WORKING PAPER SERIES

IMPACT OF CHINA'S TRADE AND
FOREIGN INVESTMENT REFORMS

ON THE WORLD ECONOMY

Working Paper Number 17
October 1997

.* I Industrie Canada  Industry Canada




WORKING PAPER SERIES

IMPACT OF CHINA'S TRADE AND
FOREIGN INVESTMENT REFORMS

ON THE WORLD ECONOMY

by Winnie Lam, Industry Canada

Working Paper Number 17
October 1997

Aussi disponible en francais




Canadian Cataloguing in Publication Data
Lam, Winnie

Impact of China’s Trade and Foreign Investment Reforms
on the World Economy

(Working Paper; number 17)

Text in English and French on inverted pages.

Title on added t.p.: Incidence sur I'économie mondiale
des réformes en matiére d’'investissement étranger et
de commerce mises en oeuvre en Chine.

Includes bibliographical references.

ISBN 0-662-63184-6

No de cat. C21-24/17-1997

1. China -- Commerce.

2. China -- Commercial policy.

3. Investments, foreign -- China.

4. China -- Foreign economic relations.

5. Canada -- Commerce -- China.

I. Canada. Industry Canada

Il. Series: Working paper (Canada. Industry Canada).

HC426.92146 1997 382'.0951 C97-980382-9E

The views expressed in this working paper do not necessarily reflect those of Industry Canada or of the federal
government.

The list of titles available in thResearch Publications Prograamd details on how to obtain copies can be found at
the end of this document. Abstracts of industry Canada research volumes as well as abstracts and full text of
working papers, occasional papers, discussion papers and our quaterly neWBER€D, can be accessed via
STRATEGIsthe Department’s online business information site, at http://strategis.ic.gc.ca.

Comments should be addressed to:

Someshwar Rao

Director, Strategic Investment Analysis
Micro-Economic Policy Analysis
Industry Canada

235 Queen Street"Floor, West Tower
Ottawa (Ontario)

K1A OH5

Tel: (613) 941-8187

Fax: (613) 991-1261

E-mail: Rao.Someshwar@ic.gc.ca



TABLE DES MATI ERES
SOMMAIRE . [
1. INTRODUCTION .. e e e 1

2. EVOLUTION DU SECTEUR EXT ERIEUR DE LA CHINE ET SES
REPERCUSSIONS SUR LE CANADA, L'ASIE ET D’AUTRES ECONOMIES ..7
Importance accrue du commerce et de l'investissement étranger direct en Chine 7
Compétitivité changeante sur le plan de I'exportation en Chine......... 10
Relations changeantes en matiere de commerce et dinvestissement
interrégional bilatéral . . .......... ... . . . . 13

3. PORTEE DES RESTRICTIONS EN MATI ERE DE COMMERCE ET
D'INVESTISSEMENT ETRANGER IMPOSEES PARLACHINE ............ 27
Portée des restrictions au commerce imposeées par la Chine au milieu des années
1080 . .o 27
Restrictions au commerce imposées en Chine et distorsions des prix sur les
exportations canadiennes au début des années.1990................. 32
Portée des restrictions a I'investissement étranger au milieu des années 1980 .. 35

4, INCIDENCE DES REFORMES EN MATI ERE D’INVESTISSEMENT
ETRANGER ET DE COMMERCE MISES EN OEUVRE EN CHINE ......... 39
Effets de bien-étre : Réformes en matiére d’investissement étranger et de
commerce misesenoeuvreen Chine . ......... ... . . . . 42
Effets de la réforme en matiere de commerce mise en oeuvre en Chine sur la
structure du commercemondial. . . ........ ... . . 52
RESUME . . . 57

5. CONCLUSIONS .. e e 59

ANNEXE 3.A
EVALUATION DE LA PORT EE DES RESTRICTIONS AU COMMERCE
IMPOSEES EN CHINE AU MILIEUDESANNEES 1980 ................... 63

ANNEXE 3.B
RESTRICTIONS AU COMMERCE IMPOS EES EN CHINE ET DISTORSIONS
DES PRIX SUR DES GROUPES DE PRODUITS CHOISIS QUI TOUCHENT LE
CANADA (DEBUT DES ANNEES 1990) . . ...t e ettt e e e 73

ANNEXE 4.A , o o
MODELE D' EQUILIBRE G ENERAL APPLIQU E A PLUSIEURS PAYS. . ... .. 75



ANNEXE 4.B
EXPLICATION DE L’EFFET DE BIEN-ETRE N EGATIF SUR LE JAPON
DECOULANT DE L’ABOLITION DES RESTRICTIONS A
L'INVESTISSEMENT ETRANGER IMPOSEES EN CHINE
(EXPERIENCE B) ..ottt e e e e 87

BIBLIOGRAPHIE . . 89

PUBLICATIONS DE RECHERCHE D’'INDUSTRIE CANADA . ... ... ... . ... .... 93



TABLE OF CONTENTS

EXECUTIVE SUMMARY .. e e [

1. INTRODUCTION .. e e e e e e 1
2. CHINA’S EVOLVING EXTERNAL SECTOR AND ITS IMPLICATIONS FOR
CANADA, ASIA AND OTHER ECONOMIES ... ... .. i 7
Increased Significance of Trade and Foreign Direct Investment in China ... ... 7
Changing Export CompetitivenessinChina. .. ........................ 9

Changing Bilateral Inter-regional Trade and Investment Relationships. .. 13

3. THE EXTENT OF CHINA'S TRADE AND FOREIGN INVESTMENT

RESTRICTIONS .. e e 25
Extent of China’s Trade Restrictions: mid-1980s. .. ................... 25
China’s Trade Restrictions and Price Distortions on Canadian Exports:

early 1990S. . . ... 29
Extent of Foreign Investment Restrictions: mid-1980s................. 32

4. THE IMPACT OF CHINA'S TRADE AND FOREIGN INVESTMENT
REFORMS . 35
Welfare Effects: China’s Trade and Foreign Investment Reforms ........... 36
Effects of China’s Trade Reform on the Global Trade Structure ............ 46
SUMIMIA Y oottt e e e e e e 49

5. CONCLUSIONS .. e e 51

APPENDIX 3.A
ESTIMATING THE EXTENT OF CHINA'S TRADE RESTRICTIONS IN THE
MID 1980S . .. 53

APPENDIX 3.B
CHINA'S TRADE RESTRICTIONS AND PRICE DISTORTIONS ON
SELECTED PRODUCT GROUPS THAT AFFECT CANADA (EARLY 1990S) . 61

APPENDIX 4.A
A MULTI-COUNTRY APPLIED GENERAL EQUILIBRIUM MODEL  ....... 63



APPENDIX 4.B

EXPLANATION FOR THE NEGATIVE WELFARE EFFECT INDICATED FOR
JAPAN WITH THE ABOLITION OF CHINA'S FOREIGN INVESTMENT
RESTRICTIONS (EXPERIMENT B) . ... .. e 75

BIBLIOGRAPHY

INDUSTRY CANADA RESEARCH PUBLICATIONS ... ... 81



LIST OF FIGURES

Figure 1.1 Region’s Share in APEC Population, 1995. . . ............ ... . ... .... 2
Figure 1.2 China’s Total Exports and Imports, 1980-1994 .. ..................... 4
Figure 2.1 China’s Trade and Stock of Foreign Investmentas % of itsGDP ... .......... 7
Figure 2.2 Evolution of China’s Revealed Comparative Advantage, Broad Manufactured

Products, 1979/80 and 1989/90. . . . .. .. ... 10
Figure 2.3 China’s Share of World Exports in Selected Manufacturing Products,

1085-1900 . . .ot 11
Figure 2.4 China’s and Canada’s Revealed Comparative Advantage,

Selected Industries 1989/90 . . . . ... ... 14
Figure 2.5 RCA of Unskilled Labour-Intensive Goods for Selected Asia-Pacific

Countries, 1980-1992. . . . ... .. 15
Figure 2.6 Distribution of China’s Exports by Region, 1980-1993

(unadjusted for re-exports through HongKong) ......................... 16
Figure 2.7 Distribution of China’s Exports by Region, 1990

(adjusted for re-exports through HongKong) ............. ... .. ... ..... 17
Figure 2.8 Distribution of China’s Imports by Region, 1980-1993

(unadjusted for reexports through HongKong) ............ ... ... ...... 19
Figure 2.9 Distribution of Inward Foreign Investment Stock into China,

by Region, 1980 and 1993 . . . ... ... e 20
Figure 2.10  Distribution of Outward Foreign Investment Stock from China

by Region, 1980 and 1993 . . ... ... . e 21
Figure 2.11  Share of Canada’s Top Four Commodity Exports to China (1991-1995)

- at 6-Digit HS Classification Code . .......... ... . ... 23
Figure 3.1 Sectoral Import Restriction Indicator in China (mid-1980s) ............ 26
Figure 3.2 Sectoral Export Restriction Indicator in China (mid-1980s)............ 27
Figure 3.3 China’s and Other Regions’ Rates of Return (mid-1980s)............. 34
Figure 4.1 Welfare Effects of China’s Trade Reform, Foreign Investment Reform,

and Trade and Foreign Investment Reforms . ........................... 38
Figure 4.2 Terms of Trade Effects of China’s Trade Reform,

Foreign Investment Reform, and Trade and Foreign Investment Reforms . . ... 39
Figure 4.3 Global Efficiency Gains from China’s Trade Reform,

Foreign Investment Reform, and Trade and Foreign Investment Reforms . . ... 41
Figure 4.4 Changes in the Rates of Return after China’s Foreign Investment Reform,

and Trade and Foreign Investment Reforms . ........................... 42
Figure 4.5 Capital Service Inflows to China after China’s Foreign Investment Reform,

and Trade and Foreign Investment Reforms . ........................... 43
Figure 4.6 Regional Capital Service Outflows to China after China’s Foreign Investment

Reform, and Trade and Foreign Investment Reforms ..................... 44
Figure A4.1 Production Structure ineach sector. . .............. .. 65

Figure A4.2 Nesting Structure used in Household Utility Functions . ... ............ 69



Table 1.1
Table 2.1
Table 2.2
Table 3.1
Table 3.2

Table 4.1
Table 4.2

Table A3.1

Table A3.2

LIST OF TABLES

Gross Domestic Product in China, APEC and Selected Economies —. 1934

China’s Merchandise Trade, 1980-1994. ... . ... ... . .. 7
China’s Foreign Direct Investment Stock, 1980-1993.................. 8
Matching of Commodity Classification in the model

with UN SITC Classification Codes. . .......... .. .. 29
China’s Trade Restrictions and Price Distortions on Selected Products

that Affect Canada (early 1990s) . .. ... ... 31
Regional Classificationinthe Model .. ......... ... ... .. ... .. ... ...... 36
Changes in Sectoral Trade Patterns arising from China’s Trade Reform Alone
(EXpPeriment A) ... 47
Determination of the Price Wedges between China’s Domestic Market Prices
and International Prices in China’s Export Sectors in the mid-1980s. ... 55

Determination of the Price Wedges between China’s Domestic Market Prices
and International Prices in China’s Import Sectors in the mid-1980s. . . .. 58



EXECUTIVE SUMMARY

China’s population is huge, encompassing over one-fifth of the world population in 1995. The
country is the fastest growing economy in the world with a double-digit average annual real
growth rate of 11% between 1980-1994. In 1995, China was the world’s 11th largest trading
nation. China was also the second largest recipient of foreign direct investment among all the
APEC economies in 1992, taking up 6.8% of the world’s total.

The re-entrance of China into the international trading arena invites many trading and
investment opportunities for other countries, especially with per capita income in China still at a
low level of US$451 in 1994. Canada and other countries are expected to gain directly from
increased trade and investment relationships with China, and indirectly through the spillover
effects that other economies might benefit. Less-developed countries and other former command
economies can also learn from China’s experience as they undertake reforms in their own foreign
sector.

The significance of China’s opening up to the global trading system warrants an in-depth
empirical analysis. To achieve this objective, this study closely examines the hypothetical
scenario in which China TOTALLY removes all its trade and foreign investment restrictions.
The implications for China as well as for other trading nations are investigated using the
computational general equilibrium technique. A secondary objective is to provide some
perspective on the current evolving state of the Chinese external sector and its significance for
Canada, Asia, and other economies. Following are some of the major findings of this study:

. For ALL regions, the results of the model used strongly suggest a positive complementary
effect between China’s trade reform and foreign investment reform. Though the model
shows that EVERY region benefits from China’s trade reform and foreign investment
reform, it further indicates that gains augment substantially for ALL regions if China
simultaneously implements both reforms.

. Though the potential of expanding trading opportunities between Canada and China can
be enormous, at the moment China’s import restrictions and price controls are still
inhibiting many major and potential exports from Canada to China. To a certain extent,
Canada’s import restrictions in labour-intensive goods (e.g., clothing, fabrics, and
footwear) are restraining China’s exports to Canada in these areas.

. China’s trade and investment ties with the U.S. and especially with Hong Kong in Asia
have significantly strengthened. Canada is expected to benefit from the indirect effects of
gains made by U.S. and Asian economies through China’s foreign sector reforms.
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In policy terms, the findings strongly support the complete removal of China’s trade
barriers, both for the sake of China and for other economies, including Canada. More
significantly, the model results point to the importance of implementing a comprehensive reform
package in China. China’s trade and foreign investment reforms complement each other
positively in the fact that welfare gains increase significantly for ALL regions when China
performs both reforms jointly rather than separately. Lastly, it is hoped that China’s successful
experience can provide some optimism for less-developed countries and former command
economies as they embark on their own foreign sector reforms.



1. INTRODUCTION

China’s population stands at 1.2 billion in 1995. This figure amounts to 21% of the
world population or slightly over 55% of the entire Asia Pacific Economic Cooperation (APEC)
region (Figure 1.1). The country’s average annual real growth rate was 11% between 1980-1994,
surpassing even the four Asian tigers and the Association of Southeast Asian Nations (ASEAN)
(Table 1.1). The opening of the Chinese economy to the international trading arena becomes a
pertinent subject on both the domestic and international front. China has captured the attention
of its Asian neighbouring countries as well as every other nation in the world. Within a short
span of less than two decades, China has evolved from an almost closed economy into one in
which foreign trade and foreign investments have played dominant roles.

Merchandise trade as a percent of China’s GDP rose from 12.4% in 1980 to 50.0% in
1994. In this respect, China has become a more open economy than the United States (at 16.7%)
or even the APEC economies (at 24.3%) in 1994. Total exports from China multiplied by 6.2
between 1980 and 1994, at US$120 billion in 1994. China’s increase in total imports is equally
impressive, rising by 6.9 times to US$140 billion in 1994 (Figure 1.2).

Among the APEC economies, China was the second largest recipient of foreign direct
investment in 1992, taking up 6.8% of the world’s total. This figure is slightly smaller than the
United States, which took up 7.0% of the world’s total in the same year. Many trade and
investment opportunities abound in China’s dynamic and enormous economy, especially when
the country’s per capita income remains at a low level of US$#51994, the lowest among all
the APEC economies (Table 1.1).

! Different methods of measurement result in divergent estimates for China’s GDP per
capita. Regardless of the approach, China’s income level is still comparatively low by world
standards. According to the figures reported in the World Development Report, the dollar GDP
per capita in China remained in the range of US$300 to US$700 during the mid-1980s to 1991.
By comparison, using the purchasing power parity approach formulated by the United Nations
International Comparison Program, the estimated dollar per capita GDP of China in 1986 was
US$1,044. See Ruoen and Kai (1994).
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Figure 1.1
n's Share in EC ulation, 1995

Non-Asia APEC
19.6%

ASEAN
15.8%

Asian NICs
3.5%

Source: Industry Canada compilations using data from various sources.
Note: 1995 APEC share in world population: 38.3%
1995 World Population: 5.7 billion

APEC: Asia Pacific Economic Cooperation
ASEAN: Association of Southeast Asian Nations
NICs: Newly Industrialized Countries
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Table 1.1
Gross Domestic Product in China, APEC and Selected Economies — 1994
GDP GDP per capita Average Annual
(US$ billions) Real Growth Rate
1980-1994
Asia APEC
China 540.9 451 11.0
Asian NICs 824.2 11,053 7.9
ASEAN 459.2 1,359 5.5
Japan 4.690.0 3,7550 33
Non-Asia APEC
Canada 547.2 18,628 2.8
United States 6,935.7 26,570 2.9
Mexico 357.9 4,095 1.4
Oceania 388.2 15,104 2.67
APEC 14,392.3 6,602 3.6
EU 7,029.0 18,948 2.0

Source: Industry Canada compilations using data from various sources; DRI (1997).

Note: ° Figures for GDP per capita are calculated based on the 1994 GDP figures and
1995 population figures.

*k

1980-1992 figures.

EU: European Union
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Figure 1.2
China's Total Exports and Imports, 1 -1

USS$ billions

Source: World Trade Database, Statistics Canada.

At present, Canada’s trade and investment linkages with China are weak. China took up
a mere 1% of Canada’s total merchandise trade in 1993. At the same time, China accounted for
only 0.15% of Canada’s inward and outward direct investment stock. This notwithstanding
given China’s huge market potential and its continual effort to liberalize fully its trade and
foreign investment regimes, Canada’s future trade and investment prospects with China cannot
be underestimated. Indirectly, considering the dynamic and growing trade and foreign
investment relationships that Canada has with some of China’s most important Asian trading
partners, Canada is expected to enjoy the spillover effects of potential benefits accruing to these
Asian economies as a result of China’s foreign sector reforms.

This study primarily asks the following hypothetical question: What is the impact if
China TOTALLY relaxes its trade and foreign investment policy constraints? How would this
affect China, Asia and other trading nations, including Canada? To answer these questions, this
study adopts the computational general equilibrium (CGE) approach. Furthermore, some
background is provided to understand the current evolving state of the Chinese external sector
and its implications for Canada, Asia and other economies. China’s outstanding trade barriers
and price distortions that might have impeded the expansion of some of Canada’s exports to
China are also highlighted.
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This study begins by examining the increased significance of trade and investment, the
changing comparative advantage of China, and the changing inter-regional relationship in trade
and investment between China and Hong Kong, Canada as well as other economies after 1978.
The next section documents the extent of the trade and foreign investment restrictions in China in
the mid-1980s, which marks the starting point for the simulation exercise using the CGE model.
Current trade barriers and other policy distortions that influence Canada'’s exports to China are
also discussed. The model results are analysed in Section IV, which discusses the effects on
welfare and trade that might result through the total abolition of China’s trade and foreign
investment restrictions. Special emphasis is placed on the importance of the interaction between
these two reforms and their impact on China and other economies. The last section summarizes
the main findings of this study and suggests some policy responses for Canada and other
economies.



2. CHINA'S EVOLVING EXTERNAL SECTOR AND ITS IMPLICATIONS FOR
CANADA, ASIA AND OTHER ECONOMIES

China’s trade and foreign investment reforms have brought about far-reaching effects in
the economy’s external sector. China’s foreign activities have become much more significant in
the country, which is fast becoming a very important player in the global trading system.
Distinctive changes have occurred in China’s export competitiveness. China has also become
more closely linked with other countries. This section examines some of these important
changes in the Chinese economy and their impact on other countries.

A. Increased Significance of Trade and Foreign Direct Investment in China

Since China’s trade reform, the country has become a much more trade-reliant economy
with phenomenal trade growth. China is quickly becoming a significant trading partner in APEC
and in the world. This is in contrast to 1980, when China was a relatively closed economy with
merchandise trade valued at US$37 billion. Merchandise trade as a percent of China’s GDP was
only 12.4% at that time, the lowest among all APEC economies. In 1994, China’s merchandise
trade climbed to US$260.1 billion and its trade as a percentage to the country’s GDP more than
guadrupled to 50.0% between 1980 and 1994 (Figure 2.1, Table 2.1). By 1995, China was the
world’s 11th largest trading natidn.

Between 1980 and 1994, China’s exports grew from US$19.3 billion to US$119.8 billion,
enabling China’s share of exports to its GDP to more than triple from 6.5% in 1980 to 22.9% in
1994. Among all the APEC economies, China’s export growth was the second fastest, lagging
only behind Hong Kong during the 1980-1992 period. Since 1992, China has become the sixth
largest exporter among all the 18 APEC member economies. Between 1980 and 1994, imports
into China grew at a phenomenal 6.9 times, from US$17.7 billion to US$140.3 billion. During
that same period, imports as a percent of China’s GDP rose almost five times, at 26.9% in 1994.
Import growth in China was the most impressive among all the APEC economies between 1980-
1992. By 1992, China ranked as the fifth largest importer among all the APEC economies
(Table 2.1).

2 Sutton and zhili Ge (1996).
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Figure 2.1
China's Tr nd Stock of Foreign Investment
S fits G
% of China’s GDP
60
TRADE
50
40
30
20 Foreign
Investment
; .
1980 1994 1980 1993

Source: Industry Canada compilations using data from various sources.

Table 2.1
China’s Merchandise Trade, 1980-1994
Exports Imports Total
1980 _1994 [ 1980 ~19941 1980 ~1994
Value (US$b) 19.3 119.8 | 17.7 140.837.0 260.1
% of GDP 6.5 229 | 5.9 26.912.4 49.8

Source: Ahmad, Rao, and Barnes (1996); World Trade Database, Statistics Canada.

Since China opened its economy, it has been very successful in attracting foreign direct
investment, as indicated in the stark contrast between the 1980s and early 1990s. In 1980,
accumulated foreign direct investment into China was US$1.8 billion, or 0.6% of the country’s
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GDP. During 1981-1986, the annual average foreign investment into China accounted for only
1.8% of total world flows. This figure was considerably lower than China’s neighbouring
countries; the Asian Newly Industrialized Countries (NICs) (4.3% of the total world investment
flows) and the ASEAN (2.8%). By 1993, accumulated foreign investment into China increased
substantially to US$65.9 billion. Between 1980 and 1993, the share of inward foreign
investment stock as a percent of China’'s GDP increased by 18 times from a negligible 0.6% in
1980 to 11.0% in 1993. In 1992, China was the second largest foreign investment recipient
among all APEC economies, absorbing 6.8% of total world investment flows and surpassing
even the Asian NICs (at 5.5%) and the ASEAN (at 5.3%). At the same time, China was also
becoming an important capital exporting country among developing countries. China’s
investment abroad rose from US$0.1 billion in 1980 to US$2.1 billion in 1993 (Figure 2.1,
Table 2.2).

The re-entrance of China into the global trading system has led the country to emerge
quickly as an important player in the international trading scene. Evidently, it is increasingly
important for other nations to recognize the significance of the Chinese market and to seek out
trade and investment opportunities with the country. In this regard, Canada’s attempt to increase
its trade and foreign investment ties with China will certainly bear fruit for both countries in the
near future.

Table 2.2
China’s Foreign Direct Investment Stock, 1980-1993
Inward into China | Outward from China Total
1980 1993 1980 1993 1980 1993
Value (US$b) 1.8 65.p 0.1 21 1.9 68.[p
% of GDP 0.6 11.p 0.0 0.3 0.6 11.8
Source: Industry Canada compilations using data from various sources; Ahmad, Rao,

and Barnes (1996).
B. Changing Export Competitiveness in China

The removal of trade distortions in China has given rise to greater exportation in China in
accordance with the country’s comparative advantage. Figure 2.2 illustrates the changes in
China’s revealed comparative advantage (RCA) for 18 product categories during the decade of
1979/80 to 1989/90. The RCA index of a commodity group is the share of the commodity group
in an economy’s total exports divided by that commodity’s share of world exports. Broadly
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speaking, an RCA index above one (1) indicates that the country has a comparative advantage in
a particular product. However, government policy distortions might have affected the level of
the RCA index.

Between 1979/80 and 1989/90, the three most dynamic sectors bringing about a rise in
RCA indices in China were clothing, footwear, and miscellaneous manufactures (including toys
and sporting goods). The share of these goods in China’s total exports rose dramatically from
16% in 1985 to more than 35% in 1990. China’s export of these goods accounted for the
country’s increasingly significant share of world exports (Figure 2.3). Despite the decline in the
RCA index in textiles, yarns, and fabrics between 1979/80 and 1989/90, China’s comparative
advantage in this sector remains strong. These developments suggest that China has been
exporting more in line with its comparative advantage in traditional labour-intensive goods.

China has always been promoting and targeting the export of goods in capital-intensive
and high-tech sectors. Since its reforms the progressive reduction in export subsidies and fiscal
incentives in these industrial sectors have actually led to a decline in the aggregate RCA index of
these industries; from 0.41 in 1979/80 to 0.24 in 1989/90. Between 1979/80 and 1989/90, there
have been noticeable declines in the RCA indices in the chemical and petroleum industries. The
RCA indices for non-electrical machinery and transport equipment remained substantially below
unity.® From Figure 2.2 it is clear that China’s comparative advantage in paper products and
basic metals has always been weak.

® Note that the surge in the RCA index for electrical equipment between 1979/80 and
1989/90 in China is almost exclusively because of the expansion of assembly operations in such
product categories as radio receivers, telecommunications equipment, electrical space heaters,
and domestic electrical goods (refrigerators and washing machines). These products accounted
for about 75% of all China’s exports of electrical equipment in the early 1990s.

* This analysis on the changing comparative advantage in China relies heavily on the
material provided in World Bank (1994).
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Figure 2.2
Evolution of China's Revealed Comparativ vant (RCA),
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Figure 2.3
China's Share of World Exports in
Selected Manufactured Products, 1985-1990

China’s Share of World Exports

Footw

1985 1986 1987 1988 1989 1990

Source: World Bank (1994).
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For Canada, this means there are enormous potential opportunities for expanding trade with
China. In 1990, some of the product categories in which Canada has comparative advantages are
those in which China is not competitive and vice versa (Figure 2.4). While Canada’s RCA indices
are low in textile and miscellaneous manufactures, China’s competitiveness in these areas is strong.
Though there is no readily available information on the RCA index of clothing and footwear for
Canada in the early 1990s, it can be safely assumed that Canada’s RCA index in this category lags
significantly behind China’s RCA index. Canada shows very strong competitiveness in wood
products, paper products and transport equipment. Canada’s export potential to China in these
areas looks very promising. As compared with China, the RCA index for petroleum refining and
basic metals in Canada are also relatively strong.

While there is a continual increase in China’s comparative advantage toward low-skilled
labour-intensive exports throughout the 1980s, the opposite trend is evident in Taiwan, Hong
Kong, and the Republic of Korea (Figure 2.5). The opening of the Chinese economy coupled with
successive increases in unit labour costs in the more advanced Asian economies have forced these
economies to move into the exportation of skilled-labour and capital-intensive products. The
different states of economic development in China and the Asian NICs offer promising new
possibilities of expanding trade opportunities between the two regions. Meanwhile, the attempt of
the ASEAN countries to diversify away from resources into exporting labour-intensive
manufactures in the 1980s has met with strong competition through the expansion of Chinese
exports in similar products. Though increasing slightly, the RCA index of unskilled labour-
intensive goods for the ASEAN remained below one (1) in the early 1990s (Figure 2.5).

C. Changing Bilateral Inter-regional Trade and Investment Relationships

Since China’s open door policy, the deeper integration of the Chinese and Hong Kong
economies has been much stronger and deeper. Hong Kong’s role as the trade intermediary
between China and the rest of the world has been strengthened further. Foreign direct investment
from Hong Kong into China has been linked directly with the export-oriented activities in China
and has contributed significantly to China’s export success.

China’s trade reform has given Hong Kong an increasingly important role as a conduit for
facilitating trade between China and the rest of the world. In 1993, China’s exports to Hong Kong
accounted for a significant 26% share (or US$25 billion) of total Chinese exports (Figure 2.6).
Nevertheless, this is misleading because Hong Kong has served increasingly as a gateway for
Chinese exports rather than as a consumer of such exports. In 1984, China’s exports to Hong
Kong were US$6.9 billion, 47.8% of which was re-exported to other countries through Hong
Kong. By 1990, 88 percent (or US$29 billion) of China’s exports to Hong Kong was re-exported.
Adjusting for Hong Kong’s re-export of Chinese products, Hong Kong’s share of China’s total
exports actually fell from about 14% in 1984 to 6% in 1990 (Figure 2.7). Taking into account
these re-exports, China’s exports to the U.S. and the European Community (EC) grew the fastest to
become China’s first and second largest export market in 1990. Japan was
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Figure 2.4
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Figure 2.5
RCA of Unskilled Labour-Intensive Goods for
Selected Asia-Pacific Countries, 1980-1992
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Figure 2.6

Distribution of China's Exports by Region, 1980-1993
(unadjusted for re-exports through Hong Kong)
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Figure 2.7

Distribution of China's Exports by Region, 1990
(adjusted for re-exports through Hong Kong)
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China’s third largest export market, absorbing 11.5% of China’s total exports. The ASEAN
remained a small export market for the Chinese economy.

The picture is similar on the import side. Figure 2.8, which is unadjusted for re-exports
through Hong Kong, indicates that between 1980-1993 the share of China’s imports from Hong
Kong rose almost five-fold to 33.4%, or US$43.4 billion in 1993. After the adjustment, almost
all of the 27% (or US$14.4 billion) of China’s imports reportedly to have come from Hong Kong
consisted of re-exports from other places of origin in 1990 (World Bank, 1994). Taking into
account these re-exports, Japan became China’s largest supplier, accounting for 20% of China’s
total imports in 1990. The second largest supplier of Chinese imports was the U.S. and the EC
each accounting for about 15% of China’s imports in 1990 (World Bank, 1994).

Hong Kong’s contribution toward supporting China’s growing trade position goes beyond
being China’s trade intermediary. Hong Kong’s accumulated foreign investment in China has
grown tremendously, from US$863.4 million in 1980 to US$41.5 billion in 1993. Furthermore,
Hong Kong’s share of China’s total inward foreign investment stock grew from 48.9% in 1980 to
63.0% in 1993 (Figure 2.9). Most of these investments from Hong Kong have been directed to
the export-oriented activities in China. This is a case in which foreign direct investment
complements a country’s export performance; mutual benefits are yielded for both the host and
home economies. While China benefits from Hong Kong’s human capital resources, managerial
skills and marketing network, Hong Kong gains from the vast resources of much cheaper land
and labour costs in China. Accumulated foreign investment from China to Hong Kong rose from
US$24.3 million in 1980 to US$562.8 million in 1993 (Figure 2.10). China’s investment in
Hong Kong is primarily designed to utilize the middleman services of Hong Kong (Sung, 1996).
Clearly, foreign sector reforms in China bring about significant benefits both to Hong Kong and
China. The growing mutual dependence between the two economies can also be expected to
continue into the future.

Despite considerable growth in trade between China and Canada since the early 1980s,
Canada remains a small trading partner of China. The growth in trade between the two countries
has not been as rapid as the growth of trade between China and the rest of the world. Canada has
generally recorded an annual trade surplus with China of about US$1 billion. Since 1992,
however, the situation has been reversed (Sutton and Ge, 1996).

Adjusting for re-exports through Hong Kong, exports from China to Canada reached
US$1.2 billion in 1990, or 2% of China’s total exports (Figure 2.7). Apparel and fabrics
accounted for more than half of China’s total exports to Canada. In 1991, 18.4% of Canada’s
total clothing imports were from China. If Multi-fibre Agreement import restrictions were
eliminated, this figure might have been even higher. Recently, other rapidly growing imports
from China to Canada include miscellaneous manufactures (jewellery, toys, etc.), electrical
manufactures, manufactured housing fixtures and bicycles (Sutton and Ge, 1996).
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Figure 2.8

Distribution of China's Imports by Region, 1980-1993
(unadjusted for re-exports through Hong Kong)
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Figure 2.9
Distribution of Inward Foreign Investment Stock
into China, by Region, 1980 and 1993
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Figure 2.10

Distribution of Outward Foreign Investment Stock
from China, by Region, 1980 and 1993
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Instead of a steady increase in Canadian exports to China since the opening of the
Chinese economy, Canadian exports to China tend to fluctuate from year to year. Canada’s
exports to China were valued at about US$2.2 billion in 1994, up from US$1.2 billion in 1984,
and down from a record US$2.6 billion in 1988 (Sutton and Ge, 1996). Part of the reason is the
heavy reliance of Canada on exporting only a few commodities to China. Figure 2.11 indicates
that during 1991-1995, the largest four commaodities exported by Canada to China at the 6-digit
HS classification code already constitute between 56% to 71% of Canada’s total exports to the
country per annum. These are wheat and meslin (27.5% to 57p@fie)ssium chloride (3.9% to
10.1%), electrical apparatus for telephone (2.7% to 17.5%), and pulp and waste paper (7.1% to
9.4%). Moreover, Canada’s exports to the country have not diversified into areas identified to
have high export potential (e.g., wood products, paper products, basic metals, and transport
equipmentf. Section Il elaborates how restrictive trade constraints and price distortions in
China may still be constraining the diversification and expansion of Canada’s exports to the
country.

In absolute terms, investments between China and Canada remain small. Accumulated
investment from Canada to China amounted to US$263.6 million in 1993, or 0.4% of China’s
total. The stock of Chinese investment in Canada was US$111.3 million, or 5.3% of China’s
total (Figures 2.9 and 2.10). To foster Canada’s investment relationship with China, Canada has
a distinct advantage of having a large pool of skilled immigrants from Hong Kong. There are
now about 750,000 Chinese in Canada, 90 percent of whom are of Cantonese origin. In 1993
alone, the number of immigrants in Canada from Hong Kong totalled 37,000. About 40,000
Canadians reside in Hong Kong (Grant and MacLure, 1995). Given the unique role of Hong
Kong as the link between China and other countries, the prospect of furthering business ties
between China and Canada could be as good as Canada’s ability to utilize these human resources
from Hong Kong.

® The fluctuation of Canada’s exports to China stems partially from the importance of
Canada’s exports of wheat and meslin to the country which tends to vary according to China’s
own production shortfalls.

® For the identification of these products, refer to Figure 2.4 and the section on Changing
Export Competitiveness in China.
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Figure 2.11:
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It has been noted that after adjusting for re-exports through Hong Kong, the U.S. has
become one of the most significant export markets and import suppliers of China. With the
heavy reliance of the Canadian economy on the U.S., Canada will also benefit indirectly as the
U.S. profits from cheaper imports and increased exports as a result of China’s trade reform.
Similarly, given the dynamic growth and increased trade and investment ties that Canada has
with Japan, Hong Kong, and the Asian NICs at large, Canada is also expected to enjoy spillover
effects from benefits that these Asian economies might derive from China’s foreign sector
reforms.



3. THE EXTENT OF CHINA'S TRADE AND FOREIGN INVESTMENT
RESTRICTIONS

The purpose of this section is to estimate the extent of China’s sectoral trade restrictions
as well as its foreign investment restrictions at the original equilibrium starting in the mid-
1980s’ These estimates are used as policy parameters in specifications for the model. The first
sub-section provides the methodology and the resulting estimates of the extent of China’s trade
restrictions in the mid-1980s. Trade restrictions and price distortions in China that might have
impeded the expansion of some of Canada’s exports to China in recent years are also discussed.
The second sub-section estimates the extent of China’s foreign investment restrictions in the
mid-1980s.

A. Extent of China’s Trade Restrictions: mid 1980s

The complex nature of the Chinese economy combines the legacy of a rigid, centrally
planned regime with features of a less-developed economy. This makes the effects of China’s
trade policy restrictions not readily observable let alone transparent. Trade policy instruments
such as tariffs, licensing, trade taxes and subsidies provide no immediate indication of their trade
inhibiting effects in such a two-tier planned/market price system, dual exchange rate regime and
administered trade plan.

A more straightforward approach to quantify the extent of Chinese trade restrictions is to
use one overall distortive measure — to estimate the difference between China’s domestic
market price and the international price. This is the approach taken by this study. Figures 3.1
and 3.2 give a graphical representation of the estimated sectoral price differences between the
Chinese market price and the world price for Chinese import and export sectors in the mid-
1980s. A more detailed discussion is provided in Appendix 3.A.

The sectoral import restriction indicator is calculated as the difference between the higher
average sectoral Chinese market price and the lower average sectoral international price. The
larger the price gap, the more restrictive the sector. The estimated gaps between these two prices
in the agricultural (30.3%) and light-industrial-goods (33%) settoesfairly substantial. With

" China’s foreign section reform started in the late 1970s. To capture the full effects of
China transferring from a enclosed autarkic state into an open economy, the base model is
constructed to incorporate China’s trade and foreign investment restrictions in the earlier years of
the mid-1980s in which the reforms were still relatively pre-mature (and in which data is
available) instead of some later years in the 1980s.

8 Table 3.1 corresponds the sectoral classification used in this study with UN SITC
classification codes.
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Figure 3.1

Sectoral Import Restriction Indicator in China (mid-1980s)
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A sectoral import restriction indicator is calculated as the percentage change between the higher average Chinese market price
and the lower average international price for major categories in a particular sector. This sectoral price difference can be
interpreted as being influenced by an ad valorem tariff rate or the per unit rent associated with the quantitive import restriction in ¢
more restrictive sector is represented by a larger percentage change between the two average prices. For details, see text

and Appendix 3.A.

In the basic intermedia