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1.0 Introduction

Over the last 20 years, Chinese policy makers have been burdened with the proverbial curse: to live
in interesting times. As described in the Chinese overview paper that is part of this series,
unprecedented growth in trade and investment has been responsible for historic gains in income and
infrastructure for hundreds of millions of people. However, as that paper also makes clear, China
faces monumental challenges in maintaining its course and in successfully managing its powerful
economic growth to deliver prosperity and security in the long run. From a trade policy perspective,
the key question is how trade can best contribute to China’s sustainable development.

To answer this question, we need a guiding framework that can help us assess trade’s current
impacts and assess the policy options that might be considered. This paper sets out one such
framework. It begins by defining what we mean by sustainable development in general. It then uses
that definition to make the case for change in China’s trade policy, briefly surveying the relevant
domestic and international trends and drivers and arguing that many of them seem to be taking us in

the wrong direction, or at least not moving us quickly enough in the right direction.

The paper then sets up a framework that defines sustainable development in the specific context of
China’s trade policy, drawing on the definition of sustainable development and the characteristics of
China’s trade-related economic development. For each element of the framework, it briefly surveys
the current conditions in China, noting how progress might be made. More in depth analysis of this
type, though, is beyond the scope of this paper and can be found in the other papers completed as
part of this project.

Finally, the paper considers the nature of the types of change that might be suggested in the other
analytical papers. Three basic strategies for China are described in an effort to help frame the
recommendations that come out of the in-depth work and to help policy makers consider how best
to guide China toward sustainable development through its trade policy. In closing, the paper puts
forward a research agenda that flows from the analytical framework, identifying several lines of
inquiry that will help clarify what constitutes good policy for China in pursuing a sustainable trade
strategy.
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2.0 Defining Sustainable Development

Sustainable development has been a benchmark objective of the international community since the
time of the 1992 Rio Summit on Environment and Development, which brought together 172
governments and 108 heads of state. The Summit, which created the Commission on Sustainable
Development (which spawned the UN Framework Convention on climate Change, the Convention
on Biological Diversity and the Forest Principles), was initiated in response to the landmark 1987
report of the UN Commission on Environment and Development (the Brundtland Report). The
Report forcefully made the argument that progress on development and progress on environment
were inextricably linked.

The Report, which first coined the phrase “sustainable development,” gives us a working definition:
“...development that meets the needs of the present, without compromising the ability of future
generations to meet their own needs.”" Brundtland argued, in particular, the overwhelming need for
growth in developing countries, but at the same time noted that such growth needed to be of a
different quality than that historically experienced by the countries of the OECD.

In other words, sustainable development is development - making people better off - carried out in
such a way that it can endure for many generations. This is a useful foundation for our definition of
sustainable development, but it is not enough in and of itself. To properly operationalize the concept
of sustainable development it must be put into some specific context. That is, at the general level
sustainable development is more like a principle than an operational guideline. As with the principle
of justice, for example, which can only be operationalized in the context of a specific case, it is
impossible to give sustainable development operational meaning until we ask what it means in a
specific context. This is the objective of this paper: to ask what sustainable development means in
the context of China’s trade policy.”

At the general level, however, it is possible to go further than the Brundtland definition. There is
widespread agreement that sustainable development is comprised of three elements: economic,
environmental and social. These are often called the “three legs of the stool” - an analogy that
emphasizes the interdependence of the three elements; unless all three legs are strong, the entire

' WCED (1987), p. 42. The full definition, seldom quoted, continues: “It contains within it two key concepts: the
concept of “needs,” in particular the essential needs of the world’s poor, to which overriding priority should be given;
and the idea of limitations imposed by the state of technology and social organization on the environment's ability to
meet present and future needs.”

2 For an analysis of what sustainable development means in the context of multilateral trade policy, see Cosbey (2004).
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stool will not stand.” Economic activity that ignores environmental imperatives will not itself be
viable in the long run; for example, unsustainable fisheries and forestry will quickly undercut their
own economic basis. And environmental solutions that ignore the need for social improvements and
economic health will lead to increased poverty, which leads to environmental degradation and
deprives nations of the financial capacity to tackle environmental problems.

This paper will use the three elements of sustainable development as part of its framework. The
interdependence of these three elements is particularly important as a basis for our definition.
Sustainable development is sometimes misunderstood by the environmental community to be
environmentalism with a disregard of the economic and social factors that must necessarily
accompany it and of the balancing that must often be done among the three to achieve a successful
final outcome. Similarly, some within the business community see sustainable development as a way
to paint environmentally destructive practices green - a rationalization for economic growth without

due concern for environmental imperatives.

Another widely recognized tenet of sustainable development is the need to look first for solutions
that achieve multiple objectives at once. This guidance, which derives directly from the idea of
interdependence, is often framed in terms of the search for “win-win” solutions. Such solutions will
not always be possible and there will often be a need to strike a balance among the three elements of
sustainable development, looking for the best compromise. But, to the extent possible, it makes
most sense to first exhaust the available win-win solutions.

The concept of sustainable development used here is strongly related to the “scientific concept of
development,” put forward at the 16" National Congtess of the Communist Party of China in 2003
and since elaborated and refined. The scientific concept of development builds on previous
conceptions of development that included a promotion in the early 1990s of fast, coordinated and
sustainable development - a strong drive for economic development but with consideration for the
population, resources and the environment - and a promotion of harmony between man and nature.
The scientific concept of development seeks to correct the outcome of that promotion, which often
saw economic growth and gross domestic product (GDP) as primarily important, to the detriment
of society and the people, and of the natural environment, and which resulted in unbalanced
economic prosperity.

The scientific concept of development, while still fundamentally based on the need for economic
growth, puts people first and takes a long-term view. It looks for balance between development in
urban and rural settings, aiming at enhanced living standards for all. It also looks for balance

3 Thousands of uses of this analogy, or the similar “three pillars” concept can be found in the literature, used by
governments, intergovernmental organizations, NGOs and business groups. See, for example, Dobriansky (2002),
Government of British Columbia (2004), World Business Council for Sustainable Development (2002), Scottish
Environmental Protection Agency (2002) and Willard (2005).
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between economic growth and achievement of other values such as cultural and ethical standards.
And it looks for balance between the achievement of growth and the natural environment, which in
the end affects peoples’ lives and well-being. In that sense, while the scientific concept of
development is very much a made-in-China concept, built on the experience of decades of efforts at
development and responding in particular to the Chinese context, it is conceptually very similar to
sustainable development, and the fundamental desire for balance among economic, social and
environmental objectives is a central part of its character. In this analysis, when we use the term
sustainable development, we will be referring not only to the concept as internationally understood,
but also to the specific understanding as developed within China of the scientific concept of
development.

With this general understanding of sustainable development in mind, the next section turns to a
brief overview of domestic and international trends, arguing the need for a sustainable trade strategy
for China. Following that, the analysis moves from the general to the specific and the paper lays out
what sustainable development means in the context of China’s trade policy.
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3.0 Domestic Trends

The domestic trends in areas related to trade policy are surveyed in depth in the Chinese overview
paper produced as part of this series. It is not the intent of this paper to reproduce that analysis here.
Rather, this section will give brief highlights of the trends noted in the Chinese overview to support
the argument that a sustainable trade strategy for China is necessary, considering trade’s economic,

environmental and social impacts.

A fundamental underlying factor is the structure of Chinese trade, one characteristic of which is
unprecedented growth over the last 20 years. In that time, GDP maintained an annual average
growth rate of over 10 per cent, increasing almost 900 per cent from US$296 billion in 1986 to
US$2,644 billion in 2006," though projections for 2009 are substantially lower. Exports of goods and
services served as a powerful driver for this unprecedented growth, growing as a percentage of GDP
from 11.8 per cent to over 40 per cent, and with value of merchandise exports increasing by more
than a factor of 30.” The open-door policy that underlaid much of this growth also involved a
torrent of foreign direct and portfolio investment, which rose from US$1.9 billion in 1986 to just
under US$100 billion in 2005.°

Another characteristic is changing composition. Over the last three decades, China has transformed
itself from an exporter of primary products to an exporter of manufactured goods. Primary products
went from 54 per cent of exports in 1978 to 5.5 per cent in 2006, while manufactures grew from 46
per cent to 94.5 per cent. But while the quality of trade is improving, China is still overwhelmingly a
manufacturer for brands owned and marketed by others. Much of China’s export stream is
processing trade (52.7 per cent in 20006), which involves assembly of imported manufactured and
high-tech components, meaning relatively little value added is contributed and little rent is captured.
Low research and development (R&D) in China and a predominance of foreign-owned enterprises
in the export sector (58 per cent of total exports in 2006) mean few patents and little China-based
branding. In the services sector, where the quality of jobs is often argued to be higher, China has a
chronic balance of payments deficit.

From an economic perspective, then, the challenges are clear. China generally derives too little rent
from the place it occupies on the international product chain. The major value added portions of
that chain go to brand owners, innovators and merchandisers, not to assemblers of the products
sold. Associated with this distance from consumers (with thin profit margins, and with the lack of

4 World Bank (2007a).
> [bid.
6 Ibid.
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indigenous R&D) is the difficulty many exporters have in meeting foreign product and process
standards.

From a social perspective this means that trade cannot fulfil its potential as an engine of
development and poverty alleviation. China’s per capita Gross National Income is still relatively low,
falling slightly below the average for the world’s low and middle income countries at $2,000.”
Neither can China’s trade fulfil its potential to provide the quantity or quality of jobs that China
must create to employ its increasing, and increasingly educated, workforce. The Chinese economy
faces the difficult challenge of creating some 13 million new urban jobs annually to accommodate
laid-off workers, university graduates, demobilized servicemen and migrant workers from rural

8
areas.

Another underlying factor is the nature of production. China’s energy intensity of production is 20
per cent higher than the Organisation for Economic Co-operation and Development (OECD)
average.” When coupled with significant growth, from an environmental perspective this means
increased pollution associated with energy production: greenhouse gas (GHG) emissions and SO,
(responsible for acid rain), among others. It also means a concern for the security of energy supply
and other natural resource inputs (oil, water and minerals). Primary energy demand has tripled since
1980 and energy security is a major concern.’ China has gone from being largely self-sufficient in
energy to being the second largest and fastest growing global consumer, its increase in demand from
2002-2005 being the equivalent of Japan’s annual energy use.'" Two thirds of China’s larger cities
face water shortages."

Waste and effluent from the production process are also much higher than OECD norms, meaning
critically poor air and water quality. Of the world’s 20 most polluted cities, 16 are Chinese, and
estimates of the domestic cost of the country’s air pollution range from 3-7 per cent of GDP."”
About a third of China’s river length is ranked as “severely polluted,” and a quarter of coastal waters
are “highly polluted.”"*

From a social perspective, the cost of this is significant health impacts, primarily from poor air
quality, but also related to soil and water pollution and hazardous waste. Estimates of health
damages from the business-as-usual scenario by 2020 includes 600,000 premature deaths in urban

7 World Bank (2007a).

8 Liu (2007). Note, though, that at the same time, some sectors in coastal areas like Guangdong and Fujian provinces are
facing serious shortages of workers with technical skills.

¢ OECD (2007).

0 TEA (2007).

1 Thid.

12 Jhid.

13 OECD (2007), p. 65.

14 Thid.
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areas, 20 million cases of respiratory illness per year and 5.5 million cases of chronic bronchitis and
health damage."

Water quality problems typically also impact livelihoods in sectors, like in-shore fisheries and
aquaculture, that depend on clean water. Annually, some 300 million people suffer from water-
related illnesses and more than 30,000 children die annually as a result of drinking polluted water."®
The disruptive social impact of climate change is also worth mentioning, though it looms further in
the future than the impacts of other forms of pollution. To take just one type of impact as
llustrative, the Intergovernmental Panel on Climate Change (IPCC) predicts that by 2050 fully one quarter
of the Himalayan glacier cover on the Chinese side will have melted, significantly decreasing the
source of China’s great rivers on which hundreds of millions depend for agricultural livelihoods: the
Yangzi, the Yellow and Mekong rivers.'”

The full sustainable development challenges of China’s trade are surveyed in greater detail in other
papers produced for this project. While these trends are well understood by the Chinese
government, and while the government has taken significant actions to address them, taken as a
whole they make a strong case for developing a sustainable trade strategy.

15 [bid, p. 239.
16 Ministry of Water Resources (cited in OECD, 2007, p. 239)
ITIPCC (2007).
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4.0 International Trends

Several international trends also underscore the importance of a sustainable trade strategy for China.
It is difficult to write of trends in the thick of a period of turbulence and dynamism in the global
economic system that has few if any precedents in modern history. The current global financial crisis
has not yet run its full course and we have not seen the end of its spillover into the real economy.
How those impacts will play out, and their full implications for sustainable development in major
developing countries such as China, is impossible to say with certainty.

Nonetheless, this section will look at several key drivers that have been important, and will likely
continue to be so, in determining an appropriate sustainable trade strategy for China:

e The global economic crisis;
e Trends in commodity markets;
e The multilateral system of trade; and

e The global natural environment.

The global economic crisis - The year 2008 will likely be long remembered as the beginning of a
deep and possibly prolonged recession in the global economy. We have not yet seen the bottom of a
downward spiral that started with a credit crunch born of the failure of the sub-prime mortgage
sector in the U.S. and that rippled out to impact other banks that had invested in packaged mortgage
products from the U.S. market with little understanding of the underlying worth of the assets. The
credit crisis critically impacted real markets, as firms were unable to access normal modes of
operating credit, much less credit for future investments. Layoffs and business failures have ensued
as the fallout from the financial crisis has spilled into the real economy.

Global GDP is expected to contract by 1.7 per cent in 2009 - the first such contraction on record.'
High income countries are expected to be even harder hit than most with OECD countries expected
to contract by an unprecedented 3 per cent. Volume of world trade is likewise expected to shrink, by
an estimated 6.1 per cent in 2009, with an even heavier reduction for manufactured goods.

To date the efforts of central banks (that have cut rates dramatically, even taking the unprecedented
step of internationally coordinated cuts), and policy makers that have pledged to inject huge
amounts of liquidity into the system, have counted for little. The US$787 billion stimulus/bailout
package negotiated in the U.S. has so far failed to translate into significantly increased lending by the
banking system. And statements of coordinated action from the world leaders seem to have had

18 World Bank (20092) (GEP). The subsequent figures in this paragraph ate also from this source.
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little effect in the markets, though the March 2009 G-20 meeting pledges seemed to have some
detectable impact on investor confidence.

In November 2008, China announced a US$587 billion package of spending on infrastructure and
social welfare to stimulate the domestic economy and insulate it from the fallout of the crisis.
China’s banks were not exposed to the toxic assets that sparked the financial crisis, but a significant
reduction in exports (down 21 per cent year-on-year in November 2008)" has impacted the rate of
growth, which is projected to fall to 6.7 per cent in 2009 - close to half of the rate for 2007.* China,
though, has emerged better off than most, the result of several factors: one of the most significant
stimulus packages of any country; a lower dependence on exports than its Asian neighbours;
strategic advantages in key export sectors, such as textiles; and a large foreign exchange reserve.”'

In such a situation, any sort of prediction is difficult. But history shows clearly that in times of
recession the forces of protectionism find their strongest support. The last major global economic
downturn - the great depression of the 1930s - was greatly accelerated by the infamous U.S. Smoot-
Hawley tariffs, which set off an international round of retaliatory tariffs, greatly exacerbating the
existing economic crisis. The tariffs were signed into force by a newly-elected U.S. President Hoover
(over the objections of an army of economic advisors), who faced intense pressure to address the
beleaguered U.S. agricultural sector and wider problems of national overcapacity.

Despite a G-20 pledge in 2007 not to resort to protectionist measures, a trend to protectionism is
evident in some of the domestic stimulus packages, including the U.S. provisions for any federal
stimulus to be directed toward U.S. suppliers - the infamous “Buy America” provisions.”
Gamberoni and Newfarmer (2009, p. 1), surveying the increase in trade measures and subsidies
proposed or implemented since the advent of the financial crisis, conclude “the trend in protection
is up and the full effects of the recession have not yet been felt.”

The most sustained hedge against such protectionism has been the multilateral system of trade rules,
which was created as a reaction to the pre-war failure of international cooperation and which has
presided over an explosion of volumes in world trade since its creation in 1947. To the extent that
the spirit of openness and multilateralism is dampened by the forces of recession, it will be
increasingly important to shield China’s exports against attack on whatever pretext, meaning
increased attention to: international standards; environmental, health and safety performance of
products; environmental impacts from product processing and production; and the spirit of
international cooperation enshrined in both multilateral and regional trade agreements.

19 World Bank (2009b), p. 45. (EAPU)

20 IMF (2009).

2 World Bank (2009D).

22 In reality these provisions merely reflected law that was already on the books - the Buy America Act. But they stand as
emblematic of the dangers of economic nationalism in the time of crisis.
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Trends in commodity markets - Commodity markets have always been characterized by volatility
and subject to booms and busts, but even by their normal standards the past few years have been
exceptional. Leading up to the economic crisis, prices were at record levels in practically every sector
- metals and minerals, oil, food grains and agriculture. Over the period of 2003 to 2008 - the longest
and strongest commodity boom of the past century - the prices of energy, and of metals and
minerals, rose by 320 per cent and 296 per cent, respectively.”

Since late 2008 these trends have all been reversed with a vengeance. Crude oil prices, which had hit
US$147 per barrel in 2008, dropped to US$40 in 2009. Prices for lead, zinc and nickel - all closely
related to the imploding global automobile markets - dropped 60 per cent or more over the same
period. Agricultural commodities showed the same pattern. It is worth noting, however, that even
after these drops the prices of almost all commodities are higher than they were at the beginning of
the boom in 2003.

120
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40
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2000- 2006 2007 2008
-20 2005
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Source: World Bank 2009¢, Table 1.4. (2009, 2010 are forecasts)

Figure 1: Commodity price changes (%)

Given their importance as inputs to China’s traded goods, particular mention should be made of
metals and minerals and oil. Most metals and minerals have seen declining prices in the face of
slowing demand. Figure 1 shows the indexed price of metals and minerals forecast to fall by 25 per
cent in 2009. A few exceptions: prices for copper have remained relatively strong, mostly due to

2 World Bank (2009¢) (GEP 2009).
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Latin American supply disruption and aluminum has also remained costly, largely because of tighter
regulatory regimes for its key input (electricity). Metal prices are not projected to return to their 2008
heights in the medium term, but nonetheless the government of China has identified long-term
security of supply as an important enough issue that it is strategically buying to build up key reserves
during these days of low prices.”* Aluminum, iron ore and copper, as well as oil, are all candidates
for this type of buying.

Oil deserves special mention because of its role as a primary fuel in the transport of traded goods.
Until the hard crash of the present global financial crisis, the international supply of oil had been
hard pressed to keep pace with demand. The Organization of the Petroleum Exporting Countries
(OPEC) exporters had very little slack left in their capacity, which is limited by chronic
underinvestment, and supplies from some of the key non-OPEC suppliers, such as the North Sea
producers, are beginning to wane.” This tightness of supply, combined with geopolitical
considerations - such as nervousness about the risks of disruption from war, terrorism or domestic
unrest in key OPEC and non-OPEC states - created a significant risk premium that is worth an
estimated US$10 to US$20 per barrel of oil (when oil prices were well below the peak levels of
2008).° At the same time, demand for oil was hitting record levels with developed country demand
growing slowly, but major developing countries, such as China, making an enormous difference.
China’s demand for oil between 1980 and 2006 almost quadrupled, rising from 1.9 to 7.1 million
barrels per day and its projected growth in demand from 2007 to 2030 is 43 per cent of total
projected world growth during that period.”” And while there has been a great deal of investment in
alternative energy supplies globally, in the end it amounts to no more than a drop in the bucket,
particulatly for oil, which has few viable substitutes as a fuel for transport.

Oil’s effect on transportation has a powerful impact on international trade. It has been estimated
that every dollar increase in the price of a barrel of oil results in a 1 per cent rise in average transport
costs. In May 2008, when oil prices were around US$120/batrel, the Canadian Imperial Bank of
Commerce (CIBC) World Markets calculated that inflated transport costs were the equivalent of a 9
per cent tariff on all goods shipped from China to North America and declared that the price of oil
had eliminated China’s cost advantage over U.S.-produced steel.28The impacts of US$150/batrel
oil, they calculated, were the equivalent of reversing all the tariff liberalization accomplished by the
Wortld Trade Organization (WTO) since the 1970s. To the extent that oil prices remained
historically high, the importance of a sustainable trade strategy for China was blunted, since the
eventual result was less trade overall and a decrease in the contributions, both positive and negative,
from trade to China’s drive for sustainable development.

24 Simpkins (2009).

5 JEA (2005).

26 Surowiecki (2007).

271EA (2007) and IEA (2008).
28 Rubin and Tal (2008).
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Predicting oil prices or even future trends is a game that has created more losers than winners
throughout the last four decades. But it seems likely that the days of oil at more than US$100/bbl
are not going to return in the medium term, at least while the world struggles with the impacts of
global recession. Even after the recession has receded, the breathing space it has provided will have
given us increased total investment in oil production - albeit at a rate much lower than what had
been planned - and new technologies for substitutes in transportation, such as mass-produced plug-
in hybrids. For the medium term at least, with the World Bank forecasting oil prices to stabilize at
$75/bbl post-ctisis, it is unlikely that oil prices will regain their full power to dampen the flows of
global trade.” In the long term, however, the same drivers that pushed oil to the pre-crisis
historically high prices will return in force. The most recent analysis by the International Energy
Association (IEA) predicts that oil prices will reach US$200/bbl by 2030.”

The multilateral system of trade - Completion of the negotiations on the Doha Round in the
WTO is acknowledged by all to be out of reach for at least several more years. Recently completed
elections in India and Brazil have brought to power governments whose intentions with respect to
the multilateral system of trade are unclear, but who at a minimum cannot be expected to act as
greater champions of that system than their predecessors. A patliamentary election in Brazil in 2010
could bring a similar change with the risk that political will from those key players may be limited.
And the world is still guessing as to the ultimate impact of a U.S. Democratic Administration - the
Democrats being a traditionally protectionist party, but now led by a strong internationalist. Given a
host of other urgent competing priorities, gaining fast track approval for a divisive WTO ratification,
even assuming there is a deal to sign, is unlikely to be where the U.S. Administration will want to

spend its political capital for several years at least.

Indeed some wonder whether there will be a deal in the end at all, and point to the contrast between
the sluggish and difficult pace of WTO negotiations and the dynamism of negotiations at the
regional and bilateral levels.

In general, the receding of the spirit of multilateralism in world trade means a highlighted
importance for a sustainable trade strategy for China. An important part of the motivation for such a
strategy is the need to ensure continued open markets for Chinese exports and outward investment;
multilateral agreement has traditionally been the guarantor of such openness. It also means a need to
reassess the potential of regional agreements on which China is increasingly engaged in the region.

The global natural environment - From the perspective of China’s trade strategy, the key trend is
the increasing public concern for the environment in its key export markets. This is fuelled in the

2 World Bank, (2009¢).
30 TEA (2008).
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first instance by the hard scientific indicators of worsening global conditions in areas such as climate
change and biodiversity. On climate change, the most recent assessment of the Intergovernmental
Panel on Climate Change - considered the world’s most authoritative source of information on the
subject - has warned that global warming even at existing levels has already impacted several
important physical and biological systems.” And it has predicted significant further impacts,

including:

e increased risk of flooding for tens of millions of coastal dwellers worldwide;
e increased incidence of extreme weather events;
e reduced yields of the wortld’s food crops; and

e decreased water availability in many water-scarce regions.

The IPCC warns that the world needs to achieve a 50-80 per cent decrease in GHG emissions by
2050 to have even a 50 per cent chance of limiting temperature increases to less than 2°C - a level
considered by many to be the safe threshold beyond which we risk serious and irreversible impacts
and the triggering of dangerous positive feedback loops. This level of decrease would be difficult
even if we assumed no economic growth over that period, but if we do assume growth the challenge

32
becomes monumental.

In the area of biodiversity, the current trends add up to what is argued by many to be the sixth great
extinction event in the history of the Earth.” The World Wildlife Fund’s (WWF) “Living Planet
Index,” covering nearly 4,000 populations of over 14,000 species, dropped by 27 per cent between
1970 and 2005.** The “Red List” of the International Union for the Conservation of Nature, which
catalogues species in danger, counted 16,306 species as “threatened” in 2007, up by 188 species
from the previous year.” The 2007 Red List for the first time also focused on the significant threats
to coral reefs, which provide critical habitat as fish nurseries and are threatened worldwide from

land-based pollution and warming waters.

In the area of ecosystems services generally, the most authoritative analysis was carried out by the
Millennium Ecosystems Assessment (MEA) - a multi-year collaborative scientific effort of hundreds
of contributors worldwide, culminating in 2005. It found that “approximately 60% (15 out of 24) of
the ecosystem services examined during the MEA are being degraded or used unsustainably,
including fresh water, capture fisheries, air and water purification, and the regulation of regional and
local climate, natural hazards and pests.”” As well,

SIPCC (2007).

32 Jackson (2008).

33 Meyers and Knoll (2001).

3 WWE (2008).

3 JUCN (2007).

36 Millennium Ecosystem Assessment (2005).
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“...there is established but incomplete evidence that changes being made in ecosystems are
increasing the likelihood of nonlinear changes in ecosystems (including accelerating,
abrupt, and potentially irreversible changes) that have important consequences for
human well-being. Examples of such changes include disease emergence, abrupt
alterations in water quality, the creation of “dead zones” in coastal waters, the
collapse of fisheries, and shifts in regional climate.”

The empirical indicators of environmental problems do not matter as much to China’s trade flows if
they are being ignored by consumers. That, however, does not seem to be the case. The Gallup polls
on environment for the U.S. in 2007 found that when Americans were asked what issue would be
the most important problem facing the nation 25 years hence, they put environment at the top of
the list.”” When asked in 2008 whether they had changed their shopping and living habits over the
last five years to protect the environment, 28 per cent of Americans said they had made major
changes, and 55 per cent reported they had made minor changes.™

Attitudes in Europe and Japan are similar. In France, a 2007 Hongkong and Shanghai Banking
Corporation (HSBC) survey found that 44 per cent of respondents claimed to be making changes to
their lifestyles to reduce climate change.” In Japan, a 2007 survey asked what people considered to
be the greatest challenges and threats to the world and 72 per cent cited environmental destruction
and climate change."

What’s more, the trend seems to be toward increased concern. The Japanese survey response was 16
per cent higher than in 2005. Table 1 shows the significant measured increase in U.S. concerns over
the environment from 2002 to 2007. It is likely that the concerns are being fed by increasingly
alarming reports of environmental deterioration, a trend that if anything looks set to worsen in the
coming years. It is not yet known whether the economic downturn associated with the current
financial crisis has affected consumers’ environmental sentiments, but it likely has at least dampened
the enthusiasm for environmental goals, if history is anything to go by.

37 Saad (2007).

3 Jones (2008).

3 HSBC (2007).

40 Bertlesmann Stiftung (2007).
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Table 1: Summary of U.S. Environmental Attitudes: 2002 vs. 2007

March 2002 March 2007 Change
% % %
Environmental quality “getting worse” 54 67 +13
Immediate, drastic action needed 26 38 +12
Worried “a great deal” about environment 35 43 +8
Environmental conditions “only fair/poor” 52 59 +7

Source: Saad, 2007 (Gallup News Service)

Most of the trends seem to underscore the importance of a sustainable trade strategy for China.

Current trade patterns are not achieving their full potential to contribute to the environmental, the

economic or the social aspects of sustainable development. And internationally the potential for a

decline in multilateralism and the increasing concern over the natural environment seem to reinforce

the message. The increasing costs of transport may, in the longer term, decrease the importance of

trade to China, but in the short to medium term trade will still be a key part of the Chinese strategy

for moving forward.
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5.0 A Strategic Framework for Sustainable Trade

A sustainable trade policy for China must go beyond a strict focus on trade itself, to the wider
impacts of trade and to the various elements of national policy that impact on trade in turn. The
framework laid out below sketches out the scope of such a strategy. To illustrate how the strategy
applies to trade policy, most of this section is devoted to briefly describing how the elements of the
framework might contribute to the achievement of sustainable development.

It is comprised of four main elements:

e Sustainable trade in goods;
e Sustainable trade in services;
e Sustainable flows of foreign direct investment; and

e Sustainable flows of outward direct investment.

Each of these themes is further broken down into a consideration of environmental, economic and
social impacts, in line with the definition of sustainable development. The remainder of this section
is devoted to fleshing out the specifics of the impacts encompassed by this framework.

5.1.  Sustainable Trade in Goods

China is not the first country to experience a trade boom, but it is the first to experience one quite
so powerful and sustained. As noted above, exports of goods and services as a percentage of GDP
grew from 11.8 per cent in 1986 to over 40 per cent 30 years later, and the value of merchandise
exports increased over 30 times. In just the three years between 2003 and 2006, exports increased by
over 120 per cent."" Imports followed the same trend, though at a lower rate, growing by 91 per cent
in the same period.” This kind of phenomenal growth presents a challenge to China’s policy makers:
how to ensure that it contributes to the goal of sustainable development?

In answering this question, this paper will follow the framework set forth in Section 5.0 to look at
China’s trade in terms of its environmental impacts, its economic sustainability and its social
impacts, and to ask how China might ensure that its trade evolves to help foster sustainable
development. A schematic diagram of the framework as it applies to sustainable trade in goods is

shown below in Figure 2.

4 Economist Intelligence Unit Country Profile, Sept. 7, 2007.
42 Ibid.
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5.1.1  The environmental impacts of traded goods

In elaborating a sustainable trade strategy for China, one key concern is that trade should not
contribute unduly to environmental damage and should in fact contribute to environmental integrity,
in line with the objective of the 11" Five Year Plan (FYP) to conserve resources and protect the
environment. In that context, the key area on which policy makers might focus in attempting to
reduce the environmental content of China’s trade is in the area of unpaid inputs, a concept

developed in more depth below.

4 ) Genuous supply\ (“Persistent N
U NSUSTA' NABLE | -High“unpaid chains unemployment
input” content *Poor quality of *Poor quality of
of imported exported goods jobs {assembly}
and exported *High energy *Health impacts
goods conhtent of from industrial
pollution
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*Reduced supply chains employment
“unpald input” *Increased quality || -Improved
content of of exported goods || quality of jobs
Imported and *Reduced energy || sReduced
SUSTAINABLE exported goods || content of health impacts
_ y (xported goods ) \of pollution Y

Figure 2: Sustainable trade in goods.

Exported goods - The unpaid input content of exports can be thought of as the amount of natural
capital China “exports” along with the goods and services it sends abroad. The primary types of
unpaid inputs in this context are air and water quality and biodiversity.* Where a production process
needs to degrade these elements of natural capital, they can usefully be thought of as unpaid inputs
to that process. The point has been argued by some analysts that if one does include these unpaid

43 The need to lower intensity of use of matket-valued resoutces (such as mineral resources) is discussed in the Section

5.1.2.: Ensuring economic sustainability of exports.
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inputs in the cost of production, China’s export trade involves a transfer of wealth to the rest of the
world. Making China’s trade sustainable will involve lowering the value of those transfers.

OECD (2007) makes the case that air and water pollution are serious concerns in China. Despite
impressive comprehensive efforts to reduce the environmental content of manufacturing and
processing trade in particular, the scale of production has increased at such a rate as to overwhelm
the positive effects of technological progress and tougher standards. In addition to pollution related
to energy production, there are concerns about agricultural and manufacturing water effluent and
about the generation of industrial solid waste. Industrial air pollution in the form of toxics and
volatile organic compounds is also a concern. The Green GDP Accounting Research Project found
that in 2004 the costs of environmental degradation - including air and water pollution, solid waste
creation and pollution accidents - in China amounted to more than 3 per cent of GDP.*

Biodiversity loss is also a concern. Though there have been significant efforts to come to terms with
the biodiversity impacts of traditional Chinese medicine exports in particular, several species of flora
and fauna are still threatened by export trade from China.* The biodiversity content of exports as
considered here would only include species harvested in China; imports and transhipment of
endangered species is also an issue and is discussed further below.

The wider problem to be addressed is the environmental content of 4/ production in China, not just
production associated with exports. The point is that exports, with a value of over 37 per cent of
GDP, are responsible for a significant portion of these economy-wide problems.* As such, lowering
the environmental content of exported goods deserves attention in any overall effort to make
China’s foreign trade more sustainable. The Government of China has recognized this challenge and
begun to deal with it through tariff structures and trade prohibitions that punish inefficient,
polluting and high-resource consuming exports."’

There have also been elements of a positive approach to lowering the unpaid input content of trade,
such as the promotion of green foods exports from China and of China-made eco-labelled products.

The pursuit of these kinds of niche green markets has significant potential.

Imported goods - Phase I of the China and Global Markets project looked at three commodity
chains for imports to China, with waste electrical and electronics equipment (WEEE) being
considered as one import. The other two were forest products and cotton. A second phase is

# SEPA/NBS (2000).

# OECD (2007), Table 6.2.

46 World Development Indicators database. The figure is for export of goods and services in 2005.

47 For example, in June 2007 export tariffs were increased for 142 low-end, high-polluting and resource-intensive goods,
while export tax rebates on several similar goods were scrapped (Xinhua 2007).
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underway looking at three additional commodity chains, tracing the story and impacts of China’s
demand for them as imports, and includes:*

e coppet;
e fish and fish products; and

e palm oil

One hypothesis to be tested is that the chain of production, processing and transportation that
brings these goods to China is environmentally destructive in the countries involved. In the forestry
sector, for example, the sheer scale of import growth - from 20 million cubic metres of round wood
equivalent in 1995 to 75 million cubic metres by 2003, with projections of 100 million by 2010* -
gives rise to concerns about sustainability of supply and loss of biodiversity. While OECD notes that
some supplier countries have effective forest management systems in place, it warns that many

others have “poor records in forest stewardship.”50

Obviously the primary responsibility for environmental sustainability in such supply chains rests
with the national governments where the environmentally damaging activities take place. But it can
also be argued that China as the consumer should be aware of the nature of that damage, and
moreover should play a strong role in helping those countries to address the challenges involved.
This argument can be particularly strongly made where the countries in question are part of China’s
regional sphere of cooperation and influence (where China is beginning to play a valuable leadership
role). And it can also be made in cases where the trade involved is illegal or misreported (the forestry
sector again is a good example), in which case only the combined efforts of importing and exporting
states will be effective in addressing the problem.

5.1.2 The economic sustainability of traded goods

A sustainable trade strategy for China must go beyond merely focusing on environmental
sustainability; it must also address economic sustainability. International trade in goods has been an
important part of China’s unprecedented drive to prosperity in recent decades, and as such it is
important to ensure that it continues to play a role in achieving the objectives China has set for itself
in terms of economic development and social wellbeing. In this context, there are at least four
important concerns - lowering the energy content of traded goods, ensuring the sustainability of
supply chains, ensuring the quality of exported goods and participation in international rule-making
forums. Each is examined below.

4 See http://www.iisd.org/trade/china/markets.asp.
4 OECD (2007), p. 303.

50 Thid.
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The energy content of China’s exports is the amount of energy embodied in the value added of
those exports. In other words, energy content is the total amount of energy needed to produce a
good, minus the amount of energy needed to produce any imported components. There are several
reasons to aim at reducing this figure, not all of which are economic, including: increasing energy
efficiency increases energy security; it increases competitiveness by lowering prices; and it lowers
emissions associated with energy production, including local pollutants and GHGs.

The most direct benefit of lowering the energy content of China’s trade is energy security. China is
now the third largest importer of oil after the U.S. and Japan - accounting for more than 33 per cent
of global growth in demand between 2000 and 2006.”" While natural gas currently accounts for only
a small share of total energy in China, the plan is for imports to fuel a tripling of supply over the
current decade.”” In 2007, China for the first time became a net importer of coal. The strategy of
“going out” by some of China’s major oil companies is in part aimed at these concerns, but IEA
(2007, p. 179) argues that this strategy may be at most minimally effective.

The potential competitiveness gains from increased efficiency are substantial. Compared to their
competitors in OECD countries, average energy consumption per unit of output in key Chinese
sectors is significantly higher. Consumption of coal for thermal power generation is 40 per cent
higher, and the figures for steel, cement and pulp and paper are 21.4 per cent, 45.3 per cent and 120
per cent higher respectively.” Moreover, these are average figures, and they contain some highly
inefficient installations, though there are efforts underway to close down the worst of these.

Energy efficiency goes hand in hand with reducing pollutants and GHG emissions. With coal
accounting for 90 per cent of power generation in China in 2006, there is a direct relationship
between the reduction of electricity demanded and the emissions of SO, NO_, mercury, particulates
and other pollutants associated with coal burning. Coal is also the most carbon-intensive of major
fuels, accounting for a major portion of China’s GHG emissions. In 2004, the energy content of
China’s exports was responsible for an estimated 23 per cent of its carbon dioxide emissions.”

It should be stressed that energy efficiency in China has improved markedly across the economy,
falling by over 50 per cent between 1990 and 2002 (though since then it has begun to climb again) -
rates that have few parallels anywhere in the world. The 11" FYP aims for a reduction in energy
intensity of 20 per cent between 2005 and 2010 - a highly ambitious target. Targets for the
development of clean energy sources (including renewable, nuclear and hydro power) are also
ambitious, with a goal of 15 per cent of power from renewables by 2020, but even so these will

SLTEA (2007, p. 80).

52 CLSA Asia-Pacific Markets (2005).
5 OECD (2007, p. 77).

> IEA (2008, p. 530).

55 Wang and Watson (2007, p. 4).
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make up only a small proportion of total capacity additions.” Energy conservation is also a high
priority; some 160 standards have been promulgated under the 1997 Energy Conservation Law, and
vatious types of economic instruments and pricing reform have been implemented.” Energy
subsidies were estimated to have dropped an astonishing 58 per cent between IEA’s 2005 and 2006
analyses.”” As well, several targeted initiatives (such as the National Development Reform
Commission’s Top-1,000 Enterprises Energy Efficiency Program) have been undertaken. However,
there is still a long way to go.

Sustainability of supply chains - We need to look at key commodity supply chains to assess their
environmental impacts in the host states. The sustainability of those chains is also important from

an economic perspective because they fundamentally underpin continued Chinese growth.

The meteoric rise in demand for commodities worldwide over the last 15 years has in large part been
driven by China. China’s combined share of world demand for aluminum, copper, nickel and iron
rose from 1990 levels of 7 per cent to reach 15 per cent just 10 years later and are projected to reach
40 per cent by 2010.” China is now the third largest importer of oil, and is forecast to constitute 43
per cent of total global growth in demand between 2007 and 2030 (though it is far from certain that

the required investments will be made to allow that kind of growth in global supply).”

A key concern is the longevity of supply of many resources, given current known reserves and
projected rates of consumption. For example, while population and demand continue to grow and
as projected new technologies appear, many key metals have short lifespans; one set of estimates
predicts that platinum would be exhausted in 15 years, antimony and silver in 15-20 years, indium
(used in LCD screens) in 5-10 years and hafnium (used in computer chip manufacturing) in 10
years.”" Even for more plentiful metals such as copper, tin and platinum, the salient issue may be the
price increases that precede any absolute depletion of reserves. New discoveries, efficiency of use,
substitution and new recycling technologies will all work to prolong the availability of non-
renewables, but if these are to play their full potential role it will be important to know where the
critical bottlenecks are before they become realities.

Ironically, some renewable resources may be an even greater cause for concern. The growth in
China’s forest products imports was noted above, as were concerns for sustainability of supply from
those countries with poor forest management regimes.

5 TEA (2007, p. 274).

7 OECD (2007, p. 77).

S TEA (2007, p. 280).

5 CLSA Asia-Pacific Markets (2005, p. 4).
0 TEA (2008, p. 93).

1 Cohen (2007).
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The sheer magnitude of China’s import volumes of many resources and the unprecedented increases
projected in the coming decade make it important to ask whether sustainability of supply may
become an obstacle to a smooth development path. In essence, this concern is the well known energy
security concern, broadened to include not just fuel supplies, but also other supplies critical to
economic development. The answers will be useful in guiding China’s policies on, among other
things, technology development, resource use and outward investment.

Ensuring the quality of exported goods - Maintaining the ability of China’s exports to contribute
fully to China’s development means, among other things, ensuring that Chinese exporters are able to
meet foreign buyers’ standards, such as those related to health and the environment. Indeed, as tariff
barriers are systematically reduced worldwide, non-tariff barriers have become the primary concern
for developing country exporters in many sectors. Past experience has shown that there is a valuable
role to be played by governments, working in collaboration with industry associations and individual
producers, in disseminating relevant foreign standards and information on alternative technologies
or products.”

There are two aspects to this challenge. First, there is the obvious need to assist those enterprises
that need information and are striving to better meet foreign standards. As well, however, there is a
need to ensure that low-standard or unscrupulous domestic producers do not tarnish the reputation
of Chinese exporters as a whole. Several high-profile cases of sub-standard or counterfeit products
have in the last year threatened to undermine China’s image as a quality exporter.” Some damage
may already have been done, with industry organizations in the U.S. and other major export
destinations calling for stricter regimes of testing and monitoring - regimes that will in the end raise
costs for all exporters to those countries - and reports of orders to Chinese suppliers being
cancelled.* But more wortrying is the longer-term overall erosion of China’s image as a producer of
high quality goods - an image that is central to the objectives of the 11™ FYP in transforming the
mode of China’s trade growth from quantitative to qualitative.

The various agencies responsible for domestic standards take this challenge seriously, and are closing
down offending facilities and pursuing criminal charges against suspected perpetrators. The broader,
more difficult, challenge is strengthening the domestic regulatory regimes such that they can
effectively police the conduct of a daunting number of producers across many sectots.

62 See, for example, Tewari and Pillai (2005) (discussing the Indian government’s response to standards affecting the
Indian leather industry); PRCEE (1999), and UNCTAD (2003) (discussing the Chinese government’s response to
standards affecting the leather, footwear and textile industries).

93 Barboza (2007). Particulatly worrying are those cases where the results were horrific and newsworthy, such as toxic
ingredients in medicines, pet food and infant formula, and high lead content in children’s toys.

64 Lipton and Harris (2007).

22
Sustainable China Trade: A Conceptual Framework



Participation in international rule-making forums - Another way in which China might
contribute to the economic sustainability of its export sector is to actively engage in the international
processes by which trade-related international standards are set. There are several such processes,
both organizations and treaties, affecting different aspects of trade:

e International Organization for Standardization (ISO);
e World Intellectual Property Organisation;

o (Codex Alimentarius Commission;

e International Office of Epizootics;

e International Electrotechnical Commission;

e International Accreditation Forum;

e International Organization for Legal Metrology;

e International Plant Protection Convention; and

e International Treaty on Plant Genetic Resources for Food and Agriculture.

In these settings, decisions are made that determine the rules by which exporters around the world
must play. While the processes are mandated and designed to be sensitive to the needs and
circumstances of developing countries, this is a difficult task given that developing country
participation is often limited, for financial, technical and human resources reasons.” China’s efforts
in this regard are undoubtedly more effective than those of most developing countries, but the
challenge remains important.

5.1.3 Social impacts of traded goods

The 11" FYP sets a target of increasing trade in goods from $142 billion in 2005 to $230 billion in
2010. But it also focuses on changing the mode of growth, from sheer growth in quantity to an
improvement in quality. This evolution has already been going on, as China’s domestic capacity to
produce input goods increases, the share of processing trade decreases, and technologically
sophisticated goods account for a growing share of China’s exports.”

But if China’s international trade is to play its full potential role in supporting the social aspect of
sustainable development, it still has far to go in this direction. In a detailed summary of the
challenges ahead, Ministry of Commerce Vice-Minister Wei Jianguo has argued that China’s current
export pattern is strongly characterized by “low-level, low-grade, few brands and low return.””’
While China’s share of processing trade is decreasing, it still accounts for some 55 per cent of

exports, and for many products China does not control R&D or marketing, but merely acts as

% Henson, Preibisch and Masakure (2001).
% 1i and Syed (2007).
67 Wei (2000).
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manufacturer.”® The problem with this mode of trade is that the greatest rents in the supply chain
accrue not to the manufacturer but to those controlling the marketing and the technology - the
owners of the internationally recognized brands.

This means, first, that less income accrues to China as a result of trade than would otherwise. In
general, higher levels of income contribute to social sustainability, though it matters to whom that
income accrues. It also may mean that the quality of employment is less than it otherwise would be,
involving overwhelmingly unskilled labour and repetitive or dangerous tasks.

A separate but related challenge is to ensure that the evolution of China’s trade patterns contributes
to increased guantity of employment. It remains to be seen whether a move away from a factor-
intensive growth model can be made to do this or whether it will in fact aggravate the problem. It is
predicted that there will be a shortage of some 10 million jobs over the period of the 11" FYP, as
the population over 16 grows (by 5.5 million per year), migrant workers add to the urban workforce
(6.7 million in 2006) and the continuing reform of state-owned enterprises further swells the ranks
of those looking for work.”

5.2 Sustainable Trade in Services

Chapter 4 of the 11" FYP sets ambitious targets for the development of China’s services sector and
trade in services. By 2010, value added in the services sector as a percentage of GDP should have
grown 3 per cent over 2005 levels. And by 2020, value added from the sector should reach 50 per
cent of GDP, up from just under 40 per cent in 2006, with service exports reaching $400 billion by
2010.

This push is in recognition of the varied benefits that such a restructuring might bring for China,
including support for a competitive exporting sector, industrial upgrading and a further decoupling
of economic growth from environmental damage.

Much of the discussion below centres on investment, although there is a separate section on
investment (Section 5.3) that follows. One of the key modes of services trade is through investment
(so-called Mode 3, or commercial presence), as when a foreign investor establishes a service-
providing business in China. As such, it is not possible to talk about trade in services without at the
same time talking about services-related investment.

A schematic diagram of the framework as it applies to sustainable trade in services is shown below
in Figure 3.

98 1bid, Zheng and Wang (2007).
% Liu (2007).
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5.2.2 Environmental impacts of services trade

Many services have few if any environmental impacts, being benign labour-intensive economic
activities. But this cannot be said of all services. By far the two largest elements of China’s traded
services are transportation (mostly commercial sea transport) and tourism, which together accounted
for 60 per cent of exports and 58 per cent of imports in 2006 (see Figure 3).
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Figure 3: China's trade in services (2006)

Unlike business services or financial services, for example, these two sectors can in fact be
environmentally damaging. Existing modes of transport rely exclusively on polluting fossil fuels,
though sea transport is the least environmentally damaging of the widely available alternatives. And
tourism, if unsustainably managed, has been shown to have serious environmental consequences in
terms of demand for resources and degradation of visited locales, though there has been little
empirical analysis of the impacts in China.” In the end, however, while there are clear and important
differences between the various activities that fall under the heading of services, the tertiary sector
overall is believed to have a lighter environmental impact than primary or secondary sector activities,

70 For an eatly and comprehensive survey of environmental and social impacts of tourism, see WWF (2001). OECD
(2007) cites tourism as one of the major forces for habitat destruction and erosion of biodiversity in China, while also
noting its potential to bring in revenue to support the wildlife and habitat that tourists want to see.
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and thus growth in this sector is seen as a desirable way to uncouple economic growth from
environmental damage. From an empirical perspective, however, a better target for growth would be
those specific sub-sectors within the services sector that are shown to consume few resources and
create little pollution.
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Figure 4: Sustainable trade in services

A notable exception to the good environmental reputation enjoyed by services trade is the “export”
of waste management services via the import of hazardous waste or recyclable materials. The
Ministry of Science and Technology reports that over 70 per cent of home electronics discarded in
developed countries eventually make their way to China, of which only about 10 per cent is
recycled.”" The remainder are subject to crude methods of dismantling and decomposition that emit
large amounts of toxic gases and contaminated wastewater. WEEE is a particular concern due to the
significant toxicity of the contents, such as lead and cadmium.

Efforts to lower the environmental impact of this type of export of services have been undertaken,
such as the regulation and restriction of imports of certain types of waste under the Law on Prevention

" Cited in Wang (2007).
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and Control of Environmental Pollution by Solid Waste, the efforts by State Environmental Protection
Administration and the General Administration of Customs to combat illegal traffic in WEEE, and
the release of the draft Regulation on Recycling of Used Home Electronics by the State Development and
Planning Commission in 2004. But there is still a long way to go, both in promulgating legislation
and in its implementation.

Environmental services can be expected to result in environmental zzprovements. These can include,
for example, environmental assessment; environmental monitoring; remediation of environmental
disasters; and engineering consulting on projects dedicated to environmental improvement, such as
wind energy infrastructure. To the extent that this type of service is available in China at prices and
quality comparable to that available internationally, liberalization of this part of the services sector
will have little impact on environmental quality. If, however, better price and quality are available
abroad, liberalization will have positive impacts.

From a perspective that is broader than environmental, however, there is a tension between the
desire to develop this sector domestically and the desire to open it up to immediately bring in the
best of what is available internationally. Economic development might be better served by fostering
the growth of those sectors domestically, particulatly as there may eventually be export markets for
such services. As such, the 2000 Chairs’ Report to the China Council for International Cooperation
on Environment and Development, delivered in the run up to WTO accession, recommended: “To
make environmental services in China mature and developed as soon as possible, and to meet the
need of China's increasing environmental protection needs, China needs to open this sector
gradually.”” But from an environmental perspective it is not clear whether a long-run strategy of

domestic excellence or an immediate opening to global excellence would be more effective.

5.2.2 Economic impacts of services trade

China’s services sector has traditionally been in a position of deficit with respect to other countries
and in recent years that deficit has been increasing. China’s balance of services trade in 2001 was a
deficit of US$5.93 billion, but by 2006 this had increased to US$8.83 billion. As shown in Figure 4,
the primary export is tourism, followed closely by transportation (most of which is sea transport).
And the primary import is transportation, followed closely by tourism. Other important imports are
consultancy (which is also exported), royalties and licensing fees, and insurance services.

From a purely balance of payments perspective, it would makes sense to try to increase exports of
services, keeping in mind that there may be mitigating environmental and social concerns. This
desire to “close the deficit” is at least in part responsible for the ambitious objectives laid out in the
11™ FYP with respect to services.

72 CCICED (2000).
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Probably of greater concern, however, was the need for a strong services sector as a support for
domestic industry and as a part of an overall strategy for industrial upgrading. There is strong
evidence that a country’s services sector affects economy-wide growth.” Business services (such as
finance, legal, information and distribution services, and infrastructure services such as
communications and transportation) are essential underpinnings of productivity in a modern
economy. Repeated studies have shown that openness to Mode 3 investment in these areas results in
higher rates of economic growth overall - not just in the opened sectors. China’s drive to upgrade its
manufacturing sector in particular will depend on high-quality, low-price services.

As with environmental services, the tension is between cultivating domestic excellence in those
services sector (which might mean slower growth in other sectors, at least in the near-term, but
would temporarily shelter domestic firms from negative employment shocks) and opening up to
global excellence with more immediate results for service-dependent sectors. Since joining the
WTO, and in the process of regional integration, China has made great strides in opening up its
services sector to foreign investment, but more could be done yet if it were decided that
liberalization were an appropriate part of a sustainable trade strategy.™

5.2.3 Social impacts of services trade

The two most important types of social impact that services trade might have are changes in quality
and quantity of employment. These potential benefits depend, however, on the characteristics of the
services in question. The many types of economic activity covered under the banner of services
trade are hardly a homogeneous bunch. Some will be more labour intensive, while others will
provide better quality jobs.

The key question is: what impact will trade policy have on services sector activity and, specifically,
what policies can increase the export of services that create more and high-quality jobs? With respect
to trade policies and liberalization of services trade, there are two scenarios.

In the first scenario, liberalization of services trade leads to the import of services that create more
and better jobs for China. Typically, labour intensive services such as hospitality and retail services
provide high employment levels, but it is an empirical question whether these are high quality jobs
or not. Less labour intensive services such as finance, insurance, business and information
technology tend to be unquestionably high-quality jobs, but may employ fewer people per unit of
output.

73 For good overviews of the literature, see Hoekman (2006), and Hoekman and Mattoo (2008).
74 Mattoo (2002).
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To add another layer of complexity to the issue, there is a tension between indigenous growth of
services sector firms (a long-term proposition in many cases - which might be fostered by
maintaining barriers to certain services sector trade) and the import of services (which might initially
imply greater employment levels). Another consideration is the fact that domestic development of
the relevant sectors will eventually lead to export of those same services, which also has employment
implications.

The second scenario depends on the dynamic discussed above - the ability of a vibrant services
sector to underpin industrial upgrading. This argument applies in particular to business services such
as finance, as well as to infrastructure services in areas such as telecommunications. It can be argued
that industrial upgrading does provide better and more jobs, and so whatever policies might lead to
that end are good from a social perspective. Again, however, there is a tension between establishing
such services domestically and allowing them to be imported - policies that imply very different
policy decisions with respect to liberalization in the business service sector. There is also the
consideration that domestic development of services might lead eventually to their export, if they
can become internationally competitive.

In the end, there are several possibilities. The key decision is probably whether to develop a
domestic services sector or to follow a path that allows for the import of services. The answer will
differ from service to service and needs to be informed by an assessment of the potential for China
to become competitive in the provision of any given service.

5.3 Sustainable Foreign Direct Investment

Investment is integrally linked to trade in several ways. Most obvious, a sizeable amount of foreign
investment is used as a platform for manufacturing, which relies on imported intermediate goods,
the output of which is often exported.

A sustainable trade policy for China cannot ignore the role of investment as a fundamental
contributor to trade and as a determinant of the character of trade flows. Nor can it ignore the
influence that outward investment might have on China’s exports. This second issue is explored in
Section 5.4, while this section is devoted to analysis of foreign direct (inward) investment. A
schematic diagram of the framework as it applies to sustainable foreign direct investment is shown
in Figure 5.

China’s record on foreign direct investment (FDI) is remarkable. At almost US$70 billion in 20006,
China’s FDI was the highest of any developing country (a distinction it has held since 1993),
accounting for over 18 per cent of all developing country inflows.” The recent years’ figures are

75 UNCTAD (2007).
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more than double the annual average inward FDI from 1990-2000.”° Some 70 per cent of this
investment is concentrated in manufacturing.”’

The challenge for China is to ensure that these considerable flows contribute to the goals enunciated
in the 11™ FYP and other stated objectives for sustainable development. From an environmental
perspective, it is important to ensure that the FDI China receives is in sectors that align with the
stated priorities for environmental improvement (low energy, low resource inputs and low waste
production). From an economic and social perspective, the challenge is to encourage investment
that helps move China up the value chain and will provide safe, rewarding employment.

U NSU STAI NAB LE *Increased FDIin *Increased FDIin low value added

energy-intensive sectors, low-wage and low quality
resource using employment.

high polluting

sectors

*Strong FDI in

sectors with *Strong FDI in sectors with high

low energy degree of value added, moving China
intensity, low up the value chain and creating good

resource quality and quantity of employment
SUSTAI NAB I-E inputs, low

pollution

Figure 5: Sustainable inward FDI (foreign direct investment)

This is being done through measures that penalize or prohibit processing trade in certain categories.
The most recently announced list of restricted categories (July 2007) covers 2,247 customs codes or
some 10 per cent of all customs codes.” In part, the classifications are based on a desire to restrict
operation of, and investment in, sectors that are highly energy consuming, highly polluting and
resource intensive, as well as in those sectors where there is low value-added. These controls

76 Thid.
7OECD (20006), p. 38.
8 MOFCOM/Genetal Administration of Customs (2007).
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function as indirect screening measures for FDI in that they discourage investment in penalized
sectofrs.

China’s ability to directly screen FDI is limited by obligations it has under various international
investment agreements, including:

e the WTO’s Agreement on Trade-Related Investment Measures, which prohibits
performance requirements;

e the General Agreement on Trade in Services, which demands pre-establishment of national
treatment in services sectors where it has been offered;

e over 100 bilateral investment treaties;” and

e investment provisions contained in various regional trade agreements.

While these obligations constitute real barriers to most types of screening that discriminate between
foreign and domestic investors, discrimination on the basis of nationally-defined sustainable
development objectives in the pursuit of environment, social and economic goals may be in line with
China’s various obligations, provided that domestic investors in like circumstances are similarly

treated.”

One of the key areas of interest is flows of FDI in the services sector, which is discussed above. It is
important to remember that China’s international obligations under investment law will limit the
scope of what it can do to screen services investment. Some agreements (such as the Association of
Southeast Asian Nations Investment Agreement) allow for national and most-favoured-nation
treatment in the establishment of covered services for member countries - a provision that basically
prohibits any form of screening.

5.4 Sustainable Outward Direct Investment

A schematic diagram of the framework as it applies to sustainable outward direct investment is
shown in Figure 6. China’s strategy of “going out” (zouchugn), first proposed in 2000 and launched in
2002, encourages domestic enterprises to invest abroad. Selected non-state firms had been allowed
to do so since the late 1980s, but policy measures in support of the strategy have given rise to a
remarkable growth since 2002. Data on outward direct investment (ODI) are difficult to obtain and
definitions vary from source to source, but the United Nations Conference on Trade and

7 This includes 22 bilateral investment treaties (BITs) signed by Hong Kong Special Administrative Region of China and
Taiwan Province, out of the 101 ratified agreements listed in UNCTAD’s BITs database (valid as of June 1, 2008).

80 There are, however, two obligations normally found in international investment agreements that are 7ot relative to any
domestic standard of treatment, but rather are absolute - fair and equitable treatment and obligations related to
expropriation.
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Development’s World Investment Report puts Chinese ODI in 2005 at US$68 billion.*" Several
analysts suggest that official figures may significantly understate the extent of ODL* One analyst

estimates that outbound investment from China rose by over 85 per cent per annum between 2000
and 2005.%

Energy investments (primarily oil and gas) dominate the mix at 52 per cent with basic materials,
telecommunications and consumer electronics following at 12 per cent, 9 per cent and 5 per cent
respectively.* Motivations for ODI vary and include:

e sccuring supplies of energy and raw materials - for example, oil investments by China
National Offshore Oil Corporation (CNOOC), Sinopec Corporation and China National
Petroleum Corporation or China Minmetals Nonferrous Ltd.’s takeover attempt of Noranda
Inc,;

e acquiring global brands to complete with global marketing networks - for example, Haier
Global’s bid for Maytag Corporation and Lenovo Group Limited’s acquisition of
International Business Machine (IBM) Corporation’s PC division; TCL Group’s joint
venture deals with TV giant Thompson Company and cellular phone giant Alcatel; and

e acquisition of strategic technologies - for example, Huawei Technologies Co.’s acquisition
of Marconi Corporation and Beijing Optoelectronics Technology Group Co. Ltd.’s
acquisition of Hyundai Display Technology Inc.

There are two reasons for a focus on the conduct of Chinese investors abroad. First, their conduct
will reflect, positively or negatively, on the “China Brand,” affecting the market for China-made
exported final and intermediate goods. Second, their conduct will influence the receptivity of
governments to further investment, particularly in the form of mergers and acquisitions in key
sectofs.

81 UNCTAD (2007).

82 Frost (2005), Hong and Sun (2006), and Deutsche Bank (2006).
8 Deutsche Bank (2000).

84 Ibid.
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Figure 6: Sustainable outward direct investment

The China Brand is essentially the composite impression that consumers (final consumers and
commercial buyers) have about China, formed by a flow of information from scattered sources,
primarily featuring the mass media. While there are a number of exemplary corporate citizens among
China’s outward investors, there are also some whose conduct may jeopardize the reputation of the
country as a whole. In a cross-country assessment of “responsible competitiveness,” China placed
the lowest of the BRICs (fast-growing developing economies - Brazil, Russia, India and China).” It
scored relatively high in the policy category, but poorly in business action and social enablers,
meaning government action was commendable, but was not matched by similar actions on the
ground. Treatment of workers and environmental responsibility are clear areas of importance and
can strongly affect consumers’ readiness to buy China-made goods. The issues here fall into a mix of
the three categories of environment, economic or social. The environment impacts of foreign
investment are important in their own right. The possible economic and social effects of any poor
environmental and labour practices are also important; anything that makes consumers less likely to

buy China’s exports is worthy of concern.

85 AccountAbility (2007).
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The second area of concern is also linked to China’s reputation and influenced by the conduct of
investors abroad. If China and its investors are badly perceived, there will be political resistance to
further Chinese acquisitions abroad. This sort of resistance may already have contributed to the
unsuccessful bid by CNOOC for Unocal Corporation (U.S.), the blocked takeover bid for Noranda
Inc. (Canada) by China Minmetals Nonferrous Ltd. and the similarly blocked bid by Huawei
Technologies Co. Ltd. for 3Com Corporation (U.S.). The larger the investment, the more vulnerable
it might be to this sort of problem; it is noteworthy that the Unocal and Noranda deals were the first
and third largest Chinese outward mergers and acquisitions based on announced value between 2002
and 2006.” This sort of trend has significant implications for social and economic objectives, given
that one of the clearest strategies available to Chinese firms for moving up the value chain is through
foreign acquisitions.

There are not many precedents for home state action to ensure the responsible conduct of its
investors abroad. One policy lever being increasingly used in OECD countries is conditional lending
by export credit agencies and mandatory environmental impact assessments for projects of certain
size in certain sectors.”” There have also been several attempts of late to have U.S. outward investors
held legally liable for aspects of their conduct abroad.* In the end, while it is clear that this is an
important area of focus, there is probably a need for more research on the actual conduct of China’s
ODI enterprises, and on the impacts that conduct may have on perceptions of China as an exporter

and investor.

5.5 Precedents for a Sustainable Trade Strategy

There are few precedents on which to draw in creating a sustainable trade strategy for China, as no
country has set out to undertake such an exercise before. There are, however, partial precedents that
are instructive.

Most countries pursue trade strategies that are designed to foster economic growth and a few also
aim more broadly to improve a variety of social welfare indicators as well, such as employment and
income levels. But none has yet gone further to consider the strong links between the economic and
social progress and the environment.

Environmental policy as well may be crafted to go beyond environmental improvements to broader
sustainable development objectives. Germany and Japan, starting in the 1990s, adopted tough

86 Deutsche Bank (2007).

87 OECD’s June 2007 “Recommendation of the OECD Export Credit Working Group” benchmarks a range of ECA
procedures against World Bank practice and includes a requirement for environmental impact assessment.

8 This is through use of the US Alien Tort Statute (28 U.S.C. § 1350). See Lee (20006) for a summary of the jutisprudence
on this statute.
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environmental regulations aimed at fostering environmental efficiency and waste minimization.
While these were, on the face of it, environmental measures, they in fact had the express aim of also
improving the economic efficiency of the regulated firms. Edda Miiller, chief aide to Germany’s
Minister for the Environment, put it most succinctly: “What we are doing here is economic policy,
not environmental policy.”” The hope was that the firms would become more efficient as global
competitors and also would be able to export their solutions to firms in other regulated countries
that came after them. The foundation for this hope is the central theme of the much-argued “Porter
Hypothesis,” which postulates that tough regulation actually fosters competitiveness.” The mass of
literature that the hypothesis has formed seems to lend some credibility to its tenets.”” Whether the
hypothesis has validity or not - a question that is beyond the scope of this paper - the intent of the
German and Japanese strategies was clearly to use national environmental policy to foster
sustainable development more broadly. There are parallels to this effort in the proposal for China to
foster sustainable development through its trade policy.

At the sectoral level there are also partial precedents of this type. Denmark, for example, has been
extremely successful in fostering a wind turbine sector that not only provides for 19 per cent of its
energy consumed (the world’s highest level), but also powers a vibrant export sector.”

These sorts of examples abound and provide instances of economic or environmental policy that
serves all the goals of sustainable development. But none of them is as comprehensive as what is
proposed in this analysis and thus the lessons to be taken from them are less directly relevant than
they could be.

This is both good and bad news. On the negative side, it means a lack of experience and expertise
on which to draw in formulating the details of such a strategy. On the positive side, it means that
any such move by China would be a pioneering effort and properly managed would garner the kind
of public attention internationally that would again contribute to the goals of sustainable
development.

8 Cited in Moore (1992, p. 20).

% Porter and van der Linde (1995).

91 For an extensive survey of the literature see Wagner (2003).

92 Only part of this success, though, can be attributed to deliberate sectoral strategies. See Krohn (2002).
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6.0 The Nature of Change: Guidance for Policy Recommendations

The papers produced as a companion to this one will consider in greater depth the challenges of a
sustainable trade strategy for China in various sectors. Each will consider the challenges inherent in
the status quo, and the type of policies that might be brought to bear in harnessing trade and
investment as a more powerful engine of sustainable development. In this closing section of the
paper, three types of change are described, all of which are legitimate responses to the challenges
described in those papers, but all of which imply very different approaches.

Faced with any sort of challenge, three distinct strategies are possible:

e normalization: meet the requirements of international norms, complying as necessary

e exceptionalism: opt out of meeting such norms and expectations, arguing that you are an
exceptional case

e transformation: change the nature of the game by the force of your actions, working to
transform international norms to better suit your realities

Normalization is a straightforward compliance response. Challenges are identified (for example,
Chinese firms have trouble meeting foreign and international standards; exports are dominated by
processing trade) and efforts are made to meet the norms required to surmount those challenges. In
the area of standards, for example, these might take the form of technical assistance or better
information flow about foreign standards from national contact points to domestic firms.
Normalization has the advantage of being relatively easy to identify and implement, but the

disadvantage is it leaves the operator always slightly behind the wave of evolving requirements.

Excceptionalism argues that in some ways China is an exceptional case. Existing international norms of
sustainable development may be inappropriate for Chinese firms that would, under this strategy,
seek to develop their own norms and practice or continue to adhere to traditional ones. This is a
strategy of opting out of the international rules and norms.

Transformation involves a fundamentally different strategy. It would involve actually seeking to change
the rules of the game, to adapt them such that they more closely follow to the Chinese realities. In
the area of standards, for example, this might involve Chinese influence on the making of
collaborative international standards or it might mean Chinese influence in forums such as the
Codex Alimentarius, the International Standard Organization or the WTO. In the area of regional
trade agreements (RTAs), this might mean creating a new template for RTAs that does not follow
established practice in key areas. This strategy involves a careful study of the existing regimes, a
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thorough knowledge of the interests of the country and a strategic vision of how to bring the two
together. The potential benefit of transformation is that it achieves requirements that better suit
national circumstance. The downside is that it can only be achieved by an actor that has enough
clout to demand change and it involves pioneering efforts - difficult to envision and implement
because of their novelty.

In the papers drafted as part of this project, policy recommendations will fall into these three
categories. It is hoped that this brief taxonomy will help in choosing which of those
recommendations are most suitable for China as it pursues its sustainable trade strategy.
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7.0 A Research Agenda

The foregoing analysis has explored the key issues for China as it considers the nature and
implications of a sustainable trade strategy. In the course of that analysis, it becomes clear that there
is a need for deeper understanding of several issues to inform policy makers. That is, even where
there may be desire to formulate and implement a sustainable trade strategy for China, there is a
need for more supporting policy analysis to inform such a process. Some of the key areas for future
research are laid out below. This is not an exhaustive list, but it tries to capture from the preceding
discussion those areas that are of particular interest.

The discussion on trade in goods made it clear that China has significant interests in a “China
Brand” that can be significantly affected by its performance on international standards. This
argument was also echoed in the discussion on China’s outward investment. There are really two
related lines of research needed here. The first deals with standards set by foreign governments
(technical regulations, in trade parlance), primarily set in the context of trade in goods and applicable
to China’s exports. In this area, there is a need to better understand first the state of those standards
with respect to current Chinese practice. Are they in fact a barrier given current practice? Which
sectors have been particularly successful or troubled in meeting such standards? Are the standards
suited to Chinese realities? As well, there is a need to explore the relationship between the domestic
regime for standard setting and the capacity of domestic firms to meet foreign standards, searching
for ways in which the domestic regime might contribute to better performance at the international
level. As well, it is important to understand better the role domestic standards regimes might play in
assessing foreign standards.

The second line of research with respect to standards concerns the growing body of standards laid
down at the international level by non-governmental actors. These standards, which are typically
created by a mix of civil society and private sector actors, seem to be emerging as just as important
as technical barriers laid down by governments - a sort of soft power regime of governance that
firms are increasingly expected to play in. How significant are these sorts of standards; what are the
trends? Have Chinese firms been actively engaged in their creation? What is the best strategy for
Chinese firms in addressing such standards and what role can the government play in facilitating that
strategy?

The discussion on trade in goods, particularly exported goods, repeatedly comes back to the need to
alter the structure of Chinese productive activity, in particular the manufacturing sector. The
argument was made that an industrial upgrading might benefit the environment through greater
efficiency, benefit the economy through a move up the value chain to more profitable activities, and
improve social conditions through higher quality better paying employment. But the question
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remains how this is to be accomplished. There is a clear need for an in-depth picture of China’s
manufacturing sector, and its potential for upgrading, with particular attention to the notion of
“clean upgrading.” There is solid experience at the international level on which to draw in discerning
best practice in this area.

In the same vein, the discussion above made frequent reference to areas of policy and regulation that
lay quite outside the gods and services producing sectors, but which nonetheless had significant
influence on the performance of China’s trade activities. An important lesson of the analysis is that
trade policy has to be concerned with policy in other areas as well. A key example is energy policy,
given that energy production and use determines industrial competitiveness, drives environmental
impacts and has real implications for public health. It would be useful for China’s trade policy
makers to explore best practice in regulatory instruments for such sectors, based on domestic and

international experience.

The discussion of services trade in this paper makes it clear that the services sector is key for any
China sustainable trade strategy. Services have clear impacts on domestic levels of economic
development and employment through their direct effects as economic activity. And perhaps more
important they underlie China’s hopes for industrial upgrading; there are demonstrated links
between the availability of business services such as telecommunications, transport and finance and
the strength of a country’s industrial sector. But several questions remain. Given the importance of
business services, would a strategy of liberalization in these sectors best serve China’s needs, or
would it be better to development indigenous services capacity? What are the implications for
balance of trade in services of the two options and what are the near and long-term economic
considerations?

Finally, an overarching question raised by the preceding discussion concerns China’s engagement at
the regional and multilateral levels in international trade agreements. Given the need for a
sustainable trade policy, and China’s ascension as a regional and world leader in a model that it has
more or less created for itself, what are the implications for China’s relations with its immediate
region, where its imports and exports are a significant factor in its neighbours’ sustainable
development prospects? Similarly, at the multilateral level, how should China’s pursuit of its own
path to sustainable development affect its role and positions at the WTO? Does the current state of
negotiations at that level have implications for China’s regional engagement strategies?

This is not an exhaustive list of the research questions that derive from the analysis in this paper. It
is rather a selection of what seem to be the key needs for deeper understanding to underlie
elaboration and decision making on China’s sustainable trade strategy.
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