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International Trade, Production Networks and Structure

Transformation of China

Abstract: This paper builds an open two-sector general equilibrium model with input-
output structure to explain the special phenomenon of relatively high share of
manufacturing industry and relatively low share of service industry in the process of
China's structural transformation. Based on theory model, this paper also conducts
quantitative research such as numerical simulation, structural decomposition and
counterfactual analysis. The paper finds that the production network changes the relative
magnitude of the Baumol effect and the Engel effect, slows down the decline of China’s
manufacturing sector, which plays "buffer effect", and supports China's manufacturing
sector together with external demand. The study shows that the "buffer effect” of the
production network increased China's manufacturing share by nearly 27.3 percentage
points, and the trade effect supported the increase of manufacturing share by 1.7
percentage points.

Keywords: Production network; International trade; Structural transformation
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