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OPINION ARTICLE

Justin Yifu Lin®™¢

Dual Circulation and China’s Development

Abstract In 2020, China proposed a new development paradigm centered on
domestic circulation with a “dual circulation” model in which domestic
circulation and international circulation promote each other. This new paradigm
reflects a clear understanding of China’s development trend that saw its share of
exports in the GDP declining steadily since 2006. However, the new paradigm
does not necessarily mean that China should change its past policy of fully
utilizing domestic and international markets and resources in economic
development. Because of large economies of scale in modern manufacturing
sector, China should continue to make full use of international markets.
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I would like to take this opportunity to discuss a topic which I believe everyone
is concerned with, that is the development of Chinese economy under the dual
circulation highlighted in the New Development Paradigm. On July 30, 2020,
China proposed a new development paradigm centered on domestic circulation
with a “dual circulation” model in which domestic circulation and international
circulation promote each other. As is known to us, China adopted the model of
making full use of domestic and international markets and resources in the past.
Quite many scholars and media called China’s development model an
export-oriented model. As the new model is set to focus on domestic circulation,
many are wondering whether China has changed its development model and will
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transition from the past export-oriented economy to a domestically-oriented
economy.

China is the largest trading nation in the world. If it shifts its development
model from export-oriented to domestically-oriented, it will affect other
countries in addition to itself. That is why domestic and foreign media have been
highly concerned with this topic recently. So why has China proposed treating
domestic circulation as the main circulation? We may think of some current
factors such as COVID-19, which has had a huge impact on the global economy,
and on everyone in every country. When economy shrinks as income decreases,
demand will understandably fall, with considerable impact on international trade.
According to the World Trade Organization, international trade in 2020 is likely
to drop by 13 to 32 percentage points from 2019. As this forecast was made at
the beginning of April, I believe the drop will be closer to 32% based on current
situation.

As the world’s largest trading nation, China will definitely experience
reduction in exports, which means that its domestically-made products will have
to be increasingly absorbed domestically, namely, domestic circulation. Another
factor that captures our attention is China-US friction which will certainly affect
China’s exports. But China needs to develop its economy and increase its
production. If its exports decline, its production will have to be absorbed
domestically, which is domestic circulation. But I believe what is more important
is that the policy reflects changes in China’s economic development and the basic
laws of economics.

China experienced the peak of export in 2006 when its exports accounted for
35.4% of its GDP, which means a little more than 1/3 of its products were sold to
foreign countries. The percentage fell to 17.4% in 2019. To put it another way,
even before this new policy proposal, 82.6% of China’s domestic production had
been domestically absorbed and circulated. So what accounts for the change?
From the perspective of the basic laws of economics, I think there are two
reasons. For one thing, a larger economy means a higher percentage of its
products in domestic circulation. In addition, a proportionally higher service
sector in a country points to a higher percentage of its GDP in domestic
circulation.

Why? Because as we know, with large economies of scale today, the
manufacturing sector produces loads of stuff. If a country is a small economy
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with insufficient capacity for domestic absorption, it has to rely on bigger foreign
markets when it wants to develop such a modernized manufacturing sector. A
bigger economy means a bigger capacity for domestic absorption. We may look
at some specific statistics in 2019, Singapore’s exports accounted for 104.9% of
its GDP while for Chinese Taiwan’s exports were 53.9%. As I mentioned before,
the number was merely 35.4% for China at its peak in 2006, which was due to its
economic size. As the world’s second largest economy now, China has much
more capacity for domestic absorption than small economies.

As for the second reason, we may look at a few statistics from the US and
Japan. In 2009, U.S. exports accounted for 7.6% of the country’s GDP, which
means 93.4% of its domestically made products were absorbed domestically;
while for Japan, it was 13.4%, which means 83.6% of its GDP were absorbed
domestically. Why do these two countries, the world’s first and third largest
economy respectively, both have lower percentage than China, the world’s
second largest economy? It is mainly because they are high-income countries
where the service sector accounts for a higher proportion of GDP. The service
sector accounts for about 80% and 70% of GDP respectively in the US and Japan;
while for China, it is 53.6%. What are the characteristics of the service sector?
Quite a big proportion of the service sector is non-tradable, so a higher
percentage of the service sector in an economy means a lower percentage of
exports in its GDP.

As mentioned previously, exports accounted for 35.4% of China’s GDP in
2006 while the GDP per capita was USD2,099 at that time. China’s economy
took up 5.3% of the world’s economy with service sector contributing to 41.8%
of the GDP. In 2019, China’s GDP per capita rose from USD2,099 to USD10,098,
and the percentage of China’s economy in the world economy tripled from 5.3%
to 16.4%. The percentage of the service sector in China’s GDP grew from 41.8%
in 2006 to 53.6% in 2009. With the continuous growth of per capita income in
China, China’s share in the global economy and service sector in domestic
economy will both definitely rise, China’s exports will inevitably decline from
the current 17.4% to 15%, 12% and 10%, and the portion in domestic circulation
will gradually rise from the current 82.6% to about 90%.

I believe that the new statement on domestic circulation actually represents a
clear-headed judgment of the trend in the present development stage, and aims to
change the general perception that China is an export-oriented economy. If we
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were an export-oriented economy with our exports being affected, we would
suffer a significant impact on our development. But in fact, in such a large
economy with the service sector exceeding 50% of the GDP, domestic absorption
of products through consumption and investment is the main determinant of
growth in China. As domestic absorption has exceeded 80%, it will continue to
move towards 90% in the future. In conclusion, the proposed policy is a
recognition of the fact that domestic circulation dominates China’s economy,
allowing us to understand the current development trend.

Are international market and resources important in the dominance of
domestic circulation? And should we change our past policy of fully utilizing
domestic and international markets and resources to develop China’s economy?
Not necessarily.

This is because the modern manufacturing sector has very large economies of
scale. Even as a big economy, China accounted for only 16.4% of the world’s
economy. That is to say, there is still 83.6% of world’s economy remaining. In
this area, as our industries develop and income level rises, our capital and
technology will become increasingly intensive and investment increasingly
bigger. If we are able to enter bigger markets after production, we will gain
higher profits. That is why we should continue to make full use of international
markets.

Apart from that, every country has advantages and disadvantages in its
economy. What are the disadvantages for China? China has very low levels of
natural resources per capita, meaning that we are disadvantaged in natural
resources. In addition, our income level is a bit higher than USD10,000; while
those of developed countries are USD40,000, USD50,000 and USD60,000. They
are advantaged in highly capital-intensive and technology-intensive industries,
while we are not. As the world’s factory, we used to export many labor-intensive
products thanks to our comparative advantage. As our income level rises, we will
gradually lose such an advantage. If the products for which we have no
comparative advantage are available in international markets, we should buy
cheaper ones from abroad. So we should continue to make full use of
international resources including natural resources, hi-tech products, and even
highly labor-intensive products, of which the costs of domestic production are
very high. Only by doing that can we achieve low cost and high quality of
economic development.
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It remains a question if some technology that concerns our national or
economic security is owned only by the US, and not even by Europe or Japan. If
that is the case, we may have to mobilize the whole nation to develop it by
ourselves. For the majority of technologies, there are many countries and many
sources in the world, we will still make full use of domestic and international
markets and resources during our development.

Therefore, the new development paradigm reflects a clear understanding of
our development trend. It allows us to grasp opportunities to drive China’s
high-quality development.

Currently, China is the world’s second largest economy by market exchange
rate, and the largest economy by purchasing power. China has accounted for
about 30% of the world’s economic growth annually since 2008. In the new
development paradigm China’s economy will remain stable as long as China
does well in domestic circulation. It is very likely that no matter what the state of
the external environment is, 30% of the world’s market expansion every year will
be from China in the coming years, as it has been since 2008.

In conclusion, China in the new development paradigm will continue to be the
main driver of growth in the world, contributing to the further prosperity in
China and development in the world.
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