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Unit

China’s Foreign Trade and Economy

REXIINE H S E5F

The Year of the Piggy Bank China Business Review

Booming exports, slow imports, and more capital out flows are on the horizon

Vaness Rossi

Boosted by strong export earnings and foreign investment inflows, China’s bulging foreign
exchange (forex) reserves—more than $ 1 trillion stacked up at the central bank- could easily rise
by another $ 200 billion, or more, in 2007. This trend will likely continue in 2008 and beyond
unless China moves to open up its capital account and transform capital flows.

Exports—and trade surplus—still soaring

China’s economy expanded 10.7 percent in 2006, and over the last few months, its monthly
exports and trade balance hit record highs. In late 2006, export growth hovered around 30
percent, with the trade surplus totaling $ 20 billion per month. Export growth in the first months
of 2007 was even stronger. With the world economy on a solid footing and oil prices easing from
their 2006 peak, China’s export and import trends will likely continue, and the trade surplus could
leap from last year’s $177.5 billion to $250 billion in 2007.' The current account surplus will
probably be even higher, possibly close to $ 300 billion. Despite rising outflows, net foreign
direct investment ( FDI)> may also add another $60—$70 billion to the balance of payments,
suggesting that reserves may well jump by $ 350 billion in 2007.

China’s trade surplus is unlikely to fall significantly for several years. China’s current
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situation can be compared with that of Japan, which has maintained an annual trade surplus of
2 -4 percent of GDP*( $ 50-$ 150 billion) since the mid-1980s. On average, China’s surplus has
been around 2 percent of GDP since the early 1990s, shooting up to $ 102 billion in 2005 and
$ 177.5 billion in 2006 (roughly 5 and 7 percent of GDP, respectively). Eventually, the pace of
China’s export growth will slow, if only because it is difficult to keep expanding market share
every year. * Over the next five years or so, PRC export growth should fall into line with world
trade growth. In fact, China’s annual export growth, measured in dollar terms, has moderated
from a peak of 35-40 percent in 2003-2004 to less than 30 percent in 2005-2006, with volume
growth down to 20-25 percent, although this is still roughly double world trade growth. A

This slowdown in export growth has been mild in part because China has successfully
exploited new markets. Indeed, although 30-40 percent of PRC exports go to the US market,
PRC exporters have been building up trade links elsewhere, taking advantage of the opportunities
offered by the rapid growth of demand in oil economies. Trade with key Middle Eastern partners,
such as the United Arab Emirates, has soared, mostly at the expense of traditional European and
Asian suppliers. ¢ The United States is not the only market supporting China’s booming trade, and
much of the recent rise in PRC export sales has been to other destinations. ’

Another reason for the continued rise in China’s exports is the extra capacity recently built in
export industries, which is in part a result of the massive surge in investment since China’s World
Trade Organization entry in 2001.° Annual investment doubled between 2001 and 2005 (to more
than $ ltrillion in 2005) modernizing and adding substantially to the economy’s capital stock.
Over the same period, exports almost tripled and, by 2006, totaled nearly $1 trillion.

Why is import growth so slow?

The sharp rise in China’s trade surplus from 2004 has been driven by both sides of the trade
account, While exports have soared, import growth has been much weaker than expected.
Although imports tripled between 2001 and 2006, this growth failed to keep pace with the rapid
rise of exports since 2004. This situation is quite unusual, even for China.

Why has import growth over the last few years been so weak given the strong growth in both
exports and domestic demand? On a short-term basis, one possible explanation for the recent drop
in import growth in nominal terms may be lower oil prices. But over the last year, oil and other
commodity prices have remained high; as a result, this hardly explains the overall weak
performance of imports. Rising retail sales and demand for consumer durables, including private
cars, typically lead to higher imports in most countries. Indeed, surging import demand often
pushes developing countries into balance of payments problems. But in China, these durable
goods are almost all domestically produced, and so far, consumers seem to favor domestic goods,



except in some narrow segments, such as luxury items and specialized equipment.

Apart from raw materials, machinery and equipment are China’s main imports, and relatively
weak growth in this sector has led imports to underperform. Indeed, clear signs indicate that
import substitution has taken place in intermediate industries, such as aluminum and steel: Import
growth has weakened since 2004 even as domestic demand has risen, suggesting that local
production is meeting domestic requirements. Such substitution is likely to be true for other
imported manufactured goods. Although destocking probably contributed to the sharp drop in
import growth at the start of 2005, the most important explanation for the continued weakness in
imports through 2005 and 2006 is import substitution in a broad range of products, including in
machinery and equipment. ° Substitution could account for $50 — $ 100 billion of the rise in the
trade surplus since 2004. This phenomenon is strongly linked to past investment performance.
Despite high GDP and investment growth over the last two years, imports have clearly lagged,
most notably in the investment and intermediate goods categories (see Figure 1).'® Moreover,
with China’s announcement of its plans to manufacture large aircraft that can rival those of the
Boeing Co. ' and Airbus SAS'", there is reason to expect that import substitution will advance into
new territory in the future.
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Figure 1 China’s Imports Trail Export and Investment ($ billion)
Source: Oxford Economics Ltd.
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Figure 2 China’s Trade Surplus in Mechanical and Electrical Products
(12-month moving total, $ billion)

Source: Haver Analytics Inc, based on PRC data.

While past investment is still feeding into both export growth and import substitution,
weakening investment growth is further reducing the immediate demand for imports. With up to 50
percent of imports possibly linked to investment demand, the slower investment growth reported in
late 2006 may have caused at least part of the dip in import growth during the same period. "' The
more China succeeds in curbing investment growth, the more import growth will slow, pushing up
the trade surplus. As a result, imports will continue to show lackluster growth unless major
industries, such as the power, transportation, and high-tech sectors, begin to purchase massive
amounts of equipment from abroad.

If falling imports in the machinery and equipment sector is one of the most important factors
behind weak import growth, then major machinery exporters, such as Japan and Germany, should
have experienced a corresponding slowing down in export growth. * The data on China’s trade
balance by country and sector seem to confirm this view. Figure 2 shows that China’s surplus in
mechanical and electrical products has soared, accounting for almost all of the gain in the trade
balance. At the same time, as Figure 3 demonstrates, China’s reported trade deficit with Japan
and Germany has stalled. This deficit would have deteriorated sharply if there had been less import
substitution and if investment demand for imported equipment had remained steady. *°

In sum, China’s remarkable ability to rapidly raise sufficient capacity to competitively meet
its demand and that of its trading partners has contributed to a ballooning trade surplus. '* Some
investment has undoubtedly been wasteful and inefficient, but there has been enough efficient

investment to enable output to grow rapidly, avoiding capacity shortages and traditional
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overheating problems, such as inflation. " The rate of expansion in the power sector alone has
been phenomenal—an increase of about 50 percent in just two years. This is a testament not only
to China’s high savings rate but also to the country’s ability to respond swiftly to demand and to
raise output where necessary.

Band-Aid solutions

China’s rising trade surplus will likely stoke more concern in the United States and European
Union and help generate more calls for faster appreciation of the renminbi (RMB). At the same
time, perhaps surprised by the spike in the trade surplus and forex reserves in 2006, the PRC
government is starting to respond to the pressures caused by these trends. For instance, officials
have indicated that further growth in forex reserves is no longer desirable and have announced
plans to set up a new investment company, similar to Singapore’s Temasek Holdings Pte Ltd. ',
to manage part of China’s forex reserves. Such responses may not necessarily correspond to those
that Washington and Brussels have in mind, but they are probably the most realistic indicators of
what the future holds.

Although China also talks of raising imports, and some deals involving aircraft and high-tech
equipment could be significant, these deals may do no more than stabilize the trade balance in
2007 —2008. If foreign governments want China to raise its imports significantly, they may have
to consider China’s demands for access to a broader range of high-tech imports, some of which are
currently restricted for military and strategic reasons. ° This option may not appeal to the public
and politicians in the United States and European Union, who will not embrace the export of dual-
use equipment and technology to China unless they can be certain that it is in their military and
strategic interests to do so.?' Trade of less sensitive equipment that could be used to develop
environmental, aerospace, and information technology might be relaxed, and these changes could
help produce at least a one-off surge in China’s imports from the United States and European
Union.

Experience suggests that neither these import promotion schemes nor a faster revaluation of
the RMB will lead to a swift, substantial, and sustained reduction in China’s enormous trade
surplus. This is a lesson evident from the persistently large trade gaps in Japan, Germany, and, in
reverse, the United States. Although the rate of appreciation has been low, the RMB’ s gains so
far have had no perceptible impact on curbing export growth and may even have boosted sales in
nominal terms. Many estimates, including that of Oxford Economics Ltd. *, suggest that another
20 -30 percent revaluation of the RMB would have only a marginal effect on trade with China
(see the CBR, March — April 2006, p.38). It is much more likely that China’s trade will remain
in substantial surplus in the near future.
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Figure 3 China’s Trade Deficit with Japan and Germany
(12-month moving total, $ billion)

Source: Haver Analytics Inc, based on PRC data.
China’s new question: where to invest its wealth?

A possible response to alleviating the balance of payments surge and an unwarranted and
unwanted buildup of central bank forex reserves is to encourage capital outflows. In addition to
plans to establish a state investment company to diversify the central bank’s forex reserves, other
clear signs point to greater private capital outflows in FDI deals and mergers and acquisitions
(M&A). According to PRC Ministry of Commerce statistics, outbound FDI, excluding the
financial sector, shot up from $5.5 billion in 2004 to $16. 1 billion in 2006. In addition,
Oxford Economics’ estimates indicate a sharp reversal in the flow of other, non-FDI capital flows,
from a net $85 billion inflow driven by currency speculation in 2004 to a net outflow of $. 22
billion in 2005. Such outflows will almost certainly rise markedly over the next few years,
supported by deposits of about $4 trillion—almost double China’s GDP—in Chinese banks.

Although the encouragement of private capital outflows may merely swap one form of
stabilizer for the balance of payments with another, it shifts the limelight away from the politics of
exchange rates and forex reserves and the problem of central bank management of those reserves. »
Outflows of capital may reduce pressures in the Chinese banking system and curb the central
bank’s involvement in the US government bond market. At the same time, however, such
outflows will create other political and business links that may raise questions about China’s future
aspirations and global power. Indeed, what might be Chiﬂa’s intentions regarding the use of these
capital outflows? Is this simply business development matched with benign aid that might offer real
chances for growth to African and other developing countries? Or is it an effort to build a global
power base that may rival Washington and Brussels? Will China be a positive force or a potential
threat?
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So far, China’s FDI outflows have largely targeted aid and development projects and
resource-linked enterprises, with Beijing notably competing with Taipei for a prime role in Africa.
Most of the other capital flows have been low-profile, but there has been some headline-grabbing
M&A activity, such as the acquisition of MG Rover Group” by Nanjing Automobile Group.
Lenovo Group Ltd. ’s takeover of the personal computing business of IBM Corp, and the
unsuccessful attempt by China National Offshore Oil Co. Ltd.* to acquire Unocal Corp. *
Although the Lenovo acquisition clearly created some concerns about China’s entry into US and
other foreign markets, more deals involving Chinese partners—some spectacularly large—will
almost certainly materialize. Chinese businesses have developed significant links with the rest of
Asia and the Middle East, and given the potential scale of China’s capital outflows, major projects
and M&A deals must be in the cards. For instance, Chinese involvement in the expansion of the
Suez Canal is possible, and although China did not participate in the recent bidding wars in the
steel industry, it could delve into similar areas in the future, especially in cases where involvement
in, and acquisition of, foreign operations could contribute to the global reach and technical
capacities of Chinese industry. ¥

If China’s trade keeps hitting a monthly surplus of $20-$25 billion, with FDI inflows
contributing another $5 billion per month, China needs to generate capital outflows of around
$25-$30 billion per month to neutralize these inflows. This amount would allow Chinese
companies to buy several large US and EU companies each year and to fund sizeable projects—
such as dozens of new power stations in Africa—every year. This deployment of capital abroad
would rapidly strengthen China’s global economic and political clout, and the world is carefully
watching to see how China will use this new power. .
( China Business Review, May — June, 2007)
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