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Global Shifts in Manufacturing
Have Impacted Inventory
Levels

Last year, real inventory investment in China rose a
stunning 20% (Display 1), compared to an 8.1%
gain in final demand and a 20% increase in real
industrial sales. The inventory gain was twice that of
2003, but the gains in final demand and real
industrial sales were 5% to 7% below that of the
prior year. All of those figures dwarf what happened
elsewhere in the world.

In the US, for instance, manufacturing inventories
rose by 1%, or $6 billion. While this marked the first
increase following three years of declines, it was
relatively small in relation to industrial-output gains.
Moreover, manufacturers’ inventories were still
almost 4% below the start of the business cycle—
unprecedented given that manufacturing production
is 10% higher since the start of the cycle.

Although technology improvements have enabled
US firms to operate with reduced inventory, we
think lower inventory levels coincide more with US
firms adopting global platforms these past few
years—particularly in China. As platforms have
shifted, so too have the places where manufacturing
inventories are held. That means it has become
more essential to look beyond domestic borders
when assessing the inventory cycle.

Big Gains in Commodities, Technology

Display 2 shows that some of the biggest real
inventory gains in China occurred in chemicals
(+51%), petroleum processing (+47%) and metals
(+37%)—all areas that have experienced strong
price increases and domestic and global demand
over the past few years.

Two technology sectors—electrical machinery and
electronic communication and equipment—also
showed very strong gains, up 27.8% and 25.1%,
respectively. This contrasts sharply with the US,
where real tech inventories fell 0.5% last year. In fact,
China’s real tech inventories, measured by US

standards, would be even larger than what has been
reported.

That’s because China does not adjust for quality
improvement in their new products as we do in the
US. To be sure, technology products experience
rapid quality and performance change so in the US
the government statistical agencies try to capture
that increased value/power by adjusting the prices
downward and upwardly adjusting the real dollar
value. Adjusting the Chinese tech data to the US
standards would raise the growth in real inventory
accumulation by several percentage points in 2004.

No doubt, China’s technology inventories have risen
at least in part because the country has attracted
technology manufacturing platforms from around
the world for products such as PC motherboards,
cellular phones, personal computers, consumer
electronics, printers, and telecom and networking
equipment. But this may not entirely explain the
extent of the inventory build up, considering the
rapid product development and rapid inventory
turnover in the tech sector. Our analysis shows, for
instance, that the real inventory/sales ratio for
technology inched up in 2004. While the I/S ratio
remains low, roughly 8% of what was built last year
went into inventory compared to about 5% two years
earlier (Display 3).

At the moment, there is not enough evidence to
warrant concern about an aggregate inventory
overhang. Yet it should be noted that the Bank of
Japan’s Tankan survey, released today, showed that
manufacturing firms are concerned about the
prospects for exports this year. How much of this, if
any, is related to China’s inventory build is hard to
say at this juncture. But China’s huge 2004
inventory gains mean that first-quarter final demand
worldwide needs to be robust in order to avoid any
undesired incremental build. Stay tuned.

Joseph G. Carson
Global Economic Research
April 1, 2005
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The information contained herein reflects, as of the date hereof, the views of Alliance Capital Management and sources
believed by Alliance Capital Management to be reliable. No representation or warranty is made concerning the accuracy
of any data compiled herein. In addition, there can be no guarantee that any projection, forecast or opinion in these
materials will be realized. The views expressed herein may change at any time subsequent to the date of issue hereof. These
materials are provided for informational purposes only and under no circumstances may any information contained herein
be construed as investment advice. Neither may any information contained herein be construed as any sales or marketing
materials in respect of any financial instrument, product or service sponsored or provided by Alliance Capital Management
or any affiliate or agent thereof.

These materials are often prepared in the English language and provided only upon request to certain authorized financial
representatives and institutions. Alliance Capital Management, its affiliates and third-parties, make no representation or
warranty relating to the quality or accuracy of any foreign language translation of these materials.
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Display 1: China Real Inventories Grew Strongly in 2004
China Total Real Inventories
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Source: CEIC data and Alliance Capital Fixed Income estimates, April 1, 2005

China’s inventories grew 227% in 2004, far
outpacing the gain in final demand.
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Display 2: Big Inventory Build in China Manufacturing Inventories in 2004
China Real Inventory Growth in 2004
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Source: CEIC Data Inc. April 1, 2005
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Display 3: The I/S Ratio in Tech Rose slightly in 2004
China Technology Sector Ratio of Inventories to Final Sales
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Source: CEIC data and Alliance Capital Fixed Income estimates, April 1, 2005

According to our analysis, the I/S ratio
for the tech sector inched higher in 2004.
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