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THE CHINESE ECONOMIC AREA:
ECONOMIC INTEGRATION WITHOUT A FREE TRADE ARRANGEMENT

This paper describes the de facto economic integration taking place
between China, Hong Kong and Taiwan -- the "Chinese Economic Area" -- and
analyses basic factors underlying the process. Even in the face of weak
economic performance in OECD countries the integration has helped underpin
rapid growth in all three economies, particularly in China’s south-eastern
provinces. If Chinese policies are further liberalised within a reasonably
stable macro-environment, the Chinese Economic Area could become a major player
in world markets within one generation and require massive adjustment in the
rest of the world. ’

Ce document décrit 1” intégration économique qui a lieu de facto entre la
Chine, Hong Kong et Taiwan -- la "Zone Economique Chinoise"™ -- et analyse les
facteurs & la base de ce processus. Malgré la faible performance économique
des pays de 1'OCDE, cette intégration a permis une croissance soutenue de ces
trois économies, particuliérement dans les provinces du sud-est de la Chine.
Si 1la Chine poursuit une politique de libéralisation dans un environnement
macro-économique raisonnablement stable, la Zone Economique Chinoise pourrait
tenir un rdle majeur sur les marchés mondiaux en l’espace d'une génération, ce
qui pourrait entrainer des ajustements importants dans le reste du monde.

Copyright OECD 1992
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THE CHINESE ECONOMIC AREA:

ECONOMIC INTEGRATION WITHOUT A FREE TRADE ARRANGEMENT

I. INTRODUCTION

In 1991/92 the economies of Taiwan, Hong Kong and China experienced
continued strong GDP growth in spite of recession in the United States and a
slowdown of activity in other East-Asian economies. The boom is driven by
activity in mainland China resulting from an opening of the economy and de
facto economic integration with the economies of Hong Kong and Taiwan -- what
. one may call the Chinese Economic Area (CEA). An understanding of develcpments

in the CEA is of interest for several reasons. First, continued economic
expansion of the CEA will require major adjustment of other econcmies including
those of QECD. Second, the economic policies pursued by China -- affecting
particularly the South-East -- and their success stand in marked contrast to
the more recent efforts to reform the economies of Eastern Europe. Third,
economic integration between China, Taiwan and Hong Kong has proceeded without
an agreement for free trade and to some extent against Taiwanese policy
-efforts. Rather, forces appear to be at work, which may resemble those driving
re-unification of countries.

The CEA is now a major player in world trade. Only the United States,
Germany, Japan, France and the United Kingdom account for a larger share of
world trade than the CEA (see Figure 1). Netting out intra-trade, the share of
the CEA in world trade grew from about 1.8 per cent in 1980 to about 4.2 per
cent - by 1989 (see Figure 2a-c). Intra-trade in the CEA, which grew from about
10 per cent of total trade in 1978 to over 35 per cent by 1990 (see Figure 3)
exceeds that of all free trade arrangements outside the OECD area (1). About
sixty free trade arrangements have been established outside the OECD area since
World War II. None has attained major economic importance or led to
integration among member countries in the sense that intra-trade increased
significantly as a share of total trade of the members of the arrangement (2).
Even in the dynamic countries of the association of South East Asian Nations
(ASEAN), the share of intra-trade has risen little, while their trade with the
rest of the world grew rapidly. Instead, it is a non-arrangement which is
becoming a major player in world trade and is developing strong intra-trade
flows. '

Much of the economic integration 1is centered around the southern
provinces of the Chinese mainland, which are geographically and ethnically
close to Hong Kong and Taiwan and whose GDP has been growing in excess of
10 per - cent per year for over a decade. Reforms in mainland China have
provided the opportunity for economic integration, yet much of the subsequent
developments appear to have occurred in spite of economic policies and the

policy efforts of Taiwan. Hong Kong and Taiwan, which have provided
three-fourths of foreign investment in the mainland, have played a crucial role
in China’s economic take-off. In particular, Hong Kong, as the financier,

investor, supplier, and provider of technology for Southern China, has helped
smooth the transition from central planning, in contrast to the difficulties
faced in Eastern European countries and the former Soviet Union.



In Guangdong province, where state-owned enterprises account for only
about a third of industrial output, the changes have been most dramatic. At
the end of 1990, about 14 000 foreign-funded firms, almost half of China’s
total, -were operating. Exports to Hong Kong, which is the source of 80 per
cent of foreign investment in the province, accounted for two-thirds of
Guangdong’s industrial output. Industrial output has risen at a 25 per cent
annual rate since 1986, double the national average. Guangdong has also begun
to establish direct contacts with other countries to avoid using Hong Kong as a
middleman. Shenzhen, a town of 30 000 in 1977, now has a population of
2 million (3). The benefits of rapid growth have spread to other arecas of the
province as well. The per capita income of Guangdong’s rural population wds
60 per cent above the national average in 1990 (see Figure 4 a and b). Inland-
provinces are now also winning privileges previously reserved for coastal
areas. Two counties in Hunan, which borders Guangdong, have been declared
open econocmic -zones. Rising labour costs in the Pearl River delta region are
helping to push foreign investors inland.

This paper first briefly introduces the players in this story of
successful economic integration -- Hong Kong, Taiwan and the People’s Republic
~of China (see Table 1). It then surveys the linkages that have developed among
these economies before sketching some basic factors underlying the integration
process. The paper concludes that economic policies allowed integration to
take place, and freedom to contract led to fairly efficient economic oytcomes
in spite of continuing policy distortions. Better economic policies,
particularly in the PRC, would however strengthen the chances that the
"spontaneous®" integration and accompanying growth can be sustained.

II. PROFILES OF THE ECONOMIES

A, Hong Kong

A British colony since 1842, Hong Kong has emerged as an important
center of trade and finance in South China. In addition to its role as an
entrepdét for trade between China and the West, Hong Kong’s laissez-faire
atmosphere of minimal government = intervention and hard-working labour force
" made it perhaps the world’s most dynamic centre of light industry in the 1960s
and 1970s. Economic growth has averaged about 8 per cent a year during the
past 25 years, boosting per capita income in 1988 to more than US$14 000 (in
purchasing power parity terms), a level second in Asia behind Japan (4). Hong
Kong is densely populated with almost 6 million people (98 per cent of whom are
Chinese) crowded into 1 000 square kilometers of mountaincus land on Hong Kong
Island and the New Territories on the Chinese mainland. The territory is
predominantly urban with only 7 per cent of its land and 2 per cent of its
labour force engaged in agriculture.

Hong Kong, which has the only developed deep water port on the coast of
China, prospered throughout much of its history as the gateway to China. The
Communist victory in 1949, however, led to China’s isolation from the world
economy and forced Hong Kong to develop industry to survive. Given the
shortage of land, industrial development was concentrated in light industries
that could operate in high-rise buildings. The manufacturing sector, which is
still dominated by small, family-owned firms, averages only 15 workers per



establishment. Hong Kong firms have been successful in adapting quickly to
changes in market conditions and in their extensive use of subcontracting
arrangements with foreign enterprises. Textiles and apparel have been the
leading industries, accounting for 43 per cent of the manufacturing work force
in 1990. Electronics, which employs 14 per cent of manufacturing workers, has
benefited from foreign investment from Japan and the United States (5).

Hong Kong’s economy has flourished in an environment of low taxation and

a minimum of government regulation. The government’s policy of "positive
non-intervention” has limited its role primarily to the provision of
infrastructure, public housing and medical services. Public sector

‘expenditures remain relatively small at less than one-fifth of GDP. In
addition, Hong Kong does not impose controls on international trade or capital
movements and maintains no anti-dumping system. The laissez-faire atmosphere
has helped make Hong Kong an important center of international finance, with 44
of the world’s 50 largest banks opérating in the territory. The financial
services -sector, which accounts for about 17 per cent of GDP, has become nearly
as important as manufacturing. Hong Kong’s stock exchange 1is the
fourth-largest in Asia. '

As rising costs and the emergence of regional competitors eroded Hong
Kong’s international competitiveness in manufacturing in the 1980s, the
colony’s service industry flourished. Productien activities of many firms were
shifted into neighbouring regions of China, reducing manufacturing employment
in Hong Kong by 27 per cent between 1986 and 1991. Hong Kong firms now employ
an estimated 2-3 million workers in Guangdong Province. The integration of

Hong Kong with the mainland 1is reflected in the rapid growth of re-exports,

which consist largely of Chinese goods shipped to Hong Kong for finishing
before shipment to third countries. Re-exports increased from one-fourth of
Hong Kong's total exports in 1979 to almost two-thirds in 1990. The rapid
growth of re-exports made Hong Kong the world’s llth-largest exporter with
exports equivalent to 117 per cent of GDP. In addition, Hong Kong remains the
second-largest container port in the world after Singapore.

The major challenge facing Hong Kong is uncertainty about its future
under Chinese +rule. With the end of Britain’s 98-year lease of the New
Territories approaching, China and Britain agreed in 1984 that all of Hong Kong
would be returned to China on lst July 1997, At the same time, China promised
to preserve Hong Kong’s capitalist system for 50 years. The Tiananmen Square
incident in June 1989 and China’s growing involvement in Hong Kong’s affairs
has weakened confidence about the territory’s future under Chinese rule that is
reflected in an increasing levels of emigration. About 50 000 persons have
left Hong Kong each year since 1989, exacerbating the shortage of labour.

B. Taiwan

The island of 36 000 sguare kilometers located near the coast of China,
is smaller than China’s 29 mainland provinces. The Nationalist Party
government, which fled to Taiwan following its defeat by the Communists in
1949, still claims sovereignty over all of China and has pledged to reunify
Taiwan and the mainland. China, which also claims jurisdiction over Taiwan, -
has never ruled out the use of force to reunify the country and the two sides
remain technically at war. During the past few decades, Taiwan has become:-



increasingly isolated internationally. It lost membership in the IMF and the
World Bank in the early 1970s and only 27 nations maintain diplomatic relations
with the Republic of China as it is officially known. An increasing number of
nations, however, have established trade offices on the island in recognition
of 1its growing economic power. Taiwan is likely to be accepted as a member of
GATT in 1993 along with China.

Taiwan has been one of the fastest-growing economies in the world,
averaging almost 9 per cent a year since 1953. Its per capita income is about
US$8 000 at current exchange rates, roughly twenty times higher than on the
mainland (6). Life expectancy increased from 59 years in 1952 to.74 years in
1990. Rapid economic growth has been accompanied by an improvement in income
equality. In 1952, the income of the wealthiest one-fifth of the population
was 15 times that of the poorest one-fifth. By 1980, the ratio had been
reduced to 4.2. The narrowing of the income gap is a result of land reform,
the development of labour-intensive industries, full employment throughout much
of the period, and easy access to education. BAnother positive aspect of
Taiwan’s performance was low rates of inflation of less than 5 per cent in the
1960s and 1980s.

At least 80 per cent of the island’s 20 million inhabitants are "native"
Taiwanese whose ancestors emigrated from Fujian province on the mainland (only
100 miles across the straits of Taiwan) beginning in the 14th century.
Although the official language 1is Mandarin Chinese, most people speak
Fukienese, the dialect of Fujian province. With 566 persons per square mile,
Taiwan 1s one of the most densely populated areas of the world. Only
one-fourth of the island is arable, forcing it to rely on imports for much of
its food. In addition, more than 90 per cent of its energy requirements are
met by imports. '

Two important characteristics of Taiwan’s economy have been the
declining role of the government in economic affairs and the importance of
small enterprises. The government initially adopted an interventionist stance
towards industry to promote a strong defence and a high degree of

- self-sufficiency. In 1952, state-owned enterprises accounted for over half of
industrial .production. By 1990, their share had been reduced to about 10 per
cent, concentrated in strategic sectors such as steel, electricity and

- shipbuilding. Small- and medium~sized firms have played the major role in
Taiwan 1in contrast to the Korean economy, which is dominated by large
conglomerates. In 1990, manufacturing firms averaged less than 17 workers.

While their small size is sometimes thought to be an obstacle to moving into
high technology fields, Taiwanese firms have shown great flexibility in the
face of changing market conditions.

During the 1950s, the government adopted inward-looking policies to
build on the industrial base developed during the Japanese occupation of the
island from 1895-1945. Foreign aid from the United States financed 30 to
50 per cent of domestic investment during the period 1951 to 1965. The
adoption of policy reforms in 1960, which included investment incentives, the
devaluation of the New .Taiwan dollar, and the lowering of import barriers,
preceded the rapid growth of industry and exports. The manufacturing sector’s
share of GDP  doubled from one—fifth in 1960 to two-fifths in 1986, while
agriculture declined from 29 per cent to 6 per cent over the same period.



