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THE BENEFITS TOAUSTRALIAN HOUSEHOLDS OF TRADE WITH CHINA

Executive summary

The Australia China Business Council commissioneid study of the current
benefits to Australian households of the trade mBveéstment relationship with
China. The analysis attempts to identify genergbdots at household level, but
without recourse to general economic modelling.

Australia and China have a longstanding, matumetend investment relationship,
which has proved the test of time. It continuegrtmw and evolve to the significant
benefit of both countries. Growth in two-way tradas been nothing short of
spectacular over the last decade, with accelerationcent years, and despite the
interruption of current economic turmoil is setctintinue. China stands at the cusp
of becoming Australia’s most important trading partand increasingly is a key
player in Australia’s foreign investment landscape.

Successive Australian governments have pursuediey puf trade liberalisation,
which has created a more competitive and innovaivetralian economy. This has
helped set the stage for Australian householdeap significant benefits, which
have flowed as a result.

Concomitant with changes in the trading environmauistralian households have
experienced increased purchasing power over reismatdes. Household disposable
income rose at a higher rate than price inflatidrne real increase in income has
been driven by the improvement in our terms ofdygaroductivity improvements
(due to innovation, technology and improved workapices) — both helped along
by China trade and investment - and a higher hkad of being in paid
employment.

The ‘engine’ for securing many of the direct andrengisible benefits has been
Australia’s strongly increasing terms of trade. thalsa is relatively unique among
industrialised nations as a net exporter of comtiexliand a net importer of
manufactured goods. We have valuable commoditiesd (ancreasingly,
manufactured goods and services) that China needsfuél its massive
industrialisation and urbanisation. At the sameetie import manufactured goods
and to a lesser extent services, that China caplysap much lower prices than we
could produce them. Australian households haviecag appetite for variety and
value in consumer goods, which China supplies auithygl

Until most recently, rising coal, gold and mineoaé prices, and falling prices for
popular consumer goods have boosted the termsaé twith China. These goods
account for the majority of merchandise importsnfre€China, led by clothing,

computers, telecommunications equipment, toys, gamed sporting goods,
furniture and chemicals.

While estimates vary the terms of trade effectitapeak, is likely to have
been worth as much as $3400 pa on average to essthalan household.

There is strong evidence of the positive price atffe which these goods
imported from China, have in placing downward puesson prices in
Australia.
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THE BENEFITS TOAUSTRALIAN HOUSEHOLDS OF TRADE WITH CHINA

Using footwear as an example, it can be seen tietanded price of Chinese
footwear in Australia has remained relatively canstin nominal dollars for the
past 13 years, demonstrating a large decline ing&ldanded price of imports.

The combination of lower prices for, and increagetimes of, these products is
unlikely to have been possible but for the tradengaship with China. It is this

combination of booming terms of trade plus completaety between our

resource-based industries and the manufacturingsirids of China, which has
provided Australian households with unequivocaldigs.

Lower prices for these products have also helpedpea inflation. Chinese import
prices have remained low, helping to keep inflatiow despite the Australian
economy growing rapidly in the past ten years aesbide rapidly rising fuel and
accommodation (housing and rental) prices.

There is also evidence to suggest trade with Chiaa allowed Australian
households increased access to goods of higheitygtieln would otherwise have
been the case. Australians avail themselves ofipleilteading Australian and
international brands which are manufactured or mmexmonly assembled in
China. These include the likes of Country Road hitgj, Adidas shoes; IBM
computers, Panasonic and Toshiba LCD televisionscessibility has also
improved with lower income households accessinglgowhich previously would
have been beyond their reach and higher incomeeholds purchasing greater
quantities and higher value products.

In addition to tangible use of consumer goods irtgdhere are also more indirect
benefits through which Australian households haeeefited. These are more
evident, though difficult to quantify, on the expand investment side of the
equation. They include:

Employment generation through new direct investnign€hinese companies
as well as that associated with demand for Ausmakexports. This is
particularly concentrated in the resources sector tas expanded into
manufacturing as well. Regional implications arartigularly evident in
regional Australia and include higher wages levels.

Improved and more keenly priced product offerings households by
Australian manufacturing companies competing with utilising Chinese
products. This includes substantial increases @ ube of cheaper Chinese
components in high value add Australian productshss motor vehicles.

Returns to the community and households from imgalonfrastructure and
more sustainable public services on the back ofices trade and stronger
company tax revenues.

Personal tax cuts financed largely by windfall bess tax revenues which
have also boosted consumer spending and highaéakaxtranslating through
to less tax required of others.

Returns to ‘householder shareholders’ in succegsfhlicly listed companies
active in the Chinese import and export trade, el & income generated in
the family-owned Small Medium Sized Enterpriseghsas in the food, wine
and tourism sectors.
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THE BENEFITS TOAUSTRALIAN HOUSEHOLDS OF TRADE WITH CHINA

The results of this study demonstrate that Chimeade manufactured products
play an important role in the standard of livingjoged by many Australian
households. It also demonstrates that China has &lele to secure market share
because it has been able to supply a wider vaofetpnsumer goods at more cost
competitive prices compared to competing suppliemsther countries. Moreover,
there is increasing consumer acceptance of Chipexitcts not only because of
their price but also because of the increasing Igugphigher quality high value
add products. This is also partly explained by ldrge number of international
companies, which use China as a base for manuéaahd export to Australia and
other markets.

Australia’s liberal trade and investment agenda ogeent decades, with low tariff
barriers in most relevant product categories, Hisvad Australians to source
products from any country in the world. This hdswéd Australian consumers and
manufacturers to have much greater choice aboetssity the goods they need at
prices that suit them best, than they would hawkdiberwise.

This is not to deny or downplay costs of adjustnbat have been borne by various
sectors of the Australian economy over the decaded, includes labour/wages
pressures brought on by a resources boom. A conwviem held by leading
economists is that most adjustment is behind usandiustralian companies still
compete head-on with China. Indeed they are mdedylito have operations in
China themselves by now or to maintain Chinesenpestin their value chain.
Safety and quality issues have also been an ismra fime to time. Both
governments have strong regulatory regimes in placd good levels of
cooperation when issues arise. Leading interndtimmsumer brands now
routinely use China as their production base anih&3le design and product
reliability has clearly been well received by thesfralian market.

Despite the uncertainty surrounding current gloleabnomic conditions the
consensus of market forecasts suggests China'rtorgrowth rate is likely to
slow from over ten per cent to under 8 per centgpeium. This is still very high by
world standards. Its demand for commodities, wtdlerently weakening, is
expected to recover again on the back of domestitathd and China’s continuing
enormous urbanisation requirements. Taking thesr&into account, Australia
should benefit from a gradual recovery in Chinesmand for Australian exports.
Australian government fiscal stimulus is also desijto boost consumer demand
and should help compensate for higher import prisepopular Chinese-made
consumer goods.

Australian households are likely to continue to the winners and Australian
industry the more competitive for it.

The ACBC is the premier business organisation istralia dedicated to promoting
business and trade with the People’s Republic ah&hFounded in 1973, ACBC
actively promotes two-way trade and investment, ermhomic cooperation and
understanding, between the business communiti@ssifalia and China. ACBC is
a membership-based organisation, with branches éw Nouth Wales, Northern
Territory, Queensland, South Australia, Westerntrlia and Victoria providing
business-focused information and events for som@ m@mbers across all
industries.
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THE BENEFITS TOAUSTRALIAN HOUSEHOLDS OF TRADE WITHCHINA

Chapter 1

The China-Australia economic relationship: an
introduction

11 Australia — China trade and investment relation  ship

In the past three decades the trading relationséiween Australia and China has
grown significantly. In 2005, China became Aust'ali second-largest trading
partner while Australia became China’s thirteerstigést trading partner (DFAT
2008). Two-way trade with China reached $57.5dnillin 2007-08, a fifteen per
cent increase from 2006-07 (DFAT 2008).

The growth in two-way trade is shown in Figure'1.1

Figure 1.1
GROWTH IN TRADE BETWEEN AUSTRALIA AND CHINA

Source: ABS various years cat no. 5206 Key National Indicators

The strength of the trading relationship betweerstfglia and China has only
developed in the past twenty years. Prior to tBikina had little interaction in
global trade. In the late 1970s China launchedf@meprogram. This reform had
one major thrust: to turn away from a policy offselfficiency or an import-
substitution strategy towards a strategy of expsmit-growth (Lu 1995). The
reforms have created enormous opportunities for trAlisn exporters and
generated benefits for Australian households.

The statistics used in this study do not inclédestralia’s trade with Hong Kong. The report disses trade
with mainland China.
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THE BENEFITS TOAUSTRALIAN HOUSEHOLDS OF TRADE WITHCHINA

With a population well over one billion, an econergrowth rate far exceeding that
of global GDP growth and a solid appetite for intpasf oil, gas, iron ore, coal,
nickel and other minerals, China has helped driedal growth (Burrow 2005).

But this has not always been the case. Rapid grawtbhinese consumption of
foreign goods and services has occurred in receatsyfor a number of political
and economic reasons. The process of China’s entoythe WTO has made
China’s economic system more compatible with therirational system, following

its opening to the ‘outside world’ at the end of #970s (DFAT 2005). Since 2001,
China has modified its domestic legislation andaduced new legislation, which
has provided China with a sound legal basis foregung its economy (DFAT

2005).

Traditionally, high tariff and non-tariff barrie(NTBs) have restricted Australian
exports to China. However, since joining the WTO 2801 China has begun
lowering its tariffs and NTBs. Average tariff rates imports have dropped to 9.8
per cent, with agricultural products at an averaf)d5.3 per cent and industrial
products at an average of 8.95 per cent. Chindree¥ to apply tariff rate quotas
(TRQs), particularly on agricultural products. # hoped that the TRQs will be
addressed in the negotiations currently underwayestablish a Free Trade
Agreement (FTA) between Australian and China.

One of the major policy objectives of Australiarvgmments in recent decades has
been to ‘...generate and capture benefits for thstralian community through
international trade and investment liberalisatiqfforeign Investment Review
Board 2007). For this reason, Australia’s tarifidaNTBs are low. Australia has
progressively undertaken economic reform that &sed productivity and
competitiveness. Since 1988, Australia’s averag# tate has fallen from 15 to 3
per cent. There are few barriers to trade and tm&st and few restrictions on
what households can import.

In 2003, Australia and China signed a Trade andn&euc Framework in
recognition of the complementary nature of thespective economies. The aim
was to enhance the bilateral trade and investnedationship. This included the
preparation of a joint feasibility study that cambéd that both countries would
benefit from the negotiation of an FTA.

The Australian and Chinese governments completddi Feasibility Study in
2005. This study showed that trade is expectedotdirtue to grow rapidly in
response to demand pressures. Following the Jeiibility Study, both countries
agreed to undertake an FTA. The first round of Ralks was held in May 2005.
While many negotiating rounds have taken place esingrogress is slow,
particularly in agriculture.

Since the adoption of the reform and opening poliGhina’s economic
development has been strong with GDP increasirag atverage annual rate of 9.7
per cent in the 1980s and 10.7 per cent in the 498@ina’s annual growth has
slowly crept up over the past decade, reachindighest year-on-year rate of
11.9 per cent in 2007 (Raby cited in Hart 2008).in@ls growth has been
associated with relatively stable prices, substhriticreases in employment, a
pegged exchange rate, and surging growth in for&igde (DFAT 2005). It is
anticipated by some economists that China will mpast the United States to
become the world’'s largest economy some time beiva843 and 2018 (Eslake
2007). That said, China’'s GDP per capita is likelyemain low by industrialised
country standards for some time.
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1.2 Assessing the benefits of trade and investment

The liberalisation of trade brings improvementseitonomic welfare. Countries
such as Australia with small domestic markets cite tadvantage of access to
much larger international market opportunities. isTassists them in achieving
economies of scale in production and improvingrthempetitiveness.

This is based on the concept of comparative adganta fundamental principle of
trade theory.

Box 1.1

COMPARATIVE ADVANTAGE

The concept of comparative advantage describes countries specialising in the production
of what each does best and trading with each other. As a result, total production will
increase and both countries will become more prosperous. The largest economic gains
from trade occur on the consumer side driven by the terms of trade — essentially the
quantity of imports that a country can purchase from the proceeds of the sale of its
exports increases. Access to a broader range of goods and services at the most
competitive prices improves the well being of consumers: they can choose among a
greater variety of lower-priced, goods and services. Consumers can save money and as
a consequence the resultant savings can then be applied to further consumption or
investment.

Source: The Allen Consulting Group

Free trade also creates more competition in theedommarket, particularly in
smaller markets. In addition, trade flows inducerestment, which in turn
encourages technology transfer and increases praitiucOver recent decades,
global flows of foreign direct investment has grofaster than both international
trade and Gross Domestic Product (GDP).

These theoretical links between economic prosparity trade have been borne out
in the rapid growth of international trade since #nd of the Second World War.
Countries that are more open to trade tend to epes the highest rates of
economic growth. The case for opening markets figida direct investment is also
compelling. More open economies enjoy higher rafegrivate investment, which
is a major determinant of economic growth and jobaton. Countries actively
court foreign direct investment not least becausgenerates spillovers such as
improved management and better technology.

Resources shift in the domestic economy from tloelyection of import substitutes

to the production of export-oriented goods. Inraus circle, this generates more
growth as the country adjusts to a new allocatioresources more in keeping with
its comparative advantage. However this process oragte adjustment costs
which include, in the short to medium term, a reaucin employment and output

in certain sectors. Governments deploy structad@istment support to ease this
transition.

TheAllen ConsultingGroup
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Before Australia undertook significant trade lide@ion in the 1980s it

maintained high trade barriers. The result was pooductivity and declining terms

of trade. The prices Australia received for its ocomdity exports began a long-term
decline while the costs of imports began to risengequently Australia embarked
on sustained trade liberalisation. The effective & assistance for manufacturing
has been lowered from almost 25 per cent in the-h880s to less than 5 per cent
today. Many years of sustained strong economiwigrdave resulted along with a
substantial turnaround in the terms of trade.

The analysis which follows in this report bears what is by predicted by standard
economic analysis: Australia and China are botlebedff by trading with each

other. The various trade effects and where theydaeussed in this report are
outlined in Table 1.1.

Table 1.1

CHAPTER REFERENCES TO TRADE EFFECTS

Trade Effect
Living standards

Increased Exports

Employment
creation

Income creation

Regional benefits

Foreign
investment

Adjustment issues

Details

Imports provide Australian consumers
with greater choice and with products at
competitive prices. More competition and
local innovation provide more variety,
improved services and product
innovation.

Companies acquire many of the cost-
effective inputs they need to run their
businesses, including to export.
Australian businesses and families
benefit from exports and imports.
Australian companies enabled to
successfully compete in the global
market place through focus on
comparative advantage as well as
innovative manufacturing.

Significant employment creation, due to
businesses expanding to meet demand in
off-shore.

Growth in national income — including
through increased tax revenue

Exporting companies, on average, are
more productive and pay their workers
more than companies which do not
export.

Businesses of all sizes benefit from trade.

Trade encourages innovation and the use
of new technologies.

Significant employment generated in
regional Australia and income generation.
Foreign investment is encouraged and
delivers employment and new know-how
and technology to Australia.

As inefficient low-value production moves
offshore temporary unemployment
issues are created.

Rapid expansion of export sector and
services helps soak- up unemployment.

Relevant Findings
Chapter 3

Chapter 2

Chapter 2

Chapter 2

Chapter 2

Chapter 4

Chapter 3
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Chapter 2
The impact of exporting to China

2.3 Exporting to China

Exports are a significant component of the Australeconomy and comprise
around 20 per cent of national GDP (DFAT 2008). thalens households benefit
from increased exports in a variety of ways, thtougreased incomes, increased
job opportunities, increased share prices (whemeshare held in companies that
export), improved terms of trade and new businggsodunities. Increasing
exports to China increases the prosperity of Aliatrahouseholds. This chapter
outlines the growth in exports to China, the typésgoods and services being
exported to China and the impact on Australian Bbakis.

Growth in exports to China has increased signifigaover recent years, making
China Australia’s second largest export destinat@imna is consuming Australian
raw materials such as iron ore, other ores and aioahprecedented rates. Exports
of manufactured products are also strong and expafrtservices, in particular
education and tourism, is growing. Growth in expdid China has grown from
under $9 089 billion in 2003 to $23 647 in 2007 s-shown in Figure 2.2,

Figure 2.2

FIVE YEAR GROWTH IN AUSTRALIAN EXPORTS TO CHINA

Source: DFAT 2008a, Composition of Trade Australia 2007

In 2007 China was Australia’s second largest expantket accounting for 12.8 per
cent of all exports, or $27.8 billion of Austraba$217.2 billion dollar export
market (DFAT 2008a). Japan was Australia’s largadividual export market,
accounting for 16 per cent ($34.6 billion) of toédports in 2007. Of total exports
to China, eighty-six per cent are goods exportsfandeen per cent are services.

TheAllen ConsultingGroup
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Table 2.2
AUSTRALIA'S TOP TEN EXPORT DESTINATIONS IN 2007

($ million) Goods Services Total % Share Rank
Japan 31,914 2,670 34,585 16.0 1
China 23,824 3,930 27,754 12.8 2
United States 10,021 5,783 15,804 7.3 8
Republic of
Korea 13,465 1,857 15,322 7.1 4
New Zealand 9,477 3,405 12,881 6.0 5
United Kingdom 7,012 4,699 11,711 5.4 6
India 9,281 2,062 11,343 5.2 7
Singapore 4,068 3,171 7,238 3.3 8
Taiwan 5,942 515 6,457 3.0 9
Thailand 4,418 804 5,223 2.4 10

Source: DFAT 2008a, Composition of Trade Australia 2007

Growth in exports to China has outstripped growthother export markets.

Average five-year trend growth in Australian expdi China was 25.7 per cent per
annum from 2003 to 2007, the highest of the top &xport markets, as compared
to Japan at 10.7 per cent, Republic of Korea ap8r&ent, New Zealand at 3.5 per
cent and United States at negative 1.5 per cens-shawn in Table 1.2. Based on
this trajectory China is expected to be Australiggading export market before
2010.

Export growth to China from 2006 to 2007 was algghér than any other country,
with growth at 16.1 per cent as compared to RepudiliKorea 9.1 per cent, New
Zealand 5.9 per cent and both Japan and UnitedsStalling by 1.9 per cent and
0.5 per cent respectively.

Table 2.3

GROWTH IN EXPORTS TO AUSTRALIA'S TOP FIVE EXPORT DE STINATIONS

2003 to 2007 five year trend

2006 to 2007 (% growth) (% growth)
Japan -1.9 10.7
China 16.1 25.7
Republic of Korea 9.1 8.8
United States -0.5 -1.5
New Zealand 5.9 35

Source: DFAT 2008a, Composition of Trade Australia 2007

China has not always been one of Australia’s seehgxport markets. The chart
below demonstrates the significant rise in exptwt€hina in the past decade. In
particular, total exports to China increased dréally between 2003 and 2007,
with growth at around 60 per cent over this period.
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Figure 2.3

AUSTRALIAN EXPORTS TO CHINA FROM 1954-55 TO 2006-07

Source: DFAT 2008a, DFAT Composition of Trade 2007

24 What is China buying from Australia?

The majority of growth in Australia’'s exports to i@ has been in primary
products.. As shown below however, strong growth &lgo been evident in the
services sector.

Figure 2.4

GROWTH OF EXPORTS TO CHINA, VARIOUS SECTORS, 2005-06 — 2007-08

Source: DFAT, 2007, Exports of Primary and Manufactured Products

Resources and agriculture

Resources exports account for approximately 60 pent of Australia’s
merchandise exports to China. China’s strong ecimarowth and significant
contribution to global industrial production hasngeated very strong demand for
Australian resource inputs and raw materials scica ore, liquefied natural gas
(LNG), metals, coal and agricultural products sashwool. Australia’s top ten
exports are show in Figure 2.5. They had a combewtunated value in 2007 of
$19.5 hillion.
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Figure 2.5
AUSTRALIA’S TOP TEN MERCHANDISE EXPORTS TO CHINA

Source: DFAT 2008a, Composition of Trade Australia 2007

As evident from Figure 2.6, the greatest growth ¢@®e in minerals exports to
China.

Figure 2.6
GROWTH IN AGRICULTURE AND RESOURCES, BY SEGMENT, 20 05-6 — 2007-08

Source: DFAT, 2007, Exports of Primary and Manufactured Products

Australia is the largest exporter of iron ore ie thorld. Global iron ore production
reached 1.7 billion tons in 2007, up from one ailliin 2000 (O’Keefe 2007).
Darryl Harris, chairman of the Australia-listed intMines (Lague 2007) puts it this
way,

‘The one big driver has been the growth of the ibo@ industry based on the consumption of
steel in China’.

The country’s two largest producers of this metal BHP Billiton and Rio Tinto.
But increasingly smaller mining operations are atemtributing to Australia’s
export growth. Now there are around fifty iron @@mpanies in Western Australia
(O’Keefe 2007).
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Australia is the 18th largest producer of natues,ghe seventh largest exporter of
LNG in the world and the third-largest LNG exporterthe Asia-Pacific Region
(Austrade 2008b). The outlook for Australia’s LN@ustry is for continued high
growth, with exports forecast to rise dramatic&lfm 7.8 million tonnes in 1999 to
20 million tonnes by 2010 (Austrade 2008b). Augtrallargest LNG processing
plant, the North West Shelf joint venture, is opedaby the Woodside Petroleum
Ltd Company. Japan was traditionally the main desitbn for Australia’s LNG
exports, but on the back of a $25 billion deal Hohthrepresents Australia’s largest
export contract in history (in terms of export neue) - since mid 2006, the plant
has supplied LNG cargo to China’s southern Guangdprovince (Austrade
2008a).

China is Australia’s second largest export markat Australian agricultural
products with exports worth over $3 billion in 2608 (DFAT website 2008).
Australia’s largest agricultural exports are waaw hides and skins and cotton.
The barley industry has also benefited from growmttthe Chinese economy. A
growing Chinese economy means more disposable iecamd in China’s case,
more beer consumption. Since the expansion of ¢ee imarket in China, Australia
exports of barley, in particular malting barley bawmcreased significantly. Total
production of Australian barley for the 2007 cropswb.9 million tonnes, up from
the severely drought affected figure of 3.8 milltomnes in 2006. According to the
Australian Bureau of Agriculture and Resource Eenits (ABARE) demand for
Australian malting barley is set to continue throogt 2008. A variety of
Australian companies have benefited from Chinatsvgng demand for Australian
agricultural products, in particular in the wootlustry — as outlined in Box 2.2.

Box 2.2
SOUTH AUSTRALIAN AGRICULTURAL SUCCESS STORY

South Australian-based agri-business company Elders Ltd exports Australian wool, cattle
and sheep, fresh fruit and barley to China and has offices in Beijing and Shanghai. In
early 2008, the company opened a new processing facility in Shanghai which will provide
a storage, processing and distribution point for Australian meat, premium wines and beer
imported by Elders and distributed to some of China’s top hotels, restaurants and
supermarket chains.

As part of its premium wool line Elders is working with China’s Sunshine Group to
establish an exclusive line of fabrics and garments using Tasmanian wool. The line will
be marketed to the world’s top fashion houses, using both the quality and source of the
wool as branding for the finished product. This venture will help build global brand
recognition for the Tasmanian wool industry.

Source: DFAT 2008b

Manufactured goods

While the resources/primary products story is weibwn, the importance of
manufactured goods is often overlooked. Manufadt@sgorts to China comprise
10.4 per cent of total exports to China. A survey Australian manufacturing
conducted by the Australian Industry Group in 20f@®ind that Australian
manufacturers were increasingly looking to Chinamgxport destination — refer
Box 2.3.
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Box 2.3
Al GROUP SURVEY ON AUSTRALIAN MANUFACTURERS

The AIG study found that 11 per cent of companies were exporting to China. Sectors in
the highest export exposure to China included machinery and equipment; electrical and
electronics products; and chemicals, petroleum and coal products. The sectors with the
lowest export exposure to China included construction materials; wood; wood products
and furniture; and clothing and footwear.

The study also found the extent to which manufacturers exported to China varied by firm
size. Total exports to China were highest in small firms (13.9 per cent) with medium and
large-sized firms having lower export exposure to China (6.5 per cent and 7 per cent
respectively). For foreign-owned entities, Chinese exports constituted 5.1 per cent of
total exports. This was perhaps indicative of the extent to which these firms pursued
other growth opportunities such as offshoring. Over 27 per cent of large firms indicated
they had established a Chinese operation, in contrast to small firms, where only 8 per
cent had established a Chinese operating presence.

Source: Australian Industry Group 2006

The majority of manufactured products exported thin@ are elaborately
transformed manufactured (ETMs) (ie. finished oardgnished goods with high
added value) as opposed to simply transformed raaturers (STMs) (ie. goods
which are taken only one or two steps beyond thematerial stage) — as shown
below.

Figure 2.7
GROWTH IN ELABORATELY TRANSFORMED MANUFACTURES (ETM ) AND SIMPLY
TRANSFORMED MANUFACTURES (STM), 2005-06 — 2007-08

Source: DFAT, 2007, Exports of Primary and Manufactured Products

Machinery and transport equipment exports com#i28 per cent of total exports,
chemicals and related products comprise 1.19 per oeedicaments comprise 0.66
per cent and industry specific machinery comprisS @er cent (DFAT 2008a).

Other key manufactured exports include pigments aidts, electrical machinery
and appliances; and road vehicles (DFAT 2008a).

There is significant diversity in the range of miauuring products exported to
China. Dynamic Business releases an annual ligtusftralia’s Top 50 Exporters’;
in 2007 this list contained many companies thatoetegl a diverse range of
products and services to China, including:
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The Purist Company — a small factory in the Blueultains that since
1997 has exported the Al'chemy range of organicpflyduced hair, skin
and body products internationally

Astec Paints — exporting since the early 1990se@8taints developed its
own products and systems to help building exterioope with the
Australian climate. The company conducts seminai lzas a separate
website for its Chinese market in order to pay eetpto traditional
marketing approaches in the countries they enter

Deep Sea Oils — manufacturers of bulk pure maringroducts, shark liver
oil, and squalene for use in the health marketr&og their product from
the Tasman Sea and surround southern oceans, €xpont make up
ninety-five per cent of the company’s sales (Dyr@Buisiness 2007).

Box 2.4
AUSTRALIAN EXPORT CASE STUDY: WOOL MANCHESTER

Australian wool is regarded as the best quality in the world. More than 30 percent of the
world’s wool is produced in Australia, more than any other country. Two Australian
companies have made special use of Australia’s international standing by making
inroads into the manchester market in China.

Chinese customers are purchasing a range of Australian-made wool-filled mattress
overlays, quilts and pillows made by South Australian Wool Products, based in
Naracoorte on South Australia’s Limestone Coast and sold under the label MiniJumbuk.
Just recently, South Australian Wool Products shipped over $1 million worth of the
woollen mattress overlays, quilts and pillows to China and has also begun exporting to
Hong Kong, Japan and Taiwan.

Tasmanian-based Waverley Australia is enjoying similar success, selling high quality
blankets to China. Mark Bramich, Waverley Australia’s International Business
Development Manager is quoted as pointing out that Waverley is only very busy in
Australian for about four months of the year, selling their blankets, throws and quilts to
Australia’s leading retailers for winter. Northern hemisphere markets such as China are
perfect for expansion of the company’s operations.

Waverley's overseas brand is called Waratah - its first Waratah store in the world opened
in Ningbo in North Eastern China in December 2006. Waverley has also signed an
agreement in February 2007 with a Chinese distributor that has retail distribution all over
China.

Source: Austrade 2008d; Austrade 2008e

Gourmet products such as speciality food and wine @so proving very
successful. A total of 398 producers currently ekpo China (many of which are
family-owned businesses), up from 165 producersodiy to China in 2005.
China comprises 17 per cent of the export markstirgion in 2008, up from 8.7
per cent in 2005 (Winebiz 2008). Beerenberg, alsiaaily owned company based
in Hahndorf in the Adelaide Hills now supplies jean to Dragon Air airlines
(Austrade 2008a). Fosters beer is now widely disted in Shanghai, and wines by
Wolf Blass from the Barossa Valley, and Peter Lefigyaare on the menu in
restaurants and hotels across China (Austrade 2008a

In the Australian Industry Group’s survey (2006usialian businesses identified
three sources of new business opportunities fromaCh

increased exports to China
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use of Chinese inputs into domestic production
establishing operations in China.

This finding is consistent with research conduchgdMcKinsey and Company
which found that for every dollar of corporate spieg that is outsourced to a low-
wage nation, the spending economy captures morettinae-quarters of the benefit
and gains, as much as $1.14 in return. The stuglydfdhat many companies used
the savings from outsourcing to enhance competiéiss, through lowering prices,
offering new products/services, investing in newht®logies and business ideas
that in turn create new jobs (AIG 2006).

According to the DHL Export Barometer (2008), sixper cent of Australian
exporters expect an increase in orders over thetmetve months. Similarly, the
survey conducted by the Australian Industry Growunfl that Australian
manufacturers view China as the number one offshiaket for pursuing growth
opportunities (AIG 2006). China was nominated asdtiongest potential offshore
market by 22 per cent of Australian manufacturthig, United States was cited by
seventeen per cent, followed by India (16 per cél)Es are the most confident
market with sixty-five per cent anticipating an riease to orders, compared with
just fifty-six per cent of large businesses. Futgrewth is anticipated in China’s
second and third tier cities such as Kumning, Ctan@iangdao and Chongging as
opposed to Beijing and Shanghai, which have beenetped by foreign
companies for many years (Reilly 2008).

Services

Of total exports to China, fourteen per cent anwises exports. Rising Chinese
consumer income and service sector reforms offgnifitant opportunities for
Australian services exports. Services exports teweraged an annual growth of
twenty per cent over the past five years. Totalises exports to China increased
by 18.3 per cent in 2007 to $3.9 billion (ABS 2008hina is Australia’s fourth
largest export market for services and this figargrowing on average by 25.2 per
cent per year, where growth in other markets sgdn@ US and UK is diminishing
(ABS 2008).

Travel — including travel for tourism and travelr feducation— dominates
Australia’s service exports to China, accounting doer eighty-five per cent of
services exports in recent years. Chinese visitosustralia rose by 16 per cent in
2007 to 357 400. Chinese visitors made up 6.4 pat of the five and a half
million people who visited Australia in 2007, maffi€hina Australia’s fifth largest
source of international visitors. Tourism Austrafrecasts that visitor arrivals
from China are likely to grow to almost one millitwy 2015, with an economic
value for the Australian economy of $4.3 hillion.

The rise in visitor numbers is being driven by &asing Chinese household
disposable incomes, the growing desirability inr@hof international travel, and
government-to-government arrangements such as Approved Destination
Status’ (ADS) scheme. The ADS system allows or Lithi travel to leisure
destinations and is highly influential in the démis of the Chinese on where to
travel. Australia was the first western countryb® granted ADS by the Chinese
government in 1999, prompting large increases imé&de tourism to Australia of
up to 43 per cent per year in 2004 (CCCA 2008).
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Tourism — leisure travel

The number of Chinese leisure visitors to Austrélis been steadily increasing
since the 1990s as shown in Figure 2.8 by the figgnt growth in the ‘holiday’
category. In 2004 and 2005 there were nearly thirees more Chinese leisure
visitors to Australia compared to 1999 and 2000 ATEO08). In 2007, 357 000
Chinese tourists holidayed in Australia, an inceea$ 16 per cent from 20086,
spending a forecasted $1.6 billion whilst in AulitraThe most visited regions were
Sydney (87 per cent), Melbourne (56 per cent), @xadst (56 per cent), Brisbane
(36 per cent) and Tropical North Queensland (21cpat), with all regions showing
a large increase (TRA 2008).

Figure 2.8
VISITORS FROM CHINA BY MAIN PURPOSE OF VISIT 1980 - 2007

Source: Tourism Research Australia 2008

Tourism in Australia employs 482 800 people andtriloutes 3.7 per cent of GDP
(ABS 2007). Tourism businesses are often familyraigel and small in size,
meaning their success directly feeds back into raliah households. Not only are
the numbers of Chinese tourists increasing, buy tAee also visiting more
destinations around Australia. This means thatitlteme effect for Australian
households is spread around more locations. Thiedse in the number of Chinese
leisure visitors seeing several destinations isvshia Figure 2.9.

Figure 2.9
CHINESE LEISURE VISITORS IN AUSTRALIA 1999 - 2005

Source: Tourism Research Australia 2008
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Tourism - education

China is Australia’s largest market for internaibstudent enrolments, providing
22 per cent of all onshore enrolments (DFAT 2008&)shown below, education
comprises a significant proportion of all serviegports.

Figure 2.10

GROWTH IN SERVICES EXPORTS 2005-06—2007-08

Source: DFAT, 2007, Exports of Primary and Manufactured Products

Figure 2.11 shows the growth in the number of Censtudents in Australian
universities from 1991 to 2003. This growth hastcared in the last five years. In
2007 there were more than 100 000 Chinese studamdging in Australia (DFAT

2008a). It is anticipated this figure will excee?l01000 per year by 2020, which
would generate up to $2.4 billion for Australia sveyear (CCCA 2008).

Approximately 30 000 Chinese students also studieédAustralian-accredited
courses in China (DFAT 2008a).

Figure 2.11

CHINESE STUDENTS IN AUSTRALIAN UNIVERSITIES

Source: Australian Universities, DEST selected higher education statistics, published and unpublished

Chinese full-fee paying students are an importamiding source to Australian
Universities. Between 1996 and 2003 University nexefrom fees and charges
increased from 16 per cent of revenue to 24 pet oérrevenue, with other
proportions of revenue remaining constant —dematisgy the increasingffect of
international student funding to Australian Univtes. The additional funding
received by universities from international studeahables universities to spend
additional funds on facilities. This directly beitef Australian students and
university staff.
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Other services

China demands a range of other services from Alisstfeor example, China has
expressed interest in improving its business efficy and expanding its markets by
learning advanced science, technology and develgaedice techniques from
Australian businesses (CCCA 2008). One such serdsample is the
Australian/International design of ‘The Water Culagjuatic centre for the Beijing
Olympics.

Box 2.5
THE WATER CUBE — AN AUSTRALIAN EXPORT SUCCESS STORY

Australian designers and engineers, Arup and PTW Architects worked in partnership with
China Construction Design Institute to complete the design of the Olympic Games
swimming venue in record time (Arup 2008). The Sydney-based Arup engineering team
led the project, integrating more than 100 engineers and specialists spread across 20
disciplines and four countries, to successfully build The Water Cube in time for the
Olympics (Arup 2008). Other Australian architects such as Woodheads and Hassells are
doing very well in China, particularly with regard to ‘second tier’ cities for which Beijing is
investing much needed infrastructure.

Source: Harcourt (2008)

Other major service exports include passenger pratetion services,
miscellaneous business and professional and texdhsecvices. Another successful
example of Australian services provided to China Agiation Compliance
Solutions. The company was set up by Ansett empwy®llowing Ansett's
collapse and conducts aviation operational safaty security audits for airlines
(Harcourt 2008). Aviation Compliance Solutions noanducts audits for 65 per
cent of China’s airlines, including Air China — apportunity that could never be
realised in Australia alone (Harcourt 2008). Anotbgample is Guppytraders.com
which provides international financial market edi@ma and training. Exports now
make up 40 percent of the business’ revenue. Thetké&suppy’'s success Iis its
understanding of the Chinese financial market, tvitielps to provide analysis for
Chinese traders.

2.5 What is the broader economic impact of exportin g to China?

High demand from China for exports has had a sigamt impact on the Australian
economy. It has helped benefit a wide range ofrtassies, increase employment,
improve Australia’s terms of trade and increasaltptoduction, thereby improving
material prosperity and standards of living in Aaka.

A wide variety of businesses and individuals have b enefited

Research conducted by Austrade has found that 42%0 Australian businesses
export goods to China putting China in sixth placéerms of number of businesses
exporting— ahead of major economies like Japan @edmany. Research also
found that over 3000 Australian companies havedes€hina.
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Mining companies such as BHP and Rio Tinto andaoil gas company Santos
have enjoyed record profits over the last few yearéarge part thanks to China’s
demand. In November 2007, the price of iron ore daubled over three years to a
price of $51 a ton. BHP Billiton had a capitalistiof $230 billion and Rio Tinto
had a capitalisation of $120 billion. In 2005 thanfbs Group’s half yearly profit
was three times that of the year earlier ($290iom)l Australian shareholders have
benefited significantly from record profits from stualian exporters in the form of
increased dividends. The recent credit crisis h@wnekias obviously led to rapid
declines in profits and share prices in recent impaind is likely to put something
of a brake on China’s strong growth. The impacthi$ on Australian households
will be discussed in the final chapter of this népo

The China boom has also benefited a range of smdllmedium sized businesses
too. According to Tim Harcourt, Chief Economistfatstrade:

‘Of the Australian companies doing business inréiggon, only about 10 percent would be the
huge corporations that are well known names. Tl wejority are smaller firms. That said,
about 90 percent of the business is done by tipat@gpercent of exporters’ (Reilly 2008).

In terms of SMEs, China ranks with New Zealand, ##8A and the UK as a major
export destination (Harcourt 2008). China has eapportunities for Australian
manufacturing exporters. Many companies are expprid China because of the
limited size of the domestic market, such as Madkaged Longwall Associates. A
manufacturer of face conveyors for long wall minies Central Queensland,
Longwall’'s 28 mine market in Australia is dwarfeg Ehina’s 1300 long wall
mines (Harcourt 2008).

Box 2.6
CHARACTERISTICS OF SMALL AND MEDIUM EXPORTING ENTER PRISES

According to research undertaken by Austrade, small and medium enterprise (SME)
exporters are likely to be more medium than small, more metropolitan than regional and
more likely to be run by a male born overseas. SME exporters are also more likely to be
‘baby-boomers’ than generation Xers or gen Ys, and most have 15 to 20 or more years
experience in the export game. Previous research shows that exporting, on average,
‘helps the bottom line’. Major barriers to exporting from SMEs include labour shortages.
A major reason cited by small business for not entering export markets is the lack of
skilled staff with overseas sales experience. According to research, SME exporters say
they have been helped by improved market access through tariff reductions and more
liberalised trade regimes. Improvements in technology (through recent developments in
e-commerce) have made getting into export markets easier.

Source: Harcourt 2007

Employment has increased

High demand in China for Australia’s exports hastdbuted its part to Australia’s
low unemployment rate. Since peaking at 10.7 pert ¢e the early 1990s
unemployment fell below 4.5 per cent in March 2@0W has stayed there since
(ABS 2008a). In June 2006, 62 per cent of Austnaliaged 15 years or older were
employed, up from 56 per cent in June 1985 (ABS72D0The increase in this
employment to population ratio raised the averagaber of hours actually worked
per person aged 15 years or older by five per between June 1985 and June
2006 (ABS 2007a).
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High levels of employment have increased in paldicun Australia’s mining
regions. The mining and metals sector contribui@s$illion of economic activity
to Australia; almost half the nation’s exports amdploys around half a million
people. Employment in the mining industry has gramraverage 13 per cent every
year over the period August 2003 to August 2008rQke last ten years, average
annual employment growth in the industry has beemear cent, compared to the
preceding years where employment in the industgimkd by on average, one per
cent per year (ABS 2008b).

Rising global demand and prices for many minerammmodities has been
accompanied by relatively rapid population increagighter labour markets and
strong real income growth. The majority of econogniowth in Western Australia
is attributable to demand from China. Exports, hyost resources, to China from
Western Australia increased 340 per cent since 2003.8 billion dollars for the
year to July 2007 (Lague 2007). For the secondtguaf 2006, the economy of
Western Australia expanded by 14 per cent compaittdthe same period a year
earlier. Annual sales of Western Australia’s resetsector increased 25 per cent to
53.4 billion dollars for the year through June 200ihis has occurred not only in
Australia’s fast growing cities but also in some/Aafstralia's regional and remote
towns. According to census data, Australia’s firte¢ workers had $63 per week
more purchasing power in 2006 than in 2001. Muchelareal gains were received
by full-time workers in Australia’s regional hub&r example real gains were
received by full time workers in Newman (up $165 peeek), Moura ($180),
Emerald ($180), Moranbah ($181), Dysart ($203),r&tha ($263) and Dampier
($320).

Box 2.7
BOOSTED REGIONAL JOBS AND EMPLOYMENT

In recent years, some towns have experienced relatively rapid growth because of strong
demand for labour by the mining industry, accompanied by its ability to pay
comparatively high wages. Although slower than overall employment growth, the number
of people recorded on population census forms as being employed in the mining industry
in their main job almost doubled between 1961 (54,401) and 2006 (106,895). Some of
these towns reversed population decline they had experienced during preceding periods.

The mining industry's dominant and generally rising share of employment in the towns, in
tandem with its payment of high wages partly explains the comparatively large and
mostly rising incomes of full-time workers in certain towns. In 2006, census-measured
median weekly income usually received from all sources by Australians who worked at
least 35 hours in the week prior to the census was $881. In Tieri, where 61% of
employed people worked mainly in the mining industry, it was almost double ($1,759).
Although still relatively high, incomes were clearly lower in the regional service hubs of
Emerald ($1,032) and Karratha ($1,342) which had much lower proportions in mining
industry jobs (18% and 19%).

Source: Adapted from Australian Bureau of Statistics Analysis 4102.0 - Australian Social Trends, 2008
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While employment and wages have been high in mimgggons, driven in large
part by strong demand from China, the Australiaonemy in general has also
benefited. An analysis of the impact of the minimgom on non-mining States
conducted by Phil Garton of the Australian Treadoond that the resources boom
has benefited workers in non-mining states by biegsiemand for labour across
the country and reducing unemployment rates moriekiyuthan would have
occurred otherwise (Garton 2008). Australians im-noning States have also
benefited through shareholdings in mining compafiesuding indirect holdings
through superannuation and other investment funds).

Additionally, a substantial proportion of increasedning-related incomes has
accrued to the Commonwealth Government througleasad company income and
other tax revenues (Garton 2008). The Australiaga3ury estimates that around
one-third of the additional national income atttdhle to the resources boom has
gone to Commonwealth tax revenues. These increesezhues have financed
personal income tax reductions and increases iergavent benefits to households
(Garton 2008). Dr Chris Caton, the Chief EconoratdBT Financial Group argues
that the higher the taxes that come from boomingfigsr both in mining and
elsewhere, the less taxes have to be raised frdrar ;iources and thus, the
Australian taxpayer benefits. There is a wealtleafffor all Australians simply
because the economy is doing well.

Terms of trade benefits

Improvements in Australia’s terms of trade (ToTpise of the key drivers for the
benefits Australian households have derived from @hina-Australia trade and
investment relationship.

The ToT are the quantity of foreign goods and sewiimports) that a country can
purchase from the proceeds of the sale of its gandsservices (exports) of a given
quantity. It is a measure of a country’s tradingvppand is expressed as the ratio
of an index of export prices to an index of impprices. The ToT of a country
improve when the prices of its exports rise in cargon with the prices of its
imports. A rise in the index means that export ggiare increasing more rapidly
than import prices (or are falling at a slower yate

Figure 2.12
TERMS OF TRADE: HISTORICAL TREND, 2005-2006 = 100

Source: ABS 2006, cat no 1351.
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Australia’s ToT historically have been declining bighly volatile, as seen in
Figure 2.12. However, since the trough reached®B61the ToT have been much
less volatile, and an upward trend has been eviganticularly since 2003. Lower
volatility can be partly explained by Australia'scgess in generating a much more
diverse export base across diverse markets anddaisdo stable increases in coal
and iron ore prices experienced recently.

Although the volume of Australian imports has begowing faster than the
volume of our exports, the prices received for etpbave risen more strongly than
the prices for imports. Between 1991-92 and 2007a@®e, Australia’s ToT

improved by fifty per cent, with export prices uprti-one per cent and import
prices barely rising (one per cent).

Over the last five years in particular, robust gtown China and other emerging
economies has supported large rises in AustraliaBfrom levels that had already
been the highest in more than half a century. Bmemumerator (export prices) and
denominator (import prices) have worked signifitarih Australia's favour. The
product specific price benefits of this trend faubeholds are examined further in
the following chapter.

Figure 2.13

TERMS OF TRADE: 1990-2008, (2005-06 = 100)

Source: ABS 5206. Key National Accounts Aggregates

Specifically, Australian ToT have been boostedibing coal, gold and mineral ore
prices, and falling prices for audio-visual, compgtequipment and other popular
consumer goods. China is a net importer of comresdiand a net exporter of
manufactured goods. Australia is unique amongstrdhlised countries in the way
it benefits from trade with China: a net exportecommodities and a net importer
of manufactured goods.

This has helped put upward pressure on the prieesewaeive for our commodities.
At the same time Australia imports manufactureddsoand to a lesser extent
services, that China can supply at much lower (atlthg prices) than Australia

could produce them. Imports of Chinese product® lk@pt downward pressure on
prices in Australia. The complementary nature efttiade is the primary reason for
the success in the trading relationship.

The Reserve Bank has forecast that the ToT hagpeaked. It may fall quite substantially as watdbnomic
growth slows and stalls in leading economies.
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‘One hundred tonnes of iron ore exported from Aali& today can buy at least four times the
amount of foreign-trade computers or big-screen s five years ago.’

“Stevens says ToT set to fall” The Australian, t8egber 12, 2008, Michael Stutchbury

The ToT effects have injected billions of extraldc into the economy, evident in
higher company profits, jobs, government revenuktar cuts. Measured over the
last decade the almost seventy per cent increabe iNoT has increased Australian
incomes by well over ten per cent. This has beertha&3 400 pa on average to
each Australian (Eslake 2008). Households haveivwettepersonal tax cuts

financed largely by windfall business tax revenwelsich have also boosted

consumer spending.

The federal Treasury estimated in the May 2008 budbat nominal gross
domestic product (GDP) this year would be 9 pet,aan$100 billion higher than if
the ToT had not increased over the past five yeBimt translates to around
200 000 additional jobs and a cumulative GDP gaier ¢he half decade of $260
billion (Australian Government 2008).

2.6 What is the overall impact of exporting to Chin ~ a on households?

China’s demand for Australian exports has increasBd. Compared with many
developed economies, Australia has experiencedgtgoowth over the past ten
years. Australia’s average annual growth rate .6f Br cent for GDP volumes
from 1997 to 2006 has been higher than all of tAe@untries

Higher GDP has increased the prosperity of Austnali enabling households to
increase their standard of living. As discussedhim following chapter, this has
resulted in households purchasing more goods amites, many of which have
been made in China.

G7 countries are France, Germany, Italy, Japaitetd Kingdom, United States of America and Canada.

3
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Chapter 3
The impact of importing from China

3.7 Importing from China

Australian households are increasingly purchasingdycts that are ‘Made in

China’. This trend, over the last five to ten yeamas benefited Australian

households in a number of ways. Most notably they mave greater access to
products previously considered ‘luxury’ items asytinave become more affordable
than they have ever been. This includes items agdlarge flat-screen televisions
and reputable branded clothing products, at a lgwere. Australian businesses
also have access to cheaper components to useiinmnufacturing processes.
This chapter explores the trends of importing fr@hina and the benefits to
Australian households.

The rapid growth in imports from China over thetfag years is shown in Figure
3.14 below. The broader economic impact of thisagihoon Australia’s Terms of

Trade is explained in Chapter 2. Imports have ased from $14 256 million in

2003 to $29 014 million in 2007. This has occuriegbarallel with China’s rapid

industrialisation, accession to the WTO and itsidles to become more export
focussed.

Figure 3.14

GROWTH IN IMPORTS FROM CHINA, 1954-55 TO 2006-07

Source: ABS cat no. 1301, various years

3.8 Why are Australians purchasing more Chinese-mad e products?

The purchasing power of Australian households haseased over the last decade
because income and wealth has increased fasterpties. On a current prices

basis (i.e. without removing the effect of inflatjohousehold adjusted disposable
income per capita rose at an average annual raielgfer cent between 1985-86
and 2005-06 and household net worth per capit@dsed by an average 6.6 per
cent per year between June 1989 and June 2006age/@nnual price inflation was

significantly less than increases in wealth andtine at 3.7 per cent.
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Increased household expenditure has led to inalepsschases from China for
three reasons. First, spending has grown faster iheome growth (Dark and
Hawkins 2005). This reflects increased wealth agdeater willingness and ability
for households to take on debt for consumptiorarye proportion of this increased
expenditure has been spent on imported goods, mtighhich has come from
China.

Second, the relative price of imported goods hasedesed over recent years. This
is a result of improved technology, cuts in pratecind transport costs. This effect
has been particularly marked with Chinese conswneds. Many of the products
made in China are cheaper than the next cheamenaiive. Demand for imports
has increased as they have become relatively ch@apaek and Hawkins 2005).

Third, the appreciation of the Australian dollar@tent years has further decreased
their relative price — making them more accesdiblmore Australian households.

3.9 What Chinese-made products are Australian house  holds
purchasing?

Australian households import a wide variety of aoner goods from China. This
includes clothing, computers, toys, mobile phonesl aporting goods. The
principal imports from China are shown in Table Bellow.
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Table 3.4
PRINCIPAL IMPORTS FROM CHINA BY CATEGORY A$MILLION

Food & live 262 310 344 450 517

animals

Paper & paper 163 181 229 313 354
articles

Textile yarn & 328 314 248 282 295
fabrics

Office machines 150 197 262 304 290
Computers 1,121 1,736 2,406 2,587 3,045
Computer parts 396 465 575 648 688
Televisions 183 381 477 647 677
Radio receivers 168 198 171 179 178
Sound & video 335 603 690 782 775
recorders

Telecom 579 924 1,073 1,610 2,251
equipment

Household 350 434 490 608 660
equipment

Electrical 189 270 328 401 431
machines &

appliances

Vehicle parts 59 73 93 160 216
Road Vehicles 125 215 248 302 355
Lighting fixtures 169 200 198 244 261
and fittings

Furniture 503 695 911 1,141 1,280
Travel goods 292 347 367 406 460
Men'’s clothing 414 430 483 520 543
Women'’s clothing 620 636 757 848 815
Clothing 341 390 433 477 515
Footwear 567 612 688 792 797
Toys, games 955 983 1,095 1,355 1,457
sporting

Other plastic 336 398 476 566 647
articles

Source: DFAT Composition of Trade Australia, 2007

Figure 3.15 shows the growth in imports from Chima number of key categories.
This illustrates that growth has been most notabléigh technology products,
while imports in food and live animals has not aased significantly.
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Figure 3.15
GROWTH IN IMPORTS BY SELECTED CATEGORY, 2003 - 2007

Source: DFAT 2008a Composition of Trade Australia, 2007

Figure 3.16 illustrates some of the brand prodtiws are in common use in many
Australian homes. Consumers are often unawarentaty reputable high quality
brand-name products, to which they have becomestmmed, are often produced
or assembled in China.
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Figure 3.16
EXAMPLES OF BRAND PRODUCTS IN USE IN AUSTRALIAN HOM ES

Source: The Allen Consulting Group

* These brands should be considered indicative only. It is not implied that all products under a
particular brand, sold in Australia, are produced in China.

Demand for high tech imports

Demand for high technology products has grown ficantly over the past decade.
This demand has been met, in part, by supply frénim& The increase in imports
of computers, televisions and telecommunicationgpegent from China is shown
in Figure 3.17.

Figure 3.17
GROWTH IN HIGH TECH IMPORTS FROM CHINA BY CATEGORY, 2003-2007

Source: DFAT 2008a Composition of Trade Australia 2007
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Growth in demand for communication products is ipalarly significant. In
February 1996, only twenty-four per cent of all selolds owned or paid for a
mobile phone and only four per cent had acceskdariternet. These figures have
changed dramatically. In 2007 over seventy per oértouseholds had access to
mobile phones and over sixty per cent now have sacte the internet (ABS
2007a).

China accounts for over half of worldwide mobileopke production with an
estimated 605 million mobile units to be produce®®08 (up from 550 million in
2007) (Mega Woot 2008). The low cost of productisnbenefiting Australian
households by making mobile phones more accessible.

Analysis by the ABS (ABS 2007a) suggests that ingdft low average annual rates
of price inflation for telecommunication servicegothe past decade (0.9 per cent)
may have contributed to the comparatively strongwiin observed in per capita
consumption of communication services. The cheapebile phones made in
China has facilitated the social revolution in coomication by Australian
households.

Similarly China’s production of computers has hdlpeeet the increased demand
for access to the internet. In particular, Chin&igh-tech exports including
computers, electronics and telecommunications egglip have grown at a rate of
45 per cent during the five-year period 2001 to3200

Demand for textiles, clothing and footwear

China is the dominant source of imports into Auirén textile, clothing and
footwear (TCF) products. The growth in imports @H goods is shown in Figure
3.18. Chinese manufacturers have developed a tamae-and sophisticated TCF
capital goods sector. This has conferred a cordilieradvantage on Chinese
production as firms gain access to current teclgieso at low cost, certainly
compared to European or US capital goods (Depattofdnnovation 2008).

Figure 3.18

GROWTH IN CLOTHING AND FOOTWEAR IMPORTS FROM CHINA, 1988-1999 TO
2007-08

Source: DFAT 2008a Composition of Trade Report 2007
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The Department of Innovation'Review of Australia’s textile, clothing and
footwear industrieg2008) explained that low labour costs were imgmatrtin the
original attraction of foreign investment to Chinghile this remains a key success
factor, Chinese production has been complementedhbydevelopment of a
sophisticated global supply chain linking majoridesrs, retailers, wholesalers and
producers for many years now.

In clothing and footwear and other labour-intenspaets of the TCF industries,
without a major technical breakthrough there isitlih scope for continued
mechanisation. This has led those parts of the T@kstries engaged in the
production of low-value commodity products to owise all or part of their
labour-intensive production to either low-laboustmffshore locations or local
outworkers. From the mid-1980s, larger Australianm$ were leaders in the
movement of production facilities to China.

China is often the first choice of production lacatfor Australian brand owners.
This is because the design intensity and qualit@lifiese production has improved
markedly over recent decades. The Review foundGhata has a fully integrated
TCF system from the production of natural and sgtithfibres to final product. It
has also created a large regional network involviimg example, an increased
reliance on textile imports from Pakistan and Indidich are fabricated into
apparel in China.

Many large and successful Australian clothing aockeasory brands have adopted
the strategy of focusing their Australian acti\gtien design and marketing and
outsourcing overseas all or a large share of {m@duction. Others have moved
into retail or higher value-add products (adaptedmf Building Innovative
Capability, the review of the Australian Textile, ClothingdaRootwear Industries,
2008).

China’s share of footwear imports into Australiareased from 14.2 per cent of
total TCF imports in 1988-89 to 67.7 per cent iD2@8. Similarly, the share of
clothing imports from China increased from 34.6 pent to 77.3 per cent over the
same period — shown in Figure 3.19.

Figure 3.19

CHINA'S SHARE OF TOTAL AUSTRALIAN IMPORTS OF CLOTHI NG AND FOOTWEAR,
1998-99 TO 2007-08

Source: DFAT (2008), cited in the Department of Innovation’s Review of Australia’s textile, clothing and
footwear industries (2008)
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3.10 Chinese imports help reduce inflation

Chinese imports have helped to reduce inflatioAustralia in two ways. Firstly
cheaper imported products have helped offset pnareases in other sectors of the
economy (the direct impact) and secondly, cheappoited products have helped
decrease the cost of inputs to production theretyaing outputs produced in other
countries, including Australia (the indirect impact

Direct contribution to lowering inflation — cheaper prices

Between 1985-86 and 200506 average annual pflaéon was 3.7 per cent
(ABS 2007a). Significantly large price increasesifems such as housing, health
and education were offset by low average annueépnflation on a range of goods
mostly supplied by markets exposed to increaseuiriational and domestic
competition such as small electric household appéa (0.7 per cent), major
household appliances (1.4 per cent), clothing aotifear (1.9 per cent), motor
vehicles (1.9 per cent), tools (2.2 per cent)ctatemunications (0.9 per cent) and
furniture (2.6 per cent) —(ABS 2007a).

The reduction in prices of these goods was dudeoréduction of import tariffs
and due to the fall in the price of imported goodsese products are often sourced
from China, indicating a link between prices angharts from China (although we
note that in a dynamic global market a precise etation between price and
country of origin cannot be established, the voluamel costs of production in
China are almost certainly contributing to loweices).

Analysis of trends in unit pricing helps demonsr#is affect. Trends in unit
pricing of clothing imported from China into the Usd EU-25 are shown in
Figure 3.20. These two charts show that the prcaupit of clothing imported from
China into the US and EU-25 has decreased on avsiage 1995.

Figure 3.20
TRENDS IN UNIT PRICING OF CLOTHING IMPORTED FROM CHINA INTO THE US AND
EU-25, 1995 - 2006

Source: Calculated from ICTB data, cited in the Department of Innovation’s 2008 Review of Australia’s
textile, clothing and footwear industries 2008

The trade-weighted average tariff applied by Aali&rto imports fell from 15.6 per cent in 19885tper cent
in 1998 (ABS 2007a).
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Table 3.5 shows the landed unit prices of TCF iteémds Australia, 1995-96 to

2007-08. Using footwear as an example, it can lem ¢bat the landed price of
Chinese footwear in Australia has remained relftigenstant in nominal dollars

for the past thirteen years, averaging $8.59 pier Phais implies that there has been
a large decline in the real landed price of impdBiven that the quality of Chinese
imports almost certainly improved during this timibis would result in an even

larger real price reduction in the landed unit @raver the period (Department of
Innovation 2008).

Table 3.5

COMPARISON OF LANDED UNIT PRICES OF TEXTILE CLOTHIN G AND FOOTWEAR ITEMS, CHINA, JAPAN AND USA,
1995/96 TO 2007/08

1995- | 1996- 1997- @ 1998- | 1999- | 2000- 2001- & 2002- 2003- 2004-

96

Footwear

China $7.0 $7.1 $8.0 $8.9 $8.6 $10.2 $10.7 $9.8 $8.2 $8.3 $8.6 $8.6 $7.7
Italy $31.6 $33.4 $31.1 $35.6 $36.3 $40.9 $44.0 $51.9 $57.3 $59.4 $56.2 $68.5 $75.6
Clothing — Articles of apparel and clothing accesso ries of leather or of composition leather

China $1.9 $1.8 $2.2 $1.8 $1.8 $2.5 $2.6 $2.3 $2.0 $2.2 $2.2 $2.4 $2.6
Italy $24.0 $20.3 $23.7 $29.9 $29.3 $43.3 $40.8 $60.4 $48.9 $49.5 $53.8 $49.1 $66.7
Clothing — Kanitted clothing

China $2.3  $23 $2.7 $27 $27 $31 $29 $25 $22 $23 $26 $26 $25
Italy $7.0 $10.2 $7.5 $5.9 $7.1 $10.7 $9.5 $7.2 $8.0 $8.7 $8.5 $7.9 $6.4
Clothing — Non-knitted clothing

China $4.0 $4.2 $4.6 $4.9 $4.6 $5.6 $5.5 $4.9 $4.4 $4.8 $5.1 $5.3 $5.0
Italy $19.8 $17.8 $21.9 $26.5 $25.3 $259 $35.7 $41.1 $42.5 $39.5 $42.5 $39.8 $45.8

Notes: The landed unit price is derived by dividing total value of imports of a particular commodity by the number of imports of that commodity.
The data for 2007/08 are base pm three quarters of data up to end of March 2008.

Source: DFAT (2008), cited in the Department of Innovation’s 2008 Review of Australia’s textile, clothing and footwear industries
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Figure 3.21

COMPARISON OF LANDED UNIT PRICES OF TEXTILE CLOTHIN G AND FOOTWEAR
ITEMS, CHINA, JAPAN AND USA, 1995/96 TO 2007/08

Source: DFAT (2008), cited in the Department of Innovation's 2008 Review of Australia’s textile,
clothing and footwear industries

Table 3.7 and Table 3.6 show a comparison of impaces of mobile phonéand
computers from 1995/96 to 2007/08. Chinese imports of coramsand mobile
phones have become cheaper than imports from Japhrihe United States for
roughly comparable products. Like TCF there has bken a decline in real prices
of the Chinese product.

Table 3.6
COMPARISON OF LANDED UNIT PRICES OF MOBILE PHONES, CHINA, JAPAN AND USA, 1995/96 TO 2007/08

1995- | 1996- | 1997- | 1998- | 1999- 2000- | 2001- | 2002- | 2003- | 2004- | 2005- | 2006- & 2007-

96 97 98 99 2000 01 02 03 04 05 06 07 08

Chini $282.7 $309.3 $290.9 $171.6 $198.1 $177.2 $136.9 $267.8 $238.1 $200.2 $185.4 $174.5
Japa $200.9 $149.9 $112.4 $107.3 $286.9 $394.3 $336.9 $4445 $387.7 $317.6. $258.0 $202.8 $308.7
USA $154.8 $333.6 $415.7 $351.9 $223.00 $237.0 $300.0 $458.6 $341.5 $620.6 $409.8 $813.5 $557.2

Notes: The landed unit price is derived by dividing total value of imports of a particular commodity divided by the number of imports of that
commodity. Prices are based on ‘customs value’ of the product on the wharf for that financial year. Variations in prices occur due to the
varying nature of the products and technology changes each year.

Source: ABS (2008) (requested data) Note: some data points are missing because the Import Tariff code varied during these years and did
not relate to the same product

5
Import tariff classification according to Austiahi Customs is Telephones for cellular networks
6
Import tariff classification according to Austrati Customs is Typewriters and word processing mashi
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Table 3.7
COMPARISON OF LANDED UNIT PRICES OF COMPUTERS, CHIN A AND JAPAN, 1995/96 TO 2007/08

1995-96 @ 1996- 1997- | 1998- 1999- 2000- 2001- | 2002 2003-04 2004-05 2005- 2006- 2007-

97 98 99 2000 01 02 03 06 07 08
Chini $115.3 $50.9 $100.8 $78.4 $35.92 $62.37  $77.37 $76.9 $61.7
Japa $405.1  $477.1 $4985 $892.5 $1341 $517 $449.1

Notes: The landed unit price is derived by dividing total value of imports of a particular commodity divided by the number of imports of that
commodity. Prices are based on ‘customs value’ of the product on the wharf for that financial year. Variations in prices occur due to the
varying nature of the products and technology changes each year.

Source: ABS (2008) (requested data) Note: some data points are missing because the Import Tariff code varied during these years and did
not relate to the same product or other product comparability issues were apparent.

Australian households benefit from these lower gwic They provide the
opportunity to buy cheaper Chinese-made producidifional suppliers are still
available and consumers now have more options.

Indirect contribution to lowering inflation (inputs into  Australian
manufacturing)

Goods and services produced outside of China are clieaper because cheaper
Chinese inputs into production help decrease th&t of the final product.
Australian businesses benefit as a result. Theraliemt Industry Group (AIG)
Survey (2004) found that China has emerged ashted source of foreign inputs
for most manufacturing companies.

Motor vehicle components

One example of the strategic shift of sourcing tadtwom China is the increase in
vehicle components sourced by Australian car matwurfers. Local car producers
have established teams to source components gbesggobe, and often in China
specifically. The growth in imports of vehicle mafrom China is illustrated in
Figure 3.22.

Figure 3.22
IMPORTS OF VEHICLE PARTS FROM CHINA, 2003-2007

Source: DFAT 2008a Composition of Trade Report 2007
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The AIG Survey found that fifty per cent of autometcomponent manufacturers,
to a varying extent, have switched to lower cogipsiers from China over the past
three years. An even greater proportion of firm8.2Z50er cent) plan to switch to
lower cost suppliers from China in the next threarg. Just over one-third are
planning to switch to lower cost suppliers in Indiad nearly one-quarter to
suppliers in other Asia and 19.4 per cent to seppiin Thailand.

The Australian car manufacturing industry has beamcerned about the declining
competitiveness against cheaper vehicle producéne cheaper components
imported from China assist the Australian car maatufring industry to continue to
produce and sell products at an internationally metitive price. The AIG notes
that ‘in meeting the challenge of competition fr@hina, over sixty per cent of
companies stated that their comparative advantagee drom speed to market,
ability to customise, after sales service, abiiityntegrate and unique design’ (AIG
2004).

Restructuring in the car manufacturing sector iglewv. Businesses remaining in
the industry are becoming innovative and lookingrfew opportunities. The AIG
explains that this includes expanding offshore végtithrough outsourcing or
through new investments abroad (Logistics Maga2ip@8). For example, one in
five CEOs expect sales growth in the United State$ Asia Pacific over the next
three years and around eleven per cent expect lgrowChina (although these
figures may be revised downwards as a result oétlo@omic downturn).

‘Made in China’ — quality and safety

The products purchased by Australian households f@hina are of increasingly
high quality and reliability. As the earlier anak/goints out the composition of
Chinese imports has evolved over time — from a ntgjof relatively low quality
textiles and plastic goods to very sophisticatextipcts.

Product quality and reputation

The majority of products imported by Australian kebiolds are generally foreign
owned brands with a reputation for high qualityesé brands include IBM, Apple,
Nike, Adidas, Timberland and many others. Thesehagk quality brands that are
produced more cheaply in China.

Two-thirds of the value produced in China’s progggsector is still accounted for
by imported parts and components, leaving only téenaining one-third as
domestic value-added (Moore 2008). The role ofifpranvested enterprises is
significant and product labels could just as welid ‘Made in (but not by) China’
(Moore 2008).

An example of ‘Made in (but not by) China’ is inetttonstruction of notebook
computers. Taiwanese and South Korean firms acdourthe majority of exports
(often on a contract basis for American or Japarfesss), using China as a
location for the final assembly of imported compaisg Moore 2008).
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Evidence is now emerging that China is also inénggg becoming a centre for
cutting edge design. This was the key finding & ¢bver story oBusinessWeek
2005. Subsequently in its 2006 Design Awar8sisinessWeelobserved that
“Design teams from Asia nabbed a quarter of tha'gegold awards, up from eight
per cent in 2005”, with a focus on industrial desigchina’'s Lenovo Group
computer maker received two golds. Also designedhima (for Korea's Samsung)
was the Touch Messenger, a mobile phone and Btaktanessaging device for the
world’s 180 million blind or visually impaired pelgpas estimated by the World
Health Organisation in 1997.

Greg Elliot, a marketing expert from the Macqua@raduate School of
Management explains why shoppers look at countrgrafin labels, and which
they prefer. According to Elliot, “People would amiably prefer their products
made in the country with the higher level of ecoimutevelopment. If it was a
choice between China and Japan, they would chagsnd (The Age, 2003).

However, so long as an import is of ‘reasonablelityiahese preferences take
second place to price, particularly if the consurigseyoung, well educated and
male. ‘The heart would say buy Australian, and migfen say don’t buy Chinese,
but the head would say it is all down to price’.d&partment store spokesman
reinforces this: ‘It is not an issue for customaisere merchandise is sourced from
as long as it is wanted, of high quality and tlghtiprice.” (The Age, 2003).

Box 3.8

CASE STUDY — COUNTRY ROAD

Clothing label Country Road regularly surveys consumer attitudes towards country of
origin labels, after shifting its manufacture offshore more than six years ago.

Country Road's chief executive, lan Moir, says: ‘People associate China with low quality,
but ... there has been huge investment, often through joint ventures, and in China now
you have high-quality production, state-of-the-art equipment and quality control as good
as anywhere in the world.’

Sourcing fabric from Europe, Country Road uses Chinese factories that also produce for
the European and American designer labels Prada and DKNY. "We don't have quality
issues," says Moir.

‘Made in China’ was an issue for Country Road five years ago, he says, but strategies
such as promoting other attributes consumers are looking for, such as ‘made with fine
quality merino wool’, are overcoming it. ‘It is beginning to improve over time,” says Moir.

Country Road regularly tests for quality and conducts manufacturing quality evaluations.
In mid-2008, a leading apparel manufacturer in China, Ever-Glory, announced it passed
a manufacturing quality evaluation by Li & Fung Trading Group, the importing agency for
Country Road Limited. The evaluation process focused on Ever-Glory’s manufacturing
quality and employee work environment, as required by Country Road.

Source: The Age, 20 October 2003; PR Newswire Asia Ever-Glory Qualifies to Become Manufacturing
Partner of Country Road, 26 June 2008
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Product safety

In recent years, the much higher use of Chineseo#imel low cost manufacturing
imports in to Australia has seen questions raiemliatheir safety While imports
of food items, particularly fresh food, are relativsmall and growing at a low rate
(as illustrated in Figure 3.15), Australia has cstfiederal legislation to ensure
uniform product safety procedures as well as smeo#fgulation (2001) on food
imports and random testing standards. Australiaoimspvery few fresh products
from China and most imported food has undergonesgmmmcessing. Imported food
must comply first with theQuarantine Act(1908) and then thémported Food
Control Act(1992). Foods are classified into risk categorgsying from high-risk
surveillance to random surveillance. These protectegislations are frequently
updated (most recently in 2008) to ensure highdstats are kept.

The Chinese government has committed to improviegsiafety of their products.
In August 2007, the Chinese government launcheaua-rhonth campaign to

improve product quality and safety in agricultugaoducts, food processing,
medicine and other consumer goods involving humaalth and safety. The
government is in the process of establishing a rsigien mechanism that will

monitor the whole production process from desigd eaw materials to sales and
after-sales service. In food products the mechariswers planting, breeding,
production and processing as well as sales andirggitén combination with this

mechanism a product quality and safety tracking aswbuntability system will be

put in place, along with a national product qualitgnitoring network.

China’s actions are focussed on improving qualityagriculture agro-technicians
are showing farmers how to use pesticides correbtlyfactories, strict quality

control is beginning to be exercised in each stephe production process. At
Chinese ports, all exports are subject to stringiespection and resident quality
inspectors have been placed in major pharmaceuwtarapanies. Checks are now
also conducted on all bases that produce raw radddr food, toys and other key
export products, and the export licenses of produeeho do not meet these
standards are revoked. These examples demonsti@itees€ commitment to

improving the quality of the ‘Made in China’ labdilateral agreements are also
helping address quality concerns. For example, &hiis promised lead free toy
exports to the US, and the Chinese government giedviraining for Chinese toy

makers on quality and safety in 2007. Again Augrhhs effective regulation and
screening systems in place to identify unsafe prtstu

3.11 What is the broader economic impact of more Ch  inese imports?

In order to assess the impact of trade with ChinaAastralian households it is
useful to consider whether the wellbeing of Austirahouseholds has improved.

Most recently, in September 2008, melamine wasdoin Sanlu Baby formula in China and resultedhia
death of four infants and the hospitalisation of0DB children with kidney conditions (Time Magaz2@08).
This discovery prompted the test of import Chingselucts to Australia containing milk products.

The following authorities are responsible for guot checks and recalls on different types of goadd
services: Australian Pesticides and Veterinary Nieds Authority (agriculture and veterinary); Awsi@n
Consumer Competition Commission (consumer goodspid§ Standards Australia New Zealand (food);
Therapeutic Goods Administration (medical goodsep@rtment of Infrastructure, Transport, Regional
Development and Local government (motor vehicletyf
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In the period in which trade with China increaseghigicantly, primarily from the
late 1980’s to now, real household final consumptexpenditure per capita
increased at an average annual rate of two per (@8% 2007a). During this
period there was a substantial rise in real nébnak disposable income per capita,
and varying rates of price changes across the rahgeods and services. Real net
national disposable income per capita rose by fifty cent between 1991—92
(ABS 2007a). This enabled households to alter aopsion patterns by boosting
real spending on items such as on luxury motoraolefiand overseas travel.

Australian households have benefited from the caitipre between China and its
competitors in terms of consumption in three keysva

Cheaper better productdtems previously considered ‘luxury’ items have
become more accessible and consumers can now alergss flat-screen
televisions and communicate on their mobile phamearing Country Road
clothing. The ‘Made in China’ label is increasinghgsociated with a high
quality, reliable product with globally recognisexands.

Deflationary effect There are also other broad economic impacts ofemo
imports from China. This may include an impact oonetary policy as
cheaper imports allow monetary policy to remairatiekly loose (Auer &
Fischer 2008).

Innovation Importing from China also has an impact on theptdn of
innovation in Australia. Broadly speaking, the e&se in trade increases the
early adoption and use of technology. This in tgads to higher amounts of
continued innovation due to competition. In examinthe impact of Chinese
import growth on 30 000 establishments in fourtdemropean countries,
Bloom et al (2008) found that ‘Chinese import cotitpm is associated with a
significant increase in the adoption of new tecbggl(measured by the usage
of IT) and the generation of innovation (measurggétenting intensity)'. It is
apparent that any negative effects of exposuretietwith China tended to be
related to lower technology firms. These firms teéndoppose further trade
liberalisation from China. This benefits both Aadiin firms and households
by increasing the availability of new and innovatproducts, often produced
at low cost.

Adjustment costs

This chapter has outlined that Australian househblave benefited from Chinese
imports because real prices of consumer goods dhamed, prices of inputs into
production have fallen and choice of products hassased. However, adjustment
costs have been borne by certain sectors of theoetp as well. The
manufacturing sector for example, has shrunk aris jbave been lost. The
manufacturing industry employed 24 per cent of wagkAustralians in 1972-73
compared to 10 per cent of workers in 2007 (ABS8200L995). Relative to the
1990s, growth in Australian manufactured goods gsplbas slowed markedly in
the current decade.
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A survey of Australian manufacturers conducted H®y Australian Industry Group
(AIG) in 2006 sought to measure the financial iroglions of the emergence of
China on Australian manufacturing. Manufacturersrevasked to describe the
general effect of China on their raw material cgsices, domestic production
volumes and profitability and estimate the finahaiapact of China on costs and
sales. In aggregate the study revealed that Austrahanufacturers felt they were
worse off as a result of competition from Chinasplte the availability of cheaper
inputs or Chinese export opportunities. There hakewever, been some
encouraging signs for manufacturing exporters. f2G06) also reports that many
Australian manufacturers have faced the challerigacoeasing globalisation and
export competition by restructuring their operasioreducing costs, building global
supply chains and becoming more productive.

By and large not many Australian industries couttivnbe considered directly
threatened by China. Indeed, accordingrtmer DonnellyChief Economist at the
Export Finance and Insurance Corporation:

‘for the most part, Australian manufacturers andiise suppliers don't compete head-on with
China...” (Donnelly, 2007).

3.12 What would happen if we weren’t importing from China?

It is evident that Chinese-made manufactured prisdalay an important role in the
standard of living enjoyed by many Australian hdwsds. It is clear that China
secured this market share because it has beentalsigpply a wider variety of
consumer goods at more cost competitive prices aoaapto competing suppliers
in other countries.

A liberalised international trading environment mgdhat a current competitor of
China could take its position as a leading low-@®d high quality manufacturer.
Recent economic developments in China indicate ¢bhats in China are already
starting to increase. Chinese manufacturers aréngfdo pass on higher costs as
they battle a declining US dollar as well as risivages and materials prices. China
is also starting to experience some inflationargspure, with inflation around
7.1 per cent. This is already resulting in somerimdtional companies relocating
operations to lower cost countries in South-easia,ABrazil or Mexico. An
important example is the recent decision by Figtret Paykel to choose Thailand
over China for its new manufacturing base in Aslglénd 2008).

As mentioned above, the higher priced imports f@mna may lead to a decline in
the relative Chinese share of Australian importss Buggests that if China had not
been the ‘power house’ of the past decade thenhanabuntry with the next-
lowest costs of production may have filled the gapstralian households benefit
from this competition between producers of consupneducts.

The history of the emergence of the Asian ‘Tigeesid Japan is one of gradual
outsourcing of low-value manufacturing as higheuggroduction took its place.
This may well be repeated in China. An interestiage in point is Intel’s decision
to locate a US$1 billion assembly and test facilitgar Ho Chi Min City in
Vietnam, while placing a high-value $2.5 billiorbfecation plant in Dalian, China
(Australian Financial Review 2008).

The economies of Hong Kong, South Korea, Singapad Taiwan.

9
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Australian households will continue to benefit frahe outsourcing of low-value
manufacturing. Even if production moves away frohin@, Australian households
will have a wider variety of cheaper consumer patslavailable to them.
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Chapter 4
The impact of investment

While trade flows dominate the China-Australia tielaship, two-way investment
is a smaller but increasingly important compondrihe relationship. Trade tends
to be an important prelude to inward and outwantestment, as importers and
exporters form increasingly mature supply relatiops and growing confidence in
each others’ markets. Benefits from trade in ‘goadd services’, while easier to
identify, tend to obscure the very real benefit§akign investment or ‘trade in
assets’.

Australians households benefit directly by way efvnjob creation and increased
incomes and less directly through the redistributadf company taxation and
royalties revenue by governments. The benefitsdiofct ‘bricks and mortar’

investment can be more sustainable and less sulljeet trade to adverse
developments in the world economy. This is becatigavolves a substantial

commitment to Australia by the investor.

4.13 Inward Investment

Australia has historically been heavily reliant Boreign Direct Investment (FD1)
to meet a shortfall between domestic saving and edtim investment. FDI
continues to be vital for supplementing local sgsin It takes the form of purchase
of real estate; joint venture/acquisition of exigtienterprises and creation of new
companies. It has assisted Australia achieve higites of economic growth and
employment.

Foreign purchase of Australian assets frees uptiaddi funds for spending by
Australian residents. In addition, when these asaet purchased at higher prices
than Australians are willing to pay, the Austral@amnners create additional income
for themselves for investment or consumption. Withéoreign capital flows,
reliance on domestic savings, would tend to putamgwpressure on long term
interest rates. This obviously significantly immaéustralian households.

Australian households have also been direct beagfis with expanded
employment opportunities generated by a more cdtiyeetexport-oriented
industrial structure. This flows from the tendenaly foreign investors to bring
capital, new technology and innovation to Austral&awell as enhanced access to
global supply chains for Australian partners. Tiereased labour productivity that
results allows for higher wages than would othegwvis the case.

The level of total foreign investment in Australicreased by $201.8 billion to
reach $1,659.6 billion at 31 December 2007. Podfaivestment accounted for
$1006.5 billion (61 per cent) of the total, dirécvestment for $377.0 billion (23
per cent) and other investment liabilities for etier $206.8 billion (12 per cent).

10
Foreign investment is generally categorised igither direct investment or portfolio investmenDirect

investment includes situations where at least 10 qant of a firm's equities are owned by foreign
shareholders, offering some degree of managemaetioto

The leading investor countries at 31 Decembei7206re United States of America ($445.9 billion2@rper
cent); United Kingdom ($410.4 billion or 25 per edapan ($57.5 billion or 3 per cent); New Zedl§p42.8
billion or 3 per cent); Hong Kong (SAR of China)4@7 billion or 3 per cent) and Netherlands ($3lBon

or 2 per cent).

11
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Table 4.8

Prior to 1991, Chinese foreign investment in Augiraas not significant. Over the
entire period since 1991, inflows of Chinese inwesit averaged just $180 million
annually with net disinvestment over the period 2005 before recovering in
2006 and 2007. By 2007, total Chinese investment in Australiaostoat a
relatively modest $6.2 billion up from $3.5 billidhe previous year. This made
China only Australia’s 16th most important foreigwestor that year (equivalent to
0.4 per cent of total FDI stock in Australia). HpoiKong (SAR of China) alone held
a more substantial investment stock of $41.7 milficAustralia’s largest investor,
the United States, had an investment stock of $4dilion in the same year.

CHINESE INVESTMENT IN AUSTRALIA, 1991-2007 ANNUAL C HANGE ($A MILLIONS)

199¢ 1997 199¢ 199¢ 200( 1 ¢ 200¢ 200t 200¢ 2007
otal 85 182 331 359 907 105 148 277 795 -58 126 370 218 601 28 280 2726
DI 11 29 28 84 -33 196 44 31 21 6 21 12 wp. -80 -58 306 n.p.

ortfolio 574 453 359- 275 875 np 1 1 1 2 -2 p. wp. Lp. Lp.  Lp.  n.p.
ither ra. la. a. la. ra. wp. 103 245 313 p. 112 433 174 693 280 366 n.p.

Source: ABS 53520 International Investment position, 2007  Note: n.a. — not available, n.p. — not published

Australian Bureau of Statistics data does not djsggate Chinese investment in
Australia according to economic sector. Howeverrelgm Investment Review
Board (FIRB) approvals do indicate some useful widends. These statistics only
relate to proposals for investment that require @omwealth Government
approval and measure the ‘expected’ value of imvests. Not all foreign

investments require FIRB approval and not all apgdo foreign investment

proposals will reach fruition.

Table 4.9 shows FIRB approved investment propdsats China by sector since

the mid-1990s. It indicates that Chinese directesttnent has been heavily
concentrated in just two sectors: real estate anénals/resources processing. The
latter sector accounts for much of the recent spikevestment evident in the $6.8

billion of approved investment in the latest yeahich far surpassed approved
investment in any other year or sector in the data

12
Recent years have been marked by larger volun@hifese direct investment in Australia. Most Btmeent
prior to that has been in the form of “Other Inwestt” rather than direct investment, which includiesle

credits, loans, and currency and bank deposit hgddin Australia.
13

Total stock from the greater China region (edirly Macao) at the end of 2007 was $52 billion, imgkhe
region the 4th largest investor in Australia.
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Table 4.9
CHINESE INVESTMENT BY INDUSTRY, APPROVALS BY FOREIG N INVESTMENT REVIEW BOARD, 1992-2007

Mineral

Number ;Agriculture, e Manufact- expl. & Real Servic_es .
orestry and and . \ excluding  Tourism
of fishi . uring develop'’t estate )
ishing insurance tourism $m
approvals $ $m and $m
m $m : $m
processing
1995-96 102 10 = 3 5 176 5 12 210
1996-97 = = = = = = = = =
1997-98 = = = = = = = = =
1998-99 259 35 = 5 450 212 = = 720
1999-00 = = = = = = = = =
2000-01 = = = = = = = = =
2001-02 237 = = 47 20 234 = 10 311
2002-03 = = = = = = = = =
2003-04 170 = = 2 971 121 = ® 1100
2004-05 206 2 = = 39 181 36 6 264
2005-06 437 = = 223 6758 279 = = 7259
2006-07 874 15 = 700 1213 702 10 1 2640

Source: Australian Treasury, Foreign Investment Review Board, Annual Reports

Of the almost $10 billion approved in 2005-06 a0@&07 around 80 per cent was
in the minerals and resources sectors. Of the $26#lbn in Chinese approved
proposals in 2006-07 some $957 million were in dfiigt, followed by $561 million
in Western Australia; $258 million in NSW, $155 haih in Qld, $150 million in
Tasmania and $99 million in South Australia; $30liom in the Northern Territory
and $6 million in the ACT.

According to the Department of Foreign Affairs afichde (DFAT), which ranks
direct investors according to annual revenues, tthiee largest Chinese direct
investors in Australia are China Trust and Investhn@@ompany (CITIC) Australia,
CITIC Australia Trading and Sinosteel Australia.

Box 4.9
SINO IRON PROJECT

CITIC Pacific Mining are proponents of the A$5.2 billion Sino Iron Project planned for
Cape Preston, 100km south-west of Karratha in Western Australia’s Pilbara region. This
project is being run by CITIC Pacific Mining Management the Australian subsidiary of
Hong Kong listed company CITIC Pacific. Another Chinese company, China
Metallurgical Corporation, is constructing the iron ore mining operation at the site. This is
the largest mine construction contract ever awarded to a Chinese company in Australia
(value US$1.75 billion). The project will boost the Australian economy by an estimated
A$75 billion over the next 25 years, in addition to at least A$100 million paid to
employers and contractors each year. The project is expected to employ 2500 people
during construction, and 600 people during operations

Source: CITIC Pacific Mining 2008
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China’s largest individual investments are in thgources sector, reflecting China’s
development demands. In early 2008 the Australimve@ment was drawing
attention to the mining and metals sector contiilgutsome $106 billion of
economic activity to Australia; almost half the inats exports and employs some
half a million people. Around 275 new mining andergy projects that are in
planning or under construction means there is anlote activity to come (Gillard
2008). China’s share of FDI in the resources sastourrently estimated at around
one per cent, which is therefore making a small imareasingly significant
contribution to these economic aggregates.

The efficiency of Australia’s mining sector is iro remall part due to foreign
investor competition and involvement.

Box 4.10
HRL/HARBIN PROJECT

Harbin Power is a $750 million dollar collaboration between Victorian HRL and the
leading Chinese power station engineering firm — Harbin Power - with support from both
the Victorian and Federal governments. China and Victoria have some of the world’'s
largest supplies of brown coal and therefore both face the challenges of developing
technologies that make it a cleaner and a more sustainable energy option. This project
will demonstrate new technology which dries brown coal, significantly reducing carbon
emissions. The potential benefits of this project, in terms of tackling climate change, are
significant. China continues to add one new coal-fired station every week — but if this
technology is demonstrated commercially and applied across China, the reductions in
global CO2 emissions will be significant (Brumby 2008).

China’s strong investment in Australian real estatalso worth noting. This is of
particular importance to Australian households, dnperiod when housing
affordability has become a key social policy congelriven by constraints on the
available stock. By far the largest number of altefgn investment proposals
involves the purchase of real estate. AustraliameBument policy helps to ensure
that foreign investment in residential real estateeases the supply of residences
and is not speculative in nature (Treasury 1999).

China’s investment is showing signs of expanding inew productive sectors,
including manufacturing, information and communigas technology,
agribusiness and biotechnology. Indeed, the Auatramanufacturing sector
accounted for 40 per cent of approvals granted 086207 by the FIRB. The
Treasurer recently noted that since coming to efficlate November 2007, he had
approved a Chinese investment application on aeevage every nine days (Swan
2008).

This is spreading the benefits of investment toreai@r number of Australian
households, in goods, services and employment afpinly build Australian

industry capability. Austrade, for instance, hasergly drawn attention to new
Chinese investments in Australia in areas as divassHong Feng’'s Eco Tourism
Resort, the first Chinese investment in eco-tourismAustralia and Chery
Automobile creating the first automotive ResearchD&velopment investment
from China (Wang 2008).
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Foreign investors such as China, have also playetmgortant role in helping
secure more sustainable export markets for Auatrdipecially in the minerals
sector. Much of that investment has been in thenfaf joint ventures with
Australian companies. China’'s US$1.75 trillion ardign exchange reserves and a
new ‘go-global’ policy encouraging overseas investinare expected to result in
increasing Chinese investment interest in Austi@lar coming years.

Figure 4.23

TOTAL APPROVALS BY INDUSTRY SECTOR 2006-07— PROPOSE D INVESTMENT
VALUE FIRB

Source: FIRB Annual Report 2006-07

4.14 Outward Investment

The level of Australian investment abroad reach@874L billion at 31 December

2007, an increase of $125.5 billion on the previgear. Portfolio investment

abroad accounted for $441.5 billion (45 per cedi)ect investment for $323.6

billion (33 per cent) and other investment for $B1Billion (12 per cent). Equity

has been the main form of Australian investmenvathrduring the past decade. At
$608.0 billion, equity represented 62 per centheftbtal level of investment at 31
December 2007.

In 2007 China was Australia’s 14th largest investtndestination accounting for

$5.1 billion. Australian financial institutions hava number of investments in
Chinese banks and there is substantial interesthen mining sector. More

opportunities for Australian investment will alspem up as China liberalises its
services sector. This growing investment flow, umn{ supports increased trade
flows.

Many of Australia’s larger companies have maintdirge presence in China for
some time, including the likes of Bluescope St&htlers and some of the major
banks. While there have been some unsuccessfuliresnf{with disinvestment),

there are increasingly numerous small investmepisustralian small and medium
enterprises (SMESs) in the Chinese manufacturingpse€hey include companies
active in building and construction, transport aditribution, environment

management, food processing, information technglotglecommunications,

advertising and design and service companies in lzanking and insurance,
education, tourism services, chemicals, furniture f@otwear.

Over the past 15 years Australian outward investrias grown more strongly than
inward FDI, and accelerated in recent years. Téilects an increasing appetite
among Australian firms for investing offshore andshbeen a further boost to
Australian economic growth.
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Australia’s market is small and without expandiritglmore many businesses would
remain much smaller than they are today, ineffici@nd vulnerable. The FIRB

notes that outward FDI also has a strong multipfect through stimulating

production and employment in the many componengplgrs for various goods

and services.

Box 4.11

AUSTRALIAN INDUSTRY GROUP SURVEY FINDINGS ON ESTABL ISHING CHINESE
OPERATIONS

The Australian Industry Group (AIG) survey on Australian manufacturing in China found
that many Australian manufacturers are investing in order to deepen their economic
engagement in China. The survey found that close to one in eight Australian
manufacturing firms had some form of Chinese presence including supplier partnership
arrangements and one in sixteen had a Chinese operation. Benefits were found to
include production and labour cost savings, improved competitiveness, enhanced
productivity and increased worker specialisation. Government assistance to set up, and
subsidies for infrastructure services, such as gas and power, was also noted. The
structure of business operations established in China varied considerably across
companies. Around 29 per cent were in the form of a company establishing its own
operations, while 20 per cent were joint venture partnerships with a Chinese partner.
About 23 per cent had established a business arrangement with a Chinese supplier and
17 per cent with a Chinese distributor. The remainder were built around strategic
alliances.

Source: Australian Industry Group 2006

Table 4.10

AUSTRALIAN OUTWARD INVESTMENT ($MILLION)

2001 2002 2003 2004 2005 2006 2007
China 1,885 1,223 1,350 1,262 2,034 3,025 5,152
Hong-Kong (SAF 2,534 .2,988 3,624 12,680 10,398 16,372 17,011

Source: 53520 — International Investment Position, Australian Investment Abroad: Supplementary
Statistics, 2007

4.15 Case studies

The employment and income effects of large projeots very significant for
boosting regional economies and helping redresgldle of young people out of
country areas. Australian households in the viginif these developments
generally benefit. The following case studies hiblstrate the positive affects:

Mining company, Gladstone Pacific Nickel Ltd (GPNI Queensland, has
executed a Memorandum of Understanding for the Idpweent of its $3.65

billion Gladstone Nickel Project with one of Chisdargest conglomerates
China Metallurgical Construction (Group) Corporatid@he proposed refinery
at Gladstone will deliver a number of significasbeomic benefits, including
additional employment opportunities. Up to 1,00@sjowill be generated

during the height of the construction phase al@wce the proposed refinery
enters the operational phase, approximately 350 jebll be created

(Gladstone Pacific 2008).

TheAllen ConsultingGroup

43



THE BENEFITS TOAUSTRALIAN HOUSEHOLDS OF TRADE WITHCHINA

In August, 2005, KPS Wool Timbering Science Tecbggl Co., Ltd
registered as KPS Wool Insulation (Aust) Pty. lidMelbourne, Australia and
was approved by the Ministry of Commerce of thefd®ge Republic of China.
This was the first high-tech non-governmental sufgub enterprise from
China’s Jiangsu Province which has started busiries®ustralia. The
company engages in Research & Development and giiodun Australia. It
produces a form of wool-based insulation produd laas established a world
brand. Its products are exported to the USA, Can&daope and other
developed countries (KPS Wool 2008).

The China Construction Bank (CCB), one of the werlep ten banks by

market value, chose Sydney for its Australian repnéative office in 2007.

The bank is a significant addition to NSW's finaalcservices sector as China
is set to become the world’s largest banking mai®eB offers a full range of

banking services to private and corporate clierith tveasury operations, and
has more than 13,000 branches and nearly 300,0@0ogees around the

world. The establishment of the CCB in Sydney ipezted to encourage
Chinese companies to invest in NSW, promote badtieade and assist NSW
businesses to access the Chinese market (Chinar@aimn Bank 2008).
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Chapter 5
The outlook for Australian households

5.16 Australian households have benefited from trad e with China

In the past three decades trade between Australth @hina has grown
significantly. China’s GDP increased at an averageual rate of 9.7 per cent in the
1980s and 10.7 per cent in the 1990s. Over thedegstde China's annual growth
has slowly crept up, reaching its highest year-earyate of 11.9 per cent in 2007
(Raby cited in Hart 2008).

This has benefited Australian households in seweafs. Growth in Australian
exports to China, including resources, agricultpraiducts, manufactured products
and services has led to increased employment,dsetewages and has increased
Australia’s GDP.

Compared with many developed economies, Austrafia &xperienced strong
growth over the past ten years. Australia’s averagnual growth rate of 3.5 per
cent for GDP volumes from 1997 to 2006 has beehdnighan most developed
economies. Higher GDP has increased the prospefitiustralians, enabling

households to increase their standard of livingis Thas resulted in households
purchasing more goods and services, many of whagle been made in China.

Data from the ABS from the 1960s to 2005 on houlskliimal consumption
expenditure per capita indicates that Australimmsaverage, enjoy a much higher
standard of material well being than Australians idi the early 1960s. Household
final consumption expenditure per capita has irggdal52 per cent in that time
(ABS 2007a). Growth in real household final constionpexpenditure per capita
was particularly strong between 1992-93 and 200%i8ihg by 2.6 per cent during
that time as opposed to 1.9 per cent per year leeti860-61 and 1992-93 (ABS
2007a 4102).

In the period in which trade with China increaseghidicantly, primarily from the
late 1980's to now, real household final consumptexpenditure per capita
increased at an average annual rate of two per(A&8 2007a 4102). During this
period there was a substantial rise in real nebnak disposable income per capita,
and varying rates of price changes across the rahgeods and services. Real net
national disposable income per capita rose by fiftiy cent between 1991-92 (ABS
2007 4102). This enabled households to alter copsampatterns by boosting real
spending on ‘wants’ (as opposed to ‘needs’) sucbhrakixury motor vehicles and
overseas travel.

A cost of increased economic engagement with Chasbeen job losses due to
increased competition with  Australian manufacturingrhe  Australian
manufacturing industry has shrunk significantlytire last thirty years, as trade
barriers have fallen and competition from develgpoountries where labour is
cheaper has increased. The manufacturing industrgloyed 24 per cent of
working Australians in 1972-73 compared to 10 partof workers in 2007 (ABS
1995, 2008d).
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On balance, however, this report has shown that r@sult of increased trade with
China, households are better off. Unemploymenthis lbwest it has been for
several decades. Since peaking at 10.7 per ceheiearly 1990s unemployment
fell below 4.5 per cent in March 2007 and has dayery low since then (ABS
2008a).

Economic growth has been strong, averaging ovear &gnt growth per annum this
decade. Higher GDP translates to higher incomewoking Australians and this
has enabled households to afford more consumersgbad before.

5.17 Implications for Australia and China of an FTA

Prospects for Australian households from trade Wiliina are also dependent on
progress on the foreshadowed Free Trade Agreenrdif)(between China and
Australia. The study was completed in March 20068d arew five major
conclusions from the modelling and the qualitadmalysis undertaken:

Australia and China stand to achieve substant@i@wic gains from an FTA

significant positive impact on output and employmienboth countries, with
any structural adjustment expected to be minimahgared to adjustment
processes already underway

the greater the coverage and the clearer the conamitto liberalisation, the
greater the net bene t

faster implementation of liberalisation across gyagkrvices and investment
will deliver greater net economic bene ts

negligible impact on the rest of the world’s redDi and welfare, and would
be trade creating for the world as a whole (witly@ome evidence of minor
trade diversion) (DFAT 2005).

Independent modelling conducted in 2005 found tleatprehensive liberalisation,
if implemented in 2006, would increase Australiarel China’s annual average real
GDP growth rate for both countries by around 0.84 gent over the period 2006-
2015; an FTA could boost Australia’s and Chinaa @DP by up to US$18 billion
and US$64 billion respectively in the period 20@2 (DFAT 2005). Since that
time, thirteen rounds of negotiation have takercgldhe most recent in December
2008.

5.18 Implications for Australia and China of the gl  obal financial crisis

As a result of the global financial crisis, thedmational Monetary Fund now

expects economic growth in advanced economies mtrawi by 0.3 per cent in

2009, forecasting recessions in the United St&espe, the United Kingdom and
Japan. It will be the first annual contraction ire$tern economies in the post-war
period.

The outlook for China, while better than most ecuies, it still not bright.
Economic growth in China fell in the 2008 Septen®@d8 quarter to 9 per cent, its
lowest level since 2003 (RBA 2008). The pace ofwghoin Chinese industrial
production fell from 18 per cent a year ago to ¥r pent over the year to
September while growth in real retail sales aneédbasset investment spending
accelerated.
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In an address in early December 2008, GoverndrieoREeserve Bank, Glen Stevens
said that the most striking fact of the past sdvemanths for the Australian
economy was not continued US economic weaknessthieuslowing of China’s
economy (Stevens 2008). This has been more signtfithan expected. Stevens
said it seemed likely that underlying growth may‘beticeably below” the current
forecast growth of 8 per cent for 2009.

While Chinese growth will still be high by worldastdards, the slowing of the
Chinese economy has potentially significant imgiaras for the Australian
economy. To some extent the final result will depen how the Chinese economy
reacts to the Chinese Government's large $858ohilltimulus package. The 4
trillion yuan plan is equivalent to about 20 pentcef China's GDP and represents
the biggest injection of cash by any governmerttistory.

The impact of a slowing China on the Australianrexay has already been felt in a
range of sectors of the Australian economy. Sevenaling companies, for
example, have begun reducing staff numbers. In Dbee 2008, Rio Tinto
announced it would slash 14 000 jobs worldwidéhalgh it is not yet known how
many of these would be in Australia.

That said, it is likely that China will ‘bounce-bdadrom the crisis more quickly
than other larger economies. Australia is thereliedy to experience a more rapid
return to more promising economic conditions thamanyn other developed
countries. In his December address, Stevens satdatthough Australia’s biggest
terms of trade boom in half a century was over,n@ki emergence was far from
complete and that, as a result, the terms of tvemlédd be higher on average than
they were a few years ago, though well below theak.

On balance, the global financial crisis has derratest the importance of the
China relationship to the Australian economy. Aalgtts strong trading
relationship from China is likely to shield the Awadian economy from the worst
impacts of the global financial crisis because Al is now less reliant than a
decade ago, on the worst affected — the UnitedeStdtnited Kingdom and
Europe. Whilst not insulating the economy fully, sdalian households are likely
to weather the crisis better than most other d@eslcountry households as a result
of Australia’s close trading relationship with Cain
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