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Linking markets for Chinese
growth

Ross Garnaut

The world is in its fifth year of extraordinarily strong economic growth and
Chinese economic growth is at its centre. Strong growth with low to moderate
inflation and historically low real interest rates is the global norm in 2007.
The linking of markets has been a key to accelerated and sustained growth
in China and its transmission to the global economy. The beginnings of the use
of markets at the dawn of Chinese reform 29 years ago triggered what turned out
to be along-term lift in the rate of economic growth. The span of time joining the
present to the decisive political events that set reform and opening to the outside
world in motion in December 1978 is now as long as the whole life of Maoist
central planning. Since the late 1970s, Chinese domestic markets for goods,
services, capital and labour have been linked more and more closely, under the
pressures of market opportunity that have been created by expanded reform.
Chinese economic interaction with the global community proceeded alongside
the expansion of domestic markets, helping to drive the domestic processes.
Chinese entry into the World Trade Organization (WTO) in November 2001
helped—most importantly through the changes in domestic policies and attitudes
that accompanied it—to maintain momentum in international integration.
Chinese international trade and capital flows have grown more rapidly than
domestic output or expenditure throughout the reform era. This has had large
effects on economic development far beyond China’s borders. Driven by relentless
expansion of Chinese demand, global commodity prices—the export mainstays
of the poorer developing economies—have reached and remained at levels in
real terms that are higher than they have ever been for comparably long periods,
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without upsetting the strong trajectory of non-inflationary growth in China or
the rest of the world (Garnaut and Song 2006). The flow of capital from China
has helped to hold real interest rates at historically low levels all over the world,
despite unprecedentedly high budget deficits in the United States. This has been
important in reconciling high levels of investment and growth with moderate
inflation through a period of exceptionally strong global expansion.

Within China—supported by the beneficent international environment, and
driving it—growth in the past year has lifted a notch, and with it investment,
real incomes of most workers and most people, and domestic asset values.

The widening reach of markets and the associated rapid growth has forced
structural change in established institutions and patterns of production, resource
allocation and income distribution throughout the Chinese economy. Inevitably,
this has been associated with political tensions; however, the sustained strong
growth so far has been less and less problematic as the years have passed.

Wise observers continue to note that China will face challenges in adapting
its political superstructure to the changes in society that accompany sustained
rapid growth. The wisest note that for the time being the growth in incomes and
wealth is a salve for many wounds, and that eventual change might not necessarily
take forms that are familiar in detail to citizens of industrialised countries.

The most challenging questions about the sustainability of growth today
come from China’s relations with the international economy. The combination
of the emergence of China as a large economy on a world scale and deepening
market linkages to the global economy means that change in China is felt as
pressure on resources and pressure for structural change in the rest of the
world. This has made the institutions and policies through which China interacts
with the global economy a matter of intense interest for people everywhere.

The sharpest point of contention in China’s external economic relations
at present is the foreign exchange value of the renminbi.! Exchange rate
appreciation accelerated in early 2007 against the US dollar, but remained
gradual to the point of exasperation to those who looked for this to be the
mechanism for correction of payments surpluses. Exports continue to grow
strongly—and imports moderately—as productivity growth outweighs the
effects on international competitiveness of rising labour costs and currency
appreciation. This raised tensions with the United States. Less obvious to those
in the international community who regret the scale of Chinese current surpluses
are the massive purchases of Western financial instruments, especially US
official securities, which underpin contemporary global stability and growth by
keeping real interest rates well below what they would otherwise be. Woo and
Xiao (Chapter 4) caution about the consequences of US policymakers getting
what they wish for in the way of large reductions in the Chinese trade and current
account surpluses. Any fracture in China’s trade or payments relations with
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the international system that emerged from industrialised countries’ political
responses to Chinese surpluses would threaten prosperity through this financial
as well as real economy mechanisms.

A rapidly emerging point of contention is China’s contribution to the global
warming problem. Chinais still a relatively small contributor to the accumulation
of greenhouse gases in the atmosphere, which began with the acceleration of
human use of fossil fuels accompanying the emergence of modern industrial
activity 200 years ago. The problem has crept up on the world—without market
processes automatically generating a corrective response—because the costs
of greenhouse gas emissions are external to the calculations of any firm or
household undertaking activities that release them into the atmosphere. Stern
(2007) has commented that this represents the most important market failure
in human history. The international nature of the greenhouse gas externalities
makes this a particularly daunting challenge.

China is not a major part of the reason why the world faces large problems
of anthropogenic warming at this time. The arrival of sustained rapid growth
in China, however, fuelled to an unusual extent by coal—the most emissions-
intensive of major energy sources—is accelerating the world’s movement
towards critical points. In 2006, China overtook the United States as the largest
current emitter of greenhouse gases (Song and Sheng, Chapter 12). This
coincided with increasing awareness throughout the international community—
including in China and the United States, following Europe and Japan some
time ago—that anthropogenic global warming is a problem of large dimension,
requiring a strong response from the international community.

The contribution of Chinese growth to global warming raises the most critical
and difficult questions about the sustainability of the contemporary pattern of
Chinese economic growth. This potential threat to future global prosperity is in
some ways the other side of the coin to the exceptional prosperity that Chinese
growth has conferred on the world, and especially to resource-rich countries
such as Australia and some of its developing-country neighbours. The answers
lie in creating new markets—inside China and internationally—to enhance the
social and economic efficiency of all of the other markets whose deepening and
improvement have generated the current Chinese and global prosperity.

The chapters in this book discuss recent developments in international
markets in China, in ways that illuminate the main contemporary challenges
to Chinese growth: the linkages that shape the terms of capital flows in China
and with the international economy; the linkages that frame the national labour
market during the historic transition, which was described last year and since
as the ‘turning point in China’s economic development’ (Garnaut and Huang
2006); the quality of markets for goods and services within China and their
connections with the rest of the world; and the global market failures associated
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with the global warming problem. The Chinese exchange rate issue is important
in discussion of capital flows and trade, and is covered in greatest detail when
it first arises in relation to capital movements.

Linking capital markets and the role of the exchange rate

The deepening integration of domestic capital markets and increasing international
capital flows are discussed in almost half of the chapters in this volume. Garnaut
and Huang (Chapter 2) show that the rapid expansion of Chinese foreign
trade continued in 2006 and early 2007. The increase in the trade surplus has
accelerated, as have the current account surplus and growth in foreign reserves.
The accumulated depreciation of the renminbi exchange rate since the loosening
of the tie to the US dollar in 2005 has been too small to affect significantly either
real economic transactions or the politics of external economic relations.

Woo and Xiao (Chapter 4) delve further into these issues, and analyse the
debate in the United States on the deficit with China. It makes sense for China
to contribute to reduction of the payments surplus, but effective adjustment
would require use of a wider range of Chinese policy instruments than those
that feature in the American discussion, and also policy adjustment in the
United States. There are risks that misjudgement on two sides of the Pacific
could be damaging to both.

Ma and McCauley (Chapter 14) note the extraordinary intensification of
links with global capital markets reflected in growth of gross capital flows
to the extent that they now exceed annual gross domestic product (GDP).
This has widened opportunities for avoiding official controls. Nevertheless,
interest rates continue to move with global rates only partially (adjusted for
expected exchange rate movements), indicating that controls continue to have
noticeable effects. McKay (Chapter 15) notes the consequences of the payments
surplus and increasing international financial integration for monetary policy.
He observes that the Chinese authorities have been able to sterilise much of
the domestic monetary consequences of foreign exchange reserves recently
growing at a rate that has no precedent anywhere. Domestic policy will need
support from exchange rate flexibility, but successful liberalisation will require
careful management—and McKay suggests a process for effective change.

Golley and Tyers (Chapter 16) look over the current powerful tendencies to
payments surplus, and examine long-term influences on the exchange rate. They
argue that not all the long-term pressures will be supportive of appreciation.

Sun and Zhang (Chapter 17) point out links between the payments surplus
and the appreciation of real estate asset values that were recently a powerful
factor in Chinese development. The moderation of risks associated with real
estate bubbles will require action across a wide range of instruments, including
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in exchange rate and fiscal policy. Rule (Chapter 13) tells a fascinating story of
the growth and internationalisation of Chinese equity markets—to the point
where market influence now goes from China to the world’s major markets, as
well as in the opposite direction.

Zhang (Chapter 19) describes how, from 1984, the Special Economic Zones
played a major but transitional role in China’s integration into the international
economy. They were a place for experimentation with reform, and their success
encouraged more general opening of the economy. Since about 2003, their
proportionate role has declined.

Chen (Chapter 11) describes the broader history of direct foreign investment.
The early years of reform involved slow progress in changing the regulatory,
institutional and policy frameworks for direct foreign investment. Maturation
of this process led to a high tide of investment from 1991 to 2001, with the
proportionate role of new direct foreign investment peaking at the end of this
period. Far-reaching liberalisation of direct foreign investment after WTO entry
has nevertheless been important.

Linking labour markets and the turning point in economic
development

Since the publication of The Turning Point in China’s Economic Development a
year ago (Garnaut and Song 2006), there has been much discussion and new
research within China on the rising cost of labour in China and the implications
of this for the national economy.

Wu (2007) recently reviewed some of the material. He records the results of
research for the Development Research Center of the State Council, based on a
survey of almost 3,000 villages in 17 provinces. The results of the survey indicate
that 74 per cent of the villages no longer have any surplus labour available for
employment in distant cities. The ‘labour shortage’ began in coastal areas but
has now spread through the inland.

Wu also draws attention to the Green Paper on Population and Labour
published by the Chinese Academy of Social Sciences (CASS) in June 2007.
The paper argues that China is now approaching a ‘Lewisian turning point’
(compare this with the similar analytical framework applied in Garnaut 2006
and Garnaut and Huang 2006). It notes that labour will be ‘short’ throughout
China by 2009—in rural as well as urban areas. It describes an acceleration
in rates of increase in wages of rural migrant workers—from 2.8 per cent in
2004 to 6.5 per cent in 2005 and 11.5 per cent in 2006. Wu notes the conclusion
drawn by CASS scholar Wu Yaowu that reforms of the hukou system to reduce
barriers to internal labour migration are necessary in response to these large
changes in the labour market.
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Garnaut and Huang (Chapter 2) present evidence of continuing strong wage
growth, particularly in relatively poor inland and western provinces.

Cai, Du and Zhao (Chapter 8) focus on the increasing integration of the
national labour market. They note that more than 100 million rural labourers
have migrated to urban jobs (and 132 million people from rural areas are working
in urban areas), alongside the re-employment of laid-off workers from state-
owned enterprises. The restructuring of employment within a strongly growing
economy has moved China towards a historical Lewisian turning point, at which
surplus labour is no longer available to support rapid expansion of labour-
intensive industry. The looming labour shortage is generating pressure for more
efficient integration of labour markets. Reform of the hukou system—with its
systematic discrimination against migrants from rural areas—has begun, but
so far with a strong bias in favour of migrants with relatively high education
and skills. In any case, competition for labour in a post-Lewisian world will
force deeper labour market integration. It will be accompanied by reduction
in regional and other wage differentials, and an adjustment of labour relations
legislation to reduce discrimination against labour—or else risk labour unrest.
They note that a tendency for wages to rise more strongly in poorer than in
richer regions can already be observed.

Meng and Bai (Chapter 9) offer a different perspective, based on detailed
payroll data from seven labour-intensive factories operating in Guangdong
Province between 2001 and 2004. The data have the advantage that they
relate specifically to migrant workers. Meng and Bai found no evidence of a
substantial tendency for incomes of migrant workers to rise in these factories
in Guangdong in the early years of the twenty-first century.

Linking goods and services in China and abroad

A number of chapters document and analyse the effects of deepening domestic
market integration, and analyse the relationship between domestic and
international linkages.

Wang, Fan and Zhu (Chapter 3) apply a new index to measure the expanding
role of markets in the Chinese economy. The role of markets in domestic and
international economic relations has become large by any standards, with the
process of change having been accelerated by WTO entry. Findlay, Pangestu
and Lee (Chapter 6) apply innovative and productive approaches to analysis
of liberalisation in the services sector. The parallel analysis of agricultural
exchange by Huang, Liu, Martin and Rozelle (Chapter 7) demonstrates that
the Chinese farm economy is more open to the international market than this
sector in most industrialised countries, and that openness has been assisted
by WTO entry. Li, Song and Zhao (Chapter 5) describe another dimension of the
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internationalisation of the Chinese economy in recent years: expansion of exports
has been accompanied by huge growth in components imports from other East
Asian companies, allowing China and its neighbours to specialise more and more
finely in production and trade according to comparative advantage.

Two chapters look more broadly at the relationship between domestic and
international market integration. Golley and Groenewold (Chapter 10) note
that linkages across markets in China are less impressive than links to the
international economy. The better-developed economies are more closely linked
to overseas than internal markets. Chen, Gui, Lu and Chen (Chapter 18) conclude
that deeper international integration tends to weaken domestic market linkages
for a while, but to strengthen them at a later stage of development.

The need for new markets for environmental amenity

Chinese economic growth—Iike sustained economic growth in many
countries—has been associated with pressure on the local environment.
Chinese economic growth is now on such a prodigious scale that it is placing
pressure on global environmental amenity through its contribution to current
and prospective global warming.

A recent report from the Netherlands Environment Assessment Agency
(2007) on global emissions of greenhouse gases recorded that China overtook
the United States in 2006 as the country with the highest levels of greenhouse
gas emissions—by a margin of 8 per cent. China contributed two-fifths of the
2.6 per cent growth in global emissions last year.

International market reform, embodying internalisation of global environmental
externalities, is needed if the continuation of strong growth is to be reconciled
with the conservation of aspects of the biosphere on which all human activity
depends. These difficult but fundamentally important issues are discussed briefly
in the concluding section of Garnaut and Huang (Chapter 2).

The Chinese dimension of the global warming issue has its origin in the
extent and character of Chinese energy use in the process of rapid economic
growth. Song and Sheng (Chapter 12) assess in detail the relationship between
growth and energy consumption in China. They introduce recent official
discussion of climate change in China to provide important insights into
Chinese thinking and possible future contributions to management of this
international issue.

Integrating ideas about economics

This volume concludes with reflections by Lin (Chapter 20) on the adequacy of
ideas from modern neoclassical economics in understanding growth in China
and other transitional economies in the reform period.
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One of the impressive and influential processes of linking Chinese to
international markets in the reform era has involved the market for ideas about
economics. The modern economics profession has grown prodigiously, so that
the received economic wisdom of the West is understood and taught widely in
the best universities and social science research institutions. Lin, and the China
Center of Economic Research at Peking University, which he was instrumental
in establishing, is the prime locus of this new knowledge.

One of the strengths of modern economics as professed in China is that it
has been capable of critical rigour in application of ideas developed elsewhere
to the Chinese situation. Lin analyses the sources of modern economics’ failure
to comprehend the failure of simple application of received doctrine in the
former Soviet Union, and the success of departures from it in China. He draws
attention to the importance of retaining a critical mass of ‘viable’ enterprises,
which can maintain economic activity through disruptive structural change.

Note

1 Throughout the following chapters, the terms ‘renminbi’ and ‘yuan’ are used interchangeably.
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Mature Chinese growth leads
the global Platinum Age

Ross Garnaut and Yiping Huang

China’s strong and accelerating growth, with low inflation and growing external
payments surpluses, continued in 2007. The longer that strong growth in China
continues, the greater is China’s influence on global outcomes. Global growth
looks set to exceed 5 per cent in 2007 for the fourth successive year—higher
than the 4.9 per cent average of the ‘Golden Age’ from 1950 to 1973. China is
now at the centre of what could turn out to be the strongest period of global
economic growth the world has seen—a ‘Platinum Age’.

Investment as a share of Chinese output rose again in 2007, from levels that
many had said could go no higher. Our conclusion in the 2005 China Update
volume (Garnaut and Song 2005)—that there was no sound basis for external
and Chinese assessments that growth based on the high investment shares
of the early twentieth century was unsustainable—seems so far to have been
validated by subsequent experience. The continued rapid increase in nominal
and real wages alongside some (albeit small) currency appreciation confirms
that ‘turning-point’ adjustments—the focus of last year’s China Update volume
(Garnaut and Song 2006)—have begun without dislocation of the growth
process. Chinese officials talk privately of the economic system functioning
better than at any time for 5,000 years, and an economist with historical interests
can see where they are coming from.

The two most difficult challenges to the sustainability of current Chinese and
global prosperity come from China’s relations with the international economy.
The external payments surpluses—the trade surplus, the current account
surplus and the capital account surplus, adding up to an extraordinary rate of
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increase in foreign exchange reserves—are straining relations with the United
States in particular as never before. And sustained, super-charged growth is
placing unprecedented stress on the global biosphere.

An overview of macroeconomic performance

China’s growth reached 10.7 per cent in 2006, taking the average of the past
three years to 10.4 per cent—almost a full percentage point above the average
of the first quarter-century of the reform era. Gross domestic product (GDP)
growth accelerated further—to 11.1 per cent for the year to the first quarter of
2007 (Figure 2.1). Inflation also rose—to more than 3 per cent for the first time
in the recent period of exceptionally strong growth.

Investment and net exports led growth, but consumption, while growing
strongly by the standards of other countries, lagged behind. External account
surpluses surged, causing concerns at home and abroad. In 2006, investment
contributed 55 per cent and net exports 29 per cent to GDP growth (Figure 2.2).

The investment share of GDP rose from 35.3 per cent in 2000 to 42.7 per
cent in 2006, and the net exports share rose from 2.4 per cent to 7.3 per cent in
the same period (Figure 2.3). Meanwhile, household consumption as a share
of GDP dropped by 10 percentage points in the six years, from 46.4 per cent
to 36.4 per cent.

Figure 21 Quarterly real GDP growth and CPI inflation in China,
2000-2007 (per cent, year on year)
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Figure 2.2 Contribution of various components to GDP growth, 1979-2006
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Figure 2.3 Shares of main components of GDP in China, 2000-2006
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While we have challenged for several years the conventional wisdom of the
early twentieth century that the investment share of Chinese production was
already unsustainable and had to fall, we have acknowledged the arithmetic
reality that the share could not increase without limit (Garnaut and Huang
2005). There was, therefore, comfort in the signs of falling rates of growth in
investment and rising consumption growth rates through 2006. Fixed-asset
investment growth moderated to about 25 per cent from close to 30 per cent.
Retail sales growth picked up from 13-14 per cent early in 2006 to more than 15
per cent through the first half of 2007 (Figure 2.4). Fixed-asset investment has,
however, re-accelerated through the early months of 2007. The overall result
has been an acceleration in growth momentum without significant rebalancing
of the sources of growth so far in 2007.

The near consensus two years ago that the investment rate was too high
and that its reduction would require a fall in the rate of growth is now less
widely held. Weakening, too, are some analysts’ expectations of a hard landing
for the Chinese economy on the basis that input prices—wages and costs
of materials—are growing much faster than output prices in most Chinese
industries. This had been expected by some to lead to narrowing profit margins,
declining investment and increasing non-performing assets in the financial
system. None of these events have occurred. Strong productivity growth helped
Chinese industry to absorb the cost pressure and supported profit growth.
According to growth accounting analysis by Bosworth and Collins (2007), total
factor productivity growth contributed about 55 per cent of output growth in
the manufacturing sector in China in 1995-2004. Total profits of the industrial
sector have continued to grow at about 30 per cent annually in recent years.
Earnings of listed Chinese companies increased by 46 per cent in 2006.

Inflation rates for non-food prices were generally well behaved. Energy prices
have given way to food prices as the main driver of headline inflation. Between
March and May, headline consumer price index (CPI) increases rose above 3
per cent, breaching an informal target set by the People’s Bank of China. Food
prices, which account for about one-third of the basket, increased significantly,
affected by bad weather across the country.

In the first half of 2006, pork prices jumped by close to 50 per cent year-
on-year, exacerbated by a number of pig disease incidents in southern China.
Purchasers from southern China, including Hong Kong, went as far away as
northeast China to buy pork, pushing up national prices.

While food prices could remain volatile—especially with recent floods in
parts of the country—the fact that non-food inflation has been stable at about
1 per cent (Figure 2.5) suggests that headline inflation could stabilise at about
3 per cent relatively soon.

12
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Figure 2.4 Growth of retail sales and fixed asset investment in China,
2005-2007 (per cent, year on year)
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Figure 2.5 Some components of CPI, 2001-2007 (per cent, year on year)
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Recent spikes in CPl inflation have already invited the concern of monetary
policymakers. The People’s Bank of China has related its general goal of holding
CPl increases within 3 per cent specifically to the outcome for 2007. Since the
beginning of 2007, the central bank has raised the reserve requirement three
times and hiked deposit and lending rates three times. On 18 May, the People’s
Bank of China announced three policy measures at once: it increased the
reserve requirement ratio by half a percentage point; it raised base deposit
rates by 27 basis points and lending rates by 18 basis points; and it widened
the trading band of the exchange rate to 0.5 per cent from 0.3 per cent.

These were modest adjustments. The current official reserve requirement
ratio—11.5 per cent—remains way below the real reserves that commercial
banks deposit with the central bank, which are close to 13 per cent of total
commercial banks’ deposits. While deposit and lending rates increased by 81
and 72 basis points respectively in the first half of 2006, this was significantly
less than the increase in the CPI. Real interest rates, from this perspective,
declined. Citigroup’s monetary conditions index—which is a weighted
average of real interest rates, real effective exchange rates and real credit
growth—suggests that monetary conditions in China showed little tightening
(Figure 2.6).

Figure 2.6 Monetary conditions index of China, 2001-2007
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Policymakers have not tightened monetary policy much because they think
that overall macroeconomic conditions remain healthy. With GDP growth more
than 10 per cent and CPI inflation well below 5 per cent, some officials argue
privately that the Chinese economy is probably in its best state for 5,000 years.
They also recognise limits on the extent to which monetary tightening can be
effective with a fixed exchange rate.

Increasing income inequality

Unequal income distribution affects consumer spending, especially spending of
low-income households. What focuses the minds of officials is that it can lead
to social and political tension. There has been a rapid increase in incidents of
social unrest. Most of these problems have been caused by local issues, such
as corruption of local officials, land compensation for property development
projects and uncivilised implementation of family planning policies. Unrest
would be harder to manage if local concerns were joined by tensions over
systemic increases in inequality.

Asset price bubbles

With regard to asset price bubbles, a few years back the authorities were
worried about the housing market. In Shanghai and Beijing, prices of luxurious
properties doubled every three to four years, and there was a strong increase
in property prices more generally. This raised two types of concerns among
policymakers: damage to housing affordability of ordinary households and
potential implications for quality of financial assets if the bubble were to
burst.

From 2004, the national government started to introduce a number of
measures to cool the property markets around the country, including a higher
requirement of equity for property development loans, tighter controls on
land supply, higher interest rates for second mortgage loans and regulated
proportions of small apartments in new housing developments. Local
governments in most areas were initially resistant to the restrictive measures.
Some local authorities, however, later supplemented the national policies with
specific measures, such as banning construction of villas, prohibiting sales
off the plan and levying capital taxes. After implementation of these policies,
property markets in large cities such as Shanghai and Beijing showed signs
of stabilisation; however, housing prices in many second-tier cities continued
to show double-digit growth.

From early 2006, concerns about asset bubbles shifted to the stockmarkets.
By the end of 2005, China’'s domestic A-shares had experienced a multi-year
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bear market. The domestic stockmarkets, however, experienced a significant
turn around in 2006. By early 2007, A-share prices had risen by 180 per cent
year-on-year (Figure 2.7). Some security market participants and regulators
argue that the fundamentals support a long bull market in China. China in
recent years has implemented a number of equity-market reforms, including
reform of non-tradable shares (98 per cent completed), the establishment of
incentive structures for listed companies, the development of institutional
investors, the introduction of the Qualified Foreign Institutional Investor (QFII)
plan and reform of the initial public offering (IPO) process. Many government
officials argue that today’s stockmarkets are already fundamentally different
from those of a few years ago, justifying higher values.

Corporate earnings and liquidity conditions also support a strong market.
Earnings were strong even in labour-intensive sectors such as clothing (see
Figure 2.8). Domestic liquidity remains abundant. Bank deposits, for instance,
are almost 200 per cent of GDP and more than double the stockmarket
capitalisation.

So why do so many government officials worry about the risk of stockmarket
bubbles? Mainly because of the increasing role played by retail investors, and
the resulting political sensitivity of any crash. The amount of retail investment
is already double that of institutional funds. The number of investment accounts
was growing by one million every three days in the second quarter of 2007.

The market has continuously ignored policy messages during the past
years—share prices kept rising after the various tightening announcements
by the People’s Bank of China. What eventually caused a short-lived correction
was the increase in stamp duty on stock trading from 0.1 per cent to 0.3 per cent
in the night of 29 May. On 30 May, the A-share index declined by 6.5 per cent.
This caused widespread market shudders, including in Indonesia, Hong Kong,
India, Taiwan and Australia and on the major world exchanges. International
markets quickly stabilised, as they refocused on the fundamental strengths of
the Chinese economy. The domestic market remained volatile in the following
weeks, but then recovered its losses and stabilised.

While the stockmarket seems likely to lift further after a period of
stabilisation, it is worth analysing, by way of risk analysis, what would follow if
there were, say, a 30 per cent decline in A-share prices. The first point to note
is that the market has risen by more than 100 per cent during the 12 months to
mid 2007, so the hypothetical correction would leave prices way above the levels
of a few months earlier. High-level inspection of the historical data reveals no
clear general relationship between A-share prices and GDP. During the past
15 years, stockmarkets had roller-coaster variability, while GDP growth was
strong and stable. Any effects of a major correction would be in three main
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Figure 2.7 Growth of property prices and Shanghai A-share prices,
2005-2007 (per cent)
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Figure 2.8  Profit/asset ratios of selected industries in China, 2000-2006
(per cent)
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areas—consumption through the wealth effect, non-performing loans in the
banking sector and social instability.

In 2002, stocks accounted for only 10 per cent of households’ total financial
assets. This proportion has increased, but it would still be low. Total stockmarket
capitalisation still accounts for only 20 per cent of China’s financial assets.
Applying the historical monthly share price and retail sales data between 1994
and 2006, we estimate the elasticity of retail sales with regard to share prices
at 0.1. In other words, a 10 per cent decline in the A-share index tended to be
associated with a 1 per cent slow-down in retail sales.

This means that if the A-share index declined by 30 per cent, retail sales
growth could fall by 3 percentage points below what it would otherwise have
been. A hypothetical sustained fall by 30 per cent could bring down retail sales
growth from a recent 15 per cent to about 12 per cent. This would be noticeable,
but not devastating. It might translate into a single percentage point slow-
down in GDP growth, in the absence of countervailing adjustments in fiscal
or monetary policy.

Given that most investors do not borrow from banks for stockmarket
investment and there are no margin accounts, the impact of a potential equity-
market correction on loan quality should be limited. In fact, a significant fall
in the stockmarket could result in the withdrawal of funds from that market
and flows into the property markets and bank deposits. A rebound of property
prices could result. This would modify the wealth effect on consumption.

The authorities would seek especially to avoid a major stockmarket fall
in the year of a new round of leadership change, with the five-yearly Party
Congress late this year. Many investors would blame the government for a
large correction—as they have done many times during the past 10 years.
The political reaction would be more significant this time, with the number of
active investment accounts rapidly approaching 30 million. This is an important
constraint on any aggressive policy actions to prick the bubble.

Growing external imbalances and conflict with the United States

Exports now account for 36 per cent of GDP (national accounts measure) and
are still growing at a rate of more than 20 per cent. Export growth has helped
to absorb the increase in productive capacity each year. This is one reason why
the National Development and Reform Commission’s consistent warnings in
the past 10 years about an over-investment problem have not been reflected
in developments in the real economy.

The expansion of China’s external account surpluses has accelerated since
its accession to the World Trade Organization (WTO) in late 2001 (Figure 2.9).
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China’s imports grew rapidly, but its exports grew more rapidly still. China's
trade surplus surged from US$23.1 billion in 2001 to US$177.5 billion in 20086,
and its current account surplus jumped from 1.5 per cent of GDP to 9 per cent
of GDP during the same period. The largest increases in the trade surplus
occurred during 2005 (211 per cent) and 2006 (74 per cent). During the first five
months of 2007, the surplus rose again by 87 per cent from the same period in
the previous year. Part of this increase has come from slower growth in China’s
deficit with—or, in the case of the Association of Southeast Asian Nations
(ASEAN), a real decline in—Dbilateral trade deficits with these countries. This
reflects the shift of more and more components supply into China (Figure
2.9), driven by increasing Chinese competitiveness with the world as a whole.
Increasing self-sufficiency in components strengthens Chinese enterprises’
position to meet rules of origin of bilateral preferential trade agreements as
they become more important through the Asia Pacific region.

The bilateral trade imbalances with the United States and the euro area
have been contentious. Until 2006, China’s bilateral trade surpluses with the
United States were often significantly greater than its overall surpluses. China
had trade deficits with other trading partners considered together. Athukorala

Figure 2.9 China’s trade surpluses, 2001-2006 (US$ billion)
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(2005) has described how this has reflected the movement of final assembly of
many manufactured goods into China for supply to North America and Europe,
by firms that drew components from a range of Asian economies according to
comparative advantage. Between 2001 and 2004, China’s overall trade surpluses
were relatively stable at about US$30 billion a year, despite changes in bilateral
imbalances.

This pattern, however, started to change in 2005. China’s trade deficits
with Japan and ASEAN economies have recently stagnated or fallen, while its
surpluses with the United States and Europe have continued to rise rapidly. In
fact, the only major trading partners that still enjoy rapidly growing bilateral
trade surpluses are Korea and Taiwan. Such developments reduce the benefit
of China’s rapid growth to the rest of Asia, and are likely to make China’s
imbalances more widely contentious.

Current account surpluses have also increased rapidly (Figure 2.10). The
sum of gross domestic investment and net exports—that is, China’s national
savings rate—is now more than half of GDP. This is high by the standards of
other East Asian economies through their periods of strongest growth.

Large and increasing external surpluses pose two types of risks for China.
First, there is international resistance to absorption of increasing values of

Figure 2.10 China’s current account and trade balances, 1989-2008 (per
cent of GDP, US$ billion)
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Chinese exports, especially when external payments are in large surplus.
Second, escalating external surpluses threaten monetary stability.

Chinese growth has become more susceptible to fluctuations in the global
economy. Exports already account for 36 per cent of GDP, of which about 22 per
cent goes to the United States. This implies that exports to the United States are
equivalent to 8 per cent of GDP. Analyses applying the Oxford macroeconomic
forecasting model suggest that a decline of the US economy by 1 per cent
slows Chinese growth by 1.3 percentage points. China could maintain 10 per
cent growth if external demand softens temporarily through domestic demand
expansion, especially through fiscal policy. Any serious slow-down in external
demand would, however, challenge the momentum of Chinese growth. No such
general slow-down is currently within sight.

International politics also set important constraints for China's export-
led growth. China already accounts for 8 per cent of world exports. Growth
in Chinese exports above 20 per cent year after year requires significant
structural adjustment in the rest of the world. While expansion of Chinese
exports is a result of market forces and benefits consumers world-wide, the
adjustment costs caused by this expansion generate political tensions in some
other countries. This is most obvious in the United States and Europe, where
bilateral trade deficits with China have been largest. Already, the United States
has imposed countervailing duties on imports of Chinese coated paper and
lodged three complaints with the WTO about intellectual property rights and
income tax subsidies. If China does not respond quickly, new waves of trade
protectionism could swell in and beyond the United States.

Policymakers in both countries recognise the importance of maintaining
smooth trade and economic relations. The semi-annual China-US Strategic
Economic Dialogue is fundamentally important to mature political and
economic relations between two of the world’s largest economies. With little
demonstrable change in the exchange rate or the overall trade surplus, however,
calls for more substantial policy changes are rising within the US Congress. The
International Monetary Fund’s Multilateral Consultation on Global Imbalances
has not generated immediate economic effects.

The risks of trade protectionism in the United States have increased
significantly since November 2006, when the Democrats won control of Congress.
Recently, two new bills were put forward in Congress: one by Senators Dodd and
Shelby and another by Senators Baucus, Grassley, Schumer and Graham. Both
aim to limit the scope for executive discretion in judging exchange rates and
to prescribe explicit sanctions if manipulation or fundamental misalignment is
found. The upcoming presidential election could push the policy debate further
in that direction, especially in relation to China.
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As a matter of domestic policy, large current account surpluses and capital
inflows on the back of a rigid exchange rate regime also hurt domestic monetary
policy autonomy. Massive foreign reserves and excess domestic liquidity are
two obvious outcomes (Figure 2.11). The central bank is forced to buy as
much foreign exchange as the market offers at the controlled rate, in order to
maintain exchange rate stability. This injects local currency liquidity into the
domestic system. In order to reduce the inflationary consequences, the central
bank engages in sterilisation. For the past years, however, the People’s Bank
of China has found sterilisation increasingly difficult. Domestic commercial
banks have become increasingly reluctant to purchase central bank paper
given the very low returns on these assets. The scale of the outstanding
central bank paper makes rollover pressure heavy. In response, during the
past year, the central bank has focused more on reserve requirements as a
way to tighten liquidity.

In March 2007, the National People’s Congress approved the establishment
of a new National Foreign Exchange Investment Corporation, which is mandated
initially to manage about US$200 billion of the foreign reserves. The Ministry
of Finance will issue special T-bonds to commercial banks and exchange the
revenue for foreign reserves from the central bank. Meanwhile, by issuing
longer-term bonds to the financial sector, the Ministry of Finance will share
responsibility for sterilisation. Given that US$200 billion will be about 10 per
cent of Chinese GDP and one third of the existing stock of treasury bonds, this

Figure 211 China’s monthly increase in foreign reserves and sum of FDI
and trade surplus, 2005-2007 (US$ billion)
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is likely to increase yields significantly. Indeed, domestic bond yields jumped
by between 25 and 50 basis points in late June 2007.

The Chinese government has identified containing the trade surplus as a
top policy priority in 2007. It has recently taken a number of policy decisions
that could have some modest effect on the growth in exports and the trade
surplus.

First, it announced the unification of the corporate income tax, effective
January 2008. Previously, corporate income tax rates were 15 per cent for
foreign-invested firms and 33 per cent for domestic enterprises. As foreign-
funded companies contribute 60 per cent of Chinese exports, this preferential
tax treatment has been seen as effectively boosting the export sector. In March
of this year, the National People’s Congress approved unification of corporate
income tax rates to 25 per cent for all types of enterprises. This measure was
also required by China’'s WTO entry commitment to treat national and foreign
enterprises in similar ways, but it could have some dampening effect on export
growth.

Second, the government has cut export tax rebates. The Ministry of Finance
adjusted value-added tax (VAT) rebates on export goods in the steel industry on
10 April. Of 159 tax categories for steel products, 83 will enjoy no VAT rebates
and 76 will have rebates cut from 8 per cent to 5 per cent. Since April 2005,
China has nullified a 13 per cent export tax rebate on steel billets. On 20 June,
the Ministry of Finance announced another package of massive reduction of
export tax rebates, especially for resource-based products and goods with low
margins but associated with high trade friction.

Third, the government has imposed new export taxes. On 21 May, the
Ministry of Finance decided to impose export tariffs on 142 goods, effective
1 June. Approximately 80 steel products (including steel wire, rods and plates)
will face 5-10 per cent export tariffs.

Fourth, it has widened the daily trading band of the exchange rate. The
People’s Bank of China decided to widen the daily trading band for the yuan—-US
dollar rate to 0.5 per cent from 0.3 per cent, effective 21 May. This might not
affect near-term currency appreciation, but it has been interpreted by some as
raising the potential for future revaluation.

Fifth, the government has introduced and increased a number of taxes and
controls to improve energy efficiency and promote environmentally friendly
technology, which are likely to have a dampening effect on the export of some
manufactured goods.

At the centre of the international policy dialogue is the renminbi exchange
rate policy. On 21 July 2005, China abandoned its de facto peg of the renminbi
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to the US dollar and introduced a ‘managed float’ system with reference to a
basket of currencies. Since then, the renminbi has risen by 7.6 per cent against
the dollar, but by only 4.3 per cent in real effective exchange terms (REER) (see
Figure 2.12). This appreciation has been small compared with the demands of
prominent US analysts. What matters economically is China’s international
competitiveness, taking account of Chinese—relative to international—cost and
productivity increases, as well as the nominal exchange rate. The appreciation
in this wider context has been too small so far to reduce significantly Chinese
export or increase import growth.

Rational economic analyses suggest that even a large appreciation of the
renminbi would do little to increase manufacturing employment in the United
States or to solve America’s current deficit problem. Nevertheless, the reality is
that China’s current expansion of external account surpluses cannot continue
for long. While currency appreciation alone would not remove current tensions
between China and its major trading partners, exchange rate policy needs to
be a part of any effective adjustment package.

Recent evidence about the turning point in the labour market

Last year's book in this series, The Turning Point in China’s Economic
Development, triggered considerable discussion in China about whether China
was indeed approaching the point in economic development at which labour
supply to modern sector activities becomes scarce and increasingly expensive,
forcing structural changes of many kinds (Garnaut and Song 2006; Garnaut
and Huang 2006). Among other things, it was followed by substantial research
efforts on this subject for the Chinese Academy of Social Sciences and the
Development Research Centre of the State Council (see Chapter 1, this volume,
for reference to these studies).

The labour market data at a national level reveal that wages and related costs
have been rising strongly (Figure 2.13). Regional (Table 2.1) and sectoral (Table
2.2) wage data indicate acceleration in wage increases in recent times.

The lift in real wage growth in 2006 coincided with a rise in the rates of
domestic inflation and nominal appreciation against the US dollar. It therefore
understates the labour cost adjustment relative to other countries. The rate
of wage increase remains well behind the prodigious increase in labour
productivity, a fact that goes a long way towards explaining the absence of
general inflationary pressures, and the strength of the continuing momentum
in the growth of exports and the trade and payments surpluses. Rising labour
costs will have been placing pressure on the profitability of labour-intensive
activities using standard technologies. These parts of the economy—having
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Figure 212 Renminbi exchange rates: bilateral rates and real effective
exchange rate, 2005-2007
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Figure 213 Increases in national real wages and labour productivity,
1999-2006 (per cent)
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Table 2.1 Wages by province, 1999-2006 (yuan constant 1999 prices and
per cent per annum increase)

Beijing Liaoning Shanghai Zhejiang Hubei Guangdong Sichuan Ningxia

1999 14,572 7,780 16,588 11,074 6,766 12,108 7134 7,226
2000 16,994 8,738 18,298 12,931 7,304 13,701 8,267 8,541
2001 20,011 10,233 21,098 16,279 8,524 15,828 9,936 10,250
2002 23,666 11,662 23,363 19,008 9,522 18,167 11,152 11,515
2003 25,626 13,226 25,614 22,065 10,696 20,618 12,580 13,741
2004 29,400 15,128 217,756 25,987 11,818 23,179 14,003 14,265
2005 33,764 17,231 31,875 28,723 13,766 25,183 15,968 16,924
2006° 39,597 19,496 37,649 30,563 15,948 26,831 17,888 20,187
Growth

1999-2006 15.4 14.0 12.4 15.6 13.0 12.0 14.0 15.8
2005-2006  17.3 13.2 18.1 6.4 15.9 6.5 12.0 19.3

Note: Beijing, Shanghai, Guangdong and Zhejiang are from the dynamic coastal region;
Liaoning from the old industrial Northeast; Hubei from central China; and Sichuan and
Ningxia from the Southwest and West respectively.

Source: CEIC Data Company.

played useful roles in past growth—are being forced to change into new types
of specialisation or to shrink rapidly.

One interesting feature of the regional data is the marked acceleration of
wage increases in a number of poorer provinces: Hubei in the central region
and Ningxia in the west. There was a deceleration in the high-income coastal
provinces of Zhejiang and Guangdong which have long been the locus of the
strongest internationally oriented growth. The opportunity cost of labour from
backward inland areas has been rising rapidly.

Unsurprisingly, wages have been rising more rapidly in mining than in other
sectors. Chinese mining has been participating in the global resources boom
and mining-related skills are in high demand. The rate of wage increases has
been high in all sectors, including wholesale and retail trade, with their intensive
utilisation of less-skilled labour. The rate of increase in wages in agriculture
remains below that in other industries.

China and global environmental problems

Local environmental problems have been accumulating through the years of
market reforms and rapid growth. Government commitment to action has been
strengthening in response to them, although real policy measures so far have
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been small in their effects. Awareness of the external environmental costs of
established growth patterns has been heightened in the past year by growing
appreciation that Chinais at once a victim and an increasingly important cause
of human-induced global warming.

The environmental costs of established growth patterns were recognised
first as dark skies and air that was unpleasant to breathe, and in the obvious
health problems associated with these conditions; as poisoned water in rivers
and lakes that humans had used for centuries; and as soils that required
increasing applications of chemical fertilisers to maintain yields. In recent

Table 2.2  Average annual wage rates for agriculture, manufacturing,
construction and finance, 1978-2005 (yuan, constant 1999
prices and per cent per annum increase)

Agriculture Mining Manufacture Construction Wholesale Finance
and retail

1985 878 1,324 1,112 1,362 1,007 1,154
1986 1,048 1,569 1,275 1,536 1,148 1,353
1987 1,143 1,663 1,418 1,684 1,270 1,458
1988 1,280 1,964 1,710 1,959 1,556 1,739
1989 1,389 2,378 1,900 2,166 1,660 1,867
1990 1,541 2,718 2,073 2,384 1,818 2,097
1991 1,652 2,942 2,289 2,649 1,981 2,255
1992 1,828 3,209 2,635 3,066 2,204 2,829
1993 2,042 3,711 3,348 3,779 2,679 3,740
1994 2,819 4,679 4,283 4,894 3,537 6,712
1995 3,622 5,757 5,169 5,785 4,248 7,376
1996 4,050 6,482 5,642 6,249 4,661 8,406
1997 4,311 6,833 5,933 6,655 4,845 9,734
1998 4,528 7,242 7,064 7,456 5,865 10,633
1999 4,832 7,521 7,794 7,982 6,417 12,046
2000 5,184 8,340 8,750 8,735 7,190 13,478
2001 5,741 9,586 9,774 9,484 8,192 16,277
2002 6,398 11,017 11,001 10,279 9,398 19,135
2003 6,969 13,682 12,496 11,478 10,939 22,457
2004 7,611 16,874 14,033 12,770 12,923 26,982
2005 8,309 20,626 15,757 14,338 15,241 32,228
Average growth (per cent)

2000-2005 9.9 19.9 12.5 10.4 16.2 19.1
2004-2005 9.2 22.2 12.3 12.3 17.9 19.4

Source: CEIC Data Company.
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years, attention has been drawn more dramatically to the links between health
and exposure to the atmosphere of China’s most vibrant cities; Chinese media
attracted the attention of citizens with reports that the life expectancy of
traffic police in major cities—exposed constantly to extremes of atmospheric
pollution—was 49 years, compared with a national average of 73 years.

An incomplete estimate by the National Bureau of Statistics and the National
Environmental Protection Agency put environmental costs not measured in the
national accounts at 3.5 per cent of GDP in 2004.

For some time, commentators have drawn comfort from the ‘environmental
Kuznets curve’: the observed tendency for countries to make environmental
amenity a major objective when average incomes exceed a threshold level—
above those in China today. Public concern and official policy action have
begun in China at an income level below that suggested by the experience of
other countries.

There are important reasons why China needs to take decisive action now, in
advance of its environmental Kuznets position. The concentration of economic
activity on an immense scale in small areas in coastal China creates risks
beyond those seen in other countries at comparable stages of development.
And the scale and timing of China’s extraordinary growth is coinciding with the
crystallisation of the long-heralded problem of global warming.

The interaction of local environmental pressures with global warming has
the potential to be severely disruptive. Chinese scientists are drawing attention
to the likelihood that this interaction is behind the severe water problems in
northern China and the floods in the south. One response to water shortages in
the north has been the launching of three massive projects to transport water
by pipeline from the south. Scientists are, however, noting the vulnerability of
the sources of these southern rivers to global warming, as evidence mounts
of shrinking ice coverage and changing patterns of melting on the Tibetan
Plateau—source of the Yangtse, Yellow and other rivers.

These were all matters of increasingly common discussion when news
came through in June 2007 that China had overtaken the United States as the
world’s largest source of greenhouse gas emissions (see Song and Sheng,
Chapter 12).

China’s prosperity is at the core of the emerging Platinum Age of global
economic growth. But the economic growth that makes up the Platinum
Age—first of all but not only in China—if left unmodified by major action
to change radically the relationship between economic growth and the
emission of greenhouse gases, could be so disruptive to economic and
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political arrangements everywhere that it gradually introduces problems for
international development that severely damage growth opportunities in China
and elsewhere.

Chinese officials and private citizens have now entered the search fora means
of reconciling continued strong growth with avoidance of macroeconomic
disruption on a massive scale. A satisfactory outcome will require effective
cooperation across national borders, which has so far eluded the international
community in other spheres.
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Marketisation in China
Progress and contribution to growth

Xiaolu Wang, Gang Fan and Hengpeng Zhu

China has persevered in its market-oriented economic reform for nearly 30
years. Guided by a reform strategy of ‘groping for stones to cross the river’,
China managed to avoid major economic decline and the crises that occurred
in other transitional economies such as Russia and Eastern European countries.
It successfully transformed the previously centrally planned economy into a
mainly market-oriented economy with continued rapid growth, although there
are still many conflicts between the new and the old systems.

Progress in marketisation

As indicated in the NERI Index of Marketisation for China’s Provinces, newly
published by the National Economic Research Institute (NERI) (Fan et al. 2007),
China has achieved significant marketisation since its WTO accession in 2001.
Measured by a zero to 10 score system for the base year (2001), the average
score for marketisation of China’s 31 provinces (including five autonomous
minority ethnic regions and three municipalities directly under the control of
the central administration) increased 1.88 in the four years from 2002-05, to
reach 6.52 in 2005. Thirty provinces out of the total of 31 made positive progress
(Figure 3.1). In comparison, the average score of marketisation increased only
0.61 in the previous four years from 1998-2001.

The NERI index is an assessment system for relative progress in marketisation
for China’s provinces using a comparative method. Marketisation is assessed
in five fields by a total of 23 basic indicators. Data are either from statistics
or enterprise and household surveys. The NERI index is now available for the
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Figure 3.1 NERI index for progress in marketisation in China’s
provinces, 2001 and 2005
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years from 1997 to 2005. Four reports have been published (Fan and Wang 2001;
Fan et al. 2003, 2004, 2007). A map of China shows the relative achievements
of China’s provinces in marketisation in 2005 (Figure 3.2).

In this index system, each of the 23 indicators is normalised into a basic
index with a zero—10 relative score system at the base year. For data shown in
Figure 3.1, the base year is 2001. The best and worst performing provinces in a
particular indicator receive scores of 10 and zero, respectively. Other provinces
receive scores in between, according to their performance in this indicator
relative to the best and worst performing provinces. For a positively related

Figure 3.2 Marketisation in China, 2005
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indicator, for instance, the score of a basic index j for province i, noted as Sij,
is calculated with the following equation

S, = ﬂx 10
! Vmax _Vmin

After positive or negative variations over years, a basic index allows a
province to have scores above 10 or below zero, so that its progress over time
can be measured.

For a certain field—for instance, development of the non-state enterprise
sector—a field index is constituted using a few basic indices. A total of five
field indices constitute the overall marketisation index. All the field indices
are weighted equally in the overall index, as are the basic indices in each field
index.!

The next section reviews progress in marketisation in China in the five fields
as classified in the NERI Index of Marketisation using mainly direct statistical
and survey data other than the scores of the index.

Government and market relations

We measure the level of resource allocation by governments and the market
using the share of government budgetary expenses in gross domestic product
(GDP). In this measure, the government share was lowered significantly during
the reform period, while the market played increasingly important roles in
resource allocation. At the national level, the share was 30.8 per cent in 1978 (the
first year of economic reform), decreasing to 18.5 per cent in 2005 (the lowest
ratio during this period was 11.2 per cent in 1995 and 1996) (National Bureau of
Statistics various years). There were slight decreases in this share during the
period 2001-05. The budgetary share in GDP is certainly not a linear indicator
for marketisation; it will become stable at a certain level after the transitional
period. We have found, however, that changes in this share in the past generally
related to market-oriented institutional reforms, and provinces with relatively
low shares were generally more marketised in different aspects. It is, therefore,
still a good indicator, for the time being, to reflect relative changes in the role
of governments and the market in resource allocation.

Nevertheless, this is not a full picture for resource allocation between
governments and the market, because there is a large amount of non-tax
financial collection by different levels of government, which is used outside the
budget. Two additional indicators are helpful for these issues. One is the non-tax
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financial burden of enterprises as a proportion of their total sales (data are from
enterprise surveys covering about 4,000 enterprises). As a provincial average,
the burden fell from 2.8 per cent in 2001 to 1.6 per cent in 2005. Another indicator
is farmers’ tax and non-tax burdens as a proportion of their per capita income.
This fell from 3.6 per cent in 2001 to 0.4 per cent in 2005. Both indicators show
improvement in the past four years. In particular, the reduction in the latter
share is remarkable, and it resulted mainly from abolition of the agricultural
tax and non-tax collections in rural areas.

It is also important to examine the level of government intervention in
enterprises. This can be indicated by the survey data on the proportion of
entrepreneurs’ working time spent dealing with various government departments
and their officials (survey data from more than 4,000 enterprises, by NERI). It fell
slightly from an average of 18 per cent to 17.2 per cent in the four years covered,
but the level of government intervention remains high (Fan et al. 2007).

One indicator shows a worsening situation: the size of government (number
of employees) as a share of the total population. At the national level, it increased
from 0.86 per cent in 2001 to 0.95 per cent in 2005 (National Bureau of Statistics
various years).?

The above indicators generally show progress in government-market
relations, although they also show that further reform of the government
sector is needed, especially to reduce the size of government and to reduce
unnecessary government intervention in enterprises.

Development of the non-state enterprise sector

The non-state enterprise sector is basically the private enterprise sector, which
consists mainly of private enterprises, foreign-funded enterprises, shareholding
companies and a small number of collectively owned enterprises (in the pre-
reform period, it consisted entirely of collectively owned enterprises).

Development of non-state enterprises made the most remarkable progress
among the five fields of marketisation. In the industrial sector in the pre-reform
period, state-owned enterprises held a dominant position. The non-state share
in gross output value was only 22.4 per cent in 1978, the first year of economic
reform. This share increased to 69.2 per cent in 2005. The share of state-owned
enterprises shrank from 77.6 per cent to 30.8 per cent during this period (National
Bureau of Statistics various years).

In the four years between 2001 and 2005, the non-state share in the industtrial
sector increased by five percentage points. Meanwhile, the non-state share
in total investment in fixed assets increased by 13 percentage points, from
52.6 to 65.6 per cent; and the share of the urban non-state sector in urban
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employment increased by eight percentage points, from 68.1 to 76.3 per cent
(Fan et al. 2007).

Data for the non-state share in the services sector are unavailable. The share
could be lower than the share in industry, because a few sectors in services are
state dominated, including banking, insurance, telecommunications, railways
and aviation. Nevertheless, some other services—such as retail sales, catering,
road transport and various personal/residential services—are nearly fully
privatised. The non-state shares in total investment and urban employment
indicate a general situation of non-state domination of the economy.

Development of the commodity market

In the pre-reform period, prices of most products were controlled by the state.
In 2001, the share of prices determined in commodity markets achieved 92 per
cent, rising to 92.8 per cent in 2004 (Fan et al. 2007).

During the reform period, most non-tariff trade barriers were removed. The
general tariff level reduced substantially before and after WTO accession, from
16.4 per cent in 2000 to 9.8 per cent in 2007 (China Securities Newspaper, 27
December 2006).

Local trade protection was also reduced. The NERI index uses enterprise
survey data to show that the score for reducing local trade protection—as an
average of the 31 provinces—increased from 6.5 to 9.7 in the 2001-05 period,
meaning there was a remarkable reduction in local trade barriers (Fan et al.
2007).

Development of factor markets

Although the development of factor markets lagged behind that of the
commodity market, various indicators show improvement in factor markets
in recent years.

For labour market development, the share of rural workers in total urban
employment, as a provincial average, increased from 8.1 per cent in 2001 to 11.9
per cent in 2004 (National Bureau of Statistics various years), which indicates
increases in labour mobility and reductions in institutional barriers in the
labour market. These statistics are likely to be understated due to incomplete
data. Some widely accepted estimates suggest that about 100-120 million rural
workers work in cities and towns, and possibly 60-100 million work in rural
non-agricultural sectors. The next thing to be done is policy restructuring to
enable rural migrants to settle in cities and to be treated equally by the urban
social welfare systems.

35



China—Linking Markets for Growth

For development of the financial market, two indicators are important. One is
the level of deposits in non-state financial institutions as a share of total deposits
in the banking sector, which increased gradually from 32.2 to 36.4 per cent in
the four years until 2005. This indicates reductions in the share of state-owned
banks, although they remain in a dominant position. Another indicator is the
share of bank loans credited to non-state enterprises, which increased from
55.7 to 70.2 per cent during the same period—the latter basically consistent
with non-state shares in the industrial sector. This shows significant progress
in the commercialisation of the banking sector. State-owned enterprises no
longer enjoy the favourable position in obtaining bank loans that they did in
the earlier period (Fan et al. 2007).

To indicate development of the technology market, the market transaction
value of technologies increased from 2,566 yuan to 4,848 yuan per capita
technical personnel during the period from 2001 to 2005. Nevertheless, the
latter figure is still low in its absolute value (Fan et al. 2007).

One worsening indicator in this field is foreign direct investment (FDI) as
a ratio of GDP. As a provincial average, this ratio decreased from 30.7 to 20.5
(million US dollars per billion yuan of GDP, both in current prices) during the
period from 2001 to 2005. This is because GDP is growing faster than FDI,
although total FDI is still large. In 2005, FDI was US$60 billion, but there have
been large regional variations. While FDI in the traditional major recipient
region, Guangdong Province, is declining, it increased rapidly in the Yangzi
River Delta region—that is, in Jiangsu, Zhejiang and Shanghai—and a few
other provinces in the coastal and central areas (Fan et al. 2007).

Market intermediaries and the legal environment for the market

To measure development of market intermediaries, one should consider
numbers of independent accountants, lawyers, consultants, chambers of
commerce, and other professionals. However, data are available only for
independent accountants and lawyers. These two indicators, together as a
share in total population, increased slightly during 2001-05. This reflects market
development in the current stage because there were no lawyers in the pre-
reform period, and accountants were not independent.

To measure the legal environment for businesses, an available indicator
is 4,000 company leaders’ judgments collected from enterprise surveys. The
average score at the provincial level in the NERI index is generally low, and
shows slight deterioration in the legal environment in 2005 from that in 2001
(2.85 for 2005 and 2.88 for 2001).
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To measure protection of intellectual property rights, the only available
information is patent applications and grants per technical personnel. These
data nearly doubled during the period, showing a rapid improvement.

A general assessment of marketisation in China

A basic market framework has been established in China. Marketisation
has made progress in nearly all fields in recent years. The most remarkable
achievement is development of the non-state enterprise sector, which has
held the dominant position in the Chinese economy. Development of the
commodity market has been relatively rapid, and market competition is now
playing a dominant role in industry and trade. Factor markets developed more
slowly in general, although they have been making significant progress in
recent years.

There are also bottlenecks in market-oriented transformation. Most
importantly, institutional and legal frameworks are incomplete and, to some
extent, conflict with the market mechanism. There are still unnecessary
government interventions, unregulated financial collections and low
transparency in administration. The size of government is inflating. The legal
environment for the market is still undesirable. These all indicate a need for
further institutional change and public sector reform.

At the sector level, the manufacturing sector is now nearly fully market-
oriented, whereas marketisation in the financial sector is lagging. A few
service sectors are still low in efficiency and lack market competition. Market
intermediaries are underdeveloped.

In terms of regional development, the process of marketisation is uneven.
While the eastern coastal areas are more marketised than other regions, the
achievement of marketisation in some central and western provinces is relatively
low. The non-state enterprise sector is underdeveloped in these provinces, and
the business climate there is less desirable than elsewhere. In spite of this,
the encouraging news is that most provinces made remarkable progress in
marketisation in recent years (see Figure 3.1).

Does marketisation contribute to economic growth?

In this section, we test empirically whether marketisation contributes to China’s
economic growth at the provincial level, using the NERI Index of Marketisation
and a panel data growth model. The NERI index was first established in 2001,
and has been updated four times (Fan and Wang 2001; Fan et al. 2003, 2004,
2007). It aims to assess relative achievements in marketisation in China’s 31
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provinces. It has so far covered nine years, from 1997 to 2005. Within each of
four sub-periods, the scores for each province are comparable not only with
other provinces, but over years, so progress in marketisation in each province
can be traced. Due to changes in some statistical indicators, however, and
modification of the index system, scores were not comparable between different
sub-periods.

In this chapter, we convert all the indices into a consistent style: that is,
we make all the scores comparable for the whole period from 1997 to 2005
(see Table A3.1 for a consistent version of the NERI Index of Marketisation and
Table A3.2 for the whole structure of the NERI index system). This enables
us to carry out a panel data analysis to test the contribution of marketisation
to China’s economic growth. A Solow-type growth model with modification
to include a human capital variable (see Solow 1956; Lucas 1988) and a few
structural variables—that is, the marketisation index, trade dependency ratio
and a regional dummy—is specified as follows

Y, =Cta InK ta,inl. +a E ra M taR +a,D, g

where Y is provincial GDP in constant prices for year 1990; K is provincial
capital stock in 1990 prices; L is provincial employment; E is the average year
of schooling of the provincial population; M is the marketisation index; R is the
trade dependency ratio (sum of the import and export value as a proportion of
GDP) for possible growth effects of economic openness; D is adummy variable
for the coastal areas to catch the geographic differences in initial levels of log
GDP (D=1 for coastal provinces and zero otherwise); and C is the intercept
term. The subscripts (= 1...31) and . ( I=1997...2005) represent provinces and
years, respectively.

An earlier version of the model also includes a variable for urbanisation,
which is represented by urban share in total employment. A non-positive and
insignificant result was derived, probably due to low accuracy of the data
(statistical data for rural-urban migrant workers are incomplete). It is therefore
omitted from the model.

Data are calculated mainly from provincial statistics from 1997 to 2005
(National Bureau of Statistics 2005b), except the marketisation index. GDP is
deflated using the implied GDP deflators from the National Bureau of Statistics.
Capital stock is calculated from provincial investment in fixed assets during the
1952-2005 period, using a perpetual inventory method, and is deflated using
the price index for investment in fixed assets.? The average year of schooling is
calculated from the grouped data for the population at six years old and above
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with the following assumptions: six years of schooling for primary education,
nine years for junior secondary education, 12 years for senior secondary
education and 16 years for tertiary and postgraduate education. Export and
import values are converted into yuan using average exchange rates for the
corresponding year. The dummy variable for coastal areas covers the following
provinces: Liaoning, Beijing, Tianjin, Hebei, Shandong, Shanghai, Jiangsu,
Zhejiang, Fujian, Guangdong and Hainan. Guangxi is excluded because it
does not have a major port, and it is customarily not classified as a coastal
province.

The model is estimated using fixed-effect and random-effect generalised
least squares GLS regressions. The two results are very similar, and the
Hausman Test accepts the random-effect regression. The results of the
unrestricted model show a nearly perfect nature of constant returns to capital
and labour—very close to that of the restricted model. With inclusion of the
education variable, the economy shows an increasing return to scale technology,
thus indicating a significant contribution of human capital to economic growth
(Table 3.1). This could include its direct contribution to growth and possibly a
spillover effect.

The marketisation index is positive and significant, indicating an important
effect on economic growth (Table 3.1). The trade dependency ratio has a
positive, although insignificant, estimate. The growth effect of economic
openness is therefore unconfirmed.

In Table 3.2, the contribution of factors to economic growth is calculated
based on the estimates of the unrestricted model in Table 3.1. Statistical data for
inputs and output are of provincial averages, divided into two sub-periods—that
is, 1998-2001 and 2002-05. The table shows that capital growth made a major
contribution to economic growth. Education made a 1.3 percentage point
contribution to the economic growth rate in the first sub-period, but contributed
only 0.4 percentage points in the second sub-period. Marketisation contributed
0.8 percentage point to growth in the first sub-period, but 2.4 percentage points
in the second sub-period. This is clear evidence that marketisation has made
an important contribution to China’s economic growth. The marketisation
process was accelerated after China’s WTO accession, and has led to significant
increases in its contribution to economic growth.

Conclusions

We have shown that marketisation in China accelerated during the period
from 2001 to 2005—that is, the period after China’'s WTO accession. The basic
framework of a market economy has been established, although there are still
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Table 3.1 Estimation results
Restricted model Restricted model Unrestricted model
(fixed effect) (random effect) (random effect)

InK 0.5790 0.5843 0.5900
(20.33%) (25.70%) (21.49%)
InL 0.4210 0.4157 0.4195
(16.70%)
E (year of schooling) 0.0819 0.0798 0.0782
(5.31%) (6.26%) (5.80%)
M (marketisation) 0.0529 0.0518 0.0501
(6.54%) (7.61%) (6.08*)
R (trade/GDP) 0.0153 0.0229 0.0263

0.34) (0.57) (0.64)
D (coastal dummy) (dropped) 0.1193 0.1179
(2.58%) (2.58)
C (constant) -1.1942 -1.2199 -1.2716
(10.70%) (-13.06%) (-7.40%)
R2: within 0.9593 0.9498 0.9590
Between 0.9882 0.9624 0.9899
Overall 0.9850 0.9602 0.9878

Notes: The numbers in parentheses are 'z’ ratios. Those with * are significant at the 1 per cent
level.
Source: Authors’ calculations.

Table 3.2  Growth accounting: factor contribution to economic growth
GDP Capital Labour Education Marketisation
Coefficient 0.590 0.419 0.078 0.050
Annual input-output growth
1998-2001 (per cent) 9.8 1.3 -0.2 0.161 0.153
2002-05 (percent) 12.5 14.5 1.9 0.048 0.471
Contribution to growth rate
(percentage points)
1998-2001 6.7 -0.1 1.3 0.8
2002-05 8.6 0.8 0.4 2.4
Share of contribution
(growth rate=100 per cent)
1998-2001 (per cent) 67.8 -1.0 12.8 7.8
2002-05 (per cent) 68.5 6.2 3.0 18.9

Notes: Education is measured by annual changes in years of schooling, and marketisation is
measured by annual changes in the scores of the NERI Index of Marketisation. Statistics for
the GDP growth rate at the provincial level, on average, are higher than at the national level.
Sources: Table 3.1 and Table A3.1; National Bureau of Statistics (NBS), various years. China
Statistical Yearbook, China Statistical Press, Beijing.
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bottlenecks in further development of market mechanisms, due mainly to lack
of government sector reform and an undesirable legal environment for a market
economy. This indicates a need for further institutional reforms.

Using the NERI Index of Marketisation as a basis for empirical study, this
chapter finds that marketisation made a significant contribution to economic
growth during the period from 1997 to 2005, especially in recent years.

Notes

1 Inour earlier reports, we used the Principal Component Analysis Method (PCAM) for weight
determination. We found, however, that the PCAM and an equal-weighting method produce
very similar results. In addition, the PCAM leads to incomparability of scores over time due
to changes in weights, whereas an equal-weighting method has an advantage in providing
consistent scores over time.

2 The size of government is indicated approximately by employment in public management
and social organisations, which includes employment in political parties and other social
organisations, however, employment in the government and the ruling party accounted for
the greatest part.

3 The initial national total capital stock in 1952 is assumed to be 69 billion yuan in 1952 prices,
based on the estimate of Chow (1993); also see Wang (2006). With an assumption of equal
capital-output ratio, the initial capital stock is distributed to each province based on the
provincial share in GDP in 1952. The depreciation rate is set at 5 per cent for the pre-reform
period, and gradually increased to 9.2 per cent from 1979 to 1992.
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Table A3.1 NERI index of marketisation for China’s provinces, 1997-2005

1997 1998 1999 2000 2001 2002 2003 2004 2005

Beijing 4786 4.550 4.567 4.886 6.171 6.917 7.498 8.188 8.619
Tianjin 4795 5204 5432 5.846 6.589 6732 7.027 7.863 8.342
Hebei 4507 4714 4733 4777 4926 5288 5585 6.048 6.405
Shanxi 2.855  3.078 3.044 3.058 3.402 3.928 4.626 5.130 5.262
Inner Mongolia 3.048 3.499 3.223 3.318 3.531 3.998 4.389 5119  5.521
Liaoning 4941 5002 4.708 4956 5473 6.064 6.605 7.365 7.835
Jilin 3.665 3.728 3.672 3.752 3.999 4.579  4.691 5.493 5.890
Heilongjiang 2.876  3.486 3.266 3.472 3.734 4.089 4.451 5.046 5.263
Shanghai 5.847 5.897 6.011 6.627 7.616 8.344 9.355 9.808 10.407
Jiangsu 6.227 6.385 6.516 6.611 6.829 7.396 7.966 8.625 9.065
Zhejiang 6.619 6.879 6.904 7.203 7.643 8.373 9.100 9.772 9.896
Anhui 4734 4698 4509 4554 4750 4951 5370 5.992 6.556
Fujian 6.642 6.973 6.943 7156 7.393 7.632 7.972 8.330 8.624
Jiangxi 3.733 4189  3.800 3.914 4.003 4.634 5.059 5758 6.225
Shandong 5182 5597 5.237 5.3556 5.661 6.229 6.812 7522 8.210
Henan 4.025 4254 3.893 3.986 4136 4.300 4.889 5.638 6.198
Hubei 3.718 4107 3.783 3.892 4.248 4.654 5468 6.105 6.652
Hunan 3.709 3.991 3.6568 3.703 3.939 4.407 5.032 6.113 6.546
Guangdong 7255 7.456 7.491 7774 8183 8.627 8.992 9.361 10.057
Guangxi 3.960 4.021 3.862 3.854 3.934 4750 5.000 5415 5.818
Hainan 5423 5311 5192 5215 5664 5.094 5032 5411 5.542
Chongging 4616 4741 4693 4789 5202 5706 6.469 7196 7.234
Sichuan 4525 4670 4.406 4.542 4999 5346 5.855 6.383 6.860
Guizhou 2.740  3.032 2.855 2.954 2,947 3.044 3.667 4171 4.572
Yunnan 3.636 3.894 3.561 3.688 3.823 3.797 4.231 4.813 5.153
Tibet 0.100 0150  0.200 0.250 0.325 0.625 0.792 1.555  2.500
Shaanxi 2,792 3179  3.220 3.347 3.369 3.905 4109 4.457 4797
Gansu 2.832 3160 2951 2920 3.044 3.0564 3.323 3.949 4.445
Qinghai 1547 1.785 1.866 2168 2.375 2.446 2.596 3.099 3.838
Ningxia 1.990 2.367 2.473 2558 2.696 3.238 4.238 4.564 4.850
Xinjiang 1.474  1.662 1.879 2.526 3.183 3.409 4.264 4762 5.024
Average 4,026 4.247 4147 4311 4638 5.018 5499 6.098 6.523

Note: The original data are comparable only within each of the four sub-periods (that is, 1997-99,
1999-2000, 2000-02, 2001-05), due to changes in statistical definition, modification of the index
system and changes in base years. Because each sub-period’s first year overlaps with the last
year of the previous sub-period, this enables us to calculate the conversion factors for scores

in every adjacent two sub-periods, and then recalculate the scores in all the earlier sub-periods
using a nesting method. Data in this table are therefore comparable over the entire period from
1997 to 2005.

Source: Calculated from the NERI Index of Marketisation: Fan, G. and Wang, X., 2001. NER/ Index
of Marketisation for China’s Provinces: 2000 report (in Chinese), Economic Science Press, Beijing;
Fan, G., Wang, X. and Zhu, H., 2003. NERI Index of Marketisation for China’s Provinces: 2001 report
(in Chinese), Economic Science Press, Beijing; Fan, G., Wang, X. and Zhu, H., 2004. NERI Index
of Marketisation for China’s Provinces: 2004 report (in Chinese), Economic Science Press, Beijing;
Fan, G., Wang, X. and Zhu, H., 2007. NERI Index of Marketisation for China’s Provinces: 2006 report
(in Chinese), Economic Science Press, Beijing.
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Table A3.2 The structure of the NERI Index of Marketisation

Title of the indices Sequence number of
basic indices
The overall index of marketisation
1 Government-market relations
I-1 Government allocation of resources in GDP
I-2 Tax and non-tax burden of farmers
I-3 Government intervention in enterprises
I-4 Non-tax burden on enterprises
I-5 Size of government
1II Development of the non-state enterprise sector
1I-1 Non-state share in industrial output
II-2 Non-state share in total investment in fixed assets
I1-3 Non-state share in total urban employment 8
I Development of the commodity market
I11-1 Market pricing

g W N =

~N o

111-1-1 Market pricing in retail sales of consumer goods 9
111-1-2 Market pricing in capital goods 10
111-1-3 Market pricing in farm products 1
I11-2 Local trade protection 12

IV Development of factor markets
IV-1 Marketisation of the financial sector

1V-1-1 Share of non-state financial institutions in total deposits 13
1V-1-2 Share of bank loans credited to non-state enterprises 14
IV-2 Foreign investment 15
IV-3 Labour mobility 16
IV-4 Development of the technology market 17

V Intermediate/legal framework
V-1 Development of market intermediaries

V-1-1 Share of lawyers in local population 18
V-1-2 Share of independent accountants in local population 19
V-2 Legal environment for businesses 20

V-3 Protection of intellectual property rights
V-3-1 Patent applications per research and development personnel 21
V-3-2 Patents granted per research and development personnel 22
V-4 Protection of consumers’ rights 23

Source: Fan, G., Wang, X. and Zhu, H., 2007. NERI Index of Marketisation for China’s Provinces:
2006 report (in Chinese), Economic Science Press, Beijing.
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Facing protectionism generated

by trade disputes
China’s post WTO blues

Wing Thye Woo and Geng Xiao

The escalation of friction between China and its trading partners

China’s current account in the balance of payments has been in surplus since
1994 and it has shown a clear upward trend, reaching US$184 billion in 2006, or
9 per cent of gross domestic product (GDP). As China’s capital account is also
in persistent surplus because of the large inflows of foreign direct investment
(FDI) and capital controls on outflows, its foreign exchange reserves reached
US$1.07 trillion in 2006—the largest in the world. China also became the second-
largest holder of US Treasury securities, holding as much as US$353.6 billion,
trailing only Japan, which holds US$648.8 billion.

At the time of writing (June 2007), China’s overall trade surplus, the China-US
trade surplus and the China-EU trade surplus continued to soar,' causing a
marked escalation in concern about China’s unfair trading practices and the gross
undervaluation of the renminbi. In February 2007, the US Trade Representative
(USTR) had filed a case with the World Trade Organization (WTO) against
prohibited subsidies in China. This action was followed by two more WTO cases
against China in April 2007—challenging market access restrictions on products
of copyright-intensive industries and challenging weaknesses in the legal regime
for protection and enforcement of copyrights and trademarks.2

In order to appreciate adequately the high intensity of the sound and the fury
of the anti-China rhetoric—and the global character of these criticisms—it is
worthwhile to quote a number of news reports from the barrage of press articles
on the trade imbalance issue that appeared on 13 June 2007.3
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The Financial Times (2007a) reported

Peter Mandelson, the EU trade commissioner...called various aspects of
China’s trade policy ‘illogical, indefensible’ and ‘unacceptable and accused
[China] of doing nothing to rein in rampant counterfeiting...Mr Mandelson
also refused to grant China market economy status...[because it had] fulfilled
[only] one of five criteria.*

The Straits Times (2007) of Singapore reported
Peter Mandelson proclaimed that the...[EU] trade deficit with China was no
longer ‘tolerable’ and warned that relations with Beijing were now at a ‘cross-
roads’...[Trade is] so skewed that the EU now exports more to Switzerland...
than to the entire Chinese market.

USA Today (2007) reported that

[alfter years of inconclusive skirmishing, trade tensions between the United
States and China are about to intensify. ‘We are competing not only with a
country with low wages but with very high and heavy subsidies and a rigging
of their currency,’ says Rep. Sander Levin, D-Mich., chairman of the House
trade subcommittee. ‘I hate the term trade war because it is always used
when you try to get a fair break...Sometimes pressure works.’

In confirmation of the growing perception of—and deepening dissatisfaction
about—unfair Chinese trading practices, the media on 13 June 2007 also
contained reports on the actions being undertaken by the Bush administration
and the Chinese government to forestall protectionism.

The Standard (2007) of Hong Kong reported

US lawmakers plan to introduce legislation today seeking to pressure
China to raise the value of the yuan to stem a ballooning trade imbalance...
Sponsored by Democratic senator Charles Schumer, the bill will lay out

the US response whenever countries ‘unfairly undervalue their currency’.
Currently, there are half a dozen measures before the US Congress aimed
at China, including proposals to apply sanctions unless it allows the yuan to
appreciate by at least 10 per cent.

The Wall Street Journal (2007b) reported

[tlurning aside growing congressional anger over the US trade deficit with
China, President George Bush’'s administration today will reject demands
that it formally accuse Beijing of ‘manipulating’ its currency to give Chinese
companies an edge over American businesses. ‘There might be an initial sigh
of relief in the markets that the Treasury has not taken a more confrontational
line, but protectionist pressures are only likely to build’, Julian Jessop, chief
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international economist at Capital Economics in London, warned clients in
a note yesterday. Meanwhile Beijing took steps yesterday apparently aimed,
at least in part, at defusing US concerns. Chinese authorities permitted an
unusually large rise in its tightly controlled currency.

The International Herald Tribune (2007) reported that ‘the yuan had the biggest
gain since the end of a dollar link in July 2005. The yuan rose 0.26 per cent to
7.6436 against the dollar...[yielding a cumulative gain of] 8.3 per cent since...July
2005

Events then moved quickly. On 14 June 2007, Senators Max Baucus
(Democrat from Montana), Charles E. Grassley (Republican from lowa), Charles
E. Schumer (Democrat from New York) and Lindsey Graham (Republican from
South Carolina) introduced legislation ‘to punish China if it did not change its
policy of intervening in currency markets to keep the exchange value of the
currency, the yuan, low’ (New York Times 2007).

On 19 June 2007, the International Monetary Fund (IMF) adopted a new
country surveillance framework that set out

...a catch-all obligation on countries not to adopt policies that undermine the
stability of the international system, and lists a set of objective criteria that
will be used to indicate whether a country is complying with its commitments.
Warning lights will include large-scale currency intervention, the
accumulation of reserves and ‘fundamental exchange rate misalignment'—a
term that mirrors language in a bill before the US Congress that would
impose penalties on nations that fail to correct such misalignments. Rodrigo
Rato, managing director of the IMF, said: ‘This decision is good news for the
IMF reform programme and good news for the cause of multilateralism...
[because this new framework] gives clear guidance to our members on how
they should run their exchange rate policies, on what is acceptable to the
international community and what is not’ (Financial Times 2007b).

The above developments were warnings that China, Europe and the United
States could be marching towards a trade war. In this chapter, we examine the
reasons for the trade friction with China and propose policies to reduce that
friction. Our discussion will focus on four questions

1 What are the problems caused by trade imbalances?

2 What are the problems revealed by the appearance of trade imbalances?
3 s alarge yuan appreciation the best cure for trade friction?

4 What is to be done?
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What are the problems caused by trade imbalances?

It is not uncommon to encounter allegations that the US—China trade deficit
represents the export of unemployment from China to the United States. A
recent study by Robert Scott (2007), of the Economic Policy Institute, used
an input-output model to arrive at the claim that the bilateral trade deficit of
US$49.5 billion in 1997 caused the loss of 597,300 jobs that year and the 2006
bilateral trade deficit of US$235.4 billion caused the loss of 2,763,400 jobs—and
that every state had suffered a net loss of jobs from the rise in the bilateral trade
deficit during 1997-2006. The alleged job losses in 2006 from the bilateral trade
deficit implied that the 2006 unemployment rate was 1.21 percentage points
higher than if the bilateral trade balance had been zero.®

There are two major problems with the Scott (2007) study. First, the overall
unemployment rate in the United States did not grow in line either with the
widening overall US trade deficit or with the widening US—-China trade deficit.
The average unemployment rate of 4.9 per cent in the 1998-2006 period was
lower than the average unemployment rates in the previous periods of 1980-88
and 1989-97, which were 7.5 per cent and 6 per cent respectively. In reality, the
US economy was a highly successful job-creation machine in the 1997-2006
period.

Second, in the face of the strong demand for labour in the US economy
during the period of growing trade deficit, a substantial amount of the so-called
job losses could have been voluntary departures by workers—rather than
involuntary displacement of workers—from import-competing industries that
paid low wages or had potentially low wage growth in the future.

The more sophisticated complaint against the growing trade deficit is that
the displacement of workers adds to the downward pressure on US wages
created by globalisation. This downward wage pressure comes from the post
1990 integration of the labour force in the former Soviet Union, India and
China into the international division of labour. The number of workers already
engaged in the international division of labour was 1.08 billion in 1990, and the
combined labour force of the former Soviet Union, India and China was 1.23
billion (Table 1). The division of labour in 1990 was certainly an unnatural one
because half of the world’s workforce had been kept out of it voluntarily by the
autarkic policies of the former Soviet Union, India and China.

The economic isolation of the Soviet bloc started crumbling when the
new non-communist Solidarity government of Poland began marketisation
and internationalisation of its economy on 1 January 1990. The economic
transition and political disintegration of the Soviet bloc became irreversible
when President Boris Yeltsin replaced Mikhail Gorbachev as the unambiguous

48



Facing protectionism generated by trade disputes

leader of Russia in August 1991 and implemented market-oriented reforms in
January 1992.°

For the Chinese élite, the events in the Soviet Union confirmed that there did
not exist a third way in the capitalism versus socialism debate. In early 1992,
Deng Xiaoping led a successful campaign to put China firmly on the path of
convergence to a private market economy (Sachs and Woo 2000, 2003). Today,
under the heading of a socialist market economy with Chinese characteristics,
the Chinese constitution gives private property the same legal status as public
property, and the Chinese Communist Party accepts capitalists as members.

In 1991, India faced a balance-of-payments crisis, and it responded by going
well beyond administration of the standard corrective macroeconomic medicine
of fiscal monetary tightening and exchange-rate devaluation into comprehensive
adjustments of microeconomic incentives. The trade regime was deregulated
significantly, restrictions on foreign investment were relaxed, reform of the
banking sector and the capital markets was initiated, and divestment of public
enterprises and tax reforms were announced (Acharya 2004).

A decade after the start of internationalisation, the number of workers
involved in the international economic system had increased to 2.67 billion in
2000 (with 1.36 billion workers from the former Soviet Union, India and China)
(Table 4.1). The Heckscher-Ohlin model would predict that this doubling of world
labour—achieved by bringing in cheaper labour from the former Soviet Union,
India and China—would lower the relative price of labour-intensive goods and
hence reduce real wages in industrialised economies.’

The fact that US capital could now move abroad to set up production facilities
in the economies of the former Soviet Union, India and China to service the

Table 4.1 The distribution of the global labour force, 1990 and 2000
(million persons)

Non-SIC? countries SIC countries
Total Industrialised Developing China India Soviet bloc
economies economies
1990 2,315 403 680 687 332 213
2000 2,672 438 851 764 405 214

8 S1C— former Soviet Union, India and China.

Source: Freeman, R., 2004. Doubling the global work force: the challenge of integrating China,
India, and the former Soviet Bloc into the world economy, Harvard University, 8 November
(unpublished). Our figure for ‘total’ in 2002 is different from that in Freeman (2004).
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US market provided another channel (besides the cross-border movement of
goods) for globalisation to depress US wage rates. It is important to note that
the imposition of a very high US tariff would not only drastically curb imports
from the former Soviet Union, India and China, it would also radically reduce
this type of FDI flow from the United States to the former Soviet Union, India
and China.

The inconvenient fact is, however, that the US real wage has not fallen.
One possible explanation to reconcile the theoretical prediction with the
real outcome is the remarkably high US productivity growth since the late
1980s, perhaps enabled in large part by the information and communications
technology revolution. This productivity growth was high enough to prevent
the real wage from declining but not enough to keep it growing at the same
rate as GDP growth—and the economic impact of globalisation is manifested
in a diminished labour share of GDP.

While the Heckscher-Ohlin model does provide a coherent mechanism
for globalisation to lower the labour share of US income and to widen the
distribution of US wages, the inconvenient truth is that China cannot be blamed
as the most influential factor in these two wage outcomes, even though China
accounted for 764 million of the combined labour force of the former Soviet
Union, India and China of 1.38 billion in 2000. China is not the main culprit
because there have been three other, independent developments that have
had important consequences for US wages.

First, there have been technological innovations that have substituted capital
for labour—for example, fewer secretaries are needed because answering
machines can now convert messages into voice files and email them to the
travelling professionals. Technological innovations have also transformed
many of what were traditionally non-tradable services into tradable services,
allowing jobs to be outsourced to foreign service providers. For example, the
information and communications technology revolution has allowed offshore
call centres to handle questions from US customers, offshore accountants to
process US-based transactions and offshore medical technicians to read the
X-rays of US patients.?

Second, there have been institutional changes that attenuated the labour
share of income. Union membership has declined, reducing the bargaining
power of labour. There has also been an upward shift in the compensation
norms for high-level executives, often using vehicles such as stock options,
which in effect make them co-owners of the company. This could reflect a
combination of a shift in social attitudinal norms and more collusion between
managers and their boards.®
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Third, there was increased immigration into the United States (before 2001),
especially a disproportionate inward immigration of low-skilled labour.”

Based on a partial review of the literature, our assessment is that the
pressure that is preventing US wages (especially of unskilled labour) from
rising in line with GDP growth can be roughly decomposed among the various
factors as follows

e 70-80 per cent of the downward wage pressure is from labour-substituting

technological innovations, and wage-weakening institutional changes

e 5-10 per cent of the downward wage pressure is from inward
immigration
e 15-20 per cent of the downward pressure is from import competition
and the relocation of manufacturing activities abroad.
In short, the popular outcry in the United States and the European Union
against China’s trade surpluses is misplaced. Even if China’s trade balance were
zero, the pains of structural adjustment and income redistribution caused by
technological innovations, institutional changes, globalisation and immigration
would still be there. The additional pain from the incremental structural
adjustment caused by the widening trade deficit is minor in comparison.

What are the problems revealed by the appearance of trade
imbalances?

Before discussing the economic problems in China and the United States that
generated the trade imbalances, we should mention a troubling basic data
issue: there is strong disagreement about the size of the US—China trade deficit.
Figure 4.1 shows that the Chinese figure for the bilateral deficit in 2006 (US$145
billion) was only 57.7 per cent of the US figure (US$251 billion)." The huge gap
between these two estimates in 2006 was a huge improvement in accuracy
from the past in two ways. First, the gap was usually much larger in previous
years: for example, the 1993 Chinese estimate of the trade deficit was only 25.6
per cent of the US estimate. Second, the recent period is one in which the two
countries could agree whether the bilateral balance was in surplus or in deficit!
Throughout the 1983-92 period, the Chinese data showed China to be running
a deficit in its trade with the US but the US data showed a surplus.

Given these wildly different measures of the size of the bilateral trade
imbalance, it is only to be expected that each side would regard the bilateral
trade imbalance with a different degree of concern. The primary reason for the
discrepancy between the Chinese and US estimates is the different national
treatment of US-China trade that goes through Hong Kong."? Drawing on the

51



China—Linking Markets for Growth

work of Feenstra et al. (1999) for the analysis in this chapter, we will measure
the US-China trade balance as the simple average between the US estimate
and the Chinese estimate, as reported in the IMF’s Direction of Trade Statistics
database.®

Figure 4.2 displays three items: China’s overall trade balance, the China-US
trade balance and the China—EU trade balance. China has been running a
surplus on its US trade since 1986, a surplus on its EU trade since 1997 and a
surplus on its overall trade since 1994. Since 1986—except for the four years
associated with an economic downturn in China (1990, 1991, 1997 and 1998)—the
bilateral surplus with the United States exceeded China'’s overall trade surplus,
meaning that China was running massive deficits in its trade with some of its
other trading partners.

The changing configuration of China's bilateral trade balances reflects
mainly the steady expansion of production networks into China. In this new
geographical division of the production of components and of the production
stages in manufacturing, China usually makes the cheaper components
and assembles the final products by combining the domestically produced
components with imported components. The fast transfer of manufacturing and
assembly operations to China from Japan, Taiwan and South Korea translates
directly into high growth in the China-US trade surplus because this transfer
reduces the Japan-US trade surplus and the South Korean-US trade surplus
correspondingly. In short, the China-US trade deficit could be reduced by
transferring the assembly operations of Korean, Taiwanese, Japanese and
European production networks to Vietham, but the Vietnam-US trade deficit
would then increase, leaving the overall US trade balance unchanged.

China’s chronic and growing overall trade surplus reveals a deep-seated
problem in its economy: its dysfunctional financial system. This problem is
revealed by the aggregate-level accounting identity that the overall current
account balance (of which, in China, the overall trade account is the biggest
part) is determined by the fiscal position of the government, and by the savings-
investment decisions of the state-controlled enterprise (SCE) sector and the
private sector.* Specifically,

CA= (T - G) + (SSCE - ISCE) + (Sprivate - Iprivate) O]

where CA is the current account in the balance of payments.

CA=(X-M)+R ©
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Figure 41 US-China trade deficit: discrepancy between US and
Chinese data, 1980-2006 (US$ million)
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Figure 4.2 China trade account balance, 1980-2006 (US$ million)
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where X is the export of goods and non-factor services, M is the import of
goods and non-factor services, R is the net factor earnings from abroad (that is,
export of factor services), T is state revenue, G is state expenditure (including
state investment), Sqcg are the savings of the SCEs, Igcg is investment of
the SCEs, Syrivate is savings of the private sector and Ijyacc is private-sector
investment.

The Chinese fiscal position (T—G) has for the past decade been a small deficit,
so it was not the cause for the swelling current account surpluses in the 2000s.
The current account surplus exists because the sum of savings by SCEs and the
private sector exceeds the sum of their investment expenditures. The current
account surplus has expanded steadily because the non-government savings
rate has been rising steadily. We will argue later that there is a link between the
existence of the current account surplus and the growth of the surplus.

Why has China’s financial system failed to translate the savings into
investments? Such an outcome was not always the case. Before 1994, the
voracious absorption of bank loans by SCEs to invest recklessly kept the current
account mostly negative and the creation of non-performing loans high. When
the government implemented stricter controls on the state-owned banks from
1994 onwards (for example, by removing top bank officials whenever their bank
lent more than its credit quota or allowed the non-performing loan ratio to
increase too rapidly), the state-owned banks slowed the growth of loans to SCEs.
This cut-back created an excess of savings because the state-owned bank-
dominated financial sector did not then channel the released savings (which
were also increasing) to finance the investment of the private sector. This failure
in financial intermediation by the state-owned banks is quite understandable.
Firstly, the legal status of private enterprises was, until recently, lower than that
of state-owned enterprises; and, secondly, there was no reliable way to assess
the balance sheets of the private enterprises, which were naturally eager to
escape taxation. The upshot was that the residual excess savings leaked abroad
in the form of the current account surplus. Inadequate financial intermediation
has made developing China a capital-exporting country!

This perverse current account outcome is not new. Taiwan had exactly this
problem until the mid 1980s when all Taiwanese banks were state owned and
were operated according to the civil service regulation that the loan officer had
to repay any bad loan that he had approved. The result was a massive failure
in financial intermediation, which caused Taiwan’s current account surplus to
be 21 per cent of GDP in 1986. The reason why China has not been producing
the gargantuan current account surpluses seen in Taiwan in the mid 1980s is
because of the large amount of SCE investments.
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Why is the savings rate of the non-government sector rising? The combined
savings of the state-owned enterprise and non-state-owned enterprise sector
rose from 20 per cent in 1978 to 30 per cent in 1987, and then went above 45 per
cent after 2004. In discussions on the rise of the savings rate, a common view
is that the rise reflects the uncertainty about the future that many state-owned
enterprise workers feel in the face of widespread privatisation of loss-making
state-owned enterprises. We find this explanation incomplete because it seems
that there has also been a rise in the rural savings rate even though rural
residents have little to fear about the loss of jobs in the state-owned enterprise
sector because none of them are employed there."

We see two general changes that have caused urban and rural savings rates
to rise significantly. The first is increased worries about the future. The steady
decline in state subsidies to medical care, housing, loss-making enterprises
and education, and mismanagement of pension funds by the state, have led
people to save more to insure against future bad luck (for example, sickness,
job loss), to buy their own lodging, build up nest eggs for retirement and invest
in their children.

The second change is the secular improvement in the official Chinese
attitude towards market capitalism. Given the high rate of return to capital, this
increasingly business-friendly attitude of the Communist Party of China has
no doubt encouraged rural and urban residents to save for investment: that is,
greater optimism about the future has spawned investment-motivated saving.'®
Our investment-motivated savings hypothesis is not new. According to Jeffrey
Williamson (1988), the historical record of Western Europe and North America
shows that ‘investment demand seems to have been the driving force behind
private saving and accumulation, past and present’.

In our explanations for the existence and the growth of the current account
surpluses, there is a common element: China’s financial system. The fact is that
savings behaviour is not independent of the sophistication of the financial system.
An advanced financial system will have a variety of financial institutions that
enable pooling of risks by providing medical insurance, pension insurance and
unemployment insurance; and transform savings into education loans, housing
loans and other types of investment loans to the private sector. Ceteris paribus, the
more sophisticated a financial system, the lower the savings rate—a proposition
that finds formal statistical support in Liu and Woo (1994) and Woo and Liu (1995).
China generates the current account surplus because of inadequate financial
intermediation, and the surplus grows over time because the dysfunctional
financial system fails to pool risks to reduce uncertainty-induced savings and
fails to provide loans to reduce investment-motivated saving (Figure 4.2).
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The overall US trade balance has been in deficit at least since 1980, and it
has always been much bigger than the US—China trade balance (Figure 4.3).
This pattern of imbalances suggests three conclusions. First, the US-China
trade deficit is only 22.4 per cent of the overall US trade deficit, so even if the
bilateral trade balance were brought to zero by tariffs aimed at China, the overall
trade deficit would still be large. Second, the bilateral trade deficit surplus is
created by the same factors that are causing the overall trade deficit: the large
annual budget deficit created by the tax cuts enacted by the Bush administration
in 2001 and the post 2001 growth in defence expenditure. Third, the highly
sophisticated US financial system (which pioneered the sub-prime mortgage
market and corporate junk bonds to enable consumption and investment) has
lowered the US private savings rate.

Clearly, the sustained nature of the overall US trade deficit was possible only
because foreign lenders had faith in the growth prospects of the US economy,
and because the East Asian central banks were willing to hold an increasing
amount of US financial instruments. The paradox is why the US Congress is
so concerned about trade deficits when foreigners have such confidence in the
economic future of the United States. Both groups cannot be right.

Figure 4.3 US trade imbalance, 1980-2006 (US$ million)
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Is a large yuan appreciation the cure for trade friction?

China has been under foreign pressure at least since 2002 to appreciate the yuan
significantly. In December 2002, Haruhiko Kuroda and Masahiro Kawai (2002)
from Japan’s Ministry of Finance called for a yuan appreciation in order to stop
China exporting its price deflation to the rest of the world. In September 2003,
US Treasury Secretary, John Snow, declared that China should appreciate the
yuan as part of its international responsibility to eliminate imbalances in the
global balance of payments.”” In September 2003, Morris Goldstein and Nicholas
Lardy (2003) of the Institute for International Economics in Washington, DC,
claimed that an immediate yuan appreciation of 15-25 per cent would benefit
China because it would remove ‘the incentive for further speculative capital
inflow and reserve accumulation. No longer would the foreign component of
the money supply be working at cross-purposes with the needs of domestic
stabilization.

In March 2007, Goldstein (2007) offered the opinion to the US Congress
that the

...renminbi (RMB) is now grossly undervalued—on the order of 30 percent
or more against an average of China’s trading partners and 40 percent or
more against the US dollar...[The] US Treasury has refused to label China

as a ‘currency manipulator’ despite overwhelming evidence to the contrary
and the managing director of the International Monetary Fund continues to
reject the role of global umpire for exchange rate policies that was laid out for
the Fund in its charter. China should deliver right away a meaningful ‘down
payment’ of a 10-15 per cent appreciation of the RMB from its current level.
Failure by China to drastically reduce its large-scale, one-way intervention in
the exchange market should result in a finding of ‘currency manipulation’ in
the Treasury’s May 2007 report to the US Congress...Finally, the IMF should
return to its roots by taking up in earnest the role that its founders set out for
it as the global umpire for exchange rate policies.

We will use the format of question and answer to analyse the question posed
in the title of this part of the paper and to assess the validity of the above
assertions.

Did China export deflation, as Kuroda and Kawai (2003) claimed?

The fundamental problem with Kuroda and Kawai’s claim is that it is impossible
to blame Japan’s deflation on China’s deflation because the timing is wrong.
Japan’'s deflation started with the bursting of the stock market cum real estate
bubble in 1992, which was well before China'’s trade account surpluses started to
soar in the 2000s. If anything, trade with China since 2003 has been an important

57



China—Linking Markets for Growth

stimulus to Japanese economic recovery. Sustained high Chinese investment
spending has sucked in large amounts of intermediate inputs, machinery and
capital equipment from Japan.

Would a yuan appreciation reduce global imbalances, as Bergsten
(2007) claimed?

There is little doubt that a large appreciation of the yuan against the US
dollar—say, 40 per cent, as suggested by Goldstein (2007)—could eliminate the
US-China trade deficit as well as China’s overall trade surplus. But this move
would only hurt China and would not ‘save’ the world. Ceteris paribus, in the
aftermath of a 40 per cent yuan appreciation, foreign companies producing in
China for the G7 markets would move their operations to other Asian economies
(such as Vietnam and Thailand) and export from there, and G7 importers would
start importing the same goods from other Asian countries instead. In the
absence of a collective appreciation of all Asian currencies, a yuan appreciation
would only reconfigure the geographical distribution of the global imbalances,
not eliminate them.

How could a collective regional appreciation against the US dollar be
achieved?

It would be naive to assume that Asian currencies tend to move closely together
when one of them moves a large amount, such as 40 per cent. The last time
the Asian currencies moved together by a large amount was during the Asian
financial crisis of 1997-98, and China did not join in despite many predictions to
the contrary. Should the US government now expand its currency appreciation
campaign serially to other East Asian countries and undertake a ‘surge’ in
exchange rate activism on any country that pushes back? For many reasons,
this would not be a desirable international economic strategy for the United
States.”

Would a large, simultaneous collective appreciation of the Asian
currencies be an unambiguous gain for the United States?

We are not sure. Immediate cessation of the foreign financing of the US savings
gap would translate into an immediate zero current account balance, and
this would require an immediate increase in US exports and/or an immediate
decrease in US imports. Exports would increase quickly only if there were
substantial excess production capacity or if there were a substantial drop in
domestic demand that freed up the domestic goods for sale abroad. Imports
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would decrease quickly only if there were excess production capacity (to
enable replacement of imports) or if there were a substantial drop in domestic
demand that reduced the use of consumer goods and inputs. Since there is no
substantial excess production capacity in the US economy today, the immediate
elimination of the current account deficit would require a huge drop in domestic
demand, which would have its origin in a large negative wealth shock, possibly
in the form of a stock market collapse or an inflationary spike."”

Would the absence of a yuan appreciation cause high inflation in
China, as Goldstein and Lardy (2003) claimed?

The growth of Chinese money supply has not slowed drastically despite the
heightening of anti-inflation rhetoric by the Chinese government in response
to the continued high growth of investment expenditure. Has the Chinese
government lost control of its money supply, as a number of analysts have
warned? Not at all. The speculative inflows and growth in foreign exchange
reserves cannot expand the money supply without the agreement of the People’s
Bank of China (PBC). As well as sterilisation through open-market operations,
China has the use of credit quotas on bank lending. The fact is that all Chinese
banks are state controlled, and their high-ranking executives are appointed by
the state. Given the choice between maximising bank profits or heeding orders
from the prime minister’s office, the bank chiefs can always be counted on to
choose the latter. There is no question about the Communist Party of China
losing control of the money supply since 2002.

Money supply growth in 2005-07 did not slow markedly because China chose
not to enforce the credit quotas stringently. First, the inflation rate, although
rising, is still low. Second, it is good politics to have a booming economy in the
period leading up to the important seventeenth Party Congress in November
2007, which will ratify important personnel appointments for the next five
years.

What is the correct level for the exchange rate?

The Economist magazine constructs a purchasing power parity (PPP) exchange
rate based on the prices of Big Mac hamburgers sold in different countries.
In 2006, it cost 10.4 yuan to buy a Big Mac in China and US$3.15 in the United
States, so the PPP exchange rate was 3.3 yuan per US dollar in 2006, compared
with the actual (nominal) exchange rate of 8 yuan per US dollar. Is it, therefore,
meaningful to say that the Chinese exchange rate was undervalued by almost
60 per cent in 2006? The answer is no, because the prices of the hamburgers
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included non-tradable inputs, and the prices of non-tradables were lower in
Chinathan in the United States. In general, the prices of non-tradables are lower
in developing economies than in industrialised economies because labour costs
are lower in the former. With economic development, the prices of non-tradables
in the developing economies will rise to bring the price ratio of non-tradables
to tradables closer to the price ratio in the industrialised economy.

To see that the gap between the usual PPP exchange rate and the actual
exchange rate reflects the development gap between the two countries, we
first make the following definitions

a) Defining the consumer price index in China and the United States

CPI of China, CPI® = (1-a) P¢_ + a P¢
CPI of the United States, CPIY = (1-a) PY, + a PY 3)

where CPl is the consumer price index, C is China, U is the United States,
P'_is the price of the tradable good in country ‘', P' is the price of the

non-tradable good in country ‘', and ‘a’ is the weight of non-tradable
goods in the price index.

Defining the PPP exchange rate

ePP = CPI¢/ CPIY @

We next state the equilibrium conditions.

a)

Goods arbitrage
PCT — eactual PUT (5)

where e*ta is the actual (nominal) exchange rate expressed as the
number of yuan per US dollar.

Relationship between prices of tradables and non-tradables within each
country

for developing China, P¢. = d P¢

for industrialised United States, PV, = f PY (6)
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c) The difference between the industrialised and the developing economy
is that the relative price of non-tradables is higher in the former.

d>f>0 (7

We can now derive the following relationship between the PPP exchange rate
and the actual exchange rate

ePPP = CPIC/ CPIY
ePPP = [(1-a+af)/(1-a+ad)] et
ePPP < eactual (8)

The above exercise shows that it is conceptually difficult to determine the
‘correctness’ of a country’s exchange rate on the basis of PPP exchange rates.
The actual (nominal) exchange rate of a developing economy will always be
undervalued in relation to the PPP exchange rate, and it is ludicrous to demand
that the government of the developing economy set its exchange rate equal to
the PPP exchange rate (because this is not a sustainable policy).

One meaningful definition of the ‘correct exchange rate’ is that it is the
‘market-clearing exchange rate”: the exchange rate that is generated by the
foreign exchange markets in the absence of intervention by any central bank.
The fact that the People’s Bank of China has been accumulating foreign
reserves during every period means that the yuan is undervalued according to
this definition. What would happen, however, if China were to go further in its
marketisation of foreign exchange transactions by removing its capital controls?
Diversification of asset portfolios by private Chinese agents would surely result
in a great outflow of funds, possibly causing the yuan to depreciate. In such a
case, the present exchange rate of 8 yuan per US dollar would be overvalued
compared with the ‘complete free-market exchange rate’. Of course, no one
knows whether the complete free-market exchange rate would be higher or
lower than 8 yuan per US dollar.

Suppose the value of the complete free-market exchange rate was 6.5 yuan
per US dollar and the market-clearing exchange rate with controls on capital
outflows was 4.5 yuan per US dollar—and suppose the government stops
intervention immediately and then removes capital controls a few years later,
after it has strengthened the supervision, management and technical capability
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of the domestic financial institutions. One plausible result of this particular two-
step market liberalisation (which we call Option A) would be appreciation to 4.5
yuan per dollar on cessation of foreign exchange market intervention followed
by depreciation to 6.5 yuan per dollar on removal of the capital controls.

Suppose China adopts another form of two-step liberalisation (Option
B), incremental appreciation of the yuan and removal of the capital controls
after a few years. Option B is better than Option A because the exchange
rate overshooting in Option A creates an unnecessary to-and-fro movement
in resources. As mentioned, the removal of capital controls could very well
cause the yuan to depreciate past 8 yuan per dollar, say, to 9.5 yuan per dollar,
meaning that Option A would result in very severe exchange rate overshooting
compared to Option B.

In effect, the Chinese government has been implementing a form of Option
B since July 2005. In our opinion, the Chinese government has chosen a speed
of exchange rate adjustment that is too slow, causing the yuan to depreciate
significantly against the euro. We recommend that the Chinese government
increases the speed of the yuan appreciation, but not in the form of an immediate
discrete 10-15 per cent appreciation as advocated by Goldstein (2007).2°

In our opinion, the instinctive calls by some economists for the use of the
exchange-rate mechanism to solve China’s external imbalance is only partially
correct. Given China’s capital controls, a freely floating currency regime could
mean a value for the yuan that would be greatly over-appreciated compared
with what its value would be under free capital flows, and could therefore
reduce economic growth significantly.?! Freeing capital flows is not, however,
an option at this time. Given the weakness of the balance sheets of China’s
state-owned banks and the considerable embezzlement of state assets that
has occurred—and the experience of the East Asian financial crisis—we advise
against allowing the free movement of capital in the short term.

The correct way to think about exchange-rate management is to analyse
the issue within the context of overall macroeconomic management and not
justin regard to its impact on the balance of payments. It is likely that there are
alternative combinations of macroeconomic policies that would produce results
superior to the one generated by appreciating the yuan alone. The general point
is that because the balance of payments is only one of the main outcomes of
concern?? and the exchange rate is only one of the ways to affect the balance
of payments,® it is seldom the optimum to concentrate exclusively on one
policy target (which does not dominate the other policy targets in importance)
and then to employ only one policy tool (which is chosen idiosyncratically) to
achieve that target.
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What is to be done?

The real source of the anxieties that have given rise to the present US obsession
with yuan appreciation is not the large trade imbalances but the large amount
of structural adjustment necessitated by the acceleration of globalisation and
of labour-saving technological progress. Dollar depreciation and trade barriers
will slow the process of structural adjustment but will not stop it because
the main driver of structural adjustment in the United States is technological
progress. The optimal solution is a policy package that emphasises multilateral
action to achieve several important objectives. It is bad economics and bad
politics to dwell on just one region (China alone must change), to dwell on just
one instrument (yuan appreciation alone) and to dwell entirely on one target
(external imbalance).

We start by stating what should be done in the United States. Congress
should quicken the reduction in fiscal imbalance, and expand trade adjustment
programs, especially those that upgrade the skills of younger workers. The
Trade Adjustment Assistance (TAA) program still functions inadequately after
its overhaul in 2002. Lael Brainard (2007) reported that

[plarticipation has remained surprisingly low, thanks in part to confusing
Department of Labor interpretations and practices that ultimately deny
benefits to roughly three-quarters of workers who are certified as eligible

for them. TAA has helped fewer than 75,000 new workers per year, while
denying more than 40 per cent of all employers’ petitions. And remarkably,
the Department of Labor has interpreted the TAA statute as excluding the
growing number of services workers displaced by trade. Between 2001 and
2004, an average of only 64 per cent of participants found jobs while they
participated in TAA. And earnings on the new job were more than 20 per cent
below those prior to displacement.

The TAA program is in clear need of further improvement. Brainard’s (2007)
proposal for the establishment of wage insurance is an excellent way to bring
the US social safety net more in line with the type of structural adjustments
driven by globalisation and technological changes.

What is to be done in China? The obvious short-term policy package has
three components. First, the steady process of yuan appreciation begun in July
2005 should be quickened—and should be used more aggressively as an anti-
inflation instrument. Second, import liberalisation should be accelerated (for
example, commitments made in negotiations for WTO membership, such as
intellectual property rights protection, should be implemented) and expanded
beyond WTO specifications.
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The third component of the short-term policy package is to have an
expansionary fiscal policy (such as rural infrastructure investments) to soak up
excess savings, with an emphasis on import-intensive investments (for example,
buying aeroplanes and sending students abroad). There must be time limits put
on the expanded public works and SCE investments because, in the long term,
increased public investments could follow an increasingly rent-seeking path
that is wasteful (for example, building a second big bridge to a low-populated
island to benefit a politically connected construction company, as happened
in Japan), and the increased SCE investments could convert themselves into
non-performing loans at the state-owned banks.

It is now common to hear calls for China to rebalance its growth path
by reducing savings to increase consumption. This advice on increasing
consumption cannot be wrong, however, consumption in China today is largely
under the control of individual families and firms. They have probably already
tried their best to optimise their consumption given all the constraints they
face, and are unlikely to welcome the government telling them how to spend
their money.

Since the health insurance and social security networks in China are in
their infancy, many Chinese people are choosing to save a great deal of money
as a hedge against severe illness. In the absence of student-loan programs,
families are also choosing to save a great deal for their children’s education.
Many middle-class Chinese families have bought property in anticipation of
capital gains but have refrained from moving into the new property because
roads, subways and schools for many newly developed residential communities
are underdeveloped. These are their best choices given the structural and
economic constraints on Chinese society. As a result, the consumption of
Chinese households remains low and savings rates remain high. All of these
factors beg the question, ‘how can China increase domestic consumption?’.

In the context of the above examples, the answers are quite straightforward:
build an integrated health insurance system; create student-loan and scholarship
programs; and build more roads, subways and schools.? The optimal solution
to the problem of excess saving is not, however, for the government to absorb
it by increasing its budget deficit but to establish an improved mechanism
for coordinating private savings and private investments. Establishment of a
modern financial system will not only achieve this objective, it will enhance
welfare and lower the savings rate by pooling risks through vehicles such as
medical and pension insurance. In a nutshell, China’s main challenge today
is to develop smoothly functioning financial, planning and regulatory systems
that can employ the remaining rural surplus labour (as indicated by an average
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wage of about US$120 per month for 480 million rural and migrant workers)
and surplus capital, which now shows up in China’s sustained current account
surplus and rising foreign exchange reserves.

The mostimportant priority for financial-sector development is the appearance
and growth of competitive domestic private banks. As China is required by its
WTO accession agreement to allow foreign banks to compete against its state-
owned banks on an equal basis by 2007, it would be akin to self-loathing not to
allow the formation of truly private banks of domestic origin. There is no reason to
favour foreign private banks over domestic private banks, and there is no reason
why China should not allow its best financial minds to compete with—and achieve
the same glorious success as—the best foreign financial minds.

We therefore recommend that after the recapitalisation of the big four state
banks, at least two of them should be broken into several regional banks, and
the majority of these regional banks should be privatised. At the same time,
laws on the establishment of new banks should be loosened, and interest rates
deregulated. It is crucial, however, that financial-sector liberalisation proceeds
no faster than the development of the financial regulatory ability of the state.
Even then, the danger of substituting a financial crash for financial repression
is real. A modern financial system requires a modern system of supervision
and prudential regulation for its proper functioning.

It would be a good idea to sell a few of the regional state banks to foreign
banks. This would facilitate the transfer of modern banking technology to
Chinese banks. The more local staff the foreign bankers train, the larger is the
pool of future managers for Chinese-owned banks. An accelerated process
of promoting the growth of sound domestic private financial institutions and
allowing the entry of foreign financial institutions would shorten the time
needed for Shanghai to assume its rightful place among the major international
financial centres, and to contribute to more efficient intermediation of the
world’s savings.

An important part of financial reform should be promotion of the development
of sound rural financial institutions. The government can usefully draw on the
wealth of international experience with various schemes in developing economies
to direct investment credit to rural areas. In particular, we wish to draw attention
to the successful Indonesian experience of establishing a self-sustaining and
profitable banking system (the ‘Unit Desa’ system) in the countryside to provide
a starting point for discussing how to accelerate financial development in rural
China.® China should allow the appearance of new small-scale rural financial
institutions that will mobilise local savings to finance local investments as quickly
as adequate prudential supervision can be put into place.
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The widespread international attention on the value of the yuan is possibly
the first time in international monetary history that the value of the currency
of a developing economy has so greatly exercised the finance ministries and
central banks of the largest industrialised economies for such a sustained
period. This anomalous situation reveals two noteworthy points about China’s
return to the international stage: it shows the significant economic impact
that China is already having on the world; and it portends that the anticipated
continued fast growth of China in the next two decades will not only force
more structural adjustments in other countries, it will require China to assume
a broader ‘global system’ perspective in resolving disputes caused by cross-
border spillovers from its policies. The most important and obvious area for
collaboration between China and industrialised economies at this point is
working together to further liberalise the multilateral free-trade system, and,
at the minimum, to prevent it being eroded.

As China continues to grow rapidly, there is the unfortunate possibility that
the range of international disputes could expand—possibly in the medium
term—to include international concerns about China’s public health readiness
and environmental protection. Hopefully, the world will be more multilateral in
its approach to the solution of these issues rather than insisting on a unilateral
solution by China, as in the present case of the yuan.

Notes

1 Atthe end of May, the National Development and Reform Commission predicted that ‘China’s
trade surplus will swell to between US$250 billion to US$300 billion this year, driven by price
competitiveness and strong external demand. The surplus for the first four months of this year
totaled US$63.3 billion, up 88% from the same period of last year’ (Wall Street Journal 2007a).
In mid June, it was revealed that China’s overall trade surplus had widened to US$22.45 billion
in May 2007, which was a 33 per cent gain on April’s figure (Standard 2007).

Details of these three WTO cases are found in USTR 2007a, 2007b and 2007c.

Neither the date nor the sample of newspapers was selected randomly. These were the
newspapers that were on the Singapore Airlines flight from Singapore to San Francisco (via
Hong Kong) on the day of our travel.

4 Thearticle also reported that Peter Mandelson ‘wants greater access for European companies
to China and a crackdown on piracy—threatening extra tariffs orimport quotas if not. He also
wants the renminbi pegged to a basket of currencies.’

5 The US civilian labour force in 2006 was 151.4 million (United States President 2007:Table
B-35).

6 For details and analysis of the economic transition in the former Soviet bloc and China, see
the papers in Woo et al. 1997.

7 More accurately, the wage of the formerly isolated worker in the former Soviet Union, India and
China would rise while the wage for the worker in the industrialised economy would fall.
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Facing protectionism generated by trade disputes

There is a large empirical literature on the relative impact of technological changes and
globalisation on the US wage rate; notable contributions include Sachs and Shatz (1994) and
Feenstra and Hanson (1996 and 1998).

Akerlof (2007) is a recent discussion on ‘norms’ and their economic consequences.

Borjas (1994) and Ottaviano and Peri (2005) are good discussions of this topic.

The data are from the Direction of Trade Statistics database maintained by the International
Monetary Fund (IMF 2007).

See Feenstra et al. 1999 for the details of the different national treatments. This study re-
estimated the export and import data of China-US trade, and reduced the gap between the
two estimates: for example, the US$29 billion gap between the two official figures in 1996
was reduced to US$5 billion after revision of the data.

The simple average of the Direction of Trade Statistics data was closer than the simple average
of the official data to the simple average of the revised data of Feenstra et al. (1999); the latter
two are reported in Feenstra et al. (1999:Table 1).

The SCE category covers companies that are classified as state-owned companies and joint
ventures and joint-stock companies that are controlled by third parties (for example, legal
persons), who are answerable to the state.

The Economist Intelligence Unit (2004:23) reported that ‘farmers’ propensity to save seems
to have increased’.

Liuand Woo (1994) and Woo and Liu (1995) contain formal modelling and econometric support
for the investment-motivated saving hypothesis.

See, for example, Financial Times (2003).

For one thing, serial exchange-rate activism and the surge of it are unlikely to be more
successful than the expansion of the war from Afghanistan to Irag and the surge of US military
effort in Iraq in 2007.

Considerations like this might be the reason why Goldstein and Lardy (2003) and Goldstein
(2007) advocated a two-step strategy of yuan appreciation: a modest appreciation followed
by incremental appreciation.

Our analysis therefore leads us to agree with the three recent policy positions of the US
Treasury: that China must increase the pace of reform in financial services market (Paulson
2007), that China has not engaged in currency manipulation, and that China should increase
the rate of yuan appreciation.

In Robert Mundell's opinion, ‘China’s growth rate could fall by half and foreign direct investment
(FDI) could slow to a crawl if the country were to abandon its long-standing support of pegging
the currency’ (quoted in South China Morning Post 2003).

The inflation rate and unemployment would be among the other key concerns.

Other ways include monetary and fiscal policies.

Xiao (forthcoming) discusses this issue more fully and emphasises the problem of
distinguishing productive investments from non-productive investments.

Indonesia is similar to China in key economic and institutional features: a geographically
vast and heavily populated economy, and a rural financial system dominated by branches of
a state bank (Bank Rakyat Indonesia and Agricultural Bank of China respectively). See Woo
(2005).
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Component trade and China’s
global economic integration

Kunwang Li, Ligang Song and Xingjun Zhao

A symbol of China’s economic integration into the global economy is its
progressive engagement in international commodity trade, with an increasing
scale and intensity. From 1992 to 2005, the average growth rate of China's
total trade was 18.5 per cent per annum—twice as high as the growth of gross
domestic product (GDP) in the same period. China’s total trade reached US$1.76
trillion in 2006, with a trade dependency ratio (defined as the ratio of total trade
over its GDP) rising to about 68 per cent by the national account measures
(UNCTAD 2006). Among this increasing trade, China’s engagement in the
so-called international fragmentation of production—namely, ‘cross-border
dispersion of component production/assembly within vertically integrated
manufacturing industries’ (Feenstra 1998; Jones and Kierzkowski 2005)—has
become an increasingly important form of its economic integration into the
regional as well as the global economy.

The development of component trade is significant for the following
reasons (Jones, Kierzkowski and Chen 2005). First, it has exhibited a dynamism
exceeding that of trade in final goods, as breaking down the integrated process
into separate stages of production opens up new possibilities for exploiting
gains from specialisation (Jones and Kierzkowski 2001). Second, despite it being
a type of trade increasingly paramount in advanced stages of globalisation,
it opens up an important role for developing economies (unlike intra-industry
trade, which has been conducted mainly among industrialised countries). Third,
it is more closely related to the development and liberalisation of the services
sector than final good trade is particularly with respect to transportation,
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communication, banking and insurance, and other connecting service links.
This is because increasing returns to scales tend to be associated with the
development of these service sectors, which could in turn reduce the costs
associated with the fragmentation process.

The global total trade in parts and components increased from US$400
billion in 1992 to US$1.25 trillion in 2005. The share of components trade in
the total trade of manufacturing goods increased from 21 per cent to 26 per
cent. Such a trend is especially pronounced in the East Asian region, which
has accounted for more than half of the trade in parts and components. East
Asia is progressively replacing the United States and the European Union as
the world’s largest region for trade in parts and components, forming a large
integrated network for production (Athukorala 2006). China has been playing
an increasingly important role in this development.

This chapter presents the recent trend of trade in parts and components
between China and its main trading partners. It explores how China’s pattern
of trade in parts and components is being determined in terms of the shares of
this trade in its total exports and imports, and their respective shares in total
manufacturing trade. The analytical approach adopted is an adjusted gravity
modelling method incorporating relative labour costs, foreign direct investment
(FDI) and telecommunications in estimating the regression models. Policy
implications with respect to the role of technology, labour productivity, further
development and liberalisation of the services sectors are then discussed.

China’s increasing trade in parts and components

The rise of China’s trade has been an important part of the changing pattern
of international production segmentation in East Asia. On the import side, the
share of parts and components had already accounted for more than two-thirds
of the total imports in China in 2002. Among the intermediate goods trade,
imports of parts and components increased more significantly than any other
intermediate goods and the share of parts and components in total imports
increased from 19 per cent in 1997 to 27 per cent in 2002. On the exportation
side, final goods played a dominant part in total exports—accounting for more
than 60 per cent of the total in 2002. Meanwhile, China’s intermediate goods
trade has been concentrated mainly in Asia: more than 80 per cent comes from
Asia and more than 60 per cent of exports of parts and components goes to
other Asian economies (Gaulier et al. 2005). In general, importing intermediate
goods, then processing and exporting the final goods characterises China’s
trading relations with its main trading partners.
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To analyse China's trade in parts and components with its main trading
partners, we select 219 kinds of parts and components taken from the United
Nations’ Standard International Trade Classification (SITC Version 3) numbers
SITC-7 and SITC-8, consisting of 2,800 commodities, following Yeats (2001) and
Athukorala (2006)." Altogether, there are 25 trading partners: the United States,
Canada, Mexico, the United Kingdom, France, Germany, Italy, Australia, Japan,
Korea, Hong Kong, Singapore, Malaysia, the Philippines, Thailand, Indonesia,
Vietnam, Myanmar, Cambodia, Brunei, Laos, India, Brazil, Pakistan and South
Africa.?

Since the early 1990s, trade in parts and components between China and
its trading partners has been increasing rapidly. In 1992, China’s imports and
exports of parts and components were worth US$12.1 billion and US$4.3 billion
respectively (Figures 5.1 and 5.2). By 2005, China’s imports and exports of parts
and components increased to US$176 billion and US$110 billion—15 times and
26 times those in 1992 respectively (Figure 5.1). Growth of imports of parts and
components is continuing to outpace that of exports.

At the same time, the share of imports of parts and components in total
manufacturing imports increased dramatically from 16 per cent in 1992 to 35
per cent in 2005 (Figure 5.2). The fact that component trade accounted for more
than one-third of total manufacturing imports illustrates China’s increasing role
in international fragmentation of production.

To further analyse the increasing trend of trade in parts and components,
one needs to look at the distribution of component trade by sector as well as
by destination. The former tells how component trade concentrates on certain
sectors and the latter shows with whom China has engaged in developing
component trade.

The pattern of component trade by sectors

In 1992, China's exports of parts and components for machinery and
transportation (SITC-7) were worth US$3.4 billion, which accounted for 80
per cent of the total exports of parts and components and 5.1 per cent of
manufacturing exports (Table 5.1). In the same year, its exports of parts and
components for other manufacturing goods were worth US$800 million,
accounting for 19 per cent of total exports of parts and components and 1.2 per
cent of manufacturing exports. Exports of parts and components accounted
for 6.3 per cent of total manufacturing exports.

In 2004, China’s exports of parts and components for machinery and
transportation were worth US$87.5 billion, accounting for 94 per cent of the
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Figure 5.1  China’s imports and exports of parts and components:
1992-2005 (US$ billion)
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Figure 5.2 Share of parts and components trade in manufacturing
trade, 1992-2005 (per cent)

40.0

Exports ——Imports
35.0 -
30.0
= 25.0 1
o)
© 20.0 A
)
O 150 -
10.0 -
5.0 -
00 T T T T T T T T T T T T T 1
(s} [se} < Yo} (e} N~ e} (2] o -~ N (a2 < Y]
D (2] (2] (2] (2] (2] (2] (2] o o o o o o
(o) (o2} (o2} (o2} (o2} (o2} (o2} (o)) o o o o o o
- - — - — - N N N N N N

Source: Calculated using the data from UN COMTRADE, 2006.

T4



Component trade and China's global economic integration

total exports of parts and components and 15.9 per cent of total manufacturing
exports. Its exports of parts and components for other manufacturing goods
were worth US$5.5 billion, accounting for 5.8 per cent of the total exports of parts
and components and 1 per cent of manufacturing exports. Total exports of parts
and components accounted for 16.9 per cent of total manufacturing exports.
The annual growth rate of exports of parts and components for machinery and
transport in this period was 31 per cent, while that of other manufacturing was
17.1 per cent. The annual growth rate of total exports of parts and components
was 29.3 per cent.

China’s imports of parts and components for machinery and transportation
were worth US$10 billion in 1992, accounting for 87 per cent of total imports of
parts and components and 15.8 per cent of total manufacturing imports (Table
5.1). China’s imports of parts and components for other manufacturing goods
were worth US$1.6 billion, accounting for 13 per cent of total imports of parts
and components and 2.4 per cent of total manufacturing imports in the same
year. Total imports of parts and components accounted for 18.2 per cent of
total imports of manufactured products.

In 2004, China’s imports of parts and components for machinery and
transportation increased to US$148 billion, accounting for 97 per cent of total

Table 5.1 China’s trade in parts and components, 1992-2004

SITC-7 SITC-8
Value Share in Share in Value Share in Share in
P&C manufacturing P&C manufacturing
(US$ billion) (per cent) (per cent) (US$ billion)  (per cent) (per cent)
Exports
1992 3.4 80 5.1 0.8 19.1 1.2
1996 10 87 1.8 1.5 13.2 1.2
2000 28 92 12.4 2.4 8.0 1.1
2004 87 94 15.9 5.5 5.8 1.0
Imports
1992 10 87 15.8 1.6 1341 2.4
1996 20 92 17.7 1.7 8.1 1.1
2000 51 96 291 2.1 4.0 1.2
2004 148 97 33.4 41 2.7 1.0

Note: SITC-7 denotes parts and components for machinery and transport equipment, and
SITC-8 represents miscellaneous manufacturing commodities.

Source: Authors’ calculations based on United Nations Conference on Trade and Development
(UNCTAD), 2006. Trade and Development Report, United Nations, New York and Geneva.
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imports of parts and components and 33.4 per cent of total manufacturing
imports. China’s imports of other parts and components climbed to US$4.1
billion, accounting for 2.7 per cent of total imports of parts and components
and 1 per cent of total manufacturing imports. Total imports of parts and
components accounted for 34.3 per cent of manufacturing product imports. The
annual growth rate of imports of machinery and transportation products was,
on average, 24.7 per cent and that of imports in other parts and components
was 8.2 per cent in this period. The annual growth rate of total imports in parts
and components was 23.4 per cent, on average, in this period.

Machinery and transportation products increased more quickly than other
products in component trade. In particular, office machinery and equipment
(SITC-75), telecommunications and recording equipment (SITC-76) and electrical
machinery and parts (SITC-77) played dominant roles, accounting for nearly 80
per cent of the total component trade. As a result, the share of machinery and
transportation in the total trade of parts and components is increasing while
that of other manufacturing products is decreasing over time. This finding
is consistent with the fact that the composition of China’s exports has been
moving quickly towards those capital and technology-intensive products in
recent years.

China has been running component-trade deficits, caused mainly by rapid
increases in its importation of parts and components for machinery and
transportation products. This trade gap tends to increase further as China’s
capacity for producing these products increases, so China will continue to
rely heavily on imported parts and components. On the other hand, China has
become a net exporter of parts and components relating to labour-intensive
manufacturing products since 2000.

The growth rates of China’s component trade have been higher than the
growth rates of manufacturing sectors as well as the growth rates of total
trade. This suggests that the pattern of the international division of labour in
which China has participated has been deepened to cover finer international
fragmentation of production. The further development of such patterns means
that countries involved will gain from trade in parts and components rather than
from trade in final goods. Such development will cement even closer trading
relationships among countries involved in such a network of production. This
point can be illustrated by looking at China’s trade in parts and components
by partners.
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China’s trade in parts and components by partners

Although the regional distribution of China’s imports of parts and components
varies over time, the main sources of China’s imports of parts and components
seem to concentrate in Northeast Asia, which accounted for more than 50 per
cent of China’s total imports of components (Table 5.2). Japan’s share was
increasing between 1992 and 1997, but started to fall after 1998, due possibly
to the impact of the East Asian financial crisis. Japan, however, together with
Korea (whose share increased rapidly throughout the period), ranked the
highest in terms of their shares of China’s imports of components. The shares
of the United States and Canada reached their peak about 2000 and started
to decline thereafter. Hong Kong’s share decreased from 38.7 per cent to 2.15

Table 5.2  Shares of component imports trade in China, by region,
1992-2005 (per cent)

Region/country 1992 1993 1996 1997 2000 2001 2004 2005
World 100 100 100 100 100 100 100 100
NAFTA? members 10.1 10.7 10.7 11.9 10.7 1.4 7.0 6.5
United States 9.6 10.3 9.8 10.9 8.5 9.4 5.8 5.5
Canada 0.6 0.4 0.9 0.9 1.6 1.2 0.5 0.4
Mexico - - - 0.1 0.6 0.8 0.6 0.6
European Union (4) 13.9 13.7 10.2 10.8 10.9 11.2 7.6 6.1
Germany 8.2 8.7 6.4 6.3 5.7 6.4 5.2 3.7
France 2.4 1.6 1.4 1.8 2.7 2.3 1.2 1.2
United Kingdom 1.3 1.7 1.3 1.7 1.7 1.5 0.6 0.6
Italy 2.1 1.6 1.2 0.9 0.9 0.9 0.6 0.5
Northeast Asia 61.5 54.5 58.8 57.6 52.7 51.1 52.9 53.4
Hong Kong 38.7 16.2 9.5 7.6 5.4 5.1 2.6 2.1
Japan 20.2 32.1 35.1 32.3 25.9 24.2 20.8 17.9
Korea 1.8 3.9 7.5 8.4 9.3 8.4 12.6 15.3
ASEAN (5) 0.8 2.2 6.7 9.3 121 13.4 16.8 18.0
Indonesia - - 0.1 0.2 0.4 0.5 0.5 0.4
Malaysia 0.1 0.3 1.5 2.1 4.5 5.4 6.6 6.9
Philippines - 0.3 0.2 1.9 2.2 4.4 5.2
Singapore 0.6 1.6 3.7 5.4 2.8 2.7 341 3.4
Thailand 0.1 0.1 1.1 1.4 2.4 2.6 2.2 2.1
Australia 0.1 0.2 0.2 0.2 0.1 0.1 0.1 0.1
Other 14.2 20.9 19.3 19.4 25.3 25.8 32.1 33.7

a North American Free Trade Agreement
Source: Authors’ calculations based on United Nations Conference on Trade and Development
(UNCTAD), 2006. Trade and Development Report, United Nations, New York and Geneva.
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per cent, reflecting the fact that it was no longer a major supplier of parts and
components to China. The shares from four EU countries (Germany, France, the
United Kingdom and Italy) also decreased to low levels in 2005. Imports of parts
and components from five Association of South-East Asian Nations (ASEAN)
countries (Malaysia, the Philippines, Indonesia, Singapore and Thailand)
increased rapidly from less than 1 per cent in 1992 to 18 per cent in 2005.

The data show that China has been relying less and less on the major
industrialised countries in Europe and North America to provide parts and
components for its part in the international fragmentation of production. In
contrast, the newly industrialised economies and ASEAN countries have
become important sources of China's imports of parts and components. There
is also a strong tendency for Korea and large ASEAN countries to replace
Japan and Hong Kong in providing China with parts and components. The
rapid development of component trade between China and its neighbouring
economies in East and Southeast Asia indicates that these regional economies
have become increasingly integrated through the international fragmentation
of production.

Total exports of parts and components from China to industrialised countries
have been increasing steadily, while those to East Asia—in particular, to Hong
Kong and Japan—have been falling (Table 5.3). Despite this trend, East Asia’s
average share of China's exports to the world was about 55 per cent compared
with 17 per cent for the North American Free Trade Agreement (NAFTA)
countries and 7 per cent for the European Union in 2005. Exports to Korea have
increased from 1.3 per cent to 5 per cent and those to six ASEAN countries
(Singapore, Philippines, Indonesia, Malaysia, Thailand and Vietnam) have also
increased—from 4.1 per cent in 1992 to 12 per cent in 2005.

Korea, Japan and the six ASEAN countries have become important sources
of China’s imports of parts and components, accounting for more than 50 per
cent of China’s total imports of these products (Table 5.3). As those of Japan
and Hong Kong are decreasing, the shares of Korea and ASEAN countries have
been increasing. This implies that there have been some substitution effects
between Japan, Hong Kong and other Asian countries in providing parts and
components to China. Despite this substitution effect, China’s continuing strong
demand for parts and components from the region will be conducive to the
economic growth of regional economies.

About 55 per cent of China’s exports of parts and components have been
to Northeast and Southeast Asia, with China’s major exporting markets being
Hong Kong, Japan, Korea, Singapore, Malaysia and Thailand. This trend is
likely to be strengthened further. At the same time, China’s export shares to
North America and Europe have been steadily increasing over time. Overall,
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China’s relatively high export and import shares of parts and components to
East Asia supports the view that China has engaged more deeply with East
Asian economies in forging this new type of international specialisation in
production. China’s export shares of parts and components to Australia have
been generally higher than its import shares, but both shares have been
relatively low compared with East Asian economies.

Determinants of China’s component trade

In explaining the phenomenon of component trade or international
fragmentation of production, Jones (2007) postulates the following theories.
The first is a Ricardian one, which says that workers have different skills across

Table 5.3  Share of exports of parts and components from China, by
region, 1992-2005 (per cent)

Region/country 1992 1993 1996 1997 2000 2001 2004 2005

World 100 100 100 100 100 100 100 100
NAFTA members 1.2 17.2 16.0 16.0 16.1 16.6 17.2 17.2
United States 6.8 16.1 15.2 15.0 14.4 14.9 15.5 15.4
Canada 0.3 0.9 0.7 0.7 1.0 0.7 0.6 0.7
Mexico 0.1 0.2 0.1 0.3 0.6 1.0 1.0 1.0
European Union (4) 2.2 9.1 5.8 6.2 1.4 6.6 71 71
Germany 1.0 4.6 2.6 2.6 3.1 2.6 3.2 3.7
France 0.3 1.8 0.9 1.1 1.2 0.9 1.1 0.9
United Kingdom 0.7 2.1 1.7 1.9 2.3 2.2 2.0 1.9
Italy 0.2 0.7 0.6 0.5 0.8 0.8 0.7 0.7
Northeast Asia 7741 56.7 63.6 62.5 59.5 59.6 57.4 55.7
Hong Kong 62.3 30.1 26.7 26.4 26.6 27.0 28.0 28.4
Japan 9.1 17.4 20.5 19.6 15.4 15.0 1.7 10.5
Korea 1.2 2.4 5.5 4.9 4.8 4.6 5.3 4.9
ASEAN (5) 4.1 6.4 10.7 11.2 12.4 12.7 12.3 11.8
Indonesia 0.6 1.2 1.4 1.6 1.1 1.1 0.9 0.9
Malaysia 0.8 1.2 2.3 2.2 2.0 3.4 3.3 3.2
Philippines 0.3 0.3 0.7 1.3 1.3 0.7 1.4 1.2
Singapore 1.9 2.6 5.1 4.9 5.7 5.1 4.8 4.8
Thailand 0.5 0.8 0.8 1.0 2.0 2.1 1.4 1.4
Australia 0.2 0.3 0.4 0.4 0.5 0.5 0.5 0.5
Other 14.2 20.9 19.3 19.4 25.3 25.8 32.1 33.7

Source: Authors’ calculations based on United Nations Conference on Trade and Development
(UNCTAD), 2006. Trade and Development Report, United Nations, New York and Geneva.
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different areas of a country, and when the skills required in each production
block (fragments) differ, then a dispersion of activity according to comparative
advantage could lower marginal production costs. The second theory is a
Heckscher-Ohlin type of difference, namely the production blocks differ from
each other in the proportions of different factors that are required. This suggests
that labour-intensive production blocks would better be located in regions in
which labour is relatively inexpensive compared with productivity.

The third theory is that fragmentation introduces new costs, namely the
costs of connecting the two or more production blocks by service links such
as transportation and communication. Therefore, ‘the movement towards
deregulation, especially of services, and the technological changes that have
drastically reduced the costs of communication as well as making transportation
less expensive have all encouraged a fragmentation of previously vertically
integrated production processes’ (Jones and Marjit 2001:365). Furthermore, it
is argued that the optimal degree of fragmentation depends on the size of the
market, so economic growth in general encourages fragmentation and trade
in parts and components (Jone, Kierzkowski and Chen 2005). We examine in
this section the main determinants of China’s trade in parts and components
based on these theories.

The theory of comparative advantage has been consistent with China’s
trading pattern: China produces and exports a large range of mainly labour-
intensive goods, such as textiles and clothing, shoes, toys, travel goods and
furniture.

The question is whether the theory of comparative advantage can be
applied also in analysing intra-product trade based on vertical specialisation
of production such as component trade. China tends to focus on producing
parts and components relating to labour-intensive products due to its abundant
supply of labour. For example, the production of personal computers requires
a lot of components, including central processing units, mainboards, sound
cards, display cards, screens and so on. Although China has no comparative
advantage in producing some of the key components, it can assemble and
export a large quantity of personal computers since it has low-cost production
for the assembly of those components.

One way to examine the relationship between comparative advantage and
the production and trade of parts and components is to compare labour-cost
differences across different countries. Wages are a good index as they reflect
the supply and demand of the labour market as well as the quality of labour.
When a country’s wage levels are relatively low, it could indicate that the country
has comparative advantage in producing labour-intensive products, including
parts and components.
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In the period 1992-2004, labour costs in China were far lower than those
in most industrialised countries, including the United States, Japan, Canada,
Germany and the United Kingdom (Table 5.4). They were also relatively lower
than many developing economies in Asia such as Korea, Hong Kong, Singapore,
Malaysia and Thailand.

With respect to the impact of economy of scale on component trade, it
is usually the case that rapid economic growth requires a large market to
accommodate the products being produced. The process of trade liberalisation
in the past few decades—enhanced through multilateral, bilateral or unilateral
means—provides China with an external environment in which rising trade
from China has been accommodated rather smoothly. The enlarged markets
for products made in China have created an enormous economy of scale in
production. It is known that the degree of specialisation of production tends to
be intensified when there are economies of scale in production. As economy
of scale is enlarged, the production and trade of parts and components within
and across different countries tend to be enhanced.

On the other hand, China has a large domestic market, implying that there
is a relative thickness in the market in those competitive sectors (meaning
that there are relatively more suppliers of intermediate goods for a given
sector). This is especially true in those sectors such as textiles and clothing,
shoes, computers and automobiles. As Grossman and Helpman (2003) note,
this characteristic reduces the search costs for multinational companies
investing in overseas markets. At the same time, continuing domestic reforms
in China provided an improved legal and regulatory environment in which
foreign investments have flourished, deepening the process of international
specialisation in production.

China’s transportation and telecommunications industries have experienced
rapid growth since the 1990s, providing the necessary infrastructure for China’s
participation in international specialisation. Figures 5.3 and 5.4 show the recent
development of China’s transportation industry. The number of civil aviation
airline routes increased from 287 in 1986 to 1,257 in 2005—increasing by 3.4
times—and international airline routes also increased, from 108,000 kilometres
t0 856,000 kilometres. The capacity of seaports also increased—from 300 million
tonnes in 1985 to 2.9 billion tonnes in 2005.

China’s telecommunications industry has developed rapidly. The number of
fixed lines per 1,000 people increased from less than 10, on average, in 1992 to
241in 2004 (Figure 5.5). Along with the development of the telecommunications
industry, call fees are declining. For example, in 1997, the average cost of calling
the United States was US$6.70, but this reduced to US$2.90 in 2004. Meanwhile,
the number of mobile phones in China has reached 480 million by March
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2007—making it the largest mobile-phone market in the world—and the number
of people accessing the internet reached 144 million by March 2007, making
China the second largest internet-using country after the United States.®
These facts suggest that the rapid development of China’s transportation and
telecommunication industries could be another factor influencing the pace and
depth of China’s participation in international fragmentation of production. This
is mainly because the developments in these service links tend to reduce the
costs of transactions with considerable benefits from the economies of scale
associated with such developments.

FDI has been considered an important determinant of trade in parts and
components in the literature because multinational corporations are an
important channel for conducting trade in intermediate goods through intra-
firm trade. Multinational firms can choose to invest in host countries and make
use of the local comparative advantage to produce their intermediate goods.
For example, Kaminski and Smarzynska (2001) studied the impact of FDI on
Poland’s internationalisation process and found that the large FDI inflow helped
Poland access international specialisation and increased the country’s trade.
Cheng et al. (2001) studied the relationship between FDI and international
specialisation by using a partial equilibrium model to examine trade between
Hong Kong and Guangdong Province, incorporating FDI. They found that FDI
was an important factor for production specialisation and trade in parts and
components in China.

China has absorbed a large amount of FDI since the 1990s and has now
become the leading country in the world for the receipt of FDI inflows (Figure
5.6). The rapid increase of FDI inflows into China promotes the development of
processing trades (Spencer 2005). The share of the FDI-related manufacturing
sector in the total manufacturing sector has been increasing rapidly, and the
share of total processing trade increased from 35 per cent in 1988 to 57 per
cent in 2003, surpassing the share of ordinary trade.

Based on the theories surveyed and the background information, we adopted
an adjusted gravity model to examine the determinants of trade in parts and
components between China and its trading partners. The basic formula is
introduced by Egger and Egger (2005) as follows

LnP Cj.China,t =G+ aanAGDPj.Chinaj + a2LnDISTj.China.t 0
------------------ +a,LnRWA GEj.Chma't +a,LnFDI jchinas T LnT elelinej‘China',

where PC represents either the exportation or importation of parts and
components between China and its trading partners, AGDP is the average real
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Figure 5.3 Number of civil aviation airline routes in China, 1986-2005
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Figure 5.4 Scale of seaport trade in China, 1985-2005 (10,000 tonnes)
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Figure 5.5 Number of telephones per 1,000 people in China, 1992-2004
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Figure 5.6 China’s utilised FDI, 1983-2005 (US$100 million)
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GDP of China and its trading partners, DIST is the economic distance between
China and its trading partners, RWAGE is the relative labour cost of China and
its trading partners, FD/ is the foreign direct investment, and Teleline is the
average number of fixed telephones in China and its trading partners.

According to Jones and Kierzkowski (2005), these factors can affect the
trade in parts and components as well as the final goods. Thus, Equation 1
can be revised as follows

LnSP Cj.China.t =C ta anAGDPj.China.t + a2LnD]STj.C/7ina.r ©
------------------ +0,LnRWAGE, ..., + 0, LnFDI ;. . +LnTeleline, . .,

where SPC is the share of exports of parts and components in the total trade
in manufactured products. A fixed effect is introduced in both equations while
conducting the panel data regressions.

The variables used in the regressions are defined as follows: to capture the
impact of economy of scale, we use the average GDP of China and its trading
partners.

GDP, +GDP,,,,
AGD})j.China = 2 (3)

For the distance variable, we use the weighted-average economic distance
to represent the transportation costs in which DIST}is the physical distance
between countries.

DIST, *GDP,
20

3 GpP, @
=

D[STChinaAf =

To reflect the impact of comparative advantage, we use the relative wage
(RWAGE) to represent the unit costs of China and its trading partners.

Average cost of unit labour per hour,
RWAGE , ¢}y, = , ’ )
' Average cost of unit labour per hour,,

In order to examine the impact of FDI on trade in parts and components,
we simply use the share of FDI over that of GDP. To capture the impact of
telecommunications, we use the number of telephone lines per 1,000 people
to represent the index for telephone lines.
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The data on trade in parts and components between China and its trading
partners are taken from UNCTAD (2006), covering 219 products. The time period
runs from 1992 to 2004 and the sample comprises 20 countries, as introduced
in the last section. GDP for each country is taken from the Penn World Table
6.2. The indexes we have chosen are ‘CGDP’ and ‘POP’ and their products are
used as the GDP variable. The data of FDI are taken from the China Statistical
Yearbooks for 1993-2005 (NBS various issues). The data for economic distance
are taken from Haveman (2004). The data of telephone lines per 1,000 people
are taken from the World Development Indicators (World Bank 2006). The data of
average labour unit costs per hour are taken from E/U Country Data (Economist
Intelligence Unit 2007).

The empirical results are reported in Tables 5.5 and 5.6, showing the
determinants of China's imports and exports of parts and components
respectively. In each table, there are two groups of results: one contains no
variable of LNTELELINE and the other contains this variable . Both results show
good fitness of our model specification, since the R-squares for the two model
estimations are 0.7 and 0.8 respectively.

The results show that the coefficients of LNAGDP in all regressions are
positive and statistically significant at the 1 per cent level, implying that China’s
size and economies of scale and its trading partners has a positive impact on
China’s imports of parts and components. That is, the larger the economies
of scale, the greater trade in parts and components will be. Furthermore,
comparing this result with that from the regression using Equation 2, we found
that the impact of economies of scale on trade in parts and components was
larger than that of final goods. This is consistent with findings obtained in
Jones and Kierzkowski (2005).

The coefficients of LNDIST—as the measurement of the impact of transport
and other costs on bilateral trade flows—are negative and statistically
significant, as expected. Despite the fact that the rapid development of
telecommunications techniques leads to the ‘death of distance’ (Cairncross
1997), the estimated coefficient of economic distance is still negative and
statistically significant. This implies that trade in parts and components in China
relative to its trading partners is still sensitive to the changes in transportation
costs and the physical distance between them.

As expected, FDI has a positive impact on China’s imports and exports of
parts and components and it is statistically significant at the 1 per cent level.
The regression results show that the impact of FDI on exports of parts and
components is similar to that of imports and the magnitudes of the estimated
coefficient are within the range of 0.2-0.3. This finding implies that a 1 per cent
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increase in FDI could lead to a 0.2-0.3 per cent increase in China’s exports of
parts and components. The purpose of FDI is twofold: one is to sell products to
China’s domestic market and the other is to make use of China’s comparative
advantage of low-cost labour. Both motives could lead to increased trade in
parts and components.

Tables 5.5 and 5.6 also show the results when LNTELELINE is incorporated as
the measurement to capture the impact of telecommunications on component
trade. As is expected, the telecommunications service and its coverage have
a significant positive impact on international specialisation through trade in
parts and components.

The results of LNRWAGE show significant differences between the
regressions of imports of parts and components, which is consistent with
what the theory of comparative advantage would predict. For China's imports
of parts and components, The coefficients of foreign countries’ labour costs
are positive and statistically significant at the 5 per cent level (Table 5.5).
The results imply that the relatively low cost of labour in China is one of the
most important determinants of the rapid development of trade in parts
and components between China and its trading partners—since China’s
comparative advantage in labour costs attracts greater imports of parts and
components for assembly.

The estimated results show, however, that there is no significant difference
for the variable of LNRWAGE (Table 5.6) in determining China’s exports of
parts and components. The insensitivity of wage differentials in determining
China’s exports of parts and components remains a puzzle, which requires
further study.

Since all the factors included in the regressions would have similar effects on
trade in final products, we can also run the regression with the share of trade in
parts and components in total manufacturing trade as the dependent variable
in both equations. The estimation results are reported in Table 5.7. Comparison
with the previous results shows that economies of scale have a significantly
positive impact on trade in parts and components, while transportation costs
have a significantly negative impact. The findings are consistent with those
reported in Tables 5.5 and 5.6. Furthermore, the impact of FDI on exports in
parts and components is not statistically significant compared with the results
in Table 5.6.

The impact of labour costs is significantly negative in the export shares in
total manufacturing exports, which is in contrast with the finding of positive
correlation in China's imports of parts and component (Table 5.5). This
suggests that the theory of comparative labour cost applies more to China’s
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Table 5.5  Estimation results of Equation 1: imports

LNIMPORT
Variable (1 2
C —83.84*** —57.32%** —-85.10%** —43.69%**
(-14.27) (-12.51) (-15.45) (-5.72)
LNAGDP 4.83*** 3.53%** 4.70%** 2.76%**
(16.42) (15.51) (16.31) (6.59)
LNDIST -0.96%** —0.74%** —-0.90%** —-0.58***
(-11.75) -11.12) (-10.69) (-5.84)
LNFDI 0.19%** 0.26%** 0.16%** 0.28***
(3.85) 6.60 (3.43) (7.16)
LNRWAGE 0.71%** 0.64*** 0.31** 0.32**
(5.39) 4.98 (2.36) (2.17)
LNTELELINE 0.99%** 0.55*
(3.88) (2.40)
Fixed effect Yes No Yes No
Adjusted R? 0.74 0.73 0.76 0.74
SE 114 113 1.10 112
F-statistic 36.73 147.32 38.15 122.31
Number of observations 221 221 221 221

Note: *** 1 per cent significant level, ** 5 per cent significant level, * 10 per cent significant
level. T-statistics are in parentheses.

Source: Authors’ calculations.

Table 5.6 Estimation results of Equation 1: exports

LNEXPORT
Variable ) 2
C —70.70*** —47.49%** —T71.42%** —41.76%**
(-9.79) (-15.42) (-8.54) (-7.45)
LNAGDP 4.19%** 3.05%** 4.12%%* 2.73%**
(11.37) (18.54) (9.63) (8.71)
LNDIST —-0.68*** —0.48*** —0.65%** —0.41%**
(-8.08) (-9.65) (-6.90) (-5.29)
LNFDI 0.24%** 0.30*** 0.22%** 0.31%**
(4.32) (7.19) (3.72) (6.66)
LNRWAGE 0.13 0.05 -0.16* -0.09
(1.63) (0.89) (-1.71) (-0.78)
LNTELELINE 0.56%*** 0.23*
(7.56) (1.72)
Fixed effect Yes No Yes No
Adjusted R? 0.86 0.85 0.87 0.85
SE 0.64 0.65 0.62 0.65
F-statistic 81.32 311.78 83.35 253.01
Number of observations 221 221 221 221

Notes: *** 1 per cent significant level, ** 5 per cent significant level, * 10 per cent significant
level. T-statistics are in parentheses.

Source: Authors’ calculations.
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Table 5.7 Estimation results of Equation 2: export shares in total
manufacturing exports

LNSEXPORT
Variable (1 2
C —19.37*** -19.00%** —19.46%** —17.14***
(-5.97) (-10.30) (-6.16) (-9.88)
LNAGDP 1.09%** 1.07%** 1.09%** 0.97%**
(6.87) (11.93) (7.06) (11.33)
LNDIST —0.34*** —-0.33%** —0.34%** —0.31%**
(-12.25) (-16.43) (-12.94) (-16.76)
LNFD/ -0.02 -0.01 -0.02 0.00
(-1.04) (-0.54) (-1.15) (-0.33)
LNRWAGE —0.12%** —0.14%** —0.15%** —0.18***
(—4.46) (-5.11) (-6.24) (-5.85)
LNTELELINE 0.07* 0.08**
1.77) (2.54)
Fixed effect Yes No Yes No
Adjusted R2 0.70 0.67 0.70 0.67
S.E. 0.39 0.40 0.40 0.40
F-statistic 29.44 110.79 27.69 88.81
Number of observations 221 221 221 221

Note: *** 1 per cent significant level, ** 5 per cent significant level,* 10 per cent significant
level, T-statistic in parentheses.

Source: Authors’ calculations.

imports of parts and components than to its exports of them. Since China’s
imports of parts and components concentrate more on capital and technology
intensive goods such as machinery and transportation (Table 5.1), the finding
of positive correlation of labour cost differentials may suggest that foreign
firms investing in China are more sensitive to labour cost differences between
China and elsewhere in those more sophisticated parts and components. It is
understandable as labour costs in producing these kinds of intermediate goods
in developed countries are much higher than that in China (Table 5.4), whereas
the labour cost differentials between industrialised and developing economies
in producing less sophisticated intermediate goods tend to be narrower.
Since China’s exports of parts and components concentrate more on those
less sophisticated labour intensive products, both foreign firms and domestic
firms producing such intermediates goods tend to become less sensitive to
labour cost differentials. Under this circumstance, market size, economies
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of scale and service links rather than FDI and labour cost differentials will
play more important roles in determining the pattern of exports of parts and
components. Finally, consistent with the findings reported in Tables 5.5 and 5.6,
the development in telecommunications is also correlated positively with the
shares of exports of parts and components in total manufacturing exports.

Conclusion

The empirical results reveal the following points. First, China’s rapid economic
growth, increasing market size and economies of scale are important factors in
explaining the rapid increase of bilateral trade in parts and components with
its trading partners. Second, the spatial distance and transportation costs
have significant negative impacts on China’s trade of parts and components.
This suggests that the reduction in transportation costs by technological
innovation and investment could enhance trade in parts and components,
and thereby deepen the process of international specialisation involving China
and its main trading partners. Third, FDI has a positive impact on China’s
participation in international fragmentation of production, taking advantage of
China’s comparative advantage in low labour costs in assembly of intermediate
goods and producing final goods for domestic sales and exports. Finally, the
development of the telecommunications and related services sector helps
intensify the degree of international specialisation by reducing transaction
costs, which will encourage more domestic and foreign firms to be involved
in international fragmentation of production.

Along with the trend of globalisation, China has become an important
player in the international production chain through its increasing share of
trade in parts and components with its main trading partners. China has now
been incorporated into the regional production network consisting of Korea,
Japan, Hong Kong, Taiwan and six ASEAN countries and is engaged in trading
relationships with North American and European economies for parts and
components. China has achieved tremendous dynamic gains from engaging
in trade in parts and components especially with respect to its industrial
upgrading through technological learning associated with processing trade
(Amighini 2004). For the East Asian economies, the accession of Chinainto such
aregional production network has not only encouraged the further development
of regional trade liberalisation including service trade liberalisaion, it has also
provided an enlarged market for all the regional economies. As a result, all
parties involved will gain from participating in this dynamic process. Given
the prospects of the rapid growth of the Chinese economy, its current and
planned massive investments in research and development and in infrastructure
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including transportation and telecommunications, its continual policies in
attracting FDI and its rapid move towards liberalising its services sectors,
the scope for China and its trading partners to benefit from the process of
international fragmentation of production is tremendous.

Notes

1 SITC Version 3 was adopted in 1992 so the data series used in this chapter began in that
year.

2 In selecting partnering countries, consideration includes country representation and
availability of data.

3 See ‘Internet in the People’s Republic of China’ on Wikipedia (available online at http:/www.
wikipedia.com).
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6

Service sector reform options
The experience of China

Christopher Findlay, Mari Pangestu and Roy Chun Lee

The gains from reform and liberalisation of services have attracted a growing
literature. Messerlin and Zedillo (2004), for example, note the effect of service
sector reform on competition, market scale, diversity, lower prices and
higher quality, as well as the capacity to remove bottlenecks to growth in the
infrastructure sector. They remark on the contribution of services to export
performance, and they stress the interests of developing economies in market
access for services exports.

Policy reform in services that delivers these benefits has a wider scope than
reform programs in the goods sectors. There are services policy measures
that apply only to foreigners: for example, rules on the form in which they can
enter local markets. Services markets are also regulated by measures such as
licensing, which affect all suppliers, wherever they come from. As Whalley (2004)
observes in his review of empirical work on the effects of services liberalisation
in developing economies, ‘one is talking of domestic regulation, entry barriers,
portability of providers, competition policy regimes more so than barriers at
national borders, as with tariffs’ (Whalley 2004:1,250). The connections between
regulatory reform and services trade liberalisation are examined in detail in
Mattoo and Sauve (2003).

The scope of the services agenda also differs from that of goods because
of the substitutability between the modes of supply: that is, delivery of the
service through establishment in the customer country, through the movement
of people (either consumers or providers) or through the cross-border modes
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of supply—options for which are expanding through technological change.
Cross-border supply is the mode most similar to trade in goods.

The architects of the GATS recognised the value of considering all the
modes of supply and all the impediments that applied to those modes. They
sought commitments in the GATS to open up sectors and modes of supply
and to eliminate measures that limit entry by all suppliers and those which
discriminate against foreign suppliers.

Studies of services reform have examined these various dimensions.
Some concentrate on the removal of discriminatory policy in a limited range
of modes of supply, such as that across borders (Francois and Spinanger
2001). Others stress the value of coverage of other modes of supply (Whalley
2004; Walmsley and Winters 2003). Some examine the different impacts of the
removal of discriminatory policy (that is, implementation of the principle of
national treatment) compared with reform of policy affecting entry to markets
by all services suppliers (in GATS language, matters of market access) (Dee
and Hanslow 2000a, 2000b).

Services sector policymakers are confronted by questions of which sectors
are the priorities for reform, which modes of supply should be included and to
what extent should commitments refer to national treatment and market access
questions? More specifically, they must decide whether domestic markets
should be deregulated before foreign suppliers are allowed to enter, whether
these reforms should be carried out simultaneously or whether foreign firms
should be able to enter while impediments remain to domestic entry.

The first step in this chapter is to characterise options for services sector
policy change in broad terms, and to discuss what factors determine the direction
of change. Some of the points derived from the framework are illustrated by
reference to China’s experience in services, which offers many lessons. China
made substantial commitments to reform its services sector, as part of its WTO
accession. Mattoo (2004) reviews the significance of these reforms and notes
how extensive they are compared with the experience of even industrialised
economy commitments in the WTO (see also WTO 2006:Table AIV.2, for a
summary of China’s accession commitments). The commitments made are
now being implemented. The construction of the original commitments and the
pattern of their implementation are a source of insight for other policymakers
contending with a similar task.

Options for services sector reform are presented in the next section. Oneisto
free up entry to domestic suppliers. Another is to open markets to all suppliers.
These are referred to below as ‘domestic deregulation’ and ‘liberalisation’
respectively. There are other outcomes, called ‘foreign rent seeking’ and
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‘back-sliding’. Some comment is offered on the welfare implications of each
of these.

China’s experience of services sector reform is then reconsidered. Some
comments are offered on the relative importance of various aspects of the
policy and political economy frameworks. That discussion includes reference to
reform in the financial services, transport, distribution and telecommunications
sectors. The chapter concludes with some key points and a suggestion for
further empirical work that is relevant to these questions.

Options for reform

Many impediments to entry into services markets apply to domestic and foreign
producers, and in some cases foreign producers face extra requirements. An
index of policy restrictiveness has been developed to assess the importance
of both types of restrictions, following the work of Warren (2000), Findlay et al.
(2002) and McGuire and Findlay (2005). The index is a frequency measure that
estimates the restrictiveness of an economy’s trading regime based on the
trade barrier framework developed for the GATS.

Under the GATS framework, trade impediments are classified into two

primary categories.

1 Market access. The GATS identified four modes of supply for trade
in services: that is, cross-border, consumption abroad, commercial
presence and presence of natural person. Market access represents
the restrictions on market entry by either of the four supply modes on
national and foreign new entrants (Warren 2000).

2 National treatment. National treatment obligations require GATS
members to identify all measures that discriminate against foreign
services suppliers in terms of advantages given to domestic suppliers
or extra regulatory requirements imposed on foreign suppliers.

Following the GATS framework, the first step is to classify trade restrictions

into two primary categories.

* Establishment. The ability of services suppliers to establish a physical
outlet in a territory and supply services through those outlets, which
includes market entry via foreign investment. This runs parallel with the
mode of commercial presence in the GATS.

* Continuing. The operations of a services supplier after it has entered
the market, including an interconnection regime, or its equivalent, and
cross-border supplies. Regulatory measures that foster and enhance
competition would also be captured under this category.
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The second step is to reclassify trade restrictions into discriminatory and
non-discriminatory categories to capture the degree of compliance with national
treatment obligations.

* Non-discriminatory. Restriction applied to domestic and foreign services

suppliers equally.

e Discriminatory. Restricting only foreign or only domestic services
suppliers.
Table 6.1 provides an example of how restrictions in telecommunications are
classified under the index.

The index value is then calculated for each economy using a methodology
of scores and weights. Scores are assigned for each liberalisation index on the
basis of a judgment about its stringency. The more stringent the restriction,
the higher is the score. For example, a country that restricts the number of
fixed-line licences is assigned a higher score than an economy that issues
several new licences.

The restriction categories are then weighted together according to a judgment
about their relative economic cost. For example, in telecommunications,
restrictions on the issuance of licences are weighted more heavily than
restrictions on leased-line operations. The weights are chosen so that the total
restrictiveness index score ranges from zero to one.

An index score is calculated separately for domestic and foreign services
suppliers (Figure 6.1). A foreign index (F) is calculated to measure all the
restrictions that hinder foreign firms from entering and operating in an economy.
It covers discriminatory and non-discriminatory restrictions. A domestic index
(D) represents restrictions that are applied to domestic firms and it generally

Table 6.1 Examples of restriction categories of trade in
telecommunications services

Establishment Continuing operations
Non-discriminatory The number of fixed-line local Voice resale is prohibited
service licences is restricted
Discriminatory Foreign investment in fixed-line Voice resale is permitted
local service is restricted only to domestic operators

Source: McGuire, G. and Findlay, C., 2005. ‘Restrictions on trade in services: trade
liberalisation strategies for APEC member economies’, Asian-Pacific Economic Literature,
19(1):18-41.
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covers only non-discriminatory restrictions. The difference between the foreign
and domestic index scores is a measure of discrimination against foreigners. This
classification of the restrictions suggests a number of paths for reform, which can
be specified. For example, F and D could be reduced at the same rate, or by the
same amounts in absolute terms, or one could be reduced faster than the other.

These options are illustrated in Figure 6.2. The horizontal axis represents
the size of the domestic index (D). The vertical axis shows the size of the gap
between F and D—that is, the extent of discrimination. The maximum value of
the D axis is shown as one.' At point O, the value of D is zero, and the maximum
value of (F-D) is one. There is an additional constraint since the value of F is also,
at most, equal to one. Given any value of D, the value of (F-D) must therefore
lie on or below the line XY: for any value of D, a point along XY implies an index
value for F of one.

Figure 6.1  An illustration of the results from the trade restrictiveness
index

Trade restrictiveness index

The restrictiveness index measures the number and severity of restrictions on
trade in services for foreign and domestic services suppliers. The foreign and
0.80 1 domestic indices include restrictions on establishment and ongoing operations.
Index scores generally range from 0 to 1. The higher the score the more
restrictive an economy.
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Source: McGuire, G., 2003. ‘Methodologies for measuring restrictions on trade in services’,
in Organisation for Economic Co-operation and Development (ed.), Quantifying the Benefits
of Liberalising Trade in Services, Organisation for Economic Co-operation and Development,
Paris.
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Suppose the current policy leads to a situation in which the index values
of F-D and D lie at point A. In that case, there are four main options for policy
change (noting that movement into the area XYZ is not possible).

One option (or liberalisation) is reform in which D and the margin of
discrimination are reduced and point A moves into the space OCAB. If the ratio
of (F-D) to D is maintained, the reduction would take place along the line OA,
while above that line the proportionate reduction in D exceeds that in (F-D).

Another option is domestic deregulation, in which D is reduced but F-D
increases. In this case, A moves into the area ACXE. The value of F does not
necessarily increase but will do so if point A moves into the space AHXE.

Another option is that point A moves into the space BAJY, in which the
extent of discrimination falls but the restrictions on domestic entry rise (when D
moves to the right of BA). This case could be called foreign rent seeking, since
foreign suppliers emerge with a relatively less restricted position compared
with domestic suppliers. The effect of the policy change could, however, also
be to increase the value of F (the total value of the index confronting foreigners),
when the point A moves into the space AJYG.

Figure 6.2 Options for policy reform
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X
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One other less likely option is back-sliding, in which A shifts into the
region AEJ, in which domestic restrictions and the margin of discrimination
increase—along the extremes of which D is constant (along AE) or the extent
of discrimination is constant (along AJ).

There are some other important special cases.

« Along the line AC, the extent of discrimination remains constant while
restrictions on domestic entry fall. This could be called market access
reform, in terms of the language of the GATS, since restrictions to foreign
and domestic entry are being decreased by the same amount (although
F-D—that is, the margin of discrimination—is constant).

« Along the line AB, the extent of restrictions on domestic entry remains
constant but there is a reduction in the extent of discrimination. In terms
of the language of the GATS, this could be referred to as reform in the
direction of national treatment, since (F-D) is being reduced, while other
universally applied impediments to entry stay the same.

The empirical work on the benefits of services reform tends to focus on the
impact of removal of discrimination against foreigners. Francois and Spinanger
(2001), for example, examined the effects of China’s WTO accession. Their
model included a number of services sectors. China’s services policy was
characterised by implicit tariff rates derived from gravity equations in which
Hong Kong's relationships were used as the benchmarks. The gap between real
and expected imports, according to this benchmark, was used with an estimate
of an import demand elasticity, to estimate a price effect of the policy (akinto a
tariff that would have the same effect of reducing imports relative to their free
trade level). The data were therefore based on services that were traded across
borders (not including those delivered through commercial presence). Further,
the measures they assessed included policy that affected foreign relative to
domestic supply, that is, the (F-D) margin. The modelling results, therefore, in
terms of Figure 6.2, refer to a movement along the AB line, but with respect only
to operations, not to establishment. The results, therefore, capture only part of
the reforms made by China in the context of its GATS commitments.2

Empirical work on the effects of services reform can isolate the contribution
of reform in these different directions, though so far at the expense of a narrower
sectoral coverage. For example, Dee and Hanslow (2000b) provide some
modelling results that classify policy measures in the manner illustrated in
Table 6.1. They find that removing restrictions on market access causes much
larger gains than reductions in discrimination—partly, this is because of the
size of the reductions in restrictions on market access.
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The experience in China

China had already made substantial changes to policy in many services
sectors before 2001 and its accession to the WTO led to further development
of that policy. Our interest here is whether these two steps were in the same or
different directions, and how the negotiating process has affected the direction
of change. China’s services reform commitments are reviewed also by Mattoo
(2004) and Whalley (2003).

As observed in the cases to follow, China had in many cases already
embarked on a reform program before the WTO accession negotiations
had been resolved—but were those changes in the form of liberalisation, as
defined in Figure 6.2, or were they a form of domestic deregulation? To see
this, we examine the situation in banking, insurance, transport, distribution
and telecommunications.

Telecommunications

Dramatic changes have occurred in the telecommunications market, but
the main drivers appear to have been the consequences of technological
change.

Pangestu and Mrongowius (2004) review China's experience in the
telecommunications sector. They report significant price reductions and
increases in tele-density since 1998. These changes obviously occurred in
advance of WTO accession. Pangestu and Mrongowius attribute these changes
to competition in telecommunications markets, but they stress that the
government orchestrated this competition and price reduction. In addition, there
were instances of the influence of technological advancement that overcame
government control, such as the use of the Internet for telephone calls.

While China’s rate of reform in telecommunications has been rapid, it
remains an outlier. Findlay et al. (2002), in a sub-sample of Asia-Pacific Economic
Cooperation (APEC) countries, find that the extent of liberalisation in China
exceeds that in all other countries reviewed. But they also note that despite
the rapid change, China’'s degree of openness remains less than the sample
average.

According to the WTO accession commitments (reviewed by Pangestu
and Mrongowius 2004), foreign investment was allowed to enter but initially
at a lower ownership level and with geographical restrictions. In a certain
period—two years for value-added services, five years for mobile telephony and
six years for domestic and international services—the geographical restrictions

102



Service sector reform options

were to be removed. Foreign ownership caps were to be removed gradually
according to a schedule running through the next few years: the removal of this
restriction has been accelerated, although the 50 per cent ceiling still applies.
The Chinese authorities reaffirmed in 2006 their decision to increase the foreign
participation cap in joint ventures for basic services (fixed-lined and mobile) to
49 per cent by 2007, in line with China’s WTO commitments (WTO 2006).

Even after accession, foreign investment is not intended to hold a majority
in the sector, although the treatment of foreign entry is more liberal in value-
added services than for the other two sub-sectors. Geographical restrictions
also continue to apply, including to some extent to domestic firms. In May 2002,
China Telecom—the former monopoly in fixed-line operations—was split into
two entities along provincial lines, with China Telecom serving 21 provinces in
the south and the newly created China Netcom serving 10 northern provinces.
Both operators enjoy the right to compete in each other’s territories. These
two share about 95 per cent of the market (WTO 2006). Two minor domestic
suppliers—China Unicom and China TieTong—have also entered the fixed-line
market with a limited presence.®

The major operators in basic telecommunications in China are state owned,
and this situation is unlikely to change even in the short term. The main issue,
however, is not the presence of government ownership but whether the few
and predominantly state-owned players will be operating in a competitive
environment. This increases the importance of China meeting its commitments
to establish an independent regulatory body. Instead of having a separate
regulatory agency, the Ministry of Electronic Industries (MIl) remains as the
policymaking body as well as the sectoral regulator. While according to China’s
own statement, the MII will act as an impartial and independent regulator
(WTO 2006:232), the United States Trade Representative (USTR 2004) makes
clear its concerns about the agency’s regulatory practices, including the
licensing process. Other issues have been the reclassification (in April 2003)
of some services from the value-added category to basic services, in which the
latter are on a slower schedule of liberalisation and with higher capitalisation
requirements. China still has no central piece of telecommunications legislation,
although a draft Telecommunications Law was circulated among ministries
in 2004.

The progress of reform can be summarised in Figure 6.3. China moves into
the area OCAB after WTO accession in late 2001, and has been progressively
reducing its restrictions on foreigners. This is captured by the change in
score between 2004 and 2007. This refinement is consistent with China’s WTO
commitments. On the other hand, not much improvement was observed after
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1998 for the elimination of non-discriminatory restrictions on market access.
This is demonstrated in the movement of scores along a straight line between
2004 and 2007, which reflects the fact that while discriminatory treatment
against foreigners is reducing, domestic reforms that would benefit domestic
and foreign suppliers have been relatively slack. Details of the scoring methods
are in Table A6.1.

China’s experience can be compared with that of Taiwan. Taiwan's
experience is a movement into OCAB, that is, liberalisation—and this is the
more common case, which is observed also in Hong Kong, Japan and Korea,
for example (Figure 6.4). While discriminatory measures persist, Taiwan’s
liberalisation pattern is highlighted by the non-discriminatory and simultaneous
liberalisation approach. Specifically, Figure 6.4 shows that the index value for
Taiwan migrates from point A—which is the original value in the base year—into
the space OCAB. It also demonstrates that the level of discrimination between
domestic and foreign suppliers remains when restrictions for domestic firms
are removed completely by 2007.

Banking

In banking, foreign banks continued until recently to be restricted in their
forms of entry and operations compared with their locally owned competitors.
Interestingly, one of the most important remaining issues is of equal significance
to local and foreign banks.

In early 2006, business interests in the United States (Overmyer 2006)
remained concerned about geographical restrictions on operations, restrictions

Figure 6.3 China’s telecommunications reform
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Source: Table A6.2.

104



Service sector reform options

Figure 6.4 Taiwan’s telecommunications reform
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Source: Table A6.2.

on doing business in local currency for local citizens and limits on foreign
investment in Chinese banks (25 per cent in total and 20 per cent for any one
investor). These restrictions were consistent with the staging process laid out
in the GATS commitments, but it was pointed out that domestic banks did not
face the geographical and customer restrictions that were faced by wholly
foreign-owned banks. Many of these restrictions were, however, to be removed
in 2006. Other issues are ‘exorbitant capital requirements and slow licence-
approval processes’ that limit the growth of branch networks (delays of up to
one year are reported and biases are evident in the allocation of licences for
interior cities).

On 11 December 2006, China did indeed announce that foreign banks could
offer renminbi services to local consumers (China 2006). Regional restrictions
were also removed. Foreign-owned banks would be treated the same as
domestic banks. Foreign banks could also incorporate a local legal entity
from this time, however, the caps on ownership in domestic banks remain: the
issue then becomes the rate at which foreign entrants can establish a branch
network.

More important in the near future is likely to be the debate about foreign
bank access to electronic payment systems, although this is an issue for local
and foreign banks. The US Coalition of Services Industries (USCSI 2007)
reports that foreign electronic payment cards cannot be issued by any bank,
local or foreign, unless they are branded with China UnionPay, the monopoly
domestic electronic payments processor. There is debate about whether or not
this requirement is consistent with the December 2006 GATS commitments.
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Insurance

Changes in insurance policies in China are compared with those in other
countries for the period 1997-2004 in Figure 6.5, which shows the changes in
(rather than the levels of) (F-D) and D. This figure was reported by Dee and
Dinh (2007), who pointed out that, for many countries, the policy change in this
period was relatively small. China, however, is one of the outliers, along with
India. China’s reform was driven by its WTO accession, but India’s was driven
by unilateral action. In China’s case, significant contributors to reform were the
removal of economic needs tests and quantitative restrictions on the issuance
of licences for foreign firms, a widening of the scope of business that foreign
insurers could undertake and a gradual reduction in the proportion of business
that had to be reinsured with a nominated domestic reinsurer.

The USCSI (2007) points out that a number of impediments remain in the
insurance sector, including a differential approach to approving branches for
foreign and domestic companies, delays in approval of applications to convert
foreign-owned branches to subsidiaries, excessive capitalisation requirements
for new branches or subsidiaries, a high qualifying threshold for companies
to invest their foreign exchange capital in overseas funds or equities (applies
also to domestic firms), a rule that says providers that have held licences for
more than eight years (which rules out foreign companies entering the market
since WTO accession) can set up insurance asset management companies,
protection for domestic reinsurers and differential treatment of companies that
invested in China before or after its WTO accession.

Transport

In many cases, the domestic markets for road transport, inland water transport,
forwarding, storage and warehousing and courier services had already been
deregulated. WTO commitments then extended that policy to foreign entry,
though the policy change was not usually applied immediately (for details
see Luo and Findlay 2004). It was instead according to a schedule and with
restrictions on the form of foreign entry. With the exceptions of air transport
(which is discussed in more detail below) and internal water transport, the
impact of the commitments at the time of accession and in the medium term—
as commitments to higher levels of foreign ownership are phased in—will be
significant. Even the relatively closed rail sector will be open to foreign entry
under China’'s WTO commitments. The strategy in logistics, in other words,
has been first a movement to domestic deregulation followed by a reduction
in the discrimination against foreigners.
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Figure 6.5 Reform of barriers to trade in insurance services, 1997-2004

0.14

Malay3|2< 0.05
Korea
]

Czech ,
Argentina Republic J.apgin T.h—alland
006 005  -004 w003 002 Moot ; Eqvot °O"
Change in D Taiwan Singapore ™ Pakistan M N?yp
-0.059 Mexico

-0.14

China
-0.15 4

_02 4
India
| |

Change in F-D

Source: Dee, P. and Dinh, H., 2007. Regulatory barriers to trade in insurance services, The
Australian National University, Canberra (unpublished).

Luo and Findlay (2004) stress the effect of liberalisation on process
innovation. They note that the demand for integrated logistics services—that
is, those provided by so-called third-party logistics firms—is increasing. These
firms try to provide and control the whole chain of services. They need to have
access to all the relevant licences, which could include international freight
forwarding, different modes of transportation (air, international shipping,
domestic shipping, road, rail), storage and warehousing, container station and
depot services, as well as courier services. The opening up of the different
sectors in logistics, Luo and Findlay argue, would have a significant impact on
the ability of third-party logistics firms to provide the whole chain of services.
Some foreign and domestic firms that originally had restricted access to some
links of the services (for example, international freight forwarding) will develop
integrated services after the restrictions are lifted.
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The commitment to allow fully foreign-owned international freight forwarding
operations was implemented in rules issued in December 2005. According to
the USCSI, a problem remains in the application of the regulations: it says that
its experience has been that wholly foreign-owned firms have been unable to
obtain a licence that allows then to book cargo space on airlines within China
or operating internationally.

The airline sector provides an example of domestic deregulation: the policy
on foreign entry has remained restrictive while restrictions on entry to domestic
routes have been relaxed (Zhang and Chen 2003).

The first steps in reform of the air transport sector in China involved the
separation of commercial operations from government. This process began
in 1987, when six key state-owned airlines were separated from regional
administration bureaux, while the entry of new operators was encouraged. The
main carriers tended, however, to have a regional specialisation.

The only source of capital for these airlines initially was government funding,
but this constraint was relaxed in 1993 and the sector was opened to foreign
investment with some remaining restrictions on foreign control (still at a
maximum of 49 per cent) (WTO 2006:236). Prices on major routes charged by
these businesses remained under government control, until that regulation
was relaxed in 1997.

A process of reorganisation of the sector under government leadership
began in 2001. The airlines then under the regulatory control of the Civil Aviation
Administration of China (CAAC)—a total of 10—were consolidated into three
groups. Policy had shifted, in other words, from a position encouraging entry
to one of a process of managed consolidation. An important driver was the
financial losses earned in the industry. Non-CAAC airlines were not affected
by the plans for consolidation and a number continued to operate.

While domestic policy moved through a cycle from state monopoly to free
entry to managed consolidation, international policy remained conservative.
Chinese policymakers—in the bilateral negotiations on market access that
operate in international aviation—aimed to balance market shares, sought
commercial arrangements between carriers from both ends of a route, limited
the number of Chinese and foreign airlines designated to operate on a route
and attempted to limit entry by third-country carriers.

In July 2004, the United States and China signed a new bilateral agreement,
however, it was not the form of ‘open-skies’ agreement promoted by the United
States. The agreement added substantial capacity to the routes, opened up
more cities for services and increased the number of operators. In a speech on
2 December 2004, US Under-Secretary of Transportation, Jeffrey Shane, said
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that the agreement ‘was a huge step forward but did not remove all constraints
and left “a lot to be desired”—mainly because of the processes used to regulate
access to the routes by carriers from each country.*

Zhang and Chen (2003) attribute this conservative stance on international
policy to a perception of a lack of competitiveness of Chinese airlines, including
lack of management experience in competing in international markets, an
expected imbalance between foreign arrivals (likely to prefer their own home-
country carriers) and Chinese tourist departures, and inadequate airport
capacity (although this constraint is being relaxed).

Distribution

Distribution of trade services is composed of four main sub-sectors: commission
agents’ services, wholesaling, retailing and franchising. Principal activities
include reselling merchandise, accompanied by a variety of related subordinated
services, such as: inventory management; assembly, sorting and grading of bulk
lots; breaking bulk lots and redistributing into smaller lots; delivery services;
refrigeration, storage, warehousing and garage services; sales promotion,
marketing and advertising, installation and after-sales services, including
maintenance and repair and training services. Chul et al. (2003) review China’s
experience in reform in this sector.

Before the reform that began in 1978, state-owned firms or government
bureaucracies dominated the retail and wholesale distribution system and
nearly all prices were government controlled. By 2000, in the consumer goods
sector, state-owned firms accounted for 18.2 per cent of sales, collectively
owned firms for 15.6 per cent and the balance was in the hands of private firms
or foreign-owned firms from Hong Kong, Macau or Taiwan (the last group
accounting for 1.7 per cent).

Until 1992, foreign investors were prohibited from operating joint ventures
or wholly owned enterprises in retailing or wholesaling. In that year, however,
new regulations permitted joint ventures (in which the Chinese partners were
dominant and with some limitations on operations) in retailing in selected cities.
After that time, local governments also took the initiative to approve a number of
joint ventures, but most were not mandated by the central government and were
set up without permanent establishments—for example, through management
contracts or leasing arrangements. A new regulation in 1998 prohibited local
governments from offering approvals in this sector. Further regulatory change
in 1999 removed the geographical restrictions on the location of joint ventures
that the central government had previously imposed.
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Wholesaling was opened to foreign firms (operating as minority foreign
ownership joint ventures) within a year of China’s WTO accession. Longer time
limits applied to books, pharmaceutical products, pesticides and films (all three
years after accession) and fertilisers and oil products (five years), although salt
and tobacco remained exceptions. Majority foreign-owned joint ventures were
permitted after two years. All geographical restrictions on wholesaling and all
restrictions on ownership were to be removed within three years—that is, by 11
December 2004. In retailing, caps were retained on the number of joint ventures
in some larger cities and special economic zones. Geographical restrictions
were removed in the case of provincial capitals. The same time limits applied in
retailing to the groups of products to which schedules applied in wholesaling.
Otherwise there was no constraint on the types of products that could be sold.
All market access limitations were to be removed within three years (various
restrictions remained for longer on operations and ownership of some types
of chain stores and very large department stores).

China fell behind schedule in the implementation of these commitments
(USTR 2004). For example, in wholesaling, participation was limited to minority-
owned joint ventures beyond the December 2003 deadline for a further relaxation
of that rule. Also a number of qualification requirements were imposed (for
example, rules on sales volumes and asset values). The schedule was reinstated
by mid 2004, when a commitment was made to also meet the next milestone of
11 December 2004. This commitment was embodied in new regulations, which
continued to require approval from the Ministry of Commerce before services
could be provided. The USTR (2004) remained concerned, however, that there
was no guidance on how the process of approving applications would operate
(the USTR report is dated 11 December 2004). The same experience occurred in
retail services. By 2006, US businesses were referring to distribution as a ‘success
story’ (United States-China Business Council 2006). The Ministry of Commerce
devolved the right to grant licences to provincial authorities and ‘the problem
largely disappeared’ (p.2). In some parts of distribution, however, devolution does
not necessarily solve the problem. As the United States-China Business Council
also points out (p.10), municipal authorities can reject applications for new retail
outlets on the grounds that otherwise local commerce would be ‘disrupted’.
Strictly, this concern applies to domestic and foreign entrants.

WTO accession shifted the direction of reform to removing discrimination
against foreigners. The assessment by Chul et al. (2003) is that the deregulation
of the 1990s had larger impacts on distribution than those expected from WTO
accession, at least within the first couple of years. Many large foreign retailers
had already entered China and their geographical spread was widening. Foreign

110



Service sector reform options

participation in this period had the advantage of providing new methods
(including those related to information technology) and different retail formats,
which were examples of process innovation similar to those observed in
logistics. Reform had also contributed to competition, which was associated
with a fall in sales margins.

Conclusions

China’s experience to date in financial services, transport, distribution and
telecommunications services shows the importance of distinguishing between
key elements of the reform process.

The first step in China has usually been to deregulate the domestic market.
In some cases, restrictions on foreign participation have not changed and, if
they did, the extent of discrimination against foreigners increased. In other
cases, foreign participation has been permitted, but usually with restrictions
on the form of establishment and the nature of operations.

The second stage—implemented in most cases after WTO accession—
has been to reduce the extent of discrimination against foreigners. This
stage also involves a schedule of steps, not an immediate movement to full
liberalisation.

Services reform tends to be partial, for good public policy reasons. It involves
a series of steps, and in that respect China’s experience is not unique. But the
problem is that different sequences can be followed. In one of these—more
likely when a process of international negotiations drives reform—foreign entry
receives priority while entry by domestic firms remains regulated. This approach
risks welfare losses from rent seeking by foreign providers, who form a new set
of political interests affecting the next steps in the reform process.

In another sequence, evident in China’s approach, the priority in the first
stages is given to domestic deregulation instead of foreign entry. This avoids
the risk of foreign rent seeking, but there are trade-offs. A focus on domestic
deregulation delays the receipt of the benefits of foreign participation (and, in
the short term, discrimination against foreign suppliers could even increase).
There is also a risk that reform could stall, as this sequence creates a new set
of domestic interests who oppose further reform.

The choice among these options hinges on the ease of management of
the various interests created as a consequence of the sequencing problem—
domestic and foreign. China’s choice clearly has been to prioritise domestic
deregulation before a wider opening. This process has been effective in the
sectors studied here, though with substantial progress remaining to be achieved
in some sectors, particularly telecommunications and aviation.
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WTO commitments play a key role in either approach. Even as in China’s
case, with a schedule of implementation, they help deal with the risk that
partial reform could be captured and stalled. They set up a credible set of policy
commitments, which trading partners can monitor and influence, as illustrated
by the annual reporting of the USTR. Further application of WTO principles
avoids a situation in which putative foreign entrants seek a share of the market
and then argue to hold out further entry, as might happen as a consequence.
This argument is explained in more detail by Dee and Findlay (2007).

Our interests in this chapter are China’s commitments under the GATS and
their implementation. China has, however, become an active participant in
bilateral negotiations and in some of these agreements services are included.
Antkiewicz and Whalley (2005) review China’s negotiations in preferential trading
arrangements. They point out that, at least for the negotiations with Hong Kong
and Macao in 2003, eligible suppliers ‘gain improved access to Chinese markets
and sooner than those from other countries’ (p.1544). In this case, the continuing
implementation of China’'s WTO commitments could limit the impact of the
preferential elements of these agreements, although firms from Hong Kong
and Macao have important ‘first-mover’ advantages. Antkiewicz and Whalley
(2005:1,544) also note the possibility that the effect of local regulations could
prove to be the ‘binding restriction’ and, in that case, commitments under the
preferential agreements would be of little importance.

The China material here is illustrative, but further empirical work on the
nature of services sector policy reform is valuable, including work on the
modelling of options for reform. The calculation of a set of indices of services
policy restrictiveness in China for a time period beginning as early after the
start of reforms as possible and continuing through to the present could be
used to 1) confirm the impressions of the path of reform, in particular, its two-
step structure; 2) test hypotheses about the differences between sectors in the
degrees of restriction and the trajectories of their removal, including the rate at
which the WTO commitments are implemented; 3) extend the options for the
design of experiments in policy modelling; and 4) identify the factors that add
to orameliorate the risks of stalling reform. A further application of this material
is to relate the changes in the index values to outcomes in services markets
and to various performance indicators, such as productivity improvements,
price falls, quality increments, innovation and so on, and thereby to assess the
contribution of policy reform to these changes.
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Notes

1 Generally, the value of D will be less than one, since some restrictions that apply to foreign
entry do not apply to domestic firms. For more discussion of the calculation of the indices,
see the papers in Findlay and Warren (2000).

2 Kox and Lejour (2004) review a number of other studies that examine the effect of reform
of cross-border trade. Whalley (2004), in his review of the empirical work, highlights the
complementarity of openness in factor markets with liberalisation of cross-border transactions
but pays less attention to the sequencing questions examined here. Walmsley and Winters
(2003) estimate the benefits of more open markets for labour.

3 Forexample, China Unicom has fixed-line operations only in the city of Tianjin and part of the
province of Sichung.

4  From US Department of State (2004). Available online at http://usinfo.state.gov/eap/
Archive/2004/Dec/06-984604.html
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Table A6.1 Telecommunications index components

Category weight Score Policy categories
0.3 Licensing of new fixed-network operation licences
1.00 Issues no new licences
0.75 Issues 1 new licence
0.50 Issues up to 3 new licences
0.25 Issues more than 3 new licences
0.00 No limitation on the number of new licences
0.3 Licensing of new mobile network operation licences
1.00 Issues no new licences
0.75 Issues 1 new licence
0.50 Issues up to 3 new licences
0.25 Issues more than 3 new licences
0.00 No limitation on the number of new licences except for
technical reasons
0.3 Investment restrictions—general

The score is inversely proportional to the maximum
direct equity participation permitted in an existing
telecom operator. For example, equity participation to a
maximum of 75 per cent would be given a score of 0.252
0.1 Investment restrictions—incumbent
The score is inversely proportional to the maximum
direct equity participation permitted in a specific
domestic telecom operator. If there is no operator-
specific restriction, the score will be the same as the
score for general restriction.?

an circumstances where no new operator is allowed, a score of one is recorded for domestic
and foreign indices, whereas in circumstances where new licences are issued only to domestic
new entrants, a score of one is recorded for the foreign index only.
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Integrating China’s agricultural

economy into the global market
Measuring distortions in China’s agricultural sector

Jikun Huang, Yu Liu, Will Martin and Scott Rozelle

Although there has long been an interest in the agricultural economy, it is quite
surprising to many observers that China’s agricultural sector has a record that is
impressive in many dimensions. Growth rates of gross domestic product (GDP),
agricultural gross value added and food per capita increased substantially
since the early 1980s. Indeed, agricultural performance in the past two to three
decades was more impressive than in any other country in Asia. Markets have
boomed and the structure of agriculture has shifted fundamentally. Despite
having the largest population in the world and high income growth (which has
had a wrenching change on the nation’s consumption bundle), China has, since
the early 1980s, been a net exporter of food in all but one year.

While the performance of the economy is well documented, there is less
understanding about the environment within which this growth occurred. In
particular, there have not been many studies of the economic environment that
created some of the incentives for producers. In the past, there has been work
on the nature of the distortions of China's agricultural economy (for example,
Huang et al. 2004; OECD 2005; Orden et al. 2007). Unfortunately, previous studies
have been only partial. For example, Huang et al. (2004) looked only at the
distortions in a single year; Orden et al. (2007) examined only six years between
1995 and 2001. The OECD (2005) examined only a small set of commodities and
made a number of simplifying assumptions about some of the most important
commodities, such as pork meat and poultry. Perhaps because of the partial
nature of these studies, they reached a number of different conclusions.
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The purpose of this chapter is to examine the extent of the Chinese
agricultural sector’s integration into the world market by estimations of
indicators of direct and indirect interventions by the Chinese government
in agriculture from 1981 to 2005. The main part of our analysis examines the
differences between international prices and domestic wholesale prices at the
border (nominal rates of assistance or NRA). We also consider distortions in
the domestic economy by examining the differences between farm-gate and
border prices (NRAf).

The wide scope of the objectives, as with other studies, necessitates certain
limitations. First, the absence of data precludes us from examining the entire
agricultural sector. Instead, we examine commodities that account for nearly
two-thirds of the gross value output in all of the study years. Second, although
we are able to judge from the price trends and from an understanding of
domestic marketing and pricing and trade policy reforms the source of the
shifts in the distortions of the agricultural economy, we cannot identify the
exact source of changes. Also, although we use our revised exchange rate
series to calculate what we believe to be the correct values at which we convert
international values into currency—which is useful for making comparisons
with prices in China’s domestic economy—we do not analyse the effect of these
assumptions. This is done elsewhere (Martin et al. 2006).

In the next section, we discuss our quantitative approach and sources of
data. The results of the distortion analysis are presented in the third section,
while the final section offers conclusions.

Methodology and data sources

We have utilised the approach specified in Anderson et al. (2006), which is based
broadly on comparisons between domestic and international prices. During
the reform era, these price comparisons provided indicators of the incentives
for production, consumption and trade, and the income transfers associated
with interventions.

Our approach creates essentially two measures of distortions for each major
commodity in the agricultural economy. The first measures in our analysis
are the NRA, which are used to compare the prices of commodities in the
domestic economy (at the port) with the international prices of commodities
at the border (that is, ‘c.i.f.” in the port for importable goods; ‘f.0.b. in the port
for exportable ones). The quality adjustments on the border prices were made
before we estimated the NRA. Conceptually, with the NRA, we are trying to
measure the extent of the distortions due to tariffs, exchange rate distortions
and other non-tariff barriers—at the border.
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Because of barriers within the domestic economy, the extent of protection
(or lack of protection) that is afforded by trade policies might not be the same as
the real rate of protection to farmers. Since we have independent observations
on the prices obtained by farmers in local markets, we are able to estimate
the nominal rate of assistance at the farm level, taking into account border
distortions and distortions affecting farmer returns (NRAf). NRAf are calculated
after allowing for quality adjustment, tax or subsidies, transport, storage and
handling costs in moving commodities from the farm to the wholesale level.
Differences between NRA and NRAf arise from subsidy or transfer payments
that cause the prices received by farmers to differ from what they would receive
under competitive internal market conditions.

While NRA (and NRAf) measure only differences in output prices, there
could also be distortions on the input side. To capture these, it is possible
to provide measures to take into account direct subsidies and differences
between the international prices of inputs and the prices that farmers pay for
these inputs. While these forms of protection (or taxation) are important in
many countries—and particularly in Organisation for Economic Co-operation
and Development (OECD) countries—we find that they are generally relatively
small, so we focus on the NRA and NRAf measures when examining distortions
to producers.

Exchange rate distortions present particular measurement problems and
require detailed analysis if price comparison-based measures are not to be
misleading. The assumption and methods that were used to generate our
exchange rate series are in Table A7.1. For documentation of our complete
domestic and international price series, see Martin et al. (2006).

In compiling our data, we had to make choices on the coverage of the
commodities. We have included 11 commodities: rice, wheat, maize, soybeans,
cotton, pork, milk, poultry, fruit (using apples as a representative product),
vegetables (using tomatoes as a representative product) and sugar (sugar-
beet and sugar-cane). During the study period, these commodities accounted
for between 75 per cent (in the late 1980s) and 60 per cent (during the early
2000s) of the total value of agricultural output in China. Because decisions on
production and consumption in China’'s domestic market prices were being
allowed to respond to domestic prices only gradually, and because we do not
have access to reliable data on the secondary market exchange rates before
1988, we focus on data for the period beginning in 1980.

The data used in our study come from a number of sources, depending
on the time period of analysis and the commodity. Commodity balance data
(production, utilisation, trade and others) are from the Centre for Chinese
Agricultural Policy’'s CAPSIM database, which are mainly from the Ministry of
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Agriculture (production), National Bureau of Statistics of China (consumption
and others) and the Ministry of Commerce (trade). Domestic prices are from
several different ministries. Specifically, farm-gate output prices come from
the cost-of-production surveys conducted by the National Development and
Reform Commission (NDRC). Wholesale and retail prices for most products
are from the Center for Price Monitoring, the NDRC, the Ministry of Agriculture
(various years [b]) and the Department of Rural Survey under the National
Bureau of Statistics of China. Where wholesale and retail prices for some
commodities in some years were not available, price margins from farm-
gate to wholesale and retail were estimated. Much of the data on margins,
transportation costs and other transaction costs are from an extensive set of
surveys by Huang and Rozelle during the 1990s and the early 2000s, which
served also to establish which commodity price series provided appropriate
bases for price comparisons. Some of this was reported previously in Rozelle
et al. (2000) and Huang et al. (2004), which provided information on substantial
quality differences between some imported and domestic commodities and
resulting biases in price comparisons as a measure of protection. For more
recent years, survey teams from the Center for Chinese Agricultural Policy
interviewed traders in 10 cities throughout China in 2006. The complete data
series are in the appendices of Huang et al. (2007).

The international price data (‘f.0.b. and ‘c.i.f.") for all commodities except milk
are the unit values of the exports or imports with adjustments for quality. These
data are from the Ministry of Commerce and China’s Customs Administration.
For the border price of milk, because no import prices for milk are available,
we use the farm-gate price of milk in New Zealand, adjusted by international
transportation and insurance rates, to create a series for the international price
of milk (c.i.f.), which we refer to as the ‘reference price’.

Results

The role of domestic price and marketing policies

Before examining the role of distortions at the border, it is useful to examine
the relationship between the available domestic price series for farm and
retail prices for the major grain crops (Table 7.1). The importance (and role) of
China’s domestic price and marketing policy for rice and wheat (two of the three
largest crops in China) can be seen by comparing the state-set urban retail
price and the state-set rural farm-gate procurement price with the rural retail
price (a free-market price) before 1993, when the urban grain rationing system
was formally abolished. Until 1993, urban retail grain prices were generally
substantially below the price on the free market in rural areas, despite the costs
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Table 7.1 Rural retail, urban retail and farm-gate sales prices of rice
and wheat in China, 1980-2005 (yuan per tonne in real 2005

prices)
1980-93 1994-2001 2002-05

Rice (in milled rice equivalent)

Farm-gate price 1,375 1,889 1,939

Rural retail price 2,069 2,145 2,112

Urban retail price 989 2,144 2,112
Wheat

Farm-gate price 1,126 1,305 1,268

Rural retail price 1,700 1,433 1,325

Urban retail price 920 1,433 1,325

Note: We use the years of 1993 and 2001 as time-division points because the former is the year
the grain ration policy ended in urban areas and the latter is the year before China joined the
World Trade Organization.

Sources: Calculated by the authors based on various sources.

associated with transferring grain to urban areas. This was a consequence of a
procurement price system designed to provide urban residents with relatively
inexpensive food. Only urban residents could buy grain at these low prices and
only with ration coupons that were available in limited quantities.

The marketing and procurement system could have been the source of
additional distortions. The relatively low selling price of grain at the farm-gate
shows that China’s food system in the 1980s was set up to transferincome from
rural to urban areas (Table 7.1, Column 1). The amount that farmers received
for the mandatory deliveries was far below the free-market price. There is,
however, some question about the effects on incentives for production and
consumption given the infra-marginal nature of many of these transfers (Sicular
1988). This is because after the mid 1980s, farmers were able to sell additional
amounts at higher market prices once they had met their obligation to deliver
a fixed-quota quantity at the low purchasing price. If a farmer sold more grain
than was required by his or her delivery quota—and the above-quota price
was determined by market forces—there could have been less of a distortion.
Ultimately, however, even such policies are not fully decoupled from incentives,
with seemingly infra-marginal transfers away from rural households, for
instance, giving their members an incentive to move out of agriculture. These
linkages have been shown by Wang et al. (1999). Therefore, the distortions
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created by domestic marketing and procurement systems could have affected
incentives relative to international prices.

From 1994, however, changes to China's domestic marketing and
procurement system appear to have eliminated this additional layer of regulation
for producers of rice and wheat (Table 7.1, Columns 2 and 3). In the early 1990s,
the urban price began to rise above the farm-gate price; urban and rural retail
prices also came much closer together (Huang et al. 2007). This reflects the
phasing out of the implicit taxation of farmers through the grain procurement
system. The gap between urban and rural retail prices essentially disappeared
after 1994 (Table 7.1), and the gap between the rural retail price and the farm
price declined—possibly suggesting an improvement in marketing efficiency
(Park et al. 2002). With the disappearance of the distortions from the marketing
and procurement system, the remaining distortions after the mid 1990s reflect
only trade policies and not trade and domestic policies.

Nominal rates of assistance for China’s main agricultural commodities

All NRA and NRAf are computed at adjusted exchange rates (the estimated
equilibrium exchange rates; Table A7.1), since we believe this measure is the
right one to use to calculate the true rate of protection. In Martin et al. (2006),
we report how the measures of distortions vary when using official and adjusted
exchange rates.

Distortions to the grain economy before the mid 1990s. The distortions to
the rice economy of China in the 1980s and early 1990s were characterised by
two important features (Table 7.2, Row 1). First, the NRA of rice—an exportable
commodity—was negative between 1980 and 1993. Averaging —23 per cent,
the negative NRA show that China was highly competitive in international
rice markets during these years. Trade policy, however, kept exporters from
shipping large quantities of rice onto world markets and kept the free-market
price of rice in China's port cities below the world price. This demonstrates
clearly China’'s commitment to keeping domestic prices low. Even if there had
been no other distortions in the rice economy, producers would have faced
prices below world market prices.

The second feature demonstrates how domestic marketing and procurement
placed a greater tax on farmers and insulated the domestic price of rice from
the world market price even if trade policy had been liberalised (Table 7.2, Rows
1 and 4). Because of China’s marketing policy, which lasted through the mid
1990s, the state’s artificially low procurement price kept the price received by
farmers systematically below the free-market price of rice, as seen by the NRAf.
Because of this, the tax on rice farmers averaged —42 per cent. Rice producers
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Table 7.2 Nominal rates of assistance (NRA) and nominal rates of
assistance for farmers (NRAf) in the cereal sector in China,
1980-2005 (per cent)

1980-93 1994-2001 2002-05

NRA

Rice -23 -4 -6

Wheat 47 25 -

Maize -1 7 16
NRAf

Rice —42 -8 -9

Wheat 10 24 1

Maize -28 6 1

Source: Authors’ estimations.

were among the most heavily taxed farmers in China, given the large share of
the crop’s sown area and large negative rates of protection. Importantly, our
analysis shows how the state used trade and procurement policy to tax its
rice farmers.

The NRA measures show that trade policy offered high rates of protection
for wheat farmers in China between 1980 and the mid 1990s (Table 7.1, Rows
2 and 5). Between 1980 and 1993, the free-market price of wheat in China’s
port cities was 47 per cent higher than the international price (c.i.f., China’s
port cities). Unlike rice, which China produced competitively during the 1980s,
wheat producers—who have been shown to produce at a higher cost than
many producers in other countries (Huang and Ma 2000)—received strong
protection from trade policy. This policy on its own, unlike that for rice, would
not be consistent with providing inexpensive food for consumers. It would,
however, be consistent with a policy of food self-sufficiency, since it would
encourage greater production by keeping out imports and keeping domestic
prices high.

Domestic marketing policies, however, were working in the opposite
direction to trade policies. The trends of the NRAf show how the forced deliveries
of wheat quotas insulated farmers from the high rates of protection (Table 7.2,
Row 5). Although there was still positive protection for wheat farmers in most
years between 1980 and 1994, the rates were lower (averaging about 10 per
cent). These figures—along with those for rice—show that at least for China’s
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staple food crops, the government was not trying to use prices to encourage
food security.

The story of maize is a mixture of those for rice and wheat (Table 7.2, Rows

3 and 6). Considering Row 3, trade policy was providing very little protection
for maize in the period 1980-93, with an average of -1 per cent. Procurement
policy, as in the case of rice and wheat, depressed the price of maize for China’s
farmers. Measured at the farm-gate level, maize farmers were taxed by 28 per
cent in the period 1980-93.
Distortions to the grain economy after the mid 1990s. Our distortions analysis
shows that, after 1994, China’s international trade and domestic marketing
policies changed strikingly (Table 7.2, Columns 2 and 3). It is apparent from
the way the differences in the estimates of NRA and NRAf narrow that China’s
reformers were able to eliminate the procurement policies that had been
taxing rice, wheat and maize farmers (either by reducing the tax imposed by
trade policy, as in the case of rice, or reducing protection, as in the case of
wheat). In another work, Huang et al. (2006) show that the elimination of the
procurement quota contributed significantly to a reduction in the implicit tax
burden shouldered by farmers.

The liberalisation of domestic markets in the mid 1990s was accompanied by
aliberalisation of trade policy—at least in the case of China’s major food grains
such as rice and wheat. After the mid 1990s, the taxation and subsidisation of
rice and wheat clearly were being phased out, as the NRA for rice rose steadily
(became less negative) and those for wheat fell. Likely in part in preparation
for accession to the WTO, China’s leaders liberalised trade for the main food
grains to such an extent that between 1995 and 2001 most of the protection
for crops was eliminated. Since 2001, the NRA for rice and wheat have been
close to zero.

Interestingly, the case of maize is a little different than that for other crops
(Table 7.2, Row 3). While NRA moved towards zero in the case of maize, in a
number of years after 2000, the NRA for maize were positive (not shown by
the average figures in Table 7.2). This indicates that at least in some years
national leaders have been protecting maize producers. In part, as discussed
in Rozelle and Huang (2004), this could be due to lobbying from Jilin Province,
which has been successful in gaining protection for the producers of its most
important crop.

Edible oils and cotton. The biggest difference between the analysis of
distortions of grain crops and cash crops (at least for soybean and cotton) is
that domestic marketing policy has historically played less of a role in incentive
distortion. Although in some counties in China there was a procurement delivery
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quota for soybean producers, it was not as widespread as that for grain (in
many counties, soybeans were not procured by the state system). In addition,
the implicit tax on soybeans in places in which soybean quotas were collected
was lower than that for the staple grain crops; there is little difference between
the graphs for NRA and NRAf (Huang et al. 2007). The same is true for cotton:
except in the mid 1990s, free-market procurement of cotton by private traders
was not allowed. When reform finally came to the cotton industry in the mid
1990s, leaders did not move to a two-tier pricing system, but instead allowed
for private and commercialised government cotton procurement stations. As a
result, the measures of distortion for the NRA and NRAf of cotton are nearly the
same (Huang et al. 2007). In fact, the same is true for all the other commodities
(livestock, horticulture, milk and sugar). As a result, the discussion in the rest
of this section—for all three periods—focuses on trade policy.

The trends in the NRA after 1995 show the strong commitment to trade
liberalisation for soybeans (Table 7.3, Row 1). Beginning in the late 1990s and
continuing through to 2005, protection for soybeans fell from about 25 per
cent to about 10 per cent. This decreasing protection should not, in fact, be
surprising given the integration of China into world soybean markets and the
monotonic rise in imports (which exceeded 25 million tonnes in 2005). The story
of soybeans—and the fall in protection and almost full liberalisation—stands
in sharp contrast with that of maize, which enjoyed increasing protection.

The distortion analysis for cotton, in some senses, produces results similar
to that for rice (Table 7.2, Row 2). The combination of trade and monopoly
procurement policies kept domestic cotton prices lower than world market
prices in the 1980s and early 1990s. It appears that China’s planners were taxing
cotton farmers to supply emerging textile industries with relatively inexpensive
raw materials. It is no wonder—with such high implicit taxes on cotton—that

Table 7.3 Nominal rates of assistance for farmers (NRAf) for soybean,
cotton and sugar crops in China, 1980-2005 (per cent)

1980-93 1994-2001 2002-05
Soybean n.a. 24 12
Cotton -31 -6 -1
Sugar crops 33 28 23

Note: The figures for sugar crops are the sugar output weighted average of sugar-cane and
sugar-beet.
Source: Authors’ estimations.
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the lack interest from many suppliers, and serious insect problems, led to
stagnation and even decreases in the number of areas sown with cotton in
many regions (National Bureau of Statistics various years (a)).

After 1994, however, with the liberalisation of most domestic markets and

somewhat increased trade liberalisation, there clearly was a shift in the level of
distortions faced by cotton producers (Table 7.2, Row 2). Although there were
years in which there was fluctuations, since the mid 1990s, the NRAf have been
falling gradually to nearly zero. In recent years, despite the fact that national
leaders could impose tariff-rate quotas on cotton after a certain volume had
been imported, trade officials essentially left the level of imports in most years
to be determined by the market.
Livestock and horticultural commodities. With the exception of milk, the
patterns of distortions to China'’s livestock and horticultural sectors are quite
similar (Table 7.4). Between 1980 and 1993, there was heavy implicit taxation
on pork and vegetables. In part, as noted by Huang et al. (2004), this situation
was created by China’s grain-first policy. Although China can produce livestock
and horticultural products competitively, producers were encouraged neither to
produce nor to export these commodities on a large scale. This was due, in part,
to China’s own barriers, such as quotas on exports into Hong Kong. Another
part of the price gap shown in these figures reflects trade barriers facing China
in export markets. While there were possibly grounds for some of the barriers
(for example, foot and mouth disease is widespread in China), even if a claim
was blatantly false it could not be adjudicated effectively since China was not
then part of the WTO. As a consequence, China's livestock and horticultural
producers produced commodities far below the world market price and were
neither inclined nor able to increase exports into global markets.

Since the mid 1990s, the gap between domestic and world prices for
livestock products has lessened, but the trends are not clear for the horticultural
sector. Emerging markets and relaxation of grain-first policies (often called
agricultural structural adjustment policies inside China) allowed producers
to greatly expand livestock and horticultural production in large part to meet
the rising demand inside China (Rosen et al. 2004). At the same time, China’s
accession to the WTO and the appearance of an export-oriented segment of
the livestock and horticultural industries has increased the interest in and
feasibility of participating in international markets. In response, the price gap
measures have been falling. It should be noted, however, that the NRAf are all
still negative. If anything, China’s presence in global food markets has given
rise to more stringent rules and regulations on the importation of livestock and
horticultural commodities from China.
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Table 7.4 Nominal rates of assistance for farmers (NRAf) for livestock
and horticultural sectors in China, 1980-2005 (per cent)

1980-93 1994-2001 2002-05
Milk 73 17 24
Poultry -1 -28 -19
Pork -57 -19 -8
Vegetables -50 -22 -23
Fruit -19 -29 -28

Source: Authors’ estimations.

Milk and sugar. The story for milk and sugar is in some senses the opposite
of that for livestock and horticultural commodities. During the 1980s and early
1990s, the NRAf for milk and sugar were positive and large (Table 7.3, Row 3
and Table 7.4, Row 1). Those for milk averaged 70 per cent in the period 1980-93.
Those for sugar were above 33 per cent in the same period. After the mid 1990s,
protection was lowered, and NRAf for milk and sugar fell (to about 20-25 per
cent in 2002-05).

Conclusions and implications

The main finding of our chapter is that the nature of policy intervention in
China’s agriculture has changed dramatically in the past 25 years, transforming
the agricultural sector from one characterised by high distortions to one that
is relatively liberal and more integrated into the world market. In the 1980s
and early 1990s (or the early reform period), there were distortions in external
and domestic policies that isolated domestic producers and consumers from
international markets. Importantly, during the early reform period, domestic
marketing and pricing policies served to make the prices that domestic
producers and consumers faced almost independent of the effects of trade
policy. Because of this—even in the case of an exportable commodity, such
as rice, a commodity that enjoyed little protection at the border from tariffs
(meaning that the international and the free-market prices of rice were nearly
identical)—domestic pricing and marketing policies did not allow producers
to reap the profits from international-level prices and instead forced farmers
to sell much of their surplus to the state at an artificially low price. Hence,
domestic policies levied a tax on farmers even though there was little protection
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at the border. Similar dynamics characterised importable commodities such as
wheat and soybeans where, despite fairly high rates of protection from trade
policies, producers were receiving much less protection than they would have
had there been a free domestic market for the importable commodities—while
consumers were being taxed implicitly.

In contrast, since the early 1990s (the late reform period), the liberalisation
of domestic markets has reduced the distortions from domestic policies (as
the market has gradually replaced the state as the primary mechanism for
allocating resources and has become the basis of farmer production and
marketing decisions). At the same time—especially in the case of importable
commodities—trade policy has become more liberalised, with distortions from
border measures falling substantially. As a result, we find that in recent years
(that is, since China jointed the WTO at the end of 2001), China’s agriculture is
much less distorted in two ways. First, the differences between international
and domestic market prices have narrowed considerably for many commodities
due to trade policy liberalisation. Second, the elimination of domestic policy
distortions means that when trade liberalisation allows for the increased import
or export of agricultural commodities, prices in China’'s domestic market
change, directly affecting farmers.

Despite the finding that considerable liberalisation had occurred due to
reforms in domestic and external policies, distortions to agriculture remained
in the mid 2000s—25 years after the beginning of reforms. In some cases, these
remaining distortions arise from tariffs on importable commodities and the
non-tariff trade barriers of other countries on China’s exportable commodities.
While low in international comparisons, China is still providing a degree of
protection for a number of importable commodities (for example, maize, sugar
and milk).

With this analysis, we have shown that China’s agricultural economy
has become one of the least distorted in the world. Clearly, the combination
of domestic marketing reforms and international trade liberalisation has
greatly freed up the decision-making environment for producers. In such an
environment, phenomena such as rapid structural change from grain to more
labour-intensive commodities and the rise of a horticultural and livestock-
based export economy become more understandable. When farmers face
less distortion they tend to move into those commodities in which they have
a comparative advantage.
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Table A7.1 Raw numbers for exchange rate analysis, China,

1980-2005
Year Official rate Secondary Retention Discount to Estimated
market rate ratea secondary equilibrium
market rate exchange rate
1980 1.50 1.95 0.20 1.95 1.95
1981 1.71 2.05 0.20 2.05 2.80
1982 1.89 2.27 0.20 2.27 2.80
1983 1.98 2.39 0.20 2.39 2.80
1984 2.33 2.69 0.20 2.69 2.80
1985 2.94 3.05 0.25 3.05 2.95
1986 3.45 4.03 0.25 4.03 3.81
1987 3.72 4.40 0.44 4.40 5.29
1988 3.72 6.50 0.44 6.50 5.79
1989 3.77 6.60 0.44 6.60 4.94
1990 478 6.60 0.44 6.60 5.44
1991 5.32 6.60 0.80 6.60 5.84
1992 5.52 6.92 0.80 6.92 7.2
1993 5.76 8.28 0.80 8.28 8.41
1994 8.62 8.70 0.80 8.70 8.69
1995 8.35 n.a. n.a. n.a. 8.35
1996 8.31 n.a. n.a. n.a. 8.31
1997 8.29 n.a. n.a. n.a. 8.29
1998 8.28 n.a. n.a. n.a. 8.28
1999 8.28 n.a. n.a. n.a. 8.28
2000 8.28 n.a. n.a. n.a. 8.28
2001 8.28 n.a. n.a. n.a. 8.28
2002 8.28 n.a. n.a. n.a. 8.28
2003 8.28 n.a. n.a. n.a. 8.28
2004 8.28 n.a. n.a. n.a. 8.28
2005 8.19 n.a. n.a. n.a. 8.19

aThe proportion of foreign currency sold by all exporters at the parallel market rate.

Sources: For the official rates, National Bureau of Statistics of China, various years (a).
Statistical Yearbook of China, various issues from 1981 to 2006, China Statistical Press, Beijing.
National Bureau of Statistics of China, various years (b). China Yearbook of Agricultural Price
Survey, various issues, China Statistics Press, Beijing; For the secondary market rates,

Huang and David 1995. For the estimated equilibrium exchange rates, on the exchange rate
methodology, see Anderson, K., Martin, W., Sandri, D. and Valenzuela, E., 2006. Methodology
for measuring distortions to agricultural incentives, Working Paper, Development Research
Group, World Bank, Washington, DC; Huang, J., Liu, Y., Martin, W. and Rozelle, S., 2007.
Distortions to agricultural incentives in China, 1981 to 2005, Working Paper, World Bank,

Washington, DC.
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Regional labour market
integration since China’s WTO

entry
Evidence from household-level data

Fang Cai, Yang Du and Changbao Zhao

For an economy in transition, development of the market is a sign of a
successful transition and a premise for a sustainable form of economic growth.
Development and integration of labour markets are key components that
indicate the move towards a market system. Despite wide acknowledgment
of success in China's market-oriented reform, there is disagreement about the
effects of marketisation, especially in regard to the level of regional market
integration. Reforms of production factor markets, for instance—especially in
the labour and capital markets—have been considered less far reaching than
the reform efforts made in commodity markets (Lardy 1994:8-14). There are
also scholars who believe that segmentation of the market has become severe
as a result of decentralisation in the reform process. Such scholars argue that
although decentralisation rectified the concentration of decision making and
resource allocation, it has also generated a ‘border effect'—something present
in independent economies and in administratively divided regions—thus
preventing the labour markets of separate regions from integrating into a
national market (Poncet 2002, 2003a, 2003b; Young 2000). Others suggest
that the deepening of the Chinese reform process will increase the degree of
marketisation in the country, including the regional integration of production
factor markets (Fan and Wang 2001; Wang and Fan 2004; Fan et al. 2003).
Labour market integration is a historical concept. Studies in economic history
show that during the era of pre-industrialisation, even in now-industrialised
countries, labour markets were not integrated due to limited regional mobility.
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The process of labour market integration through industrialisation begins in the
local labour market and then widens to regional labour markets and, finally, to
the national labour market (Rosenbloom 1990, 1997). This process is integral
to improving the market mechanism.

In addition to spontaneous forces of marketisation, outside shocks can
be sources of encouragement for labour market integration. For example,
the common market in Europe promotes labour market integration between
member countries of the European Union. Another example is the impact that
the North American Free Trade Agreement (NAFTA) has had on integration,
bringing labour markets closer in border areas of the United States and Mexico
(Robertson 2000).

China’s transition from an administered labour system to a labour market is
unique—not only because it is the largest economy in the world to experience
such a process, but because it has adopted a typically Chinese style of gradual
change. Three elements of China’s labour market integration are important.
First, it has been carried out with an emphasis on incremental reforms, while
not entirely negating the importance of shock reform. Second, economic
globalisation has stimulated the process of labour market integration. Finally,
the move towards a labour market parallels the transformation from a dual
economy to one that is integrated.

As China’s demographics change and the country approaches a turning
point that will lead to a labour shortage, the speed of labour market integration
has increased. Through integration into the global division of labour, China has
increased its production of labour-intensive exports and accepted world-wide
employment opportunities. As a result, more than 100 million rural labourers
have migrated to urban jobs, and laid-off and unemployed workers have been re-
employed in an economy with high growth rates. With economic development,
the pattern of resource endowment in China is being restructured, implying
the coming of a historical turning point.

According to population predictions, the desirable population structure
that has brought about a demographic dividend in the past three decades will
disappear within the next 10 years. At this point, the dependant population ratio
(the ratio of the population aged younger than 16 and older than 64 with respect
to those aged between 16 and 64) will stop decreasing and begin increasing.
When comparing the growth rates of labour forces in other countries, it becomes
clear that China will have no advantage in labour supply within two decades.
While the population shift will not occur overnight, it will be necessary to drink
from the river while the water levels are high: labour abundance must be taken
advantage of while it still exists. In fact, the outcome of demographic changes
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has already appeared in the labour market. The spread of labour shortages
from coastal areas to the rest of the country not only indicates the end of an
era of unlimited labour supply, it marks the coming of a ‘Lewisian turning
point’. This is also a driving force behind labour market integration, given that
the competition for skilled and unskilled workers has intensified the level of
labour mobility.

This chapter seeks to demonstrate that economic reform, opening up and the
transition from a dual economy have all encouraged integration of the labour
market. First, we explain how the labour market has developed and integrated
with respect to three distinct changes in the economic order: the move from
a planned labour system to market-based labour allocation; the move from a
closed economy to one that is increasingly globalised; and, finally, the move
from a dual economy characterised by unlimited labour supply to a Lewisian
turning point. Second, we introduce briefly the effects on the urban labour
market of migrant labour. The third section demonstrates empirically that the
wages of migrant workers have converged, which is evidence of labour market
integration.

The labour market in China has developed in two ways. First, the expansion
of the private sector has absorbed labourers made redundant as the planned
system came to an end. Second, there has been competition from the private
sector to force state-owned enterprises to reform their employment system
and the state to deregulate the labour market. These aspects of reform tend
to promote labour market integration, with an additional incentive provided by
the pressures of a coming labour shortage. By employing a statistical method
to household-level data, we are able to test the points made above. The final
section concludes with some suggestions for further reform to the labour
market.

Labour market integration as reform, opening up and growth
move on

Like related institutional arrangements in China, labour policy under the planned
system resulted in two kinds of inefficiencies. First, the inherent lack of labour
supervision and lack of an incentive mechanism in the micro-management
system led to low technical efficiency. Second, the distorted allocation of labour,
capital and other resources between regions and sectors led to low allocative
efficiency. Accordingly, the subsequent incentive mechanism and allocation
system reforms have improved technical and allocative efficiencies, and have
become dominant drivers of the high economic growth that has occurred
during the post-reform period in China. Changes in labour policy have played
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an important role during the whole process of reform—contributing directly
and indirectly to efficiency improvements.

China’s gradual institutional changes embodied two initiatives: a ‘bottom-up’
initiative and one that is ‘top-down’. In the first case, once the political climate at
large began to change, producers who had previously suffered under the strict
constraints of the old system and who could see the potential gains from the
new system actively encouraged reform. In the second case, the government
perceived the way in which the old institutions constrained productivity, and the
potential efficiency gains of a new institution, and after comparing the costs and
benefits of an institutional change, it implemented the policy reform on its own
initiative. The formation of labour markets in China came about this same way:
the implementation of the Household Responsibility System meant that rural
labourers were released from their engagement in only the agricultural sector,
and began migrating between villages and towns and even provinces. When
a large number of migrant workers found jobs in urban sectors, competition
began between the state-owned sector and the non-state sector, forcing the
former to consider reform of the labour recruitment and hiring system. Partly as
a response to this—and partly because of the problem of low productivity—the
government gradually relaxed its labour policy. Since policymaking is, after all,
a function of government and since it is a decisive force in the liberalisation of
a labour market, the intention and the extent of reforms of government labour
allocation policies will determine the pace of labour market formation.

In the process of institutional change, playing the role of supplier of the
institution, government is also a rational agent, taking into consideration
economic and political aspects in its decision making. Whether or not to abolish
an old policy while adopting a new one depends not only on the revealed
efficiency gains, it must be restrained by the costs and benefits of this change.
The terms ‘cost’ and ‘benefit’ here can refer to economic and political effects.
Increasingly deepened reform brings about an expansion in the market as a
principle force of allocating resources. To avert conflict between traditional
government methods and market forces, the Chinese government has duly
adjusted its policies in response to market development. Labour policy reforms
have depended directly on the overall extent of market maturity. While on the
one hand, the development of the labour market makes up a key part of the
economic reform as a whole, on the other, it goes only as far as the reach of
the overall reform.

During the process of labour policy reform, the Chinese government
and other players interacted with one another by following the rationale of
political economy. As part of marketisation, the reform of labour policy and
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the implementation of other related reforms are pre-conditional on each
other. Following this framework, the deregulation of labour mobility has been
embodied mainly in rural-urban migration, characterised as gradual abolition
of the hukou (household registration) system.

The gradual reform of hukou can be characterised by a bottom-up process
since the beginning of the twenty-first century: that is, relaxation of hukou
control began in small towns and gradually extended to medium-sized towns
and big cities. Hukou reform in more than 20,000 small towns was characterised
by ‘minimum criteria and complete opening-up’. After years of experimentation
in some regions, in 2001, the Ministry of Public Security initiated action to reform
the hukou system in small towns. In most small towns, the minimum requirement
for receiving local hukou is that the applicants must have a permanent source
of legal housing in the locality. This was considered one of the greatest and
most complete steps in hukou reform since the system was formed in 1958.
Relaxation of the hukou system in some medium-sized cities (even in some
larger cities and provincial capitals) is characterised by ‘abolishing quota and
conditioned entry’. The threshold for settling in those cities with hukou status
has been lowered substantially. This approach to reforming the hukou system
meets the needs of maturing labour markets and corresponds with gradualism.
Hukou relaxation in especially large cities such as Beijing and Shanghai is
characterised by ‘lifting up the threshold and opening the gate’. Those cities
have actively encouraged the arrival of intellectuals and professionals, while
imposing strict criteria of entry on ordinary migrant workers. In short, lifting
the threshold means narrowing the doorway. Comparatively, hukou reform in
those cities has not made progress.

The reforms in urban employment, social security and welfare provision
have created an institutional climate for rural-urban migration. Such reforms
include the expansion of urban non-state sectors, the removal of rationing, the
privatisation of the housing distribution system and changes in employment
policies and the social security system. These reforms have reduced the costs
of migrating to, working and living in cities. In the late 1990s, while the urban
employment ‘iron rice bowl!’ was broken, rural workers began to enter the urban
labour market on a massive scale. It is becoming more common and much
easier for rural labourers to seek work and live in cities, even though the hukou
system still functions. In short, labour mobility motivated by reforms of the
hukou system and other institutions deterring migration is not only an important
part of economic development, it is a significant process of the economic
transition towards market forces. This transition has been pre-conditioned by
the reforms in a much wider sphere. As the result of the reform in this respect,
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the allocation of the labour force across sectors and among regions is based
increasingly on market forces. The characteristics of migration in transitional
China reflect that of marketisation as a whole.

In the process of demographic transition characterised by a shift from
a pattern of high death rates, high birth rates and high growth rates in the
population to a pattern of low death rates, low birth rates and low growth
rates, the time difference between the declines of birth and death rates leads
to three phases of age structure characterised by a high dependency ratio
of children, a high proportion of working population and a high dependency
ratio of the elderly, respectively (Williamson 1997). During the period between
the earlier decline in death rates and the lagging decline of birth rates, the
natural growth rate of the population climbed persistently and the share of
dependant youth in the total population increased accordingly. As the fertility
rate begins to fall, the share of working-age population increases in a lagging
pace of about 20 years. The further drop in fertility rates will lead to a slower
growth in population and the population will age. Therefore, two sequential
inversely U-shaped curves, for the natural growth rate of the population and for
the growth rate of the working-age population, can be expected if one tries to
outline the experience of demographic transition by time series. In the entire
period of reform, China has witnessed a continuing increase in the share of
the working-age population and gained a demographic dividend from the
productive population structure.

This demographic dividend, translated from success in demographic
transition, has been capitalised on through reform of the resource-allocation
mechanism. Furthermore, the comparative advantage of labour-intensive
products has been realised by China’s integration into economic globalisation,
and thus, the phenomenon of diminishing returns to capital has been deterred
by the extra sources of growth. While the total volume of global international
trade has expanded rapidly, in just more than one-quarter of a century of reform
in China’s economy, the country’s trade volume has increased at a much faster
rate. China’s share of commodity imports and exports as a proportion of the
world total has been enhanced from only slightly more than 1 per cent in the
early 1980s to more than 6 per cent in 2004. The high revealed comparative
advantage in labour-intensive commodities clearly links trade expansion to
China's advantageous population structure (Yue 2001; Batra and Khan 2005).
The world-wide allocation and flows of international capital make it possible for
China to utilise more efficient capabilities of resource allocation from outside
investors and to fill up its twin gaps in domestic savings and foreign exchange
at the early stage of reform and opening up. Taking the total dependency ratio
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as a proxy of the advantageous population structure in the period between 1982
and 2000, each 1 per cent decrease in the dependency ratio led to 0.115 per cent
of growth in per capita gross domestic product (GDP); that is, the decline in
total dependency rates contributed to more than one-quarter of the per capita
GDP growth in the reform period (Cai and Wang 2005).

Under a dual economy, wage rates will persist at a subsistence level until
the expanding modern sector exhausts the surplus labour. As a consequence
of the emerging labour shortage, competition for the labour force will inevitably
lead to wage rises in the modern sector and, in turn, in agriculture, and the
relationship between wage rates and productivity in agriculture will become
close to economists’ expectations (Watanabe 1994). In other words, once the
demographic transition occurs, the Lewisian turning point—characterised as
a transition from an unlimited labour supply to labour scarcity—will lead to an
increase in wage rates and hence labour costs. The result of higher wages and
the Lewisian turning point is an increase in competition for unskilled workers.
Employers, sectors and regions will compete for labour and this will lead to a
more integrated labour market.

Migrant workers in the urban labour market

Due to the dual economic system implemented in China, there is significant
segmentation between the rural and urban labour markets. The two markets
have different levels of regulation—leading to migrant and local workers being
employed in two separate labour markets within the same city. Governments
tend to have less regulation for migrant workers, protecting them less than
local workers. For this reason, employment and wage formation for migrant
workers are determined mainly by market forces. Since the mid 1980s, migrant
workers have been the major components of labour flows between urban and
rural areas and across regions. We can take this group of workers as those
whose behaviour was the first to be marketised in China. The following features
of migrant workers could reflect the mechanism of labour market integration
across regions.

Migrant workers have already been the major component of the urban labour
market. Rural-urban migration began in the 1980s, and since then migration has
continued to increase. On the one hand, this has been because a fast-growing
economy creates increasing labour demands in non-agricultural sectors; on the
other hand, the urban labour market tends to be friendlier to migrant workers.
Since China’s entry into the World Trade Organization (WTO), the labour-
intensive industries in which China possesses international competitiveness
have grown, intensifying the demand for the agricultural labour force. Migrant
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workers in the urban labour market provide an important human resource that
supports rapid economic growth. In 2006, migrant workers accounted for 46.7
per cent of total employment in urban areas (Table 8.1). Therefore, it makes
sense to understand regional labour market integration through the examination
of employment and wage levels for migrant workers.

The wage rates of migrant workers are a good indicator of the relation
between the supply of and demand for labour. Despite informal employment,
the market mechanism plays an active role in migrant workers’ employment
determination and wage formation. Relative to that for urban residents, the
market for migrant workers is more flexible. In particular, institutional factors
intervene less in wage formation. Therefore, it is useful to analyse labour
market integration across different regions from the perspective of the wage
inequality of migrant workers.

Finally, migrant workers mobilise across regions frequently. In the beginning
of the reform period, society was sensitive to migration from the country
to the city, and disputes arose about how best to judge migration. Labour
mobility across regions did, however, reflect the fact that migrant workers were
responsive to market signals while the most concentrated areas of migrant
workers had always been the ones with fast growth rates and strong labour
demands. Meanwhile, migrants moving back and forth between their place
of work and their home towns pass market information to one another, which
helps to inform new entrants into the labour market. Labour mobility across
regions is the premise for labour market integration. It is migration that makes
labour market integration possible.

Convergence of wages among regions

As one of the key outcomes of the labour market, the wage rate is the most
important indicator available to observe the interaction between labour markets
of different regions. Similarities and differences are evident in research on
labour market integration and on the product market or the capital market. If
wages converge between regions, the trend implies a process of labour market
integration that is similar to the integration of the product market, reflected by
the law of one price. There is, however, a certain degree of uniqueness in each
labour market, particularly when discussing integration. Hiring or firing is often
an issue of political economy, which means that changes in the price of labour
tend not to be reflected immediately in the market. The market for migrant
workers undergoes dramatic shifts about the time of Chinese New Year, when
it is often considered important to adjust labour allocation for the coming year.
For this reason, annual data on product markets, rather than quarterly, monthly
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Table 8.1 Migrant workers in China’s urban labour market, 2000-2006
(‘000 persons)

Migrant workers Urban employment Share of migrant
(‘000) (‘000) workers in urban
employment
(per cent)

2000 78,490 212,740 36.9
2001 83,990 239,400 35.1
2002 104,700 247,800 42.3
2003 113,900 256,390 44.4
2004 118,230 264,760 44.7
2005 125,780 273,310 46.0
2006 132,120 283,100 46.7

Sources: The size of the migrant workforce from National Bureau of Statistics, various years
(a). Yearbook of Rural Household Survey, China Statistical Press, Beijing. Data on urban
employment are from National Bureau of Statistics, various years (b). Yearbook of Labour
Statistics in China, China Statistical Press, Beijing.

or even weekly data, could be more helpful for understanding why there are
regional movements of migrant workers.

Depending on the availability of data, two possible methods are employed
when exploring wage changes and labour market integration. First of all,
analysis on long time series among various labour markets explores whether the
link exists between markets. When price changes in one market are reflected in
another market, the two markets are regarded as integrated. Based on this idea,
Robertson (2000) studied the impact of NAFTA on labour market integration
between the United States and Mexico in border areas. Second, we can also
take advantage of data that reflect long-term trends in labour markets and apply
the law of one price. Since the migration flow between markets eliminates the
wage difference, the convergence of wages between markets will eventually
reflect market integration when controlling the disparity caused by individual
characteristics.

There are advantages and disadvantages when applying the two methods
above. The time-series analysis is useful for observing the dynamics of the
labour market, although long time-series data are not usually rich in individual
information. As is the case with China, the long time-series data between various
markets are not currently available and won’t be in the near future. Therefore,
it is all but impossible to analyse regional labour market integration in China
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based on such an idea. The disadvantage of cross-sectional data with short time
series is obvious: it is hard to observe long-term trends in short periods. When,
however, the individual characteristics are controlled in the wage equation, we
can exclude the impact of individual factors on wage inequality and observe
the role of regional factors more precisely.

In our previous study, we used aggregated wage data on sub-sectors in
manufacturing to analyse the deviation of average wages by province and found
that markets were integrated between regions (Cai and Du 2004). Although
industrial factors that affect wages are controlled, the study cannot reflect the
impact of purely regional effects since, with aggregated data, it is impossible
to control individual characteristics. Hence, we take advantage of data at a
micro level and expect to observe impacts of regional factors on labour market
integration since China’'s WTO entry.

Data

Data in this chapter were collected by the Research Center of Rural Economy, in
the Ministry of Agriculture. In the past decade, the centre has fixedly surveyed
20,000 households distributed through 300 villages. In each household, a basic
form was filled in that included information such as level of education, age,
gender and health status. Since 2003, a complementary labour survey has
been done in order to gain more information about labour migration. From
the individuals surveyed, we can gain information about the destinations in
which migrants go to work. Combining the household and individual data, we
can gain information on individual characteristics, wages and working places
so we can begin to understand the impacts that geographic factors have on
wage inequality.

Inequality measures and decomposition: regional effects

In general, the disparities of individual earnings can be attributed to factors
in three categories. The first is individual characteristics, including human
capital, and demographic characteristics such as age and gender. The second
is industrial and occupational features. Even in industrialised countries, where
labour markets functions very well, earning disparities between industries
exist persistently: that is, workers in different industries with similar individual
characteristics can earn different incomes. The last factor is regional. Regional
disparities do not easily disappear when labour mobility between regions does
not occur. As we saw before, the market mechanism plays an active role in the
market for migrant workers and the industrial and occupational distribution
of migrant workers concentrates in a few industries and occupations. It is
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therefore plausible to explore the role of regional effects of market integration
when individual features of particular markets are controlled.

The wages of migrant workers have converged in recent years. No matter
which inequality measure was applied, wages were more equal in 2006 than
in 2003 (Table 8.2). Theil entropy went down from 0.27 to 0.196 and the Gini
coefficient went from 0.374 to 0.332; the other general entropy and Atkinson
indices also decreased. Percentage ratios showed that the gap between the
top 10 per cent and the bottom 10 per cent was slightly smaller in 2006 than in
2003, which could be a result of more protection for migrant workers in recent
years. Despite the decreasing trend in income inequality indices, there is a need
to look further into the role of geographic factors in inequality, which should
be found by inequality decomposition.

The data used here include information on distribution of destination
provinces, so we can simply decompose those decomposable inequality
measures as inequality within provinces and inequality between provinces. In
general, inequality within provinces dominates inequality between provinces,
regardless of which index of general entropy is considered (Table 8.3). For
example, about 90 per cent of Theil entropy came from within provincial factors
nd 10 per cent was between province factors in 2003; and the shares were 93.4
per cent and 6.6 per cent respectively in 2006. The table also indicates that

Table 8.2  Income inequality measures, 2003-2006

2003 2004 2005 2006

Percentile ratios
p90/p10 4.469 4.444 4.436 4,232
p90/p50 2.083 2.222 2.096 2.081
p10/p50 0.466 0.500 0.472 0.492
p75/p25 2.143 2.143 2.013 2.083

General entropy
GE(-1) 0.299 0.285 0.236 0.232
GE(0) 0.240 0.226 0.192 0.189
Theil 0.270 0.246 0.204 0.196
GE(2) 0.436 0.377 0.282 0.258
Gini 0.374 0.360 0.334 0.332

Atkinson indices
A(0.5) 0.119 0.110 0.093 0.091
A1) 0.214 0.202 0.175 0.172
AQ2) 0.374 0.363 0.321 0.317

Source: Authors’ calculations.
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Table 8.3 Inequality decomposition by provinces: general entropy,

2003-2006

2003 2004 2005 2006

GE(-1) 0.299 0.285 0.236 0.232
Within 0.275 0.258 0.223 0.219
Between 0.024 0.027 0.012 0.013
GE(0) 0.240 0.226 0.192 0.189
Within 0.215 0.197 0.180 0.176
Between 0.025 0.029 0.012 0.013
Theil 0.270 0.246 0.204 0.196
Within 0.244 0.215 0.191 0.183
Between 0.027 0.031 0.013 0.013
GE(2) 0.436 0.377 0.279 0.258
Within 0.407 0.342 0.268 0.245
Between 0.029 0.035 0.011 0.013

Source: Authors’ calculations.

the share of regional factors fluctuates instead of monotonically decreasing.
Therefore, we cannot infer that the labour market is more integrated based
simply on such decomposed results, because it is possible to correlate some
regional factors with individual characteristics—for example, more-able people
are more capable of migrating to a place with high wage rates.

To further explicate the components of income inequality, we will decompose
those decomposable indices based on regression of earnings of income
determinants. According to Shorrocks (1982), the inequality indices can be
expressed as a sum of weighted incomes

I(y)=Y,a,(y)y, ()

In this equation, /(y) is the total inequality index—such as Theil entropy, Gini
coefficients and coefficients of variation—and y;, is the income of individual i
and a,(y) is the weight applied to every individual, which varies with choice of
indices. In the regression equation, every regressor contributes to inequality.
The symbol s"is the contribution of factor k, which is an explanatory variable
or is residual to the total income inequality.

21, a,(y)y; -
1(y)

k
§F =
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Sinceyik in Equation 2 is determined by coefficients of the explanatory
variables and the magnitude of xl.k , the income inequality based on regression
can be decomposed as:

R zai (Y)xik
i=1

F=B, | P ®)
LC e

Following Morduch and Sicular (2002) we decompose Theil entropy and the
index can be decomposed by sources based on regression results presented
in Table 8.4.

1 &y, V.
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Therefore, the component of each source of inequality is expressed as

1 ~
WIS
sp =t —+ ©)

1 & ;
=Yy, (25
no u

Regression-based decomposition

A linear earning regression model is used to facilitate decomposition of
inequality measures.
9
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Jj=1
where the left-hand side variable is monthly earnings of a migrant, and the first
four right-hand side variables are individual characteristics, including years
of schooling, gender, age and self-reported health status. Except for an error
term, the last two terms include the sum of provincial dummies. Unlike typical
earnings equations using a log of wages as a dependent variable, for the purpose
of decomposing the inequality index—such as Theil entropy—we sacrifice
the advantage of a semi-log equation since the main goal in this research is to
look at the role of geographic factors in wage inequality, instead of returns to

145



China—Linking Markets for Growth

human capital. Table 8.4 presents some of the regression results on individual
characteristics; the provincial dummies are not included in order to save space,
while the effects of specific provinces are not of interest here. The regression
results are generally consistent with traditional predictions: that is, educated,
healthy, male and aged labour have a relatively better economic performance
in the labour market.

Table 8.4 provides the basis for wage inequality decomposition. According
to Equation 4 and Equation 5, combining the information in the right-hand side
variables, it is possible to decompose Theil entropy into regional effects, which
are the sum of provincial effects, individual effects, constants and residuals.
The results are presented in Table 8.5. Our main interest in this chapter is to
look at the contribution of regional factors to general inequality measures
when individual characteristics are controlled. In 2003, 28 per cent of wage
inequality could be explained through regional factors, while the share was
20.3 per cent in 2006 (Table 8.5). A monotonic decreasing trend of regional
inequality is also found during the years since China’'s WTO entry. Although
only a few observations are available due to a very short time series, the first
row of the table tells us that regional labour markets have been integrated, at
least for migrant workers.

The results of inequality decomposition are also consistent with some other
observations. The shortage of unskilled workers, for example, was first reported

Table 8.4  Regression results of linear wage equation, 2003-2006

2003 2004 2005 2006
Years of schooling 37.63 29.66 20.11 34.94
(3.08) (3.17) (3.27) 2.71)
Gender (1 = male) 197.44 197. 86 54.33 231.78
(15.96) (15.56) (15.81) (13.84)
Age 10.41 10.02 6.93 9.35
(0.71) 0.69) 0.69) (0.60)
Self-reported health status -59.97 -74.94 -17.37 -108.19
(12.72) (12.70) (13.30) (11.21)
Provincial dummies yes yes yes yes
R2 (adj-R2) 0.13 0.15 0.061 0.12
0.12) (0.15) (0.056) 0.12)
No. of observations 8,372 7,986 6,040 10,094

Notes: Standard errors in parentheses. Health status is self-reported in five ranks, where one
is more healthy than five.
Source: Authors’ calculations.
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Table 8.5  Theil decomposition based on regression

Components of inequality 2003 2004 2005 2006
Theil entropy 0.270 0.246 0.204 0.196
Regional factors (per cent) 28.08 26.10 22.84 20.31
Individual factors (per cent) -63.88 -52.92 -33.03 -44.49
Constant (per cent) -11.16 -26.22 -60.89 -41.06
Residual (per cent) 146.96 153.04 171.08 165.24
Total (per cent) 100.00 100.00 100.00 100.00

Source: Authors’ calculations.

in coastal areas and then passed on to other parts of the country. The same
pattern was found in changes of wage rates, which increased significantly in
coastal areas first and then transmitted to the interior (Cai and Du 2007). Those
stylised facts indicate that employment and wage information are passed on
across provinces through migration flows, which is the basis of an integrated
labour market.

Conclusions

China’'s employment expansion has kept pace with its unprecedented economic
growth in the reform period. After accession to the WTO, China’s reform and
opening up has not only continued, it has intensified in a way that is consistent
with globalisation. By breaking up the iron rice-bowl in urban employment
policy and eliminating a series of hukou-related institutional barriers deterring
labour mobhility, more jobs have been created and more labourers now migrate
from rural to urban sectors. Furthermore, as a result of substantial increases
in employment in rural and urban China and a decline in the working-age
population, labour shortage is becoming an issue for the labour market. All
those changes have created necessary institutional and structural conditions
for labour market integration and the analysis of wage convergence of migrant
workers has proven that the Chinese labour market has in fact moved towards
integration.

Labour market reform is, however, far from complete. In addition, the coming
Lewisian turning point further challenges institutional reforms. Abolition of the
various institutional obstacles that hinder the development of a labour market
will not only enhance migration flows, they will make it a rational movement,
by helping to create the developmental climate and job opportunities for labour
mobility, which in turn matures the conditions for abolition of the hukou system.
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The Chinese government, which has specific development goals for the next
10-20 years, should grasp every opportunity to push institutional reforms and
to encourage labour migration once its importance is further realised.

Inthe course of China's dual-economy development, modern urban economic
sectors expand rapidly and attract mass labour migration from rural to urban
areas, supplying an inexhaustible labour force to urban sectors at a low cost.
Thanks to the unlimited supply of labour, migrant workers in urban sectors have
neither collective bargaining power for their wage determination, nor can they
influence the labour market policies of local governments. At the development
stage, therefore, rural-urban migrants confront a host of institutional obstacles,
among which is the hukou system, dividing the rural and urban labour market.
Legitimised by the hukou system and its resulting discriminatory institutions,
local governments often blame urban employment pressure on competition
from migrant workers and hence form a policy orientated towards discriminating
against migrants, cycling in accordance with the fluctuation of the employment
situation in urban labour markets (Cai et al. 2003). Every time labour mobility
from rural to urban areas experiences systematic obstruction by government
policy, migrant workers have no choice but to return to contracted land or other
family businesses in their home villages, which serve as a pool that cyclically
absorbs the rural surplus of labour.

This Chinese-style wage-sharing system causes labour migration to be
temporary, instability of off-farm income for rural households and persistence
of a rural-urban income gap. Only when the relationship between supply of and
demand for labour changes in an inverse direction against the long-standing
figures can these problems be solved. In the histories of most industrialised
countries, the moment when systematic labour shortages occurred became
a turning point in which the employer-employee relationship improved.
Furthermore, at this point, income inequality tends to decline and government
policymakers and legislators tend to favour ordinary workers. As international
experience suggests, however, if governments are incapable of making sound
policy choices, even when they understand the requirements of the next phase
of economic development, it is likely that the discriminatory institutions of the
dual economy will continue. If such discrimination against ordinary workers
continues, it will leave the working class severely disgruntled and could lead
to fierce social conflict.’
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Notes

1 Koreainthe late 1980s is an example that a majority of the conditions necessary for institutional
changes satisfying ordinary workers matured, but the changes were not made, so the society
experienced severe conflict between the government and the working classes (Freeman

1993).
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How much have the wages of

unskilled workers in China increased?
Data from seven factories in Guangdong

Xin Meng and Nansheng Bai

China has experienced strong economic growth for a long time. The
sustainability and character of that growth depends, to a large extent, on
whether China has exhausted its rural surplus labour. In this chapter, we use
unique payroll data from seven large manufacturing factories to show that
wages of unskilled labour in these factories have not increased significantly,
if at all. These findings could shed some light on whether China has reached
a ‘Lewisian turning point’ and the extent to which Chinese economic growth
could be sustainable.

China has had 15 years of unprecedented economic growth, which, to
a significant extent, is related to a large-scale movement of surplus labour
from the low-productivity rural sector to the high-productivity urban sector.
Rural-urban migration provided Chinese industries with cheap labour and
facilitated the rapid growth of labour-intensive manufacturing exports. Those
who are interested in the issue of the sustainability of Chinese economic growth
would be eager to learn the extent to which rural-urban migration can continue
to drive the fast pace of economic growth.

Many recent studies have predicted that China has exhausted its surplus
labour and reached the point whereby labour shortages (the Lewisian turning
point) are occurring (Garnaut and Huang 2006; Cai and Wang 2006; Cai and
Wang 2007a, 2007b). The most effective way to measure whether China has
reached the Lewisian turning point is to examine the wage trend of unskilled
labour. The idea is that if surplus labour is approaching exhaustion, the wages
of unskilled workers will start to rise significantly. Unfortunately, Chinese
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official statistics do not provide data on the wages of migrant workers, who
make up the majority of non-agricultural unskilled labour. Survey data of
migrant workers are often based on non-random sampling of migrants and are
cross-sectional in nature. A few studies that indicate the possible exhaustion
of surplus labour use mainly wage data of urban residents as indicators (see,
for example, Garnaut and Huang 2006; Cai and Wang 2007a). This could be
misleading, as the Chinese urban labour market still operates under a two-tier
system whereby urban-resident workers are paid a premium wage and are hired
mainly in high-status jobs, while their rural-migrant counterparts are employed
mostly in unskilled jobs and are paid a wage below the marginal productivity
level (Meng and Zhang 2001; Knight et al. 1999; Meng 2001). To date, no study
has examined how the wages of unskilled migrant workers have changed in
recent years—due mainly to the lack of available data.

Here we employ a unique payroll data set for seven labour-intensive
manufacturing factories in Guangdong Province for the period from 2000 to 2004
to examine how the wages of migrant workers in these factories have changed
in that period. Hopefully, our findings will shed some light on the bigger issue
of whether China has reached the Lewisian turning point.

Data

In 2004-05, we participated in a wage and working condition study of some
labour-intensive factories in Guangdong Province, contracted by an outsourcing
company. The project was designed to investigate whether factories in
China, which work for the outsourcing company, are fulfilling their fair-wage
commitments and following the outsourcing company’s code of conduct.

The outsourcing company provided a list of 82 contracting factories in
Guangdong Province. Based on this list, a group of 20 factories was selected
randomly based on the stratification of region (Guanzhao, Dongguan, Shenzhen,
Zhongshan and others), products (footwear, apparel and accessories and gears)
and size (firms with more than 1,000 workers and with 1,000 or less workers).
Nine of the 20 firms either refused or did not respond to the request from
the outsourcing company. The remaining 11 firms represent Guangzhou and
Shenzhen cities, the footwear industry and large firms. To correct for this bias,
five additional factories were added to the list and two of them were selected.
The final list comprised 13 factories, and each was then interviewed.

Although the factories were given assurances that the study would not reveal
any identifying information about individual factories, many were nevertheless
apprehensive about participating.
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During interviews, the general situation regarding wages, employment and
benefits was discussed and the requirements of payroll data collection were
presented, stressing that original data collected would not be provided to the
outsourcing company. Among the 13 factories visited, six refused to participate.
Seven factories agreed to provide payroll and personnel data, of which one
factory agreed to provide data only for one of its many production lines.

Participating factories provided personnel and monthly records of payroll
data for the period from 2000 onwards. Of the seven factories involved, two
were footwear factories, two were apparel factories and three were accessories
and gear factories. Most of the factories were large; three were in Dongguan,
two in Guangzhou, one in Shenzhen and one in Zhongshan. The valid data
consisted of 1,163,857 wage records. In August 2004 (the last month for which
all sample firms had wage records), the largest factory in the sample had 12,032
workers, while the smallest had 651 workers. In that month, three of the sample
factories had more than 1,000 workers and the remaining four had less than
1,000 workers (Table 9.1).

The purpose of the data collection and the voluntary nature of data
provision could indicate that the seven factories that provided data were the
best performers (law abiding) in the area of fair wages and living conditions.
The results obtained from these data, therefore, might not be representative
of China in general; however, they are likely to be an overestimate in terms of
wages, wage growth and other conditions, and hence, are likely to be biased in
favour of the conjecture that China has reached the Lewisian turning point.

Table 9.1 Industry, region, and size distribution of the sample

factories
Firm City Reported number Factory type Number of  Data period
code of workers workers in
August 2004

1 Dongguan 5,553 Footwear 12,032 2000-2004
2 Guangzhou 7,326 Footwear 7,641 2000-2004
3 Dongguan 1,200 Apparel 837 2001-2004
4 Dongguan 900 Apparel 669 2002-2004
5 Shenzhen 550 Accessories and gears 651 2002-2004
62 Zhongshan 6,900 Accessories and gears 701 2000-2004
7 Guangzhou 917 Accessories and gears 1,119 2002-2004

@ data provided for only one production line.
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Table 9.2 presents summary statistics of the data. The first panel shows
the sample distribution by year and industry. Figures from this panel indicate
that in each of the five years the sample is dominated by the footwear industry,
which accounted for a minimum of 83 per cent of the sample (2003) and a
maximum of 99 per cent of the sample (2000) when investigating annual data.
This important feature of the data should be kept in mind when interpreting
the results presented below. Note that among the three types of industry,
footwear has the most labour-intensive and unskilled jobs. Most workers
work on production lines. Apparel workers, although working on individual
machines, require a fairly low level of skill. The accessories and gear industry,
on the other hand, requires higher skill levels. These factories were producing
mainly golf clubs, in which the major job involved metal polishing, which had
a high skill content.

The second panel of Table 9.2 shows the gender distribution of workers in the
sample. On average, the sample is female dominated, with women accounting
for 75 per cent of workers. The distributions vary considerably, however, across
different industries. For example, while the footwear industry is mainly female
dominated, accessories and gear is dominated by male workers.

The third panel presents the distribution of rural migrant workers relative
to urban workers. The footwear industry has the largest percentage of rural
migrants, the proportion for all industries has increased to more than 80 per
cent since 2003 and, by 2004, the proportion of rural workers accounted for 90
per cent of the total sample.

The fourth panel summarises the average age of the sample population.
The mean age of the sample in 2000 was 23.4 years, while in 2004 it increased
to 25.5 years. Anecdotal evidence provided to support the idea that China
has reached the Lewisian turning point is that many factories are unable to
find young workers (aged 15-25), who are more energetic and more suited to
these factory jobs. Does the increase in the average age of our sample over
time support such a conjecture? One of the reasons for a two-year increase in
average age could be related to the panel nature of the data. As workers stay
longer, they become older. To understand the extent to which this increase in
average age of the sample is due to the panel nature, we also examine the age
of the newly hired workers to see if factories are hiring older workers. The data
show that for the new workers, the average age increased from 22.5 in 2000
to 23.3 in 2004—an increase of less than one year. Although this is consistent
with the anecdotal evidence, the change is not significant.

The educational distribution of the workers is presented in the bottom
panel of the table. As indicated, the majority of workers are junior high school
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graduates: about 81-86 per cent. A substantially higher proportion of male
workers have senior high or technical high school qualifications relative to
female workers. Just less than 1 per cent of the total workers have a college
or university degree. Here again, there is a larger proportion of male workers
than female workers. For the newly hired workers, the proportion of junior high
school graduates increased from 81 per cent in 2000 to 87 per cent in 2004. At
the same time, the proportion of people who held primary school qualifications
and those held senior high school qualifications decreased.

Wages and wage growth: first glance

The most important data for this chapter are wages and hourly wage rates.
Before presenting data on wages it is important to understand the wage
structure in these factories. Table 9.3 presents the different reporting methods
regarding wages used in each of the seven factories.

Table 9.3 shows that the sample factories record wages in very different
ways, and some records are much more complicated than others. Although
many factories use piece rates to calculate the wages of production workers—
especially in the apparel and accessories and gear industries—when it comes
to accounting, all the wage data are converted to some type of time-rate
wages (based mostly on the new rules set by the outsourcing company with
differential normal time and overtime pay for Monday to Friday, weekends and
public holidays).! The general format of the payroll data is to record the amount
workers earned (A), the amount of deductions (B) and the final (net) payment,
which equals (A)-(B).

Wages reported in the payroll data are at a monthly rate, including a basic
wage and other components. Payroll data also provide workers’ working days
and hours. In some cases, however, working days and hour data are not directly
available. Formulae provided by the factories are used to calculate workers’
monthly working hours. Based on this information, hourly wage rates can be
calculated. In addition, as the data present the five years of wage changes, a
city-specific consumer price index (CPI) series is used to calculate real wages
based on the price level in 2000.2

Table 9.4 presents summary statistics for wages and hours worked. The
left panel of the table presents the average real total monthly wages, working
hours and hourly wage rates for the total sample for the five-year period by
gender and product types,® while the right panel presents the data for migrant
production workers only.

The data from the left panel show that, on average, real monthly total
earnings increased by 3.3 per cent per annum (Column 1). Male workers earn, on
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average, 13-25 per cent more than female workers (Column 5) and the annual
growth of monthly real earnings is much faster for men than for women, with
a difference of 1.5 percentage points per annum.*

Turning to monthly hours worked, the total hours worked are about 197 to
212 a month, which amounts to 46 to 50 hours a week. This is about 8-8.3 hours
a day, with six working days a week. This seems to be on the low side relative
to common perceptions and common findings of hours worked for migrant
workers from other survey data sources. For example, Meng and Zhang (2001)
found that in Shanghai in 1995 migrant workers worked an average of 56 hours a
week. A recent survey of income distribution for migrant workers in 11 provinces
(including Guangdong) showed that the sample migrant workers worked, on
average, 61 hours a week in 2002, whereas the number for Guangdong Province
was 65 hours weekly.’ Interestingly, the average weekly hours worked was also
much lower than the maximum 60 hours a week required by the outsourcing
company. One possible reason for this is that the pattern of production is
seasonal, with peaks and troughs. When calculating annual monthly averages,
they could appear lower than the maximum hours required by the outsourcing
company. The other possible reason is that firms could have misreported
information about hours worked to satisfy the outsourcing company’s code of
conduct. The total monthly hours worked varies only slightly across different
years: on average, they increased by 0.2 per cent per annum, and did not differ
between men and women. The number of monthly hours worked, however, is
often higher for female than for male workers.

Combining the information on monthly earnings and hours worked, hourly
earnings data are then calculated. Note that as information on hours worked
could be biased downwards, hourly earnings data could be biased upwards
accordingly. The major difference observed between data on hourly earnings
and monthly earnings is that the annual growth of hourly earnings for male
workers is much higher than the annual growth of their monthly earnings. This
further prompts one to wonder if the information provided for hours worked
is accurate.

The above descriptions are based on the total sample, including service
workers, managerial and technical staff. The right panel of Table 9.4 presents
the same information for migrant production workers, which indicates the
wages for unskilled workers. The most important difference between the total
sample and the sample of production workers is that the rate of wage growth
is much slower for the latter, with an annual monthly wage increase of 2.8
per cent—about 0.5 percentage points lower than that for the total sample. In
particular, for female production workers—the most unskilled group—the real
hourly wage increased by only 2 per cent per annum.
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Monthly and hourly earnings data for the migrant production workers is
shown in Figure 9.1. While male monthly earnings increased significantly
between 2001 and 2002, they flattened out after 2002. For the total and female
samples, the monthly wage increase has been limited. For example, female
monthly earnings were about 800 yuan and, by 2004 (five years later), had
increased to only 900 yuan—an annual increase of 2.6 per cent—whereas for
males the increase was faster, at an annual rate of 3.4 per cent. The hourly
earnings data indicate a much larger difference in the wage growth rate, with
2 per cent for women and 6.3 per cent for men.

Having described average levels and changes of wages in these factories,
we wonder how they compare with the average minimum wages for the regions
covered and with average urban wage changes in Guangdong Province. More
importantly, how do they compare with the income levels of the migrant workers’
respective rural home towns? Since about 90 per cent of the sample workers
are from Jiangxi, Henan, Hubei, Hunan and Sichuan provinces, aggregated
data for these five provinces are presented.

Table 9.5 compares average minimum wages for the four regions covered in
this study, urban manufacturing workers’ wages for Guangdong Province and
average per capita rural net income for the five provinces listed above, with the

Figure 9.1  Monthly and hourly earnings by gender, 2000-2004 (yuan)
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average basic monthly pay and the average monthly wages for the sample of
migrant production workers in the period 2000-04. The first two rows present
the average minimum wages for the four regions in Guangdong—the average
nominal monthly basic pay for our sample of production workers. They show
that while the minimum wages increased by 2.62 per cent per annum between
2000 and 2003, the basic pay for the sample of production workers increased by
4.2 per cent per annum in the same period. When comparing the level of average
minimum wages with the average basic pay, the basic pay for the production
workers in every single year is higher than the official minimum wages. In 2002
and 2003, it is about 9-10 per cent higher. This finding suggests that the sample
firms have been paying their workers in line with local government labour
legislation. It is important to keep in mind that all seven firms studied in this
chapter are large and volunteered their payroll data. This finding might not be
representative of the large number of factories that refused to participate in the
study. In fact, anecdotal evidence and many newspaper articles have revealed
problems regarding firms’ violation of the minimum wage law.®

Rows (4) and (5) present the average monthly total earnings for the
sample of migrant production workers and the urban manufacturing sector in
Guangdong.’ It is found that migrant workers earned about 67-80 per cent of
the urban manufacturing average wage during the whole period and the gap
has been enlarged.

Table 9.5 also compares average monthly wages of the sample firms with
the rural average net monthly income?® per labourer for Hunan Province, where
almost 40 per cent of the sample workers come from. We find that although
the average annual growth rate of rural-per-labourer income amounted to
4.2 per cent during this period, it was driven mainly by the 2004 government
policy to cut the rural tax to zero. Before that, the average annual growth rate
of rural income per labourer between 2000 and 2003 was only 2.6 per cent.
Most importantly, we find that, on average, migrant workers in the sample
factories earned 2.7 to 2.9 times the income they would have earned had they
stayed in rural Hunan. This difference is, perhaps, the best explanation as to
why migrant workers are willing to work in these factories. It is also a good
indication of whether China has reached the Lewisian turning point: when rural
surplus labour is exhausted, rural and urban wages will start to equalise. This
is certainly not happening in China—if anything, the rural-urban income gap
has increased over time (Figure 9.2).

The above comparison, however, has one crucial weakness. The China
Statistical Yearbooks do not provide data on hourly wage rates. It is likely that
urban Guangdong workers work fewer hours and hence have much higher
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Figure 9.2 Income gap among urban workers, migrant workers and
rural workers, 2000-2004
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Source: Authors’ calculations.

hourly wage rates than the sample workers. Du et al. (2006) show that, on
average, migrant workers work 55 per cent more hours a week than their urban-
resident counterparts. It can be imagined that the hourly earnings gap between
urban workers and migrant workers should be much more prominent than the
gap between the annual wages shown in Figure 9.2.

Wage growth: more in-depth analysis

The above analyses present the raw data on wage levels and changes for
migrant workers. Raw data could, however, be misleading, as many different
factors could contribute to the level and change of wages. For example, the
longer a worker stays with a factory, the higher his/her earnings will be. Given
that our data trace individuals over five years, at the end of the data period, the
average firm tenure of the worker is longer than at the beginning of the period
(19 months versus 26 months), and this could contribute to the higher average
earnings at the end of the period. In addition, factories could hire more better-
educated workers at the end of the period than at the beginning. This could
also contribute to a seeming increase of earnings by looking at only the raw
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data. To examine the wage changes due purely to supply shortage, all these

factors have to be controlled for. We estimate the following earnings equation

for this purpose
In(Y;) = a + BX,

z’jt+5t+9j+8ijt (1)

where Yz‘it is hourly earnings of individual i in firm j at time #; X;ﬁ is a vector
of control variables that could affect earnings, including age and its squared
term, firm tenure as measured in months and its squared term, education level,
occupation and industry dummy variables, dummy variables for each month
to capture seasonality effects, a dummy variable for urban workers and a
gender dummy variable. @ is factory fixed effect, 0 is year fixed effect and ¢ is
arandom error term. While education measures the formal training, firm tenure
indicates on-the-job training. Age, on the other hand, proxies for general labour
market experience and some possible age-related physical conditions, such as
eyesight and physical strength, which could affect labour productivity. Gender
and migrant status could to some extent capture labour-market discrimination.
To investigate wage changes over time, the most important coefficients for
this study are the year fixed effects, 0. If, over the period we studied, there is a
significant labour shortage, we should observe a significant increase in 0.

The earnings model is estimated for the total sample and a sample of migrant
production workers only. The results are presented in Table 9.6 (the left panel
for the total sample and the right panel for the migrant production workers). The
first and fourth columns of each panel report the results for the total sample,
while the rest of the columns present the results for male and female workers
separately. Results from the total sample reveal that about 21-27 per cent of
the wage variations are explained by the variables included in the regression.
All human capital related variables have the right signs and are statistically
significant. In particular, firm tenure and general labour market experience
have a normal relationship with earnings. Education contributes positively to
earnings and managerial staff earn more than production workers, while women
earn about 10-12 per cent less than men. Note that in Table 9.4 much larger
gender raw wage differentials are observed (about 15-32 per cent); the lower
results indicated here suggest that part of the gender earnings differential can
be explained by the difference in human capital possessions and other firm and
individual characteristics controlled for in the regression. The seasonal variables
play an important role in earnings determination. In particular, earnings in
January are much higher than the rest of the year and this is due mainly to the
fact that most factories pay an extra bonus before the Chinese New Year (the
results are available on request from the authors).
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More interesting results are revealed when the earnings equations are estimated
separately by gender. In particular, on-the-job training (firm tenure) plays a more
significant role in earnings determination for men than for women. Figure 9.3
shows the relationship between the number of months a worker works in a
firm and his/her earnings (tenure—earnings profile) and it indicates that after
one year a male worker earns about 5 per cent more than when he first entered
the factory; this rate doubles in two years to 10 per cent, all other things being
equal. In contrast, the wages of female workers increase by only 4.2 per cent
after two years in the factories. Note that in the less-skilled footwear and apparel
industries, more than 77 per cent of workers are women, while in the more skill-
intensive accessories and gear industry, 63 per cent of workers are men.

The observed difference by gender could, to a large extent, reflect structural
wage differences across different industries. The types of skills required in
different jobs and industries differ significantly. For example, during interviews,
accessories and gear factories indicated that it required two years for a worker
to become skilled. Consequently, workers in this industry are more likely to
be paid piece rates. In this kind of environment, the longer you work, the
more skilled you become, the more pieces you make and the higher pay you
receive. On the other hand, workers in footwear and apparel factories—where
most female workers in our sample work—tend to be unskilled and operate in

Figure 9.3 Tenure earnings profile for migrant production workers

1.3 7
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Source: Authors’ calculations.
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production lines. By and large, they are paid time-rate wages. In this kind of
job, the extent to which experience on the job can increase productivity is
limited. Thus, job tenure does not seem to affect wages as much as in the
other industries.

Another interesting result is the difference of formal education levels on
earnings between men and women. While formal education plays an important
role in earnings for women, male workers with senior high school qualification
earn less than their counterparts who have only junior high school qualification.
One of the reasons why formal education plays an important role for women—
who work mainly in the unskilled footwear and apparel industries—is, perhaps,
due to the inability of the current study to control for detailed types of work
performed by individuals. The data used here identify only whether a worker is
involved directly in production and do not reveal the exact type of work they do.
Perhaps more educated workers are more likely to be a foreman or supervisor
and hence earn more. Another reason could be that when workers work on
production lines, productivity and quality cannot be monitored individually.
Thus, education is used as a screening device.

The results showing that male workers with more education (those working
mainly in the accessories and gear industry) are receiving lower pay are
abnormal. One possible conjecture is that for these types of jobs, experience
at a younger age might be important. Younger people could learn quickly
and be more dexterous than older people. People who have only junior high
school qualifications could start working earlier than people who have higher
education and hence be more skilful than those with higher qualifications,
other things being equal. This could not be tested empirically as the data we
use have information only about current employment: earlier similar experience
cannot be investigated.

The most important result for this chapter is the year effect. We find that
controlling for all the other variables, wages barely increased in the five years
studied. Almost all the year dummy variables have negative signs, indicating
that, relative to the year 2000, earnings of other years have reduced. Figure 9.4
presents the results on ¢ for the migrant production worker sample. It uses the
coefficients obtained from the estimation of Equation 1 to simulate wages for a
20-year-old, with a junior high or primary school qualification and zero months
of firm tenure, in January for each of the five years. The figure shows that a
newly hired 20-year-old with junior high school qualification earned almost the
same amount in 2004 as his/her counterparts in 2000. For a woman, her hourly
earnings were 4.12 yuan in 2000, which declined to 3.8 yuan in 2002, and then
increased gradually to 4.16 yuan in 2004—an average annual growth of less
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Figure 9.4 Wage growth simulation, hourly earnings, 2000-2004
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Figure 9.5 Wage growth simulation, monthly earnings, 2000-2004
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than 0.2 per cent. For a man, the 2000 hourly earnings were 4.36 yuan, dropping
to 4 yuan in 2002, and increasing to 4.35 yuan in 2004—barely catching up
with the 2000 level. If, however, we ignore the first two years, when there was
a reduction in earnings, and compare the lowest earnings in 2002 with those
of the final year, we observe a slight wage increase of about 2.5 per cent per
annum for men and women.

Recall that factories could have misreported the data for hours worked. If
so, it could bias the estimated earnings growth. To test this, we also estimated
Equation 1 using log monthly earnings as the dependent variable.’ The
simulation using these results is presented in Figure 9.5, which shows that the
monthly earnings growth for men and women is zero to negative for the entire
period and 0.5-1.5 per cent for the last three years.

Based on the data available, wage growth in the sample factories between
2000 and 2004 has been very slow, in particular for migrant production
workers.

Conclusions

The empirical results indicate three main findings.
1 Ofthe seven sample factories, average hourly wages increased by about
6 per cent per annum between 2000 and 2004 for the total sample of
workers, but for production workers the annual average growth rate was
much lower, at 3.5 per cent.

2 The major wage growth comes from wage growth for male workers. For
female workers—who accounted for more than 70 per cent of the total
sample—the average annual wage growth was about 2.4 per cent.

3 Once we control for education, firm tenure and other variables that could
affect wage levels, the observed wage growth for the total sample and
male and female samples are all very low. For the five years, average
annual wage growth has been negative or near zero. For the last three
years, the growth rate was about 0.5-1.5 per cent. With such small wage
increases, one could hardly argue that China has reached the Lewisian
turning point.

The main finding, although important, could suffer from the following
caveats. First, the current study could suffer significantly from a sample
selection bias. Although effort was made to make sure that the sample was
selected randomly, due to the unwillingness to participate among the listed
firms, the final sample is not a randomly selected one. It is possible that the
factories that were willing to participate in the study were those that followed
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the outsourcing company’s code of conduct and the official minimum wage
increases better than those that refused to participate. Thus, the general picture
of wage levels and wage growth might not be as optimistic as we find in this
chapter.

Second, the main data used in this study are from payroll records. It is not
clear whether these records are genuine. It is commonly known that many
factories in China adopt a double accounting practice. There is evidence
that the payroll data provided by some factories are based on some kind of
conversion rules required by the outsourcing company. In addition, the data
on hours worked seem to be low. Although it is not clear to what extent this
kind of behaviour could affect the accuracy of the earnings and hours-worked
data, the direction of the effect is clear. Factories that volunteered to participate
would want to present higher earnings and earnings growth (keeping up with
the increase in minimum wages). If there is any systematic bias of the data, it
should be biased upwards.

Finally, the data used in this study end in 2004. It is possible that since 2004
wages have been growing at a much faster pace than what we found for the
period between 2000 and 2004. The lack of a systematic study of migrants,
however, and their wage changes have prevented us from finding out this
information. The current studies that argue that China has reached the Lewisian
turning point do not seem to be based on unskilled workers’ wage data. We hope
that the current study can shed limited light on the issue, at least up to 2004.

Notes

1 Basedontheinterview record, the Monday—-Friday normal time pay is set at one; Monday-Friday
overtime pay is 50 per cent higher (1.5 times normal pay); weekend pay is 100 per cent higher
(two times normal pay); while public holiday pay is 200 per cent higher (three times normal
pay).

2 The city-level CPIs provided by the Guangdong Bureau of Statistics are presented in Table Af.
The data calculated by region are not presented for confidentiality reasons, as two of the four
regions have only one factory.

4 Note that as the data used for the total sample differ significantly from those used for males
and females separately—due to a 20 per cent sample without personnel records—the figures
presented using the total sample are not directly comparable with those for the gender groups.
Nevertheless, the trends are comparable.

5 This survey was conducted by the Institute of Economics at the Chinese Academy of Social
Sciences in 2003. The total sample of workers was 5,327 and the sample for Guangdong
Province was 368 migrant workers.

See, for example, http://finance.dayoo.com/gbh/content/2006-07/14/content_2566970.htm
7 Manufacturing comprises about 23 different industry types. Ideally, the average annual
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earnings of the footwear, apparel and accessories and gear industries for Guangdong Province
should be used for this comparison. The China Statistical Yearbook, however, does not provide
detailed information for these industries separately, nor does it indicate the employment and
earnings distribution among these different industry types. The comparison presented here,
therefore, should be read with caution.

8 This is calculated by dividing annual data by 12.

9 The results are not presented, but are available on request from the authors.
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Table A9.1 City level CP12000=100

2000 2001 2002 2003 2004
Guangzhou 100.00 98.90 96.53 96.62 98.27
Shenzhen 100.00 97.80 98.97 99.67 100.96
Dongguan 100.00 98.20 96.33 97.01 99.92
Zhongshan 100.00 99.80 99.10 100.29 103.40

Source: Data provided by National Bureau of Statistics of China
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Domestic market integration and
inter-regional growth spillovers

Jane Golley and Nicolaas Groenewold

While China’s integration into the global economy during the past three decades
has been extremely impressive, the integration among regions within China
has been much less so. Domestic market integration has a critical role to play
in binding together a country that has suffered from disintegrative tendencies
throughout its history. As such, the importance of integration cannot be
overstated, particularly in light of recent research that seems ‘to confirm
the pertinence of alarming forecasts concerning the danger of China’'s move
towards internal disintegration’ (Poncet 2003:17). Numerous other researchers
have reached similar—if not quite as dramatic—conclusions in their analyses
of China throughout the Communist era (Donnithorne 1967; Lyons 1987; Young
2000; World Bank 2005).

This chapter contributes to a growing literature that addresses the extent
of domestic market integration in the Chinese economy. The next section
defines integration and discusses the costs and benefits associated with it.
This alone reveals that answering two of the most relevant questions—how
integrated are China’s provinces and how integrated should they be—is far from
straightforward. A brief discussion of the numerous methodologies available
for assessing the degree of integration further demonstrates this point and
implies that our own method of empirical analysis—measuring inter-regional
output spillovers—is only one part of a highly complicated picture.

The next section reviews the changing nature of Chinese domestic market
integration during the Communist era. Regardless of the methodology
employed, a salient feature of the discussion is the almost universal recognition
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that China'’s regions are less integrated than might be expected of regions in
a unified nation-state. Our empirical results lend further support to this claim.
A vector autoregressive (VAR) framework is introduced to assess the extent
of output spillovers between six regions in China during the period from 1953
to 2003. The results suggest that while China’s better-developed regions are
relatively well interconnected with each other, spillovers between these regions
are neither pervasive nor strong. Meanwhile, the least-developed regions—that
is, those most in need of positive growth spillovers from elsewhere—are
connected only weakly, if at all, with the rest of the country. Policy implications
and recommendations are offered in the concluding section.

Regional integration: theory and measurement

Integration can be defined broadly as the increasing interdependence of regions,
either within or across countries, as reflected in the flow of goods, services
and/or factors of production. The process of integration requires the gradual
elimination of economic frontiers and trade-restricting instruments between
regions so that the mobility of goods, services and factors is not constrained.
This process of ‘integration from below’ can be reinforced by ‘integration from
above’, which entails the active promotion of economic cooperation between
territories through appropriate policies or institutions (Tinbergen 1965).

The expansion of trade that arises due to falling trade barriers underpins
one of the major benefits of integration. According to the standard neoclassical
analysis, a reduction in trade barriers leads to welfare gains through the
exploitation of comparative advantage and the consequent increase in
productivity. Higher gross domestic product (GDP) growth rates occur during
the transitional period—or the short term—in which resources are reallocated
and capital accumulation takes place, as the economy approaches its new
steady-state levels of capital and output per worker. Theories relating the gains
from trade to long-term growth are based typically on models of endogenous
technological change.’

Trade can increase the rate of technological progress—and hence
productivity growth—either through an expansion of output markets enabling
domestic producers to exploit economies of scale, or through an expansion
of input markets resulting in lower production costs (for example, by giving
domestic producers access to a wider variety of capital goods, effectively
enlarging the base of productive knowledge, as described by Romer 1990). The
gains from trade can be dynamic rather than static if specialisation stimulates
productivity growth through learning by doing, as in Lucas (1988). On the flip
side of these benefits, while trade can act as a conduit for technology transfer,
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theories of technological diffusion stress the importance of the host country (or
region) having a sufficiently high level of ‘social capability’ in order to be able to
successfully implement technologies developed in more advanced economies,
while regions below a threshold level of development could be unable to make
effective use of technology spillovers (see, for example, Abramovitz 1986 and
Howitt 2000). That is, it is not guaranteed that all regions will be able to benefit
equally from the trade that takes place between them, while some regions
could miss out altogether.?

Beyond the trade-related benefits, integration should also improve the
inter-regional transmission of growth from faster growing regions to lagging
ones, through a variety of connections that are presumably stronger between
highly integrated regions. These include the increase in imports from and
investments in lagging regions, the diffusion of innovations originating in
more rapidly growing regions and the ability of a more rapidly growing region
to absorb some of the unemployed or underemployed labour from elsewhere.
These effects all contribute to the equalisation of regional incomes, which is
beneficial in itself from political and socioeconomic perspectives. With the
hope that faster growing regions will exert a beneficial influence on other
regions, however, comes the likelihood that more highly integrated markets
will cause each other to suffer more when economic growth falters in any one
region. Marshall (1920:241) describes how ‘integration, that is, the growing
intimacy and firmness of connections between separate parts of the industrial
organism’ enables each part of that organism ‘to be less and less self-sufficient,
to depend for its wellbeing more and more on other parts, so that any disorder
in any part...will affect other parts also’. Moreover, while trickle-down effects
are likely to be stronger across highly integrated regional markets, so too are
their counterparts: ‘polarisation’ effects, which describe the adverse effects
that rapid growth in better-developed regions can have on economic progress
elsewhere (Hirschman 1958). These effects include the inability of comparatively
inefficient, yet income-creating, industries in lagging regions to compete, ‘brain
drain’ and capital depletion as savings are redirected towards more profitable
investments in the rapidly growing regions.

While most arguments point to the long-term benefits of integration
outweighing the costs, the same cannot necessarily be said of the short term.
For example, in a developing economy, the freeing of restrictions on labour
movements is likely to result in migrants moving to wealthier regions in search
of higher wages. Meanwhile, the spread of innovation could remain tardy
because of poor communication and transport links between the integrating
regions. This combination would benefit the more rapidly growing regions to
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the detriment of poorer ones—an issue that resonates with the current Chinese
situation. Thus, while integration is regarded generally as desirable, unless it
proceeds far enough and in the right ways, a negative consequence of improved
integration could be the worsening of regional disparities, in turn threatening
the social stability and national unity that policymakers are trying to achieve.

Measuring the extent of integration in its various guises, let alone its costs
and benefits, is fraught with difficulties. If the definition of regional integration
was simplified to the removal of inter-regional trade barriers, the most direct
way to measure the extent of integration would be to examine the prevalence
of these barriers. The lack of tariffs, however, and other well-defined barriers
to trade within a single nation make this simple approach inappropriate for our
analysis here. Another direct approach examines inter-regional trade flows,
based on the assumption that integration will result in rising trade flows. This
method is problematic in China, given the paucity of inter-provincial trade
data, although some attempts have been made (Naughton 2003; Poncet 2003,
2005). It is also problematic to distinguish the impact of integration from other
factors influencing inter-regional trade, including transport costs and regional
endowments.

The production approach assumes that the more integrated the regions,
the more specialised the industry at the regional level, with changes in
specialisation taken as evidence of changes in integration over time (Young
2000; Bai et al. 2004). One obvious shortcoming here is that much trade between
regions can be intra-industry trade, which is consistent with similar industrial
structures, not different ones. Alternatively, the marginal returns approach
assesses factor returns in different regions, based on the assumption that these
should converge in an integrated market (Tan and Zhang 2005), while similar
methodologies can be used to assess price equality across regions, based on
the law of one price (Parsley and Wei 1996; Fan and Wei 2003). The business
cycle approach assumes that more closely integrated economies will exhibit
strongly correlated business cycles (Xu 2002; Xu and Voon 2003; Tang 1998),
and therefore focuses on the similarity of shocks across regions.

Of greater interest here, however, is the way in which shocks in one region
are transmitted to others, based on the idea that more integrated regions will
show stronger transmission of shocks. This brings us to the inter-regional
growth spillover approach, which is described and adopted below, and which,
simply speaking, seeks to identify how shocks to GDP in one region impact
on GDP in that region and on GDP elsewhere, and how those impacts are
transmitted over time. While this approach does not make it possible to draw
strong conclusions regarding the precise transmission mechanisms between
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regions—that is, which trickle-down or polarisation effects are dominant—it
does provide a useful starting point for further investigation into the issue.
Before attempting this, however, the next section reviews the literature on
regional integration in China during the Communist period.

Regional integration in Communist China3

Integration has been a central theme in explanations of economic development
in the United States and other countries. In each case, the relationship between
integration and development is complex and circular. Indeed, ‘integration
is perhaps best viewed not as a cause or result of development, but simply
as an aspect of development itself’ (Lyons 1987:14). This is the starting
observation made by Lyons—in his seminal work on China’s domestic market
integration—who describes how the particular nature of China’s planning
system during the command era (1953-78) caused ‘economic fragmentation’
(or disintegration) along regional lines. Unlike the standard Soviet plan, China’s
plan was formulated and implemented primarily along provincial, rather than
sectoral lines. The relative importance of regional units in the planning process
meant that if inter-regional coordination was deficient—which it was—the
disintegrative tendencies associated with compartmentalised planning would
be felt largely along regional lines.

Various policies pursued by central and local governments reinforced the
disintegrative nature of China’s provincially focused planning mechanism.
Donnithorne (1967) described how Mao Zedong’s principle of self-reliance
within administrative units created the incentive for self-sufficiency within those
units. This strengthened the tendency towards a ‘cellular economy’ in which
independent, comprehensive and relatively autarkic sub-systems at each and
every geographic and sectoral unit were designed to operate independently. One
negative consequence of this was increasing regional inequality, since ‘[i]n an
administrative unit where economic drive and entrepreneurship is [sic] plentiful,
the policy of self-reliance and self-sufficiency may give added encouragement
to local initiative. Where these qualities are scarce, the likelihood of repairing
this lack from elsewhere will be diminished’ (Donnithorne 1972:612). The cellular
economic structure and fragmentation that emerged during the period of
command planning left a strong and lasting mark on inter-provincial relations.
During the reform period, while the sources (and the wording) of the problem
have changed, ‘provincialism’, local protectionism and the consequent lack of
domestic market integration remain key policy issues.

The World Bank (1994) conducted the first major study of China’s internal
market developments during the reform period. Evidence of significant regional
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price differentials across a broad range of producer and consumer goods,
combined with declining inter-provincial trade and investment flows, limited
inter-provincial labour and capital mobility and bottlenecks in transport, led
the bank to conclude that China was far from realising the benefits of its
potentially large internal market. It called for the harmonisation of fees and
fines levied on inter-provincial trade, the prohibition of inter-provincial trade
barriers, changes in regulations affecting factor mobility and the removal of
residual price controls.

While some of these issues have since been resolved, the essence of the
problem remains, according to the World Bank’s (2005) extensive report on
the degree of integration in China’s product and factor markets. In product
markets, converging prices and increasing specialisation indicate increased
integration, but new forms of protectionism—in local government procurement
practices, for example—combined with the slow pace of institutional and
transport infrastructure development, continue to impede the spread of growth
across regions. Labour markets, while improving in recent years, still show
significant fragmentation across regions and sectors. The bank’s analysis
of capital markets shows not only large misallocations across regions and
sectors, it indicates that the degree of fragmentation has deteriorated over time.
Key problems that remain include underdeveloped capital markets and large
differences in the regulations and institutional and infrastructure environments
that affect the relative attractiveness of different localities.

Young (2000) blames the lack of internal integration on the incompleteness
of China’s economic reforms. He begins with a story of the ‘silkworm cocoon
war’ of the late 1980s, during which Zhejiang Province began to restrict the
sale of silk cocoons to other parts of China, and silk factories in neighbouring
Shanghai found it necessary to import raw silk from abroad. He then describes
more generally how incremental economic reforms that devolved power to local
governments resulted in competitive local industrial policies and the imposition
of avariety of barriers to inter-provincial trade. Evidence of converging provincial
industrial structures combined with fluctuating periods of converging and
diverging provincial prices leads Young to conclude that ‘the reform process
led to the fragmentation of the domestic market and the distortion of regional
production patterns away from comparative advantage’ (2000:1,091). Replace
‘reform’ with ‘planning’ and the phrase could just as well be in Lyons’ (1987)
seminal work on fragmentation during the planning period.

Naughton (2003) presents the most optimistic analysis to date, disputing
Young’s analysis in particular but also going against the tide in arguing that
China is a relatively well-integrated nation-state and is becoming more so over
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time. He makes the point that regional integration cannot be separated from
an understanding of enterprise reform, privatisation and marketisation, noting,
for example, that organisational changes at the enterprise level—such as
conversions of state firms to joint stock companies—are making it more costly
for local governments to intervene in market operations. While challenging the
views of most other authors, Naughton agrees that further efforts to integrate
the domestic market are called for, and he sees China’s challenge as consisting
of two types of integration.

The first consists of building adequate infrastructure to permit adequate

transport of bulky, energy-intensive commodities and fuels at reasonable cost.

The second consists of creating a unified competitive marketplace in which

enterprises can exploit productivity differentials and comparative advantage

so that the economy as a whole can reap gains from trade. Progress has been

made in these areas, but much more needs to be done (Naughton 2003:205).

There have inevitably been comparisons drawn between China’s—or, more
aptly, coastal China’'s—exceptional integration into the global economy and the
perceived lack of progress internally. About the same time as the first World
Bank study, Ash and Kueh (1993) noted that increasing integration of southern
China (Guangdong and Fujian) with Hong Kong and Taiwan contrasted with—
and could indeed have contributed to—poor internal integration in the sense
that backward and forward linkages between the south and the rest of China
remained weak. Poncet (2003) uses data on provincial trade flows to compare
the magnitude and evolution of Chinese provinces’ engagement in domestic
and international trade, and confirms Ash and Kueh'’s findings on a bigger scale
one decade later. She shows that China’s increasing openness in international
markets has gone hand in hand with internal fragmentation between 1987 and
1997, and concludes that while reforms obviously succeeded in promoting the
former, they have failed to reduce impediments to the latter.

Fu (2004 ) argues that the emphasis on foreign direct investment (FDI) driven
labour-intensive processing industries in the rapidly developing southeastern
coastal provinces has attracted relatively mobile and efficient resources from
the inland regions, but it has generated only limited linkages and weak spillovers
in return—thereby describing a situation in which polarisation effects are
dominating trickle down. Yao and Zhang (2001) confirm this, and attribute the
divergence in regional incomes to the slow process of spillovers from the coastal
region inwards. Hu and Jefferson (2002), drawing on evidence from China’s
electronic and textile industries, take this point a step further in establishing
that FDI enhances the productivity of the recipient firm, but it depresses that of
non-FDI firms, whether located nearby or not. While their findings suggest that
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non-FDI firms will eventually catch up in terms of productivity in the longer term,
the short-term implications are that trickle down is limited even within coastal
cities where FDI is concentrated, let alone across to other areas. In sum, there
seems to be ample evidence that the better-developed coastal region is becoming
better integrated with the rest of the world than it is with the rest of China.

That is not to say that transmissions of inter-regional growth are completely
absent within China. Ying (2000) uses provincial output data and finds the
strongest significant influence being exerted by Guangdong, which has
significant GDP growth correlations with four of its five contiguous provinces,
although, notably, two of those correlations are negative, not positive. Brun
et al. (2002) and Zhang and Felmingham (2002) find evidence of spillovers
from the coastal region to the central region and, in the latter, to the western
region as well. Groenewold et al. (2006) use annual GDP data for three regions
(coastal, central and western) and find strong spillovers from the coast to
the other regions and from the central to the western region, but none from
the western region to anywhere else. Groenewold et al. (forthcoming) extend
the analysis to six regions and conclude that the three core regions forming
China’s industrial heartland—the southeast, the Changjiang River region and
the Yellow River region—are relatively well interconnected. Even across these
regions, however, they find that the spillover effects are neither pervasive nor
strong, while effects are even weaker or entirely absent elsewhere.* Thus, while
there is some evidence that some growth is being transmitted from the better-
developed regions to the rest of the country, none of the results are indicative of
a highly integrated national economy in which the regions depend increasingly
on each other for their prosperity rather than on themselves alone.

China’s inter-regional growth spillovers

As the preceding section demonstrates, a wide range of approaches has been
used for assessing the strength of regional integration in China and researchers
are far from agreed on the extent of integration implied by their results. Despite
this diversity, one common theme appears to be that the regions making up
China’s industrial core are becoming more integrated with each other (and
with the rest of the world) than they are with the rest of the country. This
section provides the results of a spillover analysis to directly address the inter-
regional transmission of growth among China’s regions. The limited extent of
transmissions—as one of the key components of the integration issue—lends
further support to this developing consensus.

The model used to generate the estimates of inter-regional spillovers is a
VAR model estimated using data for six Chinese regions, given as follows:
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southeast, SE (Guangdong [including Hainan], Fujian and Guangxi); Changjiang
River, CR (Shanghai and Jiangsu, Zhejiang, Hubei, Hunan, Jiangxi and Anhui);
Yellow River, YR (Inner Mongolia, Henan, Shanxi, Beijing, Tianjin, Shandong
and Hebei); northeast, NE (Heilongjiang, Jilin and Liaoning); southwest, SW
(Yunnan, Guizhou, Sichuan and Chongging); and northwest, NW (Xinjiang,
Gansu, Qinghai, Ningxia and Shaanxi).® A map of the regions is provided in
Figure 10.1.

The results are based on the estimated VAR model in Groenewold et al.
2006. As argued there, the VAR model is well suited to our application: it does
not require a prior theoretical specification (an advantage when there are so
many competing theories) and it is parsimonious in its data requirements
(a decided advantage when working with Chinese data). The absence of a
theoretical framework does, however, have a cost in terms of interpretation,
which is necessarily more speculative than it would be had we estimated a
more complex structural model.

Figure 10.1 The six regions of mainland China
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The VAR model consists of a set of dynamic equations of the form
Yit = ﬂi() + ﬂilYlt—l + ﬁiZYZt-l +...+ ﬂinYnt—l + &in i=12.,n M

where the fis are constants to be estimated, Y, is log output for region i in period
t and g, is the error term for the ith region. More lags of each Y can be added
to the right-hand side without affecting the argument that follows.

The model parameters can be estimated from time-series data for regional
outputs. The estimated model is then used to analyse spillovers by shocking
one of the error terms (say, ¢) for one period and following through the effects
on all regional outputs in the current and subsequent periods. The effects of
a shock in period 7 to ¢; on regional outputs from time ¢ to some future time
(t+15in our analysis) are captured by impulse response functions (IRFs). There
will be n? IRFs associated with the mo