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FOREWORD O

he U.S. and China are two very different countries, with different histories and cultures. They are

also at different stages of development, one being the largest developed nation in the world, while

the other being the largest developing nation in the world. Each is of substantial economic size, and
therefore, each in different ways contributes to global economic activities. Working together, they can do
more to contribute towards global economic recovery and financial stability, which still eludes us five years
after the financial crisis of 2008. Furthermore, the U.S. and China are the two largest trading nations in
the world. Working together, they can help to further liberalize the trade of goods and services around the
world.

The fact is whether it is in energy security, food sufficiency, protection of the environment, climate
change, nuclear weapons proliferation, fighting terrorism, preventing epidemics or drug trafficking, all of these
and other transnational challenges that the world faces today require multilateral efforts. But if the U.S. and
China work together on any of these issues, the chances of success will be enhanced. It is for all the above reasons
that from a global perspective, the U.S.-China relationship is the most important bilateral relationship today.

From a bilateral perspective, the economic relationship between the U.S. and China has developed
over the past few decades from virtually nonexistent to becoming a highly interdependent and mutually
beneficial one. But where is this economic relationship going in the future?

To answer this question, the China-United States Exchange Foundation engaged a group of emi-
nent scholars, with advice from academic, business and political leaders from both countries, to undertake
a study to examine this economic relationship. The study not only reviewed the past, but also examined
some of the commercial difficulties that could impede increasing commerce between them. But most im-
portantly, the study looked into the future and concluded that, “Both countries want to establish a pattern
of secure, high-quality, sustainable growth and employment for their people, and this study demonstrates
that the bilateral relationship, built and adapted well over time, can make a material contribution to that
shared goal.” Indeed, over the next 10 years, significant economic opportunities and millions of jobs can be
created for the peoples of the two countries if the two countries cooperate together closely. The U.S.-China
relationship is not only important from a global perspective, but also from a bilateral perspective.

Little wonder that, over the last 42 years, eight presidents of the U.S. and five generations of Chinese
leaders have, with enormous foresight, worked hard to build U.S.-China relations. Despite ups and downs,
the relationship has been moving forward.

However, it is important to recognize that the relationship is constrained by mistrust and differ-
ences over strategic global issues. Also, there are difficulties in the commercial relationship, such as cyber
security, intellectual property protection and protectionism on trade and investment. Trust needs to be
built, and differences and difficulties need to be managed and addressed. But under no circumstances
should they be allowed to stand in the way of deeper engagement between the two countries.

President Obama and President Xi have called for the building of a new relationship between the
U.S. and China as major powers. The two leaders have just begun new terms of office. Let us seize the mo-
ment now, and begin working towards this goal. After all, this relationship will be good for the two peoples,
and for long-term peace and prosperity in the world.

A b —

CH Tung
Chairman, China-United States Exchange Foundation
Vice Chairman, Standing Committee of the Chinese People’s Political Consultative Conference



s I gave thought to writing the foreword for this study, I became increasingly convinced with
A the fact that a good economic relationship between the United States and China can never truly
realize its full potential without a healthy overall relationship. Where is this relationship today?
Where is the relationship going from here? Dr. Henry Kissinger, one of the original architects of the mod-
ern day U.S.-China relationship, gave an elegant, logical and insightful answer at a speech he delivered at
a China Development Bank gathering on April 24th, 2013 in Beijing. With his kind permission, I am hon-

ored to include his speech for your reading.

Qb —

CH Tung

Chairman, China-United States Exchange Foundation

Vice Chairman, Standing Committee of the Chinese People’s Political Consultative Conference
May 21st, 2013
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Dr. Henry Kissinger’s remarks at China Development Bank’s International
Advisory Council Meeting 2013
April 24, 2013, Beijing, China

would like to express, first of all, my appreciation to Chairman Chen Yuan for his decades of friend-

ship, for the leadership he has provided to the bank, and the inspiration he has provided to his friends.

For any of us who saw China at the beginning, the transformation we now see would have been beyond
our imagination. This resulted, of course, from great technical knowledge, but also from the courage to
undertake and to enterprise what most experts would have considered impossible when it was started. So
let me thank you—I am sure on behalf of all of us, but especially on my behalf. And let me also wish every
success and express every confidence in the new chairman that he will continue the great tradition that he
inherits.

My participation in this group does not result from the contribution I can make to economic discus-
sion, so I will confine my remarks to a brief analysis of the international situation. And let me begin with
the conclusion. I have been to China over eighty times since my visit in 1971. I have had more conversa-
tions than I can count with Chinese leaders. I have never left in a more hopeful conviction than after this
visit—and optimism is not my outstanding characteristic. Let me explain why I believe this to be the case.

There is a great deal of appeal to a so-called world community. But there really is no world commu-
nity, because different regions in the world are following different principles of organization and pursue
different aims. Europe is in the process of abandoning the model of the nation state, a model on which
the international system for the whole world has been based for two centuries, partly as a result of co-
lonialism. But in the process, it is caught between new institutions that do not yet have a popular base
and old institutions that have lost their confidence. European leaders no longer have the same capacity
to ask for sacrifices from their people that they did in the past. And unless you are willing to sacrifice,
you cannot build. And the objective result is then two-fold: a consumption-oriented economy that does
not accumulate enough resources, and a foreign policy of no-risk that does not meet the requirements
of the contemporary crisis.

In Asia, foreign policy is conducted the way it used to be in the 19th century in Europe: with strong
national states. The challenge in Asia is to bring these national states into a non-confrontational relation-
ship with each other. In the Middle East, there is a challenge to borders, to domestic institutions, and to the
international systems; and these challenges are affecting every other region, and drawing in every other
region, but without as yet an overall guide.

I have mentioned this because within this framework, there is China and the United States, two great
continental nations that have, in their histories, never fully participated in an international system. China
believed that it was unique, and because of geography and other reasons, was largely contained within its
own reality. America believed that it was also unique, but that it had a missionary obligation, but it did so
more on an ideological basis than on the basis of reasons of state. In a way, therefore, the key to an emerging
world order is the relationship between China and the United States.

China and the United State cannot solve the problems by themselves, but the problems cannot be solved
without cooperation between China and the United States. Without cooperation between China and the




United States, the world will be divided into opposing camps, and the temptation will be huge for every
component that I've described to exploit the rivalry of the other countries. So that cooperation is the great
opportunity of our age. I have had the good fortune of being present at the beginning of contemporary rela-
tions between China and the United States. Not often can a historian experience what he is writing about.
At the beginning, we had a common adversary, and therefore we had common goals. For a decade, a great
ingenuity was developed in establishing parallel policies. This made a great contribution to the conduct of
the Cold War.

When the Cold War was over, two things happened that were somewhat contradictory with each other.
On the one hand, in America, eight successive administrations have pursued a policy of friendship or co-
operation with China. That’s an important achievement. And five Chinese administrations have done the
same thing. But the problem has been, again, two-fold: How do you define that cooperation? And secondly,
how do you apply it to a period without a Cold War?

So in that period, we have avoided serious confrontation. But now we are facing this issue: In the United
States, there are significant elements that consider China as a vestige of the Cold War. But the Soviet Union
was almost exclusively a military power; whereas China is closely connected with the world economy. Its
impact does not derive primarily or importantly from its military strength, but from its domestic perfor-
mance—that’s a different challenge. By the same token, in China there are important elements that believe
the United States is a declining power, that China is a rising power, and that declining powers always try
to keep down the rising power, and therefore some conflict is inevitable. And they mention the British-
German rivalry as an example.

On the other hand, Britain and Germany clashed due not to the nature of events as much as the short-
sightedness of policies. Above all, there is one important fact: the turning point in European history has
been World War I. Europe has never recovered from World War I. And yet if any of the leaders who went
into World War I had known in 1914 what the world would look like in 1918, they would never have done it.

A conflict between China and the United States would have even greater consequences, and therefore
our leaders know that no matter what academic studies say, we should not deal with it as a confrontation.
Now some of us in this room have been saying this for twenty years. And we were often criticized as being
unduly seduced by Chinese hospitality or by short-term experience. But the crucial aspect of the present
situation is that the leaders of both sides seem to have realized that it is essential to find a cooperative pat-
tern. It is not enough, as we have done successfully, to solve the day-to-day problems that arise between
our countries. And a lot of day-to-day problems are bound to arise when two major countries interact with
each other. From my experience, I can look back to the days of the 1970s when the trade between China
and the United States was less than the American trade with Honduras. So in this new world of vast inter-
actions, we have now an unusual opportunity; not because I say so, but because our leaders seem to me to
have come to such an understanding.

Now, if we are able to translate a general understanding into concrete policies, the United States and
China could begin with a common analysis of where we think the international system is going and should
go: a means of developing not identical but parallel policies. We are aided in this because there is a whole
set of problems—like energy, environment, non-proliferation, space, cyber—in which there is no possible
national solution. And in issues like cyber or space, there is not even an agreed-upon definition as to what
the problem is. So we are impelled to this common approach, which a few years ago would have been con-
sidered hopelessly idealistic, and which today is the only realistic basis for proceeding.




O

It is difficult to do this because the basic approach of Americans and Chinese is not always the same—
their histories are totally different. The United States has never had a powerful neighbor; China has never
been without a powerful enemy on its borders. Americans thinks that every problem has a solution. Chi-
nese think every solution creates a new problem. So how to meld these things together? That is the big
challenge of our time.

But again, having been in this city and having had the privilege of knowing its leaders, I believe the
enormous reform effort that China is now undertaking, and the transformations that reality imposes on
America, have created a basis for the kind of dialogue that hasn’t been seen in a long time. And while it will
be difficult, and while there will be controversies, I leave with an optimistic prognosis for relations between
China and the United States, and the fulfillment of this goal of showing how two great nations that histori-
cally would have been rivals, can work as partners in the international order that is emerging.

Thank you again for inviting me, and for the friendship, Mr. Chen Yuan, that you have shown me over
the decades.
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EXECUTIVE SUMMARY

he bilateral economic relationship between

the U.S. and China has developed over the

past 35 years from virtually nonexistent to
the most important in the world. Today, the U.S.
and China are each other’s second largest trading
partners. A vast volume of trade in goods and ser-
vices, integrated supply chains, substantial direct
American investment in China, and an even larger
Chinese investment in U.S. Treasury securities,
speak to the importance of the relationship. Indeed,
while there are frequent tensions, this economic re-
lationship is of tremendous mutual benefit.

The purpose of this study is to look back at how
this economic relationship has evolved over the past
35 years, so that we can understand how interdepen-
dent this relationship has become. More important-
ly, the study looks forward, to how the two econo-
mies are likely to develop over the next decade and
how even greater economic benefits can accrue to
both countries in the future. Both countries want to
establish a pattern of secure, high-quality, sustain-
able growth and employment for their people, and
this study demonstrates that the bilateral relation-
ship, built and adapted well over time, can make a
material contribution to that shared goal.

Indeed, the economies of both countries have
reached a crucial juncture. For China, it must
change the model of development it has followed
for more than three decades - from export led to
internal-demand led, and from input driven to in-
novation driven. If China does this successfully
in the coming decade, an ever-larger middle class
of up to 600 million people will be created. It will
transform China from being the ‘world’s factory’ to
being increasingly the ‘world’s market’ as well.

In the U.S., the economy will steadily recover
over the next decade as structural adjustments are
made to lower budget and trade deficits, and to re-
duce unemployment. Indeed, the U.S. economy
should continue to benefit from its strengths in sci-
ence, technology and innovation, as well as cheaper
energy in the form of shale oil and gas. After de-

cades of dependence on energy imports, increased
production of oil and natural gas in the U.S., Canada
and also possibly Mexico, combined with increased
energy efficiency, will be a major game-changer for
the U.S.; some even project the U.S. eventually be-
coming a net energy exporter.

While the economic pictures look promising,
one should not understate the challenges that each
country faces. China needs to deepen its economic
reform and redefine the role of the government and
make the economy more responsive to the market;
address the issues of income disparity, environmen-
tal degradation and uneven access to basic educa-
tion and healthcare; expand the rule of law; and
combat corruption. For the U.S., the challenge is
to achieve a consensus in economic policy so that
the economy can move forward with some predict-
ability. Internationally, the two countries still face
economic uncertainty in Europe and the possibility
of rising protectionism. And they must cooperate to
maintain global peace in the face of nuclear prolif-
eration, terrorism and territorial disputes. None of
the challenges that the two countries face, domesti-
cally and internationally, are easy, and none of them
can be ignored.

Our path forward begins with an acknowledge-
ment that the development of the overall relation-
ship between the two countries is constrained by
mistrust and differences in important global stra-
tegic issues. It is therefore imperative that mutual
trust be built-up and strategic differences be man-
aged and addressed. Building mutual trust will take
time; but the differences should not be allowed to
stand in the way of closer economic cooperation be-
tween the two countries.

Additionally, the business sectors of both coun-
tries have identified difficulties and impediments to
increased commerce between them. On the U.S. side,
the issues include the role of state-owned enterprises
(SOEs) in the Chinese economy (and state banks as
providers of finance), all forms of market access into
China, protection and enforcement of intellectual
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property rights and cyber security (and in particu-
lar, theft of commercial secrets). Chinese complaints
include restrictions on U.S. exports of high-technol-
ogy products to China and U.S. government actions
that often appear arbitrary and protectionist in the
areas of both trade and investment.

In a commercial relationship as extensive and
dynamic as ours, there will be points of contention
and concern. Candor in recognizing them, and a
commitment to resolving them, is a sign of the ma-
turing of the relationship. However, it would be im-
possible for this study to adequately, and in a timely
manner, address these issues. Rather, the purpose
of this study is to focus on the future potential of
an enhanced economic relationship through coop-
eration. Successful cooperation by the two coun-
tries will not only bring economic benefits to the
two peoples, it will also help build the trust between
them. In that same spirit, we fully recognize that a
lack of progress in solving these issues will have an
adverse effect on deepening economic engagement.

The stakes are very high. Without question,
the benefits of an expanded economic relationship
are considerable. The U.S. economy is projected to
grow at an average annual rate of just below 3% in
the next ten years, whereas the Chinese economy is
projected to grow at an average annual rate of 7.5%
during the same period. The potential economic
opportunities created by increased cooperation are
enormous. Some of these opportunities will benefit
China more, while others will benefit the U.S. more.
But in every case, they can be a win-win for both
countries.

The following are examples of economic oppor-
tunities that both countries can enjoy through col-
laboration:

1) Cooperation in science and technology, particu-
larly in the area of energy, can result in more ef-
ficient and more environmentally friendly use of
energy in both countries. These efforts will even-
tually lead to a reduction of greenhouse gases and

hence the risks of climate change. This is an area
in which the two governments began promoting
jointly in 2006 and should become an even more
urgent task in the future.

2) The U.S. and China, being the two largest trad-
ing countries in the world, should take the lead
in reinvigorating the Doha Round of world trade
negotiations. They should begin early stage dis-
cussions of the opportunities and challenges of
an eventual bilateral free trade agreement.

3) The U.S. is likely to undertake significant infra-
structure building and/or rebuilding programs
over the next decade. Chinese investors, with
their surplus savings, can provide some funding
for this effort, in the form of either debt or equity.
This is good for the U.S., and will also be good for
China because of the attractive returns.

The following are economic opportunities that the
U.S. can enjoy from a broader collaboration with
China:

1) U.S. exports to China have grown five-fold between
2000 and 2010. This trend is likely to continue over
the coming decade, given the expected growth of
the Chinese economy and its middle class during
this period. China is likely to overtake Canada and
Mexico as America’s largest export market. More-
over, the prospects of U.S. direct investment in
China are excellent. General Motors is already the
market leader in the Chinese automobile market;
Wal-Mart is China’s largest retailer; and McDon-
ald’s and KFC are already household names. The
potential for these, and other U.S. businesses yet to
invest directly in China, is enormous.

2)In 2012, about 1.5 million Chinese tourists vis-
ited the U.S. This number is projected to exceed
five million a year by 2022 if visa administration
is further streamlined.

3) Chinese firms are interested in entering the U.S.
market through the manufacture of final prod-
ucts in the U.S, as Japanese firms did before them,

13
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generating gross domestic product and creating
jobs. Companies in the auto parts, high-end steel
products and consumer appliances sectors are
leading the way.

The following are economic opportunities that Chi-
na can enjoy through a broader collaboration with
the U.S.:

1) Among the major concerns of China and its
people are food security and food safety. China is
also determined to modernize its agriculture and
related industries. The U.S. has the most sophis-
ticated agricultural technology as well as systems
to ensure food safety. The abundance of arable
land and the high productivity and efficiency of
U.S. agriculture can help China ensure food se-
curity as well as food safety.

2) While China today relies overwhelmingly on coal
as a source of energy, it has also discovered large
deposits of shale oil and gas. The investment and
technological cooperation of U.S. firms in Chi-
na’s nascent shale oil and gas industry can help
China reduce its dependence on coal as a source
of energy.

3) China’s service sector is relatively immature,
while the U.S. has the most sophisticated ser-
vice sector in the world. China needs to expand
its service sector to provide employment oppor-
tunities for its people. U.S. firms can help China
develop its service sector through exports and
direct investments in China.

Each of the examples listed above, if realized, can
create enormous economic opportunities for the
people of both countries. These opportunities, in
turn, translate into jobs. For instance, the increase
in exports from the U.S. to China over the next ten
years is projected to add 1.81 million new jobs in the
U.S. by 2022.

In order to take advantage of these economic
opportunities and prospects for job creation, we are

making the following recommendations to the gov-
ernments of the two countries:

1) Drawing on the expertise of government agen-
cies in the U.S. and China, thinktanks from both
countries should be engaged to study the feasi-
bility and the benefits of a free trade agreement
between the two countries. This study should be
completed within one year of commencement. If
the results of the study are positive, then a process
toward negotiations should be initiated. As the
two largest trading nations in the world, China
and the U.S. should also take the lead to reinvigo-
rate the Doha Round of world trade negotiations.

2) Discussions for a bilateral investment treaty have
been ongoing for some time. In order to help two-
way investment flow, we urge both countries to
commit to complete treaty negotiations as soon
as possible, preferably within one year.

3) The two governments need to encourage even
more business-to-business collaboration in sci-
ence and technology as it relates to energy, in such
areas as building and industrial efficiency, renew-
able energy, shale oil and gas, carbon dioxide cap-
ture, utilization and sequestration, electric cars,
etc. In addition, as it relates to climate change, the
two countries should agree to a common negoti-
ating position for the meeting in December 2013,
and rally other nations to ensure a successful out-
come of the 2015 United Nations Framework Con-
vention on Climate Change treaty process.

4) Both countries should streamline their visa ap-
plication process, and extend visa durations to
five years to begin with, then ten years, and even-
tually move to a visa-free regime. A deadline of
two years would seem reasonable for five-year
visa durations to start.

5) During U.S. Secretary of State John Kerry’s visit
to Beijing, it was agreed by the two countries that
a special working group will be established un-
der the Strategic and Economic Dialogue (S&ED)
to begin discussion on the issue of cyber secu-
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rity. The group should work toward developing
a roadmap on how the two countries can a) en-
hance and enforce cyber security, and b) collabo-
rate to develop an international convention on
cyber space. These need to be dealt with urgently,
and therefore it is suggested that the S&ED com-
plete the negotiations within 18 months with in-
terim reports from time to time.

6) There is global and domestic interest for China
to vigorously pursue intellectual property rights
(IPR) protection. Indeed, it is in China’s own in-
terest to do so from the point of view of spurring
innovation and economic growth, and also up-
grading its industrial base. To achieve this objec-
tive, much work still needs to be done. We wish
to make the following recommendations to the
Chinese government:

a) The Leading Group for National IPR Protec-
tion, the single cross-ministerial organization
within the State Council of China that is re-
sponsible for IPR protection, should further
strengthen enforcement to ensure full compli-
ance and deter intellectual property theft.

b) China should consider establishing a spe-
cial national court exclusively for intellectual
property disputes. This will greatly facilitate
the resolution and settlement of intellectual
property disputes in China.

¢) We note S&ED’s recent discussion has resulted
in an agreement where Chinese central and
local government entities will eradicate the
use of pirated software by the end of 2013. We
suggest the Chinese government should urge
all Chinese SOEs and bank systems to do the
same as soon as possible.

7) Relaxation of export controls of high-tech prod-
ucts is a longstanding request by China. It is pro-
posed that this issue be reviewed by the U.S. Ad-
ministration with added urgency, in hope that a
mutually beneficial outcome will emerge.

8) Some U.S. government actions in both trade and
investment, including actions by the Commit-

tee on Foreign Investment in the U.S. (CFIUS),
appear to Chinese enterprises to reflect political
rather than policy considerations. The operation
of CFIUS can be made more transparent and bet-
ter understood in China. We propose that clearer
rules and regulations on investment approval
processes be issued by the U.S. government.

Enormous stakes are involved. The most important
economic partnership in the world is also hugely
important for the world. While a healthy relation-
ship between the U.S. and China is not a guarantee
of global prosperity, a fractious and fruitless rela-
tionship would certainly endanger it.

If the two economies are able to continue to co-
operate successfully, by 2022, the bilateral relation-
ship can be as interdependent as never before. At the
same time, a great deal of global public good would
have been accomplished, through better environ-
mental protection, reduction of the risks of climate
change and the enhancement of the multilateral
trading system. Above all, this interdependent re-
lationship can provide the foundation for a healthy
overall relationship between the two countries.

The leaders of the two countries are beginning
a new term of office. The two countries are setting
a new direction in economic development in order
to provide sustainable growth and employment for
their people. Working together, starting now, we
can make this happen. Let us seize the moment.
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A. Seizing the Moment

The opportunity of a generation

The bilateral economic relationship between the
U.S. and China has developed over the past few
decades from virtually nonexistent to the most im-
portant in the world. Today, the U.S. and China are
respectively the largest and second largest econo-
mies and the largest and second largest trading na-
tions in the world. They are also each other’s second
largest trading partners. A vast volume of trade in
goods, integrated supply chains, a growing volume
of trade in services, substantial direct American
investment in China and even larger Chinese in-
vestment in U.S. Treasury securities, speak to the
importance of the relationship.

Looking forward, basic economics predicts that
bilateral trade will grow roughly in proportion to
the sizes of the two economies, so it is not surpris-
ing that trade in goods and services between China
and the U.S. is voluminous, and is predicted to grow
along with their economic growth. If the U.S. and
China are to continue to reap, indeed enhance, the
mutual benefits of that trade, the two nations must
work cooperatively to seek out new opportunities.

The purpose of this study is, first, to put the
U.S.-China relationship in the current, and natu-
rally evolving, economic context; and second, to
suggest potentially fruitful areas and approaches
to strengthen it, both by seizing opportunities and
ameliorating disputes. Better understanding of the
economic context, it is hoped, will contribute to a
constructive way forward in the world’s most im-
portant bilateral economic relationship.

Both countries want to establish a pattern of se-

cure, high-quality, sustainable growth and employ-
ment for their people, and this study demonstrates
that the bilateral relationship, built and adapted
well over time, can make a material contribution to
that shared goal.

Our path forward begins with an acknowledge-
ment that the development of the overall relation-
ship between the two countries is constrained by
mistrust and differences on important global stra-
tegic issues. It is therefore imperative that mutual
trust be built-up and strategic differences be man-
aged and addressed. Building mutual trust will take
time; but the differences should not be allowed to
stand in the way of closer economic cooperation be-
tween the two countries.

Additionally, the business sectors of both coun-
tries have identified difficulties and impediments
to expanding the economic relationship between
them. On the U.S. side, the issues include the role of
the state-owned enterprises (SOEs) in the Chinese
economy (and state banks as providers of finance),
market access into China, protection and enforce-
ment of intellectual property rights (IPR), and cy-
ber security (and in particular, theft of commercial
secrets). Chinese complaints include restrictions on
U.S. exports of high-technology products to China
and U.S. government actions that often appear ar-
bitrary and protectionist in the areas of both trade
and investment.

These issues are real, and relevant to expanded
economic engagement. In a commercial relation-
ship as extensive and dynamic as that between the
U.S. and China, there will be points of contention
and concern. Candor in recognizing them, and
a commitment to resolving them, is a sign of the
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maturing of the relationship. For these issues to be
resolved, the two governments need to face them
squarely. It is a difficult task, and will take time, but
it must be done.!

However, it would be impossible for this study
to adequately, and in a timely manner, address these
issues. Rather, the purpose of this study is to focus
on the future potential of an enhanced economic
relationship through cooperation. Successful coop-
eration by the two countries will not only bring eco-
nomic benefits to the two peoples, it will also help
build the trust between them. In that same spirit,
we fully recognize that a lack of progress in solving
these issues will have an adverse effect on deepen-
ing economic engagement.

Before moving on to the future, let us begin
with some history. Forty-one years ago, President
Richard Nixon of the U.S. and Chairman Mao Ze-
dong of the People’s Republic of China seized the
moment to allow the two countries to collaborate
against Soviet hegemony. The two leaders under-
stood the strategic importance of the U.S.-China
relationship to both countries. Their collaboration
changed the world.

On 15 December 1978, the U.S. and China
agreed to establish formal diplomatic relations.
Three days later, China announced that it would
undertake economic reform and open its economy
to the world. Since then, there have been six presi-
dents of the U.S. and four generations of leaders of
China. Throughout these four decades, they have all
tried to build a strong and durable U.S.-China rela-
tionship. Despite many ups and downs over the past
decades, the relationship on the whole has endured.
With the dissolution of the former Soviet Union in
1991, the foundation of the U.S.-China relationship
shifted to economics. Indeed, both countries have
benefited a great deal from their economic relations.

However, the Chinese economy has now reached
a critical juncture: it must change the model of devel-

1 Many of these issues are summarized in Chapter 6 and discussed in
various chapters in Part II.

opment it has followed for more than three decades —
from export led to internal-demand (including con-
sumption) led and from input driven to innovation
driven. Moreover, decades of sustained increases in
income and wealth have also begun to make China
an increasingly important and rapidly growing con-
stituent part of the ‘world’s market’, in addition to
being the ‘world’s factory’, and an important source,
as well as a destination of cross-border investment.
China will have to play a rather different role in the
world economy. Adapting to these new realities poses
enormous challenges to China. Indeed, the next ten
years will be a decade of change in China. The U.S.
economy, recovering from the most severe global fi-
nancial crisis in recent history, also has to begin to
make significant structural adjustments to lower its
budget deficit and its trade deficit, and at the same
time try to reduce its high unemployment rate. But it
still has the advantages of being the most innovative
and the most technologically advanced country in
the world as well as having access to low-cost energy
in the form of shale oil and gas. Indeed, the next ten
years will also be a decade of change in the U.S.

The U.S. and China are likely to remain the
world’s two largest economies for decades to come.
President Barack Obama was just re-elected for a
second term. Xi Jinping — elected General Secre-
tary of the Chinese Communist Party in Novem-
ber 2012 and President of China in March 2013 -
will lead China for the next ten years. The U.S. and
China must realistically confront the challenges
facing them, including those arising between them
and internally from the dislocations that are often a
by-product of economic progress, including grow-
ing international trade and investment. Closer eco-
nomic cooperation between the U.S. and China can
help promote economic growth and job creation in
both countries. The two countries need to seize this
moment to lay the foundations for closer economic
cooperation over the next ten years.

The two countries also face many common chal-
lenges, such as nuclear proliferation, global terror-
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Figure 1: The Real GDP of China and the U.S., 1978-2012  Figure 2: The Annual Rates of Growth of the Real GDP
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ism, sustainability and climate change. Working to-
gether, the U.S. and China will have a better chance
to successfully overcome these challenges, not only
for their own mutual benefits, but also for the long-
term peace and prosperity of the world. Given the
degree of economic interdependence in the world
today, the economic losses caused by the two coun-
tries working against each other can be huge for
themselves as well as for all other nations.

A study with a difference
This study, involving eminent scholars and business
and community leaders from the two countries, fo-
cuses on the future, while recounting the past. It
recognizes the benefits derived and costs incurred
by the U.S. and China from their past economic ex-
change and interactions. Moreover, it also identifies
the fundamental economic complementarities be-
tween the two countries, which provide a solid basis
for mutually beneficial and sustainable economic
cooperation over the long term. Furthermore, we
recognize that the search for mutually beneficial
areas of cooperation between the two countries is
best done in the context of a mutual understand-
ing of the tremendous challenges faced by each in
restoring and sustaining inclusive patterns of eco-
nomic growth and employment in their respective
countries.

Finally, this study also pinpoints the opportu-
nities for the U.S. and China to cooperate in the

of China and the U.S., 1978-2012
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provision of global public good to the world. For
example, as the two largest carbon dioxide emitters,
ameliorating the risks of climate change; and, as
the two largest trading nations, further enhancing
the multilateral trading system (through the Doha
Round), are obvious areas that the U.S. and China
should work cooperatively to lead global solutions.

B. Stepping Back

The development of the bilateral economic relations
1978 marked the beginning of China’s push for eco-
nomic reform and opening up to the world. It also
marked the end of an era of chaos and stagnation
in China, wrought by the decade-long Great Prole-
tarian Cultural Revolution. Since then, China has
made tremendous progress in its economic devel-
opment. Between 1978 and 2012, Chinese real gross
domestic product (GDP) grew from US$341bn to
US$8.262tr (at 2012 prices) to become the second
largest economy in the world, after the U.S. (see Fig-
ure 1).

The China of today is a very different place.
Since 1978, central planning has largely given way
to market forces. A modern physical infrastructure
has been built. A compulsory free nine-year educa-
tion has been introduced for all school-aged chil-
dren. Healthcare and social security have become
more widely available. Above all, hundreds of mil-
lions of Chinese people have escaped abject poverty
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and secured a much-improved livelihood. In these
35 years, a closed Chinese society has become much
more open. A new generation of Chinese - more
educated, more globally connected and more envi-
ronmentally conscious — has emerged.

In 1978, the U.S. economy was still recovering
from the first oil shock of 1973, during which the
price of oil quadrupled. One year later, it would be
struck by the second oil shock. The two oil shocks
led to high inflation and interest rates in the late
1970s and early 1980s. Inflation was finally brought
down by the mid 1980s, accompanied by the de-
cline in the real price of oil. This led to the longest
period of economic expansion in U.S. history, fur-
ther abetted by the internet boom beginning in the
1990s. U.S. economic growth continued, with brief
interruptions, until 2007, when the global financial
crisis, triggered by delinquencies of the sub-prime
mortgage-loans, broke out. Since then, the U.S. has
been in the process of a gradual, but by historical
standards very slow, economic recovery. Neverthe-
less, between 1978 and 2012, U.S. real GDP grew
from US$6.54tr to US$15.68tr (at 2012 prices), at an
average annual rate of 2.6% (see Figure 2), which is
among the highest within the Group of Seven (G-7)
developed economies.

Individual incomes are a different story. The
Chinese economy is large, in part because its popu-
lation is large — more than four times that of the
U.S. Despite ranking second in the world by GDP,
China is ranked outside of the top 80 in terms of
GDP per capita - it is still very much a developing
economy. Between 1978 and 2012, Chinese real GDP
per capita grew from US$354 to US$6,102, (at 2012
prices), at an average annual rate of 8.7%. By com-
parison, the U.S. real GDP per capita at 2012 prices
grew from US$29,390 to US$49,880, more than
eight times Chinese GDP per capita in 2012, at an
average annual rate of 1.6%. A huge gap still exists
between the per capita GDPs of the two countries
(see Figure 3). It is also worth noting that Mainland
Chinese real GDP per capita still lags significantly

Figure 3: The Real GDP per Capita of China and the U.S.,
1978-2012
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Figure 4: The Real GDP per Capita of Selected East Asian
Economies, 2011
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Figure 5: The Real GDP per Capita of the G-7 Economies,
2011
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behind the real GDPs per capita of other East Asian
economies such as Hong Kong, South Korea, Sin-
gapore and Taiwan (see Figure 4), while U.S. GDP
per capita remains significantly higher than all the
other G-7 countries except Canada (see Figure 5).
Between 1978 and 2011, Chinese real person-
al consumption per capita grew from US$168 to
US$1,911 (at 2011 prices). However, as a percentage
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Figure 6: A Comparison of the International Trade of
the U.S. and China, 2011-12

China USA
(USS$ billions) (USS$ billions)
2011 2012 2011 2012
Exports ofgoods 1,904 2,049 1,497 1,564
Imports of goods 1,660 1,818 2,236 2,299
Total trade of goods 3,564 3,867 3,733 3,863
Exports of services 183 197 606 632
Imports of services 238 261 427 437
Total trade of services 421 457 1,033 1,069
Exports of goods and 2,087 | 2,246 | 2103 | 2,19
services
My 50T g el 1,898 | 2,078 | 2,663 | 2,736
services
Total trade of goods and 3985 | 4,324 | 4767 | 4932
services
Trad'e surplus in goods and 188 167 560 540
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Sources: U.S. Bureau of Economic Analysis (BEA), National Bureau of Statistics of China
(NBSC)

of GDP, Chinese personal consumption actually
declined from 48.4% to 34.4%?. By comparison, the
U.S. real personal consumption per capita at 2011
prices grew from US$17,769 to US$38,269 — more
than 20 times the Chinese level. U.S. personal con-
sumption was 70.9% of U.S. GDP in 2011. The gap
between the real personal consumption per capita
of the two countries is even larger than that of real
income per capita. Given the low Chinese con-
sumption to GDP ratio, there is considerable room
for Chinese personal consumption to grow. In fact,
continued Chinese growth depends on consump-
tion growing as a share of its national income.

In 1978, before the reform and opening of the
Chinese economy, Chinese international trade
in goods and services combined was a mere
US$20.3bn, whereas the U.S. was already — and still
is — the largest trading nation in the world, with a
total trade that year of US$399.2bn. Starting from its
very low base, Chinese international trade initially
grew by leaps and bounds, but mostly through im-
ports. It was only in the 1990s that Chinese interna-
tional trade began to grow steadily, with its exports

2 Chinese personal consumption data for 2012 are not yet available. The
Chinese real GDP per capita were US$346 and US$5,555 (at 2011 prices)
in 1978 and 2011 respectively.

aided by a significant devaluation of the renminbi
(the Chinese currency) on 1 January 1994 and the
granting of (non-permanent) most-favored-nation
status by the U.S. China’s trade growth picked up
significantly after its accession to the World Trade
Organization (WTO) in 2001, and accelerated fur-
ther after the expiry of the quota system of trade
in textiles under the MultiFibre Arrangement in
2005. By 2012, China, with a total trade in goods
and services of US$4.3tr, has become the second
largest trading nation in the world, just after the
U.S with US$4.9tr, as well as the largest exporting
nation (see Figure 6)>. However, the domestic value-
added content of most Chinese exports remains rel-
atively low with an average value of approximately
23.7% in 2011*. The domestic value-added content
is expected to rise in the future as the proportion of
‘processing and assembly’ exports in total exports
declines. It is also anticipated that going forward,
Chinese exports are likely to slow while its imports
are likely to speed up for a variety of reasons, both
internal and external®.

During the same period, the growth of U.S. in-
ternational trade has been slower but steadier, both
because of its much larger base and because it has
long been a founding member of the WTO (and its
predecessor organization, the General Agreement
on Tariffs and Trade (GATT)). Growth in U.S. in-
ternational trade was interrupted only by the burst-
ing of the internet bubble in 2000 and the global
financial crisis of 2007-2009. However, beginning in
1997, the U.S. trade deficit vis-a-vis the world began
to grow. Nevertheless, the U.S. remains the largest
trading nation in goods and services combined in
the world today (see Figure 6).

In Figure 6, the international trade of the U.S.
and China with the world in 2011 and 2012 are

3 In 2012, China was actually the largest trading nation in the world in
terms of goods alone, by a very small margin, but not in terms of goods
and services combined (see Figure 6).

4 The domestic value-added content of Chinese exports to the U.S. is even
lower: 22.0% in 2011.

5 Refer to the discussion in Part II, Chapter 8.
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Figure 7: The Levels of U.S.-China Bilateral Trade in
Goods and Services, 1992-2012
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compared®. The U.S. is also the largest trading na-
tion in the world in services. It is interesting to
note that the U.S. trade deficit vis-a-vis the world
has been much larger than the Chinese trade sur-
plus vis-a-vis the world. For example, in 2012, the
U.S. deficit was US$540bn, compared to a Chinese
surplus of US$167bn. Moreover, the Chinese trade
surplus with the U.S. (US$201bn or US$29%bn in
2012, according to Chinese or U.S. data respective-
ly) has been larger than its trade surplus vis-a-vis
the world, indicating that China has been running a
trade deficit with the rest of the world (see Figure 7).

Trade between the U.S. and China has grown
by leaps and bounds since 1978. According to Chi-
nese official data, Chinese exports of goods and
services to the U.S. grew from US$9.65bn in 1992
to US$364bn in 20127. According to U.S. official
data, the corresponding numbers are US$27bn and
US$446bn®. Similarly, according to Chinese official
data, U.S. exports of goods and services to China
grew from US$10.5bn in 1992 to US$163bn in 2012,
whereas according to U.S. official data, the corre-

6 The 2012 numbers are tentative as the trade in services numbers are not
yet available and have to be estimated.

7 Ibid.

8 There are many reasons for the statistical discrepancy between the U.S.
and Chinese official data. It has to do with the different ways in which
exports and imports are valued (financial assistance scheme or free on
board versus cost, insurance and freight), with the different treatment
as well as valuation of re-exports of Chinese products to the U.S. from
Hong Kong, etc. See, for example, the discussion in K. C. Fung, L. J. Lau
and Yanyan Xiong, “Adjusted Estimates of U.S.-China Bilateral Trade
Balances: An Update,” Pacific Economic Review, Vol. 11, No. 3, October
2006, pp. 299-314.

sponding numbers are US$9bn and US$14bn. The
Chinese trade surplus with the U.S. in 2012 was
US$201bn according to Chinese official data and
US$299bn according to U.S. official data. In Figure 7,
the annual levels of bilateral U.S.-China trade ac-
cording to Chinese and U.S. official data are pre-
sented. Both sets of data confirm the historical facts
of a very rapid growth in bilateral trade since the
early 1990s and a large bilateral trade surplus on the
part of China. Interestingly, U.S. exports to China
have grown more rapidly than China’s exports to the
U.S. since the middle of the last decade. This trend
is expected to continue, given that Chinese internal
demand, including consumption, will become the
principal driver of Chinese economic growth going
forward and the relatively slow growth of the U.S.
economy.

Global factors

Looking back, both the U.S. and China have indeed
achieved a great deal since 1978. Their economic
prosperity over the past 35 years has been in no
small part due to favorable global factors.

First, during this period, apart from some local-
ized conflicts, the world at large has been basically
at peace, which has allowed steady economic devel-
opment. The demise of the former Soviet Union has
also created a peace dividend to be shared by all.

Second, there has been a revolution in infor-
mation and communication technology, led by the
U.S., which makes possible the instantaneous avail-
ability of information everywhere and direct and
immediate communication not limited by either
space or time. Information transmission has also
become much more affordable. This has resulted
in significant reductions in the transactions costs
of doing business across national boundaries and
long distances, which not only facilitate the trade in
goods, but also enable many non-tradable services
to become tradable. Even very complex production
processes can be profitably fragmented or ‘atom-
ized” - subdivided into many sub-processes each to
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be done in different locations where the costs are
the lowest. In addition, the whole world has gradu-
ally become a single huge market, which greatly
enhances the potential returns to innovation and
brand-building. Both the U.S. - which is respon-
sible for most of the advances in the information
and communication technology and the inventions
of new products and processes — and China, which,
because of its low wage rate, has the comparative
advantage at the final assembly stage of the global
division and sub-division of labor, have turned out
to be the major beneficiaries of this development.

However, the global division and sub-division of
labor resulting from the fragmentation of produc-
tion and the rise of global supply chains also imply
that jobs that can be moved away to lower-cost loca-
tions will likely be moved away. The out-migration
of lower-skilled jobs is a challenge not only for the
U.S. but also, more recently, for China as well. Al-
ready, such jobs have begun to move away from
China to Bangladesh, Cambodia, Indonesia, Viet-
nam and even to Myanmar. The division and sub-
division of labor around the world also imply that
the world economy has become more integrated
and more interdependent than ever before.

Another implication of the information and
communication technology revolution is the ex-
pansion of the senior management’s span of con-
trol, resulting in the flattening of organizations and
the elimination of the middle layers of management
jobs. The combination of lower-skilled jobs moving
away and the loss of middle-level management jobs
mean sluggish wage growth, especially at the mid-
dle or lower levels. Thus, the benefits of economic
growth have not been evenly shared across the en-
tire population of individual countries. This has
been a major cause of the rising income disparity in
many economies — developed and developing - and
redressing these imbalances remains an important
priority in all countries.

Third, the entry of new participants into the
world economy such as China, Russia and the for-

mer Eastern European socialist economies, whether
they are members of the WTO or not, has generated
many new opportunities for the growth of world
trade from both the supply and the demand sides.
The deepening of economic cooperation within the
euro zone and within the Association of Southeast
Asian Nations (ASEAN) region has also provided
new impetus for cross-border trade and direct in-
vestment and accelerated global economic growth.
However, the entry of new participants has also im-
plied the expansion of the world labor force, put-
ting downward pressure on wage rates in the more
developed economies around the world.

Fourth, the real prices of oil and other natural
resources remained relatively subdued between the
mid 1980s and the mid 2000s, which provided a fa-
vorable economic environment for growth.

Fifth, the distribution of the world GDP across
the different regions has changed significantly over
the past several decades. The share for East Asia
(defined as the 10 members of ASEAN + 3 (China,
Japan and the Republic of Korea)) of world GDP
rose from just above 10% in 1970 to approximately
25% in 2012. If South Asia is included, the share
rises to 30%. The Chinese share of world GDP alone
rose from less than 2% in 1970 to over 10% in 2012.
By comparison, the U.S. share fell from over 35% in
1970 to just over 20% of world GDP today. Europe’s
share also fell from 25% in 1970 to 20% today®. East
Asian economies also account for approximately
25% of world trade today, compared to approxi-
mately 10% in 1970. Moreover, approximately 50%
of the East Asian international trade today consists
of trade within East Asia itself. This is what made
it possible for the East Asian and Chinese econo-
mies to continue to grow, albeit at lower rates, even
as the U.S. and European economies remained in
recession. In fact, since the beginning of the global
financial crisis in 2007, the Chinese economy has

9 The Europe of today covers many more economies than the Europe of
1970, principally because of the inclusion of formerly centrally planned
economies of Eastern Europe. So its share of world GDP has actually
declined much more than shown by the figures presented here.
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been growing at an average annual rate of over 9%.

Finally, the Chinese state leaders also deserve
credit for adopting the policy of economic reform
and opening up, and persevering with it over the
past 35 years. Throughout this period, they have
also amply demonstrated their ability to confront
important challenges and solve difficult problems,
surviving various economic and financial crises in-
cluding several global and regional financial crises.

How China and the U.S. have benefited
China has benefited enormously from its economic
relationship with the U.S. throughout the past 35
years. When China began its economic reform and
opening-up policies in 1978, the U.S. opened its
market to Chinese exports, and the rest of the devel-
oped world followed. This enabled the early success
of China’s economic reform and opening-up policy.
The granting of (non-permanent) most-favored-
nation treatment to China by the U.S. in the 1990s
and the successful conclusion of the negotiations
for Chinese accession to the WTO in 2000 enabled
Chinese international trade to grow significantly.
The large U.S. consumer market has been open to
Chinese exports — apparel, home appliances, shoes,
toys and all other kinds of light manufactured prod-
ucts. It has been estimated that for every US$1bn of
Chinese exports of goods and services to the U.S. in
2010, a value-added (GDP) of US$0.573bn and non-
agricultural employment of 38,930 person-years
are created in China'. Chinese exports to the U.S.
amounted to US$293.2bn in 2010, resulting in the
generation of an estimated US$168bn of value-add-
ed, or 2.8% of Chinese GDP, and 11.8 million person-
years of employment, or 2.4% of total Chinese non-
agricultural employment’. Chinese exports of light
manufacturing primarily replaced exports from
other East Asian economies such as Hong Kong, Tai-

10 These include not only the value-added and employment generated
directly by the exports, but also the value-added and employment
generated indirectly through the production of the domestic inputs
used in the production of the exports.

11 Chinese GDP was US$6.06tr (at 2010 prices) and Chinese total non-
agricultural employment was 481.74 million in 2010.

wan, South Korea, Malaysia and Thailand'?. The U.S.
has not been manufacturing these products in large
quantities domestically for several decades. Thus, the
net displacement of U.S. jobs by these Chinese ex-
ports has been less than is often claimed. Moreover,
these light-manufacturing jobs have also begun to be
relocated to other Southeast Asian economies from
China because of its rising wage rates and increas-
ingly more stringent enforcement of environmental
regulations®.

The U.S. was an early direct investor in China,
with the first direct investments being made in
the mid 1980s. U.S. direct investment into China
averaged approximately US$3bn a year over the
last decade. It not only brought in capital, but also
technology, access to overseas markets, know-how,
business models and management methods.

Chinese outbound foreign direct investment
(FDI) is only at the beginning stage, but has been ris-
ing rapidly, from US$24.8bn in 2007 to US$77.2bn
in 2012. Chinese direct investment into the U.S,,
which began at a very low level in the late 1990s,
averaged approximately US$1.4bn a year. Estimates
of Chinese FDI to the U.S. range widely - for 2011,
they range from US$1.8bn according to the Chinese
Ministry of Commerce to US$4.3bn according to
the U.S. Department of Commerce™. It is believed
that currently it is of the same order of magnitude
as the annual flow of U.S. FDI into China of approx-
imately US$5bn.

The stock of U.S. direct investment in China
in 2011 was US$54bn according to the U.S. and

12 See Jianguo Huo, “The Development of U.S.-China Economic Relations,
1978 to the Present”, Part II, Chapter 1, for examples of various
products for which increases in Chinese shares of U.S. imports have
been matched by decreases in the shares of other East Asian economies.

13 Chinese factories have been legally required to have anti-pollution
equipment installed for quite some time. However, some factories
have not been using them. Recently, the enforcement of the use of the
equipment has been stepped up in response to rising environmental
consciousness on the part of both the government and the public in
China.

14 The U.S. Department of Commerce figure is derived from the changes
in the stock of FDI by country of ultimate beneficiary between 2011
and 2012. Otherwise the direct estimate given by the Department
of Commerce for 2011 is US$0.58bn. The Rhodium Group, a private
firm, has estimated that the Chinese FDI into the U.S. in 2011 to be
US$4.6bn.
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US$70bn according to China, much larger than
the stock of Chinese direct investment in the U.S.
(US$9.5bn according to the U.S. and US$9bn ac-
cording to China)'> . The U.S. direct investment in
China also created significant employment oppor-
tunities for Chinese citizens. According to the U.S.
Bureau of Economic Analysis (BEA), there were
1,189 U.S.-invested firms in China with total sales
of US$304bn and a net income of US$39bn, and em-
ploying 1.541 million workers in 2010. According
to the Research Institute of the Chinese Ministry of
Commerce, U.S.-invested firms in China employed
1.842 million people and paid US$14.9bn in taxes in
2010. Even though these numbers differ, the overall
picture of U.S.-invested enterprises in China mak-
ing tens of billions of dollars of profits and employ-
ing almost two million workers in China each year
is probably reasonably accurate.

The U.S. has also benefited from this economic
relationship. It has also been estimated that for ev-
ery US$1bn of U.S. exports of goods and services to
China in 2010, a value-added (GDP) of US$0.88bn
and employment of 6,400 person-years are cre-
ated in the U.S. U.S. exports to China amounted to
US$114.5bn in 2010, resulting in the generation of
an estimated US$100.8bn of GDP and 732,800 jobs.
Chinese exports to the U.S. have been of adequate
quality and low cost, which has helped to keep the
rate of inflation low in the U.S. Besides exporting
from China to the U.S., U.S. multinational corpora-
tions also make use of China, as the terminal point
of their global supply chains, to produce finished
products for delivery and distribution in China and
the rest of the world. This has enhanced the com-
petitiveness of the U.S. as well as other multina-
tional corporations globally. U.S.-invested firms in
China as a group have consistently made significant
profits.

15 The U.S. Department of Commerce’s estimated stock of US$3.8bn based
on direct cumulation of direct investment data for year-end 2011 is too
low in comparison with the other estimates to be credible.

16 According to International Monetary Fund (IMF) data, the stock of
U.S. FDI in China in 2011 was US$57.8bn, and the corresponding stock
of Chinese FDI in the U.S. was US$3.8bn.

As the Chinese economy continues to grow,
Chinese imports from the U.S. have also been in-
creasing rapidly. Indeed, between 2000 and 2011,
the value of U.S. exports to China has more than
quintupled. Since 2006, China has replaced Japan as
the third largest importing nation of U.S. goods and
services (after Canada and Mexico, the other two
members of the North American Free Trade Area
(NAFTA)). In addition, the People’s Bank of China,
China’s central bank, is now the largest holder of
U.S. Treasury securities in the world, with US$1.2tr.
Its continuing net accumulation of such securities
is one factor that has marginally helped to keep in-
terest rates low in the world, including the U.S., and
to maintain global financial stability.

Thus, the U.S.-China economic relationship has
indeed been mutually beneficial to both countries.

C. Looking Ahead

The future outlook

The global economic environment has remained
uncertain: the U.S. economic recovery has been
slow and the euro zone seems to be lurching from
one crisis to another. Even the other BRICS (Brazil,
Russia, India, China and South Africa) economies
have been showing strain.

China has set itself the goal of doubling its GDP
per capita between 2010 and 2020 and attaining
‘moderately well-off” status for all. Given its eco-
nomic fundamentals — rapid growth of tangible
capital and plentiful surplus labor - and its track
record of macroeconomic management, China
should be able to achieve its objective, which re-
quires an average annual rate of growth of 7.5%, as
long as it can maintain the growth of its aggregate
demand, which would come from infrastructural
investment, urbanization and increases in per-
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sonal and government consumption'” '®. Personal
consumption is likely to become one of the major
drivers of the Chinese economy, spearheaded by a
growing middle class, which is projected by McKin-
sey & Company to increase from 230 million people
in 2012 to 630 million by 2022%.

However, China still faces enormous challenges
- both internal and external - going forward. In-
ternally, achieving and maintaining full employ-
ment is a major continuing test for the Chinese
government, given the expected rise in urbaniza-
tion and decline of exports of light-manufactured
goods. Moreover, the rapid economic develop-
ment of the past 35 years has come at a cost. There
is growing income disparity (both inter-regional
and intra-regional), uneven access to basic educa-
tion and healthcare and inadequate infrastructure.
There is serious degradation of the environment,
including air and water. There is deterioration of
industrial and food safety. Corruption has become
widespread. These are the problems that need to be
forcefully tackled. Meanwhile, China also needs to
deepen reform and continue to open its economy
further. The new Chinese leadership is expected to
make these their top priorities.

Externally, for China, in addition to the uncer-
tain global economic environment, there are also
the ongoing territorial disputes between it and its
neighbors in both the East China Sea and the South
China Sea. However, what the Chinese and the oth-
er world economies need is a peaceful environment
within which to develop. It is therefore imperative
for all governments concerned not to let these ter-

17 The Chinese GDP per capita in 2010 was US$5,234 (at 2012 prices).
Doubling it in ten years would bring it to US$10,468 (at 2012 prices) in
2020. The implied average annual real rates of growth of GDP per capita
and GDP are 7.2% and 7.7% per annum respectively. Given the real rates
of growth of GDP of 9.2% in 2011 and 7.8% in 2012, an average annual
rate of growth of 7.5% for the rest of the decade should be sufficient to
achieve this goal.

18 The Chinese economy of today is not aggregate supply-constrained
as it used to be, but aggregate demand-constrained. There is excess
capacity in almost all of the major manufacturing sectors. This is also
the reason why the core rate of inflation, that is, the rate of inflation net
of the changes in the prices of agricultural and energy goods, is likely to
remain subdued.

19 See Part I, Chapter 7.

ritorial disputes get out of hand. The best hope is
for all parties to shelve the disagreements on terri-
torial disputes, leaving them to future generations,
and to focus on building common prosperity. Both
the U.S. and China have important roles to play in
maintaining peace and prosperity in the region.
The economic recovery in the U.S. has been slow
over the past three and a half years, but there are
some encouraging signs. Overall, the U.S. economy
did much better than almost all other major devel-
oped economies. Moreover, there is still significant
excess productive capacity in the economy. The
U.S. is still the principal source of innovation in
the world (consider, Google, the iPhone and iPad,
Facebook and Twitter). The discovery of abundant
reserves of shale oil and gas in the U.S. and the mat-
uration of the hydraulic fracturing (fracking) tech-
nology have made energy in the U.S. more available
and much cheaper, potentially making its industries
more competitive and ensuring its energy security,
especially in combination with Canada and Mexi-
co. The prospect is that within the next ten years,
the U.S. is likely to become a net exporter of energy
to the world. This is going to be a ‘game-changer’ as
the U.S. trade deficit may be significantly reduced
and the price of energy within the U.S. will remain
relatively low, providing the foundations for a man-
ufacturing revival. On the basis of these favorable
factors, the U.S. economy is projected to grow at an
average annual rate of 3% over the next 10 years®.
In the meantime, reducing the stubbornly high
unemployment rate is a challenge of the highest pri-
ority. The U.S. will also need to lower the overall re-
current budget deficit to a manageable level. It will
also need to build or rebuild infrastructure. There
must also be continuing investment in education

20 The period in between, 1983-2007, is referred to as the period of the
‘Great Moderation’. U.S. GDP was US$7.07tr in 1983 and US$15.2tr
in 2007 (at 2012 prices), with an average annual real rate of growth
of 3.25%. However, some U.S. economists regard this rate of growth
as over-optimistic as a long-term average rate because of ongoing
demographic changes which slow down the growth of the U.S. labor
force and the exceptionally sluggish pace of the current economic
recovery.
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Figure 8: Actual and Projected Real GDP of China and
the U.S., 1978-2022
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and in science and technology, to keep up the U.S.
lead in innovation. Internationally, the U.S. should
take the lead in helping to maintain a peaceful en-
vironment around the world.

In the longer term, the U.S. has an enormous
advantage over other nations with its wealth of
natural resources and its ability to attract the best
minds in the world to live and work in the country.
The U.S. has the best universities in the world, and
has devoted a huge amount of resources to research
and development. These are competitive advantages
which will be unmatched by other countries for de-
cades to come.

In Figures 8 and 9, projections of the levels and
rates of growth of the real GDPs of the U.S. and Chi-
na for the next ten years are presented. In 2022, the
U.S. is expected to remain the largest economy in
the world, even though the Chinese rates of growth
are likely to be higher. U.S. real GDP per capita is
projected to reach US$62,600, still more than five
times the projected Chinese real GDP per capita of
approximately US$12,000.

By 2022, the U.S. and China are likely to be each
other’s largest trading partner in the world. China
will also have become the largest importing nation
in the world. U.S. exports to China are estimated
to rise to US$530bn, more than three times current

Figure 9: Actual and Projected Rates of Growth of the
Real GDP of China and the U.S., 1978-2022
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levels?!. China will overtake Canada and Mexico
as the largest importer of American goods. For ev-
ery US$1bn of U.S. exports to China, an estimated
GDP of US$0.86bn and employment of 4,800 per-
son-years are created in the U.S., so that in 2022,
U.S. exports to China are projected to generate
US$456bn worth of GDP and more than 2.54 mil-
lion jobs in the U.S., an increase of 1.81 million over
the comparable 2010 figure. If the restrictions on
U.S. exports of high-technology products and on oil
and gas to China are relaxed, U.S. exports to China
are likely to be even higher, as Chinese demands for
high-technology products and for energy are likely
to remain strong.

By 2022, Chinese exports to the U.S. are esti-
mated to reach US$805bn. For every US$1lbn of
Chinese exports of goods and services to the U.S,,
an estimated value-added (GDP) of US$0.641bn
and employment of 15,000 person-years are cre-
ated in China, so that in 2022, an estimated GDP
of US$516bn and total employment of 12.08 mil-
lion person-years are generated by Chinese exports
to the U.S.2. These are very significant numbers.
China’s annual trade surplus of goods and services

21 US$530bn is the average of four estimates of U.S. exports of goods
and services to China in 2022, made by Dr Gary Hufbauer of the
Peterson Institute of International Economics, the China Centre for
International Economic Exchanges, Chinese Academy of Sciences and
by the study team of the China-U.S. Exchange Foundation respectively.

22 It is possible that the GDP generated is higher if the domestic value-
added content of Chinese exports has risen and the employment
generated is lower if the domestic labor content of Chinese exports has
fallen.
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Figure 10: Actual and Projected Chinese Exports to the
U.S. and U.S. Exports to China, Goods and Services,
2000-2022
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with the U.S. is likely to remain high at US$275bn
(see Figure 10) but as a percentage of its GDP would
only be 1.5%.

There is ample opportunity for the exports of
U.S. services to China. Today, China’s service sec-
tor only accounts for less than 45% of the Chinese
economy, while the U.S. service sector accounts
for more than 80% of the U.S. economy?. The U.S.
service sector is mature, competitive, customer
friendly and efficient. The Chinese service sector is
at the early stages of development. There is much
that the U.S. service sector can offer to China. In
the ten years between 2001 and 2011, although it
went unnoticed, U.S. exports of services to China
grew almost 500%. These included advisory ser-
vices such as in law, consulting, finance and ac-
counting. This trend is likely to continue in the
years ahead. Particularly noteworthy develop-
ments are that more Hollywood movies are being
screened in China, the National Basketball Asso-
ciation (NBA) has a nationwide audience in China,
and Disney is opening a new theme park in Shang-
hai. These are only a few examples, but the huge
potential is evident.

But this potential growth in trade and net ben-
efits to the U.S. and China cannot be taken for
granted. Bilateral tensions, multilateral trade or

23 The service sector includes government services.

Figure 11: Actual and Projected Rates of Growth of
Chinese Exports to the U.S. and U.S. Exports to China,
Goods and Services, 2000-2022
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currency disputes, as well as macroeconomic prob-
lems, could derail it. The opportunity cost to Chi-
nese and Americans of allowing it to be derailed is
enormous, as demonstrated above.

The Rise of the Middle Class in China

As a result of the success of China’s economic re-
form and opening up policies since 1978, much
wealth has been created for the Chinese people and
more people have begun to share the benefits of the
economic prosperity. At the same time, as the gov-
ernment’s social security programs began to take
root, a middle class began to take shape. Household
consumption began to increase, first with the pur-
chase of television sets, furniture and other home
appliances, and then progressing on to the purchase
of homes, cars, computers, mobile phones, etc. Ad-
ditionally, like other people, the Chinese people
spent their increased wealth on good food, enter-
tainment and traveling within and outside China
as tourists. Moreover, many students were sent
overseas to pursue the best education possible. In-
deed, China’s domestic real retail sales, driven by
its growing middle class, have been growing at the
rate of 13.8% per annum for the past ten years, or
approximately 50% faster than the rate of growth of
Chinese real GDP. Of particular note is the exceed-
ingly low consumption share of Chinese GDP, by
international and historical standards.
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The size of the Chinese middle class has been
projected to grow enormously over the next decade.
The rapidly rising demand by the Chinese middle
class will provide the stimulus for growth not only
for China, but also for the U.S. and the rest of the
world. That demand will come not only from the
increased size of the middle class, but from the rise
- from very low levels - of Chinese consumption as
a share of GDP.

Different and complementary

Even though the U.S. and the Chinese economies
are the two largest in the world in terms of GDP
and total international trade, they are as different as
they come. The U.S. is technologically the most ad-
vanced nation and China is the largest developing
nation. The U.S. GDP per capita is more than eight
times the Chinese GDP per capita. The two coun-
tries are at distinctly different stages of economic
development.

However, complementarity between the U.S.
and Chinese economies arises precisely because
they are so vastly different. The benefits of econom-
ic exchange and cooperation between the two econ-
omies are the greatest when they are the most dif-
ferent, that is, when their comparative advantages
have the least overlap. For example, two economies
with similar natural resource endowments do not
benefit very much from trading with or investing
in each other if they both have similarly low wage
rates and high costs of capital, because their result-
ing cost structures are likely to be essentially the
same*,

In terms of the availability of the primary inputs
of production - tangible (or physical) capital, labor
and land - the conditions of the U.S. and China are
vastly different. On tangible capital stock (structure
and equipment), the U.S. has almost a third more

24 However, it is still possible for developed economies to benefit from
trading with one another if they specialize in different niches, that is, if
they have different comparative advantages in different industries that
have been created over time. This is the insight of Paul Krugman, Nobel
Laureate in Economic Sciences (2008).

than China (US$23tr versus US$18tr in 2012) in ab-
solute value, and 6.2 times as much relative to the
labor force®. In plain language, a U.S. worker has
more than six times more structure and equipment
to work with than a Chinese worker. This is one,
but not the only reason, why a U.S. worker is much
more productive.

On labor, China is still very much a labor-sur-
plus economy. Its working-age population is al-
most five times that of the U.S. in 2012. The wage
differential between the U.S. and China reflects the
relative abundance of labor in China - as well as the
quality of the human capital embedded in the labor
force. The U.S. federal minimum wage is US$7.25
an hour, whereas in China, where the minimum
wage differs across regions, the highest minimum
wage is US$2.43 an hour in Beijing and the weight-
ed average of the minimum wages of all provinces,
municipalities and regions is US$1.85. This indi-
cates that the cost of unskilled, entry-level labor in
China, despite its recent rapid increase, is still less
than a third that in the U.S.

On arable land, the U.S. has 163 million hectares
compared to China’s 122 million hectares, a third
more, but less than a quarter of China’s population®,
resulting in an arable land to population ratio that
is almost six times higher than that of China. In ad-
dition, U.S. agriculture is tremendously productive.

In terms of human capital, the gross tertiary en-
rollment rate in the U.S. in 2012 was 95%, compared
to 27% in China”. Similarly, the percentage of the
working-age population with tertiary education is
almost 40% in the U.S., compared to less than 10%
in China. In terms of research and development
(R&D) capital, the U.S. stock was more than ten
times that of the Chinese stock in 2012. In the same

25 See Part II, Chapter 2. These figures are sensitive to the exchange
rate, but the overall picture of the U.S. having a much higher tangible
capital-labor ratio than China for many years to come is clearly evident.
26 The populations of the U.S. and China were 310 million and
1,339 million respectively in 2012.
27 These enrollment rates include all post-secondary education
institutions such as junior colleges and technical colleges. The figures
quoted here are derived from UNESCO data.
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Figure 12: A Comparison of Factor Proportions between the U.S. and China, 2010-12

China U.s.
2010 2011 2012 2010 2011 2012
Tangible capital per working-age population (2011 US$ thousands) 14.27 16.09 18.02 113.41 112.32 111.43
Arable land per working-age population (Hectares) 0.12 0.12 0.12 0.79 0.78 0.78
R&D capital stock per working-age population (2010 US$) 382 449 15,731 16,058
U.S. Patents granted annually per thousand working-age population 0.003 0.003 0.004 0.522 0.523 0.580

Sources: China census data, Chinese Statistical Year Book 2012, International Financial Statistics (IFS), National Bureau of Statistics of China (NBSC), OECD Statistics, U.S. Patent

and Trademark Office, World Development Indicator

year, the number of patents granted in the U.S. to
U.S. nationals was 121,247 compared to 3,786 for
Chinese nationals®.

The factor proportions of the U.S. and China
are compared in Figure 12. It is clear that in terms
of tangible capital per person, arable land per per-
son and R&D capital per person, the U.S. has been,
and still is, way ahead of China. What this implies
is that the U.S. is likely to have a large compara-
tive advantage over China in industries that are
relatively tangible capital-intensive, land-intensive
(such as agriculture) and human capital and R&D-
capital-intensive (such as high-technology indus-
tries), whereas China has a significant comparative
advantage over the U.S. in relatively labor-intensive
industries.

While tangible capital, human capital and R&D
capital can all be increased over time through ap-
propriate investment, they take a long time to accu-
mulate. Chinese R&D expenditure as a share of its
GDP only managed to reach 1.97% in 2012 whereas
the U.S. has been investing between 2.5% and 3%
of its GDP for the past several decades. Thus, U.S.
comparative advantages in intangible capital is like-
ly to persist for at least a couple of decades or even
longer. The U.S. will continue to be the major source
of innovation in the world. It will also take a while
for China to catch up to the tangible capital-labor
ratio of the U.S. because of the large gap that cur-
rently exists between them. And since arable land

28 See Part II, Chapter 11.

cannot be easily increased, the U.S. will always have
a comparative advantage in land-intensive econom-
ic activities relative to China.

Another aspect of the complementarity is the
huge difference in the savings rates. The U.S. gross
savings rate is about 12% (the net of depreciation
private savings rate is 8%, and the net national sav-
ings rate is slightly negative due to large government
borrowing), whereas the Chinese savings rate ap-
proaches 50%. China both saves too much and in-
vests too much and the U.S. saves too little. If China
fails to invest substantially all it saves domestically,
then it will result in a large trade surplus vis-a-vis
the world, which is neither sustainable nor desirable
for China. If China invests in China all it saves, it
will not have a trade surplus, but over-investment is
likely to result, creating excess production capacity
and lowering the rate of return on capital. In order
to bring the savings rate down, China must strive to
increase its domestic personal consumption, which
it has been doing, but it will take a long time to be
able to bring the domestic savings rate down to a
more reasonable level, such as 30%. Thus, in the
interim, increases in domestic demand must come
not only from domestic personal consumption, but
also from public or government consumption such
as spending on education and healthcare services,
and the provision of public goods such as clean air
and water, as well as domestic investment.

Shared interests and responsibilities
In addition to the underlying economic comple-
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mentarity, there are also areas of commonality of
interest which provide opportunities for economic
cooperation. For example, under China’s 12th Five-
Year Plan (2011-2015), China aims to transform its
mode of development from exports driven to do-
mestic demand driven and from input based to in-
novation based, as well as to balance its internation-
al trade. This implies that the Chinese government
will be promoting domestic aggregate demand in-
cluding both investment and consumption. More-
over, it will also be facilitating imports. The U.S.,
under President Barack Obama, seeks to double its
exports by 2014. The U.S. and China can work to-
gether to promote U.S. exports to China as part of
these efforts.

To increase domestic personal consumption,
China will need to increase the disposable income
received by the households as well as provide a
credible social safety net. To encourage innovation
in China, it is inevitable that China will need to
tighten its enforcement of IPR, not only because of
pressure from the U.S. and other foreign countries,
but also because it is in its own interests to do so.
Chinese inventors need such protection as much as
foreign inventors.

Another shared economic interest is the reduc-
tion of the downside risks of a systemic failure of
the world economy, however it may occur, and to
limit the damage if it actually materializes. This
would also require the two countries to work to-
gether. A good example is the agreement by the U.S.
and China to undertake massive economic stimu-
lus in their respective countries soon after the 2008
global financial crisis began.

Yet another shared economic interest is main-
taining and sustaining full domestic employment.
Over the past several decades, there has been a
steady migration of jobs from high labor-cost areas
to low-labor cost areas, a trend which has acceler-
ated in recent years due to globalization and the
information and communication technology revo-
lution. This is a challenge which the U.S. has been

facing since the 1960s, and which China will begin
to face within this decade, as its labor costs are ris-
ing rapidly relative to other emerging economies.
Longer term, there is also the impact of technol-
ogy. Networks of computers are replacing routine
white-collar jobs while automation and robots have
begun to displace manufacturing jobs. Growth of
employment occurs only in high-skill professions,
while many jobs are lost at the low-skill end. There
is no good or quick solution to this problem. Educa-
tion, training and re-training will help. More jobs
that cannot be easily moved away - such as those
serving the tourism sector — need to be created. The
two countries, through deeper economic engage-
ment with each other, may indeed discover areas
and ways in which jobs can be created in both. For
example, expansion of the service sector can create
millions of new jobs in China. The U.S. firms, with
their vast experience in the service sector, can help
China as it develops its own service sector, while
benefiting from their own participation in China’s
growing service sector market.

Finally, the U.S. and China, as the two larg-
est economies in the world, have a responsibility
to jointly lead in contributing to the global public
good, such as the amelioration of the risks of cli-
mate change. The U.S. and China are the two larg-
est energy producers and consumers in the world.
They share the same objective for energy security.
They are also the two largest emitters of greenhouse
gases, and therefore should share common respon-
sibility in reducing the risks of climate change and
ensuring sustainable development for the entire
world. Thus, cooperation in improving energy effi-
ciency - in renewable energy, nuclear energy, clean
coal and shale gas and oil technologies — can and
should be aggressively pursued. Another global
public good is the multilateral system of trade and
investment and the associated institutions. Again,
jointly, the two countries could provide the stability
and sustainability that the world economy needs to
continue to grow.
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D. Towards Deeper Engagement

In section C, the future economic outlook and the
vast economic complementarities and shared inter-
ests between the U.S. and China are identified and
discussed. In this section, we shall discuss how the
two countries can take advantage of these oppor-
tunities and complementarities to create jobs and
prosperity for the people of both countries in seven
promising areas. These will be followed by specific
recommendations in each of the areas directed at
the two governments, the thinktanks, the business
sectors and other institutions of the two countries.

Trade in goods and services
As stated in the previous section C of this study, the
U.S. and China will be each other’s largest trading
partners in the world by 2022. Moreover, the two
economies are so different that a free trade agree-
ment between them will maximize the economic
benefits of a free trade area for both. What better
way is there to unlock the full potential by having
the two nations begin, as soon as practicable, ne-
gotiations for a free trade agreement? However, be-
fore this can happen, it may be necessary to launch
a serious study on the feasibility and the potential
benefits and costs of a China-U.S. free trade area.
The potential of China as a market for U.S. ex-
ports, in addition to being a manufacturing base,
is gradually being recognized by U.S. firms. U.S.
exports to China have more than quadrupled over
the past ten years. However, the potential of U.S.
exports to China, particularly by the small and
medium size enterprises (SMEs), has yet to be fully
realized. The difficulties of selling to the Chinese
market, given the ineficiencies and peculiarities of
China’s domestic logistics and distribution systems,
also compound the problems faced by U.S. SMEs.
An initiative which began a couple of years
ago as a result of efforts by the U.S. Department
of Commerce and Hong Kong’s Trade Develop-
ment Council to assist U.S. SMEs to sell their goods

and services into East Asia, and in particular into
China, has been bearing fruit. These organizations
make annual visits to a number of states to promote
this effort. The more U.S. SMEs become aware of
these activities, the more they are likely to be able to
export to China.

Another possible way to help U.S. SMEs sell
their goods and services to Chinese importers is to
organize annual export trade fairs in major U.S. cit-
ies such as San Francisco. Such trade fairs can play
the same role in promoting U.S. exports as the an-
nual Canton Trade Fairs did for Chinese exports in
the past. To make these trade fairs effective, active
participation by U.S. exporting firms and potential
exporting firms, Chinese importers and other trad-
ing and services companies is needed. It will take
a while to build up a critical mass. However, it has
the advantage that many U.S. SMEs who have nev-
er considered exporting before, can participate in
such a trade fair at a relatively low cost and without
having to go abroad. Meanwhile, encouragement
should also be given to U.S. SMEs to participate in
trade fairs organized in places such as Hong Kong,
where many Chinese importers and trading com-
panies are already participating actively. Fostering
more state-to-province and city-to-city partner-
ships between the U.S. and China is also another ef-
fective channel through which SMEs on both sides
of the Pacific Ocean can get in touch with one an-
other. The Export-Import Banks of both countries
can also be encouraged to make credit more easily
available to U.S. SMEs exporting to China and vice
versa. Promoting and facilitating bilateral trade
through online services can enable both U.S. and
Chinese SMEs market their products with greater
efficiency and lower costs. This should be actively
pursued by both governments.

Investment

Given the expected continuing rapid growth of the
Chinese domestic market for both consumer and
producer goods, China should continue to be a fa-
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vored destination of U.S. direct investment. Chi-
nese direct investment to the U.S., currently at the
same order of magnitude as U.S. direct investment,
is also poised to grow, encouraged by the Chinese
government. We need to unlock the potential of bi-
lateral investment so that more jobs and economic
opportunities can be created in both countries.

China’s consumer market is enormous and it is
becoming larger every day. Those U.S. companies
that entered China early, such as General Motors,
Ford, Procter & Gamble, Wal-Mart, Federal Ex-
press, KFC, McDonald’s and Starbucks, have al-
ready reaped huge benefits, winning substantial
market shares and becoming household names in
China. As the Chinese middle class continues to
grow, the benefits to these companies will be fur-
ther increased. U.S. multinational corporations can
serve these Chinese middle-class customers by op-
erating directly in the retail market in China.

The U.S. excels in its service sector. The Chinese
service sector is poised to expand as China restruc-
tures its economy from being export driven to do-
mestic-demand, including domestic consumption,
driven. There is tremendous opportunity for the
U.S. to participate in the growth of China’s service
sector either through exports or direct investment.
This has already been happening - the franchise
model of service business, pioneered by U.S. firms,
has taken root readily in China. In addition, many
indigenous franchise chains, following the import-
ed model, have sprung up. Other services, such as
mass entertainment (e.g. the NBA), are also being
introduced into China. Wal-Mart stores are every-
where. The part of the Chinese service sector which
caters to retail consumers is actually quite open to
EDI through wholly owned subsidiaries.

In some other sectors, such as banking and in-
surance, China is more cautious about opening for
macro-prudential as well as protectionist reasons.
While it is understandable that China needs to take
a gradualist approach towards opening its financial
sector so as to avoid the occurrence of a financial cri-

sis, foreign financial institutions can also contribute
to further reform and liberalization of the Chinese
financial sector. If a foreign financial institution is
already permitted, under existing rules, to estab-
lish a wholly owned commercial bank subsidiary in
China, it does not make sense to limit the subsidiary
from merging, acquiring or owning more than 20%
of another financial institution in the same line of
business a priority. It is, however, reasonable for the
Chinese regulator to set aggregate limits on the total
assets of the subsidiary and impose applicable capital
requirements after the acquisition. As long as a whol-
ly owned subsidiary by a foreign financial institution
is already allowed, it should not matter whether it
grows organically or through merger and acquisition
in the same line of business.

The value of financial assets of U.S. households,
according to an estimate of the U.S. Federal Re-
serve Board, was US$54.390tr as of year-end 2012.
However, at the present time, there are only lim-
ited portfolio investment opportunities in China
for U.S. individual investors. U.S. individual in-
vestors can only invest through H shares in Hong
Kong for Chinese enterprises, or in those Chinese
enterprises that are either listed or dually listed
on the New York Stock Exchange, NASDAQ and
other exchanges. However, they can invest in mu-
tual funds managed by foreign asset managers who
buy and sell shares on the Shanghai and Shenzhen
Stock Exchanges as ‘Qualified Foreign Institutional
Investors’ (QFII). However, there are relatively few
individual retail investors now in the U.S., who are
active investors in Chinese enterprises, so it is not
clear whether there will be a rush into the Chinese
securities market if and when Chinese capital con-
trols are lifted.

The U.S. consumer market continues to be of
interest to Chinese enterprises, for example, to
Haier and Lenovo, which manufacture and market
household electrical appliances and computers, re-
spectively, in the U.S. Companies in the auto parts
and high-end steel products are also coming to the
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U.S. Indeed, the Japanese experience of establishing
manufacturing plants in the U.S. for the consumer
market may be a good model for Chinese enterpris-
es to adopt. The energy and agriculture sectors in
the U.S. may also attract Chinese FDI. Real estate
is another area where there may be keen Chinese
interest. Investment in infrastructure is yet another
possibility for Chinese investors. All of these activi-
ties can generate GDP and create jobs in the U.S.

China has been and still is a major portfolio
investor in the U.S. through the investment of its
foreign exchange reserves by the People’s Bank of
China (the central bank). It holds approximately
US$1.2tr worth of U.S. Treasury securities. In addi-
tion, it probably holds up to another US$1tr worth
of US$-denominated portfolio investments. How-
ever, the need for the Chinese central bank to hold
such a high level of foreign exchange reserves for
transaction purposes is diminishing as the ren-
minbi is increasingly used in the denomination and
settlement of Chinese international transactions,
especially those with East Asia. It is, however, in the
interests of both the U.S. and China for the Chinese
central bank to continue to hold its Treasury secu-
rities. In this highly uncertain environment, it is
beneficial for the U.S. if the Chinese central bank
is willing to hold bonds of long maturities. How-
ever, holding such bonds at this time exposes the
Chinese central bank to large capital risks related
to possible changes in interest rates, inflation rates
and exchange rates during this long time horizon. A
possible win-win strategy is for the U.S. Treasury to
sell or swap long-maturity (say, 30 years) Treasury
Inflation-Protected Securities (TIPS) to the Chinese
central bank for the short-maturity non-inflation-
indexed Treasury securities that it currently holds.
TIPS can provide some degree of protection against
not only inflation, but also interest rate risks as well
as exchange rate risks for the holder.

If and when China’s capital account is liberal-
ized, Chinese private investors are likely to become
significant investors in the U.S. securities market,

private equity and hedge funds. Currently, the total
financial assets of Chinese households may be esti-
mated at US$9.5tr. By 2022, as real GDP per capita is
likely to have doubled, the value of total household
financial assets is also likely to at least double as
well, to US$19tr. Chinese private investors, if given
the opportunity, would most likely wish to diversify
their investment portfolio into foreign financial as-
sets. If we use the percentage of Japanese household
financial assets held overseas of 3% as a guide, this
would imply a possible outbound private portfolio
investment of US$570bn for a one-time portfolio
adjustment. In addition, there will be annual out-
bound private portfolio investment, estimated to
be approximately US$28.5bn per year, as GDP per
capita and household wealth continue to grow.

The U.S. need for new infrastructure and the
renewal of aging infrastructure is substantial. Such
activities can create millions of jobs. Chinese inves-
tors, with their surplus savings, can provide some
funding for this effort, in the form of either debt or
equity. This is good for the U.S., and will also be
good for China because of the attractive returns.
A U.S. institution should be engaged to study how
Chinese investors can be drawn into investing in
the U.S. infrastructure projects.

Cooperation in agriculture

As the Chinese economy continues to grow and the
standard of living of the Chinese people further im-
proves, Chinese demand for food and agricultural
products will grow even faster. Moreover, the rise
of the Chinese middle class also implies a signifi-
cant increase in the demand for meat and poultry.
In addition, the ongoing urbanization of China will
create even greater demand for food and agricul-
tural products, as the demand for such products
is approximately 50% higher for an urban resident
than a rural resident. The improvement in Chinese
agricultural productivity has thus far helped to
satisfy its demand for more food of higher quality.
However, the shortage of land and water resources
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is a serious long-term bottleneck for further expan-
sion within China. The environmental and hygiene
problems of raising too much poultry and livestock,
and of using too much chemical fertilizer and pesti-
cides, also pose long-term health hazards. How best
to mobilize both domestic and global resources and
technology to satisfy its rapidly increasing demand
for food in a sustainable manner is a major chal-
lenge for China.

Chinais today the largestimporting nation of ag-
ricultural products in the world. The U.S. is China’s
largest supplier of agricultural products and China
is the largest market for U.S. agricultural products,
not only because of the relative abundance of arable
land and the availability of water resources in the
U.S., but also because of the efficiency and advanced
technological level of U.S. agriculture that has re-
sulted from its longstanding investments in agricul-
tural R&D. China is not likely to be able to meet its
additional demands in the years ahead through in-
creases in domestic supply alone. The U.S., however,
has the capacity to expand its agricultural produc-
tion to satisfy the incremental demands overseas,
particularly in products such as grains and meat.
U.S. exports of agricultural products to China
can thus potentially increase even more if the U.S.
producers can be assured of a dependable, steady
long-term demand and the Chinese importers can
be assured of security and sustainability of supply.
Through cooperation in agriculture with China, the
U.S. can put its surplus land resources to work, thus
boosting economic activities and creating addition-
al durable employment.

China currently imports pork, beef and chicken
from around the world, but such imports from the
U.S. have thus far been limited for the following
reasons: First, imports of pork are limited because
of the use of hormones by U.S. producers in rais-
ing the pigs, which China, like the E.U., has banned.
If an undertaking is given by U.S. producers that
hormones will not be used, as has been done to the
European Union, the Chinese market can be open

to U.S. pork. Given the importance of pork in the
Chinese diet, the potential demand can be huge®.
Second, imports of beef are limited because of the
risk of mad-cow disease. However, as no new cases
have been reported for some years, this obstacle can
be overcome. Finally, the imports of poultry from
the U.S. have become a victim of trade disputes be-
tween the two countries. It is hoped that the dispute
can be settled soon.

Thus, U.S. producers have an opportunity to
supply pork, beef and chicken to China, in addition
to corn and soya beans of which the U.S. is already
the largest supplier to China. Corn and soya beans
are used as feed grains in China. In the longer term,
consideration should be given by the Chinese gov-
ernment and enterprises in the food industry to the
direct importation of pork, beef and chicken from
the U.S,, rather than the feed grains. This can con-
serve scarce land resources, enhance the quality of
the pork, beef and chicken, and improve hygiene
conditions in China, and possibly reduce freight
costs (the ratio of feeds to meat is approximately
8 to 1), as well as create additional economic activi-
ties and employment in the U.S.

Given the considerable concerns for food se-
curity and food safety in China, the potential for
cooperation in agriculture between both countries
is enormous and is clearly a win-win situation. The
U.S. and China should therefore devote efforts to
expand this cooperation. If unimpeded, ten years
from now, the value of the total trade in agricultural
products between the U.S. and China could be dou-
ble what it is today.

As the float of uncommitted supplies of grains
and meat on the world spot markets is relatively thin,
one useful way to promote a significant increase in
U.S. agricultural exports to China from its current
levels is through the use of long-term (for example,
20 years) commodity supply contracts at pre-deter-

29 Pork holds much weight in Chinese household expenditure and hence
in the Chinese consumer price index. Much of the inflation in China
has been caused by the rise in the price of pork.
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mined prices agreed to by both the buyer and the
seller (such as on a cost-plus basis). Such long-term
supply contracts will provide the incentive for U.S.
producers to invest in new long-term supply capacity
while at the same time mitigate Chinese importers’
concern about the uncertainty of supply. The price
formulae agreed to by both sides will also cushion
both the buyers and sellers from volatile commodity
prices. The supply contracts of corn and soya beans
and other grain products can be pursued by U.S.
producers and Chinese importers along the lines de-
scribed above. Long-term supply contracts for meat
and poultry can also be similarly pursued.

However, there is concern that either govern-
ment may, for whatever reasons, prevent the agri-
cultural products from being exported from the
U.S. or imported into China. To provide certainty
to both the Chinese importer and the U.S. exporter
that the long-term contract will be honored, a ware-
house in China, stocked with one-year’s supply of
the agricultural product under contract, could be
held by the Chinese importer as collateral. At the
same time, the Chinese importer would put the
necessary funds for one year’s purchase in an es-
crow account in a bank in the U.S. to guarantee its
purchase, if the supply is actually delivered. Such
collateral arrangements, underpinned by prior
agreements on the parts of both the importer and
the exporter, and supported by both governments,
should be sufficient to dissuade both sides from not
fulfilling their respective contractual obligations.
This is because once the agreement is broken, by ei-
ther side, it will terminate automatically. The U.S.
producer will be stuck with the new productive ca-
pacity, with no longer a buyer for the product, if for
any reason it fails to ship the contracted supply. The
Chinese importer will have to pay anyway, even if
it refuses delivery. Such long-term supply contracts
can alleviate Chinese concerns about food security
and can lead to genuine interdependence.

Cooperation in tourism

As discussed under “Global Factors” in section B
above, in today’s world economy, any job that can be
moved away to a lower-cost location will be moved
away. Tourism is, however, unique in the sense that
it can generate many lower-skilled jobs that cannot
be moved away, through the demands for lodging,
food, retail, transportation, communication and
entertainment. A person wishing to visit New York
will have to go to New York, stay in a hotel, eat in
restaurants and shop in department stores, thus
creating demand for local services.

Hong Kong has been a major beneficiary of
mainland Chinese tourists. A major effort to lure
Mainland tourists was initiated in Hong Kong
in 2003, in what is called the “Individual Visit
Scheme”. At that time, the total number of overnight
mainland Chinese tourists visiting Hong Kong was
8.5 million*®. By 2012, this number has risen to 34.9
million, approximately 72% of all inbound over-
night tourists to Hong Kong. They stayed an average
of three nights and spent an average of US$1,054
per day. These tourists generated a large number of
local jobs in Hong Kong - it has helped to bring the
unemployment rate in Hong Kong, with a popula-
tion of approximately seven million, down to 3.2%,
even though almost all of the manufacturing jobs
and back-office jobs have migrated to the Main-
land and elsewhere from Hong Kong. Experience in
other places such as Japan and Europe suggests that
a large influx of well-heeled tourists can make an
immediate positive impact to the local economies.

Ten years ago, there were 16.6 million Chinese
tourists visiting abroad (including Hong Kong
and Macau). By 2012, this number increased to
83.2 million. By 2022, it is projected that this num-
ber is likely to reach 182.7 million a year®. Interest
among Chinese tourists to visit the U.S. is consider-

30 This number does not include day visitors from mainland China.

31 See Part II, Chapter 11. A March 2011 report published by the Boston
Consulting Group estimated that the number of Chinese outbound
trips would grow by over 10% per annum from 2010 to 2020, and that
about 20 million trips would be made to long-haul destinations in 2020.
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able for a variety of reasons. The U.S. is the most
developed and technologically most advanced
economy in the world; it has a rich and varied cul-
ture; it has a storied history; it boasts Hollywood,
Broadway and Disney; it is home to some of the
greatest universities in the world; and it has beau-
tiful scenery. Moreover, interest in American con-
sumer goods, from fashion to electronic gadgets, is
also substantial. With the rise of the middle class
in China, outbound tourism will increase further
by leaps and bounds. These tourists will bring with
them enormous spending power to help support the
local economies.

In 2012, about 1.5 million Chinese tourists vis-
ited the U.S. By 2022, this number is projected to in-
crease to 5.73 million, constituting 3.1% of the total
number of outbound Chinese tourists. If visa-free
access were granted to Chinese tourists by the U.S.,
as is already the case for Japanese and South Korean
tourists, the number of Chinese tourists visiting the
U.S. annually by 2022 is projected to be somewhere
between 8.1 million and 10.7 million.

It has been estimated that a typical Chinese
tourist will spend approximately US$750 a day.
Assuming that the average visit to the U.S. lasts 14
days, this will imply, on average, a total spending
of US$9,000 per tourist (not counting the days of
arrival and departure)®. A million Chinese tour-
ists a year is estimated to generate a total expendi-
ture of US$9bn, a value-added (GDP) of US$3.5bn
and 61,352 jobs. If by 2022, the number of Chinese
tourists visiting the U.S. actually hits 10 million,
the creation of approximately US$35bn of GDP and
610,000 jobs in the U.S. is projected.

Today, 130,000 Chinese students are studying
in the U.S,, and 30,000 American students are now
studying in China. The two countries have commit-
ted to increase the number of U.S. students visiting
China to 100,000 over the next five years. This ex-
change of students will indeed become an important

32 The U.S. Department of Commerce has estimated that a Chinese tourist
to the U.S. will spend, on average, US$7,100.

bridge for friendship and understanding between
the two countries, as well as a significant and direct
contributor to economic growth and employment in
both countries. Foreign students in the U.S. (they can
be viewed as ‘long-term tourists’) can also increase
domestic aggregate demand in the same way as tour-
ists. Chinese students in the U.S. spend less per day,
but much more per person per year, for instance,
around US$50,000 on average. Assuming an inflow
of 100,000 Chinese foreign students into the U.S. per
year, and assuming an average stay per person of four
years, the total expenditure by these students will
amount to US$20bn over those four years, which is
capable of creating additional GDP of US$7.8bn and
more than 136,000 local jobs that cannot be moved
away. In addition, thousands of business profession-
als also travel between the two countries every year.
The impacts on GDP and job creation are quite sig-
nificant.

There were 2.12 million U.S. tourists that vis-
ited China in 2011, approximately 3.6% of all U.S.
outbound tourists. This number can also be much
higher given proper promotion and easier visa ac-
cess by China. Every effort should be made to in-
crease bilateral tourism between the two countries.

Visits between the two countries not only sup-
port the economic relationship between the two
countries. An increasing flow of people between the
U.S. and China will help to enhance understanding
and build friendship among the two peoples which
will further facilitate even closer economic coop-
eration and collaboration. Moreover, with a deeper
economic relationship between the two countries,
more people will move across the Pacific Ocean,
and the bridge of friendship between the two coun-
tries will become so much stronger.

Cooperation in science and technology

At the present time, by any measure, the U.S. has
an overwhelming superiority over China in science
and technology. This is very much the result of long
years of investment in human capital and in R&D
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in the U.S. The U.S. has been the source of major
innovations such as the iPhone and Facebook. The
U.S. leads over China, and for that matter all other
nations, by a large margin in science and technol-
ogy. The significant gap between the U.S. and China
in science and technology is across the board and is
likely to remain so for the foreseeable future, cer-
tainly for the next decade.

China has been increasing its investment in hu-
man and R&D capital. It is also trying to nurture
a culture of collaborative research and innovation.
China recognizes that science and technology are
the keys to China’s modernization and sustainable
development.

The U.S. and China have been collaborating
successfully in science and technology without in-
terruption since 1978, under an agreement entitled
“US-China Intergovernmental Science and Tech-
nology Cooperation Agreement”, through its aca-
demic and research institutions. The areas of coop-
eration are: energy, environmental protection, basic
science, transportation, health and pharmaceuti-
cals, nuclear safety, civilian use of nuclear technol-
ogy, research involving agriculture, etc. The major
impediment in this collaboration is in the area of
IPR protection®. In this respect, the attempts of the
two governments to provide a platform to educate
the Chinese on how to properly value intellectual
property have been a very important step forward.
China must double its efforts to protect intellec-
tual property rights, whether owned by Chinese or
foreigners, within China. Indeed, China needs to
make the shift from being a consumer of intellec-
tual property to a producer of intellectual property.

Looking into the future, government-to-gov-
ernment collaboration in science and technology
can, on the basis of the existing foundations, be
expanded and strengthened. One possible opportu-
nity that is worthy of serious consideration by both
governments is collaboration in the ‘manned space

33 See the discussion in section E below.

program’. The U.S. is the undisputed leader in this
area. China has been making good progress in its
own manned space program. We believe that a col-
laborative manned space program can be a win-win
for both countries. Other collaborative research
opportunities include genomics — research on the
possible application of genetic therapy to treat cur-
rently incurable diseases — and on the application
of traditional Chinese medicine to the treatment of
chronic illnesses.

Cooperation in energy, including research

The U.S. and China are the two largest energy-pro-
ducing and energy-consuming nations in the world.
Together, the two countries produce around 30% of
the world’s energy and consume 40%. Thus, both
countries share the same objective of energy securi-
ty. On the basis of its vast shale oil and gas reserves
and its hydraulic fracturing technology, the U.S. is
on its way to becoming a potential net energy ex-
porter. This should free the U.S. from dependence
on the oil supply from the volatile Middle East. U.S.
energy firms, which excel in energy exploration
and extraction technologies, can cooperate with
Chinese energy firms to develop its unexploited re-
serves of shale oil and gas in a clean and efficient
manner, benefiting both economies®. In so doing,
the U.S. can help China achieve energy security and
avoid dependence on the Middle East. It is also pos-
sible for the U.S. to become an exporter of oil and
gas to China.

It is interesting to note that government-to-gov-
ernment collaboration in science and technology in
the field of energy has been greatly expanded as a
result of the Strategic Economic Dialogue in 2006.
At the time, the two governments recognized how
important this effort is. The research conducted
through the China-U.S. Clean Energy Research
Center, specially established by the two govern-

34 According to an estimate made by the U.S. Energy Information
Administration in 2011, China has ‘technically recoverable’ shale gas
reserves of 1.3 quadrillion cubic feet, 50% more than the U.S.

37



TOWARDS DEEPER ENGAGEMENT AND MUTUAL BENEFIT C?

ments for this purpose, placed special emphasis on
clean coal technology, electric cars and energy-effi-
cient buildings, etc. In these efforts, scientists, aca-
demics and researchers from both countries have
been participating. The business sector has also
been invited to participate in this effort.

At the same time, the two governments have also
encouraged the business sectors of the two countries
to collaborate directly in the energy sector. Today,
there are extensive business-to-business collabora-
tions in areas such as clean coal technology, lique-
faction of coal, smart grid, biofuel, third and fourth-
generation nuclear energy, high voltage transmission,
carbon dioxide sequestration, integrated gasification
combined cycle (coal into gas), etc. The following are
some successful examples, among others:

a) Collaboration between China National Nuclear
Corporation and Westinghouse of the U.S., on
the construction of nuclear power plants in Chi-
na and the U.S. Furthermore, there may be joint
bids for nuclear power plants around the world.

b) Collaboration between China Shenhua and Gen-
eral Electric on integrated gasification combined
cycle research and development.

¢) Collaboration between China’s ENN and the
U.S. Duke Energy on clean energy.

The two countries are also the largest greenhouse
gas emitters in the world. People of both countries
are concerned about sustainability of development,
protection of the environment and reduction of the
risks of climate change. Cooperation in science and
technology in the area of energy can result in more
efficient and more environmentally friendly use of
energy and lead to a reduction of greenhouse gas
emission. Working together, the U.S. and China
can help ensure energy security and affordability
and reduce the risks of climate change, not only for
themselves, but also for the rest of the world.

Cooperation in enhancing sustainability
Both the U.S. and China have solemnly promised

to combat threats of climate change, protect the
environment and help ensure sustainability of de-
velopment for the world. As the two largest green-
house gas emitters in the world, they are committed
to reducing these emissions. The two governments
have initiated collaborative research in building
efficiency, renewable energy, nuclear energy, clean
coal technology, electric vehicles, carbon dioxide
capture, utilization and sequestration and other
methods for reducing the carbon emission into the
atmosphere, with the support of the private sec-
tor, which, if successful, can control the increase of
greenhouse gas emissions and thereby slow down
global warming and climate change. This should be
a priority for the two countries.

E. Recommendations to the Two
Governments

To turn complementarities and deeper engagement
into economic opportunities and jobs requires the
support of the entire spectrum of the societies of
both countries, including, of course, the full par-
ticipation of the business sector. But above all, the
leadership role of the two governments can have a
decisive impact. It is the governments that can cre-
ate an open, transparent, fair and competitive mar-
ket environment to attract investment and trade.
For this reason, we put forward eight recommenda-
tions to the two governments:

1) Drawing on the expertise of government agen-
cies in the U.S. and China, thinktanks from both
countries should be engaged to study the feasibility
and the benefits of a free trade agreement between
the two countries. This study should be completed
within one year of commencement. If the results
of the study are positive, then a process toward ne-
gotiations should be initiated. As the two largest
trading nations in the world, China and the U.S.
should also take the lead to reinvigorate the Doha
Round of world trade negotiations.
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2)

3)

4)

5)

6)

Discussions for a bilateral investment treaty have
been ongoing for some time. In order to facilitate
two-way investment flow, we urge both countries
to commit to complete treaty negotiations as
soon as possible, preferably within one year.

The two governments need to encourage even
more business to business collaboration in science
and technology as it relates to energy, in such areas
as building and industrial efficiency, renewable
energy, shale oil and gas, carbon dioxide capture,
utilization and sequestration, electric cars, etc. In
addition, as it relates to climate change, the two
countries should agree to a common negotiating
position for the meeting in December 2013, and
rally other nations to ensure a successful outcome
of the 2015 United Nations Framework Conven-
tion on Climate Change treaty process.

Both countries should streamline their visa ap-
plication process, and extend visa durations to
five years to begin with, then ten years, and even-
tually move to a visa-free regime. People need to
feel that they are welcome. These changes will
take time, but a deadline of two years would seem
reasonable for five-year visa durations to start.
During U.S. Secretary of State John Kerry’s recent
visit to Beijing, it was agreed by the two countries
that a special working group will be established
under the S&ED to begin discussion on the issue
of cyber security. The group should work toward
developing a roadmap on how the two countries
can a) enhance and enforce cyber security, and
b) collaborate to develop an international con-
vention on cyber space. These need to be dealt
with urgently, and therefore it is suggested that
the S&ED complete the negotiations within 18
months with interim reports from time to time.
There is global and domestic interest for China
to vigorously pursue IPR protection. Indeed, it is
in China’s own interest to do so from the point
of view of spurring innovation and economic
growth, and also upgrading its industrial base.
To achieve this objective, much work still needs

to be done. We wish to make the following rec-
ommendations to the Chinese government:
a) The Leading Group for National IPR Protec-
tion, the single cross-ministerial organization
within the State Council of China that is respon-
sible for IPR protection, should further strength-
en enforcement to ensure full compliance and
deter intellectual property theft. b) China should
consider establishing a special national court ex-
clusively for intellectual property disputes. This
will greatly facilitate the resolution and settle-
ment of intellectual property disputes in China.
¢) We note S&ED’s recent discussion has resulted
in an agreement under which Chinese central
and local government entities will eradicate the
use of pirated software by the end of 2013. We
urge the Chinese government to mandate that all
Chinese SOEs and bank systems should do the
same as soon as possible.

7) Relaxation of U.S. export controls of high-tech
products is a long-standing request by China. It
is proposed that this issue be reviewed by the U.S.
administration with added urgency, in the hope
that a mutually beneficial outcome will emerge.

8) Some U.S. government actions in both trade and
investment, including actions by CFIUS, appear
to Chinese enterprises to reflect political rather
than policy considerations. The operation of
CFIUS can be made more transparent and bet-
ter understood in China. We propose that clearer
rules and regulations on investment approval
processes be issued by the U.S. government.

With the support of the two governments, and the
people of the two countries, there is a good chance
that the full potential of the complementarities and
deeper engagement can be realized.
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F. Conclusion

From the preceding sections, it is evident that the
U.S.-China economic relationship can and should
be as interdependent as never before. Over the com-
ing decade, with the determined efforts of the two
countries, many economic opportunities and mil-
lions of new jobs can be created for the two peoples.

President Barack Obama said in his speech on
7 November, right after his re-election last year:

“We want our kids to grow up in a country where
they have access to the best schools and the best
teachers — a country that lives up to its legacy as the
global leader in technology and discovery and in-
novation - with all of the good jobs and new busi-
nesses that follow.”

In a similar vein, China’s new leader Xi Jinping
said upon his election as the General Secretary last
November:

“Our people love life, and expect a better education,
more stable jobs, a better income, more reliable
social security, medical care of a higher standard,
more comfortable living conditions, and a more
beautiful environment. They hope that their chil-
dren can grow up better, work better, and live bet-
ter. People’s yearning for a good and beautiful life is
the goal for us to strive for.”

The words spoken by the two leaders suggest that the
two peoples share the same dreams for a better life
for themselves and their children. Closer economic
cooperation between the two countries will help
turn that dream into reality. By 2022, on the 50th
anniversary of President Nixon’s visit to China, it is
our hope that deeper economic engagement for mu-
tual benefit is what drives the further evolution of a
lasting and mutually beneficial U.S.-China relation-
ship, founded on trust, understanding and peace.
The leaders of the two countries are beginning a

new term of office. The two countries are setting a
new direction in economic development in order
to provide sustainable growth and employment for
their people. Working together, starting now, we can
make this happen. Let us seize the moment.
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Executive Summary

he rapid growth of China since its reform

and opening up in 1978 is one of the most

significant economic events of the world
economy in the past few decades. The U.S. played
an important role in China’s development during
this period, not least because the U.S. has been one
of the most important markets for China’s exports.
Direct investments from the U.S. to China brought
with them not only financing, but also technology,
management knowhow and global market access.
Economic cooperation with the U.S. helped gener-
ate a lot of job opportunities for China’s abundant
labor force. The U.S. has also benefited from China’s
development. The increase in imports of value-for-
money consumer goods from China helped to raise
the living standard of most Americans and keep
consumer price inflation low in the U.S,, and the
latter in turn led to lower interest rates that under-
pinned faster U.S. economic growth. Meanwhile,
many U.S. multinational corporations (MNCs) and
small and medium enterprises (SMEs) have built up
large production and trading businesses in China,
selling goods not only back to the U.S., but also in
the Chinese domestic market and to third markets.
China has become a profit center of many U.S. busi-
nesses. Services trade is also a key aspect of the
U.S.-China trade relationship. U.S. service provid-
ers are competing globally in sectors from financial
services to education, and to energy and environ-
mental services, etc. Advancing bilateral services
trade will provide multiple benefits for the U.S. and
China. Not only will it support high-paid American
jobs, but it will also help China develop its services
sector which is a key component in China’s next
stage of economic transformation. An input-output
analysis shows that exports of goods and services by

the U.S. and China to each other created 0.73m jobs
in the U.S. and 11.4m jobs in China in 2010".

More than half of China’s exports are products
produced by foreign companies based in China.
Many of the components used to produce Chi-
na’s exports are imported from other economies,
notably East Asia, often from foreign companies
that produce in these economies. This pattern of
production and trade is a reason why China runs
trade deficits with most East Asian economies
while it has trade surpluses with the U.S. The rapid
growth of China’s exports therefore has occurred
together with a rapid rise in intra-Asian trade and
an increasing sophistication in the global supply
chain of many industries and products. U.S. im-
port statistics also show that in many products, the
rise in the proportion of U.S. imports from China
was matched by a fall in the share of imports from
other East Asian economies. These facts reflect
the increased use of China by foreign companies
as an assembly base to enhance their global com-
petitiveness and the pivotal role China plays in the
development of global supply chains. A lot of these
foreign companies are American. U.S.-China eco-
nomic cooperation is therefore not only a matter
for the two countries concerned. In a broader con-
text, it is an integral part of a globalization process
that flourished during the past few decades. Both
the U.S. and China are major beneficiaries of this
globalization process.

Although growing U.S.-China trade ties are ob-
viously mutually beneficial, trade tensions between
the two countries arise from time to time. The two
countries are concerned about ‘unfair’ trade. There

1 See Chapter 8 in Part II for details.
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are also accusations by both sides of various trade
protectionist measures adopted by the other party.

Specific trade disputes between the two countries
could be resolved through the appropriate World
Trade Organization (WTO) resolution procedures.
More importantly, both countries should under-
stand the long-term complementarities that under-
pin their trade relations and the enormous potentials
for bilateral trade growth in the coming years, which
will positively impact on jobs and economic devel-
opment. Promotion of imports and domestic con-
sumption is a key part of China’s 12th Five-Year Plan
and it is aiming to increase its aggregate imports to
US$10tr or more in five years’. Meanwhile, the U.S.
National Export Initiative aims to double exports to
US$3tr by the end of 2014. These will not only help to
promote bilateral trade but also redress the trade im-
balance between the two countries. Since 2006, U.S.
exports to China have grown faster than Chinese ex-
ports to the U.S. every year. From 2001 to 2011, U.S.
exports of goods and services to China increased by
about four times, meaning that exports double every
five years, or have an average annual growth rate of
close to 15%.

Given the large size of China, after the rapid
growth over a period of over three decades, it today
has become an important market in itself. China’s
middle class is expanding fast and urbanization is
continuing at a rapid rate. China’s surge in demand
for resources such as iron ore, coal and oil, and of
food, have become a major factor influencing com-
modity markets. More and more Chinese savings
are looking for investment opportunities around
the world, not only as portfolio investments, but
also increasingly in the form of direct investments.
As China keeps expanding to integrate itself into
the global economy, the outside world also wants
to tap into the many opportunities that arise from
China’s development.

2 “Bashing China isn’t going to solve the world’s debt crisis”, Chen Dem-
ing, The Telegraph,3 November 2011, http://www.telegraph.co.uk/news/
worldnews/asia/china/8867884/Bashing-China-isnt-going-to-solve-the-
worlds-debt-crisis.html

To realize the potentials of further trade growth,
China and the U.S. should act in a collaborative
manner to achieve their respective goals and targets
for trade. Building on the results of the fourth round
of the U.S.-China Strategic and Economic Dialogue
(SED) in May 2012, the two nations should continue
to strive for a more open global trade system and
jointly resist trade protectionism so as to drive eco-
nomic growth in both countries and achieve a more
balanced trading relationship.

One specific suggestion made by this study is for
both the U.S. and China to organize trade fairs to
help U.S. SMEs to export to China. The China Im-
port and Export Fair — known as the Canton Fair
- played an important role in promoting Chinese
exports. There is room for a similar trade fair to
take place in the U.S. - perhaps in San Francisco —
to help boost SME exports to China. More efforts
to foster state-to-province and city-to-city partner-
ships by both countries would also be helpful.

U.S. high-tech export controls have constrained
U.S. exports to China. Since 2002, U.S. high-tech
products trade with China has been in deficit. From
2002 to 2010, the deficit increased from US$11.8bn
to US$94.2bn’. Relaxation of high-tech export con-
trols to China could alleviate some of the current
U.S.-China trade imbalance. Both sides should pro-
mote bilateral trade in high-tech products, while
the U.S. should reform and streamline its export
control processes.

The U.S. and China are the two largest econo-
mies and trading nations in the world, accounting
for 18.5% of world merchandise exports and 21.8%
of world merchandise imports in 2011*. Trade rela-
tions between the two countries will therefore have
a significant impact on the multilateral trade sys-
tem. Having a constructive relationship between
the two countries is important, not only for the fu-
ture of these two countries, but also for the world
as a whole.

3 Data sourced from US Census Bureau.
4 World Trade Organization (2012), International Trade Statistics 2012.
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Economic Relations, 1978 to the Present

The Development of
U.S.-China Economic Relations

History of the economic exchange
between the U.S. and China

In 2012, China was the second largest trade part-
ner of the U.S. and the U.S. is China’s largest export
market. According to Chinese statistics, the total
trade in goods between China and the U.S. amount-
ed to US$484.7bn in 2012°, 198 times of that in 1979.
The U.S. statistics showed an even bigger figure at
US$536.2bn, 226 times of that in 1979°¢ (Figure 1).
Bilateral trade in services totaled US$38.03bn in
20117(Figure 2).

Direct investment flows between the U.S. and
China also witnessed a significant increase. U.S.
direct investments in China rose from around
US$326m in the early-1980s to around US$5.42bn
in the early-2000s®. By the end of 2011, the U.S. had
set up accumulatively 66,500 companies in China
and made over US$70bn worth of investment in
China, representing 5.9% of China’s total foreign
direct investment (FDI) utilization. The U.S. was
the third largest source of foreign investment after
Hong Kong and Japan’.

Chinese direct investment in the U.S. increased
almost 28-fold between 2003 and 2011 - from
US$65m to US$1.8bn in 2011'°. According to statis-
tics compiled by the Rhodium Group', the amount

Data sourced from China Customs.

Data sourced from U.S. Census Bureau.

Data sourced from U.S. BEA.

Data sourced from Chinese Ministry of Commerce (MOFCOM).

9 See Chapter 13 for more details.

10 Data sourced from MOFCOM. See Chapter 13 for more details.

11 “Foreign Investment in China: A Tale of Two Statistics”, Thilo Hane-
mann, Rhodium Group, 4 January 2013.
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Figure 1: U.S.-China Trade in Goods, 1979-2012
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Figure 2: China-U.S. Trade in Services, 1992-2012
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of Chinese investment in the U.S. reached a record
US$6.5bn in 2012. Chinese companies operated in
at least 35 of the 50 U.S. states in 2010*%.

The developments of U.S.-China economic rela-
tions since 1979 can be roughly divided into the fol-
lowing four phases:

Phase 1: Bilateral trade increased rapidly after Chi-
na’s economic reforms and opening up, 1979-1992
China began its process of economic reform and
opening up in the late 1970s and established diplo-

12 See Chapter 13 for more details.
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matic relations with the U.S. in 1979. The most ob-
vious feature of this first phase of bilateral econom-
ic exchange is its primary focus on trade in goods.

Starting from a low base, total bilateral trade of
goods increased rapidly from US$2.45bn in 1979 to
US$17.49bn in 1992, according to Chinese statis-
tics’. The U.S. statistics show a similar trend with
the bilateral trade increasing from US$2.37bn to
US$33.15bn™.

Much of the trade took the form of the so-called
“processing and assembly” trade, under which most
inputs and components would be imported into
China and all outputs would be exported, thus min-
imizing any impact on the domestic market which
was then highly regulated.

Phase 2: U.S.-China economic ties strengthened
after Deng Xiaoping’s southern tour, 1993-2001
The starting point of phase 2 was marked by the late
Chinese senior leader Deng Xiaoping’s inspection
tour of South China in mid-1992. Late in that year
the Chinese government announced plans to build
a socialist market economy and to renew its efforts
at economic reform and opening to the world.

U.S.-China trade grew steadily with Chinese
exports aided by a significant devaluation of the
renminbi (RMB) on 1 January 1994 and the grant-
ing of (non-permanent) most-favored-nation status
by the U.S”. In 1999, China and the U.S. entered
into a bilateral agreement for China’s accession into
the WTO. This agreement expedited the process of
China’s WTO accession, and created favorable con-
ditions for the stable, healthy, long-term develop-
ment of U.S.-China economic relations.

According to Chinese official statistics, bilateral
trade of goods increased from US$27.65bn in 1993
to US$80.49bn in 2001, (The U.S. official statistics
recorded a bilateral trade increase from US$40.30bn

13 Data sourced from China Customs.

14 Data sourced from US Census Bureau.

15 In 2000, the U.S. Congress granted China permanent most-favored-na-
tion status (MFNS) for trade. This opened the door for China to become
an even bigger player in the world economy.

16 Data sourced from China Customs.

to US$121.52bn".) Other areas of economic coop-
eration such as services trade and technological co-
operation also grew in depth and breadth.

Besides, FDI flow from the U.S. to China had
a quantum jump, from only US$511m in 1992 to
US$2.06bn in 1993 and US$4.43bn in 2001,

Phase 3: Further expansion of bilateral trade and
investment after China’s accession to the WTO,
2002-2010

China became an official WTO member in late
2001. This was a milestone in China’s opening to
the world, and gave further impetus to the growth
in U.S.-China economic relations. China began to
evolve into an important part of an East Asian and
global consumer market production and supply
chain network.

The Multi Fiber Agreement (MFA), an agree-
ment that imposed quotas on the amount of textile
and garments developing countries could export
to developed countries, came to an end on 1 Janu-
ary 2005. This was another important event in the
development of China’s trade. As China was very
competitive in the textiles and garments industries
at that time, the end of the quota system led to a
very rapid increase in Chinese exports.

In this phase, China continued to be the fastest
growing market for U.S. exports. According to U.S.
statistics, U.S. exports to China grew by 317% and
U.S. imports from China grew by 192%".

At the same time, U.S.-China trade in services
grew 219% to US$31.43bn, compared to an overall
growth in U.S. trade in services of 84%. China’s
share of U.S. services exports rose from 2.1% to
4%,

In the beginning of the early 2000s, Chinese en-
terprises began to make direct investments in the
U.S. and elsewhere, but the cumulative total of Chi-
nese direct investment in the U.S. as of 2010 was less

17 Data sourced from U.S. Census Bureau.
18 Data sourced from MOFCOM.

19 Data sourced from U.S. Census Bureau.
20 Data sourced from U.S. BEA.

49



than US$5bn?!, a small fraction of the cumulative
U.S. direct investment in China of approximately
US$70bn by around 65,000 U.S. firms. Cumulative-
ly, U.S. direct investment accounts for 6.7% of the
total stock of FDI in China.

Phase 4: Stronger commitment to strengthen co-
operation, 2011 onwards

The U.S. and China are entering a new phase of
mature and comprehensive economic exchange.
In May 2011, the U.S. and China signed the “U.S.-
China Comprehensive Framework for Promoting
Strong, Sustainable, and Balanced Growth and Eco-
nomic Cooperation”. The two countries affirm that
both will, based on common interests, and from a
strategic, long-term, and overarching perspective,
promote more extensive economic cooperation in
joint efforts to build a comprehensive and mutually
beneficial economic partnership, to boost prosper-
ity and welfare in the two countries, and to achieve
strong, sustainable and balanced growth of the
world economy. Within the next 10 years, the U.S.
and China will enter into a new phase of a compre-
hensive and mutually beneficial economic partner-
ship; the two countries will be able to conduct broad
cooperation on trade, investment, finance, technol-
ogy, clean technology, infrastructure and global
economic governance.

Developments in U.S.-China trade
since China’s WTO accession

One of the significant economic events during the
past three decades has been China’s entry into the
WTO. China and the U.S. have clearly benefited
from China’s WTO entry. As a result of market
openings mandated by the WTO agreement, U.S.-
China trade has advanced at breakneck pace. This
trade has helped create jobs, raise incomes and con-
tribute to economic growth in both countries.

21 Data sourced from MOFCOM.

Figure 3: U.S. Merchandise Trade with China,
1992- 2012
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Trade in goods
U.S. merchandise exports to China increased from
US$19.2bn, or 2.53% of total exports, in 2001 to
US$110.6bn, or 7.1% of total exports, in 2012 (see
Figure 3)*. China is now the largest market for US
agricultural exports such as soybean and cotton.
The U.S. also has a comparative advantage in au-
tomobiles and airplanes. For instance, the Boeing
Company has predicted that over the next 20 years,
China will buy 5,000 new commercial airplanes
valued at US$600bn and will be Boeing’s largest
commercial airplane customer outside the U.S.%.
Chinese merchandise exports to the U.S. also
grew at a rapid pace, with an annual average growth
of about 19% between 2001 and 2012, reaching
US$425.64bn in 2012%*. As the U.S.’s major supplier
of goods imports, China has comparative advantage
in machinery, toys and sports equipment, furniture
and bedding, and footwear.

Trade in services

From 2001 to 2011, U.S. service exports to China
expanded from US$5.41bn to US$26.7bn. Over the
same period, the U.S. service trade surplus with
China rose from US$1.88bn to US$15.37bn*. The
U.S. has distinctive competitive advantages in the

22 Data sourced from U.S. Census Bureau.

23 The Boeing Company, statement on Chinese approval of 200 Boeing
Aircrafts, 19 January 2011.

24 Data sourced from U.S. Census Bureau.

25 Data sourced from U.S. BEA.
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areas of tourism, education, financial services and
transfer of patent rights (see Figure 2).

China plans to increase the contribution of the
service sector to total GDP from 43% in 2010 to 47%
in 2015, which means tremendous opportunities for
U.S. service providers®. Instead of continuing to
develop low-cost, low-value-added industries, Chi-
na is vigorously developing services and advanced
manufacturing industries. U.S. companies engag-
ing in professional service industries such as de-
sign, brand building, IT, research and development
(R&D), and legal and financial services could give
full play to their strengths to assist in the upgrading
and restructuring of Chinese enterprises and fac-
tories. Advancing services trade with China could
support American jobs.

Future competitive advantages hinge on com-
panies’ ability to provide value-added services. In-
deed, a number of companies are putting increas-
ing focuses on building their services strengths.
For example, the world’s largest automaker General
Motors (GM) established its own lending operation
GM Financial in 2010. This captive lending arm can
be an important profit contributor and help gener-
ate more vehicle sales for GM by providing attrac-
tive loan and lease terms to consumers.

In response to the growing demand for com-
mercial airline pilots and maintenance technicians
in the Asia Pacific region?, Boeing has also expand-
ed its Flight Services business in China, greatly en-
hancing training capacity for airlines in the region.
With the introduction of an advanced 787 Dream-
liner training suite for pilot and maintenance train-
ing, and a newly-installed 747-400 full-flight sim-
ulator, the company is tripling its offerings at the
Boeing Flight Services Shanghai training campus.

26 The service industries account for about 68% of U.S. GDP. This
information was sourced from the Office of the United States Trade
Representative, 25 October 2012, http://www.ustr.gov/trade-topics/ser-
vices-investment/services

27 The “Boeing Pilot & Technician Outlook” projects the largest demand
for global pilots and maintenance technicians will be in the Asia Pacific
region. China’s expected requirement leads the region’s demand with a
need for 72,000 new commercial airline pilots and more than 108,000
maintenance technicians over the next 20 years.

Figure 4: US$/RMB Exchange Rate (average price per
100 USS$), 2005-2012
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Frictions in U.S.-China economic and
trade relations

Although growing U.S.-China economic ties are
widely considered to be mutually beneficial, ten-
sions between the two countries have risen over a
number of issues.

China’s currency policy

Many U.S. policymakers, labor groups and rep-
resentatives of import-sensitive industries have
charged that, despite gradual reforms, the Chinese
government continues to manipulate its currency to
keep its value artificially low against the dollar. The
critics claim that this policy constitutes a de facto
subsidy of Chinese exports to the U.S. and acts as a
tariff on U.S. imports to China. They believe China
keeps the value of the RMB artificially low to gain a
competitive trade advantage.

China’s response is that it intends to “proceed
further with reform of the RMB exchange rate re-
gime and to enhance the RMB exchange rate flex-
ibility”, but it rules out any large one-time revalua-
tion, stating “it is important to avoid any sharp and
massive fluctuation of the RMB exchange rate™.
Since China began exchange rate reforms in 2005,

28 “Statement on Promoting the Reform of the RMB Exchange
Rate Regime and Enhancing the RMB Exchange Rate Flexibil-
ity”, 19 June 2012, http://www.pbc.gov.cn/publish/goutongjiaol
iu/524/2010/20100621164121167284376/20100621164121167284376_.
html
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the RMB has appreciated in nominal terms by
about 23% against the U.S. dollar®(see Figure 4).

Trade restrictive measures

A number of trade restrictive measures such as
tariff-rate quotas (TRQ), import duties and trade
remedies have been imposed by the U.S. and China.
History shows that trade restrictive measures intro-
duced in times of crisis might meet the short-term
domestic political needs but can also hamper long-
term economic development.

Both China and the U.S. resort to trade remedy
measures including countervailing and anti-dump-
ing duties to protect domestic industries and em-
ployment. These have led to an increasing number
of cases brought to the WTO trade dispute settle-
ment process.

Since 2010, China has launched a number of
anti-dumping and countervailing cases against
U.S. imports including dispersion unshifted single-
mode optical fiber, caprolactam, distillers dried
grains, coated bleached folding, solid bleached sul-
phate (SBS), folding boxboard (FBB), coated ivory
board or white card paper, ethylene glycol mono-
butyl ether, diethylene glycol monobutyl, and res-
orcinol (resorcin)®*. On the other hand, the U.S.
has also initiated a series of anti-dumping investi-
gations of Chinese imports, including steel wheels,
steel cylinders, crystalline silicon photovoltaic cells
and modules, wind towers and drawn stainless steel
sinks?'.

In March 2012, U.S. President Barack Obama
signed into law a bill that authorizes the U.S. Com-
merce Department to impose punitive counter-
vailing duties on non-market economies including
China, providing subsidies to manufacturers and
importers.

29 Data sourced from the China Statistical Yearbook, various years.

30 World Trade Organization (2012), “Director-General’s report on
trade-related developments (Mid-October 2011 to mid-May 2012),
World Trade Organization.

31 “Director-General’s report on trade-related developments (Mid-Octo-
ber 2011 to mid-May 2012)”, World Trade Organization, 2012.

Intellectual property rights protection

Although China has improved significantly its in-
tellectual property rights (IPR) protection regime
over the past decades by beefing up its laws and con-
ducting periodic focused campaigns against major
infringers, protection of IPR is still inadequate. The
U.S. International Trade Commission (USITC)
estimated that in 2009, U.S. intellectual property-
intensive companies that conducted business in
China lost US$48.2bn in sales, royalties and license
fees because of IPR violations®. U.S. Customs and
Border Protection reported that China accounted
for 66% of pirated goods seized by the agency in
2010. There is also a growing trend for counterfeit
goods from China to be shipped by mail or courier.

Government procurement

Foreign firms are disadvantaged in their access to
China’s government procurement market. In June
2009, the Chinese government issued a circular
with a “Buy China” provision, requiring that proj-
ects funded by the US$586bn stimulus package
gave preference to domestic firms. U.S. businesses
are concerned that final implementing regulations
for the forthcoming Chinese government procure-
ment law will promote the use of domestic content
to the disadvantage of products and services from
foreign-owned companies.

China committed to the Government Procure-
ment Agreement (GPA) as part of its WTO acces-
sion. But its inclusion in the GPA is still under ne-
gotiation. Since 2007, China has submitted three
offers, but each time economies already part of the
GPA have asked it to make improvements so that
the terms are comparable to the concessions they
made when they acceded to the agreement.

32 See Chapter 14 for more details.
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Figure 5: Share of Processing Trade in China’s Total
Exports, 1981-2011
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Figure 6: Share of Foreign-invested Enterprises in Total
Value of China’s Processing Trade Exports, 1995-2011
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Reasons and perspectives on the U.S.-
China trade imbalance

Since China’s exports to the U.S. exceed by a wide
margin U.S. exports to China, the U.S. trade deficit
with China is likely to continue for a long time, even
though U.S. exports to China have been increasing
faster than Chinese exports to the U.S. in recent years.

From a macroeconomic perspective, the low
savings rate and high consumption rate in the U.S.
are the fundamental reasons for the growing trade
deficit the U.S. has with the rest of the world.

However, to understand better the bilateral U.S.-
China trade imbalance, one should take a closer
look into China’s trading pattern.

Although the relative importance of processing
trade has been decreasing over the past decade, it
still accounted for 44% in total exports in 2011 (see
Figure 5).

Figure 7: Share of Foreign-invested Enterprises in
China’s Total Export Value, 1986-2011
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Figure 8: China’s Balance of Processing Trade, 2001-2010
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Figure 9: China’s Balance of General Trade, 2001-2010
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Foreign-invested enterprises have dominated
the export sector, with 52.4% of total export value
and 83.7% of the processing trade in 2011 (see Fig-
ures 6 and 7).

Processing trade accounts for most of China’s
trade surplus (see Figure 8).

In the two years since 2009, China has recorded a
trade deficit in the general trade sector (see Figure 9).
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These facts show that a substantial proportion
of China’s trade surplus comes from the processing
trade surplus that is created by foreign-invested en-
terprises using China as a base for the assembly of
final products.

The growth of China as part of this East Asian
and global supply chain has also resulted in a
‘transfer’ of trade surpluses with the U.S. from oth-
er Asian economies to China. Standard gross trade
statistics therefore need to be examined in more de-
tail before valid conclusions could be drawn.

The imposition by the U.S. of controls on high-
tech exports to China also helps to explain part of
the U.S. trade deficit with China, as indicated by a
fall in the U.S. market share of China’s import of
high-tech products and a rapidly growing trade def-
icit the U.S. has with China in high-tech products
trade.

China as the final assembler in Asia-wide produc-
tion networks
The sizable bilateral goods trade deficit that the
U.S. has with China has a lot to do with the grow-
ing internationalization of production with China
as the final assembly point for many products. As
companies in Japan, South Korea, Singapore, Tai-
wan and other neighboring economies and regions
have moved production plants to China or expand-
ed their operations in China, products previously
made in these countries and exported to the U.S.
would be exported from China to the U.S. and clas-
sified as made in China. Therefore, a side effect of
these developments is the ‘transfer’ of the trade sur-
pluses these economies have with the U.S. to China.
As shown in Figure 10, the trade deficits of the
U.S. with South Korea, Japan and Taiwan edged
down in recent years. From 2004 to 2010, South
Korea’s trade surplus with the U.S. decreased from
US$19.9bn to US$10.1bn; Japan's dropped from
US$75.2bn to US$59.8bn; and Taiwan’s went from
US$12.9bn to US$9.9bn. These falls occurred as
China’s trade surplus with the U.S. built up and

Figure 10: Changes in Trade Surplus of Major U.S. Trade
Deficit Sources, 2004 and 2010
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Figure 11: China’s Trade Deficit with Neighboring
Economies, 2004-2010
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China’s trade deficits with its neighboring econo-
mies and regions grew. For example, China’s trade
deficit with Japan rose from US$20.8bn in 2004 to
US$55.7bn in 2010; the deficit with South Korea
increased from US$34.4bn to US$69.6bn; and the
deficit with Taiwan expanded from the US$51.1bn
to US$86.0bn (see Figure 11).

In 2004-10, Asia accounted for about 55% of the
total U.S. trade deficit, with this figure relatively
stable over the period. But as the production base of
many consumer products, China became the major
source of the U.S. trade deficit with Asia, with its
contribution increasing from 24.85% to 43%. These
figures show that the trade surpluses of some Asian
economies with the U.S. have been ‘transferred’ to
China.

Another set of data also illustrate the transfer
of trade surpluses to China from other East Asian
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economies. Figure 12 shows that East Asia’s share of
U.S. manufacturing imports stood at about 40% be-
tween 1990 and 2009, during which the share of im-
ports from China increased from 3.51% to 23.72%,
while that of the rest of East Asia decreased from
39.18% to 18.72%.

From 1990 to 2009, China’s share of total U.S.
high-tech imports increased from 1.81% to 28.33%,
while its share of medium-high tech imports grew
from 1.06% to 13.53%, medium-low tech imports
from 1.87% to 15.54%, low-tech imports from 9.37%
to 36.86%, and ICT imports from 1.97% to 40.31%.
Over the same period, the share of imports by the
U.S. from other East Asian economies gradually
decreased — from 60.64% to 24.64% for high-tech
products, from 37.97% to 22.74% for medium-high
tech products, from 21.63% to 11.81% for medium-
low tech products, from 33.57% to 10.25% for low
tech products, and from 72.34%% to 30.59% for ICT
products (see the Appendix to this chapter for more
details).

Global sourcing trends have been changing in
recent years. Due to rising labor and other costs
in China, a growing number of manufacturers in
China, particularly those low-value-added, assem-
bly-type manufacturers, have been relocating pro-
duction plants to lower-cost emerging markets such
as Vietnam, Indonesia, Cambodia, Bangladesh and
Mexico. Some companies have pursued a “China
plus” strategy by setting up factories outside China
to test the waters in new markets and diversify their
supply chains. These developments suggest that
part of China’s bilateral trade surplus with the U.S.
would likely be shifted to these emerging countries
in the coming years.

Gross data may not show China’s real gain from
its trade with the U.S.

Processing trade, characterized by a relatively small
share of domestic added value and high import
content, accounts for about half of China’s foreign
trade. The trade picture would be different if the

Figure 12: Contribution of East Asian Economies to U.S.
Imports of Manufactured Products
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actual value-added in each country is taken into ac-
count, rather than the total imports and exports of
goods and services.

A Study by Professor Chen Xikang® of the
Academy of Mathematics and Systems Science at
the Chinese Academy of Sciences found that in
2010 every US$1,000 of U.S. exports to China (in-
cluding re-exports from Hong Kong) generated an
added value of US$880 for the American economy.
In comparison, for every US$1,000 of Chinese ex-
ports to the U.S. - including re-exports from Hong
Kong - the added value was only US$573. The do-
mestic value-added contribution to the U.S. econ-
omy of U.S. exports to China was thus about 54%
more than that of the added value contribution to
the Chinese economy of Chinese exports to the U.S.
Moreover, China’s trade surplus with the U.S. in
2010 as measured by the value-added approach was
US$91.7bn, about 58% less than the US$ 217.9bn
based on the gross value of trade.

33 See Chapter 8 for more details.
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Who captures the value?

There is little value in high-volume product assembly. The following cases demonstrate the real gain
that China realizes from engaging in processing trade.

Mattel Barbie dolls

The U.S. bought 45% of China’s total toy exports from 2000 to 2009. For every Barbie doll selling at
US$9.90 on the U.S. market, Chinese manufacturers pocketed only US$0.35, while brand owner Mat-
tel took in US$8.0 (information sourced from “Interview with Sheng Guangzu on issues of China’s
trade surplus and trade balance”, China: Xinhua News Agency, 2010).

HP notebook computers
China exported a total of 620 million computer units from 2000 to 2009, of which nearly 30% went
to the U.S. In that period, China imported Intel chips and other components from the U.S. valued
at US$5.6bn (information sourced from, “Interview with Sheng Guangzu on Issues of China’s trade
surplus and trade balance”, China: Xinhua News Agency, 2010.)

According to Shanghai Customs, HP notebook computers exported to the US from China sold for
about US$1,000 each to end users, of which U.S. companies shared US$169.60, while the processing
fees of Chinese enterprises were only US$30.30, or 3% of the retail price.

Apple iPhones

The iPhone is one of Apple’s big money makers. U.S. aca-
demics Kenneth L. Kraemer, Greg Linden and Jason Ded-
rick determined that Apple kept about 58% of the retail price
of the iPhone 4 - a far bigger share than other firms in the

Figure 13: Value Distribution of the
iPhone, 2010

supply chain received (information sourced from, “Captur-
ing Value in Global Networks: Apple’s iPad and iPhone”,
Kenneth L. Kraemer, Greg Linden and Jason Dedrick, Uni-
versity of California, Irvine; University of California, Berke-
ley; and Syracuse University, July 2011). A 2010 study by the
Asian Development Bank Institute showed of the US$2.02bn
worth of iPhones exports to the U.S. from China, 96.4%
was transferred added value from other economies — Japan
(US$670m), Germany (US$326m), South Korea (US$259m),
the U.S. (US$108m) and other countries (US$542m). The
value added in China was only US$73.45m, or 3.6% of the
value of iPhone exports to the U.S. (information sourced
from, “How the iPhone Widens the United States Trade Def-
icit with the People’s Republic of China”, Xing, Yuqing, and

B Apple profits 58.50% B S. Korea profits 4.70%
B Non-Apple US profits 2.40% M Unidentified profits 5.30%
E.U. profits 1.10% M Cost of inputs: materials 21.90%
Taiwan profits 0.50% Cost of inputs:
Japan profits 0.50% Non-China labor 3.50%
Cost of inputs:
China labor 1.80%

Neal Detert, ADBI Working Paper 257, Tokyo: Asian Devel-
opment Bank Institute, December 2010)(see Figure 13).

Source: Kenneth L. Kraemer, Greg Linden, and Jason Dedrick,
Capturing Value in Global Networks: Apple’s iPad and iPhone,
University of California, Irvine, University of California, Berkeley
and Syracuse University, July 2011.
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Figure 14: U.S. High-Tech Products Trade with China,
2002-2010
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Figure 15: Proportion of U.S. high-tech exports in
total bilateral trade volume between the U.S. and the
respective countries
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U.S. controls have severely limited its high-tech
exports to China. U.S. high-tech products trade
with China has been in deficit since 2002, when the
shortfall was US$11.8bn. By 2010, the deficit had
risen to US$94.2bn (see Figure 14). In 2003, the U.S.
tightened controls on high-tech exports to China,
especially software and equipment, and stepped up
monitoring of China’s nuclear and missile technol-
ogy development. Four years later, the U.S. Depart-
ment of Commerce announced fresh limits on the
export to China of dual-use products and technolo-
gies*. These entailed 31 provisions, regulating 20
categories of products that could not be exported
to China.

According to Chinese statistics, during 2001 to
2010, China’s high-tech imports rose from US$64bn

34 ‘Dual use’ refers to items or technologies that have civilian, commercial
and military applications.

to US$412.7bn, representing an increase of 5.4 times
with an average annual growth of 23%. Mean-
while, U.S. high-tech exports to China increased by
150.7%, far below the growth rates of exports from
the E.U. (219.6%) and Japan (332.8%). If the U.S. had
not imposed controls, its exports to China could
have increased significantly more.

The Benefits of Economic
Cooperation to the U.S. and
China

Over the past 30 years, closer U.S.-China economic
ties have not only brought more goods and services,
but have created job opportunities and raised living
standards for both countries. It has also encouraged
exchange of ideas, personnel and technology. These
economic benefits are largely attributable to candid
dialogue and constructive cooperation between
China and the U.S.

Benefits to the U.S.

China has become an important overseas market
for many U.S. products

According to the U.S. Department of Commerce
(USDOC), China was the 23rd largest market for
U.S. exports in 1979. But China has become the
third largest goods market since 2007. In 2012, the
export of goods from the U.S. to China amounted
to US$110.6bn, 64 times that in 1979; China’s share
of U.S. exports also increased from less than 1% in
1979 to 7.1% in 2012%.

It is noteworthy that China was on the list of top
five export markets of 42 U.S. states and was the
biggest export market for Louisiana, Oregon and
Washington in 2010%.

The U.S. exports a wide range of high-tech
products such as mechanical and electrical prod-

35 Data sourced from U.S. Census Bureau.

36 “U.S. Exports to China by State: 2000-2010”, The U.S.-China Business
Council, 30 March 2011, https://www.uschina.org/public/docu-
ments/2011/03/full_state_report.pdf.
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Figure 16: Contribution of Chinese market to Total Sales
of Majority-owned Foreign Affiliates of U.S. Companies,

1994 -2008
1994 2,520 78.14%
1995 4,377 81.06%
1996 5,825 67.12%
1997 8,213 67.67%
1998 9,292 63.60%
1999 14,306 70.19%
2000 18,524 70.28%
2001 23,036 70.54%
2002 30,205 73.02%
2003 36,824 75.53%
2004 46,207 74.43%
2005 52,665 67.88%
2006 65,107 67.76%
2007 79,349 70.99%
2008 98,952 75.32%

Source: U.S. Bureau of Economic Analysis, U.S. Direct Investment Abroad, 1994-2008

ucts, medical appliances, airplanes and automo-
biles to China. In 2010, the U.S. exported US$4.5bn
worth of automobiles to China, a 134.34% growth
over the previous year. (In the same year, total U.S.
automobile exports grew by 34.4%.) According to
Boeing Company statistics, Boeing airplanes are
the mainstream passenger and cargo airplanes in
China. By June 2009, among the 1,383 operating
civil airplanes, 736 (or 53%) are Boeing planes®. In
2010, U.S. airplane exports to China grew by 7.9%
from the previous year, reaching US$5.76bn. (In the
same year, the total U.S. airplane exports increased
by 3.9%.)

U.S. companies yield significant investment re-
turns in China

The U.S. is the third largest foreign investor in
China: By the end of 2011, FDI stock from the U.S.
to China totaled US$54.2bn, 49.25% of which had
been invested in manufacturing, followed by whole-

37 Information sourced from on 8 September 2011, http://www.boeingch-
ina.com

Figure 17: Sales Revenues Made by Majority-owned
Affiliates of U.S. Companies in Chinese Market and
Total U.S. Exports to China, 1994 -2008
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sale trade (8.89%), holding companies (non-bank)
(8.94%), information (5.56%), depository institu-
tions (5.49%), mining (5.25%), and finance (except
depository institutions) and insurance (4.58%)*.

U.S. companies generate revenues from the Chi-
nese market through direct investments: Accord-
ing to MOFCOM statistics from the annual joint
inspection on foreign investment enterprises (FIEs)
in China, U.S.-invested companies in China gener-
ated US$310.4bn in sales revenues in 2011, of which
US$228.1bn and US$82.3bn came from sales in Chi-
na and global markets including the U.S., respec-
tively. Since 1994, of the total sales made by foreign
affiliates of U.S. companies, 70% are derived from
China. And the sales volume in the Chinese mar-
ket grew from US$2.52bn in 1994 to US$98.95bn in
2008 (see Figure 16). It is also noteworthy that since
1999, sales made by majority-owned Chinese af-
filiates of U.S. companies have been larger than the
volume of U.S. exports to China (Figure 17).

China has also been the profit center for many
U.S. businesses: According to MOFCOM statistics
from the annual joint inspection on FIEs in China,
U.S.-invested companies in China made US$21.1bn
in profits in 2011. Despite the global financial crisis,
the majority of U.S.-invested companies in China
still performed above par, and contributed signifi-
cantly to profit growth of their parent companies.

38 Data sourced from U.S. BEA.
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In 2005, repatriated profits of all U.S. affiliates
in China amounted to US$3.3bn*. According to an
estimate, between 1999 and 2009, the operational
net profit margin of U.S. direct investment in China
was 15%, and if asset appreciation and Chinese cur-
rency appreciation factors are considered, the ac-
tual profit margin might have been 18%*.

U.S. companies are actively participating in Chi-
na’s services sectors

The U.S. ran a trade surplus with China in its ex-
port of services. The figure grew from US$515m in
1992 to US$15.37bn in 2011*, representing a 29-fold
increase. Statistics from U.S. Bureau of Economic
Analysis (BEA) suggest that the value of U.S.-China
trade in services was US$38.03bn in 2011; of which,
70% was the U.S.” exports to China.

By the end of 2010, U.S. businesses had set up
footholds in most of the 100 services sectors which
are marked for liberalization in China. In account-
ing, banking, insurance, securities and commerce
sectors, U.S. service providers are proven to have
distinct comparative advantages. According to the
statistics of the Chinese Ministry of Justice, as of
March 2011, U.S. law firms had set up 101 repre-
sentative offices in China, accounting for 42.98% of
all the representative offices established by foreign
law firms. According to the annual joint inspection
statistics by MOFCOM, 1,343 U.S. consulting com-
panies made sales revenue of US$2.3bn in China
in 2011.

Imports of consumer goods from China have great-
ly improved the standard of living for Americans
Chinese exports to the U.S. have been of adequate
quality and low cost, which have helped to keep the
rate of inflation low in the U.S.

39 “The China Effect: Assessing the Impact on the US Economy of Trade
and Investment with China”, Erik Britton, Christopher T. Mark, Sr. a
report by Oxford Economics and the Signal Group, January 2006.

40 “Why the financial restructuring is needed”, Pan Yingli, Jie Fang Daily,
14 November 2010, Column 8 (B2, (AMIEEMRESREE),

CHERLBIRY 2010511 H14B 5/\KR).

41 Data sourced from U.S. BEA.

Imports of ‘Made-in-China’ products have
also improved the living standard for Americans.
Among the Chinese exports to the U.S. market,
about 75% are consumer products like garments
and footwear, toys, bags and cases, and electronic
and electrical products.

To take footwear as an example, according to
the U.S. customs, the U.S. imported US$15.07bn
worth of footwear products from China in 2010,
accounting for 76% of the total U.S. footwear im-
ports (or equivalent to 87% of the total 2.07 billion
pairs of footwear). The average price of a pair of im-
ported shoes from China was US$7.57 which was
lower than the imported price from other regions
by US$7.99. It is estimated that the U.S. consumers
saved US$16.55bn in 2010 by importing footwear
products from China*.

Division of labor between China and the U.S. ben-
efits workers on both sides

The article “China makes, the world takes” by James
Fallow illustrated that Chinese workers making
US$1,000 a year have been helping American de-
signers, marketers, engineers and retailers make
US$1,000 a week (and up) to earn even more. Plus,
they have helped shareholders of U.S.-based com-
panies®.

Another article** published by the Federal Re-
serve Bank of San Francisco found that goods and
services from China accounted for only 2.7% of
U.S. personal consumption expenditures in 2010;
of which, less than half reflected the actual costs of
Chinese imports. The rest went to U.S. businesses
and workers transporting, selling and marketing
goods carrying the ‘Made in China’ label.

Trade with China has also brought signifi-
cant job opportunities in the U.S. In April 2010,
the International Trade Administration and the

42 Data sourced from USITC.

43 “China makes, the world takes”, James Fallow, The Atlantic, July-August
2007, pp.19.

44 “The U.S. Content of ‘Made in China™, Galina Hale and Bart Hobijn,
FRBSF Economic Letter, 8 August 2011, http://www.frbsf.org/publica-
tions/economics/letter/2011/e12011-25.html
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Figure 18: Jobs in the U.S. Supported by Exports of Goods and Services to China, 1993-2008

Jobs generated by goods exports to China
(thousand jobs/person)

Jobs generated by services exports
(thousand jobs/person)

Total
(thousand jobs/person)

1993 112.2 16.1 128.4
1994 114.0 17.0 131.0
1995 139.3 20.4 159.7
1996 135.4 24.6 160.1
1997 138.3 27.6 165.9
1998 149.0 30.1 179.1
1999 130.3 28.7 159.0
2000 150.5 34.9 185.4
2001 173.8 38.4 212.2
2002 187.4 40.2 227.6
2003 222.7 37.8 260.5
2004 250.2 45.6 295.8
2005 280.0 51.4 331.4
2006 350.1 62.1 412.2
2007 388.3 72.4 460.7
2008 413.6 80.4 494.0

Source: Calculations based on International Trade Administration, Economic and Statistics Administration of the USDOC, Exports Support American Jobs, 2010

Economic and Statistics Administration of the
USDOC released the report “Exports Support
American Jobs”, which examines the relationship
between U.S. exports and the jobs they support
for the period 1993 to 2008. Based on the number
of export-driven employment and the percentage
of export to China in the overall trade volume,
U.S. exports to China supported 128,400 jobs in
the U.S. in 1993, 112,200 and 16,100 of which are
generated by goods trade and service trade, re-
spectively. In 2008, exports to China helped cre-
ate 494,000 jobs in the U.S., and goods trade and
services trade generated 413,600 and 80,400 jobs
respectively (see Figure 18).

An analysis by Professor Chen Xikang and his
team found that for every US$1bn of U.S. exports of
goods and services to China in 2010, 6,400 person-
years in non-farm employment were generated in
the U.S. Since U.S. exports to China amounted to
US$114.5bn in 2010, this implies that an estimated
732,800 jobs were generated.

Many bemoaned the loss of American jobs to
China. Indeed, statistics from the Bureau of Labor
Statistics (BLS) show that since 2004, there have been
5,000 to 16,000 job losses in the U.S. per annum, ac-
counting for 0.4-1.6% of the total layoffs. Of the total
number of losses, within-company relocations ac-
count for 66%-93%* (see Figure 19). Even if all these
relocations had gone to China, the impact is so small
that it should not be a key factor affecting the big pic-
ture of the U.S.-China economic relations.

Benefits to China

The U.S. plays an important role in China’s GDP
and export growth

During the past few decades, China has gained sig-
nificant benefits through access to the U.S. market,
investment and technology. Helped by the continu-

45 Movement of work actions by type of separation where number of
separations is known by employers, 2004 through 2008, 2009 and 2010,
http://www.bls.gov/mls/
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Figure 19: Job Losses in the U.S. due to Work Transferred Overseas, 2004-2010

Number of out-of-country relocations

Total number ~ Within company  Losses to other

Percentage of within-
company relocations in

Percentage of out-of-

Total losses from  country relocations in the

of losses relocations companies the total number of losses the U.S. overall employment
2004 16,197 12,905 3,292 79.68% 993,909 1.63%
2005 12,030 9,438 2,592 78.45% 884,661 1.36%
2006 13,367 11,776 1,591 88.10% 935,969 1.43%
2007 11,856 9,887 1,969 83.39% 965,935 1.23%
2008 11,431 10,392 1,039 90.91% 1,516,978 0.75%
2009 10,378 9,630 748 92.79% 2,108,202 0.49%
2010 5,336 3,548 1,788 66.49% 1,257,134 0.42%
1st Half 2011 3,325 3,042 283 91.49% 486,482 0.68%

Source: Movement of work actions by type of separation where number of separations is known by employers, 2004 through 2008, 2009 and 2010; Extended mass layoff events and

separations, selected measures, 2004-2011.

ously expanding economic and trade cooperation
with the U.S., China has been able to overcome the
bottlenecks of market, resources and technology, and
improve its economy in terms of size, structure and
quality, and begin the process of its modernization.

Since the early 1990s, China has maintained an
average annual economic rate of growth of nearly
10%, mainly due to its adherence to an open trade
and investment regime. As an export-oriented
economy, exports has played an important role in
China’s economic growth, accounting for over 40%
of China’s GDP, and contributed over 20% to its
growth. As China’s largest export market, the U.S.
accounted for about 20% of China’s total export for
many years. The U.S. is also the biggest source of
China’s trade surplus.

Exports to the U.S. support employment at home
In the past 30 years, the composition of China’s ex-
ports has witnessed a continuous process of upgrad-
ing. In the earlier years, primary products and low-
technology, labor-intensive, light-manufactured
products accounted for a dominant share of Chi-
nese exports to the U.S. In recent years, mechanical
and electrical products have gradually dominated
China’s exports to the U.S.

Exports to the U.S. have helped create employ-
ment. It has been estimated by Chen Xikang and

his team that every US$1bn of Chinese exports of
goods and services to the U.S. in 2010, created em-
ployment of 38,930 person-years in non-agricul-
tural employment in China. Since Chinese exports
to the U.S. amounted to US$293.2bn in 2010, this
means that an estimated 11.4 million person-years
of employment was generated, equivalent to 2.4%
of total Chinese non-agricultural employment. Be-
sides, the contribution to Chinese GDP (value-add-
ed) from majority-owned Chinese affiliates of U.S.
companies has increased from US$678m in 1994 to
US$27.3bn in 2008.

In 2011, U.S.-funded enterprises paid a total tax
of US$21.7bn, employed 2.19 million workers in-
cluding 26,100 expatriates, with 290,000 of them
newly added that year*s.

U.S.-China economic cooperation contributes to
China’s industrial upgrading and modernization
By the end of 2010, U.S. companies have cumulative-
ly set up over 250 R&D centers in China. The R&D
expenditures by majority-owned Chinese affiliates of
U.S. companies have grown from US$7m in 1994 to
US$1,517m in 2008. (see Figure 20) U.S. direct invest-
ments in China have helped China to accelerate its
industrial restructuring and upgrading process, and

46 Sourced from MOFCOM statistics from the annual joint inspection on
FIEs in China.
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Figure 20: Contribution of the Majority-owned China Affiliates of U.S. Companies to China’s GDP and Employment,

1994-2008
Added value in GDP R&D expenditure Number of newly employed
US$ millions US$ millions Thousand persons
1994 678 7 62.4
1995 1,092 13 80.9
1996 2,073 25 101.4
1997 3,194 35 138.4
1998 3,004 52 175.5
1999 3,945 319 252.4
2000 5,495 506 252.0
2001 5,995 (D) 273.0
2002 7,631 645 316.7
2003 8,747 565 338.9
2004 12,529 575 459.9
2005 16,221 668 521.8
2006 18,489 759 591.5
2007 21,438 1,173 676.2
2008 27,296 1,517 774.2

Source: U.S. Bureau of Economic Analysis; U.S. Direct Investment Abroad, 1994-2008

have contributed to China’s technological advance-
ment. They have also helped Chinese enterprises to
enhance management skills, learn from the interna-
tional markets and broaden the global scope®.

Prospects for Cooperation

in the Next Decade:

Further Trade Growth
Opportunities and a Gradual Fall
in the Trade Imbalance

Given the momentum built up in China’s modern-
ization process, China’s economy is expected to
continue growing at a rapid rate in the next decade
and beyond, with urbanization, industrial upgrad-
ing, and consumer demand growth continuing to
be major growth drivers. Meanwhile, while the U.S.
economy is going through a difficult process of ad-
justment to the after effects of the financial crisis
of 2007-2008 and the need to manage public sector

47 See Chapter 13 for more details.

deficits, prospects for the U.S. economy continue to
be promising, given the strong innovative and tech-
nological capabilities of the American economy.
Looking forward into the next decade, the further
growth of the U.S. and Chinese economies will
create a lot of opportunities for the two countries
to develop further their economic cooperation, to
deepen engagement, and to benefit from this mutu-
ally interdependent relationship.

Promotion of imports and domestic consump-
tion under China’s 12th Five-Year Plan, and the U.S.
National Export Initiative to double exports by the
end of 2014 will both help promote bilateral trade
and improve the trade imbalance. Both countries
should seek common ground for trade cooperation
to achieve a more balanced trade in the next decade.

Promotion of China’s imports and
domestic consumption

China’s 12th Five-Year Plan states that domestic
consumption will be a key driver of growth in the
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Figure 21: Projected Share of U.S. Nominal Export
Growth, 2009-2014

BE.U. 10%
M Canada 8%
China 18%
Mexico 11%
Other developed economies 11%
B Other emerging and developing
economies 42%

Source: “Investigation Report of Households’ Financial Assets”, Investigation and
Research Center of China’s Household’s Financial Assets, Southwest University of
Finance and Economics, China.

future. This will be achieved by promoting urban-
ization, steadily reforming the income distribution
system, improving the social security system and
creating a favorable consumption environment. By
2015, China plans to increase the total retail sales of
consumer goods to RMB32tr with an annual aver-
age growth of 15%.

China will also gradually change the focus of its
trade policy from export orientation of the past 10
years to consolidating exports and promoting imports
to achieve a more balanced trade. China aims to in-
crease the size of its imports, with aggregate imports
reaching US$10tr or more in five years. China also
plans to double its merchandise imports from the U.S.
by 2015, increasing the value to US$200bn, up from
US$122.1bn in 2011. Boosting imports will entail de-
veloping a more open market for a range of consumer
goods. Based on current trends, China will overtake
the U.S. to be the world’s largest importer by 2020.

Doubling U.S. exports and
re-industrialization

In January 2010, President Obama set out the Na-
tional Export Initiative, a plan to double U.S. ex-
ports to US$3tr by 2014, which implies an average
annual growth rate of 15%. Besides setting up an
‘export promotion cabinet’ to involve all important
economic sectors in the campaign, the U.S. govern-
ment devised an action plan to achieve the goal.

According to the “2011 Economic Report of the
President”, from 2010 to 2014, Canada, the E.U. and
other key U.S. trading partners would play signifi-
cant roles in the initiative. While about 10% of ex-
port growth would come from the E.U. and 8% from
Canada, more than 70% would be generated by
trade with China, Mexico, Brazil and other emerg-
ing and developing countries and regions. China’s
share of export growth would reach 18%, far higher
than that of any other economy (see Figure 21).

Implementation of the National Export Initia-
tive and the ‘re-industrialization plan’ to revital-
ize U.S. manufacturing, together with other moves
such as the gradual relaxation of high-tech export
controls, will not only help reduce the U.S. trade
deficit but will also create jobs for Americans.

Return of manufacturing to the U.S.

A report by the Boston Consulting Group (BCG)
published in 2012 finds that the U.S. could gain two
to three million jobs and an estimated US$100bn
in output as seven industry clusters, i.e. transporta-
tion goods, electrical equipment/appliances, furni-
ture, plastics and rubber products, machinery, fab-
ricated metal products and computers/electronics
shift production back from China to the U.S. in the
next five years. The seven sectors account for about
US$2tr in U.S. consumption per year and about
70% of U.S. imports from China, valued at nearly
US$200bn in 2009. The job gains would come di-
rectly through added factory work and indirectly
through supporting services, such as construction,
transportation and retail*.

This BCG report also predicts that, within five
years, the total cost of production for many prod-
ucts will be only about 10% to 15% less in Chinese
coastal cities than in some parts of the U.S. where
factories are likely to be built. Factor in shipping,
inventory costs and other considerations, and the

48 “US Manufacturing Nears the Tipping Point: Which Industries, Why,
and How Much?”, Harold L. Sirkin, Michael Zinser, Douglas Hohner,
Justin Rose, The Boston Consulting Group, 2012.
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Figure 22: Export Control Reform Initiative

Phase Control list Licensing Enforcement IT
1 Refine, understand, harmonize definitions | Implement regulatory- Synchronize and de- Determine enterprise-
to end jurisdictional confusion between based improvements to conflict enforcement; | wise needs.
two lists; establish new control criteria. streamline licensing. create Enforcement
Fusion Center.
I Restructure two lists into identical Complete transition to Expand outreach and | Transition toward
(Requires tiered structures; apply criteria; remove mirrored control list; compliance. a single electronic
congressional unilateral control while appropriate; fully implement licensing licensing system.
notification; requires | submit proposal multilaterally to add/ harmonization.
additional funding.) remove controls.
I Merge two lists into a single list; Implement single licensing | Consolidate Implement a single
(Requires legislation) | implement process for updating list. agency. enforcement activities | system for licensing and
under one agency. enforcement.

Source: Ian F. Fergusson, Paul K.Kerr, “The US Export Control System and the President’s Reform Initiative”, Washington D.C.: Congressional Research Service, 2012.

cost gap between sourcing from China and manu-
facturing in the U.S. will be minimal. Certain U.S.
states, such as South Carolina, Alabama and Ten-
nessee, will turn out to be among the least expen-
sive production sites in the industrialized world.
As a result, the BCG report expects companies to
begin building more capacity in the U.S. The early
evidence of such a shift is mounting®:

 The Coleman Company is moving production of
its 16 quart wheeled plastic cooler from China to
Wichita, Kansas, owing to rising Chinese manu-
facturing and shipping costs.

o Ford Motor Company is bringing up to 2,000
jobs back to the U.S. in the wake of a favorable
agreement with the United Auto Workers that al-
lows the company to hire new workers at US$14
per hour.

o Sleek Audio has moved production of its high-
end headphones from Chinese suppliers to its
plant in Manatee County, Florida.

U.S. export control reform
After President Obama called for a broad review of

the U.S. export control system in August 2009, the
U.S. launched the Export Control Reform (ECR) Ini-

49 “Made in America, Again- Why Manufacturing Will Return to the US”,
Harold L. Sirkin, Michael Zinser, Douglas Hohner, The Boston Consult-
ing Group, 2011.

tiative (see Figure 22), which is to change fundamen-
tally the export control system in three phases. The
goal is to achieve four ‘singularities’ — a single licens-
ing agency, a single control list, a single enforcement
structure and a single information technology sys-
tem. The changes should reduce significantly restric-
tions on technology transfers, limiting them only to
technologies that have a clear impact on national se-
curity and are not readily available elsewhere.

In the fourth round of the U.S.-China SED in
May 2012, the U.S. agreed to “facilitate the export
of civilian high-tech exports for civilian end-users
and civilian end-uses” and to “process, in a time-
ly manner, specific requests for items for civilian
end-users and civilian end-uses that China wishes
to procure that may be subject to export controls,
once the United States receives all necessary infor-
mation required under the Export Administration
Regulations™® (see Figure 23).

China’s tariff cuts

According to the “2011 Report to Congress on
China’s WTO Compliance” published by the U.S.
Trade Representative, China has implemented its
tariff commitments for industrial goods on time
each year. During its bilateral negotiations with in-

50 U.S. Department of the Treasury, Fourth Meeting of the U.S.-China
Strategic and Economic Dialogue, Joint U.S.-China Economic Track
Fact Sheet, http://www.treasury.gov/press-center/press-releases/Pages/
tg1567.aspx (5 April 2012).
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Figure 23: Results of the Fourth Meeting of the U.S.-China Strategic and Economic Dialogue

Enhancing
macroeconomic
cooperation

Foster a durable global recovery, and establish a strong, sustainable and balanced future global growth.

The U.S. plans to move toward a pattern of growth that features increased levels of investment, exports, and gross saving rate.
China plans to transform its economic development pattern, improving the livelihood of its people and expanding domestic
demand primarily by increasing consumption. Import tariffs will be reduced.

Both plan to move towards more market-determined exchange rate systems and enhance exchange rate flexibility

Promoting open trade

and investment

Foster open, fair and transparent investment environments to their domestic economies and to the global economy.
Building a more open global trade system and jointly resisting trade protectionism.
Strengthen law enforcement against IPR infringement.

International rules
and global economic
governance

To establish an international working group of major providers of export financing to create a set of guidelines on the official
export financing that are consistent with international best practices.

Strengthen information exchange of regional free trade agreements.

Deepen the study of bilateral trade methodology.

Source: U.S. Department of the Treasury, Fourth Meeting of the U.S.-China Strategic and Economic Dialogue, Joint U.S.-China Economic Track Fact Sheet, 5 April 2012.

terested WTO members leading up to its accession,
China agreed to increase market access for U.S. and
other foreign companies by reducing tariff rates on
industrial goods from 2002 through 2010. On the
first day of each year, China implemented its sched-
uled tariff reductions as required. Indeed, since its
WTO accession, China has reduced tariffs on goods
of the greatest importance to U.S. industry from a
base average of 25% to approximately 7%, signifi-
cantly increasing market access for U.S. exporters
in a range of industries™.

China has implemented several rounds of tar-
iff cuts in 2012. In January, it reduced the interim
import tariff rates on some 730 products, including
energy and raw materials, high-tech manufacturing
equipment, inputs for agricultural production, food
and public health products. In April, China further
reduced tariffs on such products as slitting blades
for paper cutting machines (from 8% to 3%) and
objective lenses (from 15% to 10%). In the Fourth
Meeting of the U.S.-China SED, China committed
to another round of import tariff cuts on a series of
consumer goods before the end of 2012.

Recommendations for
promoting bilateral trade

The U.S. and China recognize that achieving a more
balanced trade relationship can advance economic

51 “2011 Report to Congress on China’s WTO Compliance”, USTR,
December 2011, p. 28.

growth in both countries, positively impact global
economic stability and promote international secu-
rity. Listed below are the recommendations to pro-
mote bilateral trade in the next decade:

1 With the participation of chambers of commerce
in the U.S. and China, both countries should es-
tablish information-sharing and early-warning
mechanisms in areas of anti-dumping, counter-
vailing and other trade issues to prevent decision-
making errors.

2 The U.S. and Chinese governments should agree
to an expedited process for the adjudication of
their disputes at the WTO. A speedy resolution of
these disputes can prevent a problem from fester-
ing and spreading over to other unrelated areas
and also reduce the risks of either country engag-
ing in purely ‘tit-for-tat’ type retaliatory behavior.

3 The increasing complementarity between FDI
and trade has resulted from the growing frag-
mentation of production and the globalization of
distribution networks. Both sides should estab-
lish a bilateral investment committee to promote
investments in manufacturing and service sec-
tors, and regularly exchange views on U.S.-China
investment laws and policies.

4 The expansion of high-tech exports to China is a key
initiative to ease part of the U.S.-China trade imbal-
ance. Both sides should promote bilateral trade in
high-tech products, and the U.S. should consider
streamlining further its export control processes.
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5 Both sides should organize trade fairs particularly
for SMEs to promote U.S. exports to China and
foster the establishment of state-to-province and
city-to-city partnerships. The China Import and
Export Fair - the Canton Trade Fair, the world’s
largest manufacturing goods fair - plays an im-
portant role in promoting exports from China.
There is room for a similar trade fair to take place
in the U.S. - in a city such as San Francisco - with
the aim of helping SME:s to sell products to China.

6 Both sides should jointly prevent the politiciza-
tion of trade issues. Disputes should be addressed
in a timely manner through communication to
avoid escalation, thus leading to unnecessary
and harmful consequences. Think tank scholars
should establish a specialized research group to
carry out collaborative studies and other projects
so that both sides have a holistic picture of trade
issues of common concern.

7 Nearly 150 countries have recognized China’s
market economy status (MES). But major devel-
oped economies such as the U.S., E.U. and Japan
have not done so due to political, diplomatic and
even ideological reasons. China should also play
its part in expediting its market-oriented reforms
to gain MES recognition from these economies®.

8 The Doha Round of multilateral trade negotia-
tions under the WTO has been going on since
2001, but there is still no sign that a conclusion
is near. The impasse is due to the fundamental
differences in the positions of key members in-
cluding the U.S., E.U,, China, Brazil and other
major trading economies. The U.S. and China
should work together to achieve a breakthrough
so that a conclusion to the Doha Round could be
achieved. This would promote multilateralism in

52 According to WTO rules, China will acquire MES 15 years after
entering the organization. China joined the WTO in 2001, which means
it should receive this recognition by 2016 at the latest. Due to China’s
failure to achieve MES, Chinese products are calculated based on the
market prices of a substitute country - often with much higher produc-
tion costs than China - as the benchmark instead of its real costs, mak-
ing Chinese companies vulnerable to anti-dumping and anti-subsidy
investigations.

global trade negotiations and reinforce the free
trade momentum globally.

In the absence of progress on the multilateral
Doha Round of trade negotiations, countries have
turned to smaller and more focused deals. For ex-
ample, the bilateral free-trade agreement (FTA) be-
tween the U.S. and South Korea took effect in March
2012. The U.S. is in negotiations of a regional, Asia-
Pacific trade agreement, known as the Trans-Pacific
Partnership (TPP) Agreement with the objective of
shaping a broad-based regional pact™. Japan, China
and South Korea also plan to open negotiations for
a trilateral FTA by 2012.

The U.S. and China could study the feasibility of
establishing an FTA. The China Center for Interna-
tional Economic Exchanges estimated that if China
and the U.S. had already established an FTA and
hence reduced their tariffs by 10%, China’s econ-
omy would have increased by 3.93% in 2011 while
the U.S. economy would have risen by 0.45%.
U.S.-China FTA will further facilitate and liberal-
ize trade and investment between the two countries
and more importantly, send a strong message of
confidence to the world market.

Conclusion

While some economic indicators show that the
global economy is stabilizing, the debt problem in
the euro zone alluded to the risks still remaining
in the global financial system. The austerity poli-
cies of many governments have resulted in high
unemployment in many developed economies. The
‘quantitative easing’ policies of more and more cen-
tral banks around the world have raised concerns
about the uncertainties these policies may have
on exchange rates with some countries expressing
concerns about their export competitiveness. The

53 “Bilateral trade deals are moving ahead”, EIU Global Forecasting Ser-
vice, The Economist, 2012.

54 “FTA process will take time”, Wei Jianguo, China Center for Interna-
tional Economic Exchanges, 2012.
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impact of such unconventional monetary policies
has also aroused concerns from many emerging
economies about the impact of global capital flows
on asset bubbles and inflation. Trade protectionism,
capital flow control restrictions and other adminis-
trative measures to deal with the uncertainties of
such a new economic and policy environment re-
main global threats. In addition, the implementa-
tion of Basel III could have an adverse impact on
both the pricing and supply of trade finance. The
road to full global economic recovery is replete with
challenges.

Thanks to the collaboration of the American
and Chinese governments, business communities,
and other stakeholders in both countries, the bi-
lateral trade relationship has made positive strides
over the past three decades. On a bumpy road to
recovery, more work needs to be done to develop
fully commercial ties and tackle unresolved issues
in order to bring greater mutual benefit to compa-
nies, employees and consumers.
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Appendix

Figure 1A: Contribution of East Asian Economies to U.S.

Imports of High-Technology Manufactured Products,
1990-2009
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Notes:

East Asia refers to China, Japan, South Korea, Singapore, Taiwan, Hong Kong,
Malaysia, Thailand, Philippines and Indonesia. Rest of East Asia is defined as East
Asia less China.

According to the International Standard Industrial Classification (ISIC) of All
Economic Activities, Revision 3, high-technology manufactured products comprise
pharmaceuticals, office, accounting and computing machinery, radio, television
and communication equipment, medical, precision and optical instruments, and
aircraft and spacecraft.

Source: OECD STAN

Figure 3A: Contribution of East Asian Economies to

U.S. Imports of Medium-Low Technology Manufactured

Products
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Notes:

East Asia refers to China, Japan, South Korea, Singapore, Taiwan, Hong Kong,
Malaysia, Thailand, Philippines and Indonesia. Rest of East Asia is defined as East
Asia less China.

According to the International Standard Industrial Classification (ISIC) of All
Economic Activities, Revision 3., medium-low technology manufactured products
comprise coke, refined petroleum products and nuclearﬁel, rubber and plastics
products, other non-metallic mineral products, basic metals and fabricated metal
products, building and repairing of ships and boats.

Source: OECD STAN

Figure 2A: Contribution of East Asian Economies to U.S.
Imports of Medium-High Technology Manufactured
Products, 1990-2008
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Notes:

East Asia refers to China, Japan, South Korea, Singapore, Taiwan, Hong Kong,
Malaysia, Thailand, Philippines and Indonesia. Rest of East Asia is defined as East
Asia less China.

According to the International Standard Industrial Classification (ISIC) of All
Economic Activities, Revision 3., medium-high technology manufactured products
comprise chemicals and chemical products less pharmaceuticals, machinery and
equipment, electrical machinery and apparatus, motor vehicles, trailers and semi-
trailers, railroad equipment and transport equipment N.E.C.

Source: OECD STAN

Figure 4A: Contribution of East Asian Economies to U.S.
Imports of Low-Technology Manufactured Products
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Malaysia, Thailand, Philippines and Indonesia. Rest of East Asia is defined as East
Asia less China.

According to the International Standard Industrial Classification (ISIC) of

All Economic Activities, Revision 3., low technology manufactured products
comprise food products, beverages and tobacco, textiles, textile products, leather
and footwear, wood and products of wood and cork, pulp, f)aper, paper products,
printing and publishing, manufacturing N.E.C. and recycling.

Source: OECD STAN
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Figure 5A: Contribution of East Asian Economies to U.S.
Imports of ICT Products
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Executive Summary

omparative advantages arising from the

huge differences in the stage of develop-

ment, resources, labor force, capital and
science and technology form the foundation and
strong complementarity in the economic coopera-
tion between the U.S. and China. The shortage of
some vital natural resources such as energy and wa-
ter to satisfy China’s development needs, in particu-
lar, offers a lot of win-win cooperation opportuni-
ties for both countries. Leveraging U.S. technology
to deal with China’s many development problems
will not only offer business opportunities for U.S.
companies, but also help China to develop in a
more sustainable manner, while helping to mitigate
many of the global issues the world faces as a whole.

As China develops and as China invests heavily
in physical and human capital over the years, there
is a gradual change in the pattern of comparative
advantage between the U.S. and China. The devel-
opment experiences of many Asian economies such
as Japan, South Korea and Taiwan show that com-
parative advantage is not determined by factor en-
dowments alone as orthodox textbook theories sug-
gest, but could be acquired over a period of time.
China is set to repeat such experiences and evolve
from primarily a low-cost, labor-intensive, assem-
bly-type manufacturer to an economy possessing a
diverse range of competitive advantages.

However, the potential for U.S.-China econom-
ic cooperation will not be reduced, even as China
modernizes. For example, as income of the Chinese
consumers grows, China is becoming an increas-
ingly important market. Given the substantial scale
of the U.S. and Chinese economies, the strong abil-
ity of the U.S. economy to re-invent itself from time
to time, and the rapid rate of development in the

Chinese economy, it could be envisaged that the
room for further growth in trade and economic
cooperation between the U.S. and China - both in
scale and in complexity - remain substantial going
forward.

Economic cooperation between the U.S. and
China is not confined to the bilateral relations of
the two countries. In an increasingly networked
world, U.S.-China economic cooperation is an im-
portant part of a global supply chain of goods and
services, an inter-connected global flow of invest-
ments, and a network of exchanges in technol-
ogy, human resources, and business opportunities.
China has been a crucial link between Asia and the
U.S. in the supply chain of many goods. Looking
forward, as the emerging economies become in-
creasingly important markets, there are also ample
opportunities for U.S.-China cooperation in third
markets, given the technical superiority of the U.S.
and the practical experience China has of the devel-
opment world’s needs. U.S.-China economic coop-
eration is important, not only for the two countries
concerned, but also for the world, both in terms of
economic growth and development, as well as in
dealing with challenges confronting the world as a
whole such as environmental sustainability, climate
change and global governance.

China has a much higher savings rate than the
U.S. because of its relatively less-developed econo-
my and younger population. Even after a high do-
mestic investment rate, China still runs a net sav-
ing-investment surplus. This contrasts with a low
savings rate and persistent current account deficits
in the U.S. in the past two decades. However, U.S.
direct investment flows to China far exceeded
Chinese direct investment flows to the U.S. in the
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past, due to a much higher level of technological
and managerial expertise, and the much stronger
global market reach capabilities of U.S. companies
than the Chinese ones. But Chinese official portfo-
lio investments in the U.S. over the years are huge
as reflected in the large amount of U.S. treasuries
held by China. As China’s economy continues to
develop, Chinese direct investment flows to the
U.S. have been rising rapidly in recent years. In
the long term, however, as the Chinese population
ages, China’s savings rate will fall. As the U.S. and
China are the two biggest economies in the world,
the savings and investments flows of the two coun-
tries reflect the very different and rapidly evolv-
ing economic, social and demographic realities of
the two countries. Such investment flows have also
significant implications for each other as well as
on global financial market developments. There is
ample room for cooperation in promoting an ef-
ficient allocation of the savings and investments of
both countries.

The U.S. has been and still is a large market.
But developments in recent years show that the
U.S. economy needs to re-balance from over-con-
sumption and current account deficits to growing
its exports. China has developed into a manufactur-
ing export powerhouse - the ‘world’s factory’- but
is rapidly becoming the ‘world’s market’ as it also
needs to reform its economy further to rely more
on domestic demand rather than exports as an eco-
nomic growth driver. The U.S. and China therefore
need each other to facilitate their economic reform
and restructuring efforts. It is important to realize
that policies and thinking applicable in the past in
U.S.-China economic cooperation will require a
fundamental and forward-looking review.

While the U.S. and Chinese economies are the
two largest in the world in terms of gross domestic
product (GDP) and in international trade, they are
vastly different in many respects. The U.S. is techno-
logically the most advanced nation in the world and
China is the largest emerging nation in the world.
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Evolving Economic Complcmcntarity

between the U.S. and China

The U.S. and China have clear
comparative advantages because
of different factor intensities

and a big gap in the level of
development

Geographically, the U.S. and China are comparable
in total land area - the U.S. covers 9.827 million
square kilometers in area, 1.2% larger than China’s
9.707 million square kilometers. But China has
a population of 1.34 billion, 4.3 times that of the
population of the U.S. of 313.9 million. In 2012, the

working-age population in the U.S. was 209 million
while China had 1,004 million, close to five times
that of the U.S. China’s arable land area amounts to
122 million hectares, accounting for about 12.7% of
its total land area. In the U.S., arable land amounts
to 163 million hectares, or 33% higher than that in
China, and accounts for about 20% of the total land
area in the U.S.

Because of a big gap in the level of development,
the tangible capital per working age population of
the U.S., estimated at around US$111,430 (at 2011
prices), is 6.2 times that of China’s US$18,020. This

Figure 1: Comparison of Factor Endowments: Capital, Labor, Land, Human and Research-and-Development Capital

China U.S.

2010 2011 2012 2010 2011 2012
Tangible capital stock (US$ billions)(at 2011 prices) 14,256 16,136 18,093 23,435 23,322 23,289
Working-age population (million persons) 999 1,003 1,004 207 208 209
Employment (million persons) 761 764 139 140
Area of arable land (million hectares) 122 122 122 163 163 163
Graduates of tertiary institutions (thousands) 5,754 6,082 2,998
R&D capital stock (US$ billions)(at 2010 prices) 382 450 3,251 3,334
Number of U.S. patents granted (units) 2,657 3,174 4,637 107,792 108,626 121,026

Capital flows are from NBSC and IFS database. Capital stocks are estimated by Prof Lawrence ] Lau.
CN: Chinese Statistical Yearbook 2012 Table3-3; 2012 data from annual statistical report. U.S. data: WDI

CN: Data from 2008 census; U.S. from WDI, published in 2009 only
Census data from China and the .U.S

Data on R&D expenditure: From OECD statistics; R&D stocks are estimated by Prof Lawrence J. Lau.

Data from http://www.uspto.gov/web/offices/ac/ido/oeip/taf/cst_utl.htm

Figure 2: A Comparison of Factor Proportions between the U.S. and China

2010 2011 2012
Tangible capital per w.orkmg-age population (US$ 14.265 16.090 18.020 113.407 112.322 111.430
thousands)(at 2011 prices)
Arable land per workingage population (hectares) 0.0012 0.0012 0.0012 0.0079 0.0078 0.0078
R&D capital stock per working-age population
(US$billions)(at 2010 prices) E82 4L 2l le:058
U.S. patf:nts granted annually per thousand working-age 0.0027 0.0032 0.0046 0.5216 0.5232 0.5791
population

Calculated from data in Figure 1 above
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Figure 3: Chinese and U.S. Tangible Capital Stocks (at
2011 prices), 1978-2012
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Source: Estimates by Lawrence J. Lau

Figure 4: University Graduates - bachelor degree or
higher - by age group, 2010

Number

(1000

Number

(1000

Age group Age group

Age group persons) (%) persons) €9
25-34 13,480 32.81 15,874 8.01
35-44 13,378 33.08 8,781 3.62
45-54 13,061 29.43 3,895 2.11
55-64 11,229 31.72 1,388 0.99
15-64 51,148 31.71 29,937 3.41

Source: US Census Bureau; National Bureau of Statistics of China

large difference in capital intensity is one major rea-
son why an average American worker is more pro-
ductive than an average Chinese worker.

Another important factor that determines the
productivity of an economy is the amount of human
capital accumulated over time. An indicator of the
amount of human capital available in an economy
is the level of education attainment of the people. In
China, people with bachelor degrees or above ac-
counted for 3.41% of all the people aged between 25
to 64 in 2010. In the U.S,, this ratio was 31.71%.

In terms of the total number of university de-
gree holders aged between 25 to 64, the U.S. had
51.15 million while China had 29.94 million in 2010.
The age profile of university graduates in the U.S.
is much more mature than that of China, as China
stepped up significantly its investment in higher
education only in recent decades. In the short term,

this means that the lead by the U.S. over China in
human capital is not only due to a larger number
of university graduates, but also much more work
experience amongst these university graduates. But
in the longer term, as China keeps training more
young people and as these young people build up
their experience, the gap in human capital stock
between the U.S. and China will gradually narrow.

Education and training apart, the productiv-
ity and comparative advantage of an economy also
depends on the innovation, research and techno-
logical capabilities. A measurable indicator of such
developments is the amount of research and devel-
opment (R&D) investment. For the country as a
whole, the U.S. has spent on average between 2.6%
to 2.8% of its GDP on R&D over the past few de-
cades. China used to spend very little on R&D, but
is stepping up its investments in this direction in
recent years'. The cumulative stock of R&D capital
of the U.S. is estimated to be 7.4 times that of China
(see Figure 1). The U.S. is a global leader in innova-
tion and is far ahead of China in science and tech-
nological capabilities.

The U.S. has successfully developed many of the
best universities and the best scientific research lab-
oratories in the world - as indicated by the number
of Nobel Laureates from the U.S. shown in Figure 5.
U.S. universities have become magnets for attract-
ing many of the world’s best talents. Indeed, the
majority of the students in some faculties in some
of the best universities in the U.S. are foreign stu-
dents. Many of these graduates subsequently work
in the U.S. or maintain close ties with the U.S., even
if they work elsewhere around the world. This has
helped the U.S. to build a global network of school-
fellows with shared values and experiences. While
China has stepped up significantly its university en-
rolment in recent years, the quality and rankings of
China’s universities have yet to catch up?.

1 See Chapter 12 for more details on a comparison of R&D spending by
the U.S. and China.

2 Refer to Figures 1A and 2A in the Appendix to this chapter for two
different sources of university rankings.
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Figure 5: American Leadership in Science, measured in terms of Nobel Prizes

Nobel Laureates
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Both China and the U.S. are rich in coal resourc-
es and in shale gas and possibly shale-oil resources.
There may be opportunities for fruitful technologi-
cal cooperation that is win-win® for both nations.
China has about 20% of the world’s population, but
only 7% of the world’s arable land. Per capita fresh
water availability is only about 28% of the world av-
erage, and such fresh water is unevenly distributed
within the country. Solving China’s water needs is
a key issue for the country’s development. Import-
ing more agricultural products, including meat as
an alternative to feedstock from the U.S. is actually
a way to import water*.

The U.S. is not only much stronger than China
in innovation and in science & technology, but also
in system integration on a global scale. In an in-
creasingly globalized world where knowledge and
technologies could be sourced around the world,
such system integration capabilities have become
a very important competitive edge. On the other
hand, China is learning very fast in technology
applications — in both breadth and depth - as the
country rapidly industrializes.

However, improvements in China’s technologi-
cal capabilities have actually generated more op-
portunities for U.S.-China cooperation, including
developing jointly the business potentials of third
markets. In nuclear technology, for example, China
has built a large number of nuclear power plants in
recent years to satisfy its energy needs. In the pro-
cess, China has imported much nuclear technology
from the U.S. and other advanced countries, as well
as acquired a lot of practical application experi-
ences. This has also opened up new opportunities
for China to cooperate with the U.S. in exporting
third generation nuclear energy capabilities to third
countries®.

3 Further details are given in Chapter 12.
4 Further details are given in Chapter 10.
5 Further details are given in Chapter 12.

China’s Acquired Competitive
Advantages and the Impact

on Future U.S.-China Economic
Cooperation

Traditional textbook theories about trade tend to fo-
cus on comparative advantage that arises from dif-
ferences in factor endowments. Such theories help
to explain the trade between developed countries
that have an edge in capital and technology, and
developing countries that have abundant resources.
For a long time since China’s reform and opening
up, China’s competitive advantage lay mainly in its
abundant labor supply. This led to large inflows of
foreign direct investment, leveraging on the low
labor costs, producing value-for-money consumer
goods for export.

But as China’s economy gradually developed
and its industrialization process intensified, the
competitive advantages of the country also evolved.
Heavy investments in infrastructure, a gradual im-
provement in the quality of the labor force through
increased education opportunities and learning by
doing, as well as the improvements in the software
infrastructure such as streamlined government
regulations, have helped to raise significantly the
efficiency and productivity of the manufacturing
industries.

Given the large size of China, upstream and
downstream linkages amongst many industries
gradually developed within different regions of the
country, leading to the development of closely knit
supply networks. Such conglomeration of manufac-
turers have helped to enhance the competitiveness
of firms in China through network effects, such as in
having more competition amongst suppliers, more
choice and more varieties in input, higher efficiency
in sourcing labor, and higher efficiency and lower
costs of intra and inter-industry supply chains. A
compact supply chain network also enables firms in
the network to have short reaction times and they
could respond faster to changes in market condi-
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tions or changes in customer demands. In a busi-
ness world that is increasingly marked by the speed
of change, such strong network effects enhance the
competitiveness of all the firms along the supply
chain in global competition.

Meanwhile, the growth of the Chinese economy
leads to the rise of an increasingly important do-
mestic market. This is an important reason why
global companies want to invest in or sell to China,
as gaining better insights about the local market in
China and being successful in the China market
have become an important factor of global com-
petitiveness. To many sectors and companies, the
large size of China’s economy means that, in most
lines of business, there is a lot of potential to scale
up and benefit from significant economies of scale.
Being successful in the China market gives firms a
significant scale advantage when they compete in
the global market. This is also one of the reasons
why an increasing number of Chinese companies
are beginning to expand into overseas markets in
recent years, after they have established themselves
and built up scale in the local market in China.

The comparative advantage of China and of
firms based in China is therefore evolving continu-
ously. This means that the basis of economic co-
operation between the U.S. and China will change
gradually, and the nature of such cooperation will
require a different mindset and approach from both
countries.

While factor endowment and comparative ad-
vantage theories tend to explain the benefits of
trade between industrialized nations exporting
manufactured products and developing countries
exporting raw materials, it has been observed for a
long time that a large part of contemporary world
trade is ‘north-north’ trade - i.e. trade is amongst
the developed economies, mostly in manufactured
goods. The list of the world’s largest exporters and
importers is dominated by the developed econo-
mies. Furthermore, a large proportion of such trade
is found to be ‘intra-industry’ trade as opposed to

‘inter-industry’ trade, with countries specializing
in the production of part of the products and com-
ponents in the industry concerned while importing
those that they do not produce. Such ‘similar-sim-
ilar’ trade is thus not adequately explained by tra-
ditional comparative advantage and factor endow-
ment theories.

Consumers’ preference for a variety in the prod-
ucts they consume help to explain the trade in con-
sumer products amongst the developed economies,
even if the participating trading countries have
similar levels of technology and similar capital-
labor factor proportions. This is also the argument
that explains why consumers in Beijing can eat in
McDonald’s while American consumers can dine
in great Chinese restaurants set up by people from
China®,

Paul Krugman’s ‘new trade theory” further ex-
plains that given increasing returns to scale - the
average cost of production falls as the scale of pro-
duction increases — firms would choose to produce in
one location to serve customers in scattered locations
instead of locating production in different places that
are close to consumers, so long as transportation
costs are not so high as to make this uneconomical.
Furthermore, increasing returns to scale also leads
to a tendency for monopolistic competition market
structures to evolve, with a small number of global
producers dominating the market. “Because of the
scale economies, markets are imperfectly competi-
tive. Nonetheless, one can show that trade, and gains
from trade, will occur, even between countries with
identical tastes, technology, and factor endowments.””
Krugman’s ‘new trade theory’ not only explains the
large volume of trade amongst the developed econo-
mies, but also describes the dynamics of how manu-
facturers’ locational decisions produce certain geo-
graphic patterns of industrial production.

6 “What is New Trade Theory?”, Tyler Cowen’s Marginal Revolution
blog, 13 October 2008, (http://marginalrevolution.com/
marginalrevolution/2008/10/what-is-new-tra.html)

7 “Increasing returns, monopolistic competition and international trade”,
Paul Krugman, Journal of International Economics, November 1979, pp.
469-79.
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Developments in ‘new trade theories’ suggest
that while trade and investment patterns between
the U.S. and China in the past were driven primar-
ily by comparative advantage, differences in factor
endowment and in the level of economic develop-
ment, the future potential for further economic
cooperation remains very substantial, even when
the gap of development between the two countries
narrow. The substantial scale of both the U.S. and
Chinese economies, coupled with the rapid rate of
change in China and the noted ability of the U.S.
economy to re-invent itself from time to time, both
suggest that the opportunities for economic co-
operation are abundant®. But it is imperative that
both governments keep an open mind on such
opportunities and resolve the obstacles to such
cooperation opportunities as they emerge. For ex-
ample, U.S. exports of tourism services to China
could increase significantly in the coming years.
But this needs to be facilitated by improvements in
visa arrangements’.

Another noteworthy development is the growth
of ‘south-south’ trade and investments. For exam-
ple, United Nations Conference on Trade and De-
velopment (UNCTAD) figures show that the share
of exports from developing countries going to other
developing countries rose from 12% of world ex-
ports in 1990 to 23% in 2010'°. While this has been
a long-term development, the scale of such trade
has become substantial and as the emerging econ-
omies continue to develop, the implications and
business opportunities of such rapid trade growth
have become important. While this ‘south-south’
trade is recorded as trade amongst the developing
countries, a considerable proportion of such trade
is actually carried out by foreign and multinational
enterprises located in these emerging economies.
Over half of China’s exports, for example, are ex-
ports by foreign companies based in China. The

8 See Chapters 8 and 9 for different U.S.-China trade projections.
9 See Chapter 11 for more details.
10 “South-South Trade Monitor”, UNCTAD, June 2012.

rapid growth of ‘south-south’ economic relations
is therefore another dimension that offers potential
for further U.S.-China economic cooperation.

U.S.-China Cooperation in

the Context of Globalization,
Fragmentation of Production
and Global Integration of Supply
Chain

Globalization trends brought about by liberaliza-
tion of economic and trade policies, the information
revolution and significant technological advances
in the last few decades led to the fragmentation of
manufacturing production and the growth of glob-
al supply chains. These processes gathered momen-
tum rapidly since the 1980s as China’s open door
and reform policies took hold.

In East Asia, this global supply chain develop-
ment process during the 1970s and 1980s consisted
largely of the formation of a ‘flying geese pattern’
of Asian manufacturing production, with Japan
leading the pack, followed by the four Asian Drag-
ons - Taiwan, South Korea, Hong Kong and Sin-
gapore — and further followed by the rest of east
Asia - largely Malaysia, followed by Thailand and
Indonesia. Low-cost manufacturing migrated to
the lower cost economies while the more developed
economies specialize in the production of key com-
ponents and high-tech inputs.

China’s reform and opening up provided a new
dimension and impetus to this global supply chain
development process in East Asia. As China’s eco-
nomic development took off, manufacturing invest-
ments in China grew rapidly. Starting with outward
processing manufacturing arrangements, mostly by
Hong Kong and Taiwanese manufacturers in select-
ed coastal parts of China in the 1980s, China’s in-
dustrialization process led gradually to many large-
scale investments by foreign investors from all over
the world. The range of industries broadened and
the level of technology involved deepened.
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Initially, most of these foreign manufacturing
investments were downstream manufacturing pro-
cesses aimed at using China as a production base
for exports to the rest of the world, partly due to
Chinese government policy restrictions that such
manufactured products should primarily be ex-
ported, and partly due to the fact that the local mar-
ket was not ready for such products.

As China became a ‘world factory’, the manu-
facturing landscape in East Asia also gradually
changed as the rest of Asia adapted to the rise of a
significant manufacturing power. Typically, this led
to the more developed East Asian economies mi-
grating the lower value-added manufacturing pro-
cesses to China, allowing them to specialize more
in the production of parts and components, or in
natural resources. For example, South Korea and
Taiwan used to dominate in shoe-making, but as
China developed, most of these shoe-making facto-
ries relocated to China. By the 1990s, the assembly
of computers and other electronic products also re-
located to China. The many components and parts,
machinery, as well as chemicals and raw materials
needed for manufacturing activities in China, in
turn, were imported from the rest of the world. The
upper stream production processes such as prod-
uct design and prototype production, as well as the
lower stream production processes such as market-
ing and distribution and customer service were also
largely done outside of China.

Meanwhile, indigenous Chinese firms also
gradually matured and they in turn also become
part of the global supply chain.

China’s large size means that for many indus-
tries, economies of scale can be readily attained.
China’s capacity to absorb a long chain of upstream,
downstream and related industries together also
generated a lot of conglomeration and synergy, as
well as fast reaction time advantages for the com-
panies and industries concerned. China has there-
fore become an integral part of the strategy of many
companies, as they restructure their global value

chains. This process has had a significant influence
on how business activities are restructured in East
Asia, with the result that more and more industries
and companies use China as the assembly site for
final products for exports, a significant proportion
of which goes to the U.S. market.

The rapid growth in China’s exports also reflects
the increasing use by many global companies to
use China as the base for the final assembly of their
products for exports to other countries, as more and
more companies and industries restructure their
global division of labor. U.S.-China trade, by its
nature, is therefore no longer just a trade between
the two countries. It represents a part of the global
supply chain. For example, about half of China’s to-
tal exports to the rest of the world are produced by
foreign or joint-venture companies, many of which
are American. The bilateral trade surplus China has
vis-a-vis the U.S. is also, to a large extent, the result
of a migration of trade surpluses from other econo-
mies to China''.

When exports from China to other countries
are produced by multinational firms operating in
China, the bulk of the profits accrue to the multi-
national firms. For example, Apple sales to Europe
may count as Chinese exports as the Apple products
are assembled in China, but the bulk of the profits
accrue mostly to Apple in the U.S. In Apple’s case, it
does not own the factories that assemble the iPads
- this is done by Foxconn, which is a Taiwanese
company listed in Hong Kong. However, in other
cases, the multinational firms also own the domes-
tic producer, and thus will share in the value-added
returns to capital, either in whole or in part. Thus,
part of the GDP created in China will accrue to for-
eign owners of the capital. It will become part of the
gross national product of the country of the foreign
direct investor.

The rise of the emerging countries as increasingly
important markets is creating more opportunities

11 See Chapter 1 for further details.
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for U.S.-China cooperation. In a ‘globalization 2.0°
world, emerging economies are now accounting for
the majority of global growth and about 50% of glob-
al GDP. Meanwhile, a rapidly increasing number of
Chinese companies have developed to a stage when
they could expand outside of China. These Chinese
companies understand well the needs of consum-
ers in the emerging world and have practical expe-
rience in dealing with the rather different operating
environments in the developing economies. They
are therefore potentially good partners with U.S.
multinationals that possess global reach capabilities,
strong brands and technological strength.

Complementarities in Savings
and Investment, Driven by
Differences in Demographic
Factors and Economic
Development

China has a much higher savings rate than the U.S.
because of its relatively less developed economy and
younger population. Even after a high domestic
investment rate, China still runs a net savings-in-
vestment surplus. This contrasts sharply with a low
savings rate and persistent current account deficits
in the U.S. in recent years. And given the much
higher level of technological and managerial exper-
tise, and the global market reach of U.S. companies
compared with Chinese companies, U.S. direct in-
vestment flows to China far exceeded Chinese di-
rect investment inflows in the other direction in the
past. But Chinese portfolio investments in the U.S.
over the years were huge, as reflected by the large
amount of U.S. treasuries held by China. Looking
forward, as the Chinese population ages and as the
Chinese economy develops further, the savings rate
in China will fall and Chinese direct investments in
the U.S. will rise. Being the two largest economies
in the world, U.S. and Chinese savings and invest-
ments flows have significant implications on each
other as well as on global financial market develop-

ments. There is ample room for enhancing coopera-
tion so as to promote an efficient allocation of sav-
ings and investments'?.

The Need for Further
U.S.-China Cooperation as
Both Economies ‘Re-balance’

The world economy experienced one of its fastest
growing periods of the past few decades from 2005
to 2007. With the benefit of hindsight, this rapid
growth is clearly unsustainable. In many developed
economies, the financial systems have built up ex-
cessive leverage, and the public and private sectors
have accumulated too much debt. The ‘global finan-
cial crisis’ of 2007-2008 marked an inflection point
in global economic development when many devel-
oped economies had to start a very difficult process
of deleveraging and macroeconomic ‘re-balancing’.
These developments have also had an impact on the
growth dynamics in the emerging world.

In the U.S., economic growth for a long time
was supported by excessive consumption, very low
to negative household savings, housing price infla-
tion driven by financial market excesses, persistent
fiscal deficits and a growing current account deficit.
As the financial crisis of 2007-2008 hit, the fiscal
deficits and level of government debt worsened rap-
idly. With consumer demand recovery constrained
by the deleveraging needs of the household sector,
high unemployment and weak income growth be-
cause of a weak economy, and the inability of the
government to provide much stimulus to the econ-
omy because of a high level of government debt
and political gridlocks, increasing exports was an
important element to putting the U.S. back onto
a sustainable growth path. Indeed, this is already
gradually happening.

In China, economic growth in recent years has
been characterized as ‘unstable, unbalanced, un-

12 Further details are given in Chapter 13.
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coordinated and unsustainable’. Economic growth
has relied too much on exports and excessive in-
vestments. There is a need to re-orientate growth to-
wards more domestic demand. There is also an ur-
gent need to improve the quality of growth through
raising economic efficiency, upgrading technology,
investing in human resources, encouraging innova-
tion, promoting ‘inclusive growth’ and avoiding en-
vironmental degradation. The World Bank has time
and again reminded China of the dangers of fall-
ing into a ‘middle-income trap’ if China fails to ad-
dress these issues. China’s 11th and 12th Five-Year
Plans have also put much emphasis on the need for
restructuring, and indeed this re-orientation is al-
ready occurring gradually.

Going forward, both China and the U.S. need
each other when they try to re-balance their econ-
omies towards longer-term sustainable growth
paths. While the rapid growth of Chinese exports
to the U.S. helped China to develop in the past, the
U.S. will need to tap into the growth in the China
market to enable it to increase U.S. exports as China

encourages domestic consumption. Apart from ex-
porting directly from the U.S. to China, there are
also opportunities for the U.S. to benefit from its
exports of services. Tourism is a very good example
and this topic will be discussed in more detail in
Chapter 11.

China will continue to need a lot of technologi-
cal support from the U.S. in order to upgrade its
economic structure while the U.S. could exploit its
technological edge to gain commercial competi-
tiveness. While a large amount of U.S. investments
flowed to China in the past, the amount of Chinese
investments available to invest in the U.S. is likely to
increase significantly in the next decade.

It is important to recognize this paradigm shift
in U.S.-China economic relations. The set of factors
that will drive U.S.-China economic relations in the
coming decade will not be the same set of factors
that worked in the past few decades. To facilitate
such developments, a fundamental and forward-
looking review of policies and perspectives from
both governments is necessary.
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Appendix

Figure 1A: World University Rankings, 2011-2012

World rank Institution Country/region

1 California Institute of Technology U.s.

2 Harvard University U.s.

2 Stanford University U.s.

4 University of Oxford UK.

5 Princeton University U.S.

6 University of Cambridge UK.

7 Massachusetts Institute of Technology U.s.

8 Imperial College London UK.

9 University of Chicago u.s.

10 University of California Berkeley U.S.

11 Yale University U.Ss.

12 Columbia University U.s.

13 University of California Los Angeles U.Ss.

14 Johns Hopkins University U.S.

15 ETH Zirich - Swiss Federal Institute of Technology Ziirich Switzerland
16 University of Pennsylvania U.S.

17 University College London UK.

18 University of Michigan U.S.

19 University of Toronto Canada
20 Cornell University U.s.

Source: The Times Higher Education, http://www.timeshighereducation.co.uk/world-university-rankings/2011-2012/top-400.html

Figure 2A: Academic Rankings of World Universities, 2011

World Rank Institution Country
1 Harvard University U.s.
2 Stanford University U.s.
3 Massachusetts Institute of Technology (MIT) U.S.
4 University of California, Berkeley U.s.
5 University of Cambridge UK.
6 California Institute of Technology U.s.
7 Princeton University U.S.
8 Columbia University U.s.
9 University of Chicago U.s.
10 University of Oxford UK.
11 Yale University U.s.
12 University of California, Los Angeles U.s.
13 Cornell University U.s.
14 University of Pennsylvania U.S.
15 University of California, San Diego U.s.
16 University of Washington U.s.
17 University of California, San Francisco U.S.
18 The Johns Hopkins University u.s.
19 University of Wisconsin - Madison U.s.

20 University College London UK.

Source: Shanghai Jiaotong University
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Executive Summary

he advanced countries now account for about

| 50% of the global economy. All are struggling

to restore sustainable patterns of growth and
employment. Among them, the U.S. economy is fur-
ther along in deleveraging and growth is returning,
though not up to pre-crisis trend, and employment is
lagging. Developing countries by contrast are grow-
ing, appear resilient and to some extent are able to
sustain growth in the face of very low advanced
country growth. China is the largest, highest growth
and most important emerging economy. Well into
the middle income transition, China’s economy is
changing rapidly on the supply side and is evolving

toward a growth pattern in which domestic con-
sumption and high return investment along with
higher value exports drives growth. Innovation, com-
petition and marketization are key elements in this
transition. The new leadership’s principal economic
challenge is to implement the numerous reforms that
are required to support this shifting growth pattern.
In summary, both countries have major, though dif-
ferent, structural shifts and challenges in the next
decade. Establishing a cooperative, mutually benefi-
cial relationship will make a material contribution to
the success of each country, and provide benefits that
spill over to the rest of the global economy.

Pl’OSpCCtS and Ch&llCHgCSI

Global, U.S. and Chinese Economies in the Next Decade

Introduction

he global economy in the next decade is go-
ing to be characterized by major structural

adjustments and shifts in individual and in-

ternational economies. The speed and effectiveness
of these changes may not be easy to predict, creat-
ing uncertainty and some risk.

By way of background, the U.S. and a number
of other developed economies prior to 2008 were
growing in a pattern that included the accumula-
tion of excess debt. In some cases the debt was in
the private sector (household, corporate and finan-
cial) and in others the excess debt build up occurred
in the public sector. This pattern included excess

consumption and levels of investment often below
those required to sustain growth. This was enabled
in some cases by misbehavior in the financial sector
and deficient regulation. And it was a pattern that
could not be sustained. In fact, the growth dynam-
ics broke down in 2008.

We are now in a lengthy period of deleverag-
ing - that is bringing debt levels down over time.
During deleveraging, domestic aggregate demand
drops, causing growth to slow or turn negative. Em-
ployment also declines. At this point, deleveraging
is incomplete. Generally, debt has declined in the
private sector and has risen on the public side.

Monetary policy in the U.S. and Europe has been
accommodating the deleveraging process. This has
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meant low or even negative real interest rates. The
idea is to limit damage from excess indebtedness,
to accelerate the recovery of asset prices (including
housing), and hence to facilitate the recovery of bal-
ance sheets and mitigate the negative wealth effect
on consumption. Returns to savers are clearly dam-
aged and there is a known risk of reigniting the lev-
eraged consumption model and returning in part to
the prior growth pattern.

The prolonged negative demand shock means
that growth will be subdued for an extended period.
In an open global economy, a partial recovery can
be aided by supplying to markets that continue to
grow. But it is important to understand (and this
is frequently overlooked) that this growth potential
applies only to the tradable part of the economy.
Generally, recent research indicates that in ad-
vanced economies, the tradable part of the econo-
my accounts for about one third of total Gross Do-
mestic Product (GDP) and somewhat less in terms
of employment. The non-tradable part is large and
completely dependent on domestic aggregate de-
mand. It is therefore reasonable to believe that the
demand-constrained growth pattern that we have
lived with for the past four plus years will continue
for some time — well into the next decade.

Europe, and in particular the euro zone, faces
the factors described above, but with the complica-
tion of a defective structure (monetary union with-
out fiscal and political union). This has created evi-
dent instability in euro zone sovereign debt markets
and related systemic risk, the response to which
inevitably creates further headwinds to growth
and structural adjustment of the growth patterns,
productivity levels and competitiveness. In fact,
Europe-wide growth is presently negative. That is
likely to persist, at least for the next few months.

At the moment, the systemic risk is in remission
as a result of commitments by important countries
(Italy and Spain) to fiscal stabilization and growth-
oriented reform, and by the European Central Bank
(ECB) with backing from Germany and the euro

zone core to stabilize the sovereign debt markets
(i.e. prevent excess yield increases and destructive
self-fulfilling upward shifts in credit risk). The euro
zone has also committed to the stabilization and
unified regulation of the banking system, with a
goal of putting it in place this year (2013).

While this represents real progress, systemic
risk could reappear. The uncertainty surrounding
the incomplete stabilization process, and the inevi-
table focus on fiscal stabilization and related risk
will further delay a full recovery in terms of growth
and employment.

Developed countries are still a large part
(roughly half) of the global economy. The patterns
described above mean that growth in aggregate de-
mand coming from advanced countries for the next
five years is likely to be quite limited. The conse-
quence is that for developing economies to sustain
high growth, they will have to generate the demand
that supports it. This is a sharp departure from the
past when both relative large size and growth of de-
veloped economies meant that developing countries
could focus primarily, in terms of growth strategy,
on the supply side, productivity, competitiveness
and structural transformation. These supply side
strategies will remain important, but collectively
generating enough of the right kind of demand will
also be crucial.

This brings us to one of the most important
trends in the global economy: the rise in size of
the developing economies. But that increase in size
is caused by the rise in incomes and the rapidly
changing patterns of demand. This phenomenon
or trend is usually referred to as the explosive
growth of the global middle class, and its purchas-
ing patterns and power. It is crucial for the suc-
cess of China’s growth strategies and other major
developing countries. It is a significant positive for
smaller, earlier-stage developing countries because
it creates large new potential markets. And it rep-
resents a significant growth opportunity for de-
veloped countries to grow in higher value-added
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components of global supply chains in the tradable
parts of their economies.

Developing countries will continue to benefit
from structural change and productivity growth
in the tradable parts of their economies. But now,
for major countries like China, growth will depend
on demand growth on the non-tradable side, and
in the longer term on growth in productivity and
value added on the non-tradable side. Here, that is
in the growing non-tradable part of the economy,
external competition cannot be a stimulus. It there-
fore requires a focus on domestic competition, sup-
portive regulatory regimes, human capital and in-
frastructure investment, and innovation.

Employment, Distribution
and Social Cohesion

New technologies of various kinds, together with
globalization, are powerfully affecting the range of
employment options for individuals in advanced and
developing countries alike - and at various levels of
education. Technological innovations are not only re-
ducing the number of routine jobs, but also causing
changes in global supply chains and networks that
result in the relocation of these jobs and, increasingly,
non-routine jobs at multiple skill levels in the tradable
part of many economies. This powerful trend seems
set to continue. Thus far it has affected mainly devel-
oped economies, but in the relatively near future, it is
likely to spread to developing economies.

The core of the technological tsunami is a set
of information technologies driven by Moore’s law
(explained below) and a host of previously unavail-
able services delivered with standardized networks
of computers and databases. Knowledgeable ana-
lysts suggest that far from being near the end of
this cycle, we are rather at the point of accelerating
structural change. It is important to understand the
power of these trends and also the math.

Moore’s law says that the number of transistors
on a semi-conductor chip doubles every 18 months.

Translated into growth rates of the type we under-
stand, that is a growth rate of close to 60%. China
is the fastest growing economy ever recorded, going
through periods of 10% growth during which GDP
has doubled every seven years. And we know what
that kind of change looks like. The technological
growth rates are six times higher. These translate
over three decades into enormous cost reductions
and hence the expansion of affordable services.

We also know that even with very high growth
rates, the initial impact is small. Thirty years ago
China was growing at almost 10%, but the impact
on the global economy was very small as was the
size of the economy. But with 30 years of this level
of growth, you have a US$7.5tr economy. Now even
8% growth is a huge and growing contribution to
the global economy. The same principles apply in
technology (but with complex cascading innova-
tions). A 60% annual cost reduction over 30 years
to the present has produced a total cost reduction
of 1.3 million times. That has enabled the automa-
tion of processes, the removal of routine jobs and
the development of efficient but complex global sup-
ply chains that make human resources accessible.
But the point here is that technologists tell us that
this growth will continue and that the economic
impacts will become even larger.

How, then, should policymakers confront the
new and difficult challenges for employment - and,
in turn, for the distribution of income and wealth
— especially in developed economies? From recent
research, we have learned a number of interesting
developments about how the evolution of economic
structure affects employment.

The tradable side of developed economies has
not generated any real net increases in employ-
ment for at least two decades, while the jobs that
it has created are concentrated in the upper in-
come and upper education ranges, with employ-
ment declining in the middle and lower-income
and education range. Growth in high-end service
employment is matched by the contraction in the
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high-employment components of manufacturing
supply chains.

Until the crisis of 2008, middle and lower-income
job growth occurred entirely in the non-tradable sec-
tor of the economy, which accounts for roughly two
thirds of developed countries’ output and employ-
ment. Here, incomes and value added per employee
were largely flat, jobs could be eliminated by technol-
ogy but not global competition, and unsustainable,
debt-fueled domestic-demand growth helped delay
the current employment deficits.

As a result, developed economies have been
shedding routine jobs at a rapid rate, while adding
non-routine jobs, for example, those that cannot yet
be replaced or reduced by machines or networked
computers. This has fueled a dramatic rise in the
return on education and high-level skills, with the
share of total income received by owners of capital
and high-end employees increasing in developed
countries for more than two decades.

Growth and employment thus are diverging
in developed countries. The key force driving this
trend - technology - is playing multiple roles. The
replacement of routine manual jobs by machines
and robots is a powerful, continuing and perhaps
accelerating trend in manufacturing and logistics,
while networks of computers are replacing routine
white-collar jobs in information processing.

Part of this is pure automation. Another impor-
tant part is disintermediation - the elimination of
intermediaries such as banking, online retail and a
host of government services.

But technology’s impact does not stop there. The
same class of information technologies that auto-
mate, disintermediate and reduce costs of remote-
ness are also enabling the construction of increas-
ingly complex and geographically diverse global
supply chains and networks.

Global supply chains - constantly in flux owing
to rising developing countries’ incomes and shifting
comparative advantage — locate productive activi-
ties where human and other resources make those

activities competitive. Links in the chain include
not only intermediate products and assembly, but
also a growing range of services — such as research
and development, design, maintenance and sup-
port, customer service and business processes -
as transaction, coordination and communication
costs fall.

The result is what is sometimes called the ‘at-
omization’ of global supply chains: increasingly fine
subdivisions are feasible and efficient, and can be
located almost anywhere. Proximity still matters
in terms of transport and logistics costs. But, with
the developing world accounting for the largest new
markets and most of the growth in global demand,
the logic driving atomization should become even
more compelling.

The efficient ongoing decomposition of global
supply chains, networks and services has two re-
lated consequences. One is that the tradable part of
the global economy - where competition for eco-
nomic activity and jobs is direct - is becoming a
larger share of the whole; the same is true of indi-
vidual economies.

The second consequence is that parts of global
supply chains that were not competitive but were
sheltered by the costs of remoteness, are no longer
protected by being adjacent to parts that were. Ad-
jacency is no longer a requirement.

These dynamics and related challenges are not
confined to developed countries. Over the next de-
cade, for example, China will replace much of its
labor-intensive assembly employment with higher-
value-added employment in manufacturing and
services not only in the tradable sector, but also —
even more noticeably - in the rapidly growing non-
tradable part of its economy. The expanding scope
and diminishing costs of automation and additive
manufacturing may affect labor-intensive func-
tions globally, including in earlier-stage developing
countries.

A key factor in adapting to these forces is invest-
ment. For individuals, businesses, educational in-
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stitutions and governments in developed countries,
broad-based, elevated and efficient investment in
education and skills is critical. Closing wide infor-
mational gaps in the market for skills would also in-
crease the efficiency of these investments. However,
the period of sluggish growth and high unemploy-
ment will be prolonged, as will structural adjust-
ment by a continuation of a pattern of deficient pub-
lic sector investment. It is not clear whether many of
the developed countries have either the fiscal capac-
ity or, more importantly, the will to reverse these
trends in the short run. Income has already taken a
hit in the crisis. Elevating investment would entail
a further hit to short and medium-term consump-
tion in pursuit of longer-term sustainable growth.
It is possible, but at this stage it seems unlikely as a
political outcome.

The differential effects of these underlying
trends, interacting with the crisis and the nega-
tive demand shocks are striking. Unemployment is
concentrated among the young to some extent. The
distribution of income has deteriorated as a rising
fraction of income goes to the owners of capital and
those who possess ample amounts of human capi-
tal. Labor’s share is declining. This sets off a vicious
cycle in which the upper end of the income distribu-
tion range accumulates more physical and human
capital, and then experiences further increases in
income based on the rising capital share. Countries
have variously resisted these trends through the tax
system, public delivery of important services such
as education and healthcare, and ownership of pub-
lic capital (as in the case of China). A minority have
successfully used skill development programs to
maintain positions in high value-added niches in
global supply chains.

Adverse trends in the distribution of the benefits
of technology, growth and globalization threaten
both social cohesion and political functionality.
Trends that require decisive policy steps instead
are being met with a blizzard of competing expla-
nations, along with political polarization and grid-

lock. The result is considerable policy uncertainty
in developed countries. The uncertainty itself ad-
versely affects investment and recovery. Beyond
that, important reforms and moves to address pub-
lic-sector investment deficits are impeded or de-
layed, and certainly exacerbated by the widespread
loss of fiscal flexibility of the past four to five years.

There is little question that the complexity and
speed of change of the technological foundations
of the global economy and of its structure are be-
wildering and relatively new. Comprehending and
responding to these forces takes time and at least at
this stage the responses appear to be falling behind
the pace of change.

China and the Middle-Income
Transition

China is well into what is normally called the mid-
dle-income transition, or sometimes, middle-in-
come ‘trap’. The latter term comes from the fact that
many (though not all) countries that enter the mid-
dle-income phase, slow down dramatically. There is
ample historical data to support this assertion.

The middle-income transition involves complex
interacting changes in structure on both the de-
mand and supply sides of the economy and in both
the tradable and non-tradable components. These
structural shifts are captured well in the details of
the 12th Five Year Plan (FYP). Briefly, they include
a shift in the share of national income toward the
household sector and away from government and
the corporate sector. This will supply rapid growth
in consumption and drive growth in response to
the demand of the household sector. Investment
will remain high, but low return investment should
be reduced by rationalizing policies in the pub-
lic sector, by changes in the environment of state-
owned enterprises (SOEs) - including competition
and governance — and by financial sector develop-
ment that will reduce imbalances in access to capi-
tal across the supply side of the economy. Urbaniza-
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tion will expand and absorb labor from rural areas.
Huge amounts of investment will be required to ac-
commodate this flow, in infrastructure (transport,
water, sewer systems, telecommunications and of
course electricity), and in residential and commer-
cial real estate.

A crucial aspect of this phase of development will
be the productivity of the non-tradable sector of the
economy, in part because it is becoming relatively
larger and more important, and in part because the
discipline of direct international competition is ab-
sent. Of course, by policy, foreign competitors can
be given access via foreign direct investment to the
non-tradable part of the economy (such as Nestlé
and Carrefour in food). That is a policy choice.

Innovation is quite properly another focus of
this set of transitions in China. It is a shared func-
tion internationally. Ideas, knowledge and technol-
ogies flow relatively freely across boundaries. China
is at the stage that domestically generated innova-
tion will make an important contribution to growth
and to the global economy.

Chinese analysts and policy makers are skepti-
cal (quite properly) of western models of macroeco-
nomic financial management and regulation, and
they view the mismatch between assets and liabili-
ties on public sector balance sheets as a problem.
It constrains governments in responding to shocks,
engaging in countercyclical demand management,
driving structural change and dealing with deepen-
ing distributional issues. As social services and in-
surance rise in China, we expect that the holding of
public assets will not diminish. Hence among oth-
ers, there is a challenge in managing public assets
well and in a way that promotes growth and struc-
tural change rather than the opposite.

The justified skepticism of aspects of developed
country macroeconomic management and public
finances does not extend to the more microeco-
nomic features of dynamic innovative economies.
As noted above, innovation is an appropriate high
priority in China at this stage of growth and devel-

opment. Innovative ecosystems have a number of
common features. One important one is competi-
tion, the presence of actual and potential compe-
tition. This drives incumbents and newcomers to
innovate in products, services and costs, with the
return coming from the transitory market power
that comes with successful innovation. This model
is now quite well understood, and while there are
variants in different regions, there really aren’t any
compelling examples of alternative approaches.
Competition, access to markets and capital, regula-
tory even handedness and a level playing field are
all requirements that will be the target of institu-
tional and system reform.

A significant part of the plan will be addressing
rising inequality of income and wealth and unequal
access to essential basic services and social insur-
ance. These measures are needed to address both ef-
ficiency and growth, but also social cohesion. Effec-
tive measures to reduce high level corruption and
unequal access to investment and market opportu-
nities is an important complementary initiative that
directly deals with social cohesion and support for
growth-oriented policies.

To accomplish these major structural shifts,
widespread, deep system reforms will be needed.
Notwithstanding the stellar economic perfor-
mance of the past decade, the general consensus
is that these results came from critical reforms
at several points in the 1980s and the 1990s. Of
course the economy matured, expanded and
deepened in the past decade. But again there is a
widespread and correct view that to support the
future income growth and structural changes in
the middle-income transition, reform momentum
will need to increase again. Put another way, the
growth model that has served the country well for
the past 30 years is reaching the end of its useful
life. It needs adjustment in the direction of relying
on the right kind of domestic demand, including
consumption and the marketization of a broader
portion of the economy.
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To accomplish this, differences of opinion about
the role of the state will need to be resolved inter-
nally as part of the preparation of a comprehensive
package of reforms for fall 2013. As the economy
has become richer, it has developed vested and
sometimes powerful interests, as is the case in all
economies. The political and policy-making pro-
cesses need to be adapted to maintain a reasonable
and fair balance among these various interests,
some more powerful than others. The general in-
terest, and in particular the welfare of those not al-
ready represented in an organized way, needs to be
kept at the forefront, and the Chinese Communist
Party (CCP) has a central role to play in that.

China is in the process of completing another
successful leadership transition. The current lead-
ers were participants in preparing the priorities
embedded in the 12th FYP. It is a comprehensive
roadmap that if implemented with reforms and pol-
icies appropriate to this stage of growth, has every
reason to be successful. However, it needs to be said
that the list of prior successful, high-speed middle-
income transitions is rather short. None involve
changes in the size and scale involved in the China
case. And all were carried out in an easier and more
benign global economic environment in which de-
veloped country shares of global GDP were larger
and growing. Conditions now present more signifi-
cant headwinds and risks.

In addition, China has become systemically
important in multiple dimensions at a much lower
level of per-capita income than its predecessors.
China’s growth, policies and growth patterns af-
fect prices of raw materials and natural resources,
manufactured goods, financial markets and finan-
cial stability, and the growth options for other de-
veloping countries. Thus unlike other cases, China
will not only navigate a shift in the growth pattern
and the role of government in the coming decade,
but in doing so, it will need to balance the inter-
nal dynamics and external impacts of its policies.
As time passes, the external impacts become ever

larger, once again, the result of the combination of
sustained high growth and scale.

Most people believe that critical elements in the
evolution of the global economy in the coming de-
cade will be the policies adopted by the two most
important economies — China and the U.S. - and
the presence or absence of cooperation and lead-
ership in creating global public goods and a stable
and open global economic environment. Europe
will recover at a slower pace, but one hopes and
perhaps expects that it will be a unified economy
with appropriate policies and a unified (rather than
fragmented) approach to global issues. When that
happens there will be a third large economy with
reasonably unified governance as a partner to Chi-
na and the U.S. in leading global change and ad-
aptation. But that is not an imminent development.

Cooperation and Collaboration

There are many areas in which this cooperation will
be needed. One surely is the management of natu-
ral resources and the environment. The growth of
China and the developing world will lead to a dou-
bling of the global economy on a 10 to 15-year time
scale and probably a tripling in another 15 years.
The growth model that has underpinned both de-
veloped and developing country growth in the
past will not work at two or three times this scale.
Climate, food, water, energy and livability will not
withstand this level of growth. In fact, the adap-
tation of the growth models is already underway,
driven by deep concerns and changing values, in-
cluding those related to our responsibility to future
generations. This process of adaptation, innovation
and learning needs to be accelerated. China and
the U.S. need to be active participants and leaders.
The size of their economies means that their own
growth models have to adapt. The level of engage-
ment between the two countries will also either mo-
tivate, or reverse, international collaborative efforts.
Global problems are hard to solve, but a good start-
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ing point would be China-U.S. collaboration on en-
ergy efficiency and security, greener growth and the
environment, including climate change.

Each country brings much to the table. China
has ambitious goals in this area in the 12th FYP.
Progress is somewhat more decentralized in the
U.S., though there are new national policies includ-
ing Corporate Average Fuel Economy (CAFE) fuel
standards for automobiles. In addition, the U.S. is
expected to become energy independent with shale
oil and gas, which will have the side benefit of mak-
ing the economy somewhat greener through the use
of gas as an energy source. In fact, the per-capita
carbon emissions are already coming down.

The fundamental complementarity between the
two economies is shifting but does not make their
relationship less significant. In the past, to a first ap-
proximation the U.S. brought a large open market,
foreign direct investment and technology. In return
it got a vast and growing labor pool supplying high
quality, low cost, labor-intensive manufactured
goods. In more modern terminology, China sup-
plied low-cost labor-intensive components of key
manufacturing global supply chains. This pattern is
in the process of changing. China is now providing
a large and equally important rapidly growing mar-
ket for a wider array of goods that were formerly
largely unaffordable. It will also contribute as well
as absorb technology. It will shed lower value-added
jobs in the tradable part of its economy and these
jobs will move to earlier-stage developing coun-
tries. Some of these jobs as noted above may be-
come vulnerable to labor-saving technology, even
at relatively low wage rates. China may also become
(depending on policies on both sides) an outbound
foreign direct investor in the U.S. economy in a
wide range of areas - including infrastructure. The
U.S. will continue to provide a large open market,
even as China’s role in serving it will shift upward
in the value-added spectrum and in global supply
chains. The U.S. will also provide, share and absorb
technology and human talent. It will continue to be

an open center of excellence at the top end of the
education spectrum and in basic research.

Of course, there is also a healthy element of
competition. The sharp differences in comparative
advantage that were apparent two decades ago are
diminishing. They are not gone, and the full jour-
ney to high income status will not be completed by
China in the next decade. But the differences be-
tween the two economies are narrowing, in terms
of income, capital depth including human capital,
and capabilities. Chinese multinationals with rec-
ognized brands will begin to appear just as they
did in Japan and Korea. They will compete with
multinationals from a wide range of countries, and
become architects of global supply chains. But we
need to remember that they will compete with firms
from Europe, the U.S. and Japan in a vastly larg-
er global economy. Healthy competition in a fair,
rules-based environment in a rapidly expanding
global economy is far from a zero sum game. There
will be plenty of room for everyone who is on top of
his or her game.

A direct corollary of these trends is that glob-
al supply chains and the network structure of the
global economy are shifting. The older and at one
time approximately accurate notion that global sup-
ply chains ran from east to west, or slightly more
precisely, ran through the east on the way to final
demand in the west is out of date. Demand will no
longer be concentrated in the west and growth cer-
tainly won’t, even in absolute increments.

There are, in addition, underlying forces push-
ing in the direction of a partial reversal of the trend
toward delocalization. These include rising energy
costs and declining shares of labor in total costs,
increasing amounts of customization, and a move
away from periodic large batch orders to continu-
ous updating of orders and supply chain scheduling
in response to real-time data on customer-buying
behavior. This reduces demand-supply mismatches
and increases efliciency. And it pushes firms to in-
novate in the direction of localization. In the old
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model, that would bring supply chain elements back
toward the developed countries. Now and in the fu-
ture, it will push them toward their respective mar-
kets including those in the developing countries.

Demographics and Aging

The U.S., China, Europe and Japan are all in the
process of aging, a demographic shift to the upper
end of the age distribution. The extent of this shift
varies, with Japan at one extreme, followed by many
European countries, China and the U.S. The U.S.
immigration and immigration policy are a question
mark at this point. If past trends continue, immi-
gration will reduce the speed of the aging process
in the US.

Aging in combination with public debt and
large non-debt liabilities (entitlements in the U.S.
parlance) in the social security systems (including
health) has created serious challenges in the west
and questions in China about calculating accurately
the liabilities associated with expanded social secu-
rity systems, and limiting these. The examples in
the developed countries serve as a cautionary note.

In general, pension and social security systems
were based on assumptions and parameters related
to longevity and working lives that no longer hold.
These systems will therefore require difficult ad-
justments — difficult in part because older cohorts
have made life decisions based on the older mod-
els. Sudden shifts are neither politically feasible nor
fair. But that then exacerbates the longer-term fiscal
imbalances associated with outsized long-term li-
abilities. On the other hand, experts note that rela-
tively small changes in these systems now can have
dramatic beneficial effects on long-dated liabilities.

Undoubtedly, individual saving behavior will
need to adjust also to the new realities. Changing
these social security systems to create the appro-
priate incentives for saving and retirement will be
an important part of the adaptation. In addition,
it seems clear that working lives may be extended,

raising questions about institutions that support
multiple transitions during a working career.

These issues are related to the technologically
driven employment issues discussed earlier. It seems
fair to say that we are at the early stages of adjust-
ing to a radically different technological and de-
mographic environment compared with that in the
past. It is possible that a fundamental shift in models
of work will be part of the adjustment process.

Resilience in Developing
Countries

Growth in developing countries has demonstrated
resilience in the post-crisis period. As noted ear-
lier, this is the result of increasing scale, rising in-
comes, trade among developing countries especial-
ly in Asia, and a better match between demand and
comparative advantage. Because of these factors, a
declining fraction of trade flows pass through the
filter of developed country final demand.

The pattern of rising resilience will continue,
though the decoupling is not at all complete. Devel-
oped country demand is still a large fraction of the
global total and a significant dip, as we are seeing
in Europe, has the effect of slowing growth in the
short and medium term in emerging economies.

Forecast Summaries for the
U.S., China and the Global
Economy

The coming decade will be characterized by sub-
stantial structural and policy change toward a more
healthy and sustainable growth pattern, in individu-
al countries and the global economy. The outlines of
the structural changes in China are relatively clear.
The remaining questions have to do with implemen-
tation of the policy and institutional development.
These will be clarified in the course of 2013 as the
new leaders take on their roles and then formalize
and communicate reform priorities and direction.
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Figure 1: Actual and Projected Real GDP of China and
the U.S.
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Figure 3: Actual and Projected Real GDP per Capita of
China and the U.S.
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The U.S. economy has many elements of dyna-
mism and flexibility. It is recovering in terms of
growth and that seems likely to continue. There
are positive accelerators, including the progres-
sion of deleveraging, expanded energy resources,
and delayed but real improvements in productivity
and competitiveness. However, deficient aggregate
demand will continue to be a drag for some time,
especially in the large non-tradable part of the
economy. Fiscal countermeasures to bridge the gap
have been more limited than some advocate. Cer-
tainly the amount of fiscal flexibility to engage in
countercyclical activities on both the demand and
investment sides of the economy is more limited
than anyone would like.

The U.S. Federal Reserve, as noted earlier, has
used monetary policy to limit the impact of balance
sheet damage, and possibly stimulate demand via

Figure 2: The Actual and Projected Rates of Growth of
Chinese and U.S. Real GDP
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Figure 4: The Rates of Growth of Actual and Projected
Real GDP per Capita of China and the U.S.
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asset prices and the wealth effect, but it has limited
ability to restore demand in the short run. Polar-
ization in the political process has created rather
than reduced uncertainty. Many centrists agree
that a credible policy of stimulus in the short run
with a multi-year medium-term deficit reduction
plan combined with measures to reduce long-term
liabilities would be optimal, especially if the deficit
reduction protected growth-oriented public-sector
investments. But that is hard to achieve in the pres-
ent political climate.

While growth seems to be in a process of slow
return to potential, the recovery of employment
and the residual secular shifts in the income dis-
tribution are more problematic. And the shift of
income from those who save less to those who save
more creates further uncertainty about the res-
toration of aggregate demand. While long-term
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growth potential is believed to be driven by the
supply side, in particular by increases in total fac-
tor productivity, very few disagree with the propo-
sition that in the short run, growth is mainly con-
strained by demand.

Europe’s recovery will be slower with greater
downside risk. Deleveraging is less far along. The
structure requires coordinated and complementary
policies by multiple players, in individual countries
and at the center, with the result that outcomes will
be difficult to achieve. Underlying the challenge of
coordinated policy action is the ever present issue of
burden sharing — who will pay what fraction of the
cost of rebalancing.

If current trends continue, with the U.S. econ-
omy recovering slowly but steadily, the pattern of
convergence will continue. East Asia as a whole
will surpass the U.S. in terms of aggregate GDP
with China contributing the highest proportion of
the total by 2015. Chinese real GDP is projected
to catch up to U.S. real GDP in approximately 16
years’ time — around 2028 - at which time both
Chinese and U.S. real GDP will exceed US$25tr (at
2012 prices), more than three times China’s cur-
rent GDP. In fact, this could happen sooner. (Bear
in mind that in the meantime, the U.S. economy
will also continue to grow, albeit at rates lower
than those of China’s economy.) By that time,
China and the U.S. will each account for approxi-
mately 15% of world GDP.

China’s population is projected to plateau by
around 2045 and then become more or less stable.
Some population projections suggest that it will
reach a peak in 2035; however, this scenario does
not appear likely as China’s population policy is
likely to be modified long before 2035.

By 2030, China’s real GDP per capita is project-
ed to be US$19,960, which will still only be slightly
more than a quarter of the projected U.S. per-capita
real GDP of US$76,750.

The Importance of U.S.-China
Economic Cooperation in the
Face of Global Uncertainties
and Growth Challenges

At a time of substantial global economic challenges
and uncertainties, U.S.-China economic coopera-
tion is more important than ever. The two econo-
mies not only need to achieve bilateral economic
benefits, but also disputes and frictions need to be
resolved through cooperation. Beyond the bilateral
benefits, the rest of the global economy is depen-
dent on leadership from China and the U.S. in mat-
ters of global economic structure and cooperation,
such as free trade, financial stability and regulation,
energy security, environment, climate change and
many other global issues. It is difficult to imagine
successful global rebalancing and progress with ei-
ther China or the U.S. missing from the process.
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Appendix 1

Congressional Budget Office of the United States: Economic Forecasts

CBO’s Economic Projections for Calendar Years 2012-23

Estimated Forecast Projected Annual Average
2012 2013 | 2014 2015-2018 | 2019-2023
Fourth Quarter to Fourth Quarter (Percentage change)
Gross Domestic Product
Real 1.9 1.4 3.4 3.6 2.2
Nominal 3.7 2.9 5.3 5.7 4.3
Inflation
PCE Price Index 1.5 1.3 1.8 1.9 2.0
Core PCE price index® 1.5 1.5 1.9 2.0 2.0
Consumer price index® 1.9¢ 1.5 2.0 2.2 2.3
Core consumer price index* 1.9¢ 1.8 2.0 2.2 2.3
GDP price index 1.8 1.5 1.9 2.1 2.0
Employment Cost Index! 1.9 2.2 3.3 4.0 3.6
Fourth Quarter Level (Percent)
Unemployment Rate 7.8¢ 8.0 7.6 5.5¢ 5.2
Year to Year (Percentage change)
Gross Domestic Product
Real 2.3 1.4 2.6 3.7 2.3
Nominal 4.1 2.9 4.4 5.9 4.3
Inflation
PCE price index 1.7 1.3 1.7 1.9 2.0
Core PCE price index® 1.7 1.3 1.8 2.0 2.0
Consumer price index® 2.1¢ 1.6 1.9 2.2 2.3
Core consumer price index* 2.1¢ 1.7 2.0 2.2 2.3
GDP price index 1.8 1.5 1.8 2.1 2.0
Employment Cost Index! 1.8 2.1 2.9 4.0 3.6
Calendar Year Average
Unemployment Rate (Percent) 8.1° 7.9 7.8 6.1 5.4
Payroll Employment (Monthly change, in thousands) 157¢ 105 182 171 75
Interest Rates (Percent)
Three-month Treasury bills 0.1¢ 0.1 0.2 2.2 4.0
Ten-year Treasury notes 1.8 2.1 2.7 4.5 5.2
Tax Bases (Percentage of GDP)
‘Wages and salaries 44.1 43.5 439 44.2 44.9
Domestic economic profits 9.6 9.3 9.7 9.7 7.7

Notes: Economic projections for each year from 2012 to 2023 appear in Appendix 2.
The numbers shown here do not reflect the values for GDP and related series released by the Commerce Department’s Bureau of Economic Analysis on January 30 and the values
released by the Labor Department’s Bureau of Labor Statistics for the employment cost index on January 31 and for payroll employment on February 1.

PCE = personal consumption expenditures; GDP = gross domestic product.
b. The consumer prices for food and energy

a. Excludes prices for food and energy

d. The employment cost index for wages and salaries of workers in private industry
Source: US Congressional Budget Office, Feb 2013 (Actual values for 2012 are from Department of Labor, Bureau of Labor Statistics; Federal Reserve.)

e. Value for 2018

c. Actual value for 2012

f. Value for 2023
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Appendix 2

Comparison of alternative GDP forecasts for the U.S. and China

Chart 1: Alternative Projections of U.S. GDP Level in Chart 2: Alternative Projections of U.S. Annual
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Notes:

ADB: Asian Development Bank

CAS: Chinese Academy of Sciences

CBO: U.S. Congressional Budget Office

DRC: Development Research Center of the State Council of the PRC

SIC: State Information Center, National Development and Reform Commission
OECD: Organisation for Economic Cooperation and Development

Sources:

Asian Development Bank: Long-term projections of Asian GDP and trade, Asian Development Bank, 2011. http://www.adb.org/sites/default/files/projections-gdp-trade.pdf

Chinese Academy of Sciences: CHEN Xikang (2013), Chinese Academy of Sciences, forthcoming.

The Conference Board: http://www.conference-board.org/data/globaloutlook.cfm, 2013

Congressional Budget Office: http://www.cbo.gov/publication/43902, 2013

Development Research Center of the State Council: Ten-Year Outlook: Decline of Potential Growth Rate and Start of a New Phase of Growth, Conference paper in China Development
Forum of 2013, Development Research Center of State Council, 2013

Organisation for Economic Cooperation and Development: http://stats.oecd.org/Index.aspx?Queryld=39742#

State Information Center: State Information Center, National Development and Reform Commission of China, unpublished estimates, 2012

The World Bank: China 2030, World Bank, 2012. http://www.worldbank.org/en/news/feature/2012/02/27/china-2030-executive-summary
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Executive Summary

n the baseline scenario of the next decade, the

momentum of the global economic recovery is

strengthening, but still remains deeply imbal-
anced as well as unstable. It is anticipated that eco-
nomic growth in developing countries will be faster
than in the developed world and the pace of global
growth will accelerate in the latter years. However,
developed countries face the challenge of breaking
out of economic weakness and averting the double
dip. Emerging economies need to deal with import-
ed inflation and the transformation of economic de-
velopment model. International monetary system is
required to be reformed but it will take a while to
reach consensus. Aging population is picking up
with a fall in the ratio of working population to
total population. Global public issues such as food
and energy security and climate change should be
tackled by joint efforts to build an integrated and
comprehensive institutional arrangement.

Facing the above challenges, the best hope to
realize economic transformation, structural read-
justments and the potential of economic develop-
ment is changing the traditional mindset and seek-
ing consensus on development. The contribution
of emerging economies represented by the ‘BRIC’
countries to global economic growth is greatly im-
proved, providing strategic space for the economic
recovery and prosperity. Moreover, the wisdom of
innovation that drives the industrial (post-indus-
trial) society to the knowledge society provides sig-
nificant potential for promoting future growth. It is
also possible that low carbon technologies, circular
economy and new energies will be the new engines
for driving global economic growth. Finally, setting
up global governance mechanisms and rebuilding

new international economic orders and the confi-
dence for future growth are important guarantees
of sustainable development.

China will play a pivotal role in the global
economy in the coming decade. Despite its eco-
nomic growth rate being lower than that of the
past decade, the quality will be considerably en-
hanced and thus ensure sustainable economic de-
velopment. China’s market will expand faster than
others, and domestic consumption will overtake
investment and exports to become a new force for
economic growth. China has become the largest
trading nation, undertaking industrial transfer,
elements integration and capital inflows and is
one of the most important investors in the world.
China will develop into an innovative economy
over the coming ten years, aiming to develop a
modern educational system and more intellectual
support for national development. China will con-
tinue to facilitate industrialization and urbaniza-
tion in order to catch up to the present levels of
developed countries and promote industrializa-
tion into the mid-to-late stage. China will main-
tain its focus on improving living standards and
satisfy its peoples” expectations of a better life and
building a harmonious society. Meanwhile, China
is moving to a country with a more marketized
and internationalized financial system. RMB will
play a larger role in international trade settlement,
international capital markets and international
currency reserves. However, we need to note that
China is facing serious problems and challenges.
Transformation of its economic development pat-
tern will be the principle line in the coming decade
to maintain China’s sustainable development
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Prospects and Challenges for the Global
and Chinese Economiesin 2022

The Baseline Scenario!
of the Global Economy in
the Next Decade

The momentum of the global economic recovery is
strengthening, but still remains deeply imbalanced
as well as unstable. It is anticipated that economic
growth in developing countries will be faster than
in the developed world and thus set an upward tra-
jectory.

As the level of household debt in the developed
economies falls, consumer spending will return
to normal on a gradual basis. In Asian countries
export-led growth will rebound to previous levels.
Emerging countries are working towards a balance
between domestic and external demand and will
switch to domestic consumption to drive up eco-
nomic growth.

As such, the global economy will have a growth
rate lower than that of the last 60 years. According
to statistics put forward by the World Bank, gross
domestic product (GDP) growth from 1973 to 2011
was 3.0% - based on the weighted average exchange
rate — and was 2.7% from 2000 to 2011. It is esti-
mated that in the next 10 years the global economy
will grow by 2.5%.2

Across the globe, economic restructuring is
gathering pace. In emerging economies consump-

1 This overview is based on the assumption that there will be no
large-scale wars or conflicts in the world; an open and liberal trade
environment is maintained; the global financial system is relatively
stable; there is no major breakthrough in the current global governance
mechanism; economic cooperation is deepened although competition
is intensified; the U.S. and China’s current economic policies are
implemented; economic restructuring is well underway; and there are
neither breakthroughs nor major conflicts in Sino-U.S. trade relations.

2 “Evaluation and Projections on the US and China’s Economic Trend
in the Next Decade”, Department of Economic Studies, National
Information Center, Beijing, forthcoming, 2012.

tion will play a bigger part in driving GDP growth
rather than investment and the current account
surplus will be reduced. The World Bank? projected
that consumption will increase from 40% to 47% of
GDP between 2010 and 2025 in East Asian econo-
mies, and anticipated that a similar trend will oc-
cur in India and Latin American countries. The
same U.S. ratio over that period will fall from 70%
to 63%. Meanwhile, investment will slip from 45%
down to 37% of GDP in East Asian economies and a
similar decline will occur in other emerging econo-
mies. European countries, however, will grow from
16% to 18%.

International trade will continue to increase and
become one of the major forces in bolstering the
global economy. By 2025 the ratio of trade to world
output will increase from 49.9% to 53.6%. A sharp
increase in trade of emerging economies is likely
to happen thanks to the expansion of domestic de-
mand. Imports will increase from 35% to 45% of
total trade volumes and exports from 38% to 50%.
The emerging economies’ share of global trade will
come closer to that of developed countries.*

New Economic Challenges in
the Next Decade

Developed countries face the challenge of breaking
out of economic traps and averting the double dip
In recent years, the global financial crisis has en-
tered into a new phase. Sovereign debt has come
out of crisis and the debt crisis in the private sec-

3 “Global Development Horizons 2011 — Multipolarity: The New Global
Economy”, World Bank, 2011.
4 Ibid.
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tor has spread to the public sector. Consequently,
core developed economies, such as the U.S., Japan
and some European countries, have been mired in
debt which has spread to neighboring countries. At
present, the amount of the global sovereign debt hit
US$95tr , exceeding the global stock market value
of US$55tr and global GDP of US$62tr. According
to the International Monetary Fund (IMF) predic-
tions’, the top 10 external debt-issuing countries are
developed nations, with overall debt totaling 80%
of global debt. In 2014 the total debt of developed
countries to GDP will be over 100%, reaching as
high as 122% by 2015. Pre-crisis levels won't be re-
stored until 2030.

Analysis of the status quo shows that the crisis is
far from over. In the past, the economic cycle of de-
veloped countries were shorter, usually lasting six
months to a maximum of one year. But the unstable
recovery from the recent crisis has already lasted
more than two years. Some European countries
have even suffered a double-dip recession. The fu-
ture growth of developed countries, either as a drag
or a driver, is crucial to the global economy in the
next decade.

Imported inflation and the transformation of
economic development in emerging economies

In the aftermath of the 2008 financial crisis, there
were wild fluctuations in food and commodity pric-
es. Ballooning food prices have been mainly driv-
en by the Consumer Price Index (CPI) increase in
emerging economies. According to the 14 economic
cycles tracked by the IMF since 1929, this round of
recovery is the most sluggish to date with the fastest
credit rebound. The assets held by the global cen-
tral bank have amounted to US$18tr, accounting for
30% of global GDP, twice that the figure of a decade
ago. Against this backdrop, developed economies
with large debts opt for loose monetary policies for
an indefinite period to sustain the debt cycle. Low

5 Global Financial Stability Report, IMF, 2011.

long-term interest rates and excessive liquidity on
a global scale will be normal. As the output gap is
gradually reduced and prices of natural resources
are stirred up, the global economy will face an up-
ward pressure resulting in high inflation that may
cause turbulence in the financial market.

Although emerging nations such as Brazil, Mex-
ico and Argentina are still growing, their growth
rates are slowing, impeded by an unsustainable
development pattern, underdeveloped industrial
structures, poor infrastructure, low productiv-
ity and capital output-input ratios. In this context,
global economic growth is likely to stagnate or even
head for double dip if the situation is dampened
with high imported inflation and strong external
shocks over the next decade.

Lack of consensus, joint efforts at international
monetary reform and intermittent incurable fi-
nancial upheaval

Currently, there is widespread consensus that the
financial crisis has been caused by the irrational-
ity of the international monetary system. After
Lehman Brothers collapsed, the U.S. received more
instead of less capital inflows as international in-
vestors regarded the U.S. currency as a safehaven.
This reflected the fact that international investors
were choosing the US$ as the reserve currency and
trade settlement currency. Dominance of the USS$,
in some senses, demonstrates that it is the global in-
vestors’ currency of choice. Global opinion, includ-
ing the U.S. itself, advocates reforming the interna-
tional monetary system while sticking to using the
USS$ as the global currency.

Major holders of US$s and US$ assets are reluc-
tant to sell because of the fear of further devalua-
tion. Alan Greenspan, former chairman of the U.S.
Federal Reserve, acknowledged that the crises are a
result of persistent loose monetary policy and low
interest rates. However, despite this, such policies
continue to be extended. Meanwhile, the ‘zero inter-
est-rate’ and indefinite quantitative easing policies
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in Japan - adopted more moderately by the UK.,
Australia and India - and a tough stance on infla-
tion adopted by some European countries led to an
unstable global financial market, which embedded
problems of stagnant manufacturing growth and
excessive liquidity. The smooth reform of interna-
tional monetary policies without creating shocks
to the global economy is challenging all countries,
in particular, the U.S. If substantial reforms are not
taken, it will be impossible to contain global exces-
sive liquidity of the US$ and the U.S.” overwhelming
deficit. As a result, the US$ will depreciate further
and global commodity prices will continue to rise.
This will put the global economy, especially emerg-
ing economies, at great risk of a double-dip reces-
sion.

Aging population and a dwindling labor force
The recent census report® published by the United
Nations (UN) indicates that the world population
reached seven billion in 2011. It only took 12 years
for the world population to grow by one billion. It is
estimated that it will hit eight billion in 2025 and 10
billion by the end of this century. However, in de-
veloped countries such as the U.S., Japan, Italy and
Germany, the proportion of the population aged
over 60 will make up over 30% coupled with a low
or negative birth rate.

The world’s aging population has been a major
concern of developing countries, some of which
may face the problem of “getting old before getting
rich” or “getting old while getting rich”. By the mid-
dle of the 21st century, the aging ratio in developing
countries will rise to 14% and the aging population
will grow by 400%. The labor participation rate in
Northeast Asia is currently high, but is forecast to
drop from 64% in 2010 to 57% in 2050.

An aging society means the end of the demo-
graphic dividend and the demand for a new force to

6 “Population seven billion: UN sets out challenges”, United Nations
Population Foundation, BBC, 26 October 2011, www.bbc.co.uk/news/
world-15459643

sustain economic expansion. It also urgently calls
for reforms on the social welfare system, education,
employment and provisions for the old. The UN
projected that by 2050 the world population will
peak at 9.15 billion, 16% of which will be over 65
years old. By then there will be only 3.9 working-
aged people to support one 65-year old, while in
2010 the ratio was 8:7.

An aging society reduces both savings and in-
vestment. The consumption level will rise, but the
real purchasing power is weakened. Countries,
especially emerging countries, need to put corre-
sponding polices into place as well as ensure their
effectiveness to boost the consumption level and the
purchasing power of the aged population. The im-
provement of financial sectors and social safety nets
will also help by slashing precautionary savings that
are used for the whole life cycle.

Food and energy security
Threats to food and energy security are exacerbated
by the use of biofuels made from corn and grain. The
report by the Food and Agriculture Organization of
the United Nations’ indicates that in the next de-
cade international food prices will remain high and
unstable. It is likely to be 16% to 40% higher than its
average level between 1997 and 2006. According to
statistics posed by the UN, one in seven people are
currently suffering from hunger. After the recent
food crisis another 44 million people will live in
chronic hunger. It is predicted that by 2022, the U.S.
will use 0.18 billion tons of corn — which could feed
0.58 billion people for one year - to produce biofuel.
Plans for producing biofuel from agricultural prod-
ucts are also being implemented in other countries.
The gap between energy supply and demand is
growing globally. In 2011 BP plc issued the “BP En-
ergy Outlook 2030™%. It points out that global carbon

7 OECD-FAO Agricultural Outlook 2010-2019, Food and Agriculture
Organization, 2010.

8 “BP Energy Outlook 2030, London, January 2011, http://www.
bp.com/liveassets/bp_internet/globalbp/globalbp_uk_english/
reports_and_publications/statistical_energy_review_2008/STAGING/
local_assets/2010_downloads/2030_energy_outlook_booklet.pdf
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emissions — with a 20% increase compared to 2005
- will peak after 2020. There will be about a 40% in-
crease in primary energy consumption in the next
20 years and non-members of the Organisation for
Economic Co-operation and Development (OECD)
- with an average annual rate of increase of 2.6% -
will see a 68% increase in energy consumption by
2030, contributing to 93% of the world total. The
International Energy Agency predicts that global
oil production will fall by two thirds over the same
period. It can be seen that with the development of
the global economy, especially the world popula-
tion increase and the intensification of emerging
economies’ industrialization, urbanization, mod-
ernization, marketization and internationalization
processes, the balance between energy supply and
energy demand will become more fragile.

Global challenges and global solutions
of public products

+ Global warming

A World Bank report’® predicts that by the end of
the century the global temperature will rise by 5°C
compared to pre-industrialization levels. The Co-
penhagen Diagnosis'® points out that by 2100 global
temperatures will go up by 7°C and the sea level will
rise by 1 meter compared to current levels.

« Poverty

One quarter of the total population of developing
countries are still living in extreme poverty'. Ac-
cording to the World Development Indicators 2010
released by the World Bank, the economic melt-
down triggered by the international financial cri-
sis has put another 64 million people into extreme
poverty.

9 World Development Report 2010: Development and Climate Change,
World Bank, 2010.

10 The Copenhagen Diagnosis 2009: Updating the World on Climate
Science, Bindoff, Allison N. L., Bindschadler R.A., et al, UNSW Climate
Change Research Centre, Sydney, 2009.

11 According to the UN’s definition, extreme poverty refers to a person
receiving an average everyday income of less than US$1.25.

The global economy is threatened by a host of
other problems, such as the population explosion,
environmental deterioration, natural disasters, and
the exploitation of resources, poverty, disease and
terrorism, in addition to new rules on bio-technol-
ogy, immigration, trade and investment. Innova-
tive approaches are required to address these chal-
lenges. So far, institutional arrangements set up to
tackle these challenges are far from reaching con-
sensus and initiatives have been formulated, some
of which have yet to get started. How to overcome
these problems is likely to affect the quality of life
for generations to come.

Promising Expectations and
Opportunities in the Next De-
cade: Seeking Consensus and
Making Constructive Solutions

The most we can hope for is to realize economic
transformation, structural readjustments and the
potential of economic development: Changing
the mindset and seeking consensus

The U.S. put forward strategies for re-industrializa-
tion and new energy development. In an effort to
return to the real economy, it gives a strategic role
to manufacturing and aims to double its exports
in five years. It hopes the new energy development
strategy can provide an impetus to economic recov-
ery and create more job opportunities.

In June 2010 the European Union (E.U.) 2020
Strategy was approved at the E.U. Summit. It set out
to develop a smart, sustainable, inclusive economy
and aims to promote employment, research and de-
velopment (R&D), climate change mitigation, edu-
cation and poverty reduction in the next decade.

The Japanese government issued its growth strat-
egies. It strives to cultivate a new force for economic
growth by releasing the country’s domestic potential
and opening up to the international market.

For emerging countries like China and Brazil,
they are also working on transforming traditional
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economic development patterns.

In the next 10 years, international organiza-
tions, such as the IMF, UN, G20, World Bank, as
well as regional organizations, should play more of
a role in coordinating the various issues regarding
the broader global issues. Further reform, innova-
tion and development will become the common
theme of most countries.

More contribution to global economic growth
and the potential for future recovery and prosper-
ity: Growth of emerging economies represented
by the ‘BRIC’ countries

Studies by the China Center for International Eco-
nomic Exchanges (CCIEE) indicate that the pro-
portion of ‘BRIC’ countries’ (high growth develop-
ing economies of Brazil, Russia, India and China)
GDP to global GDP will rise from 17% in 2011 to
23% in 2015, 31% in 2020, 41% in 2025 and over 50%
in 2030. The rise of emerging countries will make a
great contribution to global poverty reduction and
will become a major force in driving regional as
well as international economic development. Fur-
thermore, the emergence of these economies is an
irreversible long-term trend of global development.

The most important variable in the next decade:
The power of innovation drives the industrial
(post-industrial) society to the knowledge society
The new tech-driven industrial revolution has
breathed confidence into crisis-stricken countries
and brought new hopes to the global economy plum-
meted by the recession. The U.S. drew up the Nation-
al Innovation Strategy and the Planning for R&D
of Year-Crossing Projects of Smart Grid 2010-2014;
the E.U. came up with the Innovation Alliance, the
Digital Agenda for Europe; Japan has formulated
the largest investment plan ever for innovation and
R&D, the draft for the Basic Plan (2011-2015) for the
Fourth-Stage Development of Science and Technol-
ogy; and South Korea put its National Strategy and
Five Year Plan for Green Growth into implementa-
tion in 2010. BRIC countries have also quickened the

pace for technological innovation and development.
It can be seen that countries, developed or emerg-
ing, aspire to score a breakthrough via technologi-
cal innovation and revolution in a post-crisis period
for industrial overhaul and new industrial develop-
ment. World Bank" estimates that highly productive
emerging economies will grow by around 6% per
year, while those with lower productivity will grow
by only 3% on average.

New powers for future economic growth: low car-
bon technologies, circular economy and new en-
ergies

In retrospect, the circular economy and low car-
bon technology are directions for future develop-
ment, and are some of the few fields that saw positive
growth amid the crisis. More efforts should be made
to build a low carbon economy in the process of eco-
nomic structural adjustments. According to a study
conducted by HSBC", by 2020 the annual income of
the low carbon industry will exceed US$2tr.

Faced with the challenges brought by climate
change, increasingly countries are looking to new
energies. Low carbon technologies, clean energies
and renewable energies have become new hot spots
for scientific and technological innovation. Accord-
ing to the “BP Energy Outlook 20307, between 2010
and 2030 the proportion of solar energy, wind pow-
er, geothermal energy, biofuels and other renewable
energies to total energy growth will increase from
5% to 18%. New energies, including nuclear power
and renewable energies, will gradually replace pe-
troleum, coal and other fossil fuels. The output of
biofuels is predicted to increase from 1.80 million
barrels per day in 2010 to 6.70 million barrels per
day in 2030, which will be 125% of the liquid fuel
supplied by non-members of the Organization of
Petroleum Exporting Countries.

12 Global Development Horizon 2011- Multipolarity: The New Global
Economy, World Bank, 2011.
13 The Climate Equity Opportunity List, HSBC, 2010.
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Guarantee of sustainable development: Setting
up global governance mechanisms and rebuilding
new international economic orders and the confi-
dence for future growth

An effective platform for global governance is re-
quired to deal with global economic upheavals.
The international financial crisis shattered the old
economic orders. In light of the new environment,
international organizations, such as the UN, World
Bank, IMF and World Trade Organization, have
put global governance on the agenda. “The General
Survey of Economy and Society of the World 2010”
published by the UN calls for reforming the global
reserve currency system, reforming the governance
structure of the global economy and reforming the
global governance mechanism. G20 has extended
its discussions to issues other than economics and
finance; the BRIC countries’ summit has also made
an appeal for a more inclusive world economy. The
key to global economic governance is to improve
risk management systems, enhance the stability of
the global financial system and keep inflation in
check. It is of equal importance to promote global-
ization and free trade and narrow the gap between
the rich and poor.

Reviews of large international organizations
should focus on adopting comprehensive, authen-
tic, impartial and effective principles when tackling
global issues. Such organizations, the largest public
goods, could bring enormous benefits to the world.
They could drive the way to a balance of interests
and mutual benefits, and build a fair and inclusive
economic order. A global consensus and a universal
effort will shape the world in the next decade and
the future for mankind.

Two Scenarios of the Global
Economy in the Next Decade

The optimistic scenario'*: Global economy enters
into a new growth supercycle

Conference Board"” forecast that under the opti-
mistic scenario the average global economic growth
rate will reach 5.4% in the next 10 years. The growth
rate of advanced economies and emerging econo-
mies will be 3% and 7.4% respectively. The growth
rates of the U.S., Europe, Japan, China and India
will be 3.4%, 2.4%, 2.4%, 9.4% and 9.8% respec-
tively. The global output will hit US$105tr, US$15tr
more than under the baseline scenario'.

The pessimistic scenariol7: Sluggish recovery or
a ‘lost decade’

The possibility of the pessimistic scenario is quite
small but it needs to be considered. It is given to
urge countries to rise above differences and take
immediate action. In the Conference Board’s esti-
mation'®, under the pessimistic scenario, the global
growth rate will only be 2.6%: 1% in advanced econ-
omies and 4% in emerging economies. The growth
rates of the U.S., Europe, Japan, China and India
will be 1.3%, 0.6%, 0.1%, 5% and 5% respectively.
The global output will be just US$80tr, US$10tr
smaller than under the baseline scenario.

14 It is based on the assumption that as globalization has deepened,
countries have reached consensus on certain issues and begun to
take concerted action; they enhanced the cooperation between each
other and achieved mutual beneficial outcomes; they complement
each other and establish new orders; they are sparing no efforts to
promote innovation and deal with slews of challenges; and they make
concessions and strive for inclusive development.

15 Global Economic Outlook 2011, the Conference Board, 2011.

16 The estimation is based on global GDP of US$62tr in 2010 and will
reach US$90tr in 2020 according to Asian Development Bank’s forecast.

17 It is based on the assumption that large countries lack strategic
consensus; the global economy is still suffering from the impact made
by the financial crisis, debt crisis and the decline of the real economy;
the fear of double dip is realized and caused social instability; the global
economy remains deeply imbalanced and recovery is sluggish; the
market is unstable and the environment further deteriorates; and the
international relationship is unraveled.

18 Global Economic Outlook 2011, the Conference Board, 2011.
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Outlook for China’s economic
development in the next decade

Since China adopted the reform and open policy, it
has grown into an integral part of the global econo-
my and later became an engine of global economic
growth. It has reaped great benefits from its bilater-
al trade relations with the U.S. Not only that, China
has borrowed experiences from developed countries
such as the U.S. and set up the market economy that
released its growth potential. Over the past decade,
China’s GDP grew by nearly 10% and to date its ur-
banization rate stands at 47.6%. From 2009 to 2011,
RMB850bn was spent to establish a medical insur-
ance system that covers 1.267 billion people. What
is the vision for the next decade?

China will play a pivotal role in the global econo-
my, despite its economic growth rate being lower
than that of the past decade, the quality will be
considerably enhanced and thus ensure sustain-
able economic development

China’s 12th Five Year Plan (FYP) set a target of
keeping the annual GDP growth in the five year pe-
riod (2011-2015) at 7% and the goal of enhancing the
quality and efficacy of economic development. The
18th Communist Party of China (CPC) National
Congress also promised to double China’s GDP by
2020 which translates into an annual growth rate
of 7.1% during 2010-2020. If the economy grows by
7% on average, China’s GDP will reach US$12.5tr".
The Chinese State Information Center estimates that
China’s average annual growth rate will reach 7.4%
over the next decade with a total GDP of US$16tr in
2022?. The World Bank report* projects that China’s
economic growth rate will slow down in the next 30
years with an annual rate of 8.6% during 2011-2015,
7.0% during 2016-2020 and 5% in 2030. Even with a
lower growth rate, China will still surpass the U.S.

19 Against an exchange rate of 1:6:38.

20 China’s GDP in 2011 was US$7.3tr.

21 China 2030: Building a Modern, Harmonious and Creative High-
income Society, World Bank, 2012.

Figure 1: Outlook for China’s GDP and Growth 2011-2022
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and become the world’s largest economy by 2030.

In the next decade China will attach more im-
portance to the well being of its citizens instead of
focusing solely on GDP growth. GDP can be used as
one of the indicators instead of the only one indica-
tor to gauge a country’s economic strength. At pres-
ent, China’s GDP per capita is less than half of the
global level and ranks 93 globally. One of the main
targets stated in the “18th CPC National Congress
Report” is to double people’s annual income in 2020
against the 2010 level and with GDP per capita of
more than US$10,000%, getting out of the ‘middle
income trap’. The State Information Center forecast
that China’s GDP per capita will reach US$11,517 in
2022% (see Figure 1).

China’s market to expand faster than others, do-
mestic consumption to overtake investment and
exports to become a new force for economic growth
With the upgrade of consumption structures and fur-
ther released domestic demand, China will be one of
the world’s largest consumer markets. In 2012, con-
sumption contributed 51.8% of economic growth, re-
placing investment for the first time in six years. The
World Bank report* forecast that by 2020 the ratio
of investment to GDP will decline from 42% to 38%

22 China’s per capita GDP in 2011 is US$5,414.

23 Evaluation and Projections on the US and China’s Economic Trend
in the Next Decade, Department of Economic Studies, National
Information Center, Beijing, forthcoming, 2012.

24 China 2030: Building a Modern, Harmonious and Creative High-
income Society, World Bank, 2012.
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and the ratio of consumption will climb from 56%
to 60%. Morgan Stanley’s report “Chinese Economy
Through 2020”7, points out that in the next decade
China will embrace a golden period of consumption.
By then China’s consumption will be two thirds that
of the U.S. and 12% of the world total. Its newly culti-
vated consumer market has already outstripped that
of the U.S. in 2008 and it is expected to double, ac-
counting for 20% of global market by 2020.

In addition, China’s social security system has
picked up steam in recent years. It has established
the social safety net for its citizens in a country with
the worlds’ largest population, covering nearly all of
Chinese urban and rural households. This will en-
courage spending and foster consumption-driven
growth.

China to become the largest trading nation and
one of the most important investors in the world
while maintaining its focus on industrial trans-
fer, elements integration and capital inflows
China is an important founder, participant and
contributor of international economic systems. It is
a member of more than 100 governmental organi-
zations and has been actively involved in over 300
international conventions. China is also a strong
supporter and practitioner of trade liberalization
and investment facilitation. To date, it has set up
bilateral mechanisms for economic and trade coop-
eration with 163 countries and regions, finalized 15
free trade agreements, and negotiated investment
protection agreements with 129 countries, agree-
ments on double taxation exemptions with 96 coun-
tries and 10 free trade agreements. In the coming
decade, China will continue to establish more free
trade areas, set up cross-border economic coopera-
tion areas and actively facilitate the Doha Round of
World Trade Talks.

According to China’s State Information Cen-
ter, considering the change in the global eco-

25 Chinese Economy Through 2020, Morgan Stanley, 2010.

Figure 2: Outlook for China’s Foreign Trade, 2011-2022
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nomic growth pattern, the decline of global im-
ports, the shift of China’s export structures, and
the RMB annual appreciation of 2% vis-a-vis the
US$, China’s exports and imports are still likely
to grow by 9.4% and 10% and its trade surplus
to steady at around US$250bn during 2013-2022
(see Figure 2).

China is bound to be a major investment des-
tination as well. In recent years, the total stock of
China’s outbound investment has increased by an
average rate of 44.6% per year. It has amounted to
US$400bn in 2011, ranking 13th among major in-
vestment countries. The Asian Studies Center and
Kissinger Institute on China and the United States?
estimated that China’s outbound investment will be
US$1tr-2tr in the next 10 years. However, Chinese
investors have been often discouraged by cultural
differences, various rules and regulations, discrim-
inatory policies and political pressures. It should
thus be made clear that under current special cir-
cumstances, the inflow of Chinese investment is not
only for the benefit of the investor but also for that
of investees entrenched in high debt levels and lack
of capital. In the future, stimulated by guidance and
encouragement by the Chinese government and

26 Daniel H. Rosen and Thilo Hanemann (2011), An American Open Door?
Maximizing the Benefits of Chinese Foreign Direct Investment, Asia
Society and Kissinger Institute on China and the United States
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Figure 3: Status Quo of China’s Science and Technology Talent and Development Targets
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through experience, China will be better equipped
to invest abroad.

China to develop into an innovative economy:
Aims to develop a modern educational system
and more intellectual support to national devel-
opment over the coming ten years

China has drawn up a host of long-term plans for
talent development, educational reform and tech-
nological development. According to the plan,
by 2020 the number of skilled people will rise
by 58% from 114 million to 180 million. Human
capital will account for 33% of overall economic
growth and its large pool of talent will contrib-
ute 35%. Furthermore, investment into R&D will
exceed 2.5% of GDP. It is expected that 60% of
GDP growth will benefit from technological ad-
vancement. The protection of intellectual property
rights has been and will continue to be improved
to encourage innovation.

Improving the education system is essential to
foster talent. By 2020, China’s gross enrollment ra-
tio will climb to 90% and the gross enrollment ra-
tio of higher education will reach 40%. The average
education years of China’s working-age population
will increase from 9.5 to 11.2 and the proportion of
population that has received tertiary education will
reach 20%, double that of 2009.

China to continue to facilitate industrialization
and urbanization: Aims to match the urbaniza-
tion level of developed countries’ current level
and industrialization to have entered into a new
phase by 2022

Thirty years ago, 80% of China’s population lived in
rural areas. Now nearly half of the rural population
has moved into cities. In 2011 the urbanization rate
in China was 51.2%, realizing the target of the 12th
FYP ahead of schedule. It will be 60% by 2022 if this
momentum is maintained (see Figure 4). According
to the World Bank report?, in less than 20 years two
thirds of China’s population will be living in cities.
Urban residents in China will pass the total urban
population of the U.S., Japan and the E.U.. Such an
urbanization process is unprecedented in scale and
offers a tremendous impetus for China’s economic
growth.

The new industrial process will continue to ac-
celerate supporting the country’s move to industri-
alization. The pace of development is set to increase
in such key areas as energy-saving and environ-
mental-protection technologies, new information
technologies, bio-technology, high-end equipment
manufacturing, new energy, new materials and new
energy fueled autos. It is stipulated in the 12th Five
Year Plan that by 2015 the added value of strategic
new industry to GDP will reach about 8%. By 2020
the ratio of non-fossil fuels will be 15% of total en-
ergy consumption. CO, emissions per GDP will be
reduced by 40% to 45% than that of 2005.

27 China 2030: Building a Modern, Harmonious and Creative High-
income Society, the World Bank, 2012
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Figure 4: China’s Urbanization Process, 2012-2022

66 1,400
—— Urbanization rate (%, LHS)
B Number of new urbam employment (10,000, RHS) 1,200
62
~1,000
o ~800
56 600
~400
52
=200
48 -0

2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022

Source: Evaluation and Projections on the US and China’s Economic Trend in the Next
Decade, Department of Economic Studies, National Information Center, Beijing

China to continue to maintain its focus on im-
proving living standards, satisfy expectations of a
better life and building a harmonious society

In 2022 GDP per capita in China will surpass
US$10,000. In the next decade, the population
growth rate will start to decline. By 2022, the total
population will stay within 1.4 billion. There will
be negative growth in the growth rate of the labor
force aged between 15 and 64 (see Figure 5). Aver-
age life expectancy will increase by one year to 70.5
years old. Social security will be further enhanced.
There will be a gradual improvement in basic medi-
cal insurance of urban households and increased
subsidies for rural medical care, financed by the
government.

A significant part of Chinese government policy
will be to raise living standards of low-income and
impoverished people and narrow the gap between
the rich and poor. From 2011 to 2015 there will be
an annual increase of over 30% of the lowest wage
standard. In most areas the lowest wage standard
will be over 40% of the average wages of urban
workers. The minimum subsistence level for urban
and rural residents will increase by over 10% an-
nually. Thirty six million public housing facilities
in urban areas will guarantee 20% of the housing
needs of the impoverished. World Bank?® projects

28 Evaluation and Projections on the US and China’s Economic Trend in
the Next Decade, Department of Economic Studies, State Information
Center, Beijing, 2012.

Figure 5: Forecast of China’s Population Growth, 2011-2022
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that by 2030 the gap between the rich and poor will
be reduced to 2.4:1 from 3.2:1 in 2010.

An 1% increase in China’s GDP will provide jobs
for about 1.3 million people in the cities. In the next
decade, due to improved employment levels in the
service industry and the upgrading of the manu-
facturing structure, job elasticity will be gradually
reduced. The shrinking labor force and easing un-
employment pressure will ensure the urban em-
ployment rate will remain stable.

China to become a country with a more mar-
ketized and internationalized financial system:
RMB to play a larger role in international trade
settlement, international capital market and in-
ternational currency reserves

China is on course to the internationalization of
the RMB. It started the reform on the exchange
rate regime on 21 July 2005. Since then, the RMB
has appreciated by over 30% vis-a-vis the US$ un-
til May 2012. The RMB has become a convertible
currency on current account and its convertibility
ratio in capital account has exceeded 40%. At pres-
ent, the share of China’s trade settlement in RMB
has over 10% of the total China has signed for cur-
rency swaps with over 10 countries and regions.
The total currency exchange amount has reached
RMB29.2bn. Hong Kong has become first RMB
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offshore trading center. Shanghai will follow Hong
Kong and become another international financial
center. There is no doubt that in 10 years China will
continue to accelerate its financial reform to make
it more market based. Currency exchange scale
will be further expanded and Shanghai will play a
predominant role in Asian financial transactions.
International financial centers such as Singapore,
London and New York will also become RMB off-
shore trading centers sooner or later.

Apart from facilitating the ongoing financial
reform, China will also advance reforms of large
state-owned financial institutions by establishing
a modern corporation system and corporate gov-
ernance structures. China will also raise the share
of direct financing, deepen its reform on the initial
public offering system and put in place a delisting
system. To prevent financial risks, China is prepar-
ing the establishment of a counter-cyclical dynamic
capital buffer and precautionary provisions, tight-
ening the supervision and management of liquidity
and leverage ratios so as to maintain the stability of
the financial system.

China’s continued problems and challenges: To
maintain sustainable development, China will
have to focus on the transformation of its eco-
nomic development pattern in the coming decade
China has a large population and its resources are
quite limited. It provides for nearly 20% of the
world population with 7.9% of arable land and 6.5%
of fresh water. There is a great disparity in the devel-
opment between the urban and rural areas. Its eco-
nomic growth relies excessively on the consump-
tion of tangible resources. China is relatively weak
in innovation and at the lower end of the global
industrial chain. The living standards of Chinese
people are relatively low and the social security sys-
tem has yet to be improved.

China’s economic growth will face a lot of pres-
sure, such as inflation, resource shortages, envi-
ronmental deterioration, an aging population and

poverty. According to the UN’s standard, China
still has 150 million of its population below the
poverty line. In accordance with international stan-
dards, China became an aging society in 1999%. In
20 years, it will come to an important turning point
when population dividends might end. The contri-
bution of labor quantity to economic growth will
diminish.

At present, the shrinking of external demand
exacerbates the over-capacity problem of the Chi-
nese economy. The loss of comparative advantage
has come into being. Against this background,
massive export-oriented industries are in a state of
over-capacity, including traditional industries such
as textiles and new industries such as wind power
equipment, silicon and solar panels. The higher
labor cost deprives the comparative advantages of
the labor-intensive manufacturing industry, while
comparative advantages in technology and capital-
intensive industries have yet to be set up.

Challenges in resources and environment are
even more grave. Two thirds of cities have serious
water supply problems. Almost one quarter of sur-
face water is contaminated. Three hundred million
rural people do not have access to safe water. Ac-
cording to the Morgan Stanley report®, if China
cannot solve its own problems successfully, it will
inevitably encounter slow economic growth and
persistent high inflation rate. Under these circum-
stances, China’s average annual growth rate will
only be 6.5% in the next 10 years. The report by
the Carnegie Endowment for International Peace
also points out under the pessimistic scenario, in
the first next five years China’s average economic
growth rate will be 7.1% and in the five years after
that will only be 5.8%.

The risks of China’s economic slowdown arises
partly from the changes in the macroeconomic en-

29 Wang, Dewen, The Demand and Supply of Labor Force against the
Backdrop of Low Birth Rate and China’s Economic Growth, Chinese
Journal of Population Science, vol 1, pp. 46-54, 2007.

30 Chinese Economy Through 2020, Morgan Stanley, 2010.

31 China’s Economic Prospects 2006-2020, Carnegie Endowment for
International Peace, 2007.
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vironment, such as the fall in real estate prices, the
contraction of domestic investment and the decline
of exports induced by the global economic melt-
down, and partly from economic structural prob-
lems of its own. The latter problems are more dif-
ficult to solve, requiring the government to further
facilitate economic and structural reform, other-
wise it is possible for China to fall into the ‘middle-
income trap™.

However, as the progress of China’s urbaniza-
tion, industrialization and agricultural moderniza-
tion continues, China’s huge domestic demand will
be further released and propel the country’s sus-
tainable economic development. China is bound to
make bigger strides in the next decade and will be
better prepared to face up to every hurdle it comes
across. It will shoulder more responsibility in deal-
ing with global affairs and provide more public
goods. A rising China will make its due contribu-
tion to the common progress of mankind.

32 Chinese Economy Through 2020, Morgan Stanley, 2010.
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Executive Summary

he American economy is making a slow re-
covery compared to recoveries from other
deep recessions in the country’s history.
Americans are pessimistic about the future of their
economy and concerned that their children’s stan-
dard of living may be lower than their own. They
are asking whether slow growth is the new normal.
While economic growth is projected to show
marginal signs of improvement in the short run,
this could incur risks from a number of domestic
and international factors, including fiscal policy,
Europe’s recession, China’s impact and an increas-
ing array of regulation.
The polity is divided on issues of fiscal consoli-
dations versus short-run stimulus, adjustments in

taxes versus spending, and generally on the size and
scope of government. As the baby boom generation
continues to retire, labor force growth is slowing,
gradually raising the ratio of retirees to workers
prospectively exploding entitlement costs.

However, the U.S. still compares favorably to
other developed economies — with less demograph-
ic pressure than in the E.U. and Japan, lower taxes
and a less burdened welfare state than Europe’s
most prominent economies. Moreover, its strengths
in technology, productivity and higher education,
combined with a more flexible market economy,
should pull it through the worst, especially if sen-
sible policy reforms are enacted. But it will not be
an easy ride.

The State of the American Economy

The Short Run

The American economy remains in an historical-
ly slow recovery from the financial crisis and the
deep recession. Recoveries from deep recessions are
usually sharp and swift, as in the 1970s and 1980s.
Sometimes recoveries from financial crises are slow,
though not always. The economy remains well be-
low its potential (see Figure 1). Economic growth
has averaged roughly 2% per year since the reces-
sion ended.

The good news is that the Blue Chip private
forecasters project a modest pick up to of 2% to 3%
— still far too low - for this year and the next. The

Congressional Budget Office (CBO) has the econ-
omy growing at 1.4% this year and 3.4% the next;
thereafter, 3.5% for a few more years. The U.S. gov-
ernment administration forecasts a more solid re-
covery of 2.6% in 2013 and over 3.4% in 2014.

Of course, the U.S. economy, along with Cana-
da’s, is doing better than the other large advanced
economies, some of which are contracting (see Fig-
ure 3).

While I am generally in agreement with the
Blue Chip Consensus Forecast as a base case, I see
considerable risk of economic growth getting worse
over the next couple of years, along with some op-
portunities to do better.
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The main risks in the short run stem from: Figure 1: U.S. Real GDP, 1989-2012
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» Continued deleveraging of the private sector is
still in middle innings. Figure 3: GDP Growth Rates for Selected Countries (last
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ulation, whatever their non-economic benefits

o Monetary-policy exit risk looms under current
policy. The U.S. Federal Reserve (the Fed) is pro-

jected to have a balance sheet of US$4tr by 2014.
Quantitative easing has hit the point of diminish-
ing returns; still more excess reserves won’t ease
bank lending. Boosting asset prices risks bubbles
that can burst and cause serious disruption. The
Fed says it will raise interest on reserves to keep

the banks from lending too rapidly, which would
risk inflation. But especially given recent history,
it is hard to imagine the public and the Congress
sitting by while the Fed gives — not lends - tens of
billions of dollars to the banks.
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Figure 4: Average U.S. Real GDP Growth, First 14 Full
Quarters Since Severe Recession Trough
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There is certainly lots of opportunity for the econo-
my to do better than projected. Housing has finally
begun to rebound. Although from a smaller base,
it is now adding to - rather than subtracting from
— growth. Fiscal drag from state and local tax hikes
and spending cuts has likely peaked.

A technology revolution - ‘fracking’ - has cre-
ated a boom in domestic oil and gas, which is gen-
erating jobs, incomes and government revenues.
Combined with greater offshore drilling permits,
Canadian oil and the once-unimaginable possible
opening up of Mexico’s oil industry to foreign in-
vestment — we have the opportunity to dramatically
reduce the Organization of the Petroleum Export-
ing Countries’ (OPEC’s) strategic power. This is not
just a potential economic revolution, at least, if pol-
icy or unsafe development doesn’t kill it, but one of
the most important geopolitical shifts in America’s
favor in decades.

Lots of cash is available on the sidelines, earning
virtually nothing in relatively safe assets, on house-
hold and corporate balance sheets. Businesses are
waiting for more favorable investment and hiring
opportunities in a stronger economy and a more fa-
vorable expectation of the future tax and regulatory
environment. In short, there is pent-up demand.

The recovery has been anemic compared to re-
coveries from the other two deep post-World War I1
(post-WW II) recessions. Those recoveries - in the

Figure 5: Longer-Run Forecasts of U.S. Real GDP
Growth, 2013-2023
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mid-1970s and mid-1980s - were sharp and strong.
As Figure 4 shows, gross domestic product (GDP)
growth in the current recovery has been only 40%
as strong. The jobs recovery has been running at
only a 25% pace. In their first three and a half years,
the earlier recoveries generated — adjusted for the
growth in working age population - an average of
14.3 million jobs. The current recovery is 10 million
jobs short. An unusually large number has left the
labor force.

Turning attention to the long run, polls show
Americans are more pessimistic than at any time
since the stagflation of 1978-82. Record numbers
are doubting that their children’s and grandchil-
dren’s standard of living will be higher than their
own. They wonder whether the economy will ever
return to normal, or is stuck in a new normal of
much slower growth or even Japanese-style long-
run stagnation; whether the lurch toward a Europe-
an-style social welfare state will stop; and whether
some combination of monetary policy and explod-
ing government debt will lead eventually to high in-
flation. They wonder if the depressed job market is
primarily a cyclical problem or a permanent change
in labor markets; and if high and rising government
debt, due to the explosion of entitlement costs —per-
haps following a few years of lower deficits and rela-
tively stable debt-GDP ratios — will seriously erode
their children’s future prosperity.
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Figure 5 presents alternative five and ten-year
forecasts of U.S. economic growth. For the next
five years, the average annual growth rate projec-
tions range from a low of 2.7% (Blue Chip) to a high
of 3.2% (Administration), with the International
Monetary Fund and CBO forecasts in between. In
all cases, the ten-year forecasts are somewhat lower,
reflecting two factors: first, the five-year forecasts
reflect expectations of some catching up to potential
GDP as the recovery from deep recession continues.
Second, the projected growth of the labor force is
slowing due to demographic factors, primarily the
continuing retirement of the abnormally large post-
WWII baby boom generation. (Note that the labor
force participation rate of the non-elderly has fallen
substantially and the extent of any rebound will re-
flect both an improving economy and changes pro-
moting work incentives in the several major income
support programs that have greatly expanded in
the last several years.) As a result of this, projected
slowing of labor force growth, real GDP growth at
the end of the ten-year period in 2023 and presum-
ably thereafter, is projected to slow further to 2.3%
(Administration), 2.2% (CBO) or 2.5% (Blue Chip).
With reasonable policy reforms providing greater
incentives to work in government programs and
the tax system and/or greater economically based
immigration - no sure thing politically - the U.S.
should be able to reach or exceed the high end of
these forecasts.

The prospect for successful fiscal consolida-
tion is at best mixed. Recent research reveals that
fiscal consolidations in OECD countries since
WWII which stabilize the budget without reces-
sion averaged US$5-6 of actual spending cuts per
U.S. dollar of tax hikes. Spending cuts, especially
in entitlements and transfers, were far less likely
to cause recessions than tax increases and, in some
cases, increased growth. A dozen recent studies in
peer-reviewed journals, including one by President
Obama’s first Council of Economic Advisers’ Chair,
unanimously document the negative effects on the

economy of higher taxes. Since the American econ-
omy differs in some ways from these other cases -
it comprises over one-fifth of the world economy,
interest rates are already low, the US dollar is the
global reserve currency and many countries are
consolidating simultaneously — we should be cau-
tious about claiming too much for the short-run
benefits of fiscal consolidation.

One successful example of spending control oc-
curred in the mid 1990s under President Clinton
and a Republican Congress, but more commonly, as
in Washington and many states in the 2000s - the
opposite occurs: a boom brings a surge in revenues
and politicians are anxious to spread the spending
far and wide. Ideally, spending reductions would be
phased in as the economy recovers, but it is difficult
to make a convincing case that they will indeed oc-
cur, given the political economy of the budget, the
history of most previous budget agreements and the
inability of one Congress to bind the next.

The Long Run

But the long-run prospects for the American econ-
omy are not nearly as bleak as much commentary
suggests — the stock market hitting new nominal
highs notwithstanding. These pessimists claim that
the U.S. and the other major advanced economies
face inevitable decline, given their fiscal, banking,
trade, employment and demographic problems.

A more balanced view admits that these are all
(partially) valid concerns and will be difficult to work
through, especially European banking and debt and
America’s fiscal problems. But at any time in history,
a similar list of allegedly insurmountable problems
could be compiled - i.e. automation/structural un-
employment in the 1960s; stagflation in the late
1970s to early 1980s; competition from Japan in the
late 1980s - yet the innate flexibility and dynamism
of a primarily market-based economy surmounted
them all with waves of technology innovation and
productivity enhancement, especially in the U.S.
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The U.S. compares favorably to the other ad-
vanced economies because demographic pressure is
less severe than in the E.U. and Japan (China too,
eventually); taxes are lower and the welfare state
less bloated in the U.S. than Europe. But America
is currently expanding its welfare state and borrow-
ing on an unprecedented scale (other than during
WWII). Historically, the U.S. political system has
swung the pendulum back to the center. Will it be
too late this time? Close to half the population is
receiving government benefits and only half are
paying income taxes. That is not a healthy political
economy of the budget to control entitlement costs.

Most importantly, the U.S. still leads in technol-
ogy, productivity and higher education, and this
strength extends far beyond IT. Fortunately, there
are successful examples in recent history of the
welfare state being rolled back to levels consistent
with solid growth, for example, the U.S. in the mid
1980s-1990s and Canada in the mid 1990s-2000s.

In conclusion, I am cautiously optimistic about
a continued, but too slow, recovery and decent long-
run growth. But lots could go wrong.
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Executive Summary

he U.S.-China economic relationship has

developed rapidly during the past few de-

cades. But given the vast difference between
the two countries’ economies, political systems, his-
tory, culture and values, major problems and dis-
putes arise from time to time in their interactions.

In the commercial arena, U.S. businesses have
often complained about China’s unwillingness to
open up its markets in a faster manner, about the
unfair treatment foreign investors get in China, and
the inadequacies of China’s rules and regulations
that put foreign investors at a competitive disadvan-
tage. In recent years, the more important issues of
concern include the inadequacies of China’s intel-
lectual property protection regime, cyber security
problems, state-owned enterprises (SOEs) and mar-
ket access issues.

China has defended its position by pointing out
that while China has achieved very rapid develop-
ment under the reform and opening-up policies for
the past 35 years, the country as a whole is still a de-
veloping country with vast differences across geog-
raphies. China has also asked the U.S. to be patient
as China is also keen to pursue further reform and
modernization, but that these will take time, given
the complexities of the issues involved and the need
to introduce changes at a prudent pace.

Meanwhile, China also complains about the
U.S. restrictions on high-tech exports to China,

the unwillingness of the U.S. to grant market
economy status to China, and the politicization
of events related to China’s trade and investment
dealings with the U.S., thus resulting in U.S. gov-
ernment actions that often appear arbitrary and
protectionist.

Many of these problems and difficulties are le-
gitimate concerns. They need to be taken seriously.
Proactive attitudes in dealing with these grievances
by the two governments should, in time, help to
resolve some of them. But some of these disagree-
ments will not be fully resolved in the short term.
New issues will also arise in the future as the two
countries engage with each other further in the
coming years.

Notwithstanding these differences and argu-
ments, the two countries have not allowed these
difficulties to become impediments to the contin-
ued growth in the bilateral economic relationship,
which has grown over the years to become one of
the most important bilateral relationships in the
world. Indeed, given that the two countries view
each other with some degree of suspicion, a contin-
ued growth in the economic relationship will help
to build mutual understanding and enhance mu-
tual trust. Such growth in economic links will build
the determination and common interests that will
in turn enable the two countries to overcome the
difficulties in their relations in the future.
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Difficulties and Impcdimcnts in

the U.S.-China Economic Rclationship

Introduction

China decided to reform and open up its economy
in 1978. Since then, China has followed a step-by-
step approach to turn a centrally-planned and heav-
ily government-controlled economy gradually into
a ‘socialist market economy’. Decentralization of
economic decision-making power, introduction of
market forces and the freeing up of controls over
foreign trade and foreign investments are some of
the key policy directions in the process. This re-
form and opening-up process takes place at varying
paces in different localities and different sectors, de-
pending on the readiness for reform of the regions
or economic sectors concerned, and also depending
on the development strategies of the government.
This step-by-step approach to reform has en-
abled China to develop rapidly in the past 35 years
without going through a painful ‘shock therapy’
that marked the experience of many Eastern Eu-
ropean economies in the 1990s. But this gradual-
ist approach has also brought many difficulties and
challenges. One such challenge is the co-existence
of market-oriented and government-controlled
elements in the economy for a prolonged period
of time. For example, in the early days of reform,
both government-controlled prices and free market
prices co-existed, and this opened up opportunities
for arbitrage opportunities to those in power and
therefore also for corruption. Today, in many sec-
tors in China’s economy, government-owned en-
terprises compete with private enterprises, and this
often leads to complaints about unfair competition,
not only from foreign investors, but also from lo-
cal entrepreneurs. Furthermore, some of these gov-
ernment-owned enterprises that enjoy preferential

treatment would gradually become vested interests
that would try to protect their privileges and post
obstacles to further reform.

Another characteristic of China’s development
is that while some sectors and regions have devel-
oped very rapidly over the past 35 years, some other
sectors and regions lag behind - sometimes far be-
hind - the rest of the country. The need to take into
account the needs of the less-developed sectors or
regions often means that policies adopted by the
government would be too conservative for investors
who typically operate in the more developed sectors
and regions.

China’s economy has developed rapidly. But as
with most societies, customs and practices, social
values, cultural preferences and institutional capac-
ity all change at a much slower pace. It takes a very
long time to educate the people and to engineer
changes in mindsets and behavior. The building up
of the institutions and fabrics of an efficient, mod-
ern market economy will require not only new rules
and regulations, new institutional structures and
an abundant supply of experienced professionals in
many professional services, but also the evolution
of many unwritten codes of behavior, case laws and
precedents, and a compliance culture.

Against the background of these complex is-
sues, private enterprises in China have to overcome
many unique challenges. While a rapidly growing
Chinese economy offers many opportunities, the
playing field is not always level and the rules of the
game could change as the economy evolves and
develops. It is understandable therefore that many
foreign investors and private enterprises have com-
plained about the difficulties and unfair practices
when they do business in China.
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Opportunities for

and Difficulties Encountered
in U.S.-China Economic
Relations

The U.S. has played an important part in China’s
reform and development in the past 35 years. It has
been the biggest final market for China’s exports.
American enterprises are a major group of for-
eign investor in China. In 2012, the bilateral trade
in goods and services between the U.S. and China
totaled about US$527bn. U.S. enterprises have cu-
mulatively invested over US$70bn in China in the
form of direct investment and Chinese enterprises
have started to invest actively in the U.S. in recent
years. The two countries also have a large amount
of cross-border financial investment in each other’s
markets. Amongst all sovereign investors, the Chi-
nese government is the largest investor in U.S. trea-
suries and agency securities.

Looking forward, basic economics predicts that
bilateral trade will grow roughly in proportion to
the sizes of the two economies, so it is not surpris-
ing that trade in goods and services between China
and the U.S. is predicted to grow along with their
economic growth. It has been projected that bi-
lateral trade in goods and services could increase
by two and a half times in the ten years to 2022".
Furthermore, as China’s economy continues to de-
velop, China’s demand for high-tech products, high
quality consumer goods and services, and profes-
sional, business and financial services, will all grow
rapidly, and this will play into the strengths of U.S.
enterprises.

Apart from trade, investment flows between
the two countries are likely to enter a new phase of
development?. While U.S. direct investment flows
to China will continue, as in the past two decades,
Chinese direct investments in the U.S. have entered
a high growth phase. It has been projected that out-

1 See Chapters 8 and 9 for further details.
2 See Chapter 13 for further details.

bound foreign direct investments (FDIs) by Chi-
nese enterprises could total more than US$1tr in the
next 10 years, with a substantial proportion of these
funds heading towards the U.S. The annual flow of
FDI from China to the U.S. is expected to exceed
FDI from the U.S. to China soon. Portfolio invest-
ment flows between the two countries have been
restricted by China’s foreign exchange and invest-
ment regulations in the past. But China is actively
liberalizing such regulations in recent years, and as
this process continues, the amount of portfolio in-
vestment flows between the two countries is likely
to grow much faster.

The opportunities for further growth in U.S.-
China economic cooperation, both in scale and in
the range of possibilities, will be substantial. The
cooperation has been of tremendous mutual benefit
in the past and this will continue to grow signifi-
cantly in the future. But it has to be recognized that
the U.S. and China are two very different countries,
in history, culture and values, as well as in econom-
ic and political systems. The development of the
overall relationship between the two countries is
often overshadowed by mistrust and differences on
important global strategic issues. The two govern-
ments often view each other with some suspicion.
In commercial relations, there are serious concerns
and disputes raised from time to time by both sides,
particularly from U.S. enterprises. Many of these
concerns are — at least partially - valid, but some
are exaggerated due to misunderstanding, politici-
zation or misinterpretation of the facts.

The two nations must work cooperatively to ad-
dress these issues seriously, but at the same time
seek out new opportunities, if they are to continue
to reap and enhance the mutual benefits of the re-
lationship between them. It is therefore imperative
that mutual trust be built-up and strategic differ-
ences be managed and addressed. Building mutual
trust will take time; but the differences should not
be allowed to stand in the way of closer economic
cooperation between the two countries.
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The business sectors of both countries have
identified difficulties and impediments to expand-
ing the economic relationship between them. These
issues evolve over time as circumstances change.
Recently, on the U.S. side, the major issues include
the role of the SOEs in the Chinese economy — and
state banks as providers of finance — market access
into China, protection and enforcement of intel-
lectual property rights and cyber security - and
in particular, theft of commercial secrets. Chinese
complaints include restrictions on U.S. exports of
high-technology products to China, refusal by the
U.S. government to grant market economy status to
China, and U.S. government actions that often ap-
pear arbitrary and protectionist in the areas of both
trade and investment.

These issues are real, and relevant to expanded
economic engagement. In a commercial relation-
ship as extensive and dynamic as that between the
U.S. and China, there will be points of contention
and concern. Candor in recognizing them, and
a commitment to resolving them, is a sign of the
maturing of the relationship. For these issues to be
resolved, the two governments need to face them
squarely. It is a difficult task, and will take time, but
it must be done.

However, both sides should also realize that it
is difficult to resolve some of these issues within a
short time. Indeed, some issues may never be re-
solved directly as a standalone subject, but will have
to be allowed to evolve through a dynamic and de-
velopmental process. It is therefore important to
focus also on the future potential of an enhanced
economic relationship through cooperation. Suc-
cessful cooperation by the two countries will not
only bring economic benefits to the two peoples,
it will also help build the trust between them. The
more the two countries are engaged with each oth-
er, the more mutual trust could be built and this in
turn would help to narrow the differences between
the two sides.

Grievances raised by
the U.S. and Recommendations
of this Study

Intellectual Property Rights Protection’

The U.S. side, and indeed international and do-
mestic institutions in China, have pointed out that
protection of intellectual property rights (IPR) -
whether owned by foreign or Chinese nationals —
has not been adequate in China in the past.

The Chinese side acknowledges the shortcom-
ings in protecting IPR, but points out that, over the
past decade, China has devoted enormous efforts
to improve IPR protection. China’s legal and other
institutional arrangements are being strengthened,
while entrenched cultures are being changed.

As China attempts to bolster its economic
growth through science, technology and innova-
tion, as provided for in the 12th Five-Year Plan,
it is really in China’s own interests to protect the
intellectual property developed by its own citizens
or enterprises. It should be noted that the Chinese
government’s commitment to eradicate the use of
pirated software products in all central, provin-
cial and municipal-level government units mark
an important step in that direction. The proactive
approach of the government to protect IPR nation-
wide is gathering momentum and support.

Recommendations
First, recognizing the need for a single cross-minis-
terial intellectual property organization within the
State Council to fully implement government IPR
policies, an organization called the “Leading Group
for National IPR Protection” was formed in 2004.
Now is the time to further strengthen the enforce-
ment and coordination role of this organization to
ensure full compliance.

Second, it may be useful for China to consider

3 See Chapter 14 for more details
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establishing a special national court exclusively for
intellectual property disputes. The court will have
jurisdiction over the entire country and its deci-
sions will be binding and enforced over the entire
country. This will greatly facilitate the resolution
and settlement of intellectual property disputes in
China and strengthen the protection of IPR.

Third, both the U.S. and China should under-
take to expedite the registration of approved patents
by inventors from the other country upon their ap-
plication. For example, the Chinese patent author-
ity may consider accepting papers submitted to the
U.S. patent authority in the process of approval of
the U.S. patent, and vice versa, thus speeding up the
process of approval in China and in the U.S.

Fourth, it is recommended that the Chinese gov-
ernment’s commitment to eradicate the use of pi-
rated software is applicable not only to the central,
provincial and municipal governments, but also to
the centrally owned and locally owned SOEs.

Finally, it is also proposed that there should be
increased professional exchanges between the U.S.
and China to raise the level of awareness and knowl-
edge on the rights of owners of patents, brands and
copyrights.

Cyber security*

Espionage by governments against one another is
nothing new - it has been done from time imme-
morial and governments are likely to continue to
use all means at their disposal, including through
cyberspace. However, the use of cyberspace by indi-
viduals for commercial or industrial espionage - for
theft or for disruptive activities — should be treated
as a crime.

The U.S. alleges that the Chinese government
has directly or indirectly organized such cyber at-
tacks against the U.S. However, the Chinese gov-
ernment strongly denies this. In fact, China views

itself as a victim of cyber attacks. Indeed, recogniz-
ing the enormous damage that can be done through
cyber attacks, hacking has been made illegal in
China. While the Chinese government denies its
direct or indirect involvement in organizing such
cyber attacks, the Chinese government acknowl-
edges the possibility that individuals in China may
be involved in hacking.

At this point in time, there is an urgent need for
direct and open dialogue between the two govern-
ments. This could bring about better understanding
and eventually an agreement to prevent cross-border
cyber crimes and bring cyber criminals to justice.

There has been an ongoing “Sino-U.S. Cyber Se-
curity Dialogue” between two thinktanks, the Cen-
ter for Strategic and International Studies (CSIS) in
the U.S., and the China Institute for Contemporary
International Relations (CICIR) since 2009. They is-
sued a joint announcement in June 2012, summa-
rizing their agreements and differences. Such dia-
logues are essential to improve trust and should be
encouraged.

Recommendation:

Government-to-government dialogue between the
two countries is essential to eventually bring about
an agreement to prevent cross-border cyber crimes
as defined above. Indeed, such dialogue should be
held as soon as possible. The two countries should
also take initiatives, together with the international
community, to develop rules and regulations for in-
ternational cyber space, which is lacking.

State-owned enterprises and market
access’

The U.S. side has complained about the ‘privileged’
status of the Chinese SOEs and that competition with
SOEs is not on a level playing field - either in China
or overseas — because of their monopoly status and

4 See Chapter 14 for more details

5 See Chapter 16 for more details
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their preferential access to credit. Moreover, there are
also concerns that the SOEs are agents of the Chinese
state and do not operate on purely commercial prin-
ciples. These complaints are not limited only to the
U.S. side. There are such complaints voiced interna-
tionally and by interested parties within China too.

The Chinese side pointed out that, from an his-
toric point of view, the SOEs have been crucial in
nation building in the last 35 years, and their work
is not yet complete. In the meantime, they also point
out that, after 35 years of reform and opening, and
given the impact of the growing market economy,
the influence of the SOEs is not as significant as be-
fore. Indeed, within China today, there are different
views as to what the role of the SOEs should be go-
ing forward.

Today, the central government-owned SOEs
are responsible for less than 15% of Chinese gross
domestic product (GDP) and just over 8% of Chi-
nese employment. They are particularly dominant
in industries which are considered strategic and es-
sential for national security. At the same time, the
rapidly growing private sector in China is vibrant
and has come to dominate the IT sector (Alibaba,
Tencent, Huawei, Sina and Baidu) and the real es-
tate sector (Dalian Wanda Commercial Properties,
Vanke, Evergrande Group and Country Garden).
Even in the energy sector, some private enterprises,
such as ENN Energy and China Gas, are now pro-
viding domestic gas supply to hundreds of cities in
China. There are now also private automobile man-
ufacturers such as Geely and BYD in China which
are playing increasingly active roles. Indeed, today
China’s private sector accounts for more than 50%
of the country’s GDP and 60% of the employment.
The remaining 35% of GDP and 32% of employment
that is not generated by the central government-
owned SOEs and the private sector is generated by
the agricultural sector, the self-employed, local co-
operatives, local SOEs, etc.

On the question of market access, the U.S. side
has asked for greater and easier market access, in

terms of both exports of goods and services and di-
rect investment in China. These complaints are in
several areas. They are about the lack of transpar-
ency and a level playing field in government and/or
SOE procurement, and about Chinese government
restrictions on their acquiring controlling interest
in a host of industrial and service sectors, in par-
ticular in the investment banking and the insur-
ance sectors. Similar concerns have been expressed
internationally and within China.

The Chinese side has responded by stating that -
in terms of acquiring controlling interest — China’s
consideration of a step-by-step approach is in the
interest of national security and social stability, and
the need to protect infant industries. The Chinese
side has asked the U.S. side to take a long-term view
on their investments in China.

On government procurement, the U.S. side has
appealed for a fair and open procurement process,
as foreign companies and the Chinese private sec-
tor are sometimes excluded in this process. The
Chinese side has made well known the govern-
ment’s direction that central and local SOEs should
not be favored, and that all participants should be
treated equally. However, enforcement needs to be
strengthened.

Recommendation
Since the 18th Party Congress in November 2012
and the National People’s Congress meeting in
March 2013, the new leadership has repeatedly em-
phasized that, for China to succeed in the restruc-
turing of its economy, continued deepening of its
reform and changing the government’s role to allow
more competition in the marketplace is essential.
As China further develops and reforms, it seems
that U.S. businesses can play a constructive role in
helping China’s effort to develop its service sector
economy.

Indeed, this restructuring will produce one of
the largest marketplaces in the world. Overall, this
is an opportunity for U.S. businesses. The Ameri-
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can Chamber of Commerce in Shanghai’s China
Business Report 2012-2013 stated that, although
U.S. businesses find China’s regulatory and policy
environment to be increasingly challenging, a re-
cord 91% of survey respondents have an ‘optimistic’
or ‘slightly optimistic’ outlook for their five-year
business prospects.

Under these circumstances, we propose that
thinktanks from both countries undertake a com-
plete and total review of the subject of SOEs and
market access from the U.S. and Chinese perspec-
tive. This will enhance understanding, and may
even help develop recommendations to both gov-
ernments on how the issues that are raised in the
paragraphs above can be moved forward.

Grievances raised by China and
Recommendations

Restrictions on high-tech exports

The restriction of exports of high technology prod-
ucts from the U.S. to China was introduced in 1989.
Since then, U.S. exports of high-tech products to
China have been declining as a share of China’s to-
tal high-tech imports. Figures show that, in 2001,
China’s imports of high-tech products globally were
valued at US$56bn, of which the U.Ss share was
16.7%. By 2011, the value grew to US$461bn, with
the U.S’s share shrinking to only 6%. Ironically,
over the years, China’s demand for high-tech prod-
ucts has been met by imports from Europe, Japan,
Israel and many other countries. It is estimated that
Chinese demand for high-tech imports will con-
tinue to grow by over 20% per annum during the
next decade.

It is recognized that certain high-tech products
have military applications, and it is perfectly un-
derstandable that exports of such products should
be restricted. However, export controls sometimes
appear to be arbitrary and often result in the large
Chinese market being left completely to non-U.S.

competitors. Proposals were made to the U.S.” Bush
administration as well as the Obama administra-
tion in the past, but the matter is still under review.
Nothing has been forthcoming.

Recommendation

It is proposed that this review needs to be done with
some urgency, and hopefully, a mutually beneficial
outcome will emerge.

Market economy status

One recurring Chinese complaint is not being
granted ‘market economy status’ by the U.S. (and
the E.U.) despite the fact that market forces play a
dominant role in determining almost all prices in
China. Not having market economy status penal-
izes China in anti-dumping investigations because
the domestic market price cannot be used to estab-
lish whether a country’s exporter has been engaged
in dumping or not. The use of an ‘analog market
price’ in such investigations frequently biases the
decision against the exporting country. China is
such an exporting country.

According to China’s World Trade Organization
Accession Agreement, China will automatically be
recognized as a ‘market economy’ by 2015. Thus,
this issue will go away. It is China’s view that there
is justification to grant market economy status to
China now. If this is done, it will be a great gesture
of friendship as well.

Recommendation

As the market economy status of China will be recog-
nized by 2015 anyway, we suggest the U.S. give China
the market economy status as soon as possible.

Politicization of economic issues and
other administrative actions

There are also Chinese complaints of the tendency
in the U.S. to overly politicize economic issues on
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trade and investment between the two countries.
Some U.S. government actions - including ac-
tions by the Committee on Foreign Investment in
the United States — appear to Chinese enterprises
to be arbitrary and protectionist in both trade and
investment. This includes the imposition of special
tariffs and duties on Chinese products, and the dis-
approvals of certain direct investments by Chinese
enterprises, both private and state owned. Deci-
sions based on national security grounds are un-
derstood and accepted, but they should be clearly
explained and certainly not be based on political
considerations.

Recommendation

We propose that clearer rules and regulations on
investment approval processes be issued by the U.S.
government.

Conclusion

China’s economy is going through an important
structural transformation process. To avoid falling
into the ‘middle income trap’, the Chinese govern-
ment understands the need to reform and open up
further, to improve market structures and to pro-
mote fair competition, and to enhance innovative
capabilities through strengthening IPR protection.
Both countries want to establish a pattern of
secure, high-quality, sustainable growth and em-
ployment for their people. History in the past few
decades has demonstrated that the bilateral rela-
tionship - built and adapted well over time - can
make a material contribution to that shared goal.
U.S. President Barack Obama called Chinese
President Xi Jinping in March 2013 to congratulate
him on his new position and to discuss the future
of the U.S.-China relationship®. President Obama
underscored the importance of working together to
expand trade and investment opportunities and to

address issues such as the protection of IPR. In this
context, the Chinese president highlighted the im-
portance of addressing cyber-security threats, which
represent a shared challenge. The two leaders agreed
to maintain frequent and direct communication.

Similarly, in a meeting with U.S. Secretary of
State John Kerry in Beijing in April 2013, China’s
President Xi said that the U.S. and China should
work together to explore how to build a new rela-
tionship among major powers, and that both sides
should insist on handling bilateral relations from a
strategic and long-term perspective. President Xi
hoped that the two nations would adopt a positive
attitude and a vision for future development in pro-
moting dialogue and cooperation, and in seeking
common ground while respecting differences. He
also pointed out that both sides should build fur-
ther areas of cooperation that would build mutual
engagement, take positive measures to address the
concerns of both sides, and not to politicize trade
and economic issues’.

6 Refer to http://www.whitehouse.gov/the-press-office/2013/03/14/
readout-president-s-phone-call-chinese-president-xi-jinping

7 Refer to http://www.gov.cn/ldhd/2013-04/13/content_2377091.htm (in
Chinese)
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“Itis manifest chat cthe best political community is formed by citizens of

the middle class, and that those states are likely to be well-administered, in

which the middle class is large.”

Aristotle, 306 BC

Executive Summary

hina is undergoing the most sweeping
C social and economic transformation the
world has ever seen — and at a pace that is
unprecedented. Rapid economic growth, accom-
panied by a huge and rapid shift to urban living,
is rocketing incomes higher and creating a middle
class with significant spending power. China’s ur-
ban middle-class population alone, is larger than
most of the countries in the world.
There are many strains associated with rapid
urban expansion, including traffic congestion,

pollution and chronic shortages of clean water
and living space. China will need to manage these
to sustain growth and accommodate the demand
and aspirations of its new middle class. If it does,
the rise of China’s middle classes will have pro-
found implications for its economy - and that of
the world - and offer very significant opportuni-
ties for business in the U.S. Consider that China’s
middle class will be consuming goods and services
valued at US$3.4tr by 2022 - or 24% of gross do-
mestic product (GDP).

The Rise of the Middle Class in China and

Its Impacton the Chinese and World Economies

The magnitude of China’s
middle-class growth is
transforming the nation

As recently as 2000, only 4% of urban households
in China was middle class'; by 2012, that share had
soared to 68%. And by 2022, we expect China’s mid-
dle class to number 630 million - that is, 76% of ur-

1 We have defined ‘middle class’ as those with annual household
disposable income of between RMB60,000 and RMB229,000, a range
that - in purchasing power parity terms - is between the average
income of Brazil and Italy. Such of households are likey to spend 50% on
necessities and have quite distinctive consumption pattens from other
income segments.

ban Chinese households and 45% of the entire popu-
lation. China is fast becoming a middle-class nation.

Central to this huge surge in numbers of mid-
dle-class Chinese has been the country’s industri-
alization and urbanization. China’s middle-class
expansion is largely happening in cities — and will
continue to do so. Today, urbanites account for 52%
of the entire Chinese population; by 2022, their
share is likely to be 63%. There will be 170 million
new urban residents between now and 2022. The av-
erage urban income per capita is roughly triple that
in the countryside.
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Figure 1: The upper middle class will become the new mainstream

Urban households - Millions
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Upper middle class | 16,000 to 34,000
Mass middle class 9,000 to 16,000
Poor <9,000

Source: McKinsey Insights China — Macroeconomic model update, April 2012

The expanding base of urban middle class is
creating increasing numbers of skilled workers
who are contributing to higher productivity. Their
productivity is enabled, in turn, by urbanization -
both ‘hard’ benefits in the form of infrastructure
development and ‘soft’ benefits through higher
provision of, for instance, education, healthcare
and personal financial services. The enormous
growth in China’s urban infrastructure is well
known. Perhaps less appreciated is the investment
the government is putting into the soft enablers
that will truly unleash the economic potential
of the growing middle class. Take insurance, for
example: as recently as 2005, fewer than 150 mil-
lion people had basic medical insurance in China;
today, this figure has mushroomed to more than
95% of the population. In the case of those urban
citizens who have insurance, their out-of-pocket
expenditure ratio has fallen from 59% to 35%. This
is an example of the Chinese government recog-
nizing that the quality of middle-class develop-
ment is just as important as the number of middle-
class citizens. A balanced urbanization approach
will continue to be critical for robust middle-class
growth.

The transformation of China into a country
characterized by a productive middle class with a
modern perspective will shape China’s economic
growth model over the next several decades into
one in which productivity becomes an increasingly

important growth engine. This will cement China’s
position as a core market for businesses.

The Structure of the Middle
Class is Shifting

Apart from the sheer magnitude of the growth in
the middle class, the pattern of that growth has
changed and will continue to do so. Major shifts in
the structure of the middle class are underway.

The ‘upper middle class’ will become the new
mainstream

We have divided the Chinese middle class into two
segments: the mass middle class — defined as those
with annual household income of RMB60,000 to
RMB106,000, equivalent to US$9,000 to US$16,000
- who in 2012 accounted for 54% of all urban
households; and the upper middle class — with a
household income of RMB106,000 to RMB229,000,
equivalent to US$16,000 to US$34,000 — who ac-
counted for 14 % of urban households in that same
year (see Figure 1). The upper middle class already
punches above its weight in terms of consumption,
accounting for 20% of China’s urban private con-
sumption (see Figure 2).

This structure will look very different in ten
years” time. By 2022, the upper middle class will
account for 54% of total urban households and
71% of all middle-class households — becoming the
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Figure 2: The Consumption Behavior of China’s Middle-Class by Annual Household Disposable Income

Consumption of urban households by annual household disposable income*
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new mainstream. The upper middle class will ac-
count for 56% of urban private consumption and
about 49% of total private consumption by 2022
compared with around 13% in the case of the mass
middle class.

The structural shift toward upper middle class
will naturally lead to a more mature and attractive
market for businesses. Relative to the mass middle
class, upper-middle-class consumers are more will-
ing to pay a premium for quality products, have a
high level of trust in well-known brands and are
more likely to spend more of their income on dis-
cretionary products and services as opposed to ba-
sic necessities such as food, clothing and shelter (see
Figure 2). They are also much more international in
their outlook and open to - and even eager for - in-
ternational brands.

Armed with higher incomes, the upper middle
class are more-seasoned shoppers than their com-
patriots in the mass middle segment. Nearly 60% of
upper middle-class consumers have bought digital
cameras compared with just 40% of mass middle-
class consumers. In the case of laptops, 51% of the
upper middle bought this item, but only 32% of the
mass middle. A similar pattern is evident in pur-
chases of laundry softeners, where 56% of the upper
middle bought this product compared with 36% of
the mass middle class (see Figure 3).

Trends in the first-time purchase of basic prod-
uct categories illustrate that the mass middle-class
consumer is at an earlier stage of consumption
behavior. Of this group, consumers who reported
spending more on kitchen appliances, for example,
69% said this was the first time they had spent mon-
ey on these products compared with only 24% of
the upper middle class.

Stark disparities exist between the two middle-
class segments in what makes a product attractive.
Basic functional benefits appeal to mass middle-
class consumers, two-thirds of whom mention ‘du-
rability’ as one of their top five buying factors for a
washing machine, compared with less than half of
upper middle-class consumers citing this factor. In
the case of smartphones, 62% of mass middle-class
consumers cited durability in their top five consid-
erations compared with only 36% of upper middle-
class consumers. The mass middle-class are twice as
likely to cite a low price as a factor in their purchase
of products - including laundry detergent, smart-
phones and instant noodles - as are upper-middle-
class consumers.

Emotional and social benefits are becoming
increasingly important to upper middle-class con-
sumers, who are more than 50% more likely than
mass consumers to cite considerations behind their
purchases of shampoo and mobile phones, such as
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Figure 3: There are stark differences in the characteristics of the upper middle and mass middle classes

Upper middle class Mass middle class

Who they are

What they buy

What they

are looking for

How they

spend their money

Household income A 106,000 to 229,000 RMB 60,000 to 106,000 RMB
% of consumers below age 35 A 45% 38%

% of households own digital camera A 58% 40%

% of households using laundry softener A 56% 36%
Durability* 36% A 62%
Emotional benefits* A 23% 16%
Willingness to pay a premium® A 19% 40%

Trading up? A 39% 24%

*% of respondents who cited “durable” as one of the top five key buying factors in smartphone purchases

# % of respondents who felt emotional benefits (e.g., “shows my taste”) were an important consideration in choosing a mobile phone
1 % of respondents who say they “pay premium price for the best consumer electronic products, within bounds of affordability.”

# % of respondents who spent more in real terms (i.e., for reasons other than inflation) by trading up for white home appliance

Source: McKinsey Insights China - McKinsey Annual Chinese Consumer Survey, 2012

‘showing my taste’ and ‘makes me feel that my fam-
ily is living a better life’.

China’s expanding upper middle class is much
more outward looking than the broad swath of
Chinese citizens—a dramatic break from the past
that has broad implications for their consump-
tion behavior. This group is much more willing
to buy foreign brands. In the case of personal dig-
ital gadgets, 65% of the urban upper middle class
prefers foreign brands compared with 56% of the
total urban population. Foreign-branded food
and beverages are favored by 34% of upper-mid-
dle-class urbanites compared with 24% of all city
dwellers. The upper middle class is much more
likely to travel abroad—over the past year, 10%
of the urban middle class has made trips overseas
compared with 3% of all urban Chinese. In 2011,
close to half of these consumers have increased
their spending on traveling abroad by an average
of 36%.

This international perspective reflects a number
of factors. Upper middle-class citizens are better
educated and more likely to be able to speak a for-
eign language - 34% of the upper middle class has
a bachelor’s degree or above and 26% can speak and
understand English. Widespread adoption of the
internet is another important ingredient in this new
internationalism; 68% of the middle classes have ac-

cess to the internet compared with 57% of the total
urban population. Of these middle-class internet
users, 80% have been using this medium for more
than four years.

The Chinese market will continue to retain its
own unique characteristics, but as the upper middle
class becomes the new mainstream, we should ex-
pect it to bear an increasing resemblance to other
international mature markets.

The geographic center of middle-class growth is
shifting

Businesses looking to serve these consumers will
need a granular understanding of where the great-
est growth in middle-class numbers will be - and
this is changing.

In2002,40% of China’s urban middle classlived
in the four tier 1 megacities of Beijing, Shanghai,
Guangzhou and Shenzhen?. However, this share is
expected to decline to 16% in 2022, and the share
will rise in tier 2 and tier 3 cities. Tier 2 cities were
home to 43% of the middle class in 2002, but that
share should rise to 45% in 2022. Tier 3 cities host-

2 China’s four tier 1 cities have GDP of more than RMB932bn and
populations of 10 million or more. Tier 2 cities have GDP of more than
RMBI120bn and, on the whole, populations of between 2 million and
8 million. Tier 3 cities have GDP of more than RMB22bn and
populations mostly between 400,000 and 1.5 million. Tier 4 cities have
GDP of less than RMB22bn and largely have populations of between
100,000 and 900,000.
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Figure 4: The geographic center of middle-class growth is shifting
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Source: McKinsey Insights China - Macroeconomic model update, April 2012

ed only 15% of China’s middle-class households in
2002; by 2022, that share should rise to 31% (see
Figure 4).

This shift in the weight of the middle-class
households from megacities to medium-sized cities
means that there is also a movement from the huge
urban centers of the coast to urban areas inland. In
2002, only 13% of the urban middle class lived in
inland provinces, but that number is expected to
rise to 39% in 2022.

Examples of two small cities illustrate the mag-
nitude of this change. Jiaohe in Jilin province is a
northern inland tier 4 city, which is growing quickly
due to its position as a transportation center at the
heart of the Northeast Asian economic zone. It is
also abundant in natural resources such as Chinese
forest herbs and edible fungi, and it is China’s most
important production base for grape and rice wine.
In 2000, fewer than 900 households out of 70,000
were middle class; by 2022, the city is expected to
grow to 160,000 households, and about 90,000, or
nearly 60%, are predicted to be middle class. An-
other city, Wuwei in Gansu province, is an inland
tier 4 city with the advantages of being within the
Jinchang-Wuwei regional development zone; hav-
ing rich sources of minerals — with nearby graphene
and ilmenite reserves among the largest in the na-
tion; and it is at the junction of two railways and

Share of middle class by inland

Share of middle class by city tier* and coastal China*
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several highways. In 2000, less than 900 of 87,000
households were middle class. By 2022, the city is
expected to grow to 650,000 households, of which
around 390,000, or 60%, will be middle class.

A historical transition to post-reform G2 middle-
class consumers is taking shape

A new generation of middle-class consumers born
after the mid-1980s is emerging. While their par-
ents lived through many years of a shortage econ-
omy and are primarily concerned about building
economic security for their families, members of
‘Generation 2’, (G2) were born and raised in rela-
tive material abundance. With a stronger sense of
security, the emerging G2 consumers are more in-
terested in ‘living it’. Most of them are also the only
child in the family due to the strict enforcement at
the time of the one-child policy.

McKinsey & Company (McKinsey) research has
found that members of G2 are much more confident
consumers than their parents and are more willing
to pay a premium for the best products; indeed, they
regard expensive products as better products. They
are happy to try new products and eager to experi-
ence new technologies. Compared with their par-
ents, they are more loyal to the brands they trust and
prefer niche over mass brands. Importantly, they
take advantage of more sources of information than
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Figure 5: The consumption behavior of the G2 middle class is significantly different from that of the previous generation
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expensive and best products” - personal
care example
How they value innovation | Happy to try new products “Iam typically the first or second person A 20 23

How important is brand Are more brand loyal

“When I buy a variety of consumer

to them electronics, I would prefer to purchase A 416 42
the products from the same brand”

How they collect Rely on the Internet more to “Before purchasing new products, I

information conduct search always check the Internet for other

people’s usage experience/ comments/
feedback” - personal care example

Source: McKinsey Insights China - McKinsey Annual Chinese Consumer Survey, 2012

the previous generation, and they rely heavily on the
internet for product information (see Figure 5).

This generation is becoming a crucial consumer
group for the Chinese economy. In 2020, 35% of to-
tal consumption in China is expected to come from
these young consumers who will be major purchas-
ers of leisure, personal services, travel and high-end
hospitality.

The Growth of China’s
Middle Class is Having a
Profound Macroeconomic
Impact

The rise of China’s middle class has already been a
powerful driver of economic growth, underpinning
expanding domestic consumption and rising private
investment, as well as serving as an incubator for in-
novation through improved educational attainment.

Today, the middle class already accounts for 74%
of urban China’s private consumption and 58% of
the private consumption of China as a whole. In
terms of its contribution to GDP, the middle class
accounts for 24% of urban GDP and 20% of China’s
total GDP. By 2022, private consumption by China’s
middle class is expected to reach US$2.3tr, more
than double the level of 2012, and represent 24% of

GDP. The consumption of the upper middle class
will grow more than sevenfold and contribute 49%
of total private consumption of urban China.

The rise of China’s middle classes will also in-
fluence the quality of China’s growth in the years
ahead by boosting productivity. They are already
driving explosive growth of personal services. The
service sector has contributed almost 40% of the
economy’s productivity growth over the last decade.

There is every reason to anticipate that the mid-
dle-class growth premium for China is only in its
early stages. As the Chinese middle class receives
better education and healthcare and broadens its
perspectives through fuller global integration, it
will form the largest pool of skilled talent in the
world. This development will provide the basis
for innovation and technological advancement in
China, enabling industry to upgrade and climb
the value chain. The growth of personal financial
services will put middle-class consumers’ massive
collective wealth to use, creating a powerful, and
likely more efficient, resource-allocation system
to run in parallel with the state financing system,
enhancing capital productivity. And as consum-
ers close the gap with their Western counterparts
- in their retail and restaurant purchases, visits to
beauty salons, the use of private tutors and train-
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Figure 6: Consumer Market Size and Household Spending by Category
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ers, and health service providers — there will be a
considerable boost to the creation of new urban
jobs and significant new opportunities for business.
An increasingly prosperous and productive middle
class will continue to be the key to China’s sustain-
able growth in the long term.

Rising Numbers of Middle-Class
Consumers offer Large Market
Opportunities for Business

Strong, continuing growth in the size of China’s
middle class and its rising incomes will create excit-
ing market opportunities for global consumer com-
panies in a range of sectors that supply goods and
services to these new consumers, as well as in all
aspects of urban infrastructure construction. Chi-
na’s spending on white goods is catching up with
that of U.S. consumers and is set to outstrip U.S.
spending in the case of consumer electronics and
smartphones by 2022 (see Figure 6).

Businesses Can Capture a Wave
of Consumers Trading Up

The penetration of most product categories has
already increased significantly over the past five
years. The penetration of high-tech products has

/ @ Per household spending (US$)

98 . 329 .

soared, particularly in the upper middle class. For
example, the penetration of flat-screen televisions
in the upper middle class has jumped from 24% in
2007 to 68% in 2012. In 2007, 10 million flat-screen
TVs were sold in China; by 2012, sales had jumped
fivefold to 50 million — more than the 42 million
units sold that year in North America (the U.S. and
Canada). In the case of smartphones, penetration
has soared from zero in 2007 to 50% in 2012.

A related development is an appreciable rise in
the number of consumers expressing willingness to
pay premium prices for good quality. Close to half
of upper middle-class consumers claimed that they
“always pay premium prices for the best product,
within the bounds of affordability”, compared with
around 40% of all respondents.

A good case in point would be the auto market.
China’s passenger vehicle market is likely to contin-
ue its double-digit growth until 2015 before slow-
ing down to a still healthy growth rate of around
6% from 2015 to 2020. Robust current growth is
due to three major factors: urbanization, increasing
household incomes and the fact that the penetration
of autos is still rather low. The most prevalent price
for autos is between RMB80,000 and RMB250,000
(US$12,000-40,000); about 60% of vehicles fall into
this price bracket. At this price, growth is coming
largely from first-time lower middle-class buyers.
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Figure 7: A pattern of trading up is clear in the auto market
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Over the next ten years, we anticipate a wave of
‘trading up’ as more consumers move into the upper
middle class. During this period, sales of premium
cars are likely to pick up. In 2011, the penetration
rate of premium cars was 8%, overtaking Japan and
South Korea. In 2016, McKinsey anticipates that
China will overtake the U.S. as the world’s largest
market in terms of volume of sales of premium cars
(see Figure 7).

While growth in penetration rates for a range of
products and services will continue, trading up will
become an ever more important theme of China’s
evolving consumer landscape as the middle class
expands. In McKinsey’s 2012 consumer research,
around one-third of upper middle-class respon-
dents said they spent more over the past year. In-
flation, across the categories, explains around 60%
of that increased spending, but around one-third of
those reporting higher spending in real terms cited
trading up as the main reason®.

According to McKinsey’s consumer research,
Chinese people tend to associate good quality with
well-known brands and high prices. For that rea-

3 “From Mass to Mainstream: Keeping Pace with China’s Rapidly
Changing Consumers”, McKinsey and Company, “McKinsey Insights
China 2012 Annual Chinese Consumer Report”, September 2012.

4 “McKinsey Insights China 2012 Chinese Consumer Research”
surveyed more than 10,000 Chinese households across 44 cities and
covered around 50 product categories and 300 brands, to understand
consumption habits, preferences and unmet needs.

son, they are more willing to trade up if affordabil-
ity allows. In 2012, 39% of the upper middle class
traded up on white home appliances, including re-
frigerators, air conditioners and washing machines,
compared with 23% of the urban Chinese as a whole.
Take washing machines as an example: the upper
middle class spent an average of RMB2,100 for the
latest purchase in 2012, RMB300, or 17%, more than
in 2009 - yet during this period, the average price of
this item rose by less than 5%. We can also observe
trading up in the case of black home appliances,
including flat-screen televisions and home theater
systems — 52% of the upper middle class said they
had traded up on such items in 2012, 23% higher
than the total urban population. Further, a great
deal of trading up has been seen in leisure and en-
tertainment and, again, the upper middle class was
at the forefront of this activity. Nearly one-third of
those who reported higher real spending on leisure
and entertainment said they had traded up in 2012,
a significantly higher figure than the 19% who re-
ported doing so in 2011.
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Figure 8: China has overtaken the United States and the European Union to become the world’s largest investor in

infrastructure
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A Window of Service-Sector
Growth has Opened Up

The service sector is expected to account for half
of China’s GDP in 2022, up from 44% today, partly
driven by the fact that China’s upper middle class
becomes increasingly willing to spend money on
services such as entertainment, travel, leisure, care
services for the elderly, security services and equip-
ment (e.g. burglar alarms and security cameras),
education and logistics. All these sub-segments are
expected to grow more quickly as a result. Now is
the time for global companies to consider creating
a footprint or increasing their existing presence in
these segments.

We are already beginning to see a rising trend in
the consumption of services. In 2011, 41% of upper
middle-class consumers spent, on average, around
RMB?70 more per month on dining out, for instance,
than they did the previous year. This compares with
only 15% of U.S. upper middle-class consumers who
have increased their spending on dining out year-on-
year. The same pattern appears in the case of travel.
In 2012, 27% of China’s upper middle-class consum-
ers spent more than in the previous year on travel,
compared with 22% of the lower middle class and
25% of the upper middle class in the U.S.

Also in 2012, China’s upper middle class ac-

counted for 18% of discretionary consumption -
such as education, leisure, recreation, healthcare
and financial services — which represented 35% of
their annual household consumption. In 2022, the
upper middle class is expected to account for 52%
of discretionary consumption - that is, 42% of their
annual consumption. In the case of education, 37%
of China’s upper middle class spent an average of
25% more in 2011 than in 2010. On healthcare, 68%
of the upper middle class has purchased or used
healthcare services or products, 7% higher than the
average in the urban population as a whole.

Financial services are likely to see rising con-
sumption, reflecting the fact that household finan-
cial assets are growing at an annual rate of around
20%. We expect such assets to rise from US$2.6tr in
2011 to US$17tr in 2022. In the case of insurance,
the urban middle class may contribute to about 50%
of insurers’ gross premiums in 2022.

Huge Infrastructure Capacity
Needs are Another Business
Opportunity

Beyond consumer goods and services, we see huge
opportunities in all aspects of urban infrastructure.
Today, the challenges facing urban China are shift-
ing. Cities can no longer rely on abundant land and
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migration to cities and need to focus on the qual-
ity and productivity of urbanization. Cities need to
improve their resource productivity to slow the ris-
ing demand for water, energy and other resources.
They need to control air and water pollution and re-
duce waste to make the cities livable for the middle
classes, as well as environmentally sustainable. And
they need to continue to raise the quality of urban
transport, housing and public services to meet the
rising expectations of increasingly wealthy citizens.
For businesses, these demands lead to oppor-
tunities in the area of construction, including the
building of subways and related machinery, roads
and bridges, and waste-water treatment systems.
China has already overtaken the U.S. and the E.U.
to become the world’s largest investor in infrastruc-
ture (see Figure 8). Global companies with expertise
in these areas now have the opportunity to help cit-
ies set a course for the next wave of urbanization.
To give an idea of the scope of these opportu-
nities, one need only to look at the government’s
current plans. In the case of railways, for example,
there are plans to construct eight passenger lines, a
number of intercity rail traffic trunk lines, a double
line of the Lan-Xin Railway and interregional trunk
lines such as the Zhengzhou-Chongqing lines. Chi-
na also plans to complete an express railway net-
work of 45,000 km to link cities with populations
of 500,000 and more, as well as trunk lines in west-
ern China including the Lhasa-Shigatse Railway.
Other plans include building urban rail traffic net-
work systems in Beijing, Shanghai, Guangzhou and
Shenzhen, and completing urban rail traffic systems
in Tianjin, Chongging, Shenyang, Changchun, Wu-
han, Xi’an, Hangzhou, Fuzhou, Nanchang and
Kunming. In addition, China plans to construct
backbone lines in Hefei, Guiyang, Shijiazhuang,
Taiyuan, Jinan and Urumqi. Civil aviation is anoth-
er area of huge planned expansion. Current plans
include the construction of a new airport in Beijing
and the expansion of airports in Guangzhou, Nan-
jing, Changsha, Haikou, Harbin, Nanning, Lan-

zhou and Yinchuan. The feasibility of new airports
in Chengdu, Qingdao and Xiamen is being studied.
Cities will also need new buildings to house ur-
ban households and provide for their retail, restau-
rant and office space demands. We expect Chinese
cities to need 30,000 sq km more residential and
commercial housing floor space and 20 billion m* of
municipal water in the largest cities alone — and al-
most 200 million 20-foot-equivalent units of addi-
tional container shipping capacity in China’s ports
just to meet the rising needs of urban consumers.
The opportunity for business is not just in build-
ing new infrastructure, but also in planning, oper-
ating and financing it. For example, Chile, the Phil-
ippines, South Africa, South Korea and Taiwan are
developing frameworks that facilitate a greater role
for private players in project and portfolio plan-
ning. The frameworks accommodate the growing
number of unsolicited proposals these nations are
receiving from private contractors and typically in-
clude bonus opportunities or special procurement
processes that reward the proposer for laying the
groundwork®. Another opportunity for business
exists in financing infrastructure, including trans-
portation and waste management. This is a time of
huge global need for infrastructure, which coin-
cides with a widening of interest-rate spreads on
loans, particularly for greenfield projects that make
up most of the project pipeline in developing coun-
tries, including China®. Furthermore, companies
can work with cities to ensure that they have access
to world-class information and communications
technology (ICT) - a competitive requirement for
successful cities. These include utilities and infra-
structure with automated monitoring and control-
ling systems that reduce leakage, speed up response
time to failures and dramatically improve overall

5 “Infrastructure productivity: How to save $1 trillion a year”, McKinsey
Global Institute and the McKinsey Infrastructure Practice, January
2013.

6 Ibid. McKinsey found that the world needs to spend US$57tr on
transport, power, water and telecommunications between now and
2030, an increase of nearly 60% from the US$36tr spent over the
previous 18 years.
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system efficiency. The private sector is already in-
volved in a number of initiatives in the energy-sav-
ing arena and in the search for green urban living
solutions.

Conclusion

China’s rapidly growing middle class is transform-
ing the nation and will continue to do so for many
years to come. Their spending power, coupled with
an outward-looking and adventurous attitude to-
ward new brands, including those from overseas, is
potentially a huge new opportunity for U.S. com-
panies. To make the most of new markets, those
businesses need to get to know these new Chinese
consumers and keep track of how their behavior is
evolving. But it is not just consumer-facing compa-
nies that can tap new potential in China. As cities
continue to grow, there are many opportunities in
helping urban China to develop the infrastructure
it needs to support that growth, and to develop all
the services that characterize modern cities around
the world.
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Executive Summary

ince China’s reform and opening up, its econ-

omy has experienced 30 years of rapid growth.

During the 34-year period from 1978 to 2012,
the average annual gross domestic product (GDP)
growth rate was 9.8% — much higher than other ma-
jor world economies — and China’s economy in ag-
gregate now ranks second in the world, next to the
U.S. Along with fast economic growth, China’s for-
eign trade has also experienced rapid development:
the total import and export of goods has increased
from US$20.64bn in 1978 to US$3,866.8bn in 2012,
at an annual average growth rate of 16.6% — much
higher than the economic growth rate over the
same period. The rapid growth of China’s foreign
trade has provided a significant boost to economic
growth. With China as the largest developing coun-
try in the world and the U.S. as the largest devel-
oped country, U.S.-China bilateral trade has expe-
rienced rapid development. According to Chinese
Customs statistics, in 2012 total U.S.-China trade
reached US$484.68bn, of which US$351.79bn was
China’s exports to the U.S.; and China’s imports
from the U.S. was US$132.89bn. In the period 1978
to 2012, the average growth rate of China’s total im-
ports and exports to the U.S., imports from the U.S.
and exports to the U.S. were 19.97%, 23.47% and
16.58% respectively. As such, China and the U.S.
have become each other’s most important trading
partners®2.

1 Unless otherwise specified, all references to China in this paper means
Mainland China.

2 This data is soured from the General Administration of Customs of the
People’s Republic of China. http://www.customs.gov.cn/1

In the next ten years, from 2012 to 2022, the
question will be whether China’s rapid economic
growth will continue as it has over the past three
decades, or will the growth rate drop substan-
tially? Will China’s foreign trade and U.S.-China
trade continue to see growth rates decelerating as
seen in recent years? This article will consider the
favorable and adverse factors affecting China’s eco-
nomic growth, foreign trade and U.S.-China trade
from 2012 to 2022, in order to analyze the operating
environment of the Chinese economy and foreign
trade in the next decade, and make a quantitative
forecast for the major economic and trade indica-
tors. The research results show that for the period
2012 to 2022, China’s economic growth will expe-
rience a slowdown, but will continue to maintain
a steady and comparatively rapid growth rate, with
the average annual GDP growth rate of about 8%;
there will be a very significant decline in the growth
rate of China’s foreign trade and trade with the U.S.
in the 2002 to 2012 period, with the average annual
export growth rate of around 10%, and average an-
nual growth rate for exports of goods to the U.S. of
around 7%.
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Analysis and Forecasts for U.S.-China Trade to 2022

Forecast for China’s Economic
Growth, 2012-2022

Since China’s economic reform and opening up, the
country has experienced rapid economic growth. In
the 34-year period from 1978 to 2012, the average
annual GDP growth rate was 9.8%, making China
one of the fastest growing economies in the world.
According to our forecast, in the next 10 years, i.e.
in the period 2012-2022, there will be a substantial
slowdown in the economic growth rate. The main
reasons for the declining growth rate are as follows:
First of all, the increase in the size of the economy
is likely to result in a slowdown in the growth rate.
In 2012, China’s GDP already reached RMB51.93
trillion (US$8.26 trillion), ranking second in the
world. On the basis of such a large aggregate eco-
nomic output, it will be very difficult to maintain
the rapid growth of the past 10 or 30 years.
Secondly, with the slowdown in the growth rate
and the aging of China’s population, the demo-
graphic dividend will be gradually reduced. Surplus
labor in the rural areas has reduced as compared
with the past and the labor costs will rise signifi-
cantly. The advantages of cheap labor that under-
pinned China’s rapid economic growth over the
past 10 or 30 years will gradually diminish.
Thirdly, changes in the economic structure
aimed at the elimination of high-energy consump-
tion and high-polluting industries, and the easing
of social problems - such as the extremely wide in-
come gap between the urban and rural population
- will reduce the rate of economic growth.
Finally, from the perspective of the external en-
vironment, for the period 2012 to 2022, the world’s
major economies such as the E.U. and the U.S. will

experience slow growth due to the impact of the
debt crisis, financial crisis and fiscal austerity. This
will have a knock-on effect on the growth in de-
mand for Chinese exports. In the next 10 years, the
U.S. and the E.U. will demand a further apprecia-
tion of the renminbi (RMB) and trade protection-
ism is likely to rise. These will have a serious impact
on China’s export growth and China’s economy.

We forecast that, in the next 10 years, China’s
economy will maintain steady and fairly rapid
growth. The main arguments are as follows:

Firstly, China’s current level of economic de-
velopment is still low. Although China’s aggregate
economic output has reached or exceeded the level
of developed countries, in 2012, China’s per capita
GDP was only US$6,076, only one eighth of the per
capita GDP in the U.S. (US$49,922), half of that
in Russia (US$14,247) and one quarter of that in
Greece (US$22,055)°. China’s per capita exports and
per capita imports are both very low, so there is a lot
of potential for economic development and foreign
trade development.

Secondly, urbanization will become one of the
main driving forces of China’s economic growth
in the next two decades. According to the China
National Bureau of Statistics, China’s urbaniza-
tion rate increased on average by 1.36% each year,
rising from 37.66% in 2001 to 52.6% in 2012. With
about half of the population living in rural areas,
there is a great potential for urbanization. In the
world’s developed economies, the urban population
usually accounts for over 75% of total population. It
is expected that in the next 10 years, the urbaniza-
tion rate will increase by about 1% every year, with

3 World Economic Outlook Database, International Monetary Fund,
April 2013.
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about 15 million people migrating from rural areas
to cities or towns. This will generate a huge demand
for urban infrastructure and housing construction,
which will, in turn, boost growth in the Chinese
economy*.

Thirdly, in various regions of China, especiallyin
the less economically developed areas, there exists a
strong desire for development, as well as the drive to
change their economic backwardness. At the time
when the 12th Five-Year Plan was being formulated,
there were 19 provinces - or cities or districts — in
China that proposed to double their local GDP or
per-capita GDP in five years; for example, Liaoning
province stated in its provincial 12th Five-Year Plan
that it aimed at an average annual GDP growth of
11% during the 12th Five-Year Plan period, as well
as doubling the province’s per capita GDP by 2016.
Fujian province has proposed that, on the basis of
optimizing the industrial structure, improving ef-
ficiency, reducing energy consumption and increas-
ing environmental protection, it will achieve a local
average annual GDP growth of more than 10% and
thus doubling the GDP in 2010.

Fourthly, China will maintain steady growth
in consumption because income of the popula-
tion, particularly for the lower-income residents,
increases rapidly. The government’s continuous im-
plementation of new measures to improve income
distribution (such as the “income doubling plan”
and increases in the minimum wage), and a series
of government policies specifically focused on pro-
moting consumption and improving citizen’s live-
lihood, will raise the marginal propensity to con-
sume, generate greater demand on the quantity and
quality of consumer goods and services, and result
in more consumption in society. This will boost the
rapid development of the Chinese economy.

Fifthly, while China’s savings rate has declined
over the past years it is still maintained at a very
high level. China’s urban and rural population has

4 Refer to http://www.stats.gov.cn/was40/gjtjj_nodate_detail.
jsp?channelid=75004&record=83

a high level of savings. With the expansion of the
social security system and the increase in health
insurance coverage, the population is less worried
about the future and this has helped to increase
consumption and private sector investment.
Sixthly, in the period 2012 to 2022, China will
continue to have its ‘demographic dividend’, al-
though to a lesser degree. In view of China’s rapidly
aging population and the ‘recruitment difficulties’
encountered in some areas of China in the last two
years, some scholars have concluded that China
will soon lose its ‘demographic dividend’ and en-
ter the stage of slow development. We believe that
even though China’s labor advantage has weakened,
China will continue to have the ‘demographic divi-
dend, at least in the next 10 years. There are two
main reasons: firstly, China’s labor force engaged
in agricultural production was 279.31 million in
2010°. At the existing technical and organizational
level, assuming there are 250 working days a year,
a total of 210.44 million agricultural workers are
needed, which means that there will be a surplus
of 68.87 million agricultural workers®. Currently
in the developed economies, the proportion of the
agricultural labor force in the total labor force is
less than 5%. If we take into account the techno-
logical advances in agriculture and the continuous
improvement of large-scale agricultural operations,
it would be adequate to have 15% to 20% of the la-
bor force engaged in China’s agricultural produc-
tion. In 2022, the number of agricultural workers in
China could fall to 115 million to 152 million peo-
ple, which means a surplus labor of 127 million to
164 million labor force could shift from agriculture
to non-agricultural production. Secondly, China’s
current labor retirement age for men is 60 years of
age, for women it is 50 years of age, and for female
cadres it is 55 years of age. Currently the overall
average retirement age for China’s urban popula-

5 China Statistical Yearbook 2011, National Bureau of Statistics of China
6 Huijuan Wang, Input-Occupancy-Output with Classified Employment
and Its Applications, Dissertation of Graduate University of Chinese

Academy of Science, 2012. (Available in Chinese only).
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tion is 56.1 years old, with the average retirement
age for males being 58.3 years old and females 52.4
years old’. This is the regulation formulated in the
1950s when the average life expectancy was over 50
years. Today, the average life expectancy in China
is over 70 years, therefore, retirement age could be
increased to correspond with the increase in life ex-
pectancy, and a significant number of people could
be added to the workforce .

Finally, from the perspective of international
competition, compared to developed economies,
China still has a significant advantage of cheap la-
bor; and compared to other developing countries,
China has the advantages of a high level of skills,
excellent infrastructure and high manufacturing
productivity. For the period 2012 to 2022, China
still has the export advantage and remains attrac-
tive to foreign direct investment (FDI). Therefore,
China’s foreign trade is expected to maintain its
rapid growth rate in the run up to 2022.

On the basis of the aforementioned integrated
analysis, we use econometric models to carry out
the forecast for China’s economic growth in the pe-
riod 2012 to 2022. The forecast results show that in
the next ten years, the average annual growth rate
of China’s economy would reach about 8%, and the
RMB cumulative appreciation would likely reach
10.5% - an average annual appreciation of about
1%. In 2022, China’s economic scale at the forecast
2022 exchange rate may reach, or be approaching,
the level of the U.S.’, however, the per capita GDP is
only about one quarter of that of the U.S.

Assuming the absence of major unexpected
events — such as a major war - it is expected that
there will be three scenarios for China’s economic
growth:

First scenario, and the most likely one: The aver-
age annual real growth rate reaches 8%. For the ten-
year period from 2002 to 2012, China’s GDP aver-
age annual growth rate was 10.5%. For the ten-year

7 Jiang Wu, Xiaobao Tian, Human Resources Development Report (2011-
2012), Social Sciences Academic Press, 2012. (Available in Chinese only).

period from 2012 to 2022, according to our fore-
cast, China’s GDP average annual growth rate will
be 8%. China’s GDP was US$8.26 trillion in 2012,
with a per capita GDP of US$6,076 - and assum-
ing that in this period the average annual natural
population growth rate is 0.4% and the cumulative
appreciation of the RMB to the US dollar reaches
10.5% - in this scenario, in 2022 China’s GDP will
reach US$19.7 trillion, and the per capita GDP will
reach US$14,040.

Second scenario, a conservative estimation:
Average annual real growth rate is 7.5%. In 2022,
China’s GDP will reach US$19.34 trillion, and the
per capita GDP will reach US$13,780.

Third scenario, an optimistic estimate: The av-
erage annual real growth rate will reach 8.2%. In
2022, China’s GDP will reach US$20.07 trillion, and
the per capita GDP will reach US$14,300.

According to the estimates based on the statis-
tics of the U.S. Bureau of Economic Analysis, for the
period 2002 to 2012, the U.S. average annual eco-
nomic growth was 1.65%?®. The main reasons for the
comparatively slow economic growth in the U.S. in
the past decade include the U.S. subprime mortgage
crisis in 2007 and the consequent international fi-
nancial crisis in 2008. According to our forecast,
the U.S. economy will improve in the period 2012
to 2022, as compared to the previous decade, and
we have three scenarios for U.S. economic growth:

o First scenario, the most likely scenario: The U.S.
average annual real growth rate reaches around
2.3% for the period 2012 to 2022. In 2022, U.S.
GDP will reach US$19.68 trillion and the per cap-
ita GDP will reach US$57,410.

o Second scenario, an optimistic estimate: The U.S.
average annual real growth rate reaches around
2.6% for the period 2012 to 2022. In 2022, U.S.
GDP will reach US$20.26 trillion, and the per
capita GDP will reach US$59,120.

8 Refer to http://www.bea.gov/national/index.htm#gdp
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o Third scenario, a conservative estimation: The
U.S. average annual real growth rate reaches
around 2% for the period 2012 to 2022. In 2022,
U.S. GDP will reach US$19.11 trillion and the per
capita GDP will reach US$55,750.

On the whole, China’s GDP in 2022 will be close to
or reach the U.S. level. However, the per capita GDP
still lags behind by a large gap, which is only about
a quarter of that of the U.S.

Forecast of the Growth Rate of
China’s Foreign Trade and
Trade with the U.S., 2012-2022

Forecast of the growth rate of China’s foreign
trade, 2012-2022
Since joining the World Trade Organization (WTO),
China’s foreign trade has grown in leaps and bounds.
According to the statistics of Chinese Customs, the
average annual nominal growth rate of China’s to-
tal import and export of goods for the period 2000
to 2011 was 20.4% and average annual growth rate
of exports and imports was 20.3% and 20.5%, re-
spectively. Of the total, China’s total trade with, ex-
ports to and imports from the U.S. recorded average
growth rates of 17.7%, 18.1% and 16.7% respectively.

Since the global financial crisis in 2008, the
global economic situation remains in the doldrums.
Affected by this, China’s foreign trade growth fell
sharply. Total imports and exports of goods in-
creased by 6.2% in 2012, with exports increasing by
7.9% and imports increasing by 4.3%. These growth
rates are much lower than the average growth rate
in the period 2000 to 2011. China’s foreign trade
growth will be facing challenges in the next decade,
especially given the difficult international econom-
ic situation expected. China’s foreign trade growth
rate will drop substantially. The main reasons for
the declining growth rate are as follows:

First of all, the fast growth of China’s foreign
trade in the period 2000 to 2011 has its own pecu-

liar background. In 2001 China joined the WTO
and this ushered in a period of continuous rapid
growth. In addition, China’s cheap labor, relatively
developed infrastructure, preferential policies and
stable socio-economic environment underpinned
the rapid growth of China’s foreign trade. In 2012,
China has become the world’s largest exporter. Tak-
ing into consideration the scale of China’s current
foreign trade, it is nearly impossible to continue
with such a rapid growth over the next decade.

Second, the global economy will remain in the
doldrums for a long time. In the future, economic
growth in China’s major trading partners - the E.U,,
the U.S. and Japan - will remain slow. The E.U., in
particularly, which is China’s largest export mar-
ket, will continue to suffer from recession and ex-
perience slow growth. Economic growth of other
countries in the world will also decline to various
degrees. For the period 2012 to 2022, the growth of
China’s external demand will slow down.

Third, there will be further RMB appreciation,
affecting the competitiveness of Chinese goods and
the incentives of Chinese enterprises to grow their
exports. It is expected that in the period 2012 to
2022 there will be a slowdown in rate of RMB ap-
preciation. Currently the prices of most commodi-
ties in the U.S. market are fairly close to those in
the Chinese market. However, the prices of services
in China are significantly lower than those in the
U.S. We expect an average annual RMB apprecia-
tion during the next 10 years of around 1%, with the
cumulative appreciation of 10.5%.

Fourth, trade protectionism will be further en-
hanced and trade frictions will increase. With the
slowdown of the global economy - especially in the
major developed economies - and the increased
trade imbalances, trade frictions targeting China’s
exports will intensify. The U.S. has launched the
most trade investigations against China in terms
of both quantity and depth. Although presently the
global trade friction has shown a downward trend,
the trade investigation against China initiated by

156



O

the U.S. - especially the investigations on anti-
dumping and subsidies — are on the rise.

Fifth, the impact of international industrial
transfer will affect growth. With the rapid growth
of wages in China, its low-cost advantage has grad-
ually weakened, and as a result, export product
processing has gradually shifted to other regions
with lower wage levels, such as India, Indonesia,
Vietnam, Thailand and other developing countries.
For the period 2012 to 2022, growth in the export
processing industries, which accounts for half of
China’s exports, will be most affected.

Lastly, in the period 2012 to 2022, the decline
in economic growth in China will directly affect
its demand for imports of commodities. Growth in
imports such as the iron ore from Australia, as well
as the import of parts and components from many
Asian economies will decrease significantly.

Taking aforementioned analysis as a whole, we
forecast that, in the period 2012 to 2022, the average
annual real growth rate of China’s total exports of
goods may reach about 9% to 10%, slightly higher
than the real GDP growth rate. The average nomi-
nal growth rate of China’s total value of exports of
goods (in U.S. dollars) may reach around 11% to
12%’.

China will continue to have trade surpluses.
However, the ratio of the trade surplus to GDP will
decline. The reasons are as follows:

First of all, China’s favorable trade balance
comes from the processing trade, whereas the gen-
eral trade has a deficit. For example, in 2011 the ex-
ports of processing trade were US$835.4bn, whereas
the volume of imports amounted to US$469.8bn,
resulting in a surplus of US$365.6bn. General trade
exports were US$917.1bn, imports amounted to
US$1,007.5bn, and the deficit was US$90.4bn. The
proportion of processing trade in China’s foreign
trade will continue to fall, and the proportion of

9 Currently, export growth rates are in nominal terms. Assuming that
U.S. inflation averages 2% per annum during 2011 - 2022, it could be
roughly estimated that the nominal growth rate of China’s exports
would be around 11% to 12%.

China’s processing exports to total exports of goods
is expected to fall from 44% in 2011 to 30% in 2022.
The decline in the proportion of processing trade
will bring a decline in the proportion of the trade
surplus.

Second, the trade surplus has brought a lot of
problems, and the Chinese government has no in-
tention to continue with huge trade surpluses. The
sustained trade surpluses have accumulated mas-
sive foreign exchange reserves for the Chinese gov-
ernment. This has increased the country’s money
supply and currency in circulation, as well as the
long-term inflationary pressures. At the same time,
major trading partners, such as the U.S. and other
countries, have sustained a long-term trade deficit.
This has led to constant trade disputes and a lot of
pressure on China to reduce its bilateral trade sur-
pluses with these countries.

Finally, further RMB appreciation will stimulate
growth of China’s imports while seriously affecting
the competitiveness of Chinese goods, which will
have a negative impact on China’s exports. From
the beginning of 2005 to the end of 2012, the nomi-
nal exchange rate of RMB has appreciated by more
than 30%, which has greatly affected China’s for-
eign trade environment

It is expected that in 2022, the proportion of
China’s goods trade surplus to GDP will decline.
The trade surplus in 2011 was US$155.1bn, equiva-
lent to 2.1% of GDP in the same year. In 2022 this
proportion is expected to fall to about 1%.

Forecast of the Growth Rate of China’s Trade with
the U.S., 2012-2022

It is estimated that for the period 2012 to 2022, the
growth rate of exports from China to the U.S. will
be significantly lower than exports to other coun-
tries. Judging from the data associated with China’s
export business partner in recent years, in the pe-
riod 2006 to 2011, the average annual growth rate
of China’s total exports of goods was 14.4%. Among
this, the rates of growth of exports of goods to the
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U.S., E.U. and Japan were 9.8%, 13.4% and 10.1% re-
spectively, each of which is lower than the average
growth rate of China’s exports of goods. Whereas
the average growth rates of China’s goods exports
to India, Brazil and Russia were 28.2%, 33.9% and
19.7%, respectively, each of which is higher than the
average growth rate of China’s exports of goods.
The main reason for the low growth rate of China’s
exports to the U.S. is as follows:

Firstly, due to the impact of the debt crisis, fi-
nancial crisis, and fiscal austerity, the U.S., EU and
Japan and other developed economies are experi-
encing a low economic growth rate, and as such
there is a sluggish demand for the growth of im-
ported goods.

Secondly, the proportion of processing exports
is particularly high in China’s exports of goods to
the U.S. In 2002, the proportion of processing ex-
ports stood at 55.3% of the China’s overall exports of
goods, whereas the proportion of processing exports
accounted for 66.9% of China’s overall exports of
goods to the U.S. In 2011, the proportion of process-
ing exports stood at 44% of China’s overall exports
of goods, whereas the proportion of processing ex-
ports accounted for 54.1% of China’s overall exports
of goods to the U.S. Due to the higher cost of wages
in China, some of the processing export production
has shifted from China to countries with lower wage
levels, such as Mexico, India, Indonesia and Viet-
nam, which has a greater impact on the growth rate
of China’s exports to the U.S.

Finally, due to the return of U.S. manufacturing
and a series of policies to stimulate employment,
the U.S. manufacturing sector - especially high-
end manufacturing — will have a certain degree of
development, which will have a greater impact on
China’s exports to the U.S., in particular, the pro-
cessing exports.

According to the preliminary forecast, in the
period 2012 to 2022, the annual average growth
rate of China’s exports of goods to the U.S. will be
7%, and the average annual growth rate of exports

of services will be 10%. In 2022 China’s exports of
goods to the U.S. will be US$683.2bn and exports of
services to the U.S. will be US$32.3bn. According
to estimates, in 2022, China’s exports of goods and
services to the U.S. will be US$715.4bn (in U.S. dol-
lars at 2011 exchange rate).

It is expected that for the period 2012-2022, the
growth rate of China’s imports from the U.S. will be
greater than the average growth rate of China’s exports
to the U.S. And it is mainly based on the following:

First of all, it is expected that China’s level of
consumption in 2022 will be greatly improved; in
particular, there will be a surging emerging mid-
dle class, whose annual income will be between
US$30,000 and US$60,000. This middle class re-
quire high-quality and high-class consumer goods,
which will provide the U.S. trade industry with tre-
mendous business opportunities, and will greatly
stimulate U.S. exports to China.

Among the U.S. exports of goods to China,
resource-based products, high-end consumer and
luxury goods, healthcare products, high-tech man-
ufacturing and service products have a high com-
petitive advantage, and it is estimated that in 2012
to 2022 China will expand imports in these sectors
from the U.S.

The preliminary estimate shows that in 2012
to 2022 the average annual growth rate of U.S. ex-
ports of goods and services will reach 12%. In 2022,
U.S. exports of goods to China are expected to
reach US$424.9bn and the exports of services will
reach US$92.9bn. In the same year, U.S. exports of
goods and services to China are expected to reach
US$517.8bn. China’s trade surplus with the U.S. is
expected to be US$197.7bn.

With respect to China’s balance of trade with
the U.S., due to the huge U.S.-China trade imbal-
ance, the trade surplus with the U.S. will continue.
It is expected that in 2022, China will also continue
to maintain the trade surplus with the U.S., but the
relative proportion of the surplus will be greatly re-
duced. And it is mainly based on the following:
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Figure 1: Non-Competitive I0 Model
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First of all, the proportion of export processing
is comparatively high in China’s exports to the U.S.,
and one of the important features of export process-
ing is that the value of exports must be greater than
the value of the imported parts and raw materials,
because the processing costs must be positive.

Secondly, it is expected that in 2022, the cost of
labor in China is only about one fifth of that of the
U.S. In the U.S. market, the cheap consumer goods
and industrial manufactured goods produced in
China are still very popular among the majority
of Americans; again, due to the U.S. government’s
trade restrictions, the U.S. cannot make a full play
of its high-tech advantage in exports trade to China.

Lastly, the improvement in the calculation
methods has also affected the figures. Presently,
the calculation of the balance of trade between the
two countries is based on the value of total exports.
However, a country’s total exports are not all of the
products from that country, which includes the val-
ue of parts, raw materials and energy imports from
other countries. With the ever-increasing develop-
ment of the international division of labor, the total
import coefficient of the exports will be increas-
ingly high. At present, many experts advocate the
use of trade value-added in the measurement of a

Note: The depreciation of fixed capital and operating surplus can be combined with gross
operating surplus.

country’s actual level of exports and the measure-
ment of the balance of trade between the two coun-
tries. China’s exports is characterized by the high
proportion of processing and assembly exports,
with the total import coefficient of the exports be-
ing very high, and the total value-added share being
very low, therefore, if the calculation is based on the
value-added, the U.S.-China trade surplus will be
significantly reduced compared with the calcula-
tion based on the total exports.

Value-added Trade Calculation
Method

Value-added trade calculation method - non-
competitive input-output model and Processing
Exports and Non-Processing Exports model
When using the input-output (IO) technique to
study the value-added exports and the impact of ex-
ports on employment, usually the non-competitive
IO model is used (see Figure 1).

The economic assumptions of this model is
that, taking the entire economy as a whole, it is
assumed that the product of any given sector, re-
gardless of its use, or whether it is for consump-
tion, investment or export, the coefficients of the
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Figure 2: A Non-Competitive Input-Occupancy-Output Model capturing Processing Exports and Non-Processing
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product’s consumption of intermediate inputs and
initial inputs are exactly the same. For example,
the production of steel, regardless of its usage,
whether for domestic production, increase of in-
ventory or export, its input coefficient, in terms of
the consumption of domestic materials and elec-
tricity, etc. are the same. It is also assumed that the
product’s total import coefficients, in terms of the
intermediate input of imported goods, as well as
the unit level cost of compensation of employees,
net taxes on production, depreciation of fixed as-
sets and the operating surplus, etc. are all assumed
to be the same.

Currently this model has been widely adopted.
Based on the “use table, make table”, imports matrix
and other information released by the U.S. Depart-
ment of Commerce Bureau of Economic Analysis,
we have prepared the U.S. non-competitive input-
output tables for the year 1992, 1997, 2002, 2007

and 2010. We have also calculated the value-added
and employment for each US$1,000 export for the
period 1987 to 2011 (see Appendix to this chapter,
“Summary Sheet of the Impact of Exports on the
Value Added and Employment in China and the
U.S. for1987-20117)%°,

The most important feature of China’s exports is
a high proportion of processing exports of total ex-
ports, and the input structure of processing export
products is considerably different from that of the
products manufactured to meet domestic demand.
Therefore, we have proposed the non-competitive
input-occupancy-output model to reflect the pro-
cessing trade. Its format is shown in Figure 2.

In Figure 2, the domestic production in China
is divided into three parts: production for domestic
demand (D), export processing production (P) and

10 Refer to http://www.bea.gov/bea/dn2/i-o_annual.htm
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non-processing exports and other production (N).
In Figure 2, if the non-processing exports and other
production (N) is integrated into the production for
domestic demand (D), the DP Model (Model 3) will
be generated.

We believe that the Processing Exports and
Non-Processing Exports (DPN) model or DP model
should be used to study the impact of China’s ex-
ports on the value-added and the employment for
the following reasons:

Firstly, about 50% of China’s total exports are
export processing. There is a big difference in the
input structures of export processing production
and the production of other products; for export
processing production, there is a high proportion
of imported materials and parts being used. For
example, in 2007, the imported materials and parts
used in the export processing production accounted
for about 58.5% of total processing exports, whereas
there is a small portion of value-added, only 17.4%.
Among China’s exports to the U.S., the export pro-
cessing percentage is as high as 60%. Therefore, in
the study of the impact of China’s exports on the
domestic economy, we must treat the processing
trade separately.

Secondly, a large part of China’s non-processing
exports is produced by foreign-funded enterprises,
and the amount of imports used per unit of output
in the production of the non-processing exports
in foreign-funded enterprises is much larger than
what is used in the products for domestic demand
produced in domestic-funded enterprises. At the
same time, the domestic-funded enterprises that
produce non-processing exports often have fre-
quent contact with foreign countries, and as such,
these enterprises tend to have more imports. Due to
the fact that the products for exports generally have
higher quality requirements, to ensure the quality
of the export products, more imported raw materi-
als will be adopted in the production.

In 2007, in the production of domestic demand
products, export processing products and non-

processing exports products, per unit of output,
the proportion of direct intermediate imports were
58.5%, 13.7% and 3.1%, respectively. Among these
three categories of products, per unit of output, the
proportion of the value-added varied substantially.
Among the domestic demand products, export pro-
cessing products and non-processing exports prod-
ucts that were produced in 2007, per unit of output,
the proportions of value-added were 17.4%, 27%
and 34.7%, respectively.

We believe that in the estimates of the impact of
a country’s exports on its economy, model 1 (see Fig-
ure 1) should be used for the U.S. and E.U. countries,
whereas those countries with export processing —
such as Mexico and China - model 2 or 3 should be
used. Presently, for China, model 3 should be used,
however, in the future it might be more appropriate
to use model 2, should the import coefficients for do-
mestic intermediate input become close to those for
the non-processing export goods.!

Calculation results for the value-added content of
exports

In this report, the non-competitive IO table for Chi-
na that reflects the processing trade has been used
in the forecast for the roles of both China’s total ex-
ports and China’s exports of goods to the U.S,, to
drive China’s GDP and employment in 1987, 1992,
1997, 2002, 2007, 2010 and 2011 (see the Appendix
to this chapter, “Summary Sheet of the Impact of
Exports on the Value-Added and Employment in
China and the U.S. for 1987-2011”). Presently, non-
competitive IO tables for China that reflect the pro-
cessing trade in 2002 and 2007 have already been
compiled by the National Bureau of Statistics and
the Chinese Academy of Sciences, based on the

11 Please refer to the following article on the calculation methodologies of
input-output analysis and of the input-occupancy-output models of the
non-competitive type (DPN model) that captures processing trade:
Lawrence J. Lau, Xikang Chen, Cuihong Yang, Leonard K. Cheng, K.C.
Fung, Yun-Wing Sung, Kunfu Zhu, Jiansuo Pei and Zhipeng Tang,
2010, “Input-occupancy-output models of the non-competitive type
and their application - an examination of the China-US trade surplus”,
Social Sciences in China, Vol, XXXI, No.1, pp.35-54.
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Figure 3: Value-Added Arising from US$1,000 of
Chinese Exports in Processing Trade and Non-
Processing Trade 1987-2022
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survey data. On this basis, we further utilized 1987,
1992 and 1997 China IO table published by the Na-
tional Bureau of Statistics, combined with the sta-
tistics from customs and other data, use the non-
survey method and expanded the non-competitive
IO table that reflects the processing trade to the year
1987, 1992 and 1997, and furthermore carried out
the calculation for the impact of China’s exports on
China’s GDP and employment over these years. At
the same time, on the basis of 2010 non-competi-
tive IO tables for China that reflects the processing
trade, and by updating the value-added coefficient
and employment coefficient, the research group has
calculated the role of China’s exports in boosting its
GDP and employment in 2011.

See below for the development trend for the
value-added by each US$1,000 export for the period
1987-2011, as well as the preliminary forecast for
2022 (see Figure 3).

Due to improved technology in China’s manu-
facturing industry, some parts and components that
were imported in the past have been replaced by do-
mestic products that have the price advantage. For
the period 1987 to 2011 there has been a steady in-
crease in the value added of each US$1,000 export,
which was US$264 in 1987, US$305 in 2002, US$367
in 2007 and US$388 in 2011. According to the fore-
cast, in the period 2012 to 2022, this trend will con-
tinue. Also, in 2022, the value added per US$1,000 of
export processing is approximately US$415.

The value added per US$1,000 of export process-
ing is steadily on the rise. And there are two main
factors: first, is the improvement in China’s manu-
facturing level, with some of the imported parts and
components used in processing production gradu-
ally being replaced with domestic products, which
has increased the value-added in export processing;
and second, is the increase in the level of wages of
employees in China

The value-added of each US$1,000 non-process-
ing export remains steady, but there is a slight up-
ward trend. The main factors are: first, China has
seen a steady increase in the value-added rate and
an increasing wage level; second, through China’s
participation in global trade, the growth rate of
exports was greater than the growth rate of output
value, and the continuous rise of intermediate im-
ports in non-processing export production offset
the growth rate of value-added.

According to the forecast, the total value-add-
ed coefficient of China’s exports will show a rising
trend during 2012 to 2022. And this is mainly be-
cause of the following'*:

The first factor is the improvement in China’s
manufacturing level, with some of the imported
parts and components used in processing produc-
tion being gradually replaced with domestic prod-
ucts. For example, the direct intermediate imports
per US$1,000 exports processing production was
US$733 in 1992, US$633 in 1997, US$666 in 2002,
US$585 in 2007 and US$564 in 2011, an obvious
downward trend (see Appendix, Figure Al). This
has led to a rising value-added rate, which will be
maintained in the future.

The second factor is the current low wage level of
employees in China, which has more room to rise,
leading to a steady rise in the rate of value.

The third factor is that the proportion of pro-
cessing exports is showing a downward trend. In

12 The total value-added coefficient of exports refers to the direct and
indirect domestic value added induced by producing per unit of
exports, it is also called value-added share of exports.
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Figure 4: Value-Added Arising from US$1,000 of
Chinese Exports, 1987-2022
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2002, China’s processing exports as a proportion
of total exports peaked at 55.27%, after which, it
dropped to 44% in 2011. During 2012 to 2022, the
proportion of export processing will continue this
trend, and it is expected that in 2022, the propor-
tion of export processing of total exports will drop
to 30%. There is a strong correlation between the
export value-added rate and the proportion of pro-
cessing exports. In 1987, due to the very low pro-
portion of processing exports (22.34%), the non-
processing exports accounted for 77.66%, resulting
in a high non-processing exports value-added rate.
Therefore, the overall export value-added rate is
high. In 1992 and 1997, the proportion of process-
ing exports increased rapidly, thus the overall ex-
port value-added rate similarly dropped rapidly.
After 2002, the proportion of export processing has
dropped gradually, and there has been an increas-
ing rate of value-added in export processing pro-
duction. Figure 4 shows the steady rise in the rate of
value added in export processing production after
2002 in China.

From the estimates, for the period 1987 to
1992, China’s export value-added rate showed a
downward trend, whereas in the period 1992 to
2011, there was a steady rise in value-added per
US$1,000 exports (see Figure 4). According to the
estimates, the export value added rate is 68%, i.e.
the domestic value added per US$1,000 export is
US$680.

It is estimated that during 2012 to 2022, the total
import input coeflicient of exports (vertical special-
ization share) is showing a downward trend, and
there is an increase in the total domestic input coef-
ficient. Based on the forecast, the total import input
coeflicient of exports production is 0.32.

Regarding the export processing value-added
rate: according to the forecast, during 2012 to
2022, the proportion of processing trade exports
in China’s overall exports will show a downward
trend, as will the proportion of processing trade
exports in China’s overall exports of goods to the
U.S. Based on the estimates, in 2022 the propor-
tion of exports processing trade in China’s total
exports is around 30%. The forecast for the period
2012-2022 shows that the direct input coefficient
of imported goods in export processing produc-
tion will show a downward trend, as will the total
input coefficient of imported goods. Per US$1,000
export processing production, the total input of
imported goods is US$633 in 2007, US$612 in 2011
and it is expected to be US$585 by 2022. According
to the forecast, the total value-added coefficient of
China’s per US$1,000 exports processing products
will show a rising trend during 2012 to 2022. It is
expected that in 2022 the export processing value-
added rate will be 41.5%, i.e. the total value-added
per US$1,000 exports processing products will be
US$415.

In light of the circumstances during 1987 to
2011, the non-farm payroll employment driven by
China’s unit export experienced a rapid decline (see
Figure 5). With the substantial increase in China’s
labor productivity, it is expected that in the period
2012 to 2022, the coefficient of non-farm payroll
employment in China’s exports — the non-farm pay-
roll employment directly driven by the unit export,
or called the rate of non-farm payroll employment
in export - will show a clear downward trend. It is
expected that in 2022 non-farm employment driv-
en by per US$1,000 export will be 0.0128 person-
years, among which, non-farm employment driven
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Figure 5: Non-Farm Employment Generated by
US$1,000 of Chinese Total Exports, Processing Exports
and Non-Processing Exports
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by per US$1,000 processing export will be 0.0066
person-years, and non-farm employment driven by
per US$1,000 non-processing export will be 0.0154
person-years (see Figure 5).

Regarding non-farm payroll employment driven
by total exports: in 2010, China’s total export value
was US$1,577.75bn, and non-farm payroll employ-
ment driven by per US$1,000 exports was 0.042
person-years, among which 0.019 person-years were
directly driven by exports, and 0.023 person-years
were indirectly driven by exports. Non-farm pay-
roll employment driven by exports was 66.27 mil-
lion person-years, among which non-farm payroll
employment directly driven by exports and indi-
rectly driven by exports were 29.98 million person-
years and 36.29 million person-years, respectively.
According to estimates, during 2012 to 2022, the
overall number of non-farm payroll employment
driven by China’s exports will see a gradual rise. It
is expected that in 2022 the overall number of non-
farm payroll employment driven by exports will be
76.37 people, an increase of 12.1 people compared
to 2010, with an annual growth rate of 1.3%.

The Impact of China’s

13 This is the direct and indirect impact on non-farm employment per unit
of exports, or termed non-farm employment rate of exports.

Exports to the U.S, on China’s
Economy and Employment and
the U.S.-China trade surplus

Utilizing the DPN model and the non-competitive
input-occupancy-output model, we have calculated
the value-added per US$1,000 in exports in the pe-
riod 1987 to 2011, for China and the U.S.

Analysis of the impact of China’s
exports of goods to the U.S. on China’s
GDP and employment

The U.S. is China’s most important trading partner.
According to the China Statistical Yearbook 2011,
in 2010, China’s exports to the U.S. accounted for
about 17.96% of China’s total exports of goods, much
higher than China’s exports to any other countries.
Therefore, China’s exports to the U.S. have an im-
portant impact on China’s GDP and employment.
Based on China’s non-competitive input-output
table which reflects the processing trade, this report
estimates the role of China’s exports of goods to the
U.S. in driving China’s GDP and employment (see
Figures A2 and A3).

The impact of China’s direct exports of goods to
the U.S. on China’s GDP and employment
As shown in the Appendix, in 2010, China’s per
US$1,000 direct exports of goods to the U.S. brought
US$563 of value-added and 0.038 person-years of
non-agricultural employment to China, which is
lower than the value-added and non-agricultural
employment brought by China’s per US$1,000 total
exports, which was US$615 and 0.042 person-years,
respectively. One of the main reasons is that there is
a high proportion of processing trade exports in Chi-
na’s exports to the U.S., which is 57.4% in 2010, about
10.5% higher than the proportion of processing trade
exports in China’s exports.

Over time, similar with China’s unit exports,
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Figure 6: The Impact of China’s Direct Exports of Goods to the U.S. on China’s GDP and Non-agricultural

Employment

Exports of goods

Years

Total added value driven Percentage of GDP Non-agricultural employment The proportion in the total non-

(0.5 bns of U.S. dollars) (0.5 bns of U.S. dollars) (%) (Thousand Persons-years) agricultural employment (%)
1987 47 28 0.87 265 1.26
1992 73 33 0.67 204 0.74
1997 327 144 1.51 657 1.88
2002 699 317 2.18 958 2.62
2007 2327 1226 3.51 1326 2.97
2010 2833 1595 2.69 1076 28]
2011 3245 1869 2.55 1071 2.15

Source: The data on China’s direct exports of goods to the U.S. is from the China Statistical Yearbook, various years; other data are estimates from the research group.

the value-added brought by China’s per US$1,000
direct exports of goods to the U.S. is showing the
U-shaped change (downward first then upward),
which has first dropped from US$597 in 1987 to
US$439 in 1997, and then risen to US$576 in 2011.
With the continuous increase of China’s labor
productivity, the non-agricultural employment
brought by China’s per US$1,000 exports of goods
to the U.S. continues to reduce over time.
Furthermore, we have estimated the impact of
China’s total direct exports of goods to the U.S.
on China’s GDP and agricultural employment (see
Figure 6). The results show that China’s exports of
goods to the U.S. have a significant role in promot-
ing U.S. exports of goods to China’s GDP and non-
agricultural employment. In 2010, the total value
of China’s direct export of goods to the U.S. was
US$283.3bn, which has brought the value-added to
a total of US$159.5bn, accounting for 2.69% of Chi-
na’s GDP; the non-agricultural employment to a
total of 10.76 million people, accounting for 2.23%
of the overall non-agricultural employment in
China in the same year. Over time, during 1987 to
2011, China’s total export of goods to the U.S. have
experienced a rapid development, with the average
annual nominal growth rate reaching as high as
19.28%, which has brought China ever-increasing
value-added, from US$2.8bn in 1987, increasing to
US$186.9bn in 2011, an average annual nominal
growth rate of 19.10%. Relatively speaking, there

has been a slow growth in nonagricultural em-
ployment brought on by China’s direct exports of
goods to the U.S., from 2.65 million people in 1987
to 107.1 million people in 2011, an average annual
growth rate of only 5.99%. This is mainly due to the
significant decline of non-agricultural employment
driven by the unit goods export. In particular, af-
ter 2007, total non-agricultural employment driven
by China’s direct exports of goods to the U.S. have
shown a downward trend, which has indicated that
the growth rate of Chinese labor productivity is
greater than the growth rate of China’s exports of
goods to the U.S.

The fourth and last column in Figure 6 shows the
value-added by China’s exports of goods to the U.S.
and the proportion of nonagricultural employment
in China’s GDP and in the overall non-agricultural
employment. These data have measured the degree
of importance of China’s exports of goods to the
U.S. to China’s economic and non-agricultural em-
ployment. The results show that since 1992, the im-
portance of China’s exports of goods to the U.S. to
China’s GDP and non-agricultural employment has
shown a U-shaped change, i.e. the downward and
upward trend, which has reached the peak value in
2007. This is mainly due to the rapid growth of Chi-
na’s total exports of goods to the U.S. before 2007.
As noted earlier in this article, after 2007, affected
by the financial crisis, China’s exports to the U.S.
sustained a shock to a certain extent, resulting in
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Figure 7: Impact of China’s Direct Exports of Goods and Services to the U.S. on China’s GDP and Non-agricultural

Employment

The total value of exports of Non-agricultural The proportion in the

Years goods and services Total value-added induced Percentage of GDP employment total non-agricultural
(0.5 bns of U.S. dollars) (0.5 bns of U.S. dollars) (Thousand Persons-years) employment (%)

2002 740 354 243 1096 2.99

2007 2433 1316 3.77 1433 3.21

2010 2932 1680 2.83 1142 2.37

2011 3358 1967 2.69 1139 2.28

Source: The data on China’s direct exports of goods to U.S. is from the China Statistical Yearbook, various years; data on exports of services are from U.S. Bureau of Economic Analysis

(BEA); other data are from estimates from the research group.

the slowdown in export growth, and as such its con-
tribution to the value-added and non-agricultural
employment has also declined.

Contribution of China’s exports of goods and ser-
vices to the U.S. to China’s economy

The value-added and employment in China driv-
en by per US$1,000 China’s exports of goods and
services to the U.S. is shown in A4 in the Appen-
dix. It can be seen that after the exports of services
are included, the value-added and employment in
China driven by China’s per unit exports to the U.S.
are both showing some increase, which is mainly
because of the higher coeflicient of the total value-
added of service products and higher coefficient of
employment.

Over time, after 2002, the value-added driven by
China’s unit export to the U.S. has been rising over
the years, and the non-agricultural employment
driven by China’s unit export to the U.S. has seen a
steady decrease.

Furthermore, we have estimated the impact of
China’s total exports to the U.S. on China’s GDP
and agricultural employment (see Figure 7). The to-
tal value of China’s export of goods and services to
the U.S. was US$293.2bn in 2010, and it has brought
China a total of US$168bn of value-added, account-
ing for 2.83% of China’s GDP in the same year,
which is 0.14% higher than when only the impact
of exports of goods is taken into consideration; and
it has also brought non-agricultural employment
to a total of 11.42 million people, accounting for

2.37% of the overall nonagricultural employment
in China for the same year. Over 2002 to 2011, the
value added induced by China’s export of goods and
services has seen a rapid growth, from US$35.4bn
in 2002 to US$196.7bn in 2011, an average annual
nominal growth rate of 21.00%. There has been slow
growth in nonagricultural employment induced by
China’s exports of goods and services to the U.S,,
with an average annual growth rate of 4.24%.

Contribution of China’s total exports of goods to
the U.S. (including entrepot trade) to the Chinese
economy

In U.S.-China trade, a considerable part of U.S.-
bound Chinese exports have undergone entrepot
trade in the Hong Kong region first and then been
exported to the U.S. This portion of the exports have
not been included in Chinese Customs statistics as
part of China’s exports to the U.S. In order to more
accurately reflect the influence of U.S.-China trade in
Chinese economy and employment, and meanwhile
preparing for the estimates of the U.S.-China trade
surplus (including Hong Kong entrep6t trade), this
study has simultaneously carried out the estimates of
the effect of China’s total exports of goods to the U.S.
(including Hong Kong entrepdt trade) on the Chi-
nese economy and employment. The total amount of
China’s exports of goods to the U.S. via Hong Kong
entrepét is from the statistics of Hong Kong Cus-
toms, which are based on FOB Hong Kong price and
are inconsistent with the free on board (FOB) China
port price used in the statistics of Chinese Customs.
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So we need to convert the prices for this part of en-
trepot trade goods. We first used the data supplied
by Hong Kong regarding the shipping and distri-
bution fees for mainland China’s exports of goods
to the U.S. via Hong Kong entrepodt, then deducted
the shipping and distribution fees from the value
of these entrep6t trade goods so as to convert these
values to the cost, insurance and freight (CIF) Hong
Kong prices. Thereafter, the shipping and distribu-
tion fees incurred while the goods were transported
from China to Hong Kong are deducted (assuming
that the shipping and distribution fees account for
8% of FOB China port prices), and at this point we
can obtain the value of China’s exports of goods to
the U.S. via Hong Kong entrep6t, calculated on the
basis of FOB China port price.

The Appendices indicate that in 2010 the value-
added for China and non-agricultural employment
induced by China’s per US$1,000 aggregated exports
of goods to the U.S. was US$561 and 0.038 person-
years, respectively, which is US$2 and 0.0001 per-
son-years less than their counterparts induced by
China’s per US$1,000 direct exports of goods to the
U.S. This is mainly because of the high proportion
of processing exports in China’s exports of goods to
other countries via Hong Kong entrepot, which was
72.9% in 2010,

At the same time, we can estimate the effect of Chi-
na’s total exports of goods to the U.S. to China’s GDP
and employment (see Figure 6). The results show that
in 2007, 2010 and 2011, the value-added for China in-
duced by China’s total exports of goods to the U.S. was
US$139.1bn, US$178bn and US$209.1bn, respectively,
accounting for 3.98%, 3% and 2.86% of China’s total
GDP in the same year respectively; and China’s total
exports of goods to the U.S. in the aforementioned
three years brought China 13.9 million, 17.80 million
and 20.91 million person-years of non-agricultural

14 Statistics show that in 1997, the proportion of processing exports in
China’s exports to the U.S. is not very different from that in Chinese
exports to the U.S. via Hong Kong. Affected by the product structure of
exports, the value added to China’s GDP per unit of total exports from
China to the U.S. is higher than that of direct exports from China to the
U.S.

employment, respectively, accounting for 3.4%, 2.5%
and 2.34% of China’s total non-agricultural employ-
ment in the same year, respectively. Compared to the
value-added and employment brought by China’s di-
rect exports to the U.S., we can see that if China’s ex-
ports of goods to the U.S. via Hong Kong entrepdt is
included in the calculation, the results show that the
value-added and the non-agricultural employment in-
duced by China’s total exports of goods to the U.S., will
increase by 11%-14% and 9%-14%, respectively. In ad-
dition, the results also show that even though the por-
tion of China’s exports of goods to the U.S. via Hong
Kong entrepdt were included in the calculation, in re-
cent years, there has been a steady downward trend of
the proportion of China’s GDP and non-agricultural
employment in China’s overall GDP and nonagricul-
tural employment.

U.S.-China goods trade surplus

The issue of the U.S.-China trade imbalance has
long been a source of concern for scholars. Accord-
ing to Chinese Customs statistics, in 2012, U.S.-
China goods trade surplus — China’s total exports of
goods minus China’s total imports from the U.S. -
was US$218.9bn. According to the statistics of U.S.
Customs, in 2012, U.S.-China goods trade surplus -
U.S. total imports of goods from China minus U.S.
total exports of goods to China - was US$315.1bn.
However, due to the existence of intermediate goods
trade, there has been a serious problem of double
counting when using the total imports and exports
as the basis of the trade statistics. Therefore, in the
import and export trade, the amount of domestic
value-added in each country should be used as a
standard to measure the balance of trade. In this
study, the value-added measure is utilized in the re-
evaluation of U.S.-China trade surplus'> .

In addition, as we have stated before, in U.S.-

15 Refer to http://finance.china.com.cn/news/special/
jjsj12/20130110/1230560.shtml
16 Refer to http://www.census.gov/foreign-trade/balance/c5700.html
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Figure 8: U.S.-China Goods Trade Surplus, 2007, 2010 and 2011

Types of exports

2007

Calculated
according to total
exports of goods
(US$100mn)

Calculated
according to the
value-added
(US$100mn)

2010

Calculated
according to total
exports of goods
(US$100mn)

Calculated
according to the
value-added
(US$100mn)

2011

Calculated
according to total
exports of goods
(US$100mn)

Calculated
according to the
value-added
(US$100mn)

tchlggfssvexl""ts of goods to 2662 1391 3173 1780 3649 201
Direct export 2327 2833 3245

Hong Kong entrepot trade 335 340 404

U.S. exports of goods to China 712 612 994 863 1119 952
Direct export 652 919 1039

Hong Kong entrep6t trade 59 75 80

Sino-U.S. trade surplus 1950 779 2179 917 2530 1139

Note: Goods imported from the U.S. published in China in 2007 amounted to US$69.4bn; the statistics published by the U.S. imports from China to CIF goods amounted to
US$340.1bn. Goods imported from the U.S. published in China in 2010 amounted to US$102bn, the U.S. announced the goods imported from China amounted to US$383bn. In 2011
China announced imports of goods from the U.S. amounted to US$122.1bn; published by the U.S. on goods imported from China amounted to US$417.4bn.

Source: Direct exports of goods to the U.S., data from the China Customs; U.S. on China’s exports of goods from data in to the USITC strobe; China and the U.S. through Hong Kong to

the other side of the re-export data from the Customs and Excise Department statistics.

China trade, a considerable part of U.S.-bound
Chinese exports have undergone entrepdt trade
in the Hong Kong region. In order to more accu-
rately reflect China’s trade surplus with the U.S,,
this study has already taken into consideration the
U.S.-bound Chinese exports and China-bound U.S.
exports which have undergone entrepét trade in
the Hong Kong region - the part of exports with its
transit route via Hong Kong port, but not included
in Hong Kong Customs statistics. To avoid the ef-
fect of price on the U.S.-China trade imbalance, in
this study, China’s exports to the U.S. (including
entrepdt) and the U.S. exports to China (including
entrepOt) were calculated using FOB prices. After a
series of data processing, it is known that according
to the statistics of total volume of trade, U.S.-China
trade surplus in 2007 was approximately US$195bn.
According to our estimates (see Figure 6), in 2007
the value-added induced by China’s per US$1,000
exports to the U.S. was US$522 for China, whereas
the value-added induced by the U.S. per US$1,000
exports to China was US$860 for China, with the
former being only 61% of the latter (see Figure 5).
Therefore, from the calculation using value-added
measures it shows that in 2007, the U.S.-China trade
surplus was US$77.9bn, a more than 60% reduction

from the results calculated using the value of total
exports (US$195bn).

According to the statistics for total exports,
the U.S.-China trade surplus of goods in 2010 was
US$217.9bn, among which China’s exports to the U.S.
was US$317.3bn (including entrepdt via Hong Kong),
and U.S. exports to China were US$99.4bn (includ-
ing entrep6t via Hong Kong); in 2010 the value added
for China induced by China’s per US$1,000 exports
to the U.S. was US$561, and the value-added for the
U.S. induced by U.S. per US$1,000 exports to China
was US$868, with the former being only 64.6% of the
latter. In accordance with the value-added measure
of calculation, in 2010 China’s exports to the U.S.
was US$178bn (including entrep6t via Hong Kong),
and U.S. export to China was US$86.3bn (including
entrep6t via Hong Kong), and the U.S.-China trade
surplus in 2010 was US$91.7bn. The U.S.-China trade
surplus results calculated using the value-added
measure is 57.9% less that the figure calculated us-
ing the total export value. U.S.-China goods trade
surplus was US$253bn in 2011. The value-added for
China induced by China’s per US$1,000 exports to
the U.S. (including entrepét via Hong Kong) was
US$573, and the value-added for the U.S. induced by
the U.S. per US$1,000 exports to China (including
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entrepdt via Hong Kong) was US$851, with the for-
mer being only 67.7% of the latter. The results show
that the U.S.-China trade surplus estimated using
the value-added measure is 55% less than the esti-
mates calculated using the total value of exports.

For expected bilateral trade in 2022, the value-
added rate of China’s exports to the U.S. would be
64.1%. In other words, for every US$1,000 of Chi-
nese exports to the U.S., US$641 of domestic value-
added and employment of 0.015 would be gener-
ated. The value-added rate of U.S. exports to China
would be 86%. This means that for each US$1,000
of U.S. exports to China, US$860 of domestic
value-added and employment of 0.0048 would be
generated. Overall, in 2022, the U.S.-China bilat-
eral trade will give the Chinese domestic value of
US$456.5bn, accounting for 2.3% of China’s GDP
(US$19.7tr), and 10.68 million jobs. In 2022 bilat-
eral trade would bring a domestic value-added to
the U.S. of US$357.8bn, accounting for 1.8% of the
U.S. GDP (US$19.68tr), and about two million jobs.

Chinese tourism in the U.S. domestic
value-added and employment

In recent years, there has been a surge in the num-
ber of visitors to the U.S. and a rapid growth in
tourism in the U.S. According to the U.S. Depart-
ment of Commerce, in 2004 there were only 20.3
million visitors to the U.S., which increased to 108.9
million in 2011, an increase of 438%. Chinese tour-
ism to the U.S. increased from US$1.115bn in 2004
to US$7.74bn in 2011, an average annual increase of
31.9%. China has become the fastest growing coun-
try in the development of the tourism market in the
U.S. The Tourist Office of the U.S. Department of
Commerce report shows, in 2011, Chinese main-
land tourists in the U.S. spent more than any other
overseas group'’.

In 2011, the number of tourists from China to

17 Refer to http://tinet.ita.doc.gov/outreachpages/download_data_
table/2011_China_Market_Profile.pdf

the U.S. was 1.089 million. Total tourist expen-
diture was US$7.74 bn and per capita consump-
tion was US$7,107.4. The consumption pattern of
Chinese visitors to the U.S. is different from visi-
tors from other countries, with shopping by Chi-
nese tourists accounting for a larger proportion
of expenditure. We estimate the Chinese tourists’
consumption structure as follows: retail purchases
account for 40% of expenditure; accommodation
15%; air transport 17%; food and meals 10%; and
other expenditure 18%. Estimation results using the
2010 U.S. non-competitive IO table are as follows:

On the basis of a per capita consumption of
US$7,107.4, according to our calculations, for every
1 million increase in Chinese visitors to the U.S.,
the total value-added value to the U.S. economy
would be US$6.46bn, of which direct value-added
is US$4.02bn. The total employment impact would
be 78,000 persons per year, of which the direct em-
ployment impact is 59,000 persons per year.

Since the value added and employment impact
arising from tourists’ spending would not fully be
captured in the year of impact, we have also esti-
mated the time lag effect. The results show that the
proportion of value-added and employment gen-
erated in the first year account for about 85% and
91% of the full impact. The indirect effects generat-
ed in the second year would account for 14% of the
total value-added and 8% of the total employment.
The remaining value-added and employment is
less than 1% of the full effect. One could consider
therefore that the indirect effects are quite weak
after the first year.

For the forecast period 2012 to 2022, there was
average annual growth of 15% of Chinese visitors
traveling to the U.S. Chinese travel to the U.S. in
2022 generated about US$35.9bn in revenue for
the U.S., pulling the US$32.3bn to U.S. domestic
value-added, which directly increased the value to
US$19.7bn for the U.S. and provided about 294,000
jobs.

Impact of U.S. exports of agricultural
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products to China on U.S. domestic
value-added and employment

The U.S.-China agricultural trade has experienced
a rapid development. From 2001 to 2010, the agri-
cultural trade volume between the two countries
increased from US$4.1bn to US$24.5bn, an increase
of nearly five times in nine years, and an average
annual increase of up to 22%. In 2010, China im-
ported agricultural products from the U.S. for a to-
tal of US$18.6bn, accounting for 13% of total U.S.
agricultural exports, making China the No. 1 desti-
nation for U.S. agricultural exports.

U.S. agricultural exports to China are mainly
beans, cotton and corn. In 2011 the ratio of these
three kinds of agricultural exports was: beans
61.1%; 15% for cotton; and 5% for corn. The three
categories of products account for 81.1% of the to-
tal value of agricultural products exported from the
U.S. to China.

According to our calculations, for every
US$10bn agricultural products directly exported
from the U.S. to China, a total of US$8.84bn of to-
tal value-added generated, among which the direct
value-added was US$4.21bn, and 67,000 persons
per year total employment can be generated, among
which the direct employment will be 32,000 per-
sons per year.

Due to the different lengths of the production
process of various departments (an average of
about two to three months), it is assumed that the
time lag for each effect is around a period of three
months. Assuming that export demand occurred in
the middle of the year, it will have direct impact on
the first round of indirect effects in the same year;
and the second to fifth rounds of indirect effects
will occur in the second year; and the sixth round
of indirect effects in the third year. If it is believed
that the value-added from the U.S. agricultural ex-
ports to China (employment), and the value-added
generated in the first round of indirect effects (em-
ployment) occurred in the first year, they will ac-

count for about 75% of the total impact. The second
year’s indirect effects on the value-added in the fifth
round value will account for 24%, and the remain-
der of the value-added will be less than 1% (about
0.8%). We believe that the indirect impact in the last
two years will be very weak.

It is expected that in the period 2012-2022, the
average annual growth of the U.S. agricultural ex-
ports to China will reach 10%, and as such in 2022,
the U.S. agricultural exports to the China will reach
US$58.4bn, driving a total of US$51.4bn U.S. do-
mestic value-added, among which US$29.2bn is the
direct value-added, and 0.292 million jobs will be
generated for the U.S.
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Appendix

Summary Sheet of the Impact of Exports of Goods by China and by the U.S. on the Value-added and Em-
ployment, 1987-2011

Figure Al: Domestic Value-added Induced by US$1,000 of China’s Exports

Domestic value-added per Direct and indirect imports per
Types of exports US$1,000 China’s exports (US$) US$1,000 China’s exports (US$)
Direct Indirect Total Direct Indirect Total

Aggregate 237 385 622 291 87 378
2011 Processing 194 194 388 564 48 612
Non-Processing 266 512 778 109 113 222
Aggregate 235 380 615 308 77 385
2010 Processing 190 196 386 568 46 614
Non-Processing 268 513 781 117 102 219
Aggregate 226 365 591 342 67 409
2007 Processing 174 193 367 585 48 633
Non-Processing 270 510 780 137 83 220
Aggregate 204 347 551 406 43 449)
2002 Processing 166 139 305 666 29 695
Non-Processing 240 540 780 166 54 220
Aggregate 191 353 544 410 46 456
1997 Processing 154 186 340 633 27 660
Non-Processing 229 519 748 188 64 252
Aggregate 196 343 539 439 22 461
1992 Processing 142 117 259 733 8 741
Non-Processing 228 472 700 270 30 300
Aggregate 232 383 615 360 25 385
Estligl:Ztes Processing 147 117 264 729 7 736
Non-Processing 251 446 697 274 29 303
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Employment Induced by US$1,000 of China’s Exports

Employment per US$1,000 China’s exports Non-agriculture employment per US$1,000

Types of exports (Person-year) China’s exports (Person-year)
Direct Indirect Total Direct Indirect Total
Aggregate 0.016 0.035 0.051 0.016 0.020 0.036
2011 Processing 0.008 0.014 0.022 0.008 0.010 0.018
Non-Processing 0.022 0.048 0.070 0.021 0.026 0.047
Aggregate 0.019 0.043 0.062 0.019 0.023 0.042
2010 Processing 0.009 0.018 0.027 0.009 0.013 0.022
Non-Processing 0.027 0.060 0.087 0.026 0.031 0.057
Aggregate 0.026 0.070 0.096 0.026 0.038 0.064
2007 Processing 0.014 0.031 0.045 0.014 0.022 0.036
Non-Processing 0.037 0.101 0.138 0.036 0.052 0.088
Aggregate 0.095 0.160 0.255 0.091 0.082 0.173
2002 Processing 0.045 0.068 0.113 0.045 0.045 0.090
Non-Processing 0.142 0.245 0.387 0.134 0.116 0.250
Aggregate 0.159 0.242 0.401 0.150 0.136 0.286
1997 Processing 0.067 0.120 0.187 0.067 0.074 0.141
Non-Processing 0.250 0.363 0.614 0.233 0.197 0.430
Aggregate 0.218 0.449 0.667 0.199 0.167 0.366
1992 Processing 0.100 0.170 0.270 0.099 0.057 0.156
Non-Processing 0.287 0.610 0.897 0.257 0.230 0.487
Aggregate 0.438 0.636 1.074 0.409 0.205 0.615
Eetine e | Processing 0.188 0.152 0.340 0.186 0.064 0.250
Non-Processing 0.496 0.749 1.245 0.461 0.238 0.699

Note, Exchange rates of US$100 to RMB (period average): 1987: 372.21; 1992: 551.46; 1997: 828.91; 2002: 827.70; 2007: 760.40; 2010: 676.95; 2011: 645.88

172



O

Figure A2: Domestic Value-added Induced by US$1,000 of Chinese Exports to the U.S. (including re-exports from
Hong Kong)

Domestic value-added per US$1,000 China’s Direct and indirect imports per US$1,000
Types of exports exports (US$) China’s exports (US$)
Direct Indirect Total Direct Indirect Total

Aggregate 220 353 573 350 77 427
2011 Processing 192 205 397 554 49 603
Non-Processing 254 535 789 99 112 211
Aggregate 216 345 561 370 69 439
2010 Processing 191 207 398 555 47 602
Non-Processing 252 537 789 110 101 211
Aggregate 203 319 522 411 67 478
2007 Processing 176 199 375 577 48 625
Non-Processing 250 540 790 111 99 210
Aggregate 177 241 418 544 38 582
2002 Processing 168 152 320 647 32 680
Non-Processing 210 554 764 177 58 236
Aggregate 172 279 451 511 38 549
1997 Processing 156 177 333 642 25 667
Non-Processing 212 534 746 184 70 254
Aggregate 152 229 381 604 15 619
1992 Processing 140 93 233 760 7 767
Non-Processing 172 470 642 329 29 358
Aggregate 227 303 530 449 21 470
Estlignfztes Processing 151 44 195 802 3 805
Non-Processing 264 427 691 280 29 309

173



Employment Induced by US$1,000 of Chinese Exports to the U.S. (including re-exports from Hong Kong)

Employment Non-agriculture employment
) per US$1,000 China’s exports per US$1,000 China’s exports

Types of exports Person-year Person-year
Direct Indirect Total Direct Indirect Total
Aggregate 0.014 0.033 0.047 0.014 0.018 0.032
2011 Processing 0.008 0.016 0.024 0.008 0.011 0.019
Non-Processing 0.022 0.052 0.074 0.022 0.027 0.049
Aggregate 0.017 0.039 0.056 0.016 0.022 0.038
2010 Processing 0.010 0.020 0.030 0.010 0.013 0.023
Non-Processing 0.026 0.066 0.092 0.025 0.033 0.058
Aggregate 0.023 0.061 0.084 0.023 0.034 0.057
2007 Processing 0.016 0.032 0.048 0.016 0.022 0.038
Non-Processing 0.035 0.113 0.148 0.034 0.057 0.091
Aggregate 0.062 0.110 0.172 0.062 0.065 0.127
2002 Processing 0.047 0.073 0.121 0.047 0.049 0.097
Non-Processing 0.114 0.237 0.352 0.113 0.121 0.234
Aggregate 0.110 0.182 0.291 0.108 0.110 0.218
1997 Processing 0.068 0.113 0.181 0.068 0.072 0.140
Non-Processing 0.214 0.353 0.567 0.209 0.206 0.414
Aggregate 0.133 0.321 0.454 0.122 0.111 0.233
1992 Processing 0.099 0.135 0.234 0.098 0.047 0.145
Non-Processing 0.194 0.648 0.842 0.165 0.223 0.388
Aggregate 0.380 0.535 0.915 0.376 0.195 0.570
EstliQESthes Processing 0.162 0.098 0.260 0.162 0.048 0.210
Non-Processing 0.440 0.657 1.097 0.435 0.235 0.670
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Figure A3: Domestic Value-added Induced by US$1000 of Chinese Direct Merchandise Exports to United States
(excluding re-exports from HK).

Domestic value-added per US$1,000 China’s Direct and indirect imports per US$ 1,000
Types of exports exports (US$) China’s exports (US$)
Direct Indirect Total Direct Indirect Total

Aggregate 220 356 576 346 78 424
2011 Processing 193 206 399 553 48 601
Non-Processing 253 532 785 102 113 215
Aggregate 216 347 563 366 71 437
2010 Processing 190 208 398 555 47 602
Non-Processing 251 534 785 113 102 215
Aggregate 204 323 527 404 69 473
2007 Processing 176 198 374 577 49 626
Non-Processing 250 533 783 117 100 217
Aggregate 180 273 453 507 39 547
2002 Processing 166 145 311 658 31 689
Non-Processing 211 553 764 178 58 236
Aggregate 170 269 439 525 35 561
1997 Processing 155 180 335 641 24 665
Non-Processing 212 535 747 184 69 252
Aggregate 156 289 445 536 19 555
1992 Processing 140 105 245 748 7 755
Non-Processing 173 480 653 315 32 347
Aggregate 251 346 597 379 24 403
Estliigtes Processing 155 89 244 750 6 756
Non-Processing 277 418 695 276 29 305
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Employment Induced by US$1000 of Chinese Direct Merchandise Exports to United States (excluding re-exports
from HK).

Employment per US$1,000 China’s exports Non-agriculture employment per US$1,000

Types of exports (Person-year) China’s exports (Person-year)
Direct Indirect Total Direct Indirect Total
Aggregate 0.014 0.032 0.046 0.014 0.019 0.033
2011 Processing 0.008 0.016 0.024 0.008 0.011 0.019
Non-Processing 0.021 0.052 0.073 0.021 0.028 0.049
Aggregate 0.016 0.039 0.055 0.016 0.022 0.038
2010 Processing 0.010 0.019 0.029 0.010 0.013 0.023
Non-Processing 0.025 0.066 0.091 0.025 0.032 0.057
Aggregate 0.022 0.061 0.083 0.022 0.035 0.057
2007 Processing 0.015 0.032 0.047 0.015 0.022 0.037
Non-Processing 0.034 0.108 0.142 0.034 0.055 0.089
Aggregate 0.067 0.122 0.189 0.067 0.070 0.137
2002 Processing 0.046 0.070 0.115 0.045 0.047 0.093
Non-Processing 0.115 0.236 0.351 0.113 0.121 0.234
Aggregate 0.098 0.179 0.277 0.096 0.105 0.201
1997 Processing 0.063 0.118 0.181 0.063 0.072 0.135
Non-Processing 0.204 0.358 0.562 0.193 0.204 0.397
Aggregate 0.139 0.393 0.532 0.136 0.141 0.277
1992 Processing 0.103 0.151 0.254 0.103 0.052 0.155
Non-Processing 0.178 0.645 0.823 0.170 0.233 0.403
Aggregate 0.397 0.487 0.884 0.391 0.171 0.562
Estlignfztes Processing 0.204 0.055 0.260 0.204 0.024 0.228
Non-Processing 0.490 0.695 1.184 0.480 0.242 0.722

Source: The data for China’s exports of goods to the U.S. with the transit route via Hong Kong are from the customs statistics of the Customs and Excise Department of Hong Kong and
the Hong Kong Census and Statistics Department.
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Figure A4: Domestic Value-added Induced by US$ 1000 of Chinese Exports to the U.S. (including both direct
merchandise exports and service exports)

Domestic value-added per US$1,000 China’s Direct and indirect imports per US$1,000
Types of exports exports (US$) China’s exports (US$)
Direct Indirect Total Direct Indirect Total
Aggregate 226 360 586 336 78 414
2011 Processing 193 206 399 553 48 601
Non-Processing 261 529 790 98 112 210
Aggregate 221 352 573 356 71 427
2010 Processing 190 208 398 555 47 602
Non-Processing 260 530 790 108 102 210
Aggregate 212 329 541 390 69 459
2007 Processing 176 198 374 577 49 626
Non-Processing 265 523 788 112 100 212
Aggregate 190 288 478 481 41 522
2002 Processing 166 145 311 658 31 689
Non-Processing 231 544 775 167 58 225

Employment Induced by US$ 1000 of Chinese Exports to the U.S. (including both direct merchandise exports and
service exports)

Employment Non-agriculture employment
per US $1,000 China’s exports per US $1,000 China’s exports
Types of Exports Unit: person-year Unit: person-year
Direct Indirect Direct Indirect
Aggregate 0.015 0.033 0.048 0.015 0.019 0.034
2011 Processing 0.008 0.016 0.024 0.008 0.011 0.019
Non-Processing 0.023 0.051 0.074 0.023 0.027 0.05
Aggregate 0.017 0.04 0.057 0.017 0.022 0.039
2010 Processing 0.01 0.019 0.029 0.01 0.013 0.023
Non-Processing 0.027 0.064 0.091 0.027 0.032 0.059
Aggregate 0.024 0.061 0.085 0.024 0.035 0.059
2007 Processing 0.015 0.032 0.047 0.015 0.022 0.037
Non-Processing 0.037 0.105 0.142 0.037 0.054 0.091
Aggregate 0.076 0.125 0.201 0.075 0.073 0.148
2002 Processing 0.046 0.069 0.115 0.045 0.048 0.093
Non-Processing 0.129 0.225 0.354 0.128 0.119 0.247
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Figure A5: Domestic Value-added Generated by U.S.” Exports

Domestic value-added per US$1,000 U.S.

Direct and indirect imports per US$1,000 U.S.

Year Types of exports exports (US$) exports (US$)

Direct Indirect Total Direct Indirect Total

2011* | Aggregate 434 402 836 104 59 164
2010 Aggregate 475 387 862 87 51 138
2007 Aggregate 451 410 861 84 56 139
2002 Aggregate 470 422 892 69 40 108
1997 Aggregate 489 411 900 62 38 100

1992** | Aggregate 533 388 921 46 32 79

el | Aggregate 550 382 932 40 28 68

Employment Generated by U.S.” Exports

Employment per US $ 1,000 United States’

Non-agriculture employment per US $ 1,000

Types of Exports exports (person-year) United States’ exports (person-year)
Direct Indirect Total Direct Indirect Total

2011 * Aggregate 0.0030 0.0029 0.0059 0.0028 0.0028 0.0056

2010 Aggregate 0.0032 0.0029 0.0061 0.0031 0.0028 0.0059

2007 Aggregate 0.0035 0.0034 0.0069 0.0034 0.0033 0.0067

2002 Aggregate 0.0049 0.0046 0.0095 0.0048 0.0044 0.0092

1997 Aggregate 0.0050 0.0053 0.0103 0.0049 0.0051 0.0099

1992 * Aggregate 0.0059 0.0062 0.0121 0.0058 0.0060 0.0117

E 1?87 . Aggregate 0.0077 0.0077 0.0154 0.0075 0.0074 0.0149
stimates

2011 IO table has not been released, nor the export data broken down by IO sectors. Therefore this article has used the HTS export data, and the IO table used is a 2010 non-

competition table. The approach is: assign the HTS-10-digit code to the corresponding I067 sector, convert the purchasers’ prices of the export data into the producer prices using the
export transformation matrix, and allocate the remaining exports to the corresponding service sector (including rail transport, waterway transport, air transport, pipeline transport,
wholesale trade, etc.). Since all HTS are being applied to the exports of goods, as a result, the export driving effect calculated using this method is comparatively low;

*The sector classification of the 1992 and 1987 IO tables are based on Standard Industrial Classification (SIC). Using the matching of SIC to NAICS sectors available on the website of
the Ministry of Commerce (http://www.census.gov/), , the 97 SIC-based sectors are matched to NAICS 67 sectors. Because many sectors have crossed-over features, the merged result
has only 46 sectors. The calculation results here are based on the IO table using NAIC’s 46 sectors.
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Figure A6: Domestic Value-added Induced by US$1,000 of U.S.” Merchandise Exports to China (including re-exports

from Hong Kong)
Domestic value-added per US$1,000 U.S. Direct and indirect imports per US$1,000 U.S.
Types of exports exports (US$) exports (US$)
Direct Indirect Total Direct Indirect Total
2011 Aggregate 460 406 866 77 57 134
2010 Aggregate 469 399 868 76 56 132
2007 Aggregate 430 430 860 81 59 140
2002 Aggregate 433 448 881 76 43 119
1997 Aggregate 399 482 881 74 45 119
1992 Aggregate 460 444 904 58 38 96
Estli?:l;Ztes Aggregate 478 448 926 42 32 74

Employment Induced by US$1,000 of U.S.” Merchandise Exports to China (including re-exports from Hong Kong)

Employment per US$1,000 U.S.” exports

Non-agriculture employment per US$1,000

Types of exports (Person-year) U.S.” exports (Person-year)
Direct Indirect Total Direct Indirect Total
2011 Aggregate 0.0034 0.0030 0.0064 0.0030 0.0028 0.0058
2010 Aggregate 0.0033 0.0030 0.0063 0.0030 0.0028 0.0058
2007 Aggregate 0.0036 0.0036 0.0072 0.0034 0.0034 0.0068
2002 Aggregate 0.0048 0.0048 0.0096 0.0046 0.0047 0.0093
1997 Aggregate 0.0051 0.0060 0.0111 0.0048 0.0058 0.0106
1992 Aggregate 0.0064 0.0069 0.0133 0.0061 0.0068 0.0129
E 1.987 Aggregate 0.0080 0.0087 0.0167 0.0075 0.0081 0.0156
stimates

Note: The exports include exports of goods only (exports of service not included).
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Figure A7: Domestic Value-added Induced by US$1,000 of U.S.” Direct Merchandise Exports to China (excluding re-
exports from Hong Kong)

Domestic value-added per US$1,000 U.S. Direct and indirect imports per US$1,000 U.S.

Types of exports exports (US$) exports (US$)
Direct Indirect Total Direct Indirect Total
2011 Aggregate 455 409 864 78 58 136
2010 Aggregate 464 403 867 76 57 133
2007 Aggregate 428 431 859 81 60 141
2002 Aggregate 435 446 881 76 43 119
1997 | Aggregate 396 487 883 71 46 117
1992 Aggregate 452 452 904 57 39 96
Eeties | Aggregate 469 458 927 41 32 73

Employment Induced by US$1,000 of U.S.” Direct Merchandise Exports to China (excluding re-exports from Hong
Kong)

Employment Non-agriculture employment
per US$1,000 U.S.” exports per US$1,000 U.S.’ exports
Types of exports Person-year Person-year

Direct Indirect Total Direct Indirect Total
2011 Aggregate 0.0034 0.0031 0.0065 0.0030 0.0028 0.0058
2010 Aggregate 0.0033 0.0030 0.0063 0.0030 0.0028 0.0058
2007 Aggregate 0.0036 0.0036 0.0072 0.0034 0.0034 0.0068
2002 Aggregate 0.0048 0.0048 0.0096 0.0046 0.0047 0.0093
1997 Aggregate 0.0051 0.0060 0.0111 0.0047 0.0058 0.0105
1992 Aggregate 0.0064 0.0070 0.0134 0.0061 0.0068 0.0129
Ly Aggregate 0.0078 0.0089 0.0167 0.0072 0.0082 0.0154

Estimates | 5878 : : : ) ) :

Note: The exports include exports of goods only (exports of service not included).
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Executive Summary

his report draws on gravity model analysis

and other sources to forecast the growth of

U.S. and Chinese bilateral trade, and the
global trade positions of the two countries to 2022 -
a decade into the future. Merchandise and services
trade are distinguished, and exports and imports
are separately identified.

Over the period 2000 to 2011, U.S. growth has
averaged around 2%, while Chinese growth has of-
ten exceeded 10%. The U.S. has experienced a per-
sistent global current account deficit, while China
has experienced a persistent surplus. And while the
U.S. has recorded a large global deficit in merchan-
dise trade, it has also recorded a significant global
surplus in services trade. China has experienced the
opposite. Bilateral trade between the U.S. and Chi-
na has followed these patterns. In 2010, the U.S. had
a bilateral merchandise deficit of US$280bn with
China and a bilateral services surplus of US$11bn.
Since 2005, the renminbi (RMB) has appreciated
both in real effective terms and in real bilateral
terms against the U.S. dollar (US$). Over the entire
period, the US$ has generally declined in real ef-
fective terms. (See Figures 1, 2 and 3 which provide
historical data, starting in 2000, on U.S. and Chi-
nese gross domestic product (GDP), global trade,
current account balances, bilateral trade in goods
and services, and real effective and bilateral ex-
change rates.)

Our core analysis draws on gravity model coef-
ficients for bilateral trade - separating merchandise
and services — between the U.S. and China. We cal-
culated coefficients based on bilateral merchandise
data from 2008 to 2011 for all-country trade, U.S.-
only trade and China-only trade. We used a short
time span for the merchandise calculations because

the very rapid growth of Chinese merchandise ex-
ports following the country’s accession to the World
Trade Organization (WTO) in 2001 and the end of
the Multi-Fiber Agreement in 2005 will probably
not be repeated in the decade ahead'. Even so, some
of the findings and forecasts are startling; others are
mundane. A strong finding that nevertheless con-
firms common wisdom is that Chinese merchan-
dise exports to the U.S. dramatically exceed any
norm, no matter what set of coefficients are applied
(see Table A4 in the Appendix to this chapter). As is
well known, China has become the Asian assembly
point for merchandise sold in America. According-
ly, if trade values were stated in value-added terms
rather than sales terms, Chinese exports to the U.S.
would be substantially reduced?. Our analysis, how-
ever, is based on conventional trade data, expressed
in terms of bilateral exports and imports between
countries.

Everyone expects U.S.-China bilateral trade
- as conventionally measured — to grow over the
next decade. However, if China’s GDP expands at
an average 7.5% annually (our medium forecast),
and trade expansion springs from the 2011 base,
the growth is immense, even after we dampen the
projections to take into account economic features
not captured in the standard gravity model. In 2011,
two-way U.S.-China trade in goods and services to-
taled about US$570bn; starting with this base, in

1 We used alonger time span - 2000 to 2010 - to calculate gravity
coeflicients for services trade. Chinese services exports are small
compared to merchandise exports, and a longer time span substantially
enlarges the number of bilateral trade observations.

2 The Organization for Economic Co-operation and Development and
WTO estimate that if measured in value-added terms, China’s bilateral
trade surplus with the U.S. would be 25% lower in 2009: US$131bn in
value-added terms compared to US$171bn in gross sales terms. This is
due both to the high level of foreign content in Chinese exports and the
high level of U.S. value-added in Chinese imports.
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2022, we forecast two-way trade of US$1.6tr (valued
at 2011 prices). In 2011, two-way services trade was
5% of total two-way trade; in 2022, two-way servic-
es trade is forecast to reach 10% of the total.

Our baseline forecasts — while smaller in magni-
tude than those recently made by the International
Monetary Fund (IMF) in its report “World Econom-
ic Outlook” (WEQ) - project alarge Chinese current
account surplus, both globally and bilaterally with
the U.S. in 2022. The baseline forecasts assume prac-
tically no change in the real effective exchange rate
for the RMB, and no unilateral reduction by China

in its tariff barriers. However, if the RMB is allowed
to appreciate significantly over the next three years
- continuing a trend in the real effective rate for the
RMB since 2005 - our baseline forecasts envisage
that China’s present global current account surplus
turns into a deficit, and a sharp shrinkage in China’s
bilateral surplus with the U.S. If China unilaterally
abolishes its tariff barriers on merchandise imports
(now averaging about 8% ad valorem), but did not
allow the RMB to appreciate, the Chinese current
account surplus would be narrowed, but still remain
large - at around 2.5% of China’s GDP in 2022.

Figure 1: U.S. and China Output, Growth and International Trade and Payments, 2000-11

(US$ billions at current prices)

U.s.

International trade

China

International trade

dfni(e’::ic Growth | Goodsand services Scué.rsz: CAB/ df[;zz:ic Growth | Goodsand services Sclzl:;:g: CAB/

output* %) Exports | Imports | palance | OF (%) output* €) Exports | Imports | palance | OPF %)
2000 9,951 4.1 1,073 1,450 -416.3 -4.2 1,198 8.4 280 251 20.5 1.7
2001 10,286 1.1 1,008 1,369 -396.6 -3.9 1,325 8.3 299 271 17.4 1.3
2002 10,642 1.8 981 1,398 -457.2 -4.3 1,454 9.1 365 328 354 2.4
2003 11,142 23 1,024 1,515 -519.1 -4.7 1,641 10.0 485 449 43.1 2.6
2004 11,853 3.5 1,163 1,769 -628.5 -5.3 1,932 10.1 658 607 68.9 3.6
2005 12,623 3.1 1,287 1,996 -745.8 -5.9 2,257 11.3 837 712 132.4 59
2006 13,377 27/ 1,460 2,213 -800.6 -6.0 2,713 12.7 1,062 853 231.8 8.5
2007 14,029 1.9 1,655 2,351 -710.3 -5.1 3,494 14.2 1,342 1,034 353.2 10.1
2008 14,292 -0.3 1,843 2,541 -677.1 -4.7 4,520 9.6 1,582 1288 420.6 83
2009 13,974 -3.1 1,575 1,956 -381.9 -2.7 4,991 9.2 1,333 1,113 243.3 4.9
2010 14,499 2.4 1,838 2,338 -442.0 -3.0 5,930 10.4 1,744 1,521 237.8 4.0
2011 15,076 1.8 2,105 2,665 -465.9 -3.1 7,298 9.2 2,087 1,898 201.7 2.8
2022 20,869° 16,170°

* For the gravity model estimations, we use real GDP at purchasing power parity (PPP) exchange rates. For our purposes here, we present GDP at current prices and market exchange rates.
#2022 GDP figures (at 2011 prices) assume real medium growth projections for China (7.5% annually) and the U.S. (3.0% annually).

Source: International Monetary Fund; World Economic Outlook (October 2012); World Bank, World Development Indicators, December 2012
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Figure 2: U.S. and China: International and Bilateral Trade in Goods and Services, 2000-11
(USS$ billions at current prices)

U.S. trade with World and China China trade with World
Services Goods Services
World China World China World World
Exports | Imports | Exports | Imports | Exports | Imports | Exports | Imports | Exports | Imports | Exports | Imports
787 1,231 22 108 285 218 5.0 3.2 249 215 30 36
734 1,153 26 109 273 216 5.4 3.6 266 232 33 39
701 1,173 27 134 280 226 58 4.1 326 281 40 47
733 1,271 34 163 290 243 5.7 3.8 438 394 47 55
825 1,486 45 211 338 282 7.3 5.6 593 534 65 73
916 1,693 49 260 372 303 8.4 6.2 762 628 74 84
1,043 1,876 59 306 417 337 10.5 9.3 970 752 92 101
1,168 1,984 70 340 487 367 13.0 10.7 1,220 904 122 130
1,312 2,139 82 356 531 402 15.1 9.4 1,435 1,074 147 159
1,074 1,576 78 310 501 380 16.0 8.2 1,204 954 129 159
1,293 1,936 103 383 544 402 212 10.0 1,581 1,327 162 193
1,502 2,237 123 417 604 428 1,904 1,660 183 238

Payment balances on goods and services trade

Services Goods and services

Us. China U.S.-China U.s. China U.S.-China Us. China U.S.-China
2000 -444 34 -85 67 -6 1.8 -377 29 -83
2001 -419 34 -83 57 -6 1.9 -362 28 -81
2002 -472 44 -106 54 -7 1.8 -417 37 -104
2003 -538 44 -129 47 -9 1.9 -491 36 -127
2004 -661 59 -166 55 -8 1.7 -605 51 -164
2005 -778 134 -211 69 -10 2 -709 125 -209
2006 -833 218 -246 80 -9 1.2 -753 209 -245
2007 -816 316 -271 119 -8 2.3 -697 308 -268
2008 -827 361 -275 129 -12 5.7 -698 349 -269
2009 -503 250 -232 121 -29 7.8 -381 220 -224
2010 -642 254 -280 142 -31 11.1 -500 223 -269
2011 -735 244 -294 175 -55 -560 188

Source: Organization for Economic Cooperation and Development; Statistics on International Trade in Services (December 2012); Peterson Institute for International Economics; Gravity
Model Data Set (June 2012); World Bank, World Development Indicators (December 2012)
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Figure 3: U.S. and China International Merchandise Trade, Import Tariffs and Exchange Rates, 2000-11
(US$ billions at 2011 prices)

International trade

Goods and services Goodsimports Average import Real effective Real RMB/US$
tariff (%) exchange Rate exchange rate
Exports Imports World China

1,073 1,450 1,231 108 3.6 107.8 107.3
1,008 1,369 1,153 109 3.5 113.9 105.0
981 1,398 1,173 134 3.5 113.6 102.5
1,024 1,515 1,271 163 34 106.4 101.4
1,163 1,769 1,486 211 3.2 101.4 102.6
1,287 1,996 1,693 260 3.2 100.0 100.0
1,460 2,213 1,876 306 3.1 99.4 95.6
1,655 2,351 1,984 340 2.9 94.7 93.0
1,843 2,541 2,139 356 3.2 91.0 86.9
1,575 1,956 1,576 310 3.0 95.1 85.1
1,838 2,338 1,936 383 2.9 91.4 85.8
2,105 2,665 2,237 417 86.9 83.8

International trade

Goods and services T Average import Real effective Real US$/RMB
tariff (%) exchange Rate exchange rate
Exports Imports World u.s.

280 251 215 22 16.4 108.5 93.4
299 271 232 26 15.4 113.2 95.4
365 328 281 27 110.6 97.6
485 449 394 34 10.7 103.3 98.7
658 607 534 45 9.8 100.5 97.5
837 712 628 49 9.2 100.0 100.0
1,062 853 752 59 8.9 101.6 104.5
1,342 1,034 904 70 8.6 105.6 107.6
1,582 1,233 1,074 82 8.4 115.3 115.5
1,333 1,113 954 78 8.2 119.2 117.9
1,744 1,521 1,327 103 7.7 118.7 117.0
2,087 1,898 1,660 123 121.9 119.9

Sources: International Monetary Fund; Peterson Institute for International Economics; Gravity Model Data Set (June 2012); World Bank, World Development Indicators (December 2012).
Note: Real bilateral exchange rates calculated by the authors.
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The Long-Term Outlook for U.S.-China Trade

Assumptions and Scenarios

Within the gravity model framework, GDP levels
are the dominant driver of bilateral trade flows.
Hence the projected annual growth of real GDP in
the U.S. and China is the most important factor in
forecasting two-way trade in 2022. Our GDP growth
projections are based on three different assump-
tions: low growth (U.S. 2.5%, China 6.5%); medium
growth (U.S. 3.0%, China 7.5%); and high growth
(U.S. 3.5%, China 8.5%). Population levels are an-
other important driver, but population growth is
subject to less uncertainty than GDP growth. We
assume annual population growth rates of 0.9% for
the U.S. and 0.5% for China.

We model two scenarios for the Chinese RMB:
first, that it will stay the same in real terms over the
next decade; second, that the RMB will appreciate
in real terms through 2015 at the same pace experi-
enced since 2005, about 3.4% per year. In the second
scenario, real appreciation could be achieved by an
unspecified combination of nominal appreciation
of the RMB in trade-weighted terms and by faster
inflation in China than in its principal trading part-
ners. Side calculations illustrate the impact of the
RMB value on China’s global current account posi-
tion and its bilateral trade surplus with the U.S.

In terms of trade policy, we consider three al-
ternative scenarios. In the first scenario, there is no
appreciable change in U.S. or Chinese tariff or non-
tariff barriers. In the second scenario, China unilat-
erally eliminates its tariff barriers on merchandise
imports on a most-favored-nation (MFN) basis. In
the third scenario, the U.S. and China move towards
the extent of preferential liberalization envisaged in
a Free Trade Area of Asia and the Pacific (FTAAP)

through mutual accommodation, eliminating both
tariff and non-tariff barriers on goods and services
trade and, in effect, establishing a basic free trade
area (FTA) between the two countries. We use the
adjective ‘basic’ because we do not envisage the ex-
tensive range of investment, intellectual property,
environmental, labor or dispute settlement provi-
sions contemplated in the Trans Pacific Partnership
(TPP). Accordingly, in assessing this scenario, we
start with partial equilibrium analyses of tariff and
non-tariff barrier elimination and then, more ambi-
tiously, examine the consequences if gravity model
FTA coeflicients are assumed for U.S.-China trade
a decade hence.

Gravity Model in Brief

The dominant workhorse for our projections is the
gravity model. For interested readers, DeRosa and
Gilbert (2005) spell out the structure of the grav-
ity model in detail and contrast the gravity model
results with those from a computable general equi-
librium (CGE) model. In this report we skip lightly
over the major features of the gravity model and
its application to U.S.-China trade forecasts. The
models used in this report are broadly similar in
specification to most gravity models, but are dis-
tinguished by important features. They explain
not only bilateral (two-way) and one-way mer-
chandise trade (separating exports and imports),
but also bilateral and one-way services trade based
on flows from 2008 to 2011 for merchandise and
2000 to 2010 for services, selectively using annu-
al data from 170 countries’. The trade data were

3 For the years 2010 and 2011, bilateral trade data may be missing for
some country pairs.
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censored to exclude bilateral or one-way flows un-
der US$10m (at 2011 prices) because we want to
estimate coefficients that best describe significant
trade flows without the influence of thousands
of smaller bilateral flows that are captured in the
database. A two-stage least squares approach was
used to estimate coefficients.

The models used for this report calculate coef-
ficients separately using nine different data sets as
dependent variables:

« Bilateral trade between all countries in the data
base;

+ Exports of merchandise by the U.S. to all its part-
ner countries;

 Imports of merchandise by the U.S. from all its
partner countries;

o Similarly, exports of merchandise by China;

 Imports of merchandise by China;

» Exports of services by the U.S,;

« Imports of services by the U.S,;

« Exports of services by China; and

« Imports of services by China.

As expected, the estimated coeflicients on the ex-
planatory (independent) variables show that great-
er distance between partners reduces trade, while
greater joint GDP of partners expands trade. The
individual influence of other core explanatory vari-
ables is also sensible and generally conforms to the
results of other gravity models. A common lan-
guage or border between countries tends to expand
bilateral commerce; as does being an island econo-
my; sharing a colonial relationship with a trading
partner; or being a beneficiary of the Generalized
System of Preferences (GSP)*. Besides distance, the
principal trade-resistance factor — according to the
gravity model - is being a landlocked country.

The all-country model incorporates indica-

4 Under the U.S. General System of Preferences, advanced countries
extend trade preferences to less developed countries on a non-reciprocal
basis. For program descriptions, see United Nations Conference on
Trade and Development (UNCTAD) (2005).

tor variables for over 500 FTAs, grouped into nine
prominent individual FTAs and groups of FTAs
worldwide, including the North American Free
Trade Agreement (NAFTA) and FTAs undertaken
by the E.U.* The FTA indicators are dichotomous
(0,1) variables, often termed dummy variables.
They take a value of 1 if trade or investment part-
ner countries are FTA members and their mutual
trade agreement is in force; they otherwise take a
value of 0°. However, FTA indicators are not used
for the U.S.-only model or the China-only model
because there was little change in U.S. or Chinese
FTA partners during the period used for estimating
coeflicients (2008-11 for merchandise and 2000-10
for services).

The figures in the Appendix to this chapter pres-
ent the gravity model coefficients estimated from
the different data sets, and then apply these coef-
ficients to forecast trade flows in 2022. Examination
of Figures A3 through A6 reveals that gravity model
coefficients estimated from different data sets yield
substantially different trade forecasts. Accordingly,
for forecasting purposes, we used a three-step ap-
proach. First, we selected the set of coefficients that
yield trade predictions closest to actual values since
2000. Second, we applied ad hoc adjustment factors
to the selected coefficients so as to yield predicted
trade values reasonably close to actual trade val-
ues in recent years (the ad hoc adjustment factors
are presented in Figure A7 in the Appendix to this
chapter). For example, Chinese merchandise ex-
ports to the U.S. are, in the initial instance, forecast
by using the Chinese export coefficients multiplied
by an ad hoc factor of 1.5. Third, for the purpose of
making forecasts to 2022, we modified our adjust-

5 The FTAs and preferential trade agreements are grouped as follows:
European Union (E.U.); European Free Trade Area (EFTA); E.U.
bilateral free trade agreements (E.U. FTAs); North American Free Trade
Agreement (NAFTA); Southern Cone Common Market (Mercosur);
Chile, Mexico, Australia and Singapore (CMAS) FTAs, separately
distinguished because these are truly free trade countries; Association
of Southeast Asian Nations (ASEAN) Free Trade Area (AFTA); South
Asia Free Preferential Trading Arrangement (SAPTA); and all other
customs unions and FTAs.

6 To illustrate, the NAFTA indicator variable for U.S.-Mexico trade
would take a value of 0 until 1994, and a value of 1 in 1994 and later.
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ment factors in a rough attempt to reflect economic
developments not captured in the gravity model.

As mentioned earlier, the period 2001 to 2008
was extraordinarily favorable to Chinese exports
because China joined the WTO in 2001 and slashed
its tariff rates, thereby turning itself into an as-
sembly plant for all of Asia. Moreover, in 2005, the
Multi-Fiber Agreement was terminated, thereby
opening world markets to Chinese exports of ap-
parel and textiles.

External current account balances necessarily
reflect internal savings, investment and government
fiscal balances’. It seems likely that China’s extraor-
dinarily high internal net savings balance - which
translates into an external current account surplus
- will diminish in the decade ahead as the Stand-
ing Committee gives a stronger push on household
consumption and the public safety net, and as the
Chinese population ages. Meanwhile, it seems like-
ly that the U.S. fiscal deficit will shrink and house-
hold savings may rise in the decade ahead.

China’s labor costs are rising rapidly, while
U.S. wage levels are practically flat. Consequently,
Chinese exports are becoming less competitive in
world markets, especially relative to India, Indone-
sia and Vietnam, while U.S. exports are becoming
more competitive, especially relative to Canada,
Europe and Japan. These competitive shifts portend
faster export growth for the U.S. and slower export
growth for China.

The range of goods suitable for ‘made in China’
assembly for the U.S. market may be nearing satu-
ration; instead, Chinese firms might concentrate
on new markets for their existing range of goods in
Latin America, Africa and Asia.

The gravity model projections of bilateral U.S.-
China trade do not directly indicate either coun-

7 'This follows from the basic arithmetic of national accounts in which the
current account balance must equal the national (private plus public)
investment-savings gap: (M-X) = (I+G) - (S+T), where (M-X) is the
current account balance (M represents imports, X represents exports);
Iis investment expenditure (both households and business); G is all
government expenditure; S is private savings (households and business);
and T is all taxes.

try’s current account balance with the world. How-
ever, in recent years, rather stable relationships have
emerged between the bilateral U.S.-China current
account balance and each country’s current ac-
count balance with the world®. We have used these
relationships to generate gravity model projections
of each country’s current account balance with the
world. In turn, as explained in the next section,
those global current account balances are tested
against projections made by the IMF.

Supplementary Sources

The gravity model is not good at forecasting the im-
pact of exchange rate or trade barrier changes. The
fundamental reason is that the gravity model iden-
tifies underlying forces that impact trade flows that
differ in size over several orders of magnitude (e.g.
US$10m to US$100bn). Across this immense range,
exchange rate and trade barrier changes exert only
a modest impact compared to distance, GDP lev-
els and common borders. Yet changes in exchange
rates and trade barriers are of great interest, for they
are directly influenced by government policy and
they clearly affect year-to-year trade performance
and current account positions.

Accordingly, for this report, we have drawn on
supplementary sources to assess the impact of ex-
change rate changes, tariff changes and non-tariff
barrier changes on trade positions of the U.S. and
China in 2022. We have used the IMF’s 2012 WEO
forecasts through 2017 as a benchmark for the trade
balance implications derived from the gravity mod-
el. WEO forecasts are made in the context of con-
stant real exchange rates, and in our baseline sce-
nario we assume that the RMB real exchange rate

8 From recent data on the external accounts of the two countries, we
observe that the U.S.-China current account balance equals about
60% of the overall U.S. current account balance. At the same time,
we find that the U.S.-China current account balance is nearly equal
to the overall China current account balance with the world. These
relationships may be seen, for instance, during 2009 and 2010, when the
U.S.-China bilateral current account balance averaged 60% of the U.S.
global current account balance and 100% of the China global current
account balance (see Figure A8 in the Appendix to this chapter).
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changes very little through 2017. We have extended
the WEO forecasts on a straight-line basis to 2022.
It turns out that the WEO forecasts — so extended
for the U.S. global current account deficit and the
Chinese global current account surplus in 2022, as
well as the bilateral current account balances - are
somewhat larger than those implied by the grav-
ity model using the baseline medium GDP growth
projections (U.S. 3.0% growth; China 7.5% growth).
The WEO suggests a U.S. bilateral current account
deficit with China of US$660bn in 2022; the grav-
ity model suggests a bilateral deficit of US$412bn.
Correspondingly, the U.S. global current deficit
is projected at US$686bn in 2022 (somewhat less
than the WEO forecast of US$734bn), and the Chi-
nese global current account surplus is projected at
US$412bn (markedly smaller than the WEO fore-
cast of US$698bn).

As mentioned, the gravity model forecasts do
not attempt to reflect exchange rate changes, a fea-
ture which puts them on the same footing as the
WEO forecasts. Discussed in more detail later, our
projections for the U.S. current account deficit with
China and the U.S. global current account deficit
with the world are cut very substantially if China
continues to appreciate its real exchange rate by
about 3.4% per year through 2015.

We have drawn on William Cline and John
Williamson (2012) to calculate the impact of con-
tinued real appreciation of the RMB at 3.4% per
year — the pace experienced since 2005. We assume
this pace continues through 2015 and then stops. In
other words, we assume that the RMB appreciates
by 14.3% in real terms over a period of four years,
starting in 2011 (1.034 raised to the power of four).

Our unilateral liberalization scenario for tariffs
on merchandise imports draws on other sources.
The World Bank - relying on trade protection data
compiled by the World Trade Organization and
United Nations Conference on Trade and Develop-
ment (UNCTAD) - reports the average Chinese ad

valorem tariff on imports is 7.7%°. We assume that
the US$ value of Chinese imports of goods increas-
es by 1% for each one percentage point decrease in
the tariff rate. This impact reflects the assumption
that the RMB value of Chinese merchandise im-
ports does not change because the real quantity of
imports rises by 1% for each 1% fall in their price
in RMB terms (i.e. by the percentage of RMB ap-
preciation). However the US$ value of Chinese mer-
chandise imports increases by the percentage rise in
the real quantity of Chinese imports.

Our
non-tariff barriers on services draws on work by
Hufbauer, Schott and Wong (2010). Conservative-
ly, they estimate the tariff equivalent of non-tariff

unilateral liberalization scenario for

barriers on Chinese service imports as 68%. This is
high, but the World Bank (2012) reports a slightly
higher figure. Based on estimates summarized in
Hufbauer et al. (2010), the demand elasticity for im-
ported services is about -1.37. Eliminating service
barriers — in the context of a mutual accommoda-
tion scenario — would challenge China politically as
well as economically, but liberalization would both
deliver huge gains to the Chinese economy and re-
duce China’s bilateral trade surplus with the U.S.
Prices for key services would drop in China - for
example, finance, telecoms, health, education, retail
- while U.S. exports would increase dramatically
(see Figure 4).

Forecasts for 2022

We start by summarizing what the alternative
growth projections imply for U.S. and Chinese GDP
measured at 2011 prices. For our trade forecasts, we
focus on the medium growth projections: U.S. GDP
rises at 3.0% annually and China GDP rises at 7.5%
annually. The trade forecasts are examined in four
scenarios:

9 World Bank, World Development Indicators, World Databank, http://
databank.worldbank.org/data/home.aspx, as of December 2012.
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Figure 4: Impact on U.S.-China Services Trade From Eliminating Tariff Equivalents of Services Barriers

U.S. exports to China

Equivalent

Tariff

Price
Elasticity

Barriers*

2022 projections of U.S.-
China trade in services with
no liberalization ($ bill)*

Low

Medium

High

Trade gains from eliminating
tariff equivalents of services
barriers ($ bill)

Low Medium

2022 projections of U.S.-
China trade with complete

liberalization ($ bill)

High

Low

Medium

High

China exports to U.S.

* TEBs come from Hufbauer, Schott and Wong 2010. The World Bank (2012) estimates TEBs of 3.8 percent for the U.S. and 76.2 percent for China. For our purposes we use the more
conservative estimates from Hufbauer, Schott and Wong 2010.
# Low projections for U.S. service exports to China correspond to China GDP growth of 6.0 percent per annum; medium projections correspond to 7.0 percent per annums; high projections
correspond to 8.0 percent per annum. Low projections for Chinese service exports to the United States correspond to U.S. GDP growth of 2.0 percent per annum; medium projections

correspond to 2.5 percent per annum; high projections correspond to 3.0 percent per annum. See table 7.

Sources: The World Bank, 2012, http://iresearch.worldbank.org/servicetrade/; Hufbauer, Schott and Wong 2010.

Figure 5: U.S.-China Trade and Payments, 2005-11 and Projections to 2022
(US$ billions at 2011 prices)

Year and scenario
2005
2006
2007
2008
2009
2010
2011
2022

1. No RMB real
appreciation

IMF WEO (October 2012)

Current

U.S.

Trade with China

Current

China

Trade with U.S.

SEELEL Goods and Goods Service G Goods and Goods Service

Balance services balance | exports | exports Balance services balance | exports | exports
-209 49 8.4 209 260 6.2
-801 -245 59 10.5 232 245 306 9.3
-710 -268 70 13.0 353 268 340 10.7
-677 -269 82 15.1 421 269 356 9.4
-382 -224 78 16.0 243 224 310 8.2
-442 -269 103 217 238 269 383 10.0

123

417

Gravity model-based projections

1. No RMB real
appreciation

2. RMB appreciation to
2015

3. China trade
liberalization

4. U.S.-China basic FTA

-734 -660 698 698

-686 -412 508 104 412 412 964 60
-455 -181 580 119 -295 181 828 51
-650 -375 545 104 375 375 964 60
-442 -167 545 342 167 167 992 63

Source: Organization for Economic Cooperation and Development; Statistics on International Trade in Services (December 2012); Peterson Institute for International Economics; Gravity
Model Data Set (June 2012); World Bank, World Development Indicators (December 2012)

Scenario 1: Business as usual

The first scenario is ‘business as usual’, which uses

projections straight from the gravity model coeffi-

cients with adjustments, as explained in the Notes

to Figure 4 and in the Appendix to this chapter in
Table A7. In this scenario, there is no change in
the RMB real exchange rate and no liberalization
of Chinese or U.S. tariff or non-tariff barriers. The
U.S. current account deficit in 2022 (at 2011 prices)

is forecast at US$686bn, and the bilateral goods and
services trade deficit with China at US$412bn, re-
spectively 3.3% and 2% of U.S. GDP in 2022, some-
what higher than in 2011. In broad terms, global
current account balances for the two countries - as

projected by the gravity model with adjustments —

are substantially less than the balances projected by
the IMF in its WEO (see Figure 5). Moreover, there
is a change in the composition of U.S. exports to
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China in 2022: services exports are projected by the
gravity model at US$104bn, about 20% of U.S. ex-
ports of goods, projected at US$508bn, as compared
to just 17% of U.S. exports of goods in 2011.

Apart from the rapid growth of U.S. service
exports, the standout feature of this and other sce-
narios is the huge amount of Chinese merchan-
dise exports to the U.S., between US$800bn and
US$1,000bn in 2022. This represents more than a
doubling of China’s outsized role as ‘factory Asia’
for the U.S. market - even after taking into account
the adjustment factors mentioned earlier. To be
sure, the U.S. bilateral trade deficit with new ‘fac-
tory Asia’ powers might well rise as they crowd into
China’s traditional export markets. Accordingly, it
would be a mistake to equate a smaller U.S.-China
bilateral trade deficit (smaller than the WEO fore-
cast) with an equivalent shrinkage of the U.S. global
current account deficit. In fact, while our baseline
forecast shows a U.S. bilateral trade deficit (goods
and services), almost US$250bn smaller than the
WEO forecast for 2022, the U.S. global current ac-
count deficit only shrinks by US$50bn.

Scenario 2: RMB real appreciation

In the second scenario, we consider the consequenc-
es of continued RMB appreciation through 2015, to
a point where China incurs a global current account
deficit in 2022, calculated at US$295bn (about 1.8%
of China’s GDP valued at the market exchange rate).
The pace of real appreciation is the same as allowed
by the Chinese authorities since 2005, about 3.4%
annually.

RMB appreciation exerts a strong impact on
China’s global current account balance, if one ac-
cepts (as we do) the Cline and Williamson (2012)
coefficient’®. According to their calculations, each
1% appreciation in the real effective exchange rate
of the RMB diminishes China’s current account

10 Note the skeptical view as to the impact of exchange rate changes on
trade flows, expressed by Edward P. Lazear in his op-ed, “Chinese
‘Currency Manipulation’ is Not the Problem”, Wall Street Journal, 8
January 2012, p. A17.

surplus (measured at market exchange rates) by
0.31% of China’s GDP.

According to our forecasts, even significant
RMB appreciation leaves a U.S. current account
deficit, both globally and bilaterally. However,
among the scenarios we have modeled, the U.S. ex-
ternal deficits are smallest in the RMB appreciation
scenario. Globally, the U.S. current account deficit
shrinks from our baseline scenario projection of
US$686bn to US$455bn in 2022, some 2.2% of U.S.
GDP, and bilaterally the trade deficit shrinks from
our baseline scenario projection of US$412bn to
US$181bn, about 0.9% of U.S. GDP. As emphasized
in the discussion in Scenario 1, if China sheds part
of its role as ‘factory Asia’, that would shrink the
U.S. bilateral trade deficit, but the U.S. global cur-
rent account deficit would not shrink as much.

Scenario 3: Unilateral China tariff elimination
Both the U.S. and China maintain non-tariff barri-
ers on merchandise imports. Scenario 3, however,
assumes that China unilaterally eliminates just its
merchandise tariffs over the next decade and does
not reduce its barriers to service imports. China’s
current average ad valorem tariff is 7.7%. Like other
analysts, we assume that a one percentage point re-
duction in the average Chinese tariff increases mer-
chandise imports by 1% in volume terms; hence to-
tal elimination increases Chinese imports by almost
8%. This ‘unitary coefficient’, while widely assumed,
may be too conservative. As the calculations in Fig-
ure 4 indicate, improvements in the U.S. current ac-
count deficit and bilateral trade deficit seem fairly
modest by comparison with the baseline forecasts,
under US$35bn in each case. Correspondingly, the
calculated impact on China’s current account sur-
plus and bilateral trade surplus are also modest.
Again, as emphasized in Scenario 1, China’s ‘fac-
tory Asia’ role makes a huge difference in the out-
come. If ‘factory Asia’ migrates to other locations,
China’s external surpluses will decline. However,
unilateral tariff elimination would, if anything,
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work to China’s advantage in retaining assembly
plants, because exporting firms could more easily
access the inputs they need from global sources.
Viewed from a political standpoint, unilateral
tariff elimination would be a dramatic step, widely
applauded by all China’s trade partners. The trade
impact would possibly be twice as large as we have
calculated. In any event, the ratio between econom-
ic cost — viewed through a mercantilist lens — and
political payoft appears quite favorable for China.

Scenario 4: Mutual accommodation
Our fourth and final scenario is more speculative
than the others. We label the scenario a ‘basic FTA’
or ‘mutual accommodation” both China and the
U.S. eliminate - on a preferential basis - tariffs on
merchandise and non-tariff barriers on services.
The service barriers are critical to this scenario; in
political terms, however, elimination might be very
difficult for China. Service exports are America’s
comparative advantage, and China’s service barri-
ers, expressed in tariff equivalent terms, are very
high - almost 70%. Our calculations on the possible
enlargement of U.S.-China trade suggest that the
U.S. global current account deficit might drop to
US$442bn in 2022 in this scenario, and the bilateral
trade deficit could decline to US$167bn. In terms
of shrinking U.S. external deficits, Scenario 4 is as
powerful as Scenario 2, which envisages RMB ap-
preciation. However, and we emphasize this point
again, Scenario 4 critically depends on dramatic
liberalization of China’s barriers to U.S. service ex-
ports. Moreover, in Scenario 4, U.S. service exports
to China are three times as large as in baseline Sce-
nario 1 - US$342bn annually versus US$104bn.
While we think it is a stretch to project a trade
agreement between the U.S. and China with the
depth and coverage of the U.S.-Korea FTA, an agree-
ment that eliminated barriers to merchandise and
services trade on a preferential basis does not seem
impossible. Accommodation might be achieved
within the framework of an FTAAP by bringing

together members of the Trans Pacific Partnership
(TPP) with Asian countries linked to China through
the ASEAN Free Trade Agreement (AFTA) and oth-
er arrangements. We picture the ‘accommodation
scenario’ through partial equilibrium calculations of
bilateral trade created by eliminating tariff barriers
on merchandise and non-tariff barriers on services.

Perhaps these calculations are too conservative.
Therefore, we also consider the expansion of bilat-
eral trade if accommodation between the U.S. and
China reached the same level of ambition as a num-
ber of recent FTAs. In fact, our gravity model esti-
mates for several prominent bilateral and regional
trading agreements (see Figures Al (merchandise
trade) and A2 (trade in services) in the Appendix to
this chapter) imply much larger trade impacts than
we find using the simple partial equilibrium calcu-
lations. Based on the array of coefficient estimates
that we find for the several FTAs represented in the
gravity model, a conservative coefficient estimate
for a basic U.S.-China FTA would be 0.25 for trade
in both merchandise and services between the two
countries. Such an estimate implies that bilateral
trade between the U.S. and China should be expect-
ed to expand by 28% (explained in the first section
of text in the Appendix to this chapter). This mag-
nitude is much greater than the modest trade gains
found by our main side calculations for goods trade
between the two countries and for China’s service
exports to the U.S. (less than 10%).

But it must be emphasized that the magnitude of
trade expansion implied by our gravity model coeffi-
cients for the experience of past FTAs falls consider-
ably short of the huge gain in U.S. service exports to
China projected by our side calculations. The reason
is straightforward: even the most ambitious FTAs
implemented so far fall far short of eliminating bar-
riers to services trade. Hence the gravity model coef-
ficients in figure A2 in the Appendix to this chapter
reflect much less liberalization than we contemplate
in a U.S.-China accommodation scenario.
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Figure 6: Trade Expansion and Growth Rate Scenarios U.S.-China Merchandise and Service Exports, 2000-22

U.S. merchandise

U.S. service exports

China

China merchandise China service exports

exports to China

to China*

exports to the U.S. to the U.S.*

End to End to End to End to
beginning Compoun- beginning Compoun- beginning Comgatis beginning eEoly
i~ ded growth i qu— ded growth i qu—— ded growth . p— ded growth
Year and scenario . rate (%) . P rate (%) . P rate (%) . P rate (%)
expansion sion sion sion
Actual trade, 2000-11 4.4 14.5 3.5 13.2 3.1 10.9 2.6 9.9
Predicted trade, 2011-22
1. No RMB real appreciation’ 4.1 13.8 4.8 14.0 2.3 7.9 5.8 15.8
2. RMB appreciation to 2015 4.7 15.1 5.5 15.3 2.0 6.4 5.0 14.4
3. China trade liberalization 4.4 14.5 4.8 14.0 2.3 7.9 5.8 15.8
4. U.S.-China basic FTA 4.4 14.5 159 259 2.4 8.2 6.1 16.3

*Trade expansion and growth rate calculations for bilateral service exports based on the time periods 2000-10 for actual trade and 2010-22 for predicted trade.

#2022 projection assumes medium-growth scenario for the U.S. and China.

Alternative GDP
Growth Projections

We conducted some sensitivity analysis under al-
ternative growth projections for the U.S. and China
(the results are shown in Figures A3 through A6 in
the Appendix to this chapter). In addition to the
medium-to-medium (M-M) growth rate assump-
tion used in our baseline trade projections for 2022,
trade forecasts were also calculated for low-to-low
(L-L) and high-to-high (H-H) growth scenarios for
the decade ending 2022, and also a low-to-high (L-
H) scenario in which the U.S. grows at 2.5% and
China grows at 8.5%.

As might be expected, trade forecasts for mer-
chandise and service exports by China and the U.S.
increase incrementally as growth projections are re-
vised upwards. Yet the alternative growth scenarios
collectively confirm the core findings of our base-
line Scenario 1: a sustained U.S. current account
deficit, both globally and bilaterally with China in
2022, and conversely sustained Chinese current
account surpluses, both globally and bilaterally.
Within a fairly wide range, varying the growth as-
sumptions does not alter the tenor of our findings.

Figure 7: Growth Scenario Assumptions, 2012-22
(% per annum)

Real GDP Population

Growth scenario U.S. China U.S. China

Low

Medium

High

Low U.S./High China

Trade Expansion and
Export Growth Rate Scenarios

The forecasts in the four main scenarios confirm an
expected expansion of U.S.-China bilateral trade.
The detailed breakdown of growth rates of U.S.-Chi-
na merchandise and service exports highlights the
patterns and drivers of projected trade expansion.
Figure 6 shows the trade expansion and growth rate
scenarios for U.S.-China exports for actual trade
from 2000 to 2011 and projected trade from 2011 to
2022. Two observations are particularly illustrative.
Overall, across the four scenarios, projected Chi-
nese merchandise exports to the U.S. will grow at a
slower pace than in the past decade, while project-
ed U.S. merchandise exports to China will main-
tain the pace of past growth. However, projected
U.S. and China services export growth rates in the
decade ahead outpace growth rates in the decade
past: in nearly all scenarios, services trade expan-
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sion from 2010 to 2022 more than doubles the ex-
tent of services trade expansion from 2000 to 2010.
Projected U.S. service exports to China in the first
three scenarios show an average compound growth
rate in the decade ahead that is only 1% to 2% faster
than the 13% growth rate experienced in the de-
cade past. However, annual growth of U.S. service
exports to China is particularly rapid in Scenario
4, the ‘mutual accommodation’ scenario, exceed-
ing 25% annually. Across the scenarios, projected
Chinese service exports to the U.S. will grow at an
average compound rate of around 16%, compared
to 10% in the last decade.

Restrictions on
High-Tech Exports

Chinese trade specialists commonly assert that U.S.
export restrictions are an important factor limiting
U.S. merchandise exports to China. On the face of
it, this assertion has merit. The U.S. export control
apparatus historically divided trading partners into
four tiers: Tier 1 - ‘highly trusted’, illustrated by
NATO allies and Japan; Tier 2 - ‘trusted’, illustrated
by Estonia and Romania; Tier 3 - ‘risky’, illustrated
by China, India and Russia; and Tier 4 - ‘threat’,
illustrated by Cuba, Iran and North Korea. In 2001,
Tiers 1 and 2 were consolidated for export control
purposes, but China remains in the Tier 3 category
of ‘risky’ or ‘moderate threat” countries, a designa-
tion which entails more restrictive export controls.
From this cursory survey, it appears plausible that
the U.S. is losing high-tech exports to China and
other Tier 3 destinations.

In their Working Paper, Asha Sundaram and
J. David Richardson (forthcoming 2013) have de-
ployed a gravity model to estimate U.S. high-tech
export shortfalls compared both with other ad-
vanced countries (France, Germany, Japan and the
U.K.) and emerging export powers (Brazil, China,
India, Israel and Mexico). For their analysis, Sunda-
ram and Richardson focused on seven three-digit

harmonized tarift system (HTS) categories, illus-
trated by chemical products (352), electrical ma-
chinery (383) and scientific equipment (385).

Surprisingly, for 2004 the authors found that the
U.S. enjoyed ‘over-exports’ to Tier 3 countries, in
the aggregate amount of US$25bn for all seven HTS
categories. In particular, U.S. high-tech exports to
China in 2004 were US$10bn higher than the gravity
model norm. There was no high-tech export short-
fall. Instead, the U.S. did well, both compared to
its advanced rivals and to emerging export powers.
What explains these surprising results?

Sundaram and Richardson believe that U.S. ex-
port success — despite the apparatus of U.S. controls
- can be explained by two factors. First, while the
control system has a Byzantine character, it has been
liberalized considerably since the Cold War years,
and further liberalization is underway. For example,
in December 2012, Congress enacted legislation that
could liberalize satellite exports through a presiden-
tial waiver of the statutory prohibition". Second,
U.S.-based multinational corporations (MNCs) are
extremely energetic in developing new high-tech
products and marketing them at home and abroad.
Exports of most high-tech products are not, in fact,
restricted and U.S. MNCs are often a step or two
ahead of their European and Japanese rivals.

Based on the findings presented by Sundaram
and Richardson, we conclude that U.S. controls are
a minor factor in limiting U.S. exports to China.
Very probably, their aggregate impact is close to
zero; at most the export shortfall induced by con-
trols does not exceed US$5bn annually. In the con-
text of mutual accommodation, further relaxation
of U.S. export controls would make a great deal of
sense, but it should not be expected to yield a big
jump in U.S. exports.

11 See Jon Ostrower, “Satellite-Export Rule to Ease”, Wall Street Journal,
21 December 2012, p. B4. Unfortunately, the new presidential waiver
authority does not extend to China. The original prohibition was
enacted in 1996, following the crash of a Chinese rocket carrying a
satellite built by Loral Space Communications (Loral was acquired by
Boeing in 2000). Search of the wreckage uncovered a secret encoded
circuit board, which in turn prompted a wave of accusations.
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Conclusions from the Scenarios

The trade forecasts of the four scenarios collective-
ly imply sustained current account deficits for the
U.S., both bilaterally and globally, and reciprocally,
current account surpluses for China. The U.S. bilat-
eral deficit is projected at US$400bn in 2022, while
the global deficit could reach US$700bn. A major
contraction of the U.S. external deficit appears to
require significant structural changes by compari-
son with the coefficients estimated from our gravity
equations for the period 2000 to 2011 (see Figures
Al and A2 in the Appendix to this chapter).

What structural changes might change the pic-
ture? One possibility is more RMB appreciation, as
contemplated in Scenario 2. Another possibility is
faster and more drastic liberalization, especially of
services, as contemplated in our Scenarios 3 and 4.

Still another possibility — outside the scope of this
study but very likely - is a dramatic shift of the U.S.
position as net energy importer in 2011 (energy deficit
of US$331bn) to zero net energy imports, or even net
energy exports in the mid-2020s'. This could be the
big payoff from the revolution in shale gas and oil, now
underway across the U.S. A simple calculation trans-
lates this change in U.S. energy outlook into potential
shrinkage of the U.S. global current account deficit.
Assuming the U.S. eliminates its ‘energy deficit’ by
2022, and assuming no other changes, our calcula-
tions for the U.S. global current account deficit follow:
baseline Scenario 1 (business-as-usual) drops from
US$686bn to US$355bn; Scenario 2 (RMB apprecia-
tion) drops from US$455bn to US$124bn; Scenario
3 (unilateral liberalization) drops from US$650bn to
US$319bn; and baseline Scenario 4 (mutual accom-
modation) drops from US$442bn to US$111bn. While
eliminating the U.S. energy deficit does not eliminate
the U.S. global current account deficit in our models,
it would shrink the deficit dramatically.

12 The U.S. Energy Information Administration (EIA) provides the most
recent projections in its “Annual Energy Outlook 2013”, finding U.S.
production of natural gas will likely outpace domestic consumption by
2020 and spur net exports. Much the same could happen with oil.

The foregoing discussion emphasizes trade defi-
cits and surpluses because of their salience in politi-
cal relations between the U.S. and China. However,
no one should lose sight of the tremendous gains
in GDP and living standards that result from an
expansion in trade, whether or not it is ‘balanced’
on a bilateral basis. According to our baseline (Sce-
nario 1) estimates, in 2022, two-way trade in goods
and services between China and the U.S. will reach
US$1.6tr, up from US$0.6tr in 2011. Research sum-
marized elsewhere indicates that, through multiple
channels, national GDP increases by at least US$4
for every US$10 increase in two-way trade". An ex-
pansion of bilateral trade by US$1.0tr over 10 years
could deliver GDP gains of US$400bn each to the
U.S. and China in 2022, compared to the GDP lev-
els that would otherwise be reached. Gains of this
magnitude amount to 2.0% to 2.5% of projected
U.S. and Chinese GDP levels ten years from now — a
huge payoft by any standards.

Appendix

Technical Background

This appendix summarizes the technical apparatus
used to estimate the gravity model coeflicients, and
additional sources we used to supplement the grav-
ity model in order to evaluate three other scenarios:
RMB appreciation, unilateral tariff liberalization
and mutual accommodation.

Gravity Model Coefficients

Our analysis starts with Figures Al and A2 which
show, respectively, the regression coeflicients esti-
mated (using the two-stage least squares approach)
for merchandise trade and services trade. The alter-
native dependent variables, shown at the top of col-
umns, are logarithmic values - all-country exports,
U.S. exports to all partner countries, U.S. imports

13 See Figuring Out the Doha Round: Policy Analyses in International
Economics 91, Gary Clyde Hufbauer, Jeffrey J. Schott and Woan Foong
Wong, Peterson Institute for International Economics, 2010.
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from all partner countries, China exports to all
partner countries and China imports from all part-
ner countries. To avoid giving excessive weight to
small trade values when estimating regression coef-
ficients, trade values less than US$10m were exclud-
ed from the data set. The data set comprises trade
and other values for the period 2000 to 2010/11,
depending upon the availability of the most recent
observations on bilateral trade and national explan-
atory variables. All monetary values are expressed
in US$ in real terms: GDP levels are evaluated on
a purchasing power parity basis at 2005 prices and
exchange rates, while bilateral trade values are de-
flated by the U.S. consumer price index and, for
these projections, are presented at 2011 prices.
Independent variables are shown in the rows in
Figures Al and A2. The basic structure of the regres-
sion equation combines logarithmic and semi-loga-
rithmic independent terms. Continuous variables,
such as distance and joint per capita GDP, are ex-
pressed in logarithmic terms. On-off variables, such
as the existence of a common colonizer between two
partner countries or the presence of an FTA between
the partners, are expressed as two dummy variables
- 0 for off, 1 for on. The character of landlocked or
island partner countries are expressed as three dum-
my variables — 0 for none, 1 for one, 2 for both.
When the independent variable is continuous
and therefore expressed in logarithmic terms, the
coeflicient can be interpreted as an elasticity value.
For example, a coefficient of 0.086 on joint per capi-
ta GDP means that, if the product of per capita GDP
increases by 10%, trade between the partners — or
exports from one partner to the other - increases
by 0.86%. When the independent variable is on-off,
a small transformation is needed to derive the im-
pact. For example, the coefficient of 0.277 for E.U.
member country merchandise exports to other E.U.
members implies that the existence of the E.U. in-
creases member country exports to one another
by 32% in exports, calculated as [100*{exp(0.277) -
1.00} = 32%]. In this expression, exp (0.277) means

the natural number e raised to the power of 0.277.

The all-country export coefficients for mer-
chandise are based on nearly 23,000 observations,
and for services on 25,000 observations. However,
the export and import coefficients for the U.S. and
China with their respective partners are necessarily
based on much smaller data sets, around 400 obser-
vations for merchandise and 200-to-400 observa-
tions for services trade.

Alternative Export and Import Projections
Figures A3 through A6 present alternative gravity
model projections to 2022, assuming the alterna-
tive growth projections (low, medium and high -
see note 2 in Figure 6) and different coefficient sets
(all-country, U.S. and China). Readers will quickly
see that different coefficient sets generate very dif-
ferent trade projections for 2022. We chose the co-
efficient set that most closely mirrors actual trade
in recent years (2000-11), and then we applied ad
hoc adjustment factors to more closely reflect actual
trade flows. The adjustment factors are spelled out
in the notes to Figure 4 and in Figure A7 in the Ap-
pendix. From this work we generated the baseline
U.S.-China trade projections that appear in figure
4 (Scenario 1) for merchandise trade and services
trade. Table A7 shows the actual to predicted ratios
of bilateral U.S.-China merchandise and services
trade to illustrate how the adjusted coefficients ap-
proximate actual trade flows from 2000 to 2011.

Comparison with WEO Projections

Figure A8 explains the International Monetary Fund
(IMF) World Economic Outlook (WEQ) past data and
projections for the U.S. and Chinese current account
balances and bilateral trade deficits and surpluses, and
provides a side-by-side comparison with our gravity
model past data and projections. The WEO projec-
tions only extend to 2017; accordingly we extrapolated
the WEQ figures to the gravity model end date, 2022.
The WEO projections do not indicate bilateral mer-
chandise and service trade flows; however, the WEO
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projections for current account and bilateral balances
are in the same ball park as the gravity model projec-
tions. The WEO projections assume near-constant
real effective exchange rates while the baseline gravity
model projections do not have an exchange rate term
(nor do they have terms for tariff and non-tarift bar-
riers). Accordingly the baseline gravity model projec-
tions should be viewed as assuming no change in the
RMB exchange rate, or in Chinese or U.S. trade policy.

Calculations of Alternative Scenarios
Alternative gravity model scenarios reflect assumed
RMB appreciation and two versions of trade liberal-
ization. These scenarios require supplementary calcu-
lations, because the gravity model is not suited to iden-
tify the impact either of exchange rate changes or the
reduction of trade barriers. Figures A9, A10 and All
show the calculations used to generate, respectively,
Scenario 2 (RMB appreciation), Scenario 3 (unilateral
Chinese tariff elimination) and Scenario 4 (mutual
trade accommodation between the U.S. and China).
The Scenario 2 calculations rely on the RMB ex-
change rate impact parameter estimated by William
Cline and John Williamson (2012). The Scenario 3
calculation adopts a conventional unitary response
coefficient for Chinese tariff rate reduction (one
percentage point ad valorem tariff reduction in-
creases imports by 1%). The Scenario 4 calculations
assume preferential liberalization between the U.S.
and China. They adopt the same tariff rate assump-
tion as Scenario 3, but separately add the impact of
service trade liberalization, drawing on Hufbauer,
Schott and Wong (2010). Because Chinese service
trade barriers are high, liberalization would sharply
increase U.S. service exports to China, and this is
the big feature of Scenario 4.
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Figure Al: Two-Stage Least Squares Gravity Model Estimates for Aggregate Merchandise Trade (SITC 0-9),
Specifying Major Customs Unions and Free Trade Agreements, and Dropping Bilateral Trade less than $10 Million
in 2011 U.S. dollars, 2008-2011

Log distance

Log product real GDP (PPP)

Log product real GDP (PPP) p/c

Common language

Land border

Number landlocked

Number islands

Log product land area

Common colonizer

Ever colony

European Free Trade Area

All-country exports U.S. exports U.S. imports China exports China imports
Estimate -0.724%%* -1.515%%* -0.859*** -0.232 -0.510
(s.e.) (0.024) (0.161) (0.292) (0.153) (0.336)
(t-statistic) (-30.433) (-9.412) (-2.941) (-1.518) (-1.517)
Estimate 0.959** 1.017*** 1.103*** 0.857*** 0.585%**
(s.e.) (0.031) (0.091) (0.165) (0.102) (0.126)
(t-statistic) (30.723) (11.199) (6.672) (8.432) (4.642)
Estimate 0.074** 0.321** 0.302 0.167* 0.632%**
(s.e.) (0.029) (0.132) (0.220) (0.098) (0.185)
(t-statistic) (2.531) (2.427) (1.371) (1.694) (3.410)
Estimate 0.435* 0.529*** 0.429 2.6757** 3.855%**
(s.e.) (0.040) (0.139) (0.274) (0.553) (0.776)
(t-statistic) (10.831) (3.797) (1.565) (4.837) (4.969)
Estimate 0.760*** -0.389 0.569 0.162 -0.080
(s.e) (0.070) (0.365) (0.563) (0.314) (0.481)
(t-statistic) (10.914) (-1.067) (1.011) (0.517) (-0.167)
Estimate -0.150%%* -0.268* -0.375 -0.246 -0.281
(s.e.) (0.028) (0.160) (0.345) (0.163) (0.290)
(t-statistic) (-5.269) (-1.677) (-1.085) (-1.504) (-0.966)
Estimate 0.211* 0.453** 0.053 -0.038 0.129
(s.e.) (0.038) (0.202) (0.327) (0.147) (0.531)
(t-statistic) (5.532) (2.244) (0.161) (-0.258) (0.242)
Estimate -0.118*** -0.017 -0.016 0.083 0.527¢
(s.e) (0.016) (0.061) (0.097) (0.062) (0.112)
(t-statistic) (-7.286) (-0.279) (-0.168) (1.350) 4.717)
Estimate 0.746*** -3.594%¢ -2.580%**
(s.e.) (0.073) (0.694) (0.770)
(t-statistic) (10.282) (-5.178) (-3.352)
Estimate 0.406*** -0.091 -0.126 1.082** 1.264*
(s.e) (0.083) (0.286) (0.464) (0.517) (0.650)
(t-statistic) (4.895) (-0.319) (-0.273) (2.093) (1.945)
Estimate -0.059** 0.498%** 0.582* 0.353*% 0.397
(s.e.) (0.028) (0.171) (0.318) (0.162) (0.391)
(t-statistic) (-2.065) (2.917) (1.833) (2.184) (1.015)
Estimate 0.277***
(s.e.) (0.050)
(t-statistic) (5.571)
Estimate 0.579%**
(s.e.) (0.110)
(t-statistic) (5.269)
Estimate -0.031
(s.e.) (0.053)
(t-statistic) (-0.586)
Estimate 1.101%%*
(s.e.) (0.224)
(t-statistic) (4.914)
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Estimate 0.629**
Mercosur (s.e.) (0.254)

(t-statistic) (2.474)

Estimate 0.652*
CMAS FTAs (s.e.) (0.131)

(t-statistic) (4.977)

Estimate 0.981*

(s.e.) (0.174)

(t-statistic) (5.646)

Estimate -1.043%*

(s.e.) (0.354)

(t-statistic) (-2.947)

Estimate 0.665**
Other FTAs (s.e.) (0.068)

(t-statistic) (9.792)

Estimate -24.889*** -29.431%* -39.256*** -29.967%* -34.560**
Constant (s.e.) (0.781) (2.473) (4.102) (3.807) (5.248)

(t-statistic) (-31.872) (-11.903) (-9.571) (-7.872) (-6.585)
Observations 22,654 439 394 441 375
R-squared 0.642 0.903 0.740 0.922 0.720
Adjusted R-squared 0.642 0.901 0.733 0.920 0.712
RMSE 1.183 0.713 1.240 0.625 1.328
F-statistic
Number of clusters 8472 150 136 151 131

Note 1: Two-stage least squares with robust standard errors determined by clustering ordered country pairs. Dependent variable is log real bilateral trade, Tij (country i exports to
importing country j). Instruments for the (assumed) endogenous purchasing power parity GDP variables are the contemporaneous product of population levels in partner countries,
one-year lagged value of the product of purchasing power parity GDP levels in partner countries, and one-year lagged value of the product of GDP per capita levels in partner
countries. *,**,** denote statistical significance at the 10, 5, and 1 percentage levels.

Note 2: Trade agreements represented by indicator variables are: European Union (E.U.); European Free Trade Area (EFTA); EU bilateral free trade agreements (EU FTAs); North
American Free Trade Area (NAFTA); Southern Common Market (Mercosur); Chile, Mexico, Australia, and Singapore bilateral free trade agreements (CMAS FTAs); ASEAN Free
Trade Area (AFTA); SAARC Preferential Trading Arrangement (SAPTA); and all other customs unions and free trade agreements (Other FTAs).

Note 3: No coefficient estimate is reported when there is insufficient variation in the explanatory variable. Trade agreement variables are dropped from the U.S. and China. regressions.
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Figure A2: Two-Stage Least Squares Gravity Model Estimates for Aggregate Trade in Services (All Categories),
Specifying Major Customs Unions and Free Trade Agreements and Dropping Bilateral Trade less than US$10m in

2011 US$, 2000-2010

All-country exports U.S. exports U.S. imports China exports China imports
Estimate -0.543%¢ -2.039%** -0.505 -1.4670* -1.242
Log distance (s.e.) (0.031) (0.671) (0.556) (0.414) (0.793)
(t-statistic) (-17.419) (-3.037) (-0.909) (-3.547) (-1.567)
Estimate 0.891** 1051 0.945%* 1.062*** 1.209***
Log product real GDP (PPP) (s.e.) (0.032) (0.092) (0.100) (0.163) (0.308)
(t-statistic) (28.228) (11.478) (9.433) (6.520) (3.924)
Estimate 0.381** 0.655*** 0.732%** 0.798*** 1.121%*
Log product real GDP (PPP) p/c HCX:B] (0.036) (0.226) (0.201) (0.288) (0.436)
(t-statistic) (10.640) (2.902) (3.639) (2.768) (2.572)
Estimate 0.804* 1.319%** 0.691** 2.301** 2.365*
Common language (s.e.) (0.064) (0.397) (0.297) (0.824) (1.342)
(t-statistic) (12.651) (3.328) (2.327) (2.792) (1.762)
Estimate 0.563*** -2.011%* 0.279 -0.554 0.167
Land border (s.e)) (0.092) (0.982) (0.863) (0.642) (1.195)
(t-statistic) (6.146) (-2.047) (0.323) (-0.863) (0.139)
Estimate 0.006 -0.132 -0.433 -0.236 0.206
Number landlocked (s.e.) (0.043) (0.401) (0.352) (0.322) (0.527)
(t-statistic) (0.140) (-0.329) (-1.232) (-0.734) (0.391)
Estimate 0.221** 0.569** -0.064 -0.102 0.184
Number islands (s.e.) (0.060) (0.231) (0.271) (0.566) (1.027)
(t-statistic) (3.667) (2.464) (-0.236) (-0.181) (0.179)
Estimate -0.165*** -0.079 -0.085 -0.062 -0.170
Log product land area (s.e.) (0.017) (0.060) (0.056) (0.129) (0.208)
(t-statistic) (-9.427) (-1.331) (-1.512) (-0.484) (-0.820)
Estimate 1.114*%*
Common colonizer (s.e.) (0.206)
(t-statistic) (5.410)
Estimate 0.814*** -1.263** 0.124
Ever colony (s.e.) (0.094) (0.512) (0.340)
(t-statistic) (8.649) (-2.466) (0.364)
Estimate 0.238%%* 0.049 -0.254 0.367 0.944**
(s.e.) (0.046) (0.312) (0.163) (0.278) (0.415)
(t-statistic) (5.117) (0.155) (-1.557) (1.322) (2.275)
Estimate 0.231*
(s.e.) (0.059)
(t-statistic) (3.911)
Estimate 0.606***
European Free Trade Area (s.e.) (0.128)
(t-statistic) (4.738)
Estimate -0.130**
(s.e.) (0.052)
(t-statistic) (-2.514)
Estimate 0.405***
(s.e.) (0.138)
(t-statistic) (2.945)
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Estimate

Mercosur (s.e.)

(t-statistic)
Estimate 0.841***
CMAS FTAs (s.e.) (0.258)
(t-statistic) (3.262)

Estimate

(s.e.)
(t-statistic)

Estimate
(se)
(t-statistic)
Estimate 0.078
Other FTAs (s.e.) (0.104)
(t-statistic) (0.751)
Estimate -28.840*** -32.626*** -41.206%** -41.750** -55.280***
Constant (s.e.) (0.995) (8.812) (6.796) (6.277) (13.842)
(t-statistic) (-28.996) (-3.702) (-6.063) (-6.651) (-3.994)
Observations 25,367 398 398 263 250
R-squared 0.620 0.855 0.849 0.842 0.675
Adjusted R-squared 0.619 0.851 0.845 0.837 0.663
RMSE 1.094 0.567 0.562 0.725 1.102

F-statistic

Number of clusters 3491 38 38 28 29

Note 1: Two-stage least squares with robust standard errors determined by clustering ordered country pairs. Dependent variable is log real bilateral trade, Tij (country i exports to
importing country j). Instruments for the (assumed) endogenous purchasing power parity GDP variables are the contemporaneous product of population levels in partner countries,
one-year lagged value of the product of purchasing power parity GDP levels in partner countries, and one-year lagged value of the product of GDP per capita levels in partner
countries. *,**,** denote statistical significance at the 10, 5, and 1 percentage levels.

Note 2: Trade agreements represented by indicator variables are: European Union (E.U.); European Free Trade Area (EFTA); EU bilateral free trade agreements (EU FTAs); North
American Free Trade Area (NAFTA); Southern Common Market (Mercosur); Chile, Mexico, Australia, and Singapore bilateral free trade agreements (CMAS FTAs); ASEAN Free
Trade Area (AFTA); SAARC Preferential Trading Arrangement (SAPTA); and all other customs unions and free trade agreements (Other FTAs).

Note 3: No coefficient estimate is reported when there is insufficient variation in the explanatory variable. Trade agreement variables are dropped from the U.S. and China. regressions.
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Figure A3: U.S. Aggregate Merchandise Exports (SITC 0-9): Actual vs Predicted Trade, 1995-2022 (US$ millions at

2011 prices)
Year Export country | Import country | Actual U.S.-China trade | All-country coefficients | U.S. export coefficients | China import coefficients
1995 U.s. China 22,499 9,055 5,445 29,347
1996 U.s. China 21,951 10,366 6,455 34,002
1997 U.s. China 21,640 11,873 7,658 39,417
1998 U.S. China 21,908 13,406 8,920 44,953
1999 U.s. China 24,772 15,166 10,417 51,413
2000 U.s. China 27,769 17,172 12,183 58,897
2001 U.S. China 31,699 18,833 13,678 65,054
2002 U.S. China 32,199 20,971 15,666 73,196
2003 U.s. China 39,533 23,714 18,309 83,918
2004 U.s. China 51,214 27,134 21,724 97,533
2005 U.s. China 54,590 31,232 25,977 114,161
2006 U.S. China 64,819 36,275 31,426 135,043
2007 U.s. China 74,261 42,399 38,335 160,979
2008 U.s. China 85,157 46,551 43,125 178,281
2009 U.s. China 79,803 49,090 46,053 188,362
2010 U.s. China 104,438 56,005 54,457 218,367
2011 U.s. China 123,124 62,088 62,076 245,009
2022L U.s. China 166,340 215,138 721,121
2022 M U.s. China 195,518 265,292 872,759
2022 H U.s. China 229,526 326,605 1,054,722
20221/H U.s. China 205,529 283,018 925,627

Note 1: Authors’ calculations using the accompanying gravity model coefficient estimates for 2008-11 (shaded years), for trade by all countries, trade by the U.S. only and trade
by China only. Trade predictionsfgr 2022 are based on the accompanying low (L), medium (M), and high (H) growth scenarios for the decade ending 2022 for the U.S. and China,
assuming current population growth rates in the two countries. The L/H scenario predictions assume low U.S. growth and high China growth for the decade ending 2022.

Note 2: For the purposes of making projections to 2022, an adjustment factor of 2.6 was applied to the predicted value in 2022 using all-country coefficients. The adjustment factor is
based on the average annual change in the ratio of U.S. actual to predicted exports to China for 2000-2011, projected forward from 2011 to 2022, and the authors’ judgment.
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Figure A4: China Aggregate Merchandise Exports (SITC 0-9): Actual versus Predicted Trade, 1995-2022 (US$

millions at 2011 prices)
Predicted China exports using

Year Export country | Import country | Actual U.S.-China trade | All-country coefficients | U.S. export coefficients | China import coefficients
1995 China U.s. 67,706 9,055 39,771 10,453
1996 China U.S. 73,911 10,366 45,382 12,507
1997 China U.S. 87,364 11,873 51,811 14,975
1998 China U.s. 97,445 13,406 58,321 17,588
1999 China U.s. 111,583 15,166 65,779 20,714
2000 China U.s. 133,558 17,172 74,262 24,430
2001 China U.S. 132,249 18,833 81,250 27,603
2002 China U.S. 157,664 20,971 90,251 31,845
2003 China U.s. 190,127 23,714 101,803 37,525
2004 China U.S. 240,936 27,134 116,177 44,928
2005 China U.S. 291,009 31,232 133,365 54,229
2006 China U.s. 334,156 36,275 154,471 66,264
2007 China U.S. 363,152 42,399 180,048 81,674
2008 China U.s. 371,901 46,551 197,247 92,464
2009 China U.s. 317,681 49,090 207,638 99,110
2010 China U.S. 389,305 56,005 236,306 118,232
2011 China U.S. 417,303 62,088 261,444 135,705
2022L China U.S. 166,340 684,681 502,810
2022 M China U.s. 195,518 803,686 626,480
2022 H China U.S. 229,526 942,203 779,236
2022L/H China U.s. 205,529 844,460 670,486

Note 1: Authors’ calculations using the accompanying gravity model coefficient estimates for 2008-11 (shaded years), for trade by all countries, trade by the U.S. only and trade
by China only. Trade predicrionsfgr 2022 are based on the accompanying low (L), medium (M), and high (H) growth scenarios for the decade ending 2022 for the U.S. and China,
assuming current population growth rates in the two countries. The L/H scenario predictions assume low U.S. growth and high China growth for the decade ending 2022.

Note 2: For the purposes of making projections to 2022, an adjustment factor of 1.2 was applied to the predicted value in 2022 using China’s export coefficients. The adjustment factor
is based on the average annual change in the ratio of Chinese actual to predicted exports to the U.S. for 2000-11, projected forward from 2011 to 2022, and the authors’ judgment.
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Figure A5: U.S. Aggregate Exports of Services (All Categories): Actual vs Predicted Trade, 1995-2022 (US$ millions

at 2011 prices)
Predicted U.S. exports using

Year Export country | Import country | Actual U.S.-China trade | All-country coefficients | U.S. export coefficients | Chinaimport coefficients
1995 U.S. China 914 811 317
1996 U.s. China 1,072 1,002 421
1997 U.s. China 1,259 1,239 560
1998 U.S. China 1,454 1,497 722
1999 U.S. China 4,978 1,682 1,815 935
2000 U.S. China 6,233 1,950 2,206 1,215
2001 U.s. China 6,551 2,174 2,545 1,472
2002 U.S. China 6,859 2,470 3,014 1,848
2003 U.S. China 6,644 2,861 3,663 2,404
2004 U.s. China 8,325 3,363 4,539 3,210
2005 U.S. China 9,430 3,982 5,680 4,344
2006 U.S. China 11,462 4,767 7,213 6,000
2007 U.S. China 13,896 57/50 9,259 8,410
2008 U.S. China 15,743 6,426 10,720 10,238
2009 U.s. China 16,413 6,833 11,616 11,389
2010 U.S. China 21,512 8,005 14,336 135,133
2011 U.S. China 9,059 16,892 18,883
2022 L U.s. China 28,709 77,578 146,319
2022 M U.s. China 35,683 103,849 217,951
2022 H U.S. China 44,276 138,702 323,648
2022L/H U.s. China 38,159 113,622 246,432

Note 1: Authors’ calculations using the accompanying gravity model coefficient estimates for 2008-11 (shaded years), for trade by all countries, trade by the U.S. only and trade
by China only. Trade predictions for 2022 are based on the accompanying low (L), medium (M), and high (H) growth scenarios for the decade ending 2022 for the U.S. and China,
assuming current population growth rates in the two countries. The L/H scenario predictions assume low U.S. growth and high China growth for the decade ending 2022.

Note 2: For the purposes of making projections to 2022, an adjustment factor of 1.0 was applied to the predicted value in 2022 using U.S. export coefficients. The adjustment factor is
based on the average annual change in the ratio of U.S. actual to predicted exports to China for 2000-10, projected forward from 2010 to 2022, and the authors’ judgment.
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Figure A6: China Aggregate Exports of Services (All Categories): Actual vs Predicted Trade, 1995-2022 (US$ millions

at 2011 prices)
Predicted China exports using

Year Export country | Import country | Actual U.S.-China trade | All-country coefficients | China export coefficients | U.S. import coefficients
1995 China U.s. 914 621 895
1996 China U.s. 1,072 780 1,100
1997 China U.s. 1,259 982 1,352
1998 China U.S. 1,454 1,204 1,626
1999 China U.s. 3,345 1,682 1,484 1,962
2000 China U.s. 3,954 1,950 1,832 2,372
2001 China U.S. 4,293 2,174 2,139 2,727
2002 China U.S. 4,788 2,470 2,569 3,215
2003 China U.s. 4,429 2,861 3,173 3,890
2004 China U.s. 6,407 3,363 4,003 4,795
2005 China U.s. 6,913 3,982 5,105 5,970
2006 China U.S. 10,183 4,767 6,617 7,541
2007 China U.s. 11,419 5,752 8,677 9,626
2008 China U.S. 9,775 6,426 10,167 11,103
2009 China U.S. 8,427 6,833 11,085 12,000
2010 China U.s. 10,188 8,005 13,926 14,739
2011 China U.s. 9,059 16,638 17,301
2022L China U.S. 28,709 86,589 76,402
2022 M China U.S. 35,683 119,014 101,776
2022 H China U.s. 44,276 163,178 135,277
20221L/H China U.s. 38,159 131,277 111,184

Note 1: Authors’ calculations using the accompanying gravity model coefficient estimates for 2008-11 (shaded years), for trade by all countries, trade by the U.S. only and trade
by China only. Trade predictionsfgr 2022 are based on the accompanying low (L), medium (M), and high (H) growth scenarios for the decade ending 2022 for the U.S. and China,
assuming current population growth rates in the two countries. The L/H scenario predictions assume low U.S. growth and high China growth for the decade ending 2022.

Note 2: For the purposes of making projections to 2022, an adjustment factor of 0.5 was applied to the predicted value in 2022 using China’s export coefficients. The adjustment factor
is based on the average annual change in the ratio of Chinese actual to predicted exports to the U.S. for 2000-10, projected forward from 2010 to 2022, and the authors judgment.
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Figure A7: Actual-to-Predicted Ratios: Bilateral U.S.-China Trade Using ‘Sliding’ Adjustment Factors, 2000-22

U.s. China

Usimachndi | Adusman | US| At | e | AT | oo | Adsmen
exports to the U.S.2 U.s.t

2000 0.99 (16) 1.03 (2.7) 1.06 (1.7) 0.96 (2.3)
2001 1.01 (1.7) 1.00 (2.6) 0.97 (1.7) 0.99 (2.0)
2002 0.91 (1.7) 0.94 (24) 1.05 (17) 1.03 (1.8)
2003 0.97 (1.7) 0.80 (2.3) 1.14 (1.6) 0.86 (1.6)
2004 1.07 (1.8) 0.86 (2.1) 1.28 (1.6) 1.09 (15)
2005 0.98 (1.8) 0.83 (2.0) 1.36 (1.6) 1.03 (13)
2006 0.98 (18) 0.85 (19) 1.36 (1.6) 1.31 (1.2)
2007 0.94 (1.9) 0.85 (1.8) 1.28 (1.6) 1.24 (1.1)
2008 0.97 (1.9) 0.89 (1.7) 1.21 (1.6) 1.01 (0.9)
2009 0.84 (1.9) 0.91 (1.6) 0.99 (15) 0.89 (0.9)
2010 0.95 (2.0) 1.03 (1.5) 1.08 (1.5) 0.96 (0.8)
2011 0.99 (2.0) 1.06 (1.5)

2022 (2.6) (1.2) (1.0) (0.5)

Note: ‘Sliding’ adjustment factors are based on the average annual change in the ratio of actual to predicted bilateral exports for 2000-11 (2000-10 for service exports). Adjustment
factors for 2022 are 2011 (or 2010) adjustment factors projected forward to 2022, with judgements by the authors.

1 Actual-to-predicted trade calculated using all-country coefficients (see Figure A3) and adjustment factor rising at 1.9% per annum.

2 Actual-to-predicted trade calculated using U.S. export coefficients (see Figure A5) and adjustment factor declining at -1.1% per annum.

3 Actual-to-predicted trade calculated using China export coefficients (see Figure A4) and adjustment factor declining at -6.1% per annum.
4 Actual-to-predicted trade calculated using China export coefficients (see Figure A6) and adjustment factor declining at -10.3% per annum.
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Figure A8: U.S.-China Trade Analysis - Four Scenarios (Simulation results in US$ billions)

WEO (U.S.) WEO (CHN) Gravity Model (U.S.) Gravity Model (CHN)
US. |[US-CHN | CHN |US-CHN| US | US-CHN GdsXs SvesXs CHN | US-CHN GdsXs SvesXs
CAB CAB CAB CAB CAB CAB US=>CHN | US=CHN | CAB CAB CHN=>US. | CHN=>US.
At current prices
2000 -416.3 -83.4 20.5 83.4 -416.3 -83.4 224 5.0 20.5 83.4 107.6 3.2
2001 -396.6 -81.3 17.4 81.3 -396.6 -81.3 26.2 5.4 17.4 81.3 109.4 3.6
2002 -457.2 | -104.5 35.4 104.5 -457.2 | -104.5 27.3 5.8 35.4 104.5 133.5 4.1
2003 -519.1 -127.5 459 127.5 -519.1 -127.5 33.9 5.7 43.1 127.5 163.3 3.8
2004 -628.5 | -164.1 68.7 164.1 -628.5 | -164.1 44.8 7.3 68.9 164.1 210.5 5.6
2005 -745.8 -208.8 134.1 208.8 -745.8 -208.8 48.7 8.4 132.4 208.8 259.8 6.2
2006 -800.6 | -245.3 232.7 245.3 -800.6 | -245.3 59.3 10.5 231.8 245.3 305.8 9.3
2007 -710.3 -268.2 353.9 268.2 -710.3 -268.2 69.6 13.0 353.2 268.2 340.1 10.7
2008 -677.1 -269.0 412.4 269.0 -677.1 -269.0 81.6 15.1 420.6 269.0 356.3 9.4
2009 -381.9 -224.0 261.0 224.0 -381.9 -224.0 77.8 16.0 243.3 224.0 309.5 8.2
2010 -442.0 | -269.2 237.6 269.2 -442.0 | -269.2 102.7 21.2 237.8 269.2 383.0 10.0
2011 -465.9 201.7 -465.9 123.1 201.7 417.3
Projections at 2011 prices
2012 -478.7 | -430.8 185.8 185.8
2013 -484.8 | -436.3 211.8 211.8
2014 -500.9 | -450.8 258.6 258.6
2015 -532.5 | -479.2 315.4 315.4
2016 -575.6 -518.0 399.8 399.8
2017 -623.0 | -560.7 488.0 488.0
2018 -643.7 | -579.3 524.2 524.2
2019 -665.1 -598.6 563.2 563.2
2020 -687.3 -618.6 605.0 605.0
2021 -710.2 | -639.2 649.9 649.9
2022 projections at 2011 prices
Scenario 1
a.M-M | -733.8 | -440.3 698.2 698.2 -686.2 | -411.7 508.3 103.8 411.7 411.7 964.4 59.5
b.L-L -591.4 -354.9 432.5 77.6 354.9 354.9 821.6 43.3
c¢H-H -794.6 | -476.8 596.8 138.7 476.8 476.8 1,130.6 81.6
d.L (1(13{1\13 -718.3 -431.0 534.4 113.6 431.0 431.0 1,013.4 65.6
Scenario 2 -455.2 | -180.7 580.1 118.5 -294.9 180.7 828.3 51.1
Scenario 3 -649.7 | -375.2 544.9 103.8 375.2 375.2 964.4 59.5
Scenario 4 -441.9 -167.4 544.9 341.9 167.4 167.4 991.6 62.6
Prt‘;ggzt;‘;‘;sl 107 3.29 1.03 1.05

U.S. = United States; CHN = China; CAB = Current account balance; Gds Xs = Goods exports; Svcs Xs = Services exports; RMB = Renminbi

Note I: Trade figures for 2000-11 are historical values at current prices. Values projected for 2012-22 are at constant 2011 prices. The WEO projections are calculated by the authors
using WEQ projections for rates of growth and current account balances relative to GDP through 2017, and then assumed constant thereafter. Based on recent observations, the WEO
U.S.-China CAB is assumed equal to 60% of the WEO projection of the overall U.S. CAB, while the WEO China-U.S. CAB is assumed equal to the WEO projection of the overall China

CAB.

Note 2: Scenario 1 results assume no RMB real appreciation and are calculated for four different growth scenarios: low (L), medium (M), and high (H) growth scenarios for the decade
ending 2022 in the U.S. and China, and the L/H growth scenario which assumes low US growth and high China growth (see Figure 6). Scenario la represents the central scenario of the
analysis; Scenario 2 results assume RMB real appreciation through 2016; Scenario 3 results from China unilateral merchandise trade liberalization (applied tariffs, n = -1.0); Scenario
4 results from U.S.-China mutual accomodation towards FTAAP (with services trade liberalization). Proportional trade gains under U.S.-China mutual accommodation calculated as

Scenario 4/Scenario 1.
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Figure A9: Scenario 2 - RMB Real Appreciation
Note: Change in CAB relative to GDP equals Cline-Williamson (CW) parameter times the proportional change in REER assuming 7.5% per annum growth in China GDP, 2012-22

China CAB

CH_CAB/ GDP = CW Parameter * ( %CH_REER / 100)

CAB =[ CW Parameter * (% CH_REER /100 ) * GDP_2022 | + CAB_2022

CAB =[ CW Parameter * (% CH_REER /100 ) * GDP_2022 | + CAB_2022

CAB = [ CW Parameter * ( (REER/REER_2022) - 1) * GDP_2022 ] + CAB_2022
CAB=[(-0.31)*( 0.14) * (16169.8 ) | + 411.7

CAB =-290.1 (result reflects rounding)

US Exports to China, assuming US$/RMB and RMB REER appreciate at same rate and import price elasticity n = -1
USxCHN = $USxCHN_2022 + [ %CH_USxCHN * $USxCHN_2022 ]

USxCHN = $USxCHN_2022 + [ n* (-1* (REER/REER_2022) - 1) * $USxCHN_2022 ]

USxCHN =508.3 +[-1*(-1* 0.14) ] *508.3

USxCHN = 579.5 (result reflects rounding)

China exports to the US, assuming US$/RMB and RMB REER appreciate at same rate and import price elasticity n = -1
CHNxUS = $CHNxUS_2022 + [ %CH_CHNxUS * $CHNxUS_2022 ]

CHNxUS = $CHNxUS_2022 + [ n* (1* (REER/REER_2022) - 1) * $CHNxUS_2022 ]

CHNxUS=964.4+ [-1*(1* 0.14)]*964.4

CHNXxUS = 829.4 (result reflects rounding)

US-CHN CAB (=- CHN-US CAB)

CAB_US-CHN = CAB_US-CHN_2022 + CH_TRDBAL_US-CHN + CH_SVCBAL_US-CHN
CAB_US-CHN = -411.7 + 207.8 + 23.1

CAB_US-CHN = -180.8 (result reflects rounding)

US CAB

CAB_US =CAB_US_2022 + CH_CAB_US-CHN
CAB_US =-686.2 -180.8 + 411.7

CAB_US = -455.3 (result reflects rounding)

US = United States; CHN = China; CAB = Current account balance; RMB = Renminbi; REER = Real Effective Exchange Rate

Figure A10: Scenario 3 - China Unilateral Merchandise Trade Liberalization

Note: Change in CAB equals negative change in merchandise imports owing to tariff elimination, assuming import price elasticity n = -1

US exports to China

USxCHN = $USxCHN_2022 + [ %CH_USxCHN * $USxCHN_2022 ]

USxCHN = $USXCHN_2022 + [ n* (-1*t_2022/ (1 +t_2022) ) * $USXxCHN_2022 ]
USxCHN =508.3 + [-1*(-1*0.077/1.077) ] *508.3 ]

USxCHN = 544.6 (result reflects rounding)

US-CHN CAB (=- CHN-US CAB)

CAB_US-CHN = CAB_US-CHN_2022 + CH_TRDBAL_US-CHN
CAB_US-CHN =-411.7 + 36.3

CAB_US-CHN = -375.4 (result reflects rounding)

US CAB

CAB_US = CAB_US_2022 + CH_CAB_US-CHN
CAB_US =-686.2 +36.3

CAB_US = -649.9 (result reflects rounding)

US = United States; CHN = China; CAB = Current account balance
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Figure A11: Scenario 4 - U.S.-China Mutual Accommodation towards FTAAP (with Services Trade Liberalization)

Note: Change in imports owing to tariff elimination on merchandise trade, assuming import price elasticity n = -1, and service trade liberalization

US Exports to China
USxCHN = $USxCHN_2022 + [ %CH_USxCHN * $USxCHN_2022 |

USxCHN = $USXxCHN_2022 + [ n*(-1*t_2022/(1 +t_2022))* $USxCHN_2022 ]

USXCHN =508.3 + [ -1* (-1*0.077/ 1.077 ) ] * 508.3 ]
USxCHN = 544.6 (result reflects rounding)

China goods exports to the US
CHNxUS = $CHNxUS_2022 + [ %9CH_CHNxUS * $CHNxUS_2022 ]

CHNxUS = $CHNxUS_2022 + [ n* (-1*t_2022/ (1 +t_2022))* $CHNxUS_2022 ]

CHNxUS =964.4+ [ -1*(-1%0.029/1.029)]*964.4]
CHNxUS = 991.6 (result reflects rounding)

US-CHN CAB (=- CHN-US CAB) - with services trade liberalization

CAB_US-CHN = CAB_US-CHN_2022 + CH_TRDBAL_US-CHN + CH_SVCBAL_US-CHN

CAB_US-CHN = -167.3 (result reflects rounding)

US CAB

CAB_US =CAB_US_2022 + CH_CAB_US-CHN
CAB_US =-686.2 +244.3

CAB_US = 441.9 (result reflects rounding)

TL = Trade liberalization; FTAAP = Free Trade Area of the Asia-Pacific; CAB = Current account balance; US = United States; CHN = China
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Executive Summary

he U.S. and China are two of the world’s

largest producers and consumers of agricul-

tural products. With a population of 1.33bn,
arapidly modernizing economy, and land and water
constraints, China has a long-term need to source
adequate food to satisfy rising domestic demand.
The U.S. - with much more land per capita than
China and higher agricultural productivity - is a
major net exporter of food in the world, particularly
in land-intensive products such as wheat, soybean,
corn and beef. Given its abundance of workers, Chi-
na has a comparative advantage in labor-intensive,
processed items such as certain aquatic products,
apple juice, and feathers and down.

In the past decade, both countries have made
remarkable progress in liberalizing agricultural
trade. Since China’s accession to the World Trade
Organization (WTO), U.S. exports of agricultural
products to China have increased rapidly. China is
now the largest market for U.S. agricultural exports
while the U.S. is China’s largest supplier. In the
other direction, the U.S. is the second largest export
destination for Chinese agricultural commodities
while China is the third largest supplier to the U.S.
Looking forward, the U.S. and China should devel-
op further a cooperative relationship that benefits
both countries.

One important recommendation of this Study is
to set up long-term supply contracts between Ameri-
can suppliers and Chinese buyers, say, for a period
of 10 years or longer. The quantities and prices of
the products to be traded should be pre-determined,
based on mutually agreed pricing formulas and ar-
rangements. Such long-term contracts would en-
courage U.S. sellers to invest in new supply and
logistics for the long term, while both buyers and

sellers would not have to be concerned too much
about short-term volatility in commodity prices. Ar-
rangements have to be put in place to address China’s
concerns about the security of supply in such long-
term arrangements. One solution is for U.S. suppli-
ers to set up warehouses in China or a third country
with one-year’s supply stored as collateral. In return,
China could have the corresponding funds held in
escrow in the U.S. or a third location.

Another recommendation of this Study is for
China to import more meat instead of feedstock as
this helps reduce the strain on already tight land
and water resources in China.

Agriculture is a sensitive trade issue in almost
all countries. In China, ensuring food security is a
strategic objective and hence the government has
always emphasized the need to maintain self suf-
ficiency. Protecting the small farmers is also an
important consideration. China is highly self-suffi-
cient in cereals with net imports of wheat, rice and
corn in 2011 less than 1% of local production. There
are a lot of opportunities for China to tap into both
local and global resources, participate actively in
agricultural trade, thus helping it to satisfy growing
demand and cushion the country against fluctua-
tions in supply and in prices without jeopardizing
food security.

Meanwhile, continued growth in agricultural
production and exports plays into the competitive
edge of the U.S. Every US$1bn of agricultural ex-
ports creates 8,400 American jobs. Exports to China
in 2011 were US$20bn, which supported more than
160,000 jobs — both farm and non-farm - across a
wide range of sectors. As China develops and its
people’s incomes rise, their increased demand for
imported, higher quality and new food products
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will offer unprecedented export opportunities for
the U.S. agricultural sector.

Apart from the mutually beneficial trade ties,
there are also many opportunities for technological
cooperation and bilateral investment. In the long
term, facing land and water constraints as well as
an ageing agricultural workforce, China will have

to keep improving its agricultural productivity so
it can meet growing domestic demand, while at the
same time address the many related environmen-
tal and health issues. This will generate many more
opportunities for cooperation between China and
the U.S. to foster modern, sustainable and resilient
agricultural development.

Coopcration In Agriculturc

Introduction

A Strong Basis for Cooperation

The U.S. and China are both the world’s largest
producers and consumers of agricultural products.
China is the world’s largest producer of cotton, rice,
pork, peanuts, apples, tea and dairy products. The
U.S. is the world’s largest corn and soybean produc-
er and exporter, the largest beef producer and the
second biggest poultry producer.

In the past decade, both countries have made
remarkable progress in liberalizing agricultural
trade. Agricultural cooperation between the two
countries has evolved into one of the most success-
ful bilateral relationships. While disputes are inevi-
table over some contentious issues, more important
are the tremendous mutual advantages that could
be achieved by further deepening collaboration in
the agricultural sector. Such benefits include eco-
nomic growth and employment, enhanced food se-
curity, productivity and efficiency gains, lower and
more stable food prices, profitable investment op-
portunities and a more sustainable environment. In
short, the differences matter less than the common
interests, and much remains to be done.

The U.S. and China are natural complementary
partners in agriculture. Land and water constraints,
coupled with rapid growth in its food requirements,
mean that China’s demand for imported agricul-
tural products is strong. In the U.S., agricultural
production capacity exceeds domestic demand.
Export markets are thus crucial, particularly for
land-intensive products in which the U.S. has a
comparative advantage. For its part, China has a
comparative advantage in labor-intensive, pro-
cessed items such as certain aquatic products, apple
juice, feathers, down, honey, garlic, ginseng, tea, or-
namental plants, fruit trees, flowers, and dried and
processed fruits and vegetables.

The two countries could reap enormous mu-
tual benefits if they strengthen agricultural trade
and cooperation. China’s large market offers the
U.S. opportunities to export its excess capacity. On
the other hand, importing U.S. farm products not
only helps China meet growing domestic demand
and keep food prices low and stable, but also eases
pressures on the environment due to land and water
use. Meanwhile, the need to modernize China’s ag-
riculture sector should provide U.S. companies at-
tractive opportunities for investment and technical
cooperation.
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Resources complementarity

Arable land

In terms of domestic supply, the biggest challenge
for China’s agricultural production is the constraint
in arable land. While China’s land size is compa-
rable to that of the U.S., most of China’s land is non-
arable desert, dry savanna and mountains. China
has around 120 million hectares of arable land,
which needs to support a population of 1.33 bil-
lion and an agricultural workforce of 499 million.
By contrast, the U.S. has 170 million hectares of ar-
able land that supports 307 million people, includ-
ing 2.28 million agricultural workers. In short, the
U.S. has 40% more arable land than China, while
China has over four times the population of the
U.S. Each arable hectare in China provides food for
eleven people; in the U.S,, the figure is fewer than
two people per hectare. The average for the world is
4.4 people per hectare'.

China has lost about 8.3 million hectares of ar-
able land over the last decade. Cultivated land in
China decreased from 133 million hectares in 2001
to 122 million hectares in 2011. Apart from factors
such as natural hazards and soil degradation, rapid
economic development and urbanization are cru-
cial factors leading to the shrinkage of arable land
in China. Cities have increasingly expanded and en-
croached upon arable land in the past decades. In its
12th Five-Year Plan, China expects that the country
will be 54% urbanized by 2015. By that year, its ur-
ban population is expected to exceed 700 million?.
The World Bank forecasts that the urbanization
rate will reach 70% by 2030°. The Chinese leader-
ship vows to preserve arable land* in a gradual and

1 “Sino-U.S. Agricultural Cooperation”, Eric Trachtenberg, unpublished
manuscript, July 2012.

2 The National Bureau of Statistics of China released its census results in
late April 2011. According to the latest census data, the urbanization
rate was 49.68% in 2010. According to the 12th Five-Year Plan, the
urbanization rate is to increase by 4% during 2011-2015.

3 “China’s urban population to reach 70% by 20307, China Daily, 3
April 2012 http://www.chinadaily.com.cn/bizchina/2012-04/03/
content_14974978. htm

4 China has maintained a ‘red line’ (minimum) of 1.8 billion mu, or 120
million hectares, of agricultural land.

healthy urbanization process. But the pressure on
agricultural land is expected to continue and this
is a major challenge for China over the long term.

Water

China faces an acute water shortage. While it has
20% of the world’s population, it has only about 7%
of the fresh water resources. The problem is com-
pounded by uneven distribution. Around 80% of
China’s rainfall and snowmelt occurs south of the
Yangtze River, while just 20% of the moisture oc-
curs in the mostly desert regions in the north and
west. The majority of China’s arable land lies in the
more water-scarce northern areas. For example, the
North China Plain consumes an immense amount
of water to produce half of China’s wheat. In an av-
erage year, 15.3 million hectares of farmland - 13%
of the total - suffer from drought.

To relieve the problem of uneven distribution
of water resources, China launched a multi-decade
South-North Water Diversion Project (SNWD) to
better utilize water resources. The project was first
proposed in the 1950s, but only after decades of
planning was it approved in 2002, when construc-
tion of the eastern route began. The following year,
the building of the central route started. Comple-
tion is expected in 2014. Estimated to cost more
than US$80bn (RMB500bn), the system will divert
44.8 billion cubic metres of water every year from
the Yangtze River to northern China by 2050.

The SNWD, however, is a limited solution to
the water shortage problem in China, as the Yang-
tze River has also been in severe drought in recent
years. During the dry season of 2007-2008, the
water level in the Hankou region plunged to 13.98
meters, the lowest since records began in 1866. This
unexpected drop caused more than 40 ships to run
aground. In 2011, the Yangtze had its worst drought
in 50 years. Most badly affected was Hubei prov-
ince, which from January to April received 40%
less rainfall than the average over the same period
since 1961. The emergency forced the government
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to release water from the Three Gorges reservoir,
sacrificing hydroelectric generation for irrigation,
drinking supplies and ecosystem support. The dras-
tic measure came amid warnings of power short-
ages and highlighted the severity of the dry spell
in the Yangtze Delta, which supports 400 million
people and 40% of China’s economic activity.

The SNWD has also adverse social consequenc-
es as many people had to be relocated to make way
for the first phases of the eastern and central routes.
Because of high costs, uncertainty over the carrying
capacity of the Yangtze River and other environ-
mental and technical concerns, the western route
has been delayed.

The deficit of surface water has led to excessive
exploitation of groundwater resources, which in
turn, has resulted in the rapid depletion of ground-
water reserves. In Beijing, for example, the ground-
water table has already dropped by 100 to 300 me-
ters. As a result, scientists say, local aquifers may be
exhausted within 30 years®.

China also faces a water quality problem. Ac-
cording to China’s State Environmental Protection
Administration (SEPA), in 2006, 60% of the coun-
try’s rivers could not be safely used as a source of
drinking water. A 2008 SEPA report about the Yel-
low River pointed out that severe pollution caused
by factory discharge and sewage from fast-expand-
ing cities had made one third of the river unusable
even for agriculture or industry. Pollution, which
exacerbates water scarcity, is worse in the north-
ern regions than in other parts of China. Due to
the scarcity of water, polluted water supplies are
used for irrigation in about 4.05 million hectares,
or 7.4%, of the nation’s irrigated land, two thirds of
which is in northern China.

To make up for the water shortage, Chinese
farmers have relied heavily on the use of chemical
fertilizers and pesticides to support farm output
growth. The intensive use of chemicals, however,

5 “Sino-U.S. Agricultural Cooperation”, Eric Trachtenberg, unpublished
manuscript, July 2012; http://www.chinawaterrisk.org.

has led to severe soil degradation and pollution,
which will, in turn, adversely affect long-term agri-
cultural production capacity.

Labor
Agriculture in China employs 499 million workers or
37.5% of the population, a much larger share than in
the U.S. (2.28 million workers, or just 0.7%). With an
agricultural labor force over 200 times larger than the
U.S., China has a comparative advantage in labor-in-
tensive agricultural products, such as processed food.
Wage differentials of course matter in this agricul-
tural division of labor, although productivity, access
to capital and raw materials, closeness to markets and
infrastructure may partially offset this.
Modernization of the Chinese economy and ur-
banization are driving a gradual migration of the
agricultural population to cities. The availability
of higher paying jobs in urban areas has attracted
young people from the countryside to look for job
opportunities and settle down there. The older gen-
eration is less adaptable to the demand for new skills
in urban jobs and tend to stay behind and stick to
farming. This means that, as time goes by, China’s
agricultural workforce is aging and deteriorating
in quality. This is likely to become a more serious
problem in the next decade.

U.S. excess capacity and the need for
export markets

Driven by innovation and improved technol-
ogy such as improved seeds, pest control and bet-
ter farm management practices, U.S. agriculture
productivity has been rising rapidly over the past
few decades®. Looking ahead, the conservation of

6 Over the past few decades, American agriculture has relied almost
entirely on productivity growth to raise output. According to the US$A,
U.S. farm output in 2009 was 170% above its level in 1948, an average
annual rate of 1.63%. Aggregate input use increased by a mere 0.11%
annually so the positive growth in farm sector output was substantially
due to productivity increases. This contrasts with a 3.6% annual output
increase in the private non-farm sector, with productivity growth
accounting for slightly more than a third of the growth.
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Figure 1: Summary of the U.S. Production, Domestic Use and Ending Stocks (1000 mt), 2001-2013

2001/2002 2002/2003 2003/2004 2004/2005 2005/2006 2006/2007 2007/2008 2008/2009 2009/2010 2010/2011

2011/2012 2012/2013

Production

Barley 5,407 4,940 6,059 6,091 4,613 3,923 4,575 5,230 4,949 3,925 3,392 4,796
Corn 241,377 227,767 256,229 299,876 282,263 267,503 331,177 307,142 332,549 316,165 313,949 273,832
Cotton 4,420 3,747 3,975 5,062 5,201 4,700 4,182 2,790 2,654 3,942 3,391 3,703
Soybean 78,672 75,010 66,783 85,019 83,507 87,001 72,859 80,749 91,417 90,605 84,192 82,055
Wheat 53,001 43,705 63,805 58,698 57,243 49,217 55,821 68,016 60,366 60,062 54,413 61,755
Domestic Consumption

Barley 5,661 5,179 4,990 5,672 4,570 4,596 4,324 5,127 4,604 4,537 4,193 4,680
Corn 200,941 200,748 211,595 224,610 232,015 230,674 261,632 259,272 281,590 285,014 279,023 262,571
Cotton 1,715 1,620 1,410 1,480 1,235 1,140 1,091 712 771 889 681 733
NGOG 50,867 47,524 44,600 51,410 52,751 53,473 51,627 48,112 50,671 48,403 48,810 47,207
Wheat 32,434 30,448 32,498 31,783 31,320 30,940 28,614 34,293 30,978 30,710 32,155 38,110
Ending Stock

Barley 2,006 1,510 2,619 2,796 2,350 1,500 1,485 1,932 2,515 1,945 1,306 1,661
Corn 40,551 27,603 24,337 53,697 49,968 33,114 41,255 42,504 43,380 28,644 25,122 16,062
Cotton 1,622 1172 751 1,196 1,321 2,064 2,188 1,380 642 566 729 980
Soybean 5,663 4,853 3,059 6,960 12,229 15,617 5,580 3,761 4,106 5,852 4,610 3,397
Wheat 21,150 13,374 14,872 14,699 15,545 12,414 8,323 17,867 26,552 23,466 20,211 18,818

Source: Foreign Agricultural Service, USDA, 2013

water and soil resources will play a critical role in
supporting U.S. agricultural production. With the
productivity of U.S. agriculture growing faster than
domestic food and fiber demand, farmers and ag-
ricultural firms rely heavily on export markets to
sustain prices and revenues. In fact, the Foreign Ag-
ricultural Service (FAS) of the U.S. Department of
Agriculture (USDA) has made huge efforts jointly
with farmers to develop and expand export markets
around the globe.

Since 1960, U.S. agricultural exports have been
larger than imports, generating significant surpluses
in agricultural trade. This helps counter the persistent
U.S. deficit in non-agricultural merchandise trade.

Over the past two decades, the shares of the val-
ue of exports with respect to the value of produc-
tion rose from 13% in 1990 to 20% in 2012, while
the shares based on volume remained relatively
stable at around 20% over the same period’. Figure
1 presents production, domestic use and ending
stocks for major commodities in the U.S. during

7 “US$Export Share of Production”, ERS-US$A, 2012, http://www.ers.
US$a.gov/topics/international-markets-trade/us-agricultural-trade/
export-share-of-production.aspx#estimation

the last decade. The numbers suggest that the U.S.
continues to have a surplus for major agricultural
commodities.

U.S. Agriculture Secretary Tom Vilsack recently
pointed out that every US$1bn in agricultural ex-
ports supported 8,400 American jobs, meaning that
in 2011 farm exports supported more than one mil-
lion U.S. jobs throughout the farming, transporta-
tion, renewable energy, manufacturing and other
sectors. Vilsack noted that, over the past few de-
cades, agriculture was the second most productive
sector of the U.S. economy after IT® Indeed, amid
sluggish growth and unbalanced overall trade, agri-
cultural production and exports are the bright spots
of the American economy:.

According to the USDA, in the 2011 fiscal year,
China became the top export market for American
agriculture, purchasing US$20bn worth of goods.
U.S. farm exports to China supported more than
160,000 American jobs in 2011 across a variety of

8 “Statement from Agriculture Secretary Vilsack on Record U.S.
Farm Exports for Calendar Year 20117, Release No. 0046.12,
US$A, 10 February 2012 http://www.US$a.gov/wps/portal/US$a/
US$ahome?contentid=2012/02/0046.xml&contentidonly=true
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Figure 2: Forecasts of China’s Imports of Major Commodities (million mt), 2012-2022

2012/13 2013/14 2014/15 2015/16 2016/17 2017/18 2018/19 2019/20 2020/21 2021/22
Cotton
ERS-USDA 1.60 1.65 1.65 1.66 1.67 1.68 1.70 1.73 1.76 1.79
FAPRI
WAEES 2.44 1.56 1.99 2.19 2.30 2.36 238 2.56 2.64 2.80
OECD-FAO
Corn
ERS-USDA 4.03 4.86 6.13 7.53 9.05 10.85 12.46 14.20 16.03 18.10
FAPRI 2.07 2.16 2.34 2.47 2.64 2.78 2.94 3.10 3.26 3.41
WAEES 1.34 5.69 7.96 8.85 10.01 11.05 11.97 12.61 13.11 14.03
OECD-FAO 5.83 6.86 7.35 7.85 8.26 8.83 9.35 9.91 10.43 11.04
Wheat
ERS-USDA 1.49 1.33 1.39 1.42 1.49 1.56 1.60 1.69 1.75 1.77
FAPRI 0.68 0.79 0.93 1.06 1.20 .38 1.48 1.63 1.78 1.94
WAEES 1.53 3.40 2.69 3.23 3.08 3.21 3.12 3.06 2.94 2.84
OECD-FAO 6.08 5.86 5.06 4.13 4.01 4.41 4.66 5.01 5.14 5.32
Rice
ERS-USDA 0.53 0.50 0.51 0.50 0.53 0.56 0.59 0.61 0.63 0.65
FAPRI 1.24 1.28 1.32 1.35 1.33 1.35 1.37 1.44 1.44 1.50
WAEES 1.50 1.50 1.50 1.50 1.50 1.50 1.50 1.50 1.50 1.50
OECD-FAO 0.53 0.51 0.56 0.64 0.68 0.72 0.75 0.78 0.81 0.86
Soybean
ERS-USDA 63.06 66.05 69.04 72.03 75.03 78.02 81.01 84.01 87.00 90.00
FAPRI 61.93 64.33 66.15 67.91 69.58 71.30 73.04 74.82 76.59 78.31
WAEES 61.00 63.86 66.08 67.59 69.20 70.67 72.15 73.70 75.21 76.70
OECD-FAO 58.60 60.37 61.68 63.95 65.68 67.01 68.45 69.94 71.46 72.75

Source: ERS-USDA; FAPRI; WAEES; OECD-FAO

sectors’. China’s market potential is attractive as
continued rapid economic growth will lead to un-
precedented expansion in food demand. China will
continue to offer a growing market for soybeans,
oilseeds, cotton, hides, meats and grains. As in-
comes increase, the product mix of China’s agri-
cultural imports will also become more diversified.
The Chinese are spending more on higher-value
food items such as meat, dairy, fruits, vegetables
and horticultural products, and less on staples like
rice and wheat. U.S. farmers and agricultural firms
are well positioned to tap these huge opportunities
by adjusting their product mix to meet better the
changing needs of China’s consumers.

9 “U.S., China Sign Plan of Strategic Cooperation in Agriculture”,
Release No. 0057.12, US$A, 16 February, 2012 http://www.US$a.
gov/wps/portal/US$a/US$amediafb?contentid=2012/02/0057.
xml&printable=true&contentidonly=true

China as a vast and growing market
for U.S. agricultural products

Over the past 30 years, China’s economy has
achieved impressive average annual growth of about
10% and as a result, an astonishing rise in house-
hold income. Income growth, together with the ris-
ing population, has led to heightened demand for
food, with consumers wanting higher quality prod-
ucts. Domestic production, even with improved
yields, cannot keep up. While self sufficiency is a
strategic goal of the Chinese government, China
has seen rapid growth in agricultural exports and
imports in recent years, with a growing agricultural
trade deficit. Considering China’s limited land and
water resources, there is a need to seek more sources
around the world.
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Figure 3: The U.S. Domestic Production and Exports of Major Commodities (million mt), 2012-2022

20012/13  2013/14 2014/15 2015/16 2016/17 2017/18 2018/19 2019/20 2020/21 2021/22
WAEES Forecasting
(o0i0J 8 Production 3.76 2.85 3.07 3.21 3.21 3.28 3.30 3.34 3.35 3.35
Exports 2.55 2.24 2.39 2.51 2.49 2.56 2.62 2.67 2.70 2.73
Corn Production 291.36 396.22 395.59 398.29 401.47 408.39 409.58 412.46 417.48 424.05
Exports 29.95 50.87 62.23 66.15 68.31 71.19 73.67 76.54 79.59 82.41
SIS Production 77.84 90.26 91.36 93.08 94.63 94.13 96.67 98.24 99.53 100.68
Exports 34.08 37.90 39.87 40.10 41.12 40.69 41.26 41.86 42.05 42.13
Wheat Production 61.76 61.46 61.07 58.40 60.94 60.92 61.54 62.18 62.61 62.70
Exports 3115 31.41 30.78 30.63 31.00 31.46 31.71 32.27 32.48 32.25
ERS-USDA Forecasting
(ofJi7J 8 Production 3.53 3.83 3.85 3.88 3.90 3.88 3.90 3.92 3.92 3.94
Exports 2.56 2.87 2.98 3.05 3.07 3.09 3.09 3.09 3.11 3.11
Corn Production 387.41 374.08 376.25 383.06 390.00 396.80 401.43 408.37 413.00 420.07
Exports 51.03 53.07 57.15 59.87 61.23 62.60 63.96 64.64 65.32 66.00
SOLTEH Production 87.50 90.22 91.72 92.67 93.62 94.57 95.39 96.34 97.30 98.25
Exports 38.92 41.23 41.78 42.32 42.46 42.59 42.73 43.00 43.27 43.41
Wheat Production 57.70 55.79 54.02 54.43 54.84 55.25 55.79 56.20 56.61 55.79
Exports 25.85 25.85 25.85 25.85 25.17 25.17 25.17 25.17 24.49 24.49
FAPRI Forecasting
(O[i{0/ M Production 3.70 2.95 3.04 3.05 3.11 3.15 3.18 3.24 3.30 3.36
Exports 2.47 2.33 2.33 2.35 2.42 2.46 2.51 2.58 2.65 2.73
Corn Production 293.36 391.52 385.34 390.65 393.75 399.42 406.71 409.38 413.56 417.15
Exports B3V5 51.44 55193) 59.49 63.19 66.54 72.14 76.19 80.24 86.86
NOBIZT Production 73.26 90.52 90.71 92.12 94.14 95.53 95.98 97.22 97.91 98.47
Exports 30.29 39.73 40.66 41.72 42.95 43.79 43.72 44.03 44.11 44.00
Wheat Production 61.72 60.96 58.60 56.55 56.04 56.36 56.69 57.15 57.49 57.76
Exports 32.69 31.00 28.88 26.86 26.45 26.59 26.98 27.06 27.44 27.53

Source: World Agricultural Economic and Environmental Services; USDA Economic Research Service; Food and Agricultural Policy Research Institute

China’s middle class is estimated to be around
230 million people - already more than two thirds
of the entire U.S. population - and projected to
reach 630 million by 2022%. This is expected to
make China the world’s second largest retail food
market, behind the E.U. and ahead of the U.S. Di-
ets will diversify as income rises. The mounting de-
mand for new food products, imports and higher
quality foods should offer unprecedented opportu-
nities for U.S. agriculture.

Figure 2 presents China’s import numbers fore-
cast for different commodities based on different in-
stitutes. Based on those forecasts, China is expected
to import around 2 million metric tons (mt) of cot-

10 See Chapter 7 for more details.

ton, 5 million-18 million mt of corn, 2 million-5 mil-
lion mt of wheat, 1 million mt of rice, 60 million-90
million mt of soybeans in the next 10 years.

Figure 3 presents forecasting results on U.S. do-
mestic production and exports of major commodi-
ties by ERS-USDA, FAPRI and WAEES. Comparing
those numbers with forecasts of China’s imports of
major commodities (see Figure 2), except for soy-
beans, the U.S. appears to be able to provide enough
cotton, grains and oilseeds for China’s imports in
the next decade.
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U.S.-China agricultural trade and
cooperation can help some of China’s
long-term concerns, while opening up
market and investment opportunities
for the U.S.

Food security

China’s foremost concern is food security. Through-
out its history the country’s first priority has al-
ways been to feed its growing population. Many
policy measures adopted by the government were
to ensure the country’s food security, including: a
household contract responsibility system for farm-
ers; policies for protecting cultivated land; the gov-
ernors’ grain responsibility system and mayors’
vegetable basket responsibility system for ensuring
production and supplies of grains and other staple
foodstuffs; financial supports for commercial grain
bases and vegetable bases as the most effective mea-
sures for sustained food security; expansion of state
grain reserve capacities and grain marketing infra-
restructure as a major measure for strengthening
the government’s ability to control or regulate the
national grain market; and a food quarantine sys-
tem that has been set up and implemented for pro-
tecting consumers’ health".

Although China has successfully attained a
high degree of grain self sufficiency and will try
to maintain this trend in the future, most interna-
tional organizations recently forecast that China
will become one of the major cotton, soybean and
corn importing countries in the next decade. The
self-sufficiency rates for soybeans, cotton and corn
would be lower than 20%, 60% and 95%, respective-
ly (see Figure 4).

Given the acute shortages of land and water re-
sources, urbanization and environmental degrada-
tion as mentioned above, the issue of food security
looms large for China. U.S. agricultural exports can

11 “Food Security in China. China: Regional Sustainable Development
Review”, Gu S. and Y. Zhang, Vol. I, Institute of Geographic Science
and Natural Resources Research, Chinese Academy of Sciences, Beijing,
2007.

help buttress China’s food security in case of short-
falls. In February 2012, the U.S. and China signed
a five-year agreement on food security, sustainable
agriculture and food safety at an agricultural sym-
posium in Iowa. The agreement was largely focused
on food security and agricultural sustainability is-
sues and strengthened food supply and agricultural
technology cooperation between China and the U.S.

Stable food prices

China also needs to maintain stable and affordable
food prices, which are essential to social stability.
Imports from the U.S. can help keep prices from
rising, especially during shortages. For example,
in 2007-2008, when the blue ear disease in swine
cut production by 17% and prices rose by 54%, U.S.
exports of pork made up the shortfall, preventing
more severe price increases'?.

Environmental problems

A grave concern in China is the environment. Soil
degradation and pollution have exacerbated the
scarcity of arable land and water. Imports of agri-
cultural products can help reduce China’s environ-
mental problems. The use of green technology and
farming practices would attract more attention and
be promoted, which would offer new opportunities
for U.S. companies and investors.

Agricultural modernization

China has invested substantially in modernizing its
agriculture sector. The upgrading of swine produc-
tion, for example, is driving improvements in the
feed business. Domestic and foreign investments
are also flowing into seeds, chemicals and machin-
ery for grain production.

Adopting technology and modernizing agri-
culture are part of China’s long-term strategy for
sustainable development. Increasing emphasis will
be placed on areas such as farmland conservation

12 “Sino-U.S. Agricultural Cooperation”, Eric Trachtenberg, unpublished
manuscript July 2012.
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Figure 4: Chinese Self-Sufficiency Rates Forecast by Different Organizations, 2012/13-2021/22

2012/13 2013/14 2014/15 2015/16 2016/17 2017/18 2018/19 2019/20 2020/21 2021/22
Cotton
ERS-USDA 58% 58% 58% 58% 58% 59% 59% 59% 59% 59%
FAPRI 77% 76% 75% 75% 74% 73% 72% 71% 71% 70%
WAEES 69% 79% 75% 74% 73% 73% 74% 73% 72% 72%
OECD-FAO
Corn
ERS-USDA 98% 98% 98% 97% 97% 96% 96% 95% 95% 94%
FAPRI 99% 99% 99% 99% 99% 99% 99% 98% 98% 98%
WAEES 99% 97% 96% 96% 95% 95% 95% 95% 94% 94%
OECD-FAO 97% 97% 97% 96% 96% 96% 96% 96% 96% 95%
Wheat
ERS-USDA 99% 99% 99% 99% 99% 99% 99% 99% 99% 99%
FAPRI 100% 100% 100% 99% 99% 99% 99% 99% 99% 99%
WAEES 99% 97% 98% 97% 98% 97% 98% 98% 98% 98%
OECD-FAO 95% 95% 96% 97% 97% 96% 96% 96% 96% 96%
Rice
ERS-USDA 100% 100% 100% 100% 100% 100% 100% 100% 95% 95%
FAPRI 99% 99% 99% 99% 99% 99% 99% 99% 89% 89%
WAEES 99% 99% 99% 99% 99% 99% 99% 99% 99% 99%
OECD-FAO 100% 100% 100% 100% 99% 99% 99% 99% 99% 99%
Rapeseed
ERS-USDA
FAPRI 86% 86% 87% 87% 87% 88% 88% 88% 88% 87%
WAEES 85% 89% 90% 91% 91% 92% 91% 92% 92% 92%
OECD-FAO
Soybean
ERS-USDA 29% 27% 25% 23% 22% 20% 19% 17% 16% 14%
FAPRI 18% 17% 17% 16% 16% 15% 15% 14% 13% 13%
WAEES 19% 18% 17% 17% 16% 16% 16% 15% 15% 15%
OECD-FAO 49% 49% 49% 48% 48% 48% 47% 47% 47% 47%

Source: World Agricultural Economic and Environmental Services; USDA Economic Research Service; Food and Agricultural Policy Research Institute; Organization of Economic

Cooperation and Development Food and Agriculture Organization

and resource-saving technology, biotechnology,
plant and animal health and diseases, improved
farming practices and mechanization, post-harvest
treatment, distribution and cold chain logistics, and
upgrading agriculture processing facilities. Foreign
investment could play a prominent role in these ar-
eas. As U.S. agriculture continues to apply the lat-
est technology and achieve an unparalleled level of
productivity, the participation of the U.S. agricul-
ture sector and investors in modernizing Chinese
agriculture will generate great benefits for both
countries.

Existing Agricultural
Cooperation

The rapid growth of U.S.-China agricultural trade
U.S. exports of agriculture, fish and forestry prod-
ucts to China rose from US$2.2bn before China’s
WTO accession in 2001 to US$21.9bn in 2011. At
the same time, Chinese agricultural exports to the
U.S. rose from US$2.3bn in 2001 to US$9.2bn in
2011" (see Figure 5).

13 US$A BICO reports, http://www.fas.US$a.gov/GATS.
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Figure 5: U.S.-China Agricultural Trade, 1997-2011
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China is now the largest market for U.S. agricul-
tural exports, while China is the third largest sup-
plier to the U.S. Major Chinese exports include tea,
spices, apple juice, fresh vegetables, tree nuts, cat
and dog food, processed fruit and vegetables, and
seafood; while the U.S. exports soybeans, cotton,
corn, hides and skins, seafood and forest products.
Much of this trade is driven by the fact that the U.S.
production exceeds domestic demand and needs
export markets in land-intensive products such as
field crops. On the other hand, China has a com-
parative advantage in labor-intensive, processed
products such as apple juice. Chinese demand is
changing the face of U.S. agriculture. For example,
in the meat industry, chicken feet are now exported.
The tree nut sector is changing because of high pric-
es driven by Chinese demand, and huge new pecan
plantations are going online to meet Chinese de-
mand. And there are tremendous exports of bovine
genetics. America is even exporting alfalfa for Chi-
nese dairy production. At the same time, new Chi-
nese products are also grown and sold to America.

Until 2006, the U.S. trade surplus in its agri-
cultural trade with China was relatively moderate.
Since 2007, however, this surplus has risen rapidly,
and reached US$12.7bn in 2011".

14 Unpublished manuscript by Eric Trachtenberg, “Sino-U.S. Agricultural
Cooperation”, July 2012.
15 US$A BOCI Reports, http://www.fas.US$a.gov/GATS.

Figure 6: Top 10 U.S. Agricultural Exports to China, 2011
(US$ thousands)

Rank Product Value

1 Soybeans 10,480,227
2 Cotton 2,623,395
3 Hides and skins 1,163,410
4 Logs and chips 1,079,281
5 Coarse grains 842,770
6 Other edible fish and seafood 750,766
7 Red meat, FR/CH/FR 641,122
8 Feeds and fodders 627,108
9 Hardwood lumber 506,691
10 Other intermediate products 468,799

Source: USDA Bulk high-value Intermediate and Consumer-Oriented Reports

Figure 7: Top 10 U.S. Agricultural Imports from China,
2011 (US$ thousands)

Rank Product Value

1 Other edible fish and seafood 1,784,403
2 Other value-added wood products 1,445,192
3 Panel products (including plywood) 1,117,421
4 Processed fruit and vegetables 948,906
5 Other consumer-oriented products 753,710
6 Other intermediate products 641,134
7 Fruit and vegetable juices 558,813
8 Groundfish, fillet/steak 486,454
9 Shrimp 289,350
10 Snack foods 203,021

Source: USDA Bulk high-value Intermediate and Consumer-Oriented Reports

Trade in selected major agricultural commodities is
examined below:

Trade in livestock

In 2011, the U.S. imported animal products worth
US$449.3m from China and exported animal prod-
ucts worth US$2.63bn to China'®.

U.S. exports of broilers (chickens) to China rose
rapidly after 2004 and reached the peak of 733.8
million lbs (332.85 million kg) in 2009. In 2010,
China imposed anti-dumping and countervailing

16 “Trade”, China, ERS, USDA, http://www.ers.US$a.gov/topics/
international-markets-trade/countries-regions/china/trade.aspx
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Figure 8: U.S. Livestock Product Exports to China,
1989-2011
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duties on broiler products from the U.S., and U.S.
exports of broiler products dropped significantly.
At the moment, these imposing anti-dumping and
countervailing duties are being challenged at the
WTO by the U.S.

China’s imports of U.S. pork rose rapidly af-
ter 2000. In 2003 the volume reached 44.7 million
Ibs (20.28 million kg) (carcass weight). Despite the
drastic fall in 2008, imports of U.S. pork rebounded
quickly to a new height of 639.5 million lbs (290.07
million kg) in 2011.

Trade in soybeans

Soybeans are the most important agricultural
product traded between the U.S. and China. Chi-
na’s soybean growing area fell 13.8% from 2011/12
and totaled only 5.79 million hectares in 2012/13.
Figure 10 presents the soybean monthly price mar-
gin during the last few years. The price margin be-
tween domestic soybeans and imported soybeans
and mounting demand for vegetable oils and feed
proteins have contributed to the increased imports.
China imported nearly 60 million mt in 2011/12
and this will reach 63 million mt in 2012/13. Its do-
mestic self-sufficiency rate (see Figure 9) was less
than 20% and received more than 70% of total U.S.
soybean exports during the last two years. Basically,
all soybean imported into China are processed into
soybean meal for animal feed and cooking oil for
human consumption. The large quantities traded

are consistent with the U.S. position as the world’s
largest soybean producer and China’s as the world’s
largest soybean consumer.

Trade in cotton

Cotton is increasingly used in China due to the ex-
pansion of its large textile and apparel industries.
China is the world’s largest cotton producer, user
and importer. Cotton imports accounted for 40% of
domestic use (see Figure 9). U.S. cotton represented
over one third of China’s total imports. It was the
second largest agricultural commodity imported
from the U.S. Due to transportation costs, however,
U.S. cotton has lost market share to India in recent
years. India has also accounted for about one third
of China’s cotton imports since 2010/11. However,
India exports are limited due to growing domestic
mill use and quality issues. Therefore, even the U.S.
suffered from cotton share decreases, the export
value of U.S. cotton to China grew from less than
US$50m in 2001 to more than US$3bn recently, and
this trend is likely to continue in the future.

Trade in corn

Since China is the second largest corn produc-
ing country in the world, the country imported
very little up until 2008/09. However, due to live-
stock feed demand, China has imported 1.296 mil-
lion mt, 0.979 million mt and 5.231 million mt in
2009/10, 2010/11 and 2011/12, respectively, with
most of the supply coming from the U.S. U.S. corn
accounted for 40% of world corn exports over the
last five years, with a record 62 million mt exported
in 2007/08. The large influence of the U.S. on corn
supply makes world corn trade dependent on the
weather in the U.S. Corn Belt. Due to biofuel expan-
sion in the U.S. and drought issues, the U.S. only
exported 39 million mt and 23 million mt of corn in
2011/12 and 2012/13, respectively. Chinese corn ex-
port policy has often changed, with seemingly little
relationship to the country’s official corn produc-
tion statistics, making China’s corn trade difficult

226



O

Figure 9: Chinese Self-Sufficiency Rate, 2001/02-2012/13
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2002/03 39% 60% 89% 100% 100% 63%

2003/04 51% 61% 71% 100% 96% 68%

2004/05 36% 68% 83% 100% 93% 62%

2005/06 39% 59% 56% 100% 99% 47%

2006/07 36% 55% 78% 100% 96% 73%

2007/08 24% 62% 76% 100% 100% 72%

2008/09 20% 62% 84% 100% 100% 63%

2009/10 15% 69% 78% 99% 99% 44%

2010/11 21% 67% 74% 99% 99% 60%

2011/12 18% 71% 47% 97% 98% 46%

2012/13 18% 72% 61% 99% 98% 50%

Source: Foreign Agricultural Service; USDA, 2013

to predict. However, population growth and con-
sumer demand for meat products in China should
continue to support expanding feed grain imports
in the long term.

Trade in vegetable oils

Vegetable oils are China’s second-largest agricul-
tural import. The total imports are 8.56 million mt
in 2012/13. During the last three years, palm oil and
soybean oil accounted for 87% of total vegetable oil
imports. Most of the palm oils are from Indone-
sia. China’s soybean oil imports are relatively low
compared to soybeans due to the difference in tariff
treatment between soybean oil and soybeans, which
are duty free, compared to soybean oil’s 9% tariff.
Price margins between domestic prices and cost,
insurance and freight (CIF) prices of edible oils are
presented in Figure 12.

Bilateral investment in agriculture
Since the Chinese government implemented eco-

nomic reform in 1978, there has been an influx of
foreign capital into the agriculture industry in Chi-

Figure 10: China Commodity Imports and their U.S.
Shares, 2009/10-2011/12
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Figure 11: Domestic Soybean Port Price and CIF Price,
Jan 2005-Dec 2012
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Figure 12: Edible Oil Price Comparison between
Domestic Port Price and CIF Price, Jan 2011-Nov 2012
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na. U.S. companies have made massive investments
in areas such as planting, breeding, grain and oil
processing, agricultural machinery, etc. in China.
These moves, which have also brought about mas-
sive technology transfer, have fostered the develop-
ment and modernization of agriculture and related
industries in China.
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On the other hand, China has been encourag-
ing outbound investments, particularly in selected
sectors including agriculture in recent years. In
fact, compared with the outbound investments in
sectors such as energy, utilities and mining, China’s
outbound investment in the agricultural sector has
just started. The rise in worldwide food prices in re-
cent years has spurred China’s enthusiasm to invest
in the overseas agricultural sector. One of the most
eye-catching examples was Chinese food manufac-
turer COFCO acquiring in 2008 a 4.95% minority
stake of Virginia-based Smithfield, the world’s lead-
ing processor and marketer of fresh pork and pack-
aged meat as well as the largest producer of hogs.
Afterwards, in late-2009, COFCO paid US$31.24m
(RMBI194m) to take over Maverick, a joint venture
between Smithfield and Belgium’s ARTAL Group in
China. The takeover was aimed at expanding COF-
CO’s high-quality meat business; but it also hoped
to acquire the technology and management skills of
Smithfield and Maverick.

Also noteworthy is that, besides outbound in-
vestments and acquisitions made by China’s state-
owned enterprises (SOEs), the Chinese government
is now also encouraging outbound investments and
acquisitions by the private sector. On 29 June 2012,
the National Development and Reform Commission
(NDRC), the Ministry of Commerce (MOFCOM),
the State Administration of Foreign Exchange
(SAFE) and ten other regulatory authorities jointly
released the “Implementing Opinions on Encourag-
ing and Guiding the Active Outbound Investment by
Private Enterprises” (the Opinions). The Opinions lay
the foundation for more detailed measures to be pro-
mulgated in the future for encouraging cross-border
investments and mergers and acquisitions activities
by Chinese private enterprises. This may signal the
beginning of a new wave of overseas investments and
acquisition activities by Chinese private enterprises,
many of whose owners wish to diversify their invest-
ments and wealth geographically. Agriculture is in
China’s list of ‘preferred sectors’.

In view of these latest developments, China’s
outbound investments in agriculture are likely to
increase at a fast pace going forward. The U.S. is
likely to be one of the favorite investment destina-
tions, and more focuses will be placed on agricul-
tural technologies and green technologies.

Enhanced agricultural technology cooperation
and personnel exchange

Since the U.S.-China Joint Working Group on Ag-
ricultural Technology was established in 1980, over
450 missions and over 2,500 visiting experts have
been exchanged between the USDA and the Minis-
try of Agriculture of China (MOA), covering topics
ranging from germplasm, biotechnology, biomass
energy, pest management, pesticide management
and agricultural technology extension. In addition,
through various forms of collaboration, including
joint research centers and laboratories, cooperative
platforms and cooperative plans, a large number
of personnel were trained in modern agricultural
technologies, and made significant contributions to
agricultural technology advancement and agricul-
tural development in both countries".

A series of effective dialogues have been estab-
lished

Both the U.S. and China have a chance to gain
hugely from increased synergies. The key is to cre-
ate a positive agenda to build on the accomplish-
ments achieved in the past decades. Both govern-
ments have attached great importance to this, and
have established a long-running series of dialogues
- including the Joint Committee on Cooperation in
Agriculture (JCCA) and Joint Working Group on
Agricultural Technology - and have continued to
engage in the Joint Commission on Commerce and
Trade (JCCT) and the Strategic and Economic Dia-
logue (S&ED). In February 2013, agriculture min-
isters from the U.S. and China signed an historic

17 China-U.S. Plan of Strategic Cooperation in Agriculture 2012-2017
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Figure 13: China’s Agricultural Subsidies

2009 2010 2011 2012
Direct Payment USS$ Billion 2.30 2.30 2.30 2.48
Seed Subsidy US$ Billion 3.02 2.30 3.49 4.30
Machinery US$ Billion 1.98 2.36 2.78 3.42
Fuel/Fertilizer Subsidy USS$ Billion 11.51 13.00 13.75 17.26
Total US$ Billion 18.80 20.32 22.32 27.45
Government Procurement Price
« Early Indica Rice US$/MT 286 295 324 381
Rice « Late Indica Rice US$/MT 292 308 340 397
« Japonica Rice US$/MT 302 333 406 444
Wheat US$/MT 270 279 298 324
Corn US$/MT 214 221 265 317
Rapeseed US$/MT 582 574 730 754
Soybean US$/MT 548 550 587 613
Lint Cotton US$/MT 1,912 1,912 3,143 3,246

Source: collected from different China government rules

Plan of Strategic Cooperation that will guide the
agricultural relationship of the two countries for
the next five years. The plan builds on the already
strong relationship the two countries enjoy around
agricultural trade, science and education. It looks
to deepen cooperation in priority areas such as food
security, animal and plant health and diseases, sus-
tainable agriculture, genetic resources, biotechnol-
ogy, emerging technologies, as well as agricultural
markets and trade'®.

Ongoing concerns and disputes

Complaints and concerns from the two countries
There are complaints from China about the limited
market access for Chinese agricultural products in
the U.S., due to the high tariffs levied on certain
types of agricultural products. For example, al-
though the overall tariff level in the U.S. is relatively
low, the U.S. levies a 20% tariff on the imports of
fowl, 19% on soybean oil and as high as 139% on
dairy products. China also argues that the huge
amounts of agricultural subsidies by the U.S. gov-
ernment have given U.S. agricultural products such
as corn, cotton, wheat and soybean an unfair price

18 “China-U.S. Plan of Strategic Cooperation in Agriculture 2012-2017”,
USDA, 2012.

advantage in the competition. The U.S. has argued
that China’s agricultural subsidies are stimulating
production of land intensive products at the ex-
pense of U.S. exports (see Figure 13).

Green standards, packaging requirements and
other technical barriers by the U.S. on China’s ex-
ports are other areas of disputes. Disagreements
also arise on China’s ‘market economy’ status, as
well as the selections of ‘inappropriate surrogate
countries’ when the U.S. launches anti-dumping in-
vestigations against Chinese agricultural products.

Meanwhile, increasing food imports by China
have prompted concerns about over-reliance on
the global markets and food security, especially if
the surge in imports would lead to dramatic falls
in local production. Moreover, China is concerned
about the potential harmful impact of genetically
modified food from the U.S.

The U.S. has complained about the ‘unscientific
and inconsistent’ applications of sanitary and phyto-
sanitary measures by China, especially on U.S. beef
and pork™. The U.S. is also concerned about China’s

19 USITC (2011) estimated that China’s sanitary and phyto-sanitary
(SPS) measures have a larger effect on U.S. exports to China than
tariffs. SPS measures substantially limit or effectively prohibit certain
U.S. agricultural products. Refer to “China’s Agricultural Trade:
Competitive Conditions and Effects on U.S. Exports”, United States
International Trade Commission (USITC), 2011, USITC publication
5419, http://www.usitc.gov/publications/332/pub4219.pdf
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seed and genetically modified organism (GMO) reg-
ulatory system. One example is the use of ractopa-
mine in U.S. pork production. Ractopamine is a U.S.
Food and Drug Administration (FDA) approved beta
agonist feed ingredient that increases lean meat yield
and is widely used in the swine industry in the U.S.
However, ractopamine has been banned in countries
such as E.U. member states, China and Russia. In
2002, China banned the use of all beta agonists, and
delisted U.S. exporters whose products were found to
contain ractopamine residue.

The U.S. claims that the allocation of China’s
tariff-rate quotas (TRQs) is opaque and problem-
atic. In a WTO case initiated in September 2011, the
U.S. challenged China’s imposition of anti-dump-
ing and countervailing duties on various U.S. poul-
try products. In addition, some U.S. agriculture
companies argue that China’s restrictions on for-
eign investment in the agricultural sector will limit
competition and lead to slower industry develop-
ment. Meanwhile, the U.S. government is actively
monitoring China’s subsidies and support measures
for the agriculture sector in recent years. U.S. meat
exporters are also frustrated by lengthy delays at
custom clearance - a situation that prohibits them
from exporting chilled meat.

Efforts and progress made by the two countries
In its “2011 Report to Congress on China’s WTO
Compliance”, the U.S. Trade Representative’s Office
(USTR) acknowledges that China has implemented
its tariff commitments for agricultural goods each
year in a timely manner. Tariffs on agricultural
goods of greatest importance to U.S. farmers and
ranchers were lowered from the 1997 average of 31%
to 14%, in almost all cases over a period of five years
running from 1 January 2002, or by 1 January 2006.
China did not have to implement any new tarift re-
ductions in 2011, as the last few required tariff re-
ductions on agricultural goods took place in 2008.
The USTR has commented that the accumulated
tariff reductions made by China, coupled with in-

creased demand, contributed to continued healthy
exports of certain U.S. exports to China in 2011. Ex-
ports of some bulk agricultural commodities have
increased dramatically in recent years, and continue
to perform strongly, including soybeans and cotton.
The value of U.S. soybean exports to China rose al-
most five-fold from US$2.2bn in 2005 to US$10.8bn
in 2010; while U.S. cotton exports to China totaled a
then record of US$1.4bn in 2004, and subsequently
rose to US$2.2bn in 2010. Exports of forest prod-
ucts such as lumber encountered high demand, in-
creasing by 86% from January through September
2011, when compared to the same period in 2010.
Fish and seafood exports also grew significantly, up
57% for the first nine months of 2011. Meanwhile,
exports of consumer-oriented agricultural products
grew by 64% for the first nine months of 20112°.

China claims this exemplifies its strong com-
mitment to WTO principles, despite the potential
damage to domestic farmers who face difficulties
competing with imported products - for example,
imports of cheap cotton from the U.S. have under-
cut Gansu and Xinjiang-based suppliers.

Over the last few decades, the U.S. farm poli-
cies have become more market orientated. The
1985 and 1990 Farm Bills reduced supply controls
and cut price supports. The 1996 Farm Bill made a
major move away from price support and income
supports and focused more on conservation and
water quality. The Export Enhancement Program
(EEP), which was introduced in 1985 and was the
U.S. largest agricultural subsidy program, became
inactive after 2002 and was finally repealed in the
2008 Farm Bill. U.S. production of meat products,
horticultural products and processed foods are not
subsidized. While the 2012 Farm Bill that aimed
to terminate the Dairy Export Incentive Program
(DEIP) was not passed because of political gridlock
related to ‘fiscal clift’ arguments, the need to reduce
the federal deficit will put downward pressure on

20 “2011 USTR Report to Congress on China’s WTO Compliance”, The
United States Trade Representative (USTR), December 2011.
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government spending to support U.S. agriculture
in the coming years. President Obama’s budget pro-
posal for the fiscal year 2014 released in April 2013,
for example, proposed to eliminate direct payment
and reduce the crop insurance fund®.

China has maintained high self sufficiency in
grains and not overly relied on U.S. agricultural
imports*

China has a high degree of self sufficiency for ce-
reals - rice, wheat and corn - the national staple
food. In 2011, China produced 496.37 million tons
of cereals and has a net import of only 4.51 million
tons, 0.91% of domestic production. While the pro-
portion of net imports has increased significantly
in recent years (the percentage of net imports to
domestic output was 0.38% in 2010), the sufficiency
ratio remains high. Net imports of grains will con-
tinue to increase in the future, as there is a consen-
sus among Chinese policy makers and scholars to
lower the self-sufficiency ratio to 95%.

In cereals, China has gone from a net exporter
of rice to a net importer in 2011, with the top three
importing countries being Vietnam, Thailand and
Pakistan. Among the total imports of 1.25 million
tons of wheat in 2011, imports from the U.S. ac-
counted for 0.43 million tons (34.34%) and ranked
as the second largest importing country, while the
largest source of imports was Australia with 0.64
million (51.11%). For corn, the U.S. was the largest
supplier (96.16%), with Laos being the second larg-
est (2.01%) and Myanmar being the third (1.62%).

On the other hand, China relies heavily on the
import for soybeans, a substantial proportion of
which is used as feed for animals. In 2006-2011, its
imports of soybeans increased from 28.3 million
tons to 52.6 million tons, while total domestic out-
put remained around 14 million tons. The U.S. was

21 See “Farm Policy Roundup”, Jeremy Peters, A New Farm Bill, 12 April
2013 http://www.farmbillfacts.org/farm-policy-roundup-4-12-2013

22 See the monthly report by Department of Foreign Trade of the Ministry
of Commerce of China, http://big5.mofcom.gov.cn/gate/big5/wms.
mofcom.gov.cn/aarticle/subject/ncp/subjectbb/200603/20060301783733.
html

one of the top three countries for imports of soy-
beans by China. In 2011, the volume of U.S. imports
amounted to 42.46%, with another 39.18% of soy-
beans imported from Brazil and 14.90% from Ar-
gentina. The market has remained diversified and
competitive.

Genetically modified agricultural products
While there remain issues of concern about U.S.-
China bilateral trade on biotechnology or geneti-
cally modified (GM) agricultural products, they are
usually of an administrative, procedural or techni-
cal nature”. While the Chinese Ministry of Agri-
culture (MOA) is alleged to have a time-consuming
and inconsistent approval/registration process for
GM agricultural products, the fact remains that bi-
lateral trade of GM agricultural products between
the U.S. and China is huge and growing. Unlike
governments in Europe or Japan, both governments
are in fact encouraging GM research, production
and consumption.

Today, U.S. ranks first and China ranks sixth in
terms of GM product cultivated area. Commercial-
ized biotech crops in China include Bt Cotton, Bt
Poplar, PRSV Papaya, VR Sweet Pepper, and DR
and VR Tomato. Among these crops, adoption rate
of Bt cotton in China was 71.5%%* and nearly all
commercial papaya grown in China are GM ones.
Biotechnology plantings as a percentage of total
crop plantings in the U.S. in 2012 were about 88%
for corn, 94% for cotton and 93% for soybeans®.

Both China and the U.S. are also relatively open
to GM imports, as witnessed by the enormous flow
of GM agricultural products between the two coun-

23 Issues include the lack of a low level presence (LLP) policy or a ‘stacked
traits approval’ policy, which is highly technical. Refer to “Risk
assessment of GM stacked events obtained from crosses between GM
events”, De Schrijver, A., et al, Trends in Food Science & Technology
(2006), doi:10.1016/j.tifs.2006.09.002 http://www.lacbiosafety.org/
wp-content/uploads/2011/09/risk-assessment-of-gm-stacked-events-
obtained-from-crosses-between-gm-eventsl.pdf

24 “Global Status of Commercialized Biotech/GM Crops: 20117, Clive
James, ISAAA Brief No. 43. ISAAA: Ithaca, New York, 2011.

25 “Adoption of Genetically Engineered Crops in the U.S.”, USDA, http://
www.ers.US$a.gov/data-products/adoption-of-genetically-engineered-
crops-in-the-us/recent-trends-in-ge-adoption.aspx
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tries. In 2010 alone, China imported a total of 15.02
billion tonnes of corn (96.2% of its total corn import
of 15.73 billion tonnes) and 235.95 billion tonnes of
soybeans (42.5% of its total soybean imports) from
the U.S. These imported corn and soybeans are al-
most entirely genetically engineered®. Imports of
Chinese processed tomatoes for U.S. consumption
increased from 691 million tonnes in 2003 to 12,116
million tonnes in 20077, the majority of which is
also genetically modified.

Moving forward, the U.S. and China can further
cooperate in the area of GM research and regula-
tion to promote consumer welfare, productivity
and trade. The introduction of a synchronous ap-
proval system that allows application for a biosafety
certificate in the importing country - required be-
fore the product can be exported to China - before
the product gets fully approved from the exporting
country will eliminate unnecessary delays in mar-
keting and trading new biotech products. In due
course, a unified registration regime can be devel-
oped where approvals issued by one country will
automatically be converted into approvals of the
other country.

In today’s world where GM technology has be-
come irreversible, cooperation between the U.S.
and China - two of the biggest producers and con-
sumers of agricultural products - is critical to the
protection of consumers’ welfare in both countries
and around the world. Co-development of the two
countries’ regulatory regimes is the only way to
bring quality GM products to the general public.
Studies of U.S. and Chinese public opinion have
repeated shown that consumers are not necessarily
against GM products, but they insist on their ‘right
to know’. To address this issue, the U.S. and China

26 Values of corn and soybeans imports are computed using Chinese
Ministry of Commerce (MOFCOM) figures http://wms.mofcom.gov.
cn/subject/ncp/index.shtml.Percentages of GM varieties among the
imports are estimations based on the fact that 88% of corn and 93% of
soybeans grown in the U.S. are GM (cited above) and the assumption
(as shared by various reports and analyses) that most non-GM products
are retained in U.S. to be sold at a premium domestically.

27 “Monitoring of U.S. Imports of Tomatoes 2008”, United States
International Trade Commission (USITC), 2008.

can learn from the E.U., where the mandatory la-
beling mechanism provides a framework for the
traceability of products consisting of or containing
GMOs, and food and feed produced from GMOs, so
that effects on the environment and health can be
monitored, and appropriate risk management mea-
sures can be implemented. To further protect the
consumers’ rights to know and enhance traceabil-
ity, the U.S. and China can move ahead of the E.U.
to legislate for the mandatory labeling of products
such as meat, milk and eggs from animals fed on
GM animal feed.

While presenting us with huge opportunities,
the proliferation of GM technology would ulti-
mately require fundamental changes to global gov-
ernance that we are not fully prepared for. Unlike
trade of other goods, cross-border monitoring and
traceability of GMOs depend on a new level of sys-
temic integration and convergence. As long as ongo-
ing technical exchanges continue, and the U.S. and
China learn to recognize each other’s institutions
and standards through dialogues, we are confident
that both countries can come up with a mechanism
acceptable to all stakeholders including farmers,
food processors, food traders and consumers.

Our Recommendations

To sign long-term supply contracts between U.S.
exporters and Chinese importers

A large proportion of most agricultural products
are produced and consumed locally. Global prices
for many agricultural products are affected by mar-
ginal changes in supply and demand, and therefore
tend to be volatile. Such volatility in global prices, in
turn, affects food prices and the livelihood of many
people around the world, as well as introduces un-
certainties for many producers.

Given the long-term growth in demand for food
in China, this study proposes that long-term com-
modity supply contracts should be negotiated and
signed between U.S. exporters and Chinese import-
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ers through platforms established and supported
by both governments. This will help to encourage
investments in new production and logistics capac-
ity, stabilize the income of commodity suppliers, as
well as enhance food security in China.

Agricultural commodities such as grains (maize,
rice and wheat), soybeans and meat (beef, chicken
and pork) all have potentially huge demand in Chi-
na. The U.S. has the capacity to increase production
and export these commodities to China. China has
shortages of land and water, and the U.S. has higher
productivity in the production of these commodi-
ties. In order for trade in agricultural commodities
between the U.S. and China to be successful and
sustainable, the U.S. farmers must, on the one hand,
be assured that the Chinese demand is long term, so
that they are willing to invest in land and equipment,
and employ and train the necessary manpower. On
the other hand, the Chinese importers must be as-
sured of the reliability of the U.S. supply. Short-term
contracts would not induce an expansion in U.S. out-
put, investment and employment, but would merely
lead to more volatility in global prices.

As for China, food security is crucial, and thus
the Chinese importers must be assured that they
can count on receiving the U.S. exports year in,
year out. What is therefore needed is a long-term
supply contract based on forecast numbers between
the two sides say, for 10 or 20 years. The pricing for-
mulas should be mutually agreed, say, on a cost-plus
basis, so as to protect both the sellers and the buyers
from the volatility of spot market prices. One way
for China to be reasonably assured that the supply
is not likely to be interrupted for any reason is for
the U.S. exporters to set aside as collateral in ware-
houses in China, or a third country, an amount of
agricultural commodities equal to one year of con-
tracted supply, with the collateral withdrawable by
the Chinese importers in the event of an interrup-
tion of exports from the U.S. At the same time, the
Chinese importer would have to make available the
necessary funds for one year’s purchase in an es-

crow account kept in the U.S. or a third country to
guarantee its purchase. Such collateral agreements
would help to reduce uncertainty and discourage
both sides to renege on their contractual obliga-
tions. If such a long-term supply contract can be ne-
gotiated by the two sides, it is not only win-win eco-
nomically, but will also help promote a long-term
friendly relationship between the two countries.

The desirability for China to import meat rather
than animal feed

The U.S. has a major advantage in land intensive
crops such as corn and soybeans. The issue, there-
fore, is where the animals that will consume this
grain should be raised. All else held equal, if it is
less expensive to move the animal product to China
than it is to move the grain to China, then the in-
dustry should be located in the U.S. If it is less ex-
pensive to move the grain than the meat, then the
industry should be in China.

The cost of corn or soybeans for Chinese pork
producers is at least 11 cents per kg higher than in
the U.S.%8. This price difference can be taken as a
proxy for transportation costs for feed. The cost
of shipping meat from the U.S. to China is about
26 cents per kg®. From a transportation cost per-
spective it will make more sense to transport meat
rather than the grain equivalent so long as the meat
contains more than 2.4 units of grain. Using pork as
an example, each kilogram of live animal contains
3 kg of grain. This live animal produces 76 kg of
carcass for each 100 kg of live animal. Each 100 kg
of carcass produces 75 kg of boxed pork. This means
that each kilogram of boxed pork contains 5.2 kg
of feed. Clearly it is far less expensive to ship pork
rather than the grain equivalent.

Differentials in livestock productivity also favor
locating the livestock industries in the U.S. In the

28 This can be confirmed by comparing U.S. and Chinese prices for these
corn and soybeans where the Chinese price is typically US$110 per ton
greater than the U.S. price.

29 This meat transport cost data comes from U.S. pork exporters who
routinely export containers to China.
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U.S., the feed conversion ratio (FCR) for poultry is
1.9-2.0 (pounds of grain per pound of meat), and
3.3-3.6 for pork and 5.5-6.5 for beef. In China, the
corresponding numbers are 2.2-4.0, 3.5-8.0 and
above 10 for beef*. These differentials support the
idea that instead of importing U.S. grain and corn
for feeding livestock, it would make more economic
sense for China to import U.S. meat. (Note, how-
ever, that the economics of animal production can
be greatly affected by labor costs, regulations, and
distance to markets, logistics and other issues. In
addition, the FCR depends on how old the animal is
when it is slaughtered.)

Another strong reason for China to import more
meat than feed is that the former is much more land
intensive and water intensive, and China is a coun-
try with an acute shortage of arable land and water.
A farmer can raise more calories on a hectare of
land by growing plants rather than raising poultry
or animals. Meat production also requires much
more water. Beef is one of the most water-intensive
meats. To produce one ton of beef requires, on aver-
age, 15,500 cubic meters of water; compared with
4,850 cubic meters for pork, 3,900 cubic meters for
chicken, 1,800 for soybean and 1,300 for wheat®.
Importing meat, especially beef, in that sense, is a
way for China to import water.

To facilitate bilateral foreign investment

Restrictions on foreign investment in the agricul-
tural sectors of the two countries result in under-
investment, which ultimately will lead to a lack of
competition and lost efficiency, slower agriculture
development and higher food prices. To fully ex-
plore the benefits of U.S.-China agriculture coop-
eration, the two countries should reduce barriers
for foreign participation and investment in agricul-
ture and the food industry. This will open up lots of
profitable investment opportunities for both sides,

30 “Sino-US Agricultural Cooperation”, Eric Trachtenberg, unpublished
manuscript, July 2012.
31 Refer to the website of China Water Risk http://www.chinawaterrisk.org

as well as promote the development and advance-
ment of agriculture in both countries.

Currently, the Chinese government is trying
to encourage investment in projects to address the
severe water shortages in northern China, as well
as erosion and pollution problems throughout the
country. The government is also attracting invest-
ment in China’s poorer western provinces. One at-
tractive area for foreign investment is agricultural
products for export. Considerable investment has
already been made in chicken meat processing for
export to Japan and Europe, as well as fruit and
vegetable production, packaging and processing
for export around the world. Investment in soy-
bean crushing plants and seafood processing plants
is also substantial and growing. Foreign-invested
companies, including some agribusinesses, are re-
sponsible for half of all foreign trade. The largest
investors are overseas Chinese, mostly from Hong
Kong, Taiwan and Southeast Asia*.

To maximize the synergies, more efforts should
be made to promote cross-border investment in
areas like biotechnology (such as large-scale seed
production of genetically modified crops), green
agriculture technologies (such as recycling agricul-
tural wastes), emerging technologies (such as smart
technology equipment) and modern logistics, just
to name a few.

32 “Sino-US Agricultural Cooperation”, Eric Trachtenberg, unpublished
manuscript, July 2012.
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How investment along the agricultural supply chain promotes
food security: A case study

Continental Barge and Grain is a huge U.S. company that is involved in all aspects of grain movement.
At first glance, it resembles other U.S. grain companies such as Cargill or ADM in that it offers a full
range of shipping and financial service. What is unusual about the company is that it is owned by Zen-
noh and Itochu. A similar situation exists with Indiana Packers, a major U.S. pork processor, which
is owned by Mitsubishi Corporation and Itoham Food. Why would Japanese based companies wish
to become involved in such a low margin agricultural business as grain shipping or pork processing?

Anecdotal evidence from discussions with employees of both U.S. companies mentioned above,
coupled with academic research on the topic, suggest that the primary reason is for Japan to “secure
stable supplies of raw material”*. Japanese control of some aspects of the supply chain gives the Japa-
nese company and Japanese society a sense of security that is apparently worth the investment. For
example, one can imagine a strike by barge operators that cripples U.S. grain exports. By owning a
key component of this industry, Japan is in a position to offset the negative impact of this strike by
convincing its U.S. employees not to participate.

This concern with food supplies is difficult to understand by those who live in food surplus coun-
tries such as the U.S. However, when one looks at all of the efforts the U.S. has undertaken to secure
a stable supply of oil, the concern that food importing countries have with securing a stable supply of
imports becomes much more understandable .

Faced with the need to import food, it would be understandable if some companies in China devel-
oped an interest in control of the production and distribution system for this food. Some in the U.S. will
oppose this move, but it is important to realize that U.S. agricultural exports to China will not reach their

full potential unless China is comfortable with the security of the system that is delivering this food.

* See Raymond A. Jussaume and Martin Kenney, “Japanese investment in United States food and agriculture: Evidence from California and
Washington”, Agribusiness, Volume 9, Issue 4, pages 413-424, July 1993 .

To develop a more liberalized trade environment
which enhances market access

The benefits of U.S.-China agricultural trade are
so obvious that it would be unwise to pose any un-
necessary barriers to it. Both countries should take
sufficient measures to comply with their WTO ob-
ligations and implement their tariff commitments,
while refraining from the use of non-tariff barriers
such as subsidies, licensing requirements, sanitary
and phytosanitary measures, packaging standards,
etc. Safeguards, anti-dumping and countervailing
measures must not be abused and have to be ap-
plied strictly in accordance with WTO disciplines.
Meanwhile, both countries should actively seek to

resolve trade disputes through discussions and ne-
gotiations.

Both countries are set to reap the low hang-
ing fruits of closer trade ties. A case in point is the
removal of the import ban on U.S. pork by China
in May 2010. Since the lifting of the ban, Chinese
imports of U.S. pork have grown substantially. This
has benefited both the U.S. and China, renewing
American access to China’s pork market while re-
ducing food inflation in China. In December 2012,
the 23rd session of the U.S.-China Joint Commis-
sion on Commerce and Trade also concluded some
agriculture deals. As the then U.S. Secretary of Ag-
riculture Tom Vilsack said, “We were able to make
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progress on several key issues, while reinforcing the
inherent value of the products produced in the U.S.
Much more work remains to be completed and we’ll
continue working with our Chinese counterparts in
the year ahead.”

Tariff-rate quotas (TRQs) are also significant bar-
riers to trade as well as good protection methods for
domestic producers. Transparency of quota distribu-
tion and the state trading issues are two of the main
concerns related with TRQs. How to administer
TRQs is a great challenge in the future. There are two
criteria for quota administration: quota fill and non-
discrimination®*. The former requires no imports in-
hibition and the latter requires equal treatment across
all countries. Currently, Chinese quota distributions
are based on their historical market shares and al-
located by license, ‘first-come, first serve’ methods,
which is the most likely to be discriminatory and
pose a moderate risk of biased trade®. However, auc-
tioning for traders without experience may cause
quota rent issues (some inexperienced traders may
sell the quota instead of doing the actual trade). The
management of the TRQs is a challenging but im-
portant subject, and the Chinese government should
review it with a view to enhancing the best interest of
the public. Taking a proportion of the quotas out for
auctioning regularly to players with at least two years
of experience in the business is an option to consider.

To deepen technological cooperation, informa-
tion exchange and resource sharing

In the interest of boosting productivity and de-
veloping a more advanced, sustainable and resil-
ient agricultural sector, China and the U.S. should
strengthen their cooperation and exchange on the
following fronts:

33 “U.S. and China Conclude 23rd Session of the Joint Commission on
Commerce and Trade”, Office of the United States Trade Representative,
19 December 2012, http://www.ustr.gov/about-us/press-office/press-
releases/2012/december/us-china-conclude-23rd-JCCT

34 “Economics of Tariff-Rate Quota Administration”, David W. Skully,
Technical Bulletin No. 1893, 2001, Market and Trade Economics
Division, Economic Research Service, U.S. Department of Agriculture.

35 Ibid.

Sustainable agriculture - such as resource-sav-
ing agriculture: land conservation, cleaner farming
practices, waste utilization and recycling; disaster
management, etc.

Biotechnology and genetic resources — such as
germplasm development, breeding of new varieties,
genetically modified organisms, etc.

Plant and animal disease control - such as diag-
nosis techniques; research and development (R&D)
of pesticides and veterinary drugs, etc.

Information exchange and resource sharing
mechanisms and platforms can be established to
exchange the latest progress in R&D and applica-
tions of agricultural science and technology. Vari-
ous communication activities should be promoted
and facilitated between government bureaus, uni-
versities, institutes, agricultural associations and
chambers of commerce from both countries. The
private sector also has a vital role to play; and the
Joint Working Group on Agricultural Technology
may be used as one mechanism to encourage the
engagement of the private sector.

Signing long-term contracts for technology coop-
eration is also recommended. There are recent surges
of interests in agricultural technology cooperation
between China and the U.S. Agricultural develop-
ment cooperation is being pursued primarily by the
private sector in the U.S. and government supported
research centers in China. Growing concerns for
food and energy security and the volatility of global
commodity prices are pushing for further coopera-
tion. However, China should address property rights
issues more seriously while the U.S. should provide
more details in technology sharing policies.

To implement a transparent and science-based
regulatory system in a consistent manner; as well
as consider simultaneous approval and registra-
tion

Both China and the U.S. should employ a transpar-
ent, consistent and science-based approach towards
the regulation of agricultural imports. Currently,
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the two countries have different views and stan-
dards on agricultural product quality and safety,
which often lead to misunderstandings and unnec-
essary disputes. In view of this, China and the U.S.
should work together, through bilateral dialogues,
workshops and in-depth scientific exchange, on the
establishment of science-based inspection and reg-
ulatory systems for agricultural products. In partic-
ular, the two countries should strengthen coopera-
tion in the standardization of agricultural product
quality and food safety requirements. Meanwhile,
the possibility of simultaneous approvals or regis-
trations in both markets should also be explored.

Regarding the implementation of the regula-
tions, both countries should endeavor to ensure
the transparency and consistency of the regulatory
decision-making process. The two sides should also
collaborate on the development of public-private
monitoring and reporting systems for contingen-
cies such as animal and plant disease outbreaks and
food contamination.

There have been concerns from the U.S. about
the inconsistent manner in which the local China
Inspection and Quarantine (CIQ) offices imple-
ment the standard procedures and regulations set
by the General Administration of Quality Super-
vision, Inspection and Quarantine (AQSIQ). For
instance, periodically some local CIQ offices will
deviate from the standard procedures, only verbal-
ly communicating the new requirements with no
forewarning to the importers. While most Chinese
ports accept electronic signatures on phytosanitary
certificates issued to indicate that the plants and
plant products have met specialized import require-
ments, at certain ports manually signed certificates
are sometimes demanded indiscriminately, caus-
ing massively increased costs. Sometimes require-
ments for what needs to be included in contracts
or certificates are arbitrarily changed as well*. It is
strongly advisable that local CIQ offices in all ports

36 “2012 State of American Business in China White Paper”, AmCham
China, April 2012.

throughout China consistently follow the standard-
ized AQSIQ regulations, in order to minimize the
variations in their implementation. The improved
efficiency will help reduce costs for U.S. exporters,
and the savings will ultimately be passed on to the
Chinese consumers.

To promote rural development
Rural development is a major policy priority for
both the Chinese and U.S. governments. Rural
America is home to one fifth of the nation’s people.
As such, it is the keeper of natural amenities and
national treasures, and safeguard of a unique part
of American culture, tradition and history. Today,
jobs and incomes are decreasing in many areas that
are dependent on natural resource-based indus-
tries such as agriculture, mining and forestry, while
other places, often associated with rural amenities,
are thriving. In China, rural population numbers
as many as the urbanites. Their standards of liv-
ing vary significantly, with an average income one-
third of their urban counterparts. In southern and
coastal China, rural areas have seen increased de-
velopment and are catching up with urban econo-
mies. In northwest and western regions, rural so-
cieties remain under-developed and isolated from
other parts of the country. In some of these areas,
even basic needs such as clean water and accessible
transportation are still very much a problem.
Although the U.S. and China have very differ-
ent histories and are in different stages of develop-
ment, they are both plagued by income polariza-
tion among its rural citizens. Hence there is a huge
opportunity for cooperation in social services and
investments, as declining areas must diversify and
attract new businesses, and growth areas must de-
velop strategies to sustain their success. Possible ar-
eas of cooperation include investment on affordable
and timely medical care for the rural population,
rural education and other social services especially
for the elderly. Agritourism is another investment
area full of potentials.
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Concluding Remarks

Agriculture has always been one of the most sen-
sitive issues in U.S.-China relations. Nevertheless,
given the synergies and huge opportunities that
lie ahead, it is important for both sides to further
strengthen agricultural trade ties and coopera-
tion. By recognizing and respecting the differences
in resource endowment and development stage,
the complementarities, as well as the development
needs and potentials of both sides, the two coun-
tries are set to explore and expand the depth and
breadth of agriculture cooperation, and thereby
generate tremendous benefits for both.
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Executive Summary

pportunities for U.S. exports of tourism

services to China are abundant and are ris-

ing fast. As a sizable middle class emerges,
China’s demand for tourism services has entered a
stage of rapid growth. In 2011, about 70 million out-
bound visitor trips were made by citizens of main-
land China, including 28 million trips to Hong Kong
and 16 million to Macau. Total international tourism
expenditure by Chinese travelers in 2011 was around
US$72.6bn and ranked third in the world. However,
the U.S. had fewer than 1.1 million Chinese tourists
in 2011 as compared to around 2.3 million that vis-
ited European countries in 2010. It is estimated that
Chinese tourists will make 20 million trips to long-
haul destinations in 2020. If a more favorable policy
environment is to be created by the Chinese and U.S.
governments, the U.S.” extensive, world-class tour-
ism resources would place it in a unique position
for more Chinese tourists to visit the country in the
coming future.

The average per capita spending by Chinese tour-
ists in the U.S. is much higher than that from most
other countries, as the Chinese stay longer and spend
more on shopping. For every one million Chinese
tourists, around 61,000 American jobs directly re-
lated to tourism or in its supporting sectors are cre-
ated in the U.S.". This does not take into account the
further rounds of multiplier effects on the rest of the
economy. By 2022, Chinese visitors to the U.S. should
exceed five million a year based on current growth
trends. But the U.S. should aim at attracting 10 mil-
lion Chinese visitors a year if more visitor friendly
measures are put in place. 10 million Chinese visitors
would create more than half a million jobs in the U.S.

1 Please see Appendix 3 of this Chapter for the estimation methodology.

While the magnitude of this impact is likely to
be larger in destinations such as California and New
York which are popular with Chinese tourists, the
significance of this job-creation impact may be felt
more strongly in locations that have lost jobs due
to the globalization of manufacturing and yet hold
promise in tourism where jobs cannot be offshored.

Chinese tourists are noted for their spending
on shopping, particularly on luxury goods. Hong
Kong’s experience in recent years shows that the
spending patterns of these tourists have a significant
impact on the business of global luxury brands and
retail market dynamics. Today, many global high-
end consumer product brands have their regional
headquarters in Hong Kong or have their supply
chains managed in Hong Kong because of the ris-
ing importance of Chinese shoppers. The surge in
Chinese visitors in the coming years will have an
impact on the global strategies of many retail play-
ers, offering opportunities for the U.S. to properly
position itself.

One of the major obstacles for the U.S. to fully
capitalize on the potential of Chinese tourist de-
mand is the existing U.S. visa-application process
in China. Today, the U.S. government has visa-pro-
cessing offices in only five cities in mainland China
to serve a huge population spread out in a big coun-
try. An applicant may have to travel a long distance
to have an interview, spending a lot of time and
money even though approval may be far from cer-
tain. Out-of-the-box thinking is required to make
the visa-application process more convenient and
more user-friendly.

As for the flow of tourism in the other direction,
there were 2.1 million U.S. visitors to China in 2012,
accounting for approximately 3.6% of all U.S. out-
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bound tourists and growing by an average of almost
2.2% per annum over the last five years. China is
stepping up efforts to modernize its tourism-related
infrastructure and upgrade its service standards, as

well as liberalize restrictions on the business of for-
eign tourism operators. Further efforts are needed
in these areas to attract more U.S. visitors to China,
and to get them to stay longer and spend more.

U.S.-China Cooperation in Tourism

Introduction

“Every year, tens of millions of tourists from all over
the world come and visit America. The more folks
who visit America, the more Americans we get back
to work. We need to help businesses all across the
country grow and create jobs, compete and win.”

U.S. President Barack Obama, January 2012, speech
at Walt Disney World Resort, Orlando, Florida®

Tourism creates employment in many sectors, in-
cluding aviation, the cruise industries, retail, ho-
tels, restaurants and catering, and entertainment.
Most of the tourism-related jobs are labor-intensive
service jobs that are relatively less skilled. In an in-
creasingly globalized world where division of labor
has become finer and production has become frag-
mented, many work processes can be broken down
into smaller and simpler steps, allowing some to be
relocated or offshored to make the process more
cost effective. This is the source of some unemploy-
ment among unskilled workers in developed coun-
tries such as the U.S.. Tourism therefore helps to
mitigate such unemployment problems by creating
jobs that could not be offshored.

Chinese outbound tourism has entered a phase
of very rapid growth, as per capita gross domestic

2 “Remarks by the President Unveiling a Strategy to Help Boost Travel
and Tourism”, Jan 2012, http://www.whitehouse.gov/the-press-
office/2012/01/19/remarks-president-unveiling-strategy-help-boost-
travel-and-tourism

Figure 1: Outbound Tourists from China and the U.S.
Share of Departures from China*

100
—— Share of outbound Chinese

\ tourists visting the United States (%) r2.0%

®
S

B Total number of outbound
tourists from China (in million tourists)

F1.5%

=N
S

F1.0%

'S
o

Tourists (millions)

0.5%

)
S

~0.0%
2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012

Source: China National Tourism Administration; Office of Travel and Tourism
Industries; CEIC China Premium Database

*Since the China National Tourism Administration has not released the figures
for outbound Chinese tourists to the U.S. for 2001-08, the statistics from the
U.S. Office of Travel and Tourism Industries (OTTI) have been used to calculate
this number over this period. For consistency, the same statistics are also used
to calculate numbers for 2009 - 2011, although the China National Tourism
Administration has since started providing estimates since 2009.

product (GDP) reached US$5,400 in 2011 coupled
with a fast-growing middle class. Over the last ten
years, Chinese outbound visitor-trips® increased
from 17 million in 2002 to 83 million in 2012 (see
Figure 1). While many Chinese tourists went on
short trips initially, the long-haul travel segment is
also entering a rapid growth phase in recent years.
According to the United Nations World Tourism
Organization (UNWTO)*, China was the third
largest spender on international tourism in 2011,
with an expenditure of US$72.6bn, a significant
jump from US$54.9bn in 2010. The UNWTO ex-
pected that the total number of outbound visitor-

3 This number includes visitor-trips to Hong Kong and Macau.
4 “UNWTO Tourism Highlights, 2012 Edition”, United Nations World
Tourism Organization, 2012.
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Figure 2: Visitor Numbers between China and the U.S.

253
—— U.S. tourists in China (in 1,000,000 tourists)

——— Chinese tourists in the U.S. (in 1,000,000 tourists) g

—
5 )

i

Tourists (millions)

|

0

T T T T T T T
2000 2002 2004 2006 2008 2010 2012

Source: China Statistical Yearbook, 2012; China National Tourism Administration;
Office of Travel and Tourism Industries

trips from China will reach 100 million in the next
few years®. A study prepared by The Boston Con-
sulting Group® projected that about 20 million long-
haul trips will be made by Chinese travelers in 2020
as the value of the Chinese market for international
outbound tourism grows by 17% annually over the
coming decade. By 2022, it is projected in the same
study that the number of Chinese outbound trips is
likely to reach 182.7 million a year’.

While the number of Chinese tourists visiting
the U.S. has also been rising sharply in recent years
from a low base (see Figure 2°), it accounted for only
about 1.5% of the total outbound trips from China
in 2011. There were around two million visitor-trips
made by Americans in China in 2011, but Chinese
tourist trips to the U.S. were only half that number.
The 2.3 million trips to Europe made by Chinese
citizens in 2010°, as compared with 0.8 million trips
made to the U.S., also shows the significant poten-
tial of U.S. tourism service exports to China that are
waiting to be developed.

5 “Tourism 2020 Vision”, United Nations World Tourism Organization,
2000.

6 “Taking Off: Travel and Tourism in China and Beyond”, The Boston
Consulting Group, Mar 2011. See Appendix 1 to this chapter for further
details.

7 'The Boston Consulting Group estimated in Mar 2011 that the number
of Chinese outbound trips would grow by over 10% per annum from
2010 to 2020.

8 The drastic decline in visitations in 2003 was mainly due to the
outbreak of the severe acute respiratory syndrome (SARS) in Hong
Kong and its impact on travel around the world.

9 “New Chinese Tourists in Europe from 20177, Z_punkt The Foresight
Company & TUI Think Tank, Jun 2012 (for further details see
Appendix 1 at the end of the chapter).

The Current State of
US-China Tourism

Rich tourism resources

Due to both countries’ rich histories and large geo-
graphical areas, the U.S. and China have a wide va-
riety of tourist attractions for every kind of traveler.
Natural scenery and manmade landscapes in China -
such as Huangshan Mountain, Tai Mountain, Badal-
ing Great Wall, Leshan Giant Buddha, the terracotta
soldiers in Xian and the karst landscape in Guilin -
are popular among American tourists. On the other
hand, China’s tourists enjoy visiting a range of at-
tractions in one of the world’s most advanced econo-
mies, including New York City, Yellowstone National
Park, Grand Canyon National Park, Independence
Hall in Philadelphia, prestigious universities such as
Harvard and Massachusetts Institute of Technology
in Boston, Hollywood, Broadway, Disneyland parks
in Florida and Los Angeles, and various Chinatowns
around the country. The two countries offer tourists
a diverse range of unique cultural and culinary ex-
periences. Chinese visitors also enjoy shopping for
American consumer goods at competitive prices,
ranging from fashion to electronic gadgets.

Great potential of the two countries in each oth-
er’s inbound tourism market

In 2011, the U.S. was China’s fourth largest source
of inbound tourists, after South Korea, Japan and
Russia (see Figure 3). China welcomed about two
million American tourists in the same year. This is
a relatively small proportion compared to the large
size of U.S. economy and population, suggesting
great potential to increase this figure.

As for inbound travel to the U.S., more than
half of its tourists come from its two neighbors —
Canada and Mexico. Accounting for around 1.7%
of total inbound tourists to the U.S. in 2011, China
registered a 27.7% average year-on-year growth rate
over the period 2006 to 2011 and has been moving
up steadily in the rankings.
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Figure 3: Inbound Travel to Mainland China by Country of Origin

Country Inbound tourists in 2011 (millions) Average year-on-year growth rate 2006-2011 (%)
1 South Korea 4.19 1.3
2 Japan 3.66 -0.5
3 Russia 2.54 1.1
4 U.S. 2.12 4.4
5 Malaysia 1.25 6.5
6 Singapore 1.06 5.1
7 Vietnam 1.01 N.A.
8 Mongolia 0.99 9.5
9 Philippines 0.89 49
10 Canada 0.75 8.4

Source: China National Tourism Administration
Note: Hong Kong, Macau and Taiwan are not included in the above analysis.

Figure 4: Inbound Travel to the U.S. by Country of Origin

Rank Country Inbound tourists in 2011 (millions) Average year-on-year growth rate 2006 - 2011 (%)
1 Canada 21.34 5.9
2 Mexico 13.49 0.3
3 U.K. 3.84 -1.7
4 Japan 3.25 -2.4
5 Germany 1.82 5.6
6 Brazil 1.51 23.5
7 France 1.5 13.7
8 South Korea 1.15 8.7
9 China 1.09 27.7
10 Australia 1.04 11.5

Source: Office of Travel and Tourism Industries

Economic implications of tourism on the U.S.
economy

According to the U.S. Bureau of Economic Analy-
sis (BEA), the tourism and travel industry (com-
prising domestic travel and international inbound
and outbound travel) accounted for about 2.7% of
U.S. gross domestic product (GDP) in 2010. In the
same year, it created 7.5 million jobs, 16% of which
were generated by international visitor demand. Be-
ing the largest service export industry, tourism ac-
counted for 7% of total exports and 24% of service
exports. The BEA estimates that every 65 additional
international visitors to the U.S. can support an ad-

ditional job in the travel and tourism industry®.
The average growth rate of Chinese tourists go-
ing to the U.S. was 27.7% over the last five years as
compared to 4.2% for all tourists visiting the U.S. In
2011, a total of 62.7 million foreign tourists visited
the U.S., of which 1.1 million came from China. To-
tal spending by all foreign visitors to the U.S. was
estimated to be about US$153bn in 2011, of which
Chinese visitors accounted for US$7.7bn. Chinese
visitors made up 1.8% of all visitors to the U.S., but
5% of total tourist spending, reflecting the much

10 See Appendix 3 at the end of this chapter for further details of the BEA
estimate.
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Figure 5: U.S. Trade Balance in Travel and Tourism with
China
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higher per capita spending of Chinese visitors than
the average, due partly to a longer period of stay and
partly more expenditure on shopping''. The value
added to the U.S. economy of spending by travel-
ers from China in 2010 is estimated to be almost
US$2.2bn".

As shown in Figure 5, U.S. travel and tour-
ism exports to China increased from US$2.7bn in
2007 to US$7.7bn in 2011, representing an average
annual growth of 30% in recent years. In spite of
a smaller number of Chinese tourists going to the
U.S. than Americans to China, the U.S. has run a
trade surplus in travel and tourism with China
since 2008, which grew to around US$4.4bn in 2011.

Tourism Cooperation and
Promotion Mechanisms

China and the U.S. have strengthened cooperation
in tourism over the past decade as both countries
recognize the important role the sector plays in

11 According to the Office of Travel and Tourism Industries of the U.S.
Department of Commerce, the average spending per Chinese tourist
in the U.S. in 2011 was about US$7,100 as compared with an average of
around US$2,470 for all visitors.

12 The value added of the U.S. travel and tourism industry in 2010 was
about US$393.68bn. In the same year, the non-resident demand for
travel and tourism-related goods and services was around 15% of total
demand. This percentage is used to apportion the total value added of
the U.S. travel and tourism industry to international visitor demand.
The value added of spending by international inbound travelers in
2010 is therefore estimated to be US$59.05bn. Since spending of
Chinese visitors in the U.S. in 2010 accounted for 3.72% of total tourist
spending, the value added to the U.S. economy of spending by travelers
from China was almost US$2.2bn.

generating economic growth and jobs. First held
in 2007, the U.S.-China Tourism Directors Summit
rotating between cities in the two countries is an
annual event to advance cooperation and exchange
in tourism at various levels. Another important an-
nual conference is the U.S.-China Tourism Leader-
ship Summit, during which members of the Chi-
nese National Tourism Association and the U.S.
Travel Association meet to discuss how to develop
bilateral tourism and travel through a deeper un-
derstanding of the two markets.

In 2007, the two governments put forward the
Initiative on Establishment of U.S.-China Strate-
gic Cooperation Framework in Tourism, laying the
foundation for subsequent collaboration on tour-
ism promotion. The signing of the memorandum
of understanding in December 2007 is a milestone
signifying that the U.S. has become an Approved
Destination for Chinese travelers. For group travel,
only business, educational and official trips to the
U.S. with approval of the Chinese government were
allowed before this memorandum came into force.
Under the memorandum, qualified American op-
erators are permitted to work together with Chinese
travel agencies in some provinces in China to ar-
range U.S. tour packages for Chinese group leisure
travelers. Besides, American travel destinations and
companies can market their brands in China. As a
result, a variety of package tours to the U.S. hav-
ing been organized since then. The measures agreed
under the memorandum have contributed signifi-
cantly to the upsurge in the number of Chinese
tourists to the U.S. in recent years. Some tourism
friendship agreements reached at the state-provin-
cial level have added a further boost.

Major Obstacles to U.S.-China
Cooperation in Tourism

While the number of Chinese tourists in the U.S.
has grown significantly over the last decade, there
remain substantial bottlenecks that are discourag-
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ing many Chinese citizens from visiting the U.S. for
leisure or business. Meanwhile, due to a relatively
lower level of economic development, China’s exist-
ing tourism infrastructure and institutions are not
able to keep up with the expectations and increase
in numbers of American visitors to China.

Difficulties in obtaining a U.S. entry visa
Applying for a visa is widely regarded by Chinese
travelers as the hardest part of preparing for a trip to
the U.S. First, the application rejection rate is high.
According to a survey®, the average rate of refusal has
stayed above 15% over the last decade, peaking at 22.6
% in 2004. Second, the waiting time for an interview
used to be too long (see Figure 6) and that disrupts
travel planning and work scheduling'. Third, there
are only a limited number of locations where visa
interviews are conducted in China. In a country of
1.33 billion people, the U.S. government now has visa
processing offices in only five cities, compared to 12
in the UK. (see Figure 7). To attend an interview that
may last only a few minutes, many visa applicants in
China need to travel long distances and incur costly
trips. Moreover, unpleasant experiences by some
Chinese travelers going through security inspection
points at U.S. Customs and Immigration could deter
them from returning or others from going.

Short validity periods of China and U.S. entry visas
Visas valid for only a short period can be issued to
business travelers, students and tourists. Given that
the Chinese government’s current practice is to is-
sue visas to Americans with only one year validity,
the U.S. has reciprocated by capping visas to Chi-
nese citizens also to one year. Even though the U.S.
government hopes to issue visas that are valid for a
longer duration, the Chinese government has yet to
respond similarly.

13 Sun Kan, “A survey on the application for U.S. business entry visa by
Chinese travelers”, Work and Study Abroad, 3rd issue, 2007, available in
Chinese only, #Mi, (HERMbEEFHFEIEEELDEESFE),

CHESHL) , 20075834,

14 The U.S. government introduced improvements to visa processing in

2012. These are explained later in this chapter under Recent Progress.

Figure 6: Average Visa Processing Time in China July
2010
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Figure 7: Number of Visa Processing Locations in China
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Regulations for U.S. travel firms in China

Before 2009, the Chinese government imposed
strict restrictions on the minimum capital and busi-
ness activities of foreign-owned travel enterprises
in China. In particular, they were not permitted to
operate outbound package tours. Moreover, some
U.S. companies among others have complained that
their travel agents are required to use China’s na-
tionally owned computer reservation system when
booking airline tickets. Given that the tourism in-
dustry and travel agency services have not been
put onto the list of ‘encouraged’ industries in the
latest Catalogue for the Guidance of Foreign Invest-
ment Industries, U.S. tourist firms are concerned
that China’s regulations will continue to put them
at a disadvantage in the Chinese tourist market and
thus pose obstacles for full cooperation in tourism
between the two countries.
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By contrast, in the U.S. foreign travel firms face
no restrictions on market access or business cover-
age. U.S. Trade Representative Ron Kirk has urged
the Chinese government to honor its commitment
to allow joint ventures in the travel and tourism
services sector, and requested China to liberalize its
market'®. Relaxing restrictions on U.S. enterprises
investing directly in China’s outbound tourism
sector would promote cooperation at a time when
travel between the two nations is growing rapidly.

Need to modernize China’s regulatory and ad-
ministrative frameworks and improve tourism
infrastructure

China does not have a comprehensive regulatory
framework that promotes good tourism practices
and coordination amongst different tourism sectors.
Chinese laws on tourism are still in the process of
enactment. Legal responsibility and penalty on mis-
conduct of tourism operators are unclear and often
ineffective. This is not conducive to an environment
that fosters the growth of quality services'.

Most tourists from the U.S. usually visit only a
small number of famous and popular scenic spots in
China. They tend to neglect the historic and natural
scenery in other areas because of China’s poor tour-
ism infrastructure. This also reduces their length of
stay in China. Apart from hardware infrastructure
such as roads, hotels, clean water and hygiene, soft
infrastructure such as the quality of services also
needs improvement.

Recent Progress

In January 2012, U.S. President Barack Obama
signed an executive order raising non-immigrant
visa processing capacity in China by 40% in 2012,
and requiring that 80% of non-immigrant visa ap-
plicants be interviewed within three weeks after

15 “Kirk To Press China On Expanding U.S. Presence In Tourism
Industry”, Inside U.S.-China Trade, vol. 11, No. 11, 16 March 2011.

16 “China mulls tourism law to eradicate six loopholes”, People’s Daily
Online, www.china.org.cn

receipt of application. The Jobs Originated through
Launching Travel (JOLT) Act introduced to the U.S.
Senate in March 2012 proposed that, among other
statutes, the U.S. should issue visas for longer than
one year to Chinese tourists. In its report “National
Travel and Tourism Strategy” released in May 2012,
the U.S. Task Force on Travel and Competitiveness
summarized recent measures adopted by the U.S.
government to cut interview backlogs in China,
including the expansion of visa adjudication staff
in China and the increase in the number of adju-
dication windows. According to U.S. Ambassador
to China Gary Locke, the waiting time is generally
reduced to one week after the recent improvement
in visa application processes, except for peak travel
time". These are all moves in the right direction.
Nevertheless, given the large number of actual and
potential applications, more efforts are required to
deal with this major barrier to attracting Chinese
tourists.

China, for its part, has been gradually liberal-
izing its market for travel and tourism services be-
yond the commitments it made when it acceded
to the World Trade Organization (WTO) in 2001.
For instance, the Regulation on Travel Agencies re-
leased by the National Tourism Administration in
2009 stipulates that foreign-owned enterprises be
accorded national treatment with respect to capi-
tal requirements. The Opinion of the State Council
on Accelerating the Development of the Tourism
Industry promulgated in the same year stated that
the Chinese government would allow foreign enter-
prises to operate outbound travel services on a pilot
basis. In 2010, CITS Group Corporation and Amer-
ican Express One launched a travel agency, one of
three pioneering joint ventures' formed between
domestic and foreign firms.

China’s tourism-related government depart-

17 “Ambassador Locke Presents One Millionth Visa in China: Wait Times
Drop to Less Than One Week”, U.S. Department of State, 2011, www.
state.gov

18 The other two joint ventures are TUI China (between Germany and
China) and JTB New Century International Tours (between Japan and
China).
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ments have identified impediments to the indus-
try’s development and are taking steps to remove
them. The central government has been stepping
up efforts in legislation and is set to promulgate
nationwide laws on tourism'. Some provincial gov-
ernments such as Shandong and Hainan have en-
acted relevant regulations tailored to their market
and social conditions. For example, the Shandong
Province Tourism Ordinance released in 2010 has
clarified the rights and responsibilities of regula-
tors, tour operators and travelers, and introduced
provisions to protect the interests of employees.

The Mutual Benefits of
Promoting U.S.-China Travel
and Tourism

Capturing the business potential of Chinese out-
bound tourists to the U.S. would give a boost to the
U.S. economy, particularly in terms of employment
in popular tourist destinations. According to the
U.S. Office of Travel and Tourism Industries®, the
number of Chinese travelers to the U.S. is predicted
to grow by an average of 23.7% in the six-year pe-
riod between 2011 and 2017, from 1.1 million to 3.9
million. Compared with an average actual growth
rate of 30% in the last three years (2008-11) when
demand for U.S. travel from Chinese tourists was
only partially increased and China’s economy was
adversely affected by the global economic down-
turn, this prediction is probably too conservative.
Given the increased disposable income of the
fast-expanding middle class in China, demand
for long-haul travel has entered a period of rapid
growth. The actual outcome, however, depends on
how far the U.S. government can improve its visa
policies to make the application procedures more
user-friendly. This study suggests that the U.S.

19 “China eyes tourism development through legislation”, China Daily,
2012, www.chinadaily.com.cn

20 “International Travel Forecast to the United States: 2011-2017”,
prepared by the U.S. Office of Travel and Tourism Industries (OTTI),
Nov 2012.

should target a much higher growth of inbound
Chinese travelers. The number of outbound Chi-
nese tourists to the U.S. is projected to increase to
5.73 million after ten years, constituting 3.1% of the
total number of outbound Chinese tourists. If visa
and other arrangements are made more accessible,
it would not be unreasonable to target 10 million
Chinese visitors by 20222, This translates to an av-
erage growth rate of 22.5% per annum from 2011
to 2022.

According to the BEA, every 65 visitors to the
U.S. creates one extra job in travel and tourism-
related activities. As per capita spending is signifi-
cantly higher for Chinese tourists than for other
foreign tourists, it is estimated that the total spend-
ing of about 17 Chinese tourists is sufficient to sup-
port one job in the U.S. Ten million Chinese visi-
tors therefore are expected to generate a demand for
610,000 employees in tourism-related sectors in the
U.S. economy®.

Promoting U.S.-China two-way tourism is also
in line with the economic interests of China. It
should actively develop its inbound tourism while
developing the outbound tourism in an order-
ly fashion. More Chinese citizens could afford and
enjoy the high-quality tourism services the U.S. has
to offer in the coming decade. Such travels would
also enrich and open the minds of Chinese travel-
ers.

Meanwhile, U.S. tourists going to China grew at
an average annual rate of almost 2.2% from 2007
to 2012. Despite making up 21.6% of the market of
U.S. visitors in Asia, China was only ranked ninth
in the list of top destinations of Americans travel-
ing abroad in 2011. The rate of growth of American
tourists to China could be raised if China invests
more in tourism infrastructure and raises service
standards. Development of the services industries
is a priority included in China’s 12th Five-Year Plan.

21 For further details see Appendix 2 at the end of this chapter.
22 The methodology of these estimations is discussed in Appendix 3 of this
chapter.
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Promoting tourism also helps to generate services
jobs for many sectors in China.

Today, 130,000 Chinese students are studying
in the U.S., and 30,000 American students are now
studying in China. The two countries have com-
mitted to raise the number of U.S. students study-
ing in China to 100,000 over the next five years.
This exchange of students will indeed become a
significant and direct contributor to economic
growth and employment in both countries. For-
eign students in the U.S. can increase domestic
aggregate demand in the same way as tourists.
Chinese foreign students spend less per day than
Chinese tourists, but much more per person per
year. Assuming an inflow of 100,000 Chinese
foreign students per year, an average stay of four
years, and an average spending of US$50,000 per
person per year, the total expenditure amounts
to US$20bn per year, which is capable of creating
more than 136,000 local jobs.

Lastly, U.S.-China two-way tourism can help
improve mutual understanding and trust, and en-
hance cultural and social exchanges between the
people of the two countries. This goes on to foster
mutual trust and a more conducive environment
for further cooperation in other areas.

The Experience of Hong Kong

In 2003, the total number of overnight mainland
Chinese tourists visiting Hong Kong was only 8.5
million®. By 2012, this number has risen to 34.9
million, about five times the Hong Kong population
and accounting for 72% of the total of 48 million in-
bound tourists to Hong Kong. The per capita spend-
ing of overnight Mainland tourists in Hong Kong in
2011 is estimated to be US$1,054, the highest com-
pared to tourists from other economies to Hong
Kong*. Hong Kong’s experience in dealing with

23 This number does not include day visitors from mainland China.
24 “A Statistical Review of Hong Kong Tourism 2011”7, Hong Kong Tourism
Board, June 2012

the large inflow of tourists from mainland China
is useful and illustrative to other countries that are
receiving an increasing inflow of Chinese tourists.

For a long time when China imposed stringent
restrictions on its people travelling overseas, the
flow of tourists and business visitors between Hong
Kong and mainland China was predominantly one
way - from Hong Kong to the Mainland. But as
China’s economy grew and travel restrictions on
its residents were gradually relaxed, mainland Chi-
nese tourists coming to Hong Kong have increased
rapidly. A watershed change occurred in 2003 when
China introduced the Individual Visitor Scheme
(IVS) which allows individual tourists to travel to
Hong Kong without having to join tour groups,
initially for people in selected major cities and the
southern province of Guangdong, but it gradually
extended to more cities and provinces. The proce-
dures for the application of IVS visas, the frequency
of visits allowed, the validity period of such IVS
visas, the cities and provinces covered by IVS, etc.
have also been gradually relaxed. As these changes
took effect, tourists coming from the Mainland to
Hong Kong grew rapidly.

Mainland tourists to Hong Kong today symbol-
ize purchasing power, as reflected in the large num-
ber of Mainland shoppers frequenting many shops
in Hong Kong that sell expensive jewellery, watches,
handbags or cosmetics. And given the proximity of
Hong Kong to many southern Chinese cities, the
ease of travel to Hong Kong has also led to an in-
creasing number of Mainland residents coming to
Hong Kong to visit medical doctors for consultation,
purchase daily necessities, buy the latest trendy prod-
ucts such as mobile phones that are not yet sold in
the Mainland, or attend concerts by popular singers.
Such demand for goods and services in Hong Kong
by Mainland residents reflect the strong demand for
quality assurance that the Hong Kong market pro-
vides, particularly given the news from time to time
about fake and unreliable goods and services being
sold in the Mainland. High levels of import duty im-
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posed by China on certain products such as luxury
goods, are also another important reason for the
increasing numbers of Mainland visitors to Hong
Kong where prices of such luxury goods are lower.

Furthermore, given the geographical size of
China, wealthy consumers are spread across the
country. It is a market where many customers will
go to meet the goods and services available in big
cities, rather than the goods and services going to
meet the customers. And amongst all the major cit-
ies in China, Hong Kong commands a lead in its
retail sector.

In 2010, the tourism industry is estimated to
have contributed US$9.56bn in GDP value added
to the Hong Kong economy and employed 215,100
people, representing 4.3% of Hong Kong’s GDP and
6.2% of Hong Kong’s total employment. The smaller
share contribution to GDP than to employment il-
lustrates the fact that many of the jobs in the tour-
ism sector are relatively lower skilled. But the jobs
created by the tourism industry are a major factor
accounting for a low unemployment rate in Hong
Kong (3.4% in late 2012) at a time when most of the
developed world was suffering from an economic
downturn while China was also going through a
period of economic adjustment and consolidation.

The presence of a large number of mainland
Chinese tourists in Hong Kong has also had a ma-
jor impact on the retail businesses in Hong Kong,
particularly for the luxury brands. The rapidly
growing demand from these shoppers has naturally
spurred the growth of retail sales. On top of that,
these shoppers’ behavior in Hong Kong reflects the
evolving tastes and changing preferences of the rap-
idly emerging middle-class consumers in China.
To many consumer product brands, having a retail
presence in Hong Kong is important to understand
these changes, particularly given the vast differ-
ences in tastes and style of consumers coming from
different parts of China.

Furthermore, since Hong Kong is seen by main-
land Chinese consumers as a trendsetter in style,

fashion and new products, many global consumer
product brands have to build up a strong presence
through advertising and product promotions in
Hong Kong, as this could project a strong brand im-
age targeted at a wide range of well-to-do Chinese
consumers coming from different parts of China.
Many luxury brands have stepped up their pres-
ence in Hong Kong in different ways. Some of them
have set up regional headquarters in Hong Kong,
handling corporate functions such as strategy, le-
gal, finance, branding and design. Some brands
such as I'Occitane, Samsonite and Prada have listed
their companies on the Hong Kong stock market,
and this helps to increase brand awareness amongst
mainland Chinese consumers.

The rapidly rising outflow in Chinese tourists
to other countries is set to continue as household
incomes grow and travel restrictions are further
lifted in China. The experience of Hong Kong in
recent years — similar to those of the Japanese tour-
ist booms in the 1980s and 1990s - suggest that the
global retail landscape, particularly for high-end
brands, is likely to change gradually as the flow of
these shoppers surges.

However, the large influx of Mainland tour-
ists also brings new challenges. There were initial
worries amongst many local residents that these
Mainland visitors might become a source of illegal
immigrants and crime in Hong Kong. With close
cooperation between the immigration and law
enforcement agencies on both sides of the border,
Hong Kong and the Mainland have been able to
keep such problems under control. And given the
rapidly rising incomes on the Mainland in recent
years, there is little evidence to suggest that there
are higher crime rates or higher incidences of over-
staying in Hong Kong by Mainland visitors as com-
pared with tourists from other sources. The new
problem facing Hong Kong today is that there is too
much demand from the Mainland visitors, with the
result that shop rentals have been driven too high
for many retail operators that serve primarily the
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local market. The strong demand for daily neces-
sities by Mainland residents could also sometimes
lead to temporary shortages of specific products,
such as the case of formula powders for babies in
2012. To mitigate these problems, Hong Kong has
been working closely with the relevant authorities
on the Mainland to fine tune the pace of liberaliza-
tion of China’s immigration controls and to tackle
parallel trading operations.

Our Recommendations

Whether the potential of U.S.-China two-way tour-
ism can be unleashed in the coming years depends
largely on the policy environment created by the
two governments. Our study suggests that a quan-
tum leap in the number of Chinese visitors to the
U.S. could be realized if the necessary policy chang-
es are put in place. The U.S. could realistically target
an annual inflow of 10 million Chinese visitors by
2022. Recent measures to improve the processing of
visa applications adopted by the U.S. government
are encouraging, but more needs to be done.

To keep up with the rising number of tourists
from the U.S., China ought to further improve its
tourism regulatory system and infrastructure. The
two countries could explore how to promote direct
investments from both sides so as to facilitate fur-
ther tourism growth.

Make visa application processes of both countries
more customer friendly

To meet the large and rapidly growing demand for
U.S. visits from China, the U.S. should speed up and
expand efforts to enhance further its visa process-
ing capabilities. The American government is ad-
vised to consider increasing the number of offices
that could process visa applications and employing
more staff at these visa processing locations. More
out-of-the-box thinking should also be put into
making the process more user-friendly, such as al-
lowing for video interviews and making the appli-

cation process more Chinese language friendly.
According to the report “Ready for Takeoff”
published by the U.S. Travel Association in 2011, re-
capturing the historic U.S. share of worldwide over-
seas travel (17% in 2000) by an improvement in the
visa policy could create up to 1.3 million additional
jobs by 2020 (relative to 2010), raise exports by a cu-
mulative US$390bn and generate US$859bn cumu-
lative additional economic output over a decade for
the U.S. economy. Developing the potential of the
Chinese market is a key component of this vision.
Similarly, it is proposed to the Chinese Govern-
ment that the Chinese visa application process for
tourists and students, and especially that for busi-
nessmen, should also be streamlined and expedited.

Extend the period of validity of visas reciprocally
To reap more economic benefits from inbound
tourism, the Chinese government is advised to con-
sider the extension of the validity period of the visas
issued to U.S. travelers to more than one year. Locke
has said that the U.S. would like to issue five-year vi-
sas to Chinese visitors for business, travel or study,
and has officially asked the Chinese government to
do the same for Americans. Reciprocal extension
would encourage more visits and greater interac-
tion between the two countries. It is recommended
that both countries extend the visa durations to five
years to begin with, then ten years, and eventually
move to a visa-free regime for each other’s citizens.

Improve tourism infrastructures and institutions
China still has a long way to go in upgrading into
a world-class destination and a favorite choice
among international tourists. While the measures
introduced in recent years are positive steps for-
ward, reforms and efforts with greater depth and
breadth are necessary. For example, as suggested by
the 2011 “Travel and Tourism Competitiveness Re-
port” published by the World Economic Forum (see
Appendix 4 for details), China needs to improve
sanitation and access to clean drinking water in the
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central and western parts of the country; further
develop its air and ground transport infrastructure;
improve hotel facilities such as internet access; raise
the quality of services provided to foreign tourists;
and invest more in training and educating its tour-
ism labor force. Furthermore, China could consider
negotiating an open skies agreement with the U.S.

In the period of rapidly rising two-way visitor
numbers, the transpacific flight capacity between
the U.S. and China could become insufficient. It is
proposed to the civil aviation regulatory agencies of
both U.S. and Chinese Governments that the trans-
pacific flight capacity between the two countries
should be increased in terms of both frequency and
points served, especially for nonstop flights between
major cities. Airlines from both countries should be
granted reciprocal onward extension rights within
the other country in order to facilitate the develop-
ment of bilateral tourism. For example, a U.S. car-
rier should be able to make a stop in Beijing, allow-
ing passengers to disembark and to board, and then
continue onward to Xian. Similarly, a Chinese car-
rier can make a stop in Honolulu and then continue
onward to San Francisco.

It is also advisable that the state and local gov-
ernments of the U.S., and the U.S. hospitality and
tourism industry evaluate the need to improve and
expand its infrastructure, such as airports and
hotel rooms, to meet with the influx of Chinese
visitors in the coming decade. More staff training
would also be required to meet the new demands
of the rapidly changing profile of Chinese tourists®.

Promote cross-country investments in tourism

A correct set of incentives is needed for both econo-
mies to exploit mutually beneficial business op-
portunities. Encouraging foreign direct investment
into each country would help both to more effec-
tively capture the benefits from growing two-way
tourist traffic. To encourage the participation of

25 For further details see Appendix 1 at the end of this chapter.

foreign firms in the outbound and inbound tour-
ism markets, more joint ventures should be allowed
to provide tourism services in China. The Chinese
government could also encourage local enterprises
to invest directly in the U.S. by providing support in
foreign exchange, insurance and credit.

Appendix 1

The New Generation of Tourists from
China in the Coming Decade?*

Two studies prepared by the Boston Consulting
Group and the Z_punkt The Foresight Company
& TUI Think Tank have both highlighted the huge
growth potential of the outbound tourism market
in China, and the diversification of preferences of

future Chinese travelers.

The market value of the outbound travel market
in China is forecast to rise from RMB321bn in 2010
to RMB1,544bn in 2020 representing a growth rate
of 17% per year. The number of international visitor-
trips from China will be rising by an average year-
on-year rate of 10% over the same period. Its out-
bound travel market is projected to grow to triple the
size of Japan’s by 2020. In the same year, around 20
million long-haul trips will be made by Chinese trav-
elers. 25% of international travelers arriving in South
Korea and Japan are expected to be from China in or
before 2020. China could also become the third larg-
est source of inbound visitor-trips for North America
in the coming decade. As far as arrivals in Europe are
concerned, it is probable that China alone will make
up more than half of its incremental arrivals origi-
nated from countries outside the EU.

Urbanization, digital culture, individualization

26 This Appendix is a summary of the analyses on the Chinese outbound
tourism markets in the report titled “Taking Off: Travel and Tourism
in China and Beyond” by The Boston Consulting Group, and “New
Chinese Tourists in Europe from 2017” by the Z_punkt The Foresight
Company & TUI Think Tank.
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and other megatrends that are underway in China
would create new consumption patterns of its out-
bound tourists to developed countries. It is reason-
able to expect that Chinese travelers after 2016 will
differ noticeably from today’s travelers in terms of
expectation and needs. Besides addressing the most-
ly time-invariant needs of first-time travelers keen on
sightseeing, foreign countries have to better prepare
themselves to receive travel-savvy customers from
China in the future. They have to cater for a more di-
verse, broader tourist profile encompassing different
age groups and income classes, including indepen-
dent travelers, eco-tourists, adventure-seekers and
more sophisticated travelers. A larger proportion of
these experienced travelers have been growing from
passive holiday takers to holiday makers.

Notwithstanding the fierce competition in the
travel and tourism industry in mainland China, it is
still relatively underdeveloped in the sense that there
is only little product differentiation or service innova-
tion to meet the needs of these consumers in different
market segments. Affluent travelers, for instance, are
more dissatisfied with the packaged tours provided
by travel agencies relative to those in other income
groups. Moreover, some Chinese complain that the
services offered by premium hotels operated by mul-
tinationals cannot live up to their expectations.

The burgeoning demand for tourism in China
and the lack of quality offerings with sufficient va-
riety for its travelers together present an unprec-
edented opportunity for firms to gain first-mover
advantage by creating the standard. In addition to
serving customers in large and more developed cit-
ies in China, firms in the industry are also encour-
aged to tailor their services to middle-class travelers
in smaller cities whose number will increase rapid-
ly. With sufficient investment in this area, they have
the potential to build up well-known brands signi-
fying credibility and value among Chinese travel-
ers, and to guide their consumption behaviors.

Figure 8: Total Outbound Tourists from Selected
Economies

100
—U.S. Japan = China

Taiwan == South Korea

80 /
60 \/
40 /
. —

———

1994 1996 1998 2000 2002 2004 2006 2008 2010 2012

Millions of Tourists

Source: CEIC China Premium Database, China National Tourism Administration,
U.S. Office of Travel and Tourism Industries, Japan Tourism Marketing Co, Korea
Tourism Organization, Tourism Bureau, M.O.T.C. Rep. of China (TAIWAN)

Appendix 2

Projection of Total Outbound
Chinese Tourists and Chinese Tourists
to the U.S. - XIONG Yanyan®

The number of annual outbound tourists from
China has been increasing by leaps and bounds,
from 10.5 million in 2000 to more than 83 million
in 2012, at an annual compound rate of growth of
19%. In comparison, during the same period, the
numbers of annual outbound tourists from Ja