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Introduction 
The very rapid economic growth of the People’s Republic of China 

(henceforth PRC), its dramatic success in world export markets and its heavy 
receipts of foreign direct investment (FDI) have generated much thought and 
debate in policy and business circles in different parts of the world, but most 
particularly amongst its neighbors in East and South East Asia. Here we 
report on research by ADB Institute staff and Visiting Fellows conducted 
over the last two years that sheds light on these issues. The broad conclusion 
that emerges is that whilst there may be risks to individual sectors in all 
countries concerned, the pattern of regional trade and investment that is 
emerging is mutually beneficial, provided enterprises and governments in 
PRC’s regional partners respond effectively to the adjustments required. 

Falling trade costs (import tariffs, transport and freight charges, time in 
transit, the cost of information and of managing international supply chains) 
have facilitated rapid regional integration in trade and capital flows within 
the East-South East Asian region. Added to this, PRC’s rapid expansion 
provides an opportunity for regional partners to both export to and invest in 
its large domestic market. However, PRC is also an export rival in third 
country markets (and a country’s own domestic market) in a range of goods 
from simple labor-intensive products to the more technologically complex 
(for the latter principally because of its large FDI sector). If FDI to the 
region is treated as a fixed sum then higher inflows to PRC will be at the 
expense of other economies and there will be FDI diversion as an additional 
possible negative effect that will have consequences for trade flows.  

The competitive ‘threat’ from PRC for particular goods can be seen in 
terms of changes in market share domestically (negative import substitution) 
and in third country markets. However whether rising international 
competition leads to income and welfare losses will depend upon the 
flexibility of economies. In a world of zero adjustment costs economies will 
simply adapt to changing relative costs and if market share is lost in one 
product, resources will shift into another where market prospects and returns 
are higher. With positive adjustment costs trade competition need not always 
be mutually beneficial for all different parties. 
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A priori it is expected that the more adaptable are the firms in an 
economy, the greater is the scope for mutually beneficial outcomes from 
closer trade links. Also the greater is the scope for complementarity between 
partner economies, in terms of resource and human capital endowments, the 
greater the potential for trade creation and thus the greater will be the gains. 
Adaptability in this context implies the ability of firms to identify new 
market niches, to re-equip and re-train, to identify, purchase and adapt new 
technology and to establish alliances within international supply chains.  

These firm-level responses are aided by a supportive and flexible policy 
environment, which encourages firms to take risks, provides adequate public 
education, training and research expenditure, ensures firms have adequate 
support from the financial sector, encourages research and development (“R 
and D”) activity with collaboration, where appropriate, and gives an overall 
strategic direction to ‘national competitiveness policy.’ 

Trade Structure: PRC and the region 
In general terms it is well known that PRC’s trade and production 

structure is intermediate; less sophisticated than Japan and the first tier 
newly industrialized economies (NIEs) (Singapore, Korea, Taipei,China), 
but in some sectors considerably more sophisticated than that of the second 
tier NIEs (Indonesia, Malaysia, Thailand and the Philippines). If we compare 
the structure of exports by trade category in 2000 PRC’s export structure 
was relatively similar to that of Taipei,China, and to a lesser extent Korea, 
ten years earlier. Making the comparison for 2000 PRC’s structure is closest 
to that of Taipei,China and Thailand (correlation coefficients of over 0.5) 
and most dissimilar from that of Indonesia and the Philippines (correlation 
coefficients of around 0.3). 

An alternative way of looking at the same data is to draw on a well-
established trade classification that groups SITC categories by the 
technological sophistication of the products they cover based on the R and D 
intensity and use of natural resource of the products. The significance of this 
means of grouping the data is that more technologically sophisticated 
products (principally in the high technology category) in general tend to 
have higher value-added per unit of export and to show the greatest market 
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growth in world trade; in other words the high technology category captures 
the most dynamic segment of world trade. 

Over the period 1990–2000, PRC’s total export growth was 
considerably faster in the high technology category (averaging 32% annually 
as compared with 17% for all manufactures). Whilst PRC’s growth in the 
high technology category (principally electronics) has been impressive, in 
terms of share in total manufactures it still remains well below most regional 
partners, with the exception of Indonesia. The importance of low technology 
goods in 2000 reflects the continued role of clothing and textile products 
based on low wage costs. This significant role is expected to continue at 
least in the short term with the removal of the export quota system for these 
goods in 2005, from which PRC is expected to be the main beneficiary. 

There is no simple formula for determining the degree of potential 
complementarity between economies, but given the differences in trade 
structure between PRC and its neighbors and the differences in domestic 
production that underlie them, prima facie there seems clear scope for a re-
orientation of trade in the different economies in response to the 
opportunities created by closer trade integration and liberalization.  

Changes in competitiveness in third markets 
PRC’s dramatic export expansion is widely recognized and its total 

share of world trade has risen by 4.5 percentage points 1990–2002 (from 
1.9% to 6.4%). Like the NIEs before it, export growth has been a critical 
driving force for industrial development in PRC, since the opening of the 
economy to foreign trade in the early 1990’s. However drawing on a simple 
demand decomposition analysis that breaks down the increase in output over 
a given period into growth of domestic demand, holding the import share in 
total supply constant, growth of exports and the import substitution effect, 
the role of export demand in PRC in the 1990’s appears greater than in the 
first and second tier NIEs at earlier stages of their development.  

This strong export growth by has undoubtedly eroded the position of 
many regional exporters in third country markets, such as the United States 
and Japan. The most direct way of judging this competitive impact is to 
examine changes in market share for PRC and regional exporting economies. 
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If a so-called ‘threat’ is taken to be a situation where PRC is gaining market 
share in a third country or the world, more rapidly than a neighboring 
economy, then all neighboring economies have a majority of their exports 
(or very close to this in the case of the Philippines) under some form of 
‘threat’ as defined here. Countries in the most direct competition by this 
indicator are Malaysia, Thailand and Indonesia, which tend to have the least 
sophisticated export structures of the group. The reverse threat, where 
countries are gaining relative to PRC, is modest in all cases. The countries 
with the more sophisticated trade structures, with a high share of high 
technology exports, are those where the direct threat (where the country 
concerned is losing market share whilst PRC is gaining it) is greatest, 
although no causal inference can be drawn from this relative change in 
market shares.  

A more disaggregate examination of competition in third country 
markets (of the US and Japan) looking at changes in market share at the 4-
digit SITC level reveals that reduced competitiveness relative to PRC 
appears to be related systematically to particular product categories, with 
losses greater in the areas within these categories, where the neighboring 
economies are most highly specialized relative to PRC. There is evidence of 
increased competition from PRC at both the relatively labor-intensive and 
the relatively high technology end of the product scale, although within a 
given trade category technological sophistication appears generally to offer 
some protection for neighboring exporters. This latter effect is found in 
different product categories for different countries and appears to be most 
uniform for engineering products in the US. The only product category for 
which there is no evidence of systematic loss of competitiveness is 
automobile products, which is both small in value and for which there are 
the smallest number of observations.  In no product category is there any 
evidence of systematic gains relative to PRC. For the large categories of 
electronics and electricals and engineering (which combined are two-thirds 
of ASEAN exports in the US and 40% in Japan) there is a consistent pattern 
of loss of competitiveness, which is stronger in more specialized products, 
and which holds for all countries in both markets. For the other important 
categories of primary products, resource-based manufactures and textiles 
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and garments, all countries show significant losses in either the US or Japan 
and in a majority of cases for these categories countries show a significant 
loss in both markets. Again this is always significantly related to the degree 
of specialization. Loss of competitiveness as defined here refers to loss of 
market share relative to PRC. This does not necessarily convert into an 
absolute decline in exports and much of the erosion of market share is in 
categories whose sales from the region are continuing to expand, principally 
the very large category of electronics and electrical goods.  

The conclusion is that neighbors in the region have been exposed to 
strong direct competition from PRC’s exports and there has been some trade 
diversion in the sense of relative loss of market share as a consequence.  

Competition for FDI: is there a diversion effect? 
FDI inflows have been a major driving force in development in East 

and South East Asia in recent years and some of the second tier NIEs, in 
particular have relied heavily on FDI for technology, management and 
marketing skills. The ‘rise of PRC’, in terms of its attraction of heavy FDI 
inflows, has caused considerable concern that if total FDI to the region is 
limited, PRC’s gain will be at the expense of its neighbors. If as expected 
foreign firms have special advantages that allow access to export markets 
any FDI diversion will in turn have implications for trade flows and 
diversion effects. Insofar as South East Asian economies saw declining FDI 
inflows in the late 1990’s in the aftermath of the regional Financial Crisis 
(and in the case of Indonesia net outflows), whilst PRC was the single 
largest developing country recipient, this concern had a superficial 
plausibility. However a closer examination of the data suggests the case is 
greatly overstated. 

First, there is often confusion in popular discussion between the 
absolute and relative size of FDI to PRC. Whilst in absolute terms FDI to 
PRC is very large, once this figure is compared with either population or 
some measure of economic activity in the country, the ratio is not an outlier 
in comparison with other countries. Second, this type of comparison based 
on officially recorded FDI flows will give an upward bias to PRC’s position, 
since it is widely accepted that ‘round-tripping’—that is the export of 
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domestically generated funds and its return to its country of origin as FDI—
is more significant in PRC than elsewhere. (see further ADBI RPB No. 10) 

The motives for round-tripping in the case of PRC are essentially 
threefold; the reinvestment of flight capital that may have had its origins in 
the black economy; the preference to register enterprises as foreign 
investment to take advantage of tax incentives not available to local firms; 
and the wish to incorporate companies abroad (particularly in Hong Kong, 
China) to take advantage of better legal protection, improved reputation and 
corporate governance and superior financial services.  

Third, econometric evidence suggests that FDI to PRC is positively not 
negatively related to FDI elsewhere in the region. Rather than finding 
evidence of FDI diversion, it appears that FDI creation is at work. This may 
be explained by reference to production networking amongst international 
firms in the region, so that investment in PRC may be linked with 
investment elsewhere in the region to supply parts and components to plants 
located in PRC (or vice versa with PRC supplying parts and components to 
plants in one of the neighboring economies).  

This result holds whether or not FDI from Hong Kong, with an assumed 
high round-tripping element, is included in the analysis. The ‘PRC effect’ is 
not the strongest of the factors explaining FDI inflows with measures of 
trade openness and taxation showing higher elasticities. Nonetheless the 
significant positive sign on FDI to PRC is a strong undermining of the case 
that competition for FDI in the region is a zero-sum game.  

What is the evidence on trade creation? 
PRC has seen a major increase in its imports from its neighbors in the 

region in the last few years and its rapid growth has been widely identified 
as a key source of dynamism for these countries. This import growth was 
over a period of major change in trade policy in PRC in preparation for 
WTO accession. Many of the changes needed for WTO entry were 
introduced during the 1990’s, so that the weighted average tariff on 
manufactures fell from 47% in 1992 to 13% in 2001. Under the WTO 
agreement it is due to be reduced further to 7% (expected by 2005) and the 
remaining non-tariff barriers are to be simplified and phased out. 
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Establishing the link between this surge in imports from the region and 
the trade reform associated with WTO entry requires more than simply a 
description or projection of current trade patterns. A counterfactual non-
reform scenario must be compared with a projected ‘with reform’ case. The 
conventional means of addressing this is to apply a form of computable 
general equilibrium (CGE) model that compares a baseline (pre-reform) case 
with scenarios based on one or more trade reform packages.  

CGE model projections 
Such projections of the future are best described as ‘indicative’; that is a 

projection of what will happen if markets clear in the way models of this 
type assume. As CGE models assume that all markets revert to equilibrium, 
in effect they imply instant adjustment as resources shift from previously 
protected activities, so there are no frictional underutilization problems 
arising from changes in trade policy. One major exercise of this type predicts 
that up to 2020, PRC will have a rising trade surplus with North America 
and Europe, but a rising trade deficit with ASEAN and the neighboring 
region more generally. Broadly speaking PRC will export finished goods to 
the former markets and import foodstuffs, raw materials, parts and 
components and capital goods from the latter. The initial run of the model 
compares the baseline case (of no policy change) with the PRC WTO 
accession scenario with the result that PRC’s exports to ASEAN are 36% 
higher in 2020 as a result of WTO accession, whilst ASEAN’s exports to 
PRC are 28% higher. The respective percentage change in exports to PRC 
for Korea and Taipei,China combined is 32%.  

 These results can be extended by accepting WTO accession as a given 
and posing the question, what additional trade creation results from new 
regional arrangements such as PRC’s joining the ASEAN free trade 
grouping, the Asian Free Trade Area (ASEAN plus PRC) or PRC, plus 
Japan and Korea, joining ASEAN (ASEAN plus 3)?  The answers are now 
in terms of percentage change in trade flows in 2020, as compared with the 
scenario of PRC’s WTO accession, rather than the original baseline.  

When PRC in ASEAN is examined a strong growth in PRC exports to 
ASEAN is predicted (47% above the 2020 level with WTO accession alone). 
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Import growth from ASEAN is only modest at 2% higher in 2020, 
presumably on the basis that barriers in PRC are treated as already very low 
after WTO accession. ASEAN significantly reduces imports from third 
countries, so there is an important trade diversion effect (for example US 
exports to ASEAN are 6% lower and Japanese exports are 10% lower). In 
the case of the wider group of ASEAN plus PRC, Japan and Korea most 
effects are magnified, with PRC’s exports to the latter two countries rising 
strongly. Again however the exports to PRC grow only modestly relative to 
the predicted level under WTO accession (Japan’s are 2% higher and 
ASEAN’s 4% higher in 2020). This once more is due to the fact WTO 
accession is taken to have offered easy market access to PRC to exporters 
from these economies. There are now also greater diversion effects for 
exports of non-members than in the more limited ASEAN plus PRC 
arrangement (US exports to ASEAN, for example, fall by 9% in 2020).  

Indications for sectors 
Detailed information on particular sectors can also be derived from this 

model. If one considers the regional grouping of ASEAN plus 3 as compared 
with the WTO accession scenario, by 2020 PRC exports are higher in 9 out 
of the 18 sectors in the model, the vast majority of total export gains are in 
just two sectors Processed Food (US$40 billion in 1997 prices) and Textiles 
(US$8.5 billion). A disaggregated look into import and export flows at the 
sector level arising under ASEAN plus 3 is also possible. In general under 
this scenario PRC is a net importer of primary products, foodstuffs and 
energy and a net exporter of manufactures. This pattern is replicated in its 
projected trade with ASEAN. In the important electronics category there a 
small trade surplus of 2% of electronics trade (imports plus exports) between 
PRC and ASEAN. For trade with Korea and Taipei,China in general there is 
a projected net trade deficit for PRC in manufactures with the important 
exceptions of Clothing, Processed Food and Motor Vehicles; here there is a 
heavy trade deficit of roughly 40% of total trade in electronics with these 
two countries. Trade with Japan is projected to be in surplus with the 
exception of the more capital and technology intensive sectors in 
Manufacturing, and Construction. 
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Possible policy implications from results 
Examination of trade flows alone does not indicate income or welfare 

changes (and may imply the ‘mercantilism fallacy’ that exports are good and 
imports are bad). The modeling exercise also incorporates income change 
estimates calculated as future discounted income streams with a 
consumption and savings component. As is predictable in this type of model, 
since adjustment costs are assumed away, the wider the spread of the area of 
free trade, the larger are the benefits. Hence ASEAN plus 3 is the preferred 
arrangement in terms of income change for all countries, apart from the 
excluded trading partner Taipei,China. Unilateral removal of remaining 
tariffs by PRC is a superior alternative for it and the rest of the world than its 
entry into the limited free trade area of ASEAN, although the latter is a 
superior option for ASEAN countries. If agricultural trade is excluded from 
the reform process, benefits to all parties fall and Korea and Taipei,China 
can lose from PRC’s unilateral trade liberalization.  

These modeling exercises mask complex internal shifts in resource 
allocation within partner economies as trade barriers are reduced. In PRC 
this will entail potentially complex shifts within agriculture (for example in 
relation to grains) and in parts of manufacturing (particularly in heavy 
industry, parts of which are often said to be highly inefficient). These 
modeling exercises imply that there is ample income growth to compensate 
potential losers and ensure a ‘Pareto optimal’ outcome. However in PRC 
with rising inequality and a fiscally constrained state, compensation is likely 
to be potential rather than actual and the adjustment process will almost 
certainly imply winners and losers. Similar points can be made concerning 
adjustments in partner economies. 

Conclusions 
There is now considerable evidence that PRC’s recent rapid growth has 

generated substantial opportunities for trade and investment in regional 
partner economies. This rapid growth has sucked in large volumes of 
imports of both primary and manufactured goods that have compensated its 
neighbors for their losses of market share in the United States and Japan. 
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Even the concern over FDI diversion, which appeared an obvious threat a 
few years ago, can be set aside on the basis of substantial empirical evidence.  

Central to the growth of intra-industry trade in the region has been the 
spread of global production networks either between units of the same firm 
or with independent contract manufacturers, who provide goods to the 
buyer’s specification. Hence final products made in PRC may contain parts 
and components from many different parts of the region with value-added 
generated at stages in a production chain that stretches across a number of 
countries.  

FDI has been a prime mover in this process in integrating PRC-based 
firms into these global networks and in developing the ‘triangular trade’ 
between PRC, the rest of East-South East Asia and the large markets in the 
United States and Europe. In this emerging specialization its regional 
neighbors provide the inputs for manufactures from PRC, which are then 
exported out of the region. Currently this is proving strongly mutually 
beneficial. 
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