The Demise of the Chinese Export Arbitrage
Do you believe that the reason that China has been able to displace nations, like the U.S. and European countries, in the manufacture of clothing because Chinese workers get paid sweatshop wages?  Many people think that the reason that goods from China are cheap is that the Chinese people are poor and work for low wages.  After all, if you look at economic data from some place, like the World Bank or the OECD, you would find that per capita GDP for China, in U.S. dollars, is around $3,000, about one-tenth that of the U.S.  However, using U.S. dollars obfuscates the reality.  Indeed, if you look at the CIA’s economic figures, which are done on a purchasing power parity basis, you would begin to see the error.

The truth is that Chinese people do not spend in or live on U.S. dollars: they spend Yuan.  It just so happens that the Yuan is not a free-floating currency, like most of the world’s currencies.  It is fixed against other currencies by the government, which also means that the only buyer and seller of Yuan is the central bank of China.  Thus, the Yuan is currently selling at between 6 and 7 Yuan per U.S. dollar.  In turn, that means that a per capita figure, like US$3,000, is really more like ¥20,000, which can actually buy a fair amount of goods and services, in local prices.  It is misleading to say that a Chinese worker at a textile factory only earns US$1/hour, and I really find it objectionable when I read such quotes in the press.   It is like pointing out that an Australian makes US$3/hour because the Australian dollar is worth only about fifty US cents. 
Although money is just paper, its true value is in what it can purchase: its purchasing power.  In that regard, although 7 Yuan can purchase only one U.S. dollar, and one U.S. dollar can buy only two candy bars, seven Yuan can purchase a very nice home-made noodle dinner, in China.  An apartment, in a city, like Guangzhou, which is a city with a population approaching 10 million and is located in the heart of the Chinese export region near Hong Kong, might cost ¥1,000 per month, which, in U.S. dollar terms, seems cheap but is reasonable, in terms of average wages, in the area.  In the end, it is not slave labor wages that have built the Chinese export machine but, instead, it is the fixing of the Yuan at a low price relative to foreign currencies.  In other words, people who import Chinese goods to their foreign countries are taking advantage of a basic economic principle in foreign exchange: purchasing power arbitrage.  
In foreign exchange rate theory, a fundamental precept is purchasing power parity (PPP), which says that if I am at the border between two countries, A and B, and I buy a Big Mac (people, in the currency business actually calculate the Big Mac Index for various countries) for A$10, in country A, and I walk across the border and buy a Big Mac for B$20, in country B, then, the exchange rate between A’s and B’s currencies should be B$20/A$10 = 2B$/A$.  Otherwise, assuming no barriers to trading, I could buy Big Macs in one country and walk across the border and sell them in the other country for an instant profit, based solely on the mispriced exchange rate.  Indeed, when currencies are free floating these acts of buyers, doing this sort of arbitrage, in goods, like Big Macs, would result in buying and selling in the currency markets, which would ultimately result in currency prices moving to their proper purchasing PPP values.  Of course, these days, one also has to make allowances for currency speculation, which can push a currency away from its true value.  

The next level of the theory of PPP takes account of differences of inflation rates in countries.  Returning to our Big Mac example, then, if the inflation rate is 10% per year, in country A, and it is 20%, in country B, it would cost A$11 for a Big Mac next year, in A, and B$24 next year, in B.  The expectation would, in turn, be that the exchange rate forward one year will be B$24/A$11 = 2.1818 B$/A$.  Forward exchange rates, contracts to buy and sell a specific currency for another at a specified future date, are actually determined by covered interest arbitrage, which says that rates of return on investment assets in one country must be the same as in all others.  To be sure, there are other factors beyond these that go into actual market pricing, in the present or in the future, but this gives you the basic tools for understanding.  Again, in a fixed rate currency regime, nothing happens to rates unless the government decides to change them.
Even though the man or woman on the street, in China, is insulated from this currency game, in terms of the buying power that he receives from working for a company that makes export goods, he is aware that something is going on.  However, his conclusion about what it is that is amiss is misplaced.  He, for one, wrongly concludes that foreigners are all rich, and he believes that he should get paid more from foreigners.  He also sees that the owner of the export company is relatively rich, and he perceives that the reason that the owner is so rich is that he is selling his goods to foreigners at foreign PPP prices, when, in fact, that is not quite true.  Actually, both his boss and his boss’ foreign buyers are taking advantage of the PPP arbitrage, splitting it, in some way.  His reaction is manifest in several ways.  

First, he believes that all foreigners are rich because it costs them only US$1 for lunch and a few hundred dollars per month for rent, in China.  He is coming to the reverse conclusion that people in the West reach when they hear that the Chinese worker gets paid only US1/hour.  In his eyes, the Westerner earns $60 Yuan an hour, so he is earning over ¥100,000 per year, which could buy a lot of luxury, in China.  Thus, many locals will try to greatly inflate prices for a foreign buyer.  The other reaction has been to press for higher wages, so that the workers can enjoy a larger slice of the purchasing power disparity in the export products that they help to produce.  That has helped to hurt export producers, who have been further impaired by the new rules for labor, initiated by the Chinese government, last year.  In our talks with business owners, last year, we found that in many cases, labor costs increased by as much as one hundred percent from the new labor laws, alone.  All tolled, about three-quarters of a million businesses closed their doors, last year, sending over 20 million migrant workers, the backbone of the export manufacturing business, back to their villages.  Many Taiwanese and other foreign owners of manufacturing facilities, in China, have already move their operations to Vietnam for the next opportunity in export purchasing power arbitrage.  The other affect from these cost pushes is that the currency becomes revalued, internally, defeating, somewhat, the absolute control that a government attempts to exert in a fixed rate exchange regime.
Another factor that has been eating away at this purchasing power parity gap is that shipping prices, including the price of oil, are determined, internationally, and even though China subsidizes internal energy costs, it cannot affect shipping prices of goods exported.  Indeed, I had been hearing, for years, from people who were buying export goods that it was becoming increasingly less viable based on transport costs.  Then, since last fall, currencies, like the Pound and the Euro, have dropped by about 30 percent versus the Yuan.  In the end, a confluence of factors is combining to eventually remove the PPP advantage of exports, entirely.  Moreover, as the price between the Yuan and western currencies changes, the foreign buyers are not going to increase the prices that they pay for Chinese goods.  As a result, Chinese exporters have been caught off guard, resulting in the massive closures, so far, and portending more to come.  Although the press might blame all of this on the current financial crisis, that is not the cause, it is only serves to highlight what has been occurring, in the export market, for quite some time but not well known to the rest of the world.   
All good arbitrages come to an end or at least just a trickle.  Thus, as it is with any arbitrage opportunity, as more people become aware of it, the smaller will be the so-called spreads between buying and selling.  The original form of arbitrage, currency arbitrage, was invented by the Venetians, half a millennium ago.  Venice was a large port city with ships and people from many lands coming into the city.  As a result, people with foreign money had to convert it into Venetian money, and relationships had to be established among many different currencies.  Maybe you were German and could find no Italian to buy your marks, but a Britisher offered to pay you pounds for marks and knew a guy who would buy pounds for lira.  With at least three currencies to work with, a triangle arbitrage might be found.

For example, if you have to pay, 2 Deutsch marks for 1 British pound, one British pound buys 3 Spanish pesos, and 5 Spanish pesos buys 4 Deutsch marks, you could do a so-called triangle arbitrage among the three currencies.  You take the 5 pesos, buy 4 marks, sell 4 marks to buy 2 pounds, and buy 6 pesos with the 2 pounds.  You end up with 1 more peso than you started out with, which is a 10 percent riskless return.  In modern times, currency arbitrage still exists, but the spreads are minute, and only major international banks, using huge sums of money, still play the game.  I was involved in merger arbitrage, in the 1980’s, but as the general public became aware of the huge returns that merger arbitrageurs were earning, spreads have been beaten down to next to nothing.  Arbitrage, of a sort, was even responsible for bringing commissions on stock trading down from almost a dollar a share for retail investors, in the early 1980’s, to pennies per share by the 1990’s.
At Red Hill Capital and In Country China, we have been observing and analyzing various markets, in China, over the last several years.  Even as early as four years ago when I arrived, in China, I had been seeing more and more Westerners exit the export goods business.  Even those who set up their own manufacturing facilities, in China, told me that every time they expanded their operations, they faced labor costs fifty percent higher than the last time, and that was as much as four years ago.  So, the undercurrents, in the export market, have been ongoing for some time.  Last fall, at the famous Canto (Guangzhou) Trade fair, attendance was down by one-third.  A friend who runs a coffee wholesaler, in Guangzhou, told us that his business on Xiao Bei Lu, where many of the smaller export traders shop for goods, in the various whole sale markets, there, is down seventy-five percent from last year.  Almost two years ago, we advised people to exit the stock market.  At that time, every student of mine at the university where I teach finance and economics was trading stocks, and every doorman in the building where we live was quitting his job to “play” the market.  Those are the classic signs that it is time to exit the market.  Real estate, too, was increasing in value at excessive annual rates, and it was about time for the bubble to burst.  
About a year ago, we began to explore various sectors of the art markets to see if there were any reasonable returns, there.  Yixing zisha teapots are unique Chinese art that we investigated, but we found that there are some sectors of the teapot market that have also developed bubbles, and there are many fakes on the market, so we have made some investments, there, but limited.  The market for contemporary paintings is not overblown, like the teapot market, and since most artists price their works on local buying power, the arbitrage in contemporary paintings has not experienced the pull of purchasing power arbitrage.  It is interesting, however, to note that, even after over a decade of development of the art auction market on the mainland, foreign-based auctions, like Christies and Sotheby’s, in London, New York, Hong Kong, and Macau (prices for anything in Hong Kong and Macau are already in synch with the West, in terms of PPP), still account for almost half of the dollar volume of Chinese art auction sales.  Thus, savvy investors have discovered it, although it is still relatively undiscovered, and the markets, although the mainland auction marketers would like to convince you otherwise, are very inefficient.  This is the market where we are currently focusing our investment, in China, at Red Hill and its subsidiary businesses.
The business of the future will be imports to China.  Already, the wealthy want goods from the West.  At the high local prices for imported goods, they become status symbols, even if it is chocolate from Switzerland.  In the U.S., Hondas are economy cars; in China, they are a symbol of success since they are imported.  The same factor is at work, in this situation, as is responsible for the PP arbitrage in exports, but in reverse.  Dinner can cost as little as ¥10, while a small bottle of Listerine can cost 3 dinners.  In the U.S., I buy the huge Wal-Mart branded bottle of Listerine for around $4, and dinner at a pizzeria can cost me about $15.   Thus, the price of Listerine versus dinner, in China, is over ten times as much as it is in the U.S.  A Chanel lipstick can cost a girl half a month’s rent.  Moreover, there are tariffs on imports, which push imported good prices even further out of reach of the man (or woman) on the street.  Over the next several years, as the Yuan  moves towards its true PPP value and as China is pressured to lower its barriers to trade for the West, as have those Western countries who have bought all of those goods from China, over the past years, imports to China will be the place to be.   Indeed, we recently put an entry on our redhillchina blog comparing the current in-China strategy of IKEA, who produces furniture in China and sells it at competitive local prices, with that of Microsoft, who wanted to charge me over ¥3,000 for office software, which could pay apartment rent, in Guangzhou, for three months, and was actually priced 70% higher than the price, in the U.S.  As a result, people are already eager to buy IKEA furniture, while most people buy bootleg software, and genuine software is hardly even offered at most computer stores.  
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