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Summary

China feeds 10 people from every hectare of agricultural land – more than twice the world average – but it is well able to meet it’s current demands for food; it’s share of world production of many major food commodities exceeds even its large share of the world population. 

With national income growing about 7 percent faster than the growth in population, the composition of China’s import demand for food will probably change, opening up greater opportunities for Australian producers. These include broad-acre crops and livestock production (wheat, beef) and for high quality, standardised food ingredients (dairy). The demand for fibres in which Australia is a competitive producer (cotton, wool) also seems likely to continue to grow strongly as China benefits from the January 2005 termination of the textile and clothing quotas in Europe and North America.

China’s relatively low levels of border protection for agriculture and its agreement, at the time of its WTO accession, to cap its production subsidies suggests that it may be possible to negotiate a ‘clean’ bilateral free trade agreement on all agricultural products that will offer net gains for both economies. The most difficult negotiations will probably concern the products still subject to tariff-rate quotas after 2004.

The credibility of the commitments made on agriculture will be tested, however, by the transparency and efficiency of Chinese trade administration -- particularly in the import of ‘national strategic products’ where the Chinese SOEs retain a grip on the majority of imports – and by the efficiency and fairness, on both sides, of the administration of SPS and standards barriers.

Australia’s ‘early mover’ opportunity to establish a preferential agreement with China leading to free trade promises a competitive edge in the Chinese market for Australian firms. But it will also add to a growing compliance cost burden for Australian exporters. It would make a lot of sense also to use our ‘early mover’ advantage in a more sophisticated way – with China’s help -- to help establish the ground-work for region-wide trade liberalization.

A quick tour around Chinese agriculture

What does China produce?

Although China remains a poor country with an annual per-capita income of about $US890 – about the same range as Sri Lanka or the Philippines (World Development Indicators, 2003, PPP basis of ranking) -- it is not a hungry country.  

China has 10 persons to feed per hectare of arable land —more than twice the world average of 4.4 persons per hectare. Yet China has remained largely self-sufficient in food production and is a major producer of many important commodities. China’s share of world production exceeds even its share of world population for several major commodities. Most notably, China produces over 40 percent of the world’s pork and vegetables. It’s low shares of milk, sugar, beef, soybean, and fruit production reflect its relatively low consumption levels of these commodities.

China’s per capita meat consumption is large for a developing country, reflecting its position as the world’s largest meat producer; China accounts for approximately half of global pork production. But grains (mostly rice and wheat) and vegetables make up about 70 percent of per capita food consumption in China – higher than the world average, reflecting China’s lower per-capita income. As China’s consumers grow wealthier, it is likely that consumption of all foods will grow, but consumption of meat, fruits, fish, fats and oils, and sugar and sweeteners will grow the fastest.

Table 1: Degree of food self-sufficiency

	
	Share of global output relative to share in global population

	Pork
	2.2

	Vegetables and melons
	2.0

	Eggs
	2.0

	Tobacco
	1.7

	Rice
	1.6

	Rapeseed
	1.3

	Corn
	1.0

	Cotton
	1.0

	Wheat
	0.9

	Poultry
	0.9

	Fruit
	0.7

	Soybeans
	0.4

	Beef and veal
	0.4

	Sugar cane
	0.3

	Milk
	0.1


Source:  USDA, Economic Research Service, “China’s Food and Agriculture: Issues for the 21st Century / AIB-775”, 2002
The economic importance of agriculture

China has a huge expanse of cultivated land, much larger than Australia’s 50 million hectares; at 130 million hectares China has the 4th largest endowment world wide, comparable to that of the United States (174 million hectares harvested in 1997). 

But China also has the world’s largest concentration of farmers. The agriculture sector of the economy comprises more than 200 million small-scale household farms. Almost 70 percent of the population was still living in rural areas at the end of the 1990s. The level of rural incomes is therefore crucial to overall national income and its share in national income an essential factor in the distribution of wealth. Rural incomes, however, continue to lag urban incomes by a significant margin.

Table 2: Key agricultural indicators

	  
	1970
	1980
	1990
	2000

	  
	(Percentage)

	Share in GDP
	
	
	
	

	Agriculture
	40
	30
	27
	16

	Industry
	46
	49
	42
	51

	Services
	13
	21
	31
	33

	Share in employment
	
	
	
	

	Agriculture
	81
	69
	60
	50

	Industry
	10
	18
	21
	22.5

	Services
	9
	13
	19
	27.5

	Share in exports
	
	
	
	

	Primary products
	...
	50
	26
	10

	Foods
	...
	17
	11
	5

	Share in imports
	
	
	
	

	Primary products
	...
	35
	19
	21

	Foods
	...
	15
	6
	2

	Share in agricultural output
	
	
	
	

	Crops
	82
	76
	65
	56

	Livestock
	14
	18
	26
	30

	Fishery
	2
	2
	5
	11

	Forestry
	2
	4
	4
	4

	Share of rural population
	83
	81
	74
	64


Souce: FAO “State of Food and Agriculture, 2002”, Rome 2002, Table II.12

What does China import and export

For a very large economy with a strong comparative advantage in manufactures, China’s agricultural export performance is surprisingly strong. The food share of China’s exports in 2000 was about 6 percent: much lower than Australia’s 21 percent but (again) comparable with that of the USA food share of 8 percent. The food share of China’s imports in 2002 was just 4 percent, a dramatic fall since the pre-reform days of the 1980s when it was above 30 percent.

The world as a partner

Overall, China is a net importer of bulk commodities, primarily wheat. In some years, China has been a major importer of corn and cotton, and in other years, it has been a major exporter of those commodities. China is a major exporter of rice. During the 1990s, China emerged as a major market for imports of oilseeds, vegetable oils, and oil meal. China uses most other agriculturally related imports as intermediate inputs for manufacturing. China uses imports of fabrics, hides, and skins in its export-oriented garment, footwear, and leather product industries. Net imports of fertilizers help boost China’s domestic crop production, reducing the need for food imports.

Australia as a partner

Except for wool – and possibly cotton – China is still a small market for Australian agricultural exporters, albeit a rapidly growing one. The value of Australia’s agricultural exports to China (food and fibres) in 2002 was about $US1.5 billion compared to the value of global exports of the same products at $US22.25 billion.
  That ‘s about a 6 per cent share of our global exports.

See the Figures in the Appendix to this paper for an illustration of current and potential Australian agricultural exports to China.

The recent trends in our exports reflect the rapid rise in Chinese demand – many Australian commodities experienced growth two to 12 times the growth in demand from China that they saw on world markets in the past 5 years. But the size of 2002 trade flows in each commodity reflects specific conditions – the drought in Australia (dairy, grains), a rebound from earlier demand lows (sugar) and the variability of China’s own market (grains, flour).

Table 3: China’s trade in agricultural products ($US billions)

	
	Average Annual Trade 1995 – 2000

	Category
	Exports
	Imports
	Net Exports

	Manufactured food and beverages
	3.5
	.3
	3.3

	Animals and animal products
	2.2
	.5
	1.7

	Vegetables
	1.6
	.1
	1.5

	Fish and seafood
	1.9
	.8
	1.2

	Tobacco coffee tea and spices
	1.1
	.2
	.9

	Fruits and nuts
	.4
	.2
	.2

	Grains feeds and milled products
	1.4
	2.6
	-1.3

	Oilseeds fats, and oils
	1.3
	2.9
	-1.6

	Fibre, fabrics hides and skins
	5.5
	7.2
	-1.6

	Fertilizers
	.2
	2.8
	-2.6

	Other agricultural products
	.4
	1.2
	-.9


Source: USDA Economic Research Service, “China’s Food and Agriculture: Issues for the 21st Century / AIB-775”, 2002
Key policy trends

Production

China’s very high levels labour/land ratio suggests that its comparative advantage lies in labour-intensive products, such as poultry, pork, fruits and vegetables. Land-intensive grain production is less economically attractive and, as in Australia, faces growing water supply constraints, particularly in the vast irrigated cropping areas of northern China. In contrast, China’s labour-intensive vegetable, fruit, and livestock industries are cost competitive not only in the domestic market but also overseas. China is already a net exporter of these goods and a net importer of land-intensive crops (Table 3).

Policy

The past half-century has shown us several examples of rapidly industrializing countries moving from a predominantly rural and agricultural economy through a period of intense capital accumulation and growth to an urbanized, wealthy industrialized or mixed economy. In fact, the history of both Japan and Korea in the past few decades give us reasonable models with periods of growth that – it’s sometimes forgotten – were just as spectacular as those we see in China today.

It’s typical of such economies that earlier in their development they tax agriculture – the original source of most wealth. Many governments have subsidized urban incomes at the cost of farmers by enforcing price-controls on food and by dumping on rural producers and households the costs of protection for ‘infant’ manufacturing industry --including not only higher prices for production inputs but exchange and labour policies designed to favour secondary industry. 

Later, as the industrialization phase matures and urban migration strains city services, these governments have often reversed their policies, subsidizing agriculture in order to maintain food self-sufficiency or at least security and to boost rural incomes in an attempt to re-balance national income distribution and alleviate rural poverty.

So it seems to be with China. From the 1950s through the 1970s, under the collectivised farming system and central government procurement, Chinese farmers were effectively taxed rather than subsidized. Producers were paid low prices for mandatory sales of commodities to the government, and urban consumers received subsidised food prices, sometimes below the cost of production. After rural reforms began in 1978, the government raised procurement prices to stimulate grain production while continuing to sell grain to urban consumers at subsidized retail prices. USDA researchers report that China’s spending on price subsidies (mostly grain crops and some livestock products) increased from 7.9 billion yuan in 1979 to almost ten times that level (71.2 billion yuan or $US8.7 billion) a decade later in 1998. 

As both urban incomes and agricultural production increased over the past two decades, widespread urban food subsidies became unnecessary and taxation of agriculture began to disappear. In the late 1990s, prior to joining WTO, the Chinese government tried to boost farm incomes by setting it's own procurement prices above the world-market level for commodities including wheat, soybeans, and corn, while shutting out imports by using unannounced quotas and licenses, and through government monopolies on imports. 

The subsidies do not affect all commodities. Rice prices, notably, have continued to lag behind world market prices. Also, China's refusal to join the round of currency devaluations in East Asia in the late 1990s (a reaction to the 1997 financial markets crisis) left it's agricultural sector facing more competitive imports from neighbouring countries. Also, USDA estimates that the explicit tax burden on farmers -- including local taxes and fees -- has been rising to as much as 25 percent of net farm incomes (2002).

These contrary trends in the use of market controls explain some of the variability in Chinese commodity stocks and import demand over the past decade or so.

A market economy?

There is evidence of the growing impact of markets in regulating production and distribution of agricultural produce in China. According to FAO the proportion of commodities sold at market prices “was just 6 percent in 1978 but had risen to 40 percent by 1985, 79 percent by 1995 and 83 percent by 1999.”

The FAO also cites evidence that prices across the country now increasingly reflect a high degree of market integration.  

“A recent study found that agricultural prices for all major commodities, including rice, wheat and, especially, maize and soybean, have moved together across far-reaching localities within China. China's markets are becoming more integrated and efficient, and increasingly resemble those in more market-oriented economies.” (FAO, State of Food and Agriculture, 2002)

Externally, the State-owned enterprises (SOEs) – whose purchasing and stockholding policies are not published -- retain significant import trading (see Table 4).

Threats and opportunities 

The outstanding fact about Chinese formal agricultural trade policy is the degree to which China’s WTO accession terms have circumscribed the usual threats.

Given the enormous size of its agriculture sector – even relative to the rest of China’s own economy, let alone to the agriculture sector of other economies – and the essential role that rural incomes play in distributing the benefits of growth, the decision of the Chinese government to adopt a WTO agricultural tariff schedule that, after 2004 will average 15 percent (one quarter of the global average for agriculture), shows remarkable confidence in China’s own development plans. 

China’s WTO schedule sets a benchmark for developing country agriculture and puts some earlier new-industrializers such as Japan to shame for maintaining during the past forty years a panoply of border barriers on agricultural products ranging up to hundreds of percent on an ad valorem basis.

Table 4: China’s WTO accession schedule; selected products

	  

  
	Import volume - m tonnes 
(State trading share - percent)
	Quota growth
	In-quota tariff
	Out-of-quota tariff

	
	Actual 2000
	Quota 2002
	Quota 2004
	 
	  
	2002
	2003
	2004

	
	  
	(Percentage)
	(Percentage)

	Rice
	0.24(100)1
	3.76 (50)
	5.32 (50)
	19
	1
	74
	71
	65

	Wheat
	0.87(100)
	8.45 (90)
	9.64 (90)
	8
	1
	71
	68
	65

	Maize
	0.00(100)
	5.70 (67)
	7.20 (60)
	13
	1
	71
	68
	65

	Cotton
	0.05(100)
	0.82 (33)
	0.89 (33)
	5
	1
	54.4
	47.2
	40

	Wool2
	0.30
	0.34
	0.37
	5
	1
	38
	38
	38

	Edible oils3
	1.79(100)
	5.69 (40)
	6.81 (10)
	15
	9
	75
	71.7
	68.3

	Sugar4
	0.64
	1.68
	1.95
	8
	20
	90
	72
	50

	1 Figures in parentheses are the share (in percentage terms) of non-state trading in import quota.2 Designated trading in 2002-04 and phased out thereafter.3 The tariff rate quota regime will be phased out in 2006. In 2005, import quota will be 7.27 million tonnes with 9 percent in-quota tariff and 65 percent out-of-quota tariff. 4 Phased out quota for state trade.


Souce: FAO “State of Food and Agriculture, 2002”, Rome 2002, Table II.16

The most important caveats on the liberalization of agricultural imports concern the so-called ‘national strategic products’ listed above that remain subject to Tariff Rate Quotas (TRQ’s) on imports in most of which State-owned enterprises (SOEs) retain a substantial proportion of the in-quota trading rights. TRQs on rice, wheat, maize and cotton will continue after 2004 at levels to be negotiated or, if no new levels are agreed, by default at the 2004 level.
China’s acceptance, after intense negotiation with the USA and Europe, of a zero ceiling on it’s use of trade-distorting (“Amber box”) domestic supports and a ceiling on de minimis subsidies equal to 8.5 percent of  agricultural production, means that China’s ability explicitly to subsidize future production is very limited. The ceiling would have been about $US14 billion in 2002, but China’s actual expenditure seems to be much less. For reference, the US 2002 farm bill proposed explicit (‘amber box’) expenditure conservatively estimated at $19 billion.

Following the adoption of the ‘Framework’ text, it seems likely that the Doha round will see China’s tariffs and perhaps it’s de minimis support ceiling reduced still further – although WTO members have still to decide on a potential ‘discount’ in any tariff cuts for recently acceded WTO members.

China’s record in implementing its obligations under the WTO agreement has been generally good, although not spotless: the initial tariff quotas for imports of commodities were allocated late in the quota-year and on an obscure basis. Also, China continues to use its domestic value-added tax (13 percent on raw materials and 17 percent on processed) as a protective measure. The VAT is payable on the duty-paid value of imports but some domestic production is, apparently, exempt.  Furthermore, US agencies allege that China continued to offer export subsidies on corn in the first year after accession, when it had agreed to eliminate the subsidies.

There remains, too, ample room for concern about how Chinese import and production policies will be managed in practice. The state trading monopolies that managed Chinese supply and demand for agricultural commodities before WTO accession are still in place and are apparently still guided by a mandate to maintain food self-sufficiency; but they make no announcements about stocks or prices or supply projections so it’s impossible to be certain what guides their purchasing policies. 

In the mid and late 1990s there were wild variations in China’s purchasing of wheat and corn as the state-trading companies apparently sought to maintain and then quit stocks. Under the terms of its accession protocol, China agreed to allow private companies to manage imports of a specified quota of imports of wheat, corn, cotton and vegetable oil (see Table 4). But the limit on the number, activities and ownership of these private entities continues to give rise to allegations that trading rights are being manipulated to restrict imports.

China has also been accused of failing to meet its obligations in the determination and implementation of standards and SPS measures affecting food trade including by the United States over China’s 2002 ban on the import of GMO-soy beans and the risk assessment procedures and implementation of a range of significant SPS barriers:

· Wheat: fungal disease and unreasonable MRLs

· Meat and poultry: unreasonable demands for ‘pathogen free’ status of imports

· Food additives: restrictive listing of prohibited products in excess of international standards

· Seafood: burdensome certification requirements

· Soybean: proposed suspension of imports (2003) from US, Argentina and Brazil to protect against a widespread insect pest also prevalent in China

· Inspection procedures: the USA alleges that burdensome certification and inspection requirements for many products are being used to control the pace of entry of imports

Opportunities

In view of the nature of China’s current commercial policies, the opportunities for Australian agricultural exports to China are less likely to be determined by the structure of import protection or domestic subsidies or even export subsidies, as is the case in our other major markets including:

· USA: At least up until the FTA is fully implemented, opportunities in important US markets such as sugar, beef, dairy, peanuts and horticulture will remain limited by arbitrarily high out-of-quota tariff rates

· Japan: Markets for beef, dairy, rice remain highly protected

· EU: Virtually every market is controlled by levels of protection that limit access to highly contested MFN tariff quotas and a small number of residual quotas for beef and dairy

· Thailand: Despite the FTA, dairy products remain subject to tariff quotas with high out-of-quota rates for the next 25 years

Apart from the uncertainties introduced by the actions of the SOEs – particularly in rice, wheat, corn and cotton -- Chinese import demand is likely to reflect the economy’s comparative advantage and growing capacity in labour-intensive agriculture such as horticulture, pork and chicken production, and in light manufacturing including processed foods. It will also reflect the rapid growth of urban incomes and a probable change in the patterns of consumption to reflect those found in wealthier economies (higher levels of meat consumption, reduced demand for simple grains or horticulture, higher demand for processed and prepared foods). 

Although it seems very likely that China will be able to sustain high levels of self-sufficiency in grains and meat and horticultural products, this policy objective has little in common with the development of a food industry that is capable of meeting the expectations of an increasingly wealthy population. Satisfying a growing demand for more expensive, value-added processed foods depends on the competitive production and ready availability of high quality, standardised food ingredients complemented by fresh products. An agricultural sector that is still, basically, characterized by millions of smallholdings with limited mechanization and still-unreliable infrastructure, many of whom consume more than 70 percent of their own production, is not a good basis for a high-volume production of such standardised foods and food ingredients. 

There seems to be a great opportunity for Australian suppliers in the development of both the food ingredients market -- such as dairy fats and proteins, standard cereal and grains products and flours, vegetable oils or standardised high-quality meat products -- and markets for the products of broad-acre cropping and livestock activities. 

China does not seem to be increasing its self-sufficiency in textile fibres such as cotton and wool. The opportunities here for Australia are already being strongly exploited and there seems to be no reason – other than the state of global demand for textiles of Chinese origin -- why these two products will not retain their leading role in Australia’s agricultural exports to China.  

Breaking new ground in commercial policy

By now, after an exhaustive public dissection of the FTA with the United States and the long-drawn-out wrangling over the WTO agreement, it can hardly be a secret that there’s often a large gap between the promise and the performance of trade agreements and that they’re frequently most vague where they need to be courageous. Governments under pressure from industries facing import competition are normally not inclined to use a trade agreement to drive commercial policy: more often it’s the other way around. 

China’s WTO accession agreement has been the outstanding exception that proved this rule. The government of China seemed to take a big gamble that the ‘marketizing’ impact of the WTO accession would consolidated the achievements of domestic economic liberalization and help to define the path to future growth through greater integration with the global market. 

So one question posed by the prospect of an FTA between our two economies of such vastly different size and composition and growth is: will China continue in this FTA to allow an ambitious (bi-lateral) agreement to drive further liberalization of commercial policy or will it adopt a more typical approach and ensure that the concessions made to Australia are spun out over a long period during which the agreement is unlikely to get much – if at all -- ahead of the pace of structural change in China? 

We don’t know the answer to that question, yet. Perhaps after the ‘scoping study’ being undertaken by the two governments right now and due for completion next March, we’ll have a better idea of the level of ambition that is possible in this agreement in terms of the terms of access and the implementation period. 

But, as far as agriculture is concerned, there are at least two reasons to be optimistic
1. The pace of structural change in China’s economy has been high for a long time: since 1978 at least. So there’s a good chance that it will continue to change quickly, propelled by both demography and the economic aspirations of Chinese people. This means that China may be able to afford to be more courageous about timeframes than has been the case either in our agreement with the United States (where key markets remain controlled for the next 18 years) or Thailand (where some imports remain controlled for 25 years)

2. The starting point for reducing impediments to trade at the border is a good one. There isn’t as far to move on the formal trade barriers as there was in the case of either the USA or China

The fact that formal border protection is relatively low, however, only emphasises the relatively greater importance of the non-border regulations, practices and policies that are likely to play a role in determining the future growth and composition of our agicultural trade with China

· The role of the SOEs with designated shares of imports or that have exclusive rights in distribution or internal sales – particularly in ‘strategic’ commodities -- should be made more transparent (in the first instance: eg. published stock policies, stock levels, prices, contract terms) and then progressively reduced or eliminated

· Trade facilitation issues should figure prominently: cooperation on port clearance procedures, standards certification, SPS standards harmonization (particularly of MRLs but also on GMOs), facilitation of documentation and electronic clearances.

Australia’s own ‘courage’ may by now have been improved as well; the agreement with the United States has marginally improved our approach to the management of quarantine protection and the agreement with Thailand has force the government to address the issue of remaining textile and garment protection – unfortunately with a regressive textile safeguard mechanism built in. 

The reduction of barriers justified by SPS concerns – on both sides -- will be a touchstone of success in our future agreement with China. Australian exporters want to be certain that he Chinese system is transparent, the barriers proportionate and based on scientific assessments of risk. Equally, it will be important that Australia’s barriers to key Chinese production including horticulture, poultry and pork meats are based on a proportionate response to import risk. 

In the past we have too often allowed a pedantic examination of the scientific risk to blind us to the economic consequences for our own economy and for our trading opportunities of high quarantine import barriers.  If ever there were a case for carefully assessing the economic consequences of our response to SPS risks, it will be in the context of our bilateral trade with the dominant economic power of our region.

Creating a region-wide standard

At best, trade agreements are an attempt to solve yesterday’s problems or, at worst, do no more than change the description of old problems so that they seem to fit into new ‘solutions’. Yesterday’s agricultural import quota  or variable levy after ‘tariffication’ becomes today’s tariff quota or ‘minimum access guarantee’; becomes tomorrow’s “sensitive product” (as the new WTO Framework agreement now calls them).

Australians are fortunate to live on the southern edge of the world’s biggest and most rapidly growing agricultural markets and to enjoy a comparative advantage in broad-acre production that complements the comparative advantage of economies such as Japan, Thailand and China. We are also fortunate that we have the opportunity and the trade agreements technology to construct with China one of the first and potentially most significant agreements to fully open up agricultural markets.

There are many more such agreements that could be crafted in this region of the world’s biggest markets. Obvious candidates for bilateral agreements with Australia, one day probably sooner rather than later, include Japan, the other economies of ASEAN (including Vietnam), Korea, Canada, Mexico and Chile. Several third-party agreements now under negotiation already span part of the same region including Japan-ASEAN, ASEAN-China, and New Zealand-China.
Bilateral trade agreements such as this one being considered with China offer businesses the potential to ‘stealing a march’ on competitors by offering a competitive margin equal to the import preference. Each agreement also adds to the costs of managing the overall network of agreements (for business, these costs are typically the costs of meeting different compliance systems in order to benefit from the preference provided under the agreement). 

Right now, the benefits of an exclusive agreement with the United States and an exclusive agreement with China are likely to be greater than the costs to Australian exporters of managing two different compliance structures (different rules of origin, different standards, certification, quota administration etc). But that cost-benefit relationship is unlikely to endure. The benefits of the competitive ‘edge’ will dissipate as third parties strike their own bilateral deals, while the additional network (compliance) costs endure. Over time (maybe not a long time) the net benefits of this policy are bound to shrink.

Wouldn’t it make sense to use our ‘first-mover’ advantage in the negotiations with China in a more sophisticated way: to set a standard or ‘template’ that could reduce the differences among our own bilateral agreements and even between our agreements and those struck by, for example, New Zealand. Shouldn’t we seek China’s help on this score, to find a format that China could (separately) apply in its still-evolving agreements with ASEAN or its future agreements with other regional countries? Shouldn’t we be working closely with New Zealand on an approach these compliance issues that could apply in both of our bilateral agreements with China? Shouldn’t we be testing the opinion in a regional forum such as APEC about was to reduce the ‘network costs’ across the range of bilateral agreements that now characterize the region?
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� This data is taken from UN ComTrade sources: hence the $US denomination


� US Trade Representative’s 2003 report to Congress on the Implementation of China’s WTO Protocol Washington, 11 December, 2003 p 43 and ff.
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