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Abstract

This paper evaluates the impact of the rise of large emerging manufacturing
exporters such as China and India on economic growth in advanced countries. After
illustrating the possible theoretical channels, I estimate a growth regression based on
3-year average data augmented with country-specific measures of import and export
competition from China and India using instrumental variables. Stronger import
competition from China and India leads to stronger income growth in advanced
countries, but to a loss of manufacturing jobs. A more flexible labour market,
lower concentration of employment in manufacturing and pre-existing trade links
with China and India help advanced countries to maximise the growth dividend
resulting from their rise in world export markets.

Keywords: Globalisation, China, India, economic growth, trade, comparative
advantage, offshoring.
JEL: F02, F15.



Non-technical summary

In this paper I focus on the impact of the rise of key emerging markets in exports on
income and employment growth in advanced countries. In particular, I focus on China
and India because they have been by far the most important manufacturing exporters
and do not look at commodity exporters which are driven by different factors and have
different implications for world trade.

The empirical analysis is based on a panel of advanced countries. I first define measures
of import and export competition from China and India that are country-specific, and
I regress income and employment growth in each advanced country on them. Because
both of them may be potentially affected by country-specific shocks emanating from each
advanced country, I apply an instrumental variables estimation in order to deal with the
reverse causality problem. I instrument import and export competition with the first
difference in the world export share of China and India, after controlling for growth in
advanced countries other than the one considered. In a second step of the analysis, I
regress income and employment growth in each advanced country directly on the first
difference of the China and India’s export share, and interact the change in the export
share with pre-determined country characteristics in order to find out which of them
makes each advanced country better prepared to face the rise in emerging countries.

The key results of the paper are three. First, I find that the role of import competition
from China and India is positive for income growth in advanced countries, while export
competition is insignificant. This implies that, overall, competition from China and India
has been mostly beneficial for advanced countries. Second, both export and import com-
petition are negative for manufacturing employment, but not for total employment. Third,
the analysis of the transmission channels reveals that countries with a lower share of em-
ployment in manufacturing and lower Employment Protection Legislation have benefited
comparatively more from the rise of China and India. To some extent, also pre-existing
trade links with China and India have a beneficial impact on the growth consequences of
the rise in China and India for advanced countries. Results for both the baseline analysis
and the transmission channels are both economically significant and policy-relevant.

Overall, the answer to the question whether the rise of China and India is more

a benefit or a curse for advanced countries is that on balance the effect is beneficial.
Moreover, economies that are less specialised in manufacturing, more flexible and with

stronger trade connection with China and India benefit more from their rise in world

export markets.



1 Introduction

Large emerging countries have become a powerhouse of the world economy in the last
two decades. The BRIC (Brazil, Russia, India and China) account for about 25% of the
world economy, a quarter of world’s land and more than 40% of the world’s population.
Manufacturing powerhouses such as China and India, in particular, have reshaped world
trade. The world export share of China and India has increased dramatically between
1970 and 2012 (Figure 1), and over on tenth of all world exports are now coming from
China.! This has correspondingly changed the global allocation of income. The weight
of China and India in world GDP increased from little above 4 per cent in 1980 to over
20 per cent in aggregate in 2012. The boom in emerging markets has been particularly
visible starting in particular from the late 1990s, in the aftermath of the Asian crisis,
as visible in the acceleration of the export share. Trade between the world’s two largest
economies, the US and China, has also boomed (Figure 2), with the US now importing
goods for close to 500 billion US dollars from China each year, or about 3% of its GDP.

The rise of large emerging markets (the "South") and the boom in trade with advanced
economies (the "North") led to a situation where, starting in 2010, North-South trade has
become larger than North-North trade (the North is proxied by the OECD, the South by
the non-OECD countries). The turn of the 2000s also marks the historic event of China
joining the World Trade Organisation (in 2001) a few years after Brazil and India (1995),
while Russia has joined only recently. Given the importance of China within the BRIC
group, there is reason to believe that 2000 marked a real change in the world economic
order and in international trade.>

The consequences of this qualitative revolution in world trade are an important subject
of public debate in the advanced countries. In particular, concerns about the consequences
of the rise of the large emerging economies for growth, jobs and welfare in advanced
countries, not least the US, have been voiced. Despite the great public interest and media
attention (see e.g. the book by Lawrence and Edwards 2010), few studies have addressed

this question in a systematic manner. In this paper I focus on the impact of the rise

'Note that the figures reported in Figure 1 do not net out intra-euro area trade. If intra euro area
trade was netted (i.e. the euro area was considered as a single economy) the weight of China and India
becomes even larger.

2In 2010, China accounted for about 62% of total BRIC exports and 55% of BRIC GDP.



of key emerging markets in exports on (especially) income and employment growth in
advanced countries. In particular I focus on China and India because they have been by
far the most important manufacturing exporters, and do not look at commodity exporters
which are driven by different factors and have different implications for world trade.® In
a nutshell, has the export boom of China and India been more a blessing or a curse for
advanced countries?*

The empirical analysis is based on a panel of advanced countries (the North). I first
define measures of import and export competition from China and India that are country-
specific, and I regress income and employment growth in each advanced country on them.
Because both of them may be potentially affected by country-specific shocks emanating
from each advanced country, I use instrumental variables in order to address reverse causal-
ity. In particular, I instrument import and export competition with the first difference in
the world export share of China and India, after controlling for growth in advanced coun-
tries other than the one considered. In a second step of the analysis, I regress income and
employment growth in each advanced country directly on the first difference of the China
and India export share, and interact the change in the export share with pre-determined
country characteristics in order to find out which of them makes each advanced country
better prepared to face the rise in emerging countries. For example, are countries that are
already more concentrated on manufacturing losing out to stronger Chinese and Indian
competition, in terms of income growth? Among these country characteristics, I also
include measures of pre-existing trade links with China and India.

The focus of this paper is on the effect of the export boom in China and India on
advanced countries from a medium to long term perspective, and 1 therefore use 3-year
averages to smooth out fluctuations at business cycle frequency. This distinguishes this
paper from previous research (see Dreger 2011) that is more focused on the business cycle

frequency, for example quarterly. Moreover, I do not look at the effect of imports from

3Indeed, between 1995 and 2011 the share of world manufacturing exports went from 3.4% to 15.4%
for China, and from 0.6% to 1.6% for India. Manufacturing exports are less significant in other large
emerging economies; the growth rate was much smaller for Brazil and Russia. Mexico went up from 1.7%
to 2.1%, but most of its manufacturing exports are to the US. I thank Murat Ungor for providing me
with these data.

4Note that the question of impact of trade with emerging countries on growth is related to, but distinct
from, the effects of globalisation more generally; the focus here is on the effect of the boom in emerging
countries as such - and in particular their better ability to export - on advanced countries’ economies.



emerging markets on inflation; on that question, see among others Lipinska and Millard
(2011).

The rise of the South in the last two decades can be seen as a large natural ex-
periment which should give the profession some useful information about international
interdependency and their modelling. Although this paper is empirical, it may useful to
first outline the potential theoretical channels. In the standard theory of international
trade (Grossman and Helpman 1991), more trade - including North-South trade - is al-
ways beneficial for all participants. The rise of the South and the larger possibility for
the North to trade with the South pushes the global economy to a more efficient frontier
where both North and South can leverage their comparative advantage. On the supply
side, Northern firms are better able to off-shore production where it is most convenient
and intensify intra-industry trade. Navas and Licandro (2011) also emphasise the nexus
between trade openness and innovation and productivity growth; Melitz and Ottaviano
(2008) propose a tractable model to study the effect of market openness and competition
on firm productivity and mark-ups. In this connection, Bloom et al. (2013) develop
an interesting mechanism whereby stronger competition from a low wage country causes
innovation to increase in high wage regions. In their model, factors of production have
costs of adjustment and are partially "trapped" in producing old goods; trade liberal-
ization with a low wage country reduces the profitability of old productions leading to
a fall in the opportunity cost of innovating. Fuijwara et al. (2013) suggest that, in a
standard neoclassical two-country model, opening up and productivity growth in China
leads to stronger growth of output and improved welfare also in advanced economies, but
the main channel is different. In their model, the improvement in the terms of trade in
the rest of the world (countries which import from China) leads to an increase in output,
consumption, investment and labour.

However, it is also possible to build models where trade with the South is not necessar-
ily and always beneficial to the North. Krugman and Venables (1995) show that a single
factor, the decline in transportation costs, can first create an advantage for manufacturing
in the North (due to larger agglomeration effects and increasing returns to scale), creating
an industrialised core and a de-industrialised periphery, but then take away this advan-
tage if manufacturing in the South becomes more profitable due to lower labour costs.

Therefore, the fall in transportation costs first produces a division into a rich North and



a poor South, but later a convergence which can be detrimental to the North, even in
absolute terms. Using more standard models without agglomeration effects, Kehoe et al.
(2011) show that there is no general connection between trade liberalization and increases
in real GDP per capita and the relationship may even be negative. In particular, in a dy-
namic model with capital accumulation some countries experience slower rates of growth
under free trade than under autarky. While opening to trade improves welfare, it does
not necessarily increase real GDP per capita or speed up growth. The authors even point
out that if openness does in fact lead to large increases in real GDP, these increases do
not come from the standard mechanisms of international trade.

Other models have emphasised that increased trade integration may lead to benefits in
the long term but to costs in the short term. In particular, competitive pressure from the
South as well as greater market opportunities abroad may spur a sectoral reallocation of
production in the North. In Dinopoulos and Segerstrom (2007), with trade globalisation
Northern firms devote more resources to Research and Development (R&D), while South-
ern countries like China take care of the production side. Moreover, profits by Northern
quality leaders rise when these firms are able to sell to a large South market of consumers.
In the long run, such reallocation is optimal and leads to higher growth and welfare, but
in the short to medium term it may hindered by adjustment costs. As noted by Arnold
(2002), labour market institutions play a crucial role in making this adjustment process
smoother: Northern workers who lose their job due to imitation from the South have
to be able to quickly find a new job in one of the sectors where the North maintains a
comparative advantage. Without enough labour market flexibility, the gains from trade
may be dissipated. Product market flexibility should play a similar role.?

The analysis in this paper is most closely related to recent work by Autor et al. (2013),
who look at the effects of Chinese import competition in local labour markets (commuting
zones) in the United States between 1990 and 2007, using decade-level data. Autor et
al. also use instrumental variables and find that stronger import competition from China
leads to a fall in manufacturing employment in US commuting zones, lower labor force
participation, and reduced wages. While the spirit of the analysis is similar, this paper

departs from Autor et al. in several respects. First, and obviously, it is based on country

®Note that in this paper I do not look at the effect of the rise of emerging markets on growth volatility.
It has been known at least since Newberry and Stiglitz (1984) that trade integration may facilitate the
spillover of shocks across borders and increase volatility. See also Stiglitz (2010).



rather than regional data and focuses on income rather than employment. Second, in
this paper I also look at export competition, and not only at import competition. Third,
one advantage in using country data is the possibility to test for possible transmission
channels, by interacting country characteristics with the shock associated to the rising
importance of China and India in international trade. More generally, it is important
to stress that taking a country perspective may differ from a regional or industry-level
perspective, as pointed out by Krugman (1996).

There is also a small literature on the transformation of China specifically. Iacovone
et al. (2013) look at the impact of the surge in Chinese imports into Mexico between
1994 and 2004. They find that the Chinese shocks causes a significant reallocation among
Mexican firms, with smaller plants and more marginal products seeing their sales reduced
but not large plants and core products. Schott (2008) shows that China’s export bundle
significantly overlaps with that of developed economies, but on the other hand Chinese
exports sell at a discount relative to other countries, indicating that these countries have
moved to higher value added productions. More generally, he also finds that country
export prices co-vary positively with their level of development. Overall, this implies
that implications of China as a competitor for wages in advanced countries are not clear-
cut. Ungor (2012) looks at the impact of the industrialisation of China on US industrial
employment share between 1978 and 2005. Bugamelli et al. (2010) find that increases in
the share of Chinese products in total Italian imports have a negative causal impact on
firms’ price dynamics, but a positive impact on firm productivity.

The empirical analysis uncovers three main results. First, the role of import competi-
tion from China and India is found to be positive for income growth in advanced countries,
while export competition is insignificant in the instrumental variables regressions. On the
whole, therefore, I find that competition from China and India has been beneficial for
advanced countries. At the same time, and this is the second main result, I also find
that both export and import competition are negative for manufacturing jobs, but not
for jobs more generally. This confirms the idea that competition from China and India
has triggered a reallocation process within advanced countries, away from manufacturing.
In the short term, this process may be costly. Consistent with this idea, in the analysis
of the transmission channel my third main result is that countries with (i) a higher share

of employment in manufacturing and (ii) higher Employment Protection Legislation -



namely countries where the reallocation process may have been more difficult - have ben-
efited comparatively less from increases in the China and India export share. I also find,
but this appears to be a somewhat less robust result, that pre-existing trade links with
China and India have a beneficial impact on the growth consequences of the rise in China
and India for advanced countries. Finally, results for both the baseline analysis and the
transmission channels are economically significant. For example, I find that one standard
deviation increase in import competition from China and India raises growth in income
per capita by about 1% per year. All in all, the answer to the question posed in the title
of this paper is "more a blessing", and a blessing accruing in particular to countries that
are less specialised in manufacturing and more flexible.

The paper is organised as follows. Section 2 describes the empirical model, Section
3 the database. Results are presented in Section 4. Section 5 contains conclusions and

policy implications.

2 The empirical model

The empirical includes two parts. First, I test the effect of import and export competition
on income and employment growth in advanced countries (Section 2.1). Second, I look at

the transmission channels (Section 2.2).

2.1 The effect of competition from China and India on income
and employment growth

The baseline estimated equation in the first part of the econometric analysis is

Ayt = ki+pAyir—1+ay 1+ 6Ay;, i+fyimpM COmpgth Mdm“‘”Yepr compff i 4§ e (1)

where Ay;; is per capita output growth, z; is a vector of controls,

o Mphindia
M compghindia — A(”T) * OPENNESS; 41 (2)
i
chindia Xchindia,t
X comp$, = A(X—) * Openness; 1 (3)
i



and *\i defines the group of advanced countries with the exception of i. Equation (1) is
estimated on 3-year averages, so as to eliminate at least some of the noise associated with
business cycle fluctuations.

Import and export competition from the aggregation of China and India, henceforth
"Chindia", are Mcomp and X comp. They are respectively defined as in (2) and (3), where
M measures log exports and X log imports (in US dollars) and openness is the country’s
trade openness. Import competition (competition in the Home market) is assumed to
depend on the first difference of the import share of Chindia in country ¢, multiplied by the
country’s trade openness, which is assumed to increase the country’s sensitivity to trade
with Chindia. A similar specification applies for export competition (i.e. competition in
the World market), where the driving factor is assumed to be the change in the relative
performance of Chindia vs. the considered country.

The estimation of both v, and 7., raises reverse causality concerns. Stronger growth
in country 4, for example driven by a country-specific technology shock, could both attract
more imports from emerging markets as well as influence the relative export performance
vs. Chindia. In particular, there is a potential positive bias on v,,,, and a negative one on
Yexp- Similar to Autor et al. (2013), we apply an instrumental variables (IV) estimation
where the instrument is the change in the world export share of China and India. The
assumption here is that the variation in the world market of Chindia is driven, especially
at lower frequencies such as 3-year averages, by shocks making China and India better
exporters rather than by shocks taking place in individual advanced countries. While the
change in the export share may reflect the growth of income in all advanced countries,
once controlling for this variable (through the inclusion of Ay;\i in equation (1)), it is
unlikely that growth in country ¢ as such is of any material importance, implying that the
Chindia market share is a valid instrument for X comp and Mcomp.°

Because the change in the Chindia export market share and its lags are not sufficiently
strong instruments for both Xcomp and Mcomp simultaneously, I instrument them one
at the time, leaving the other as control variable. In the continuation, therefore, "IV
imp" will imply a regression where import competition is instrumented, and "IV exp"

one where export competition is instrumented.

%Bloom et al. (2011) use the removal of product-specific quotas following China’s entry in the WTO
as the way to address endogeneity.



A caveat to this identification scheme is that it assumes that country ¢ is small enough
not to affect global economic conditions (and hence Chindia overall export performance)
directly. For this reason, as a robustness exercise I repeat the analysis after removing
the largest three advanced countries (US, Japan and Germany); concerns about reverse
causality are indeed much more limited for the remaining smaller open economies in the
group of 22 advanced countries that I use (see Table 1).

Note that because equation (1) contains fixed effects k;, we do not need to control
for factors affecting per capita growth in the cross section, such as education or the
geographical position. However, I include lagged CPI inflation and trade openness as
they turn out to be mostly significant when included in equation (1). Results are largely
the same when excluding these control variables.

I also run a separate regression for employment growth, both total and manufacturing
sector only, in order to understand whether there are influences stemming from competi-
tion from China and India that do not go exclusively through the effect on income growth.

The estimated equation is, in this case,

Cit— chindia chindia
Aey = ki+pAe; 1+ a# + BAy,, + %-mpMcompith %a 4 %Xchompith R P
it—1
(4)

where e is employment in log (total or manufacturing), pop is total population (hence
€it—1
Popit—1

in each country, Ay,,. Again the main focus is on the coefficients ;,,, and 7.,

is the lagged employment share) and we now control for per capita income growth

While the perspective of this paper is country-level and macro, I also take a limited step
towards a more sectoral analysis by looking at the effect of import and export competition
from Chindia on value added growth in (i) manufacturing, (ii) services, (iii) tradables and
(iv) non-tradables. Prima facie, the effect of competition from Chindia should be felt

more in manufacturing and tradables. The estimated equation is, in this case,

AV Ay = kij +ijVAij,t,1 —|—ﬁjAyit—i—fyj’imp]\/[compffmdm—|—’ymeXchompfthmdmjL(szit—i—aijt

(5)
where j identifies the sector. Note that also in this case we are controlling for income
growth, since - as for employment growth - we are interested in the effects that go over

and beyond the effects on income, which remain the main focus of the paper.



2.2 Analysis of the transmission channels

2.2.1 Set-up

After focusing on the effect of competition from Chindia on growth in advanced countries,
in a second step of the analysis I try to shed light on the country characteristics that are
most relevant to explain the sensitivity of each advanced country’s income growth to the

shock stemming from Chindia. For that purpose, I estimate the following equation by

OLS,

Xchindia,t + Aln Xchindiai

Ay = pAyis1+ay; 1+ BAy;, i‘i‘VA In *w; 41 +02i+eir (6)

world,t world,t

where the parameters of interest are now in the vector 1, which multiplies an inter-

Xchindia,t

and a
Xwo'rld,t ’

action term between changes in the Chindia log world export share, In
vector of pre-determined country characteristics, w;;—1 (note that now the controls in
z also include the variables w). For example, here we will test whether countries that
are already more concentrated on manufacturing such as Germany (w is in this case the
share of manufacturing on value added or employment) are better or worse off when faced
with, say, and increase in the (mainly manufacturing) export market share of Chindia
(Aln % > 0). Note that, again, we are controlling for growth in other advanced
countries, and moreover the US is excluded from all regressions in this part of the analysis,
so as to further mitigate concerns about reverse causality.

In order to ease the economic interpretation of the results, I standardise all variables in
the w vector. The coefficients in 7 can therefore be interpreted as the marginal increase
in the effect of changes in the Chindia export share on growth when moving from an
average value for w to a level one standard deviation higher. Using again the example
of the country concentration on manufacturing, the corresponding coefficient in the n
vector measures the difference in the sensitivity to increases in the Chindia export share
between an average country and a country one standard deviation more specialised in
manufacturing. Formally, the elasticity of growth in country ¢ with respect to changes in

the Chindia export share is given in equation (6) by

a(Ayit)
a(A Xchindia,t )

X'Luo'rld,t

=7+ Nw;1 (7)



If w;;—1 = 0 (the unconditional mean), the elasticity is 7 which therefore measures the
average effect. The coeflicient 1 is a marginal effect, obtained for w;; ; one standard
deviation above the conditional mean.

The vector w can be further subdivided in two sub-vectors, namely (i) the group of
the country i’s own characteristics and (ii) other variables capturing links with Chindia

(notably pre-existing trade with Chindia).

2.2.2 Elements of the w vector

Sectoral specialisation in advanced countries. With this set of variables I want to measure
the degree to which advanced countries feel the competition from Chindia (increasingly
specialised in manufacturing, especially of low and medium quality) in global markets. I
therefore look at value added and employment in advanced countries, in terms of shares of
manufacturing, services (in particular financial services), and nontradables. The key ques-
tion here is whether countries which are more specialised in manufacturing or tradables
lose out or gain when manufacturing exports from China and India rise.

Market flexibility. As noted in the Introduction, one important element contributing
to advanced countries’ strategy to cope with the rise of emerging countries should be to
move economic activity towards higher value added productions. In this respect, product
and labour market flexibility should be of paramount importance to minimise the short
term adjustment costs arising from this adjustment process. I measure market flexibility
with the OECD Employment Protection Legislation index.”

Trade and financial openness. 1include trade and financial openness for each advanced
country. Trade openness is measured by the sum of imports and exports to GDP in US
dollars, financial openness by the sum of cross border assets and liabilities to GDP (also
in US dollars).

Financial development. One possible interpretation of the consequences of the rise
of Chindia is that it pushed advanced countries to specialise in services, in particular
finance, with a lower growth potential or with a high potential for creating systemic risk.
I measure financial development in each advanced country as the ratio of stock market

capitalisation and private credit to GDP.

"Unfortunately, I cannot use the Product Market Regulation index because too few observations are
available.



Oil trade balance. As noted, the rise of manufacturing giants such as China and India
may put pressure on resources and commodities markets, the most important of which
is the oil market. If this is a relevant transmission channel, countries that are more
dependent on oil imports should have their growth reduced when faced with a boom in
exports from Chindia.

Pre-existing trade links to China and India. 1 try to identify this channel by looking at
the exports to, and imports from, China and India (as a share of the GDP of the originat-
ing country). Importantly, the rise of Chindia also creates an important export market
for advanced countries, and some countries - by virtue of their geographical position,

openness and/or export mix - are more likely to benefit from this possibility.

3 Data

In this study I use data for 22 advanced countries (see the country list in Table 1). Data
are originally annual and refer to the period from 1970 to 2012 (or longest available
sample), but are converted into 3-year averages to smooth out short term fluctuations.
Table 2 contains a description of the sources of the data and the definition of the variables.

Table 3 reports summary statistics for all variables used in the paper.

(Tables 1-3 here)

4 Results

We now turn to the results. Before describing them in detail, it is useful to summarise
the main thrust of the findings. Three main results stand out. First, import competition
from Chindia is found to be positive for income growth in advanced countries. Second,
both export and import competition are negative for manufacturing jobs, but not jobs
more generally. Third, countries with (i) a lower share of employment in manufacturing,
(ii) lower Employment Protection Legislation and (iii) higher export and import exposure
to Chindia tend to benefit more, in terms of income growth, from a larger trade share of
China and India, and the effects are economically significant.

I first describe the results for the baseline equation (1) in Section 4.1, and then turn

to the transmission channels in Section 4.2.



4.1 Baseline equation

4.1.1 Results for income growth

The baseline results for equation (1) are presented in Table 4. The lag of per capita
income growth is not included because it is normally insignificant. Column (1) reports
results for the Mean Group estimator, column (2) for pooled OLS. I find that growth
in other advanced countries is always positive and strongly significant, with a coefficient
close to 1, and lagged per capita income is negative and significant, suggesting some
degree of convergence across advanced countries (poorer countries grow faster on average).
Turning to the key variables in the analysis, I find that import competition from Chindia is
associated with positive returns for growth, at least in the OLS estimate (it is insignificant
in the Mean Group estimate); the opposite holds true for export competition, whose
coefficient is negative and significant in the OLS estimation.

In order to judge whether these results are due to reverse causality, in columns (3)
and (4) I turn to instrumental variables estimates, where import (column (3)) and export
(column (4)) competition from Chindia are instrumented using the first difference in the
Chindia world export market share. In each specification, I control for import (export)
competition when export (import) competition are instrumented, as well as growth in
advanced countries other than i. The evidence indicates that the instrument is strong.
I find that export competition becomes insignificant in the IV estimates, while import
competition becomes more positive than in the OLS estimate and significant. This sug-
gests that the bias in the OLS estimate goes in the expected direction for both variables,
and that only import competition matters for growth in advanced countries. From an
economic perspective, the effect of import competition is significant. Indeed, an increase
by one standard deviation in import competition results in higher growth on average by
about 1 per cent per year.

Columns (5) and (6) provide some robustness of the baseline results for import com-
petition. In column (5) I exclude the three largest countries in the sample, namely the
US, Japan, and Germany. The results are largely unchanged and the coefficient is even
larger for import competition. In column (6) I repeat the estimate on the most recent
sample, from 1995 to 2012. Again, the key result for import competition holds and the

coefficient has approximately the same size as in the baseline estimate.



(Table 4 here)

4.1.2 Results for employment growth

Table 5 and 5a turn to the estimation of equation (4). Results are shown for total employ-
ment growth in Table 5 and manufacturing in Table 5a. As I control for per capita income
growth, what we are looking at here is the effect (from import and export competition)
that comes on top of the effect on income. For total employment (Table 5), I find no
additional effect of import and export competition from Chindia. For employment in the
manufacturing sector (Table 5a), I find negative effects of both stronger import and export
competition, which also hold when excluding the three largest countries (columns (4) and
(6)) and in the sample period 1995-2012 (columns (5) and (7)). The size of the effect
is again significant: a one standard deviation increase in import and export competition
leads to a fall by about 1 per cent per year in the annual growth rate of employment in
manufacturing. Although they are not directly comparable, these results are qualitatively
consistent with those in Autor et al. (2013) and Ungor (2012); competition does seem
to impinge on jobs in advanced countries, but only in the manufacturing sector. It is
also notable that stronger import competition from Chindia is actually good for income
growth, but negative for manufacturing employment, suggesting some reallocation within

advanced countries.
(Tables 5-5a here)

4.1.3 Results for sectoral value added growth

Tables 6-6¢ report results for value added growth in four segments (manufacturing, ser-
vices, tradables and non-tradables). Again, in these regressions I control for income per
capita growth and want to look for effects that come on top on the macro effect on in-
come. However, I find no evidence that export and import competition from Chindia
had a statistically significant influence which was particularly concentrated on a certain

sector, not even manufacturing and tradables (where it could have been expected).

(Tables 6-6¢ here)



4.2 Transmission channels

We now turn to the analysis of the transmission channels, by looking at estimates of
equation (6), also in this case based on 3-year average data. The main interest in this
part is on the coefficients associated to the interaction terms, namely 7 in equation (6).
Note that all estimations in this section do not include the US, on account of reverse
causality concerns. Estimates including the US are similar to those presented, and are
available upon request.

I begin with specialisation in advanced countries as a possible determinant of the
growth impact of competition from Chindia. Specialisation is defined in terms of shares
of value added (7able 7) or employment (Table 8).

Starting from specialisation defined on shares of value added (Table 7), I find no effect
of any of the considered variables (shares of value added for manufacturing, tradables,
services, and non-tradables) when interacted with the first difference in the Chindia export
share. However, when considering employment shares (Table 8), I find that a higher
share of manufacturing employment (in time ¢ — 1) predicts lower growth when interacted
with the Chindia market share in the following 3-year period. The effect is a quite
large one; a one standard deviation higher manufacturing employment share leads to
a fall in annual growth by 0.5% if the Chindia export share goes up by one standard
deviation.® Interestingly, I also find that higher employment share in financial services
is also detrimental to the growth elasticity of advanced countries to competition from
Chindia, with growth being 0.1/0.2% per cent lower for an increase by one standard
deviation, although the coefficient is not statistically significant. I also find that a higher
employment share in financial services is negatively associated with per capita growth,
though the effect disappears when excluding the global financial crisis period (not reported

for brevity).
(Tables 7-8 here)

In Table 9, I look at trade and financial openness, and find that none of these measures
are significant when interacted with the Chindia export share, although trade openness

is significant in terms of average effect.

8Note that the standard deviation of the first difference in the Chindia export share is about 0.05; see
Table 3.



(Table 9 here)

Table 10 considers a miscellanea of factors, including labour market regulation (prox-
ied by the OECD Employment Protection Legislation indicator), financial development
and the oil trade balance. I find that Employment Protection Legislation (column (1))
is negatively associated with the growth impact of changes in the Chindia export market
share, consistent with our theoretical priors and previous research by Arnold (2002). The
size of the effect is not negligible, with a one standard deviation increase in Employment
Protection Legislation associated with lower growth by about 0.2% when interacted with
the first difference in the Chindia export share. I also test whether Employment Protec-
tion Legislation is relevant for the employment impact (column (2)), but find that the
coefficient is not significant in this case. Finally, financial development measures (stock
market capitalisation to GDP and private credit to GDP) are insignificant, as is the oil

trade balance.
(Table 10 here)

As a last step in the analysis, Table 11 reports on the effect of pre-existing trade links
with China and India. I find that having a good export base in China and India increases
per capita growth vis-a-vis a rise in the Chindia export market share, as does a stronger
pre-existing import relationship. The effect is not negligible, with growth in advanced
countries increasing by about 0.1/0.2% for a one standard deviation increase in export
or import share with Chindia and in the Chindia world market share. When considering
over trade with Chindia (export and import together), however, the coefficient of the

interaction term is still positive but insignificant.
(Table 11 here)

Based on the previous results, Table 12 puts together all variables that have been
found to be individually significant. Column (1) reports results for the whole sample
period; column (2) reintroduces the US; column (3) excludes the three largest advanced
countries (US, Germany and Japan) and column (4) restricts the sample to the post-1994
period. Overall, the results are robust, with the employment share of manufacturing in

t — 1 being associated with lower per capita growth by about 0.5% in conjunction with



a one standard deviation rise in the Chindia export market share; higher Employment
Protection Legislation associated with a 0.2% lower growth; and the share of exports
to Chindia to GDP associated with 0.1/0.2% higher growth, although this is the least
robust result (it is not significant when including the US in the sample and in the shorter
1995-2012 sample).

(Table 12 here)

5 Conclusions

In this paper we have dealt with the question of whether the rise of key emerging economies
(South) such as China and India and their increasing role in world export markets repre-
sent positive or negative news for advanced countries (North). Addressing this question
obviously does not imply that the role of emerging markets should be overly influenced
by its repercussions on advanced countries, but it may be important to understand the
channels mainly for advanced countries to be better able to cope with the inevitable (and
desirable) rise in importance of emerging countries.

The implications of the rise in emerging countries for advanced countries has been the
subject of much debate but there is surprisingly little empirical work directly addressing
this important question. In this paper I have tried first to outline the possible theoretical
channels, in particular related to the relocation of manufacturing activity to emerging
markets such as China and India. The main purpose of the paper is to provide some
empirical evidence and to identify some key facts that future modelling efforts need to
take into account.

The paper is based on a panel estimation using 3-year averages and regressions of
growth in per capita income in advanced countries on country-specific measures of import
and export competition from China and India. The empirical analysis is aimed both at
identifying the average effect of stronger competition, but also to shed some light on the
potential transmission channels (marginal effects), in particular the role of pre-determined
characteristics of the advanced countries themselves.

The key results of the paper are three. First, I find that the role of import compe-
tition from China and India is positive for income growth in advanced countries, while

export competition is insignificant. This implies that, overall, competition from China



and India has been mostly beneficial for advanced countries. Second, both export and
import competition are negative for manufacturing employment, but not for total em-
ployment. Third, the analysis of the transmission channels reveals that countries with a
lower share of employment in manufacturing and lower Employment Protection Legisla-
tion have benefited comparatively more from the rise of China and India. To some extent,
also pre-existing trade links with China and India have a beneficial impact on the growth
consequences of their for advanced countries. Results for both the baseline analysis and
the transmission channels are economically significant and policy-relevant.

One important policy implications of this study is that openness to trade with emerg-
ing markets is beneficial for growth, and that facilitating a reallocation of production
away from sectors where competition is stronger (such as manufacturing) may increase
the benefits. While the paper has on purpose taken a macro and country-level perspective
with the aim to identify some key stylised facts, one important caveat is that results may
not hold when looking at sub-components of output or at industry level data. Future
research may fill this gap and shed some additional light on the channels of transmis-
sion of increased trade integration of large emerging markets for advanced countries, a
phenomenon that is surely going to stay with us for some time to come. Moreover, this
paper has concentrated on income and employment growth, but the deeper question is the
effect of the rise of emerging giants on welfare, however more difficult it may be from an
empirical standpoint due to measurement problems. Finally, distinguishing import and
export competition in final vs. intermediate goods and exploring the role of global value

chains is another important avenue of research.’

9See Baldwin (2012).
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Figure 1. Chindia, world GDP and export shares.
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Table 1. Country list

Austria
Australia
Belgium
Canada
Switzerland
Germany
Denmark
Spain
Finland
France
United Kingdom
Luxembourg

Greece
Ireland
Iceland

Italy

Japan
Netherlands
Norway

New Zealand
Portugal
Sweden
United States

Table 2. Sources of the data

Variable

Real GDP per capita, total imports of goods and ser-
vices, total exports of goods and services, CPI infla-
tion, share of world GDP, oil trade balance to GDP
World export share

Trade openness vs. advanced countries, exports to
and imports from China and India

Value added and employment shares of manufactur-
ing, services, non-tradables and financial services

Employment Protection Legislation

Financial openness (sum of external assets and liabil-
ities to GDP)

Financial development (private credit to GDP, stock
market capitalisation to GDP)

Source

IMF WEO

OECD Economic Outlook and IMF WEO

IMF Direction of Trade (DOT) database

European Commission AMECO database

OECD, STAN database

IMF International Financial Statistics and WEO

World Bank Database on Financial Development and
Structure

Note: The data are annual and refer to the list of countries reported in Table 1.

13



Table 3. Summary statistics

Variable

Income per capita growth
Average income per capita growth in other advanced
Import competition from Chindia
Export competition from Chindia
World export share
CPI inflation
Employment growth
Employment growth in manufacturing
Employment share of population
Employment share of population - Manufacturing
Manufacturing share of value added
Services share of value added
Tradables - share of value added
Non-tradables - share of value added
Manufacturing share of employment
Services share of employment
Tradables share of employment
Non-tradables share of employment
Financial services share of employment
Trade openness
Financial openness
Employment Protection Legislation
Stock market capitalisation to GDP
Private credit to GDP
Exports to Chindia to GDP
Imports from Chindia to GDP
Trade with Chindia (avg imports and exports) to GDP
Oil trade balance to GDP

Obs

266
308
2012
212
294
275
238
236
238
243
223
222
215
221
222
211
195
195
124
234
164
168
149
274
242
242
242
235

Mean

0.02
0.02
0.00
0.00
0.03
0.06
0.01
-0.01
0.45
0.08
0.22
0.69
0.46
0.54
0.16
0.60
0.42
0.43
0.03
0.69
2.78
2.07
.70
.86
.01
.01
.02
-.15

Std. Dev.

0.02
0.01
1.00
1.00
0.03
0.07
0.01
0.02
0.06
0.02
0.05
0.06
0.05
0.06
0.04
0.09
0.04
0.06
0.01
0.34
2.92
1.04
b1

48

.01

.01

.02

.46

Note: The data are 3-year averages aggregated from annual data. They refer to the list of
advanced countries in Table 1. Import competition is defined as the growth rate in the import
share from Chindia, multiplied by trade openness in the previous period. Export competition
is the growth rate in the export share of Chindia relative to the export share of the country,

multiplied by the country’s trade openness in the previous period.
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