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Abstract: This study investigates the relationship between international trade and economic
growth in China from 1980 to 2018. Results from the cointegration test indicate that exports,
imports, and FDI have positive relationships with economic growth, but oil price affects it
negatively. Exports have the biggest effect on economic growth. Hence, it is important to
improve the quantity and quality of exports, as well as motivate the local and foreign
investment in the country. Besides, the Granger causality test results show bidirectional
causality relationships between exports, imports, oil price, FDI and GDP in the short and
long run.
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1. Introduction

Discussions of the role that international trade plays in boosting economic
growth have been ongoing since many years ago. Most of these studies show
that internationally active countries that engaged in international trade and
opened the door to foreign investment are more productive than countries
that only produce for the domestic market. Exports support the state budget
with foreign currency and increase investment in the country, and on the other
hand, imports supply the country with machines and new technology
(Feldstein, 1983; Oseghale and Amonkhienan, 1987; Choe, 2003; Khaliq and
Noy, 2007; Omoju and Adesanya, 2012; Nasreen and Anwar, 2014; Bal et al.,
2016; and Bayer and Marius, 2018). Besides, due to globalization and
liberalization, a country’s economy has become much more associated with
external factors such as openness, oil price, and global markets. Thus, exploring
the effect of international trade on economic growth is important.

Since China has pursued unparalleled trade liberalization and applied
many other profound economic reforms in 1978, it has enjoyed in a fast-
economic growth and spectacular economic transformations. The main feature
of China’s economy is that it depends heavily on international trade until it
became the largest trading nation in the world (Chen et al., 2015). China is
also the largest manufacturing economy and exporter of goods in the world,
and it is the fastest-growing consumer market and the second-largest importer
of goods in the world (Barnett, 2013). So, China plays a prominent role in
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international trade. It became a member of the World Trade Organization in
2001, and also it engaged in free trade agreements with several countries, like
ASEAN, Australia, Switzerland, New Zealand, South Korea, and Pakistan
(Chen et al.,, 2015). However, with China’s continuous economic growth and
opening up, oil price fluctuations will have greater effect on its economic
growth and stability, especially if we know that energy, oil, and petrochemicals
have a big percentage share of the total imports in China (Qiangian, 2011).

Furthermore, China’s integration into the global economy and adopting
the open-door policy have played a vital role in its sustained economic growth
through opening up new markets for Chinese products in different countries,
and increasing the role of foreign investments in the country. Additionally,
some of the local industries began to obtain a high level of specialization based
on the comparative advantages, which uplifted the productivity of domestic
industries and increased investment in China. Large imports of machinery
goods also had a big impact on productivity through the application of
technology embodied in them. Besides, FDI in China played a vital role in
capital accumulation, as well as in the transfer of technology and management
skills (Sun and Heshmati, 2010). On the other hand, the stable political system,
huge natural resources and plentiful skilled labor in China made the country
as amodern global factory targets the world as its market. China has achieved
a high growth rate of GDP, increased the inflow of foreign currencies, and
decreased unemployment (Sims, 2013). Given this backdrop, the aim of this
study is to investigate the effect of international trade on the economic growth
in China over the period 1980-2018.

2. Previous Studies

Many empirical studies have investigated the economic growth and the
variables that affect it. Some of these studies tested the role of export and
import in economic growth, while others studies tested the effect of other
factors such as FDI and oil price.

Shahbaz et al. (2013), Jawaid and Raza (2013), Nasreen and Anwar (2014),
Sebri and Ben-Salha (2014), Adeleye et al. (2015), Tahir and Azid (2015), Solarin
and Shahbaz (2015), Bal et al. (2016), Hussain and Haque (2016), Leitao and
Shahbaz (2016), XU (2016), and Iyke (2017) tried to explain the relationship
between international trade and economic growth of different countries and
concluded that international trade affects positively the economic growth.
Besides, Tyler (1981), Ram (1987), Balassa (1985), Sengupta and Espana (1994),
Krueger (1990), Al-Yousif (1997), Abou-Stait (2005), Shirazi and Abdul-Manap
(2004), Khan and Saqib (1993), Alhajhoj (2007), Saad (2012), Hye and Bel Haj
Boubaker (2011), Sharma and Kaur (2013), Hussaini et al. (2015), Albiman and
Suleiman (2016), and Malhotra and Kumari (2016) all concluded that exports
have a positive effect on economic growth. However, other researchers
including Cetinkaya and Erdogan (2010) and Temiz and Gokmen (2010) of
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Turkey, and Safdari et al. (2011) of many Asian countries explained that there
is economic growth causes export and affect it positively. However, according
to Hye (2012), and Hamuda et al. (2010), there is a bidirectional causality
relationship between economic growth and exports. On the other hand, imports
affect economic growth positively according to Shirazi and Abdul-Manap
(2004), Thangavelu and Rajaguru (2004), Cetintas and Barisik (2009), Awokuse
(2008), Cetinkaya and Erdogan (2010), Cetinkaya and Erdogan (2010), Zang
and Baimbridge (2012), Hye and Bel Haj Boubaker (2011), Rahman and Shahbaz
(2013), Alavinasab (2013), Gokmenoglu et al. (2015), Hussaini et al. (2015),
Riyath and Jahfer (2016), and Berasaluce and Romero (2017).

Furthermore, the effect of oil price on economic growth has been
investigated in many studies. For example, Gisser and Goodwin (1986),
Hamilton (1983), Burbidge and Harrison (1984), and Darby (1982), they
discovered that economic growth of oil-importing countries is affected
negatively by oil price increases. Jimenez-Rodrigueza and Sanchez (2005), Lin
and Mou (2008), Zhang and Xu (2010), Le and Chang (2013), and Morana (2013)
also pointed out that economic growth of oil-importing countries suffers from
increases in oil price. However, Du et al. (2010) and Chen et al. (2015) concluded
that the output in China is positively correlated with oil price shocks. Besides,
many studies tested the relationship between FDI and economic growth in
different countries. Some of these studies, including Feldstein (1983), Oseghale
and Amonkhienan (1987), Choe (2003), Bengoa and Sanzchez (2003), Khaliq
and Noy (2007), Omoju and Adesanya (2012), Fauzel (2016), Sunde (2017),
and Bayer and Marius (2018) found that FDI has a positive effect on the
economic growth. While, Kentor (1996), Agosin and Machado (2005), Adams
(2009), and Jilenga et al. (2016) noted a negative relationship between FDI and
economic growth.

3. Methodology

The vector autoregression (VAR) model will be used in this study to test the
relationship between international trade and economic growth in China. Our
model consists of five variables: the gross domestic product (GDP), exports
(EXP), imports (IMP), oil price (OILP), and net inflow of foreign direct
investment (FDI) in China. GDP is the dependent variable. The model is
presented as follows:

InGDP = a+ B, InEXP + B, InIMP + B, InOILP + §, InFDI + &, (1)
where « is the intercept, 8, B, B, and g, are the coefficients of the model,
InGDP is the natural log of gross domestic product, InEXP is the natural log of
exports, [InIMP is the natural log of imports, InOILP is the natural log of oil
price per barrel, InFDI is the natural log of net inflow of foreign direct
investment, and ¢ is the error term.

Annual time series data of China during the period from 1980 to 2018 are
used in this study. These data were collected from the World Bank (WB). Since



78 Asian Journal of Economics and Finance. 2020, 2, 2

time-series data will be used in this study, we will start the analysis with the
unit root tests to determine whether the variables in our model are stationary
at the level or first difference. If the variables in the model are not stationary
at the level but become stationary at the first level, the Johansen cointegration
test will be used to test the long-run relationship among the variables. If there
was a cointegration relationship between the variables in the model, the
Granger causality tests based on the VECM will be used to determine the
long- and short-run causality relationships among the variables. However, if
there was no cointegration among the variables in the model, then the Granger
causality test will be based on the VAR model to determine only the short-run
causality relationships between the variables. Lastly, Impulse response
functions (IRFs) will be used to test the effect of independent variables’ shocks
on the economic growth in our model, over a ten-year forecast horizon.

4. Empirical Results and Discussion

Based on the ADF unit root tests, all the variables in the model are inte-grated
of order one I(1), which means that all the variables in the model are not
stationary at the level, but become stationary at the first difference.

4.1. Johansen Cointegration Test Results

Because all the variables in the model are inte-grated of order one, we can run
the Johansen cointegration test, but before we must run VAR model to
determine the optimal lag length. Based on the AIC, the optimal lag length is
four. Table 1 shows that there is a long-run relationship among the variables in
the model based on the trace test and the maximum eigenvalue test. Hence, the
cointegration equations normalized with respect to INGDP can be written as:
InGDP = 1.5714 + 3.4419 InEXP + 4.3748 InIMP - 0.3731 InOILP
+0.1575 InFDI ()
Itis clear from equation (2) that INGDP is positively related to INEXP, InIMP
and InFDI, but negatively related to InOILP.

Table 1
Johansen cointegration test results

No. of CE(s) Trace Statistic 0.05 Critical Max-Eigen 0.05 Critical

Value Statistic Value
r=0 309.7424*** 0.0001 132.4746*** 0.0000
r<i 177.2678*** 0.0000 94.32864*** 0.0000
r<2 82.93917*** 0.0000 45.19530*** 0.0000
r<3 37.74386*** 0.0001 24.61911%** 0.0017
r<4 13.12475%** 0.0085 13.12475*** 0.0085

Note:  *** Denotes significance at the 1 percent level, and ** at the 5 percent level

The coefficient of INEXP indicates that GDP will increase by 3.44 percent
for every one percent increase in exports. An increase in exports boosts
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investments in the country and motivates producers to rise the quality and
quantity of their production. Besides, exports great earnings and supply the
state budget with foreign currency that can be used to finance production
activities, which help in increasing and improving output growth in the
country. Hence, exports play a vital role in promoting the country’s economic
growth. This finding agrees with Tyler (1981), Al-Yousif (1997), Alhajhoj (2007),
Sharma and Kaur (2013), Hussaini et al. (2015), and Malhotra and Kumari
(2016). Besides, the coefficient of InIMP indicates that for every one percent
increase in imports, the GDP will increase by 4.37 percent. This suggests that
imports play a vital role in boosting the economic growth in the country
through supporting it with investment goods such as machinery and new
technology that can be used in increasing country’s productivity, and
motivating producers to increase and improve their production. Besides,
imports are the main source of goods and services that cannot be produced in
the country or the cost of producing is very high. This result agrees with Shirazi
and Abdul-Manap (2004), Cetintas and Barisik (2009), Zang and Baimbridge
(2012), Alavinasab (2013), Gokmenoglu et al. (2015), and Berasaluce and
Romero (2017).

The coefficient of InNOP denotes that GDP will decrease by 0.37 percent
when oil price increases by one percent. This outcome is as expected since
oil price fluctuation affects the production, consumption, and investment in
the country. Factories require fuel for production activities as well as
transportation of raw materials to it, and the final products to the markets.
Therefore, high oil price increases the cost of transportation and production
activities, and that will increase the overall price and reduce the real income
in the country. The high prices of local products will reduce the consumption
in the country, and also it will decline the international competitiveness and
external demand for these products in the global market. This will decrease
the investment and production, so the national output will fall. Hence, the
high oil price will reduce the output and slow down the economic growth in
the country. This finding agrees with Hamilton (1983), Gisser and Goodwin
(1986), Jimenez-Rodrigueza and Sanchez (2005), Lin and Mou (2008), Zhang
and Xu (2010), and Morana (2013). However, the coefficient of InFDI indicates
that GDP will increase by 0.15 percent for every one percent increase in FDI.
Foreign investment supports the local economy by creating new job
opportunities, producing different goods and services, and enhancing
international trade in the country. Besides, an increase in FDI creates a high
degree of competition in the local market, which motivates producers to
improve the quality and quantity of their production by adopting modern
management and using new technology in their production activities. The
same results are obtained by Feldstein (1983), Oseghale and Amonkhienan
(1987), Choe (2003), Khaliq and Noy (2007), Omoju and Adesanya (2012),
Fauzel (2016), and Bayer and Marius (2018).
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4.2. Granger Causality Tests Results

Since the variables in the model are cointegrated, we use Granger causality
tests based on the VECM to determine the causality relationships among the
variables in the short and long run. Table 2 shows that there are bidirectional
causality relationships between INEXP, InNIMP, InOP, InFDI and InGDP in the
short and long run. This result implies that when exports increase that will
motivate producers to increase their production, which in turn will increase
the output and support the country’s economic growth, and higher economic
growth, on the other hand, will engorge producers to produce more and export
their production. Imports also support producers with machines and raw
materials that can be used in production activities, which increase the output
in the country. Besides, a higher economic growth increases production activity
in the country, than the importing will increase too. Furthermore, FDI causes
economic growth through increasing the production in the country, and
economic growth, in turn, increases the country’s ability to improve the
investment climate, which motivates foreign producers to invest and increase
their investments in the country.

Table 2
Granger causality test results
Dependent Independent variables
variables

2AImGDP  ZAImEXP  ZAInIMP XA InOILP XA InFDI ect(-1)

A InGDP - 772 4 7.93 Gy 1211 (4 14.08 3)*  -0.62*
AInEXP  3.17 (4)* - 043(2) 321 (2*  0.14 (2)* -0.72%

AInIMP 687 (3)*  4.04 (4)* - 2.64 (3) 517(5)*  -0.325*
AInOILP 227 (2* 152 (4)* 0.89 (2) - 3.16 (4) -0.98**
AInFDI 413 (4 328 5)* 238 (2)* 6.68 (4) - -0.71%

Notes: ect(-1) shows the long-run causal effect. ** denotes significance at the 5 percent
level and * indicates significance at the 10 percent level.

4.3. Impulse Response Functions (IRFs) Results

Impulse response functions (IRFs) are used in this study to test the effect of
exports, imports, FDI, and oil price’s shocks on the economic growth of China
over a ten-year forecast horizon. It is clear from Figure 1 that exports, imports
and FDI's shocks have a positive and long-run effect on GDP, which shows the
important role that trade and investment play in supporting China’s economic
growth. However, GDP will respond positively to the oil price shock in the
first seven years, but after that, it will respond negatively.

5. Conclusion

This study investigated the effect of international trade on the economic growth
in China using annual time series data from 1980 to 2018. The model consists
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Figure 1: Impulse response functions (IRF) results

of five variables, with the GDP as the dependent variable and exports, imports,
oil price, and FDI as the independent variables. The ADF unit root test, Johansen
cointegration test, Granger causality tests, and impulse response functions
(IRFs) were used in this study.

The ADF test results indicate all variables are I(1). The Johansen
cointegration test showed that exports, imports, and FDI have positive
relationships with GDP, but oil price affects economic growth negatively.
Furthermore, from the Granger causality tests, we found that there are
bidirectional causality relationships between exports, imports, oil price, FDI
and GDP in the short and long run. The impulse response functions (IRFs)
indicated that when there is a shock to exports, imports, and FDI, GDP will
respond positively in the following years. However, when there is a shock to
oil price, GDP will respond positively in the first seven years, then it will
respond negatively in the following years.

Based on the findings of this study, it is recommended that the Chinese
government should encourage the local and foreign investment in the country,
and improve the quality and quantity of the local products in order to increase
the level of its competitiveness in local and global markets. It is also important
that the government works to improve the living standard of its citizens, and
that will encourage the local consumption in the country, which in turn will
motivate the local and foreign producers to increase their production and
investment in the country, and that will be reflected positively on the economic
growth in China.
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