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Lecture 9

THE CHINESE ECONOMY

International Trade

• Silk Road, Marco Polo, Silk road at sea

• In socialist economic system, China was not always a closed 
economy. Some trade with other countries, especially the 
communist blocs, Africa

• China has been through a long, slow retreat to international 
economic isolation, after the Korea War, and especially after 
break-up with Soviet in 1960

• Overall trade stagnated

• Up to 1970s080s, economy began to recover
• Supplies of light consumer manufactures for export began to increase again

• Oil was available for export

• Technology purchase from foreign countries in 1970s
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Exports and Imports as share of GDP

% of Exports from export processing and FIEs
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Openness measures of the Chinese Economy

• Initial Reform Step in 1980s
• Modest but innovative steps 

• Open up new trade channels, no longer only SOEs of trading in various sectors

• SEZs (special economic zone), and export processing facilities

• Liberalizing the Foreign-Trade System
• Devaluation of yuan, foreign currency control (coupons!) the foreign exchange 

certificates 外汇卷

• Demonopolization of the Foreign-Trade Regime

• All previous im-export firms are all SOEs, specializing in different product 
categories, such as textile, machinery, silk, etc..

• Significant Changes in Pricing Principles

• Creation of a System of Tariffs (very high, up to 200% for cars) and Nontariff 
Barriers (permit and quota) – smuggling!

• Import substitution policy (production for the domestic market)

• Export Promotion to earn foreign exchanges, results in huge trade surplus and 
foreign currency reserve based on exchange control, but heavily subsidized by tax 
rebate (14-17%) to exports.
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• Coastal Development Strategy
• Foreign investors began to move into China’s coastal provinces on a significant 

scale: SEZs and open cities

• 1984年，大連、秦皇島、天津、煙臺、青島、連雲港、南通、上海、寧波、
溫州、福州、廣州、湛江、北海等14個沿海城市，被國務院批准為全國首
批對外開放城市。

• They were allowed to adopt a more flexible variant of export-processing contracts 
in which they took ownership of components and raw materials imported duty-
free

• The liberalization of the environment for foreign investment has 
played a fundamental role in China’s export success
• Equity joint ventures (required to export certain % output)

• Contract joint ventures (orders for export)

• Currency Convertibility
• On January 1, 1994, reformers abolished the secondary swap market for foreign 

exchange, and the foreign exchange certificates 外汇卷

• The exchange rate was unified near the lower swap-market rate, and access to 
foreign currency was greatly liberalized (to buy and sell)

• National taxation system was shifted to a much larger reliance on value-added 
taxes (VAT): 增值税 (lead to higher prices)

• WTO membership
• It was not until 15 years later that China finally became the 143rd member of the 

WTO at the end of 2001, tariff reduction en bloc and over time

• China committed to extend trading rights without restrictions and lowered tariff 

• Openness Revisited
• China became more than three times as open to world trade in the six years from 

1998 to 2004
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+ 个人买一件商品，拿到一张增值税普票，
上面有个17%的增值税，暂时这么理解：我
付117块钱，其实有17块钱我是交了增值税。

• Exports
• Coastal Development Strategy: YRD, PRD, Shandong Peninsula

• Sustained growth in textile and garment exports, and the rapid rise of sporting 
goods and miscellaneous manufactured goods

• Overall, the composition of China’s exports has shifted to much better reflect 
China’s abundant labor endowment

• Imports
• Capital-intensive products have continued to account for about two-thirds of 

imports

• High Technology Trade
• China is already an integral link in many of these production networks

• China is overwhelmingly concentrated on the final assembly stage of production

• Not high-skilled activity and labor-intensive
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• Coast Regions
• The coastal provinces have grown significantly more rapidly than inland 

provinces on the strength of trade-related demand

• South coast is the richest and most sophisticated economic macro region (but that 
may change over time)

• The Lower Yangtze
• Lower Yangtze has begun its own dramatic process of trade-related growth

• Powered by significant inflows of foreign investment 

• The Northern regions
• Declined steadily

THE CHINESE ECONOMY

Foreign Investment
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• Incoming FDI grew steadily
• Investors from Hong Kong and Taiwan moved in first and became quantitatively 

most important

• Developed-country investors followed close behind

• China had been gradually building credibility

• FDI’s impact is multi-faced
• FDI contributes to overall investment and structural change

• FDI brings a bundle of management experience, marketing channels, and 
technology, along with the basic inflow of resources

• FDI has become China’s predominant source of technology transfer, via EJVs.

Main Sources of FDI
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FDI as a share of GDP

Modes of FDI
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China’s Balance of Payment

• The establishment of the first SEZs in China, in 1979, was a 
strikingly visible signal of commitment to economic opening:

• Shenzhen, Zhuhai, Xiamen, Shantou

• Zones were easily portrayed by conservatives opposed to 
economic reforms as a derogation of China’s sovereignty

• SEZs had great importance to China’s economic reform
• Signal and commitment to reform and a shift in regional policy

• By 2003, there were well over 100 investment zones
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• China has a generally favorable regime for foreign investors
• Taxes are moderate: tax holidays, and reduced taxes

• Investment protection agreements are in place with most countries,

• Low land rent, cheap labor from rural areas for labor-intensive, low-
skilled and low-tech manufacturing and assembling, making these coastal 
regions the Factory of the World

• An apparatus for arbitration is available for conflict resolution

• Most legal provisions are adequate in principle

• EJV and Wholly owned subsidiaries
• Pros and cons

• EJVs were required in the early years, have to have a local partner, for 
technology transfer

• Number of Wholly owned subsidiaries grow steadily
• Maxim is no. 1: 美心北京航空食品 airline food

• Shanghai Volkswagen, Peurgeot, BMW, MBenz

• Hong Kong, Taiwan, Macau, and free ports or tax heaven

• The developed-country triad of the USA and Canada, Japan and 
EU

• Asian investors, Korea and Singapore

• Today, there are 500,000 foreign invested enterprises, including 
most of the Fortune 500 companies

• The China Circle (Bamboo curtain)
• The close economic association among the economies of the PRC, Hong 

Kong, and Taiwan warrants calling them the China Circle

• Low transaction costs

• Production chains were quickly created that crossed political boundaries
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+ Since the opening, China has been the largest recipient of FDI 
among developing countries.

+ Now, China has become the largest outward FDI (OFDI) 
among developing countries.

+ China is quickly catching up with U.S. in trade volumes 
(im/export) and may become the largest trading nation in the 
world.

+ Aside from WTO, China is negotiating several  free trade 
agreement with groups like ASEAN.

+ China is opening up several free trade zones in Shanghai and 
Guangzhou, diminishing the role of Hong Kong


