China and India: A comparison of trade, investment and expansion strategies
1. Introduction
The fast development of China and India, the most populous countries in the world, has come to attract the attention of international policy-makers and industry leaders. China and India together account for about 37.5 per cent of world population and 6.4 per cent of the value of world output and income at current prices and exchange rates.
 As the two countries play an increasingly weighty role in the world economy, their expansion has a noticeable impact on global growth, through a number of channels, with trade being, arguably, the strongest and most direct. (World Bank, 2007)
Although the two Asian mega-emergers appear to have much in common, they in fact have been following two different development paths. China initiated its State-led modernization reform in the late 1970s in the wake of a long-term execution of a previous Soviet model, whereas India relies largely on the private sector to drive the reform. While China built up its economic strength by investing heavily in the manufacturing industry and facilitating foreign trade, the service sector has become the leading driver behind India’s economic growth, contributing to more than half of the total economic growth since 1990s. Different theories would provide different insights into these two mega-emergers, but one thing is certain: China’s and India’s trade patterns differ substantially. It is perhaps also futile to suggest India completely follow China’s path and vice versa, although both countries will learn from each other in many ways.

This paper summarises the main findings and conclusions of a one-day workshop convened in London, in March 2007, by Chatham House and the Japan Economic Foundation. World-leading scholars and experts analysed and discussed the opportunities and risks brought by the expansion of China and India, shedding light on the underlying implications for Japan, UK and the world economy. 

2. Trade and investment
2.1 Contrasting trade patterns

China’s trade expansion started in 1978, when the country initiated reforms and opening-up policies. For the past decade, its position as a strong player in international trade has been very remarkable. India also has taken off, but it started more than ten years later, and its trade expansion has not been as significant as China’s. By 2004, China’s share of the world’s manufacturing export was 8.3 per cent; that of India was 0.9 per cent. The two countries’ shares of global manufacturing imports were 6.3 per cent and 0.8 per cent, respectively. (World Bank, 2007)
China’s manufacturing sector accounts for more than 41 per cent of gross domestic product (GDP). The latest available figures show that in 2005 manufactured goods were 93 per cent of exports or almost a quarter of the gross value of industrial output. China is a significant importer and exporter in manufacturing, with market shares of 6.2 per cent and 7.7 per cent, respectively, in 2004. India’s trade in manufacturing has not been remarkable to date. India’s manufacturing sector accounts for a far smaller share of GDP – less than 16 per cent. (World Bank, 2007) 

China and India’s foreign trade patterns are largely dissimilar and have been from the beginning. In the case of China, using its vast resources of cheap labour and domestic savings to initiate infrastructure building and invite large amounts of FDI to spur the development of the manufacturing industry in the coastal areas has been seen as one of the initial and leading drivers for the country’s economic success. India’s strength, on the other hand, is based on its knowledge-based sectors such as IT and pharmaceuticals, more developed financial markets and a more robust private sector.

Along with being the world’s third-largest trader with a 6 per cent share in world trade – compared with India’s 1 per cent – China is gradually becoming a manufacturing hub in Asia. It is now deeply involved in regional production and distribution networks in East and Southeast Asia region (including ten ASEAN countries, plus Japan, China and South Korea) The share of China’s exports and imports to East Asian countries in its total trade are more than two times bigger than those of India, showing China’s stronger connection to the region. (See Table 1) 
Table 1: Share of Trade to East Asia in Total Trade for China and India (%)

	
	Exports
	              Imports


	
	1990-94
	2000-04
	1990-94
	2000-04

	China
	60.5 

	45.3
	55.8 

	53.5

	India
	22.3
	23.0
	16.6
	21.7


Source: Urata, 2007
It is worth noting that the share of China’s imports from East Asia remains roughly the same in terms of total imports between the 1990-1994 period and 2000-2004 period, but the share of its exports to East Asia as a percentage of total exports dropped largely from 60.5 per cent during the 1990-1994 period to 45.3 per cent during 2000-2004 period (Table 1). This change reflects the fact that China is becoming the “assembly factory” in East Asia, importing parts and components from East Asia region and selling finished products to the rest of world.

Table 2: China gains share in US imports, %

	
	2000
	2004
	“Swing”

	China
	8.2
	13.4
	+5.2

	Taiwan
	3.3
	2.4
	-0.9

	South Korea
	3.3
	3.1
	-0.2

	Singapore
	1.6
	1.0
	-0.6

	Hong Kong
	0.9
	0.6
	-0.3

	Japan
	12.0
	8.8
	-3.2


Source: Rossi, 2007
While China has gained a larger share of both EU-25 imports (from 7.5% in 2000 to 12.3% in 2004) and US imports (from 8.2% in 2000 to 13.4% in 2004), other economies in East Asia such as Taiwan, Hong Kong and Japan are losing their share (See Table 2 and Table 3). This provides evidence that China is replacing other East Asian countries as a supply base of foreign trade to the United States and Europe. Through China’s integration into Asian production chains, perhaps up to one-third of the recorded value of exports comes from imported inputs of other East Asian countries rather than from local value added in China. (World Bank, 2007) China imports machinery, plant equipment and components that contribute to the upgrade of its industrial capacity. Elements of the global supply chain are recently migrating to China as multinational manufacturers in some sub-sectors such as electronics and automobile industries look to move closer to markets and final assemblers.

Table 3: China gains share in EU-25 imports, %

	
	2000
	2004
	“Swing”

	China
	7.5
	12.3
	+4.8

	Taiwan
	2.8
	2.3
	-0.5

	South Korea
	2.7
	2.9
	+0.2

	Singapore
	1.7
	1.7
	0.0

	Hong Kong
	1.2
	1.0
	-0.2

	Japan
	9.2
	7.2
	-2.0

	US
	20.6
	15.3
	-5.3


Source: Rossi, 2007
In comparison, although India has also seen increasing trade relations with East Asia, its exports and imports to East Asia only account for about one quarter of its total trade (Table 1). Also, India has not yet proved to be a major force in international manufacturing, except in textiles and clothing, where, given its abundance of cheap labour, it has some competitive advantages – and it may continue to grow in these sectors.

It seems like India is facing two options for future development. First, in order to take advantage of its large base of human capital and domestic market potential, it needs to proceed along the path opened by the East Asian economies. This model revolves around boosting the manufacturing industry. Second, India could decide to further expand the IT-enabled services for global companies, such as call centre services, professional services and software maintenance activities – its fast growing sector in terms of exports. In overall commercial services, China’s share of global exports (2.9 per cent) and imports (3.4 per cent) still lead those of India (1.9 per cent, 2.0 per cent respectively). However, IT-related services and now pharmaceutical industries can be the key drivers of Indian trade growth in the future. India’s National Association of Software and Service Companies (NASSCOM) estimates that by 2020 India’s share of the offshore market for engineering services – of a projected value of more than US$ 1 trillion – could be 25-30 per cent – up from the current 12 per cent – provided that the capacities, capabilities, infrastructure and the international reputation are in place (NASSCOM, 2006). Business services and software have boosted Indian trade since 1990s and now a few of Indian firms in those areas are among the largest in the world. Abundance of well trained, English-speaking cheap labour is a big asset for India and can be better employed. Services are by far the largest part of the Indian economy (50 per cent) with some sub-sectors performing better than others. There is still much scope for improved productivity and increased investment.

2.2 Foreign investment
Foreign direct investment (FDI) is also an area where India appears to lag behind China. In 2006, China attracted 10 times more FDI than India. This is because China’s policies for foreign investors are more liberalized than India. Moreover, the Chinese economy is growing faster and infrastructure is better. Although strict protection policies remain in place in China in selected sectors such as automobiles, India’s restrictive labour laws and limits affecting foreign shares in ownership) restrain foreign investment in general. And in particular, India’s inadequate infrastructure development makes it very difficult for multinational companies to ship products in and out of the country, and even within the country.

China is certainly a star performer in attracting FDI, but India did not perform as badly as China did well, as would be expected, given the large disparity. China accounts for 5 per cent of world GDP and India has about 2 per cent, at current exchange rates (World Bank, 2007). 

As bigger economies normally attract more investment, China currently tends to be foreign investors’ preferred destination. But in terms of FDI’s percentage in GDP, China’s figure is less stunning -- only more than two times than India (Chart 1).
Chart 1: FDI in China and India , as percentage of GDP
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In terms of business environment, the World Bank ranks India 134th in the 175-country list, whereas China is in the position of 93rd (Source: World Bank Doing Business 2007). But in some areas such as starting a business, getting credit, protecting investors and paying taxes, India still leads China.

It may have been assumed that OECD countries took the lead in investing in China, but actually OECD countries only started to look at China from 2002 onwards. A large proportion of FDI into China comes from its Diasporas abroad, from Hong Kong and Taiwan and from domestic companies, which go to Hong Kong and reinvest in China.

China has invested three times more in infrastructure than India, whose fiscal deficits, both in national and state levels, present an impediment for its infrastructure development. This is partly the reason to explain why China attracts more FDI than India. But at least there is one sector where India has been doing pretty well and that is telecommunications, one of the most competitive and lowest cost fields in the world. (Thomsen, 2007)
China is more open to trade liberalization, but openness is a relative concept. China may be more open to foreign investment, but that does not mean that foreign investors find it easy to operate in the country. The technology transfer and intellectual property rights are still difficult issues for multinational companies in China.

3. Conclusion
The fast economic growth of China and India is not unusual in Asia. Previous examples include Japan, South Korea, Hong Kong and Taiwan. But size does matter as it comes to China and India and, with the sheer size of their markets, they may influence everybody else in the world in a way that smaller economies did not.

But why did these two mega-emergers take so long to take off and why should they have been so behind the take-off curve? Is this indicative of fundamental weakness in these two giants, which may also be impediment for their future economic growth? Political constraints are probably one factor. Immature legal systems may be another one and it takes time for them to be to be constructed. And size matters again. While smaller economies may have more flexibility to mobilize their resources and push themselves ahead to OECD standards rather quickly, this may be not be something that can be easily handled by big economies with a huge population and vast disparities between different regions.

China’s successful strategy in the past twenty years has been the transfer of labour surplus from agricultural industry to manufacturing industry, from low efficient State sectors to high-efficient commercial sectors. Without any particular training, rural workers have shown to be able to work in manufacturing industries – leading to an increase of output. It is important to note that China thus has achieved a big increase of productivity in addition to the labour supply growth, particularly in recent years after the country’s accession into the WTO. China achieved productivity growth of 8.7 per cent per year on average between 2000 and 2005. The figure was 3.1 per cent per year on average between 1995 and 2000. India’s productivity growth was lower – 4.1 per cent on average from 2000-04, corresponding with a similar phase of modest increase of China during the late 1980s and early 1990s (Conference Board, 2006).  

However, China needs to improve productivity further in manufacturing industries in order to respond to changing patterns of global production networks. To some extent, China can still attain global competitiveness or maintain existing positions thanks to its huge pool of cheap labour for at least 10-15 years, but the country has to find the ways to move up in the global production chains to sustain its economic growth in the long run and shift its model from being investment-and-exports-driven to being consumption-driven.

In recent years, China has been quick in changing sectors to prop its export growth. Office machinery and equipments are becoming the fastest-growing area for China’s exports, where, unlike footwear and clothing, there are few trade disputes with OECD countries, because they are not competing with Europe and US in this category, but with East Asia. China’s share of office machines and telecommunications equipments in world exports rapidly rose to 15.2 per cent in 2004, from only 1.0 per cent in 1990. (See Table 4) Domestically, the electrical equipment industry gained a bigger share of China’s total exports from 5.9 per cent in 1995 to 10.0 per cent in 2004, while textiles are losing share, from 26.0 per cent in 1995 to 16.2 per cent in 2004. (See Table 5)
Table 4: China’s and India’s Shares of World Exports
	
	1980
	1990
	2004

	World Exports
	China
	India
	China
	India
	China
	India

	I. Manufacturing
	0.8
	0.5
	1.9
	0.5
	8.3
	0.9

	  1. Iron and steel
	0.3
	0.1
	1.2
	0.2
	5.2
	1.6

	2. Chemicals
	0.8
	0.3
	1.3
	0.4
	2.7
	0.7

	2.1 Pharmaceuticals
	--
	--
	1.6a
	1.2a
	1.3
	1.0b

	3. Office machines & telecommunications equipment
	0.1
	--
	1.0
	0.8
	15.2
	0.6

	4. Auto parts
	0.0
	0.0
	0.1
	0.1
	0.7
	0.1

	5. Textiles
	4.6
	2.4
	6.9
	2.1
	17.2
	4.0

	6. Clothing
	4.0
	1.7
	8.9
	2.3
	24.0
	2.9

	II. Commercial services
	--
	--
	--
	--
	2.9
	1.9

	1. Transports
	--
	--
	--
	--
	--
	--

	2. Travel
	--
	--
	--
	--
	4.1
	--

	3. Other
	--
	--
	--
	--
	2.4
	3.1

	Source: Srinivasan 2006

Note: -- = not available

a. Pertains to 2000

b. Pertains to 2003


Table 5: Industry Exports as a Percentage of Total exports, China and India 

	Industry Export
	1995
	2000
	2004

	China
	
	
	

	Pharmaceutical products
	1.1
	0.7
	0.6

	Iron and steel
	3.5
	1.8
	2.3

	Electrical equipment
	5.9
	9.7
	10.0

	White goods
	0.7
	1.1
	1.3

	Road vehicles
	1.8
	2.6
	2.8

	Textiles
	26.0
	21.4
	16.2

	India
	
	
	

	Pharmaceutical products
	2.3
	2.8
	2.9

	Iron and steel
	3.0
	2.9
	6.0

	Electrical equipment
	1.3
	1.8
	1.9

	White goods
	0.0
	0.0
	0.1

	Road vehicles
	2.8
	2.0
	2.8

	Textiles
	27.0
	27.2
	17.4

	Source: United Nations Commodity Trade Statistics Database, accessed via the World Bank’s World Integrated Trade Solution (WITS) software.

Note: Textiles is defined as the combination of 26, 65, and 84 of Standard International Trade Classification (SITC), Rev. 3. White goods is defined as the combination of 7751, 7752, 7753, and 7758 of SITC, Rev. 3. Pharmaceutical products, iron and steel, electrical equipment, and road vehicles are defined, respectively, as 54, 67, 77, and 78 of SITC, Rev. 3. 


The Indian economy is also expanding, but so far the process of transferring cheap labour from low value agriculture to higher value manufacturing industry has been slow. This is mainly due to relatively weak industrial growth and unfavorable labour laws that have created a strong incentive for firms to use more machinery and hire fewer workers. India may choose to follow the East Asia model to attract foreign investment and beef up its manufacturing industry. At the same time, India will continue expanding its strong service sector in business and engineering services that has drawn major global firms to outsource their operations to India and has the potential to continually drive India’s foreign trade.

The fast pace of urbanization and industrialization in China and India leads to more social problems and severe environmental degradations. There is more attention focused on China than India in this regard. Clearly, these are difficult issues which always result, understandably, in disagreements about how to best address the problems. Nevertheless, China has been performed reasonably well with these problems always being a concern, which provides reasons to be optimistic about the future. It is a big country, with a considerable room for future growth.

China and India have achieved relatively successful outcomes, following their own growth tracks. However, one of the current distinction between China as the “factory of the world” and India as the “world’s back office” in international trade may be changing in the coming decade, since China is aiming to develop its service sectors whereas India hopes to strengthen its manufacturing industry.
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