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December 10, 2007

BY HAND DELIVERY

The Hon. David Spooner

Assistant Secretary for Import Administration
U.S. Department of Commerce

14th Street & Pennsylvania Avenue, NW
Washington, DC 20230

Re:  Antidumping Methodologies in Proceedings Involving Certain Non-
Market FEconomies: Market-Oriented Enterprise

Dear Assistant Secretary Spooner:

On behalf of Nucor Corporation, we respond to the Department’s request for
comments regarding whether and under what circumstances it should consider
granting market-economy treatment to individual respondents in antidumping cases
involving China.! The Department identified three particular issues that it hopes
commenters will consider. These include the Department's legal authority to create
a market-oriented enterprise test, the administrative feasibility of such a test, and to
what extent the Department can rely on non-market economy costs and prices in
calculating the dumping margin for individual entities in non-market economies.

As indicated in Nucor’s July 5, 2007 response to the Department’s last
request for comments on this issue, Nucor vigorously opposes any plan for treating
individual Chinese respondents as market-oriented. Economic realities in China are

such that any plan to do so would be irrational. No participant in an industry or

! Antidumping Methodologies in Proceedings Involving Certain Non-Market Economies:

Market-Oriented Enterprise, 72 Fed. Reg. 60,649 (Dep’t Commerce Oct. 25, 2007) (request for
comments).
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economy exists alone; its actions are affected by the market (or lack thereof) that
surrounds it. Given the Chinese government’s ownership and control over land,
labor, finance and capital, and many companies themselves, it is simply not possible
for a Chinese company to be market-oriented.

In the particular case of the Chinese steel industry, it is abundantly clear that
no company can possibly be market oriented. Government ownership and control
over the industry is simply too great. No player in the industry is free from this
ownership and control, or from its effects on the industry as a whole. Thus, as a
logical matter, a “market-oriented enterprise” test for Chinese steel producers makes
no sense.

In addition to the logical difficulties presented by such a proposal, the three
issues that the Department raised in its request for comments all militate against the
proposal for a market economy treatment of individual Chinese companies. A test
for market-oriented enterprises would embroil the Department in a scheme for
which there is no legal authority under the Tariff Act of 1930. Even if permissible,
such a test cannot be applied in any way that would not be administratively
unworkable, requiring an outlay of staff and resources that the Department stmply
does not have. Finally, even if instituted, a market oriented enterprise test would be
of dubious usefulness, because even an enterprise that “passed” the test would

necessarily rely on non-market inputs, such that its own costs could not be used to
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caleulate an accurate dumping margin. Thus, in respect of the three issues stressed
in the Department’s request for comments, the proposal for market-oriented
enterprise treatment fails.

1. ECONOMIC CONDITIONS IN CHINA DO NOT PERMIT THE

RATIONAL APPLICATION OF A TEST FOR MARKET ORIENTED
ENTERPRISES

China’s economy simply has not made sufficient progress toward being
market-based for any market-based companies to exist there. Not until China
auctions off its state-controlled means of production, and frees land, labor, and
capital from government control, will there be any “market-oriented” enterprises in
that country. As the Department itself has recognized, “the {Chinese government |
still reserves for itself considerable levers of control over the economy and its
direction.”” Further, the U.S.-China Economic and Security Review Commission, it
in its most recent report to Congress, concluded that China’s efforts to liberalize its
economy are slackening.’

Chinese companies are generally characterized by high levels of government
ownership and palpable indicia of government control. This ownership and control

is particularly pronounced in the steel industry, where the government outright owns

? Memorandum from Shauna ee-Alaia et al., Office of Policy, Import Administration, {0

David M. Spooner, Assistant Sec’y, Import Administration, re: Anti-Dumping Investigation of
Certain Lined Paper Products from the People’s Republic of China (“China ") — China’s status as a
non-market economy (“NME ") at 5 (Aug. 30, 2006) (“Lined Paper NME Memo™).

: U1.8.-China Economic and Security Review Commission, 2007 Annual Report to Congress ,
at 20 (Nov. 2007) (“USCESRYV Report™), attached as Exhibit 1.
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nearly 100% of the top twenty steel producing companies, and where even small
producers have significant ties to provincial and Jocal governments. Accordingly, a
“market-oriented” steel-making enterprise cannot exist in China, and it would be
irrational to test for one’s existence.

Moreover, every enterprise in China suffers from the influence of
significant, economy-wide distortions that affect prices for inputs and outputs,
including governmental control over capital, land, and Jabor. Even if a Chinese
company were, itself, to have no government ownership, and to be free of indicia of
government control, that company would still have to operate in a non-market
economy. It would necessarily rely on non-market inputs and non-market output
prices. This, along with the distorting influence of government ownership and
control over capital, land, and labor would render the company’s information
completely unsuitable for calculating a dumping margin.

Finally, China is not likely to resolve these issues quickly. While the country
has made some limited market reforms, it is not accelerating its market
liberalization program. Rather, the government appears poised to retrench from
even those limited reforms that it has undertaken. Not only would a market-oriented
cconomy test not be suitable for Chinese companies in their present condition, it
appears unlikely that such a test could be rationally applied any time in the

foreseeable future.
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A. The Chinese Government Owns the Country’s Steel-Making
Enterprises and other Key Enterprises

The Chinese government has identified steel production as a “strategic” or
“pillar” industry.* The central government’s Tenth Five-Year Plan for National
Economic and Social Development specifically provides that the “state must hold a
controlling stake in strategic enterprises that concern the national economy.” This
concern 1s reflected in the actual ownership of China’s steel producers.

Eight of China’s ten largest companies are wholly owned or controlled by
the government. Nineteen of the top twenty Chinese steel producing companies are
majority owned or controlled by the government. Within the top twenty stecl-
making companies, 91 percent of production is state-owned or controlled.®
Moreover, a closer examination of the major so-called private steel producers
reveals significant state ownership in at least seven of the top ten private

enterprises.” In addition, due to the overlapping ownership interests of the central

¢ USCESRYV Report at 20; see also Wiley Rein LLP, Money for Metal: A Detailed
Examination of Chinese Government Subsidies to its Steel Industry (July 2007) 8-10, (*Money for
Metal"), attached as Exhibit 2.

’ See Gov't of the PRC, The Tenth Five Year Plan for Nat’l Economic and Social Dev. -

People’s Republic of China, available at hitp://ilo.org/public/english/employment/skills/hrdr/
init.chn 1. htm, attached as Exhibit 3.

e Money for Metal ai 8-10, attached as Exhibit 2.

! Wiley Rein LLP, Government Ownership and Control of China’s "Private” Steel
Producers (Oct. 2007), 1, available at hup://www.wileyrein.com/docs/publications/13322.pdf
(“Government Ownership and Control of China’s “Private” Steel Producers”), attached as Exhibit
4.
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Chinese government and provincial and local governments, numerous state actors
have vested interests and control over the direction of the individual steel companies
and industry as a whole.

The Chinese government also retains substantial ownership interests in the
automotive and automotive parts industry, which uses steel as a major input. The
Chinese government considers automobile manufacture, like steel, a “heavyweight”
industry in which the government must maintain substantial involvement and
control.® Many of China’s large auto parts manufacturers are affiliated with vehicle
assembly groups that are owned in part by Chinese local governments. Other
unaffiliated auto parts companies are owned direcily by the Chinese government,
giving these companies access to government loans, equity infusions, and excess
retained earnings.’

Government ownership of individual companies and industries is pervasive

throughout China. The fact that the Chinese government, al all levels, can direct

companies and industries to act in ways that maximize tax revenuc or employment,

(Continued . . )

! USCESRYV Report at 38-39, attached as Exhibit 1.

? Andrew Szamosszegi, How Chinese Government Subsidies and Market Intervention Have

Resulted in the Offshoring of U.S. Auto Parts Production: 4 Case Study at 17, attached as Exhibit 5
(“Chinese Auto Parts Production Paper”).
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rather than further market aims, provides an almost insurmountable hurdle to the

application of a market oriented enterprise test.

B. The Chinese Government Exercises Control Over Domestic
Enterprises

The Chinese government does not merely passively own the means of
production. Indeed, even in those industries where the government lacks significant
ownership, it still exercises a significant amount of overt control. In the steel
industry, where levels of government ownership are extremely high, these indicia of
control are magnified, and preclude the rational application of a market-oriented
enterprise test to individual Chinese steel companies.

1. The Chinese Government Controls Industrial Development
Through Five-Year Plans

Industrial policy in China is governed by “Five-Year Plans,” issued by the
Central Committee of the Communist Party of China. These plans set forth which
industries, enterprises, and products should be targeted for preferential government
support. According to the Chinese government, Five-Year Plans aim to “arrange
national key construction projects, manage the distribution of productive forces and
individual sector’s contributions to the national economy, map the direction of

future development, and set targets.”]G in December of 2006, the Chinese

1 See What is the Five Year Plan, available at hitp://www.china.org.cn/english/ MATERIAL/
157595 htm, attached as Exhibit 6.
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government identified both the steel and automobile sectors (a heavy user of steel as
an input) as “heavyweight” industries, in which the government will maintain
continued, heavy involvement."

The centralized Five-Year Plans for the steel industry specifically prescribe
fhe number and size of steel producers, their location, the type and mix of products
that they are permitted to produce, and what technology can be utilized in steel
production.12 Similarly, a recent Five-Year Plan for the automotive industry overtly
states the government’s objective to “develop a number of vehicle parts enterprises
that will realize scale production and edge into the international automobile parts
procurement system, and take an active part in international competiti()n.”13
Provincial and local governments exert a similar influence over smaller producers,
through their own provincial and local plans. As a result of this web of government

direction, China’s domestic producers operate in an environment where basic

market forces—supply, demand, and comparative advantage—do not exist or apply.

H USCESRYV Report at 20, attached as Exhibit 1.

1 See Steel and Iron Industry Development Poticy, Order No. 35 of the National Retform and
Development Commission, July 2005, at Art. 20, attached as Exhibit 7.
B The Tenth Five Year Plan of the Automotive Industry and its Development, China Daily,

available at htgp://bizchina.chinadaily.com.cn/guide/ industry/industry2.htm, attached as Exhibit 8.
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2. Chinese Government Officials Often Act as Senior Officers
and Directors of Chinese Companies

The Chinese government also exercises influence and control over domestic
companies and industries by installing party members or other government officials
as senior officers and directors of Chinese companies. This practice is particularly
prevalent in the stecl industry. For instance, many directors and supervisors of
Maanshan Iron & Steel serve as government officials or as officers in state-owned
banks. Even in the so-called private steel companies, many owners, directors, and
managers are Communist Party officials.'®  This ensures that the Chinese
government will have effective control over the individual companies through direct
participation in company management.

3. The Chinese Government Influences Company Decision-
Making Through an Extraordinary Range of Subsidies

Further, application of an extraordinary range of subsidies essentially
climinates an individual company’s ability to make decisions regarding price,
output, sales, and investment in response to market signals. A study of a limited
number of Chinese steel companies showed that the Chinese government
contributes more than RMB 300 billion (US$ 52 billion) to Chinese steel producers.
These subsidies are used as (1) vehicles to carry out government policy, (2) equity

infusion and/or debt-to-equity swaps, (3) land-use discounts, (4) incentives for

14 Government Ownership and Control of China’s ""Private” Steel Producers at 4, attached as

Exhibit 4.,
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government-mandated mergers and transfers of ownership, (5) tax incentives, and
(6) direct cash grants. For instance, the central Chinese government, in an effort to
create several consolidated world-class entities, has directed the consolidation of the
steel industry in China by permitting acquisitions at little to no cost and ordering
certain state-owned steel companies to offer ownership stakes to other companies.’’
To illustrate, in May 2007, Baosteel, China’s second largest steel producer, received
a 48.46 percent stake in Xinjiang Bayi Iron & Steel Group at no cost.'® Such cost-
free mergers and acquisitions would be unthinkable in a market situation.

The Chinese government provides many of the same sorts of subsidies to
steel-consuming industries, such as the auto parts industry. Similar to the steel
industry, the Chinese government has identified the development of the auto parts
industry as a matter of national pride; thus, “generous government subsidies have
‘force fed’ the nascent automotive sector in China.”'” The Chinese government also

utilizes these subsidies to lure foreign companies into relocating production

facilities to China. In return for this market access, foreign companies are required

o See Money for Metal at 3, 45, attached as Exhibit 2.
1 Id. at45.

17 Chinese Aute Parts Production Paper, supra note 9, at 4, attached as Exhibit 5.
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to make technology transfers, establish research and development facilities, and use
Chinese-made auto parts in their vehicle assembly Oj{)erations.]8

Aside from the steel and auto parts industries, the Chinese government has
lavished subsidies on numerous domestic industries, including textiles,
petrochemical, high technologies, forestry and paper products, machinery, and
copper and other non-ferrous metals.”” The world trading system is based on the
principle that trade must be governed by market forces, not government fiat. The
Chinese government, however, has spurned this notion by consciously funneling

resources to particular industries and enmeshing itself in the economy as a whole.

C. Chinese Government Control Over Capital, Land, and Labor
Distorts the Entire Economy

Above and beyond governmental ownership control over individual
manufacturing industries, governmental control over capital, land, and labor serve
to render the entire economy’s factors of production unrepresentative of their true
value. With regard to capital, the government’s control over banking and finance
permit it to offer subsidized loans and loan forgiveness to favored companies in a
manner that does not reflect market principles. Similarly, the government is able to
enforce currency controls that distort monetary transactions throughout the entire

economy. With respect to land, the government’s ownership of all land throughout

1 Id at 3.

19 United States Trade Representative, 2006 National Trade Estimate Report on Foreign

Trade Barviers 120 (Mar. 2006), attached as Exhibit 9.
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the country permits it to offer land and buildings at no cost to favored businesses
and industries, while simultancously restricting the free and efficient movement of
business. Finally, all labor in China is subject to government control, leaving China
with no real labor market, and severely restricting the rights of both workers and
employers to freely and efficiently enter into labor contracts. This permits the
government to further subsidize favored industries and businesses while depriving

others of access 1o needed resources.

1. Government Control Over Capital Distorts the FOP of All
Chinese Companies

Subsidized loans and debt forgiveness are funneled toward producers with
significant state ownership and control. Given the government’s control over
capital, even if a given Chinese enterprise was itself entirely free of government
ownership, government control, and government subsidies, it would still not be
market-oriented. The company’s costs and prices would be distorted by non-market
aspects of other economic sectors.

The Chinese government maintains stringent ownership and control over the
country’s banking and financial sector, such that these sectors are not reflective of
market principles. The central government owns all of China’s major banks—the
Industrial and Commercial Bank of China, the Bank of China, the China
Construction Bank, and the Agricultural Bank of China—and smaller banking

entities are usually owned and controlled by provincial and local governments.
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Such state-owned banks make subsidized loans based on political directives
from the central or provincial/local governments, representing one of the most
widespread forms of subsidy in China.”® At the government’s behest, these “policy
loans” are channeled to favored industries, despite indications of
uncreditworthiness.”!  For instance, the Tieben Steel project in Jiangsu province
resulted in non-performing loans worth billions of yuan.?

When Chinese companies default on these loans, state-owned banks forgive
the debt and have repeatedly been willing to exchange unpaid debt for shares.™
Two of China’s largest steel producers, Shanghai Baosteel and Anshan, have
benefited from this process.% The Chinese government, all the while exercising its

control over the banking and financial sector, then injects cash into the state-owned

banks to relieve insolvency problems resulting from these poor loan decisions.”

2 USCESRV Report at 40, attached as Exhibit 1.

i See Wiley, Rein & Fielding LLP The China Syndrome: How Subsidies and Government
Intervention Created the World’s Largest Steel Industry 25 (July 2006) (“The China Syndrome”),
attached as Exhibit 10,

z See China Gov’t Warns of Possible Rebound in Non-Performing Loans, Asia Pulse, Sept.
20, 2004, attached as Exhibit 11.

= See The China Syndrome at 17, attached as Exhibit 10.

24 See id. at 22-23.
3 See The China Syndrome at 24. Indeed, according to the Working Policy Report on China’s
accession to the WTO, “when state-owned enterprises, including banks, provide financial
contribution they are doing so as government actors,” attached as Exhibit 10. WTO No. G/SCM/118
(Nov. 9, 2005) at 12, attached as Exhibit 12
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Further compounding the government’s dominion over the financial sector,
China does not permit foreign exchange rates to fluctuate with market forces.
Rather, the government maintains significant controls on the FOREX market and on
capital account transactions, such that the convertibility of renminbi (“RMB”) is
extremely limited. The People’s Bank of China, a government-owned and
controlled entity, manages the exchange rate so as to permit only limited
fluctuation, which does not reflect the international currency market, or the actual
market value of the RMB vis-a-vis other currencies. As a result of China’s
longstanding policy of deliberately keeping the value of the RMB below its market
value, many experts estimate that the yuan is undervalued anywhere from 25 to 50
perce:nt.26 In effect, this makes exports of Chinese products artificially cheap and
acts as a tax on imports (0 China.*’ As result, neither prices in nor do prices coming

out of China reflect the prices available in an open market. The distorting effects of

China’s governmental control over capital affect every Chinese producer.

2 Chinese Auto Parts Production Paper, supra note 9 at 25, attached as Exhibit 5.

7 See The China Syndrome at 45-47, attached as Exhibit 10; USCESRY Report at 3, attached
as Fxhibit 1.
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2. Government Control Over Land Distorts the FOP of All
Chinese Companies

In addition to government control over China’s financial sector, by law, all
land in China remains the property of the state or rural collectives.”® Because all
land in China is owned and controlled by the government, no steel company owns
the land beneath its factories or the mines from which it obtains coal and iron.
Further, the Chinese government provides steel producers use of land at a fraction
of its market value®® Steel companies arc granted land-use rights, usually in
heavily subsidized lease agreements. The land-use rights, often classified as
normal, depreciable assets, are then booked at their original “cost,” amortized on an
annual basis, and then carried at the reduced value. Using the annual amortization
charge as a proxy for annual rental payments, it becomes apparent that Chinese steel
producers reap the benefits of state-owned land at prices far below any market

determined rental value. Indeed, it appears that some Chinese steel producers have

® The Property Law of the People’s Republic of China, adopted at the Fifth Sesston of the

Tenth National People’s Congress on March 16, 2007, promulgated by Order No. 62 by the President
of the People’s Republic of China on March 16, 2007 and effective as of Ociober 1, 2007. The new
property law testates principles found in China’s Comnstitution and Land Law.

# See The China Syndrome at 21-22 (providing an in-depth discussion of accounting for land-
use rights by Chinese steel mills, including Angang Steel Group and Baosteel), attached as Exhibit
10.

127352413



The Hon. David Spooner

December 10, 2007

Page 16

been given the right to use the land for free.”? Without a market for land, it is

impossible to have an enterprise fully operating under free market principles.

3. Government Control Over Labor Distorts the FOP of All
Chinese Company

The Chinese government controls all labor in China. The rights of workers
and companies to frecly enter into contracts is severely curtailed. For example,
China has only a single, governmentally-controlled labor union. Workers are
prohibited from forming independent unions, from striking for better conditions, or
otherwise engaging in collective bargaining. Labor mobility is restricted through
systems of internal passports and residency papers that prohibits workers from
relocating to places with better employment prospects and depresses local wages.

Clearly, the distorting effects of such a restricted labor market extend
throughout the entire economy. In particular, they mean that no company’s labor
costs reflect the market value of that labor. Workers cannot demand or obtain
premjums for dangerous work, compensation for overtime, hazardous conditions, or
otherwise ensure that their pay is commensurate with the risks, hazards, and

characteristics of their work. Simply put, wages in China are not market-based.

# See To Clean Air, Aid Climate, China Looks to End Polluters’ Tax Breaks, Other Perks,
The Associated Press, Apr. 27, 2007, attached as Exhibit 13; Tung-Pi Chen, Emerging Real Estate
Markets in Urban China, § Int’]l Tax & Bus. Lawver, No. 78 at 81 (1990-1991), attached as Exhibit
14,
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As a result of significant economy-wide distortions in the Chinese markets
for capital, land, and labor, there cannot be a “market-oriented” enterprise in China.
The Department’s own recent analysis of China’s economy confirms this.’ As the
Department has found, the Chinese government has control over (1) currency rates,
(2) resource allocation, and (3) labor costs, along with the means of production.
China also faces institutional weaknesses regarding property rights, bankruptcy, and
the rule of law that further distort costs and prices for all businesses participating in

the Chinese economy.

D. China is Not Accelerating Market Reforms

The Chinese economy presently lacks indicia of market pressures. Large
sectors of the economy are owned and controlled by the government, and
government ownership and control over capital, land, and labor affect every
company operating in China. Nor is this changing. While China has made limited
attempts at market reform, it has not done so quickly, and appears to be retrenching
from even those limited reforms that it has made. Rather, as the U.S.-China
Economic and Security Review Commission has concluded, “China is unwilling to
embrace market-oriented mechanism, because it maintains a preference for

3332

authoritarian controls over its economy. Further, the Chinese government has

See generally Lined Paper NME Memo.

32 USCESRYV Report at 2, attached as Exhibit 1.
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expressed great hesitancy over those reforms that it had enacted, and has only made
reforms under pressure from other players in the global economy.”’

In fact, the central government has recently recommitted itselt to continued
ownership and control over “pillar” industries.”® Over 155 of China’s largest
companies, including nearly all large banking institutions, remain squarely under
the control of the government.”® China continues to grant extensive subsidies to
such countries, as well as granting export rebates, tax holidays, and lax enforcement
of environmental regulations for favorite industries and enterprises.”® Finally, the
government continues to refuse to permit its carrency to fluctuate in accordance
with market principles.3 7

The Department has found that the government of China controls the course
of the entire Chinese economic environment.”® No company in China is free of the
effects of this control. Until China engages in significant and meaningful economic

reforms - including auctioning of state assets, floating its currency, ending

pervasive subsidization, and establishing free and open markets for labor and land-

H Id

* Id. at20.

35 1d.

3 Id at 19-20.

37 Id at21.

3 Lined Paper NME Memo at 4.
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no “market-oriented” enterprise test can be worth the Department’s time and
attention.

China appears unlikely to engage in meaningful market liberalization any
time in the foreseeable future. Until it does so, the government’s stringent control of
China’s economy will render the Department unable to find a “market-oriented”
Chinese enterprise, just as the Department has been unable to find a “market-
oriented” Chinese industry at any time in the past. Further, as explained below, such
a “market-oriented” enterprise test would be contrary to the Tariff Act, would be

administratively unworkable, and would be of dubious utility, given the non-market

nature of China’s economy.

H. THERE IS NO AUTHORITY FOR A MARKET-ORIENTED
ENTERPRISE TEST, SUCH A TEST WOULD BE UNWORKABLE,
AND SUCH A TEST WOULD BE OF DUBIOUS USEFULNESS
GIVEN CHINA’S ECONOMY

In its October 25, 2007 request for comments, the Department asked
commenters to focus on three issues. First, the Department asked for comments on
its legal authority to institute a market-oriented enterprise test. Second, the
Department asked for comments on the administrative feasibility of such a test.
Third and finally, the Department asked commenters to discuss the extent to which
the Department can rely on non-market economy costs and prices in calculating the

dumping margin for individual entities in non-market economies. Nucor comments
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in detail on these issues below, and submits that careful consideration of each issue

demonstrates that a market-oriented enterprise test is ill-advised.

A. U.S. Law Does Not Permit a “Market-Oriented” Analysis of
Individual Chinese Companies

The Department’s proposal to grant market status to individual Chinese
companies is contradicted by the plain language of the 19 U.8.C. § 1677b, as well
as by Tariff Act of 1930’s overarching command that the Department calculate the
most accurate dumping margins possible. First, 19 U.S.C. § 1677b clearly lays out
the methodologies that the Department must use to calculate individual margins in a
non-market economy, and does not permit the use of market economy
methodologies for individual non-market economy respondents. Second, given the
economy-wide cost and price distortions present in China, the Department cannot
hope to calculate accurate dumping margins based on the costs and prices incurred
by individual Chinese producers.

1. Title 19 U.S.C. § 1677b Does Not Permit a Market-Oriented
Enterprise Analysis

Title 19 U.S.C. § 1677b sets forth the permissible methods of calculating
normal value in antidumping investigations. Subsection (¢) of the provision
discusses, in particular, the calculation methods appropriate with respect to
respondents in non-market economy countries. The law, as written, focuses on a

methodology that changes only with the market or non-market nature of each
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country, and not on the nature of a company or individual respondent. There is
nothing in the statute to suggest that the Department is permitted to indulge in 2
respondent-by-respondent analysis of market orientation.

In fact, Congress, in drafting the Tariff Act, recognized that such a course of
action would be futile. The statute’s very definition of “non-market economy
country” reflects the fact that all sales within such a country are tainted, such that an
accurate normal value cannot be calculated on the same basis as in a market
economy country:

The term “non-market economy country” means any foreign country

that the administering authority determines does not operate on market

principles of cost or pricing structure, so that sales of merchandise in
such country do not reflect the fair value of the merchandise.

As the language indicates, once the Department has determined that a
country is a non-market economy country, then all sales of merchandise in
that country are tainted. A respondent-specific market-oriented enterprise
analysis would therefore be useless; all sales in a non-market economy are
tainted by the general character of the economy, and the individual
purchaser/seller in such an economy cannof change this.

2. A Market-Oriented Enterprise Analysis Would Not Comport

with the Department’s Mandate to Calculate the Most
Accurate Margins Possible

As both the courts and the Department itself have explained on numerous

occasions, the overarching purpose of the Tariff Act requires the Department to
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calculate antidumping margins as accurately as possible.”” Such accuracy cannot
possibly be achieved by application of a market-oriented enterprise test. As the
statutory definition of “non-market economy country” makes clear, in such a
country, the costs and prices of individual producers are affected by the entire
economy’s general lack of market values. Even if a producer in a non-market
economy purchased all its raw materials from a market economy, and only sold its
production in export sales to market economies, the lack of market forces with
respect to labor, land, financial institutions, and capital in general would render that
company’s costs and prices unusable. Simply put, there is no way to accurately
calculate dumping margins for a non-market economy producer using market-
economy methodologies. The only rational and consistent way to ensure accuracy in
the calculation is by resort to the statutorily mandated procedures for non-market

economy dumping calculations.

B. A Market-Oriented Enterprise _Test is Not Administratively
Feasible

In response to its May request for comments on a market-oriented enterprise
analysis, the Department received a number of comments from entities in favor of

such a test. To the extent that such commenters furnished proposals for such a test,

3 See, e.g., Lasko Metal Products v. United States, 43 F.3d 1442, 1446 (“The Act sets forth
procedures in an effort to determine margins “as accurately as possible.””); Issues and Decision
Memorandum accompanying Glyveine from the People’s Republic of China, 72 Fed. Reg. 58,809
(Dep’t Commerce Oct 17, 2007) (final results of antidumping duty administrative review and
rescission, in part) at cmt 3,
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these proposals fell into two camps. First, a number of commenters proposed that
the Department create a rebuttable presumption that all enterprises in China are
market-oriented, and require U.S. industry participants to furnish the Department
with information rebutting that presumption. Such a “test,” if it can even be
designated as such, would be completely indistinguishable from granting China
market economy status as a whole. The Department has already clearly stated that it
does not intend to do this; indeed, China’s protocols of accession to the WTO do not
envision even the possibility of market-economy status until 2014. It is clear,
therefore, that a “test” based on a rebuttal presumption of market orientation is out
of the question.

Other commenters in favor of a market-oriented enterprise analysis provided
frameworks for tests based on modified versions of the Department’s market-
oriented industry and/or separate rates tests. However, each of these multi-factor
tests would require the Department to invest significant resources in mvestigating
factors of production, indicial of government control, and accuracy and
independence of financial reports for what are likely to be multitudes of applicants
in every antidumping duty proceeding. The International Trade Administration
simply cannot, with the budget, staff, and other resources currently at its disposal,

handle such an enormous additional burden. The ITA already has been forced to
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significantly narrow the number of respondents in administrative reviews and to
decline to conduct verifications.

In short, it would be nearly impossible to fashion a market-oriented
enterprise test that was streamlined enough so as not to consume significant
Departmental resources, and yet expansive and encompassing enough to represent a
test that was politically viable and would pass judicial scrutiny. Any market-
oriented enterprise test that represented a real attempt to come to grips with the
degree to which a particular Chinese company was affected by market, rather than
non-market forces, would necessarily be complex and difficult to administer.
Compound this by the sheer number of Chinese companies likely to apply for such

treatment, and you have all the makings of an administrative nightmare.

C. A Market-Oriented Enterprise Test Would Be of Dubious Utility

Since instituting the “market oriented industry” concept at the time of
China’s accession to the WTO, the Department has been unable to find a Chinese
industry that meets the test’s criteria. Given that no market-oriented industries exist
within China, it is highly unlikely that any individual company operating within the
industry could operate on market principles. Simply stated, no individual producer
can function as an island. It must obtain inputs, and it must sell its product. If
neither its suppliers nor its home-market purchasers are operating under market

forces, the producer’s costs and prices will fail to reflect fair value. Even if such a
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producer purchased all raw materials from a foreign, market economy source, and
only sold for export to market economy purchasers, that company would be too
enmeshed in the overall Chinese economy to be validly considered market-orienied.
The company’s access to and use of labor, land, electricity, water, and capital and
financial services would all be controlled by the government.

In its October 25, 2007 request for comments, the Department asked
specifically that commenters discuss the Department’s ability to use individual
company information for those inputs that are not “inextricably linked to the
broader operating economic environment, i.e., labor, land and capital.” In essence, it
appears that the Department is suggesting a hybrid approach in which a
respondent’s own inputs are used for those inputs that are market-based, while
surrogates are retained for all non-market inputs. Nucor must counsel against this
hybrid approach, as ~ like any “market-oriented” enterprise analysis -- it is not
permitted by the statute, would be administratively unworkable, and is of doubttul
utility given the Chinese government’s control over finance and capital in China.

First, as described above, the Tariff Act provides a methodology for
calculating margins in a market economy, and a methodology for calculating
margins in a non-market economy. It does not condone or permit the Department to
either adopt a company-by-company analysis, or to use the market-economy

methodology with regard to enterprises located in non-market cconomies. It

12735241.3



The Hon. David Spooner

December 10, 2007

Page 26

certainly does not provide the Department with discretion to “mix-and-match”
market and non-market methodologies. Any attempt to do so would violate the
scheme laid out by the statute.

Second, the Department could not use such a “mix-and-match” strategy
without analyzing, on a producer-by-producer basis, which inputs were market
based and which were not. It is insufficient to simply declare certain inputs to be
“inextricably linked to the broader operating environment,” while declaring all other
inputs to not be so inextricably linked. The Department would, in fact, have to
analyze all factors of an individual producer’s production, and determine which
imputs were market based and which were not. Given the number of Chinese
companies who would likely attempt to take advantage of any market-oriented
enterprise test, this would quickly swamp the Department’s resources. It would be
impossible, given the International Trade Administration’s personnel and budget, to
fairly, thoroughly, and consistently engage in this kind of investigation and analysis.

Third, and perhaps most importantly, a/l factors in a non-market economy
are enmeshed due to government influence and control over capital and finance.
This is particularly true in the case of China. The central government retains tight
controls over foreign exchange and over the banking and financial sectors in China.
As a result, no transactions involving the change of currency in China — and thus no

transactions whatsoever — are free of the distorting influence of a governmentally
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controlled economy. Even if a Chinese company were to purchase certain inputs
from a market economy source, the prices for these goods would be distorted by the
Chinese government’s control over the flow of capital. Even were the Department
to attempt to determine exactly which inputs of every applicant were “market-
based” and which were not, it would not be possible to entirely remove the

distortions caused by an applicant’s mere presence in a non-market economy.

1II. CONCLUSION

The Department should abandon the proposal to institute a “market-oriented
enterprise” analysis of individual companies in non-market economies, With respect
to Chinese steel producers, there are sufficient indicia of high levels of
governmental control over the entire industry to demonstrate that no “market-
oriented” steelmaker can exist in China. Further, with respect to the three issues that
the Department flagged in its request for comments, the Tariff Act of 1930 does not
permit the Department to analyze individual companies in a non-market economy
using either a market methodology or a hybrid methodology that pulls from
clements of both the market economy and non-market economy dumping
methodologies. Any realistic or politically valid attempt to introduce a “market-
oriented enterprise” test would subject the Department to heavy administrative
burdens, requiring phenomenal resources that the Department simply does not have.

Even were the Department to have such resources, a “market-oriented enterprise test
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would be of limited utility, given the Chinese government’s control over important
factors of production, including land, labor, and capital. No participant in the
Chinese economy can ever be free of all of this distorting influence, rendering all
Chinese costs and prices unsuitable for use in calculating accurate dumping
margins.

On behalf of Nucor Corporation, we therefore respectfully request that the

Department decline to institute and administer a “market-oriented enterprise”

analysis for non-market economy producers.

Sincerely,

e ¥ o s

Alan H. Price
Timothy C. Brightbill

Counsel to Nucor Corporation
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form a complex web of concerns that comprise the overall relation-
ship between the United States of America and the People’s Repub-
lic of China.

The Commission’s conclusions are included in this Executive
Summary. At the end of this Summary, the Commission’s ten key
recommendations are listed. The Commission makes a total of 42
recommendations to the Congress in this Report. Those pertaining
to each of the five Report chapters appear at the conclusion of the
chapter, and a comprehensive list is provided beginning on page
285.

The United States-China Trade and Economic Relationship

China made progress toward economic reforms in 2007, but only
with great hesitancy and, even then, only with the prodding of
other nations and the World Trade Organization. China is unwill-
ing to embrace market-oriented mechanisms, such as a freely trad-
ed currency, because it maintains a preference for authoritarian
controls over its economy. It has not yet, for example, allowed its
citizens to freely invest their savings abroad or even in Hong
Kong's stock market. Yet China also avoids effective controls where
it fears that government intervention might limit economic¢ growth.
China continues to refuse, despite repeated promises, to crack
down effectively on trademark and copyright piracy of foreign goods
sold within China. The central government also has repeatedly re-
sisted calls for it to rein in the extensive government subsides it
provides to favored industries, alse a violation of free-market prin-
ciples. Worse still, China formally has adopted a policy of retaining
large amounts of the economy—encompassing a dozen industries
from information technology and telecommunications to shipping
and civil aviation—under direct government ownership and control,
As China has adopted and maintained policies designed to support
an export-driven growth meodel, it has amassed the world’s largest
foreign currency reserves of $1.43 trillion.

Conclusions

The Relationship’s Current Status and Significant Changes During

* China’s trade surplus with the United States is growing dramati-
cally, due in large part to its financial and economic policies that
stimulate exports and discourage imports. China’s trade surplus
with the United States in goods through August 2007 rose to
$163.8 billion, an increase of 14 percent over the $143.3 billion
surplus during the equivalent period in 2006. By mid-2007,
China had accumulated $1.43 trillion in foreign currency re-
serves, up from $1.2 trillion in 2006. An estimated 70 percent of
those reserves, or about $1 trillion, are invested in dollar denomi-
nated assets, mostly U.S. government and corperate bends.

« Following a five-year phase-in period, China is largely complying
with the World Trade Organization’s procedures, rules, and regu-
lations, at least on paper. While China has rewritten thousands
of laws and regulations, major improvements are still needed in
implementation and enforcement. China’s performance is notably
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weak in the areas of intellectual property protection, mainte-
nance of a market-based currency regime, and compliance with
the WTO’s prohibitions on export subsidies.

+ China’s economy remains heavily dependent on manufactured ex-
ports to sustain its rapid economic growth and to provide jobs for
a rural population moving to urban areas in search of higher pay
and benefits. Chinese authorities have not been willing to alter
this pattern, even if pushing exports means violating WTO rules
or free market principles.

e China's trade relationship with the United States is severely out
of balance, with its exports to the United States exceeding its im-
ports by a ratio of more than five to one.

» Beijing has been slow to translate three decades of record eco-
nomiec growth into a better life for all its citizens by enhancing
government programs for education, pensions, and health carve.
Nor has China encouraged financial services reform to allow its
citizens to enjoy the benefits of consumer credit and affordable
insurance. As a result, Chinese workers save much of their in-
come to enable them to contend with life’s vicissitudes and they
purchase few imported goods.

s The artificially low value of the renminbi provides a subsidy for
Chinese exporters and serves as a hindrance to Chinese import-
ers and consumers.

« China’s mercantilist policies are taking a huge toll on small and
medium-sized manufacturing facilities and their workers in the
United States. While U.S.-based multinationals can transfer and
have transferred much of their production to China to serve that
market, small and medium-sized manufacturers in the United
States are not as mobile. They face the full brunt of China’s un-
fair trade practices, including currency manipulation and illegal
subsidies for Chinese exports, This is significant because small
and medium enterprises (SMEs) represent 60 percent of the
manufacturing jobs in America.

The Control of China’s Economy by its Government, and the Effect
on the United States

¢ The push for reform in China’s economy in the 1980s and 1990s
appears in some cases to have reversed with a renewed use of
industrial policies combined with a new class of super state-
owned enterprises.

e China’s 11th Five-Year Plan emphasizes industrial policy plan-
ning for the state-owned sector. The plan heavily promotes the
development of value-added industries of a technical nature. The
Chinese Communist Party employs a range of tools to accomplish
these goals, including the use of subsidies and state-funded R&D
centers, promoting foreign direct investment from Western high-
tech firms, employing strategies to maximize technology trans-
fers from more-developed economies, infant-industry protection,
and directed use of China's state-owned enterprises,



INTRODUCTION

As it prepares to host the 2008 Summer Olympic Games, China
is presenting to the world the image of a confident and benevolent
world power. But that image stands in contrast to a number of ac-
tions by and policies of China's authoritarian government. As a re-
sult, Beijing presents enormous challenges for U.S. policymakers
who hope to see China move along a path of reform.

Today a prospering China welcomes another year of double-digit
growth in its economy and a soaring stock market, and it recog-
nizes that its free market reforms are the engine of its success.
However, it is becoming apparent that China's leadership, both in
the central government and at the local level, is nervous about the
pace and extent of further market-based reforms. In addition, Chi-
na’s leadership continues to avoid political reform by suppressing
political dissent and blocking efforts of most groups in the society
other than the Communist Party—for example, workers trying to
organize and citizens attempting to practice their religion freely.

The Commission has been given the responsibility by Congress
to advise it on economic and security policy toward China. Our
findings are contained in this, the Commission’s fifth major Report
to Congress. Contributing to this effort, the Commission held six
hearings in Washington DC, and one in Chapel Hill, North Caro-
lina. Commissioners attended three classified intelligence briefings
in Washington, DC, and a full day of classified briefings on China’s
scientific, technological, and military capabilities at Wright-Patter-
son Air Force Base, Ohio, and are preparing a classified report on
those subjects. Commissioners also visited the cities of Beijing,
Dalian, and Shenyang in mainland China, as well as Hong Kong;
Taipei and Kachsiung, Taiwan; and New Delhi, India. The Com-
mission contracted for independent research pertaining to topics
the Commissioners view as important to consideration of key issues
in U.S. policy toward China.

The Commission’s conclusions as presented in this Report are a
mixture of good news and bad. China has taken a constructive role
in reaching agreement among six nations to dismantle North Ko-
rea’s nuclear weapons production capacity. China has agreed to
send a combat engineering battalion to Sudan to help with the
U.N’s peacekeeping and reconstruction activities there, and is
showing signs of interest in strengthening its export control system
to limit proliferation. China’s economic policies have helped lift 200
million of its people out of poverty, and its leaders also have begun
to acknowledge the widespread environmental degradation of Chi-
na’s air and water.

Among the problem areas identified by the Commission in 2007
are China's continuing harassment of journalists, bloggers, Internet
users, whistleblowers, environmentalists, human rights advocates,
and citizens who attempt to disseminate non-official versions of

(18}
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events within China. The costs of such restrictions have become all
the more obvicus through many recent reports in the Western
press about long-standing safety and health concerns of inter-
national as well as Chinese consumers who have been exposed to
adulterated and dangerous toothpaste, baby formula, and cough
syrup. Allowing the Chinese news media to fully report on such do-
mestic scandals earlier might have led to more effective solutions
to the problem within China, and contrels on exporting tainted
products out of China.

Some of the Commission's research during the year involved
issues addressed in previous Commission reports, including a num-
ber of World Trade Organization compliance problems. China still
is not enforcing its own laws against intellectual property theft. As
in the past, the problem revolves around China's lax enforcement
and its preference for civil fines rather than criminal prosecutions
for large transgressions. China also has done little to address re-
peated complaints from the United States and the European Union
about its extensive subsidies to manufacturers. Those subsides in-
clude discounts on loans and land, electricity, water, waste treat-
ment, and roads. In some cases, China provides lax environmental
and labor law enforcement for favored industries. Tax holidays and
rebates on exports also are available for favored industries. China
maintains limited market access for American entertainment soft-
ware, principally movies. Each one of these issues is the subject of
a WTO complaint against China by the United States.

The Commission is disappointed that Beijing’s efforts to move in
the direction of a market economy appear to be slackening. In par-
ticular, the government’s decision to retain state ownership or con-
trol of a large block of the economy is disappointing. In accord with
its 11" Five-Year Plan, China has designated a dozen industries,
including telecommunications, civil aviation, and information tech-
nology, as “heavyweight” or “pillar” industries over which it in-
tends for government to retain control. In addition, 155 of China’s
largest corporations remain state-owned, including nearly all the
nation’s largest banks. Much of the economy remains under the
Chinese government's strict control. Beijing's provision of subsidies
to its pillar industries may damage competitors in other coun-
tries—including the United States where companies do not receive
such subsidies,

Other Chinese economic policies, especially China’s pursuit of en-
ergy assets to fuel its economic growth, raise particular challenges.
Rather than rely on international oil markets to supply its energy
needs as most nations do, China shows a growing reliance on own-
ing oil at the wellhead that easily could cause significant market
disruptions if prices continue to stay high and supplies remain
tight. In addition, this policy has led China to develop close rela-
tionships with countries such as Iran, Sudan, and Burma, and this
has made it more difficult for China to coeperate in multilateral ef-
forts to address the human rights issues and other important chal-
lenges that these countries pose.

Congress needs to consider the growing unease in Asia about
China’s militarization and its strategic intentions in the Western
Pacific/BEast Asia region. The Commission examined China's grow-
ing military power in classified briefings, in hearings, and during
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its trips to Asia. The Commission concluded that China is devel-
oping 1ts military in ways that enhance its capacity to confront the
United States. For example, China has developed the capability to
wage cyber warfare and to destroy surveillance satellites overhead
as part of its tactical, asymmetrical warfare arsenal. With its high-
1y developed reliance on systems of command, control, communica-
tions, computers, intelligence, surveillance, and reconnaissance
{C4ISR), the American military is significantly exposed to such at-
tacks. China also could target America's eritical infrastructure in
a confrontation. In the realm of traditional warfare, China is ac-
quiring the ability to overwhelm the defenses of, and successfully
attack, U.S. carrier battle groups.

Creating further uncertainty about China’s military and foreign
policy intentions is its reluctance to release more details abeut its
military spending. Without such information, Americans are left
with little choice but to draw adverse inferences about China's in-
tentions from its focus on cyber warfare and anti-satellite weapons,
its construction of two ballistic missile submarines, and its pur-
chase from Ukraine of a former Soviet aircraft carrier. New genera-
tions of fighter aircraft, spacecraft, submarines, missiles, and other
sophisticated weapons are coming off China's production lines, but
China has been reluctant to discuss how its military spending fits
into its overall foreign policy goals.

Similarly troubling are the conclusions the Commission reached
concerning China’s growing reliance on industrial espionage. China
continues to supplement its acquisition of new technologies from
commercial transfers and direct production partnerships with a
large-scale industrial espionage campaign.

China’s growing trade surplus with the United States also is
worrisome. In the first eight months of 2007, China’s trade surplus
in goods rose to $163.8 billion, up 14 percent from the same period
a year earlier. China’s trade surpluses already have helped create
the world's largest single pool of foreign currency. United States
policymakers are concerned about the China Investment Corpora-
tion recently created by the central government. The CIC will man-
age a portion of China’s $1.43 trillion in foreign currency reserves,
which thus far have been invested mostly in dollar-denominated
bonds. But the record size of China'’s foreign funds holdings and
the fund’s rapid growth are raising concerns about the direction of
future investments and the impact they could have on the U.S.
economy.

China’s unwillingness to accelerate the pace of its currency ap-
preciation—or at least to allow the international currency markets
to have more influence over the value of the renminbi—remains a
major disappointment. Since China announced in July 2005 that it
would allow the renminbi to fluctuate within a narrow trading
band against a basket of currencies, the renminbi has appreciated
less than 10 percent against the dollar. Meanwhile, China’s global
trade surplus is growing at an ever-faster rate.

The Commission believes that none of these problems is insur-
mountable and that both governments must work diligently to
build the trust and understanding essential to agreements to which
the parties will adhere.
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have been gaining in importance.’?7 “The local sector [SOEs] ...
seem to be steadily ... privatized and transformed {with] the local
government officials act{ing] more like entrepreneurs,” says Dr.
Barry Naughton of the University of California/San Diego.78

The central government plays a small role in the activities of the
local SOEs and instead focuses on several hundred larger firms
that Beijing sees as critical to China’s future. While local SOEs do
employ the majority of the state-owned sector's workforce, the cen-
tral government controls a disproportionately large share—48.3
percent—of the state-owned sector’s assets.”® The firms that fall in
this category are the principal beneficiaries of much of China’s in-
dustrial policy.5¢

Dr. Naughten guoted a senior Chinese official as saying, “state
ownership 1s appropriate in four sectors: national security, natural
monopoly, important public goods or services, and important na-
tional resources. In addition, a few key enterprises in ‘pillar’ (pri-
ority) industries and high-tech sectors should be maintained under
state ownership.” 81 Dr. Naughton testified that “the five sectors of
oil, metallurgy, electricity, telecommunications, and military indus-
tries represent two-thirds of the labor force and three-quarters of
the capital in [the] state sector core.” 82

The largest state-owned firms fall under the Chinese version of
a holding company: the State-Owned Assets Supervision and Ad-
ministration Commission (SASAC). SASAC was created to “manage
the [CCP's] efforts to control more effectively China’s SOEs, while
increasing the SOEs’ economic returns and maintaining the polit-
ical returns to the government.”8% SASAC has jurisdiction over
China's best SOEs and has been given explicit instructions to ad-
vance a number of the CCP’s economic goals.

SASAC's mandate directs it to consolidate its control over larger
SOEs and dispoese of smaller ones. To accomplish this goal, SASAC
divided tens of thousands of SOEs into two groups: those from stra-
tegic industries to be owned by the central government and the re-
mainder to be run by provincial and local governments with help
from the Ministry of Finance. The smallest and weakest were, in
many cases, given to local authorities to shut down or merge.
Through restructuring and consolidation, SASAC appears to have
pared its list from the original 198 companies to 155 companies.84

SASAC has been candid in revealing its plans for China’s state-
owned enterprises. These include its intentions to provide govern-
ment subsidies to the “national champions” it intends to create.
The “goal of reforming is to reorient state capital away from poorly
performing companies in non-crucial areas to priority sectors,”8s
explained Shao Ning, Vice Minister of SASAC.

In December 2006, SASAC and China’s State Council jointly an-
nounced the “Guiding Opinion on Promoting the Adjustment of
State-Owned Capital and the Reorganization of State-Owned En-
terprises.” The Guiding Opinion identifies seven “strategic indus-
tries” in which the state must maintain “absolute control through
dominant state-owned enterprises,” and five “heavyweight” indus-
tries in which the state will remain heavily involved. (See the box
below.) China Daily and the Asia Times estimate that between 40
and 50 of the 155 SASAC-controlled SOEs are engaged in the seven
“absolute control” sectors, accounting for 75 percent of SASA(C's
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total assetsB® and as much as 79 percent of SASAC’s total profits.87
They include such highly profitable companies as China Mobile,
PetroChina, and Air China, A complete list of these SOEs is in-
cluded as Appendix VII-C 88

INDUSTRIES THE PEOPLE'S REPUBLIC OF CHINA HAS IDENTIFIED
AS “STRATEGIC” AND “HEAVYWEIGHT”

Strategic Industries: Heavyweight Industries:

1) Armaments 1) Machinery

2) Power Generation and Distribution 2) Automobiles

3) Oil and Petrochemicals 3) Information Technology

4) Telecommunications 4) Construction

5) Coal 5)Iron, Steel, and Non-Ferrous metals
6) Civil Aviation

7) Shipping

According to China’s official news agency Xinhua, the “Guiding
Opinion proposes 10 actions to promote the reorganization of state-
owned enterprises, including stock exchange listing for sound com-
panies and the addition of foreign investors.”®® Other proposed ac-
tions include shutting down money-losing companies, reorganizing
management in other firms, linking manufacturers to state re-
search institutes, and tightening budget controls,

The announcement indicates that Beijing may be looking to for-
eign, or “strategic,” investors to help China create what economic
planners like to call “market socialism.” This phenomenon already
can be seen at work in the information technology sector to which
SASAC attached such great importance. Dr. Zhi Wang, an econo-
mist at the TU.S. International Trade Commission, recently said
that 90 percent of China’s high technology exports to the United
States are from Foreign Invested Enterprises (FIE), many of which
involve joint ventures with Chinese firms. %0 American venturs
partner companies may be helping a SASAC-targeted industry
climb the technology ladder.

Beijing goes to great lengths to hide the fact that many Chinese
firms thought to be private are, in fact, SOEs. Many companies in
China whose stocks are traded on China’s exchanges are in reality
SOBEs in which the government keeps as much as a 75 percent
stake, says Mr. Frederick Jiang, manager of the Ivy Pacific Oppor-
tunities Fund. By only listing part of an SOE on domestic ex-
changes, the Chinese government is able to maintain control of the
firm, This association with China’s government “often means the
companies are assured of maintaining their dominant position,” 9!
said Mr. Jiang. Studies have shown that when foreign investment
capital is attracted to SOEs through this opaque process, there
typically is an increase in their competitiveness. “Foreign capital
participation in an SOE is associated with higher innovative activ-
ity. ... There is a positive effect of FDI on SOEs that export, invest
in human capital or R&D, or have prior innovation experience.” 92

Of course, at the same time, Beijing isn’t anxious to see control
of its strongest SOEs pass to foreigners, The State Council report-
edly is planning to establish an interdepartmental committee to
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“scrutinize large-scale mergers or acquisitions of state-owned enter-
prises by foreign companies,” 93

Another way for Beijing to support companies in SASAC's fa-
vored industries is to use government subsidies. SASAC public pro-
nouncements confirm what external studies have already observed:
China already is deeply involved in such activity. University of
New Haven professor George Haley testified before the Commission
that these subsidies are most frequently provided at the provincial
and municipal levels in China. They are listed in the box below:

Forms of Provincial and Municipal Government Support
for SOEs 94

1} Low Cost Loans. Provincial governments use their influence
over the state banks to ensure that SOEs receive low-cost and
sometimes free loans that amount to an outright transfer of cap-
ital.

2) Asset Injections. Provineial and municipal governments
transfer assets, such as toll roads and toll bridges, to their SOEs
at prices far below market value or replacement costs.

3) Subsidized Inputs. Provincial and municipal governments
subsidize purchases of equipment, component parts, raw mate-
rials, and supplies for SOEs by requiring other SOEs or pres-
suring their own suppliers to provide these inputs at below-mar-
ket or even below-cost prices.

4) Tax Breaks. Provincial and municipal governments provide
tax breaks of various types to their own SOEs. Tax breaks in-
clude reduced utility costs, reduced income-based taxes, and re-
duced general taxes.

5} Energy Subsidies. Provincial and municipal governments
sell energy and other utilities to their SOEs at below-market
prices.

6) Land Subsidies. Provincial and municipal governments con-
solidate land parcels and sell them to their SOEs at below-mar-
ket prices,

7) Purchasing SOE Products. Provincial and municipal gov-
ernments purchase goods and services from their SOEs at above-
market prices, often higher than less well-connected companies’
lower bids.

A 2006 European Union report noted these advantages: “China
has channeled significant subsidies to favored national industries,
in particular companies destined to become national or regional
champions. These companies also have benefited from preferential
policies such as privileged access to the banking sector. In some
cases, such as the automotive and steel sectors, whole sectors ben-
efit from an integrated industrial policy intended to support domes-
tic production and boost exports. China also has developed a tax-
ation system granting tax preferences contingent on the use of local
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MONEY FOR METAL: A DETAILED EXAMINATION OF CHINESE GOV-
ERNMENT SUBSIDIES TO ITS STEEL INDUSTRY

EXECUTIVE SUMMARY

» The Chinese steel industry is continuing to expand at an unprecedented and
seemingly uncontrolled rate. China’s steel capacity grew another 20 percent in
2006. Today, experts estimate that China’s total steel capacity is aiready 500
million metric tons or more and will reach as much as 600 million metric tons by
year-end 2007.

e This unparalleled expansion is the direct result of the Chinese government’s di-
rection and control of the Chinese steel industry, and its bestowal of an extraor-
dinary range of subsidies to Chinese steel producers. The growth of China's
steel industry has been both financed and directed by the Chinese government.

= Government ownership of the steel industry is far greater than previously re-
ported. Eight of the ten largest Chinese steel groups are 100 percent owned or
controlled by the Chinese government, while 19 of the top 20 groups are majority
owned or controlied by the government. In terms of production, 91 percent of the
production of the top 20 steel groups is state-owned or controlled. This degree of
state ownership allows the government to exert direct control over the steel in-
dustry.

» This report identifies more than RMB 393 billion (US$ 52 billion) in subsidies
granted to Chinese steel producers. These documented subsidies include;

o RMB 130.9 billion (US$ 17.3 biltion) in preferential loans and directed
credit — The Chinese government uses subsidized loans granted to steel
producers to carry out government policy. These policy loans account for
the majority of all loans in China, and leading Chinese steel producers
have received between 60 and nearly 100 percent of their loans from pol-
icy banks. This report details subsidized loans received by 15 major Chi-
nese steel producers.

o RMB 141 billion (US$ 18.6 billion) in equity infusions and/or debt-to-
equity swaps — China regularly injects substantial cash subsidies into steel
producers, acquiring additional ownership shares in return. The Chinese
government has also made widespread use of debt-to-equity swaps since
the mid- to late-1990s. At least 37 different Chinese steel companies
have benefited, including all of the major producers.

o RMB 38.9 billion (US$ 5.1 billion) in land-use discounts — The physical
purchase of land is nearly impossibie in China. Instead, the Chinese gov-
ernment provides lease agreements and then transfers land-use rights to
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the companies for little or no cost. Steel producers enjoy these land-use
rights for no charge, or for as little as US$ 0.02 per square foot.

o RMB 9.5 billion (US$ 1.3 billion) in government-mandated mergers —
The Chinese government is directing consolidation of the steel industry in
China by permitting acquisitions for little to no cost. For example, in May
2007, Baosteel, China’s second largest steel producer, received a 48.5
percent stake in Xinjiang, worth more than RMB 8 million, at no cost.

o RMB 2 billion {US$ 258.6 million) in direct cash grants - Chinese steel
producers continue to report outright cash grants, as well as grants for
specific steel construction projects, on their balance sheets.

e The actual total subsidy amount is undoubtedly many times larger than this figure
because of the limited number of companies reviewed and the partial nature of
the data that even these companies reported.

» These subsidies have fueled China's steel industry expansion, resuiting in sharp
increases in China's steel exports. China moved from becoming a net importer
of steel to a net exporter of steel in 2006. In the same year, it became the largest
single steel exporting country by volume, up from fifth largest in 2005. China’s
total finished steel exports surged to 33.8 million tons in the first half of 2007, up
nearly 100 percent compared to the same period in 20086.

+ The Chinese steel industry has benefited from massive direct and indirect subsi-
dies, many of which violate China's World Trade Organization obligations. The
result has been artificial growth of China’s steel capacity and production, at the
expense of its international competitors, including U.S. companies and their
workers.

e The Chinese government should end its policy of control, direction and subsidiza-
tion of its steel industry. If it does not, the United States and other trading part-
ners should increase efforts to require China's compliance with its WTO com-
mitments and international trade law.
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MONEY FOR METAL.: A DETAILED EXAMINATION OF CHINESE
GOVERNMENT SUBSIDIES TO ITS STEEL INDUSTRY

1. INTRODUCTION

The Chinese steel industry is continuing to expand at an unprecedented and
seemingly uncontrolled rate. After an astounding five-year run-up of 170 percent be-
tween 2000 to 2005, China's steel capacity grew another 20 percent in 2006. Today,
most experts estimate that China’s total steel capacity is already 500 million metric tons
or more' and will reach as much as 600 million metric tons by year-end 2007 .2

This unparalleled expansion is the direct result of the Chinese government's di-
rection and control of the Chinese steel industry, and its granting of an extraordinary
range of subsidies to Chinese steel producers. For years, the Chinese government has
owned, directed, and subsidized virtually all aspects of the Chinese steel industry. Even
today, China's steel producers operate in an environment where basic market forces —
supply, demand, comparative advantage — do not exist or apply, due to the persistent
intervention of China's national, provincial, and local governments and the pervasive
influence of WTO-illegal subsidies.

The growth of China's steel industry has been both financed and directed by the
Chinese government. The Chinese government maintains substantial ownership and
control over the steel industry. As documented below, the national, provincial and local

governments own majority stakes in almost all of China’s major stee! producing groups

3
2007.

z Southeast Asian Steel Conference: China’s Finished Steel Exports To Fall In 2009, CB! China,
American Metal Market, June 15, 2007 (quoting Jimmy Ding, CBI China, as estimating China's total steel
praduction capacity at 601 million tonnes in 2007 and 642 miliion tonnes in 2008).

Li Hongmei, China's 07 Steel Capacity Put At 500M Tonnes, American Metat Market, June 4,
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and also hold key decision-making authority over the steel industry. This paper reviews
the Chinese government's 9", 10" and 11" Five-Year Plans, which have dictated the
growth and direction of the Chinese steel industry. It also reviews provincial govern-
ment five-year plans, which contain similarly detailed instructions for particular Chinese
steelmakers. As these plans make clear, Chinese steelmakers do not operate accord-
ing to market forces, and the key strategic and operational decisions are imposed by
governmental fiat.

An earlier report, The China Syndrome: How Subsidies and Government Inter-
vention Created the World’s Largest Steel Industry (July 2006),® described the various
ways in which the Chinese government provides direct and indirect benefits to the steel
industry, including cash grants, land grants, transfers of ownership interests, conversion
of debt to equity, debt forgiveness, preferential loans, tax incentives, and other meth-
ods. Money for Metal further examines these and other forms of subsidies and gov-
ernment intervention, adding new information that has been revealed in the last year.
This report also expands upon earlier research through a detailed review of the financial
statements of leading Chinese steel producers, including but not limited to Angang,
Baosteel, Laiwu, Maanshan, Shougang, and Wuhan. Although financial reporting by
these companies remains opaque and elusive, these companies’ own documents dem-
onstrate that the Chinese government has provided — and continues to provide — mas-
sive amounts of financial assistance to China’s steel industry. This assistance benefits
the entire range of steel products, including sheet, plate, galvanized, long products, tu-

bular products, and stainless steel products.

¢ Wiley Rein LLP, The China Syndrome: How Subsidies and Government intervention Created the

World's Largest Steel Industry (July 2006), available at: hitp:/iwww wileyrein.com/docs/docs/80.pdf.
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A partial compilation, which covers only a handful of the subsidies documented in
this report, and including only a limited number of companies, reveals subsidies totaling
more than RMB 393 billicn (US$ 52 billion). These documented subsidies include RMB
130.9 billion in preferential loans and directed credit; RMB 141 billion in equity infusions
and/or debt-to-equity swaps; RMB 38.9 billion in land-use discounts; RMB 9.47 billion in
government-mandated mergers; and aimost RMB 2 billion in direct cash grants. The
‘actual total subsidy amount is undoubtedly several times larger than this figure because
of the limited number of companies reviewed and the partial nature of the data that even
these companies reported.*

The result of these massive subsidies is that China's steel exports, particularly
exports to the United States, are moving upward at an unprecedented rate. In 2005,
China moved from becoming a net importer of steel to a net exporter of steel. In 2008,
it became the largest single steel exporting country by volume, up from fifth targest in
2005. U.S. imports of finished steel products from China more than doubled in 2008,
increasing from 2.3 million tons in 2005 to 5.35 million tons in 2006.° This rate of in-
crease has continued in the first half of 2007. U.S. imports from China reached 2.6 mil-
lion tons in the first half of 2007, an increase of 23.8 percent over the same period in

2006.° China's total finished steel exports surged to 33.8 million tons in the first half of

4 To gain a complete picture of subsidies bestowed upon the Chinese stee! industry, it would be

necessary to undertake a complete financial analysis of all steel producers for an extended period of time
(at least 15 years). This study is limited to only a few Chinese producers for which public financial state-
ments were available. Even for those companies included in the study, financial statements were not
available for all fifteen years. Moreover, the study does not encompass possible subsidies that are not
readily apparent in the financial statements,

5 U.S. Dep't Commerce, Bureau of Census data.

8 Id.
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this year, up nearly 100 percent compared to the same period in 2006.7 With total steel
capacity that is now approximately five times larger than the entire North American steel
industry, China's exports to the United States and the rest of the world will only in-
crease.

China has not become the world’s largest steel producer and exporter by acci-
dent, or by operation of free markets and comparative advantage. China has reached
its position through a combination of subsidies, mandates, and planned governmental

intervention.

7

Li Hongmei, China Mulling End To All Steel Export Rebates, American Metal Market, July 18,
2007,
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. CHINESE GOVERNMENT OWNERSHIP AND CONTROL OF THE STEEL
INDUSTRY

The Chinese government maintains substantial ownership and control over the
steel industry. In addition to owning majority stakes in almost all of China’s major steel
producers, the government retains a high degree of decision-making authority over the
steel industry and continues to intervene extensively to direct the course of individual
companies. The government's role with respect to steel is set forth in a number of pol-
icy directives and incentive programs through which it actively supports the growth and
competitiveness of the industry. The Chinese government has implemented its policy of
support for the steel industry by providing it with massive subsidies and other forms of
assistance, including cash grants, capital infusions, preferential loans, and tax incen-

tives. The result has been the creation of the world's largest steel industry.

A. Government Ownership

The Chinese Government's 10" Five-Year Plan for National Economic and So-
cial Development establishes the framework for state ownership of the steel industry by
providing that the "state must hold a controlling stake in strategic enterprises that con-
cern the national economy.”® Because the iron and steel industry is considered a “stra-
tegic” or “pillar” industry, the Chinese steel industry remains predominately state-owned,
with the government owning the vast majority of shares in almost ali of China's major

steel producers.

8 See Gov't of the PRC, The Tenth Five Year Plan for Nat| Economic and Social Dev.-People’s

Republic of China, available at hitp://ilo.org/publicienglish/employment/skillsthrdr/init/chn 1.htm.
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Most of the top steel producing companies are controlled by a state-owned hold-
ing company or “group.” For example, Baoshan lron & Steel Co., the second largest
steel producer in China, is 78.35 percent owned by a state-owned holding company,
Baosteel Group Corporation, which, in turn, is 100 percent owned by the central gov-
ernment's State-owned Assets Supervision and Administration Commission of the State
Council (SASAC).Y In addition to Baoshan Iron & Steel, Baosteel Group owns and con-
trols other steel-related companies, as well as companies involved in mining, electricity,
chemicals, transportation, warehousing, and international trading.'® As a result of this
ownership structure, Baoshan Iron & Steel’s ultimate controlling shareholder is the 100

percent central government-owned SASAC.

State-owned Assets Supervision
and Administration Commission
of the State Councll

y 100%
100% SASAC of Xinjiang
Uygur Autonomous
Region
Baosteel Group
15%
f78.35% ] 74.1% | 100% 69.61% |
P Baosteel Group Xinjiang Bayi
Baoshan Iron Shanghai Meishan : jiang bay
Shanghai fron & Steel
& Steel Co. Ltd Iron & Stee! Co,.Ltd Ergang Go, Ltd. Group Co,.Lid.
|100% |85.92% | 100% | 100%
Pudong lron Baosteel Group Shanghai Baosteel Baostee! Group
& Steel Co., Ltd Shanghai No. 1 Yichang Stes! Shanghai Steel
Iron & Steel Co. Ltd. Sheet Co,.Ltd Tube Co,.Lid

¥ See, e.g., Baosteel 2005 Annual Report at 7. SASAC is the government agency charged with

exercising the authority of ownership of China’s state-owned enterprises (“SOEs"). The central govern-
ment SASAC directly controls managerial and board selection and all financial, legal, and corporate struc-
tural issues for SOEs. It retains all regulatory power over SOEs and SASACs organized at the provincial
and local level. See generally, Barry Naughton, Top-Down Control: SASAC and the Persistence of State
Ownership in China (June 23, 20086}, Paper presented at the conference on China and the World Econ-
omy, Leverhulme Centre for Research on Globalisation and Economic Policy (GEP), University of Not-
tingham, available at
hitp./iwww.nottingham.ac.uk/economics/leverhulme/conferences/June8/Naughton.doc,

See id.
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The government uses this ownership structure to manage the financial affairs of
individual companies by, for example, mandating the transfer of assets between entities
within the holding company to achieve government aims."" Additionally, as described in
detail below, the government routinely uses its control over the holding company to
cross-subsidize assets — e.g., granting steel companies preferential rates for electricity
and iron ore from related entities within the holding company. In essence, use of state-
owned holding companies allows the government to maintain majority ownership as well
as significant control and management over steel companies.

Government control over individua!l steel companies is further ensured through
the two-tier ownership structure of Chinese enterprises, in which the government holds
majority shares in most companies while other entities own only a small minority of a
separate class of non-tradable shares.”? The fact that some companies are partially
publicly owned is of little consequence due to the lack of rights accorded minority
shareholders. Indeed, it is widely recognized that majority shareholders, generally the
government, “routinely run roughshod over minority shareholders” and that China’s legal

system has proven unable to protect minority shareholder rights.’® As one study re-

" For example, the central government recently requested that state-owned steel mills consolidate

their profitable assets under their listed companies. Anyang Stee! fo Transfer Assefs to Listed Arm,
American Metal Market, June 18, 2007.

12 See James Ahn and David Cogman, A Quiet Revolution in China's Capital Markets, McKinsey on

Finance at 1 (Summer 2007).

18 Corporate Governance Can Drive China's Reform, The Asian Wall Street Journal, Nov. 22, 2002.

See also OECD, Reforming State Asset Management and Improving Corporate Governarnce; The Two
Challenges of Chinese Enterprise Reform 9 (Feb. 3, 2005} {“The most widespread abuse is asset strip-
ping by controlling ‘legal entity' shareholders at the expense of the firm itself and its minority shareholders
through abusive related party transactions among firms of the same group, intra-group lending or guaran-
tees, and excessive cash dividends. Indeed, the parent company will fypically transfer productive assets
to its listed subsidiary, retaining liabilities and redundant staff, and remaining an SOE").
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cently concluded, “[t]here is little or no opportunity for minority shareholders to exercise
their voice and oppression of minority shareholders is a serious issue in practice.”™*
While the Organization for Economic Co-operation and Development (“OECD")
estimates that state-owned enterprises account for 57 percent of total Chinese steel
production,® this estimate significantly understates actual government ownership. Ta-
ble 1 below shows the considerable degree of government ownership of the top 20 Chi-
nese steel producers. For the reasons discussed above, the following table focuses on

Chinese government ownership of steel companies at the holding company or “group”

level.

TABLE 1'°
OWNERSHIP OF THE TOP TWENTY CHINESE STEEL GROUPS

. Central SASAC* and Liaon-| 100.00
1 {Anshan Benxi (Anben) Group 22.6 ing Province SASAC
2 |Shanghai Baosteel Group 22.5 Central SASAC 100.00
3 [Tangshan Steel Group 19.1 Hebei Province SASAC 100.00
Shagang (Jiangsu Shagang) Zhangjiagang City SASAC 55.00
4 |[Group 14.6 (25%), Shagang Labor Un-
ion (30%)"

1 Jin ZhuYang, Shareholder Meetings and Voting Rights in China: Some Empirical Evidence, Int!

Co. and Commercial L. Rev. at 11 {2007).

1 OECD Directorate for Science, Technology and Industry Steel Committee, Current Situation of

the Chinese Steel Industry, DSTI/SU/SC(2006)8, at 15 (Apr. 4, 2006).

1% Ownership and production information contained in Table 1 and Appendix 2 is current through the

end of 2006.

v Labor unions in China are not independent, but rather controlied by the Chinese Communist

Party ("CCP") and are therefore treated as government-controlled entities for purposes of this chart. Ac-
cording to the U.S. State Dep't: “[lin practice workers were not free to organize or join unions of their own
choosing. The All-China Federation of Trade Unions {ACFTU}, which was controlled by the CCP and
chaired by a member of the Politburo, was the sole legal workers' organization. The trade union law gives
the ACFTU control over all union organizations and activities, including enterprise-level unions, and re-
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5 [Wuhan iron and Steel Group 13.8 Central SASAC 100.00
6 |(Jinan Steel Group 11.2 Shandong Province SASAC]{ 100.00
7 m:gﬁgga‘i’g;‘epeg’are”t of 10.9 Anhui Province SASAC | 19000
8 |Laigang Group (parent of 91.00
Laiwu) 10.8 Shandong Province SASAC

9 |Shougang Group Corp 10.6 Central SASAC 100.00
10 {Malin Steel Group 9.9 Hunan Province SASAC 100.00
11 |Handan Steel Group 7.9 Hebei Province SASAC 100.00
12 [Baotou Steel Group 7.5 Inner Mongolia SASAC 64.39
13 lAnyang Steel Group 7.0 Henan Province SASAC 100.00
14 |Panzhihua Iron & Steel Group 6.8 Central SASAC 100.00
156 |iuquan lron & Steel Group 6.6 Gansu Province SASAC 100.00
16 ([Taiyuan Steel Group 6.3 Shanxi Province SASAC 100.00
17 [Tangshan Jianlong Industrial 6.0 Jianlong Iron & Steel Corp. 0.00

Central SASAC (51%)'"® and|  100.00
18 |Liuzhou Steel Group 5.4 Guangxi Zhuang SASAC

(49%)
19 |Beitai Iron & Steel Group 53 Liaoning Province SASAC 100.00
20 [Tangshan Guofeng Steel 5.2 China Traviﬁlgg)eigvice (Hold-|  51.00
* State-owned Assets Supervision and Administration Commission of the State Council (SASAC)

quires the ACFTU to ‘uphold the leadership of the Communist Party.” Independent unions are illegal. In
some cases the ACFTU and its constituent unions influenced and implemented government policies on.
behalf of workers; however, the CCP used the ACFTU to communicate with and control workers.” U.S.
State Dep't, Country Report on Human Rights Practices 2006, China Section 6(a) (2007), availabie at

hitp:/fwww. state. gov/g/drl/risthrrpt/2006/78771.hitm,

18

19

Liuzhou Steel Group is 51 percent owned by Wuhan Iron & Steel (Group) Corp. ("Wuhan'),
which, in turn, is 100 percent owned by the central government SASAC. See Appendix 2.

Tangshan Guofeng Steel ("Tangshan") is 51 percent owned by China Travel Services (Holdings)
Hong Kong Co., which, in turn, is 100 percent owned by the central government SASAC.
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As this table demonstrates, eight of the ten largest Chinese steel groups are 100
percent owned or controlled by the Chinese government, while 19 of the top 20 groups
are majority owned or controlled by the government. In terms of production, 91 percent
of the production of the top 20 steel groups is state-owned or controlled. This degree of
state ownership allows the government to exert considerable control over the steel in-
dustry and enables the government to direct steel producers to act in ways that further
governmental rather than market aims, such as maximizing tax revenue and employ-
ment. In addition, as discussed below, the high levels of state ownership make it sig-
nificantly easier to implement and enforce government policy relating to the steel indus-
try.

Table 1 also demonstrates the degree to which Chinese steel companies are
owned by the various levels of the Chinese government: national or central, provincial,
and local (county or municipal). Of the top 20 Chinese steel producers, seven are partly
or wholly owned by the central government, 13 are partly or wholly owned by a provin-
cial or regional government, and one is parfly owned by a local government. Some
companies, such as Anben, are jointly owned by the central government and a provin-
cial government, while other steel producers, such as Dongbei Special Steel Group, are
jointly owned by multiple provincial governments.

The extensive and overlapping ownership gives each level of government a
vested interest in the steel industry. However, this ownership structure often leads to
competing interests among the multiple levels of government. For example, a recent

industry report indicates that several provinces have disregarded an order from the cen-
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tral government to increase electricity costs for certain industries including steel.?® In
addition, the central government's policy of capacity rationalization and elimination of
obsolete capacity has largely been frustrated by provincial and local governments,
which have strong, non-market incentives to increase production (i.e., tax revenue and
employment). indeed, many provincial and local government-owned producers have
actually increased capacity, in defiance of the central government. Steel production in
Hebei Province, the largest steel-producing province in China, increased by 20 percent
in 2006 despite the central government's attempt to curb production in that province. in
short, the considerable degree of ownership by provincial and local governments,
whose decisions are often based on factors such as employment, tax revenue, or cor-
ruption rather than market principles, will continue to frustrate even the limited efforts of
the central government to pursue such goals as capacity rationalization, elimination of
obsolete capacity, and energy efficiency.

While there continues to be debate about whether China is transitioning to a
more market-oriented economy, the overwhelming degree of government ownership
suggests that market principles will not penetrate China’s steel industry to any signifi-
-cant degree in the near future. Because steel has been designated as a strategic in-
dustry, the central government has indicated that it plans to retain a strong state influ-
ence in the sector.?’ Indeed, as recently as December 2006, the central government
SASAC issued the "Guiding Opinion Concerning the Advancement of Adjustments of

State Capital and the Restructuring of State-Owned Enterprises,” which identified sec-

20

2007.
21

Vivian Teo, Beijing Wams Provinces on Power Cost Order, American Metal Market, Apr. 17,

How China Has Made the Steel World Bounce, Steel Business Briefing Insight, Issue 32, Mar. 1,
2007, at 3.
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tors deemed to be critical to the national economy.?? The measure indicated that the
government must maintain strong state control over “pillar” and “backbone” industries
such as iron and steel.?® Additionally, though China has used and continues to need
billions of dollars in investment to fund new steel expansion, and because the govern-
ment has identified iron and steel as a strategic sector of the economy, foreigners are
not permitted to own a controlling stake in Chinese steel companies. This largely pre-
vents foreign companies, including U.S. steel producers, from participating in the ex-
pansion of the Chinese steel industry and helps consolidate and maintain government

control over the industry.

B. Government Direction and Management of the Steel Industry

The Chinese government exercises extensive control over the development of
the Chinese steel industry not only through its ownership stake but also through a num-
ber of policy instruments which afford the government substantial leverage to direct the
growth and evolution of the industry. The various levels of government have issued
several industrial plans that designate steel as a preferred industry and provide for a
wide array of government benefits, including grants, preferential loans, and tax incen-
tives. Additionally, these plans provide for government management of almost every
major aspect of China’s steel industry and authorize the government to intervene di-
rectly and extensively in the steel industry.

All three levels of government maintain separate, and sometimes distinct, poli-

cies that impact the steel industry. While these policies are often in concert with one

= U.S. Trade Representative, Nat/ Trade Estimate at 136 (2007), available at

http:/Awww.ustr.goviassets/Document | ibrary/Reports Publications/2007/2007 NTE Re-
port/asset upload fileB55 10945 pdf.
= id.
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another, as detailed below, the numerous policy directives from the various levels of
government underscore the often competing interests between the central, provincial,

and local governments.

1. Central Government Policies

China's central government continues to maintain a high degree of decision-
making authority over the management and development of the steel industry. Its policy
framework for the steel industry is set forth in the Steel and Iron Industry Development
Policy ("Steel Policy”) issued by the National Development and Reform Commission
("NDRC") in July 2005. The Steel Policy provides for governmental management and
control of almost every aspect of the industry's development, including resource and
equipment utilization, regional output levels, quality improvements, technological inno-
vation, investment management, and consolidation. Article 20 specifically provides for
the reorganization of China’s largest steel producers to create an industry with two 30
million-ton steel groups and several 10 million-ton steel groups by 2010.2* The policy
further prescribes the number and size of steel producers, their location, the type and
mix of products that are permitted to be produced, and even minute details relating to
the technology that will be used (e.g., size and composition of blast furnaces).

As described in detail in The China Syndrome,? the Steel Policy also mandates
direct government subsidization of the steel industry. Article 16, for example, provides
for government support in the form of “tax refunds, discounted interest rates, funds for

research and other policy support for major iron and steel projects utilizing newly devel-

B Steel and Iron Industry Development Policy, Order No. 25 of the National Reform and Develop-

ment Commission, July 2005 (“Steel Policy”) at Art. 20.
2 See The China Syndrome at 17-18.
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oped domestic equipment.”®® The policy also encourages indirect government support
by, among other things, restricting foreign investment, discriminating against foreign
equipment and technology, and providing various export credits. In short, China's Steel
Policy is a primary example of the government's attempt to dictate industry ouicomes
and involve itself in decisions that should be made by the market.

China’s industrial development is also directed and managed by the central gov-
ernment through the following policy instruments:

Five-Year Plans: lssued by the Central Committee of the Communist Party of
China, the five-year plans set forth which industries, enterprises, and products should
be targeted for preferential government support and specifically enumerate the types of
preferences to be provided such industries. According to the government, five-year
plans aim to “arrange national key construction projects, manage the distribution of pro-
ductive forces and individual sector’s contributions to the national economy, map the
direction of future development, and set targets."”” These plans serve as economic and
industrial instructions for planning agencies, local and provincial governments, banks,
and state-owned enterprises.

The Sth Five-Year Plan and 2010 Long-Term Program for National Economic
and Social Development called for the government to promote the growth of industries
considered to be critical for economic development, such as “pillar industries” (i.e., ma-
chinery, electronics, petrochemical, and construction), high-technology industries, and

certain basic industries upon which other industries depended (e.g., the steel indus-

% Steel Policy at Art. 186.

7 See What is the Five Year Plan, available at

hitp://mww.china.org.cn/english/MATERIAL/157595. htm.
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try).?® Subsidies granted to the steel industry pursuant to the 9" Five-Year Plan still
benefit the Chinese industry today.

The 10™ Five-Year Plan for National Economic and Social Development, cover-
ing the period from 2001-2005, prescribed “energetically optimizing and improving [the]
industrial sector” by enhancing traditional industries with new technologies and intensi-
fying construction of transportation, energy and other infrastructure facilities.?® Accord-
ing to the plan, these measures were “most important in the energy [and] metallurgy”
industries.®® Thus, in addition to providing for the addition of substantial new steel ca-
pacity, the plan also aimed to equip the industry with sophisticated technology and
equipment to increase the industry’s global competitiveness. 1t also provided for perva-
sive government intervention in the economy, stating that the “state must hold a control-
ling stake in strategic enterprises that concern the national economy” and must also
“uphold the dominance of the public sector of the economy [and] let the state-owned
sector play the leading role.”™"

Acknowledging the over-building of steel capacity during the 2000-2005 period,

the central government's 11"

Five-Year Plan (covering the years 2006-2010) focuses
on capacity consolidation, aleng with the creation of new, high-efficiency steel facilities
that can compete on a global scale. Specifically, the plan provides for (1) improving the

quality of steel products through the acquisition of new technology and equipment and

= See Lu Ding, Prospect of industrial Policy Regime After the WTQ, CPB Nat'l Bureau for Eco-

nomic Policy Analysis at 7 (2000), available at
hitp://www.cpb.nl/nl/research/sectorB/afgeronde projecten/wto/papers/c-indpol-wito. pdf.

2 See Gov't of the PRC, The Tenth Five Year Plan for Nat'! Economic and Social Dev.-People's
Republic of China, available at hitp:/filo. orafpublic/english/femploymentiskills/hrds/initichn 1.htm.

3 Id.
31 J’d
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(2) consolidating the industry through mergers to create larger and more internationally-
competitive steel companies.®* In other words, the plan acknowledges that China's
rapid growth in steel production is not intended for domestic use, but will result in in-
creased exports.

List of Encouraged Industries. The central government’s “Catalogue of Key In-
dustries, Products and Technologies the Development of Which is Encouraged by the
State” is a planning document that lists key industries and products which are favored
by the central government and therefore eligible for preferential treatment. The Cata-
logue lists “Iron and Steel” as a preferred or favored industry along with dozens of spe-
cific steel products.®® As a result, steel companies are eligible for various tax exemp-
tions and reductions, including a 50 percent income tax reduction for companies that
derive more than 70 percent of their revenues from manufacturing a product listed in the
Catalogue. The Catalogue also gives provincial and local authorities the discretion to
issue policies that help promote the development of these industries.

in 2005, the NDRC issued an updated list entitled the "Directory Catalogue on
Readjustment of Industrial Structure.” The directory lists 25 types of encouraged pro-
jects under the iron and steel category and provides for certain benefits to the steel in-
dustry, including new mechanical coking ovens, new rolling and ferroalloy technologies,

and assistance in applying automation technology.

2 11" Five Year Plan for Nat'! Economic and Social Dev., Nat! Dev. and Reform Comm'n,

a2 See, e.g., Foreign Affairs Information Portal, Current Catalogue of Key Industries, Products and

Technologies the Dev. of Which is Encouraged by the State (Provisional) (Approved by the State Council
on Dec. 31, 1997), available at hitp:/fwww bifao.qov.cnfenglish/law/003C/144.html.
34

Directory Catalogue on Readjustment of Industrial Structure (2005), NDRC Publication Na. 40
{Mar. 2, 2005).
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foreign Investment Catalogue: Despite the prohibition on foreign control of steel
companies, the central government also maintains a “Catalogue for the Guidance of
Foreign Investment Industries,” which is issued jointly by the NDRC and the Ministry of
Commerce ("MOFCOM"). The catalogue distinguishes between encouraged and dis-
couraged industries, with discouraged industries divided into those where foreign in-
vestment is restricted and those where foreign investment is prohibited. Industries that
are discouraged are generally those that are not in line with the central government's
national economic development goals. Encouraged industries include the “ferrous met-
allurgical industry” as well as products such as hot-rolled and cold-rolled steel plate.®
Investors in encouraged industries are eligible for certain government benefits, including
tax reductions and duty waivers.%®

In summary, the central government continues to wield significant control over
the direction of the Chinese steel industry through its various policy instruments and
other incentive programs. Indeed, the central government recently requested that state-
owned steel mills consolidate their profitable assets under their listed companies.® Ma-
jor steelmakers Baosteel and Wuhan Iron & Steel have already done so and Anyang
Iron & Steel Group will reportedly transfer assets to its listed arm, Anyang Iron & Steel,
in return for 377 million new shares worth US$ 413 million. This is one example of how
the central government continues to intervene directly in the steel industry and to man-

age the financial and other affairs of individual companies.

» See Catalogue for the Guidance of Foreign Investment Industries, Jan. 7, 2003, available at

hitp:/iwww.chinataiwan.org/web/webportal/\W5029562/A5120231 . html.
36

Revised Catalogue for the Guidance of Foreign Investment Industries, Jan. 2005, available af
hitp://www.tdctrade.com/alert/cba-e0501a-5.htm.

37

Anyang Steel to Transfer Assets to Listed Arm, American Metal Market, June 19, 2007.
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2. Provincial and Local Government Policies

Provincial and local governments maintain similar control over the steel industry
through a wide range of policy instruments. Shandong Province, for example, recently
isstied “guidelines” for the development of the steel industry in the province.® The
guidelines include capacity and production targets for crude and finished steel through
2010, including targets for specific steel companies. The guidelines set forth the pro-
vincial government’s intent to construct a new steel mill with crude capacity of 10 million
metric tons and to form a giant steel mill with steel capacity of more than 20 million met-
ric tons.® The guidelines even set targets for product mix and energy usage, and es-
tablish size requirements for sinter machines, coke ovens and BOFs.*® These guide-
lines underscore the extent to which the provincial and local governments continue to
direct the expansion of the steel industry.*!

Provincial and local governments also exert control through regional five-year
plans.** Similar to the central government's five-year plans, the regional plans establish
those industries and products which should be targeted for preferential government sup-
port. The five-year plan of almost every province in China establishes the iron and steel
industry as a preferred industry and provides substantial government direction for the

growth and evolution of the industry. Even Ningxia Province, with the least steel pro-

i See The Chinese Steef Industry, International Iron and Steel Institute, Issue 4, Jan. 2007, at 2.

s id.
40 id.

4 Id.

a2 While the following analysis focuses primarily on provincial government policies, local govern-

ment policies are similar in nature. For example, the Handan City 11" Five Year Plan indicates that the
city's aim is to “strengthen the four pillar industries of steel, coal, electricity, and construction materials”
and to "launch steel-based construction and upgrade the steel industry’s overall competitiveness.” Han-
dan City 11" Five Year Plan at 5 and 41.

© Wiley Rein LLP 18



Money for Metal: A Detailed Examination of Chinese Government Subsidies to its Stee! Industry

duction of any province in China, has designated its steel industry a “pillar industry” and
states that it will support and encourage the completion of a stee! wire production line
for Shisuishan Steel & Iron Company as well as improvements to the company's smelt-
ing and rolling equipment.*®

Specifically, in the five-year plans, the provincial and local governments set de-

tailed production and capacity targets for the region as well for individual companies.

For example:

e Anhui Province's 11" Five-Year Plan, covering the period 2006-2010, states that
a "5 million ton sheet project will be built by Maanshan Iron & Steel Company”
and that the same company “will reach 20 million tons in 2010."*

s The government of Jiangxi Province intends to “promote competitive steel & iron
processing and focus on the construction of [a] 3 million ton sheet project in Xin-
gang."*®

e The 11" Five-Year Plan for Jilin Province indicates that the provincial govern-
ment will “accelerate the construction of important projects including Tonghui
Steel & Iron Company's 10 million ton steel project."*®

» The Hubei provincial government states that it will support “steel capacity ex-
panslion] ... to 22 million tons” by 2010.47

Notably, as these examples demonstrate, many provincial and local governments are
encouraging the expansion of the local steel industry at the same time that the central
government purports to be eliminating obsolete capacity and limiting overall capacity.
These policies underscore the often competing interests between the central govern-

ment's policy of consolidation and elimination of inefficient capacity and the provincial

3 Ningxia Province 9" Five-Year Plan.

4 Anhui Province 11" Five-Year Plan at 5.

45 Jiangxi Province 11" Five-Year Plan at 9.

a8 Jilin Province 11" Five-Year Plan at 4.

a Hubei Province 11" Five-Year Plan at 11.
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and local governments’ desire to expand steel capacity for revenue, employment and
other factors. It is not surprising, then, that many mills at the local and provincial level
have invested in new capacity with the support of local governments but without official
approval from the central government.*?

In addition, provincial governments use the five-year plans to manage product
mix and direct certain companies and regions to focus on specific steel products, includ-
ing sheet, plate, galvanized, bars, tubular, and stainless products. For example:

e The Jiangxi provincial government has directed steel producers in the region to
“extend plates and tubular products, develop plates for ships, for boiler furnaces,
for pressure vessels, etc; develop high strength low alloy steel tube, replace solid
drawn tube with welded tube, and develop welded steel tube for automobiles;

and further deve[oP plate spring and cold belt, eliminate hot rolled sheet, ordinary
tubular steel, etc.”*

» The Liaoning provincial government has specified that the “continuous casting ra-
tio will be 72 percent, plates and tubes proportion will be 80 percent, [and] prod-
ucts with high added value will amount to 45 percent.”*

+ The 11" Five Year Plan for the inner Mongolia Autonomous Region indicates
that its goal is to “accelerate steel industry restructuring and implement capacity
expansion and rebuilding project of Baotou Steel” and to “improve [the] product

mix, including increasing the proportion of medium plate, automobile plate, spe-
cialty steel ... and stainless alloy."’

Certain provincial governments even dictate which company will produce which product.
The Shandong provincial government, for example, has directed that “Jinan Steel com-

pany will develop sheet plate ... Laiwu Steel company will focus on the development

.8 See How China Has Made the Steel World Bounce, Steel Business Briefing Insight, Issue 32,

Mar. 1, 2007, at 3.

4 Jiangxi Province 10" Five-Year Plan at 11.

50 Liaoning Province 9" Five-Year Plan at 12,

5t Inner Mongolia Autonomous Region 11" Five-Year Plan at 10.
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and improvement of sectionals ... [and] Qingdac Steel company will put emphasis on
wire with light sections.”®?

The provincial five-year plans further specify which technologies should be used
in steel production. A recent five year plan issued by the Inner Mongolian government
stated that the "metallurgy industry should give priority to Baotou Steel, eliminate lag-
ging open-hearth steelmaking technology and improve ... equipment levels in order to

#53

achieve energy saving and consumption reduction. Liaoning Province's Five-Year

Plan states that "Angang should ... eliminate the open hearth furnace ... and build
modern tipping converters and assorted casters to achieve continuing casting.”**

Provincial governments also control the development of raw material output and
transportation infrastructure to benefit the steel industry. Beijing’s provincial govern-
ment has stated that it will "strictly limit and control the ore mine industry” for the benefit
of the steel industry,®® while another provincial government has pledged to “build more
transportation facilities on the coast of northern China to meet demands for iron-ore im-
ports of the steel companies located in north-east China and northern China."®®

In short, through the five-year plans, provincial governments retain a significant
degree of control over all aspects of steel production and development, including output,
-product mix, technology, raw materials, transportation, and energy. Provincial govern-

ments continue to assume a large role in economic development and continue to assert

the authority to intervene in economic development at all levels. Such state intervention

52 Shandong Province 10" Five-Year Plan at 11.

5 Inner Mongolia Autonomous Region 10" Five-Year Plan at 5.

Liaoning Province 9" Five-Year Plan at 12.
5 Beijing Province 11" Five-Year Plan at 45.

Beijing Province 10" Five-Year Plan of Communication.
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is documented and explicitly encouraged in the five year plans. A recent five year plan
for Xinjiang Province states that the "regional government should strengthen and im-
prove macro-control by comprehensively using the plan and the financial means to play
the role of price and revenue lever, and forming positive macro-control policies to create
a favorable macroeconomic environment for the implementation of the plan.”*’
3. Other Forms of Government Controf

Another method by which the government maintains control over the steel indus-
try is by installing party members or other government officials as senior officers and
directors of steel companies. For example, the following directors and supervisors of
Maanshan lron & Steel also serve as government officials or as officers in state-owned
banks:

» Zhao Jianming, a director of Maanshan Iron & Steel, also holds the office of Sec-
retary of the Party Committee of Magang.®®

e LiKezhang, supervisor of the company, is also Deputy Secretary of the Party
Committee of Magang and Chairman of the Labor Union of Magang.

e Wang Xiaoxin is an independent supervisor of the company and has been ap-
pointed General Manager of the International Business Department of the China
Construction Bank and Deputy President of the China Construction Bank, Anhui
provincial branch.®

» Jiang Yulin, an independent supervisor of Maanshan Iron & Steel, is also Presi-
dent of the Industrial and Commercial Bank of China, Wuhu branch, and Deputy
Preside(gt of the Industrial and Commercial Bank of China, Anhui Provincial
branch.

57 Xinjiang Province 10" Five-Year Plan at 26.

% Maanshan Iron & Steel (“Maanshan”) 2004 Annual Report at 34.

58 Id. at 35.
g id.
&1 Id. at 36.
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e Tang Xiaoqging, an independent supervisor of Maanshan iron & Steel, has served
as Director of Finance of the Bank of China, Anhui Province, and is now Deputy
President of the Bank of China.®?

» Dou Qingxun, a supervisor of the company, is also the Deputy Secretary of the
Party Committee and Labor Union Chairman.®®

In fact, in 2003, seven out of 18 directors and supervisors of Maanshan Iron & Steel
also served as officials in the Party Committee or as officers in a state-owned bank.®*
Maanshan is not unique in this regard. Angang Steel, for example, has numerous direc-
tors who also serve in various levels of the government, including: Liu Jie, Chairman of
the company and an alternate member of the 16" Central Committee of the Communist
Party of the PRC and a representative in the 10" National People's Congress; and
Yang Hua, Vice Chairman of Angang and a member of the Standing Committee of the
Party Committee of Angang Holding.®

Through direct participation in the decision-making and overall management of
steel companies, the government is able to ensure adherence to its policies and main-
tain substantial control over the direction of the industry. Moreover, having officials of
state-owned banks serving simultaneously as directors of major steel companies un-
doubtedly facilitates the injection of state capital into the companies and facilitates the
process of securing government loans. It should be little surprise that in 2004 Maan-
shan Iron & Steel was the recipient of long term loans worth RMB 1.5 billion, plus EUR
2.1 billion and US$ 165 million from the Industrial and Commercial Bank, the China

Construction Bank, and the Bank of China, each of which had representatives in the

&z Id.
82 Maanshan 2003 Annuat Report at 35,
&4 Id. at 34-36.

85 Angang New Steel Company Ltd. 2005 Annual Report at 24.
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senior leadership of Maanshan at the time the loan was secured.®® In 2005, Maanshan
secured long term loans worth RMB 4 billion, plus EUR 16.6 million and US$ 791 million
from the same banks.®” This is but one example of how the Chinese government exer-

cises its control in multiple, interrelated ways to benefit the steel industry.

C. Conclusion

In summary, through its ownership stake, policy instruments, and direct participa-
tion in company management, the Chinese government maintains control over the
growth and evolution of the steel industry. As discussed in further detail below, the Chi-
nese government exercises its control and implements its policy of support for the steel
industry by providing it with massive subsidies and other forms of assistance, including
cash grants, capital infusions, land grants, transfers of ownership interests on terms in-
consistent with commercial considerations, conversion of debt to equity in steel compa-
nies, preferential loans and directed credit, debt forgiveness and inaction regarding non-

performing loans, and a variety of tax incentives.

Maanshan 2004 Annual Report at 153,

57 Maanshan 2005 Annual Report at 183-184,
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lll. CHINESE GOVERNMENT SUBSIDIES TO THE STEEL INDUSTRY

This section of the report details China's various subsidies to its steel industry. A
partial compilation, which covers only a handful of the subsidies documented in this re-
port and including only a limited number of companies, reveals subsidies totaling more
than RMB 393 billion (US$ 52 billion). As summarized in the table below, these docu-
mented subsidies include RMB 130.9 billion in preferential loans and directed credit;
RMB 141 billion in equity infusions and/or debt-to-equity swaps; RMB 38.9 billion in
land-use discounts; RMB 9.47 billion in government-mandated mergers and almost

RMB 2 billion in direct cash grants.

Table 2: Total Documented Chinese Steel Subsidies®®

Type of Subsidy

Amount (RMB)

Amount (USD)

Loans

130,991,5628,889

17,317,301,088

Equity Conversion

141,008,728,000

18,641,591,708

Land Use 38,900,000,000 | 5,142,645,620
Grants 1,956,399,069 258,639,257
Gov't Mandated 9,470,000,000 | 1,251,949,975
Mergers

Currency  Under- | 70,862,053,501 | 9,368,083,010
valuation

Tax Benefits unknown unknown
VAT unknown unknown
Domestic  Prefer- unknown unknown
ence Programs

Raw Materials unknown unknown

68

Each of these estimates is based on information covering only a small portion of the Chinese
steel industry. Conversions are calculated using the exchange rate as of 7/24/2007 (7.5642 RMB/USS 1).
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Electricity unknown unknown
Environmental unknown unknown
Total 393,188,709,459 | 51,980,210,658

The actual total subsidy amount is undoubtedly much greater, and probably sev-
eral times greater, than the amounts shown in this table and tabulated in this report.
For example, the amounts shown for cash grants are based on the financial reports of
only nine Chinese steel producers, and the amounts shown for government mandated
mergers are based on only two recent merger transactions. In addition, for several
large subsidy categories (such as excessive VAT rebates, raw materials, domestic pref-
erence programs, electricity and environment), this report does not attempt to quantify
the benefits received for the industry as a whole. As a result, the amounts documented

in this report only scratch the surface of the actual subsidization amounts.

A, Cash Grants and Capital Infusions

The Chinese government’s most overt subsidies are its direct cash grants and
capital infusions to Chinese steel producers. Though cash grants are becoming less
frequent, given their obvious nature as countervailable subsidies, nine Chinese steel
producers — including Baosteel, Maanshan, Jinan, and JISCO - reported approximately
RMB 2 billion in direct cash grants, "specific construction projects,” and similarly ear-
marked funds on their financial statements. Other companies have also reported re-
ceiving direct cash grants from the Chinese government — grants that continue to bene-

fit these companies today.
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1. Description of Types of Grants Offered by China

Grant subsidies have been, and remain, a favorite tool for China's promotion of
its steel industry. The U.S. Department of Commerce reported to the President in 2000
that the Chinese government admitted that it would spend more than US$ 6 billion
within several years to upgrade and transform its steel industry.%® At the time of the an-
nouncement, the Chinese Ministry of Commerce stated that the central government
would direct local and provincial governments to give the steel industry priority with re-
spect to land use, raw materials, transport, equipment, and water and power supplies.™

The Chinese government continues to provide a variety of direct subsidy grants.
These subsides include grants for small and medium sized companies, state-owned en-
terprises operating at a loss, technology and research, export promotion, upgrades and
renovation, “ouftward expansion” of industry, and environmental incentives, to name a
few. China’s own WTO subsidies notification admits to several programs for small and
medium-sized enterprises that provide direct grants. Such programs include funds for
supporting technological innovation, development funds, and funds for exploration of
international markets.”" In 2004 alone, China budgeted RMB 1.6 billion for these
grants.”? A substantial portion of these subsidies likely go to favored and state-owned

industries, such as China’s numerous small and medium sized steel producers.

& U.S. Dep't Commerce, Report to the President, Global Steef Trade: Structural Problems and Fu-

ture Solutions at 146 (2000).
e id.

n WTO, New and Full Natification Pursuant to Article XVI:1 of the GATT 1994 and Article 25 of the
SCM Agreement, No, G/ISCM/N/M123/CHN, at 35-37 (Apr. 13, 2006) (hereinafter “China Subsidies Notifica-
tion"),

2 id.
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China has also admitted in reports to the WTO that it continues to offer grants
and tax subsidies to state-owned enterprises that are operating at a loss.”> The gov-
ernment identified the following industries as benefiting from these subsidies; metal-
lurgy, ferrous-metal, machinery, coal, oil, chemical, textile, tobacco, and others.”* De-
spite repeated promises to eliminate these subsidies, China has yet to follow through on
its commitments.

In addition to offering grants for enterprises operating at a loss, the government
provides grants and loans for technology and research.” According to a 2004 WTO re-
port, one such program is administered by the Ministry of Finance pursuant to State
Council Circular No. 99 of 1987.7® In 1998, the last year for which data is available for
this program, the total amount of payouts under the program was RMB 64.1 billion.”’

In addition to China’s own admissions, other governments have identified action-
able direct subsidy grants in the course of trade remedy cases brought against China.
In a recent countervailing duty case against China, for example, Canadian authorities
identified actionable subsidies in the form of direct cash grants provided by the govern-
ment to steel and other manufacturing industries for export performance. The Canadian

government found benefits to the Chinese steel industry in the form of direct grants to

i WTO, Committee on Subsidies and Countervailing Measures, Transitional Review Mechanism

Pursuant to Section 18 of the Protocol of the Accession of the People’s Republic of China ("WTQ Transi-
tional Review"}, No. G/SCM/Q2/CHN/8 (Cct. 6, 2004).

74 Id.
7 Id. at Annex 5A.
® Id,
77 Id
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enterprises satisfying export criteria as well as grants to enterprises to assist in expand-
ing export sales.”

Additionally, in a recent countervailing duty investigation of China, the U.S. gov-
ernment found that the State Key Technology Renovation Project Fund (“Key Technol-
ogy Fund”) offers cash grants for technical upgrades and renovation.”® The Key Tech-
nology Fund was created pursuant to state circular Guojingmao Touzi (1999) No. 886
and operates under the regulatory guidelines contained therein, including the Measures
for the Administration of National Debt Special Fund for National Key Technology
Renovation Project, and state circulars Gujingmao Touzi (1999) No. 122, Guojingmao
Touzi (1999) No. 1038, and Guojingmao Touzi (2000) No. 822. According to the U.S.
Department of Commerce, the specific purpose of this subsidy program is to promote:
(i) technological renovation in key industries, enterprises, and products; (i) facilitation of
technology upgrades; (iii) improvement of product structure; (iv) improvement of quality;
(v) supply increase; (vi) expansion of domestic demand; and (vii) continuous and
healthy development of the state economy.®°

Local and provincial governments also provide substantial cash grants to steel
producers. These programs are often little more than creatively titled export subsidies.

For example, certain funds for “outward expansion” are provided to industries in

78 Canadian Int] Trade Tribunal, Dumping of Certain Carbon Steel and Stainless Steel Fasteners

Oniginating in or Exported From the People's Republic of China and Chinese Taipei and Subsidizing of
Certain Carbon Steel and Stainiess Steel Fasteners Originating in or Exported from the People’s Republic
of China and Chinese Taipei, Nos. 4243-38, 4218-17, AD/1308, CVD/103, at 40-41 (Dec. 21, 2004)
{Statement of Reasons and Final Determination). While this case involved steel fasteners, many of the
subsidy programs found by the Government of Canada and cited in this paper are granted to manufactur-
ers of other steel products and are also indicative of the types of subsidies granted to both upstream and
downstream manufacturers.

7 Coated Free Sheet Paper From the People’s Republic of China, 72 Fed. Reg. 17,484, 17,491
(Dep't Commerce Apr. 8, 2007) (amended prelim.) ("Coated Free Sheet").

8 Id.
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Guangdong Province for (i) market exploration, (ii) export credit insurance, (iii) loan in-
terest on offshore processing trade projects, (iv) export research and development, (v)
responding to antidumping duty cases, (vi) export rebate account loan payments, and
(vii) export-oriented enterprises.®' Steel producers located in the province, including
Shaoguan Steel and Guangzhou Steel, likely benefit from this program. Export interest
subsidies are also available for enterprises located in Shenzhen or Zhejiang Province.®
Under this program, RMB 800 million in benefits were to be distributed to eligible com-
panies in 2006.% Lastly, local payments are made as incentives and rewards to en-
courage enterprises to conduct clean production inspections.®® The program, “Provi-
sional Measures on Clean Production Inspection,” went into force in October 2004 and
was authorized by Decree No. 16 of the NDRC and the National Administration of Envi-
ronmental Protection.®®

2. Documented Grants Provided to Chinese Steel Producers

Numerous Chinese steel producers report direct cash grant subsidies in their fi-
nancial statements. For instance, Baosteel reported that it received more than RMB 25
million in government “subsidies” in 2005, in addition to substantial subsidy income in

the preceding two years.®* These cash grants do not appear to be slowing — through

b1 WTO Transitional Review, Questions from the European Union to China conceming Subsidies

and Price Controls, No. G/ISCM/Q2/CHN/24, at 2 (Oct. 20, 2008) ("EU Subsidies Questions"); Guangdong
Suppoerts Private Enterprises fo Expand Quiward, TDC Trade, Mar. 1, 2004.

82 WTO Transitional Review, EU Subsidies Questions, No. G/SCM/Q2/CHN/24, at 2.; Export Inter-
est subsidy for Shenzhen Enterprises Raised,: TDC Trade, May 1, 2004.

8 Id.

B4 The purpose of this program is to provide incentives and rewards (monetary or non-monetary) to

encourage enterprises to conduct clean production inspections, with the goal of protecting the environ-
ment.

85 Coated Free Sheet, 72 Fed. Reg. at 17,497.
£ Baosteel 2005 Annual Report at 48,
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the first half of 2006, Baosteel received RMB 21 million in government subsidies.®
Maanshan Iron & Steel reported in its 2003 financial statements that it received more
than RMB 276 miilion in 2003 and RMB 525 million in 2002 in “government subsidies
granted for specific construction projects,” in addition to “subsidy income for steel ex-
port.”®® Additionally, Jinan reports that it received direct grants from the “provincial fi-
nancial office as the technology research and development fund of 2™ national high-
tech industry development project.”®® JISCO identified almost RMB 300 million in direct
subsidies in 1999.%% Using the U.S. government's subsidy calculation methodology re-
sults in a countervailing duty rate of nearly 10 percent for JISCO for grants afone. The
rate would undoubtedly increase substantially if additional subsidies (e.g., subsidized
loans, tax rebates, raw materials procurement) were included.

Other steel preducers have also reported receiving substantial cash grants from
the government, including Baotou, Handan, Wuhan, Laiwu, and Shougang.®' Notably,
Baotou and Handan both reported receiving subsidy income as recently as 20086.

B. Equity Infusions and Conversions

Equity infusions in the Chinese steel industry take at least two forms. First, there
is the familiar straight injection of additional cash into a company, usually in exchange
for newly minted shares. As the dominant shareholder in most major steel companies,

the Chinese government receives no additional rights when it issues additional shares.

& Baosteel 2006 First Half Report at 18.

88 Maanshan 2003 Annual Report at 144 and 151.
Jinan 2005 Annual Report at 53-54.

% JISCO 2000 Annual Report at 52.

o See Baotou Steel Union ("Baotou") 2006 Annual Report at 3; Handan Steel 20086 First Half Re-
port at 36; Wuhan 1999 Annual Report at 2-3; Laiwu Steel ("Laiwu")y 2006 Third Quarter Report at 5;
Shougang 2005 Third Quarter Report at 3; Shougang 2003 Annual Report at 33; Shougang 2002 First
Quarter Report at 3.

8g
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Unless it demands a reasonable commercial return on its investment (in the form of
dividends or higher return on sale), the government, in effect, is granting the steel com-
pany a straight cash grant. The second form of equity infusion is the debt-to-equity
conversion. This popular capitalization technique relieves cash-starved companies of
their obligations to repay their massive debts. [n exchange for assuming the debt bur-
den, the government receives additional shares in companies they already own. Added
fogether, a review of publicly available financial statements reveals equity grants of at
least RMB 141 billion, or nearly US$ 19 billion, over the last ten years.

1. Description of Equity Infusions Offered by China

As explained in detail above, the government owns a majority stake in almost all
of China's top steel producers. This has been accomplished in large part through the
government's ongoing equity infusion scheme, which enables the government to ac-
quire additional ownership shares in steel companies at the same time that it provides
substantial cash subsidies to steel producers. Indeed, China regularly uses equity infu-
sions as a grant-giving operation in order to effectuate its economic policy goals.

Equity infusions and other forms of government-backed investment guarantees
are well known and expected in China. The US-China Business Council has docu-
mented China’s use of such tools, including “new infusions of capital,” to prop up failing
firms.% lts report concludes the following:

The unfortunate reality is that many of these firms have no
market potential, and as such, will never take off if exposed
to market forces. Time and again, policymakers and man-

agers alike may persuade themselves that each new infu-
sion of capital is a last supper, but what everybody knows—

=2 US-China Business Council, The China Business Review 2000: Free Lunch or Last Supper?

China's Debt-Equily Swaps in Context at 3 (July-Aug. 2000).
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or at least what many managers have come to believe—is
that each last supper has been, and will always be, a free
funch. . %

Private investors readily support the use of such non-commercial tools, given the
government-guaranteed return on investment. Investors can make a "safe bet” on a
Chinese steel producer, knowing that the government will not allow it to fail. As the
government's consolidation plan unfolds, the need for a government guarantee in-
creases because, with a few very large firms, a “too big to fail" policy becomes a neces-
sity. Thus, government intervention is a self-perpetuating cycle that becomes more im-

portant with time.

2. Documented Equity Infusions Provided to Chinese Steel
Producers

An examination of public financial statements for China's top steel producers
demonstrates the pervasiveness of the equity infusion subsidy scheme. For example,
in 2005, Baosteel issued five billion ordinary shares.®® At RMB 5.12 per share, the
company raised over RMB 25 billion.®® Three billion of these shares were purchased
directly by Baosteel's 100 percent state-owned holding company, Baosteel Group, re-
sulting in an infusion of more than RMB 15 billion in government cash.®® Baosteel's fi-
nancial statements explain that, “upon the completion of new share issuance and asset
acquisitions, the company raised its production capacity of crude steel to 20 million tons

and established three steel production systems, namely, carbon steel, stainless steel,

a3

id. (emphasis added).

8 Baosteel 2005 Annual Report at 32.
e id.
% id.
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and specialty steel systems.”” Further, the new share issuance “helped to standardize
the Company’s governance structure” and thus "won support from the investors and
capital market.”®®

It is not surprising that private investors and the capital markets were pleased
with Baosteel's share issuance given the government guarantee associated with the
sale. The government, through the 100 percent state-owned Baosteel Group, pro-
claimed publicly that it would (1) retain the shares for a certain window period, (2) not
sell its shares for less than RMB 5.63 after the window period, and (3) never own less
than 67 percent of the total number of shares.*® Further, the government stated that it
would prevent Baosteel's share price from ever falling below RMB 4.53 in order to “pro-
tect the interests of investors.”'® The government would do this by manipulating prices,
if necessary, through further injections and/or purchases of public shares on the Shang-
hai Stock Exchange.'®" Thus, Baostee!l successfully increased its production capacity
and made acquisitions, all according to government design, with government cash as
well as private cash guaranteed by the government.

Maanshan Iron & Steel, another top steel producer, provides a further example
of the pervasiveness of the equity infusion subsidy scheme. From 1993 to 1997, the
company received government infusions of more than RMB 18 billion — subsidies that

still benefit Maanshan today. These equity infusions have also enabled Maanshan to

grow substantially over the past 15 years, in line with government policy. indeed, every

9’ ld. at 16.

%8 Id.

8 1d. at 110 n.30.
10 id.

101 J'd
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year the company reiterates that its increases in capacity, consoclidation, and acquisi-
tions are all made according to government-established plans. For example, in its 2005
financial statements, Maanshan explains that “[tlhe implementation of the Company's
master plan for technology reforms and structural adjustments in relation to the Elev-
enth Five-Year Plan ... was carried out ahead of schedule,” including, for example, a
thin plate production line with a 5 million ton capacity. ' Maanshan’s current capabili-
ties would not have been possible if not for the government's substantial infusions of
cash years ago.

3. Description of Debt-to-Equity Conversion

Debt-to-equity swaps are another tool utilized by the Chinese government to prop
up state-owned enterprises. In the year 2000 alone, China Daily reported that 37 differ-
ent Chinese steel companies benefited from debt-to-equity swaps worth a total of RMB
62.5 billion (US$ 7.53 billion)."® In 1999, the total benefit from debt-to-equity swaps
was RMB 27.5 billion."™

The debt-to-equity swap is a disguised grant-giving operation. Throughout the
1980s and 1990s, Chinese banks helped implement the economic goals of the govern-
ment by distributing capital to favored firms and industries.'® As a result, many of
these firms amassed tremendous liabilities and over-invested in capacity expansions, all

the while facing declining real returns on investment.'® The government continues to

1oz Maanshan 2005 Annual Report at 10.

103 China: Debt-to-equity swaps help steel makers, China Daily, Mar. 26, 2000, available at

hitp://'waysandmeans.house govihearings.asp?formmode=view&id=5460,
104
Id.

105

US-China Business Council, The China Business Review 2000 Free Lunch or Last Supper?
China's Debt-Equity Swaps in Context at 1 (July-Aug. 2000).

1% id.
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utilize the debt-to-equity swap as a tool to save favored industries that are loaded down
with insurmountable debts.'” Indeed, as of September 2005, the MOFCOM website
stated that it would exempt certain state-owned enterprises ("SOEs") from “repayment
of non-performing loans, and provide a debt-to-equity swap policy. The policies will
support firms’ development, make good use of domestic and foreign trade development
funds, provide subsidized interest for technical innovation loans, and accelerate infra-
structure development.”'%®

The debt-to-equity swap also serves as a mechanism to effectuate the govern-
ment's long-standing policy goals. A report by the US-China Business Council explains
that the debt-to-equity swaps are “a sort of response, 16 years later, to the 1984 policy
of shifting SOE [state-owned enterprise] financing from direct subsidies to bank loans
(bo gai dai).""® The idea was to use “market forces,” by offering interest bearing loans
rather than direct subsidies, in order to increase performance. However, as the report

notes:

[Wlhen performance failed to improve——when return on in-
vestment actually declines and firms proved unable to repay
loans—the conclusion, somehow, was not that market forces
were working (as they, indeed, actually were). Few policy-
makers or enterprise officials would accept the possibility
that bo gai dai was doing exactly what it should have done:
identify poor performers so that resources could be shifted
away accordingly. After all, market forces were not sup-
posed to create losers! Rather than tolerating market out-
comes, therefore, decisionmakers [sic] backed away from
their own policies. When enterprises could not repay the

107 Id

i See WTO Transitional Review, Questions from the United States to China Concerning Subsidies

and Price Controfs ("U.S. Subsidies Questions"), No. G/SCM/Q2/CHN/14, at 4 (Sept. 29, 2005)
109

US-China Business Council, The China Business Review 2000: Free Lunch or Last Supper?
China's Debt-Equity Swaps in Context at 2 (July-Aug. 2000).
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bank lcans that had replaced direct subsidies, new loans
were simply pumped in year after year.''?

The report explains that Chinese firms and policymakers mistakenly believed that mar-
ket forces would benefit alf enterprises regardless of their efficiency.’ In other words,
policymakers did not confront the reality that market forces will, by nature, weed out in-
efficient enterprises. The report continues:

What is important to recognize is that some of these beliefs
are alive and well in China today, a reality confirmed by the
current attitude of many enterprise managers toward debt-
equity swaps. Theoretically, the last thing a manager in a
market economy should want is a debt-equity swap. After
all, equity financing is generally more expensive than debt fi-
nancing over the long run (otherwise, why would an investor
purchase equity if he or she could achieve higher returns by
simply putting mone}l in the bank?), and the swap itself is an
indicator of default.”"

In China, however, the debt-to-equity swap is just another source of free capital.'"®

4, Documented Debt-to-Equily Swaps

The Chinese government began widespread use of the debt-to-equity subsidy
program in 1999.""* Since then, many of China’s largest steel companies have bene-

fited substantially from such swaps.

+ A division of Baoshan Iron & Steel, Meishan Corp., received a US$ 200 million
debt-to-equity conversion in 1998. The China Construction Bank (*CCB"), a gov-
ernment-owned and controlled policy bank, was loaded down with some US$ 30
billion in problem loans."® To deal with the debt, China’s Finance Ministry pro-
vided US$ 1.2 billion to create a state-owned bank asset management company

110 fd

m id. at 2-3,

n2 id. at 3.

113 id.

e China’s Bad-Debt Cops Get Going, Business Week, Oct, 4, 1999.
s Id.
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(‘BAMC") named China Cinda Asset Management Corporation (“Cinda).'*®
Cinda, which is completely government owned, controlled, and financed,'"’
prompﬁlg converted more than US$ 200 million in debt to equity for Meishan
Corp.

Shortly after Meishan's debt-to-equity swap agreement in 1999, Huarong AMC
and the China Development Bank completed agreements with three more sub-
sidiaries of Baosteel."'® First, more than RMB 2 billion in debt owed by Baos-
teel Pudong Steel Co. was converted into equity in the company. Second, a deal
was signed with Shanghai No. 1 lron & Steel Co. for RMB 800 million. Third, an
agreement with Baosteel Shanghai No. 5 Steel Co. swapped RMB 500 million of
the company's debt for equity. Pursuant to the terms of these agreements,
Huarong AMC was to hold most of the equity while the remaining portion would
be shared among the AMCs of other creditor banks.'?® The agreements also
called on the AMCs and their parent banks to work with the companies to im-
prove their operations. After the debt-to-equity swaps, ratios of liabilities to as-
sets for the Shanghai Baosteel subsidiaries were slashed by 20 percent on aver-
age, saving annual loan interest payments of approximately RMB 300 million.
Company officials admitted that the deals were necessary because the “compa-
nies a1||21have levels of liability considered ‘abnermal,’ hindering normal opera-
tions.”

Xingang Steel was established in 2000 through a debt-to-equity swap in which
several of China's BAMCs purchased non-performing loans and then injected
capital into the steel company.'??

Valin Lianyuan Steel Corp., a small producer in Hunan province, successfully
converted RMB 740 million in debt to equity in 2000,

In 2001, Anyang, a 100 percent state-owned entity,'* received a massive equity
infusion of RMB 1.7 billion to pay off long-term loans for assets it could not oth-

16

117

118

118

id.
id.
id.
See China's debt-for-equity swaps proceed despite concern, Japan Economic Newswire Plus,

Nov. 13, 1999,

120

121

122

Id.
Id.
Debt-to-Equity Swap Brings Economic Results to Steel Firm, People's Daily Online, June 7, 2001,

http://enalish.pecple.com.cn/200106/07/eng20010607_71985.html.

323

2005.

124

A Remarkable Leap in the Industrial Revitalization of Hunan, Xinhua News Agency, Oct. 27,

See Appendix 2.
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erwise pay.'®® Anyang’s long-term debts were almost entirely eliminated.'® At
the same time, its shareholder equity increased nearly 80 percent.'®” In other
words, when the debts matured and the company was unable to pay, the gov-
ernment stepped in and injected cash. Anyang then paid off the debt, and the fi-
nancial statements remained healthy. Simply put, one arm of the government
paid off the other while the company acquired the assets at no cost.

s In 1997, Maanshan benefited from a similar subsidy scheme which continues to
benefit the company today.'?® At the time, Maanshan engaged in numerous
‘projects under construction,” including “buildings, plant houses, machine and
equipments [sic] and other fixed assets which under [sic] construction or install-
ment.”*** As with Anyang, when Maanshan's loans came due, an equity injection
of over RMB 600 million was made and its debts were paid.’®°

These massive infusions benefit the Chinese steel industry today. Recent press
reports indicate that the government continues to provide the steel industry assistance
in this manner. However, the true extent of this assistance is unknown. The OECD re-
ports that the transactions in China involve "substantial reductions in debt loans in re-

n131 In_

turn for restructuring arrangements whose details have not been fully revealed.
deed, back in 1999, Business Week predicted the overall plan “could mark the start of a
serious effort by the banks to clear away an estimated $250 billion in bad debt.""%?

C. Land-Use Rights

China's steel industry also receives heavily subsidized lease agreements for the

land utilized by its massive operations. Based on documented benefits reported in the

125 Anyang 2001 Annual Report at 13-18, 24-25.
126 /d. at 13.

127 ld

126 The U.S. Dep't of Commerce would likely use a 15 year average useful life ("AUL") for steel as-
sets. Thus, a debt-to-equity swap in 1987 is still countervailable today.

129 Maanshan 1997 Annual Report at 3.

130 Id. at 1.

133 OECD, Reforming China's Enterprises at 78 (2000).

China’s Bad-Debt Cops Get Going, Business Week, Oct. 4, 1999,

132
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public financial statements of several major producers, we estimate a total benefit to the
Chinese steel industry of at least RMB 38.9 billion (US$ 5.1 billion).

1. Description of Land Subsidies Offered by China

Private land ownership, either by individuals or corporations, is prohibited in
China.’™ Instead, the Chinese government offers lease agreements or other forms of
land-use rights rather than transferring actual ownership.'® Essentially, the Chinese
government assumes the role of fandlord by controlling the lease of land to domestic
industries. Once the government-granted land-use rights are transferred, the rights are
then classified as normal, depreciable assets of the company. The land-use rights are
typically listed either as intangible assets or deferred expenses, given a depreciable life-
span (usually 50 years), and then used as any other normal asset. For example, land-
use rights are routinely used as collateral in securing future financing.™® As seen in the
table below, severai of the largest Chinese mills report the use of this accounting
method. The land-use rights are booked at their original “cost”, amortized on an annual

basis, then carried at the reduced value.

123 Memorandum from David M. Spooner, Asst. Sec'y for Import Admin., to Joseph A. Spetrini, Dep-

uty Asst. Sec'y, re: Antidumping Duty Investigation of Certain Lined Paper Products from the People's
Republic of China (“China”) — China’s Status as a Non-Market Economy, (Dep't Commerce Aug. 30,
2006).

134 See Barry Naughton, The Assertive Center: Beijing Moves Against Local Government Control of

Land, China Leadership Manitor, No. 20 (Winter 2007).

135

See, e.g., Angang Steel Company Ltd. 2006 Annual Report at 119,
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2, Documented Land Subsidies Provided to Chinese Producers
Accounting for Land-Use Rights by Selected Chinese Steel Mills™® %7 138
(RMB 000) 2003 2004 2005 2006
Cost (original value) 354,200 354,200 354,200 3,638,200
Anean Depreciation charge for year 7,392 7,107 7.179 57,000
BAME [ Accumulated Depreciation 35,534 42,926 50,033 115,000
Carrying Amount (book value) 311,274 304,167 296,988 5,466,200
Cost {original value) 1,721 1,690 1,305,909 1,334,134
Depreciation charge for year 31 188 48,798 29,012
Baosteel —
Accumulated Depreciation
Carrying Amount (book value) 1,690 1,502 1,257,110 1,305,122
Cost (original value) 1,052,989 1,069,247 1,202,580 1,781,504
Maanshan Depreciation charge for year 20,757 21,047 22,207 32,367
Accumulated Depreciation 168,423 189,179 210,227 232,434
Carrying Amount {(book value) 863,809 850,021 970,146 1,516,703

Using the annual amortization charges as a proxy for annual rental payments, it
becomes clear that Chinese steel mills enjoy the use of land at prices substantially be-
low any market-determined value. For example, Baosteel — China's second largest
steel group with significant operations in Shanghai — booked only RMB 29,012,000 in
land-use rights amortization for 2006. In other words, Baosteel apparently valued the
cost of using land in Shanghai, plus thousands of acres more throughout China, at ap-
proximately US$ 3.6 million in 2006. Similarly, Angang Steel Group booked a land-
use rights amortization of approximately US$ 7.1 million in 2006 for land used in opera-

tions in nearly every region of China, including major urban areas.

135 Angang 2003 Annual Report at 93; Angang 2004 Annual Report at 104; Angang 2005 Annual

Report at 115; Angang 2006 Annual Report at 119.

187 Baoshan Iron & Steel Co. ("Baoshan") 2003 Annual Report at 68, Baoshan 2004 Annual Report
at 75, Baoshan 2005 Annual Report at 99; Baoshan 2006 Annual Report at 129.

138 Maanshan 2003 Annual Report at 139; Maanshan 2005 Annual Report at 179; Maanshan 2006
Annual Report at 41.
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Furthermore, available information suggests that Angang, along with other steel
producers, may have never actually purchased the land-use rights reported in the an-
nual statements. The financial reports indicate that, in some cases, the value and title
of these assets, coupled with other property and equipment, were merely transferred
from the government to the company at the date of incorporation. For example, refer-
ences to the "contribution” of at least RMB 226.8 million in land-use rights to Angang
Steel are reported as early as 2001."*° Indeed, Premier Wen Jiabao recently spoke out
against “local governments that routinely offer free or cut-rate real estate and utilities to
developers looking to set up job-creating businesses, such as steel milis...”™® More-
over, current land-use processes have evolved from policies where “state agencies, so-
cial organizations, and public and private enterprises were able to obtain the right to use
land free of charge for indefinite periods of time.”™' Thus, not only does it appear that
the Chinese steel industry is receiving the privilege of using land at subsidized rates, it
is likely that they were given the right to use the land for free.

Other Chinese steel mills appear to enjoy heavily discounted land use as well.
The table below demonstrates reported lease rates for Baotou Steel, Anyang Steel,

and JISCO.

139 Angang 2001 Annual Report at 98.

140 To Clean Air, Aid Climate, China Looks To End Polluters’ Tax Breaks, Other Perks, The Associ-
ated Press, Apr. 27, 2007.

M

Tung-Pi Chen, Emerging Real Estate Markets in Urban China, Intl Tax & Bus. Lawyer, No. 78, at
81 (1990-1991).
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Land use subsidies to smaller Chinese steel mills

D=NPVofCat10%

142 141 144

A B C=A8 discount over 50 years E = 4%4'B F=£-D
2005 Reported Cost  |Land under lease |Annual cost of Estimated purchase prica  |Implied subsidy
Company (RMB per sq. meter) _|tsq. meters) toase (RMB)  |NPV Offease (RMB) | o in 484 por sq. meter)  |(RME)

{Bactou 5,00 834,929 4.174.643 41,390,808 412,454,684 371,663,878
Anyang (2004) 1.64 2875847 4,880,380 48,388,158 1,470,068,601 1,421,680,442
JISCO 0.64 524,571 333,805 3308618 257,656,074 254,346,455
JSCO 1.25 42,085 52,619 521,709 20,795,078 20,273,368

Subtotal 2,067,364,144
2005 Reported Cost  [Land under lease |Annual cost of Estimated purchase price  [Implied subsidy
Campany {USD per sq. meter}  J{sq. meters) lease (usp) [NV ofleaso{USDE ey o sq. mater) (USD)
Baotou $ 0.61 834,923 | § 509,306 | § 5040678 | 3 800957111 & 45,048,032
Anyang (2004) | $ 0.20 2,975,847 | § 5951691 8 5800895 |3 178,550,842 | § 172,649,847
JISCO H 0.08 5215711 % 41,726 | 8 413702 | 3 31.204.260 | § 30,880,558
JISCO $ 0.15 42,085 | § 6.314] 8 62605 )8 2525718 ] § 2,463,113
Subtotal $ 251,039,550

As this table demonstrates, Baotou Steel's 2005 rental fees were RMB 5/m? for the
834,929 square meters that its buildings and operations occupied, which equates to the
lease of over 200 acres of industrial land for approximately US$ 512,000 in 2005. For
Anyang Steel Group, the discount is even greater. In 2004, Anyang reported a land
rental fee of RMB 1.64/m? meaning that the company leased its industrial land for only
US$ 0.02 per square foot in 2004.

In 2004, the state-run newspaper China Daily reported the average price of in-
dustrial land in China was RMB 494/m%." Using Baotou Steel as an example, the an-
nual lease payment of RMB 5 per square meter for 50 years is worth RMB 49.57 to-

day.™ If the same calculation is applied to all three mills and converted to U.S. dollars,

the results suggest that they are collectively receiving a subsidy worth over US$ 251

14z Baotou 2005 Annual Report at 26 and 62.

Anyang 2004 First Half Report at 13.
Jiuguan lron & Steel Corp. ("JISCO") 2005 Annual Report at 28,
Shanghai Land Prices Rank No 2 In China, China Daily, Apr. 2, 2004,

In order to appreciate the extent of land-use subsidies, it is necessary to compare the net present
value (NPV) of the annual lease rates to the reported purchase price of land utilized by the Chinese mills.
That is to say, it is necessary to estimate what the value of lease payments made over the course of 50
years {the average length of a lease) would be today.

143

144

145

146
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million. Moreover, if the same methodology is applied to the Chinese steel industry as a

whole, the subsidy totals more than US$ 5.1 billion (RMB 38.9 billion).

D. Government-Mandated Mergers and Transfers of Ownership on
Terms Inconsistent with Commercial Considerations

One of the newer tools used by the Chinese government consists of government-
mandated mergers and transfers of ownership. These mergers are being driven by
China’s 11" Five-Year Plan. Where China previously emphasized growth of unprofit-
able capacity through grants and equity infusions, it is now emphasizing the creation of
several consolidated world-class entities through required mergers and ownership
transfers. While the terms of many of these mergers have never been made public, an
examination of just two of these mergers demonstrates that they involved RMB 9.47 bil-
lion in government subsidies.

1. Description of Government-Mandated Mergers and Transfers

As discussed above, consolidation within the Chinese steel industry is a stated
focus of the government’s Steel Policy. Because so many Chinese steel companies are
controlled by government entities, the government can essentially order companies to
merge. One common means of doing this is to offer ownership stakes in state-owned
steel companies to other, larger steel producers at prices below the market value, or
even for free.

2. Documented Mergers and Transfers
The China Syndrome described how, in January 2005, Wuhan Iron and Steel

Group acquired a majority stake in Ercheng Iron and Steel at no cost, in return for
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Wuhan’s agreement to merge Ercheng into it.™’

Wuhan received a 51 percent stake in
Ercheng, which af the time produced 3 million mefric tons of steel a year. At the time,
Citigroup valued the assets involved at RMB 2.7 billion.®

Consolidation activity has accelerated since that time. Another prominent gov-
ernment-directed merger occurred in May 2007 when Baosteel received a 48.46 per-
cent stake in Xinjiang Bayi Iron & Steel Group (“Bayi") — at no cost."® At the time,
Xinjiang's assets were worth approximately RMB 6.77 biltion.

This transfer was only possible because the Chinese government owns and con-
trols both entities. The Xinjiang government, through the Xinjiang SASAC, owned Bayi,
the largest steel producer in Xinjiang.

Bayi produced 3.6 million tons of crude steel in 2006. it intends to increase its
crude steel capacity to 5 million tons per year by the end of 2007."*" Bayi completed a

5152

major upgrade of its cold-rolled mill in December 200 and is currently constructing a

project that will produce 1.2 million tons of hot rolled steel per year.’® There are reports

ad The China Syndrome at 22.

8 China Steef industry: Capacity Continues to Grow, So Does Surplus, Citigroup Global Markets,

Feb. 21, 2006, at 28, 69.

149

2007.

150

Regulator Clears Baosteel's Takeover Of Bayi Steel Group, American Metal Market, June 18,

When Baosteel formally took control of Bayi, it received 48.5 percent of Bayi. It agreed to inject
RMB 3 billion into the company, after which its stake would rise to 70 percent. This is an increase of 21.5
percent. If 21.5 percent of Bayi is worth RMB 3 biflion, then 48.5 percent would be worth RMB 6.77 bil-
lion.

181 Li Hongmei, Baostee! Takes Formal Control Of Xinjiang Bayi, American Metal Market, May 17,

2007.

152 Li Hongmei, Sherman Unit Cormmissions China Milf Upgrade, American Metal Market, Dec. 9,
2005.

i3 Li Hongmei, Baostee! Takes Formal Control Of Xinjiang Bayi, American Metal Market, May 17,
2007,

© Wiley Rein LLP 45



Money for Metal: A Detailed Examination of Chinese Govermment Subsidies to its Steel Industry

that Baosteel will inject RMB 3 billion into Bayi, and that its ownership stake will in-
crease to 85 percent at that time.">*

Significantly, this injection of capital will go into Bayi; it is not payment to the Xin-
jilang government. Uitimately, the Xinjiang government will continue to hold either an 11
or a 20 percent stake in Bayi, according to reports from different sources.’® This uncer-
tainty over the extent of the Xinjiang government's share of the company is a further in-
dication of the extent to which the takeover did not comply with normal commercial con-
siderations.

In 2005, Wuhan lron & Steel announced that it was acquiring Liuzhou iron &
Steel for US$ 805 million, or approximately US$ 75 per ton of production capacity.'®®
As shown above, both Wuhan and Liuzhou are 100 percent government-owned,
through various government entities. By way of comparison, other international acquisi-
tions of steel companies in 2005 occurred at prices of US$ 315 to $1,694 per ton of pro-
duction capacity.’ Using the next-highest non-Chinese acquisition price in 2005 as a
benchmark, the sale of Liuzhou to Wuhan for less than its apparent market value repre-
sented a subsidy of at least US$ 644 million to Wuhan.

It is quite likely that transactions of this type will continue to occur. For example,
in 2004, the largest specialty steel producer in Northeast China, Dongbei Special Steel
Group Co,, Ltd., was created through the merger of three “key” SOEs: Liaoning Spe-

cial Steel Group (i.e., Dalian Iron & Steel Group Co., Ltd.); Fushun Special Steel Group

154 id.

158 Regulator Clears Baosteel’s Takeover Of Bayi Steel Group, American Metal Market, June 18,

2007; Li Hongmei, Baosteel takes formal controf of Xinjiang Bayi, American Metal Market, May 17, 2007.

158 PriceWaterhouseCoopers, Forging Ahead: Mergers And Acquisitions Activity In The Global Met-

afs industry, 2006 at 3 {2007).
157 id
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Co., L.td; and Beiman Special Steel Co., Ltd. (major operational assets only).’® More
recently, Baosteel has been conducting talks with the government of Inner Mongolia to
acquire Baotou Iron & Steel, which is owned by the Inner Mongolian government. A
Baotou official stated on July 23, 2007, that “[tlhe merger can be considered a done
deal. Baosteel will take us over, either by paying or getting an asset transfer free of
charge. It will happen very soon, as our local government is very keen for the
merger.”’®® The Chinese central government also supports the acquisition.’®® Baotou
produced 7.5 million tons of steel in 2006.'®" The lowest international acquisition price
for a steel producer not in bankruptcy in 2006 was US$ 533/ton, which ArcelorMittal
paid for Sicarsta in December 2008."% If Baotou were in fact transferred to Baosteel
free of charge, this would represent a subsidy to Baosteel of at least US$ 2.6 billion.

E. Preferential Loans and Directed Credit

The government also directs credit to Chinese steel producers in order to effec-
tuate its policy goals. Central, provincial and local governments provide both direct and
indirect preferential loans through the state-owned banks. in just the last five years, 15
of China’s top steel producers received more than RMB 130 billion in subsidized loans,
and the total amount of preferential loans and directed credit is far higher. Experts es-

timate that the majority of all loans in China are policy (preferential) loans.

158 See CECF Online, Company Profile, hitp://www.constex.com/cn/disp2004 asp?id=63 and

http:/fwww. cecf.com.cn/web/en/info/enterprise/detailEnterprise.do jisessionid=c0a8c00e500a201c3bded 1
4ad9a339fcd0c883f477 7enterpriseld=21274289.

159

Li Hongmei, Baosteel Moves Closer To Takeover Of Baotou Steel, American Metal Market, July
23, 2007.

160 Id.
161 Id.

162 PriceWaterhouseCoopers, Forging Ahead: Mergers And Acquisitions Activity In The Global Met-

als Industry, 2006 at 7 (2007).
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1. Description of Preferential Loans and Directed Credit
China’s banking system is dominated by the four state-owned banks — the Indus-
trial and Commercial Bank of China, the Bank of China, the China Construction Bank,
and the Agricultural Bank of China — which account for over 60 percent of all loans.'®®
Traditionally, these banks have made loans based on political directives from the central
or provincial governments, rather than creditworthiness or other market-based factors.
These “policy loans” have generally gone to state-owned enterprises and to industries
favored by the government, including steel, on preferential, non-commercial terms. %
The Chinese government has not hidden its preferential loan policy. As the De-
partment of Commerce noted in its 2000 Report to the President, the Chinese govern-
ment has publicly stated the amount of discounted Ioans provided to Chinese steel
companies.
The [Chinese] government recently announced that $6 billion
will be spent over the next few years to upgrade and trans-
form the steel industry, with the hope of ensuring its interna-
tional competitiveness when China enters the WTO.
Baoshan, Wuhan, Anshan, and Shougang head the list of
steel producers slated to benefit from this assistance.
Nearly $3.4 billion wilf be in the form of low-inferest foans. |t
is not clear whether this amount represents the volume of

low interest loans or, alternatively, the reduction in interest
payments that the government will cover. 1%

183 Luo Ping, China Banking Regulatory Comm'n, Chalfenges for China’s Banking Sector and Policy

Responses, {(New Delhi} (Nov. 14-16, 2003), available at
hitp:/iwww.imf.orglexternal/np/fapd/seminars/2003/newdelhifping.pdf.
164

See Reform of China’s Banks, Burdened by Bad Loans, Is Priority for Government, June 1, 2005,
http://knowledge wharton.upenn.edufindex.cfm?fa=printArticle&ID=1202. A recent IMF report concludes
that *banks remain exposed to several sectors that are likely over invested, such as steel, cement, alumi-
num, and construction and, are therefare vulnerable to an economic slowdown and/or consolidation in
these sectors.” Richard Podpiera, IMF, Progress in China's Baniking Sector Reform: Has Bank Behavior
Changed?, No. WP/06/71, at 11 (Mar. 1, 2008).

165

U.S. Dep't Commerce, Int'l Trade Admin., Report fo the President: Global Steel Trade — Struc-
tural Problems and Future Solutions at 141 {July 2000) (emphasis added).
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These preferential policy loans continue to be granted to China's steel producers
today. Indeed, China’s Steel Policy provides for direct government subsidization of the
steel industry, including support in the form of “tax refunds, discounted interest rates,
funds for research and other policy support for major iron and steel projects utilizing
newly developed domestic equipment.”'® The policy also mandates the provision of
export credits, restrictions on foreign investment, and discrimination against foreign
equipment and technology.'® For steel projects that utilize domestic equipment, the
policy further calls for “policy support in such aspects as taxation, interest subsidy, and

scientific research funds.”'®®

Such projects, therefore, not only receive government
loans but also subsidies to pay for the loans, as well as other benefits.

A November 2005 WTO report confirms China's state support to various indus-
tries through the banking system “in the form of policy loans, the automatic roll-over of
unpaid principal and interest, forgiven and non-performing loans and the selective use
of below-market interest rates,”"® In its recent countervailing duty action against China,
Coated Free Sheet Paper, the Department of Commerce found such loan programs to
be countervailable subsidies.'”®

China’s policy of preferential loans to favored industries is further evidenced by

the devastation these policies have created in its banking system — specifically the high

level of non-performing loans and the numerous bailouts of the state-owned banks.

166 Steel Policy at Art. 17 (emphasis added).

Article 27 of the Steel Policy, for example, provides that “the State encourages and will provide
export credit and other support for enterprises engaged in the production of steel and related production
equipment ..."

168 Steel Policy at Art. 17 (emphasis added).

WTO Transitional Review, Chairperson’s Report fo the Council for Trade in Goods on Transitional
Review in China, No. G/ISCM/118, at 12 (Nov. 2, 2005).

70 Coated Free Sheet, 72 Fed. Reg. at 17,484.

167

169
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Standard & Poor estimates that 40 percent of China's state-owned banks' loans — or
roughly US$ 800 billion — are non-performing.’" This debt forgiveness provides a direct
subsidy to the recipients in the amount of the debt forgiven. Such high levels of non-
performing loans have left the state-owned banks virtually insolvent, forcing the gov-
ernment to repeatedly inject cash into the banks. Indeed, the Chinese government has
been forced to provide massive subsidies to the state-owned banks and the state-
owned enterprises to which they lent simply to keep them afloat, despite China's con-
tention that these banks and enterprises operate on a commercial basis and are re-
sponsible for their own profits and losses. The central government is estimated to have
spent more than US$ 250 billion since 1998 to bail out the four primary state-owned
banks.'?

2. Documented Preferential Loans and Directed Credit

According to one estimate, policy loans account for nearly 60 percent of all
loans.'® Two of China's top steel producers, Baosteel and Maanshan, have received
between 60 to almost 100 percent of their loans from policy banks.'* Baosteel funded
one-half of the RMB 10 billion cost of a new stainless steel production facility with sub-

sidized loans."™ Another producer, Anshan Steel Group, received RMB 10 billion in

i See Reform of China’s Banks, Burdened by Bad Loans, Is Priority for Govemnment, June 1, 2005,

http:/iknowledge. wharton.upenn.edulindex.cim?fa=printAdicle&ID=1202.

172 See WTO Transitional Review, U.S. Subsidies Questions, No. G/SCM/Q2/CHN/14, at 3 {Sept.
29, 2005).
173

Luo Ping, Chaffenges for China’s Banking Sector and Policy Responses, China Banking Regula-
tory Comm'n, Nov. 14-16, 2003, available at
http:/www. imf.orglexternal/inp/apd/seminars/2003/newdelhi/ping.pdf,.

174 Baosteel 2005 Annual Report at 106 n.28; Maanshan 2004 Annual Report at 148 n.14, 152-153
nn.24-25,

175

China Corporate Culture Web, http://iwww.ce-c.com.
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policy loans from the state-owned China Development Bank.' Further, Handan lron
& Steel Group received subsidized loans totaling RMB 2.4 billion to fund a 1.3 million
ton cold-rolled steel sheet project.””’ Other companies, such as Baotou Steel, have re-
ported receiving export financing at below market rates.'™ In 2006, Anshan Steel re-
ceived export credit totaling US$ 1.05 billion for its exports of high-end products.'”

Many more Chinese steel producers have been given subsidized loans to carry
out Chinese government policy. For instance, Maanshan proclaimed in its financial
statements that it “continued with the implementation of the 10" Five-Year Plan” com-
pleting major projects including a cold-rolling plant, galvanizing line, a new blast fur-
nace, a coke dry quenching project, a high-speed rod production line, and a coil coating
line after receiving over RMB 8 billion in loans at interest rates as low as 0.25 percent
from the Bank of China.'®® Maanshan explained that its increase in “long term loans by
107 percent was mainly attributable to the increase in the long term loans for construc-
tion” in accordance with the plan.'®’

Baosteel states in its 2005 financial statements that excessive growth and over-
capacity are a major problem, echoing the government's 11" Five-Year Plan.'® To

solve this problem, Baosteel explains, “China has strengthened macroeconomic control

176

Xinhuanet, Sept. 26, 2005, http:/ffinance.sina.com.cn/stock/t/20050926/0829328489.shtml.
7 Stockstar.com, Sept. 2005,
http://resource. stockstar.com/info2005/darticle. asp?id=5S,20050921,30268085&column=.

178 See, e.g., 2002 Bautou Annual Report at 57 {noting a US$ 20 million export credit from the China
Construction Bank Inner Mongglia Branch).

179
2007.

180

Anshan Steel Secures 3-Year Funding From China Eximbank, American Metal Market, Mar. 19,

Maanshan 2004 Annual Report at 10-11, 154 n.25.
Maanshan 2005 Annual Report at 185.
152 Baosteel 2005 Annual Report at 25.

181
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over [the] steel industry” which aims to “increase industry concentration led by major en-
terprise groups.”*®  Accordingly, Baosteel quadrupled its long-term loans and quinfu-
pled its short-term loans in 2005, in part for new projects and acquisitions. 1%

Angang received almost RMB 500 billion in long-term loans which were “guaran-
teed by Angang Holding,” Angang’s 100 percent government-owned holding com-
pany.'® Finally, Anyang more than tripled its long-term loans in 2005 for construction of
a converter-rolling mill.'®

In the last five years, 15 of China’s top steel producers received more than RMB
130 billion in subsidized loans. The average interest rate these companies paid is eight
percentage points lower than the commercial rate calculated by the U.S. government in
the Coated Free Sheet Paper subsidy investigation. The below-market rates enjoyed
by Chinese steel producers are due to the pervasive interference in the credit market by
the government. The loan subsidies attributable to 2005 total more than RMB 8 billion
alone.

F. Tax Benefits Provided to the Steel Industry

The central, provincial and local Chinese governments provide a variety of tax
exemptions, reductions and credits that directly benefit the steel industry. These pro-
grams, detailed below, provide a financial contribution to the steel industry in the form of
foregone revenue by the Chinese government. Notably, many of these tax incentive
programs were part of the Chinese government's WTQ subsidies notification and are

the subject of the U.S. subsidy complaint currently pending at the WTO.

183 Id

184 id. at 101 n.18, 106 n.28.

18 Angang 2001 Annua! Report at 71.
168 Anyang 2005 Annual Report at 42-46.
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1. China’s Tax Policies and Programs

China's tax policies mandate tax incentives for specified industries, including
steel. Article 16 of China's Steel Policy explicitly provides for government support in the
form of “tax refunds ... and other policy support for major iron and steel projects.”'®’
Moreover, China's “Catalogue of Industries, Products, and Technologies To Be Encour-
aged for Development on a National Level” identifies the steel industry and roughly 30
different steel products as an industry/products to be encouraged. Industries and prod-
ucts identified in the Catalogue receive a wide variety of benefits, including an exemp-
tion from Customs duties and VAT on imported equipment used in the production proc-

esg, 198

In addition, a 50 percent corporate income tax reduction is offered to those
companies that derive more than 70 percent of their revenues from manufacturing
products listed in the Catalogue.'®

In support of these policies, the Chinese government has implemented a wide
array of programs that provide substantial benefit to Chinese steel companies. Indeed,
China’s April 2006 WTO subsidies notification identifies more than 45 different tax in-
centive programs, many of which benefit the steel industry. These programs include
measures which provide tax refunds, reductions, and exemptions to (1) enterprises in

China that are Foreign Invested Entities (“FIES") or export-oriented, and (2) enterprises

in China that purchase domestic over imported goods.

e Steel Policy at Art. 16.
188 See Nat'i Dev. Zones, available at http://www.cadz org.cnfenfzgkfa/biao11.htm.

See, e.g., Foreign Affairs Information Portal, Current Catalogue of Key Industries, Products and
Technologies the Dev. of Which is Encouraged by the State (Provisional) (Approved by the State Council
on Dec. 31, 1997), avaifable at hitp:/iwww bifao.gov.cn/enalishlaw/003C/144 html.

189

© Wiley Rein LLP 53



Money for Metal: A Detailed Examination of Chinese Government Subsidies to its Steel Industry

a. Tax Benefits for Export-Oriented Producers and FlEs

The Two Free, Three Half Program: FIEs that are profitable and scheduled to
operate not less than 10 years are exempt from income tax in their first two prof-
itable ¥ears and pay only half of their applicable tax rate for the following three
years.'® FIEs in the metallurgical industry are automaticaliy eligible for these
tax exemptions and reductions.

Income tax reduction for export-oriented FIEs: According to China’s subsi-
dies nofification, an FIE may continue to pay half of its applicable income tax
rate following the expiration of the “Two Free, Three Half Program” if exports
constitute 70 percent of the company’s sales."®’

Income tax reduction for FIEs based on location: The government provides a
complex system of tax benefits to FIEs operating in Special Economic Areas
(SEAs) such as coastal economic zones, export processing zones, and eco-
nomic and technical development zones. For example;

o Under Article 7 of the FIE Tax Law and Article 71 of Decree 85, “produc-
tive" FIEs located in the designated economic zones pay income tax at a
reduced rate of either 15 or 24 percent.'® The standard income tax rate
for corporations in China is 30 percent, plus a 3 percent provincial income
tax.

o The Jaingsu Yangtze International Metallurgical industrial Park Zhang-
jiagang City, an industrial park composed primarily of steel companies,
advertises the following tax incentives for foreign-funded manufacturing
companies located in the industrial park: the “Two Free, Three Half" pro-
gram; local income tax exemptions; a VAT exemption for exported prod-
ucts; exemption of VAT and customs duties on equipment used in the
manufacturing process; and a full refund of income taxes paid on profit
which is reinvested in export-oriented enterprises.'®

o The China Association of Development Zones cites additional tax incen-
tives, including: (i) the Loss compensation schemes whereby any
losses experienced by companies in development zones can be offset
through reductions in income taxes for a period of 5 years after the loss is

180

191

See Coated Free Sheet, 72 Fed. Reg. at 17,494,
China Subsidies Notification at Art. Il, p. 3; see also Articles 75(7) and 75(8) of the Rules for Im-

plementation of the Income Tax Law of the People's Republic of China on Enterprises with Foreign In-
vestment and Foreign Enterprises; Articles 8 and 9 of the Provisions of the State Council on the Encour-
agement of Foreign Investment; and Articles 6 and 8 of the Income Tax Law of the People’s Republic of
China on Enterprises with Foreign Investment and Foreign Enterprises; see also United States Consulta-
tion Request with China on Export and Domestic Preference Subsidies, Feb. 2007,

192

193

See Coated Free Sheet, 72 Fed. Reg. at 17,494,
See Investment Guide, Jiangsu Yangtze Int'| Metallurgical Industrial Park.
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incurred;'®* (i) Regional tax incentives whereby companies in specified

regions, including the "Middle Western Areas,” are eligible for a 15 per-
cent reduction in income tax after the original exemption-reduction period
is over;'®® and (iii) Export-oriented tax incentives whereby taxes are re-
duced by as much as 50 percent for export-oriented enterprises which
export 70 percent or more of their total annual output.'®

A 15 percent income tax reduction is granted to FIEs that are engaged in projects
encouraged by the State.'%’

FIEs that establish or expand an export-oriented enterprise or a technologically-
advanced enterprise in China are granted an income tax exemption.'%®

According to China’s subsidies notification, FIEs that qualify as technology-
intensive or knowledge-intensive and have major products listed in the Catalogue
of High and New Technology Products of China are eligible for a reduced income
tax rate of 15 percent.'®®

A 40 percent income tax refund is given to FIEs that reinvest profit directly into
that enterprise or that use their profit to establish other enterprises with foreign
investment 2%

Other tax benefits are provided to FIEs that are recognized as high or new tech-
nology enterprises or are engaged in research and development !

Moreover, Article 9 of the FIE Tax Law delegates to China’s provincial and local

governments the authority to provide exemptions and reductions of local income taxes

194

195

196

197

See Nat'l Bev. Zones, available at http:/iwww.cadz.org.cn/en/zakfa/biaot1.htm.
Id.
id.

Article 73(6} of the Rules for Implementation of the Income Tax Law of the People’s Republic of

China on Enterprises with Foreign investment and Foreign Enterprises; Articles 6 and 7 of the Income
Tax Law of the People's Republic of China on Enterprises with Foreign Investment and Foreign Enter-
prises; Section Xl of the Catalogue for the Guidance of Foreign Investment Industries.

198

Article 81 of the Rules for Implementation of the Income Tax Law of the People’s Republic of

China on Enterprises with Foreign investment and Foreign Enterprises; Articles 6 and 10 of the Income
Tax Law of the People's Republic of China on Enterprises with Foreign Investment and Foreign Enter-
prises; Article 10 of the Provisions of the State Council on the Encouragement of Foreign Investment.

199

200

China Subsidies Notification at VI, p. 7.
Article 81 of the Rules for Implementation of the Income Tax Law of the People’s Republic of

China on Enterprises with Foreign Investment and Foreign Enterprises; Articles 6 and 10 of the Income
Tax Law of the People's Republic of China on Enterprises with Foreign Investment and Foreign Enter-
prises,; Article 10 of the Provisions of the State Council on the Encouragement of Foreign Investment.

201

China Subsidies Notification at ViIl, p. 8 and XXVIi, p. 31.
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for “productive” FIEs. Jiangsu Province, for example, exempts FIEs from local income
taxes during the period in which they benefit from the “Two Free, Three Half’ program,
pursuant to the Regulations for the Local Income Tax Exempfion and Reduction of Ji-
angsu Province for Enterprises with Foreign Investment. Xuzhou Province also ex-
empts productive FIEs from local income taxes pursuant to its Policies for Encouraging
Investments of Xuzhou Economic Development Zone.?*
b. Domestic Preference Tax Benefits

The Chinese government also provides tax refunds, reductions, and exemptions
to certain enterprises on the condition that those enterprises purchase domestic rather
than imported goods. In February 2007, the United States requested WTO consulta-
tions with China on a number of these domestic preference measures, including the fol-

lowing:

» A VAT refund for enterprises with foreign investment for their purchases of do-
mestic equipment. The purpose of the provision is to “encourage enterprises
with foreign investment to use domestic equipment.”2%

» An income tax refund of up to 40 percent for FIEs that purchase Chinese-made
equipment rather than imports.?®

» Preferential tax policies for Chinese enterprises purchasing Chinese-made
equipment for the purpose of technological upgrades.?%

202 Policies for Encouraging Investments of Xuzhou Economic Dev. Zone, July 14, 2004.

203 See Circular of the State Administration of Taxation Concerning Transmitting the interim Measure

for the Administration of Tax Refunds to Enterprises with Foreign investment for Their Domestic Equip-
ment Purchases, GuoShuiFa [1998], No. 171 (Aug. 1999), available at

hitp:/www fdi.gov.cn/pub/FD1EN/default.htm; see also Coated Free Sheet, 72 Fed. Reg. at 17,498,
204

See Circular of the Ministry of Finance and the State Administration of Taxation Concerning the
issue of Tax Credit for Business Income Tax for Homemade Equipment Purchased by Enterprises with
Foreign Investment and Foreign Enterprises, CaiShui [1999], No. 49 (Jan. 1999), available at

“hitp:/iwww fdi.gov.en/pub/FDI_EN/default him; Circular of the State Administration of Taxation on Printing
and Distributing the Measures Concerning Business Income Tax Credit on the Investment of Enterprises
with Foreign Investment and Foreign Enterprises by Way of Purchasing Homemade Equipment, Gu-
oShuiFa {2000], No. 171 (May 18 2000), available at http:/fwww fdi.gov.cn/pub/FDI_EN/default.htm; see
also Coated Free Sheet, 72 Fed. Reg. at 17,496.
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After two rounds of consultations, the United States requested formation of a dispute
settlement panel on July 12, 2007.

2. Documented Tax Benefils to Steel Producers

Chinese steel companies benefit considerably from these tax incentive programs.
Numerous companies, for example, benefit from the “Two Free, Three Half’ program
granted to FIEs. As Angang’'s 2006 Annual Report explains, its jointly controlled entity,
ANSC-TKS, is “exempt from income tax during its first two profitable years. ... A 50%
income tax exemption is granted to ANSC-TKS from the third profitable year to fifth prof-
itable year. No income tax was provided by ANSC-TKS as the year 2006 is the first
profitable year of ANSC-TKS."*® Nor did ANSC-TKS pay income taxes in 2005, as the
company failed to make a profit that year.?®” Other steel producers that benefit from this
program include TISCO and Hunan Valin.?%

Chinese steel companies with foreign investment have also been eligible for a
reduction in income tax from 33 percent to 15 percent, including the following steel
groups or subsidiaries of these groups: Angang, Maanshan, Benxi, Laiwu, Handan
Steel, Tangshan, Wuhan, TISCO, and Hunan Valin.2®® For example, certain subsidiar-

ies of Maanshan were subject to a preferential income tax rate of only 15 percent in

208 See Circular on Distribution of Interim Measures Concerning Reduction and Exemption of Enter-

prise Income Tax for Investment in Domestically Made Equipment for Technological Renovation, CaiShui
{1999], No. 290 (Dec. 8, 1998}, available at http:/iwww.fdi.gov.cn/pub/FD] EN/default. htm,

208 Angang Annual Report 2006 at 103.
207 ,d.
208 See, e.g., Hunan Valin 2005 First Half Report at 28-29.

See Angang Annual Report 2005 at 99-100; Maanshan 2006 Annual Report at 62, 65; Benxi In-
terim 2001 Annual Report at 18; Laiwu 2000 Annual Report at 36; Handan Steel 2001 Annual Report at
19; Tangshan 1999 Annua! Report at 8, Wuhan 2002 Annual Report at 13; TISCO 2004 Annual Report at
28; Hunan Vaiin 2001 Annual Report at 14.

209
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2006 (and preceding years) because of foreign investments in the company.?'® Accord-
ing to Hunan Valin's financial statements, pursuant to “File No. 160, 1999 issued by the
People's Government of Hunan Province, cur company enjoys the preferential income
tax policy which states that our company first pays the income tax of 33 percent and
then the fiscal department of the province returns 18 percent."*'" Other companies pay
even less in income taxes as a result of provincial programs. Baotou Steel, for exam-
ple is eligible for an income tax rate of only 10 percent from 2003 through 2007 as a re-
sult of a policy issued by the Department of Finance of the Inner Mongolia Autonomous
Region.?*?

Chinese steel producers also benefit from tax incentives granted to enterprises
that purchase domestically-produced equipment. Angang Steel, for example, states in
its financial reports that “[i]n accordance with Guishuifa (2000) No. 13 issued by the
State Administration of Taxation on 17 January 2000, the Company enjoyed tax exemp-
tion relating to investment in technical development of domestic-produced machinery
amounting to RMB 163 million."*'* Maanshan Iron & Steel states in its 2006 Annual
Report that:

The amount of 2005 represents a tax concession, approved
by the Maanshan City local tax bureau, in respect of the pur-
chases of certain manufacturing plant, machinery and
equipment in Mainland China. The tax concession is calcu-
lated at 40% of the purchases of such manufactured plant,
machinery and equipment in Mainland China in the year of

purchases. The amount is deductible in not more than five
years ... 2™

Maanshan 2006 Annual Report at 62, 65.

Hunan Valin 2001 Annual Report at 14.

22 Baotou 2006 Annual Report at 13.

Angang Stee! Company Limited 2006 Annual Report at 103.
214 Maanshan 2006 Annual Report at 103,
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From 2004-2006, Maanshan received tax reductions worth RMB 370 million pursuant to
this program.?'® Other steel producers have benefited from this program as well. In
2004, Tangshan received an income tax credit worth RMB117 million for purchases of
domestic-produced equipment, while Benxi Steel received a tax credit worth RMB 130
million for its investments in domestic equipment.?'®

Other steel companies have received tax benefits due to their status as high and
new technology enterprises. For example, Hualing Guangyuan Co., a subsidiary of
Hunan Valin, is a high and new technology enterprise and is therefore exempt from in-
come taxes for two years starting from the first year of profit. Pursuant to this policy,
issued by the Science and Technology Bureau of Hunan Province, after the two-year
exemption the company is then eligible for a preferred income tax rate of 15 percent.?'”
Other companies such as TISCO and Angang have received tax benefits as a result of
engaging in research and development promoted by the State. Angang, for example,
was granted tax exemptions worth RMB 337 million in 2006 as a result of engaging in
research and development activities encouraged by the State.?'

The vast number of tax exemptions, reductions and credits granted to Chinese
steel producers by the various levels of the Chinese government have resulted in sig-
nificant monetary benefits for individual steel producers. As the following table demon-
strates, Angang Steel has received more than RMB 1.37 billion in tax benefits over the

last 5 years.

s Maanshan 2008 Annual Report at 103; Manshaan 2005 Annual Report at 95; Manshaan 2004

Annual Report at 71.

28 Tangshan 2004 Annual Report at 2; Benxi Steel 2004 Annual Report at 67; see also TISCO 2004
Annual Report at 28.
2 Hunan Valin 2005 First Half Report at 28-29.
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Angang Steel Company Limited 2006 Annual Report at 103,
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Certain Tax Benefits Received By Angang Steel Company’'®

2002-2006

{in millions of RMB) 2002 2003 2004 2005 2006 Total
Investment in technical develop-
ment of domestic-produced ma-
chinery - 1218.88 | 37.13 24.15 163.00 443.26
Enterprise research and devel-
opment costs 54.22 67.24 - 96.39 377.19 595.04
Outputs from environmental pro-
tection facilities - |- - 166.32 166.32
VAT Rebate/Exemption 28.27 5.85 7.29 117.20 158.61
Export tax refund 5.85 5.85

Total 82.50 | 292.06 | 50.26 237.75 | 706.51 1,369.07

G. Value-Added Tax (VAT) Policies

The Chinese government also provides subsidies to steel producers through its
value-added tax (*VAT"} rebate programs. There are at least three types of VAT rebate
and exemption programs. These VAT programs are actively managed by the govern-
ment to encourage production of selected steel products. Moreover, it is also unclear
whether Chinese producers even pay the VAT on which they receive rebates.

1. China’'s VAT Policies and Programs

The government operates a VAT and tariff exemption program on imported
equipment. The State Council's Circular on Adjusting Tax Policies on Imported Equip-
ment (Guofa No. 37) exempts both FIEs and certain domestic enterprises in encour-
aged industries from paying VAT and tariffs on imported equipment not for resale.?2°

The objective of this program is to encourage foreign investment, introduce foreign ad-

o Angang 2002 Annual Report at 108; Angang 2003 Annual Report at 83 & 131; Angang 2004 An-

nual Report at 94 & 146; Angang 2005 Annual Report at 99 & 162; Angang Steel Company Limited 2006
Annual Report at 161.

20 Circular of the State Council Concerning the Adjustment in the Taxation Policy of Import Equip-

ment, GuoFa [1997], No. 37 (Dec. 29, 1999), available at http:/iwww.fdi.qov.cn/pub/FDI_EN/default. htm:
Coated Free Sheet, 72 Fed. Reg. at 17,496.
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vanced equipment, and upgrade industrial technology. The program was enacted in
1997%" and was included in the government's subsidy notification to the WTO.??? The
U.S. government has already found this program to be an illegal subsidy and the De-
partment of Commerce has imposed preliminary countervailing duties on imports which
benefited from this program 2%

Certain VAT refunds are also available to companies that operate in specific lo-
cations in China. For example, enterprises located in the Economic Development Zone
of Hainan enjoy VAT tax preferences.”® According to the “Preferential Policies Regard-
ing Investment by Manufacturer,” high-tech or labor intensive enterprises with an in-
vestment of more than RMB 3 billion and more than 1,000 local employees are re-
funded 25 percent of the VAT paid on domestic sales, the percentage of the tax re-
ceived by the local government. #° The subsidy starts the first year the company has
production and sales and continues for five years. ?® The U.S. government has already
found that program to be an illegal subsidy, and the Department of Commerce has im-
posed preliminary countervailing duties on imports that benefited from this program.??’

The VAT subsidy program with the greatest impact is known as the value added
tax rebate program, which provides direct payments to steel producers and exporters.??

The program is conditioned upon export performance. Although characterized as a le-

221 id.

2z Xuhou Guanghaun website, http://www.js.cei.qov.cn/JSfamous/0300016/equan _ha.htm.

223 Coated Free Sheet, 72 Fed. Reg. at 17,496.

224 Id
225 Id.
226 id
227 Id.

a8 The Provisional VAT Rule replaced rules that had been in place since Sept. 18, 1984,
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gitimate VAT rebate system, it is a discriminatory system through which the government
decides which products will or will not receive payments upon export. The government
periodically amends the rate at which exporters will be compensated, which makes
clear that this program is a prohibited export subsidy.
This controversial program has been heavily criticized for years. For example,

last year the European Union noted that;

China appears to be operating a complex system of VAT re-

funds on exports. This system is not transparent as refunds

seem to be given in a discriminatory basis. Discriminatory re-

funds could make the system a subsidy instrument. it also

appears that changes to the VAT rebates are implemented

retroactively and apply to companies in free trade zones

which should not be subject to VAT.?#
The United States has expressed its concerns about the discriminatory nature of the
program:

It is our understanding that the State Tax Administration in-

creased value-added tax (VAT) export rebates several times

in 1989, up to 17 percent for certain kinds of processed ex-

ports, and we see frequent reports to suggest that applica-

tion of the VAT itself is increasingly uneven and potentially

discriminatory.?°
As these statements underscore, the VAT system with respect to steel products is
highly discriminatory, and provides a countervailable subsidy.?*"

China's current VAT system was introduced on January 1, 1994, under the Pro-

visional Rules of the People’s Republic of China on Value Added Tax ("Provisional VAT

229 WTO Transitional Review, EU Subsidies Questions, No. G/SCM/Q2/CHN/16, at 5 (July 25, 2008).

20 See WTO Transitional Review, U.S. Subsidies Questions, No. G/SCMIQ2/CHN/2, at 3 (Oct. 18,
2002).

2 The U.S. Dep't of Agriculture has also published an analysis of how the Government of China

accomplishes policy objectives through its manipulation of the VAT and how, in certain circumstances,
what the Government of China terms “export VAT rebates” are actually prohibited export subsidies.
USDA, VAT Frotections: The Rest of the Story (Mar. 3, 2007).
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Rule”) and the accompanying regulations. According to the Provisional VAT Rule, indi-
viduals and entities in China who sell goods or render services must pay a VAT upon
the sale of their products.®®® The amount of the VAT is equal to the amount of value
added by the taxpayer from its production of goods or rendition of services multiplied by
the VAT rate. °*® The VAT rate is 17 percent for taxpayers selling most goods, but ex-
ported goods are exempt from the VAT. #* In addition to the VAT exemption applicable
to exported goods, taxpayers are entitled to a refund or rebate of the VAT they paid as
part of the price for the inputs they purchased and used to produce the exported
goods.?®

VAT export rebate systems can be consistent with the requirements of the WTO
Subsidies and Countervailing Measures (“SCM") Agreement and legal under U.S. trade
law as long as the exemption or remission of indirect taxes on the production and distri-

bution of exported products does not exceed the indirect taxes levied on the production

and distribution of the same products sold in the domestic market.?*® If this requirement

w2 Provisional Regulations of the People's Republic of China on Value-Added Tax at Art. 1, available

at hitp:fwww.zftec.gov.cn/english/PoliciesReaulations/CTfindex.shtml.
233 J'd
234 id.

“3 Id. at Art. 25; How Does The VAT Work In China?, Mar. 13,2007, at par. D, available at
hitp:/Aaww . china.org.cn/englishfindex. htm.
236

The purported purpose of permitting non-excessive rebates of indirect taxes upon exports is to
avoid “double taxation,” i.e., a tax levied on the inputs into the product and then a tax levied again on the
exported product when it enters the country to which it was exparted. Article 1 of the SCM Agreement at
n.1, and Annex 1, item (g). Prof. Jackson states that the border tax adjustment “reflects a desire to equal-
ize domestic tax treatment on goods consumed domestically, whether domestically produced or imported,
and to relieve ... exports of that burden . . . [The approach] has two sides . . . the imposition of an equaliz-
ing tax on imported goods, on the one hand, and the revision or exemption from domestic taxes for ex-
ported goods, on the other hand.” John H. Jackson, World Trade and the Law of GATT 295 (Lexis Law
Pub. 1969). If the country of export were to collect (and not refund) domestic taxes on exported goods,
and such goods subsequently paid domestic taxes as well in the country of import, imported goods would
not receive the same domestic tax treatment as domestic-made goods, as they would be subject to dou-
ble taxation.
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is not met, however, the result is a prohibited export subsidy. China's VAT rebate sys-
tem for exported products has no process to ensure that excessive rebates do not oc-
cur. In fact, given its targeted application to a limited number of products and myriad
rebate rates, it is in fact a policy tool through which the government promotes the expor-
tation of certain products.

The Chinese government has regularly changed these rebate rates to effectuate
its economic policies. For example, in October 2003, the government announced a re-
duction in the VAT rebate rate for steel products from 15 percent to 13 percent.?¥” On
March 28, 2005, the government terminated the export tax refund applicable to some
steel products under HTS numbers 7203, 7205, 7208, 7207, 7218, and 7224, which
cover non-alloy steel and stainless steel in ingots or other primary forms, semi-finished
products of non-alloy steel, and stainless.*® Effective May 1, 2005, the government re-
duced VAT rebates on all steel products under HTS Chapter 72 to 11 percent.?®

News articles published contemporaneously with the 2005 revisions to the VAT
rebate schedule explain the genesis of the VAT rebates and the subsequent elimination
of VAT rebates for some products:

According to a document issued by the ministry in coopera-
tion with the State Administration of Taxation, China began

27 Circular of the Ministry of Finance and the State Administration of Taxation on Adjusting the Ex-

port Rebate Rates CaiShui [1999], No. 222, at 1 4.4 (Qct. 13, 2003), available at
hitp:/iwww fdi.qov.cn/pub/FDI EN/default.him.

238

Circular of the Ministry of Finance and the State Administration of Taxation on the Cease of Ex-
port Tax Refund to Such Primary Steel Products as Billet, CaiShui [2005), No. 57 (Mar. 28, 2005), avail-
able at http://www.fdi.gov.cn/pub/FDI_EN/default.htm. Although CaiShui 57 refers to an “export tax re-
fund,” the only applicable export tax refunds are VAT tax refunds and consumption tax refunds. Export
Tax Rebate And Exemption In China, Getting Your Money Back From The Chinese Government, Global
Sources, Aug. 24, 2005. Thus, it is clear that such an export tax refund is a VAT refund,

239

Ministry of Finance and State Taxation Administration's Notice on Lowering VAT Rebates for
Steel Exports, CaiShui [2005], No. 73 (Apr. 27, 2005), available at
hitp:/fvww. fdi.gov.cn/pub/FDI EN/default.htm; China Tax Alert, Deloitte Touche Tohmatsu.

© Wiley Rein LL.P 64



Money for Metal: A Detailed Examination of Chinese Government Subsidies to its Steel Industry

to offer the tax exemption since 1998 when the prices of
China-made steel products were higher than the worid mar-
ket prices, and downstream firms in China imported steel
products from overseas in huge quantities, causing great dif-
ficulty for domestic steel producers.

That tax privilege has been very helpful in supporting do-
mestic steel firms in turning out steel products in short sup-
ply in the country and improving their industrial mix, accord-
ing to the document. But things have changed in terms of
steel trade situation at home and abroad as steel prices in
China are lower than that of the world market, and steel pro-
duction causes too much pollutants, consumes too much
energy and other resources, the ministry said.

With permission from China's State Council, or the central
government, the two government departments, therefore,
decided to call off the tax privilege to ease the country’'s en-
ergy shortage and growing environmental pressure from in-
dustrial poliution, according to the document,2*°
On September 14, 2006, the Ministry of Finance, NDRC, MOFCOM, the General
Administration of Customs and the State Administration of Taxation jointly announced
another major revision to the Chinese VAT export refund policy.?*! According to this re-
vision, the VAT rebate on exports of some products was eliminated; the VAT rebate on
exports of other products was reduced; and the VAT rebate on yet other products was

increased, in some instances to the full 17 percent, for “some high-tech products en-

couraged by the State's industrial policies . . . ."** The VAT rebate applicable to all ex-

240 China Scraps VAT Exemption For Expont-Oriented Steel Products, People 's Daily Online, July 1,

2005, http:/fenglish. people.com.cn/200507/01/eng20050701_193619.htrml.
241

Notice of the Ministry of Finance and Four Other Ministries/Administrations Concerning the Ad-
justment of Export Tax Rebates for Some Commodities and the Enlargement of the Catalogue of Banned
Commodities in Processing Trade, CaiShui [2006), No. 139 (Sept. 14, 20086), available at

hitp:/iwww fdi.gov.cn/pub/FDI EN/default.htm.

242 Id.
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ports of finished steel products under Chapter 72 of the HTS was reduced to 8 percent
for shipments made after December 2006.24

The 2006 VAT rebate rate changes were again tailored to manipulate exports to
achieve official government policy. Bo Xilai, the Minister of Commerce, stated that the
2006 VAT export refund rate revisions were part of China's effort to address its enor-
mous trade surplus.*** The 2006 revisions also were designed to raise “the VAT cost
for businesses exporting ‘high energy consumption and high polluting’ products while
eliminating or reducing the VAT cost on the exportation of goods that fall under the ‘high
technology and other encouraged industries.”?** The 2006 revisions were also de-
signed to address issues arising from high-volume exports of low value added products
from labor-intensive industries that have triggered international trade friction and anti-
dumping investigations.?*® In 2007, several additional changes were made to the nomi-
nal rates, but the policy motives remained the same. According to industry officials, the
changes “ease pressures on the Renminbi and dissuade foreign anti-dumping lawsuits
resulting from the mammoth trade surplus.” 247

In addition to the policy motivations behind aitering the VAT tax rates, there are
other indications that the VAT rebate system can lead to excessive rebates. The re-

bates appear to be provided on a flat percentage based on the export price of the prod-

243 Id.

244 Revision to the Chinese VAT Export Refund, LexUniversal, Nov. 13, 2008, avaifable at
hitp:/iwww.lexuniversal com/en/articles/1674.

248 Id. See also China Adjusts Export Rebates, Asia Times Online, Sept. 21, 2006; PriceWater-
houseCoopers, Major Revision To The Chinese VAT Export Refund, China VAT Alert, Sept. 2006.

246

KPMG, Export VAT: China’s new tool for shaping economic development, China Alert, Nov. 20086,
available at hitp-//www kpmg.com.cn/enfvirtual library/Tax/china_alert/2006/Issue30 1106.pdf: see also
China Adjusts Export Rebates, China Business, Sept. 21, 2008.

2 China To Adjust Export Tax Rebate Mechanism, China Daily, May 14, 2007, avaifable at
hitp://www.chinadaily. com.cn/china/2006-07/23/content 847201 htm.
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uct. Thus, the amount rebated is tied to the value of the final product, whereas the level
of VAT incurred is based on the value of the taxable income. For example, if the VAT
rebate is fixed at 13 percent of the value of the finished product, but the VAT collected is
only 13 percent of the value of the taxable inputs, then the rebate on exports exceeds
the VAT actually incurred by the following formula:

13% * (non-VAT taxable inputs (e.g. labor, capital, overhead)
+ profit earned on the sale of the finished product)

in other words, the VAT rebate exceeds the VAT cost imbedded in the exported prod-
uct. As such, it is a classic over-rebate of an indirect tax.

In sum, the Chinese Government's VAT rebate program, with rates and availabil-
ity that vary by product and industry, is a policy tool through which the government se-
lects certain products for export benefits. Moreover, the program appears to provide an
excessive rebate beyond the VAT cost, and the government does not have in place any
workable program to ensure that rebate payments are not excessive.

H. Benefits for Purchasing Domestically Produced Inputs and Equip-
ment

As The China Syndrome explained, the Chinese government provides income
tax credits and VAT rebates on purchases of domestic inputs, machinery and equip-
ment**®  Under the SCM Agreement, subsidies for the use of domestic over foreign
products are flatly prohibited.**° The United States included all of these programs in its

WTO subsidy case against China 2>

248 The China Syndrome at 34.

249 See Annex 1A: Multilateral Agreements and Goods of the General Agreement on Tariffs and

Trade 1994, Art. 3.1 ("Agreement on Subsidies and Countervailing Measures™),

0 United States Consuitation Request with China on Export and Domestic Preference Subsidies,

Feb. 2007 at 1.
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1. China’s Domestic Preference Programs

In its subsidies notification to the WTQO, the Chinese government summarized its
program for granting tax credits for the purchase of equipment and machinery produced
in China:

For the technology upgrading projects which are consistent

with the state industrial policies of the domestic enterprises,

forty per cent of the expenses on purchasing domestically

produced equipments shall be deducted from the increment

of income tax of that year compared to the previous year.?"’
The same subsidy is available to FIEs that purchase domestically produced machinery
and equipment as well.*®? The subsidy is available only to machinery or equipment pro-
duced in China; it does not apply to equipment that has been imported and re-sold, or
even subject to further manufacturing in China.?® To receive these benefits, the com-
pany requesting the tax credit must file an application with the local tax authority within
two months of purchasing the equipment.®®

The U.S. Commerce Department has found that the tax credit for the purchase of
domestically produced eguipment by FIEs provides a countervailable subsidy. In the
Coated Free Sheet Paper investigation, the Department determined that the program
provided a financial contribution in the form of revenue foregone by the Chinese gov-

ernment. The amount of the benefit equals the tax savings of the recipient company.?®°

Because the program rewards the purchase of domestic over imported products, it is

1 China Subsidies Notification at 67-68.

22 Id. at 66.

253 id.
254 Coated Free Sheet, 72 Fed. Reg. at 17,495.
255

Id.
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considered per se specific under U.S. law.?*® The Department also preliminarily deter-
mined to treat these programs as providing recurring benefits, so that the entire benefit
is allocated over sales in the year in which the benefit is received.”®” In its preliminary
determination, the Department found that the ad valorem benefit from this program
alone was 2.98 percent.”®® The Department did not address the identical program for
domestic Chinese enterprises (i.e., those with no foreign investment), but the logic of
the Department's determination would require exactly the same result, since the pro-
grams are generally identical.

In addition, as noted above, the Chinese government refunds the VAT paid on
certain domestically produced equipment that is purchased by FIEs.?*® The Commerce
Department also preliminarily determined this program to be countervailable for the
same reasons as the tax credit program.® As with the tax credit program, the Depart-
ment treated the benefit as a recurring subsidy. The ad valorem subsidy amounts for
the Chinese producers under this program ranged from 0.35 to 1.45 percent.?

2. Documented Use of Domestic Preference Programs

Several Chinese steel producers confirm in their financial statements that they
-have received benefits from domestic preference programs. Benxi Steel, for example,
noted in its 2004 annual report that it received a reduction in income taxes for pur-

chases of domestic equipment between 1999 and 2001. The total value of the tax

256 Id. Under the SCM Agreement, prohibited subsidies, including subsidies that promote the use of

domestic over imported products, are automatically considered “specific.” SCM Agreement at Art. 2.3.
287 Coated Free Sheet, 72 Fed. Reg. at 17,495.

258 ] d
29 id.
20 1d.

61 Id at 17,496.
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credit was RMB 130.4 million. Because this amount exceeded Benxi's total income tax
due, a credit of RMB 100 million was applied to 2004, with the remainder to be applied
to 2005,%%?

Similarly, Maanshan reported in its 2004 annual report that it had received RMB
110.3 million in tax credits for the purchase of plant machinery and equipment produced
in China. The year before, it had received RMB 238.4 million in tax credits for this pur-
pose.”®® Applying the methodology used by the Commerce Department, this program
alone would have provided Maanshan with a countervailable benefit of 0.4 percent ad
valorem in 2004, and 1.5 percent in 2005.

While amounts reported by other companies were smaller, they were also signifi-
cant; TISCO, for example, received a tax credit for purchases of domestically produced
equipment of RMB 22.0 million in 2004.%%

1. Raw Mafterials

In addition to direct contributions to the domestic steel industry, the Chinese
government at the national and local levels has undertaken programs to ensure that the
steel industry has ready access to material inputs in quantities and at pricing levels that
give Chinese steel producers additional unfair market advantages. In an environment
where the Chinese government .has encouraged the exportation of finished goods in
order to ensure inward flows of foreign currency, the government has restricted the
exportation of certain goods in order to ensure abundant domestic supply of goods and

correspondingly low market pricing for those goods. Moreover, the government has

w2 Benxi 2004 Annual Report at 67.
%3 Maanshan 2004 Annual Report at 71.
e TISCO 2004 Annual Report at 28.
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made clear its intention to continue to restrict exports of raw materials where this will
benefit the steel industry. Article 30 of the Steel Policy specifically states that “[t]he
export of such preliminarily processed products as coke, iron alloy, pig iron, waste steel
and steel base (ingot) with high energy-consumption and serious pollution shall be
restricted ... "%
1. Metallurgical coke

For many years, the Chinese central government used a licensing system to re-
strict the exportation of metallurgical coke — a necessary input for the production of steel
in integrated facilities (/.e., blast furnaces). In 2004, the European Union complained
that the licensing scheme created significant imbalance in the global market, and de-

manded that the Chinese government eliminate its program.®®®

While the central gov-
ernment agreed to a minimum quantity of coke to be supplied to the EU, the govern-
ment sought ways to ensure that the licensing scheme stayed in place and was vigor-
ously enforced. For example, the Chinese Ministry of Commerce began enforcing regu-
lations forbidding the trading or selling of metaliurgical coke export licenses among Chi-
nese coke producers.®® Indeed, at the same time that the Chinese government prom-
ised to provide a guaranteed quantity of coke to the EU, the government was reducing

total exports to a targeted goal of “just 9 million to 10 million tonnes” in 2004 “[iln order

to preserve coke for its booming domestic steel industry."?®

%8 Steel Policy at Art. 30.

6 Philip Shawcross, Steef Or Coke, The Compass Is Pointing To Asia's Giant: EU Set To Challenge
Chinese Licensing, American Metal Market, May 12, 2004. See also, Nancy E. Kelly, US, EU Protest
Chinese Coke Export Conirols, American Metal Market, June 1, 2004.

267 Kit Ling Wong, Chinese Ministry Issues Waming On Resale Of Coke Export Licenses, American

Metal Market, July 28, 2004,
268 Id.
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Under continued pressure from the EU and from other trading partners, the Chi-
nese government agreed to end its coke export licensing scheme in 2006.%%° However,
while it eliminated a WTO-illegal practice, the central government continued to protect
its domestic industry by employing various tax measures to ensure that metaliurgical
coke stayed in China — including the elimination of tax rebates for exported coke. In-
deed, to ensure a plentiful domestic supply of coke, the Chinese government has begun
contemplating additional measures — including additional export taxes — to prevent the
increased exportation of coke.?”® As a result, Chinese producers continue to enjoy a
discount of approximately 15 percent on coke pricing. Whereas the world market price
for coke is approximately US$ 171 per ton, Chinese domestic prices stand at approxi-
mately US$ 150 a ton. This pricing level, coupled with large quantity reserves, artifi-
cially reduces the cost of manufacture for Chinese steeimakers.

2. Ferroalloys and other nonferrous metals

Ferroalloys and other metals are used in a variety of ways in steelmaking. Fer-
roalloys such as ferrosilicon and ferromanganese are used to increase alloy content in
steel in order to meet certain metallurgical standards and specifications for particular
uses. Other metals such as zinc and chromium are used primarily to coat intermediate
level steel goods to become coated steel products (e.g., galvanized steel sheet). In the
world market, each of these ferroalloys and non-ferrous metals are sold at high prices —

and these prices have increased substantially in recent years.

269

China Wilf Control Coke Exports Even After Canceling Coke Export Quota, Xinhua News Agency,
May 16, 2005.

20 Extra Tax Mulled On Coke Exports, Xinhua News Agency, Mar. 24, 2007.

© Wiley Rein LLP 72



Money for Metal: A Detailed Examination of Chinese Government Subsidies lo its Steel Industry

In response, the Chinese government has actively sought to restrict the exporta-
tion of ferroalloys and non-ferrous metals in order to protect the domestic steelmaking
industry. Indeed, as recently as the spring of 2007, the central government has sought
{o raise the tax rate on exported ferroalioys — now as high as fifteen percent — in order
to ensure that the “ferroalloy industry [ ] meets domestic demand in the first place” and
to “rein in export[s]."”*"' With respect to products such as zinc and other metals that are
used in coated steel production, the Government of China has announced that “[a] pro-
visional export tax rate of 10 percent will apply to 30 tax items of steel products such as
...unwrought zinc...”** The stated position of the government with respect to the in-
creased export taxes is that they “reduc[e] exports of high energy-consuming and highly
polluting products, while encouraging the import of raw energy materials and low-level
resource products in an attempt to address China's trade imbalance.”?’® However, the
main beneficiary of the tax is the domestic steelmaking industry. According to one re-
cent article, the tax is necessary as “controlling exports of zinc and nickel is imperative
d.”274

given domestic deman

3. fron ore

Along with coke, iron ore is one of the fundamental inputs in integrated steelmak-

ing. The Chinese government has subsidized domestic iron ore production, as well as

A China Expects Ferroalloy Export In 2007 To Reduce, Steel Guru, available at

http:/ivww steelguru com/news/index/2007/06/06/MjlzMBA%3D/China expects ferroalloy export in 200
7 _fo reduce.himi.

272

Notification of the Adjustment of the Provisional Tariff Rates for Certain Merchandises, Customs
Tariff Comm'n of the State Council (May 21, 2007).

a3 China’s Planned Aluminum-Product Export Tax Rebate Reduction Worries Industry, Resource

investor, May 21, 2007.

2 David Harman, China To Impose Or Increase Export Tax On Metal Products On June 1, Re-

source Investor, May 22, 2007, available af http:/fwww resourceinvestor.com/pebble.asp?relid=32114.
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foreign ventures created to obtain iron ore from abroad. Individual companies have re-
ceived as much as RMB 1.3 billion in subsidies and/or substantial price discounts.

Historically, China has been a resource poor country as it pertains to high-grade
iron ore, and has traditionally imported significant guantities of iron ore from countries
such as Australia, Brazil, and Indonesia. In 2007, it is estimated that China will import
nearly 355 million tons of iron ore.*’® At the same time, China has attempted to improve
both the quantity and quality of its domestically sourced ore. According to Chinese
press reports, domestic mines produced at least 521 million tons in the first 11 months
of 2006 — an increase of 38.2 percent compared to the same period last year.?® The
growth in domestic production of iron ore and the continuous need for foreign-sourced
iron ore has led to the institution of numerous subsidy programs to benefit the primary
users of iron ore — steel mills.

As part of its transition out of Beijing and into Shanxi province, Shougang has
worked with the provincial government on a package beneficial to both the company
and the province. With the arrival of Shougang, the government of Shanxi Province has
pledged to provide the necessary coking coal and iron ore for Shougang's steelmaking
operations — presumably free of cost or at highly preferential prices.?”” With respect to
foreign sourced iron ore, the government has granted subsidies to Jocal steelmakers to
help defray the costs associated with ventures created to obtain iron ore. For example,

the government recently awarded RMB 1.30 billion in subsidies to Jiangsu Shagang

25 China To Import 355 Min Tons Of iron Ore Next Year, Xinhua News Service, Dec. 30, 20086,

available at hitp:/iwww.import.net.cn/e/market/htmli121477 . html.

276 Id
277

Shougang to Set up JV in Shanxi Province, Steel Business Briefing, Mar. 2, 2008,
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Steel Group to support the steel group’s iron ore mining project in Australia.?’® Finally,
Angang Steel has received significant raw material subsidies through its relationship
with its government-owned parent. Specifically, Angang Holding, a government-owned
entity, has provided guaranteed price discounts to Angang Steel with respect to the
steelmaker's purchases of iron ore.?”® According to the company’s financial reports,
Angang Holding has guaranteed a 10 percent price discount on the average import
price paid by Angang for iron ore.

J. Energy (Electricity)

Like many of the direct subsidies bestowed on Chinese industries, it is widely
known that particular industries, including steel, are eligible for discounted electricity

rates in the effort to promote production. 2

While data on the actual rates given to indi-
vidual companies is unavailable, steel companies’ own financial reports as well as other
information make clear that the steel industry continues to benefit from electricity at no
cost or at rates well below market value.

A comprehensive study on the price of electricity in China published in 2004 con-
cludes that not only are “capital costs of state-owned power plants generally not re-
flected in electricity prices,”?®' but that “electricity prices in China are highly subsidized

n282

and below the average total costs. In other words, prices charged by the Chinese

power companies are not sufficient to cover their marginal costs. Indeed, the steel in-

278

2006.
279

China Jiangsu Over 6 M RMB Of Subsidies To Overseas Investors, Financial Times, Feb. 15,

Angang Steel Company Limited 2006 Annual Report, at 74.

280 In 2004, Commerce Secretary Donald Evans cited Chinese utility subsidies as an unfair trade

advantage. See Peter Navarro, Report of 'The China Price Project’, at 12 Merage School of Business,
University of California-lrvine (Jan. 2007).

28’ Pun-Lee Lam, Pricing Of Electricity In China, Energy, No. 29, at 287 (2004).
22 Id. at 298.
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dustry, like many other Chinese industries, was built with the help of subsidized electric-
ity costs. Moreover, because much of the electricity is generated by SOEs, the gov-
ernment continues to use energy prices as a tool of coercion by rewarding companies in
line with stated policies with lower rates, and withdrawing preferred rates from those
who are not. Recent articles claim that the price of non-compliance with certain gov-
ernment directives may be the loss of electricity altogether.??

Steel producers’ own financial statements indicate that some companies have
been granted the right to use electricity by the government. Chinese electricity subsi-
dies, like land subsidies, are often classified as depreciable assets, which strongly sug-
gests that electricity is transferred to companies by the government as a credit. The
government likely awarded companies a certain quantity/value of electricity — most likely
at the date of incorporation — which is now simply reduced by the amount of annual use.

Baosteel electricity subsidies (All amounts in RMB)**

At Janary 1st |Amortization for| At December 31 | AtJanary 1st {Amortization for] At December 31
2003 the year 2003 2004 the year 2004
1,344,244.10 36,114.26 1,308,129.84 | 1,308,129.84 216,685.56 1,091,444.28

As shown above, Baostee!l reported an electricity subsidy (“subsidy for power
supply”) worth RMB 1,344,244 .10 at the beginning of 2003. This amount is depreciated
by RMB 36,114.26 and carried at the reduced value of RMB 1,308,129.84. According
to Baosteel's 2004 annual report, the end-of-the-year value of RMB 1,308,129.84 was
carried over to the beginning of 2004. Again, this value is then depreciated by what is
presumably the amount of eiectricity used, and again is carried over to the beginning of

2005. This highlights the likelihood that electricity credits were given to the Group by

28 See, e.g., Polluters Must Pay More, China Daily, June 27, 2007,

284 Baosteel 2003 Annual Report at 68; Baosteel 2004 Annual Report at 75.
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the government, and that the credit will continue to benefit the company for many more
years.

K. Environmental Subsidies

The Chinese government also provides indirect support to its steel industry by
failing to enforce basic environmental standards. While a full discussion of environ-
mental subsidies is beyond the scope of this paper, it is important to note that the Chi-
nese steel industry has continued to pollute the environment with little concern for envi-
ronmental regulations and with little enforcement from the government.?®® As detailed in
The China Syndrome, the scale of pollution in China is staggering. For example, the
Shougang mills in Beijing municipality alone discharge approximately 18,000 tons of
particulates into the air each year.?®® Observers from the American Iron and Steel Insti-
tute and the Steel Manufacturers Association visiting China in 2005 noted steel mills
that apparently lacked standard pollution control devices, such as baghouses, scrub-
bers, and precipitators. Notably, this was not limited to small producers: one of the mills
visited belonged to Jiangsu Shagang, one of the largest producers in China,

A recent World Bank report on pollution in China confirms that the country’s pol-
lution woes continue to grow. It found, among other things, that China is now the larg-

est sulfur dioxide emitter in the world®®” — a major air pollutant contributed to by China's

23 See The China Syndrome at 53-55.

8 David Eimer, Bejjingers Will Need Their Masks; There Are No More “Clear Air” Days, Financial

Times, Oct. 19, 2005.

a7 Cost of Poltution in China: Economic Estimates of Physical Damage, The World Bank, Feb. 2007,

atxi.
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steel producers. The research found that 750,000 people die prematurely in China
each year, mainly from air pollution.?%®
L. Currency Undervaluation
As large as the subsidies described above are, they are potentially dwarfed by
the largest subsidy of all — that bestowed by China’s undervaluation of its currency. Be-
cause of this government intervention, economists and policymakers worldwide agree
that the value of the RMB has remained well below what it would be if the RMB were
allowed to float. Recent estimates of the extent of the RMB's undervaluation range from
35 to 56 percent.?®
As the U.S. Treasury Department has explained,
The Chinese government's deliberate undervaluation of the
renminbi makes U.S. products more expensive to Chinese
consumers who therefore purchase fewer of them. Con-
versely, China's undervalued currency also makes Chinese
products cheaper in the United States, and therefore U.S.
consumers purchase more of them. The combination is a
major contributor to the record high and still growing U.S.
trade deficit. The undervalued Chinese currency harms
American competitiveness and is also a factor encouraging

the relocation of U.S. manufacturing overseas while discour-
aging investments in U.S. exporting industries 2%

268 Id. See also 750,000 a Year Killed By Chinese Pollution, Financiat Times, July 2, 2007.

See M. Goldstein, A (Lack Of) Progress Report On China’s Exchange Rate Policies, July 2007,
{40%); see also F. Bergsten, Testimony Before the Subcommittee on Trade of the House Committee on
Ways and Means, May 2007 (35%), The Economist, Lost in Translation, May 2007 (50%); Shanghai
Univ. of Finance and Economics, 2008 (35.80%); Natl Ass'n of Mfrs., 2006 (40%); Economist Big Mac
Index, 2007 (56%); Jeffrey Frankel, On the Renminbi, 2004 (36%). The average of these estimates is
undervaluation of 42 percent.

280

289

2006 Report to Congress of the U.S.-China Economic and Security Review Comm™, 109" Cong.,
2d Sess. at 46 (20086).
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In 2006, China exported approximately US$ 25 billion in iron and steel. If the RMB was
undervalued by 42 percent, China's currency undervaluation provided a subsidy to its

steel producers of US$ 9.4 billion in 2006 alone.?"

1 Calculated by multiplying the total value of Chinese steel exports by the average rate of currency

undervaluation (42%), adjusting for the value of Chinese imports of inputs used in steelmaking. This is
only one of many possible ways that China's currency undervaluation could be quantified, and this paper
does not endorse a particular approach.
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Iv. CONCLUSION

As this paper shows, the unprecedented growth of China's steel industry has
been both financed and directed by the Chinese government. Indeed, governmental
ownership and control of the steel industry in China is far greater than previcusly re-
ported. When the convoluted ownership structures of China’s major steel producers are
examined in detail, it becomes apparent that virtually all of the industry remains solidly
in governmental hands. More than 90 percent of the country’s production remains gov-
ernment owned or controlled. Despite China's claims that it is progressing toward a
more market-based economy, nothing couid be further from the truth regarding the state
ownership and control of the steel industry.

This report has attempted to identify and quantify the extent and amount of Chi-
nese “money for metal” — subsidies to its steel industry. According to these producers'
own financial documents, the Chinese government has bestowed at least RMB 393 bil-
lion of benefits, in an astonishing array of different programs: outright grants for con-
struction, preferential loans, equity infusions and debt-to-equity swaps, government-
mandated mergers, and many others.

It is important to remember, however, that the totals verified in this report only
scratch the surface of the actual subsidization amounts. For several of these catego-
ries, the subsidies found are for only a handful of producers. And for several large sub-
sidy categories (such as VAT rebates, raw materials, domestic preference programs,
electricity and environment), this report does not attempt to quantify the benefits re-
ceived at all. In short, the subsidies identified and quantified in this report are most as-

suredly only the tip of the iceberg.
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The Chinese steel industry has benefited from massive direct and indirect subsi-
dies, many of which violate China’s World Trade Organization obligations. The result
has been artificial growth of China's steel capacity and production, at the expense of its
international competitors, including U.S. companies and their workers. The Chinese
government should end its policy of control, direction and subsidization of its steel in-
dustry. If it does not, the United States and other trading partners should increase ef-
forts to require China's compliance with its WTO commitments and international trade

law.
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APPENDIX 1

SUBSIDIES AND OTHER ASSISTANCE PROVIDED TOQ
CHINA’S LARGEST STEEL PRODUCERS
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SUBSIDIES AND OTHER ASSISTANCE PROVIDED TO
CHINA’S LARGEST STEEL PRODUCERS

In the most recent ten-year period, many of China's top 20 producers have been
the beneficiaries of billions of renminbi worth of WTQO-illegal subsidies. The benefits de-
rived from these subsidies have had a major impact on the steel industry in China, and
consequently, on global commerce. For entities like the Anben Group, Baosteel, Maan-
shan, Shougang, the Laigang Group which owns Laiwu Steel, Wuhan Steel, and the
Taiyuan Steel Group which owns TISCO, the subsidies have helped create vast steel-
making empires — with approximately 98 million tons of steel making capacity for these
seven groups alone. The subsidies include the provision of land at less than commer-
cial rates, tax exemptions and other incentives, the provision of loans at extremely low
interest rates, credits issued based upon the procurement of domestically produced
machinery, and the outright provision of cash grants and infusions. The following sec-
tion details how all of the various subsidy programs discussed above benefit individual
Chinese producers.

A. Anben Group

The Anben lron and Steel Group is currently the largest steel producer in China.
The merger of Anshan Steel and Benxi Steel in 2005 created a conglomerate with a
rated production capacity of over 22.5 million metric tons per year — nearly 25 percent of
the total capacity of all U.S. mills combined. The group controls several large-scale
subsidiaries including Angang Steel Co., Ltd., and Bengang Steel Plates Co., Ltd. With
respect to Angang Steel, the company has been a major beneficiary of government
subsidies in the past several years. In 2006, Angang Steel issued to its parent, Angang

Holding, 2.970 billion shares as part of Angang's attempt to acquire all of the equity in-
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terest in Angang New Steel and Iron Company Limited (“ANSI"}.?*2 While the issuance
of shares in the marketplace is common, what is uncommon is the fact that virtually all
of these shares were issued to the sfate. The issuance of restricted shares to the state
ballooned Angang’s capital reserves from RMB 3.09 billion as of January 1, 20086, to a
staggering RMB 12.847 billion at the end of 2006 — a four-fold increase in capital cour-
tesy of the government.

Angang Holding, a government controlled entity, has provided guaranteed price
discounts to Angang Steel with respect to the steelmaker's purchases of iron ore — the
primary ferrous input in steelmaking.?®® According to the company’s annual report, An-
gang Holding has guaranteed to provide a ten percent price discount on the average
import price paid by Angang for iron ore. As the average price is based upon the price
‘reported to the PRC customs,” it is possible that the net effective discount is even lar-
ger than ten percent should the company be underreporting its purchase pricing to the
customs authorities. In addition {o iron ore, Angang obtains needed commodities such
as electricity, railway transport services, and water based upon "state pricing,"*** which
as detailed above, are priced at below world market rates.

Angang Steel also enjoys favorable loan terms on its short- and long-term loans
- issued in large part by state-owned banks such as the People's Bank of China and the
China Construction Bank. The company's short-term loan interest rates decreased from
a range of 5.22 to 5.58 percent in 2005 to a range of 4.86 to 5.508 percent in 2006. At

the same time, the company’s long-term loan interest rates fell from a range of 5.49 to

252 Angang Steel Company Limited 2006 Annual Report at 18-19.

23 Id. at 74.
204 Id. at 68-70.
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6.12 percent in 2005 to a range of 4.941 to 6.12 percent in 2006 for the “Group” and
from 5.76 percent in 2005 to 4.941 to 5.76 percent for the “Company”.?®® These rates
are well below the benchmark rates found by the U.S. Department of Commerce in its
countervailing duty investigation of Coated Free Sheet From the People’s Republic of
China.

Finally, the government has subsidized Angang through generous tax relief and
credits.*®*® The State Administration of Taxation, in accordance with Guoshuifa (2000)
No. 13, granted tax exemptions relating to the company’s investment in domestically-
produced machinery. The Ministry of Finance, in accordance with Caishuzi (2003) No.
244, granted tax exemptions to Angang relating to its research and development activi-
ties. The Ministry of Finance also granted tax exemptions to Angang for the company’s
environmental protection activities. Additionally, according to the provisions of the “In-
come Tax Law for Enterprises with Foreign investment and Foreign Enterprises,” An-
gang's subsidiary ANSC-TKS did not have to pay any income tax in 2008, as the year
represented the company’s first profitable year. In fact, ANSC-TKS will be exempt from
paying any income taxes in 2007 (assuming it is profitable), and will only have to pay 50
percent of its outstanding tax liability in the three subsequent years (assuming they are
all profitable). Additionally, certain of Angang's subsidiaries, including ANSC-TKS,
Changchun FAM and TKAS-SSC, are “foreign invested enterprises” and are therefore

not required to pay any of three classes of local taxes.?®’

295 Id at 122.
296 Id. at 103.
297 Id. at 103.
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B. Baosteel
1. Makeup of Baosteel
As one of the “crown jewels” in China's state-owned industrial complex, Baoshan
Iron & Steel (Baosteel) may indeed represent the prototypical state-owned steel com-
pany. Baosteel's growing capacity is fruly massive; it has been the recipient of a host of
government subsidies and tax breaks; its board members are affiliated with state-owned
banks,; and it benefits from subsidiaries involved in a range of businesses — from used
car sales to cargo transport to iron ore. indeed, the main business and operations
statement of Baosteel's controlling shareholder, the Baosteel Group Corporation, notes:
As a governmental authorized investment vehicle and a state-
owned holding company: Manage state-owned assets within the
authorized scope set by the State Council; involved in investments
in the following areas. iron and steel manufacturing, metallurgy,
mining, non-toxic chemicals, electricity, piers, warehousing, trans-
portation, and steel-related businesses, development and transfer
of technologies, technical service and management consulting, im-
ports and exports approved by the Ministry of Foreign Trade &
Economic Cooperation (MOFTEC), domestic and international trad-
ing where allowed, and its related services,?*®
This statement should come as no surprise. The Baosteel company is 78.35 percent
owned by the Baosteel Group, which, in turn, is 100 percent owned by the Chinese
government.?®® Moreover, even though Baosteel claims to be a public company, the

nine largest shareholders (after the government) account for only four percent of total

ownership.3%

298 Baosteel 2005 Annual Report at 7.

26% fd
300 Id. at 6.
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2. Size
The most recent edition of the International Iron and Steel Institute’s “World in
Steel Figures” ranked Baosteel as the fifth largest steel-producing company in the world

with approximately 22.5 million metric tons of production in 2006.%"'

To appreciate the
size of this company, the country of South Korea produced 48.5 million metric fons of
steel in the same year. In other words, Baosteel single-handedly produced almost half
as much steel as the entire country of South Korea.?* Due to the current consolidation
initiative by the Chinese government, the size and operations of Baostee! will only con-
tinue to increase. Indeed, recent news articles report the takeover of smaller mills, in
addition to joint ventures and partnerships, in Baosteel's effort to increase steel output
to between 50 million and 80 milfion tons by 2010.%%
3. Cash Infusions

Baosteel has been the recipient of numerous cash infusions in the government's
effort to promote the domestic steel industry. The most recent cash infusion assumed
the form of the sale of five billion shares of stock. Of the five billion shares sold, three
billion were sold directly to the government for over RMB 15.2 billion in proceeds.
These proceeds - along with RMB 10.24 billion gained from the sale of the remaining

two billion shares — in turn supported a flurry of intra-group activity in the form of asset

transfers and acquisitions. Simply put, Baosteel returned the entire RMB 25.4 billion

301 Int'l fron and Steel Institute, World Steel in Figures, available at

htip:/iwww worldsteel org/?action=newsdetail&latest=1&id=198.

302 Id
303

See, e.g., Shougang Builds 2.5 Million Tpy Flat Steel Plant In Hebei, American Metal Market,
June 22, 2007; Baosteel, Handan Steel Start Mill Construction, American Metal Market, June 7, 2007:
Baosteel Given Regufatory Not For Acquisition Of Stake In Bayi, American Metal Market, June 18, 2007;
Baosteel Inks Alliance Deal With Domestic Steel Maker, Xinhua online

hitn:/news. xinhuanef com/enalish/2007-07/23/content 6419400.htm (recent articles).
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($3.1 billion} in proceeds gained from the stock issuance to the Group in exchange for
the steel related assets and operations of associated subsidiaries. This exchange in-
cluded the physical assets of other steel mills, land, equipment, and even a port. Of
course, heavy government investment also served to create a sense of stability for the
shareholders who purchased the remaining two billion shares of stock. Beyond these
government infusions, Baosteel has received more than RMB 71.5 million in cash sub-
sidies just within the past three years >

4, Loans

According to Baosteel's 2005 annual report, the group had over RMB 10.7 billion
worth of short-term loans — mostly in the form of unsecured loans — at interest rates
ranging from 4.7 percent to 6.3 percent.*®® As a comparison, the U.S. Department of
Commerce has estimated that the market rate for short-term loans in China should be
approximately 13 percent.*® The Group’s long-term loan portfolio totaled over RMB 16
billion at interest rates as low as 2.125 percent. Given that several of Baosteel's board
members are closely affiliated with institutions such as the Bank of China and the Indus-

trial and Commercial Bank,3"7

it is not surprising that these banks are large lenders to
the Group. These long- and short-term loans are in addition to assorted loans between

the Group, the Company, and various other subsidiaries that are often interest free.>*®

304 Baoshan 2003 Annual Report at 46; Baoshan 2005 Annual Report at 46; Baoshan 20086 Annual
Report at 59.

30 Baosteel 2005 Annual Report at 101,

06 Coated Free Sheet, 72 Fed. Reg. at 17,492-494.
b Baosteel 2005 Annual Report at 9.

a8 Id. at 109.
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5. Land and Electricity

Baosteel has been the recipient of significant land-use grants and electricity sub-
sidies. As discussed previously, it is highly likely that Baosteel has been the recipient of
large quantities of land that were essentially transferred to the Company from the local
governments at no cost. Because Baosteel was founded almost three decades ago,
and because the steel industry has been historically targeted for government-led
growth, it has undoubtedly been a beneficiary of free land-use rights. Indeed, it appears
that Baosteel — one of China’s largest steel producers — paid less than $50,000 for its
land and electricity for the entire year of 2004,%%°

C. Shougang Steel

Shougang Steel, otherwise known as Capital Steel, is one of the flagship steel
producers in China and is controlled directly by the central government SASAC. The
government's control of the company is most clearly demonstrated in the decision to
move the entire steelmaking operations of Shougang out of the western suburbs of
Beijing and to neighboring Hebei province,®'® in order to improve Beijing’s air quality
levels ahead of the 2008 Summer Olympic games.

The interplay between the Chinese government and Shougang is explained in
the company’s financial reports. In most years since 2000, Shougang has been given
direct subsidy income — cash infusions which represent direct and tangible benefits from
the Government o a steelmaker.

In addition, Shougang has been the recipient of several tax benefit schemes

which have helped reduce the company's tax liability. In the years immediately follow-

09 Baosteel 2004 Annual Report, at 75.
10 Steel Giant Shougang To Move Out Of Beijing, Xinhua News Service, Feb. 8, 2005.
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ing 2000, Shougang participated in a program whereby the official income tax rate of 33
percent was reduced such that any taxes paid over the 15 percent threshold were re-

funded back to the company.’"

Shougang’s subsidiary Beijing Shoughang Jiahua
Building Materials Ltd. ("BSJBML"), an entity with some foreign ownership interests, has
been relieved of any tax burden in 2005 and 20086 (if the company earns a profit during
both of those two years) and will be required to pay only 50 percent of its tax liability in
the subsequent three years in which a profit is realized.*'? In addition, owing to local
Beijing government tax relief programs, BSIJBML will not be required to pay any local
business income tax for the period 2005 to 2008, and will be responsible for only 50
percent of its tax liability from 2010 to 2014.

The Bank of China, a state-owned bank, has issued loans in the amount of RMB
3.2 billion fo Shougang. One loan, which matures in November 2013, carries an inter-
est rate of 6.12 percent — well below the benchmark interest rate found by the U.S. De-
partment of Commerce in its countervailing duty investigation of Coated Free Sheet

From the People’s Republic of China.

D. Laiwu Steel

With nearly 11 million metric tons of capacity, Laiwu is one of China's largest
producers of carbon steel products — primarily long products including rebar and struc-
tural steel shapes.>™® Like other Chinese steel producers, Laiwu has enjoyed a broad

range of subsidies that have enabled the company to increase its capacity and to oper-

an Indeed, according to company filings, Shougang may have been exempt from paying income

taxes through calendar year 2004. See Shougang 2005 Annual Repaort at 72.

812 Shougang 20086 First Half Report at 29-30.

313 Arcelor Mittal is seeking regulatory approval to buy a 38 percent stake in Laiwu. Approval has yet

to be granted by China’s National Development and Reform Commission, and no price has yet been es-
tablished. See Arcelor Mittal Expects Nod For Laiwu Soon, People’s Daily Online, Mar. 27, 2007.
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ate outside the parameters of normal enterprises. Laiwu has also enjoyed significant
tax relief from the State and from the provincial government. Specifically, while Laiwu
was required to pay corporate income taxes amounting to 33 percent, official govern-
ment policy allowed all but 15 percent of that income tax to be refunded back to the
company. "

Since before 2000, Laiwu steel has enjoyed preferential interest rates on loans
issued by government-owned banks — namely the Industrial and Commercial Bank of
China, the Bank of China, and the Construction Bank of China.*" The interest rates
from these banks ranged from 4.95 percent to 5,175 percent and covered more than
RMB 200 million in secured loans in 2000 and in later years. The value of Laiwu’s long-
term loans increased to more than RMB 2.3 billion by 2005, with the vast majority being
issued by state banks such as the Industrial and Commercial Bank of China and the
Bank of China.®*'® Even with a substantially larger portfolic of long-term debt, Chinese
government banks continued to offer loan packages at favorable rates — from as low as
5.54 percent to 6.12 percent.

Finally, like other companies, Laiwu has received direct subsidy income in the
course of its operations. According to the company’s 2006 third quarter financial state-
ment, the company received RMB 30 million in the quarter ending September 30,
20086,%*"" and an additional RMB 30 million in the period between January 1, 2006 to

June 30, 2006 from a fund called the “Yinshangian District” fund.*'®

514 Laiwu 2000 Annual Report at 36.

318 See, e.g., Laiwu 2000 Annual Report at 42.
#16 Laiwu 2005 Annual Report at 41.

7 Laiwu 2006 Third Quarter Report at 5.

8 Laiwu 2006 First Half Report at 38.
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E. Wuhan Steel

Wuhan Steel is a large producer of carbon and alloy steel products headquar-
tered in Hubei Province. The company has the capacity to deliver approximately 13.8
million tons of wire rod, structural shapes, and sheet products ever year. Wuhan, the
nation’s fifth largest producer of steel, is controlled directly by the central government
SASAC. Like other SASAC-controlled entities, Wuhan has been the beneficiary of bil-
lions of RMB in subsidies and WTO-illegal benefits.

For several years, Wuhan has benefited from a generous tax rebate scheme that
placed millions of RMB back into the coffers of the company. During the early part of
this decade, Wuhan enjoyed the benefits of tax rebate programs where it was required
to pay only 15 percent of the required 33 percent standard income taxes.*'® The extent
of the tax savings was demonstrated in the company’s financial statement covering the
first half of 2000. Due to the 18 percent tax rebate, Wuhan Steel saved over RMB 72.5
million in unpaid taxes — a 20 percent savings in terms of net profit in the first half of
2000 alone.*®*

Wuhan has also been a major beneficiary of loans and grants from the govern-
ment. During 1899, Wuhan had outstanding loans of RMB 1.127 billion owed to Chi-
nese government-owned banks (Bank of China and the Industrial and Commercial Bank
of China).®' The Bank of China loan, valued at RMB 827 million, was used for the

company’s silicon electric steel mill;** the ICBC loan, valued at RMB 300 million and

319

See, e.g., Wuhan 1999 Annual Report at 21; see also Wuhan 2000 Annual Report at 28-29.

320 Wuhan 2000 First Half Report at 5, 14. in 2000, Wuhan received a tax rebate of RMB 145.7 mil-
lion based upon the reduced income tax rate. See Wuhan 2000 Annual Report at 28-29.

2 Wuhan 1998 Annual Report at 22.
322 Wuhan 2000 First Half Report at 13-14.
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payable at an interest rate of 6.21 percent,®*®

was issued for improvements relating to
the company's cold-rolling mill.*®* Several years later, Wuhan embarked on an ambi-
tious set of projects which required significant amounts of capital — all from loans. Be-
tween May 2003 and December 2004, Wuhan took out nearly RMB 4 billion in loans
from the Bank of China and the Industrial and Commercial Bank of China at interest
rates ranging from 5.2155 to 5.49 percent for RMB denominated loans and loans as low
~as 1.248 percent for yen-denominated loans.’”® The loans all related to steel-making
operations and related facilities including: new loans for the improvement of the com-
pany’s cold rolled steel plant,**® iron-making coal injection, the company’s Number Two
and Number Three steelworks, the Number Two hot mill, and other items.®*” Additional
loans were taken in 2005 — bringing the company’s total outstanding long-term debt fo
RMB 6.585 billion.*?®

As with other companies, Wuhan has received direct subsidy income from vari-
ous government agencies. According to the company's 1999 annual report, the com-

pany received over RMB 126 million in subsidy income.®*® This income represents

nearly 20 percent of the company’s total net profit for the calendar year.

= The ICBC reduced the interest rate to 5.76 percent on Nov. 22, 2002, See Wuhan 2002 Annual

Report at 46.
324 Wuhan 1999 Annual Report at 27.

325 Wuhan 2004 Annual Report at 53. Some loans were partially financed by offshore banks includ-

ing the Spanish National Association of Credit and Spanish Central American Bank, but were always bal-
anced by Chinese bank funding.

326 Wuhan 2003 Annual Report at 53.
327 J,d

328 Wuhan 2006 First Half Report at 15.
329 Wuhan 1999 Annual Report at 2-3.
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Money for Mefal: A Detailed Examination of Chinese Government Subsidies to its Steel Industry

F. Maanshan

Maanshan is one of the larger steel producers in China. Its main products in-
clude steel plate and sheet, steel sections, and wire rod. In 2008, Maanshan produced
10.9 million tons of crude steel.**° it continues to add capacity, and plans to produce 20
million tons of steel by 2010.

Maanshan has issued both A and H shares, so that its shares are publicly traded
on the Shanghai and Hong Kong stock exchanges. The state, however, continues to
own 62.5 percent of the company (as well as 100 percent of the holding company, Ma-
gang Group). In 2006, the company had sales of RMB 34.3 billion, and after-tax profits
of RMB 2.45 billion.***

Like the other major Chinese steel producers, Maanshan has received substan-
tial subsidies from the Chinese government over the past 15 years. In 2006 alone, for
example, Maanshan showed RMB 116.6 million in “government subsidies granted for

332 and RMB 96.5 miillion in tax concessions.®*® Maanshan benefited

specific projects’
from preferential income tax rates as well.>** The Maanshan group did not receive any
tax credits for purchases of domestic machinery in 2006, but it did receive a credit of
RMB 19.9 million in 2005.%° 1t also had outstanding bank loans of RMB 16.5 billion at

interest rates of 5.76 percent and lower.>*®

530 Maanshan 2006 Annual Report at 10.

331 Id. at 85.

332 Maanshan 2006 Annual Report at 70.
33 Id. at 121.

i Id. at 102.

38 Id. at 103.

3% Id. at 128.
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Money for Metal: A Deltailed Examination of Chinese Govemment Subsidies to its Steel Industry

The following summarizes the types and amounts of subsidies Maanshan has
received over the last decade. The amounts are indicative rather than comprehensive;
nonetheless, they indicate the magnitude of the support Maanshan has received from
the Chinese government:

e grants for construction projects: RMB 801 miliion

= subsidy income for exports

o equity infusions: RMB 18 billion

» debt-to-equity conversions: RMB 600 million

¢ policy loans at preferential interest rates: RMB 6 billion

« tax credits for purchases of Chinese-made machinery: RMB 3.699 billion

» income tax reductions and exemptions.
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APPENDIX 2

OWNERSHIP FLOWCHART
FOR CHINA’S TWENTY LARGEST STEEL GROUPS
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Government Ownership and Control of China’s
“Private” Steel Producers

By Alan H. Price, Timothy C. Brightbill, Christopher B. Weld and D. Scott Nance
October 2007

The Chinese government continues to exert substantial ownership and control over the Chinese
steel industry, including the purportedly private steel producers. As demonstrated in Money for
Metal: A Detailed Examination of Chinese Government Subsidies to Iis Steel Industry, 19 of the
top 20 Chinese steel groups are majority owned or controlled by the government, with 91 percent
of the production of the top 20 steel groups state-owned or controlled.’

In response to Money for Metal, however, some have argued that the Chinese steel industry is
becoming increasingly private and that the government’s influence on the industry has been
overstated. For example, the Chairman of China’s Chamber of Commerce of Metals, Minerals
and Chemicals Importers & Exporters recently stated that claims of substantial government
direction and control over the steel industry is a “very, very big misunderstanding” and that
China’s “stee[ industry has developed over the last several decades along the path of [a] market
economy.”™ He stressed that “China has been making great efforts in developing the non-state-
owned sector” and that ‘almost 40% of total production [in China’s steel industry] is contributed
by the private sector.”™ Indeed, numerous steel producers in China claim to be privately owned.
A recent industry report clauns that production from the top ten “privately-owned” mills reached
50 million metric tons in 2006.*

However, a closer examination of the so-called top ten private steel producers in China reveals
that many of these producers are substantially owned and controlled by the Chinese government
and/or are subject to substantial government intervention. The attached ownership chart
demonstrates that the state maintains a significant ownership share in at least seven of the top ten
private firms. These so-called private producers with government ownership stakes include the
Shagang Group; Fushun Xinfugang Co., Ltd., a subsidiary of Jianlong Iron and Steel; Nanjing

! See Money for Metal: A Detailed Examination of Chinese Government Subsidies 1o Its Steel Industry, at 8-

11, available at htp://www.wileyrein.com/docs/publications/13202.pdf,

e

Marketization Process of China's Steel Industry and Trade, Chan Horan, Chairman of China’s Chamber of
Commerce of Metals, Minerals and Chemicals Importers & Exporters, September 18, 2007, AMM China Summit
Conference, Arlington, Virginia.

3 I

]

China’s Top Ten Private Mills, Steel Business Briefing Analytics, China, September 11, 2007, at 3.
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Iron & Steel Company United Co., Ltd.; Rizhao Iron & Steel Group Co. Ltd.; Jiangsu Yonggang
Group Co., Ltd,; and Sichuan Chuanwei Group Co., Ltd. Other private producers appear to be
substantially influenced by government policies, subsidies, and other forms of manipulation.

For example, the Chinese government owns 40 percent of Nanjing Iron & Steel United Co.,
Ltd. (“NISCO United”). According to the Chinese Iron and Steel Association, NISCO United
was founded in August 2003 as a joint venture on the basis of investments by Nanjing Iron &
Steel Group Co., Ltd. (40 percent), Shanghai Fosun High-tech Co., Ltd. (30 percent), Shanghai
Fosun Industrial & Investment Co., Ltd. (20 percent), and Shanghai Guangxing Sci-tech
Development Co., Ltd. (10 percent).” The Fosun Group is a large privately-owned
conglomerate, giving the illusion that NISCO United has been privatized. However, Nanjing
Iron and Steel Group Co. Ltd. is a 100 percent state-owned enterprise (“SOE™) owned by the
Jiangsu Province State Asset Supervision and Administration Commission (“SASAC™).® At the
time of the merger, all the steel making assets and subsidiaries of Nanjing Iron and Steel Group
were merged into the new subsidiary, NISCO United.

As a result, while the state-owned Nanjing Iron and Steel Group Co. Ltd. has no steel making
assets of its own, it retains a 40 percent share of NISCO United. Thus, even though the majority
share of NISCO United is owned by a private company, the Chinese government has a
substantial ownership share and is able to exercise considerable management and control. This
is but one example of how substantial government ownership and control has been obscured by
the creation of intermediate owners.

Significant Chinese government ownership is also present in Jiangsu Shagang Group, which is
billed as the largest private steel enterprise in China and the country’s fourth largest steel
producer.” The firm was formed in 1975 as a village enterprise,® and changed its name to
Jiangsu Shagang Group in 1995. The firm’s ownership status changed in 2001, during a period
of asset stripping management buyouts in the Chinese steel industry. Approximately 17 percent
of the firm was purchased by the plant general manager and 25 percent of the firm was sold to
the Jiangsu SASAC. An additional 23 percent went to the company’s labor union, which is
controlled by the Chinese Communist Party,” and almost 35 percent went to the “employees of

5 See http:/fwww steclhome.cn/english/introduction.html.

. All provincial SASAC’s report to the central government SASAC.

! See SBB Analytics China (September 11, 2007) at 7; “Shagang in talks to buy rival producer,” China Daily

(September 20, 2007) at hitp://www.china.org.cn/english/business/225137 htm,

B Liu Weiling and Diao Ying, “Man of Steel,” China Daily (August 13, 2007).

? See Money for Metal at 8-9 (*Labor Unions in China Labor unions in China are not independent, but rather

controlled by the Chinese Communist Party (“*CCP”) and are therefore treated as government-controlled entities for
purposes of this chart. According to the U.S. State Dep't: “[1]n practice workers were not free to organize or join
unions of their own choosing. The All-China Federation of Trade Unions (ACFTU), which was controlled by the
CCP and chaired by a member of the Politburo, was the sole legal workers' organization. The trade union law gives
the ACFTU control over all union organizations and activities, including enterprise-level unions, and requires the
ACFTU to ‘uphold the leadership of the Communist Party.’ Independent unions are illegal. In some cases the
ACFTU and its constituent unions influenced and implemented government policies on behalf of workers; however,

-9 -
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Shagang.” That same year, the firm doubled its capacity by acquiring a German mill and
reassembling it in China. In 2006, it acquired Huaigang, a specialty steel producer whose
ownership has at various times included the municipal government of Huai’an, the provincial
government of Jiangsu, and the Nanjing Iron & Steel Group, which is owned by the Jiangsu
Province SASAC.' In short, even China’s largest privately owned producer is substantially
state-owned, and appears to have received capital inflows from the state in the same year it
doubled its capacity.

Jiangsu Yonggang was China’s 48th largest steel producer in 2005 and is considered the ninth
Jargest private steel mill in China.'" Its website indicates that its main steel producing entity is
Jiangsu Lianfeng Industrial Stock Co., a joint stock company.'? However, it appears that a
significant portion of the company’s ownership remains in the hands of state-controlled entities.
Jiangsu Yonggang was formed in 1984 by the local village enterprise and the Nanfeng County
Supply and Marketing Corporation, which is owned by the Jiangsu Province SASAC.” It later
jointly invested in a new rolling line with the China Shipbreaker Co., another firm wholly owned
by the provincial SASAC. As a result, despite its disparate first line of ownership, ultimate
ownership of the group continued to rest with the Jiangsu SASAC and the village, as shown in
the attached chart. As part of a restructuring in 1998, Jiangsu Yonggang established Jiangsu
Lianfeng Industrial Stock Co., with a portion of its shares ultimately transferring to
management.” However, even after this restructuring, state-owned entities continue to have a
majority ownership in Jiangsu Yonggang Group and the Group, in turn, continues to maintain
majority ownership in Jiangsu Lianfeng Industrial Stock Co.

The Chinese government exerts considerable control and direction even over those companies
that appear to be truly controlled by private investors. From 2001-2003, the state-owned Hebei
Jinxi Iron & Steel Corporation underwent a restructuring that included a management buyout
and an investment by the Pioneer Iron & Steel Group of Hong Kong."” In December 2003,
Hebei Jinxi announced its intentions to sell shares in Hong Kong.'® Despite the IPO, Hebei Jinxi
is almost entirely owned by the China Oriental Group, a firm owned primarily by Wellbeing

the CCP used the ACFTU to communicate with and control workers.” U.S. State Dep't, Country Report on Human
Rights Practices 2006, China Section 6(a) (2007), available at
htpa/fwww. state gov/e/drl/rls/hrrpt/2006/7877 1 .htm.””)

i0

See hitp://www.huaigang.com/about1.asp.
i See SBB Analvtics China (September 11, 2007) at 3,8.

12

See http://www yong-gang comvenglish/fazanlicheng.him; and hitp://www.yong-
gang.contenglish/zhidu.htm.

1 See http://www.yong-gang com/english/fazanlicheng. htm.

1 See hitp://www.yong-gang.com/english/fazanlicheng.htm; and http://www.yong-

gang.com/english/zhidu.him.

15 See http:/fwww.chinaorientalgroup.com/english/gsij.asp.

e See “Jinxi Iron & Steel Plans Hong Kong IPO; Hires Bankers (Update5),” Bloomberg.com (December 16,

2003) at http://quote.bloomberz.com/apps/mews?pid=10000080&sid=a3QIDY 11xZUY &refer=asia#,
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Holdings Limited (42.82 percent) and the Pioneer Iron & Steel Group (28.11 percent).'’
Wellbeing Limited and another minor shareholder are controlled by Mr. Han Jingyuan, the
chairman of Hebei Jinxi prior to its restructuring. Ms. Chen Ningning, the 36-year old owner of
the Pioneer Iron & Steel Group, is the grandchild of Mr. Lu Dong, who was China’s metallurgy
minister in the 1960s and 1970s.'® Mr. Han and Ms. Chen are currently chairman and vice
chairman of China Oriental Group, respectively.'

Though the government holds no ownership interest in the firm, it is clear from a recent proxy
battle between Mr. Han and Ms. Chen that even private steel producers are significantly
influenced by government policy mandates. According to company management, China Oriental
has “focused, in line with PRC government pohcles on improving its competitive edge by
enhancing its product mix and production efficiency. »2 Management further noted that “China
Oriental will continue to maintain its strategic position and diversify its product mix in line with
PRC government policies.”!  And, assuming that these private steel companies toe the party
line, the rewards are substantial. Proxy documents indicate that the privately-owned steel mill
continues to benefit from government largesse, including an RMB 145 miliion loan from the
local government at an interest rate equai to China’s official deposit rate,’ subsidy income,” a
reduced effective tax rate due to the firm’s status as a foreign invested firm,* and the provision
of industrial facilities for less than market value.”

The Chinese government also exerts direction and control over private steel companies through
its ties to company management. Numerous owners, directors and managers of privately-owned
steel companies are Community Party officials. For example, Mr. Zhang Zhixiang, who owns
the majorigy of Jianlong Iron & Steel Group, is a delegate to China’s Nattonal People’s Congress

(“NPC”).”” Wang Shoudong, the chairman of Shandong Taishan Steel, another private steel

17 See “China Oriental Group Company Limited Response document in relation to the unsolicited voluntary

conditional offers by Macquarie (Hong Kong) Limited on behalf of Smart Triumph Corporation,” (August 17, 2007)
(hereafter, “CNOG proxy response™) at 157. The Jinxi company union owns 16 percent of Wellbeing., See CNOG
proxy response at 29.

1 Robin Kwong, “Princeling Chen on track,” The Austrafian (August 21, 2007).

1 It is unclear how these individuals acquired the capital to obtain their ownership shares. Nor is it clear

whether state entities were involved in financing the acquisition of these shares.
20

See CNOQG proxy response at 17,

- Id. at 37

Id. at 121, The deposit rate in Chin is several percentage points lower than the official borrowing rate.
» id at 123.

Id at 127 to 128, China’s tax rate is 30 percent, while the local tax rate is three percent. The group’s
effective tax rate in 2006, due to the various tax preferences, was 17.1 percent (210,886 / 1,233,236 = 17.1 percent).

# Id. at 152. For example, China Oriental leases a 62,016 square meter industrial complex in Tangshan,

Heibei Province, for RMB 46,510 per year ($5,867 at the 2006 RMB-dollar exchange rate). The contract went into
effect in 2003,

% See hup:/www. hurun.net/detailen3.people38.aspx.
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company, is described by the China Daily as an NPC deputy.”” Guo Guangchang, an owner of
Jianlong Iron & Steel Corp., Ltd., was a member of the 9th Chinese People’s Political
Consultative Conference (“CPPCC”) National Committee and the 10th NPC.?*

Finally, the fact that a steel company raises funds in Hong Kong or is based in Hong Kong does
not necessarily support a finding of private ownership. Indeed, while certain private steel
companies, such as China Oriental Group, raise funds in Hong Kong either through share
offerings or through purchases by Hong Kong entities, it is well known that Chinese government
capital has been frequently diverted through Hong Kong in order to access the preferential tax
rates available to foreign-invested firms. Additionally, China Travel Service (Holdings), Ltd., a
Hong Kong-based company, is the majority owner of Tangshan Guofeng kron & Steel Co.,
Ltd. (considered the third largest private steel company in China). China Travel Service,
however, is 100 percent owned by the central government SASAC.” Thus, the ultimate
ownership and control of offshore (principally Hong Kong) private investment funds with stakes
in Chinese steel firms may lie with the Chinese government.

In summary, the Chinese government exerts considerable ownership and control over the steel
industry, including China’s so-called private producers. The government owns substantial
ownership shares in many of the private producers, exercising very visible control over these
companies. In other instances, the government’s role is less visible, though it nonetheless
maintains considerable control and direction through ties to company management, subsidies,
and other forms of manipulation and coercion.

For more information, please contact: Alan H. Price (202.719.3375 or aprice@wileyrein.com),
Timothy C. Brightbill (202.719.3138 or tbrightbill@wileyrein.com), Christopher B. Weld
(202.719.4651 or cweld@wileyrein.com) or D. Scott Nance (202.719.3524 or
snance@wileyrein.com).

See htp:/Awww.chinadaily.com.en/bw/2007-03/726/content_ 835903, him,

See Nt/ www.chinavitae.com/bioeraphv/Guo_Guanschang/full.

See Money for Metal, Appendix 2.
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HOW CHINESE GOVERNMENT SUBSIDIES AND MARKET
INTERVENTION HAVE RESULTED IN THE OFFSHORING OF
U.S. AUTO PARTS PRODUCTION: A CASE STUDY!

Andrew Szamosszegi

EXECUTIVE SUMMARY

¢ The Chinese government is actively using numerous subsidies and direct
market intervention to fuel the growth of its automotive and auto parts
industries. In addition to these subsidies and other direct incentives
conferred by the central and provincial government policies, the Chinese
government has conditioned the entry of U.S. companies into its market,
and the granting of production licenses, on technology transfers to the
Chinese industry, the establishment of research facilities in China, and the
replacement of imported parts with domestic parts.

¢ U.S. automotive companies have been drawn to China in order to access
the growing Chinese market (by being the “first” in the officially
promoted automotive industry), and in order to capitalize on these
subsidies and financial incentives provided by national and local
governments. This has led U.S. auto makers and auto parts companies to
invest heavily in China, to transfer their technology and intellectual
property, and to promise to source auto parts from China.

¢ The Chinese government is transforming its once-backward automotive
industry into a global auto and parts export powerhouse, and maintains a
comprehensive automotive industrial policy spelling out how this will
occur. These auto industry promotion policies have been tremendously
successful for China. China’s exports of auto parts and vehicles are
expanding approximately 30 percent per year. In the first quarter of 2007,
China passed Germany to become the second largest parts supplier to the
United States.

e China requires U.S. automakers with operations in China to buy their
parts in China as a condition of granting production licenses. U.S.
automakers have complied, despite the fact that China’s requirement is

! The author wishes to thank the American Iron and Steel Institute and the Steel Manufacturers

Association for their financial support of this paper. The views expressed herein solely reflect those of the
author.
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WTO-illegal. In response to these Chinese requirements and subsidy
programs, major auto producers such as GM, Ford, and Chrysler have
promised to increase even further their already substantial purchases from
parts makers in China.

e Having now obtained U.S. technology and assistance, recent Chinese
government policies are now aimed at building auto and auto part exports.
In particular, the government is heavily promoting and subsidizing
domestic firms and brands, encouraging the creation of homegrown
technologies, and creating auto export manufacturing bases. China has
begun producing the Chery for shipment to the United States, and has
entered a joint venture to produce SUVs in Tijuana, Mexico, and then ship
them duty-free to the United States.

» For example, the Chinese government announced in August 2006 that it
was establishing eight export manufacturing bases to facilitate the
overseas expansion of China’s auto industry. China has also announced
plans to offer low-interest loans to its domestic automakers to lift their
share of the market and promote local brands.

* Based upon this analysis, Chinese government incentives have played a
primary role in the growth of automotive production and the relocation of
auto parts production to China.

e In addition, Chinese government subsidiesdesigned to relocate
automotive production to China have had multiple adverse effects on
various U.S. industries. These subsidies have injured U.S. workers and
parts suppliers and have forced a massive relocation overseas. U.S.
industries that supply the automakers, such as the steel industry, have
also been injured by these subsidies through the loss of demand for input
products.
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“The auto industry represents a country's overall economic
strength. The government should provide vigorous support.”

Zhang Ji, Deputy Director of the Department of
Import and Export of Machinery and Electronic
Products, Ministry of Commerce

L. BACKGROUND

The Chinese government is actively using numerous illegal subsidy
programs and other forms of direct market intervention to accelerate the growth
of its automotive and auto parts industries. In addition to subsidies and other
direct incentives conferred by the central and provincial government policies, the
Chinese government has limited the entry of U.S. companies into its market, and
the granting of auto production licenses in China. Before U.S. companies can
gain market access, China requires them to make technology transfers to the
Chinese industry, to establish research and development facilities in China, and
to use auto parts made in China in their vehicle assembly operations.

U.S. companies have responded by making massive commitments to
manufacturing in China in the last five to ten years. Delphi has invested half a
billion dollars in China during the past decade and now imports more than $100
million annually from China. GM has a joint venture in China and has
transferred important technology aimed at upgrading Chinese vehicle and parts
production. Ford and Chrysler have made commitments to Beijing to purchase
increasing amounts of parts from China in the coming years.

In less than twenty years, China has gone from a country with an
extremely small and undeveloped automotive (including auto parts) sector to the
third largest automobile producer in the world. Today, China is the second
largest supplier of automotive parts to the United States, with $1.936 billion in
sales in the first quarter of 2007. This amount is up 27.4 percent from a year ago.
By 2007, China is expected to produce as many as 10 million automobiles,? which
would place it second to the United States in total production.

The Chinese auto sector’s rate of development far surpasses a normal, free
market growth rate. How is this so? The answer lies in the actions of the

2 King and Wood, China: Auto industry policy, International Financial Law Review (Feb.
2007), available at http:/fwww.iflr.com/?Page=10&PUBID=33&155=23342&SID=673168&TYPE=20
(last accessed on July 17, 2007).
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Chinese government to “grow” its automotive and auto parts manufacturing
production capacity.? Generous government subsidies have “force fed” the
nascent automotive sector in China, resulting in spectacular growth rates.
China’s industrial policy in the automotive sector has nothing to do with free
trade, comparative advantage, or playing by the rules. It is a China’s national
ambition to be a leading exporter of auto and auto parts, and to transfer
production of cars and parts from the United States to China.?

Chinese auto parts producers are not the only subsidy recipients in the
industry. U.S., European, and Japanese auto parts manufacturers have been
lured abroad by the Chinese government’s limitless largesse. For years, the
Chinese government has favored foreign firms over indigenous manufacturers in
order acquire the investment and capital necessary to jump start the domestic
auto industry.® The domestic auto parts industry in China was highly
fragmented, technologically underdeveloped, and undercapitalized. Left on its
own, it would not have been capable of developing world-class parts for world-
class cars for many years. To overcome these obstacles, the Chinese authorities
offered massive subsidies to major U.S., European, and Japanese automotive and
auto parts companies to locate manufacturing in China. Indeed, the government
has used the “carrot” of automobile manufacturing expansion rights to attract
foreign technology transfer and investment in Chinese auto part manufacturing,

Faced with the inherent limitations of its auto parts industry, the Chinese
government has embarked on a comprehensive and multi-faceted program of
-development. The goal of this growth is not merely to service the domestic
market: the Chinese government has identified auto part exports as one of its
priorities.

China’s efforts to expand auto parts exports already are paying dividends.
As is evident in Exhibit 1, exports of auto parts to the United States have

3 The central government has not been the only source of encouragement and largesse.
Local governments in China have also played an major role in the development of the Chinese
automotive industry. See Eric Thun, Changing Lanes in China— Foreign Direct Investment, Local
Governments, and Aufo Sector Development (Cambridge University Press, 2006) (hereafter, “Thun™),

4 Cathy Chen, The genes of China’s auto industry are changing, China Automotive Review
(Jan. 2006) (hereafter “Chen 2006). In the same interview, Deputy Director Zhang stated,
“{Automobiles} add to the dignity of a nation...When Chinese-made cars drive on freeways in
developed countries, the status of China as a great nation will be further elevated. We must
therefore make quality automobiles.”

s See Witman Liao, New unified corporate income tax system to become effective in 2008, China
Automotive Review (May 2007).
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exploded in the past four years. The value of parts imports from China, as well
as the China’s share of imports, more than tripled between 2002 and 2006.
According to press reports, China passed Germany in the first quarter of 2007 to
become the second largest national supplier of automotive parts to the United
States.t

Exhibit I: U.S. Imports of Auto Parts and Vehicle Bodies from China

(Value and Share)
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Data cover NAICS codes 33621, 33631-33639.
Source; USITC Trade Dataweb at hup://dataweb.usitc.org.

In 2005, for the first time, China achieved a net surplus in auto parts trade’? As
shown in Exhibit 2, China’s automotive exports to the world expanded at a

6 China becomes 2nd largest exporter of auto parts to US, China Daily (June 10, 2007), available
at http://feg2. mofcom.gov.cn/aarticle/chinanews/200706/20070604766978.html (last accessed on
July 18, 2007).

7 Andrew Batson, China's Rise as Auto-Parts Power Reflects New Manufacturing Edge, Wall
Street Journal Online (Aug. 1, 2006), available at
http://online.wsj.com/article/SB115439653395623010.htmi?mod=hps_us_pageone (last accessed on
July 18, 2007).
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compound annual growth rate of 36 percent from 2001 to 2006 and are on pace to
reach nearly $30 billion in 2007.

Exhibit 2: Chinese Exports of Automotive Vehicles and Parts (HS 87)

25

$ Billions

2001 2002 2003 2004 2005 2006 J-A 2000 J-A 2007

Source: China General Administration of Customs/SAFE.

I1. CHINA RELIES ON PROHIBITED SUBSIDIES TO ACCELERATE ITS
INDUSTRIAL DEVELOPMENT

To achieve its industrial goals, the Chinese government has offered large
subsidies to encourage foreign manufacturers to locate in China and to
encourage domestic production of products that would otherwise be imported.
According to WTO and U.S. countervailing duty rules, an illegal subsidy exists if
a government provides a financial benefit to a recipient, and if that benefit is
specific or contingent on export performance. These subsidies can come in a
variety of forms. A subsidy exists if a government provides direct financial
support through grants, low interest loans, loan guarantees, or other mechanisms.
A subsidy can also exist if government favors a domestic industry through tax
breaks or by providing goods and services at below-market prices. A subsidy
also exists if the government delegates to other organizations the task of
subsidizing a favored industry. This type of subsidy is referred to as
entrustment or direction.
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The massive levels of Chinese subsidies pose a substantial threat of harm
to US. industries. For years prior to its entry into the WTQO, the Chinese
government brazenly subsidized its favored industries, rewarding them for
export performance. These programs were a blatant violation of the rules that
apply to all 150 member countries of the WTO. Although China committed to
eliminating many of its programs by year-end 2001, many of the programs in fact
remain in existence.

China ended some of these WTO-illegal programs reluctantly, and only
after the United States and other trading partners complained to the WTO. In
January 2007, the United States filed a case before the WTO challenging some of
China’s subsidy programs.® The U.S. case covers the following types of subsidies
routinely carried out by China to increase exports and/or reduce imports from
the United States and other countries:

» Income tax reductions and refunds available to companies that satisfy certain
export performance requirements;

¢ Value-added tax (VAT) exemptions available to companies that satisfy certain
export performance requirements;

o Tariff exemptions available to companies that satisfy certain export
performance requirements;

» Discounted lending rates available to companies that satisfy certain export
performance requirements;

* Exemptions from mandatory worker benefit contributions available to
companies that satisfy certain export performance requirements;

e Income tax refunds available to companies that purchase Chinese-made
equipment and accessories rather than imports;

e VAT refunds available to companies that purchase Chinese-made equipment
and accessories rather than imports;®

According to the Office of the U.S. Trade Representative, these subsidies
unfairly benefit numerous Chinese industries. Indeed, in a 2007 review of

§ See Dispute Panel, China-Certain Measures Granting Refunds, Reductions or Exemptions from
Taxes and Other Payments, WT/DS358 (Feb. 2007).
8 Id.
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Chinese subsidies, the U.S. Department of Commerce found that the Chinese
government continued to use a variety of subsidy programs, including: grants,
policy-directed discounted loans and other credit benefits from state-owned
banks, income-tax benefits to foreign invested firms, ? value-added tax (VAT)
and duty exemptions, and domestic VAT refunds for firms in special economic
zones, 12

The WTO subsidies case has now preceded through two rounds of
consultations and, in a sign that other countries recognize the trade-distorting
effects of these subsidies, the consultations between China and the United States
have been joined by Australia, Canada, the European Communities, Japan, and
Mexico.”® On July 12, 2007, the United States formally requested a dispute
settlement panel on twelve Chinese subsidy programs.

In sum, the automobile and parts industries in China receive substantial
monetary and operational benefits from numerous, interrelated Chinese
government policies that aim to increase Chinese production, increase Chinese
exports, and reduce import shares in China’s domestic market. To achieve its
industrial goals for the auto and parts industries, the Chinese government has
offered major subsidies to foreign auto parts manufacturers to locate in China,
and extended benefits to a favored few indigenous producers that it has selected
for world class development.

1. U.S. AUTOMAKERS HAVE TRANSFERRED TECHNOLOGY AND
PARTS PRODUCTION TO CHINA IN EXCHANGE FOR
PRODUCTION LICENSES

The level of technological development and production capacity that
exists in China today did not develop internally. Though China has produced

0 Foreign-invested firms are firms operating in China that have a significant share of direct
investment. Direct investment, as opposed to portfolio investment, indicates foreign share large
enough to bestow some level of managerial control upon the foreign partner in the venture.

i See Coated Free Sheet Paper From the People’s Republic of China, 72 Fed. Reg. 17,484 (U.S.
Dep't Commerce, Apr. 9, 2007) (amended prelim. aff. det.).

2 In an explicit admission that its VAT rebate scheme inflates exports from China, China’s
Ministry of Finance recently announced the elimination of VAT rebates on exports of 2,831
products in order “to suppress overheated export growth and ease trade frictions between China
and its trade partners.” See China to adjust export rebate policy on 2,831 commodities, Xinhua News
Agency (June 20, 2007), available at
http://english.pecple.com.cn/200706/20/eng20070620_385830.htm] (last accessed July 18, 2007).

i See Dispute Panel, China-Certain Measures Granting Refunds, Reductions or Exemptions from
Taxes and Other Payments, WT/DS358 (Feb. 2007).

8
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cars for decades, the industry was woefully underdeveloped and technologically
backward through the early to mid-1990s. For example, Volkswagen blueprints
created in Germany had to be simplified before being sent to Chinese supplier
firms.™ GM also found initially that its suppliers were unable to handle complex
designs.’® That is obviously no longer the case today, as PIERS trade data
indicates GM imported $145.3 million of Chinese produced parts between April
2006 and March 2007.

To quickly develop its automotive sector, the Chinese government relied
on major foreign auto producers, including U.S. producers. Beijing’s strategy
was to trade market access in China for technology, and the automakers readily
obliged. According to one account,

{Tthe central government would announce that it was going to
approve one final assembly JV, and foreign firms, desperate not to
be locked out of one of the last great auto markets, would claw over
one another to get the contract. When a second auto JV was created
in Shanghai, for example, two years were spent negotiating with
four prospective partners—General Motors, Toyota, Nissan, and
Ford and then, once GM was chosen from these four, another year
and a half was taken to negotiate the JV agreement. GM wanted to
build cars in China, it was willing to pay in order to do so, and it
did.™

Once in China, GM and other U.S. automakers provided technology and
know-how to upgrade the Chinese parts and vehicle industries. Soon after, these
companies began using Chinese-produced parts instead of U.S. parts in their
China-produced vehicles. After that, they began using Chinese parts in their U.S.
vehicle assembly operations.

This cycle of offshoring parts production to China has been accelerated by
official Chinese pressure to localize procurement and transfer technology more
rapidly. China’s auto parts industry is now advanced enough to achieve a trade
surplus in automotive trade, and private Chinese firms are now exporting
completed vehicles. Though U.S. automaker deals with Beijing got them into the

4 Eric Thun, brdustrial policy, Chinese-style: FDI, regulation, and dreams of national champions
in the auto sector, Journal of East Asian Studies (Sept.-Dec. 2004} at n. 85.

15 Id. at n. 82. Thun notes that GM negotiated with both the local government and the
central government, and negotiated in fear that China would turn to Ford if the joint venture
agreement could not be hammered out satisfactorily.

1 Id.
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Chinese market, China’s Eleventh Five Year Plan makes clear that the cycle will
not be complete until Chinese companies control both parts production and
vehicle manufacturing in China.

IV. CHINA’S FIVE-YEAR PLANS HAVE DIRECTED THE GROWTH OF
CHINA’S PARTS AND VEHICLES INDUSTRIES

The development of an export-oriented automotive industry in China,
including parts and finished vehicles, is a national goal that is promoted at
various levels of government in a variety of ways. In the minds of Chinese
government planners, the development of the automotive industry into an
export powerhouse is a matter of national dignity. As noted by Deputy Director
Zhang, “Automobiles are in a way different from other merchandises.
Automobile export adds to the dignity of a nation.”?” This goal has been pursued
through three tools of industrial policy: imports substitution, technology
appropriation, and subsidization, with U.S. vehicle and parts producers playing
a central role in bringing China’s national goals to fruition.

The Chinese automotive industry was established in the 1950s with the
help of Russian aid.® The industry has always been viewed as a strategic
industry worthy of promotion under a series of five-year plans, but development
did not begin in earnest until the late 1980s, well after Chairman Deng Xiaoping
shifted the course of China’s economy from purely planned to socialism with
Chinese characteristics, a formulation that allowed for a combination of capitalist
and planned economic development.

In 1987, the government began to encouraging joint ventures with foreign
auto producers and adopted a trade policy aimed at nurturing domestic parts
production. This new policy included compulsory licensing of imports and new
production facilities.’ In the 1991 five-year plan, Beijing referred to the
automotive industry as a “pillar industry” that would power China into the

7 Cathy Chen, The genes of China’s auto industry are changing, China Automotive Review
(Jan. 2006).
i Richard F. Doner, Gregory W. Noble, and John Ravenhill, Industrial Conpetitiveness of the

Auto Parts Industries in Four Large Asian Countries: The Role of Government Policy in a Challenging
International Environment, World Bank Policy Research Working Paper 4106 (Dec. 2006) at 37
("World Bank Study”).

19 Id.

10
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twenty-first century.?? The government’s Automotive Industry Policy (AIP) in
1994 continued to encourage foreign direct investment and protectionism to
further the development of the Chinese automotive industry.?? The policy also
required investors to establish research and development (R&D) capabilities in
China, manufacture high tech automotive products in China, acquire foreign
exchange through exports, and favor Chinese parts and components.? The
government mandated domestic parts production, requiring 40 percent local
content at start up for passenger car production, with this local content
requirement increasing to 60 percent by the second year and 80 percent by the
third year.® The impact of these policies accelerated as China was preparing to
join the WTQ, as GM and Toyota agreed to transfer technology and nurture local
parts suppliers in return for production licenses.® As discussed below, GM has
been a major conduit of technology and a demand driver for the Chinese parts
industry.

The auto parts industry remains a major focus of Chinese economic policy
in the twenty-first century. The auto parts industry in China has been deemed a
priority industry under the most two recent national Five Year Plans and
continues to receive special policy guidance through special auto industry plans
drafted in consultation with the domestic industry.?® The 10% Five Year Plan for
the Automotive Industry concluded in 2005, and therefore included the initial
years of China’s membership in the WTO. That plan called for the production
levels to reach one million vehicles per year and encouraged consolidation.

® Irina Aervitz, The Driving Force Behind the Automotive Sector in China and Russia: The Role
of the State in Technology Appropriation, Unpublished Dissertation, Miami University (2007) at 41
("Aervitz Dissertation™).

23

2 Chinese provinces also seek to develop local auto industries. According to Thun, 22 out
of 30 Chinese provinces and municipalities in 1996 designated the local auto industry as a key
area for economic growth. See Thun at 43.

2

Wayne Xing, China to issue adjustment to Auto Industry Policy, China Automotive Review
(Nov. 2006).

3 Aervitz Dissertation at 76-77.

H Aervitz Dissertation at 67. Aervitz notes that this import substitution policy not only led
to higher levels of domestic production at the expense of imports, but also advanced the
technological capabilities of the Chinese parts industry.

% World Bank Study at 38.
26 See, e.g., Cathy Chen, The inside story on the 11th Five-Year Plan, Chinese Automotive
Review (Oct. 2006).
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The 11* Five Year Plan for the Automotive Industry runs through 2010. In
this plan, the Chinese government, apparently impatient with the export-
readiness of the current industry, expresses its strong desire to Sinocize the
domestic automotive and parts industry. The goal is to create more Chinese
brands and intellectual property.

Continued special treatment for auto parts on the behalf of the Chinese
government is laid out in the most recent Five Year Plan for the automotive
industry, dated June 28, 2004 (“Automobile Industry Development Policy No. 8
decree of the State Development and Reform Commission of the People’s
Republic of China”).?”# One of the plan’s stated main objectives is to “develop a
number of vehicle parts enterprises that will realize scale production and edge
into the international automobile parts procurement system, and take an active
part in international competition”.?® According to a summary of the plan
published by China Daily, the national newspaper that serves as a voice of the
ruling Communist Party, five to 10 large auto parts corporation groups will
emerge, and they will be competitive internationally. Twenty percent of their
total production will be exported. The top 3 will hold 70 percent market share.?

Article 31, Chapter 8 of the auto five year plan lays out specific incentives
granted by the state to promote auto parts production: “directing social funds to
flow into automobile parts production . . . The State gives preferential treatment to
parts production enterprises which can supply parts to several independent

2 State Development and Reform Commission of the People’s Republic of China,
Automobile Industry Development Policy No. 8 decree (June 18, 2004), available at
http://www .tdctrade.com/report/reg/reg_040601.htm (last accessed on July 18, 2007).

8 The prior Five Year Plan for the Auto Industry, published in June 2001, also identified the
development of the auto parts industry as a major goal, and identified a number of actions to be
taken to achieve that goal. See The Tenth Five Year Plan of the Automotive Industry and its
Development, China Daily (hereafter “Auto Five Year Plan”), available at
http://bizchina.chinadaily.com.cn/guide/industry/industry2. htm (last accessed on July 18, 2007).
See also Mark Santucci, The Auto Parts Industry in China is Set to Take Off, eAutoPortal.com (July 9,

2002}, available at http://www.eautoportal.com/News/China-article-ii.asp (last accessed on July 18,
2007}.

£ The Tenth Five Year Plan of the Automotive Industry and its Development, China Daily
{hereafter “Auto Five Year Plan”), available at
http://bizchina.chinadaily.com.cn/guide/industry/industry2.htm (last accessed on July 18, 2007).

Y 10% Five-Year Plan, China Daily (Apr. 18, 2006), available at
http://www.chinadaily.com.cn/bizchina/2006-04/18/content_570425.htm (last accessed on
7/18/2007).
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complete vehicle production enterprises and participate in the international
automobile parts procurement system.”

Article 51 of Chapter 8 of the five-year plan stipulates that only
“approved” projects are permitted to go through the state-supervised procedures
for land requisition, and to receive benefits such as loans from State-owned
banks, tax exemptions with Customs, stock floating and listing with SEC, and
enterprise registration. In other words, the Chinese government provides
generous incentives to approved auto parts production expansion, while
denying support to unapproved projects.

After joining the WTO, Chinese authorities recognized that many of their
protection and promotion polices violated WTO rules, and adjusted the language
of their pronouncements on the auto and parts industries. According to one
researcher seeking information on the government’s role in accelerating the
inflow of foreign auto technology, “The interviewees also refused to discuss a
number of issues especially related to the ‘shadow’ role of the Chinese
government in the development of the sector, which may manifest itself in
financial assistance for R&D purposes to the state-owned auto makers.”®
Nevertheless, sub-national authorities who take their cues from the central
government on issues of industrial targeting have made substantial investments
in the automotive industry. At the sub-national level, in the so-called special
economic zones, the available financial incentives are discussed more openly.®

China has not deviated from its policy and financial support of the
domestic auto and parts industry. Though official policy pronouncements are
more discreet, official reports in the Chinese press and from other sources clearly
indicate that joining the WTO has not changed China’s government directed
industrial policies.* According to a recent World Bank study on the auto and
parts industries in four Asian countries:

The Chinese government retains a serious industrial policy, and
debates in the Chinese-language press reveal a strong and wide
consensus in favor of supporting national firms and brands; the

. Automobile Industry Development Policy No. 8 decree, ch. 8, art. 31.

2 Aervitz Dissertation at 77 and 87. Atn. 94, Aervitz makes clear she is referring to state
financial support.

33 Aervitz Dissertation at 128.

H See Chen (2006) for Deputy Director Zhang Ji’s discussion of Africa, Vietnam, and India.
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only question is how fast to push the transition away from
dependence on foreign companies.®

To underscore this point, the Chinese government announced in August
2006 that it was establishing eight export manufacturing bases to facilitate the
overseas expansion of China’s auto industry.® In June 2006, the Chinese
government announced plans to offer low-interest loans to its domestic
automakers to lift their share of the market and promote local brands.

V. CHINA'S SUBSIDIES AND INCENTIVE PROGRAMS FOR
AUTOMOTIVE AND AUTO PART PRODUCERS

The subsidies for China’s auto parts industry exist in various guises and
developed from various national and sub-national sources. China has
coordinated these subsidies with other industrial policy tools to accelerate the
creation of a parts industry that can supply the majority of parts to both foreign
and homegrown automobile producers at home and abroad.

A.  The Chinese Government Ties Local Auto Parts Purchasing to Auto
Assembly Expansion and New Product Approvals

Until its entry into the WTO, the Chinese government had specific local
content requirements that forced foreign auto manufacturers to locate parts
production in China. More recently, the Chinese government has replaced
explicit domestic content requirements with more subtle forms of “persuasion.”

One of the most effective methods of shifting parts production from other
countries to China is to make approvals of auto assembly operations contingent
upon the purchase of local parts. The automobile assembly industry in China is
showing signs of expanding too rapidly, with consequent over-capacity.® In
order to better control the expansion rate, the Chinese government has taken

35 World Bank Study at 41.

3 China: Gevernment plans eight auto export bases, just-auto.com {Aug. 17, 2006), available at
http:/fwww. just-auto.convfarticle.aspx?id=88729&Ik=s (last accessed on July 18, 2007).

37 Brian Schwartz, Shanghai aims to be China’s Defroit, Asia Times Online (Oct. 12, 2006},
available at http://www.atimes.com/atimes/China_business/H}12Cb01.html (last accessed July 18,
2007).

34 See Auto industry facing grave overproduction in next five years: official, People’s Daily Online,
(Nov. 15, 2005), available at http://fenglish.peopledaily.com.cn/200511/15/eng20051115_221220.html
(last accessed July 18, 2007).
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steps to limit the number of licenses granted for final automobile assembly.
Accordingly, the awarding of a license to expand auto production capacity in
China is exiremely valuable.

To gain licensing approval, foreign automakers seeking to expand
production in China also are required to file product feasibility studies with the
central government that spell out localization (local parts purchase) levels.
According to an official of the National Development and Reform Commission
(NDRC), the central government agency that takes overall charge of the national
economy, the foreign automakers are expected to fulfill localization
requirements.* In other words, the Chinese government is accomplishing via
non-tariff barriers the very goals that it previously achieved with WTO-
inconsistent tariff measures. For the automakers, success in the Chinese market
for finished vehicles, including the ability to introduce new models, is contingent
upon their substituting parts made in the United States and other countries with
parts made in China. Such brazen import substitution contradicts commitments
made by China in its WTO accession negotiations, and also provides an income
support — a prohibited subsidy — to parts makers in China.

As is evident from the following examples, localization pressures have
had their intended effects:

o Press reports indicate that GM has committed to purchasing $10 billion
annually in Chinese produced auto parts by 2009.% By 2005, Buicks
manufactured in China by GM’'s joint venture already had an 80 percent
local content ratio.*!

o Ford is reported to also have made at least US$ 3 billion in commitments
to buying substantial quantities of Chinese produced parts for export to
Ford plants worldwide. 2 The Wanxiang Group, China’s largest

3 Witman Liao, Foreign joint venture partners urged to fulfill contract commitments, China
Automotive Review (Mar. 2007).

S0 Lindsay Chappell, China ups auto parts to U.S., but Mexico is top shipper, Automotive News
(Feb. 27, 2007), available at http://www.plasticsnews.com/china/english/automotive/headiines-
arc2.html?id=1172276211 (last accessed July 18, 2007).

i GM posts record first-half China sales, China Daily Online (June 6, 2005), available at
http://www.chinadaily.com.cn/english/doc/2005-07/06/content_457715.htm (last accessed on July
17, 2007).

2 Ford Motor, Asian Automotive Newsletter, No., 84 (Dec. 2006) at 2.
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indigenous auto parts supplier, has reported an agreement with Visteon,
whereby it will supply the former Ford auto parts affiliate with substantial
volumes of auto parts. Visteon reportedly has 21 plants in China.®

o DaimlerChrysler also has stated that it intends to buy more auto parts
from China.*

o Toyota agreed to expand local parts purchases in order to secure a
production license from the government.*

In order to continue receiving subsidies and other benefits, the major
automakers routinely agree to the desires of the Chinese government. One
recent example is the reaction of the automakers to a WTO case against China
jointly filed by the U.S. and E.U. governments in March 2006 against a new
Chinese policy that was, in effect, a localization requirement. China, which
collects information on all the parts used in assembled vehicles, decided to
double the tariff (to approximately 28 percent) on imported parts and
components if their value in an assembled vehicle exceeded certain thresholds.
A Dispute Settlement panel was formed on January 29, 2007 to hear the U.S. and
EU complaints, as well as complaints lodged by the government of Canada.¥
China ultimately agreed to postpone this new law for two years, but only after
holding high level meetings with the CEOs of BMW and DaimlerChrysler

3 Lindsay Chappell, China ups auto parts to U.S., but Mexico s top shipper (Feb. 27, 2007),
available at http://www.plasticsnews.com/china/english/printer_en.html?id=1172276211 (last
accessed on July 17, 2007).

+ U.S. Department of Commerce, Report on Automotive Sector (2004), available at
http://www.ita.doc.gov/td/auto/international/staffreports/Chinamarket2004.pdf (last accessed on
July 18, 2007); Witman Liao, Foreign joint venture partuers urged to fulfill contract commitments,
Chinese Automotive Review (Mar, 2007).

4 World Bank Study at 38.

16 See United States Trade Representative, Linifed States Files WTO Case Against China Over
Treatment of U.S. Auto Parts, (Mar. 20, 2006), available at
http://www.ustr.gov/Document_Library/Press_Releases/2006/March/United_States_Files WTO_
Case_Against_China_Over_Treatment_of_US_Auto_Parts.html (last accessed July 18, 2007).

# Constitution of the Panel Established at the Requests of the European Communities, the
United States, and Canada, China — Measures Affecting Imports of Automobile Parts, WT/1DS339/9,
WTDS340/9, & WT/DS342/9 (07-0421) (Jan. 2007), available at http://www.rieti.go.jp/wto-
¢/070320/070320-2.pdf (last accessed july 18, 2007).
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Northeast Asia. These meetings produced commitments to increase local parts
purchases by $274 million and $740 million respectively.*

B. There is Substantial (Local) Government Ownership in the Auto Parts
Industry, Which Ensures Access to Preferential Financing

Government ownership remains prevalent in the Chinese auto parts
industry. Many of the large auto parts manufacturers are affiliated with the
large vehicle assembly groups in China, who in turned are owned in part by
local governments. Other unaffiliated auto parts companies benefit from
government ownership directly. For example, the Wanxiang Group, the largest
auto parts manufacturer in China, is owned in part by the municipal government
of Xiashan.

Government ownership provides numerous benefits to Chinese
automotive companies. Among the most important, government ownership is a
virtual guarantee of access to capital, either in the form of loans, additional
equity infusions, or excess retained earnings. As the US. Department of
Commerce recently found, virtually all capital in China is allocated by
government-owned or controlled banks.* Not surprisingly, these banks
regularly favor companies in which there is government ownership. Indeed,
most foreign auto parts companies enter the Chinese market by forming joint
ventures with local and regional governments. This marriage provides the joint
venture with Government equity capital, as well as near-guaranteed access to
cheap and preferential bank loans.

As noted above, the Chinese government ensures that “social funds” flow
into the auto parts sector, and aggressively seeks way to direct capital in its
direction. For example, the Chinese government has allowed the Wanxiang
Group to form its own investment company, thus ensuring that the company has
a ready supply of cheap capital. Such investment companies are almost unheard
of in China. The investment company bestows substantial advantages. In fact,

48 See Witman Liao, Foreign joint venture partners urged to fulfill contract commitments, China
Automotive Review (Mar. 2007).

# See Coated Free Sheet Paper From the People’s Republic of China, 72 Fed. Reg. 17,484 (U.S.
Dep't Commerce, Apr. 9, 2007) (amended prelim. aff. det.).
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on its website, Wanxiang boasts that companies that become part of its Group
will obtain access to the type of preferential financing that it enjoys.®

If a financially troubled company is not state-owned or controlled, the
local or regional government is likely to step in. For example, the state-owned
Yoncheng Coal was ordered to bail out one of China’s largest bearings
manufacturers, Luoyang Bearing, when the latter found itself in serious financial
trouble.®! According to one Chinese business executive, this transaction should
not be mistaken for “a real business transaction, that it is not." This is the Chinese
government instructing a profitable state-run business to take over an unrelated
but troubled state-run business. By this way Luoyang Bearing continues to
operate.”?

Chinese governments advance industrial policy goals for the auto parts
industry through their ownership interests in major auto producers, the same
companies that have formed joint ventures with U.S. and other foreign
automakers. China’s three largest auto manufacturers, First Automotive Works
(FAW), Shanghai Auto Industry Corporation (SAIC), and Dongfeng Motor
Corporation, have been favored by the central government for decades, and
many other automakers are government owned.*

o TAW began as a state-owned enterprise in the 1950s. Today, the
FAW Group is one of the largest state-owned enterprises in China
and has joint ventures with Volkswagen and Toyota %

* Dongfeng was formed by the central government by grafting
employees and equipment from FAW.% Dongfeng remains an SOE
and has joint ventures with Citroen and Nissan.

* Local governments also play a major role in the Chinese industry.
For example, SAIC was “essentially a division of the municipal
government” when it was formed, and the Shanghai government

e “All projects are backed by the full faith and credit of the Government of the City of
Xiaoshan, and qualify for special tax treatment.” WanXiang American Corporation, Investment
Opportunities, available at http://www.wanxiang.com/invest.html (last accessed on July 17, 2007).

51 China's Luoyang Bearing Acquired by Yongcheng Coal, eBearing News (Dec, 20, 2004),
available at http://www.ebearing.com/news2004/122001.htm (last accessed on July 17, 2007).

52 Id.

53 Thun at 62, n, 56,
54 Aervitz Dissertation at 95, n. 149; Thun at 69.
55 Thun at 173.
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has exerted its influence into every aspect of SAIC’s behavior.®
SAIC's board of directors, which includes three government
officials, reports to the Shanghai Municipal Asset Management
Committee, which is headed by Shanghai’s mayor.5” SAIC is a joint
venture partner of GM and Volkswagen.

e The company Chery is owned by the Anhui provincial
government.*®

e Brilliance Automotive is owned by the Liaoning provincial
government.*

¢ The Beijing Automotive Industry Company (BAIC) is owned by the
municipal government and has a joint venture with Jeep.®

e Tianjin Automotive Industry Corporation (TAIC) and Guangzhou
Automotive Industry Corporation (GAIC) are also under the
control of municipal governments.®!

Many of China’s automakers, especially those owned by local
governments, appear to benefit from preferential (i.e., cheap) financing as well.52
Local governments’ interest and support is driven in large measure by
employment and potential tax revenue from automotive ventures.s

C. The Chinese Government Provides Tax Incentives and Other Subsidies

5 Thun at 103 and 117. SAIC also had ownership interests in auto parts suppliers. The
Shanghai municipal government created a Localization Office to oversee the localization of parts
production to Shanghai. See Thun at 110-112,

57 Thun at 261.

= Jean Wang, China’s New Automobile Policy Fails to Comply with Its WTO Commitwents,
Berkeley Electronic Press (2005) at 7.

5 Id.

&0 Thun at 154. Beijing Jeep has since been renamed BeijingBenz-DaimlerChrysler

Automotive Ltd. (BBDC),

6 Yasheng Huang, Economic Fragmentation and FDI in China, Davidson Institute Working
Paper No. 374 {Aug. 2004) at 24,

o Alysha Webb, In China, automakers play by different rules, Automotive News (June 20, 2007).
63 Id.; IBM Business Consulting Services, Inside China: The Chinese view their automotive future

(2005) at 10, 13 & 17 ("IBM Study").
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China’s tax incentives are numerous and apply in a variety of economic
zones and localities. This paper focuses on just one location, China-Singapore
Suzhou Industrial Park (SIP), which was founded as a joint undertaking by the
governments of Singapore and China.# The SIP is home to massive levels of
foreign investment from parts producers, including Delphi. Other special zones
also seek to encourage FDI in autos and parts,*® and special economic zones other
than SIP provide similar tax incentives.®

1. Income tax reductions and refunds available to companies that satisfy
certain export performance requirements;

The web site of the SIP contains information on various “competitive
preferential policies” and “incentives for enterprises in export processing
zones.”¥ The incentives for foreign-invested manufacturers include:

¢ Preferential corporate income tax of 15 percent and exemption of local income
tax of three percent;

e Two-year tax exemption and three-year 50 percent tax reduction for
enterprises “with an operation period of over 10 years;”

» Ten percent preferential income tax rates after the tax holiday for enterprises
that export 70 percent of output;

» Further income tax reductions for firms who reinvest profits to raise invested
capital or establish new facilities that operate for at least five years;®

64 See Suzhou Industrial Park, Background,
http://www sipac.gov.cn/english/sipprofile/t20040218_4479.htm (2004) (last accessed on July 17,
2007).

65 See, e.g., Zhou Wanfeng, Auto exhibition in August City to focus on development of vehicles,
parts, China Daily - HK Edition (May 9, 2001). Shenyang’s Mayor Chen Zhenggao expected the
auto industry to become the city's leading “pillar industry” during the 10th Five-Year Plan period.
He promised “to spare no efforts to enhance the collaboration with famous foreign auto firms

and increase the production capability of the current joint ventures, which is key to the
development of auto sector.”

% Irina Aervitz, China's extra special zones, Online Asia Times (Sept. 12, 2006).

67 See Suzhou Industrial Park, Competitive Preferential Policies,

http://www sipac.gov.cn/english/Investment/t20050329_11068.htm (2004) (last accessed on June 4,
2007); Suzhou Industrial Park, Incentives for Enterprises in Export Processing Zone,

http://www sipac.gov.cn/english/Investment/t20050329_11070.htm (2004) (last accessed on June 4,
2007).
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Preferential 10 percent tax rates on dividend, interest, rental, royalty, and
other incomes earned by the foreign-invested enterprise.®

2. Value-added tax (VAT) refunds and exemptions available to companies
that satisfy certain export performance requirements;

* VAT exemptions are available to foreign-invested enterprises (and other
enterprises with export rights) who export at least 50 percent of output;® and

» Higher rebates exist for exported goods (including cars and car parts) that are
encouraged by the government, and those rebate levels were not reduced in
2004, when the government reduced rebates to other industries because of
budgetary pressures.’72

¢ InSIP, the VAT is exempted on all exports.”

* The Provincial State Tax Bureau has assured SIP that the tax bureau supports
efforts to develop SIP by special policies in “export rebate, exemption and
reduction, etc.””

68 The government refunds forty percent of the income tax paid on the reinvested profit.
For export-oriented industries, all of the income tax paid on the reinvested profit is refunded.

6 See Suzhou Industrial Park, Competitive Preferential Policies,
http://www .sipac.gov.cn/english/Investment/t20050329_11068.htm (2004) (Iast accessed on July
18, 2007).

7 See, ¢.g., LehmanBrown, VAT Rebate Rate Cut,

http://www . lehmanbrown.com/Newsletters/Insights/insights_newsletter_November 12»_2
003.htm#1 (last accessed July 18, 2007); Global Scurces, Export Tax Rebate and Exemption in China —
Getting Your Money Back from the Chinese Government,

http://www .globalsources.com/TNTLIST/2005/0805/DZRA_TAXREBATEMAIN.HTM (last
accessed on July 18, 2007).

71 See Lehman Brown, VAT Rebate Rate Cut,
http://www lehmanbrown.com/Newsletters/Insights/insights_newsletter_November 12th_2
003.htm#1 (last accessed July 18, 2007).

7 See China reforms export tax rebate system, http://www.chinadaily.com.cn/en/doc/2003-
10/14/content_271988.htm (Oct. 14, 2003) (last accessed July 18, 2007).

7 See Suzhou Industrial Park, Incentives for Enterprises in Export Processing Zone,
http://www sipac.gov.cn/english/Investment/t20050329_11070.htm (2004) (last accessed on June 4,
2007).

™ Suzhou Industrial Park, Provincial State Tax Bureau Proniises Full Support for SIP Growth,
http://www sipac.gov.cn/english/news/t20060306_14109.htm (Mar. 2, 2006) (last accessed on July
18, 2007),
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3. Tariff exemptions auvailable to companies that satisfy certain export
performance requirements

According to the SIP web site, the government exempts import duties and
import related taxes on imported machinery used for production,
construction, and maintenance in export processing zones.

4. Additional VAT refunds available in export processing zones

VAT is refundable on purchases of domestic machinery, equipment, raw
materials, spare parts, components, packing materials, and construction
materials.

VAT is refundable on water, power, and gas purchased by firms producing
for export.”™

A partial list of automotive parts suppliers with facilities in Suzhou Industrial
Park appears below.

Firm Approximate Opening Date
Delphi Saginaw Steering (Suzhou) Co., Ltd., | May-07

Metaldyne (Suzhou) Co., Ltd. May-07

Tyco Electronics (Souzhou) Jun-06

Montaplast Automotive System (51P) Co., Ltd. | May-06

Trico Automotive System (Suzhou) Co,, Ltd. | May-06

Suzhou United Plastics Technololgy Co., Ltd. | Apr-06

Tesa Adhesives Company Dec-05
Georg Fischer Automotive (Suzhou) Co. Ltd. | Oct-05
PKC Auto Circuit (Suzhou) Co., Ltd. Oct-05
Siegel Robert Automotive Company Sep-05
Bosch Technology Center Apr-05
Akebono Braking System Company Nov-04
Hydro Aluminum (Suzhou) Co. Ltd. May-05
Bosch Automotive (Suzhou) Jun-05
Haldex Automotive Products (Suzhou) Co.,

Ltd. Jun-05
AGC Flat Glass (Suzhou) Co., Ltd. Apr-04

75

See Suzhou Industrial Park, Incentives for Enterprises in Export Processing Zone,

http:/fwww sipac.gov.cn/english/Investment/t20050329_11070.htm (2004} (last accessed on June 4,
2007).
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Hitachi Auto Parts (Suzhou) Co., Ltd.

Delphi Electronics (Suzhou) Co., Ltd. Nov-96

Source: http://www.sipac.gov.cn/english.

D. Other Investment Incentives

In its bid to attract world-class auto parts manufacturers, the Chinese
government provides a number of other investment incentives. For example,
Article 41 of the Five Year Auto Plan states that new investment in auto parts
manufacturing does not require State approval. This stands in stark contrast to
any new investment in auto assembly, which can only go forward if State
approval is granted. Foreign auto parts producers are also exempt from the 50
percent ownership limit placed on joint ventures in the production of finished
vehicles.”

In addition, if located in an export zone, foreign investment in auto parts
production is exempted from the general provision in China that limits foreign
ownership to 50 percent. Such incentives have benefited companies such as
Robert Bosch GmbH of Germany (the world's largest auto parts company)?,
Delphi Corporation” (the largest auto parts manufacturer in the United States),
the PKC Group of Finland, Georg Fischer Group of Switzerland, and Akebono of
Japan, all of which have invested heavily in auto parts production in China.
Bosch, for example announced in December 2006 that it planned to double its

76 The 50 percent limit can apparently be modified if the vehicle producer is export oriented.
For example, Honda holds a 65 percent share in its joint venture with GAIC, which was approved
by the government because all of its output will be exported. See IBM Study at 17; State
Development and Reform Commission of the People’s Republic of China, Automobile Industry
Development Policy No. 8 decree (June 28, 2004), available at

http://www .tdcirade.com/report/reg/reg_040601.htm (last accessed July 18, 2007).

7 Andrew Batson, China’s Rise as Auto-Parts Power Reflects New Mannfacturing Edge, Wall
Street Journal Online (Aug. 1, 2006).
7 Id.
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investment in China, by spending almost $800 million by 2008.” Delphi was an
early investor in the SIP, establishing its first facility there in 1996.5

E. The Chinese Government Provides R&D Incentives and Requires
Companies to Invest in R&D in China

Chapter 3, Article 12 of the Auto Five Year Plan states: “the State supports
research, development and production of automobile electronic products, boosts
the automobile electronic industry, and speeds up the application of electronic
and information technology in automobile products . . .”

A recently published “Adjustment” to the Auto Five Year Plan specifically
focuses on efforts to increase R&D in China. To that end, the Chinese
government provides tax incentives for R&D expenditures. In addition, the
government requires that any newly-approved auto project include a
commitment to invest $60 million in R&D. Delphi, for example, while in the
midst of bankruptcy in the United States, nevertheless has announced an
investment of $50 million in an R&D center to be located in Shanghai®! Given
that R&D is the type of high value-added activity in which developed countries
like the United States are still competitive, the expenditure of this level of China
is hard to understand, absent government intervention.

F. Duty Protection and Quotas

Besides granting direct financial support, the Chinese governmental
authorities go to great lengths to provide a favorable business environment for
auto parts production. For example, Chapter 11 of the Auto Five Year Plan cited
import substitution as a major goal. Although China’s duties on parts were
recently reduced from 28 percent to approximately 10 percent, even the lower
level still leaves Chinese duties significantly higher than U.S. duties on the same
products.  Nevertheless, China sought to offset the WTO-required duty

7 Business Development Asia, China, 49 Asian Automotive News Letter 1 {Dec. 2006),
available at

http://www .bdallc.com/news/Auto/pdf/Asian%20Auto%20Newsletter%20Dec%202006.pdf (last
accessed on July 18, 2007},

80 Suzhou Industrial Park, Delphi Announces Plans for New China Facility (Feb. 27, 2004),
http://www.sipac.gov.cn/english/2004y/t20061130_18272.htm (last accessed on July 18, 2007),

81 Craig Simons, Delphi's China Operation Offers Tough Lessons For U.S. Manufacturing, COX
Newspapers Washington Bureau (Mar. 5, 2006).
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reductions on parts with plans to increase tariffs when parts imports in a given
vehicle line exceeded a certain threshold. Moreover, China allegedly maintains a
system of import quotas on autos and key auto parts.® These tariffs and quotas
on parts encourage foreign investment and import substitution in violation of
WTO rules.®

G.  China’s Undervalued Exchange Rate Provides an Incentive to Export

The Government of China has undertaken a sustained policy of
accumulating foreign reserves in order to maintain an undervalued exchange
rate. Numerous experts estimate the level of undervaluation of the yuan at
anywhere from 25 to 50 percent. China has accumulated more than one trillion
dollars in foreign exchange ($1.16 trillion through Feb. 2007),% and by most
accounts the vast majority of China’s foreign currency holdings are in U.S.
dollars.

China’s purchases of dollars to maintain the weak yuan constitute a
subsidy because it provides a price/income support to Chinese exports who
receive more yuan for their dollar-based exports than would otherwise be the
case. The weak yuan also makes Chinese exports cheaper in foreign markets,
and U.S. products more expensive in China, than would be the case if the yuan
were fairly valued. Investors’ recognition that the yuan is overvalued has led to
increased foreign investment levels in China because once the yuan is valued
properly, the foreign currency value of foreign-owned assets in China will rise
substantially. The yuan profits generated in China by foreign-owned assets will
also be worth more in currencies such as the dollar, providing a further incentive
to auto parts producers to invest in China.

V. CASE STUDIES

A.  Delphi and Visteon are Reducing Their U.S.
Operations While Expanding in China, Where They Have
Received Substantial Government Support

82 See Auto Product Import to Exceed US$10 Billion This Year, Xinhua News Agency, available
at http:/fwww.chinawithgfii.com/news.htm#News12 (last accessed on July 18, 2007).

8 See Chinese auto industry profits rise 46%, Online Asia Times (Feb. 8, 2007),
http://www .atimes.com/atimes/China_Business/IBO8Cb03.htm! (last accessed on July 18, 2007).

B China Reserves and Currency Liguidity, International Monetary Fund (July 17, 2007), available at

http://www.imf.org (last accessed on July 18, 2007).
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U.S. auto parts producer Delphi has been under pressure due in part to
slower sales and domestic competition faced by the company’s biggest customer,
General Motors (GM). Delphi sought filed for bankruptcy in October 2005, but
non-U.S. subsidiaries were not included in the U.S. filing.#

In contrast, Delphi’s operations in China are growing substantially. As
noted, Delphi opened a facility the SIP in 1996. Delphi’s Annual Report for 2004
lists 14 Chinese subsidiaries, suggesting that the firm vigorously pursued
Chinese subsidies. According to the SIP website, Delphi operates 14 joint
ventures and wholly owned foreign owned enterprises in China.® By 2004,
Delphi also had eight technology transfer agreements with China, a technical
center, and a training center.¥” In April 2005, Delphi established its fifteenth
Chinese firm, Delphi Electronics Suzhou, bringing its total investment in China
to $500 million.®

The joint venture is Delphi’s preferred method of organizing production
in China. By teaming up with a local or regional government development
authority, Delphi gains access to substantial tax and infrastructure benefits, and,
potentially, cheaper capital.

Delphi is now a major importer of auto parts and components from China.
PIERS data covering April 2006 to March 2007 indicate that the Delphi
Corporation directly imported $104.3 million from China, while exporting $65.6
million to China. China’s vast array of subsidies, technology appropriation, and
import substitution policies will certainly result in even higher levels of imports
and lower levels of exports than would be the case without Chinese industrial
policies.

Visteon, a major U.S. parts producer spun off from Ford, is also a major
player in China. According to recent information, 20 percent of Visteon’s

8 See Motion for Order Under 11 U.S.C. § 365 and Fed. R. Bankr. P. 6006 Authorizing
Rejection of Certain Executory Contracts with General Motors Corporation, It re Delphi
Corporation, ¢t al., Case No. 05-44481 (RDD) (Mar. 31, 2006) at 7.

86 Suzhou Industrial Park, Delphi Announces Plans for New China Facility,
http://www .sipac.gov.cnfenglish/2004y/t20061130_18272.htm (Feb. 27, 2004) (last accessed on July
18, 2007).

& Id.

88 Suzhou Industrial Park, Grand Opening of Delphi Electronics Suzhou, at

http://www .sipac.gov.cn/english/2004y/t20050428_18282.htm (Feb. 28, 2004) (last accessed on July
18, 2007).
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purchases are from China.® Yanfeng Visteon Automotive Trim Systems, a 50-50
joint venture between local-government-owned Shanghai Automotive Industry
Corp (SAIC), was China’s fifth largest parts maker in revenue terms in 2005.%

B. China’s Largest Auto Parts Company, Wanxiang Group, Receives
Substantial Local and National Government Support

The recent history of the Wanxiang Group provides a compelling case
study of the level of government incentives supplied by the Chinese government
to the auto parts industry. The Wanxiang Group is the largest automotive parts
producer in China. In 2006, the company had total sales of 30 billion yuan ($3.8
billion),”* making it China’s largest auto parts supplier.”? While Wanxiang often
is portrayed as one of the most successful examples of privately-owned business
development in China, in reality the Group is closely affiliated with the
municipal government of Xiashan (its home town) in the province of
Hangzhou.® Indeed, Wanxiang advertises joint venture opportunities with the
municipal government of Xiashan on its website. Another report identifies the
local government as a prominent shareholder of Wanxiang Bearings, a major
auto parts manufacturer within the Wanxiang Group.

With the aid of the Chinese government, Wanxiang has grown rapidly.
To strengthen in technology base, it has begun to aggressively seek failing
Western auto parts suppliers. Wanxiang has acquired stakes in Universal

5 Visteon to buy more auto-parts in China, Supplier Business (Mar. 1, 2007), available at
http://www.supplierbusiness.com/news_endpoint.asp?id=3436&search=true&a=séc=Visteonded=
1&k=0&I=d&j=1 (last accessed on July 18, 2007).

%0 China’s Wanxiang Group top auto part supplier by sales revenue in 2005 - CAAM, AFX News
Limited (June 23, 2006), available at
http:/fwww.forbes.com/home/feeds/afx/2006/06/23/afx2835438.html (last accessed on July 18,
2007).

7 Wanxiang Group Record Annual Revenue 30 Billion Yuan, bearing.com,
http:/fwww .bearing.com.cn/read_news.php?type=zwxwé&id=15814 ( Mar. 9, 2007 } (last accessed
on July 18, 2007).

2 China's Wanxiang Group top auto part supplier by sales revenue in 2005, CAAM, AFX News
Limited (June 23, 2006), available at

http://www forbes.com/home/feeds/afx/2006/06/23/afx2835438 . htm! (last accessed on July 18,
2007).

% See, e.g., Hurun Report 2004 China Rich List-Top 20 at p. 2 (Autumn 2004) (noting that the
shareholding of the “former town and village enterprise: had been restructured”),
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Automotive Industries, Inc., a U.S. maker of brakes, Driveline Systems LLC, an
axle manufacturer located near Rockville Illinois, Rockford Powertrain, as well as
other companies in the U.S. and Europe.®

Wanxiang is able to expand and buy U.S. technology by using the
resources of its financial arm, Wanxiang Capital Co., Ltd. This investment
company, which is the only one of its sort that has been approved by the Bank of
China,” provides Wanxiang with a ready source of capital. In addition, contrary
to banking regulations in most of the Western world, Chinese banking
regulations impose no restrictions upon Wanxiang Capital lending to affiliated
companies. One of the carrots that the Wanxiang Group holds out to potential
acquisition targets is that membership in the group entails the same financial
benefits of other Group members.*

C. GM Has Been a Major Source of Technology for the Chinese Industry

GM has played a prominent role in developing the Chinese automotive
industry. GM established a 50-50 joint venture with SAIC in 1997. GM'’s
investment amounted to approximately one billion dollars.”” But perhaps more
important for the Chinese vehicle and parts industry was GM's contribution to
the technological development of China. GM’s CEO Jack Smith was desperate to
secure the joint venture with SAIC, even if it meant fransferring modern
technology.”® Once GM won the heated competition for the joint venture, it took
more than a year to iron out supplier agreements and other details. As part of
the GM-SAIC joint venture agreement, GM was required to create an R&D
facility in China. This operation, the Pan Asia Technical Automotive Center
(PATAC), has 900 employees. GM also transferred process technology to China.
According to one student of the Chinese and Russian auto industries,

94 Peter Wonacott, China Investing in Rust-Belt Companies, Wall Street Journal, available at
http://www.wanxiang.com/wallstreet.htmi (last accessed on July 18, 2007).

% Wanxiang Capital is the “only capital company of enterprise group approved by the
People’s Bank of China.” Wanxiang Finance Company Introduced, China Taiwan Network (Aug. 10,
2004), available at http:/bigh.chinataiwan.org/web/webportal/w5266253/A23141.html (last accessed
July 18, 2007).

96 Id.
97 Aervitz Dissertation at 90.
98 Terry McCarthy, The China Drive, Time Asia (May 22, 2000), available at http:/fwww-

cgi.cnn.com/ASIANOW /time/magazine/2000/0522/china.the_china_drive.ntml (last accessed on
July 18, 2007).
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The SGM North factory is exceptionally automated. For example,
the robots in the body shop put all components together and check
the fit and the correctness of all dimensions. SGM also has an
intricate multistage coating procedure that incorporates several
layers of paint and layers against corrosion. The plant has an
automated stamping press. The SGM North factory manufactures
technology intensive components: engines, transmission, etc.
Furthermore, SGM exports auto components abroad, which
indicates a certain extent of technological sophistication.*

Despite all this, GM’s attempt to secure a license to produce smaller vehicles
aimed at the average Chinese consumer was delayed.’® To add insult to injury,
the design of one of GM's early small car releases in China, was allegedly copied
by one of China’s local-government-owned companies, Chery.'™ The Chery QQ
is outselling the GM offering in China and is currently being exported as well.1%

Evidence of the technological sophistication of Chinese parts production is
evident in GM’s high levels of imports from China. According to data from
PIERS, GM imported $145.3 million from China in the twelve months through
March 2007. This total excludes the use of Chinese-made parts and components
purchased from Delphi, as well as parts and components imported into Canada
for U.S.-bound finished vehicles. For example, engines produced by GM’'s joint
venture are exported to Canada and used in the Chevrolet Equinox, a decision
driven by excess capacity at the engine production facilities of GM’s joint venture
in China.'®® Apparently, that excess capacity in China continues to exist because
the Chinese engine continues to power the Equinox in 2007.

99 Aervitz Dissertation at 91.

100 Terry McCarthy, The China Drive, Time Asia (May 22, 2000), available at http://www-
cgi.cnn.com/ASIANOW/time/magazine/2000/0522/china.the_china_drive.html (last accessed on
July 18, 2007).

108 Jianxi Luo, The Growth of Independent Chinese Automotive Companies, Discussion Paper

Draft, International Motor Vehicle Program, MIT (May 6, 2005) at 30-31, available at
http://imvp.mit.edu/downloads/The%20Growth%200f%20Independent%20Chinese%20Automoti
ve%20Companies-05.06.pdf (last accessed on july 18, 2007).

02 Id. at 31-32.

103 Bill Visnic and Brian Corbett, GM Begins Engine Export fo N. Anterica, Wardsauto.com,
http://waw.wardsauto.com/ar/auto_gm_shanghai_begins_2/ (Nov. 1, 2003} (last accessed on July
18, 2007).
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VII. CONCLUSION

U.S. automakers and auto parts suppliers have made massive investments
in China in order to take advantage of the tremendous subsidies and financial
incentives offered by the Chinese government.

China, in turn, has used these subsidies and incentives to jump-start its
own weak automotive industry. It has required U.S. companies to transfer
technology, to invest in R&D in China, and to use Chinese parts in their China-
based vehicle assembly operations. As a result, China has leapfrogged other
countries to become the second largest parts supplier to the United States.

The rush to China has been driven by WTO-illegal subsidies and
incentives. These Chinese government incentives have played a primary role in
the growth of automotive production and the relocation of auto parts production
to China. These subsidies have also caused injury to U.S. workers and parts
suppliers, as well as input suppliers such as steel producers.

30



EXHIBIT 6



What Is the Five-Year Plan -- china.org.cn Page 1 of 2

B3 | Frangais | Deutsch | B&FFE | Pycamit ssee | FEspaiiol | .swyc | Esperanto | RO |
T @ L %0 2RB B

_ g : - Travel Living in China Archaeology

Home China international Business Government Education Environment Culture Women B

What |s the Five-Year Plan

Adijust font size: t.

The Five-Year Plan for National Economic and Social Development, or the Five-Year Plan, mainly
aims {o arrange national key construction projects, manage the distribution of productive forces and
individual sector's contributions to the national economy, map the direction of future development,
and set targets. From 1949 to 1952, the economy was in its so-called recovery period. In 1953, the
central government implemented its first five-year plan. Except for a period of economic adjustment
between 1963 and 1965, a total of ten five-year plans have been made and implemented to date. The
five-year plan for 2006-2010 is called the 11th Five-Year Development Guidelines.

Tools: Save | Print | E-mail | Most Read

Photo News

)
L

Snow in northeast China Training hard to master post-  Death tell from cyclone in The China syndrome
hampers traffic and flights related skills Bangladesh rises to 3,113

T

TR

Misses ‘light the passion’ for Memorial opened to Paris Hilton avoids family
Drought leaves 3.2 min short of . \ . o .
the Clympic Games commemorate Mao's 2nd wife  hotel chain in Shanghai

drinking water

SiteMap { Ahout Us | RSS | Newsletter | Feedhack

http://www .china.org.cn/englis/ MATERIAL/157595 . htm 11/20/2007



EXHIBIT 7



De

Promulgation date: 07-08-2005

Effective date: 07-08-2005
Department: NATIONAL DEVELOPMENT AND REFORM COMMISSION
Subject: INDUSTRY & COMMERCE ADMINISTRATION

Order of the National Development and Reform Commission
{No. 35)

The Devetopment Policies for the Iron and Steel Industry, which were adopled at the executive
meeting of the State Council, are hereby promuigated upen the consent of the State Council and
shall come into force as of the date of promulgation.

Autachment: Development Policies of the Iron and Stee! Industry

Dircctor of the National Development and Reformy Commission: Ma Kai
July 8, 2005

Attachment: Development Pelicies for the lron and Steed Industry

The iron and steel industry is an important basic indusiry of the natienal economy, a suppoerting
industry to realize the industrialization and an industry intensive in technelogies, capital, resources
and energy, whose developnient requires a comprehensive balancing of all kinds of external
conditions. China is a big developing country with a comparatively big demand of iron and steel in
the economic development for a long time to go. China's production capacity of iron and steel has
ranked the first place in the world for many years. However, there is a large gap between us and the
international advanced fevel in terms of the technological level and material consumption of the iren
and stee] industry, and thus the focus of development shall be put on technical upgrading and
structural adjustnient, In order 1o elevate the whole technical level of the iron and stecl industry,
promote the strectural adjustment, improve the industrial layout, develop a recycling cconomy,
lower the consumption of materials and energy, pay attention to the environmental protection,
enhance the comprehensive competitiveness of enterprises, realize the industrial upgrading and
develop the iron and steel industry into an industry with international competitiveness that may
basically satisly the demand of the nationat economy and social developiment in terms of guantity,
quality and varieties, we have formulated the development policies of the iron and steel industry
according 1o the relevant laws and regubations and the domestic and international situations the iron
and sieel industry faces so as to guide the sound development of the iron and steel industry.

Chapter I Aim of the Policy

Articte 1 According to the requirement of cur country’s cconomic and secial development and the
situation of resources, cnergy and environmental prodection, the preduction capacity of iron and
steei shall imaintain at a reasonable scale, which may be specifically reselved in the relevant
planning. The comprehensive competitiveness of iren and steel industry may reach the
mternationally advanced level so that China may become a large country i iron and steel
production and with world-wide competitive.

Article 2 By the year 2010, by means of structural adjustment of products, the proportion of good
iron and steel products shall have been elevated considerably, the majority of products shall have



basically satisficd the development requirements of most industries in the national cconoemy such as
construction, machinery, chemical industry, auto-moebiles, houschold appliances, vessels, traffic,
railway, military industry and new industries.

Article 3 By means of organizationa] and structural adjustment of the iron and steel industry, we
may expand the scale of those backbone enterprise groups with comparative advantages by means
of acquisition and reorganization so as to clevate the industrial concentration. By 2010, the number
of iron and steel smelting enterprises shall have been considerably reduced and the production
capacity of the iron and steel enterprise groups that rank top 10 in the domestic markel shall have
covered more than 30 % of the national total production capacity; by 2020, the propartion shall have
reached more than 70%.

Artictc 4 By means of layout adjustment of the iron and steel industry, by 2010, the unrcasonable
fayout shall have been changed; by 2020, a comparatively reasonable industrial Jayout that complies
with the supply of resources and encrgy, allocation of traffic and transportation, supply and demand
of the markei and environmemtal capacity shall have been formed.

Article 3 According o 1he concept of sustainable development and recycling economy, we should
clevate the comprehensive level of environmental protection and resource utilization, and should
save energy and lower coensumption. We should clevate the comprehensive utilization eapacity of
wasle gases, water and rubbishes to the largest possible extent, strive for the goal of realizing “zero
discharge” and establish iron and steed factories of the reeycling type. The iron and steel enterprises
shall develop the business of gencrating power by using remnant heat and energy. An iron and steel
associated enterprise with the production scale of more than 5 million tons shall strive for the goal
of having mare than cnough power to support itself and providing the surplus to outsiders, By 2005,
the comprchensive cnergy consumption {or each ton of steel shall have been lowered to 0.76 ton of
standard coal, the comparable energy consumption for cach 1on of iron shall have been lowered to
.70 10n of standard coal and the water consumption for cach ton of steel shali have been lowered to
less than 12 tons in the whole industry; by 2010, the corresponding index shali have been lowered to
0.73 ton of standard coal, (). 685 ton of standard coal and less than 8 tons of water, respectively; by
2020, the corresponding index shall have been lowered to 0.7 ton of standard coal, 0.04 ton of
standard coal and less than 6 tons of water, respectively. That is, in the coming [ years, the iron and
sieel industry shall, on the precondition that the total consumption of water resources decreases and
the total energy consumption increases by a small margin, and realize a proper development in total
quantity.

Article 6 By the end of 2005, all the wastes as discharged by iron and stecl enterprises shall have
mel the standards of 1he state and local provisions, and the total discharge volume of major wastes
shall have met the controlling index as verified by the local environinental department.

Chapter 11 Industriai Development Planning

Article 7 The state guides the iron and steel industry to develop in a sound, sustainable and
larmonious manner through the development policies and the mid- and long-term development
policics of the iron and sieel indusiry. The mid- and long-term development policies of the iron and
steel industry shall be formulated by the National Development and Reform Commission
{hereinalfler referred to the NDRC) in collaboration with other relevant depariments.

Article 8 An enterprise group with 2 production capacity of more than 5 million tons in 2003 may,
according 1o the state mid- and long-term development planning of the iron and steel industry and
the overall planning of the city where it is located, formulate the planning of its own, which shall be
implemented upon the approval of the State Council or the NDRC afler making necessary cohesion
and balancing cfforts. The specific construction prejects of the planning are not required 1o be



subjeet to the examination and approval or verification of the NDRC, but shall be organized and
implemenied by the enterprise itself after such formalitics for examination and approval of land,
environmental protection, security and credit have been handled, and shall be reported to the NDRC
for archival filing according fo the relevant provisions.

Article 9 The development of any other iron and steel enterprise shall alse meet the requirements of
the development policies and mid- and long-term development planning of the iron and steel
indusiry.

Chapter 11 Adjustment of Industrial Layout

Article 10 For the adjustment of industrial layout, we should take such conditions as mineral
resourecs, energy, water resources, irafTic and {ransportation, cnvironmental capacity, market
allocation and overseas resources into account in 2 comprehensive manner. For the layout
adjustment of the iren and steel industry, we shall not separately establish any new iron and stecl
associated enterprise, independent iren-smelting or steel-smelting factory as a gencral principle. It's
not encouraged to establish any independent steel-rolling factory. We should, on the basis of those
established enterpriscs that meet relevant conditions and in combination with merger and relocation,
carry oui reform and expansion in those regions with such comparative advantages as water
resources, raw materials, transporiation and markel consumption. We should combine new increase
of production capacity with climination of backward production capacity and shall not, as a general
rule, substantially expand the preduction capacity.

Tn the important regions of eavirenmental protection, the regions in serious short of water, the urban
district of big citics, the iron and steel smelting and production capacity shall not be expanded any
more. Those enterprises established within the districts shall, in combination of the adjustment of
organizational structure, equipment structure and produet structure, cut production and move to
other places so as to meet the requirements of environmental protection and resource
cconomization.

Article |1 Taking bulk ores, encrgy, resources, water resources, transportation condition and the
domestic and overscas market into account, the large-scale iron and stcel enterprises shall be mainly
located along the coastal areas. The iron and steel enterprises in inland regions shall, in combination
with the local market and bulk ore resources, determine their produetion according to the mines
available, and shall regard the sustainable production as the main {actor for consideration other than
strive for any expansion of production scale.

There are abundant resources of iron mines in the Anshan-Benxi region in north-east China, which
is near the production bases of coal and has a certain condition of water resources. According to the
development strategy of vitalizing the old north-east industrial base, the iron and steet enterprises in
this region shall, according 1o the requirements of associated reorganization and establishing a top-
quality production base, eliminate the backward production capacity so as to build up a large
enterprise group with intemational competitiveness.

As (he region of North China is in short of water resources and the preduction capacily thercof is
low and excessive, we should, according 1o the ceological requirements of environmental protection,
put the focus on structural adjusiment, carry out merger and reorganization, strictly control the
continuous aver-increase of production factorics and expansion of production capacity. We should
relocate the Capital Steel Corporation and the reorgane it with the iron and steel industry of Hebei
Province.

The steel materiad market in North China has a big potential. However, the layout of iron and steel
enterprises thercofl are over-intensified and thus, the large backbone enterprises with comparative
advantages within this region may, in combination of the adjustment of organizational structure and
product structure, clevate their productien concentration and international competitiveness.

As the central-southern region has abundant water resources and desivable water transportation, the
south-cast coastal regions shall make full use of the advantage of decp waters and good harbors o



build up large iron and steel associated enterpriscs in combination with the industrial reorganization
and the relocation of urban steel factories.

There are abundant water resources in the west-south regions, and in the Panzhihua-Xichangarca
has a Jarge storage cepacity of iron mines and coal resources but with inconvenient transportation.
The key backbone enterprises established shall imprave their equipments, adjust the variety
structure, develop high-value-added products, determine the production capacity according to the
sustainable supplying capacity of bulk ores rather than blindly pursuc the increase of quantity.

As the west-north region is in short of bulk iron ores and water resources, the backbone enterprises
established shall put the focus on satisfying the requirement of local regional economic development
other than pursuc the expansion of production scale, and shall make good use of the mineral
resources in neighboring countries.

Chapter 1V Industrial Technical Policies

Article 12 in order to guarantee the industrial upgrading of the iron and steel industry, realize the
sustainabte development and prevent any low-level repetitive construction, we hereby prescribe the
equipment level, the technical and cconomic indexes and the requirements of access mio the iron
and steel industry as follows, which the enterprises shall make efforts to meet by way of technical
innovation:

The building areas for agglomeration machines shall be 180 sq meters or above; the height of coke-
aven carbonization reoms shall be 6 meters or above; the available volume of blast furnaccs, 1,000
cubic meters or above; the nominal volume of converters, 120 tons or above; and the rominal
volume of electronic furnaces, 70 tons or above.

For the fron and steel projects as constructed in deep water harbors along the coast, the available
volume of blast furnaces shall be more than 3, 000 cubic meters; the nominal volume of converters
shall be more than 200 tons, and the preduction scale of stcel shall be 8 million tons or above. The
techuical and cconomic indexes for iron and steel associated enterpriscs shall be: the comprehensive
energy consumplion for cach fon of stecl in the procedurce of blast furnaces shall be less than 0.7 ton
of standard coal and that in the procedure of clectronic furnaces shall be less than 0.4 ton of standard
coal; the water consumption for each ton of steel in the procedure of blast furmaces shall be less than
G 1ons, and that in the procedure of electronic fumaces shall be less than 3 fons. The recycling
utilization raic of water shall be 95% or above. The other iron and steel enterprises shall reach the
average fevel of key large/medium-sized iron and steel enterprises in respect of energy consumption
in working procedures.

For any iron and steel construction project, we should economize our use of land and strictly carry
oui the administration of land. The relevant departmients shall make ¢fTorts to accomplish the
revision work of land use indexes for iron and steel factorics and the standard of building
coefficient.

Article 13 All production enterprises shall reach the local and state standards of waste discharge.
The controlling index of total discharging volume of major wastes {rom construction projects shall
be strictly implemented according to the provisions of the Appraisal Document (Form) of
Environmental Infiuence as approved. Any cnterprise, which exceeds the scope as prescribed by the
wasie discharging index and the total volume as verificd, shall be stopped from camrying out its
operations.

For those projects that are newly initiated, the blast furnaces shall be synchronously equipped with
pressure recovery turbine (TRT) devices and coal injection devices; the coke oven shall be
synchronously equipped with coke dry quenching devices and with filtering devices as well as gas
desulfurizing devices for the coke ovens, The coke ovens, blast fumaces and converters shall be
synchronously equipped with gas recovering devices. The clectronic fumaces shall be equipped with
smoke and dust recovering devices.

Enterprises shall, according 1o the requirements of developing a recycling economy, establish a
comprchensive treatment system for wasic water and residue, adopt tie technologics of drying



quenching cokes, technologics for the recovery and utilization of gas from coke ovens, blast
furnaces and converters, power generation by jointly using gas and stcany, TRT of blaster furnaces,
evaporative cooling, technologics for the recovery and re-utilization of such energy and resources as
smoke, dust and waste residue, so as to clevate the utilization efficiency of encrgy and the recovery
and utilization rate of resources and to improve the enviroament.

Atticle 14 We should accelerate the cultivation of initial innovation capacity of the iron and steel
industry, support enterprises (o establish the institutions for development and scientific research of
products and techniques. We should enhance the capacity of development and innovation, develop
the working techniques, equipment techniques and products with she self-owned intellectual
property right. We should support enterprises to follow up, research, develop and adopt such frontier
1echnigues in the production procedures of iron and steel #s continuous sirip casting and melting
reduction.

Article 13 Enterprises shall actively adopt such advanced techniques and equipment as feeding
concentrated materials into furnaces, oxygen-enriched coal spraying, iron pretreatment, large-sized
blaster furnaces, converters and electronic furnaces with superpower, ex-furnace refining,
contintous casting, continuous rolling and controlling rolling and controlling cooling.

Article 16 We should support and organize the implementation of equipment localization of the iron
and steel industry, enhance the rescarch and development as well as designing and manufacture
levels of major technical equipment of our iron and steel industry. For a major iron and steel project
ihat is based on home-made equipment as newly developed, the state shall grant policy supports in
such aspects as taxation, discounted interest rate and scientific rescarch funds.

Article 17 We should accclerate the elimination and prehibition of such backward working
techniques and cquipment as newly-built sintering with indigenous methed, indigenous
carbonization (including improved carbonization), melting iron and refining stecl, hot
agglomeration mines, blaster furnaces with 2 volume of 300 cubic meters or below (except for the
special factorics of iron pipe casting), converters with the nominal capacity of 20 tons or below,
clectronic fumaces with the nominal capacity of 20 tons or below (except for the miechanic casting
or the production of high-alloy steel), tight rolling sheet mills, roughing mill for ordinary steel,
blank medium-sized rolling mills, three-roller Lotus medium plate rolling mills, double due wire
mills, row small-sized mitlers, hot narrow strip rolling mills, assembling units of hot rolling
seamless pipes with diameter below 76 centimeters and intermediate frequency furnaces.
Enterpriscs in the iron and steel industry shail strictly observe the Catalog of Repetitive
Construction as Prohibited in the Field of Industry and Commerce and the Catalog of Backward
Praduction Capacity, Working Techniques and Products to Be Eliminated as amended by the state at
1he opportune moment, or eliminate backward working techniques, preducts and techmiques
according 1o the requirements of the provisions on environmental protection.

Article 18 The policies of imported technologies and equipment: enterprises arce encouraged 1o use
home-made equipment and technologies and reduce impaort. For any equipment or technolegy that
cannot be produced domestically or fails to meet the demand and, thus, shall be introduced from
abroad, the introduced cquipment or technology shall be advanced and practical. For the equipment
in large sumber, we should organize and implement the localized production thereof from now on.
Enterprises arc prohibited from adopting any sccond-handed backward production equipment of
iron and steet at home or abroad that has been eliminated.

Article 19 Enterpriscs of special steel shall make an effort towards conglomerated and specialized
production and management. They are encouraged to adopt the working techniques with short

workflow and that usc waste steel as raw materials. Enterprises of special steel are discouraged to
adopt any working procedure that involves the use of blaster furnaces and ¢lecironic furnaces and
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with high consumption and serious pollution. Enterpriscs of special steel are encouraged to carry out
rescarch, develop and produce special stecl for the use of the military industry, bearing, gears,
models, heat resistance, cold resistance and corrosion resistance, etc. 5o us to enhance the product
quality and technical level.

Chapter V Adjusiment of the Organizational Structure of Enterprises

Article 20 The iron and sleel enterprises are encouraged fo develop into groups and carry out
strategic reorganization by way of atliance between mighty enterprises, merger and reorganization,
mutuak sharcholding, cte. sa as o reduce the number of iron and steel production enterprises and
realize the structural adjustment, optimization and upgrading of the iron and steel industry.

Where possible, large-scale enterprise groups are supported and encouraged Lo carry out trans-
regional alliance and reorganization. By 2010, two enterprise groups with the production capacity of
300 million tons and several particularly large enterprise groups of intermational compelitiveness
with the production capacity of several hundred million tons shall be established.

All the large iron and steel enterprises shall carry out stock reforms and are supported to get listed in
the stock market. All kinds of social capital including private capital are encouraged to participate in
1he reorganization of the iron and steel enterprises as established by means of stock purchase and
merger and acquisition so as to promote the adjustment of capital structure and organizational
innovation thercofl

Article 21 The state supports Jarge iron and stec] associated enterprises with good conditions and
that have been formed by alliance and reorganization to expand the production seale in a proper
manner by way of structural adjustment and industrial upgrading and to enhance the production
intensification. Such enterprises will be given policy support in such aspects as segimentation of the
major and minor, rescttlement of personnel and social security.

Chapter VI Investment Management

Article 22 The state shall carry out the necessary administration on the investors’ economic
aclivities of all cconomic ypes in the domestic iron and steel industry and the investment of
domestic enterprises in the overseas iron and steel field. The investment in any fron and steel project
shall be subject to the examination and approval or verification of the NDRC according to the
relevant provisions.

Article 23 For the construction of such projects as iron smelting, steed smelting and stecl rolling, the
proporlion of self-owned capital of enterprises shall reach 40% or above,

To start an iron and steel praject, an enterprise shall, apart from meeting the requirements of such
Jaws and regulations of the state on environmental protection and safety production, have
comparably strong capital strength, advanced technologies and management capability as well as
stable, reliable extemnal conditions such as perfect marketing networks, water resources, raw
materials of bulk ores, coal, and power energy, and transportation, ete. which shall have been
basically carricd into cffect.

Where an iron and stecl enterprise invests in the construction of any cross-region iron and sicel
assaciated enterprisc project, if' it is an enmerprise of common steel, the steel production thereof in
the previous year shall reach § million tons or more; thief it is an enterprise of special stecl, the
production thereof shall reach 0.5 million or more. Where a non-iron-and-stcel eaterprise invests in
any iron and steel associated cnterprisc project, it shall have the capital strength and comparatively
high public creditworthiness. An asset assessment shall be carried out to the enterprise’s registered
capital. the bank concerned shall provide a eredit centification, and the relevant accounting firm
shall provide a performance report. Where passible, the form of bidding invitation shall be adopted
to choose the project owner.

Any overscas iron and steel enterprise ihat invests in the iron and steel industry of China shall have



intellectual property right and technigues of its own and its production of common steel in the
previous year shall reach 10 million tons or above or the production of special high-alloy steel shall
reach 1 million tons, An overseas nen-iron-and-steel enterprise that invests in the iron and steel
industry of China shall have a strong capilal strength and conparatively high public
creditworthiness, and shatl provide an asset assessment report as produced by a bank and an
enterprise performance certification as produced by an accounting finn. Where an overseas Chincse
cnterprise invests in the domestic iron and steel industry, it shall implement the investment in
combination with the reform and relocation of domestic iron and steef enterprises and shall not
establish any new business site. For any foreign investment in the iron and steel industry of China,
foreign investors are not allowed to have a controlling share, as is the general principle.

Article 24 For any project that {ails to comply with the development policies for the iron and steel
industry and hasn’t been subject to examination and approval or where the examination and
approval thercol fails to comply with the relevant provisions, the department of state land and
resources shall not handle the formalities for land use and the department of industry and commerce
shall not accepts its registration, the administrative department of commerce shall not approve its
contract and constitution, the financial institution shall not provide any loan or give credit support in
any other form, the customs shall not handle the formalities for tax refund of imported equipment,
the department of quality supervision shall not issue any praduction permit, and the department of
cnvironmental protection shall not examine or approve the appraisal document of environmental
influence on the project or issue any license of waste discharge.

Article 25 To grant mid- and long-term loans for the fixed-asset investment to the projects of iron
smelting, steel smelting and steel rolling, a financial institution shall comply with the development
policies for the iron and steel industry, and strengthen their risk management. For any fix-asset
investment loan granted to any project of iron smelting, steel smelting and steel rolling with newly
increased production capacity, the relevant reply, verification or archival documents as produced by
the NDRC shall be required to be provided.

Article 26 Where an enterprise makes an initial public offering of stecks or secks any financing in
the securities market, the funds as raised shall be invested in the iron and steel industry, and shall
cotnply with the development policies for the iron and steel industry. The investment document for
the raised funds as produced by the NDRC shall be provided 10 the administrative department of
seeurities.

Article 27 The state encourages the enterprises that engage in the production of iron and steel and
equipment manufacture to export the technologies and set equipment of metallurgy with domestic
advantages by way of integrating processing with trade or integrating techniques with trade and
shall grant supports in aspect of export credit, elc..

{Anicle 27 Should read: The state encourages and will provide export eredit and other support for
enterprises engaeed in the production of steel and relaied production equipment to irade or transfer
1echnology by experting supecrior domestic technotopies and metallursical cquipment sets.)

Chapter V11 Policy of Raw Materials

Article 28 The mineral resources shall belong to the state. The state encourages large-scale iron and
steel enterprises to carry out the exploration and developnient of such resources as iron mines. For
the expleration of mines, a mining license shall be legaily obtained. A mining construction project of
iron resourees with a storage capacity of 50 million tons or more shall be subject to the verification
or examination and approval of the NDRC. At the same time, we should do a good job in such
environmental protection work as the planning of mines, safcty production and re-claiming of Jand,
conservation of water and top soil, and the {filing of underground coal mmines. Any unauthorized



collection or unrestrained digging is prohibited. As for any unauthorized collection or unrestrained
dipging that hasn™t gone through the legal procedures of examination and approval, the department
of state land and resources shall revoke the mining right and stop the illegal mining.

Article 29 According to the practical situation that China has few rich mines but many poer mines,
the state encourages enterprises to develop the selection technologics of low-grade mines and make
full use of domestic poor mineral resources. The department of state land and resources shall
intensify the exploration of mineral resources, protect mineral resources and give necessary
punishments to and carry out rectification on any unauthorized collection or unrestrained digging,

Article 30 We should, according to the principles of making their advantages complement each other
and achieving the win-win situation, intensify the inlernational cooperation regarding overseas
mineral resources. We should support those large backbone enterprise groups to establish overseas
production and supplying bases of iron mines, chrome ore mines, manganese mines, nickel ore
mines, wasle steel and coking coal, ele. by way of setting up solely-funded enterprises, joint-cquity
enterprises, contraclual enterprises and purchase of mineral resources. For such important raw
materials and auxiliary materials as bulk ores and coke as needed by the enterprises in coastal areas,
the statc encourages them to solve it by way of overseas market.

The iron and steel industrial association shall do a good job in the industrial self-discipline and
coordination and stabilize the raw material market both at home and abroad. Where two or more
domestie enterprises are engaged in vicious competition for overscas resources, the state may adopt
administrative coordination to hold alliance or select one of them to make investment so as 1o avoid
vicious competition. The relevant enterprises shall be subject to the administrative coordination of
the siate.

The cxport of such pretiminarily processed products as coke, iron alloy, pig iron, waste steel and
steel base {ingot) with high encrgy-consumption and serious pollution shall be restricted and the tax
refund for export of these products shall be deereased or canceled.

Chapter VIII Econontenl Use of Stecl

Article 31 The whole saciety shall sct up the consciousness of using steel in an economical and
scientific manner. It is encouraged to use renewable materials as a substitution and to recover
wasted steel so as 1o reduce the quantity of stee! as used.

Article 32 The departments of construction shall organize the revision and improvement of the
designing norms and standards for the use of construction steel so as to reduce the coefTicient of
steel use under the precondition of ensuring safety. The departments of design shall, according to the
designing norms and standards, carry out their designs and incorporate the economical and thrifty
products as developed and rescarched into the standardized design in a timely manner.

Article 33 It is encouraged 1o research, develop and use new materials of good performance, low
cosis and low consumption to substitute steel.

Ariicle 34 The iron and steel enterprises are encouraged to produce high-strength steel and corrosion
resisting steel, clevate the strength and serviee term of steet and lower the quantity of steel as used.
We should lower the stecl consumption by means of popularizing such stecl varietics as hot rolling
strip reinforcing bar at or sbove Grade 1 { 400mpa ) , the high-strength steel plates for all kinds of
purposes, and h-steel, cte.

We should clevate the corrosion resistance and service term of steel by meaus ol applying the oil
well pipes and pipetine steel plates capable of resisting the cerrosion of hydrothion and carbon
dioxide, steel plates and structural steel capable of resisting the corrosion of atmosphere, and fire-
resisting steel.



Article 35 With the increase of the nwmber of iron and stee! products in the market and the recyeling
guantity of wasle steel as well, we should deerease the proportion of iron ares and increase the
proportion of wasled steel.

Chapter IX Other Matters

Article 36 Consultation, designing and construction entities that engage in the iron and steel industry
shall observe the present industrial policies. The relevant industrial associations shali establish a
mechanism of self-discipline and mutual supervision. For any violation of the present industrial
policies, the person and entity as held responsible shall be given punishments by relevant
departments such as the NDRC, the Ministry of Construction and the State Administration of
Industry and Commerce, etc. according 1o the relevant provisions.

The present industrial development policies are the basic requirements for the iron and steel
industry. All relevant departments and industrial asseciations may formulate and revise the refevant
technics] norms and standards according to the present industrial policies.

Article 37 We should regulate the market order and maintain the market stcadiness. The iron and
steel enterprises are encouraged to establish a long-term sirategic alliance with users, stabilize the
supply and demand relations, enhunce the processing and distribution capacity of stecl, and extend
the services thercof.

Article 38 We should give full play to the functions of the industrial associations. The indusirial
associations shall cstablish and improve a periodical information publication system and an
industrial carly-warning system in respect te the supply and demand of the iron and steel market,
production capacity and technical and economic indexes, shall report the industrial trend to the
administrative department of government and set forth policy suggestions in a timely manner,
coordinate the significant matters regarding industrial development, intensify the industrial sclf-
diseipline and offer guidance to the enterprise development.

Article 39 The present industrial policies are published upon the authorization of the State Council
and shall be observed by all the administraiive departments ol the peaple’s governments. For any
construction entity or administrative entity which violates the present pelicies for industrial
development, such departments as supervision, investment, land, industry and commeree, taxation,
qualily inspection, environmental prolection, commerce, finance and securities supervision shalt
investigate into the violations and Aix responsibilitics to the violator.

Article 40 The NDRC shall organize the relevant departinents to formulate and revise the
development poticies for the iron and steel industry, report it 1o the State Council for approval and
supervise the implementation thereof,

Notes:

1. The term “the iron and stecl industry™ as mentioned in the present Development Policies covers:
the selection of iron mines, manganese mines and chromium mines and working techniques and
relevant supporiing techniques such as agglomeration, carbonization, iron alloy, carbon products,
fire-resisting materials, iron smelting, steel rolling and metal products.

2 The term “trans-regional investment”' refers to the investment across different countrics,
provinees, sutonomous regions or municipalitics directly under the Central Government.

3. The term “overscas enterprises™ includes the enterprises that have been registered abread or in the
regions of Hong Kong, Macao or Taiwan.
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The Tenth Five-Year Plan of the Automotive industry and its Development T
|. The Tenth Five-Year Plan of the automotive industry
According to the 10th Five-Year Plan, the general guidelines for developing the
automotive industry in China during the period (2001-2005) is to meet the ever-
increasing needs of the domestic market through opening up and accelerating 'self-
development." The development of relevant spare parts will be regarded as the basis
and economy cars will be the focus of development. The country will try to hasten
product adjustments and upgrades. Large corporations will serve as the backbones,
which will be helpful in realizing the optimization of the structure of the automotive
industry and achieve mass production.
More national technical centers will be set up to enhance technique-innovation and
production-development abilities. Market surroundings will be improved and
management based on the legal system will be strengthened to promote fair
competition. Greater efforts will be made to try to exert comparative advantages and
enhance China's overall competitive ability in the world market.
1. The automotive industry's main tasks during the 10th Five-Year period
(1) China will promote strategic reorganization of the automotive industry and provide
support and direction to cooperations between influencial corporations. Powerfui
corporations will be encouraged and supported to develop further and become bigger
and stronger. Distribution of resources will be optimized and a pattern of large
automobile corporation groups will be established. A supplementary system of auto
parts manufacturing will also be developed to improve competitive ability.
{2) Step by step, China will enhance the independent ability to develop and spread
new products techniques, materials and energy sources actively to encourage the
advancement of techniques, accelerate development of the automotive industry and
upgrade automobile products.
{3) High and new technologies will be employed to develop key automebile spare
parts, which will gain either a comparative advantages or larger developmental
potential, Efforts will be made to enhance the country’s ability to develop new products
and strengthen the competitive ability to realize the simultaneous development of
spare parts with whole vehicles and take part in the internationat division of labor.
{4} A perfectly functioning modern marketing system and sourcing network will be
developed to make use of the resources reasonably and efficiently and to provide the
consumer with all-round services.
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(5) The country will bring out its comparative advantages and strengthen cooperation
with foreign corporations in economy and technique to cultivate its own exceptional
products in the automeotive industry. Efforts will be made to extend the international
market and promote the exporting of China-made automobile products.

2. The automotive industry’'s main targets

Based on the objectives of the 10th Five-Year FPlan from the above-mentioned fasks,
China's automotive industry will achieve the following goals by 2005,

(1) Output volume: The annual output of motor vehicles in China will be around 3.20
miltion, 1.1 million of which will be cars. The industrial added value of motor vehicles in
China will total 130 billion yuan (US$15.66 billion), accounting for about 1 percent of
the Gross Domestic Product. The domestic need for automobiles will nearly be
satisfied. Income from automobile and spare-parts exports will account for 8 percent of
the total.

{2) The structural adjustment of corporations: Two to three large automobile
corporation groups with a competitive world ability will come into being. The sales and
after-sales-services systems of such companies, which reflect international standards,
will be established. More than 70 percent of the domestic market share will be held by
the corporations and some of their products will be exported. Five to 10 large auto
spare-pans corporation groups with a preliminary competitive world ability will alse
appear and 70 percent of the domestic market share will be held by the top three
groups. The corporations' spare-parts export value will account for 20 percent of the
total sales value. Three to four motorcycle corporation groups, also with a competitive
world ability, will also be established.

(3) The adjustment of product structure: The purpose of the adjustment is to increase
the number of cars among alimotor vehicles and heavy and specialized vehicles
among the total number of loading vehicles. The amount of diesel-loading vehicles and
light-diesel passenger cars will also be boosted, and all mid-sized vehicles will be
equipped with diesel engines.

While the production of diesel cars and mini vehicles will be launched, the number of
gas-fueled buses and taxis will also be increased. By 2005, the total numberof cars wili
top 35 percent from 29.2 percent in 2000. The number of diesel vehicles will climb to
about 35 percent from 29.7 percent in 2000. Vehicles powered by substitute fuels will
account for more than 2 percent of the total. The systematic and modularized ability of
spare-parts and increase the number of high-tech spare parts with added value. The
export volume of spare parts will also be increased. At the end of the 10th Five-Year
Plan, gas vehicles with carburetors will no longer be produced.

{4) The adjustment of technical structure: By the end of the 10th Five-Year Plan, the
performance and quality of automaobiles and key spare parts will reach the level of
similar products in the world. The details are as follows:

i. Product safety will be improved greatly. All new large and mid-sized passenger cars
and heavy-duly vehicles will be equipped with an anti-lock braking system (ABS); the
number of cars with ABS and airbags will also be boosted. Equipped with features
designed to minimize damages in head-on collisions, new cars and mini passenger
cars will also be fitted with technology reducing the impact of side collisions.

ii. In non-diesel vehicles, eleclric, closed-loop fuel-supply systems will be popularized
and three-level catalyzed transformation fittings will be introduced;, burning with thin
air, changeable gas levels and straight spraying within the cylinder will also be
widespread. Diesel vehicles will be equipped with oxygenized catalyzed transformation
fittings, and added-pressure techniques, middie cooling and shared diesel-engine rails
will also be adopted.

Gas emissions in new cars, light and mini vehicles, large and mid-sized passenger
cars and mid- to heavy-duty vehicles will meet Euro |l emissions standards, and some
mid- to top-grade cars, as well as large and mid-sized top-grade passenger cars wili
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meet Euro /1l standards. Gas emissions in four-wheel agricultural vehicles will also be
gradually improved and equipped with multiple cylinders that meet Euro | standards.
Gas emissions standards of various vehicles produced around 2010 will reach the
international level.

fii. The utilization coefficient of non-diesel vehicles will be improved. Gas consumption
per every 100 miles will also be decreased by an average 10 percent. The reduced
consumption levels of cars and light vehicles will range between 5-10 percent and the
corresponding figure for mid and heavy vehicles will be 10-15 percent. The number of
automobiles powered by a substitute fuel will rise so that aufo fuel need and supply in
China can be optimized.

iv. At the end of the Tenth Five-Year Plan, two to three of the nation's whole vehicle-
development centers will be set up. Chinese corporations must play a major role in the
development of loading vehicles. The development of cars can be realized via a
cooperation between Chinese and foreign corporalions, and China should be capable
to develop economical cars with independent intellectual property rights that can
compele in the world market. Six to eight national development centers for spare parts
wili be also be set up to meet the need of expanding whole-vehicle manufacturers.

. The development of the domestic automotive industry

According to the National Bureau of Statistics, the total number of auto-manufacturing
corporations in China was 5,228 in 2000. Among them 119 were whole-vehicle
producers, 780 were re-equipped-vehicle producers and 143 were motorcycle
producers. Staff members totaled about 1,465,000 and the net value of fixed assets
was about 163.3 billion yuan. By the end of 2000, total assets were valued at about
564.2 billion yuan. The annual output of the entire automobile-manufacturing industry
was about 2,069,000 units in 2000 with a sales volume of 2,089,000, ranking eighth in
the world. The number of finished preducts in storage totaled 186,000 at the end of
2000 with a total output value of 371 billion yuan and sales value of 391 billion yuan.

Among the 119 whole-vehicle producers, there were nine corporations whose
individual output totaled more than 100,000 units (total output was 1,652,000,
accounting for 79.9 percent of the total); four corporations had an individual output of
more than 200,000 {total output was 1,090,000, accounting for 52.7 percent of the
total). Corporations with an individual output of more than 100,000 units were FAW
Group, with an annual output of 424,000; Shanghai Volkswagen Automotive Co Lid,
with 253,000; Dong Feng Motor Corp, with 211,000); Chang'an Automobile Co Ltd,
with 203,000, Beijing Automotive Industry Group Co, with 125,000; Hafei Motor Co Ltd,
with 122,000; Liuzhou Wuling Automobile Co Ltd, with 112,000; Changhe Airplane
Industry Co, with 103,000; and Tianjin Automaotive Industry Corporation, with 102,000.

Among the 2,069,000 automobiles produced in 2000 83.1 percent were passenger
vehicles. Detailed information regarding the sales and production of different vehicles
is as follows:

1. Heavy-loading vehicles: There are 19 corporations in total with an output and the
sales volume of 82,000 and 83,000 units respectively. The market share of five
corperations — Dong Feng Motor Corp, FAW Group Corporation of China, Sichuan
Automobile Co, Shanxi Automobile Co and Chongqging Automobile Co — is 97.1
percent. FAW's market share is 58.9 percent.

2, Middle-loading vehicles: There are 11 corporations in total with an output and sales
volume of 154,000 and 163,000 units respectively. FAW's and Dong Feng's market
shares are 47.4 and 46.6 percent respectively.

3. Light-loading vehicles: There are 46 corporations in total with an output and sales
volume of 391,000 and 397,000 units respectively. Beijing Automotive's market share
is 25.2 percent, ranking first among its domestic counterparts.

4. Mini vehicles: There are 11 corporations in total with an output and sales volume of
138,000 and 132,000 units respectively. Liuzhou Wuling's market share is 41.7
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percent, ranking first among its domestic counterparts. Chang'an Automobile is in
second place with a market share of 31 percent.

5. Large passenger cars: There are 14 corporations in total with an output and sales
volume of 7,953 and 7,743 respectively. Dong Feng's and Liaoning Huanghai's total
market share is 36.8 percent, with an output and sales volume of over 1,000 units
each.

6. Mid-sized passenger cars: There are 17 corporations in total with an output and
sales volume of 36,000 units. FAW's market share is 34.2 percent, ranking first its
domestic counterparts. Dong Feng, Jiangsu Yaxing, Changzhou Changjiang and
{iaoning Huanghai also have relatively high market shares.

7. Light passenger cars: There are 51 corporations in total with an output and sales
volume of 248,000 units. FAW, Yue Jin Co and Hefei Jianghuai Co are the top three
companies in terms of market share,

8. Mini passenger cars: There are eight corporations in total with an output and sales
volume of 408,000 and 420,000 units respectively. Hafei Motor Co Lid's market share
is 27.3 percent, ranking first among its domestic counterparts. The second is Chang'an
Automobile Co Lid, whose market share is 24.6 percent, followed by Changhe Airplane
Co at 21.5 percent.

9. Saloon cars: There are 13 corporations in total with an output and sales volume of
605,000 and 613,000 respectively, Shanghai Volkswagen Automotive Co Ltd's market
share is 36.3 percent, ranking first among its domestic counterparts. The second is
FAW , whose market share is 18.2 percent, followed by Tianjing Automotive Industry
Corporation at 14.7 percent. Shenlong ranks fourlth with a market share of 8.5 percent
followed by Chang'an at 7.7 percent. Major market brands include the Santana, Xialli,
Jetta, FuKang and Chang'an Aotuo.

In 2002, the automeotive industry's output was 3.4774 million units — an increase of
38.5 percent over the previous year. From that figure, loading vehicle, passenger car
and Saloon output was 1.2453 million, 0.9171 million and 1.0624 million units
respectively -- an increase of 35, 27.2 and 52.8 percent respectively over the previous
year.

From January to November 2002, the total production value in the automotive industry
reached 624.829 billion yuan, climbing 32.87 percent over the same period in 2001;
sales value and profits amounted to 611.808 billion and 40.806 billion yuan
respectively - up 33.25 and 68.2 percent over the same period in the previous year.

During January-May 2003, the output volume of the automotive industry was 1.7756
million units — a hike of 32.1 percent over the previous year. From that figure, loading
vehicle, passenger car and Saloon oulput was 0.5078 million, 0.4323 million and
0.7242 million units respectively — rising 0.9, 11.9 and 105 percent respectively over
the same period in 2002.

During January-February 2003, the preduction value of the automotive industry tolaled
118.6 billion yuan calculated at the current value — an increase of 56 percent over the
same period in 2002.
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TRADE SUMMARY

The U.S. goods trade deficit with China was $201.6 billion in 2005, an increase of $40 billion
from $161.9 billion in 2004. U.S. goods exports in 2005 were $41.8 billion, up 20 percent from
the previous year. Corresponding U.S. imports from China were $243.5 biilion, up 24 percent.
China is currently the 4" largest export market for U.S. goods.

U.S. exports of private commercial services (i.e., excluding military and government) to China
were $7.2 billion in 2004 (latest data available), and U.S. imports were $5.6 billion. Sales of
services in China by majority U.S.-owned affiliates were $3.8 billion in 2003 (latest data
available), while sales of services in the United States by majority China-owned firms were not
available in 2003 ($321 million in 2002).

The stock of U.S. foreign direct investment (FDI) in China in 2004 was $15.4 billion, up from
$11.5 billion in 2003. U.S. FDI in China is concentrated largely in the manufacturing, wholesale,
and mining sectors.

Since joining the WTO in December 2001, China has taken steps to implement its numerous
WTO commitments. With most of China’s key commitments scheduled to be phased in fully by
December 2004, this past year provided a first critical glimpse at what to expect of China as a
WTO member with its full range of commitments in place. At this point, however, China’s
implementation work is still incomplete. While China has made important progress in
implementing specific commitments and in adhering to the ongoing obligations of a WTO
member, there are still serious problems in some important areas, especially in the enforcement
of intellectual property rights (IPR). Many of the shortfalls in China’s WTO compliance efforts
seem to stem from China’s incomplete transition from being a state-planned economy. China
has not yet fully embraced the key WTO principles of market access, non-discrimination and
national treatment, nor has China fully institutionalized market mechanisms and made its trade
regime predictable and transparent. Although China implemented some key reforms, it
continued to use an array of industrial policy tools in 2005 to promote or protect favored sectors
and industries, and these tools at times collide with China’s WTO obligations.

The Administration utilized high-level engagement, expert-to-expert discussions and WTO
mechanisms to address the problems that arose and, in particular, initiated a comprehensive new
strategy for obtaining improvements in China’s IPR enforcement. Many of these efforts
culminated in a meeting of the Joint Commission on Commerce and Trade (JCCT) in July 2005,
co-chaired by Vice Premier Wu Yi on the Chinese side and Secretary of Commerce Gutierrez
and United States Trade Representative Portman on the U.S. side. That meeting achieved
measured progress on a range of concerns, but it fell short of realizing the many win-win
outcomes of the previous JCCT meeting, held in April 2004. Nevertheless, China did agree to
take several specific actions in support of its WTO commitment to significantly reduce IPR
infringement levels, to initiate technical consultations with WTO members to accelerate its
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efforts to join the WTO Government Procurement Agreement and to schedule
telecommunications and insurance dialogues to discuss market access issues in those sectors.
While U.S. stakeholders generally hold the view that China’s economic reforms have improved
the climate for U.S. exporters and investors, serious challenges remain, and many U.S.
businesses are still not able to maximize their opportunities in the Chinese market. Areas that
continue to generate significant problems include inadequate enforcement of laws, particularly in
the IPR area, industrial policies, services, agriculture and an overall lack of transparency in the
regulatory environment.

In the IPR area, while China has made noticeable improvements to its framework of laws and
regulations, the lack of effective 1PR enforcement remains a major challenge. Building on its
engagement with China at the April 2004 JCCT meeting, the United States took several
aggressive steps in 2005 in an effort to obtain meaningful progress. First, the United States
conducted an out-of-cycle review under the Special 301 provisions of U.S. trade law. At the
conclusion of this review in April 2005, the Administration elevated China to the Special 301
“Priority Watch” list and set forth a comprehensive strategy for addressing China’s ineffective
IPR enforcement regime, which included the possible use of WTO mechanisms, as appropriate.
The United States immediately began to pursue this strategy during the run up to the July 2005
JCCT meeting, and China subsequently agreed to take a series of specific actions designed to
increase criminal prosecutions of IPR violators, improve enforcement at the border, combat
piracy of movies, audio visual products and software, address Internet-related piracy and assist
small and medium-sized U.S. companies experiencing China-related [PR problems, among other
things. Because lack of transparency on IPR infringement levels and enforcement activities in
China has hampered the United States’ ability to assess the effectiveness of China’s efforts to
improve IPR enforcement since the April 2004 JCCT meeting, the United States also submitted a
transparency request to China under Article 63.3 of the TRIPS Agreement in Qctober 2005, The
1J.S. request, made in conjunction with similar requests by Japan and Switzerland, seeks detailed
information from China on its IPR enforcement efforts over the last four years.

China has also increasingly resorted to industrial policies that limit market access by non-
Chinese origin goods or rely on substantial government resources to support increased exports.
The objective of these policies seems to be to support the development of Chinese industries by
effectively mandating local content of products that are higher up the economic value chain than
the industries that make up China’s current labor-intensive base, or simply to protect less-
competitive domestic industries. In 2005, examples of these industrial policies are readily
evident. They include the issuance of regulations on automotive parts tariffs that discourage the
use of imported parts, the telecommunications regulator’s interference in commercial
negotiations over royalty payments to intellectual property rights holders in the area of 3G
standards, the pursuit of unique national standards in many areas of high technology that could
lead to the extraction of technology or intellectual property from foreign rights holders, draft
government procurement regulations mandating purchases of Chinese-produced software, a new
steel industrial policy that calls for the state’s management of nearly every major aspect of
China’s steel industry, continuing export restrictions on coke, and excessive government
subsidization benefiting a range of domestic industries in China. Some of these policies may
raise concerns with respect to China’s WTO commitments in the areas of market access, national
treatment, subsidies disciplines and technology transfer, among others.
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In the area of services, concerns in many sectors remain, largely due to arbitrary and non-
transparent policies, delays in the issuance of regulatory measures, and China’s use of entry
threshold requirements that exceed international norms. Indeed, Chinese regulatory authorities
continue to frustrate efforts of U.S. providers of distribution, direct selling, franchising,
insurance, construction and engineering, telecommunications and other services to achieve their
full market potential in China.

In the area of agriculture, while the United States was able to reach agreement on and initial a
Memorandum of Understanding in July 2005 to facilitate cooperation on animal and plant heaith
safety issues and improved U.S. access to China’s markets for agricultural commodities,
agricultural trade with China remains among the least transparent and predictable of the world’s
major markets. Capricious practices by Chinese customs and quarantine officials can delay or
halt shipments of agricultural preducts into China, while sanitary and phytosanitary (SPS)
standards with questionable scientific bases and a generally opaque regulatory regime frequently
bedevil traders in agricultural commodities.

Transparency concerns cut across sectors, as China’s various regulatory regimes continue to
suffer from systemic opacity, frustrating efforts of foreign — and domestic — businesses to
achieve the potential benefits of China’s WTO accession. Although China has taken steps to
improve transparency across a wide range of national and provincial regulatory authorities,
particularly at the Ministry of Commerce (MOFCOM), many other ministries and agencies have
made less than impressive efforts to improve their transparency.

Overall, while China has a more open and competitive economy than 25 years ago, and China’s
WTO accession has fed to the removal of many trade barriers, there are still substantial barriers
to trade that have yet to be dismantled. The central government continues to implement
industrial policies and protect noncompetitive or emerging sectors of the economy from foreign
competition. In many sectors, import barriers, opaque and inconsistently applied legal
provisions, and limitations on foreign direct investment often combine to make it difficult for
foreign firms to operate in China. In addition, some ministries, agencies and government-
sponsored trade associations have renewed efforts to erect new technical barriers to trade.
Meanwhile, many provincial governments at times have strongly resisted reforms that would
eliminate sheltered markets for local enterprises or reduce jobs and revenues in their
jurisdictions, although they have also supported market access for other foreign investors that do
not pose a threat to local vested interests.

If China is to complete the implementation of its WTO commitments and institutionalize market-
oriented reforms, it will need to eliminate mechanisms that allow government officials to
intervene in the Chinese economy in a manner that is inconsistent with market principles.
Despite its remarkable transformation over the past quarter century, China continues to suffer
from its command economy legacy. As a result, Chinese economic policy-making often operates
in a way that prevents U.S. businesses from achieving their full potential in the China market.
As U.S. expectations shift from the establishment of basic regulations and implementation of
specific WTO commitments to measurable improvements in market access for U.S. products and
services, there will be decreasing tolerance for Chinese efforts to protect domestic industries.
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In early 2006, the Administration completed a USTR-led interagency “top-to-bottom” review of
the United States’ China trade policy. Recognizing the importance of the United States’ trade
relationship with China and the challenges that confront the United States in that relationship, the
Administration issued a report concluding that the United States is entering an important new
phase in its relationship with China. While U.S. trade policy for the past 20 years had been
focused principally on encouraging market-based reforms and bringing China into the
international trading system, the report explained that the end of China’s transition period as a
new WTO member was drawing near, and it recommended that U.S. trade resources and
priorities should be readjusted to meet new challenges. Specifically, in addition to strengthening
the United States’ current focus on China’s WTO compliance and adherence to international
norms, the report urged that more focus be put on ensuring that: (1) the bilateral trade
relationship offers more balanced opportunities and is equitable and durable; (2) U.S. trade
policymaking is more proactive and informed by more comprehensive information regarding
China’s economic trends and developments and stronger coordination within the Executive
branch and between the Executive and Congressional branches; (3) China participates more fully
in the global trading system as a responsible trading partner; and (4) the U.S. remains an active
and influential economic and trading power in the Asia Pacific region. Based on the results of
the interagency review, the Administration committed to take a series of actions to help ensure
that the United States is best positioned to meet its key China trade objectives. Among other
things, the Administration committed: (1) to expand USTR’s trade enforcement capacity; (2) to
expand USTR’s capability to obtain and process comprehensive, forward-looking information
about the U.S.-China trade relationship; (3) to expand U.S. trade resources in Beijing; (4) to
strengthen interagency coordination and the Executive-Congressional partnership on China
trade; and (5) to increase coordination with other trading partners on China trade issues. The
Administration also committed to strengthen, expand and increase the effectiveness of the U.S .-
China dialogue on needed structural economic reforms and numerous specific issues, such as
standards and SPS issues, China’s subsidies practices, financial services, telecommunications
services, labor, environmental protection, and transparency and the rule of law, among other
issues.

IMPORT REGULATION

Prior to its WTO accession in December 2001, China restricted imports through high tariffs and
taxes, quotas and other non-tariff measures, and restrictions on trading rights. Beginning in
2002, its first year in the WTO, China significantly reduced tariff rates on many products and the
number of goods subject to import quotas, expanded trading rights for Chinese enterprises, and
increased the transparency of its licensing procedures. Since then, China has continued to make
progress by implementing fariff reductions on schedule, phasing out import quotas and
expanding trading rights for foreign enterprises and individuals, although some serious problems
remain, such as China’s tariff treatment of imported automotive parts.
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Trading Rights

Prior to its WTO accession, China restricted the types and numbers of entities with the right to
trade. Only those domestic and foreign firms with trading rights could impert goods into, or
export goods out of, China. Restrictions on the type and number of firms with trading rights
contribute to systemic inefficiencies in China’s trading rights system and create substantial
incentives to engage in smuggling and other corrupt practices.

Liberalization of China’s trading rights system had been proceeding gradually since 1995. The
pace accelerated in 1999 when MOFCOM’s predecessor, the Ministry of Foreign Trade and
Economic Cooperation (MOFTEC), announced new guidelines allowing a wide variety of
Chinese firms with annual export volumes valued in excess of $10 million to register for trading
rights. In August 2001, China extended this regulation to allow foreign-invested firms to export
their finished products. Import rights of foreign-invested firms were still restricted to the
importation of inputs, equipment and other materials directly related to their manufacturing or
processing operations. Firms and individuals without trading rights, including foreign-invested
firms with a manufacturing presence in China seeking to import products made outside of China,
were required to use a local agent.

In its WTO accession agreement, China committed to substantial liberalization in the area of
trading rights. Specifically, China committed to eliminate its system of examination and
approval of trading rights and to make full trading rights automatically available to all Chinese
enterprises, Chinese-foreign joint ventures, wholly foreign-owned enterprises and foreign
individuals, including sole proprietorships, within three years of its accession, or by December
11, 2004, which was the same deadline for China to eliminate most restrictions in the area of
distribution services. China further committed to expand the availability of trading rights
pursuant to an agreed schedule during the first three years of its WTO membership.

Although China did not fully adhere to the agreed phase-in schedule in some instances, it has put
in place a registration system implementing the required liberalization of trading rights, both for
Chinese enterprises and for Chinese-foreign joint ventures, wholly foreign-owned enterprises
and foreign individuals, including sole proprietorships. This liberalization is reflected in China’s
revised Foreign Trade Law, issued in April 2004 by the National People’s Congress. It provides
for trading rights to be automatically available through a registration process for all domestic and
foreign entities and individuals, effective July 1, 2004, almost six months ahead of the scheduled
full liberalization required by China’s accession agreement. In June 2004, MOFCOM issued
implementing rules setting out the procedures for registering as a foreign trade operator. U.S.
companies have reported few problems with the new trading rights registration process, although
China’s slow progress in implementing related distribution services commitments has made
these new rights less meaningful for some U.S. companies.

In December 2004, as required by its WTO accession agreement, China also ended its practice of
granting import rights or export rights for certain products — steel, natural rubber, wools, acrylic
and plywood — only to designated enterprises. Any domestic or foreign enterprise or individual
can now trade in these products.
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Consistent with the terms of China’s WTO accession agreement, the importation of some goods,
such as petroleum and sugar, is still reserved for state trading enterprises. In addition, for goods
still subject to tariff-rate quotas such as grains, cotton, vegetable oils and fertilizers, China
reserves a portion of the in-quota imports for state trading enterprises, while it committed to
make the remaining portion (ranging from 10 percent to 90 percent depending on the
commodity) available for importation through non-state traders. In some cases, the percentage
available to non-state traders increases annually for a set number of years.

Meanwhile, China has not yet implemented its trading rights commitments insofar as they relate
to the importation of books, newspapers and magazines. Under the terms of China’s accession
agreement, China’s trading rights commitments apply fully to books, newspapers and magazines,
as they are not among the products for which China reserved the right to engage in state trading.
As a result, trading rights for books, newspapers and magazines should have been automatically
available to all Chinese enterprises, Chinese-foreign joint ventures, wholly foreign-owned
enterprises and foreign individuals as of December 11, 2004. Nevertheless, China continues to
wholly reserve the right to import books, newspapers and magazines 1o state trading enterprises.

China has also not yet implemented its trading rights commitments insofar as they relate to the
importation of pharmaceuticals. Even though China’s accession agreement creates no exception
for pharmaceuticals, and trading rights should have been automatically available to foreign
pharmaceutical companies as of December 11, 2004, China still requires foreign pharmaceutical
companies to hire Chinese importers to bring their finished products into the country (and it also
requires them to sell their finished products through Chinese wholesalers).

Import Substitution Policies

Throughout the 1990s, China gradually reduced formal import substitution policies. In its WTO
accession agreement, China committed that it would not condition import or investment
approvals on whether there are competing domestic suppliers or imposes other performance
requirements. In anticipation of this commitment, China enacted legal changes in 2000 and 2001
to eliminate local content requirements for foreign investments. Under the prevailing rules,
however, investors are still “encouraged” to follow some of the formerly mandated practices.
Instances in which the Chinese Government has reportedly pursued import substitution or similar
policies are described below.

Corporate Tax Deductions to Foreign-Invested Firms

The State Administration for Taxation (SAT) in May 2005 issued Circular No. 488/2005 that
allows foreign-invested firms to deduct the costs of domestic-manufactured equipment from their
corporate income taxes. According to the notice, equipment manufactured in China is eligible
for the tax deduction but equipment assembled in China from imported parts is not eligible.

Automotive Parts

Before China’'s WTO accession, China’s automobile industrial policy offered significant
advantages for foreign-invested factories using high-levels of local content. In 2001, in
anticipation of China’s new obligations as a WTO Member, the State Economic and Trade
Commission (SETC) issued Bulletin No.13, which provided that the preferential policy for
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automobile localization rates would be cancelled upon China’s WTO accession. However, U.S.
automobile manufacturers reported that some local government officials continued to require
local content and cited the old automobile industrial policy’s standards. China also committed to
issue a revised automotive industrial policy within two years of its WTO accession, or by
December 11, 2003, but missed this deadline. In May 2004, China issued a new automobile
industrial policy. It included provisions discouraging the importation of auto parts and
encouraging the use of domestic technology. It also included a number of vague provisions,
such as in the area of complete knocked-down automotive kits, whose implementation will
warrant close scrutiny.

In 2005, China issued measures implementing the new automobile industrial policy. One
problematic measure is the Measures on the Importation of Parts for Entire Automobiles, which
was issued by the National Development and Reform Commission (NDRC) in February 2005
and became effective in April 2005. These new rules require manufacturers in China to register
the parts they use in the assembly of new automobiles, and if the number or value of imported
‘parts exceeds specified thresholds, China’s General Administration of Customs will apply the
tariff rate assessed a complete automobile on each of the various imported parts rather than the
tariff rate applicable to an individual part. China’s bound and applied tariff rates for complete
automaobiles are significantly higher than the tariff rates for imported auto parts. The new rules
appear to improperly condition tariff treatment on local content and to result in the imposition of
a tariff on automotive parts in excess of the bound rate.

Steel

China issued a new Steel and Iron Industry Development Policy in July 2005. Although many
aspects of this new policy have not yet been implemented, it still includes a host of objectives
and guidelines that raise serious concerns. For example, this policy appears to discriminate
against foreign equipment and technology imports. Like other measures, this policy encourages
the use of local content by calling for a variety of government financial support for steel and iron
projects utilizing newly developed domestic equipment. Even more troubling, however, it calls
for the use of domestically produced steel-manufacturing equipment and domestic technologies
whenever domestic suppliers exist, apparently in contravention of the commitment in China’s
accession agreement not to condition the right of investment or importation on whether
competing domestic suppliers exist.

Semiconductors

China’s 10th Five-Year Plan calls for an increase in Chinese semiconductor output from $2
biilion in 2000 to $24 billion in 2010. In pursuit of this policy, China has attempted to encourage
the development of China’s domestic integrated circuit (IC) industry through, among other
things, discriminatory VAT policies. In particular, through a series of measures, China has
provided for the rebate of a substantial portion of the 17 percent VAT paid by domestic
manufacturers on their locally produced ICs. China, meanwhile, charged the full 17 percent
VAT on imported ICs, unless they were designed in China. After bilateral meetings on this issue
failed to yield a change in China’s policy, in March 2004, the United States filed the first and to
date only WTO case against China. In the ensuing consultations, China signaled its willingness

FOREIGN TRADE BARRIERS
-98-



to discuss a possible resolution. In July 2004, the United States and China reached a settlement
in which China agreed to immediately cease certifying new Chinese IC manufacturers or
products as eligible for the VAT rebate and to issue the necessary regulations to eliminate the
VAT rebate entirely by November 1, 2004, with an effective date no later than April 1, 2005.
China also agreed to repeal the relevant implementing rules that had made VAT rebates available
for ICs designed in China but manufactured abroad by September 1, 2004, with an effective date
no later than October 1, 2004. China followed through on each of these agreed steps in a timely
manner, and the two sides notified the WTO in October 2005 that their dispute had been
satisfactorily resolved. Nevertheless, the United States continues to monitor closely new
financial support that China is making available to its domestic producers for consistency with
the WTO Subsidies Agreement’s disciplines.

Fertilizer

In 2001, China began exempting all phosphate fertilizers except diammonium phosphate (DAP)
from the VAT. DAP, a product that the United States exports to China, competes with other
phosphate fertilizers produced in China, particularly monoammonium phosphate. Both the
United States Government and U.S. producers have complained that China has employed its
VAT policies to benefit domestic fertilizer production.

Telecommunications Equipment

There have been continuing reports of Ministry of Information Industry (MII) and China
Telecom adopting policies to discourage the use of imported components or equipment. For
example, MII has reportedly still not rescinded an internal circular issued in 1998 instructing
telecommunications companies to buy components and equipment from domestic sources.

Tariffs and Other Import Charges

Under the terms of its WTO accession, China committed to substantial annual reductions in its
tariff rates, with most of them taking place within five years of China’s WTO accession. The
largest reductions took place in 2002, immediately after China acceded to the WTO, when the
overall average tariff rate fell from over 15 percent to 12 percent.

China’s post-WTO accession tariff rates are “bound,” meaning that China cannot raise them
above the bound rates without “compensating” WTO trading partners, i.e., re-balancing tariff
concessions or, in accordance with WTO rules, being subject to withdrawal of substantially
equivalent concessions by other WTO members. “Bound” rates give importers a more
predictable environment. China may also apply tariff rates significantly lower than the WTO-
required rate, as in the case of goods that the government has identified as necessary to the
development of a key industry. For example, China’s Customs Administration has occasionally
announced preferential tariff rates for items that benefit key economic sectors, in particular for
the automotive, steel and chemical industries.

China’s WTO accession commitments are having a dramatic effect on tariffs for many products
of interest to the United States. As in prior years, China implemented its scheduled tariff
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reductions for 2005 on schedule. These tariff reductions further increased market access for U.S.
exporters in a range of industries, as China continued the process of reducing tariffs on goods of
greatest importance to U.S. industry from a base average of 25 percent (in 1997) to 7 percent
over a period of five years, running from January 1, 2002, while it made similar reductions
throughout the agricultural sector (see the Agriculture section below). The reductions made on
January 1, 2005, involved a range of sectors, including motor vehicles and motor vehicle parts,
office machinery, large appliances, furniture and chemicals, and contributed to another
significant increase in U.S. exports, which rose approximately 17 percent from January through
Septernber 2005, when compared to the same time period in 2004.

In one of its more significant tariff initiatives, China continued its participation in the
Information Technology Agreement (ITA), which requires the elimination of tariffs on
semiconductors and semiconductor manufacturing equipment, computers and computer parts,
software, telecommunications equipment, computer-based analytical instruments and other
information technology products. China began reducing and eliminating these tariffs in 2002
and continued to do so in the ensuing years, achieving the elimination of all ITA tariffs on
January 1, 2003, as tariffs on ITA products dropped to zero from a pre-WTO accession average
of 13.3 percent. U.S. exports of ITA goods continued to perform well in 2005, as they were
projected to exceed $5 billion by the end of the year, although they did decrease by 12 percent
from January through September 2005, when compared to the same time period in 2004,

China also continued its timely implementation of another significant tariff initiative, the WTO's
Chemical Tariff Harmonization Agreement, U.S. chemical exports covered by this agreement
increased by 36 percent from January through September 2005 and were projected to reach $5.8
billion by the end of the year, well above 2004's healthy total of $4.7 billion.

Meanwhile, exports of some bulk agricultural commodities have increased dramatically in recent
years, particularly cotton and wheat, while exports of soybeans continued to perform strongly,
totaling $1.2 billion for the first nine months of 2005. Exports of forest products such as [umber
performed strongly, increasing by 26 percent for the first nine months of 2005, with a projected
year-end total of $477 million. Fish and seafood exports, after having increased from $119
million in 2001 to $135 million in 2002, and then to $176 million in 2003 and $258 million in
2004, rose by another 41 percent in the first nine months of 2005 and were projected to reach
$363 million by the end of the year. Meanwhile, exports of consumer-oriented agricultural
products increased by only 4 percent from January through September 2005, when compared to
the same period in 2004, although they were still projected to exceed $500 million by the end of
-the year.

However, China still maintains high duties on some products that compete with sensitive
domestic industries. For example, the tariff on large motorcycles will only fall from 60 percent
to 45 percent. Likewise, most video, digital video and audio recorders and players still face
duties of around 30 percent. Raisins face duties of 35 percent.

Tariff Classification

Chinese customs officers have wide discretion in classifying a particular import. While foreign
businesses might at times have benefited from their ability to negotiate tariff classification into
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tariff categories with lower import duty rates, lack of uniformity makes it difficult to anticipate
border charges.

Recent foreign and joint venture auto manufacturing entrants to the Chinese market complain
about disparate treatment under tariff classification rules. They are less able than domestic
manufacturers and the early joint venture entrants to assemble cars with locally manufactured
components, and their knock-down kits imported for assembly in China are more likely to be
classified as complete vehicles than are the kits imported by domestic manufacturers and the
early joint venture entrants.

Customs Valuation

In January 2002, shortly after acceding to the WTO, China's Customs Administration issued the
Measures for Examining and Determining Customs Valuation of Imported Goods. This measure
addressed the inconsistencies that had existed between China's customs valuation methodologies
and the Agreement on Customs Valuation.

The Customs Administration subsequently issued the Rules on the Determination of Customs
Value of Royalties and License Fees Related to Imported Goods, effective July 2003. This
measure was intended to clarify provisions of the January 2002 measure that address the
valuation of royalties and license fees. In addition, by December 11, 2003, China had issued a
measure on interest charges and a measure requiring duties on software to be assessed on the
basis of the value of the underlying carrier medium, meaning, for example, the floppy disk or
CD-ROM itself, rather than based on the imputed value of the content, which includes, for
example, the data recorded on a floppy disk or CD-ROM.

Nevertheless, China has not uniformly implemented these various measures. U.S. exporters
continue to report that they are encountering valuation problems at many ports. For example,
even though the January 2002 and July 2003 measures provide that imported goods normally
should be valued on the basis of their transaction price, meaning the price the importer actually
paid, nearly four years later, many Chinese customs officials are still improperly using "reference
pricing,” which usually results in a higher dutiable value. In 2005, China appeared to continue
its efforts to eliminate the use of "reference pricing," although it still occurs at many ports.

In addition, some of China's customs officials are reportedly not applying the provisions in the
January 2002 and July 2003 measures as they relate to software royalties and license fees.
Following their pre-WTO accession practice, these officials are still automatically adding
royalties and license fees to the dutiable value (for example, when an imported personal
computer includes pre-installed software), even though China's July 2003 measure expressly
directs them to add those fees only if they are import-related and a condition of sale for the goods
being valued. While some improvement appears to have taken place with regard to the valuation
of royalties and license fees since the issuance of the July 2003 measure, that measure has not led
to uniform, WTO-consistent implementation by China's customs officials in this area.
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Beginning in 2004, U.S. exporters also complained about the Customs Administration's handling
of imports of digital media that contain instructions for the subsequent production of multiple
copies of products such as DVDs. The Customs Administration has been inappropriately
assessing duties based on the estimated value of the yet-to-be-produced copies.

Rules of Origin

In September 2004, nearly three years after China acceded to the WTO, the State Council finally
issued the regulations intended to bring China's rules of origin into conformity with WTO rules
for import and export purposes. These regulations took effect on January 1, 2005, although
necessary implementing rules are still being drafted. Nevertheless, importers have not reported
problems stemming from inappropriate application of rules of origin.

Border Trade

China’s border trade policy continues to generate MFN and other concerns. China provides
preferential import duty and VAT treatment to certain products, often from Russia, apparently
even when those products are not confined to frontier traffic as envisioned by Article XXIV of
GATT 1994. China addressed some of these concerns in 2003 when it eliminated preferential
treatment for boric acid and 19 other products. Nonetheless, it appears that large operators are
still able to take advantage of border trade policies to import bulk shipments across China’s land
borders into its interior at preferential rates. In addition, U.S. industry reports that China
continues to use border trade policies to provide preferential treatment for Russian timber
imports, to the detriment of U.S. timber exporters.

Antidumping, Countervailing Duty and Safeguard Measures

Since acceding to the WTO, China has emerged as a significant user of antidumping measures,
with a total of 67 antidumping measures covering 19 countries currently in place and 42
antidumping investigations in progress. China continued to actively apply its antidumping law in
2005, initiating several new investigations, four of which involved U.S. exports. Chemical
products remain the most frequent target of Chinese antidumping actions.

Most of the rules and regulations used by MOFCOM to conduct its antidumping investigations
were issued as provisional measures by MOFCOM’s predecessor agencies — MOFTEC and the
State Economic and Trade Commission — shortly after China acceded to the WTQ. While these
measures generally represent good-faith efforts to implement the relevant WTO commitments
and to improve China’s pre-WTO accession measures, they also contain vague language, have
gaps in areas of practice and allow inordinate discretion. Meanwhile, China’s handling of
antidumping investigations and reviews continues to raise concerns in key areas such as
transparency and procedural fairness. Concerns with transparency, including access to
information, arc especially acute with regard to the injury portion of investigations.

To date, China has not initiated a countervailing duty investigation. China’s only safeguard
measure was removed at the end of 2003 after being in place for less than two years.
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The Supreme People’s Court has issued a judicial interpretation covering the review of
antidumping and other trade remedy decisions. To date, however, judicial review of these types
of decisions remains untested.

In one antidumping investigation involving imports of kraft linerboard from the United States,
following an affirmative final determination and the imposition of antidumping duties in
September 2005, the affected U.S. exporters filed for administrative reconsideration with
MOFCOM in which it raised concerns with various aspects of the final determination,
particularly the injury finding. Immediately after the United States notified China that it also
intended to commence dispute settlement at the WTO, MOFCOM issued a decision repealing the
antidumping order.

Non-Tariff Barriers

China’s WTO accession agreement obligated China to address many of the non-tariff barriers it
had historically used to restrict trade. For example, China is obligated to phase out its import
quota system, apply international norms to its testing and standards administration, remove local
content requirements, and make its licensing and registration regimes transparent. At the
national level, China made progress following its WTO accession in reforming its testing system,
revising regulations requiring local content, and improving overall regulatory transparency,
including in the licensing area. Despite this progress, however, as China’s trade liberalization
efforts moved forward, some non-tariff barriers remained in place and others were added.

Four years after China’s WTO accession, many U.S. industries complain that they face
significant non-tariff barriers to trade, which are discussed in more detail in various sections
below. These barriers include, for example, regulations that set high thresholds for entry into
service sectors such as banking, insurance and telecommunications, selective and unwarranted
inspection requirements for agricultural imports and the use of questionable sanitary and
phytosanitary measures to control import volumes. Many U.S. industries have also complained
about China’s manipulation of technical regulations and standards to favor domestic industries.

Import Quotas

In the past, China often did not announce import quota amounts or the process for allocating
import quotas. China set import quotas through negotiations between central and local
government officials at the end of each year, Import quotas on most products were eliminated or
are scheduled for phase-out under the terms of China’s WTO accession. China’s accession
agreement required China to eliminate existing import quotas for the top U.S. priority products
upon accession and phase out remaining import quotas, on industrial goods such as air
conditioners, sound and video recording machines, color TVs, cameras, watches, crane lorries
and chassis, and motorcycles, by January 1, 2005. While China’s post-WTO accession import
quota system was beset with problems, China did fully adhere to the agreed schedule for the
elimination of all of its import quotas, the last of which China eliminated on January 1, 2005.
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Tariff-Rate Quotas

In 1996, China claimed to have introduced a tariff-rate quota (TRQ) system for imports of wheat,
corn, rice, soy oil, cotton, barley, and vegetable oils. The quota amounts were not publicly
announced, application and allocation procedures were not transparent, and importation occurred
through state trading enterprises. China later introduced a TRQ system for fertilizer imports.
Under these TRQ systems, China places quantitative restrictions on the amount of these
commodities that can enter at a low “in-quota” tariff rate; any imports over that quantity are
charged a prohibitively high duty.

As part of its WTO accession commitments, China was to establish large and increasing TRQs
for imports of wheat, corn, rice, cotton, wool, sugar, vegetable oils, and fertilizer, with most in-
quota duties ranging from | percent to 9 percent. Each year, a portion of each TRQ is to be
reserved for importation through non-state trading entities. China’s accession agreement sets
forth specific rules for administration of the TRQs, including increased transparency and
reallocation of unused quotas to end-users that have an interest in importing.

For the first two years after China’s WTO accession, China’s implementation of its TRQ systems
generated numerous complaints from foreign suppliers, with the most serious problems being
lack of transparency, sub-divisions of the TRQ, small allocation sizes and burdensome licensing
procedures. Repeated engagement by U.S. officials led regulatory and operational changes by
NDRC for shipments beginning January 1, 2004. Key changes included the elimination of
separate allocations for general trade and processing trade, the elimination of certain unnecessary
licensing requirements, and the creation of a new mechanism for identifying allocation
recipients. In 2004, improvements in NDRC’s TRQ administration became evident, although
transparency continued to be problematic for some of the commodities subject to TRQs into
2005.

While NDRC was implementing the systemic changes in 2004, exports of some bulk agricultural
commodities from the United States showed substantial increases, largely due to market
conditions. In particular, despite some continuing problems with NDRC's handling of the cotton
TRQs, U.S. cotton exports totaled a record $1.4 billion in 2004. In addition, U.S. wheat exports
totaled $495 million in 2004, as the TRQ allocations for wheat did not appear to act as a limiting
factor. In 2005, U.S. cotton exports totaled $1.4 billion, while U.S. wheat exports declined
significantly to $78 million. The drop in U.S. wheat exports was due to higher production and
lower prices in China, which reduced China’s overall import demand.

Meanwhile, the administration of China’s TRQ system for fertilizer, handled by SETC and
subsequently MOFCOM, has suffered from systemic problems since China’s WTO accession.
By 2003, this system was still operating with insufficient transparency, and administrative
guidance still seemed to be affecting how the allocated quota was used. U.S. fertilizer exports to
China have declined throughout the post-WTO accession period, due in part to the continuing
problems with MOFCOM's administration of the fertilizer TRQ system and in part to increasing
subsidization — and resulting overcapacity — of China's domestic fertilizer industry. U.S.
fertilizer exports to China have gone from $676 million in 2002 to $459 million in 2003 to $306
million in 2004. In 2005, U.S. fertilizer exports to China remained stable, as the figures for
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January through September 2005 showed a slight decrease, totaling $210 million as compared to
$215 million during the same period in 2004.

Import Licenses

In the early 1990s, China began to reduce substantially the number of products subject to import
licensing requirements. With its WTO accession in December 2001, China committed to the fair
and non-discriminatory application of licensing procedures. Among other things, China also
committed upon its WTO accession to limit the information that a trader must provide in order to
receive a license, to ensure that licenses are not unnecessarily burdensome, and to increase
transparency and predictability in the licensing process.

MOFTEC issued new regulations and implementing rules to facilitate licensing procedures
shortly after China’s accession to the WTO. However, license applicants initially reported that
they have had to provide sensitive business details unnecessary for simple import monitoring. In
some sectors, importers also reported that MOFTEC was using a “one-license-per-shipment™
system rather than providing licenses to firms for multiple shipments. MOFTEC began to allow
more than one shipment per license in late 2002 following U.S. interventions, without modifying
the measure authorizing the “one-license-per-shipment” system. In December 2004,
MOFCOM issued revised licensing procedures for imported goods. Among the changes, import
licenses no longer have quantitative restrictions, provisions related to designated trading were
removed, and provisions allowing more than one license per shipment and an “under or over
provision” for overloaded or short shipments were added.

In May 2005, after Chinese steel producers negotiated contracts with major foreign iron ore
supplicrs, the Chinese government began imposing new import licensing procedures for iron ore
without prior WTO notification. Even though the WTO’s Import Licensing Agreement calls for
import licensing procedures that do not have a restrictive effect on trade, China reportedly
restricts licenses to 48 traders and 70 steel producers and has not made public a list of the
qualified enterprises or the qualifying criteria used. While the Chinese government maintained
that it did not impose any qualifying criteria, it did acknowledge that two organizations affiliated
with the Chinese government, the China Steel Industry Association and the Commercial
Chamber for Metals, Minerals and Chemicals Importers and Exporters, had been discussing a set
of rules regarding qualifying criteria such as production capacity and trade performance.

China’s inspection and quarantine agency, the State Administration of Quality Supervision and
Inspection and Quarantine (AQSIQ), has also imposed inspection-related requirements that have
led to restrictions on imports of some U.S. agricultural goods. In particular, two AQSIQ
measures issued in 2002 require importers to obtain a Quarantine Inspection Permit (QIP) prior
to signing purchase contracts for nearly all traded agricultural commodities. QIPs are one of the
most important trade policy issues affecting the United States and China's other agricultural
trading partners.

AQSIQ sometimes slows down or even suspends issuance of QIPs at its discretion, without
notifying traders in advance or explaining its reasons, resulting in significant commercial
uncertainty. Because of the commercial necessity to contract for commodity shipments when
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prices are low, combined with the inherent delays in having QIPs issued, many cargoes of
products such as soybeans, meat and poultry arrive in Chinese ports without QIPs, creating
delays in discharge and resulting in demurrage bills for Chinese purchasers. In addition, traders
report that shipment quantities are often closely scrutinized and are at risk for disapproval if
considered too large.

Some improvements were made to the QIP system in 2004 following repeated U.S. engagement,
both bilaterally and at the WTO. In June 2004, AQSIQ issued Decree 73, the ftems on Handling
the Review and Approval for Entry Animal and Plant Quarantine, which extended the period of
validity for QIPs from three months to six months. AQSIQ also began issuing QIPs more
frequently within the established time lines. Nevertheless, a great deal of uncertainty remains
even with the extended period of validity, because a QIP still locks purchasers into a very narrow
period to purchase, transport and discharge cargoes or containers before the QIP's expiration, and
because AQSIQ continues to administer the QIP system in a seemingly arbitrary manner.

Meanwhile, traders are hesitant to press AQSIQ for change because they would risk falling out
of favor. Many traders would at least like AQSIQ to eliminate the quantity requirements that it
unofficially places on QIPs. These quantity requirements have been used often by AQSIQ
during peak harvest periods to limit the flow of commodity imports. Eliminating this
requirement would make the QIP system more dependent on market forecast.

in 2005, the QIP system underwent little improvement. AQSIQ officials continued to insist that
the QIP system ensures that an adequate number of examiners are on duty at ports when
shipments arrive to certify and inspect them for quality and quantity. The United States, with
support from other WTO members, has questioned the scientific basis for the QIP system and
has maintained that it serves as an unjust and overly restrictive barrier to trade.

INTERNAL POLICIES
Taxation

In April 2001, the National People’s Congress Standing Committee passed long-awaited changes
to the tax collection law, designed to standardize and increase the transparency of China’s tax
procedures. The State Council issued detailed regulations for the implementation of this law in
September 2002. As part of a broader campaign to “rectify market order” and eliminate inter-
provincial barriers to domestic commerce, the Chinese central government also implemented
measures to prevent local governments from applying tax treatment that discriminated in favor of
locally owned firms.

In order to narrow the widening urban-rural income gap, the Central Committee of the
Communist Party of China and the State Council issued Document No. I of 2004, which
instructed the governments at all levels to reduce the agricultural tax rate of 8.4 percent by 1
percent in 2004, along with the removal of all taxes on special farm produce except for tobacco.
Document No. 1 also calis for further reductions in the agricultural tax rate until it is totally
eliminated within five years. Where fiscally feasible, governments were also called upon to
reduce or eliminate agricultural taxes more quickly. In December 2005, China announced that
agricultural taxes would be abolished nationwide effective January 1, 2006.
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Foreign investors, including those who have used investment as an entry point to the Chinese
domestic market, have benefited from investment incentives, such as tax holidays and grace
periods, which allow them to reduce substantially their tax burden. Domestic enterprises have
long resented rebates and other tax benefits enjoyed by foreign-invested firms, and these benefits
may be gradually phased out. Plans to unify the enterprise income tax laws, which impose
higher rates on domestic as compared to foreign enterprises, have been postponed due to policy
differences within the central government, and are not expected to take effect before 2007,

Application of China’s single most important revenue source — the VAT, which ranges between
13 percent and 17 percent, depending on the product — continues to be uneven. Importers from a
wide range of sectors report that, because taxes on imported goods are reliably collected at the
border, they are sometimes subject to application of a VAT that their domestic competitors often
fail to pay. As discussed above (in the section on Import Substitution Policies), the United States
was successful in obtaining China’s agreement to remove discriminatory VAT policies favoring
domestically produced semiconductors. China’s selective exemption of certain fertilizer
products from the VAT has also operated to the disadvantage of imports from the United States.

China retains an active VAT rebate program for exports, although rebate payments are often
delayed. In 2003, China announced the reduction of VAT rebates for exports by three
percentage points partly in response to foreign complaints about an under-valued RMB.
Although State Administration of Taxation officials reportedly plan to eliminate rebates
eventually in order to increase tax revenues, China has continued this practice in order to spur
domestic economic growth. In December 2004, for example, the Ministry of Finance (MOF)
and the State Administration of Taxation issued a circular announcing an increase in the VAT
rebate rate from 13 percent to 17 percent for the export of certain IT products, including
integrated circuits, independent components, mobile telecommunication equipment and
terminals, computers and periphery equipment, and numerical-controlled machine tools. In 2005,
China adjusted the ratio of the share of the export VAT refund burden between the central and
local governments, from 75-25 to 92.5-7.5. China also halted refunds for some products in high
demand domestically in order to discourage their export. For example, China eliminated a 13
percent VAT rebate for exports of steel billets and ingots, although it maintained VAT rebates of
11 percent to 13 percent for more processed steel products.

Meanwhile, China continues to consider fundamental reform of its VAT regime from
production-based to consumption-based, which began with a pilot program in the Northeast.
This reform reportedly may be extended nationwide as early as this year.

China’s 1993 consumption tax system continues to raise concerns among U.S. exporters.
Because China uses a substantially different tax base to compute consumption taxes for domestic
and imported produets, the tax burden imposed on imported consumer goods ranging from
alcoholic beverages to cosmetics to automobiles is higher than for competing domestic products.
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Standards, Technical Regulations and Conformity Assessment Procedures

In its WTO accession agreement, China committed that it would ensure that its regulatory
authorities apply the same standards, technical regulations and conformity assessment
procedures to both imported and domestic goods and use the same fees, processing periods and
complaint procedures for both imported and domestic goods. China also committed that, in
order to eliminate unnecessary barriers to trade, it would not maintain multiple or duplicative
conformity assessment procedures and would not impose requirements exclusively on imported
products. China further committed to ensure that its standards developers, regulatory authorities
and conformity assessment bodies operated with transparency and allowed reasonable
opportunities for public comment on proposed standards, technical regulations and conformity
assessment procedures.

In anticipation of these commitments, China devoted significant energy to reforming its
standards and testing and certification regimes prior to its WTO entry. In April 2001, China
merged its domestic standards and conformity assessment agency and entry-exit inspection and
quarantine agency into one new organization, AQSIQ. Chinese officials explained that this
merger was designed to eliminate discriminatory treatment of imports, including requirements
for multiple testing simply because a product was imported rather than domestically produced.
China also formed two quasi-independent agencies administratively under AQSIQ: (1) the
Certification and Accreditation Administration of China (CNCA), charged with the task of
unifying the country’s conformity assessment regime; and (2) the Standardization Administration
of China (SAC), responsible for setting mandatory national standards and unifying China’s
administration of product standards and aligning its standards and technical regulations with
international practices and China’s commitments under the WTO Agreement on Technical
Barriers to Trade (TBT Agreement).

In January 2002, China began the task of bringing its standards regime more in line with
international practice with AQSIQ’s issuance of rules designed to facilitate China’s adoption of
international standards. China subsequently embarked on the task of reviewing all of its existing
21,000 technical regulations to determine their continuing relevance and consistency with
international standards. In November 2005, China reported that as of October 2005 it had
nullified 1,416 national standards as a result of this review.

Nevertheless, in a number of sectors, including autos, auto parts, telecommunications equipment,
Internet protocols, wireless local area networks (see the “WAPI” section below), radio frequency
identification tag technology, audio and video coding, whiskey and other distilled spirits, and
fertilizer, concern has grown as China has pursued the development of unique technical
requirements, despite the existence of well-established international standards. These China-
specific standards, which sometimes appear to lack a sound basis, could create significant
barriers to entry into China’s markets because of the high cost of compliance for foreign
companies.

The lack of transparency in China’s standards development process also troubles many foreign
companies. The vast majority of standards-setting bodies are not fully open to foreign
participation, in some cases refusing membership to foreign firms and in other cases refusing to
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allow companies with majority foreign ownership to vote. In some cases, foreign firms are
allowed non-voting observer status, but are required to pay membership fees far in excess of
those paid by the voting members. Nevertheless, in 2005, some U.S. companies concluded that
China had begun to make steady progress in reforming its standardization system by
strengthening its links with standards-setters in other countries and by moving its standards
regime into closer conformity with international practice.

China’s designated standards notification authority, MOFCOM, has been notifying proposed
technical regulations and conformity assessment procedures to WTO members, as required by
the TBT Agreement. Almost all of these notified measures have emanated from AQSIQ or SAC,
however, and generally have not included measures drafted by other agencies. Lack of
meaningful comment periods is also an issue. In many other cases, Chinese regulatory
authorities provided insufficient time to consider interested partics’ comments before a
regulation was adopted.

Despite China’s commitment to apply the same standards and fees to domestic and imported
products upon its accession to the WTO, many U.S. industries have complained about China’s
manipulation of technical regulations and standards to favor domestic industries. In fact, SAC
issued a strategy report in September 2004 promoting China’s development of standards and
technical regulations as a means of protecting domestic industry as tariff rates fall. At the sub-
national level, importers have expressed concern that local officials do not understand China’s
WTO commitments and apply arbitrary technical regulations and standards to protect local
industries. These problems are compounded by the fact that coordination between AQSIQ and
its new affiliated bodies, CNCA and SAC, is lacking, as is coordination between these bodies
and China Customs and other ministries and agencies, at both the central and local government
levels, with responsibilities relating to technical regulations and standards.

China’s new “China Compulsory Certification” (CCC) mark system took full effect on August 1,
2003, following a transition period that lasted for fifteen months. The new CCC mark replaces
the old “Great Wall” and “CCIB* marks and is now required for more than 130 product
categories, such as electrical machinery, information technology equipment, household
appliances and their components.

In 2005, as in prior years, U.S. companies continued to complain that the regulations lack clarity
regarding the products that require a CCC mark. They also have reported that China is applying
the CCC mark requirements inconsistently and that many domestic products required by
AQSIQ’s regulations to have the CCC mark are still being sold without the mark. U.S.
companies in some sectors further complained that certification remains a difficult, time-
consuming and costly process. The process involves on-site inspection of manufacturing
facilities outside of China, the cost of which is borne by producers. In addition, small and
medium-sized U.S. companies without a presence in China find it particularly burdensome to
apply for CCC mark exemptions, such as for replacement and re-export, because China requires
the applications to be done in person in the Beijing offices of CNCA. China also continues to
require the CCC mark for products that would no longer seem to warrant mandatory
certification, such as low-risk products and components.
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Meanwhile, to date, China has granted well over one hundred Chinese enterprises accreditation
to test and certify for purposes of the CCC mark. Despite China’s commitment that qualifying
minority foreign-owned (upon China’s accession to the WTO) and majority foreign-owned {two
years later) joint venture conformity assessment bodies would be eligible for accreditation and
would be accorded national treatment, China so far has not granted accreditation to any foreign-
invested conformity assessment bodies. As a result, exporters to China are often required to
submit their products to Chinese laboratories for tests that have already been performed abroad,
resulting in greater expense and a longer time to market.

In other conformity assessment contexts, some importers report discriminatory treatment and
uneven enforcement of technical regulations and standards. For example, foreign companies’
products can only be tested at certain laboratories. Limited testing and certification capacity
means that evaluations sometimes take much longer than international best practice would
suggest appropriate. As testing and certification capacity expands to meet this demand, U.S.
companies with multi-country operations worry that inexperienced laboratories might make
negative determinations that would have global consequences for the company.

Meanwhile, redundant testing requirements continue to trouble U.S. companies, particularly in
cosimetics, new chemicals, pharmaceuticals, medical equipment, cellular telephones and other
telecommunications products, consumer electronic products and automobiles. For example,
China often requires telecommunications and information technology equipment to be tested and
certified to the same electro-magnetic compatibility requirements by both MIC and CNCA. In
December 2004, SAC created technical committees to develop standards for testing
environmental equipment, genetically modified organisms, and new plant and animal varieties,
suggesting that foreign companies may soon see additional requirements in these industries as
well.

U.S. companies also cite problems with a lack of transparency in the certification process, lack of
coordination among standards bodies, burdensome requirements and long processing times for
licenses. Some companies have also expressed concern that their intellectual property will be
released to competitors when they submit samples of high-technology products for mandatory
quality testing. Technical committees that evaluate products for licensing and certification are
generally drawn from a pool of government, academic and industrial experts that companies fear
may be too closely associated with their competitors. In some cases, laboratories responsible for
testing imported products are affiliated with domestic competitors, making the possibility of
intellectual property being released more likely.
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WAPI

A particularly significant example of China’s development of unique technical requirements,
despite the existence of well-established international standards, arose in May 2003, when China
issued two mandatory standards for encryption over Wireless Local Area Networks (WLANS),
applicable to domestic and imported equipment containing WLAN (also known as Wi-Fi)
technologies. These standards, which were scheduled to become fully effective in June 2004,
incorporated the WLAN Authentication and Privacy Infrastructure {WAPI) encryption technique
for secure communications. This component of the standards differed significantly from
internationally recognized standards. China sought to enforce the use of WAPI by providing the
necessary algorithms only to a limited number of Chinese companies. U.S. and other foreign
manufacturers would be compelled to work with and through these companies, some of which
were competitors, and provide them with technical product specifications. Following high-level
bilateral engagement, AQSIQ, SAC and CNCA jointly announced in April 2004 that China
would suspend indefinitely its proposed implementation of WAPI as a mandatory wireless
encryption standard, that it would instead work to revise its WAPI standard, taking into account
comments received from Chinese and foreign enterprises, and submit it for consideration as an
international standard with appropriate international standards setting bodies addressing wireless
encryption for computer networks generally. The WAPI standard is currently under
consideration by ISO/IEC for adoption as an international standard, and a decision will likely be
made in 2006.

On December 30, 2005, MOF, NDRC and MII jointly issued the Opinions for Implementing
Government Procurements of Wireless Local Areas Network. This measure seems to require all
government agencies, quasi-government bodies and government-affiliated organizations, when
procuring WELAN and related products using fiscal funds, to give priority to WAPI-compliant
products. This measure took effect on February 1, 2006.

Encryption and Decryption Technologies

China generally prohibits foreign-developed encryption and decryptien technologies. In the past,
this prohibition has not applied to software and hardware for which encryption is only an
incidental feature. However, in December 2003, China dramatically changed this precedent with
the issuance of standards on encryption for WLAN, which have since been suspended, as
discussed in the WAPI section above.

Enhanced Versatile Disc (EVD) Systems

In February 2005, MII announced the issuance of Technical Standards for Enhanced Versatile
Disc Systems. The recommended, non-compulsory technical standards announced by MII
consist of three parts, governing EVD discs, document systems, and data and soundtrack coding
for surround-sound speakers. According to MII, these standards will be applicable to the
development of chips, software and core parts of EVD players, and will unify the technical
standards of the disc and player industries.
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The team leader of China’s EVD Standards Working Group reportedly stated that the EVD
standards will become a technical barrier protecting the domestic industry, reduce the expensive
digital versatile disc (DVD) royalty fees domestic firms are currently charged, break the
monopoly of foreign DVD firms and provide China with leverage in the international market.

Chemicals

In September 2003, China’s State Environmental Protection Administration (SEPA) issued a
regulation requiring manufacturers and importers of new chemicals to apply to SEPA’s Chemical
Registration Center (CRC) for approval and to provide extensive test data to substantiate the
physical properties, consumer safety and environmental impact of the new chemical. U.S.
industry’s primary concerns are that CRC has not been able to make decisions on the approval of
new chemicals in a timely manner and that the governing rules and testing requirements are not
transparent and accessible. SEPA’s CRC acknowledges receipt of more than 40 completed
applications for new chemicals since October 13, 2003. According to the most recent
information available from CRC, approximately 10 of these applications have been approved.
U.S. industry notes that a number of applications have been pending well beyond the 120-day
timeline set forth in the regulation. U.S. industry also complains of shifting requirements and
implementation changes, such as recently expanded eco-toxicity testing requirements, which
mandate that certain eco-toxicity testing, particularly fish eco-toxicity and bio-degradation
studies, be carried out in one of six SEPA-accredited laboratories in China. These accredited
laboratories have all been established since mid-2004 in response to the September 2003
regulation, and U.S. industry fears that if inexperience leads one of these new labs to declare a
product unsafe, it could affect sales globally. China’s lack of a low-volume exemption, meaning
an exemption where trade in a given chemical falls below an annual volume threshold, also
appears to hinder the importation of U.S. chemicals, particularly for high value specialty
chemicals sold in small quantities.

Hazardous Substances

In response to the European Union’s Directive on the Restriction of the Use of Hazardous
Substances (EU RoHS Directive), which is scheduled to go into effect on July 1, 2006, China’s
MII has issued a draft regulation, the Management Methods for Pollution Prevention and
Control in the Production of Electronic Information Products (China RoHS), which would, like
the EU RoHS Directive, ban the use of lead, mercury, cadmium, hexavalent chromium, PBB and
PBDE in electronic products. However, at present, this draft regulation is much narrower in
scope than the EU RoHS directive, affecting only electronic information products. 1t is expected
that MII will eventually include other types of products and possibly restrict other substances.
MII reportedly views a China RoHS regime as an opportunity for China to engage in a new
phase of technology innovation with the rest of the world. MII’s current goal is to make the
China RoHS regime effective early next year.
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U.S. industry has been working with MII to improve the draft China RoHS regulation and
harmonize it with the EU RoHS regime, with some progress in the area of maximum tolerated
thresholds. However, U.S. industry continues to be concerned that harmonization between the
EU RoHS and China RoHS regimes will not be achieved, particularly in the areas of marking
and labeling, test methods, material declarations and compliance schemes, where the China
RoHS regime is overly burdensome and will likely result in significant added expenses and
delays without any apparent added benefit to society.

Scrap Recycling

Scrap exports from the United States to China exceed $2 billion annually, making scrap one of
the United States’ largest exports to China by value. In late 2003, China’s AQSIQ issued a
notice requiring overseas scrap material exporters to register with AQSIQ. The stated purpose of
the new requirement was to better monitor the entry of scrap shipments into China reportedly
due to high occurrences of receiving dangerous waste and illegal material in past shipments from
overseas. It was not until May 2004 that AQSIQ issued the implementing rules. These rules
established registration procedures, including an application deadline of July 1, 2004, and set
substantive requirements. In response to U.S. and other WTO members’ concerns that the
application period was too short, AQSIQ extended the application deadline to August 1, 2004,
allowed companies who submitted incomplete applications to supplement required documents
and extended the new requirement’s effective date from November 1, 2004 to January 1, 2005.

In 2004, AQSIQ made public on its website the names of overseas exporters approved to ship
scrap to China in two postings, the first in mid-October and the second at the end of December,
only days before the new registration would take effect. In total, about 85 percent of worldwide
applicants were granted approval, including hundreds of U.S. exporters. AQSIQ indicated that it
would notify applicants that were not approved and that these exporters would be able to apply
again six months after receiving notice of their rejection.

On July 29, 2005, AQSIQ posted Bulletin No. 103/2005 on its website, announcing the
resumption of the review and approval of registration applications for scrap imports. According
to the bulletin, as of August I, 2005, scrap suppliers must wait three years to reapply for
registration if they are denied eligibility. An AQSIQ notice dated December 30, 2005, reports
that an additional 260 company registrations had been approved, including 55 U.S. companies.

Meanwhile, U.S. scrap exporters continue to experience problems related to inconsistent and
unexplained rejections of licenses, confusing requirements imposed with little or no notice, and
rejections of shipments at the point of entry. Problems are also being encountered within the
United States as a result of pre-inspection requirements imposed by the Chinese authorities and
conducted by Chinese-authorized inspectors at the shipment origin point.

Scrap Waste

In December 2004, China’s President Hu Jintao signed Presidential Order No. 31, publishing the
amended Law for the Prevention of Solid Scrap Waste Pollution, which went into effect in April
2005. According to this law, firms manufacturing, selling and importing items listed in the
mandatory reclamation catalogue must recycle these items, and it is illegal to import scrap waste
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as component materials that cannot be rendered safe. Depending on the particular item, items
that can be safely used as component materials are subject to either restricted import procedures
or automatic licensing procedures. The State Administration of Environment Protection (SEPA)
is charged with coordinating with MOFCOM, NDRC, China Customs and AQSIQ to design,
adjust and publish the catalogues of imported solid scrap waste subject to the restricted or
automatic licensing regimes. SEPA and MOFCOM, meanwhile, are responsible for reviewing
and issuing licenses for the items subject to restricted import procedures.

Medical Devices

Although China is moving toward greater use of quality systems and utilization of Good
Manufacturing Practice audits for medical devices, it still requires outdated type-testing (batch
testing) for medical devices. Quality systems audits address product safety and efficacy in a
more rigorous manner than type-testing. As a result, requiring firms that have undergone
internationally recognized quality systems audits to also be type-tested is redundant and does not
provide any additional safety benefits, while it adds unnecessary costs and delays in getting
needed medical device products to Chinese patients.

Certain electro-medical devices also face redundant testing by two different agencies, the State
Food and Drug Administration (SFDA) and AQSIQ, which administers the “CCC” mark for
electrical safety. Both agencies perform virtually identical product tests and factory inspections
prior to registration, but they do not recognize the results of one another’s tests and inspections.
The U.S. medical devices industry reports that this redundancy adds significant time and costs to
bringing a new technology to market in China without providing any additional safety benefits.

A similar concern exists for imported pacemakers, which are scanned by AQSIQ upon clearing
customs. This review adds unnecessary delay and costs to the distribution of these pacemakers,
without providing any additional safety benefits, as pacemakers are re-scanned and re-calibrated
by the hospital before implantation into patients,

Sanitary and Phytosanitary (SPS) Measures

In 20035, China's general lack of transparency remained a problem. China either failed to notify
or belatedly notified to the WTO numerous SPS measures, resulting in measures that were
adopted without the benefit of comments from other interested WTO members. In addition, in
some cases, the adopted measures were overly burdensome, appeared to lack a scientific
foundation, or raised significant national treatment concerns. U.S. engagement with China at the
WTO and bilaterally, including through the provision of technical assistance, has generated some
improvements in China’s compliance with its WTO transparency obligations. At the same time,
however, various U.S. agricultural exports continued to be subjected to unnotified entry,
inspection and labeling requirements or faced unwarranted import bans. The most problematic
of China’s SPS measures are described below.

Bovine Spongiform Encephalopathy (BSE)-Related Bans on Beef and Low-Risk Bovine Products

In December 2003, China and other countries imposed a ban on U.S. cattle, beef and processed
beef products in response to a case of BSE found in the United States. Since that time, the
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United States has repeatedly provided China with extensive technical information on all aspects
of its BSE-related surveillance and mitigation measures, internationally recognized by the OIE as
effective and appropriate, for both food safety and animal health, After two years, China still has
not provided any scientific justification for continuing to maintain its ban, nor has it identified
any of the administrative and regulatory steps necessary to lift the ban. China finally sent a
technical team to the United States in October 2005 to gather information on the United States’
surveillance and mitigation measures, but no further progress took place during the remainder of
the year.

At the same time that it banned U.S. cattle, beef and processed beef products, China also banned
low-risk bovine products, i.e., bovine semen and embryos, protein-free tallow and non-ruminant
feeds and fats, even though they are deemed tradable based on OIE guidelines regardless of a
country’s BSE status. After numerous bilateral meetings and technical discussions in 2004,
including a visit to U.S. bovine facilities by Chinese food safety officials, China announced a
lifting of its BSE-related ban for low-risk bovine products in late September 2004. However,
China conditioned the lifting of the ban on the negotiation of protocol agreements setting
technical and certification parameters for incoming low-risk bovine products. In November
2004, U.S. and Chinese officials finalized and signed protocols that would enable the resumption
of exports of U.S.-origin bovine semen and embryos, contingent on facility certification by
China’s regulatory authorities, as well as a resumption of exports of U.S.-origin non-ruminant
feeds and fats. In July 2005, China finally announced the resumption of trade in bovine semen
and embryos, following certifications for 52 U.S. facilities made earlier in the year. However,
trade in U.S.-origin non-ruminant feeds and fats did not resume, as China’s regulatory authorities
were insisting on a series of onerous, detailed and unnecessary information requirements that are
not consistent with OIE guidelines and contrast sharply with U.S. requirements. As a result of
further negotiations in December 2005, export certificates were finalized, and trade was expected
to resume in early 2006. Meanwhile, trade in protein-free tallow had not resumed by the end of
2005, as U.S. and Chinese officials had not reached agreement on provisions of a protocol.

Avian Influenza (41)

In February 2004, China imposed a nationwide ban on U.S. pouliry in response to cases of low-
pathogenic Al found in Delaware. Throughout 2004, the U.S. provided technical information to
China on the U.S. Al situation, and in August 2004 a high-level Chinese delegation conducted a
review of the status of Al eradication efforts in the United States. In December 2004, China
lifted its nationwide ban on U.S. poultry, leaving in place a ban only for the states of Connecticut
and Rhode Island. In early 20035, following the announcement of low-pathogenic Al found in the
state of New York, China did not impose a nationwide ban. Instead, demonstrating progress in
following OIE guidelines, China imposed a ban limited to poultry from the state of New York.
As part of its ongoing dialogue with China’s AQSIQ on Al, the United States has presented
epidemiological information in support of its request for China to lift the current import bans on
poultry products from Connecticut, Rhode Island and New York.
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Wheat

The 1999 U.S.-China Agriculiural Cooperation Agreement established an agreed level of TCK
fungus tolerance in U.S. wheat, and China no longer routinely blocks U.S. wheat exports from
the Pacific Northwest on the basis of the TCK fungus. Nevertheless, China has imposed a
maximum residue level (MRL) for selenium that is more stringent than the international standard
and threatens U.S. wheat exports to China. In addition, China has imposed an MRL for
vomitoxin in wheat in the absence of any international standard. Although these measures are
problematic, U.S. exports of wheat to China appeared to be unaffected by them in 2005. The
drop in U.S. wheat exports in 2005 was attributable to other factors (as discussed in the “Tariff-
Rate Quotas” section above).

Zero Pathogen Standards

China enforces zero tolerance standards for certain pathogens in raw meat and poultry products —
standards that have resulted in the de-listing of several U.S. meat and poultry facilities. These
standards appear to be enforced inconsistently. For some of the pathogens, a zero tolerance is
not achievable because certain pathogen levels are unavoidable and do not result in unacceptable
risk to consumers. These standards were developed by the Ministry of Health (MOH) and are
enforced by AQSIQ. It does not appear that the Chinese authorities apply these standards
equally to domestic products. Non-transparent enforcement of these standards has caused minor
export disruptions since 2003.

The United States has worked with the Chinese authorities to re-list the affected facilities. It also
continues to press China to revise its pathogen standards based on sound science and to adopt
modern testing methodologies. Based on actions taken by the Chinese authorities in December
2003, it is expected that zero pathogen standards will become a more significant issue in 2006.

Distilled Spirits

China maintains a mandatory standard on distilled spirits that sets maximum limits on naturally
occurring substances, know as superior alcohols or fuse! oils, which result from the production
process. However, the Joint UN FAO/WHO Expert Committee on Food Additives, like U.S.
regulators of alcohol, has recognized that superior alcohols are safe for human consumption.

Food Additive Standards

Another problematic area involves China’s overly restrictive food additive standards. China
continues to block many U.S. processed food products from entering the Chinese market by
banning certain food additives that are widely used in other countries and have been approved by
the World Health Organization. The most recent example is China’s proposed Hygienic
Standard for Uses of Food Additives, notified to the WTO in July 2005 so that WTO members
could comment on it.
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This proposed technical regulation is 237 pages long and covers dozens of residues and additives
for nearly 1,000 commodities. In some cases, it employs domestic nomenclature rather than
internationally recognized technical terms, making it difficult to assess the impact that it would
have on specific products. The United States recently submitted detailed comments on the
proposed technical regulation and asked China to delay adoption of it until a thorough review
could take place.

Fire Blight

Since 1994, China has refused to act on the United States’ market access request for California
plums, allegedly due to phytosanitary concerns regarding fire blight. In June 2005, the WTO
Appellate Body report in Japan - Measures Affecting the Importation of Apples made clear that
these concemns are unwarranted for imports of mature symptomless fruit. In December 2005,
following further U.S. interventions, China formally approved the market access request for
California plums.

Biotechnology Regulations

In January 2002, the Ministry of Agriculture (MOA) issued new rules implementing June 2001
regulations on agricultural biotechnology safety, testing and labeling. The product most affected
by these rules was soybeans, while corn and other commodities were also potentially affected.
However, the rules did not provide adequate time for completion of required safety assessments
before their effective date of March 20, 2002. In response to U.S. interventions, China issued
interim rules, which allowed trade to continue while authorities carried out safety assessments of
biotechnology products. These interim rules were extended twice and were set to expire in April
2004. In December 2003 talks, MOA officials promised that permanent approval of Round-up
Ready soybeans would be completed at least 60 days before expiration of the interim rules in
order to prevent any trade disruption. China followed through on this promise and approved
Round-up Ready soybeans, along with two cotton events and two corn events, in February 2004.
Two months later, China issued final safety certificates for four additional corn events and seven
canola events. China issued a formal safety certificate for another corn event later in 2004,
leaving only one corn event still awaiting final approval. During the July 2005 JCCT meeting,
MOA issued the final safety certificate for the remaining corn event.

Other U.S. concerns with China’s biotechnology regulations remain. Areas of concern include
limited timelines for submission of products, lack of clarity on assessment requirements for
stacked (multiple trait) products and, at times, duplicative and unprecedented testing
requirements. The United States is also concerned with the apparent lack of coordination of the
development of biotechnology policy in China.

Food Labeling

The U.S. processed food industry has registered concerns with a number of standards and
labeling requirements on its exports to China. The meat industry in particular is concerned that
labeling regulations issued in late 2002 contain several requirements that go beyond those of any
other country. They assert that these requirements are unnecessary and costly.
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Agricultural importers and importers of processed foods are also concerned about measures
requiring labels for products containing transgenic material, such as soybeans and corn. The
June 2001 biotechnology regulations issued by MOA require labeling of bulk commodities, but
implementation has been limited and sporadic. Future implementation of these measures
remains uncertain.

The distilled spirits industry is concerned that China will require its products to comply with all
existing food labeling requirements. The industry believes that some of these requirements are
inappropriate. For example, China requires distilled spirits product labels to include a bottling
date. Under international practice relating to wines and spirits, however, the date of manufacture
{production or bottling date) is not required. As many spirits products consist of a blend of
spirits that are aged for varying periods, a single “date of manufacture™ is often not possible to
specify, would not represent the actual age of the product, and would confuse consumers
regarding the actual age of the product. China also requires the labels of distilled spirits products
to include a list of ingredients, even though the original ingredients (e.g., corn, wheat, rye and
barley) are completely transformed and are no longer present after distillation. Furthermore,
China maintains typeface specifications and translation requirements that are inconsistent with
international standards.

EXPORT REGULATION
Export Licenses and Quotas

Over the last several years, China has progressively reduced the number of products requiring
some type of export license. In 2005, China continued this trend, as it freed up three more
categories of products from this requirement (man-made jade, satin and some kinds of silk).
However, 47 categories of products (totaling 316 items at the 8-digit tariff level) are still subject
to various types of export licenses. Products requiring export licenses include some grains,
cotton, livestock, raw materials and metals, lethal chemicals and food products. In addition,
China occasionally imposes new export licensing requirements on strategically sensitive
commodities.

For some products, such as blast furnace coke and fluorspar, the export licensing system raises
strong concerns under WTO rules that generally prohibit export restrictions. Export licenses for
these two products are accompanied by export quotas and at times have required the payment of
high export license fees beyond the administrative costs of administering an export license
System.

In 2004, China’s export restrictions on blast furnace coke, a key steel input, began to have a
significant, adverse effect on U.S. integrated steel producers and their customers. The United
States began to raise its concerns with China’s coke export restrictions during high-level
meetings in Washington in April 2004. The United States urged China to eliminate the practice
of using export restrictions, not just for coke but also for other products. In late July 2004, China
raised the 2004 quota allotment for coke to 12.3 million MT, and it indicated that it would
eventually raise the quota to the 2003 level of 14.3 million MT.
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Shortly thereafter, MOFCOM also issued an urgent notice reiterating that the sale of export
licenses was illegal. In the ensuing months, with the increased supply of Chinese coke and the
crackdown on the sale of export licenses, the export prices for Chinese coke declined
significantly. U.S. industry was also able to obtain a substantially larger quantity of Chinese
coke in 2004 than it had in 2003.

In May 2005, consistent with earlier indications from China, an NDRC official stated publicly
that China would eliminate the coke export quota system as of Janvary 1, 2006. A MOFCOM
official also noted that while WTO rules allow member countries to impose quotas on exports
under certain circumstances, the rules simultaneously require restrictions on domestic
consumption, which had not been done to date. In November 2005, when MOFCOM announced
the 2006 export quota levels for agricultural, industrial and textile products, coke was absent
from the list. MOFCOM later indicated that coke would still be subject to an export quota,
except the export quota would now be administered by the NDRC, not MOFCOM. The reason
given for the switch in coke export quota administration is that NDRC is responsible for
administrating industrial products that have significant influence on the national economy. In
early December 2005, the NDRC released a list of 2006 coal export quotas, but did not include
coke. In late December 2005, the NDRC finally issued the coke export quota, set at 14 million
MT for 2006.

China has imposed quotas and high license fees on exports of fluorspar since before it acceded to
the WTO, apparently with the objective of supporting China’s domestic users of fluorspar, which
face no comparable restrictions. China has refused to modify its practices in this area, despite
repeated U.S. requests.

In December 2004, in an apparent effort by China to manage the export growth of textile and
apparel products in response to concerns from its trading partners as the January 1, 2005 deadline
for removal of global textile quotas drew near, China announced plans to impose export duties
on certain categories of textile and apparel products. In February 2005, MOFCOM issued rules
imposing automatic licensing requirements for textile exports to the United States, the European
Union and Hong Kong. Subsequently, China suspended the licensing requirements only to
restore similar measures in June 2005 and July 2005 after the United States imposed safeguards
on certain categories of textile imports from China. China claimed the measures were needed to
avoid uncertainty among Chinese textile exporting firms, to encourage exports of high value
added items and to avoid rent seeking in license distributions. Under the June 2005 measures,
MOFCOM, China Customs and AQSIQ jointly issued and made adjustments to a catalogue of
subject items, listed by tariff codes, destination countries and regions, implementing periods and
total licensed export quantities of subject items. Included in the catalogue were textile products
subject to foreign safeguard actions or those subject to temporary quantitative regulation in
accordance with bilateral agreements. In November 2005, USTR and MOFCOM signed a
memorandum of understanding (MOU), under which China agreed to limit export growth rates
in 34 categories of textiles, representing approximately 40 percent of bilateral trade in textiles,
through 2008. The United States in turn agreed to dismiss all pending China-specific textile
safeguard investigations and agreed to exercise restraint in invoking safeguards for categories of
textiles falling outside the MOU. The United States and China also established an Electronic
Visa Information System (ELVIS) Arrangement to monitor trade in the affected products.
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China also requires export licenses on products that are the subject of antidumping duties in a
foreign market. As was initially the case in 2005 for textile exports subject to safeguard
limitations in the United States, the central government has often delegated responsibility for
issuing these licenses to quasi-governmental industry associations formed to take the place of the
ministries that governed production during the earlier central planning era. Foreign investors
report that the industry associations are using the power to issue export licenses to force
companies to participate in association-supported activities. For example, the steel producers’
industry association will not issue an export license to any company that does not contribute to
its antidumping defense funds.

Export Subsidies

China officially abolished subsidies in the form of direct budgetary outlays for exports of
industrial goods on January 1, 1991. China agreed to eliminate all subsidies prohibited under
Article 3 of the WTO Agreement on Subsidies and Countervailing Measures, including all forms
of export subsidies on industrial and agricultural goods, upon its accession to the WTO in
December 2001.

A general lack of transparency makes it difficult to identify and quantify possible export
subsidies provided by the Chinese government. China’s subsidy programs are often the result of
internal administrative measures and are not publicized. Sometimes they take the form of
income tax reductions or exemptions that are de facto contingent on export performance. For
example, the Chinese government announced in 2005 that it would provide financial and export
credit assistance for automobile manufacturers with domestically owned intellectual property
rights and noted that MOFCOM is selecting 100 Chinese auto or auto parts manufacturers to be
designated as “state-level auto and part exporters™ for financial support. In addition, according to
a 2002 OECD report, foreign-invested enterprises exporting 70 percent or more of their output in
a given year are eligible for a 50 percent tax reduction in that year even after the expiry of the
normal tax holiday. China’s subsidy programs can also take a variety of other forms, including
mechanisms such as credit allocations, low-interest loans, debt forgiveness and reduction of
freight charges. U.S. industry has alleged that subsidization is a key reason that Chinese exports
are undercutting prices in the United States and gaining market share. Of particular concern are
China’s practices in the textiles industry as well as in the steel, petrochemical, high technology,
forestry and paper products, machinery and copper and other non-ferrous metals industries.

U.S. subsidy experts continue to seeck more information about several Chinese programs and
policies that may confer export subsidies. Their efforts have been frustrated in part because
China has failed to make any of its required subsidies notifications since becoming a member of
the WTO three years ago. At the July 2005 JCCT meeting and in formal meetings at the WTO,
China committed to submit its long-overdue subsidies notification by the end of 2005. China did
not meet this deadline.

Since shortly after China acceded to the WTO, U.S. corn exporters began to complain that China
was subsidizing its corn exports. In 2002 and 2003, it appeared that significant quantities of corn
had been exported from China, including corn from Chinese government stocks, at prices that
may have been 15 percent to 20 percent below domestic prices in China. As a result, U.S. corn
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exporters were losing market share for corn in their traditional Asian markets, such as South
Korea and Malaysia, while China was exporting record amounts of corn. In 2004, however,
trade analysts began to conclude that, because of several economic factors, including changes in
the relationship between domestic prices and world prices, China was trending toward becoming
a net importer of corn. One result appeared to have been that China’s exports were largely made
on a commercial basis in 2004 and 2005, although concern remains regarding the operation of
China’s VAT rebate system for corn.

INTELLECTUAL PROPERTY RIGHTS (IPR) PROTECTION

China has undertaken substantial efforts to implement its commitment to overhaul its legal
regime to ensure the protection of intellectual property rights in accordance with the WTO
Agreement on Trade-Related Aspects of Intellectual Property Rights (TRIPS Agreement).
Those efforts have fallen short in some respects, particularly with regard to criminal liability for
copyright piracy and trademark counterfeiting. In other areas, China has done a relatively good
job of revising its legal regime. However, China has been much less successful in enforcing its
laws and regulations and ensuring the effective IPR enforcement required by the TRIPS
Agreement. With U.S. industry reporting no significant reduction in IPR infringement levels in
2005, IPR enforcement remains problematic. Counterfeiting and piracy in China remain at
epidemic levels and cause serious economic harm to U.S. businesses in virtually every sector of
the economy.

Throughout 2005, the United States continued to place the highest priority on improving IPR
enforcement in China, taking several aggressive steps in an effort to obtain meaningful progress
in this area. First, the United States conducted an out-of-cycle review under the Special 301
provisions of U.S. trade law. At the conclusion of this review in April 2005, the Administration
elevated China to the Special 301 “Priority Watch List” and set out a comprehensive strategy for
addressing China's ineffective IPR enforcement regime, including the possible use of WTO
mechanisms, as appropriate. The United States immediately began to pursue this strategy during
the run up to the July 2005 JCCT meeting, and China subsequently agreed to take a series of
specific actions designed to increase criminal prosecutions of IPR violators, improve
enforcement at the Chinese border, counter piracy of movies, audio visual products and software,
address Internet-related piracy, and appoint an IPR ombudsman to serve as a point of contact for
U.S. companies, particularly small and medium sized U.S. companies experiencing China-
related IPR problems. After concluding that lack of transparency is a serious barrier to a more
complete understanding of key deficiencies in China’s IPR enforcement system, the United
States also submitted a transparency request to China under Article 63.3 of the TRIPS
Agreement in October 2005. The request, made in conjunction with similar requests by Japan
and Switzerland, seeks detailed information from China on its IPR enforcement efforts over the
last four years.

The United States is committed to working constructively with China to significantly reduce IPR
infringement levels in China and continues to devote extra staff and resources, both in
Washington and in Beijing, to address the many aspects of this problem.
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At the same time, the United States remains prepared to take whatever action is necessary and
appropriate to ensure that China develops and implements an effective system of IPR
enforcement, as required by the TRIPS Agreement.

Legal Framework

In anticipation of its accession to the WTO, China began modifying the full range of IPR laws,
regulations and implementing rules, including those relating to patents, trademarks and
copyrights, in an effort to comply with the TRIPS Agreement. By the end of 2001, China had
completed amendments to its patent law, trademark law and copyright law, along with
regulations for the patent law and regulations addressing computer software protection and the
protection of layout designs of integrated circuits. After it acceded to the WTO, China issued
regulations for the trademark law and the copyright law. China also issued various sets of
implementing rules and judicial interpretations in the patent, trademark and copyright areas. In
addition, China issued regulations and implementing rules covering specific subject areas, such
as integrated circuits, computer software and pharmaceuticals. Many of the legal changes made
by China represent major improvements that have moved China generally in line with
international norms in most key areas. More work needs to be done, however, particularly with
regard to administrative and criminal enforcement. In addition, new legislation may be required
in certain “cutting edge” areas like Internet copyright protection.

In the trademark area, some progress was made in 2004 on the recognition of foreign well-
known marks. More than a year after the issuance of implementing rules on well-known marks,
a handful of foreign marks has been recognized as well-known. In addition, in June 2005, the
Trademark Administration circulated draft amendments to its Regulations on the Timely Trausfer
of Suspected Criminal Cases in the Enforcement of Administrative Law, which are designed to
provide guidance to provincial administrations for industry and commerce in facilitating
effective trademark enforcement and protection.

With regard to copyright protection over information networks, in November 2004, the National
Copyright Administration of China and MII jointly organized a hearing on draft implementing
rules known as the Draft Measures for Administrative Protection of Copyright on the Internet.
The Chinese authorities issued these rules in final form in April 2005. The rules require Internet
service providers to take remedial actions to delete contents that infringe on copyrights upon
receipt of a complaint from the right holder, or face administrative penalties ranging from
confiscation of illegal gains to fines of up to RMB 100,000 ($12,000). In September 2005,
China circulated a more important Internet-related measure for public comment, the draft
Regulations on the Protection of Copyright Over Information Networks, with the goal of issuing
the final version in 2006. This development is a concrete step in line with China’s April 2004
JCCT commitments to improve protection of electronic data while China continues its
preparations for accession to the WIPO Internct-related treaties — the WIPO Copyright Treaty
and the WIPQ Performances and Phonograms Treaty.

Although China is not obligated under WTO rules to accede to the WIPO Internet-related
treaties, the United States considers these treaties to reflect international norms for providing
copyright protection over the Internet. These treaties entered into force in 2002 and have been
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ratified by many developed and developing countries. While China’s existing regulations and
implementing rules do address certain copyright issues related to the Internet, and China is in the
process of drafting further revisions, the United States has urged China for some time to accede
to the WIPO Internet-related treaties and fully harmonize its regulations and implementing rules
with them. These steps are important as a means for preventing China’s Internet environment
from becoming a “safe harbor™ for piracy, especially in light of the rapidly increasing number of
Internet users in China, most of whom have broadband access. At the April 2004 JCCT meeting,
China agreed to ratify and implement the WIPO Internet-related treaties as soon as possible.

At the July 2005 JCCT meeting, the United States obtained China’s commitment to submit the
legislative package necessary for China’s accession to the WIPO Internet-related treaties to the
National People’s Congress by June 2006.

In furtherance of China’s April 2004 JCCT commitment to increase border measures protecting
against the import and export of infringing products and to make it easier for rights-holders to
secure effective enforcement at the border, the Customs Administration issued the Regulations
on Customs Protection of Intellectual Property Rights, which went into effect in March 2004.
The Customs Administration subsequently issued implementing rules for these regulations,
effective July 2004. These regulations and implementing rules addressed the duties of the
Customs Administration and improved guidance on the implementation of the customs IPR
recordal mechanism. In other areas, however, the regulations and implementing rules lacked
clarity or could have benefitted from further changes, such as with regard to the storage and
disposition of infringing goods and the transferal of cases for possible criminal prosecution.
Meanwhile, in September 2004, the Customs Administration issued new regulations on
administrative penalties in the customs context, the Jmplementing Regulations for the Imposition
of Administrative Penalties by the General Administration of Customs, effective November
2004. In an apparent improvement over the prior regulations, these new regulations do not
impose a “knowledge” requirement before penalties can be imposed. However, the new
regulations provide for fines not to exceed 30 percent of the value of the goods confiscated, or
RMB 50,000 ($6,000), whichever is lower. In contrast, the prior regulations allowed for fines up
to the full value of the goods confiscated. The fines allowed under the new regulations are also
lower than those imposed by other Chinese agencies focusing on domestic IPR infringement. At
present, the effectiveness of these various regulations and implementing rules remains in doubt,
as exports of counterfeit and pirated goods from China are increasing, facilitated by trading
rights liberalization and the rapid growth of Internet usage and e-commerce.

The United States has urged China to pursue additional legislative changes to improve the legal
framework supporting enforcement, particularly in the area of criminal enforcement. For
example, the criminal enforcement legal framework could be improved through the removal of
various evidentiary and liability thresholds, the “for profit” requirement in the copyright area, the
“identical trademark” requirement and the distinction between individual and enterprise liability.
Among these issues, China’s high thresholds for criminal liability (i.e., the minimum values or
volumes of infringement deemed criminal by authorities) pose a particular problem.
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Despite efforts at reform, these thresholds remain so high that they have the effect of insulating
commercial infringers” retail sales and other significant commercial activities involving
counterfeit and pirated goods from criminal penalties. China’s legal framework has thus created
a “safe harbor” that protects a large group of commercial infringers and operates to deprive the
criminal enforcement authorities of needed information regarding the sources of counterfeit and
pirated goods.

The United States also remains concerned about weaknesses in China’s legal framework that
encourage or support counterfeiting and piracy. Some of these weaknesses have facilitated the
establishment of Chinese companies under the false appearances of foreign companies, the
squatting of foreign company names, designs and trademarks, and the theft of trade secrets.

In addition, restrictions on market access for legitimate movies, music, software and books and
built-in delays in the marketing approval system for pharmaceuticals have created incentives for
counterfeiting and piracy that are difficult to address through the existing legal framework,

Enforcement

IPR infringement in China in 2005 continued to affect products, brands and technologies from a
wide range of industries, including films, music, publishing, software, pharmaceuticals,
chemicals, information technology, consumer goods, industrial goods, food products, medical
devices, electrical equipment, automotive parts and clothing, among many others. This situation
not only has had an enormous economic impact, but also presents a direct challenge to China’s
ability to regulate many products that have health and safety implications for China’s population
and, given the increasing amount of counterfeit and pirated products being exported from China,
for others around the world.

The United States places the highest priority on addressing IPR enforcement problems in China,
and since 2004 it has devoted additional staff and resources, both in Washington and in Beijing,
to address these problems. While a domestic Chinese business constituency is increasingly
active in promoting IPR enforcement, it is clear that there will continue to be a need for sustained
efforts from the United States and other WTO members, along with the devotion of considerable
resources and political will by the Chinese government to IPR enforcement, if significant
improvements are to be achieved on this front. At present, however, China’s IPR enforcement
efforts remain hampered by the challenges of coordination among Chinese government
ministries and agencies, local protectionism and corruption, high thresholds for initiating
investigations and prosecuting cases, and inadequate and non-transparent administrative
penalties.

At the April 2004 JCCT meeting, China announced a comprehensive action plan on IPR
enforcement that included five major commitments, for which the results have been mixed.
First, and most importantly, China agreed that it would significantly reduce IPR infringement
levels. Nevertheless, IPR infringement in China remains rampant, and IPR infringement levels
reported by U.S. industry have not improved. Second, China committed that it would take steps
by the end of 2004 to increase penalties for IPR violations by subjecting a greater range of
violations to criminal investigation, applying criminal sanctions to the import, export, storage
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and distribution of pirated and counterfeit products and applying criminal sanctions to on-line
piracy. China did take some steps to increase penalties for IPR violations, as China’s Supreme
People’s Court and Supreme People’s Procuratorate issued a judicial interpretation in December
2004 redefining the criteria for commencing criminal prosecutions and reaching criminal
convictions. Nevertheless, while this judicial interpretation has generated improvements, it did
not address deficiencies in China’s criminal law still in need of correction. Third, China
committed to crack down on IPR violators by conducting nation-wide enforcement actions and
increasing customs enforcement actions. Vice Premier Wu launched this crack down at the time
of the Xiamen China International Fair for Investment and Trade in August 2004. However, a
lack of transparency hinders an assessment of the disposition of any ensuing enforcement and
customs actions. Fourth, China committed to improve protection of on-line works by ratifying
and implementing the World Intellectual Property Organization (WIPQ) Internet-related treaties
as soon as possible, and by extending an existing ban on the use of pirated software in
government offices. Although China has not yet ratified the WIPO Internet-related treaties, the
Chinese government did extend its ban on the use of pirated software in government offices.
Fifth, China committed to launch a national IPR education campaign. China followed through
on this commitment by launching a national public awareness campaign to educate the Chinese
public on IPR protection, which included radio and television programs, newspaper inserts,
awards and national and local level training programs. The campaign also included the
introduction of a television program, “Intellectual Fortune,” which is broadcasted in 20 provinces
nationwide, the publication of an English language inserts in the China Daily English-language
newspaper on intellectual property, and radio broadcast programs, among other targeted efforts.
The long-term impact of these efforts continues to be evaluated.

In early 2005, the United States conducted an out-of-cycle review under the Special 301
provisions of U.S. trade law. At the conclusion of this review in April 2003, the Administration
elevated China to the Special 301 “Priority Watch List” and set forth a comprehensive strategy
for addressing China's ineffective IPR enforcement regime, which included the possible use of
WTO mechanisms, as appropriate.

The United States immediately began to pursue this strategy during the run-up to the July 2005
JCCT meeting, as the United States sought to strengthen the commitments that China had made
at the April 2004 JCCT meeting and to obtain China’s commitment for greater involvement of its
police authorities in IPR enforcement matters. China subsequently agreed to: (1) increase
criminal prosecutions for IPR violations relative to the total number of IPR administrative
enforcement cases; (2) reduce exports of infringing goods by issuing regulations to ensure the
timely transfer of cases for criminal investigation; (3) improve national police coordination by
establishing a coordinating group in the Ministry of Public Security responsible for overall
research, planning and coordination of all IPR criminal enforcement to ensure a focused and
coordinated nationwide enforcement effort; (4) enhance cooperation on law enforcement matters
with the United States by immediately establishing a bilateral IPR law enforcement working
group focusing on the reduction of cross-border infringement activities; (5) expand an ongoing
initiative to aggressively counter piracy of movies and audio-visual products; (6) complete its
program ensuring that only licensed software is used by all central, provincial and local
government offices by the end of 2005 and extend this program to enterprises in 2006; (7) fight
software end-user piracy by declaring that it is considered to constitute “harm to the public
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interest” and thercfore is subject to administrative penalties nationwide and criminal penalties in
appropriate circumstances; (8) establish an IPR ombudsman in the Chinese embassy in
Washington to assist U.S. companies, particularly small- and medium-sized companies,
experiencing IPR problems, (9) develop measures to rid trade fairs of fake goods; (10) join the
WIPO Internet-related treaties in 2006; and (11) clarify the December 2004 Judicial
Interpretation to make clear that its criminal thresholds apply to sound recordings and that
exporters are subject to independent criminal liability.

By the end of 2005, China had already taken several steps to implement these commitments.
Nevertheless, the overall results of China’s efforts remain unclear, largely because of
transparency problems associated with IPR enforcement activities in China. For example, China
will not make public the enforcement decisions made by administrative authorities. China has
issued statistics that appear to show some increase in enforcement activities, but there is no
evidence of any significant corresponding reduction in IPR infringement levels. In October
2005, the United States submitted a request to China under the transparency provisions of Article
63 of the TRIPS Agreement, in conjunction with similar requests by Japan and Switzerland,
seeking to clarify China’s efforts to improve IPR enforcement.

A detailed review of the three different mechanisms for IPR enforcement provided for by
China’s [PR laws and regulations — enforcement by administrative authorities, criminal
prosecutions and civil actions for monetary damages or injunctive relief — is set forth below.

Administrative Enforcement

Although the central government continues to promote periodic anti-counterfeiting and anti-
piracy campaigns, and these campaigns in the short term result in high numbers of seizures of
infringing materials, they are largely ineffective. For one thing, the cases subsequently brought
by the administrative authorities usually result in artificially low fines because the administrative
authorities often do not treat the infringing goods as having the value of the genuine articles, but
rather establish value based on the price charged for the counterfeit or pirated goods. In addition,
evidence showing that a person was caught warehousing infringing goods is not sufficient to
prove an intent to sell them, and as a result the administrative authorities will not even include
those goods in the value of the infringing goods when determining the fine amounts.

The lack of deterrence from the fines is compounded by the fact that the administrative
authorities rarely forward an administrative case on to the Ministry of Public Security for
criminal investigation, even for commercial-scale counterfeiting or piracy. Statistics provided by
China confirm this fact. In 2004, only 96 out of 51,85! administrative trademark cases
(approximately 0.2 percent) and 101 out of 9,691 administrative copyright cases (approximately
1.0 percent) were transferred for criminal prosecution. These statistics showed no improvement
over 2001, when the corresponding statistics similarly indicated very low transfer rates of 0.2
percent for administrative trademark cases and 1.5 percent for administrative copyright cases.
As a result, infringers continue to consider the seizures and fines simply to be a cost of doing
business, and are usually able to resume their operations without much difficulty.
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At the 2005 JCCT meeting, as discussed above, China committed to increase the number of
criminal IPR prosecutions relative to the number of administrative IPR cases. Since then, China
has prepared and made available for public comment draft rules to facilitate the transfer of
administrative cases for criminal enforcement. The United States has submitted written
comments on these draft rules, which were expected to be finalized by the end of 2005. China is
working separately on draft rules for the transfer of customs cases for criminal enforcement.

Meanwhile, China’s administrative enforcement efforts have also failed to put an end to open
and notorious IPR infringement at trade fairs, retail markets and wholesale markets throughout
China. The United States has urged China to step up efforts at retail markets such as the “Silk
Street” market in Beijing and wholesale markets such as Xiangyang in Shanghai, Yiwu in Yiwu
City, and Lowu in Shenzhen. At major trade fairs, exhibitors displaying infringing goods in the
past have escaped with only non-deterrent administrative penalties. China pledged to address the
trade fair problem as part of its July 2005 JCCT commitments, and it is expected to issue final
measures designed to improve administrative IPR enforcement at trade fairs, including
provisions enhancing on-site complaint centers at major fairs, in early 2006.

The Customs Administration developed an action plan in mid-2004 calling for increased
enforcement over exports of infringing goods, in conformity with China’s April 2004 JCCT
commitments. Currently, China’s share of U.S. seizures of exports of counterfeit and pirated
goods remain very high, although mid-year 2005 U.S. Customs and Border Patrol seizure data
did show a modest decrease in seizures of infringing imports from China as compared with the
same period in 2004, both in terms of aggregate value and percentage of total seizures,

Criminal Enforcement

In the view of the United States and U.S. industry, the most critical steps for China to take in
improving its IPR enforcement are in the criminal area. Effective criminal enforcement is a core
WTO obligation, and it offers the deterrence needed for China to begin to handle the rampant
IPR infringement hurting both foreign and domestic enterprises. For this reason, the United
States sought and obtained at the April 2004 and July 2005 JCCT meetings commitments by
China to apply criminal sanctions to a wider range of IPR-infringing activities, to increase the
penalties for IPR violations, to increase the number of criminal prosecutions for IPR violations,
to reduce exports of infringing goods through the timely transfer of cases for criminal
investigation, to improve national police coordination, and to ensure that its criminal thresholds
apply to sound recordings and that exporters are subject to independent criminal liability.

There are some reports that the number of criminal prosecutions in China has increased in certain
types of cases, but lack of transparency makes it difficult to confirm the existence, extent or
significance of any improvement. Criminal prosecutions remain very rare in relation to
administrative cases, and they have not created an adequate deterrent for 1PR infringers. U.S.
companies also continue to complain that, in most regions of China, the police are either not
interested in pursuing counterfeiting and piracy cases or simply lack the resources and training
required to investigate these types of cases effectively. Moreover, even when IPR violations are
referred for criminal enforcement, the actual prosecution of IPR crimes frequently requires
coordination among a relatively large number of agencies at the national and local levels.

FOREIGN TRADE BARRIERS
-127-



Coordination remains problematic, however, with different agencies using different standards to
determine whether criminal conduct exists and some agencies apparently unwilling or unable to
work together.

Civil Enforcement

In part because of the ineffectiveness of the administrative and criminal enforcement
mechanisms in China, particularly in the copyright area, there has been an increase in the number
of civil actions being brought for monetary damages or injunctive relief. Most of the civil
actions have been brought by Chinese rights-holders. This increased use of civil actions has
coincided with an increasing sophistication on behalf of China’s IPR courts, as China continues
to make efforts to upgrade its judicial system. These efforts are still in progress, however. U.S,
companies still complain about local protectionism and have also found that most judges lack
necessary technical training and that court rules regarding evidence, expert witnesses, and
protection of confidential information are vague or ineffective. In addition, in the patent area,
where enforcement through civil litigation is of particular importance, a single case still takes
several years to complete, rendering the damages provisions adopted to comply with China’s
TRIPS Agreement obligations less meaningful.

SERVICES BARRIERS

Until China’s entry into the WTO, China’s service sectors were among the most heavily
regulated and protected sectors of the national economy. Foreign service providers were largely
restricted to operations under the terms of selective “experimental” licenses. However, both as a
matter of policy and as a result of its WTO commitments, China decided to significantly
liberalize foreign investment in its service sectors. At present, the market for services,
underdeveloped due to historical attitudes and policies, has significant growth potential in both
the short and long term.

China’s WTO commitments are designed to provide meaningful access for U.S. service
providers. In its accession agreement, China committed to the substantial opening of a broad
range of service sectors through the elimination of many existing limitations on market access, at
all levels of government, particularly in sectors of importance to the United States, such as
banking, insurance, distribution, telecommunications and professional services. These
commitments are far-reaching, particularly when compared to the services commitments of many
other WTO members.

China also made certain “horizontal” commitments, which apply to all sectors listed in its
services schedule. The two most important of these cross-cutting commitments involve acquired
rights and the licensing process. Under the acquired rights commitment, China agreed that the
conditions of ownership, operation and scope of activities for a foreign company, as set out in the
respective contractual or shareholder agreement or in a license establishing or authorizing the
operation or supply of services by an existing foreign service supplier, will not be made more
restrictive  than they were on the date of China’s accession to the WTO.
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In other words, if a foreign company had pre-WTO accession rights that went beyond the
commitments made by China in its services schedule that company could continue to operate
with those rights. In the licensing area, prior to China’s WTO accession, foreign companies in
many sectors did not have an unqualified right to apply for a license to operate in China. They
could only apply for a license if they first received an invitation from the relevant Chinese
regulatory authorities, and even then the decision-making process lacked transparency and was
subject to inordinate delay and discretion. In its accession agreement, China committed to
licensing procedures that were streamlined, transparent and more predictable.

At present, many challenges remain in securing the benefits of China’s services commitments.
While China continued to keep pace nominally with the openings required by its WTO accession
agreement, it frequently maintained or erected terms of entry that were so high or cumbersome as
to prevent or discourage many foreign suppliers from gaining market access. For example,
despite some progress, excessive capital requirements continue to restrict market entry for
foreign suppliers in many sectors, such as insurance, banking, securities, non-bank motor vehicle
financing, asset management, direct selling, franchising, freight forwarding and
telecommunications, among others. In addition, in sectors such as insurance and legal services,
branching restrictions have been put into effect that call into question commitments made by
China in its services schedule. In other sectors, particularly express delivery and construction
services, problematic proposed or final measures continue to threaten to take away previously
acguired market access rights.

Progress was made on some fronts in 2005. For example, the licensing process in many sectors
continued to proceed in a workman-like fashion, although national treatment concerns remain,
particularly in the banking and insurance sectors. The Administrative Licensing Law, which took
effect in July 2004, has also increased transparency in the licensing process, while reducing
procedural obstacles and strengthening the legal environment for domestic and foreign
enterprises.

Insurance Services

In its WTO accession agreement, China agreed to phase-in expanded ownership rights for
foreign companies, for the most part during the first three years of China’s WTO membership.
Upon China’s accession to the WTO, foreign life insurers were to be permitted to hold 50
percent equity share in a joint venture; within two years of accession, foreign property, casualty
and other non-life insurers were to be permitted to establish as a branch, joint venture or a wholly
foreign-owned subsidiary; and, within three years of accession, or by December 11, 2004,
foreign insurers handling large scale commercial risks, marine, aviation and transport insurance,
and reinsurance were to be permitted 51 percent foreign equity share in a joint venture (with the
right to establish as a wholly foreign-owned subsidiary within two more years). China further
agreed that all foreign insurers would be permitted to expand the scope of their activities to
include group, health and pension lines of insurance by December 11, 2004, In addition, China
agreed to eliminate geographic restrictions on all types of insurance operations by December 11,
2004.
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Shertly after China acceded to the WTO, the China Insurance Regulatory Commission (CIRC)
issued several new insurance regulations, including ones directed at the regulation of foreign
insurance companies. These regulations implemented many of China’s commitments, but they
also created problems in three critical arcas - capitalization requirements, transparency and
branching. In particular, China’s capitalization requirements were significantly more exacting
than those of other populous countries, and they limited the ability of foreign insurers to make
necessary joint venture arrangements. The regulations also continued to permit considerable
bureaucratic discretion and to offer limited predictability to foreign insurers seeking to operate in
China’s market.

With regard to branching, China scheduled a commitment to allow non-life firms to establish as
a branch in China upon accession and to permit internal branching in accordance with the lifting
of China’s geographic restrictions. China further agreed that foreign insurers already established
in China that were sceking authorization to establish branches or sub-branches would not have to
satisfy the requirements applicable to foreign insurers seeking a license to enter China’s market.

China’s regulations regarding foreign insurers’ branching rights, however, remain vague, and
CIRC has so far insisted that non-life insurers that are already in the market as a branch and that
wish to branch or sub-branch cannot do so unless they first establish as a subsidiary, a costly
condition. Further complicating this issue, CIRC has apparently waived this requirement for at
least one foreign non-life insurer, but has not explained how or whether other foreign insurers
could apply for this waiver,

In May 2004, CIRC took steps to address concerns related to China’s high capitalization
requirements by issuing the Detailed Rules on the Regulations for the Administration of Foreign-
Invested Insurance Companies. These rules lowered capital requirements for national licenses
from RMB 500 million ($60 million) to RMB 200 million ($24 million) and for branch offices
from RMB 50 million ($6 million) to RMB 20 million ($2.4 million). These changes have been
welcomed by some U.S. insurers, but others still consider them to be too high. The rules also
streamlined licensing application procedures and shortened approval times, although some
procedures remain unclear. Meanwhile, the rules did not adequately address branching rights, as
many aspects of this issue remain vague.

By December 2004, in accordance with its WTO commitments, China lifted all of its geographic
restrictions on foreign insurers. China also took steps in 2005 to permit foreign insurers to offer
health and group insurance as well as pension/corporate annuities and increased the 50 percent
ceiling on foreign ownership of joint venture insurance brokerages to 51 percent.

With all geographic restrictions removed and most business scope restrictions lifted in 2005, the
operations of foreign insurers in China continued to grow. Foreign insurer premium income
more than doubled, increasing from $1.2 billion in 2004 (representing 2.3 percent of total
premium income) to $4.3 billion in 2005 (representing 6.9 percent of total premium income).
While foreign insurers still had a relatively low share of the national market, in some areas
market share was increasing more quickly. According to the most recently available figures
from CIRC, in 2004, the 37 foreign insurers present in China (a figure that rose to 40 in 2005)
held a 15.3 percent market share in Shanghai and an 8.2 percent market share in Guangzhou.
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However, despite these developments, U.S. and other foreign insurers are concerned that
apparent discrimination in branching approvals may limit their ability to expand. In practice, it
appears that established Chinese insurers are being granted new branch approvals on a
concurrent basis, meaning more than one branch at a time. In contrast, foreign insurers so far
have only received approvals on a consecutive basis, meaning one branch at a time. Meanwhile,
a number of U.S. investors have taken significant minority equity stakes in major Chinese
insurance companies as a means of accessing China’s insurance market.

Banking Services

As part of its WTO accession agreement, China agreed to allow foreign banks to conduct local
currency business with Chinese companies two years after its WTO accession and with Chinese
individuals five years after accession, or by December 11, 2006. China also committed to
opening four new cities every year where foreign banks could engage in local currency
operations.  All non-prudential market access and national treatment restrictions on foreign
banks are to be lifted by December 11, 2006.

Under regulations issued in December 2001, foreign banks must meet stringent criteria such as
having gross assets of $20 biilion when opening new branches in China. Although China reduced
capital requirements for foreign bank branches in December 2003, they remained excessively
high, increasing local capital costs for foreign banks. Foreign bank branches must also place 30
percent of their operating capital in interest bearing assets designated by the People’s Bank of
China (PBOC). Foreign bank branch current assets (cash, local bank demand deposits, and
PBOC deposits) must continue to be greater than 25 percent of customer deposits. In addition,
the ratio of customer deposits in foreign currency to domestic foreign currency assets may not
exceed 70 percent, an increase from the 40 percent-level mandated previously. China calculates
prudential rations and limits based on the local capital of foreign bank branches rather than on
the global capital base of the bank, although more lenient rules apply in authorized cities in the
northeastern and western regions of China.

China also continues to have strict limitations on foreign banks’ participation in local currency
operations, which are regulated by the PBOC. These restrictions are being gradually relaxed, but
local currency transactions with individuals remain prohibited until December 11, 2006.
Restrictions on the rights of foreign banks to raise RMB in the interbank market also inhibit the
ability of foreign banks to build RMB loan portfolios necessary for profitable operations in
China. Meanwhile, although foreign currency business with any customer, foreign or domestic,
is now freely permitted, only a limited number of foreign banks are allowed to do forward
foreign exchange contracts.

In December 2003, the Chinese Government increased the stake a single foreign investor can
take in a Chinese bank from 15 to 20 percent, with a total 24.9 percent allowed for all foreign
investors. The United States and other WTO members have objected to these limitations, as
China did not schedule any limitation on the percentage of foreign ownership in these banks
when it acceded to the WTO.
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Nevertheless, since the increased ownership limitations went into effect, a number of foreign
investors have taken significant equity stakes in Chinese banks, including three of the four large
state-owned banks. In the case of the Shenzhen Development Bank, a foreign investor has been
allowed to take a controlling interest. Two of the foreign-invested banks have successfully listed
on the Hong Kong stock exchange and more are expected in the near future.

By October 2005, despite high capital requirements and other impediments, 173 foreign banks,
including a number of U.S. banks, reportedly had branches or representative offices in China,
although only major banks have been large enough to satisfy the application requirements. In
addition, the business that foreign banks were most eager to pursue in China — domestic currency
— had expanded tremendously, although China’s regulatory authorities continued to shield
domestic banks from foreign competition in some areas, such as by limiting product innovation
by foreign banks. According to the PBOC and CBRC, the domestic currency business of U.S.
and other foreign banks grew rapidly in the first two years after China’s WTO accession, even
though the banks’ clients were then limited to foreign-invested enterprises and foreign
individuals. Following the PBOC’s December 2003 announcement that foreign banks would be
permitted to conduct domestic currency business with Chinese enterprises subject to previously
permitted geographic restrictions, the growth in U.S. and other foreign banks’ domestic currency
business accelerated. The total assets of foreign banks in China reportedly had reached $84.5
biilion by October 2005, representing approximately 2 percent of the total banking assets in
China. In some coastal cities, the share was higher. For example, in Shanghai, foreign banks’
assets reportedly represented 12.4 percent of total banking assets.

Securities Services

Pursuant to the terms of China’s WTO accession agreement, foreign securities firms were to
receive the right to form joint ventures for fund management upon China’s accession to the
WTO in December 2001, while joint ventures for securities underwriting were to be permitted
within three years after accession.

The China Securities Regulatory Commission issued regulations on the establishment of joint
venture fund management companies and securities underwriting by Chinese-foreign joint
ventures shortly after China’s WTO accession. China’s decision to limit foreign partners to a
minority stake of these joint ventures (49 percent for fund management and 33 percent for
securities trading), however, continues to limit their appeal to leading foreign firms and only a
handful of joint ventures have been formed. In addition, China continues to limit the security
underwriting joint ventures to underwriting A-shares and to underwriting and trading
government and corporate debt, B-shares and H-shares.

Since December 2002, China has allowed Qualified Foreign Institutional Investors (QFIls) to
trade in A-shares via special accounts opened at designated custodian banks. However, stringent
criteria currently make it difficult for foreign institutions to qualify as QFIls, while other
requirements limit the extent to which QFIIs can trade in A-shares,
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Motor Vehicle Financing Services

China’s WTO accession agreement required China to allow foreign non-bank financial
institutions to provide motor vehicle financing immediately upon its accession in December 2001
and without any limits on market access. As a result of persistent U.S. engagement with China,
both bilaterally and at WTO meetings, China issued regulations in October and November 2003
allowing foreign non-bank financial institutions to provide motor vehicle financing. The capital
requirements set by these regulations are relatively high, with minimum registered capital at
RMB 300 million ($36 million), and minimum paid-in capital at RMB 500 million ($60 million).
In January 2004, CBRC granted licenses for one U.S. auto company and two other foreign auto
companies to set up non-bank motor vehicle financing institutions. CBRC granted licenses for
other foreign auto companies later in the year as well. In August 2004, the PBOC and CBRC
jointly issued the Administrative Rules on Auto Financing, which became effective in October
2004. These rules set forth administrative requirements and risk management rules for extending
auto loans in China and allowed the ficensed companies to actually begin operations.

Financial Information Services

In its WTO accession agreement, as discussed above, China committed that, for the services
included in its Services Schedule, the relevant regulatory authorities would be separate from, and
not accountable to, any service suppliers they regulated, with two specified exceptions. One of
the services included in China’s services schedule — and not listed as an exception — is the
“provision and transfer of financial information, and financial data processing and related
software by suppliers of other financial services.”

Nevertheless, China has still not established an independent regulator in the financial
information services sector. Xinhua, the Chinese state news agency, is both a major market
competitor of, and the regulator of, foreign financial information service providers in China. As
problems with Xinhua’s regulation of this sector mounted in 2005, U.S. and other foreign
financial information service providers began to call for the establishment of an independent
regulator.

Wholesaling Services and Commission Agents’ Services

In its WTO accession agreement, China committed to provide national treatment and eliminate
market access restrictions for foreign enterprises seeking to provide wholesaling and commission
agents’ services and related services, such as repair and maintenance services, through a local
presence within three years of China’s accession (or by December 11, 2004), subject to limited
product exceptions. In the meantime, China agreed to progressively liberalize its treatment of
these services pursuant to a set schedule. The phase-in of these services was supposed to start
with minority foreign-owned joint ventures by December 11, 2002, followed by majority
foreign-owned joint ventures by December 11, 2003.

Shortly after acceding to the WTQ, China fell behind in its implementation of the required
progressive liberalization, as foreign enterprises continued to face a variety of restrictions. It was
not until mid-2004, following high-level U.S. engagement that China began to take steps to
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liberalize. At that time, MOFCOM issued regulations providing national treatment and
eliminating market access restrictions on joint ventures providing wholesaling services and
commission agents’ services. These reguiations also established a timetable for extending this
liberalization to wholly foreign-owned enterprises on December 11, 2004,

While these regulations were welcome, MOFCOM was very slow to implement them, and it still
has not implemented them fully. Initially, MOFCOM did not issue any guidance regarding how
its approval system would operate, and the application process remained opaque. In most
instances, the application process turned into a protracted negotiation, as the central and local
approving authorities were still in the process of determining the appropriate procedures and
documentation requirements. When approvals were issued, moreover, the central and local
approving authorities imposed a variety of restrictions, such as limits on the scope of products
that could be distributed and limits on the specific services that could be supplied. Registered
capital requirements have also varied.

in addition, through the first six months of 2005, the Chinese authorities rarely issued approvals
for existing enterprises seeking to expand their business scope to include wholesale distribution,
in part because the Chinese authorities were sorting our historical tax treatment and Free Trade
Zone (FTZ) issues. The Chinese authorities did issue some approvals for the establishment of
new wholesale distribution enterprises, but this route did not make business sense for many
enterprises already established in China.

By June 20035, the Chinese authorities had begun to make progress in resolving many of the
problems that had plagued the application and approval process, including how it would handle
the tax and FTZ issues that had stalled many enterprises’ applications. In July 2005, MOFCOM
and the General Administration of Customs (Customs Administration) issued the Circular on
Issues Concerning the Trade Administration of Bonded Zones and Bonded Logistics Parks,
which clarified the handling of applications from enterprises located in FTZs. At the July 2005
JCCT meeting, China also committed to improve the transparency of the application and
approval process. Consistent with this commitment, in September 2005, MOFCOM issued the
Application and Approval Guidelines for Foreign Investments, which clarify many aspects of the
application and approval process. Since then, some improvements have taken place in the
application and approval process, although U.S. industry continues to have concerns with regard
to continuing product and services restrictions. U.S. industry is also concerned about the
uncertainty created by the provision in the April 2004 regulations that allows the local approving
authorities to withhold wholesale (and retail) distribution license approvals when, as is the case
in most cities, urban commercial network plans have not yet been formulated. This provision
could operate as a de facto restriction on the operations of foreign wholesalers (and retailers).

One area that requires clarification from the Chinese authorities involves the distribution of
books, newspapers and magazines. While the April 2004 regulations purport to allow foreign
enterprises to obtain the right to distribute books, newspapers and magazines in China, other
measures appear to restrict this right.
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For example, the Administrative Measures on the Subscription of Imported Publications, issued
by the General Administration of Press and Publications in September 2004, appear to restrict
the distribution of imported publications by subscription to state trading enterprises. While
China has since confirmed that foreign enterprises are now permitted to distribute books,
newspapers and magazines in China, it has not provided a justification for the measure that
restricts the distribution of imported publications by subscription to state trading enterprises.

In 2005, China began to implement several measures designed to implement its commitment to
allow the distribution of automobiles by foreign enterprises, including the Implementing Rules
Jor the Administration of Brand-Specific Automobile Dealerships, the Policies for Automobile
Trade and the Measures for the Administration of the Distribution of Used Vehicles. However,
under these rules, foreign cars face more, not fewer, restrictions, especially in the area of
dealerships. For example, foreign automobile manufacturers are required to delegate the
operations of its distribution network to either a domestic firm or a newly created firm.
Moreover, prior to December 11, 2006, foreign investors cannot hold more than 49 percent of
any new dealership if it already owns thirty or more dealerships. Dealerships, post-sales service
and supply of parts are all restricted to delegated operators.

Meanwhile, China has delayed the implementation of its commitments with regard to the
distribution of pharmaceuticals, despite the fact that the exception for pharmaceuticals contained
in China’s accession agreement expired as of December 11, 2004. Although the April 2004
regulations indicated that separate regulations would be issued for the pharmaceuticals sector,
China has not issued any further regulations and has continued to require foreign pharmaceutical
companies to sell their finished products through Chinese wholesalers (after hiring Chinese
importers to bring their finished products into the country). China reportedly decided in the last
half of 2005 to begin accepting applications from foreign pharmaceutical companies for
wholesale (and retail) licenses under the April 2004 regulations and the State Food and Drug
Administration’s Rules on the Management of Drug Business Licenses.

Retailing Services

In 1999, the Chinese government broadened the scope for foreign investment in the retail sector.
New regulations encouraged the entry of large international retailers (such as hypermarkets and
warehouse-style stores) into China. China’s subsequent WTO commitments were designed to
further expand the ability of foreign retailers to enter the market through a much wider range of
modalities. Smaller retail operations, some large retail operations, gas stations and even car
dealerships may be wholly foreign-owned within three to five years of China’s December 2001
WTO accession, although certain types of large retail operations may still face ownership
limitations.

As in the area of wholesaling and commission agents’ services, China fell behind in its
implementation of the required progressive liberalization of retailing services shortly after
acceding to the WTO, as foreign enterprises continued to face a variety of restrictions.
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China only began to take steps to liberalize in mid-2004, when MOFCOM issued regulations
providing national treatment and eliminating market access restrictions on joint ventures
providing retailing services. These regulations also established a timetable for extending this
liberalization to wholly foreign-owned enterprises on December 11, 2004.

Many of the same problems that plagued the application and approval process for wholesaling
and commission agents’ services in 2005 also arose in the area of retailing services, While
improvements took place throughout the year, U.S. industry continues to have concerns,
particularly with regard to the provision in the April 2004 regulations allowing the local
approving authorities to withhold retail distribution license approvals when, as is the case in
most cities, urban commercial network plans have not yet been formulated.

Meanwhile, it appears that China may not be fully implementing its commitment to allow
foreign enterprises to sell gasoline at the retail level. Although China’s retail services
commitments initially did not apply to processed oil, as it was one of the excepted goods under
China’s services schedule, that exception expired on December 11, 2004, and by that time China
committed to permit wholly foreign-owned enterprises to operate gas stations. However,
according to some recent reports, China is now claiming that gas stations fall under the chain
store provision in its services schedule, which applies to “those chain stores which sell products
of different types and brands from multiple suppliers with more than 30 outlets” and permits
only joint ventures with minority foreign ownership.

Franchising Services

As part of its services commitfments, China committed to permit the cross-border supply of
franchising services immediately upon its accession to the WTO. It also committed to permit
foreign enterprises to provide franchising services in China, without any market access or
national treatment limitations, by December 11, 2004. In December 2004, MOFCOM issued
new rules governing the supply of franchising services in China, the Measures for the
Administration of Commercial Franchises, effective February 2005. These rules raised a number
of concerns. Of particular concern is a requirement that a franchiser own and operate at east two
units in China for one year before being eligible to offer franchises in China. The business
models of many U.S. franchising companies, including some large hotel chains, are adversely
affected by this requirement because they do not own and operate units, instead relying
exclusively on franchisees to distribute goods and services. The rules also impose high capital
requirements and require broad and vague information disclosure by franchisers, with uncertain
liability if these disclosure requirements are not met.
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Sales Away From a Fixed Location

In 1998, China banned all direct selling activities (or sales away from a fixed location) activities
after some foreign and domestic firms used direct selling techniques to operate fraudulent
pyramid schemes and other less-than-legitimate operations disguised as direct selling to bilk
participants. No U.S. firms were implicated in these schemes. Meanwhile, some large U.S. and
other foreign direct selling firms were allowed to continue operating in China after altering their
business models. In its WTO accession agreement, China committed to the resumption of direct
selling activities by December 2004,

In September 2003, nine months overdue, the Chinese authorities issued the measures designed
to implement China’s direct selling commitments — the Measures for the Administration of
Direct Selling and the Regulations on the Administration of Anti-Pyramid Sales Scams. These
measures contained several problematic provisions. For example, one provision outlaws
practices allowed in every country in which the U.S. industry operates — reportedly 170 countries
in all — by refusing to allow direct selling enterprises to pay compensation based on team sales,
where upstream personnel are compensated based on downstream sales. The United States has
pointed out that China could revise this provision to permit team-based compensation while still
addressing its legitimate concerns about pyramid schemes. Other problematic provisions include
a three-year experience requirement that only applies to foreign enterprises, not domestic ones,
restrictions on the cross-border supply of direct selling services and high capital requirements
that may limit smaller direct sellers’ access to the market. These measures also forbid foreigners
from working as salespersons or as trainers for salespersons.

Express Delivery Services

Beginning in December 2001, the State Postal Bureau (together with MOFTEC and MII) issued
restrictive measures that could have jeopardized market access that foreign express delivery
firms (which were then required to operate as joint ventures with Chinese partners) enjoyed prior
to China’s accession. These measures threatened to curtail the scope of operations of foreign
express delivery firms licensed prior to China’s accession to the WTO, despite China’s
horizontal commitment on acquired rights. Specifically, a measure issued in December 2001
required firms wishing to deliver letters to apply for entrustment with China Post. A second
measure, issued in February 2002, extended China Post’s monopoly on letters by creating weight
and rate restrictions on letter deliveries by private firms. Following high-level U.S.
interventions, in September 2002, a third measure eliminated the weight and rate restrictions on
letter deliveries and streamlined the entrustment application procedure. Two major U.S. express
delivery firms subsequently applied for and obtained entrustment certificates from China Post.

In July 2003, however, China circulated draft amendments to its postal services law that
gencrated two immediate concerns among U.S. companies. First, the draft amendments
purported to give China Post a monopoly over the delivery of letters under 500 grams, which
would have constituted a new restriction on the scope of activities of existing foreign-invested
express delivery companies, contrary to China’s horizontal acquired rights commitment.
Second, the draft amendments did not address the need for an independent regulator.
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In September, October and November 2003, China circulated new sets of draft amendments.
While each set of draft amendments included a different definition of the China Post monopoly,
the most recent draft amendments continued to provide China Post with a monopoly on letters
weighing less than 500 grams. They also included other problematic provisions. For example,
they appeared to create a new, more burdensome licensing process, and they seemed to require
express couriers to pay a percentage of their revenue from the delivery of letters into a universal
service fund.

In April 2004, following high-level U.S. engagement urging China not to cut back on the scope
of activities that foreign-invested express delivery companies had been licensed to provide prior
to China’s WTO accession, Vice Premier Wu Yi committed that old problems, like the weight
restriction, would not resurface as new problems. In July 2004, however, the State Council
circulated another set of draft amendments to the postal services law. Despite Vice Premier
Wu’s commitment, these draft amendments continued to include a weight restriction, now
reduced from 500 grams to 350 grams and did little to address other U.S. concerns. A new but
still problematic set of draft amendments was reportedly circulating within China’s ministries
and agencies and to select domestic enterprises in early 2006, as U.S. engagement continued.

Construction, Engineering, Architectural and Contracting Services

Since before China’s WTO accession, U.S. construction, engineering and architectural firms and
U.S. contractors have enjoyed a relatively cooperative and open relationship with the Chinese
government. These firms have operated in the Chinese market through joint venture
arrangements and have been less affected by regulatory problems than other service sectors,
Nevertheless, they have also faced restrictions. It has been difficult for foreign firms to obtain
licenses to perform services except on a project-by-project basis. Foreign firms have also faced
severe partnering and bidding restrictions.

In September 2002, the Ministry of Construction and MOFTEC jointly issued Decrees 113 and
114, which opened up construction and related construction design services to joint ventures with
majority foreign ownership and, two years ahead of schedule, wholly foreign-owned enterprises.
At the same time, however, these decrees created concerns for U.S. and other foreign firms by
imposing new and more restrictive conditions than existed prior to China’s WTO accession,
when they were permitted to work in China on a project-by-project basis pursuant to Ministry of
Construction rules. In particular, these decrees for the first time required foreign firms to obtain
qualification certificates, effective October 1, 2003. In addition, these decrees for the first time
required foreign-invested firms supplying construction services to incorporate in China, and they
impose high minimum registered capital requirements and foreign personnel residency
requirements that are difficult for many foreign firms to satisfy. In consultation with U.S.
industry, the United States, in a high-level intervention, pressed its concerns about Decrees 113
and 114 and sought a delay before the decrees’ problematic requirements would become
effective. In September 2003, the Ministry of Construction agreed to extend the implementation
date from October 1, 2003 until April 1, 2004 so the concerns of foreign firms could be analyzed
further.
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In April 2004, Decree 113 went into effect. However, in September 2004, the Ministry of
Construction and MOFCOM issued Circular 159, which permitted foreign providers of
construction services and related construction engincering design services to continue operating
on a project by-project basis until July 1, 2005, effectively extending the effective date of the
incorporation-related requirements. With the expiration of Circular 159 in July 2005, however,
U.S. and other foreign companies now face a great deal of uncertainty as they seek to participate
in projects in China.

In September 20035, the Ministry of Construction and MOFCOM circulated draft Regulations on
the Administration of Foreign-Invested Construction Service Enterprises for public comment.
These draft regulations call for the Chinese authorities to begin accepting applications from
foreign-invested enterprises on December 1, 2006. While the draft regulations bring clarity to
the application and approval process, they fail to address foreign companies’ concerns regarding
high capital requirements and recognition of foreign credentials. They also create obstacles and
delay for foreign companies by establishing a complicated grading system for construction
service enterprises.

Meanwhile, in late November 2004, the Ministry of Construction issued the Provisional
Measures for Construction Project Management (known as Decree 200), which became effective
on December 1, 2004. Among other things, Decree 200 appears to preclude the same company
from providing construction services and related construction engineering design services if it
also provides project management services on the same project. This aspect of the decree raises
concerns because U.S. companies often provide all of these services in combination when
working on a project in a foreign market,

Finally, a number of restrictions continue to apply to foreign providers of engineering and
architectural services. Foreign firms cannot hire Chinese nationals to practice engineering and
architectural services as licensed professionals. Currently, Chinese engineering and architectural
firms must approve and stamp all drawings prior to construction. China also sets extremely low
design fees, rather than letting the market set prices, while China does not have adequate lien
laws to protect the rights of engineering and architectural firms from non-payment. There have
also been instances in which U.S. engineering and architectural firms have had to pay Chinese
domestic taxes on designs prepared in the United States for Chinese projects.

Transpertation and Logistics Services

The transportation and logistics sector has in the past faced severe regulatory restrictions, high
costs, dominance by government-invested agents, and limitations on permitted activities. The
multiple government bodies responsible for this sector include the Ministry of Communications,
the Ministry of Railways, MOFCOM, NDRC and the Civil Aviation Administration of China.
Overlapping jurisdictions, multiple sets of approval requirements and opaque regulations hinder
market access. In some areas, domestic firms have also used government connections and
investments to monopolize the sector.
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Nevertheless, like China’s own reform policies, China’s WTO commitments support a broad
opening of the transportation and logistics sector to foreign services providers, to be phased in
over time. Foreign firms should be able to invest freely in warehousing, road freight transport,
rail freight transport and freight forwarding companies within three to six years after WTO
accession, depending on the sector.

In July 2002, MOFCOM’s predecessor, MOFTEC, issued a Notice on Establishing Foreign-
Invested Logistics Companies in Trial Regions. This notice allows foreign-invested logistics
companies (with up to 50 percent foreign ownership and registered capital of $5 million) to
establish in several designated cities. U.S. firms have expressed concern about the high capital
requirement and the 50 percent cap on foreign ownership, which may conflict with China’s
WTO commitments for certain types of logistics services.

In November 2002, China issued regulations allowing majority foreign ownership of road
transportation firms, as it was required to do within one year of its WTO accession. China was
also obligated to issue regulations allowing majority foreign-owned joint ventures to enter the
fields of packaging services, storage and warehousing, and freight forwarding one year after its
accession,; it issued timely regulations allowing 75 percent foreign-owned joint ventures in these
fields.

China took a significant step in July 2004 to increase market access for U.S. passenger and cargo
carriers by signing a landmark amendment to the aviation agreement with the United States. The
amended agreement will more than double the number of U.S. airlines operating in China and
will increase by five times the number of flights providing passenger and cargo services between
the two countries over the next six years. The agreement also allows each country’s carriers to
serve any city in the other country, provides for unlimited code-sharing between them, expands
opportunities for charter operators, and eliminates government regulation of pricing as of 2008.
U.S. passenger and cargo carriers have since obtained additional routes and increased flight
frequencies, as envisioned by the agreement.

Similarly, in late 2003, China took steps to liberalize the maritime services sector despite having
made no WTO commitment. The United States and China signed a far-reaching, five-year
bilateral maritime agreement, which will give U.S.-registered companies the legal flexibility to
perform an extensive range of additional shipping and logistics activities in China. U.S. shipping
and container transport services companies, along with their subsidiaries, affiliates and joint
ventures will also be able to establish branch offices in China without geographic limitation.

in April 2005, AQSIQ issued the Criteria for the Classification and Assessment of Logistics
Firms. Under this measure, AQSIQ uses a firm’s business and financial situation, equipment,
operating infrastructure, management, services provided, and human resource information as of
the time of its business license application in order to classify the firm into one of three broad
categories, i.e., transport, warehouse or multi-service, for regulatory purposes.
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Some firms have criticized this measure as creating “hastily formulated standards” that
inappropriately restrict the business scope of logistics firms and have also complained about
unnecessary and burdensome requirements. In addition, freight forwarding firms are concerned
about not being included in one of the three logistics business categories, particularly because it
may prevent their participation in relevant standards-setting activities.

Telecommunications

In its WTO accession agreement, China made important commitments in the area of
telecommunications services. It agreed to permit foreign suppliers to provide a broad range of
services through joint ventures with Chinese companies, including domestic and international
wired services, mobile voice and data services, value-added services, such as electronic mail,
voice mail and on-line information and database retrieval, and paging services. The foreign
stake permitted in the joint ventures is to increase over time, reaching a maximum of 49 percent
for most types of services. In addition, China agreed to eliminate all geographical restrictions
within two to six years after its WTO accession, depending on the particular service sector.

Importantly, when it acceded to the WTO, China also accepted key regulatory principles from
the WTO Reference Paper. As a result, China became obligated to separate the regulatory and
operating functions of MII (which had been both the telecommunications regulatory agency in
China and the operator of China Telecom) upon its accession and to implement its regulations in
an impartial manner. Since China’s accession, MII has spun-off China Telecom, which now
competes in the market with other telecom operators. While the formal separation of regulator
and operator has occurred, evidence of continued MII influence over operational decisions of the
telecom operators (e.g., relating to personnel, corporate organization and standards) suggests that
regulatory independence is far from complete. The current regulator, MII, is not structured as an
independent entity as it still bears the responsibility to help develop China’s IT and telecom
manufacturing industries.

China is also obligated to adopt pro-competitive regulatory principles, such as transparent
licensing, cost-based pricing and the right of interconnection, which are necessary for foreign-
invested joint ventures to compete against established operators. China appears laggard in
implementing these commitments, however. For example, there is no sign that “major suppliers”
in China have made their interconnection arrangements public. With practically no foreign
participation in the market, it has been difficult to assess compliance with such commitments.
This very lack of foreign participation, however, is indicative of a licensing regime that has not
been conducive to foreign investment, in part due to lack of transparency.

China’s Regulations on Foreign-Invested Telecommunications Enterprises went into effect
January 1, 2002, These regulations define registered-capital requirements, equity caps,
requirements for Chinese and foreign partners, and licensing procedures. The regulations
stipulate that foreign-invested telecommunications enterprises can undertake either basic or
value-added telecommunications services. Foreign ownership may not exceed 49 percent in the
case of basic telecommunications services (excluding wireless paging) and 50 percent in the case
of value-added services (including wireless paging, which is otherwise categorized as a basic
service). The entire process of forming a Sino-foreign joint venture for basic services pursuant
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to the new regulations is believed to be lengthy, lasting on average 9 to 12 months. While China
committed to giving foreign applicants freedom to choose potential joint venture partners, it
appears that MI! is interpreting requirements regarding technical qualifications to effectively
exclude all but incumbent operators, foreclosing additional competition in the market. For
foreign operators interested in offering international services, requirements to use a gateway
operated by a state-owned operator appear excessive and unjustified. The capitalization
requirement established for new entrants, which exceeds $200 million, is another major
impediment to market access. There-appears to be no justification for such a requirement,
particularly for companies interested in leasing, rather than building facilities, while specific
licensing terms for resale-based operators do not appear to exist. Meanwhile, MII continues to
process applications very slowly for the few foreign-invested telecommunications enterprises
that have attempted to satisfy MII’s licensing requirements. The results have been predictable:
no new joint ventures appear to have been formed in the basic telecom sector since China
introduced the January 2002 regulations.

At times, MII has also changed applicable rules without notice and without transparency. For
example, in February 2003, MII announced a reclassification of certain basic and value-added
telecommunications services effective April 1, 2003. No public comment period was provided.
This move limited the ability of U.S. firms to access China’s telecommunications market
because basic services are on a slower liberalization schedule and are subject to lower foreign
equity limits and higher capitalization requirements.

Little progress has been made in opening the market for value-added services, such as Internet
service and content providers. MII announced moves toward convergence in voice, video and
data services in 2000, but China considers information content sensitive, so foreign companies
face significant barriers in the Internet services sector. Although more foreign companies are
registering “.com.cn” websites in China, these sites are still often blocked, which hinders
companies’ abilities to maintain a stable Internet presence. The requirement that Internet service
providers (ISPs) must provide user login information and transaction records to authorities upon
request, without clear guidelines as to the circumstances and situations that warrant such actions,
raises concerns about consumer privacy and prevention of data misuse. Meanwhile, even though
China has now completed its fourth year of WTO membership, the United States is aware of
only one application for a license to provide value-added services that has completed the Ml
licensing process. That license was awarded to a Chinese-Korean joint venture in 2005.

Foreign equity investment limitations for ISPs and Internet content providers (ICPs) mirror the
timetable for value-added services in China’s WTO accession agreement (30 percent upon
accession, 49 percent within one year after accession and 50 percent within two years after
accession). However, ICPs must still win the approval of MII and/or local telecom
administrations depending on the geographic coverage of their services before they can receive
foreign capital, cooperate with foreign businesses, or attempt domestic or overseas stock listings,
Their services, including even simple commercial websites, are also subject to excessive
capitalization requirements that bear little relation to any legitimate licensing goals.
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In 2004, a draft of the long-awaited Telecommunications Law began to circulate among Chinese
ministries and agencies. If China takes the initiative, this law could be a vehicle for addressing
existing market access barriers and other problematic aspects of China’s current
telecommunications regime. The current status and content of this legislation is unclear, despite
repeated U.S. efforts to obtain this information.

Meanwhile, even though China committed in its WTO accession agreement that further
liberalization of this sector would be discussed in the current round of WTO negotiations, China
has yet to make an improved services offer. With the modest telecommunications commitments
made by China in its WTO accession agreement having so far failed to facilitate effective market
entry for foreign firms, further liberalization, bound through the current round of WTO
negotiations, appears critical to improving market access prospects for this sector.

On-Line Services

Chinese authorities routinely filter Internet traffic entering China, focusing primarily on the
content they deem objectionable on political, social or religious grounds. In 2002, China lifted
filters on most major western news sites. Nevertheless, since then, foreign news websites have
periodically been blocked, as happened, for example, for several weeks during the 16" National
Congress of the Communist Party of China in 2003. More generally, according to a Harvard
University study published in 2002, China had still blocked 19,032 sites on multiple occasions.
In addition to blocking sites related to Taiwan, the Falun Gong spiritual movement, Tibetan and
Uighur support groups and human rights organizations focusing specifically on China, the study
states that China repeatedly blocked university alumni homepages such as MIT’s homepage,
various church and other religious-themed sites and search engines such as Alta Vista. Changes
to Internet filtering can occur without warning or public explanation. For example, the popular
Internet search engine Google was blocked completely in China for a few weeks starting in late
August 2002. When Google became available again in September 2002, its “cached pages”
feature remained blocked; that feature had previously allowed users in China to access
“snapshots™ of some web pages that were otherwise blocked in China. All of these practices
remained prevalent in 2005. Few, if any, websites related strictly to economic and business
matters, however, are blocked.

Internet content restrictions for ICPs, electronic commerce sites and application service providers
located in China are governed by a number of measures, not all of which are public. Some of
these measures restrict who may report news and place limits on what exactly may constitute
news. The most important of these measures was issued in September 2000 and updated in
September 2005. In addition to interfering with news reporting in the traditional sense, this
measure may provide a basis for Chinese authorities to interfere with the normal business
reporting operations of non-news organizations, such as multinational corporations, if they use
the Internet to keep clients, members, their headquarters and other interested parties informed
about events in China.
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In March 2002, the Internet Society of China, a nominally private group affiliated with MII,
established a “Public Pledge on Self-Discipline for the China Internet Industry.” Signatories
commit to “refrain from producing, posting or disseminating pernicious information that may
Jjeopardize state security and disrupt social stability, contravene laws and regulations and spread
superstition and obscenity.” Reportedly, 130 major Internet portals have since signed the pledge.

Audio-Visual Services (Including Film Imports)

China’s Regulations on the Administration of Audio-Visual Products and Regulations on the
Management of Film went into effect on February 1, 2002. They are designed to bring more
order and transparency to the film and audio-visual industries, with an eye to moving toward
greater commercial efficiency in accordance with domestic reform efforts and China’s WTQ
commitments. Despite these positive moves, China’s desire to protect the revenues earned by
the state-owned movie and print media importers and distributors, and China’s concerns about
politically sensitive materials, result in continued restrictions on foreign providers of audio-
visual services. For example, distribution of sound recordings, videos, movies, books and
magazines remains highly restricted. In addition news services remain wary that the Chinese
government will impose new restrictions on their activities. Inconsistent and subjective
application of censorship regulations further impedes market growth for foreign and domestic
providers alike.

China issued a number of regulations in 2004 that should lead to expanded market access in the
audio-visual services sector, although many restrictions remain. In July 2004, the State
Administration for Radio, Film and TV (SARFT) issued the Rules for the Administration of
China-Foreign Cooperation in Filmmaking. According to these rules, licenses are required for
both the joint Chinese-foreign filmmaking cooperative and the cooperating domestic partner. In
October 2004, SARFT and MOFCOM issued the Provisional Rules on the Access Requirements
Jor Film. These rules cover film production, distribution, screening and imports by domestic
firms, and film production and screenings involving foreign firms. All firms engaged in these
businesses are subject to SARFT licensing. Foreign firms are allowed to form joint ventures and
cooperative firms engaged in film production, technology and equipment. Joint ventures or
cooperative firms must have at least RMB 5 million (8600,000) of registered capital, and foreign
capital cannot make up more than 49 percent of the total share. In Qctober 2004, SARFT and
MOFCOM issued the Provisional Rules on the Administration of China-Foreign Joint Venture
and Cooperative TV Program Production Firms. These rules establish a minimum registered
capital requirement of RMB 2 million ($240,000) for joint ventures and cooperative firms and
mandate a share of no less than 51 percent for domestic partners. In February 2005, SARFT
issued a circular placing further restrictions on foreign partners and requiring two-thirds of the
programs of a joint venture or cooperative firm to have Chinese themes. Finally, in August
20035, the State Council issued a directive stating that non-public capital cannot be used to
establish or operate a news agency, newspaper, publishing house, radio station, or TV station.
The directive also stated that radio and television signal broadcasting and relay station, satellite
and backbone networks are closed to non-public capital.
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China began importing foreign films on a revenue-sharing basis in 1994. The Chinese
government limits the number of foreign films allowed to enter China. China allowed in only
ten foreign films annually through much of the 1990s, but more recently allowed in 20 foreign
films annually on a revenue-sharing basis under its WTO commitments. However, China treats
its WTO commitment as a ceiling, rather than a floor, which artificially increases demand for
pirated products. Although China is also obligated to open theaters and film distribution to
foreign investment, currently there are only two authorized distributors of foreign films, the
state-owned China Film Distribution Company and Huaxia. Furthermore, lengthy censorship
reviews by Chinese authorities delay the arrival of legitimately imported foreign films on
Chinese movie screens. When the films do make it to the screen, they have sometimes been
subject to blackout viewing periods during national holidays. China’s large black market for
foreign films continues to grow because these market access restrictions not only create a
demand for pirated DVDs in the absence of legitimately licensed films, but also diminish the
incentive for foreign investment in movie theaters (which is currently limited to a minority
stake). Rights holders who comply with Chinese law must forego marketing legitimate products,
leaving the demand for movies to be satisfied almost entirely by pirates. Some progress was
achieved in 2004, when MOFCOM approved a U.S.-invested film distribution joint venture and
took steps to shorten the time required to bring films to market.

Meanwhile, China is reportedly in the process of formulating a policy to support its weak cartoon
industry. According to several reports, in June 2005, SARFT began circulating a draft measure
providing that only domestically produced cartoons could be broadcast during prime-time
viewing hours and that advertisements shown during this period should be used to finance the
production of domestic cartoons. The draft measure also reportedly forbids the introduction of
foreign cartoons under the disguise of domestic cartoons as well as cartoons that are jointly made
with foreigners.

Tourism and Travel Services

Immediately following China’s WTOQ accession in December 2001, China issued new travel
agency administration regulations, the Regulations on the Administration of Travel Agencies,
which were designed to make it easier for large foreign travel and tourism service providers to
participate as minority partners in the operation of full-service joint venture travel agencies
handling foreign inbound tourism.  China subsequently issued the Provisional Measures for the
Establishment of Foreign-controlled and Wholly Foreign-funded Travel Agencies, effective July
2003, which for the first time expressly allowed both foreign-controlled joint ventures and
wholly foreign-owned enterprises. Under this measure, these travel agencies were allowed to
engage in foreign inbound tourism through the establishment of offices in five major foreign
tourist destinations in China — Beijing, Shanghai, Guangzhou, Shenzhen and Xian. Foreign-
controlled travel agencies must have an annual worldwide turnover in excess of $40 million, and
wholly foreign-funded travel agencies must have an annual worldwide turnover in excess of
$500 million. For both types of travel agencies, there is also a local registered capital
requirement of RMB 4 million ($480,000).
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In November 2003, Germany’s Touristic Union International (TUI) signed a letter of intent with
the China Tourism Agency to form the first joint venture travel agency controlled by a foreign
interest since China’s WTO accession. Japan Airlines subsequently established the first wholly
foreign-funded travel agency.

In February 2005, China issued a measure lowering the minimum registered capital requirement
for foreign-controlled and wholly foreign-owned travel agencies from RMB 4 million ($480,000)
to RMB 2.5 million ($300,000), which had been required as of December 11, 2004, by its WTO
accession agreement. It also lifted all remaining geographical restrictions on the establishment
of foreign-controlled and wholly foreign-owned travel agencies, nearly three years in advance of
the schedule set forth in its WTO accession agreement.

Foreign firms continue to be restricted from competing in the Chinese outbound tourist market.
In addition, China requires all travel agents, airlines and other booking entities to use or connect
into China's nationally owned and operated computer reservation system when booking airline
tickets. Foreign computer reservation companies can only provide reservations by connecting
with the Chinese system. The total number of non-immigrant visas issued to Chinese wishing to
travel to the United States rose from approximately 263,000 in FY 2004 (October 1, 2003-
September 30, 2004) to more than 326,000 in FY 2005 (October [, 2004-September 30, 2005), a
24 percent increase. Most of this increase is accounted for by a resumption of normal travel
patterns following the containment of the SARS outbreak in China in 2003.

Beginning on January 15, 2005, eligible Chinese nationals wishing to visit the United States
temporarily for business (B-1) or tourism (B-2) could be issued visas that were valid for 12
months and multiple entries.  The previous maximum validity for U.S. visas issued for these
purposes was six months and multiple entries.

Meanwhile, holders of official Chinese passports, nearly 23,000 of who were issued U.S. visas in
2004, are required to use China’s state-owned airlines or their code-share partners. Most of these
individuals are employees of state-owned enterprises, who would not be considered government
employees in most countries. This represents a significant loss of business for U.S. airlines.

Education and Training Services

China faces a shortage of qualified teachers and clearly needs educators in inland regions.
However, the Ministry of Education (MOE) continues to restrict participation by foreign
educators and trainers. China permits only non-profit educational activities that do not compete
with the MOE-supervised nine years of compulsory education, thereby inhibiting much-needed
foreign investment in the education sector. In April 2000, MOE also banned foreign companies
and organizations from offering educational services via satellite networks.

FOREIGN TRADE BARRIERS
-146-



In June 2004, the Ministry of Education issued the Implementing Rules for China-Foreign
Cooperative Education Projects. Although formulated to implement the Regulations on China-
Foreign Cooperation in Running Schools, issued in September 2003, the rules allow foreign
educators to participate only in certain activities, including education offering academic
certificates, supplementary education and pre-school education. These activities cannot take the
form of activities at actual educational institutions.

Foreign universities may set up non-profit operations. However, they must have a Chinese
university host and partner to ensure that programs bar subversive content and localize imported
information.

Meanwhile, China’s training market is unregulated, which discourages potential investors from
entering the market.

Legal Services

Prior to its WTO accession, China maintained various restrictions in the area of legal services. It
prohibited representative offices of foreign law firms from practicing Chinese law or engaging in
profit-making activities with regard to non-Chinese law. It also imposed restrictions on foreign
law firms® formal affiliation with Chinese law firms, limited foreign law firms to one
representative office and maintained geographic restrictions. Chinese law firms, on the other
hand, have been able to open offices freely throughout China since 1996.

As part of its WTO accession, China agreed to lift quantitative and geographical restrictions on
the establishment of representative offices by foreign law firms within one year after accession.
In addition, foreign representative offices are to be able to engage in profit-making business, to
advise clients on foreign legal matters and to provide information on the impact of the Chinese
legal environment, among other things. They also are to be able to maintain long-term
“entrustment” relationships with Chinese law firms and to instruct lawyers in the Chinese law
firm as agreed between the two law firms.

The State Council issued the Regulations on the Administration of Foreign Law Firm
Representative Offices in December 2001, and the Ministry of Justice issued implementing rules
in July 2002. While these measures removed some market access barriers, they also generated
concern among foreign law firms doing business in China. In many areas, these measures were
ambiguous. For example, it appeared that these measures created an economic needs test for
foreign law firms that want to establish offices in China, which would raise concerns regarding
China’s compliance with its GATS commitments. The measures also seemed to take an overly
restrictive view of the types of legal services that foreign law firms may provide. In addition, the
procedures for establishing a new office or an additional office were unnecessarily time-
consuming. For example, a foreign law firm may not establish an additional representative
office until its most recently established representative office has been in practice for three
consecutive years. Foreign attorneys also may not take China’s bar examination, and they may
not hire registered members of the Chinese bar as attorneys.
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Although a number of U.S. and other foreign law firms have been able to open a second office in
China, little progress has been made on the other problematic aspects of these measures,
particularly the economic needs test, the unreasonable restrictions on the types of legal services
that can be provided and the unnecessary delays that must be endured when seeking to establish
new offices. These obstacles continue to prevent foreign law firms from participating fully in
China's legal market.

Accounting and Management Consultancy Services

Prior to China’s accession to the WTO, foreign accounting firms could not choose their own
Chinese joint venture partners freely or enter into contractual agreements that could fully
integrate these joint ventures. Upon its accession to the WTO, China agreed to allow foreign
accounting firms to partner with any Chinese entity of their choice. China also agreed to
abandon the prohibition on foreign accounting firms’ representative offices engaging in profit-
making activities. In addition, China agreed that foreign accounting firms could engage in
taxation and management consulting services, without having to satisfy the more restrictive
requirements on form of establishment applicable to new entities seeking to provide those
services separately.

The Chinese Institute of Certified Public Accountants, a government body under MOF, has made
progress in modernizing accounting in China. In 2002, MOF released four newly revised
auditing statements covering inter-bank confirmation, capital verification, accounting estimates
and the audit of commercial bank financial statements. Furthermore, MOF has been active in
standardizing accounting procedures across a wide range of topics including investments,
inventories, cash flow statements, and fixed assets. The Chinese Securities Regulatory
Commission, meanwhile, requires a listed company to appoint a certified international CPA firm
to conduct audits on prospectuses and annual reports in accordance with international standards.

Despite these positive changes, pervasive problems remain. Differing accounting regulations
limit the comparability of data, and the accounting practices followed by many domestic firms
do not meet international conventions.

Advertising Services

In the past, foreign firms had been restricted to representative offices or minority ownership of
joint-venture operations. As part of its WTO accession commitments, however, China agreed to
allow majority foreign ownership of joint venture advertising companies by December 11, 2003,
and wholly foreign-owned subsidiaries by December 11, 2005.

In March 2004, the State Administration of Industry and Commerce (SAIC) and MOFCOM
issued rules governing joint venture, cooperative and wholly foreign-owned advertisement firms.
To establish branches, a firm must have paid in full its registered capital and have at least RMB
20 million ($2.4 million) in annual advertising revenue. Foreign firms are currently limited to a
70 percent share of joint venture and cooperative firms. Implementing rules, effective January 1,
2005, subsequently allowed wholly foreign-owned advertising firms to conduct business in
China.
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Advertising in China is still governed by China’s 1995 Advertising Law, which is enforced by
SAIC. Among other things, the law bans messages “hindering the public or violating social
customs.” The law is also subject to interpretation by SAIC, which must approve all advertising
campaigns. One additional difficulty for foreign advertising firms, as well as foreign
manufacturers, is that China has strict regulations prohibiting comparative advertising as well as
any advertising with claims about the relative superiority of one brand over another, Marketing
strategies that are successful in some other countries are therefore illegal in China.

Movement of Professionals

Generally, there are no special entry restrictions placed on U.S. professionals who wish to work
in China, such as doctors or engineers. However, like other foreign professionals, they must
receive approval from the Foreign Experts Bureau. Prior to arrival, a prospective American job
applicant may be asked to provide notarized copies of his or her professional credentials and a
summary of past work experience. The credentials will be used by the employer to file for a
“foreign experts residency permit” for the American employee. Once the “foreign expert”
permit is authorized, the prospective employee can request a work visa (a “Z” visa) from a
Chinese embassy or consulate. If the prospective employee arrives in China on a visitors’ visa
(an “L™ visa) prior to commencing employment, the prospective employee is usually asked to
depart China prior to starting work, and to apply for the appropriate work visa from a foreign
entry point {usually Hong Kong). Local employers are responsible for all employment or
income tax and other withholdings for these “foreign experts” while they are employed in China.
Recent press reports indicate that the government is considering measures to liberalize access by
issuing “permanent resident” visas to long-time foreign residents of China. Meanwhile, for long-
term foreign residents in China, the government is liberalizing access by replacing the
“Residence Card” with the “Permanent Resident Visa.”

INVESTMENT BARRIERS

Foreign investors continue to show great interest in China despite significant obstacles.
According to the United Nations Conference on Trade and Development, China received $60.3
billion in FDI in 2005, about 0.5 percent under the 2004 figure but still making China the third
largest destination for FDI after the United States and the United Kingdom. Investors in China
continue to confront a lack of transparency, inconsistently enforced laws and regulations, weak
IPR protection, corruption and an unreliable legal system incapable of protecting the sanctity of
contracts. In 2003, U.S. companies highlighted the inadequate supply of qualified management-
level human resources and local protectionism as two new areas of concern, and noted that
China’s performance in both areas had deteriorated since 2004,

China’s leadership has reaffirmed its commitment to “further open” China to investment and to
continue movement toward a rules-based economic system. Meanwhile, foreign (and domestic)
companies have continued to report high profitability in 2005, indicating that challenges to doing
business in China have been largely surmountable. Nonetheless, faster progress toward
removing investment barriers could spur even more investment, particularly in new, higher
value-added manufacturing and services.
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Investment Requirements

In addition to taking on the obligations of the WTO Agreement on Trade-Related Investment
Measures, China committed in its WTO accession agreement to eliminate export performance,
local content and foreign exchange balancing requirements from its laws and regulations and not
to enforce any contracts imposing those requirements. China also agreed that it would no longer
condition investment (or import) approvals on those requirements or on requirements such as
technology transfer and offsets.

In anticipation of these commitments, China revised its laws and regulations on foreign-invested
enterprises in an attempt to eliminate WTO-inconsistent requirements relating to export
performance, local content and foreign exchange balancing as well as technology transfer. China
also revised “Buy China” policies that regulated procurement of raw materials and fuels, and
removed requirements that joint ventures and wholly foreign-owned enterprises submit
production/operation plans to Chinese authorities. However, some measures continue to
“encourage” technology transfer, without formally requiring it. U.S. companies are concerned
that this encouragement will in practice amount to a requirement in many cases, particularly in
light of the high degree of discretion provided to Chinese government officials when reviewing
investment applications. In addition, according to U.S. companies, some Chinese government
officials still consider factors such as export performance and local content when deciding
whether to approve an investment or to recommend approval of a loan from a Chinese bank,
which is often essential to the success of an investment project.

Foreign investors remain wary of potential investment-related practices that would be
inconsistent with WTO rules. In their experience, central government commitments to WTO-
compliant measures often do not translate into provincial practices.

Investment Guidelines

Foreign investment inflows continue to be controlled and channeled toward areas that support
national development objectives. China has adjusted its investment guidelines a number of times
over the last several years. The revisions have confused potential investors and added to the
perception that the investment guidelines do not provide a stable basis for business planning.
Uncertainty as to which industries are being promoted as investment targets and how long such
designations will be valid undermines confidence in the stability of the investment climate. The
most recent cataiogue of investment targets took effect January I, 2003, replacing the April 2002
catalogue, Like its predecessor, it lists sectors in which foreign investment would be
encouraged, restricted or prohibited. Investment in unlisted sectors is considered to be permitted.

Sectors in which China encourage investment include those in which China believes that it could
benefit from foreign assistance or technology, such as construction and the operation of
infrastructure facilities. In addition, the April 2002 catalogue had implemented elements of
openings in sectors to which China committed in its WTO accession agreement, including
banking, insurance, petroleum extraction, value-added telecommunications, and distribution.
The January 2005 catalogue opens television program production and movie production to
foreign investors by allowing minority participation in joint ventures. It also adds production of
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certain components for large-screen color projection tubes, automobile electronics, industrial
boilers and the manufacture of compact disc media to the list of encouraged investments, which
benefit from duty-free import of capital equipment and VAT rebates on inputs.

Over the past several years, China has also introduced incentives for foreign investment in
certain encouraged sectors. For example, China introduced incentives for investments in high-
technology industries, such as a measure issued in November 1999 that provided foreign-
invested enterprises a tax deduction for contributions to non-affiliated research and development
or educational institutions. In December 2001, China announced comprehensive new incentives
for investment in the less-developed central and western parts of the country. Other tax
incentives include a reduction of income taxes for foreign-invested enterprises in targeted
regions and special economic zones as well as for foreign-invested enterprises engaged in certain
industries, such as machinery or construction.

The government also announced a series of measures in August 1999 that began to decentralize
authority for approving investments and to create new incentives for investments in kKey sectors
and geographic regions. These guidelines also expanded the authority of provincial-level
governments to approve foreign-invested projects. The current rules, set forth in measures
issued by the State Council in July and October 2004, significantly expanded provincial
governments’ approval authority. Under these measures, only project proposals in “encouraged”
and “permitted” sectors valued above $500 million, and those in “restricted” sectors valued
above $50 million, require NDRC review and State Council approval.

Meanwhile, the Chinese government restricts foreign investment projects in sectors not in line
with “the needs of China’s national economic development.” In these sectors, foreign firms must
form a joint venture with a Chinese company and restrict their equity ownership to a minority
share in order to invest in the Chinese market.

Beginning in 2004 and continuing through 2005, the government employed a series of restrictive
measures to cool what it considered an overheating economy. Some of these measures attempted
to restrict further domestic and foreign investment in certain sectors, like real estate and steel. In
the case of steel, the new measure — China’s July 2005 steel policy — treats foreign investors
more strictly. In particular, the new steel policy restricts foreign investment in a number of ways.
For example, it requires that foreign investors possess proprietary technology or intellectual
property in the processing of steel. Given that foreign investors are not allowed to have a
controlling share in steel and iron enterprises in China, this requirement would seem to constitute
a de facto technology transfer requirement, in conflict with the commitment in China’s accession
agreement not to condition investment on the transfer of technology. This policy is also
troubling because it attempts to dictate industry outcomes and involves the government making
decisions that should be made by the market. The policy also prescribes the number and size of
steel producers in China, where they will be located, the types of products that will and will not
be produced, and the technology that will be used.
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This high degree of government direction and decision-making regarding the allocation of
resources into and out of China’s steel industry is not only inconsistent with the spirit of China’s
obligations as a member of the WTO, but raises concerns specifically because of the
commitment that China made in its WTO accession agreement that the government would not
influence, directly or indirectly, commercial decisions on the part of state-owned or
state-invested enterprises.

China also prohibits foreign investment in certain sectors. Citing national security interests,
China bans foreign investment in news agencies, radio and TV broadcasting stations and
networks, radio and TV programming, film production and screening, and the publication,
importation and wholesale distribution of press and audio-visual products. The production of
arms by foreign investors is also prohibited, as is the mining and processing of certain minerals.
U.S. investors have expressed particular concern about China’s prohibition of investment in the
production and development of plant seeds that are a product of biotechnology.

Other Investment Issues
Venture Capital

Regulations that took effect in March 2003 replaced earlier regulations permitting the
establishment of foreign-invested venture capital firms, including wholly foreign-owned
enterprises, aimed at funding high-technology and new technology startups in industries open to
foreign investment. The March 2003 regulations lower capital requirements, allow these firms to
manage funds directly invested from overseas, and offer the option of establishing venture
capital firms under an organizational form similar to the limited liability partnerships used in
other countries.

Meanwhile, regulations that took effect in April 2001 permit foreign private equity firms subject
to limits on corporate structure, share issuance and transfers, and investment exit options. These
same regulations, however, bar all domestic and foreign securities firms from the private equity
business.

Investment exit problems, especially the difficulty of listing on China’s stock exchanges, coupled
with the bureaucratic approvals required to list overseas, have limited interest in establishing
China-based venture capital and private equity investment. As a result, most foreign venture
capital and private equity investments in China are actually housed in offshore investment
entities, which, as with other offshore FDI, can be transferred without Chinese government
approval.

The Chinese government issued new regulations for domestic venture capital firms in the fall of
2003, and implementing rules are expected to be issued in 2006. It is unclear if these measures
will allow foreign firms choosing to operate onshore to take advantage of the incentives offered
to domestic firms.
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Holding Companies

There has been some relaxation of restrictions on the scope and operations of holding companies,
although minimum capital requirements normally make them suitable only for corporations with
several sizeable investments to manage. Holding companies may manage human resources
across their affiliates and also provide certain market research and other services. However,
some restrictions on services provided by holding companies and on holding companies’
financial operations and ability to balance foreign exchange internally will remain even after full
implementation of China’s WTO commitments. Profit and loss consolidation within holding
companies also remains prohibited.

Access to Capital Markets

Foreign-invested enterprises in China remain largely unable to access domestic and international
stock markets, to sell corporate bonds, to accept venture capital investment, to sell equity, or to
engage in normal merger, acquisition and divestment activity. Foreign exchange transactions on
the capital account can be concluded only with case-by-case official review, and approvals are
subject to very tight regulatory control. These barriers to capital market access were not
addressed by China’s WTO accession agreement.

China has begun to experiment with liberalization, such as the opening of domestic stock
markets to listings by foreign-invested firms. Through the Qualified Foreign Institutional
Investor (QFII)} program, foreign securities firms can gain limited access to the RMB-
denominated A share market by applying for QFII status with the Chinese government. As of
December 20035, 32 foreign firms had been granted QFII status, and 31 of them had been issued
QFII investment quotas totaling $5.645 billion.

GOVERNMENT PROCUREMENT

In accordance with the terms of its WTO accession agreement, China agreed to conduct its
government procurement in a transparent manner and to provide all foreign suppliers with equal
opportunity to participate in procurements opened to foreign suppliers. China also committed to
become an observer to the WTO Agreement on Government Procurement (GPA), which it did in
May 2002, and to table an offer and initiate negotiations for membership in the GPA “as soon as
possible.” In the interim, China agreed that all of its central and local government entities would
conduct their procurements in a transparent manner, as reflected in its WTO accession
agreement. China also agreed that, if procurement were opened to foreign suppliers, it would
provide MFN treatment by allowing all foreign suppliers an equal opportunity to participate in
the bidding process.

While China has still not initiated GPA negotiations, it did promulgate its first Government
Procurement Law in July 2002. In part, this was a response to the need to separate purchases by
“state-owned enterprises,” which China had agreed in its WTO accession agreement would be
made on a commercial basis, from “government procurement.” China also agreed that the
government would not influence the commercial decisions of state-owned enterprises, although
in practice this has not consistently been the case.
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The Government Procurement Law, which became effective on January 1, 2003, attempts to
follow the spirit of the GPA and incorporates provisions from the United Nations Model Law on
Procurement of Goods. However, the law also directs central and sub-central government
entities to give priority to “local” goods and services, with limited exceptions. China envisions
that this law will improve transparency, reduce corruption and lower government costs. The law
is also seen as a necessary step toward reforming China’s government procurement system in
preparation for China eventually becoming a Party to the GPA. In August 2004, MOF issued
implementing rules stipulating that procurement of foreign goods, works and services, which are
allowed in exceptional circumstances, are subject to review and approval by MOF.

MOF also issued measures in August 2004 covering bidding procedures, publication of
information and the handling of complaints related to government procurements. The rules on
bidding procedures require all government procurements over a certain amount to be conducted
through public bidding. According to the 2004 catalogue for central-government financed
government procurement, the threshold for public bidding is RMB 1.2 million (3144,000). To be
eligible to participate, suppliers must be domestic and provide “domestic goods and services.”
MOF is reportedly formulating the criteria for “domestic goods and services.” The rules on
publication of information require procuring entities and their agencies to make public all
necessary information through media outlets designated by MOF. These rules define this
information as statutes, data and other materials concerning government procurements, and also
require the disclosure of detailed information concerning bid invitations and bidding. The rules
on the handling of complaints require MOF and local finance administrations to respond to
complaints from suppliers regarding the conduct of procurements. Suppliers may apply for
administrative review of a ruling or file an administrative suit in court.

Meanwhile, beginning in 2003, U.S. companies expressed concerns about implementing rules on
government software procurement being drafted by MOF. At a time when China’s already large
software market was projected to grow by more than 50 percent annually, the initial draft of
these rules reportedly contained guidelines mandating that central and local governments — the
largest purchasers of software in China — purchase only software developed in China to the
extent possible. In October 2004, MOF issued a notice seeking input from foreign enterprises
regarding the software procurement rules being drafted. Although no actual draft of those rules
was included, it appeared that MOF was taking a very restrictive approach in defining “domestic
products.” The United States and U.S. industry were concerned not only about U.S. software
exporters’ continuing access to China’s large and growing market for packaged and custom
software — $7.5 billion in 2004 — but also about the precedent that could be established for other
sectors if China proceeded with MOF’s proposed restrictions on the purchase of foreign software
by central and local governments. At the July 2005 JCCT meeting, China took note of the
United States’ strong concerns and indicated that it would indefinitely suspend the drafting of
implementing rules on government software procurement.

Finally, at the July 2005 JCCT meeting, China agreed to commence “technical discussions™ with
the United States and other WTO members in preparation for the initiation of negotiations to join
the GPA. The first round of technical discussions between China and the United States was
scheduled to take place in February 2006.
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ELECTRONIC COMMERCE

China has experienced dramatic growth in Internet usage since 1999. According to the 16th
Internet survey recently published by the China Internet Network Information Center (CNNIC)
in July 2005, the number of people in China with access to the Internet was approximately 103
million, an increase of 10 percent year on year, second only to the United States in terms of total
users. Falling personal computer prices and the arrival of devices tailored for the Chinese market
will further expand Internet access.

China has also experienced a dramatic increase in the number of electronic businesses
established. An estimated 78 percent of all Chinese websites are now operated by “enterprises”
and 5 percent by “businesses.” By the end of June 20035, there were roughly 677,500 registered
websites in China. Of this total, there were 622,534 domain names registered under “.cn”.
However, despite these developments, only 11 percent of Chinese “enterprise™ websites and 45
percent of Chinese “business” websites offer “e-commerce services.” Nevertheless, China is
experiencing rapid development of on-line business such as search engines, network education,
on-line advertisements, audio-video service, paid e-mail, short message, on-line job hunting,
Internet consulting and on-line gaming.

The Chinese government recognizes the potential of electronic commerce to promote exports and
increase competitiveness and has made some progress toward establishing a viable commercial
environment. However, some Chinese ministries with responsibility for electronic commerce
have excessively regulated the Internet, thereby stifling the free flow of information and the
consumer privacy needed for electronic commerce to flourish. Content is still controlled and
encryption regulated, as discussed more fully above (in the “Online Services” section).

A number of technical problems also inhibit the growth of electronic commerce in China. Rates
charged by government-approved Internet service providers make Internet access expensive for
most Chinese citizens. Slow connection speeds are another problem, although this is changing as
broadband connections become more readily available. In 2005, nearly 53 percent of China’s
Internet users had broadband connections, representing an increase of 15 percent over 2004, and
China Telecom is now reportedly the world’s largest DSL operator. There are now more than 30
million broadband subscribers in China. China surpassed Japan in 2004 as the country with the
second most broadband lines after the United States. At the same time, Internet penetration
remains relatively low in China, so there is still significant room for growth.

Other impediments to Chinese businesses and consumers conducting online transactions include
the paucity of credit payment systems, consumer reluctance to frust online merchants, the lack of
secure online payment systems and inefficient delivery systems. China has also yet to develop a
legal framework conducive to the rapid growth of electronic commerce. Laws recognizing the
validity of “e-contracting” tools and stressing the importance of online privacy and security have
been proposed, but not yet issued. Despite these obstacles, however, a large and growing
percentage of Chinese [nternet users reportedly have made online purchases.

In a positive development, China passed E-signature legislation in August 2004, which became

effective on April 1, 2005. China is also in the process of drafting data privacy legislation.
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ANTICOMPETITIVE PRACTICES

China continues to struggle with economic inefficiencies and investment disincentives created by
local protectionism, pricing practices and preservation of industry-wide monopolies.
Anticompetitive practices in China take several forms. In some cases, industrial conglomerates
operating as monopolies, near monopolies or authorized oligopolies {(as in the
telecommunications industry)} may have been allowed to fix prices, allocate contracts and in
other ways restrict competition among domestic and foreign suppliers. In addition, regional
protectionism by provincial or local authorities often blocks efficient distribution of goods and
services inside China. These practices may restrict market access for certain imported products,
raise production costs and restrict market opportunities for foreign-invested enterprises in China.
There are several existing laws and regulations in China addressing competition matters.
However, these measures are largely ineffective due to poor national coordination and
inconsistent local and provincial enforcement. China is drafting a new anti-monopoly law that
could be adopted by late 2006.

Since November 2002, regulations have allowed foreigners to purchase traded and non-traded
(or designated state) shares of Chinese enterprises. In addition, regulations that took effect in
April 2003 specify procedures for foreign acquisition of and merger with domestic enterprises.
These regulations require pre-merger notification and allow for examination of antitrust
considerations in some cases. By requiring approval of all owners of the Chinese enterprise, the
regulations implicitly prohibit hostile takeovers. The thresholds for notification are also not
straightforward, leaving open the possibility of abuse by officials or domestic competitors.
Domestic competitors have the power under the regulations to call for public hearings on
prospective mergers.

China also issued regulations in November 2002 addressing the use of foreign investment to
reorganize state-owned enterprises. These reorganizations, however, require extensive approvals
and the agreement of the state-owned enterprise’s labor union. These requirements have limited
the appeal of this type of investment.

OTHER BARRIERS
Transparency

In its WTO accession agreement, China committed to publish all laws, regulations and other
measures that relate to trade matters, including those that affect imports, and generally to provide
a reasonable period for commenting on them before implementation. China also agreed to
establish or designate an official journal for the publication of these trade-related measures. In
addition, China agreed to provide a copy of new trade-related laws, regulations and other
measures to the WTO Secretariat in Geneva, translated into one or more of the WTO’s official
languages (English, French and Spanish) no later than 90 days after implementation. China
further agreed to create various enquiry points for its WTO trading partners and foreign
businesses to obtain information about these measures.
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Various government-owned specialty newspapers routinely carry the texts of government
regulations, implementing rules, circulars and announcements. Many government ministries also
publish digests or gazettes containing the texts of these measures, both in written form and on
their websites. In addition, there has been a proliferation of online news and information
services that routinely offer up-to-date news about and texts of new laws and regulations. Some
services even provide legal-quality English translations by subscription. However, many
measures that do not rise to the level of ministry-issued regulations or implementing rules
continue to remain unavailable to the public. China’s ministries routinely implement policies
based on internal “guidance” or “opinions” that are not available to foreign firms. Experimental
or informal policies and draft regulations, in addition, are regarded as internal matters and public
access is tightly controlled.

While positive in some respects, the sheer number of outlets through which trade-related
measures are published complicates the ability of interested parties to track their development
and issuance. In late 2002, China designated the China Foreign Economic and Trade Gazette as
the official journal for this purpose. Published by MOFCOM and replacing the MOFCOM
Gagzette, it came out on a trial basis in October 2002 and as an official publication in January
2003. However, this journal does not carry draft measures for public comment, nor does it
consistently carry trade-related measures developed by ministries and agencies other than
MOFCOM. The establishment or designation of a single comprehensive journal would enhance
the ability of WTO members to track the drafting, issuance and implementation of trade-related
measures. Furthermore, the use of a single journal to request comments on proposed trade-
related measures, as envisioned in China’s WTO accession agreement, would facilitate the
timely notification of comment periods and submission of comments.

In December 2001, the State Council issued regulations explicitly allowing comment periods and
hearings. However, many of China’s ministries and agencies continued to follow the practice
prior to China’s accession to the WTO. The ministry or agency drafting a new or revised law or
regulation will normally consult with and submit drafts to other ministries and agencies, Chinese
experts and affected Chinese companies. At times, it will also consult with select foreign
companies, although it will not necessarily share drafts with them. As a result, only a small
proportion of new or revised laws and regulations have been issued after a period for public
comment, and even in these cases the amount of time provided for public comment has generally
been short.

In 2004, some improvements took place, particularly on the part of MOFCOM, which began
following the rules set forth in its Provisional Regulations on Administrative Transparency,
issued in November 2003. Those rules could potentially serve as a model for other ministries
and agencies seeking to improve their transparency. Nevertheless, basic compliance with
China's notice-and-comment commitment continued to be uneven, both in 2004 and 2005. For
example, China did not provide for public comment on major trade-related laws and regulations,
such as the April 2005 Measures on the Importation of Parts for Entire Automobiles. In the area
of intellectual property rights, however, a number of ministries and agencies circulated proposed
measures for public comment in 2005.
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Meanwhile, China's ministries and agencies continue to have a much better record when it comes
to making new or revised laws and regulations available to the public. In accordance with State
Council regulations issued in December 2001, which require the publication of new or amended
regulations thirty days before their implementation, almost all new or revised laws and
regulations have been available (in Chinese) soon after issuance and prior to their effective date,
an improvement over pre-WTO accession practice. Indeed, these laws and regulations are often
published not only in official journals, but alse on the Internet. At the same time, however,
China continues to lag behind in its obligation to provide translations of these faws and
regulations.

U.S. industry continues to report instances where Chinese companies are provided unofficial
guidance by Chinese regulators, guidance which is usually unavailable to foreign entities. In
some cases, Chinese officials provided unpublished documents to interested parties, but this
dissemination was ad hoc and based more on personal connections than formal procedures.

MOFCOM’s predecessor, MOFTEC, in late 2001, established an enquiry point to provide
information on new trade and investment laws, regulations and other measures. Other ministries
and agencies have also established formal or informal, subject-specific enquiry points. Since the
creation of these various enquiry points, U.S. companies have generally found them to be
responsive and helpful, and have generally received timely replies.

Legal Framework
Laws and Regulations

Laws and regulations in China tend to be more general and ambiguous than in other countries.
While this approach allows the Chinese authorities to apply laws and regulations flexibly, it also
results in inconsistency and confusion in application. Companies often have difficuity
determining whether their activities contravene a particular law or regulation.

In China, regulations are also promulgated by a host of different ministries and governments at
the central, provincial and local levels, and it is not unusual for the resulting regulations to be at
odds with each other. Even though finalized regulations are now routinely published in China,
they ofien leave room for discretionary application and inconsistencies, either through honest
misunderstanding or by design. Indeed, government bureaucracies have sometimes been
accused of selectively applying regulations. China has many strict rules that are often ignored in
practice until a person or entity falls out of official favor. Governmental authorities can wield
their discretionary power to crack down on foreign or disfavored investors or make special
demands on them simply by threatening to crack down.

This lack of a clear and consistent framework of laws and regulations can be a barrier to the
participation of foreign firms in the Chinese domestic market. A comprehensive legal
framework, coupled with adequate prior notice of proposed changes to laws and regulations, and
an opportunity to comment on those changes, would greatly enhance business conditions,
promote commerce and reduce opportunities for corruption. The U.S. Government has provided
technical assistance, at the central and local levels of government in China, in an effort to
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promote improvements in China’s legislative and regulatory drafting process. In its WTO
accession agreement, China committed to establish tribunals for the review of all administrative
actions relating to the implementation of trade-related laws, regulations, judicial decisions and
administrative rulings. These tribunals must be impartial and independent of the government
authorities entrusted with the administrative enforcement in question, and their review
procedures must include the right of appeal. To date, little information is publicly available
regarding the frequency or outcomes of review before these tribunals.

China also committed, at all levels of government, to apply, implement and administer all of its
laws, regulations and other measures relating to trade in goods and services in a uniform and
impartial manner throughout China, including in special economic areas. In connection with this
commitment, in 2002, China also established an internal review mechanism, now overseen by
MOFCOM'’s Department of WTO Affairs, to handie cases of non-uniform application of laws.
The actual workings of this mechanism remain unclear, however.

Commercial Dispute Resolution

Both foreign and domestic companies ofien avoid seeking resolution of commercial disputes
through the Chinese courts, as skepticism about the independence and professionalism of
China’s court system and the enforceability of court judgments and awards remains high. There
is a widespread perception that judges, particularly outside of China’s big cities, are subject to
influence by local political or business pressures. Most judges are not trained in the law and/or
lack higher education, although this problem decreases at the higher levels of the judiciary.

At the same time, the Chinese government is moving to establish consistent and reliable
mechanisms for dispute resolution through the adoption of improved codes of ethics for judges
and lawyers and increased emphasis on the consistent and predictable application of laws. The
Judges® Law, issued by the Standing Committee of the National People’s Congress in 19935,
requires judges to have degrees in law or in other subjects where they have acquired specialized
legal knowledge, and permits judges appointed before the law’s implementation who do not meet
these standards to undergo necessary training. In 1999, the Supreme People’s Court began
requiring judges to be appointed based on merit and educational background and experience,
rather than through politics or favoritism. In 2002, the Supreme People’s Court issued rules
designating certain higher-level courts to hear cases involving administrative agency decisions
relating to international trade in goods or services or intellectual property rights. According to
the Supreme People’s Court, China’s more experienced judges sit on the designated courts, and
the geographic area under the jurisdiction of each of these designated courts has been broadened
in an attempt to minimize local protectionism. The rules provide that foreign or Chinese
enterprises and individuals may bring lawsuits in the designated courts raising challenges, under
the Administrative Litigation Law, to decisions made by China’s administrative agencies relating
to international trade matters. The rules also state that when there is more than one reasonable
interpretation of a law or regulation, the courts should choose an interpretation that is consistent
with the provisions of international agreements to which China has committed, such as the WTO
rules.
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Despite initial enthusiasm, foreign observers have grown increasingly skeptical of the
China International Economic and Trade Arbitration Commission {CIETAC) as a forum
for the arbitration of trade disputes. Some foreign firms have obtained satisfactory
rulings from CIETAC but other firms and legal professionals have raised concerns about
restrictions on the selection of arbitrators and inadequacies in procedural rules necessary
to ensure thorough, orderly and fair management of cases.

Finally, in cases where the judiciary or arbitration panels have issued judgments in favor
of foreign-invested enterprises, enforcement of the judgments has often been difficult.
Officials responsible for enforcement are often beholden to local interests and unwilling
to enforce court judgments against locally powerful companies or individuals.

Labor Issues

In recent years, China has expanded the scope of its national labor laws and regulations
so they now cover most, though not all, key labor areas. Even with these changes, China
does not adhere to certain internationally recognized labor standards, such as the rights of
freedom of association and collective bargaining. In addition, critics allege that China’s
household registration system is equivalent to a form of forced or compulsory labor, and
there are many reports indicating that China does not enforce its laws and regulations
concerning minimum wages, hours of work and occupational safety and health. There
are also persistent concerns about the use of prison labor and child labor.

The Chinese government is slowly developing nationwide pension, unemployment
insurance, medical insurance and workplace injury insurance systems that require
substantial employer contributions.  These systems are still rudimentary and
characterized by serious funding shortfalls, in part due to widespread non-compliance
among domestic firms. There is also inconsistent application and enforcement of labor
regulations between Chinese-owned enterprises and foreign-invested enterprises.

The cost of labor, especially unskilled labor, is low in much of China. The existence of a
large pool of surplus rural workers, many of whom seek work in urban areas, helps to
keep unskilled wages low. Some companies offering substandard wages and working
conditions have experienced shortages of unskilled labor. Where competition for
workers is intense and the supply limited, as in the case of technical, managerial and
professional staff in China’s coastal areas, wages can be higher. However, restrictions on
Jabor mobility distort fabor costs. China is gradually easing restrictions under the
country’s household registration system, which has traditionally limited the movement of
workers within the country, in part due to the recognition that labor mobility is essential
to the continued growth of the economy.

In 2005, the China National Textile and Apparel Council established the Committee for
the Promotion of Corporate Social Accountability System for Chinese Textile Enterprises
(CSC9000T). Reportedly, increasing numbers of Chinese firms have realized the
importance of social accountability, but remain confused about the various foreign
corporate social accountability standards and certifications bodies that exist. The council
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formed CSC9000T to formulate Chinese corporate social responsibility standards to
promote among Chinese firms. The standards are based on relevant Chinese legislation
and regulations and reference international practices. To date, 160 council members have
adopted these standards. This year, the committee will focus its efforts on promoting the
adoption of these standards, conducting surveys on standards implementation, increasing
communication with international buyers and providing training opportunities.

Corruption

Many people expected that China’s entry into the WTO, which mandated a significant
reduction in tariffs, would in turn reduce incentives for smuggling-related corruption.
While WTO membership has increased China’s exposure to international best practices
and resulted in some overall improvements in transparency, corruption remains endemic.
Chinese officials themselves admit that corruption is one of the most serious problems
the country faces, and China’s new leadership has called for an acceleration of the
country’s anti-corruption drive with a focus on closer monitoring of provincial-level
officials. According to the most recently available information from Chinese state media
sources, in 2004, Chinese prosecutors caught more than 42,000 officials for corruption
and other offenses, reflecting a rise of one percent from 2003. Official graft was a
leading offense, with prosecutors recovering a total of RMB 3.8 billion ($456 million) of
misappropriated and embezzled funds.

In July 2004, China implemented a new Administrative Licensing Law. This law is
designed to increase transparency in the licensing process, an area that has long served as
a source of official corruption. This law seeks to ensure the reasonable use of
administrative licensing powers, to protect the interests of corporations and individuals,
and to promote efficient administrative management by requiring government agencies to
set up special offices for issuing licenses and to respond to applications within 20 days.
It is too early to judge the effectiveness of this law. While some reports suggest that it
has resulted in the removal of many unnecessary administrative licensing requirements,
some agencies have been reluctant to implement the law and have continued to
administer their licensing powers in ways that appear to conflict with the requirements of
the law.

China issued its first law on unfair competition in 1993, and the central government
continues to call for improved self-discipline and anti-corruption initiatives at all levels of
government. While the central government in recent years has pledged to begin awarding
contracts solely on the basis of commercial criteria, it is unclear how quickly and to what
extent the government will be able to follow through on this commitment. U.S. suppliers
complain that the widespread existence of unfair bidding practices in China puts them at
a competitive disadvantage. This dilemma is less severe in sectors where the United
States holds clear technological or cost advantages. Corruption nevertheless undermines
the long-term competitiveness of both foreign and domestic entities in the Chinese
market.
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Land Issues

China’s constitution specifies that all land is owned in common by all the people. In
practice, agricultural collectives, under the firm control of local Communist Party
chairmen, distribute agricultural land to the rural poor, while city governments distribute
land for residential and industrial use. The State and collectives can either “grant” or
“allocate™ land use rights to enterprises in return for payment of fees. Enterprises granted
land-use rights are guaranteed compensation if the State asserts eminent domain over the
land, while those with allocated rights are not. Granted land-use rights cost more, not
surprisingly, than allocated rights. However, the law does not define standards for
compensation when eminent domain supercedes granted land-use rights. This situation
creates considerable uncertainty when foreign investors are ordered to vacate. The
absence of public hearings on planned public projects, moreover, can give affected
parties, including foreign investors, little advance warning.

The time limit for land-use rights acquired by foreign investors for both industrial and
commercial enterprises is 50 years. A major problem for foreign investors is the array of
regulations that govern their ability to acquire land-use rights. Local implementation of
these regulations may vary from central government standards, and prohibited practices
may occur in one area while they are enforced in another. Most wholly-owned foreign
enterprises seek granted land-use rights to state-owned urban land as the most reliable
protection for their operations. Chinese-foreign joint ventures usually attempt to acquire
granted land-use rights through lease or contribution arrangements with the local
partners.

China’s current rural land law, which took effect in 2003, gives peasants fixed contracts
for periods of 30 to 50 years, and permits peasants to exchange or rent out their land-use
rights while their use contract remains in force. There is no immediate prospect for
changing from land-use rights to direct ownership of rural land. However, since 2004,
the leadership has pressed for sturdier land rights for farmers along with stricter controls
over the legal process for converting farmland from agricultural to industrial or
residential use. Local governments are no longer supposed to expropriate land for
commercial use, as farmers are now supposed to be able to negotiate a compensation
price for land directly with commercial users. However, implementation of these
provisions lags.
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EXECUTIVE SUMMARY

China has the world's largest steel industry. Indeed, in 2005, China made more
steel than the next four largest producers combined. From 2000 to 2005, China’s steel
production increased by over 170 percent, as the Chinese industry added capacity at a
furious rate. Between 1898 and 2005, China’s steel exports more than gquadrupled, as
China established itself as one of the world's leading exporters. This explosive growth
in both production and exports would not have been possible without the support of the
Chinese government.

The structure of the Chinese steel industry reflects the Chinese government's
‘ongoing role. The Chinese steel industry continues to be primarily state-owned. The
Chinese government intervenes directly and extensively in the steel industry, and re-
tains a high degree of decision-making authority over its development. China's new
Steel Policy specifically provides for continued direct subsidization of the steel industry
in the form of tax refunds, discounted interest rates, and other preferential policies. The
policy also provides various forms of indirect support, such as restrictions on foreign in-
vestment. The policy makes consolidation of the industry a priority, and in fact, there
have been several well-publicized mergers of state-owned producers in the last year.

The ways in which the Chinese government provides direct and indirect benefits
to the steel industry include:

Cash grants. China's subsidies notification to the World Trade Organization in-
dicates that it continues to provide cash grants to a number of enterprises. For exam-
ple, the Chinese government provides steel producers with cash grants to defray costs
for raw materials and energy.

Land grants. The Chinese government provides steel producers with land at a
fraction of its market value.

Transfers of ownership interests on terms inconsistent with commercial
considerations. Shares in state-owned steel producers have been transferred to other
state-owned producers at prices well below their market value. This has enabled pro-

ducers to acquire new facilities and expand production at a low or even no cost.
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Conversion of debt to equity in steel companies. Chinese steel producers
owe billions of dollars to state-owned banks and asset management companies. In
many cases, the asset management companies and banks have converted non-
performing loans into shares in steel producers in an effort to reduce the producers’
debt loads. Two of China's largest steel producers, Shanghai Baosteel and Anben,
benefited from this process.

Debt forgiveness and inaction regarding non-performing loans. State-
owned banks and asset management companies have also simply forgiven billions of
dollars in bad debts owed by Chinese steel producers. They have also declined to
- press for payment in cases where market-oriented lenders would have taken action to
collect on {oans.

Preferential loans and directed credit. The state-owned banks have loaned the
Chinese steel! industry billions of dollars at preferential interest rates at the behest of the
Chinese government. These low-cost leans funded a substantial portion of the indus-
try's capacity expansion between 2000 and 2005.

Tax incentives, including a variety of income tax exemptions and reduc-
tions. These tax benefits are available to and used by a variety of steel producers, in-
cluding those with foreign investment, those located in Special Economic Areas and
specific regions, and firms that produce for export.

Targeted infrastructure development. The Chinese government has built in-
dustrial parks, technology parks, and similar areas which provide steel producers with
access to sophisticated facilities at reduced costs. These developments also commonly
provide their tenants with tax advantages.

Manipulation of raw material prices. The Chinese government has used ex-
port restrictions on coke and scrap to reduce the cost of these inputs for Chinese pro-
ducers. The Chinese government also has attempted to use import license schemes
and intervention in price negotiations to control prices for imported iron ore, although its
most recent efforts were signally unsuccessful.

Manipulation of the value of the Chinese RMB. China has a longstanding poi-
icy of deliberately keeping the value of the RMB below its market value. This has the

iv
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effect of making exports of Chinese steel and products containing steel artificially
cheap, while effectively imposing a tax on imports from the United States.

The Chinese government has implemented other measures that provide the in-
dustry with indirect support, such as import barriers and barriers to foreign investment.
The latter, in particular, may have prevented the industry from undergoing the sort of
consolidation and closure of facilities that foreign majority ownership might trigger.
China also has failed to enforce its environmental and labor laws fully. Taken together,
these policies provide the Chinese steel industry with yet another artificial advantage in
international competition.

v
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THE CHINA SYNDROME:
HOW SUBSIDIES AND GOVERNMENT INTERVENTION

CREATED THE WORLD'’S LARGEST STEEL INDUSTRY"

INTRODUCTION

Since 1990, the Chinese steel industry has expanded at a phenomenal rate to
become the largest in the world. Over this period, China has gone from being a net im-
porter of steel to a net exporter. This change would not have been possible without the
conscious and persistent support of the Chinese government. This report describes
-and analyzes the various ways in which the Chinese government has supported the un-
precedented expansion of the Chinese steel industry.

The explosive growth of the Chinese steel industry has enormous ramifications
for the global economy. It affects the markets of steel producers in other countries di-
rectly, as well as the availability and prices of iron ore, coke and coal, shipping, and
other inputs used by steelmakers and others. China’s increased steel supply also af-
fects the competitive position in world markets of manufacturers using steel in China
versus manufacturers in other countries. Finally, the growth of the Chinese steel indus-

try has profound implications for the world's environment.

Subsidies and the Chinese Steel Industry

The Chinese steel industry in its present form is the direct product of massive
-subsidies and other support provided by the Chinese government. The Chinese gov-
ernment intervenes directly and extensively in the steel industry, and retains a high de-
gree of decision-making authority over its development. China’s new Steel Policy spe-
cifically provides for continued direct subsidization of the steel industry in the form of tax
refunds, discounted interest rates, and other preferential policies. The policy also pro-

vides various forms of indirect support, such as restrictions on foreign investment. The

" The authors would like to thank Tom Danjczek, Mindy Fleishman, David Hartquist, Roger Schagrin,
Terry Stewart, and all the others who provided invaluable advice, comments, and information for this pa-
per.
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Steel Policy, as discussed in detail below, is a clear and unassailable example of the
Chinese government's management of nearly every major aspect of China's steel in-
dustry.

The Chinese government has implemented its policy of support for the steel in-
dustry by providing the industry with massive subsidies and other forms of assistance,
including:

+ Transfers of ownership interests on terms inconsistent with commercial

considerations;
o Conversion of debt to equity in steel companies;
¢ Grants to pay for energy and raw materials;
+ Debt forgiveness and inaction regarding non-performing loans;

e Tax incentives, including a variety of income tax exemptions and reduc-
tions for Foreign Invested Entities, firms in Special Economic Areas, and

firms that produce for export;

» Targeted infrastructure development, including government subsidies to

build and finance industrial parks;

« Control over raw material prices and exports, including import licensing

schemes to control the price of iron ore and export restrictions on coke;

» Manipulation of the value of the Chinese RMB to make Chinese exports
artificially cheap;

» Preferential loans and directed credit, including “policy loans” to favored

state-owned enterprises on non-commercial terms;

« Import barriers, including high tariffs and other practices that discriminate
against foreign equipment and technology; and

» Barriers fo foreign investment.

The result of this pervasive Chinese government support has been the creation

of the world's largest steel industry in a form far different from what the market would
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have created. These policies and actions by the Chinese government have distorted
world trade severely and have imposed tremendous economic costs on other countries,
especially the United States. While subsidization of the Chinese steel industry is far
from the only cause of the huge trade deficit of the United States with China, it repre-
sents the type of behavior the Chinese government has engaged in with respect to doz-
ens of other industries. This analysis describes how the Chinese government has made
one favored industry artificially competitive in world markets while disadvantaging mar-
ket-oriented producers around the globe, including those in the United States. The
massive manipulation of markets by the Chinese government has substantially impaired
the anticipated benefits of China's WTO accession and has severely distorted global
markets.

Chinese Subsidies and the WTO

Many of these forms of assistance — including export subsidies, domestic content
subsides, and selective preferential bank financing — appear to violate China's WTO ob-
ligations under the Agreement on Subsidies and Countervailing Measures (“Subsidies
Agreement”). Many of the subsidies also violate the commitments China made in its
WTO accession agreement, wherein China committed to eliminating immediately all
subsidies prohibited under Article 3 of the Subsidies Agreement — a commitment it has
failed to honor.

China has also failed to comply with its obligation to provide detailed information
about its subsidy programs to the WTO on an annual basis. In fact, until recently, China
had failed to make any of its required subsidy notifications since becoming a member of
the WTO, despite repeated requests by the United States and other WTO member
countries that China do so.' According to the U.S.-China Economic and Security Re-
view Commission, “this lack of transparency compounds the difficuities in addressing

China's complex and pervasive system of subsidies."

! See 2005 Report to Congress of the U.S.-China Economic and Security Review Commission, at

38 (Nov. 2005).
2 id. at 38-39.
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in April 2006, China finally filed its first subsidies notification with the WTO, iden-
tifying more than 75 types of subsidies.® The notification provided a great deal of detail
regarding tax incentives provided by the Chinese government, and somewhat less detail
regarding various types of grants. Somewhat surprisingly, the natification confirmed
that China continues to provide a broad range of subsidies contingent on export per-
formance, even though such subsidies are specifically prohibited by the WTO Subsidies
Agreement.*

The notification included no discussion whatsoever of major categories of subsi-
dies provided by the Chinese government, including transfers of ownership on terms
inconsistent with commercial considerations; conversion of bad debts owed to state-
owned banks into equity in the borrowing enterprise; government direction of credit
through the state-owned banks; so-called “policy loans” at preferential interest rates;
and the forgiveness of debts by state-owned banks. Not surprisingly, the notification
does not discuss manipulation of the value of the RMB or government control over raw
materials.

Information regarding the various subsidies provided to the steel industry by the
Chinese government is not readily available. This makes it difficult for the United States
and other WTO members to confirm that China is complying with its WTO obligations.
This paper catalogs the information currently available. Any truly thorough examination
of the role of subsidies in the creation and expansion of the Chinese steel industry
would depend upon the ability to obtain accurate information directly from the Chinese
government — information the Chinese government has not made public.

3 World Trade Organization, New and Full Notification Pursuant to Article XVI:1 of the GATT 1994

and Article 25 of the SCM Agreement, No. GISCMIN/123/CHN (Apr. 13, 2006) (hereinafter “China Subsi-
dies Notification™.

See Annex 1A: Multitateral Agreements and Goods of the General Agreement on Tariffs and
Trade 1994, art. 3.1 ("Agreement on Subsidies and Countervailing Measures”).
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THE CHINESE STEEL INDUSTRY

A steel industry has existed in China since ancient times. The current Chinese
steel industry, however, is very much a product of recent government decisions. The
Chinese government continues to own the overwhelming majority of the steel industry,

and to control it directly and indirectly through a number of methods.

The Government’s Creation of the Chinese Steel Industry

When the Chinese Communist Party came to power in 1949, the Chinese steel
industry had been decimated by 15 years of war. Although China was an overwhelm-
ingly rural and agrarian country, the new leadership, under Mac Zedong, gave pricrity to
the establishment of the steel industry. The government funneled massive resources
into the construction of new milis, consistent with the then-prevalent Stalinist model of
development, with its emphasis on heavy industry. The apogee of this effort was
reached in 1958 with the onset of the “Great Leap Forward,” when Chairman Mao pro-
claimed that China would double its steel production over the course of a single year.
This led to the widespread establishment of small steel mills — the so-called “backyard
blast furnaces” — in towns and villages throughout China. The project was of course an
economic, technological, and environmental disaster.

China subsequently returned to a more traditional approach to developing its
steel industry, as the state continued to pour billions of dollars worth of resources into
new steel mills. As a result of this investment, China emerged by the late 20" century
as a major steel producer. In 1990, the first year for which reliable international statis-
tics are available, China was the world's fourth largest producer. In that year, it pro-
duced 67.2 million metric tons of steel, compared to 88.6 million metric tons in the
United States and 110.3 million metric tons in Japan.®

The Chinese steel industry grew steadily throughout the 1990s, as the govern-
ment continued to devote a disproportionate share of resources to it. Production sky-
rocketed between 2000 and 2005, as the Chinese government directed massive

International Iron and Steel Institute, http://www worldsteel.org/?action=archivedsteellist2.
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amounts of capital into the steel industry. By 2005, China was by far the world's largest

steel producer, with production of 349.4 million metric tons and accounting for more

than 30 percent of global steel production.® The following chart shows the explosive

growth in Chinese steel production between 1990 and 2005.7

Million Metric Tons

CHART 1
CHINESE STEEL PRODUCTION, 1930 - 2005
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Exports of Chinese steel have followed a similar trend. In 1998, China exported

only 5.9 million tons of steel.? By 2005, this amount had more than quadrupled, to 27

million tons.®

The Structure of the Chinese Steel Industry

The Chinese steel industry is marked by two notable characteristics: the very

large number of steelmaking enterprises and the degree of government ownership. As

recently as 2000, there were 1,045 companies in China producing steel, of which only

6

T

8

9

International Iron and Steel Institute, World Sieel in Figures 2005 3 (2006).

International Iron and Steel Institute, hitp:/fwww worldsteel.org/?action=archivedsteellist2.
International Iron and Steel Institute, Sfeef Stalistical Yearbook 2005 73 (2005).
International Steel Statistics Bureau, Steel Statistics in the News, available at

hitp:/iwww.issh.co.uk/.
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34 produced more than one million tons per year."® More recent estimates indicate
there are as many as 800 steel mills in China, but only 16 have the capacity to produce
more than 5 million tons per year.'" There has been some consolidation in the industry,
and the China Iron and Steel Association, the official trade association of the Chinese
industry, states that it has over 50 "medium and large” members. Nonetheless, experts
predict that, after consolidation, China will still have over 100 different significant steel
producers. 2

Fragmentation of the Chinese Steel Industry

The degree of fragmentation in the Chinese steel industry is apparent from the
production guantities of the major Chinese producers. Although China has the world’s
largest steel industry, in 2004 only one Chinese producer, Shanghai Baosteel, ranked
among the world's ten largest producers. Only two Chinese producers, Shanghai Baos-
teel and Anshan (now Anben), produced more than 10 million tons in that year, while
eight reached that level in 2005. In 2005, 25 Chinese producers ranked in the top 80 in
the world."® Yet these producers accounted for less than 40 percent of total Chinese
production. The following table shows the ten largest Chinese producers and their pro-
duction in 2004 and 2005."

TABLE 1
MAJOR CHINESE STEEL PRODUCERS

Producer 2005 Production 2004 Production
{Million MT) (Million MT)
Shanghai Baosteel 23.8 21.4
Anben 18.4 16.8
Tangshan 16.1 7.7

0 Qingfeng Zhang, A Comparison of the United States and Chinese Steel industries, 3 Perspec-

tives No. 6 (2002).

" David Lague, China’s Small Steel Mills Feel Heat, International Herald Tribune, May 25, 2005,
available al http:/iwww.iht.com/articles/2005/05/24/business/steel. php.

12 ]d
1 International Iron and Steel Institute, World Steef in Figures 2005, at 2 (2005).
Id.; Steel Business Briefing, China's Steel Industry (2008).
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VWuhan 12.0 9.3
Jiangsu Shagang 10.5 7.6
Shougang 10.4 8.5
Jinan 10.4 6.9
Laiwu 10.3 6.6
Maanshan 9.6 8.0
Panzhihua 6.2 6.0

The Chinese government has recognized the negative aspects of this fragmenta-
- tion, and thus a central focus of the Steel Policy is consolidation. The move to consoli-
date has picked up speed with the recent mergers of Chinese steel companies, includ-
ing: Wuhan and Liuzhou (numbers 18 and 52 in world production, respectively); Anshan
and Benxi (19 and 37), and Tangshan and Xuangang (12 and 68). Wuhan also ac-
quired Echeng Steel, as discussed below, at no cost, while Tangshan acquired Chen-
gang Steel as well.®

The Chinese steel industry is also fragmented geographically. While steel pro-
duction is concentrated in the northeast, no province accounts for more than 18 percent
of China’s annual production.” Moreover, several provinces have annual production of
less than 5 million metric tons per year. The following table shows annual production of

finished steel in China, by province, in 2005."

i Improved Steel! Price Qutlook, FinanzNachrichten, April 19, 2006, available at

hitp://www finanznachrichten.de/nachrichten-2006-04/artikel-6303473.asp.
i Steel Business Briefing, China’s Steef industry (2006).
i7

Id.
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TABLE 2
CHINESE STEEL PRODUCTION BY PROVINCE

Province 2005 Production| Percent Province 2005 Produc- Percent
(Million MT) tion {Million MT)

Hebei 64.64 17.42% [Nei Monggul 7.48 2.02%
Jiangsu 43.28 11.66% |Fujian 7.3 1.97%
Liaoning 32.06 8.64% |Zhejiang 7.17 1.93%
Shandong 30.09 8.11% Guangxi 5.15 1.39%
Shanghai 19.64 5.29% Yunnan 4.8 1.29%
Tianjin 16.61 4.48% ilin 4.79 1.29%
Hubei 15.86 427% Gansu 4,52 1.22%
Guangdong 13.66 3.68% [Shaanxi 3.37 0.81%
Shanxi 13.41 3.61% |Xinjiang 3.22 0.87%
Henan 13.37 3.60% [Chongging 2.95 0.79%
Sichuan 11.73 3.16% |Heilongjiang 2.32 0.63%
Anhui 11.42 3.08% |Guizhou 2.15 0.58%
Jiangxi 10.18 2.74% |Qinghai 0.48 0.13%
Beijing 9.66 2.60% [Hainan 0.15 0.04%
Hunan 9.61 2.59% |Ningxia 0.09 0.02%
Totai 371.16

This degree of geographic fragmentation demonstrates, among other things, the

extent to which the Chinese steel industry reflects the desire of provincial governments

to have a steel industry, whether or not such an industry is economically viable. Indeed,

as lan Christmas, Secretary-General of the international Iron and Steel Institute, noted,

“{e}ach region within China wishes to have its own steel industry.”*® As discussed be-

low, local governments frequently pressure local banks to provide low-cost loans to lo-
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The Challenges Ahead for Steel, http:/fiwww worldsteel.org/?action=programs&id=37 &about=1.
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cal steel companies to expand facilities. This has resulted in a significant expansion of
capacity in inland China, mostly in the form of fairly small mills, far from China's major
markets and from the ports used to import iron ore in particular.®

Government Qwnership

The second striking characteristic of the Chinese steel industry is the extent to
which it remains state-owned, with state-owned enterprises accounting for 57 percent of
total production.®® The Chinese government owns majority stakes in almost all of
China's major steel producers. The following table shows the state’s ownership interest
“in the ten largest Chinese producers.?’ Even after consolidation, the expectation is that
the Chinese government will continue to own a majority stake in nearly all of the “top

100" producers.2

ESTIMATED GOVERNMENT OWN-EI-EJ;BSLPiPs.OF CHINESE STEEL COMPANIES
Producer Government Ownership (%)
Shanghai Baosteel 85.41%
Anben 64.70%
VWuhan 75.81%
Shougang 81.19%
Maanshan 62.50%
Tangshan 61.31%
Jiangsu Shagang 0.00%
Jinan 76.60%
Laiwu 78.01%
Panzhihua 55.37%

W id.

© OECD Directorate for Science, Technology and Industry Steel Committee, Current Situation of

the Chinese Steel Industry DSTI/SU/SC(2006)9 (Apr. 4, 2008) (hereinafter CURRENT SITUATION OF THE
CHINESE STEEL INDUSTRY).

2 See http:/iwww.corporateinformation.com.

z China’s Small Steel Mills Feel Heat,
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The Chinese government is comprised of three distinct levels: national, provin-
cial, and local (county or municipal). Ownership of shares in a steel company may lie
with any one of these levels.®® Government ownership of steel companies gives each
level of government a vested interest in the industry, as well as the ability to direct steel
producers to act in ways that further governmental rather than market aims, such as
maximizing employment and tax revenues. Moreover, government decisions at each
level can greatly benefit steel producers. For example, in January 2005, the Govern-
ment of Hubei Province transferred 51 percent of the ownership of Ercheng lron &
Steel, a local steel producer, to Wuhan at no cost. In this way, Wuhan acquired some

three million tons of new capacity at a cost of $0 per ton.?*

Future Expansion

Despite the enormous recent increases in capacity, it appears that the Chinese
steel industry will continue to expand. The Chinese government has officially stated
that it intends to have the Chinese steel industry reduce capacity slightly. China had
approximately 414 million tons of steel-making capacity in 2005,?° and expects that ca-
pacity to fall to 400 million tons in 2010.% To accomplish this reduction, the Chinese
government plans to remove about 55 million tons of obsclete steel-making capacity
from production.*

However, at the end of 2005, 70 million tons of new steel making capacity was
already under construction in China, and another 80 million tons of capacity was
planned.?® This indicates that, even if China in fact closes the full 55 million tons of ca-
. pacity targeted, capacity would actually increase to at least 429 million tons with the

3 See Organization for Economic Cooperation and Development, Capacity Expansion in the Global

Steel Industry 8 (2005).
2 Citigroup, China Steel Industry 28 (2006).

OECD Directorate for Science, Technology and Industry Steel Committee, Current Situation of
the Chinese Steel industry, DSTIHSU/SC(2006)8, at 20 (Apr. 4, 2006} (hereinafter “No.
DSTI/SUISC(2006)9 (Apr. 4 2006)").

26

2 id at2.
7 Id.
= id. at 20.
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completion of projects currently underway. This total would rise to 509 millicn tons if all
planned projects are compieted.

Despite the Chinese government's announced intention to decrease capacity, in-
dividual Chinese producers continue to plan additional capacity. In 2004-2005, the Chi-
nese government approved a $2.5 billion plant expansion for Maanshan Iron & Steel
Company as well as a $2 billion expansion for stainless-steel maker Tauyuan Iron and
Steel. In addition, China's largest producer, state-owned Baosteel, announced plans for
a new facility in Guangdong that will have an annual output of 20 million tons. Each
project apparently involves significant levels of government support.?® The American
Iron and Steel! Institute estimates that the state-owned steel companies accounted for
roughly $6 billion in capital expansion expenditures in 2002 alone — much of the capital
presumably from the state.®

The fact that these mills are adding so much capacity at a time when China al-
ready suffers from overcapacity indicates that these investments are driven by govern-
ment planning, not market forces. Indeed, despite calls to curb production as a result of
growing excess capacity, these capacity expansions continue unabated even as steel
profits plunge — by 74.6 percent year-on-year during the first two months of 2006.%
Moreover, according to the China Iron and Steel Association, its 66 member steelmak-
ers saw net profit decrease by 10.6 percent in 2005, with the net profit margin rate de-

clining from 8.1 percent to 6.5 percent.*

Such margins are well below 2005 global mar-
gins for steelmakers and constitute inadequate financial returns in what was likely the
peak of the global steel cycle — further evidence that steel developments in China are

not driven by market forces.

2z Letter from the American lron and Steel Institute {o Gloria Blue re; China's Compliance with its

WTQO Commitments, at 8 {Sept. 6, 2005).
50 Written Statement for the Record of the American Iron and Steel institute on United States-China
Economic Relations Submitted to the House Committee on Ways and Means, 3 (Nov. 3, 2003).

3 Chinese Steel Profits Plunged 74.6% in Jan/Feb, Steel Bus. Briefing, Mar. 30, 2006.

32 No. DSTI/SU/SC(2006)8, at 11 (Apr. 4, 2006).
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Government Management of the Steel Industry

China's central government maintains a high degree of direction and decision-
making authority over the development and management of the steel industry. The
government has issued a number of industrial plans which specifically designate steel
as a preferred industry and provide for a wide array of government benefits including
grants, preferential loans and tax incentives. In addition, these plans provide for gov-
ernment management of nearly every major aspect of China's steel industry, and permit
~ even mandate — the government to intervene directly and extensively in the steel in-
dustry.

China’s Steel Policy

In July 2005, the National Development and Reform Commission ("NDRC") is-
sued China's new Steel and lron Industry Development Policy ("Steel Policy"), which
outlines the government's comprehensive policy for the steel industry. As a whole, the
policy provides for the government's management of China's steel industry, including
resource and equipment utilization, regional concentration of output, quality improve-
ments, technological innovation, investment management, and consolidation. Article 20
specifically provides for the strategic reorganization of China's largest steel producers to
create an industrial structure with two 30 million-ton steel groups and several 10 million-
ton steel groups by 2010.% The policy further prescribes the number and size of steel
producers, where they will be located, the types of preducts that are allowed to be pro-
duced, and minute details relating to the technology that will be used (e.g., size and
composition of blast furnaces).

As described in detail below, the Steel Policy mandates direct government sub-
sidization of the steel industry. For example, Article 16 specifically provides for gov-
ernment support in the form of "tax refunds, discounted interest rates, funds for re-

search and other policy support for major iron and steel projects utilizing newly devel-

5 Steel and Iron Industry Development Policy, Order No. 25 of the National Reform and Develop-

ment Commission, July 2005, (“Steel Policy”) at art. 20,
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oped domestic equipment."** The policy alsc calls for indirect support by, among other
things, restricting foreign investment, discriminating against foreign equipment and tech-
nology, and by providing various export credits. In short, China's Steel Policy is a pri-
mary example of the government's attempt to dictate industry outcomes and involve it-
self in decisions that should be made by the market.

The Five-Year Plans

China’s industrial development is also directed and managed by the central gov-
ernment through its Five-Year Plans. Issued by the Central Committee of the Commu-
nist Party of China, the Five-Year Plans establish the broad parameters defining which
industries, enterprises, and products should be targeted for preferential government
support. According o the government, Five-Year Plans aim to "arrange national key
construction projects, manage the distribution of productive forces and individual sec-
tor's contributions to the national economy, map the direction of future development,
and set targets."*®

The 10" Five Year Plan for National Economic and Social Development, cover-
ing the period 2001-2005, calls for “energetically optimizing and improving [the] indus-
trial sector” by, among other things, enhancing traditional industries with new technolo-
gies and intensifying construction of transportation, energy and other infrastructure fa-
cilities.® According to the plan, these measures are “most important in the energy {and]
metallurgy” industries. The plan further calls for the “establishment of a number of
large companies and enterprise groups through stock listing, merging, association and
reorganization.”®® It also provides for the continued and pervasive role of the govern-
ment in the economy, stating that the "state must hold a controlling stake in strategic
enterprises that concern the national economy” and must also “uphold the dominance of

3“ Id., art. 17.

¥ See What is the Five Year Plan, available at

hitp:/fwww.china.org.cn/english/MATERIAL/1 57595 htm.
% See The Tenth Five Year Plan for National Economic and Social Development-People’s Republic
of China, available at hitp:./imww.logos-net.net/ilof185_base/enfinit/chn_1.htm,
37

fd.

* id.
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the public sector of the economy [and] let the state-owned sector play the leading
role.”*®

China’'s new 11" Five Year Plan, covering the period 2006-2010, offers more of
the same and is designed {o “optimize and upgrade industrial structures.”°

List of Encouraged Industries

The central government’'s National Planning Commission periodically issues a
“Catalogue of Key Industries, Products and Technologies the Development of Which is
Encouraged by the State.” Essentially, this planning document lists key industries and
products which are favored by the central government and therefore eligible for prefer-
ential treatment. The Catalogue lists “Iron and Steel” as a preferred or favored industry
along with dozens of specific steel products.*’ As a result, steel companies are eligible
for various tax exemptions and reductions, including a 50 percent income fax reduction
for companies that derive more than 70 percent of their revenues from manufacturing a
product listed in the Catalogue. In addition, the Catalogue gives local authorities the
discretion fo issue policies that help promote the development of these industries.

Foreign Investment Catalogue

The government also maintains a "Catalogue for the Guidance of Foreign In-
vestment Industries” which is issued jointly by the NDRC and the Ministry of Commerce
(*"MOFCOM?). The catalogue distinguishes between encouraged and discouraged in-
dustries, with discouraged industries further broken down into those where foreign in-
vestment is restricted and those where foreign investment is prohibited. Industries that
are discouraged are generally those that are not in fine with the central government's
national economic development goals. Encouraged industries include the "ferrous met-

allurgical industry” as well as products such as hot-rolled and cold-rolled steel plate.*?

3 Id.

® See Key Paints of the 11" Five-Year Guidelines,

http://veww.china.org.cnfenglish/2006 1h/160403.htm; see also Changes in Five-Year Plans’ Economic
Focus, http:/fmww.china.org.cnfenglish/2005/Nov/148163.htm.

41 See, e.g., Foreign Affairs Information Portal, Current Catalogue of Key Industries, Products and

Technologies the Development of Which is Encouraged by the State (Provisional) (Approved by the State
Council on Dec. 31, 1997}, hitp:/imwww.bjfac.gov.cn/english/law/003C/144 . htm.

42 See Catalogue for the Guidance of Foreign Investment industries, Jan. 7, 2003,

htip:/www.chinataiwan.org/web/webportal/W5029562/A5120231 html.
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Investors in encouraged industries are eligible for certain government benefits, including

tax reductions and duty waivers.*?

4 Revised Catalogue for the Guidance of Foreign Investment Industries, Jan. 2005,

hitp://www.tdctrade.com/alert/cba-20501a-5.htm.
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DIRECT GOVERNMENT SUBSIDIES TO THE STEEL INDUSTRY

The Chinese steel industry would probably be a fraction of its current size without
direct aid from the Chinese government. The Chinese government created the infra-
structure of the Chinese steel industry, and has spent billions of dollars directly on it.
Direct government assistance comes in the form of grants and other direct payments to
Chinese steel producers, an undervalued RMB, and government intervention to control
raw material and energy prices. In addition, the state-owned banks have forgiven bii-
lions of dollars in loans to steel producers and have repeatedly been willing to exchange
unpaid debt for shares. As with other manufactured products, the Chinese government
has a panoply of tax incentives that encourage production of exports.

Documenting Chinese subsidies to the steel industry is a difficult task. According
to USTR, “a general lack of transparency makes it difficult to identify and quantify possi-
ble ... subsidies provided by the Chinese government. China's subsidy programs are
often the result of internal administrative measures that are not publicized.”** Efforts to
collect information about Chinese subsidy programs have been further frustrated be-
cause, until recently, China has failed to make any of its required subsidy notifications, a
key requirement of the WTO Subsidies Agreement. Despite its flagrant disregard for
international norms, China has paid no consequences for its “hide-the-ball” approach on
subsidies.

Notwithstanding the lack of transparency, it is clear that the Chinese government
plays a substantial role in assisting its steel industry. Indeed, direct subsidies are an
integral part of China's Steel Policy. Article 16 of the policy specifically provides for
government subsidies in the form of “tax refunds, discounted interest rates, funds for
research and other policy support for major iron and steel projects utilizing newly devel-
oped domestic equipment.” China’s stated commercial policies further confirm prefer-
ential government treatment, especially for state-owned enterprises (“SOEs"). As of
September 2005, for example, the MOFCOM website reportedly states that it will ex-
empt certain SOEs from “repayment of non-performing loans, and provide a debt-to-

4 United States Trade Representative, 2006 National Trade Estimate Report on Foreign Trade Bar-

riers 120 (Mar. 2006) (hereinafter "Mar. 2006 NTE"}.
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equity swap policy. The policies will support firms’ trans-regional development, make
good use of domestic and foreign trade development funds, provide subsidized interest
for technical innovation loans, and accelerate infrastructure deveiopment.”*

Not surprisingly, in a recent report on foreign trade barriers, USTR singled out
Chinese subsidies to its steel industry as of particular concern, stating:

[Subsidies] take the form of income tax reductions or exemptions
that are de facto contingent on export performance. ... China’s
subsidy programs can also take a variety of other forms, includ-
ing mechanisms such as credit allocations, low-interest loans,
debt forgiveness and reduction of freight charges. ... Of particu-
lar concern are China's practices in the textiles industry as well
as in the steel, petrochemical, high technology, forestry and pa-
per products, machinery and copper and other non-ferrous met-
als industries."*®

As part of the WTO's fransitional review of China, member countries have con-
firmed ongoing Chinese industrial subsidies:

Based on available information, it appeared that China continued
to provide tax incentives and preferential bank financing to pro-
ducers of agricultural and industrial goods that were contingent
upon export or the use of domestic over import goods, despite a
clear commitment by China four years ago to eliminate all pro-
hibited subsidies upon its accession to the WTO. It also ap-
peared quite clear that China continued to provide subsidies to
loss-making state-owned enterprises, despite making statements
o this Committee in 2002 that these subsidies had been elimi-
nated in 2001 .7

% See World Trade Organization, Transitional Review Mechanism Pursuant to Section 18 of the

Protocol on the Accession of the People’s Republic of China, Questions from the United Siates to China
Concerning Subsidies and Price Controls, No. G/SCM/Q2/CHN/14, at 4 (Sept. 29, 2005) (hereinafter
"WTO No. G/SCM/Q2/CHN/14 (Sept. 29, 2005)").

® Mar. 2006 NTE at 120. (emphasis added).

ar World Trade Organization, Chairperson’s Report to the Council for Trade in Goods on Transi-
tional Review of China, No. GISCM/118, at 3 (Nov. 8, 2005) (hereinafter “WTC No. G/SCM/118 (Nov. 9,
2005)",
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Government Grants to the Steel Industry

The Government of China continues to provide a number of direct government
grants to the steel industry, including cash grants, energy and raw material grants, and
land grants.

Cash Grants

In 2000, the Chinese government announced that it would spend $6 billion over
several years to upgrade and transform its steel industry.*® The actual amount spent is
believed to be much greater. At the time of the announcement, the Chinese Ministry of
Commerce stated that the central government ~ in administering key investment pro-
jects — wouid likely direct local and provincial governments to give the steel industry pri-
ority with respect to land use, raw materials, transport, equipment, and water and power
supplies.*

China’'s WTO subsidies notification identifies several programs for small medium-
sized enterprises ("SMEs") that may be providing direct grants to steel producers.
These include funds for supporting technological innovation, development funds, and
funds for exploration of international markets.®® Because of the number of small steel
producers in China, a substantial portion of these subsidies could go to steel producers.
In 2004 alone, China budgeted RMB 1.6 billion for these grants.®

Cash grants are also provided by the government to promote increased exports
of steel products. In a recent countervailing duty case brought against China, Canadian
authorities identified actionable subsidies in the form of direct grants provided by the
Government of China to steel and other manufacturing industries for export perform-
ance. The Canadian government cited benefits to the steel industry in the form of direct

48 U.S. Department. of Commerce, Report to the President, Global Steel Trade: Structural Problems

and Future Solutions 146 (2000).

. id.
0 China Subsidies Notification at 35-37.
51 Id
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grants to enterprises satisfying export criteria as well as grants to enterprises fo assist in
expanding export sales.®
In addition, China continues to offer grants and tax subsidies to state-owned en-

terprises which are operating at a loss %

In reports to the WTO, the Chinese govern-
ment has identified the following industries as benefiting from these subsidies: metallur-
gic, ferrous-metal, machinery, coal, oil, chemical, textile, tobacco, and others.®* China
has promised to eliminate these subsidies on numerous occasions, but has yet to follow
through on its commitments. In 2000, pursuant to Annex 5B of the Protocol of Acces-
sion to the WTO, China committed to eliminating “subsidies provided to certain state-
owned enterprises which are running at a loss.”®® During China's 2002 transitional re-
view, the Chinese representative informed the WTO that these subsidies had been
eliminated in 2001. However, subsequent Chinese press reports indicate that the gov-
ernment was working to eliminate these subsidies by 2005 — with still no sign that
these subsidies have ceased.

Energy and Raw Material Grants

The government also provides grants in the form of assistance with energy, raw
material and other input costs. According to a March 20086 Stieel Business Briefing re-
port, the Beijing-headquartered steel company, Shougang, recently signed an agree-
ment with the Shanxi government in northern China to help restructure the steel industry

in that province. Shougang is expected to assist in the ongoing restructuring and up-

52 Statement of Reasons Conceming the Making of a Final Determination With Respect to the

Dumping of Certain Carbon Steel and Staintess Steel Fasteners Originating in or Exported From the
People's Republic of China and Chinese Taipei and the Making of a Final Determination With Respect to
the Subsidizing of Certain Carbon Steel and Stainless Steel Fasteners Originating in or Exported From
the People’s Republic of China and Chinese Taipei, Nos. 4243-38, 4218-17, AD/1308, CVD/103, at 40-41
(Dec. 24, 2004) (hereinafter “Canada Statement, Nos. 4243-38, 4218-17, AD/1308, CVD/103 (Dec. 24,
2004)"). While this case involved steel fastners, many of the subsidy programs found by the Government
of Canada and cited in this paper are granted to manufacturers of other steel products and are also in-
dicative of the types of subsidies granted to both upstream and downstream manufacturers.

2 See World Trade Organization, Transitional Review Mechanism Pursuant to Section 18 of the

Protocol of the Accession of the People’s Republic of China, No. G/SCM/Q2/CHN/8 (Oct. 8, 2004) (here-
inafter * WTO No. G/SCMIQ2/CHN/8 (Oct. 6, 2004)").

4 id.
= id.
® Id.
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grading of the region's steel industry. In return, the provincial government has pledged
to provide the necessary coking coal and iron ore for Shougang's steelmaking opera-
tions — presumably free of cost.”” In addition, the Chinese government grants subsidies
to Chinese steel companies to help defray costs derived from overseas steel input op-
erations. The Chinese government recently granted Jiangsu Sha Steel Group 1.3 billion
RMB in subsidies for its iron mine project in Australia.®®

The government also provides raw materials and other inputs at no cost or below
market cost. Water, for example, a scarce commodity in most of China, was provided
free by the state until recently. Now, water costs as little as $0.16 per cubic meter in
China {compared with $2.50 in the United States), reflecting neither the cost of delivery
nor the scarcity of the water.*®

Land Grants

Chinese steel companies continue to benefit from land grants or reduced land
costs provided by the government. In a recent countervailing duty case involving steel
fasteners from China, the Canadian government found that certain companies located
in Special Economic Areas pay reduced long-term land use fees for land on which fac-
tories are located.®® Beyond this, by law, all land in China remains the property of the
state. Without a market for land, it is impossible to determine whether Chinese steel
producers are paying market rates for their land. Shanghai Baosteel, the largest Chi-
nese producer, shows deferred expenses of 1.689 million RMB, or about $200,000, for
“transfer price for land use rights & site formation fee.”®' The fee for 2004 was 187,724
RMB.®? If this figure in fact represents the company's long-term cost for land, it would

appear to be far below any market value. For the whole industry, below-market rents

o7

Shougang to Set Up Steel JV in Shanxi Province, Steel Bus, Briefing, Mar. 2, 2008.

58 China Jiangsu Offering Over 6 M RMB of Subsidies to Overseas Investors, Financial Times, Feb,

15, 2006.
5 Tom Miller, Water Crisis Needs Market-Driven Solfution, China Econ. Q. (Feb. 13, 2006).

& Canada Statement, Nos. 4243-38, 4218-17, AD/1308, CVD/103, at 41 (Dec. 24, 2004).
81 Shanghai Baostee!, Annual Report 75 (2004).
62 Id.
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for land represent a subsidy worth tens of millions of dollars to the Chinese steel indus-
fry per year.

Transfers of Ownership

As part of its role in directing the consolidation and restructuring of the steel in-
dustry — as set out in China's Steel Policy — the Chinese government has encouraged
and even induced various mergers and acquisitions within the steel industry through
cash grants and grants of ownership interest. For example, in January 2005, Wuhan
fron and Steel Group was offered a 51 percent stake in Ercheng Iron and Steel at no
cost, to encourage the merger. Ercheng had crude steel output of 3 million metric tons
and profit of 20 million RMB in 2004.%® The contribution of profitable assets at no cost is
a clear subsidy.

Debt-to-Equity Swaps

Debt-fo-equity swaps are another tool utilized by the Chinese government to prop
up state-owned enterprises through direct government infusions of cash. This tool
serves essentially as a grant-giving operation. Since 2000, 37 different Chinese steel
companies have benefited from debi-to-equity swaps worth at least $8.4 billion as part
of the government's plan to restructure and consolidate the steel industry.®** Two of
China’s largest steel producers, Shanghai Baosteel and Anshan, both benefited from
this process. In both cases, non-performing loans to the company were transferred
from state-owned banks to state-owned bank asset management companies
(‘BAMCs"). The BAMCs then exchanged the debt for shares in the companies. The
OECD reported that these transactions involved “substantial reductions in debt loads in

return for restructuring arrangements whose details have not been fully revealed.”®

63

Citigroup Global Markets, China Steel Industry: Capacity Continues to Grow, So Does Surplus,
28, 69 (Feb. 21, 2006).

B4 See Letter to Gloria Blue, supra at 5; China's Iron/Stee! Industry to See M&A Activity, Asia Times

Online, Aug. 24, 2005.
65

(2000).

Organization for Economic Cooperation and Development, Reforming China's Enterprises, at 78
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Similarly, Xingang Steel was established in 2000 through a debt-to-equity swap in which
several of China's BAMCs purchased non-performing loans and then injected capital
into the steel company.®® Other, smaller producers have also benefited; in 2000, for ex-
ample, Valin Lianyuan Steel Corp., a small producer in Hunan province, successfully
converted RM740 miillion in debts into equity.®’

These massive cash infusions continue to benefit the Chinese steel industry to-
day. More importantly, recent press reports indicate that the government continues to
provide the steel industry assistance in the form of cash granis and debt-to-equity
swaps. The Asia Times Onfine reports that China's iron and steel companies have
benefited in the amount of 11.19 billion yuan from debt-to-equity swaps as part of the
government’s plan to restructure and consolidate the steel industry in the years leading
up to 2005.%

Debt Forgiveness and Inaction Regarding Non-Performing Loans by State-
Owned Banks

Another form of direct government assistance to the steel industry is the forgive-
ness of or inaction regarding non-performing loans by China's state-owned banks. This
provides a direct subsidy to the recipients in the amount of the debt forgiven. WTO
members have raised concerns regarding China's "automatic roll-over of unpaid princi-
pal and interest, forgiven and non-performing loans, and the selective use of below-
market interest rates.”®® These forms of assistance were cited as direct financial contri-
butions provided by China’s state-owned banks fo Chinese industry.

The Government of China continues to channel financing to preferred industries,
including steel, based on policy considerations instead of market-based factors., The
result is a high level of non-performing loans and repeated bailouts of China’s state-

& See Debt-to-Equity Swap Brings Economic Results to Steel Firm, People's Daily Online, June 7,

2001, http:/fenglish.people.com.cn/200106/07/eng20010607_71985.html.
67

2005.

68

A Remarkable Leap in the Industrial Revitalization of Hunan, Xinhua News Agency, Oct. 27,
China's Iron/Steel Industry to See M&A Activity, Asia Times Online, Aug. 24, 2005,

& WTO No. G/SCM/Q2/CHN/8, at 3 (Oct. 6, 2004).
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owned banks. Loans are generally classified as non-performing when the borrower fails
to pay interest and principal according to the original terms of the loan.”® Standard &
Poor's estimates that 40 percent of China’s state-owned banks’ loans - or roughly $800

1

billion — are non-performing.”’ Other estimates indicate that “borrowers may default on

as much as half of [the] loans issued by state banks."’?

Under China’s Northeast Revitalization Program, industries in the country's in-
dustrial northeast region are benefiting from debt forgiveness on a large scale. As de-
tailed above, much of China's steel is produced in this region. Under this program,
China has carried out “strategic restructuring and technical transformation of key enter-
prises in the areas of oil, petrochemical, iron and steel, automotive, shipbuilding and
aircraft products manufacturing sectors in Northeast China in a bid to establish produc-
tion bases of advantage industries.””

The high level of non-performing loans is evidence that state-owned banks con-
tinue to loan to enterprises, including steel companies, that are uncreditworthy and that
would not meet normal market-based credit terms. The Tieben steel project in Jiangsu
province, for example, resulted in non-performing loans worth billions of yuan.” The
staggering level of non-performing loans has left the state-owned banks virtually insol-
vent. As a result, the Chinese Government has been forced to repeatedly inject cash
into these banks; in 2003, the government recapitalized the Bank of China and the

China Construction Bank with an injection of $45 billion of reserves.”® To date, the cen-

0 See Reform of China's Banks, Burdened by Bad Loans, Is Prierity for Government, June 1, 2005,

http://knowledge.wharton.upenn.edufindex.cim ?fa=printArticle&ID=1202 (hereinafter “Reform of China's
Banks, Burdened by Bad Loans, Is Priority for Government®).

& Id. Statistics released by China's Banking Regulatory Commission indicate that in the first half of

2004, China’s major state-owned banks held more than $200 billion in non-performing loans — an un-
doubtedly conservative estimate given the unreliability of the Commission figures and because the figure
likely does not include the hillions of dollars of non-performing loans the state-owned banks have sold to
state-owned asset management companies. See China Gov't Warns of Possible Rebound in Non-
Peforming Loans, Asia Pulse, Sept. 20, 2004. For example, in June 2004, the Bank of China and the
China Construction Bank sold nearly 280 billion yuan ($33.7 billion) in non-performing loans to a state-
owned asset management company.

& Craig Simons, The People’s Bank, Newsweek, Dec. 6, 2004, at 37.
7 WTO No. GISCM/Q2/CHN/14, at 2 (Sept. 29, 2005).

” China Gov't Warns of Possible Rebound in Non-Performing Loans, Asia Pulse, Sept. 20, 2004.

7 See Reform of China's Banks, Burdened by Bad Loans, s Priority for Government.
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fral government is estimated to have spent more than $250 billion since 1998 to bail out
the four primary state-owned banks.”® Standard & Poor's estimates that these banks
will require an additional $190 billion in the next several years just to stay afloat.””

The steel industry is, of course, not the only beneficiary of China's lax credit poli-
cies. However, the Chinese steel industry could not have added capacity on the scale it
did between 2000 and 2005 absent massive loans. Without access to the records of
the state-owned banks, asset management companies, and other lenders, it is impossi-
ble to know the full extent to which the Chinese steel industry has benefited from the
Chinese government’s willingness to tolerate non-performing locans. Given the indus-
~try's level of borrowing, though, it is reasonable to conclude that the benefit to the indus-

try runs into the billions of dollars.

Preferential Loans and Directed Credit from State-Owned Banks

China’s banking system is dominated by the four state-owned banks — the Indus-
trial and Commercial Bank of China, the Bank of China, the China Construction Bank,
and the Agricultural Bank of China — which account for over 60 percent of all loans.”®
Traditionally, these banks have made loans based on political directives from the central
or provincial governments, rather than creditworthiness or other market-based factors.
These "policy loans” generally have gone to state-owned enterprises and to industries
favored by the government, including steel.”® Currently, state-owned enterprises ac-
count for 25 percent of China’s GDP, but receive over 65 percent of loans from state-

owned banks.®® Moreover, the government has channeled its finances to preferred in-

76 WTO No. G/SCM/Q2/CHN/14, at 3 (Sept. 29, 2005).

” Brian Bremmer, The Great Bank Overhauf: Can a Chinese Bank Be A Model for Heroic Reform?,

Business Week, Aug. 22, 2005.

I Luo Ping, Challenges for China’s Banking Sector and Policy Responses (Nov. 14-16, 2003).

& See Reform of China's Banks, Burdened by Bad Leans, Is Priority for Government. A recent IMF

report concludes that "banks remain exposed to several sectors that are likely over invested, such as
steel, cement, aluminum, and construction and, are therefore vulnerable to an economic slowdown andfor
consolidation in these sectors.” Richard Podpiera, Progress in China’s Banking Sector Reform: Has Bank
Behavior Changed?, No. WP/06/71, at 11 (Mar. 1, 2006).

&0 See Reform of China's Banks, Burdened by Bad Loans, Is Priority for Government.
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dustries at extremely low, non-market interest rates.®' These preferential loans, granted
on non-commercial terms to inefficient state-owned companies, have subsidized the
steel industry and have given the industry an unfair advantage on the market.®?

Today, both private and state-owned Chinese steel companies continue to have
access to subsidized financing from state-owned banks that have a strong incentive to
lend to preferred industries such as steel. Indeed, China's Steel Policy specifically pro-
vides for export credits for steel companies. Article 27 of the policy states:

The state encourages and will provide export credit and other
support for enterprises engaged in the production of steel and
related production equipment to trade or transfer technology by
exporting superior domestic technologies and metallurgical
equipment sets.

Moreover, a WTO report issued in November 2005, summarizing the findings of
member countries with respect to China’s obligations under its accession agreement,
identifies state support to various industries through the banking system, mainly “in the
form of policy loans, the automatic roll-over of unpaid principle and interest, forgiven
and non-performing loans and the selective use of below-market interest rates.”®
Member countries concluded that China continues to provide “preferential bank financ-
ing to producers of agricultural and industrial goods, despite a clear commitment by
China four years ago to eliminate all prohibited subsidies upon its accession to the
WTO."™* The report singles out China’s Northeast Revitalization Program, finding that
China's state-owned banks continue to extend “subsidized financing for large-scale in-
~ vestment projects in China which were designed to increase the competitiveness of

state-owned enterprises, particularly in the Northeast, in industries such as oil and gas,

Bt According to Morgan Stanley, “prices on a variety of financial instruments” — including interest

rates, bank credit lines and bond prices ~ “are tightly controlled by leadership decisions made at the high-
est fevels of the Chinese government." See Stephen S. Roach, Inside the China Debate, at 2 (Morgan
Stantey 2008).

82 These state-owned banks are, in essence, acting as the government when they provide loans.

Indeed, according to the Working Party Report on China's accession to the WTO, “when state-owned en-
terprises, including banks, provide financial contribution they are doing so as government actors.” Thus,
to the extent that the loans are being provided on preferential or below market rates, they constitute a
subsidy. See WTO No, G/SCM/118 (Nov. 9, 2005) at 12.

B id
B4 Id. at 3.
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petrochemicals, iron and steel, and ship-building."® Furthermore, the WTO cites a re-
port on the MOFCOM website claiming that the Dalian Branch of the Export-import
Bank would provide RMB S billion in export credits to companies in northeast China to
enter global markets. According to the report, MOFCOM states that, since November

2003, “low-cost credit provided by the bank has saved the enterprises [RMB] 150 million

interest."%

That China’s non-commercial lending practices continue today, despite its assur-
ances to the contrary, has been asserted by numerous WTO members. In a September
2005 WTO communication, for example, the U.S. delegation concluded that:

Bank lending on terms inconsistent with commercial considera-
tion has continued unabated and government bailouts of the
banks have grown over time in frequency and magnitude.
Since 1998, these banks collectively have reportedly benefited
from repeated government capital injections and non-
performing loan purchases in excess of $250 billion.*”

The U.S. delegation further stated that:

[Sltate-owned banks continue to make policy-driven loans that
are not commercially justified, and when those loans fail, the
loans are written-off and passed to the asset management
companies to be dealt with. The recent inauguration of Huida
Asset Management Ltd., set up to specifically deal with the
non-performing loans of the state-owned People’'s Bank of
China is one such example.?®

In its 2005 report to the U.S. Congress, the U.S.-China Economic and Security
Review Commission determined low and no-cost financing to be “one of the most per-
vasive forms of subsidies in the Chinese economy.”®® |t stated:

This system of ‘policy lending’ whereby capital is allocated
for political or strategic reasons using subsidized interest
rates and other noncommercial terms arguably amounts to
a massive government subsidy for Chinese firms that is

8 id.
8 Id.
&7 WTO No. G/SCM/Q2/CHN/14, at 3 (Sept. 29, 2005).
g8
id.

&9 2005 Report to Congress of the U.S.-China Economic and Security Review Commission, at 39.
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used both to bolster their operations and to fund acquisi-
tions.%

Chinese steel companies have benefited significantly from subsidized loans. For
example, in 2005, the state-owned China Development Bank agreed to provide Anshan
Steel Group (now Anben) with RMB 10 billion (US$1.2 billion) in preferential policy (i.e.,
subsidized) loans.®' The same year, Handan Iron & Steel Group received interest-
subsidized loans from the government worth RMB 2.4 billion (US$300 million) to fund a
1.3 million ton cold-rolled steel sheet project.®? In 2005, Baosteel, China’s largest steel
producer, funded one-haif of the RMB 10 billion cost of a new stainless steel production
facility with subsidized loans from state-owned banks.%

Subsidized loans are playing a major role in capacity expansion in the Chinese
steel industry for small as well as large producers. In December 2005, the Export-
Import Bank of China — a bank that extends export credits under the direct leadership of
the government — signed an agreement with Hunan Valin Steel & Iron Group for $619
million to support its exports and its overseas operations.** Valin had already obtained
RMB 3.0 billion in discounted loans in 2002. As a result of these discounted loans, pro-
duction at Valin was projected to reach 9 million tons in 2005, so that it can no longer be
considered a small producer,®

China's policy of subsidizing the acquisition of strategic assets by state-owned
enterprises was highlighted in the recent dispute over the attempted takeover of Unocal
Corp. by the Chinese oil company Cnooc Ltd. Cnooc's loan package was heavily sub-
sidized and included a $6 billion loan from a state-owned bank as well as a $7 billion
loan from its parent company, China National Offshore Qil (100 percent owned by the

w0 id.

91 Xinhuanet (September 26, 2005), available at
hitp:/ffinance.sina.com.cn/stockt/20050026/0828328489.shtmi.

9 See Stockstar.com (September 21, 2005), available at

http:firesource.stockstar.com/info2005/darticle.asp?id=58,20050921,30260085&calumns=.
China Corporate Culture Web, hitp:/fiwww.ce-c.com.

% Briefing — Asia Banking, Asia Pulse (Dec. 21, 2005).
g5
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See A Remarkable Leap in the Industrial Revitalization of Hunan.
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government).® The loan from its parent company consisted of $2.5 billion at zero inter-
est and $4.5 bhillion at 3.5 percent interest per year. All interest payments would have
been waived if Cnooc’s credit rating fell below a certain level — hardly the terms that
would accompany a commercial loan in a free market.

Finally, in the recent steel fasteners case, the Canadian government found ac-
tionable subsidies in the form of preferential loans and loan guarantees by the Govern-
ment of China. Specifically, the Canadian authorities found the existence of preferential
interest rates and financing terms provided, either directly by the Government of China
or indirectly through financial institutions, to companies satisfying certain export-
contingent criteria. They also found that loans provided to certain manufacturers, in-
cluding steel companies, satisfying export-contingent or other criteria are being guaran-
teed by the Government of China or other state-run financial institutions.®’

China’s policy of preferential loans to favored industries is further evidenced by
the devastation these policies have created in its banking system — specifically the high
level of non-performing loans detailed above and the numerous bailouts of the state-
owned banks. Indeed, the Chinese government has been forced to provide massive
subsidies to the state-owned banks and the state-owned enterprises to which they lent
simply to keep them afloat, despite China’s contention that these banks and enterprises
operate on a commercial basis and are responsible for their own profits and {osses. As
noted above, in 2003 the central government injected $45 billion into the Bank of China
and the China Reconstruction Bank from its foreign reserves.® In May 2005, the cen-
tral government injected another $15 billion of foreign exchange reserves into the Indus-
trial and Commercial Bank of China, which in April 2005 had acknowledged that ap-
proximately 20 percent of its loans were non-performing.®®

% See Cnooc Drops $18.5 Bin Unacal Bid Amid U.S, Oppoesition, Bloomberg, Aug. 2, 2005; see

aiso Statement of Carolyn Bartholomew, Commissioner, U.S.-China-Economic and Security Review
Commissioner, before the U.S.-China Relations Seminar {July 14, 2005).

s Canada Statement, Nos. 4243-38, 4218-17, AD/1308, CVD/103, at 40-41 (Dec. 24, 2004).
8 WTO No. GSCM/Q2/CHN/8, at 3 (Oct. 6, 2004).
% WTO No. G/SCM/Q2/CHN/14, at 4 (Sept. 29, 2005).
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Tax Incentives Provided to the Steel Industry

The central, provincial, and local Chinese governments provide a variety of tax
exemptions, reductions, and credits which directly benefit the steel industry. This is the
one area for which the recent Chinese subsidies notification to the WTO provides some
detail. These programs, detailed below, provide a financial contribution to the steel in-
dustry in the form of foregone revenue by the Chinese government.

China’s Tax Policies

China's tax policies mandate tax incentives for specified industries, including
steel. Article 16 of China's Steel Policy specifically provides for government support in
the form of “tax refunds ... and other policy support for major iron and steel projects.”
Moreover, China’'s Catalogue of Industries, Products, and Technologies To Be Encour-
aged for Development on a National Level identifies the steel industry and roughly 30
different steel products as an industry/products to be encouraged. Industries and prod-
ucts identified in the Catalogue receive a wide variety of benefits, including an exemp-
tion from Customs duties and VAT on imported equipment used in the production proc-
ess.'® In addition, a 50 percent corporate income tax reduction is offered to those com-
panies that derive more than 70 percent of their revenues from manufacturing products
listed in the Catalogue.'®’

As described in greater detail below, China’s tax policies also provide incentives
for export-oriented production and for Foreign Invested Entities.

Tax Incentives for Firms in Special Economic Areas

The Government of China provides a complex system of tax and other financial
incentives to manufacturers operating in Special Economic Areas (SEAs) such as Spe-
- cial Economic Zones (SEZs), High Technology industrial Development Zones, Export
Processing Zones, free ports, bonded zones, and the like. These SEAs promote in-
vestment with unique tax packages and other incentives, many of which benefit the

steel industry. The incentives generally include significant reductions or exemptions in

%0 See National Development Zones, http:/iwww.cadz.org.cn/en/zgkfa/biao11.htm.

101 See, e.g., Foreign Affairs Information Portal, Current Catalogue of Key Industries, Products and

Technologies the Development of Which is Encouraged by the State (Provisional) (Approved by the State
Council on Dec. 31, 1997), http://www.bjfac.gov.cn/english/law/003C/144.html.
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national and local income taxes, land use fees, import and export duties, and priority
treatment in obtaining basic infrastructure services.'® The government has also cre-
ated special incentives for projects involving export-oriented investments and for certain
industries including steel.’®

For example, the Jiangsu Yangtze International Metallurgical Industrial Park in
Zhangjiagang City, an industrial park composed primarily of steel companies, advertises
the following tax incentives for foreign-funded manufacturing companies: a corporate
income tax exemption in the first two profit-making years and a 50 percent reduction in
the third-to-fifth profit-making year; local income tax exemptions; a VAT exemption for
exported products; exemption of VAT and customs duties on equipment used in the
manufacturing process; and a full refund of income taxes paid on profit which is rein-
vested in export-oriented enterprises.’™

Other industrial parks and development zones offer even more attractive tax
packages. One high-tech industrial park boasts tax-free status for the first five years,
starting from the day of registration, followed by a 50 percent reduction in income tax for
the second five-year period. The same park offers a 25 percent refund of paid VAT for
7 years and an exemption from operations taxes for the first 3 years, starting from the
day of registration.'® Such benefits are indicative of those granted to steelmakers in
similar parks.

China’s subsidies notification identifies preferential tax policies for enterprises
recognized as high or new technology enterprises established in the high or new tech-
nology industrial development zones. Enterprises located in such areas pay a 15 per-
cent income tax rate and are exempt from income tax for their first two years.'%

The China Association of Development Zones cites additional tax incentives, in-
cluding the following:

102 See U.S. & Foreign Commercial Service and U.S. Depariment of State, Doing Business in China:

A Country Commercial Guide for U.S. Companies, ch. 6, Investment Climate (2005).

103 I,

104 See Investment Guide, Jiangsu Yangtze International Metallurgical Industrial Park.

105 See Investment Promotion, Baotou National Rare Earth Hi-Tech industrial Development Zone,

hitp:/fwww.rev.cn/en/pre.htm.
108 China Subsidies Notification at 10.
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* Loss compensation schemes whereby any losses experienced by com-
panies in development zones can be offset through reductions in income

taxes for a period of 5 years after the loss is incurred.'”’

¢ Regional tax incentives whereby companies in specified regions, includ-
ing the "Middle Western Areas,” are eligible for a 15 percent reduction in

income tax after the original exemption-reduction period is over.'®

* Export-oriented tax incentives whereby taxes are reduced by as much
as 50 percent for export-oriented enterprises which export 70 percent or

more of their total annual output. %

The amounts of such subsidies can be substantial, if not huge. Hangzhou Iron &
Steel Co., for example, reported that one of the company’s subsidiaries received subsi-
dies worth RMB 1.14 million from the Ningbo Daxie Development Finance & Tax Bu-
110
reau.

Tax Benefits for Foreign Invested Entities

The Chinese government provides a variety of tax exemptions and reductions for
Foreign Invested Entities (FIEs) that are export-oriented. Indeed, China's subsidies no-
tification identifies no fewer than nine different tax programs that benefit enterprises with

foreign investment, "’

According to China's Income Tax Law, enterprises invested in
and operated by foreign businesses that export more than 70 percent of their annual
output receive a 50 percent reduction in corporate income taxes after the period income
~ tax exemption has expired.”'® Thus, export-oriented FIEs receive an income tax ex-

emption in the first two profit-making years and an income tax reduction of 50 percent in

o7 See National Development Zones.

108 Id.

109 Id.

10 Hangzhou Iron & Steel Co., Ltd., Annual Report (2005) (in Chinese only).
i See China Subsidies Notification at 1-17.

1z Rules for the Implementation of the Income Tax Law of the People’s Republic of China on Enter-

prises with Foreign Investment and Foreign Enterprises, art. 75 (7),
http:/hwww.fdi.gov.cniresupload/epdileQ0081.pdf.
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the following three years. After the five year period, an export-oriented FIE may be eli-
gible for additional tax reductions depending on its location.!"?

FIEs that are not export-oriented are also eligible for corporate income tax reduc-
tions, depending on their location and industry. Article 7 of the Income Tax Law of the
People’'s Republic of China on Enterprises with Foreign Investment and Foreign Enter-
prises provides in part:

The income tax on enterprises with foreign investment estab-
lished in Special Economic Zones, foreign enterprises which
have establishments or places in Special Economic Zones en-
gaged in production or business operations, and on enterprises
with foreign investment of a production nature in Economic and
Technological Development Zones, shall be levied at the re-
duced rate of fifteen percent.

The income tax on enterprises with foreign investment of a
production nature established in coastal economic zones or in
the old urban districts of cities where the Special Economic
Zones or the Economic and Technological Development Zones
are located, shall be levied at the reduced rate of twenty-four
percent. '

Additional tax incentives provided to FIEs include:

» Arefund of either 100 percent or 40 percent of the income tax paid on the
amount reinvested (depending on whether the reinvestment was in an ex-
port-oriented business) for FIEs that reinvest their profits in their China-
based business.""

» An exemption from a 5 percent business tax that typically applies to tech-
nological transfers such as intangible assets, patents, and copyrights.

» A VAT rebate on purchases of domestic machinery and equipment by
FIEs.

113 Id.

14 Income Tax Law of the People’s Republic of China on Enterprises with Foreign

Investment and Foreign Enterprises, art. 7,
http:/iwww fdi.gov.cniresupload/epdf/e00088.pdf.
s Id. art. 10.
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An income tax exemption or reduction for dividends, interest, rents, fran-
chising fees and other forms of income derived from sources in China by
FIEs.

Tax Benefits for Specific Regions

Tax benefits are also available for enterprises located in specific regions.

China's subsidy notification identifies special tax benefits for enterprises located in,

among others, the western regions and poverty stricken areas.'’™ Steel producers in

various regions, such as Baotou iron & Steel Group, have benefited from such pro-

grams.’"’

Tax Subsidies Identified as Actionable by the Canadian Government

in a recent countervailing duty case involving carbon steel and stainless steel

fasteners from China, the Canadian government identified numerous tax credits, re-

funds, and exemptions granted by various levels of the Chinese government to the steel

industry. These subsidies, which were found to be actionable, included:

Reduced rate of tax on corporate income for companies that have a sig-
nificant volume of export sales.

Exemption from and further reduction of income tax for companies operat-
ing in special economic areas during a designated start-up period (usually
five years).

Eligibility of companies located in Special Economic Areas (SEAs) for re-
bate of corporate income tax paid when profits are re-invested within the
SEA.

Exemption or reduction of sub-provincial income taxes for certain foreign
invested enterprises located in SEAs.

Exemption of duties and taxes on imported machinery and other inputs for
use in production of subject merchandise.

116

117

China Subsidies Notification at 18-19.

See inner Mongolia Local Taxation Service Center, http//www.nmds.gov.cn.
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Subsidized Targeted Infrastructure Development
Special Economic Areas and Industrial Parks

The Chinese government subsidizes the steel industry by financing and building,
in whole or in part, industrial parks and other Special Economic Areas (SEAs). An in-
vestment guide for Jiangsu Yangtze International Metallurgical Industrial Park in Zhang-
jiagang City highlights the purpose and purported virtues of these industrial parks.'™
This particular park was approved by the government of Jiangsu Province in 2003 and
is primarily dedicated to the steel industry. The park is located on 40 square kilometers
close to the Yangtze River's deep-water coastline. There are currently 27 foreign-
owned companies, including POSCO and Hyosung from South Korea, and 40 Chinese
companies, including Shangang and other steel companies. The park “seeks to estab-
- lish the first 10 million ton metallurgical industrial base and the biggest steel sheet pro-
duction based in Jiangsu province with the annual sales 9.5 billion US$ in 5 years and
15 billion US$ in ten years.”'"® In 2005, the annual production capacity of the park was
expected to be 12.5 million tons of raw steel and 10 million tons of rolled steel.

The industrial park offers “complete infrastructure facilities,” presumably financed
and built by the provincial government. The investment guide boasts completed and
ready to deliver water supply (tap, industrial, and soft water), water drainage, sewage,
power supply, steam supply, road networks, telecommunication systems, fuel gas (with
natural gas transported from western China), industrial gas (such as oxygen nitrogen,
argon and helium), and leveled land plots. According to the guide, twelve 10,000-ton
level wharfs have been built on the Yangtze River and another seven are under con-
struction. The guide also states that “manufacturing projects, which are in accord with
the general design of Yangtze International Metallurgical Industrial Park and industry
guide will enjoy various fiscal support provided by the Administrative Commission of the
Park."

Additional services promised to investors include:

e “Maximum preference” on land use and price;

ne See Investment Guide, Jiangsu Yangtze International Metallurgical Industrial Park.

e /d. at Brief Introduction of Metallurgical Industrial Park.
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« Water and power supplied to the facilities;

« Financial services, including the provision of working capital in a timely
manner. A company can get a loan from the bank by mortgaging the land
use right of the state-owned land it receives;

» Port services, including round-the-clock Customs service for certain prod-
ucts;

« Living communities for foreign investors which include medical treatment
and education facilities. The park includes a foreign language school of-
fering primary and secondary education. Children of overseas investors
are promised priority in enroliment; and

» Consultation and/or training for foreign investors in the applicable laws,
regulations and policies, and preparation of all necessary documents and

materials for setting up and registering the enterprise.

The Jiangsu Yangtze Industrial Park is not alone in providing incentives to indus-
trial enterprises to promote growth. Industrial parks are sprouting up throughout the
country offering similar benefits. For example, a park in Baotou promises, among other
things, financial support, a loan guarantee fund, & guaranteed water supply, a “special
zone rate for electricity,” and a steam production facility.**® An industrial park devoted
almost exclusively to the steel industry, Baoshan International Steel Logistics and Ser-
vice Park, is expected to be completed in 2006."*' The park is expected to attract over
500 international steel manufacturing, services, and trading companies and will likely
offer similar incentives to those described above.

Finally, the Canadian government has identified Special Economic Area incen-
tives as actionable subsidies. it found that certain incentives were “[a]vailable to [steel]
manufacturers operating in regions such as economic and technical development

zones, export processing zones, bonded zones and high-technology industrial devel-

120 Investment Promotion, Baotou National Rare Earth Hi-Tech Industrial Development Zone.

123 See generally, Shanghai Municipal Government website, http://www.shanghai.gov.cn.
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opment zones."'??

It identified the following benefits, either granted outright or contin-
gent on export performance: special land use and investment exemptions, and prefer-
ential costs of services and infrastructure provided by government agencies or state-

owned enterprises.?®

The Northeast Revitalization Program

The Government of China has undertaken an industrial revitalization program
which provides “potentially unfair advantages to businesses locating to or operating in
Northeast China.""** Starting in 2003, China’s central government has carried out a
plan to resuscitate the old industrial base in the three northeastern provinces of Heilong-
jiang, Jilin, and Liaoning, aiming to build the region into a world-class industrial base.'?®
Together, these provinces account for about 10 percent of China’s steel production. '

As described by China’'s State Property Commission, under this program China
is executing a "strategic restructuring and technical transformation of key enterprises in
the areas of oil, petrochemical, iron and steel, automotive, shipbuilding and aircraft
products manufacturing sectors in Northeast China in a bid to establish production
bases of advantage industries."'?” One of the stated aims of the program at the outset
was to increase the competitiveness of Anshan Iron and Steel.'® [|n support of the
Northeast Revitalization Program, the central government has offered preferential poli-
cies and financial support to industry, including tax incentives and low-interest rate fi-
nancing.'®

122 Canada Statement, Nos. 4243-38, 4218-17, AD/1308, CVD/103, at 40-41 (Dec. 24, 2004).
123
Id.

124 WTO No. G/'SCM/Q2/CHN/14, at 2 (Sept. 29, 2005).

128 China's Old Industrial Base Eyes Bright Future With Ambitious Plan, People’s Daily Online,

http:/fenglish.peopledaily.com.cn/200401/09/print20040109_132185.himl.

126 See Table 2, supra.

127 WTO No. G/SCM/Q2/CHN/14, at 2 (Sept. 29, 2005).
128

1, 2004.
129

SASAC Anncunces Timetable for SOE Restructuring in Northeast, Business Alert — China, Jan.

See China's Old Industrial Base Eyes Bright Future With Ambitious Plan.
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Government Intervention in Raw Material Prices

China lacks adequate domestic supplies of many of the key raw materials that
are necessary for steel production, especially iron ore and steel scrap. To remedy this
situation, the Chinese government is implementing a deliberate strategy of locking up
long-term supply through a combination of subsidized foreign investments and long-
term contracts with foreign suppliers. The effect of this strategy has been to drive up
prices for these inputs worldwide. Now that China has established itself as an indispen-
sable customer of the major raw material suppliers, though, the Chinese government is
threatening to cap import prices of iron ore, a key input. China also restricts exports of
coke, another major input, keeping its domestic price artificially low.

The Chinese Government and Raw Materials for Steel

Until the economic reforms of the past two decades, the Chinese government
controlled alt domestic prices in China, including prices for iron ore and coke. in many
ways, the actual price levels were irrelevant, as China's steel mills produced according
to a central plan rather than in response to the market. The government no longer di-
rectly controls prices for steel inputs, but it does affect them in ways that have the end
result of making iron ore and coke available to Chinese producers at prices below what
they would otherwise be.

As explained above, the Chinese government continues to own a majority of the
Chinese steel industry. China'’s largest iron ore producers, including Anshan Mining Co.
and Shoudu (Capital) Mining Co., are primarily state-owned. In addition, iron ore pro-
ducers are part of larger corporate groups that also produce steel. All of these assets
were originally 100 percent state-owned, and were “contributed” to enterprises. Even
after the economic reforms of the 1980s and 1990s, the enterprises were never required
to pay for these assets. In this way, the Chinese steel industry was essentially given
not just China's domestic iron ore reserves, but the equipment needed to exploit those
reserves. This original gift continues to provide huge benefits to the Chinese steel in-
dustry, as it has not incurred the significant capital costs associated with the develop-
ment and expleitation of iron ore reserves.

Because iron ore producers are normally linked to steel producers, relatively little

iron ore in China is actually traded. Steel producers can assign their internal iron ore
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supplies a lower price than would occur in a free market, because neither the steel pro-
ducers nor the iron ore suppliers incurred the capital costs associated with the discovery
and ownership of iron ore reserves. Moreover, because both the iron ore producers
and the steel producers are mostly state-owned, the Chinese government can ensure
that domestic iron ore prices are set at levels that ensure the profitability of steel pro-
ducers and, as importantly, the continuing expansion of the steel industry. In this way,
the Chinese government and the Chinese steel industry can manipulate the price of this
key input to their mutual advantage.

The government also seeks to manipulate the price of iron ore and other raw ma-
terials through import licensing schemes. In May 2005, for example, the Chinese gov-
ernment began imposing new import license procedures for iron ore. China reportedly
restricted licenses to 48 traders and 70 steel producers and failed to make public a list
of the qualified enterprises or the qualifying criteria used ~ violations of the WTO Import
Licensing Agreement.™® [t did so in an attempt to control the price of iron ore and insu-
late this critical raw material from market forces.

Government Intervention in Import Negotiations

Although China is the world’s largest producer of iron ore, by tonnage, Chinese
iron ore reserves have a relatively low iron content. This has forced China to import
large quantities of iron ore, primarily from Australia, Brazil, and India. In 2004, China
imported 208 million tons, or slightly less than one-third of total world imports. Imports
for full year 2005 exceeded 275 million tons, and should exceed 300 million tons by
2006. Iron ore imports in the first two months of 2006 were 51.5 million tons, an in-
crease of 37 percent from the previous year."® The Chinese steel industry is heavily
dependent on imported iron ore. Accordingly, a sharp increase in iron ore prices would
have an immediate negative effect upon the industry.

The Chinese government exhibited its willingness to intervene in international
markets on behalf of its steel industry when precisely such a sharp increase appeared
likely in the early part of 2006, as Chinese steel producers began negotiations with Aus-

130

United States Trade Representative, 2005 Report to Congress on China’s WTO Compliance 25
(Dec. 11, 2005).

i China May Trim List of Domestic Iron Ore Importers, Dow Jones, Mar. 15, 2006.
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tralian and Brazilian iron ore suppliers. Initially, the Chinese government attempted to
control the negotiations by limiting participation to a single Chinese steel producer,
Shanghai Baosteel. The avowed purpose of this move was to impose discipline on the
Chinese industry in the negotiations.”® Some sources subsequently reported that
China would effectively cap imported iron ore prices by refusing to approve import per-
mits for shipments above the cap price ($54/ton for Australian ore and $70/ton for Bra-
zilian ore).'® The Chinese government also indicated that it was considering reducing
the number of importers allowed to bring iron ore into China so that it could exert
greater control over iron ore imports.’* The Chinese government made its goal clear in
a statement by the Ministry of Commerce and the National Development and Reform
Commission, as an official stated that:

{I}ron ore was the main raw material of steel and iron production, price of
iron ore was directly related to the development of steel industry and all
sectors of national economy. China's steel industry was in a very difficuit
position that cost was rising, profit was decreasing and price of iron ore
was increasing again. The Chinese government had taken measures to
further enhance the control to the utilization of imported iron ore, accorded
with national industrial policies, supported eliminating and outdated sys-
tem and restrained over-fast growth of production capacity of iron ore.
The unreasonable demand for iron ore will be further reduced. Chinese
government will pay close attention to the negotiation process of iron ore
price, and take necessary measures to avoid damaging interests of the
nation and enterprises if price set is unreasonable and unacceptable to
China.™®

Ultimately, the Chinese government's attempts to limit iron ore price increases
were unsuccessful, as the Chinese producers agreed to price rises of 19 percent for
iron ore lumps and fines (although the price for pellets dropped).’™ Nonetheless, the
Chinese government is planning to “strengthen its monitoring” of iron ore imports “in a
move expected to increase pressure on miners as they seek to finalize yearly supply

132 China Assoc: Only Baosteel to Hold iron Ore Price Talks, Dow Jones Newswire, Feb, 22, 2006.

133

China Caps Iron-Cre Prices Daily Telegraph, Mar. 7, 2008.
134 China May Trim List of Domestic [ron Ore Importers, Dow Jones, Mar. 15, 2006.

15 MOFCOM and NDRC Highly Concerned with the Long-Term Iron Ore Price Negotiation in 2008,
hitp:/fenglish.mofcom.gov.cn/aarticle/newsrelease/significantnews/200603/20060301691985. html.

128 CVRD, Rio Tinto Also Settle Iron Ore Prices with China, The Tex Report (June 23, 2008).
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contracts with steelmakers.”’ From these steps, it is plain that the Chinese govern-
ment has acted aggressively to limit increases in iron ore prices — increases that are
largely the result of the rapid expansion of the Chinese steel industry itself.

Subsidization of Iron Cre Investments

The Chinese government’s support of the steel industry with respect to raw mate-
rial supplies is not limited to direct and indirect controls over prices. The explicit policy
of the Chinese government is to assist the Chinese steel producers in securing sources
of overseas supply through investments.™®® To ensure access to iron ore supplies, the
Chinese government and Chinese companies have negotiated investments in a number
of iron ore projects worldwide. Most of these projects involve the development of
mines, although some concern existing facilities, with much of the investment subsi-
dized by the government. Indeed, the Chinese government recently granted Jiangsu
Shagang Steel Group 1.3 billion RMB in subsidies for its iron mine project in Austra-
lia."® Additional projects, with their estimated capacities, include:

o Extension Hill, Western Australia, Australia (5 million MT/year)

« Labrador, Canada (10-12 million MT/year)

o Camarines Norte, Philippines (unstated)

« Musan, North Korea (10 million MT/year)

o Koolan Island, Western Australia, Australia (0.3 million MT/year)

e Lao Cai, Vietnam (1.5-3 million MT/year)

o Pilbara, Western Australia, Australia (800 million MT total reserves)
+ Capitan, New Mexico, USA (unstated)

« Minnesota, USA (unstated)

« Koolanooka, Western Australia, Australia (5 million MT/year)

18 China Introduces New Measures to Monitor Iron Ore Imports, SteelDay, Mar. 15, 2008.

[ Steel Policy, art. 30.

1a China Jiangsu Offering Over 6 M RMB of Subsidies to Overseas Investors, Financial Times, Feb.

15, 2006.
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» Chita, Russia (10 million MT/year)
o Wheelarra, Western Australia, Australia (12 million MT/year)

« Pilbara, Western Australia, Australia (5-10 million MT/year)

Taken together, these investments could give Chinese companies, and their
government owners, direct control over more than 62 million tons per year of iron ore
production. This would represent control of nearly nine percent of world trade in iron
ore, which totaled 715 million.tons in 2005. By way of comparison, the United States
produced 55 million tons of iron ore in 2005 and imported 13.0 million tons."*°

In addition, the Chinese government has begun discussions with the government
of Orissa state in India regarding the development of iron mines in Orissa, although no
definite projects have been undertaken. India is a major supplier of iron ore to China.
Similarly, China Minmetals, the state-owned metals trading company, has begun dis-
cussions on a joint venture in Brazil with Brazilian ore producer CVRD. Four Chinese
steel producers have proposed a joint venture with BHP Billiton for the mining of iron
ore in Australia.

China's long-term strategy is to establish significant control over its foreign
sources of iron ore. Chinese companies are preparing to invest up to $8 billion in mines
in Australia alone — much of this capital presumably from state-owned banks on prefer-

ential, non-commercial terms.'*!

Half of these investments are expected to be in iron
mines. The Chinese metals industry currently has “some kind of involvement” with sup-
pliers providing 25 percent of current iron ore imports, and intends to raise that percent-
age to 50 percent.

Chinese companies have also sought to tie up iron ore supply by concluding
long-term contracts with iron ore suppliers. The world iron ore market is dominated by
three companies — BHP Billiton (Australia), CVRD (Brazil), and Rio Tinto (Great Britain,

but with mining operations throughout the world) — which collectively control over 70

140

United States Geological Survey, Mineral Commodity Surveys-20086, at 86 (2006).

1t As noted previously, the Chinese govemment recently granted Jiangsu Sha Steel Group 1.3 bil-

lion RMB in subsidies for its iron mine project in Australia. China Jiangsu Offering Over 6 M RMB of Sub-
sidies fo Overseas investors, Financial Times, Feb. 15, 2008,
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percent of world seaborne iron ore trade. These producers periodically negotiate with
the major iron ore consumers to set prices for the next year. Chinese customers have
been pressing CVRD in particular, however, to agree to long-term contracts. As the
largest buyers of iron ore, the Chinese users have significant negotiating leverage. The
Chinese ore buyers do not have to act alone; Chinese government officials have noted
that “{m}arket forces ought to dictate prices of iron ore, used in the making of steel, but
the Chinese Government can't help but ‘take an interest’ in how it is priced.”

In addition to negotiating with the three largest suppliers, Chinese consumers
have also concluded long-term contracts with other, smaller suppliers around the world.

+ BHP Billiton has agreed to sell to a consortium of four Chinese steel pro-
ducers 12 million MT of iron ore per year for 10 years.

» Portman Ltd. of Australia is sold out through 2006 because of orders from
China.

+ Chinese companies are seeking to buy the entire output of Murchison
Metals Ltd. of Australia.

o Hebei Wenfeng Iron and Steel has signed a contract with Fortescue Met-
als of Australia to purchase 2 million MT of iron ore per year over a 20
year period.

This strategy of using investments and long-term contracts to ensure a steady
supply of iron ore would not be possible without the continuing support of the Chinese
government. Indeed, the efforts of the Chinese steel industry to secure long-term
sources of supply simply represent one facet of China’s overall drive to secure the raw
materials its economy needs, but which the country lacks.

Government Restrictions on Exports of Raw Materials

The Chinese government also indirectly keeps the prices of certain key raw ma-
terials for steel production low by placing restrictions on the exportation of those materi-
als. The best-known case involves coke, which is an essential input into making steel
using the traditional blast furnace. In 2004 and 2005, China imposed a quota on ex-

ports of coke of 14.3 million metric tons. By contrast, China's coke production in 2004
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was 208 million metric tons. This caused the price for coke exported from China to rise

142

to artificially high levels'™ and had a "significant, adverse effect on U.S. integrated steel

producers and their customers.”'*3

The export restrictions on coke provide a benefit to the Chinese steel industry in
two distinct ways. First, as a matter of basic economics, increasing the supply of an in-
put without increasing demand will cause the price of the input to drop. By keeping the
domestic supply of coke artificially high, the Chinese government keeps its domestic
price artificially low. At the same time, the export restrictions make Chinese coke more
expensive for foreign steel producers, reducing their competitiveness vis-a-vis the Chi-
nese industry. In late June 2005, for example, Chinese steel producers were paying
only $139 per metric ton for coke, while foreign steel producers were paying $220 per

metric ton for the same coke. '**

In this way, the Chinese government's control over
coke exports provides the Chinese industry with a double advantage.

The Chinese government has made it clear that it intends to continue to restrict
exports of raw materials where this will benefit the steel industry. Article 30 of the Steel
Policy states specifically that “{t}he export of such preliminarily processed products as
coke, iron alloy, pig iron, waste steel and steel base (ingot) with high energy-
consumption and serious pollution shall be restricted ... ."'*° Despite complaints from
its trading partners, China will continue to impose restrictions on the export of key steel-
making raw materials to keep domestic prices low.

Government Controls Over Energy Prices

The Chinese government also controls energy prices. The National Develop-
ment and Reform Council sets prices for both natural gas and electricity. In the ab-

sence of a market, it is impossible to know what prices for electricity, natural gas, and

s World Trade Organization, China’s Transitional Review Mechanism: Communication of the

United States, No. GIMAMIT71, at 3 (Sept. 6, 2005).

143

(2004).

144

United States Trade Representative, 2004 Report to Congress on China’s WTO Cormpliance 33
World Steel Dynamics, Steel Thermometer #24, at 15 (June 30, 2005).
145 Steel Policy, art. 30.
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other forms of energy in China would be. However, “China’s pricing structure for energy
resources and utilities has been criticized for causing artificially-low prices ... "™

The Chinese steel industry benefits from low prices for both electricity and natu-
ral gas, iIf indeed Chinese steel producers pay for utilities at all. There have been re-
ports that, for electricity in particular, local authorities, which control local utilities, may
not charge favored enterprises for electricity, or charge them reduced rates. Because
energy accounts for a substantial portion of the cost of producing steel, this represents

a sizable benefit to Chinese steel producers.

Currency Manipulation

It is impossible to overstate the benefit the Chinese government’s manipulation of
the value of the RMB provides to Chinese steel producers. Although the U.S. govern-
ment has thus far declined to make a formal finding of manipulation, there can be no
doubt that China actively manages the value of the RMB to benefit Chinese exporters,
including the steel industry. Between February 2002 and March 2006, the U.S. dollar
fell in value by an average of 15 percent against all currencies. Over that period, the
dollar declined by an average of 24 percent against the euro and other industrialized
country currencies, but by only about 1.6 percent against the Chinese RMB."*" The fol-
lowing chart shows the how other currencies have moved up and down vis-a-vis the dol-
lar, while the value of the Chinese RMB has remained remarkably steady. This startling
difference reflects the impact of currency manipulation by China.

146

China to Raise Retail Electricity Prices, Forbes, Mar. 2, 2006.

Federal Reserve Statistical Release, Foreign Exchange Rates, available at
http:/iwww federalreserve. govireleases/h10/Hist/.
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China has made vague promises to allow the RMB to float across a wider range.
On July 21, 2005, China raised the peg for the yuan from 8.28 to 8.11. This represented
only a 2 percent revaluation, which was too small to have a measurable effect on trade.
Although China has announced plans to value the RMB against a basket of currencies,
the RMB still tracks the dollar quite closely. In March 20086, the RMB was trading at a
rate of 8.04RMB/dollar. The preceding chart shows how the Chinese government has
manipulated the value of the RMB to minimize its fluctuation vis-a-vis the U.S. dollar.
By comparison, the currencies of other major trading partners of the United States have
fluctuated significantly.

To keep the RMB’s value down, the Chinese government must make enormous
purchases of U.S. dollars, usually in the form of U.S. government bonds. The Chinese
government's purchases of U.S. dollars and other securities are currently averaging
about $200 billion per year. These purchases amount to fully @ percent of China's GDP.
Chinese government purchases of dollars and other securities create an effective 27
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percent subsidy on China's exports.’® This subsidy gives Chinese exports of steel a
huge advantage in worid markets. At the same time, an undervalued RMB makes im-
ports, including steel imports, more expensive. In this way, China’s manipulation of its
currency subsidizes the Chinese steel industry in two different but complementary ways.

148 P. Morici, The Doha Round: No Help for America’s Trade Deficit? 21 (2006), available at
hitp:/ivww morici-dohareport, org/NoHelpFarAmericas TradeDeficit.odf.
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INDIRECT GOVERNMENT SUBSIDIES TO THE STEEL INDUSTRY

In addition to direct subsidies, the Chinese government has implemented a num-
ber of policies and programs that provide its steel industry with more indirect but none-

theless concrete benefits. These include barriers to imports and foreign investment.

Import Barriers

China has fraditionally restricted imports through a variety of means, including
high tariffs and taxes, quotas and other non-tariff measures, and restrictions on trading
rights.'*® While China has made some progress in removing restrictions in these areas,
according to USTR, "bureaucratic inertia and a desire to protect sensitive industries”
has prevented substantial progress.'®

China's recently released Steel Policy mandates practices which discriminate
against foreign equipment and technology imports by encouraging the use of domestic
products when competing domestic suppliers exist. Article 16 of the policy provides for
government support in the form of “tax refunds, discounted interest rates, funds for re-
search and other policy support for major iron and steel projects utilizing newly devel-
oped domestic equipment.” Article 18 sets forth the government's policy on the “Import
of Technology and Equipment” and states:

Enterprises are encouraged to use domestic equipment and
technology and reduce imports. For equipment and technology
that must be imported due to the lack of domestic ability to
produce such or due to insufficient domestic supply, such
equipment and technology must be modern and practical.
China also restricts imports of raw material and other steel inputs to control
prices. For example, as discussed above, China has recently blocked iron ore imports
above a price cap to restrict the spot price of iron ore."™ Moreover, in May 2005, the

Chinese government began imposing new import license procedures for iron ore.

49 United States Trade Representative, 2005 National Trade Estimate Report on Foreign Trade Bar-
riers 74 (Mar. 20085).

150 id.

15 See China caps iron-ore prices: Report, The Daily Telegraph, Mar. 7, 2006.
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China reportedly restricted licenses to 48 traders and 70 steel producers and failed to
make public a list of the qualified enterprises or the qualifying criteria used ~ in violation
of China’s WTO obligations.'*2

Not surprisingly, in its most recent annual report on foreign trade barriers, USTR
concluded that there are substantial barriers to trade in China that have not been dis-
mantled.’ Specifically, USTR found that;

China has also increasingly resorted to industrial policies that

limit market access by non-Chinese origin goods or rely on

substantial government resources to support increased ex-

ports. The objective of these policies seems to be to support

the development of Chinese industries by effectively mandating

local content of products that are higher up the economic value

chain than the industries that make up China's current labor-

intensive base, or simply to protect less-competitive domestic

industries. '
These policies are likely in contravention of China’s WTO accession agreement in which
China committed not condition the right of investment or importation on whether domes-
tic suppliers exist.’®

The report further found that import barriers, opaque and inconsistently applied

legal provisions, and limitations on foreign direct investment combine to make it difficult
for foreign firms to operate in China.™® Finally, USTR concluded that the central gov-
ernment continues to implement industrial policies and protect noncompetitive or

emerging sectors of the economy from foreign competition.’’

Barriers to Foreign investment in the Steel Industry

The Chinese Government strictly regulates investment by foreign firms within
China and prohibits foreign companies from owning majority stakes in most Chinese en-

152 United States Trade Representative, 2005 Report to Congress on China's WTO Compliance, at

25 (Dec. 11, 2005).
153 See Mar. 2006 NTE at 93

154 Id.
188 Id. at 98.
156 id. at 94.
%7 id.
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terprises. Article 23 of China's Steel Policy explicitly forbids foreign companies from
owning a controlling stake in Chinese steel producers, stating: “[flor any foreign invest-
ment in the iron and steel industry of China, foreign investors are not allowed to have a

controlling share."'®®

Foreign investment that is permitted is channeled toward areas
that support national development objectives; foreign investment not in line with these
development objectives is restricted or prohibited."*®

Restrictions on Foreign Investment in the Steel Industry

China's Steel Policy restricts foreign investment in a number of additional ways
by mandating certain requirements as conditions for investing, with added restrictions
placed on foreign investors. Article 23 of the policy includes investmeni requirements
for certain production levels in the previous year, self-financing of 40 percent or above,
modern technology and management, developed supply and distribution networks,
transportation, and water and power resources. These requirements appear to apply
only to domestic companies seeking to operate in cross-regional domestic steel opera-
tions, while foreign companies must meet these requirements for any investment in
China. Moreover, Chinese companies only need to meet a 5 million ton previous year
quantity threshold for investments in common steel and a .5 million ton threshold for in-
vestments in specialty steel. The corresponding thresholds for foreign companies are
10 million tons and 1 million tons. Additionally, Article 23 prohibits foreign companies
from investing in new business sites and limits participation to reform or relocation of
existing enterprises.

China's Steel Policy also requires that foreign investors possess proprietary
technology or intellectual property in the processing of steel. Given that foreign inves-
tors are not allowed to have a controlling stake in Chinese steel companies, this
amounts to a de facto technology transfer requirement. As noted above, the policy also

appears to discriminate against foreign equipment and technology imports by encourag-

158 Steel Policy, art. 23. 1n addition, Luo Bingsheng, Secretary General of the China iron and Steel

Association recently stated that “Foreigners taking a controlling stake in our major steel mills is against
our iron and steel development policy. We have a batch of competitive steel mills, which can play an im-
portant role in the restructuring of the industry.” China to Shut Small Steel Mills, Urge Mergers, Reuters,
Mar. 5, 2006.

189 See Mar. 2006 NTE at 150.
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ing the use of domestic equipment and by providing for a number of government finan-
cial supports for steel projects utilizing newly developed domestic equipment.

Chinese Tax Policies as a Barrier to Foreign Investment

China's tax policies also serve as barriers to foreign investment. China's Value
Added Tax (VAT) — the country’s single most important revenue source which ranges
from 13 to 17 percent — continues to be applied in a manner that provides an unfair
benefit to certain Chinese industries. According to USTR, “importers from a wide range
of sectors report [that they are] subject to application of a VAT that their domestic com-

petitors [in China] often fail to pay.”'®°

Indeed, numerous foreign manufacturers have
cited the arbitrary application of the VAT and VAT rebates as an indirect subsidy aimed
at limiting import competition from U.S. and other foreign products and giving price-
advantage to Chinese products.’® As recently as March 2008, the China Iron and Steel
Association (CISA) reports that the government is considering exempting the VAT for
the steel product tolling business to discourage imports.'®® According to CISA, the ex-
emption would be designed to assist domestic steelmakers, who have seen a decline in
profits during the past several months. '®

In addition, China's consumption tax system is an area of concern among ex-
porters to China and may constitute an import substitution subsidy. Because China
uses a different tax base to compute consumption taxes for domestic and imported
products, the tax burden imposed on a wide range of imported goods is higher than for

competing domestic products.’®*

In fact, importers may pay twice as much as they
would if the tax were assessed at the same rate as for Chinese products, putting U.S.

imports at a severe disadvantage vis-a-vis their Chinese competition.'®®

160 Id. at 107.

163 Letter to Gloria Blue, supra at 14.

162 China Considers Exempting Value-Added Tax on Steel Product Tolling Business, Interfax, Mar.

29, 2006.
163 lrd.

164 Mar. 2006 NTE at 107.

185 See United States Council for International Business, Statement re: Submission to the United

States Trade Representative (USTR) on China's Compliance With its WTO Commitments 11 (Sept. 6,
2005).
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Other Barriers

Finally, USTR cites additional barriers to investment that plague China, including
a “lack of transparency, inconsistently enforced laws and regulations, weak |PR protec-
tion, corruption and an unreliable legal system incapable of protecting the sanctity of

contracts.”15®

186 Mar. 2006 NTE at 149,
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STRUCTURAL SUBSIDIES TO THE STEEL INDUSTRY

In addition to direct and indirect assistance, the Chinese government also pro-
vides support to the Chinese steel industry through broader policies and practices.
Prominent among these are the Chinese government’s failure to enforce environmental
and labor laws. In each case, China has relatively tough laws on the books, but de-
clines to enforce them.

Weak Environmental Regulation

On paper, China's environmental laws are relatively stringent. In practice, the
laws are often laxly enforced. Environmental enforcement in China is primarily the re-
sponsibility of local governments — the same local governments that often own control-
ling shares in local steel producers and that look to those producers to provide employ-
ment and tax revenues. Given this, it is no surprise that Chinese government organs
have repeatedly allowed the steel industry to continue to pollute.®’

In an attempt to reassert central control over environmental enforcement, the
State Environmental Protection Administration (SEPA) recently announced that it was
launching a concentrated investigation of industries that are major polluters, including
the steel industry.’®® Among the firms named specifically as a subject of investigation
was Xingtai Iron and Steel Corp.'®® SEPA also stated that it was investigating Nanjing
Steel, which launched an expansion project without performing the required environ-
mental impact assessment.”’® Meanwhile, the official Xinhua News Agency released a
detailed report in 2005 regarding a steel mill built on illegally obtained land in Henan
Province that violated environmental standards by discharging untreated wastes directly

into a nearby reservoir — a reservoir designed to provide water to Beijing and Tianjin.'”

167 See SEPA Begins New Onslaught on Polluters, Including Petrochemical and Metals Producers,

Metals Weekly (Feb. 10, 2008),

168 , d
L ]
170 {d.

7 Elaine Kurtenbach, China Ups Environment Spending; Report Says Steel Plant Severely Pollut-

ing Major Water Project, Associated Press Worldstream, Mar. 29, 2005.
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Despite the publicity given this initiative, the widespread expectation is that the
Chinese steel industry will continue to pollute the envircnment with little concern for en-
vironmental regulations. The scale of pollution is staggering; the Shougang mills in Bei-
jing municipality alone discharge approximately 18,000 tons of particulates into the air

2 Observers from the American iron and Steel Institute and the Steel

every year."’
Manufacturers Association visiting China in 2005 noted steel milis that apparently
lacked any standard pollution control devices, such as baghouses, scrubbers, and pre-
cipitators. This was not limited to the smallest producers; one of the mills visited be-
longed to Jiangsu Shagang, cne of the largest producers in China. A major problem is
the continued use of small (40 ton or less) basic oxygen furnaces that are typically anti-
quated and lack any environmental control features.

The concentration of pollution in China closely tracks the location of the steel in-
dustry. As discussed above, China’s steel industry is concentrated in the eastern part
of the country, and especially in Hebei, Jiangsu, Liaoning, and Shandong provinces. As
the following chart shows, this is also where concentrations of a major pollutant, nitro-
gen dioxide, are located. Moreover, these concentrations doubtless reflect the pres-
ence of other major pollutants, such as sulfur dioxide and particulates, as well.

CHART 3

EMISSIONS OF NITROUS OXIDES IN CHINA
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172 David Eimer, Bejiingers Will Need Their Masks; There Are No More “Clean Air’ Days, Financial

Times, Oct. 19, 2005.
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The lack of effective environmental regulation for the Chinese steel industry is
having profound effects on the world's environment. By some measures, China is re-
sponsible for 25 percent of worldwide emissions of particulates. The Chinese steel in-
dustry is a major contributor. China has also emerged as the world’s second greatest
emitter of greenhouse gases.'”® The expansion of the steel industry, and its demand for
electricity produced in large part by heavily polluting coal-fired generating plants, is a
major cause.

The Chinese steel industry is less energy efficient than the steel industries in the
United States, the European Union, and other developed countries. As discussed
above, it also generally does an inadequate job of controlling emissions of pollutants.
By its policies that fuel the artificial expansion of the steel industry, the Chinese gov-
ernment is forcing the transfer of steel production to high-polluting facilities in China
from relatively low-polluting facilities in the rest of the world. China benefits economi-
cally from the increased production, but the whole world - including China — loses be-
cause of the increased pollution and greenhouse gas emissions for which the Chinese

steel industry is responsible.

Labor Laws and Worker Safety

Workers in China are regularly denied basic labor rights and remain largely un-
protected by the weak enforcement of China's existing labor law and policies. China’s
labor law prohibits workers from organizing independent unions and does not provide
for the right to strike. There is only one trade union in China, the All China Federation of
Trade Unions, which is essentially an extension of the Communist Party in workplaces.
Many workers lack minimal health and safety protections and adequate wages.'™

Without the right to organize independently, Chinese steelworkers lack effective

ways to resolve labor issues in the workplace. Moreover, workers who organize labor

173 Pan Jiahua, China and Climate Change: The Role of the Energy Sector, Science & Dev. Network

Policy Briefs, June 2005,
hitp://www. scidev.net/dossiers/index.cfm?fuseaction=policybrief&policy=64 &dossier=4.

17 See Human Rights Watch, Human Rights and the 2008 Olympics in Bejjing,

hitp:/fwww . hrw.orgfcampaigns/china/beijing08/labor.htm,

55

The China Syndrome: How Subsidies and Government Intervention Created the World's Largest Steel Industry



protests and demonstrations may face severe government repression.'”> For example,
a crackdown carried out by local police in October 2005 against protesting workers from
the Chongqing Steel Plant resulted in two deaths, a 70 year old woman and a 50 year
old woman, and dozens more injured. The police crackdown was the result of a series
of demonstrations by several thousand steelworkers who were laid off from the plant
without compensation in August 2005, following the company's bankruptcy. Several of

the protest leaders were detained.’™

In 2003, independent metalworkers’ representa-
fives at the Ferro Alloy Factory in Liaoyang were arrested for their part in a peaceful
workers' protest over unpaid wages and benefits and then charged with "illegal assem-
bly" and "subversion of state power.” Two of the representatives, including Yao Fuxin,
were sentenced to prison terms of up to seven years.'’ Others labor leaders have
been detained or sent to forced labor camps without trial.

In its most recent annual human rights report, the State Department confirmed
China’s poor labor record, concluding that China restricts “labor rights, including free-
dom of association, the right to organize and bargain collectively, and worker health and

safety.”’®

It noted that “[pJrotests by those seeking to redress grievances increased
significantly” in 2005 and were often suppressed violently by Chinese security forces.'™®
It also found that although Chinese law permits collective bargaining, this right is largely
illusory. 1%

In addition, the State Department made the following findings:

+ China has no comprehensive policy to combat child labor.

7 See Id.

176

China Labour Bulletin, Two Women Reportedly Killed, and Three Workers’ Leaders Detained,
During Police Crackdown an Mass Protests, Oct. 14, 2005, available at hitp:/fiwww.china-
labour.org hk/public/contents/news?revision_id=17749&item_id=17748.

e International Metalworkers' Federation, “Refease Yao Fuxin and Xiao Yuniiang”, Jan. 28,2005

available at http:/iwww.imfmetal. org/mainfindex.cim?id=47 &1=2&cid=10861; UAW, China Has Jailed
Many Labor Activists, available at http:/Awww.uaw orgfaction/china/free03.html.

8 United States Department of States, China: Country Reports on Human Rights Practices, 20085,
at 1, avaifable at hitp:/iwww.state.gov.

"

¥ d at 30.
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¢ China has no national minimum wage (although individual provinces and

cities often have local minimum wages).
» \Wage arrearages to employees are commeon.

» Rules regulating the number of hours worked per week and overtime were
regularly violated in 2005. Specifically, "in the manufacturing sector, com-
pulsory overtime reportedly was common, often without overtime pay” and

“factories routinely falsified overtime and payroll records.”'8*

* The "poor enforcement of occupational health and safety laws and regula-
tions continued to put workers' lives at risk."'** According to official Chi-
nese statistics, a total of 5,986 workers died in coal mines in 2005. In ad-
dition, there were reports of serious accidents in which miners were killed
when mine managers forced them to continue working under unsafe con-
ditions. '®3

* Many factories that used harmful materials or processes not only failed to
protect their workers against the ill effects of such materials or processes,
but failed to inform them of the hazards and denied their claims for com-
pensation when they fell ill or were otherwise injured.

The State Department is not alone in finding gross inadequacies in China's labor
record. Freedom House, a prominent human rights and pro-democracy organization,
reports that:

Freedom of assembly and association is severely restricted.
... Independent trade unions are illegal, and enforcement of
labor laws is poor. All unions must belong to the state-
controlled All China Federation of Trade Unions, and several
independent labor activists have been jailed for their advo-
cacy efforts. Collective bargaining is legal in all industries,
but it does not occur in practice.'®

hs Id. at 31.
182 id
183 Id

184 Freedom in the World China (Freedom House 2005), available at http.//www.freedomhouse.org.
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Other human rights organizations have documented labor abuses in China, in-
cluding being forced to work overtime without pay,; denying women the right to paid ma-
ternity leave; denying workers pay for sick leave and denying their legal right to national
holidays; and illegally denying workers health insurance and then terminating those that
are injured on the job. %

8 National Labor Committee, Wal-Mart in China: What They Don't Want Us to Know, 2005, avail-

able at http:/iwww.nlcnet.org.
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CONCLUSION

Under true market conditions, China would undoubtedly have a large and diverse
steel industry. It would not have a steel industry that has grown to account for a stag-
gering 31 percent of total world steel production. The Chinese steel industry in its cur-
rent form is the creation of the Chinese government. It has benefited from massive di-
rect and indirect subsidies, many of which violate the WTO Subsidies Agreement,
China’s obligations under its WTO accession agreement, or both. These subsidies are
likely to continue unabated as the Chinese government recently adopted an official poi-
icy that requires it to continue to provide the steel industry with massive subsidies.

The consequences of these actions have been profound. The growth of the Chi-
nese steel industry has been at the expense of its international competitors. The Chi-
nese steel industry’s expansion is simply one component of an overall strategy that has
resulted in the displacement of production in dozens of steel consuming industries from
the United States to China, at the cost of hundreds of thousands, if not millions, of
American jobs. Because the Chinese steel industry emits more poliutants and green-
house gases than the steel industries in the United States and other countries, subsidi-
zation of the Chinese steel industry has had a negative impact on the environment. The
economic stability and security of the United States, and the health of the global envi-
ronment, demand that the Chinese government end its policy of subsidization of the
Chinese steel industry.
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China

China warns of surge in bad loans, hurting reform

BEIJING - Government officials and scholars have again warned that China's banking sector should
keep alert to prevent rebound of non-performing loans (NPLs) rate through reckless lending.

The high rate of non-performing loans used to disturb Chinese banks for a long time. But the banks
made major progress in their campaigns to reduce non-performing assets from last year to the first
half of this year. Statistics released by the China Banking Regulatory Commission, the watchdog
agency or the banking industry, show that last year, the non-performing loans of China's banking
industry according to the five-category classification standard dropped 7 percentage points to account
for 17.8% of all loans by the end of 2003. In the first half of this year non-performing loans at China's
major banks - the four State-owned commercial banks and the 11 joint-stock banks further dropped
by 4.44 percentage points from the end of last year to 1.66 triflion yuan (US$200 billion), or 13.32% of
their total lendings, at the end of June.

The four state-owned lenders held 1.52 frillion yuan (US$183 billion) of the total, or 15.59% of their
loan portfolios. The four banks are the Industrial and Commercial Bank of China, the Bank of China
{BOC), the China Construction Bank (CCB) and the Agricultural Bank of China.

However, the problem is again exposed recently.

Speaking at the 2004 Chinese Business Summit on September 12, Vice-Chairman of the CBRC Li
Wei said the non-performing loans rate of banks is facing a trend of rise. Thanks to write-off and
auction of the non-performing loans of the Bank of China and China Construction Bank, the non-
performing loans rate of all national commercial banks declined further to 13.3% by the end of June
2004. However, this positive momentum has ended, he said, adding that by early September, the
non-performing loans rate of China's banking industry has rebounded to 14.65%.

CBRC said the major reason for the fast decline of NPLs last year and in the first half of this year was
massive disposals at the BOC, the CCB and the Bank of Communications, one of the joint-stock
lenders that is undergoing a major restructuring.

The BOC and CCB, which were chosen at the end of last year by the Chinese Government for a pilot
joint-stock reform and received a combined US$45 billion recapitalization, sold nearly 280 billion yuan
(US$33.7 billion) in NPLs to a State-owned asset management company in June.

Despite the massive NPL disposals, the CBRC said its task of reducing both outstanding NPLs and
the NPL ratios at major banks this year has got more difficult as the "loans to some suspended or
canceled projects will create a new batch of bad loans.”

The government has ordered tight credit curbs and land controls this year on overheated sectors
such as steel, cement and aluminum, trying to slow down the rapid growth in fixed investment and
bank loans starting from the latter half of last year.

A big number of steel and cement plants as well as many other fixed asset projects like economic
development zones and shopping malls have reportedly been ordered to stop construction.

Analysts have expressed worries such administrative measures will not solve the problem, although
they have had some immediate effect on slowing down fixed investment and bank loans.

The increase in non-performing loans was a consequence of overheating investment since last year.
In 2003, total loans of China's banking system increased by 21%, and the growth rate was even
faster for many joint-stock commercial banks. Most of the new loans went to rapidly expanding
manufacturing, real estate and housing mortgage sectors.

hittp://www.atimes.com/atimes/printN.html
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The fast increase lasted until the first quarter of 2004, and the government began to intervene in the
second quarter to slow down the loan growth and limit excessive investment. Statistics show that the
loan growth fell from 24% in August 2003 to 14% in June 2004. This figure may also be misleading if
the big amounts of non-performing loans written off and auctioned by the Bank of China and China
Construction Bank were considered. After adjustment for this factor, the annual loan growth in June
2004 would approach 18%.

It is not difficult to see that large quantities of loans went o overheating industries in the past period.
To cool down the overheating industries, no new loans should be granted to the industries.
Accordingly, the projects using bank loans, say the typical Tieben case, a big steel project in east
China's Jiangsu province that has been stopped, may be halted. This single project caused non-
performing loans amounting to billions of yuan.

Aside from administrative intervention to cool down investment overheating, systematic problem is
probably a deeper rooted problem. For a long time, China's banks, particularly the Big Four State-
owned banks, are to some extent administrative organs, instead of being real commercial banks, for
which their operators are government officials in real sense, instead of being bankers, and their
position is in real sense secondary treasury or cashier of the government, instead of monetary
financial enterprises. If banks could not be independent from the administrative system and
administrative forces, it is impossible to improve corporate governance.

Central bank governor Zhou Xiaochuan used to say that the nature of the reform of state-owned
commercial banks is reform of state-owned enterprises. China's reform of state-owned enterprises
has undergone the two phases of severing from the government, and establishment of modern
enterprise system. In the same way, reform of the state-owned commercial banks will first have to
separate themselves from the government and put an end to administrative intervention.

China has adopted mainly two approaches to handle non-performing loans of banks: one is the
traditional approach of injecting capital and disposing of non-performing loans, and the other
approach is to create new derivative products, i.e. letting in strategic investors and selling non-
performing assets in packages. Nowadays, the second approach has made a substantial progress. At
the end of last year, Huarong put on auction 25 billion yuan worth of non-performing assets, attracting
such bidders as Citigroup, JP Morgan, Goldman Sachs, UBS Warburg, and Morgan Stanley. In
August this year, Cinda put on sale 15.7 billion yuan worth of non-performing assets, atiracting the
participation of Goldman Sachs, Merrill Lynch and Credit Suisse First Boston.

Anyway, the best way to avoid non-performing loans is to prevent them from the origin. With regard to
this, Chinese authorities seem to have pinned the hope on share holding transformation of banks. As
the supervisor to state-owned banks, CBRC has raised four gals and seven standards that serve as
the general requirements for the current reform of banks.

The seven standards cover very specific requirements on non-performing assets rate and non-
performing loans rate. Authoritative sources in the banking sector pointed out that share holding
reform of banks should be pushed forward gradually. It is believed that the non-performing loans rate
will be much lower in two or three years.

The guestion is whether or not the share holding transformation will work? Many aspects are involved
and it is difficult to answer this question, but there is one clear point, that is, it's not an easy thing to
reduce the non-performing loans by a great margin within a short period.

CBRC Chairman Liu Mingkang said recently that banking reform should not be isolated, and it
depends on the general environment whether or not it will succeed. Improvement of general
environment, however, is a gradual progress.

(Asia Pulse/XIC)
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WORLD TRADE

G/SCM/118
0 November 2005

ORGANIZATION

(05-5259)

Committec on Subsidies
and Countervailing Measures

CHAIRPERSON'S REPORT TO THE COUNCIL FOR TRADE IN GOODS
ON TRANSITIONAL REVIEW OF CHINA

I. The Committee on Subsidies and Countervailing Measures undertook the fourth transitional
review of China pursuant to Paragraph 18 of the Protocol on the Accession of the People's Republic of
China (WT/L./432) at its regular meeting on 27 October 2005.

2. Annex 1A to the Profocol requires China to submit information on the following to this
Committee: "Pricing Policies”: (a) "application of existing or any other price controls and the reason
for their use"; and (b) "pricing mechanisms of China's state trading enterprises for exported
products". China submitted a notification in this respect on 26 October 2005, which has been
circulated in document G/SCM/N/135,

3. Members had submitted questions in the context of the transitional review. These can be found
in documents G/SCM/Q2/CHN/12 (European Communities), G/SCM/Q2/CHN/13 (Japan),
G/SCM/Q2/CHN/14 (United States) and G/SCM/Q2/CHN/15 (Canada, Mexico and the United States).

4, The statements made at the meeting of 27 October 2005, at which the transitional review was
Item F of the agenda, are reflected in the minutes of the meeting, which will be circulated as
document G/SCM/M/54. The relevant paragraphs, which reflect the statements made and the
discussion at the meeting, are annexed.
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Excerpt from the minutes of the regular meeting of the Committee on Subsidies and Countervailing
Measures held on 27 October 2005, to be circulated as document G/SCM/M/54.

F. TRANSITION REVIEW UNDER PARAGRAPH 18 OF THE PROTOCOL OF
ACCESSION OF THE PEOPLE'S REPUBLIC OF CHINA TO THE WORLD TRADE
ORGANIZATION

1. The Chairperson recalled that Paragraph 18 of the Protocol of Accession of the People's
Republic of China to the World Trade Organization provided that all subsidiary bodies, including this
Committee, "which have a mandate covering China's commitments under the WTO Agreement or
[the] Protocol shall, within one year after accession, review, as appropriate to their mandate, the
implementation by China of the WTO Agreement and of the related provisions of {the] Protocol."
China was to provide relevant information in advance of the review, including information specified
in Annex lA to the Protocol. China could also raise issues relating to any reservations under
Section 17 or to any other specific commitments made by other Members in the Protocol, in
subsidiary bodies which have a relevant mandate. This Committee had to report the results of the
review promptly to the Council for Trade in Goods. Review was to take place after accession in each
year for eight years, with a final review in year 10 or at an earlier date decided by the General
Council.

2. The Chairperson noted that there were no procedures set out in the Protocol for the conduct of
the transition review, except that China was to provide relevant information in advance of the review,
In this regard, Annex 1A specified that China was requested to provide information on the following
to this Committee in accordance with Article 18.1 of its Accession Protocol: "Pricing Policies": (a)
"application of existing or any other price controls and the reason for their use"; and (b) "pricing
mechanisms of China's state trading enterprises for exported products”. China's notification, received
on 26 October 2005, had been circulated as document G/SCM/N/135. Written questions and
comments had been submitted in the context of this transitional review by the European Communities
(G/SCM/Q2/CHN/12), Japan (G/SCM/Q2/CHN/13), the United States (G/SCM/Q2/CHN/14) and
Canada, Mexico and the United States (G/SCM/Q2/CHN/15). Before proceeding to these questions,
the Chairperson opened the floor for any general comments,

3 The delegate of the United States said that the WTO was in the midst of its fourth annual
transitional review of China's efforts to implement the commitments that it made in its Protocol of
Accession to the WTO, In the United States' view, the transitional review remained an important and
useful mechanism serving both the interests of China and the interests of other WTO Members. The
transitional review mechanism provided Members with the opportunity to seek clarifications
regarding China's policies and practices. China, in turn, had the opportunity to clarify its policies and
practices with the goal to prevent misunderstandings that could lead to trade frictions. The
transitional review mechanism also allowed Members to convey to China their views, expectations
and concerns regarding China's efforts to comply with its WTO obligations. China then had the
opportunity to explain its views and to inform Members about how it had addressed their expectations
and concems. In other words, the transitional review mechanism was an important and useful
exercise in transparency, one of the fundamental principles underlying the WTO Agreement.

4, The purpose of the transitional review before this Committee was to review, on an annual
basis, China's progress on implementing its obligations under its Protocol of Accession and the SCM
Agreement. Unfortunately, as Members neared the end of China's fourth year as a Member of the
WTO, it remained nearly impossible to evaluate the extent to which China's subsidies regime was in
compliance with WTOQ disciplines. Despite assurances China had given before the Council for Trade
in Goods during the transitional review conducted in 2003 China had still not provided its long-
overdue subsidy notification as required by Article 25 of the SCM Agreement. In addition, more than
one year ago, the United States had submitted a request to China under Article 25.8 of the SCM
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Agreement seeking detailed information on a number of subsidy programmes that had come to its
attention (G/SCM/Q2/CHN/9). Article 25.9 stated that questions that a Member receives under
Article 25.8 shall be answered as quickly as possible and in a comprchensive manner. The
programmes subject to the questions posed by the United States under Article 25.8 supported a wide
range of industries in China including forest products, textiles, semi-conductors and agriculture.
China, however, still had not provided any responses to that request. The absence of a timely
response was troubling.

5. Even more troubling were the subsidy programmes that China appeared to maintain, as
demonstrated by the growing number of questions that the United States and other Members had
posed to China, both through the transitional review mechanism and under Article 25.8 of the SCM
Agreement. Members continued to see evidence of government support that China had committed to
climinate. Based on available information, it appeared that China continued to provide tax incentives
and preferential bank financing to producers of agricultural and industrial goods that were contingent
upon export or the use of domestic over imported goods, despite a clear commitment by China four
years ago to eliminate all prohibited subsidies upon its accession to the WTO. It also appeared quite
clear that China continued to provide subsidies to loss-making state-owned enterprises, despite
making statements to this Committee in 2002 that these subsidies had been eliminated in 2001 as
China had indicated it would do in Annex 5 to its Protocol of Accession. In past transitional reviews
before this Committee, China had dismissed as baseless the claims of the United States that these
subsides continued, arguing that multiple media reports and websites were unreliable. One new
source could now be added to the long and varied list of publicly available sources describing China's
continued subsidization of loss-making state-owned enterprises, the OECD's 2005 Economic Survey
of China. The United States again urged that China provide information on these subsidies.

6. The delegate of the United States stated that it also appeared quite clear that the Chinese
Government continued to provide massive subsidies to state-owned banks and the state-owned
enterprises to which they lent, despite China's contention that these banks and enterprises operated on
a commercial basis and were tesponsible for their own profits and losses. For example, China
claimed during last year's transitional review that the Government's $45 billion capital infusions into
the Bank of China and the China Construction Bank in 2003 constituted investrnents, not subsidies,
but this claim was exceedingly difficult to accept in light of those banks' financial performance in the
previous five years, which had been characterized by repeated capital injections by the Government
and bad-debt transfers to government-owned asset management companies. It seemed clear that the
Government was not seeking to invest in investment-worthy companies either in December 2003 or in
prior years. Rather, the Government was trying to keep the banks afloat and the loss-making state-
owned enterprises they supported, regardless of cost. An example of the type of lending that could
result from these large and repeated infusions had received widespread attention recently when a
state-owned oil and gas company had sought to acquire a foreign competitor. Two state-owned banks
had offered what appeared to be billions of dollars of preferential financing to facilitate the
acquisition. Even though the acquisition had not take place, the United States found it objectionable
that the terms and conditions under which the financing was apparently offered were inconsistent with
commercial considerations. It was difficult to reconcile the terms and conditions of this financing
with China's repeated claim that banks in China now extended loans on a purely commercial basis and
operated free from government influence and control. The United States was very concerned about
what these offers of non-commercial financing said about how credit was allocated in China.

7. The United States also understood that state-owned banks were extending subsidized
financing for large-scale investment projects in China which were designed to increase the
competitiveness of state-owned enterprises, particularly in the Northeast, in industries such as oil and
gas, petrochemicals, iron and steel and ship-building. In the United States' view, continued
intervention by the Chinese Government in this manner thwarted the development of institutionalized
market mechanisms in China. It also made little sense from an economic restructuring point of view
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for the Government to support continued production by firms of products that were the primary cause
of the region's problems. Resources should be flowing out of and away from large inefficient state-
owned enterprises in heavy industries to support the growth and development of small and medium-
sized enterprises and new industries. Unfortunately, the bank financing to state-owned enterprises in
the Northeast was doing exactly the opposite, frustrating a more efficient allocation of scarce
resources and sustaining obsolete state-owned enterprises that continued to drain resources from the
region and the rest of China's economy. While the United States did not take issue with China's goal
of revitalizing the Northeast region, it had grave concerns with the significant subsidization the
pursuit of those objectives entailed and with the potential adverse trade effects resulting directly or
indirectly from this subsidization.

8. The delegate of the United States considered that similar concerns applied as well to China's
recently released iron and steel industry development policy ("Steel Policy") and were highlighted in
the joint submission from Canada, Mexico and the United States for this transitional review
(G/SCM/Q2/CHN/15). This Steel Policy detailed a series of objectives and initiatives for managing
the development of China's state-owned steel enterprises. These objectives and initiatives included a
broad range of very specific directives which demonstrated the government's intention to intervene
directly and extensively in key sectors of the economy, such as steel. In particular, the Steel Policy
prescribed the number and size of steel producers in China, where they would be located, the types of
products that would and would not be produced and the technology that would be used. Subsidies
were an integral part of the Steel Policy. In particular, Article 16 of the Steel Policy specifically
provided for state support in the form of tax refunds, discounted interest rates, research and
development and other policy support from major iron and steel projects utilizing newly developed
domestic equipment. The United States agreed with the goal of an efficient rationalized steel industry
envisioned by China's new steel policy but was concerned about the implementation of this initiative
to the extent that it relied on import substitution measures, dictated industry outcomes, and involved
governments making decisions that should be made by the market place. The likely outcome of the
Steel Policy was more inefficiency and not less and greater distortions in world steel production and
trade. While the United States was aware that the steel policy might be intended in part to address
China's ballooning production capacity and China's recent emergence as a net steel exporter, it had
been the United States’ experience that subsidy-driven industrial policies rarely resulted in expeditious
or market restructuring. Rather, they created a significant market distortion and exacerbated trade
frictions.

9. With regard to the area of countervailing measures, the delegate of the United States
commended China for taking an important step in notifying its countervailing duty laws and
regulations. The United States had had an active and on-going exchange with China regarding these
laws and regulations and was encouraged by the transparency that such an exchange promoted. His
delegation looked forward to China's written responses to its most recent set of follow-up questions
(G/SCM/QL/CHN/57). The United States remained concerned that China's current countervailing
duty regulations lacked sufficient detail to make clear to interested parties what procedures the
administrative authority would follow and conduct in countervailing duty cases.

10. The delegate of the United States said that one final area addressed in his delegation's
submission for this transitional review involved price controls. In this regard, the United States had
asked a series of questions seeking clarification or updates regarding the pricing of coal, rice, steel,
copper scrap, fertilizer and water.

11, The delegate of the United States concluded by saying that the United States' chief concern at
the time of this year's transitional review emanated from China's continuing and seemingly growing
use of subsidies, including prohibited subsidies. When coupled with China's on-going failure to
submit a subsidy notification required of every WTO Member and answers to the questions posed by
the United States under Article 25.8, this raised serious questions about how committed China was to
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meeting its obligations under its Protocol of Accession and the SCM Agreement. The United States
appreciated the difficulties and sensitivities inherent in many of the steps that China had to take to
honour its WTO obligations. However, other Members faced similar challenges. He therefore urged
China to take immediate action to demeonstrate its commitment to the WTO subsidy disciplines. The
first step should be the submission of China's long-overdue subsidy notification and of answers to the
Article 25.8 questions which the United States had submitted in 2003,

12. The delegate of Japan stated that his delegation totally agreed with the view of the United
States on the importance of the transitional review mechanism in the WTO system. As reflected in
the written questions submitted by his delegation (G/SCM/Q2/CHN/12), Japan was interested in
getling answers with regard to two aspects of China's position in the subsidies area. The first aspect
was the notification of subsidies. While the subsidy notifications required by Article 25 of the SCM
Agreement were of great importance for the purpose of improving transparency, China had not yet
provided any further subsidy notification after its accession to the WTO. With reference to a
statement by China at last year's Committee meeting that it was internally collecting information for
its subsidy notification, he asked China to indicate the timing of its full subsidy notification. Second,
Japan was interested in China's VAT refund scheme for copper. The Japanese industry, especially the
smelting copper industry, had serious concerns on this VAT refund scheme. If, as China had stated,
the refund scheme was WTO-consistent, any detailed information or documents would be greatly
appreciated in order that Japan could explain the scheme to its industry and allay the industry's
concerns regarding this scheme. In light of statements made last year by China that it was reviewing
the refund scheme and considering its possible abolition, he asked whether there had been further
developments in this regard.

13. The delegate of Canada shared the views of the United States and Japan on the importance of
the transitional review mechanism, Canada also shared the concerns expressed by Japan, the
United States and the European Communities, in writing, regarding the failure of China to fulfil its
obligations by providing a new and full notification of its subsidies. Canada therefore encouraged
China to provide such a notification as soon as possible. Canada was participating in this transitional
review mechanism with a joint submission with Mexico and the United States regarding China's Steel
Policy announced last July (G/SCM/Q2/CHN/15). Given the importance of China's steel production,
this new policy could have repercussions on the world market, including Canada's industry and
markets. Canada's concerns were centred on the degree of intervention of the Chinese Government in
the direction and decision-making of its steel industry, and Canada questioned the compliance of such
intervention with the commitments undertaken by China in the Accession Working Party Report.
Canada was therefore looking forward to receiving clarifications from the Government of China on
the issues raised in the submission.

14. The delegate of the European Communities fully supported the statements made by the
United States, Japan and Canada and shared all the concerns they had expressed. He appealed to
China to strictly comply with its obligations resulting from the WTO membership, particularly in the
area of subsides, including the provision of the long-outstanding subsidy notification. He hoped that
at the present meeting China would provide meaningful replies to questions posed by the European
Communities and other Members. While he realized that China, according to the agreed procedures,
had no obligation to supply written replies, it would already be very helpful to have a room document
with the properly prepared answers.

15. The delegate of Mexico stated that like the previous delegations, Mexico was concerned
about the Steel Policy of China and was also expecting the notifications on subsidies which China
should have presented. His delegation looked forward to receiving answers from China to the
questions asked jointly by Canada, Mexico and the United States on China's Steel Policy.
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16. The delegate of China stated that while he had taken note of the comments and concerns
raised by Members with regard to the issue of China's subsidy notification, in previous years his
delegation had repeatedly stressed the enormous difficulties facing China in the information-gathering
process for the preparation of such a notification. China was firmly committed to the principle of
transparency in this regard. The serious practical problems and difficulties raised by the preparation
of the subsidy notification had been recorded during the accession negotiations in the Working Party
Report and had also been recognized by many Members in this Committee. During the last three
years, China had been educating and training officials in relevant government agencies and
maobilizing them to review through hundreds of pieces of regulations, department rules and policies to
examine whether they were relevant to the SCM Agreement. This process had so far concentrated on
the central government level. Questions raised by Members on some specific policies and measures,
including the questions raised by the United States under Article 25.8 of the SCM Agreement, were
all taken into account in this internal information-gathering process. There had been intense
discussion on all the technical details of the information gathered to determine whether particular
measures fell within the scope of the notification obligation, in view of the fact that the SCM
Agreement required only notification of subsidy programmes which were specific, as defined by the
Agreement. As a result of these efforts of the last years, China was now in the process of finalizing a
draft of its subsidy notification, which at this stage was still in Chinese. China would submit this
notification without prejudice to its position as to whether the policies and programmes to be notified
were subsidies or whether they were specific, as defined in the SCM Agreement. Subject to inter-
agency procedures and translation, which was extremely important and required absolute accuracy to
reflect exactly what the policies were and to avoid misunderstanding, China was prepared to submit
the full subsidy notification to the Committee before the end of this year. With this notification China
would like to clarify as much as possible its policy in this regard and reiterate its strong commitment
to the fundamental WTO principle of transparency to which China had always adhered since its
accession.

17. The delegate of China stated that on some of the questions raised by Members in their written
questions, for example with respect to developments in the financial sector, China had strong
reservations as to whether they fell within the mandate of this Committee or whether they were
subsidies or specific. However, in a spirit of co-operation and professionalism, China had in the past
few years provided information with regard to the reform process of China's banking and financial
sector and would continue to do so at the present meeting. The delegate of China also pointed to the
fact that some Members had repeatedly raised the same questions, which had disturbed China's
internal efforts to gather the information necessary for the submission of a subsidy notification. On
some of these questions, Members would find relevant information in the minutes of previous
Committee meetings. Some of the questions posed by Members had only arrived at China's
Permanent Mission very shortly in advance of the meeting, which had caused great difficulties for
China in preparing comprehensive and detailed answers. Nevertheless, in a spirit of co-operation and
transparency, China had made every effort to coordinate the relevant competent authorities to address
these questions.

18. The delegate of China then proceed to answer specific questions submitted by the delegations
of Canada, the European Communities, Japan, Mexico and the United States.

Countervailing duty legislation

19. Regarding China's laws and regulations on countervailing measures, the delegate of China
noted that the Foreign Trade Law, revised on 6 April 2004, which had been referred to by a Member
as not being notified, had been notified to the Committee on 22 November 2004 (document
G/SCM/N/1/CHN/1/Suppl.4). While there were no "Anti-Subsidy Regulations" in China, it was
possible that the Member had used this term to refer to the regulations of the People's Republic of
China on countervailing measures, which had been revised on 31 March 2004 and which China had
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notified on 18 October 2004 (document G/SCM/N/1/CHN/1/Suppl.3). In addition to the above laws
and regulations, China's existing laws and regulations on countervailing measures included: (1)
provisional rules for initiation of  countervailing investigations, (document
G/SCM/N/1/CHN/1/Suppl.1), which had come into force on 13 March 2002; (2) provisional rules on
questionnaires in countervailing investigations (document G/SCM/N/1/CHN/Suppl.1), which had
come into force on 15 April 2002; (3) provisional rules for the conduct of public hearings in
countervailing duty investigations (document G/SCM/N/1/CHN/1/Suppl.1), which had come into
force on 13 March 2002; (4) provisional rules for on -the-spot verifications in countervailing
investigations (document G/SCM/N/1/CHN/1/Suppl.1), which had come into force on 15 April 2002;
and (5) rules on investigations and determinations of industry injury for countervailing measures
(document G/SCM/N/1/CHN/1/Suppl.2), which had entered into force on 15 January 2003. As the
newly promulgated regulation was still under translation, China would notify it to the Committee once
the translation was finished.

VAT refund scheme for imports of copper raw materials

20. The delegate of China stated that China had provided detailed information on the VAT rebate
scheme for copper raw materials in last year's transitional review mechanism of this Committee,
Considering the crucial importance of copper on national econony and national security, the purpose
of this VAT refund scheme was to improve the technology and management of the copper refinery
industry. China's imports of copper raw material only accounted for a small proportion of the world's
total trade in copper and would not distort the international market. At present, the policy was under
review.

Preferential tax treatment of foreign-owned enterprises

21. With regard to the preferential tax treatment of foreign invested enterprises, the delegate of
China considered that such preferential treatment of foreign investment was a common practice
internationally and was not specific in nature, as defined in the SCM Agreement. Detailed
-information on the preferential tax treatment of foreign investment was already contained in Annex 5
of China's Accession Protocol. To remain consistent with the existing notification, and to clarify
further China's policies, China would include this detailed information on preferential tax treatment
for foreign investments in its forthcoming subsidy notification. Some of the specific provisions in the
existing legislation were also being examined in the context of China's tax reform, which was
currently under preparation. A major step to be taken in this reform was to unify the income tax
system for domestic enterprises and enterprises with foreign investment, following the principles of
fair competition and national treatment. In that process, consistency of China's tax policies with the
SCM Agreement would also be stressed and observed.

Measures applied by local governments

22. The delegate of China stated that there were great difficulties in collecting relevant
information on policies applied at various levels of local government in China. However, the
available information indicated that the supportive policies of China's local governments referred to
by a Member were of two types. First, in order to promote and harmonize the economic development
of under-developed areas and raise their agricultural productivity, tocal governments formulated
policies to enhance the reconstruction of the agricultural infrastructure, to subsidize the introduction
of new species, to promote new technology and technical training, to purify and upgrade the local
superior species and to establish service systems, such as the prevention and cure for plant diseases
and insect pests, the information supply system, the quality standard and testing systems, etc. Second,
some policies of local governments might be supporting the small and medium enterprises (SMEs), to
explore international markets, such as supporting SMEs to attend overseas exhibitions, to acquire
certifications from various quality or environmental management systems, to advertise and market
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overseas, to organize training and seminars as well as to bid for overseas projects. Such measures to
support SMEs were widely adopted by many Members. The delegate of China pointed out that the
reimbursement of export credit insurance fees referred to by a Member in its questions was not
contingent on export performance.

Northeast revitalization policies

23. The delegate of China stated that the policy of revitalization of the former industrial regions
in Northeast China had been adopted in 2003, and mainly included the following practices: first, to
start pilot projects on the perfection of urban and township social security systems in the Northeast
area. Second, to expedite the bankruptcy process of the state-owned enterprises. Third, to reform
investment systems in the Northeast to simplify and transfer to the lower levels, the process for the
review and approval of investment projects. These policies were not so-called industrial policies,
which might favour certain industries, but formed part of a general policy meant to deepen the reform
of the investment system and to establish the urban and township social security systems and thus
speed up China's transformation to a market economy. With regard to the two examples of the
revitalization programme raised by a Member, the delegate of China stated that the policy on the
strategic restructuring and technical transformation of key enterprises in areas such as oil,
petrochemical and iron in Northeast China, carried out by the Commission of State-Owned Assets
Administration, was just a guideline focussing on the reform and reconstruction of the central
enterprises and was not mandatory. The enterprises were free to take their own decisions on their
operations. Regarding the example mentioned by a Member of the provision by branch of the Export-
Import Bank of RMB 5 billion of export credits to companies in Northeast China, the delegate of
China stated that the applicable interest rates were in conformity with the OECD Arrangement on
Officially Supported Export Credits and that these export loans were not only granted to the
enterprises in the Northeast but were granted to enterprises all over the country under the same
conditions.

Financial sector reform

24. The delegate of China stated that although her delegation did not consider that this Committee
was the right venue to discuss China's ongoing financial sector reform, she would provide information
in the interest of transparency. China currently was engaged in a fundamental reform of its financial
system, including simultaneously: (1) the continuation of the reform of the stock-holding system of
the commercial banks, such as the Bank of China, the Construction Bank of China, the Industrial and
Commercial Bank of China (ICBC) and the Bank of Communication; (2) encouraging the commercial
banks to attract strategic investment; (3) reform of the rural credit agencies; (4) strengthening of
administration with regard to the provision of social credit; (5) improvement of the payment and
settlement system; and (6) combating money laundering. All these policies would create a solid
commercial environment for the commercial banks in China.

25. The reform of the stock-holding system of the commercial banks mainly involved two
aspects, financial restructuring and the improvement of corporate governance. Financial restructuring
included resolution of the problem of non-performing loans and the introduction of certain paid-in
capital. Thus, as an example, she explained that the People's Bank of China had acquired ICBC's
doubtful loans and transferred them to the financial assets management companies by inviting public
bidding. According to the regulations on the financial assets management companies, these
companies were not banks, but state-owned financial institutions to acquire, manage, and dispose of
the non-performing loans of the state-owned banks. The bidding prices offered by the financial assets
management companies were reasonable and close to the real price of the non-performing loans. On
the other hand, in April 2005 Huijin Investment Company had invested $15 billion into ICBC.
China's financial supervisory organs strictly supervised and examined ICBC in order to secure this
paid-in capital and its reasonable re-pay.
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26. The delegate of China stated that while the financial restructuring was under way, the state-
owned commercial banks were improving their corporate governance mainly by two means. First,
establishing a separate and healthy operation and function of the shareholders meeting, board of
directors and board of the supervisors and enhancing the effective monitoring and coordinated
development of the three boards. Second, diversifying the shareholding structure. For example, the
Construction Bank of China had introduced Bank of America and Asia Financial Shareholding
Company as its strategic investors. These commercial banks were also seeking to become listed. As
the state-owned commercial banks were now transformed into shareholding commercial banks by
means of the reform of their stockholding systems, they had become the real market players which
were profit-oriented with the maximization of the shareholders' interest as the goal of their operation.
Therefore, the reformed state-owned commercial banks would 1ssue loans in a market-oriented
manner consistently with the principle of cost efficiency. Meanwhile, China was also making efforts
to develop the capital market, which would result in the decline of the proportion accounted for by
banks in the financing of enterprises. The Government was also experiencing a change of role in the
administration of the banking sector during the process of the reform of these state-owned commercial
banks stockholding system. The Government did not intervene in the operation and business
decisions of the reformed banks, but focused on the macro aspects, such as the establishment of the
financial market and the supervision system, financial stability and the prevention and handling of
financial crises.

State-owned enterprises

27. The delegate of China stated that the subsidies provided to certain state-owned enterprises
which were running at a loss, as listed in Annex 5(b) of China's Accession Protocol, had been phased
out in 2001. The subsidy programme had not been included in the Government's budget since 2001.
The Chinese Government had never made the statement referred to in the news report cited by a
Member. The attempted acquisition by a Chinese state-owned enterprise referred to by a Member
involved a business decision based on commercial considerations made by the enterprises and the
banks. In China, state-owned commercial banks and state-owned enterprises operated as independent
market players, bearing full responsibilities of their own interests and losses. They were eligible and
able to negotiate and sign the financing contract according to their own risk evaluation. In this
respect, she stated that the allegation that a loan to a state-owned enterprise in the energy sector
referred to by a Member was inconsistent with commercial considerations was not verified. To grant
a loan not based on commercial considerations was not consistent with China's requirements in the
reform of state-owned commercial banks and other state-owned enterprises. China was very
disappointed to see that this acquisition attempt of the Chinese company based on commercial
considerations had not, in return, been treated by the other party in accordance with commercial
considerations.

Price controls

28. The delegate of China stated that the Law of the People's Republic of China on Pricing did
not contain a termination date or expiration date of China's pricing administration policy and that
during the past year China had not issued new laws, regulations or other measures to eliminate or
reduce the price controls listed in Annex 4 to its Protocol of Accession. Among the products subject
to the state guidance pricing list in Annex 4, the prices of grains, cotton and vegetable oil referred to
the base price of the bidding and auction through which the govemment sold its reserves of these
products. Regarding the products covered by Annex 4, changes had occurred in 2001 in that except
for oil used by the army, the prices of lamp-kerosene, naphtha, and fuel oil in China were not subject
to state guidance pricing anymore, and were now determined by the market. Therefore, these
products should be deleted from Annex 4.



G/SCM/118
Page 10

29. The delegate of China then provided information on particular goods and services subject to
state guidance pricing. Processed oil was a scarce resource of crucial importance to the national
economy and people's lives. With regard to fertilizer, she said that at present, the fertilizer
distribution system in China was based on the market mechanism under the administration of the
government. China was presently establishing a pricing system on silkworm cocoons which was
mainly market-oriented under the government administration. China's transportation service charges
had not changed. With regard to charges for professional services and charges for commission agents'
services, she stated that because China's professional services market was still in the initial stage of its
development, the degree of marketization was rather low. This explained why the Government had to
establish criteria and determine the scope of fluctuation of the services charges, while the exact charge
of each service provided by the service provider was determined by the two parties themselves.
Regarding charges for settlement, clearing and transmission services of banks, she said that the
service situation in China had now further improved, as foreign banks had gradually entered into the
Chinese market. At present, with the exception of RMB basic settlement services, which were closely
related to the general public, most of the charges of the bank services were open to be decided by the
market. With respect selling prices and renting fees of residential apartments, she stated that prices of
low-price residential apartments meant for the low income residents were still subject to state
guidance pricing, whereas prices of other commercial residential apartments were decided by the
market.

30. The delegate of China stated that China had not adopted any new price control measures
during the past year on products and services not included in Annex 4, including steel and steel-based
scrap, copper and copper-based scrap.

31. In accordance with China's existing pricing laws and policies, the price of coal was now
determined in the market through negotiations between the suppliers and demanders. China's long-
term development plan with respect to coal, electricity power and natural gas was reflected in
documents that provided overall guidance rather than mandatory instructions. The State Development
and Investment Corporation was engaged in many industries, including the energy sector. Its
operations were completely based on market considerations and in this respect this company was not
different from other enterprises.

32. Regarding the new pricing policy for electricity, the delegate of China stated that by the end
of last year the National Development and Reform Committee had adopted a policy which provided
for the price of electricity to be adjusted in light of the price of coal. According to this new policy,
the price of electricity per kilowatt had been raised by 2.5 cents RMB in April 2005.

33, The delegate of China stated that the purpose of the reform of China's pricing policy on tap
water was to address the problems of the lack of water resources in China, to save water, to enhance
the efficiency of water usage and to improve the sustainable development of the water resources. In
recent years, the reform on pricing policies of the tap water had produced a significant effect. From
2002 to 2004, the per capita senior residents usage of water had declined by approximately 10 per
cent. The major policy measures envisaged as part of the further reform of the pricing policy of tap
water, were to enlarge the scope of collecting the water fees and to raise the price standard to a
reasonable level; to gradually raise the tap water price for water construction projects; to reasonably
adjust the water price to the urban citizens; to try and take the disposal fee as the priority in reform; to
reasonably decide the price of the re-used water; and sixth, to reform the calculation of the price of
water.

34, The delegate of China said that since 2004 the price of grains, including rice, had been
hiberalized. The fertilizer and grains protection fee was consistent with China's commitment in its
WTO Accession Protocol. In recent years, the acquiring price of grain in China had been decided
mainly by the markets. The Government established the lowest acquiring price to protect the income
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of the farmers only when the decline in the grain market had been too significant. However, since
2004, the market price of grain had been higher than the acquiring price set by the Government and
the lowest acquiring price had therefore not been used.

3s. With respect to fertilizer, China had adopted policies aiming to further develop the
productivity of fertilizer production in China, to enhance the distribution of fertilizer and to enhance
the reserves of fertilizer. In order to stabilize the grain market China had adopted measures to adopt
the lowest acquiring price on the grain, to encourage different kinds of enterprises to enter the market
and acquire the grain, and to enhance the market evaluation of the price on grain. These policies
applied to the following products: grain, wheat and comn.

Stee] policy

36. Regarding China's recently announced Steel Policy, the delegate of China stated that in light
of the changed situation and market requirements of China's steel and ore industry, China had issued a
steel and ore industry development policy in July 2005. The Steel Policy mainly aimed at
strengthening the whole industry through encouraging advanced techniques, structure adjustments,
better distribution, system reform and changes of growing method. The policy provided for overall
guidelines and did not involve compulsory regulations for individual enterprises. It provided that the
Chinese Government would encourage strategic convergence of the steel and ore industry with
methods such as merging and acquisition, restructuring and mutual holdings. Market rules played a
major role during the merger and acquisition practice, so that each party could benefit from these
processes. Banks and firms operated on their own following the market mechanism. Because of the
nature of the Steel Policy as an overall guideline, the Chinese Government never demanded any
specific bank service providing for firms during the merger and acquisition process. Regarding the
question raised on the provisions contained in Articles 16 and 18 of the Steel Policy, the delegate of
China stated that her delegation had already provided information in the transition review which had
taken place in the Import Licensing Committee. She stressed that since the guidelines had been
formulated, the Chinese Government had not provided any government support in any form for the
use of domestic equipment.

37. The Chairperson welcomed the announcement by China that it would shortly submit a
subsidy notification.

38. The delegate of the European Communities stated that the need to repeat certain questions
was due to the lack of sufficiently detailed answers from China. In this respect, he reiterated his
delegation's interest in knowing the exact legal provisions pursuant to which the VAT refund was
applied and in detailed information on how the system worked. Regarding the issue of preferential
tax treatment of foreign-owned enterprises, he pointed out that Article 75(7) of the Rules for the
Implementation of Income Tax of the People's Republic of China clearly provided that companies that
exported more than 70 per cent of their production would receive the benefit of 50 per cent reduction
of the company tax. He again asked China to indicate whether this provision still existed, whether or
not it had been eliminated, and how it was compatible with the obligations of the SCM Agreement.
The European Communities considered this to be a prohibited subsidy, which was specific by its very
nature, even if available to all companies. His delegation was looking forward to China's subsidy
notification. If this preferential tax programme was mentioned in that notification, this would enable
his delegation to ask written questions and receive written answers.

39, With respect to the question of whether banking issues were within the competency of this
Committee, the delegate of the United States said that as a general matter it was widely recognized
that state-owned banks were, in essence, acting as the government when they were providing loans
and that, to the extent that those loans were preferential or below market rates, that constituted a
subsidy. He drew attention to certain paragraphs in the Working Party Report on China’s accession.
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Paragraph 172 stated that "when state-owned enterprises, including banks, provide financial
contribution they are doing so as govemnment actors within the scope of Article 1.1{a)".
Paragraph 173 stated that "Members of the Working Party have identified state support through the
banking system, notably government-owned banks in the form of policy loans, the automatic roll-over
of unpaid principle and interest, for given and non-performing loans and the selective use of below-
market interest rates”. The Report also stated that China was attempting to make government-owned
banks operate on a commercial basis. Thus the issues that were discussed in the Working Party were
the very same issues which Members continued to discuss in this Committee in the context of this
transitional review mechanism.

40. The delegate of the United States echoed the views of the European Communities regarding
the issue of tax benefits contingent upon exports. It was somewhat disturbing to hear China's
response that tax benefits that were provided only to exporters were widely available, and therefore
were not specific, when in fact, according to the SCM Agreement, benefits that were contingent upon
export performance were deemed specific. These tax benefits that were contingent upon export were
prohibited subsidies and the United States looked to their termination in the near future.

41. With respect to the statement of the delegate of China that the Government no longer
intervened in bank operations and was only concerned about the macro environment and about macro
policy design, he recalled that when the Committee discussed the Northeast revitalization programme
in 2003 and when the point was made that many of the bad debts of the state-owned enterprises in that
region were being forgiven, the Chinese delegate had responded by saying that the settlement of those
bad debts was a matter between the banks and the state-owned enterprises and that the Government
was not involved. The Chinese delegate had basically stated that the banks recognized that the loans
would not be repaid and were negotiating with the state-owned enterprises for any kind of cash
repayment or any non-cash payment that the banks could extract from them. In light of that response,
he wondered why those banks would continue to lend to the various state-owned enterprises that they
had just had problems with in terms of these bad debts. In the absence of government intervention, it
was hard to explain why a commercial bank would negotiate or settle bad debts with state-owned
enterprises and then proceed to lend new money to them.

42, The delegate of Japan agreed with the European Communities that China's response with
regard to the VAT refund scheme for copper raw materials was not satisfactory because of its lack of
detail. Japan expected China to provide detailed documentation on this scheme. He hoped that in its
forthcoming subsidy notification China would as soon as possible provide all the information
presented at this meeting in accordance with the agreed standard format.

43, The delegate of Canada stated that the task of delegates and interpreters would be simplified
if China could make it answers available in writing. His delegation looked forward to China's subsidy
notification.

44, The delegate of Mexico reserved the right to have responses from China in writing and to
raise further questions, especially in respect of the Steel Policy.

45, The delegate of China stated that he did not have much to add to the lengthy responses
provided by his delegation. Thus for example, with regard to the follow-up question of the European
Communities on specific provisions of China's existing legislation, his delegation had already
indicated in its earlier intervention that these provisions were currently being examined in the context
of China's tax reform and that China's forthcoming subsidy notification would contain information on
China's preferential tax treatment of foreign investment. His delegation had taken note of the issues
raised in the follow-up questions and comments of various delegations and would take them into
consideration in preparing China's subsidy notification.



G/SCM/118
Page 13

46. The delegate of the United States rephrased his earlier question with respect to benefits that
are contingent upon export. It was the understanding of the United States that there were several
Chinese tax programmes that were contingent upon exportation and which his delegation therefore
considered to be prohibited subsidies. He asked China if it would accept the interpretation that
benefits received that were contingent upon exportation were specific and were export subsidies. The
delegate of the United States also reiterated his question on the issue of whether or not there continued
to be government involvement in the decisions of state-owned commercial banks. He recalled in this
respect that during the transitional review conducted in 2003 when the United States had raised
questions about debt forgiveness that was benefiting large state-owned enterprises in the North-east
region, the delegate of China had responded that the debt forgiveness being granted to the state-owned
enterprises was part of a private settlement negotiated between the banks and those enterprises. If one
took that as given, it was very hard to explain why the same banks would continue to lend to the same
enterprises to finance projects involving the upgrading the technology of those enterprises. Thus the
question was how those banks could continue to loan to the state-owned enterprises in the North east
region if in fact the Government did not intervene in the banks' decisions and operations.

47. The delegate of the European Communities stated that he concluded from the statement of the
delegate of China that the specific provision which he had mentioned regarding preferential tax
treatment of foreign investment was still in force.

48. The delegate of China said that he was not in a position at this stage to respond to the specific
question raised by the United States because of language difficulties he had not been able to catch
details of the question and that he would refer this question to his authorities.

49, The Committee took note of the statements made.

50. The Chajrperson noted that the Protocol of China's accession to the WTO did not contain
guidelines regarding the report to be provided by the Committee on the transitional review.
Following the review conducted at the meeting in November 2004, her predecessor, acting on his own
responsibility, had prepared a brief factual report with references to the documents concerned and
attaching the portion of the minutes of the meeting which related to the transitional review. She
proposed that the Committee follow the same procedure again this year.

51 The delegate of China said that his delegation did not consider it necessary to attach the
relevant portion of the minutes of this meeting to the report but that it was not opposed to following
the previous practice of the Committee.

52. The delegate of the United States, the European Communities and Japan stated that the
relevant portion of the minutes of this meeting relating to the transitional review should continue to be
attached to the report submitted to the Council for Trade in Goods.

53. ‘The Committee agreed to proceed as proposed by the Chairperson.
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SNEWS

China to Act on Pollution, Warming Gases

To Clean Air, Aid Climate, China Looks to End Polluters' Tax Breaks, Other Perks
By ALEXA OLESEN

The Associated Press

BEILJING

Premier Wen Jiabao pledged Friday to help clean China's air and water and combat global warming by
phasing out tax breaks and discounts on land and electricity for highly polluting industries.

"More work on energy conservation and emissions reduction is urgently required to deal with global
climate change," Wen said. "Our country is a major coal producer and consumer, and reducing polluting
emissions is a responsibility we should bear."

China's coal habit has made it a major contributor to greenhouse gases, mainly carbon dioxide, which
scientists say contribute to global warming.

China accounted for 15 percent of the world's greenhouse gases in 2000, second only to the United
States' 21 percent, but the fast-growing Chinese economy is expected to surpass the U.S. in emissions in
the next couple of years.

China's 3-decade-old boom has left waterways and coastlines polluted by industrial and farm chemicals
and domestic sewage. Towns are littered with garbage and construction waste, and its cities are
enveloped in smog.

"We must clearly recognize that the situation the nation faces regarding energy conservation and
emissions reduction 1s still quite grim," Wen said at a meeting of other top government leaders, in a
speech posted on the government Web site.

He noted that China has failed to meet earlier goals to reduce emissions and conserve energy.

It committed itself to cutting 20 percent of its energy use for every unit of gross domestic product by
2010, but last year it failed to meet the first phase a 4 percent reduction. Instead, energy use fell by only
1.2 percent. Sulfur dioxide and other polluting emissions, meanwhile, are supposed to fall by 10 percent
by 2010, but last year they rose slightly.

In his speech, Wen took aim at local governments that routinely offer free or cut-rate real estate and
utilities to developers looking to set up job-creating businesses, such as steel mills or chemical plants.
The premier said the government would "clean up and rectify preferential policies that give land and
electricity discounts or tax breaks to energy-intensive or highly polluting industries."

He didn't lay out further details of the plan or say when it would be implemented.

http://abenews.go.com/print?id=3090119 11/20/2007
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Despite such central government mandates, Beijing often has difficulty ensuring that conservation
initiatives are enforced at the local level, where many officials reap the rewards of China's rapid
industrialization at the expense of the environment.

"The question is how are they actually going to implement it?" asked Elizabeth Economy, an Asia
specialist at the Council on Foreign Relations in New York. "What exactly will they put in place to
make it more difficult for local bank officials to approve those local steel plants, small coal mines and
concrete factories?"

Wen also said China should work harder to create a system whereby polluters pay for environmental
damage they cause, and enterprises investing in clean energy are rewarded. He also called for continued
price reforms on natural gas, heating fuel and water to encourage energy conservation, without giving a
timeframe for price increases.

China is a signatory to the Kyoto Protocol on reducing greenhouse gases, but as a developing nation it is
exempt from its mandatory cutbacks.

Consultant Peter Fusaro, of New York's Global Change Associates, said China's clean-up campaign is
motivated by the spotlight of the 2008 Olympics, to be held in Beijing, a growing grass-roots

‘environmental movement in China and increasing media attention on China's pollution problem.

"It's not great to be the biggest polluter in two years," Fusaro said. "That's not going to help them attract
business."

AP correspondents Charles J. Hanley and Sarah DiLorenzo in New York contributed to this report.
On the Net:
Chinese Central Government Official Web Portal: http://www.gov.cn/

Copyright 2007 The Associated Press. All rights reserved. This material may not be published,
broadcast, rewritten, or redistributed,

Copyright © 2007 ABC News Internet Ventures

http://abcnews.go.com/print?id=3090119 11/20/2007
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Emerging Real Estate Markets
in Urban China

Tung-Pi Chent

1. INTRODUCTION

The law governing the ownership of land in China has recently begun
another fundamental transformation in urban areas. Where only forty years
ago feudalism prevailed, and where a decade ago all land was communally
owned, the land reforms now under way are part of the general transforma-
tion of the centraily planned economy into « “socialist commodity economy,”
relying increasingly on market mechanisms for the efficient allocation of re-
sources. In 1987, the Thirteenth National Congress of the Communist Party
of China (CPC) called for the establishment of a socialist market system that
would include markets for such essential factors of production as funds, la-
bor, and real estate.! Indeed, the foundation of a real estate market has be-
gun to develop in urban China, with the introduction of payment for the use
of land and the legitimation of trade in land use rights. These reforms, how-
ever, are far from complete, and commodity interests in land are still rela-
tively rare in the country as a whole. The reforms are most advanced in the
Special Economic Zones (SEZs) and coastal cities where foreign investment is
concentrated.? Nevertheless, trends clearly point toward their expansion
throughout the country.’

t+ Professor of Law, Queen's University, Kingston, Canada. LL.B. National Taiwan
Univ., 1959; M.C.L. Columbia, 1963, LL.M. Yale, 1965; J.5.D. Yale, 1968, The author wishes
to acknowledge and thank the Social Sciences and Humanities Research Council of Canada for
financia} assistance, and his assistant, Casper Sinnege,

1. The report adopted by the Communist Party National Congress declared: ""The Social-
st market system should include not only a commodity market for consumer goods and for
means of production but also markets for other essential factors of production such as funds,
labour, technology, information and real estate.” Zhao Ziyang, Advance Along the Road of So-
cialism With Chinese Chargcteristics, BEIING REV., Nov. 9-15, 1987, at 23, 35.

2. See Ge Di Tudi Shi Yong Quan You Chang Chu Rang, Zhuan Rang Li Fa Qing
Kuang [A Survey of Legislation on the Compensated Transfer and Assignment of Land Use
Rights] (July 1989) (unpublished paper prepared by the PRC State Land Administration Bu-
reau) [hereinafier Legislation Survey] (on file at the offices of the nternational Tax & Business
Lawyer).

3. Omne third of urban areas arc experimenting with the reforms. Wang Jiafu & Huang
Minchuan, On the Legal System of Compensatory Transfer of Land Use Rights, FAXUE YANIIU
[Legal Research], 1988, No. 3, at 54, 56.

78
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This paper will review the practical implications of urban land reforms,
especially in the SEZs and coastal cities, and clarify Chinese land administra-
tion systems for prospective foreign investors. As the new urban land regime
comes to increasingly resemble Western systems of regulated private property
rights, the Chinese government, which remains officially committed to Marx-
ist principles, must elaborate the ideological justification of its policies. The
paper will conclude by examining the emerging market-oriented nature of the
new land system and its implications.

A,  Historical Review

Every dynasty and regime that has ruled China has emphasized the im-
portance of land as the key to a strong and prosperous state,* The current
communist regime is no exception. Current reforms in urban areas are based
on reforms first introduced in the countryside. Before the establishment of
the People’s Republic of China (PRC) in 1949, virtually all rural land was
concentrated in the hands of feudal landlords and rich farmers. Most peas-
ants were mere tenant farmers and had no land of their own. Thus, it was by
advocating a “land to the tiller” policy that the communist party gained pop-
ular support and came to power.” As in the Russian Revolution,® the Chi-
nese Agrarian [Land] Reform Law [hereinafter Land Reform Law]’ was
among the first pieces of legislation enacted by the new regime.® Article 1 of
this law declared: “The land ownership system of exploitation by the land-
lord class shall be abolished and the system of peasant land ownership shall
be introduced in order to set free the rural productive forces, develop agricul-
tural production and thus pave the way for New China’s industrialization.”®
Specifically, article 30 provided for the recognition of the land then in the
hands of peasants and farmers as their private property: “After agrarian re-
form is completed, the People’s Government shall issue title deeds and shatl
recognize the right of all land owners to manage, buy, sell or rent out land

4. For an historical review of Chinese land systems before the Communist reforms, see
SuN J1AN QING, ZHONGGUO Lipal Tupt ZHIDU DE YAnnu [A Historical Study of China's
Land Systems] (2d ed. 1982); WANG WENJIA, ZHONGGUO Tupi Zsipu SHI [The History of
Chinese Land Systems] (2d rev'd ed. 1981).

5, They had promulgated a series of laws implementing this policy in the areas they occu-
pied before 1949. See, Chen Shoushan, The Land Law System, ZHONGGUO Tup! {China Land},
1985, No. 4, at 14, 15.

6. Butler, Land Reform in the Chinese Soviet Republic, in THE LEGAL SYSTEM OF THE
CHINESE SoviET REPUBLIC 1931-1934 77 (W. Butler ed. 1983).

7. The Agrarian [Land] Reform Law (promulgated June 30, 1950), reprinted in A. BLAU-
STEIN, FUNDAMENTAL LEGAL DOCUMENTS OF COMMUNIST CHINA 276 (1962) [hereinafter
Land Reform Law).

8. The earliest Chinese land reform legislation however, dated back to December 1928
when the revolutionary regime of the Chinese Soviet Republic adopted a Land Law at Jinggang-
san. See Butler, supra note 6, at 90.

9. Land Reform Law, supra note 7, art. 1.
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freely.”'® The peasants’ right to own land was subsequently guaranteed in
the 1954 Constitution.'!

The early PRC legislation had abandoned the socialization of land, the
cornerstone of Bolshevik land policy, in favor of peasant ownership. How-
ever, since private ownership of land was inconsistent with the fundamental
Marxist creed of public ownership, the Chinese communists soon began or-
ganizing collective farms.'> Through the co-operative movement, private
ownership of rural land was, with the exception of very small private plots
around the peasants' houses, completely transformed into collective
ownership.!?

Mao Zedong's Great Leap Forward of 1957 continued the process of
collectivizing land. As part of the overall plan to consolidate communism,
the agricultural co-operatives were amalgamated into the much larger Peo-
ple’s Communes.'* Private property was largely eliminated as houses, do-
mestic animals and “tools for private economic activities” were turned over
to the communes.!® Private ownership of land was completely eliminated,
includiélg the smali private plots previously permitted during the co-operative
stage.!

While rural land was being collectivized, land in urban areas was
brought under state ownership.!” This transformation in land ownership was
achieved in two ways. One was the confiscation of land left behind by the
previous Kuomintang government. 8 The other was through the policy of
socialist transformation begun in 1953.'" Under the latter method, private
enterprises controlling much of the remaining urban land were first forced
into joint state-private enterprises. The central government completed na-
tionalizing these joint enterprises by the end of 1956.2° These two processes
simultaneously completed the consolidation of urban land in the hands of the
state.

Thus, unlike the Soviet Union where the state has claimed exclusive title
to all land and allocates its perpetual use to various users,”! in China, as in

10. Land Reform Law, supra nate 7, art. 30. It has been estimated that forty to fifty per-
cent of China’s arable land was redistributed in this way to the benefit of sixty to seventy percent
of the rural populstion. A. DONNITHORNE, CHINA'S ECONOMIC SYSTEM 37 (1967),

{1. PRC Const. of 1954, art, 8, reprinted in A. BLAUSTEIN, supra note 7, at 8.

12. 1. Tsa0, CHINA'S DEVELOPMENT STRATEGIES AND FOREIGN TRADE 14 (1587).

13. Id

14. For a discussion of the communes, see M. MARSHALL, ORGANIZATIONS AND
GROWTH IN RURAL CHINA 46-47 (19835).

15. Id at 47.

16. Id

17. See V. Lirprt, THE Economic DEVELOPMENT OF CHINA 109-10 (1987).

18. Id at 109.

19. Id at 110,

20. Id

21, See The USSR Land Law, arts. 3, 8-9, Chinese translation in the State Planning Com-
mission, State Land Administration, 1 GuoTU FAGUI XUANBIAN [Selections on Land Laws
(Foreign Countries)] 398-99, 401 (Peking University ed., 1983),
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North Korea,?? the state has claimed title only to urban and industrial land,
leaving rural land with the collectives. The Chinese system resembles the
Romanian land system in which the state had similarly retained title to urban
and industrial land and transferred ownership of rural areas to the tillers.?®
The current Constitution clearly enunciates the principle of public ownership
of land in China: “Land in the cities is owned by the state. Land in the rural
and suburban areas is owned by the collectives . . ... No organization or
individual may appropriate, buy, sell or unlawfully transfer land in other
Ways‘n2'4

B.  Traditional System: Administrative Allocation

Under the prior system of strict public ownership, land was clearly not
treated as a commodity; it could not be sold, leased, mortgaged or inher-
ited.?> Instead, land in urban areas was bureaucratically distributed through
a two-step administrative allocation process (xingzheng huabo),*S emulating
the standard form of Soviet land utilization.?” In the first step, the economic
planning authorities approved the enterprise,2® and in the second, the local
land administration bureaus appropriated the required land for the users.”?
Through this process, state agencies, social organizations, and public and pri-
vate enterprises were able to obtain the right to use land free of charge for
indefinite periods of time.*® Thus, except for the fact that these rights were
inalienable, it seems that the user received rights of virtual ownership while
the state retained only nominal title.

22. See The Land Law of the Democratic Republic of Kores, arts. 10-11, State Planning
Commission, State Land Administration, 1 GuoTU FAGUI XUANBIAN [Selections on Land Laws
(Foreign Countries)] 422, 424 (Peking University od. 1983).

23. J. HAZARD, COMMUNISTS AND THEIR LAW 157 (1969).

24, PRC Const. art. 10 (December 4, 1982), reprinted in 1988 China Laws For Foreign
Business (CCH Austl. Ltd.} 1 4-500. Article B0(3) of the General Principles of Civil Law, 1988
China YLaws For Foreign Business (CCH Austl, Ltd.) | 19-150, contained provisions virtually
identical to those of the Constitution. Moreover, before its recent amendment, article 2 of the
Yaw of the People’s Republic of China on Land Management also was very similar to the Consti-
tution in this regard. Zhonghua Renmin Gongheguo Guowuyuan Gongbao [State Council Ga-
zette], July 10, 1986, No. 17, at 531, translated in 1988 China Laws For Foreign Business (CCH
Austl, Ltd.) Y 14-718, transiated, as amended, in Foreign Broadcast Information Service, Daily
Report—China (FBIS-CHI), No. 89-021, Feb, 2, 1989, at 39 fhereinafter Land Administration
Law}.

25, PRC Const. art. 10, reprinted in 1988 China Laws For Foreign Business (CCH Austl.
Ltd.) 1] 4-500.

26, The administrative land allocation process is codified in the Provisional Rules Regard-
ing the Approval Process of State Land Use Development (promulgated on Nov. 22, 1988 by the
State Land Administration), ZHONGGUO Tubi, 1989, No. 3, at 4.

27. For Soviet land use method, see J. HAZARD, suprz note 23, at 155,

28, Wu Gaosheng, On Some Important Points in The Land Management Law, ZHONGGUO
Faxur [Legal Science in China), 1986, No. 6, at 56, 59.

29, Id

30. Wu Gaosheng, supra note 28; Chen Shoushan & Pan Mingeai, Guan Yu Wo Guo
Cheng Shi Tudi Shi Chang Wen Ti de §i Kao [Some Thoughts on Qur Country’s Land Market] 3
(March 1988) (unpublished paper in Chinese) (on file at the offices of the fnrernational Tax &
Business Lawyer}.
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This system of urban land allocation, modeled after the Soviet system,
suffered from the shortcomings typical of a non-market allocation process.
Gratuitous and perpetual land use, with its lack of cost discipline, tended to
foster waste, inefficiency, and rigidity.>! Because users could obtain land free
of cost, they demanded, and were frequently granted, far more land than they
needed.>® In order to satisfy the needs of these land users, municipal govern-
ments requisitioned large amounts of land from rural collectives.>> Although
the user was required to pay a nominal fee to the state for the requisitioning
of the land, this money was allocated back to the user by the state as part of
the approval and establishment of the construction project. At any rate, be-
cause most state enterprises “ate from the same big pot” of state funds, espe-
cially before the introduction of the urban economic structural reforms in
1984,3* the enterprises remained indifferent to the costs of land use.*> Conse-
quently, China, which has much less than the average arable land per capita
in the world,® lost one million hectares of agricultural land in 1985.°7 As
land could be obtained for free, it was not only requisitioned from rural and
suburban areas in excessive quantities,® but it was also frequently underutil-
ized, or even left idle.?®

General economic inefficiency seemed to be exacerbated by the prohibi-
tion against land transfers: misallocated land could not efficiently be reallo-
cated to more productive employment. In actuality, however, transfers did
take place through certain legal loopholes,*® and enterprises that urgently

31. For a general discussion on the flaws of the existing system, sec Chen Shoushan & Pan
Mingcai, supra note 30, at 2-5.

32. Id

33, See Ma Xiangcong, On Land Law, in ZHENGZIH YU FaLu [Law & Politics), 1987, No.
3, at 44, 46. The Land Administration Law, supra note 24, arts. 2, 21-36, discusses the process
and fees for requisitioning, See infra note 70 and accompanying text.

34. For the introduction of the urban economic structural reforms in 1984, see “Decisions
of the Central Committee of the Communist Party of China on Reform of the Economic Struc-
ture,” adopted by the Twelfih Central Committee of the CPC at its Third Plenary Session on
Oct. 20, 1984, reprinted in BEING REV., Oct. 29, 1984, Documents.

35, See Chen Shoushan & Pan Mingcai, supra note 30, at 2.

36. The State Land Administration estimates that agricultural land in China has only
ninety-three million hectares of cultivatable land. It makes up just about 109 of the total land
mass and amounts to 0.093 hectares per person. This is less than half the 1932 figure and much
lower than the world average of 0.33 hectares per person. See Huang Guodong & Ma Lixin,
Quota System Planned to Limit Use of Farmiand, China Daily, Oct. 21, 1988, at 1, reprinted in
FBIS-CHI, No. 88-204, Oct. 4, 1988, at 27.

37. [Id. It is estimated that fifteen million hectares have been lost in the last thirty years. Id.

38. According to the State Land Administration, land requisitioned by the state for the
expansion of industry and urban areas totalled more than 857,000 hectares during the 1981-83
period. FBIS-CHI, No. 89-132, July 12, 1989, at 41.

39. See Ma Xiangcong, supra note 33.

40. Two loopholes, the transferring of land through the transfer or lease of buildings and
the exchange of land use rights for joint venture shares, have become quite popular. See, eg.,
Zhou Niannian & Huang Weilin, The Existing Land Use System Must Be Reformed—A Report
on the Conference on the Compensated Use of Urban Land, JINGII GUANLI [Economic Manage-
ment], 1989, No. 1, at 28-3Q, translated in FBIS-CHI, No. 89-066, Apr. 7, 1989, at 40, 42; The
YLaw of the PRC on Joint Ventures Using Chinese and Foreign Investment, art. 5, 1988 China
Laws For Foreign Business (CCH Austl. Ltd.} 1 6-500 [hereinafter Joint Ventures Law].
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needed land often illegally leased or purchased it at high black market
prices.*! As a result, those enterprises given desirable land were blessed with
windfall profits, while others were placed at a competitive disadvantage. The
poor economic productivity caused by these market distortions was naturally
reflected in the overall low level of profits.*2

The low state enterprise earnings indirectly affected government reve-
nues. The system of gratuitous allocation of land also funneled government
funds directly into urban infrastructure development. By the end of 1986, for
example, the government of Shenzhen SEZ had allocated eighty-two square
kilometers of land, charging between one and twenty-one yuan per square
meter.*> The cost of developing this land was 13.5 billion yuan,** 6.7 billion
of which had to be borrowed from banks,* |

Moreover, the rigid inalienability of the traditional system of land use
rights did little to facilitate foreign investment. Currently, the usual way for a
foreign investor to acquire land in China is through a Chinese partner who
agrees to contribute the land use rights as its share in the joint venture.*® But
since the Chinese partner cannot mortgage or otherwise transfer its land,
such contributions cannot be used as security for financing. Thus, it is
predominantly the foreign investor’s capital contribution that is at risk in case
of default. Moreover, in the absence of a real estate market, the valuation of
the land rights the Chinese partner contributes are arbitrary at best, to the
chagrin of the foreign negotiators.*’

II. FIrST PHASE OF REFORM: PAYMENT FOR LAND Use

Recognizing the defects of the traditional economic system, the PRC
initiated broad rural and urban reforms, beginning with improvements in
land management. In addition, learning from the success of the “rural house-
hold production responsibility contract system”*® introduced in 1979,

41, See Wei Qixiu, The Compensated Land Use System Should Also Be Applied to Urban
Land Already Administratively Allocated by the State, ZHONGGUO Tub1, 1989, No. 7, at 29,

42, Between twenty and twenty-five percent of state enterprises are reported to be losing
money. See Zheng, Bankruptcy Laws of the People's Republic of China, 19 VAND. J. TRANS-
NAT'L. L. 683, 685 (1986).

43, See Chen Shoushan & Pan Mingcai, supra note 30, at 3-4.

44, The Chinese basic currency unit equals US$0.21 at official rates and about US30.17 on
the black market.

45. See Chen Shoushan & Pan Mingcai, supra note 30, at 4.

46. A Chinese joint venturer's investment “may include the right to the use of a site pro-
vided for the joint venture during the peried of its operation.” Joint Ventures Law, supra note
40, art. 5.

47.  See Gelatt, Legal and Extra-legal Issues in Joint Venture Negotiations, | J. CHINESE L.
217, 233 (1987); Surrey, Fishburne & Chaudhri, Joint Ventures in China: the First Water Stop, 21
Tex. INT'L L.J. 221, 248-49 (1986).

48. See Yan Ruizhen, On China'’s Agricultural Responsibility Systern, JINGn LILUN Yu
JiNnG)1 GUANLE {Economic Theory and Business Management), 1984, No. 3, at 34, translated in
Joint Publication Research Services (JPRS), CAG-84-026, at 11, 13.
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whereby farmers paid for the use of land under a contract with the collec-
tives, China adopted the intermediate system of “payment for land use alloca-
tion” (tudi piyong) in urban areas.*® This system was first introduced in the
foreign investment sector nationwide, and then in the SEZs and the economic
and technological development zones of other coastal cities.®® It has since
been extended to many other urban areas.®!

The first pieces of legislation that incorporated the intermediate system
requiring payment for the use of urban land were the Law of the PRC on
Joint Ventures Using Chinese and Foreign Investment [hereinafter Joint Ven-
tures Law]*? and its subsequent implementing regulations.®® These regula-
tions establish another two-step land allocation process. The first step is an
administrative process like that found in the traditional system, whereby joint
venture enterprises apply to the local land management authorities for land
allocation.>® In the second step, the authorities grant the land use rights by
means of a contract.>> Under this contract, the state transfers the land to the
user for a fixed period, upon the payment of a fee.’® This marks the begin-
ning of the separation of “use” from “ownership”®” and the development of
leaschold rights in China. Rather than handing over virtual ownership to the
user, as in the traditional system of pure administrative allocation, the state
derives income from its land®® and retains a reversionary interest.>® Similar
to the traditional system, however, the Iand use rights remain inalienable.*°

49, In this paper, the first phase of reform is referred to as the “intermediate” system to
distinguish it from the traditional (xingzheng huabo) system and from the second phase of the
reform which is the “new™ system discussed infra in Part I11. All three systems exist concur-
rently in China today.

50. Legislation Survey, supra note 2.

51. M.

52. Joint Ventures Law, supm note 40, The law provides that if the right to the use of the
site is not taken as part of the Chinese joint venturer's investment, the equity joint venture shall
pay the Chinese Government for its use. Jd. art. 5.

53. Regulations for the Implementation of the Law of the PRC on Joint Ventures Using
Chinese and Foreign Investrnent, 1988 China Laws For Foreign Business (CCH Austl. Ltd.} { 6-
550 (Sept. 20, 1983) (promulgated by the State Council). “The standard for a site use fee shall be
set by the people’s governments of the province, autonomous region or municipality directly
under the central government where the joint venture is located. . . and shall be filed with the
Ministry of Foreign Economic Relations and Trade and the state department in charge of lacd.”
Id. art. 49,

54. “Any joint venture requiring the use of a site shall file an application with local depart-
ments of the municipal (county) government in charge of land and obtain the right to use a site
only after securing approval and signing a contract.” [d. art. 47.

55. IHd.

56. See Wang Jiafu & Huang Mingchuan, supra note 3, at 54, 56-57.

57. For the concept of separation of “use’ from “ownership,” see Part V of this paper,
infra page 45.

58. Shenzhen collected between 1 and 21 yuan/m?, In 1986 it allocated 8 km? of land and
recovered 14 miflion yuan. See Qi Mingshen, Implementing Payment for Use of Urban Land to
Develop Funds for City Development, ZHONGGUO TuDl KExUE [China Land Science] 1988, No.
4, at 11.

59, See Wang Jiafu & Huang Mingchuan, supra note 3.

60. Id '
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Based on the Joint Ventures Law and its implementing regulations,
many cities in the SEZs and coastal areas subsequently introduced similar
legislation requiring not only foreign invested enterprises but ali domestic
Chinese enterprises®! to pay for the use of newly granted land rights.

The duration of land use rights differs among jurisdictions. In Dalian
and Tianjin it is simply determined by “the requirements of the particular
project.”®> Most other jurisdictions, however, specify a maximum term of
fifty years.5> Those users who require the land for periods in excess of the
maximum may seek an extension by renewal of the contract.®* Since it will
be some time before any Iand use rights issued under this system expire, it is
too early to tell how difficult it will be to obtain extensions. Chinese officials
invariably express confidence that such extensions will merely be a matter of
formality, subject only to the negotiation of a new land use fee.%®

The fees charged by the various jurisdictions for land use rights under
this system depend on the use and location of the land. However, the fees are
sometimes arbitrary and invariably much too low.%® The base rates charged
on land use by domestic Chinese enterprises are negligible and the maximum
rates are not very much above the base.®” This situation exists because the
enterprises cannot absorb the cost of land use fees themselves and because,
under the irrational state pricing structure, they usually cannot pass increased
production costs on to consumers. As might be expected, foreign enterprises

6l. Id

62. Regulations for Land Management of the Tianjin Economic and Technological Devel-
opment Zone (ETDZ), art, 9, 1988 China Laws For Foreign Business (CCH Austl. Ltd.) 1 92-
012: Measures of the Dalian ETDZ on the Administration of Land Use, art. 7, 1988 China Laws
For Foreign Business (CCH Austl. Ltd.) { 83-012.

63. Except for the Regulations for the Administration of Land Use in the Xiamen SEZ, art,
6, 1988 China Laws For Foreign Business (CCH Austl. Ltd.) 1 76-503, which sets a sixty-year
maximum period, the Provisionsl Measures on the Administration of Land Use for Economic
Development and Construction in Bethai Municipality, art. 12, id. § 82-013, the Trial Measures
of the Guangzhou ETDZ on Land Management, art. 12, id. 1| 85-023, the Implementation Meas.
ures of Ningbo Municipality for the Administration of Land Use for Sino-Foreign Joint Equity
Ventures, art. 10, id. § 88-009, and the Provisional Regulations of the Shandong ETDZ on Land
Management, art. 12, id. § 96-103, all set a fifty-year maximum period.

64, Interview with knowledgeable Chinese officials (August 1939).

65, The author learned this in interviews in August 1989 with Chinese officials who pre-
dicted that the current land users will be given the right of first refusal of the new land use
contract, subject to the negotintion of a new fee.

66. For example, Fushun, the first city to charge domestic enterprises for land use, levied
fees ranging from .20 to .50 yuan/m® with a spread of only 1.5 times between the base and the
maximum rate. See the 1985 Fushun Implementation Measures for the Collection of Land Use
Fees (in Chinese) (on file at the offices of the International Tax & Business Lawyer). For a study
on Fushun's experience in levying land use fees, see Zhou Cheng, Bi Baode, Zhou Yi-gen, Liu
Junyan & Zhao Long, Payment for Land Use in Urban Areas is a Must, INGI1 LiLun Yu JINGHT
GUANLI [Economic Theory and Economic Management], 1987, No. 6, at 63.

67. See supra note 66. For low fees and small differentials between base and maximum
rates, see also the Guangzhou example in Qi Mingshen & Gao Xiangjun, On the Practice of and
Enlightenment from Compensated Use of Land in Guangzhou, at 19 (publication source cannot
be identified) (on file at the offices of the fnternational Tux & Business Lawyer).
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pay considerably more than domestic Chinese enterprises.®® But even these
higher fees are inadequate to overcome the problems of the system of admin-
istrative land allocation still predominant in urban China. Since the fees
cover only a fraction of development costs, the drain on government funds
continues.

The introduction of fees for fixed periods of land use (tudi piyong) is an
improvement on the traditional system of administrative land allocation. The
newer system, however, is still limited in its application and routinely plagued
by the problems associated with the continued inalienability of land use
rights. Many of the inefficiencies and abuses associated with the rigidity of
the old system thus remain.5?

The Land Administration Law of 19867° was an administrative attempt
to address the continuing problem of land abuse. Article 3 declared: “Peo-
ple’s governments at all levels shall implement a policy of fully recognizing
the value of and rationally using land, and shall practice overall planning,
strengthen management, protect and develop the land’s resources and prevent
the indiscriminate seizure of cultivated areas and the misuse of land.”””!
Although the law provided that those abusing land would be subject to the
stiff sanctions of forfeiture, fines and disciplinary action,’? violations contin-
ued to be common. In 1987 alone, 168,000 such cases were reported in eleven
provinces and a few additional cities.”® It is estimated that the number of
cases conld be as high as 400,000 in all of China.”™

68. Guangzhou, for example, charges domestic enterprises between ¥0.50 and 3¥4.00/m’
annually, depending on location, while foreign enterprises in that city pay between ¥2.00 and
3£70.00/m® annually. See Qi Mingshen & Gao Xiangjun, supra note 67. Incentives in the form
of lower land use fees for foreign invested “export enterprises” and “technologically advanced
enterprises” are provided in the State Council Regulations Concerning Encouragement of For-
cign Investment, 1988 China Laws For Foreign Business (CCH Austl. Ltd.) { 13.509, and some
subsequently issued local implementing regulations. See¢ Cohen and Valentine, Foreign Direct
Investment in the PRC: Progress, Problems and Proposals, 1 J. OF CHINESE L. 161, 197-98 (1987).

69. Guangzhou tried to cope with the large number of violations of this rule by
grandfathering all land use rights that had been assigned without state approval. This at least
brought them under the payment system and redirected black market rents into the state treas-
ury. See Guangzhou Experimental Measures for Levying Urban Land Use Fecs, art. 10, in TubD1
SHIYONG ZHIDU GAIGE CANKAO WENNAN ZILIAO XUANBIAN [Selected Documents and
Materials on Reforms of the Land Use System] 66, 67 (Guangdong State Land Administration
Bureau ed. 1988).

70. Land Administration Law, supra note 24.

71. Land Administration Law, supra note 24, art. 3.

2. Id. srt. 47,

73. See Du Yinghus, Improving the Management System, Strengthening Law Enforcement
Measures, Fazhi Ribao [Legal System Daily], Dec. 20, 1988, at 3.

74, Id
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I1I. SECOND PHASE: ASSIGNABLE LAND USE RIGHTS

In calling for the introduction of a “socialist market system,” the Thir-
teenth CPC National Congress’> pointed the way to a more fundamental so-
lution to the problems of the Chinese land system, Implementing such a
system would require not only that the duration of land use rights be defined
and that they be paid for, but also that they be assignable. The new “pay-
ment for assignable land use rights system™ (tudi shiyongquan juanrang) was
thus introduced. It was a breakthrough that could lead to the establishment
of a real estate market in urban China,

Because of the urgency of the need, this system was introduced in the
Shenzhen SEZ as early as the fall of 1987, before the enabling legislation was
adopted in 1988 and before the Central Government regulations were in place
two years later.’® Shenzhen thus sold assignable land use rights for land that
was to be used for housing developments.”’ Other cities also invited tenders
for land development.”®

In January 1988, Shenzhen and Shanghai,®® within a few days of each
_ other, promulgated China’s first regulations creating a system of assignable
land use rights. In February, Hainan Province®! and its capital city,
Haikou,®? both promulgated similar regulations. These four jurisdictions
were soon followed by Guangzhou®?, Fuzhou®?, Shandong,®® Xiamen,%

75. See Zhao Ziyang, supra note 1.

76. For the Shenzhen experience sec supra note 43, For the enabling legislation and regula-
tions, see infra notes 92 and 94. .

77. Shenzhen tender documents {in Chinese) (on file at the offices of the International Tax
& Business Lawyer).

78. Shanghai invited tenders for the development of a 1.29 hectare piece of land called Lot
No. 26 on March 22, 1988. The tender documents (English translation on file at the offices of the
International Tax & Business Lawyer) provide that the successful tenderer would obtain the legal
right to use the land for a [fifty year] term expiring September 30, 2038. See infra note 115.
Several other cities soon followed this example. In Scptember, 1988, the City of Fuzhon in
Fujian Province leased twelve pieces of land totalling fifteen hectares. Nine of them, in the city
center, were intended for the development of commercial high-rise buildings. The leases for
these picces of land were for eighty years. One plot, intended for residentinl high-rise construc-
tion, was to be leased for ninety years, and another, to be used for burial plots was leased for
ninety-nine years. FBIS-CHI, No. 88-177, September 13, 1988, at 43. These long leases were not
based on regulations but on a legal circular issued by the local government.

79. Regulations of the Shenzhen SEZ on Land Management, 1988 China Laws For For-
eign Business (CCH Austl. Ltd.) § 73-500 (Jan. 3, 1988) [hereinafter Shenzhen regulations].

80. Measures of Shanghai Municipality on the Compensatory Transfer of Land Use Rights,
1988 China Laws For Foreign Business (CCH Austl, Ltd.) § 91-034 (Nov. 29, 1987) [hereinafter
Shanghai regulations].

81. Hainan Land Management Measures, 1988 China Laws For Foreign Business (CCH
Austl. Ltd.) 1 96-200 (Feb. 13, 1988} [hereinafter Hainan regulations].

82. Haikou City, Granting and Assigning Leaseholds for Value Provisions, 2 CHINA LAW
AND PRACTICE, No. 3, at 23 (1988) (the Chinese version of the provisions is on file at the offices
of the fnternational Tax & Business Lawyer).

83. Measures of the Guangzhou ETDZ on the Compensatory Transfer and Assignment of
Land Use Rights, 1988 China Laws For Foreign Business (CCH Austl. Lid.) 1 85-035 (March 4,
1928) [hereinafter Guangzhou regulations).
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Tianjin®” and several others.®® As of June of 1989, thirteen localities bad
adopted the new land use rights system.%®

Strictly speaking, every one of these local regulations was initially illegal.
Until recently, when they were amended, both the 1986 Land Administration
Law®® and the 1982 Constitution®’ forbade the sale and transfer of interests
in land. The Constitution was appropriately amended only in April 1988.
The revised version states: “No organization or individual may appropriate,
buy, sell or unlawfully transfer land in other ways. The right to use land may
be assigned in accordance with the provisions of the law.”"* The National Peo-
ple’s Congress similarly amended the Land Administration Law in December
1988%° to accommodate the local developments.

These developments culminated in the State Council proclamation of
two administrative decrees. On May 19, 1990 the State Council adopted the
Provisional Regulations of the PRC Governing the Grant and Transfer of
Use Rights in State Owned Urban Land [hereinafter the State Council Land
Use Rights Regulations),>* and the Provisional Measures for the Control of
Large Scale Land Development and Management by Foreign Investors,
[hereinafter the State Council Large Scale Land Development Measures]
which officially institutionalized the land use rights system.>® These develop-
ments reflect the common Chinese practice of experimental lawmaking: once
the central authorities are satisfied with the local experience, the central laws
are amended or enacted accordingly.

84, Fuzhou Decree on Compensatory Granting of Three Parcels of Municipal Owned
Land, Decree on Compensatory Granting of State Owned Land, see suprz note 78; Legislation
Survey, supra note 2, at 2-3.

85. Shandong Province, Developing an Export Oriented Economic Provisions, 2 CHINA
LAaw AND PRACTICE, No. 7, at 16 (1988).

86. Xiamen, Leasehold Assignment Procedurcs, 2 CHINA LAW AND PRACTICE, No. §, at
21 (1588).

87. Tianjin ETDZ Administration of the Granting and Assigning of Lease Provisions, 2
CHINA LAW AND PRACTICE, No. 7, at 19 (1988) [hereinafter Tianjin regulations]; Tianjin ETDZ
Granting and Assignment of Leaseholds Implementing Procedures, 3 CHINA LAW AND PRAC-
TICE, No. §, at 25 (1989).

88. While the various local regulations vary slightly in their details, ali establish the same
general procedure for the aecquisition and transfer of land use rights. See Legislation Survey,
supra note 2.

89. d

90. Land Administration Law, supra note 24.

91. See supra note 24 and accompanying text.

92. PRC Const. art. 10 (amended April 12, 1988), reprinted in 1988 China Laws For For-
cign Business (CCH Austl. Ltd.) § 4-500 (emphasis added).

93. Land Administration Law, supra note 24, art. 2.

94. For the law and the scope of its epplication, see Fazhi Ribao [Legal System News],
May 31, 1990, at 2. The law is applicable to both domestic and foreign investors, See FBIS-
CHI, No. 90-104, May 30, 1990, at 52,

95, The law governs only large scale development of land and infrastructures in the SEZs,
open coasta] cities and ETDZs by foreign investors. For the law and the scope of its application,
see Fazhi Ribao, May 31, 1990, at 2.
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A. The Process

The new assignable land use rights system is modeled after that of Hong
Kong,?® whereby the state retains ownership of the land and leases out the
land use rights. The process used to accomplish this is the reverse of that
under the intermediate system of “payment for land use allocation™ (fudi
pivong).®” Under that system, the prospective user initiated the process and
the approval of the investment project preceded the allocation of the land.
Under the new system, however, the state first parcels land to be developed
and prepares a draft granting contract accordingly; detailed construction
plans are approved afterward.’® The draft contract is prepared in accordance
with state economic plans and municipal development requirements.”® It is
then offered to prospective developers and users either by negotiation, by invi-
tation to tender, or by open auction, depending on the circumstances.!®®

Both Chinese and foreign!®! enterprises may submit detailed develop-
ment proposals.'® The municipal (¢ounty) land administration bureau then
enters into a contract with the successful applicant who is thereupon required
to pay a land transfer fee (tudi churangjin),'®® register its land use rights'®*
and obtain a land use certificate.!® The developer is required to complete the
project and is entitled to retain the land use rights for the period specified in
the contract.!®®

As in Hong Kong,'%” the government imposes terms and conditions as
covenants on the lessee and the assignee in order to effect land development
according to its land use planning.!?® The lessee may still mortgage or other-

wise assign the land.'®

96. See Note, Hong Kong Property Title and the Joint Declaration, 21 TEx. INT'L L.J, 529
{1986}

97. See supra note 49 and accompanying text.

98, See Wang Jiafu & Huang Mingchuan, supra note 3, at 57-59.

99. Id

100, See jnfra part ILB.

101. The Shanghai regulations require that foreign enterprises be registered in a country that
maintains diplomatic relations with China end has established a commercial representative office
there. Shanghai regulations, supra note 80, art. 4.

102. According to a survey by the State Land Administration, 31.4% of the parcels of land
was acquired by foreign invested enterprises. See Legislation Survey, suprg note 2, at 10.

103. See infra part II1.C.

104. See infra part IILD.

105. See Wang Jiafu & Huang Mingchuan, supra note 3, at 57-59.

106. See infra parts IILE. and IILF.

107. See Ta Shanshi, The Hong Kong System of Granting of Land, SHANGHA1 FANGD]
[Shanghai Lands and Houses}, 1987, No. 1, at 23.

108. See infra part 111.G.

109. See the Shanghai regulations, supra note 80, arts. 26, 35; the Shenzhen regulations,
supra note 79, art. 19.
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B.  Selection of the Transferee

Whether the government proceeds by negotiation, tender, or auction de-
pends primarily upon the type of project that it has planned for the site,}°
Negotiations are entered into for the development of public interest projects
to provide facilities for education, defense, and utilities.’*' Tender is the pre-
ferred method for other major construction projects where the details of the
development plans and the reputations of the developers are important con-
siderations, and where the government consequently does not wish to be
bound to award the contract to the highest bidder.’!? Auction has been em-
ployed where land is to be used for general commercial purposes, such as
shopping centers and hotels, and for other general commercial use where
profit is the main consideration.!'® Shanghai, however, does not have any
provision for the auction of land use rights,!'* and the first project under its

new regulations was initiated through the tender process.!!®
1

C. Payment

Once the transferee has been chosen, the contract is signed and payments
are made in accordance with the agreement.!'® There are two direct pay-
ments, as well as a number of other charges and taxes.!'” The main direct fee
is the initial payment, tantamount to capitalized rent, called the “land use
transfer fee” (tudi shiyong churang fei), the “land price” (tudi jiage) or the

110. See Shenzhen Land Administration System Reform Office, Basic Measures for the Re-
form of the Shenzhen SEZ Land Administrative System 13-14 (unpublished paper on file at the
offices of the International Tax & Business Lawyer).

111. If negotiation is the chosen means of offering the land use right, then interested parties
may apply for information about the specific requirements of the project. The parties must then
submit documents including their credentials and a letter of intent containing their construction
plan and the proposed amount and method of payment. Id The land administration bureau is
then obliged to respond within a specified period. E.g., Shanghai regulations, supra note 80, art.
16(3) (the Municipal Land Bureau must respond within thirty days of receiving the letter of
intent); Guangzhou regulations, supra note 83, art. 10(3) {the Land Management Department of
the Land Administrative Commission must respond within seven days).

112. If this is the chosen method of offering the land use rights, interested parties can find
the detailed development conditions in the tender documents and draft contracts issued by the
local suthorities. In Shanghai, the only contract offered by tender to date was won by a foreign
company. See infra note 115. In Shenzhen, however, Chinese developers have prevailed. See
Shenzhen SEZ, Invitation for and Submission of Bids for Land Sale Tentative Procedures, 2
CHINA LAw AND PRACTICE, No. 2, at 21 (1988). For different methods used by various locali-
tics in granting land use rights, see Legislation Survey, supra note 2, at 10,

113. See supra note 110.

114. The Shanghai regulations provide that, **{t}he Municipal Land Bureau may adopt such
methods as bilateral agreements and invitations for tenders when transferring land use rights.”
Shanghai regulations, supra note 80, art. 14.

115. See Shanghai Land Administration Bureau, Tender Documents (Lot No. 26 in Shang-
hai Hongqiao ETDZ) (Mar. 22, 1988) (English translation on file at the offices of the Internag-
tional Tax & Business Lawyer).

116, Wang Jiafu & Huang Mingchuan, supra note 3, at 57.

117.  See infra part 1111
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“granting price” (churang jin).'!® It may be paid all at once or by install-
ments.''® As in Hong Kong,'?° a small annual *“land use fee” (tudi shiyong
fei) is also payable as a token reminder that the state retains title to the land
and that the user has only a leasehold interest.'?!

As a substantial secondary market for land use rights has not yet devel-
oped, and since the state has a monopoly in the primary market, it would
seem that the authorities have considerable flexibility in determining the
amounts of these fees. For example, in 1987, the Shenzhen government by
negotiation sold land use rights to 5,000 square meters of land for only 200
yuan/m? (US$54/m?).'2> When Shanghai recently issued land use rights to
1.29 hectares of land by tender, however, the transfer fee amounted to more
than 8,000 yuan/m?.'%* The stated policy, however, is to charge only moder-
ate prices in order to attract investment, particularly in manufacturing and
residential projects. 2

D. Registration

In 1987, pursuant to articles 9, 10 and 14 of the Land Administration
Law before amendment, the State Land Administration Bureau issued two
sets of rules for the establishment of land survey and registration schemes in
all localities.!?> Again, local governments in the Special Economic Zones and
coastal cities are leading the way. Most areas, however, have yet to establish
such a system.

118. See Yang Fan, Zhang Jun, Wang Jian & Li Yan, Several Problems Regarding Compen-
satory Transfer of Land Use Rights, JINGI1 CANKAO [Economic References], May 9, 1988, at 4.

119. See, e.g., a Shenzhen model land use contract, para. 2 {in Chinese) {on file at the offices
of the International Tax & Business Lawyer).

120. Ta Shanshi, supra note 107, at 33.

121, The Guangzhou regulations state: “Land use fees refer to fees collected by the State as
it exercises its ownership rights over the land . . . . The annual fee in Guangzhou will be
brought down to a uniform rate of 2 yuan/m® over the next ten years. Guangzhou regulations,
supra note 83, art, 32. Shanghai charges a uniform fee of 1 yvan/m?, with a8 minimum annual
payment of 1,000 yuan, Shanghai regulations, suprg note 80, art. 22,

122. Shenzhen Land Administration Reform Office, Basic Approach Towards Land Adminis-
tration Reform, ZnoncGuo Tubpl, 1988, No. 4, at 13, In 1987, under this new system, the
Shenzhen govenmment sold five pieces of land totalling 0.16 km?, receiving a thirty-five million
yuan one-time payment. (i Mingshen, supra note 58, at 11. This was two and one-half times the
amount they had been able to collect under the intermediate system. In 1988, Shenzhen auc-
tioned Iand use rights and projected receipts of more than one hundred million yuan while their
infrastructure development cost was eighty million yuan. Qi Mingshen, stpra note 58, at 11.

123, The Emerging Real Fstate Market in Ching, Renmin Ribao (Overseas) [People’s
Daily], Nov. 14, 1988, at 3. This was for the auction of Lot No. 26 on July 8, 1988. The transfer
fee for the package was US$28 million, or US$2,170/m?, the equivalent of US$8.78 million per
acre. For transfer fees received by various localities, see Legislation Survey, suprg note 2, at 10-
11

124, Interview with Chinese officials in Shanghai and Shenzhen (June 1988).

125. These two rules are entitled: The Urban and Rural Land Survey and Recording Rules
and The Nationwide Land Registration Rules, See Urban and Rural Land Survey and Record-
ing Rules and the Nationwide Land Registration Rules (State Land Administration Bureau
1987).
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Shenzhen'2% was the first to adopt rules for land registration, followed by
Shanghai'?? and other localities. According to these measures, users must
register their newly acquired land use rights within a specified period.'?®
Moreover, as in the Torrens system,?? title in land becomes effective and a
legal interest is thus created only once it has been registered.'*® Buildings
and land are registered separately, the former with the local building con-
struction authority,!>! and the latter with the local land administration
agency.'? Bureaucratic jealousy and confusion in property registration inev-
itably resuit.

E. Conditions of the Contract

Finally, in order to perfect their land use rights, users must fulfill the
conditions and covenants specified in the contract. Chinese land use con-
tracts invariably contain extensive conditions and covenants not typically
found in Western lease agreements. These provisions include not only legal
descriptions of the land and the duration of use, but also terms detailing per-
mitted use, building height, size and location, site coverage, and areas of
greenery.'>* These provisions normally run with the land and bind not only
the original grantee of the use rights but also subsequent assignees and les-
sees.!3* Such detailed provisions take the place of the zoning and subdivision
control legislation normally found in Western systems.'*® The Standing
Committee of the National People’s Congress has recently adopted the PRC

126. Detailed Implementing Rules of the Shenzhen SEZ on Land Registration and the Issue
of Certificates, 1988 China Laws For Foreign Business (CCH Austl. Ltd.) { 73-547 (March 8,
1988) [hercinafter Shenzhen Registration Rules].

127. Shanghai, Registration of Transfers for Value of Leaseholds Implementing Rules
(promulgated Oct. 12, 1988), 3 CHINA LAW AND PRACTICE, No. 5, at 24 (1989); Shanghai
Notarization of Transfers for Vealue of Leaseholds Implementing Rules {promulgated Oct. 12,
1988), 3 CHINA LAw AND PRACTICE, No. 5, at 25 (1989).

128. In Shenzhen, land use rights must be registered with the Land Buresu within thirty
days of the signing of the land use contract. A fine of ten yuan per day is imposed if the contract
is not registered within the specified period. Shenzhen Registration Rules, supra note 126, arts.
26(6), 28.

129. For an excellent explanation of the Torrens system, see T. MAPP, TORRENS' ELUSIVE
TrTLE: BASIC LEGAL PRINCIPLES OF AN EFFICIENT TORRENS' SYSTEM (1978).

130. Registration is evidenced by land use certificates. For example, the Shenzhen Registra-
tion Rules provide that, “Land ownership rights and land use rights shall be verified by land
certificates. Legally verified 1and ownership rights and land use rights shall be protected by State
[sic] law and no unit or individual shall infringe upon these rights.” Shenzhen Registration
Rules, supra note 126, art. 3.

13t. See, e.g., Shenzhen City, Urban and Rural Housing Registration Certification Issuance
Procedures, 2 CHINA LAW AND PRACTICE, No. 3, at 21 (1988).

132. See Chen Min, Chen Lianghua & Xu JYiming, Several Measures for the Registration and
Certification of Use Rights in State-Owned Land, SHANGHAI FANGD], 1987, No. 3, at 14.

133, See, e.g., Shanghai Tender Document, supra note 115, at 5-14.

134. See Shenzhen regulations, supra note 79, art. 23; Shanghai regulations, supra note g0,
art. 29.

135. Interview with a Chinese official at the State Land Administration Bureau (May 1988).
Zoning and subdivision control legislation is rarely seen in Chinese localities.
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Urban Planning Act, effective April 1, 1990.1*¢ The implementing regula-
tions have yet to be promuigated by the central and local governments.

F. Duration

The duration of the lease, like that if the land use rights obtained under
the intermediate system <discussed previously, varies in accordance with the
jurisdiction and the nature of the project.'>” An important consideration is
the degree of control that the state wishes to exert over land development. It
must be remembered that China remains officially committed to the Marxist
ideal of public ownership. Long leases would limit the state’s ability to re-
direct the use of the land while short ones enable them to put an early end to
any undesirable uses. Long leases would also deprive the government of the
benefit of rising land values.!*® However, the lease must be long enough to
allow users to amortize their capital investments and reap a reasonable profit.

Jurisdictions have chosen various lengths for their leases. The first two
jurisdictions to implement the new system of land use (Shanghai and
Shenzhen) set the maximum period at fifty years.!> The Hainan regulations,
however, set the maximum lease period at seventy years.!*® The Guangzhou
regulations, adopted a month later, originaily set a maximum period of fifty
years, but this has recently been extended to seventy years as well.'#! Tianjin
followed a similar course.'*? In September 1988, the City of Fuzhou in
Fujian Province by a legal circular stretched the leasing periods to eighty
years for commercial development, ninety years for residential high-rise con-
struction, and ninety-nine years for burial plots.!** By a subsequent de-
cree,!** the city followed the practice of most localities in seiting the
maximum lease period at seventy years. This happened to be in line with the
State Council Land Use Rights Regulations promulgated subsequently.!4?

136. For the Act, see Fazhi Ribao, Dec. 30, 1989, at 2.

137. See Legislation Survey, supra note 2, at 6.

138. These two considerations prompted the Crown to cease the practice of granting very
long leases in Hong Kong. See Note, supra note 96, at 532

139, The Shanghai regulations specify a maximum period of fifty years for most purposes
other than industrial developments, which are limited to forty years, and recreational projects,
which are limited to twenty years. Shanghsai regulations, supre note 80, art. 8. The Shenzhen
regulations, promulgated within two days of those of Shanghai, stipulate that the maximum
period shall be determined in accordance with the requirements of the project, not to exceed fifty
years. Shenzhen regulations, supra note 79, art. 16.

140. Hainan reguiations, supra note 81, art. 22,

141. Guangzrhou regulations, supra note 83, art. 5; Renmin Ribao (Overseas), Aug. 14, 1989,
at 1.

142. Tianjin regulations, supre note 87, art. 9; Renmin Ribao (Overseas), Aug. 9, 1989, at 1,

143.  See supra note 78. For a general survey of the leasing period among various localities,
see Legislation Survey, supra note 2, at 6-7.

144. The Fuzhou Measures for Compensated Grant and Transfer of Use Rights in State-
Owned Land, art. 7, proclaimed May 8, 1989, and reprinted in JINGII YU FALU [Economy and
Law, Hong Kong], 1990, Ne. 2, at 32.

145, See supra note 94, art. 12.
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During the whole period of the contract, the holder of the land use cer-
tificate is entitled to the land use rights. There are provisions, however, for
expropriation on payment of “appropriate compensation.”'*¢ Since the pri-
mary market is completely monopolized by the state and since the secondary
market is likely to remain very thin for some time, it may be very difficult to
determine what will be considered fair or “appropriate” compensation.

G. Assignability

The major breakthrough in China’s urban land reform is the develop-
ment of assignable land use rights, facilitating sale, exchange, mortgage, gifts
and inheritance. All land regulations, however, place some restrictions on
assignment.’*’ Thus in the Shanghai regulations,'*® and perhaps also in
those of Hainan,'*® the original purchaser of the land use rights must com-
plete the capital investments undertaken in the original granting contract
before they will be permitted to assign the rights for the remainder of the land
use period. The Shenzhen regulations require only that twenty-five percent of
the contracted investment be paid before the use rights may be assigned.!*°
These provisions are an understandable attempt to curtail speculation in land
use rights—an activity that would no doubt be highly lucrative in these rap-
idly growing economic zones.

Unfortunately, these restrictions may also inhibit the development of the
market for land use rights. The more recent Guangzhou regulations wisely
refrain from imposing any such restrictions, as land use regulations and lease
contracts usually already call for the assignee to complete the project and
comply with the covenants stipulated in the original contracts.'>! So long as
the development conditions and covenants are fulfilled, state approval is not
required and assignments can be effected by registration.’>* Partial assign-
ments, however, may require approval, as in subdivision control legislation
present in some Western land systems.'*3

146, See, e.g, Shanghai regulations, supra note 80, arts, 42-44.

147, See Legislation Survey, supra note 2, at 8-9.

148. Shanghai regulations, supre note 80, art. 26,

149. It is not perfectly clear whether the Hainan regulations require that the original trans-
feres satisfy the conditions of the contract. The wording may be interpreted as permitting trans-
fer subject only to the condition that someone satisfy them. The regulations provide: “Subject to
compliance with the relevant conditions, a land user that has acquired lang use rights through the
government’s compensatory transfer system may assign the land use rights . . . .” Hainan regula-
tions, supra note 81, art. 24 {(emphasis added).

150. Shenzhen regulations, supra note 79, art, 20.

151, See Guangzhou regulations, supra note 83, art, 16, See also supra note 109

152. For the procedures for the assignment of land use rights, see Guangzhou regulations,
supra note 83, arts. 15.28,

153. For example, the Shanghai regulations require approvai for all partial assignments.
Shanghai regulations, supra note 80, art. 26. However, the Guangzhou regulations expressly
provide for partial assignment without prior approval unless otherwise stipulated in the original
contract. Guangzhou regulations, supra note 83, art. I3,
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H. Reversion and Extension

At the end of the contracted land use period, all rights to the land, to-
gether with any buildings on it, revert to the state.!>* The land use contract
may stipulate that the developer must either clear away or dismantle certain
equipment and buildings or pay clearing fees.'>®

All the new land use regulations, like those establishing the intermediate
payment for land use allocation (fudi piyong) system,'>® provide for the ex-
tension of the land use period.’*” Most contemplate that such an extension
would be effected through the negotiation of a new contract, upon the pay-
ment of a new fee.!5® The requirement that a new contract be formed would
seem to imply that new investment undertakings may be required as well,
although this is not at all certain. The key appears to be in the payment of a
new transfer fee. Since the expectation is that renewal should be relatively
straightforward under the intermediate system, the same should be true of
this lr;gw system. The recent Guangzhou Land Use Regulations confirm
this.

I Fees and Taxes

As discussed earlier,’® one of the key features of the reforms, is the
payments for land use: land transfer fees and annual land use fees. There
are, in addition, a number of other fees and taxes that are levied on land and
land transactions. A brief review of these levies will indicate that they are not
dissimilar to those found in market economies.

As in most other civil law countries, the first transaction tax usually
encountered is the stamp duty (vinhua xue).'s' It is charged upon the mak-
ing of all legal documents, including land contracts (at 0.1% of the contract
value) and certificates (at the flat rate of %5 per document). Foreign invested

154. See e.g. Shanghai regulations, supra note 80, art. 41.
155. Id

156. See supra note 70 and accompanying text.

157. See Legislation Survey, supra note 2, at 6.

158. Interview with knowledgeable Chinese officials (August 1989),

159. “If the party with title to the land use rights wishes to continue to use the land after the
expiry of the land use term, an application for an extension of the term of usage may be submit-
ted to the Administrative Commission six months before the expiry of the term and, following its
approval, a new transfer contract based on the current price of land use rights shall be signed
with the Administrative Commission.” Guangzhou regulations, supre note 83, art. 36.

160. See supra part ITL.C, page 24.

161. The State Council Provisional Rules on Stamp Duty, 1988 China Laws For Foreign
Business (CCH Austl. Ltd.) § 31-712 [hereinafter Provisional Rules on Stamp Dutyl].
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enterprises, which are required to pay Consolidated Industrial and Commer-
cial Taxes, 52 however, are exempt.'® Failure to pay the stamp duty is pun-
ishable by fines.!®*

Another transaction tax is the contract tax (gi xue),'®* which resembles
land transfer taxes in other jurisdictions. It is levied on all contracts for the
assignment of land use rights and, in some localities,'*® also on the original
transfer from the state. The rate, based on the Contract Tax Law of 1950,'¢”
is six percent of either the purchase price or, in the case of a gift or exchange,
the current value,!®

All urban real estate in China, not only that acquired under the newly
reformed iand system, is subject to taxes analogous to property taxes in other
countries. Thus, buildings owned by domestic Chinese enterprises or individ-
nals are subject to the Urban Building Tax at the rate of 1.2% of current
value.'®® Land in the hands of domestic enterprises or individuals is taxed at
rates ranging from *¥0.30/m? to ¥6/m? in small towns,'’® and from ¥0.50/
m? to ¥10.00/m? in large cities.!”’ Foreign invested enterprises pay taxes
both on buildings and land use rights under the 1950 Urban Real Estate Tax
regulations.!” Under these regulations, the building tax is one percent and
the land tax is 1.5% of the average price of similar properties in the vicinity.

All these taxes are relatively low and are in forms familiar to Western
businesses. Of greater concern is whether substantial capital gains taxes will
be imposed on land holdings in China. So far, no central law imposes such a

162. See A.J. BAssON & L1 JINYAN, TAXATION OF FOREIGN INVESTMENT IN THE PEO-
PLE'S REPUBLIC OF CHINA 103-10 (1989).

163. Foreign Enterprises Exempt From the Stamp Tax, Renmin Ribao (Overseas), Aug. 8,
1989, at 1.

164, Provisional Rules on Stamap Duty, supra note 161, art. 13.

165. See the Shanghai regulations, supra note 80, arts. 45-46, which refer to the Detailed
Rules for the Implementation of the Provisional Regulations of Shanghai Municipality on Con-
tract Tax.

166. For example, Guangzhou charges 8 2.5% "“management fee” on transfer and assign-
ment prices and 3% on the current value of a gift or exchange. Guangzhon Measures, supra note
83, art. 30.

167. Zhongyang Renmin Zhengfu Faling Huibian 1949-50 [Compendium of the Central
People’s Government 1949-50), art. 5, (Law Publishing House 1982).

168. See Shanghni regulations, supra note 80, art. 5(1). Compare with the Hong Kong Lease
Assignment Tax of three percent, see Note, supra note 96, at 533.

169. Provisional Regulations on Real Estate Tax, 1988 China Laws For Foreign Business
(CCH Austl. Ltd.) § 39-505. Since implementing regulations have yet to be enacted, it is unclear
how the property is to be assessed in the absence of an established real estate market.

170. Provisional Regulations of the PRC Governing Land Use Tax in Cities and Towns, art.
4, 1988 China Laws For Foreign Business (CCH Austl, L.td.) § 39-509 (1988). These taxes, with
the lowest base rate starting at ¥0.30/m? and ranging to ¥10.0, do not adequately refiect the
great variety of land values. As such, they do not provide much incentive for domestic enter-
prises to make the best use of their land.

171. Id

172. Provisional Regulstions Governing the Urban Real Estate Tax, art. 6, 1988 China
Laws For Foreign Business (CCH Austl. Ltd.) { 39-500.
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tax. Some localities nonetheless charge capital gains “fees” on assign-
ments,!” though under the constitutional practice, only the central govern-
ment has power to levy taxes.!'” The city of Haikou charges a twenty
percent “fee” on profits from the assignment of land use rights.!”
Guangzhou levies a capital gains “fec” on a progressive scale, starting at fif-
teen percent and going up to a maximum of fifty percent.!’® Shenzhen and
Shanghai do not charge such *fees.” Whether there should be a capital gains
tax on property is currently a matter of contention, The prevailing view
among officials'”” is that such a tax is not necessary since profits are already
captured by other taxes.!”®

J.  Nature of the New Reform

The new land system improves on the traditional administrative and in-
termediate systems by creating a more fiscally realistic allocation process and
by expanding the land use rights created under it. The user’s rights to pos-
sess, use and derive profits from land are protected by law. These rights are,
however, limited to surface rights only. All underground natural resources
and objects are invariably reserved for the state.!’” The ability to dispose of
land use rights by assignment and mortgage has also been established.'®”
Also, as discussed previously,'®! assignment by private agreement is now sub-
ject only to fairly reasonable planning and anti-speculation conditions. These

173. See Hainan regulations, supre note 81, arts. 17, 27. The CCH translation renders the
term zengzhi xue as “value added tax” but notes that *‘capital gains tax” is also a possible transla-
tion. The Guangzhou regulations impose *“value added fees” (zengzhi fei) at progressive rates up
to fifty percent of the capital gain. Guangzhou regulations, supra note 83, art. 33,

174. Interview with the State Council Bureau of Legal Affairs (June 1990). However, the
Constitutional provisions are silent as to whether the local government has taxation authority.

175. Haikou Provisions, supru note 82, art, 28.

176. Guangzhou regulations, supra note B3, art. 33. The increments are as follows: 15% tax
if the capital gain is 100% or less of the original price; 30% on any portion of capital gain
between 100% and 200%; 40% on the next 1009 increment; and 50% on any increment over
3009%. Id.

177. Interviews with officials at the State Council Bureau of Legal Affairs (August 1989).

178. See the Consolidated Commercial and Industrial Tax, referred to in the Shanghai regu-
jations. Shanghai regulations, supns note 80, art. 48. Sec also the income tax laws concerning
foreign enterprises, discussed in T. GELATT & T. CHANG, CORPORATION AND INDIVIDUAL
TAXATION IN THE PRC (2d cd. 1987).

179. See, e.g., Shanghai regulstions, supra note 80, art. 3; Guangzhou regulations, supra note
83, art. 3; Hainan regulations, supra note 81, art. 19. This differs from common law principles,
whereby tenants in fee simple are entitled to all mines and minerals under their land. R.
MEGARRY, MANUAL OF THE LAW OF REAL PROPERTY 570 (4th ed. 1969). The distinction is,
however, attenuated by the fact that most common law jurisdictions have encroached on the fee
simple mineral rights by various statutes or by reservations contained in the grants of public land
that vest specific mineral rights in the state. See R. MEGARRY & H. WADE, THE LAWw oF REAL
PrOPERTY TI (4th ed. 1975).

180. See, e.g., Shanghai regulations, supra note 80, art. 2(2); Shenzhen regulations, supra
note 79, art. 19.

181. See supra part 111G, page 30
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rights are proprietary in nature and come very close to resembling the full
rights of ownership,'®?

Property ownership, as defined in the General Principles of Civil Law,
comprises the “rights of an owner, according to the law, to possess, use, reap
benefit from and dispose of his own property.”!%? Only the limit on the dura-
tion, therefore, prevents the land use rights from encompassing the complete
rights of ownership. Moreover, these limits are being increasingly relaxed.
The fifty-year maximum adopted by Shanghai and Shenzhen in early 1988
was subsequently lengthened to seventy years in most localities,'®* and na-
tionwide according to the State Council regulations.!®* In addition, although
it may be premature, all signs indicate that obtaining extensions of the origi-
nal leases will become a matter of course.'®¢

The reform of the urban land system and the introduction of real estate
markets in China are clearly under way. Trends established by the local laws
indicate that the contracts are becoming increasingly flexible as the govern-
ment replaces direct control with regulation and tax incentives, giving the
land user a significant measure of proprietary rights,

The advantages of this system compared with the old are manifest: ri-
gidity, waste and inefficiency have been replaced with flexibility, prudence
and productivity. Assignability makes possible the voluntary transfer of land
to more productive uses. The clearer definition and increased protection of
proprietary interests in land will enable planning and encourage long term
investment by land users while the ability to mortgage these interests will
facilitate the growth of the capital markets needed to fund such
investments. 187

IV. TRANSITION TO THE NEW SYSTEM

The majority of urban land remains under the old administrative alloca-
tion system of free and perpetual use, and to a much lesser extent the interme-
diate system of payment for land use allocation.'®® In order to provide a legal

182. Most Chinese commentators are of the view that land use rights under the new system
are not mere contractual rights but are also proprietary in nature. See, e.g., Jin Ligi & Xu Ming,
On Land Management Rights, ZRONGGUO FAxug, 1989, No. 1, at 59; Cai Zhilong, Some Legal
Questions on Compensated Land Use Rights, ZHONGGUO FAXUE, 1989, No. 3, at 69.

183. General Principles of Civil Law, suprg note 24, art. 71.

184, See supra part IILF, page 28,

185. See supra note 145 and accompanying text.

186. Interviews with officials at the State Bureau of Land Administration (May 1988) and at
the State Council Bureau of Legal Affairs {August 1989).

187. See also Wang Jiafu, “On China's Compensatory Transfer of Land Use Rights Sys-
tem,"” speech delivered at the World Peace through Law Conference, Beijing, China, April 1990
(on file at the offices of the International Tax & Business Lawyer).

188. Id. The new assignable land use rights system is currently applicable in selected urban
areas for experimentation. See the State Council Regulations, supra note 94, art. 51. It is also
applicable in SEZs, open coastal cities and ETDZs. See the State Council Large Scale Land
Development Regulations, supra note 95, art. 18,
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framework for the eventual transition of all land in China from the old ad-
ministrative system (xingzheng huabo) and the intermediate payment system
(tudi pipong) into the new assignable system (tudi shipongquan juanrang), the
State Council has adopted two pieces of legislation.

The first, the Provisional Regulations of the PRC Governing Land Use
Tax in Cities and Towns [hereinafter Tax Regulations], were effective No-
vember 1, 1988.18% As previously discussed,'* it imposes an annual tax on
Jand use ranging from 0.26 yuan/m’ in townships and industrial and mining
areas to 10 yuan/m? in large cities. In addition, the law provides that provin-
cial governments may raise these rates “appropriately” in developed areas.!”!
These taxes are meant to replace the annual land use fees being collected in
some localities under both the intermediate and the new systems and to pro-
vide incentives for enterprises nationwide either to make more efficient use of
the land themselves under the traditional system, or to join the new system
and assign its use to other enterprises that can employ it more efficiently.'*?

The second piece of legislation, the Provisional Regulations Governing
the Grant and Transfer of Use Rights in State Owned Urban Land!®® is
designed to facilitate the new system of compensatory assignments of land use
rights. The State Council adopted the draft regulations just ten days after the
Tax Regulations, but did not promulgate them until nearly two years later'>*
because of jurisdictional disputes within the State Council.'®® The regula-
tions that became effective on the date of their promulgation contained a
chapter with transitional provisions whereby enterprises already possessing
land under the old administrative system could enter into contracts with the

189. Provisional Regulations of the PRC Governing Land Use Tax in Cities and Towns,
1988 China Laws For Foreign Business (CCH Austl. Ltd.) { 39-509 (Sept. 27, 1988) [hercinafter
Tax Regulations].

190, See supra notes 170-71 and accompanying text.

19]. Tax Regulations, supra note 189, art, 5.

192, Interview witk knowledgeable Chinese officials (August 1989).

193. See State Council’s 14th General Meeting Adopts in Principle the Provisional Regulations
on Urban State Land Use Rights Transfer and Assignment, Renmin Ribao (Overseas), July 23,
1588, at 1.

194. See supra note 94 and accompanying text.

195. The jurisdictional dispute concerns the question of which ministry within the State
Council is to collect this fee and administer the new system. The Ministry of Construction ar-
gues that land administration cannot be separated from the administration of construction and
development projects, for which they are responsible. According to a Chinese official at the State
Council Bureau of Legal Affairs interviewed by the author in August 1989, the State Land Ad-
ministration contends that urban land administration should not be separated from rural land
administration, for which they are responsible. The jurisdictional dispute is not fully settled in
the newly proclaimed State Council Regulations. See supra note 94, arts. 7, 25. The author was
advised by a State Council legal official in June 1990 that it will be resolved in the forthcoming
organic regulations of the State Council.

The enactment of the tax law was not delayed because there was no dispute as to who would
be responsible for administering it. Article 13 of the provisional tax regulations provide that
those regulations are to be interpreted by the Ministry of Finance and that implementing meas-
ures, to be adopted by provinces, autonomous regions and the three municipalities directly under
the central government, must be reported to the Ministry of Finance for the record. Tax Regula-
tions, supra note 189, art, 13.
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state that would delimit their land use rights and make them assignable,
thereby bringing them into the new system.!?® Fully implementing this “car-
rot and stick” legislative scheme would therefore likely advance the develop-
ment of the real estate market called for by the Thirteenth CPC National
Congress in 1987,

One could hardly expect that so radical a transformation should proceed
easily. The taxes imposed and fees collected for land use in localities experi-
menting with both the intermediate and the new reforms are so low that they
may provide only a weak incentive for bringing land under the new sys-
tem.'” Increases in the land use tax can only occur in coordination with
more general economic reforms, such as pricing and enterprise deregulation.
This presents a formidable challenge for the foreseeable future.

In the meantime, Hainan’s transition strategy may provide a temporary
solution. It plans to bring all perpetual land use rights now under the tradi-
tional and intermediate systems into the new one by redefining their duration
and applying a fee to them.'*® Units holding land acquired under the old
systems will be allowed to assign their newly defined land use rights and keep
half of the assignment profits.!*?

Recent events within China have dramatized the stress presented by eco-
nomic liberalization. In view of these events, one cannot help but question
the regime’s commitment to continuing modernization in general and reform
in urban land systems in particular. On June 9, 1989, in the very speech in
which he congratulated the army on its efforts on behalf of the state in
Tiananmen Square, Deng Xiaoping reaffirmed his resolve to continued eco-
nomic reform:

Is our basic concept of reforms and openness wrong? No. . . . [W]e must con-
tinue to persist in integrating a planned economy with a market economy.
There cannot be any change in this policy. In practical work we can place
more emphasis on planning in the adjustment period. At other times, there
can be a little more market regulation, so as to allow more flexibility. The

196. See the State Council Land Use Rights Regulations, supra note 94, ch. 7, especially art.
45. The State Council regulations however contain no provision regarding the transformation of
the intermediate payment system (twdi piong) into the new systern. This may be because the
intermediate system is already an improvement on the old system and the regulations’ transi-
tional provisions would become applicable when the use period under the intermediate system
expires.

197. See supra notes 121 and 170-72 and accompanying text for the applicable tax rates,

198, The Hainan regulations provide:

State land occupied by organs, groups, enterprises, public institutions, the armed
forces or individuals before the promutgation of these Measures shall also be sub-
ject to the implementation of the system of compensatory usage of land for speci-
fied periods of time. . . . If any of the above-mentioned land user units or
individuals conduct compensatory assignment of land use rights, it shall report the
details to the State Land Bureau. . . and shall carry out assignment procedures in
accordance with the law. Of the land price payment collected on the assignment
.. . 50% shall be paid to the municipal or county finance organ. , . .
Hainan regulations, supra note 81, art. 25.
199, 1d
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future policy should still be an integration of planned economy and market

economy. What is imporiant is that we should never change China into a

closed country.2®
Deng continued, saying that “[i]f there is any inadequacy to talk about, then I
should say our reforms and openness have not proceeded well enough.”!
Recent developments in the real estate field include the American company
MGM’s acquisition of a seventy year lease on 1.9 square miles of land in
Tianjin to build an industrial park,’°? and Guangzhou’s plans to lease seven
plots of downtown land totalling 10.4 acres.?®® These developments indicate
that the Chinese leadership does indeed want real estate markets in urban
China to emerge as a vehicle for attracting foreign investment.

V. THEORY AND IMPLICATIONS

The transition from the traditional method of state bureaucratic land
management to a system in which land use rights trade in a commodity mar-
ket was as innovative ideologically as it is economically. The key to making
the development of a commodity market ideologically consistent with social-
ist concepts of public ownership was the recent theoretical discovery that
*“yse and management” could be separated from “ownership.” The use/own-
ership distinction is a result of the ideological dilemma the government faces
in trying to adhere both to socialism and to commodity economics. On one
hand they must remain committed to “the four cardinal principles”;*>* on the
other hand, they are committed to economic modernization and the develop-
ment of an economy in which not only consumer goods, but factors of pro-
duction such as labor and land trade as commodities.?*?

This twist in the socialist perspective is achieved by the Chinese authori-
ties in two steps. The Chinese economy must pass through a stage of capital
accumulation (if not capitalism) before the material conditions of true social-
ism can be attained.?®®

In the report to the Thirteenth CPC National Congress, General Secre-
tary Zhao Ziyang thus proclaimed:

Our Party has already made a clear and definite statement on this question:
China is now in the primary stage of socialism. . . . We must proceed from this

200. FBIS-CHI, No.89-122, June 27, 1989, at 8, 10 (English translation).

201, Id.

202. Tianjin Signs Biggest Foreign Investment Prgject, Renmin Ribao (Overseas), Aug. 9,
1989, at 1. Itis estimated that the completion of the project will cost MGM approximately US$3
billion. :

203. China to Lease Seven Sites in Guangzhou to Foreigners, Asian Wall Street Journal
Weekly, Aug. 21, 1989, at 10,

204. These four principles are: (1) Adherence to the Socialist Read, (2) the Dictatarship of
the Proletariat, (3) the Leadership of the Communist Party and, (4) the Guidance of Marxism-
Leninism-Mao Zedong thought. See PRC Const. preamble, reprinted in 1988 China Laws For
Foreign Business (CCH Austl. Ltd.) | 4-500; Deng Xiaoping on Upholding the Four Cardinal
Principles and Combating Bourgeois Liberalization, BEUING REV., July 16-19, 1989, at 20-22.

205. Zhao Ziyang, supra note 1.

206. Id. at 26-27.
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reality and not jump over this stage. Under the specific historical conditions of
contemporary China, to believe that the Chinese people cannot take the social-
ist road without going through the stage of fully developed capitalism is to take
a mechanistic position on the question of the development of the revolution,
and that is the major cognitive root of Right [sic] mistakes. On the other hand,
to believe that it is possible to jump over the primary stage of socialism, in
which the productive forces are to be highly developed, is to take a utopian
position on_this question, and that is the major cognitive root of Left [sic]
mistakes. 297
Such high authority permitted both Chinese lawyers and economists to assert
in 1988%°® what Adam Smith asserted in 1776:2%° that a clear definition of
property rights is necessary to provide adequate incentives for investment and
individual initiative.

The Chinese have thus conceded that the old administrative practice of
gratuitous aliocation of perpetual land use rights erred in not allowing the
factors of production to be circulated.?'® What was needed was a conceptual
system of property rights encouraging the efficient circulation of productive
resources, while maintaining some semblance of socialism. The separation of
“use” from “‘ownership” accomplished this. As stated by a prominent econo-
mist in the Party’s theoretical journal, *[t]he fact that we have come to realize
the possibility of separation between ownership rights and operational rights
of the enterprises under ownership by the whole people should be taken as a
theoretical breakthrough.”?!!This was the innovation that permitted the
whole range of reforms from the household responsibility contract to the es-
tablishment of the foundations of real estate markets under the new land ad-
ministration system in urban areas.

If the economic reforms proceed as promised by Deng Xiaoping, and if
the land use system continues in the present direction, foreign and domestic

207. Id. at 25-26,

208. Zhou Qiren, Land System: Valid Property Rights, Long Term Tenancy, and Paid Trans-
Jer, I2vGI CANKAO [Economic References), Nov. 2, 1988, at 4, translated in FBIS-CHI, No. 88-
226, Nov. 23, 1988, at 41, 42.

See also, Song Tingming, Public Ownership, Profit Mechanisms, Contract Responsibility Sys-
tem, Renmin Ribao, Feb. 27, 1989, at 6, translated in FBIS-CHI, No. 89-043, Mar. 7, 1989, at
30, 31: “[N]o one can change the law that people are born to seck their own economic interests.
One can only bow to it.”

209. “Itis not from the benevolence of the butcher, the brewer or the baker, that we expect
our dinner, but from their regard to their own interest.” A. SMITH, THE WEALTH OF NATIONS
14 (Random House Ed. 1937), This radical departure from Marxist ontology is not being ac-
cepted easily by the Chinese authorities who continue, especially after the events in Tiananmen
Square, to denounce “bourgecis liberalism™ and consumerism,

210. See Zhou Quiren, supra note 208.

In the past, our system was to a very great extent under the condition that possess.
ing something equalled owning it. Factories had large numbers of machines and
equipment but they were not used or transferred; land was occupied but was not
fully used or sold. This is because society did not recognize the right to sell, and
returns were not protected.

Id. at 42.

211. Xiso Liang, A Decade of Ownership Study and Reform in Retrospect, QIUSHI [Seeking
Truth], 1988, No. 11, at 22, rranslated in FBIS-CH]I, No. 85-010, Jan. 17, 1989, at 48.
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Chinese investors alike may look forward to the development of vigorous real
estate markets in urban China.

The use of land in China will naturally remain subject to rigorous con-
trol by the state. Indeed, Deng's speech foreshadows “more emphasis on
planning in the adjustment period.”*!? However, unrestricted land use rights
have never existed, even in the West. In modern Western cities, land regula-
tion is, if anything, more extensive than that existing in China currently.
Only the most libertarian deny that some measure of social control over the
use of such an essential commodity as land is desirable.?"* The problem is to
strike a balance between the autonomy of the individual and the interests of
the community.?'*

From this point of view, the emerging urban land system in China is not
fundamentally different from what is common in the West: land will be man-
aged and operated on a decentralized basis by more or less autonomous indi-
viduals and corporate economic agents, subject to the planning requirements
of the state. What distinguishes the two systems is their differing points of
departure. In the West, where land has long been privately owned, the state
exerts control by regulation; in China, where the point of departure is state
ownership, similar results are achieved in a more proprietary manner—
through the use of leasing contracts. Of course, the balance struck in the end
may be quite different. In an excellent comparative study of Soviet and
American land use regulation, Professor John Hazard considers the balance
between community and individual interest.>* He notes that privately
owned land in the United States, where the balance is in favor of the private
owner, is being subjected to more restraints in the interest of community
welfare.2!®

Western property markets and Western economies in general have been
relatively prosperous under such regimes of regulated property rights. Per-
haps, with a similar system, China can hope to achieve equal results. In fact,
with the controlled duration of land use rights in China, the state effectively
imposes limited accumulation of wealth in property markets by individuals
and, by doing so, better preserves the public interest than could an unlimited
free market regime of land ownership. It is for this reason that, although the
gap between Chinese and Western land use systems is narrowing, the Chinese
system can hope to achieve even better results.

212. See supra note 200, at 10.

213. See, eg. R. Nozic, ANARCHY, STATE, AND UTORIA 3.9 (1974).

214. Of course, there is a very great difference in the underlying reasons for striking this
balance. Whereas in Western liberal democracies, the autonomy of the individual is an end in
itself, Chinese authorities view it mainly as a means of invigorating the economy. See¢ supra note
34, documents VI-VIL

215. Parker Schoo! of Foreign and Comparative Law, Soviet Legal Institutions: A Manual
for Comparison 73 (J. Hazard, ed. 1988} (unpublished course materials, Columbia University)
{on file at the offices of the International Tax & Business Lawyer).

216. Id.
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