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Abstract

Rapid technological advangandliberal trade regimes permit functional
reintegration of dispersed activities into new bordgranningousinessetworks variously
referred to as globafalue chains (GVCSiven that he gains of a country fro®VCslepend
on the activities taking place in its jurisdiction and their linkatgeglobal markes, this study
starts by providing descriptive overview of K A ¥dorfo@icstructureand trade profileThe
first two chapters of this paper demonstratehat significant role GVCs haplayedA vy / KA Y I Qa
economic growthevident in enhancegroductivity, diversification, and sophistication of
I KAY Il Q& Santedeicanimideyidiits havdINR LISt f SR / KAyl Q&4 SYSNH
g2NI RQa YI ydzF I Ol dzNA y 3 Hewveder bangfitsfirétrSGVCpadtidipatiogg 2 RS O
in particular technologial learning, knowledge building, and industriglgradingg are not
automatic.What strategieswould help Chinese industriengage with GVCs in ways that are
deemedsustainable in the long run®hat challenges and related pprtunities China would
face throughout thémplementationprocess? The last twechapters of this papefiocuson
implications2 ¥ D+ / & T aistdalfokck aght developingrik Chapter Thregamires
how China iseorientingits manufacturing sectaioward the productionof higher valueadded
goods andexpandingts service sectqiboth domestically and internationally; whitghapter
Fourprovides illustrativepolicyrecommendation®n dealing with thepositive and negative
outcomes triggered by GV@sithin Chit | YR 06 S @& 2 y Porders. $o the 2rdiayiis NB Q &
studyalsohopes to shedome light on thédessons and complexitid¢bat arise fromGVC

participation forother developing countries.
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List of Acronyms

Abbreviation

Terminology Explanation

GvC

A concept in development literature that describe
the full range of activitiesndertaken to bring a

Global Value Chain product or service from its conception to its end u
and how these activities are distributed over

geographic space and across international borde

FDI

An investment made by a company or individual
onecountry in business interests in another count
in the form of either establishing business operati
or acquiring business assets in the other country, !

as ownership or controlling interest in a foreign
company

Foreign Direct Investment

PPP

Atheory in economics that approximates the tote
adjustment that must be made on the currency
Purchasing Power Parity exchange rate between countries that allows the
exchange to be equal to the purchasing power of ¢
country's currency

Creations of thentellect for which a monopoly is

Intellectual Property assigned to designated owners by law

SOE

A legal entity that is created by the government i
StateOwned Enterprise order to partake in commercial activities on the
government's behalf

M&A

Transactions in which the ownershipafmpanies,
other business organizatiors their operating units
are transferred or combined
Mergers and Acquisitions (A merger means a combination of two companie:
form a new company. An acquisition is the purchg
of one company by ano#r in which no new compat
is formed.)

SEI

Seven innovative industrigsnergy efficiency and
environmental conservation, next generation
information technology, biotechnology, higind
equipment manufacturing, new energy, new
materials, and nevenergy vehicleghat just began t
develop in China, whose expansion reflects Chin
intent to upgrade its economy away from tradition
industries reliant on lowskilled labor

Strategic Emerging Industry




TiS

Trade in Services

Trade that covers 1) services supplied from one
country to another (e.g. catlenterservices), 2)
consumers or firms making use of a service in anc

country (e.g. through international tourism), 3) a

foreign company setting up subsidiaries or branct

to provide services in another country (e.g. a bal

setting up a branch overseas), 4) individuals trave

from their own country to supply services inather

(e.g. a consultant travielg abroad to provide an IT
service)

OBOR

One Belt One Road

Adevelopment strategy that focuses on connectiv
and cooperation among countries primarily betwe
Chinaand the rest oEurasia, which consists of tw
main components, the lantlased "Silk Road
Economic Belt" and oceangoing "Maritime Silk Rc
(The initative involves65 countries, representing a
GKANR 2F GKS ¢62NI RQa (:
the global population.)

AllIB

Asian Infrastructure Investmen

Bank

A Chinanitiated international firancial institution,
createdto offer finance to infrastructure projects ar
other productivesectors (e.g. transportation, energ

and power, telecommunications, agriculture
development, water supply and sanitation,
environmental protection, urban development an
logistics) in Asia.
(The Bankvas formally established in Decembet
2015, and signed b7 Prospective Founding
Members as of September 2016.)
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Introduction

In the early 1980syhen Chinagyradually opened up tglobalmarkets, it was an
unknown frontier.The country howeverhaswitnessed miraculous economic growtlerthe
past twodecadesdue toits progressivearticipationin global value chains (GVCH)iningGVCs
created a unique opportunity falapid industrialization in Chingnstead ofestablishing the
entire value chain domestically for andustry, Chinaspecialized inasks wherét has
comparative advantagesuch adow-cost manufacturing capabilitiea, huge and scalable
market,logistics andrifrastructure improvementsand a favorable business climaleday,
1Yy26y I a (KS amBeblyRI€pandehtrobw diNgadtded processing exports
China iso longer satisfied with its position in GVThlus, theChinese government has
implemented extensive industrial policies th@tide resource allocation tstrengthen
absorptive capacitandleverage GVC dynamsito encourage technology transfers and
knowledge spilloverd?ut simplyupgradingto higher valueadded segments of the value chain
iscentral toChA Y I Q&4 OdzNNBYy i RSOSt hathinSessytask)iGVGsaonld | 2 6 SGHS N
reinforce power asymmetrieletween developed and developing countrimger time,thereby
lockingthe latter inlow-skilled activitiesForChina, he absence oddequate innovation
capabilities and the lack of internationally competitive domeéitins have long hindered the
country moving to the head of GV@Responding to the challengdhe Chinese government has
made unprecedented investments iasearch and development (R&@)promote indigenous
innovation.Meanwhile the government has increasédK S O 2piayhiaeddei@ragional
value chains (RVCs) éybstantially raising itsutward foreign direct investment (ODI), which
provides a fast track to building national champions that could compete regionally, if not

globally.



In essenceChinastands at arucialjuncture: is it to remain thereferredlow-
cost assembly platform or will it become a stronghold of international (and increasingly regional)
competitivenessAt this point, there is no definitive answer as to whether China is ableté
through this sage of § @3St 2 LIYSYy G ® LG A& FLILINBLINRAIFGSY K25S@S
ecoromic upgradingnd analyze the role and effectiveness of its industrial policies, which will
likely bea source of inspiration for othemerging economies seeking a viable altgive
growth path.
The first section of the paper describes the rise of China as a global economic
power, evident inits growing presence in GVCs, addntifies the critical factorghat boosted
| KAYylFrQa oNRtfAIFIYy(d adz00Saa Ay FOGGNIXOUGAY3a 2FFaK2
investment(FDI).The second section of the paparovidesa historical overviewf/ KA Yy I Qa
economic upgradinffom 1978 to 2010, andxamineghe industrialpoliciesthat help China
enter GVCs, expand GVC participation, and acquire new competencies througi a/@sd
section of the papelooks at/ K A f2th@F&e, SF NI t €y 6C,t 03X FyR |yl el
current GVCGorientedindustrial policiesconsoldatingtraditional key manufacturing industries,
fostering emerging frategic industries and acceleratinthe growth of rvicesboth
domestially andinternationally. This section alsdiscusses how China strengthens the
absorptive apacity of domestic actors, in ordew move up the value chaiim both higher
value added products (services outsourcing, R&D ineigh industries), and activities within
existing industries (increasing functional capabilities, establishing backinkagyés) The last
section of the paper provides illustrative policy recommendationsleaingwith the
opportunitiSa ' yR OKI ff Sy3Sa LI2ASR 06& Dx/ & 6AGKAY [
The purpose of this paper is identify/ KAyl Q&4 RS@Sf 2LISyd NI

through acomprehensivanalysis focusingd y (1 KS &xpodzgyeifadar@eiand industrial



upgrading;2) assesshe effectiveness of the policies and mechanisiaployed bythe Chinese
government toimprove productive andinovative capacities for better competing in GVay]
3) provide Chinese authorities with policy options émsure that GVC patrticipation helps
accelerate industrialization and development

Thus the papershould be of interest to policymakeasd thepublic in China
whowant to understandhe benefits and riskef usingGVCorientedindustrial policiego

achievelongrun prosperity. This papeshould also be of interest tieadirg firms in developed

countrieswho want to understand theffectsoff KAyl Q&8 Ay RdzAGNRFt L322t AOAS

trade flows andespond to Chinese industrial policies effectively. Last but not leastpaipier
should be of interest tanternational organizations, such as the World Bank (WB) antibd
Trade Organizatih (WTO), who can providgiidance for other developing countrieased on
| KAYl Q& &héledSoNnsh Sy OS

To write this paper| read andanalyzed over @policy documentsgevelopment

plans,reports,andstatistical digestin English and Chinede, capture the current stat of

knowledge andlebate.| gotaccessestotradeda®NR2 Y ! b / 2YUN} RSZ 2.

5808t 2LIYSyi LYRAOIG2NESZT h9/5Q4& ¢ NdménStratk v
I KAY Ll Qa Ay ONDposhion if BYGE.aldvdadcess tghé nationalyearly statistical

books, which enablene to illustrate the role and effectiveness @hinesandustrial policies.

Qa 2

+ I £ dzS
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Chind& Bconomic Development
A. Economic Profile
Since initiating the Reform and Op&woor Policy irthe late 1970sChina has
been on a catclup growth trajectoryFrom 1978 to 2014k S O2 dzy i N2B Qa 3INR &A R2Y
(GDP) increased at averageannual rate of 9.81 percerfsee Figure 1yhich has made it an

economics superpower. By the end of 20aécounting for 16.3 percent of glokedonomy,

Figure 1: China's Real GDP Growth (annual %), 298}
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Chinasurpassedi KS | yAGSR {dGFGSa a GKS ¢g2NI Ri®a I NBSA
Fyydz €t SELI yarzy 2F ton LISNOSy(d ol NBf& dzy RSNEK
when the economy was buffetdaly the Asian financial crisis

Figure 3indicated KI G I & 2F wnmnX | GBRiodidingtedf Sa a
in the services sector, while 42.6 percent and 9.2 percent were from manufacturing and

agriculture, respectively.



Figure 2: Shares of World GDP based on BB Major Economies, 1982014
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Figure 3:Sectoral Composition of China's GDP, 2014
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Bythe mid-1980s, primary industrwas losing grond, being overtaken by
tertiary industry;tt KS (62 OdzNISa F2N¥Y | GANIdzZ £ YANNRBNI AY
as the share of services shoots upwésde Table 1However, facing the twin issues of rising
marketdemand anddomesticindustry limitations, most recently, more Chinese investors are
seekingsynergiesn the oversea$ood sectors This means modern agriculture will feature
prominently in Chinese econonity coming years

Table 1: China's Distribution of GDP across Economic Sectahse Vwdded (%)

Series 1980 1985 1995 2005 2014
Primary Industry 30.1 28.5 19.8 12.6 9.2
Secondary Industfy 48.5 43.1 47.2 47.5 42.6
Tertiary Industry 21.4 28.4 33 39.9 48.2

Source National Bureau of Statistics of Chi2915

I KA Y I Qaaniactari@gpréaetninencehas been astonishingn seventh
place, trailing Italy, as recently as 198hina displacethe UnitedStates, ranking first in
manufacturingvalue addedat $192trillion in 20107 and has since steadily widened its ldad
creaing $2.74 trillion for 2013.The genesis of this sectoral dominance can be traced back to at
least the early 1960s. The Chinese governnpemsued amutarchic development strategy on
ideological grounds, and this strategygetedheavy industriesusuf and Nabeshima 2010)
During the 1980s, the emerging domestic capabilities, accompanied by external technology

transfers, stimulated the development of the secondary industry with export potestidl

1 Primary industry: an industry involvéil the extraction and collection of natural resourgssch as
agriculture, oil and gas extractiomining,forestry, and fishing.

2Secondary industry: an industry that converts the raw matepatsided by primary industry into
products and commoditiesuch as textiles, steel production, telecommunications, automobile
manufacturing Assembling large items from parts is also part of secondary industries.

3 Tertiary ndustry:an industry thatprovides services tthe consumer such as banking, retailing,
healthcare, education, and transportation.

4 SourceUnited Nations National Accounts Main Aggregates Datalzasglable at
http://unstats.un.org/unsd/snaama/resQuery.asgccessed in August 2015

S¢KS SadAYFdS A& OFftOdzZ FGSR Ay ! o{d R2ffFNEX FYyR /K
the fact that its currency, the Yuan, strengthened 25% agdirestiollar between 2003 and 2013



http://unstats.un.org/unsd/snaama/resQuery.asp

increased the salience of light manufactures,daample, textiles, footwear, toys, and furniture,
where China enjoyed a comparative advantageheap labor and geographical proximity. Over
the last two decades, China has experienced a significant transition, diversifying rapidheinto
assembly of iyh-tech electronics and machinery (see Figdyewhereas the formal pillar
industries are currently battlingvercapacity and environmental challenges

CA3IdzNB nY [/ KAYlI Q& al ydzFl OG dzZNSROISELIR NI & o8&
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Compared with the secondary industry, ttegtiary industryhas maintained

growth at a relative high rate andas6 SO2 YS Ay ONBIF aAy 3t & AYLRNIIFYyd |

economy. It rose by 1.3 percentage points to reach 48.2 percent of total GDP in 2014, leading

the secondary industry by 5.6 percentage points (see Table 1). According to the national

6 Sanjaya Lall (2000) developed a technological classification of goods exports basgigioStandard

International Trade Classification (SITC) categories. He divided manufacturing exports into four groupings:

resour@ based manufactures, low technology manufactures, medium technology manufactures, and high

technology manufactures. His article provides the detailed list of products under each category (See
AppendixI).



statistics, 2013 wathe first year services (whiéghcludemanufacturing services on physical

inputs, transportation,traveling, construction, business servieg®l scientific researclamong

otherthings)areL2 A aSR (2 0S02YS (GKS O2dzyiNbBt®Bano A 3IISad

economy long ovedependent orexportsand heavy industry, now rebalancing its demand

toward domestic consumption, and betting on intangible tasks to deliver future jobs and returns.
Despite itsstablegrowth, the role of tertiary industry in Ghy' I Qa D5t Kl a f

well behindthat of developed economies such as the United States, where services generate

78.1 percent of output and approximately 80 percent of employment in 2012 (see Figure 4).

Moreover, other studie§ 2 dzy’ R terflaly yhduStrtto be low for its own level of

development (Park and Shin 2012).

Fgure 4 Sectoral Composition of/nited State§®2 D5t3X H A M

1%

- Primary Industry (% of GDP) 85%
I Secondary Industry (% of GDP)
I Tertiary Industry (% of GDP)

Sources: World Development Indicators Database &Biu®au of Labor Statistics

7 An Asian Development Bank study shows thatghare of GDP originating in services in China
throughout the reform era is below the share predicted based on the relationship between the growth of
per capita GDP and the share of services in 12 Asian economies.



B. / KA Y I ndGlobaPVialGe Chains

Globalization has entered a new phase since the 1970s. Leading firms and
governments have been part of a feFachingeconomic transformationattributed to
accelerated advances information and communication technolo@yCT)andsuccessive
rounds of trade liberalization. More importantlihe differentials between countries with
respect to the cost of input factofe.g. raw material, infrastructure, competencies in
manufacture, marketing and logistic) have facilitated the spread of global value chains §GVCs).
For emerging economics, joining GVCs has unlocked the opporturtioipate in
international trade wihout having to develop the full range of capabilities across the value chain
SaaSyidAaltte aO02VYLINBAaAAY 3 imaking rines ¢efch @ pdéstolé i S E LIS
(Sturgeon and MemedovR010). Furthermore by opening up access to new and ofteghar
value markes, these countriehiavebeen enabled to acquire skills, technologies and knowledge
¢ all considered as key factors for productivity enhancement and industrial upgrading.

As GVCs have expanded in scope and cotitpléChina has clearly befited
and hasexperienced a spectacular growth in exports. Althotlghvalue of K A y¥dm@eércial
services exports wamnly $204.7 billionin 2013 still falling short of global norms, the country
alreadysurgedahead of the advanced industrial countries in terms of merchandise export
performance Between 1978 and 2013, the global export market shares of United States and

Japan fell by 2.7@ercent and 3.72 percent, respectively contrast/ K A yheréhandise

8 The value chain describes the full range of activities that firms and workers do to bring a product from its
conception to its end use and beyond. This includes activities such as design, production, marketing,
distribution and support to the final consumeThe activities that comprise a value chain can be

contained within a single firm or divided among different firms. Value chain activities can produce goods
or services, and can be contained within a single geographical location or spread over wide(Tdrea

Global Value Chains Initiativavailable ahttp://www.globalvaluechains.org/concepts.htmaccessed in
August 201%



http://www.globalvaluechains.org/concepts.html

exports rose from 0.76 percent to 11.pércent of the world totaburing the same perio8lin

2014, the value of merchandise exports of Chimaeased moderately t§2.34 trillion, which

was 1.5 times the value of exports of United States, the setamgést exporterAmong the

emergingeconomies,n the same year, KA Yy | Qa

I NP avén n®ie tigndimbined S NS

exports of South Korea ($572.7 billion), Russia ($497.8 billion), Mexico ($397.5 billion), India

($321.6 billion) and Brazil ($225.1 bifjd°[ 22 {1 Ay 3 Of 24 St &

I G

] KAyl Qa Y

2014 (see Table 2), the roles of East Asian countries, and ASEAN nations have been striking. It

ddza33asada GKFdG /KAyl Qa SYSNEBSyOS Fa I NBIA2YIL
remarkable trade influence.
Table 2: Top Sevefrading Partners of China in 2014 ($1®ns)
Country Total Trade Chinese Export Chinese Imports China's Trade Balanct
European Union 614.8 370.9 243.9 127
United States 549.2 396.1 153.1 243
ASEAN 479.8 271.7 208.1 63.6
Hong Kong 376.1 362.2 12.9 350.3
Japan 312.2 149.5 162.7 -12.2
South Korea 293.7 100.4 193.3 -92.9
Taiwan 198.6 46.3 152.3 -106

Source: Global Trade At|ld2015

However,conventional bilateral trade statistidsadto the double counting

implicit in GVCayhere intermediate products cross boundaries frequetly / KA Yy I Q& R2 Y Sa (

valueadded content of its exports was merely 67.8 percent in 2011, the second lowest in the

G20. Adllustratedin Figure 5the strong position o€hina in GVCs, as reflected in export figures,

does not necessarily mean the country is creating a great share of the value generated along

GVCs.

9 Author's calculation with data from World Trade Organization Statistics Database on
International Tradein Merchandiseand Commercial Services, available at

http://stat.wto.org/ CountryProfile/WSDBCountryPFReporter.agmocessed in September 2015

10 Author's calculation with data from World International Trade Database, accessed in September 2015

10
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Figure 5 Domestic Value Added Share of Gross ExpbstCountries, 1992011
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SourceAuthor's illustratiorwith data from OECD Statisti¢s
It has long been a central challenge @hinato seek more of the highevalueadded functions
that are being hived off into GVCs.

Apart froman enormougrowth in trade Chinese development model is also
associated withits impressive ability to attract foreign direct investméRrDI) and to expand
outward foreign direct investment (ODI). Taenual FDI flows t€hina jumped fron$2 billion
in 1985 to$128billion in 2014 (see Figurg s the top destination for FDI, kmved by Hong
Kong and the United State&s shown in Table 3, services curretdlye up agreater share of
FDI tharthe manufacturing sectoin 2014, services attracted US$66.2 billion in FDI, up 7.8
percent yeaton-year.lIt is worth noting thathe growth of service sector Fifflectsan

dzy RSNI 8Ay3 aKATU AYy / KAYlFQ& $02y2Yed

11 Source OECD Trade in Value Added (TiVA) Databasdable at
https://stats.oecd.org/index.aspx?queryid=6623¢cessed in August 2015
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Figure 6 Annual FDI Inflows to China, 192914
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Table 3: China's FDI Breakdown by Industri28162014

1210
1150
950
3

1240 124.0

0\ 3
& DS A

Year ServiceSector Manufacturing Sector Others
2010 46.1 46.9 7.0
2011 47.6 44.9 7.5
2012 48.2 43.7 8.1
2013 52.3 38.7 9.0
2014 55.4 334 11.2

SourceMOFCONINBS, SAFE

Note: Others includthe sectors of agriculture, forestry, animal husbandry, fishing, etc.

12 Source: United Nations Conference on Trade and Development (UND#&&RDI Inflows by Region

and Economy, 1988014,available at

http://unctad.org/Sections/dite_dir/docs/WIR2016/WIR16_tab01.xlagcessed in August 2015

1BSource: Ministry of EZY Y S NS 2F (KS
t S2LJ SQ&a wSLlzotAO 2F /KAyl {GlFdS
Outward Foreign Direct Investment, China Statistic Press, 2015.
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http://unctad.org/Sections/dite_dir/docs/WIR2016/WIR16_tab01.xlsx

Evidently) KAyl Q& h5L KlFa 06S02YS .KigtONBI aAy3f &
between 2002and2013 / Ktatgl ©OR fFowincreased from t¢$2.7 billion to $107.®illion,
as Chinese firms, especiadate-owned enterprises (SOEs), which account for 70 percent of
I KA Y I €nancigl @1, have been stepping up their investment spree overseadinancial
ODI in 2014 reached US$102.9 billion, an annual increase gpértdnt albeit at a slightly
slower pace than in previous yedsee Table 4Y SO2 Y RI isdhiftinglfoeudrond L

Table 4: ODI of China, 202914 ($Billions)

2013 2014 % Change
TotalODI Fows of China (US$ billion) 107.8 120.0 11.30%
NonFnancial ODI of China (US$ billion) 90.2 102.9 14.10%
wS@SydzS TNRY /[ KAYIlQ 1371 1424 3.80%

Projects (US$ billion)
SourceMOFCOM, 2015

acquiring natural resourcean regions like sutsaharan Africand Latin AmericaChinese firms,

instead, areexpandingoverseas investmernn different directions; both sectorally and

geographicallywith the intent ofmoving away from lownarginmanufacturingand building

downstream competencies closer tioe end-consumer. Thirdin 2014 ,the Chinese government
launchedseveral national strategic initiativesuchasi KS ahy S . Sf éandthe/ R hy S w2
Asian Infrastructure Investment Bank (AltBat led to massiveODI opportunities in the

infrastructure spaceas wellasi @ Y6 2 f A | AegtBrship i fegidna fategration.

B 2dzNOSY aAyAadNER 2F / 2YYSNOWtioRafBuréak & StatiStizslaf tQ & w S LJdzo
t S2LJ SQa wSLJdzo f AirGstragich of Fdteigyl ExEBhar{g@dM {i & & R¥ G A OF £ . dzf t SGAY
Outward Foreign Direct Invesent, China Statigt Press, 2015
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[I.  Economic Upgrading in China: a Historical Overview

Economic upgrading & R S Ttheyp®dess byawhich economic actars
nations, firms, and workers move from lowvalue to relativelyhighvalue activities in global
productiony S (i & 2GEtetii £005p.177).

China enteredjlobal marketsn the 1980sfollowing a landmark désion by the
government aimed atvidening foreigneconomicrelations with the outside world. Initially,
| KAYl Q&8 SELRNIA& ¢ SNB ré&sautebssydiptedudtsS BerdpoftiondlA Y I NB |
those, however, declined steadily, as manufactured exports expanded rapidly. Inshoetry
period of time, China haseen at the center of global value chsjparticularly in low
technologymanufacturing sectorgpremised on leveraging its comparative advantages given the
abundance of lowcost labor and the facilitating role of governmehithe mid-1990s, high
technobgy manufactured exports have benethe most dynamic part afrowth, but theactual
valueaddedin the productionof these hightechnology manufacturewassomewhatnegligible,
since China, in many cases, performed only final assembly. Buldatgnal innovation system
(NIS) to induce research and development (R&D), and technical services (including information
service, testing service, training service, etc.) was encourbgede Chinese governmefibm
the early 2000s. This process enabl&ina to move iteconomy decisively beyond assembly to
activities with potentially greatevalue added

Most recently,the considerable cost arbitraggovided by cheap labor and
capital hagropelled the offshoring of services in much the same way didl iin the
manufacturing secto(Gereffi and Fernande2tark2010) China has thus begun to play a
significant role irproviding offshored services to advanced industrial natidwtsording tdts
national strategy(12th FiveYear Fan), the Chinese govament commitsto a more proactive

openingup strategy in key services sdztors such as finance, logisticsyeation,and

14



healthcare, and it aim® rank amonglie top exporters fotourismand construction, in which
it has revealed a competitivedvantage.
To give a betteunderstanding of how China achieved its current position in
GVCs, thishapterwill provide a historical overview of thevolution of/ K A yhdu§tr@al policks
and development trajectdes, from 1978 to 201(see Table).
A. FirstPhase: 1978985
I KAYlFQa LI FyySR SO02y2Ye lanchdithe Rebogm ¢ a NB
and OpeningJp Policy at the end of 1978. A series of steps have been taken since then: 1)
Beijing decentralized economic policymaking regarding trade to provigaieernments or
regional foreign trade corporations, EpurSpecial Economic Zones (SEZs), Shenzhen, Zhuhai,
Shantou, and Xiamen, near Hong Kong and Macao, were estabiish@80to boost exports, 3)
Administrative restrictions oexports and importfiave been replaced by tariffs, quast, and
licensing(Wei 1993), 4) Fourteegostal cities (including Dalian, Qinhuangdao, Tianjin, Yantai,
Qingdao, Lianyungang, Nantong, Shanghai, Ningbo, Wenzhou, Fuzhou, Guangzhou, Zhanijiang,
and Beihai) were designated 1984 to attract FDI.
LY mMpTtyZ /KAYlIQ&a akKFENB 2F (KS 62NX RQa S
Althoughit had grown to 1.25 percent in 1984, almost 78 percent of Chinese exports consisted
of primaryproducts or manufactured items that were basedmatural resourceslapan was
Chinas most natural trading partnét, because China wagell endowed with natural

resourceghat Japan lacked, notabpetroleum productsand in returnJapan was expected to

15 Details of the Agreement and the negotiations leading up to it adEilRO China Newsleitlio. 16,

178. The Agreement led to a second wave of mutual trade expansion, which included the signing of

contracts for the Baoshan Steelworkojact in Shanghai. But when China implemented the policy of
GFrR2dzadYSyidé Ay mdhymI Y2ald fFNBS WHLIySaS 02y iNr Ol a
undertaken leading to a 300 billion yen loan to enable China to cover payments on contracts that had

beenthe result of such serious miscalculation. In the short run, the Chinese were able to resolve their

problem, but in the longer perspective the contract cancellation of 1981 marked the end of the Japanese
odzaiySadaa O2YYdzyAleQa K2yBEawm™asy osAGK GKS [/ KAYF Y NJ S
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balance with exports gblant and machineryDuring the same period, the pace of investment
flowing into joint ventures began to increase dramatically, 80 percent of which partnered with
Hong Kong. The transfer of facilities from Hong Kong to SEZs and other cities in the Pearl River
Delta largely antributed to this shift.

B. Second Phase: 198501

Starting out as an exporter of primary and resoubased products in the first

half of the 1980sChinarecast itself as the premier producer of ledachnology manufactures,
primarily made up of variousoasumer goods, textiles, garments, footwear, toys, furniture,
and so forth These products accounted f60.3 percen2 ¥ / KA Yl Q& Y I ydzF I OG dzZNB R
1993, before settling to 48 percent in 2001 (see Figurg [h addition, approximately 7 percent
of global manufacturing value added was contributed by China in 00K A y I Qa 2 OSNB KSf
presence in lowtechnology manufactured exports may be due to a numbédacotors the
deepening interdependence of world economy being one, and the cheap, aburadtaht,
disciplined labor force anothéf.A few more deegseatedcauses are briefly outlined below.
CANERGSZ [/ KAyhasdveditdWar@rBatel liperafization; the weighted average tariff
slashed from about 40 percent in 1985 to less than 10 pereceR001 (see Table Fjoreign
investors likewise enj@d various privileges granted to SEetgnomicand technological
development zones (ETDZs), and expodcessing zong&EPZs)for exampleminimal
administrative restrictionsreduction inincome taxes,andeasier access tglobal markets.
Thanisto these preferential options, China gradually enhanced its production capacity-in low
technology industries through FDI and qarbcessing operations from developed coues,

particularly the first tierof Asiannewly industrialized economigNIEs)

181 dzii K2 NR& OF t O dzt UNIDD Bgbrelinardi databdde, 2001 ¥ N2 Y

71n China, industrial wages are on average 40 cents andiess than a third of the average in Mexico
FYR alflr@aAl> YR 2yS |jdzZ NIe®GNDO2)F ¢KFAf I yRQa | @SNI IS
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Figure7/ 2 YL aAGA2Yy 2F / KAyl Q&208d ydzF I OG dzNBR 9 E LI NI
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SourceAuthor's lllustration with Bta fromthe UN Comtrade

Table 5: China's Weighted Average Tariffs, 12801

Year Weighted Average
1985 42.1
1992 40.6
1995 26.8
1998 15.7
2001 9.1
{ 2dzNDOSY ! dziK2NBQ /2YLAtTLGA2Y FNBY [/ KAYyIl Qa /

United Nations Conference on Trade and DevelopifWCTADDatabase

{SO2yRX YIye 27F [/ KAhaveOpdrateddamlegéhi A 2y Yy S 4

through firm-specific (Appelbaum 2008) and prodisgecific (Barboza 2004) supjaligain cities

(Geeffi 2009), facilitated bygovernment incentives to turn scatlriven specialization into a
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competitive advantage. In the textile and apparel industfgr instance, an increasing number
of vertically integrated factories, chiefly located in the Guangdong and Fujian provinces,
acqured responsibility for carrying out fytlackage productionpfototype developmentdesign,
textilespurchase, apparel manufacturing, distribution & package, branding, ret&idy also
attracted supporting industries (yarn dealers, sewers, presser&agec, and freight forwarders)
that canminimize transction costs andimultaneoushfoster more flexible supply chain
management (Frederick and Gereffi 2011).

Third, the Chinese government has provided an ongoing growth platform
through high levels of galic investment in infrastructure (ranging from transportation,
electricity to storage facilities) and workforce development to bolgter productivity and
guality ofmanufactured products. Several complementary developments, including
urbanization and th organizational skills forged by the central government, also heade it
possible to translate raw industrial capgcinto capability. These explained why a significant
number of investors remained in China, even though the labor cost has been geiadyup,
compared with lower wage courtiers like Vietham and Bangladesh.

C. Third Phase: 2002010

Asi KS 3t 20t TFAYLl Y OA kxport@Qdwkhdubsiantiélly &G Ay H AN
slipped froman average of 21.percentper annum between 2001 and 200Y under 10
percent per annunin the next three yeardMeanwhile,/ K A @Hift@h&avor of technology
intensive products became evident from the rising sharesxgbrts of telecommunications
equipment, automatic data processing machinasg electrical machineryhichcoincided with
a flow of newelectronicproducts feeding a seemityinsatiable demand worldwid&ince 2001,

the hightechnology manufactured exports hagbarplygrownat an averageannual rate of 49

¥ The Chinese government started promoting te&tile and apparelndustry as a key growth sector in
0KS mopynad LG KIFR &S NI Bwtechriblogy maR@actargdkppris foNdedades. Ay / KA Y
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percent, amounting to $550illion in2010 (see Figure 4 and Figude Bs a resultChina
elbowed out compé#tors around the world to emergas the leading exportasf high-
technology manufacturesyith a 30 percenshareof globalexports.Underlying this remarkable
performancewere China's accession to the Wil@t sparked a greater engagement within
GVCs, and evdiner specializatiomf production that allowed China to fit into and evolve along
with specific industries.

Thesudden heft of China in higiechnology manufacturedxports, an area
highly dominated by the electronic sectoaised two opposing implicationgFirst,the rising
sophisiA OF GA2Y 27F / KA Y| iB &chfobdidal Nigeing,acRuse/fite Goutis T SO
heavily depended on complex intermediate gooments provided by neighboring industrialized
economies. fie higher the technology in the produsftuallyi KS €t 2 4 SNJ Kl a 06SSy [/ |
proportional value addedAs shown in Table rocessing exports Y/ K A yeth@adogyK A 3 K
exportsrepresentedthed A 2y Qa4 &AKFNB 2F yn LISNOSyd Ay Hnamnz
from 2003.Seond, trade in intermediate components technologyintensive manufactures led

Table 6: The Share of Processing Exports in China's Héghnology Exports (%)

Year Shares
2003 89.7
2006 87.3
2010 79.9

Source: Statistics on Seie and Technology, thdinistry of Science and Technology

China toenter new productiorlinescharacterized by strong global demand growth and
potential productivitygains (Lemoine and naiKesencR004).In the same veirtrade in
intermediates may well be a channel aftracting foreignR&Dinvestmentsto gain technology
transfers and knowledge spillovers.

According to World Bank data, R&D expenditasea percentage @&DP in

China fas tripled, from 0.57 percent in 1996 to around 1.8 percent in 2010rdtssglomestic
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expenditure on R&Mumped from $4.Dillion to $106.3billion during the same period (See
Figure 10). In order to boost R&D intensdyombination ofsubsidies andbx incentives

Figure 10Gross Domestic Expenditure on R&D in China and the United States-2095
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SourceAuthor's calculation with ata fromthe World Developmenindicators (WDI)

were granted by the Chinese governméfimultaneousy, policiesto support intellectual
property (IP) rightshavealso been remarkably upgraded. In 2008, the State Council General
Office issud an outline of the national IBtrategy, aimingto strengthen the capabties of
indigenous innovation as well aaprove IP rightprotection within multinational corporations
(MNC3. In addition to government support armuteferential polides there has also been
sufficientlocal talent and expertise, strong technological capabilities, and advanced

infrastructure in Chinags part of a greater push to attract more foreign R&Y.2010, at least

¥ These incentives includé) reduced corporate income tax rates for high and new technology

enterprises (HNTESs), 2) a super deduction of eligible R&D expenditures, 3) tax concessions for advanced
technology service enterprises, 4) customs duty and valiged tax exemption or refud for purchases

of R&D equipment (KPMG 2012).
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1200R&D centersvere founded by Multinational Companies (MNGg) China, which
relINEASYGSR o LISNOSydG 2F RS@OSt2LISR Odgyfoll NA S&aQ 3
them wereassociatedvith electronic appliances and softwarkeut lately alsachemicals,

telecommunicatios and pharmaceutica (see Table 7)

Table 7: Major R&® Centers Founded by MNCs in Chinajtjustries

Industries MNCs Year Location
Intel 1994 Shanghai
Electronic Appliances 3M 1994 Shanghai
General Electric 2003 Shanghai
IBM 1995 Beijing
Software Microsoft 1998 Beijing
Hewlett Packard 2002 Shanghai
Dow 2004 Shanghai
Chemicals DuPont 2005 Shanghai
Proctor & Gamble 2010 Beijing
o France Telecom 2004 Beijing
Telecommunications
Vodafone 2005 Beijing
Johnson & Johnson 1994 Shanghai
Pharmaceutica Pfizer 2005 Shanghai
Novartis 2009 Shanghai

SourceAutholQ& A f f dza ( NJordpar® Websitest SR 2y
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Table8/ KAYl Q&4 w2f$S Ay Df@6l f =+ fdzS / KIAY&AE mpTy
Time Advantages Key Exports | Technology| New
Period Background Government Policies Comparative | Competitive Industry (Growth| Content of | Exports Disadvantages Benefits
Advantage Advantage Rate) Exports | Partners
Growth of North 1. Growth of
South Trade (trade Resource Hon Exports
First between The Reform and A Source of g. Short of Natural . L
19781985 . - . . . Petroleum Based Kong; 2. An Initial Rise i
Phase industrialized and | OpeningUp Policy | Energy Supplie Manufactures  Japan Resources Foreian Exch
deindustrialized ) P oreégn xehang
countries) eserves
m® Df 2ol 1. PoorProduct
Unbundling (led by Ebzr;‘ﬂift‘i;?' 1.SEZs, ETDZ Qualityand Workplace
labor cost arbitrage ' EPZs, etg. Safety (compared to
and ICT revolution)! international standards
Consumer Goodg .
Textiles Low United Accelerated
Secon( 19852001 2. Asian NIEs 's 2.Government AVast Reservoi > Great Garment,s Technolo States; Production
Phase Concentration Shifte Investmentin of Cheap Labo : ' 9y Buropear| 2. Environmental .
Infrastructure | Footwear, Toys [Manufactureq ; . Capacity
from LowTech to Infrastructureand o . Union Degradation;
. . - and Logistics;| Furniture, etc.
HighTech Industries Transportation
3. Blateral Trade | 3. Urbanization and 3. Lowcost 3. Socialssues (e.g.
Agreements (e.g. | SupplyChain Cities Manufacturing artificial urbanization,
MFA&ATC) Strategies Capabilities income inequality, etc.
Md / KAYIl Q L R|S|r_19 So_phls_tlcatlc 1. Adequately 1. Low Domestic Valu L. Improyed
. and Diversification of . Absorptive
to the WTO; < Skilled Labgr Added -
I KAYl Q§ Mid- and Capacity
Third : - A Hugh Interna Hiah
20012010 2. Attracting Foreign| market (scale of Electronics g Global 2 Absence of
Phase 2. Growth of GVCs|  R&D(through economies) Technology FADSE
. 2. Advanced Manufactures Internationally 2. Technology
characterized by Workforce § - .
) Infrastructure Competitive Domestig Transfers
Trade in Tasks | Development and IR .
. Industrial Players
Protection)
1. Growth of Region; . L. Promoting . .
.~ | Indigenous Innovatior 1. Electronics .
Value Chains; . Mid- and Lack of Internal
(R&D); . Atthe Center o . i .
Fourth| 2010 Geographical . High . Innovation Capability Knowledge
2. Seeking Garseas S GVCsin Regional . : : ;
Phase| present 2. Growth of IT p Proximity Manufacturing Technology (particularly in basic Spillovers
EnabledServices | Mvestment and M&A 2. Construction |[Manufactures research)
Offshorin (e.g.OBORnitiative,
9 AlIB)
SourceAuthor
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I D/ tSNELISOGABS 2y [ KAYlIQ& [ dINNByd LyRdzad N
A. Policy Shifts
f 0 K2dAK [ KAY | Osstill $1©enyy D YnbsDcomhiNgs hibis K
at26SR aAyOS Hanmnd ¢KS O2dzy i NBQa 3INRdigitk NI (Sa
to 6.9 percent in the last quarter of 2015. At least two interpretations of the data are possible.
One is that the Chinese economy has been inevitably sgirdtimvnward, given its explosive
growth in the previous decades. As a rule of thumb, the bigger an economy gets, the harder it is
to keep growing at a fast clip. The other is that the Chinese economy has been undergoing a
long-awaited and welcomstructuraladjustment.Various policy measures taken by the Chinese
government to reorienits growth model are depressirnbe figures, but should ultimately lead
to a more inclusive prosperity.
It is widely believed that KA Yy I Q&4 AYLINSaaA @S S@x@y2YAO LI

heavily on exports and investment; however, as imbalances and vulnerabilities continued
building up, this pattern of growth was considered no longer sustainable. As mentioned earlier,
China was well positioned to capture world export markets by ebpipits comparative
advantages, especially low labor costs and deliberate currency undervaluation. These
advantages are gradually eroded, as evidence sugge&tl & (G KS O2dzy i NBE Q& &S| NJ
wages have risen by nearly 170 percent between 2010281%2° and the Yuan has
appreciated by more than 26 percent against a tradeighted basket of currencies during the
same periolwS OSy Gt e / KAyl A& f2aAy3a Ada NRES Fa (K
end manufacturing has fled to even cheaper locales in Bangladesh, Vietnam, and Cambodia.

aSlygKAT ST -udedigvestrent kbdidiRreathing its limits. Respogdimthe

20 Data from China National Bureau of Statistics, accessed in November 2015

21 Data from Bank of International Settlemeriffective Exchange Rate Indices, available at
http://www.bis.org/statistics/eer/tables_i.pdfaccessed in November 2015
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global financial crisis, the Chinese gawaent launched a 4 trillion RMB586 billion) stimulus
package, involving direct spending in infrastructure and real estate, and expansion of social
welfare provisiong?in an attempt to maintain the counNE Q& 2 dzdi LJdzi Yy R SYLX 2 &
CKAA adGAYdzZ dza St SOFGSR / KAyl G2 GKS ¢2NI RQa f I
basis), but simultaneously caused a host of problems: soaring debt levels, particularly among
local governments and SOEs; massivercapacity in manufacturing sectors; and a clearly
overstretched financial system.
Having ecognized the problems, the Chinese governnmiitits GDP groth
target to an annual rate of 7 percent, a significant if widely anticipated turning point from the
O2dzy i NEQa LINB@A2dza SYLKI&aAA& 2y KSIRfAYS INRgGK
these challenges key reference points d@velopment strategyn the 12th FiveYear Plan (12th
FYP, 201:2015)% First, domesticconsumption engines drive economimgth in the homeland.
Second, industrial restructurings are undee guidance of the Chinegmvernment.Specifically
China devotedinprecedented attention taupgradingtraditional industries byonsolidation and
overseas expansion, to developingw strategic industries by supporting technology innovation,
and to shifting its core focus of economic activity away from lamd mediumtech
manufacturing toward services. Third, ensuring energy and environmental sustainability,
without compromisingt® O2 dzy G NE Qa SO2y 2 YA O pREBitg Sdrh,LIY Sy (5 NE
physical and social infrastructure projects enjbog most significant government investment

(see Table 9)

22The central government committed to directly fund only 1.18 trillion RMB of the investment, about 30
percent of the overall program. Moreover, the program seemed to include some pr@edtsoney that

in fact had alredy been committed, particularly thettillion RMB that was earmarked for earthquake
reconstruction (Naughton 2009, p.2)

22The National People's Congresslorsed K A Y 2th(F&veYear Plan on 14 March 2011. Thian,
layingout national social and economic lpges for the next five yearfpcused on promotion of domestic
consumption,industrial upgrading, and economgstructuring
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Table 9: Selecte@®omesticPolicies in China's 12th Fivéear Plan (201-2015)

Priorities Policy Summary Policy Goals

Urbanization Urbanization Rate to Increase by around 1 Perc
Domestic per Year, up 4 Percentage Points

Consumption Reduction of Regional Disparities in Econom
Increase Income Development

Modernize Agriculture

Consolidate Traditional Key

Transformation o Manufacturing Industries
Industries Foster Seven Strategic Emergin  ESls as a Proportion of GDP to Increase to -
Industries (SE) Percent from 2 Percent

ServiceSector as a Proportion of GDP to Accot

Accelerate the Growth of Service for 47 Percent, up 4 Percentage Points

Carbon Dioxide Emission Per Unit of GDP to Re

Carbon Dioxide Standard by 17 Percent

Green
Development & Energy ConsumptioRer Unit of GDP to Reduce
Environmental 16 Percent
Protection New Energy Structure

NonFossil Energy of Total Energy Use to Incre
to 11.4 Percent

Public ServiceHealthcare,
Education, Housing

More than 45 Million Jobs to be Created in Urb
Area

Jobs
Urban Registeretlnemployment to be Kept No

Higher than 5 Percent

Social Upgrading A Stronger Social Safety Net

High-Speed Rail: 40,000 km Set to be Complel

Transportation and Trade  National Expressway Network: 83,000 km Set t
Infrastructure Increased

Port: 2,214 DeepVater Berths Set to be
Constructed in Coastal Ports

{ 2dzNDOSY ! dzi K2 NI &Chikafs f2thzFiisear Blan2dyMaroh 2818 R 2 y

24 Available ahttp://www.britishchamber.cn/cantent/chinastwelfth-five-yearplan-2011-2015full-
englishversion accessed iAugust2015
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CKAA OKFLIISNI gAff F20dza 2y | ylcor@dtAy 3 §K:
GVCrelatedindustrial policiesyhich aim at expeditingtructural transformation of the Chinese
economy andillustratingthe choiced y R OKI f f Sy3Sa T OAy3 GKS 02dzyi
potential economic upgradingajectory.

B. / KAyl Qa /-ReiNtbdbgusdtrialPslicies
1. Consoldate Traditional Key Manufacturing Industries

InJanuary 2012he State Council released thedustrial Restructuring and
Upgrading Plan (2022015)?° The plan specifies quantitative consolidation gaalsight
traditional manufacturing industries, ranging from automotive, steel, cement, shipbuilding,
electrolytic aluminum, rare earths, electronics and information to pharmaceuticals (see Table
10). Chief among thenvere pillar industrie®f China as promubged in the pevious fiveyear
plans, butcurrently identified as needing consolidation to manage excess capacity and to
increase functionatapabilities.The plan also vows to promote strong alliances between
competitive companies through cressgion meger and restructuring, and overseas
acquisitions, aiming to create national manufacturing champions that could better compete

internationally.

Table 10: Selected Policy Goals in Traditional Key Manufacturing Industries by 2015

Industries Policy Goals

Concentrating 90% of production in top 10 corporations;

Cultivating 3 to 5 major automobile corporations with core competency;

Automobile  Supporting large automobile corporations to extend to service business including
modern logistics, automobilBnance, and information service;

Conducting crosborder M&A at right timing and developing global production and
service network.

25 Available atittp://www.gov.cn/zwgk/201201/18/content_2047619.htmaccessed in August 2015
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Concentrating 60% of production in top 10 corporations;

Cultivating 3 to 5 major steel corporations with ca@mpetency and international
impact;

Steel
Cultivating 6 to 7 steel corporations with regional influence;

i oA

9y O02dzN) IAy3 a&i
reorganization.

St O2NLRNIGA2ya G2 LI

Concentrating 35% of production in top &0rporations;

Cultivating 3 to 4 corporations with the annual clinker production capacity over 10!
million ton, weltdeveloped industrial chains, core competency, and international

Cement . .
impact;

Encouraging vertical mergers and integrating businessegnaulting, testing, R&D,
engineering and design, installation and project contracting.

Concentrating 70% of production in top 10 corporations;

5 corporations entering world top 10 shipbuilding corporations;

Shipbuilding
Cultivating 5 to 6 majotontractors on marine equipment with international influenci

Promoting leading corporations to conduct overseas M&A.

. 0 L L
Electrolytic Concentrating 90% of production in top &0rporations;

Aluminum

Cultivating 3 to 5 corporations with internationedmpetency

C2tft2¢Ay3a (KED@zZE REGBAYSdFDHDNX QES 5S0S¢t ;
L vy R dzEisSudc®ire May, 201 %,including industry entry restriction and export
Rare Earths  control;

Significantly reducing the amount of corporations in mirémgl refining.

Cultivating 5 to 8 corporations with annualles above 100 billion RMBI( billion);

Attempting to build corporations with annuaakes above 500 billion RMB83 billion);

Electronics and Developing a number of brandedultinationals mastering core technology, strong
Information  innovation capability and international competency;

Actively extending business from manufacturing to service, pushing the integratiol
product manufacturing and software/information service, and thegration of
manufacturing and operations.

. Concentrating 50% of annual sales in the medicine industry into top 100 corporati
Pharmaceutical

Concentrating 80% of market share for basic drugs in top 20 companies

SourceThelndustrialRestructuringand Upgrading Plan (2012015)
TheGuiding Opinions on Pushing Forward Enterprise M&A and Reorganization in Key If@lustries

26 Available atttp://www.gov.cn/zwgk/201105/19/content_1866997.htmaccessed in August 2015

27


http://www.gov.cn/zwgk/2011-05/19/content_1866997.htm

In the 1990s, China began to facilitate consolidation in the textile and apparel
industry, where the contry had had mature processing capacity and enormous markasga
worldwide. $hce then, certain drivers, botmarket pressure and direct government
interventions,have made consolidation onetife OSY G NI f (G KSYS&a Ay [/ KAyl Qa
restructure itsindustries and strengthen its position in GVCs.

Overcapacity hasbedn 6 f AIKG 2y [ KAYIl Qa .RAyoRdza i NX I f
HAMpPIZ [/ KAYlFQ&a &a0§SStf LINPRdAzOGAZ2Y A&JapArSindial & G NR LIt
and the United State¥Over 60LIS NOSyYy G 2F OF LI OA & Ay [ KAyl Q& | f
suffering negative cash flo# Obviously, one of the principle reasons to expect consolidation is
to stem towering overcapacityn the shipbuilding industryfpor examplethe Chinese
governmenthashalted approvals of new shipbuilding facilities, tightened lending to shipyards,
and mandated mergers and acquisitions (M&A$ a result, throngs @peculativeand less
capable yards filed for bankruptc§3.3 percen2 ¥/ KA y I hailding oanbgof Y S &
11.9™M DWTconcentrated in 51 leading shipyargsedominantly stateowned,in the first 5

months of 2016° In the othertraditional manufacturing industriesimilarly, major SOEse

standing out and then seekidmsinespportunities abroadas the phasingput processhas

2’ TheGuidingOpinions on Pushing Forward Enterprise M&A and ReorganiZatiGylndustrieswvas

22AyiGte Aa&adzsSR o0& /KAYlIQa aAyAaldNER 27T Nayomatza G NE I+ yR
Development and Reform Commission (NDRC) in January 2013. It added instructiomnsiong

corporations, state2 4y SR SY G SNILINA &AS& 6{h9ao Ay LI NIAOdzZ I NE &Ai
AYyFtdzSyOS o

28 SourceCrude Steel Production Data dJaec 2015 vs. 2014, World Steel Associatiomijlable at
https://www.worldsteel.org/dms/internetDocumentList/steedtats/2015/CrudesteelproductionJan
Dec2015vs2014 /document/Crude%20steel%20production%20D&t%202015%20vs%202014,pdf

accessed in February 2016

V) KAYFQa ! € dzYAydzy { Disass Quithdicks{Blodndedfcembai$2D15b, aiiaftable

at http://www.bloomberg.com/news/articles/201512-09/chinas-aluminumsmelterssaidto-meet-to-
discussoutput-cuts accessed in Decdrar 2015

30 SourceChina Association of the National Shipbuilding Indusivajlable at
http://www.cansi.org.cn/index.php/Information/d&il?id=436&PHPSESSID=aadd4f6ed954e2a8a1689a97
60031dd2 accessed in May 2016
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http://www.bloomberg.com/news/articles/2015-12-09/china-s-aluminum-smelters-said-to-meet-to-discuss-output-cuts
http://www.bloomberg.com/news/articles/2015-12-09/china-s-aluminum-smelters-said-to-meet-to-discuss-output-cuts
http://www.cansi.org.cn/index.php/Information/detail?id=436&PHPSESSID=aadd4f6ed954e2a8a1689a9760031dd2
http://www.cansi.org.cn/index.php/Information/detail?id=436&PHPSESSID=aadd4f6ed954e2a8a1689a9760031dd2

beenhastened® Thesepolicy measures, however, triggered tbencern that China would
redouble efforts to boost SOEs, thereby rolling back the gradual shift in the last two decades
toward a more privatesectorled industrial structure.

Functional upgradingdentified asone of the most important channels for
China to build its owbrand recognitions, is anotheriger for consolidation. IGuiding
Opinions on Pushing Forward Enterprise M&ARedrganization in Key Industri@pinion$
issued inJanuary 2013the Chinese governmerncouragedhree of the eight industries
automobile, cement, and electronics and informationto extend their business intamore
intangible valueadded activitiegsee Table 10)nstead ofjust remairingin specialized niches
(e.g. low valueadded assemb)y where the country already hassolid grip, China is now
exploiting upstreanfe.g. R&D, design, and supply managementjawnstream (e.g.
distribution, marketing, and aftesales services) or both, to reduce its vulnerability to external

shocks, and tap its domestic and regional markets with compressed margins.

Thisis clearly reflected in the Chinese automotive industiyin the 1990s,
GKSNBE g6+ a I GSNRAGIotS FEt22R 2F F2NBAIYy Ayg@gSaday
final assembly lines through joint ventures (JVs) with stateed automakers?2) In 2002,
shortly after China joined the WTO, those JVs vpemenitted to participate in distribution and
after-sales services in five Special Economic Zones and eight majo#*&taese of the Chinese
partners have quickly acquired respectable manufacturing capabilities, as well as necessary

knowledge and expertgsin distribution, marketing and services. 3) To further achieve

31 Althoughthe central government has been encouraging consolidation for decades, some of the key

traditional manufacturing industrieare still balkanized, with each provinpeomoting its own local

champion to increase employment and tax revenue.

2Duringthe 19909, KAy I Q& | dzi2Y2060AtS YIN]J SO s6Fa R2YR¥lFIGSR o8
22AYy0G @OSYylGdaNB 6AGK {!'L/ X FyR ¢AGK Curéwvith DoyigfehgRRAGA 2y
(Tang 2009).

33 Five Special Economic Zones: Shenzhen, Zhuhai, Shantou, Xiamen, andBighnamajor Cities:

Beijing, Shanghai, Tianjin, Guangzhou, Dalian, Qingdao, Zhengzhou, and Wuhan
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technological independence, in March 2009, thatomotive Industry Readjustment and
Revitalization Plat callsfor 10 billion RMBn special fuds to develop indigenous R&D for
engines, kewuto parts andcomponents andalternative energy vehiclgsee Figure 11hese

investment and efforts quickly paid off.

Figure 11: Upgrading Stages for Chinese Vehicle Manufacturers;198fs¢ Present

Product
R&D Sourcing Manufacturing Distribution Marketing er ?ales
Development Services

‘ ‘—Mid 1990s ‘

Late 1990s

Early 2000s

2010 - Present
Source: Author

I KAY Ll 06 SOl YléaditgkduntrgnZeNis Bf Qehicleproductionand
sales by2009.0Over 21 million passenger cars were produced’ynese manufactureiis 2015,
up from 1.4 million in 1995° representing theepitome of(i K S vy indutrialgohistication
Ironically,however, no Chinese car brand has yet won global acclaim; many indigenous
automakers arectually facindiurdlesevencompeting in thedomestic market. Part of the
reason is that they haveeenaggressivelattemptingto controlthe entire value chain, which

could beextremely inefficient, especially for an infant industry in the context of Gwkre

34 TheAutomotive Readjustment and Revitalizatidar? one of 10 announced by the State Council in
addition to 4 trillion RMB stimulus package, released on March 20, 2009

35 Source: OICA, availablerdtp://www.oica.net/category/productionstatistics accessed in February
2016
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competitive improvements usually come by shifting to more valdded tasks associated with
the industry, rather than capturingladspects othe industry.

Consolidation is taking place not only within a country, but also across borders.
As a latecomer, China was conspicuously absent from the international M&A scene until 2008.
On the one hand,he global economic crisis triggeredea change in foreign attides toward
Chinese investors. While, on the other hattte Chinese government has since actively pursued
strategic partnershipwith industrialized nations beyond natural resource extraction, on the
other. As shown in th©pirions the Chinese government explicitly encouraged the firms that
had been well leveraged at home, in the automotive, the steel, and the shipbuilding industries,
to build core competitiveness in technological and commercial capabilities through cooperation
with their counterparts in developed countries (see Table EG).example, in June 2009,
/| KAYylFrQa fFNBSad LINARGIGSte 26ySR ldzizYlF1SNE %KS
acquired Australian comparrivetran Systems International (DSI), he NI RQa &aSO2y R f |
independent transmission manufacturg&Thanks to this M&A, Geely became one of the first
Chinese automakers to develagixspeed automatic transmission, and has continually
invested in R&D tdesign a highorque severspeed and alual clutch transmissiorot
surprisingly plenty offinancial incentives offered by central and provincial authorities]
state-owned banks lidehindthiscD 2 Df 2 6 I firEDecemded2018, Téatpmpleted the
acquisition ofSwedishbased Volvdrom Ford Motor Company (Ford) for $1.8 billidm fnance
the deal, Geely securekR.1 billion of loans from Bank of China, China Construction Bank,
Exportimport Bank of China, and the government of Gothenburg, where Volvo is

headquartered (Morcillo 2010).

902y 2YAAlG Ly(GSttAISY@E2YFALEDSEH L WRHA G NB 1 pd £32 NI

31



Like Geelya considerable number @hinese firms have benefited from
oversead M&A transactions byajningaccesgo established brands, global distribution
networks, best industry practices, and frequently, intellectual property. However, at the same
time, manyChinese enterprises astill facing pitfallsas they seek global eapsion via cross
border M&A. This is in part becaukgeign companiesormallyseparatenational security
concerndrom competition enforcement aa regulatory factor for inbound acquisitionand
thusare highly skeptical df K A y | G@ned dapitaii$nin addition foreign companiesire
sensitive, and sometimes reluctant, sbaring knowledge and technologiegh Chinese
competitors, who might encroach on their core competencieside from thesapecific risks,
creatingsynergybetween two brands hagrovento be arduous in general, due to the

differences in corporate culture, organizational structure, and management style.
2. Foster Strategiddmerging Industries

The notion of fostering strategic emerging industries (SEIs) was first projpysed
! K A Btat@G@ouncil in thBecision on Accelerating the \Bdopment of Strategic Emerging
IndustriegDecisiol in October 2010The Decisioridentifies seven industries éhcentral
government targes ee Appendix l|andestablishes quantitative objective for SEls to
generate 8 percent of GDP by 2015 and 15 percent by.2QaMay 2015, the Stat€ouncil
releasedthe Madein China 2028MiC2025,% the first 10year initiative to comprehensively
RNA PGS / KAYl Qa A Y RdZoisiNges ds adrctessdt 1 DedisidnteS OKI Ay @
MiC2025n0t only reiterates that R&D and innovation mustdme features of SEI development,

but alsobroadensthe scope of SEFRsrther. As illustrated in Table 11, tewiority industries

37 TheState Council Decision on Accelerating the Development of Strategic Emerging Inadftity
released on October 18, 2010, availabldtp://www.gov.cn/zwgk/201310/18/content 1724848.htm

38 TheMade in China 2028ViC2025)was modeled orGGermany's "Industry 4.0" plan, the core of which is
intelligent manufacturing. ThMiC2025 officially released on May 19, 2015;alable at
http://www.gov.cn/zhengce/content/205-05/19/content 9784.htm accesseéh March2016
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were highlightedor nationalattention ¢ two of themalign with/ K A yirfliGching

determinationto pursuegreen and sustainable growffive of them are consistent with

I KAY Il Qa LINI 3 elmb théladdey d rhanufatyringis@phistication aind dzA £ R | Y
innovativetype countryé* andthe rest of themNB F £ S O intentid fo ydcuRyghighetevels

of GVCs by promoting infrastructuirevestment both within and outside the country.

Table 11: StrategicindustriesListed by theDecisiorvs. theMiC2025 with Ultimate Goals

Decision(2010) MiC2025(2015) Ultimate Goak
Energy Efficiency &nvironmental
Conservation Energy Saving €leanenergy
: Vehicles Green and Sustainable
New-Energy Vehicles Growth
New Energy Power Equipment

Biomedical Highperformance

Biotechnology Medical Devices
New Materials New Materials
Next Generation Information Next Generation Information ) "
Indigenous Inovation®
Technology Technology
/ Computer Numerical Control Toc
& Robotics
/ Agricultural Machinery
Aerospace Equipment
HighEnd Equipment Advanced Rail Equipment Global Competitiveness i
Manufacturing Infrastructure

Marine Engineering Equipment ¢
Hightech Ships

Source: Auth@®@d A f f dzA G Nked AR RSOKRYSRKRY | GHnupé

To translate thesgoalsinto actiors, the Chinese central and provincial
governmentshave revamped a slew of incentive policiesissuesas boadrangingas taxation,

financialsubsidesand human resources.

39 TheMiC2025calls for industrial valuadded energy consumption to be reduced by 34 percent, carbon
dioxide emissions by 40 percent, and water consumption by 41 percent.

40The concept was raised in ti@PC Central Committee's Proposal on Formulating the 12tlY &are
Program on National and Social Developmexwtopted on October 18 2016t the Fifth Plenary Session

of the 17th CPC Central Committee.

41 TheMiC2025dentifies the goal of raising domestic content of cammponents and materials to 40
percent by 2020, and 70 perceby 2025.
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I Taxation

I KA Y | €aad NeWwTdacknology Enterpris€sINTE) program ane of the
O 2 dzy i NB QS taOpIdBs. ThiNRogram offers eligible compamiesduced Corporate
Income TaxCIT) rate of 15 percent (verstie standard 25 percent rajeTo qualify for HNTE
status, according to th&uokefahud2016]No. 32(Circular 32* a company shatheet
statutory criteria related to personnel qualificatioffSR&D expense¥ and most importantly, IP
settlements® For foreign enterprises, the requirement wénsferring core proprietaryPrights
to their Chinesesubsidiariesnay prevent them fromfully managing their global IP in the ways
that are most appropriate for theirdsiness interests. Butnathe flip side, doing so would help
those subsidiaries quickly benefit from the diffusion of knowledge and technologies through
extraterritoriallinkages in GVCs.

In addition tothe HNTE program, the Chinese government has a powerful set of
tax incentiveslesigned to bolsteSElsincludingValueadded Tax (VAT) refunds, tax exemptions
andreductionsf YR wg5 (FE RSRdzOGA2y&ad C2N) SBINXISY S REK .
taxincentive, which aims at promoting R&D and innovation in the encouraged industries would
allow a majority of SKiriented enterprises to enjoy a minimumy2ar exemptionfollowed by

aminimum 3year 50 percent reduction (see Table 12). MoreoveNdovember 201 / EA Y I Q

42 TheGuokefahud2016]No.32: Administrative Measures for Certification of High and New Technology

Enterprises Circulavas2 2 Ay if @8 Aa&dzSR o0& / KAYlI Qa aAyA&adiNEB 2F CAY
(SAT), and the Migiry of Science and Technology, danuary29,2016. Available at
http://www.most.gov.cn/tztg/201602/t20160204 123994.htraccessedn March 2016

43 A qualified HNTE must engagenmimum 10 percent of employees in R&D.

4 The R® expense ratio requirement is lowered from 6 percent to 5 percent for saradl medium

sized enterprises (SMEs) with an annual sales revenue less than 50 million RMB. The R&D expense ratios
for enterprises with an annual sales revenue between 50 milRbiB and 200 million RMB, and

enterprises with an annual sales revenue above 200 million RMB, remain unchanged at 4 percent and 3
percent respectively.

4 A qualified HNTE must own the technological intellectual property that is essential to the enterprise's
production of products or provision of services. Such ownership may derive from proprietary R&D,
purchase, donation, acquisition or other means, but intellectual property made available to an enterprise
through an exclusive licensing arrangement wouldarger qualify.
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Ministry of Financethe StateAdministration of Taxatiorand the Minstry of Science and
Technology jointly issued ti@aishui [2015] No.11&ircular 119 which further expands the
scope ofindustrieseligible for the Super &luction Because of this, all enterprises in the SEls

are claimable for a 150 percedeductionfor expenditures incurred on their R&D.

Table 12 SEirelated TaxExemption and ReductioRolicies

Projects/ Industries CIT hcentive

Specified basic infrastructuggrojects'” 3+3 years tax holiday

Environment protection projects and energy/water
conservative projects
Qualified NHTEs established in Shenzhen, Zhuhai, Shi
Xiamen, Hainan and Pudong New Area of Shanghai n 2+3 years tax holiday
established afted January 2008

3+3 years tax holiday

Software enterprises 2+3 years tax holiday

Integrated circuits (IC) design enterprises 2+3 years tax holiday

IC production enterprises with a total investment
exceeding 8 billiolRMB or which produce IC withlane-
width of less than 0.25um provided that its operation
period exceeds 15 years

IC production enterprises which produce IC with a-lin
width of less than 0.8um

5+5 years tax holiday

2+3 years tax holiday

Qualified energysaving service enterprises 3+3 years tax holiday

Source! dzii Kifudmian based ontte/ KA Y I Q&

I Financial Subsides

Along withthe approval of the 12tlrYP, China pledged to increase financial
subsidies to boost SEls, including providing companies in those designated industries with
accesssto 1) preferentialbank loans2) start-up capital, 3) R&D fuds for industrial upgrading,

and4) inputslike raw materials, land, and electriciigt belowmarket prices. Ahough SOEs are

46 The Caishui [2015] No. 11®olicy Improvement of Research and Development Expenses Super
DeductionCircular releasedon November 2, 2015 vailable at
http://www.chinatax.gov.cn/n810341/n810755/c1878881/content.htralccessedn April2016

4T Including harbor, wharf, airport, railway, highway, city public transportation, electric power, water
resources utilization project, etc.
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still the main beneficiaries of subsidies, the central government recently decided to double the
amount of venture capitadnd set up aource ofnational startup capital for SEf§in abid to

better ease the financing difficulties of smalhovative enterprises, whichave no assetto be
mortgaged Subsidy contributionfrom local governments are even mosabstantial(see

Appendix llIL)For examplethe Beijing mungipal government has set asid$6.4 billionin

financial subsidies to upgradeew products and technologies in SElgh a focus on aerospace
equipmentindustry.Certain provinces that may lack a spec#tel funding pool already offer
subsidies through other prograntisat can be also used for the development of SEls. The Hubei
Special Fund for Major Science and Technology Progutsthe Jiangsu Special Fund for
SoftvareandIntegrated @cuit Industries are examples of pexisting local funding

mechanisms thatould also support Skeglated R&D and innovatioff.However, as these

policies are transformed into measures, one important issue needs to be tracked carefully:
whether somedinancial subsidiesouldviolate WTO agreements or any other international

trade rules.

f Human resource
In June 2010, Chinmveiledits first national planon human resourceghe
National Medium and Longterm Talent Development Plan (2@2D20),%° which aims to

SELI yR (K O 2 dzyshiled videkersLti218C millBrFby ROROFATFOM 814 million in

2010 (see Table 13). This huge expansion flows from sustained investments in education. The

“8Source’ KAY Il Qa { GtartiipSfund ta allyc@e alssEts more widelgn 152015 available at
http://english.gov.cn/premier/news/2015/01/15/content_2814750396414 1 accessed in April 2016

“TheUS KAYl . dzaAySaa /2dzyOAts /KAyl Qa {GNIGS3IAO 9YSNE
Challenges, and Recommendations, March 2@¥3jlable at

https://www.uschina.org/sites/default/files/sereport.pdf, accessed in April 2016

50 The National Medium and Longterm Talent Development Plan (2@RD20), jointly issued by the
Central Committee of the Chinese ComnuiifParty and the State Council on June 6, 2@t@jlable at
http://www.gov.cn/jrzg/201006/06/content_1621777.htmaccessed in April 2016
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Chinese government expenditure on education incresseahn average of 23.2 percent per year

between 2005 and 2012 and it is expected to reach 4.4 percent of total GDP by 2020.

Table 13: Main Indicators of K A yHunf2araResource Developmen0082020

2008 2015 2020

Aggregate of human resources (10,000) 11385 15625 18025
R&D personnel per 10,000 labor (person/year 24.8 33.0 43.0
Percentof highly skilled personnel in skilled labc 24.4 27.0 28.0
Percentof mainly vvprkmg age.populatlon receivit 92 15.0 20.0

tertiary education

Percentof human capital input in GDP 10.8 13.0 15.0
Personnel contribution 18.9 32.0 35.0

{ 2dzNOSY ! dzii K2 NRa Af f dza (- &l oAgeyh TAHENEDEVeldpéht Phah G A 2 v |-
Recognizinghat building a competitive position in knowledgetensiveindustries requires a

workforce with robust science and technology (S&dpabilities, the Chinese government has

made great efforts to support STEM (science, technology, engineering aihe matic3

education initiatives across the country. Thus, in 2@IBpercentof Chineseollegegraduates

have STEM degreesnore than twice the share df.S. graduate¥ Understanding that human

capital is the major source of absorptive capacity, which is critical for digreegors in

participatingin and upgradin@sVCs, the government has launched a series of talent programs

to attract elite professionals, particularly thosgo Ol y GF 1S 2y f SIF RSNBRKA LJ
system. A case in point is the Thousand Talents®Piahich offers dedicated R&D funds,

competitive salarya housing subsidy and family reetment to lure overseas talent to woik

511 dz{i K @ldumtion based on data fro@hina Statistical Yearbook 2QNational Bureau of Statistics

2F (KS tS2L)X SQa wS Lium/Awhv@stass Fov.tnKjdi/ntsj/Z014/idéxéhthtmo £ S+
accessed in April 2016

52 Source: Schleichéndreas OECDirectoratefor Education and Skill§hina Opens a New University

Every Véek BBC NewsMarch16,2016 available ahttp://www.bbc.com/news/business35776555

accessed in April 2016

53 Detailsof the programavailable atttp://www.1000plan.org/en/topnotch.htm| accessed in April 2016
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the country. Moreover, the Chinese government is also widening dktegories of people
eligible for a Chinese green caahd establishing its first immigrati office to encourage

domestic companies to hire directly from the international market.

3. Accelerate the Growth of Services

As demand from global markets declines, slowing exports of manufactured
goods from China means the country must inciegly relyon domestic markets fasustainable
growth. Compared tahe manufacturing industry, servicéisat include transportationreal
estate, educationhealthcare etc.¢ are geared more toward domestic markets. Because of this,
serviceded gowth, for the fird time, is actingas a direct instrumenfor rebalancing the
Chinese economyn the 12th FYRChinaset out an explicit target of expanding the services
share of GDRrom 43to 47 percent by Bd-December 2015 (geTable 9), although it remains
short of the 55 percenshare that a middléncome economy typically possess$én the 12th
FYPChina also committed to a more prda@ openingup strategy irservicesector, aiming to
enlarge thescale of trade in services (Ti@yeach a taget of $00 billion in 2015

No one can deny thahcreasinghe share of output generated fromesvices
canspufr KAY Il Qa4 RS@St2LIVSYyld Ay Ylye gl &a

1) Employment GrowthThe service sector in China requires roughly 30 percent
more workers per unit of GDP than do manufacturing and construction (Roach 2013), which
would allow the country to achieve its lababsorptionobjectives, namely employment,
urbanization, and poveytreduction, even as its economic growth slows. As shown in Table 14,
services contributed 40.6 percent of employment in 2014. Furttimerservice sector in general

demands higher knowledge and more diversified slatinpared withthe agriculture and

S Sourceadzii K 2 NQ & Iased @b dizta franivarld BankWorld Development Indicatorsavailable
at: http://data.worldbank.org accessed in September 2016
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manufacturing sectors. Therefore, a move to maaphisticatechigh-end services such as

information technologybusiness, and finance would benefit a large portion of the surplus

college graduates in Chifa

Table 14 China's Distribution of Employment smss Economic Sectors (%)

Primary Industry

Secondary Industry

Tertiary Industry

1978 70.5 17.3 12.2
1985 62.4 20.8 16.8
1995 52.2 23.0 24.8
2005 44.8 23.8 31.4
2010 36.7 28.7 34.6
2014 29.5 29.9 40.6

Sources: National Bureau of StatisticCbina, 201%

2) ConsumptionBoom:Powered by thegrowth of the uppemmiddle classn

China spending on services is projected to increase 11 peraentallythrough 2020

Accounting for 51 percent of total incremental consumption, services will overtake goods as the

chief engine by then. Although China is still woefully inadequoateirtually alicounts,

compared with quintessential servicbased economies, the untappéd2 4§ Sy G A+t 2 F

I KAY

embryonic, albeit rapidly growing service sector is huge. This is especially true for the healthcare

industry, where the need to expand is particularly vital for an aging Chinese population.

According tdFulin Chi, thé’resident of tle China Institute for Reform and DevelopmghtK A Yy I Q a

annual demand of healthcare services for the elderly is estimated to readltion Yuan but

the current annual supplis only 100 billion Yuan, whitdavesthe market wide open.

SA002 NRAY 3

G2

iKS

aAyAadNE

2 ¥

| dzY'l y wS a2 dzNGhea

number of colleg graduates in Chingacheal a record high of 7.49 million in 2015. Athé Chinese
government expects to have a total of 195 million college graduates in the laborlfpr2@2Q compared
with a total projected labor force of 167 million in the United 8t

56 Available ahttp://www.stats.gov.cn/tjsj/ndsj/2015/indexeh.htmaccessed in Decemb2015
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3) Energyand Environmental SustainabilityServicesimplyrequire less energy

and resources than does manufacturiggritical for improving energy efficiency, a key objective

on quality agenda of Chitraa

M H. [in Kddition $ervicesalsohave a minimal carbon

footprint, helping the Chinese government reduce environmental degradation, and cap

greenhouse gasmissions by 2039 eventually winninghea 2 | NJ 3+ Ay a i

4) More ValueAdded:As illustrated in thd ( | Yy Imiirig iCanZe (see Figure

t 2€f dzii A 2

12),valuecreation isunevery distributed among activities, normally concentratingigstream

and downstream ends. Taupit another way, services generate the highest vadgieled, while

Fgure 14:{ G | Y S$nilingfCrde
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AftdzadGNY G2y ol aSR 2y . LfRgAYS

57 Chinaformally committed to peaking G@missions by 2030 at the latest, in dlatended Nationally

5SG4SNY¥AYSR /2Yy(iNROdziA2YyEé OLb5/ 03X &adz2oYAGGSR 2y
http://www4.unfccc.int/submisions/INDC/Published%20Documents/China/1/China's%20INDC%20

%200n%2030%20June%202015, padtessed in February 2016
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production contributes the least. From a GVC perspecthashare ofliSis higher than
understood on a valuadded basishecause servicemre not just embedded at the point of
merchandise sale (e.g. maim@nce, repair, product insurancand other aftersales servics) ¢
delivered alongside the product, but alsdegrated acrosf&D design, distribution, and
marketing (e.g. training, logistics, communications, and other technical expegtitdvered
within the product (Stephenson 2013Accordingo WTO statistics, services account foowand
40 percent of world tradealmost dolble what is presently attributed to them in official
statistical publicationéMeng and Miroudo2011).
In order to create new competitivadvantagesas well as, take a higher position
in GVCs, Chirtaas devoted great effort to th&iS development: 1) Ghil- Q& { GF S / 2 dzy OA f
designated thirtyoned { SNIIA OS h dzii & 2 dzZND A singe 2608NTRegexcilied G A 2y [/ A
KIS | R2LIGSR @I NA2dza GFE YR FAYlLYyOAlLf AyOSyida
major bases for globalutsourcing activities. 2) The central and local governments have
invested heavily in industrial parks, and most recently, free trade zones (FTZ), which allow easier
investment access and greater openness in service sectors. For example, the changes to
Cuwstoms regulations (e.g. dufiyee imports, storageand reexports), combined with financial
reforms (e.g. convertibility of RMa@h the capital accountand lowerthresholds for the
establishment of foreign banks arfthancial leasing companies) taking platc¢he Shanghai FTZ
hasshapel the outlook for logistics, finance, and telecommunications serviceBh&Ministry
of Commercé MOFCOM)he Ministry of FinancéMOF) the GeneralAdministration of

Customs (GA@intly issuedthe Guidance Catalogue of Key Development Fal&ervice

%9 SourceTheShangfumaod2016]No. 208:Notificationon Increasing Service Outsourcing
Demonstration Citiesavailable ahttp://chinasourcing.mofcom.gov.cn/policy/47/69490.htirdccessed in
September 2016
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Outsourcing Industr{Catalogu¢®A y Wdzf @ Hnamc I FAYAYy3 (2 LINRY2GS

service outsourcingAmong the total twentyfour key development fields specified in the
Cataloguetenare of Information Technologutsourcing (ITO) category, abe of Business
Process Outsourcing (BPO) categandeightare of Knowledge Process Outsourcing (KPO)

category(see Table 15)

Table 1524 Key Development Fields of Service Outsourcing IndusBiina

Information Technology Business Process OutsourcingKnowledge Process Outsourcing
Outsourcing (ITO) (BPO) (KPO)

Cloud Computing Service Professional Service Industrial Desigiservice
Integrated Circuit Design Service Data Processing Service Data Processing Service

Pharmaceutical and Biological

Software Technology Service  Emarketing Service Technology R&D Service

Supply Chain Management

Software Development Service .
Service

Inspection and Testing Service

IT System Operation and
Maintenance Service

Fundamental IT Operation and Call Center and-Bommerce

HR Management Service New Energy Technology R&D Ser

CultureCreation Service

Maintenance Service Backoffice Service

E-commerce Platform Service Engineering Technology Service
IT Solution Service Management Consulting Service
New Energy Technology Solutiol

Service

IT Consulting Service

SourceThe Guidance Catalogue of Key Development Fields of Service Outsourcing, R@iLétry

As a resultChina'sTiScontinued to grow in 2015 despite subdued economic
growth, with both onshore and offshore contracts posting remarkable increases in value
According tahe MOFCOMChinese companies inked servimatsourcing contracts worth
$130.9 billion, up 22.1 percentrom last year. Information technologglated services

accounted for nearly half of the deals.

50 SourceThe Joint Announcement [2016] Na.Zidance Catalogue of Key Development Fields of
Service Outsourcing Industyailableat http://chinasourcing.mofcom.gov.cn/policy/47/73508.html
accessed in September 2016
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Howeverthe geographical realities assoid with the smilingcurveare that
the higher valueaddedactivities services for example, atargely located in advanced
economies, whildow valueadded onesave movecr are moving to emergingconomieqsee

Figure 12and Table 16 Notwithstanding the growth of the service outsourcing industry, China

Table 16The Share of Services in Total Exports by Countries, 2009, 2012, 2015

2009 2012 2015
China 9.8% 9.3% 11.8%
Brazil 15.3% 13.9% 15.1%
Mexico 6.0% 4.1% 5.6%
us 31.0% 29.6% 33.8%
Japan 18.1% 15.4% 20.8%
UK 42.5% 39.3% 44.0%
Germany 17.2% 15.5% 16.8%

Source: IMF Balance of Payméhtsd World Development Indicators

hasbeenrunningmassivetrade deficits in services ¢ KS O2dzy i NE Qa aSNBAOSa
$150,100 million irR014, hitting a record higiAsshown in Table 1part of thedeficit is

attributable to the sectors ofhsurance servicesandroyalties and license feewhich is not

surprisirg given that these are nelabor-intensive activitiesTheother part of the deficit is

mainlyattributable totravel andtransportation due to the improvement of life quality in China.

Table 17Balance2 T / KA Yl Q& ¢ 2010R084 (3 Milliopss NIDA OSa =

Balance in Balance in Balance in Balance in Balance in Exported Imported
Service label valuein valuein valuein valuein valuein Valuein Valuein
2010 2011 2012 2013 2014 2014 2014

Manufacturing
services on physic:
inputs owned by
others
Otherbusiness
services

16635 18271 39018 23178 21305 21421 116

8855 7163 8767 9910 15525 68895 53370

51IMF Balance of Payments, availabléntip://data.imf.org/reqgular.aspx?key=60982818ccessed in
September 2016
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Construction 9423 10996 8627 6773 10485 15355 4870

Telecommunication:
computer, and 6374 8874 10757 9474 9425 20173 10748

information service:

Financial services -56 103 -40 -506 -409 4531 4940
Personal, cultural,
and recreational -248 277 -439 -636 -699 175 874
services

Insurance and

. . -14028 -16720 -17271 -18097 -17880 4574 22454
pension services

Charges for the usi

of intellectual -12209 -13963 -16705 -20146 -21937 676 22614
property n.i.e.
Transport -29046 -44875 -46949 -56678 -57915 38243 96158
Travel -9066 -24121 -51949 -76912  -107946 56913 164859
X X X X X X X X

Commercial service -22322 -53834 -65851  -123571 -149127 232456 381582

Government goods

. . -193 -312 -50 39 -973 1054 2027
and services n.i.e.

All services -22515 -54146 -65901  -123532 -150100 233510 383610

{ 2 dzND S Y Calcdziidh£b€d@don national source, Int¢ioraal Monetary Fund statistics
Note: The values shown in light blaee estimated by UNCTAD, WTO and ITC

44



V. TheChallenges and OpportunitieBosed by GVCs

Having réormed and opened ufor decadesand having periencedhe
financial crisi®f 20082009 China has come to erossroads with unforeseen cliehiges and
opportunities.Economic restructuring and upgrading is undoubtedly the most important factor
Ay OKI y 3 jrowdh pdttderis. Adwev@r, desindustrial upgradingneanabandoring the
low-technologymanufacturing industriegh China™oes the rising sophistication bfK A y' I Q &
SELRNI& YANNRN G§KS 02 dpcvidpartant i§ iSfd theGhinesa A O £ dzLJ3
government to pursue trade and investment opportunities within R\&&hquestions have
not been emphasized ithe existing literatureput are facel by Chia as the countryis
attempting to turn GVC participation into sustainable development.

In the past decadeChina has beeabandoning soméw-technology
manufacturingindustries such as thgarmentindustry, while moving towardchore technology
intensive industries, such as th@tomobile industry. Its a ommon belief that tomove up the

value chain a nation must transition out of a focusumskilledlaborintensive industrieso a

stronger emphasis ohumancapitalintensiveindustries However, asi KS ¢ 2 NI RQa Y2 al
populous nationChina needs a far larger upfront investment to assemble an appropriately

skilled workforce thn nearly any other countnAdditionally small and mediumsized

enterprises (SMEs) account 80 percentof Chinda Y I y dzF I O dzNJR yvhigh- SYLJX 28 Y S

technology manufacturing industriege not necessarilthe mostprofitable or accessible
options forSMEsbecausehe costs of basic research and branding are much riioaa they
canafford. Moreower, looking at thecurrent status of traditionatnanufacturing industry in
Chinathe steel industry, for instancevercapacity is widely believad have peaked; however
the surplusrepresentdow-end crude steelwhile highrend refined steel remainis short supply.

In other words China has become a big manufacturing country, but is still far from a
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manufacturing powerGranted, the countryvould achieve economic upgradit@enhance its
technologyintensive manufacturing sector and its service sedbat not at the expense of its
low-end manufacturingsector.

TheChinese governmeritas beervigorouslypromotingthe development of
medium and high-technologymanufacturingndustriessince the late 1990#\ccording to the

Asian Development BarfhDB)/ KA y I Q& & KI NB 2 Ftechndldgy ntasufaSuesi?2 NI & 2

(V)]

NEasS (2 noodt LISNOSyid Ay wnmn FNRBY ddn LISNOSy

from 25.5 percent during the same periétdowever, nstead of exports valueshe domestic
content of exportgjuantifiesthe actualvalue added bgach countryln 2011/ KAy Q& R2YSai
value added inports of high-technolayy manufacturesvasmerely46.3 percent, well behind
that of Japan (83.1 percent) and the United States (85.3 per¢agg)Figure 15).ikewise,
I KA Yl Qa vaRie ad&d it ¥pdts of mediumtechnolagy manufactureg65.7 percent)
wasmuch lower than that of Japan (83.8 percent) and the United States (76.2 percent),
althoughthe gap between China antdleseadvanced economies has narrowgsde Figure 16).
The empirical results also indicate that the technological intensity of Chinese exportedras b
significantly overestimatedue to its high dependency on import content, especially in-high
technology expos.

Selectinghe robotics industry as an examphee carbetter understand this
phenomenon. Robotics is a highly technical subject tegtiires mechanical engineering and
electrical engineering tdesign, constructandoperate, as well as, computer systes for

sensory feedbackndinformation processingn light of this products from manyChinese

domestic companiesan only beconsidered aautomated machins, rather tharreal robos.

62 Data available atttp://www.bloomberg.com/news/articles/201512-08/chinasurpassegapanasasia
stop-high-tech-exporteradb-says accessed in September 2016
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In addition, China remains heavily dependent on the import of core components from foreign
firms, including controller, serwoaotor, and reducerwhich account for0 percentof the cost. In
2015, about 75 peentof reducer units were imported from Japan, from major suppliers of
Harmonic Dive Systems, while 80 perceoft servanotorsand driveswere mainly imported

from Japan, the European Union and the United Ste@esh imports arapparently a major
bottleneck refricting China's robot industry, as well as other highhnology manufacturing
industries.

To tacklethe problem, the Chinese government has promoted indigenous
innovation through an array of measurigsrecent yearsThe indigenous innovatiacceampaigns
enshrined as national strategy thaput science and technology development at the center of
NBolflFyOAy3a / KAYIl GlaweRrRSidhe padtldBcRigsiiscidnlifidirasSaliah” ®
China hadeen driven by shorterm or focused technologprojects. Largascale projects
supported by public funds have to be invested in promising areas for urgent needs, such as the
development of aircraft engines, higipeed trains, solar cells, and drug desigith the
governmentexpecting sme sort of retirn in less than five to tepears.Furthermore basic
research idessemphasized in China, since it hdewer success rate and its research
achievement takea much longer time to develop, translate or apphthoughChina's shie of
research papers arldwide,as countedn Elsevier's Scopus database, grew from 2.5 percent in
1997 to 18.8 prcentin 2015 much basic resear¢lsuch as in pure matherties or fundamental
physics, igrrelevant to the nation's economy or society in China. Scientific and technological
progress contributed to only 55 perceot economic growth irChina in 2015, compared with 88
percentin the United States durinpe same period. Fortunatelyhe Chineg government is
trying to reverse the situation. The National Natural Science Foundation of China continues to

serve as the major source for basic resedtaiding. TheChinese Ministry of $nce and
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Technology initiated sixteemajor technology and engaeringprojects, whichwill run to 203Q

and thirty-sixNational Key Research Projeri2014 Examplesaréd KS a G dzReé 2F a[ | y 3f
progrant for mathematics whichinvolves the understanding of number theory, geometry and

theoretical physics; the detectipof dark matter bya deep undergroundaath-physics

laboratory in Sichuan; and the launch of owgenty satellites in the next fivgears to advance

the study of astrophysics, cosmology and earth science in China. Moreovea sintiie US

BayhDole At, recent revisions of the knowleg-transfer laws in China cledtre barrier

between research and commercial development to a great extent.

Foremerging economics like China, tkiowledgeand technologylows that
underpin GVCsan help the country achieve catclp throughrapidlearningand industrial
upgrading, buthey never enable the country tmove tothe head of GVC# the realm of
economic development, GVCs can driineven development over time beacse of the existing
power asymmetries. Companies in developingrries do not have the scale or scope to move
into and occupy highalueaddedactivities, whildeading firms in developed countriesaintain
control ofhigher valueadded stagealong the value chaids mentoned abovethe Chinese
government is, on the one handttemptingto enharcethe economic power anthdigenous
innovationof its national championsespeciallyn SElsand service sectors. On the other hand,
the Chinese government is actively pursuing trade andsimrent opportunities within RVCs.

Evidently, a considerableumber of global economic entities have benedit
from the idea of localizing the GVCsdither loweringthe costof merchandise transportation
or quicklyclimbing up the value chain. Without any doubt, Asithe best testing field for China
to practice building its owRVCs.

The fact thatChinais an emerging economic leader in Asiangflectedby its

trade and investment performance ovdre past ten years. The economic data ofraltan be
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compared tathat of Japan and the United Statés demonstrate its success @xpanding and
strengthening RVC participatio@necannotdeny thatthe geographic location of China plays a
very important rolein the processChina is located along tleeastline of the Pacific Ocearhul,
it seems the focus of economic development should be the eaast However, the reality is
there are more chd¢nges than opportunities awaditg if eastward since China is anticipateol
face much more direct competitions from Japan and the United Stiteswo supetpowers in
the AsiaPacificregionfor manydecades. Moreover, the recent establishmenttod Trans
Pacific Partnership (TTP) further strengthened the core economic competitiveness of Japan and
the United States. Instead, one of the most significant measurable actions for China to resolve
the difficulty is tolook westward Therefore the Chinese garnment proposedne Belt One
Road(OBORjseeFigure T), as a major deslopment strategy. This initiative aimsla¢lping
China fosteinternational trade and cooperation among countries primarily in Eurasia.
Tobetter demonstrate, Asian countigearedivided into three groups, as stvo
in Figure 18The first group isomposed of AsiaRacific Top teDP countriesncludingJapan,
Australia, India, Indonesia, Turkey, Saudi Arabia, Iran and Thallaimd has been aamerging
economic leader ithis group for at least a decade, with respect to its economic performance.
The second group lists Asi®acific countries withithe TTR includingJapan, Australia, New
Zealand, Malaysiajrjapore and Vietnam.hEre are onljtwo countries ranked top tein Asia
Pacific GDP in this group, but considgrthe globalnfluence of the United States included in
the group, the challengeto China fronT TPcannever be underestimated. The third group of
countriesis covered by OBORitiative, which casists of siAsianPacific Top ten GDP countries,
three TTP countries, UABhilippines, Pakistan, Iraq, Kazakhstan and Q&tee.per capita GDPs
for these countries arfom $1,000 to $6,000 rangédt is very likely these countries are deeply

involved in one or twopecific division stagein GVCs
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Figure 18 AsiarrPacificTop TenGDP Countries, One Belt One Road and TTP Members
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