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Mainland China’s Role as the World’s Factory is Under Threat

e Mainland China surpassed Germany to become the world’s biggest exporter in 2009 on
the back of persistent increase in competitiveness and search for new markets. Foreign
invested enterprises (FIEs) as a key source of the export sector’'s technological
advancement have played a crucial role for the Mainland’s achievement. Presently, at
least 70% of the Mainland’s hi-tech exports originated from FIEs. Simultaneously,
mainland China also succeeded in gaining market shares in developing economies.

e But advanced countries with their dominance in market size would still be the major
source of growth for the Mainland’s exports for some years to come. In 2009, North
America and Europe imported US$7,651 billion of goods from the world, or 5.7 times the
imports of South and Central America, Africa and the Middle East combined.

o However, rapidly rising labour cost on the Mainland has already led some FIEs to move
further inland or relocate to other developing countries in a bid to lower operating cost.
With the majority of the Mainland’s high-tech exports originating from FIEs, mainland
China would have to move up market more by itself to remain competitive going
forward.

Mainland China surpassed Germany to become the world’s biggest exporter in 2009,
marking a milestone in the country’s recent history in world trade (Exhibit 1). In 2009, the
Mainland’s exports amounted to US$1,202 billion, accounting for nearly 10% of the
world’s total exports, compared with Germany’s 9.2% and the US’s 8.7%.

Exhibit 1: Mainland China’s share in world exports
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From labour-intensive to more technology-intensive products

Mainland China’s emergence as a dominant nation in world trade is the result of
persistent increase in competitiveness via moving up markets and exploring new sources
of demand. This is evident from the significant change in the country’s export structures
and market composition in the last decade.

The upgrading of the Mainland’s exports was most obvious from the rapid expansion of
higher value-added exports such as electronic data processing machines,
telecommunication equipment and integrated circuits over the last decade.

Between 2000 and 2009, the growth of mainland China’s exports averaged 19.1% per
year (Exhibit 2). During this period, higher value-added exports, as represented by
machinery and transport equipment, climbed at an annual rate of 24.4%, well above the
overall growth rate and the growth rate of lower value-added ones such as textiles and
clothing (14.2%) and toys, shoes and plastic articles (10.5%).

Exhibit 2: Mainland China’s exports by commodity

Exports Share in mainland Annual
(USS$ billion) China’s total exports, % | growth, %
2000 2009 2000 2009 2000-09
Agricultural products 214 42.7 8.8 3.6 8.0
Fuel & mining 7.9 20.4 3.2 1.7 11.1
Manufactured products 219.9 1,138.6 88.2 94.7 20.0
- iron & steel 4.4 23.7 1.8 2.0 20.6
- chemical 12.1 62.0 4.9 5.2 19.9
- machinery & transport eqpt 82.6 590.4 33.1 49.1 24.4
- office & telecom equipment 42.0 343.7 16.9 28.6 26.3
- EDP & office equipment 18.6 147.0 7.5 12.2 25.8
- telecom equipment 19.5 159.1 7.8 13.2 26.3
- IC & electronic parts 3.9 37.6 15 3.1 28.8
- transport equipment 9.0 59.0 3.6 4.9 23.2
- vehicles 6.6 28.6 2.6 2.4 17.8
- other machinery 31.6 187.7 12.7 15.6 21.9
- other manufactured goods 120.8 462.5 48.5 38.5 16.1
- textiles & clothing 52.2 172.5 20.9 14.4 14.2
- toys, shoes, plastic articles 20.4 50.2 8.2 4.2 10.5
All 249.2 1,201.7 100.0 100.0 19.1

Sources: China Customs Statistics; Hang Seng Bank

As a result, the share of machinery and transport equipment in the Mainland’s total
exports rose from one-third in 2000 to almost half (49.1%) in 2009, while that of textiles
and clothing plummeted from 21% to 14% in the same period

Today, mainland China is among the world’s top exporters in many of the higher value-
added products such as electronic data processing machines and office equipment (the
largest in the world), and telecommunication products (the world’s second after the
European Union) *.

! International Trade Statistics, WTO, 2009 2
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High-tech exports are mainly produced by foreign funded enterprises and with a
high import content

Foreign investors have played a crucial role in the upgrading of the Mainland’s exports.
In 2009, 56% of mainland China’s exports originated from foreign invested enterprises
(FIES), up from 46% in 1999. More importantly, various studies pointed out that over
40% of FIES’ exports are hi-tech products®. If the ratio reflects the true picture, it follows
that of the US$376.9 billion hi-tech products exported by mainland China in 2009, at least
70% were from FIEs (Exhibit 3).

Exhibit 3: Mainland China’'s exports of hi-tech products

2000 2009 Share of Annual
US$ billion US$ billion total, 2009, % | growth, 2000-

2009, %

High-tech exports 37.0 376.9 314 29.4
- biotechnology 0.1 0.3 0 13.0
- life science & technology 1.4 11.0 0.9 25.7
- opto-electronics 1.0 20.9 1.7 40.0
- computer & telecom 27.0 282.5 235 29.8
- electronics 5.8 51.1 4.3 27.4
- computer integrated manufacturing 0.5 5.1 0.4 29.4
- materials 0.3 3.0 0.2 29.2
- aerospace 0.7 2.7 0.2 16.2
- other technology 0.2 0.4 0 8.0
Other exports 212.2 824.8 68.6 16.3
All exports 249.2 1201.7 100.0 19.1

Source: China Customs Statistics; Hang Seng Bank

Exports by FIEs also tend to have a high import content. In 2009, mainland China’s
processing exports, that is, importing all or part of the raw materials, parts and
components from abroad and re-exporting the finished products after processing or
assembly by enterprises on the Mainland, amounted to US$587 billion, or 49% of the
country’s total exports. Of the processing exports, US$495 billion or 84% were from FIEs.
Looking at this from another perspective, it implies that about 73% of exports by the FIEs
are processing.exports.

Gaining market shares in developing economies

Another reason for the Mainland’s rapid rise to the world’s top export position is the
country’s success in expanding new sources of demand. In the past decade, the
Mainland’s effort to diversify away from the major markets has been gradually paying off.
Exports to the advanced economies accounted for about 62% of the Mainland’s total
overseas shipment in 1999, but the relative share has declined to 45% by 2009. In
contrast, the share of the emerging economies rose from about 13% to 25% during the
same period (Exhibit 4).

% See for example "5l 'ﬁﬂ#ﬁ%’]‘%“ﬁiﬁﬁ’ll@h » Finance & Trade Economics ([48755%%), 12/2009, p.94; or
CH s lirﬁ;%;l/}?éJ » Finance & Trade Economics (J1#77%3%), 12/2008, p.73 3
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Exhibit 4: Mainland China’s exports by major markets

Exports, US$ billion Share in mainland China’s
total exports, %
1999 2009 1999 2009
Developed markets
Japan 324 97.9 16.6 8.1
USA 41.9 220.8 21.5 18.4
Europe /1 23.9 159.6 12.3 13.3
Re-exports from Hong Kong SAR /2 22.7 62.3 11.6 5.2
Sub-total 120.9 540.6 62.0 45.0
Emerging markets
Asean excluding Singapore 7.7 76.2 3.9 6.3
India 1.2 29.7 0.6 2.5
Africa 4.1 47.7 21 4.0
South America 5.3 57.1 2.7 4.8
Russia 1.5 17.5 0.8 1.5
Emerging Europe /3 6.3 76.7 3.2 6.4
Sub-total 26.1 304.9 134 25.4
Other markets 47.9 356.1 24.6 29.6
All 194.9 1201.7 100.0 100.0

Sources: China Customs Statistics; Hong Kong Trade Statistics; Hang Seng Bank
Notes: 1) covered only UK, Germany, France, Italy and Netherlands
2) estimated from Hong Kong re-exports of Mainland origins to UK, Germany, France, Italy and

Netherlands

3) Proxy by EU less UK, Germany, France, Italy and Netherlands

From the perspective of the emerging economies, imports from mainland China have
been gaining importance. In 1999, imports from the mainland China only accounted for
2.3% of the total imports of South and Central America, Africa and the Middle East
(Exhibit 5). That share rose to 12.2% in 2009. By comparison, the Mainland’s share in
the total imports of North America and Europe, the country’s traditional export markets,
rose from 2.0% to 6.6% in the same period.

Exhibit 5: Mainland China’s share in various regions’ imports

Mainland China’s Region’s total imports, | Mainland China’'s share
exports to regions, US$ billion in region’s total
US$ billion imports, %

1999 2009 1999 2009 1999 2009

South & Central America 5 57 335 444 15 12.8
Africa 4 48 133 400 3.0 12.0
Middle East 5 58 151 493 3.3 11.8
Sub-total 14 163 619 1,337 2.3 12.2
North America 44 239 1,280 2,177 3.4 11.0
Europe 35 265 2,652 5,474 1.3 4.8
Sub-total 79 504 3,932 7,651 2.0 6.6
Asia & Oceania 102 535 1,352 3,397 7.5 15.7
World total 195 1,202 5,903 12,385 3.3 9.7

Sources: China Customs Statistics; International Trade Statistics, WTO; Hang Seng Bank
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Can mainland China continue to be the world factory?

Though the Mainland has been gaining market shares in developing economies, the
advanced countries would still be the major source of growth for the Mainland’s exports
for some years to come. In 2009, North America and Europe imported US$7,651 billion
of goods from the world, or 5.7 times the imports of South and Central America, Africa
and the Middle East combined (Exhibit 5 above). In terms of market size, the dominance
of advanced economies in world trade is obvious.

But the road ahead for mainland China is becoming tougher. Labour supply is getting
tight and labour cost is rising, meaning that the once favourable factor that made
mainland China the world’s factory is disappearing. It also means that the operating
environment for processing exports, which are dominated by FIEs, is deteriorating. While
some FIEs will move further inland in a bid to lower operating cost, some will relocate to
other developing countries. With the majority of the Mainland’'s high-tech exports
originating from FIEs, the message is that mainland China would have to move up market
more by itself to remain competitive in the years ahead, otherwise its role as a dominant
exporter may diminish.
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Disclaimer

This document has been issued by Hang Seng Bank Limited (“HASE”") and the information herein is based on sources believed to be
reliable and the opinions contained herein are for reference only and may not necessarily represent the view of HASE. The research
analyst(s) who prepared this report certifies(y) that the views expressed herein accurately reflect the research analyst's(s)’ personal
views about the financial instrument or investments and that no part of his/her/their compensation was, is or will be directly or indirectly
related to the specific recommendation(s) or views contained in this research report. Nothing herein shall constitute as offers or
solicitation of offers to buy or sell foreign exchange contracts, securities, financial instruments or other investments. Re-distribution of
any part of this document by any means is strictly prohibited.

The information contained in this document may be indicative only and has not been independently verified and no guarantee,
representation, warranty or undertaking, express or implied is made as to the fairness, accuracy, completeness or correctness of any
information, projections or opinions contained in this document or the basis upon which any such projections or opinions have been
based and no responsibility or liability is accepted in relation to the use of or reliance on any information, projections or opinions
whatsoever contained in this document. Investors must make their own assessment of the relevance, accuracy and adequacy of the
information and opinions contained in this document and make such independent investigations as they may consider necessary or
appropriate for the purpose of such assessment. All such information, projections and opinions are subject to change without notice.

HASE and its affiliates may trade for their own account in, may have underwritten, or may have a position in, all or any of the securities
or investments mentioned in this document. Brokerage or fees may be earned by HASE or its affiliates in respect of any business
transacted by them in all or any of the securities or investments referred to in this document.

The investments mentioned in this document may not be suitable for all investors. Investors must make investment decisions based on
their own investment objectives, financial position and particular needs and consult their own professional advisers where necessary.
This document is not intended to provide professional advice and should not be relied upon in that regard.

No consideration has been given to the particular investment objectives, financial situation or particular needs of any recipient.
Investment involves risk. Investors should note that value of investments can go down as well as up and past performance is not
necessarily indicative of future performance. This document does not purport to identify all the risks that may be involved in the
securities or investments referred to in this document.
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