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Summary findings
Boltho, Dadush, He, and Otsubo examine how the therefore, somewhat higher levels of consumption and
economic interactions between rapidly emerging China lower domestic savings, and a toning down of a policy
and the rest of the world may evolve over the coming bias that favors coastal regions. Such a strategy would lift
two decades. consumption standards more rapidly. It would also

They discuss China's growth potential, drawing a defuse some of the social tensions generated by the
parallel between China's rise and the historical rise of unequal developmcnt of different regions.
Britain, Japan, and the United States. Barring major As for the country's vulnerability to the external
disruptions, they contend, China could become one of environment, the authors argue that in the long run
the world's largest economies, if nor the largest, by the China is resilient in the face of adverse extemal
year 2020. developments, especially those coming from outside Asia.

Industrial countries, especially Japan and the United In the short term, however, adverse extemal shocks
States, are expected to benefit because their trade could threaten the macroeconomic stability important to
structure complcments China's. Developing countries, reform. A simulation analysis of China's loss of most-
especially exporters of labor-intensive manufactured favored-nation status in the United States confirms this
products, are likely to be put under competitivc pressure. assertion.

The authors argue that it would be advantageous for The authors conclude that preserving openness is in
China to embark on the traditional strategy of a follower China's best interest and that the United States in
country - that is, to run current account deficits and use particular stands to gain much in the longer run if it
foreign resources to supplement domestic investmenL maintains open trade relations with China. Adversarial

Should foreign direct investment continue at its recent U.S. policies could encourage China, Japan, and other
rate, China may have to cope with overfinancing of its Asian countries to prefer intraregional trade, possibly
current account deficits. The authors arguc for a excluding the United States from full participation in
development strategy that projects a sustainable growth what is bound to be the world's most dynamic growth
rate with somewhat higher current account deficits and, pole.
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The Policy Reserh Working Paper Series disseminates the fidings of work in proprs to encoWragC thc chJangC of ie about
development issues An objectiae of the suies is to get the findigs out quickly. even if the presentations are kss than fsdlypolishest The
papers oany tenamesofth aushors and shlddbe usedandcitedaccordingly. hfindings, interpretations, andcondusionsar the
auhors uno and shoudd not b attribued to the World Bank. its E=cutie Boad of Dirctors, or any of its member wOri

Produced by the Policy Research Disseniination Center



CHINA'S EMERGENCE:
PROSPECTS,

OPPORTUNITIES
AND

CHALLENGES

by

Andrea Boltho
Oxford University

Uri Dadush
World Bank

Dong He
World Bank

Shigerm Otsubo
World Bank

International Economic Analysis and Prospects Division
International Economics Department

World Bank
Washington, DC



2

Introduction

Over the last decade, the Chinese economy has been growing at a rate of some 10
percent per annum and the volume of foreign trade has expanded at an annual rate of
nearly 15 percent. Longer-term projections suggest that a continuation of buoyant growth
is likely. Such developments are rapidly transforming China from a small and relatively
closed economy into a large and more open one. This emergence is bound to have
significant effects on other countries. Similarly, as China gradually integrates itself into
the world economy, it will become more exposed to outside developments.

This paper looks at how the two-way economic interactions between China and
the rest of the world may evolve over the coming two decades. The text is organized as
follows: a first section reviews earlier episodes in which new countries emerged as major
economic powers, in order to draw some parallels and differences with China's projected
experience. Section If briefly considers the external.implications of the growth strategies
that China could follow. Section m goes on to examine, in an inevitably rather
speculative way, the possible impact of China's future expansion on other countries, on
the assumption tiat no major breaks occur in world economic trends. This assumption is
relaxed in Section IV, which discusses China's vulnerability to externals shocks,
including moves towards greater protectionism in intemational trade. The conclusions
summarize the main arguments.

L Historical Parallels and Differences

China's very rapid growth over the last decade or so has led to a rediscovery of the
country's importance in the world economy. A number of longer-term projections,
including some made by the World Bank [Summers, 1992], suggest that, if recent trends
were to continue, China's GDP, measured on a purchasing power parity basis, would
become one of the world's largest sometime early in the next century. Such forecasts are,
of course, dependent on a large number of assumptions that need not be fulfilled. In
particular, they assume continuation of the reform process and a growing ability on the
part of the authorities to control macroeconomic developments. They are also based on
the implicit hypothesis that the economy's relatively underdeveloped infrastructure will be
able to cope with buoyant growth without generating significant bottlenecks. Most
importantly, they ignore the possibility of major political upheavals, or of mounting
tensions between richer and poorer provinces, that could lead to dislocation in the
country.

If such assumptions are accepted, China could indeed become one of the world's
largest economies [if not the largest] by, say, the year 2020. Seen in a longer-run
historical perspective, this outcome may be less surprising than it seems. According to

We are grateful to Paul Armingtor., Eliana Cardoso, Albert Keidel, Viram Nehru and Alexander Yeats
for their comments and suggestions on earlier versions of this paper. Reseach assistance provided by

- Takashi Imamura and Jackie Queen is grearly appreciated.
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the figures assembled by Maddison, China was almost certainiy the world's richest
economy (on a per capita basis) until about 1500 and was still the biggest economy on
earth as late as 1820 (Maddison, 1991]. Its eclipse from that position, in other words,
may well last less than two hundred years. The country's reemergence, however, is taking
place in an economic environment that is very different from the virtually autarchic
conditions of the early 19th century. - Hence, it is bound to have far-reaching
consequences for the rest of the world. To put these into perspective the next few pages
compare China's projected developments with those of other major economies in the pasL

Table 1. Major Countries' Emergence into the Wor:d Economy

IUnited States I Japan China I Chinese Economic Area
1870.1900 11950-19801 19B0-201D 0 1980-2010

Growth of GDP at 3.9 7.7 8.1 b/ 7.9

Share of world output at outset cl 15.4 3.2 3-o 4.2
Share of world output at end d 25.7 10.1 15Ab4 17.1 bI
Change in share 10.3 6.9 1 1.5Wb 12.9Wb

Share of world exports of manufactures at outset -3.8 3.4 0.B 3.3 d/
Share of world exports of manufactures at end 1417 11.2 6.4 e/ 10.3 e/
Change in share 10.9 7.8 5.6 el 7.O eI

a. Average annual percentag changes.
b. Assuming average annual growth rates of S5 and 7.0 percent for China. 65 and 6.0 pereent for Taiwan.

5.0 and 4.5 percent for Hong Kong over the decades of 1990-2000 and 2000-2010 respectively. and 3.0 percent
for the world economy throughouL

c. In purchasing power parity terms.
d. Excluding intra-trade
c. Assuming average annual growth rates of manufacturing exports of 14 percent for China. 3.5 percent for Taiwan.

12 percent for Hong Kong. and 7 percent for world manufacturing trade over the period 1990-20 10.

SOurceCS: Department of Commerce. Historical Sra:isics of the United Stares: GA7T.
International Trade; Lamantit Yates [1959); Maddison [1982. 1989. 1991);
MaizeIs 119631; NIESR. Economnic Review.

Since the emergence of Britain, following the Industrial Revolution, the world has
probably witnessed two significant changes in the relative economic weights of various
countries. The first occurred at the end of the 19th century, with the very rapid growth of
the United States. The second took place after World War It and saw Japan's surge to
economic prominence. The Soviet Union's rise in the half century following the 1917
revolution was smaller, more protracted and, in any case, hardly comparable because of
the country's self-imposed autarchy. Both the American and Japanese episodes, as well
as China's projected emergence, are illustrated in summary form in Table 1. The table
also presents data for the sum of China, Hong Kong and Taiwan (or Chinese Economic
Area, CEA). The degree of these three economies' trade and investment integration is
such that they are close to being a single economic unit to-day and will, in all likelihood,
be even more so tomorrow. Many of the figures shown are inevitably tentative. The
GDP data for earlier years use Maddison's rough estimates of world output levels
[Maddison, 1982, 1989, 1991]. For the more recent perod, the data are based on
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attempts at calculating GDP on a purchasing power parity basis. For China, in particular,
such figures are subject to large margins of error, as shown by the wide range of existing
alternative estimates (for the early 1990s these go from per capita GDP levels of $1,000
to $2,500 or even more). Prudence has led to the choice of a relatively low estimate--the

WIFs figure of a 1991 level close to $1,200. This would clearly seem much more.
realistic than the $370 which is obtained by applying the market exchange rate to the
official output data.

The Chinese projections to the year 2010 are based on the assumption that output
will grow by 8.5 percent per annum during the 1990s (in line with World Bank forecasts)
and by a further 7 percent per annum between 2000 and 2010, yielding an annual average
growth rate over the three decades of just over 8 percent. This may seem conservative if
seen in the light of both CbiLna's recent record (output may have grown at some 11 percent
per annum. in the first half of the 1990s), and the experience of other East Asian countries
since World War II. Japan, South Korea and Taiwan were able to grow at similar, or
even higher, rates for at least two and a half to three decades after their "take-offs", and
this. despite a higher starting point (Table 2). On the other hand, it should be remembered
that the GDP data here used for China are on a purchasing power party basis and,
therefore, give a weight to the service sector greater than that shown by the conventional
national accounts- Allowance for this factor would reduce the economy's prospective
growth rate.

Table 2. East Asian Experiences of Rapid Growth

Japan ISouthKor Taiwan China

I 1950-S0 I i960-90 I 1960-90 I 1980-2010

Growth of GDP bt
1950-60 86 
1960-70 10.0 9.3 9-1
1970-80 4.5 8.5 9.5
1980-90 9.6 7.7 8.9

Whole period 7.7 9.1 8.8 8.1a

a/ h purchasing power terms; initial year of period.
b/ Average annual percentage changes.
c/ Projected for 1992-2010.

Sources: Korea Statistical Yearbook, OECD. National Accourts; Statistical Yearbook
of the Republic of China; World Bank [1993b1.
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On the basis of the projections shown in Table 1, the rise in China's share of world
output between 1980 and 2010 could be broadly comparable to the one recorded by the
United States in the three decades to the beginning of this century and over 50 percent
larger than Japan's upward surge between 1950 and 1980.

More important for the rest of the world than these changes in output rank will be
China's changing position in international trade and finance. The past experiences of the
United States and Japan suggest that these countries' emergence on the world scene was
accompanied by a massive entrance into the export markets for manufactured goods.
Major involvement in international finance came only later (from the beginning of the
20th century for the United States and from the 1980s in Japan). Both countries began
with relatively low (and similar) shares in world trade, but went on to become the fourth
and third largest exporters of manufactures in 1900 and 1980 respectively. The likelihood
is that China will follow these American and Japanese patterns, with a rapid rise in its
importance in international trade but, initially at least, a lesser involvement in world
finance.

I. China's Growth Options

The foregoing has assumed that China will maintain its outwardly-oriented
policies. Such an assumption would seem warranted. The authorities are well aware of
the great benefits they have obtained from their 1980s strategy of opening the economy
[Lardy, 1992]. Foreign direct investment, in particular, has been a major stimulus to
growth through the provision of better technology, superior management know-how and
market access abroad.

Granted that openness will be preserved, there is still a question for the rest of the
world of what type of growth strategy China will wish to pursue in this context. A
number of options appear possible. Thus, if the large imports of capital that have taken
place in recent years were to continue, China could embark on the traditional strategy of a
follower country, i.e., run current account deficits and use- foreign resources to
supplement domestic investment. Such a strategy would match its living standards and
development needs. And it need not increase the burden of debt, should foreign direct
investment provide the bulk of the capital inflows as it has done in the recent past.

Yet, the country also exhibits an unusually high savings propensity, which makes
reliance on purely domestic sources of funds a feasible alternative. Nor has willingness
to incur current balance deficits been much in evidence so far. Over the last decade
China has been in current account suiplus and has added substantially to its reserves.
Coupled with very rapid export growth, this recent experience might suggest that China
could be tempted to pursue an "export-led" growth strategy. This could be seen as an
imitation of the highly successful South Korean and Taiwanese experiences. For a
number of reasons, however, such an outlook is highly improbable.



Firstly, very large, let alone continent-sized, economies have traditionally relied
on domestic- forces to stimulate their growth. While exports may be very important in
encouraging efficiency and the adoption of new technology, they are usually too small -a
component of aggregate demand to generate an overall rapid growth rate. The emergence
of the United States or Japan, discussed in Section I above, would seem to corroborate
this statement. Academic research for both the United States in the late 19th century
[Kravis, 1970] and for Japan after World War II [Kanamori, 1968; Krause and Sekiguchi,
1976] clearly rejects the hypothesis of export-led growth for these countries. And a
similar result is likely for Russia at the time of its "take-off' at the turn of the century.
China is unlikely to be different. It is true that manufactured exports rose from only 3.0
percent of GDP in 1980 to 15.7 percent in 1992. But these figures are at current prices,
overstate the value of exports (by including the gross value of exports based on processed
imported inputs) and use official output data. In volume terms the rise is much less
impressive (from 3.6 to 5.4 percent), and it is further reduced (to just over 1 percentage
point) if use is made of GDP data on a purchlasing power parity basis.

A second reason for doubting the likelihood of an ezport-led model is strategic.
Export-led growth tends to be associated (though not invariably so) with current account
surpluses. Yet, it would seem to make little sense for a developing country, even one
with a high saving ratio, to lend on a net basis to the rest of the world. The United States
only began recording current balance surpluses at the very end of the 1890s. Until then it
had experienced deficits of the order of 0.7 percent of GDP (and Russia's deficits before
the Revolution were, almost certainly, larger). Japan's surpluses on current account were,
similarly, a product of later maturity.. Until the mid-1960s, the country was either in
small deficit or in rough.balance. It is unlikely that Chinese experience will be very
different, the more so as past experience suggests that deficits of the order of I to 2
percentages of GDP could be easily financed by foreign direct investment inflows.

The third reason for shunning a purely export-led strategy is political. Open
reliance on foreign markets to stimulate growth can, under certain circumstances, prove
to be a viable strategy for small economies like those of Singapore or Taiwan. It becomes
a risky one for a major international player who will be seen to displace jobs and
production on a large scale in the industrialized countries. If only to protect relatively
free access to its principal export markets, China would be wise to pursue massive import
expansion to accompany its future export successes and accept (indeed welcome) current
account deficits.

If this is accepted, there is still the question as to how China copes with a possible
over-financing of its current account deficits, should foreign direct investment continue at
recent rates. The least desirable solution would seem to be further accumulation of
foreign reserves, or even a recycling of capital to othecr c<-j-ntries. Such a strategy would,
no doubt, enhance the role of, say, Shangai as a regional financial center. Its economic
benefits, however, would appear. dubious. The level of foreign reserves seems now
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adequate and it is unlikely that the rare of return obtained on funds recycled abroad would
match that earned by the foreign capital productively invested at home.

A second alternative that may look marginally more attractive would be that of
stimulating an even higher rate of growth and hence a larger current account deficit. The
risk with such a strategy is, however, that of provoking imbalances and bottlenecks
particularly in infrastructure, a sector that may not attract large foreign investment flows.
An almost inevitable consequence would be a higher rate of price inflation, with the
ensuing danger of boom-bust developments.

Preferable might be a development strategy that projected a rapid, though not
unsustainable, growth rate with somewhat higher current account deficits and, therefore,
somewhat higher levels of consumption and lower domestic savings. To achieve this
would probably require the abandonment, or, at the very least, the toning down of the
policy bias in favor of the coastal regions. At present, consumption possibilities in rural
areas are fairly restricted owing to a low share of cash revenue in total income, to limited
access to new varieties of consumer goods, and to a lack of the consumer credit that
coastal residents have started to enjoy most recently. A switch in the emphasis of policy
would promote the development of hitherto neglected parts of the country, and open new
spending possibilities to a much larger share of the population whose savings would,
consequently, decline. Such a strategy would have a double attraction. On the one hand
it would lift consumption standards more rapidly than otherwise in a country which is still
relatively poor. On the other it could defuse some of the social tensions that the unequal
development of different regions has generated. If China were to follow such a path, it
would parallel in many ways the earlier experiences of the United States and Japan. Both
countries saw regional inequalities rise in the early years of their emergence in the world
economy. Yet, soon, both market forces and policies began to redress some of the
imbalances that rapid growth had generated.

IIL The Implicatious of China's Emergence for the World Economy

At present, and despite its size, China remains a relatively small country in the
international economy. Its share in world manufactured exports is little above 2 percent,
while its imports of manufactures are no larger, for instance, than those of Spain. In the
light of past American and Japanese experience, however, China's export (and import)
potential could be vast. The following few paragraphs will try to assess in an
impressionistic way the scope for the country's foreign trade expansiorn over the coming
15 to 20 years. The discussion assumes that China will join GAIT before the end of the
century and will continue to enjoy its MIFN status in the United States.

Over the 1980s the country's manufactured exports grew by 14 percent per annum
in constant prices. Extrapolation of such a growth rate over the next two decades would
result in a value of exports by 2010 of a little over $600 bn (at 1990 prices) and in a share
in manufacturing world trade (assuming this grows at a 7 percent real annual rate) of
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some 6 percent (Table 1). Such an outcome might be thought as conservative. The
projected expansion of exports would, for instance, fall short of the 18 percent growth
rate which China reached in the shorter and more recent time-span going from 1985 to
1992, as well as of the 16 to 21 percent rates which Taiwan or South Korea attained
between 1960 and 1990 (admittedly in a period in which world trade had been rising
more rapidly).

It is true that some of the successes achieved by China over the last decade may
have been of a once-and-for-all nature. Thus, an important contributory factor to export
growth in the 1980s was a sizable devaluation of the currency. World Bank estimates
indicate that "between 1985 and 1990 the real effective exchange rate applying for
exports depreciated by over 120 percent!' (World Bank, 1993a, p.8]. Similarly large
changes are unlikely in future. On the other hand, it has also been estimated that the
successful conciusion of the Uruguay Round could boost China's manufactured exports
by as much as $14 bn (in 1990 prices) or roughly one-third of their 1990 value [ibid.].

An alternative projection might start with the realistic assumption that, as the
opening of China continues, the country's coastal provinces, in particular, will
increasingly resemble in their industrial and foreign trade structures the economies of,
say, South Korea, Taiwan, or Japan at a somewhat earlier stage. If this is accepted, one
could project on them (in the year 2010) the per capita exports achieved by these
countres, in say, 1980 or 1990. In the former year, for instance, Japanese manufactured
exports per head were (at 1990 prices) equal to $1,430, while in 1990 the equivalent
figures for South Korea and Taiwan were of $1,400 and $3,060 respectively. In contrast,
China's total exports of manufactures in 1990 were only equal to $110 per head if divided
by the population of the 10 coastal provinces and to $205 per head for the five most
outward oriented Southern and Eastern provinces (Guangdong, Fujian, Zhejiang, Shangai
and Jiangsu). If one were to apply the weighted average of the Japanese (1980) and South
Korean and Taiwanese (1990) figures to the 2010 population for either the 5 or 10 coastal
provinces, China's total manufactured exports would range in that year between values of
$425 bn and $810 bn (at 1990 prices), yielding world trade shares of 4.5 and 8.5 percent
respectively.

Clearly, back of the envelope calculations of this kind can yield a variety of more
or less plausible results. Their aim is not to pinpoint China's position twenty years hence,
but to show that the country's export potential is very large. Provided markets stay open,
China's share in world manufactured trade could grow over the coming two decades by
anything between 4 and 9 percentage points. This would fall short of what was achieved
by the United States in the late 19th century, but would be broadly comparable to Japan's
rise between 1950 and 1980, and would almost certainly be greater than the combined
successes of South Korea and Taiwan which started, in 1960, with virtually negligible
manufactured exports and had reached world market shares of 2.5 percent each in 1990.
The increase would be even larger for the CEA as a whole. By the year 2010, this area
could account for a share in world trade of the order of 10 percent, probably making it the
world's single largest trader.
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Increasing export penetration of such orders of magnitude is bound to create
problems of adaptation in other. countries. Equally, however, rapid growth in China will
provide ample opportunities for the rest of the world. In the longer tern, as resources
across the globe are reallocated according to comparative advantage, all countries should
benefit from China's expansion. Over shorter time horizons, however, some countries
may be put under competitive pressures that could generate temporary adjustment costs.

Chinese manufactured exports have tended to be relatively light industrial
products, overwhelmingly of a labor-intensive nature. Thus, in 1991, out of 46 SITC
categories in which China had a revealed comparative advantage index above unity, 31
could be identified as labor-intensive. While it can be expected that this trade structure
will evolve, reforms so far do not seem to have affected it significantly. Thus, changes
between the early 1970s and the late 1980s "indicate [that] there is no evidence that
China's revealed comparative advantage is presently shifting to semi-capital intensive
products; rather the changes appear to be concentrated in increasing the base of labor-
intensive mz.nufactures in which China has a comparative advantage" [Yeats, 1991, p.38].

Such-a pattern of specialization is likely to continue in the foreseable future. The
size and relative underdevelopment of many Chinese provinces suggest that the supply of
price-sensitive and labor-intensive manufactures will rise well into the next century as
these regions, too, become more outward looking. So far, policy has encouraged the
growth of international trade in the coastal regions. These account for nearly 80 percent
of China's exports, but for only 40 percent of the country's population. As the "regional
tilt" policies are gradually phased out, incomes in the interior regions should rise and so
should their share of exports [Dadush and He,- 1994]. This, in turn, would largely
preserve the labor-intensive nature of Chinese sales abroad. In other words, it is highly
likely that, for some time to come, China's export push will continue to be concentrated in
the goods in which it has made the greatest inroads so far.

This could well create difficulties of adaptation in many developing countries that
may be direct competitors with China's exports. That the potential problem is quite large
is suggested by simple correlation coefficients between China's revealed comparative
advantage indices for 53 labor-intensive manufactured products in the early 1990s and
those of other countries. These show a very significant degree of overlap in the export
structures of China and of such economies as South Korea, Thailand, India, Pakistan,
Egypt, Sri Lanka, Vietnam, etc. (Figure 1). Moreover, the degree of potential competition
is also heightened by a very significant degree of substitutability. World Bank estimates
suggest that the elasticity of substitution between Chinese and otier developing countries'
manufactured exports is likely to be very high--possibly as high as 10 [1993a].
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Figurm 1: Correladon Coemdenms between Chin.'s Rewaled Comparatie
Adwataog Indlces In Labor Intensil lroducts and Those or OlherSelected
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It is true, of course, that some of the countries displaced by China vill themselves
upgrade- their exports, in line with their evolving comparative advantage, thus entering
into more direct competition with the industrialized economies. For some developing
countries this may occur quite smoothly, as seems to have been the case in the NIEs.
Elsewhere, however, such induced adjustments may not be so easy and need not always
be successful.

A further risk that surrounds a number of developing countries is a potential loss
in the competition to attract foreign capital. In 1991-93, China was the largest single
recipient of foreign direct investment in the developing world, accounting for some 20
percent of the total inflows. Much of this investmmnt is motivated by the opportunities
provided by China's potentially very large domestic market, but some is driven by the
search for low-cost production bases. In this area, China is in direct competition with
other low- and middle-income countries. Data for the early 1990s suggest, for instance,
that foreign direct investment by the NIEs in Indonesia, Malaysia, the Philippines and
Thailand declined significantly, while flows to China rose strongly. Such a form of
"crowding-out" may well con.inue in future.

Turming to the competitive effects on the industrialized countries, the crucial
sectors are textiles and clothing. These are the products with which the export drives of
Japan, South Korea, and Taiwan began and they have also been at the forefront of Chila's
successes so far. Further Chinese advances in these areas would inevitably affect
employment. Such effects, however, should not be exaggerated. One reason is that the
sectors directly concerned no longer represent a significant share of the OECD countries'
labor force. In both absolute, let alone relative, terms, employment in the textile,
clothing, and leather industries has shrunk dramatically over the last three or four decades
and now represents less than 2 percent of the OECD area's total work force (Table 3).

A second reason why the danger to Northern jobs of China's export successes may
be exaggerated stems from the nature of many of these successes. In the recent past these
have often been acquired at the expense of exports from other countries and, in particular,
other East Asian countres (thus confirming the suggestion made above that China's
exports are often direct competitors for the exports of other developing economies). In
the OECD market, for instance, China's rising shares in sales of clothing is closely
matched by the falling shares of Hong Kong, Taiwan, and South Korea (Table 4). The
story is not dissimilar for footwear, except that South Korea has not (yet?) been found to
relinquish market shares. These results are not surprising. As was argued above, there is
likely to be high substitutability between the tradable goods of these various economies.
Moreover, the production of many of China's exports has been purposefully diverted
from Hong Kong to the mainland.
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Table 3. OECD EL.-ployment in the Textile, Apparel, and Leather Industries

Numbers employed (millions) Share. of Total Em-povment( ercenta es
Western North 7 Westemr North

._______________ Europe a/ America lapan Europe al America Japan

Mid-1950s 6.1 3.0 0.6 5.5 4.9 1.6
1960 5.9 2.7 0.9 5.0 3.8 2.1
1970 5.4 2.9 1.0 4.3 3.3 2.0
1980 4.2 2.6 0.7 3.3 2.3 1.3
1990 3.1 2.0 0.7 2.3 1.6 1.1

Note: The data in the table are only broad estimates since the original source does not provide
figures on a fully consistent basis throughout the four decades for all countries.

a. Sum of 12 Western European countries (including Greece, Ireland, Portugal, and Turkey).

Sowrces: OECD, Manpower Statistics and Labour force Statistics.

Table 4. China's Rising Share in OECD
Imports of Selected Labor-intensive Manufactures

OECD imports from:
Hong Kong Soudt

China and Taiwan Korea

A. Clothing and Apparel (SITC 84)
1981 3.6 21.7 10.3
1991 11.8 13.1 6.8
Change 8.2 -8.6 -3.5

B. Footwear (SITC 85)
1981 15 16.0 10.4
1991 13.4 8.6 13.1
Change 11.9 -7.4 2.7

Source: OECD, Foreign Trade Statistics, Series C.

-7



13

In other sectors, China's share of the OECD markets is very small. Figure 2
shows China's share of the industrialized countries' ifmAports in a number of branches that
are both labor-intensive and relatively free from tariff barriers and in which China's share
is below 5 percent. Even if China were to triple its market penetration by the year 2010,
its share of OECD imports in these sectors would increase by less than one percentage
point a year. Rough calculations suggest that the annual job displacement in the high
income countries implied by this progression would be a mere fraction (15 to. 20 percent
at most) of that caused by the historical rate of productivity growth in manufacturing in
these countries [Dadush and He, 1994].

Figure 2

OECD Labor Intensive Imports in which China's Share Is Stil Small
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In any case, even if there will be job losses in the North, China's import potential
should more than offset them. The country's needs in improving its infrastructure and
strengthening its fixed capital base are large, as is the population's appetite for higher
quality consumer goods. While the latter are likely to be increasingly manufactured at
home, machinery and equipment* should to a large extent be supplied by foreign
producers. The size of this potential market will be a function of China's export growth
and of its willingness to incur current account deficits. On the strength of the arguments
developed in Section II above, China could well be running a modest current account
deficit (of the order of, say, I or 2 percent of GDP) over the foreseeable future, largely
financed by direct investment inflows.

In other words, China's import potential should be larger than its likely export
expansion. If the value of manufactured exports in the year 2010 is put, conservatively, at
$600 bn (in 1990 prices), then China's imports in that year could be of the order of $650
to $700 bn, as against a 1992 level of $80 bn. And the likelihood is that this near tenfold
expansion will be overwhelmingly concentrated in manufactured goods. Between the
early 1980s and the early 1990s, the share of primary products (food, fuels, and raw
materials) in total imports was more than halved. In volume terms the fall is less drastic,
but still noticeable. China's demand for primary products (e.g. iron ore, crude petroleum)
is bound to grow through time, as its indtustrial production rises, but the country's natural
resource endowment implies that not much of this demand will spill over onto world
markets. Commodity prices will be higher than they would have been in the absence of
China's rapid expansion, but rising import requirements are likely to favor the
industrialized countries.

As argued earlier, these requirements will be primarily in the area of machinery
and equipment. Over the last decade the share of such goods in total imports was
consistently above 30 percent and they may have accounted for as much as 15 percent of
all equipment investment [Harrold, 1992]. The countries most likely to benefit from
China's future demands are clearly those whose comparative advantage lies in the area of
capital and high-tech goods. The OECD economies and, increasingly, the NIEs are the
obvious candidates. Among the former, Japan and the United States seem better placed
than Western Europe. Data collected by the EEC Commission show that exports of high-
technology products represented in the mid-1980s roughly a quarter of total American
and Japanese sales abroad, but less than 15 percent of European ones (EEC, 1989]. And
revealed comparative advantage indices similarly suggest that Japan and the United States
are better represented than Europe in the sort of sectors (e.g., machine tools, electrical and
transport equipment, telecommunications, etc.) that China is likely to need [Turpin,
1989]. Both geography and comparative advantage thus lead one to expect that America
and Japan, rather than the European countries, will be the main beneficiaries of China's
future growth.
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IV. China's Vulnerability to the External Environment

The previous section looked at China's potential impact on the world economy.
The present one considers how changes in the world economy may affect China's
economic future and, in particular, how vulnerable the country may be to external shocks-
that could arise in both goods and financial markets.

The sensitivity of China to terms ot trade shocks coming from changes in primary
product prices would seem to be limited. The country is a large producer of a number of
raw materials and is at present self-sufficient in terns of both food and energy (indeed, it
is a net exporter of both commodities). Buoyant growth is likely to transform it into a net
oil importer during the next decade, but the development of its vast energy reserves
should permit a gradual return to self sufficiency thereafter. While a renewed oil price
shock would, no doubt, have unfavorable direct and indirect consequences (via, inter alia,
higher domestic inflation and lower world demand), it would be unlikely to slow down
growth appreciably over the medium term.

The same, however, is unlikely to be true for its access to foreign markets. The
assumption made so far has been that world trade would expand relatively smoothly over
the coming two decades, unhindered by increased protectionism. Yet, there is no
certainty that this will be the case. Indeed, China's expected export successes may well
strengthen protectionist forces, both in the United States and in Western Europe. Even if
the textile and clothing sectors' shares in total employment are smal, several million jobs
remain at stake in the OECD area, and concerns will mount should medium-term growth
prospects look subdued. Chinese manufactured exports are heavily concentrated on a
small number of products and on the North American market. In terms of product
composition, the top ten items combined accounted for more than 40 percent of China's
total manufactured sales abroad in the early 1990s. Of these exports, over 20 percent
went to the United States (Table 5). In this context, any move toward protectionism, for
instance on the North American market, could prove a serious setback to the country's
prospects. More generally, China would also be vulnerable if protectionism went beyond
the partial closure of a specific market and degenerated into trade wars between the major
areas that Iforced the world into a pattern of regional trading blocks.

The dangers of such scenarios for China are clear. World Bank estimates suggest
that had MEFN status on sales to the United States been lost, China might have had to face
average tariffs on a wide range of its manufactured exports of more than 40 percent, as
against a level of some 13 percent at present [World Bank, 1993a]. As a consequence,
Chinese exports to the United States would have declined by amounts ranging from 40 to
as much as 95 percent [ibid.]. The direct effect of further moves towards regionalism,
particularly in the NAFrA context, may not be as devastating as these illustrative
calculations suggest, but the longer-run consequences of a shift towards largely autarchic
blocks in both North America and Western Europe could well undermine the country's
export growth prospects that had been sketched in Section m above.
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Table S. China's Manufactured Exports by Market, 1991

3-Digit | Total Share or Export to Markets (%)

SITC Nrames of Commodity | Valuel USA | Japan I EEC

894 Toys. Sporting Goods. etc. 8070 36.6 2.9 20.6
851 Footwear 6192 42.5 .4.6 9.1
843 Womens Outerwear Nonknit 6136 23.8 15.0 21.4
845 Outerwear Knit Nonelastc 4668 22.9 18.3 11.2
842 Mens outerwear Nonknit 3659 15.0 1 .5 20.5
762 Radio Broadcast Receivrs 3162 22.7 1.5 17.1
652 Cotton Fabrics. Woven 2016 9.3 12.8 6.1
658 Textile Articles Nes 1735 21.4 12.6 21.7
728 0th Machy For Spcl Indus 150 6.0 3.2 5.3
784 Motor Veh Prts, Acces Nes 90 51.0 6.5 4.3

All manufactured commodities2 88373 21.3 9.1 15.5
Notes: Ii Total imports from China as reported by China's trading partners, in USS million.

2/ Manufactures: SITC 500 -999 rev.2
Source: Authors' compilation hosed on data from UN COMTRADE.

It could be argued, however that the importance of exports to potentially hostile
regional blocks is relatively limited. Table 6 presents data for -a number of countries or
areas on the output shares of exports to various regions. On the official measure of GDP,
China's total export share is relatively high when compared to those of the EEC, the
United States or Japan. If, however, GDP is measured in purchasing power panty terms,
then China's dependence on exports is well below average. Indeed, China's direct exports
to other regional blocks account for barely one percentage point of the country's total
output (and this share is cut by half if exports to the United States alone are considered).
Such figures, however, underestimate the importance of external trade for China, given
that many of the country's exports to America and Europe transit via Hong Kong. A more
appropriate measure might be the foreign trade involvement of the Chinese Economic
Area. CEA foreign trade shares are more comparable with those of other parts of the
world, with exports to non-Asian regional blocks, in particular, representing 6 percent of
GDP-a figure close to those of both the EEC and the United States, though well below
that of Japan.
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Table 6. Importance of Exports to Various Areas, 1990-91

- | ~~China CE-Aabl EECW | Stnited Japan 

Shares of GDP-
Total exports cJ 15.6 23.9 8.7 7.4 -9.6
Total exports dl 5.0 10.6 14.1 9.0 19.0

Exports within region e/
In percent of total exports 68.3 27.9 25.7 28.2 31.0
In percent of GDP d/ 3.4 2.9 3.6 2.5 5.9

Exports to other regional blocks ct
In percent of total exports 20.1 57.6 35.2 54.3 55.3
In percentofGDPd/ 1.0 6.1 5.0 4.9 10.5-

a/ Chinese Economic Area. or China, Hong Cong, Macao and Taiwan.
b/ Excluding intra-trade.
cl GDP measured at current prices and exchange rates.
d/ GDP measured in purchasing power parities.
d The regional blocks for the various areas have been defined as follows: for China:

ASEAN, Japan, Hong Kong. South Korea, and Taiwan. For the CEA: ASEAN,
Japan. and South Korea. For the EEC: EFTA. For the United States: Canada and
Mexico. For Japan: ASEAN, the CEA. and South Korea.

Sources: IMF, Direction of Trade Statistics; Monthly Statistics of Exports and Imports-
Taiwan Areo Republic of China.

Foreign trade exposure at a moment of time is, however, not only the dimension
of extemal dependence. Though relatively small, growing exports have played a leading
role in stimulating productivity growth in the last decade. More importantly, foreign
direct investment has been crucial in the successful expansion of the coastal regions and
has been an important supplement to domestic fixed capital formation. China¶s future
expansion can be expected to continue to rely on substantial inflows of this kind.
Increased protectionism on the United States market and elsewhere, or failure to be
admitted into the WTO, by reducing expected profitability and threatening China's
international credibility, could have serious effects on financial markets. Simulation
exercises that incorporate not only a protectionist shock, in terms of a loss of MFN status
in the United States market, but also induced shortfalls in foreign direct investment,
capital flight and a rising country risk premium, suggest, for instance, that output could-
fall -by as much as 7 percent in the two years that foUowed the shock relative to what
otherwise would have happened (see Appendix).
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Yet, over the longer run, the same simulations suggest a relative resilience on the
part of the economy, ailed by the currency depreciation which the shock itself would
generate. The main reason for this is to be found in the significant scope China has of
redirecting some of its exports away from NAFTA and Western Europe in the direction
of East and South East Asia. And such a longer-mn resilience to external shocks also
diminishes the danger of substantial shortfalls in foreign direct investment, the more so as
the bulk of these have tended to come not from the OECD countries but from the East
Asian region itself (Table 7). In other words, threatened by greater trade barriers
elsewhere, possibly erected by antagonistic trading blocks, China could fall back on
strengthening an alternative regional block itself.

Table 7. Geographical Sources of Foreign Direct Investnent to China
(Shares of net 1IDI inflows to China)

(Percent)

1988 1989 1990 19951 199211.

Total 100.0 100.0 100.0 100.0 100.0

Developed Areas 29.9 27.0 33.0 26.2 17.7

United Staies 7.4 8.4 13.1 7.4 6.3

E C 4.6 5.1 4.1 5.6 3A

Japan 16.1 10.5 14.4 12.2 7.4

Developing Areas 70.1 73.0 67.0 73.8 823

Hong Kong 64.7 -60.0 53.9 55.1. 62.1

Taiwan 0.0 4.6 6.4 10.7 11.2

Memo items:

East Asia,indiapan 82.9 79.3 77.4 81.7 86.6

East Asia.exclJapan 66.8 68.8 63.0 69.5 79.2

Notes: 1/ First six months of 1992.
FDI data are based on disbursements.

Source: Authors' compilation based on data from Miniutry of Foreign Economic Relations and
Trade. China and The World Bank-

Until recently the hypothesis of an integrated trading area in East and South East
Asia had not received much credence. The region lacks the geographic proximity that has
facilitated the creation of the EEC or of NAFIA, let alone the cultural, historical and, at
times, even linguistic affinities that link Canada to the United States or many of Europe's
countries to each other. Moreover, the simultaneous presence of authoritarian and
democratic regimes, as well as of major differences in living standards, have also been
seen as precluding the creation of a trading block Fmally, the preference of most
countries in the area bas been for free trade links with both the United States and Western
Europe, deemed to be the major potential outlets for their manufactured exports.
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Yet, the potential for integradon in East, and perhaps also South East, Asia is
probably much greater than commonly thought. This is shown, for instance, by the well
above average growth of intemational trade in the 1980s between ASEAN, China and the
NIEs (Table 8), or by the spontaneous emergence of the CEA as an integrated trading
area--the latter occurring without conscious free trade agreements, indeed despite major
political divergences [Jones et al., 1993]. Equally, as already mentioned, it is East Asia
that has so far provided China with most of its capital requirements--some two-thirds of
the country's foreign direct investment has come from Hong Kong and some three-fourths
of its borrowing from Japan [McGuire Endean, 1992].

Table 8. Intra-Regional Trade
(Percentage of World Exports)

ON.1981-82 1991-92

tra-Western Europe a/ 32.8 25.9 32.7

.ntra-NAFTA 79 6.2 7.2

Intra-East Asia b/ 3.6 5.9 10.0

al EEC and MA countries.
bl ASEAN. China, Japan and the NIEs.

Source: IMF. Direction of Trade Statistics

The most obvious complementarities are between China and Japan. China has
some of the natural resources that Japan needs as well as a huge labor supply potential, in
contrast to Japan's impending labor shortage. Japan, on the other hand, has many of the
technologies and the management know-how that China will require for its
modernization. Not surprisingly, the two countries' trading patterns minror these
differences, with Japanese exports concentated in the machinery sector, and Chinese
exports in simple, labor-intensive, manufactures [Ono, 1992]. Moreover, there seems to
be no correlation at all between the revealed comparative advantage indices of China and
Japan [Yeats, 1991], suggesting great scope for further trade integrtion. Thus, a
pronounced American lurch towards protectionism could force the two economies into a
search for much closer contacts.

As argued above, neither country would consider a regional trading block as a first
best alternative. Both would rather maintain diversified outlets and keep open, in
particular, their access to North America. While China may constitute a vast potential
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market for Japan, that market to-day accounts for less than a fifth of Japan's exports to the
United States. And while Japan may hold the key to China's technological progress, there
is a clear unwillingness in China to overly rely on only one major source of capital and
know-how. Simnilarly, any form of agreement would run into obvious institutional
difficulties since both countries would, presumably, wish to play the role of "natural"
Ieader. There are, no doubt, a number of affinities between China and Japan, and not
least mutual admiration in certain areas, be it for China's traditional culture in one case or
for Japan's industrial model in the other, but a history of bitter conflicts throughout the
past century is bound to put obstacles in the way of greater integration.

This being said, over the longer run China should be relatively resilient to adverse
external shocks, especially to those originating from outside Asia. Its growth is likely to
be driven by internal forces, and it can rely on a large pool of domestic savings. In
addition, it has substantial markets in close proximity as well as neighbors with
technological complementarities. The dangers for China are more of a short-run nature.
At the present juncture of its outward-oriented reform process, macroeconomic stability is
of critical importance. Unfavorable external developments sparked off, for instance, by
political factors could threaten this stability and lead the economy into uncharted territory.
The country, in other words, cannot and should not ignore developments in its bilateral
and multilateral trade and financial relations and should frame its policies accordingly.

Conclusions

Unlike previous episodes in which large countries rose to economic prominence,
China's likely return to the number-one slot in the world economy, after a two centuries-
long eclipse, is being widely predicted. Few expected the United States to achieve the
status of a world economic power in the late 19th century (Tocqueville may have been an
exception to this general rule, but even his assessment was really about politics, not
economics). As for Japan, it was not until the 1970s, almost after the event, that
commentators first began to realize the country's potential economic strength.

The fact that China&s rapid emergence is being widely forecast provides time for
reaction and should therefore help in framing policies, both within the country and
outside. At the domestic level, the lessons of earlier experiences suggest that very large,
continent-wide, economies (such as those of the United States and China and, to a lesser
extent, that of Japan), overwhelmingly rely on domestic factors to spur their growth. The
rest of the world can play an important role in, for instance, providing capital and labor
(as it did for America in the late 19th century), or technology and raw materials (as it did
for Japan in the 1950s and 1960s)-it can hardly be expected to also generate the major
demand stimulus for the economy. Export-led growth may be a viable strategy for small
open economies such as those of South Korea or Taiwan. It would seem utterly
inappropriate to countries that account for 10 percent or more of world output.



21

China's reliance on the rest of the world for its growth, in other words, is likely to
be relatively limited. Opening the economy to foreign competition was crucial in setting
the country onto a fast growth path, but much more so because of its supply effects on
entrepreneurship and efficiency than because of the increased demand the opening
generated for Chinese exports. Foreign direct investment has performed a very important
role in this opening, but high domestic savings will make for similarly high investment
ratios even in the absence of inflows from abroad. The relatively small share of the
country's output (expressed in purchasing power parity terms) that is exported should
allow it to weather slowdowns in the rest of tile world with relative ease. Moves towards
greater protectionism in the industrialized countries would have more serious
consequences, but China has the possibility of falling back on its regional trading links
(notably with Japan). While these would be second best to a freer trading regime, they
might still provide China with most of the technologies, equipment goods and capital it
requires. In other words, China should be relatively impervious in the long run to shifting
external circumstances, much as the United States economy has been through most of its
history.

Over the short-run, however, disruptions are possible. This is particularly true at
the present juncture when continuation of a stable macroeconornic framework would.
seem crucial. Major protectionist shocks, for instance, could set off a chain of
unfavorable developments that would seriously affect not only export but also financial
prospects.

Turning to China's impact on the rest of the world, this is bound to be substantial.
The emergence of a country whose share in manufactured world exports and imports
could rise dramatically, from rather small proportions at present to levels of the order of 4
to 8 percent in less than twenty years time, should have significant effects. In a long-run
framework, these must be favorable. Factors of production will be reallocated across the
world in line with their comparative advantage, and major gains in efficiency and welfare
will accrue to all participants. In a medium-tern framework, however, the reallocation of
various activities around the globe which this process entails will inevitably generate
frictions and adjustments that could be painful. This is particularly likely since trade
between China and the rest of the world is largely of an inter-industry nature and hence
bound to lead to sharp changes in income distribution, with major gainers but also major
losers among China's trading partners.

For the now-industrialized countries, losses will be concentrated in traditional
sectors. China's comparative advantage will evolve, of course, towards less labor-
intensive activities, but this process, so far at least, has been relatively slow. Hence, it is
employment in textiles and clothing, in particular, that will have to be substantially scaled
down. This sector, however, accounts for less than 2 percent of total employment in the
OECD area at present, down from perhaps 5 percent in the early 1950s. Conversely,
there is huge scope for the industrialized countries to step up their exports of capital-
intensive and high technology goods to a vast and rapidly growing market.
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On balance, it would seem that the developing countries are likely to be put under
greater pressure. China's demand for raw matcrials will grow rapidly, but imports may
not be very buoyant in view of the country's natural resource endowment. Primary
product prices will, no doubt, be higher than they would otherwise have been, but the
prices of simple manufactured exports in which China is in direct competition with other
countries in Asia and elsewhere, will, conversely, be subject to downward pressures.
Already in the recent past, some of the inroads that Chinese goods have made on Western
markets have been at the expense of sales-from other developing economies, and this
process may continue, helped by China's low labor costs but also high rates of investment
and imports of technology and kriow-how from Hong Kong and Taiwan.

In sum, the distribution of the challenges and opportunities that China's
emergence poses to the world economy over the coming two decades may well be
skewed, with the opportunities particularly in evidence for the industrialized countries
and the challenges directed largely at the developing ones. In this respect, China's future
expenence may differ from those of the United States in the latter part of the 19th century
and of Japan since World War II. American and Japanese export successes were obtained
mainly at the expense of other industrialized economies. While the United States was
winning market shares for its manufactures, the United Kingdom was losing them.
Similarly, Japanese inroads into the world economy led to sharp domestic and foreign
losses in market shares for both Britain and the United States. China, on the other hand,
is likely to export goods that are of declining importance in the industrial production of
the OECD countries.

The contrasts between Japan's past and China's expected development paths go
further. While Japan maintained for much of the period a relatively closed market for
imports of manufactures from the West, it provided a very rapidly growing outlet to the
developing countries' primary products, and v ile it shunned inward flows of foreign
direct investment, it did invest on a large scale ... the Asian developing world. China so
far has, on the whole, shown a greater willingness to be relatively open to both foreign
direct investment and (up to a point) foreign imports.

Preservation of such openness is clearly in China's best interest--it helps to
weaken protectionist pressures abroad and it powerfully stimulates development at home.
Combined with continuing reforms of the domestic system, it should ensure that the (by
now) widely accepted forecasts of China's rise to the status of a major economic power
will be fulfilled. Preservation of openness is similarly in the interest of the industrialized
counties. These- are China's natural trading partners at this stage of development--they
are the biggest importers of labor-intensive manufactures, the leading exporters of capital
goods, and also significant direct investors in the country. The United States, in
particular, stands to gain much in the longer run if it maintains open trade relations with
China. Protectionism that would create a rift across the Pacific, could throw China and
Japan into each other's arms, generating a powerful trading block which could exclude
America from full participation in what is bound to be the world's most rapidly growing
region.
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More generally, openness on the part of the West could defuse some of the
inevitable frictions and tensions that will arise. Past episodes of rapidly shifting
economic weights have not always been smooth. History suggests that "such upheavals
have potentially devastating effects" (Wolf, 1993], notably so if there is a "refusal ... to
abide by the old rules" [ibid.] on the part of the emerging power. Rapid integration of
China into the world economy, by raising the country's involvement and stake in
international trade and finance, clearly would diminish such risks.
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Appendix: Assessing the Importance of China's MFN Status In the US Market

A recent study conducted by the World Bank, using the UNCTAD/World Bank's
SMART tariff and trade simulation model, attempted to measure the probable magnitude
of effects on China's exports of a loss of MFN status in the US market [World Bank,
1993a]. If MFN status were withdrawn, the immedinte consequence would be that China
would have to face a "general tariff" to enter the market. On average, the tariff would rise
from around 13 percent at present to over 40 percent.

As a consequence, Chinese exports to the US would face serious difficulties. The
increase of roughly three-and-one-half fold in the clothing duty would substantially
undermine exports of this key product, with estimated declines ranging from 50 to nearly
100 percent, depending upon the assumptions made. Toys and indoor games would face
equally significant reductions. Assuming that the decline in all US imports from China
would match that of these major components, China's annual export losses in the US
market could be on the order of about $7.0 to $15.2 billion, a decline of between 42 and
96 percent.

The United States would suffer from this action as well. According to one
estimate, US consumers could end up paying as much as $14 billion per year in higher
prices resulting from a combination of costlier substitutes from alternative supply
sources, and higher tariffs on the products that would continue to be imported from
China. Retaliatory action by China could further jeopardize $8 billion in US exports to
China and $5 billion in US investments [(BERC, 1992 j.

This appendix presents some new results of a general-equilibrium simulation
conducted using the China module in BANK-GEM, a global economic model used in the
Intemational Economics Department for depicting alternative scenarios and policies
[Otsubo, 1993]. In this framework, particular attention is given to the effects stemming
from changes in FDI flows, capital flight, and increased country risk (changes in China's
credit rating by the intemational financial community). The simulation is devised to
quantify the effects of shocks comiing through both trade and financial flows. These
results complement the above-described studies by assessing the effects of a loss of MFN
status in the United States on China's growth path.

The assumptions set out for this simulation are as follows:
i). Starting in 1993, China loses access to the US market by 70 percent, which is

taken as the middle point of the lower and upper bounds found in the earlier
study (this is equivalent to a loss of 20 percent in total exports);

ii) 50 percent of the loss is compensated by the year 2000 thanks to China's
entry into alternative markets;
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iii) A halt to new foreign direct investment from the US, roughly equivalent to
losing 10 percent of inflows (in 1990-91 the average share of FDI inflow
originating from the United States was 9.9 percent on a utilized amount
basis);

iv) Partial capital flight with immediate removal of US stakes in China (the US
share in the FDI stock is estimated at 8.5 percent using accumulated inflows
from 1988 to the first half of 1992);

v) The risk premium that China faces over and above the world market rate
increases by 100 basis points in both the private and public sectors (no risk
premium is imposed on official flows);

vi) The increased balance of payments financing requirements are met by public
sector borrowing from the commercial sector, by official nonconcessional
loans, or by depleting foreign reserves;

vii) The real exchange rate is kept at the baseline level, that is, the nominal
exchange rate is assumed to adjust accordingly. This assumption is necessary
to assume away secondary changes in demand for China's exports that cannot
be properly captured in a single country simulation;

vii) No autonomous counter-cyclical macroeconomic policies are enacted. This
assumption is necessaLy to see the economy's endogenous reaction pattern;

viii) China stays open and does not retaliate.

The reaction of major macroeconomic variables to the combined shock in trade
and financial flows is presented in Table A. 1. Real GDP growth would tumble by 6.5
percent in the initial year and by 0.7 percent in the following year, relative to baseline
growth. Real per capita GDP would take a plunge by the same percentage in the initial
year (from $417 to $393). China's economy would also suffer from a huge deflationary
effect in the initial two years. Reduced import capacity could lead to a reduction in
imports by as much as 15 percent in the initial year. With changes in exports and imports
combined, China would face close to $6 billion of additional current account deficit
amounting to 1.3 percent of GDP.

On the financial side, the FDI outflow would be around $3.3 billion and inflows
would decline by $1.4 billion with a combined net effect of $4.7 billion in the initial year.
Unlike most other variables, the reduction in the level of FDI as a result of the loss of
MFN status would be permanent, and foreign investment would not automatically recover
to- the baseline level. With an increased trade deficit and a higher premium in interest
payments, balance of payments financing requirements would increase by almost $6
billion in the initial year and by $3 billion in the following year. Higher financing
requirements and a lower inflow of direct investment would force China to borrow
largely from foreign commercial sectors with a higher risk premium. Substitution of
equity flow by debt-creating commercial loans, together with higher financing needs,
would increase China's debtJGDP ratio by 10 percent in the initial year. This ratio would
rise by as much as 18 percent in the third year, before beginning a gradual decline.
China's credit ratings would deteriorate due to higher current account deficits and debt
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levels, especially in the area of mid- and long-term transactions that are most relevant to
the growth in China's supply capacity.

Table A.l Reactions to the Shock of Loss of MFN Status In the United States StardnS In 1993
1993 1 99 1995 11996 j 1997 1199$ 1999 2000201J02

Percent differences from baseline

Gross domesdc product (CDP) -6.5 -0.7 1.1 2.2 2.2 1.6 0.8 0.2 -0.5 -0.5

Total domestic investment -5.5 -1.4 1.0 2.3 2.4 1.8 0.8 0.0 -0.7 -0.8

Export of goods and
non factor services -20.7 1.9 1.8 1.8 1.8 1.8 1.8 1.7 0.0 0.0

Import of goods and
non factor services -14.7 -3.0 1.1 3.5 4.0 3.0 1.4 0.0 -1.7 -2.0

Balance of payment:

Curr. acc. bal. in % of GDP -1.3 -0.6 -0.5 -0.7 -1.0 -1.2 -1.2 -1.1 -0.9 -0.6

Gov'tdebtas %ofGDP 10.2 16.0 18.2 17.2 14.4 11.6 8.9 7.0 5.9 5.3

GDP deflator, local currcncy -12.2 -4.9 -0.1 3.1 4.3 3.9 2.7 1.4 -0.1 -0.6

Exchangerate.localperS -11.9 -4.8 -0.1 3.0 4.1 3.8 2.5 I .4 -0.1 -0.6

differences in USSfrom baseline

Realpercapitaincome1 -24 -28 -25 -18 . -8 -1 4 5 3 0

Net inflow of FDI (S billion) -4.7 -2.3 -2.5 -2.6 -25 -2.6 -2.7 -2.9 -3.2 -3.7

Note: 11 Baseline per capita income at market exchange rates is estimated at $416 (in 1987 USS) in 1993. Its projected level in
2002 is 5743.

However, assuming that half of the export loss suffered on the US market is
compensated by China's penetration into other markets by the year 2000, the economy
would revert to the baseline growth:path fairly quickly, but with much larger cyclical
movements. Its per capita income would return to its baseline level by the turn of the
century. Thus, in the longer term, the Chinese economy appears fairly resilient to external
shocks such as the loss of a large export market. The argument that China could penetrate
altemative markets is strengthened by the Likely outcome (in reality) that the combination
of a large price defiation and a sluggish nominal exchange rate in the initial years would
create a depreciation of the real exchange rate, making Chinese goods more price
competitive in the intenational market.

Such an optimistic assumption about the long-run capacity to recover has two
major downside risks, as the following supply-side analysis -reveals. First, a large
reduction in import capacity tends to drag down the long-run growth of supply capacity
and productivity. This effect could be particularly serious for China given the high capital
intensity of China's import bundle. Second, the permanently reduced level of net inflows
of FDI, unless replenished from other sources, would deprive China of the benefits
associated with the forgone fbreign investment. Given the importance of foreign direct
investment in promoting technological progress and productivity growth, such a loss
could impose a considerable opportunity cost on the Chinese economy.
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