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In a Federal Register notice published on May 3, 2004, the Department of Commerce (the

"Department") requested comments for the purpose of identifying relevant topics and issues for

discussion in the working group established at the April 21, 2004 meeting of the U.S.-China

Joint Commission on Commerce and Trade.! As indicated in the Department's request, these
q

discussions will focus on "the range of issues that are relevant to considering China's desire to no

longer be treated as a non-market economy country (‘NME’) under the U.S. antidumping law.

12

1U.S.-China Joint Commission on Commerce and Trade Working Group on Structural

Issues, 69 Fed. Reg. 24132 (Dep't Commerce May 3, 2004) (notice of hearing and request

for comments).
2 Id. at 24132-33.
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On behalf of United States Steel Corporation ("U.S, Steel"), we heréby submit the attached |
comments in response to the Department's request.

We also wish to notify the Department that we intend to have a witness testify at the
hearing on this matter on June 3, 2004. One of the undersigned will testify at the hearing on
behalf of U.S. Steel.

Thank you for your attention to this matter.

Jeffrey D. Gerrish

On Behalf of U.S. Steel
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L. INTRODUCTION

United States Steel Corporation submits these comments in response to the Department's
request for parties to identify topics and issues that are relevant to China's desire to no longer be
treated as a non-market economy country ("NME") under the U.S. antidumping law.! Section
771(18)(]3) of the Tariff Act of 1930, as amended (the "Act"), provides that, in determining
whether a country is an NME, the Department shall take into account:

(i) the extent to which the currency of the foreign country is convertible into the
currency of other countries,

(ii) the extent to which wage rates in the foreign country are determined by free
bargaining between labor and management,

(iii) the extent to which joint ventures or other investments by firms of other
countries are permitted in the foreign country,

(iv) the extent of government ownership or control of the means of production,

(v) the extent of government control over the allocation of resources and over the price
and output decisions of enterprises, and

(vi) such other factors as . .. {the Departnﬁent} considers appropriate.
Whether these criteria are considered individually or collectively, the overwhelming weight of
the evidence demonstrates that China remains far from exhibiting even the most basic elements
of a market economy.

Indeed, in a statement made as recently as April 28, 2004, Secretary of Commerce Donald

Evans referenced the six statutory criteria that must be considered in determining whether China

1.S.-China Joint Commission on Commerce and Trade Working Group on Structural
Issues, 69 Fed. Reg. 24132 (Dep't Commerce May 3, 2004) (notice of hearing and request

for comments) ("Request for Comments on U.S.-China Joint Commission").
2 19 U.8.C. § 1677(18)(B)(2001).
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can be granted market economy status.” With respect to the first two criteria, Secretary Evans
unequivocally stated that "the law is clear: China will fail to meet Market Economy status until
market forces set labor and currency rates,™ Similarly, Secretary Evans stated that " {u}ntil
market forces set economic decisions — including labor and currency rates, China will remain a
non-market economy."® As recognized by Secretary Evans, fundamental changes must be made
in the Chinese economy before it may be considered a market economy. This is clear from a
consideration of each of the six statutory criteria set forth in Section 771(18)(B) of the Act.

IL CHINA’S CURRENCY IS SIGNIFICANTLY UNDERVALUED AND IS NOT
CONVERTIBLE

In determining whether a country is an NME, the Department is directed to consider the
extent to which the currency of the foreign country is convertible into the currency of other

countries.® As the Department has recognized,

{a} particular country's integration into world markets is highly dependent upon
the convertibility of its currency. The greater the extent of currency convertibility,
for both trade and investment purposes, the greater are the supply and demand
forces linking domestic market prices in the NME country to world market prices.
The greater this linkage, the more market-based domestic prices tend to be,’

3 Statement from Commerce Secretary Donald L. Evans on America's Economic Relation-

ship with China, Apr. 28, 2004, available at Witp://www.commerce.gov/opa/press/
2004_Releases/April/28_Evans_China_stmt.htm ("Statement of Commerce Secretary

Evans"), attached as Exhibit 1.
! Id.
? Id.
6 19 U.S.C. § 1677(18)(B)(1)(2001).

7 Memorandum from Albert Hsu, et al. to Faryar Shirzad, Assistant Secretary for Import
Administration, Regarding Inquiry into the Status of the Russian Federation as a Non-
Market Economy Country Under the U.S. Antidumping Law (June 6, 2002) ("Russia
NME Memo") at Analysis of Section 771(18)(B) Factors (Public Document),

402057.02-D.C. S2A 2



As widely reported and as recognized by officials around the globe, the Chinese government has
adopted a policy of deliberately undervaluing its currency, the yuan (also called the renminbi),
and that currency is not convertible info the currency of other countries.

Indeed, the yuan is, and will continue to be, nonconvertible on a capital account basis.® -
This means that export earnings in foreign exchange, plus foreign direct investment not utilized
for purchases on current account, have to be sold to the Chinese central bank for yuan at a fixed
exchange rate” Thus, the Chinese government has intervened and continues to intervene in the
market through mandatory foreign exchange sales to the central bank. In fact, China is purchas-
ing U.8. dollars at a staggering rate of approximately $120 billion per year.” As of the end of

2003, the foreign exchange reserves held by the Chinese government stood at an incredible

$403.3 billion,"

8 "The National Security Implications of the Economic Relationship between the United
States and China,"” Report to the Congress of the U.S.-China Security Review Commis-
sion (July 2002) ("U.S.-China Security Review Commission Report™), Chapter 2,
attached as Exhibit 3; Ernest H. Preeg, "Exchange Rate Manipulation to Gain an Unfair
Competitive Advantage: The Case Against Japan and China," Paper Presented for a
Conference on the Dollar at the Institute for International Economics (Sept. 24, 2002)
("Ernest H. Preeg Paper on Exchange Rate Manipulation™) at 4, attached as Exhibit 4.
Chinese Premier Wen Jiabao stated in November 2003 that it would take "a very long
period of time and arduous efforts” before the yuan would become fully convertible.
"Country Commerce — China," Economist Intelligence Unit (Feb. 2004) ("Country
Commerce — China"), at 60, attached as Exhibit 5.

? Emest H. Preeg Paper on Exchange Rate Manipulation at 4, attached as Exhibit 4.

10 Record of the September 25, 2003 Hearing Conducted by the U.S.-China Economic and
Security Review Commission on "China's Industrial, Investment and Exchange Rate
Policies” (Oct. 14, 2003) ("U.S.-China Economic and Security Review Comm’n Septem-
ber 25, 2003 Transcript") at iii, attached as Exhibit 6.

i "Country Commerce — China" at 59, attached as Exhibit 5.
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The purpose and effect of these large-scale purchases of foreign exchange by the Chinese

central bank has been to manipulate the value of the yuan.'? For the last ten years, the Chinese

government has maintained a fixed exchange rate for the yuan relative to the dollar.”® The rate

has been pegged at about 8.28 yuan to the dollar for this entire period. In other words, China

has undervalued its currency through large official purchases of dollars in order to maintain an

exchange rate lower than would otherwise occur under market conditions.” Economists have

estimated that China's currency could be undervalued by as much as 40%.'¢ This makes Chinese

exports cheaper, and exports from the United States and other countries to China more expen-

sive, than would be the case if exchange rates were determined by market forces,

The fact that China has intervened heavily in the market so as to artificially undervalue its

currency is not disputed. Indeed, President Bush, Treasury Secretary Snow, Commerce Secretary

- Evans, European Union officials, and Chinese officials themselves have all acknowledged as

much."”

See Ernest H. Preeg Paper on Exchange Rate Manipulation at 4, attached as Exhibit 4;
U.S. House of Representatives Committee on Ways and Means, Testimony of John B.
Taylor, Under Secretary of Treasury for International Affairs, on "Economic Relations
Between the United States and China and China's Role in the Global Economy" (Oct. 30,
2003) ("Testimony of Treasury Under Secretary Taylor"), attached as Exhibit 2.

Testimony of Treasury Under Secretary Taylor, attached as Exhibit 2; U.S.-China
Security Review Commission Report at Chapter 2, attached as Exhibit 3.

Testimony of Treasury Under Secretary Taylor, attached as Exhibit 2.
U.S.-China Security Review Commission Report at Chapter 2, attached as Exhibit 3.
See Ernest H. Preeg Paper on Exchange Rate Manipulation at 5, attached as Exhibit 4.

See "Bush Again Admonishes China for Its Trade and Currency Policies,” Associated
Press Worldstream (Jan, 21, 2004), attached as Exhibit 7; "Snow to Press China on
Currency Policies," Associated Press Online (Nov. 21, 2003), attached as Exhibit 8;
Commerce Secretary Evans Statement, attached as Exhibit 1; "Euro-dollar Stability
Linked to Asia Currency Developments: Lamy," Agence France Presse (Dec. 23, 2003),
{continued...)
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Accordingly, 1t is clear that the value of China's currency is not set by the free flow of
currency and goods between countries. The Chinese government's intervention in the market by
maintaining capital controls, hoarding currency, and pegging exchange rates demonstrates that
China's currency is not reflective of market forces and is not convertible.

III. WAGE RATES IN CHINA ARE NOT DETERMINED BY FREE BARGAINING
BETWEEN LABOR AND MANAGEMENT

To determine whether a country remains an NME, the Department must also
consider “the extent to which wage rates in the foreign country are determined by free bargaining
between labor and management.”'® The Department has determined that “{t}he reference to ‘free
bargaining between labor and management’ reflects concerns about the extent to which wages are
market based, i.e., about the existence of a market for labor in which workers and employers are
free to bargain over the terms and conditions of employment."'® Because wages are an important
component of producer costs and prices, the manner in which they are set is “an important
indicator of a country’s overall approach to setting prices and costs in the economy.”® As
demonstrated below, labor conditions in China are abysmal and reflect the complete absence of

anything approaching free bargaining between labor and management.

(...continued)
attached as Exhibit 9; U.S.-China Economic and Security Review Comm'n September 25,
2003 Transeript at 46, attached as Exhibit 6.

18 19 U.S.C. § 1677(18)(B)(ii}2001).

Memorandum from Lawrence Norton et al. to Joseph A. Spetrini, Acting Assistant
Secretary for Import Administration, Regarding the Antidumping Duty Administrative
Review of Certain Small Diameter Carbon and Alloy Seamless Standard, Line and
Pressure Pipe from Romania - Non-Market Economy Status Review (Mar. 10, 2003)
("Romania NME Memo™) at 8 (Public Document); see alse Russia NME Memo at
Analysis of Section 771(18)(B) Factors (Public Document) (same).

2 Romania NME Memo at 8 (Public Document); see also Russia NME Memo at Analysis
of Section 771(18)B) Factors (Public Document) (same).
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First, Chinese workers have virtually no freedom of association or rights of collective
bargaining. The U.S. Department of State found in February of this year that the All-China
Federation of Trade Unions ("ACFTU"), which is controlled by the Communist Party and headed
by a high-level Party official, continues to be the sole legal workers' organization in China.
Independent unions are illegal.* Indeed, as recognized by the Congressional-Executive
Commission on China in its 2003 Annual Report,

{t¥he Chinese government denies its citizens the freedom to associate and forbids

them from forming independent trade unions. The government has made no progress in

the past year toward respecting this right, and continues to use the All-China Federation

of Trade Unions (ACFTU) as a tool of Communist Party control of union activity. China
continues the practice of imprisoning labor leaders as a means of repressing independent
labor activity.”

In addition, workers in China have no right to strike under Chinese law.” In fact, the

Chinese government has in the past taken swift action to halt any form of protest by workers.

Protest leaders are typically subjected to harassment, arrest, detainment for Jong periods without
trial, and, ultimately, lengthy prison sentences.**

The inability of Chinese workers to freely organize and bargain collectively clearly
prevents them from being able to represent and defend their interests with management. Not

surprisingly, Chinese workers have no effective legal or contractual protections with respect to

their wages and working hours.”® In much of China, particularly in the export-producing areas of

A "China: Country Reports on Human Rights Practices — 2003," Bureau of Democracy,
Human Rights, and Labor, U.S. Dep't of State (Feb. 25, 2004) ("State Dept. Report on
Human Rights") at 34, attached as Exhibit 10.

2 Congressional-Executive Commission on China 2003 Annual Report (Oct. 2, 2003)
("Congressional-Executive Comm'n 2003 Report”) at 24, attached as Exhibit 11.

2 State Dept. Report on Human Rights at 36, attached as Exhibit 10.
2 Id. at 35-36; Congressional-Executive Comm'n 2003 Report at 25, attached as Exhibit 11.

= See State Dept. Report on Human Rights at 37, attached as Exhibit 10; Congressional-
{continued...)
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southemn China, workers continue to work hours substantially in excess of legal limits and for
extremely low wages.”® In many industries, compulsory overtime is common, often without
overtime pay.’ In fact, workers frequently are not paid even the paliry wages that they are due.

The health and safety conditions in Chinese factories are also astoundingly poor and
reflect the total lack of free bargaining between labor and management. According to conserva-
tive estimates, workplace accidents killed approximately 140,000 Chinese workers in 2002.% In
addition, Chinese media sources reported 250,000 injuries and more than 30,000 deaths in
workplace accidents in the first quarter of 2003 alone.®® China has the dubious distinction of
being ranked by the ILO as the world "leader” in industrial accidents.3! Moreover, as recognized
by the Congressional-Executive Commission on China,

Migrant workers living in dormitories connected with factories in southern China

often face conditions of severe overcrowding, lack of proper sanitation facilities,

and inadequate fire and safety protection. Many have been denied medical care,

access to schools for their children, and other social benefits.*

These dormitories also extend management control over workers beyond work hours and allow

for near-total control over their lives.”

2 (...continued)

Executive Comm'n 2003 Report at 26, attached as Exhibit 11.
% Congressional-Executive Comm'n 2003 Report at 26, attached as Exhibit 11.
27 State Dept. Report on Human Rights at 37, attached as Exhibit 10.

B "A ‘Race to the Bottom’ — Globalisation and China's labour standards,” China Perspec:
tives (March-April 2003) ("A Race to the Bottom"), at 46, attached as Exhibit 12.

» Congressional-Executive Commission on China, Statement of Mil Niepold (Apr. 28,
2003), attached as Exhibit 13.

e Id.

3 Id.

2 Congressional-Executive Commission on China 2002 Annual Report (Oct. 2, 2002) at 23,
attached as Exhibit 14.

33 "A Race to the Bottom" at 46, attached as Exhibit 12.
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Furthermore, forced labor in several different forms is common in China. Forced labor is
an integral part of China's prison system whether the prisoner is detained for "re-education
through labor" by administrative means without trial or forced to engage in labor while serving a
formal criminal sentence. Chinese prison laborers are forced to work under conditions that
violate China's own law and international labor standards.** But the Aukou, or household
registration, system in China is an even more egregious form of forced labor. Under the Aukou
system, all Chinese citizens are required to li?c and work in the place where they are permanently
registered. The vast majority of Chinese citizens are registered in rural areas and, therefore, are
unable to seek better—paﬁng urban jobs without obtaining temporary residence and work permits
required by the hukou system. However, to obtain these permits, they must pay substantial fees
to government officials and employers. These fees result in heavy debt burdens that make it
virtually impossible for the workers in question to change jobs. In addition, employers often take
away the workers' permits, thereby precluding the workers from even attempting to seek another
job. In short, the sukou system creates a system of forced labor.*

Finally, while Chinese authorities deny that child labor 1s a problem, there are strong
indications to the contrary. Indeed, the Congressional-Executive Commission on China found in
its 2003 Annual Report that " {c}hild labor continues to be a significant problem in China."

In sum, labor conditions in China are among the worst in the world and clearly are not the

product of free bargaining between labor and management.

3 Congressional-Executive Comm'n 2003 Report at 26-27, attached as Exhibit 11.
33 See "A Race to the Bottom™ at 44-47, attached as Exhibit 12.
36 Congressional-Executive Comm'n 2003 Report at 23, attached as Exhibit 11.
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IV. CHINA MAINTAINS SIGNIFICANT RESTRICTIONS ON FOREIGN DIRECT
INVESTMENT

In assessing whether a foreign country has moved to a market economy, the Department
must further examine the “extent to which joint ventures and other investments by firms of other
foreign countries are permitted.””’ As the Department has recognized,

Opening an economy to foreign investment tends to expose domestic industry to

competition from market-based suppliers and the management, production and

sales practices that they bring. It also tends to limit the scope and extent of

government control over the market, since foreign investors, as a general rule,

demand a certain degree of autonomous control over their investments.”

In evaluating this factor, the Department does not simply analyze whether the formal legal
framework for foreign direct investment appears to be hospitable.”” The Department must also
evaluate "developments in the economy" to determine whether the country in question is truly
open to foreign direct investment.*

While, on its face, China's economic system may appear to be conducive to foreign direct
investment, the facts tell a different story. China receives far less foreign direct investment per
capita than many other developing as well as developed countries. For example, in 2000, China

received $30 per capita in foreign direct investment while Argentina received $315 per capita and

OECD member countries received an average of $1,321 per capita.*’ Moreover, the OECD has

¥ 19US.C. § 1677(18)(B)(iii)(2001).

3% See Russia NME Memo at Analysis of Section 771(18)(B) Factors (Public Document);
see also Romania NME Memo at 11 (Public Document) (same).

3 Memorandum from George Smolik to Faryar Shirzad, Assistant Secretary for Import
Administration, Regarding Antidumping Duty Investigation of Silicomanganese from
Kazakhstan — Request for Market Economy Status (Mar. 25, 2002) at Analysis of Section
771(18)(B) Factors (Public Document).

40 Id.
4 See "Attracting Investment to China,” OECD Observer (Sept. 2003) ("Attracting Invest-
ment to China"), at 2, attached as Exhibit 15.
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observed that its members "have so far provided a disproportionately small amount of foreign
direct investment to China, at least partly because of perceived weaknesses in the legal and
regulatory framework for investment."*

Indeed, the legislation governing foreign investment in China can be bewildering and
often arbitrary, thereby posing enormous obstacles to entering the Chinese market. All foreign
entities seeking to invest in China must get advance approval from the government. Proposed
projects are divided into four categories: encouraged, restricted, permitted, or prohibited.*
China guides new foreign investment towards "encouraged" industries and regions. With respect
to the "restricted" industries, a Chinese controlling or majority stake is typically required.* And
for "prohibited" industries, such as traditional Chinese crafts and the futures industry, foreign
direct investment is simply prohibited.*® Chinese law also imposes strong barriers against
foreign investors seeking to enter a local market through mergers and acquisitions. "’

In addition, China's legal and regulatory system lacks transparency and consistent -
enforcement despite the promulgation of thousands of regulations, opinions, and notices affecting
foreign investment.* According to the U.S. State Department, " {f} oreign investors continue to

rank the inconsistent and arbitrary enforcement of regulations and the lack of transparency as two

4 Id. at 3. _

# See "Country Commerce — China" at 23, attached as Exhibit 5.

44 Id. at 18; "Attracting Investment to China" at 5, attached as Exhibit 15.

43 "China Country Commercial Guide FY 2004," U.S. Commercial Service, U.S. Depart-
ment of State (2004) ("China Country Commercial Guide™), at 67, attached as Exhibit 16.

46 " Attracting Investment to China" at 5, attached as Exhibit 15.

4 See "Country Commerce — China" at 26, attached as Exhibit 5.

4 "Country Commerce — China” at 8-9, attached as Exhibit 5; "China Country Commercial

Guide" at 56, 81, attached as Exhibit 16.
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major problems in China's investment climate."®® Specifically, important new policies and rules
in China are often treated as internal matters and are ﬁot made available to foreign firms.*® The
security of contracts is also a problem for foreign investors due to the maze of regulatory
difficulties they face in trying to enforce contracts.”® Furthermore, China still has failed to
develop an impartial and effective court system.*

For all of these reasons, the legal and business environment in China continue to impose

undue constraints on foreign direct investment.

V. THE MEANS OF PRODUCTION REMAIN SUBSTANTIALLY IN THE CON-
TROL OF THE CHINESE GOVERNMENT

In its NME analysis, the Department must examine "the extent of government ownership
or control of the means of production."” As demonstrated below, the government continues to
control much of the means of production in China, in particular through its ownership of large
industrial companies.

Indeed, the 1.S. State Department has recognized that "state-owned or state-controlled
entities continue to play the leading role in the Chinese economy."* Traditional state-owned
enterprises ("SOEs") and corporations with a majority of their shares held by the state.still
account for approximately 42% of China’s annual gross industrial production.” Moreover, SOEs

continue to generate over 50% of industrial value-added and employ more than half of the

N "China Country Commercial Guide" at 81, attached as Exhibit 16.

50 See id. at 56; "Country Commerce — China" at 8-9, attached as Exhibit 5.
ot See "Country Commerce — China" at 9, attached as Exhibit 5.

32 See "Attracting Investment to China" at 3, attached as Exhibit 15.

S 19U.S.C. § 1677(18)B)(iv)(2001).

34 "China Country Commercial Guide" at 8, attached as Exhibit 16,

53 1d.
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industrial workforce. SOEs also control the bulk of productive assets in the industrial sector,
holding two-thirds of the net fixed assets of all industrial enterprises in 2000.%

A substantial number of key sectors are wholly or mainly reserved to SOEs in China,
inciuding not only natural monopolies but also automobile and steel production. The Chinese
authorities have indicated that they plan to reduce the role of SOEs to "strategic sectors,” but they
have not specified what those sectors will be.”

The financial performance of SOEs has been and continues to be woeful. Over half, or
51.2%, of China's 174,000 SOEs are loss-making.”® Many are deep in the red. This weak
financial performance is the product of numerous factors, including poor management, overstaff-
ing, and high debt. The focus at China's SOEs is on jobs preservation, rather than the efficient
use of capital.”

Notwithstanding the atrocious financial condition and performance of the SOEs, the
assets of these entities have grown significantly in recent years. Indeed, the average asset size of

centrally-administered SOEs has more than doubled since 1997.%° Investment by state companies

in fixed assets such as new plants and equipment increased by 26.7% in 2003 alone.®’ This

36 "An Attempt to Profile the Finances of China's Enterprise Sector," International Monetary
Fund (Nov. 2001} ("An Attempt to Profile the Finances of China's Enterprise Sector"), at
6-7, attached as Exhibit 17.

57 "China in the World Economy — The Domestic Policy Challenges," OECD (2002)
("China in the World Economy") at 48, attached as Exhibit 18.

> "Management of China's State-Owned Enterprises Portfolio: Lessons from International
Experience,” World Bank (Sept. 3, 2003) ("Management of China's SOEs"), at i, 4,
attached as Exhibit 19,

5 See id, at 11; "An Attempt to Profile the Finances of China's Enterprise Sector” at 4-5,
attached as Exhibit 17; "Country Commerce - China" at 15-16, attached as Exhibit 5.

o "Management of China's SOEs" at 2, attached as Exhibit 19.
é "Country Commerce — China” at 9, attached as Exhibit 5.
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increase in investment for the notoriously poor performing SOEs was made possible only
through massive state subsidies.

These subsidies have taken two forms — government-directed financing through state-
owned banks and debt-to-equity swaps. The government continues to intervene extensively to
provide bank loans to prop up loss-making and often insolvent SOEs.* As aresult, SOEs
receive the bulk of the financing provided by the state-owned banks in China.® With respect to
the debt-to-equity conversions, the government has established special state-owned asset-
management companies to assume debt from the SOEs in return for an equity stake giving them
influence over the management of the companies.*

State-owned steel producers in China have particularly benefitted from these massive
state subsidies, which have, in turn, served to foster further state control and involvement in steel
production. Such companies have received enormous amounts of low-interest financing from
state-owned banks. Indeed, the steel industry has been one of the major recipients of
government-directed loans from state-owned banks.* The American Iron and Steel Institute
recently recognized that

{1jow-interest-rate financing continues to be a concern in China's steel industry.
The government of China recently targeted six industries to receive interest-rate

6 "China Country Commercial Guide" at 82, attached as Exhibit 16; Comments Submitted
to the Interagency Trade Policy Staff Committee Regarding Review of China's Compli-
ance with Its WTO Accession Commitments, National Association of Manufacturers
(Sept. 10, 2003) ("NAM September 10, 2003 Comments"), at 3, attached as Exhibit 20;
"China in the World Economy" at 18, 21, attached as Exhibit 18.

6 "China Country Commercial Guide" at 82, attached as Exhibit 16; "China in the World
Economy" at 18, attached as Exhibit 18.
64 "Country Commerce — China" at 16, attached as Exhibit 5.

63 Record of the January 30, 2004 Hearing Conducted by the U.S.-China Economic and
Security Review Commission on "China's Impact on the U.S. Manufacturing Base" (Mar,
4, 2004) ("U.S.-China Economic and Security Review Comm'n January 30, 2004
Transcript™) at 73, attached as Exhibit 21.
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subsidies, including steel, which was the largest recipient of the interest-rate

subsidy. Both private and state-owned steel companies continue to have access to

low-cost funds from state-owned banks that have a strong incentive to lend to a

"designated industry” such as steel.*
The Chinese government has also undertaken a series of huge debt-to-equity swaps for state-
owned steel producers. In 1999 and 2000 alone, debt-to-equity swaps brought $10.8 billion in
debt relief to such producers.”

As a result of these mammoth subsidies provided by the Chinese government, the 65 steel
SOEs in China were able to make approximately $6 billion in capital expansion expenditures in
2002.% Moreover, the Chinese steel industry has grown another 10% in the last 12 months.®
Accordingly, the government's role in industrial production, particularly the steel industry,
remains substantial and, in many respects, is growing.

In addition to its leading role in industrial production and the economy as a whole, the
Chinese government remains a key actor in the land market. In fact, Chinese law provides that

all land is owned by "the public,” and individuals cannot own land,” Thus, all land is

government-owned.”!

6 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 (Nov. 3, 2003) ("AISI Statement to the Ways and Means Committee™) at 3,
attached as Exhibit 22.

6 "China: Debt-to-Equity Swaps Help Steel Makers," China Daily (Mar. 26, 2000),
attached as Exhibit 23; "China in the Global Economy — Reforming China's Enterprises,”
OECD (2000) ("China in the Global Economy"), at 78 n.3, attached as Exhibit 29.

68 AISI Statement to the Ways and Means Committee at 3, attached as Exhibit 22,

i U.S.-China Economic and Security Review Comm'n January 30, 2004 Transcript at iii,
attached as Exhibit 21.
7” "China Country Commercial Guide" at 79, attached as Exhibit 16.

7 Id.; "Country Commerce — China" at 31, attached as Exhibit 5.
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Based on the foregoing, the evidence overwhelmingly indicates that the means of
production remain substantially in the control of the Chinese government.

Vi. THE CHINESE GOVERNMENT EXERTS SIGNIFICANT CONTROL OVER

THE ALLOCATION OF RESOURCES AND PRICE AND OUTPUT DECISIONS

OF ENTERPRISES

As yet another factor in its NME analysis, the Department must consider “the extent of
government control over the allocation of resources and over the price and output decisions of
enterprises.”’* As the Department has recognized, " {d}ecentralized economic decision-making is
a hallmark of market economies, where the independent investment, input-sourcing, output and
pricing actions of individuals and firms in pursuit of private gain collectively ensure that
economic resources are allocated to their best (most efficient) use."” The Department has further
determined that " {g}iven that banks are important allocators of capital, the degree to which the
State exercises control over the commercial banking sector is an important consideration."” The
Chinese government continues to exert significant control over the allocation of resources and
price and output decisions of enterprises through a variety of direct and indirect means.

To begin with, China continues to control prices and output decisions to a significant
extent. Although direct price controls on most commodities have been eliminated, the govern-
ment continues to impose price controls on 13 broad categories of items, including electric
power, transportation, telecommunications, and some services.” The temporary price floors

imposed by the government in industries with excess capacity also act as price controls.”

7 19US.C. §1677(18)(B)(v)(2001),
» Romania NME Memo at 17 (Public Document).

74 ld_.

& "China Country Commercial Guide" at 8, attached as Exhibit 16; "Country Commerce —
China" at 59, attached as Exhibit 5; "China in the World Economy" at 48, attached as
Exhibit 18,

7 "China in the World Economy" at 48, attached as Exhibit 18.
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There is an abundance of anecdotal evidence regarding the Chinese government's
intervention in companies' decision making. For example, China's State Economic and Trade
Commission continues to manage domestic steel production and export by setting "targets” for
domestic production and export and formulating "operational guidelines” for China's steel
industry each year.”’

The Chinese government also controls the allocation of resources as well as pricing and
output decisions through restrictions imposed on the import and export of various products. The
government has restricted and continues to restrict imports through a vast array of licensing and
quota regimes and through restrictions on the "trading rights" (i.¢., the right to import and export
goods) of companies in China, particularly foreign-owned and controlled companies.” More-
over, the government continues to impose export restraints on a number of products. In
particular, European Union officials have recently complained of China's export restraints on
coke, a raw material needed by steelmakers, and have threatened to launch an action at the World

Trade Organization (the "WTO") to challenge such restraints.”

7 Comments by the American Iron and Steel Institute on China's Compliance with WTO
Commitments (Sept. 10, 2003) ("AISI September 10, 2003 Comments") at 7, attached as
Exhibit 24; see also AISI Statement to the Ways and Means Committee at 3, attached as
Exhibit 22 (expressing concern regarding the Chinese government's extensive interven-
tion in the price-setting mechanism for steel).

& See "Country Commerce — China" at 59, 86-87, attached as Exhibit 5; "China Country
Commercial Guide" at 55-56, attached as Exhibit 16; NAM September 10, 2003 Com-
ments at 5-6, attached as Exhibit 20; AISI September 10, 2003 Comments at 2-3, 6,
attached as Exhibit 24; "2003 Report to Congress on China's WTO Compliance," Office
of the U.S. Trade Representative (Dec. 11, 2003) ("USTR Report on China's WTO
Compliance"), at 12-13, attached as Exhibit 23.

” "Chinese Premier to Hear String of EU Trade Complaints in Brussels Today," Financial
Times (May 6, 2004), at 7, attached as Exhibit 26; "EU Warns of Possible WTO Case on
Chinese Coke Export Rules," Inside US-China Trade (May 12, 2004), at &, attached as
Exhibit 27.
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The Chinese government also controls the allocation of resources and investment
decisions by a variety of means. In the steel industry, for instance, the government has moved to
halt investments, including ongoing construction of steel plants, that have not received the
necessary permission from Beijing,*

But perhaps the strongest indication of the Chinese government's control over the
allocation of resources and investment decisions is its overwhelming domination over the
banking sector in China. Virtually all domestic financial institutions are state-owned, with only a
single privately owned domestic bank, and there are no plans to relinquish state ownership of
these institutions.® Indeed, the government has managed to keep out other banks by imposing
working capital requirements and other requirements that are so burdensome and so far in excess
of international standards that few banks can ever hope to meet them.* The four major state-
owned commercial banks alone account for approximately three-quarters of domestic lending.®
This complete control over the banking sector provides the Chinese government with unlimited
means to control lending and investment decisions in China.

The Chinese government's complete control over the banking sector has resulted in a

significant misallocation of resources. Specifically, despite their abysmal financial performance

80 "Beijing Moves to Halt Illegal Projects," SteelWEEK (May 7, 2004), at 5, attached as

Exhibit 28.

81 “"China in the World Economy™ at 19-20, attached as Exhibit 18; "China in the Global
Economy" at 80, attached as Exhibit 29;

52 "Country Commerce — China" at 20, attached as Exhibit 5; "The U.S. Must Face Up to
China's Trade Challenges," The Heritage Foundation (Oct. 23, 2003) at 6, attached as
Exhibit 30.

8 "China in the World Economy" at 19-20, attached as Exhibit 18,
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and condition, large SOEs continue to receive the buik of commercial bank lending based on
political, rather than commercial, considerations.** As the OECD recently concluded,
credit is inefficiently allocated. SOEs receive the bulk of funds allocated by the
formal financial system, while non-state enterprises receive a much lower share
than warranted by their importance in the overall economy. Non-commercial
considerations, such as the need to sustain loss-making SOEs, continue to influ-
ence bank lending ¥
The most recent figures indicate that at least 80% of the loans of the major state banks, and
nearly 75% of all commercial bank loans, are directed to SOEs. In contrast, less than 10% of
such loans go to non-state enterprises.*
This practice by the Chinese government of using its control over the banking sector to

keep loss-making SOEs afloat has taken a toll on China's financial system and, in turn, on the

Chinese economy as a whole. The U.S. State Department recently found that " {a}uthoritative

estimates of the total stock of bad debt in China's financial system range from 45 percent to 75

percent of the country's annual gross domestic product."®” In other words, while the govern-

ment's practices have allowed many loss-making SOEs to survive, they have hindered the
reallocation of resources to more efficient industries.

Clearly, the scope of the Chinese government’s control over the allocation of resources
and pricing and output decisions is enormous.
VII. OTHER FACTORS FOR THE DEPARTMENT TOQ CONSIDER

Finally, in making NME determinations, the Department is authorized to take into

account “such other factors as . . . {it} considers appropriate.”™®® In its request for comments here,

84 "China Country Commercial Guide" at 82, attached as Exhibit 16.

8 "China in the World Economy" at 18, attached as Exhibit 18.

8 "China in the Global Economy" at 80, attached as Exhibit 29,

87 "China Country Commercial Guide" at 82 (emphasis added), attached as Exhibit 16.

8 19 U.S.C. § 1677(18)(B)(vi)(2001).
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the Department has requested information regarding Chinese government policies and practices,
including tax incentives and export promotion instruments, that appear to be inconsistent with
the normal experience of a market economy and that have the potential to distort the market and
U.8.-China trade.” In addition to the policies and practices discussed above, the Chinese
government employs numerous incentive programs that are designed solely to favor domestic
producers, restrict imports, and increase exports to the United States and other countries.

In particular, China applies its value-added tax ("VAT") in a manner that is clearly
intended to favor domestic production and restrict imports in a number of industrial and
agricultural sectors. For example, China provides a rebate of the VAT for all domestically
produced semiconductors sold in China, but not for imported semiconductors.®® The United
States has recently challenged this practice at the WTQ. The U.S. Trade Representative's Office
has also found that China exempts domestically produced fertilizer from the VAT altogether.”*
Furthermore, as recognized by the Départment, China uses the VAT to benefit its domestic steel
industry as well, Indeed, under the Steel Import Substitution Program, Chinese steel producers
receive a rebate of the VAT on sales to steel users that would otherwise import their steel
needs.”? In all of these respects, the Chinese government uses the VAT so as to promote the sale
of domestically produced goods and to significantly restrict the sale of imported goods.

China also uses the VAT and other incentive programs to encourage companies to export
their products to the greatest extent possible. Specifically, the Chinese government provides

rebates of the 17% VAT for domestically-sourced goods that are used to produce items for

3 Request for Comments on U.S.-China Joint Commission, 69 Fed. Reg. at 24133.

% "USTR Report on China's WTO Compliance” at 7-8, attached as Exhibit 25.
o 1d.
2 "Report to the President: Global Steel Trade — Structural Problems and Future Solu-

tions,"” U.S. Department of Commerce (July 2000), at 154, attached as Exhibit 31.
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export,” Moreover, the ceniral and provincial governments in China continue to provide other
direct and indirect subsidies to companies engaged solely or primarily in export operations.”*
Accordingly, China uses the VAT and other incentive programs to provide a substantial
benefit to its domestic producers and to companies engaged in export operations. These
programs certainly operate to distort the Chinese market and U.S.-China trade.
VIIL. CONCLUSION
As demonstrated above, the overwhelming weight of evidence shows that China exhibits
none of the characteristics of a market economy. To find otherwise would be to ignore the
studied conclusions of all parties who have analyzed the situation, including the U.S. Govern-
ment itself. The Department should address the critical issues identified above in its upcoming
discussions with the Chinese government and should find that China must make radical changes
and developments before its NME status may be reconsidered.

Respectfully submitted,

ert E. L@hizer ; f

ohn J. Mangan
Jeffrey D. Gerrish

On Behalf of United States
Steel Corporation

o3 "China Country Commercial Guide" at 54, atiached as Exhibit 16; AISI September 10,
2003 Comments at 3, attached as Exhibit 24.
94 "Country Commerce — China” at 45, attached as Exhibit 5; AISI September 10, 2003

Comments at 3-4, attached as Exhibit 24.
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FROM THE OFFICE OF PUBLIC AFFAIRS .

October 30, 2003

| J5-956

Economic Relations between the United States and China and
. China’s Role in the Global Economy
o John B. Taylor . :
tnder Secretary of Treasury for International Affalrs
- Committee on Ways and Means
" October30, 2003 -

Chairman Thomas, Ranking Member Rangel, Members of the Commitiee, thank - -
you for giving me the opportunity to testify on economic relations hetween the
United States and China and on China's role in the global economy.

" International Economic Strategy

Our economic relations with China.are an important part of our overall econonyic -
strategy. The goal of that stiategy is to strengthen the current economic recovery
and establish conditions that will lead o a long economic expansion in the. United

 States.. The economic expansions of the 1980s and the 1990s were the first and
second longest peacetime expansions in American history, and with the right '
policies there is no reason to expect that the current expansion will not be as long
or longer.  The Jobs and Growth package enacted into law this summer, is an
essential part of the policy, as are the President’s proposals for tort reform,
regulatory reform, and health care reform, '

‘But even with these policy reforms in the Uniled States there are barriers to
economic growth in other countries. And these barriers have ramifications for
economic growth in the United States. This is why the international component of
our economic strategy is so important. ' '

_The strategy has been to urge the removal of rigidities and barriers wherever they
“exist, and to encourage pro-growth and pro-stability policies that benefit the United
" States and the whole world. The international strategy is built on bilateral economic
relationships, including, of course, our relationship with China. It also has a
multilatera! foundation, including the meetings of groups such as the (5-20, where
China is included,.or the newly established talks between economic officials from
China an’c%tge G-7. " . -

omic Recovery

Thanks to the recent fiscal and monetary policy actions, the United States economy
is now expanding much more rapidiy.” Consumer spending is growing at a'very
strong pace, housing remains solid, and business investment is picking up. The
 latest data also show exports to be gaining strength compared with the first half of
the vear. The September employment data showed a promising increase in jobs as
well. '

Globai growth is also improving. There is continuing evidence of stronger economic

~ growth in the Japan, Canada, and the United Kingdom. An increase in business -
and consumer confidence in the Euro area is a welcome sign that economic’
recovery is on the way there foo. Much of Asia seems to have bounded back from
the SARS induced slowdown in the first part of the year. Growth in China recovered
sharply in the third quarter following a decline in the second quarter. Growth in

. other emerging markets is also picking up as the number of crises is down, capital -
flows are up, and interest rate spreads are low compared with the late 1990s



Pressing Ah‘ead.on'jlthe Global Economio"Expansion

Despite this progress, we need to do more. Last month the G7 launched a new
Agenda for Growth. For the first time each G7 country will take part in a process of
benchmarking and reporting actions to spur growth and create jobs. Another
example is the new United States-Brazil Group for Grawth through which we will
waork together to identify pro-growth strategies at the micro as well as macro levels:
Exchange rate policy also has bearing on growth and stability. Earlier today the
Treasury issued its latest Report on International Economic and Exchange Rate -
Policies. This repori examines exchange rate policies in major countries around the -
world, The Report reiterated our view that flexible exchange rates are desirable for
{farge economies. However, the report documents that a number of countries
continued to-use pegged exchange rates and/or o intervene substantially in the

* foreign exchange market. The Administration strongly believes that a system of
flexible, market-based exchange rates is best for major economies. For this

reason, the Bush Administration is aggressively encauraging our-major trading.

. partners to-adopt pohmes that promote flexible market-based exchange rates
‘combined with a clear price stability goai and a transparent system for adjusting the -
policy instruments o

.~ The move by several large emergmg market oountnee—such as Brazil, Korea, and
Mexico-—to flexible exchange rates combined with clear price stability goals anda - -~
. transparent system for adjusting the policy instruments is one of the reasons we are

- seeing fewer crises and greater stability. We emphasize that the choice of an -
exchange rate regime is one whiere country ownership is particularly important. We
- also recognize that, especially in the case of small open econornles, there are
benefits from a “hard” exchange rate peg, whether dollarizing, as with El Salvador,
joining a currency union, as with’ Greece or using a credible curency board asin
Bulgaria.

The Economy of China and its Links to the United States and the Giobal "
Economy .

Let me.now address China’s economy. Economic reforms in China have increased
economic growth and transformed China into 2 major econotmy in the world, both in
terms of total production and in térms of puschases and sales of goods with the-rest
of the world. Yet, with per capita income of only about $1,000 per year and with !
financial, Iegai and regulatory systems in need of reform, China still faces -
challenges in |ts efiort to catch up wuth developed gconomies.

China’s global current account surplus wae under 3 percent of GDP in 2002 and -
declined to 1.8 percent in the first half of 2003. Despite the relatively small overall .
- surplus, China has a large trade surpius with the United States. This means, of
‘course, that China has a large deficit with the rest of the world. China's bilateral - - :,
trade surplus with the United States was $103 billion in 2002 while China's trade
deficit with the rest of the world was about $73 biflion, feaving an overail surplus of |
* $30 billion. Many imports from China are goods from other Asian economies that
are processed or finished off in-China hefore shipping to the Unifed States and =
other countries. Other East Asian economies increasingly send goods ta Chinafor .
final processing before they are shipped to the United States. China accounted for
11 percent.of U.S. imports in 2002, up from 3 percent in 1890. Meanwhile, the

combined share of Japan, Korea. and Taiwan in U.S. imports dectined to 17 percent

from 27 percent over the same period. Thus, the total share of U.S. imports coming
from these-four Asian countries has remained steady since 1990, actually faillng
sllghtly from 30 percent to 29 percent

Uu.s. 1mports from China are about 1 percent of U.S. GDP, or 11 percent of total
U.S. imports, U.S. imports from China have been increasing rapidly, between 2¢ .

- and 25 percent in 2002 and 2003. In-general, these imports result from China using
low-skilled labor to assemble and process imported parts and materials originating
in other countries-mostly from other Asian countries that have tradifionally exported
directly to the United States. Consequently, the share of U.S. imports from these
ofher countries has declined just as China’s share has increased. Asia’s share of .
U s. |mports has dechned slightly. Much of the increase in U.S. |mports from China’



has come at the expense of imports that once came directly from other Asian
countries. - . ' ' o

At the same time, U.S. merchandise exports to China grew 21 percent in the first 8
months of this year.” Growth has been especially rapid in recent years for U.S. .
exports to China of transportation equipment (including aircraft engines},
machinery, chemicals, and semiconductors. o :

TheU.S. trade deficit with China should be viewed in the context of the averall
trade deficit of the United States. The U.S. trade deficit is spread across many :
countries of the world in addition to China. For instance, the overall trade deficit
reached-$468 billion last year with 1) the Americas accounting for $105 bitlion, 2).
Western Europe $89 billion, 3) Japan $70 billion, and 4) China $103 billion. The
U.8. overall trade and current account deficit is best understoed in terms of the gap
between investment and saving in the United States. if this gap were reduced
through an increment in savings, the overall deficit could shrink as would the size of
the bilateral deficits. Increased growth abroad is also grucial to increasing U.S.
exports. ' ' Co :

China’s Exchange Rate Regime

For nearly ten years now, the Chinese have maintained a fixed excharige rate for

 fheir currency felative to the dollar. The rate has been pegged at about 8.28 .
" yuan/dollar for the entire period. Thus, as the doliar has appreciated or depreciated

in value relative to ather currencies, such as the euro or the yen, the yuan has

" appreciated or depreciated by the same amount relative to these other countries:

To maintain this fixed exchange rate, the central bank of China has had to intervene

_ in the foreign exchange market. It sells yuan in exchange for dollar denominated:

assets when the demand for the yuan increases and it buys yuan with doltar
denominated assets when the demand for the yuan decreases. Recently the central
nank has intervened very heavity in the markets to prevent the yuan from
appreciating. Since the end of 2001, doflar buying has been so great that the
foreign reserves held by the Chinese government have risen by $171 billion to $384

:bil[ion {as of end-September). :

This accumulation of foreign exchange reéserves would tend to expand China’s
money supply, although in recent months the Chinese ceniral bank has moved to
reign in monetary expansion. Among other measures to stetilize reserve
accumulation, the central bank has—for the first ime—begun issuing central bank
paper to restrict growth of thé monetary base. Nevertheless, the broader money

- gupply continues to grow very rapidly; M2 glimbed 21 percent aver the 12 months

ending in September 2003, . : : : S

it is also important to recognize that China still has significant capital controls.
China’s capital controls altow for more. infiows than outflows, thus bolstering foreign
exchange reserves. China is gradually lcosening some controls, and outflows are
likely to grow as new channeéls develop for Chinese o seek diversification-and
better returns than those offered by low domestic interest rates. Indeed, there is

. already significant leakage of capital. A relaxation of controls on outilows would
" reduce upward pressure on the yuan, o . ’ .

Economic Relations between the United Stétes_and.@hina

With its rapid growth and substantial foreign exchange reserves, Chinais nowina
position to show leadership on the important global issue-of exchange rate -
fiexibility. China represents one of the largest economies in the world, and a flexibie
exchange rate regime would be a good policy for China. It would allow China to

_-apen the nation to capital flows -and reduce macroeconomic imbalances. We have

been urging China to move to a flexible exchange rate.

We have also urged the Chinese to move forward in two other areas: reductions in
barriers to trade and capital fiows, In the area of trade, it is important for China to

* fully implement, and even surpass, the commitments it made to thé World Trade

Organization. It is important that China continue to open markets to U.5, services,



agricultural and industrial products, and tol'éffectively-enfbrce"intellebtual prope'rty‘ '
laws. . : . ) .

CHina’s restrictions on capital flows are one of the major rigidities interfering with.
market forces. The authorities understand this and are beginning to reduce bawiers
to eapital flows and develop more open and sophisticated capital markéts. They are,
also working to strengthen the banking system and liheralize capital flows in order -
to prepare for a more flexible exchange rate. . o

‘Secretary Snow traveled to Beijing last month to urge further progress. He.met:
Premier Wen, Vice Premier Huang, Central Bank Governor Zhou, and Finance
Minister Jin. He met again with the Finance-Minister and Central Bank Governdr

. last week in Mexico. . ' T o

President Bush recently met with President Hu. He discussed each of these
economic issues. He stressed the importance of reducing barriers to trade, of ..
removing.restrictions on the transfer of capital, and of moving to a flexiBle, market- -
~ based, exchange rate. Recently, both Secretary Evans and US Trade :
Representative Robert Zoellick traveled to China to stress the importance market **
opening, especially in the area of trade in goods and services. In an important
recent development, Vice PremierHuang has accepted an invitation to come to the
United States to engage in high-level tatks with Secretary Snow. T L

Al of Secretary Snow's meetings have been detaited and candid. He stated
publicly, “ihe establishment of flexible exchange rates, of a flexible exchange rate
‘regime, would benefit both our nations as well as our regional and global trading-
partners.” The Chinese reported that they infend to moveto a market-based flexible
exchange rate as they open the capital account. The central bank governor stated
publicly that reform of the exchange rate regime is a central part of their foreign
exchange reforms. ; . T

Secretary Snow’s visit to Beijing achieved significant progress, including new policy
announcements by China's central bank; liberalized regulations for foreign firms
managing their foreign exchange; and significantly liberalized provisions fo allow -~
- Chinese travelers to take foreign currency aut of the country and to-do so more
frequently. The United States will continue to urge the Chinese to make rapid -
progress In these areas. ’ o -

We intend to continue both technical work and high-level talks and on this ‘subject.
We have just established a United States-China Technical Cooperation Pragram in
the financial.area that will help China develop its financial market infrastructure,
including the foreign exchange market. - . o
The Chinese and the G7-agreed to engage in talks about these econoimic issues.
This represents another example of how China, the United States and othér
‘afiected parties can come together to work on an issue of vital interest to them all.
_ The first meeting between senior officiats from the G-7 and China's finance ministry
“and central bank took place in September in Dubai, where the Chinese economy,’
* the G7 economies, and other economic issies, were discussed. Further meetings
will be scheduled on a regular basis with China, the United States and the other GT
countries. After the Dubai meeting, China’s central bank representative said that o
China is moving as fast as it can in its reform. o

Conclusion

1 am pleased to report that our economic strategy is showing progress; glebal - _
economic growth is accelerating, led by an even stronger acceleration of economic
growth in the United States, Our efforts to engage in financial diplomacy are
generating constructive responses, though much more needs to be done. Aclive
engagement with China and other countries is paving the way toward freer markets. .
~The Administration’s effort to raise growth in‘the United States and abread, and
thereby create jobs at home is succeeding. . _ -
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JULY 2002 - REPORT TO CONGRESS OF THE U.S. - CHINA SECURITY REVIEW COMMISSION - THE NATIONAL SECURITY, IMPLICATIONS
.+ OF THE ECONOMIC RELATIONSHIP BETWEEN THE UNITED STATES AND CHINA | S : § S

| ‘Chapter 2 .-_- T_r-ad_e | an d,_'j I-hlves'tment
' KeyFindings |

. ® With a virtually inexhaustible supply of low-cost labor and large inflows of foreign direct investment (FDI)
© accompanied by transferred manufacturing facilities and technologies, China has positioned itself asa

. global export platformi. China runs trade surpluses: with most of the industrialized world and has been the

. .fecipient of transplanted manufacturing capabilities from the United States, the European Union, Japan, -
- ‘and Taiwan, among others. : ' L : - S -

» The United States has been a major contributor to China’s rise as an economic power. As China's largest™
. export market and a key investor in the Chinese-economy, the United States has helped China become a -
- global manufacturing center and an increasingly impartant center for research and development (R&D).
The result of this trade and investment has enabled Chiina 16 accumulate large U.S. dollar reserves. In .
. addition; 1.8, universities, laboratories, and industries have trained many thousands of ‘Chinese scientists
. who have aided in a massive transfer of technology and know-how to China. o . -

« The United States trade deficit with China is not only olr fargest deficit in absolute terms, but it is the most = -
imbatanced trading relationship the U.S. maintains. in 2000, U.S. trade with China was only 6 percent of

- total two-way U.S. goods trade, but the U.S. deficit with China accounted for 19 percent of the total U.S.-
trade deficit. U.S. imports from China were over 41 percent of China’s total exports, but U.S. exports to
China were only 2 percent of fotal U.S. exports to the world. Both the EU and Japan import much less from
and.export much more to China than does the United States. Some U.S. exports are lost due to China’s

- politicization of trade. The Commission finds there Is plausible evidence that the burgeoning.trade déficit -

- with China will worsen regardless of China’s entry into the World Trade Organization (WTO).

o During the 1990s, the' U.S. trade deficit with China grew to alarming proportions — from $11.5 billion in
1990 to $83 billion in 2001. Most U.S. imports from China over the past decade have been the product of
low-skilled, labor-intensive manufacturing industries. However, this trend has begun to shift rapidly -
China’s exports of advanced technology products {ATP) to the United States have sky rocketed from B
virtually zero in 1990 to $13.3 billion in 2001. The United States is now running a trade deficit with China in
- a majority of the items on the ATP list. compiled by the Commerce Department. The 1.S. Government's '
- abllity to identify vulnerabilities and dependencies of our military-industrial base s complicated by global

supply chains and fimited by insufficient data. The Commission is concemned that the United States may be
- /developing a reliance on Chihese imports that might in time undermine the U.S, defense industrial base.

¢ U.S. FDIinto China has resulted in‘increased foreign affiliate sales in the Chinese market and increased
related. party imports back into the U.S. market. Globalization has increased the trend towards
. subcontractors outsourcing key components and multinational companies utilizing China as an "export
“platform”. Over 90 percent of the. FDI attracted to the U.S. was for the purpose of acquiring ownership of
existing U.S. businesses. The opposite is true for FDI flows into China where estimates indicate that 90 -
- percent of FDI is destined to establish new operations.#n short,.U.S. capital and Chinese labor are .
- manufacturing products in China for both the Chinese and American-markets. U.S. manufacturing workers
~are increasingly displaced. . ' : : _ :

. Investme'nt'in-R_&D has been a growing_compbnen_t of U.S. investment agreements with China. There has o
- not been adequate U.8. Government oversight or analysis of these investments and their impact on-U.S,
economic and nationat security interests. - ' . ; : o B

¢ Under the WTO, China has'agr_e'ed not to condition i_nvest_meﬁt or irriport approvals on. performahCe : S
 requirements, including transfer of technology or requirements 1o conduct research and developmentin- -

China. China's full compliance with these obligations is in the U.S. national security interest.

.htto:f}’www.uscc.govlresearchreportsr'ZOOO 2003/reports/ch2 .02.htm - : 5/10/2004
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.. Over the past decade China's |mport and mvestment pollcues have promoted technologtcal modermzatron
in therr mdustnal and m|l|tar3ar sectors The Umted States has been a key target of Chma s eﬁorls

. Chlna isa consp|cuous abuser of human nghts labor rlghts and the envlronment and its refusal to follow '_ '
" international standards in these and other areas gwes them an unfarr competrhve advantage ws— ~vis U.S. -
workers and businesses. o .

.« Continuing trade surpluses vast investment |nﬂows and very high foretgn exchange reserves are evldence '

~_that China is manipulating its. currency by holdlng down rts value thereby gammg an unfalr trade advantage
that increases the U.S. trade def‘crt . -

e The State Department has rnformed the Commrssron that the targe number of Chinese students scholars.
and researchers present in the U.S. academic and industrial establishment is a principal means used by -
China to acquire U.S, science and technology The U S. Govemment has limited knowledge of therr
number backgrounds and actrvrtles _

'_-Introduction o

‘Over the past two decades ‘China. has emerged asa major partrcrpant in the mternatronal economy.’ Chlnas two- o
way international goods trade grew from roughly $28 billion in 1982 to $510 billion in' 2001. in 2000, Mainland
China was the world’s seventh largest goods exporter ($249.3 billion) and eighth largest importer ($225.1 bilion).!
. During the mid- to late 1990s, China became one of the world’s largest recipients of foreign direct investment
(FDI), According to Chinese statistics, FDI flow inte China in 2001 was a record $46.8 billion. To accomplish such
sustained- growth in exports and investment over the past decade, China's Ieadershrp targeted 'techinological -.
" medernization as the main plllar for such growth and steered the countrys trade - and mvestment policies to
- support that ob;ectlve S .

" The importance of the United States to Ch:nas economic growth durmg the past decade ‘cannot be overstated .
The ‘United States is China’s biggest export market, a key investor-in: its economy, and a- principal source..of
technology and know-how. Since trade relations resumed in 1978, overall U.S. trade with- China has grown from
- $1 biltion to $119.5 billion in 2000, From 1990 to 2000, the U.S. direct investment position in China grew .from

'$354 million to $9.58 billion, according to’ Uu.s. Government figures. The U.S. capital markets have also been an -

important source of capital the Chrnese have raised. approxnmately $20 billion dollars over the past three years 2

. Unfortunately, . the U 8. role in: China s economic growth has some negatrve tmplrcattons for the U.S. economy

From 1990 to 2000, the U.S, doods trade deficit with China grew seven-fold from $11.5-billion to $87 billion and -

~“surpassed Japan as our largest trade deficit. Such an imbalanced relationship has troubling lmpllcatlons for U. S
- jobs and wages, as well as for the overall economic’ health of the U.S, manufacturmg sector :

“ I this’ chapter the Commlssron details, the unuqueness and causes of the U, S trade det‘ cit W|th China and -
describes the shifting composition of China’s trade toward higher technology goods. We also- examine the impact
of 1).8. investment on.China’s econemic growth and technatogical modernization, The chapter ends with the
Commission’s assessment of the national securrty Jmpltcatrons of these developments and recommendatlons in
key areas. o . .

U. S -Chma Trade

Chrna has had one of the world’s fastest’ growing econormes and has shown substantial export prowess across a -
wide- range of goods. in just the past ten years, China has experienced rapid growth in its goods frade, with totai
value soaring from around $100 billion in 1990 to nearly $510 billion in 2001. China’s woridwide exports outpaced
lmports for all but one of those years (1993) generating annual world-w:de trade surpluses albeit not huge ones. "

The U.S. Tracle Deficit with China - The Umted States has played a srgnmcant role i in helpmg China s export Ied )
.growth policies succeed in.a way that is not evidenced by China’s other trading relatlonshrps The U. S. consumer
goods market was the cornerstone for China’s growth in trade in the 1990s. As trade between the Untted States

http://www usce. goviresearchreports/2000. 2003/keports/ch2_02htm . - 5/10/2004
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'ahd -Chin:é,.'ekpan'déd, s0 too did the \U.S. trade deficit. IThe g'romfth of U’I.S._impdr:t's from 'C_hina_ haé far. exceeded'

" the growth in our exports fo China. According to WTO data, in 2000, the United States took 41.3 percent of =
China's total exports, while China purchased about 2 percent of total U.S. exports. From 1990 to' 2000, U.S. - -

exports to China increased from $4.8 billion to $16 billion, while imports from China leaped six-fold from $16.3 -
_ bilion to $103 biltion. The result has been a U.S. goods trade deficit ‘with China that has ballooned: from-
~. approximatety $6 billion in 1989 to $87 billion in 2000. Notably, U.S.-China trade in manLifactures’ accounts for
" virtually the entire U.S. trade deficit with China® : o S . e

=

Figure 2.1

' United States Trade with China 1980-2001

= graph

Source: USITC Datawed

“The U.8. trade deficit with China is not only the largest in absolute terms, but trade with China is also the most

: '._.imbal'an_ced trade relati_onsh_ip the United States has with'an_y,_of its major trading partners:
E Figure 2.2

" Gomparison of U:S. Trade with China and Other Trading Partners: Impoft/Export Ratios™

T a7 || - 1098 h . 1099 L 2000 2004
Imp:Exp vaiue || tmp:Exp || Value [wmp:Exp | valve | tmp:Exp “Value || tmp:Exp || Value
EP wossoy [l - hwssey o [usseyf o Jsstyf ot | USSE) Y
|l Ratio || Ratio. [ Retio . "Rafio B Ratio -. )
china || 488 ] 7534 | 409, | 8541 523 | samo |ete. | 1163z | 582 faats2
- Vcondda | 112 || 1847 J 113} a2000 [ 121 36224 130 {40564 [ 133 [ 3soe |
Mexico ] 4.20 - 415726 | 1.20 [ 178.72 126 | 19675 [ 122 . [ 247.63 | 1.29 232.94
gU — [ 112 [ 20845 || 118 [ 325.87 120 | 347.01 || 134 || 385.19 ¥ 1.38 agat | - e
Japen || 1.85 | 187.03 [ 2.21 | 17e87 j 226 18ese [ 225 - 21183 220 [ 18424,

‘Source: USITC Dataweb and Commission calculations.

" “Trade with-China represents only 6.5 percent of U.S..wqu_dwide trade, but accounts .fi?r-app_rqximately 20 percent

hiteearirw nsce. goviresearchreports/2000 2003/repoﬂs:’ch2,;02.h_tm o ' 5!10/2004,
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_\of the U. S global trade deficit: As shown above, in 2001 the ratto of |mperts to exports in-trade wrth China was '.
5.32 to 1,88 compared to a ratio of 2 2 to 1 with Japan and 1 38 to 1 with the European Unltlon (E.U. )

'- Together the Unlted States, E U and Japan recelved about 88 percent of Chlnas total exports in 2000 -and took' o

. over 90 percent their exporls in manufactured goods. However, Japan and Europe imported less from and .

exported more to China than did the United States. The most striking feature of U.S. exports to China is that the

‘United States competes directly with both Japan and the E.U. and frequently.comes in a distant third. .In.bath the

aggregate and at sectoral levels, the U.S. is selling less to China. Particularly stark are the relatively” small U.8.’

~ sales of manufactured goods.. The exceptions are aircraft and fertilizers, where U.S. salés are greater than its -

" competitors. The skewed trading relationship raises questions not only. of competrttveness but aiso. whether
Chlna is managlng or pohtrcrzmg aspects of its tradrng relatronshrps _

' _ Figurez 3

T Chlna S lmports from its Major Tradmg Partners A S E.U. JAPAN 1990-2000 '

o EI graph

- Source; ChIna Stetist!eal Yearbook, varioes Issues; compiled by USCC

Japan s Trade Deficit with China Japan s trade def‘ cit with Chma was $24.7 billion in 2000 Japan exported
-$30.4 billion and imported $55.1.billion. In general, the Japanese are: more successful-in selling to China across a .
" broader range of manufactures categories. As a result, Japan has the highest exports to China among the three
. major trading partners. Japan dominates markets for many products that it'exports to China: Japan sells more
- iron and steel, fabric and fibers, and chemicals than the E.U. or the United States. Additionally, the Japanese

sales of electrical machinery and rnachmery, which- are mostty components for assembly and re—export have
- been hrgher than'U.S. sales in these sectors.

'The European Union s Trade. Deflclt with Chma The E.U. trade deflmt with Chma was $334 billlen in 2000 :
- the E.U. exported $27.8 billion and imported $61.2 billion. The E.U. is selling more pharmaceutical products than'--,'
- either Japan or the United States does to China, The E.U., like Japan, also exports more vehrcles vehicte parts,
machmery, and electncal machmery to Chlna than does the United States

_Factors Contrlbutmg to the U S Deflcrt W|th Chma

- Openness of the U,S. Market — Along wrth more open markets than the EU or Japan to foreign |mports of many
- consumer goods, the U.S. has a more highiy: developed distribution network for imports. Signifi cantly, a sizeable
portion of U.S. imports from China is comprised of shipments to U.S. companies from their affiliates in China or
from their China-based subcontractors, lncreasmgly, U.S. multinationals are utilizing China as an export platform

- in order to compete more aggressrvely in the global economy. While it'is. difficult to obtain precise figures:for
imports that U.S. retailers have subcontracted, there is no doubt that large U.S. retailers make up a significant:
portion of the import market. For example news, reports indicate that American retailer Wal-Mart alone imported
over $10 billion worth of Chinese geeds in 2001, equivalent to around 10 percent of total U, S goods |mp0rts frem
China for that year. 4 . . .

Comparatwe Advantage - U S -based compan:es may have difficutties competlng in the U S. market with some
Chmese imports due to China’ s low- cost labor. The Cemmlssmn underscores that China’s cost advantage is in

Lttt Avmanes nemr antt/recaarchrenarts/2000) 2003/renortsfch2".02.htm RS - 5/10!‘2004
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- part due to the country s lack of govemment restrrctrons on envrronmentally damaglng commercral actrvrtres and'

o the Chlnese government's repressmn of civil orgamzahons trade un|ons and other polmcal and: human nghts

" Investment and China’'s Rise as an Exporting. Platform Throughout the 1990s, FDI flows into China, which
have been primarily concentrated. in the manufacturing sector, helped’ China become a world center -for-

- manufacturing and continue to have a significant impact on China’s export-led growth. The Commission has

reviewed a study reporting that over 90 percent of FDI into China was for the-establishment of new busnnesses
. whrle over 90 percent of the FDI mto the Unlted States was for acqu:srtron of emstmg u.s. busmesses 5 '

' -"The share of exports to the Umted States produced by foreagn—lnvested f rms has steadrly rncreased over the lasi -

.decade and a half. China required export performance as part of its investment agreements with foreign firms. In,

1985, foreign-invested firms produced 1percent of China’s exports. in 1930, they produced 12.5 percent, and in -

2000 48 percent.® Researchers at the New York Federal Reserve Bank estimate that only 20 percent of China’s

total imports reach China’s domeslic markets, while the other 80 percent consist of capital goods and industrial
: inputs used for the. country s exporting zones.” Morgan Stanley’s mostrecent report on the U.S. deficit with China -

déscribed, the contribution of foreign enterprises to China’s export ascendancy as "nothing short of staggering".®
China reported a new record in FDI actually absorbed for 2001 of $46.8 billioh and expects to attract over. §50

s billionin new FDI in 2002, with much of the new FDI focused.on high-tech sectors.? Just as. investment in labor-. * '
~ jntensive industries drove a dramatic rise in China’s exports in those sectors, there is a high probability that

increasing lnvestment in advanced sectors will cause exports in the h|gher value added goods to c:onunue to rise
' dramatrcally : . '

Also contnbutrng to the expandmg U.S. trade deficit wrth China is the shlftlng composition of the’ u. S. trade deficit-
“with Asian- nations.’? In many instances, U.S. imports from China displaced low-cost goods from other Asian

countries.’As Chinése goods put price pressures on the labor-intensive manufactured goods from the newly

industrialized countries of Asia in the early 1990s, these countries were compelled to move up the quality and -

value-added ladder into-goods like advanced personal and professional -electronics. and: computer-related
" hardware: By 2000, all of the Asian Tigers, and even Japan, began to see many of their manufacturers migrate to

“China. where they could sell. in China but also use it as an export platform to the U.S. The Commission belleves-
 this trend i is rmportant to note and in Chapter 5 we have assessed iti in greater depth

) In part, the U.S. trade deficit with China represents a shift in tradmg patterns between the U.8. and AS|a as a
" whole, Many of the Asian nations have shifted some of their production t6 China to take advantage of the
o ‘comparatively lower cost-of-production.. U.S. imports from China have drsplaced some of the imports from these
_ nations. The U.S. trade deficit with China accounted for 20 percent of our deficit with the ‘Asian region in 1992, =
.and doubled 1o 40 percent by 2001. The U.S. trade deficit with the entire Asran region also contmued to grow e
o durrng this same time: period from $91 T billion to $212 5 blll|on -

U.S. Investment and ‘Growth of Related Party Trade — Runnrng counter to the tradltlcnal trade policy view that-
_ investment leads to trade, the increasing amounts of investment into China by U.S. firms appear to be
- “contributing 1o the widening U.S. trade deficit. Many U.S. companies make products in China and then export
thém back to-the U:S. or export them to other countries (thereby displacing U.S. exports to those countries).
Related party trade (trade between a-company and its foreign affiliate) as a subcomponent of U.S. -China trade
" has grown dramatically. According to U.S. Department of Commerce data, around 18 percent of U.S. imports

from China in 2000 came from related parties, a number that has steadily risen over the past. decade For -

.. example, as reported in a Xinhua News Agency dispatch this year: "Motorola has opened eight joint-ventures in-
China; a $3.4 billion investment. These joint-ventures exported over $1 billion worth of goods last year, making -

Motorola the Iargest exporter among Ching’s forergn-mvested firms:"11. .Motorola plans to increase its total

“investmeiit in China to $10 billion by 200612, As ‘Motorola's mvestments and productron in China have increased,
it has reduced employment atits U.S, faCIllhes X

. Figure 2.4

U.S. imports from China (1992-2000)

httnfrardnw nsee.gov/researchreports/2000 2003/repot’ts;’ch2_02.htm o . ' 571 0)’20_04 -
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: Séuéce: USITC Detawe, u.s. Bureau of Economlc Analysis; compiled by USCC Staff K
' # Percentage of Imports due to Related Party Trade

Lack of Market Access to China - In part, the U.S. trade deficit with China. results from a market that has been
- relatively closed to U.S. goods through restrictive tariff and non-tariff trade policies, as well as the politicization of
its trade policies. China has closely guided its import policies to support its growth objectives. Despite- attempts
throughout the 19905 by the U.S. and other foreign governments to gain greater market access in China for their
" domestically produced goods, much of China’s imports-have been-inputs for assembly and re-export. Although-
China reduced tariffs fromi an average of 43 percent in 1994 to an average of 15 percent by the end of 2001, the -
government and state-owned enterprises sought - protection through a series of non-tariff barriers. targeted at. -~ - -
" imports not related to re-export trade. As one witness told the Commission: "(O)f even greater significance to our - -
trade deficit with China are the costly and burdensome non-tariff barriers which confront our companies. These
- parriers take many forms, from a distiibution system which discriminates against” our companies, to the -
* discrimipatory buying practices of state-owned enterprises, to the arbitrary customs procedures we face at the
-_ports-of-entry."13. o . - _ IR

"The United States, as well as China’s other major trading partners, supported China's entry into the WTO in part .
~ to address the non-tariff barriers and trade-distorting practices of the Chinese government and state-owned.
entities, with the goal of enhancing market access for their goods, But, there is no ‘indication. that China’s
" accession to the WTO will significantly. reduce the burgeoning U.S. trade deficit with China M In testimony before
the Commission, representatives of thie Bush Administration made clear that reduction of the U.S: trade deficit
~ with China was not a necessary objective of China’s accession, Assistant Secretary of Commerce William Lash
C . stated: Lo 3 o o .

[Tihe WTO was not designed to address the trade deficit; it was designed to increase our market access:.
and to Increass, frankly, a level playing field with the rule of law so that our exportérs.and our workers can
. get a fair deal when trying to expoit fo the Chinese market, " o .
Currency Maniputation - The exchange rate of the Chinese yuan (or Renminbi) to the doliar is also an .i_mp'ortan'ﬂ_
. contributing factor to the U.S. deficit. While the United States has. a free-floating exchange rate in. which official|
intervention. is both rare and done in small-amounts, China holds. a soft peg to the dollar with its cUrrqnqyt
nonconvertible on the capital account. in 2001, despite the -country’s $23 billion global trade: surplus and FDI|
inflow of $46.8 billion, China.maintained its soft peg. China accomplishes this through large official purchases of|
“dollars in order to maintain an: exchange rate lower-than would-otherwise occur by market forces alone. By;
 holding down the exchange rate, China gains an unfair trade. advantage that increases the U.S, trade deficlt:
_beyond what the market would dictate. Efnest H. Preeg, Senior Fellow in Trade and: Productivity .at_-thet|
Manufacturers Alliance/MAP1, who testified before the Commission in May 2001, wrote-in his testimony to the, .
Senate Banking Committee in May 2002: . ' . : : S \

 Based on the IMF definition, China has clearly been manipulating its currency for mercantilist purposes,’

. The Bank of China has made protracted large scale purchases of foreign exchange- $150 billion since
- 1995- in order to maintain a large trade surplus as an offset to poor growth performance in the domestic

" . [Chinese] economy:1® ' coo o A S

.hﬂr\‘f)‘.\ln‘lﬂ'l!. I‘I.C.‘f"f‘ onvlrégenrﬁhfeﬁnﬁgfi)ﬂnﬂ ‘2003}1'8130115;01']2 02.htm : o " 5;‘!10/2004
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C Fred Be'rgs'ten.-'D_ire'cto:r_ of the Institute for Intérhational Economics, has alsé_ adyoc"aféd pres'sd'ring China 't6

| . ¢change its exchange system. "Because of the exchange controls, they require the export earnings of a Chinese .
‘exporter to-be sold 1o the central bank for local currency...'m proposing that we suggest they not do it...The o

implication would then be an appreciation of the Renminbi and some modest depreciation of the dollar.” The

- Comimission believes China’s curreficy manipuldtion needs to be addressed and that the Chinese should be

pressured to change their exchange rate policy and eliminate capital controls. Moreover, while it is not presently )

in China's interest to use its very large doltar reserves as.an economic weapon against the U.8., in the future, this ..
' possibility exist;. The C_qmmi_ssior__n_ will continue to monitor this issue. I ' =
China’s Growth in the Export of Advanced Technology - -

The bulk of U.S. imports from China over the past decade have been labor-intensive and Tow-skilled' assembly.

manufactured products, While these products still dominate U.S.-China trade and the absolute size of China's -
“surplus in this aréa is growing dramatically; the composition s shiffing.’® China is now also exporting-to-the U.8:
“higher value-added manufactured goods and an Increasing amount now qualify as Advanced Technology. -

Products (ATP)."® A Commission study has found that China’s rapid technological and economic stccess and its o

o unique overall trading relationship with the U.S. Is a strong, contributing factor to China's shift toward exporting
'moreATPgoods.2°_ - P o 3 S

-Global ATP trade has historically been one of the areas of U.S. strength, éven as manufactured goods trade fell
. to record deficits during the past decade. However, thie export advantage that the U.S. enjoyed in ATP trade with'
" China in 1990 was lost by 1995, and the U.S. hasseen a general trend of broadening and deepening ATP deficits
with China every year since. In less than a decade, China, in its trade with the U.S., has shifted from being a net
_importer of ATP goods to a net exporter. While U.S. ATP exports to China grew by 483 percent between 1990
- and 2001 ($1.24 billion to $7.24 billion), Chinese ATP exports. to the United States increased 8,126 percent {from
- $0.16 billion to $13.36 billion) and accounted for 6.8 percent of all U.S. ATP imports..China’s shift in trade
" composition has widened the U.S. trade deficit for ATP goods with China from $1 billion in 1895 to-$6.95 billion in
. 2000, (easing to $6.12 billion in fast year's U.S. recession and technology slump but soaring by 40 percent for the -
' first quarter of 2002). The United States now runs a deficit with China in aimost two-thirds of the 650 individual
~ ATP product lines tracked by the Commerce Department.2! ' o o

. In 20014, bilateral technology trade was primarily {more than 89 percent) in four product areas: Mechanical

‘Equipment including Computers. {46 percent); Electrical Machinery (3% percent); Aircraft and Spacecraft (12. ?.5_ .
- percent); and Optical-Photographic and Measuring Equipment (almost 7 percent). Among these product areas,

. between 1997 and 2001, the U.S. deficit with China increased by $5.4 billion for the first iwo categories, while the -
UU.S. trade surplus in the later two categories increased by less than $500 miltion.2 oo

_ China- is'. increasing ‘capital investment in manufacturing capacity for ‘advanced telecommunications and

‘information technology products (such.as silicon wafers) that are likely aimed at export to the United States.23 The

trends in the computer and peripheral equipment industries suggest U.S. reliance on Chinese manufactured
components in such products is increasing. As noted by one financial analyst report, "China consumes 6 percent

" of global integrated circuit demand but only produces 1 percent itself; having moved operations to China, .

_multinational corporations are demanding suppliers join them. China’s integrated cireuit sector is just emerging."2* |
The trend in the telecommunication industry also suggests the . manufacture of -Chinese’ components is-
increasingly important. - - ' S : N )

Potential U.S. Dependency on Chinese Advanced Technology Imports - A key issue, along with the U.S.
deficits in this trade ared, is whether the Uriited. States is developing a dependency oni Chinese imports that might.
undermine the U.S. defense industrial base. According to Commission research, China's capture of much of the
- U.8. manufacturing capacity in the high technology area could have serious implications for the United States. To

the extent that U.S. surge capacity becomes increasingly dependent on component imports from China, the U.S."

. défense industrial base is correspondingly put at risk. The Commission intends to aggressively examine this issue
and the potential impact on downstream and related industries. . ' '

'Accorc_lih'g to a report on China's WTO agreement _thtracted by the Colmmi_ssi'on, tﬁ_e_ inability. of imporlfsensiiivé :

" Letbens i v senn aotiracaarchrenarte/20100 900?!‘!’&1’1(}!’1‘5&!0‘12 02 .him : | . L 5)‘!10/2004
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_"sectors to compete with Chinese rmports can raise rmport dependency issues and by impllcatron natlonal -
security concerns: China has shown an extraordlnary ability to rapidly expand production and exports in a wide-
range of products. it is unclear how much of this success flows from government subsidies and closed domestic

~markets. To date, the Unitéad. States has pald httle attention to dependency on lmported products from any one . I

; natlon mcludlng Chrna 25

,The Commission has found that u.s: government data are currently madequate to track proper!y industna!- :

- technological-military dependencies, The Harmonized Standard-codes, used by the U.S. Customs Service, and
"~ the Military Critical Technologies List, -are impossible to cross-reference due to the insufficient specificity of both-
" lists. Without the ‘ability to cross-reférence these lists, analyses of U.S. teohnoiogrcal and military’ dependenmes '
on imports from China are deficient. With globalization, sub-contractors are outsourcmg key cormponents. In 1992,

. the U.8. Navy and the Commerce Department traced the sourcing on three major projects and found 115 dlstanct' o "

items where a foreign dependenoy existed.?® Shifts |n the U.S. and world technology trade since 1992 have
: atmost certalnly increased that number '

o _U.S.-Ch_i'na_-'InVes_tm'ent and Technology Transfer-

An lmportant factor behind the Chinese Ieadershlp s decision to embrace WTO membershlp was. rts contlnumg__ .
need to attract foreign investment, especially in high-technology sectors, from the U,8. and elsewhere. Foreign
direct investment (FDI) has been a critical component of China's effort to develop its economy and advance its.
science and technology base FDI both fuels. Chlnas economic growth and enhances aspects of its mrlrtary .
development : . ) :

‘Over the past decade China has becorne the Iargest reclpsent of FDI in the developlng world an'd.one of 'the

o world’s pnncrpa! destinations for FD}, Between 1996 and 2000, almost 75 percent of China's capital inflows ($290 - E

* billion) were in the form of FDI ($217 hitlion). Unlike other developing countries, China has not heavily relied.on-.
foreign loans to fi nance its economic modernization;.in fact, new foreign borrowing dechned from a peak of $12.7 -
~ billion.in 1986 to $10 billion in 2000.28 The model of export-led growth and import substitution policies, conducted
~in tandem with rncreasmg amounts of torelgn direct mvestment and a tlghtly controlied currency, underplnned a.
- decade of raplcl economlc growth o . . , :

The U S. has been a key investor in the Chinese economy over the Iast ten. years wrth U.s. data :ndlcatmg the
direct investment position growing from $354 miliion in 1990 to $9.58 billion in .2000. Including Hong Konig, the

' gateway by which many U.S. firms gain access to the mainland, China became the preferred location of U.S. FDI.. -

P _not only in Asta but also among other developing nations. Only Mexico (as'a result of- NAFTA) and Brazil attracted '

more U.8. investment among: the. developing nations than China/Hong Kong.over the second half of the 1900's,

"' and in 2000 China overtook Mexico as the U.$.'s largest investment target.2® Increasingly, U.S. firms have sought'_ -

not only market access with their investments, but also low- cost manufacturing platforms to better compete in the -
global market.® According to Morgan Stanley, "China's massive consumer and labor markets do set it apart from
'the rest of the world and formany U.S. f“ irms, there is srmp!y no chmce but to be On the ground there L)
Frgure 2.5 .

| -.8; FDI Position in China by Sector -

httne s neee onw‘researohreoortsQOOO '2003/réooﬁsfch2 02 htm

Sector | -invest | % ofTotal | % Increase
Position in | . Position in || 1994-2000
2000 ($b) | 2000 - o
| Petroleum” 1846 _19.3% 106%
1l Food Manufecturing 81 1.8% '38%
" Chemical " 245 2.6% A1%

$/10/2004
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Manufacturing. ' o
Metals Menufacturing | . 183 S 18% %
" Machinery R 07% Nia'
Mam_:_facturing' - . .

Elec Equip - 3.208" 33.5% 1787%
Manufacturing . :
Transport Equip 47 5% Na
: -Manuf._l ) -

Other Manufacturing 768 % | 252%
‘Wholesals Trade 362 3.8% 168%
Bank/FinancefServices 113 11.6% C179%
_ Other 94 - 62% 357%
TOTAL 9.577 100% 275% .

Over 400 of the worid’s 500 fargest companies are now invested.in China, with U.S.-based firms having been the

- largest investors for three consecutive years.
- record high of $4.4 billion - a 4 percent increas
American corporations’ investments have been concentrate

.

U.S. direct investment outflow to China and Hong Kong in 2000 hita
e over 1999 and 3.1 percent of total U.S, direct investment abroad.
d in higher value added manufacturing {electronics .
. equipment, telecommunications equipment, transportation parts and equipment, etc.), services (insurance, .
~financial and distribution), and petroleum, rather than labor-intensive manufactures {(footwear, apparel, textiles,

* plastics). _ S _ : o : Ce A

‘Technology Transfer -—-__With the objectives of'm@derni,zatioh and self-sufficiency o_f-'_'the coUntfy’é" induétria! a‘hd_
" military sectors, China’s leadership has methodically guideda remarkable drive for technological modernization.32

" China’s leaders, including President Jiang Zemin, repeatedly emphasize the importance of 'developing

E independent, proprietary high-technology capabilities as a means to boost China’s ecq'homic and.mijitary_prowess |

to counter "hegemonic” actions of the United States.® " -

~ Inan effort to develop indigenous’ high-tech industries, ‘China’s foreign - import ‘and investment pbliéiés .ha\_)e.' '

increasingly emphasized indusiry-specific Investment and high technology imports.3 China maintains a carefully
-integrated set of evolving industrial policies to "encourage, permit, restrict or ban" foreign involvernent in very’
- specific areas of technology and production. These: guidelines were, designed to encourage foreign investors to

move away from labor-intensive projects towards joint-ventures in advanced technology, modern infrastructure
development and high value-added goods. Beijing is adlso encouraging. investment in the Western part of the
country‘-raising_concerns_regarding joint partnefships with the many defense-related firms located in those inland

_fegions.

~

~ In April 2002, the Chinese government issued its latest investment policy document, titled "Catalogue for Guiding -

- Foreign Investment in Industry.” The list of encouraged sectors grew by nearly 70 categories, -while the list of -
restricted sectors grew by six categories. Most-of the additional encouraged sectors were in manufacturing of

- advanced biotechnology, materials, electronics, - communications equipment, ~and machine tools - and

manufacturing systems. Clearly, the identification of these sectors reflects the Chinese government’s intent to -
direct foreign investment, management, and productian technologies toward advanced manufacturing sectors,

Prior to agreeing with its WTO ‘obligations to cease such practices, China’s laws, regulations and ,pqlic':ies'with.'

regard to foreign investment and trade included ‘numerous provisions and mandates, for foreign technology

transfer. Technology transfers have also been used as a deal maker by U.8. firms seeking joint-venture contracts.

" The most significant offset initiative put forward by U.S. high-tech companies in seeking approval for joint-venture

manufacturing partnerships or facilities in China is the establishment of an institution, center, or tab devoted to

hitn:/fwww nsce.gov/researchreports/2000 -200_3!répoﬁsf¢h2_02.htm o . 5;‘1':0/2004*.



Chapter 2 - Trade and Investment o | o o Page 10 0f 17

_ 101nt research and development (R&D) %

in 2001 China's Academy of Scrences identified 124 high tech R&D centers in China that had been set up by' )
foreign fi firms. A large ‘number of global technology firms have at least one R&D center working jointly with
Chinese state controlled firms and universities, signifying a shift for multmatronal companies that had previously

- withheld their R&D work from China.®® As China increasingly becomes a center for R&D, more technology

transfer will occur and thereby threaten the U.S. domestic R&D base 37

. ,The rate of u S mvestment in R&D in Chlna by U.S, majority- owned forergn affiliates has: increased significantly -

- over the past two years. In 1997, U.8. firms invested $35 million in China and $14.5 billion worldwide for R&D. In -
11999, investment jumped: to $305 million in China (a 771 percent increase) - $292 million invested by

manufacturing firms, and 326 ITII||IOH of that by chem:cal t" rms- and $18.3 billion worldwrde (a 25 percent increase) .

. for R&l'.;'-' 38 : C

“The scope and the nature of research done in Chrna are advancmg very rapidly.3¢ As Alcatel's executlve vice-
_president Ron Spithill reoently told the Fmancral Trmes "Very soon (China) will be a source of rnnovatwe_ '

. 'technology n40

' '.Accordmg {o the Department of Commerce oommrssioned report U 8. Commercial Techno!ogy Transfers to the
People’s Republic of. China, Chinese officials “frequently play foreign competitors against one another in their bids
for joint-venture contracts and large-scale, government funded infrastructure projects in-China. The typical result’
is usually more technology being transferred as competitors bid.up the level or type of technology that they are

~willing to offer."!. The report also stated: "...it is clear that foreign firms are being coerced into transferring
technology {which they probably would not otherwise do) as the pnce to be paid for access to Chrna s market nazZ-

Under WTO China has. agreed not to cond|t|on mvestment or import approvals on. technology transfer or

: requirements to conduct R&D in China. USTR officials informed the. Commission that this commitment would . |

apply. to pre- as well a5 post-accession contracts.®® Concems exist that the government may impose more

. obligations, perhaps unofficially, to continue such requirements in exchange for favorable, exira-legal decisions by
- government officials at both the national and regional level.*4. This is an aréa that will be extremely difficult to
_ police, as_many companles wishing to do business in China make undrsclosed concessions to beat out their
- competltors . . o

“The American Chamber of Commerce in Ohma (AmCham Chlna) exphcrtly expressed its skept:cnsrn in its annual . . :

- white paper in 2001; "Despite the updating of provisional regulations on technology licensing in preparation for
China’s WTO entry, foreign companies are still required to submit technology licensing documents to the Chinese -
government for review — and ficensors often must trade significant technology rights for approval to continue their
project. in some industries, informal administrative- measures in the form of ‘advice’ to foreign companies make
technology transfer a pre-condition to market entry. ‘AmCham-China strongly belleves Chma needs to take a more .

- progresswe and open approach to end such :rregular practlces as

The signifi icance of these arrangements is profound I a recent report to Co'ng'ress on U.S.-China Scrence and

' Technology Cooperation,. the State Department concluded: *This. Chinese investment strategy, designed to = .
‘extract technology transfer from American firms as a condition for entering the Chinese market, is, in State’s.

- éstimation, the pnnclpal source of technology transfer from the U.S. to China."8 State goes on to say that China .

"reaps a technology bonanza" from these investment policies. And, this trend will ‘most likely -continue, if not -
- accelerate. The Chinese Academy of Sciences: recently detailed a study-that found that in 1997 only 13 percent of
foreign firms +in - China applled the parent company’s most advanced technotogles in China. By 2001 that .

proportion had already risen to 41 percent and the Academy expects it will exceed 50 percent in 2002.47

: Forelgn' Nationals Studying in the United States - The Commission finds that another 'pnncrpal means China is _
using to channel scientific and technological information to China is through Chinese foreign nationals studymg_
-and working in the U.S.

The recent State Department»coordinated report U.S.-China Science and Technology Cooperatfon concludes:48 -

httne/wwow nsac.goviresearchreports/2000 2003/reports/ch2. 02.htm - o 510/2004
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o itis clear that a major facilitating channel for the flow of scientifictechnological information and know-how
from the U. S.-is the vast number of Chinese students annuaﬂy present throughout the U 8. hrgher
- ediication. system, . : . , _

e rt is State’s betref that the targe numbers of Chrnese students scholars, researchers and hrgh-tech
workers, ubiquiitously present throughout the U.S. academic and rndustnat research establishment, ~
collectively represent China’ s chief means of gatherrng information on U S. screntn‘" ic and technologrcal
development; o

- . 'wewed agarnst the context of wnat Chma can gtean from the protrferatron of rts natronats workrng i U. S
" laboratories, whatever knowledge China might possibly have gained from cooperatrve S&T actrwtres
conducted under the 7 979 S&T agreernent would be negligible by comparison.

. Of particular |mportance is the fact that the Iarge majorlty of these Chmese students are engaged in oourses of
~ study or research in fi elds related to mathematics, science and technology 4% In 1999, 8 percent’ of the: doctorates
awarded in the United States in the sciences and engineering went to Chinese foreign nationals while U.S.
citizens accounted for 22 percent of the doctorates.5® The Comimission emphas:zes the State Department finding
that "U.S. ‘academic research laborafories throughout.the country are hosts to thausands of Chinese students and

. researchers who have first-hand knowledge and: partrcnpatlon in some of the most advanced S&T research

projects across a spectrum of scientific disciplines. Many of these students return to China, taking their knowledge - -

and expertlse obtained in U.S. labs with them. Many others remain in‘the U.S., working in’ .8, “high-tech. lndustry

or remaining in academia."® U.S. high-tech firms, where the latest. technologies are being developed, apparently. -
also employ "thousands” of Chinese who:have: completed their studies in thie United States largely. because they -
are unable to f nd sufficient numbers of S&T tramed Amencans 52 : '

The U $S. Embassy in Beijing reports that |t |ssued over 9,000 H1-B visas to Chmese in FY2001 for worklng ln |
~“these high-tech firms.3 53 . : :

E As with all foreign students studylng in the United States. the U.S. Government has very llmlted knowledge as fo -
their numbers backgrounds and actnntles here, In many cases, the U S, Govemment toses track of. them '

'Accordlng fo the Inshtute of lntematlonal Educatlon 'S "Open Doors. On the ‘Web," there were 59, 939 Chlnese'-l

" students in the United States in the 2000/2001 academrc year, a-10 percent increase over the previous academic
year, Constituting the largest percentage of forelgn students studying in the U.S., Chinese students acoounted for. S

10.9 percent of all forelgn students. 5

_-__The Commisslon recognlzes that- the U S high- -tech- commumty depends .on the talent of forelgn nationals and '
. similarly, that the size and configuration of the U.S. college and university system assumes that there will be large .
" numbers of foreign students. Furthermore, the Commission values and recognizes the importance of exposing'

" foreign nationals directly to our democracy and freedorns. However, the Commission believes that the lack of -
oversight of Chinesé forelgn nationals, as well as those of many other countries, studylng and working in sensitive

disciplines can have serious national security implications. The transfer of "know how” could potentially be applied

: . to China's’ military industrial base. Consequently, the Commission conciudes that increased oversight, review,

'screening and tracking of Chinese foreign . nationals. studying and worklng in the U.S. is" necessary, ‘and. we
support the recently signed into law "Enhanced Border Security and Visa Reform. Act of 2002, The Commission.

stresses the importance of implementing and enforcing. the law’s provisions that seek to |mprove efforts to track- |

g forelgn students in the U.S, to ensure that they ma!nta:n their appropnate visa. status

Im‘pact on .U.S. Jobs and Wages

There has been conS|derabIe debate over the’ |mpact that the U.S —Chtna economic relatlonshlp has on wages
and employment levels in the United States. Evaluating the economic relationship with. China is not only'a matter
of understanding the mérits and drawbacks of free trade and globahzation but also invelves questions of fair.
competition and American values. There are serious implications in éxposing U.S. workers o competition with
China - a non- market economy that is a consplcuous abuser of human, polltzcal and Iabor nghts and the -.
enwronment .

httne/araros nsce. sovireseaichrenorts/2000 -2003/reports/ch2 02htm L sm0p004
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) A key questlon that the Commrssron s contracted research arid publtc hearrngs have repeatedly raised is whether
© U.8. frade. and invesiment ‘with--China are adversely impacting are not only wages and jobs in traditional

manufacturlng areas, but those in high-technology industries as:well, Paul Craig Roberts, an economist and

columnist, who served as an Assistant Secretary of Treasury in the Reagan Administration, recently wrote: "The
.+ upshot is that both American and Chinese firms produce for the U.S. and" Chlnese markets wrth Chrnese Iabor -
N V= Iabor is not in the picture."3 . -

_ Whrte numerous arguments. have’ been presented to the Commlssron that the U S.. economy benefits
- tremendously from its trade with China, we have also heard from labor representatives-about the dislocation and -

-virtual stagnation or decreasing standard of living that ‘many U.8. workers face. The impact of trade with China on '
.S security interests — both military and economic — is complex. There are positive and negative aspects to. - -

“the relationship which all parties must recognize in order to allow reasoned analysis and debate. in the oprnlon of
the Commrssrm however, smply o acoept a "busrness as usual" approach is not acceptable '

_Through the course of three hearings.on’ the impact of the 1.S. Chma trade and rnvestment relatlonshlp on key- :
American industries, the Commission heard a variety of 'opinions on the contentious topic of globalization. The -
-Commission heard from academics such as William Overholt, a Semor Fellow at Harvard Unwersrty Asia Center, 3

_about the benefits of the u. S —Chma trade relatlonshlp :

o They [Chma] get forergn mvestment in the thmgs that they are good at which are fabor-mrensrve thr’ngs
. what has happened in the past decade is that because we have restruciured in a way that countries like -
- Japan haven't, we have lét the stuff that the Chinese should be doing go to China, and’ they are making -

“shoes and shirts and so on; we have focused-our energies on the things we have been good at. We have
“had the'lowest unemployment rate in our modern history. We have had the highest econormic growth rates.
. . We have had the iongest economrc hoom. And a fot of that was because of Chfna 56 -

g _The ‘Commission - heard of ] drfferent side of the relatronshrp from Iabor representatives such as. chhard L. '
- Trumka. Secretary—Treasurer of the AFL-CIO .

‘When constimer demand is met- wflh rmports rnstead of domestic producﬂon existing Jn::ubs can be jost, and ..
new_manufacturing jobs are not created in the U.S. Just since July of 2000 we have Jost 675,000
manufacturing jobs in this country. In fact, the '90’s boom is the only recovery in modern’ history during

. which we actuyally fost manufacturing ;obs This latest loss means that we riow have fewer manufacturing
- workers iry the United States than we did in 1965. U.S. workers whio fose manufacturing jobs due to import

g competrtron take a pay cut of over.9 percent on average — when they are lucky enough to fi nd anew job 57. -

. While 1he overall American economy experrenced great growth and prosperrty in the 19908 not aIt workers or’
~ sectors of our economy benefited equally. The Commerce Department has argued that each, $1 billion in exports
creates 11,000 to 20,000 jobs. Thé Economic Policy Institute has stated that each $1 billion in rmports may also
‘eost 11,000 to. 20,000 jobs. Hundreds of major U.S. brand name companies now mariufacture in China and are .
“.no longer part of American communities producingjobs for American workers. The Commission heard. from
William Wolman, Chief Economist of Business Week: "Because U.S: imports have been growing faster than U.S.
exports, itis Ilkety that the international position of American workers is not improving but deterloratlng Thatisa

. major reason why there is no end in.sight to wage stagnatlon |n the Unrted States and in other industrlal'_. o
.countrres 58 : S : : '

The Commlsslon has heard that this trend of wage stagnatlon ts not exclusrve to blue collar jobs but seems set to .

" move into white-collar jobs as well.5® While the Commission notes the low level of unemployment the U.S. has

enjoyed, we are troubled that many Amerrcans have not only been left out of wage rncreases but have in fact
suffered wage decreases _ _

: lmplrcatrons of Com petttlon with Chmese Workers - Many of the labor representatives that testified before the
Commission detailed the implications of American workers competing with Chinese workers in a "race to the -
_bottom"”. Pointing at the unfair competition implicit in Americans compeéting against Chinese workers who have
been denied fundamental huran rights such as the right to.organize and collectively bargain, * labor

representatives such as Leo W. Gerard, Internatronal President of the Unlted Steelworkers of America (USWA) o

have explamed

Lmﬂ.H“'riu'\v LR T-Tarel .nnw‘rhqparﬂhremnrmﬂﬂﬂﬂ 20031’1‘800113;0}12 02.htm . - 51{10!’2004 o



| -I.:‘:-'_Chapter'Z -Trad_é-'and Investment- e o _. L P_a.ge'l'?i of 17

The right to strike, which is -a fundamental right... Vwas removed in Chind in-1982. There is no vehicle for

- workers to improve their standard of living. There-is no vehicle for workers to dissent, There is no vehicle
- for workers to have an-open opportunity fo share in.the wealth that they may create. So | don't know how

- we can expect ourseives to compete, and | don't know that we should expect ourselves fo compete with - -

" that kind of a system... Everything that is going on in China in its industries is diametrically opposed to the
values that this country holds so dear®? . AP R

Lack of Adequate Data — Due to the inadequate statistics currently available, an accurate understanding-of the
" wage and employment effects of the U.S. frade and investment relationship with. China is difficult. In particular,’
while there are numerous statistics detailing how globaliZation is holding down’ inflation” and ‘ increasing the
- profitability of U.S. corporations, there is @ dearth of information regarding precisely how giobalization is effecting
P American-workers in the manufacturing and low-wage s_ervice:sectcirs. L S
It part, the statistical inadequacies resuit from political bias. For example, during the Corigressional debate on -
- permanent Normal Trade Relations with China, the Clinton Administration chose to release data on export sales .
- state-by-state. In part, they extrapolated what the job gains would be for. each state based.on the rough-estimate :
* by the Commerce Department that each $1 billion in exports creates 11,000-20,000 jobs. At the same time, the
Administration did not release import statistics on a state-by-state basis that would provide a clearer. picture of the
* impact of the increased trade on job losses. Another example is the decision by the Department of Labor to stop
‘releasing trade-adjusiment data sorted by zip code for fear that opponents of Administration policy initiatives
would Use the data to highlight the "cost” of Administration trade policies. - e

In an effort to overcome these statistical inadequacies; the U.S. Trade Deficit Review Commission contracted with-
Professor Kate Bronfenbrenner at Comell University's Schoo! of Industrial and Labor Relations to complete a
study that provided empirical findings through the use of a-media-tracking system. The study tracked all media-.

-~ reported production shifts out of the U.S. to China, Mexico, and other Asian and Latin American countries and out
 of Asian and Latin American countri¢s into China that occurred between Ogtober 1, 2000 and April 30, 2001, The
- information. was combined with macroeconomic data on imports, exports and investment. The study is the first -

. and only national database on production shifts out of the U.S.%
" Frofes'_so_r-_B'r't_)nfenbrenner dé_taile_d.the study’s key findings in her testimony before the -(_mer_ni_sslon:._, _'

As increasing-numbers of workers. are displaced’ from manufacturing and export-related jobs into’ the'
_sewvice sector and import-related jobs; for many of them it has been a dramatic_shift from permanent,
unionized, full-time employment with good wages, health benefits, pension benefits, and regular hours to
less secure, noh-union jobs'in the service sector and import-related industries, with lower wages,:limited
_ bénefits, irregular part-time jobs, anhd less chance of union representation...in addition, increased publicity .
.about global capital mobility has contributed 1o the effectiveness of employer threats of full orpartial plant .
- closure when bargaining with individual workers and tinions over work rules, wages or benefits, or when.
campaigning against union-orgariizing initiatives.%% . L : e

: chér‘ significant highlights of the résearc:h_ were:

" Anincreasing pe.rcentage of the jobs leaving the U.S. are in hfgher-paying'indusfﬁés_ e s i‘hése.'hf'gher-.' N
- end jobs that are most likely fo be unionized and therefore more likely to have a much larger wage and -
“benefit package. Many of those who lost their jobs were high seniority, top-of-the-pay scale employées,

who have a great deal invested in their jobs and in their communities. .

-.e There is a direct finkage between increases in trade deficits and foreign direct investment in certain
" industries and production and employment shifis out of the U.S. and into China in those industries.®®

“The Commission believes that the U.S. Government needs-1o establish a federally mandated. corporate reporting.
system that requires companies to report the presence-and shift of production both from within the United States B
to overseas and from one overseas location to another. A thorough understanding of the. impact trade and-
investment policies have on employment, workers, wages arid communities, requires more information on such
matters to allow policymakers to make informed dedisions. o Ll
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) S Supported Fundmg of Overcapacity The Commtss:on is also concerned about the |mpact on American

e workers of -the U.S. Export—lmport Bank and international financial institutions’ (IFl) assistance to China. China .~ "

accounts for approximately $6 billion of Ex-im Bank’s exposure the largest of any country Chma also has the o

-Iargest portfolio in the World Bank, standmg at $34 8 b|!l|on in. commltments :

" The most notable case of U.S. -support for funding giobal overcapacny has been Ex-tm Bank's guaranteelng of an |
$18 million medium-term loan to support the $21.7 milfion expart of equipment and services by General Electric

_and other. U.S. suppliers to the Benxi Iron & Steel Co. in Benxi, Liaoning, China. The Commission heard from

o representatwes of the steel :ndustry about the effect of Ex-Im Bank’s guarantee to Benxi as well as their concerns '
-about the |mplicat|ons_ for further action. As Leo W Gerard lnternattonal F’resrdent of the Urnted Steelworkers of '
Amerlca testlf ed: _

It is irrational to have in excess of 20 steel compames in Amenrca erther in bankruptcy, struggling to get ot
- of bankruptcy witha half-a-dozen others on their way to: bankruptoy, to have American taxpayer dollars

" through various funding agencies, whether it is the Export—lmport Bank or others, fundfng that gtoba!-'._
overcapacrty ano‘ to fund itin a non- market economy :

S The Issue becomes more complex when one considers that the guarantee to Benxr ron & Steel dlrectly supporled S
** 300 union jobs at GE’s 1,600-employee Salem, VA plant and’ represented 10 percent of the plant’s production 55

Regardless, Ex-Im Bank agreed to reassess its economic impact procedures. In. addition, the recentiy passed _
Export-lmport Bank reauthorization bill prohibits the Bank from providing financing that would be used by foreign.
entities to produce a product that is the subject of an antidumping or countervailmg duty order. Entities that are
* the subject of a preliminary determination will be required to undergo an economic impact assessment before .

- recewmg Ex-lm ﬁnanclng ' :

.While the effectweness of the new: procedures remains to be seen, there appears to have been little spillover oh
~ this topic to the examining of U.S.-supported international fi nanmal institutions (JFls). The International Finance
- Corporation (iFC), for example, the arm of the World Bank Group that invests in the privaie sector, has invested in
‘two different steel projects-that are joint-ventures between Chinese and European companies: Scana Leshan.
_ Metaliurgical . Joint-venture Co., Lid. ‘and Shanghai Krupp Stainless Co., Ltd. Each.project contributes to

- Increasing global overcapacity in steel products. While these two projects may result in developing portions of
China’s economy, there has been no economic impéct assessment on theU.S. steel industry. China is currently

“-the {FC’s ninth-largest country portfolio and is one of its fastest growing client countries. Without proper overs:ght
"~ in the form of an.economic impact assessment on the U. S u.s. taxpayers may have mvested in an IFl that is
- harming the U S, economy and U.S. workers :

, _'WltneSSes have expressed concem to the Commission that with over 105 million Chlnese Iwmg on Iess than -
 $1.00 a day and with little or no access to clean water, productive farmland, sufficient education, or. adequate :
health services, U.8. taxpayer funding that was targeted towards poverty. reduiction is bemg diverted to i mcreasmg
the international competitiveness of China's steel industry. Witnesses have found this. particularly troubling in light -
. -of China's massive currency reserves ihat would be more appropnately used for |mprovmg thelr own steel -
" industry. - . _ o

U parllclpatlon in Internahonal F|nanc|a[ Inshtutrons should reflect U S. pollcy, in partacular u.s. delegates to L :

_the IFls should not counter actions taken by the U.S. Government to stem the global oversupply of steel. Other
1mportant pehcy objectwes must also be reﬂected in U.S. efforts at the IFls. .

| ?Natlonal Secunty Impllcatlons

The U.S.-PRC trade, and :nvestment relaﬂonsh:p over the past decade has had serious |mpl1cat|ons for U.S.
_national security: U. S. policies have played an important roie-in helping the Chinese leadership achieve stunnmg
economlc growlh and the modemization of thezr mllltary :ndustnal complex

~ The large "and growing U.S. trade deficits with China pose economic and security concerns for the U.S. Many |

observers, including Federal Reserve Board Chairman Alan Greenspan and former Treasury Secretary Robert - -

‘Rubin have stated that the U.S. trade deficit is unsustainable. In 2001, the contribution of the- U.S.-China trade
deficit to the overall u. S trade deficit. consututed about one-fifth of the $393 b1l||on fotal. As U.S. imports far -
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outpace exports the U.S. must Inance this |mbalance

" The U.S.-PRC trade relatlonshlp plays an |mportant role in China’s abltlty to maintain globat trade surptuses and L

‘acoumulate large foreign reserves. If China’s $83 billion surplus with the United States were removed, China

- . would have had a 2001 trade deficit of $60 billion with-the rest of the world. Large trade surpluses and large net .

financial inflows have allowed China to build up foreign reserves that stood at $212.2 billion at the end of 2001- a '
one-year increase of $46.6 billion. These reserves are in addition to China’s 500 tons of gold reserves. China's
forelgn reserves are now second -only to Japan's, ‘assuring increasingly significant - financial and strateglc
options.57 They are particularly important to China’s military modemization, as: Beulng continues to rely on hard

“currency to purchase’ advanced weapon systems abroad. The Commlsslon is concerned - w;th the mrlltary
tmptlcatlons of China’s fore[gn reserves and drSCUSses them in‘more detaal in Chapter 9.

_The Chmese leadershrp gurded thelr trade- and mvestment strategles wrth the objecttve of Ieaptrogglng in .
developing their science and technology base. U.S. firmis, to obtain a foothold in the Chinese consumer market, -

- ‘played a significant role in: this developmenit. With  U.S. help, China has developed into.a. major global -
. manufacturing center and a rising global R&D genter, ralsmg serious questtons as to U 8, dependency on Chtna

- for key items of our defense mdustrral base. ,

~ Over the past decade U S. trade and mvestment pollcy wrth Chlna has too often favored short-term commeroial o
‘and corporate interests over broader national economic and milltary sacurity concerns, As we move forward inthe
refationship, the United States needs to strike a more appropriate balance. The U.S. goverriment should provide

more oversight of U.S. firms' R&D investment.and commercial technology transfers; As well, more oversrght and -

tracking is needed to evaluate the hollowing-out of the U.S. industrial base and to determrne whether import -
dependencies’ may be developlng that can undermine our. defense industrial base and thereby threaten natlonal'
securlty :

. The Commission will continue to monttor and report regutarly on the’ composition of trade and: investment shittlng :
" patterns and trends and dependencies, commercial technology transfers and R&D collaboratton and the
. challenges toU S exporters and workers. . : :

_Recommendattons

. The Commission recommends the Congress request the U.S. Govemment revuew the statrstroal "
. discrepancy between the National Instittite of Science and Technology (NIST) and the Census Bureau ~
trade figures that are based on dttferent methodologles and definitions, in order to remove the

complications and discrepancies that have plagued analysis.of U.S, China trade and investment analysis. :

- o The Commission recommends the Congress request the Commerce and Defense Departments to increase .
. the level of detail of the Harmonized Standard (HS) code and Military ‘Critical Technologiés List (MCTL) so
" . they may be cross-referenced to track any developing U:S. dependency on China. To further enhance the
“U.S. Government's ability to track dependencies, Congress should also direct the Depariment of Defense-
to requ:re its contractors and subcontractors to identify components ‘and sourclng usmg the HS oodes

"« The Commission recommends the Congress support efforis of various government agenczes to increase .
. contracts and exports of U.S. goods to China but should monitor and evaluate these efforts to ensure that
- they are enhancrng U, S Job creatlon and are not i rncreasrng capacrty in rndustnes that atready have excess
wortd capaclty _

. o The Commlssmn recommends the Congress estabhsh and fund a federatty mandated corporate reportrng
- system to gather sufficient data to provide a comprehensive understanding of the trade and mvestment
relationship with China. Within such a system, companies should be required to report their initiil
investrents in China; any technology transfer, offset, or R&D cooperation agreed to as part of the.
investment; the shift of production capacity and job relocations resulting from the investment, both from
" within the United States to overseas and from one overseas location to another: and: contractlng o
relationships with Chinese firms. In addition, Congress should require the Commerce Departmentto
‘maintain an authoritative- account of U.S. ﬁrms’tnve'strnent in R&D centers in China and-a comprehensive

It Isarars nere anviresearchrenors/2000 2003/revorts/ch? 02.htm 5010004



'.f-C‘h'apt'er_foTfade'e_ltd.f.{nve_st.mcnt B o . _ -'?age'16 of 17

. ae_'ses_s_ment'_of their actvities. .

. The Commlssron recommends the Congress request the Treasury Department to conduct employment
* impact studies of International Financial Institutions’ (IFI) projects. U.8. representatives to the IFIs should
be instructed to use thelr voice and vote fo support programs that promote U.S. interests and donot.

negatrvely effect U.S. employment or fund industries, such as steel, with. global over-capacity,

) _The'Commissio’n recommends the C'ongr‘ess should cIoSely menitor. the implementation of the "Enhanced
_Border Security and Visa Reform Act of 2002". The U.S. government has & poor récord of implementing
any effective mechanism to track and assess the acfivities of the very large number of Chinese students
scholars, and researchers present in the U.S, academic and industrial establishment. Careful

rmptementatron of the new legislation is required, if the U.S. is to a_ddress this serious matter.
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+ Article IV of the IMF Agreement states that members should “avoid mampulatmg exchange rates
in order.. . .. to gain an unfair competitive advantage over. other members,” and the related -
survelllance provision -defines manipulation to include “protracted large-scale intervention in one -

direction in the exchange market.” In other words, if a U.S, trading partner. makes protracted large-

scale purchases of dollars and other currencies (i.e., one direction intervention), which leads to a=

" lower than market-based exchange raté and a larger than market-determined trade surplus, there is
prima facie évidence of IMF proscnbed exchange rate mampulatlon to gain an unfaar competmve
advantage

.In thlS context thls paper examines four questlons

1. Have Japan and China, among others, been mampulatlng therr exchange rates in recent years,.'

as defined by the IMF?
' And if so:

_ 2 ' What has been the 1mpact of such currency mampulation on the do]lar exchange rate and the
' U S: trade deficit? - _

3 “What are the consequences for U 3. economic and forelgn pohey mterests‘?

4 How should the U. S government respond" |

1 ‘Have Japan and Chlna, Among Others, Been Manlpulatma Their Exchange Rates in
o Recent Years, ‘as Def ned by the IMF‘? . B .

‘The answer begms with an assessmient of. the two adjectives about 1nterventlon “large scale” and
- “protracted " In the cases of Japan and China, as shown in Tables 1 and 2, they unquestionably
apply. Japanese one direction intervention to buy dollas and other foreign exchange totaled $233

- billion smce 1998, with large. purchases each year, -including $48 billion during the first seven. -
-~ months of 2002 Chinese cumulative. purchases were $98 billion. since 1998, with a sharp upward _
“trend to $46 billion in 2001 and $31 bllhon or more than $5 bllhon per month dunng the ﬁrst six

- months of 2002.
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- In the case of Japan, official foreign exchange purchases equaled 59-61 percent of the trade
surplus in 1999-2001 (Table 1, line B 1). ‘For the broader basic balance measure. of current account -
surplus plus FDI net flow (line B 4), the figures rise to 72-77 percent. ‘What this means is that the
- protracted intervention has directly-offset, dollar for dollar, about 60 percént of the upward pressure
‘on the yen from the very large trade surplus, and about 75 percent of the net inflow of dollars from -
the. basic balance surplus. -Moreover, in addition to this direct quantitative. relationship, Japanese =
cwirency intervention policy has a strong reinforcing qualitative dimension, which can be called the .
~“credible threat multiplier effect.” The experience has been that when faced with upward pressure on.
the yen, not only does the Bank of Japan buy large quantities of foreign exchange, but the Ministry of

Finance states emphatically that Japan will intervene as much as necessary to keep the yen down,.as
' an overriding economic policy objective. to ensure continued export-led growth.! 'Such statements -
strongly dissuade currency dealers from intervening in anticipation of market-generated upward =
- pressures on the yen. The overall result is currency manipulation through a combination of large- -
~ . scale intervention plus credible threats of further intervention, with the latter constituting the .
. “multiplier effect.” A reasonable adjustment for this multiplier effect could raise the trade surplys -

- offset from 60 percent to 75 percent and the basic balance offset from 75 percent to 100 percent, - - -

. Based on these relationships, how much stronger would the yen be if currency manipulation were
halted through a categoric. statement by the Government of Japan that it would indefinitely cease all
. purchases of foreign exchange. - The rise in.the yen would almost certainly be substantial, quite:

possibly by at least 20 percent, to 100 or less yen to the dollar. Such an assessment, moreover, is -

supported by another quantitative relationship related to the U.S. trade deficit. The U.S. trade deficit,
as a share of total trade, is similar to that of the Japanese trade surplus, and considerable econometric
- work has produced the rule of thumb that a 1’ percent decline in.the dollar. would reduce the U.S.
trade deficit by $10 billion, and thus a 20 percent decline would reduce the trade deficit by $200 .
. billion, or by half of the total U.S. trade deficit. This relationship can be compared with Japanese -
~ official intervention, 1o’ opposite- effect, amounting to a 75 percent offset to upward pressurés on the
- yen from the trade surplus, and thus to. an implied strengthening of the yen from termination .of the.
intervention-of 30 percent. In other words, if a 20 percent decline in.the dollar exchange rate can -
. cause a 50 percent decline in the U.S, trade deficit, currency manipulation to offset 75 percent of the

Japanese trade surplu's impact on the exchange rate would equate to a 30 percent weaker yen, Toerx
on the . conservative side, however, the corclusion drawn here is that Japanese currency

‘manipulation probably results in a yen exchange rate at least 20 percent lower than it would be
. based on market forces alone. . o S . RS A

* In the case of China, the renimbi is fixed to the dollar, but is nonconvertible on-capital account.”

~* What this'means in practice is that export ‘earnings in foreign exchange; plus FDI not utilized for

. . purchases on current account, have o be sold to the central bank for renimbi at the fixed exchange

~rate. In effect, official intervention is carried out through mandatory foreign exchange sales to the
- central bank rather than central bank purchases in the market, as take place in Japan and elsewhere. .
* The neét effect, nevertheless, is currency manipulation through protracted large-scale .purchases of

foreign exchange by the Chinese central bank. - _ S

. As to how much stronger the renimbi would be if the central bank ceased to' buy foreign
exchange, the basic analytic approach would be-the  same .as applied to Japan, although’ with more
- indirect assumptions as'to what would. take place if the renimbi were freely convertible, and the

appraisal is thus limited to an order of magnitude. The ratios of official foreign exchange purchases
“to the trade surplus and basic balance net dollar inflows have been rising sharply in 2001 and 2002..
- Duting the first six months of 2002, central bank purchases have been at an annual rate of %2

* billion, or roughly 200 percent of the trade surplus, and about 100 percent of the basic balance

! Such statements, incidentally, constitute official admission that the intent of the intervention is to gain a competitive advantage
intrade. - . S ST



_ inflow. These ratios; compared with Japan, indicate a rough order of magnitude for exchange rate
impact almost double that caused by Japanese intervention. This should not be- surprising because

- during 2002 the dollar linked renimbi has declined 10 percent vis-3-vis the yen and the euro, with

. consequent strong positive impact on the Chinese trade surplus (up 55 percent in the first half of
2002) and FDI inflow (up 22 percent during January-July). Moreover, even with the $62- billion
annual rate of mandatory sales to the central. bank, market pressures from the huge foreign exchange

- net inflow stimulate underground cash flows out of the country of billions of dollars per year, linked

* ‘to massive official corruption.’ Taking.all of these factors into account, the conclusion drawn here

" is that Chinese currency manipulation probably results in a renimbi exchange rate in the order of =~

40 percent lower than it would be with a convertible rate based; on market forces alone,

The impact on the U.S. trade deficit—The bottom line quéstion is how much smaller the U.S.
trade deficit would be if others did not manipulate their currencies as described above. In this case, .
the.analysis is more straightforward.” Assuming the renimbi 40 percent stronger vis-a-vis the dollar, -
‘and the yen, the Korean won, and the Taiwanese dollar-(the latter two with intervention/trade surplus -

ratios -similar to-that of Japan) 20 percent stronger, the dollar exchange rate, weighted by U.S."

~" " imports, would be 7 percent lower. Based on the rule of thumb that a 1 percent decline in the dollar N

‘would lead to'a $10 billion reduction in the trade deficit, the net resuit would be a §70 billion
reduction in the U.S. trade deficit if these four trading partners ceased cutrency manipulation.: ¢ -

. This calculation, however, understates the trade impact for several reasons. Expotts of these four
trading partners are almost. entirely in manufactures, which have rehtively high price elasticities®.
compared with other- sectors. of trade, and theréfore this trade would have an above-average
quantitative response to a given exchange rate adjustment. - Moreover, their exports have grown
rapidly in recent years and thus the $10 billion/1' percent benchmark, based on earljer econometric -
- work, 'should- be adjusted upward, - There has also probably. been some additional currency

~ manipulation beyond the four cited here, particularly during 2002 when the effects of the recession in
the United States and a declining dollar have weakened export performance around -the world and
created political pressures to intervene and keep currencies down relative to the falling dollar. For
‘example, Russia, India, and Thailand have made substantial official purchases of foreign exchange
during the first half of 2002 even while running large current acéount surpluses. Bringing all of these
factors together, the conclusion drawn here is that roughly $100 billion, or about one-quarter of
the total U.S; trade deficit, can be atfributed to currency manipulation, ' o . '

3. What Are the Cons'eqne_r'qcé's for U.S. quﬁhm’igﬁ and Foreign Policy '_lnt__eres'tS?

. ‘There are three distinct-adverse consequences for U.S: interests from the currency manipulation

. - that has resulted il a U.S. trade deficit roughly $100 billion larger than it would be based on market-

 detetmined exchange rates alone: - (1) the short-term impact on Jobs and output; (2) the longér term -
economic impact on U.S, productivity and growth; and (3) the broader effects on U.S. foreign policy
interests. Only the first has received serious attention, while the second and third consequences are
at least as important for overall U.S, interests, and possibly more so. e -

. - 1. Theshort-term impact on jobs and output. The rising U.S. trade deficit means less jobs and. .-
output for both' U.S. export and import-competing indusiries. The National Association - of
.. Manufacturers (NAM) estimates that since ‘August 2000, 500,000 jobs have been lost from “the

decline in exports alone: Relating a $1 billion increase in the trade deficit to 15,000 jobs, a $160

? See the Financial Times, August 22, 2002, p. 5,*China gears up to halt capital flight.”” The article cites estimates of capital
-flight as high as 320 billion per year, as well as a temper tantrum by Chinese Premier Zhu Rongji over the fact that nearly every
. conuption scanda] in China in the last decade involves around officials, or businessmen ‘whe have bribed them, fleeing overseas

“with large amounts of money. C o ' - .

? The price elasticity relates percentage changes in relative prices and .q'uantities of gods traded, . For ;en';ample, a -2 elasticity of

- demand for imports means a 1 percent decline in the refative price of imports would lead 1o a 2 percent increase in the quantity of -
imports. : : : ' 8 o :
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) Chlna s economy ata glance
1 %of estamated 2003 GDP
Agriculture 14.6,
| services 33.6 ; '

“Industry 51.9

" 'Hscal year: January 1st-December s
Source; Economist rnoelligenr.e Unit, (:hlna Country Fam:mt.
. Iaﬂuary 2004 . . :

nomic Co-operation, and some policymaking and

. regulating bureaucracies previously under the State
. Economic and Trade Commission and the S_tate_ De-: .
velopment and: Reform Commission, MOFCOM- -

was designed as a super-ministry in ‘charge of both

. internal and external trade, reflecting China’s ad-

- mission in late 2001 to the World Trade Organisa-

tion and the gradual dismantling of barriers to do- :

. mestlc and foreign economic transactions. .
- Several other important agencies were also cre-
* ated in early 2003. They iniclude the China Bank-

ing Regulatory Commission, which took over the
. ‘'watchdog functions from the central bank, and
the State-owmed Asséts Supervision and Adminis-.
- tration Commission, which will probably play a -
-major role in the pnvahsauon of state enterpnses .

- in the years ahead.

‘The new leaders are not expected to make any
_Imumediate dramatic changes in Chinese policies;.
.They will probably stress continuity during their

* first years in charge, since they owe thejr jobs to
-the previous.generation of leaders. Nevertheless,
they will have to address the tmmense political
and social pressures that challenge Chinesé soci-
ety. For example, shortly after assunnng power,

' the new leaders faced a major ctisis: the outbreak
" . of Severe Acute Respiratory. Syndmme (SARS). Thé

utbreak forced them to bring about a more trans-

- parentattitude virtually overnight sirice they were

confronted with ‘widespread local and ‘foreign

. concern about the real extent of the epidemic.
. Seveéral high-profile corruption cases over the past "
few years have also demonstrated that problems -
- with graft and political disillusioniment extend to

.. the top levels of the political system,
o These problems point to the fundamental weak-
- ness in China’s pohucal systern. After more than

CHINA

five decades of authoritarian rule, there are few:

channels for ordinary individuals to protest offi-
cial graft, and no movemeént or gtoup of persons

can serve asa credible alternative to the Commu- -
- nist Party. Because the leadetship has eschewed

political reforins as they liberalise the economy, it -

has allowed few channels for divergent political' -~

views. Political dissidents are routinely givenlong -

_prison sentences,

China's leaders will probably face more social

. instability and public dissatisfaction in the years
] ahead. Their stated goal of paying more attefttion
- to those left behind during the quarter century of -

reform is a sign that they wish to address €co- -

*~ nomic and social problems.

In foreign’ politlcs as well, ‘the new leaders. '

~ around ‘Mr Hu stress the need for continuity, of
" particular Importance in China’s roller-coaster re-

-~ lationship with the United States. Despite a rocky -
erful new Mmistry of Commerce (MOFCOM} was
- created. It incorporates nearly all the powers of the .

now-defunct Ministry of Foreign Trade and Eco-.

start.after George W Bush assumed the presidency -
in January 2001, ties with the Us improved steadi- -
ly throughout 2003, culminating in Mr Wen's visit
to the US and red-carpet welcome in Washington .
in’ December 2003. Sine-US relations have im-

. proved because 6f the.two countries’ common in- -

terest in fighting terrorism, However, China has ex- -

pressed concem over US activist foreign policies,
reflected most-spectacularly in the US-led attack on
Irag in early 2003 and also in its stationing of

‘troops in areas close to Chinese borders,

Ties with Taiwan, which China considers a'

. renegade province, remained: uneasy in early 2004,

mainly because of China’s Intense suspicion of Tai-

. ‘Wan's president, Chen Shui-blan, a former advo- -

cate  of independence from. the mainland.. Mr

_Chen has led the island since May 2000 and seéks

re-election ina presidential race set for March 20th
2004. China's suspicions were further. strength-
ened in late 2003 when Mr Chen pushed ahead
with plans for a referendum at the same time as the .

. presidentlal election on whether the Talwan au-- -
.thorities should demand that Chma abandon its

military threats against the istand, .
Most of the laws forming China’s modem legal
systemn have been written from scratch since the

- beginning of economic reforms in thé late 1970s, -

Although many observers have been, impressed -

" with the comprehensiveness and speed with which - .

new laws have been Issued, legislation still leaves

“much to be desired, Nevertheless, it is widely be-
- liéved that China’s accession to the World Trade

Organisation in December 2001 has accelerated
the promulgation of new laws, especially on for-

«eign trade and investment. -
Foreign companies are still hampered by a lack A
of transparency on details of new regulations. Im-
. portant new rules often. take the form of adminis-

trative notices, rather than laws passed by Iegisla—

. tures at various levels; moreover, they are u'utially .

Couintry Commence February 2004
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" Fundamental indicators: production and consumption

% growth . _ . .
o ' 2002 actual  © . 2003 estimate . 2004 forecast
- GOP : _ 8.0 © T BE . B4
| - Private consumption 66 6.0 . 68
. Govemnment consurnption 70 . o

- Source: Ecoriomist Intefigence Unit, China Coutyy Forecast, larwary 2004.

9.0 5.0

distributed inteinally along bureaucratic channels
" befdre being published, often in an incomplete
fashion, in the state-run media. '

: -Betwreen this lack of transparency and along -

" fistory of lacklustre implementation, foreign
- companies cannot always feel assured of consis-
 ‘tent and fair treatment by the bureaucracy. But the
" quality of the Chinese bureaucracy should im-
- prove in the coming years for two reasons WTO
membership will expose China to foreign prac-
" tices, and the downsizing of the staff in govern-
ment offices in Tecent years will probably leave in.
place mainly the more efficient workers.
~ . ‘Chinese law allows foreign companies to file -
* * suits ini local courts, but many prefer arbitration
because of concerns about thie speed and impar-
 tiality of the courts. A related concern is the weak
tradition of consistent implementation of court
- rulings, especially if they favour foreigners over
locals. These shortcomings: undermine confi- -
- dence in the Chinese judicial system among
" hoth foreign entities and broad sections of Chi-
nese society. The main cause is the absence of a_
. dlear-cut division of powers; thus, the courts act
~ in close co-operation with politicians and offi- -

" clals. The spread -of corruption in'post-reform . . _
“such as new plants and equipment increased by

-26.7% in 2003, according to the National Bureau

" of Statistics. Although these investments help”

~ China has also affected the courts. Judicial staff
" in the largest cities (such as Beijing and Shang-
hai) improved considerably duringthe reform
years, -but graft remains a serious problem in
. maiy provinces. I
. China’s -business environiment is set to im-
prove—albeit gradually—as the communist gov-
ernment takes steps to accord greater public recog-
" pition: to the role of private business. This was
 particularly emphasised during the Communist
Party’s 16th Congress, which amended the party’s
 charter to allow private entrepreneurs to-become
members. That followed amendments to the state
constitution in March 1999 that recognised the
- “important” role of the private sector. The Stand-
- ing Committee of the NPC met in late December
2003 to discusss constitutional amendments that
“-would give private property the same status as
public property and guarantee that “private prop-
erty obtained legally shall not be violated”. The .'
_ annual full meeting of the NPC in March 2004
* " will probably pass the amendments.

Ne‘ve:t_heless, the security of -contracts rem:ihls'.

" problematic. Foreign investors often complain of

the maze-of regulatory difficulties they encounter
in pressing their local partners to adhere to previ-

.ously.agreed understandings. China’s-entry into

‘the WTO and foreign firms’ increasing recourse to- -
legal action might improve. matters on this front.

~ For more .information on. political condi-
tions; see theEconomist Intelligence Unit’s
Country Report on China. - :

1.2 'Market_'cbndiﬁbns. Chinaﬁ’s.' €CONomic ex-

pansion accelerated to 9.1% in 2003, according o
- to the National Bureau of Statistics. This was sig- .
nificantly higher than both the 7% target set
early in the year and the 8% rate of 2002. The -

strong performance was the result of booming

* éxports and continued heavy government spend-

ing (such as in infrastructure). Non-government
investment spending also played a growing role.
But local consumers continued to spend less

_ than policymakers hoped. ‘At a key. economic

planning meeting in Beijing in early December

2003, the authorities set a target of 7% econom-
" ic growth for 2004, o S

" Ivestment by state companies in fixed assets -

make China the world's fastest-growing major -

* economy, they take a heavy toll on government
. finances. Ministry of Finance- officials expect a

deficit of Rimnb319.8bn (about US$38.6bn) for

" 2003, up from Rinb309.8bn in 2002, '

The government has been priming the eco- -

nomic pump since 1998 to lift growth, partly by is-
- suing off-budget bonds, of which it sold Rmb140bn

in 2003. Observers have warnéed that China prob-
ably has only four or five more years in which it
can finance such heavy spending before the pub-

lic deficit grows to dangetous levels. Economic .

growth might also slow if investment proves to be

" excessive in sectors such as car manufacturing,

possibly creating excess supply down the road.
Despite the continued weak global economy,

- Chinese exports increased by 34.6% year-on-

year, to US$438.4bn in 2003, a clear improve-
ment from the 22.3% increase in 2002, Mean-

© The Economist Intelligence Unit Limited 2004

Country Commerce February, 2004




T CHINA _

5

dollar and other ma]or currenmes based on the

previous day’s closing pricesin the interbank mar-
keét. Should the rate fluctuate during the day out-
side a narrow set band, the central bank maintains

"a SpeCIal hard-currency account for mterventlon

1.4 State rolé in the economy China 's state-' .
- owned enterprises (SOEs) are generally charac- .

. tetised by severe losses, inefficient allocation of
_ resources and poor management, Bit there are
- significant - exceptions: Huawei Technologies

(which makes telecommunications equipment)

rapidly expanded its exports, helped by a research
~ staff that accounts for half its employees; TCL
" Holdings (which makes televislon sets and an-
nounced a spectacular merger with the televiston

.- operations of French company Thomson in-early

" November 2003) has aggressively branched out

into néw business opportunines in ﬁelds suchas -

celiular phones.

The govemment is pushing ahead wuth Te- _' _
forms of its SOEs. The process began in earnest in -
1998 but could take a decade ormore to complete.

“Large SOEs are getting miore autonomy and the

right to sell shares to non-state investors. The gov-
ernment sometimes gives up its controlling stakes

‘or even sells off companies altogether. (For exam-

ples of China’s major state-owtted enterpiises, see -

the box on page 10).
The official line is that the 46,800 SOEs will

" remain the backbone of the economy, but the-

rapid growth of private domestic, foreign-owned
and joint-venture companies are rapidly under-
mining them. This trend will probably become
even more pronounced as China gradually opens
its markets further under its World Trade Organ-

- isation commitments..

© The increased emphasls on non-state compa-
nies gained a firmer legal basis with the adoption

" in March 1999 of constitutional amendments rais- -

ing the status of the private sector (see below), An-

" other indic¢ation of this shift was the decision of

. .the ruling Communist Party to welcorne private

. entrepreneurs to its ranks; this decision was en-

. shrlned in the amended charter adopted at the
' party's 16th Congress in November 2002..

.- Still, there are- growing concemmns about the speed

© of reform, especially since the SOEs need to become

more efficient to stay competitive now that China

" is.a.member of the WTQ. Equally worrying, the

. state still holds mandatory control over “vital” eco-
nomic sectors, a principle that has beeni empha-
* sised in the Tenth Five-Year Plan (2001-05), The

SOEs indude large concems operating in finance,

transport, telecommunications, eniergy, heavy in-
" - selves from their business interests by end-1998.

‘dustry and other essential areas of the economy.
~ SOFs in theory belong to the Chinese people
and their management remains.under state super-

‘vision. But market pressures have begun changmg .

. the SOEs themselves, as the governrientintroduces

mianagement reforms to improve productivity and. .

‘encourage efficient use of resources. SOEs have be- _

-come more autonomous, and—at least in theory— . -

‘most. now practise independent accounting and
- take full responsibility for profits and losses.

“The government has also forced many merg-
ers:and closures, and more-are likely over the.
coming years, Scattered evidence from various
parts of the country suggest that this ttend con- -
tinued 'in -2003. In Changchun, the capital of -
north-castern Jilin province, 117 SOFEs with as-

sets -totalling . Rmb22.7bn underwent mergers - -
" during the the year, according to areport by Xin-

‘hua news agency on December 8th 2003, Xinhua
' had earlier reported that 10,000 mergers would: .~ =

take place among SOEs in the coming years, -

‘Some of the most-talked-about mergers in recent

years resulted from a. profound restructuring of
the -aviation ihdustry, which entered its final

stages in 2003 (5.3). As part of the reorganisation’..

of the state-owned airline sector, flag-carrier Air
China, China Southern Airlines and China East-

ern Abrlines merged with some smaller regional
_ carriers to form three large groups.

. However, not all efforts to streamline the state
sector have proceeded smoothly. In the frst six -
months of 2002, authorities closed 1,034 -coal

mines in northern Shanxi province alone, partiyto . .

conform to policles of SOE reform and partly for °
safety reasons. But anecdotal evidence suggests that.

- many of these coal mines reopened during 2003. -

. Reform initiatives suggest that state planners .

iftend to focus on turning the largest and most

successful SOEs into South Korean-style con- .
glomerates. (chaebol). The June 2003 merger of -
China National Pharmaceutical Group and China™ -

. Medicine Material Group, a producer of tradi-

tional medicine, created a. conglomerate with
Rinb2.14bn . in- assets. Another chaebol experi-

- ment that has enjoyed some success was the cre-
- ation of Shanghai Baoshari Steel Group in No- .-
vember 1998, It sold 1.88bn shares to domestic -

investors in December 2000. But the government
is determined to limit unemployment to main- .
tain social stability in the cities, which will coun--

“terbalance the trend for mergers and closures.” -

" The reforms so far have been strengtliened by
moves to. separate. government agencies from
their business interests in order to improve gov- -

. ‘ernment professionalism and efficiency. This pol-
. icy began July 1998, when Jiang Zemin ordered

all units of the People’s Liberation Army (PLA); -

-the paramilitary People’s Amed Police, -and po-

lice and judiciary departments to extricate them-

This was followed by policies in 1999 to- separate

‘government agencies below central levels from.

their business operations:

©The Economist Inteligence Uit Lirted 2004
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Mény SOEs _femain deep in the red for a com-

bination of reasons: decades of Poor management,

lack of accountability, fatled projects imposed by

‘the central government and an onerous social- -

-welfare ‘burden. Nevertheless, the govemment
claims that progress is being made, According to
‘the State-owned Assets Supervision and Adminis.

* tration Commission (SASAC; the main govern-

. Ment agency overseeing SOF. reform), overall prof-
. its of China’s 499 key SOEs reached Rmb305.2bn

in the first ten months of 2003, up 36.3% from the
*. same period a year earlier, o - '
- The legacy of previous poor performance and

- state seéctor. Companies owe large amounts, in
+ particular to-the large state banks. As a result, these
-banks posted an average bad loan ratio of 21.38%
-of total loans at end-September 2003, The state
banks face a policy goal of lowering their levels of
- bad loans to those of major foreign banks by 2006,
* but political pressure from state and local author-
itles has made it difficult for state banks to call in

the debts. By some estimates, they may eventual-

.y have to write off up to half their loans,

It the most popular policy formula, debt-eq-

uity swaps, special asset-management companies

assume debt from selected SOEs in return for an

~€quity stake giving them influence over the man.

* agemeént of the companies. By late 2003 China’s -

. four’ asset-management companies had .taken
- over an estimated Rmbi.39tm in debt from SOFs,

“but local economists have criticised the pace at -

" . which they dealt with the assets. The four com-

- -panies had disposed of just Rmb497.7bn by end-

October 2003, leaving mote than Rmb890bn still
~tobehandled. - . _

_ The Company Law of July 1st 1994 is intend-
~-ed to guide the transformation of the largest SOEs
-~ Intolimited-liability corporations. This would open
the way for private shareholding, with the state
- ‘withdrawing to the position of a Western-style

" investment partner.. The law prohibits acting.
- government officials from serving on the board -

of directors of a transformed company or in jts

management. Freed from official controls and .

. Pprotection, the newly independent corporations
-must meet market demand in order to stay afloat.

Legislation for a new bankruptcy law remains -

stuck in the legislature. Assuming it is ever passed,
- it would boost reform by establishing clear proce-

dures for winding down terminaliy ill SOFEs. But

. fears of mass unemployment have hampered lin-
- plementation, although top central bank officials
argue that delays have caused serious losses of state

assets. Meaniwhile, the government took a step to-

wards bankruptcy reform in April 1999, when it
‘promuigated the Civil Procedure Law. This legisla-
tion detailed procedures for how corporate entities
. are to repay their debts in a bankruptcy,

Some members of_the'ChmESE_govmmeﬁ't -

“argue that moving too fast with reform could ac- ,
- tually hurt state assets. This Teflects complaints

from government officials over the sale of smalt
and medium-sized SOFs at what are perceived as
excessively low prices, allegedly hollowing out
state-assets. A serles of published regutations seek -

~ to ensure that public-sector assets are not sold at
 below-market prices to domestic and foreign in-
- vestors. These include the Provisional Regulations

on Several Issues Concerning the Establishment of

Foreign-Inveésted Companies Limited. by Shares

_ ' (effective January 10th 1995),
- resulting large debts continues to weigh down the -

" The provisional 'regtilatidn.s.‘establiéhed e

quirements that SOEs and collectively owned en-:
. terprises must meet to reorganise into foreign-in- - -
‘vested enterprises: (FIEs) limited by.shares, They .

must have been in business at least five years and

 profitable during the three years prior to reorgan-

isation; they must have a foreign shareholder sub- -
scribe to at Ieast 25% of share capitalin freely con-
vertible curtency; and they must have a scopeof

. business in line with investment policies govern-
" -ing FIEs. In effect, the regulations bar foreign in- -

vestors from certain key industries (in particular,

defence production), Previous barriers in indus-

tries such as telecoms have begun to fall since .

China entered the WTO.

Besides SOEs and FIEs (2.2), Chinas dofnestic

. economy permits three major formis of business.

organisation: I o
- Collective enterprises, originally run by their -

" own workers, were mostly taken under direct state

control during the Cultural Revolution. The gov-

- emment has been returning some collectives to

their employees, removing them from state plan- -

 ning targets-and subjecting them to collective¢n.-

terprise taxes and other levies. e _
Houseliold enterprises are private concerns,

. generally managed by one individual or a single
family, which may émploy as many as five work-. -
e1s and two apprentices at a time. Household eén.

- terprises may engage in small-scale industry, com-
‘merce or services, particularly retailing, repairs,

- catering and consultancy. They must be organ-

- ised as solé proprietorships (with the owner re- -

taining personal liability for all debts), and théy.
are governed by regulations that took effect. in.

~ September 1987,

Private enterprises are-déﬁrie_d_ for légai pﬁf-_

-poses as privately owned, profit-séeking econom-

I¢ organisations employing at least eight petsons,

-Governed by regulations that took effect in july .
1988, they may be organised as sole proprietor- -
ships, partnerships or limited-liability companies. = -
Private. enterprises may engage in ‘construction

projects, communications, comumerce, catering
and other services. They are specifically excluded
from the defentce and banking industries and from -

Cauintry Commerce February 2004
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where fore1gn mvestment is encou:aged in Chma s

less developed inland regions,

Under the regulations, foreign investment’
projects fall into four categories: encouraged, __re-_'
stricted, prohibited.-and permitted. Foreign in-

- vestment projects ini the first three categories are

listed'in detail in the Forelgn Investinent Cata-:

logue; permitted projects are deemed to be all

those not listed. The ‘catalogue allows for some’

- flexibility since companies in the. “permitted”
category are considered “enicouraged” if they ex-
port 100% of their output. Slmllarly, enterprises

“in thé "restncted" category may be upgraded to -

“permitted” if their exports account for at least
70% of their output.

The 2002 catalogue marked an easing, com- .
pared with the 1998 vers:on, since the number.of -

sectors in the “encouraged” catégory was expand-

~ ed to 262 from 186; those in the “restricted” cate-
' gory fell to 75 from 112. This liberalisation follows -
‘partly from China’s concessions.to-gain entry into

_ the WTO; nevertheless, the schedule for imple-
menting WEQ concessions means that certain in-

dustries, especially in the service sector, will be

opened only after a certain number of years (see
below). The main implications of the classification

are interms of the level of government responsi- =~ .

ble for investment approval {2.1) and the extent of
tax exemption available (3.2, 3.3; 3.5). The cata-

. logue also lists various projects for which WFOs -
. are prohiblted or for which'the state must have a

conlrol!jng interest.
Encouraged forelgn mvestments, accordmg to
the catalogue, include the following: - :
» projects related to new agricultural technolo-
- gy, construction of energy sources, transport and
raw materials for industry; |

. * projects using:new-or advanced technology, "_
-including those that can increase product quality, -

"save energy and raw materials, raise economic

) efficiency and alleviate shortages in the domes- '

“tic market;:

* projects that meet mternatlonal market de--

mand, enhance product quality, open up new
markets and increase exports; : :
* projects that involve integrated use of China’s
resources or use of renewable resources, involving
new technology or equipment for preventing and
controlling environmental pollution; and
* projects that can develop manpower ; and re-

sources of central and westemn China: In Novem-.
ber 2003 the SDRC added to the list projects in -

north-east China, 4 geographical area whose eco-
nomic problems (linked mainly to'a moribund

. state sector) became increasingly apparent during” +

the year.
Some projects in the encouraged category may
be eligible for preferential treatment, Both encour-

-aged and permitted foreign investment projects -

are subject to ex:stmg exammanon and approval ' _

procedures for foreign investment.
Restricted categories of foreign mvestment n- .

- clude the following:

o projects already developed | in China, where

* the technology has already been imported and '

where capacity can meet market demiand;
- projects with an adveérse effect on the envi-

‘Tonment and enetgy conservation; -

~ ¢ projects involving exploring for andfor ex- -

- tracting rare or preclous mineral resources; and.

* projects in industries requirir.lg central plan-
ning by the state.” =

Prohibited forelgn-investments accordmg to
the catalogue, include the following: - '
. = projects that endanger state securlty or harm
the public interest; : o

* projects that pollute; the environment or en-
danger human health; =

* projects that occupy large tracts of farmland -

or endanger the secunty or efﬁcient use of mili- '

) tary Tesources;

. & projects that use manufacturing techmques N
or technologies unique to China; and - - '
» other projects prohibited under state laws a.nd ’

. administrative regulations, L
To date, the scope of operanons allowed for for--

eign investment, or holding, companies (2.1) in-
cludes mariufacturing, investment in subsidiaries,

-purchase of inputs.and raw materials for sub- |
. sidiaries, co-ordination and consolidation of pro-
‘ject management, personnel recruitment and

training for subsidiaries, market development and
consulting to group companies, and provision of
product maintenance and technical support. Many
foreign investors had assumed that they could

convert their representative office into a holding. . -
‘company, which would then perform all their ac:
_ tivities. However, foreign investors are finding- -

that they must keep theli representative offices to-

- perform theit current export-import-related func- .
- tions, since holding companies are banned from

domestic or foreign trade, . .
- An'investment enterpnse may not act asa gen- :
¢ral trading company nor dj.rect]y market prod-

ucts-produced by its- subsidiary joint venture. In- -+
| vestment companies are also banned from lending
‘to subsidiaries (in China only licensed financial
- institutions may lend mortey), Some holding @ -
firms circumvent this rule by placing funds with - -

a group company and charging that companya
“user fee” for the funds. By law, umbrella firms
are allowed only to negotiate loans on behalf of

their subsidiaries and-to provide collatetai and -

loan guarantees. : ,

Existing foreign- exchange (forex) regulanons
apparently opened the door to investment com-
panies balancing forex shortfalls and surpluses

‘among their subsidiaries, but the State Adminis-.
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Shanghai and Tianjin. China allowed a maximum
of four foreign-invested retailing JVs in Beijing
and Shanghai, and a maximum of just two in-the
other locations. After China’s entry into the WTO,
the cities of Wuhan and Zhengzhou were imme-
diately opened to foreign-invested retail JVs; by
late 2003, the géographic scope was to be ex-
panded to all provincial capitals and to the cities
of Chongqing and Ningbo, and foreign majority
- control was to be permitted (although by early
2004 no official announcement to-this effect had
yet been made).. All' geographical restrictions and
limits on owmershipwill disappear by end-2004.-
- In - a-consensus agreement .signed with the
Uniteet States in June 2001, China also allowed

greater foreign access in distribution, by-nammow-

ing:the-definition -of chain stores (where foreign
-participation in JVs is limited to a:minerity equi-
ty share), Prior to:this consensus; China had main-
tained that any:retail operation with more than
two outlets was-considered-a chain store.and thus
could have only.minority foreign equity, Afterthe
consensus, the minority-share limitations werere-
stricted to stores that-sell different types.of .goods
and brands frommultiple suppliers:and that have
more than-30.-outlets; and also department stores
of more-than-20,000.5q metres.

. ¢ Banking.:Foreign banks'are: gradually being
allowed:.greater- scope:for: their: ivestments-in
both: permissible:areasiof businessand geographi-
cal-scape; Foréigr ‘bariks, -long fimited-to ‘doing
business:inlocal-currency with foreign companies
(9.2), were-allowed- to conduct ‘business 4in:;the
local-custency:with: Chinese ‘enterprises as:from
December 1st:2003: They-are schechiled to gainac-
cess to renminbi business with-ocal individualsdin
late 2006, Forrenminbibusiness, the geographical
scope was widened beginning December 1:5t:2002
from the cities of Shanghai, Shenzhen; Dalian and
Tianjin te:include Guangzhou, Nanjing, Qingdao,
Wuhan and Zhuhai.: Chengdu, -Chongging; Fu-
zhou and:Jinan were added to the list on Decem-
ber 1st 2003. Beijing, Kunming and Xiamen will
be added -in late 2004; Ningbo, Shantouw, Shen-
yang and Xian will be added in late 2005; and.all
geographical limits will be scrapped in late 2006,
By ‘late October 2003, 84 of 191 foreign-‘bank
branches in China had- obtained penm5510n to
conduct renminbi business.

it will ‘be- cuinbersome, however, for foreign
banks to take-advantage of the full openingin the
banking sector mandated by the WTO. The work-
ing-capital requirement for doing business under
the present level of opening is US$12m; but this
will rise to US$72m-once the last curbs disappear
in-late.2006. The WTO agreement dlso specifies
that foreign financial institutions, in order to be
altowed to do renminbi business, must have a
track record of three years of operations in China

ang must have been profitable for two consecutive -

“wyears prior to application.

For foreign banks’ business in foreign curren-
cies, all geographical limits disappeared immedi-

" ately upon accession, and-there were no limits on

lacal customers. But some barriers have appeared
that hamper exploitation of this opening, includ-
ing a rule that the State Administration for Foreign
Exchange must approve foreign-currency loans by
foreign-bank branches to Chinese companies,
Non-bank financial institutions should have
been able to offer car financing immediately upon

‘accession, but the relevant rules were issued

nearly two years after China’s entry into the
WTO. The China Banking Regulatory Commis-
sion issued regulations-on October. 3rd 2003 for
foreign companies wishing to: engage in the
business, which had previously been open only

to state-run banks. The regulations permit both

financial and non-financial enterprises to en-
gage in the businesses, but-require the largest in-

" westor in-a-car-financing company-(with at least

30%-of the equity) to-be either an automotive
firm or a non-bank financial institution. The
rules. imposed. requirements--on qualified in-

“vestors-that were considered extremely strict by

international staridards;-including minimum as-
sets of Rmb4bn.andbusiness revenue in the'pre-
vious year-of-at least Rmb2bn:-:

~»:Secutities. In the- secuﬁﬁesmdush-y, JVs w1th
minority foreignshareholdings havebeen allowed
to engage in'fund management on the same terms

as-Chinese -businesses: Minority JVs-may under-

write: domestic securities-issnes-and underwrite
and tradefin’securities.denominated in foreign se-
curities: China‘has:pledged:that.as the scope ex-
pands: for:locat- securities :firms -in .the- coming
yeats, foreign JVs will. automatically-enjoy access
o the same:new areas-opened for business.

‘Upon accession to the WTO; foreign securities
companies were-allowed to establish fund-man-
agementjVs:and hold ownership in them of up to .
33%. That cap-will be raised to 49% by end-2004.
Also by late 2004; foreign securities companies
will be allowed to establish: JVs, with their owner-
ship not exceeding-ene-third, to engage in under-
writing A-shares and in underwriting and trading
B--and H-shares, and also.government-and corpo-
rate bonds.

* Legal services. The govemment’s Regulations
for Administration of Representative Office of For-
eign Law Firms in Chinatook effect on January 1st
2002. They. affect-all-foreign firms-except those
from Taiwan, Hong Kong and Macau. To some ex-
tent, they relax requirements: (for example, they
reduce to two from three¢ the-number of years a
foreign-lawyer must have practised abroad to get
permission to werk in:China). But in.a number of
areas, the regulations place significant burdens on
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States (China’s most important ﬁadlﬂg partner

after Hong Kong). The US wants firmer guarantees
for investors than are provided in China’s other bi-

lateral agreements. Moreovet, China wants to use

its own courts to settle disputes, whereas the USis -
i~ pressing for arbitration in a third country.

' 2.0 Organising an -investmént_

2.1 Basic investment approval. Entering the.

Chinese market as a foreign company can be a

challenging process. Establishing a joint venture
. (the once-common investment vehicle for foreign

investors) generally involves protracted negotia-
tions. Approval procedures for most foreign activ-

ity remain complicated, and this is especially ttue

for the increasingly popular wholly foreign-owmed
venture, Legislation governing foreign investment

can be bewildering (and arbitrary, as authoritles ex- .

periment with new regulations).

- Barlier efforts to lighten burcaucratic burdens
on foreign-invested enterprises (FIEs) have been

reversed in the past few years. China has increased
its scrutiny of proposed foreign investment to en-

_sure that only those projects that support nation- -
al development priorities and can balance foreign-

exchange flows are approved. But China’s entry
into the World Trade Organisation in late 2001

should-gradually lead to a more transparent, less

cumbersome investment environment.
China’s business environment remains de-

manding in both market entry and day-to-day

management. Standard obstacles facing investors
include maintaining management control (2.8),

obtaining permission to sell on the domestic mar--

ket (3.5, 5.4), securing domestic financing (9.2),
and recruiting skilled managers and workers (10.1).

All foreign entities seeking to invest in China must -
- get advance approval. The process for a direct.in-

vestment depends on which form it takes. The
three forms most often used ate the wholly for-
eign-owned venture; the equity joint venture,
which is typically used for long-term projects and

must register as a legal entity; and the contractu-_

al, or co-operative, joint venture, -
- Wholly foreign-owned venture (WFO). This

corporate form is funded entirely with foreign .

investment and has sole fesponsibility for prof-

its and losses, It must register as a legal entity, -

which gives it, among other things, the right to
sue other entities or persons in a Chinese court.
The WFO has become the most popular invest-

_ ment vehicle since China’s entry into the WO,
" since firms have less need for a'Chinese partner
- - to penetrate the market. WFQs are governed by

the Law on Wholly Foreign-Owned Enterprises,
amended miost recently in October 2000, and

by related implementing regulations, amended -
. in April 2001.

Equity joint venture (EJV). This corporate form

is typically used for long-term projects and must
“register as a legal entity. EJVs are limited-lability

companies, with liabilities ltmited by the invest-

.ments. Both the foreign and the Chinese investors
- contribute capital, obtaining equity and subse-.-
‘quently receiving redistributed profits or sharing

Tosses accordingly. The minimum share that a for- .

- . elgn investor may hold is 25%; there is no maxi-
‘mum. EJVs are governed by the Law on Equity

Joint Ventures, amended most recently in March
2001, and by related impiementmg regulatmns
amended int July 2001,

' Contractual joint venture or co- operative

"jomt venture (CJV). This form often s the model

adopted for shorter-term projects or build-oper- .

_ ate-transfer investments. It can register as a legal
entity with limited liability but does not have to. . -
If the company does register as a legal entity, the - -

foreign investor must contribute at least 25% of
the registered capital. Typically, the foreign in-
vestor provides funding and technology, and the
Chinese partner provides land, labour, natural re-

" sources, and power and water facilities. Profit re-
. distributions or loss sharing need not reflect the

investors’ respective contributions; thus, GJVs

give both parties significant flexibility in negotl— :

ating contracts. CJVs are governed by the Law on
Co-operative Joint Ventures, amended in Octo-
ber 2000, and related 1mplementmg regulations
amended in April 2001. :
Apart from these three most wldely used in- .
vestiment forms, the Chinese authorities have .
adopted a series of more recent models:
Foreign-invested company limited by shares

' (FICLS), also known as a foreign-invested joint-
stock company. This form requires registered capi-

tal of at least Rmb30m, at least 25% of which must -
be contributed by foreign shareholders, FICLSs are
governed by a separate set of regulations under the .

. Company Law, the Provisional Regulations on Sev-
eral Issués Concerning the Fstablishment of For-
" eign Invested Companies Limited by Shares, which
- took effect in Januwary 1995. FICLSs form a subclass

of foint-stock companies, a corporate form that, to-.
gether with limited-lability companies, was intro-

‘duced with China’s Company Law, effective July

Ist 1994. Joint-stock companies are. similar to -
Western-style public shareholding company. _
Lirmnited-liability company, This corporate form

' is permitted under the Comparny Law of 1994. It is’

essentially the samie legal type provided for under -
the existing laws governing wholly foreignzowned ~
enterprises and ]omt ventures. '

Investment, or holding, company This repre-
sentis another type of investment organisation that

. canbeeithera WFQora Smo—foreignJV These can

be formed by a foreign company wishing to com-

- bine two or more of its JVs or other forms of in-
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'C}'n‘lna.'Busi}:ess Weekly néwspéper. The samé paper -
reported that the newly established Staté-owned -

~ Assets Supervision and Administration Commis-

sion had approved 48 applications for propexty

rights and assets transfers in SOEs between April

2003, when it was established, and October 2003.

The deals involved a total of Rmb22.5bn in state.

owned assets; private enterprises, either Chinese

or foreign, accounted for 83% of the applications,
 Alegal grey areaon foreign acquisitions of local
+ companies was clarified on April 12th 2003, when

the Provisional Rulés on the Merger and Acquisi- .

| .tion of Domestic Enterprises by Foreign Investors

took effect; The rules, published by the Ministry of -

Commerce (MOFCOM), the State Administration

of Industry and Commerce (SAIC), the State Ad-

_ministration of Taxation (SAT) and the State Ad-

ministration of Foreign Exchange (SAFE), cover -
two types of acquisitions, “Equity-acquisitions”

.are where foreign investors buy existing shares of

a Chinese enterprise or subscribe to new shares is-
- sued by a Chinlese enterprise. “Asset acquisitions”
are where foreign investors buy the assets of a Chi-
nese enterprise. SR ' -

The rules attémpt to create _sﬁong -b_arﬁem '
against foreign investors establishing a dominant -
Pposition in the local miarket through mergers and-

acquisitions, MOFCOM and the SAIC are sup-

posed to scrutinise applications for deals in which:
. - * the merger or acquisition will lead to 3 com-

pany controlling 25% of the Chinése market;

¢ the-foreign investor already controls 20% of _

the Chinese market; o
+ the forelgn investor has assets in China of
more than Rmb3bn; or . e
® the foreign investor has annual sales in China
exceeding Rmb1.5bn, o _
Such deals are not directly prohibited, but the

authorities reserve the right to block deals that-

- will lead a company to control too large a sharé of
the market. ' ’

- Themaximum permitted investment resulting
- from any merger or acc_juisltion is based on the fol- -

- lowing formula; _ :

* companies with reglstered capital of less than
US$2.1m are allowed to invest 1.43 times that
_amount; . B

* those with capital of US$2.1m-5m may in-
vest twice that amount; '

© * those with capital of US$5m—12nr_1___ may invest -

2.5 times that amount; and - :
. * those with capital exceeding US$12m, may
Invest three times that amount. :
The purchase price must be set with reference

to a third-party appraisat of the value of the ac- -
- quired equity. - o
Otherwise, the rules reiterate existing Chinese-

policies on foreign-invested enterprises (FIEs),
They specify that FIEs resulting from a merger or

acquisition must involve at'least 25% foreign in-

-vestment. They also state that foreign investors -

contemplating a mefger or acquisition must com-

Ply with the Foreign Investment Catalogue and its

four categories of businésses as they relate to for-
eign investment (1.5), L

An earlier set of rites, from January 1st 2003
and still in effect, allows foréign Investors to buy

. into unlisted SOEs, while keeping certain sectors _
oft limits. The rules (published by SAFE, SAIC and

the Ministry of Finance) require central govern-
ment approval for acquisitions in companies with
assets exceeding US$30m, in fine with existing .
rules on investment approval (2.1), Approval is re-
quired from the State Council, or cabinet, to ac.
quire compantes in “restricted” industries (1 S)or

~ones that have been cond cting debt-equity

swaps (1.4).. : R
- Separate rules published by the Ministry of Fi-

“nance and the State Economic: and Trade Com- -

mission on November 4th 2002 abolished a ban,
in place since 1995, against foreign investments in
listed SOEs. Under these rules, government-held,

.~ hon-tradeable shares in listed SOEs may be sold to

foreign investors via public tenders. They also re.
quire foreign buyers to hold the shares for at least
12 months. Following acquisition of the shares,

. the SOEs remain classified as domestic companies

rather than joint ventures, To help further stream.

. line ‘the state sector, the State-owned Assets Su. -

Press repotts indicate that Chinese officials re- -
-main wary of foreign dominaice of key industries.
The govemnment will arrange hearings if an'acqu-

© . sition results in.one company. controlling more

than 30% of the market, if the same industry has .

seen more than ten mergers within a one-year pe-

rod and if the acquisition causes total investments

by the foreign company in China within a one- -

Year period to exceed US$100m, the China Securi- -

ties Journal said in October 2002, This appears to
impose quantitative standards, marking an im-
provement over the Regulations on Mergers and
Divisions of Enterprises-with: Foreign Investment,

in force since November 1999 (5.3). Article 24°of
the 1999 regulations merely irged caution against - -
“mergers that could hinder competition in a partic--

“ular business, without giving quantitative bench.
marks for maximum market share, . .

. Absent a clear, unified set of regulations on ac-
quisitions, foreign investors have thus far retieq on

_ ascattered set of relevant rules, Under existing reg-

ulations, procedures vary depending on the form -
of the venture and of the deal, An EJV partner may .
also assign all or part of its quity in the venture.
Any increase in or disposal of EJV-interests is sub.
ject to approval by all partners 10 the venture, the
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rules. In particularly severe cases of criminal a}ctﬁ,

punishment is under the Criminal Law,

" The SEPA, MOFCOM and the General Admin-

istration of Customs issued the Regulations Con-

. cerning Strengthened Administration of the Im- -

port and Export of Ozone-Depleting Substances

" in April 2000, These rules are meant to align Chi-
nese legislation with stipulations in the Montre-

al Protocol, which has given China, along with
other developing countries, a 2010 deadline to

© phase out ozone-depleting substances. Under the
regulations, Chinese companies are allowed to
. tradé ozone-depleting substances only with en-

terprises in a limited group of developing coun-
tries allowed by the Montreal Protocol in the

 phase-out of this trade. Cars soid in China, '

. whether locally manufactured or imported, have -
~.not been allowed since January 1st 2002 to have
" air conditioners that use fréon. : s

China is beginning to take action on lead eris-

 sions. With effect from September 1st 2001, the -
- State’ Council issued regulations banning-187
" models of carburettor-equipped vehicles and said -
- itwould add more restrictions on vehicles that did
_ not meet national emission standards. Beijing and -
Guangzhou began banning sales of leaded petrol -

' in 1997; Chengdu, Nanning and Guilin followed:

suit i July 1999. The effect of these measures,

. however, Is still debatable; a study by the Chinese
. Academy of Preventive Medicine published ‘in-
* September 2002 showed that 20% of children in

Beijing have lead levels exceeding staiidards set by
the World Health Organisation. L

.. The Shanghai municipal government, which is
considered the vanguard of environmental protec--

tion in China, promulgated the Shanghai Light-

 Vehicle Emission Standards, effective July Ist 1999,

which states that-carbon-dioxide emissions by
light vehicles may not exceed 3.16 g/cumetre, The

. municipality also introduced the country’s first
clean-air tax in December 1996 in a bid to reduce - . _
. 'become a major issue for foreign-investéd enter-

the amount of car emissions chokihg China’s

- largest city. The regulations set minimum accept-
able car-emissions standards, and they provide.

for fining owners whose vehicles are not within
the limits. o e
In Tajyuan, one of China’s most heavily pol-

“luted cities, new rules took effect on November

12th 2002 introducing tradeable poltution credits
to.local companies. Each enterprise in the city is

. given an annual quota of permissible sulphur-.-

dioxide emissions, which may be sold-or saved for
later but may not be used in advance. A circular
issued on Janiuary 30th 2002 by SEPA, the State
Economic and Trade Commission, and the Min-

- istry of Science and Technology aims to reduce

sulphur-dioxide emissions by 10% nationwide
{209 in some heavily afflicted areas) by 2005.
Meastires include switching away from coal to

.cleaner enetgy sources_an_d installmgj.'desuiphuri- _
- sation equipment in large factories. a

Ider national laws govern other areas of envi-

' ronmental protection and pollution control. They.
_include the following: : ' L

¢ The Land Administration Law, from January
1st 1999 (2.5), requires developers to reclaim the
same amount of arable land that will be__occupied .

by a prospective profect. ' |

« The Law for the Prevention and Control of

_' Environmental Noise Pollution, effective March
' 15t 1997, gives all enterprises and individuals the
‘right to report or complain to the authorities

against any enterprise or individual that creates -

-noise pollution.

» The Law on Prevention and Controt of Solid -

‘Waste Pollution, effective April 1st 1996, governs
“the prevention and control of industrial solid- .
~waste pollution,; urban-rubbish pollutiorn ‘and
-toxic-waste poliution. '

" » The Law on Electric Po'iver,' effective April |

1st 1996, and the Coal Law also promote re- . -

sponsible environmental practices by encourag- -
ing “clean-air” technology to reduce emissions
of harmful particles. - ' o

» The Law on Atmospheric Pollution Preven-
tion and Control, effective August 29th 1995, gov-

- emns thie prevention and conitrol of pollution re-
Jated to coal burning, waste gas, dust and air
 pollution. It outlines the legal responsibilities of

companies or units responsible for the pollution.

" . China has not yet promulgated a sét of clear
" tax incentives to adopt more environmentally
" friendly production mettiods. However, thelist of

industries in which foreign investors are encout-
aged, published inl a revised edition on April 1st
2002, includes a wider range of environmental-

* protection technology products than previous -
lists issued in 1998 and 1995 (1.5).. |

2.5 Acquisition of rcal estate. Real estate will

prises (FIEs) in the coming years because of soar-

-ing demand for land, for residential as well com-
" mercial uses. In China, where all 1and is owned by

the state or collective entities, land-use tights for
enterprises come in two forms: “allocated” -or

_#granted”. Allocated land-use rights is the more

traditional form, under which many state-owned
enterprises (SOEs) obtained land in the past. It
may not be transferred, leased or mortgaged, and -
an annual land-use-fee'is levied.

Holders of granted land-use rights, in contrast,
have many of the rights of landowners, including
the right to transfer, lease and mortgage the land.
A relatively large fee is required to obtain granted.
land-use right, but annual land-use fees are usval-
ly not levied. A regulation issued in March 1996
(Provisional Measures for the Administration of
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The 15 bonded or free-trade zones (FTZs) in par-
ticular are becoming popular locations for export-
oriented enterprises. They typically offer bonded
warehouse facilities, speedy customs clearance and
duty-free entry for all goods. Duty-exempt goods
are not allowed beyond the zones, and all prod-
ucts manufactured in them must be exported.
Chinese customs must approve any exceptions,
and appropriate duties must be paid on items that
enter the domestic market.

The General Administration of Customs (GAC)
responded to local regulation on bonded zones
with procedures for customs supervision and
control in bonded zones, effective August 1st
1997, The regulations stipulate tariff exemption
for imports of machinery and equipment, fuel
and spare patts for enterprises in such zones.

- They also allow enterprises in the zones to ex-
port and import without needing licences from
governmental agencies (unless other regula-
tions specifically require such licences). The ruies
allow enterprises in the zones to engage in con-
tainerised and bonded transport and act as ship-
ping agents. Local regulation on bonded zones,
including a particularly liberal set of rules for

- the Waigaoqiao Bonded Zone in Shanghat, ef-

fective since January 1st 1997 remain in force,
but GAC regulations will gradually become stan-
dard, They are now implemented almost every-
where, but the regulations are in constant flux.

An official with the State Administration of Tax-

ation told the China Daily on January 18th

2004 that new incentives are being prepared for

bonded zones. :

To prepare its case for entry to the World
Trade Organisation, the Chinese government
eliminated all direct state substdies to the export
sector in 1991. But some other subsidies remain.
China’s provinces still provide direct subsidies,
and the central government continues to make
indirect subsidies available when foreign trade
corporations or export manufacturers face seri-
ous financial difficutties.

4.0 Licensing

4.1 Overview. Under China's regulations on tech-
nology imports, foreign companies with patents,
trademarks or other intellectual property are free
to enter into licensing agreements with Chinese
companies. Licensing, used mainly for technolo-
gy or trademark-related products, has the advan-
tage of limiting a foreign company’s exposure,
since it need not set up an office or a joint venture
(V). However, a licenser has less control over how
its product is priced, marketed and distributed.
Furthermore, in practice, greater reliance on cen-
tralised decision-making, uncertainty over China’s
inteliectual property protection, and shifting Chi-

nese priorities and policies can undermine deals
with Chinese enterprises.

Problems also frequently arise in China be-
cause of fundamentat differences between foreign

“licensers and potential Chinese licensees concern-

ing the boundaries of technology transfer. Al-
though Western firms tend to view a licensing
agreement as an on-going relationship between li-
censer and licensee, the Chinese often see tech-
nology as a commodity to be purchased and then
used freely.

Government policies in this area are in the Reg-
ulations for the Administration of Import and Ex-
port of Technology, effective January 1st 2002 (4.5).

4.2 Protection of intellectual property. Major
laws and regulations on protecting intellectual
property rights (IPR) have been issued almost
every year since 1982, and in the months before
and after China’s accession to the World Trade
Organisation in December 2001, the National
People’s Congress (the national legislature) adopt-
ed a series of important amendments to existing
legistation. The main motivation was to align
Chinese laws with the minimum requirements of
the WTO's Trade-Related Aspects of Intellectual
Property (TRIPs) protocol, which contains genet-
al standards for IPR enforcement.

Patents. Amendments to the Patent Law of
1994 were promulgated on August 25th 2000 and
took effect from July 1st 2001. This version of the
law enhanced judicial review of administrative de-
cisions, broadening it to cover applications not
only for inventions but also industrial designs and
utility models. Following the amendment, any
patent applicant can appeal to the Patent Re-ex-
amination Board and, failing that, take the case to
court, The ainendments also better aligned legis-
lation with WTO principles by deleting special ref-
erences to foreign-invested enterprises (FIEs) in a
part that previously stated the patent rights to in-
ventions made by FIE staff while at work belonged
to the FiBs. This right is now extended to all en-
tetprises, foreign-invested or Chinese, The amend-
ments also set penalties for patent infringements,
including fines up of to three times Hlegal pro-
ceeds or criminal liability.

" Implementing Rules of the Patent Law also-
took effect on July 1st 2001, along with the
amended Patent Law. They seek to bring China
up to date on patent regulation by streamlining
the allocation of patent rights and by bringing
the regime up to international standards. As part
of the streamlining measures, the Implementing
Rules provide that the relevant departments of
foreign trade and of science and technology
should jointly allocate patent rights to foreign-
ers. The new rules also state that foreign appli-
cants should pay maintenance fees for patent
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1ows for fines of 500% of the income derived from .

- illegal price-slashing and gives authorities the
_ right, in serious cases, to close operations of bu31-

" nesses that violate the law. .
: An amiended Pharmaceutical Law, effecuve De- -
‘cember 1st 2001, lets authorities introduce price .
controls on- pharmacéutical products, if deemed .
- €nd-2003, up US$116.8bn from a year earlier. Re- "
‘serves have risen because of boosted exports and_ -
_recent poh(:les that ban prepayment of foreign
"debt not explicitly stipulated in a debt agreement, -
testrict forex trading by domestic bank branches

. necessary. Even for such products wheré market-

determined pricing is allowed, the amended law

stipulates that pricing must be fair and not too far

- out of line with production costs. To ensure im-
plementation of the rules, the law provides that .

pharmaceutical companies should offer precise

and unbiased information about production costs -
E ,obtain forex,

: to the authorities.

‘Amended rules on the operation of wholly__
- foreign-owned enterprises (WFOs), announced
* on April 12th 2001, removed a stipulation that -

- .subjected WFOs to dornestic price controls for

the part of their production sold inside China.

The same rufe was abolished for equity joint ven-

tures in regulations announced on July 22nd '

-2001 (5.4).
The SDRC now imposes price controls on only
13 categories of products, compared with 141 cat-
" egories a decade ‘ago. Hence, mharket foices now

determine the prices of more than 90% of prod— :

. ucts fraded in China. in general, prices remain con-
' trolled only for goods and services deemed essei1-
© tial, such as foodstuffs and tobacco.

The government promised to free coal prlces_ '

_ ﬁllly in 1994, but it has in fact continued to-pur-

chase a fixed supply ffom money:losing mines
© at prices higher than its own selling prices to the
power, metallurgical and chemical-fertiliser sec-

tors. The remainder may be traded in-the free

"market. Coal, which accounts for three-fourths

" of China’s energy consumpnon has been oné of
‘the most important commodities under price

- controls. Ovet the longer term, however, the
~ government remains determined to continue -
‘with price reform in both. the énergy and: the-

commeraal ‘sector.

Price controls generally apply at the ex-factory_ :

. level, in the form of subsidies to state-owned en-

‘terprises to let them produce and sell goods to

wholesalers and retailers at-artificially low prices:

The government has controlled the prices of im- .
- ports through licensing and quotategimes (11.3),
‘but these are now being revamped to fit China’s

. new status as a WTO member.

6.0 Exchanging and remitting funds

6.1 Exchange controls: Following' a string of.
-government. -measures in the -late '1990s to .
strengthen administrative controls on dealings in |

foreign exchange, forex -outflow gradually sub-
sided, and the Chinese currency, the renminbi,

was kept from co]lapsing The currency wasstable
dunng 2003 and was never allowed to veer far

- from the Rmb8.28:US$1 mark, despite growing

pressure abroad for a revaluation of the currency
to reduce the large trade surplus ‘especially with -

" the United States (1.2, 1.3).

‘Chirla’s forex reserves stood at US§403. 3bn at

and require financial institutions to conduct
more-thorough checks on companies mshmg to

The government ‘maintains relatively strict‘ _
exchange controls, but many foreign businesses
believe it will have to simplify procedires, given:

: the rapid increase in foreign trade and invest-

ment from China’s new status as a member of

-the World Trade Organisation. The authorities |
took one step on September 1st 2003, when
‘they introduced new rules atfowing local resi- -
‘dents going abroad for up to half a year t6 buy -
.US$3,000 (up from US$2,000); those going abroad

for more than half a year may buy USs$3, 000 (up )
from UJS$2,000). = .
Despite the plethora of restrictions still in
place, the general trend over the past decade has
been towards a gradual liberalisation of China’s
forex market. The country reached its most signif-
icant milestone in December 1996 when it offi-
cially made the renminbi convertible on the cur- -
rent account. In doing so, China agreed to Article -

. VIII of the International Monetary Fund, which

prohibits restrictions-on payments and transfers

for international transactions and multi-currency
-practices; and other discriminatory measures., Ex- -

tending this policy, China’s exchange authorities
closed the country’s forex swap markets In De—

. cember 1998,

.China amendecl its: rules on forelgn-mvested'

“equity joint ventures (E]Vs) in July 2007 to be con- )
“sistent with the partial convertibility of the local
_currency. This change cancelled a previous re-
- quirement that EJVs maintain a balance. of forex

revenues and expenditures. The rule had become
obsolete (and enforcement had ended) after cur- -
rent-account ‘convertibility allowed foreign-in-

vested enterprises (FIEs) to buy and sell forex-at
local banks for trade purposes,. . .
Current-account convertibility has requ)red'

‘China to remove all restrictions on payments of

enterpnses (including FiEs) for nnports, labour
and services; repayment of interest on foreign
debt; and repatriation of profits by foreign busi-
nesses in China. Although current-account con-

- vertibility is now a reality, convertlbdlty on the

capital account is not expected in the near future.
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' _Capital—account transactlons include those related © .

to direct investment, international loans and se-
curities. Contributing to China's intrahsigence in
 this area Is its belief that non-convertibility on the
capital account. helped the country avoid the

worst effects of the reglonal financial crisis of'

1997—98

* Chinese officials have repeatedly said thatcon-
. vert:lbility on the capital account remains a long- -

térm goal, but that it will take place in a gradual,
-orderly approach.  They have announced no

. timetable for implementing such a reform, and in

November 2003 Wen Jiabao, the premier, told the

Washirgton Post that it would take “a very long pe- .

riod of time and arduous efforts” before the. cur-
rency would become fully convertible.

Under the 1996 rules, FIEs may make trade-re-
lated forex transactions without prior approval
© from the State Administration for Foreign Ex-
.- change (SAFE). FIEs need only take the related-

 trade docurnentation to'a designated forex bank

{0 obfain hard-currency funds. In exchange for -

" this privilege, however, FIEs must sell all forex
earned in excess of a limit set by SAFE in a “basic”
forex bank account meant to cover trade-related
needs (see below), '

state forex banks and approved foreign banks.

* These banksoperate as members of the China For-
. eign<Exchange Trading Centre (CFETC) in Shang- -

" hai, a national forex-trading centre linked by com-~
puter to regional forex-trading centres. The CFETC
allows daily fluctuations in the renminbi’s forex

rate and oversees trading of US and Hong’ Kong_'

dollars and Japanese yen.
The People’s Bank of Chma (PBoC), the cent-ral

bank, provides daily quotes of unified rates forthe -

~US dollar and other major currencies, based on the

... previous day’s closing prices in the interbank mar- .
" -ket. Should the rate fluctuate during the day out- ~ .
"~ side a narrow set band, the PBoC maintains a spe- -

" cial hard-currency account for intervention.

China issued a slew of measures to improve su-.

. pervision in 1998-99, following the régional fi-

nancial crisis. It has added few additional restric- -
tions since then, although the authorities have -

' . announced occasional measures to raise regulato-
-1y capabilities, They also carry out periodic crack-

downs, mcludmg on black-market currency trans-
‘actions and on companies that ove:rstate theu
imports to obtain hard currency.

-Given the continued growth in exports and the

_ rise in forex holdings, there appears to be no im-

megiate threat to the stability of the currency. This - .

. gives regulators a rationale for standing pat on
controls, and sometimes for relaxing them. Forin-
stance, on November 19th 2003 the PBoC and the
Hong Kong Monetary Authority (the central bank
of the Spec1al Administrative Reglon) signed a

memorandum of understanding allowing Hong

'Kong banks to accept renminbi-denominated de-

posits by individuals and tourism businesses, pro- -

vide renminbi-based credit- card servicés and ex-
‘¢hange renminbi into Hong Kong dollars, or vice

versa. Customers face a daily limit of Rmb20,000
that can be exchanged. But in January 2004 these
rules hadniot yet been implemented. .. -

‘In an important change, SAFE issued new tules,

effective October 15th 2002, abolishing a previous

system that had allowed dnly FIEs to maintain lim-

‘ited levels of funds in special forex accouints, while -
' forcing domestic enterprises to sell all hard curren-

cyto designated banks. Under the new regulations, -

. all domestic enterprises (including FIEs and whol-
ly-Chinese-ownied companies) are allowed to hold. .

" a basic forex account for cufrent-account or frade-

_related purposes. The dccount is capped at 20% of
the enterprise’s trade-related forex receipts of the

. previous year. For companies that had no trade-re-
‘lated forex receipts the previous year, the capris set |

at US$100,000. Retained forex exceeding this limit -
must be sold into.the local market; if the holder of
the account does not do this of his own account,.

the bank must perform the sale within ten working
- days. Accounts that have not been active for one
The interbank market consists of designated -

year will be closed. :

The new rules replace a prev:ous gracled sys-
tem under which the cap was set using a formu-
1a determined by the FIEs pald-in capital or ex-
port volume. The new system allows a certain .

- degree of flexibility since companies may be al- -

lotted a higher cap or allowed to open more

‘than one account—denominated. in either US
" dollars ot another forelgn currency—if the na-
" ture of their business requires it. But in general
ne locality within' China is allowed to let the,
.total cap exceed 25% of trade~related forex re-

ceipts of the previous yeat, -
SAFE had previously made a nunber of small-
er chariges in the forex regulatlons It published -

" rules, effective October 1st 2002, amending re-

strictions from 1998 that had barred enterprises in
bonded or free-trade zones from buying foreign
currency. The new regulations list the circum-
stances when enterprises in free-trade zones may .
buy foreign currency, including payments in forex .
to overseas businesses when the enterpnses owh

 forex is not sufficient.

SAFE introduced rélaxed ruies, effectivejuly st

2002, on forex accounts held by FIEs for recelving -
- investment into the enterprise. FIEs no longer
need prior approval from SAFE or its local bureaux
to convert forex on these accounts into renminbi.

New regulations, effective May 1st 2002, strength .

ened supervision of foreign currency used as cap- -

jtal contribution for foreign investments. The

* Tules require accountants to check the forex regis-
tration certificates obtained by forelgn investors to
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'Chief import sources, 2002

Al others 46.7- japan 18.1

E:IRERTE

Taiwan 12.9

us 9.2

Guizhou, Inner Mdngbli_a:,' Ningxia, ) Qihgliai,
. Shaanxi, Sichuan, Tibet, Xinjiang and Yunnan
“do not pay import or value-added tax for high-

+ technology equipment.

Processing enterprises have paid a security de-

. posit since-1995 for duties and import VAT due if
~ they do, not export their finished products, or'if

they otherwise owe dues.to the customs authori-

tles. They can provide a Jetter of gugrantee stating -

the customs. authoritiea as beneﬁciary if the enter-
_ptises cannot. pay their dues, The Ba
(the nation’s largest torengn—cz_mency bank) 1ssues
the letter of guarantee based on security from the -

.procéssing enterprise in the form of for. instance -

mortgages and deposits,

The Chinese authorities demand that a com-"

pany importing products for re-export place a de-
_posit at a local bank equivalent to various per-
centages of the value of the goods it plans. to -
- import. This guards against its possible failure to

. Te-expert its finished products within the period -
provided for in local regulations, A notice issued
by the General Administration of Customs on
April 14th 2000 sets.this deposit at 50% of cus--
toms duties and import VAT normally due on
. products in a “restric
* that are hard for customs authorities to monitor).
This level is set for compandes that, on the one

_hand, have not violated local reguiations but, on -

‘the other hand, do not belong to a privileged
group of enterprises, including those with annual

" trade volume of more than US$30m. For compa-

‘nies that have previously violated customs regu-
- lations, the deposit is a full 100% of the customs-
and VAT of the goods in the restricted category.
The rules about security deposits do not apply to
" companies established in either bonded or export-
processmg zones (3 5, 11.%."

” category (typically, goods

11. 3 Import restrictions China has begun to
trim its import barriers as a result of its entry into
the World Trade Organisation in December 2001.

* In early 2002 China reduced the number of prod-- -

uct categories for which import licences are nec-
essary, to 12 from 26. The remaining Testricted -

-categories.are oil products, natural rubber, tyres, -

motor vehicles and paits, motorcycles and parts;-
cameras,. watches, crane lorries and their chassis,
laser-disk production equipment, controlled chem-

“ical_products, .easily made poisonous chemical

zone-depleting substances. .
hated all quotas.on products such

jtic cable immediately after entering the
WTO and w:.ll phase out all other quotas (includ- -
mg on those on cars) by 2005. Meanwhile, it will

teduce the number of quotas by 15% annually, All K '

hcences and quotas will be abolished by 2005. -
'MOFCOM issued rules on automatic import _

- licensing for foreign-invested enterprises (FIEs) .

that took effect on:January 1st 2002. Automatic
licensmg applies to.goods that the authorities
wish to monitor, even if they are not subject to -
any actual import restrictions, Under the new - °

_rules, a licence issued under this system is valid -

for six months and can be used for up to six.

_shipments. They confirm a previous practice
‘under which imiports of équipment and materi- ©

als needed for a joint venture or wholly foreign-

“owned investment (such as mechanical equip-
" ment, vehicles for use in productive activities,

raw materials, fuel, parts, components, elements
and accessories) are governed by investment
contracts signed with the State Administration

. for Industry and Commerce and are thus usual-

ly exempt from import Heences. FIEs’ imports of

. commodities for export-oriented productlon are'
“also exempt from 11cences
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- One change of major importance is that major

cereals and oilseed are now under a' “tariff-rate

quota system” with prohibitive taritfs applied to.
Chinese importers who do not have a state sanc--

't:ioned quota, : .
Foreign trade corporations, which operate under

a general licence to import commodities, must ob-

~ tain special licences to import goods outside their _

~ approved husinesses, FIEs that do not qualify for
. import-licensing exemptions must submit an im-

port plan every six months to the Quota Licence

Bureau of the Ministry of Commerce, After exam-

ination, the bureau issues licences for bulk im-
ports of listed items. Under concessionhs the Chi-

~ nese government made to enter the WTO, FIEs

should be allowed to erigage in’ foreign trade by

end-2004 (11.1), The State Development and Re-
fonn Commission sets annual Import quotas for:

general commodities.

- The Machinery and Electronics Product Import .
and Export Office under the State Economic and °

Trade Commission sets and allocates import quo-

tas for machinery and electronic products.. Regu-

lations on import a port of technology that
took effect on January Ast 2002 clarify application
procedures for im Li

gories of technology (4.5).

New rules on importing audiovisual products,

published by the Ministry of Culture and the Ger,.
eral Administration.of Customs, took effect on

. June 1st 2002. The rules put the ministry in charge

of appointing companies and other units autho-

* rised to-import such products, and state that it
must provide a reason for turning down an import.
. application. The regulations Imiprove on previous -

rules by also applying to audiovisual products dis-
seminated via the Internet, - - o

Besides licences and quotas, China retains teg-

ulatory control over- imports via commodity in-
spection, registration requirements and quaran-

- - -tine rules. An amended Law on the Inspection of . -

Commodity Imports and Exports took effect on

October 1st 2002. The law charges the State Ad- -
‘ministration, of Quality Supervision, Inspection
“and Quarantine with establishing a list of prod-

ucts that must be ‘inspected when crossing the -
- border. Import or export of products that fail the
- Inspection is not allowed. Products on the list for
mandatory inspection include those potentially

harmful to the safety and health of people and an-

* imals; to the environment or to national security.

Amendments to the Pharmaceuticals Law, efféc-
tive December 15t 2001, ban the import of phar-

* maceuticals that a pharmaceuticals agency under
the State Coundil has found to be unreliable or

-have serious side effects. :
Regulations published by the State.Drug Ad- -

ministration in March 2001 require all imported

* medical equipment to be tested" according to

cences for various cate-

standardised procedures before entering the Chi-+
‘nese market. “The testing fee -can varies by
. province, though it must be made public and re- .

ported to the administration,

" 11.4 Taxes on exports. China levies no special
taxes on exports, : o
.- Amendments to China’s value-added “tax
(VAT) law, effective August 1994, clarified that

- undet the VAT system, exports produced by for-. -

eign-invested enterprises in China are tax exempt

Tather than zero rated. ‘Hence, VAT paid on do- - N

mestically bought raw materials is only partially

recoverable. On October 13th 2003 the Ministry
"of Finance and State A_dministration of Taxation
issued new, lower VAT rebate rates;, as from Janu-

ary 1st 2004. Products previously granted a rebate

rate of 15% or 179% had the rate reduced to 13%;

goods with a 139% rebate rate had it cut to 119.

. Exceptions to these general rules reflected the
government’s industrial priorities. The new rates. .

hit companies dealing with oil and processed

wood particularly hard; the rebate 1ate on their -
products declined from 13% to 0%. In contrast, -

for cars and car parts; the rebate rates remained
unchanged at 17%. = - _ o

- 11.5 Free ports, zones. China has 15 nationally -
approved bonded.or free-trade zones (FTZs). They .
are in Dalian (Liaoning province); Futian, Guang-
zhou, Shantou, Shatoujiao, Yantian, and Zhuhai -
(all in Guangdong province); Fuzhou and Xia-
_men (Fujian province); Haikou (Hainan province); - -
Ningbo (Zhejiang province); Qingdao (Shandong - .~
provinee); Tianjin (Tianjin province); Waigaogiao. .
(Shanghai municipality); and Zhangjiagang (Jiang- -
. Su province), e _ o
- . Toattract foreign trade and finance companies,
- all FIZs offer duty-free import and storage of -

goods and materials, Most are also beginning to

offer office space managed by foreign companies,
. China has also, since early 2000, allowed the
creation of export-processing zones (EPZs)-as a
.new kind of geographic area offeting special in-

centives. To maintain control over the spread of
the new zones, the government has decided

EPZs may be established only within existing
- €conomic and technological development zones. .
On june 21st 2002 the State Council approved
-eight new EPZs, bringing the total 23: Chengdua
‘(Sichuan province), Dalian {Liaoning province),
“Guangzhou and Shenzhen (Guangdong province),
. Hangzhou and Ningbo {(Zhejiang province), Ho-

hhot (Inner Morngolia fegion), Huichen (Jilin
province), Kunshan, Nantong, Suzhou and Wuxi
(Jiangsu province), Qinhuangdac (Hebet province),

- Songjiang (Shanghai municipality), Tianfin (Tian-
- iin provinge), Tianzhu (Beljing municipality), Wei-
-hai and Yantian (Shandong province), Wuhan _
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U.S.-CHINA KECONOMIC AND SECURITY REVIEW COMMISSION . -

: S .  OCTOBER 14,2003
The Honorable TED STEVENS, . : ' . ’
President Pro Tempore of the UL5. Senate, Washington, D.C. 20510
The Honorable d. DENMIS HASTERT,. . o

- Speaker of the House, Washington, D.C., 20515

' DEAR SENATOR STEVENS AND SPEAKER HASTERT: -

On behalf of the U.8.<China Economic and Secuyity Review Commission, we are
leased to transinit the record of cur hearing on September 26, 2003, on *China's
ndustrial, Investment and Exchange Rate Policies: Impact on the United States.”

These issves are at the forefront of U.S.-China economic relations, particularly jn
" light of the impact that China’s exchange rate and industrial policies ere having on .
global investment trends and on U.8: manufacturing and trade deficits. We .are.

. ‘aware that both the Executive Branch and Congress are eéxamining initiatives to ad-- |

dress UL.S. concerns in this area and therefore we outline here several of the Com- - .

mission’s key findings and recommendations arising from-our hearing aid research

. activities to help inform Congreasional deliberations. C - o
-""As you know, the Commission is mandated by law (P.L. 108-1, Divigion P} to ex-

. ‘amine, among other areas, China's economic olicies and the United States trade .
and investment Telationship with China, including assessing the qualitative and
quantitative nature of the shift of United States production activities to China. This,
Tatter charge includes examining the relecation of high-technology, mannfacturing
and R&D facilities to China and the effect of these transfers on nited States eco-
nomi¢ security, employment and the standard of living of the American people... -

At our September 26 hearing, the Commission heard testimon{ from a number -

of Members of both the House and Senate, including the principal

jous Congressional initiatives designed to address ina’s exchange rate practices.

. Representing bipartisan Congressional .concerns, these Senators and House Mem--
bers have introduced differing bills aimed-at providing appropriata incentives to the
Chinese government. to end its apparent mercantilist trade policies, most particu-- -
larly its artificially undervalued currency, as well as other unfair trade practices '
such as export subsidies, dumping, and other WTO-inconsistent practices. The Mem- -
bers testified that such practices by China amounted to a forced redistribution of.

. trading snd. investment alances that violate the principles of free and fair trade
- embodied in China’s WTQ accession ohligations as well as in its bilateral trade ar-
yangements with the United States and other international sgreements, such as the -
IMF charter. One result of China's unfair trade practices has been its rapid accumu- -
lation -of foreign exchange reserves, now totaling some $356 billion, the second high- -

est in the world after Japan. - e : Coe T e
Exchange rate policies, Based on our examination of this issue, it appears clear
that China'continues to follow a policy of one-way market: interventions by the gov-
. ernment to maintain its currency at a level that economists estimate is between 16—
40 percent undervalued, In this regard, China is purchasing U.8. dollars at an esti-

sponsors of var~

mated raté.of $120 billion per year to prevent appreciation of its currency against N

the dollar. In assessing causes of the worsening U.S. trade deficit and loss of U.B/
manufacturing jobs, some hearing witnesses argued that the lack of net new savings

in the U}.8. economy, the global mobility of factars of préduction and/or low.labor :

costs in Chiriez were the principal factors. In any event, based on the evidence pre- |
sented, we beliéve the inappropriate exchange rate between the Chinese yuan and -
the dollar is negatively impacting the competitiveness of U.8. manufactured goods -
and is contributing to a migration of world manufacturing capacity to China and

- an' erosion of the U.5. manufacturing base. : ’ 5

i 3004 of the Omnibus Trade and Competitiveness Act of 1988 (22 US.C. -

" Hec. 5304). requires annual reports from:the Department of Treasury on forei
countries’ exchange rate policies and. requires the Secretary to enter tnto negotia-

tions om an _ex?edibed basis with countries found to be manipulating their currencies . ~ -

to gain an unfajr competitive trade advanta[ie. Past reports from the Treasury on -
China have sidestepped this conclusion, whi aP;iears now to be inéscapablé. The -
Commission believes it is clear that China, in violatien of both its IMF and WTO

obligations, is.in fact manipulating its currency for trade advantage and therefore

finds it imperative that the Treasury immediately and forcefully enter into negotiar

tions with the Chinese government to resolve this matter, China’s continued mainte.
nance of an undervalued exchange rate with the U.8. doliar will continue to promote

iit
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' éall it Whaif you wahﬁ, the currenf Situétibn __i's ﬁnsustaihé.ble. There
" will be very strong reaction, not only in U.S. incidentally but in

" other countries around the world, to-a continued rapid build up of
Chinese reserves, tradeé surpluses and the like. The Chinese have

. made a huge commitment to. joining the WTO, joining the world

' system, and using trade liberalization—yes, L said trade liberaliza- -
tion in China, which is very profound—to promote their internal
domestic reforms. If they wind up with a bunch of trade actions

* against then, their leadership will have massive egg on its face and -

" be in very bad shape. For that reason too, they will want to avoid

it. . . T . _
_ Finally, China places a lot of importance on its role in East Asia
and its role in the world. They got justified praise for not letting .
their ciarrency depreciate and not devaluing in the Asian crisis and
. making it worse. Now they need to make an equally positive con--

' tribution to the world economy, global stability and avoidance of -

- trade backsliding, by raising, the value of their currency. It would
be the best thing they t:oulgd do for their neighbors, much better
than the China-ASEAN free trade agreement that they are dis--
cussing in response to the concerns.of their neighbors about their
competitiveness. It would provide a major step in global leadership
‘terms for the Chinese, which is also very important to them. -
.. In short, we can see how much change is needed: 20-25 percent.

' . There is a clear path to get it: a one-shot revaluation, not séme chi:

mera of floating half a decade from now. The Chinese themselves

have a major interest in doing it.- _ T

ﬂ.l-I would be happy to answer any questions if there is. time to do
at. — AR : :

. . Discussion, Questions and Answers. .
" Co-Chairman MULLOY. ‘Are there any questions? Commissioner
IYAmato. L A Lo ' .
* Wice Chairman IVAMaTO. Thank you very much for your very in-
~ teresting comment, Mr. Bergsten. Do you think that there is a cen-
“ ter of gravity in-the .Chinese economic elite that essentially not
only understands but makes the same argument that you de and
reaches the same conclusion? Is there authoritative evidence do you
© think: in writing or at-least in commentary that would lead us to
think that they agree with your analysis? ' ' '

" Dr. BERGSTEN. I can personally testify that they agree with a lot

- of it. On my last trip I had dinner with the Minister of Finance,

‘& long meeting with the Governor of the People’s Bank of China,
and they said explicitly: “We know that the currency is under-
valued. We are not even sure it is a good. thing that it is under- -
. valued. Wé have a game plan to correct that situation. We have un-
. certainty about how much, how to do it, and the timing.” In fact,
when I asked about the timing, the answer I got was, “Well, maybe
sometime around the Olympics” but of course they mean their
‘Olympics, the Beijing Olympics in 2008, I sugges_ted that was a bit
* too leisurely and one ought to think about doing it more quickly.

" But again, to the extent we ask them {o float and free the capital -
_account, we are post{:;)ning likely action rather than promoting

early response. to the kind of problems that we are discussing here

today.
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- ¥ Select for FOC Us™ or Dehvery
T Assocrated Press Won'dstream January 21, 2004 Wednesday
C0pynght 2004 Assomated Press -

_All'Rights Reserved .
Assoc:ated Press Worldstream

These materials may not be repubhshed wlthout the express written consent of The Assomated F-’ress
' January 21 2004 Wednesday
SECTION FINANCIAL NEWS '
_ DISTRIBUTION Europe, Brltian Scandinawa Middie East Africa Indla, Asia England
LENGTH. 644 words | | |
HEADLINE Bush again admonishes Chlna for its trade and currency poiictes
'.BYLINE. ROBERT FLINT
' DATELINE: N_E_W YORK.
. Pre5|dent George. W Bush gave the Lunar New Year an lnausplcmus start Wednesday by agam chidmg the
Chmese government over its trade and currency pohcues.
. _I Durihg a speech in Ohlo on domestic pol:cres, Bush reiterated what has becorne his administratlon s Iine the .
" U.S: wants free trade, but its partners must be committed to fair practices, Bush cited China as an example of .

a country that engages in unfair trade practices, presumably because the yuan is kept undervalued against
. the dollar, ' .

= “We expect countries iike China to understand that trade |mbalances means trade is not balanced and fair," S
Bush. "They have got to deal with their currency.“ L >

_Nevertheless, the Year of the Monkey, whtch begins on Jan 22 augurs ‘well for China In 2003 ‘the Year of.
-the Goat, China's economy grew at a rate of 9,1 percent, its best performance since 1996 and more than
double the pace of. growth the u.s. managed fast year _

'_In fact, Chlna $ economic. success is helplng to keep the currency issue a maJor bone of contention between
the two countries. Rightly or wrongly, ‘a number of influential voices in the U.S. have blamed the loss of -
~millions of jobs on competltron from China's expansiye manufacturlng sector :

U.s. polltlclans, Includlng Bush have groused about the. yuan 's peg. to the dollar for some time. As the 2004

- presidential race heats up, Bush and his’Democratic¢ challengérs will concentrate more and more’ on what look
-to be the hot issues - the economy in general and ‘employment in particular, The loss of manufacturmg jobs |s
a sore point in several states deemed necessary for any \nctonous presidential candldate to carry

The Iowa Democratlc caucuses gave proof that the economy and ]ObS are dominant concerns among voters

The two top finishers, Sen. John Kerry of Massachusetts and Sen. John Edwards of North Carolma are both
on.record calhng for an end to “Chlnese trade abuses" and “currency man:pulatlon " '

hittns:/Awww.lexis.com/research/retrieve? m=ce8b496b129aed3045a51605b93da5 50&docrium=15& fintstr... - 5/16/20¢
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- According to the official Web site for Sen. Kerry's campaign ( httn':/IWWw.iOhnkerr\).tbfn};'."China, Japan and.
other nations have purposely kept their currency undervalued relative to the U.S.. doilar to promote exports in
_the U.S. and undermine U.S. products aprq'ad.".'- L - L Do L e

Futhér-mbre,:_'_‘J_ohh Kerry believes we must use the full force of tﬁe World Trade Organization 'CO_t_ake-oh: o
~ countries that are manipulating their currency to undermine U.S. exports," the site states.
_ A corresponding Web site for Sen. Edwards (http://www.johnedwards2004.com) states "China's-efforts to -

‘keep the yuan undervalued by as much as 40 percent have given their products a substantial price advantage "
in worldwide markets. Edwards has called for formal steps to end Chinese currency manipulation... ."

‘While neither Kerry nor Edwards are the worst'China bashers among the Democratic challengers, they are -
using straightforward language, sure to play well with worried factory workers in.the American heartland. In

‘ contrast, the Bush administration has been restrained'in its criticism of China in recent months, most likely

" pecause high-level private taiks are more effective than public harangues. However, It can't leave Democratic
candidates to surf the anti-China wave by themselves. A ST S -

. While Wednesday's speech by Bush won't exactly send shivers.down the spines of Beljing’s leaders, it does:
. serve as a reminder that dissatisfaction with the yuan's regime isn't going to disappear from the U.S. political
" scene. While Bush is making a play for domestic votes, he'is also signaling to China that U.S, patience with-.
" “the speed at which China moves to a more flexible currency has its limits, L A

The Chinese government has'alway.s-answered'.'that'.while it will one day give the yuan h'ard.éurreiji:y status, it

' needs more time to get its financial system, especially its debt-ridden banks, into shape.. -

. Robert Flint is a news editor for Dow Jones Newswires. -

I;OAD—DA"I'E:"J'a'p"uai'y_'zz, 2004 L

‘Source: News & Business > News > News, Most Recent Two Years (English, Full Toxt) i} -

Terms: (lamy o snow or bush or evans) /10 china 10 undervalut /40 currency (Edit Search) "
View: Full. . - R - S
- ‘Date/Time: Sunday, May 16, 2004 - 12:55 AMEDT -
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¥ Select for FOCUS™ or Delivery - e '
- Associated Press Online November 21, 2003 Friday
g Copy_'_ri'gh't 2003 Assbciated Press
- Al Rights Reserved . .
Assoclated Press Online _
'The.se_ mat’e_r_iéls-mayi not be rebublish’ed G;ilthou_t the express written 't_:or"xsé_nt' of The_ASsociated Press
~ November 21, 2003 Friday | | .
- SECTION: FINANCIAL NEWS
LENGTH: 710 words
_ ‘H'EAD'L'INE': Show to Press China on Currency Policies |
- BYLINE: MARTIN CRUTSINGER; AP Economics Writer
 DATELINE: WASHINGTON |
The Bush administration would accept some interim steps as China makes the necessary economic reforms to
‘allow its currency to float_frge;y agains-t_ the '_dq!la_r,_'Treasury, Secretary John Snow says,- R

'I'_Bt_'jt_Sribw, in an interview with The Associated Press, left no doubt that a Chinése-qiz'fre'ncy whose value Is set
- by market forces remains the administration's ultimate goal,- - - L ' o "

" “Clearly, we want to hold their feet to the fire," Snow said Thursday. "Wé'a_r"e interested in seeing real
movement, real action." ' S : R . T

" Snow said that the currency Issue would be raised agaiﬁ when Chinese Premier Wen Jiabao visits the White _ -

- House In December. ‘The administration is continuing to search for ways to placate_U'.S..manufacturerjs‘angry- o

- about the nation's soaring trade deficit with China and the loss of 2.8 million U.S. manufacturing jobs.

- -As an interim 'stép,"'s'ndw- Sai_d',_the adrﬁihistrat_i_on would bé’WilIing to see China decide to revalue its currency
- now fixed at 8.28 yuan to the $1 - to some level more closely reflecting its true ‘exchange rate.. American
manufacturers contend the yuan is 40 percent undervalued against the dollar and this has given Chinese _'

- products a-huge competitive advantage.

_"Snow said thajt China might also look at possibly pegging the yuan to a group of-éhi‘rencies rathe}-'"t'héh just .
the dollar. - 1 : C S R _ Bt

" "There are a lot of 'tH'ingé't_h_ey can look at,” Snow said, insisting that the administration is not trying to dictate”
- to China what changes it should make. -~ - ' o IR -

."What we are'tr_yi_ng to do Is have.this dialogue and show sdpport'é's they move" to a free_iy ﬂoéting éys_tem,.
China said. ' e : _ ; S B __ e "Mr

U.S. manufattu_refs, who have seen one out of every six manufacti:_ring job disa‘ppear over_'-_the past three .
- years, contend that they cannot wait until China fixes all the’ problems. with its economy that are preventing it
from letting the yuan float freely, They have been pushing the administration to encourage China to take an. -

https :ﬂwWw-.le_kis.conﬁresearch/ret’rieve?_m#ce8b496b 1292ed3045251605b93da5 S.O&dbc'nUm= 1 Q&hﬁntstr. « 5/16/200«
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: mterlm step to revaiue |ts currency before movzng to a fully ﬂoatmg rate. -

. Snow said the mcreased admlnlstratlon pressure on Chlna whsch mcluded a decision earlier thls week to .
impose quotas on three types of textiles and c!othmg, did not represent a retreat by the adrninistratlon from '
|ts free trade principles as the 2004 presrdentlal electlon nears

| don t know of any admmlstratlon that has been more forceful more vigorous in trying to promote the |deas )
of free trade," said Snow, : S _ . _ v :
He said despite recent problems that have arisen In trying to negotlate a giobai trade deal following the
~ collapse of World Trade Organization talks in Cancun, Mexico, and current pressures: ‘to scale back the scope
_ of a hemlsphere—mde free trade area, the admmlstratlon planned to. push forward

. He said the adminlstratlon 5 goal was to Iower trade barrlers to Amierican exports in whatever ways it couid
either through global trade deals or hemisphere-wide talks or.individual free trade talks. He predicted that' the
‘global WTO- talks and the: 34-nation Free Trade Area of the America talks currently under way in Miami wouid -
eventually achieve success. Police fired rubber builets and tear gas in clashes with demonstrators protesting

.- the talks in Miami on Thursday : :

 Before the end of the year, the ad mlnlstratlon will Ilkely announce new free trade deals foilowing on its earlier
j'successes in, completmg free trade pacts wrth Singapore and Chlle, Snow said. -

Snow sald the u.s. economy, helped by the tax cuts, was poised for SO|IC| growth and stronger job creatlon in
the months ahead. That is politically important to the White House as President. Bush tries to fend off attacks B
© from Democratlc presmientrai candldates about his handling of the economy

: On tax pohcy, Snow satd the adminrstration is considering makmg a fresh push in next years budget for a
- new breed of tax-preferred sawngs accounts that could be used for retlrement, coliege, health care -or other
' purposes. ' .

~ Snow said the admlnlstratlon was takrng another Iook at the tax proposal which Bush first rnade Iast January,
to create two new types of accounts to overhaul a vanety ‘of savrngs plans. currently available

-One of the: accounts would replace mdlwdual ret:rement accounts and the second would create a “lifetlme
sa\nngs account that could be used for any purpose :

LOAD DATE' November 22 2003

Source: ‘News & Buslness > News > News, Most' Recent Two Years (English, Full Text) ;4 .
. Terms: (Iamy or snow or bush or evans) !10 china i‘10 undervalul l10 currency (gdit Search} )
- View: Full - .
,l_:)aterrime Sunday. May 16, 2004 12: 56 AMEDT

" About LeéxisN exis | Terms and Conditions

Copyright © 2004 LexisNexis, a division of Reed Elsevier Inc. All rights reserved. '
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Agence France Presse December 23 2003 Tuesday

Copyrlght 2003 Agence France Presse :
Agence France Presse -

_ Decembe_r 23, 2003_ Tuesdayl :

 SECTION: Financial Pages o |

"LENGTH' 433 words - o -

| HEADLINE- Euro dollar stabillty !mked to Asia currency developmentS' Lamy
."_DATELINE. PARIS Dec 23 )

. :BODY.. - S .
Dollar-pegged Asian” currencms, in partlcular the Chlnese yuan are partlally behmd current
instability in the euro- dollar exchange rate, European Umon Trade Commlssroner Pasal Lamy

_.said here Tuesday , : : S

Lamy, interwewed by radlo station RTL, also said that Iowering eurozone interest rates was
_ not the way to check the recent surge in the single currency, which some anaiysts warn L
) could dampen eurozone exports and curb. growth .

- If interest rate dlfferences between Europe and the United States were behmd the current
Imbalance in the ‘euro-dollar exchange rate, "the questlon of Iower!ng European (mterest)
“rates could be a@sked, “ Lamy sald _ _ : _ ,

But he added that "everyone knows that itis not because dollar mterest rates are not
attractive that people are staying with the euro." : :

. Part of the problem, he told the statlon, Iles in Asla

"Many Asian currencies remain.pegged to the. dollar, and as long ‘as the Chmese yuan, for
- éxample, tracks the falling dollar,.. it will give China an extra measure of competltweness
And that needs to be deait with in the future . ' .

_ The Chlna Busmess Post reported Monday that the. country s central bank was quietly movmg
ahead with a plan to peg the yuanto a basket of 10 currencres instead of the US dollar )

aione.

The 10 currencies would represent the bulk of Chma s trade with. the. rest of the world as
wellas its main sources of mvestment the paper sard citing sources with the People s Bank
of China

At a later phase China could eventually allow a "managed float" that would permit the-
'currency to move within a set range. .

The report gave no timetable for implementatlon of. either phase and stressed that the _
potentral pollcy change was Stl” being studied.
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But it came- as us government fmanc:al experts were preparing to. visit Beulng next month to
discuss possable changes to the ex;stmg forelgn exchange rate regime ; '

Chma has effectlve!v pegged the yuan at about 8, 3 to one dollar since 1994 but has come
" under increasing pressure, partlcularly from the Unlted States, to revalue. _

_ _'Washlngton poht;cnans Insist that the yuan is substantlally undervalued and contributmg to a
mountlng Chmese trade surplus wuth the US and the loss. of Amencan ]obs. .

" But US Federal Reserve chairman Alan GreenSpan and many mdependent economlsts have o _
' rejected those clalms _ : , _ R

- For its part Chma has publlcly maintamed that the problem ls structural reﬂecting its much
" lower labor costs, but has sugnalled a certain willmgness to mvestlgate a more flexlble
currency regime. - . _

- emd nh/ds
EU dollar—euro forex-Ama-Lamy

| 'LOAD DATE' December 24, 2003 S

. Source News & Business » News > News, Most Reoent Two Years (Engllsh Full Text) .
Terms: (jlamy w/100 {chlna or ohmese}) and currency { dll Seamh} o
_ View; Full :
Date/Time: Friday, May 14 2004 505 PM EDT
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China (includes Tibet, Hong Kong, and Ma’cau)f .

. Country Report'_s' on Human Rights Practices - 2003 .
: . Released by the Bureau of Democracy, Human Rights, and Labor .
- . February 25,2004 . R

“(Note: Also seé the section for Tibet, the report for Hong Kong, and the report for Macau.)
The People’s Republic of China (PRC) Is an authoritarian state in which, as directed by-the Constitution, the
Chinese Communist Party (CCP or Party) is the paramount source of power. Party members hold almost all
top government, police, and military positions. Uitimate authority rests with the 24-member political bureau

- {Politburo) of the CCP and its 8-member-standing committee. Leaders made a top priotity of maintalning: = -
stabifity and social order and were committed to perpetuating the rule of the CCP and its hierarchy. Citizens
tacked both the freedom peacefully to express opposition to the Party-led political system and the right to

- ¢change their national leaders or form of government. Socialism continued to provide the theoretical ' '
underpinning of national politics, but Marxist economic planning has given way to pragmatism, and economic
decentralization increased the autharity of local officials, The Paity's authority rested primarily on the.
Govermnment's ability to maintain social stability; appeals-to nationalism and patriotism; Party control of
personnel, media, and the security apparatus; and continued improvement in the living standards of mostof
the country's 1.3 billion citizens. The Constitution provides for an independent judiciary; however, in practice,

~ “the Government and the CGP, at both the central and local levels, frequently interfered in the judicial process. -
. and directed verdicts in many high-profile cases. . ' Co S

The security apparatus is made up of the Ministries of State Security and Public Security, the People's Armed
Police, the People's Liberation Army (PLA), and the state judicial, procuratorial, and penal systems. Civilian '
‘authorities generally maintained effective contro! of the security forces. Security policy and personnel were
responsible for numerous human rights abuses. Co - o T

The country's transition from a centrally pfanned to a market-based economy continued. Althiough state-owned
industry remained dominant in key sectors, the Government has set up a commission to help reform major -
state-6wned enterprises (SOEs), privatizéd many small and medium SOEs, and allowed private entreprensurs,
increasing scope for economic activity. Rising urban living standards; greater independence for entrepreneurs; -
~ the reform of the publlc sector, including government efforts to improve and accelerate sales of state assets
" - and to improve management.of remaining government monopolies; and expansion of the non-state sector -
"incréased workers' employment options and significantly reduced state control over citizens' daily lives.

The country faced many economic challenges, including reform of SOEs and the banking system, growing
. uneémployment and underemployment, the need to construct an effective social safety net, and growing - o
- regional economic disparities. in.recent years, between 100 and 150 million persons voluntarily left rurat areas
to search for better jobs and living conditions in the cities, where they were often deniedaccessto.. .
.government-provided economic and social benefits, including education and health care. During the year, the
. ‘Government issued regulations that relaxed controls over such migration and expanded the rights of migrants
 to basic social services. In the industrial sector, continued downsizing of SOEs contributed to rising urban h

. unemployment that was widely believed to be much higher than the officially estimated 4 percent; with-many
- sources estimating the actual figure to be as high as 20 percent. Income gaps between coastal and interior
regions, and between urban and rural areas, continued to widen. The Government reported that urban per -
-capita income in 2002 was $933 and grew by 12 percent over the previous ysar, while rural per capita income: -
was $300 and grew by § percent. Official estimates of the. number of citizens living in-absolute poverty showed .
little change from the previous year, with the Government. estimating that 30 million persons lived inpoverty
. and the World Bank, using different criteria;. estimating the number to be 100 to 150 million persons.

The Government's human rights record remained poor, and the Government continued to commit rumerous
- and serious abuses. Although legal reforms. continued, there was backsliding on key human rights issues '

hito://www.state.gov/g/drl/ils/hrrot/2003/27768pf. htm . : o R 5/10/2004
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of passing included newspaper-articles and a list of naimes of persons whose cases had been handled-by the -
courls. Kadeer, her son, and her secretary wera arrested in 1999 while on their way to meet a visiting foreign -
delegation. Kadeer réportedly suffered various health problems in prison. Some fareign obsarvers believed
Kadeer was sirigled out for her activism on behalf of Uighurs and for her husband's involvement with Uighur

.causes and Radio'Free Asia. In December 2002, some of Kadeer's family members were briefly detained and .

" questioned during a visit of senior foreign officials. : - L ' :

. Other Uighurs whose work emphasized pride in cultural identity have also been harassed and.detained by the”
- Government. In late 2001, the U.N. Human Rights Committee ruled that Uighur scholar Tohti Tunyaz had been
arbitrarily detained. He was sentenced in 1999 to an 11-year term for “inciting separatism” and "illegally, .
- acquiring state secrets" after he retumed to Xinjiang in connection with his research studies on ethnic -~
_.minorities at the University of Tokyo. - o o S R

Possession of separatist publications or audiovisual materials was not permitted, and, according to reports,
- possession of such materials resulted in lengthy prison sentences. The author of a history of the Ulghurs that .
- was severely criticized by provincial-level and nationat authorities in the mid-1980s remained prohibited from
publishing or from-meeting with foreigners. A Uighur-language press existed in Xinjiang, but it had a very small
. circulation; During the year, regulations requiring Uighurs to use Mandarin Chinese characters for their narnes’
on identification documents were reportedly strengthened. o e L

. Han control of the region's pOliﬁqé‘I"‘ahd economic 'ins:_i_.ii_'ut,i'o_n_'s- _ai’so contributed to "h'e'_iglf'ltene_d tension. Aﬂhdugh _
government policies brought tangible economic improvements to Xinjiang, Han residents have received a '
'disproportionate share of the benefits. The majority of Uighurs were poor farmers, and 25 percentwere
iliterate. - S D . S :

Section 6 Wbrker'Right_s.
a. The Right of Association

The Constitution provides for freedom of association. However, in practice, workers were riot free to organize -
or join unians of their own choosing. The All-China Federation of Trade Unions {ACFTU); which was controlled -
by the Communist Party and headed by a high-level Party official, was the sole legal workers' organization.
The Trade Union Law.gives the ACFTU control over the establishment and operation of all subsidiary unior-
orgapizations and activities throughout the country, including enterprise-level unlons. The Trade Unioh Law -
also allows workers to decide whether to join official unions in their enterprises. There were no reports of
repercussions for the small percentage of workers in the state-owned sector that had not joined, Independent
. unions are illegal. : : : Sl . ' - T

Although the ACFTU and its constituent unionis had a monopoly on trade union activity, thelr influence over the .
“.workplace diminished with the economic reforms of recent years. ACFTU unions were relatively powerless to. .
" protect the tens of millions of members who have 1ost their jobs or had their wages or benefits delayedor cutin
the massive réstructuring of state-owned enterprises (SOEs). The unions have, however, provided some - C
benéfits and reemployment assistance to affected workers. The ACFTU had difficulty organizing inthe _

. country's rapidly growing private and foreign-invested sectors, where union membership during the yearwas
. estimated 1o be less than 20 percent. With declines in the state-owned sector and organizational weakness
" outside the state sector, the ACFTU's membership declined from nearly 100 percent of the urban workforce

- - during the height of the planned economy to approximately 50 percent in recent years. The ACFTU reported a.
* mermbership of 130 million at the end of 2002, out of an estimated 248 million urban workers. -~

The existence of an enormbus rural labor force, .sohé '49(_] million out of a total labor force of apprbﬁniate[y .

750 million, also complicated. the organization and protection of workers. Farmers did not have a union or any
_ other similar organization. Of some 430 million rural rfesidents working In fownship and village enterprises, only
" avery small percentage were represented by unions. A "floating” migrant fabor force of over 100 to 150 miflion
persons has proven especially difficult to organize and protect, although state-run media reported in August -

* . that the ACFTU has stepped up a campaign to bring migrant workers into the union. Some of these migrants
gravitated to temporary.or seasonal low-wage work in urban areas where their residence, under the country's
registration system, often was illegal {see Section 2.d.}. Many migrants, including substantial numbers of
young women, were afttracted to the growing. private sector where unions were few and where théir desire to

. earn more than they could in rural areas made them easy to exploit. ' s e

.. The ACFTU has shown some intérest in adapting its style to.the needs of labor in a market economy. Local
ACFTU federations have allowed, even facilitated; a few limited experiments in more open union elections and
decision-making. These included freely electing, by secret ballot, the leadership of ACFTU-3fflliated unions at
several foreign-owned factories in Guangdong and Fujian Provinces in 2002 and 2003. The ACFTU also

it ljsoans state sovie/dri/rls/hrrot2003/27768pEhtm . 5/1072004
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actrvely pushed amendments to the Trade Union Law passed in 2001 that grve greater protect:on to unlon
organizing efforts and legitimize union activity | in the private sector, including foreign-invested enterpnses and .
will-now allow migrant workers to become union members. Despite the ACFTU's stated goals to organize.
'these new groups of workers, there had been’ very llmlted galns as of year’s end.

. Duwing the year, the Government took specnf v aotlons agalnst iIIegaI union actrvrty, including the detention and

. arrest of labor activists. n May, Yao Fuxin and Xiao Yunliang, leaders of a large labor protest in Liaoyang City,

" Liaoning Province, who were detained in March. 2002, were sentenced to 7 and 4 years-in prison, respectively,
based largely on allegations that they had made contact with the CDP in 1998, several years before the
workers protests. Many observers beheved that the sentences were targelyr in retaltation for their role in the
labor protests _ . _ .

Other [abor actlvists “detained in previous years, were reportedly still in detention at year's end, Hu Mingjun
© 7 was serv[ng an 11-year sentence and Wang Sen a 10-year sentence for supporting Decemiber 2000 worker
C protests in Sichuan Province. Shanghai labor dissident Wang Miaogen, detained in 1996, was still being held
" . in apsychiatric hospital. Other labor activists reportedly still in detention included Zhang Shanguang. Li -

" Wangyang, Li Jiaqing, Miao Jinhong, Ni Xiafel, Li Keyou, Liao Shihua, Yue Tlanxlang, Guo Xinmin, Heg
Zhaohui, Liu Jingsheng, Peng Shi, Wang Guogi, and labor lawyer Xu Jian, However, in June, the Government
reportedly released Di Tiangul after he served a 1-year sentence for trylng to organlze a natlonaf federatlon of '
retrred workers A

The oountry was a mernher of tha lnternattonal Labor Orgamzatron (IL.O) and had ratified core ILO conventions
prohibiting child labor, inciuding the worst forms of child labor and discrimination in remuneration for male and
female workers. At year's énd, the Government hadd not ratified other core-conventions regardmg the nght of
associatlon the rtght to ooilectrve bargain[ng, and the prohlbrtton agalnst compulsory iabor

At year‘s end the Govemment had not replied to an ILO request for further information in oonnechon witha
_ 1998 complaint brought to the ILO by the International Confederation of Free Trade Unions (ICFTU) dlleging = -
the detention of trade unionists and violations of the right to organize. In 2002, the ICFTU submitted another
" complaint to the 1LO alleging repression of independent workers' protests in Liaoyang in Liaoning Province and
-Daqmg in He||0ngjlang Provmce calling attentlon to the sentencmg of two worker actlvists in Slohuan Provinoe

The ACFTU. had aotrve ties with other national trade union organizat:ons and had a cooperative retatronshlp
with the ILO’s China office. in 2002, the ACFTU gained a deputy workers' member seat on the ILO's Govermning
Body, a seat it lost in 1990 during the crackdown following the Tiananmen Square massacre. The ICFTU.
Jpublicly condemned China for its denial of the right of free association; in particular for arresting labor activists,
The ACFTU cooperated with the U.N. Development Program oha program part of which was desngned to.
assrst urtions to adapt to a new labor relatlons model, ,

b. The Right to Organrze and Bargain Collecttvely

" The Labor Law perrnrts oollective bargamrng for workers in all types of enterpnses however in’ practice,
.- 'genuine collective bargaining still did not occur. Under the law, collective contracts are to be developed
" through collaboration between the labor tinion (or worker representatives in the absence of a union) and _
mariagement, and should specify such matters as working conditions, wage scales, and hours of work. The
law also permits workers and employers in all types of enterprlses to sign lndlvidual oontracts whtch are to be
drawn up in accordance with the. collectlve contract. '

. The country's shrft toward a market eoonomy and ohanglng Iabor—manegement relattons created pressures for -
cdllective bargaining that'would include more genuing negotlauons and take workers' interests into greater
account. The Trade Union Law: ‘specifically addresses unions' responsibllity to bargaln collectively on behalf of-
workers' interests. However, given the non-democratic, Party-dominated nature of unions, collective bargammg
fell-far-short of international standards. Workers had no-means to formally approve or reject the outcome of
collective contract negotiations. and wrthout the nght to strike, only a Irmlted capacity to mﬂuenoe the -
negotlatron process. . . . ) . i

o 'In the pnvate secto'r where official unions were few and alternative union organizations were unavailable,
" .workers faced substantial obstacles to bargaining collectively with management. Workplace-based worker
- committees, expected to guide union activities and serve as the vehicle-for worker input into enterpnse
- policies, were common. However, in SOEs; many were little more than rubber stamps for deals predetermlned
. by enterprise management the unron and the CCP representatrve : .

T_h_e Trade Union Law provides specific legal rem'edies against anti-union dis_crimination and specifies that
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. 'union representatives may not be transferred.or terminated by enterprise' management during thelr termof -
office. These provisions were aimed primarily st the private sector, where resistance to unions was comimon.
The degree to which these provisions were enforced was unknown. Anti-union activity was viitually Gnknown in

. the state-owned sector. ' - o oL o R o

Neither the Constitution nor the Jaw provides for the right to strike. The Trade Union Law acknowledges that "~
strikes may occur, in‘which case the union is to reflect the views and demands of workers in seekinga . .
fesolution of the strike. Some observers have interpreted this provision to offer at least a theoretical legal basis”
for the right to strike. However, government treatment of worker protests as illegal demonstrations established
that there was still no officially accepted right to strike. In addition, no other types of planned worker action

* were aliowed. ~ : S ; ' P Do T T

During the year, the profound economic and social changes affecting workers continued to produce labor- .
related disputes and worker actions. These included spontaneous and en<the-job protests, most of them
directed agalrist SOEs, usually over actual ‘and feared job losses, wage or benefit arrears, orallegations of - -~
‘owner/management corruption in-enterprise restructuring. The Government took swift action to hait protests.
Police detained protest leaders and dispersed demonstrations, usually with minimurn force. They sometimes
- subsequently offered payments that met at least-a portion of protestors' demands. The most noteworthy labor
" protests in recent years occurred in the spring of 2002 in the northeastern region of the country, particularly in- -
Liaoyang, Liaoning Province. In the Lizoyang protests, thousands of organized workers and sympathizers : -
demonstrated for a number of days, prolesting alleged corruption in the closure of a major local SOE, the loss
* of jobs, and wage and benefit irregutarities. As a consequence of the protests, four worker leaders were - = ©
- arrested. Of these, Yao Fuxin and Xiao Yunliang were convicted on subversion charges and sentericed in May -
' (see Section B.a.). After the protests, the former manager of the SOE was sentenced to 13 years on smuggling
charges. The local Government fired Liaoyang's police chief and demoted a top Party official in the city. Work
stoppages at private companies were far fewer than in;SOEs but did occasionally occur. ' T

The Labor Law provides for mediation, arbitration, and court resolution of fabor disputes. Under these .- -
procedures, cases are to be dealt with first in the workplace, through a mediation committee, then, if-

unresolved, through a local arbitration committes under government sponsorship. if no solution is reached at.
this level, the dispute may be submitted to the courts. According to Ministry of Labor and'Social Security - -
- statistics for 2002, 51,000 labor disputes were settled through mediation, and 184,000 disputes involving
610,000 workers wefe submitted to arbitration, increases of about 19 percent and 31 percent, respectively, . - -
. over 2001 figures. Of these cases, 11,000 were collective labor disputes, and a vast majority of cases, 179,000 =~
" or @1 percent, wera resolved. I : : ) E N SR

Obsetvers differed over the effectiveness of these dispite resolution procedures. Workers reportediy had little
" trust in the fairness of workplace mediation. They viewed unions, which played a major mediation role, as
“inclined to favor management. Workers favored arbitration over workplace mediation, although they often

looked with suspicion on the local government rofe in the process. o o T

- Laws govemning working, conditions in-Special Economic Zones (SEZs) were not significantly different from -~ .
those in-effect in the rest'of the country. Lax enforcement of these laws by provincial and local officials wasa -
‘serious problem in the'SEZs, as in other parts of the country. Wages in the SEZs and in the southeastem part
of the cournitry generally were higher for some categories of workers than in other parts, of the country because

* high levels of investment have created a great demand for ‘availahle labor. As in other areas of the country,
officials acknowledged that some investors in the SEZs were able to negotiate "sweetheart” deals with focal

" partners that bypassed labor regulations requiring the provision of benefits and overtime compensation. Some-
" foreign businesses in the SEZs had ACFTU-affiliated unions, and management reported positive relations with
‘union representatives, in part because the ACFTU discouraged strikes and work stoppages.. - T

¢. Prohibition on Forcéd or Bonded Labor

" The'law prohibits forced arid bonded labor, and the Government denied that forced or banded labor was a. o
problem; however, forced labor was a serious problem in penal institutions, Citizens were consigned to penal
labor institutions, without judiciat process {see Section 1), that by law and public policy utilized fabor asa . -
means of reform and reéeducation. Detainees in custody and repatriatiori centers, before that systemwas ~
abolished in June, as well as reeducation-through:labor detainees and prisoners and pretiial detainees.in the.
_reguiar prison system, were required to work,-often with lithe or no remuneration. Diplomatic observers
generally wére unable to gain access to reform institutions to evaluate aliegations about the treatment of. .
_ prisoners: In some cases, prisoners worked in facilities directly connécted with penal institutions; in other -
cases, they were contracted to nonprison enterprises. Facilities and their management profited from inmate:
labor. : : . o o . ' ' ’
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implementing statement of cooperation (SOC) in 1994. These agreements expressed the intention of the
_governments to cooperate to assure that Chinese prison-made products were not exported to the United

. States. However, Chinese cooperation unider the MOU and SQC has been poor. Regular working-level
‘meetings were held in 2002, but 2 scheduled prison visit and further cooperation were suspended in 2003 due
to SARS; no prison visits took place during the year. Although monthly meetings resumed in December 2003,

. the backlog of cases remained substantial at year's end. The Government continued to exclude explicifly -

- reform- and reeducation-through-'labor institutions from the agreements. ' - ' '

In'1992, the U.S. and Chinese Governments signed a mernmorandur of Understa:hdi'ng' (MOU), folloWed'by an -

" The Government prohibits forced and bonded labor by chilldren; but some child trafficking victims were
reportedly sold into forced labor (sea Section 6.1.), T o . o

.~ Status of Child Labor Practices and Minimum Age for Employment

.- The law prohibits the employment of children under the age of 16, but the Government had not adopted a.
" comiprehensive policy fo combat.child labor. The Labor Law specifies administrative review, fines, and - -
- revocation of business licenses of those businesses that legally hire minors. The law also stipulates that
- parents or guardians should provide for children's subsistence. Workers between the ages of 16 and-18 were
referred to as "juvenile workers" and were prohibited from engaging in certain forms of physical work, including - -
labor in mines.. - o KT P

The Government continued to maintain that the country did not have a widespread child labor problem and that
. the majority of chifdren who worked did so at the behest of their famifies, particularty.in impoverished rural -
“areas, to supplement family income. Child workers in rural areas appeared to work primarily for township and
village enterprises and in agriculture. In urban areas, they often worked. as menial and street laborers. Some-
(observers believed that coalmines, which often operated far from urban-centers and out of the purviaw of law
aenforcement officials, also. vccasionally employed children. The Government argued that the existence of a
large adult migrant labor force, often willing to work long-hours for low wages, reduced the attractiveness of

child labor for gmploye_r;."

Some students worked [n light industrial production within or for their schools. in March 2001, an explosion in’.
- Jlangxi-Province at an elementary school that was also used to manufacture fireworks killed 42 persons, most
- of them schoolchildren who worked to assemble the fireworks, After parents of the children spoke to the press,
the Government took disciplinary action against local officlals who had attempted to cover-up the case as an
attack by a "mad bomber.” Provinclal officials moved to tighten controls over Jiangxi's economically important
fireworks industry. This incident may have served as a catalyst for greater government acknowledgement of
the problem of child labor. In the autumn of 2001, the Govemment announced the formation of amulti-agency.
. commission fo study the issue. The commission falled to produce a public report. In October 2002, the State
Council issued a regulation clarifying existing child labor prohibitions. ' - '

e. Acceptable Conditions of Work. -

The Labor Law provides for broad legal protections for workers on such matters as working hours, wages, and
safety and health. The Trade Union Law invests uniohs with the authority to protect workers against violations
of their legal rights or contractually agreed conditions of work. The Law on the Prevention and Treatment of
Occupational Diseases, and the Production Safety Law identify fesponsibilities for work-related iliness and -
accidents, and provide for specific penalties for violation of the law. Howaver, there remained a substantial gap
between the law's formal provisions for work conditions and the actual situation in the workplace. o :

There was no national minimum wage. The Labor Law allows local governments to determine their own L
- standards for minimum wages. Local governments generally set their minimum wage at a'level higher than the .-
. local minimum living standard-but lower than the average wage. Widespread official corruption and efforts by
local officials to aftract and-keep taxpaying, job-producirig enterprises that might otherwise locate elsewhere
undercut enforcement of the minimum wage provisions, ) o ST

. The Labor Law mandates a 40-hour standard workweek, excluding overtime, and a 24-hour weekly rest period.
. ltalso prohibits overtime work in excess of 3 hours per day or 36 hours per month and mandates a'required -
- . percentage of additional pay for dvertime work. However, these standards were regularly violated, particularly
in the private sector. ThHey were particularly ignored in enterprises that could rely on a vast supply of low-skilled
- migrant labor. in many industries such ‘as textile and garment manufaceturing, compulsory overtime reportedly: - .
- was common, often without overtime pay. During the year, auditors found that some factories routinely falsified
overtime and payroll records. There also were reports of workers being prevented from leaving factory '
compounds without permission. — S : . '
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sponsored a Beijing conference on the role of criminal defense lawyers.
The conference included lawyers, academic experts, judges, and law
enforcement officials from both the United States and China, and

addressed a range of topics related to criminal defense. . -

1IT(b) PROTECTION OF INTERNATIONALLY-RECOGNIZED LABOR RIGHTS
a - FINDINGS ' :

 » China’s poor record in protecting the internationally-recog-
nized rights of its own workers has not changed significantly
-in the past year. - S o -
» Workplace health and safety is poor in many Chinese work-

. places. Fatalities -among mine workers are especially high.-
Although China now has better laws to improve health and
safety standards, government authorities lack the will or ca- .
pacity to enforce the law. - o i -
e Restrictions on the ability of Chinese workers to form and
join independent trade unions limit workers’ ability to assert
not only their internationally recognized labor rights but also
their rights under China’s Constitution and laws. ' _ :

Overview . ° L _ _
‘The Commission’s 2002 Annual Report found working conditions
and respect for basic, internationally recognized worker rights in
China to be well below international norms in numerous respects. -
It also found that working conditions and respect. for worker rights

.. in China were frequently in violation of China’s own laws, espe-

cially those governing wages and overtime pay, work hours and
-overtime -hours, and workplace health and safety. Over the last
year, these conditions have remained largely unchanged..

The Chinese government continues to deny its citizens the right
to freely organize and to bargain collectively and continues to-
imprison labor leaders and actively suppress efforts of workers to
represent their- own interests. Worker unrest continued in 2003,
often in association with the closing of state-owned enterprises. Al-
though no reports reached: Western news media . about massive
worker -demonstrations of the scale that occurred in northeast
China in 2002, numerous reports in 2003 described smaller-scale
- protests by workers whose rights were ignored by management at
- collapsing state-owned companies. The government suppressed .
" these protests with the same techniques used in northeast China -

in 2002. In addition, the Chinese government continues state-sanc- -
- tioned discrimination against migrant workers and practices forced

and prison labor. Child labor continues to be a significant problem
in China. S . ST : :
International Labor Organization _ S
_ Through the International Labor Organization (ILO), of which
China is a member, most nations of the world havé acknowledged
the existence of a basic floor of international standards for the-
-rights of workers—the rights to associate and to bargain_ collec-
- tively, elimination of forced labor, effective abolition of child labor,
" and nondiscrimination. The ILO’s Declaration on Fundamental
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' mission belt for Party and state poliey.” 210

| 24

Principles and Rights at Work re-affirms the commitment of ILO:
" Members to these basierights. .-~ ..~ o e
- Guidance on the full scope of therights and principles enumerated
in the Declaration is provided by the II;(;s. eight core conven- °

“$ions 1% Many countries, including the United States, have not
ratified all of the 1LO’s core conventions, but the Declaration

. states, “even if they have not ratified the [ILO] Conventions . . .
[ILO Members] have an obligation arising from the very fact of .
" membership in the Organization to respect, to promote and to real-

" ize, in good faith andin accordance with the Constitution, the prin-

ciples concerning the fundamental rights. which are the subject of

. those Conventions.”: - - S

" ""IWith the exception of the’ ILO provisions relating to freedom of -
association, and collective bargaining, Chinese labor law generally

 incorporates the basic obligationg from the. ILO’s eight core conven-

_tions. The Chinese government’s failure to enforce existing laws,
however, makes this incorporation largely irrelevant when consid-

ering actual working conditions'in China.

- Freedom of Association and Collective Bargaining: :
The Chinesé government denies its citizens the. freedom to asso-
ciate and forbids them from forming independent trade unions. The-
- government has made no progress in the past year toward respect-
‘ing this right, and continues to use the All-China Federation of -
Trade Unions (ACFTU) as a tool of Communist Party control -of
union activity., China contiriues the practice of imprisoning labor
- leaders as a means of repressing independent labor activity,
. The inability of Chinese workers to or%?nize independent: ‘labor -
eir own. interests. For
~working conditions in China to improve significantly, workers re- -
" quire greater freedom of association in law and in practice. In the
_ short term, however, greater awareness by Chinese workers of the’
- limited rights already available to them could yield some workplace
.. improvements. - . . R o S
Workers and.labor experts irt China and elsewhere recognize that
" the ACFTU, the only legal labot organization in China,: is ineffec- -
- tive as a voice for worker rights. Article 11 of China’s Trade Union
" Law states that all basic level unions must be approved by the next
higher level of union, ensuring state control of any locally-formed
. worker organizations. In testimony at a July 2003 Commission
roundtable, Phil Fishman of the AFL-CIO stated that “. . .institu- -
tionally the ACFTU is a creature of the Chinese state and Com-
“munist Party and is obligated by its own rules to.act as a trans- '

Chinese workers are generally unaware of the limited rights to-
- organize already available to them, These rights are contained in.
* the Trade Union Law but are implicit rather than explicit. The law
" requires all. worker organizations to affiliate with the ACFTU, but
- does not state. explicitly that the ACFTU must be involved in the

establishment of new unions.2! This allows, in theory, for workers -

" to organize a union chapter and then seek affiliation. This has not,

‘however, happened to date, and would likely be very difficult in
practice. o . o R _ )
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. _ Han Dongfang,.l)ifeétor of the China Lab'o'ier'BuIIetid,' a Hong ,'-

- ‘Kong-based publication, testified to a November 2002 Commission
- roundtable that.government efforts to improve workplace' safety -

had been ineffective due to a lack of worker - involvement. Han®
added that a new workplace safety law -(effective November- 1,
- 9002) calls for workers to be involved in workplace safety, which _
suggesltsz ‘the possibility of workers ‘organizing for specific pur-"
" poses.112 T T o S :
Similarly, at an April 2003 Commission roundtable, Doug Cahn, .
Vice President for Human Ri%ilts Programs at Reebok Inter- .-
national, Ltd., described Reebo )
representatives at-two Chinese. factories,113  Cahn described the ™
elections -as free, open and fair, and. consonant with Chinese labor-
. law. These elections suggest that existing Chinese law may be suf-
_ficiently flexible to. allow workers to select their own. leaders im .
" some circumstaneces, notwithstanding legal limits on the creation of
independent laber unions, Cahn also. indicated that it is too early .
to predict whether the Reebok elections will affect the workers’
ability to assert théir rights in the future, Without training for
elected ‘leaders on how to re;fres_ent workers’ rights. and claims,
these organizations are unlikely.to drive significant change. More-
over, given the practical limitations on establishing -independent "
worker orgahizations, the elections sponsored by Reebok may:be .
seen as 4 small but positive step forward, but they. do not represent
a significant advancement; of freedom of association in China, With-
out independent: . _ _ _
freely and represent themselves, collective bargaining cannot truly
be said to exist in China.” . - - . o
 Legal action ‘against workers who. attempted . to establish inde-
- pendent worker organizations continued over the past year, In May
2003, a court in Liaoyang, Liaoning Province convicted labor pro-
test leaders Yao Fuxin and Xiao Yunliang of subversion and sen-
~tenced them to'4 and 7 years in prison respectively. The pair led
peaceful. protests in Liaoyang during March 2002 and were de--
tained before trial for almost a year. In June 2003, their ap&eal of
the ap-

 the convictions was:denied. Neither family was niotified of
peal proceedings, nor were their lawyers present, - :

Working Conditions

facilitated elections for worker

bor unjons and the ability of workers to organize” -

Over the past yéar', g’éneralfy poor WOrking-cbnditions it Cliiiieg,e o B

factories have not changed significantly. Amidst rising concern in-.
the United States about the loss of U.S. manufacturing jobs to
. China, the ability of Chinese employers to avoid the expense of

meeting international labor standards has continued to be a factor -~ -

in Chin_a’s--_competitive,- advantage.
Workplace Health and Safety - -

"Poor to non-existent eriforcement of existing regulations, rather-

than a lack of adequate legal provisions, is the determining factor -
behind China’s unsafe workplaces. Mines continued to be the most -
‘hazardous of China’s- many dangerous workplaces. In' a meeting .
with officials of the Department of Labor’s International Labor At
fairs Bureau (ILAB) in August 2003, officials of China’s State Ad-

ministration for Work Safety indicated that 6,995 Chinese miners. - -
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died on the job in 2002. At a Commission roundtable held in No--
.vember 2002, Han Dongfang of the China Labour Bulletin cited -

Hong. Kong press reports that 100,000 Chinese workers died in.

Chinese workplaces between January and September 2002.114 .~ -
. Government bodies do not enforce éxisting safety regulations in

~"most Chinese workplaces, meaning that many Chinese-made prod-

ucts purchased in the United ‘States are produced under conditions
_that ‘would be unacceptable to most Americans. Discussing a new
" health and safety law and the chemical handling directives that
© ‘went-into effect in Noveniber 2002, labar scholar Trini Leung told

 a Commission roundtable that, “This law is the culmination of over
~ a decade of efforts and resources . . . [and] 1 week into its effective . -
" -date, it's not too early to announce that thisé statute will, just like
- hundreds of other laws in China . . . become another meaningless

" document _sitting on the shelf while violations go from bad fo - T
- worse 118 S S e

dee_s‘:qrid Working Hours .~ - - S
. In much of China, particularly in the export-producing areas of - -
- southern China, workers continue to- work hours well in excess of
legal ‘limits, and for wages that are frequently not calculaied. ac-
cording to law, According to Chinese labor law, the regular work- .

“week is limited to 8 hours per.day, 5 days per week (40 hours).216

‘QOvertime is limited to 3 hours 1};ln:'.ir day.and 36 hours per month un-
less Special permission is sought and certain conditions met. Over- .
time on regular workdays is to be paid at 150 percent of base pay .
“(time and & half), 200 percent on weekends (double time), and 300
percent on national holidays (triple time).117 Numerous conversa- -
tions between Commission staff and Chinese, Hong Kong and U.S. .

" " NGOs involved with labor issues, as well as with U.S. and Euro-

pean‘companies, indicate general agreement that workers in China

are frequently required to work in excess of legally allowed over-. "

. time, and that overtime pay is frequently calculated at the same’

. rate as.work performed during regular work hours, rather than at -

-mandated premium rates. . - ST
Codes of conduet addpted by most U.S, companies require work-
© sweeks not to exceed 60 hours per week, including overtime. Al-
- though this 60-hour workweek exceeds China’s legal limits, many
. companies report significant difficulty in persuading their suppliers
to adhere even to this standard. .~ . - . S

' Prison and Forced Lubor = = .. - - . .
 Working_conditions in many privately owned Chinese factories .
are such that workers cannot refuse overtime, but.observers dis-

' . agree whether this practice meets the definition of forced labor..

However, forced labor in other forms is common in China. Called -
laojico and laogai in Chinese¢ (depending whether the prisoner is -
" detained for “re-education through labor” by administrative means

without trial or forced to engage in labor while serving a formal
" criminal sentence), forced labor is an integral part of China's prison. .

system, As discussed in Section III(a), public security authorities

‘have the power to place detainees in “re-education through labor”
facilities without trial. Although laogai has been officially purged

from the Chinése criminal code, China’s criminal justice system -
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continues to force convicted offenders to w'vdfk_in'prisoﬁ facilities.
‘Unlike U.S: prisoners, Chinese prison laborers often cannot refuse
‘to work, and work under conditions that violate’ China’s own law -

and international labor standards, - - R L
. Section 307 of the Tariff Act of 1930 (10 U,8.C, §1307) prohibits
. ‘the import of goods made by prisoners into the United States. To
promote effective enforcement of Section 307, the United States-’
~ China Relations'Act of 2000 creatéd a “Task Force on the Prohibi-
“tion of Importation of Products of Forced or Prison. Labor from the
People’s Republic of China.” To date, the Task Force has been con-
cerned principally with implementation of a 1992 U.S.-China
- Memorandum of Understanding, which allows U.8. Customs to re-. -
" quest permission to visit Chinese prisons suspected of fprcadm:ing- L
.goods for the 1.8, market. A 1994 bilateral Statement of Coopera-

- tion clarified procedures to be followed in requesting and making . = '

© After 1994, Chinese authorities stopped agreeing to inspection
requests from U.S. Customs. However, the Chinese government -
‘agréed in mid-2002 to cooperate in clearing the backlog of old re--
?ue'sts' and allowed a vigit to a site-suﬁected of producing goods
or the U.8. market in the mid-1990s. Although as a result of the
lack of Chinese cooperation, several years had elapsed sincte the .
t;ri%inal allegation was made, U.S. Customs insipectqrs found no -
- evidence that the facility had been producing for export. to the
United States, or that it had been used recently for production of
any kind. Currently, the U.8. government counts a total -of 18 out: -
_ standing reguests for prison site visits, most of which were filed be-
tween 1995 and 2002. The inteégration of the U.8, Customs Service
into_the new Department of Homeéland Security delayed efforts to’

" - continue the inspections process. The Task Force was not reconsti-

‘tuted nntil mid-2003. e . S C .
- Goods made in Chinese prisons probably do not constitute a large.

* percentage of overall Chinese imports. into the United States.
_ atever the scale of the problem, the model of enforcement set
“out by the 1992 Memorandum of Understanding is inadegquate to.
address the guestions raised by complaints. Enforcement of Section -
‘307 currently depends on private individuals or organizations lodg- -

" ing complaints ‘with U.S. Customs. A producer's competitors have’

“.the greatest motivation to lodge complaints,” but they often lack’ L
credible evidence to support their allegations. . B
- State-Owned Enterprises PR .

- The collapse of China’s state-owned enterprises continued during.
‘late 2002 and 2003. Between 1998 and 2002, an average of more .

" ‘than 6,000, companies in China went bankrupt each year, most of

them state-owned enterprises,’18 Shrinking employment rolls affect”
. women disproportionately since managers tend to assume that un-
" employed women will be supported by their husbands, and there-
fore lay them off first. Significant worker unrest has grown out-of -
the mass dismissals following these bankruptcies, but few details
of these protests exist outside China. As & pelitical party nominally -

" constituted to represent and advance the interests of peasants and

“iorkers, the Communist Party views worker unrest with particular
alarm. ' L o : ' '
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A “Race To the Bottom™

G_lﬁbalisaﬁon and China’s‘l'abour stan&arc_ls |

of gaining Werld Trade Organisation membership '

T HE Chinese government rejoiced on the occasion

il November 2001. There was an expectation in

“Peking that once the country became integrated into the

world economy, it would be on the right track to attain
economic prosperity. ‘There might be some bumps along
the way: some industries and agriculture would suffer,
. affecting employment, but as 4 whole, it was predicted,
- China would gain. ‘Employment has been a major

" concetnt in-China, and. the government’s ‘best sell was -

. that foreign investment would increase and the labous-

intensive manufacturing sector would gain; according to

_ one estimate, 2.8 million additional jobs in textiles and

2.6 miltion jobs in the garment trade, as the constraints
of quotas for garments and textiles end "™ o

. As predicted, foreign investment has-been flowing

- into China in the past year at the expense of its South-

- East Asian neighbours and the tiger economies of Hong

“Kong, Taiwan, Korea and even Japan. Hong Kong and
Taiwan have been the nurturers of Chinese. export

_industries for more than a decade, only to discovernow
that some of their own industries are being “hollowed
ouf” ™. As one observer, William Greider, describes it,
China is “sucking away” jobs. “Globalisation”, he
writes, “is entering a fateful niew stage, in which the
competitive perils intensify for the low-wage develop-
ing countries. [...) In the ‘race to the bottom', China is
" defining the bottom™ . T :
" In other words, though employment in the low-wage
‘industries in China may be expanding, the wages of the
workers in these industries are not rising, and for maty
- of them have been failing. What within the Chinese sys-
tein allows it to lead in this race to the bottom in labour
standards?®@ First, Jet us ‘examine the .empirical evi-
dence showing that, when compared with other devel-

| oping “export-oriented countries, wages in. China are
. very low relative to the cost of living, A

Chinese wages in comparative perspective

There is a popular-image that the global divide in com -

petition in world trade is between the developed and
underdeveloped countries. 1 would like to argue here
that increasingly the competition, particularly in the
labour-intensive industries, is largely ‘among’ countries:
in the developing world: The intense. competition in

wages among these' countries is well illustrated by..

Figure 1, which sbows the minimum legal wage in a

- number of countries around the world as of 1999. ..
This shows an enormous gap between the minimum

wage in the United States and those of developing coun-

“tries in Asia and Central Americe—with the US' mini-

mum wage at least twenity times higher. Faced by cheap

* Jabour abroad in this era of global prodiiction, labour-

iritensive industries dte basically finished in the US and

_in most ather high-wage nations. Such goods continue
" to be produced there only to'a marginal extent by using
illegal immigrants ® and home workers @, “sweat " ata

wage well below the legal minimum wage. -: -
Competition in these labour-intensive industries lies

' instead today among the countries of the third world,

All of the minimum legal wages in the developing coun-

tries in Figure 1 hovered arourid US$30-50 a month. -
This is equivalent in China to 240-400 yuan a month: -

The legal minimum wage in Shenzhen, the Chinese city

withi the highest minimum wage, was equivalent toonly -
US$42. China has set its minimiin wage standards very

low, to. the point that it is even ‘competitive with
Vietnam and Cambodia, two countries where the cost

of living is lower than in China. In Mexico, El Salvadot

and Nicaragua, the wage levels are slightly higher than

Asian wages, but this competitive disadvantage islarge- .

ly cancelled out'by the proximity of Central America to

~ the American matket.

_ china‘#grspefﬁm..
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China

Sociely

. able to hold down wages hy turnmg a bhnd eye to viola-
. tions of China’s own labour regutations-and laws, The cen—I.

tral government normally does not intervene.

. Competition within China between d1ﬁ'ercnt Tegions:
. exacerbates the problein of low wages. And the central

govemment has intervened in a way that encourages

even lower pay. Though migrant workers” wages in .
. Guangdong province are very-low, the central govem- -
.ment has been worried that Guangdong is pricing itself .
- out of the mtcrnanonal market. The govemment there- -
fore has started to_encourage forelgn capital to move’
inland, to places where the pay is even lower. The owner

of an Australian toy company who sources some of her
merchandise from China noted entlmmastxcally o me

this past year that stie is now contracting toy productlon
 at factories further north and away. fram big cities. The
’ products, she sald are Just as good and cheaper, -

' Mexlco Chma § main compet:ltor _
The geographic race to the bottom that operates wnhm_

China also operates in an international context. In the
19905 China's main competitor for the American garment

market was Memco, on the other side of the globe. ™. .
“Since the signing of the North' American Free Trade

Agreement (NAFTA), Mexico has gained-a large number .

of new clothing factories. Today China and Mexico are -

competing neck and neck for the American market, each
supplying around 15% of all apparel imports to the Us.
Mexico enjoys two substantial advantages. aover China: itis

next door to the US (and hence canmeet a faster tarnover
_rate for orders) and it enjoys an absenoe of quota regtiic-

tions due to NAFTA. As a:result, Asian"investors who
. serve as the subcontractors for the name-brand Western -
" multinationals—and these are part:cularly South Koreans
and Taiwanese—became increasingly active there in the -
" 1990s, even moving apparel production out of Asia to
" 'Mexico. Atong the US-Mexican border assembly plants

calted maquiladoras have mushroomed, employing about

“a million migrant workérs in varous labous-intensive

industries. ‘This number is stili smail compared to the 12

million in Guangdong province alone, but it represents a
o ry 1t was established afier the Communist- Party cameto ...
As in China, expansion in employment does not mean.

150% increase in Mexico since 199019,

o rising wages for Mexican migrant workers, The minimum

44

- legal wages there are alinost double that of Shenzhen,

and this produces pressures on Mexican wage trends. In
the manufacturing sector, real wages dropped by 20%

. during the 1990s. According to the Intemational Labour
_Organisation’s estimate, the migrant workers’ wages in
‘Mexico’s apparel industry shed 28% of their purchasing

_power in the period between 1994 and 1999. :

. Despite this drop in real wages, the maquiladoras
_“recently have been losing ground: As trade barriers con-

m.m“f’mm | |

tinue to fall due to the WO, the middleman firms from

Taiwan and South Korea have begun shifting production:
back to Asia, particularly China. The numbers of .
maguiladoras swelled from 120 in the 1970s to 3,700.in

. 2000, but have dropped by 500 factories since then?, .
Pressures are therefore tightening on Mexican enterpris- .

es to-more vigorously compete with China's long working
hours and bargain-basement wages. This also explains
why Mexico was the last country to sign a trade agree-
mient with China, delaying China's entry into the WTO.
Mexico knew that when the trade bartiets areremoved, it
would have much to lose. But the international pressure

was too great for Mexlco to sland its gmund. ' '

China’s pass system—the drive to the bottom o

** There aré numerous reasons why Chinese wages can be
kept so competitive compared to other countries. Rirst,it .
“has an almost inéxhaustible supply of cheap labour from =~
. the. countrymde Second, the decentialisation and dereg-
" nlation in wage-setting wader China's economic reforims:

has enabled local govemnments to turn a blind eye 10,

- labour exploitation. Third, there is no autonomous union " - . -
movement.in sight in the. foresecable future to fight to .~
preserve wage levels, and the Chinese govermnment is o

_intent on making sure that none is allowed t6 arise.

There is also a fourth fandamental reason——Chmas so- -

+ called hukou system, or household registration system,

which prevents an uncontrolled ruralto-urban. influx of

population, This works in similar waysto the pass system .

under South Africa’s former system of aparthezd To be

- sure, the two systems differ markedly from each otherin

origin and ideology. The South African pass system was

intertwined with a history of racism, colonialism and.the

development of South Aftican capitalism, all of which:

-favoured the control of movement of African peoplé to
'prov;de greater political security and enhanced. efficiency

- it the use'of black labour. The ideology on which the sys.” =
tem was based was white supremacy, and apartheid was -

the cornerstone of the state-building project of the South_ :

 African white ruling elite afier World War II.

The hukou systemn in China has a very ‘different histo-

power in 1949, To.ensure that the plarined economy mét .
the basic needs of the urban populatlon, a rationing sys-
tem was instituted in the 1950s, which in turn required -

- the reg:stranon of people. As ration coupons could only -

be used in the locality where they were issued, this auto- I.
matically restricted the. geographical mobility of all peo-
ple, not just peasants %, To reside in a dlﬁ‘ereut_ Tocality,

" one needed a special temporary cerdificate,

This system of passes has been retained to the present '
day, The cobstraints this' system -places on the geo-
graphical mobility of mlgrant workers, and the means -
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- by ._which this can drive down wages and other

" labour standards today, is what "is similar to

what prevailed i South Africa. In Chinavit is .

there by default. It was in place before ithad its

present function. It simply continued to bé

used, when it was found to work well-under 2
 greatly chianged economic system. '

" "In this transitional period from socialism to-
capitalism, the temporary work permits fequired
 under the hukot system actlike sluice gates con-

trolling the influx of labour into urban centres.

The hukou system helpsto regulaté the flow, let- -
ting in more labourers when needed and driving”

*them out when their number exceeds demand,

or when the nmber streiches local facilities to.

the limit. When workers lose their working abili-
- ty due to industrial accidents, or when they have:
become too “0ld” by the age 'of about thirty to
keep up with the break-neck work intensity, the

- pass system-enables cities to ship them back to -

-the countryside—because without a job a
migrant has 1o right to stay in an urban area.
This kind of labour flexibility cannot be as easily
imposed on the local urban population. _
 As miore and more state factory workers were
- 1aid off in the nineties, some urban governments
placed tighter restrictions on job opportunities
for the immigrants, One category of jobs after
“another, especially in the service industries, was
reserved only for local residents. In 1993, 40,000
- rural migrants in Shanghai were detained and
deported; but as the: cities clamped down on
opportunities, this rose in 1996 to 80,000, and in
1997, 100,000. ¢, There are, however, regional
differences in how strictly local governments
enforce the hukou system. In areas where the
supply of labour does not exceed demand by 2

large margin, the police and local government .

are considerably more relaxed about the pres-

ence of migrants. This is the casein Chengdu in

Sichuari province and Fuzhou, Fujian ™.

 For local governments,. allowing migrants to

- come in from the countryside ean be lucrative.
Migrant workers generate local tax revenues
by attracting companies that want cheap
labour, but because of the- hukou system the
local government has no obligation to pay any-

“thing for the welfare of these temporary

sojourners, They are not eligible for any of the

‘medical,” housing or unemployment beriefits -

available to the local urban populace. Nor are.
the workers from the countryside- allowed by
~ Ching’s pass system to bring their families with-

China

Society

Figure 2 E _Pféportioﬁ-df minimum wages to employees:

Sources : avermpe Wages are from various

_from vericus sources, including newspapers an

: China‘-c}?e/.v;pecﬁms

i .
d Jabior bureans.

and

average wages incities of China (1993-2000)

w.'aggs EW.
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“China

' educational expenses to meet cither.

_ exact number of Chinese ;peasants surging out-of poor
- regions in search of jobs, but a range of between 50 to
“80 million is often cited. In the week immediately after
_the Chinese New Year, when rhigrant workers who have.

B -drives down wages and working conditions and allows

Socicly

them, and thus the uiban government has no additional _

- Despite this system of pemits, the enormous bureau-

- cratic edifice that was erected to .contro] the inflox of

migrants has not been able o stem the flow, just as had:
oceurred in South Africa. Itis impossible to estimate the

gone home for the festival return to the cities, bringing

is ‘dramatic. For instance, in a matter of days
Guangzhou, the largest city in ‘South China, suddenly
has to handl¢ several million migrant workers descend:

. ing upon it in trains and buses. In early 2002, before the | -
" ‘Chinese New Year, the Guangdong provincial govemn-
_ment, in ihe hope of dampening this vast simultancous

inflow, announced that factorics should not recruit new

" migrants at that time of year; but 5.2 million migrants
. nonethicless poured in after the New Year, a quarter pf a

million more than the year before 1,

This lasge volume of people looking for tow-end jobs -

thesé migrants to be exploited by employers, who can
pay them the lowest possible wages. New arrivals, in.
particular, desperate to.recoup the amount they have

_ invested in transport expenses and in. applying for the -

atray of necessary documents and certificates before
“leaving homie, will take any job available. '

Here is the case of one migrant reported in a Chinese’

- newspaper. The young migrant was informed by a friend -
- that if he went to Shenzhen he would find a job. But he -

was advised that before he left he had to apply for a pum-

. ber of documents. These inciuded a “porder region pass”
" (at'120 yuan, taking six months), apersonal identity card-
" (another 80 yuan, taking one month), an unmaried status -

certificate (60 yuan, valid for one year) and a certificate
to prove thiat he was not born out of quota (45 yvan, valid.
for one year), all of these totalling 305 ynan ®, To put this

- into perspective, the minimum wage in Shenzhen in 2000

was 547 yuar for a full month's work, and this young man
would belucky if he could enter a factory that would pay

" him as much as that minimum wage. o
- On arfval in Shenzhen, armed with all these docu-

ments, he thought he could become & “legal” migrant

_worker and could begin working without a problem. But
the factory demanded 300 yuan as a deposit before it .
*_yould give him the job. He theri had to spend-40 yuan .

- for a work permit, and anothier 300 yuan for a temporary:.

a6

" residence permit. It short, on -arrival at his destination
“he had to spend another 640 yuan. In all, without includ-
- ing transport costs, he had to spend almost twice. as

n‘iﬁch as the monthiy w-a"gé..Most new rﬁigrénis there-

. fore are usually in debt after they first arrive in & city,
According to official statistics, each of the threg or - -

four million migrants i the Shenzhen Economic Zone. :
on average spends 600 yuan a year.on cerfificates &% -

‘Migrant workers have to carry these dociments with 7. -
. them-at all times or, if caught without them, may be '
“held in détention®, To possess all of the necessary
. certificates, one needs to have proof of a job, and so
there is a nervous race to secure one. The deposit that
" this particular migrani necded to pay to the employer
* with them relatives and friends, the effect on transport ' '

is symptomatic of the desperate situation: of most
migrant workers. Paying a substantial deposit has. -

. become.a common practice at the foreign-funded fac- . -
| tories. At first sight; the préctice seems paradoxical,
‘Instead of the employer paying a worker for the work .

he ‘or she performs, the worker first has to provide.a
payment to the employers as surety for the job. The

. deposit obliges the werker to remain at the factory, or

he or she forfeits it. To all intents and purposes. the
worker is bonded Tabour®, . . .
Another practice used by many unscruptitous employers R

. is not to pay a portion of the wages every month, promis:. | I_ .
ing to pay the withheld portion at the end of the year.In
. this situation, the longer a worker has worked, the more.

‘money he or shie is owed by the employer, and the more - :

. difficult it is for the worker to leave. This leaves the work-

er vulnerable, scared to forfeit all of these unpaid wages’
when facing poor treatment at the hands of managers. -
Finally, and perhaps most effective of all, it is a wide-
‘spread practice’ among employers to take away the
migrant workers' documents. Without these, under
Chiria’s system of permits, the workers coutd not look
for another job even when the working conditions in 4

factory are intolerable and they desperately waut o quit. B

Workers” dormitories, usually located within the facto-
ry compound, extend management control over work- °

ers’ lives beyond work hours, Movement into and out of -

the factory compound carnrbe monitored and controiled.
Disciplining workers is easier because there is ricar-tofal -

-contyol over them. Especially in the factories in China
- ~managed by Taiwanese and Koreans, where the disci- - -

pline is so strict that the management style. can be . '
described as militaristic. In some of the bigger factories
that 1 have visited, workers aré even marched to and...

-from meals and to and from dormitories in tight mili- B

tary-style squads *2. y o _
With migrant workers so controlled and cowed, physi-
cal'abuse has become pervasive in some of the factories
owried and-managed by Taiwanese, Koreans and Hong -
Kong Chinese, and acute occupational health and safety
problems are also commonplace. A startlingly high inci-
dence of severed limbs and fingers has been recorded. -
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~ In'Shenzhen city alone, there were over 10,000 certified-
~ cases in' 1999 among & migrant population of some three
to four million ®% T -
~“The system of permits needs an enforcement agent—
-in this case the police. Under the. hukou system, much-
as in apartheid-era-South Africa, detention by the police
-+ if -caught without the necessary papers is an inherent
" " pant of the system. Their behaviour towards. migrant

" ‘workers has become "associated with. cormuption and

o abuses of power. Detention s associated not only with
fines and deportation from the city, but also with mis-
“treatment, physical violence and forced bribery %%, With

so. many migrants pouting in, the atrests are essetitially

-random. In much of Guangdong, people who seem to be
of rural origin are simply pulled off the streets and
rfoughed up, sometimes for no particular reason. Among
ten. young migrants whom 1 interviewed recently in’

~ Shenzhen, five said they have been picked up by the .
police within the several months they had been there, a

. few of them more than once; and nine out of the ten -
knew of a friend or relative who had been detained. -

. Many migrants do not have all the right papers-on them
‘because they are riot aware of what they need. Others

. aretog poor o buy them all. But oftentimes, through no
- fault of their own, their documents are keptlocked upby
- their employer; or they have left a factory without being -
-able to get their documents back because the employer
-did not want them to leave. As a résult of the latter, bor-
rowing documents from friends and purchasing forged
ones off the street have become very comnton @, asit
_ was in South Africa, According to one survey conducted
' by a government labour bureau in Guangdong, 80% of
foreign employers openly admitted that they did not care
whether the documents were fake or not, as this did not
affect production®, The_infringement of regulations
being so widespread: implies tacit-approval has been
granted by the Jocal authorities and police, :
" Yet this «does not stop the palice from detaining .
migrants arbitrarily, Police stations consider this a prof-
© itable business, because -bail, fines and forced bribes,
- also imposed arbitrarily, can amouit to several hundred
yuan, Even neighbourhood committees that have no
.power of detention get into the act. Somé have been’
detaining migrant workers and charging bail ™. The
Jpractice has become so out of hand in the past couple of

o years that the central government in January 2002 issued -

2 decree reducing the fee for a temporary resident per-
mit to $ yuan a year nationwide, to enable migrants to
afford one-and thus avoid detention. And in March 2002
- the Guangdong provincial government passed. regula-
. tions emphasising that the detention of “vagabonds”
showld be restricted to beggars and not applied. to

migrant workers who do not have the right papers on -

- them ®. But rather than .obédiém]y comply with the reg-

ulations, the provincial police responded by declaring
that they have done a good job in sheltering beggars and

~ vagabonds; ‘and reaffinned the necessity. of rigorously

implementing the pass systen, without mentioning that

. they were continuing to detain and abuse large numbers
* of migrant workers ™, In a few months locallevel gov-
emmtents and the'police came up with new fees to make

up for the loss in revenues and private incomes,

. Proclamations of new policies do not mean elimination .

of the hukou system, Those who gein from the syster-

. ‘are not going to desist so easily. . .

As can be seen, the Chinese Aukou sj?steﬁ and thc.}:

pass system under apartheid in South Africa generat-

.accompanied by daily” discrimination, repression,
hardship and denial of their human dignity,

.In light of these circumstances, it becomes p(’)séi_ble to

perceive how the Chinese huwkou system can keep wages

(down more easily than in Mexico, As already noted; in
Mexico the workers who produce for export are, as in
‘Ching, largely migrants from the ‘cotitryside, and the
majority similatly are female. But there is a major differ-
ence, Almost all of the Chinese female migrant workers
.are single women in their Jate teens or carly tweiities.

who, because of the household fegistration system, can-’
‘not bring their families with them®?, Many factories
-make sure that only single women are recruited by asking -
to see their officially issued identity certificates, which in -
keeping with- the Chinese state's strict family-planning:
- policy require that the marital and family planning status
- of cach woman is listed. Since the workers are poor sin-

gle women living in dormitories, management only needs

1o pay them eriough for their individual surviyal o,
* In Mexico the context is different. While-most ‘of the

.women workers in the maguiladoras are raigrants.from

. poorer regions, many of them have come with their fami- -
lies, since there js no pass system, and quite a number are

- single mothers, Very often these women workers are the
. sole bread-winners. Since they live with their families, a

patt of their waking hours has to be spent on “unproduc-

~ tive” chores (from management's ‘vantage point): in com-.

muting, in household tasks sich as cooking, taking care of

the cld and the young. No matter how rutiless, there isa .
limit to the amount of overtime work that management .
can squeeze out of these Mexican workers—fewer hours:

than with the young single women in dormitories in China.

. There are also legal pressures in Mexico to pay vorkers'

a bit more so that they can providé for part of their fami-

lies’ livelihood. The Mexican Labour Law states that “The -

minimum wage must be sufficient to satisfy the noimal

necessities of the head of the family in the material, social -

China‘#’er.specﬁm ..

ed quite similar outcomes. They produceda large, vul-
nerable underclass living in constant: insecurity,
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_ Statement of Mil Niepold
| | Director of Policy, Verité, I.“__C--.. B
 Before the Congressional-Executive Commission on
o 2255Ravburn::::2: Off|ce Bullding
C memamaeos

I would first like to thank the Congressional Executive Commission on China for in\":iting- Verité's .
testimeny today. S _ R SRR

Verité's Pers'.pecfl\{e '

"China is an attractive piece of meat coveted by all ... but very tough, and for years no one has
been ahle to bite into'it," Chinese Premier Zhou Enlai, 1973 o T

- ‘Thirty years later, the population is not the only part that has changed - multi-national S
. corporations, global trading organizations like the WTO and even a few 1IGOs .and NGOs have . -
clearly "taken a bite". It is Verité's core belief, and.one shared by many advocates, that respect -

~ for labor and human rights - the very same ones that are covered:by this Commission's mandate

~ and that China has quite often signed and/or ratified -- comes only when workers themselves are -
-an integral part of the pracess of enforcing these rigtits. Later, when | address examples of
initiatives that have worked.or might potentially work, the direct Involvement.of workers will be the

g com'mo'n thread in each case..
© Wholis Verité? -

Over the past eight years Verité has interviewed 'épprox,imétely 18,000 factory workers for the " -
purpose of identifying the issues workers facein a newly globalized economy. Verité's mission is

to ensure that people. worldwide work under fair, safe and legal conditions: Our pioneering . -
“approach brings together multi-national corporations, trade unions, governments, non-

governmental organizations (NGOs) and workers - in over 65 countries - for the purpose of
~ identifying solutions to some of the most intractable labor rights violations. .~ - .

Verité performs social audits (to date, over 1,000 factory evaluations conducted) to analyze
workplace compliance with local and international labor, health, safety and environmental laws _
- and standards. Unique as a non-profit independent monitoring and research organization; Verité,
unlike private sector companies, goes beyond monitoring to provide factories with specific -
* recommendations to remedy problems and training for factory management and manufacturers.
To address the needs of workers, Verité conducts education programs to teach workers their
- legal rights and entitlements in the workplace as well as "fife skills" (literacy, health education,

math, English, and computer skills).

" hﬁn:f'/www-ceéc'.Qov/naaesfroundtabIesf'042803fniepo]d.php S ‘ L ' 5/12/20
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Verité i m Ch ina

' Verlté has operated in Chlna our first and Iargest area of operation extensively since’ 1995. W_e -
. have. conducted nearly 200 factory audits i in Chlna over the past etght years, mcludmg 112 in the
past two years : : . :

Our fi ndlngs and those of oth'ers | are disturb'lng'

-Egregious health and safety wolatlons '

a. _Chlna s own-Waork Safety admlmstratlon reported 140 000 deaths |rt '02 (an ' 5
: 'mcrease of approx:mately 30% over'01) - : .

b. Chinese medla sources reported 250,000 i injuries and more than 30, 000 deaths in
_lndustrial accidents in the first quarter of this year a|One R o

6. -The ILO ranks China as the world "Ieader" in mdustrtat acc]dents

) d. "'Chlna esttmates 25 mlltron workers are exposed to toxins annually (wuth tens of
-thousands mcapacitated annually). _

e. The Hong Kong Christian Industrlal Committee (HKCIC) reported recentiy that, after
10 years of research on the toy industry (China produces 70% of the world’s toys) :
that a full 55 - 75% are still ¢lassified as poor {80-100 hour workweeks poor hea!th
and safety, not paymg minimum wages) : : e -

2, Ma]onty of factories- use tnp!e or sven quadruple books to mask under payment of hon-
payment of legally mandated overtime premiums (which range from 1.5 t0 3 times the
base wage depending on the day of the week and whether or not it'is a holiday). In some

.. instances It has taken even our most experienced teams days of research mterwews and .
g _analysis to uncover the true extent of the problem. =~ .

3. Limited enforcement of labor Iaws that are on balance qune robust (for example those
requmng overtime premiums automatlc machme shut-off safety devices. compensatlon for

mjury,

4. : Harassment and lengthy mpnsonment for those who report wolatlons peacefully
demonstrate and or who try to associate freely : .

. Since 1998 Vente has orgamzed an annual Chlna Supptters Conference that. bnngs
- together factory owners and managers with goverrimental officials @nd non-governmental
‘organization: spectallsts to explore issues and solve problems related to labor compliance
in China. (Last year's conference in Xiamen focused on three’ aspects of labor compliance:
-the changing role of Unions in Chinese-factories; héalth and safety compliance; and the
. comprehensive work-hour calculation system and its impact on overtime. Presenters =
- included local government and union officlals. This year's. conference will provide Verité
© the opportunity to release a research report on the prevatence of excesswe overtrme and
Cits rmpact on worker heatth and safefy) : : _ _

E Venté 8 Worker Educanon Program sponsored by Trmbertand En‘een F:sher and New
Balance, among others -operates in a mobile van which visits southern. Chinese factories
to provide information on workers' rights, labor law and health information (recently
mctudmg updates on HIV, Hepatrtrs and SARS), the Program has reached 18,980 workers
smce rts foundmg in. 2001 .

: Verrté has facilitated drrect commumcatrdn between factory managers and local !abor

 officials in 40 factories since 2001-by inviting labor officials fo accompany auditors to the
factories for joint training with factory managers on proper. wage-ca!cufatron, record-
keeping, and empfoyment—contract procedures _

i Hheereemen mmon erer b craetermndtahisd/O4TROZ Inienald nhis o _ o 520200
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'_ .Codesvs Laws - -

.Whlle not unique to China by any means there is-a growmg debate regardrng the value of
voluntary-initiatives (such as-Codes of Conduct) versus direct fegal obligations within both
national and international legal frameworks. For the purposes of this discussion, | will not -
~ ‘cover this debate in any detall. However, as we are discussing Codes of Conduct and _
~ examples of best practlces - with the aim of achieving improved labor rights comp!iance in
Chlna - wouid be remiss if | did not at Ieast touch on this lmportant subject

Drrect obllgatrons i.e. those placed upon companies through internatlonal Iaw are :
 weaker than those that are indirect {those placed upon them by governments who.

- themselves are fulfilling their obligations under international conventions; etc.). Weaker
though they may be, there is nonetheless a clear upward trend in thiir being extended to
corporate {MNC) actors. Movements suich as the International Right to Know (IRTK)
‘campaign (whose recent report includes various case studies, including one on -
McDonald's and toys made in China) and the increasing use of US Courtrooms to'seek -

"~ redress for perceived MNC complicity in overseas human and labor rights abuses {for ,
. example Unocal, Saipan, and Shell, lawsuits, among others) usrng the Allen Tort Clalms
~Act (ATCA) are exampies of this trend. _ 3

" 80, for our purposes today, you may wonder why these drstrnctlons between voluntary

initiatives and direct obligations under international law are relevant? It is simply because,”
. to'quote the excellent-report by the internatiohal Council on. Human'Rights Policy, we must
-+ go "beyond voluntarismi”. Codes are squarely in the camp of voluntarism and while they -

. are a useful starting point for improving labor rights compliance, they alone are simply not
enough to right the "imbalance of power" that exists today between major MNCs and most *
governments. Governments do not have the resources that MNCs do - resources that are
in many places including China - greatly eroded by endemi¢ corruptlon Limited resources
greatly hinder labor rights enforcement, but they are not the sole issue. L am by no mesgns.

. suggesting that more laws andfor more enforcement are the only answer, but | am sayrng
 that rooting both voluntary codes and national laws in a strong international legal”
framework creates a ripple effect that will heip enforcement in ways that merely mcreasrng

R the number of labor mspectors cannot

N Violations of human and labor nghte thrrve in. cultures of rmpunlty Take the example of .
- slavery. While now outlawed in virually. every country of the world, this heinous praclroe
- continues particularly in countries where the rule of law is eroded. Just as corruption of
~ government officials and police officers allows slavery to flourish - so'to do labor rights - -
violations. Strengthening the rule of law in any given country is.not a task merely for MNCS
and-their voluntary initiatives. This is a task for governmerits, Groundrng all efforts inthe -
" international legal framework:helps to achieve a few important things. it creates a cllmate
‘that favors compliance by strengthenrng the effectiveness of voluntary initiatives: and .
national legislation, it strengthens the work of NGO and workers' advooates and it .
|mproves jUd lcral efforts, both domestic and rnternatlonal .

_ Thus, itis mcumbent upon those concerned with |mprovmg Iabor rights on the ground in. -

* China, as elsewhere, to use multi-layered approaches that draw on past successes. Each ‘

- approach should also be aligned with the particular "sphere of influence” of the respective.

- stakeholder - thus hlstoncally, the greateést successes have come from governments
working on thé most macro level legislative tmprovements government to government

: consultatlons technical assistance programs and the like, MNCs in turn have had suctess
when they assert their ‘considerable leverage primarily at the supplier/factory level but they
“should continue by all means to exert pressure on governments as well to ensure thatthe -
fule of law is both upheld and strengthened. One of the best examples of an MNC working

" on creative solutions to the most challenging issue in China'is the example that you have .

just heard about from Doug Cahn - the Kong Tai {or KTS) factory eléection of worker
representatwes This initiative’ |s exemplary and there are others

. The Instrtute of Contemporary Observatron recently Iaunched an rnrtiatlve that prowdes

http://www.cecc. govipages/roundtables/042803/niepold.php - 57120004
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posters in factories that quill;ne. védfk_eré' ri'ghts_uﬁ'dér'c_hinesé_law and t.hey' providea .
hotiine for workers to call if they are the victims of violations - o s

e " A coalition of over Qb-'NGOS' and SRIs (SOcially_ 'Responéi'bte_{ Investors), ?ﬁdﬂd’iﬁg‘-‘the' L

are participating in this China Working Group (3Com, Cisco, Intel, KLA-Tencor, Nike, Paim
Computing, Reebok 'a__nc_'j Target) working to implement the Principles or similar Codes of -

the US Business Principles for the Hitman Rights of Workers in.China. To date nine MNGCs

Conduct,

. fsvéry corﬁmon to discuss' the "sticks" ,when'qfscdssihg ﬁqmén. andilabbk‘_-'rights.'Bu_t’,|_ -

transparericy, disclosure and good working conditions. If the industrial revolutions In the
. USand'the UK have shown us anything they have shown us that goad factories make -
-better products and over the [ong'er;ter{n, that are more cqst—_effective_. . o '

Conclusion = =

" Apart from their other characteristics, the outstanding thing about China's 600 miflion

- people is that they are "poor and blank." This may seem a bad thing, but inrealty itis a - _
good thing. Poverty gives rise to the desire for change, the desire for action. and the desire
for revolution, On a blank sheet of paper free from any mark, the freshest and most -
‘beautiful pictures can be painted.” Mao Zedong 1967 .~ e

The picture for tabor rights in Ghina would have to incliide the following:

‘s Harmonization of the multiple codes of conduct (factory owners rightly complain that the
- profusion of codes is a confusing time-sink and with at times 40°'audits a month by . -
© Inexperienced CPAs, aiditing as it is conducted by private sector fims’is h_armful to -

. workers and disruptive to production cycles)

e A'-gr_eater"d_egr'ee of 'reé_;ﬁon'sibii_ity on the part of MNCs who wreak havoé on factories

. through pressures to lower prices paid to factories and-‘just in time" delivery demands that
- inevitably lead to excessive, often forced, overtime T o e

~e Passage, or modification, of embodying legistation required under China's ratification”
~ {2001) of the ICESCR {International Covenznt on Economic, Social and Cultural Rights
- . and their membership in the ILO (specifically with regard to freedom of assoclation and -

- collective bargaining) and withdrawal of their reservations -+ -
. A direct coﬁtéc___:t mission from the ILO

This would be a beautiful pictiire indeed. Thank you.

----------------------------- | o sitemap | Contact Us
44 Previous Page . : o I
. _ “The page was last modified on May 1, 2003
-+ ©2003 Congressional-Executive Commission on China - All Rights Reserved.

lttb://WWw.éecc. g‘ow’pages!rouﬁd_tab_iés/(]@_803f'niepqld.php' _'
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niies Ti(;requently require excessive overtime that is mot paid prop- -
~ Migrant workers living in dormitories connected with factories in . -

‘southern China often face conditions of severe overcrowding, lack -
of proper sanitation facilities, and inadequate fire and saféty pro-
. tection.. Many have been denied medical care, access to schools for
. their children, and other social benefits.. - S
-~ As in many areas covered by this report, the wide discretion that
local ‘and provincial officials often have in interpreting and imple-
. menting national laws and regulations results in inconsistencies in -
-application and opens the door to corruption. ¥or example, China’s’

" Labor Law allows enterpriges, with the approval of the local “labor-
administrative department,” to adopt their own rules for working. ' -
. hours?*—an obvious invitation to abuse." ' T

. Labor Arbitration and Litigation - -

. The Labor Law and the Regulations for the Handling of Labor L |

.Disputes create a three-tier system for handling labor disputes that
includes mediation, arbitration, and litigation.”? With the help of
legal aid and information centers, some Chinese workers have
begun to understand their legal rights. In 2001, -workers - filed
155,000 labor disputes, a 14 percent increase over 2000, although |
sﬁti%ics‘on the issues underlying these disputes are not avail--
able,78 - . . - - . .
Nevertheless, general awareness of China’s laws and regulations

~ on the part of workers, management, and even some government -

officials remains low.7 The Hong Kong Christian Industrial Com-

e mittee, a group that organizes and provides. assistance to workers

_ 'in'Hong Kong and China, found that among the workers they -
- interviewed, “iess than half . . . said they knew about labor law;
None of the workers knew about other regulations concerning labor
rights. Workers had no idea how t6 use the laws to defend their
rights.” 7 Programs-for enforcement generally do not exist, and en-
terprise managers.often ignore the regulations even when they are
aware of them.76 - S _ ' s
- Worker advocates often find' themselves in peril: Xu Jdian, a.labor
lawyer in the northern Chira city of Baotou, who represented laid- -
off workers seeking reédress from two large state-owned enterprises,

published pamphlets for workers describing their rights under Chi- -~ ~
nese law. He was. arrested and sentenced in 2000 to four yeafs in -

prison for “incitement to overthrow.state power.” 77 Local authori- - -

ties in Shenzhen reportedly have ordered Zhou Litai, a lawyer who -

successfully represented migrant workers injured in the workplace, - -

" to close his law practice in that city.7® .

Ultimately, judgments about the success. of labor arbitration :and'_ .

litigation can rest only on whether workers receive fair and impag- .

tial adjudication of disputes, whether these remedies are made’

available to laid off workers (not currently entitled to this right - '

_under the law),” and to what extent labor advocates are allowed
to assist workers to pursue grievances and assert their legal rights.
Child Labor - : ' S '

_ China ratified ILO Convention 182 on the Worst Forms of Child -
Labor in August 2002.3¢ China’s Law on the Protection of Minors
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f’Attractmg Investment

to Chlna

Introduction

Foreign investment has played an important role in
China’s economic development for almost a quarter of

a century and is vital for that development to continue.
But while China has been highly successful in attract- -

ing foreign direct investment (FDJ) so far, and has made
significant progress in improving its FDI policy frame-

. work, it has not fully exploited its potential to attract -

investment from OECD countrles

~ o make the most of the potent;al beneﬂts of joining -
‘the World Trade Organization (WTO) and to increase
- FD! inflows while enhancing their contribution to -

domestic development China will need to persevere

B wzth efforts to bring its laws and regulations into har- '
E _';mony ‘with mternatlonaﬁy recognised standards and to

_ensure they are fully and conssstentiy zmplemented at-
' Iocal level. : .

A new OECD fnvestment Pohcy Hewew, Chma

Progress and Reform. Challenges, looks at progress to
date in China in attracting foreign investment and in

moving towards a more rules-based business environ-

ment. It suggests policy choices designed to increase

. the amount of foreign mvestment from advanced '

cou ntries [}

September 2003

Organisation for Economic Co-operation and Development




‘Policy Brief |

Attracting Investment to China "

‘- 'What has forelgn mvestment
_done for China? -

_ Chma has made significant progress in. provldmg a -

business environment conducive to FDI since the

major. shift to economic reform in. 1978, A'closed |
gconomic system has been rapldly opened to trade .
and investment. Major economic iristitutions have .|
_been replaced or transformed. Others, like the
‘ state-owned enterprises-and the financial system, -

~ are undergoing Iengthy reform that will bear fruit in
the future. _

' FDI has played an important role in this transforma-' '

tion. It has énabled China to establish new

branches of industry and Chinese consumers to.

experience a far wider range of goods: and serv-
ices. It has brought in new technology in many

‘fields. Foreign-invested enterprises have provided -
: employment directly or mdlrectly, to millions of.
"people, as well as training and experience in both:
. technological and managerial skills which can be . -
transferred to domestic enterprises. FD! has played.

a major role in expanding China’s International

 -trade,. wh|ch is now equivalent to half of the coun-- |
“try's gross domestic product (GDP), with forergn- .
" invested enterprises aocountmg for half of all two- -

way merohandlse trade

Even so, China receives far less FDI per head than -

_many-other developing as well as developed coun- -
" tries. For.example, in 2000 China received USD 30

per capita while Brazil received USD 1985 and .

-QECD member countries an average of usD 1,321
* (see table below). Much FDI in China still goes to.
short-term, labour—mtenswe manufacturmg, whlle_- :

investment in high-tech activities, particularly in
services sectors, lags behind. There is therefore
still much scope for raising the qualrty of FDI as

well as _contmumg to moreaae |te q_uantrty l_

| How to attract hlgh quallty FDI‘?

. The challenge for China now is to improve further N

its policy framework in order-to-attract more long-

© term, capital-intensive, high=tech projects in more -
- sectors of the economy and hence.to reap the -

maximum benefit from spillovers of skills and -
expertise from the foreign, corporate p’resence e

China’s accessmn to the WTO has already brought

_about major advances in FDI policy. In addition to-

the removal of trade related lnvestment measures,

‘China is- also opening up'its services sectors, .
including the financial sector. Exlstlng foreign-

~ invested enterprises are now able to distribute their

. products in China and engage more widely in-for--

FDI mﬂows per capita to China and .
selected countries and territorles, 2000 {US$)
Country oF territory FD1 per caplta .
China B 20.1 :
OECD average 1,320.9
“India : 22
. Indonesia 216
- Malaysia - -162.8
~ Myanmar 53 .
. "Philippines 163
" Singapore’ 1547.2
. Thailand 540
CVietnam 16.7 -
South Africa. 22.2
Argentina 314.8
Brazil 1954
Chile 2416
Source: Caiculaied from IMF, fiternational Financial Staiistics; October 2002. =~
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O_th_sr B
17.7%

Korea.
3.2%
Chinese RS
Taipei
A%

Japan
8.4%

United Statées
B.7%

Union
CLTT%

Source: MOFCOM statistics.

- Shares of the main countnes, regrons and lerntolres
in.FDI inflows to China 2001 (%) - :

Hong Kong,
" China
47.3%

- eign trade. These changes will provide opportuni- -
ties for enterprlses based in OECD.member
- countries to play a bigger role in maklng direct

'- tnvestments in China

,'._'Multmanon'a_l enterpnses_ in OECD countries have
' the capital and the technology to provide longer-
- term projects embodying advanced production

- methods. However, OECD members have so far |
prowded a dlsproportlonately small amount of FDI _
to China, at least partly because of percewed N
weaknesses in the Iegal and regutatory framework
: -for investment :

In the early penod of reform and openlng up of the,‘-
- gconomy, China’s offer of incentives siich as lower
taxes was effective.in attracting fore:gn investors.
- But now China is well.on the global investment
~map, it is not clear that such a rich set of incentives

is necessary for attracting FDI. Indeed, recent sur- - |°
veys show that foreign investors are much more
~ concerned about the overall regulatory regime than
about incentives, and that they prefer to locate:
investments, especially large, long-term ones,.in
countrles W|th predictable polacy regimes.

Beyond‘- offerlng frscal incentives, the Chinese gov-
~ernment has in fact worked hard to make invest-
" menit easier by measures such as reducing delays

m approving FDI projects and |mprovmg the physl— :

- cal infrastructure. A rules- based mvestment envi-

ronment is-also now gradually beginnmg to take ’
shape though there is still much to be done.

China i is stnvmg to develop an lmpartral and effec-

~ tive court system, but, for institutional and man- o
* power reasons, this work will- take years, rather:

than months. Effective lmplementatlon of law mat--

ters because investors, whether foreign or domes- .

tic, need to have guaranteed property rights,

-'__mcludlng intellectual property rights (IPR). Much

- stronger :mplementataon of China’s IPR protection -
legislation and its international commitmients in this

~regard is needed, not just to attract FDI but also to

stimulate domestic: creativity. As the history of ~
world technology shows, Chinese peopie are them-
selves highly inventive when the institutional frame-

- work allows them to be s0, The sharply rising

number of domestic. patents Is test:mony that this
is stlli true. S .

Investor confldence also relies on a leglslatlve and

regulatory regime that is stable, internally consist--

“ent and publicly available in an understandabie'. -
- form. Coherence between national and local legis-
- lation and regulatlon is encouraged by WTO, OECD -

and other internationally recognised standards The
ex:stence of undisclosed lntemal rules for approval
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“also organise visits 'by:otfimals from the Western -

and Central regions to their counterparts in SEZs
-and other open zones'in the Eastern Region to

."share experience and gain a deeper understandmgi
of procedures that have been successful in attract-
~ ing investment. Such measures would be relatively
cost-effective and remain useful even if the “invest )

in the West” pollcy were to be modtfled I

' How to make thlngs sumpler for
investors?

Proposed foreign mvestment pro]ects are dlwded
“into a fourfold classification categories: encour-

aged, restricted, permitted and prohibited catego-

ries. The so-called “catalogue” of * permitted’

investment projects - far longer in practlce than the
other three —is not in fact a published list, but' con-

sists of all projects not listed in the other three cat-" . |
egories, which are publlshed as, separate .

- 'catatogues

Followmg WTO access:on Chma reduced the

number of prohibited and restricted project types

.and increased the number that are permitted and -
-encouraged. The Chinese authorities' are to be i~
- commended for this step-and encouraged n their’

efforts to achieve further Ilberallsatlon of the oata—
- cal progress

Jogue regrme

' -'More categories"of broj'ect co'u!d be removed from

~the list of prohibited foreign investment mdustnes

The inclusion of sectors where national control is. :

considered desirable, such as projects that endan-
- ger the safety and performance of military facili-
- . ties, is understandable; where not self-evident, an

exp!anatlon of the reasoning involved would be .
" helpful. For instance, China currently prohibits FDI
in a few traditional crafts such as the production of |
‘gréen tea, traditional Chinese medicines, bodiless . |
lacquer ware, rice paper-and ink tablets. The mten-_ :
tion of this prohibition is presumably to ensure the

-contmued existence of these activities because
they are considered to be part of the national herlt—

age. If this is the case, the prohlb:tlon of inward

' fmanmal flows supporting such activities would

appear to be an inappropriate means of achieving

- such an aim, which might-more effectively be pur-

sued by other meesures for example by increas-’

lng the resources avar!able for eduoatlon and

. training in these fields. Another category of prohib- -
- ited FDI is the establishment of futures. compames -
- There appears to be no advantage 10 be gained -
-from banning FDI from entering this financial sector
~that could not be more effectively obtained by =
wnposmg appropnate prudential. regu!atlon cover- -

ing: both domestrc and foreig n—owned enterprlses

It is therefore not lmmedaately clear that there is

“any benefit in maintaining an extensive “restricted””

list, effectwely raising the approval hurdle higher for

{1 -a W|de range of industries and semces, mcludlng, h
© it is important to note, most of the services sectors .
. being opened as a result of WTO' accession. The
. Chinese government could consider- aboilshlng this -
~ category entirely when it considers further opening

to forelgn investment to be appmprlate

'_ Unlike the other two pubhshed categones the g

“encouraged” category does.not restrict FDI in. any

‘way. The future of this category will largely be- -

determined by the Chinese .government’s policy
regarding FD!-attractmg incentives. One reason for
questioning the need for its continuéd existence is

 the increasing length and complexuy that have. o
. resulted from successive liberalisations. The list is .

now so detailed that many of the items are likely to
become rapldly obso!ete asa result of technologi— :

A clearer presentatlon of the perrnltted range of for~
- eign investment activities could-be. achieved by _
- replacing the catalogue’ regime with a single short -
- list of sectors that are barred to forelgn participa-

tion, supplemented by a clear explanation of the

grounds for selection. All pro;ects hot on the Ilst'
would then be permitted, =

One problem that appears to persrst is that mternal.'
regulations (neibu) governing the process by which

FDI projects are approved stifl exist a!ongmde pub-

- lic regulations (gongkai). The internal local regula-

tions, which are not published, are said to be

" generally more restrictive than. natlonal !egleiat:on-, "

and regulations but unless. they are made public it -
is not possible to judge whether or not they are

~-acceptable, The Chinese government is commit- -
- ted 1o solving thls problem. A rational-solution

would involve a two- -step procedure, First, local
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‘materials, and manufacturing equipment. Total industrial valie-added rose 12.6 percent
- in 2002 and maintained strong growth into the first half of 2003. The full "secondary
. sector" of GDP, which includes construction as well as industry, grew9.8 percent in
2002, to make up over half of total gross domestic product. In contrast, China’s-entire .
* services sector produced slightly less than 34 percent of GDP angd increased 7.3 percent
in 2002, while agriculture, which continues to employ half of China's 740 million strong.

labor force; only contributed 14:5 percent and grew a meager 2.9 percent year-on-year. - -

Retall sales of consumer:goods were stightly under RMB '4.1,,1rilliéﬁ in 2b02', éir;_"incréa's_e_ .

" of 8.8 percent over the 2001 total. Nevertheless, this rate of increase represents a -

- and individuals;

' slowdown of over a percentage point from the growth rate recorded a year early. In .~
_addition, the SARS outbreak had a dramatic impact on retail sales growth in the first half
. 0f 2003. Retail sales of consumer.items only increased 4.3 percent in May 2003, the
lowest rate.of growth recorded in over a decade. E o

~'C. Goveriiment Role in {hé-E'ConoIrhy-_' |

" Although China's private sector has grown lremen_do'us'ly_s'i_nce economic reforms began
“in 1979, state-owned or staté-controlled entities continue to play the leading role in the
Chinese economy. For example, traditional state-owned enterprises and corporations

with- majority of shares held by the state accounted for just under 42 percent of gross

“industrial output for the year. in addition, the Chinese Communist Party maintains its - -'

authority to oversee economic policies as well as managerial appointments in all _

financial institutions and major industrial enterprises. Although the authorities’ long-term

plan is to sell ail or part of the government share in most state-owned enterprises and -

~ financial institutions to the public, ultimate control over managers of these assets will

-~ ‘remain in the hands of the Party. Leading officials and bureaucratic institutions aiso_
" maintain substantial authority to approve or deny investment decisions by enterprises’

* Although direct price controls on most commodities have been eliminated, prices for
thirteen broad categories of items, including électric power, transportatioh, - -

. telecommunications; and some services, remain subject o varying degrees of - ,

. government "guidance." Petroleum prices have generally been allowed to fluctuate in-

.accord with the intetnationat market. The government sets all interest rates and fees at | _

-financial institutions; distorting the cost of capital and preventing banks and other-
institutions from using interest rates as a'way fo adjust for risk. e

D, I_nfraétructu're-lnvestment'-' "

" Infrastruclure investment is a key élement of. China's econornic growth potential, with. -
major infusions scheduled for the road, railway, port, telecommunications, oil and gas,

~and coal sectors. Improvements to the Tufal electrical grid are also underway. - Since

. 1998, the Chinese Goveinment has‘issued about RMB 790 billion in special bonds'to

fund infrastructure projects aimed at stimulating the domestic economy. This has kept BRI

_growth in overall investment in double-digits. Total fixed asset investment grew 16.1 -
_ percent in 2002. infrastructure investment, which rose 16.4 percent in 2002, accounted
for about 40 percent of the total. State planners have set a target for total.increase in * -
fixed asset investment of 12 percent for 2003. Through May 2003, however, fixed asset

| investment by state-owned and "other” entities (the latter being mostly mixed public- -~ -



~ private and foreign invested enterprises) increased n;éa_rly 32 percent year-on-year, wi'th'

" infrastructure investment growing 28.7 percent.

Although the government is no longer explicitly pursuing a tight credit policy to quell
- inflation, its efforts to improve the asset quality of the state-owned banking system
.effectively limitsthe kinds of projects which receive official approval and which the banks -
will finance. Private firms, in particular, still have serious difficuities in raising capital,
State-sponsored infrastructure projects are seén as "safe" investments for domestic
_ financial organs. Financing for key projects comes from an increasing variety of -
'sources, including special construction funds, surcharges on power and other utilities,
provincial and local government budgets, as well as domestic loans from the China,

- Development Bank and other banks, -

- -Chinese officials have said they would prefer roughly 15-20 percent of infrastructure -
investment to come from foreign sources, but shifting foreign investment away from -
export-oriented industries presents some difficulties, Infrastructure investments have
-~ -long payback periods, with no ready source of foreign exchange. Policies designed to -

. attract foreign investment, notably those inspired by the central govern ment's "Great
Western Development Strategy,” have tended to emphasize land-use and tax incentives

- - without addréssing more fundamental problems in the investment environment. China's

- weak legal structure, failure to enforce contracts and court decisions, restricted access -
1o foreign exchange, and the cumbersome approvai process work againstforeign -~ .
participation in infrastructure projects, particularly in the road, rail and power séctors. -
The regulatory impediments to foreign involvement in infrastructure projects are -
gradually disappeating. For example, changes in rules governing current account -

- transactions have gone a long way toward solving the problem of guaranteeing foreign
exchange convertibility. e SRR e o B

Infrastructure development in the telecommunications sector remains strong and China

_now boasts the largest wireline and wireless networks in the world. The Chinese .
Government's policies have contributed to this growth. They have made telecom.and IT

~ development a national priority and enacted preferential policy initiatives to promote
telecommunications modernization throughout the country. In addition, technological |
-advances have contributed to network expansion by making better equipment available -

- at lower prices. In 2002, telecommunications fixed asset investment decreased sharply
by over 20 percent due to fierce competition and restructuring in the industry, but - _ E
- showed some recovery in 2003 with significant spending on network expansion by the

. -telecom providers, In the first five: months of 2003, this investment totaled RMB 572
~ billion, an increase of 41.9 percent compared with the same time period from 2002,

- 3. Political Environment =

. Although there has been considerable reform of China's economic model - froma _
centrally planned economy to a market-oriented one - the same is far less true of the
PRC's (People's Republic of China) political system. “The Chinese Communist Party -
(CCP) still dominates the entire political apparatus, and its leaders make all major policy .
decisions. Party members hold most senior government positions at all levels of =~ - _
administration. Ultimate authority rests with the 24 members of the CCP Politburo and, -
in particular, its nine-member Standing Committee. Ministries and lower-level '
counterparts implement policy on a day-to-day basis, and China's parliament, the



Customs officers check the price reported by the importer against this database.
Normally, Customs officers will accept the importer’s price. However, if the reported
value is too far out of line with the database, the Customs officer will estimate the vaiue
of the goods based on methods listed in Article 7 of the PRC Measures for the
Determination of Customs Values for Imported and Exported Goods. .

. Tariff classification. China Customs only uses an eight-digit harmonized tariff system, as
opposed to the more detailed ten-digit codes. Customs officers have wide discretion to
classify in what general category to place each import.

Taxes: Ontop of normal tariff duties, both foreign and domestic enterprises are required
to pay value-added taxes (VAT) and business taxes. VAT is assessed on sales and
importation of goods and provision of processing, repairs and replacement services.
Business taxes are assessed on providers of services, the transfer of intangible assets
and/or the sales of immovable properties within China. VAT is assessed after the tariff,
-and incorporates the value of the tariff. China is now bound by WTO rules to offer
identical tax freatment for domestic and imported products. VAT is collected regularly on
imports at the border, although importers note that their domestic competitors often fail
1o pay taxes. ' '

China offers a variety of tax incentives and concessions. The general VAT rate is 17
percent but necessities, such as agricultural products, fuel and utility items, are taxed at
13 percent. Enterprises regarded as small businesses (those engaged principally in’
production of taxable goods or services with annual taxable sales of less than RMB 1
miflion or those engaged in wholesaling or retailing of goods with annual sales of less
than RMB 1.8 million) are subject to VAT at the rate of 4 percent or 6 percent, depending
on the nature of the business. Unlike other VAT payers, small businesses are not
entitled to ¢laim input tax credits for VAT paid on their purchases. Certain limited '
categories of goods are exempt from VAT. Likewise, many foreign-invested processing
enterprises are exempt from taxes if they export their products.

VAT rebates up to 17 percent {a full rebate) are available for processed exports.
Exporters complain that it takes months to obtain the rebates and amounts are often
miscalculated. Also, rebates are limited by the local budgets, and coastal provincial
authorities often run out of funds for rebates well before the end of the year. The
applicable rebate method varies and is a function of the establishment date of the
enterprise.

China intends to eventually phase out its two-tier income tax system for domestic and
foreign enterprises. Domestic enterprises have long resented rebates and other tax
beneiits enjoyed by foreign-invested firms. The move towards national treatment will
mean the gradual elimination of special tax breaks enjoyed by many foreign investors.
However, in some cases Chinese authorities have promised to grandfather existing
foreign investments with current tax incentive deals for at least a certain period of time.

B. Trade Barriers
The Chinese Government has recognized for years that economic reform and market
opening are essential components of sustainable and balanced economic growth. The

Chinese Government in 2001 and 2002 undertook a massive effort to revise its laws and
regulations in a manner consistent with WTO rules. At the Central Government level,
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. China has already revised or repealed hundreds of laws and regulations to ensure WTO - -
" consistency. However, while China has an increasingly open and competitive-economy, -
substantial barriers have yet to be dismantled. Import barriers, an opaque and R

- inconsistent legal system, and limitations on market access combine fo make it difficuit -

-~ for foreign firms to operate in China. Business interests must be realistic'about the:
‘impact of WTO accession, . It will bring enormous changes — both economically and -
socially - but WTO.entry will not remove all commercial problems and the -~ . .0

implementation process will take time.. = - o S -

Some of the cu rrén_t trade _ba.rri'er_s that U.S. firms face are:

Tariffs: WTO accession will have a dramatic effect on-tarifls for many. products of o

- interest to the United States. - China. must reduce tariffs for U.S. priority-agricultural

. products from an average of 31 percentto 14 per¢ent by January 2004, Tariffs for some -
passenger .cars were over 100 percent prior to accession, and must be reduced to 25

percent by 2005. . The Information Technology Agreement calls on China to eliminate |

‘duties on IT goods — such as semiconductors and computer hardware ~by January 1,
© - .2005.. Still, China plans to maintain high duties on products that compete with those of -
-domestic industries the Chinese Government seeks to protect. 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-p_!_ayer_'s will still face duties around 30 percent. -

- Import Quotas: WTO rules bar quotas and other quantitative restrictions. Chinahas
been gradually eliminating them and will continue this process after accession overa

. -multi-year phase-in period. The bilateral agreement with the United States required

- China to eliminate existing quotas for the top U.S. priority products upon accession and
- phase out remaining quotas, generally by two years but no later than five years after E

~accession. After two rounds of quota elimination, quotas limit eight categories of o
imports, including automobiles, motorcycles, ofl, rubber, and tires. Bureaucratic delays
in allocating quotas have disrupted imports of many producis such as-passenger cars. -

Tariff-Rate Quotas (TRQs): China applies TRQs to imports of wheat, corn, rice, soy oil,
cotton, barley, vegetable oils, and fertilizer. With its WTO accession, China for the first
_time published TRQ levels and the regulations governing TRQ administration: China will
- gradually increase these already-large TRQ levels: A growing portion of each TRQwill
- be reserved for importation through firms other than state trading entities. . To ensure full -
.- use of the TRQs, China agreed to specific rules for administration of the TRQs, including

increased transparency and reallocation to importers of any unused quota. In China’s . -

. first year'as a WTO member, TRQ allocation, like quota allocation, was plagued by

- official delays. Timing of TRQ allocations and re-allocations seemed to improve in 2003,
but concerns remained over China’s system of TRQ administration. The National

o Development and Reform Commission (NDRC) refuses to publish the names of or” -

answer inquiries about agricultural quota recipients. The NDRC also reserves a portion
‘of TRQs - over 60 percent for some commodities - for the: processing trade, fequiring
“quota recipients to process and re-export the. products they import or face stiff penaities.
. In addition, licensing requirements for TRQr recipients are burdensome and many firms-

have been given quota allocations far below commercially viable [é\'rels. L
Import Licensing: Products subject to import quotas or TRQs also require import T
_-licenses, including some wool, grains, oilseeds and oilseed products, cotton, iron and . .
-steel products, commercial aircraft, passenger vehicles, fertilizer, hauling frucks, and
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- '.rubber products Chma has also added ||cense reqmrements to some products in an
effort to combat smuggling; for example, China requires licenses for meat traders. The

- Ministry of Commerce (MOFCOM) administers the licensing system, but has given

primary authority for approval and import of some agricultural items to the General
Administration of the PRC for Quality Supervision, Inspection, and Quarantine (AQSIQ).
" Import licenses are not aiways easy to obtain, and |mporters frequently report Iong

' delays ' : . : L .

Export Licenses: Fifty-two categorles of Chmese exports require Iloenses Garment and
* textile exports —which are strictly limited by importing countries and require quota visas -
to enter foreign markets such as the United States — make up the bulk of these exports,
Beyond textiles, products requiring licenses include some raw materials and metals,
lethal chemicals, and food products. China also requirés export licenses on products
that are the subject of countervailing duties in a foreign.market. MOFCOM is
‘responsible for the enactment of general policy on export licenses, but local-level
Economic and Trade Commissions are begmnlng to take charge of i |ssumg specific -
export licenses. Currently, many quasi-governmenta! chambers of commerce, such as

" the China Chamber-of Commerce for Import and Export of Machinery and Electronic -

~ Products (CCCME) and the China Chamber of Commerce of Metals, Minerals &
Chemicals Imporiers and Exporters (CCCMC) | have been tasked by the Government to-
-.coordinate applications for licenses. The licenses are issued by local Economic and
“Trade Comm:sstons which report to MOFCOM c

_ -Transparency Ch:na publlshes laws and regulatlons relating to tnternatlonat trade in the
*" China Foreign Trade and Economic Cooperation-Gazette, published by MOFCOM and

- :available by subscription. Most government ministries also publish the texts of related

-laws and reguiations on their websites. Economic newspapers routinely carry the texts -

“of government circulars, announcements and regulations. In addition, there-has beena

- proliferation of online news and information services such as chinaonline.com;,
sinolaw.com, and sohu.com that offer up-to-date news about and texts of new laws and’
regutat:ons As a WTO . member,.China has committed to' pubhshlng for comment all -
measures that could affect tradé in goods, services, TRIPS or the control of foreign
“exchange; and to providing a translated copy of new laws, regulations, and other -
‘measures to the WTO. Secretariat in Geneva no later than 90 days after promulgataon

- MOFCOM has established an “Enquiry Ceriter” to provide information on commercial;
‘investment, and trade laws and regulations. Despite this progress, transparency’
‘remains.a problem for foreign companies. Many new regulations and rules have been

- promulgated without adequate comment periods. Chlnese ministries often |mplement .
policies based on internal "guidance"” or "opinions” that are not available to foreign firms. "
Experimental-or informal policies and draft regulations are regarded as internal matters

- and public access is tightly controlled. Drafts are somefimes given to domestic.
companies but not forelgn-rnvested enterprises for comment. The rute-mak:ng process
'_remalns secretive and opaque. Furthermore, because taws and regulations are often

_very general, many decisions are left to the discretion of the implementing bureaucrats,

‘who can make decnsnons w:thout resortmg to pubhc comment or apen procedures

Legal Framework Laws and regulatlons in China tend to be far more general than in
" most OECD oountnes, thus usually requiring more specific implementing rules and

B measures. This vagueness allows Chinese courts and officials to apply them flexibly, -

- which results in inconsistencies. Cornpanies sometimes have difficuity determining
~precisely whether or not their activities contravene a particular regulation. Agencies at
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_Hong Kong, although the hmltatrons on convertlbltity of the Chlnese currency W|Il impede '
* Shanghai’s ability to supplant Hong Kong (See separate report on Hong Kong s h
'mvestment climate.) - L

-A growmg number of firms are optlng to channel their China mvestments through

vehicles registered in the freeports of British Virgin {slands, the Cayman Islands, and
" Western Samoa.” in 2002, new FDI nominally fromthese three tax haven economies’
accounted for 15.5 percent of total new FDI. The ultimate origin of this FDI is unclear,
but anecdotal information suggests that it moludes rnvestments from corporations = -
- headquartered in OECD economies, Taiwan, and even China itself. The rise in _
- investment from these freeports correlates closely with the decline in investments from
Hong Kong, suggesting that some t' irms are shifting the nom:nat origin of therr '

o lnvestments

Types of Fore:gn Enterpnses in China: Among the three main forelgn mvestment

~ vehicles available to foreign investors, WFQEs are currently the most popular. New
- registration of WFOEs exceeded that of JVs for the first time in 2000. WFOEs 3

. accounted for 65 percent of projects approved in 2002. By value, WFOEs represented
69 percent of these deals, a dramatic increase from previous years, as wholly-owned :.
ventures became possible.in a greater range ‘of industrial sectors. JVs with Chinese
firms are still requured however, in many lndustrles of interest to U.S. |nvestors

- Encouraged versus Restricted. Investment Chlna attempts fo guude new forelgn
investment towards "éncouraged” industries and regions. Over the past five. years, . .
China has implemented new policies introducing new incentives for investments in high-
tech industries and in:the central and western parts of the country in order {o stimulate -
development in less developed areas. Anew catalogue took effect April 1, 2002,

“replacing the December 1997 list and-designating sectors in which foreign mvestment
would be encouraged restrtcted or proh|bated Unllsted sectors are consmiered to be

- permitted. : _ :

. Among other th:ngs the-new cataiogue aims to implement sectoral openmgs that Chlna
.~ promised in its WTO accession agreement, mcludmg banking, insurance, petroleum -

" extraction, and distribution. - According to an accompanying regulation, projects in
"encouraged" sectors benefit from duty-free import of capital equipment and value—added
tax rebates on inputs. The same regulation states that approval authority for- restrlcted"
investments rests with the relevant central government ministry and may not be. .
delegated to the local level. For a number of restricted industries, a Chinese controlling . -

© or majority stake is required. - industries in which foreign investment is prohibited mclude '

- national defense, firearms manufactunng, most media content sectors, and
btotechnotogy seed productlon

‘Regutatlons governmg foreign lnvestment i specn‘" 1C mdustnes have been |ssued |n
* large numbers over the past few years, spurred by WTO obllgatlons to open these
ectors Prospectwe mvestors should examine these regulations oarefuliy

-.-Mergers and. Acqmsmons (M&A}. China recently issued new regulatlons governlng :
* foreign purchase of stakes in- domestic enterprises. Regulations issued in November .
2002 permit foreign purchase of traded and non-traded (designated state) shares of
‘Chinese enterprises. In‘addition, China issued regulations that took effect i in April 2003, -
specified procedures for foreign acquisltlon of and merger wuth domestlc enterprlses

67 -



: _partner as part of its caputal contrlbutlon China has commltted to enforce oniy those :
laws or other provisions relatung to.the transfer of technology or other know-how if they
‘are in accordance with WTO provisions on protection of IPR and TRIMS, incltiding a -
prohibition on technology transfer as a condition to approval. Regulations promulgated

- in 2001 have generally improved the reguilatory environment for foreign technology :
. providers. Despite these commltments, forelgn mvestors may Stlii encounter pressure 1o -
transfer technology ' S

' Employment of Host-Country Natlonals Rules for hlnng Chmese naﬂonals depend on .
the type of establishment.” Although FIEs are not required to nominate Chinese

‘nationals to their upper management, in practice, expatriate peérsonnel normally occupy -
only a small number of managenal and tectinical slots. tn some ventures there are: no . .

. -forelgn personnet at all

~The amended EJV Law prowdes that the joint venture partners wsll determme by -

* consultation, the Chairman and Vice-Chairman. _If the foreign side assumes the

chairmanshlp, the Chmese party must have the woe-chalrmanshlp, and woe-versa

: 'Whrle FIEs are free to recruit employees dlrectly or through agencies,’ representatwe L
offices of foreign companies must hire alf local employees under contract with approved. - -
"labor services companies.” These foreign companies. pay the contracted local:

“empioyees' salary directly to the "labor services companies” that, inturn, give only a

" portion of the salary to the contracted employees The employees remaln technlcally

_ employed by the Iabor services company. _

F.. nght to F’rlvate Ownersh|p and Establlshment

" in the past, Chlna restrlcted pnvate ownershrp and establlshment of busmess
_ enterprises, particularly in the service sector. In 1999, China amended its constitution to
provide a legal basis for private sector development. Upon accession to the WTO,
China committed to reduce éver time many restrictions on the private sector.
Nevertheless, some sectors -- insurance, for example — will retain many restnctlons and '
_ some of these dlscrlmlnate agamst fore|gn legat and natural persons.

. G Protectlon of Property Rnghts

-Land Chinese law provides that all Iand is owned by "the pubhc and andlvxduals canno_t
own land. However, consistent with the polacres of reform and opening to the outside,
legal and natural persons, mcludlng foreigners, can hold long-term leases for land use.
They can also own buuldlngs apartments and other structures on Iand as well as own
_”personal property . : .-

-lntellectual Property nghts Overwew '

' Chlnese leaders have acknowledged that protechon of patents, copynghts trademarks
and specialized intellectual property stich. as domain names.and plant variety rights is
needed to promote a "knowledge-based economy” in China. China committed to full

-~ compliance with the Agreement on Trade-Related Aspects of Intellectual Property

- (TRIPS) upon accession to the WTO. China's legal framework is increasingly compliant

with the TRIPS Agreement and international standards, although in some key areas

: uch as |mp|ement|ng enforcement procedures and Iegal remedies that havea deterrent
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submit to the re'levént'"go_Vernfﬁeht ag’éh'_cies is 'cohpro_fnis'ed; I'e'_ading unscrupulous local
~ generic producers to produce unauthorized imitations, somelimes with poor quality or
‘gontent standards, resutting in unhealthful products. - N S

While industries report.improved cooperation with administrative enforcement agencies
ihregard to raids, the administrative. penalties for IPR violations, often.no more than
confiscation of the counterfeit products or nominal fines, are generally insufficientto *
deter counterfeiters, Very few cases are referred to criminal prosecution because the
threshold for initiating criminal cases for IPR infringements remain very high. China's = .
" criminal sanctions against IPR violations are seldom used, in part because of restrictions
" on types of admissible evidence and uriclear mandates for law enforcement authorities .
~ with little experience in prosecuting 1PR violations. . B L

Combating IPR viclations in China is a long-term, multifaceted undertaking. China has .
established special IPR courts.in all provinces and major cities. Judges in Chinese -
courts aré charged with fact-finding and have greater discretion in the adjudication of

cases than those in the United States.. However, the lack of legal training of many trial = .

_ court judges undermines the effectiveness of these courts. The U.S. Government and
U.S. companies have provided resources for training judges and other enforcement .
officials.” Chinese authorities are attempting to address the lack of training of
enforcement officials by establishing IPR law centers at Beijing University, Qinghua,
University, and People's University. Chinese IPR professionals.are also studyingin = - .7
foreign countries. The Uriited-States and the Eurapean Union have made IPR—-and -
commercial dispute resolution -- a key feature of "Rute of Law" discussions with Chinese .
“authorities. ~ S L . o -'

~H.” Transparency of the Regulatbry System

" China's légal and reguiatory system'lacks transparency.and consistent enforcement -

_ despite the promulgation of thousands of regulations, opinions, and notices affecting -
foreign investment. Although the Chinese Government has simplified the legal and. .
regulatory environment for foreign investors in recent years, China's lawsand
~ * regulations are still often ambiguous. Foreign investors continte to rank the inconsistent .
and arbitrary enforcement of regulations and the lack of transparency as two major -~ .
problems in China's investment climate. No prospective foreign investor should venture .
into the China market without due diligence and professional advice: B

" in accordance with China's WTO_,conimiti‘nénts'-,-'the State Council's Legistative Affairs
Office has stated that all of China's foreign frade-related and foreign-investment related -

“laws, regulations, rules, and policy measures will be published. It further announced that .

‘China would use "proper ways and means" to help other WTO members and other
pertinent individuals and enterprises understand those rules and regulations. The
Legislative Affairs Office acknowledged that, in the past, some departments and . -
localities relied on their own internal documents io conduct business, Some even issued
documents under their own "internal control” and resorted to "disguised forms of market
blockades” and local protectionism. The State Council has announced that it is:
“committed to stopping such practices in order to avoid international disputes.

" Chinese Government agencies have also begun to publish some trade-related

regulations in draft for public comment, including comments from foreign parties. This . B

-~ ‘process, required by China's WTO accession agreement, is still in its early stages.. .
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~Comment periods are sometimes extremely. brief, and itis not always clear how much

o impact public comments have on the final regulatlons Indeed, many regulations-are

published in final form, making ahy comments made by interested parties ineffective in _
altering their contents.” Moreover, China still lacks a single source; along the lines of the
U.S. Federal Regrster for public releases of draft documents, Some government -
- agengies have released drait regulations in advance only to certain favored enterprises
- {usually domestic enterprises) or have allowed enterprises only to read but not retain . -
drafls Also, comments by mterested partres do. not become. part of a publac record

- The official websne www fdi gov.cn ccntams many mvestment-related laws and

regulations in both the original Chinese and Enghsh transiation.as well as research
reports and statastlcs oninward FDI. L

' 1 Capltal Markets-and-Portfollo Investm’en't.

_The development of China' s-domestic capltal markets has not kept pace wrth economlc

- - heeds. Two stock ‘exchanges have been established i in Shanghai (in November 1990)

and in Shenzhen in southern China's booming Guangdong Province (July 1991). Other - :
regional "securities exchange centers” have been closed by the China Securities '
- Regulatory. Commission (CSRC). The Securities Law took effect in June 1999. The-
Law includes tougher penalties for insider trading, falsifying prospectuses and financial _
_reports, and other forms of fraud. : The CSRC lacks experienced personnel and has
turned 1o the United Kingdom and other countries for more training. China's stock. .

‘markets are gradually adoptmg accountmg standards closer to those in use’ |n other
g -markets . _ . : :

o Although FtEs in theory, may appty for permlssron to raise caprtal d|rectly oy Chma s
-stock and bond markets, the approval process is. difficult. In the case of shares, the
- CSRC has indicated that it plans to treat FIEs the same as domestlc firms. .

The state bankmg sector dominates Chma S capltal markets and in the past genera!ly

' channeled funds to SOEs on the basis of Communist Party policy rather than market

.considerations.. Other domestic firms must find different sources of financing,, mcludrng :

-direct investment, gray-rnarket sales of stock and borrowmg from other fi irms or non-
o bank mstrtutrons : _ C

Chma S progress in reduclng potltacat mterference |n the bankmg system has been
‘mixed. The authorities have encouraged China's commiercial banks, alf 'of which are
. wholly or partially state-owned, o improve their loan portfolios by increasing the
- proportion of their lending to small and medium-sized enterprrses including private firms.

- ‘Lending to individuals for housing morigages, purchase of consumer durables, and

. education-expenses has also increased. ‘The government has also maintained three
“policy banks" 10 lend to commercially unattractive endeavors such as infrastructure
‘development and government agncu!tural procurement ‘Nevertheless, China's

- commercial banks still carry a heavy percentage of non-performing loans. Authoritative

~ estimates of the total stock of bad debt i in.China's financial system range from 45 percent
‘to 75 percent of the country's annual gross domestic product. Large SOEs continue to

- receive the bulk of commercial bank lending, although local financing of FIEs is

- becomlng more wrdety ava|labie
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.-bndge between the enterpnse sector analy31s and assessment of fmancml sector asset quality. |
This measure has provided useful insights into financial sector vulnerabilities elsewhere in: the -
__ reglon (Ramos and others, 1998 and Goldman Sachs, 2000), but has not been applied to Ch.ma

The remainder of this paper 1s orgamzed as follows Secuon 1 prov1des a bnef overview -

B of: the SOE and financial sector reform measures that have béen initiated thus far, Section 1l

 presents the analysis of data on China’s enterprise sector. Section IV concludes w1th a
'_ﬁ dlscussmn of the empmcal results and their pohcy 1mpllcat:|ons :

II OVERVIEW OF SOE AND FINANCIAL SEC’I‘OR REFORM

R The restructunng of SOEs and the financial sector has, been the most difficult of Chma s
structural reforms. The financial performance of SOEs has hxstorlcally been weak, reflecting -
. macroeconomic and industry-specific factors, including poor management, overstaffing, high
" debt, outdated products and technologies, an excessive social welfare burden, and high tax rates.
SOE losses have required heavy subsidization by the state wlnch, before the start of reform in-
* the late 1970s, was provided by direct budgetary allocations, but thereafter took the form of

o loans from’ the SCBs. By the mid-1990s, it became clear: that reforms of the SOEs and SCBs

could no Jonger be delayed. Even so, the pace of reform remained conditioned by concerns.
~ about social stability, as layoffs from SOEs added to reglonal income dlsparmes and stramed an_'_
' madequate soclal safety net.. : _ . _ o

~ The focus of recent SOE reform has been to privatize small enterprises : and to
commercxalxze Jarge ones under the principle of “seize the large and release the small.” Some "
progress has. been made on hardening budget constraints, and- enterpnse profitability has

. improved over the past three years, followmg the authorities’ inifiative in 1998 to revitalize

medijum and large SOEs. Better camings mainly 1 reflect outside factors such as higher oil prices’
“and interest savings from debt-equity swaps, but durable efficiency gains have been: seeured :
- through layoffs, a reduced SOClal welfare burden, and by cutting excess capacny 5

L Fmanc1al sector reforms have focusod on eommerc1allzmg SCBs leniding operanons
"Reforms were initiated by establishing policy banks to relieve the four large SCBs of their

- pohcy lending, while taking steps to commercialize and hold the SCBs accountable for their -

own operations and financial results. A range of reforms were introduced after the onset of the
~ Asian crisis, which included limiting local government mterference in bank lendmg decisions,
' “abolishing the Credit Plan, recapitalizing the SCBs. through a Y 270 billion bond issue in 1998,

and transferring Y 1.4 trillion of NPLs to four AMCs during 1999-2000. Internal SCB-reforms

N have included the revamping of Joan approval and analysis procedures, the introduction of more |
mcentnve based compensatlon systems branch ratlonahzatlon, and staff reductions.

- % According to ofﬁcla] statlstlcs, the aggregate prof’ its of large- and med1um-snzed SOEs surged
", by 135 percent in 2000, to, Y 240 billion. Available data through September 2001 suggest that o
the upward trend in SOE proﬁtabllity has leveled off.. ' '



“These efforts however have not yet succeeded in endmg non-commer01al lendmg to
SOEs and their operatlonal inefficiencies. Entérprise management is still weak, outside
governance limited, excess labor high, and-exit channels for poorly performing SOEs hmnted
Bank loans satlsfy the working capital and investment needs of SOEs, many of which =~
‘accumulate inventories unlikely to be sold and rec¢ivables with little prospect of repayment
Cash-short enterprises then accumulate tax payables and are kept afloat by debt rollovers. and
new loans from banks, whose capacity to assess and price credit tisk remains limited. Even 1f
‘lenders intended to dlstmgutsh good risks from bad ones, corporate accounting pracnees chstort
ﬁnanelal statements toa degree that makes it. dlﬂ'lcult to screen and monitor borrowers

lll ENTERPRISE SECTOR ANALYSIS

Th.lS section exammes two types of data on. Chmese enterpnses (1) an aggregate data set
_for all indusfrial enterprises, including SOEs; published in the annual China Statistical. '
Yearbook; and (ii) data on individual listed enterprises, most of which are state owned. 'I'he
available data confirm the weak financial condition of tlie enterprise sector. They also suggest

T that enterprise finances are vulnerable to considérable downside risk from even a moderate

_ weakening of their business environmeént. Deficiencies in the quahty of corporate ﬁnanclal data _

- however, warrant some cautton in mterpreung these conclusmns -

The ﬁnancxal condmon of enterprises, parﬂcxﬂarly SOES, has nnportant lmphcattons for
banking system soundness, given that SOEs are the predominant users of bank credit. SOEs *

- accounted for over one-half of outstandmg credit in 2000, two-thirds of which were of less than L

'~ one-year maturity. 7 While loans to consumers (currently around 2 percent of total foans) have =
" been growing rapidly in recent years, credit to enterprises will continue to represent a large.

share of bank assets. Tlie financial system’s risk exposure to the enterpnse sector should decline e
" ‘over time, however, as a growing share of new credits are granted 1o pnvate enterpnses and- .

banks lend on an mcreasmgly commercial ba51s

. % Firms overstate profits and assets. All goods produced are valued at market prices, regardless

- of whether they are sold-or paid for. Unsold goods accumulate as mventones, while goods sold
" but not paid for accumulate as receivables. Both are then valued at market prices and cla351ﬁecl
as current assets. Furthermore, both inventories and receivables are credited as revenues inthe

income statemient and included in profits, even though neither of them genexates cash. Appendlx
I detalls the statxstlcal adjustments made to correct for the, data anomalles _

~ This worth notmg that the credit stock-m-at 127 percent of GDP at end- 2000-——15 hxgh by
emerging market standards, reﬂectmg Chma S hlgh savings rate.



A. Aggregate Level Analysns

A]though the share. of SOEs in Chma s mdustnal sector has been declmmg , it is still
smable The share of state enterpnse output and employment has been on a dectining trend since
- 1994 (Table 1).f Nevertheless, SOEs continue to generate over 50 percent of industrial value-

- added and erploy more than haif of the industrial workforce. Also noteworthy is the steady rise
. inthe value-added of forelgn-ftmded enterprises, which doubled between 1994—2000 m

~ . 'contrast to that of collectlve-owned fi irms, wh1eh fell by more than one half

SOEs control the bulk Of pl'Oductlve assets in n the industrial sector. SOEs held two-thirds |

of the net fixed assets of all indystrial enterprises in 2000 (Table 2).!° By contrast, collective
enterprises’ share of fixed assets fell by two-thirds between 1994 and 2000, with shareholding
and foreign companies increasing their shares modestly. The decline in the share of collectives -
is attributable to falling growth and investment of township and village. enterpnses (which are

" classified as collectxves), and because many collectives were actually private and were

reclassified as such in 1998, A noteworthy trend is the rising share of fixed assets in the totai
. assetsof all enterprises, partlcularly that of SOEs. The share of net fixed assets in SOEs’ total
., assets stood at 44 percent 1n 2000, up from under 36 percent m 1994 _

-8 The jump in SOEs share of mdustnal value-added in 1998 (as well as in their share of

industrial fixed assets—TYable 2) resulted in part from a broadenmg of the classification to also -

include ‘enterprises in which the state has a controlling share. In addition, it may reflect the,

impact of increased fiscal spendmg—wl'uch was largely channeled through SOEs—to support
growth following the Asmn financial crisis. : ) .

9 Shareholdmg compames doubled their share of mdustnal Value-added in both 1999 and 2000 o

.. butthei increase in part stems from the recla531ﬁcat10n of ﬁnns out of collective- or state—owned
- and mto shareholdmg companies. _ _ '

1° The increase in SOEs’ share of fixed assets may also reflect (in addition to the broaclenmg of
+_ classification noted in footnote 8) a pickup in “technological renovation” investment followmg -
the authonnes plan adopted in 1998 to rehabilitate large SOEs ' :



Table 1. Output Employment ancl Va]ue—Added of Industnal Enterpnses, 1994——2000

. 1994 1995 . 1996 1997 1998 1999" 2’0.'0‘0-
COuput . o (Percentoftotal) - . - ' -
State-owned 1/ 378 0 346 3407 302 ¢ 265 25.3'.-
Collective-owned - 382 373 36.9. 364 361 329 -
Individualowned 102 G131 o 145 G170, 161 . (169
Shareholding = . - 43 © 31, .31 42 13 9.1 -
Foreign-funded2/ = 96 119 ° 114~ 121 140 148 -
Employment ©* @ ST (Percent of total) - S iy
. State-owned I/ 664, 665 663 - 650  S$72 545 . SLI .
' Collective-owned 244 227 22 24 169 . 152 - 137 .
 Other S92 o7 omSC . 136 259 303 352
Value-added L e (Percentoftotal) - .
State-owned 1/ 545 . 545 494 473 583 557 . 519 . -
Collective-owned ©284 254 . 292 271 174 )46 -11.6
Shareholding S Ss8 51 54 0 74 30 74 . 135
Foreign-funded2/ 113 -~ -150 161 182 . 213 223 230 -

Sources: China Statistical Yearbook, vatious issues. 1/ Including enterprises with a. controllmg share by the , |
: State for 1998»2{}00 2/ Includmg Hong Kong SAR, Macao SAR, and Taiwan Provmce of Chma

- Table 2._ Net Fixed Assets of Iodustria.l Eﬁferpr_ises, 199_4-'—_20:(_)0' a

. NetFixedAssets - C 1994 - 1995 1996 - 1997 1998 - 1999 . 3000
State-owned-1/ S . 687 0 644 643 624 I3 681 . 654
. Collective-owned - 169 158 - 149 | 139 86 720 58
- Sharcholding - R ¥ 47 4.9 67 LS. 66 - 114
. Foreign-fnded Co72 . 66 78 .92 93, 94 93
ngy.mgsmmmsm,' . . _ L
and Taiwan Provinceof China - " 51 . .84 7.6 78 93 88 81
T o (Percent of total assets) - R o
Stafe-owmed I/ . 355 7 368 . 420 4L5 426 422 . 439
Coflectiveowned - 295 299 .33 330 339 339 . 339
Shareholding S 260 0 288 303 322 343 357 . 432
" Foreign-funded . ' 366 311 330 353 379 386 319
- Hong Kong SAR, Macao SAR, o - :
and Taiwan Province of Chiina T 323 . 366 ¢ 3727 390 402 400 384
 Allenterprises : 336 - 347 - 384 385 40.8 405 . 420

Source: Ching Statistical Yearbook various issues. 1/ Includmg enterprises w:th a controllmg share by the
state for 1998-2000. _ .

' However, the efficiency of investment in the SOE sector is relatively low (Figure 1). -

The ratio of value added-to-fixed assets for SOEs was 37 percent in 2000, compared with .

56 pereent for shareholdlng companies, 61 percent for foreign companies, -and 94 percent for -

¢ollectively-owned firms. Although the efficiency of all groups fell durmg !994-2000 the ..
relative drop in this ratlo was sharpest for SOEs, at 35 percent.
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Growing constmints from tﬁe ﬁmmcial system

China’s fmancnal system ‘has made important progress in recent: years The stock
market has expanded impressively since its inception in'the early 1990s, reaching a
market cap:tahsatlon of more than 50 per cent of GDP by 2001 (Figure 3). The past

decade has also seen the creation of new natmn-w:de banks, s:gmhcant expansion -
“of the insurance sector, development of a domestic money market, and the more. -
- recent emergence of consumer and housing finance. The financial super\nsory and -
"regulatory structure has also been thoroughly reorganised and ratlonahsed along .
“lines consistent with international best practices. :

“Despite this progress, the financial system still performs 1nadequately in car— -
rying out several of its basic functions in the economy. Although savings appeario '
be moblllsed reasonab!y effectively," credit is inefficiently allocated, SOEs
receive the bulk of funds allocated by the formal financial system, while non-state .
enterprises receive a much lower sharé thar warranted by their importance in the
overall economy.'' Non-commercial considerations, such as the need to sustain
!oss—makmg SOEs, contmue to influence bank lendmg These distortions, together :

@ OECD2002



Synthesis of the Main ?lndings_. of the Study

with the limited ability to vary interest rates to reflect risk, mean ‘that the effective
" cost of credit varies w1dely among borrowers of comparable credlt'worthmess
There is limited diversity in financial outlets and capabilities.- The interbank mar-
ket and ‘other availablé facilities provide orily limited scope for transferrmg funds
among ﬂnanmal institutions or regions. Insurance companies and other mstntutlonal
investors are underdeveloped even compared with other emerging market econo- -
mies. such as India and Brazil. The government and other bond matkets are small,
fragmented, and ifliquid, and the stock market, despite its rapid growth, is subject
‘to limitations on access and trading that impair its effectiveness. Financial instru-
_-ments to deal with llqu1d1ty fluctuatlons. manage risk, and prowde for other spec;—
' allsed needs are limited. :

The external dlsmplme prov;ded by the f1nanc1al system has also been a
_ major weakness, Years of government-mandated lending together with’ weak con-

* tract enforcement and bankruptey regimes created a distorted credit culture. in
which banks have had limited incentives — and even less ability ~ to- maintain.
- strict lending standards and ‘enforce loan contracts. Government mandates'and

~ weak lending standards created “soft budget constraints” for many enterprises

" that were a major. factor in the over-investment that occurred during 1992-94, and

~ whose legacy of excess and inefficient capacity now afflicts the Chinese: economy.

" The overall weakness in disci pline has been aggravated by its. unevenness across

¥ enterprises. Due in part to the limited development of capital markets, but also to-
govern ment intervention in enterprise operations, the financial system Jacks

.. means to support enterprise restructuring, re—deploy resources. and pro\ude a

.- market for corporate control. : :

These weaknesses in the fmanmal system are part]y a reﬂectlon of the fact
that China is still a developmg country. However they also reflect the fact that evo-’
~lution of the financial system has lagged that of the real economy Despite the .
substantial growth of the non-state sector in the real economy, the financial sys-

.. tem remains virtually entirely state-owned (Table 4), with only a single privately:
. owned domestic bank. The four major state-owned. commetcial banks (SOCBs)

- established in the early reform-period to finance SOEs, and which are still heavily
oriented toward this enterprise segment, dominaté the financ1al system, account-
ing for nearly’ three—quatters of domestic Iendlng Credit facilities are segmented
between the cities and rural areas. Operations of most’ ‘commercial banks, with the °
. exception of the SOCBs and 13 newer joint-stock banks, are restr:cted to their
home- city. . C : : : :

These structural features reflect the hea\ry past mvo]vement of the govern-
ment in lending decisions to support central planning mandates in the real econ- -
' 'omy and to use bark lending as a substitute for government spending to promote
various noft-commercial ob]ectwes The latter practice was spurred in part by the o
‘steady decllne in government tax revenues from the early 1980s through the L
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_TaB]e 4.. State ownersliip of baﬁks

State awned or contrslled banks:
~share of bankmg system capital _

_ ) S 1994

China . . : C L o0
Other emerying economies: o e
Hong Kong, China ; A 0.
India = . _ U S . 87

" Indonesia: T o ‘85 . 48
-Malaysia : . o T 9
Philippines. =~ : na., mw
Singapore T 0 n 0
Thalland - S 29 : 7.
Russla = ' o .- 3% - fpa
Argentina L 30 ' 36
Brazil - i . <47 43

. Chile - . _ N C14
Mexdco o - _ 28 . S0

. Peru_ ] o ) R . 3
south Africa: . ' : 2 Co2
OECD contiries: ' . o
Australla - S 0. 22

- Canada. - . _ 0 - na.
France S R | na.

. Germany . o ©47 ' 50
italy. 1 na. .
Japan _ : BT : 0
United Kingdom e S i L : na.
United States = . . K 0 0
.Czech Republic . ' 9. 20

" Hungary : S o - ap’
Poland _ T : 46 T8
L1995 ' '

2. The govemment has a controlling interest in several ﬁnanc:al Instituhons that .
provide services stmilar to those ofcommerqal banks : -
3. 1990 : .

' Sources Chan-Lee, ]ames with Sanghoon Ahn [2000), Measurlng t!ie quahtg of flmllldrﬂ

. systems in 29 marfet economles: an indicators approach with an extension to East-Asia,

". Asian Dievelopment Bank Institute, July; Barth, James R., Gerard Caprio Jr.,

- and Ross Levine [2001), The reguia!mn and supervision of banks around the world; Hew.

database, World Bank, February; national sources and secretariat estimates, |

mid-1990s (see Chapters 18 and 22 on tax pollcy and macroeconomlc 1ssues_.
respectively). The resulting substitution of government mandates for sound credit .
standards is substantia]ly responSIble for the masswe accumulat:on of non-
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Synthesls of the Main Findings of the Study '

. performing-loans by banks and other financial institutions. Government
involvement, and the perception that financial institutions will ultimately be
backed by the government regardiess of their performance, has also inhibited -
" the development of a commercially oriented internal culture focused on the main-
tenance of sound lending standards and rigorous management of risks.

 Beginning in the mid-1990s, the pace of financial reform has accelerated

sharply in an effort to address the system’s weaknesses. The banking law enacted

in 1996 led to a significant tightening of bank lending standards by improving.

internal-controls and strengthening accountability by holding bank loan officers

- and their management responsible for new problem loans, This step, together

~ with the earlier establishment of three “policy banks", was intended to free com-

mercial banks from government mandates. In 2000, authorities transferred -~ .

RMB 1.3 trillion {about US$ 150 billion) of SOCB non-performing loans (NPLs); -~ .

amounting to nearly 18 per cent of their total loans, to.bank asset management:

companies (BAMCs). New joint-stock banks with nation-wide scope have been

established since 1995 in order to create more diversity in the financial system.

" Authorities have also sought to reduce restrictions on the joint-stock banks to encour-

age their development and are planning to introduce governance reforms for SOCBs.

‘However, while important, these steps have not proved sufficient to remedy

' the weakresses.in financial system capabilities. Credit quality has improved buta

* large portion of SMEs now face a virtual credit crunch. While many of these entet-

~ prises are in poor financial condition, surveys suggest that lack of access to fund-
ing has become a key impediment to SME restructuring. Financial discipline has_
become if anything more unéven than before, as large SOEs with government

“backing ¢ontinie to have good access to bank credit and have been the main ben- -
eficiaries of the additional financing provided by the stock market. Government
intervention in lending decisipns has-been reduced but the continued provision

of working capital loans to poorly performing SOEs suggests it has not disap- :

. peared. Furthermore, while the tightening of lending standards helps to contain

" new non-performing loans, it is unlikely to be sufficient to foster the managed risk-

 taking characteristic of commercially oriented financial institutions, and which will

- be increasingly needed in China to facilitate the adjustments to trade and invest- '
ment liberalisation. ' ' : QT

" Financial weakness has made these problems all the more difficult to deal

- ‘with. Despite the carve out of non-performing loans in 2000, the SOCBs-along with -

many other financial institutions almost certainly would have niegative capital if.

~ their loan portfolios were valued realistically. non-petforming loans remaining with

* the SOCBs after the transfer of loans t6, BAMC were nearly 27 per cent of total

“loans in mid 2001 according to official figures, and woild probably be higher if the
international accounting and loan classification standards China is gradually intro- - _
ducing were fully applied. ]’oin_t'.stqék banks also h’ave‘-h_i'gh'- non-performing loans-  _21J
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-Improving the compet:twn frameworfz“’

By some standard indicators, Chmas product markets appear to be reason- S

. ably competitive: market concentratlon at the national level is relatively low; and

there has. been substantial entry of new firms. Economic rivalry.is fierce i in many
sectors. These measures are deceptlve however, because the limits to competi-

"tion in China are manifest in other ways. Government restrictions are more promi- .

nent-as barriers to competltlon Limited transport facilities, locai protectlomsm,

- and other barriers to geograph:c integration allow enterprises to exercise monop- S
oly power in local markets to a-degree that is not apparent in: natlonal concentra- .
tion ratios. Moreover, as noted earller. com petltlon is uneven across sectors. -

The main weaknesses in the compentwe env:ronment m China can be. llstedf _

. as follows

¢ As has happened in other countries, establlshed enterprises and local gov—'
- ernments often seek to prevent entry by newcomers and thereby extract

" 'monopoly rents. Product market competition is limited in some cases by
‘overt barriers; by distortions in the tax code and distribution system, and," ..
probably most 1mportantly, by locally imposed restnctlons on outSlder’s e
' ability to establish or acqu:re a local business.?” - S

The different legal and regulatory frameworks applying to state-owned col-
lective, private and foreign enterprises, along with complex and. opaque’
requirements for business establishment and-business scope, often limit
- competition, Examples |nclude the high minimum capital required of pri-
‘vate limited companies and theirneed to undergo an elaborate regulatory
approval process to make even modest changes intheir hnes of busmess.”_ -

+ While pnces are. reasonably free to vary for most products and markets,
they continue to be restr;cted in some, notably energy. and tobacco. The -
temporary price floors 1mposed in industries w1th excess capacnty also llm:t .
compet:tlon as well as impede exit. : '

« A'sibstantial number of key sectors are wholly or mainjy reserved to SOEs, .
including not only natural monopolles but, as noted earlier, automobile and . .
steel production. Authorities plan to reduce the role of SOEs to '*strateglc
‘'sectors” but have not specified what those sectors will be. '

“The present competltion law framework rests on the 1993 Unfair Competltion N
Law and the 1999 Price Law, together.with various specific regulations and decrees
banning certain regional protectionist practices. These laws are enforced by the -

State Administration for Industry and Commerce (SAIC) and the State Develop— .

ment Plahning Commission’ (SDPC). Together these laws outlaw some overt anti-
competitive practices, such as price fixing, and’ prohibit unauthonsed actions by
local government agencies or officials that prevent competition. However these °
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Executive Summary

Analysis of China’s portfolio of 174,000 state-owned enterprises (as of end-2001) reveals
a clear split. China has some reasonably profitable large SOEs, many of which are
centrally administered and/or publicly listed — including some on the Hong Kong and
New Yeork stock exchanges. But just over half of China’s SOEs are loss-making. The
great majority of loss-makers are small/medium SOEs. Locally-administered SOEs pose
significant risks of a “localization of benefits” (e.g., wages) and a “nationalization of
liabilities” (e.g., additional bank re-capitalization requirements for non-performing loans,
un- funded pension liabilities). Thus, China’s SOE portfolio poses two issues for the
management of State capital. First, what should be done with the cash generated through
dividends or proceeds from the sale of relatively good SOEs? Second, what should be
done to contain operating losses and the creation of new liabilities from China’s many
bad SOEs?

A modern capital management system The preservation and enhancement of State
capital will require implementation of a “ modern capital management system” through
(a) more widespread accounting and auditing reforms; (b) a segmented approach to the
management of SOE portfolios; (c) a systematic approach to SOE dividend policy and
capital re-investment; (d) central/local agreement on sharing of proceeds and curtailment
of liabilities; and (e) enhanced risk management:

(a) Accounting standards now applied to listed companies and foreign-invested
enterprises should also be applied to all medium/large SOEs. It would be useful for all -
large SOEs to experience the discipline of a public share offering (inciuding the
accounting standards, public disclosure, controls on related party transactions, and
independent directors) — even including large SOEs that are not suitable for a public share
offering. There should be a regular accounting for the central State Assets Supervision
and Administration Commission (SASAC) pertfolio and the portfolio of each local
SASAC. Financial reporting for each SASAC portfolio should similarly reflect
international accounting standards, with due consideration for unique Chinese
circumstances. Improved management information systems should enable SASAC
portfolio managers to focus on key portfolio performance measures. Given the “public”
nature of SOESs, including those that are not publicly-listed on stock exchanges, it would
be appropriate to increase the transparency of all large SOEs and SASAC portfolios —
e.g., by requiring quarterly and annual financial statements and making these available to
the public.

(b) It would also be useful for the central SASAC to develop guidelines for segmenting
SOE portfolios and managing portfolio segments accordingly. Likely portfolio segments
include the following:

e Smali/medium SOEs ready for near-term ownership transformation;

o Medum/large SOEs in need of operational and/or financial restructuring;

* Medium/large SOEs whose business is non-viable, which should be liquidated; and

» Reasonably healthy large SOEs suitable for “normal” corporate govermnce.



I1. China’s Current Portfolio of State Owned Enterprises (SOEs)

A. Overview of the Portfolio

Between 1997 and end-2001, the number of SOEs decreased by 88,000 — from 262,000
to 174,000 (Table II-1). This decrease has largely been driven by administrative actions:
privatizations, “capital structure optimization program” bankruptcies, and mergers or
acquisitions (M&A). Local governments have continued to administer about 90% of
China’s SOEs. During this period, SOE assets have grown significantly — especially
among centrally-administered SOEs. The average asset size of centrally-administered
SOEs has more than doubled since 1997. Almost all of the overall growth in SOE assets
is due to increases in fixed assets and current assets (e.g., receivables, inventory). Some
significant part of these increases may be due to SOE M&A transactions.

Table II-1, SOEs and SOE Assets, 1997 and 2001

Amounts in RMB miilions

SOEs Assets Average Assets

Central Local Taotal] Central Local Total| Central Local
1997 26,000 236,000 262,000; 4,862,440 7,635,080 12,497,520 187 32
2001 17,000 157,000 174,000( 7,321,100 9,349,860 16,670,960 431 60

Source: Financial Yearbook of China 2002.

Of 173,504 SOEs at end-2001, just 9,453 are large while the other 164,051 are
medium/small (Table II-2). Small SOEs are especially common in agriculture, food-
processing and machinery, commerce (trade, commercial brokerage, catering), and
transport. These activities account for 86,633 small SOEs — almost two-thirds the small
SOE total. Enterprise workforces average 200 or less in in several sectors: e.g., food
processing, urban utilities, transport, commerce, and real estate. Of 48.1 million SOF
workers, 15.2 million are at centrally-administered SOEs while 33 million are at locally-
administered SOEs. As of end-2000, the state was the majority shareholder in 1605
enterprise groups which accounted for perhaps 13,000+ SOEs. '

The distinction here between centrally and locally-administered SOEs has somewhat
been overtaken by events, It has recently been announced that the central SASAC would
oversee the governance of 196 SOEs with combined assets shown at RMB 2.5 trillion. 2
Most of these SOEs are quite large and have a substantial number of subsidiaries or
affiliated enterprises. Other SOEs would presumably be governed by local SASACs.
Despite this recent change, the distinctions made here in terms of enterprise size,

! Enterprise Survey Team, * Development of Enterprise Groups in China,” 2001. Figure of 13,000+ is
based on a nationwide average of 8.3 subsidiaries per enterprise group.
2 http://www.people.com.cn/GB/jinji/31/179/20030522/99824 7. html



Economic growth, debt/equity conversions by AMCs, and other decreases in interest
expense have presumably contributed to improved profitability. But SOE privatizations,
mergers, and bankruptcies may have been more important. Notably, the 84,000 decrease
in Joss-making SOEs since 1997 almost equals the 88,000 decrease in total SOEs.
However, 51% of SOEs were still loss-making in 2001. For 2001, China’s SOEs showed
RMB 281 billion in overall profit, with profitable SOEs contributing RMB 480 billion
and loss-making SOEs destroying RMB 199 billion in value. In addition, a high and
increasing level of current assets-to-sales indicates an SOE liquidity problem. Current
assets have increased to 313-325 days of sales since 1997. Unless SOEs are maintaining
Jarge cash balances, which seems unlikely, this suggests that increasing amounts of
working capital are tied up in possibly un-collectible receivables and un-saleable
inventory.

Table I1-3. SOE Profitability and Liquidity, 1997-2001

Amounts in RMB millions

1997 . 1998 1999 2000 2001
Sales revenue 6,813,200 6,468,510 6,913,660 7,508,190 7,635,550
SOE profits na. 328,020 329,070 467,980 480,470
SOE losses n.a. (306,650) (214,490} {184,600) (199,360)
Net profit 79,120 21,370 114,580 283,380 281,120
Net profitability 1.2% 0.3% 1.7% 3.7% 37% .
"Percentage loss«making 65.9% 68.7% 53.5% 50.7% 51.2%
Profitable SOEs 89,000 74,000 101,000 94,000 85,000
Loss-making SOEs 173,000 164,000 116,000 97,000 89,000
Total SOEs 262,000 238,000 217,000 191,000 174,000
Current assets 5,369,850 5,575,110 5,935,170 6,682,560 6,678,560
Current asset-days 1/ 2388 315 313 325 319

Source: Financial Yearbook of China 2002,
1/ Represented as days of sales.

SOE profitability varies by locality. In 2001, over 60% of SOEs in Beijing and Shanghai
were profitable (Table 1I- 4). By contrast, over 60% of SOEs were unprofitable in the
northeast provinces of Liaoning and Jilin; the central provinces of Anhui, Henan, and
Hubei; the southwestern provinces of Guangxi, Hainan, Chongqing, Sichuan, and
Yunnan; and the northwestem province of Gansu.



B. Implications for State Asset Management

The split nature of China’s SOE portfolio — some reasonably profitable large SOEs and
many distressed SOEs of all sizes, but mostly small or medium ~ has important
imglications for implementation of the state asset management reforms mandated by the
16" CPC Congress and the 10th National People’s Congress: '

1. Additional reforms are needed to facilitate not just more efficient use of State capital,
but its actual preservation. '

2. Up to 150,000 small and medium SOEs should be “Et go” within the next five years
— a huge task that will require efficient approaches to ownership transformation and
restructuring or liquidation.

3. Resolution of large numbers of distressed SOEs will require market-based allocations
of losses plus more capacity to do operational and financial restructuring,

4. While central SASAC may be able to focus on SOE governance, local SASACs will
need to focus more on SOE ownership transformation and restructuring.

1. State capital

China’s SOEs pose two issues for the management of State capital. First, what should be
done with the cash generated through dividends or sales proceeds from relatively good
SOEs? The second is less pleasant — i.e., how to contain and share operating losses,
losses on sale, and restructuring losses from China’s many bad SOEs?

Historically, China’s SOE sector has overwhelmingly emphasized jobs preservation over
the efficient use of capital. This is clear from such indicators as the maintenance of
89,000 loss-makers in the SOE portfolio, the progressive de-capitalization of at least ten
sectors, and the insolvency of five provincial SOE portfolios. From the earlier
description of locally-administered SOEs, there appears to be a significant * localization
of benefits” (e.g., preservation of jobs, * leaking out” personal gains) leading to a
“nationalization of liabilities.” These national liabilities are almost certain to include
additional requirements for the eventual re-capitalization of state banks, to cover losses
from non-performing loans (NPLs) to SOEs, and for the National Social Security Fund
(NSSF) to cover local social insurance shortfalls for workers.

Thus, the most urgent task is preservation of State capital. The prompt sale of
small/medium SOEs is likely to be the most obvious way of mitigating the risk of
“localization of benefits — nationalization of liabilities.” Also urgent is the restructuring
or liquidation of distressed or non-viable SOEs. The process of selling or restructuring
SOEs, however, will precipitate the recognition of losses from excess claims and require
some resolution.

Dividends and sales proceeds from good SOEs will provide some financial resources to
cover claims. In at least some provinces, however, local financial resources will probably
not suffice to cover claims.® Thus, it will be important for the central and local

¢ This applies both to privatization and liquidation. Most often, claims on an enterprise are paid out of sale
proceeds or enterprise assets, Excess pools of financial resources - e.g, to satisfy financial institution
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REVIEW OF CHINA’S COMPLIANCE WITH ITS WTO
ACCESSION COMMITMENTS

COMMENTS SUBMITTED TO THE
INTERAGENCY TRADE POLICY STAFF COMMITTEFR
BY
THE NATIONAL ASSOCIATION OF MANUFACTURERS

Areas of Concern

Currency undervaluation

Subsidized exports

Counterfeiting and IPR violations

Discriminatory VAT taxes

Unjustified product labeling requirements _
Inappropriate standards and concerns about CCC mark procedures
Restrictions on trading rights

Lack of action on auto financing regulations

Problems with Tariff Rate Quotas '

Slow progress on transparency
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Overview

The National Association of Manufacturers (NAM) welcomes the opportunity to
comment on China’s compliance with obligations accepted as a WTO member and
commitments made in conjunction with accession to open its internal market to foreign -
products and services. The NAM supported China’s membership on the condition that it
would take meaningful steps to adhere to these obligations and commitments and become
a responsible participant in the international trading system.

Trade with China is of immense importance to many U.S. manufacturers. The Chinese
market is set 10 become one of the Jargest in the world within the next several years.
Chinese imports are expected to exceed $380 billion in 2003, making China the world’s
third largest importer after the United States and Germany. At the same time, China is
rapidly becoming a major exporter of industrial goods, and the range of industrial
products exported has continued to grow at a rapid pace. China’s expanded participation
in the global marketplace, then, offers both important new commercial opportunities as
well as challenges resulting from increased competition in the U.S. and foreign markets.

NAM members want the United States to have a positive trade relationship with China.
However, they also want a level playing field for competition. In that regard, we are
hearing increasing concerns about unfair Chinese trade and currency practices and
China’s failure to provide the same kind of access to U.S. goods and services in the
Chinese market that Chinese goods and services enjoy in the U.S. market.



isocyanurates, which is used as a cleaning agent in swimming pools, reports a similar
situation. As a result of pricing which appears to be below cost, Chinese exporters are
expected to increase exports of this product by 400 percent in 2003 over 2002 levels.

These reports suggest the likelihood of widespread use of subsidies, either direct or
indirect, to help Chinese exporters gain unfair competitive advantage in the U.S. market.
They merit further investigation by USTR and the Department of Commerce. One source
of indirect subsidy is continued bank lending to money-losing and insolvent Chinese
manufacturers, often state-owned or state-controlled enterprises. Since the Chinese banks
providing these loans are either state-owned or state-controlled, the Chinese government
bears responsibility for their lending practices. U.S. steel producers note that the Chinese
steel industry is the largest-recipient of interest-rate subsidies authorized by the national
government. Since many of the companies that benefit from either directed bank lending
or subsidized interest rates are engaged in international trade, they have an unfair
competitive advantage vis-a-vis U.S. based companies, which must rely on private
financing at market rates.

Counterfeiting and Ineffective Enforcement of IPR Protection

While Chinese laws on intellectual property rights (IPR) have improved considerably, the
lack of effective enforcement of the IPR protection remains a serious problem.

Violations of trademarks through product counterfeiting is rampant and on a massive
scale. The violations involve a wide range of products, including consumer hygiene and
health care products, athletic footwear, pharmaceuticals, food and beverages, motorized
vehicles and even entire automobiles. Pharmaceutical counterfeiting is now, according to
U.S. industry representatives, a serious public health concern in China. We believe that
the lack of criminal penalties for counterfeiting, including jailing, prevents effective
enforcement of trademark and labeling violations.

We are also concemned about reports that local government authorities are actually
promoting the expansion of local industry dedicated principally to counterfeiting. Ata
minimum, local authorities are knowledgeable of counterfeit production and taking no
action to halt it. There appears to be no mechanism for the national government to
prevent local governments from aiding and abetting counterfeiting by local industry. In
addition, the Chinese customs service has not cooperated in blocking exports of
counterfeit products even when solid evidence of counterfeiting was provided. It is
claimed that, since the “exporting” of counterfeit products does not constitute a “sale” of
the products, the relevant Chinese law did not apply.

Other IPR violations are also common. They include unauthorized duplication of
computer software, music and films; copying of designs; unauthorized use of patented
technology; and unauthorized use of U.S. product certification logos. The makers of air
conditioning and refrigeration equipment note that the ARI (Air-Conditioning and
Refrigeration Institute) certification symbol was being used without authorization by a

Chinese company. Efforts to have the Chinese government stop this unauthorized used
proved ineffective. :



Inappropriate standards and concerns about CCC mark system

Several NAM members have raised concerns about application of technical standards and
the CCC Mark system. With regard to standards, China is requiring that certain products
(e.g., electrical products) be manufactured only to “intemnational standards™ as
determined in the ISO or IEC. Other “international standards,” notably those developed
in the United States and widely used in the global marketplace, are not allowed. This
does not conform with the WTO TBT Committee interpretation that “international
standards” need not be limited to ISO or IEC standards.

A second set of standards concerns relates to the CCC mark system. China introduced
the CCC mark system to comply with WTO requirements for a single mark for like
domestic and imported products. It is, in that sense, a step forward on standards and
mark requirements. However, the inconsistent, non-transparent and inflexible application
of the CCC Mark on a variety of products (e.g., electrical products, air conditioning and
refrigeration equipment, and tires) has created market access barriers and needlessly
raised the cost of importing products into China.

Generic problems include: the high cost of having Chinese inspectors audit factories in
the United States and other foreign countries on compliance with the standards; continued
delays in allowing U.S. testing and certifying bodies to certify compliance for the CCC
mark; and lengthy delays and relatively high cost of obtaining testing and certification for
the CCC mark in China.

Several other specific problems were noted. A major tire company reported that several
types of its bus tires that are standard sizes in countries around the world cannot obtain
the required CCC mark because these sizes are not listed in the Chinese National
Standards. Another type of tire used widely on Chinese trucks is also not on the list and
thus cannot be sold by the U.S. company in China. Efforts to resolve this problem with
Chinese standards authorities and Chinese customs have thus far been unsuccessful. In
addition, the company reports that local inspection offices appear to be abusing their
authority by requiring the re-inspection of the company’s Chinese-produced tires and
confiscating tires which the determine to be “non-compliant” with the CCC mark
standards.

Restrictions on Trade Rights of Joint Ventures

China is not fulfilling its commitment to allow foreign joint ventures to import and sell
products (e.g., tires, automobiles, auto parts and industrial equipment) in China, which
was to have gone into effect on Dec.10, 2002. A major tire company, for example,
reports that the Chinese government has imposed additional restrictions on its trading
rights that were not anticipated when this concession was negotiated. They include
allowing only new joint ventures to have this right and requiring the Chinese and foreign
partners to have separately done U.S. $30 million in trade with China over each of the
three preceding years.



Lack of action on aute financing regulations

The Chinese government has committed to publish new regulations governing the
financing of automobile purchases. Several NAM member companies have expressed
concern about slow progress on the regulations that were explicitly promised in China’s
accession agreement. The U.S. government should press for their prompt issuance to
comply with WTO obligations.

Problems with Tariff Rate Quotas and Import Certificates

Complications in implementing tariff rate quotas (TRQs) are creating non-tanff trade
barriers to U.S. feed products, notably corn and wheat. Chinese authorities have delayed
issuance of regulations on the administration of the TRQ system and introduced
unreasonable licensing procedures. There has also been a lack of transparency in the
process which makes it difficult to know which companies are granted quotas. China has
also violated its accession agreement by redirecting quotas reserved for non-state
companies to state-owned companies.

A related problem that has affected soybean exporters is the narrow window for using
import permits under the AQSIQ permit system. U.S. exporters have only 90 days to
purchase, transport and unload their products in China. These restrictions are not only
limiting U.S. commodity exports sales but also restricting the operation of soybean
processing plants in China.

Lack of Transparency in Trade Regulatory Process

Many companies complain about the lack of transparency in the trade regulatory process
and the difficulty in obtaining current laws and regulations governing trade and business
operations. This is a continuing problem that should lend itself to solutions in a relatively
short time frame. The U.S. government should press for concrete steps that improve
transparency at all levels.

William Primosch

Director, International Business Policy
National Association of Manufacturers
(202) 637-3145

bprimosch@nam.org
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U.8.-CHinA ECONOMIC AND SECURITY REVIEW COMMISSION

MaRCH 4, 2004
The Honorable TED STEVENS,
Pregident Pro Tempore of the U.8. Senate, Washington, D.C. 20510
The Honorable J. DENNIS HASTERT,
Speaker of the House of Representatives, Washington, D.C. 20515

DEAR SENATOR STEVENS AND SPEAKER HASTERT:

On behalf of the U.5.-China Economic and Secunty Review Commission, we are
pleased to transmit the record of cur field investigation in Columbia, South Carclina
on January 30, 2004, This field investigation titled, “Chine’s Impact on the U.S.
Manufacturing Base,” gave the Commission the opportunity to examine the resl, on-
the-ground impacts of fast increasing Chinese imports and off-shore transfers by
1.8, firms on the 118, manufacturing base.

This investigation revealed the extent of the difficuities faced by America’s manu-
facturers, workers and cormnmunities in the face of manufacturing competition from
China and the urgent need for action to deal with them. The location was vital to
the message. According to U.S. Department of Labor statistics, between November
2002 and November 2003, Columbia, South Carolina lost 12,000 jobs, which rep-
resents a 4 percent decrease, the largest percentage of jobs lost that year for any
metropolitan area in the United States. The State of South Carolina jost 2.6 percent
of its jobs over that same time period, the largest percent decrease of any State.
In the manufacturing sector, South Carelina has lost 63,000 jobs, a nearly 20 per-
cent decline over the past three years.

Representing bipartisan Congressional concerns about this matter, Senators Er-
nest F. Hollings (D-SC) and Lindsey O. Graham (R-38C) took peart in the pro-
ceedings and expressed to the Commission their views regarding what they believed
to be China’s unfair trade policies, particularly its artificially undervalued currency,
as well as export subsidies, dumping, and other WTO-inconsistent practices. Panel-
ists representing South Carclina’s manufacturing industries—including textile, ap-
parel, steel and plastics—gave vivid descriptions of the bottom line challenges they
face from such Chinese competition.

Unfair Chinese Trade Policies

China's centinued rapid growth in manufacturing, U.S. companies’ willingness to
move production abroad in order to cut costs, often referred to as offshore
outsourcing, and China’s policies aimed &t encouraging growth and investment in
its manufacturing base were discussed in depth at this investigation. In assessing
causes of the worsening U.8, trade deficit and loss of 1.8, manufacturing jobs, par-
ticipants pointed to China’s lack of labor and environmental standards, rampant in-
fringement of intellectual property rights, state subsidization of its state-owned in-
dustries throngh preferential tax treatment, access to capital, and other benefits,
and its record of lagging compliance with many important commitments under its
WTO accession agreement. These factors have undermined the competitiveness of
U.S. manufacturing firms in South Carolina and elsewhere in our country,

Overall, many of the hearing participants were exceedingly critical of the U.S’
trade strategy and policies. Many claimed that policies aimed at promoting free
trade were in fact encouraging the transfer of manufacturing and research and de-
velopment to China to the detriment of the U.8. economy.

Industry Specific Considerations

Steel: Over the last three years South Carolina’s steel and metals industry has
experienced a dramatic decline. Between November 2000 and November 2003, South
Carclina’s primary metals and fabricated metals industries lost a combined 7,300
jobs, representing contractions of 20 percent and 18.6 percent, respectively. Accord-
ing to the U.5. Department of Commerce, between 2000 and 2602, South Carolina’s
exports of primary metal manufactures fell from just over $126 million to approxi-
mately $76 million.

Panelists representing U.S. steel firms described the effect of competition from
China on their industry. They noted that China’s steel industry—which benefits
from extensive capital snbsidies from China’s state-owned banks—has grown 10 per-
cent in the last 12 months resulting in soaring demand for scrap steel and other
inputs., One particularly ominous concern expressed by hearing panelists is that a
siow down in the Chinese economy could reduce its domestic demand for steel and

i
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rency were fully convertible. The consequences for the U.8. fur-
niture manufacturer competing with the Chinese are obvicus. If the
currency were subject to valuation by the market rather than being
fixed, Chinese goods would be much less competitive in the United
States. Qur own government adds some odd twists to this. The
Treasury Department claims that China isn’t manipulating its car-
rency through the convenience of a very narrow definition of the
word manipulation. Whether intervention or manipulation, I don’t
care what you call i, it's clear that they’re setting the exchange
rate at such a low level it's costing the United States tens of bil-
lions of dollars a year in lost sales, lost profits, lost wages, lost tax
revenues, higher government expenditures for laid off workers, and
it goes on and on. And a minor hyproducts of this and not so minor
bypreduct of this is a laid off worker is certainly less a consumer
and is a tax drain, not a taxpayer. The domino effect moves
through the economy. I firmly believe that the artificial exchange
. rate for the Chinese currency is one of the main reasons why the
current economic recovery has generated so few new jobs in manu-
facturing, Even in an improved economy, U.S. manufacturers sim-
ply can’t compete against Chinese exporters, on top of lower labor
and regulatory costs, plus have a wholly artificial 50 percent plus
currency advantage, An undervalued Chinese currency doesn’t just
hurt American companies that compete directly with Chinese ex-
ports. It alse hurts our suppliers and our customers. Nucor sells
steel to furniture manufacturers as well as to companies in dozens
of other industries that are losing ground to Chinese imports. As
our customers reduce production they cut back on steel purchases
from us. If they move out of the country, i.e., move to China, typi-
cally they're gone forever. Nucor happens to be the most efficient
steel producer in the world, but quite frankly, there’s no point in
making steel here if we don’t have any manufacturing customers
that need to buy it. And we certainly aren’t going to export that
steel into a market protected by en enormously undervalued cur-
rency. An undervalued RMB has a second negative effect, one that
affects exporting companies even more directly. Just as a cheap
currency makes Chinese imports into U.S. less expensive, it makes
all U.S. exports to China more expensive, The second economic pol-
icy China uses to artificially boost investment is the direction of
credit through state-owned banks. The government of China still
exerts tremendous control over the allocation of credit. Tens of bil-
lions of dollars of loans have flowed from the state-owned banks
into state-owned companies allowing them to fund enormous in-
vestments and this way the Chinese government created much of
the manufacturing capacity that has enabled Chinese manufactur-
ers to swamp the U.5. with low priced imports. The Chinese steel
industry has been one of the major recipients of state-directed
loans..Just in brief on this, they have added more capacity in the
last three years than the entire United States industry has the
ability to produce. That capacity wiil eventually find a home the
first time the Chinese economy has a downturn, and we strongly
suspect it will start here. In 2001, China joined the WTO and they
are a member also of the International Monetary Fund. They have
a certain obligation to abide by WTO principles and rules when
they join. They have not. They've gained an enormous advantage
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saturated global market. That, in turn, could cause significant harm to world steel
markets, including serious damage to the U.S. steel industry recovery.

China continues to implement a range of policies in the steel sector that, whether WTO
illegal or not, distort the market and could result in injury to the U.S. steel industry.
These measures traditionally include:

Massive subsidies provided through export and import substitution programs;
State-orchestrated mergers and debt-for-equity swaps;

Encouragement of output restraint cartels;

Rebating of a value added tax in a manner designed to foster exports in a number of
designated sectors, including steel.

0 ooo

Of particular concern is that many Chinese steel companies -- at least 65 by the end of
2002 -- remain under the de facto control of the government. These state-owned-
enterprises (SOE's) accounted for around 50 billion RMB (about $6 billion) in capital
expansion expenditures in the Chinese steel industry in 2002, which continued to
contribute to the Chinese steel industry’s overcapacity in key steel product lines.

Low-interest-rate financing continues to be a concern in China’s steel industry. The
government of China recently targeted six industries to receive interest-rate subsidies,
including steel, which was the largest recipient of the interest-rate subsidy. Both
private and state-owned steel companies continue to have access to low-cost funds from
state-owned banks that have a strong incentive to lend to a “designated industry” such
as steel. Another area of concern is the Chinese government’s intervention in the
domestic price-setting mechanism. This interference has caused steel prices in China to
fluctuate widely in a manner that does not accord with market economics.

L]

China, the world’s largest steel producing and consuming nation, has the potential to be
the most disruptive force in world trade in steel and many other products going
forward. Therefore, the extent to which China is -- or is not -- playing fairly by the rules
is of extreme importance to steel and other U.S. industries.

China and the OECD Steel Negotiation

Negotiations are currently underway in the OECD to conclude a multilateral Steel
Subsidies Agreement (“SSA”). An SSA would establish multilateral disciplines on steel
subsidies, which would augment those in the existing WTO agreements. In these
negotiations, China has insisted that it be relieved of some of its WTO obligations as the
“price” of Chinese accession to the S5A. This is totally unacceptable and politically
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LENGTH: 427 words
" HEADLINE: China: Debt-to-equity swaps help steel makers
BODY:
The Chinese Government will continue to implement debt-to-equity swaps involving billions of US
dollars to help steel enterprises significantly trim their debts this year.
This will be a big boon for debt-stricken steel enterprises strUginng for profits, said Wang Xiaoqi,
director of the Development and Pianning Department under the State Administration of
Metallurgical Industry.
Thirty-seven steel enterprises are expected benefit from about 62.5 billion yuan (US$ 7.53 billion) in
debt-to-equity swaps this year, the most cruual stage in the country's State-owned enterprise

reform.

The State Economic and Trade Commission has recommended the enterprlses that could benefit
from swaps to financial asset management companies.

Wang told Business Weekly the enterprises look forward to the swaps and minimizing their debts,
"Although these enterprises now suffer from heavy debts left over from the planned-economy era,
they still have promise because they are capable of making competitive products for the
international market with advanced equipment,” Wang said.

Their operational mechanisms meet the requirements of modern enterprise systems, he said.

They are expected to sign the swap agreements by the end of May,

Last year, seven enterprises, including Shanghai-based Baoshan Iron and Steel Group Corp, Anshan
Iron and Steel Group Corp in Northeast China's Liaoning Province and Taiyuan Iron and Steel Co Ltd
in North China's Shanxi Province, sighed agreements valued at 27.5 billion yuan (US$ 3.31 billion)

with the Cinda and Huarcong Asset Management corporations.

"The swap will enable the enterprises to temporarily improve their financial situations and will be
conducive to their long-term development,” Wang said.

The steel enterprises will be freed from having to pay 4 billion yuan (US$ 481million) in interest
payments this year.

"But the swap is not a panacea, and the enterprise must depend on themselves to sharpen
competitive edges."he said
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Experts said the government has done all it can to shore up the State-owned enterprises.

The most pressing task for the steel enterprises this year is to control total output and increase their
profits, Wang said.

The steel sector is aiming for a 10 per cent output reduction and 10 billion yuan (US$ 1.20 billion) in
profits this year.

The sector's painstaking efforts to fulfil the target have been paying off. Hundreds of small steel
piants have been shut down. Large and medium-sized enterprises have discarded a lot of their
backward equipment.
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Ms. Gloria Blue

Executive Secretary

Trade Policy Staff Committee

ATTN: China WTO

Office of the United States Trade Representative
1724 F Street, NW :

Washington, DC 20508

Re: Request for Comments and Notice of Public Hearing Concerning China’s Cdmpliance
with WTO Commitments

Dear Ms. Blue:

The American Iron and Steel Institute (AISI), on behalf of its U.S. member companies, who
together account for approximately two-thirds of all the raw steel produced annually in the
United States, is pleased to submit comments to the Trade Policy Staff Committee (TPSC) on
the compliance of the People’s Republic of China with its World Trade Organization (WTO)
obligations, two years after China’s entry into the WTO.

Summmary. China, the world’s largest steel producing and consuming nation, has the
potential to be the most disruptive force in world trade in steel and many other products
going forward. Therefore, the extent to which China is or is not playing fairly by the rules is
of extreme importance to the U.S. steel industry. China must comply fully with all of its
WTO commitments, end its unfair currency manipulation, eliminate its export incentive
programs and other types of subsidies to steel and other “strategic” industries and open its _
market fully to imports of manufactures. At the same time, the United States and other
WTO members must retain an unchallenged right to apply nonmarket economy
antidumping methodology until steel and other key sectors of the economy in China are no
longer under government regulation or control.

Prior to its accession to the WTO, China administered a complex and semitransparent system
of licensing/ registration, de facto import quotas and selective import tariffs to control steel
imports. While the full extent to which China is now dismantling this system to conform to
WTO rules is unclear, it is evident from recent reports that China is making significant moves
to comply with its obligations, and that imports of steel products are increasing, At the same
time, China continues to implement an array of market-distorting practices (such as subsidies
and cartels) that do not necessarily contravene WTO rules, but which may require action in
the future by the U.S. government pursuant to WT'O-authorized trade remedies, Specific
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information concerning these practices is set forth in Appendix 1. The flaws and weaknesses
that characterize the WTO's dispute settlement system further diminish the prospect that
China’s market-distorting measures will be subject to effective discipline.

Quantitative restrictions. China administered a system of import quotas on steel products
through the mid-1990s. While China contended thereafter that this system had been
abolished, numerous reports continued to suggest that China was maintaining a de facto
quota regime through the regulation of the issuance of import licenses.! In addition, in 2002,
China imposed overt quotas on steel imports from three countries -- Kazakhstan, Ukraine
and Belarus, with which China signed bilateral iron and steel agreements.2 The terms of
China's accession to the WTOQ included a commitment under GATT Article XI to abolish
quantitative import restrictions. China reportedly eliminated such quantitative restrictions as
may have existed as of late 2001/ early 20023 Chinese steel import quotas have been
supposedly "eliminated” in the past -- while persisting in practice -- but the fact that China’s
steel imports have increased sharply in 2002 -- since the quotas were reportedly ended -- may
be evidence that China might be adhering to this important WTO obligation# Given the
chequered history of Chinese import quotas in this sector, the U.S. should monitor China's
implementation of its Article XI commitments to ensure that de facto quotas are not
implemented through non-transparent administrative means.

Tariffs. China has reportedly reduced its import tariffs on steel by 2.5% in 2002, consistent
with its WTO commitment.’

Trading rights. China has traditionally rationed "trading rights -- the authority to import
and export steel products " -- to a relative handful of enterprises.® Some 75 percent of the
product codes for which China agreed to liberalize trading rights in its accession agreement
relate to steel” China has committed to eliminate this system within three years of

1 See Appendix 1, China’s New Import Licensing Regime for Steel and "Chinese Import Curbs Hit Hot
and Cold-Rolled Coil," Metal Bulletin (May 27, 1999} _
2 See Appendix 1; China’s Quantitative Restraints in Steel. “What Has 'WTO Accession’ Brought

to China’s Manufacturing Sector?,” Jingji Ribao, November 21, 2002; “Beijing Sources Say China Will
Continue Restrictions on Steel Imports,” World News Connection, September 4, 2002; “China to Give
5M Yuan Worth of Aid to Kazakhstan,” BBC Monitoring International Reports, November 21, 2002;
“China Imposes Quota on Ukrainian Steel,” Interfax, May 22, 2002; “China, Ukraine Negotiating on
Normalization of Steel Trade,” Interfax, August 13, 2002; and “Russia Negotiates Quota Supply Steel to
China,” Interfax, August 8, 2002.

3 "Stee]l Exports Plunge As Imports Increase," China Internet Information Center, Business and Trade
Section (April 17, 2002), http:/ / www.china.org.cn/ english/BAT/30849.htm (visited on 08/23/02}.

4 1d., "China's Imports Skyrocket,” Taipei Times (July 30, 2002).

8 "U.S. Steel Tariff Move May Cause Chain Reaction- Experts.” People's Daily (March 21, 2002),
http:/ /english.peopledaily.com.cn/200203/ 21/ eng20020321 92514 .shtinl (visited on 03 /23/02)

6 One excellent summary of this complex system can be found in [an Dickson's "China's Stee] Imports: An
Outline Of Recent Trade Barriers." Chinese Economy Research Unit, University of Adelaide (July 1996),
pp. 8-10.

7 "Accession of the People's Republic of China: Decision of 10 November, 2001," WTO Doc. No.
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accession.® Because limitations on trading rights constitute a significant market barrier, it
will be important to monitor China's implementation of this commitment. So far, China’s
lack of progress in revising its trading rights regulations has been a point of contention
during meetings between senior U.S. and Chinese trade officials, most recently in February
2003.9 No English-language reporting since that time suggests that new firms have been
granted trading rights to import steel.1 '

Application of safeguards. On May 20, 2002 China's Ministry of Foreign Trade and
Economic Cooperation announced a safeguards investigation of certain steel itnports and
simultaneously imposed tariffs ranging from 7% to 26% effective as of May 24, 200211 GATT
Article XIX permits signatories to impose safeguard measures when increased imports are
found to be a substantial cause of serious injury to a domestic industry. It is not clear that
China's application of the provisional safeguard measures in this instance reflects a full
investigation of the relationship between imports and the state of the domestic industry,
given the fact that the notice of the investigation was published only 4 days before the tariffs
became effective. The provisional tariffs were operative until November 20, 2002,12 when
definitive tariffs were implemented for five product categories until May 23, 200513

The importance of WTO-authorized trade measures, China is currently implementing a
number of policies in the steel sector that, while not necessarily inconsistent with its WTO
obligations, nevertheless distort the market and may result in injury to the U.S. steel industry.
Traditionally, these measures have included massive subsidies provided through export and
import substitution programs, state-orchestrated mergers, and debt-for-equity swaps.14
QOthers forms of government support include the encouragement of output restraint cartels?s
and the rebate of a Value Added Tax in a manner designed to foster exports.

WT/L/432, (November 23, 2001),Annex 2B.

8 " Accession of the People's Republic of China: Decision of 10 November, 2001," WTO Doc. No.
WT/L/432, (November 23, 2001), Annex 2B.

¢ “U.5.-China Dialogue Produces No Imimediate Results on Trade Irritants,” Inside U.S. Trade,
February 28, 2003,

1 The English-language search included English translations of Chinese news and government
reporting, the MOFTEC website, a Dialogue search.

1 "Summary of Announcement No. 29 by MOFTEC." Iron and Steel Institute of Thailand.

hitp:/ /www isit.or.th/announce_dctail.asp?ContentID=499 (visited on 08/23/02). Note: the original
MOFTEC notice is no longer available on the MOFTEC website, but is available on the ISIT's website,

12 Id.

13 “Notification Under Article 12.1 (B} of the Agreement on Safeguards on Finding a Serious Injury
or Threat Thereof Caused by Increased Imports; Notification Pursuant to Article 12.1 (C) of the
Agreement on Safeguards People’s Republic of China,” November 1, 2002 and ” Announcement of the
Ministry of Foreign Trade and Economic Cooperation on Applying Final Safeguard Measures to Some
Imported Steel Products,” Hong Kong Isinolaw, November 19, 2002

14 See Appendix 1: China Subsidies in Steel for examples of this type of government support.

15 See Appendix 1: China Production Quotas in Steel for government-coordinated production.
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Of particular concern this year is the fact that many -- at least 65 as of the end of 2002 --
Chinese steel companies remain under the de facto control of the Chinese government.16
These state-owned-enterprises (SOE’s) accounted for approximately 50 billion RMB (about $6
billion) in capital expansion expenditures in the Chinese steel industry in 2002, which
continued to contribute to the steel industry’s overcapacity.l? Another area of concern is the
Chinese government’s intervention in the domestic price-setting mechanism.1# MOFTEC
reportedly called industry leaders together in March 2003 to encourage them not to increase
prices on hot-rolled band and, in at least one case, mandated a price retraction. This
ultimately led to a price collapse that affected China’s export prices for that product.?
Finally, low-interest-rate financing continues to be a concern in China’s steel industry. Six
industries were recently targeted to receive interest-rate subsidies, including steel, which was
the largest recipient of the interest-rate subsidy.?0 Both private and state-owned steel
companies continue to have access to low-cost funds from state-owned banks that have a
strong incentive to lend to a “designated industry” such as steel.

The Chinese government continues to promote exports of manufactures through tax
forgiveness and other incentives, and to funnel massive government subsidies into targeted
industries such as steel, which it deems to be “strategically important.” In cases where such
practices cause or threaten to cause injury to U.S. steel producers, the U.S. government
should apply remedial measures authorized under the WTO. These include antidumping
and countervailing duties and the anti-surge measures set forth in the terms of China's
accession to the WTO.

Given its current nonmarket economy status for purposes of U.S. trade law, the Commerce
Department at this time is not allowing Chinese subsidies to be offset pursuant to Us.
countervailing duty law. Until such time as Chinese subsidies are countervailable under U.S.
trade law, the U.S. government must utilize the nonmarket economy provisions of U.S.
antidumping law to offset such injurious effects as may occur from imports of Chinese steel
into the U.S. market. In addition, resort to the anti-surge mechanism established under the
terms of China's accession to the WTO may be necessary should U.S. trade remedies pro.ve
inadequate to offset fully the adverse effects of market-distorting practices in China,

16 These state-owned-steel companies accounted for as much as 80 percent of
China’s pig iron output, 88 percent of its crude steel output, and some 78 percent of output other steel
products during that year. “China’s Unstoppable Steel Industry: Core Report DDDD,” World Steel
Dynamics, August 23, 2003 at 52.

7 “China’s Unstoppable Steel Industry: Core Report DDDD,” World Steel Dynamics, August 23,
2003 at 53.

18 “China’s Unstoppable Stee! Industry: Core Report DDDD,” World Steel Dynarmics, August 23,
2003 at 66, 89 and 91.

- w “China‘s Unstoppable Steel Industry: Core Report DDDD,” World Stee! Dynamics, August 23,
2003 at 66, 89 and 91,
0 “China’s Unstoppable Steel Industry: Core Report DDDD,” World Steel Dynamics, Auguét 23,
2003 at 89 and 53. :
a “China’s Unstoppable Steel Industry: Core Report DDDD,” World Steel Dynainics, August 23,

2003 at 20, 29, 89 and 53.
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Appendix 1

China’s New Import Licensing Regime for Steel. In February 2002, MOFTEC issued a
new Administrative Rule on Import Licensing of Goods and 2002 Catalogue of Goods Subject to
Import Licensing, eliminating all but 12 product categories, including steel, from its
conventional import licensing regime that maintains quotas and tariff-rate quotas.2 Some
190 steel products are now subject to an "automatic licensing system" in which an import
license is obtained, in theory, immediately upon application.??

The stated intent of the automatic import licensing system is "to monitor the import of
goods effectively," not to facilitate quotas.2¢ Under the system, only designated operating
enterprises are qualified to apply for, and obtain, the automatic import license 2 If so
qualified, an importer must file an application for the automatic import license to the
MOFTEC-authorized issuing authority. The application package includes the application
form, the importer's contract for the goods to be imported, the importer's corporate
registration documents, supporting documents proving that the purpose of the final user
of the imported item complies with Chinese law, and "other material" as required by
MOETEC.26 The automatic license is supposed to be issued within 10 days of submission
of the application.

Notwithstanding the "automatic” nature of this licensing system, the State can adopt
provisional measures to prohibit the import of goods subject to this automatic import
procedure. Furthermore, for a select group of goods, including steel, two authorities--not
one-- MOFTEC and the State and Economic Trade Commission?” have jurisdiction over
the automatic import license applications.? '

24

28

Commercial Information Circular No. 38/02, February 26, 2002. and BNA, February 28, 2002.
Measures on the Control of Automatic Licensing for Import of Goods and MOFTEC Catalogue of Goods
Subject to Automatic Import License Administration, Text of PRC Measures on Contro} over Automatic
Licensing for Import of Goods, Hong Kong Isinolaw, January 1, 2002, original sources, Beijing Guoji
Shangbao, a daily newspaper sponsored by MOFTEC; MOFTEC Catalogue of Goods Subject to
Automatic Import License Administration, Beijing Guoji Shangbao, January 6, 2002.

Text of PRC Measures on Control over Automatic Licensing for Import of Goods, Hong Kong
Isinolaw, January 1, 2002, original sources, Beijing Guoji Shangbao, a daily newspaper sponsored by
MOFTEC {Article 1).

Text of PRC Measures on Control over Automatic Licensing for Import of Goods, Hong Kong
Isinolaw, January 1, 2002, original sources, Beijing Guoji Shangbao, a daily newspaper sponsored by
MOFTEC (Article 9).

Text of PRC Measures on Control over Automatic Licensing for Import of Goods, Hong Kong
Isinalaw, January 1, 2002, original sources, Beijing Guoji Shangbao, a daily newspaper sponsored by
MOFTEC {Article 7).

The State Economic and Trade Commission (SETC) of the People’s Republic of China is a
component of the State Council pursuant to the Chinese cabinet institutional restructuring scheme
passed in March 1998. As a macro-economic regulatory department, SETC’'s mandate is to regulate the
near-term operations of the national economy. www.setc.gov.cn/index.htm.

Article 17, Text of PRC Measures on Control over Automatic Licensing for Import of Goods,

Hong Kong Isinolaw, January 1, 2002. MOFTEC issued a separate set of rules for foreign invested
enterprises (FIEs), Detasled Implementing Rules for Administration of Automatic Import Licensing for Foreign-



China’s Quantitative Restraints in Steel. When China imposed temporary safeguard
measures on nine steel product categories beginning May 2002, it excluded Kazakhstan,
Belarus, and Ukraine from its global safeguard measures because it had established with
those countries bilateral steel trade agreements with "quantitative import limits."?
According to PRC Customs Public Notice No. 9 of 2002, steel products imported to China
from Kazakhstan, Belarus, and Ukraine "shall not exceed the country-specific quantitative
limits and any excess portions shall temporarily be denied entry."

Russia was included in China's temporary global safeguard measures implemented in
May 2002.30 However, Russia also appears to have taken on a hybrid safeguard and
quota form. According to press reporting, at the same time China imposed tariff-rate
quotas on Russia in conjunction with its global safeguard measures, China also imposed a
quota separately from the tariff-rate quota! Details about the amount of this quota or the
products to which it applied are unknown at this time. Furthermore, as of November 20,
2002, China is reported to have imposed a quota on cold-rolled steel from Russia.®2
Details about it are scarce as well, but this quota has been described as "a special national
quota” by the Russian press.® Agreement on it completed a protracted series of
negotiations during which the Russian government and Russian steel-makers asked for
quantitative restraints from China 3

China’s Production Quotas in Steel. China's State Economic and Trade Commission
(SETC)3 continued to manage domestic steel production and export in 2002. In February
2002, the SETC set a domestic production target of 125 million tons of steel for the year
2002.36 Previously, in January 2002, the SETC had set a target of 7.5 million tons of steel
exports for the year 2002.37 This trend would appear set to continue in 2003, as Jia
Yingeng, vice-director of the SETC's Bureau of Economic Operations, hosted a conference
in November 2002 addressing the upcoming production targets and operational
guidelines for China's steel industry in the year 2003.3% Although specific volumes were

4

30
31
32
33

35

36

37
38

Invested Enterprises in February 2002 and Rules for Managing Automatic Imports by Foreign Funded
Enterprises in March 2002, but these do not appear to alter the regulations of the automatic licensing
regime governing steel above. Beijing Zhonghua Renmin Gongheguo Duiwai Maoyi Jingji Hezuo Bu
Wengao, March 12, 2002,

PRC General Administration of Customs Public Notice No. 9, 2002, Beijing Zhonghua Renmin
Gongheguo Duiwai Maoyi Jingji Hesuo Bu Wengao, June 7, 2002 and Almaty Khabar Television,
November 21, 2002, See also “China’s Unstoppable Steel Industry,” August 2003 at 83 for cold-rolled
tonnage limits on imports from Ukraine, Russia, Kazakhstan, South Korea, Taiwan and Japan.
Eurasian Business Report, August 26, 2002. ’

Ros Business Consulting Database, August 23, 2002.

Russian Business Monitor, November 6, 2002 and November 22, 2002.

THE RUSSIAN BUSINESS MONITCR, November 6, 2002.

Interfax Business Report, August 8, 2002.

SETC has since been integrated into a newly created agency, the State-Asset Supervision and
Management Commission.

Beifing China Daily, February 26, 2002.

Beijing China Daily, Internet Version, July 29, 2002,

The conference included leaders from SETC, the Ministry of Construction, the China Iron and
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an economic toll, but also present a direct challenge to China’s ability to regulate products that
could have health and safety implications for China's population and international consumers.
While a domestic Chinese business constituency is increasingly active in promoting IPR
enforcement, piracy and counterfeiting remain pervasive. If significant improvements are to be
achieved on this front, China will have to close legal and enforcement loopholes and devote
considerable resources, political will and high-level attention to this problem.

The United States has had an ongoing dialogue with China on IPR matters for a number of years.
In the Administration’s view, keys to achieving effective IPR enforcement will be for China to
lower thresholds for criminal prosecution, increase criminal penalties for IPR violators to
deterrent levels, demonstrate a willingness to increase prosecution and punishment of IPR

~ offenders, increase resources and devote more training for enforcement throughout China, and
establish more effective communication procedures among relevant officials of China’s courts and
investigative units, the Supreme People’s Procuratorate and China’s lawmaking bodies.

In recent months, the Chinese leadership has signaled a new resolve to address IPR enforcement
issues. In October 2003, Vice Premier Wu was appointed to head a Leading Group on IPR
issues, which should help to reduce bureaucratic resistance and confusion on IPR enforcement
among the numerous Chinese government entities with responsibilities in this area. In remarks
following her appointment, she acknowledged China’s IPR enforcement problem and explained
that China was paying increasing attention to IPR enforcement, not just to implement its WTO
commitments but also to attract more foreign investment as it opened up its market and to
accelerate China’s economic and social progress. She pledged that China would intensify its [PR
enforcement efforts and penalize those who commit IPR infringement.

Services

Concerns continued to arise in many service sectors, principally due to transparency problems
and China’s use of capitalization and other requirements that exceed international norms. The
United States and China have cooperated to resolve some of these concerns, but progress has
been slow and uneven. Following bilateral discussions, China did begin to take steps to
substantially reduce capitalization requirements in the insurance sector. In some cases, such as
express delivery services, much progress was made toward resolving regulatory concerns in 2002,
but problematic measures have re-surfaced in 2003 and remain under consideration. In other
cases, such as China’s implementation of its commitments on branching by insurance companies,
the United States and China remain at odds despite a longstanding cooperative and otherwise
productive dialogue with China’s regulators.

Value-Added Tax Policies
China uses value-added tax (VAT) policies to encourage domestic production in a number of

industrial and agricultural sectors. In the case of semiconductors, China’s policy of providing
VAT rebates to domestic semiconductor producers disadvantages U.S. exports and raises serious
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WTO concerns. In the case of fertilizer, China exempts from the VAT fertilizer that is primarily
produced domestically and that competes directly with the principal U.S. fertilizer export,
another practice that raises serious WTO concerns. The Administration will continue to press
China on these issues and will take further appropriate actions seeking elimination of China's
differential tax treatment, including dispute resolution at the WTQ, if necessary.

Transparency

An area of cross-cutting concern continues to be transparency. While some Chinese ministries
and agencies have taken steps to improve opportunities for public comment on draft laws and
regulations, and to provide appropriate WTO enquiry points, China’s overall effort is plagued by
uncertainty and a lack of uniformity. Some of China’s ministries and agencies seek selective
comment on proposed regulations and implementing rules from domestic Chinese interests, while
excluding participation from foreign businesses active in the China market. The Administration
is committed to seeking improvements in this area.

Trading Rights and Distribution Services

Ensuring the unrestricted rights of all Chinese and foreign businesses to engage in importing and
exporting was a key WTO accession commitment obtained by the United States and other WTQO
members, as was China’s commitment to fully liberalize the distribution services sector. To date,
however, China has fallen behind in its implementation of these commitments, which are
required to be phased in over the first three years of China’s WTO membership. Foreign
businesses, in particular, continue to be beset by a variety of restrictions, which are undercutting
market access for the entire range of U.S. businesses active in the China market. ‘With full
liberalization in these important areas required by December 11, 2004, Administration officials
are actively engaged with their Chinese counterparts in an effort to obtain China’s full
compliance.

Conclusion

As this year's Report reveals, while the U.S.-China economic and trade relationship is growing
rapidly, there are a number of systemic concerns that remain, making further improvements in
that relationship problematic. The Administration remains committed to resolving the United
States’ concerns through all available means. The Administration's preference is to resolve those
concerns through bilateral consultations in a timely and effective manner. If bilateral efforts are
not successful, however, the Administration is fully prepared to enforce U.S. rights through other
means, including dispute resolution at the WTO.,
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Prior to the adoption of an automatic trading rights system, China committed that it would no
longer condition eligibility for trading rights on export performance, trade balancing, foreign
exchange balancing or prior experience requirements. This commitment took effect immediately
upon China’s accession (on December 11, 2001). China further committed to expand the
availability of trading rights pursuant to an agreed schedule covering the first three years of its
WTO membership. First, China committed that it would make trading rights available to
Chinese enterprises immediately upon its accession, subject to certain minimum registered capital
requirements, to be gradually decreased during the three-year transition period (ending
December 11, 2004). The minimum registered capital was to be set at RMB 5 million

($603,000) on December 11, 2001, and then reduced to RMB 3 million ($362,000) one year
later (December 11, 2002) and to RMB 1 million ($120,600) two years later {December 11,
2003) before being eliminated three years later (December 11, 2004). Second, China committed
that it would make full trading rights available to joint ventures with minority foreign ownership
beginning not later than one year after China’s accession (or by December 11, 2002), except with
regard to those goods still reserved for state trading under China’s accession agreement. Third,
China committed that it would make these same trading rights available to joint ventures with

majority foreign ownership beginning no later than two yvears after China's accession (or by
December 11, 2003).

To date, it appeats that China has fully implemented its trading rights commitments insofar as
they relate to Chinese enterprises, With the issuance of the Circular Concerning the Rules on the
Administration of Import and Export Rights in July 2001, and the issuance of the Notice on the
Rectification of Import and Export Qualification Standards and Verification Procedures in August
2003, China has kept pace with the required reductions in the minimum registered capital
requirement for Chinese enterprises to obtain trading rights. Currently, the minimum registered
capital for Chinese manufacturing enterprises is RMB 0.5 million ($60,300), and the minimum
registered capital for Chinese trading enterprises is RMB 1 million, except in the central and
western regions, where the requirement was RMB 0.5 million.

Meanwhile, it appears that China has fallen behind in implementing its trading rights
commitments insofar as they relate to foreign-invested enterprises. China has not made full
trading rights available to all joint ventures with minority foreign ownership (as was required by
December 11, 2002}, nor has China yet even issued provisions allowing for full trading rights to
be available to all joint ventures with majority foreign ownership (as is required by December 11,
2003). Instead, China has continued to limit the availability of trading rights by imposing
conditions on the eligibility of these enterprises, including requirements related to minimum
registered capital, import levels, export levels and prior experience, as a review of China’s
measures in this area shows.

Since well before China's accession, pursuant to China's Foreign Trade Law, foreign-invested
manufacturing enterprises have had the right to import inputs for production purposes and the
right to export their finished goods, without the need for prior approval. In January 2001, China
expanded the import rights of some foreign-invested manufacturing enterprises with the issuance
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of the Supplementary Provisions (II) to the Provisional Regulations Governing the Establishment of
Investment-type Companies by Foreign Busmess Investment. In July 2001, shortly before its
accession, China granted limited additional export rights to some foreign-invested manufacturing
enterprises with the issuance of the Circular Concerning the Extension of Import and Export Rights
for Foreign-Funded Enterprises. Both of these measures, however, conditioned trading rights
eligibility on requirements related to minimum registered capital, import levels, export levels
and/or prior experience, among others.

China’s treatment of foreign-invested enterprises seeking to operate as trading companies is set
forth in the January 2003 Provisional Rules for the Establishment of Chinese-F oreign Equity Joint
Venture Foreign Trade Companies. The new rules permit the formation of foreign-invested trading
enterprises (with minority foreign ownership immediately and majority foreign ownership after
December 11, 2003), which may import and export all goods (except goods reserved for state
trading), but only if certain stringent requirements are met. For example, the foreign investor
must have had an average annual amount of trade with China of at least $30 million for the
preceding three years {or $20 million if the foreign-invested trading enterprise registers in the
central or western regions of China). Similar requirements apply to the Chinese investor. In
addition, the foreign-invested trading enterprise must have minimum registered capital of RMB
50 million ($6.03 million) and personnel experienced in conducting international trade.

The United States raised its concerns with China’s restrictive treatment of foreign-invested
enterprises in bilateral meetings throughout 2003, beginning with the Trade Dialogue meeting
held in Beijing in February and including a series of high-level meetings later in the yearand a
second Trade Dialogue meeting in November. The United States urged China to take
immediate steps to bring its regulations into compliance with its trading rights commitments.
The United States and several other WTO members also raised these same concerns during the
transitional review held by the WTQO’s Market Access Committee in October 2003.

During these same meetings, the United States pressed China on the importance of issuing, in a
timely manner, final laws and regulations creating an automatic trading rights system for all
Chinese enterprises, Chinese-foreign joint ventures, wholly foreign-owned enterprises and foreign
individuals, including sole proprietorships. These laws and regulations must be implemented by
December 11, 2004, and MOFCOM reported that it is in the process of drafting relevant
amendments to the Foreign Trade Law. The United States also urged China to adhere to its
obligation to provide the opportunity for public comment on drafts of these laws and regulations,
and China indicated that it would do so well in advance of the December 11, 2004 deadline.

In a positive development, in November 2003, China announced that it had authorized the
granting of trading rights to certain U.S. auto companies, one year ahead of the schedule to
which it had committed in its accession agreement. These companies will be able to import
sizeable quantities of U.S.-produced motor vehicles into China and, as discussed below in the
Distribution Services section, establish their own exclusive networks to sell and service those
vehicles in China.
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from the publishers of Inside U.S. Trade

Inside US-China Trade

the exclusive weekly news service of China TradeExtra.com

BYRD PRESSES
CUSTOMS FOR
SOLUTIONS TO CHINA
DUMPING DUTY
COLLECTION PROBLEM

Sen. Robert Byrd (D-WV) last
week asked Customs and Border
Protection Commissioner Robert
Bonner to provide details on why CBP
failed fast year to collect about 40
percent of the antidumping duties it
was charged with collecting, including
more than $105 million in duties on
Chinese imports such as crawfish,
honey, garlic and other products. In a
May 4 letter to Bonner, Byrd wamned
that the failure of CBP to address this
problem would continue to undermine
U.S. trade remedy laws and do further
harm to industries that rely on these
laws to guard against dumped imports.

“I am greatly concerned that the
continuation of these problems with
duty collection will enable Chinese
imports to quickly destroy vulnerable
sectors of the U.S. economy that our
antidumping laws are designed to
protect from unfair trade practices,”
Byrd wrote.

Byrd’s letter reiterated
longstanding complaints from U.S.
petitioning industries that under U.S.
law, new Chinese shippers are allowed
to export products to the U.S. if
importers post bonds that cover the
antidumping duty, as opposed to cash
deposits. In addition, Byrd said he has
been informed that CBP is not
obtaining single-entry bonds for these
imports, which are bonds covering a
single shipment, and instead is
permitting several shipments under a
continuous entry bond. This allows
Chinese exporters to export a large
velume of goods into the U.S. without
the requirement that U.S. importers
pay the bulk of the duties owed up
front, despite a 1985 agreement

continyed on page 7
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TALKS ON MARKET ECONOMY STATUS SEEN AS U.S.
SHIFT AWAY FROM CHINA’S WTO ACCESSION DEAL

The decision by the Bush Administration to launch a series of discussions
on what steps China would need to take in order for the U.S, to consider it a
market economy in trade remedy cases is being seen by informed observers as
a calculated step by the U.S. away from the terms of China’s entry into the
World Trade Organization.

These sources said the dialogue itself can be read as a signal that the Bush
Administration is keen to give China market economy status, and at the very
least indicates that the administration is willing to negotiate with China on its
status, since it clearly shifts the burden of demonstrating that China is a market
economy away from China to affected U.S. industries,

According to China’s protocol of acecession to the WTO, members are
permitted to treat China as a non-market economy for the first 15 years of
China’s membership. It also includes language that says market economy
status can be granted earlier if China demonstrates it has met this hurdle,

“[Sthould China establish, pursuant to the national law of the importing
WTO Member, that market economy conditions prevail in a particular industry
or sector, the non-market economy provisions of subparagraph (a) shall no
longer apply to that industry or sector,” the protocol says, referring to lan-
guage allowing the treatment of China as an NME.

However, with the April 21 announcement of a new bilateral dialogue
dealing with China’s request for market-economy status, the burden of proof
has been lifted from China, as the U.S. has effectively agreed to negotiate with
China on its economic status. This shift ig adding to speculation that the
administration is looking to designate China as a market economy, a possibii-
ity that is already prompting some fears within U.S. industry groups that a key

continued on page 4

INDUSTRY MULLS NEW OPTIONS IN CURRENCY
FIGHT AFTER U.S, REJECTS SECTION 301

U.S. industry groups seeking to keep pressure on China to revatue or float
the renminbi are considering other steps to achieve this goal in light of the
Bush Administration’s April 28 announcement that it would reject a Section
301 petition, if these groups were to file it. That announcement prompted
supporters to hold off on filing a petition that calls for an investigation into
how China’s policy of pegging the renminbi at 8.28 to the doliar creates an
unfair trade advantage for U.S. companies.

National Association of Manufacturers Vice President for International
Economic Relations Frank Vargo said another possible option would be to file
countervailing duty cases against China that argue its non-performing loans or
policy of keeping the value of the renminbi artificially low act as subsidies
that should be countered with duties. Vargo said there is a “growing interest”
in this option, and that he “wouldn’t be surprised” if such a case were fited in
the future.

The second option is to seek to lower the threshold set in U.S. trade law
for Treasury to determine that a foreign country is manipulating its currency to
gain an unfair trade advantage.

continued on page 3



and that this step must take place first before broader issues, such as a possible FTA, are discussed.

Regarding the specific issues being raised by the U.S., Freeman was sharply critical of Taiwan’s performance on
IPR enforcement, and said it is very difficult to find something new to say about all four outstanding trade issues. On
IPR, Freeman said the Bush Administration would prefer to take Taiwan off the priority watch list on IPR enforce-
ment, but said it would be difficult to do so given the absence of any conerete steps from Taiwan, and given past
placement by the U.S. as a priority country

“Taiwan is too advanced, too mature an economy to be on the priority watch list,” Freeman said, adding that IPR
problems in Taiwan are “absolutely rampant.” He added that most industry groups put China first on the list of
countries where IPR enforcement is seriously lacking, and place Taiwan second, followed by every other country,
and said it is “absolutely scandalous” and “absolutely unacceptable” that China and Taiwan are at all comparable on
IPR enforcement given the level of Taiwan's development.

To remedy the problem, the U.S. needs to see additional legistation from Taiwan that will address remaining
U.S. complaints about piracy, Freeman said. The U.S. last year compilained that legistation presented by the adminis-
tration of President Chen Shui-bian was a promising start to improved enforcement, but was ultimately derailed by
Taiwan’s Legislative Yuan, Among other things, the Legisiative Yuan added language that nullified efforts to classify
copyright piracy as a public offense, and required authorities to witness piracy before they can bring criminal
complaints. :

The law also eliminated Janguage prescribing minimum Jail terms and fines in criminal IPR cases, and allows
some pirated works to be made without considering such production a crime (Inside US-China Trade, July 2).

On agriculture, the U.S. has asked Taiwan to expand market access for rice beyond its original World Trade
Organization commitments. The U.S. has also complained that Taiwan has created an incentive for its hospitals to use
generic drugs, and has placed more expensive research-based drugs at a disadvantage in that market.

Freeman last week also noted that Taiwan tried unsuccessfully to join WTO consultations with the U.s,,
European Union, Japan and Mexico in a case against the value added tax {VAT) that China imposes on foreign made
and designed semiconductors. The first round of WTO consultations took place on April 27, but China rejected
Taiwan’s request to join them because Taiwanese officials referred to themselves as members of Taiwan’s permanent
mission to the WTO.

This fight is a continuation of one that has gone on since China and Taiwan joined the WTO, and has seen China
balk at dealing with Taiwan until Taiwan refers to itself in terms that do not hint at or otherwise denote sovereignty.

Freeman said this ongoing dispute is a source of “great frustration” for the U.S. government, which believes both
sides need to shelve these political differences and limit discussions in the WTO to those relating to trade issues. He
said the U.S. wishes that “both sides would grow up.”

EU WARNS OF POSSIBLE WTO CASE ON CHINESE COKE EXPORT RULES

European Union officials late last week warned China that it would consider launching its first World Trade
Organization challenge of its policies unless China eases its export restraints on coke, a fuel derived from coal
needed to make iron and steel. European sources confirmed this week that the European Commission gave China
until the end of this week to take steps to resolve this issue, or the EU would consider asking for consuMtations under
the WTO’s Dispute Settlement Understanding.

Specifically, the EU js looking for “satisfactory answers” from China this week on how China proposes to amend
its export licensing system for coke so the system treats forei gn producers fairly, one European industry source said.
In addition, the EU wants China to agree to grant extra export licenses so European producers are able to obtain an
adequate supply of coke, this source said.

The issue was raised by the Commission when Chinese Premicr Wen Jiabao visited Brussels on May 5 & 6,
according to informed sources.

European industry and government sources reached this week had few other details about the specifics of the EU
complaint, and were unclear what specific violations of WTO rules that the EU might allege in a request for consulta-
tions under the DSU. However, such a request is an action that U.S. companies have calied on the Bush Administra-
tion to consider in light of how China’s harsh restrictions on coke exports are affecting .S, producers, The National
Association of Manufacturers in March called on U.S. Trade Representative Robert Zoellick and Commerce Secre-
tary Don Evans to give “serious consideration” to filing a WTO case against countries that impose such export
restraints,

While NAM’s March 23 letter did not specifically mention China, sources said it was aimed at China, Egypt,
India and others that maintain export restrictions. China in particular maintains a quota on coke exports, offers a
lower value-added tax rebate on coke exports, and has imposed high licensing fees on oVer-quota exports,

NAM said in March that China has yet to offer any evidence that its coke export restraints are justified under
Article X1 of the General Agreement on Tariffs and Trade, which prohibits restrictions onexports except under

8 INSIDE US-CHINA TRADE - www.ChinaTradeExtra.com - May 12, 2004
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Arcelor to invest €500m in Spain page 2

Arcelor plans to make €500m of investments, coupled with major cost
savings, in a restructuring of its Asturian operations, northern Spain.

ISG signs deal to buy Georgetown Steel page:

Internationa) Steel Group continues with its aim of consolidating the US
industry with an agreement to buy Georgetown’s DRI and wire rod mill.

Salzgitter to cut slab purchases by 70%  pages

Germany’s Salzgitter expects to reduce its external slab purchases to a
maximum of 200,000ty once its third BF comes starts up in December.

Supply constraints threaten growth page 3

Raw material supply constraints could hamper growth in global steel
consumption, according to the International Iron and Steel Institute,

Scrap prices drop as supply improves  page 10
West European scrap prices continue to fall, as reduced Chinese
demand for scrap and steel products depresses the international market.
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during 2003/4, compared with 62% in 2002/3. The
domestic industry has always been a priority for us
and the ISA has never exported at the cost of the
domestic industry,” he added.

Vietnam’s mills call for
reinstatement of tariffs

Vietnam’s steel sector association VSA has made a
fresh call on Hanoi to reinstate duties on finished
steel products’ imports as they are affecting the
domestic industry’s performance. The increased

supply was adding to its burdens at a time of rising -

raw material and energy costs, VSA’s vice chairman
Pham Chi Cuong told Stee! WEEK. The association
has urged the government to reapply the 10% import
duty on steel from mills in the Asean trading block,
and 20% from all other countries. The exception is
billets: VSA members have agreed to a zero import
tariff on the semi-finished product. Hanoi removed
levies on 1 March to ease supply problems as
Vietnam (population: 82m), which is going through a
construction boom, is experiencing one of the largest
regional growths in stee] demand.

Beijing moves to halt iliegal projects

Beijing has moved to carry out its threat to halt illegal
steel projects in a bid to avert an overheating of the
economy (SW 30 April 2004). Tt has emerged central
government ordered a stop on the 8.4mt/y, Yuan
10.5%bn ($1bn) Jiangsu Tieben stecl mil! being built
in Changzhou city, Jiangsu province, east China.
Beijing is also punishing the local officials who
approved the illegal steel project, construction of
which started in June 2003. The entrepreneurs behind
Jiangsu Tieben formed seven companies, including
Joint ventures, and divided the development into 22
separate projects. The seven companies then
individually submitted the 22 small projects to local
government to gain permission, by-passing rules
which state large projects, such as an 8.4mtly steel
mill, must receive permission from Beijing. The local
government’s go-ahead also allowed Jiangsu Tieben
to obtain the land and financial support necessary to
press ahead with its plans, but without central
government’s required license. Regional media
reported more than Changzhou 4,000 residents were
forced to move home to enable construction.

teeIWEEK

1S steps up woo China

The Biussels-based International Tron and Steel
Institute (1ISI) is to step up efforts to persuade China
to join the organisation by offering incentives. These
include holding the 1ISI’s Q2 meeting in the country
next year provided China joins the institute before the
general meeting in Istanbul, Turkey, this October,
said South Korea’s Posco, which led a wide range of
discussions on China and the global steel industry's
prospects at an IISI board meeting in Rio de Janeiro,
Brazil. The institute also plans a study on the
country’s growing steel industry, called China 207 0,
and an analysis of scrap’s demand/supply prospects.

m Posco president Chang-Ohk Kang has called for
expansion of cooperation between the South Korean
and Chinese steel industries. Speaking at last week’s
2nd Annual Symposium on South Korea-Ching in the
Economic Integration of East Asia, in Seoul, Kang
said: “Efforts must be made in terms of strategic
cooperation for raw and subsidiary materials.”

AK Steel settles Wardrop dispute

AK Steel says it has settled a dispute with its former
chairman and CEO Richard Wardrop by paying
“significantly less™ than the $51m-plus he claimed for
severance and retirement pay following termination
of his employment from the company last September.
Ohio-based AK Steel, which contested the claim, did
not give the settlement figure in its report to New
York's SEC.

US mills go on reducing energy use

US mills have reduced energy use, and greenhouse
gas emissions, by 17% since 1990 through recycling
and process innovation, according to the latest
progress report to the Department of Energy (DOE).
“The steel industry has a standing commitment to
sustainability backed by significant investment in
new technologies to improve energy efficiency,
reduce carbon emissions and heighten productivity,”
said David Sutherland, chairman of the American
Iron and Steel Institute (AISI) at its annual meeting in
California. The industry is targeting a further 10%
saving in energy use by 2012, using a 2002 baseline
of 14m BTU/s.ton shipped. “To achieve this
ambitious goal will be extremely difficult. We believe
it is possible, but we have to broaden and accelerate
our research into new technologies,” he said.

7 May 2004
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Refarming China's Enterprises

Box VI.I.  The role of the financial system in promoting industry re-organisation

Financial facilities to facilitate ME&EA and other re-organisation are still quite limited in China. As indicated in
Chapters Il and IV, mergers, acquisitions, and other forms of reorganisation are largely initiated and controlled by
government agencies. Certain of the asset management and holding companies, such as the Wuhan Asset Manage-
ment Company described in Chapter v, have begun to promote mergers and acquisitions with enterprises outside
their own group, but their activities are still quite limited. The stock markets have served as a catalyst for mergers
and acquisitions — nearly 200 occurred among companies listed on the Shanghai Exchange in 1998 alone — but the
impact is limited by the namow segment of institutions that are listed, Further development of the stock markets
and increase in the number and range of listed companies should provide a foundation for market based reorgani-
sations as well as help to break down the still considerable barriers to mobility of enterprise operations across pro-
vincial boundaries. However more will be needed, inciuding: completion of the corporatisation process so that
equity stakes can be transferred; clarification of enterprises’ ability to dispose of their assets; and development of
investment banking facilities to provide financing and technical advice for business recrganisations.

The recent establishment of the bank asset management (BAMC) companies’ to work out the NPL of the commer-
cial banks potentially represents an important development in the financial system's role in enterprise restructuring.
The key mandate of the BAMC is to maximise recovery value of the assets acquired from the banks.? While the scope of
their operations remains to be clafified, initial indications after the formation of the first BAMC, Cinda Asset Manage-
ment Company for the China Construction Bank, suggested that the companies would have considerable flexibility and
a range of instruments in dealing with non-performing loans. These include: reorganisation and management changes
of indebted enterprises, facilitation of mergers and acquisitions, debt-equity swaps, and resort to barkruptey in cases
of economically unsaivageable operations. The legal and administrative claims derived from the kolding of enterprise
debt, combined with the backing of centrat government authorities, potentially give the BAMC considerable leverage
to premote restructuring and overcome administrative barriers to its accomplishment.

The initial operations of the BAMC in the latter half of 1999 focused on debt-equity swaps with larger SOE
(see Chapterll). The operations have beer carried out by the BAMC holding the debt together with the original
bank creditor(s) and the enterprise or enterprise group itself. The debt-equity swap agreements have been
linked to reforms mandated by the Company Law {in particular establishment of boards of directors and boards
of supervisors) as well as reorganisation of operations.? However, major changes of enterprise senior management
do not seem to have occurred, or at least have not been publicly announced. The agreements also do not seem
to have imposed specific ongoing conditions on future performance or implementation of reforms. A provision in
the agreements allows the BAMC to sell back the equity to the enterprise after several vears if the BAMC would
otherwise make a loss, but the degree to which this provigion provides any effective conditionality remains to be
seen. There is thus a concern that the program is seen as a “free funch” by enterprises that does little to increase
their incentives to improve their operations.

The broader effectiveness of debt-equity swaps in facilitating enterprise restructuring and in maximising the
recovery value of BAMC assets remains to be seen. Economically successful reorganisations can involve con-
certed efforts over time, As holders of fixed income claims that need to be restructured, BAMC in principle have
an ongoing influence on the restructuring process. By swapping the debt for equity, the BAMC gain a voice in
selecting directors and senior management and in setting the strategic direction of enterprise operations. In prac-
tice, this influence is shared with other equity holders, with state asset management companies or government
agencies retaining the controlling interest, at least in the case of larger SOE. The influence of the BAMC as equity
holder is further limited given that formal claims and powers of minerity equity helders in China are, if anything,
weaker and less easily enforced than those of holders of fixed income claims. Continued holding of debt or other
means may be most effective way for BAMC to promote successful restructuring in some circumstances, while
debt-equity swaps are more effective in others. Thus BAMC are likely to need to retain flexibility in their instru-
ments if they are to fulfil their mandate.

I. The four companies are: Cinda AMC (China Construction Bankj, established in April 1999; Orient AMC (Bank of China);
Huranga AMC (Industrial and Commercial Bank of China); and Great Wall AMC (Agricultural Bank of China). The latter three
wete established in November 1999, Together the four AMC are due to take on non-performing loans equal to 1.2 triflion
yuan, or about 18 per cent of the total loans of these banks to the corporate sector.

2. Accerding to an article published by the Xinhua News Agency {4 November 1999}, business activities of the Cinda AMC will
involve “... purchasing and performing trust management for non-perorming loans accumulated by commercial banks: debt
retrieval and restructuring; investment consulting; borrowing from financial institutions and applying to the central bank for
re-lending funds; issuing bonds: direct investments; and various activities invalving other sectors ...." The article also notes
that BAMC are authorised in principle to sell debt ta overseas investors.

3. Aseries of well-publicised debt-equity swaps were anncunced during the second half of 1999 involving large SOE in a range
of industries. Indicative examples are agreements signed with Anshan Iron and Steel {Liaoning Province) and Baosteel
Group (Shanghai) in November of 1999, These deals, in which all four BAMC were parties, involve substantizal reductions in
debt loads in return for restructuring arrangements whose details have not been fully revealed.
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Table V.2, Sources of corporate funds
1905 1908
Value Share Value Share
(killion yuzn {per<ent) {billion yuan) Iper cent}

Total external funds raised 1152 100 1395 100
Loans from financial institutions 1 O4 88.0 1152 82.6
Funds raised from markets 138 12.0 243 17.4
Bonds 22 1.9 15 |
Equity 15 1.3 84 6.0
Commercial bills 101 8.8 144 10.3

Source;  Ching Financial Oullook, 1999, p. 57.

Three related features of China’s financial system are distinctive and
have important implications for the development of the enterprise sectors.
First, virtually all domestic financial institutions are state-owned. Unlike Euro-
pean transition economies, which moved to privatise their banks and other
financial institutions at a fairly early stage (OECD, 19976), presently there are
no plans in China to relinquish state ownership of existing financial institutions,
although entry of new private institutions is encouraged in principal.

The second distinctive feature is the overwhelming dominance of the
four major state-owned commercial banks in credit allocation. These institu-
tions account for 90 per cent of loans provided by the banking system, and
nearly three-quarters of total loans to business (Table V1.3). This concentra-
tion is very high compared te most other developing and transition econo-
mies and well above the concentration ratio normally considered to be
compatible with adequate competition.8 :

Table V1.3. Lending by major classes of financial institutions
As of end-1998
Loans
Total leans Percentage  to non-financial  Percentage
{killion yuan) of total sectors of total
[biilion yuan}

Total 8 964.7 100 81493 100
4 major state commercial banks 6 782.5 75.6 623].4 764
Other commercial banks 655.9 7.3 531.4 6.5
Rusal credit co-operatives 953.4 106 8814 10.8
Urban credit co-operatives 462.2 5.1 400.8 49
Trust and investment companies 111 1.4 104.3 1.3

Source:  The People's Bank of Ching Quarterly Statistizal Bulletin, various issues,

The third distinctive feature is the concentration of financing on SCE.
Although the share has declined in recent years, at least 80 per cent of the
loans of the major state banks, and nearly 75 per cent of all commercial bank

~ loans, are directed to SOE, while less than 10 per cent go to non-state enter-

prises.®” SOE also typically enjoy preferred access to equity and bond market
financing. The gap between the SOE share of commercial bank lending (and over-
all credit raised externally) and their share of output has increased substantialiy

© OECD 2000
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The U.S. Must Face Up to China’s Trade Challenges

John J. Tkacik, Jr.

China has been a member of the World Trade
Organization (WTOQ) for almost two years, but is still
dragging its heels on fulfilling its WTO commitments.
If it were a smaller economy, some of Chinas trans-
gressions could be tolerated, but when the worlds
fourth largest trading nation ignores its obligations,
China’ trading partners ought 1o act.

One thing is clear: China will not change its behav-
ior unless it faces credible prospects of retaliation.
Therefore, persuading China to comply with its WTO
obligations will take a combination of economic
leverage and diplomatic pressure.

The U.S. Response

Aside from the panoply of retaliatory tariffs con-
templated under various sections of the 1974 Trade
Act, there are other and more effective pressure
points that could be used. Specifically, the Adminis-
tration should begin no y0:
* Direct the U.5{ 7 Representative to prepare a

formal complaintagéMsst China at the WTO,

* Review technology export controls and reassess
their impact on U.S. defense preparedness, and

* Rigorously review and enforce controls on Chi-
nese technicians seeking to work on advanced
scientific and technological projects in the United
States.

Some believe that the threat of punitive tariffs on
Chinese goods (for instance, under Section 301 of the
Trade Act) has been an effective lever on Chinese
behavior in the past, and this is a view generally
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ment siphon off proprietary technology, trade
secrets, and intellectual property, but they are retuc-
tant to pursue the issue for fear that it will negatively
affect their business standing in China. Apparently,
the Chinese government’s preferred way of gaining
access to U.S. advanced technology is via human
sources, particularly students and technicians from
U.5.~Chinese joint ventures in China who want to
work in advanced-technology laboratories and pro-
duction facilities in the United States.%”

Nor are American high-tech firms Chinas only
victims. In March 2002, Taiwan Semiconductor
Manufacturing Company (TSMC) accused a former
manager of stealing information on its 12-inch wafer
fabrication technology.?® Later, TSMC discovered
that documentation for its entire eight-inch waferfab
production line had been posted on-line without
authorization with Taiwan’s National Chiao-tung
University library and that_another employee had
downloaded and copied it.2

In March 2003, in a comprehensive report on
Chinas WTQ compliance, Japan’ Ministry of Econ-
omy, Trade and Industry (METI) commented that
“intellectual property rights infringements, includ-
ing counterfeiting and piracy, have long been a seri-
ous problem in China” and observed that the Beijing
government has “taken steps to deal with the prob-
lems, but little improvement has been seen.” The
METI report pointed to China’s immature domestic
legal structure, lack of transparent and uniform
administration, and poor training.?8

Capital Controls

Another key WTO commitment made by China
was to allow foreign banks to conduct foreign cur-
rency business with Chinese firms and private indi-
viduals immediately upon accession. Within two
years of accession, foreign banks were supposed to
be able to conduct domestic currency (i.e., renminbi
“yuan”) transactions with Chinese firms, Within five
years, foreign banks should be able to conduct full
domestic currency business_in China with both
firms and private individuals.

Nearly two years after WTO accession, China has
yet to permit any foreign banks to compete in
China’ financial services market. Citibank and the
Hong Kong and Shanghai Banking Corporation-—
the only two foreign banks licensed in China——are
doing local currency business consistent with
China’s geographic phase-ins (i.e., still in select cit-
ies), although the types of products they are entitled
to offer remain circumscribed.

The Chinese have managed to keep out all other
foreign banks by imposing working capital require-
ments and other prudential rules that are so far in
excess of international standards that few foreign
banks—and no Chinese banks—can meet them.
Moreover, the applications of the banks that have
applied to broaden their market presence are lan-
guishing in the in-boxes of China’s central bank.3?
Foreign insurance service providers are similarly
hamstrung by Chinak impossible regulatory struc-
ture-—again, in violation of Chinas WTO commit-
ments.

24. Scott Thurm, “Cisco Ran Sting Operation to Nab a Copycat in China,” The Wall Street Journal, April 4, 2003, at enline.wsj.com/

article/0,,5SB104942212126672500,00.htm.

25. See U.5. General Accounting Office, Export Controls: Department of Commerce Controls over Transfers of Technology to Foreign

Nationals Need Improvement, GAO-02-972, September 2002,

26. See Jimmy Chuang, “Industrial Espionage Investigation Turns to E-mail Recipient,” Taipei Times, March 10, 2002, at
_ wwwtdipeitimes.com/news/2002/03/10/story/0000127077, and “Ex TSMC Employee Suspected of Selling Secrets to Shanghai,”
Taipei Times, March 7, 2002, at www.taipeitimes.com/news/2002/03/07/5t0ry/00001266. :

27. See *Companys Secret Theft Claims Leaves TSMC Looking Dumb,” Taipei Times, March 20, 2002, at www.taipeitimes.com/news/

2002/03/20/story/0000128440.

28. Agence France-Presse, “Japan Urges China to Stamp Out Pirac

www. taipeitimes.com/News/biz/archives/2003/03/29/199937 .

y, Abide by WTO Rules,” Taipei Times, March 29, 2003, at

29. Office of the U.S. Trade Representative, 2002 Report to Congress on China’s WTQ Compliance, p. 36.
30. Ibid., p. 41. This information is current as of September 2003 according 1o an e-mail from the U.S. Trade Representative’s China

office.
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Import Substitution Program. China, like other countries, is also concerned about maintaining the price
competitiveness of domestically produced steel inputs vis-a-vis imports. In 1998, China implemented the
Steel Import Substitution Program (SISP), which sets import substitution targets for China’s largest steel
producers. The SISP is designed to stimulate domestic production capability at the high end of the steel
market, e.g., stainless steel and cold-rolled sheet for automotive applications. The industrywide substitution
target for 1999 was 3 million MT.”

Under the SISP, steel producers receive a rebate of the 17 percent VAT on sales to steel users who
produce for export and who would otherwise import to meet their needs. The SISP effectively lowers
by the amount of the VAT rebate the price that these steel producers can charge for their steel.® The
rebate appears to be working as intended, as twelve of the 27 steel producers that signed import
substitution contracts—including Baoshan, Wuhan, Shougang, and Anshan—exceeded their targets,
The industrywide target for 2000 under the SISP is thought to be 3 million MT.#' Baoshan remains the
primary investment vehicle for producing import substitutes under the government’s broad steel
import substitution policy. Consistent with that fact, Baoshan had a 1999 import substitution target
under the SISP of 1.3 million MT-—three times as great as the next largest, Wuhan's 400,000 MT
target.

Subsidies Disciplines. China is expected to be subject to strong subsidy disciplines under the WTO
Agreement on Subsidies and Countervailing Measures, including the immediate elimination of export
subsidies and import substitution subsidies and certain additional disciplines that take into account the
special characteristics of China’s economy and, in particular, of its state-owned enterprises. As a WTQ
member, China will not be precluded from continuing to provide government support to Baoshan, Anshan,
Wuhan, and Shougang for technological upgrading and transformation, although this effort will be subject
to discipline through the enforcement of U.S, rights under the Agreement on Subsidies and Countervailing
Measures.

Prohibition on Foreign Distributors. It is anticipated that China will commit to eliminate, after a
short phase-out period, its prohibition on foreign companies distributing imported steel products in
China or providing related distribution services. When this phase-out period ends, foreign companies
will be permitted to engage in a full range of distribution services.

Added Protections Against Dumping. It is not clear when the Chinese steel industry will shift its
focus to the development of export markets, but when it does, the terms of China's WTO accession
should provide the United States with the means to safeguard the U.S. steel industry from unfair
trade. In addition to enforcing subsidy disciplines under the Agreement on Subsidies and
Countervailing Measures (inctuding the prohibition on export and impeort substitution subsidies) the
United States will be able 1o use its current nonmarket economy methedology in antidumping
proceedings for fifteen years after China’s accession. The United States will also be able to use a
strong product-specific safeguard to address import surges for twelve years after China’s accession.

Assessment of Export Potential

Although the export potential of China’s steel industry is not what the size of the industry might
suggest, it 1s nevertheless a concern because of the government’s firm commitment to steel as a
strategic industry and involvement in investment ptanning, It is likely that Baoshan will be an
internattonally competitive exporter of high-end products in the near future, While Chinese
government representatives and private industry analysts expect Baoshan to become an internationally
competitive exporter in the next two to three years, traders and steel consumers expect Baoshan to
reach this level much sooner. Although some of Baoshan's most demanding customers €Xpress concern
with its quality control, less technically demanding consumers are concerned only with the fact that
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