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ABSTRACT

Integrating economic, political and socio-cultucahsiderations, this thesis identifies the
key determinants of China’s trade balance witheawto drawing policy implications that

can assist in correcting China’s excessive tradal st

China’s economic reforms and open-door policy dberpast three decades have led to
its fast economic growth and concomitant rapiddragpansion. While China’s trade was
largely in balance (a modest surplus) from theyeB®R0s to the early 2000s, a large and
persistent trade surplus has emerged since 2004.stiplus has now been widely
regarded as excessive and harmful to China’s mecnmeny, for the following reasons.
(1) A large and persistent trade surplus could leagroblems of domestic excessive
liquidity and high inflation; leaving limited roorfor the Chinese government to use
monetary and fiscal policies to manage its macnmeect. (2) An over-reliance on
external demand could leave the Chinese econommeralble to external shocks. (3) The
large trade surplus could worsen China’s tradetiogla with its trading partners. All of
these could affect China’s sustainable economiwtroA sustainable growth of China’s
economy, however, is crucially important not ordy €hina itself due to the employment
pressure resulting from the huge population but &s the rest of the world given that
China has been one of the major economic engiragrilosuting to economic growth
elsewhere around the globe. Hence, it is utterlperative for China to curtail the
excessive surplus in order to lessen any potefdige-scale damages to the Chinese
economy. To reduce the surplus, understandingetisrohinants is essential. So far, there
is still a dearth of comprehensive examination @ kleterminants that have resulted in

China’s excessive trade surplus. This study istemgot to fill this void.

Many factors can affect the balance of trade okwetbping country like China where
peculiar circumstances exist. They can be econdmpmlitical, or even social and
cultural. Available studies on China’s trade batamend to focus largely on economic
factors. This study, embracing a multi-faceted viewamines not only economical, but

also political, social and cultural factors thatynaffect China’s trade balance. Such a

vi



comprehensive analysis generates valuable insigiatshe mechanism by which China’s
trade balance may have been affected. It was misduable for the design and conduct of
empirical analysis for this study, which focusedwamifying the relations between trade

balance and a number of important economic vargable

For the empirical analysis, an integrated multirotel approach was developed, building
on existing trade balance literature. The main nk&nincluded in this approach, through
which economic determinants may affect the balasfcerade, include: the supply-side
channel, the demand-side channel and the relatiiee peffect. The empirical

investigations were carried out to assess how skeye economic determinants, as
identified from earlier comprehensive analysis,eefff China’s trade surplus at both
aggregate and disaggregate levels. To better meediserimpact of productive capacity
and the relative price effect on trade balances #tudy augmented the conventional
model of trade balance by incorporating the vaeshbdf FDI and labour cost into the

econometric analysis.

The econometric modelling with aggregate data Hevé@e existence of long-run
equilibrium between trade balance and domesticnigoforeign income, exchange
rate and FDI. The results suggest that changeshina@ trade balance are chiefly
dominated by income movements at home and abrdaldh&s a short-run impact on
China’s trade balance but the long-run effect issignificant. Real effective exchange
rate, which represents the relative price effeogsdnot seem to have a significant

impact on China’s trade balance in both the londysrort run.

Using disaggregate data, the actual level of Chirfdlateral trade balance with its
major trading partners is re-estimated using Hoogds re-export data. Four major
variables: FDI, exchange rate, relative income a@ldtive unit labour cost are
incorporated into the econometric model. The resudiveal two new significant
determinants of China’s trade balance: labour andtFDI. The low labour cost has a
much greater impact on China’s trade surplus, ¥atid by FDI. The impact of the
exchange rate, though important, but again notiisat as many others have claimed.
The impact of income on China’s trade balancess aresented but not as significant

as revealed in the aggregate analysis.
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This study makes the following important contrilouis to the trade balance literature.
(1) It emphasises the importance of analysing tiaalence determinants by going
beyond economic factors and also including politisacial and cultural factors for
countries like China where peculiar situations piey(2) It proposed a multi-channel
and multi-perspective conceptual framework for drettientifying economic factors
that may affect a country’s trade balance. (3Jdtsato the understanding of empirical
relationships between key economic determinantsraige balance with findings from

econometric modelling using both aggregate andydresyate data.

The findings of this study have important implicats for China to curtail its excessive
trade surplus. The most effective way to reducen€hitrade surplus is to boost the
disposable income of Chinese consumers, espetielle low-income consumers, so
that they can afford to consume more. To inducehdrigdomestic consumption,
innovative policy instruments have to be devisedhannel more income to ordinary
consumers, especially those low-income consumbrsugh significantly increased
investments to improve social security, to proviol@-cost education and health care,
and to provide other public goods that help ordingeople to reduce their cost of
living. In the meantime, measures have to be ddvasal effectively implemented to

ensure wage-earners obtain an equitable share aficbme they generate.

In addition to boosting ordinary people’s incoméectly and indirectly, some other

measures should also be considered in order tcwee@hina’s trade surplus. In terms of

FDI, it probably no longer makes any sense for @hprovide incentives to attract any

inflow FDI (especially, those low value-adding pessing trade and heavy polluters).

Instead, policy incentives may be used to attrawtard FDI that are technologically

intensive and advanced so to help China to pratectnvironment, develop renewable

energy, and produce high-valued products. Furtihesjll also be useful for China to

relax exchange rate control. The Chinese yuan dhbelallowed to float more freely

against other currencies; letting the market foltt@ge a major play in determining the

value of the yuan.
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Chapter 1 Introduction

1.1 Introduction

China’s large trade surplus accumulated in receatrsy has prompted a strong need to
assess the determinants of its trade balance.tfidsss investigates the key determinants
of China’s trade balance integrating socio-cultupallitical and economic aspects. The
overall aim is to draw policy implications that cassist in correcting China’s excessive

trade surplus.

In less than three decades, China has grown frariimdna negligible role in world trade
to being one of the world’s largest exporters. Darthe first few years after the economic
reform that began in 1979, China often had tradiitke But after 1994, a trade surplus
started to emerge and gradually gathered momerBetween 2004 and 2008, China’s
trade surplus, as a percentage of GDP, has incréama 2% in 2004 to 7% in 2008. The
absolute value of the trade surplus (goods andcss)vin 2008 is $32.10 billion, nearly
ten times the amount of the trade surplus in 2@®kpite shrinking demand caused by
the global financial crisis of 2008-2009, Chinasidl experiencing a large amount of

trade surplus.

So, what are the underlying causes behind Chinecent huge trade imbalance? A
number of explanations have been put forward fan&h large trade surplus, which can
be categorized as being either domestic or intemat Some argue that the main reason
for the increase in China’s trade imbalance iexport-led growth model and exchange
rate policy (Ahmed & Park, 1994; Goldstein & Lard®3Q06; Rodrik, 2006; Aziz & Li,
2008; Corden, 2009; Krugman, 2009).The processiraglet where exports are
inextricably linked to imported inputs, is considérto be an important contributor to the
ballooning trade surplus. In addition, the realtextye rate, as the relative price of export
and import, is also considered as an importanbfaot China’s trade balance. Therefore,
China’s exchange rate regime and policy are ofteticiced by the U.S. and other
Western countries, believing as the Chinese adibstieavily manage their currency and
the real value of the Chinese currency (the RMBywan). On the other hand, some
internal observers, Yu (2007), Huang (2010) andemthhave been discussing the

structural imbalance problems. Two of the most dergly identified problems in their



work are over-investment (which leads to an exocegput capacity and current account
surpluses) and the distortion of factors marketsl(iding labour, land and capital), are

considered to be largely responsible for the grgvimbalance problem.

Investigating the underlying determinants of tradepluses is important for identifying
ways to correct the external imbalance. China'gdarade surplus is widely deemed as
being negative to China’s sustainable economic tiroby many scholars and policy
makers. Firstly, export-dependent surplus has oelezd on resource consumption and
external demand. The current growth model posesumaber of serious problems
including environmental sustainability, the risiiegel of income inequality and the large
amount of foreign reserve in US dollar assets. likedy evolution of the imbalance and
the sustainability of the growth model are seethasmain threat to orderly development
of domestic economy. The enormous surge in liquiditd the recent global financial
crisis turns out to be a prelude to more profounses in the near future. Secondly, the
rising external surpluses have worsened Chinadetnalations with its major trading
partners. During the recent global financial criefs2008-2009 and beyond, China’s
surplus has been frequently singled out for spen&ition (Bernanke, 2005; Bovet al,
2005; Chinn & Ito, 2007). Researchers have alsobated the causes of the global
financial crisis to an increase in saving rates tmade surplus of the emerging Asia

economies; for example, the so-called “saving dhyfiothesis by Bernanke (2005).

The importance and urgency of correcting the exsfeimbalance has also been
recognized by the Chinese government. The Wen digbgernment set the rebalancing
of economic structure and transformation of theanghomodel as its policy priorities in
early 2003. The policy makers have taken decidiwpssto correct the trade imbalance by
adopting various policy measures including reduding export rebates, allowing the
Chinese currency to appreciate and stimulating dtimeonsumption. However, the
trade imbalance problem has deteriorated duringptst seven years, despite repeated
policy efforts (Huang & Wang, 2010). It is thus ierptive to identify the underlying
causes of the trade imbalance problem and addness ¢ffectively. This study aims to
identify the determinants of China’s trade balaneith a view of drawing policy

implications to help correct its excessive surplus.



1.2  Motivations for this study

Firstly, available theoretical models in the bakuoé-trade literature tend to focus on one
economic factor or a certain type of shocks to @xptrade imbalance issues, e.g., the
effects of the exchange rate (Bahmani-Oskooee &olBy01999), productivity shock
(Hunt & Rebucci, 2005) and monetary shock (Koraé&Millin, 1999). However, there
are diverse factors that may affect a country’ddrhalance. Focusing on the impact of
just one factor or one economic aspect inevitabdans that insufficient information will
be available to make a full assessment. In respdosehis deficiency, a more
comprehensive approach that account for more patignimportant factors to analyse

China’s trade surplus issue is needed and is peabiosthis study.

Secondly, existing empirical studies have generatdfitrent views on the factors
underlying trade balance dynamics. Most of thoseiss use aggregate data to evaluate
the determinants of trade balance. Their resulsligely to be biased because of the
“aggregation bias problem” (Bahmani-Oskooee & Brok999). There is a gap in
knowledge of economic determinants from a disaggee@erspective. Accommodating
the aggregation bias, this thesis examines thecteffef determinants on China’s trade

balance at both the aggregate and disaggregats.leve

Thirdly, there is limited literature on the effeaf non-economic factors on a country’s
trade balance. Existing economic discussions hdaugggled to explain how some
important economic factors have affected Chinaasldr surplus, for example, exchange
rate and FDI. Therefore, when examining a countingde balance issues, particularly for
those developing countries such as China, it ieeextly important to consider not only
economic factors, but also peculiar political, otdl and social factors as they can have a

very influential impact on a country’s trade balanc

Lastly, while researchers have tried to investigde underlying causes of external
imbalances, most of the available empirical teaigelhbeen devoted to addressing whether
a country can sustain a large deficit. The Unitete€S has received most of the attention
for its increasing deficit in this field of resehrcwhich is at the heart of “global
imbalances” (Glick & Rogoff, 1995; Bernanke, 20@gwards, 2005; Blanchard, 2007).

However, there have been few academic studieshthet analysed, in a systematic way,



the process through which countries with large revetle surpluses could reduce their
imbalances. This thesis is an attempt to fill thogd.

1.3 Research gquestions and objectives

The primary research question for this thesis ikat\are the key determinants that affect

China’s trade balance? More specific research guesinclude:

* What has happened to China’s international tradleearpast three decades?

* What is China’s current trade balance position?

« What economic, political and socio-cultural factoespecially those that are
peculiar to China, have affected China’s tradelssrim the past decades?

* How, and to what extent, have some of the imporémainomic factors affected

China’s balance of trade?

The main objective of this study is to identify tkey determinants of China’s trade
balance with a view of drawing policy implicatiofts correcting China’s excessive trade

imbalance. Specific objectives are to:

» examine the evolution of China’s trade performanod trade policy since the
1980s;

» access the current status of China’s trade balance;

* investigate the key factors that determine Chinaé&le balance, integrating
economic, political and socio-cultural aspects;

» empirically examine the relationship between thadér balance and some
important economic determinants; and

» draw policy implications that can help China toreot its excessive trade surplus.
1.4  Methodology

To answer the above research questions and actiievstated objectives, the research
strategy adopted in this thesis involves develogingulti-channel and multi-perspective
conceptual framework, to better understand theettzlance dynamics. This framework
then identifies those key factors that could hafected China’s balance and empirically
tests some key economic factors to see how theg imapacted on China’s trade surplus.
Details about the research methodology are giveZhiapter 4.



Data required for this study are some key macro@oin indicators including export,
import, the nominal exchange rate, the real effecexchange rate, price level, unit
labour cost, income per capita and FDI inflows. Senelata are collected from the UN
COMTRADE database, Economist Intelligent Unit (EI\@ountry Data and CEIC
macroeconomic database for global emerging and lojgs® markets. All the data

collected are annual, ranging from 1983 to 2010.

During two field trips to China, key researchersGhina who have had experience in
studying China’s trade balance were interviewedit¥iwere also made to local firms, to
talk to managers across a range of industrial seetoout their export behaviours. Those
interviews and visits have proved very valuableg@&ining insights about China’s trade
balance dynamics. This allowed the candidate tisoheir views about China’s trade

imbalance problem, discuss issues with them, aadfylsome questions the candidate
had.

A number of estimation techniques are used for dagdysis. A unit root test was applied
to check the stationarity of the data series teemeine the order of integration. A

cointegration test was conducted to determine dhg-fun relationship among the data
series. Long-run and short-run elasticities, whinkasure the effects of independent
variables (the key economic determinants such dsiREbme, exchange rate and labour

cost) on the dependent variable (China’s tradenicala were estimated.
1.5 Significance of the research

Firstly, most previous studies have focused onsimgle determinant or economic aspect.
This study instead develops a multi-channel andifpatspective conceptual framework
for identifying the determinants of China’s traddance. This framework views the trade
balance from three main channels: supply-side, ders&de and relative price effect.
Under this framework, the key factors of trade baéacan be tracked through the three
major channels. This framework will be especialbeiul to many developing countries,
where country-specific economic, political, socald cultural factors have to be taken

into consideration when examining the trade balance

Secondly, existing trade balance research has tigrmansidered the impacts of
economic factors. This study attempts to generdgeti@r understanding of China’s trade

balance by taking into account the role of non-ecois factors. Some special political,

5



social and cultural factors can be very influenitiaenerating a trade surplus, especially
in countries like China. For such countries, simiplyestigating economic factors is not
sufficient. By examining the influence of econonsgocio-cultural and political factors on

China’s trade balance, this thesis will fill a gaghe literature.

Thirdly, existing empirical studies mainly evaludlte determinants of the trade balance
based on an aggregate analysis. Their resultsesrerated by estimating the relationship
between China’s overall trade balance (China’'setraalance with the rest of the world)
and its determinants. Hence, such studies mayrdoffe an “aggregation bias problem”
(Bahmani-Oskooee & Brooks, 1999). In this studgpenbination of empirical analyse at
both the aggregate and disaggregate levels isdaotit. Thus, an alternative disaggregate
analysis (China’s bilateral trade balances withmtgor trading partners) will need to be
explored to overcome the “aggregation bias problefiiis thesis will contribute to
existing literature by empirically examining theteleninants at both aggregate and

disaggregate levels.

Additionally, the findings of this research aregréat relevance to policy in China and
some other economies. The key determinants andmibehanism underlying trade

balance dynamics are identified in this study, tmese help to draw policy implications.
1.6  Organisation of the thesis

Following this introductory chapter, the next claptChapter 2) provides some
background information concerning China’s tradein@ls trade performances and trade
reforms are discussed to aid the understandingpeofetolution of its trade balance. In

Chapter 3, relevant literature is reviewed.

Chapter 4 presents the conceptual framework whiokiges a mechanism for exploring
the likely factors affecting China’s trade balantke chapter then goes on to explain and
justify the research design and research technigses.

Chapter 5, 6 and 7 report the research findingsChapter 5, from a multi-faceted
perspective, the key economic, socio-cultural aalitipal-institutional factors that may
affect China’s trade balance are explored. Somtheinore important economic factors
are further empirically evaluated in Chapters 6 @ndeconometric models are used to

examine the relationships between these factorsCimiga’s trade balance in Chapter 6
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(aggregate analysis) and Chapter 7 (disaggregatigsis). Finally, Chapter 8 concludes
the thesis.



Chapter 2 China’s Trade Performances and Trade Refuns

2.1 Introduction

Before addressing the issue of determinants oétkedance, it is important to understand
China’s trade performance and its trade environnmierthe past decades. Hence, this
chapter is devoted to provide background infornmatout current issues concerning
China’s trade balance position. In doing this, Bec®.2 provides an overview of the
current trade balance position. This is followed &ydiscussion of China’s trade
performance in Section 2.3, with a focus on theattaristics of trade and the changes of

China’s general trade pattern over time.

Section 2.4 reflects on the history of China’s &ragkperience in particular its export
performance and the determinants of trade growibesthe late 1970s. This involves a
brief discussion of China’s changing trade envirentmand its trade policy reforms that
liberalized the foreign trade system. In Sectids) the importance of China’s export and
the expanding trade surplus on China’s economiwiras highlighted. Finally, Section

2.6 concludes the chapter.
2.2  China’s trade balance position

China’s large trade surplus is a relatively reggrgnomenon. From the early 1990s to the
early 2000s, trade in goods and services displaysdrplus which remained relatively
modest and less than 4% of GDP. Starting in 200d,size of China’'s trade surplus
rapidly increased. Since the global crisis erupte2008, the amount of trade surplus has
considerably reduced but still remains large (séguré 2.1). Ordinary trade and
processing trade are two major components of Ciftaieign trade, which contributed at
times in different ways to the evolution of thealdfrade balance. Ordinary trade balance
fluctuated while processing trade displayed a seaplowing surplus and there was a

rapid expansion of processing activities which &xeged in the late 1990s.



Figure 2.1 China’s trade balance (in % of GDP)
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Academic discussions (Yang & Zhu, 2007; Yu, 200dakg & Tao, 2010; Yao, 2011)
attribute China’s economic growth to domestic ecoicoreforms, and the recent faster
growth in exports. In this regard, a more detaildgcussion of China’s trade
performances and trade reforms should help undefstow China has reached its

today’s trade balance position.
2.3 China’s foreign trade

Since launching the economic reforms in the laté0$9 China has become increasingly
integrated into the world economy as shown by atsid increasing trade share and the
attraction of a large share of foreign direct irteeant (FDI). From 1979 to 2011, China’s
exports plus imports, increased from $29.2 billton$3642.0 billion, a growth of over
125 times (Figure 2.2). The total share in worsdtler expanded from over 0.8% in 1979 to
about 9.8% in 2011. China has emerged as an inienaatrading power and become the

second largest trading nation in the world.

The booming FDI since the beginning of the 1990s been regarded as an important
factor behind the successful expansion of Chinarsifin trade. Inflows of FDI to China



were virtually non-existent before 1979. During #880s, FDI inflows grew steadily but
remained relatively low, confined largely to joiméntures with Chinese state-owned
enterprises. A further surge in FDI preceded armbmapanied China’s accession to the
World Trade Organization (WTQO) in December 200Dbnpoting China to top position as
an FDI destination in 2003.

Figure 2.2 China’s foreign trade 1978-2011
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Source: International Financial Statistics (IFS).
Trade distribution by region

For the purpose of this study, China is dividea ifive regions: the Yangtze Delta (the
city of Shanghai and the two provinces of Jiangsd Zhejiang), Guangdong Province,
Northern China (Beijing and Tianijin), Fujian Proséand the Rest of China (ROC). The
regional distribution of total trade (export plusport) in 1995 and 2008 (the year before
the global financial crisis) with the rest of thend is given in Figure 2.3. In 1995,

Guangdong’s share of the total trade volume was, 3fi&olargest among all regions. By
2008, however, the relative importance of Guangd@&ngvince declined while the

Yangtze Delta has grown significantly. Figure 2i®ws the Yangtze Delta produced
47%, nearly half of China’s total trade in 2008.eThhare of Guangdong Province
dropped to 27%. The share of Northern China anfrovince also slightly declined.
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Figure 2.3 Trade distributions in 1995 and 2008
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*Yangtze: Shanghai, Jiangsu and Zhejiang; NorthBeijing and Tianjin; ROC: the rest of China. These
regions refer to the locations where exports aigirally produced and imports are finally consumed.

Source: CEIC database.

In terms of regional distribution of inflow FDI, eéhcoastal provinces, especially Jiangsu
and Guangdong, received more FDI. The strong grefithe export sector in the coastal
area has been supported by the massive use offRBi. exports and imports have much
higher shares of national trade volumes than poa&rin the central and western regions.
FDI initially concentrated in the Special EcononZiones (SEZ) and the provinces of
Guangdong and Fujian in the early stage of econoefarms. As part of gradual open-
door policies, similar preferential policies wenamfed to other coastal regions, such as
the Yangtze Delta and the Pearl River Delta. Thereslof Guangdong Province fell by
about 7 percentage points from 1995 to 2003. S8, Jiangsu Province has replaced

Guangdong as the largest FDI destination.

The unbalanced regional growth in foreign trade @mahging weights are to some extent
affected by geographic factors. During the earhgstof China’s liberalization, Hong
Kong had been moving its labour-intensive manufaatuindustries to the southeast
region of China, mainly Guangdong Province. Thésed contributed to the fast growth
of processed exports in the region. On the otherdhé#&ujian Province became the
manufacturing base of the firms from Taiwan duég@eographic and cultural proximity
to Taiwan. As the role of high-tech industry becamare significant in China’s output,
the Yangtze Delta’s trade share expanded for ispawative advantage in skilled-labour

and capital-intensive industries.

Y In 2002, utilized FDI inflows in Jiangsu jumpeatin $6914.8 million in 2001 to $10190 million, and i
2003, reached to $10564 million, from CEIC database
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China’s trade with world regions

As shown in Tables 2.1 and Table 2.2, Asia is tlestnimportant merchandise export
destination for China, which absorbed 46.7% of tbi&l exports during 2006-2010.

However, their share has now declined from 68.9%irtpeak level during the 1990s.

The importance of North America and Europe in Clsiexports has increased and North
America took more than 20% of the exports and Eeitmok more than 23% during the
2000s. The other regions, such as Africa, Latin Aoaeand Oceania, accounted for less
than 5% of total exports. However, the share obkdéheegions in China’s exports has

increased rapidly in recent years.

China’s rapid growth and integration with the glble@onomy has also led to faster
growth in import demand. The reliance of China'ade# on Asia can be seen in
merchandise imports. Asia is by far the largestpiap of China’s imports and it
accounted for more than 60% of China’s importsmyuthe 2000s. Furthermore, its share
has been more stable than that for exports. Thelamest supplier is Europe. However,
their share declined from 26% to 15% of the totaparts over the past few decades.
North America has been the third, with a sharerofiad 10% and this share has been
declining gradually over the period. There is angigant increase in China’s imports
from Africa. The import value has increased from1$billion during the late 1980s to

$162.6 billion in recent years.

Table 2.1 China’s exports to major world regiond $$Billion)

Export To 1986-1990 1991-1995 1996-2000 2001-2005 2006-2010
Total 232.5 518.2 981.8 2385.1 6397.0
Asia 160.: 332.4 553.2 1196.7 2988.4
Africa 6.1 8.1 19.0 55.6 222.9
Europe 40.€ 79.0 167.2 483.7 1466.5
Latin America 2.7 9.2 25.5 71.5 308.2
North Americ: 20.€ 83.2 202.7 537.¢ 1289.9
Oceania 2.2 6.3 14.1 39.7 120.9

Source: General Administration of Customs, China.
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Table 2.2 China’s imports from major world regiqft)S Billion)

Import From 1986-1990 1991-1995  1996-2000 2001-2005 2006-2010
Total 251.4 495.7 812.2 2172.7 5279.2
Asia 130.C 296.C 502.C 1422.7 3286.0
Africa 1.5 4.3 13.3 55.3 231.4
Europe 65.4 105.€ 153.2 355.E 802.5
Latin America 9.0 10.6 18.8 78.5 312.9
North Americi 37.5 67.1 104.1 207.€ 447.9
Oceania 8.0 12.1 20.8 53.1 198.4

Source: General Administration of Customs, China.

The expansion of China’s international trade hanlfecilitated by a global reduction in
trade barriers and the adoption of its own openraggs trade-oriented policies. The
distribution of China’s trade with the world is mbi determined by China’s evolving
role in the international division. The high-incommelustrialized regions (North America
and Europe) are the major destinations of Chiraa merchandise exports. China serves
as a platform for last stage processing and assefablan increasing volume of final
goods exported to North America and Europe. Contptréhe growth of China’s exports
to North America, China’s export growth to Europes lincreased dramatically during the
2000s.

China’s recent trade expansion has also coincidigld rapidly growing intra-regional
trade in Asia. For its comparative advantage imlebntensive products, China has been
involved in international production sharing witlsiAn economies, as firms from Hong
Kong, Taiwan and other Asian countries have rekgtdheir labour-intensive industries
to the mainland (Naughton, 1997). The implementatibthe ASEAN-China Free Trade

Area also has signified a deeper dimension in ASEANha trade relations.

The fast growth of the trade volume between Chind a@ther regions, such as Africa,
Oceania and Latin America, has received consideratiention over the past few years.
China’s policy makers are seeking to expand thepods by increasing the variety of
exports. The share of the bilateral trade betwe&maC and these regions remains
relatively small. For instance, China’s export tiviéa accounts for only 3.4% of China’s

total foreign trade volume, promising a huge pagtrior further growth. On the import
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side, China is dependent upon imports for somacatitsupplies. China’s quest for

resources is driving its significant presence inds, Oceania and Latin America.
Commodity composition of China’s trade

The structural transformation of China’s economyithwagriculture diminishing in
importance relative to the GDP while industry’s gidiwas rapidly rising, had a profound
impact on the commodity composition of exports angorts. Table 2.3 and Table 2.4
show China’s export and import volumes of primaopds and manufactured goods over
time.? In 1980, primary goods accounted for 50.3% ofn@Hhi exports and manufactured
goods accounted for 49.7%. During the first hélihe 1980s, the share of primary goods
declined slightly and remained at around 50%. Sthee, exports of manufactured goods
have grown at a much faster rate than exportsiofgy goods. As a result, the share of

manufactured goods increased to 94.7% by 2011.

Table 2.3 reports five subgroups for primary goadd four subgroups for manufactured
goods. In 1980, food, textiles and minerals acoedirfor 16.5%, 22.1% and 23.6%,

respectively, which dominated China’s exports. Tiechinery share of the total exports
was only 4.7%. Beginning in the mid-1980s, thistynie was dramatically changed. The
high level of textiles and miscellaneous exportatdbuted close to 40% of China’s

export supplies. Since the 1990s, the machinerytramgport equipment has exhibited the
most significant surge in exports. Its share expdrfdom 4.7% in 1980 to 50.2% in 2011.

The changes in the commodity composition of Chimajgorts can be seen in Table 2.4.
The share of primary goods in total imports fedinfr 34.8% in 1980 to 16.7% in 2002 and
since then it has increased to 34.7% in 2011. Tlaeesof food has declined from 14.6%
in 1980 to 1.6% in 2011. On the other hand, theeslo& minerals in imports has been
steadily increasing during this period. China’s @xperformance is heavily dependent
on imports of intermediary goods and also led tsimg demand for minerals and other

products.

%2 The composition of China’s exports and importsmtythe period from 1980 to 1989 is not shown in
Table 2.3 and Table 2.4.
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Table 2.3 Composition of China’s export (3US billjo

Primary goods

Manufacture goods

Total

Food

Beverage Raw materials Mineral

oil

Total

Chemicals

Textile

Machinery

Miscellaneous

products
1990 15.89 6.61 0.34 3.54 5.24 0.16 46.21 3.73 12.58 5.59 12.69
1991 16.15 7.23 0.53 3.49 4.75 0.15 55.70 3.82 14.46 7.15 16.62
1992 17.00 8.31 0.72 3.14 4.69 0.14 67.94 4.35 16.14 13.22 34.23
1993 16.67 8.40 0.90 3.05 4.11 0.21 75.08 4.62 16.39 15.28 38.78
1994 19.71 10.02 1.00 4.13 4.07 0.50 101.30 6.24 23.22 21.90 49.94
1995 21.49 9.95 1.37 4.38 5.33 0.45 127.30 9.09 32.24 31.41 54.55
1996 21.93 10.23 1.34 4.05 5.93 0.38 129.12 8.88 28.50 35.31 56.42
1997 23.95 11.08 1.05 4.20 6.99 0.65 158.84 10.23 34.43 43.71 70.47
1998  20.49 10.51 0.98 3.52 5.18 0.31 163.22 10.32 2.483 50.22 70.20
1999 19.94 10.46 0.77 3.92 4.66 0.13 174.99 10.37 33.26 58.84 72.51
2000 25.46 12.28 0.75 4.46 7.86 0.12 223.74 12.10 2.5%4 82.60 86.28
2001 26.34 12.78 0.87 417 8.41 0.11 239.76 13.35 43.81 94.90 87.11
2002 28.54 14.62 0.98 4.40 8.44 0.10 297.06 15.33 52.96 126.98 101.15
2003 34.81 17.53 1.02 5.03 11.11 0.12 403.42 19.58 69.02 187.77 126.09
2004 40.55 18.86 1.21 5.84 14.48 0.15 552.77 26.36 100.65 268.26 156.40
2005 49.04 22.48 1.18 7.48 17.62 0.27 712.92 35.77 129.12 352.23 194.18
2006 52.92 25.72 1.19 7.86 17.77 0.37 916.02 44.53 174.82 456.34 238.01
2007 61.51 30.74 1.40 9.12 19.95 0.30 1156.27 60.32 219.88 577.05 296.84
2008 77.85 32.76 1.53 11.35 31.63 0.57 1350.70 79.31 261.74 673.33 334.61
2009 63.10 32.60 1.64 8.16 20.38 0.32 1138.56 62.05 184.78 590.43 299.67
2010 81.72 41.15 1.91 11.60 26.70 0.36 1496.22 87.59 249.15 780.33 377.68
2011 100.55 50.50 2.28 14.98 32.28 0.53 1798.05 114.79 319.60 901.91 459.41

Source: General Administration of Customs, China.
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Table 2.4 Composition of China’s import ($3US bifijo

Primary goods

Manufacture goods

Total

Food

Beverage Raw materials Mineral

oil

Total Chemicals Textile Machinery Miscellaneous

products
1990 9.85 3.34 0.16 4.11 1.27 0.98 43.49 6.65 8.91 16.85 2.10
1991 10.83 2.80 0.20 5.00 2.11 0.72 52.96 9.28 10.49 19.60 2.44
1992  13.26 3.15 0.24 5.78 3.57 0.53 67.33 11.16 2719. 31.31 5.59
1993 14.21 2.21 0.25 5.44 5.82 0.50 89.75 9.70 28.53 45.02 6.50
1994 16.49 3.14 0.07 7.44 4.04 1.81 99.13 12.13 28.08 51.47 6.77
1995 24.42 6.13 0.39 10.16 5.13 2.61 107.67 17.30 28.77 52.64 8.26
1996 25.44 5.67 0.50 10.70 6.88 1.70 113.39 18.11 1.3 54.76 8.49
1997 28.62 4.30 0.32 12.01 10.31 1.68 113.75 19.30 32.22 52.77 8.55
1998 22.95 3.79 0.18 10.72 6.78 1.49 117.29 20.16 31.08 56.85 8.46
1999 26.85 3.62 0.21 12.74 8.91 1.37 138.85 24.03 34.32 69.45 9.70
2000 46.74 4.76 0.36 20.00 20.64 0.98 178.36 30.21 4181 91.93 12.75
2001 45.74 4.98 0.41 22.13 17.47 0.76 197.81 32.10 41.94 107.02 15.08
2002 49.27 5.24 0.39 22.74 19.29 1.63 245.90 39.04 48.49 137.01 19.80
2003 72.76 5.96 0.49 34.12 29.19 3.00 340.00 48.98 63.90 192.83 33.01
2004 117.27 9.15 0.55 55.36 47.99 4.21 443.96 65.47 73.99 252.83 50.14
2005 147.71 9.39 0.78 70.23 63.95 3.37 512.24 77.73 81.16 290.48 60.86
2006 187.13 9.99 1.04 83.16 89.00 3.94 604.33 87.05 86.92 357.02 71.31
2007 243.09 11.50 1.40 117.91 104.93 7.34 712.87 107.55 102.88 412.46 87.51
2008 362.78 14.05 1.92 167.21 169.11 10.49 770.31 119.20 107.16 441.92 97.62
2009 289.20 14.82 1.95 140.82 123.96 7.64 716.35 112.12 107.73 408.00 85.19
2010 432.56 21.57 2.43 211.12 188.70 8.74 962.27 149.64 131.11 549.56 113.53
2011 604.38 28.76 3.68 285.26 275.56 11.11 1139.08 181.14 150.33 630.39 127.71

Source: General Administration of Customs, China.
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Other significant changes in commodity compositidrChina’s imports revolve around
manufactured goods and their products. The sharenathinery and transportation
equipment rose from 25.6% in 1980 to 40.6% in 20tis was evidenced by the fact that
China has become a global production base and gsince trade has encompassed

imports to be processed for exports.
China’s specialization in processing activities

Processing trade remains an important feature ahehtrade. Taking its comparative
advantage in labour costs, China has become a Iglot@nufacturing base for
multinational firms and is involved in the interimaial splitting-up of the value-added
chain. Most remarkable of the composition of Crsnmade has been the diversification
of its manufactured products and the rapid expansib processing exports. China’s
policy regime of processing trade provides incesgifor the import of intermediate goods
and re-exports (Lardy, 2002). Duty exemptions haen granted to selected categories
of imports to promote export-oriented industriesl do stimulate inflow of capital and

technology through foreign direct investment.

Figure 2.4 shows the amount of processing tradéinary trade and other types of trade
regimes from 1993 to 2009%rocessing trade which encompasses imports todsegsed
for exports and the corresponding exports accouiatedver half of China’s total exports
throughout the period from 1995 to 2006. During &séan financial crisis (1998-1999),
exports of processed goods performed better tHar oategories of exports and the share

of processing exports achieved 56.9%, the peak beieg in 1999.

® Trade data corresponding to these different tseggnents are available since 1993.
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Figure 2.4 Breakdown of China’s trade by custongsmes, 1993-2009
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By contrast, ordinary exports are goods that acelyred mainly using local input, and
imports aimed at the domestic market are subjectaional tariff rates. The share of
imports for processing rose from less than 40%439851to almost 50% in 1997. Since
1998, the imports for processing have lagged bebndihary imports and the share of
ordinary imports has increased from over 30% duthrey1990s to almost 50% of total
imports in 2009. During the recent global financailsis, the import parts that are
typically assembly for re-export suffered wherelas ordinary imports have increased
significantly (see the right panel of Figure 2.#phe diagrams suggest during the time
period between 2007 and 2009, the domestic ecori@sypecome a major driving force
in the recovery. The changes of trade structunea@ent years to some extent reflect the

structural changes in China’s consumption pattdime increasing domestic demand

could lead to more imports, reducing China’s larg€ele surplus.

2.4

Before China’s economic reforms in the late 197%8s, whole economy was virtually
isolated from the world and China’s foreign tragstem was strictly controlled by the
government. Since the beginning of the reform ¢ha, Chinese economy has been

moving in the direction of marketization and int&tijpn with the world market. China’s

Reform of China’s trade regime




share of world output and trade volume has groviostsuntially in response both to trade
liberalization and to productivity growth in the rdestic economy. China’s GDP has
grown at a rate of around 10% during 1980-2011n&las also grown from a negligible
player in world trade to being one of the worlddsdest trading nations. Understanding
the reform of the trade regime is essential to gmisights about China’s trade

environment and sources of China’s trade expangitime past few decades.

The expansion of economic dynamics in China hasectanie known as the flying-geese
pattern (Akamatsu, 1962), following the East Asitvelopment model. One of the first
steps for central government is to stimulate treemgin of exports by decentralizing the

right of approval of participating in foreign tradeéhina’s pre-reform foreign trade regime
was regarded as an extreme example of import suist. For the Chinese government,
exports are a means of acquiring imports, and imspare made only to serve the
country’s socialist industrialization. Following eéhimplementation of the open-door
policy, the international trade is viewed as indisgable and the importation of
technology is an effective means for China’s degedent. During the 1980s, the concept
of an international division of labour was expligitrecognized in the literature by

Chinese economists, such as Yeaal (1980), Chao (1982) and Wang (1983).

Academic discussions on this issue gradually leddrdamental changes in government
trade policies. The incentive of foreign trade igedly related to the growth-oriented

context and to entering the international divismfnlabour through exports. This trade
policy actively pushes export growth by promoting sapportive macroeconomic

environment and providing microeconomic incentieestlective industries. The trade
policy reforms undertaken involve the liberalization different sections and a few
important steps: (1) to implement institutional ©has and decentralization of trading
rights, (2) to develop the trade policy instrumeatsl regulations such as tariffs and
quotas that were unimportant under the plannindesysand (3) to restore market-

determined prices to reallocate resources (seeyLag92).
Institutional changes and decentralization

A central feature of China’s reform is the insibatl changes and the decentralization of
trading rights through increasing the number anu tyf enterprises eligible to trade. In

the pre-reform era, China’s foreign trade was dated by ten to sixteen foreign trade
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corporations (FTC) through a rigid state plannirygtem (Lardy, 1992). Only Sino-
Foreign Joint Ventures and a few big Chinese ensap were granted direct trading
rights. In 1979, new institutions directly and ireditly related to trade were established
and reorganized. The Ministry of Foreign Economéd®ons and Trade (MOFERT) was
established by merging the Ministry of Foreign Taadvith the Import Export
Commission, the Commission of Economic Relationsl dne Foreign Investment
Commission, bringing the jurisdiction of foreigradie and foreign investment under the

same ministry.

In the meantime, ministries and provinces werewadlb to set up FTCs outside the realm
of central control. The number of FTCs with tradimghts was gradually expanded, with
trading rights provided to branches of the FTCgradled by the central government and
to those controlled by regions and localities. B@4 there were already over 8000 FTCs
in operation. In addition, there were 17400 foreigvested enterprises which enjoyed
foreign trade rights (World Bank, 1994). As Chin®#8'O commitments require, further
progress appeared in 2004. The State Council apdroavisions to thé&oreign Trade
Law. Full trading rights were granted to all entergsis including foreign-invested

enterprises (FIES).
Trade barriers

As the scope of foreign trade planmdimginished, China began to make more active use
of tariffs as trade policy instruments beginninghe early 1980s. In the pre-reform era,
the role of tariffs had little effect on foreignatte behaviour in centrally planned
economies (Wolf, 2002).

Beginning in the 1980s, changes in tariff ratesab®e more frequent and of greater
importance in influencing the volume and commodiomposition of both exports and
imports. Tariffs ranging between 10% and 60% orious exports were introduced in
1982 (Lardy, 1992). Compared to other developingntges, the pace of China’'s

integration was less impressive. China kept itsraye tariff at a relatively high level

during the 1980s and early 1990s. Since then, the® been a wave of further
liberalization in developing countries. Some dataaverage tariff rates of China and
other developing countries are given in Table AS&.can be seen from the table, for

accession to the World Trade Organization (WTO)in€thas made substantial progress
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in reducing the average tariff rates. The averageort tariff level just before admission
to WTO was 17.6% (1996-2000), which was only adwalf of that of the early 1990s,
being 36.5% (1991-1995). Recently reported tadtés in 2010 have further gone down
to 7.9%. China has essentially been catching up atiher large developing countries in

reducing tariff rates.

Table 2.5 Trends in average MFN applied tariff satedeveloping and industrial
countries, 1981-2009 (unweighted, in %)

Country 1981-1985 1986-1990  1991-1995 1996-2000 2001-2005 2006-2010
Brazil 49.0 42.0 17.2 15.8 13.9 12.8
China 49.5 39.3 36.5 17.6 11.5 8.5
Egypt 47.4 39.7 31.6 19.4 19.5 13.8
India 74.3 93.5 53.8 34.1 25.¢ 12.1
Indonesia 32.0 25.8 18.4 9.5 6.1 5.4
Korea 23.1 17.5 9.7 9.5 9.1 9.0
Malaysia 10.6 14.9 14.3 8.4 7.5 5.8
Mexico 24.8 13.9 10.5 15.3 14.3 6.7
Philippines 30.4 27.9 22.9 10.8 55 5.3
Thailand 36.8 40.3 31.¢ 16.9 13.1 10.7
Turkey 28.9 26.9 17.7 6.0 2.7 2.2

Source: World Bank (2010), siteresources.worldbangklNTRES/Resources/469232-
1107449512766/tar2010.xIs.

As part of its negotiations for WTO accession, @hiras also committed to eliminating
most nontariff barriers. The coverage of nontdsdfriers has been significantly reduced.
Lardy and Brookings (2002) summarized that “by ke 1990s quotas and licensing
requirements limited imports for only 4% of allitlines, and trading rights were widely
available for all but a handful of commodities tlaatounted for only 11.0% of China’s
total imports”. The import coverage of all nonthbgrriers in China fell from 32.5% in
1996 to 21.6% in 2001 (see Table 2.6). The sigmificemaining measures, coverage of
import licensing and quotas fell from 18.5% in 1986612.8% in 2001, and the coverage
of the state trading from 11.0% to 9.5%.

Throughout the liberalization process of trade ibesr exemptions on processing trade
and foreign investment should be highlighted. Raatamals and intermediate goods used

to produce or assemble final goods have been Hifiy tariff exemptions for much of
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the reform era (Lardy, 1992; Hop al, 2003). It provided various incentives for the
processing of raw materials for exports and theerabty of imported parts and

components to produce finished goods for exporé fEduction of non-tariff barriers has
also reinforced the changes in the structure gbudugenerated by the tariff reductions.
China’s heavy reliance on exemptions for goods usetie production of exports as a
way to stimulate its export production has cleagtycouraged development of export
processing industries that rely heavily on impoitedrmediate goods. Clearly, the export

processing activities have largely accounted fan&k trade surplus in recent years.

Table 2.6 Import coverage of non-tariff barriers %)

Barrier 1996 2001
Licenses and quotas 18.5 12.8
Tendering 7.4 2.7
Licensing only 2.2 0.5
State trading 11.0 9.5
Designated trading 7.3 6.2
Any other nor-tradebarrier: 53.€ 68.2
Total 100.0 100.0

Note: For 1996 nontariff barrier coverage, the éractights used were for 1992, while for 2001 tlaeleér
weights used were for 2000.

Sources: For 1996, Lardy (2002); for 2001, Mei Zlaérthe Ministry of Foreign Trade and Economic
Cooperation during an internship at the World Barding data from WTO.

Reforms of the foreign exchange system

In a market economy, the closeness of domestieprid trade goods to international

prices is an important indicator of integration.tihe pre-reform era, the strict control of

foreign exchange in China provided little room fwices to serve their allocative and

incentive functions, particularly on the exportesidrhere was a complete separation
between domestic and world market prices. The @leation of the domestic currency

reflected the import substitution characteristic tbé trade regime and the users of
imported machinery, equipment, and industrial raatarials received implicit subsidies

(see Lardy, 1992).

Since 1979, there have been substantial reforrtigifioreign exchange system in China.
The introduction of a foreign exchange retentiostassn and the devaluation of Chinese

yuan were the major elements in the reform proc€&hs. foreign exchange retention
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system was introduced in 1979 to enhance entegiiiseentive to export. These export
enterprises and local governments were allowedetepka certain portion of foreign
exchange they earned above the level set by time Plas retention of foreign exchange
was also liberalized gradually. The right to hafe tremaining foreign exchange was
granted to local governments, exporting enterprisesl extended to all enterprises
including state-owned and collectively-owned entiegs. In 1994, the retention quota

system was abolished and replaced with a RMB saih system for all export earnings.

The other major reform was devaluation beginningJamuary 1981 when the State
Council introduced an “internal settlement rate'RiWIB2.8 per US dollar which led to a
depreciation of about 100% compared to the offielthange rate of RMB1.5 per US
dollar at that time. This measure in fact introdu@e dual exchange rate system and
China’s currency continued to depreciate until @swunified at the prevailing swap-
market rate of RMB8.7 in January, 1994. From 1992G05, the exchange rate for RMB
was maintained basically stable and the currency/pegged informally against the value
of the US dollar. In July 2005, the Chinese goveentradjusted the yuan by 2.1% against
the U.S. dollar. Together with this revaluatione texchange rate system has been
transformed from a traditional dollar peg to a 4eb currency basket system, under
which it would refer to a selection of multiple oemcies when implementing exchange
rate policies. For its surging trade surplus, Ckimxchange rate policy has received by
far the most attention since the 2000s and the&3kigovernment recently announced in
2010 that it would gradually make the yuan's exgearate mechanism more flexible and
achieve full convertibility of RMB.

2.5  Structural changes and external dependence

China’s economy has undergone dramatic and conggstructural changes (Maddisen
al., 2007). Since the economic reforms, China haseaeli an impressive performance in
agriculture. Total farm production has largely kppce with the growth of population.
Technological advances permitted increasing questiof food and agricultural raw
materials to be produced by a relatively smalldola force. As a result, the surplus
labour could be released from agriculture to otbectors and there was a dramatic

reallocation of resources between sectors.
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Rates of growth and changes in the economic streictu

Experiencing a high speed of development with cemh@nsive economic reform, China
has maintained an average annual growth rate 62d®om 1981 to 2011. This growth
acceleration was mainly due to increased efficieacyl the Chinese economy has

experienced massive structural transformation thepast several decades.

From Table 2.7, agriculture accounted for more thalf of the GDP in 1952 when the

Chinese economy was largely agrarian. While thereehbeen significant increases in
agricultural productivity, the share of agriculturetotal GDP has declined as the other
sectors have grown much faster. By 1994, the stlaagriculture had declined to about
20% of the GDP indicating a rapid rate of strudtwwhange. From 1952 to 2011,

agriculture’s share of the GDP fell from 50% to 1@%d its share of employment fell

from 83.5% to 34.8%.

Table 2.7 Changes in economic structure, China (%)

Agriculture, Forestry Industry and

and Fishery Construction All Services Total
GDP
1952 50.4 20.9 28.7 100.0
1978 28.2 47.9 23.9 100.0
1994 19.9 46.6 33.6 100.0
2011 10.1 46.8 43.1 100.0
Employment

1952 83.5 7.4 9.1 100.0
1978 70.5 17.3 12.2 100.0
1994 54.3 22.7 23.0 100.0
2011 34.8 29.5 35.7 100.0

Source: National Bureau of Statistics, China, atshown calculation.

The huge expansion of industry-construction outpuhe pre-reform period can also be
seen from Table 2.7 and industry accounted for%7® 1978 compared with 20.9% in
1952. In the pre-reform period, industry was tightlontrolled and investment fully
funded by the government. For the policy priorilyheavy concentration of investment
resources helped to raise relative levels of lalpvaductivity in this sector. During the

reform period, industrial-construction growth conied at the same pace. However, the
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change in industry’s employment share was relativadest because this sector has been

much more heavily capitalised than other parthiefdaconomy.

The service sector has experienced major swingsowth or expansion due to economic
expansion. From 1952 to 1978 the service sectorswhgected to deliberate controls and
this share of the sector had declined from 28.7%3t8%. After 1978, when the service
sector was greatly relaxed from government contiblgrew very quickly. The share of

employment in this sector rose from 12.2% in 19¥88.7% in 2011.

The rapid transformation in China’s economic sutetindicates the large difference in
productivity among sectors and has led to a dramratllocation of resources between
sectors. As agricultural productivity increasesndad for labour declines, releasing more
to the industrial sector. The rapid developmenCimnese industry and its pattern of
performance (Eckstein, 1977) has greatly enhandedaG production capacity in the

manufacturing sector and accelerated China’s forg@de volume.
Structural openness and external dependence

An important feature of China’s reforms is a coutity promotion of economic openness
through international economic cooperation, investtntrade and exchange. FDI and
international trade contribute positively to Chmaconomic growth (Harrold, 1995;
Lardy, 1995; Pomfret, 1997). As a result of its kearreforms and open-door policies,
China has achieved substantial progress in poveduyction (Tisdell, 2009), economic

liberalization and society development.

These changes have altered China’s economic sygibstantially but at the same time,
the structure of its political system has hardijergd. It still heavily relies on the
guidance of a one-party government during the wpoteess of China’s reform. Deng’s
approach of gradualism combined with learning-byrdavas retained. The significance
of this type of approach to China’s development wiasmed by Roland (2000) as the
“spatial” and “sectoral” gradualism in industriaécsor rather than radical reforms in

agriculture.

The “opening” of the Chinese economy was also aluah process. Proposed new
institutional structure and forms of trade weredriand established only in a particular

region or locality or sector of the economy filsbur special economic zones and other
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special arrangements including fourteen coastiglscéstablished in 1984 were all located
in coastal areas (Lardy, 1992). The conventiondicator for measuring the degree of
“openness” of the Chinese economy, frequently reteto as the trade ratio (the ratio of
export plus imports relative to GDP), has dramé{idacreased (see the calculations of
Lardy, 1992; Takahiro, 2010). However, the estiovaiof this measure cannot give a full
picture of the extent of China’s openness and tidkcators calculated at the aggregate
level could ignore the imbalance of the regionawgh and sectoral disparity in foreign

trade.

Another characteristic of China’s structural opesmés the imbalance of sectoral trade
expansion. The trade volume of manufactured goedfomned much better than other
categories of commodities. Manufactured goods alsaae of total exports rose rapidly,
from 49.5% in 1980 to 94.7% in 2011 (see Table.ZEB)l is an important driving factor
in the strong growth of the manufacturing sectdne Tatest figures sourced from the
Ministry of Commerce of China show that the majosgwortion of FDI is drawn from the
manufacturing field, which takes up over 60% in88&d almost half of the total utilized
FDI in 2011.

Now China’s economy is increasingly market-drivewl anore open. China’s total foreign
trade as a percentage of GDP in 1978 was 9.8%hlsutatio increased substantially after
1978 to reach 60.3% in 2003 and has continuedsé&osince 2003. In 2008, China’s gross
exports amounted to about 40% of its GDP and nebréx contributed to 8% of the GDP,
from an average of about 3% of the GDP between 20@02004 (World Bank, 2008).
The trade surplus has been propelled by a shaprrithe manufacturing sector surplus.
In particular, machinery, electronic appliances] &nansportation equipment account for
more than half of the trade surplus, compared wighgnificant deficit only a few years

ago.

However, China’s growing trade dependency has a#sb to a greater risk of
macroeconomic fluctuations than in the past. Cireconomic performance has long
relied on export growth. The global economic crises tested the dependence of China
on exports for their growth. During the global rezien, China’s exports dropped
significantly due to the sudden weakening in exdedemand for China’s products (see

Figure 2.5). To maintain economic growth, the goweent had to take aggressive
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expansionary fiscal and monetary policies. Somen@tists warned of an inflation and

overheating crisis (see for example Huang & Tad,020

Figure 2.5 China’s recent trade performance (mghthl
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In early 2009, as a result of the global slump,artbhan 20 million workers lost their jobs
(IFPRI, 2009). The increasing unemployment in Chioald have triggered social and
political unrest. Therefore, the Chinese governnaeteéd swiftly. Strengthening domestic
demand is expected to be the major driver of thi®ma growth. Since the government’s
implementation of its stimulus package, China’samgp have increased rapidly. However,
it is the stimulus investment rather than consuampfiuelling the domestic aggregate
demand. As the export-led growth model has beestantially changed, China sustains a

massive trade surplus.
2.6  Summary

This chapter provides an overview of the evolutbiirade reforms and trade structure in
China. It illustrates changes in China’s tradehim tontext of changing Chinese economic
structure. This enriches our understanding of Chitiberalization during the past three
decades. The relative importance and changing walienes by regions and sectors are
also highlighted. Attention is also given to thegessing activities of China since the
commencement of liberalization and export-oriengedicy. Utilizing its comparative
advantage in abundant labour supply and openneBBloChina has become a leading

location for the assembly of manufactured goodsHerglobal market.
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The surging trade surplus has been considered tmbeful to both domestic economy
and trading relations. The Chinese government baksed the excessive trade surplus
problem and attempt to reduce its large trade ssipy reducing export rebates. However,
the lack of accurate identification of the factargerlying the trade surplus has affected
the policy effectiveness. The background informatiothis chapter is crucially important
for us to further investigate the underlying causé€hina’s external imbalances. The
accumulation of a recent trade surplus is grouridettie way the trade environment is
formed and the process that China is involved obal trade. All such issues deserve
careful study. Before addressing the methodologyntestigate these issues, the next
chapter first reviews the literature to highlighhat research has been done on the subject

and to position this research within the currerdvidedge of China’s balance of trade.
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Chapter 3 Review of the Literature

3.1 Introduction

This chapter reviews studies that examine the #imat basis of the main determinants
of the balance-of-trade disequilibrium in the lgtture, as well as looking at key empirical
studies that examine the signs and magnitude ofctiedficients of the relationships

between the trade balance and these determindmtsréview intends to help us in our
efforts to study trade imbalance issues concerdevgloping countries, and shed light on
the examination of major determinants of the badapfetrade as they are related to the

developing world in general and China’s excesgiadd surplus in particular.

Why do some countries remain surplus while othersain deficit and what are the
causes for the disparities between those countriés® chapter thus draws on the
previous work and develops a framework that capttine determinants of balance-of-
trade disequilibrium through reviewing the evolutiof theoretical models. In doing so,
we will map the path of prior research on this eabjnd characterize the relationships

between these determinants and the balance ofjesigon in general.

The literature can be organised in different steafsee Figure 3.1). One strand of
literature is the evolution of trade balance thesriwhich consists of three main
dimensions: the classical price-specie flow thaorger the gold standard, the Keynesian
model with assumed sticky price and post-Keynegariod incorporating monetary
factors. Accordingly, over time, in response to tinee major theories, three approaches
have emerged in the literature to identify the treteships between a country's trade
balance and its determinants. Two approaches, yaimelelasticity approach (Robinson,
1937) and absorption approach (Alexander, 1952;9)19%ave evolved from the
Keynesian model. A monetary approach has evolvea the monetary theory (Johnson,
1977). The elasticity approach is a partial equiilim analysis, while the other two
approaches are general equilibrium analysis. Therattrand of literature is organised in
three channels through which all the possible d@tents affect a country’s trade
balance. Simplistically, the trade balance can beadly defined as the difference
between a nation’s exports and its imports. Froms flerspective, the determinants of the

balance of trade are any factors that affect a ttggnimports and exports and can be
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tracked through three major channels: the supplg;sihe demand-side and the relative

price effect.

Figure 3.1 A framework for identifying the deterraits of trade balance
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Note: the evolution of related theories and apgneads displayed in the left side of Figure 3.1tHe right
side, three major channels, supply-driven, relgptiee and demand driven, have been sorted outdlyse
the behaviour of the balance of trade. The maierd@hants, such as productivity, exchange rateynve;
and monetary factors are linked to each other. &simplistic notion of the three major channelg th

interactive effects between these variables arétednin this figure.

Domestic income positively affects the demand foeign goods and services (import)
and subsequently exerts a negative impact on #ue tbalance. Domestic productivity
positively affects the domestic production of goads services, part of which are exports.
Thus, income is a demand-side factor, while pradlitgtis a supply-side factor. The
exchange rate, as a “pass-through” factor, affégwtselative price of exports to imports.
In addition, the monetary factors are also takém @onsideration as they exert impacts on
the trade balance through their impacts on the aaxgh rate and domestic income. For

instance, an expansionary monetary policy leadsnieeest rate to decreasing, which in
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turn causes depreciation in the exchange reggeris paribus The exchange rate

depreciation can lead to an improvement in theettzaance.

In the remainder of this chapter, we proceed devigt Section 3.2 reviews the evolution
of the trade balance theories and provides a “diefi statement of the theoretical

determinants of external imbalances. The empigtadies that examine the relationship
between these determinants and trade balance esenped in Section 3.3. Section 3.4
reviews the existing literature on determinant€bina’s trade balance. The final section

provides a summary of the whole chapter.
3.2 Theoretical basis for determinants of trade blance

The theory of trade balance or the current-accdwalnce is concerned with the
economic determinants of the balance of trade. & threories of trade balance dominate:
(1) According to the classical price-specie-flowam&nism developed by David Hume
(1752), the adjustment of the trade balance is etkas an automatic process under free
trade. This doctrine was predominant before theaGbepression in the 1930s. (2) Since
the emergence of a large imbalance or disequilibiitn many countries after World War
| and the collapse of the fixed exchange rate sysfElein, 1948), the Keynesian
macroeconomic approach was widely adopted by mamytdes (Johnson, 1958). The
Keynesian approach advocates more government amtons in the market. (3) During
the 1950s, a monetary approach was proposed bkétrand Johnson (1976). According
to this approach, the disequilibrium of trade be&aris considered as a monetary
phenomenon (in models in which the monetary apgprasaased, the term “balance of
payment” rather than “balance of trade” is moreqfiently used to capture the

composition of a country’s international accounts).

The importance to identify and understand the datents of balance-of-trade dynamics
can be traced back to the early writings of suéluémtial thinkers as J.R. Hicks, Johnson
and Metzler. Hicks (1953) describes “the long-rusllat problem” as a problem of
disequilibrium raised by the disparity in produdiy Johnson (1954) introduces income
as well as the increasing productivity effects be balance of trade — showing that
income effects were likely to help equilibrate avreéen the trade balance under assumed
price inflexibility; and Metzler (1949) is concexhavith the need for price adjustment

through exchange rate changes and holds the viawahdevaluation is effective in
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improving the trade balance. Monetary shocks ase altroduced into Meade’s (1951)
model for analysing the balance of payment. Acealyi these key determinants such as
productivity, income, exchange rate and monetacyofa which have been identified in

the literature are discussed below.
3.2.1 Productivity and trade balance

The effects of productivity on the balance of tratidde back to the Ricardian models
where the trade pattern is determined by produgtivi each country. Hicks (1953)
sketches an intuitive analysis of Ricardian moaélshese varying effects of improved
productivity and the state of disequilibrium. Hewaes that the technological progress in
the U.S. is strongly biased in favour of import stithtes, and therefore imposes a
disequilibrium with the outside world, which is éatformally modelled by Johnson
(1954). In a two-country model, Johnson derives #guations that capture the
relationship between the trade balance, and pmck moductivity trends. On the one
hand, the faster productivity growth raises thd neeome and tends to deteriorate the
balance of trade. On the other hand, the relatifadling prices are likely to improve the
trade balance of the faster-growing country untlerassumption that the elasticities of

international demand are high enough for devalunatio

Dornbuschet al. (1977) consider the effects of uniform technolagiiprogress on the

trade balance in the case of a continuum of godd®y develop a model of the
equilibrium relative wage, price structure and agged pattern of efficient geographic
specialization. A uniform technological progrespiims a uniform proportional reduction
in the foreign unit labour requirement and therefarproportional downward shift of the
relative unit labour requirement. Due to the reurctn the foreign unit labour costs, the
loss of a comparative advantage in the home couwittymply a loss of some industries

in the home country and a corresponding trade itlefic

Krugman (1979) also attempts to introduce techriobdgchanges into the theory of
international trade. He considers the trade patbetween a technologically advanced
country and its less advanced trading partner basedhore realistic premises. In his
model, the technical progress takes the form otligament of new products instead of
increased productivity in the manufacture of olddurcts. The lag of technology transfer

gives rise to trade, with the technologically adsehcountry exporting new products and
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importing old products. For less developed coustrithe transfer of technology also
brings the benefit of improved terms of trade, @aighe relative labour wage and

improves the export output.

The above mentioned models assume that all goedgaed, or in other words, can be
divided into export and import goods. Criticismtbhfs assumption in the pure theory of
the international trade stresses the relative grigke non-traded to traded goods (see
Balassa, 1964; Samuelson, 1964). They thus extenttdaditional Ricardian trade model
to include non-tradeable goods and identify thedpativity differentials between the
tradable and non-tradable sectors as the source @jsuntry’s internal price relative
change. When a country is experiencing a positielyrctivity shock that affects only
traded goods, its currency appreciates in realdemd its trade balance deteriorates. The
Balassa-Samuelson hypothesis has been playingotapmole in this area and has had

provided far reaching implications for both thearatand empirical studies.

Many extensions of the Balassa-Samuelson model heamphasized the role of
international transmission. The general equilibriomadels including both non-tradables
and country-specific tradable goods have contribute the discussions of this
international transmission and the linkage betweeacroeconomic volatility and
international trade (see for example Obstfeld & &6g2000; Corsettiet al, 2006). In
related work, Corsetti et al. (2008), analyse tlameconomic dynamic response to the
persistent productivity shock in a standard dynastochastic general equilibrium (DSGE)
model with traded and non-traded goods. A few restrdies also examine the potential
role of total factor productivity (TFP) differencasross countries in explaining the global
imbalances based on multi-country dynamic genegallierium (DGE) models (see for
example Guerrieret al, 2005; Hunt & Rebucci, 2005; Cowt al, 2008; Covaet al,
2009). Their simulation results indicate that TFBvelopments in these economies
account for a significant fraction of the total el&ration in the U.S. trade balance since
1990s.

Further research on the technology shock is raisedhe recent micro-level studies
related to trade. Bernagt al. (2000) introduce firm-level heterogeneity into adal of

trade by adapting a basic Ricardian theory to Bpeeific comparative advantage. They
provide a good fit to a combination of micro- ancharo-level data based on the

differences of productivity. Ghironi and Melitz (@®) have pointed out one potential
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problem with the Balassa-Samuelson effect whidiésreliance on the law of one price
for traded goods. They use Melitz’'s (2003) modetdemsider the impact of aggregate
productivity shock rather than sector-specific apibvide a fully micro-founded,
endogenous explanation for the Balassa-Samuel$ect.elimportantly, a policy-relevant
issue raised by this class of model is that whesn rtiodel allows for international
borrowing and lending, more productive economiekess regulated ones, exhibit higher

average prices relative to their trading partners.
3.2.2 Income and trade balance

Conceptually, income is an important determinamt both imports and exports since
imports are domestic demand for foreign goods whkports are foreign demand for
domestic goods. National income determinationnropen economy is analysed using a
traditional Keynesian model where the income effadcthe trade balance first attracts
attention. In the Keynesian model, autonomous obsung exports, imports and domestic
investment are transmitted from one country todtmer through changes in foreign trade
induced by income changes. In the absence of gmarhactivity and unilateral transfers,
the changes of income depend on whether domeststiment plus export is greater than
or less than savings plus imports (Stern, 1973grdfore, the changes in income will

serve to help equilibrate or worsen the trade lzaan

Most of the early analysis of the income effectantrates exclusively on the unequal
income elasticities across countries. In a two-tgumodel, Johnson (1954) shows that
even if trade is initially balanced in a two-coyntnodel, prices are constant and income
growth is the same in both countries, the tradarza can still change through time if
their respective income elasticities of demandther other’s exports differ. Houthakker
and Magee (1969) find that the income elasticity Japan’'s exports is substantially
higher than that of its imports, whereas the UnKethdom and the United States are the

opposite.

The criticism of the Houthakker-Magee hypothesig] all income-based trade models, is
that the analysis is too partial-equilibrium in urat as it ignores cross-relations among
relative prices of goods, demand and supply. Oaedbr of the criticism, represented by
Artus (1979) and Sachs (1981), reminds us of tlsemition approach (Alexander, 1952;
1959) that any improvement in the trade balancaireg an increase of income over total
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domestic expenditures. Application of the absorptapproach to the observed current
account imbalances in the 1970s yields the coramtushat the observed imbalances
reflected inter-country differences in the inceatiio savings and investment (see Artus,
1979). Another branch of criticism comes from thenetary approach (Frenkel &

Johnson, 1976) which considers the balance of payrag a monetary phenomenon.
Countries with high growth rates of real incomelwiin balance-of-payments surpluses
because of the positive effect of higher real inean the demand for real money. When
the domestic interest rate is higher, foreignees raore interested in buying domestic
financial assets. This creates capital inflow, andalance of payment surplus (see
Goldstein & Khan, 1985). In such a framework théabee of trade could be viewed as

being determined by relative price, real income anahetary factors.

So most empirical analyses of the trade balancecuwrent account balance have
traditionally been performed within the Keynesiandal of income determination. It is
important to distinguish between transitory andparent disturbances in income in the
analysis of the current account determination. Withdynamic intertemporal framework,
the correlation between income and the trade bal@mvestigated by emphasizing the
distinction between transitory and permanent charnigeincome (Sachs, 1981). The
results presented in the paper of Sachs (1981) shatva permanent increase in income
leaves the trade balance unaffected because tbmm@éand consumption changes by the
same magnitude. A transitory increase in incomeyedwver, may either increase or
decrease the trade balance in the short run, deygeod the source of the change. If the
increase is induced by aggregate demand, the ba@dace tends to decrease and it could
be corrected with demand-side policies (Cardia,1)99n the other hand, real business
cycle models, such as Backes$ al. (1994) and Mendoza (1991) suggest that the
countercyclical behaviour of the trade balance loargenerated by productivity shocks

without relying on demand disturbances.
3.2.3 Exchange rate, relative price effects and#iance of trade

There is a long history that exchange rate has beasidered to be a major determinant
of trade balance. A growing agreement in the liteeais that prolonged and substantial
exchange rate misalignment can create severe ntacrosic disequilibrium and the

exchange rate policy can help correct the extenmahlance.
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In the price-specie-flow mechanism of David Hume automatic adjustment of
international disequilibrium is motivated by morféyw and consequential changes in the
national money price level. After the collapse b€ tinternational regime of fixed
exchange rates in 1930, the emergence of mass lmgngnt as a major economic
problem and the Keynesian revolution have altered dasic assumption of wage and
price flexibility with full employment to wage ridity with normal mass unemployment.
The international adjustment is not viewed as atoraatic process, but as a policy

problem for governments.

The conventional view on the impact of currencyrdefation on trade suggests that the
depreciation leads to an expansion in trade vieetoxporter prices and improves the
trade balance. On the import side, the depreciat@es the domestic price of imported
goods, leading to increased demand for domestiadggo®n the export side, the
depreciation raises the home price and/or lowessfdreign currency price of domestic
exports. The extent to which the depreciation isspd on to foreign consumers in the
form of lower foreign currency prices of exportisgir imports) depends on the elasticities
of export supply and demand. This view is rootedhi@ classic model of international
trade developed by Bickerdike (1920), Robinson {d%d Metzler (1949). It has come
known as the elasticity approach or BRM model. Essence of this view is that the
substitution effects in consumption and productiauced by the relative price (domestic
versus foreign) changes are caused by a devaluatitantion is therefore focused on the
“elasticity” condition required for the effects afevaluation. In a series of papers,
Haberler (1949), Meade (1951) and Friedman (1958Jein favour of freely floating
exchange rates using something like the elastimiydel. They have moved from
investigating the effects of an exchange rate chatogexploring the concept of the

exchange rate as an instrument of policy.

In particular, much of the work centred on two cepts of the Marshall-Lerner (ML)

condition and the J-curve phenomenon which haverbecthe underlying assumptions
for those who support devaluation as a means tulige&athe foreign exchange market
and improve the trade balance. According to theddihdition, success of the devaluation
depends on whether the sum of import and exportademelasticity exceeds unity.
However, there have been circumstances under whishcondition is satisfied yet the

trade balance continues to deteriorate (see Bah@skooee, 1985). The focus, therefore,
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has shifted to the short-run dynamics and the tkadance is said to follow the J-curve
pattern. While exchange rates adjust instantangotisdre is a lag in the time consumers

and producers take to adjust to changes in relatices.

The elasticity approach provides a partial equilifor framework for analysing the impact
of exchange rate changes on the trade balance.\ldowtis approach does not take into
account the numerous general equilibrium interastiarising from currency movements,
such as the responsiveness of production and cgisumto relative price shifts

(Dornbusch, 1975). It also does not explain howekeess of income over expenditure

that corresponds to a trade surplus arises.

Alexander and Miller (1952) and Johnson (1958) edke criticism on the elasticity

approach by their absorption approach which is dase the aggregate income and
expenditure considerations. The presentation oabis®rption approach as an alternative
to the elasticity approach leads to a considerabigtroversy and researchers put in
extensive efforts to reconcile the two. Among thporters of the elasticity approach,
Machlup (1955) points out that it is not correchtglect the relative price of imports and
exports and concentrate on absorption and inconogveMer, the absorption approach
asserts that a favourable effect from devaluatiomeg in a fully employed economy,

depends not only on elasticities but requires tiegt inflation resulting from the

devaluation under these conditions produces a tietum aggregate absorption relative

to the aggregate productive capacity.

Several attempts at reconciliation of the two apphes by Alexander and Miller (1959)
and other researchers bring an end to the inighhte by giving their own synthesis of
the elasticity and absorption approaches. Thish&gns consists of treating the effect of
devaluation on the balance of payments, as beitgyrdeed by the traditional elasticity
approach, as an initial effect, to which a muléplis applied in order to obtain the
changes in the national income of the two countcesscerned and hence the induced

changes in the home country’s imports and exports.

In the analysis of Alexander and Miller’'s (1959pposal of the absorption approach, a
negative trade balance implies national expenditnrexcess of national income. This
obvious truth is underscored by Machlup (1955) whiphasizes the role played by credit

creation in sustaining the excess expenditurearctise of the trade deficit and concludes
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that the role of the supply of money and creditncarbe neglected when considering the
effects of devaluation. The rediscovery of the gigance of monetary factors, however,
has not been reflected in the mathematical modeistife analysis of the effect of
devaluation on the balance of trade. The monetay will be discussed in more detalil

in the next section.

Another strand of the exchange rate effect on #lange of trade is to assess the impact
of exchange rate volatility on trade by considerihg level of the firm’s exports.
Theoretical studies generally predict that incrdagecertainty about the exchange rate
will lead to a lower level of trade under the asption that traders are risk averse. For
example, Clark (1973) demonstrates that exchangge wacertainty is likely to have a
negative effect on trade in a simple static mod@lis basic model has been elaborated by
a number of authors, e.g., Hooper and KohlhagergjlBaldwinet al (2005), who also
reach the same conclusion of a clear negativeioakitip between exchange rate
volatility and the level of trade. Recent work tisttopic employing the gravity model
has found some evidence of a significantly negatalationship between exchange rate
variability and trade (see Frankel & Wei, 1993; ieaff, 1995; Dell'Ariccia, 1999; Rose
& Engel, 2000; Tenreyro, 2003).

One aspect of the relationship between trade aokagge rate volatility that needs to be
mentioned is the role of “sunk costs”. Much intd¢io@al trade consists of differentiated
manufactured goods that typically require significaenvestment by firms to adapt their
products to foreign markets. The sunk cost wouldi &> make firms less responsive to
short-run movements in the exchange rate. Theidadis enter or exit the export market
involves considering explicit fixed and variablest® but also exercising the option to
enter or exit the market (see, for example, McDon&l Siegel, 1986; Dixit, 1989;
Krugman, 1989). The greater the volatility in exche rates, the greater the value of
keeping the option, and hence the greater the rahg&change rates within which the
firm stays in the export market, or stays out ihds not yet entered. This suggests that

increased exchange rate volatility would increaseinertia in entry and exit decisions.
3.2.4 Monetary view of trade balance

The role of money and credit is totally disregardedhe conventional relative prices

(elasticities) and aggregate spending (absorptigproaches. Even Alexander himself
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(Alexander, 1959) tends to neglect the role of nyoinehis discussion of the multiplier

process engendered by the initial change in thdettzalance. In this respect, Meade’s
(1951) model for the analysis of the balance ofnperyt stands out. Under the “neutral
economy” assumption, the money supply and theastemate are clearly included in his

model.

Subsequent to the work of Meade (1951), Polak (1,967 Lee and Sampson (2000), in
contrast to the emphasis of the standard modeh@mftluence of relative prices on trade
flows, the new monetary models consider the trageadilibrium as a monetary

phenomenon and assume perfectly flexible pricesveagks instead of constant prices in
the Keynesian model. In these monetary modelsteira “balance of payment”, rather

than “balance of trade”, is more frequently useddourately capture the composition of a
country’s international accounts. A broad classmén economy macroeconomic models
(see for example Mundell, 1963; Calvo & Rodrigu&277; Frenkel & Rodriguez, 1982)

investigate the relationship between a country'tarize of payments and its money
supply. They argue that there is disequilibriunthe money market if there are surpluses

or deficits in the balance of payments.

The monetary approach, therefore largely emphasiiesmonetary implications of
balance of payments disequilibrium. Following a rpanent increase in the money
supply, the decrease in the interest rate leadsartoincrease in investment and
subsequently output, an increase in the price |lewad a decrease in the exchange rate
(depreciation). If the Marshall-Lerner conditionld® the exchange rate depreciation will
lead to an improvement in the trade balance. Iridhg run, money is neutral. Thus, over
time, output, the interest rate, the exchange &atd, the trade balance are expected to
return to their initial values (long-run equilibn), and the price level is expected to be
permanently higher. Recent evidence by EichenbangrExyans (1995), Strongin (1995),
Christianoet al. (1996), and Koray and McMillin (1999) provides popt for some of

these results predicted by conventional models.

The above mentioned studies on key determinantsade balance or current account
determination are summarized in Table 3.1. Someratiodels which are not discussed
above and nor presented in the table also provigidaeations for trade and current
account patterns. We mention a few of them for gtamFrenkel and Razin (1986)

illustrate the importance of consumer preferenoegatds consumption, which in turn
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affects the trade balance. Kim (2001) identifiesneypdemand and the asset return as the
key factors in generating a specie-flow mechanighe critical role played by the asset

price has also been emphasised in the adjustmecg$s of a small open economy.

In summary, productivity, exchange rate, income andnetary factors have been
identified as the main determinants of trade badaimcthe existing theoretical models.
The directions and significant levels of the relaships between the trade balance and
these determinants are evaluated in different #i®al models. Productivity
improvements that are export-biased tend to induttade surplus. At the same time, the
increasing productivity would also affect domesticome and labour wage. As a result,
the changing price level in tradable sectors waiffdct the relative price of home and
foreign goods through the pass-through effectsxohange rate. In the monetary models,

the balance of is more treated as a monetary phemom

However, most theoretical models focus on one sif@ttor or one aspect of factors to
explain the trade imbalance phenomenon thus tleetsfbf other relevant factors would
be ignored under the specified modelling assumpftidrere is a lack of an integrated
framework that identifies all the key determinaated the relative importance of these

determinants.
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Table 3.1 Summary of key theories on determinaitiseobalance of trade

Authors Methodology Main assumptions Determinants Main results
(Year) examined
Hicks (1953 An intuitive and descriptivi Constant co: all commodities ar Productivity and mone Productivity improvements that are exj-

Johnson (1954)

Dornbusch
Fischer and
Samuelson (1979)

Krugman (197¢

Balassa and
Samuelson (1964)

analysis of Ricardian models

Two-country model of
international trade

Extension othe Ricardian
model to determine the
equilibrium relative wage and
price structure with the
efficient geographic pattern of
specialisation

A gerera-equilibrium mode
of North-South trade

Non-tradeable goods are
included in the traditional
Recardian model

produced at a cost per unit which is incomes
independent of the amount produced.

Increasing productivity is reflected in Productivity and income-
proportionately rising money incomesprice trend

or in proportionately falling prices.

Constant unit labour requirements  Tectnologica progres

commodities that can be produced in
home and foreign countries and
constant expenditure share.

Labour isthe only factor of
production and all goods (old and
new) are produced with the same cost
function. Labour productivity is the
same in the North and South.

A two-country, two commodity world Productivity differentials

with one scarce factor, labour, and
constant input coefficient technology.

Innovation anc
technology transfer

biased tend to cause a deficit in the home
country’s balance of payment. When its
productivity gains turn to import-competing
industries, the barter and monetary effects
will cause a deficit in the foreign country.

The faster productivity growth raises the
real income and tends to deteriorate the
balance of trade. Falling prices are likely to
improve the trade balance if the elasticities
of demand are high enough for devaluation.

The uniformtecknologica progress in thi

case of a continuum of goods with a
proportionate reduction in foreign unit
labour requirement leads to a loss of
comparative advantage in the home country
and trade deficit.

The techncogy transfer gives rise to tra
and improves the terms of trade for less-
developed countries.

A positive productivity shock that affects
only traded goods, and leads to currency
appreciation and its trade balance
deterioration.
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Table 3.1 (Continuation)

Authors Methodology Main assumptions Determinants Main results
(Year) examined
Two-country model o Trade is initially balanced, price  Income elasticity o The trade balance between countries
Johnson international trade constant, and income growth is the demand for imports change if their respective income elasticity
(1954) same in both countries. of demand of other’s exports differs.
Artus Analysis of production and  The national accounting identity ~ Differences in the Distortions in saving incentives that result
(1979) consumption at the between aggregate income and theincentives to savings and from government policies and institutional
disaggregate level components of aggregate demand. investment constraints.
Sachs An integrated analysis of Output levels are supply-determinedncome and exchange rateA permanent increase in income leaves the
(1981) absorption and elasticities and not affected by aggregated trade balance unaffected and a transitory

Bickerdike (1920),

approaches to the current
account

An elasticity approach in

demand. Real interest rates are tied
to the marginal productivity of
capital and are not influenced by
monetary policies.

Separate markets for imports and Exchange rate and

Robinson (1937) and terms of independent markets exports. In each market, demand relative price

Metzler (1949)

Alexander and
Miller (1959)

for imports and exports in a

framework of partial
equilibrium

A synthesis of elasticity and

absorption approaches

and supply depend only on the
nominal price in terms of the
importing or exporting country’s
currency.

increase in income depends on the source of
change.

The trade balance effects of devaluation are
due to the fiscal policy the devaluation
brings into operation.

The rate of exchange rate must ~ Exchange rate and incomeThe effect of devaluation on the balance of

equalize foreign and domestic
prices.

payment is determined by the traditional
elasticity approach, as the initial effect, to
which a multiplier is applied in order to
obtain changes in the national incomes and
induce changes in the home country’s
imports and exports.
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Table 3.1 (Continuation)

Authors Methodology Main assumptions Determinants Main results
(Year) examined

Alexander anc An absorption approach in In a fully employed econom Exchange ra The effect of depreciation depel only on

Miller (1952) full economic model exchange rate changes only the elasticities but requires that the inflation
price of traded goods, while all the resulting from the devaluation under these
other prices (non-traded) and conditions produces a reduction in
income remain unchanged. aggregate absorption relative to aggregate

productive capacity.
Mundell Monetary approach to the The supply of domestic outputis  Money supply Deficits are caused by money supply
(1963) balance of payment in a small-elastic and its price level constant exceeding money demand, while surpluses
country model and the balance of trade depends are caused by money demand exceeding

only on income and the exchange money supply.
rate.

Calvo and Two-sector model of The residents are assumed to hold Money supply and The real exchange rate depends on

Rodriguez (1973)

Frenkel and Razin
(1986)

Obstfeld and Rogol
(1995)

Kim and Lee (2001)

exchange rate determination

A two-country general
equilibrium model of the
world economy

A model of internatione
policy transmission that
embodies the main elements
of the intertemporal approach

A small open economy model
with non-traded goods based
on the monetary approach

foreign exchange besides their ownexchange rate
currency.

The world capital markets are fully Budget deficits and
integrated and individuals and government spending
governments in both countries face

the same market rates of interest.

Monopolistic competition an
sticky normal prices.

Money supply ant
government purchase

In a modelwith incomplete marke  Assetprice and mone'
and an asset price which is a land demand

price, is the only market price

determined in the system. Goods

price is assumed determined by the

purchasing power parity.

monetary variables (the rate of monetary
expansion) in the short run while it is fully
determined by real variables in the long
run.

The qualitative effects of fiscal policies
depend on whether the country introducing
the policies runs a surplus or a deficit in its
current account.

Money supply shockcan have real effec

via current accounts and a permanent rise in
world government purchases temporarily
lowers world real interest rates.

Money demand and the asset return are
factors in generating a specie-flow
mechanism. There is a positive association
between the asset price and monetary
injection via the balance of payments
surplus.
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3.3  Empirical research

Having given a broad overview of the determinaritshe trade balance through the
evolution of theoretical models, a question ari¥¥Bat happens when the long-run theory
is subjected to empirical tests applied to shant-data? This section reviews empirical
studies on the relationship between the balandeadk and its key determinants. Most of
the studies focus on industrial countries or dgwetb countries, either as a group or
individually, and typically with emphasis on thespense of the current account balance

to shocks in specific variables.
3.3.1 Country-specific studies

The United States has received most of the attewhi@ to its increasing current account
deficit. Since the mid-1990s, the U.S. economyédxgeerienced a productivity surge. The
productivity acceleration was accompanied by arestment boom and followed by an
expansion in consumption. The seminal work by Géiok Rogoff (1995) focuses on both
country-specific and global productivity shocksetglain the current account behaviours.
In their empirical implementation of the intertem@locurrent account model, country
specific productivity shocks negatively affect tharrent account balance, while the

global productivity shocks do not have any sigaifitimpact.

In the work by Kollmann (1998), the U.S. produdivchanges have been identified as
the main source of fluctuation in net exports foe U.S. during the period 1975-1991,
and contributed to the sharp drop in U.S. net e@spiorthe first half of the 1980s. Hunt

and Rebucci (2005) and Engel and Rogers (2006puatter the widening U.S. current

account deficits to funds from Europe and Japakisgéigher returns in the U.S. A rise

in U.S. productivity relative to the world, raiselsS. investment and consumption, and
increases the U.S. current account deficit. Guerdad Henderson (2004) show that
when there is a positive productivity shock in gddjoods, its currency appreciates in
real terms and the trade balance of that counttgrideates. Estimates by Bems and
Dedola (2007), Edwards (2007) and Corsettal. (2006) detect even larger elasticities

between a persistent county-specific productivitgck and imbalances.

A few recent studies also examine the potentiad xfl productivity differences across

countries in explaining the global imbalances basednulti-country dynamic general
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equilibrium (DGE) models. Guerriegt al. (2005) and Hunt and Rebucci (2005), for
instance, find that a permanent shock to the le/@FP in the United States can at least
partly explain the behaviour of the U.S. trade defin the late 1990s. Obsfeld and Rogoff
(2004), Corsettiet al. (2006) consider the effect of productivity growih other

industrialized countries, especially in Japan andoge. Their empirical results suggest
that productivity growth in most industrial couetsj especially in Japan and Europe, is
likely to raise the global demand for U.S. produatsl help reduce the U.S. current

account deficit.

This “productivity view”, however, cannot explainet rising U.S. deficits since 2000. The
TFP growth of the U.S. and the “rest of world” cdéted by Chakraborty (2009)
indicates that the U.S. productivity growth hagyled) by a large margin compared to that
of the world since 2000. If the differential prodiuity view is correct, then the U.S.
should have been running current account surplosest least decreasing its deficits.

Therefore, the effects of other determinants mastken into consideration.

The analysis of the growth of national income ahdnges in relative prices begins by
estimating their parameters in the trade modelgmB&sed income elasticities for the trade
models are positive and statistically significamtdriving the trade flows. Bryardt al
(1993) andHooperet al (1998) find that the long-run elasticity of U&kports of goods
and services with respect to foreign national ineas0.80, while the long-run elasticity
of U.S. imports of goods and services with respedt.S. national income is 1.8. This
asymmetry appears consistently in analyses ovderdiit estimation periods (see
Houthakker & Magee, 1969; Cline, 1989; Wren-Lewglisl, 1998).

The distinction of the permanent and transitoryntfes of the income effect has been
investigated in intertemporal models. Kim (1994yeleps an empirical analysis of the
income effects on the U.S. trade balance usingUl® post 1973 data. The results
indicate that a permanent increase in income daettes the trade balance whereas a
transitory increase improves it. Miljkovic and Pa@008) investigate the impact of
transitory and permanent income disturbances orséktoral trade balance by applying
the data in three major trading sectors of the Ol&y find that both permanent and
transitory shocks in real income decrease the toatbnce for the whole economy and for

each sector.
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What about the role of relative price in affectitng current account behaviour? A good
proxy for relative price is the real exchange wHtéhe dollar, which has been appreciating
since the mid-1990s when the relatively faster potiglity growth began to emerge in the
U.S. data. A number of researchers have exploredaoountry’s trade balance moves
after the devaluation of its currency, where twganampirical strategies are widely used.
Firstly, studies such as Magee (1973), Moffett @98nd Rose and Yellen (1989) have
estimated the exchange rate impacts on the balafic&rade by examining the

relationships between the prices and quantitietsaole flow. The empirical evidence for
the U.S. for the 1967 to 1987 period shows thattieno significant impact of currency
depreciation on the trade balance. Rose and Ydl®89) use the additional data
including the post-1987 adjustment and the subseqgeeession and they find that the
improvements in the U.S. trade balance requirergelaepreciation in the value of the

dollar.

The second approach has relied on an economethnitpie to investigate whether the
J-curve behaviour exists in the U.S. Rose and We(tE989) employ disaggregated,
bilateral trade data and do not find support f@ dhcurve effect. Bahmani-Oskooee and
Brooks(1999) analyse the bilateral disaggregatel] tdade data with respect to six major
trading partners using the autoregressive distiblhag (ARDL) approach developed by
Pesaran and Shin (2001) and report a significarg-tan relationship between the trade
balance and the exchange rate. Demirden and P4%88&) and Shirvani (1997) use a
Vector Error Correction Model (VECM) for the Unite&ltates with respect to the rest of
the world and G7 countries respectively, and fimdence supporting the empirical

validity of the Marshall-Lerner condition.

During the 1980s, the role of monetary policy atied increasing attention due to its
impact on the exchange rate. Naturally, researdiere also tried to explore this impact
empirically. Eichenbaum and Evans (1995) investigdite effects of shocks to U.S.
monetary policy on nominal and real exchange ramgsying the annual monthly data
from 1974 to 1990. They find strong evidence tha®.Umonetary policy contributes
significantly to the overall variability of U.S. elkange rates in the post-Bretton Woods
era. Using a vector auto-regression model, Sim8Q)Lanalyses the response of the trade

balance to monetary innovations in the same peasfotthe U.S. economy. His findings
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indicate that contractionary monetary policy letml$ransitory appreciations and a short-

lived improvement in the balance of payments.

Mirroring the deterioration in the trade and cutraccount positions of the United States,
Japan has achieved a trade surplus to the extahithcountry has ever experienced
during the 1980s. The basic cause of the surplixlieved to be the export-oriented
nature of Japan’s industrial growth and its heaggathdence on imported oil (Krugman,
1986). There is also a Balassa effect for Japaase:cas the rapid Japanese productivity
growth is disproportionately concentrated in trdides, there is a substantial bias to real
exchange rate measures based on aggregate pralesvifg the view of the biased
nature of productivity growth, Marson (1989) is cemed with the productivity
performance within Japan’s manufacturing sector stralvs the pattern of real exchange
rates across sectors is only related to the relgteductivity growth in the two countries.
This result indicates that even if the misalignmefnthe dollar is corrected, relative price

changes will persist as a long-term phenomenon.

During the 1980s, the concerns about the improverrethe U.S. trade deficit have
garnered increasing attention in the bilateralereabalance between the U.S. and Japan.
Sato (1988) attributes Japan’s lower import eldgtigith respect to income as one of the
major factors of Japan’s trade imbalance throughparing the elasticities of imports and
exports with those of the U.S., Germany and Koigaland (1989) concentrates on
Japan’s trade elasticities using export demandorexpupply, and import demand
functions in an elasticity approach framework. Hesults indicate that the lags on
responses to price changes are much longer thaopseestimations have allowed. Jung
and Doroodian (1998) apply the Shiller lag modeéxamine the persistence of Japan’s
trade surplus and the existence of a J-curve dibethe period 1975-1990. The empirical
findings show that there is an effect of an exclearage change on the trade balance with

considerable time lags.

After the 1985 Plaza Agreement, the Japanese yaeapted from 260 yen/dollar to 125
yen/dollar by 1988, lending hope that the tradgeunight at last be reversed. Japan’s
trade surpluses against the United States decréadbd second half of the 1980s and
were stable in 1990-91, despite a sharp increasavémall current account surpluses.
Adams and Gangnes (1996) suggest the relativelk waae responsiveness of Japan’s

trade flows as the possible explanation for thatéicheffects of the appreciation of the
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Japanese yen. This point has also been made byrvoKi(1993) and others in their

recent critiques of a “weak dollar policy” for reding the US-Japan trade imbalance.

The trade balance of the U.S. and Japan has atfraonsiderable attention due to their
importance in the world economy. Taken as a whake,see a significant relationship
between the productivity growth and the changesheftrade balance in the U.S. and
Japan. A large persistent shock of other factarsh sas the relative price changes and
income can have a large effect on trade flows whitamall or temporary shock has little

effect.
3.3.2 Cross-country studies

Early attempts of cross-country studies mostly foom a particular aspect of country
groups, with emphasis on the response of the duaetount balance to shocks in a
specific determinant. The exchange rate, owingsamportant policy implications, has
attracted most attention. A number of studies sashCooper (1971) show that the
devaluation “improves” the balance of goods andises. As Miles (1979) points out,
these studies do not investigate if the impact e trade balance is temporary or
permanent, and do not account for the effects lnérovariables such as the monetary or
fiscal policies. Using annual data from 14 coustr@ver the period 1956-1972, Miles
finds that devaluations do not improve the trad&arme but improve the balance of
payment using annual data from 14 countries ovep#riod 1956-1972. This implies that
the devaluation mechanism involves only a portfgliock adjustment through the capital
account. However, Himarios (1985) supports theiticatal view on nominal (and real)
devaluations and the trade balance. Following Mildsamework, he points out that
Mile’s specification test is incorrectly specifi@shd cannot provide statistically reliable
information about the quantitative effects of demaiion when applied separately to each

country.

Bahmani-Oskooee (1985) introduces other variabiés his model to test the J-curve
phenomenon in four developing countries which hanafoundly different exchange rate
regimes. The world income and the level of high eed money have been added to the
multiplier-based analysis of the effects of exclargte change or devaluation by
Krueger (1983). He finds evidence of a J-curveGoeece, India and Korea and the long-

run impact on the trade balance only exists in [ahali
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Furthermore, Bahmani-Oskooee and Alse (1994) téstelveloped countries and less
developed countries for the existence of a coiatsgn effect and the J-curve effect
applying the Engle-Granger two-step procedure. rigpthat the level variables used by
Himarios (1985) are not stationary, their resutidigate that the trade balance and real
effective exchange rate are co-integrated for dalyteen countries. There is some J-

curve evidence found in the countries that exlubihtegration.

Recently, increased research on the exchange mgiact on the balance of trade of
developing countries, predominantly emerging Asiaarkets, has been carried out.
Baharumshah (2001) employs an unrestricted VAR irnfodehe bilateral trade balances
of Thailand and Malaysia with the United States &diagpan. His results support the
traditional view that devaluation can affect thede balance and the depreciation of the
ASEAN currencies causes trade balances to impratle hoth the U.S. and Japan. He
finds that the adjustment after the devaluationsame cases is rapid, implying no
evidence of the J-Curve effect. Wilson (2001) exwesithe relationship between the real
trade balance and the real exchange rate for f@lat@de in merchandise goods between
Singapore, Korea and Malaysia with respect tollte and Japan. No existence of a J-

Curve is found, with the exception of the bilatdratle between Korea and the U.S.

Comprehensive cross-country empirical studies emtlltiple determinants of trade are
also very important. However, they are relativatgrse. Khan and Knight (1983) make a
major contribution to this area. Using a panel skettdor 32 non-oil developing countries
from 1973 to 1980, they find that external fact(irge increase in foreign interest rates,
the slowdown of economic growth in developing coi@st and the deterioration in the
terms of trade) and internal factors (the real arge rate appreciation and increasing
fiscal deficits) are important in affecting the @mt account balances of the countries
under review. Similarly, Marquez (1990) and Hooped Johnson (1998) analyse the role
of trade elasticities for changing economic analysio policy recommendations. They
estimate income and price elasticities for bothregate and bilateral trade flows of the
developed countries and developing countries. Tiesiults suggest that the direction of

trade is sensitive to changes in income and prices.

As suggested by the standard theories of currecdoust determination, Debelle and
Farugee (1996) adopt two estimation approachesptuce the determinants of current

account positions. They use a panel of 21 industeantries over 1973-1993 and an
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expanded cross-sectional dataset that includeslditianal 34 industrial and developing
countries. They attempt to explain long-term vaiad and short-run dynamics of the
current account by specifying cross-section anepdata models respectively. The effect
of fiscal policy on the current account, which ifatent in high debt countries from low

debt countries, was investigated.

Unlike typical developed countries, most developowuntries are credit constrained.
Both the behaviour and response of the currentustateficit to changes are likely to be
different. Calderon and Chong (2000) apply the Gair=d Method of Moments (GMM)
estimator proposed by Arellano and Bond (1991)ntestigate the determinants of the
current account deficit of 44 developing countrieisey identify and differentiate within-
country and cross-country effects, namely the &fetue to changes over time in the
explanatory variables and those derived from coossiry differences in the same
variables. Their results indicate that the domestitput growth rate has a positive effect
on the current account deficit and the growth téndustrial countries contributes to
reduce the current account deficits of developiagntries. Also an appreciation of the
real exchange rate or a worsening in the termsadetgenerates an increase in the current

account deficit.

Other studies, e.g., Chinn and Prasad (2003) ex@lawider range of static and dynamic
specifications by covering a large and heterogemgooup of 18 industrial countries and
71 developing countries. Compared to the work byd€an and Chong (2000), their
studies emphasize the roles of the medium-termrmétants of saving-investment
balances rather than factors influencing the shortdynamics of the current account.
They find that government budget balances, initied foreign asset positions, and for
developing countries, indicators of financial de@pg are positively correlated with
current account balances. Chinn and Ito (2007) tepa@ad extend their work by
incorporating a potentially important factor, nayehe effect of legal and institutional
developments and confirm the difference of savirehdviours between developed

countries and less developed and emerging countries

More recent studies on the current account balaiteto analyse the nature of the
external adjustments for the emerging global imie@aphenomenon. Edwards (2002)
points out that the large current account defitsd not to be persistent and there is a

negative effect on economic performance from curemtount reversals, namely, the
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change of current account deficit/surplus to swgfdleficit. From a policy perspective,
higher deficits increase the probability of crisesl large deficits should be a cause for
concern. Furthermore, Edwards (2005) uses non-prantechniques to analyse the
international evidence on current account reverdalsg the period 1971-2001. He finds
that there is a nominal depreciation of exchanggaad a steadily increasing interest rate
in the reversal period in all sample countries. img the panel regression technique to a
dataset covering 157 countries, in all regresstbascoefficients of the current account

reversal variables are significantly negative, esly in large countries.

For correcting the global imbalances, Blanchard{@@oints out that the current account
imbalances have steadily increased in rich comwieer the last 20 years. He considers
the current account deficit of these countriesugloa close look at the country-specific
distortions and suggests that the adjustments cbeldachieved by the changes in
exchange and interest rates. The “global savintj gkplanation (Bernanke, 2005) views
excess saving from Asian emerging economies asdhbse of the U.S. current account
deficit. Edwards (2007) analyses the determinahtiecurrent account balance and the
mechanism through which current global imbalances lkely to be solved in 41
advanced and emerging countries. The economichanthstitutional determinants, such
as the degree of trade openness and the govermmestimption and inflation rate, are
incorporated into the model. Most of the coeffitgeare statistically significant and have

expected signs.

Key empirical studies that investigate connectibasveen theoretical determinants and
trade balance have been summarised in Table 3.2aAde seen from Table 3.2, the
empirical models have produced complex findingsddterent variables are set for

country-specific data. However, these findings help understanding of the merits of
various theories and also draw our attention tontrgtheterogeneity when examining the

determinants of the balance of trade for a specdimtry.
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Table 3.2 Summary of selected empirical paperseparchinants of balance of trade

Author Methodology Explanation Sample Frequency Main results

(Year) variables time period

Houthakkeranc Time series, OL¢ GNP and pricdndex 15 industrial Annua The income elasticity for Japar

Magee (1969) Export and import countries 1951-1966 export is substantially higher than for

equations its imports, whereas the U.K. and U.S.
are in the opposite category.

Magee (197: Elasticity approac Exchange ratedomestic  US Monthly Currency contracts, pethrough anc
real income, foreign real 1969-1973 the quantity adjustment process are
income highlighted to examine the effect of

devaluation. The long-run impact of
devaluation on trade balance is
favourable.

Miles (1979) Pooled cross section  A(Export-Import)/ GNP 8 developed Annual Devaluation improves the balance of

and time series, SURE ABP/GNP countriesand 6 1956-1972 payments, but not the trade balance. No
developing J-curve phenomenon exits.
countries

Himarios (1985) Time series, OLS Growth rate of income, 10 developed Annual In nine countries of the ten sample
the ratio of high-powered and developing 1956-1972 countries, devaluation improves trade
money to output, countries balance.
exchange rate, the ratio
of government
consumption to output

Bahmani-Oskooee Time series GNP, world income, high Greece, India, Quarterly J-curve phenomenon is found in all

(1985) Almon lag structure powered money and Korea, and 1973-1980 countries except Thailand. Domestic

on exchange rate effective exchange rate Thailand income variable has the expected sign

and is significant only in the results for
Korea. The world income variable also
has the expected sign and it is
significant only in the results of Greece
and India.
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Table 3.2 (Continuation)

Author Methodology Explanation Sample Frequency Main results
(Year) variables time period
Rose and Yellel Time serie Real GNP and re: Bilateral trade  Quarterl No (-curve phenomenon is four
(1989) IV and OLS exchange rate between US and 1960-1985
its six G-7
trading partners
Moffett (1989) Time series Price and quantity us Quarterly Estimates of exchange rate pass-
Simulation responses 1967-1987 through and trade volume responses to
exchange rate changes indicate that the
J-shape adjustment path has not
typically been experienced by the U.S.
Noland (198¢ Time serie Incomes in each countr Japal Quarterl Exchange rate changes have signific
2 SLS gamma the price levels, the rest 1970-1985 effects on the level of trade balance if
distributed lag of the world export price these effects are felt with considerable
and domestic price of lags.
imports
Glick and Rogoff ~ Time series The per cent change in  G-7 Annual Country-specific productivity shocks
(1995) GLS, OLS country-specific industrialized 1961-1990 are important to explain the current
productivity and global  countries account behaviour.
productivity, real gross
investment
Demirden and Time series Vector of trade balance, US Quarterly Depreciation shock results in the
Pastine (1995) Vector auto-regression real exchange rate, 1978-1993 negative response in the US balance of
(VAR) domestic and foreign trade followed by a substantial and
income fairly long-lasting improvement in the
balance of trade.
Debelle anc Cross+sectional, pane  Lagged current accour  21lindustrid Annua The ratio of old exerts more ol
Farugee (1996) regression budget surplus, real countries. 1971-1993 negative influence in industrial

exchange rate change,
domestic output gap,
terms of trade change,
dependency ratio,

relative income

countries while the ratio of young is
more important in developing
countries. Fiscal policy, real exchange
rate, the business cycle, and the terms
of trade are also shown to have
significant impact on the current
account balance.
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Table 3.2 (Continuation)

Author Methodology Explanation Sample Frequency Main results
(Year) variables time period
Kollmann (1998 Two-country rea Domestic and foreig Bilateral net Quarterl US productivity shock is the doming
business cycle model productivity, government export between 1975-1991 source of movement in the US trade
(RBC) consumption, tax rates  US and other G- balance.
7 countries
Baharumshah Time series Exchange rate, domestic Bilateral trade  Quarterly Depreciation of the ASEAN currencies
(2001) Vector correction and foreign income balances of 1980-1996 causes trade balances to improve. The
model (VECM) Malaysia and income-reducing policy may help to
Thailand with reduce the trade deficit with US but not
US and Japan with Japan.
Calderon Pooled time-series and Income, savings, 44 developing  Annual Domestic output has a positive effect
(2003) cross-country exchange rate, fiscal countries 1966-1995 on the current account deficit. An
surplus, terms of trade, appreciation of the real exchange rate
capital control or a worsening of the terms of trade
generates an increase in the current
account deficit. Reductions in
international real interest rates generate
an increase in current account deficits
in developing countries.
Chinn and Prasad Cross-section and panelGovernment budget, A large sample Annual Government budget and initial stocks
(2003) regression relative income, relative of 18 industrial 1971-1995 of net foreign net are positively
dependency ratio, and 71 associated with the current balance.
financial deepening, developing Financial deepening is positively
terms of trade volatility, countries associated with the current account
GDP growth and balances and indicators of openness are
openness ratio negatively correlated with the current
account balance.
Chinn and Ito Panel regression Financial openness, legal 7 industrial Annual Budget balance has a positive impact
(2007) variables, and real GDP and developing 1971-2003 on the current account. The financial

growth, national savings, countries
corruption index

factors in developed countries are more
sensitive in non-industrial countries.
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3.4  Existing studies on the determinants of China’trade balance

China has emerged as the world’s leading crediagion. A distinguishing feature of
China’'s economic ascendancy over the past quadatury is the fact of exports
exceeding imports and saving exceeding investm€hé interpretations of China’s
overall surplus fall broadly into two camps (Fisch2010). A “developmentalist” camp
emphasises the centrality of state-led industiadicp through the reform period, which is
often argued as a neo-mercantilist policy as pediguch as capital controls and state
control of finance are used, (see Lét al, 2003; So, 2003). The other camp has
considered the sudden rise in China’s trade sugsusresult of the transition from a state
socialist to a market capitalist system. The polioyentions and distortions are seen as
the key determining factors (Huang & Wang, 2010hi/the two camps disagree on
many issues, a consensus has emerged across byih tteat China’s surplus is the result
of intervening domestic industrial policies. In thest of this section, the review of
existing literature on the determinants of Chirteégle balance is organised according to
the three channels as shown in Figure 3.1, i.e.stipply side, the relative price effect
and the demand side.

3.4.1 Supply-side explanations

The massive expansion of FDI inflows and China’paek promotion policy are seen to
have a positive and stabilising influence on Clsnaxternal disequilibrium (Yu, 2007).
He has noticed that the FDI inflows must be “exjprrénted” for the self-balancing
purpose of foreign exchanges by the governmentcydliUnder China’s export
promotion strategy, FDI inflow leads to a biasedvgh in exports and the accumulation
of a trade surplus. There has been growing liteeattn the role of FDI in China’s
economy and its export performance (see for exanhplely, 1994; Branstetter &
Feenstra, 1999; Zhang & Song, 2001; Sun, 2009; 30t0; Sun, 2012). The theoretical
link between FDI and host export performance hasnbempirically investigated (see
Kojima, 1978; Markuseret al, 1996; Zhang & Markusen, 1999). Their results canf
that there is considerable evidence on the FDI exjptkage in China and increased

levels of FDI positively affect manufacturing expperformance.

4 This policy was abolished as part of China’s commsitt for WTO entry in 2001.
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The FDI inflows have also played an important rioléghe composition of China’s trade
commodities (Xu & Lu, 2009). China’s processingdgaaccounted for over half of
China’s total exports (Figure 2.4) and exports byeign invested enterprises (FIES)
accounted for more than half of China’s exportesif001 (Ferrantinet al, 2008). Liet

al.(2007) point out that the manufacturing industynains as the primary sector of FDI
inflows and the FDI sectoral structure has ledxmess supply of China’s labour-intensive

exports in the global markets.

The effects of FDI on export performance and treuamilation of an external imbalance
are reinforced by the role of FIEs in China’s pssirg exports. As Bransetter and Lardy
(2006) point out, the large source of FDI which esnfrom Asian firms tends to use
China as an export platform and much of China’®iwement in the international chain

relies on its supply of cheap low-skilled labouRlFrom U.S. or European firms tends to
build the export-oriented base in China to senee lttal markets. High-technology or

sophisticated intermediate goods are imported 8erable final goods for exporting

(Zhang, 2001).

While much attention has been paid to the role@if &d processing trade, direct testing
for causality between FDI and China’s trade imbedais extremely rare. Reforms in
tradeable sectors have improved the conformity ih&s trade advantage (Yue & Hua,
2002) and induced large inflows of FDI (Let al, 2001). In the modelling work by
Wang and Wan (2008), the effects of FDI on Chinegsle imbalance are estimated by
using aggregate and annual data from 1979 to 20@&ir results fill in the gap by adding
FDI into China’s trade balance model and indicate the FDI inflows expand China’s
exports and contribute significantly to China’sdgasurplus. Similarly, Let al (2007)
argue that the deterioration of China’s terms aflér resulting from large FDI inflows in

labour-intensive export sectors has led to a surgs manufacturing exports.
3.4.2 Relative price effect: the exchange rate

China’s exchange rate policy has been most refeaethen addressing the problems of
the recent global financial imbalance. Theoreticalhe elasticity approach of the

exchange rate suggests that a nominal devaluatiaesumed to affect the real exchange
rate (a relative price) and hence improve the tkzdance. Therefore, China has recently

been under strong international pressure to revidueurrency (the RMB). Goldstein
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(2004) argues that China’s undervalued currency dwgributed to a growing trade
surplus and also attracted large capital inflows ¢ the appreciation expectation. To
estimate the misalignment of RMB, he applies thedarlying balance” approach and
concludes that the RMB is undervalued by 15-25%argh (2007) estimates the
equilibrium value of the Chinese currency RMB byntrolling the per capita income

level and finds that the Chinese currency is mddgraindervalued by 22%.

So if that is the case, will the Chinese curreraluation help correct its excessive trade
imbalance? The existing empirical results remairbigoous. The first strand shows
evidence that a real exchange rate appreciatiauncesdthe trade balance, either through
exports, import or both. In contrast, the secomdnst finds no significant impact on the

trade account.

Within the first strand, in the early studies, Bxadt al (1993), examine the
responsiveness of the balance of trade to theesedlange rate using China’s quarterly
data from 1980 to 1989. They conclude that the @xgh rate has a significant influence
over the volume of exports and imports. Devaluatiorshown to improve the trade
balance, but no J-curve effect exists. Dees (20@pjoves on the previous analysis by
separating China’s exports and imports into twoegaties, the processed and the
ordinary. He finds that, in the long term, excharafe appreciation decreases exports; the
ordinary exports are more sensitive than processpaorts to the price changes. In the
short term, however, only world demand influencegpoets. Yue and Hua (2002) use
more recent data and find a reduction in exportsh vai real exchange appreciation.
Eckaus (2004) focuses on the bilateral trade bal@etween China and the U.S. applying
aggregate annual data for 1985-2002. The appregiafi the RMB is found to decrease
China’s exports to the U.S. and the share of Ceineports in total US imports. Their
findings are consistent with the results of Groeolevand He (2007) by estimating the
effect on the US-China trade balance of a revalnadf the RMB from 1987-2003. The
revaluation is likely to reduce China’s trade susplFinally, Shu and Yip (2006) estimate
the impact of exchange rate movements on the Ghieesnomy as a whole and find that
currency appreciation can reduce exports due xpanditure-switching effect, resulting

in a moderate reduction in aggregate demand.

Other studies offer a different view on how exchangte policy may affect China’s trade

surplus. Zhang (1996) focuses on the dynamic olakiips between the exchange rate of
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the RMB and China’s trade balance after the 199fication of the official and swap
exchange rates. His result is consistent with Btada in the short run the J-curve does
not appear. His findings also indicate a bidirewiocausal relationship between the
movements in the real exchange rate and the paigables. Bahmani-Oskooee and Wang
(2006) extend the previous work and use disaggeedgtt at the country level to estimate
the impact of real depreciation of Chinese curreanyChina’s major trading partners
over the period 1983-2002 and their results shaw dhly 3 partners out of 13 examined
countries support the J-curve hypothesis. In rea@nk by Songet al. (2011), they argue
that the misalignment of the exchange rate is ehfiko be the primary cause of China’s
trade imbalance. Part of the undervaluation isilaedrto the Balassa and Samuelson
effect which asserts that the currency of a dewetppountry tends to be “undervalued”
by this purchasing power parity theory. Market &xenake non-tradable goods relatively
cheaper in developing countries, rather than dediieecurrency manipulation by China’s
authorities. The Chinese currency appreciationherefore likely to have a relatively

small impact on rebalancing its external surplusebsthe world economy.
3.4.3 Demand-side considerations

The third strand aims to explain China’s externatphis from the consumption
constraints based on analysing the saving motinatamd behaviours. China’s huge trade
surplus and rapid rise in the foreign exchangervesbas been seen as the goal of “neo-
Mercantilist” economic policy. The basic idea iattlChina’s excessive surplus relies on a
deliberately undervalued currency (Krugman, 2009)derpaid workers, and foreign
investment in the export sector. However, Prasad Wei (2005) argue that the
mercantilist explanation is “an intriguing storyutbthe facts do not support it". For
instance, the Chinese currency was likely to benalaed rather than undervalued
according to the black market premium for muchhef past two decades up to 2001 and

China chose not to devalue during the 1997-1998mBinancial Crisis.

Bernanke (2005) focuses on the emergence of “aabkedving glut” in emerging Asian
and oil-producing countries in the past decade.afgpies that a key reason for the
changes in the current account of developing castincluding China, is the series of
financial crises those countries experienced. Binggiment views excess savings from
China as driven by the rising savings, insufficidomestic demand and the absence of a

well-developed financial system, as the causeafils. current account deficit.
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The subsequent empirical work by Chinn and Itdd@thas taken the view of Bernanke
(2005) and incorporated the effect of institutiodavelopment as an important factor into
their saving-investment balance model and finds thare is no evidence of “excess
domestic saving” in the Asian market countries. rB@ke’s argument that the more
developed financial markets are, the less savioguatry undertakes, seems to be only

valid in industrialized countries rather than enmeggnarkets.

A few recent papers have directed much attentisratds China’s saving behaviours and
attempted to trace the causes of China’s high gadtes. Some point to a precautionary
savings motive (see Ma & Tian, 2006). They attgb@hina’s high saving rate to the
imperfect social system, housing demand after thesing system reform and uncertainty
of future income. Others have attributed Chinagghhséavings to different income levels,
national income distribution and changing demogi@p(see Kraay, 2000; Modigliani &
Cao, 2004; He & Cao, 2007). To help control theeexdl imbalance, Tyers (2008) pays
more attention to China’s huge corporate savingBerathan households. His results
suggest that policies that reduce corporate sawilg address the problem of the

excessive current account SUI’p|US.

Some new insights into China’s saving behavioukgehseen provided by Wei and Zhang
(2009) and Du and Wei (2010). They propose a coithgetsaving motive as a new

explanation. The competitive marriage market hdsiéed men to raise their savings rate,
and produced a rise in the aggregate saving amdrtuaccount surplus. By constructing
an overlapping generations (OLG) model with twoeseand a desire to marry, evidence

at both cross-regional and household levels supploit hypothesis.
3.5 Summary

Reviewing the theoretical background of trade bhadadeterminants and identifying the
major channels through which these determinantsat@dielp us understand how these
determinants affect the behaviour of the balanegaafe account in general. Productivity
growth differentials across the world are seendoth® root cause of trade imbalance.
Price distortions in countries with export-led orport substituting growth strategies are
considered to be another main contributor. But ogéyting prices right will not be

sufficient to correct the imbalances.
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Research on China’s excessive trade surplus hasesxtensive but results of such studies
remain controversial. The exchange rate has bedalyvconsidered as a key factor that
affects China’s trade balance but the existing eogli findings on the signs and

magnitudes of the coefficients are inconsistentstétms from different models with

different variable selections. Without a thoroudiedretical discussion, these findings
generated by such models could be biased. In addifie country-specific determinants,
such as FDI and labour costs, are crucially immarta explain China’s trade surplus but
there is a lack of empirical evidence looking ith@se determinants. Without taking a
multi-factor approach, it would be difficult foréhempirical tests to pin down the relative

importance of some important factors in their intgat China’s external surplus.

Additionally, existing studies mostly only invesiig the impact of economic factors or
guantifiable variables on the balance of trade.niirang economic factors only may be
not sufficient to explain the whole story of Chisafrade surplus problem and an
examination of non-economic factors such as socidtural and political factors is also
necessary. In the next chapter we will develop raadyéic framework that enables us to

include more possible determinants of trade balamoeanalysis in this thesis.
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Chapter 4 Research Methodology

This chapter addresses issues concerning reseattiodology for this study. Section 4.1
presents a multi-channel and multi-perspective eptal framework developed for
identifying possible factors that could have impacbon China’s trade balance. Sections
4.2 and 4.3 deal with econometric modelling, dataj estimation strategies required for

empirical analysis later in this thesis.
4.1 Research framework

A conceptual framework can help provide a mecharf@nmexploring the likely factors
affecting China’s trade balance. Existing theodegresented in Chapter 3 suggest that a
country’s trade balance can be affected by diveasw®rs. For developing countries like
China, some peculiar factors may also have to l@ntanto consideration when
evaluating possible determinates of trade balaAsesuch, a multi-channel and multi-

perspective conceptual framework is proposed fierdtudy (see Figure 4.1).

The review of the literature in Chapter 3 cleaithpws that a country’s trade balance can
be affected by factors not merely form one charingl from several channels; i.e.,
supply-side channel, demand-side channel and tagvee price effects. Focusing on any
single channel of these three is likely to leadvitssed results. Further, available studies
tend to have largely focused on examining some @oan factors. However, in some
countries, especially developing countries like @hieconomic factors may not be the
only important ones that affect the trade balamecel some other non-economic factors
may also have crucial influence. For example, Chipae-party political regime restricts
labour union’s ability to defend workers’ interest€hinese workers lack the
consciousness to defend their own well-being du€dafucian influence. Such factors
can have fundamental impact on wage levels in Chitéch in turn affects China’s trade
performance. Such factors have to be includederatimlysis of determinants of China’s
trade balance. Admittedly, quantitatively assessirgimpacts of such factors can be a
challenge due to data availability and other ressuconstraints. Nonetheless, some
discussion and analyses of such factors are eakémtunderstanding the factors that
affect China’s trade balance. Hence, the concetaalework developed for this study

includes factors not only from economic perspectw also from social, cultural and
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political perspectives. It is believed that all thessible key factors that affect China’s
trade balance should be examined, and in an inesyraanner, rather than separately or

independently.

Figure 4.1 An integrated multi-channel and multigmective framework for exploring

key determinants of China’s trade balance
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*Abbreviation HCRS means “Household Contract Respiwlity System” and SOE means “State Owned
Enterprises”.

Further elaborations follow as to why factors dfifeg China’s trade balance need to be
evaluated using a multi-channel and multi-perspectipproach. From the supply-side,
production factors such as labour, capital andreldyy are assumed to have a direct
effect on export capacity. The institutional setinand transformations, such as the
Household Contract Responsibility System (HCRS) #rel State Owned Enterprises
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(SOEs) reforms and household registration systemh@&ou), are considered to have
significant impacts on the accumulation of the é&irey labour” supply. After China's
opening up in the early 1980s, FDI has not onlyught valuable capital to invest in

China, but also led to important transfers of tetbgies into China’s industries.

The exchange rate, which measures the relativee ppfcthe currency level between
countries, is widely accepted as an important tizlance determinant in the literature.
The relative labour cost is also considered to b®oge accurate indicator for comparing
long-term price levels across countries (Office®84). Under the one-party political
regime, the collective contract usually does nafude wage negotiations. Wage and
employment decisions of enterprises are constraingdguidelines issued by local
governments and party authorities (Claddeal, 2004). The labour bargaining power
must have been weakened. Clearly, this helps besiogners to “save” money in their

operations and hence products can be sold cheaply.

Higher domestic income positively affects the dedh&or foreign goods and services
(which are imports) and subsequently exerts a hegampact on trade balance. The
income of majority of Chinese ordinary workers @ high. Many of them barely survive
with their income. Even worse, many of them haves&we to protect them from
unexpected events due to lack of adequate protefrbion social security. Thus, what has
happened in China in the past couple of decad#satswhile domestic consumption is
sluggish, residents’ savings have been fast riskgysuch, China’s sluggish domestic

consumption can have an important impact on tleeaists trade surplus.

The above discussion shows that those factorsctmatpotentially affect China’s trade
balance are complex and entwined. Some socialjraliland political factors may have
very important impacts on China’s trade balanceudfn perhaps not all directly but
indirectly through some economic factors; e.g.,dbkberate discrimination against rural
population through the institutional barrier of theusehold registration system leads to
lower income of rural people which in turn conttiési to the low domestic consumption.
Chapter 5 is devoted to have a more comprehensialysas of all those major social,
cultural, political and economic factors that aileely to have an important impact on
China’s trade balance. Limited by the availabitifydata on some non-economic factors
(e.g., the cultural value that reflects saving @refices and the impact of political power

on labour wage), it was not feasible to empiricaNsaluate the impacts of those identified
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non-economic factors. Collecting such data throsgiiveys and other kinds of field work
is possible but requires many more extra resourvbgh is beyond the scope of this
study. However, it is possible to econometricallyify those major economic factors so
that their impacts on China’s trade balance, thegnitade and direction, can be
established. Before such empirical work is repoite@hapters 6 and 7, presented first in
the next two sections are issues concerning theetpodata, and estimation strategies to

be used for the econometric analysis.
4.2 Econometric modelling
4.2.1 The standard model of trade balance

A commonly-used model of trade balance (Krugman &d®in, 1987; Rose & Yellen,
1989; Bahmani-Oskooee, 1991; Baharumshah, 20@Eyiged as

My =M/ (RR,,Y) (41)

whereMij’ is the domestic demand for imports by couritdyom countryj ,RE,is the

relative price of imported goods to domesticallpguced goods, angis the domestic

real income.

A basic idea of this model, suggested by JohnsBr4}l is that exports and imports can
be viewed as “a real phenomenon governed by reahes and relative prices operating
through spending propensities and price elasticitiedemand for exports and imports”.
Accordingly, the demand for imports by couniryfrom countryj depends upon the

relative price and domestic real income, see Equatil.

LetER, be the nominal exchange rate, defined as the micene unit of domestic
currency in terms of foreign currency. Thus, a itecinER; denotes a depreciation of the

domestic currency. The relative price of importedds can be expressed as:

RP. =1 | " b = (rE 4.2
mi_ERji*P_ ER* ,P TD_( F]?r)RJj: ()
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where P, is the original foreign currency price of foreigxperts; P and P, are the

domestic (country's) price indices and foreign (countrg) price indices of all the goods

respectively;RER, is the real exchange rate, definedREBR, =[(1/ ER)( P/ B];RPR;is

the relative price of foreign’é) exports of foreign produced goods (the ratibween

foreign currency price of exports and foreign piiicgices of all the goods). Substituting

RP.from Equation (4.2) into Equation (4.1) gives tb#dwing equation:
Mijd = Mij"(REIJR ORP, Y (4.3)
Similarly, the foreign country’s demand for impodspends upon the domestic relative

export price and foreign real incofvie

d — d
M?¢=M*(RP / RER, V) (4.4)

Given that domestic exports equal foreign imporid a@ice versa, that is, domesti¢ (

country’s supply of exports to foreign) (countries X equals demand for imports by
foreign ) country from domestid) country M ﬁ' and vice versa:

S — d
XS = M; (4.5)

s — d
X5 =M, (4.6)
Following Bahmani-Oskooee (1991; 2006), the balasfdeade of country with country
j can be expressed as the ratio of exports over isipdhe ratio of exports over imports
or its inverse has been commonly used in empivicak because the ratio is not sensitive
to the unit of measurement. In addition, the ra@m be logged regardless of whether

there is a trade surplus or not. Therefore, the eftim balance of traderB) as the

dependent variable can be expressed as:
TB = X'/ M*= M/ M"= M(RP/ RER; ¥/ ;M( RERI ;RP ) (4.7)

Assuming the values dRF, and RP, are constant or stationary, Equation (4.7) can treen

written as:

TB =TR (RER, XY .8
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Assuming a Cobb-Douglas functional form and takiagural logarithms of both sides,
we obtain the following standard model of tradeabak which consists of three

explanatory variables, real exchange RER, , real foreign incomey; and real domestic

incomey; :
InTB, =a,+a,InRER, +a,InY +a,InY +¢ (4.9)
where &, is an identically and independently distributed.@i) normal error term.

4.2.2 An extension of the standard model

In the standard TB model, the vectors of three angiory variables are assumed to

capture the effects of the macroeconomic variabiefrade balance in a model. The real

foreign incomeY, and real domestic incomé measure both the productive and
absorption capacity of a country while the realrewe rat®RER; represents the relative

price. In this study, the standard TB model is eats to include two new variables, FDI
and the unit labour cost, because these varialalesbetter measure the productivity of

China and the relative price effect.

The FDI variable is a potentially important detemamt of China’s trade surplus. It is
expected to have positive impact on China’s traalarice. Chinese FDI inflows are seen
to be “export-oriented” and lead to a biased groimtexports and the accumulation of a
trade surplus (Yu, 2007). The processing trade wusofor the largest part of China’s
trade surplus as the foregin firms set up theiroeixpases in China to serve international
demand. The positive link betwwen FDI and Chineggoe have been empricially tested
(see Liuet al, 2001; Zhang & Song, 2001; Wang & Wan, 2008), thetliterature on the
direct link of FDI and Chinese trade surplus iserdn addition, from the supply-side
consideration, inward FDI directly affects the estpoapacity by increasing the factor
supply; and indirectly it raises the productivitf the domestic capital stock associated
with changing technology. Hence, the FDI varialslenicorporated into the trade balance

model to better measure the supply-side impact.

The unit labour cost is another important determiinge intend to incorporate into the
econometric model. In the standard model, the egahange rate is the only variable to

capture the relative price level of two tradingtpars (see Equation 4.8). It fits well with
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the Heckscher-Ohlin (H-O) theorem for trade patté@hlin, 1933). However, it is
unlikely that the real exchange rate fully captutesrelative price difference. In a range
of publications, attention has been focused on uh# labour cost as an important
contributor to the price level (see for example kéehl993; Arora & Blackley, 1996;
Sbordone, 2002). Motivated by Houthakker (19628, tblative unit labour cost is taken
into account in this study in order to determine tblative price effect and to reflect long-
run prices (Officer, 1982). A number of authorslugting the International Monetary
Fund have been using labour costs in addition & e&change rates (Krugman, 1992;
Desruelle & Zanello, 1997) to capture the relapviee effect. There also have been some
studies, carried out mainly by the central bankr®mists, using or calculating unit
labour costs in relation to competitiveness ancharge rates (see Salowski, 1982; Bart
et al, 2005). Indeed, the unit labour cost has been lwidsed for international
comparison of price levels. For example, accordinghe IMF’s explanation, a real
effective exchange rate index can be calculatedramminal effective exchange rate index

adjusted in unit labour cost terms instead of pm@xements in the home country.
Aggregate Model

We specify an aggregate model based on the standadkl of the trade balance
(Equation 4.8) as follows. The estimation of thggregate model uses China’s overall

trade balance data with the rest of the world.

InTBm =a,+a,InREER +a, In}(t +a, InY+a, InFD| +&, (4.10)

WhereTa“ denotes the trade balance of countwyith the world in the yeat=1,...T ;|

denotes the world; as the data on the unit labosir @f the world is not available, the real

effective exchange rate based on the relativelabdur cost, namelyREER, is adopted
to represent the relative price between Chinataadwvorld;Y,, andY,, are the income

variables, which represent the production and giteor capacity of the world and China

respectively;FDI, is FDI inflows in countryi; &, is i.i.d. random variables with zero

mean and constant variance.

Disaggregate Model
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At the disaggregate level, the relative size obantry compared to its trading partner,
rather than the absolute economic factors, is @rpeto better determine the balance of
bilateral trade. Hence, extending Equation (4.8)rmprporating the relative unit labour
cost and FDI and using relative income instead nmoime variables, we obtain the

following disaggregate model:

InTB;, =a,+a,InRER, +a, InRLY +a, InFQ| +a, INRLC +& (4.11)

1t

whereTB,, indicates the bilateral trade balance of countnyith its trading partner
country j in the yeart=1,...T ; RER, denotes the real exchange rate, defined as
RER =[(1/ ER)( P/ ;Bl; RLY,, denotes the relative income per capita of countyer

its trading partnecountryj ; FDI... denotes the utilized FDI inflows in countryrom its

it
trading partner country RLGC,, denotes the relative labour cost, which is thie raft the
average labour cost per hour between counényd its trading partner countyy &, is a

random disturbance term.

China’s bilateral trade balance data with its maj@ding partners are used in the

estimation of this disaggregate model.
4.2.3 Variable construction and data acquisition

The data used for this analysis involves Chinataedest of world (aggregate) and China
and its major trade partners (disaggregate). Herénefly describe how we construct the

variables used in Equations (4.10) and (4.11).

TB is the dependent variable for both equations. difference is thaf'B,, in Equation

(4.10) represents countis overall trade balance with the rest of the worldilevhin

Equation (4.11)TB;, represents the bilateral trade balances betweertryauand each of

its trading partners countjy The trade balance is measured as the ratio afrexplue to

import value.

In the aggregate analysis (Equation 4. REER, is a weighted average of the exchange

rates of home and foreign currencies, with the fteigr each foreign country equal to its

share in tradeY,, andY,, is proxied by GDP per capita of the world and Gi& capita
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of China, respectively. FDI is inward FDI in Chinghe left panel in Table 4.1 shows the

sources form which these data are acquired.

Table 4.1 Variables and Data Source

Variables for aggregate Variables for disaggregate

Data source Data source

analysis analysis
Taw,t = EXW,II IMiw,t Taj.t = Eth / let
EXiws UNCOMTRADE EX;, UNCOMTRADE, CEIC
IM UNCOMTRADE M, UNCOMTRADE, CEIC

RER, = RONEX, / P EIU Country Data

Pi P EIU Country Data
REER;, EIU Country Data ~ NEX;;, EIU Country Data

RLG,, = ULG, / ULG,

ULC, ,ULC,, EIU Country Data
Y, Y, EIU Country Data  RLY,, =Y,/ Y,

Yo Yo EIU Country Data
FDI,, CEIC FDI,, CEIC

Source: UN COMTRADE, CEIC Macroeconomic Databased€imerging and Developed markets, and
EIU (Economist Intelligent Unit) Country Data.

For the disaggregate analysis, the real exchartgeisadefined aB [INEX; / P, where
P is the price level (measured by the CPI index)cauntryi; P, is the price level
(measured by the CPI index) in counjryNEX; is the bilateral nominal exchange rate
(period average) defined as the numbej'®fcurrency per unit of countrys currency.
RLY,, is the ratio of per-capita income between couritrgnd countryj, which is
measured by real GDP per capita. The varid®leS , is the ratio of unit labour cost

between country and countryj, which is measured by the average labour coshger.
The right panel of Table 4.1 shows the constitutbthe variables and where the data are

sourced.

4.3  Estimation strategies
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To estimate Equations (4.10) and (4.11), the esiimgrocess is as follows: (i) a detailed
unit root test of the time-series data is undertaiceexamine the stationarity of the data
series and determine the order of integration, frehich we check the validity of the
regression estimation and perform the subsequentegpation analysis; (ii) to test the
presence of cointegration among the variables aodrtin whether the coefficients of
the cointegration vector could be estimated; ffiithe variables are cointegrated, the

long-run and short-run elasticities are estimated.
Aggregate Analysis

Estimating Equation (4.10) involves using time esgrdata. Before carrying out the

estimations, it is necessary to choose the ap@igpéestimation techniques for the model
and test for the characteristics of specificatiblelson and Plosser (1982) argue that
almost all macroeconomic time series have units.odhe presence or absence of unit
roots helps to identify some features of the uryilegl data generating process of time
series. A frequently used method to test for thenaots is the Augmented Dickey-Fuller

(ADF) test (Dickey & Fuller, 1981).

The ADF test is based on the following model witlbercept and time trend (Enders,
2010):

k
Dy, = p+Bt+ay ., +) GAY . +g (4.12)
i=2

where A denotes the first differencey, is the time series being tested for unit raas, the

time variable, ank is the number of lags added to the model to enhatethe residual (

&) is white noise, namely, has zero mean, constant variance and uncorrelatadsy

for t #s. The Schwarz Bayesian Criterion (SBC) is used dtemnine the optimal lag
length (k) in Equation (4.12). The ADF model is primarilyno@rned with the estimation
of a. The null hypothesis of the testHs: a =0with the alternative being,: a <0.

Under the null hypothesisy, contains a unit root. Therefore failing to rejebe tnull

hypothesis implies that the time series is noniestaty.

If the data series are non-stationary, they willdifeerenced appropriately to achieve the

stationarity, which then can be analysed by a s=jo@ approach. The drawback of this
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method is the possibility of losing the long-rufoimation present in the variables. These
problems can be overcome by applying the cointegratechnique, which is able to
estimate the long-run equilibrium relationship bed¢w two or more non-stationary series.
A bounds testing approach or the autoregressiveidited lag (ARDL) model to
cointegration developed by Pesaktnal. (2001) is adopted to analyse the long-run and

short-run relationship between the trade balanderalated variables.

The bounds testing is formulated by Pesaetnal. (2001) in a general vector

autoregressive (VAR) model of orderin z,:

2 =@+ R+ Y67, +6, t=123T (4.13)

i=1

where a,corresponds to a vector of drift (intercept) gfidepresents a vector of trend
coefficients.z, is a vector of variables that permits its eleméatbe purely 1(1), purely
[(0) or mutually cointegrated arg] is a vector normally distributed &g~ N(O,JZI) ,
wheres” is the variance antlis an identity matrix. For simplicity, lez, be the vector
which consists of botty,andx,, wherey, is the dependent variable that must be 1(1) and
X, is a set of regressors to form a vector matrixciitian be either stationary in level [(0)

or stationary in the first difference 1(1).

In order to test the existence of cointegration magnthe variables, we extend Equation

(4.13) to perform a conditional vector error cotime model (VECM) as Equation (4.14):
p q

AYt =a,+ :3[ + 5yyyt—1 + 5xxxt—l +inAyt—i + ZfiAXt—i t &, t=123---,T (4-14)
i=1 i=0

where A is the first-difference operator. In this formutatj coefficientd,, and J,,

contain the long-run multiplier, while coefficierit, and ¢, consists of the short-run

dynamic of the VECM.

The cointegration test under the bounds framewdrResararet al. (2001) involves the

comparison of thé&-statistics against the critical values, which geaerated for specific
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sample sizes. The-test statistic tests the joint significance of tdoefficients on the one-

period lagged levels of variables in Equation (%.14at is,H,:9d,, =9, =0.

Assuming that the cointegration among the varialgeists, the long-run relationship
model fory; established in the conditional ARD(p,q) can be expressed as follows (see

also for example Duasa, 2007):
P q

Ytzao"'ﬂt"'zxiyt—i"'zfi X;tg, t=1,2,3;- T (4.15)
i=1 i=0

And the long-run and short-run dynamic parametegsoatained by establishing an

error correction model associated with the longesatimates:
P q

Ay, =a, + JEi toecm, + Z”iAyt—i +Z:UiAXt—i te, t=123-T (4.16)
i=1 i=0

wherev is the parameter of error correction temwrf). In this model, the coefficients of
the first-differenced variableAl) capture the short-run effect. Pesamtnal. (2001)
suggest that for the limited annual data, the dyoalags structurep, g is duly

determined to a maximum of 2.

To ascertain the goodness of fit of the ARDL modiégnostic and stability tests can be
conducted. The diagnostic test examines the smoiatlation, functional form, normality
and heteroscedasticity associated with the modhed. skructural stability is conducted for

testing the stability of regression coefficients.
Disaggregate Panel Analysis

In Equation (4.11), the analysis is based on Chimd its major trading partners which
formed a balanced panel dataset that includes ogudar, the bilateral trade balances,

the real exchange rate, relative income, relaab®lr cost and FDI.

In estimating the model, we could face the problinspurious regression for the non-
stationarity of variables. To ensure valid resalte produced by model estimations, we
need first to check whether the variables are natiemary and are integrated of order
zero or otherwise. As discussed in the last sectiba traditional unit root tests or

cointegration tests (e.g., ADF or residual-baseidtegration tests) suffer from the low
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power problem for non-stationary data in a smathgla size. In order to improve the
power of the test, the number of observations shda increased. However, it is not
feasible to find a longer time span for the varabbf our interest for all the countries.
Applying the panel data enables us to increase nhmber of observations, and
subsequently the power of the tests. The toolsd&iecting the non-stationarity of the
panel data are the panel unit-root tests develbgdcevin et al. (2002) [LLC, hereafter],

Maddala and Wu (1999) [MW, hereafter], Choi (20Gi)d Im et al. (2003) [IPS,

hereafter]. We implement two panel unit root tegie: LLC and IPS tests. The LLC test

starts from the following pooled ADF test regressio
K;

AY, =g+ Y, +qt+ > Ay, +& .5 ~iid.(00?)i=1.Nt=1.T (4.17)
k=1

The test allows for some degree of heterogeneityndiyding the country fixed effects
and country-specific deterministic (time) tremits. The coefficients;, are obtained by

running a pooled OLS regressiop,=7 for all the variables. We see that the LLC test is

restrictive under the alternative hypothesis byuaseg that the series follows the same
autoregressive process for all cross units. ThiaWwthack” is addressed by the IPS test,

which is a group-mean test. To construct the IR§ Aeis estimated for each cross unit

individually before a group-mean test statistic dnd obtained through averaging the
individual t-statistics. The IPS test results will be considete be more important
because this test allows for heterogeneity in #gedtructure across the panel members

while LLC assumes the homogeneous autoregressatainaer the alternative.

Accordingly, to make sure that regression of thalehds not spurious, the results of the
panel cointegration tests need to be checked furithte estimation. Based on the methods
of Engle (1987), Kao (1999) proposes a residuakthasst for the null hypothesis of
cointegration in the panel data which allows forywrag slopes and intercepts across units.
The study of Pedroni (1997) is similar but alsosidars the individual specific constants
and trends as well as the heterogeneous shortymanics. A weakness of their tests is
that they assume the cointegrating vector to bejueifor the long- and short-run
adjustment processes. Their tests may suffer frben superimposed problem of the
common factor restriction. To overcome this prohléfifesterlund (2007)proposes four

new tests with a null hypothesis of no cointegratioy testing whether the error
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correction term in a conditional error correctiondel (ECM) is equal to zero. The tests
are more efficient than residual-based tests bec#iusy do not impose any common
factor restrictions. The new cointegration tests developed by using a basic error
correction model as follows:

B R
Ay, =dd +a (Y, ~Bx)+D.aqby, +D yAx. +e FL.NEL.,T (4.18)
j=1 i=0

In this regression, the vectok contains the deterministic components (a constadtaa
linear time trend) and the paramefiis the cointegration vector which defines a long-

run equilibrium relationship betweex, andy, . Any deviation from this equilibrium
leads to a correction by a proportion which is mefé to as the error correction parameter
a;. If a, <0, then there is error correction which implies tlyagnd X, are cointegrated.

In our empirical analysis, imposing an invalid coomfactor restriction may result in this
procedure having very low power in our sample. €fae, we apply the error correction

tests developed by Westerlund (2005) which are bpgoduce more powerful tests.

The last step in the estimation process is to deter the appropriate panel estimators.
The dynamic ordinary least square (DOLS) and FMigdified ordinary least square
(FMOLS) estimators are adopted to estimate the -tongrelationships among the
cointegrated variables. The two specific estima#mes chosen for two reasons. Firstly,
they provide consistent estimates of the averageemration slopes even if the slopes are
in fact different across countries (2000; Pedr@@i01). Kao (1999) studies a spurious
regression in the panel data and shows that theasydleast square (OLS) estimator is
consistent for its true value, but the t-statisticerges and its standard errors (SEs) are
not valid. In order to construct valid t-statistisgveral alternative estimation procedures
such as FMOLS and DOLS estimation have been dedig@gecondly, as the FMOLS and
DOLS techniques control for potential endogeneitly tbe regressors and serial
correlation, asymptotically unbiased estimates loé fong-run relationship can be
obtained (Banerjee, 1999). In this study, we empdetween-group panel FMOLS and
DOLS tests from Pedroni (2000; 2001). An importadtvantage of the between-group
estimators is that the form in which that daturpasled allows for great flexibility in the

presence of heterogeneity of the cointegratingorsct
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Consider the original regression as follows:
Yie =a B i, 4.19)

where x  andy,, are the variables that are said to be cointegraitid 5 which may or

may not be homogeneous acrogBedroni, 2000). The test statistics constructethfthe

within-group estimators are designed to test th& hypothesisH,: 3 =4, for all i

against the alternative hypothelsis: 8 = 8, # 3,, the valueg is the same for all The
test statistics constructed from the between-gestpmators are designed to test the null
hypothesisH, : B = S, for all i against the alternative hypothebis: 8 # 5,. That is,

when the slope coefficients are heterogeneouspgnoean estimators provide consistent
point estimates of the sample mean of the heteexgen cointegration vectors, while
pooled within-group estimators do not. In our csere is no reason to believe that the

cointegrating vectors are homogenous across Chmnajer trading partners.

DOLS has been introduced by Saikkonen (1991) amtkSand Watson (1993) and
extended to panel analysis by Kao (1997). In theL®Gramework, the long-run
regression is augmented by lagged differenceseoe#planatory variables to control for
endogenous feedback. The lagged differences ofndigpé variables is to account for

serial correlation. A DOLS regression can be wits:
5] q ]

Ve =@ +B% +Y 0Dy, +D yAx, +g, =L NELLLT (4.20)
i=1 i=0

Equation (4.20) is run for thieth panel member. Standard errors are computed) tisen
long-run variance of cointegration residuals. Mankd Sul (2003) extend the single
equation DOLS method and hypotheses testing foirgegrating vector to the panel data
context. The panel data DOLS estimator is obtaumgdg a two-step procedure. First, the
cointegration vector is estimated by applying thedel with fixed effects, heterogeneous
time trend and common-time effects. Then, the ted&lare stacked and a pool regression

is applied.

In the FMOLS case, the following cointegrated sysfer a panel of =1,..N members is

considered:
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Vi =4+ B%, + I,
Xi = X1t & (4.21)

§o =y 8,)

where &, =(u,,&,) represents the vector error process which is tioneid to the
long-run covariance matrix of the joint residuabgessx , andy, are the variables that
are said to be cointegrated for each member opdimel, with the cointegrating vectgt

if vy, is integrated of order oney, denotes the term that allows the cointegrating

relationship to include member specific fixed effec
The group mean panel FMOLS estimator for Equat#fl) can be written as:
T * ~
i D =) Y, - TH
t=1

RSy = (4.22)
= Z()ﬂt _X)Z

21

. — Q A ~
where Vit =(in - y|)_ = A)l(t andyi :r21j +ngj, -

22

Here Q. =Q°+T, +[,'is the estimated long-run covariance matrix of ttationary
vector consisting of the estimated residuals fréva tointegration regression and the

i [ N -ru vari W [
differences in regressor),;is the long-run covariance between the stationargre

terms (£, in Equation (4.17)) and the unit root autoregressiisturbance distanceé.g2j

is the long-run covariance among the differencexin fi is a weighted sum of the

autocovariances. More details can be found in Red2®01).

4.4  Summary

Having dealt with research methodological issules,rtext three chapters report findings
of this study. Presented first in Chapter 5 areesanportant determinants identified with
the aid of the conceptual framework proposed is ttiapter. The effects of some key
economic factors on China’'s trade balance, emplyicavaluated with aggregate
analyses, are shown in Chapter 6); those with dismgte analyses are presented in

Chapter 7.
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Chapter 5 Determinants of China’s Trade Balance — dMultifaceted
Perspective

This chapter identifies the key determinants ofn@ts trade balance, from socio-cultural,
political and economic perspectives. Section 5.4culises economic factors. Socio-
cultural factors are discussed in Section 5.2,0fdd by the discussion of political-

institutional factors in Section 5.3. Lastly, Seati5.4 concludes the chapter.
5.1 Economic factors

The theory of trade balance as well as the liteeatoncerning economic determinants of
trade balance in Chapter 3 point out that pos&btaomic determinants of trade balance
can be identified through three major channelsstingply-side channel, the relative price
effect and the demand-side channel. Possible facbirade balance affecting China’s
trade balance are examined along these three limes (1) supply-side: accumulation
process of production factors; (2) demand-sideonme; and (3) relative price effect:

exchange rate and labour wage.
5.1.1 A supply-side explanation

In this section, the supply-side factors behindcgipxpansion are discussed. Since the
late 1970s, economic reforms have reshaped theostonstructure. Markets for
production factors such as labour, capital and reldgy have also emerged and

developed since then.
Labour supply, export capacity and trade surplus

Firstly, China’s export expansion was assisted H®y large supply of low-cost labour.
China has entered into the world economy by expgraa massive range of labour-
intensive products. Before the reform, China batelg any labour-intensive low-valued
production. Following the Soviet model, heavy indgies were promoted by price
distortion and other administrative measures; éiohitapital could only be channelled to a
few of such industries. During the 1970s, the ssgcef rapid labour-intensive
industrialization in its Asian neighbours providedentives for China to rely on exports

as the engine of economic growth and poverty reduoct
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Because of the large supply of low-cost labourrdheave been greater opportunities for
output expansion through exporting goods thatrmtensive in unskilled labour. As Japan,
South Korea, Taiwan and Hong Kong had become hiiglalystrialized in the late 1970s,

there were labour shortages, increasing land pacesthe emergence of environmental
protection that served to raise the cost of pradodn those economies. The relocation
needs from these economics have made China a feessite. China is also quite close to
Hong Kong, Taiwan, South Korea and Japan. Thesengg@reas also share a common

Confucian cultural heritage.

China has shifted to a “comparative-advantage+folg strategy” (Linet al, 2003) as a
policy guide. A series of economic reforms led hie tfreeing” of labour and increased
agricultural productivity. A large unemployed lalboforce also emerged in non-
agricultural sectors. As labour was relatively atamt, enterprises chose to use cheap
labour instead of expensive capital (lehal, 2003). A massive growth has been seen in
China’s assembly operation in the 1980s and 19¥Jscially in recent years. China has
strengthened its position as “the factory of therldip to which it imports parts and
materials, processes or assembles them with higbutacontent, and then exports the

final products.

Secondly, the potential supply of low-wage laboas hargely eased the upward pressure
on wage rates. The well-known Lewis model preditiat there will be a period of
constant real wages of unskilled workers until fugplabour has been exhausted in
agriculture. For illustrative purposes, we compeah@anges of China’s rural population
between 1960 and 2008 with other four economidsairie 5.1.
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Table 5.1 Rural population changes

Rural population (thousands) Rural percentage (%)
Year 1950 1980 2010 1950 1980 2010
China 485765 792851 681049 88.2 80.6 50.8
Brazil 34457 42030 30537 63.8 34.5 15.7
India 308484 538360 845839 83.0 76.9 69.1
Korea 15109 16212 8223 78.6 43.3 17.1
Thailand 17211 34762 45807 83.5 73.2 66.3

Source: Population Division of the Department ofol@mic and Social Affairs of the United Nations
Secretariat, World Population Prospects: The 20&G@idon and World Urbanization Prospects: The 2011

Revision.

At the start of the reform period, 81% of the to@hinese population remained in
agriculture while the Soviet Union had 75% employedndustry at that time (Walder,
1996). The “household responsibility system” anadlgontracting system introduced in
the reforms have released farmers from the commays¢em (Howard, 1988). The
surplus labour in rural areas was extracted tanfieathe industrial development in urban

areas.

However, there is a restriction of labour migrafiom., hukou system of household
registration since the 1950s. The high industrralgh in China has not led to parallel
growth of the urban population as it has in otrmuntries. Compared to major increases
in urbanization in Brazil and Korea, there was omlgderate urbanization in Mainland
China during the period 1950-2010. In 1950, theneauies of China, Brazil, India, Korea
and Thailand had more than half their populationeural areas and the differences were
relatively small. By 2010, when the rural populatio Brazil and Korea was under 20%,
rural population in China still exceeded 50%. Tleme, there is still a potential large

labour supply in rural areas.

In addition, China’s labour force grew from 443 lioih workers in 1980 to 813 million
workers in 2009, according to EIU statistics. Sitloe late 1980s, there has been a sharp
rise in the working-age population. Between 2008 2010, the working-age labour force

stood at over 70%, and is favourable to sustaiaisggemingly infinite labour supply.
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Clearly, urban labour market reforms and rural-arb@gration has added to the pool of
labour supply. The potential labour supply, whics Howered the production cost and
eased the upward pressure on wage rates, woulddugbuted to an improvement in

export capacity and a growing trade surplus fom@hi
FDI inflows and trade balance

Since China launched the economic reforms andd&tleforeign capital participation in
its economy in 1979, the country has attracted idenzble international direct
investment inflows. The abundance of low-cost laband geographic advantage have
made China very competitive when foreign investoonsider relocating assembly
productions. According to an OECD report (2000tuatFDI inflows into China from
1979 to 1999 amounted to US$306 billion, which tiealent to 10% of direct
investment worldwide and about 30% of the investmamount for all developing
countries. Since the late 1990s, China has becdmesécond largest FDI recipient
country in the world and the largest among develgpcountries. China’s share of
developing Asia FDI rises from an annual averagel@¥ during the 1990s to 45%
during the 2000s (see Figure 5.1).

Figure 5.1 China’s FDI inflows and the share of@eping Asia FDI
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Source: UNCTAD (United Nations Conference on Tradd Development) Statistics Reports.
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The question that we seek to answer is whetherifildws can shed light on the large
increase in China’s export capacity and thus tsadelus which has occurred in the past
decade. Firstly, China’s export expansion is accamgd by the increase in FDI and
growing trade by foreign invested enterprises (FFlidsich have three main forms: equity
joint ventures (EJV), cooperative joint venturesJYE and wholly foreign-owned
subsidiaries (WFOS) (Huang, 2003).

Generally, FDI may affect the host country’s expotfirough two channels. One is
foreign investors utilizing local resources in ti@st country and searching for exports to
other countries. The other is aimed at penetratiadocal market (Demekas al, 2007).
The former increases the host country’s exportdeathe latter is less likely to export and
FDI has little direct effect on the host countrg’sports. In China’s case, FIEs are more
engaged in export-processing. In the 1990s, theggsing trade increased much faster
than ordinary trade (Figure 2.4, Chapter 2). Oliat period, FIEs have taken a major part
in the rapid growth of processing trade. FIEs wesponsible for 70% of China’s import
for processing and for 66% of its processed expdus to their access to technology and
experience in organizing labour-intensive producfior re-export. Compared to domestic
firms, FIE firms are more biased towards labouemsive industries and concentrated in
export-oriented industries. For example, in the wfiacturing sector, FIE firms have
shown an apparent tendency to export. On averagm|yn40% of the FIE firms’ sales

were exported while less than 10% of the Chineseadtic firms’ sales were exported.

The data presented in Table 5.2 indicate that REs® been responsible for over half the
improvement in China’s trade performance. During ¢arly 1980s, the share of FIEs in
export was negligible. Since the mid-1980s, thetrdoution of FIES in export expansion
increased dramatically. In the 1990s, trade by RE&=lerated and their share in China’s
total export enlarged rapidly; reaching 16.8% ifl1%nd 45.5% in 1999. This share
further increased to 50.1% in 2001 and 52.4% inl201
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Table 5.2 China’s total trade and trade by FIEsEb#ion, %)

Year Total Trade Trade by Foreign-Invested Enterprises
Export Import Export Import
Amount Share % Amount Share %
1980 18.1 20.0 0.01 0.1 0.03 0.1
1981 22.0 22.0 0.03 0.1 0.11 0.5
1982 22.3 19.3 0.05 0.2 0.28 15
1983 22.2 214 0.33 15 0.29 14
1984 26.1 274 0.07 0.3 0.40 15
1985 27.4 42.3 0.30 11 2.06 49
1986 30.9 42.9 0.58 1.9 2.43 5.7
1987 39.4 43.2 121 3.1 3.12 7.2
1988 47.5 55.3 2.46 5.2 5.75 10.4
1989 52.5 59.1 491 9.3 8.80 14.9
1990 62.1 53.3 7.81 12.6 12.31 23.1
1991 71.9 63.8 12.05 16.8 16.91 26.5
1992 84.9 80.6 17.36 20.4 26.37 32.7
1993 91.7 104.0 25.24 27.5 41.83 40.2
1994 121.0 115.6 34.71 28.7 52.93 45.8
1995 148.8 132.1 46.88 315 62.94 47.7
1996 151.0 138.8 61.51 40.7 75.60 54.5
1997 182.8 142.4 74.90 41.0 77.72 54.6
1998 183.7 140.2 80.90 44.0 76.72 54.7
1999 194.9 165.7 88.63 455 85.88 51.8
2000 249.2 225.1 119.44 47.9 117.27 52.1
2001 266.1 243.6 133.24 50.1 125.86 51.7
2002 325.6 295.2 169.99 52.2 160.25 54.3
2003 438.2 412.8 240.31 54.8 231.86 56.2
2004 593.3 561.2 338.61 57.1 324.57 57.8
2005 762.0 660.0 444.18 58.3 387.46 58.7
2006 969.0 791.5 563.83 58.2 472.62 59.7
2007 1220.5 956.1 695.37 57.0 559.79 58.5
2008 1430.7 1132.6 790.49 55.3 619.43 54.7
2009 1201.6 1005.9 672.07 55.9 545.40 54.2
2010 1577.8 1396.2 862.66 54.7 737.74 52.8
2011 1898.6 17435 995.65 52.4 864.81 49.6

Source: General Administration of Customs, China.

Secondly, FDI inflows have led to important tramsfef technology which has a major
impact on a country’s productivity. Productivityogvth, as a supply-side factor, is likely

to have a positive impact on the balance of tradieect technology transfer from

82



Multinational Corporations (MNCs) to local FDI-réeimg firms enhances overall
industry performance (Egger & Pfaffermayr, 2001heTpresence of Multinational
Corporations (MNCs) also generates spillovers ® llost country firms through the
market competition (Caves, 1974; Sun, 2009). Theomance of FDI on China’s
productivity growth and economic performance sititeeimplementation of its open-door
policy has been extensively discussed in the englititerature (Kueh, 1992; Chext al,
1995; Egger & Pfaffermayr, 2001; Liu, 2002; Wei &ul.2006; Sun, 2010; Sun, 2012).
By transferring new technologies and know-how ton€ee domestic firms, the intensity
of FDI inflows is positively correlated with laboyroductivity; however, Western and
Japanese invested firms seem to play a greaterimoleroductivity spillovers than
overseas Chinese firms from Hong Kong, Taiwan amgj&pore regions. Western and
Japanese investments have their brand names anhtisttzgied technology. The
continuous refinement of their products, marketd ahorter product cycles has created
more technology and market access spillovers. Ttveaverage labour productivity and
technical efficiency in Western and Japanese imek$irms are higher than those in
overseas Chinese invested firms in China (Huan@4R2Mowever, as early entrants into
the Chinese market, overseas Chinese investors lelken advantage of cultural
familiarity and social ties, greatly shortening tearning process and assimilation of new

technology and managerial know-how.

Beginning in 1992, further reforms were taken tleat to a surge in FDI inflows. The
pattern of FDI inflows has also undergone significahange (Zhang & Zheng, 1998).
Some researchers note that some MNCs have initeagtrictural adjustment in the form
of reallocation of resources from labour-intensivemore capital-intensive sectors. For
example, Taiwanese SMEs (small and medium entegjrisave shifted from traditional
sectors, such as garments and footwear, to infeesmatdustries and electronic goods,
particularly personal computer components and pergds (Smart & Hsu, 2004). The
presence of FIEs with higher capital intensity hacated higher technology content in

the production process.

Thirdly, FDI inflows have directly contributed taapital formation of China’s export-
processing industries and also greatly influencechll industrial structure. A major
proportion of FDI has gone into the manufacturindustry for export processing, taking
up almost 71.0% of the total utilized FDI by 2004rough Greenfield investment, the
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entry of MNCs has immediately increased the nundfdirms in this industry. Before
1978, the State adopted the accumulation stratégleweloping heavy industry which
was in conflict with China’s reality, with its s@&r capital and abundant labour. Since the
1980s, the increasing participation of foreign ta&gias been an important element in the
development of China’s industry. With practicallp presence before 1978, foreign-
funded enterprises accounted for over 20% of tio@distrial outputs between 2000 and
2010.

The pattern of FDI inflows from different origindsa helps explain how China’s trade
surplus accumulated. Based on different types ofido investment motivations, the
efficiency-seeking investments by Hong Kong andwEaiese firms are mainly labour-
intensive and export-oriented while market- anduese-seeking Japanese investments
tend to be of higher value-added (Fetscheginal, 2010). Western transnational
corporation (TNC) investment is more likely to centrate on gaining access to the
domestic market. On the import side, FIEs from Asieountries mainly import
intermediate goods which are to be processed apdperted. The importing commodity
composition does not reflect their capacity to etite domestic market but the fact that
China has become a production base for parent cuiegpdo relocate segments of
production. In contrast to FIEs from Asia, FIEsnfrd&cU and North America mainly
follow a strategy aimed at the local market, ay thave only a relatively small share of

China’s imports and their products are more capitainsive.

Therefore, FDI inflows, which directly increase ttap supply and indirectly bring
technological spillovers, have greatly improved tpeduction capacity of labour-
intensive export industries and thus would have tnmikely contributed to China’s

widening trade surplus.
5.1.2 Relative price effects

Many researchers argue that China’s growing tradeliss originates in its exchange rate
policy, which artificially depresses the value b&tChinese currency. Others assert that
the surplus of rural labour supply has largely dae upward pressure on wage rates.
The labour supply allowed China to develop with "anlimited" labour supply for a
much longer period than other Asian countries. Heistion discusses the relative prices

of exports and imports, taking into account thehexge rate and labour wages.
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Exchange rate and trade balance

China’s exchange rate is tightly managed by theeguwent. Since 1978, in line with its
foreign trade reforms, China’s foreign exchangeomes have aimed to favour export
through a dual-exchange rate system and devaluaficdhe Renminbi (RMB). These
reforms were a means of promoting exports and #dianbe of trade in the 1980s and
early 1990s. At the beginning of 1994, the unifmatof China’s two exchange rates in
the country’s exchange rate regime led to a “minelile” exchange rate system. In 2005,
the government switched from the dollar peg to skbapeg, allowing the currency to

float more freely.

This heavily managed exchange rate system has begcized for maintaining an

undervalued currency to promote exports. The remelno of the exchange rate is
expected to correct China’s trade imbalance, toesertient at least (see Goldstein, 2004;
Chang, 2007). So far, there have been numerousestedaluating the impact of the

exchange rate on China’s trade balance, but theirecal results remain mixed. Further
study is clearly warranted to add our understandimgut the impact of the exchange rate
on China’s trade balance and the likely effectigsnef exchange rate appreciation to

rebalance China’s trade surplus.
Stagnant labour wage and trade balance

The abundant labour supply leads to a low equilibriwage rate in the labour market,
which in turn results in higher profitgeteris paribus Higher profits attract further
domestic and international investment, leading tisimg cycle of expanded production

and higher exports, contributing to the rise imé&aurplus.

Clearly, higher production would lead to higher @i for labour. Hence, it is likely that
there will be some upward adjustment of exportstrdouting to the rise in trade surplus.
However, current labour supply situation plus tffeency of some other policies do not
favour workers in wage bargaining, as will be fertlliscussed in Section 5.3.3. Figure
5.2 presents a comparison of labour wages betwednaCand other East Asian
economies. The manufacturing wage rate has remaing# of the US wage rate for the
past three decades, whereas the manufacturing vedgehas risen sharply in Japan,

Taiwan and South Korea within a decade or two duearlier phases of manufacturing-
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led industrialization. The stagnhant labour wagedmvproduction costs, compared with

other countries, and therefore improves trade loalan

Figure 5.2 Manufacturing wage as a percentage oivbige: China and other East Asian
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Source: US Bureau of Labour Statistics, ForeignduatStatistics (Japan and Asian Tigers), China
Statistical Yearbook (Hung, 2009).

5.1.3 Demand-side considerations: consumptiontcans

Although China’s import demand has been growingdtgipn the past decades, growth is
not as fast as export expansion. As a result, Ghinade surplus has maintained at a high
level of over $20 billion dollars in recent yeai$ie Chinese authorities have called for
rebalancing the trade account and the economy tsnvgreater reliance on domestic
consumption. Domestic consumption is expected tohbemain driver of growth and a
way to reduce the country’s exposure to future reetleshocks (Yu, 2011). However,
there is a trend of continuing decline in the shafrgrivate consumption in GDP. The
statistics shows that China’s private consumptisraashare of GDP has declined from
50.8% in the early 1980s to 34.9 % in 2010. Govemihtonsumption, labour share of
income and income inequality are likely to have Ibiggest impact on declining private

consumption.
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Government consumption crowds out household consump

The total output is consumed by three sectors: ipudg#ctor (government), corporate
sector and households. Household consumption isrghy expected to account for a
major share. However, not properly controlled goweent consumption is likely to
crowd out household consumption and private inveastmThe negative response of
private consumption to government consumption leentpredicted by the Real Business
Cycle (RBC) model (Aiyagaret al, 1992; Baxter & King, 1993; Edelberg al, 1999)
and the New-Keynesian dynamic general equilibridGE) model (Coenen & Straub,
2005).

In China’s case, to finance growing government aamstion, the government has had to
increase revenue through measures such as raisengax rate, which can be easily
implemented in a one-party political regime. Thevegoment's revenue collection
inevitably decreases disposable income in the fivsector. According to official
statistics from NBS (National Bureau Statisticshjr@'s fiscal revenue grew 24.8% year-
on-year to hit a record-high 10.37 trillion yuan.64 trillion U.S. dollars) in 2011,
compared with 9.2% growth in its GDP. Calculated@yen (2012), inflation-adjusted
government fiscal revenue increased 5.7 times fi@95 to 2010 (see Figure 5.3). In
contrast, over the same period, the cumulativecame was 1.6 times for urban residents’
per capita disposable income and 1.2 times forl peasants’ per capita income. These
data indicate that a substantial amount of the G&#been consumed by the government.
The significant increase in government consumplias contributed to a rising aggregate
demand. However, the government revenue has taleger share of GDP and crowded
out the household consumption and private investmehnis is clearly does not help

increase China’s domestic consumption and doekeiptreduce the pressure to export.
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Figure 5.3 Government revenue, urban and ruratppita disposable income
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Source: Chen (2012).
Declining labour share of income constrains privamsumption

The share of household disposable income in GDPfdleen sharply in recent years.
Since labour income (wages, salaries and beneBtsthe main source of China’s
household income, the failure of workers to capfun@ductivity gains and the decline in
the labour share of income may help explain thdimieag household income share of

GDP, which in turn lead to consumption declining.

Typically in most countries, the distribution ofcome between labour and capital is
relatively stable over time. This stylized fact Heeen expressed in the textbook of Barro
(1995) as The shares of labour and physical capital in naéibincome are nearly
constant. If we take the United States as an examplesttege of the economic pie going
to workers has been fluctuating around a long-ralues of approximately two-thirds in
the post-war period (Subramanian, 2008). As You2@lQ) points out, the long-run
offsetting shifts in goods industry versus servitgustries have led to relatively stability

in aggregate labour’s share of national income.

However, since China’s opening up, the labour shafrenational income has been

declining. Figure 5.4 plots the movement of labshare, which is the ratio of labour
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compensation to gross national income (GNP). Fr@W8lto 1984 the labour share
increased slightly, then fluctuated but decreaseaimdtically from 1995 to 2007.
Although the trend has been arrested since 2008, sitill way below the earlier levels.
Therefore, the declining labour share of nationabime presents a significant constraint

on domestic consumption.

Figure 5.4 China’s labour share of national incofr$98-2009
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Effects of income disparity on private consumption

Wealth inequality is considered to have a negagifect on both household consumption
and national consumption growth rates (Ravalli®98). There is an inverse “U-shape”
relationship between marginal propensity of constimnpand disposable income (Yang
& Zhu, 2007). China’s economic expansion impliegsa in income for all households,
but not by an equitable manner. Income allocatias & significant impact on China’s

private consumption.

Firstly, the market economy has not only brougtthviti the income redistribution effect,
but also significant income inequality among indivals. The transition from planned to
market economy has resulted in a shift in wagedangg power among different groups
of workers. During the transition, the political gition has been an important asset in
raising personal income and/or the value of firdmsrural areas, local officials are at

advantage for acquiring the land, approving cograod operating private businesses for
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profit. Economic expansion has provided two souroggolitical advantage that the
cadres can obtain: cadre salaries and bonusesthanability of cadres to obtain high-
salaried positions for their family members. Congglito “ordinary” households that are
primarily engaged in agriculture, cadre advantagessubstantial. The income of rural
cadres has kept the pace with high levels of ecim@xpansion. Moreover, positions
with high salary are monopolized by cadres, cadnesehold members or their relatives
and friends (Walder, 2002).

In the urban economy, managers of state-owned pigtes who possess business
resources and government support had fared bédtker.disbursement of government
investment has created enormous opportunities doh geople who are able to “rent
seeking”, giving rise to the wealth gap in urbanif@h The high income group is
estimated to earn up to 65 times more than theihmame group, and “grey income” (a
term that describes gains above normal earningff)eismain reason that such a huge
difference appeared (Wang, 2007). The concentraifomdden income in high-income
groups demonstrates that income distribution digpds not simply caused by market
reform but also by institutional problems, as gmegome is largely obtainable only by

government officials with power.

Secondly, urban-rural income disparity has playedlitecal role in depressing aggregate
demand. The persistent urban-bias policies, éghukousystem which restricts labour
mobility, agricultural price policy and procurememblicy, have fostered a segmented
labour market. Although many developing countrieweh a clear urban-rural income
division, China’s urban-rural income inequalitynigich more serious. In the past decade,
the intra-rural Gini and intra-urban coefficientavke been below 0.38 and 0.34,
respectively. However, the average national Gireficients estimated are 0.46 in the
2000s (Cheret al, 2010). The national Gini coefficient is much largmore than 10%)
than either intra-urban or rural groups. Urbandrimaome inequality has been regarded
as a key reason for China’s sluggish domestic aopsion and especially the still very
low level of rural income, leading to more produdising exported at low prices,

contributing to trade surplus.

Thirdly, the government owned enterprises make upgha proportion of the national
economy. Taking political advantages, the economule of SOEs remains large,

especially in “strategic industries”. They are deah monopolies or oligopolies, with
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private sector participation prohibited by polidhile remaining relatively inefficient,
their expansion, especially in the aftermath of tebal financial crisis, has further
squeezed the space of non-state sectors and sagrilfi contributed to the high level

of income inequality (Tong & Huang, 2012).

The Chinese government continues to exert sigmficafluence over the operations of
SOEs. The State Assets Supervision and Administrafommission (SASAC, Figure
5.5), which hold shares of these SOEs, superviseésranages the behaviour of SOEs. In
certain sectors, e.g., oil, telecommunication amhdport equipment, both CNPC and
Sinopec are at the ministry level in the Chineseegoment’s bureaucratic ranking
system. The Communist Party of China directly apgoithe top executives of the
National Oil Companies (NOC) who hold vice-minisaé¢rank (Jiang & Sinton, 2011).
The executives of these SOEs are party membetsafird company “people” second.
They care more about pleasing their party bosses thbout business operations.
Meanwhile, the “red princelings” (the descendanitpminent and influential senior
officials of China), taking the political legacyom their parents, have occupied important
positions of SOEs, e.g., Li Xiaopeng, the son & thrmer Premier and ex-Politburo
member Li Peng, is the chairmantéfianengPower Group; Li Xiaolin, the daughter of
Li Peng, is president of China Power Internatior&iy Yunlai, the son of the former
Premier Zhu Rongji, is the executive director of ir@h International Capital
Corporation Limited (CICC). As such, a large sumeobnomic rent has been obtained by

a small number of those SOEs with monopoly power.
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Figure 5.5 Relations between SOEs and governmedhiima
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In addition, SOEs have long benefited dispropogllynfrom policy stimulus and are

crowding out private enterprises. Lower tax rates applied to reward such firms for
undertaking investment, procuring goods and sesyiemd performing other activities
that market incentives alone would not support. WM&0OEs and subsidiaries are
beneficiaries of preferential tax rates. For exanpghe amount of premium tax for
Sinopec Corp. and China Telecom in 2010 were RMBblllion and RMB 47 million,

respectively (Sozamosszege & Kyle, 2011). The gawent also provides certain SOEs
with preferential access to low-cost capital. Statmed and controlled banks, the Big
Four commercial banks, namely, the Bank of Chin@C, the China Construction Bank
(CCB), the Agricultural Bank of China (ABC), andetindustrial and Commercial Bank
of China (ICBC), and three policy banks, namely thtate Development Bank, the
Agricultural Development Bank, and the Import ExpBank, have provided significant
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benefits to central and sub-national SOEs (Sozaregss& Kyle, 2011). The SOEs,
despite some of them having low levels of profiigbiand being less productive, still

enjoy access to financial resources at favouraibezest rates.

Hence, taking the political advantages, the SOHEaindd monopolies in highly profitable
industries. Retained profits by SOEs only benefinagers and employees in these firms,
not the general public who are their true owners.bbost domestic consumption, it is
essential to address such bias in income distahubietween SOEs and households.
Collecting dividends from SOEs to fund social wedfaystems or direct income transfers
to low-income families will reduce gross nationavig rate and boost the private

consumption, thus, helping correct the excessametisurplus.

5.2  Socio-cultural factors

Socio-cultural factors play a significant role imaping the process of economic activities,
institutional changes and policy making. To underdt the causes of China’s trade
surplus, some important socio-cultural factors #radr influence on (1) the accumulation
process of production factors (labour and FDI) wigontribute to export capacity; and (2)
the saving and consumer behaviour that leads teuroption constraints are analysed in

this section.
5.2.1 Social ideology, social structure and latsupply

For over 2000 years, China adhered to a systemm&imtaining the order of a hierarchical
society, in which subordinates were required to tHe bidding of their superiors
according to Confucian tradition standards. Asestdby Ogden (2003),tHe Chinese
people seem to have been more willing to make fsasifor the strength of the national
community rather than for their own individual fdmi. Equality for a Confucian is
“expressed through complementarity and harmdioody, 1988). Since the ethical
sacrifices to the collective in Confucian heritdtgve taken root in Chinese belief, the
Chinese do not easily grasp the Western demoaration of “all men are created equal”.
Even in Mao’s era, Confucian values dominated. @i people are more likely to seek
collective recognition, and an individual's valigederived from the value of the national
community. Social networks were highly developedtie collective working units,
danwei,which organized China’s urban population or in cammes for workers in rural

areas. The state-party exerted control over sadedlogy and lives of individuals
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(Guthrie, 2006). Individuals relied heavily on tb@&lective work units within which most

of their social interactions occurred.

With the coming of economic reforms and de-coll@sttion, the structure of China’s
society has been changing, transforming from aittos@dl agrarian society into an
industrial society (Skinner, 1964). China’s old isb¢abric described by Hsiao (2003) as
“a top-down centralized chain of command from thdyphierarchy to each work unit
and down to the family and the individualas substantially changed. In rural areas, the
household contract responsibility system (HCRSubhd an end to the rural commune
system established in Mao’s era (Wetral, 1988). Under the new system, the household
was restored to function as the basic producingammdbunting unit of decision-making
within a collective structure of land ownership tfikak, 1987). The farmers are provided
with more economic opportunities and choices thataioed in the pre-reform era. They
are able to make their own economic decisions aigate to other areas to find new
employment when necessary. In urban areas, und@isMaleology, the SOEs were
intended to be not merely an organization for pobidm but an economic community that
provided most of the social services its membeeded. That the state and the SOEs
were seen as having such responsibility has beeore social value and the Chinese
people have also developed deep collective expectat(Lee, 2000). As reforms
intensified and accelerated, the phenomenon caled Gang”, sudden layoffs of urban
workers, occurred in those bankrupted, mergedamed-down SOEs. A large number of
workers have been laid off since the 1990s. Thelssrworkers have, in effect, been

released from the SOEs to the labour market.
5.2.2 Social networks and FDI inflows

Economists typically assume that China’'s low-cosbolur, favourable government
policies and large market potentials have attraattdge number of foreign investors and
foreign-invested enterprises (FIES) that conceataat export-intensive activities. But in
the real FDI activities, especially during the gaform period when China took on a
high level of risk and strategic ambiguityjanxior social relationships also played a key

role.

During this era of the 1980s and the early 19908, darly overseas Chinese investors

were portrayed as not only pursuing profit, butoalmotivated by patriotism and
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obligation. Cultural similarity and social connects have largely reduced the problems
posed by China’s contradictory political goals atrdtegic ambiguity (Hsing, 1998; Chen,
2000). On the other hand, to attract investmenmhfoverseas Chinese, special economic

zones (SEZs) were located in areas that are abodeng Kong, Macau and Taiwan.

Because of cultural similarities (shared culturd tanguage), social connections (ability
to form trustworthy relationships) and geographdvantage, more than half of the total
FDI inflows are from ethnic Chinese outside Maimla@hina: Hong Kong, Macau,

Taiwan, and overseas Chinese in Southeast Asielae@here. Hong Kong and Macau
have been part of the People’s Republic of Chin®QP since 1997 and 1999
respectively, but they are still administered asctd Administrative Regions under the

‘one country, two systems’ policy.

According to Ministry of Commerce statistics, wédd FDI inflows between 1979 and
1999 amounted to a total of $307.6 billion, of whidong Kong accounted for $154.8
billion, half of the total, and Taiwan for $23.86llibn, nearly 8%. Hong Kong has

remained the most important source for FDI inflawNlainland China. The share of
Hong Kong investment utilized in total FDI inflondecreased during 2002-2006, but
increased to 44.8% during 2007-2010 (Table 5.3R0m0, the actual utilized FDI from

Singapore has become the second largest oversaastntent source to China, ranking

only behind Hong Kong.
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Table 5.3 Utilized FDI in China by major source eomies (US$ millions, %)

Source Countries Year 1997-2001 Year 2002-06 Year 2007-10
Amount Share Amount Share Amount Share

Asia 147534 67.5 175096 56.1 236699 60.4
Hong Kong 8772C 40.1 92741 29.7 17£381 44.¢
Taiwar 1408C 6.4 14758 4.7 802¢ 2.1
Singapor 1296¢ 5.¢ 1086¢ 3.5 16652 4.2
SouthKoree 8862 4.1 2252C 7.2 1220¢€ 31
Japal 17964 8.2 25822 8.2 15304 3.¢
North America 22516 10.3 24046 7.7 15039 3.8
United State 20171 9.2 1949C 6.2 11132 2.8
Canad 172: 0.8 2644 0.8 243¢ 0.€
Europe 22794 10.4 24474 7.8 21264 54
United Kingdon 6292 2.S 4122 1.3 3134 0.8
German 5357 2.t 6352 2.C 374( 1.C
France 345¢ 1.€ 283¢ 0.6 293¢ 0.7
Netherland 324(C 1k 3992 1.2¢ 313¢ 0.8
Total 218632 100% 311999 100% 391633 100%

Sources: Ministry of Commerce, China, CEIC databBsecentages are calculated by the author.

In the context of policy and regulatory uncertajriyerseas Chinese investors have more
knowledge to respond to changes in market demaimld nainimize production costs
(Smart & Hsu, 2004). Unlike the market-seeking FIbdm Western transnational
corporations, the efficiency-seeking investmentdHoyng Kong and Taiwanese firms are
mainly labour-intensive and export-oriented (Fe¢sthet al, 2010). Because of the
cultural familiarity and social connections, overseéChinese investors are more likely to
negotiate at the lower level of the governmentdrighty and operate the enterprises in the

countryside with lower production costs.

® A typical example is the investment from Foxcoaraiwan-based company. All iPhones and iPads sold
in the global market are assembled by Foxconn.eEarg contracts with Apple and lower productionts,0s
this Taiwanese company has gradually relocated wfods labour-intensive assembly lines to Mainland
China. The parts and components used for i-pragigcproduced in Japan, the U.S. and other couraniés
then shipped to China for assembling and processtodinal products.
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5.2.3 Demographic structure, social welfare sysaechsaving behaviour

Since 1989, the household saving rate has beewy riteadily. High savings rates lead to
trade surplus. China’s saving rate continued toeimse over the last decade and this is
another major factor underlying the Chinese tratmlqi)lss?> In 2009, household savings
has surpassed 27% of GDP. This figure is high ceoetbto the international experience
(12.4% in Japan and 10.8% in EU), and is also mgtomparison to China’s savings rate
in earlier periods. Some cultural factors, suclpassonal thriftiness, the extent of risk-
aversion, family traditions that raise savingstfair son in response to rising pressure in
the competitive marriage market (Wei & Zhang, 2008artly explain China’s high
savings. We would like to suggest that the keyhis saving puzzle is a combination of

demographic structure changes and the social $gcystem.
Demographic factors and household savings

China has long relied on social networks by fanalyd clan connections to provide
mutual support among members. People are all ceredido be members of families. The
traditional legacy okiao or filial piety has been a primary principle in i@ocian ideas.
Children are expected to obey, support and reshettparents and elders. Elders rely on
their adult children for their livelihoods and swpp In rural areas, most elderly people
live with their married children. Even without cesidence, grown-up children still
provide financial support, health care and houskwmparents and visit them frequently.
The importance of the family can be seen from sotdesayings as “Men rear sons to
provide for old age”; “they plant trees now becatsgy want shade later”. The value of
raising children, especially male children, hasgldeen considered one form of social

insurance and investment (Woagal, 1998).

As shown in Figure 5.6, there has been a sharpnéeid the young-age population (age <
15) and an increase in the old-age population tag8) between 1960 and 2010. Young
age dependency, the ratio of young-age populatiga € 15) to working population (X5

® Discussions on corporate savings behaviours arénchtded. There are three reasons: (1) household
saving as a share of GDP has experienced the higinesth among households, enterprises and the
government. Household saving as a share of GDRlivabed from 6-7% in the late 1970 to 22.2% in
2007. In contrast, the combined savings by goventraed enterprises stay roughly the same at 30% of
GDP for this period (Kraay, 2000); (2) the Chineseporate savings rate is only modestly higher thtaer
countries (by 2 percentage points above the glabalage savings rates (Tyers, 2008); (3) the rise o
company savings is really a global phenomenon (IRIB05), and differences in corporate savings are
unlikely to be a big part of cross-country diffecen in national saving rates (Wei and Zhang, 2011).
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age< 65), has consistently declined over the past 40sydrom 0.64 in 1979 to 0.27 in
2010. While young age dependency is declining,agld dependency, the ratio of old-age
population (age > 65) to working population €8ge< 65), is increasing. Comparing the
1960s and the 2000s, old age dependency has iedrdesm 7% to 11%. Increasing
longevity and declining fertility have driven Chimato an ageing society. Hence, facing
weakening family support and the expected burdeanohgeing population, the current
working-age population tend to save now for consimnpfor their retirement, but
reducing current consumption.

Figure 5.6 China’s demographic transition from 1862010
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Source: World Developments Indicators (online), W@&ank. The young age dependency ratio is theeshar
of young (age < 15) population of working-age papioh (15< age< 65); the old age dependency ratio is
the share of old (age > 65) population of workinggopulation (1% age< 65); and the working-age
share of population is the share of working-ageupatjpn (15< age< 65) of the total population.

Social welfare system, household savings and thatknce

A well established and functioning social welfargstem is likely to help increase
household consumption by decreasing the need fecaptionary saving. However,
China’s current existing social security systemsdoet seem to be adequate to look after

those citizens that require its service.

The economic reforms have brought drastic changgsebple’s life in many aspects.
Especially, by the mid-1990s, a large-scale rettring of SOEs have increased

uncertainties of many SOE workers. There has bdaokaof welfare provisions for rural
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people. In the meantime, the system of family suppo elderly people has been
weakening in both rural and urban areas. Subselgu¢iné propensity to save has been
high by many low-income households. The lack ofr@pprly developed more equitable
and accessible social security system must belJargeponsible for such precautionary
saving behaviours. Such high rates of precautiopawngs depress current consumption,

and contribute to the rise of China’s large tragiglsis.
5.2.4 *“Shanzhai” products crowd out imports

The term Shanzhai or literally, “mountain village”, originally refeed to a bandit
stronghold outside government control, but todayer@mmmonly refers to the market of
imitation or pirated brands and goods. AlthoughheBlcanzhatompany is different, they
often have common characteristics. Starting illggabm copying or imitating famous
brand products, these companies target mass consurfoeus on satisfying local
demand, pursue speedy large-scale production aptireamarket share from brand

products.

Compared to imported goodShanzhaiproducts always have a much cheaper price.
Although Chinese consumers have shown an increastagest in foreign products and
prefer foreign products to local ones, most facaricial constraints due to their relative
lower income. The&shanzhaproducts at least satisfied the needs of some cosrsuwho

are not able to afford to the higher-priced gengiraducts.

Shanzhaiproducts are not only cheaper but their features fanctions are tailored to
local requirements. Capitalising on the advantaigtheir understanding of local needs,
successfulShanzhaicompanies may quickly capture emerging opportusitied evolve
into legitimate businesses with their branded petslthrough adjustments to local culture
and needs. Henc&hanzhaiproducts “substitute” the needs of imports to s@weent,

contributing to China’s trade surplus in some way.
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53 Political-institutional factors

The previous section identified the socio-cultufaktors affecting China’s trade
imbalance. However, there are also political-insitinal factors that come into play: (1)
the segmented labour markets; (2) strong incentisegovernment officials to attract
inward FDI; and (3) weak trade unions. These factepuld have weakened labour
bargaining power and contributed to the growingéraurplus through their impact on the
labour cost.

5.3.1 Segmented labour markets

Due to the government’s urban-biased developmemtem&hina has formed segmented
labour markets. The population is sharply dividetb irural peasants and urban workers
by the household registration system (HRS). Dugngnomic reforms, as a fast growing
developing country, China’s urban industries exgrazed rapid structural changes and
required more labour force, resulting in a largenber of rural workers moving into
urban areas to work. Although today rural migratiorcity is not officially prohibited but
the hukousystem still exists and increases the barrierscasts for rural workers to live
in cities (Caiet al, 2008). Under the urban-bias system, rural migvamtkers do not
have the same rights as urban residents. They &serindinated against in

education, welfare, and health care.

In addition, lay-offs of redundant workers fromtstawned enterprises (SOES) in urban
areas add to high unemployment, further diminishimgal workers’ bargaining power.

Migrant workers often have to accept lower wagesndein, 2008).
5.3.2 Strong incentives of local officials to atiranward FDI

Local governments have strong incentives to atfr@dt All chief officials at all levels of
government are assigned targets for FDI attractibhe amount of FDI is one important
measurement of their work (Yu, 2011). At the eatfveloping stage of the reform, it is
common practice in China for all the chief offidadt all levels of governments to attract
inflow FDI. “Those who attract the largest amount of FDI are inest likely candidates
for further promotiofi (Yu, 2011) no matter whether the returns generdig such
investments are high or not. As a result, localegopments are just keen for creating a

favourable environment for foreign investment, sashlow-cost land use, cheap labour
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and improving local infrastructure (roads, wated axectricity, etc). To achieve these
objectives, Chinese officials are inclined to siéaeithe labour’s benefits to attract more

FDI inflows.
5.3.3 Weak labour trade unions

China is a communist state ruled by the CommunéstyPof China (CPC) since 1949.
Although other minor political parties exist, theperate under the controls of the CPC
and are essentially powerless. Under this auth@itaregime, Chinese trade unions
function differently. They are not powerful and émgndent institutions but largely

irrelevant for workers.

The primary functions of the trade unions are toim@@n labour discipline, and to
administer most social welfare and benefits as ansi®f stimulating labour motivation
(Clarke & Pringle, 2009). Unions nominally represdre interests of the entire working
class and they play a protective role in the wakpl However, as Lu and Gao (2011)
point out, China’s trade unions could not effedyiveepresent workers in wage
negotiations as the leaders of trade unions arerawf high position of enterprise
management teams. Under the direct rule of the Qamsth Party, the trade unions are
more dependent on the state. In practice, the tuadens harmonise the interests of the
working class and management rather than indepégdepresent the interests of their
members. As the priority of production overruletl @her considerations, standards of
health and safety for labour workers made by ttadens were often overlooked (Clarke
& Pringle, 2009). As a result, the collective bangag power for contract workers has
been largely weakened. If there is no protectiomdytract or a contract is not adequately

honoured, there is unequal bargaining power betwegployers and employees.

There are limited experimentations with collectivargaining in China. The party-led
government has focused on maintaining social aritigad stability by preventing mass
incidents and regulating the process of collechaegaining. Accordingly, China’s low
labour cost is partially the consequence of the typpolitical regime and to some extent,

artificial. Unfortunately, such artificial low laloo lasts.
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5.4  Conclusion

All forms of economic changes are inherently emleedoh social ties, cultural practices
and political context (Zukin & DiMaggio, 1990). Cia’'s trade surplus is not merely a
result of economic dynamics, but a product of mplgticomplex-causal variables. These

include socio-cultural context, political-institatial changes and economic factors.

Many economic and non-economic factors potentialip have an impact on China’s
trade balance. Selected to address in this chapéeionly some of those likely major
determinants. Based on the discussions, those d@yoenic factors possibly include: (1)
supply-side: labour supply and FDI inflows; (2)atle price: exchange rate and labour
wage; and (3) demand-side: government consumpdiecljning labour share of income
and income inequality. Non-economic factors thatldgossibly have an important role
in the accumulation and increase in China’s tragglas include: (1) social structure
changes and labour market reforms; (2) social octiore and cultural similarity; (3)
demographic structure changes and the social $gcayistem that affect saving
behaviours; (45hanzhaphenomenon and (5) segmented labour market, efbbriscal

officials to attract FDI and weak trade unions.

Empirically verifying the impacts of each of theseportant determinants on China’s
trade balance should be beneficial. However, lichiby resources in this thesis, only
some of those major economic factors will be eroplly evaluated for their impacts on
China’s trade balance, the magnitude and the dwecEmpirical results are reported in

Chapter 6 (based on aggregate analyses) and Chafitased on disaggregate analyses).
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Chapter 6  Effects of Economic Determinants o€hina’s Trade
Balance — an Aggregate Analysis

In this chapter, an aggregate analysis of theioglships between economic determinants
and China’s trade balance is presented. Sectidnaril 6.2 describe the model and data.

The estimated results are given in Section 6.3.la$tesection concludes this chapter.
6.1  Model specification and methodological proceds

As discussed in Chapter 5, various economic faatortdd have an impact on China’s
trade balance through three channels: supply-diglmand-side and the price level. In this
section, four major variables with at least ondalade from each “channel”’, namely FDI,

exchange rate, domestic income, and foreign incaraencorporated into an econometric
model for empirical analysis, Equation (6.1). Adiriables in Equation (6.1) are in natural

logarithmic form:
InTB,, =a,+a,InREER +a, InY, +a, InY+a, InNFDI +&, (6.1)

whereTB denotedrade balance, measured by the ratio of exportevauer importREER
denotes the real effective exchange rates income, measured by GDP per capiBi
denotes FDlinflows; i denotes Chinaj denotes the rest of the world (ROW), and

denotes timep parameters to be estimated afd is a random disturbance term which

is independently and identically distributed (i.j.d

Following the discussion in Chapter 4, the preliann step of the methodological
procedures is to examine the variables for the roodeintegration. The Augmented
Dickey Fuller (ADF) test is implemented. In orderfind the order of integration l)),
further unit root tests are conducted to the vdemkthat are not stationary in levels. These
variables are differenceditimes to attain the stationarity condition, namiklgy are 1(d).
This method, however, has a drawback; that is, seaieable long-run information
contained in the time series may get lost. Forelgathis problem can be overcome by
applying the cointegration technique, which can ta@p the long-run equilibrium
relationship between two or more non-stationaryese bounds testing approach or the
autoregressive distributed lag (ARDL) model to ¢tegration developed by Pesartral
(2001) discussed in Chapter 4 is adopted in thidysto examine the long-run and short-
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run relationships between trade balance and relatmibbles. Equation (4.13) is

reproduced below:

p

z=a,+ft+) 7, +&, t=123; T (6.2)
i=1

where z denotes the vector which consists of bgthndx,; y, is the dependent variable

defined as trade balance (TBY;is a set of explanatory variables to perform a mect

matrix, i.e., real effective exchange rate (REER3| income of the world;, China’s real

incomeY; and FDI inflows (FDI) t denotes a time or trend variable.

According to Pesaraet al. (2001), y, must be I(1) variable, but the regressprcan be

either 1(0) or I(1). The advantage of this methas lin the fact that it can be applied
irrespective of whether the regressors are puf8ly purely I(1), or a mixture of both. It
is relatively efficient in a small or finite sampsze. It also allows for describing an
equilibrium relationship in terms of long-run arwbs&-run dynamics without losing long-
run information. In order to test for the existemdecointegration among the variables, a
conditional VECM in Equation (4.14) is reproducezdw:

p q
DY, =g+ L+ 0, Y+ FuXea ¥ D MDY, + D (DX +E, t=123-T (6.3)
i=1 i=0
wherey, and x, are the same as the variablesypfand x, in Equation (6.2)A is the
first difference operator. In this formulation, é@gents J,,and J,, contain the long-run

multiplier, while coefficientsk ; and ¢, represent the short-run dynamics of the VECM.

It is imperative that the VECM procedures describbdve are followed in the testing of

at most one cointegrating vector between dependsidble y, and a set of regressogs

Following the postulation by Pesaranal. (2001) [Case Ill], an unrestricted vector error

correction model (UVECM) with unrestricted intertgffa, # 0) and no trends £ =0),

is developed in Equation (6.4):
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AInTB;, =a,+4,InTR,_,+J,INREER_,+J,InY_+J, InY +J, InFRL +
P q q q
+> @AINTB, , +> AAINREER, +> "y A InY, , +> 7,A InY., (6.4)
k=1 1=0 m=0 =0

q
+> U AINFDI, _, +&,
h=0

wherei denotesChina;j denotesthe rest of the world (ROWXA s the first difference

operator;g; , is a white-noise disturbance term; p and q inde#be optimal lag length;
the parameterg , J,, d,, 9, and J, account for the long-run relationship whereas the

parametersy, , @, , V.17, and (4, represent the short-run dynamics of the model.

Before Equation (6.4) is estimated by ordinary fesgpuares (OLS), it is important to
choose the lag length of the differenced variabigsropriately. For annual data, Pesaran
et al. (2001) suggest choosing a maximum of two lags. Stiewarz-Bayesian Criterion
(SBC) is applied to determine the optimal numbeiags to be included in the conditional
UVECM.

The F-test statistic is conducted to differentiate tbad-run relationship between the
concerned variables. By imposing restrictions aaltimated long-run coefficients, the

null and alternative hypotheses are as follows:
H,:0,=0,=0,=9,=0,=0 (no long-run relationship)
H,:0,#20,#0,# 0,# 0,#0 (a long-run relationship exists)

The F-test has a non-standard distribution which depemds/hether variables included
in the ARDL model are 1(0) or I(1), the number efgressors and the sample size (see
Duasa, 2007). Two sets of critical values (CVs)akhare generated for sample size of
500 and 1000 observations are reported in Pesdrah(2001). However, these CVs are
based on large samples, and are not appropriateafoples with small size. Given the
relatively small sample size in the present stwady,apply the critical values which are
calculated specific to the sample size ranging fB2¥80 observations (Narayan, 2005). If
the statistic value is above the upper criticaligakhe null hypothesis of no cointegration

or no long-run relationship can be rejected. Othsewthe null hypothesis cannot be
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rejected. Finally, if the statistic value falls \een the lower and the upper critical values,

the result is inconclusive.

If there is evidence of a long-run relationshipiitegration) of the variables, the long-run
relationship between China’s trade balance anexjdanatory variables can be estimated

as a conditional ARDL (p, q) in the following lomgn model:

P q q
INTB,, =a,+> B INTR,, +> & INREER, + > ¢, InY_, +
k=1 k=0 k=0 (65)

q q
Z’]klnYi,t—k + Z@lnFDli,t—k &,
k=0 k=0

We then estimate the error correction model (EChhich indicates the speed of

adjustment to long-run equilibrium after a shom-disturbance. In Equation (6.6, , 4 ,
¢, T,and y, are the short-run dynamic coefficients of the misdelonvergence to

equilibrium andd is the speed of adjustment.

p q q
AINTB,, =a0+5Ec:|\/1_1+ZkalnT§H +Zch INREER, +Z%A InY,, +
k=1 1=0 m=0
(6.6)

q 9
> rAnY,,_, +> v,AINFDI, , +&;,
1=0 h=0

ECM,_, is the short-run dynamics derived from the long-mwdel (6.5).

Finally, to ascertain the goodness of fit of theDARmodel, diagnostic tests including the

examination of the serial correlation, functionatrh, normality and heteroscedasticity,

are conducted.
6.2 Variable construction and data

The real effective exchange ratREER, ) is a weighted average of exchange rate of

home and foreign currencies, with the weight farhetoreign currency equal to the share
of the country’s trade with China. As it measuresrage prices of home goods relative to

those of foreign goods, we expect the sigrrp{Equation 6.1) to be negative. It means

that a depreciation which is a declineREEER, will improve the balance of trade.
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The real income)(j’t

andY,, is proxied by GDP per capita of the world and Gpd#t
capita of China, respectively. To capture the netasize of a country, per capita GDP is

more effective than GDP to measure the absorptpacity of both exporting and

importing countries. The variabM  positively affects the foreign demand for China’s

exports, and thus it is expected that an increasthe foreign income will improve

China’s trade balance. The coefficient jf is expected to be positive;, , as the

o
domestic income, is expected to have a negativadinpn China’s trade balance. The
improved domestic income will result in an increhstomestic consumption and thus

likely increased imports.

Inflow FDI is expected to positively affect Chinaparts. Meanwhile, FDI inflows may
have positive or negative effects on China’s impolt is thus uncertain if the overall

impacts of FDI on trade balance would be positiveegative.

TB is the ratio of China’s exports over its imporginual data, spanning from 1983 to
2010, are used in this study. Export and imporadat available from the Direction of
Trade Statistics (DOT) database at the IMF web&gta for all explanatory variables,
including GDP per capita, REER and FDI, are obtifrem the Economist Intelligent

Unit (EIU) Country Data.

6.3 Empirical results

Unit root test results

The time plot of the variables is presented in Fegiil and the result of the unit root tests

is reported in Table 6.1.
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Figure 6.1 Time plot of the variables
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For each series, we examine its time-series pregeaussing the Augmented Dickey-Fuller
(ADF) model (Equation 4.12). The results in Tablé $how that there is a mixture of 1(1)
and 1(0) of all the variables tested. Specificallye dependent variable LTB is stationary
in its first difference and LTB is integrated ofder one, i.e., I(1). Therefore, the ARDL

testing is appropriate.
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Table 6.1 ADF unit root test results

ADF test statistics

Variables Lags Level Lags First difference Decision
LTB 1 -2.321¢ 0 -4.7532%** 1(1)
LREER 0 -2.9805* - - 1(0)
LY; 2 1.224 1 -4.1331*%** 1(1)
LY; 0 0.9977 1 -3.3790* 1(1)
LFDI 1 -1.5685 0 -3.7377** I(1)

*** and **, statistically significant at the 1% aro levels respectively.

Cointegration test results

The cointegration relationship among the variabfegxamined using Equation (6.4).
Since the observations are annual, a maximum ofl&age can be applied in the ARDL
according to Pesaraat al (2001). The Schwarz-Bayesian Criterion (SBC)ppled to
determine the optimal number of lags to be includedhe conditional ECM. In this
study, the optimal lag length (p, q) that minimizeBC is found to be p=1, q=1. The
estimation is then undertaken for cointegrationingsand the calculateB-statistic for

the cointegration test is shown in Table 6.2.

Table 6.2 F-statistic of cointegration relationstapt

Bounds critical Bounds critical
values values
S\t;:lijgc Significance level Pe(szegg?)ft al. l(\lzagg%/;n
1(0) I(1) 1(0) I(1)
F-statistic 11.47 1% 341 4.68 4.54 6.37

* Unrestricted intercept and no trend, k=5.

The calculatedr-statistic from restricting, =9, =9,=0,=0,=0 in Equation (6.4) is
11.47. This value is greater than the upper bougritlsal value provided by both Pesaran
et al. (2001) and Narayan (2005) at the 1% significaneelleWe conclude that there
exists a cointegrating relationship among LTB arsddeterminants, LREER, LYLY;
and LFDI.
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Long-run model

Since the cointegration exists among variables,|ding-run model is estimated using
Equation (6.5). The empirical results of long-rundal, obtained by normalizing on trade

balance, are presented in Table 6.3.

Table 6.3 Estimated long-run coefficients usingARDL approach

ARDL (1,1,1,1,1) based on Schwarz-Bayesian Cadteri
Dependent variable: LTB

Variables Coefficient t — Statistics P-Value
Constar -4.2°8 -2.43** 0.024¢«
LREER 0.47 1.49 0.1505
LY; -0.41 -2.11** 0.046%
LY; 1.18 2.62%* 0.0160
LFDI 0.08 1.48 0.1545

**statistically significant at the 5% level.

The estimated coefficients for foreign income awdhdstic income are both statistically
significant. Foreign income carries an expecteditpessign. Hence, an increase in
foreign income promotes Chinese exports, leadingntorcrease in China’s trade surplus.
Meanwhile, China’s domestic income carries a negasign, indicating that an increase
in Chinese income will reduce its trade surpluse Topular expectation that the real
exchange rate is an important factor affecting &@lsinrade balance is not confirmed in
the long run for China, suggesting the MarshallrAegrcondition does not hold in the long
run. The estimated coefficient for FDI is also sttistically significant, suggesting the
infow FDI does not seem to play an important role trade balance in the long run,

either.

Short-run model

The short-run dynamic coefficients are estimateitigu&quation (6.6). The results are
given in Table 6.4. The robustness of the modeldees validated by several diagnostic
tests. The Breusch-Godfrey (Breusch, 1978; Godfie78) test of serial correlation
detects no evidence of serial correlation in tredreal (providing an LM statistic of 3.1
with the p value being 0.212). The statistic vatiighe Bresuch and Pagan test (1979)
which is 1.15 with the p value 0.847 confirms tmet heteroscedasticity problem is
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present in the residual. The model also passesldngue-Bera (1987) normality test
which suggests that the errors are normally distedd. The RESET test by Ramsay
(1969) detects no misspecification which indicatee model is correctly specified.
Therefore, the desired econometric properties Hasen satisfied in this model and

empirical interpretations can be drawn.

Table 6.4 Estimates of the error correction modaépendent variabl&L TB

ARDL (1,1,1,1,1) based on Schwarz-Bayesian Cadteri

Dependent variableALTB

Variables Coefficient t — Statistics P-Value
Constar 0.04 0.94 0.372:
DLTB 4 0.38 0.39 0.7052
DLREER 1.31 1.8C 0.105¢
DLREEFR; 0.31 0.4¢ 0.6447
DLY; -1.74 -2.21%* 0.0537
DLY i1 0.3¢ 0.2¢€ 0.993(
DLY; 1.94 2.65%* 0.0265
DLY j1 0.39 0.26 0.8039
DLFDI 0.02 0.3¢ 0.745¢
DLFDI ¢4 0.12 2.32%x* 0.0439
ECM, -0.47 -1.98* 0.072:
DW 2.34

24 0.90

Serial correlatiort )y 3.10 (0.212)

Heteroscedasticify 2 1.15 (0.847)

Functional forn® F-stat 1.30 (0.18C

Normality* x? 0.77 (0.847)

*P-values are in parentheses.

! Breusch and Godfrey’s serial correlation test

2 Breusch — Pagan’s heteroscedastiscity test

®Ramsay’s Regression specification error test (RESET

* Jarque-Bera normality test

The negative sign of DLYsuggests that China’s domestic income increadeemdourage
domestic consumption and consumers may demand merted goods. This would

lead to increased imports, thus reducing tradelssiri@imilarly, the positive coefficient
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of DLY; suggests a positive association between foreigome and China’s trade
surplus. This supports the Keynesian view that nmeoeffects will help improve or
worsen a country’s trade balance through changesrisumption. The lag difference of
FDI inflows is significant with a positive coeffint. It implies that the huge FDI inflows

into China have also contributed positively to tise of China’s trade surplus.

All other coefficients in the ECM are not statigliy significant. Worth particular noting

is that the exchange rate does not seem to hawepamtant impact on trade surplus in the
short run either. This is rather contrary to popylarceptions held by many researchers.
As such, the results of the aggregate analysiscatelithat the key determinant that
critically affects China’s trade surplus is not thgchange rate, but importantly the

income levels of consumers, and to a lesser exteminward FDI.
6.4 Discussion and conclusion

The relationship between China’s trade balancei@nthajor economic determinants is
empirically verified in this chapter. The resultsiggest an existence of long-run
equilibrium between trade balance and the regres@wmestic and foreign income,
exchange rate and FDI inflows). In addition, theriework allows characterization of the
short-run dynamic behaviour of trade balance ipoese to the explanatory variables. In
the short-run model, the significant coefficienfareign income, domestic income and
FDI have indicated that these variables have lagggxcts even if some of them, e.g.,

the coefficient of FDI is not significant in thenig-run model.

Consumer income, both domestic and overseas, imds¢important determinant that has
contributed to the rise of China’s trade surplusisimay not be surprising. China itself is
a huge market with almost 1.4 billion people. I€ timajority of the Chinese consumers
have a reasonable level of disposable income, ntdmngese-produced products will be
consumed domestically. However, in the past years an indisputable fact that the
demand in China’s domestic market has been wealiyMaw income consumers,
especially those in rural areas, are not able tswme. Consequently, many products
have to be exported and exported at low prices. paees of exports relatively increase
the income of overseas consumers. When productexg@rted at low prices, often the

wage levels of the workers that produced theseymtsdare depressed, diminishing the
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prospect for their incomes to increase and subselyugor China’s domestic

consumption to increase.

Much concern has been raised in recent years orefteets of the exchange rate on
China’s trade balance. However, the results obthimere do not seem to support these
concerns. The coefficients of real effective exgwmate which represent the relative
price effect are not significant in both long- astobrt-run estimations. On the other hand,
infow FDI has been found to have a positive impdlsbugh lagged, on China’s trade

surplus increase.

In this chapter, the relationships between Chitiglde balance and its major economic
determinants are evaluated using aggregate dat@uld be academically interesting and
valuable to verify such relationships using disaggte analysis as well. The next
chapter, using disaggregate data, is devoted ssarbeck the relationships found in this

chapter with aggregate analysis.
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Chapter 7 Effects of Economic Determinants o€hina’s Trade
Balance — a Disaggregate Analysis

Section 7.1 begins with a description of China'lateral trade balances with its major
trading partners; the actual levels of the bildtérade balances are re-estimated using
Hong Kong's re-export data. Section 7.2 and Sesti@B present the model and
estimation results, respectively. The final sectiliscusses the results and concludes the

chapter.
7.1  Decomposing China’s trade balance

The basic idea of decomposing the aggregate tradede into bilateral trade balance is
to avoid the “aggregation bias problem”. There rbhaya significant relationship between
the exchange rate and China’s bilateral trade lbalamith one of its major trading

partners. However, such a significant relationsbiuld be easily covered up by an
insignificant relationship between the exchange eatd China’s bilateral trade balances
with other trading partners. Thus, to capture couheterogeneity in the behaviour of
various economic variables, it is necessary, amd b most rewarding, to investigate

major determinants of trade balance using disagdeedata at the bilateral level.

Official data on China’s bilateral trade (exportdaimport) from 1994 to 2009 are
reported by UNCOMTRADE and CEIC databases, fromctvhie calculated the balance
of trade (i.e., difference between export and irjpéiigure 7.1 shows the movements of
China’s total trade balance and its bilateral tradiance with its major trading partners in
selected years, namely, 1994, 2002, 2005 and 2008ing most of these periods, China
(mainland China) ran trade surpluses with the Uhif&tates, the United Kingdom,
Singapore, India, Netherlands, Hong Kong (a spexdatinistrative region of China) and
France while running trade deficits with Thailantgiwan, Russia, Malaysia, Korea,
Japan, Germany, Brazil and Australia. The directadnChina’s trade flows reflects
production specialization within Asia region. Chiigaa final processing and assembly
platform for exports originating from its Asian gabours but destined for markets in

Europe and North America.

" China’s major trading partners are selected adegrm the ranking of total exports and imports in
China’s trade data in 2009.
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Figure 7.1 China’s trade balance by its major trggiartners ($US million)

United States
United Kingdom
Thailan

Singapore

India

Russia
Netherlands

Malaysi

Hong Kong

Germany

France

Total Trade Balance

r T 1 T T T T

-100000 -50000 0 50000 100000 150000 200000

250000

W 1994
w2002
m 2005
m 2009

Source: UNCOMTRADE Database, CEIC Database; RepGaentry: China.
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7.1.1 The problem

As can be seen from Figure 7.1, China’s reportegkkt surplus in merchandise trade was
recorded with Hong Kong and the U.S. during theqoet994 to 2009. The surplus value
with Hong Kong reported in 2009 is $157.5 billiomiah is greater than the surplus with
the U.S. of 143.5 billion. However, it must be ribtthat there is a unique trade
relationship that exists between China and HongdKdiigure 7.2, Panel (a) shows that
goods from mainland China can be exported in twgswxa- they can be shipped directly
or they can be shipped to, and re-exported fronin@nmediary, Hong Kong. In the latter
case, value is generally added to the goods béfiese are re-exported. Similar situation
exists for China’s imports (Panel b, Figure 7.2).

Due to the complication of the bilateral trade afela as shown in Figure 7.2, China’s
exports are not correctly reported (Feenstral, 1998; Fung & Lau, 1998). If a Chinese
exporter ships goods abroad through Hong Kongtrdmesaction is recorded in Chinese
trade statistics as they are exported to Hong Kdign when Hong Kong re-exports
them to a final destination, China is listed as ¢bentry of origin. When the importing

country receives the goods, it will record themrmagorts from China. Hence, when trade
goes through Hong Kong, the exporter could incdlyeattribute it as trade with Hong

Kong although the importer is able to determinedtigin of the imported goods.
7.1.2 Data and adjustment methods

To determine the actual levels of trade, it is 8eaey to adjust the reported bilateral trade
data by removing the re-export and the mark-upseddd Hong Kong. We collected
official bilateral trade data for 12 major tradipgrtners of China (Australia, France,
Germany, Japan, Korea, Malaysia, Netherlands, $orga Taiwan, Thailand, the United
Kingdom and the United States) from the United dlagi COMTRADE and CEIC
Database$.In 2009, these 15 partners account for 67% of ©kana’s trade as reported
by China. This includes 68% of total Chinese expoanhd 65% of total China’s imports.
To obtain the actual levels of re-export in Hongnjp we use data harmonized by

country of origin and country of destination frometHong Kong Census and Statistics

8 Hong Kong is not included based on the followingsideration: because of the intermediary role ofigt
Kong, Hong Kong is not the final destination orgimi of most of trading goods which travel acrossigio
Kong. Data on Taiwan is not available in UNCOMTRAO&abase and we have supplemented it with data
from CEIC.
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Department. Additionally, we have estimates of dverage rate of re-export margin for
goods travelling across Hong Kong from the Hong ¢(o€ensus and Statistics

Department. These estimates are shown in line 3imadable 7.1.

Figure 7.2 China’s trade with its partners in thhesence of an intermediary
(a) China’s Exports

Indirect Trade
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Source: adapted from Schindler and Beckett, 2005.
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Table 7.1 Adjusted bilateral trade balance betw@eina and the U.S.

Adjusting China’s Export to the U.S.

($US billion) 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2002004 2005 2006 2007 2008 2009
1) China reported exports to U.S. 17.021.5 24.7 26.7 327 38.0 420 52z 544 70.1 92.€ 125.1 163.z 203.8 233.2 252.8 221.3
2) Reported re-exports from China to U.S. 21.8 253 276 29.2 313 309 32 36.F 33 34.&f 33t 35EF 385 40.1 40.2 39.7 327
3) Rate of re-export margin% 18.316.7 16.5 17.3 178 187 203 211 20z 19.1 17.¢ 17z 17t 17 171 175 16.€
4) Value added to China’s exports in HK 4.0 42 46 51 56 58 6t 77 67 6€ 6 61 67 68 6¢ 6 55
gll_ﬁg‘ﬁted re-exports from Chinato U.S. (Line 178 519 230 241 257 251 255 286 26.€ 277 27.6 29 3L€ 333 334 32§ 27:
6) Adjusted China’s exports (Line 1+Line 5) 34.8 425 47.8 50¢ 585 63.1 67.F 81.C 80.C 97.¢ 120.1 154t 194.¢ 237.1 266.¢ 285.¢ 248.5
Adjusting China’s Imports from the U.

($US billion) 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009
7) China reported imports from U.S. 10.7 13.¢ 16.1 16.2 16.3 16.8 19.f 224 26.z 27.z 33.C 447 487 59.z 69.t 81€ 77.t
8) Reported re-exports from U.S. to China 3.2 37 50 59 60 53 54 61 6f£ 62 62 5& 6C 65 6C 81 71
9) Rate of re-export margin% 18.3 16.7 165 173 17.8 18.7 20.t 211 20.z 191 17.¢ 17.2 17.E 17 171 17.5 16.€
10) Value added to China’s import via HK o6 06 08 10 12 10 21 123 12 12 11 i1C 131 11 12 14 12
11) Adjusted Indirect China’s imports -exports arc. 5 39 45 49 49 43 42 48 52 5C 51 4& 5C 54 57 67 59
seen as import, Line-&inel0)

12) Direct China’s imports (Line 7-Line 8) 75 102 111 10.3 103 115 141 16.2 19.7 21.1 27.7 38C 427 52.& 62.€ 73.E 70.€
13) Adjusted China’s imports (Line 11+ Line 12) 10.1 13.2 15.3 15.1 152 158 184 21.1 24¢ 26.1 32.¢ 437 477 58.z 684 80.z 76.t
Adjusted China-US trade balance 247 29.: 328 357 43z 47:c 491 59.¢ 56.C 717 87.Z 110. 147.1 178.¢ 198.2 205.2 171.9

Source: UN COMTRADE Database, Hong Kong CensusSiatistics Department.
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It is worth discussing the re-export data in moetad. As the re-exports goods enter
Hong Kong as imports, the country of origin is itieéeéd. When they leave Hong Kong as
exports, both origin and destination countriesideatified. The re-export data used in the
analysis is annual data from 1993 to 2009, whickectwo directions of trade flows: the
re-export origins from mainland China to the ma@stihations and the re-export origins
from China’s major trading partners to mainland r@hias the main destinations. By
definition, goods for re-export cannot be subjextstbstantial “manufacturing process
which has changed permanently the shape, natursy & utility of the product”’
However, this does not exclude simple processingh sas sorting, re-packaging or
service activities. The re-exports activities mgk®ds more expensive when they leave
Hong Kong than when they enter. To measure theréifice between the import unit
value and the re-export unit value for a commodsya percentage of import unit value,
the average mark-ups are estimated based on aysofvee-export trade regularly
conducted by Census and Statistics Department, Hamg. The re-export mark-ups or

rates of re-export margin are available in Hong ¢{erannual offshore trade statistics.

The methods for estimating China’s actual bilat¢ratle balances that we adopt in this
study are similar to the ones described in Feeredtra. (1998) and Fung (1998). We
refine their methods and apply them to the bilateeade data between China and its 12
major trading partners. Table 7.1 summarizes tleegsary calculations for adjusting a
country’s export and import, using data on bildt¢érade between the United States and
China data as an example. The work starts on aajuskport data. A country’s adjusted
export is consisted of two components — direct (regat) export (Table 7.1, line 1) and
indirect export (Table 7.1, line 2). Since the eatipg countries do not know the final
destination of their indirect export, we need ta adch country’s indirect export to its
reported exports. Indirect exports are obtaineschqudiiong Kong's reported re-export
data. The re-export data from the Mainland Chinshasmain origin to its major trading
partners as the main destinations is applied. €eersl component is the value added in
Hong Kong, calculated by the rate of re-export rmaay re-export mark-up (Table 7.1,
line 4). Following a two-step calculation, we ube tate of re-export to adjust re-exports
via Hong Kong and add the adjusted re-exports ponted direct exports (Table 7.1, line

6) to get the country’s total actual exports withtrading partners.

° Re-exports are defined by the Census and Statidtpartment of the Hong Kong Government, sourced
from Annual Review of Hong Kong External Merchardigade.
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Adjusting reported imports is slightly differentofn the process of adjusting reported
exports. Each country knows the origins of its im@oHence, the total reported imports
consist of direct and indirect imports. We starthwiHong Kong’s reported re-exports
(Table 7.1, line 8) and this allows us to breakttital reported imports (Table 7.1, line 7)
into direct and indirect import. The re-export datan China’s major trading partners as
the main origins to the Mainland China as the ngstinations is applied. For direct
import (Table 7.1, line 12), we get the figure ®moving the re-export Hong Kong

reported from the total reported imports (Table Hrie 7). For indirect import (Table 7.1,

line 11), the re-export margin (Table 7.1, linei®ppplied to adjust the indirect import.
The mark-up added in Hong Kong will be removed friowfirect imports. Finally we add

direct imports and adjusted indirect import to getr estimate of total actual imports
(Table 7.1, line 13).

7.1.3 Adjusted trade balance

Discrepancies between reported and adjusted lalatade data for China with its trading
partners are shown in Table 7.2, using 2009 axample. For the bilateral trade with 12
major trading partners, China'’s reported total kigpvas $21.3 billion in 2009 while the
adjusted trade surplus was $110.2 billion — a difiee of $88.9 billio® The final

column of Table 7.2 shows the discrepancy betwéenréported and adjusted trade

balance between China and each of its major trgomers.

0By considering the intermediary role of Hong KoZhina’s estimated trade surplus with the 12 major
trading partners in our sample is much larger tidioial data with an increase of $88.9 billion.istnoted
here any indirect trade that is reattributed ton@hor its trading partners must also be “un-attatdtifrom
China’s trade with Hong Kong. It means that theuaktevel of mainland China'’s trade surplus withrigo
Kong is much lower than the reported data.
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Table 7.2 Reported and adjusted bilateral tradenba, China-major trading partners, 20(#US billion)

Reported Data

Adjusted Data

Discrepanc¥

Exports Imports Balance Exports Imports Balance
Australig 20.6 39.4 -18.8 23.4 394 -16.0 2.8
Francé 21.6 13.0 8.6 24.4 13.0 11.4 2.8
Germany 49.9 55.8 -5.9 57.9 55.2 2.7 8.6
Japan 97.9 130.9 -33.0 108.2 127.7 -195 13.5
Korea 53.7 102.6 -48.9 56.3 101.0 -44.7 4.2
Malaysia 19.6 32.3 -12.7 21.1 31.3 -10.2 2.5
Netherland3 36.7 51 31.6 40.3 51 35.2 3.6
Singapore 30.1 17.8 12.3 32.7 17.4 15.3 3.0
Taiwan 20.5 85.7 -65.2 23.0 82.7 -59.7 5.5
Thailand 13.3 24.9 -11.6 17.5 24.9 -7.4 4.2
United Kingdom 31.3 7.9 23.4 37.3 7.8 29.5 6.1
United States 221.3 77.8 143.5 248.5 76.5 172 28.5
Total 677.8 656.5 21.3 755.5 645.3 110.2 88.9

Source: UN COMTRADE Database, Hong Kong CensusSatilstics Department.

Notes: ! Data for other years are available upon request the author.
2 Discrepancy is the difference between adjustechbaland reported balance.

% Data for re-export from this country to China ace available in the report of Hong Kong Census Statistics Department. For this country, we hawlg
adjusted the export data for exports from Chintnéotrading partners.
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Examining Table 7.2, some observations are wortmgoChina reported a trade deficit
with Japan being $33 billion in 2009. After remayithe re-export effect, the adjusted
trade deficit has narrowed down to $19.5 billiorheTreduction was $13.5 billion, or
almost 41% of the original reported trade data. Coina’s bilateral trade with Germany,
the adjusted trade balance differs not only inrfegnitude but also in the sign. China
reported a trade deficit of $5.9 billion while thdjusted data have turned to be a trade

surplus of $2.7 billion.

Among all the trade partners, China reported thgelst trade surplus with the United
States and the surplus amount was $143.5 billioB0@9. The discrepancy for China-
United States trade surplus which is $28.5 billisralso the largest among 12 trading
partners, in terms of the absolute magnitude. Hewevercentage wise, its re-export via
Hong Kong was a relatively smaller fraction (19.9%) its total trade with China,
compared to China’s bilateral trade with Japan 9%, Thailand (36.2%), France
(32.6%), the United Kingdom (26.1%), and Singap(2é.4%). Clearly, Hong Kong
played an important role as an intermediary in @lsinbilateral trade with Japan,
Thailand, France, the United Kingdom and Singapore.

Some have suggested that the discrepancies bet@lgan’s reported trade data and its
actual level are the result of attempts by the €gnauthorities to understate their trade
surplus. However, in our analysis, the majoritytloé discrepancy for China’s bilateral
trade data actually resulted from the intermediatg of Hong Kong. China’s official
data are not able to correctly attribute its reegkpia Hong Kong to the final destination
while in general the actual origins of a good thapged through Hong Kong is correctly
reported by the importing country. Re-estimatingn@rs actual bilateral trade balance
with its major trading partners enables us to itigase the determinants of China’s trade

balance with greater confidence.

Table 7.3 presents the descriptive statistics &ofables used in our regression analysis.
Some variables such as trade balance vary sulatartcross countries and, within each
country over time. In contrast, other variableduding relative labour cost and relative
income vary markedly across countries but are iveligt more stable over time within
countries. The sample mean for the log value ddtingd labour cost and real GDP per

capita are negative, indicating China has a loweell of labour cost and income per
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capita compared to most of its trading partner® positive sample mean of FDI inflows

suggests that China has a persistent strong grovgDI inflows.

Table 7.3 Descriptive statistics for the varial{iadogarithms)

Variables Observation Mean  Standard Deviation Minimum Maximum
In( trade balance) 225 0.08 0.38 -0.66 1.00
In (FDI inflows) 189 3.01 0.47 1.69 3.81
In (real exchange rate) 225 -0.08 0.97 -.1.18 2.29
In (relative labour cost) 225 -1.00 0.56 -1.94 0.23
In (real GDP per capita) 225 -0.78 0.37 -1.25 0.34

Source: UN COMTRADE Database, CEIC Database, HooiggkCensus and Statistics Department and
EIU Country Data.

7.2  Model specification

At a disaggregate level, four major variables wih least one variable from each
“channel”, FDI, exchange rate, relative income agldtive unit labour cost, are included
in our econometrical analysis (Equation 7.1). Adtiables in Equation (7.1) are in natural

logarithm:

InTB,, =a,+a,InRER, +a,InRLY +a, InFQ| +a, INRLC +¢&, (7.2)
Where,TB“ is the dependent variabld3, which consists of a vector of the bilateral trade

balance between China and its major trading pastneeasured by the ratio of export

value over importRER;, is bilateral real exchange rate between Chinese Rivi& a
trading partnerj’s currency, defined af* NER P, where B is the price level
(measured by CPI) in Chind, is the price leveltrafding partner andNER is the

bilateral nominal exchange rate (period averagéhee as the number ¢& currency per

Chinese RMB. Thus a decreaseRBRrepresents a real depreciation in the RNRY,,
is the ratio of per-capital income between Chiaad its trading partner countryFDI,
denotes the utilized FDI inflows in countryfrom its trading partner countjy RLG,

denotes the relative labour cost, which is theorafi the average labour cost per hour

between country and its trading partner countfyi denotesChina,j denotesChina’s
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major trading partners and time; @ parameters to be estimated andis a random

disturbance term which is independently and idetitiaistributed (i.i.d.).
7.3 Results

The LLC and IPS methods are first employed to fimsthe presence of unit roots, where
the null hypothesis is that there exist unit rdotthe data series. The LLC test assumes a
common autoregressive structure while the IPS #dlstws for the assumption of
individual unit roots for all series. The resulte @iven in Table 7.4 where two types of

tests are presented.

Table 7.4 Panel unit root results

Ho: Common Ho: Individual Ho: Common Ho: Individual

Variable Unit Root UnitRoot  Variable Unit Root Unit Root
(in levels) LLC IPS (in difference) LLC IPS
e I e s S
WED Qo ©osey TP ©ony oot
e S A e g e
M G omw OMC G gowo
Ry 050U OSID ammy  Arsee a2

Notes: ** and *** denote rejection of the null dte 5% and 1% levels. Figures in parentheses refer t

values.

The Bayesian information criterion is used for awdtically selecting the lag numbers in
the LLC and IPS tests (preset from 0 to 3, in vaidwhe small sample). Both tests assume
asymptotic normality. In our panel unit root tests®e evidence from the levels ofTlB,
InFDI and IrREXis somewhat mixed. We opt to rely more on the ifipation of the IPS
t-bar test which does not restrict the number ofjdagterms to all the cross-sections.
These results indicate that almost all the varghble non-stationary. In order to find the
order of integration (), a further unit root test is conducted overeati@nced variables,
and all the variables reach stationary conditiotheir first difference. It is concluded that

both dependent variable log trade balancdBJnand explanatory variables, log FDI
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(InFDI), and log real exchange rateRIEX), log relative labour cost (RLC), log relative

income per capita (RLY) are integrated of order 1, namely, I(1).

Having ascertained that the variables selected oatomodel are all non-stationary and
intergrated of order 1, I(1), the tests suggeste@®ddroni (1999) and Westerlund (2007)
are employed for panel cointegration. Due to thertshnd narrow panel dimension, no
Johansen-related system-based tests are conductbdyaare likely to be distorted here
due to the size of the sample. The Pedroni tesinelst the Engle and Granger two-step
residual-based strategy to panels on the ADF andpiiiples, while Westerlund

proposes four new panel tests for the null hypashefsno cointegration that are based on
error correction tests rather than residual dynamithe seven panel test statistics
suggested by Pedroni and four new panel test titatideveloped by Westerlund are

reported in Table 7.5.

Table 7.5 Panel cointegration test results

Statistics Statistics Westerlund’s
Pedroni’s Test (without time (with time T Statistics
est
effects) effects)
Panel variance ratio 0.0688 -1.4826
-2.2476%
Panel 0 0.5624 1.4488 G, (0.0343)
-0.57€3
Panel PP -3.4594%* -5.2700%* G, (1.0000)
_ *%
Panel ADF -3.1891%%* -3.6460** P (g'égig)
-0.8182
Group P 2.2229 3.0434 P (0.9716)
Group PP -3.2373%% -4.4179%+
Group ADF -5.0047%** -4.4114%+

Notes: ** and *** denote rejection of the null dte 5% and 1% levels. Figures in parentheses asdue-v

In the results of Pedroni’s test, four out of setest statistics reject the null hypothesis of
no cointegration at the 1% significance level. Bgeet al. (2004) show that for sample
sizes below 100 periods of observations, the par@eneanel and group ADF-statistic
tests perform best while the groypperforms worst. As all the panel and grotp
statistics (labelled as panel ADF-stat and groupFAiDat in the table, respectively) are

significant, we conclude that there is evidencecointegration. Among the tests of
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Westerlund, we can see that the statistic&@fnd P. which generally perform best with

relatively small distortions reject the null hypesiis of no cointegration at the 5% level of
significance. Hence, the overall conclusion is tin&t five variables (trade balance, FDI,
real exchange rate, relative labour cost and welaticome per capita) in the estimation
model are panel cointegrated. The estimation aoeffts can be viewed as representing

the long-term equilibrium relationship between Waeiables.

Finally, we estimate the cointegrating vector uging methods: the group-mean FMOLS
and DOLS estimators. The between group estimatave la useful interpretation in the
event that the true cointegrating vectors are bgemeous. Specifically, point estimates
for between-group estimators can be interpreteth@snean values for the cointegrating
vectors. We consider two cases: without time dursraied with time dummies. Common
time dummies are included to capture certain foofsross-sectional dependency across
countries. All variables in our model tend to beveln by a common external disturbance,
e.g., the international business cycle and thusetheariables are correlated across
countries. Common time dummies are effective inoaoting for this form of cross-

sectional dependence.

Results (country-specific and overall) are dispthjre Table 7.6 The panel consists of
15 yearly observations of China’s bilateral tradslabce with its 12 major trading
partners, FDI inflows (FDI), relative labour coRL(C), bilateral real exchange rate (REX)
and relative income per capita ratio (RLY) for whithe data exist uninterruptedly from
1995 to 2009. The explanatory variables includedunmodel are FDI which represents
the supply-driven shock (productivity capacity), )REnd RLC which represent the
relative price effect through supply side to demaide and RLY which represents the

import level driven by the demand-side factors ¢apson capacity). The coefficient
estimations using individual FMOLS and DOLS estionatandt-statistics forH,: 3 =1

are reported respectively in Table 7.6. At the diottof the table, results for SUR,

FMOLS and DOLS without and with common time dummnaes reported.

1 Before panel estimations, since “exogeneity” isdmental to most econometric modelling, we cartty ou
the Hausman test and confirm that there is noexist of feedback effects betweEB and independent
variables.
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Table 7.6 FMOLS and DOLS estimation results

Trading FDI REX RLC RLY

Partners FMOLS DOLS FMOLS DOLS FMOLS DOLS FMOLS DOLS
Australia 149 121 1.04 463 1997 202%% 225 122
(0.35) (-0.56)  (0.03) (-1.53) (-2.73)  (0.36) (1.10)  (-0.90)
Erance 0.27*  0.10* 027" -0.66*** -0.49*** 071  0.65  -0.59%*
(-2.02) (-1.75) (-2550) (-3.32) (-6.24) (-0.60) (-1.44)  (-3.40)

German 1.34 1.30 0.84 1.08 -1.63* 213  1.38 2.29
y (0.28)  (0.40) (-0.12)  (0.09) (-2.10) (-359) (0.27)  (1.29)

Janan 11w 145" 085 058  -0.68** -0.44* 018  -0.09
P (3az (31D (039) (050) (352) (L77) (147) (117)
Korea SLB1F 0.82%*  _0.94%* 018 052  -0.31** -0.32 0.64
(-3.36) (-3.07) (-3.01) (205 (-0.76) (-2.21) (-2.09)  (-0.58)
Malavsia 2.03 238  -1.63%* 373"  1.00 211  -0.98%*  .1.62%%
y (0.68) (0.74)  (2.70) (-3.80)  (-0.01)  (1.42) (-3.66) (-4.66)
Netherland 1.45%  0.98 0.20"% -0.20  -0.93%* .050* 1.15 0.83
(1.44) (-0.02) (1.76) (-1.33) (-4.81) (-1.79) (0.30)  (-0.19)

Singabore 4.94% 671 -0.94* 259%  002* 1.03 -0.14  -2.28
9ap (219) (2.35) (-2.18) (-2.96) (-1.78)  (0.03) (-1.10)  (-1.61)
Taiwan 2,94 268%* (.58 0.35%  -0.07* 0.80 -0.61  -1.68*
(-3.19) (-4.80) (-0.62) (-2.06) (-1.97) (-0.27) (-1.60)  (-2.19)

Thailand 20.20%%  1.25%  0.01%*  0.26%* -0.01** -0.28%*  0.03*  0.27
(-2.82) (-2.35) (-3.67) (4.16) (-4.27) (-6.21) (-2.30) (-1.41)

United 0.22 1.73 1.09 1.33  -1.54%* .128"* 168 1.65
Kingdom (-0.69) (0.48) (0.13)  (0.30) (-4.00) (-2.63) (1.26)  (0.76)
United State: 2207 -3.30%%  -0.90%  -L17e%  -031*  -0.02% 046"  0.06
© (-363) (-3.70) (-6.068) (-5.31) (-1.83) (-1.92) (-3.23) (-1.42)

Panel results
(Wﬁﬁg"tj’f:f:]e 0.34%*  021%* 001 -0.86** -0.34%* .0.15%* (0.26%* -0 15%
dummies)  (476)  (444)  (861) (7.69) (1141) (553) (564) (4.47)
(Ev?tth""t'frf]g 0.16%*  0.53%* 1257 116 013 -141%* -0.79%*  3.12
dummiss) (502 (330) (1399) (270)  (167) (403) (720) (1.88)
SUR 0.36%* -0.22%%* -0.27% -0.15%%*
(8.56) (-3.90) (-6.28) (-6.19)

Notes: *, ** and *** denote rejection of the nult the 10%, 5% and 1% levels, respectively. Figimgmrentheses
refer to t-stat which is for 43 ; =1, see Equation (4.19) and (4.20).
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Among the individual tests, the results are someéwhied. For FDI, the estimated
coefficients by FMOLS and DOLS are significantlygaéive for Japan, Korea, Taiwan,
Thailand and the United States. The negative figlmaws that the increase in China’s
FDI inflows from these countries will decrease thitateral trade balance (export to
import ratio). We also find FDI exerts a positivepact for France, Netherlands and

Singapore.

Before drawing further conclusions at this poing have to reconsider the role of FDI
based on the country/region-specific analysis. &Bimajor trading partners have mixed
motivations for market seeking investment, whileusing on the size of the Chinese
economy and being export-oriented driven mostly dogt considerations. The latter
dominates FDI into China in the first stage. Foaraple, China’s FDI inflows from Japan
have primarily oriented more to investing in protioie facilities for export purposes
(Masuyama, 2004). Japanese-invested firms havegsirened their links with local firms
and increased local procurements (imports). Theatneg relationship between Japan’s
FDI and the bilateral trade balance between Chind dapan indicates that Japan’s
production-oriented investment has stimulated m@ieinese imports from Japan
(intermediate supplies) than the export capacitthto home country. The limited R&D

localization by Japanese firms may be part of dason.

In contrast to FDI motivated by export-orientatidim positive impact of FDI on China’s

bilateral trade balance with countries such asdgaNetherlands and Singapore is noted.
These countries tend to be market-oriented, angliimre committed to China’s domestic
market than to exporting. The multinational companhave taken their investments in
China as a core part of their globalization stratesther than processing products. The
FDI firms are making effort in localization and ewlogy transfer. When the local

demand is more stratified with domestically prodligeods, it will decrease the demand
for imported products. Thus, the increase of FDloins from these countries exerts a

positive impact on the bilateral trade balances.

The determinant RLC has a strong impact onaEBnost of the estimated coefficients are
significant. Almost all the coefficients are negationly with a few exceptions. The
estimated results confirm our prior expectatiort tha low labour cost affects the trade
balance significantly more than the relative priefects. Evidence for the other

determinants REX and RLY are mixed. The respeqgbiomt estimates for REX vastly
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differ as the estimated coefficients range fron733Xor Malaysia to 0.27 for France. For
RLY we find significant results for four countriesgions. In the case of France,
Malaysia, Taiwan and the United States, the negatationship between RL#nd TB
lends support to the notion that an increase innme leads to increased consumption and
thus reduces the trade surplus.

For the panel tests, FIbhs a positive impact on the dependent variabl@ag Bl reported
tests of FDI reject the null hypothesis of insigrahce at the 1% level. The coefficient of
FDI ranges from 0.16 to 0.53, depending on the redecifications. For REX, all the
estimated coefficients are significant at the 1%leThe negative impact of REéh TB

is observed as almost all the coefficients of paesllts are negative except DOLS with
time dummies. All the estimated coefficients of Ril@t are significant at the 1% level
have reported a negative sign. The panel FMOLSnastis the coefficient as being -0.34
with a t-statistic of -11.41 without time dummiesid the coefficient with time dummies
being not significant. For the DOLS estimations toefficient is estimated to be -0.15
with a t-statistic of -5.53 with time dummies, aid41 with a t-statistic of -4.03 without
time dummies. The signs of the RLY coefficients miged and the results of the FMOLS
and DOLS are not in agreement. The coefficientRhl estimated by SUR is -0.15 with
a t-statistic of -6.19 at the 1% level.

Summarizing the country-by-country and panel rasute labour costs, FDI and the
exchange rate, the relative income per capitaladegerminants of China’s trade surplus.
However, the statistical evidence for the determirRLC is the most significant in the
sense that almost all the signs of panel coeffisiane consistent with the results obtained
in the country-by-country analysis. RLC exerts ggeanfluence than REX as the price
effect on the dynamics of TB. The impact of FDI ®B is also significant as the

estimated coefficients reported in the panel resaie all significant at the 1% level.
7.4  Discussion and conclusion

This disaggregate model investigates the role efdigterminants of China’s trade balance
by applying a model of bilateral trade balance. Thdicators such as the bilateral
exchange rate, the relative income per capita afadive labour cost between China and
its major trading partners, which better measueeréfative size of the country in terms of

absorption capacity, production capacity and peffect, are included in the model. By
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decomposing China’s total trade balance into thedoal trade balances with its 12 major
trading partners and applying the “between groupCGtS, DOLS and SUR panel
estimation methods, we are able to overcome thialiimn of the existing literature and
empirically test the determinants based on bothcthentry-by-country results and panel
estimates. Hong Kong re-export data are used tceradiustments to the bilateral trade
balances between China and its major trading paxtrispplying the adjusted data of
bilateral trade balance, the disaggregate dataysieayields a long-run equilibrium
relationship between trade balance, relative ingoreal exchange rate, relative labour

cost and FDI inflows.

With the panel data analysis presented above, tbbhaege rate is found to be an
important determinant of China’s trade balance Whi not in agreement with the

results of aggregate analysis. The results of ivelahcome per capita suggest that
there is an existence of significant relationsibpsveen income and balance of trade
with negative signs of coefficients in most casEle result also reveals two new
significant determinants of China’s trade balaroe: labour wages and FDI. The low

labour cost has a much greater impact on Chinadetsurplus, followed by FDI.

Hence, using disaggregate data, the impact of xbbamge rate is important but not as
critical as many others have claimed. To reducen&hitrade surplus, China could adopt
policies that increase labour wage. Increased latocome will result in increased

domestic consumption, which in turn increases irtgpand reduces exports. Given that
China has huge international reserves, it probablionger makes any sense for China to
attract more FDI in labour-intensive industriesstéad, China should devise policies that
will discourage FDI inflows but encourage investitseim overseas markets. Further, the
revaluation of exchange rate should be taken intmant in policy making. The Chinese

yuan should be allowed to more freely float agamtsier currencies, letting the market
forces have a major play in determining the rolehef yuan. This will in the longer term

benefit China’s economy.
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Chapter 8 CONCLUSIONS

This final chapter is organised as follows. Sect®h summarises key findings of the
study and draws conclusions. In Section 8.2, tgeistance and contributions of the
study are highlighted. This is followed by a dissios on the implications of the findings
of the study in Section 8.3. Finally, in Sectio,8the limitations of the study are

discussed and recommendations are made for fuggearch. .

8.1 Findings and conclusions

Presented below are key findings and conclusiongeattfrom this study.
» China’s foreign trade reforms, trade performanctaade balance

Chapter 2 presents an overview of China’s foreigwlé and trade environment with a
focus on current trade balance. Trade reforms@urad to accelerate China’s integration
into the world economy. China’s recent trade exmanbas been facilitated by a global
reduction in trade barriers and growing intra-regilctrade in Asia. The large FDI inflow

from Asian and Western multinational firms is sfgrantly contributing to the rapid

expansion of processing exports and the imporintdrinediate goods. The processing
export sector has performed better than other éxpaccounting for more than one half
of China’s total exports while the imports for pessing have lagged behind the ordinary
imports. Hence, a detailed analysis of the commyociiimposition has revealed that the

processing trade surplus has accounted for thedapart of China’s trade surplus.
» China’s economic structure and trade balance

China’'s export-led growth is rooted in its struaiuchange and its comparative
advantage of an abundant labour supply. The sharagoculture in the economic
structure is found to have declined from 50.4% @RGin 1952 to 10.1% of GDP. As
productivity increases, there becomes less denm@rdbour in the agricultural sector and
this labour force can be released to the indusseator. Taking advantage of low-cost
labour, there has been an unbalanced growth betwdérent sectors. This study
discovers that the trade surplus has been propbilea sharp rise in the manufacturing

sector surplus.
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» Economic determinants of the trade balance
Supply-side factors and trade balance

From a supply-side view, the study finds the acdatimn of production factors, such as
low-cost labour, FDI inflow and improvements inheology, exert a positive impact on
the growing trade surplus: (1) a large volume ok-lmost labour is accumulated for
industrial development; (2) the abundance of lowtdabour has attracted a large part of
international direct investment flows. The foreignvestment and foreign-invested
enterprises are found to improve export capacitthag are more biased towards labour
intensive industries and export-oriented industrigd foreign investment has led to
important transfers of technology which positivedyfect the productivity level of
domestic firms. The technology transfer from MNGsthiese local FDI-receiving firms
has not only greatly improved the productivity lewé FDI-receiving firms, but also
generated positive productivity spillovers to otdemestic firms (Bucklet al, 2002),
which subsequently changed their export behavidnr.China, significant positive
productivity and export spillovers from FDI haveebefound by a number of previous

studies (see for example Sun, 2009; 2011).
Relative price effect and trade balance

The relative price effects are captured by two miagicators: the exchange rate and the
relative labour cost. (1) A depreciated currenadieto lower export prices but higher
import prices and therefore improves the traderzaa(2) The stagnant labour wage and
weakened labour bargaining power contribute to €kiow labour cost which makes

export cheaper, and thus leads to an improvemestport capacity and a trade surplus.
Demand-side factors and trade balance

This study finds that the declining private constimp is an important contributor to
trade surplus. Large government consumption/experedi the decline in consumer
disposable income, the low labour share of incoamel, income inequality are identified

to have led to declining private consumption.
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> Socio-cultural factors and trade balance

Unlike previous studies that focus primarily on eomic factors to explain trade balance,
this study also takes into account social and aallfactors: (1) social structure and social
ideology transformations have facilitated the labaccumulation; (2) social connections
and cultural similarities have played a key roleGinina’s FDI inflows; (3) demographic

factors have weakened the family support expectatiad the current working-age

population tends to save more; (4) the lack of aowelfare system generates more life
uncertainty and affects saving behaviour; (5) tB&dnzhai” cultural phenomenon and
“Shanzhai” products crowd out the share of impogedds and have a positive impact on
trade surplus. Overall, the conclusion reachedha& the social and cultural factors
identified in the Chinese context played a vernjuential role in affecting the trade

balance. These social and cultural factors, dedpeefact that their effects were not
quantified in this study, deserve increased atenfrom researchers and government

officials in their efforts to combat China’s exciesstrade surplus.
» Political-institutional factors and trade balance

In addition to the social and cultural factorsstkiudy also finds that, in China’s case, the
following political and institutional factors ard orucial influence on China’s current

trade balance position:

* Segmented labour market
» Strong incentives for local officials to attractard FDI

e Labour trade unions under a one-party politicalmeg

China’s segmented labour market formed by the ulbased policy, strong incentives by
local officials to attract inward FDI for promoti@nd the weak labour trade unions under
the authoritarian regime have largely weakenedaheur bargaining power and led to a
stagnant labour wage. This study believes thegeraaffect the economic factors such
as the labour market, FDI and labour wage signitiga which then affects the trade

balance.
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» Empirical findings: the relationships between sdwag economic factors and the

trade balance

Out of all those economic, social, cultural andtjmall factors that have been identified as
having impact on China’s trade surplus, only sofgem, chiefly, economic factors can
be empirically verified in this study, due to resmiconstraints. The effects of some key
economic factors, especially the signs and magaitifdthe effects of those factors, are
econometrically examined at both the aggregate disdggregate levels. At the
disaggregate level, as the bilateral trade data amljested before investigating the
determinants, the empirical results generated bggtjregate analysis tend to reveal more
country-specific characteristics. It is better tmnsthe outcomes from the micro equations
to get the aggregates in evaluating changes otyatpact rather than relying on the

aggregate variables to generate aggregate outcomes.
Aggregate results

In the aggregate analysis, it was hypothesiseditieathanges of trade balance depend on
four variables the real effective exchange ratenelktic income, foreign income and FDI
inflow. Data from 1983 to 2010 are used for thelgsia. Both the long-run equilibrium

and the short-run impacts of these four independamables are examined.

This study finds that there exists a long-run ebaim between the trade balance and its
regressors which consist of domestic income, for@igome, real effective exchange rate
and FDI inflows. The estimation results confirmagoriexpectation. The results for the
long-run estimations show that the changes in Chitrade balance are dominated by
income movements at home and abroad. Foreign indenfieund to have a positive
impact on China’s trade balance. An increase ieifpr income will promote China’s
exports, leading to an increase in China’s tradplss. Meanwhile, China’s domestic
income is found to carry a negative sign. It inthsathat an increase in Chinese income
will reduce its trade surplus. However, the coéfits of real effective exchange rate and

FDI are not statistically significant.

From the results of short-run impact, most of thefficients are significant, except for
the real effective exchange rate, and the lag fiilference of domestic income and
foreign income. Therefore, the analysis with aggteglata finds that the exchange rate is

not significant in the short-run which is consistaith the result in the long-run. The
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positive sign of the coefficient of foreign incoraad the negative sign of the coefficient
of domestic income support the Keynesian view thebme increases will increase the
demand. Thus, the increase of foreign demand ingwrdhe trade balance while the
increase of domestic demand deteriorates the tbad@nce. FDI has a positive and
statistically significant impact on the trade balenhowever, the impact could only be

observed in the short run.
Disaggregate results

The initial motivation of disaggregate analysisasavoid the “aggregation bias problem”.
The country-specific results can be reflected atdisaggregate level (China’s bilateral
trade balances with its major trading partnersjebd, by decomposing China’s overall
trade balance into bilateral trade balances wétimigjor trading partners, the disaggregate
analysis reveals a significant data problem. Tiponted bilateral trade data are found to
only reflect direct trade without taking accounttbé intermediary role of Hong Kong.
Any trade with Hong Kong, whether it involves repext or not, is reported as trade with
Hong Kong. To remedy the data problem, this studgstimated the actual bilateral trade
between China and its major trading partners, mpating for the re-export via Hong
Kong.

The adjusted bilateral trade data are then uséavastigate the determinants of China’s
trade balance at the disaggregate level. The eceimanspecification hypothesises that
the balance of trade depends on FDI inflows, nedaliabour costs, the bilateral exchange

rate and relative income per capita.

Applying the “between group” FMOLS, DOLS and SURnhphestimation methods, this
study finds that there is a stable relationshipnveen the variables: relative income,
relative cost, FDI inflow, the bilateral exchangder and the trade balance. Among the
individual tests, the results are mixed. The deteaimt RLC has a strong impact on TB in
the sense that most of the estimated coefficienetsignificant. Almost all the coefficients
are negative. The estimated results support oar pripectation in Chapter 5 that the low
labour cost has a greater influence on the tratenba through the relative price effect.
For FDI, the estimated coefficients by FMOLS and U3Oare statistically significant
negative in Japan, Korea, Taiwan, Thailand andJihiéed States. FDI is found to exert a

positive impact on the bilateral trade balancesvbenh China and France, China and

135



Netherlands, and China and Singapore. Evidencdhirother determinants, REX and
RLY, is mixed. The point estimates for REX diffeastly for different countries, with the
estimated coefficients ranging from -3.73 for Malayto 0.27 for France. For RLY we
find statistically significant results for five cotries/regions. In the case of France,
Malaysia, Taiwan and the United States, the negatationship between RLY and TB
lends some support to the notion that an increasminestic disposable income leads to

more private consumption and thus reduces the saqg#us.

Among the panel results, FDI has a significantlgipee impact on the trade balance as
all the reported tests using three panel estimatiethods reject the null hypothesis of
insignificance at the 1% level and all the coeéfids are positive. For REX, all the

estimated coefficients are significant at the 1%leThe negative impact of REX on TB

is observed as almost all the coefficients of paesllts are negative except DOLS with
time dummies. We tend to conclude that there iegative impact of the exchange rate
on the balance of trade, that is, a depreciatiorChinese currency can improve the
aggregate balance of trade. Or, conversely, aneation of the Chinese currency will

help reduce its trade surplus. The signs of the Rloéfficients are mixed and the

FMOLS and DOLS report contrasting estimates. Thgmtades of coefficients estimated

for RLY by SUR are relatively smaller in comparisatith the magnitudes of RLC and

FDI.

8.2  Significance and contributions

This study makes a significant contribution to thmde balance literature, to
methodological approaches in identifying the deteamts of trade balance, and in

particular, to the understanding of the determis@ahtChina’s trade balance.
» Contribution to the balance-of-trade literature

The study contributes to theoretical developmentrade balance literature. As noted
earlier in Chapter 3, there is no standard or géngamework for identifying the

determinants of the balance of trade. Differentrapphes offered by existing theories
often provide conflicting or inconclusive resulgsiggesting that the identification of the
determinants of trade balance will depend on hawtledels are structured and specified.

Rather than simply following an existing approaittis study proposed a mechanism that
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helps explore all major economic factors that dftbe balance of trade. Based on this
mechanism, three channels are identified to capgh&enain factors and investigate their
contribution to the balance of trade, i.e., thepdyyside channel, the demand-side channel

and the relative price effect.

Hence, the causal relationships between the faatmisthe balance of trade changes can
be grounded on how these factors behave and hawctienges affect the trade balance
performance. This thesis, therefore, contributegsh® advancement of knowledge on
ways that can better identify the determinantsraflé balance and analyse the problems
of trade imbalance issues, particularly for develggountries such as China. In fact, this
thesis is one of the few studies that empiricallgreine the role of various determinants
in the trade balance changes and possibly the fhat attempts to construct a

comprehensive framework to examine China’s tradplss issue.
» Contribution to research methodology

Earlier studies tend to examine the effects of séme determinants on the balance of
trade only at the aggregate level. To deal withgfagation bias” problem and capture the
potential impact of the country-specific effect thre relationship between the variables
under investigation, this study has been conduatdmbth the aggregate and disaggregate
levels. What is more significant is that this studyestimates the actual level of China’s
bilateral trade with its major trading partnersdmgounting for the role of Hong Kong re-
exports and uses the “corrected” data for the disagate analysis. There are
discrepancies between results from the aggregatelisaggregate analyses. The possible
reason is that the aggregate analysis neglecthdterogeneity among micro units. The
disaggregate analysis is likely to be more accuraidentifying the determinants of the
trade balance for China. It is necessary to eséin@tina’s actual bilateral trade balance
with its major trading partners using Hong Kongesexport adjusted data and such data

are used for trade balance-related studies foraChin
» Contribution to policy debate

Previous studies focused more on the role of ecaméantors, but made limited efforts to
understand the influence of country politics andie@ultural factors on trade imbalance
issues. This study contributes to a more comprahendentification of the determinants

of China’s trade imbalance by taking into consitieraof the role and contribution of
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non-economic factors. The processes in which nem@&wnic factors are involved in
generating trade surpluses, such as the polititlieince on the declining labour share of
income, labour bargaining power, the saving andsooption behaviour in the socio-
cultural context and the role of institutional nefs in accumulating the production
factors are all important. Such findings point e tstrong need for broader policy and
institutional reforms when dealing with China’s esgsive trade surplus problems rather

than just focusing attention on some economic gatiodifications.
8.3 Implications
» Government policy

The findings of this study have valuable implicador government policy reforms. Our
findings suggest that only adjusting some key enuaovariables, such as, the exchange
rate, would not be sufficient to combat China’sesgive trade surplus. Instead, broader
approaches are needed. Highlighted below are anfgwrtant policy reforms that could

take place soon.
(a) Dismantling policies in favour of inward FDI

During the early stages of China’s growth, the rivas&DI inflow has contributed to
improved technology, fixed assets investment ardttansition of the entire economic
structure. Attracted by China’s low-cost labour, IFBflow focuses on labour-intensive
industries which contribute to the large share bih@'s expanding trade surpluses. As the
empirical findings of this study suggest, theraisignificantly positive impact of FDI
inflow on the trade balance performance. As sucperhaps no longer makes sense for
China to use policies that just generally encougeFDI inflows. Instead, if any policy
incentives are used to attract inward FDI, theydntetarget technologically intensive
foreign investments, so to help China to protestdhvironment, develop renewable

energy, and advance to produce high-valued products
(b) Increasing investment in the social security system

On the one hand, domestic private consumption ddnsasluggish. On the other, China
has excessive savings. Cultural factors can onhllypaxplain China’s high savings.

Instead, the lack of social security protectiorthe determining factor. The increasing
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life uncertainty is not well addressed by sociausiy reforms. As a result, people have
to save more for retirement, medical care and tbkildren’s education in the future.
Increased investment must be made to strengthesothial security system. The coverage
of the social security system has to be extendemidce diverse social groups, such as
private business employees, migrant workers andethgelf-employed workers. An
effective social security system can transfer taditional obligations of supporting the
aged from families to the society and lead to nemaitable income distribution among
different social groups, and thus help to stimuthieestic demand for consumption.

(c) Rebalancing through labour wage improvement

The productivity growth has risen substantially otiee past decades but the hourly
compensation of the typical worker has seen onlgesbgrowth, especially of the non-
skilled workers. The declining labour share of im@and weakened labour bargaining
power are found to be the main causes for low wowkages. The trade unions in China
behave differently from unions in many other coigstrand in most cases are unable to
protect workers’ interest. Policy efforts need tmuds more on how to increase labour
wages through the market-oriented reforms for petidn factors and liberalisation of the
labour market. Since the labour wage is the maimpmnent of household income,
China’s trade surplus will reduce when China’s labomcome is allowed to increase

along with productivity improvements.
(d) Reforming the exchange rate policy

A revaluation of the Chinese currency RMB offerse asption for China to reduce its
trade surplus. Empirical findings in this study fion the existence of long-run
equilibrium relationships between the exchange ratel the trade balance. The
disaggregate analyses also reveal that there iggatime and significant relationship
between the exchange rate and China’s trade balblowveever, China’s heavily managed
exchange rate regime and tight controls over foreigchange have made it difficult for
the exchange rate to play its role for externahbed adjustment. In addition, the heavy
control over the exchange rate has also hinderecffiectiveness of monetary policy. It
would be beneficial for China to allow the exchamgee of its currency to move more
freely, and eventually let the market forces haweagor a role in determining the value of

the yuan.
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(e) Removing export subsidies

The use of export subsidies to encourage expofps meaintain employment levels and
ease social tensions. However, export subsidiese wistorting, also indulge inefficiency.

To address the severe external imbalances, remexipgrt subsidies would be useful.
» Research methodology

This study finds that diverse factors affect a ¢ous trade balance. Focusing on the
impact of one factor or one particular economiceasmn a country’s trade balance is
likely to lead to biased or misleading findings.nide, the “integrated multi-channel and
multi-perspective” framework was developed for &dreunderstanding of China’s trade
imbalance issues. This framework is applicable e tnalysis of trade balance
determinants not only for developing countries vehpeculiar circumstances exist like
China but also for any other developed countriess lanticipated that the use of this

framework will improve our understanding of traddance issues in various countries.
8.4  Limitations and future research

China’s large external imbalances are not onlyer#fld to its trade account (goods and
services), but also to other parts of the currecbant and the capital account. In this
study, only the determinants of trade balance (ga@udl services) are investigated. Some
issues that are more so related to other partseofurrent account and capital account are
not taken into consideration. Future research lthakts into these areas should be useful

to provide a more comprehensive understandingcofuaitry’s external imbalance issues.

The lack of accurate identification of determinaotsa country’s external imbalance is a
major problem across countries in their effort€dmbat external balances. In this study,
although a new framework for identifying the deteramts of a country’s trade balance
was developed, it was only applied to China for eitgl investigation due to resource
constraints for this study. However, there areedéhces in cultural practices, political
and legal systems, historical background and ecanaapabilities between countries

which may have important impacts on trade balancehese countries. Further research
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that applies this framework to multi-country isdiik to generate useful comparisons,

revealing more interesting information.

Constrained by resource availability, this thesiyyaarried out econometric analysis of
the impacts of some factors on China’s trade balanMarious factors would have an
impact on China’s trade balance. Some factors nsaytave an impact on the “outcome”
of other factors. This thesis primarily focused ssme of the economic factors. There
were no empirical verifications on the effects o€is-cultural and political-institutional

factors on China’s trade balance. Hence, some gsioels drawn on such factors were
not based on empirical tests. They should be weasepreliminary and should be read
with caution. It should be most valuable and watedrthat further research is carried out
to empirically analyse the impacts of these pdlitisocial and cultural factors on China’s

rising trade surplus.

Although the cointegration results suggest theterie of long-run equilibrium between
trade balance and the exchange rate, the coetficadrthe exchange rate variable are not
statistically significant using aggregate-level lgsis. Generally, it would be expected
that variations in exchange rates would lead toesobservable changes in trade balance.
In China’s case, it could be due to the fact thatincome effect for overseas consumers
resulting from China’s low-priced exports is quitébstantial. Should this be the case, the
exchange rate variations could have affected the of trade balance but would have
been “muted” in the modelling process because nofithe income effect may have been
captured by the “foreign income” variable. If thisproven to be the case, then, such a
finding can have significant implications for Chimastrategy to combat its persistent
trade surplus. That is, variations in its excharage may be helpful but will not be a most
powerful policy instrument. Instead, China shoubdifs more on correcting the export
prices by paying workers the true wage as theyrdesather than depressing their wage
income in order to sell cheaply overseas. Hencgijraal verification of this proposition

is warranted and likely to be rewarding.
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