than 60 percent of their products to overseas
market on average. Although China’s GDP expanded about 8 percent
annually during the period and China’s domestic market grew signific-
antly, the export intensity did not decrease. The exports of Japanese affili-
ated manufactures still accounted for 65 percent of their total sales in
2002, only 2 percentage points lower compared with that in 1997. More-
over, export intensities tended to be higher in the sectors with more FDI.
In industrial machinery, exports accounted for more than 80 percent of
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total sales on average, the highest among all sectors. In electrical
machinery, except for 1999, export intensity ranged from 65 percent to 73
percent. In transportation equipment where China is now considered as
the largest unexplored market, the importance of the overseas market still
dominated that of the local market. In both 2001 and 2002, Japanese affili-
ated manufacturers in the sector made about 65 percent of sales from the
Japanese market and other overseas markets. The sales structure illus-
trated in Figure 6.2 is actually consistent with the phenomenon, that most
of the “Made in China” products available in the Japanese domestic
market carry Japanese brands, and many products under Japanese MNEs’
brands available in the global market are made in China. For example,
Pioneer Co. produced more than 90 percent of Pioneer’s DVD recording
devices in its plant located in Guangdong Province, most of them ear-
marked for personal computer and mainly for exports. These facts
unequivocally indicate that, Japanese domestic investment in China’s
manufacturing was export-oriented, and using China as a production base
serving the Japanese domestic market as well as global market was the
primary objective of Japanese MNEs.

In terms of value and growth, the performance of Japanese affiliated
manufacturers is also very impressive. Figure 6.3 shows the annual exports
of these firms and corresponding growth rates from 1997 to 2002. In 1997,
the exports of all Japanese affiliated manufacturers was 1,205 billion yen.
It surged to 2,245 billion yen in 2002, representing a 13.5 percent annual
growth, much higher than the growth of China’s overall exports. Exports
intensity, value, and the growth of Japanese affiliated manufacturers in
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Figure 6.2 Export intensities of Japanese affiliated manufacturers in China
(source: Author’s calculation based on Quarterly Survey of Business
Activities, METTI).
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Figure 6.3 Exports of Japanese affiliated manufacturers in China (source: Author’s
calculation based on Quarterly Survey of Business Activities, METT).

China together demonstrates unequivocally that Japanese MNEs per-
formed a crucial role in fostering China’s exports, in particular the exports
of manufactured goods.

Reverse imports and FDI

Another significant characteristic of Japanese MNEs in China is that they
actively engaged in reverse imports, which refers to the products made at
overseas Japanese plants and exported to the Japanese market. Coping
with the rising yen and a shrinking domestic demand, many Japanese firms
have relocated their domestic production capacity into China, or simply
outsourced their production to Chinese firms. Fast Retailing Co., which
markets the UNIQLO casual wear brand in Japan is a typical example. It
designs, distributes, and markets UNIQLO brand products in Japan, but
exclusively produces the products in its affiliated manufacturers in China,
or subcontracts to local firms. Hitachi Household Appliance Co. produc-
ing air conditioners in China’s Anhui province, exported 60 percent of
them back to Japan. Unlike the exports of Chinese domestic firms, there
exist no barriers in distribution and brand name recognition for reverse
imports. The rapid expansion of reverse imports enhanced significantly the
growth of China’s exports to Japan.

Figure 6.4 shows ratios of reverse imports to total sales in selected
industries. The overall ratio of reverse imports is relatively high compared
with the ratio of local sales. On average Japanese affiliated manufacturers
sold about one-third of their products back to Japan. In industrial
machinery, more than half of the products were exported to the Japanese
domestic market either as final goods or intermediates inputs. In textile
and transportation equipment sectors the ratios of reverse imports actually
increased from 1997 to 2002. In 1997, only 31 percent of textile products
were produced for the Japanese market while the share rose to 47 percent
in 2002. In transportation equipment, Japanese affiliated manufacturers
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Figure 6.4 Reverse imports as the percentage of total sales of Japanese affiliated
manufacturers in China (source: Author’s calculation based on Quar-
terly Survey of Business Activities, METTI).

also exported 47 percent of their products to Japan in 2002, much higher
than 27 percent reverse import ratio in 1997. Rising reverse imports activ-
ities demonstrate that China has become an important production base for
final products consumed in the Japanese market and the intermediate
inputs of Japanese firms.

Unequivocally reverse imports directly contributed to the growth of
China’s exports to Japan. In 1997, Japanese affiliated manufacturers sold
565 billion yen of their products in the Japanese domestic market. Reverse
imports of manufactured goods surged to 1,057 billion yen in 2002. Due to
the Asian financial crisis which weakening Japanese domestic demand,
reverse imports decreased 5 percent in 1998 and showed zero growth in
1999. However, reverse imports turned to growth drastically and increased
23 percent in 2000, and continued to grow 36 percent and 16 percent respec-
tively in 2001 and 2002. Rapid expansion of reverse imports indicates a high
level of vertical integration between Japanese and Chinese industries, and
creates a close linkage between firms in the two economies, not only in pro-
duction chains, but also in marketing networks, deepening interdependence
of the two countries. Further, it leads to a win—win scenario for industries in
both countries. Japanese companies benefit from low production costs and
Chinese firms take advantages of the extensive marketing networks and
advanced production technology of their Japanese partners.

Shifting to China

China has emerged as one of the most popular destinations for Japanese
direct investment since the middle of 1990s. According to the survey of
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JETRO (2001), among the Japanese firms with overseas production facili-
ties, 54.4 percent of them have production facilities in China, the highest
among all foreign countries hosting Japanese FDI. The Asian NICs (Sin-
gapore, Korea, Hong Kong, and Taiwan) and ASEAN-4 (Indonesia,
Malaysia, Philippines, and Thailand) had been the primary destinations
for Japanese FDI in manufacturing. After 1990, China gradually became
one of the main destinations of Japanese FDI. The share of Japanese FDI
in China’s manufacturing increased rapidly, compared with that of other
regions. In 1990, Japanese FDI in China accounted for merely 5 percent of
the Japanese total direct investment in Asian’s manufacturing while the
NICs received about 42 percent and ASEAN-4 about 47 percent. By 1995,
China became the largest recipient of Japanese FDI. Its share jumped to
43 percent while the share of the NICs shrank to 14 percent and that of
ASEAN-4 decreased to 35 percent (Figure 6.6).

The shift to China is usually interpreted with the flying-geese theory,
with Japan at the highest level of economic development, followed by the
NICs, ASEAN-4, and China. Economic development at a high level
results in the migration of mature industries, especially those in which
labor costs are critical for competitiveness, to less developed economies.
Japanese MNEs searching for low production cost location have relocated
their production facilities in the same fashion across Asia (Kwan, 2001;
Edgington and Hayter, 2000). The flying-geese theory, however, may not
explain the whole story on Japanese FDI in China, especially when we
consider that many Japanese firms started to produce high-tech products
at the initial stage of their investment, not just labor-intensive products.
For instance, Fuji Zerox Co. develops and produces digital copy machines
tailored to industrialized countries in Shanghai for exporting to Japan, the
US, and Europe. Leading notebook computer maker Toshiba produced
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Figure 6.5 Reverse imports by Japanese affiliated manufacturers in China (source:
Author’s calculation based on Quarterly Survey of Business Activities,
METI).
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Figure 6.6 The distribution of Japanese FDI in Asia’s manufacturing (source:
Author’s calculation based on Quarterly Survey of Business Activities,
METTI).

about 70,000 notebook computers per month in China. Further, after two
decades’ rapid economic growth, China’s economic development has
exceeded that of Indonesia and the coastal region, where most of the FDI
was made and at least enjoys comparable economic development as
Malaysia and Thailand. The classification in the flying-geese theory on the
relative economic development between ASEAN-4 and China fails to
outline the reality appropriately. In addition, before the Asian financial
crisis, ASEAN-4 maintained relative stable political environment and
sound economic fundamentals. In other words, there existed almost no
other apparent structure problems that forced Japanese MNEs to switch
to China from ASEAN-4, where they have established production bases
for more than two decades. A new theory examining other dimensions of
decision making on FDI is needed.

Factors determining FDI

The factors determining Japanese direct investment in China consist of
push (Japan side) and pull factors (China side). The cumulative apprecia-
tion of the yen has raised the production cost in Japan substantially. The
rising yen widened production cost gaps between Japan and other coun-
tries and eroded competitiveness of Japanese MNEs in global market. The
moderate productivity growth at Japanese MNEs could not offset the
negative impact of the yen’s appreciation. As a consequence, relocating
domestic production capacity to a country with low production
costs evolved as a means of reducing production costs and maintaining
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competitiveness. The sharp appreciation of the yen as the result of the
Plaza Accord of 1985 has been recognized as one of the major factors
pushing Japan to be the largest capital exporting country, through either
green field FDI or acquisition activities (Wong and Yamamura, 1996).
Moreover, since the bubble burst, the long lasting economic stagnation has
seriously weakened Japanese domestic demand. Facing a deteriorating
economy, Japanese consumers have changed their consumption behavior
fundamentally. They are willing to substitute expensive “Made in Japan”
for cheap “Made in China”, and demand more for their money. To cope
with the changing economic environment, Japanese MNEs have extended
their exodus into China.

For the pull factors on the China side, there are numerous studies on
why China is so attractive to FDI. Branstetter and Feenstra (2002) showed
that FDI inflows reflected political openness and the reform on the state
ownership; Cheng and Kwan (2000) found that large regional market,
good infrastructure, and preferential policy are important determinants of
FDI in China; Lardy (1995), Henly et al. (1999), and Zhang (2001) identi-
fied potential market size, low labor cost, preferential policies (e.g. tax
credits), openness, geographic proximity, and political stability as primary
factors attracting FDI into China.

On the other hand, the role of exchange rates in determining FDI in
China is largely ignored in the literature, despite the fact that the Chinese
yuan devaluated sharply after 1989 as the result of the transition from the
dual exchange rate system to a unified single exchange rate one. Few
studies investigate to what extent the drastic devaluation contributed to
the surge of foreign direct investment.

The mechanism through which exchange rates affect FDI flows has
been modeled in a few theoretical studies (e.g. Kohlhagen, 1977;
Cushman, 1985; Froot and Stein, 1991). Most of these studies reached a
conclusion that a devaluation in the value of FDI hosting country’s cur-
rency stimulates inflows of FDI and conversely an appreciation leads to a
reduction in FDI inflows. Fundamentally, there are two channels through
which exchange rates impact FDI: wealth effect channel and relative pro-
duction cost channel. A devaluation in the currency of FDI receiving
country induces a reduction in local production costs in terms of foreign
currency, raising profit of export-oriented foreign investors accordingly. A
higher return naturally attracts more FDI inflows. The wealth effect — the
relative wealth of foreign investors to domestic investors, is also raised
after the devaluation. From the point of view of foreign investors having
capital measured in foreign currency, all production inputs such as labor,
land, machines, and assets in an FDI hosting country becomes cheaper
after the devaluation, encouraging them to acquire more domestic assets.
As most Japanese MNEs in China are involved in reverse imports, Xing
and Zhao (2003) argue that the yuan’s devaluation further intensified the
reverse import activity, thus leading more Japanese FDI into China.
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The believers of the efficient capital market hypothesis usually ignore
the role of exchange rates in the context. They argue that possible higher
return induced by the currency devaluation will disappear as soon as
domestic firms chase the higher return through borrowing foreign cur-
rency denominated loans. The efficient market assumption, nonetheless,
does not hold in China, where international capital flow is under strict
control and its capital account has not been liberalized yet. Therefore, the
potential capital return differential between domestic and foreign capitals
due to the currency devaluation could only be erased by continuous
inflows of foreign direct investment.

Exchange rates and Japanese FDI in China

In examining Japanese FDI inflows closely along with the bilateral
exchange rate between the yen and the yuan, there is a noticeable correla-
tion between the two variables. Figure 6.7 plots trends of annual Japanese
direct investment in China and the real bilateral exchange rate during 1981
to 2001. The real exchange rate is defined as the price of the Japanese
basket in terms of the Chinese basket. Higher real exchange rates implies
an appreciation of the yen. The figure shows that the real appreciation of
the yen was always followed by an increase in FDI while the devaluation
of yen was associated with a decrease. It is imperative to notice that FDI
did not increase monotonically. It decreased sharply after 1995. However,
in both high and low cycles, FDI closely followed the path of the real
exchange rate.

From 1989 to 1995, nominal exchange rate between the yen and the
yuan dropped to 9.9 yen/yuan from 38.58 yen/yuan, due to the yuan’s offi-
cial devaluations and pegging the yuan to the dollar policy. Excluding
inflation, Japanese yen appreciated against Chinese yuan more than 46
percent cumulatively for the period. Real exchange rate measures the rela-
tive price level between the two countries. The change of real exchange
rates reflects the variation of the purchasing power of one country’s cur-
rency in term of goods and services of the other. Therefore, the wealth
effect due to the cumulative devaluation of the yuan was tremendous and
too large to be ignored by Japanese MNEs. It must have boosted the
inflows of Japanese FDI. Actually, 1989 to 1995 is the period that direct
investment from Japan jumped from 59 billion yen to 422 billion yen, the
highest annual inflows so far. It is also the period that China replaced the
ASEAN-4 as the number one destination of Japanese FDI in Asia. All
these facts suggest that there must exist a non-coincidental relationship
between the bilateral exchange rate and Japanese direct investment. The
exchange rate might be one of the major factors determining FDI inflows.
Further, it is highly likely that Japanese MNEs strategically took advant-
age of the exchange rate fluctuation, making more direct investment as the
yen appreciated and lowering the pace of their investment as the yen
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depreciated. Xing (2006) analyzed empirically the effect of exchange rates
on Japanese FDI in China’s nine manufacturing sectors from 1981 to 2002,
and reached the conclusion that the real exchange rate is one of significant
factors determining direct investment from Japan.

Additionally, the wealth and production cost effects due to the yuan’s
devaluations effectively strengthened China’s position in competing for
FDI with other developing countries, consequently resulting in the shift of
Japanese FDI to China from ASEAN-4. Before the Asian financial crisis,
Indonesia, Malaysia, Thailand, and Philippines all pegged their currencies
to the dollar. The yuan’s sharp devaluation naturally gave rise to the
appreciation of these countries’ currencies to the yuan and reduced the
relative costs of Chinese labor and other production inputs such as land,
enhancing China’s competitiveness for export-oriented FDI. China’s
cumulative economic growth in the last two and half decades should raise
the real wage of Chinese workers proportionally. On the other hand,
measured in foreign currency such as the yen or the dollar, the increase in
the real wage was moderate. The yuan’s cumulative devaluations offset
the growth of the real wage in terms of foreign currency, thus preventing
China from losing its competitiveness in the labor-intensive industry to
other developing countries such as ASEAN-4, at least in the short run.
Xing and Wan (2006) studied the competition for FDI in the context of
China and ASEAN-4 and its relation with the exchange rate regimes.
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Figure 6.7 The correlation between Japanese FDI in China and the real exchange
rate (sources: compiled by the author based on Monthly Statistics
(Japanese Ministry of Finance), and International Financial Statistics
(IMF).
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They found that China’s exchange rate policy contributed significantly to
the shift of Japanese FDI from ASEAN-4 to China.

Conclusion

Examining Japanese FDI inflows into China in the last two decades
demonstrates a few unique characteristics. First of all, Japanese direct
investment was mainly export oriented. Using China as a production base
serving the global market still dominated the agenda of Japanese MNEs.
The investment strategy of Japanese MNEs was consistent with China’s
outward looking development strategy and created less competition pres-
sure for domestic firms compared with domestic market-oriented FDI.
More importantly, the export-oriented FDI effectively integrated Chinese
firms into fragments of global production chains, and expanded the
channel for utilizing China’s comparative advantages.

Second, reverse imports, which contributed directly to Sino-Japan bilat-
eral trade, accounted for more than one-third of the sales of Japanese affil-
iated manufacturers. The extraordinarily high ratios of reverse imports
among Japanese affiliated manufacturers indicate a comprehensive eco-
nomic integration between the two economies, far beyond the scope
simply defined by FDI. Through reverse imports, the vertical integration
between industries in the two countries has been developed in production
processes, and extended into distribution and marking networks, greatly
enriching the dimensions of technology spillovers associated with FDI.

Finally, the bilateral exchange rate between the yen and the yuan
affected Japanese FDI significantly. The yuan’s devaluation and pegging
the yuan to the dollar policy enhanced China’s competitiveness for FDI
and triggered the shift of Japanese FDI from ASEAN-4 to China.
Whether the Chinese yuan should appreciate or not has been debated
among scholars and policy makers recently. Considering the critical role of
the yuan’s exchange rate in determining Japanese FDI and the importance
of the latter for Chinese economy, the appreciation of the yuan will under-
mine China’s competitiveness in attracting export-oriented FDI, thus
weakening China’s export growth, which has been one of the growth
engines for the Chinese economy.

Export-oriented Japanese FDI created a win-win scenario for both
economies. In fact, many Japanese MNEs such as Matsushita, Olympus,
and Omron stated that relocating production facilities into China was a
factor contributing to their profit increase in the fiscal year of 2003. At
present, China’s relative low production cost definitely served as a quick
solution for Japanese firms’ restructure. By moving production facilities
into China, Japanese MNEs combined their comparative advantages in
production technology and global marking networks with China’s low pro-
duction cost, reinforcing their competitiveness in the global market.
Looking into the future, as the Chinese economy continues to grow, it will
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provide an enormous market for existing Japanese affiliated manufactur-
ers, thus giving an option for these firms to switch the focus to the
domestic market. The option could be an insurance for the long-term prof-
itability of Japanese affiliated manufacturers operating in China.

Notes

1 Author’s calculation, based on Monthly Statistics, Japanese Ministry of Finance.
2 FDI data compiled by the Ministry of Japanese Finance does not include the
reinvestment by existing Japanese affiliates.
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7 Foreign competition and
productivity of Chinese firms

Bin Xu

1 Introduction

The last two decades of the twentieth century saw China emerge as an
important force in the world economy. China’s exports increased more
than ten times, from $18 billion in 1980 to $249 billion in 2000.! China’s
share in world exports increased from 0.9 percent (ranked 26) in 1980 to
3.9 percent (ranked 7) in 2000.> The share of exports in GDP increased
from 6 percent in 1980 to 23 percent in 2000 (Figure 7.1).> The fast growth
of foreign trade was accompanied by even faster growth of foreign direct
investment (FDI) inflows. China’s utilization of FDI increased from $916
million in 1983 to $41 billion in 2000, making it the world’s second largest
host country of FDI next only to the US.*
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Figure 7.1 China’s export share in GDP (1980-2000).
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Trade and investment openness has been widely cited as one of the
most important reasons for China’s extraordinary GDP growth at around
10 percent over the past two decades. As is well known, GDP growth can
come from factor accumulation and productivity increase. China had a
GDP growth of over 5 percent before 1978, the year that economic reform
started. GDP growth during that period, however, was driven mainly by
factor accumulation (Chow 1985). In contrast, many studies of China’s
productivity growth in the period after 1978 find a positive and significant
contribution of productivity growth to GDP growth. For example, Li
(1997) uses a sample of 272 state-owned firms and estimates that TFP
growth was 4.68 percent per year between 1980 and 1989 and accounted
for over 73 percent of output growth.

The existing literature has established a link between China’s TFP
growth and economic reform.> Li (1997) shows evidence that over 87
percent of the TFP growth in his sample of state-owned firms was attribut-
able to improved incentives, intensified market competition, and improved
factor allocation resulted from China’s economic reform. While acknowl-
edging the contribution of trade and investment openness as an important
part of China’s economic reform, there has been little research linking the
TFP growth explicitly to trade and investment openness. Because of data
availability, previous studies are based mainly on samples of state-owned
firms. As China’s economic reform progresses, however, the non-state part
of the Chinese economy, including foreign-funded firms, joint ventures,
and private firms, has grown significantly and accounted for half of the
gross output value of industrial enterprises in China in 2000.® Moreover,
the share of exports by foreign-funded firms in China increased from near
zero in 1980 to 50 percent in 2000 (Figure 7.2).” These new developments
call for a study of the impact of trade and FDI (and their interactions) on
the TFP growth of Chinese firms.

This chapter is an attempt to meet this demand. Based on a recent
World Bank survey, we study a sample of 822 non-state-owned Chinese
firms. In section 2 we describe the sample. In section 3 we run growth
regressions to estimate TFP growth of firms. In section 4 we investigate
the link between TFP growth and export participation. In section 5 we
examine the link between TFP growth and foreign ownership. In section 6
we divide samples by industry and by city to show further evidence of
effects of trade and FDI on TFP growth. In section 7 we conclude.

2 The sample

Our data comes from a World Bank survey of 1,500 Chinese firms.® The
World Bank conducted the survey in 2001, which drew 300 firms each
from five large cities: Beijing, Chengdu, Guangdong, Shanghai, and
Tianjin. Firms in the sample belong to five manufacturing sectors and five
service sectors. The five manufacturing sectors are apparel and leather
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Figure 7.2 Exports of foreign-funded enterprises in China (1980-2000).

goods, consumer goods, electronic components, electronic equipment, and
vehicles and vehicle parts. These sectors reflect China’s current or poten-
tial comparative advantage in manufacturing. The five service sectors are
accounting and related services, advertising and marketing, business logist-
ics, communication services, and information technology services.” The
data covers the period 1998 to 2000. After 20 years of economic reform,
the non-state-owned part of the Chinese economy was very much market-
oriented. The state-owned part, however, was still running in a non-
market way to a great degree. The sharp difference between state-owned
and non-state-owned firms makes it inappropriate to pool them together
in a cross-section study. Thus, we choose to focus on a sample of non-
state-owned firms.

Table 7.1 provides summary information about our sample. In the 1,500
firms surveyed by the World Bank, 323 are state-owned firms. Our study
requires information on sales, unskilled labor, skilled labor, fixed assets,
and R&D expenditure, however, 355 non-state-owned firms in the survey
do not have the necessary information. This leaves us a sample of 822 non-
state-owned firms. Among them, 283 firms are majority foreign owned
with foreign ownership exceeding 50 percent and account for 34.3 percent
of the sample; 81 firms are minority foreign owned with foreign ownership
above zero but below (including) 50 percent and account for 9.9 percent of
the sample. The remaining 459 firms are non-foreign, non-state-owned
firms and account for 55.8 percent of the sample.

Table 7.1 also reports the export status of firms in the sample. During
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Table 7.1 Sample distribution

Number Percentage

Sample 822 100.0
Ownership status:

Foreign majority owned 282 343

Foreign minority owned 81 9.9

Non-foreign, non-state-owned 459 55.8
Exporting Status:

Exporting in 1998 283 344

Exporting in 2000 309 37.6

Exporting in 1998 or 2000 320 38.9

Exporting in 2000 but not in 1998 37 4.5

the sample period, 320 firms (38.9 percent of the sample) had positive
export sales; 283 firms (34.4 percent of the sample) exported in 1998, and
309 firms (37.6 percent of the sample) exported in 2000. There are 37 firms
(4.5 percent of the sample) that had zero export sales in 1998 but became
exporters during 1999 or 2000.

Table 7.2 provides summary statistics of key variables for our study.
The sample mean of sales is RMB163,400 in 1998 and RMB265,200 in
2000. The sample mean of sales growth over the two years is 26.8 percent.
The average firm employed 431 unskilled workers in 1998 and the number
dropped to 400 in 2000. The average firm employed 123 skilled workers in
1998 and the number rose to 129 in 2000. Although the sample mean of
unskilled labor falls over the two years, the sample mean of its growth rate
is positive and equal to 7.5 percent. The sample mean of growth rate of
skilled labor is 9.1 percent. The average firm had RMB149,400 fixed assets
in 1998 and RMB169,500 fixed assets in 2000.!° Fixed assets grew by 25.2
percent in the sample mean. The sample mean of R&D intensity or export
intensity does not change much from 1998 to 2000, but the sample mean of
their growth rates is 13.1 percent and 3.6 percent, respectively. Notice that
there are large variations across firms in all these variables, as indicated by
the large standard deviations.

3 Growth regressions

We ran a log linear growth regression to estimate the output elasticities of
major inputs, assume a Cobb-Douglas production function with three pro-
duction factors, unskilled labor, skilled labor, and physical capital.
Without data on output, we used sales as a proxy. We measured capital by
fixed assets. All values are in 1998 prices.

Table 7.3 reports regression results. The estimation method is OLS with
heteroskedasticity adjustment. The dependent variable is growth rate of
sales from 1998 to 2000. Regression (1) indicates that the estimated output
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Table 7.3 Regression results, OLS, N =822
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(1) ) 3)
Alog L 0.41 (0.15)*#* 0.40 (0.15)%#* 0.38 (0.15)*#*
Alog H 0.45 (0.17)*** 0.43 (0.16)*** 0.44 (0.16)***
Alog K 0.41 (0.10)*** 0.40 (0.10)%** 0.39 (0.10)***
R&D intensity in 1998 15.4 (3.4)%%* 14.9 (3.55)%**
Exporting in 1998 14.0 (6.8)** 15.8 (8.0)**
Majority foreign ownership 15.3 (7.0)** 12.6 (7.3)*
Industry dummies No No Yes
City dummies No No Yes
R? 0.23 0.29 0.30
Notes

The dependent variable is Alog Y =log Y(2000) —log Y(1998). R&D intensity is defined as
R/Y. Numbers in parentheses are heteroskedasticity-adjusted standard errors. *** indicates
statistical significance at the 1% level, ** 5% level, and * 10% level.

elasticities of unskilled labor (L), skilled labor (H), and physical capital
(K) are all around 0.4. This implies increasing returns to scale for the
sample. In regression (2), we introduce three more independent variables:
R&D intensity (R/Y), exporting dummy, and dummy for majority foreign
ownership. These variables are included in the regression to explain the
growth in output not accounted for by growth in factor inputs, i.e. the
growth in total factor productivity (TFP). The 1998 value of these vari-
ables is used to alleviate the endogeneity problem.

Regression (2) shows that TFP growth depends positively on R&D
intensity, export participation, and majority foreign ownership. The level
of R&D intensity measures a firm’s capability of technology innovation
and absorption. Since TFP growth is driven mainly by technological
progress, we expect firms’ R&D intensity to be significant to TFP growth.
Export participation is a measure of exposure to international competition
and technology diffusion. International competition drives firms to adopt
new technology, which is a source of TFP growth. Exporting also exposes
firms to international technology diffusion, which is another source of TFP
growth. We find that majority foreign ownership enters the regression
significantly, while minority foreign ownership and non-foreign, non-state
ownership do not. One interpretation is that majority foreign ownership
facilitates transfer of foreign technology.

Regression (2) shows that the estimated output elasticities remain at
around 0.4 for all three production factors. This is still true when we
include industry dummies and city dummies in regression (3). The three
variables important to TFP growth, namely R&D intensity, export partici-
pation, and foreign majority ownership, remain statistically significant.
Most industry dummies and city dummies are statistically indifferent from
zero, and the R-squared does not increase much after controlling for these
dummies.
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The growth regressions in Table 7.3 allow us to estimate TFP growth
rates for firms in the sample. Under the assumption that firms share the
same Cobb-Douglas production function,' we can compute TFP growth as
equal to AlogY — a;Alogl. — a,AlogH — axAlogK, where a,, a,;, and a are
estimated output elasticities of unskilled labor, skilled labor, and capital,
respectively. In the following analysis, we will use TFP growth rates com-
puted from regression (3).

4 Export competition

China has had phenomenal growth in international trade since the early
1980s. Casual observation suggests that China has benefitted greatly from
trade openness not only in consumption but also in production technology.
There has not been much firm-level research on how China’s trade open-
ness affects its total factor productivity. We make an attempt here with
our data.

In Table 7.4 we show TFP growth and its contribution to output growth.
For the full sample of 822 firms, TFP grew by 10.1 percent over the period
of 1998 to 2000. During the same period sales (a proxy for output) grew by
26.8 percent. Thus the contribution of TFP growth to output growth is
about 38 percent. Looking at the sample of 320 exporting firms, we find
that on average they grew significantly faster than firms in the full sample
in both TFP and sales. Moreover, the contribution of TFP growth to
output growth is 55 percent for exporting firms. In contrast, the 502 non-
exporting firms in the sample, while achieving 15 percent growth in sales,
grew only by 0.6 percent in TFP. The contribution of TFP growth to
output growth is merely 4 percent for non-exporting firms.

The higher TFP growth and TFP contribution of exporting firms was
due partly to their higher R&D intensity. As Table 7.4 shows, the average
R&D intensity of exporting firms is 0.14 compared with 0.06 of non-
exporting firms. The fact that 61 percent of the exporting firms are major-
ity foreign owned may have also contributed to its extraordinary TFP
performance. In comparison, only 17 percent of the non-exporting firms
are majority foreign owned. As argued before, majority foreign ownership
better positions a firm in receiving transfer of foreign technology than
minority foreign-owned firms and non-foreign-owned firms.

For our study of the relationship between exporting and productivity
growth, it is important to discuss the issue of causality.'? Is exporting
making firms more productive, or more productive firms become
exporters? In the first two rows of Table 7.4 we show the TFP levels of
firms in 1998 and 2000. Notice that exporting firms had on average lower
TFP levels than non-exporting firms in both 1998 and 2000. In the last
column of Table 7.4, we have a sample of 37 firms that switched from non-
exporting in 1998 to exporting in 2000. These firms had an average TFP
level of 0.56 in 1998, and their average TFP level increased to 0.70 in 2000.
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These firms experienced an average 26.7 percent growth in TFP and 61
percent growth in sales; TFP contributed 44 percent to total growth.
Notice that the average R&D intensity of these firms is 0.07, similar to that
of non-exporting firms. While 41 percent of these firms are majority
foreign owned, which is higher than the 17 percent of the non-exporting
group, the number is significantly lower than the 61 percent of the export-
ing group. Based on these observations we may conclude that the high
TFP growth of these 37 firms is mainly a result of their becoming
exporters. The entry into the international market brings a higher stan-
dard and more competition, pushing firms to use resources more effi-
ciently and become more productive.

5 Foreign production

China’s opening to the outside world has been impressive in both inter-
national trade and foreign direct investment. In our sample period of 1998
to 2000, China became the second largest destination of FDI next only to
the US. To understand the TFP growth of Chinese firms, one cannot
neglect the role of FDI.

In Table 7.5 we display the results for three groups: majority foreign-
owned firms, minority foreign-owned firms, and non-foreign, non-state-
owned firms. It is clear that the group of majority foreign-owned firms
experienced the fastest growth in both TFP (25.3 percent) and sales (49.5
percent). The contribution of TFP growth to total growth is 51 percent for
this group. By contrast, the group of minority foreign-owned firms had
only 6.1 percent growth in TFP and 16 percent growth in sales, and a TFP
contribution of 38 percent. The performance of non-foreign, non-state-
owned firms was even poorer. Their TFP grew by merely 1.4 percent
although their sales grew by 14.7 percent. TFP growth contributed to total
growth by only 10 percent. The poor TFP performance of the non-foreign
firms may be traced to their low R&D intensity (0.03) and low exporting
participation ratio (19 percent).

Table 7.5 provides evidence that majority foreign ownership matters
for TFP growth. Notice that the average R&D intensity of minority
foreign-owned firms (0.21) is higher than that of majority foreign-owned
firms (0.15). Despite this higher R&D intensity, the TFP growth of minor-
ity foreign-owned firms (6.1 percent) is significantly lower than that of
majority foreign-owned firms (25.3 percent). One reason is that export
participation ratio is significantly higher in the group of majority foreign-
owned firms (70 percent) than in the minority foreign owned firms (48
percent). Exporting is not the entire reason for majority foreign-owned
firms to be more productive. Recall the regression results reported in
Table 7.3, which show that when export participation is controlled for, the
effect of majority foreign ownership is still positive and statistically
significant.



Foreign competition 135

Table 7.5 TFP growth and foreign ownership

Majority Minority Non-foreign,
foreign-owned foreign-owned non-state-owned
TFP 1998 0.82 (1.81) 0.41 (0.82) 0.42 (1.06)
TFP 2000 1.11 (3.25) 0.37 (0.50) 0.43 (1.10)
TFP growth 253 (101.1) 6.1 (78.7) 1.4 (77.9)
Sales growth 49.5 (118.1) 16.0 (79.1) 14.7 (86.8)
TFP contribution 51% 38% 10%
R&D intensity 0.15 (2.15) 0.21 (1.64) 0.03 (0.14)
Exporting 70% 48% 19%
Number of firms 282 81 459

6 Industries and cities

The 822 firms in our sample belong to ten industries and five cities. In
Table 7.6 we report TFP growth of firms by industry and by city. In the
five manufacturing industries, the industry of vehicles and vehicle parts
had the highest TFP growth (24.5 percent) and TFP contribution (65
percent). This can be explained mainly by its high R&D intensity (0.39).
The electronic equipment industry and the electronic components industry
had low R&D intensities (0.03) but TFP growth around 14 percent. This
may be explained by the high exporting participation and majority foreign
ownership ratios, both above 40 percent. Despite 59 percent of the firms
were exporting and 37 percent of them were majority foreign-owned, the
industry of apparel and leather products had a TFP growth rate of only 7.9
percent, probably due to its very low R&D intensity (0.004). The relatively
low export participation ratio (36 percent) and majority foreign ownership
ratio (33 percent) may explain the relatively low TFP growth rate (4
percent) of the consumer product industry.

Not surprisingly, the five service industries had little exporting. Because
of government regulation, the service sectors did not have many majority
foreign-owned firms, especially in the communication service industry.
The information technology (IT) industry had the highest TFP growth
(18.8 percent) among the five service industries because of its high R&D
intensity (0.16). The communication service industry shows a negative
growth in both TFP and sales. It should be pointed out that our model
may not fit well with industries that are heavily regulated by the govern-
ment so caution should be taken in interpreting the results for such
industries.

Table 7.6 also reports results by city. Among the five cities in the
survey, Shanghai saw the highest average TFP growth (25.3 percent) and
TFP contribution (58 percent) in its firms. This is not surprising consider-
ing the average R&D intensity (0.28) of the sample firms from Shanghai,
which is significantly higher than that of the firms from other four cities.
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Shanghai also had the highest export participation ratio (62 percent) and
foreign majority ownership ratio (69 percent), which contributed to TFP
growth according to our model. Among the five cities Chengdu had the
lowest TFP growth rate (4.2 percent) and TFP contribution (18 percent).
This can be explained by the fact that Chengdu had the lowest export par-
ticipation ratio (19 percent) and foreign majority ownership ratio (6
percent) among the five cities. It is interesting to observe that although
Guangzhou had higher R&D intensity, higher export participation ratio,
and higher foreign majority ownership ratio than Tianjin, its TFP growth
was lower than that of Tianjin and its TFP contribution is even lower. This
suggests that there are unobserved city effects that contributed to vari-
ation in TFP growth across firms. Recall that we controlled for the city
effects in regression (3) of Table 7.3 and our analysis has been based on
that regression.

7 Conclusion

In this chapter we investigate the effects of international trade and foreign
direct investment on total factor productivity growth of Chinese firms. Our
investigation uses a sample of 822 non-state-owned Chinese firms from
five large cities, covering five manufacturing industries in which China has
a current or potential comparative advantage, and five service industries.
Using estimates from a growth regression, we obtain estimates of TFP
growth rates for these firms. We then examine if TFP growth is associated
with export status and foreign ownership of firms.

Our study yields two main findings. First, exporting enhances TFP
growth. In our sample, exporting firms had significantly higher TFP growth
rates than non-exporting firms. The contribution of TFP growth to output
growth was also significantly higher for exporting firms than for non-
exporting firms. We find evidence that the causality runs from exporting to
productivity. In the sample 37 firms were non-exporting firms in 1998 and
became exporting firms in the following two years. Their 1998 TFP level
was similar to other non-exporting firms but their 2000 TFP level was
significantly higher than the firms that remained non-exporting. The effect
of exporting on TFP growth remains positive and statistically significant
when we control for R&D intensity, foreign ownership, and unobserved
industry and city effects.

Second, we find that majority foreign ownership enhances TFP growth.
Majority foreign-owned firms had significantly higher TFP growth rates
than minority foreign-owned firms and non-foreign firms. One reason for
this link is that many majority foreign-owned firms are also exporting
firms. Our results show, however, that majority foreign ownership has a
positive effect on TFP growth even after controlling for the effects of
exporting. This finding supports the view that majority foreign ownership
facilitates transfer of foreign technology and hence enhances TFP growth.
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Notes

1 Almanac of China’s Foreign Economic Relations and Trade (2001: 579).

2 Almanac of China’s Foreign Economic Relations and Trade (2001: 581).

3 World Merchandise Trade by Region and Selected Economy (2001), World
Trade Organization.

4 Almanac of China’s Foreign Economic Relations and Trade (2001: 764).

5 See a recent literature survey by Zhang et al. (2003).

6 China Statistical Yearbook (2001: 403).

7 World Merchandise Trade by Region and Selected Economy (2001), World
Trade Organization.

8 We thank the World Bank and the Davidson Data Center & Network (DDCN)
for providing the data.

9 For more descriptions of the data, see Hallward-Driemeier et al. (2003).

10 All values are converted to 1998 value using the GDP deflator computed from
the China Statistical Yearbook (2001). The GDP deflator is 0.978 for 1999 and
0.986 for 2000, with 1998 as the base year. Notice that China experienced defla-
tion in 1999 and 2000 with respect to 1998. We use the book value of a firm’s
fixed assets as a proxy for its capital stock. The fixed assets cover buildings, pro-
duction machinery and equipment, office equipment, vehicles, etc.

11 This is a strong assumption and may cause biased estimates. An alternative
approach, developed by Gordon and Li (1995), allows the production function
to differ arbitrarily across firms. Preliminary estimation using the Gordon-Li
approach yields similar qualitative results. For this chapter we report only the
results from the conventional approach, which is widely used in productivity
study despite its limitation.

12 See Bernard and Jenson (1999) for a discussion of the causality between
exporting and productivity.
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8 The role of FDI in China’s export
performance

Kevin Honglin Zhang

China’s export boom has been accompanied by huge inflows of foreign
direct investment (FDI) since its opening-up in the late 1970s. As China
became the third largest exporting nation ($594 billion) in the world in
2004 from the thirty-second ($18 billion) in 1978, its FDI inflows rose from
zero to $61 billion in the same period, with the accumulated FDI being as
much as $560 billion by the end of 2004 (Figure 8.1 and Table 8.1). The
exports generated by foreign-invested enterprises (FIEs) in 2004 were
$339 billion, comprising 57 percent of China’s total exports. What role
does FDI play in China’s export expansion? How does FDI affect China’s
export performance? This chapter attempts to address the questions.
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Figure 8.1 Share of foreign-invested enterprise (FIEs) in China’s total export
(1980-2004) (sources: China Statistical Yearbook 2003 (SSB, 2004) and
China Foreign Economic Statistical Yearbook 1979-2003 (SSB,
1979-2003). The data for 2004 are taken from the official website of
China’s Ministry of Commerce (http://www.mofcom.gov.cn).
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FDI and exports in China 1980-2004

Figures 8.1 and 8.2 along with Table 8.1 show the growth of FDI, total
exports, exports generated by FIEs, and the share of exports by FIEs in
total exports in 1980-2004. The small amount of FDI in the early 1980s ini-
tially made a negligible contribution to China’s total exports. As late as
1985, six years after the passage of China’s foreign investment law and five
years after the establishment of special economic zones, the exports by
FIEs were only $297 million, barely over 1 percent of China’s total
exports. From that modest base they expanded dramatically, reaching
about 47 billion by 1995 (32 percent of total exports), and even almost
$339 billion in 2004, 57 percent of China’s total exports.

The dramatic rise of exports by FIEs is a result of the establishment of
an export-processing program, under which inputs and components
needed for the production of goods for exports were imported duty free,
with a minimum of administrative interference. This can be seen from the
fact that exports created by FIEs are predominantly products assembled
from imported parts and components. In addition, many Chinese firms
also produce processed exports using parts and components supplied by or
purchased from foreign firms. In fact, the total processed exports in 2003
were more than $242 billion, 55 percent of China’s exports (Table 8.2).

The fundamental factor behind the rise of exports by FIEs has been
related to China’s export-promotion regime in which FIEs operate under
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Figure 8.2 FDI and exports by foreign-invested enterprises (FIEs) (1980-2004)
(sources: China Statistical Yearbook 2003 (SSB, 2004) and China
Foreign Economic Statistical Yearbook 1979-2003 (SSB, 1979-2003).
The data for 2004 are taken from the official website of China’s Min-
istry of Commerce (http:/www.mofcom.gov.cn).
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an entirely different set of institutions and regulations from those applying
to most domestic enterprises. The most important of these institutions is
the duty-free processing of imported materials and components into
exports. Two types of the duty-free processing trade in China may be iden-
tified: processing materials and processing imports. The processing mater-
ials may take place under a contract in which a foreign business ships
materials to Chinese firms for processing or assembly and subsequent re-
export. In the second type of the duty-free trade (processing imports), fac-
tories in China import materials and organize production and then export.
FIEs (mainly joint ventures) account for the bulk of export value under
this arrangement (about 74 percent in 1995).

As shown in Table 8.2, export processing has grown rapidly along with
the growth of FIEs. In 1995 export processing accounted for half of all
exports and 90 percent of FIE exports. At the end of 2003, the national
processing exports rose more than three times of 1995 (from $74 billion to
$242 billion), constituting 55 percent of total exports. While the processing-
export share in FIE exports declined from 90 percent to 80 percent in
1995-2003, the value increased more than four times from $42 billion to
$190 billion, and the share in total processing exports rose from 57 percent
to 79 percent. Many export-processing arrangements are made between
Hong Kong firms and factories in China. Chinese factories import raw
materials and semi-manufactures, then export finished product after pro-
cessing and assembling (Naughton, 1996).

Conceptual framework of the FDI-export link

Theoretical positions on the FDI-export nexus can be very divergent.
Standard proposition of the neoclassical types suggest that FDI promotes
exports of host countries by: (a) augmenting domestic capital for exports;
(b) helping transfer of technology and new products for exports; (c) facili-
tating access to new and large foreign markets; and (d) providing training
for the local workforce and upgrading technical and management skills
(UNCTAD, 2002a).!

In a discussion of export-promoting effects of FDI, it is convenient to
divide export activities of foreign affiliates into three categories according
to production characteristics as follows: (a) Local raw materials process-
ing: foreign affiliates in host countries may have better export potential
than indigenous firms, because of their business contacts abroad, market-
ing skills, superior technology, both in product and processes, and greater
general know-how; (b) New labor-intensive final product exports: firms in
developing countries seeking to export usually lack such skills in the
design, packaging, distribution and servicing of the products as well as pro-
duction technology. FDI in which these skills are embodied thus may help
developing country exporters to enter the world markets through special
arrangements of links to final buyers; and (c¢) Labor-intensive processes
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and component specialization within vertically integrated international
industries: Exports of labor-intensive goods within vertically integrated
production obviously depend on the participation of multinational corpo-
rations (MNCs). Generally, these exports are thought of as intra-firm
trade, but a great part of them are arm’s-length transactions between
MNCs and indigenous host country firms (Zhang and Markusen, 1999).

Foreign affiliates can also promote host-country manufacturing exports
in several indirect ways. These include demonstration effects on local firms
(Haddad and Harrison, 1993), spillovers of new technologies and improve-
ment in competitiveness, and forward and backward linkages with foreign
affiliates (Din, 1994; UNCTAD, 2001).

Contributions of FDI to China’s export expansion

China has great potential to become a significant exporter of labor-inten-
sive products, such as textiles and other consumer goods. However, the
Chinese firms faced immense difficulties at the initial stage in setting up a
distribution network, keeping in close touch with rapid changes in con-
sumer tastes, mastering the technicalities of industrial norms and safety
standards, and building up a new product image. In many cases, the
design, packaging, distribution, and servicing of the products are as
important as the ability to produce them at, or below, ruling prices in
world markets. The lack of such skills constituted a key barrier for China
to enter the world markets.

The simulative effects of FDI on China’s exports mainly derive from
the additional capital, technology, and managerial know-how MNCs bring
with them, along with access to global, regional, and especially home-
country, markets. These resources and market access brought with FDI
have complemented China’s resources and capabilities and provided some
of the missing elements for greater competitiveness. China therefore has
built upon these to enter new export activities and improved its perform-
ance in existing ones.

FDI helps exports by investing capital in the exploitation of China’s
low-cost labor, especially in the 1980s, when domestic investment was
limited by financial constraints. Such FDI bridged the resource gap and
took the risk of developing new exports. The provision of additional
capital has been critical for China to build up its initial base of labor-
intensive manufacturing exports.

FDI provides China with competitive assets for export-oriented produc-
tion in technology-intensive and dynamic products in the world trade
(Zhang and Song, 2000). Such assets are often firm-specific, costly and dif-
ficult for the Chinese firms to acquire independently. The transfer of such
assets by foreign affiliates or non-equity partners in China through train-
ing, skills development, and knowledge diffusion opens up prospects for
further dissemination to other enterprises and the economy at large. Thus
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more firms (including domestic enterprises) can develop their exports and
the factors underlying competitiveness get rooted in the Chinese economy.

FDI promotes exports by facilitating China access to new and larger
markets. This involves foreign affiliates’ privileged access to not only
MNCs’ international production systems, but also MNCs’ intra-firm
markets and access at arm’s length to MNCs’ customers in global, regional
and home-country markets. Moreover, these links to world markets
extend to suppliers and other domestic firms. In addition, as happened in
the US, China also benefitted from the lobbying activities of MNCs in
their home countries for favorable treatment of exports from their affili-
ates abroad.

Export-oriented foreign affiliates provide training for the local work-
force and upgrade technical and managerial skills that benefit the Chinese
exports. This is especially true for export-oriented investments in
advanced technological capabilities. China has already attracted significant
MNC export activities at labor-intensive and low-technology levels. The
strategic challenge facing China is that its future competitiveness depends
on the host government’s ability to boost the human capital and techno-
logical infrastructure. In turn, MNCs feed benefits back into local skill and
technology systems, providing information, assistance, and contracts.

The positive role of FDI in China’s exports may be summarized in
terms of direct and indirect effects. The direct effects refer to exports by
foreign affiliates themselves. The spillovers of FDI on export activities of
local firms make up the indirect effects (Blomstrom et al., 2000;
UNCTAD, 2002a). The direct effects include the following four aspects:

1 Exports through processing and assembling: by processing com-
ponents and assembling in which domestic firms import unfinished and
intermediate goods, China became a dominant exporter of labor-
intensive products (toys, shoes, clothes, and sporting goods) and some
technology-intensive products (machinery and equipments, including
electronic circuits, automatic data-processing machines, and mobile
phones) (UNCTAD, 2002a). Generally, these exports are organized
by MNCs within vertically integrated international production
network (Markusen et al., 1996; Zhang, 2000). Most of the exports
created by FDI (80 percent in 2003 as indicated in Table 8.2) take
place in this form, which constitutes three-quarters of China’s total
processing-assembling exports (SSB, 2004). Table 8.3 shows the FIE
shares in selected exporting products in 1996 and 2000. Exports of
these goods by FIEs rose substantially in 19962000, and so did their
shares except toys and travel bags. FIEs played dominant role in
exporting such goods as electronic circuits, data processing, office
machines and related products, and mobile phones.

2 Exports through converting import-substituting industries: many
developing countries including China restrict imports of manufactur-
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Table 8.3 Shares of foreign-invested enterprises (FIEs) in selected exporting
goods in 1996 and 2000 ($ million)

Products Total exports Exports by FIEs

1996 2000 1996 2000

Value Value Value % Value %

Yarns and fabrics 4,547 5,900 1,107 24 1,677 28
Toys 5,473 8,293 2,494 46 3,699 45
Travel bags 2,653 3,767 1,192 45 1,406 37
Electronic circuits 996 4,105 781 78 3,817 93

Data processing, office

machines and related products 5,391 16,547 4,451 83 13,996 85
Mobile phone (transmitter-

receiver apparatus) 487 2,931 450 92 2,823 96

Source: Adapted from the World Investment Report 2002 (UNCTAD, 2002a).

ing products but may allow FDI in these sectors. With well-designed
policies, China started and increased exports of the import-substituting
products by combining its cheap labor with advanced technology
embodied in FDI (Zhang, 2005). This has been happening in home
appliances (TV sets, VCD, DVD players, cameras, refrigerators, and
washers) and the automobile industry.

3 Exports of new labor-intensive final products: the success of some
Chinese brand names of light consumer goods in entering world
markets is partly due to FDI providing links to final buyers, especially
in the US markets (Zhang, 2002, 2005).

4  Exports of local raw materials processing: in the processing of locally
produced raw materials, foreign affiliates may have better export
potential than indigenous firms, because of their business contacts
abroad, marketing skills, and superior technology, both in product and
processes, and greater general know-how. This is especially true in the
1980s, when the Chinese firms lacked these assets and FDI was the
only means, at least for the time being, of increasing exports.

FDI enhances as well China’s manufacturing exports through spillover
effects on local firms’ exporting activities. For instance, local firms increase
their exports by observing the export activities of foreign affiliates (“learn-
ing by watching”) and by making use of the infrastructure of transport,
communications, and financial services that develops to support those
activities. The second spillover effect involves the influence of FDI on the
competitiveness of domestic firms’ exports and the diffusion of new tech-
nologies. By bringing their advanced product-process technology, manage-
ment, and marketing competence, MNCs may increase competition in the
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Chinese markets and force local firms to adopt more efficient methods.
The third spillovers are related to the linkage between foreign and local
firms. If export-oriented foreign subsidiaries increase their purchase of
inputs from local firms as the subsidiary matures, China’s exports increase
(UNCTAD, 2001, 2002a).

Other contributions

In addition to contributing export volume, FDI helped in improving
China’s export-commodity structure through expanding exports in manu-
factures and high- and new-technological products (HNTP). Table 8.4 pre-
sents manufacturing shares in total exports and exports by FIEs over
1992-2000. In most years of the period, FIEs’ manufacturing shares are
over 92 percent of their total exports, while the national share in 1992 was
only 80 percent. In other words, almost all exporting goods by FIEs are
manufacturing, which speeds up the process of China’s transformation as
an exporter of industrial products. Among the manufacturing exports by
FIEs are machinery and electronics, which make up two-thirds of total
FIE export in 2003 (Table 8.5). From 1992 to 2003, China’s exports in
machinery-electronics rose by $207 billion (from $20 billion to $227
billion), 73 percent of the increase ($151 billion) comes from FIEs. In fact,
More than two-thirds (69 percent) of China’s machinery-electronics
exports in 2003 are created by FIEs, compared with the share of 31
percent in 1992.

The role of FDI in China’s HNTP exports is astonishing as well. As
indicated in Table 8.6, China’s exports of HNTP in 1996 were $12.7 billion
(8 percent of total exports), of which nearly 60 percent came from FIEs.
After seven years, the exports increased almost ten times, reaching $119.2

Table 8.4 Manufacturing shares in total exports and exports by foreign-invested
enterprises (FIEs) (1992-2000)

Year Total exports Exports by FIEs
Export value Manufacturing Export value Manufacturing
(8 billion) share (%) (8 billion) share (%)

1992 84.94 80.0 17.36 93.9

1993 91.76 81.8 25.24 92.7

1994 121.04 83.7 34.71 92.4

1995 148.77 85.6 46.88 93.6

1996 151.07 85.5 61.51 80.8

1997 182.79 86.9 74.90 81.0

1998 183.76 88.8 80.96 94.2

1999 194.93 89.8 88.63 94.1

2000 249.21 89.8 119.44 83.0

Source: China Foreign Economic Statistical Yearbook (SSB, 1993-2001).
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billion (27 percent of total exports). Most of the increase (79 percent or
$84 billion) is generated by FIEs, and the FIE share is 77 percent. One
may conclude that China’s HNTP exports are mainly driven by FDI.

Foreign-invested enterprises tend to export more and grow faster than
domestic enterprises. Table 8.7 shows the export propensity of industrial
products by FIEs and domestic firms. In 1996, export propensity (defined
as the export share in total output) of domestic firms was 8.5 percent, one-
fifth of that for FIEs (42 percent). Although the domestic firms expanded
their exports over time, the propensity (14 percent in 2002) was much
lower than that for FIEs (43 percent). In fact, FIEs’ export propensity was
three times that of domestic firms in 2002. Moreover, FIE exports grow
much faster than exports by domestic firms (Figure 8.3). Over the period
of 1993-2004, the increase in exports for FIEs is larger than that for
domestic firms for most years, and the gap has even become bigger since
2001, when China entered World Trade Organization.

Some negative effects of FDI

Some negative effects are associated with FDI as well on China’s export
performance. In particular, depending on multinational corporations in
promoting exports brings its own risks for China. Four problems have
emerged: (i) unusually low local value-added in foreign affiliate exports;
(i) FDI's hindering China from industrial upgrading and moving up in
dynamic comparative advantage; (iii) possible relocation of export-
oriented FDI away from China; and (iv) relatively high costs of attracting
and keeping export-oriented foreign affiliates.

Table 8.7 Export propensity of industrial output by domestic and foreign-invested
enterprises (FIEs) (1996-2002)

Year Domestic enterprises Foreign-invested enterprises
Total output Export Total output Export
(RMB billion) share (%) (RMB billion) share (%)
1996 8,747.8 8.50 1,211.7 42.13
1997 9,933.4 9.01 1,439.9 43.17
1998 10,129.8 8.43 1,775.0 37.86
1999 10,603.3 8.32 2,007.8 36.64
2000 6,220.9 13.87 2,346.4 42.25
2001 6,822.8 13.70 2,722.1 40.41
2002 7,831.7 13.96 3,245.9 43.31

Sources: China Statistical Yearbook (SSB, 2004); China Foreign Economic Statistical Year-
book (SSB, 1997-2003).

Note
The total output by domestic enterprises for years after 1999 is recorded in a different mea-
surement from that in previous years.
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Figure 8.3 Annual changes in exports by foreign-invested enterprises (FIEs) and
by domestic firms (1981-2004) (sources: China Statistical Yearbook 2003
(SSB, 2004) and China Foreign Economic Statistical Yearbook
1979-2003 (SSB, 1979-2003). The data for 2004 are taken from the
official website of China’s Ministry of Commerce (http://www.
mofcom.gov.cn).

Figure 8.4 shows a trade deficit of foreign-invested enterprises until
1997 and modest surplus after that year. This suggests that the trade-
related benefits of FDI for China are quite limited because of the high
import content. In other words, multinational corporations seem just to
take advantage of China’s cheap labor for simple processing and assem-
bling work, leaving a small part of value-added in China.? Profits earned
by FIEs exceed their exports surplus by a wide margin (UNCTAD,
2002b). China’s export surplus (at least until 997) is generated by nation
firms, rather than high import-content FIEs. An informative example is
given in Table 8.8. A globe with some educational functions made in
China is sold in the US for $88, but the value added within China is only
$20, and the factory that makes the globe receives only $15 for each globe
(17 percent of the total value).

Multinational corporations are more interested in focusing solely on the
static comparative advantages of China. While this might resolve some of
the short-term efficiency-related problems of MNCs, a number of the
benefits that can be associated with export-oriented foreign affiliates may
fail to materialize in China. In particular, dynamic comparative advantages
may not be developed, local value-added may not be increased, and affili-
ates may not embed themselves in the local economy by building linkages
to the domestic entrepreneurial community, by further developing labor
skills, or by introducing more complex technologies.
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Figure 8.4 Trade balance of foreign-invested enterprises (FIEs) (1980-2004)
(sources: China Statistical Yearbook 2003 (SSB, 2004) and China
Foreign Economic Statistical Yearbook 1979-2003 (SSB, 1979-2003).
The data for 2004 are taken from the official website of China’s Min-
istry of Commerce (http://www.mofcom.gov.cn).

Table 8.8 Distribution of value-added in the production chain: the case of the

globe

Value-added ($)  Share
A US company designing the globe 28.00 31.82
A US retail store selling the globe 20.00 22.73
A Hong Kong company taking the order from the US  20.00 22.73
A Chinese trading company taking the order from 5.00 5.68

Hong Kong

A Chinese factory producing the globe 15.00 17.04
Price of the globe sold in US 88.00 100.00

Source: What We Should Know About America? (Zhang, 2002).

Foreign affiliates can leave China when conditions change and profit
prospects are affected. Usually export-oriented FDI activities are particu-
larly sensitive to changes in the cost of production, market access, regula-
tory conditions, or perceptions of risks. If relocation of foreign affiliates
occurs with little warning, China can face serious problems. Over time,
there is also a risk of relocation of labor-intensive production to lower-cost
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sites (for example, Indian, Pakistan, Bangladesh, and some countries in
Africa), as the wage level increases with income growth. Although the
ability of multinational corporations to switch locations diminishes with
the technology intensity of exports for the poorer host economies, it repre-
sents a serious problem requiring policy attention.

China also has a risk in attracting export-oriented FDI (for which inter-
national competition is particularly strong) through incentives and by low-
ering labor standards, environmental standards, or other economic or
social standards. This can lead to a race to the top as far as incentives are
concerned and a race to the bottom in terms of social benefits for workers
and the economy as a whole. In addition, if all developing countries aim at
exporting the same products at the same time, most of them including
China may well be worse off.

Conclusion

Export promotion through FDI has been one of the key reasons for the
government’s desire to attract FDI. FDI can help to channel capital into
industries that have the potential to compete internationally, and the
global linkages of MNCs can facilitate their access to foreign markets. In
addition to exports that are generated directly by foreign affiliates, FDI
can also promote exports through the teaching of proper marketing strat-
egies, methods, procedures, and channels of distribution. Given that the
absolute volume of China’s total exports has also been increasing substan-
tially, China’s effort on attracting FDI has proved a remarkable achieve-
ment.

China’s success in promoting exports through FDI reported here might
be somewhat special due to its unique advantage over other developing
countries in bargaining with multinational corporations. While FDI has
potential in helping host countries’ exports, the benefits do not accrue
automatically or evenly across countries. National policies and host
government bargaining power relative to multinational corporations
matter for attracting export-oriented FDI and for reaping its full benefits
for exports. China’s unique advantages in sheer size, strong centralized
government, large number of rich overseas Chinese who set up most of the
export-oriented affiliates, and well-designed FDI strategy, have provided it
with negotiating power to minimize the adverse effects and realize positive
effects of FDI.

In the post-WTO-entry period, China needs to pay special attention not
only to attracting export-oriented FDI activities, which are the basis for
benefitting from them. It also needs to pursue active policies to increase
the benefits from export-oriented FDI activities once it has attracted them.
The trade balance is relevant here, but particular attention needs to be
given to upgrading of the export-oriented production.
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Notes

1 On the other hand, however, the radical, neo-Marxist or left-leaning positions
suggest that FDI may (a) lower or replace domestic savings and investment; (b)
transfer technologies that are low level or inappropriate for the host country’s
factor proportions; (c) target primarily the host country’s domestic market and
thus not increase exports; (d) inhibit the expansion of indigenous firms that
might become exporters; and (e) not help developing the host country’s
dynamic comparative advantages by focusing solely on local cheap labor and
raw materials. Caves (1996) and Helleiner (1989) provide detailed discussion
and a survey on the topic.

2 The reality is, however, more complex. A closer examination of the composition
of FIE imports reveals that a significant proportion consists of capital goods,
such as machinery and related equipment, to create or expand and upgrade pro-
duction capacity in affiliates. The share of such imports was high (23-39 percent)
during the period 1992-1997 (SSB, 2003). Moreover, since 1994, the deficits
have decreased and turned to surplus in 1998. This may be a sign of rising value-
added within China.
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9 China’s increasing openness
Threat or opportunity?

Ramesh B. Adhikari and Yongzheng Yang

Introduction

China’s increasing openness has caused considerable concerns in the rest
of the world. These concerns have been exacerbated by China’s recent
accession to the World Trade Organization (WTO) and its recently signed
free trade agreement with the Association of South-East Asian Nations
(ASEAN). Many developing countries, especially those in Asia, fear that
competitive manufactures from China will not only flood their domestic
markets, but also replace their exports in third country markets, especially
in industrial countries. As China becomes increasingly attractive to foreign
direct investment (FDI) with its WTO accession, these developing coun-
tries also fear that FDI may be further diverted away from them, in addi-
tion to luring their domestic investors away from home.

This chapter examines these two questions based on a growing body of
research on China’s integration with the global economy. We argue that
given China’s sheer size, its growing openness is bound to cause some dis-
location in some developing countries in the short to medium terms, but it
also provides tremendous opportunities for exports and investment from
other developing countries, especially in the long run. Further inflows of
FDI to China will likely grow at a moderate pace and are unlikely to cause
large diversions away from other developing countries. Overall, China’s
increasing openness should benefit the rest of the world in the long run
despite the adjustment pressure it will generate in the short to medium
term.

China’s increasing openness

Pre-WTO reforms

China’s pre-WTO policy reforms included dismantling central planning,
establishing border protection, decentralizing and liberalizing trade, relax-
ing foreign exchange controls, reducing exchange rate distortions, and
removing anti-export biases in the trade regime (Adhikari and Yang, 2002;
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Table 9.1 Simple average tariff rates in China,
selected years (1982-2002) (in percent)

Year Tariff
1982 55.6
1985 433
1988 43.7
1991 441
1992 42.9
1993 39.9
1994 36.3
1996 23.6
1997 17.6
1998 17.5
2000 16.4
2001 14.0
2002 12.7

Sources: Yang (2003), which in turn is based on
Tanchovichina and Martin (2001), Lardy (2002), and IMF
staff estimates.

Suppachai and Clifford, 2002). The simple average tariff has been falling
consistently from 42.9 percent in 1992 to a low of 12.7 percent in 2002
(Table 9.1). These policy reforms led to a rapid expansion of external
trade. The value of trade has exceeded 40 percent of GDP since the late
1990s, as opposed to 10 percent in 1978, when reforms began. China has
also attracted large FDI inflows since it introduced its first law on joint
ventures in 1979. Annual FDI inflows now account for about 10 percent of
total gross investment.

Further reforms — the WT'O commitments

China has made strong commitments to opening its markets and to com-
plying with WTO rules, providing unprecedented opportunities for
exports from its trading partners (Table 9.2).! China is also expected to
further expand its exports of labor-intensive goods, increasing the
competitive pressure on its trading partners with similar export structures.
China’s opening up of its domestic markets is expected to attract more
FDI from Asia as well as from other parts of the world.

China-ASEAN FTA

China and ASEAN have signed an agreement to establish a free trade
area (FTA) between them within a decade. This agreement has the
potential to create an FTA of more than $2 trillion GDP, with 30 percent
of the world’s population (1.7 billion). Although initially focusing on
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Table 9.2 Summary of China’s WTO commitments

Industries

Key commitments

Agriculture

Industrial goods

Automobiles

Banking

Insurance

Securities

Distribution

Accounting firms

Telecommunications

State trading and
trading rights

Rules on Chinese
exports

Farm subsidy — 8.5% of value of domestic production.
Eliminate export subsidies. Average bound tariff down to
15% (1-3% in-quota rate and up to 65% above-quota rate
on cereals), further reductions mostly by 2004.

Average bound tariff down to 8.9% (highest 47% on
photo films).

Import tariffs on automobiles to 25% by mid-2006 from
current 80-100%. Restrictions on category, type and
model of vehicles produced to be lifted in two years.
Foreign bank local currency business: with local corporate
identities within two years after accession, with local
residents five years. Geographic restrictions on foreign
banking business to be lifted over five years.

Foreign ownership: 50% of life-insurance and 100% of
non-life insurance (property/casualty);
geographic/business restrictions will be gradually phased
out.

Minority foreign-owned joint ventures in fund
management industry. Foreign ownership up to 49% in
five years.

Foreign companies are allowed to set up joint ventures
within two years after accession with majority ownership
and without geographic restrictions, with exceptions for a
few products.

Foreign accountants who pass China’s registered
accountant tests can enjoy national treatment in setting up
accounting firms (joint ventures).

Foreign company stakes: 25% in mobile phone, up to 35%
in one year and 49% after three years; area restriction will
be lifted after five years.

State trading will continue in cereals, tobacco,

fuels, and minerals. All enterprises will be free to import
or export after three years.

Transitional safeguard mechanism against import

surges for 12 years. Antidumping procedures based non-
market economy rules for 15 years. Textile and clothing
quotas to be removed at the beginning of 2005, but a
special safeguard remains valid until the end of 2008.

Source: Authors’ compilation from WTO documents.

merchandise trade, the FTA may eventually cover other key areas such as
information technology, human resources, direct investments, and the
development of the Mekong River basin. It is designed to tap complemen-
tarities among the participants and promote intra-regional trade and eco-
nomic cooperation (OAPP, 2001).
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Implications of China’s increasing openness

Overall impact

Recent studies consistently show that China’s WTO accession will benefit
the global economy; China and industrial countries will benefit the most,
and some developing countries that directly compete with China may lose
(Ianchovichina and Martin, 2001; Wang, 2001; Lardy, 2002; Li, 2003;
Roland-Holst et al., 2003).> However, there is considerable uncertainty
about the timing, magnitude, and the duration of these effects. These
studies tend to focus on short- to medium-term effects of tariff reductions;
they generally do not take into account the potential effects of further
reforms of domestic policies for WTO compliance, the opening up of the
services sector, or possible long-term, dynamic effects (such as productiv-
ity improvements). Figures 9.1-9.3 (adopted from Asian Development
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Figure 9.1 Growth of East Asian exports to China.
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Figure 9.2 Growth rate of ASEAN-5 exports to the PRC.
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Figure 9.3 Share of ASEAN-5 exports to the PRC.

Bank (2003)) show that the growth of exports from East Asian and
ASEAN countries has accelerated after China’s WTO accession in
December 2001, confirming the positive impact of Chinese liberalization.

Impact on ASEAN countries

There has been a general perception that ASEAN goods have a 20-30
percent cost disadvantage against Chinese goods (Ramli, 2002). It is feared
that the China—ASEAN FTA would adversely affect local industries and
employment in ASEAN countries. However, the ASEAN-China FTA
would also mean opening up of China’s huge domestic market for
ASEAN goods. Thus, the ensuing trade policy and strategic concern
should be how to export more to China under the FTA, rather than trying
to protect inefficient domestic industries. At the same time, ASEAN and
China should continue to pursue unilateral and multilateral trade liberal-
ization to minimize the trade diversion effect of the ASEAN-China FTA.

It is important to emphasize that China cannot be competitive in every-
thing. There is considerable complementarity between China and ASEAN
countries. Some ASEAN countries are well positioned to provide China
with competitive manufactured goods (e.g. intermediate inputs), and
others can become large suppliers to China of commodities. In general,
ASEAN countries, particularly those having comparative advantage in
agriculture, natural resources, and high-tech goods are likely to benefit the
most from the FTA with China, as long as they keep their most-favored-
nation tariffs low.

The China-ASEAN FTA has the potential to influence trade and eco-
nomic groupings in the region, including East, Central, and South Asia. As
trade between ASEAN and China expands, other regional economies and
groupings in Asia are likely to seek an FTA with ASEAN and strengthen
their economic relationships with China to avoid being disadvantaged.
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This may help improve regional security as well as lead to greater eco-
nomic cooperation among the key regional players, particularly Japan,
China, India, Korea, and ASEAN.

Will China remain a price-maker for labor-intensive goods?

China has an abundant supply of unskilled labor. Further reforms of state-
owned enterprises and agriculture will result in additional effective supply
of labor. The large pool of surplus labor in the vast undeveloped west
China will also help keep wages low in China. Thus, China will remain
competitive in labor-intensive exports in a foreseeable future. In fact, in
some industries, China’s competitiveness will increase after its WTO
accession. In the past, some of China’s most competitive exports, particu-
larly textiles and clothing, were subjected to various restrictions in over-
seas markets. Many of these restrictions will be phased out as a result of
China’s WTO accession. Developing countries that also specialize in these
products will be under increasing pressure from Chinese exporters.
However, as most restrictions on Chinese exports will be phased out only
gradually, developing countries should take this opportunity to restructure
their industries and enhance their export competitiveness (Adhikari,
2001).

China is, however, likely to have a stronger hold in more skill- and
capital-intensive goods over time, e.g., semi-conductors. So far, the FDI-
driven assembling-type industries have specialized in low value added
products. As China’s human and technological base develops, it is likely
that China will move up along the value added chain. This should leave
more room for low-income developing countries, such as South Asian
countries and poorer ASEAN countries, to expand their labor-intensive
exports.

In this context, it is important to note that so far Asian developing
countries have generally adjusted well to China’s emergence. They have
begun to differentiate their exports from Chinese products. For example,
while China’s exports to the US market are largely wearing apparel,
footwear and household goods, followed by semiconductors and related
goods, NIEs’ exports are primarily semi-conductors, followed by apparel,
footwear, and household goods. ASEAN-4 exports are broadly similar to
China, but they seem to be moving away from apparel, footwear, and
household goods to semiconductors and/or related goods (Fernald et al.,
1999; Loungani, 2000). Poorer ASEAN (such as Vietnam and Cambodia)
and South Asian countries are gaining competitiveness in very labor-inten-
sive products, such as textiles and clothing.

Thus, China does not always compete with other countries in the region
even when the latter have similar factor endowments. For example, China
and India are broadly similar in terms of underlying sources of compara-
tive advantage. They compete on some export markets, but they also com-
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pliment bilaterally. According to the IMF Direction of Trade Statistics,
China’s trade with India more than quadrupled between 1995 and 2002,
with India’s exports to China increasing more than fivefold during the
period. Potential for further trade growth with South Asia is large with
China’s increased openness and ongoing trade reforms in South Asia.

China has established itself as a formidable competitor in export
markets largely based on productivity improvement (OAAP, 2002a).
From 1997 to 2000, Chinese exports to the US increased from 20 percent
of Asia’s total to 24 percent, while ASEAN’s share declined slightly. In
particular, ASEAN’s market share in unskilled labor-intensive goods like
clothing and household goods is decreasing (Kwan, 2002). The key issue
for ASEAN countries is not so much China’s increasing competition,
rather, it is their domestic policy that is critical to facilitate structural
changes and increase their competitiveness in exports that are not in direct
competition with Chinese products.

Will there be FDI diversion at the expense of other developing
countries?

China has the world’s third largest stock of FDI, after the US and the UK
(OAAP 2002b). After attracting a total $47 billion in 2001, China’s annual
FDI inflows exceeded $50 billion in 2002 and 2003, taking an increasing
share of FDI inflows to Asia.> WTO membership will continue to boost
investor confidence in the country’s economic prospects and business
environment. Foreign firms are attracted by China’s high GDP growth;
growing demand for consumer goods; an increasingly skilled and educated
workforce; improved infrastructure; and a more predictable business
environment. Since the early 1980s China has drawn significant investment
from regional conglomerates as well (OAAP, 2002a). ASEAN policy-
makers would prefer to keep such investment at home. Moreover, FDI
flows into ASEAN countries are increasingly in the form of mergers and
acquisitions, compared with “greenfield” (new) investment in China.
While China’s increasing openness may raise the cost for other develop-
ing countries to attract FDI, it also represents a window of opportunity for
foreign investors, including those from other developing countries (Prasad
and Rumbaugh, 2003; Rumbaugh and Blancher, 2004). For example, the
services sector will provide many opportunities in the future, particularly
in banking, insurance, distribution, telecommunications, and professional
services. Restructuring of manufacturing (e.g. machine tools, electrical
equipment, information technology, pharmaceuticals, and biotech) will
need foreign capital, technology, and managerial skills. India, for example,
has begun to invest in China’s information technology industry and
increased its exports of computer software to China. Technology exporters
are likely to gain in manufacturing as well as farming (Japan, the EU, and
the US). So are energy suppliers (e.g. Indonesia and some Pacific Island
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countries, in addition to OPEC countries) and cereals exporters (e.g. Thai-
land, Vietnam, Australia, and the US). In this context, it is worth noting
that China’s increasing import demand for commodities, such as petro-
leum and steel, has begun to push up world prices of these commodities.

The pattern of FDI inflows in China is likely to change from the past.
Inflows in China’s protected manufacturing industries are likely to slow,
while investment in services industries is expected to pick up. Even in ser-
vices industries, the gradual phasing out of restrictions will moderate the
pace of investment inflow. Overall, FDI inflows to China will increase, but
unlikely dramatically. It is also important to remember that in competition
for attracting FDI, China does not have advantage versus other Asian
developing countries in every aspect. For example, it will probably take
China a long time to catch up with some ASEAN countries in the areas of
banking and legal institutions.

When it comes to FDI, it is important to note that China is also a larger
investor overseas, and its FDI outflows are expected to grow further (OAAP,
2002b). By the first half of 2001, Chinese companies had set up 6,439 firms in
160 countries and committed to investing 7.7 billion dollars in projects in
trade, natural resources exploration, transportation, labor services, and agri-
culture (OAAP, 2002b). Many Chinese companies are investing more over-
seas to bypass quotas and other trade barriers, secure the supply of raw
materials, and gain access to foreign technology. In many cases, Chinese
investors use manufacturing equipment as equity to form joint ventures with
local partners, which usually provide land and infrastructure.

Will China be able to comply with the WT'O commitments?

Foreign investors will watch closely how China will implement its WTO
comments, especially in the areas of market access in services, the legal
framework, the judiciary system, and accounting and auditing practices.
These pose difficult challenges to the Chinese government. Enterprises,
urban workers, professionals, and farmers will also have to adjust to new
economic circumstances. The government’s nature and role will have to
change. Outdated regulations and laws will have to be abolished or
revised, and new ones will have to be introduced to improve consistency
and transparency.* These are daunting tasks given China’s size. Based on
the past record on structural adjustment, however, there is a good chance
that China will continue to make progress in compliance with its WTO
commitments (OECD, 2002).

Conclusion

It is important to bear in mind that China’s opening up has been going on
for more than two decades; developing countries have in general benefit-
ted from this process. China’s WTO accession was just an extension of this
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long-term process and should further benefit both industrialized and
developing countries. In addition, China’s WTO accession has been
designed to be gradual and less disruptive to itself and other member
countries. This is reflected in the phased-in approach to market access to
China and its partner countries, buttressed by safeguard measures, even
though some of them are discriminatory against China and are likely to
damage the interest of countries that invoke such measures.

The emergence of any large economy of China’s size will inevitably
have significant implications for world production, trade and investment,
and hence employment.’ China’s increasing openness will pose challenges
to other developing countries. To meet these challenges, they must
restructure their industries and enhance their export competitiveness
where they have comparative advantage, and exploit new opportunities in
China’s increasingly open market. China’s opening up is not a zero-sum
game; it will provide unprecedented market opportunities for its trading
partners as well as increased competition in the world market.

China itself also has enormous tasks ahead for further reform. China
needs to reform its banking system, restructure state-owned enterprises
and farm businesses, establish a viable social security system, and develop
its western regions. In the long run, the real competition between China
and other developing countries lies in the pace of domestic reform. What
will happen in trade and foreign direct investment will be simply an
outcome of that competition.

Notes

1 For further details, see Lardy (2002) and Suppachai and Clifford (2002).

2 The estimated losses for these countries are largely attributed to the elimination
of quotas on Chinese textile and clothing exports, which tend to replace prod-
ucts from less competitive exporting countries (Yang, 2003). Without this one-
off impact, China’s increasing openness is more likely to benefit other
developing countries, as was the case historically (Yang and Vine, 2000).

3 Including Hong Kong, China now takes 70 percent of all FDI in Asia (OAAP,
2002b).

4 The State Council abolished 221 laws before and around China’s WTO acces-
sion, but more needs to be done under the country’s WTO commitments.

5 Based on 2000 data, China is the sixth largest market (GDP); seventh leading
exporter and eighth largest importer of merchandise trade; also tenth leading
importer and twelfth leading exporter of services.
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10 China’s position and role in the
WTO

Xinquan Tu

Since China applied for membership of the World Trade Organization
(WTO) in 1986 there have been many concerns about its future position
and role in the WTO. The reason for these concerns is that although China
is a developing country, it is also a large and fast growing economy. What
position would China take in the WTO? What role could China play in the
WTO? The size and dynamics of the Chinese economy make China’s
entry to the WTO different from that of any new members in past
decades.

This chapter analyzes China’s position and role in the WTO. It is clear
that any country joining the WTO does so to maximize national interests
through membership. The position and role played by a country depends
primarily on its economic (and political) characteristics. In the case of
China, its developing country status is obvious, but this does not mean it
would oppose developed country members. Based on an analysis of
China’s trading conditions and its international historical performance, we
conclude that China is likely to support developing members as well as
cooperate with developed members in further trade liberalization within
the WTO framework.

China as a large open developing country

China’s situation is very complicated, in that many contradicting features
coexist, thus it is not easy to set a simple standard for positioning China.
Here we attempt to use income level (GDP per capita) and country size
(GDP) to evaluate China, which is an important consideration in defining
China’s role and strategy in the WTO.

China as a developing country

China’s status as a developing country took center stage during its acces-
sion negotiations. This debate was provoked mainly by the US for the
purpose of its own interests. However, China as a developing country has
changed very little in a long period of time.
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The essential and distinct index weighing one country’s economic level
is GNP per capita. As shown in the world development report released by
the World Bank (2003), the GNP per capita of China in 2001, the year of
China’s accession is $890 (see Table 10.1), accounts for 2.55 percent of the
US, 2.47 percent of Japan, 12.8 percent of Argentina, 29 percent of Brazil,
and 17.3 percent of the world average. According to the PPP method,
however, GNP per capita for China in 2001 was $4,260, accounting for 12.2
percent of the US, 15.5 percent of Japan, 36.4 percent of Argentina, 57.2
percent of Brazil, and 56.3 percent of the world average. In view of the cri-
teria set by the World Bank, China is slightly higher than India among the
large countries. In recent years, there has been a wave among western
scholars of doubting the viability of China’s economic statistics.! Lardy
(2002) held that the real development of China was apparently lower than
what was published officially in the past two decades. In light of their esti-
mation, China’s economic development level should be even lower, which
further proves China is indeed a developing country. The Strategy
Research Team of DRC (2001) concluded that China is still in the process
of industrialization and modernization, and there is some considerable dis-
tance to go before it achieves developed country status, after a thorough
review of its developmental stage at the beginning of the twenty-first
century in terms of the following eight aspects: GDP per capita, structure
and quality of input factors, output structure, occupation structure, con-
sumption patterns, income-allocation structure, urbanization and educa-
tion level, trade patterns.

In fact, there is no need to prove China’s status as a developing country.
What this chapter is concerned with is how a country’s economic level can
decide its attitude to multilateral trading. During the evolution of the

Table 10.1 GNP per capita of major economies, 2001 (US$)

Economy GNP per capita PPP GNP per capita
2001 Rank in the world 2002 Rank in the world

Japan 35,990 4 27,430 13

US 34,870 7 34,870 3
Argentina 6,960 52 11,690 50
Brazil 3,060 89 7,450 81
Russia 1,750 107 8,660 79
China 890 138 4,260 121

India 460 161 2,450 149

Low income 1,240 - 5,020 -

Middle income 1,850 - 5,710 -

High income 26,710 - 27,680 -

World average 5,140 - 7,570 -

Source: World Development Report 2003 (World Bank, 2003).
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GATT/WTO, there has always been friction and conflict between develop-
ing and developed countries. Developed countries like the US, EU, and
Japan generally have a positive attitude towards multilateral trading in
spite of certain differences. Developing countries such as India keep
looking with suspicion at the WTO, which was considered to be a tool for
the US to establish its global economic hegemony (Srinivassan and Ten-
dulkar, 2003). How then could China understand and participate in a mul-
tilateral trading system as a developing country?

The GATT/WTO by nature is a tool created by the US to realize its
global political and economic interests, whereas the remaining countries
take part in it for their own economic interests. It is understandable for
developing countries to approach the multilateral trading system with dis-
trust when the long colonial history of domination is taken into account.
However, it doesn’t mean their choice to be an onlooker is correct. The
case is that developing countries cannot develop without cooperation from
those that are already developed. An international division of labor and
exchange are absolutely essential for industrialization and modernization,
while self-closeness leads to a dead end, as demonstrated in India. As an
Indian-born economist Bhagwati (2000) points out, that what was reck-
oned in the past — that developing countries were in need of different
policy frameworks and special exemptions such as trade restriction to
meet the balance of BOP and also exemptions from removing trade bar-
riers in reciprocal trade — is now believed to be like cutting off their nose
to spite their face.

The GATT/WTO set reciprocity as a fundamental principle, i.e. no pay,
no gain. Developing countries managed to use morality to achieve non-
reciprocal preferential treatment in the GATT, which were actually still
reciprocal in essence. Because developed countries gave preferential treat-
ment on the basis of their own interests and didn’t lower their trade bar-
riers to developing countries on certain sensitive products given that
developing countries didn’t make substantial market access. The case in
point is agricultural products as well as textiles and apparel where
developed countries kept holding high trade protectionism outside the
GATT package. Even after the Uruguay round, tariffs and other trade
barriers remained high in developed countries for imports from develop-
ing ones. For instance, products worth $26 billion exported from develop-
ing countries to the rest of the world were levied more than 50 percent in
1999, which made the real export volume to the Quad countries just $5
billion, compared with $21 billion to developing countries. Moreover,
there’s no preferential treatment in developed countries for sensitive
products (World Bank, 2001).

What developing countries got from their morality was merely moral
comfort and psychological satisfaction (Zhang, 2001). It was naive of them
to expect mercy from developed countries. Taking part in a multinational
trading system is to some extent essential for developing countries as it is
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the only access to foreign markets. On the other hand, developing coun-
tries’ transformation and reconsideration in their development strategies
in the 1980s were based on the basic economic laws. Trade liberalization
would make their dreams come true. However, developing countries held
that trade liberalization should be in accordance with their economic
developmental levels. Free trade was neither unconditionally accepted by
developed countries from the very beginning but anti-free trade was more
prevalent (Yu, 1997). But now developed countries were constantly asking
developing ones to progressively open up their markets. The competing
nature of trade liberalization between developed and developing countries
means it will last for a long time, and this has already been reflected by the
failure of the Seattle Ministerial and the Cancun Ministerial.

China’s attitude towards trade liberalization is similar to those of other
developing countries, and this has been reflected by the minimum conces-
sions tactics used during its accession negotiation (Sheng, 2002). This
ensures that China will stand together with other developing countries in
the WTO, and not only ask developed countries to carry out the Uruguay
Round agreements and offer developing countries more flexibility in
enforcing TRIPS, but also ensure that steps are taken to enlarge market
access for developing countries’ special products and improve the WTO’s
decision-making mechanism thus making it more transparent. China used
to redress the scales for developing countries in world affairs as it held it
was a member of them (Economy and Oksenberg, 1998). Excusing itself
from G8 suggested that China was quite aware that it was still a develop-
ing country.? When it comes to conflict between developing and developed
countries, China will continue trying to make the WTO offer developing
countries more help. Cooperation with other developing countries is quite
crucial in order for China to play its full role in the WTO.

China as a large fast growing economy

The US taking China as a developed country blurred the concepts of eco-
nomic scale and developmental level. Although China has a rather back-
ward developing level, it has never denied that it is a large country. A huge
population and a vast territory destined China to play an important role
on the world stage of politics and economy. In 2001, the population of
China’s mainland was as much as 1.5 times that of G8, consisting of US,
England, Canada, Japan, France, German, Italy, and Russia. Its sheer size
has enabled it to participate fully in international organizations such as
the UN.

As discussed earlier, GDP is a good indicator of economic levels. In
2001, China was already in the top six in terms of exchange rate GDP in
the world. In terms of PPP GDP, China was the second largest economy
after the US (Table 10.2). From 1979 to 1999, China’s actual GDP rate
was higher than the world, the US and the developed countries by
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Table 10.2 Top six countries in GDP and GDP (PPP) in 2001

Rank Country GDP Rank Country GDP (PPP)
1 UsS 99,007 1 UsS 99,020
2 Japan 45,742 2 China 54,150
3 Germany 19,480 3 Japan 34,870
4 UK 14,514 4 India 25,300
5 France 13,774 5 Germany 20,980
6 China 11,310 6 France 14,950

Source: World Development Report 2003 (World Bank, 2003).

6.13 percent, 6.90 percent, and 7.03 percent respectively. According to a
Goldman Sachs’s research reporting in 2003, China is not only likely to
surpass German exchange-rate GDP in the next four years, but also to
overtake Japan in 2015, and to exceed the US in 2039. Lin et al. (1999)
have a different view on China’s economic development suggesting that:
“If China can maintain its rapid growth, it will become the world’s largest
economy in the first half of the 21st century.”

Though the function of international institution tends to be of more
importance in international economic relationships, a country’s actual
strength remains the number one factor in deciding its negotiation power.
A large GDP reflects a large domestic market, therefore it has the power
to bargain with other countries in market access negations. Moreover, to
exert a stronger influence in the WTO, a country’s position in foreign
trade and international investment is also an important decisive factor. As
shown in Tables 10.3 and 10.4, in 2003 China ranked among the fourth
biggest trading countries in terms of imports and exports. More crucially
China had the fastest development among the top five countries during
this period with its increase in both exports and imports surpassing 30
percent. Despite with a less-developed service industry, which accounted
for less than 32.3 percent of its national economy,” China had already
nudged into the top five for service trade, and similarly with the fastest
development rate. Meanwhile, China was also among the countries that
absorbed the most foreign direct investment (FDI). In 2002, it actually
attracted $52.7 billion in FDI, ranking second in the world, which is nearly
the same was the total amount of FDI being used in Latin America (56
billion dollars).* And China has ranked first among developing countries
for ten years. In 2003, China’s foreign direct investment continued to rise,
and amounted to 53.5 billion dollars, while the utilization of foreign invest-
ment by contract increased to $115.1 billion. By the end of 2003, the
number of accumulated authorized foreign investment corporations had
reached 465,277, with $943 billion of FDI contracts and $501 billion of
realized FDI°> No wonder Panagaria (2000) suggested that in the new
round of negotiations developing countries should not discuss FDI until
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China’s accession to the WTO, because China is the biggest country utiliz-
ing FDI among developing countries. China’s accession to the WTO could
enhance developing countries’ negotiation ability in areas such as trade
and investment. Huefbauer (1998) even said that without China’s partici-
pation, the international agreement on FDI would be a mere scrap of
paper.

So as a country with a significant trading economy and inward FDI,
China should have an equivalent influence in the WTO. Furthermore,
China can also make full use of its negotiation power to safeguard its
national interests in the WTO.

China’s integration into the world economy

Usually a country’s economic development relies more on its domestic
market and resources, making the international economic activities com-
paratively less important (Table 10.5), however, China is the exception.
Since 1979, its opening-up policy has formed part of its basic development
strategy. The Strategy Research Team of DRC (2001) summarizes China’s
more than two decades opening-up experience, and points out that it was
this policy that sustained China’s two decades of rapid development. Ever
since the Third Plenum of the 14th Central Committee of the CPC, the
theme of “developing an open economy” had been increasingly deemed as
an internal demand and inevitable result as China progressively realizes
modernization and the establishment of a socialist market economy
system. Though self-independence is still a principle to insist on, continu-
ous opening-up is already mainstream for China. Even in the automobile
industry — which was seen as an off-limits area to foreign investment by
many other developing countries — China has adopted a very welcoming
attitude. In fact, nowadays domestic investment and foreign investment
have an equal share in China’s automobile industry. So the extent, speed
and resolution of China’s integration into the world economy demonstrate
that China is not hostile to multinational trading systems. In past years

Table 10.5 Trade/GDP ratios of main economies, 2001 (USS$ billion/% )

Rank Economy GDP Merchandise Trade/GDP ratio
trade volume
1 Us 9,900.7 1,911.4 19.3
2 EU 8,430.0 1,786.9 21.2
3 Japan 4,574.2 754.8 16.5
4 China 1,131.0 509.7 451
5 Brazil 528.5 116.5 22.0
6 India 4743 94.4 19.9

Source: World Development Report 2003 (World Bank, 2003); the data about EU excluding
intra-EU trade comes from International Trade Statistics 2003 (WTO, 2003).
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prior to China is accession to the WTO, it had already begun to reduce
tariffs and relieve its restrictions to imports and foreign investment. There-
fore, the need for self-determination and the gradual opening-up policy
can also be seen as the key factors that made China confident with the
challenges it would face after entering the WTO.

Impact of China’s accession on the WTO

While Chinese people were looking at the WTO with some doubt, the
WTO and the rest of the world were also feeling excited as well as con-
cerned about China’s entry. For the WTO, China’s accession meant that a
new balance would be established for, as a big actor, it was thought that
China would be able to significantly influence the function and develop-
ment of the WTO regime. For other WT'O members, China’s accession
will transform the current pattern of international economic competition
because it will become more deeply integrated into the world economy.
Therefore, China’s entry will bring both opportunities and challenges for
China as well as for the WTO and its current members (Lardy, 2002)

The WTO regime

There were two assumptions about China’s influence on the WTO regime.
One was that China would not sincerely and resolutely carry out the acces-
sion commitments and would destroy the WTO accession. It would
destroy the WTO’s efficiency and authority (Scott, 2000). Another sup-
posed that China would be a troublemaker by right of being a big actor.
The Wall Street Journal had an editorial asserting that it was reasonable to
worry that Beijing’s entry into the WTO might cause disruption.®

However, China has never acted as a troublemaker in the international
community, nor has it challenged the current international regime. The
Chinese government reiterated that China as a responsible country would
actively perform its WTO commitments at the time of accession. What has
happened in the last three years since accession has made it clear that even
though abiding by WTO rules is a great challenge for all developing coun-
tries (Finger and Schuler, 2002), China has been persistently implementing
its commitments as faithfully as possible which are far broader and deeper
than those of other developing members. In fact, some objective western
observers have also acknowledged the political sincerity and efforts of the
Chinese government (Lardy, 2002). In the transitional trade policy reviews
on China by the General Council, China praised for its wiliness to cooper-
ate with the WTO regime.

China’s standpoint was crucial when it attended the Cancun Ministerial
as a formal member and according to statements by the government,’ its
basic goal was to promote the Doha Development Agenda. A major
reason for the failure of the Cancun Ministerial was the conflict between
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developed and developing members. As an important member of G-21 led
by Brazil and India, China’s proposals were different from those of
developed members. It was therefore assumed that China would lead any
counterwork with developed countries in the WTO. In fact, in the Doha
Round China always claimed that the needs of developing countries
should be given priority, however, this does not mean that China intends
to hold back the wheels of progress As a matter of fact, China shares
common interests with developed countries on further trade liberalization
and hopes that the WTO can find more of a balance between its developed
and developing members. China’s entry serves to enforce the negotiating
capability of developing countries in the WTO and to help balance the
structure of the WTO, however, this does not mean that it intends to dras-
tically the WTO system. China will not prevent trade liberalization of the
WTO by countries that want to actively participate in the process.

The WTO members

China’s accession undoubtedly has an impact on its trading partners as
well as the entire world trade (Yang, 2000). Econometrical research has
been undertaken analyzing the economy-wide impact of China’s accession
on world economies. It was generally considered that industrialized and
newly industrializing economies and developing economies directly
trading with China would benefit from China’s trade liberalization com-
mitments while those Southeast Asian, South Asian and Latin American
countries competing with China in the world market would be losers. As
an example, Vietnam might be most hurt because it has a similar compara-
tive advantage and export structure to China (Ianchovichina and Martin,
2002).

The US is most concerned about China’s accession to the WTO because
integrating China into the world trading system could impact greatly on
the US economy. USITC (1999) estimated that China’s tariff concession
would increase American exports to China by 10 percent while American
imports from China would increase by 7 percent, exacerbating the trade
imbalance. However imports from China would be substituted for imports
from other countries, affecting the overall trade balance of the US.
China’s phase-out of non-tariff barriers would further promote American
export to China and liberalization in foreign investment and service indus-
tries would provide more opportunities for American companies which
are competitive in those fields. Viewed over the last two years since entry,
China’s surplus over the US has continued to increase reaching US$42.7
billion in 2002 (52.1 percent growth) and US$58.6 billion in 2003 (37.2
percent growth). Nevertheless, the US and China had divergent explana-
tions for the reason for this trade imbalance. Some scholars believe that it
was caused by the difference between the economic structure and develop-
ment level between the two countries (Feenstra et al., 1998). It can be pre-
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sumed that the US will constantly put pressure on China to further open
its market.

In fact for the US, the most serious challenge brought by China’s acces-
sion to the WTO is that China may rival the US as leader of the developing
members. No doubt, China will side with developing members as a whole,
and if there is any conflict between developed members and developing
ones, China will stand by the latter, but its prime goal will be to protect its
own national interests rather than those of the developing countries. To
sustain the steady development of the WTO benefits China most. China has
never intended to drastically reform the WTO system. As Jeffrey Schott
from the Institute for International Economics said: “If China’s goal is just
to cripple and even destroy the WTO, it is illogical for China making so
much effort to enter the organization.”® Undoubtedly, developed countries
headed by the US are the basis of the WTO’s evolvement and rivalry would
lead to the WTO existing in name only or falling apart. Moreover, for
China, it is irrational to challenge the authority of the US in a power-
oriented world therefore, just like in other international political and eco-
nomic affairs, China will cooperate with the US in the WTO. Even though
in the foreseeable future it is unlikely that China will be an ally sharing
common values with the US, they certainly would not want to be enemies.

China’s accession to the WTO may damage the competitive countries
of Southeast Asia, which has been a concern for some time. A former Sin-
gapore Premier once warned: “The top challenges we face are whether we
can take our place when so many attractive and reasonably priced Chinese
products flood into the world market. China’s potential economic scale is
almost ten times as large as Japan. How can we compete with the industri-
alization and export from ten Japans after World War 11?”° Such views are
mainly generated from fear of the infinite and low-cost labor supply in
China. They believe that China will squeeze all the Southeast Asian coun-
tries out of the third countries’ (developed countries such as the US and
Japan) markets and that China will become a black hole absorbing all the
foreign investment that should belong to them. Using the CGE model,
Ianchovichina and Walmsly (2003) reckon that as China becomes more
competitive in the advantageous sectors, developing countries of South-
east Asia would suffer a modest decline in real GDP and welfare. But
Supachai and Clifford (2001) suggested that after the accession to the
WTO, China would be the engine of the regional economic development
and that Southeast Asia would form a new economic order around China
so that all the neighbors would benefit from it. Shafaeddin (2002) thought
that because of the constriction of the commitments (such as the transition
period safeguard measures), the accession to the WTO did not mean that
the export potential could be fulfilled, so the fear of China’s increasing
exports has always been exaggerated. In terms of the conditions two years
after China’s accession, almost all exports to China have increased
substantially (Table 10.6). In 2002, China’s imports reached 295.2 billion
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Table 10.6 Leading import sources of China in 2002 and 2003 (USS$ billion/%)

2002
Source Imports Growth Share Change in share
Japan 53.47 25.0 18.1 0.5
EU 38.54 7.9 13.1 -1.6
Chinese Taiwan 38.06 39.2 12.9 1.7
ASEAN 31.20 34.4 10.6 1.1
Korea 28.57 22.2 9.7 0.1
UsS 27.23 39 9.2 -1.6
Hong Kong, China 10.74 14.0 3.6 -03
Russia 8.41 5.6 2.8 —0.5
Australia 5.85 7.8 2.0 -0.2
Canada 3.63 —10.0 1.2 -0.5
World 295.2 21.2 100.0 -
2003
Source Imports Growth Share Change in share
Japan 74.15 38.7 18.0 —0.1
EU 53.06 37.7 12.9 -0.2
Chinese Taiwan 49.36 29.7 12.0 —0.9
ASEAN 47.33 51.7 11.5 0.9
Korea 43.13 51.0 10.4 0.7
UsS 33.86 243 8.2 -1.0
Hong Kong, China 11.12 3.7 2.7 -0.9
Russia 9.73 15.7 24 -0.4
Australia 7.30 24.8 1.8 —0.2
Brazil 5.84 94.6 1.4 0.4
World 412.84 39.9 100.0 -

Source: Ministry of Commerce of China, mofcom.gov.cn.

dollars (an increase of 21.2 percent). In 2003, imports broke through 400
billion dollars (an increase of 39.9 percent), much more than exports for
the same year (34.6 percent). Among these, the exports from developing
countries to China increased much faster, especially the ASEAN coun-
tries. And the ratio of import from ASEAN to China continues to increase
2 percentage points every two years. Obviously, projections are very dif-
ferent from the reality, and attempts to predict China’s future is a fare
more complex affair.

China as vindicator and promoter of a multilateral trading
system

China is a large country in its upward period, which will inevitably disturb
the existing economic system. The role China plays in the WTO will be a
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reflection of its attitude it prefers progress as it attempts to increasingly
advance its global status. Whether it will maintain the status quo or recon-
stitute the institution for its national interests has been a major concern
(Supachai and Clifford, 2001). Without question, as a large developing
country, China has considerable influence in international trade and
investment. The WTO is a global organization run by members, whose
institution gives its members authority to fulfill their interests and most
other countries, China’s accession in WTO is to realize its own interests.
Historically developing countries have always been in the outermost posi-
tions of the GAWW/WTO, mainly because of their lack of strength but
also because of their poor economic development strategy. Nowadays,
China still falls behind comparatively, but its opening-up strategy and
allows it to play a positive and effective role in the WTO. On the one
hand, China will apply itself to vindicate and promote the multilateral
trade system that is proposed by the WTO, while on the other hand, it will
persist in establishing a more balanced economic system to aid the further
development of developing countries. As a matter of fact, developing
countries have taken more than two out of every three seats. In this case,
only a multilateral trade system that is balanced and in favor of the
economy development could function permanently and smoothly.

The multilateral trading system and China’s interests

China’s efforts to accede to the WTO are well known. It’s hard to conceive
of China joining the WTO just because the WTO needs China. As Lardy
(2002) points out, China attempted to realize its interest through accession
to the WTO, the same as most countries. Long Yongtu, the former chief
negotiation representative of China’s accession, also said that China’s
accession proceeds from the national interest. A much more stable inter-
national market and promotion to the national market economic reform is
the dominating national interest that China gained from the accession.

However, the development of a multilateral trading system is not plain
sailing. Limited by its institution and the international economic environ-
ment, the GATT/WTO is under continuous threat from trade protection-
ism (Bhagwati, 1991). Bergsten (2000) suggested that once the multilateral
trading system stagnated, trade protectionism would become resurgent so
multilateral trading should keep going forward, just like a bicycle, or it will
fall over. In fact, China has always been the victim of trade protectionism.
For example, the MFA has confined the production and capacity utiliza-
tion of the textile industry; invidious distinctions in anti-dumping has
impaired the international competitive capacity of China’s advantageous
industries; tariff escalation and tariff peak still hinder Chinese products
from entering developed countries. Hence, vindication of the stability of
the multilateral trading system and the stimulation of the multilateral
trade system developing gradually conforms to China’s interests.



182  Xinquan Tu
Cooperation rather than rivalry: China’s experiences

From a historical perspective of China’s participation in international
regimes, it can be observed that it has always been cooperative and true to
its words. China’s general objective is to protect its own basic interests,
rather than to be leader or to transform existing systems. Some foreign
scholars have even considered that China has often played a relatively
negative and passive role in international institutions. Free-riding and
Small-for-Big are strategies often taken by China (Johnston, 2003).
Although one of the main concerns of the US is China’s compliance with
WTO rules, the US actually has a much worse record in terms of carrying
out its international obligations. Odell and Eichengreen (1998) point out,
for instance, that the US has the worst record of abiding by the WTO’s
dispute settlement rulings; it refused its contributions to the UN and
vetoed resolutions about the Israel-Palestine issue again and again; it was
convinced that unilateralism was the best course of action in the Iraqi war;
and that it retreated from the Kyoto Protocol showing its ignorance of
international obligations. Economy and Oksenberg (1998) highly praise
Chinese leaders’ wisdom while criticizing implicitly US leaders’ unilateral-
ism in world and regional affairs.

Although it is still a new member of the WTO, China’s integration into
the international trading and investment system took place at the same
pace as its reform and opening-up. Pearson (1999) notes that China has
never brought disruption to international trade and investment systems,
but has always been the one to adapt. China has always appeared to be a
modest learner and partner, and has not aroused other developing coun-
tries’ hostility even when it became the top FDI destination. According to
China’s performance in the IMF and the World Bank, Jacobson and
Oksenberg (1990) believe that this came about by China not challenging
the world economic mechanism but adapting itself to the existing regime.
However, China’s complacent attitude towards Taiwan’s human rights
affair was quite serious, even arousing criticism from other developing
countries (King, 1998). But, with economic development, China has
become progressively more active in international affairs and is increas-
ingly aware of its strengthening role in international society (Wang, 2003).

China as a bridge between developed and developing members

Multinational trade liberalization is important for China’s industrializa-
tion, but an open market is essential for its economic development. All of
these factors determine that China will stand by developing members and
impel the WTO to be more development-oriented. On the other hand,
China also has much in common with developed countries. Both develop-
ing and developed countries therefore need China’s cooperation and
China needs their support at the same time and because of its special
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status it is seen as the bridge between developed and developing countries.
Supachai (2003), the WTO’s first Director-General to come from a devel-
oping country, expected China to set up a connection between developing
and developed members by virtue of its influence. He was convinced that
China’s unique position in the WTI'O would not only improve its own
national interests but also promote the WTO’s development.

China’s exports after the WTO accession

Yang (2000) points out, the primary goal of China’s entry is to obtain a
more stable and open export environment for its rapidly increasing
number of products. What has happened in the last three years shows that
this goal has been achieved. Chinese exports for 2001 was $266.2 billion an
increase of 6.8 percent.!” In 2002, the year after WTO entry, exports
increased to $325.6 billion with a growth rate of 22 percent. The increase
in 2003 is more astonishing (37.1 percent), with export value reaching
$438.4 billion. Since the reform of export drawback policy and the increase
of anti-dumping legislation and other trade barriers to China’s exports, by
early 2004 many people began to worry about the growth of the export
market. But the result is still very optimistic. The export value of 2004
exceeded $500 billion for the first time reaching $593.36 billion (double
that of 2001). China’s surprising export-driven expansion has seen it
emerge as an important force in the world economy.

While China’s export market began to quickly enlarge, other economies
found it difficult to keep pace with China. Different annual growth rates
have gradually altered the structure of the world merchandise export
market (Table 10.7). China’s share has risen from 5.6 percent in 2001 to
5.8 percent in 2003 till eventually in 2004, it exceeded Japan as the third
largest merchandise exporter although Japan has made a strong recovery
in recent years. This suggests that China’s effect on the pattern of world
trade will remain while it continues to have a voice in the WTO forum.

But it should be noticed that processing trade still accounts for more
than half of total trade volume, which means higher exports must be
accompanied by higher imports. Factually, the growth of imports in recent
years is higher than that of export. For instance, in 2004 China’s exports
rose by 35.4 percent while the imports went up by 36 percent. This means
the rest of the world also benefitted from China’s rapid growth. Mean-
while, foreign investment enterprises have become the main force of trade.
In 2004, FIEs exported $338.6 billion which accounted for 57 percent of
total exports. So China’s performance is closely linked to that of other
countries in the world and its development benefits both China and its
economic and trading partners.
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Conclusion

China’s accession was one of the most important events in the history
of the WTO. As the largest developing member, China’s entry changed
the existing political structure of the WTO. What position and role
China chooses and plays in the WTO becomes a crucial issue for its
members.

China’s position and role in the WTO depends on its own national
interests, not simply its developmental status. China is undoubtedly a
developing country because of its fairly low GNP per capita and because
developing and developed countries have different standpoints on trade
liberalization, China shares many viewpoints with developing countries.
China has been integrating into the world economy on her own initiative
for over 20 years and further trade liberalization is seen as a necessity
rather than a burden for China.

So, China’s entry may not have negative effects on the WTO but make
it more dynamic and balanced. On the one hand, China will cooperate
with developed members to encourage multilateral trade liberalization.
China will not challenge the existing power structure dominated by the US
in the WTO because it is not strong enough, and more importantly, it has
many common interests with the US. On the other hand, China will
support developing members by drawing more attention on their interests
in the WTO. Besides, China’s success in economic reform and opening-up
will encourage other developing countries to follow suit, which must be
good news for the WTO and the US.

Based on China’s current development level, trade strategy and trade,
we can conclude that China will comply with the multilateral trading
system and cooperate with developed members. China is willing to bridge
the gap between developed and developing countries and capable of
playing the role of vindicator and promoter of the WTO.

Notes

1 See Symposium of China’s GDP statistics in Jingjixue jikan (China Economic
Quarterly), vol. 2, No. 1, 2002.

2 Zhongguo yu baguo jituan de weimiao guanxi (The delicate relation between
China and G-8), Singapore United Morning Daily, 27 May 2003.

3 See 2003 guomin jingji he shehui fazhan tongji gongbao (Statistical gazette of

national economy and social development 2003), China State Statistics Bureau.

UNCTAD (2003), World Investment Report 2003. Table 1.2.

The Ministry of Commerce, http://www.fdi.gov.cn/common/info.jsp?id.

See Lardy (2002), p. 195.

Former Minister of Commerce Shi Guangsheng’s speech at International Sym-

posium on the WTO and China 2003 and Then-Minister of Commerce Lu

Fuyuan’s speech at Cancun Ministerial shows this point. See the WTO Tribune

No. 10 and No. 10, 2003.

8 Quoted from Zhang (2002), p. 114.

9 Quoted from Supachai and Clifford (2001), p. 105.

~N oA
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10 Unless specialized, all data about China’s trade value come from the website of
China’s Ministry of Commerce.
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11 Policy traps and the linkage
between China’s financial and
foreign exchange systems

Thomas F. Cargill, Federico Guerrero, and
Elliott Parker

Introduction

In the past quarter of a century, China has made rapid and significant
progress towards becoming an important part of the world economy. With
a quarter of the world’s population, China now produces at least 3.5
percent of the world’s GDP, which makes it the world’s sixth largest
economy.! In its drive for growth, China has followed a development strat-
egy that was previously charted by some of its Asian neighbors, particu-
larly Japan and South Korea. Like South Korea (hereafter, Korea) before
the 1990s, China exhibits many of the features of the early postwar Japan-
ese financial regime (Cargill and Parker, 2001), and China shares an
export orientation that is helped by a fixed and, many perceive, underval-
ued exchange rate. As a result, China now accounts for almost 5 percent of
the world’s exports. China’s recent admission to the World Trade Organi-
zation (WTO) and its rapid growth record suggest its economic import-
ance will only continue to increase.

One manifestation of China’s development strategy is the increasing
conflict over trade imbalances between China and the US, reminiscent of
the conflicts in the past with Korea and Japan. Though China purchases
less than 4 percent of US exports, it provides 11 percent of US imports and
accounts for 20 percent of the US trade deficit.> As Figure 11.1 demon-
strates, the US bilateral trade deficit with China has been steadily growing
as a share of GDP. In the past year, China has overtaken Japan to become
the third largest exporter to the US, behind Canada and Mexico, and
together these three economies account for over half of US imports. In
some specific labor-intensive sectors such as toys and textiles, China is a
dominant player, and China has even begun to make inroads into some
high-tech sectors and in services.

China is thus increasingly blamed for the rising US current account
deficit, which reached $500 billion in 2002 and is currently projected to
exceed that amount in 2003 (though economists tend to argue that this
deficit may be better explained by the rising fiscal deficits of the US
federal government and a falling rate of domestic private savings). China
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Figure 11.1 US current account balance (relative to bilateral trade balance with
China and the federal budget deficit) (source: US Bureau of Economic
Analysis; data for 2003 is estimated).

is also being blamed for the decline of 2.5 million jobs (or 16 percent) in
the US manufacturing sector between 2000 and 2003.° Of course, Japan,
France, Norway, Switzerland, and Canada, among other nations, continue
to run equal or larger overall current account surpluses than China; yet
China is also a net recipient of capital inflows and was the largest accumu-
lator of foreign reserve assets in the world in both 2001 ($47 billion) and
2002 ($75 billion).

In this chapter, we argue that China’s financial structure and its export
orientation are both connected to its gradual transition from a reliance on
socialist institutions and state-owned enterprises, but that its experience
also mirrors some of the past experiences of Japan and Korea. China is a
financially repressed economy with a high savings rate, and like Japan’s
keiretsu and Korea’s chaebol, China’s large firms have had privileged
access to bank lending, which has in turn created a vicious policy trap of
forgiveness, forbearance, inefficient investment, and bad debt. Like Japan
before the 1970s and Korea before the 1990s, China has a fixed and under-
valued exchange rate regime with a largely closed capital account, result-
ing in current account surpluses, rapid growth, and the accumulation of
foreign exchange reserves. We argue in this chapter that this development
strategy creates policy traps which make it difficult for the government to
change policies; the financial system creates a vicious trap, while the
exchange rate regime creates a virtuous trap that provides the government
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with both the opportunity to address the problems of the financial system
as well as a means of delaying meaningful reform.

This chapter consists of five sections. In the next section we review the
experiences of Japan and South Korea to draw lessons for economic policy
in China. That is, we show how their financial and trade strategies created
policy traps, and how this led to an “accident waiting to happen” scenario,
particularly once they began financial liberalization. Then we review
China’s economic reforms that commenced in the early 1970s and focus on
the problems created by the relationship between the state-owned enter-
prises and the banking sector. The next section reviews China’s exchange
rate regime and consider the implications of an undervalued yuan, and we
argue that undervaluation combined with other export-led policies has
created a virtuous policy trap that makes significant change unlikely in the
near future. We then discuss general principles of shifting to a regime of
capital account convertibility and apply those principles to China. We
argue that if China is to avoid the “accident waiting to happen,” in the best
interest of both China and the world economy, then external liberalization
is not desirable until the non-performing loan and state-owned enterprise
problems are resolved, both of which will require significant changes in
China’s corporate governance structure and a transitional increase in
unemployment. The final section closes the chapter by drawing together
the main points on both the policy dilemma faced by Chinese policy
makers and specific policy recommendations to prevent the type of eco-
nomic and financial distress experienced by other Asian economies in the
1990s.

Lessons from Japan and Korea

China’s emphasis on export-led growth and an exchange rate regime that
intentionally or unintentionally encourages exports while limiting capital
flows is a strategy that follows a well-established development pattern of
other Asian economics. This strategy was considered successful through
the early 1990s. In both Japan and Korea, for example, this development
strategy was supported by a rigidly regulated and administratively con-
trolled financial sector and central bank policy focused on exchange rate
objectives. Both of these countries eventually embarked on a path of
financial liberalization and exchange rate liberalization, to varying
degrees, at different points in time, for different reasons, and with differ-
ent policy outcomes. During the periods where one could reasonably
regard the won and yen as undervalued because of either fixed exchange
rates and or heavy intervention (Korea, 1960s to early 1990s and Japan,
1949 to 1973), Korea and Japan exhibited impressive growth, as Figure
11.2 demonstrates. Japan was regarded as “Asia’s Giant” and Korea was
“Asia’s Next Giant.” China appears to be following the same strategy. In
the first 25 years after their rapid growth began, both Japan and Korea
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Figure 11.2 Rising per-capita GDP in China, Japan, Korea and the US (each rela-
tive to base year).

increased their per-capita GDP six fold; China’s growth, however impres-
sive, has only increased per-capita GDP four fold.

Significant differences exist. Neither Korea nor Japan were concerned
with the particular problems of maintaining the legitimacy and political
power of the Communist Party. While Korea lagged in democratic
reforms, both countries now possess functioning democratic governments.
In contrast, China’s development agenda is as much political as it is eco-
nomic, and the economic objectives are themselves a means to a political
end that is something less than a functioning democracy. Both Korea and
Japan were also able to sustain economic growth for several decades
without significant unemployment; in contrast, despite China’s rapid real
GDP growth, there is a serious unemployment problem because the more
efficient and dynamic urban centers cannot absorb the increasing number
of workers leaving the agricultural sector and because of the decline in
employment in the state-owned enterprises (SOEs).

The differences, though important, do not reduce the lessons that China
can learn from the experiences of Korea and Japan with export-led eco-
nomic growth development strategies. Korea and Japan show that under-
valued exchange rates and other export-led strategies are beneficial to
developing economies only to the extent they utilize the time to establish a
transparent and competitive domestic financial system, establish a regula-
tory framework that limits deposit guarantees and deals with any existing
non-performing loans (NPLs), non-performing borrowers, and insolvent
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financial institutions. This is the virtuous aspect of the policy. Only until
these conditions are satisfied can a country seriously consider allowing its
currency to become market sensitive. Unfortunately, there is a temptation
to postpone these reforms and either postpone external liberalization or
permit external liberalization in the context of a weak domestic financial
structure. This is the vicious phase of the policy.

Lessons from Japan

In 1949, the Dodge Line established the exchange rate of 360 yen to the
dollar, which Japan adhered to until 1971 when the Bretton Woods fixed-
exchange rate regime began to unravel. By the 1960s, this yen rate was
generally regarded as significantly undervalued because of Japanese pro-
ductivity growth and the completion of the reindustrialization process,*
and there is little doubt that it played a major role in Japan’s reindustrial-
ization success and emergence by 1975 as the world’s second largest
economy. These achievements, however, had a price. The rapid growth of
the Japanese economy from 1950 to the early 1970s permitted Japan to
maintain an inherently inefficient financial system with pervasive deposit
guarantees unsuitable for a more liberated external environment.

Japan thus had good reason to resist revaluation of the yen against the
dollar, even after President Nixon’s 1971 announcement that the “gold
window” was closed. Dunn (1973) argues that both Japan and Germany,
another country at the time with an undervalued currency and persistent
current account surpluses, had powerful political coalitions supporting the
exchange rate regime, and significant capital investments in export sectors.
Japan also had accumulated significant foreign exchange reserves, mostly
in dollars, which presaged a significant fiscal loss once the dollar was
devalued. Though Japan was the last major country to admit that the
Bretton Woods system had failed, by 1973 the yen appreciated to 260 per
dollar, which many analysts consider to have been its parity value at
the time.

After the yen floated, financial liberalization became official policy in
Japan, and financial liberalization from 1976 to 1989 was gradual, incre-
mental, and administratively directed. By 1989, Japan had achieved
progress when judged against the pre-liberalization structure and the
absence of the type of financial disruptions exhibited by the US and
Scandinavian countries. Loan rates and large deposit interest rates were
liberalized, with complete liberalization achieved by 1994. Short- and long-
term capital flows were relaxed and foreign financial institutions were per-
mitted a small, but significant, presence in the domestic system, mainly in
the securities market. Corporate flow of fund patterns reflected enhanced
reliance on money and capital markets, both domestic and international,
and reduced reliance on bank finance. Short and long-term capital flows
became increasingly liberalized until 1997, when the yen was completely
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liberalized. These changes initiated the unraveling in the keiretsu relation-
ship between large businesses and banks or main bank system. House-
holds had greater access to consumer and mortgage credit, and there was
generally more competition between markets and securities companies.

These changes, however, paled in comparison to the reforms that would
be required to render Japan’s financial system compatible with the new
economic, technological, and political environment that favored more
open and competitive financial regimes. Japan’s macroeconomic perform-
ance and growing export sector masked the underlying problems through
the mid-1980s. The macroeconomic environment, however, began to
unravel in the second half of the 1980s. In 1986, Japan entered into a
period now referred to as the “bubble economy.” Real GDP grew around
4-6 percent per year, inflation was low and steady, and Japan appeared to
have achieved financial liberalization progress without any of the disrup-
tions experienced by many other industrial countries. At the same time,
equity and land prices increased beyond underlying economic fundamen-
tals. The increase in asset prices in 1985 and 1986 could be justified by fun-
damentals, but after 1986, asset price inflation took on all of the
characteristics of a speculative bubble. The asset inflation can be traced to
two factors: an easy Bank of Japan policy after 1985 and structural
characteristics of the banking system rooted in the pre-liberalization finan-
cial regime.

The collapse in equity and land prices in 1991 and 1992 was initiated by
the Bank of Japan in May 1989 and brought an end to Japan’s impressive
postwar economic and financial performance. Japan’s “burst of the bubble
economy” period commenced. Japan permitted banks to accumulate
NPLs, resisted closing large banks, and resisted policies that would
increase the number of bankruptcies in the real sector. As a result, the
economic and financial distress continued to accumulate after 1990 which
the result that in 1998, Japan came close to collapse manifested by negat-
ive real GDP growth and deflation, and continues to struggle through an
extended “lost decade.”

The basic lesson from Japan is that rapid export-led GDP growth can
mask serious financial distress, provide a basis for forgiveness and forbear-
ance policies in dealing with the financial distress, and provide a false
sense of security to regulatory authorities and foreign investors about the
stability of the financial system. As time passes, the system becomes more
susceptible to a shock, which in Japan’s case came in the form of a sudden
collapse of asset prices. Japan did not, however, experience a sharp fall in
the yen due to the large accumulation of international reserve assets, the
larger role the yen played as an international reserve and transactions
asset, the less-intense political problems of a hostile country just 30 miles
away from the country’s capital, and the lack of external debt. Unlike
Korea, Japan had neither a significant external debt nor a large NPL
problem at the start of the collapse. These factors have made it possible
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for Japan to postpone reform and engage in a forgiveness and forbearance
policy. Yet Japan’s economic and financial distress continues through
2003, while Korea recovered from its economic collapse in late 1997 in less
than two years. Indeed, Japan’s economy appears to have begun a recov-
ery in the second half of 2003 and while recovery continues as of mid-2004,
the recovery is narrowly based on exports and dependent on China’s
growth.

Lessons from Korea

Like China and Japan, Korea followed an export-oriented development
strategy that relied for several decades on a currency that was thought to
be undervalued in real terms, and Korea also created a state-owned
banking system that devoted its lending to large, government-favored
firms. Korea thus illustrates the case where a troubled financial system was
permitted to remain in place for over two decades, but rapid GDP growth
led by exports masked the financial distress until the 1990s. Despite a
growing NPL problem starting in the early 1970s, Korea was able to
procure considerable external lending. Rapid GDP growth, and projec-
tions that Korea would be Asia’s next giant after Japan, supported confi-
dence among foreign investors that Korea would be able to generate the
income to service the debt.

Korean economic and financial development from the end of the
Korean War through the 1970s was uneven and unstable at times, but
overall, Korea’s growth was impressive. Korea’s financial reforms’ started
in the early 1980s in response to poor macroeconomic performance attri-
buted to inefficient government influence over the allocation of resources
in both the real and financial sectors, especially in the chemical and heavy
industrial sectors. Liberalization proceeded in two stages: first, policy from
1981 to 1988 focused on improving macroeconomic performance, and
second, once macroeconomic performance improved, policy was directed
towards liberalization of the real and financial sectors.

Though financial liberalization became official policy and some changes
were enacted, the pace of reform prior to 1997 was slow and often more
rhetoric than substance. What achievements were made were often in
response to outside pressure from the US, the World Bank, and the
OECD as the price of reducing tensions over trade imbalances and/or to
gain admittance to the OECD in 1995. Despite a number of institutional
changes, such as denationalization of the banking system in the early
1980s, initiation of interest deregulation in 1988, and further interest rate
deregulation policies in 1991-1992 designed to completely phase out inter-
est rate ceilings by 1997, the pace of liberalization was incomplete and
flawed. Denationalization was incomplete, for example, because the Min-
istry of Finance and Economy continued to play a heavy role in bank
decisions and liberalization was flawed because the implicit deposit guar-
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antees and no-failure policy of large institutions remained in place thus
enhancing moral hazard incentives. The most serious flaw was pursuing
liberalization without addressing the NPL problem estimated at 10 to 20
percent of total loans that had been embedded in the banking system since
the early 1970s.” Despite denationalization, the Ministry of Finance and
Economy continued to influence bank operations ranging from credit allo-
cation policies to management promotions with predictable results. The
banking system for all practical purposes was regarded as a guaranteed
and passive source of low cost funds to the chaebol.

By the early 1990s, however, many observers warned that Korea’s
financial structure was weak and the won susceptible to rapid depreciation
if foreign investors changed their views on Korea’s ability to service its
debt. Any sharp depreciation would exacerbate the external loan problem.
The shock came from internal and external sources. In 1996 and 1997,
Korea’s macroeconomic performance slowed. GDP growth slowed from
8.9 to 7.1 percent in 1996 and to 5.5 percent in 1997. Regulatory authori-
ties paid insufficient attention to the degree banks and non-bank institu-
tions were dependent on foreign borrowing and to the increasing financial
weakness of major chaebol. The economic and financial distress intensified
as the Asian financial crisis (AFC) spread and uncertainty surrounded
both the presidential election of Kim Dae-jung in late 1997 and the sub-
sequent lame duck period of his predecessor. The won depreciated rapidly
in the face of increasing capital flight and recognition that the Bank of
Korea’s international reserve assets were insufficient to prevent a major
depreciation. Korea came close to a complete economic and financial col-
lapse by the end of 1997 and was forced to seek the assistance of the IMF
with the promise of an austerity program to prevent further won deprecia-
tion and a promise to accelerate reform in the financial system, corporate
governance, and the chaebol.

The new reform process has proceeded on a broad front and macroeco-
nomic activity recovered after 1999. Korea moved aggressively to deal
with the weak banking system by essentially nationalizing many banks,
however, reform of corporate governance and labor union activity has
been much slower. In addition, the political situation with North Korea
has worsened adding a new dimension to the reform of the Korean
economy.

The basic lesson from Korea is that rapid export-led GDP growth can
mask serious financial distress in the form of large amounts of NPLs,
provide a basis for forgiveness and forbearance policies in dealing with the
financial distress, and provide a false sense of security to regulatory
authorities and foreign investors about the stability of the financial system.
As time passes, the system becomes more susceptible to a shock and in the
case of Korea, increasingly an “accident waiting to happen.”
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China’s economic development strategy since 1972

When Nixon went to China in 1972, China was a closed, mostly rural
society run by a Chinese Communist Party (CCP) obsessed with socialist
ideology. Industrial output was generally produced by SOEs, and was
growing rapidly due to high investment rates of 30 percent or more chan-
neled through investment grants from the state-owned banking system and
directed by a centralized planning system that never quite achieved the
degree of control seen in the Soviet Union. Outside of the state banking
system, the economy was largely non-monetized, as rural areas were self-
sufficient (other than providing cheap food for urban workers), markets
were absent, rationing was widespread, and state-owned firms tended to
be large and autarkic.

After the death of Chairman Mao Zedong in 1976, and the ascendancy
of Deng Xiaoping as the paramount leader of the CCP by the end of 1978,
China began to slowly reform its economy. The reforms initiated a process
of significant transition for China’s economic institutions, often in direc-
tions that were not always anticipated. In the following discussion, we
focus on four aspects of the transition: (i) the changing objectives of eco-
nomic reform; (ii) the emerging problems of the SOEs and the state
banking system; (iii) the emergence of unemployment, NPL problems, and
conflicts for central bank policy; and (iv) the monetization of transactions
in the context of relatively undeveloped money and capital markets.

Economic reform and changing objectives

Naughton (1995) divides China’s reform process into three distinct stages.
The first “bird in the cage” stage, to cite Chen Yun’s famous axiom, began
with an effort to shift from ideological to practical economic thinking,
decollectivization of the agricultural sector, permitting rural markets in
agricultural products, and a small degree of internationalization. The
policy of rapprochement with the west encouraged participation in inter-
national organizations, study abroad, and tourism as well as international
trade and investment. Special economic zones and policies allowing minor-
ity foreign ownership in joint ventures were implemented to attract
foreign direct investment (FDI), technology, and management.

The second stage of reform followed in the mid-1980s under the direc-
tion of Zhao Ziyang, and attempted to extend these reforms to the SOEs,
including the state-owned banking sector. A major objective was to force
both the state-owned banks and their state-owned borrowers to rely on
bank loans rather than government grants in order to generate a more effi-
cient allocation of resources. Despite these reforms, the CCP continued to
view economic reform as a temporary stage on the road to socialism and
full communism. The Tian’anmen demonstrations of 1989 put a halt to the
reform process and forced Zhao from power, and conservatives in the
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CCP began a three-year period of retrenchment. Efforts to scale back
reform created more problems for the CCP leadership than it solved, and
the leadership eventually chose to abandon the socialist goals through the
traditional route of control and state planning. In 1993, the CCP instead
announced a new objective of creating a “Socialist Market Economy.”
That is, the goals of socialism could be achieved with market forces and
internationalization. Parker (1995) argued that the party thus came to rely
on its economic management and the nation’s economic performance for
its legitimacy, rather than its adherence to the thought of Marx, Engels,
Lenin, and Mao. The success indicators of this new policy included high
growth, low inflation, low unemployment, and social stability.

Among the many reforms that followed in this third stage, the official
exchange rate was unified and devalued to match the black market rate
and further efforts were made to improve the performance of SOEs.
Exports became increasingly important to the government as a means to
achieve this performance, particularly in light of the export-driven growth
of Japan, South Korea, Taiwan, and other countries in the region. Because
the banking sector remained inefficient and largely tied to propping up the
declining and inefficient SOEs, China came to rely on FDI for funding the
production of a large portion of these exports.

State enterprises and the state banks

Initial reforms in the foreign trade sector were targeted at improving the
incentive to export in SOEs (Lardy, 2002). However, by the end of the
1980s it was clear that these reforms were not very successful, and SOEs
were beginning to face real competition. Most of China’s rapid export
growth was in the non-state sector, from new rural township and village
enterprises often funded with overseas Chinese funds, and from joint ven-
tures between Chinese and foreign enterprises. By the early 1990s, private
enterprises and firms fully funded with foreign investment were legal and
increasingly common. The non-state-owned enterprises continue to
account for most of Chinese exports.

Not only were the traditional SOEs not responsible for China’s export
growth, but they were declining in profitability and market share. In 1978,
SOEs accounted for almost 80 percent of Chinese industrial output (the
remainder was produced by small quasi-state firms called urban collec-
tively-owned enterprises). By 2002, the non-state sector accounted for 75
percent of industrial output and half of industrial employment.

The reasons for this decline are still under debate, but considerable
evidence has accumulated that SOEs are significantly less efficient than
non-stated-owned enterprises (Zhang, Zhang and Zhao, 2003). In the
1980s, state firms improved their average total factor productivity at very
respectable rates, but the non-state sector improved faster. The Chinese
economy became increasingly competitive, but for state-owned firms this
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meant a loss of monopoly power along with falling relative output prices
and rising wages. State-owned firms were more likely to bear a high social
cost burden in providing housing, schools, medical care, and retirement to
their workers, while non-state firms typically employed younger
employees and lacked the historical obligations to provide support beyond
wages. State-owned firms had less incentive to be efficient since they had
soft budget constraints and the lack of effective bankruptcy policies until
the 1990s which led in turn to the accumulation over time of vast dispari-
ties in performance and significant inefficiencies.

However, SOEs continued to receive the major share of capital invest-
ment. Prior to economic reforms in the 1980s, the primary source of invest-
ment for state firms was in the form of grants from the state budget, and in
return, profits were delivered to the state as the primary source of government
revenue. In the industrial reforms that followed the strategy of the agricultural
sector’s household responsibility system, firms were allowed to keep an
increasing share of their own profits for self-investment and bonuses, and
investment grants were gradually replaced by loans from the state-owned
banking sector. As the Chinese savings rate grew in response to the opportun-
ities now afforded by economic reform, the relative size of the government’s
budget declined. The result, however, was rapidly rising borrowing, high
investment rates, and falling rates of return. In one sample of large state-
owned industrial firms, Parker (1999) estimated that the marginal product of
capital declined steeply throughout the 1980s, and became negative by 1992.
Other studies have found similar results. The state-banking system played an
important support role by providing credit to these inefficient state-owed
enterprises. Jefferson (2001) suggested that banks served as an unsupervised
“commons” for state enterprises, with predictably “tragic” results.

Efforts were made to reform the banking system to address the lending
problems. In the 1980s, China’s monobank was divided into four large
banks: the Bank of China, the Agricultural Bank of China, the Industrial
and Commercial Bank of China, and the Construction Bank of China.
These four banks were given different missions and placed under the
administration of the People’s Bank of China, which in turn became
China’s central bank and chief banking regulator. In the 1994 reforms
which followed the Party’s announcement of the Socialist Market
Economy, the state banking sector was divided into commercial and policy
banks, with the goal of having the commercial operations become market-
driven and financially sound.

Despite these institutional changes, the state banking sector continued
to focus its lending on the older SOEs, many of which were relatively inef-
ficient, increasingly unprofitable, and often insolvent. Brandt and Li (2003)
find evidence that this discrimination against non-SOEs forced the
growing private sector into more expensive forms of credit. By the early
1990s, the investment hunger of state firms led the government to look for
new sources of funding outside of the banking sector.
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The creation of the Shanghai and Shenzhen stock markets coincided
with the early plans to create a Socialist Market Economy. Government
restrictions on which firms could offer stock, however, effectively pre-
vented non-state firms from entering the market. Instead, larger and more
successful traditional SOEs recreated themselves as holding companies
and spun off the relatively profitable portions of their operations using
corporate structures with limited liability but continued to maintain effect-
ive state control through majority ownership. Though non-state firms have
now been allowed to participate in the stock markets, 95 percent of all
firms listed on the two stock exchanges continue to be majority controlled
by the state and its sanctioned agencies.

Emerging problems in the financial sector

These and many other efforts at reform attempted to improve the incen-
tives of state enterprises and force harder budget constraints on them.
Time and again, these efforts were frustrated, and by the end of the pres-
idency of Jiang Zemin, the government announced a policy of jua da,
fang xiao (release the small, retain the large), pushing for the creation of
a relatively small number of large, chaebol-like state firms and the elimi-
nation or privatization of most of the remainder. Between 1997 and 1998
alone, the number of state-owned firms dropped by over 40 percent,
while the number of foreign-invested, private, and joint-venture firms
rose dramatically (Jefferson, 2001). As the smaller state firms were grad-
ually dismantled or converted into new forms of ownership, it was hoped
the new, mostly export-oriented firms would take up the slack in the
labor force. Estimates of the number of workers in SOEs who lost their
jobs by 1999 ranged from 30 to 50 million. China’s official urban unem-
ployment rate has generally remained below 5 percent — about seven
million people — though official sources also said that up to 24 million
urban job seekers would be disappointed in 2003. Of course, this figure
excludes the many millions of rural workers who migrate to urban areas
in search of jobs; one source noted that the government expected the
number of surplus rural workers to reach 100 million people (CIIC,
2002).

The inefficient SOEs and the lack of effective credit evaluation and
monitoring by the state-banking system have generated an enormous bad
debt problem that shows no signs of being resolved in the near future.
While official reports place the NPL ratio at an enormous figure of around
25 percent of loans, other estimates suggest that it may be closer to 40
percent. In the absence of the implicit state guarantee, the four major state
banks are insolvent under any reasonable independent accounting system.
The problem has serious implications for monetary policy. In the mid-
1990s, monetary policy was required to restrain bank lending to reduce
inflationary pressures, while simultaneously providing funds to prevent a
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worsening of bad debt problems. This generates a conflict between the
central bank and the state banks, which find they can improve the bad
debt ratio in the short run through new lending, even if that new lending
may eventually lead to more bad debits.

Yet the state banking sector has continued to benefit from rising money
demand, which has led to rapidly rising deposits due to the state’s implicit
guarantees and the lack of real alternatives to the state banks. Economic
development has led to an increasing monetization of transactions
between firms, high savings rates to finance large consumer purchases and
self-investment, and the development of new financial assets and services.
At the end of the Maoist period of self-reliance and limited markets, cur-
rency in circulation was about 6 percent of GDP. By 1984, after the first
stage of reform, this ratio almost doubled as more goods became available,
bank savings became less politically risky, rural markets expanded, and the
absence of consumer credit led to a rapidly rising personal savings rate.
China began reporting its M2 money stock in 1984, which at the time
added up to about half of its GDP. As China’s economy increasingly relied
on market processes, real money demand continued to grow, primarily in
the form of bank deposits. While currency in circulation has stabilized at
about 16 percent of GDP, M2 grew rapidly with China’s market develop-
ment: by 1993, it was equal to GDP, and by 2002 it rose to a ratio of 174
percent of GDP. In the 17 years from 1984 to 2002, the total nominal
Chinese M2 money stock grew 50-fold, an annual growth rate of over 25
percent. This is demonstrated in Figure 11.3, which also includes the ratios
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Figure 11.3 China’s money ratios (source: People’s Bank of China; data for 2003 is
as of September).
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for M1 (currency and demand deposits) and MO (currency) as well as the
M2/MO ratio (since the monetary base is unavailable). This rapid increase
in money demand made it possible for China’s government to use the
banking sector to finance both its own budget deficit and the credit
demand of its own enterprises without a corresponding increase in the rate
of price inflation. Yet while M2 monetization has been significant, other
financial instruments are still underdeveloped.

China’s exports and its exchange rate regime

Chinese exports in the last decade appear to have had a significant effect
on economic growth, not only through aggregate demand and comparative
advantage, but also through technology transfer and spillovers (Liu, 2002;
Tseng and Zebregs, 2002). Zhang (1999) provides evidence that FDI
inflows in China (and several other Asian economies) were significantly
correlated with long-run growth. By the early 1990s, the export sector was
relying primarily on FDI for funding rather than the domestic state-owned
commercial banks (Huang, 1995), in spite of a domestic savings rate of
almost 40 percent primarily channeled into the banking system, and
foreign affiliates produced almost half of China’s exports (Zhang and
Song, 2000). Zhang and Felmingham (2001) find evidence of bidirectional
causality between exports and inward FDI in China, particularly in
provinces that receive relatively more, while Liu, Wang, and Wei (2001)
find evidence of a virtuous cycle in which more imports lead to inward
FDI, which leads to more exports, which leads to more imports.

As a result, Chinese leaders have come to see the export sector as the
solution to China’s looming unemployment problems, as millions of urban
workers are released from inefficient SOEs. This export sector has come
to rely heavily on FDI, particularly from the economies of the “greater
China” sphere, e.g. Taiwan and Hong Kong. While FDI from the US and
Western Europe is larger, Lardy (2003) points out that it is focused pri-
marily on supplying the Chinese domestic market, a fact that helps explain
why the bilateral trade deficit overstates the bilateral current account
balance.

China’s exchange rate regime

China’s foreign exchange regime in the 1980s used what the World Bank
called an “airlock” system and exports were not very responsive to
changes in the real exchange rate. This situation began to change by the
1990s. Export quotas were dismantled, trade decisions were decentralized,
exporters were allowed to retain increasing shares of their foreign
exchange earnings, and exchange rates were unified (Lardy, 2002: 55). As
a soft currency, the Chinese currency was considered significantly overval-
ued, and as foreign trade and tourism grew the black market increased.
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Figure 11.4 China’s nominal exchange rate (source: St Louis Federal Reserve
Bank, Federal Reserve Economic Data; data for 2003 is as of third
quarter).

In 1980, the official exchange rate was 1.5 yuan (Renminbi) per US
dollar, as Figure 11.4 shows. The yuan was gradually devalued until by
1993 the official rate fluctuated around 5.5 yuan per dollar. The real
exchange rate did not fall at the same rate, since China’s inflation rate
exceeded that of the major economies by a significant margin by the early
1990s. In 1993 the black market rate for converting the Renminbi (RMB),
the “People’s money,” into convertible Foreign Exchange Certificates
(FEC) was roughly 1.5:1, for an equivalent rate of 8.3 RMB per dollar.

In 1994, the official exchange rate was set for all transactions to roughly
8.6 yuan (RMB) per dollar, and the FEC and other such instruments were
eliminated. Overnight, the black market in changing money was virtually
eliminated, though the nominal exchange rate was allowed to appreciate
back to around 8.28 yuan per dollar, and rapid inflation in the mid-1990s
quickly eroded some of the effects on the real exchange rate, as Figure
11.5 shows.

By 1996, the current account achieved full convertibility, though the
government continued to restrict foreign exchange transactions for capital
account. China’s equity markets have been largely closed to foreign
investors, except in the foreign-currency-denominated B-share exchanges
in Shanghai and Shenzhen, though the government is now considering
changing this through Qualified Foreign Institutional Investor (QFII)
rules. Foreign direct investors were given promises that they could repatri-
ate their profits, though some firms insured against this by relying on debt
rather than equity to finance their investments. Throughout the 1990s,
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Figure 11.5 China’s real exchange rate.

illicit capital flight by Chinese firms was achieved through underinvoicing
exports and overinvoicing imports, among other methods (Gunter, 1996).
The omissions and errors in China’s balance of payments have been
significant and negative, indicating a continued and significant outflow of
funds into other major currencies in spite of official prohibitions and the
lower exchange rate. By the late 1990s, there were reports of a resurging
black market in currency transactions.

As Lin and Schramm (2003) discuss, the main goal pursued by the
Chinese authorities when they devalued the yuan in 1994 was not to under-
value the domestic currency, but rather to eliminate (or at least substantially
mitigate) the allocative inefficiencies stemming from both overvaluation and
widespread black market activity in foreign exchange. While markets
regarded the devaluation as a move towards market-clearing, the lack of
convertibility for capital transactions led to relatively less demand for the
yuan than purchasing-power parity would indicate. In 1997, when many
other Asian exporters devalued their currencies in response to their balance
of payments crises, China’s government stood firm in maintaining its dollar
peg, much to the relief of the rest of Asia since many feared that a further
competitive devaluation would set off a race to the bottom. The fact that
China did not devalue their currency amid such pressures not only increased
political goodwill towards China in the rest of the region, it also increased
the credibility of its dollar peg for foreign and domestic investors.
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The desirability of the yuan changed after 1997. A policy of disinflation
by the People’s Bank of China combined with increased competition led
to price deflation after the AFC (Cargill and Parker, 2004). Direct foreign
investments in the early 1990s began to pay off and led to rapidly expand-
ing exports, while China’s WTO accession led to improved confidence in
the future for both domestic and international investors. The deflation in
China led to a falling real exchange rate against the dollar, but the effects
were initially disguised as the dollar rose against other currencies.
Recently, however, lower interest rates in the US have helped to set off a
significant drop in the US dollar against other major currencies, and the
yuan fell with it; though the dollar did not depreciate against the yuan, as
US exporters would have hoped, the yuan has depreciated against the
euro and the yen. Firms in US import-competing sectors are frustrated
that the dollar’s decline is not helping them with the Chinese competition,
while Japan and the Euro countries are concerned about their export
sectors.

Is China beggaring its neighbors?

When President Bush met China’s president Hu Jintao at the APEC
summit in Bangkok during the last week of October of 2003, he was under
intense pressure from manufacturers and politicians back home to per-
suade China to revalue its currency. Critics claimed that by keeping an
undervalued yuan, China’s firms are increasing their share of the world
market, increasing unemployment in the US and causing a record US
trade deficit. China-bashing is also popular in Japan where China is not
only facing the same charges made by the US, but in addition, is blamed
for causing deflation, as cheap imports of Chinese origin are said to push
down prices. In the euro area, politicians and businessmen have com-
plained that because of China’s undervalued currency, the euro suffers an
unfair share of the burden of dollar depreciation. This has only been exac-
erbated in the past months as the yuan has accompanied the dollar’s slide.

Is the yuan undervalued? Undervaluation was clearly not the objective
of the official exchange rate adjustment in 1994, when the exchange rate
was set essentially at the black market rate. But has a policy of unintended
undervaluation emerged almost ten years later? From the US perspective,
of course, the growing bilateral trade deficit with China is evidence of a
distorted exchange rate. Figure 11.6 demonstrates that from China’s
perspective this bilateral surplus has grown to over 4 percent of GDP, and
now exceeds China’s overall current account surplus (both because China
has a current account deficit with the rest of the world and because it has a
deficit in bilateral trade in services and factors with the US).

FDI has also been high for the past decade, though Wei (2000) argues
that this is still low given the size of China’s economy. China is now the
largest recipient of FDI among the developing nations; in 2001 it received
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Figure 11.6 China’s international transactions (sources: IMF International Finan-
cial Statistics; US Bureau of Economic Analysis; 2003 data, where
available, is estimated).

$47 billion in inward FDI, over 6 percent of the world total, and in 2002
inward FDI increased to $49 billion.

Since China has borrowed relatively little from abroad and has yet to
allow for significant international equity flows, China’s balance of pay-
ments remains in surplus, and by the end of 2003 its holdings of foreign
exchange reserves exceeded $400 billion, roughly a third of its GDP at
current exchange rates. Most of this was held in US securities. This has
provided a non-trivial downward pressure on short-run interest rates in
the US in spite of the growing US federal budget deficit. While the interest
rate spread between US securities and China’s long-term borrowing
(which contains a risk premium) generates a large opportunity cost for
China (Kwan, 2003), the fact that China is long in dollars provides a
significant disincentive for the Chinese to allow the dollar to depreciate.

The answer to the question of undervaluation also seems clear if we use
the purchasing-power parity (PPP) approach. At official exchange rates
China’s per-capita GDP is currently almost $1,000, but if we use the World
Bank’s reported PPP estimates, China’s per-capita GDP is almost $5,000.
If accurate, this would suggest a significant undervaluation relative to the
dollar, though most scholars believe that these PPP estimates are signific-
antly overestimated, and there are many good reasons why price levels
tend to be significantly lower in less developed economies (e.g. Balassa,
1964; Samuelson, 1964; Bhagwati, 1984; Kravis and Lipsey, 1983).
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This argument is problematic for three reasons. First, China’s currency
is not fully convertible, its financial system is weak, and its banking system
is essentially insolvent, so it is not clear how desirable the currency would
be at PPP given the risk premium. Second, while China is running large
trade surpluses with the US it is also running deficits with other Asian
economies. As a result, China’s overall current account surpluses are not
so large, and are expected to be heading towards an overall deficit soon.
Third, Zhang (1998) and others have noted that the Chinese exports are
not very sensitive to changes in the real exchange rate, so it is not clear
that a revaluation would reduce any remaining trade surplus.

It should also be noted that in the last five years China’s imports have
grown even faster than exports, so China’s net demand for the goods and
services of the industrial economies has increased. This pattern has accel-
erated recently: for example, in the period January-September 2003
exports increased by 32 percent and imports by 41 percent, a gap that
when compounded over five years exceeds that prevailing in the period
1998-2003 (a period in which imports multiplied by three and exports
by 2.3).

John Snow, the US Secretary of the Treasury, has suggested the
Chinese currency may be undervalued by as much as 40-50 percent, but
this amount can really only be supported by considering the bilateral trade
relationship in isolation, and not the other elements of the current account
nor China’s trade with other countries. A report by the Federal Reserve
Bank of Cleveland (2003) suggests skepticism of the claim that the yuan is
undervalued to such a significant extent.

Lardy (2003) estimated that a 20 percent revaluation would be appro-
priate, while the general manager of Goldman Sachs Asia was quoted as
saying the yuan was undervalued by only 10-15 percent (Interfax, 2003).
According to Lardy’s estimates, a revaluation of this magnitude would
probably reduce China’s current account surplus by $40 billion but reduce
the US current account deficit by only a quarter of that, an amount so
small relative to the overall US current account that it would only reduce
its rate of growth. In testimony before the US Senate, Lardy even raised
the possibility that if it floated the value of the yuan might even depreciate
once it floats (SCMP, 2003).

What of the oft-used claim that China’s artificially undervalued yuan
has exported deflation to Japan? This charge can be dismissed by noting
that imports from China represent only 1.5 percent of Japan’s GDP; even
with complete pass-through to other goods and services traded in Japan, it
is implausible to suggest that Chinese imports are significantly responsible
for deflation in Japan. This is not to deny that some prices have clearly
fallen in Japan due to cheaper imports, but the effect is far too small to be
the source of Japan’s overall price deflation. The allegation can only be
interpreted as an effort to divert attention away from the position that
deflation is a monetary phenomenon and that the Bank of Japan’s tight
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monetary policy is the main suspect, not China. A similar line of reasoning
applies to explaining the low level of economic activity in Europe. The
blame should not be placed on China, but rather on the European Central
Bank for not being more aggressive in cutting interest rates.

Even in the absence of upcoming elections, blaming external sources is
an argument deficit countries often allege to avoid discussing domestic
factors that contribute to external imbalances. China is not the real issue,
since it is not yet big enough to explain what has happened to the US
economy anymore than China is responsible for Japanese deflation. The
US and other industrial countries have made their own policy tradeoffs
and decisions that generate external deficits. It is easier to blame China
rather than to recognize US trade and current account imbalances are the
result of a low overall saving rate (a fact that has recently been aggravated
in the US by an overly expansionary fiscal policy that transformed a
budget surplus of 1.5 percent of GDP into a budget deficit of more than 4
percent in just three years). Similarly, Japan and the European countries
would be better advised to reform their own domestic systems rather than
focus on China as an excuse to postpone those much needed reforms.

Vicious and virtuous policy traps

In Figure 11.7, we diagram two policy traps for the Chinese government,
one vicious and one virtuous. In the first policy trap, which we find in the
financial sector, the magnitude of the bad debt problem in the state-owned
banks combined with concerns over urban unemployment from shutting
down insolvent SOEs leads to policies which seek to delay meaningful
changes in corporate governance or lending behavior. Policies of forgive-
ness and forbearance, protectionism and favorable regulation for large
state firms, and an unwillingness to sell off state shares to truly privatize
them, combined with resistance to allowing international banks to
compete in the banking sector on a level playing field in spite of China’s
WTO commitments, all lead to a growing non-performing loan problem
and a drag on economic growth.

But there is a virtuous trap too. In this scenario, which we think
explains China’s situation in the last three years or so, the perception that
the yuan is undervalued by the market has unintended, positive, con-
sequences which make it difficult for the government to change policies.
Not only does the low price of the yuan help Chinese export growth, and
thus allow for increased employment and incomes along with improved
productivity from the shift of resources, but it also creates an asymmetric
expectation of revaluation that provides implicit insurance for domestic
and foreign investors alike. Expectations of a possible revaluation of the
yuan have increased investors’ willingness to hold Chinese assets despite
poor projected performance in the stock market, bad loans, and a troubled
banking system (Bradsher, 2003). This leads to rising FDI, which is needed
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Figure 11.7 Vicious and virtuous policy traps.

to fund export growth because the banking sector devotes too much of its
resources into inefficient domestic firms. Illegal capital flight turns from an
outflow into an inflow, as Chinese savers and speculators alike become
more willing to keep their money in yuan. Because stocks and other non-
monetary asset markets are still poorly developed, money demand rises.
Depositors are willing to keep their money in the big state banks, in spite
of their high bad debt ratios, because of the government’s implicit guaran-
tees and the insurance that the undervalued exchange rate provides them,
and the government’s guarantees become more credible as their foreign
exchange reserves rise.

Finally, though the accumulation of foreign reserves has led to rapid
growth in the money supply (M2 money supply has grown at an annual
rate of almost 15 percent since 1997, while nominal GDP has grown at an
annual rate of almost 7 percent), high money demand transitorily damp-
ened inflationary pressures: the price level has fallen by an average of 1
percent per year in the period 1997-2002, and as Cargill and Parker (2004)
argue, lower price inflation has a further positive and marginally signific-
ant effect on money demand. This becomes a policy trap because a change
in the exchange rate regime now has real and significant costs. Once the
revaluation occurs, money demand may fall back and price inflation may
result — even though foreign exchange accumulation would slow or
reverse. Capital flight out of China may occur, inward FDI could slow, and
depositors may lose some faith in the value of their yuan-denominated
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assets. This in turn could exacerbate the banking problem. Moreover,
China’s government lacks incentives to revalue the yuan, because China is
now holding large amounts of US dollar-denominated securities. Much as
the Bank of Japan, the Deutsche Bundesbank, and other central banks
tried to prop up the dollar before the collapse of the Bretton Woods
regime in 1971, China has an additional strong interest in the current valu-
ation because the losses from a falling dollar would be significant.

The policy trap previously discussed runs contrary to Hume’s famous
specie-flow mechanism, and standard expectations that a surplus in the
balance of payments will quickly result in inflation. It did not happen
quickly, but eventually the standard adjustment mechanism occurred; as of
December 2003, inflation, which was dormant for most of the year,
reached the 6 percent monthly rate. The sudden appearance of price infla-
tion coupled with a credit boom (bank credit grew by 21 percent in the
year to the first quarter of 2004) and other signs pointing to an overheated
economy (GDP growth of almost 10 percent and investment growth of
more than 40 percent in the year to the first quarter of 2004) triggered con-
cerns about a possible hard landing.

The way forward

As in Japan and Korea, the Chinese financial regime has created a vicious
policy trap that makes it difficult to implement significant financial liberal-
ization and address the corporate governance issues that were created as a
legacy of China’s socialist past. But China has also followed, however
unintentionally, an exchange rate regime that has recreated the strategy
followed by Japan and Korea in their initial decades of postwar develop-
ment, and in China’s case at least this has created another (virtuous)
policy trap. This virtuous policy trap has temporarily addressed some of
the problems created by the financial regime, and as a result of this and
other factors it now provides China’s leadership with two choices. First,
the government can continue to rely on this mechanism and delay much
needed reforms. Second, the government can use the opportunity pro-
vided by the current situation to address long-standing problems and begin
the process of real reform in domestic and international financial markets.®

The accident waiting to happen scenario

China’s undervaluation, whether intentional or unintentional, is part of a
larger strategy to encourage export-led economic growth. Other parts of
the strategy include capital account controls, regulations designed to
encourage FDI, and a financial system protected by the government. To
the extent the strategy is successful, rapid export and GDP growth masks
inefficiency in the financial system and allows China’s financial system to
continue to build up high levels of NPLs. The success of the strategy is
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manifested in trade and current account surpluses which in turn, generate
international reserve assets, primarily in the form of dollars which in turn
provides China with the ability to maintain an undervalued currency and
at the same time provides an incentive to maintain an undervalued cur-
rency because of the large exchange rate loss that would occur with a
higher value of the yuan. This in turn provides incentives for FDI since
foreign investors judge the probability of revaluation low.

All good things must come to an end. Eventually, of course, money
supply will outstrip money demand, and price inflation will then begin to
cause real exchange rate appreciation. This could in turn start a cascade of
events, and the virtuous policy trap could turn into a vicious cycle. A rising
exchange rate could lead to a fall in money demand and FDI, which could
be a severe problem, setting off financial distress, inflation, and rising
unemployment.

Eliminating the asymmetry affecting how exchange rate movements are
being currently perceived could lead once again to capital flight. In addi-
tion, the effects on the US economy could be unexpected. US producers
subcontract with China and this could affect their profits and prices.
Chinese holdings of US dollar assets not only provide a disincentive for
the Chinese to allow their currency to appreciate, but they also dampen
interest rates in the US at a time when federal deficits are projected to be
large for the next several years. Rising interest rates, if significant, could
slow the US recovery and cause the US deficit to grow larger.

The longer the undervaluation and other export-strategies continue, the
more financial distress is likely to accumulate in the Chinese banking
system. Not only does the undervaluation and export strategy in general
mask accumulating financial distress, the success of the strategy in terms of
rapid GDP growth supports a “forgiveness and forbearance” policy on the
part of government in dealing with the financial distress. Foreign investors
adopt a similar perspective as long as the export sector and GDP are
increasing at rapid rates.

At some point, however, the financial system distress reaches a level
that induces capital flight, financial instability, and lost output. Thus, long-
term undervaluation and other export-led growth strategies generate an
“accident waiting to happen” scenario. China thus needs to resolve the
NPL and SOE problem immediately. The longer this is postponed, the
further China moves down the steps of an accident waiting to waiting sce-
nario. While other domestic financial reforms and external liberalization
are desirable, Chinese authorities need to carefully consider the sequence
of reforms in both the domestic and international sectors. In particular,
China should reject pressure to revalue the yuan and/or liberalize the
capital account.
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Domestic and international financial liberalization

The Chinese government recently announced that it would use $46 billion
of its foreign exchange reserves to bail out the banking sector. As this
demonstrates, the current situation provides an opportunity to address
China’s financial problems, if it accompanies real reform in corporate gov-
ernance for both firms and banks, and liberalization in domestic and inter-
national financial markets. What would this entail?

China’s capital account liberalization has been focused on encouraging
inflows of FDI and most restrictions on FDI have been lifted, however,
China maintains tight controls on other components of the capital account
such as restricting outflows of capital and closely regulating capital and
money market transactions and foreign borrowing. In general, outflows
remain more tightly regulated than inflows.” Regarding inflows of foreign
capital, the domestic capital and money markets remain tightly controlled:
inflows of capital to the domestic capital market are permitted only
through purchase of shares or securities issued by Chinese institutions
abroad. In December 2001 several steps were taken to relax controls on
foreign exchange transactions. Importantly, requirements for domestic
firms to establish foreign exchange accounts in the previous year or the
total amount of foreign exchange spending in the previous year. China’s
capital account, however, remains tightly controlled and no timetable for
its liberalization has been announced to date.

The potential for capital flight is only one element of the costs of capital
controls. Other costs (see Gao 2000) include: (i) insufficient diversification
of portfolios; (ii) costs of enforcing control regulations, investigating sus-
pected violations of controls, and prosecuting violators of the capital con-
trols code; (iii) associated rent-seeking activities induced by capital control
regulations themselves; and (iv) adjustment costs, if capital controls induce
private agents to believe that the government is using capital controls as a
short-term fix for more fundamental problems connected with the balance
of payments, monetary policy, or the prudential regulation of banks.

In light of these problems intrinsic to capital controls, should China
remove controls on the capital account? This would certainly be the policy
recommendation from standard economic models where trade occurs
across all different time periods (and across all different states of nature).
In this context, the rationale for the opening up of the capital account is
the same as the rationale for free international trade.

Because international investment is intertemporal trade, trade between
periods and trade between countries have the same welfare effects in an
Arrow-Debreu framework. In other words, in a first-best world, maintain-
ing restrictions on capital flows is not recommended; yet it is a well known
result of the theorem of the second best that removing one distortion may
not be welfare enhancing if other distortions are in place. Clearly, then, in
a second-best world the immediate unconditional opening up of the capital
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account is not necessarily an optimal policy, and indeed, it will more likely
be suboptimal (see the section below on the speed and sequencing of
capital account liberalization in a second-best scenario).

Different forms of financial liberalization have different implications
for financial stability. As stressed by Eichengreen (2001), permitting banks
access to off-shore banking but not simultaneously permitting foreign
access to domestic equity and bond markets may be more destabilizing
than doing the reverse because it allows foreign funds to flow through the
banking system, the weakest link in the financial chain. In recent crises
episodes the liberalization of off-shore bank funding came before foreign
investors were granted access to domestic securities markets. This factor
seems to have played a prominent role in the Venezuelan banking crisis of
1994, and it was also an issue in Korea’s banking crisis.

The sequencing of external and internal liberalization is critical to
financial stability, and Chile during the late 1970s illustrates the danger of
dismantling capital controls before commencing domestic financial liberal-
ization and strengthening financial supervision. The elimination of con-
trols on capital inflows should come at a relatively late stage in the
liberalization process. Chile learnt from its mistakes and subsequently fol-
lowed a cautious strategy that avoided dismantling controls on capital
inflows and indeed, imposed steep marginal reserve requirements on very
short-term capital inflows.

Interventionist approaches to allocating credit to privileged sectors and
export-promoted activities in the context of no bankruptcy among exports
and financial institutions have a short life (Cargill and Parker, 2002). Once
enough inefficiencies have been accumulated economic growth slows
down, inefficiencies become harder to hide, the marginal product of
capital declines, investors’ optimism falls, and political support erodes. At
some point, effective bankruptcy policies will have to be enforced in both
the real and financial sectors and in the case of China, especially among
the SOEs. The example of Japan during the 1990s neatly shows the con-
sequences of ignoring this important lesson.

Implicit and/or explicit deposit guarantees that were pervasive in
Korea, Japan, and other Asian and South American economies need to be
an integral part of the reform process. Failure to reduce these guarantees
in the face of financial liberalization creates a fundamental flaw that
renders the financial system unstable. Moral hazard problems are exacer-
bated if implicit guarantees operate combined with a lack of appropriate
financial supervision, as discussed by Gao (2000) for the case of Thailand
in the late 1990s and by Diaz Alejandro (1985) for the case of Chile in the
early 1980s. The experiences of virtually every country in the past three
decades illustrates the danger of pursuing liberalization without a corre-
sponding redesign and reduction of government deposit guarantees.
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The speed and sequencing of capital account liberalization

This section elaborates further on the critical issue concerning the timing
of external versus domestic financial liberalization, by discussing a frame-
work where policy makers are uncertain about the outcomes of the
reforms they introduce, and thin markets prevent contingent contracts that
cover policy makers against risk. In those circumstances the benefit of a
gradualist approach is that it keeps the option of (early) reversals open to
the policy makers.

Dewatripont and Roland (1995) presented a general second best frame-
work for studying the effects of uncertainty (both aggregate and idiosyn-
cratic) on the speed and sequencing of reforms. For the case without
political constraints and no binding majority rule (the most relevant case
in the present context, since the CCP faces no formal opposition) the
framework stresses the key role played by the option value of early rever-
sal at the time of determining the optimality of gradualism versus a Big
Bang approach.

The cost of gradualism is simply the current-period loss from imple-
menting partial reform rather than immediate full reform (that is, the
opportunity cost of being unable to reap off all the benefits from reform).
The gain from gradualism comes from the possibility of learning about the
negative expected outcomes of full reform, and thus the possibility of
reversing the reform process at a lower cost than otherwise possible.

Regarding the speed of reforms, if policy makers’ learning is fast
enough and the probability of early reversals of reforms is positive, then
gradualism is proved to be optimal, relative to Big Bang, in the face of
aggregate uncertainty. Regarding the optimal sequencing of reforms, the
reforms with higher expected benefits should be implemented first, as long
as the policy makers display a positive rate of time preference.

When comparing two different reforms, one riskier than the other (the
fixing of the banking problem versus the sudden opening up of the capital
account, for example), abstracting from risk aversion — and given identical
expected outcomes and reversal costs — the riskier reform should be imple-
mented first."” This is so, because starting with the riskier reform increases
the option value of reversibility and hence the expected outcome. When
both gains and losses from reform grow, a reform becomes more attractive
if losses can be avoided by reversal.

This abstract framework has important implications for China. The
reforms with the highest expected return and also the riskiest if delayed or
not properly implemented involve the resolution of the banking problem,
establishing a transparent regulatory and supervisory framework, and
reducing further the number and importance of SOEs. Of the three, the
bank problem is the pivotal element. Not only should banking reform be
accomplished first, but policies closer to a Big Bang rather than a gradualist
approach are preferred. This is because the longer the period of resolution,
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the larger the problem of moral hazard. Lardy (1998: 17) considers a
sound banking system as a prerequisite for capital account convertibility,
particularly given the relative importance of banks in China’s financial
system and the high degree of state ownership in the banking sector.

The international evidence regarding the GDP costs of banking crises
leaves no room for doubt about the potential risks and benefits stemming
from a reform of the banking system. Estimates of these costs for recent
crises are provided in Frydl and Quintyn (2000) and Dziobek and Pazarba-
cioglu (1997). Likewise, the international evidence about the costs of
opening up the capital account without having fixed weaknesses in the
domestic banking system beforehand is also unambiguous (e.g. Edwards,
1984 regarding Southern Cone countries).

The AFC alerted Chinese authorities of the risks of a rapid liberaliza-
tion of the capital account without sufficient preparation. Indeed, there
seems to be a consensus in Chinese policy circles about the wisdom of
adopting a cautious, gradualist approach in regard to the issue of capital
account liberalization. In particular, there seems to be agreement around a
well-defined set of preconditions for a successful implementation of capital
account liberalization. These preconditions include the following: (i)
prudent macroeconomic management (sound fiscal and monetary policies,
in particular the need to ensure a proper coordination between the two);
(ii) an adequate real exchange rate (in particular the need to avoid danger-
ous overvaluations that proved to be very costly in the cases of the South-
ern Cone countries during the late 1970s; (iii) continuing development of
the domestic financial markets and institutions including the need to put a
modern, effective and efficient framework of prudential regulation and
supervision in place, and the need to complete domestic financial liberal-
ization; and (iv), resolving the banks’ balance sheet problems, including
the weakness of the four state-owned banks that currently hold NPLs esti-
mated at 20 percent of their outstanding loans (Lin and Schramm, 2003)."!

Policy dilemmas

Policy dilemmas for China can be classified from a domestic and inter-
national perspective. Domestically, interest rate and financial liberaliza-
tion in general need to be balanced against the fragility of inefficient SOEs
and insolvent big four state-owned banks, that account for 90 percent of
all assets and 70 percent of deposits held by financial institutions, respec-
tively. Two factors play a crucial role. First, domestic financial liberaliza-
tion increases the fragility of the four big state-owned banks, as they will
have to pay higher interest rates to depositors and charge lower rates to
creditors if domestic competition is increased. Second, if domestic banks
also face competition from abroad, this could pose a serious threat to
China’s financial stability. However, foreign banks also introduce competi-
tion, the use of international best practices, etc. Chinese authorities will
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need to balance the tradeoffs very carefully. Because the banking system is
usually regarded as the “weakest link in the financial intermediation
chain” (Eichengreen, 2001), access by foreign banks to the domestic
market should probably be permitted only after the process of cleaning
domestic banks’ balance sheets is well underway.

As noted by Lardy (1998), Gao (2000), Cargill and Parker (2001), and
others, a key link in the reform process is the one connecting the perform-
ance of SOEs, the NPL problem, and fiscal policy. Fiscal policy will have
to generate the fiscal surpluses that will be required to support both a tran-
sitory safety net to deal with the excess labor currently hoarded by ineffi-
cient SOEs, and also the recapitalization of banks.

The international perspective emphasizes that in a world of perfect
capital mobility, countries cannot maintain control of the exchange rate
and monetary policy at the same time. One monetary tool must inevitably
be surrendered. So far China has virtually maintained a fixed exchange
rate arrangement and, given the prevalence of a wide range of capital con-
trols combined with a degree of imperfect asset substitutability between
domestic and international assets, has also been able to use monetary
policy for countercyclical purposes. This is clearly illustrated by the expan-
sionary monetary policy following the AFC and the continued fixed
exchange rate. This type of flexibility to accommodate shocks will clearly
be lost once China liberalizes the capital account significantly. At this
stage, policy makers will have to adjust for the loss of degrees of freedom.
Deeper financial markets, a more effective framework for prudential regu-
lation, and the generalization of market strategies for risk management
will all act as functional substitutes for the loss in flexibility stemming from
a reduced number of policy tools that will inevitably accompany the
opening up of the capital account.'”” A corollary of this principle is that the
liberalization of domestic interest rates will have to wait until China moves
towards a more flexible exchange rate regime to take place or the price to
be paid by Chinese policy makers would be the complete loss of monetary
independence.

To complicate things more from an international perspective, the move
towards a more flexible exchange rate regime and the associated need to
resort to more indirect methods of monetary control (i.e., open market
operations) the Chinese authorities should promote the creation of
markets for government bonds of different maturities, currency denomina-
tions, etc. At the same time, Chinese authorities need to pursue a firm
fiscal policy that reduces public debt (including pressing implicit commit-
ments as well as explicit ones) as a share of GDP. In this sense the
experience of Chile after 1985 provides a very interesting example on how
to manage this tension in a successful way (Johnston, Darbar, and Echev-
erria, 1997).
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Implications

China’s exchange rate regime has created conditions that currently miti-
gate the problems caused by the vicious policy trap created through the
interaction of state firms and the domestic banking sector, but this may in
turn create a virtuous policy trap if it induces China’s leadership to avoid
needed financial reforms. Delaying the completion of the reform agenda is
costly, and Japan and South Korea are good examples of the costs
involved. As Japanese regulators avoided addressing their troubled banks,
non-performing loans grew, and Japan’s economy suffered. Korea’s
unwillingness to address these issues rendered the Korean financial system
increasingly susceptible to shocks, as the Asian financial crisis so clearly
demonstrated.

China has acted on the presumption that delay in the context of high
GDP growth would permit the economy to outgrow the problems, but this
policy of forgiveness, forbearance, and delay has proved to be non-optimal
in the long run. Chinese authorities should more closely study the experi-
ences of Korean, Japan, other Asian countries as well as the US and many
of the European countries. China’s export strategy has thus generated an
accident to waiting sequence and the longer China delays meaningful
reforms, the more likely the real and financial sectors will experience
serious difficulties. Drawing the various issues discussed in this chapter,
the following four policy recommendations are offered.

First, China should not rush to opening up its capital account nor give
in to external pressure to revalue the yuan. While there are costs to delay-
ing capital account liberalization, the costs of a massive banking crisis
likely outweigh the allocative, efficiency, and enforcing costs of capital
controls. In general, domestic liberalization should proceed external liber-
alization.

Second, the most immediate focus of reform is the interconnected twin
problems of inefficient state-owned enterprises and non-performing bank
loans. This will involve a high fiscal commitment to recapitalize banks and
to provide emergency assistance to the large number of unemployed
workers that will result from the implementation of bankruptcy proce-
dures.

Third, resolving the banking problem needs to be accompanied by a
broad set of reforms to enhance human capital in the financial sector and
to design a regulation and supervisory regime. Financial expertise needs to
be developed along with an effective framework for financial regulation
and supervision that limits systemic risk.

Fourth, this broad range of financial liberalization reforms can accom-
pany resolution of the banking and the state-owned enterprise problems,
however, other reforms of the financial sector cannot proceed until this is
accomplished. These two problems present the most serious threat to
China’s financial stability and most be addressed immediately. Once
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accomplished, the following financial reforms can then be pursued. The
development of capital and money markets is an important part of broad-
ening the financial asset base of the economy, which in turn require flexi-
ble interest rates and interest rate deregulation of the banking sector. If
China is to eventually move to more indirect methods of monetary control
(policy instruments, high powered money, and the economy), an appropri-
ate array of government instruments need to be developed to give the
monetary authority a variety of options to conduct open market opera-
tions. Without sufficiently developed market for government bonds indi-
rect ways of monetary control will be inadequate to stabilize the price
level, as the experience of so many developing countries illustrates. The
move towards a more flexible exchange rate system is conditional on the
development of a market for foreign exchange, since it is well known that
floating the currency in the face of a shallow market tends to produce
excess price volatility that is in turn transmitted to the real sector of the
economy through the so-called balance sheet effect.

In conclusion, China’s export strategy and unintentional undervaluation
has generated a serious policy dilemma. On one side, the export-led
growth has been responsible for significant economic growth, but on the
other side, the narrow focused strategy has weakened the financial sector
and rendered China susceptible to shocks with serious adverse effects on
the real and financial sectors. Revaluation of the yuan and/or capital
account liberalization is not the solution and would only make the situ-
ation worse. Chinese authorities should stand firm in rejecting the
demands for the revaluation of the yuan and/or for a move towards imme-
diate capital account convertibility and should instead move immediately
to tackle the reforms with the highest expected payoff as outlined above.

Notes

1 Using official exchange rates, China ranks behind the US, Japan, Germany,
France, the UK, and France. If China’s currency is undervalued by 40 percent,
as the US government has recently claimed, then it would be the world’s fourth
largest economy, behind only the US, Japan, and Germany. If the purchasing
power parity (PPP) estimates published by the World Bank are used instead,
then only the US remains a larger economy. These comparisons however, are
for the level of GDP. With an official GDP per capita of roughly $1,000 ($5,000
in PPP terms), China remains a less developed economy, particularly outside its
prosperous coastal cities.

2 Many observers point out that this bilateral trade deficit significantly overstates
the US bilateral current account deficit, both because of measurement differ-
ences and, more significantly, because the US has a bilateral surplus in services
and investment income receipts, as many US firms produce goods in China for
the Chinese domestic market.

3 It might be worth noting, however, that since 1955 US manufacturing employ-
ment has gradually declined from 32 to 11 percent of total non-farm employ-
ment, and it has been declining in absolute terms since 1980, from 19.4 million
in 1979 to 16.8 million in 1993, 17.2 million in 2000, and 14.7 million in 2003.
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Meanwhile, between 1995 and 2002 China lost 16 million manufacturing jobs,
15 percent of its total. The net gainers of manufacturing jobs appear to be
Canada, Mexico, Spain, Taiwan, and the Philippines, though the absolute
numbers are relatively small (Baum, 2003).

Gowa (1983: 143) cites a public statement to this effect by Philip Trezise, the
Assistant Secretary of State for Economic Affairs, four months prior to Presid-
ent Nixon’s 1971 announcement to no longer support the dollar price of gold.
Korea’s reform process is reviewed in the followed selected sources: Cargill
(1997/98, 1998a, and 1998b), Greenwood (1986), KEIA (2000), Krause (2000),
and SERI (2000).

The government encouraged the development of non-bank financial institu-
tions, money and capital markets began to develop, foreign financial institu-
tions were permitted greater access to the domestic financial system,
restrictions on inflows and outflows of capital were relaxed, and the won was
permitted more market sensitivity.

Official estimates understated the magnitude of the problem according to many
outside observers, for example, Huh and Kim (1994) found higher NPL rates
for Korean than Japanese banks over the period from 1971 to 1991. NPLs
ranged from 12-25 percent of total loans in the late 1980s with no apparent
downward trend during the entire period studied. Chung (1991) found similar
results based on examination of NPLs for eight major Korean commercial
banks in 1988 based on internal Bank of Korea data.

As one example of the opportunity that the foreign exchange regime presents
for addressing the problems of the banking sector, China just announced a
transfer of $45 billion from its international reserves to two of its state-owned
commercial banks, the third large bailout in less than six years (Bradsher,
2004). Rating agencies such as Standard & Poor and Moody’s welcomed the
bailout as a sign that Chinese authorities were addressing difficult and pressing
problems in the financial sector. What Chinese banks badly need, however, is
not only the additional resources to recapitalize themselves, but the right set of
incentives that lead them to reform their lending practices and stop making bad
loans. In this respect, introducing credit-risk management procedures should be
a key ingredient of the reform package. Unless this system is introduced, the
banks will continue to be pressed to make politically connected loans, whether
at the provincial and municipal levels as has been the case so far, or at the
national level if they centralize their lending decisions in Beijing as recent
developments seem to indicate.

For a detailed documentation of China’s Foreign Exchange Policies since 1979,
see Lin and Schramm (2003).

The riskiness of the reform refers to the risk to the economy if the objective of
the reform is left unresolved.

See the comprehensive discussion contained in BIS Papers #15, in particular
the reflections in Zhang (2003) included in that volume.

We are ruling out the possibility of China moving right away to a purely clean
float here, simply because it is not a plausible scenario. The basic requirement
of deep financial markets is not met.
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12 FDI and labor reforms in
Guangdong Province

Minquan Liu, Luodan Xu, and Liu Liu

Introduction

Since the end of the 1970s, China has adopted a wide range of market-
oriented economic reforms, including “opening up” to the outside world.
As part of this “opening up,” foreign direct investment (FDI) was first
sanctioned and then actively encouraged by the Chinese government.
Over the period since they first appeared, foreign-invested enterprises
(FIEs)' have played an especially important role in China’s rapid eco-
nomic growth through technology and knowledge spillovers as well as con-
tributions to China’s exports. They have also contributed directly to
China’s market-oriented economic reforms. In China’s overall reform
program, labor market reforms have perhaps been the most important and
protracted part. Among the contributions that FIEs have made to China’s
economic reforms what stands out is their role in promoting China’s labor
market reforms.

Even at the very early stages, FIEs in China were institutionally guaran-
teed the right to make production and investment decisions according to
market rules, including a much greater power in respect of wages and
labor recruitment decisions. In the dualistic structure of the state vis-a-vis
non-state sectors that emerged in the reform years, FIEs indisputably
belonged to the latter group, representing a nascent market force but also
quickly becoming a model to the state-sector enterprises in their market-
oriented reforms. In labor practices, FIEs have exerted strong competitive
pressures on China’s domestic enterprises (both state- and non-state-
owned) by paying better wages to skilled and well-educated new recruits
who may well have job-hopped from domestic enterprises. In terms of
wage differentiations, since skilled labor has been a relatively scarce
resource to the unskilled labor in China throughout the reform years, an
enterprise operating much more in line with market practices would pre-
sumably have had greater internal wage differentials between skilled and
unskilled labor, and hence provided better returns to human capital.

In addition to the impact on wages and wage reforms (i.e. towards
much more market-determined wages), China’s FIEs have also con-
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tributed to the formation of a unified national labor market by helping
breaking down many former bureaucratic, sectoral and geographic seg-
mentations. Under the pre-reform labor regime,” workers of state-owned
enterprises (SOEs) were recruited according to whether they had an urban
hukou, were from the same city, and sometimes were from particular units
of the same city (e.g. if a job change were involved).’ Indeed, more often
than not, workers were “allocated” to an enterprise by government
bureaus, often irrespective of the enterprise’s need or a person’s wish (this
was especially true of the allocation of new cohorts of school and college
graduates each year). When reforms began, FIEs, driven by profit-
motives, were understandably the first to break away from this labor
recruitment practice and to win the right to hire workers and staff irre-
spective of their bureaucratic, sectoral and geographical segmentations. In
part necessitated by the competitive relationship they had with the FIEs,
domestic enterprises subsequently also moved in this direction. In turn,
this greater labor mobility — which FIEs had done so much to contribute to
— has sometimes enabled Chinese domestic enterprises to benefit from a
reverse flow of workers from FIEs, with their better job-specific skills and
knowledge.

While it may generally be accepted that FIEs have contributed to
China’s labor reforms by remunerating workers more closely in reflection
of human capital variations and adopting more flexible and market-ori-
ented labor recruitment practices than domestic enterprises, there is a
dearth of empirical studies estimating the role of FIEs in these respects in
China’s labor reforms over the reform decades. Many studies of wage
determination in transitional China have addressed the issues of wage dif-
ferentials and returns to human capital generally. Some reported positive
but low returns to human capital (Byron and Manaloto, 1990; Gregory and
Meng, 1995; Knight and Song, 1991); others even found negative returns
(Gelb, 1990; Meng, 1993), while still others have reported a rise in the
returns in the 1990s compared with in the 1980s (Lai, 1998; Zhao et al.,
1999). Researches on labor mobility and labor market segmentations have
usually focused on rural-urban migration and the migrant population
(Forbs and Linge, 1990; Lin, 1993; Du, 1994; Yang, 1997; Knight et al.,
1999; Roberts, 2001). Most of such studies, however, do not relate to FIEs.

In this chapter, we empirically examine wage determination and labor
recruitment practice in FIEs by analyzing a data set from a survey of 405
FIEs. The survey was carried out in 1998 in Guangdong Province in south-
ern China. This is where FDI first took hold in the late 1970s after China
had begun to accept and actively seek for FDI, and where FDI subsequently
expanded by leaps and bounds and by the late 1990s accounted for close to a
third of total accumulated FDI inflow in China. Our findings demonstrate
that wholly foreign-owned enterprises (WFOESs) tended to provide higher
returns to education and were more inclined to recruit workers from
provinces outside Guangdong than non-wholly foreign-owned enterprises
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(NWFOE:s).* This we take to be evidence in support of the hypothesis that
FDI has contributed to China’s market-oriented labor reforms.’ However,
from our findings, it also emerges that the extent of this contribution
depended on some other factors. One factor found to significantly influ-
ence an FIE’s wage level and the extent of its recruitment of workers from
outside Guangdong is its degree of export orientation, which can be inter-
preted to indicate an FIE’s investment strategy. In addition, we find
important differences in wage levels among FIEs by source of investment
(overseas Chinese, US, EU, and Japan), which we interpret to mean that
wages in FIEs were also significantly influenced by the levels in their home
countries.

The rest of the chapter proceeds as follows. In order for the reader to
have a clear picture of the enormous problems China’s pre-reform labor
regime had, the protracted nature of the reforms, and the role FIEs have
played in promoting the reforms, in Section 2 we provide a brief descrip-
tion of the main features of the pre-reform labor regime in China and the
principal reform measures the Chinese government has undertaken since
then. This is then followed by an account in Section 3 of the rise of the
FIEs in China and a discussion of their role in promoting labor reforms in
China. A brief review of some secondary evidence on the differences in
returns to human capital and in labor recruitment practices between FIEs
and non-FIEs is also provided. In Section 4, we turn to the Guangdong
survey, where we describe the survey sampling, data set, and our empirical
estimation strategy. Section 5 presents the estimation models and inter-
prets the results. Section 6 concludes the chapter.

The pre-reform labor regime and labor reforms in China

The pre-reform labor regime

China began its economic reforms and the “open door” policy in 1978.
The objective was to transform the previous centrally planned economy
into a market-oriented one. Labor reforms have since been an important
but also an especially protracted part of the overall reform program.
Before the economic reforms, there was essentially no “labor market” in
China in the strict sense of the word. The labor regime then had the
following features. To begin with, a rigid rural-urban divide separated the
rural sector from the urban state sector (state-owned enterprises or “work
units”). Two completely different systems governed job allocation, remu-
neration and other labor practices in these two sectors. In the urban state
sector, as noted, irrespective of the actual needs of an enterprise or work
unit, each year cohorts of young urban workers would routinely be alloc-
ated to them. Employment was for lifetime, once a worker was given a job
in an enterprise or work unit, there were few chances to change that job.
All officially recognized and approved urban residents were given an
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official local urban residency status (hukou). Strictly, urban state sector
job allocation only applied to people with an urban hukou. In addition to
hukou, each worker was also given a work-related personal file (dang’an).
When a person was allocated a job, their personal file would be placed
with the labor office of the local government bureau responsible for the
enterprise. Should they seek a job transfer to another unit, they would
have to obtain the consent of both their existing work unit and their new
work unit. Job transfers between work units subordinate to the same local
government bureau could already be hard enough; job transfers between
work units of different government bureaus would be even harder, as it
was considered at the time that this would disrupt the state’s manpower
allocation plan. In any case, administratively this would have to require
the consent of two local government bureaus. Finally, job transfers
between two cities would be still harder, as this would imply a change of a
person’s urban residency status from one city to another, and in many
large cities restrictions were in place limiting the influx of immigrant man-
power from other cities (and, of course, from the rural areas).

Thus while an urban worker received lifelong employment, there was
no choice for a preferred job, even if one was offered. The iron-rice-bowl
employment system, while providing full job security for workers, gave
workers few opportunities of changing jobs should they become dissatis-
fied with their existing jobs.

On the other side of the divide was the rural sector. As a rule, rural
workers were denied state sector jobs, a privilege reserved only for urban
residents. Rural workers were organized into agricultural collectives and
worked jointly on collectively owned land. Their remuneration depended
on their collective’s income as well as on their personal labor contribution.
Indeed, rural workers were not even able to move between collectives
except in such cases as marriage.”

One further feature of the pre-reform system was that wages for state-
sector workers were determined by the central government. A national
wage scale existed that determined the wages for each skill rank, and there
were altogether only eight different skill ranks. Wage differentials
between these ranks were narrow and tightly compressed, with the highest
wage only around five or six times that paid to a worker in the lowest skill
rank. This followed the egalitarian principle guiding income distribution in
China at the time. Note that neither an enterprise nor a worker was in a
position to negotiate wages.®

Labor reforms in transitional China

It is clear from the above that the pre-reform “labor market” (if we can
call it that) was heavily sectorally, regionally, and institutionally seg-
mented. Workers could not freely choose their preferred job, and did not
have the right to a negotiated wage. One would of course expect both such
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severe market segmentations and the extreme egalitarian wage remunera-
tions to undermine the efficiency of human resource allocation and the
efficacy of wage remuneration as an incentive for better work perform-
ance. Indeed, this was true, and it provided the initial impetus to market-
oriented labor reforms in China.

The subsequent labor reforms were aimed at rationalizing the system of
job allocation and wage remuneration so as to improve efficiency. Specifi-
cally the reforms focused on dismantling the lifetime employment system,
removing major market segmentations and linking individual remunera-
tion to performance.’

Dismantling the lifetime employment system

In 1983, the government began to introduce a labor contract system for
new employees in some SOEs. However, this met with strong resistance
from both enterprises and workers, and disagreement among policy
makers subsequently delayed its wider adoption until 1986. The system
was later extended to all eligible employees in SOEs. In 1995, a new Labor
Law came into force requiring all workers to be employed under a formal,
written contract, which could be entered into by workers individually or en
masse collectively.

The labor contract system symbolized an important departure from the
old system of guaranteed lifetime employment by introducing the threat of
contract non-renewal. In principle, the system should give an enterprise the
power to recruit and dismiss workers as it deemed fit. In practice, however,
restrictions on such power were commonplace. Nevertheless, the new system
did give an enterprise greater freedom to do so. At the same time, it also
gave workers greater freedom to leave their existing jobs and choose better
ones. The contract system redefined the responsibilities and rights of both
the workers and enterprises, and reduced the rigidity of the relationship.

Removing major hindrances to labor mobility

Even with the labor contract system, however, major hindrances to labor
mobility remained. The principal ones were the residency (hukou) system
and the personal record files. The role of residency qualification in deter-
mining a person’s employment and job allocation was gradually de-
emphasized since the mid-1980s. Not having a local urban Aukou would no
longer automatically disqualify a person from taking up an urban job, be
they from another city or a rural village. By the mid-1990s, rural workers
could even buy an urban hukou in some small and medium-sized cities,
and rural migrant workers had become common in China’s large cities.
When an urban worker left the state sector, his personal record files were
placed with a Personnel Exchange Center that looked after such files for
workers in the non-state sector.'
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Wage reforms

The way wages are set in the state sector has gone through a series of
reforms since the late 1970s. The objective of these reforms has been
twofold: (i) to move away from the highly egalitarian wage structure — the
eight-skill rank system; (ii) to increase the power of an enterprise to set
wages. The ultimate objective was to introduce a performance-based wage
remuneration system.

In 1978, bonuses and piece rates were first introduced into state enter-
prises. In 1984, SOEs were given the power to set bonuses according to
their financial performance, while the central authorities levied a progres-
sive tax on these bonuses. In 1985, a system of determining an enterprise’s
total wage bill according to its economic performance was introduced.
This allowed the state to control the total wage bill in the economy (an
incomes policy) while allowing SOEs to have greater freedom in setting
wages. This system was subsequently revised in 1989, 1993, and 1995.
These revisions, however, mainly concerned methods of implementation
and not the principle. Starting in 1990 a more radical wage reform
program — the so-called post-and-skill wage system — went through a
period of experimentation and was subsequently popularized by the Min-
istry of Labor. Under this system, a worker’s wage is based on both their
“skill” and “post.” The post-related part serves to reflect the arduousness
of a worker’s individual duty and performance and may vary markedly as
and when a worker’s individual duty and performance change. In contrast,
the skill-related part is stable, more like the regular wage under the former
eight-skill rank system. It closely reflects a person’s years of service.

FIEs and labor reforms in China

The emergence of FIEs in China

Before the reforms, China was a closed, centrally planned economy. Trade
was regarded as a means of acquiring the necessary foreign exchanges for
imports, state-owned enterprises (SOEs) dominated the industries, and
FDI was completely banned. Trade and FDI have since been two insep-
arable planks to China’s “opening up” to the outside world. Between 1992
and 1998, the average annual rate of growth of exports and combined
trade were 24.84 percent and 22.85 percent, respectively, a truly phenome-
nal rate of growth. The expansion of FDI in China underwent three broad
stages. Throughout the 1980s, realized FDI inflow increased only moder-
ately. This was then followed by a period of rapid expansion in the early
1990s when the realized inflow soared and by 1993 China had become the
second largest recipient country in the world only next to the US. Since
then this booming trend has slowed down. Table 12.1 provides data on
annual realized FDI inflows for selected years. As of 1998 (the year of our
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Guangdong survey), the realized value of FDI stood at 45.46 billion US
dollars, total exports 183.76 billion US dollars, and combined trade 323.93
billion US dollars.

Over the last two decades the contribution made by FDI to trade,
industrial output and employment rose rapidly with increased FDI inflows
(Table 12.2). The share of total exports accounted for by FIEs rose from a
mere 1.1 percent in 1985 to 44.1 percent in 1998, and again to 50.06
percent in 2001. The role of FIEs in international processing activities
explained a great part of this increase. Between 1994 and 1998, FIEs’ pro-
cessing activities were by far the most dynamic component of China’s
trade, and they accounted for 38 percent of China’s total exports and 34
percent of total imports in 1998 (CSP, 1999). The share of FIEs in China’s
industrial output rose from 9.5 percent in 1994 to around 15 percent in
1998.

FIEs in China are, by and large, biased in favor of labor-intensive
sectors where China has a comparative advantage. Consequently, they
also have made a significant contribution to employment creation in
China. The number of employees (managerial and technical staff and pro-
duction workers) working in FIEs in urban areas increased from 0.66
million in 1990 to 5.87 million in 1998, accounting for 2.84 percent of the
total urban employment in the country in 1998 (CSP, 1999). This does not
yet include employment generated by FIEs in rural areas. When that is
included, the total employment created was 20 million in 1998 (CSP,
1999). These employment opportunities provided by FIEs made a major
contribution to the absorption of the surplus manpower laid off from the
state sector in urban areas, and of the abundant unskilled surplus labor in
rural areas. According to Ma (1999), if jobs indirectly related to FIEs are
further included, the total employment created by FDI would increase to
over 30 million in 1998.

Of all FIEs in China, around half were invested by overseas Chinese
(these investments principally came from Hong Kong, Macao, and
Taiwan). Besides the geographical, cultural, and language proximity that
favors China, and Guangdong in particular, as the location of these invest-
ments, cost reduction has been an important motive. Overseas Chinese
investments in China have mostly involved transferring traditional labor-
intensive operations from their home economies to labor-abundant China,
thereby saving on labor costs, a close reflection of Vernon’s (1966) product
cycle theory. Other FIEs of Asian origins, mainly Japan, have also pursued
a largely cost reduction objective and have mostly located their labor-
intensive stages of production in China as part of their global production
network. Both these and overseas Chinese investments were mainly
export-oriented.

Although actively encouraging FDI, in the early years China also
placed major limits to it in the form of various restrictions that were
erected regarding the sectors open to FDI, export quotas, and local
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content requirements. During this time (much of the 1980s and the early
1990s), China’s FDI inflow was dominated by overseas Chinese invest-
ments. Beginning in the early 1990s when an increased number of sectors
were opened up to FDI and restrictions on export quotas and local content
requirements were relaxed, FDI from non-overseas Chinese backgrounds,
principally the US and European countries, also began to arrive in signific-
ant amounts. These investments were principally market seeking, and
were largely concentrated in capital-intensive manufacturing and service
sectors, producing products mainly to serve China’s own emerging market.
According to our own Guangdong survey (Liu et al., 2000), FDI from US
and European countries in Guangdong have adopted characteristically
market-seeking investment strategies, while those of overseas Chinese and
Japanese origins have mainly pursued cost-reduction objectives producing
much of their output for export.'!

The role of FIEs in labor reforms

FIEs have not only radically altered China’s economic landscape and con-
tributed to its rapid economic growth, but also have played an important
role in facilitating and indeed even “leading” China’s labor reforms. While
the Chinese government has adopted a series of major labor reform meas-
ures, many of these were in fact “led” by the practices already existing in
FIEs in China. And even after their adoptions in SOEs, by no means have
all these measures always been readily welcomed and accepted by the
SOE workers and managers. FIEs have again played an important role in
exerting pressures on the reluctant domestic SOEs to comply with the new
practices.

Leading by example

First FIEs have led by example. In fact, if one looks at the enactment of
the various regulations on labor practices culminating in the passing of the
1995 Labor Law, one can see a direct role played by FIEs in leading the
reform. When FDI first began to arrive in China in the late 1970s and FIEs
(principally joint ventures at the time) appeared in any significant
numbers, the Chinese government issued a set of key regulations, the
Sino-Foreign Equity Joint Venture Labor Management Provisions, in 1980
to govern labor practices in FIEs. At that time, there were no formal regu-
lations governing labor practices in domestic firms anywhere in the
economy. The provisions stipulated certain basic rights for both the
employers and employees with regard to hiring, firing, wages and bonuses,
work schedule, paid leave of absence, labor insurance and welfare bene-
fits, labor protection, labor discipline, written employment contracts, and
trade union membership. In 1984, when other forms of FIEs than joint
ventures appeared in large numbers, the Auxiliary Implementation
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Procedures to the 1980 Provisions was issued. Under this document, all
forms of FIEs in China were brought under the 1980 provisions. These
provisions initially did not apply to domestic firms but there were subse-
quently a series of experimental regulations that brought domestic firms
closer to the standards governing FIEs. In 1994, a Labor Law was passed
(i.e. the 1995 Labor Law) which went into effect in the following year. This
law took precedence over all previous varied and confusing sets of regula-
tions governing FIEs and domestic firms, and for the first time brought all
enterprises, FIEs and non-FIEs, under a common set of rules. After exam-
ining the main terms of the 1995 Labor Law, Markel (1994) notes that the
effect of this law was to bring SOE:s in line with FIEs in labor practices.

Competitive pressures

Through various backward linkages, FIEs have also exerted competitive
pressures on domestic enterprises, principally SOEs, to change their labor-
related practices. The main source of such pressures was, of course, the
greater freedom enjoyed by FIEs in recruiting workers and in setting
wages. In this case SOEs were often disadvantaged by their own past in
having a high level of incumbent labor force, low technology, poor man-
agement, few financial resources, and a poor prospect of expansion. Nev-
ertheless, when young, educated, and skilled workers were enticed to FIEs
by better wages, better working conditions and better prospects of career
advancement (for example, as a result of better training and greater expo-
sure to new technology and new management methods), this generated
pressures for SOEs to improve their wage remunerations and labor prac-
tices generally, even if these do not entirely match those of an FIE.

Breaking down labor market segmentations

We emphasize in particular FIEs’ role in breaking down various labor
market segmentations. Given their greater freedom in recruiting workers
and staff and in setting wages, a privilege enjoyed from very early on, FIEs
have played the role of a vanguard in breaking down major labor market
segmentations characteristic of the pre-reform labor regime. When SOEs
were still constrained in their choice of recruitment of workers and staff to
locally registered urban residents, FIEs had already begun to recruit
workers and staff from across China’s cities and from rural areas. When an
SOE worker still had to face bureaucratic hindrances in obtaining a trans-
fer from one work unit to another, FIEs had already begun to recruit
workers from across bureaucratic divides. Needless to say, a major factor
that enabled FIEs to do so was the better wages and labor practices they
offered.

To be exact, in the very early stages FIEs came up against much the
same institutional restrictions in their recruitment of workers and staff as
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SOEs: they were forced to recruit workers and staff with the “right” local
urban residency status and personnel record files. However, in order to
encourage FDI inflows, both the central and various local governments
soon relaxed these restrictions for FIEs, effectively putting FIEs out of the
purview of those policy restrictions."?

The role of FIEs in breaking down the rural-urban divide and regional
segmentations deserves special emphasis. FIEs in effect led the process of
recruiting workers and staff from outside the local city and from across the
rural-urban divide. The reason is simple; it enabled them to recruit more
able and better-qualified workers and staff, often for the same wage.
Nowhere was this role more pronounced than in Guangdong, the province
that led FDI growth in China. Beginning from the early 1980s, each year
hundreds and thousands of rural migrant workers from across China
flocked to the province to seek employment there, mostly in FIEs (princip-
ally those overseas Chinese-invested enterprises producing labor-intensive
products for exports). Although labor standards in many of these FIEs
were appalling and close to sweatshop conditions, on the whole they pro-
vided rural migrant workers with an employment opportunity they could
only have dreamt of before. As well as rural migrant workers, throughout
the 1980s and the 1990s Guangdong also attracted numerous urban
workers from other cities in China. According to the 1995 Pilot Census
(based on 1 percent of the population), Guangdong recorded the highest
ratio (5.2 percent) of “migrant population” in China,"” much higher than
the second highest ratio (4.8 percent) recorded for Beijing. In the Special
Economic Zones of Zhuhai and Shenzhen (both in Guangdong) where
FIEs dominated local industries, the ratio of migrant population to total
population was as high as 25.3 percent and 61.3 percent, respectively.

Wages, returns to human capital and labor recruitment practice
in FIEs and non-FIEs

Below we briefly review some secondary evidence on differences in wage
levels, returns to human capital, and labor recruitment practices between
FIEs and non-FIEs in China.

Wages

Both the publicly available macro data and micro survey data show that,
on average, workers in FIEs tend to be paid higher wages than their coun-
terparts in indigenous firms. According to data published in the China Sta-
tistical Yearbooks, since 1985 when wages of FIEs were first reported, the
average wages of both overseas Chinese (CN) FIEs and non-overseas
Chinese (non-CN) FIEs have been consistently higher than the two main
types of indigenous firms, SOEs and collective-owned enterprises (COEs)
(Table 12.2)."* What is more, the absolute gaps in average wages between
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FIEs and each type of indigenous firms have been increasing overtime,
although the relative gaps have been stable on the whole. Within FIEs,
since 1993 non-CN FIEs on average have consistently paid higher wages
than CN FIEs, and the ratio of the average wage of non-CN FIEs to that
of CN FIEs increased over time from 0.86 in 1985 to 1.28 in 2001, reflect-
ing a slower rate of wage increase in CN FIEs than in non-CN FIEs in
most years.

A sample survey of wages in 44 cities across China in the year 2000 by
the Ministry of Labor and Social Security (MOLSS, 2001) confirms the
above trends (Table 12.3). The average wages of workers in FIEs in 1999
were 1.44 times (12,627 yuan) that in indigenous firms (8,794 yuan). Both
CN and non-CN FIEs paid higher average wages than SOEs and other
indigenous firms. CN FIEs, however, recorded a slower rate of increase of
wages (8.1 percent) in 2000 than non-CN FIEs (12.64 percent). Indeed,
because of this, the rate of wage increase for FIEs as a whole (12 percent)
fell below that for indigenous firms taken together (12.12 percent).

It needs to be pointed out that, in addition to wages, a worker may
receive other benefits from their enterprise. According to a labor cost
survey of 5,280 enterprises in 11 major cities in Hebei Province as of
1998,"5 making up the total labor costs of an enterprise were wages,
employer’ social security and welfare contributions, training and education
costs, and other (Table 12.4). Not only did FIEs on average pay higher
wages (6,849 yuan) than both COEs (3,354 yuan) and SOEs (5,328 yuan),
the share of wages in their total per-worker labor costs was also the lowest
among the three enterprise types. If one includes all labor costs as, in some
sense, remunerations for workers, then FIEs paid a total of 10,291 yuan
per worker in the year, 36.6 percent and 1.3 times higher than SOEs and
COEs, respectively. Note that while FIEs paid the highest remuneration
per worker, they also recorded the highest average value added per yuan
of labor costs among the three enterprise types. This indicates that FIEs
on average had higher labor productivities, part of which was then used to
pay to workers in terms of a higher level of remuneration.

Wage differentials and returns to education

While FIEs on average pay higher wages and possibly provide a higher
level of other benefits to workers than all types of indigenous firms, both
anecdotal observations and in-depth empirical studies show that wage dif-
ferentials, and probably differentials in non-wage benefits as well, are
much larger within FIEs than for indigenous firms. The issue of wage dif-
ferentials (and perhaps non-wage benefit differentials as well) relates
closely to returns to education. Where the differentials are unduly narrow,
returns to education are likely to be depressed.

Using data from an extensive labor force survey in China, Dai (1997)
found that workers in FIEs were on average paid higher wages with much
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larger wage differentials than in SOEs. In another study, relying on survey
data on incomes in 1988 and 1995, Lai (1998) computed human capital
returns by the Mincerian equation, and found the coefficient for human
capital returns in FIEs to be much higher than in SOEs. What is more,
although both FIEs and SOEs showed increased returns to human capital
over time, the rate of the increase was higher for the former group. Both
these studies ignore non-wage benefits. In another study, using data from
the China Statistical Yearbook 1995 and the China Industrial Economic
Statistical Yearbook 1995, Gordon and Li (1999) convert non-wage com-
pensations into equivalent wage income and find substantial compressions
of the “wage” scale within the state sector. The enterprises in the state
sector effectively paid substantial income subsidies to the least skilled
workers. There was little pay differential by education, and the wages for
more educated workers were much lower than their marginal value
product. Non-wage compensations were generally paid according to
seniority and based on egalitarian principles. Their study, however, did not
relate to FIEs.

Based on a study of evolving wage differentials in Zhejiang Province,
Zhuang et al. (1998) observe that the size of wage differentials within an
enterprise was positively correlated with profits and the wage level of an
enterprise, and they speculate that as an enterprise’s profits increase, its
wage differentials will be on the rise. They base their observations on a
study of wage differentials in SOEs, COEs, and “other” enterprises
(including FIEs). In their study, FIEs are generally found to have paid
higher wages, earned greater profits, and had wider wage differentials.'®

Equality of employment opportunities and labor mobility

SOEs in China today are, to an extent, still under the shadow of their past.
Workers may now leave their existing work units and move to an FIE, or
to an indigenous private firm, or indeed into self-employment, with greater
ease.”” However, while exit may have been eased, entering the state sector
is still fraught with difficulties, especially for certain social groups. For
various reasons, SOEs have still tended to reserve jobs for people with
local city residency status. Outside workers, including rural workers, may
find employment in an SOE, but typically only as “temporary” workers,
without the full range of social security and welfare benefits available to a
“regular” worker."® If an SOE were forced to downsize, these “temporary”
workers would be the first to be laid off, irrespective of their work
performance.

In fact, in many cities even these “temporary” positions have been diffi-
cult to come by for outside workers. In fear of social unrest that may
follow a large-scale job loss in the state sector, in some places local govern-
ments have required SOEs in their jurisdictions to give priority to recruit-
ing newly laid-off former local SOE workers, rather than outside workers.
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Indeed, as a result of these policies, in some places even young workers
with local city residency status may not be able to obtain a state sector job.
Equality of employment opportunities in the state sector is still only a
distant prospect.

As noted, in contrast, FIEs, even in the very early stages, were granted
a greater freedom of choice in recruiting workers and staff. Recruitment
has generally been on a competitive basis, irrespective of a candidate’s res-
idency status. There are no particular social groups of workers to protect
in this sector, and quitting is, of course, without restriction."

The Guangdong survey, data set, and estimation strategy

The Guangdong survey and the data set

The Guangdong survey was carried out in the summer of 1998; the
information collected pertains to 1997. A total of 405 FIEs were inter-
viewed with the aid of a questionnaire. Of these, 276 were of overseas
Chinese investment (CN) from Hong Kong, Macao, and Taiwan, 35 of
Japanese (JP), 50 of US (US), and 41 of European (EU) investment. The
exact source of investment of three other firms was not known. Of the
whole sample, 320 are manufacturing firms, 83 service sector firms, and
two agricultural and mining firms. The data set we use for empirical exam-
ination in this chapter pertains to only the manufacturing firms.

Sampling was based on a population data set provided by the Data
Management Center of the Guangdong Research Institute, the Commis-
sion of Foreign Economic and Trade Relations of Guangdong Province,
and used a combination of stratified and systematic sampling methods.”
The population data set contained all the officially registered FIEs in
Guangdong as at the end of 1997. Six hundred target firms were initially
selected for interview by investment source (US, JP, EU, and CN). At
completion, 405 firms were successfully interviewed,” producing a sample
that is, insofar as the industrial sector composition is concerned, reason-
ably representative of the population (Liu ez al., 2000).

Table 12.5 presents the composition of the manufacturing sample firms
by source and form of investment and firm size. Form of investment refers
to whether an FIE is a wholly foreign owned enterprise (WOFE), or a
non-wholly foreign owned enterprise (NWFOE), which includes joint ven-
tures (JV), cooperative ventures (CV), and other. Following a widespread
practice, firms employing 300 workers and above are classified as large
enterprises (LEs), and those with less than 300 workers small and
medium-sized enterprises (SMEs). (In regression estimations, though, we
use the total number of workers and staff of a firm for firm size.) Note that
CN firms have the lowest ratio of WFOEs, while US firms have the
highest, followed by JP and EU firms. Table 12.6 reports the average
annual sales, registered capital, total investment, numbers of employees,
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Table 12.6 Average sales, registered capital, total investment, number of
employees and capital intensity by source, manufacturing sectors

(1997)
CN EU JP UsS Total
Annual sales 136.35 400.61 209.26 668.62 215.89
Registered capital 45.53 164.65 97.47 150.46 68.57
Total investment 130.86 267.77 263.74 272.3 164.27
Employees 548.59 451.31 693.46 1,208.59 611.57
Capital intensity 556.57 1916.8 352.93 702.85 664.27

Note

The units for annual sales, registered capital and total investment are million RMB yuan.
Capital intensity is given by the ratio of total investment, in thousand RMB yuan, to the
number of employees of an enterprise.

and capital intensity (total investment per employee) of the manufacturing
sample firms by source group. These provide a broad picture of the type of
manufacturing firms included in our sample by source.

Estimation strategy and variables

Our data set contains only firm-level data, and consequently it does not
permit us to examine wage differentials or returns to human capital within
a firm. However, it permits an empirical examination of firm-level average
hourly wages and the geographic origin of production workers (percentage
of production workers from outside Guangdong) by form of investment,
their educational level (percentage of production workers with high-
middle school education and above), source of investment, the ratio of
export to total sales (proxy for investment strategy), industrial sector, and
the size of a firm.?* The first two variables (firm-level average hourly wages
and the geographical origin of workers) are to be our endogenous vari-
ables, while the rest are explanatory variables. The use of form of invest-
ment as an explanatory variable enables us to assess whether, other things
being equal, WFOESs perform better than NWFOE:s in respect of workers’
hourly wages and geographical origin (the latter as represented by a
greater share of workers hired from outside Guangdong, implying a
greater degree of geographical labor mobility). The inclusion of workers’
average educational level (percentage of workers with high-middle school
education and above) as an explanatory variable allows us to evaluate
returns to education and its impact, if any, on workers’ geographical
origin. These are two principal explanatory variables. In addition, to allow
for the possible influence of source of investment and a firm’s investment
strategy (as represented by its share of export in total sales) on the
endogenous variables, we include variables pertaining to these in our esti-
mating equations. Finally, we control for the possible influence of the
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industrial sector and the size of a firm (total number of employees) on the
endogenous variables. Detailed hypotheses and models of estimation are
given shortly.

Because there was not a comparable contemporaneous survey of SOEs
or, more generally, non-FIEs in Guangdong, we will, in fact, be unable to
compare FIEs and non-FIEs in respect of workers’ hourly wages and geo-
graphical origins. However, if FDI indeed promotes the performance of a
firm in these respects and if the relationship is also monotone, then one
would expect, other things being equal, WFOEs to outperform NWFOEs
in these respects. Conversely, if as a group WFOEs outperform NWFOEs,
then other things being equal this can be seen as evidence of a positive
effect of FDI in these respects.

The point just made requires some explanation. Let the percentage of a
firm’s investment that is foreign funded measure the extent of a firm’s
FDI. Then if the relationship between FDI and a given endogenous vari-
able is monotone positive, one will expect, other things being equal,
WFOEs to outperform NWFOE:s in that variable. Of course, if the rela-
tionship between FDI and a given endogenous variable is non-monotonic,
the picture can be complex. We shall, however, assume such a situation
not to occur.

Table 12.7 lists the variables used in our estimation with definitions.
In(WAGE) is the natural logarithm of workers’ average hourly wages of a
firm, and OPORIN the percentage of production workers of a firm hired
from outside Guangdong.”® FM is a dummy variable denoting form of
investment, with FM =1 for WFOEs, and FM =0 for NWFOEs. HEDU

Table 12.7 Description of variables

Variables Description

FM Form of investment: WFOEs = 1; NWFOEs = 0.

EU,JP,US  Source of investment dummies, with overseas Chinese firms as the
reference group.

In(WAGE)* Average hourly wage of a firm in RMB yuan, in natural logarithm.

OPORIN Percentage of workers recruited from other provinces than
Guangdong in a firm (%).

HEDU Percentage of workers with high-middle school education and
above in a firm (%).

SECTD Industrial sector dummy: capital intensive sectors = 1; labor

intensive sectors = 0. Capital intensive sectors include machinery,
mechanic products, metallic and non-metallic products. All other
manufacturing sectors are labor intensive sectors.

EMPLOY The number of employees of a firm, proxy for firm size.

EXR Ratio of exports to total sales of a firm (%).

Note
* One firm reported an hourly rate of 50 yuan for wage, which is tested to be an outlier. In
regression estimations the outlier is excluded.
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indicates the percentage of a firm’s production workers who received high-
middle school education and above. The higher is HEDU, the better edu-
cated the workers are on average. To assess the possible difference in
returns to education and the impact of education on workers’ geographic
origin by form of investment, an interaction term (FM*HEDU) is
included in some of the regression models we estimate. EU, JP, and US
are three dummy variables indicating source of investment (EU=1 for
European investment, and EU = 0 for non-European investment, etc.), the
reference group being the overseas Chinese FIEs. EXR is the ratio of a
firm’s export to its total sales in a year and is used, as already noted, as a
proxy for a firm’s investment strategy. SECTD is an industrial sector
dummy dividing the sample firms into two groups by industry: SECTD =1
for capital-intensive and SECTD =0 for labor intensive industries.**
Finally, EMPLOY is a non-dummy variable measuring the number of
employees of a firm, and is used here as a proxy for firm size.

Table 12.8 presents summary statistics of the mean, median, range, and
standard deviation for hourly wages, the percentage of production workers
hired from outside Guangdong, and for each non-dummy explanatory
variable by form and source of investment.” Table 12.9 reports results of
the tests of the equality of the means of these variables by form and source
of investment. In the absence of any knowledge of factors other than
source and form of investment affecting the variables in question, and
under the normality assumption, these results would indicate whether
there exist statistically significant differences for each variable by form and
source of investment. Table 12.10 reports correlation coefficients for each
possible pair of the variables, and the results of the tests of their statistical
significance under the normality assumption.

Labor practice in FIEs in Guangdong: empirical results

In this section we present our models of estimation and the results. We
first consider hourly wages and then workers’ geographic origin. Finally
we summarize our findings.

Hourly wages and returns to human capital

The arguments advanced in Sections 2 and 3 would imply that, other
things being equal, returns to human capital are higher in FIEs than in
non-FIEs. Subject to the qualifications made at the beginning of this
section, one would also expect them to be higher in WFOEs than in
NWFOEs. We want to test if this hypothesis is true by regressing the
natural logarithm of firms’ average hourly wages, In(WAGE), on workers’
educational level, HEDU, and an interaction term FM*HEDU. The result
obtained on this latter term can tell us differences, if any, in returns to
education between WOFEs and NWFOEs.



'$95BO WS Ul [enba 9q 10U ABW JUSWISIAUI JO 92IN0S AQ pUE WLIOJ £ SUOIIBAIISQO JO IQUINU [£10) 9} ‘UL “JUSUI)SIAUL JO SOINOS JOU JNQ JUSWISIAUI
Jo wiojy poyrodor ojdures oY) Ul SWIY oM, ‘UBNA ()G JO 93em A[Inoy oFeroae ue Junrodor romIno oy Jurpnoul Aq pojenoed are sesoyjuared ur soIndry

AON
10T L9 9z w @ 961 $q0
€T 8E6€ €0'vE 0l SYTe 60°€y “A9P PIS
0 0 0 0 0 0 WnWIuy
001 001 001 001 001 001 wnwixepy
w 96 S1 ST SL YL URIpIN
LLEY 1969 6L6C 9 60T SE98 EELAEIN axd
vTT €8 6C 9z 6C 12 $q0
9ILT ¥60°T 199°C 056 1L €Tl “A9P PIS
01 8 LS 1 ST 8 WNWIUIA
000°0C 0089 000°0C 0s€'e 000°¢ 0006 wnwixepn
00T 68T 8¢ £6T (4% 00T UBIPIN
119 719 60T°T €69 557 6¥S o8eIoAy yuawAorduwry
112 L LT ST T Y0C $q0
6L1€ ST 68°6C €r1e 60°'1€ 1°C€E "A9P PIS
0 0 0 11 0 0 WNWIUIA
001 001 001 001 001 001 wnwixep
0L or 0L ¥8 08 0S URIpIN
619 61°08 $6'S9 LSTL 6L'1L 8€'SS ageroay (9a0qe pue jooyds Appru-ysiy) NATH
80T T LT vT ST 20T $q0
68°TE Sl YO'LE €Tse W01E wyE "A9P PIS
0 0 0 0 0 0 WNWIUTA
66 001 86 001 86 001 wnwIxepn
0¢ SL 0T St 4 0S UBIPIN
S9¢ 1L%9 60°8€ 6L9% 8Y°LT STy (NIIOJO) @outroxd 1230
12T LTST 18T 9I'tC ¥8 1€ €8'LI Suop3uenH
601 11°0T 60°LE 5062 89°0F 16°S€ £y10 [B207] uIsLQO
98 (Lg) 9¢ L 11 01 (€6) 26 Sq0
8¢t (91'8) LO°E 9I'8 w0 v6z  (909) 18°¢ “A9P PIS
L60 4 'l ST 4 L60 WU
ST (0s) 0T ST 0z €T (0s) eC wnuwixep
S (©¢ SLE [SLS ) (©)¢ URIPIN
s (U9 Te€ WL 9T’S €9 (18P sev oSeIoAy o%em
AOAMN q04M sn dr n4 ND

(L661) s10109s Jurrnjoejnuew ‘sonsne)s oanduosoq 977 2]9v,



244  Minquan Liu et al.

Table 12.9 Tests of the equality of the means by form and source of investment,
manufacturing sectors (1997)

Form of investment Source of investment
Large sample (z) Analyses of variance (F)

WAGE 0.01 0.62

WAGE1“ —1.72% 1.88

OPORIN 6.647%%* 2.95%%*

HEDU —2.65%%* 4.15%%%

EXR 4.60%** 6.83%#%

EMPLOY 0.002 1.64

Notes
a Excludes the outlier reporting 50 yuan for hourly wage.
b *significant at 10% level, **significant at 5% level, ***significant at 1% level.

Workers’ hourly wages may not only be influenced by their educational
level, but also by other factors as well. First, there may be important dif-
ferences in the wage levels by form of investment that are not accounted
for by differences in returns to education, but are simply because, say,
other things being equal, WFOEs pay higher wages than NWFOEs. For
example, the wages in a joint venture may well be held back by the wages
that are paid to workers in the Chinese parent firm, while a WFOE would
be free from such influences in setting wages and, indeed, because they
tend to be completely new firms, they may well want to offer wages with a
significant premium in order to entice workers to move to their firms. In
addition, firms with different foreign investment sources (CN, EU, JP, US)
may well be influenced by the wage standards in their home countries or
economies in setting their wages (Liu et al., 2003). For these reasons, we
also include the form (FM) and source dummies (EU, JP, US) as explana-
tory variables in the regression equation.

In addition to these, we also control for a firm’s industrial sector
(SECTD), size (EMPLOY) and investment strategy (EXR). For example,
there may exist certain established wage differentials between industries.
There is also a sizeable body of literature showing a positive effect of firm
size on wages.”® Finally, one would expect FIEs that pursue a cost-
reduction strategy to be more likely to pay a lower average hourly wage to
workers than those pursuing the opposite market-seeking strategy.

We thus regress the natural logarithm of hourly wages (In(WAGE)) on
a selection of variables just noted. Estimation uses the White-
heteroskedasticity-consistent OLS technique. The results are given in Table
12.11.7 Clearly they lend support to our hypothesis that returns to education
are greater in WFOEs than in NWFOEs. However, while education is
shown to have a positive effect on the average hourly wages of workers in
WFOEs, its effect is actually negative in NWFOEs. It is difficult to
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determine why this is so. It could be that firms with a higher percentage of
workers with high-middle school education and above share certain
characteristics that depress workers’ hourly wages, and this negative influ-
ence is being picked up by education. While we have no ways of confirm-
ing this or, if true, identifying the characteristics in question, it is
interesting to note that in a survey on wages covering over 500,000
workers in 14 leading cities in October 1998, conducted by MOLSS (1998),
it was revealed that for workers of certain skill categories and in certain
occupations (“elementary skilled” manufacturing and “middle skilled”
service workers), those who received college and above-college education
were on average actually paid a lower wage than those with only junior-
middle school education and below. So our finding of negative returns to
education in NWFOEs in Guangdong is by no means an isolated case.

While returns to education are greater in WFOEs than in NWFOEs, it
is worth noting that in our sample WFOEs also on average recruited a
smaller percentage of workers with high-middle school education or above
than NWFOEs (Tables 12.8 and 12.9). Thus it appears that although
WFOEs better rewarded education, they also employed the better-edu-
cated workers more “economically.” Indeed, after controlling for differ-
ences in returns to education between WFOEs and NWFOEs, our results
show that FM has a negative effect on hourly wages.”

Besides the influence of education and form of investment, our results
show that source of investment has a statistically significant effect on a
firm’s hourly wages in the case of EU and JP investment. EU FIEs in
particular tend to have a higher average hourly wage as compared with the
CN reference group. JP firms also show a weakly significant positive
premium. US firms, however, fail to show a significant positive premium.
Among the other control variables, firm size clearly shows a significant
positive effect while export ratio (EXR) a significant negative effect on
firms’ hourly wages.

Workers’ geographical origin

Our hypothesis in this case is that WFOEs promote a greater geographical
movement of workers by hiring a higher proportion of workers from
outside Guangdong than NWFOESs. Again, subject to qualifications made
at the beginning of this section, we take this to be in support of the view
that FDI promotes a greater degree of geographical integration of China’s
formerly segmented labor market.

That being so, the obvious important explanatory variable to be
included in our estimating equation is form of investment (FM). However,
in addition to FM, other factors may also affect a firm’s decision to hire
outside workers. Thus while CN FIEs, being mostly of a Hong Kong back-
ground, may have had certain prior ties with the local community in which
they make the investment, which may well oblige them to hire more local
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workers than they otherwise would, non-CN FIEs would be free from such
influences. Also, certain policy and institutional barriers to hiring outside
workers may exist in some industries but not in others (or they exist but to
a lesser degree). Or, equally, outside workers may have certain character-
istics that make them more suited to being employed in certain industries
and not in others. A firm’s investment strategy (EXR) and the educational
level it requires of its workers (HEDU) may also affect the extent to
which a firm recruits outside workers. For example, if export-oriented
FIEs tend to pay lower wages (Table 12.11), and if outside workers are
more willing to accept a lower wage (Table 12.10), then one can expect
export-oriented firms to hire proportionally more outside workers. Sim-
ilarly, if the less educated workers outside Guangdong are more likely to
migrate to work in Guangdong than the better educated, then outside
workers will on average have poorer education than local workers (Table
12.10). In this case, FIEs requiring better educated workers will then be
less likely to hire outside workers. Finally, the larger a firm, the less likely
it is that the firm’s specific labor demands will be met by qualified persons
from the local population. In this case a larger firm is likely to hire a higher
proportion of outside workers.

In the regression for the percentage of outside workers of a firm
(OPORIN), we include all these variables in the estimating equation.
Table 12.11 reports the results (Model 2A). FM is shown to exert a highly
significant, strong positive effect on OPORIN. However, none of the
source dummies is significant. A joint F-test also fails to reject the null that
all source dummies have zero coefficients (p-value =0.642). Among the
rest of control variables, the sign of EXR is as expected: more export-
oriented firms do tend to recruit a higher proportion of outside workers.
EMPLOY has a significant, positive effect on OPORIN. The effects of
HEDU and SECTD on OPORIN are negative but statistically insignifi-
cant.

A Chow test had rejected the null that there exists no structural dif-
ference between two groups of firms, WFOEs and NWFOEs, for the
regression of OPORIN, at 5 percent level of significance. For this reason,
we also ran separate regressions on the two sub-samples, and the results
are likewise given in Table 12.11 (Model 2B). They broadly confirm those
from the full-sample regression, with one important further finding,
namely, that the positive effect of EXR on OPORIN appears to be driven
principally by NWFOEs.

Conclusion

The findings from the Guangdong survey shed valuable light on two
important labor market reform indicators: returns to human capital and
workers’ geographical origin. Using firm-level survey data from Guang-
dong, we compared the performance of two groups of FIEs, WFOEs, and
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NWFOEs, in these respects after controlling for source of investment,
firms’ investment strategy, firm size, and firms’ industrial sector. The
results show that WFOEs indeed provide positive and greater returns to
human capital (measured by the percentage of a firm’s workers with high-
middle school education and above) than NWFOEs, where the returns are
actually negative.”” WFOEs also hire a much greater proportion (19 per-
centage points more) of workers from outside Guangdong than NWFOE:s,
indicating a much greater power by WFOEs in promoting a geographical
integration of China’s labor market. Other things being equal, firms’
investment strategy (proxied by a firm’s annual share of export in total
sales) and size (total number of employees) also matter to their perform-
ance in these respects: The more export-oriented a firm is, the lower the
average hourly wage and the greater the percentage of workers from
outside Guangdong. Firm size has a positive effect on both hourly wages
and the share of workers from outside Guangdong. Source of investment
is a significant factor for firms’ wage levels (with EU and JP firms paying
workers a substantial wage premium compared with CN firms), but not for
determining the geographical origins of a firm’s workers. US firms do not
differ significantly from CN firms in this respect. Finally, industrial sector
does not appear to be a statistically significant factor in influencing either
hourly wages or the geographical origins of workers.

Our survey data set unfortunately does not enable us to compare the
performance of FIEs and non-FIEs directly in the two indicators of labor
market reforms. Nevertheless, if, as we assume, the relationship between
FDI and China’s labor market reform in those respects is monotone, then
the results we have obtained concerning the relative performance of
WFOEs and NWFOEs may be taken to mean that FIEs generally perform
better in those respects than non-FIEs. This lends support to the view that
FDI promotes labor market reforms in China.

Two main planks to China’s market-oriented labor reforms have been
wage reforms (a transition from the former egalitarian wage system to one
that relates a worker’s wages closely to her performance and human
capital), and labor recruitment reforms (removing various previous labor
market segmentations). In this chapter we looked at the role of FIEs in
promoting labor reforms in both these respects. We argued that FIEs in
China have generally “led” the process of labor market reforms. A review
of available secondary evidence shows that this is indeed generally true.
Our own examination of firm-level survey data from Guangdong has also
lent support to the hypothesis.

Notes

1 In this chapter, we use the terms “foreign direct investment” and “foreign-
invested enterprises” interchangeably.

2 By “labor regime” we mean the entire system of labor allocation and wage and
non-wage remuneration, including the way in which human resources are
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10

managed. Such a system may be predominantly market based, as in most coun-
tries in the world today, or command based, as in pre-reform China.

We shall omit considering urban collective enterprises (COEs) run by urban
street committees, district committees, and so on in pre-reform China when
speaking of the urban state sector, unless they are otherwise mentioned.
NWFOE:s include principally joint ventures (JV), but also cooperative ventures
(CV), and other. JVs are FIEs that involve joint equity ownership between a
foreign investor and its Chinese partner or partners. CVs are typically FIEs to
which a foreign partner contributes funds and production know-how while a
Chinese partner or partners contribute land, factory building, and other assets.
The foreign and Chinese partners share profits and take responsibilities accord-
ing to a pre-agreed contractual stipulation.

Regrettably, our data set does not contain a controlled group of non-FIEs.
However, under the assumption of FDI having a monotonic relationship to our
labor reform variables, our findings regarding the comparative performance of
WFOEs and NWFOE:s in the respects in question can be interpreted to imply that
FDI has a positive influence on China’s labor reforms in those respects in general.
One consequence of the job allocation system was the overstaffing problem of
SOEs, which posed major obstacles to SOE reforms subsequently. Since the
mid-1990s, large numbers of workers have been “laid off” from the state sector.
The only route available for a rural youth to leave their village and to enter the
urban state sector was through college education. College graduates from a
rural origin were automatically given an urban resident status and became state
sector employees.

The national wage scale allowed, for the same skill rank, minor variations in
wages between major geographical regions to take into account historical dif-
ferences in living costs, and variations between different occupations to take
into account differences in the skills required and in the arduousness of tasks.
A further reform area concerns social security and welfare provisions (pension,
unemployment and medical insurance, and housing, to only mention the major
ones). Before the reform these benefits were provided and administered on an
enterprise-by-enterprise basis, which meant that individual workers received
these benefits only from their own work unit. Should a worker leave their exist-
ing work unit, their entitlement to benefits accredited at their existing work
unit would cease, and they would have to obtain these benefits from the new
work unit, which might or might not offer the provision. If not, then the fear of
losing one’s existing benefits would clearly constitute a major disincentive
against a worker seeking to leave their existing work unit. An important area of
labor reform in China has been to reform its social security and welfare system
for the state sector workers so that their benefits are monetized and portable,
thereby promoting labor mobility. In our account of labor reforms in China
below, however, we shall omit to mention this area of reform.

However, from around the mid-1990s, local municipal governments such as in
Beijing, Shanghai, Guangzhou, and other cities began to erect a new barrier to
geographical labor movements. To tackle the problem of redundant laborers in
their own cities, and in the name of improving “labor management,” these gov-
ernments introduced a work permit system targeting outside workers. Only
those outside workers with a work permit certificate (in addition to a tempo-
rary residence certificate and migrant worker certificate) can legally work in
these cities. To encourage more highly educated people and professionals with
particular skills to move to these cities, as a rule work permits have been issued
on the basis of educational and professional qualifications. Generally speaking,
however, those with the proper qualifications have been able to legally enter
and work in the cities concerned with ease.
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See also Zhang (1995), Tso (1998) and Chen (1997).

However, see note 10.

“Migrant population” in China refers to those who do not have a local hukou
and local personnel record files (dang’an) in the place they work.

Non-CN FIEs in China are mainly those whose foreign investment came from
the US, Japan, and EU countries; CN FIEs are those whose foreign investment
principally came from Hong Kong, Taiwan, Macao, and Southeast Asian coun-
tries.

The survey covered 11 cities and administrative districts, involving 5,280 enter-
prises and 2.053 million workers and staff, accounting for 16.3 percent and 43.6
percent of the whole populations of enterprises and of workers and staff in
Hebei Province, respectively.

Greater wage differentials may be viewed as a negative, rather than positive,
development in terms of increased income inequality. However, this needs to
be considered against China’s historical legacy of a highly egalitarian wage
structure. Under a market system, wages would closely reflect a person’s pro-
ductivity and therefore their contribution to their firm. An overly narrowly dif-
ferentiated set of wages may fail to reflect different contributions workers of
different skills and human capital make to their firm. Besides the fact that this
has deleterious effects on workers’ work incentives, it is not clear whether
morally such a system is necessarily superior to one that gives due recognition
to differences in people’s skills, abilities, and the contributions they make to
their firm.

The only major institutional obstacle that remains to their doing so is the non-
portability of most of their social security and welfare benefits (see note 9).
However, reforms in these areas are expected to gradually ease this obstacle as
well.

A “regular” worker in a state sector work unit is typically one who was hired
under the old system, with the right residency qualification and given a guaran-
teed life-long employment (as long as the enterprise continues to survive).

The portable nature of social insurance and monetized (as opposed to in-kind)
benefits and housing subsidy in this sector has also given workers added scope
for mobility. It is worth noting that the extent to which an FIE in a given city or
region can freely recruit employees from outside the city has in recent years
been limited by a quota and work permit system akin to that run by countries
when controlling foreign nationals seeking employment within their boundaries
(see also note 10).

Whereby the firms from the population data set were first grouped according to
investment source, after which firms in each source group were alphabetically
ordered, and every k’th firm was then selected in view of the target number of
sample firms assigned to each group. The target numbers were 300 for the CN
group, and 100 each for EU, JP, and US groups.

We solicited the help from students of the Lingnan College, Zhongshan Uni-
versity, who after proper briefing undertook most of the interviews.

Our survey covered the hourly wages, geographical origins, and educational
levels of both the production workers and management and technical staff.
However, in this study we shall only consider the case of production workers,
leaving aside that of management and technical staff.

Note that under the Chinese educational system, there exists the following
stages or levels of education: primary schooling (five-six years), low-middle
schooling (three years), high-middle schooling (three years), and university
education (three—four years). These represent a typical route of progression for
a child. In many cases, however, children stop going to school after primary or
low-middle schooling. After primary or low-middle schooling, some may then
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23

24

25

26

27

attend special technical schools, while many progress to high-middle schools.
Among those who attend high-middle schools, some may later attend special
technical colleges, while others go on to universities.

It also needs to be pointed out that our data set does not contain information
on non-wage incomes of a worker. However, this omission need not matter if
firms are likely to have had the same proportion of non-wage benefits in a
worker’s total remuneration. According to the information provided by the
Bureau of Labor of Guangdong Province, on average these benefits amount to
a third of the total labor costs of a firm in Guangdong, or about half of the
wage costs. In 1999 on average wage costs accounted for 62.94 percent, social
insurance 18.07 percent, welfare benefits 10.25 percent, housing 2.78 percent,
training and education 1.26 percent, work place safety 1.05 percent, and other
3.65 percent, of the total labor costs in Guangdong (available at
http://www.gzlabour.gov.cn). We have no corresponding information for 1997.
The industries are divided into these two groups according to both the average
capital intensity and the average management and technical (MT) staff ratio of
the industries in question. The average capital intensity of an industry refers to
the average of the ratios of total investment to total employment, and the
average MT staff ratio of an industry refers to the average of the ratios of the
number of MT staff to the total number of employees, of the sample firms of
the industry in question. Capital-intensive industries are those with both a high
average capital intensity ratio and a high average MT staff ratio. By the stan-
dard Chinese industrial classification, there are altogether 22 two-digit manu-
facturing industries. After further grouping, a cluster analysis yields a rough
division of these industries into the two stated groupings. Capital-intensive
industries include machinery, mechanical products, metallic and non-metallic
products. Labor-intensive ones include food and beverage, pharmaceutical,
textile, furniture, electronic products, and chemical products. We thank Angela
Wang for sharing the results of her calculation.

The mean values for each variable are calculated as simple averages for firms
belonging to each group. Other descriptive statistics are calculated accordingly.
Two sets of results are given for average hourly wages. The first set does not
exclude an “outlier” reporting 50 yuan for average hourly wages; the second set
(in parentheses) excludes that outlier. The outlier in question is an overseas
Chinese WFOE, with total investment of 200 million yuan and employing 100
workers and staff. Set up in 1993 and with 12 affiliates across China, its main
products were wireless and wire telephones. Ninety percent of the workers
received high-middle school education or above, and 30 percent were recruited
from outside Guangdong. Chinese and expatriate staff received the same pay,
something unusual in FIEs in China. Including the outlier, the results are in fact
broadly in line with the macro-level wage comparisons in Table 12.2. However,
a studentized residual test shows the residual at 5.46, indicating that the firm is
truly an outlier.

See Brown and Medoff (1989), Velenchik (1995) and Schaffner (1998) for evid-
ence on firm size exerting an independent effect on firms’ wages. Explanations
for this include unionization, minimum wage compliance, efficiency wages, and
other.

A Chow test failed to reject the null, at the 5 percent level of significance, that
there exists no structural difference between WFOEs and NWFOE:s, so that
the underlying coefficients for the explanatory variables should be equal in
value. Note that because not all interviewed firms answered all our survey
questions, and some questions in particular were answered by relatively few
firms, the number of complete observations differs between estimations and, in
all cases, it falls below the full sample size of 320.
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28 A possible reason why hourly wages are lower in WFOEs than in NWFOEs,
other things being equal, may well be that in a NWFOE, there exist pressures
from the Chinese partner firm for the enterprise to distribute a greater share of
“profits” (gross of wages) to workers in the form of higher wages. Such pres-
sures are absent in a WFOE.

29 Note, however, that we did not find WFOEs to pay higher average hourly wage
than NWFOEs, even after controlling for various related factors.
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13 Is China the world factory?

Kevin Honglin Zhang

Take an item from the shelves of Wal-Mart or K-Mart and, more likely
than not, it will have a “Made in China” label. This is no surprise the
China makes 70 percent of the world’s toys, 60 percent of its bicycles, 50
percent of its shoes, and 33 percent of its luggage. China also builds half of
the world’s microwave ovens, one-third of its TV sets and air conditioners,
a quarter of its washers, and one-fifth of its refrigerators. China’s share in
world textiles has risen dramatically since the first day of 2005, when quota
and tariff barriers were removed. It is expected that China will take over
60 percent of the global textile market in the coming years, without pro-
tectionism in the US and the EU. Therefore many people (for example,
Zakaria of Newsweek (May 2005) and Shenkar (2005)) view China as the
world factory. The evidence cited most frequently is China’s export expan-
sion in the past decade. The reality is, however, more complex. A close
examination of China’s global competitiveness in exports (from the
detailed discussion in the preceding 12 chapters of this book) reveals the
following points:

e More than half of China’s exports are not generated by domestic firms
but by foreign-invested enterprise. “Made in China” does not mean
“made by China.”

e Most of the manufacturing exports are not capital- and technology-
intensive but labor-intensive. China is merely a manufacturing center
for low-end products.

e Even in exports of labor-intensive products, China’s value-added is
small. China has a long way to go in building its own brand names and
international marketing network.

The conclusion thus is that China is not the world factory, at least not right
now. But some questions still remain unanswered: Why is China not cur-
rently the world factory? Why has the view of China as the world factory
been so popular for years? Can China be the world factory in the near
future? This chapter attempts to offer answers to these questions.



258 Kevin H. Zhang
Industrial competitiveness: China’s position in the world

“The world factory” was a title first awarded to the UK during the Indus-
trial Revolution, when the country was dominant in world industry. As the
US took off in 1870 and surpassed the UK in terms of GDP, the US then
became known as the world factory, especially after World War II, when it
made up almost half of world GDP. The strong manufacturing perform-
ance of Germany and Japan (especially its industrial miracle in the 1970s)
won them the title of “world manufacturing centers.” The UK’s domi-
nance in world industry in the eighteenth century has been widely recog-
nized. The US, Germany, and Japan are still the most powerful economies
in the world in almost all aspects, especially in manufacturing technology.
Therefore, the requirements for a country to be considered as a world
factory depends not only on having a large share of world GDP and the
export market, but also on having the highest per capita income and indus-
trial competitiveness.

China’s position in world GDP, exports, per capita income, and indus-
trial competitiveness are presented in Tables 13.1-13.4. According to the
World Bank (2005), China’s GDP in 2003 is ranked 7th in the atlas
method based on exchange rates, and is the second largest economy in the
world, just after the US, in terms of purchasing-power-parity (PPP
method), which many people believe is closer to the truth. However,
China is only about 60 percent of the US GDP (Table 13.1), although it is
expected that it may be the world’s largest economy by 2015, given the
growth rate of both nations..

China gained most of the world export share between 1985-2002 (from
1.4 percent to 5.1 percent). By the end of 2004, China became the third

Table 13.1 Market shares of the world top 10 exporters in 2004 and changes over

1985-2002

World export share in 2004 Changes in shares over 1985-2002
Rank Country Share (%) Rank Country Changes (%)

1 Germany 10.0 1 China 3.7

2 UsS 9.0 2 UsS 1.7

3 China 6.5 3 S. Korea 1.1

4 Japan 6.2 4 Mexico 1.1

5 France 4.9 5 Malaysia 0.8

6 Netherlands 39 6 Ireland 0.7

7 Italy 3.8 7 Thailand 0.7

8 UK 38 8 Taiwan 0.6

9 Canada 35 9 Singapore 0.5

10 Belgium 3.4 10 Spain 0.4

Sources: World Trade Report 2005 (WTO, 2005); World Investment Report 2002 (UNCTAD,
2002a).
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Table 13.2 China’s GDP in the world in 2003 (Atlas method and PPP method)

Rank/country ~ Total GDP  Ratio of China ~ PPP GDP Ratio of China

(billions of  to the country (billions of to the country
US$) international
dollars)

1 US 10,949 0.13 10,923 0.59
2 Japan 4,301 0.33 3,568 1.81
3 Germany 2,403 0.59 2,291 2.81
4 UK 1,795 0.79 1,611 4.00
5 France 1,758 0.81 1,654 3.90
6 Italy 1,468 0.97 1,563 412
7 China 1,417 1.00 6,446 1.00
12 India 601 2.36 3,078 2.09
15 Brazil 492 2.88 1,376 4.69
16 Russia 433 3.27 1,324 4.87

Source: Computed from World Development Indicators 2005 (World Bank, 2005).

Table 13.3 China’s GNI per capita in the world in 2003 (Atlas method and PPP

method)
Atlas method — Ratio of China ~ PPP method Ratio of China
(US$) to the country (international $)  to the country
Us 37,870 0.03 37,750 0.13
Japan 34,180 0.03 28,450 0.18
Germany 25,270 0.04 27,610 0.18
Brazil 2,720 0.40 7,510 0.66
Russia 2,610 0.42 8,950 0.56
China 1,100 1.00 4,980 1.00
India 540 2.04 2,880 1.73

Source: Computed from World Development Indicators 2005 (World Bank, 2005).

largest exporting country with 6.5 percent of the world exports (Table
13.2). It is very likely that China will become the number one exporter
within a decade, if this rapid growth in exports continues.

What per capita income and competitive industrial performance index
(CIPI) indicate is not as positive as GDP and exports. According to the
World Bank (2005), gross national income (GNI) per capita for China in
2003 was $1,100 (in the atlas method), ranked as 134th in the world, and is
only 3 percent of US GNI per capita ($37,870). The corresponding
numbers from the PPP method are 4,980 international dollars, ranked as
119th, and 13 percent of the US. It is safe to say that China is a developing
country and it may not catch up with the developed countries in terms of
per capital income in the near future.

The most direct and relevant measurement of a country’s industrial
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ability is the competitive industrial performance (CIP) index. The index
was constructed by the United Nations Industrial Development Organi-
zation (UNIDO), which is based on four indicators: manufacturing value
added per capita, manufacturing exports per capita, and the shares of
medium- and high-tech products in manufacturing value-added and in
manufacturing exports. The first two indicators tell about industrial capa-
bility. The other two reflect technological complexity and industrial
upgrading.! A ranking of 87 economies (selected on the basis on data
availability for inter-economy comparison) for 1998 and 1985 by the CIP
index was published in Industrial Development Report 2002/2003
(UNIDO, 2002). Table 13.4 shows the ranking and index values for the top
ten countries, China, Brazil, Russia, and India (so called BRIC emerging
economies).

The ranking for 1998 reveals a general and expected pattern: industrial-
ized countries congregate near the top, middle-income developing
economies (including China) around the middle, low-income developing
countries and least developed economies at the bottom. In general, CIP
index ranks changed little between 1985 and 1998. But some exceptions
exist because leaps in the rankings are nevertheless possible. China
changed rank by 24 places (from 61 to 37), being the nation with the
largest improvements.

It is interesting to have a closer look at China’s position in terms of four
indicators, on which the CIP index is constructed (Tables A1-A4 in the
Appendix). (a) Manufacturing value-added (MVA): Global MVA grew
about 7 percent a year during 1985-1998. Although their share declined,

Table 13.4 Competitive industrial performance index (1985 and 1998)

Country Rank Index value

1998 1985 1998 1985
Singapore 1 6 0.883 0.587
Switzerland 2 1 0.751 0.808
Ireland 3 15 0.739 0.379
Japan 4 2 0.696 0.725
Germany 5 3 0.632 0.635
UsS 6 5 0.564 0.599
Sweden 7 4 0.562 0.633
Finland 8 7 0.538 0.494
Belgium 9 8 0.495 0.489
UK 10 12 0.473 0.426
Brazil 33 27 0.149 0.140
China 37 61 0.126 0.021
Russia 44 0.077
India 49 50 0.054 0.034

Source: Computed from Industrial Development Report 2002/2003 (UNIDO, 2002).
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industrialized countries (especially the US, Japan, and Germany) domi-
nate the total. China’s share rose by 2 percentage points, from 4.25 percent
to 6.31 percent. Still average MV A per capita in industrialized countries
was about 17 times that in developing countries compared with about 17
times in 1985. (b) Manufactured exports: From 1985 to 1998, China had
raised its share of world manufactured exports by 3.5 percent percentage
points (from 0.49 percent to 3.96 percent). But per capita exports from
China was still very low ($135 vs. $2035 for the US). Data on MVA and
manufactured exports indicate that MV A and exports are highly concen-
trated in industrialized countries (US, Japan, Germany, France, and UK),
though China’s share is increasing for both. Manufacturing production is
more concentrated than exports. (c) Technological structure of manufac-
turing value-added and exports: MVA and manufactured exports are
becoming more technological-intensive, moving from low-tech and
resource-based products to medium- and high-tech products.? But China’s
manufacturing structure remained stable over 1985-1998, with half in
high-and medium-tech in total. China made great progress in technological
composition of manufacturing exports, with the largest increase in the
share of medium- and high-tech exports (from 4 percent to 37 percent).?

China’s large upward leaps in high- and medium-tech manufactures and
exports are associated with participation in integrated global production
networks through inward FDI, which sharply raises the share of complex
products in exports and MVA (Zhang, 2002). This is not to say that the
strategy of entering into high-tech integrated global production systems is
the only way to upgrade technology in developing countries. In fact, it may
not even be the best and most sustainable way. It introduces new produc-
tion technologies and raises exports, but it may not develop or deepen
local capabilities if China fails to move beyond final assembly of high-tech
products. To build genuine technological capabilities in complex activities,
China has to do it through a slower, costlier and riskier process of advanc-
ing from assembly to real manufacturing, and from there to local design
and development. China needs to do much of this without investment by
multinational corporations — even restricting foreign entry to encourage
the development of deeper capabilities in local enterprises.

Two points are worth mentioning about China’s position in world
industrial competitiveness. First, manufacturing activity remains heavily
concentrated in industrialized countries, though China is increasing its
share. But in intensity of industrialization (measured by manufacturing
value added per capita) China is still far behind. Second, among develop-
ing regions, China is the best industrial performer in most respects, though
it lags in manufacturing value added per capita. It has the highest growth
rates in manufacturing production and exports. It is far more export ori-
ented than other developing regions. It has a more technologically
advanced structure and is rapidly improving all the main drivers of indus-
trial performance.
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The preceding discussion suggests that China has not become the world
factory, at least not right now, given its industrial competitiveness and low
per capita income.

Export competitiveness: China’s position in the world

Following the conventional method (Lall, 1998, 2000; UNCTAD, 2002a),
we measure a country’s export competitiveness by its share in world
exports. As shown in Table 13.1, the top ten exporters generate 55 percent
of world exports in 2004 and the top 20 account for three-quarters (WTO,
2005). The top ten list in Table 13.1 is dominated by developed economies.
China is the only developing country and is in third position. China’s
strong export growth was underpinned by a strengthening of its export
competitiveness in all markets — reflected in an increase of the country’s
market share by over four percentage points in the past two decades (from
1.4 percent in 1985 to 6.5 percent in 2004). In fact, China is the country
that raised the largest market share in the world during the period.

Table 13.5 shows the top ten economies that have gained market share
most during 1985-2000, which indicates dynamic competitiveness (static
competitiveness being shown by market shares at a point in time) and
reveal the ability of a country to keep up with changing technologies and
export patterns.* The lists in Table 13.5 contain most dynamic exporters in
the world by technology category (resource-based, low-technology,
medium-technology and high-technology products).’ China is the largest
winner, leading in all sectors except resource-based manufactures in which
it ranks third.

Table 13.6 shows China’s share in world export markets by sector over
the period 1985-2000. The share of primary products fell slightly, but man-
ufactures gained substantially in the world market share. This increase was
even more remarkable in technology-intensive products. By 2000, China
generated 8 percent of world exports in manufactures not based on nature
resources, compared with less than 2 percent in 1985. About one-fifth of
low-tech-good exports were produced by China, which suggests China as
the world center for labor-intensive products. It is noted that China has
expanded its exports substantially since 2000, especially 2001 when China
entered the WTO. Although the relevant data are not available, China’s
share in manufactures not based on natural resources is believed to rise
significantly, given the growth of its total export share by 2.6 percentage
points (from 3.9 percent in 2000 to 6.5 percent in 2004).

The structure of China’s exports has also changed: in 1985, exports of
primary products and resource-based manufactures represented 49
percent of all exports, while in 2002 their share fell to 9 percent. The share
of non-resource-based manufactures rose from 50 percent to 91 percent
(Table 13.7). The share of high-technology exports jumped from 3 percent
in 1985 to 27 percent in 2002, and that for medium-technology exports
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Table 13.6 China’s share in the world export market by sectors (1985-2000) (%)

Sectors 1985 2000 Changes in 1985-2000
Total exports 1.4 39 2.7 (4.1 by 2004)
Primary products 2.4 23 —0.1
Manufactures based on 1.1 2.7 1.6
natural resources
Manufactures not based 1.5 7.8 6.3
on natural resources
Low technology 4.5 18.7 14.2
Medium technology 0.4 3.6 3.2
High technology 0.4 6.0 5.6
Others 0.7 1.8 0.9

Sources: Trade and Development Report 2002 (UNCTAD, 2002b), World Investment Report
2002 (UNCTAD, 2002a); World Trade Report 2005 (WTO, 2005).

increased from 8 percent to 20 percent in the same period. Of course, as
mentioned before, the large proportion of medium-tech exports and high-
tech exports by China reflects relatively simple labor-intensive operations
(assembling mainly imported components), rather than complex manufac-
turing or R&D using substantial local physical and technological inputs, as
discussed in Chapter 8.

In summary, China indeed has made great progress in export competi-
tiveness for the past two decades in terms of its world export share.
However, China’s export boom is inflated in part by its processing trade
and foreign-invested enterprises. It also needs to be emphasized that
export market shares are hard to gain and hard to sustain. Export market
shares may be gained because of temporary advantages such as preferen-
tial market access for labor-intensive, low-technology goods. A genuine
improvement in export competitiveness can result from the upgrading of
human resources or the use of improved technologies.

Potential for China to be the world factory

While the preceding analyses suggest that China is not the world factory
yet, the potential for China to be the world factory is quite large. In fact, if
one would ask which country could emerge as the new world factory in
20-30 years, the answer for many people would be China. Several advan-
tages that China posses underlie the potential: the current industrial
capacity and export competitiveness; its large country size; and its strong
centralized government.

In aggregate terms (although not per capita terms), China already has
highest industrial capacity and export competitiveness in the developing
countries and is in the top place in the world. For example, China is by
now the dominant global player in many industries, especially those that
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are labor intensive (UNCTAD, 2002b; Shenkar, 2005). China-based facto-
ries make 70 percent of the world’s toys, 60 percent of its bicycles, 50
percent of its shoes, and 33 percent of its luggage. In those product cat-
egories, it is often impossible to find a non-Chinese product on store
shelves. In some other product categories such as textiles and garments,
China’s share has risen dramatically since 1 January 2005, when quota and
tariff walls were expired.

China’s industrial capability in terms of technology is also in good posi-
tion for upgrading. A huge effort has been made by China to build com-
petitiveness in medium-technology industries. The strategy used in China
is to integrate domestic firms into global production chain through FDI. In
some ways medium-tech exports show national technological capabilities
better than do high-tech exports. The assembly activities of foreign-
invested enterprises play a role here too, but less so than in high-tech
exports, because strong export performance in medium-tech is often based
on deeper local manufacturing. Mobility plays a role as well. Parts and
components of high-tech equipment can often be shipped around the
world more easily than those of heavy industries. In China medium-tech
exports are led by both multinational corporations and domestic firms
(Zhang, 2004).

The Chinese government of course is not content with remaining a low-
tech, labor-intensive manufacture. In fact China has worked very hard in
industrial upgrading. For instance, through attracting and utilizing FDI,
China is already active in certain capital- and technology-intensive indus-
tries. China builds half of the world’s microwave ovens, one-third of its TV
sets and air conditioners, a quarter of its washers and mobile phones, and
one-fifth of its refrigerators. These products represent the fastest growing
segment of its exports as well as its new manufacturing sectors.

China undoubtedly has the advantage of the country size in terms of
both population and natural resources. The large country size leads to not
only possible huge domestic market, but also the availability of abundant
unskilled and skilled labor. The large market provides China with tremen-
dous bargaining power, a trump card that was unavailable to other devel-
oping countries.® The lure of its domestic market enables China to require
technology transfer as a condition for foreign investor entry, capturing
unprecedented benefits. For instance, China is the only country in the
world where domestic auto makers maintain equity ventures with compet-
ing foreign partners, which makes it possible to learn “best practices” from
both and end up with potentially more knowledge than either foreign
party (UNCTAD, 2002a; Shenkar, 2005). The aim is to create Chinese
multinational firms that will hold their own in global markets (like Haier
Group in Chapter 4), and replicate the success of Toyota, Sony, and
Samsung, but in a shorter time frame.

China’s large size also means a vast pool of human resources, including
not only an “unlimited” supply of unskilled labor, but also a large and
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growing number of engineers, scientists, and skilled technicians.” The
coexistence of cheap labor with increasingly abundant skilled personnel
underlies China’s strategy of sustaining its dominance in labor-intensive
industries even as it enters technology-intensive sectors. Unlike Japan and
South Korea, China may not let go of the labor-intensive segment as it
moves up the ladder. Instead, it will leverage its dominance in this segment
to fund a major push into medium- and high-technology industries.

China’s strong centralized government is a big plus in promoting national
competitiveness in the global markets. In combination with its large size, a
strong government enables China to realize the bargaining power over
multinational corporations and also makes it possible for China to allocate
resources more efficiently in industrial upgrading. For example, the large
scale of improvements in China’s infrastructure conditions (highway,
railway, and telecommunications) and industrial base and supply network
would not be possible without active government intervention.

Conclusion

China’s rise through globalization, differs from that of Japan and South
Korea, and is not similar to that of the US either. China’s real distinction is
its huge size and enormous population. China is not the world factory but
it has great potential to be so in the near future (20-30 years). China’s
current position in world GDP, industrial output and competitiveness, and
manufacturing exports and competitiveness suggests that it is the global
production center for labor-intensive and low-tech products, rather than
capital-intensive and high-tech products. However, China seems to be
ready to emerge as the world factory in the coming decades. While it will
take a long time for China to catch up with the US standard of living, it is
possible that China will become the world factory decades before it
reaches the US level of per capita income.

The biggest opportunity for China is the potential to develop self-con-
tained, technology-intensive, and large-scale manufactures that combine
high quality human capital with low labor and infrastructure costs. With
support from its huge domestic markets, China could develop large-scale
production and expand its global market share in both low- and high-end
industries. Following this process based on rapid upgrading, China could
become the world factory through establishing mutually reinforcing links
between FDI, exports, and economic growth.

The outcome could be different if China does not follow such the route.
It may be used by multinational corporations as an assembly platform for
low-value-added exports, the benefits of rising trade and FDI could be
extremely limited in terms of technological upgrading and industrializa-
tion. Eventually China may be another Brazil or Mexico, developing but
not taking-off.

Nobody knows what the outcome will be — only time will tell.
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Notes

1 According to UNIDO (2002) classification of manufactured products by techno-
logy intensity, four types are identified as follows: (i) resource-based manufac-
tures: mainly processed foods, simple wood products, refined petroleum
products, dyes, leather (not leather products), precious stones, and organic
chemicals; (ii) low-tech manufactures: mainly textiles, footwear, other leather
products, toys, simple metal and plastic products, furniture, and glassware; (iii)
medium-tech manufactures: heavy industry products such as automobiles, indus-
trial chemicals, machinery, and relatively standard electrical and electronic
products; (iv) High-tech manufactures: complex electrical and electronic
(including telecommunications) products, aerospace, precision instruments, fine
chemicals, and pharmaceuticals.

2 Medium-tech and high-tech products account for more than 60 percent of global
manufactured exports in 1998, mainly because of rapid growth of high-tech
exports (UNIDO, 2002). Multinational corporations, however, play a key role in
international trade through the integrated global production systems. The relo-
cation of different stages of production based on factor intensity in different
countries results in considerable intra-firm trade. Integrated production systems
are most prominent in information and communication technology industries,
where the high value-to-weight ratio of the product makes it economical to ship
products and components around the world in search of the fine differences in
costs.

3 High-tech exports: China was in 11th place in 1998, compared to not being
among the top 25 exporters in 1985. Medium-tech exports: China was not among
the top 25 in 1985, but in 13th place in 1998. Low-tech exports: China was not
among the top 25 exporters in 1985 but was the global leader in 1998. Yet its
low-tech strengths do not detract from its strong performance in medium- and
high-tech products. Resource-based exports: China was in 12th place in 1998
(not being among the top 25 in 1985) and led in developing countries. Many
developing countries rely heavily on primary exports, but competitiveness in
processed primary products is firmly in the hands of industrialized countries,
many without a large domestic resource base. Again, technology — mainly the
ability to handle large, capital-intensive and complex processing facilities — is of
great importance. So are complex organization (large integrated production
facilities across nations), marketing, and branding.

4 Winners in Table 13.5 do not include large exporters that have not improved
their competitive position during 1985-2000 (e.g. Japan in high-technology
exports), even though they might have the largest market shares over the whole
period.

5 The world export patterns have changed significantly. The changes reflect struc-
tural shifts in production caused by new technologies, new demand patterns,
new logistical factors, new ways of organizing and locating production, new pol-
icies, and new international trade rules and preferences (UNCTAD, 2002b).

6 China is already the largest market for Boeing’s commercial aircraft and Amer-
ican machine tool markers, and its automotive market is the most promising in
the world. China is already Volkswagen’s biggest foreign market, ahead of the
US.

7 Another important source of technological, scientific, and managerial know-
ledge is Hong Kong and Taiwan. A key strength thus is that China is not alone;
rather, it’s the hub of a cluster of complementary and increasingly integrated
economies that is Greater China (Zhang, 2004; Shenkar, 2005).
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