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CHINA'S TRADE SYSTEM AND INSTITUTIONS AND RECENT TRADE TRENDS

A. The Historical Context

Thirty Years of "Closed Door" Policies, 1949-7T

1.1 From the founding of the People's Republic of China in 1949 until
1978, external economic relations were rather limitedt both by design and in
practice Indeed, much of the emphasis of economic strategy during this
period was placed on 'self-reliance' (zili gengsheng). This meant that China
should rely essentiallj on its own resources--and savings--to bring about
economic development, and should not zely excessively on foreign trade or
capital. Indeed, not only were there strategic objections to developing
external relations, but there were serious theoretical objections to trading
with or borrowing from nonsocialist countries at that time (see paras. 1.12-
1.17).

1.2 The system that was in place to conduct foreign economic relations
during this period was designed with the concept of self-reliance in mind. It
was a highly centralized system, with trading rights reserved for a relatively
small number of central, highly controlled institutions. A large number of
administrative procedures were erected to ensure both what trade would be
minimized, and, equally important, that the domestic markets would be protec-
ted from the vicissitudes of world markets. These latter markets were regar-
ded as sending irrational signals, since they were controlled by imperalistic
and capitalistic forces, and consequently such signals should not be permitted
to have negative influences on rational domestic planning procedures.

1.3 Nevertheless, it was always recognized that China was not totally
self-sufficient, and that it would be better for the country to obtain tech-
nology by purchasing it or receiving it from friendly countries than to
attempt to develop it. However, the extent to which such a recognition was
translated into actual trading decisions varied a great deal over the period,
and, in particular, the period of the Cultural Revolution saw a major decline
in the role of the external sector. The trends in the level of trading
activity during the 1949-78 period are generally referred to as the 'four
waves' of imports. It is instructive to note that the moving force throughout
this period was the decision on the level of imports. After such decisions
were made, the level of exports would be adjusted accordingly so as to
minimize any trade deficits, and it was only after 1978 that debt came to be
regarded as an acceptable way to finance imports.

1.4 The first 'wave' occurred in 1956-60, when imports averaged
US$720 million per annum, compared with only US$315 million in the four
previous years, and only US$160 million in the four following years. These
imports were essentially related to turnkey investment projects (as many as
260) implemented with the assistance of the USSR and Eastern Europe. Not only
did these plants come as complete projects with financial assistance, but also
there was a major technical assistance program, and the USSR provided full
blueprints and specifications. This 'vave' was significant as an initial
injection of capital and technology, and also permitted the replication and
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manufacture of spare parts. As a consequence, many Soviet-constructed
factories or their replicas continue to function today.

1.5 After a few years of low import activity, the second, brief wave of
imports took place in 1964-66, with imports of complete plants from Japan and
Western Europe. However, this was at a significantly lower level than the
first wave, and was not accompanied by technical assistance or blueprints,
and, with the coming of the Cultural Revolution, the wave ended, and its
potential impact was diminished. The third wave covered the period 1973-77
and occurred just as the Cultural Revolution was ending. It was labelled the
"Four-Three Programme," a name describing the plan to spend US$4.3 billion on
imported equipment over a four year period. Again, the program was essen-
tially comprised of imports of whole plants, and is generally considered to
have been a less than successful program, both because of inadequate planning
of individual projects, and because of a repeated absence of accompanying
software.

1.6 The fourth wave was equally short-lived. It occurred in 1978,
accompanying the launching of Chairman Hua's ten-year plan (1976-85). This
plan continued the strategy of favoring unbalanced growth--that is, an empha-
sis on a high level of capital investment in basic industries--yet differed
from previous plans in proposing an increased reliance on imports of advanced
technology and assistance from Western developed countries to achieve the
Plan's objectives. In 1978 alone, contracts valued at US$6.4 billion were
signed. However, with the launching of the economic reform program in late
1978, and the adoption of an intensive growth strategy--that is, one that
stressed policy reform to increase the efficient utilization of existing
capital assets--many of these contracts were cancelled.

1.7 It can therefore be seen that, apart from the first 'wave' of
imports from other socialist countries, the various periods of opening up to
imports were both short-lived and largely ineffective. Moreover, in all but
the first wave, the imports were generally of whole plants, unaccompanied by
software, and increased imports did not signify a real opening up to the
outside world. Thus, although the level of imports varied over the period,
the attitude towards imports remained essentially the same; imports were a
necessary evil, only to be resorted to when failure to do so would threaten
domestic growth, and when such imports were made, they were to be done in such
a way as to isolate their impact on the economy as much as possible.

1.8 The institutional arrangements for conducting trade during this
period reflected this attitude. For the first few years of the People's
Republic, trade was controlled by a strict licensing system. However, from
about 1952 onwards, this was replaced by a centralized planning system under
the Ministry of Foreign Trade (tMFT), the predecessor to the present Ministry
of Foreign Economic Relations and Trade (MOFERT). All trade was conducted by
centralized foreign trade corporations (FTCs), organized along product
lines. Although other corporations were involved in aspects of trade--such as
the China National Foreign Trade Warehousing Corporation--there were in effect
only 12 FTCs at this time, all labelled "China National (Product) Import and
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Export Corporation.'4' These FTCs had (and still have) their head offices in
Beijing, with branch offices in the main provinces producing or utilizing
their products. Also at the local level we-e Foreign Trade Bureaus (FmTs),
which were, in effect, provincial offices of the MFT. There were, therefore,
two parallel organizations, both of which reported directly or indirectly to
the MFT.

1.9 At this time, the annual foreign tiade plan dominated all trading
activity. This was compiled by the MFT in cooperation with the State Planning
Commission (SPC). SPC would have its primary influence on the aggregate
levels of imports and exports, while the MFT would determine the composition
of imports and exports based on information supplied by FTCs and FTBs. Once
the plan was formulated, it was up to the FTC. to implement the plan. This
was a highly centralized activity at this time, and only head offices of FTCs
had the right to sign contracts for imports or exports, although, once signed,
the head offices would frequently assign responsibility for fulfilling a
contract to a particular provincial branch. All exports were procured by FTCs
at the fixed state procurement prices and formed a part of the overall produc-
tion plan of individual enterprises. Thus, at this time, enterprises were
entirely indifferent between exporting and production for the domestic market,
and, indeed, many enterprises may not hafe been aware of the ultimate destina-
tion of their products. On the import side, FTC. would be provided with a
foreign exchange allocation according to trade plan amounts, and the imported
products they procured would ther. be sold on the domestic market at the fixed
domestic price. As the RMB was overvalued during most of the period, most
domestic prices for traded goods were above world market levels, and conse-
quently most FTCs made profits on imports, which they appear to have used to
cover losses on exports. However, the accounts of individual FTCs were aggre-
gated within the overall HFT budget, so it is not possible to quantify the
level of the subsidy.

1.10 This system did serve three essential purposes during this period:
(a) it usually enabled China to avoid balance-of-payments deficits; (b) it
permitted China to isolate the domestic market from any instability in the
world market, reflected in close to zero inflation during this period; and (c)
it enabled China to control very carefully the level and composition of
imports and exports, and thus to protect infant industries in China. However,
the shortcomings of such a centralized system, and four problems in particu-
lar, became increasingly apparent to Chinese policymakers.

(a) The system was very slow to respond to changes in local conditions,
and to new export opportunities.

(b) No local initiative or 'enthusiasm' was stimulated.

1/ The product lines covered by these 12 corporations were technology,
machinery, minerals and metals, chemicals, instruments, cereals, oils and
foodstuffs, textiles, light inductrial products, arts and crafts, native
products and animal by-products, medicines and health-care products, and
packaging.
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(c) It reduced the effectiveness of the technology transfer effects of
trade, by preventing contacts between buyers, sellers and enter-
prises.

(d) The system was in conflict with other reforms which the policymakers
wished to institute, such as increased use of market forces and
greater enterprise autonomy.

1.11 In Part B below, the changes that were introduced to the system are
described, but prior to that it is important to see how trade theory has
changed in China in recent years.

The Evolution of Chinese Trade Theory

1.12 Prior to 1978, there was virtually no theoretical debate on the role
of foreign trade. It was considered that trade between rich, capitalistic
countries and poor, socialist (or otherwise) countries generally involved
exploitation by the former of the latter. As already noted, self-reliance was
the basic maxim, with a concept that the maintenance of political independence
required the achievement of economic independence. It is this long-running
belief in the exploitative nature of trade that has led now to the oft-quoted
Chinese approach to trade based on 'equality and mutual benefit.'

1.13 It must be recognized, however, that it was not, fundamentally, a
change in theory which led to the development of the 'open-door' policy, but
rather the reverse. That is to say, the development by senior leaders of the
open-door policy spawned a theoretical debate among academics, many of whom
sought to identify a theoretical justification for, or to question the
theoretical soundness of the new policy.

1.14 The debate began with a reassessment of Ricardo's theory of compara-
tive advantage in the framework of the Marxian labor theory of value.
Although it rapidly became accepted that in theory there could be gains from
trade (and in the debate, the gains that were referred to were generally the
static gains from trade), the major debate that took place concerned whether
such trade could be done on the basis of equality.

1.15 The main proponents argued that with large world markets having been
in operation for many years, it was reasonable to suppose that world market
prices were an adequate proxy for an 'average unit of univepal labor,' and
thus that trade according to world market prices was equal.- Many Chinese
economists strongly opposed this view, however, arguing that distortions in
world markets were severe, resulting from imperfect competition and immobility

2/ It is interesting to note that Eastern European economists had settled
this question to their satisfaction in the 1950s, and had concentrated
their attentions subsequently on questions of trade optimization. One
result of this debate was that trade between CMEA countries is indeed
valued at world market prices measured in Swiss Francs.
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of labor, land and capital, as well as the existence of monopolistic capital-
ists. These economists cited the rising prices of manufactures and declining
(in real terms) prices of primary products. Moreover, many economists, citing
the work of Emmanuel and Amin, went on to argue that even without such
distortions, trade would be unequal because of diUferent labor productivity
among different trading nations, reflected in the higher wage rates of
developed countries.

1.16 This argument was effectively rejected by the open-door supporters,
who demonstrated that the only exploitation that such trade entailed was the
exploitation of workers in advanced countries, who were not fully compensated
for their higher productivity. Moreover, the work of Emmanuel, in particular,
became discredited in China, because his contention that it was (partially)
the existence of trade unions in developed countries that led to exploitation
of poor countries in unequal trade was unacceptable to the Chinese, because it
undermined the international solidarity of workers.

1.17 In the end, the debate was resolved by a general acceptance that
trade could be beneficial, but that China would have to be careful in its
trade dealings to ensure equality, and avoid those products (or make appro-
priate adjustments in trading) where exploitation would be likely to occur.

The Launching of the 'Open-Door' Policy

1.18 The turning point for the introduction of economic reforms, includ-
ing the open-door policy, came in December 1978 at the conclusion of the Third
Plenary Session of the 11th Central Committee of the Party. The adoption of a
new economic strategy at that time should be seen in both its political and
economic context. From the political viewpoint, it must be recalled that
China had recently emerged from three traumatic political events in 1976; the
death of Mao Zedong, the purge of the Gang of Four, and the end of the ten-
year Cultural Revolution. It is very clear that in political terms, China was
ready for changes. The chaos and upheaval of the Cultural Revolution had
caused much distress and personal hardship as well as serious economic and
social problems.

1.19 Since the launching of the first Five-Year Plan in 1953, China had
followed a typical growth strategy for a centrally planned economy. Emphasis
was placed on "extensive" growth, meaning an expansion of the means of produc-
tion. This involved a suppression of personal consumption, both through pric-
ing and rationing, and the consequent mobilization of high levels of sav-
ings. These savings were largely directed by the state into the capital goods
and heavy industry sectors. This unbalanced growth strategy was considered
necessary because of a belief that it was the development of the capital goods
sector that determi-ned a country's long-term growth rate.

1.20 As already noted in paragraph 1.6, this basic strategy was continued
in 1977, with the adoption of the ten-year plan (1976-85), and, in fact, the
capital funds budget under this plan was equal to the total investment of the
previous 28 years. At the same time, China adopted the "Four Modernizations"
policy, calling for the modernization of agriculture, industry, science and
technology, and defense. While the strategy for achieving the Four
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Modernizations has now changed, they remain a fundamental component of overall
economic strategy.

1.21 It was at the CCP meeting in December 1978 that this strategy of
extensive growth was firmly rejected--together with Hua's ten-year plan--in
favor of a program of "readjustment, restructuring, consolidation and
improvement." In particular, the new strategy stressed improved utilization
of existing capacity, with an emphasis on productivity improvements, and thus
on the technical transformation of existing enterprises rather than the
creation of new enterprises. Other factors were also considered important:
the old extensive growth strategy had required the suppression of people's
living standards, even though a measure of the success of socialism should be
improvements in the material welfare of the people; the heavy central control
necessary to effect the extensive strategy was considered to have suppressed
enterprise incentives; and the system of individual rewards was considered to
have suppressed individual efforts--the "iron-rice-bowl" guaranteeing minimum
welfare conditions and "eating from one big pot," meaning that the efforts of
one individual were shared by all. This latter factor led Premier Zhao to
remark in 1982 that the struggle to enforce the principle of "more pay for
more work, less pay for less work, and no pay for no work is no less signi-
ficant than the socialist transformation of private industry and commerce in
the 1950s."'

1.22 Thus, the context in which the open-door policy was launched was one
of general reform of economic policies. The overall direction of reforms was
to reduce the role of the central government and, thus, of directive planning
and to place increasing reliance on the role of the enterprises and
individuals, both reacting to appropriate incentives. Growth was to come
through efficiency improvements, which meant technical transformation and
modernization. In such an overall mrAcro context, reform of the trade system
in the way it has been pursued under the open-door policy is entirely
natural. A crucial question, however, is whether the subsequent reforms of
the trade system proceded too fast relative to reforms in other areas of the
economy, and how future reforms of the system should be timed to coincide with
other aspects of the reform program yet to be undertaken.

The Trade System in Transition, 1979-85

1.23 While the launching of the open-door policy can be traced to
December 1978, the Third Plenary Session itself gave little direct guidance
for reform, calling only for "expanding economic cooperation on terms of
equality and mutual benefit with other countries on the basis of self-
reliance, striving to adopt the world's advanced technologies and equipment."
The next major turning point came in July 1979, with the adoption of the "Law
of the People's Republic of China on Joint Ventures Using Chinese and Foreign
Investment." For the first time, this meant that foreign investment was to be
welcomed as well as foreign technology. From 1979 to 1985, the trade system
evolved rapidly. The centralized FTCs lost their monopoly powers, and their
branch offices began to operate as separate units. In addition, provincial
authorities created their own FTCs to fulfill provincial export aspirations,
and line ministries found it convenient to establish corporations to engage in
trade in their products directly. A system of foreign exchange retention at
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the provincial and enterprise level was also introduced, and, when combined
with the introduction of import licensing and an initial decentralization of
license-issuing authority, this period saw a rapid change in the locus of
trade activity. From being a residual activity carried out in a highly cen-
tralized manner, trade became, during this period, a central focus of effort,
with provincial authorities and institutions in the vanguard. These various
reforms in trade practices over the period were summarized in the September
1984 document on the reform of the trade system adopted by the State Council
(see Main Report Box 2.2).

1.24 Several new institutions were created, although some were short-
lived. The major new institutions were: (a) the Foreign Investment Control
Commission (FICC), which was established to regulate all foreign investments
in China; (b) the State Import and Export Commission (SIEC) which was charged
with making policies on new trading arrangements and technology imports
policy; (c) the General Administration of Customs, with particular responsi-
bility for formulating policies for preferential customs treatment; and
(d) the China International Trust and Investment Corporation (CITIC),
primarily designed to bring together foreign and local partners in joint
ventures. In March 1982, the FICC and SIEC were combined with the MFT and the
old Ministry of Foreign Relations to form the new Ministry of Foreign Economic
Relations and Trade (MOFERT). CITI( and CAC continue to report directly to
the State Council.

1.25 During this period, several experiments were undertaken, but central
control remained paramount. Ministries other than MOFERT were permitted to
create their own trading corporations, and the FTCs under MOFERT were permit-
ted to decentralize executive authority to branch offices. Provinces were
also permitted to create their own foreign trade corporations under the pro-
vincial foreign trade bureaus. However, while many new FTCs were created
during this period, and personnel in provincial branches and provincial FTCs
began to gain experience, MOFERT maintained centralized control by requiring
most imports to be approved centrally. By the end of 1983, it was believed
that sufficient experience had been gained to permit a major decentralization
to take place.

1.26 Three events in 1984 came together to create a major experiment in
decentralization. Firstly, from January 1984 onwards, the informal arrange-
ments for sharing foreign exchange between central government and other pro-
vincial authorities were formalized, with most provincial authorities given
the right to retain 25% of their foreign exchange earnings for their own use.
(Several provinces were provided with higher retention ratios--Fujian, Guang-
dong, Inner Mongolia and Tibet.) From January 1985 onwards, enterprises were
allowed to use half of the retained foreign exchange for their own account.
Secondly, provisional regulations for issuing import licenses were issued in
January 1984, and the rules for implementing these regulations were published
in May 1984. These regulations defined import rights, and were a blueprint
for decentralization. Imports were classified as restricted or unrestricted.
At that time, there were only 28 categories of restricted imports, and all
imports of these commodities needed MOFERT approval. More importantly, the
regulations permitted a group of institutions to import unrestricted items
without reference to MOFERT. These institutions included all FTCs and
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branches under MOFERT, FTCs under other ministries, and FTCs rua by provincial
authorities. With the publication of these regulations, about 35X of imports
were effectively liberalized from quantitative control.

1.27 The third event of 1984 was, as already noted, the adoption of the
decision on reform of the economic structure adopted at the Third Plenary
Session of the Twelfth Central Committee of the Communist Party of China.
This was on the basis of a report on the reform of the trade system by MOFERT,
which was approved in the State Council on September 15, 1984. There were
five basic elements of reform of the trade system, which were designed to
strengthen the implementation of the policy of opening up to the outside
world, and the general economic reform program of removing government from
day-to-day operation of enterprises:

(a) "Separating central policy for trade from its day-to-day manage-
ment." This meant that "the foreign trade enterprises will conduct
independently the import and export business, keeping their own
accounts and assuming responsibility for their own profits and
losses".

(b) "Transferring power to lower administrative levels and bringing into
play the managing initiative of various foreign trade enterprises."
This involved the abolition of the monopoly powers of the national
FTCs, and the granting of trading rights ~o certain enterprises. It
also envisaged the effective decentralization of power to individual
branches of national FTCs, which would become separate accounting
units.

(c) "Adopting the agency system for conducting foreign trade." The new
system was to be adopted immediately with respect to imports, with
"end-users taking responsibility for their own profits and losses."
For export commodities, its application would vary from commodity to
commodity, with the agency system being adopted for manufactured ex-
ports, but direct purchase to be continued for agricultural and
handicraft products. The extent to which this most crucial of trade
reforms has actually been adopted is discussed further in part B
below.

(d) "Reforming the foreign trade planning system," by relying more on
guidance plans and less on command plans.

(e) "Reforming the financial management of the foreign trade system."
This step follows from the other reforms, as FTCs avoid "imposed"
losses with the introduction of the agency system and the adoption
of decentralized accounting. The individual FTCs were to begin
paying taxes rather than handing over all profits to the state.

1.28 When these three elements were combined, it became a clear blueprint
for the expansion of trading activities at the provincial level and for the
proliferation of trading companies. Although statistics are not available,
MOFERT data (which exclude trade under "special" arrangements such as joint
ventures and compensation trade) indicate that in 1981 FTCs under MOFERT
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accounted for 91Z of exports and 871 of imports, but that by 1984 those ratios
had declined to 79%, and 65X respectively. These statistics also reveal that
the main area for growth outside of the MOFERT FTCs was in technical imports.
In 1981, imports by Techimport accounted for 16.51 of all imports; by 1984,
this share had declined to 4.1% despite a rapid increase in the total volume
of such imports. (Imports in SITC category 7 were US$4.6 billior. in 1981
US$7.6 billion in 1984, and US$16.4 billion in 1985). Therefore the decentra-
lization of 1984-85 was used at the provincial level particularLy for increas-
ing the levels of imports of machinery and equipment. Li 1978, as already
noted, there were only 12 FTCs, albeit with branch offices. By the end of
1984, there were over 1000 separate entities directly conducting foreign trade
business.

1.29 This decentralization of trade management coincided with an accele-
ration of economic growth to 12% p.a.; a decentralization of banking, which
led to very rapid credit creation; and a conscious decision on the part of the
central government to reduce the level of foreign exchange reserves by in-
creasing technology imports. The combination of these factors led to a rapid
increase in the trade deficit. Because of this, the authorities felt com-
pelled to tighten controls beginning in mid-1985. (See Main Report, para.
3.15-3.20).

1.30 It was not feasible to reverse fully the decentralization of trading
authority that had already occurred. The approach taken was to increase the
number of commodities on the list of restricted imports, and to introduce
widespread export licensing. At the same time, the State Administration for
Exchange Control (SAEC) attempted to restrict access to foreign exchange re-
tention rights, in conjunction with apparently slower procedures for approving
import licenses. In some cases, such as production lines for TV sets and au-
tomobiles, MOFERT introduced an outright import ban. The current status of
import and export licensing is discussed in Annex 2.

1.31 Overall, therefore, during the 1979-85 period, there was some ini-
tial experimentation, followed by rapid decentralization, and when this had
some perceived adverse consequences, some recentralization through an overlay
of additional central controls. Nevertheless, from the point of view of day-
to-day business, a major change in practices took place over the period, with
the function of the center slowly changing to one of making policy and exer-
cising overall controls.



ANNEX 1
- 10- Page 10

B. The Trade System in October 1986s A Snapshot

The Role cf the Foreign Trade Plan 3/

1.32 The Foreign Trade Plan remains at the center of the trade regime in
China, as it has since the mid-50s. In the following sections, we will dis-
cnss the formulation and implementation of the Plan. However, it is also
important to consider the overall role of the Plan, and its function with the
macroeconomic framework. There are three key roles of the Plan in this
regard.

(a) It acts as an instrument of protection, in that it attempts to
exclude requests for imports when there is a local substitute
available, regardless of price or quality. In this sense, the Plan
acts as a part of the import quota regime.

(b) Similarly, on the export side, it attempts to overcome the anti-
export bias in the trade system by mandating certain exports. A
question to be addressed later is whether this is a more costly way
for the economy to earn foreign exchange than the use of improved
incentives.

(c) From the point of view of the central planners, the Plan has the
critical role of attempting to balance imports and exports, domestic
supply of and demand for critical commodities (such as steel where
there remain domestic production shortfalls), and domestic and
foreign demand for scarce consumer goods.

1.33 As noted in paragraph 1.27 above, one of the stated aims of the
reform program is gradually to change the role of the plan, in particular
reducing the role of mandatory or command plans. These were to be replaced
over time by guidance plans, which would rely more for their implementation on
the use of economic levers. To a significant extent, this process--which has
been initiated at the level of Central Government--is being undermined at the
provincial or municipal level by provincial authorities, who convert guidance
plans received from the center into command plans at the provincial level.

1.34 However, there is no doubt that the role of the Plan has changed in
two important ways in recent years. Firstly, before 1978, imports were the
driving force The list of necessary imports would be drawn up, and exports
identified to generate the required foreign exchange or pay for them. In
terms of process, this is now different, and an export target is first drawn
up, which is then used to determine the affordable level of plan imports.
Secondly, since 1979 the Plan has covered a smaller proportion of trade.
Whereas before 1979 all trade was included in the Plan, which covered some
3,000 commodities, and very few imports or exports were made that were not

3/ It should be noted that all figures quoted in this section are World Bank
estimates based on interviews at the enterprise level, and the foreign
trade plan remains unpublished.
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covered by the Plan, this is no longer the case. We estimate that about 70-
80% of all exports are still within the Plan, but the level of above-Plan
exports--which oermit above-Plan imports--appears to be rising steadily, and,
as we shall see (paragraph 1.45), the current incentives are geared to
encouraging this trend.

Formulating the Foreign Trade Plan: Exports

;.35 The procedures for formulating the export and import plans are quite
different, although the two processes occur simultaneously. Both commence in
June-July of the year preceding the Plan year and are finalized at the
National Foreign Trade Planning Conference, which is held in October each
year, following which the Plan is submitted by the State Planning Commission
for approval by the State Council. One essential feature of the general
planning process in China that is hard to capture in a brief description is
the iterative negotiations that take place. It is not the case that local
organizations collect information and submit it to central planners who than
produce a coordinated plan, but rather that a repeated set of interactions
occur between the lical and national levels, until the final result is
obtained of a Plan which local officials feel able to implement (or, more
usually, one whose targets they know they can meet and usually exceed with
ease), and with which central officials are content.

1.36 The process for the export plan begins with branch offices of FTCs
and other trading organizations, which are requested by MOFERT to provide
quantitative estimates of goods available for procurement in the following
year. These estimates are fed upwards to MOFERT and SPC. Of course, for most
commodities, export production remains a small percentage of total
production. It appears to be only in isolated cases--such as in the garment
sector--that factories produce primarily for the export market. In such a
situation, how should branch FTCs estimate export supply? Two factors are
relevant: firstly, as described below (paragraph 1.45), incentives are
provided for exceeding plan targets, so rational behavior on the part of FTCs
suggests that they should attempt to minimize the planned level of exports;
and secondly, they are aware of national targets for export growth over a
particular Five-Year Plan Period.

1.37 Therefore, the logical behavior for an FTC is to take the present
year's export target--assuming that it is a reasonable one--and increase it by
the average rate of growth of exports for the plan period. For example, it is
reported that the Plan level of exports for Fujian Province in 1985 was
US$340 million. However, the actual outcome showed exports of US$490 mil-
lion. Nevertheless, the Plan target for exports in Fujian Province in 1986
was reportedly raised to only US$380 million, while the province itself was
targeting US$500-550 million. The Province thus succeeded in satisfying
central targets with ease, and also benefitted from above-plan rewards.

1.38 When all estimates of export supply are assembled, MOFERT and SPC go
through an elaborate procedure, in combination with the import plan, and
derive a final export plan. It is at this point that a crucial step is
made: the separation of the export plan into command and guidance plans.
This is something that varies from year to year. It had clearly been the
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intention of MOFERT in October 1984 that command planning would be associated
with products that would still be purchased directly--notably agricultural and
handicraft products--whereas guidance planning would apply to agency procure-
ment. However, command planning continues to apply to about 701 of Plan
exports. Unlike import planning, in which there is a short list of command
plan commodities (see paragraph 1.48), the coverage of the export command
plans seems to vary from province to province. However, there are certain key
commodities that are common to the export command plans of each province:
agricultural products, handicrafts, oil, coal, textiles, garments, other metal
and metallic product exports and machinery--a total of about 120 commodity
items.

1.39 There are four essential elements that differentiate command plan
exports from guidance plan exports.

(a) All producers of command plan exports are provided with production
inputs through the materials allocation system (see footnote 3) at
fixed state prices. Depending on the province, guidance plan
commodities may or may not be so covered.

(b) Command plan exports are specified in quantities, as would be
expected with products included in the materials allocation
system. Guidance plans are specified in values, expressed in US
dollars. Expected values of command plan exports and expected
quantities of guidance plan exports are specified, but provinces are
expected to achieve the quantity targets of command plan exports and
the value target of guidance plan exports.

(c) The command plan targets are very specific, and for several
commodities--such as textiles and coal--the provincial targets are
for procurement to fill centrally-negotiated contracts, as in the
pre-1978 system. For guidance plans, provinces are at liberty to
change the planned composition of exports provided they fulfill the
overall target.

(d) To accompany element (a) producers have no choice over supplying
command plan commodities to specified FTCs. For guidance plan
commodities, it varies from province to province, but there is
nothing in the system to compel producers to supply FTCs. In some
provinces, it is reported that guidance plans become translated into
command plans, including materials allocation and compulsory export
supply at fixed prices. In other provinces, FTCs compete with
domestic purchasers for supply. For commodities where above produc-
tion plan output can be sold on the free market, producers have to
weigh the relative benefits of higher domestic prices or of access
to foreign exchange retention rights (see Main Report, Chapter 3).

Implementing the Export Plan

1.40 At the present time, in stark contrast to pre-1978, the responsibi-
lity for implementation of the export plan for most commodities rests firmly
with the provinces. Once the export plans have been agreed and distributed,
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it is up to the provincial MOFERTs and provincial branches of FTCs to go out
and find export markets and contracts to fulfill the plan, except for a few
selected commodities. Particularly in the early period of the decentrali-
zation in 1984, this led to some considerable competition among provinces.
The current foreign exchange retention scheme (see Main Report Chapter 3),
while giving relatively limited export incentives to producers, gives major
incentives to provincial governments to increase exports. The higher the
level of exports, the higher can be the level of imports approved directly at
the provincial level, and thus the larger can be the number of modernization
and expansion projects carried out in the province concerned.

1.41 The products in which China was able to increase its exports rapidly
in 1984-85 were relatively homogeneous: agricultural commodities, textiles,
handicrafts. As markets were relatively poorly developed at that time, it
seems that provinces began to compete with each other to supply a relatively
fixed demand. This were particularly the case for agricultural exports to
Hong Kong, where large profits were originally being made. As a consequence,
prices fell in the Hong Kong market, and total revenue fell. Similarly, with
competition to fill fixed quotas for textile exports, a less than optimal
composition of small exports arose. For these two groups of exports in
particular, therefore, the central authorities felt compelled to recentralize
export decision-making. It is now the case that provinces are given rigid
quotas for specific commodities that they may export in these two commodity
groups. In the case of agricultural exports to Hong Kong, the National
Cereals, Oils and Foodstuffs Import and Export Corporation has a monopoly over
such exports, which it exercises by giving monthly quotas for such exports to
its provincial branches, with instructions that such quotas are to be spread
evenly over the month. They also maintain offices in Hong Kong and watch
market prices on a daily basis, so that supply can be regulated to maintain
optimum prices. In these cases in which China is a dominant exporter, and in
which demand is relatively inelastic, it is apprepriate that some form of
constraint should be operated on the level of exports so as to maximize reve-
nue. However, there may be more efficient ways to organize these constraints
then heavy central control (see Main Report, paragraphs 2.55-2.56).

1.42 As already noted, it is the provincial FTCs that implement the
plan. For command plan exports, this is a straightforward process. These are
mandatory, and FTCs arrange for the delivery and marketing of these goods, for
which the producers are paid at fixed state prices. For guidance plan
exports, there are five different modes of plan implementation.

(a) At the provincial level, guidance plans are converted to command
plan, and the command plan procedure is followed. This appears to
happen rarely in progressive provinces such as Fujian or Guangdong,
but may be quite common elsewhere.

(b) Supply contracts are negotiated with producers at fixed state
prices. This is easier to achieve the higher is the foreign
exchange requirement of the producer.

(c) Supply contracts are negotiated at higher than fixed prices, where
the producer has the alternative of supplying to the free domestic
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market. (FTCs cite competition from domestic purchasers as the
single most important constraint to increasing exports.)

(d) FTCs negotiate contracts with producers on an agency basis, deduct-
ing their fees and passing on the international price to the
producer.

(e) Supplies are procured from "captive" produ:.ers, which have been
financed by the FTC. This practice was cited frequently in the
lucrative seafood export business, and is often the case for the new
FTCs set up by industrial ministries.

1.43 For the vast majority of producers, the FTC remaine the sole outlet
to the outside world. Furthermore, it appears that for most producers the FTC
procures at the fixed state price. In many cases, this means that the FTC
will suffer a loss, but in those cases where exporting is highly profitable,
this is not passed on to the producer. Most FTCs procure a fairly wide range
of commodities, and they cover losses on some lines with profits on others.
It seems that the MOFERT policy of instituting export procurement on an agency
basis has been implemented to only a very limited extent, and that most goods
are procured by FTCs for their own account, in contrast to the situation with
respect to imports (see paragraph 1.58). Indeed, of the five reforms
announced in October 1984 (see paragraph 1.27), it is this reform which is
most conspicuously not being implemented. One of the main reasons for this is
probably that it became apparent in 1985 that full implementation of this
policy would have resulted in a decline in the level of exports, unless there
were a large devaluation of the Rmb.

1.44 There are, of course, other factors to be taken into account.
Firstly, the FTCs had been in operation for many years when the reforms took
place, and even branch offices had many contacts with overseas buyers. So far
as the producers were concerned, the FTC would, as in the past, handle all
such contacts and negotiations, including specifications, quality control,
packaging, procurement of inputs etc. It was difficult for producers to break
out of this pattern, in terms of acquiring new expertise, and incentives were
not provided to encourage them to take on new, demanding tasks.

1.45 FTCs, on the other hand, remain strongly motivated towards achieving
high levels of exports, and in particular to exceed export targets. FTCs seek
to increase profitable exports, and they will frequently use these profits to
finance loss-making exports, since the rewards for achieving high levels of
exports and exceeding export plans are much greater than the rewards for
making profits. FTC's profits are all handed over to their parent organi-
zations, and while there may have been some stricter imposition of budget
constraints on FTCs in recent years, there remain five very strong motivations
for FTCs to expand the level of exports and to resist pressures from producers
who wish to engage directly on export business.

(a) There is a more or less formal system of incentives provided by the
central government to FTCs in direct proportiott to the extent to
which they fulfill or exceed export targets. These incentives take
two forms: bonuses to individual employees of FTCs which may exceed
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the national limits on such bonuses; and bonus incentive payments to
FTCs. These latter vary from province to province, but seem to be
of the order of 3 fen per US dollar earned if the target is
achieved, and 10 fen per US dollar for each dollar earned above the
plan target.

(b) Pressure--and in some cases, it is reported, incentive payments-
from provincial authorities to provincial FTCs increase exports in
order to increase the level of foreign exchange retained at the pro-
vincial level, since 12.5% of all foreign exchange earned is availa-
ble to provincial authorities to finance desired imports. Moreover,
it is reported that: there can be higher rates of foreign exchange
retention for above plan exports, presumably by negotiation.

(c) The greater flexibility in importing under the current regime per-
mits FTCs to operate in profitable import activities and use the
proceeds to cover any export losses. While this was always possible
before, it is now much easier for FTCs to make their own choices in
selecting imports.

(d) In the generally freer environment, there are attractive opportuni-
ties offered to the staff of FTCs, if they can achieve high levels
of exports. In particular, staff of FTCs have opportunities to
travel and, increasingly, they have opportunities to live and work
in overseas offices of the FTCs. These are powerful incentives in
China.

(e) Finally, there is the natural tendency of workers in an administered
system to seek to expand or maintain bureaucratic size and power,
since this is to a considerable extent the measure of success in
such a system.

1.46 Overall, therefore, despite the apparently wide-ranging reforms that
have been announced and implemented in the trade sector, we find an export
system that retains many of the features of the pre-1978 system, albeit at a
much less centralized level. We would summarize this in four distinct charac-
teristics of the export system as it stood at end-1986.

(a) The foreign trade corporations continue to dominate export activity,
and direct contacts between producers and export markets remain very
limited.

(b) International market prices continue to have only a moderate impact
on procurement prices and patterns, and domestic market prices
continue to be the main determinant of export procurement prices.

(c) While command plans are less important than in the pre-1978 system,
quantitative export targets remain of critical importance in the
system.

(d) Related to (c), the quantity of exports continues to Le much more
important than the efficiency with which such exports are made.
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The Import Plan

1.47 It has already been noted that there have been some substantial
changes in the nature of the foreign trade plan since 1978. In line with
general commodity planning, individual trade plans were drawn up at that time
for some 3,000 commodities, whilst '-his has now been reduced to about 120
commodities. Moreover, the reform has been most far-reaching in the area of
import planning. From a system in which all imports were carefully planned,
in very 4 lose harmony with the production plan and the materials allocation
system,4 there is now a much looser system, with four essential components:

(a) A command plan system for seven key raw materials, a steady supply
of which is considered essential;

(b) A system of foreign exchange allocation for the import component of
priority investment projects;

(c) A system of foreign exchange allocation for other priority imports
of raw materials, spare parts and equipment; and

(d) An import licensing system to control noncentrally funded imports.

1.48 The import licensing system is discussed in Part II below. However,
it should be noted that this aspect of overall control is growing in import-
ance, not least because of the formalization of the foreign exchange retention
system in January 1984, together with the decentralization of external borrow-
ing authority and the growing numbers of foreign joint ventures. These three
factors have resulted in a growing capacity to finance imports at the local
level--i.e. without recourse to centrally controlled foreign exchange--and, in
order to attempt to maintain macro-balance, the central authorities have rein-

4/ The materials allocation system was, until the recent economic reform,
the basic tool for managing the economy in China. Even today, it remains
of vital importance. Under the system, production of major commodities
is planned, to the level of the production unit, and both raw materials
and final outputs are allocated to users. Thus, a truck production
factory would be required to produce, say, 100,000 trucks per annum, and
the necessary amount of steel would be allocated to the truck factory.
The trucks would, in turn, be allocated to end-users, to whom the truck
factory would make deliveries. This system removes marketing from the
sphere of influence of producers, and the sales occur at fixed state
prices. It is through this system that the necessary level of imports of
particular commodities could be planned; since there would be a deter-
mined quantity both of production and consumption of a particular
commodity, imports would be planned to fill any gaps.
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troduced and strengthened import licensing.5/ Imports financed at the local
and enterprise level without central foreign exchange now account for 30-40%
of total imports.

1.49 The Command Plan. As noted above, command planning for imports is
now reduced to covering only the seven key raw materials which are under
"unified management": steel, chemical fertilizer, rubber, timber, tobacco,
grain, and polyester and other synthetic fibers. Nevertheless, these commodi-
ties accounted for about 40% of imports in the 1982-84 period, although some-
what less in 1985-86 because of higher technology and equipment imports. The
imports of these products are closely tied in with the materials allocation
system, and the import requirements for these commodities are estimated by the
State Planning Commission (SPC) in cooperation with various ministries respon-
sible for production. As in the old trade planning system, the import re-
quirement is calculated as the difference between the volume of the raw
material reg9ired by the materials allocation system, less available domestic
production._ Since these commodities are considered national priorities,
they are the first to receive a foreign exchange allocation.

1.50 Once imports have been determined and a foreign exchange allocation
made, import responsibility is assigned to a particular FTC. Mostly, these
are the national FTCs under MOFERT, such as the National Cereals Oils and
Foodstuffs Import and Export Corporation, but some are assigned now to FTCs
established under production ministries, such as the Ministry of Chemical
Industry for fertilizers. The ministerial FTCs are generally better able to
time imports into the domestic production cycle. Apart from these small
recent changes, this segment of the import plan closely resembles the pre-1978
system.

1.51 Priority Investment Projects. This category covers two types of
projects: imports of complete plants for industrial expansion, and centrally
funded general investment projects, such as those funded by the proceeds of
World Bank loans and credits. The former are of much greater importance. For
these imports, the SPC is again the principal institution, since it must
review and approve each project in the annual investment program. It appears
to be only rarely the case that major projects are funded entirely locally.
Issues related to the approval of major projects were discussed in the Bank's
Finance and Investment report, and will not be repeated here. Suffice it to

5/ Foreign exchange retention rights do not have an expiry date. Thus, for
example, an enterprise may accumulate a retention right in 1985 and use
it in 1987. This would result in an "unplanned" import and demand for
foreign exchange. The SAEC may not have taken foreign exchange retention
rights fully into account in annual foreign exchange allocation planning
(and, indeed, they may not have maintained full records of such rights at
the national level).

6/ In 1985, in particular, there were quite high levels of steel imports
financed at the local level as part of locally financed investment
projects.
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say that such projects require a full feasibility studyt including estimated
foreign exchange requirements. Any such projects including foreign exchange
expenditures of US$100 million or more require State Council approval, while
projects over Y 30 million require the approval of SPC. The detailed import
requirements and technical specifications of modernization projects must also
obtain State Economic Commission approval.

1.52 When all these steps have been taken, the project automatically
receives a foreign exchange allocation. The nature of the project and its
financing determine whether the foreign exchange is provided in the form of a
grant, an RMB-denominated loan, a foreign exchange (usually US$) denominated
loan, or simply an allocation of foreign exchange for which the sponsoring
enterprise, ministry or province must provide the counterpart RMB to purchase
the foreign exchange. Such imports are then incorporated into MOFERT's annual
technology import plan, anci since these large projects are generally
implemented over a number of years, probably 60-70% of this part of the tech-
nology import plan is determined by decisions taken in previous years. This
component probably accounts for about 15-20% of total annual imports, although
such a breakdown of import statistics is not available.

1.53 Other Priority Imports. Once the command plan imports and priority
investments projects have been provided for, SPC and SAEC will determine how
much foreign exchange can be allocated for other uses. If an enterprise or a
province wishes to import noncommand plan raw materials, spare parts or
individual pieces of equipment, it will attempt to obtain a central foreign
exchange allocation for these rather than use foreign exchange retention
rights. Although, to a large extent, the imports that get included in this
part of the program are determined on an ad hoc basis, priority is given to
import components of command plan exports.

1.54 If the required import is an item of equipment, or a sets of items,
it also requires SEC approval if it is above a certain limit. This limit
varies from province to province (i.e. it is higher for the SEZs, 14 open
cities, Fujian and Guangdong) but is generally US$50,000 per individual item
and US$500,000 in total. Below this level, it is for the approval of the
user's department in charge. It appears that SPC and SAEC essentially divide
this part of the foreign exchange budget between departments according to
historical shares, leaving final allocation up to those departments.

1.55 Other Imports. The process as just described leaves 30-40% of
imports to be determined and financed by other means. While some attempt is
made to plan these--for example by the requirement that all equipment imports
above the levels mentioned in paragraph 54 are given SEC approval--the basic
method of control is through import licensing. This is discussed in detail in
Annex 2. However, it is important to note two features of planning in this
area. Firstly, there are certain imports which central planners believe to
have been imported in sufficient quantities already, or which they regard as
"wasteful." In these cases, either an import ban will be introduced, such as
for motor-cars or production lines for television, or else a zero or very low
quota will be introduced.
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1.56 Secondly, MOFERT, in conjunction with SPC, draws up a "plan" for
imports of commodities not covered elsewhere in the plan, such as consumer
durables, food, and other equipment. These "plans" are essentially guidelines
for granting import licenses. Moreover, MOFERT probably also develops ceil-
ings for licenses for individual provinces. Any such guidelines are retained
within MOFERT, and are not made available to users. Therefore, enterprises
and provincial authorities do not know whether their proposals for locally
financed imports will be approved. Most provinces tend to submit requests for
such licenses 2-4 times a year. However, whilst there are isolated cases of
such applications being refused, and they may frequently be subject to delay,
it seems that provided a requested import has financing available and there is
no readily available domestically produced substitute, it is approved
eventually. Finally, it should be noted that for all these imports, as well
as for most imports in the third category (paragraphs 53-54), it is up to the
end-user to decide on the best import channel. At one time, little choice was
available, but now there is a choice between a national FTC, a branch of a
national FTC, a provincial trade bureau, a provincial FTC, or an enterprise
with trading rights.

Import Pricing

1.57 Just as the reforms of import planning have progressed further than
export planning, so have reforms of the pricing system for imports. Whereas
it seems that most procurement for exports continues to be made by FTCs on
their own account at domestic prices, the agency system is well established in
the import sector. Overall, however, there are three pricing systems for
imports.

(a) Command plan imports are sold on the domestic market for the regular
domestic price. This frequently results in losses for the FTCs
because of lower domestic prices, and they are directly compensated
for these losses.

(b) Imports of other items made by FTCs, by the state, or other import
agents of goods where there is price control cannot be sold at less
than the domestic price. Frequently, the State Price Bureau will
determine a price for the imported equivalent to account for quality
differentials, e.g. the domestic price for Japanese color televi-
sions is some 25% above the price of domestic color televisions.
Commodities in this group tend to be consumer goods, which are on
the restricted imports list. However, it is on these imports that
FTCs are able to make substantial profits.

(c) All other imports are made on an agency basis; i.e., the FTC
requires payment of the full imported cost plus all taxes and its
costs. The FTC's costs are generally only in the 1-5% range, as
they do not aim to make profits on such imports. The only exception
is for imports for foreign enterprises--such as hotels--for which
quite large margins may be charged. In particular, it seems that
virtually all imports of capital goods are now made on an agency
basis, and as much as 50% of all imports.
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C. Recent Trade Trends

Data Sources

1.58 The data used in the following analysis are drawn from four main
sources: Chinese Customs Statistics (CCS); IMF - Direction of Trade
Statistics (DOT); IMF - 'People's Republic of China - Recent Economic
Developments"; and the World Bank Trade Data System. Our primary source is
the CCS, which reports on a quarterly basis imports and exports at the two
digit level of the Standard Industrial and Trade Classification (SITC),
starting from 1981. However, since these are in yuan, they had to be conver-
ted into US dollars and suitable quarterly exchange rates had to be found.
Using the same lag structure as Chinese authorities, who work from monthly
data, we simply lagged monthly averages given in the IMF's International
Financial Statistics (IFS) by two months for periods through 1984, and by one
month from the first quarter of 1985. The estimated quarterly exchange rates
were then applied to the quarterly import and export values reported in the
CCS and the results suinmed to form annual totals for each commodity group at
the two-digit SITC level." For data before 1981 with similar commodity-group
breakdowns, we draw on the World Bank Trade Data System, which aggregates
exports and imports reported to the UN by China's trading partners.
Information on import sources and export destinations is from DOT. Trade
balances are also from IMF but from different documents: "People's Republic
of China - Recent Economic Developments", in which imports are given on an fob
basis, and in which adjustmegs in both imports and exports were made from
1982 onwards for re-exports.- Because the mentioned sources may have used
different accounting systems or estimating methods, some variation in the data
is inevitable, but the overall trends that each displays are consistent with
one another.

Overall Trends

1.59 Since the adoption of the "open-door" trade policy in 1979, China's
merchandise exports and imports have been growing rapidly, though not at an
even pace. (Growth between 1970 and 1978 was also high but from a much smal-

7/ Where comparison could be made, the results were found to be quite close
to official government estimates, by commodity breakdown where available
and in the aggregate. For example, except for 1982 total exports, in
which our estimate is 3.3% lower than the official estimate, and for 1985
total imports, in which our estimate is 1.7% higher, the difference is
less than 1%.

8/ The adjustment for re-exports was made on data on the basis of informa-
tion provided by Chinese authorities. Imports intended for re-exports,
identified mainly by non-change of ownership across the border, are
subtracted from total imports reported by the Customs, and when these are
finally re-exported their values are not counted, except for their value
added which is recorded in the invisible accounts.
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ler base and was therefore less significant in terms of the national economy
and world trade.) Between 1978 and 1985, both exports and imports grew faster
than GDP and also grew faster than world trade. As Table 1 indicates, during
this period exports grew at an annual rate of about 14%, rising from
US$10 billion in 1978 to US$25.6 billion in 1985, while imports grew at annual
rate of about 19% from US$11 billion in 1978 to US$38 billion in 1985.

1.60 With this growth in the overall level of imports and exports, trade
has become much more important in the economy as a whole. As Table 2 shows,
both imports and exports more than doubled as a share of GDP, indicating that
trade growth rates were well above GDP growth in the same period.

Table 1: CHINA'S MERCHANDISE EXPORTS AND IMPORTS, 1978-85
(in current US$ million)

Annual
growth

1978 1981 1982 1983 1984 1985 1978-85

Exports, fob /a 9,955 22,027 21,125 20,707 23,905 25,108 14.1
Imports. fob 7T 11,131 21,047 16,876 18,717 23,891 38,231 19.3

Balance of trade -1,176 980 4,249 1,990 14 -13,123

/a Excluding re-exports.

Source: See para. 1.58.
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Table 2s CHINA'S MERCHANDISE EXPORTS AND IMPORTS, 1978-85
(as Z of GDP)

1978 1981 1982 1983 1984 1985

Exports, fob 4.8 6.1 8.2 8.0 8.9 10.4
Imports, cif 5.4 8.0 7.2 7.7 9.5 13.5

Total trade 10.2 14.1 15.4 15.7 18.4 23.9

1.61 The same is true for China's share of world trade. As can be seen
from Table 3, between 1978 and 1985, China's share of world exports doubled,
while its import share rose from 0.9% to 2.3%. With a total trade at 24Z of
its CDP in 1985, China is no longer the isolated economy that it once was. In
fact, with its significant and rising shares of world trade, it has now become
an important member of the world community, and, coupled with its concen-
tration in certain products and markets, could have a great impact on world
trade, far beyond what its trade volumes would suggest.

Table 3: CHINA'S MERCHANDISE EXPORTS AND IMPORTS, 1978-85
(As Z of World Trade)

1978 1981 1982 1983 1984 1985

Exports, fob 0.81 1.17 1.28 1.32 1.40 1.52
Imports, fob 0.87 1.13 1.06 1.23 1.41 2.25

Source: IMF, Direction of Trade.

1.62 Average annual growth rates conceal wide fluctuations that have
often characterized year-by-year trends in China's exports and imports. After
a favorable performance from 1978 through 1981, exports fell successively in
1982 and 1983, rose again in 1984, and then slowed down in 1985, reflecting
mainly the volatility of oil prices. In 1985, oil accounted for 24.7% of the
country's exports. On the supply side, some difficulties were experienced in
procuring goods for exports as many producers found it more profitable to sell
their products in the domestic market in the face of rising demands for both
consumer and investment goods. During the same period, imports fluctuated
even more widely. This phenomenon stemmed largely from administrative deci-
sions rather than market forces. Alarmed by what were then regarded as big
trade deficits in 1979 and 1980--around US$2 billion in each year--and
reflecting the changed economic strategy (see paras. 1.19-1.21), the
authorities sharply cut back on imports in the ensuing three years, targetting
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action mainly on large industrial projects with heavy foreign inputs. Many of
those were suspended or scrapped at that time. Subsequently, with the more
liberal trade regime that was introduced in 1984, imports rose 27.6% in that
year and 60.0X in the following. While in 1984 trade virtually balanced an
account of a good export performance, in 1985 an unprecendented trade-account
deficit of over thirteen billion dollars was incurred. In this year, exports
rose about 5% in nominal terms.

1.63 The surge in imports in 1985 was caused by a coincidence of several
factors, mostly associated with the urban reform started in 1984. In 1984,
the economy was growing rapidly at about 14% in real terms. There were wide-
spread shortages of industrial raw materials and strong demands for capital
goods and consumer durables. Money supply and credit (mostly from domestic
sources) rose sharply in the last quarter of 1984. Total credit as measured
by the net domestic assets of the specialized banks and rural credit coopera-
tives rose by 45% during 1984. Two thirds of this expansion occurred in the
final quarter largely due to difficulties in credit control in the face of
strong credit demands from enterprises enjoying greater financial autonomy
under the reforms. Strong credit expansion continued during the early part of
1985. On the supply side, it seems possible that the monetary and credit
expansion may have been touched off by speculation that the People's Bank of
China was about to replace the rigid lending practices with a new system of
credit quotas, based on tkte volume handled by individual bank's in the past
12 months. As a result, with easy access to credit from the People's Bank of
China which had not quite completed its restructuring started earlier in the
year, banks rushed to issue more currency and to make loans to boost their
credit volume, so as to secure a larger allocation in the coming year. Bank
loans rose 48.4% in the month of December 1984 alone.

1.64 In the meantime, import and foreign exchange controls were eased as
the foreign exchange situation had improved. By 1984 China's foreign reserve
totalled US$17.8 billion or the equivalent of nine months of imports in that
year. Against this macroeconomic background a more liberal trade policy was
launched, designed primarily to decentralize foreign trade to the local
level. To this end, as noted in Part A, a large number of new foreign trade
bureaus and related agencies were set up across the country; local governments
and some large enterprises were empowered to engage in foreign trade
directly. Consequently, given the huge pent-up demand for imported consumer
durables and for industrial goods, coupled with the profitability of such
transactions, imports soared in the last quarter of 1984 and continued unaba-
ted through the first quarter of the following year, until the central author-
ities stepped in to restore many of the restrictions that it had earlier lif-
ted. In 1985, iron and steel imports rose 65%, and imports of motor vehicles
and chassis rose 200%. As a significant departure from the past practice, the
authorities hal on this occasion refrained from cancelling most of the import
contracts signed with foreign firms, and import controls imposed on commodi-
ties were more selective than hitherto. This may mark a serious recognition
of foreign trade as an integral part of the Four Modernizations Program and,
more significantly, the necessity of utilizing foreign resources to supplement
domestic resources if the program was to proceed unimpeded.



ANNEX 1
- 24 - Page 24

Conmodity and Market Concentration

1.65 Despite rapid growth in recent years, China's patterns of trade have
changed very little in terms of commodity composition and trading partners.
Exports continue to be largely based on a few traditional products, namely,
food, oil and textiles, while the large share of exports to the top four
countries combined--Hong Kong, Japan, the US and West Germany--has stayed
virtually unchanged. China's import pattern, on the other hand, seems to have
changed radically with respect to end uses, although import sources have
remained similar.

1.66 Selected exports are presented in Tables 1.1 and 1.2. Between 9 978
and 1985, the combined share of the six most important commodity groups,-
changed very little, accounting for just over half the total. However, the
degree of concentration rose, as measured by the Gini-Hj6jhman Index, which is
particularly sensitive to changes in individual shares. This index went up
from 23.9 in 1978 to 29.3 in 1985, largely because of the rapid growth of oil
exports. China raised its oil export tonnage substantially in 1984 and 1985,
and oil accounted for 24.7X of total exports that year, twice the 1978 share.

1.67 Imports by end use are presented in Tables 1.3 and 1.4. In contrast
to exports, import composition in terms of end-use changed dramatically during
this period. The share of capital goods went up from 18.7% in 1978 to 41.41
in 1985, while consumer goods halved, largely on account of a sharp decline in
food imports. The share of raw materials also fell, although these imports
increased substantially in absolute values. Within the consumer goods
category it is interesting to note that the share of consumer durables--
notably motor vehicles--actually rose from negligible levels in 1978 to 3.4%
of total imports in 1985. The dramatic change in the import composition
clearly mirrors the effects of the recent and on-going economic reforms. As a
result of the rural reforms in which communal production was replaced by a
household contractual system, agricultural output rose sharply in recent
years, thus reducing food and agriculture-based raw material imports,
particularly grain and cotton (see Annex 3 for a fuller discussion of this
phenomenon). The increase in the share of capital goods imports was clearly
driven by high investment demand, coupled with a desire to "modernize".
Within the category of capital goods, most of the increase was attributable to
machinery and equipment imports.

9/ Animals and meat, cereals, fruits and vegetables, petroleum, textiles,
and garments.

10/ Gini-Hirshman Coefficient = 100 x (Xjt/Xt)2

where j = commodity
n = number of commodities

xjt = exports of commodity j in period t
xt = total exports of goods in period t
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1.68 China's exports and imports are heavily concentrated in a few
markets, and import market concentration is still rising. As Table 1.5 indi-
cates, the combined share of exports tu the top four markets--Hong Kong,
Japan, the US and West Germany--was 57.1% in 1985--almost the same as in 1981,
but much greater than in 1978.

1.69 As can be seen in Table 1.6, the combined share of the sa T four
trading partners was 64.9% in 1985, rising from only 45.1% in 1978, T/ The
increase shown between 1981 and 1985 actually took place largely in 1985, due
mainly to a sharp rise in imports from Japan, which now accounts for one-third
of the total. As a matter of fact, about three-quarters of China's trade
deficit in 1985 was with Japan, around US$10 billioai.

Trade with Developed and Less-Developed Countries

1.70 China's trade is heavily geared towards developed countries
(DC's). This is hardly surprising, given China's abundance of cheap unskilled
labor and relative scarcity of capital, both physical and human. In 1985,
41.8% of exports went to DCs compared with 27.2% to LDCs, not including Hong
Kong (see Table 1.7). The share of DCs is, however, understated to the extent
that the majority of Hong Kong's re-exports of Chinese goods is aiso destined
for these countries (see para. 1.72).

1.71 The share of the LDCs went up dramatically between 1978 and 1981 but
stagnated in more recent years. The share of DCs also peaked in 1981 and the
increases of both groups between 1978 anA 1981 were at the expense of the
share of the COMECOM, (marked "others" in the table), whose share dropped
dramatically in the same period. Shares of imports were more skewed and have
become even more so in recent times. Ovi,two-thirds of China's imports are
from DCs, compared with 15.1% from LDCs._

Hong Kong Trade

1.72 Chinese published data do not show final destinations of China's
exports to Hong Kong, but seem to record imports originating outside Hong Kong
but transhipped through there according to their points of origin. On the
basis of Chinese data, Hong Kong is China's largest export market and one of
its major sources of imports, accounting in 1984 for 26.5 and 10.8% of China's
exports and imports, respectively. (See Tables 1.5 and 1.6). However, if an
adjustment were made for re-exports, Hong Kong's share of China's exports

11/ The increasing trend of import market concentration is confirmea by
calculations of the Gini-Hirshman coefficients for import market shares:
30.6 (1978), 36.8 (1981) and 39.8 (1985).

12/ In 1985, for instance, there was a trade deficit of US$18.4 billion with
DCs but a surplus of US$1.0 billion with LDCs, again not counting Hong
Kong, which, if included, would change China's directional pattern
somewhat, i.e., if Hong Kong's re-exports to DCs of Chinese goods were
taken into account (see paragraph 1.72).
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would be about half of the level shown, while shares of other countries,
mostly industrialized, would rise correspondingly. Hong Kong would then be
China's second largest export market, next to Japan. With reference to
Table 1.8, according to Hong Kong's official statistics, in 1984 some 55X or
US$3.6 billion of China's exports to Hong Kong were in fact reconsigned to
other markets. One third of those is identified to have gone to the US alone.

1.73 The same table shows that in 1984 the value of Hong Kong's
re-exports to China (or China's imports through Hong Kong) was US$3.6 bil-
lion. Given that recorded imports from Hong Kong are only US$2.9 billion it
is clear that China correctly records the majority of Hong Kong's re-exports
to China according to the initial country of origin, with Hong Kong serving at
an entrepot. Given the large volumes of Chinese trade it handles, Hong Kong
is a key player in China's foreign trade.

Conclusions

1.74 With imports and exports combined amounting to well over 20% of its
sDP, China is no longer the isolated economy that it once was. Moreover, with
around two percent of world trade, it has indeed become an important member of
the world trading community. China's potential impact on world trade can be
more fully appreciated if one considers that its imports and exports are
relatively concentrated both in commodity composition and directional
pattern. If this degree of concentration were to continue, China's exports,
as their volumes grow, would be likely to run into growing foreign protec-
tionism, as is already being experienced in textile and garment exports. As a
long-term strategy, it is, therefore, important that diversification of export
markets and, with some reservation, diversification of export goods be given
serious consideration. To minimize the risk of foreign protectionism and to
pave the way for increased volumes and wider range of its exports, it is
necessary that China broaden the now heavily concentrated market base and be
less dependent on individual markets. The case for product diversification,
however, is not so clear-cut and must be based on China's dynamic comparative
advantage, as stressed in the Main Report.

1.75 The relatively wide fluctuations that have characterized China's
trade, particularly in recent years, strongly support the case that has been
made in this report that better coordination is needed between trade policy
and other economic policies and, specifically, of price reform, monetary
policy, and enterprise management. The unsustainably large trade deficit of
1985 appears to have occurred primarily because trade liberalization was
carried out at a time when other macroeconomic policies were not in balance.
Trade liberalization, per se, therefore, should not be blamed for the trade
deficit that resulted.



table 1.1: China - Seleted Exports, 1978-8

_----- -- - --- - ----------- __ - - -- - -- - -- _ l rut~~~~~~~~~~~~~~~~ - m u 6roeth I
COMOIWI 1m7 1981 1982 193 1984 1985l198-85

Live anials, seat & seat preparations 552 743 850 784 777 ?64 0.7
Cereals & cereal preparations 398 293 222 214 442 10Q3 38.?
Fruts & vegetables 572 838 812 804 817 834 -0.1
Textile fibres 433 452 586 671 921 1158 26.5
Coal, coke & briquets 46 36 384 336 316 352 -0.8
Petroleum petrole. products 1214 4803 484 4319 5637 65 9.1
Cheuicals 492 1327 1191 1248 1356 1373 0.8
Textile, yarn i fabric 1585 260 1973 2899 3655 3271 5.3
Machines & transport equipmnt 410 1082 1279 1217 1478 774 -i.0
Articles of apparel .5 1842 1930 2055 2634 2079 3.1 s
Footwear 90 225 229 222 251 260 3.1 ?
Otbers 3289 7161 7290 7405 7624 8804 5.3

lotal Exports 9750 21188 2639 22115 25908 2714 6.0

Soues: 1961-85: Chinese Cstes Statistics; 1918: Staff's estiutes based on
Statistical learbool of China itotal exportst & owr1d ank Trading Syste bata.
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laole i.2: China - Selected Exports, 1978-85

CO OITi 19f8 1981 1982 1983 1904 I9

Live animals, seat s meat preparations 5.7 3.4 3.9 3.5 3.0 2.6
Cereals & cereal preparations 4.1 1.3 1.0i 1.0 1.7 3.9
Frv;ts & veqetables 5.9 3.8 3.8 3.6 3.2 3.0
[extile fibres 4.4 2.l 2.1 3.0 3.6 4.2 3
Coal, coke & briquets 0.5 IS 1.8 1.5 1.2 1.3 co
PetrDleu & joetro1eoa prodacts 12.5 22.0 22.6 19.5 21.8 24.7 c
hemicals 5.1 6.1 5.5 5.6 5.2 5.0
textile, yarn & fabric 16.3 12.2 9.1 13.1 14.1 11.9
Naclknes & transport equipment 4.2 5.0 5.9 5.5 5.1 2.6
Articles of apparel 0.8 8.5 8.9 9.3 10.2 7.5
footwear 1.0 1.0 1.1 1.0 1.0 0.9
Others 33.7 32.9 33.7 33.4 29.4 32.0

total Exports 1i(.0 100.0 IOu.0 100.0 100.0 100.0

Sourcesi 1901-85: Chinese Custom Statistics; 1910: Staff s estiuates based on
Statistical Vearbook of China ttotal exports) & wIrld [ant lradianq Systes [ata. o 

OD1



Iable 1.3: China - Imports by End Use, 19J8-85
---- iian current US$ millioa)

---------------- - ---------------------------------- --- - --- ---- - - ------------------ --------- moat 6rcwth I
1978 1991 1982 1983 1984 I905 1981-85

Consuser 6oods 1721 4003 4486 M555 3086 3373 -4.2
Food 1.42 3608 4Ib 5119 2312 1566 -168.
burables 30 144 135 205 558 1456 18.Z
om-daurables 48 251 184 II1 211 355 B.1

Raw Naterials 1046 10109 9833 11729 13S59 19355 15.9
Fuel 65 82 187 111 139 III 20.3
Others 6900 10621 964b 11619 13620 19184 15.9

Capital 6oods 2034 6427 3726 4764 8211 17780 29.0
fachinery & equipment 1122 5652 2967 #3271 6227 13155 23.5
Construction 185 150 202 298 403 719 48.0
transport 727 626 557 1195 1641 390 58.1

Unclassified Como dities 89 900 1109 1337 2212 2455 28.5

TOTAL INPORTS, c.i.f. 1089 22039 19154 21346 27328 42963 18.2

iources: 198t-85 datas Cbinese Customs Statistics; 19718 Staff's estimutes based an
Statistical vearbook of Ehina Itotal imports, i World Bank Trading System hata.
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abile 1.4: China - 14bpt CoepOStiom by End gt, I976-85 .
las I of total iaw.ts,

1978 19B1 1902 193 1'84 I95 
..-- - - - ----- _ _ _ _ __ _

Consuwr foods 15.8 18.2 23.4 16.5 11.3 7.5
Food 15.1 16.4 21.8 14.6 8.5 3.6
lurables 0.3 0.7 0.7 1.3 2.0 3.4
bon-durables 0.4 1.1 1.0 O.S 4.8 0.8

Raw Haterials 64.7 48.6 51.3 54.9 50.3 45.1 
Fuel 0.a 0.4 1.0 u.5 u.5 0.4
Others 64.1 40.2 50.4 54.4 49.0 44.7

Capital Soods 16.7 29.2 19.5 22.3 30.3 41.4
Iachinery & equipseut 10.3 25.6 15.5 15.3 22.8 30.6
Constructioa 1.7 0.7 1.1 1.4 1.5 1.7
transport 6.7 2.0 2.9 5.. '.0 9.1

Unclassified Comodities 0.8 4.1 5.8 6.3 0.1 5.7

TOTiL INPflRI, c.i.f. 100.0 100.0 100.0 100.0 100.0 100.0

Sources: 1981-85 data: Chius. Custom Statistics; 19718 Staff's esteates based on
Statistical earbhool of China Itotal isports) & World 6ank lrading system Data.



table 1.5:t Eina - ExWorts to Slected Comtries, 1978-85
-hs I of Idtal Exportsk

HK JAPAN USA U 6ER UK FRAULE ITALY C"DA USIR IEtHER OIlER

lV4 2b,O 11.A 2.8 3.4 3.8 1.0 1.7 l.0 1.2 9.0 31.1
1981 24.5 22.1 1.0 3.9 1.9 1.3 1.2 u.B 0.8 2.1 34.4
1s8 is. I z.0 a. 1 3.5 1.3 1.3 1.1 i.@ l.0 1.3 35.9
198 A.2 20.0 1.1 3.9 2.1 *.0 1.0 0.9 0.8 1.5 34.3
1984 26.5 20.1 9.3 3.1 1.3. 0.9 1.2 1.0 0.9 1.3 33.8
1N85 2S.6 22.3 8.5 2.7 1.3 0.8 l.l 0.9 0.7 1.2 3h.9

Sources IF, hrectio of Trade Statistics.



[able 1.6 Chio - IWorts from Selected Coutries, 1970-85
--- - ---- (As I of lotal lWortsl

NK( JAPAN USA U 6ER UK FRANCE IIALY CAUA AUSIRA NETIIE BIERS

1910 (.1 28.4 a.6 9.4 2.7 2.3 1.7 5.3 6.6 1.2 35.1
1981 5.1 28.6 21.6 6.2 1.1 1.9 1.6 5.4 2.6 0.6 24.8
19od 6.9 20.*6 22.8 5.1 1.4 1.2 1.7 6.5 4.8 0.5 28.5
1983 8.0 25.0 12.9 5.7 2.6 3.0 1.4 7.5 2.9 0.5 29.1
1984 10.8 31.1 14.8 4.8 2.0 1.4 1.7 4.1 3.5 0.6 25.2
1985 11.2 35.7 12.2 5.8 1.8 1.7 2.1 2.7 2.6 0.6 23.6

…---- - …-- -- ------------------------------

Sowce: IIF, Direction of Trade StatistIcs.
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lable 1.7: Cbins - Direction of trade by Econwuic Region, 1978-85

SNAE NUN DC's S"HAE NUH L9C S SMARE NllH HK SNARE NllN 41MERM
Exports loports Exports laports Exports laports Exports laports

li71 36.4 68.8 18.3 15.1 25.4 (.1 19.9 15.4

981 44.0 74.4 21.9 13.7 24.5 5.7 3.a 6.2

l9O2 42.9 68.9 29.4 15.4 23.1 6.9 4.0 8.6

Iff 42.1 is.l 2b.9 16.2 26.2 L.b 4.0 1.1

1904 41.9 69.0 2a.5 13.4 26.5 10.0 .5.1 6.0

t(d5 41.0 70. I 27.2 13.5 23.6 11.2 7.4 5.2 1

Source: IF, birection of lrade Statistics.
Rearks: LC's does not include OlK; this Is included in Otbers*

;~ ~ ~ ~ ~ ~ ~ ~ ~~~~~~~~~~~~0



fable 1.0: China-M"_ IrWe# 1984
------ lia cornbt 118 uihizasi

lwrts ftoh N10h-NWs Elputs to f 1ich 
be, ~aq J* Chime b u.,mts

2054.9' 35007 A592.9 352 .2

Food Live tauls 2.9 47.5 11*.1
eV & tObacco 24.9 81.(# 42.3 S 1122.8

Crue Natenials 25.5 150.0 454.5 JP 213.2
mIneral f.lis 33.1 32.3 291.2 1DI 195.1
i aal, veg oils 1.A 2.9 24.s gu3 104.8

Cheaicals 44,9 210.2 200.1 S'POIE 151.2
Basic ffaufacturss 300.9 1119.0 20.4 TAIVAN 127.0
hachinmry, Iraasport 5b0.9 1331.6 532.9
Nisc. MNau*actures 157.3 532.4 1802.0
Not Elassified 166h. 21.3 4.3

1

Sources: lorld bak Irmae 6yste Data - based em Ehims ficial repoWtisi to the. UN;
Nmq KMn s Cus of Statistics Bepartaet.
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THE EMERGING TRADE POLICY ENVIRONMENT

2.1 Annex 1 reviewed the set of policy instruments and institutions that
the government has traditionally employed to guide China's foreign trade.
These instruments and institutions have been changed in recent years to make
them more effective in implementing the country's Open Door Policy. In this
context of continuing change, Annex 1 offered critical analyses of these
instruments and institutions.

2.2 As part of the Open Door policy, the Government has also been
developing other trade policy instruments. Although most are not new to
China, these instruments take on economic functions in guiding foreign tvade
that are quite different from those in the past--functions that will become
stronger as China proceeds with the reform of its economic system, and parti-
cularly more flexible prices that reflect relative scarcities and greater
scope for producers to respond to those prices. Collectively, these instru-
ments will play an important role in defining the new trade policy environment
of China and will significantly affect the economic benefits the country can
derive from foreign trade.

2.3 The economic benefits of international trade are many. They can be
broadly classified into two groups, "static' and 'dynamic'. Both sets corres-
pond to one of the most important functions of international trades that is,
the transmission of information about costs, efficiency, quality and
technology in the rest of the world to domestic markets.

2.4 The static benefits are those associated with the more efficient
allocation of domestic resources that results when a country engages in trade.
At any point in time, a country can avoid using its resources to produce goods
and services that can be purchased relatively more cheaply from abroad.
Instead, it can employ these resources for goods and services that it can
produce more cheaply, efficiently, at better quality, etc., and which there-
fore are competitive in export markets as well as in the domestic markets.
Such a pattern of resource allocation is consistent with the country's inter-
national competitiveness and makes possible a higher level of national income
than that without trade.

2.5 Over time, a country's international competitiveness does change.
That change will be significantly affected by external changes such as techno-
logical progress. Controlling the course of changing international competi-
tiveness--that is, maintaining or creating it over time--requires that
domestic activities improve their efficiency, cost, quality and technology in
production at rates equal to or greater than those of competing countries.
International trade will transmit information about what is happening abroad
to domestic producers, and will cause them to make competitive improvements on
a continuous basis. These are the dynamic benefits of trade.
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2.6 The present annex is concerned mainly with the effectiveness of
China's 'emerging' trade policy and instruments in realizing the two sets of
benefits from foreign trade. It reviews the policies and instruments in two
partst first with respect to the import policy and second in relation to the
export policy environment. It should be noted, however, that for a large
country such as China, whose exposure to the world economy relative to GDP is
necessarily less than that of small countries, the rules governing its
domestic economy are at least as important as those governing its foreign
trade in realizing the above benefits. This maxim is particularly important
at the present juncture in China's economic modernization.

A. The Emerging Import Policy Environment

2.7 One objective most countries attach to import policies is the protec-
tion of domestic producers. Protection is accorded by any policy that
prevents the entry of competing imports or makes them more expensive. Protec-
tive measures can be quite general, affecting different activities similarly,
or highly selective, favoring specific activities over others. The most
important policy instruments that determine the level and structure of protec-
tion are the exchange rate, tariffs, and quantitative restrictions. When
these instruments are influenced by objectives other than protection, or when
the instruments and objectives are not coordinated, import policies can result
in an unintended level or structure of protection. Protection is also
affected by sales, excise and other taxes, pricing regulations, or various
measures to promote investment.

2.8 The exchange rate affects protection in a general manner. An under-
valued exchange rate raises the local currency equivalent of both import and
exVovt-.;_res and favors the domestic production of tradable goods relative to
non-tradable goods and services. Some countries have used this approach as a
key element of a trade policy environment aimed at promoting rapid development
of industries for export. An overvalued exchange rate, on the other hand,
provides 'negative protection' for domestic production of tradables by
lowering the cost of competing imports.

2.9 Quantitative restrictions, such as import licensing or prohibitions
provide protection by restricting the supply of competing imports directly.
By creating scarcity, however, the restrictions cause the domestic price to
rise above the foreign supply price in the open market - or in the unofficial
market if prices or distribution are controlled. This situation creates an
opportunity for a windfall gain, or 'rent", to those who can obtain the
restricted imports at the official exchange rate and sell them at the market
price. The same opportunity applies to those who can produce the restricted
goods. In many countries, the severity of quantitative restrictions esca-
lates, or 'cascades', upwards from inessentials to essentials. When it is
easier to obtain licenses for inputs than for final goods, the system creates
incentives that favor production of the more restricted goods. If the
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opposite is the case, however, the system can discriminate against those final
goods producers who are the users of restricted intermediate goods. The net
effects of all these incentives in the economy are difficult to calculate.
Usually, the protection provided under quantitative restrictions is highly
discriminatory and variable, because the level of protection depends on the
relative scarcity of each individual good.

2.10 Tariffs provide protection by directly raising the domestic price of
imports. The tariff protection can be general. 'hen tariff rates are
uniform, they affect different producers of import substitutes similarly.
Since exports do not enjoy tariff protection, a general uniform tariff favors
production of import substitutes as a whole relative to exports. In practice,
the tariff systems of most countries tax different products at different
rates, often cascading upwards through the stages of production or from essen-
tials to inessentials. Such a system creates incentives that discourage
domestic production of raw materials, capital goods, or agricultural commodi-
ties that are imported at low duties, and encourage production of consumer
goods or luxury goods. When combined with an overvalued exchange rate and/or
with quantitative restrictions that also cascade, these incentives are further
distorted.

2.11 Many countries have exaggerated or moderated the effects of the above
measures by sales, excise or other taxes that are levied differentially
between imports and domestic production or across different products. Excise
taxes on luxuries are used by many to offset some of the protection afforded
by high duties or severe restrictions. Sales taxes that are higher on certain
imports than on their domestic substitutes have also been used to provide
additional protection to the latter. Taxes and price controls on domestically
produced raw materials affect the degree of protection given to both these
activities and the industries that use them.

2.12 Whatever the combination of measures, protection creates a gap
between the domestic price of a product and the cost of importing it and this
permits the continued operation of enterprises with higher production costs
than those of competing imports. In this way, protection results in costs to
the economy by forcing consumers to pay higher prices for goods and by divert-
ing resources out of activities where they could be used more efficiently and
productively.

2.13 These extra costs may be temporary when incurred to assist new
activities that will become competitive in the future. They may also be
temporary when associated with industries that can be expected to disappear
over time, as production techniques, organization, management, and worker
skills improve and become more productive elsewhere. But, these costs may
also be excessively high if they involve inefficient resource use over a long
period of time, and permit the country's technological capacity, the basis for
improving competitiveness over time, to lag.
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2.14 Based on the experience of other countries, this section reviews two
sets of policy instruments that are intended to play a key role in defining
China's import policy for the futuret the new import licensing system and
taxes on imports. The most important of the latter is the recently reformed
customs tariff system.

Import Licensing: An Emerpina Administrative Lever

2.15 In moving toward a socialist economic system, where economic decis-
ions regarding foreign trade are to be made by consumers and producers, there
is necessarily a period of transition during which measures based on price
incentives are introduced but are not yet fully effective, while the role
played by traditional physical planning measures are being reduced but con-
tinue to influence the economy. At the beginning of that trans:.tion, there is
a real risk that still distorted, albeit increasingly flexible, prices will
guide the decisions of producers, workers, and consumers in a way that contra-
dicts national objectives and harms the well-being of the population as a
whole. The issue confronting the Government today is how to navigate China
through that transition period without major economic imbalances, including
balance-of-payments problems.

2.16 Partly for that purpose, thie Government has chosen licensing as the
administrative instrument to regulate imports. As prices are made more flex-
ible and the scope for decision-making by economic agents is increased during
the transition, import licensing will have two important effects. First, as
the price controls are gradually lifted, the limits or bans on imports will
affect the domestic prices of importable goods. Second, licensing controls
the availability of imports to individual enterprises directly, and alters
their revenues and costs depending on the level of licenses issued. There-
fore, the degree of protection across different enterprises will be variable,
and will aŽs6 vary over time for each enterprise individually.

A Historical Perspective and the Policy Obiective in Principle

2.17 Licensing was used to control all imports into China from 1951 to
15b,. The purpose was to insure that imports remained within budget and were
utilized to further the national objective of constructing a new socialist
China. In 1957, the year in which China completed the transformation from
private to social ownership, foreign trade became the monopoly of the state,
and the import planning system (see Annex 1) replaced the import licensing
system.

2.18 Import licensing was re-introduced for a small number of products in
1980. The first step in initiating the current system came on January 10,
1984, when the State Council issued the 'Provisional Regulations on the
Issuing of Import Licenses of the People's Republic of China'. Following that
declaration, on May 15, 1984, the Ministry of Foreign Economic Relations and
Trade (MOPERT) and the General Administration of Customs (GAC) jointly issued
the 'Rules for the Implementation of the Interim Regulations on Licensing
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System for Import Commodities of the People's Republic of China", which
formally established the new system.

2.19 According to the provisional regulations, the objective of the new
import licensing system is *to strengthen the planned management of imports,
so that its economic results are enhanced and the development needs of the
country's socialist modernization are better served". Underlying this stated
objective is, as discussed above, the serious concern of the Government
regarding the effectiveness of the trade policy instruments at its disposal
during the initial reform period. In principle, the new system is to control
those imports that take place outside the plan (see Annex 1). it is commonly
understood, therefore, that the Government intends to increase the coverage of
licensed imports along with the reduction in the plan-controlled imports.

The Licensing System

2.20 All imports into China are classified in two categoriest restricted
and unrestricted, with the import licensing applying to restricted goods. As
of October 1986, there were 45 goods on the restricted list (Table 2.1). In
principle, the restricted list can be changed monthly. A number of the
restricted goods overlap with those in the annual import plan, whose coverage
can also change. Thus, the overlap also changes over time. Since the annual
import plan by itself does not prohibit imports of planned products, licensing
serves to prohibit non-planned imports of restricted goods included in the
plan (see para. 2.25 below).

2.21 The restricted imports include a substantial portion of China's total
imports. Although comprehensive data on the value of imports for every
product on the restricted list are not available, Table 2.2 presents informa-
tion on a sufficient number of the restricted goods to indicate the coverage.
(Information on the coverage in terms of domestic production was not made
available to the mission.) In both 1984 and 1985, at least 30 percent of the
total imports into China were on the restricted list. The value of restricted
imports in 1985, more than half of which were steel, was at least $10 billion.
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Table 2.2: IMPORTS OF SELECTED RESTRICTED COMMODITIES
(In million yuan)

1984 (2) 1985 (1)

Motor vehicles 2,092.77 11.25Z 1,193.35 3.32S
Motor vehicle parts 374.66 2.01 884.74 2.46
Television sets 613.28 3.30 3,013.01 8.39
All synthetic fibers 1,804.67 9.70 4,172499 11.62
Synthetic fiber monomerst

Caprolactam 97.63 0.52 177.74 0.50
Polyproplylene resin 522.78 2.81 894.50 2.49
Rubber 704.20 3.78 649.57 1.81
Timber 1,527.97 8.21 2,406.41 6.70
Steel 9,773.17 52.52 21,019.11 58.55
Medicinal herbs and materials 65.18 0.35 115.78 0.32
Pesticides/insecticides 542.73 2.92 295.86 0.82
Tobacco 248.18 1.33 547.90 1.53
Radio cassette recorders 117.53 0.63 279.21 0.78
Wrist watches 36.33 0.20 78.02 0.22
Electronic calculators 87.53 0.47 173.63 0.48

(1) Total 18.608.43 100.00 35.901.82 100.00

(2) Total imports into China 62,046.80 125,783.46

(1)1(2) 29.99 28.54

Source: China's Customs Statistics (1985.1), (1986.1), General Customs
Administration, The People's Republic of China.

2.22 The licensing system is supposed to work as follows. An import
license is valid for one year from the date of issue. If the order has been
placed within the year, but the import has not cleared customs by the expira-
tion date, an application must be filed for an extension. If the order was
not placed within the year, the license expires. The license is issued to the
users of the imports and is not tLansferrable.

2.23 The import licensing system is centrally administered by the Foreign
Trade Administration Department of MOFERT. It issues the licenses for some
restricted goods and delegates that authority for the remaining items to its
special commission offices at major ports and to its regional counterparts--
the Foreign Economic Relations and Trade Commissions (FERTCs). The commodi-
ties for which the special commission offices and the FERTCs can issue
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licenses differ somewhat across regions and over time. (The basic division of
authority is given in Table 2.1.)

2.24 The application procedure for import licenses differs between items
under the import plan and those outside the plan. The procedure for a planned
commodity is much simpler. A potential importer must apply for a license
using the annual import plan document issued by the State Planning Commission
(SPC). The document specifies the commodity, the quantities to be imported,
and the name of the potential importer. Since planned imports are entitled to
an official foreign exchange allocation, the Bank of China releases the
foreign exchange automatically once the license is issued. The potential
importer then places an order with a trading company.

2.25 The application procedure for goods restricted outside the plan
involves several layers of approval before a letter of credit can be issued.
A potential importer must first obtain an import approval from its supervisory
authority in the government--the central ministries or regional departments/
bureaus. For many restricted imports, additional approval is required from
the State Council (SC) or State Economic Commission (SEC). (See Table 2.1.)
Once approved, an import certificate and signed application letter are issued.
The latter must include the commodity to be imported, its specifications,
quantity, unit price, total value, country of origin, sources of foreign
exchange, form of trade, port of delivery, and contracting party that
negotiated the proposed transaction(s) with the foreign party, etc. Armed
with these documents, the potential importer can then apply for the license.
Once the license is issued, the user must apply to the Bank of China for the
foreign exchange to guarantee the letter of credit. Finally, the potential
importer places an order with a foreign trade company.

2.26 An application for an import license can be rejected on various
grounds. In addition, licenses already issued can be cancelled st.% iy time.
The official criteria for either of these actions are:

(a) The banning or temporary suspension of the import;

(b) Inconsistency with the foreign policy of China;

(c) Inconsistency with bilateral trade or payment agreements;

(d) Inconsistency with the hygienic and quarantine standards of
the Ministry of Public Health or Ministry of Agriculture,
Animal Husbandry and Fishery; and

(e) Conflict with the interests of the state, procurement through
illegal channels (including violation of the foreign exchange
control regulations), or irregular invoicing.

2.27 MOPERT allocates substantial manpower to check the prices quoted on
license applications. The need for this procedure arises, because there is an
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incentive to over-invoice imports in the system, and because the foreign trade
corporations currently lack the discipline to source the 'best' price for
their customers. Over-invoicing is a practice commonly observed in countries
that use quantitative allocation of foreign exchange, and inefficient sourcing
is a problem faced by many socialist countries that utilize foreign trade
corporations like China. MOFERT checks the prices selectively for most
products, although more comprehensive checking is carried out for major import
items. For example, the prices of almost all automobiles and television sets
are checked, and a coordination committee under MOFERT checks the prices of
all computers. It is reported that more than US$5.7 million was saved through
this procedure from the second half of 1984 to the end of 1985.

2.28 MOFERT is responsible for monitoring all licenses issued and used.
It establishes an annual foreign exchange budget for each restricted good not
included in the import plan. The budget, which is not made public, is said to
have a notional regional allocation for each product. It appears, however,
that the budget is 8fungible' across different products and/or regions.

Import Licensing and Import Prohibition

2.29 It is important to note here that the import licensing system has
been used to ban imports into China. There are now two types of prohibited
imports outside the licensing system: all secone-hand garments (since April
1985) and all motor vehicles (in place since November 1985, but scheduled to
be lifted in November 1987). In addition, imports of the seven assembly lines
on the restricted list (television sets, household refrigerators, household
washing machines, radio-cassette recorders, room airconditioners, motorcycles,
and light motor vehicles) are effectively banned, as the SEC no longer
approves the required license applications. For assembly lines other than
those for motorcyles and light motor vehicles, the prohibition will be in
effect for the entire Seventh Five-Year Plan period (1986-1990).

Policy Obiectives in Practice and Their Implications

2.30 So far, the licensing system has been used to control the growth of
selected imports resulting from the administrative decentralization of import
rights and accumulated foreign exchange retention, coupled with expansionary
macroeconomic and inappropriate exchange rate policies. The list of restric-
ted imports features nonessentials, as well as commodities that compete signi-
ficantly with domestic production. Thus, in practice, the restricted list
reveals two mixed objectives: control of the balance of payments directly
through quantitative restrictions and protection for domestic producers.

2.31 Prominent among the products on the restricted list are luxury
consumer durables and their parts and components. Here, the objective of the
government appears to be balance-of-payments control rather than of protec-
tion--that is, control over the rapid growth of these imports. Regardless of
the objective, licensing appears to have created rents in the system. These
were reflected in the infamous 'Hainan incident' of autumn 1984, in which the
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Hainan government financed capital construction projects with the profits from
imported motor vehicles and other consumer durables, using retained foreign
exchange. In general, the supply response of consumer durables and other
nonessentials is quite sensitive to price changes. Indeed, there are signs
that licensing is beginning to generate extra incentives for both Chinese and
foreign producers to invest in the production of the restricted consumer
goods. A number of foreign investments have been attracted to these activi-
ties, some of which have begun production in the last two years.

2.32 One striking aspect of China's licensing structure is that, unlike
that of many other countries, it is not cascading, but instead tends to be
"integrated" along lines of activity. For example, as a result of the invest-
ment boom in consumer durables, imports of assembly lines for these consumer
durables grew quickly. In response, seven assembly lines for restricted
durables (items 4 to 10 on Table 2.1) were added to the list in September 1985
and, as mentioned, imports of these capital goods are effectively banned. The
import prohibition works against the earlier incentives and indicates that the
Government does not intend to use licensing to protect domestic production of
these durables. The ban, however, may promote production of the assembly
lines in China. The incentives may therefore begin to pull investments into
these activities.

2.33 A similar pattern of integrated restrictions can be observed for
synthetic textile products. With these activities, however, the objective of
the Government appears to be more protection than control of the balance of
payments. It is reported that consumers in China have developed a strong
preference for synthetic over natural fiber products, as revealed for instance
in the rapid growth of 'used' garments imports, now banned. While the
Government may regard synthetic textile products as inessential imports, China
has been building the domestic capacity to pr~ojtcp them. This effort is based
on an integrated strategy that includes developing the capacity in China's
'chemical industry to supply inputs to the textile industry.

2.34 The restricted import list includes all synthetic cloth and garments,
as well as the chemical intermediates needed to produce these products. The
list of restricted chemical intermediates covers all synthetic fibers and all
important chemical materials needed to produce them. In addition, it includes
some basic chemicals used by the textile industry--such as the ABC resin that
is added to increase the crease resistance of textile products. Also included
is a potentially important capital good for the textile industry, air-jet
spinning machines, which are at the frontier of the spinning technology for
natural and synthetic-blend fibers and are rapidly replacing the old genera-
tion of machines based on the open-ended rotary technology in the rest of the
world. China does not have the capacity to produce the air-jet spinning
machines but has a large domestic capacity to produce the open-ended rotary
machines.
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2.35 The restrictions on consumer goods provide protection to synthetic
textile producers, while the restrictions on chemical intermediates provide
protection to the chemical industry. However, textile producers using the
restricted intermediates may be negatively affected, if they have trouble
getting needed imports or when they must pay higher prices for domestic
substitutes in the open merket. Similarly, while the restriction on air-jet
spinning machines protects the producers of domestic substitutes, it may
affect textile producers negatively. The net results are complex and imposs-
ible to sort out for economists and enterprise managers alike, and for the
Government. It is likely that the protection provided under these restric-
tions varies greatly across different enterprises and can lead to results
quite unintended by policy-makers.

2.36 Recent additions to the restricted list point to the conflict the
Government continues to face between administrative decentralization of
imports and national development objectives and priorities. In addition to
consumer goods, capital goods have been the main source of rapid import growth
outside the plan. In November 1985, a group of capital goods (items 22 to 27
of Table 2.1) was added to the list.

2.37 Most recently (January 1986), three goods were added to the listt
steel, agricultural pesticides and insecticides, and motor vehicle tires.
Restrictions were imposed on these products in reaction to actual imports. In
the case of steel, for example, "chaotic steel buying, was reported in 1985,
with imports of basic steel products apparently exceeding the plan allocation
by as much as 80 percent in mid-1985 and causing serious port congestion. The
application for import licenses on steel products must now be accompanied by a
transportation license from the Port Administration Office. The prices of
some steel products in China's open market have risen to as much as double
those of imported equivalents (including tariffs at the current exchange
rate), while the administered pricses associated with the plan quota allocation
remain significantly below the import prices. (See CHINA: Cement Machinery
Manufacturing Subsector Study, Report No. 6551-CHA, for price comparisons on
pig iron, steel sections, coils, plates, sheets, and scraps.)

Some Practical Difficulties

2.38 Some enterprises have no difficulty importing, while others seem to
face long delays and great uncertainty. The problems appear to be associated
with the import licensing system. A well-functioning system should issue
licenses quickly and regularly to efficient users of foreign exchange, and
ensure that the licenses are actually covered by foreign exchange, so that
letters of credit can be opened soon after they are issued. In this respect,
there are several problems with China's licensing system.

2.39 The first problem involves difficulties in obtaining the approvals
needed to apply for the license. The criteria for approval are not transpa-
rent to enterprises, appearing to differ from one authority to another, over
time, and even from one official to another within the same authority. The
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one criterion of which enterprises are certain is the availability of domesti-
cally produced substitutes. But, there are many others, and there seems to be
great room for administrative discretion. In addition, enterprises attach
great importance to good personal relationships with officials. These rela-
tionships assure, at least, quick access to officials to explain the technical
specifications for imports, why suitable domestic substitutes are not avail-
able, or why they need the import, etc. One middle-level manager in charge of
foreign trade at a large and reputable enterprise reported that he devotes
three days a week to visiting or telephoning officials in order to obtain
approvals or to cultivate good personal relationships. 'While it is impossible
to document in general, the real costs in time and manpower of diverting
managers' attention in this way--and the corresponding losses in output--may
be substantial to the enterprises.

2.40 A second problem is that possession of an import license does not
necessarily guarantee a foreign exchange authorization for letters of credit.
Consequently, all the application steps can be wasted, as the binding
constraint is the final authorization by the Bank of China for release of the
foreign exchange. For several months beginning in April 1985, for example,
the Bank of China froze foreign exchange authorization for all imports of
computers in order to investigate all licenses and pending letters of credit.
Among the reasons for this kind of action are the problem of over-invoicing,
detected after licenses have been issued, and gaps or inefficiencies in moni-
toring the volume of licenses issued and coordinating them with the foreign
exchange budget. Whatever the reason, the incidents add to delay and uncer-
tainty in obtaining imports and impose real costs on the economy. Anecdotal
evidence indicates, for instance, that enterprises try to maintain uneconomi-
cally large inventories of imported intermediates or machinery parts whenever
possible, because they are not sure when they will be able to restock.

2.41 These two problems lead to a third, and most important, difficulty
with the system: it fails to allocate import licenses rationally and
efficiently. Although it is not possible to document the impact of misalloca-
tions of foreign exchange on the economy as a whole, examples of arbitrary or
irrational allocations at the micro level are beginning to appear, such as the
dismantling of a relatively new imported vehicle because it is difficult to
obtain licenses for parts or tires. An enterprise that is efficient, competi-
tive, and able to save foreign exchange for China was denied a license for an
essential import and runs at less than full capacity because it is not an
exporter, while, at the same time, luxury items are available for those who
can pay the price. As the coverage of import restrictions increases, so does
the danger of misallocations.

A Fundamental Shortcoming of Any Quantitative Restrictions

2.42 Experience in other countries suggests that the most pernicious
aspects of a licensing system are the effects it has on income distribution
and social behavior. As long as excess demand for foreign exchange persists,
those who are able to obtain it can earn large rents. Some of the anecdotes
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mentioned earlier suggest that such a situation may already have arisen in
China. The rent amounts to a transfer of wealth from the government to a
selected group of individuals. At the same time, the excess demand for
foreign exchange can lead to the emergence of black markets and other forms of
corruption. Albeit limited thus far, these difficulties have also been
observed in China. While these problems can be and have been regulated and
curbed, the incentive to take advantage of the system in this way will not
disappear, until official prices are brought into line with market forces.
Even with tight controls and good will, the existence of high potential rents
from quantitative restrictions can lead to misdirection of people's efforts,
misallocation of resources, and loss of potential output for the economy as a
whole.

2.43 Another real economic cost associated with the import licensing
system is its administration--in terms of skills, time, and money--by the
government, trading companies, and enterprises. The larger the country is, or
the more complicated the system, the greater is this cost.

2.44 At the same time, the current concern of the Government--to use
licensing to regulate imports during the period of transition--is understand-
able. The questions of what can be done to assist that transition and the
role of the licensing system are considered later in this annex and also in
the main report. In the long term, however, any form of quantitative restric-
tions is likely to be antithetical to the functioning of competitive markets
and the benefits they offer.

Taxes on Imports: Emerging Economic Levers

2.45 Economic levers such as taxes on imports will increase their effec-
tiveness in parallel with the progress in China's reform and socialist modern-
ization. While maintaining direct control over imports through import
licensing, the Government has therefore also been strengthening the tariffs on
imports. This section reviews the taxes China levies on imports and their
potential effects on price incentives when the latter begin to influence the
economic decisions of producers and consumers significantly.

A Historical Perspective

2.46 The first customs tariff system of the People's Republic of China was
established in May 1951. The initial policy objective was to protect domestic
industry from foreign competition. The tariff became irrelevant for this
purpose, however, when the planning system took over control of China's
foreign trade in the late 1950s. Since then, the practical role of these
duties has been to raise revenue. From 1951 to 1983, 22 revisions were made
to the original tariff schedule, mostly to increase the average rates of
import duties and raise revenue.
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2.47 With the launching of the Open Door policy and the administrative
decentralization of trade, the Government began to use taxes on foreign trade
as economic levers. Import duty orders issued in 1980, for example, reduced
the tariff rates on light industrial equipment (particularly for the textile
industry), some machine parts, industrial inputs used for export processing,
and some primary products with domestic shortages (such as timber and rubber).
The 1980 orders also began to raise the duties on commodities with adequate
domestic production capacity.

2.48 Very quickly, the need emerged to streamline the use of these taxes
as economic levers. Starting in 1984, the Government undertook a major reform
of the tariff system in order to facilitate the open door policy. The reform
addressed both the customs tariff on imports and the export tax. (The export
tax is discussed in Section B below.) The new system went into effect on
March 10, 1985, when two tariff laws were approved by the State Council:
"Regulations for Import and Export Tariffs of the People's Republic of China'
and "Import and Export Customs Tariff of the People's Republic of China". The
former established the rules and regulations governing the formulation of tax
policy and tax rates as well as the administration of the system. The latter
established the new schedule for import tariffs (and export taxes.)

Policy Objectives: Customs Tariff and 'Regulatory Tariff'

2.49 Today, all imports into China are subject to customs tariffs. In
addition, selected imports are also subject to what is called a *regulatory
tariff' .1/

2.50 The principal policy objective underlying the new customs tariff is
to protect and promote domestic production. As discussed at the outset of
this annex, tariffs raise the domestic price of imports directly and provide
protection to domestic producers allowing them to raise their price above the
duty-free foreign supply price. As the reform of the pricing system and of
enterprises progresses, the function of the tariffs as economic levers will
increase. The recent reform of the tariff system by the Government is there-
fore to be highly commended.

2.51 As discussed earlier, when quantitative restrictions are imposed, the
domestic price can rise to clear the market in which supply is determined by
domestic production plus the permitted quantity of imports. If the gap between
the demand and supply prices that result from the quantitiative restriction is
less than the customs tariff, then the tariff sets the market-clearing price.
Otherwise, the linkage between domestic prices and the tariff-inclusive price
of imports is broken. In this case, the quantitative restriction determines

1/ Some imports are also subject to an indirect tax, the consolidated
industrial and commercial tax (CICT), which applies to both imports and
their domestically produced substitutes, and the rate of taxation is
supposed to be the same between them. The CICT is discussed in China:
Finance and Investment (Report No. 6445-CHA).
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the internal price. Taxes on imports then serve the objective of transferring
part of the rent from traders to the go'vernment.

2.52 It is precisely this objective that led the Government to introduce
the regulatory tariff as a temporary import surcharge in July 1985. When time
is needed to phase out quantitative restrictions, temporary measures such as
the regulatory tariff of China are useful wa;ys to eliminate large rents (a
point discussed further at the end of this annex).

Nominal Tariff Protection

(a) Nominal tariff protection in a large country

2.53 For a small economy, the chance of affecting the foreign prices of
imports is slight. For a large country such as China, the opportunity is
likely to be greater. In the case of a number of imports, such as certain
types of fertilizer, China can obtain extra quantities only by paying higher
prices, while a reduction in its import demand lowers the foreign supply
price. In this context, it is important to discuss here the meaning of
protection, and in particular the meaning of the nominal rate of protection
that a tariff provides to Chinese producers.

2.54 There are several possible meanings for 'nominal' rate. However, for
our purposes we need only consider the simplest definition: the nominal rate
of protection is the proportional divergence between the domestic supply price
and the foreign supply price. This may be a simplification for some products
in the case of China, since China's imports obviously affect world prices.
For example, the increased production of cotton in China in recent years has
contributed to a fall in world prices. Similarly, a high tariff can lead to
falling world prices when it is a large country such as China that imposes the
tariff. The above aiscussion applies to taxSs on imports other than cubtoms
tariff, such as the regulatory tariff.

(b) The structure of nominal tariff protection

2.55 The customs tariff of China has two schedules: a "minimum, and a
'general" one. The minimum tariff schedule applies to imports originating in
countries with which China has signed trade treaties (or agreements) with
recJprocal favorable tariff clauses. As of December 1, 1986, there were 99
such countries, which included all China's major trading partners. Because
imports originating in these countries accounted for over 90 percent of
China's total imports in both 1984 and 1985, only the minimum tariff schedule
is discussed here.

2.56 Fourteen tariff codes are currently subject to the import surcharge.
Table 2.3 presents the list of these commodities, their corresponding sur-
charge rates, and customs tariff rates. Unless otherwise noted, the discus-
sion below concerns import duties including the surcharges for relevant codes.
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Table 2.3: IMPORT SURCHARGES ("REGULATORY TARIFFS")
(In percent)

Commodities Surcharge Tariff

1. Polyester textured filaments (yarn) 40 70
2. Woven fabrics, other than tire cord,

of synthetic fibers 40 100
3. Woven fabrics, other than tire cord,

of regenerated fibers 40 100
4. Woven fabrics, of manmade fibers

(discontinuous or waste) 40 100
5. Electronic calculators 80 60
6. Digital data processing machines of a

word length less than 32 bits 40 50
7. Peripheral equipment for digital data

processing machines of a word length
less than 32 bits 30 30

8. Color video projectors 70 80
9. Television pictures turbes 50 30
10. Sedan cars, jeeps and passenger vehicles

with less than 30 seats 80 120
11. Motor trucks with a loading capacity

less than 8 tons 50 50
12 Motorcycles, autocycles, and cycles

fitted with an auxiliary motor,
with or without sidecars; sidecars
of all kinds 20 12C

13. Photo-copying and thermo-copying
apparatus 80 50

14. Television image and sound records
or reproducers 70 80

Sourcet General Customs Administration, The People's Republic of China.

2.57 Figure 2.1 summarizes the distribution of China's import duties. The
customs tariff schedule has a range of zero to 150 percent (the general
schedule a range of zero to 180 percent). The tariff rates and import sur-
charges combined result in import duties of 0-200 percent. The maximum import
duty applies to motor vehicles (sedan cars, jeeps and passenger vehicles with
less than 30 seats), which are subject to a surcharge of 80 percent. Zero
duties apply to essential imports, such as live animals and plants, grains,
pharmaceutical products, salts, printed matter, a few precision instruments,
and some precious metals (silver, gold and platinum).
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2.58 Figure 2.1 also summarizes the structure of China's import duties by
depicting the frequency distributions of duties by major category. In
general, the manufacturing sector has higher duties than the agricultural and
mining sectors. Manufacturing also has the widest range of duties. Within
this sector, the duties are lower for intermediate and capital goods. For a
large proportion of them -- well over two-thirds -- the rates fall between 0-
40 percent. Within the intermediate goods category, heavy intermediates or
goods at the lower stages of processing tend to have lower rates. Within the
capital goods category, parts and components tend to have lower rates. In
contrast, duties for consumer goods are generally higher--about two-thirds of
consumer goods have duty rates above 50 percent--and are more widely
dispersed. Among consumer goods, essentials such as cereals, flour, and vege-
table oils enter at low duty rates, while nonessentials or items viewed as
luxuries, such as some processed foods, textile articles, and household
articles, carry substantially higher rates. Luxury consumer durables, such as
household appliances, carry the highest rates.

2.59 Table 2.4 presents the average (unweighted) rates of import duties
for China and 12 developing countries, chosen on the basis of the ready avail-
ability of comparable data on tariffs and other import duties. The table
shows that China's structure of import duties is not unusual. Many developing
countries exhibit a similar cascading of import duties, from high rates on
consumer goods to low rates on raw materials, intermediates, and capital
goods--reflecting the objective of protecting domestic activities. In China,
the cascading structure is stated concretely in a set of guidelines estab-
lished for the 1985 tariff reform. They also provide the framework the
Customs Tariff Committee has used in adjusting the tariff rates since then.2/

(a) Tariff exemptions or low tariff rates should be applied to goods
needed for national development or to consumer essentials that are
either not produced domestically or are in short supply.

(b) Tariff rates for raw materials should be lower than those for manu-
factured goods and even lower for those materials that cannot be
developed quickly in the short term because of natural constraints.

(c) Tariff rates should be low for parts and components of machinery and
equipment that are neither produced domestically nor produced at

2/ The Customs Tariff Committee has the authority to set tariff policy and
tariff rates. The Committee consists of representatives from the General
Customs Administration, MOFERT, Ministry of Finance, State Planning
Commission, State Economic Commission, relevant line ministries, and
enterprises (on invitation). The Committee is chaired by the Director-
General of the General Customs Administration, and co-chaired by a Vice-
Hinister of Finance. The Committee meets quarterly, except when an urgent
matter arises. Requests for adjustments in tariff rates can be initiated
by either the authorities supervising the line of production in question
or by the enterprises themselves.
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acceptable standards of quality, and these rates should be lower than
the rates for the corresponding complete machinery and equipment.

(d) Relatively high tariff rates should be applied to goods that can be
supplied domestically and to consumer nonessentials.

(e) Even higher tariff rates should be applied to goods whose domestic
production requires protection.

Table 2.4: NOMINAL PROTECTION RATES--AN INTERNATIONAL COMPARISON
(Unweighted mean in percent ad valorem)

Intermediate Capital Consumer Whole (Coeff. of
Country Year Goods Goods Goods Economy Variation)

CHINA 1986 27.2Z 31.12 62.6Z 38.4Z (0.73)

Argentina 1986 21.2 25.0 21.9 31.8 (0.43)
Bangladesh 1985 97.9 80.5 116.1 96.5 (0.70)
Costa Rica 1985 17.7 16.7 33.7 30.5 (0.91)
Ecuador 1986 30.6 29.5 66.4 37.8 (0.99)
Hungary 1987 14.2 14.0 22.6 16.9 (0.37)
India 1986 151.3 124.9 135.4 137.6 (0.50)
Kenya 1985 47.6 49.7 69.3 53.6 (0.65)
Mexico 1985 23.5 23.5 32.2 24.7 (0.77)
Morocco 1985 21.6 18.1 43.0 26.6 (0.77)
Thailand 1985 27.8 24.8 48.5 37.8 (0.72)
Turkey 1985 29.4 34.9 55.3 36.0 (0.86)
Yugoslavia 1985 18.0 20.7 20.0 18.5 (0.30)

Source: SINTIA country files, Industry Department

2.60 Based on these guidelines, the 1985 tariff reform accomplished a
major reduction in tariffs for a large number of commodities. As shown in
Table 2.4, the average (unweighted) rate of import duty for the entire Chinese
economy in 1986 was 38.4 percent. The result of this reform can be seen in
the international comparison. The mean duty rate of China is significantly
below that of India, Bangladesh, and Kenya--countries that, among all develop-
ing countries, are considered to have erected exceptionally high tariff
barriers to trade. China's mean duty rate is comparable to that in lower
middle-income countries such as Ecuador, Thailand, and Turkey.

2.61 At the same time, the guidelines generated relatively large
differences in nominal tariff protection across activities. In addition to
the mean, Table 2.4 presents the "coefficient of variation" for each country



ANNEX 2
Page 20

- 54 -

(the ratio of the standard deviation of the distribution of import duties to
its mean). This summary statistic indicates the degree of dispersion of
import duties. The higher the ratio, the greater is the difference in the
nominal tariff protection accorded different producers. Among the countries
presented in Table 2.4, three--Argentina, Hungary, and Yugoslavia--stand out
as those having relatively uniform duty rates across different commodities.
All three have conducted tariff reforms with the explicit objective of
reducing and minimizing the difference in the rates of nominal tariff protec-
tion economy-wide.

2.62 In 1985, the ratio of import duty actual.y collected (Y 20.5 billion)
to total imports (Y 125.8 billion) in China was 16.3 percent. This ratio is
substantially lower than the mean duty rates discussed above. This difference
is partly attributable to the cascading structure of import duties.3/
It is also attributable to a set of duty exemptions permitted in the system.
The principal exemptions apply to:

(a) Imports used in the production of exports;

(b) Capital goods imported to further the national objective of the
"technical transformation" of industry; and

(c) Imports (mostly unrestricted capital and intermediate goods needed
for productive activities) for 4 special economic zones, for economic
and technical development zones in the 14 open coastal cities, for
Sino-foreign joint ventures, and for Sino-foreign cooperative enter-
prises.

Although exact information was not made available, it is likely that exemp-
tions under (b) and (c) explain most of the difference observed in 1985.41

2.63 The present structure of import duties, therefore, plays a relatively
small role in the generation of government revenue in China, compared with
most countries. Although the share of import duties in total government
revenue has been increasing since 1980, it amounts to less than 10 percent.
(See Chapter 6, China: Finance and Investment, Report No. 6445-CHA.)

3/ Import values according to the customs tariff codes were not made available
to the mission. Therefore, trade-weighted measures of average duty rates
could not be calculated.

4/ The values of imports exempted from import duties for these purposes were
not made available to the mission. Assuming that all capital goods
imports entered duty-free, and that the import content of the total value
of exports is 15 percent, the imputed ratio of duty collection to the
remaining imports in 1985 is about 37 percent--in contrast with the mean
duty rate of 38 percent.
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Effective Tariff Protection

2.64 The role of tariffs in promoting development depends on their effec-
tiveness in providing incentives to domestic producers. In the trade policy
reform to date, the Government has been replacing one set of quantitative
restrictions with another, while at the same time preparing for tariffs and
flexible domestic prices to play a more effective role. Under these transi-
tory circumstances, it is difficult and also misleading to assess the
structure of incentives conferred by the tariff alone. However, the structure
of tariff protection still establishes what should become the base line of
incentives. It indicates the incentive structure that would prevail if
quantitative restrictions were phased out, and the economic role of prices
were enhanced.

2.65 The discussion of the nominal rate of tariff protection thus far has
focused on the incentives affecting the output of producers, and not on
inputs. This does not present a complete picture of the incentives conferred
by tariffs. It is widely recognized that tariffs on inputs negatively affect
protection for the using industry--just as quantitative restrictions have a
negative impact on the using industry. The cascading structure of nominal
protection and tariff policy guidelines discussed earlier shows clearly that
the Chinese authorities recognize this effect as well.

2.66 The concept of the effective rate of tariff protection is useful in
assessing the net impact of the taxes on imports on the structure of incen-
tives. (See Box 2.1 for an illustrative explanation of the effective rate of
tariff protection.) This concept of protection involves two considerations
that differ from that of nominal protection. The first was discussed above:
tariffs on inputs reduce protection for the using industry. The second consi-
deration follows from the first: the appropriate price in assessing incentives
is the effective price of the activity of a producer--that is, the price of
the value added produced--and not the price of the product itself. As
explained in Box 2.1, the effective rate of protection measures the degree to
which domestic value added in an activity diverges from the value added at
international prices; i.e., the value added that would prevail under free
trade.

2.67 When the effective rate of protection is positive, the resources
available under protection to compensate factors of production exceed those
available at international prices. This condition can encourage more
resources to enter that activity than would be the case in the absence of the
tariff protection. Negative effective rates indicate that fewer resources are
available under protection than at international prices, a condition that
tends to discourage resources from entering that activity. A relatively high
effective rate indicates that an activity is subsidized compared to others in
the economy, so that there is an incentive to expand. A relatively low rate
implies that an activity is taxed vis-a-vis others, so that there is an incen-
tive to contract. Whether or not, and to what extent, the potential incen-
tives result in an expansion of domestic activity depends not just on the
effective rate but also on the responsiveness of domestic supply to prices.
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BOX 2.1: THE EFFECTIVE RATE OF TARIFF PROTECTION--AN ILLUSTRATION

A simple hypothetical example can illustrate the concept of the
effective rate of protection. Consider an importable product, cotton yarn.
Suppose that the only intermediate input used for cotton yarn is cotton,
also an importable product. In the first instance, there are no
restrictions on trade, including tariffs, and both products are freely
imported. The price received by the domestic cotton yarn industry is 10,000
yuan per unit, which is also the foreign supply price, including
transportation cost and foreign tariffs, if any. For the unit of cotton
needed to produce 10,000 yuan worth of yarn, the industry pays a price of
5,000 yuan. The 'effective price" per unit of yarn that the industry
realizes after payment for the cotton is therefore 5,000 yuan (Y 10,000-Y
5,000).

Now, suppose that tariffs of 30 percent for cotton yarn and 3 percent
for cotton are imposed. (In fact, these are the minimum tariff rates in
China for cotton yarn sold for further processing and for raw, carded, and
combed cotton.) The effective price of yarn is therefore increased to 7,850
yuan--the duty-inclusive price of yarn (13,000 yuan) minus the duty-
inclusive price of cotton (5,150 yuan). That is, with the tariff, the
effective price is 57 percent higher relative to the effective price of
5,000 yuan under free trade. Therefore, the industry has 57 percent more
resources available to compensate the factors employed in producing its
value added, i.e., workers and investment. Thus, the effective rate of
protection conferred by the tariffs to the domestic cotton yarn industry is
27 percent wage points above the nominal rate of protection. Although the
prices used in this illustration are fictitious, the tariff rates are not,
and it could characterize the status of effective protection for cotton yarn
in China. Let us consider two other cases in which the tariff rates are
changed.

Case 1: The tariff on cotton yarn is reduced to zero, but the tariff
on cotton remains at 3 percent. The effective price of yarn falls below the
free-trade price to 4,850 yuan--the free-trade price of yarn (10,000 yuan)
minus the tariff-inclusive price of cotton (5,150 yuan). The result is
negative protection for cotton yarn at -3 percent. The cotton yarn
producers ave worse off, compared with the free-trade situation. Exporters
in many countries often find themselves in a similar situation, since their
sales in the world market do not enjoy the tariff protection accorded
domestic producers of import substitutes.

Case 2: The tariff on cotton yarn remains at 30 percent, and the
tariff on cotton is raised to 30 percent. The effective price of yarn is
6,500 yuan--the difference between the duty-inclusive prices of yarn (13,000
yuan) and of cotton (6,500 yuan). The effective rate of protection is now
30 percent. This case illustrates the principle that the effective rate
equals the nominal rate of protection when tariffs on outputs and inputs are
the same (as long as no inputs are obtained at free-trade prices.) The
effective rate, otherwise difficult to observe directly, becomes visible to
policy-makers.
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2.68 The effective rates of protection commonly differ from activity to
activity, in part because the nominal rates of protection on inputs and
outputs usually differ. Given the structure of nominal protection in China,
it might be expected that the effective rates would differ across activities.
In addition, the effective rates differ among activities, because the input-
output structure--the share of input costs in the total cost of production--
varies among them. As noted earlier, quantitative restrictions and domestic
policies have significantly affected the degree of protection and structure of
production in China. Under these circumstances, it is misleading to use the
current production data for China to estimate the effective rates of tariff
protection.

2.69 Nevertheless, the effective rates can provide some insight into the
structure of incentives implied by the present tariffs, which could turn out
to guide China's development as the reform moves forward. That understanding
can also assist in evaluating whether the implied incentive structure is con-
sistent with China's policy objectives, or whether it differs significantly
from what is intended by policy-makers. A simulation of the effective rates,
based on a hypothetical input-output structure, can be used to provide--very
roughly and tentatively--some of these insights. To see how robust the simu-
lated results are, two production structures that are very different from each
other have been chosen for the simulation. One is based on the 1970 input-
output coefficients of a large industrialized economy (Japan), the other on
the 1980 coefficients of a small lower-middle income economy (Thailand). The
result of the simulations, can be interpreted as the effective protection that
would prevail under the present tariff structure, in the absence of quantita-
tive restrictions and price controls, if these coefficients represented the
input-output relationships of China under free trade. Put another way, the
simulations generate the effective protection that would have prevailed in
these economies if they had adopted China's current tariff schedule as the
only means of regulating trade.

2.70 Table 2.5 summarizes the results of the simulations on the effective
rates of tariff protection. The 'large country' and 'small country' cases
generate similar results, with both showing high and extremely variable effec-
tive rates. The average rate of protection for the economy as a whole is
about 67 percent for the large country case and 54 percent for the small
country case. The simulated effective rates for individual activities range
between -211 percent and 914 percent in the large country case, and between -
206 percent and 262 percent in the small country case. Distributions of the
simulated effective rates of tariff protection are given in Figure 2.2 (for
the large country case) and Figure 2.3 (for the small country one).

2.71 The simulated rates of effective protection cascade in ways that
closely follow the nominal tariff rates. (This cascading structure is summa-
rized in Table 2.5 and depicted in Figures 2.2 and 2.3.) In both simulations,
the manufacturing sector has the highest average rate of effective protection,
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Table 2.5t SUMNARY OF SIMULATIONS ON EFFECTIVE RATES OF TARIFF PROTECTION
(In percent)

Effective Rates of Protection Average
Average Minimum Maximum Nominal Rates

*LARGE COUNTRY' SIMULATION

Agriculture 36.41 3.13 60.38 29.06

Mining 15.66 -4.61 37.E3 16.66

Hanufacturing 76.60 -210.68 914.48 42.16

Consumer goods 81.48 -210.68 208.82 61.15
(a) Food products 57.26 -210.68 208.82 61.86
(b) Non-food non-durables 102.42 10.06 194.42 61.83
(c) Durables 89.37 61.95 158.01 57.84

Light intermediates 138.91 -20.05 914.48 44.57

Heavy intermediates 21.72 -15.80 76.96 19.67

Capital goods 36.80 -1.75 120.81 32.12

WHOLE ECONOMY 67.45 -210.68 914.48 38.75
…-- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -

"SMALL COUNTRY' SIMULATION

Agriculture 30.71 -2.30 112.70 26.63

Mining 17.74 -6.60 62.21 17.33

Manufacturing 65.34 -205.77 261.94 42.90

Consumer goods 86.62 -205.77 261.94 55.61
(a) Food products 73.34 -205.77 261.94 53.92
(b) Non-food non-durables 82.11 -2.26 199.86 54.06
(c) Durables 133.60 69.46 236.67 64.19

Light intermediates 66.14 24.31 167.79 39.46

Heavy intermediates 36.73 1.46 111.63 24.93

Capital goods 34.41 -6.91 109.38 27.62

WHOLE ECONOMY 53.76 -205.77 261.94 37.22

Source: SINTIA Country Files, Industry Department

Notes The simulations are based on the input-output coefficients of Japan,
1970, for the "large country" case and of Thailand, 1980, for the
small country3 case.
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as well as the widest range of effective rates. Both the average level and
the variation in effective rates are significantly lower for agriculture and
mining.

2.72 Within manufacturing, consumer goods and light intermediate goods are
provided with higher levels of effective protection, with greater variations
in these rates across activities. Heavy intermediates and capital goods show
similar levels and ranges of effective protection. Within the consumer goods
category, food products receive the lowest average level of protection but
have the most diverse range of protective rates. In both simulations, non-
food consumer goods and consumer durables have much higher average rates of
effective protection than food products.

2.73 Negative protection is indicated in such food manufacturing activi-
ties as edible oils, various grain milling, and prepared meats, and in a
number of mining activities such as iron, tin, and tungsten ores. Agricultural
and industrial machinery activities are among those showing distinctly low
effective rates. In the small country simulation, rates in excess of 200
percent are seen in such activities as slaughtering and metal furniture. In
the large country simulation, rates in excess of 200 percent are encountered
mostly in textile activities. They include silk reeling, rayon spinning, silk
weaving, woolen weaving, rayon weaving, and synthetic fiber weaving (which has
the highest effective rate, at 914 percent).

2.74 Thus, the simulations indicate that China's tariffs would have three
main incentive effects in the context of the hypothetical market-oriented
economies. First, with respect to import-substitution activities in the
economy, the incentive environment would induce resources to move toward manu-
facturing and would discriminate against agriculture and mining. This
tendency may be consistent with the Government's objective to modernize
Chinese industry. However, the simulations imply that this resource shift
would be accomplished by 'taxing' agriculture and mining relative to manufac-
turing at rates of about 30-60 percent.

2.75 Second, within the manufacturing sector, the simulated incentive
environment would induce resources to move toward the production of consumer
and light intermediate goods rather than toward heavy intermediates or capital
goods. These movements would be achieved by implicitly taxing the latter
relative to the former, with the "tax, ranging from 30 percent to as much as
100 percent.

2.76 Finally, for the economy as a whole, the simulations indicate that
there would be a bias against export activities and in favor of import-substi-
tution activities. This result is not surprising, since any protection for
domestic producers means subsidizing them against activities undertaken at
international prices--that is, foreign producers and Chinese exporters. The
simulations point out, however, that this bias might be quite large. If an
exporter could purchase all its inputs at world prices, it would receive a
zero effective rate of protection (since it sells at world prices and receives
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no tariff protection on its products). In this case, the implicit tax on
export activities relative to import-substituting activities would be roughly
50-60 percent on average for the economy as a whole. If an exporter could not
purchase all inputs at world prices--e.g., if it had to pay duties on imported
inputs--then it would receive negative protection in effective terms. In this
case, the incentive environment's discrimination against exports would be even
larger. (See Case 1 of Box 2.1.) The interesting feature of these simula-
tions is the extent of bias they display against certain high-priority activi-
ties, such as agriculture, the capital goods sector and exports. It is not at
all clear that this is what the policy-makers intended when designing the
tariff.

Protection and Efficiency

2.77 The Government sees the emerging instruments of trade policy
described and analyzed above as means of controlling foreign exchange expendi-
tures during the early period of transition to a market-oriented planned
system, and as a means of promoting development--in part by shielding Chinese
producers from import competition. These are policy goals that China shares
in common with other socialist economies in the process of reform, as well as
with many other developing countries. However, the experience of many of
these countries indicates that, if the period of protection of domestic
industry lasts too long, and if the incentives offered to producers are too
high and open-ended, the costs to the economy can be very high in terms of the
misallocation of resources and lack of technological dynamism.

2.78 In China, particularly at its present crossroads in economic moderni-
zation, the costs--as well as the benefits--of protection depend critically on
conditions in the domestic economy, particularly as regards the mobility of
domestic resources, the structure of market prices, the degree of competition
in markets, and the autonomy of producers responsible for their own business
decisions. Improvements in these conditions are necessary in order to realize
the full benefits from trade. However, the same improvements may raise the
costs of protection flowing from the emerging trade policy instruments.

2.79 Regardless of the policy objectives, quantitative restrictions on
competing imports results in a commitment to open-ended protection for
domestic industry no matter what the cost. The analysis of this annex has
noted signs that this problem could be emerging in China--particularly in
those segments of the economy where price flexibility has been introduced
through open markets (such as in the case of steel products) or where invest-
ment resources are more mobile (such as foreign investments).

2.80 The preceding analysis has also indicated that the current structure
of tariffs can imply potentially high and varying levels of incentives for
producers of tradable goods in China. The estimated structure of effective
tariff protection suggests the likelihood of a bias towards the production of
final consumer goods rather than towards intermediate or capital goods. It
also suggests the possibility of an overall bias in favor of industrial
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production and against agriculture and mining. Last but not least is the
discriminatory incentives against exports, unless accompanied by compensating
assistance.

2.81 Countries that have long exposed their economies to a structure of
incentives similar to the one that appears to be emerging in China have
experienced at least one common problem: they have ended up with an economic
structure that by and large is not internationally competitive. In extreme
instances, these countries have promoted activities that earn less foreign
exchange in exports or save less foreign exchange through import susbtitution,
compared to the foreign exchange costs of their intermediate inputs. In other
words, these economies could have saved foreign exchange by shutting down
these activities. More frequently, they have developed activities that gene-
rate insufficient amounts of net foreign exchange earnings or savings. Oppor-
tunities were missed whereby the employed workers and investments tied up
could have earned or saved more net foreign exchange for the economy in other
activities.

2.82 There are essentially two reasons for this impact on international
competitiveness. The first is the misallocation of resources, as a result of
interventions in trade that reduce the static benefits discussed at the outset
of this annex. When prices reflect full economic costs and benefits,
financial incentives help ensure that autonomous producers will make efficient
decisions. With varying levels of protection, product and input prices are
imperfect guides to economic costs and benefits. If the emerging incentive
environment is maintained as the reform moves forward and production and
investment decisions are decentralized to enterprises, it may have serious
implications for the efficiency of investments and productive employment of
workers.

2.83 The second reason is the way in which protection influences the
effort of enterprises with respect to technological progress and productivity
growth. It corresponds to the dynamic benefits of trade discussed at the
beginning of this annex. Many countries have provided protection for an
excessively long time and afforded incentives that turned out to be quite
open-ended. Often these conditions were combined with weak competitive condi-
tions in domestic markets. Shielded from both external and internal competi-
tion, producers had little incentive to find ways to reduce costs, improve
product quality, develop new product lines, find and invest in new technology,
and raise their capacities to improve or modify foreign technology in a way
suited to market conditions at home. In short, a sufficient number of dynamic
business enterprises and equally dynamic workers and business managers failed
to emerge. Such consequences are particularly evident among countries that
have employed quantitative restrictions to protect domestic producers for a
long time. In this regard, tariff protection is superior, in that it can
transmit changes in foreign prices over time, communicating to domestic
producers the effects of cost-saving technologies and innovations abroad and
inducing them to reduce costs and to improve the profitability of their opera-
tions. With quantitative restrictions, this important linkage is broken.



ANNEX 2
Page 30

- 64 -

2.84 The variations that emerged in effective protection and in the
resource costs to generate net foreign exchange were not the intended
consequence of policy in these countries. Rather, they arose from the
complexity of their trade policy regimes and, in most countries, from the use
of quantitative restrictions as opposed to tariff protection. Nevertheless,
the problem lasted too long undetected or unresolved. In the long run, the
wasteful misallocation of resources, low productivity performance, and weak or
inappropriate technological bases have imposed substantial costs on their
development. Today, in the face of acute scarcities of foreign exchange, many
countries are having to bear the additional costs of undoing past mistakes.

2.85 China has two important advantages. First, it is in a position to
learn from the experience of other countries. Its future trade policy can aim
at enhancing the role of prices as guides to economic costs and benefits, and
not at distorting them; and it can aim at enhancing the role of competition in
forcing producers to innovate and upgrade their technologies. The second
advantage of China relates to competition: unlike most developing countries,
China can seek and increase competition internally among Chinese producers, as
well as externally through import competition or export rivalry.
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B. The Emerging Export Policy Environment

2.86 Promoting exports is one objective many countries set for their trade
policies. There are various reasons for this. In particular, since all
countries protect domestic producers in one way or another, they find it
necessary to provide promotional incentives that compensate for the implicit
'tax' on exports, &s discussed earlier.

2.87 At the same time that they promote exports in general, many countries
also restrict exports of selected commodities by limiting their quantity
(embargo, quota, or licensing) or by altering the export prices (export tax or
price contrcls). The objective varies depending on the commodity, the
country, and over time. Often, however, it is to raise the foreign prices of
exports to the country's own advantage. The reason is that these countries
have a position on the export side that is quite different from that on the
import side; v:hey may -- at least in the short term -- be one of the key
suppliers of a commodity in the world market.

2.88 Based on lessons derived from the experience of other countries, this
section reviews China's two export policies -- restriction of exports and
promotion of exports -- which are beginning to shape the country's export
policy for the future.

Export Restrictions Policy of a Large Country and of Adiustment

2.89 China is placing increasing reliance on two instruments to restrict
its exports: export taxes and export licensing. In general, both measures
create a divergence between domestic and world prices, the export tax directly
and licensing indirectly. Correspondingly, both measures alter the distribu-
tion of domestic production between domestic demand and exports, the export
tax indirectly and licensing directly.

2.90 Export taxes introduce a wedge between the foreign demand price and
the domestic price. The lower price offered to domestic producers as a result
of the tax induces them to reduce export supply. In the exceptional case that
the exporting country has a large share of the world market, this strategy
can, however, shift the terms of trade in favor of the exporter, and increase
total revenue. In general, however, the result is reduced exports and export
earnings.

2.91 Quantitative restrictions on exports, such as those administered by
export licensing, have the same effects as those of the export tax, but they
restrict the supply of exports directly. However, there are several important
differences between these two approaches to export restriction. First, under
export taxes, the divergence between the domestic and the foreign price
accrues as revenue to the government. In contrast, export licensing provides
a possibility of windfall gains (legal or illegal) to those who can secure the
licenses and sell the restricted quantities at the higher world prices--unless
the licenses are auctioned or sold by tender. Second, export taxes provide a
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predetermined rate of assistance to domestic users, while the amount of output
diverted to the domestic market, and away from exports varies according to the
changes in world prices. In contrast, licensing provides users with the
security of a predetermined level of production for domestic markets. The
rate of assistance given to them increases or decreases depending on the rise
or fall in world prices.

Policy Objectives of China

2.92 Today in China, export restrictions have two objectives. On the one
hand, China is a major world supplier of a number of commodities, particularly
primary products. Because a larger volume of these exports means lower
prices, the Government is concerned about managing them to ensure that the
country as a whole gains. Strictly from China's point of view, that concern
is legitimate. Given that the Government wishes to take advantage of China's
influence in the world market, restricting exports 'wisely" is a policy that
can improve the country's economic well-being.

2.93 On the other hand, there is an objective associated with the
irrational divergences that continue to exist between domestic and world
prices. When external market prices are more attractive than domestic prices,
exporters are eager to sell abroad. But, because domestic prices are not
permitted to rise to the levels of world prices, the Government is concerned
that domestic shortages will result and so restricts exports. Thus, export
restriction is used to prevent major domestic disruptions during a period of
adjustment, while domestic prices are becoming realigned. Both export licens-
ing and the export taxes are used to achieve the above two objectives in
China. As will be seen below, however, there are important differences in the
character of these objectives as served by the two instruments.

Export Licensing

2.94 Export licensing as now practiced in China, began in 1980, with the
'Interim Procedures of the State Import-Export Commission and the Ministry of
Foreign Trade of the People's Republic of China Concerning the System of
Export Licensing (June 3, 1980)'. The administration of export licensing was
decentralized in 1985, in a manner similar to that of import licensing, as
discussed earlier. Most of the licenses are issued by the regional Foreign
Economic Relations and Trade Commissions, while the administration of the rest
is split between MOFERT and its Special Commission Offices at the major ports.
Unlike import licensing, the export licensing system apparently functions with
a high degree of administrative efficiency.

2.95 The export license is issued to exporters and is not transferrable.
The expiration date of a license depends on the stipulation of each export
contract (e.g., the delivery date) and can run up to a maximum of six months
from the date of issue. A one-time extension of up to two months is permitted
on application. After that, a new license must be obtained.
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2.96 Since 1980, the number of commodities subject to licensing has
increased steadily. As of November 1986, there were 235 items, mostly primary
products. (The list of commodities subject to export licenses is given in the
Attachment to this annex.) These commodities amounted to roughly half of the
total exports of China (or about a quarter, if crude and refined oil products
are excluded). The licensing list is reviewed monthly and amended frequently.
For example, there were 152 items on the list in January 1986; a recent
(unofficial) report lists 212 items for January 1987.

2.97 The large number of items subject to licensing reflects the principal
objective of the system--to assure favorable prices for primary exports to the
Hong Kong and Macao markets, where China has established a dominant market
presence. It has been reported that around 200 items are licensed specifi-
cally for this purpose. Because the Hong Kong and Macao markets function as
daily auctions, and because of their proximity, the Government considers
licensing as the most effective instrument for meeting the objective. The
MOFERT office in Hong Kong employs more than 1,000 workers, who monitor price
developments at the daily auctions. It reports the market trends back to
Beijing, where the volume of exports is controlled directly through licensing
on a continuous basis. Indeed, given the circumstances of these markets,
export taxes may not give the same degree of precision to take advantage of
China's market power.

2.98 There is another reason why the Government controls exports to Hong
Kong and Macao. The price distortions in the economy, coupled with the excess
demand for foreign exchange, have generated a strong incentive to participate
in 'parallel exports' and smuggling. Those with foreign trade rights (mainly
the trading companies) have begun to export beyond their business scope or
plan quota; even those without such rights have started to export. By the end
of 1983, for example, the problem of 'parallel exports' to Hong Kong had
swelled to such proportions that the Hong Kong Chinese Chamber of Commerce
began to press China for corrective measures.

2.99 Outside the Hong Kong and Macao markets, the Government is pursuing
two further objectives through export licensing. One is the 'distortion
adjustment' objective discussed above, with the Government using licensing to
ensure that the planned supply is available to domestic users. Commodities
such as coal, pig iron, rolled steel, steel ingots, and phosphorous fertilizer
are probably restricted for this purpose (see the Attachment). The other
objective has to do with the quantitative restrictions that Chinese expotts
face in foreign markets. In particular, China has controlled exports of tex-
tiles and garments since 1985 in order to comply with its obligations under
the Multi-Fiber Arrangement. About 25 items are subject to licensing for this
purpose (see the Attachment). Although less formally, a similar objective
underlies the export control of crude oil and refined oil products.

Export Tax

2.100 The export tax, which was reformed as part of the 1985 tariff reform
discussed earlier, applies to a limited number of commodities. The tax is
used to restrict exports in keeping with the "terms of trade' objective as
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well as the *distortion adjustment' objective. The taxable items cover
roughly 5-7 percent of the total value of Chinese exports. Officially, the
stated purpose of the tax is to prevent the export of relevant comodities in
"excessively large quantities, disrupting the world market or causing
bottlenecks at home". The guidelines established in the 1985 reform also
specify that the tax should be applied on the following basis:

(a) When China's export is highly competitive, while the world market
demand is limited relative to China's export capacity; or

(b) When there is a domestic shortage (for raw materials and semi-
finished goods).

2.101 The list of taxable commodities and associated export tax rates are
given in Table 2.6. The taxable items fall essentially into two groups. The
first consists of primary products in which China is a major supplier in the
world market. It includes minerals such as rntimony, tin and tungsten, as
well as agricultural and fishery products in which China has a substantial
presence, particularly in the Japanese market. The "terms of trade" objective
applies to most of the commodities in this group. The second includes basic
metal products (a variety of ferro- alloys, pig iron, cast iron) and coal,
with the "distortion adjustment' objective probably the more important one.

2.102 At the same time, the list seems to reveal a third objective of the
export tax. As noted in Table 2.6, more than half the taxable items are com-
modities that are also subject to export licensing. Regardless of the objec-
tive of the licensing, the export tax for these items serves to transfer the
exporters' rent to the Government as revenue.

Some Pitfalls in Restricting Exports

2.103 China's policy of restricting exports enhances the country's
influence in the world market. The policy may be sound strictly from the
point of view of China, but not necessarily from a global perspective. A
large country such as China affects the relative prices of goods in the world
when it changes its policy and domestic economic conditions. As such, China
must be judicious in pursuing its export restriction policy. As pointed out
earlier, China should ultimately eliminate the need to restrict exports
because of domestic distortions. There is little to be gained and much to be
lost by restricting them for this reason. The best policy is to correct the
domestic price distortions.

2.104 Although using an export tax for the "terms of trade objective is to
China's advantage, there are some potential pitfalls. One has to do with the
tax rates themselves. When the rate of the export tax is increased, two
opposing tendencies result. The first is a shift in the terms of trade in
favor of China. The second is a curtailment in the volume of exports, so that
China tends to lose some of the advantages associated with the international
division of labor through trade. The export tax rate at which the gain from
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Table 2.6s EXPORT TAXES

Export Tax Rate Commodities

*Chestnuts
Edible kernels of apricot, fresh or chilled

10? *Ferro-manganese
*Ferro-chrome
Ferro-titanium
Ferro-alloys other than manganese, tungsten,
chrome, silicon, vanadium, molybdenum, &
titanium

*Jelly fish
Fresh water fish, frozen
Goat skins
*Crude antimony ores and concentrates

20Z *Antimony and articles of antimony
*Tungsten ores and concentrates
*Ferro-tungsten
*Ferro-molybdenum
*Pig iron and cast iron

*Prawns, fresh, chilled or frozen
302 *Crude laquer

*Ferro-silicon

Herring roe, fresh or chilled
Herring roe, frozen
Herring roe, dried salted or in brine

40? *Coal
Lignite whether or not agglomerated
Peat (including peat litter), whether or not
agglomerated
*Ingots and slabs of unwrought tin

Cinnamon, cassia, lignea
50? Dang gui (crytotaenia canadensis)

*Eel, fried
60? Boantchy (astragalus membranaceus bge.)

Source: General Customs Administration, The Peoples Republic of China

Note: Asterisks indicate those commodities that are subject to export
licensing.
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the first tendency exceeds the loss from the second by the largest possible
margin, so that the country is reaping the maximum benefits, is called the
optimum export tax.

2.105 The optimum export tax rate depends heavily on the sensitivities of
foreign demand to prices and therefore varies across different commodities.
The lower that sensitivity, the smaller is the proportionate decline in the
export volume relative to the increase in the export price that results from
the tax, and therefore the higher should be the rate of the optimum tax.
Although it is not easy to estimate such sensitivities, if the rates of 40-60
percent that pertain in China's tax schedule are to be "optimal' (see Table
2.6), the sensitivity of foreign demand must be exceptionally low. An optimal
tax at 50 percent implies, for example, that the volume demanded would decline
by only about 1 percent for 2-percent increase in the export price. The
possibility exists that China may be over-taxing some exports from this point
of view.

2.106 The sensitivities of foreign demand can, however, change over times
alternative supplies of the same commodity may emerge; close substitutes may
appear; research and innovation may develop synthetic substitutes in response
to higher world prices. These possibilities comprise another pitfall that
needs to be taken into account in formulating China's export policy. China
has already faced some of these eventualities in the Hong Kong, Macao, and
Japanese markets. A policy to restrict exports is a decision to balance the
gains from export restrictions in the short term against potential losses in
the long term.

2.107 Finally, there is the issue of foreign restrictions or retaliation.
The history of international trade shows, sadly, that increased exports may
provoke import restrictions abroad, the long-standing case of textiles being
just one example. If foreign restrictions are real or can be expected with
some certainty, then it may be wise for China to restrict some of its exports.
Several countries have pursued that policy -- Japan's voluntary export
restraints on passenger cars being the most recent and highly publicized
example. It must be stressed once again, however, that such policies are
'wise' strictly from the point of view of China and are justified only when
foreign retaliation is certain. Even then, export restriction can be
dangerous, depending on the ramifications in terms of the political economy of
trading partners.

Export Promotion: Policies Instruments and Institutions

The Current Export Promotion Policy

2.108 The export incentive environment, which is discussed later, reflects,
to a large extent, the Government's basic policy objective regarding exports:
to raise the volume of exports in order to enable the country to import the
technology, machinery and equipment, raw materials and other inputs needed for
economic development. In pursuing this objective, less than adequate
consideration has typically been given to the cost and efficiency of
generating foreign exchange through exports.
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2.109 The export incentive environment that has emerged over the years, in
particular since the initiation of the 'Open Door' policy, is somewhat of a
hybrid. On the one hand, it incorporates the remnants of the old, centrally
planned foreign trade system, heavily influenced on the other hand by the
initial effects of the economic reforms.

2.110 The incentive framework also attempts to compensate producers and
foreign trade corporations partially for the bias against exports. As was
argued earlier, the current policy and institutional set-up of China's
external trade sector discourages trade in general and exports in particular.
The high level of overall protection afforded domestic producers makes domes-
tic sales in general more profitable than exports. Resources are thus being
pulled into sectors catering to domestic markets. Exporting under such
circumstances becomes increasingly unattractive unless offset by explicit
subsidies and incentives. These subsidies may prove costly and will be
ineffective, unless the overall trade policy environment moves toward a more
reasonable structure and level of protection for domestic producers.

2.111 It has been pointed out elsewhere that, in addition to the trade
policy environment, China's institutional organization and business practices
in the external trade sector most likely also discriminate against efficient
exports. Frequently, products that are not internationally competitive get
exported, while many export opportunities (particularly by smaller firms) most
likely go untapped. Thus, China may not be benefitting from exports to the
extent it could. It is the mission's impression that many firms (producers
and foreign trade corporations alike) are exporting not because doing so is
financially attractive, but because they are obligated to fulfill their export
plan targets and because they need the foreign exchange for their imports.

2.112 As firms become responsible for their profits and losses, it will be
increasingly difficult for China to increase or even sustain the level of its
exports. With export plans becoming increasingly indicative and less binding
in nature, there is a real danger that more and more firms that are currently
exporting will shift their sales to the more lucrative domestic market, which
is generally characterized by excess demand. Similarly, foreign trade corpo-
rations, conscious about and responsible for any losses they may incur from
exports, will lose interest in exporting.

2.113 The export incentive system is likely to become inadequate for a
continued export drive and for improvements in value added and the composition
of exports. What follows is a critical assessment of the incentive environ-
ment and a description of the more automatic export incentive system deemed
necessary for export promotion policies in the context of the reformed foreign
trade policy.

2.114 In order to compensate partially for the anti-export bias of the
trade policy, whose existence policy-makers recognize, China has developed a
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set of specific instruments and institutions designed to encourage the produc-
tion and marketing of exports. Most of these instruments reflect the nature
of the centrally planned economy that characterized China during the more than
three decades following the revolution. The principal incentive mechanisms
affecting exports involve the use of foreign exchange by exporters, financial
incentives and bonuses, and export procurement prices. These instruments,
which have recently undergone changes, are complemented by other, more widely
known incentive mechanisms, such as import duty and domestic tax exemptions
and production and investment financing for exports.

2.115 Foreign exchange retention riRhts. The right to retain a certain
portion of export earnings is currently viewed by both exporters and govern-
ment authorities as an important incentive to export. Producing firms obtain
a retention right that in most cases is equivalent to 12.5 percent of their
export earnings. In addition, if their exports exceed the planned annual
target, producers may get an additional quota of up to 70 percent of their
above-plan export earnings. A firm can use these foreign exchange rights to
pay for its imports of raw materials, spare parts and equipment needed for
production or to buy consumer durables (presumably for its own use). In
either case, the availability of foreign exchange is a prerequisite for
permission to import and thus enjoys a considerable premium.

2.116 The mission found that the incentive for a firm or foreign trade
corporation to exceed planned export targets is particularly strong: it leads
many exporters to seek low plan quotas for their exports. Although not
officially permitted, foreign exchange retention rights are occasionally also
traded at a premium of perhaps one yuan per each US dollar generated by
exports.

2.117 There are, however, limits to the use of retained foreign exchange
earnings. Given the overall shortage of foreign exchange in China, the autho-
rities have made the foreign exchange retention a de facto "entitlement quota"
as opposed to a 'cash retention.' That is, a firm vith foreign exchange rights
has to apply to the authorities to be allowed to buy back what it requires for
imports. In addition, the authorities can deny the importation of certain
goods.

2.118 Bonuses under the export plans. As mentioned in the section on
export plans (see Annex 1, paras. 1.40-1.46), targets are expressed both in
physical units and value in foreign currency. In the case of a divergence
between the two sets of targets during implementation of the plan, the value
of the foreign exchange generated becomes the binding target. To increase the
incentive to fulfill the export targets, exporters -- foreign trade
corporations -- are entitled to bonuses when they fulfill their targets, over
and above the bonus ceilings establLshed for enterprises catering to the
domestic market. (The mission waa unable to obtain details about the extent
and importance of this type of bonus on export performance). In addition, the
trade companies receive 3 fen for each dollar earned within the plan target
and 10 fen for each dollar exceeding the target value.
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2.119 Export Procurement Prices. Currently there are three types of
procurement of export commodities in Chinas (1) a centralized system that
operates through the MOFERT foreign trade corporations; (2) the "agency
system,* which uses various types of trade organizations that act as
exporters' agents; and (3) the system of integrating production and trade with
exports carried out by the ministries' foreign trade corporations.

2.120 Under the first system, the State Price Bureau sets the procurement
prices, which in principle are in line with domestic prices. However,
producers are often reluctant to sell at such prices because of competitive
bidding from domestic distributors and other trade corporations. In such
cases, foreign trade corporations are allowed to offer negotiated prices,
which are usually higher than the fixed domestic prices, thus providing firms
some extra incentive to produce for exports.

2.121 The export procurement prices under the agency system should be con-
sistent with world market prices. In many cases, however, the conversion of
export earnings at the official exchange rate still leaves exports less profi-
table than domestic sales. Export prices under the agency system could be
increased to encourage the enterprises producing exports. In a bargaining
process between the firm and the trading corporation, the latter usually
agrees to increase the export procurement price by an amount equivalent to the
consolidated industrial and commercial tax (see China: Finance and Investment,
Report No. 6445-CHA) and other fees that are levied on domestic sales.

2.122 Finally, the prices for exports carried out by the industrial minis-
tries' trading corporations are determined internally at the ministry level.
The pricing principle is that production enterprises should not assume any
losses from exports.

2.123 ExRort production base system. The export incentives are aimed above
all at export producers, some of which may be exporting only a asmll part of
their output. An exception to this rule is the joint-venture export enter-
prise that has been set up primarily to engage in exports. In addition, some
Chinese enterprises in the manufacturing and agricultural sectors have for a
long time been producing exclusively for exports. These enterprises are
usually known as export production bases or centers. In 1981, for example,
there were 114 export production centers and almost 100 individual enterprises
producing exclusively for the overseas markets, accounting for more than 20
percent of China's exports that year.

2.124 The rationale for an export production base has traditionally been to
select products and enterprises that would enable China to produce a stable
supply of acceptable quality commodities in which the country has a compara-
tive advantage. The selection is usually made and the production base set up
by MOPERT, the provincial authorities or an industrial ministry. Little
detail is known about the selection criteria, beyond the type and quality of
the commodity and volume of existing exports.
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2.125 With the economic reforms, the intention of policy-makers is to use
the "export commodity production system,' as the export production base system
is now called, to increase ad diversify the composition and to improve the
quality of China's exports. This objective is to be achieved by giving
selected exporting firms more autonomy in decision-making, by linking expor-
ters closer to the international markets and by offering them additional
export incentives. The main additional incentives currently being considered
by the authorities include: (1) preferential access to, and additional avail-
ability of, funds for export-oriented investments and export production and
sales financing; (2) improved supplies of raw materials and other inputs
needed for exports; and (3) higher foreign exchange retention rights.

2.126 China's commodity export production system can be viewed as a set of
extra incentives that policy-makers are willing to offer a select group of
enterprises producing for export. However, little detail was made available
to the mission about the rationale for the policy, the basic selection
criteria, and the institutional arrangements for the export commodity system.
Limited information was obtained on how the commodity production system is
working or is expected to work in practice, but it does appear to have some
flaws.

2.127 First, the system is likely to be biased in favor of existing
exporters/producers and traditional export products. It is easier for the
authorities to work with established exporting firms producing traditional
goods, since they are likely to yield quicker results at lower risk. However,
this approach also prevents or at least reduces the access to incentives by
other (perhaps more efficient) producers and hav.?ers the emergence of new
products in which China may have a comparative advantage.

2.128 Second, it appears that several layers of authority (MOFERT, the
production ministries and the provincial/municipal governments) offer
different basic and additional incentives to the producers under their super-
vision. The result is a multiple effective incentive environment and possibly
greater distortions and perhaps less than optimal allocation of scarce finan-
cial, fiscal and foreign exchange resources for promoting exports.

2.129 In sum, it seems that the export commodity production system may be a
rather costly way to promote China's exports, as opposed to the more neutral
export promotion policy discussed below. This observation is particularly
true, given that the authorities' objective is to increase the level of the
country's exports and improve their efficiency, composition and degree of
transformation. It is the mission's view that the well-functioning, basic
export incentive system outlined below would be more adequate and cost-effec-
tive. Based on the experience of other countries, it can also be expected
that such an incentive framework would also encourage smaller firms and
indirect exporters to enter the export production chain.

2.130 Exporting firms operating under the foreign investment incentives
enjoy an additional set of incentives. If an exporting joint-venture enter-
prise sells at least 70 percent of its production abroad, it is entitled to
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lower income taxes (one-half the rate charged other enterprises) even after
the initial period of the tax holidays and reductions after the investment has
expired. A potentially powerful incentive for exports, this could also be a
self-defeating one, since it is not in accordance with internationally
accepted practices. Here again, offering joint-venture exporters an automatic
and administratively well-functioning basic incentive environment may prove to
be a more viable, longer-term solution.

Issaeb and Options for a New Export Policy

(a) The neutrality concept in an export promotion Policy

2.131 The following description and analysis of an export incentive frame-
work is based largely on the experienice of a number of East Asian economies
that have had remarkable success in expanding their exports in the past two
decades. This success rests, above all, on a trade and industrial strategy
that stresses specialization based on comparative advantage, rather than on a
simple effort to increase foreign exchange earnings via higher exports. The
export policy complementing such a strategy, which is now being emulated by a
number of other developing countries, focuses on removing the disadvantages
domestic firms may face vis-a-vis foreign competitors in world markets.

2.132 A country cannot exploit its comparative advantages in the world
market through specialization unless its enterprises are able to compete with
foreign producers on equal terms and conditions. As such, domestic firms must
operate in a "neutral" environment where prices evolve in undistorted fashion.
Spec_.fically, domestic firms need a realistic exchange rate, free trade with
respect to inputs and outputs, competitive financial and primary input
markets, and non-discriminatory domestic taxes.

2.133 If a country's trade and other policies provide positive protection
for import-substituting activities, the basic neutral status for exporters
reduces the anti-export bias, but it does not eliminate it. Exporters will be
competing abroad under similar conditions as those faced by other competitors,
but they will not enjoy incentives equivalent to producers selling domesti-
cally. The anti-export bias will be eliminated only if exporters are given
additional incentives, so that the effective level of incentives to exporters
equals that afforded to import-substituting activities.

2.134 Several elements are crucial for a neutral status to function
efficiently and thus for an export promotion framework to be successful.
First, the incentives reducing or offsetting the anti-export bias need to be
given at the firm level, in a non-discriminatory way, to any enterprise parti-
cipating in exports. Second, administrative arrangements, that ensure automa-
ticity and equal treatment of all activities generating export value added,
and that prevent abuse of the incentives and offer administrative convenience,
need to be put in place.
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BOX 2.2: THE MODIFIED TRADITIONAL INCENTIVE ENVIRONMENT
-- A HYPOTHETICAL EXAMPLE-

Assume a hypothetical example, in which a firm exceeds its export
target by 30 percent, at say US$130 as opposed to the planned amount of
US$300. In this case, the effective retention right enjoyed by the firm
would be 25.8 percent (12.5 yuan, i.e. the retention on the US$100 planned
exports, plus 21.0 yuan, i.e. 70 percent of the export amount exceeding the
planned level: (12.5 + 21.0)/130 - 25.8 percent).

Although not officially permitted, foreign exchange retention rights
are occasionally traded at a premium. Often mentioned is a premium of one
yuan per each US$ generated by exports. In our example, such an explicit
premium on foreian exchanae would represent 7 percent of the yuan equivalent
of the firm's total exports.

In addition, FTCs receive 3 fen for each dollar earned within the
plan target and 10 fen for each dollar exceeding the target value. In our
hypothetical case, the exporting FTC would receive six yuan in bonuses,
equivalent to 1.2 percent of the value of exports.

As regards export Procurement prices, for an export worth US$130 valued at
the official exchAnge rate (US$1 * WMB3.7), the yuan equivalent the producer
receives would be approximately 480 yuan. The firm could sell the same
product domestically for, say, 650 yuan. It would therefore lose 170 yuan
if it exported at the official exchange rate. By deducting the accounting
losses stemming from domestic taxes and fees and assuming a 12 percent
consolidated industrial and commercial tax rate and other fees, the firm I
would get 560 yuan for its exports (implying an effective exchange rate of
RMB 4.3 to a dollar, exceeding the official rate by 16.2 percent), and the !
trading corporation would assume a loss of 90 yuan, which is the difference
*between the firm's cost of production and the price in the international

market.

Since the 'foreign exchange entitlement quota' in practice means that
the firm has to repurchase the foreign exchange needed from the Bank of
China, the exporter bears the foreign exchange risk. In the case of the
July 1986 devaluation (from yuan 3.2 to 3.7 for a dollar), exporters whose
pre-devaluation dollar earnings were converted into local currency at 3.2
yuan for one dollar subsequently had to 'buy back' the foreign exchange at
3.7 yuan for a dollar. In our hypothetical example, in which a firm exports
US$130 and receives an effective retention rate of 25.8 percent, the
effective loss to the enterprise in such a case would be about 13 percent.

In sum, the effective incentives for Chinese exporters resulting from
phe existing export promotion regime depend on several factors: the degree
of effective retention, the export target bonuses, the effective premium
obtained in the informal foreign exchange market (or on imports the firm can
undertake as a result of its export earnings) and the degree of foreign
exchange risk borne by the exporter. The resulting incentives are, however,
non-transparent, they vary in a discretional manner from firm to firm
(depending on how individual firms make use of them), and they may lead to
outcomes unintended by policy-makers, such as under-targetting of exports,
imports of consumer goods, and illegal foreign exchange transactions.
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(b) Basic export incentives - A critical assessment

2.135 Conceptually, the basic export incentive system is aimed at achieving
a neutral status for exporters defined earlier. China's exporters often have
to compete with producers from developed countries that operate under a system
of flexible and realistic exchange rates, virtual free trade in inputs and
outputs, prices that normally reflect scarcity values, competitive financial
and primary input markets, and non-discriminatory domestic taxes. To put
Chinese exporters on an equal footing with such competitors, those policy
conditions have to be "simulated" to approximate the neutral status for export
activities.

2.136 Access to foreign exchange. Experience in a number of successful
exporting developing countries has shown that maintaining a realistic exchange
rate for exporters, irrespective of the kind of trade policy a country
employs, is key to export development. In addition, guaranteeing exporters
automatic and easy access to the foreign exchange needed for imports is vital
if producers are to seize the opportunities to export.

2.137 The current practice of foreign exchange retention rights has undoub-
tedly been an important incentive for Chinese enterprises to engage in
exports. Most enterprises interviewed by the mission considered the right to
retain and subsequently use their foreign exchange earnings as the most impor-
tant incentive to export. Nevertheless, many firms also noted that there are
serious limitations on the use of foreign exchange.

2.138 First, the exporter's retention is not in the form of "cash" or a
foreign exchange deposit that allows automatic use of foreign currency.
Rather, it is an entitleme right that requires sometimes lengthy procedures
before the exporter can use his foreign exchange. Firms interviewed said that
it takes at least one week to get an authorization to use foreign exchange.

2.139 Second, the "entitlement quota" de facto allows the exporter to "buy
back" the required foreign exchange, with the firm bearing the foreign
exchange risk. According to some exporters interviewed by the mission, firms
that had exported before the July 1986 devaluation, for example, had to redeem
their foreign exchange rights at the higher rate (yuan 3.7 to US$1) than the
one at which their export proceeds were converted into yuan (yuan 3.2 to
US$1).

2.140 Third, the trade authorities have the right to deny the import of
certain goods, either because there is comparable domestic production or
because the good in question is a luxury item. This authority to deny imports
has limited the use of foreign exchange rights on the part of exporters, in
particular since no formal mechanism to trade these rights exists. On the
other hand, exporters whose import requirements are met via the foreign
exchange budget (e.g., exports under the command plan) prefer to purchase the
foreign exchange needed for export production from the central foreign
currency pool and to save their foreign exchange rights for general imports
(or perhaps trade them informally at a premium).
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2.141 Clearly, the current arrangements do not permit Chinese exporters
(producers and foreign trade corporations) automatic access to foreign
exchange to meet their import needs. Regardless of the type of foreign
exchange retention and/or allocation system China adopts in the future, all
producers of exports should have automatic, ready and administratively easy
access to foreign exchange to purchase the imported inputs needed for exports.
A quasi-automatic system of foreign exchange use appears to be available to
export enterprises with foreign investors (various types of joinc ventures).
Provided adequate control mechanisms are introduced regarding the use of
foreign exchange, there is no reason why such a system should not also be
extended to Chinese exporters.

2.142 Duty-free imports for exports. Chinese exporters can, in principle,
get exemptions from import duties on imported inputs required for exports.
The system, however, is not automatic. 'Whether and under what arrangements a
duty exemption for the enterprise's exports is granted depends above all on
the firm's connections with its trading corporation and with the government.
The mission found that larger, well-established exporters have no difficulty
getting duty-free imports, often via an apparently well-functioning bonded
warehouse system or through their foreign trade corporations' import facili-
ties. Smaller exporters and firms that export only occasionally, on the other
hand, often end up paying import duties. A duty draw-back system, whereby
firms get reimbursed for the duty paid on imports once the products have been
exported, exists in principle but is not well-known to exporters and seems to
be used only rarely.

2.143 The duty exemption is administered by the General Customs Administra-
tion. Upon a firm's request, usually through the foreign trade corporation,
the Customs Administration physically checks the imported goods needed for
export production and subsequently authorizes their duty-free entrance. Prior
to the shipment of the export goods, the Administration inspects the final
product and ascertains that the imported components were indeed used. A 3-5
percent wastage allowance is normally permitted. In the case of irregulari-
ties, the import duty and a fine are levied on the firm. Abuse on the part of
producers and/or foreign trade corporations is reportedly very rare.

2.144 Enterprises operating under various joint-venture arrangements seem
to have more automatic and administratively simpler duty and domestic indirect
tax exemptions. All imports, including machinery and spare parts, can be
brought into the country duty-free, as long as the joint venture produces for
export. Host joint-venture firms are operating through a bonded warehouse
system. In adt'ition, the recently published provisions for foreign investment
give exporting joint-venture enterprises additional incentives, such as an
exemption from the consolidated industrial and commercial tax, a temporary
exemption and subsequent reduction in the enterprise income tax, priority in
obtaining short-term loans from domestic banks, and preferential treatment in
exportlimport procedures.
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2.145 Domestic suppliers to joint-venture firms, as well as suppliers to
Chinese exporters (so-called indirect exporters), are generally not entitled
to duty and tax exemptions. However, the mission came across some instances
(mostly involving well-established exporters with longer-term relationships
with their suppliers) in which an exception was made, and indirect exporters
were exempted from the import duties.

2.146 Assuring exporters free access to imported raw materials and interme-
diate inputs at world prices is an important element of the basic neutral
status. Experience in many developing countries has shown that this condition
can be achieved, even if the country's trade policy offers relatively high
protection to domestic industries. To reach a free trade status for a
country's exporting sector, all producers of goods that generate export value
added should be freed from or given automatic import licenses for raw
materials and other inputs (in cases where import licenses are required).
They should also be exempt from or reimbursed for import duties and indirect
taxes on imports. Allowing exporters access to duty-free inputs is perhaps
the single most important step in reducing the anti-export bias.

2.147 As pointed out, China's duty exemption scheme does not offer all
exporters automatic free trade status. Access to imported inputs with tariffs
and other taxes is not automatic and is often administered subjectively.
Exporters who apply for imports needed for their production have to put up
with the lengthy administrative procedure that requires a foreign exchange
authorization and often the issuance of import licenses for each import trans-
action individually (see section A).

2.148 Further, as mentioned above, approval of requests for imports is not
automatic. In cases where similar domestic production exists, the applying
firm has to prove to the authorities that the product proposed for import is
of superior quality and/or has other characteristics that make it indispens-
able for exports. The mission found out from the enterprises interviewed that
frequently their import requests were turned down because of the existence of
domestic production. That practice discourages exporters and their foreign
trade corporations from even applying for the imports needed for exports. In
som, -ases, the mission discovered that the trading companies themselves dis-
couraged the producing firm from attempting to import goods that were produced
domestically. This "self-censorship* in import decisions can be potentially
detrimental to China's export efforts, particularly as industry attempts to
move into higher value-added products requiring more sophisticated transforma-
tion processes and inputs.

2.149 In the area of import duty exemptions, just as in the case of the
access to foreign excthange, the experience of the joint-venture export
companies could be a useful guide. Under the new irovisions for foreign
investments, export companies can bring inputs, spare parts and components
needed for export production into China free of duties, other import taxes and
import licenses. Provided this environment proves satisfactory, the authori-
ties should consider extending it to Chinese exporters. Again, there appears
to be little justification for discriminating against wholly Chinese-owned
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export facilities so long as they are internationally competitive. Otherwise,
the difference in incentives between the two systems is likely to encourage
the establishment of 'artificial' ventures with fictitious foreign partners,
so that the Chinese company can benefit from the generous incentive scheme
available to joint-venture exports.

2.150 Because of its discretionary nature, China's duty exemption is biased
against smaller firms and occasional exporters and indirect exporters. As
pointed out in earlier, larger, established exporters have set up arrangements
directly with the Customs Adminstration or through their foreign trade corpo-
rations, whereby their imports can be brought in free of the duties and other
domestic taxes levied on imports. In the case of Shanghai, for example, one
of the largest points of entry and exit of merchandise in China, the Customs
Admi 'stration operates imports for over 300 firms (20 of which are foreign
trade corporations and 200 of which are joint ventures). Over 100 of the
exporting firms in Shanghai operate through a bonded warehouse system. The
Customs Administration has developed a system of import coefficients that
serve as the basis for control of the larger exporters.

2.151 Smaller exporters visited by the mission fell broadly into two
groups: they were unaware of their entitlement to duty-free imports for their
exports and were paying all the duties levied; or they had to go through a
lengthy procedure to obtain an exemption.

2.152 In addition to the duty exemption scheme (or the temporary import
scheme, as it is known in some countries), most countries also have a duty
draw-back system that allows reimbursement of the import duties once exports
have taken place. A duty draw-back scheme can be particularly useful for
occasional exporters, who at the time of importation do not know if they will
sell domestically or abroad. As pointed out earlier, reimbursement of import
duties is apparently less well-known in China and is very rarely used.

2.153 Finally, it should be pointed out that China does not allow domestic
suppliers of exporters (so-called indirect exporters) duty- and tax-free
importation of the inputs needed for production sold to final exporters. The
only important exception are production enterprises directly supplying the
trading corporations. The mission encountered several cases in which the
final exporter was importing inputs that were being produced in China (at
competitive costs and of international quality), but because no duty/tax
exemption was granted the Chinese products were more expensive than the
imports. These examples illustrate how the creation of a free trade status
for all firms contributing to export value added can increase the domestic
content of Chinese exports and bring benefits from exports to a larger number
of Chinese enterprises.

2.154 Tax-free domestic inputs for exports. Similar to the import duty, in
principle. Chinese exporters are also entitled to the exemption (or reimburse-
ment) of the consolidated industrial and commercial tax on exported goods.
However, this tax is an important source of revenue for the provincial and
local governments, which have been reluctant to give it up. The mission found
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that only in isolated cases were exporters either exempted from or reimbursed
for the industrial and commercial tax.

2.155 It was argued before that competitors in the international markets
normally operate in an environment in which inputs are purchased at world
market prices free of domestic taxes. This environment is a precondition for
a free trade system and implies that exporters have to be exempt from all the
indirect domestic taxes that are normally levied on local inputs. Based on
the experience of several exporting developing countries, an indirect domestic
tax exemption is an important step toward neutrality and is an internationally
accepted practice.

2.156 China's consolidated industrial and commercial tax is levied on all
domestically produced input including those used for exports. The tax ranges
between 5 and 35 percent for the bulk of the products (see China: Finance and
Investment, Report No. 6445-CHA) and can thus increase exporters' costs signi-
ficantly. Unless the exporter gets reimbursed or exempted from this tax, he
will be at a disadvantage vis-a-vis foreign competitors.

2.157 The mission's interviews indicated that firms frequently are unaware
that they can get an indirect tax exemption or reimbursement. Further, the
consolidated industrial and commercial tax is collected by the provincial and
municipal governments and forms an important source of their revenue. Despite
their desire to promote exports from their territory, local authorities have
been reluctant to forfeit or pay back the consolidated tax levied on exports.

2.158 In sum, the domestic indirect tax exemption system for China's
exports suffers from deficiencies similar to those in the import duty exemp-
tion scheme. The system is not automatic, it discriminates against smaller
firms and occasional or first-time exporters, it is administratively costly
and it excludes indirect exporters. Many potential exporters may never
consider selling abroad, and many potential suppliers to final exporters never
get included in the export production chain. As regards existing exporting
firms, their profits (or losses) are affected by indirect taxes or by the
costly procedures to get a tax exemption or rebate.

2.159 Financing of exports. There seems to be no specific facility in
China to finance the production and sale of exports. Producing firms that
desire working capital financing for production destined for exports can
obtain bank loans for up to 70 percent of the value of production. In some
cases (e.g., Fujian Province), all production can be financed by banking
sources. The loan terms and conditions for pre-shipment export financing are
identical to those for domestic production. Normally, the an-nual interest
rate is between 7-8 percent, with a maturity of up to one year.

2.160 Local currency financing for domestic inputs in the industrial and
agricultural sectors is provided by the Industrial and Commercial Bank and the
Agricultural Bank, respectively, whereas the Bank of China offers foreign
currency loans for imported inputs needed for export production. According to
firms interviewed by the mission, the only difference between financing for
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local sales and exports is that the applications for the latter are processed
faster, a fact that can occasionally be a considerable incentive to exporters.
No pre- or post-shipment guarantee and credit insurance schemes seem to be
available to the exporters and the banks. In many cases, however, the FTC
procuring the goods has to guarantee the firm's foreign currency loan.

2.161 Traditionally, the FTC obtained the funds to finance export procure-
ment through budgetary appropriations, based on their export plans. Lately,
however, they have had to rely increasingly on bank loans and their own funds
to finance the purchase of export goods from producers. These two sources now
account for the bulk of their pre-shipment financing. Post-shipment (sales)
financing is provided to the trading companies in local currency at 7.2
percent a year. Most sales financing is provided for a period not exceeding
one year, although lately there have been some cases where the Bank of China
has financed exports of heavy machinery and equipment with medium-term loans.

2.162 The experience of successful exporting developing countries has shown
that one of the most important export incentives is assurance of automatic and
equal access to expoi.t financing for all firms that generate export value
added. Export financing at uniform interest rates for all economic activities
generating value added for exports is critical, if a country is to exploit its
export potential fully. In industrialized countries with highly developed
money and capital markets, such access is ensured by the financial markets
themselves. In most developing countries, however, the financial markets are
shallow and segmented, and the government usually has to intervene to ensure
adequate working capital financing for exporting.

2.163 Underdeveloped financial markets and other distortions in developing
countries' markets normally lead to smaller and medium-size firms having great
difficulty obtaining adequate financing for export production and sales. To
alleviate this situation, many developing countries have, over the past two-
and-a-half decades, established export financing facilities in their central
banks or foreign trade banks, where pre- and post-shipment working capital
loans given by commercial banks, usually for non-traditional exports, are
rediscounted. Export financing schemes have been particularly important in
the export success of some developing countries in East Asia but are also in
use in a number of Latin American countries, e.g., Mexico (see Box 2.3).

2.164 In many countries, export financing facilities are complemented by
pre- and post-shipment guarantee and export credit insurance schemes that
encourage commercial bank financing of small and medium-size exporters and
provide some coverage against the risks of international trade. Such risk-
pooling schemes, set up by governments, have been crucial in offering a
neutral status to all firms contributing value added for exports, particularly
small enterprises and indirect exporters.

2.165 In China, it appears that large exporters and foreign trade corpora-
tions have no difficulty obtaining working capital financing for their produc-
tion and sales. However, even for those exporters, access to bank funds is
not automatic, the financing does not cover the entire value of exports, and
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BOX 2.3: MEXICO'S EXPERIENCE IN PROMOTING EXPORTS

The case for a neutral incentive framework for exporters is based
above all on the experience of several East Asian economies, including South
Korea. Over the past two decades, these economies have been improving the
policies, instruments and institutions needed to further promote and develop
their exports. In addition, several other developing countries have also
embarked upon more outward-oriented growth strategies and have developed
incentives to promote exports.

Mexico has, since the 1982 financial crisis and in particular after
the sharp fall in world oil prices, developed a comprehensive export
development strategy to promote non-oil exports. The country's main
objectives regarding overall trade reform and the focus of its export
development strategy were spelled out in an Export Development Program
published irn the second quarter of 1985. The program establishes concrete
growth targets for non-oil exports for the four-year period and emphasizes
that the export strategy objective is a considerable increase and
diversification of Mexican non-oil exports over the next four years. This
objective will be achieved by further liberalizing the economy, encouraging
efficiency, sharpening the policy focus and improving the measures and
instruments supporting export development.

Mexico's export program includes the following specific policy
measures and actions considered necessary for the execution of the export
development strategy: (a) promotion (through financial and technical
assistance) of investment projects aimed at increasing export-oriented
production; (b) institutional support offered to exporters and streamlining
and decentralization of administrative procedures; (c) financial and non-
financial assistance to exporters; (d) international negotiations and non-
conventional forms of foreign trade; and (e) improvements in the
infrastructure necessary for exports.

The program's principal contribution to the promotion of Mexico's
non-oil exports will be the creation of a 'neutral status" for exporters.
This status will be achieved by automatic access to financial and non-
financial incentives for all producers generating value added for exports.
Specifically, the program introduces duty- and indirect tax-free imports not
only for final exporters but also for their suppliers (so-called indirect
exporters), as well as access to official lines of credit for indirect
exporters' and trading companies' pre- and post-shipment financing. In
addition, foreign trade and customs procedures for exports/imports are being
simplified and modernized; export financing, credit insurance and guarantee
schemes have been amplified and streamlined; and the creation and
development of trading companies have been encouraged.
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Mexico recognizes that successful execution of such an ambitious
program requires considerable strengthening of the institutions responsible
for carrying out the export strategy (e.g., the Ministry of Commerce and
Industrial Development and the National Bank for Foreign Trade). Moreover,
individual agencies' responsibilities and arrangements for inter-
institutional coordination are being addressed in detail. A high level Ad
Hoc Committee for export promotion was appinted in late 1985 by the
President, with a mandate to prepare specific proposals designed to carry
out Mexico's medium-term non-oil export development strategy. As a result
of the committee's work, a series of specific policy instruments was
announced in early 1986 aimed at enabling Mexico to increase significantly
its export effort and exploit fully the considerable export potential of
first-time exporters and small and medium-size manufacturers.

Perhaps the most important innovation in the 1986 export promotion
policy package is the introduction of the domestic letter of credit (DLC).
The DLC is a commercial document issued by the final exporter stating that
it will pay for the merchandise procured by the supplier under the terms and
conditions specified in the document itself. Since this document is a
negotiable commercial paper, commercial banks are willing to use it to
rediscount with the government foreign trade bank the working capital
financing they provide to indirect exporters. This characteristic of the
DLC, namely, its acceptance as a commercial document by local banks, not
only allows indirect exporters access to export financing, but also gives
them access to the foreign exchange needed for imports, duty-free imports
for export production, and exemption of indirect domestic taxes.

The introduction of the DLC has been complemented by an improved and
expanded temporary admission scheme that allows established exporters, who
sign a multi-year export contract with the authorities, to import inputs,
machinery and equipment used for export production duty-free. In addition,
trading companies now enjoy automatic access to export financing and
exemption from the value-added tax and other domestic indirect taxes. Under
the new Incentive package, the guarantee requirements for temporary imports
have been reduced, exporters have the right to retain up to 100 percent of
their foreign exchange earnings (in foreign exchange accounts with dowestic
banks) for future imports and their suppliers' import needs, the various
export financing credit lines have been consolidated, and the export
insurance and guarantee schemes have been simplified.
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the approval process is lengthy on the part of the banks. There seems to be
no allocation of credit to finance the production and sale of China's exports.
According to the firms interviewed by the mission, the speed and ease of
access to export financin; depends on how tight or easy the overall credit
policy is. When credit Is tight, it is more difficult and time-consuming to
get export financing regardless of the volume and growth in export orders.

2.166 In the case of smaller firms, production for exports is often
financed as part of general working capital financing. In a few cases, the
mission found that the foreign trade corporations provided some financing to
the supplying production enterprises. Indirect exporters other than output-
supplying producers working with the foreign trade corporations have no access
to export financing.

2.167 Not surprisingly, in the absence of an export financing framework,
there are no pre- and post-shipment finance guarantee and no explicit export
credit insurance schemes in China. Of course, the bulk of China's trade is
still carried out by a limited number of monopoly foreign trade corporations.
In contrast, export insurance and guarantee schemes, combined with export
financing, have proved vital in the export success of many developing
countries. As China reforms its enterprises and banks, the provision of pre-
and post-shipment guarantees and assurance of bank export financing will
become increasingly important for the future success of the country's exports,
perhaps under the leadership and coordination of the Bank of China.

(c) Additional export incentives

2.168 The four basic elements, described above form the so-called basic
export incentive framework needed to attain neutral status for a country's
export sector. In many cases, however, offering these incentives to exporters
is not enough to offset the anti-export bias of the trade policy environment.
Even when exporters enjoy an environment approximating the conditions under
which their foreign competitors operate, the protection enjoyed by domestic
industries may still make exports less profitable than domestic sales, parti-
cularly under conditions of excess domestic demand.

2.169 This anti-export bias can be eliminated by uextending" neutral status
for exporting activities, so that they are not discriminated against in favor
of import-substituting activities. The level of export incentives in such a
situation would equal that of import substitution. However, offering all
exporters extra incentives (e.g., in the form of cash grants provided by the
government) to eliminate that bias can be very costly and is not in accordance
with internationally accepted norms. Most developing country governments,
therefore, opt for a strategy, whereby basic export incentives are complemen-
ted by a temporary system of additional export incentives and, more impor-
tantly, by a gradual reduction in the country's protection for import-substi-
tuting industries.

2.170 The set of policy measures under China's export commodity production
system can be considered a special form of additional export incentives
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designed to encourage investments in export-oriented production. Another set
of incentives Chinese authorities are considering in the context of the export
commodity production system and for exporters under the foreign investment
incentives is longer-term credit for export-oriented projects.

2.171 An adequate supply of medium- and long-term investment funds for
export-oriented projects is often critical to the success of a country's
export efforts, particularly where it is trying to diversify its productive
capacity and develop and promote new exports. In many developing countries,
smaller firms (both existing and potential exporters) often have difficulty
borrowing development capital and this constrains the expansion of their
productive capacity and thus deprives the country of additional exports. A
shortage of domestic medium- and long-term funds for project financing and the
commercial banks' growing preference for lending to well-established, usually
large-size, firms has been worsened by the developing countries' increasingly
difficult access to external borrowing.

2.172 With the growing role of demand management policies and enterprises'
increased reliance on bank credit, the situation regarding exporters' longer-
term financing in China will not differ significantly from that in many other
developing countries. If China wants to develop new production facilities for
exports, considerable additional domestic and external funds will have to be
made available. Because of a lack of data, the mission was unable to assess
the volume of funds channeled to the export sector. It seems, however, that
improved coordination in the area of export project financing (with the Bank
of China perhaps assuming the leadership role) is needed to make the best use
of existing financial resources.

2.173 Export enterprises operating under the foreign investment regulations
receive another important incentive: they are allowed to import machinery and
equipment without import licenses and duties, as long as the bulk of their
production is exported. Such a system has been applied successfully by
several developing countries to all exporters (domestic and joint ventures),
and it is suggested that all Chinese exporters be given the same right.
Adequate monitoring and control arrangements will prevent abuse.

2.174 Table 2.7 summarizes the principal features and characteristics of
thie export incentives environment described above.

(d) Non-financial incentives for export promotion

2.175 The incentive framework described above deals predominantly with
financial m.easures and the instruments affecting firms' decisions to export.
Experience in several developing countries that are successful exporters indi-
cates, however, that other incentives are needed if a country is to exploit
fully its export potential. The incentives environment needs to be
complemented by non-financial incentives, frequently in the form of technical
assistance and institutional support. These are of particular importance when
smaller firms, first time- and indirect exporters become involved with
exporting, and where new export products andlor markets are concerned. The
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Table 2.7t SUMMARY OF A POSSIBLE EXPORT INCENTIVE FRAMEWORK

Necessary Conditions
Incentive Automatic All activities Administrative Prevention GATT
Measures for export efficiency of abuse accord

NEUTRAL STATUSt
Basic Incentives (Production/Sales)

o Duty-free imports NN NN ** ** XX

o Indirect tax
exemption NN NN ** ** XX

o Access La to
foreign exchange NN NN ** XX

o Access to working
capital financing NN XX ** XX

EXTENDED NEUTRAL STATUSs
Additional Incentives (Production/Sales/Investment)

o Duty-free imports
of capital goods NN JV ** ?? ??

O Income tax
exemption NN JV ** ?? 11

o Additional production
& sales financing NN JV/EB ** ** ??

O Investment financing NN XX ** ?? ?

O Accelerated
depreciation NN JV ** ?? 11

Notess Keys: XX Exist
JV Exist only for joint ventures
EB Exist only for export production bases
NN Does not exist
** Needs improvement
?? Unclear
It Incompatible with GATT

/a Automatic access to foreign exchange could replace the current foreign
exchange retention scheme.
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central government has a crucial role to play in providing non-financial
assistance to exporters.

2.176 In the case of China, where it is expected that a growing number of
firms will become engaged in export production and sales, the provision of
non-financial, technical assistance to exporters is particularly important.
It most likely will have to focus on foreign trade management, a foreign trade
it.formation network, and institutional support and coordination.

2.177 Traditionally, some 12 foreign trade corporations have accounted for
more than three-quarters of China's external trade. Given their almost exclu-
sive role in conducting business with the rest of the world, they have
acquired considerable knowledge over the years about the international markets
in their respective lines of business, products and marketing channels. It
appears that little of this knowledge is shared with the producers supplying
the foreign trade corporations. Generally speaking, producers have been
delinked from world markets and receive little or no information about
requirements of and changes in demand.

2.178 The expected increase in autonomy and responsibility at the enter-
prise level will require managerial skills that are currently very limited in
China. Once key business decisions (including those affecting firm's exports
and imports) are made at the enterprise level, and the consequences of those
decisions are borne by the enterprise, management skills become crucial.
Training competent enterprise managers for firms engaging in foreign trade
will be an important element in the success of China's export development
strategy.

2.179 Equally important will be a foreign trade information network and the
delivery of technical assistance to exporters. At the company level, informa-
tion and assistance should concentrate mainly on specific markets and products
(areas such as quality control, product design, packaging and marketing) for
exporting firms. As the number of firms entering the export markets grows,
ways should be explored as to how best to organize these firms to exchange
ideas, and experiences and propose improvements in export policies, instru-
ments and practices (similar to exporters' associations and/or chambers of
commerce in other countries).

(e) Institutional arrangements for export promotion

2.180 In China, as in many other countries, a number of government agencies
are involved in export promotion. Most, however, seem to be engaged in carry-
ing out export plan targets, without necessarily following a broader strategy,
and often act in an uncoordinated way. For example, to fulfill their export
targets, the provinces and/or foreign trade corporations often compete for the
same (limited) volume of exportable supplies. The provincial governments,
however, create special incentives for exporters in their province with
respect to foreign exchange retention rights. This system discourages the
indirect exporters from supplying products to the final exporters in other
provinces and potentially deprives China of the benefit of more and higher
value added exports.
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2.181 In general, the various incentives available to Chinese exporters
(foreign exchange retention rights, bonuses, procurement prices, financing,
and duty- and tax exemptions) are administered by various agencies (SPC, Bank
of China, MOFERT, Customs, Ministry of Finance, Industrial and Commercial
Bank) at the local and national levels. In several interviews the mission had
with those agencies, the foreign trade corporations and producers, it became
apparent that there is no central authority with an overview as to how the
export promotion policy is being carried out and by which organization.

2.182 An effective export development policy for the future will require
better coordination among the agencies participating in export promotion and a
strong central authority responsible for the design and execution of export
promotion policies. Countries that have established this type of structure
have usually found it necessary to authorize a high-level body with these
tasks. This body is usually supported in its work by a secretariat and/or an
executing agency (e.g. a "Trade Development Council' or 'Export Promotion
Board'), which serves as a catalyst for inter-agency coordination, as well as
for the design and implementation of the export promotion policy.
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C. Concludint Remarks--Toward a More Efficient Trade Policy Environment

2.183 This annex has described the emerging trade policy environment in
China and assessed its effectiveness in realizing the economic benefits from
foreign trade. In light of this analysis and that of Annex 1, this last sec-
tion offers some concluding observations on China's ongoing reform, which is
aimed in part at building a trade policy environment that will strengthen the
contribution of foreign trade to the country's modernization and development.
These remarks begin by outlining a strategic framework for the trade policy
reform over the long term. Based on the strategic framework, a number of
policy actions are suggested that can be undertaken in the short to medium
term. These suggestions are by no means comprehensive, but are believed to
represent realistic transitional policies that can provide a foundation for
further progress in the modernization of China's socialist economic system.

Strategic Framework for the Long Term

2.184 While the Open Door policy has resulted in a significant increase in
the volume of trade, the trade policy environment may not be conducive to
economically efficient trade. The reforms proposed for the import and export
environment are closely related to other trade reforms and to macroeconomic
reforms. Thus, they should be seen as part of a package of reforms that
include reform of trade institutions (Main Report, Chapter 2), and reform in
foreign exchange allocation and rate determination (Main Report, Chapters 2
and 3). Further, they would need to be coordinated and sequenced with other
domestic economic reforms, including enterprise reform and price reform (Main
Report, Chapter 4).

2.185 First, the current trade policy environment may lead China into an
overall structure of production that is not internationally competitive:
export activities may expand, but for many the economic benefits of net
foreign exchange earnings may be less than the economic costs of domestic
resources; even through import-substitution activities may expand, their
domestic resource costs may still exceed the foreign exchange savings.
Second, the policy environment may weaken China's ability to improve its
international competitiveness over time: it may offer insufficient incentives
for technological change, innovation, product quality improvements, and
various cost saving measures in production; the productivity of workers and
investments in China may deteriorate relative to those of competOng countries.
In the long run, the higher level and growth of national income envisioned by
the Open Door Policy may be jeopardized.

2.186 While the success of foreign trade is clearly tied to the trade
policy environment, an equally important factor is domestic economic
conditions. Some of the key conditions are competitive markets, autonomous
producers, and the mobility of domestic resources on the basis of efficient
prices. Progress toward these conditions, which depends on continued domestic
policy reform, is necessary if the full benefits of the Open Door Policy are
to be realized. At the same time, the domestic policy reform by itself is not
sufficient in bringing to bear the maximum benefits of internatiortal trade.
For this, a sound trade policy is required. Thus, trade policy reform must be
part of a package of economic reforms.
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2.187 This concept of a *package" raises several long-term issues of
strategic importance. They are important because they suggest that even if
domestic conditions were made favorable, the present trade policy environment
would not yield efficient trade with maximum benefits. (The main report
discusses a parallel and consistent set of strategies and policy actions aimed
at improving domestic policy and the enterprise sector and trade policy and
the foreign trade sector.)

Taking Advantage of Market Forces

2.188 The modern socialist economic system envisioned by China is one in
which economic decisions are made by enterprises, workers, and consumers and
where the Government guides these decisions according to national objectives
in a planned fashion, taking advantage of the efficieny of prices in conveying
economic information. China is now in a transition toward that system, with
the Government facing the difficult task of navigating the country through
this initial stage without major economic imbalances. While measures based on
price incentives are being introduced, they are not yet fully effective; while
the role played by traditional physical and administrative measures is being
transformed, they continue to influence economic decisions. As such, the
Government faces a real danger that increasingly flexible but still distorted
prices may begin to guide decisions of economic actors in ways that contradict
national objectives and harm the welfare of the people.

2.189 Present circumstances are difficult, and it is understandable that
the Government continues to rely on administrative levers to allocate foreign
exchange. Nevertheless, there are limits to the ability of any administrative
system to meet the objectives of efficient resource allocation and growth.
The present system in which the Government attempts to allocate foreign
exchange to specific enterprises for specific uses--albeit capable of
improvement--can never fully succeed in meeting the objective of efficient
allocation of imports. This conclusion is based neither on theory nor
ideology, but simply on practicality and common sense.

2.190 In theory, it is always possible to allocate foreign exchange
efficiently in a centralized manner. However, to do so requires an enormous
amount of economic data of a sort that are not readily available, such as the
structure of revenues and costs for every enterprise, world prices of inputs
and outputs whether or not they are actually traded, and detailed and up-to-
date knowledge of the economy's input-output structure. A multi-sector,
multi-enterprise model of the entire economy would be needed to guide sectoral
allocations. Once broad sectoral parameters are established, enterprise
allocations must be set on the basis of individual cost-benefit analysis.
Even in China, with its long tradition and accumulated expertise in planning,
such a scheme is not realistic: it is humanly impossible even to approximate
this conceptual system.
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2.191 In practice, the system is heavily overworked in spite of its
decentralization to provincial authorities, with scarce and valuable
administrative resources carrying excessive burdens. Thousands of decisions
affecting hundreds of firms must be made about which applications to approve
and in what amounts. These decisions involve both technical staff and policy-
makers in scores of ministries and departments in the central and provincial
Governments, as well as those in China's Banking system. Moreover, the system
provides significant rents to successful applicants. As long as excess demand
for foreign exchange persists enterprises will be encouraged to lobby and
intervene in the decision-making of authorities, a situation that will only
add to the administrative burden.

2.192 Thus, the first long-term strategy of China's trade policy should be
to move away from an exchange control environment that relies primarily on
quantitative restrictions, and toward one that is defined by those instruments
which can take advantage of market-determined signals and allocations. The
advantage of using tariffs rather than quantitative restrictions to limit
consumer demand and to stimulate domestic production is well-docuwented. The
ultimate objective should be to move to a system where producers and consumers
bid for imported goods in the market, and where the structure of incentives is
set by economic levers such as tariffs.

Establishing Equality of Incentives

2.193 In order for individual decisions to reflect more closely the goals
of efficient development, the structure of incentives at home should be
aligned closely with relative international prices. The fundamental principle
of Chinale trade policy is to conduct foreign trade on the basis of equality
and mutual benefit between China and the rest of the world. One important
part of that mutual benefit is higher national income and consumption for
China and its trading partners. A tariff policy that would help China to
realize this benefit would be to establish equality in incentives across all
domestic producers.

2.194 The Government has succeeded in promoting vital export industries
through selective incentives. The experiments of special economic zones, for
example, have also generated positive results and lessons about promoting
exports. However, these efforts have created an 'air-lock' environment, in
which exporters are segregated from the rest of the economy--an environment
that is not necessarily conducive to generating new export products and
dynamic export producers. In the long run, no country has succeeded in deve-
loping an efficient export sector where exporters have been isolated from
other enterprises.

2.195 In addition to equalizing incentives for production of exports and
production for the domestic market, incentives should be made equal across
different activities producing for the domestic market. Existing large dispa-
rities in protection across import-substituting activities (see part A) lead
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resources away from areas of China's international competitiveness. Achieving
equality of incentives requires a reduction in the levels of protection to
import-substituting activities. The general course of action would consist of
setting a timetable for replacing the quantitative restrictions with tariffs,
reducing the variance in effective protection rates, and reducing the levels
of effective protection to import substitutes in order to bring them into
harmony with the incentives for exports. This process would include narrowing
the range of tariff rates by gradually reducing the high duties on final goods
and by reducing the number of tariff exemptions to as few as possible.

2.196 A long-term program of adjustments in the incentive structure will
negatively affect inefficient producers. Rather than justifications for inac-
tion, such cases call for adjustment assistance to workers and producers to
raise their productivity and make them better able to compete in the new
policy environment. Deferring reform of the incentive structure will simply
postpone the required changes and make the adjustment all the more difficult
and expensive when it takes place. Change can be gradual, but it cannot be
avoided, if China's productive efficiency is to be raised.

Selective Promotion of 'Infant' Activities

2.197 The strategy of a moderate and generally uniform structure of incen-
tives does not moan that there will be no cases where selective promotion of
an activity is warranted. Overall equality of incentives can usefully be
supplemented by selective promotion of a limited number of activities in the
economy. The objective of selective promotion should be to accelerate the
rate at which the chosen activities achieve international competitiveness
through higher rates of technological progress and productivity growth.

2.198 The characteristics of sound selective promotion ares (a) that it be
strictly limited in scope to a few activities; (b) that the special incentives
be ex ante limited in duration; and (c) perhaps most importantly, that the
Government. be prepared to cease the promotion if the desired improvements in
competitiveness are not forthcoming. There is some evidence that where
selective promotion of the type outlined has been attempted in conjunction
with exposure to foreign competition, particularly in export markets, the
rates of productivity change in both the promoted activities and in general
have exceeded those of countries, with comparable levels of income and
development which have not followed such policies.l/

Policy Actions in the Short to Medium Term

2.199 The strategic framework for the long term points to several matters
that require the Government's early attention, so that the necessary changes
and improvements can begin in the right direction. The suggestions made below
focus on the crucial transition period facing China today. At the risk of

1.1 See L. E. Westphal, 'Empirical Justification for the Infant Industry
Argument' (World Bank Staff Working Paper, No. 445, March 1981).
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repetition, it is critical that the following recommended reforms be coordi-
nated with other reforms, particularly reforms of trade institutions,
discussed in the Main Report, Chapter 2.

Restructurina the System of Incentives

2.200 For China's trade policy to achieve greater equality of incentives,
policy reforms are needed to generate effective exchange rates for the economy
that are based on tariff protection and subsidies alone and that are more
uniform across activities. These reforms will require actions on two fronts:
further tariff reforms to provide a more desirable structure of effective
protection; and movement to a foreign exchange allocation environment that
eliminates the need for quantitative restrictions and permits the prices of
imported goods to be influenced by tariffs alone.

2.201 As noted earlier, the recent tariff reform in China was a major
accomplishment and achieved significant tariff reductions. The reform,
however, was pursued under objectives that resulted in a tariff structure that
implies a highly variable effective tariff protection. The Customs Tariff
Committee recently launched a work program to adapt China's tariff codes to
those specified by the International Convention of the Harmonized Coemodity
Description and Coding System. The new system is likely to double or triple
the number of codes (from the current 2,279). Once the new codes are estab-
lished, the conversion will require setting new tariff rates for a host of
more specific product codes. It is suggested that the Government consider
using this opportunity to achieve greater equality in the structure of
effective tariff protection and greater neutrality of incentives between
import substitution and export activities.

2.202 The first step in this medium-term process is for the Customs Tariff
Committee to study the structure of effective protection, with the objective
of:

(a) proposing alternative structures of tariff rates, to be introduced
with the new tariff codes, leading to reduced levels and greater
equality in effective rates across activities;

(b) proposing a phased mediu-term program to continue to reduce the
level and increase the equality of effective rates over time; and

(c) evaluating possible measures and their implications concerning the
level and duration of any selective promotion measures.

2.203 Meanwhile, iome short-term measures can be taken that would moderate
the level of effective tariff protection for final goods production, help
reduce the excess demand for import licenses and foreign exchange, and at the
same time, increase government revenue. One measure that the Government may
wish to consider is to end the current duty exemption granted for capital
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goods imported for 'technical transformation, purposes. If total eliminaton
of that exemption is not feasible immediately, reducing it to a partial exemp-
tion--for example, by requiring importers to pay half the relevant duty rate--
could be a good starting point.

2.204 M(ovement away from the system of quantitative restrictions on imports
would require that the duty-inclusive prices of importables rise to levels
that eliminate excess import demand. The most direct mechanism by which this
rise can be achieved is to continue adjustmenting the exchange rate, raising
the price of importables and exportables simultaneously.

2.205 While the process of exchange rate adjustment and building the market
for foreign exchange is underway, mechanisms may be needed to facilitate a
transition to a market-based system of allocating foreign exchange. One
mechanism is to utilize the 'regulatory tariffs' discussed earlier. They can
be developed into a transitional system of import surcharges that uniformly
raises the cost to importers of all imports in a specified class of tariff
codes. The system could contain several classes, with the surcharges for each
set at a level designed to approximate the difference between the prevailing
level of domestic prices and the tariff-inclusive price of imports. Once the
system is in place, a progressively larger number of goods would be placed in
the category of imports that is restricted by neither the plan nor the import
licensing system. If import demand rose ralidly or fell precipitously, the
surcharges could be adjusted.

2.206 The surcharge system would help reduce the demand for imports and
thus for foreign exchange, and the government could continue to raise revenue
by capturing the rents associated with access to restricted imports. One
particularly important feature of the system is that it helps the government
unify and reduce the 'effective' exchange rates in the system gradually. It
is likely that initially a number of classes of products would be necessary in
order to avoid major adverse changes in the average effective rate of
protection for each class, as a result of moving from quantitative restric-
tions to surcharges-cum- tariffs. As the reform proceeds with continued
exchange rate adjustments, the surcharge levels in each class would be
adjusted. The ultimate objective would be to unify and then eliminate the
surcharge system altogether, so that domestic prices for importables would be
set by a combination of the exchange rate and revised tariff structure. In
the interim, the system would permit enterprises to improve their competitive-
ness and adjust to the new trade policy environment gradually at a rate set by
the rate of adjustment in the surcharges.

2.207 An alternative to the import surcharge approach would be to auction
the import licenses. It might also be desirable to allow exporters to offer
their retained foreign exchange for sale under the auction scheme. Among the
most important questions regarding an auction system are what can be imported,
and who is eligible to participate. For the system to function effectively as
a transitory mechanism, use of the licenses should be as unrestricted as
possible. Ideally, licenses should be completely interchangeable between
products, distributed to anyone, and transferable through the auction market.



ANNEX 2
Page 62

- 96 -

The licenses would be fixed in terms of the value of the imports, so that the
total value of imports could be budgeted and known in advance. Initially, the
system could consist of a partial auction of "unrestricted licenses, accom-
panied by a gradual widening of the coverage of such unrestricted licenses.

2.208 Under such an auction, imports of those products for which domestic
demand and supply were relatively sensitive to price changes (e.g., consumer
goods or inessentials) would decline proportionately more than would the
imports of those goods for which price sensitivities were less (e.g., raw
materials, intermediates, or capital goods).

2.209 An auction mechanism would help reduce the burden of administrative
decision-making by the authorities and further narrow the gap between the
supply and demand for foreign exchange. When compared with the surcharge
approach, however, use of an auction to facilitate the transition has three
main drawbacks: first, the level of protection given to producers becomes
less explicit-, second, the rate of change in that protection cannot be managed
by the government; and third, the government cannot capture all the rent in
the system as revenue.

2.210 The two alternative approaches described above could be implemented
singly, sequentially, or even in concert, depending on circumstances. The
important point is that a foreign exchange allocation system characterized by
multiple effective rates can only add serious distortions to the economy. It
is important, therefore, that these approaches be accompanied by the commit-
ment and policy actions needed to narrow the gap between the official exchange
rate and the effective rates implied by the level of the surcharges or the
auction price. Finally, it must be emphasized that neither approach is
appropriate for, nor are they intended to be, part of the foreign exchange
allocation environment in the long term. The final objective of these
mechanisms would be to facilitate the transition to a system in which
producers and consumers bid for imports in the market, and in which the struc-
ture of incentives is set by fiscal measures.

Promoting Efficient Exports

(a) Steps toward neutrality

2.211 The framework for an export promotion policy described earlier
focused on the policy environment that encourages efficient exports without
introducing a major bias against other activities. Such an environment, if
sustained in the medium term, should encourage the emergence of new axports
and attract a growing number of-producers to engage in this activity. Several
of the above elements already exist or are being contemplated by the
Government. However, the coverage and administration of the export incentive
scheme will have to be improved considerably if the system is to achieve a
neutral status for Chinese exporters. Experience in other countries has shown
that it takes several years to attain this condition. The basic principles of
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automaticity, equal treatment of all activities generating export earnings,
monitoring and control to prevent abuse, and administrative convenience are
also crucial if both existing and potential exporters are to respond to the
incentive scheme.

2.212 Thus, the Government may wish to consider as a medium-term objective
the introduction of a system whereby the incentives would be given automati-
cally to all enterprises participating in value added for exports. That is,
any direct or indirect exporter with an export or domestic letter of credit,
firm export order, or any other commercial document acceptable by the authori-
ties and the banks should have automatic and ready access to the foreipg
exchange, working capital financing, and duty- and tax-free inputs necessary
for export production. This status would require a change in current
practices where access to incentives is not automatic, is not transparent, and
is administratively cumbersome and time-consuming.

(b) Immediate steps

2.213 Achievement of a neutral status for exporters, as described above, is
an undertaking that will require detailed preparation and design and perhaps
several years to implement. Among the steps necessary for establishing an
automatic and neutral environment for exporters are some that can be taken
immediately; taking such steps would signal the Government's commitment to
promoting efficient exports.

2.214 Public announcement of an export promotion policy. The Government
should make its intentions regarding export promotion widely known. A medium-
term export promotion program could be ar .ounced as an example of China's
commitment to reforming the export incenti e framework. The announcement
could include a tentative calendar of steps for the coming months and years
aimed at achieving a more automatic and transparent system of incentives for
all activities generating valued added for exports. Institutional responsi-
bilities for the implementation of the policy could also be spelled out, and
all producers in China could be made aware of the existing incentives and
expected improvements.

2.215 Access to foreian exchange. Until a market for foreign exchange were
established, exporters could be entitled to automatic use of the foreign
exchange needed for imports for export production. This provision could
either be in the form of a 'cash retention' that exporters held in their bank
accounts (similar to the arrangements for joint venture operations with
foreign partners), or it could guarantee exporters ready and automatic access
of foreign exchange from the Bank of China. Under the latter option, a
special fund could be established at tle Bank of China that catered exclu-
sively to exporters' needs for foreign exchange (up to the level of the
imported content of the exports).

2.216 Access to working canital financing. Better coordination among the
financial agencies providing funds to exporters is needed. Alternatively (and
preferably), the authorities may wish to establish an export financing
facility (an 'export development fund') under the umbrella of, say, the Bank
of China. This facility would offer vcrking capital finacing in local and
foreign currencies for exporters' pre- and post-shipment needs, and could be
complemented by an export credit insurance and guarantee facility.
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2.217 Imort duty and tax exemption. A system whereby all exporters enjoy
automatic exemptions from import duties as well as domestic indirect taxes
should be put in place immediately. The possibility of introducing a duty
drawback scheme for occasional and first-time direct and indirect exporters
should also be studied. Administrative arrangements enabling efficient moni-
toring of firms' export performance and preventing abuse of the system would
be needed.

2.218 Technical assistance. Specialized centers to assist exporters in
product design, quality control, packaging, and marketing should be set up,
perhaps with the help of larger foreign trade corporations and appropriate
ministries. In addition, the MOFERT and foreign trade corporations should
strengthen the information network and improve the dissemination of informa-
tion to producers. A high level body could be instrumental in coordinating
all these technical assistance activities. Creation of exporters' associa-
tions, which could work together with the government, might also be encou-
raged.
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COMMODITIES SUBJECT TO EXPORT LICENSING
(As of November 1, 1?36)

No. Item Remarks

A. Ccmmodities SubJect to Export Licenses Issued by the Ministry of
Foreign Economic Relations and Trade (MOPERT)

1. Corn Including: Mushrooms in salt water,
salted and vinegared mushrooms.

2. Canned mushrooms

3. Mushrooms in salt water

4. Cotton yarn Licensing for these 4 textile goods
applies only to Hong Kong, Macao and

5* Cotton grey cloth Japan. Cotton yarn and cotton grey
cloth Include blended yarn and grey

6. Cotton polyester grey cloth cloth containing 75% cotton, not
including colored cloth, yarn-dyed

7. Cotton polyester yarn cloth and knitted yarn and cloth.

8. Cotton Including: Different kinds of cotton,
rejects and wastes.

9. Rabbits fur

10. Sheep hair Including: Goat haircloth, furless
haireloth.

11. Crude oil

12. Oil products Including: aviation gasoline,
automobile gasoline, solvent gasoline,
aviation kerosene, lamp kerosene,
light diesel oil, rerular diesel oil,
heavy diesel oil, lube oil, basic lube
oil, liquid paraffin, naptha, residual
oil, heavy oil, liquid hydrocarbon.

13. Tungsten and tungsten Tungsten products include ammonium
products tunstate, tungsten trioxide, tungsten

powder, tungsten power carbide, cast
tungsten powder carbide, tungstic
acid.

14. Coal Including: Raw coal, screened coal,
clean coal, lump coal, low-quality
coal (including middlings and slurry),
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mixed cool, coal fines, coal wastes,
hu±c add materials, shaped coal
(including coal briquetso boneycomb
briquets).

15. Internal coabustion engines Including: Diesel engines, gasoline
and units for farm use engines, kerosneo englies, methane

engines; units include generators,
water pumps and gearboxes using
internal combustion engines as power.

16. Leather gloves for labor For those Guangdong cowhide products
protection which are processed with supplied

materials or _de with the use of
forelgn capltal, export licenses shall
be issued by the Office of Guangdou
Special Agent autborised by MODRT.

17. Silks and satins Including: Mulberry silks, tuessh
silks, mlxed fiber silks, rayons,
interweave silks, silk blonds,
polyester silks.

18. Silks Including: Mulberry and tussah:
cocoons, raw silks, processed silk
threads,-silk douppioni, spun silk,
silk noll yarn, noil, *oil rejects,
silk rejects, cocoon sllk and blended
yarns containing the above-mintioned
materials.

19. Pearls Including: Fresh-water pearls, marine
pearls, pearl strings, pearl
necklaces, pearl, for medicinal use.

20. Bleached cotton cloth Including: Semi-bleached cloth.

21. Bleached cotton polyester ITcluding: Semi-bleached.
cloth

22. Coverall threads Including: Pagoda throads, which are
pure cotton and cotton polyester
threads.

23. White oil

24. Genseng (Round ginseng) Including: Red ginseng, diced red
ginseng, red ginseng beards, strong-
pillar ginsengl, wite ginseng, sun-
diced ginseng, diced white ginseng,
white ginseng beards, soup ginseng.
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25. Deer antlers Including: Antlers of wila daer, red
deer and whit-lUpped der.

26. Musk

27. Chinese angelica Incluing: Chieseag elic, tongdl
anelic., Xiang alic., Chie
angelic. head.*

28. Euommia bark

29. Tianqi Also n1A Sanqi, or root of
pseudo-ginseng.

30. Licorice root and products Products includ ointment, powder,
cresm and acid.

31. Stem bark of magnolia
officinalis

32. Queen bee jelly Refes to fres u e j ell, fresh
royal jelly (includ*- powder), which
are raw material co.iditiesa not
including prepared medicises.

B. Commodities Subject to aort Licenses Issued by the NDFT Special

33. Peppermint compound and oil

34. Black moss

35. Cordyceps Chines caterpillar fungus.

36. Milk vetch Includlig: Yellow milk vetch, white
milk vetch, black milk vetch and jin
milk vetch.

37. Fructus Lycii (Fruit of Including: Fructus Lycif and blood
Chinese wolfberry) Pructus Lycii.

38. Coptis root (Chinese gold Including: Coptis root and lillan
thread) variety of coptis root.

39. Bulb of fritillary Including: Sichuan, Qing, Song, Lu,
Ping, Mln, tXitjiag, Tunn and
Zhejian (ingot) variettes.

40. Fresh or dried root of rehasntla

*~~~~~~~~~~~~~~~~ 4
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41. Chinese yam rhJzome

42. Tuckahoe Poria Including: Tuckahoe Poria in the
forms of flakes, chunks, lumps.

43. Chuanxiong (rhizome)

44. Luohan fruit

45. Chrysanthemum Including the gong and yellow
varieties.

46. Dangshen (Root of Radix
Codonopsis Pilosulae)

47. Pinellia (tuber)

48. Rhubarb

49. White peony root

50. Tuber of dwarf lilyturf

51. Honeysuckle flower

52. Ox-knee root

53. Tuber of Rhizoma Corydali6

54. Root bark of Tree Peony

55. Fruit of weeping forsythia

56. Fruit of medicinal cornel

57. Tuber of elevated gastrodia

58. Cow-bezoar Including: artificial cow-bezoar

59. Root of balloonflower

60. Large-headed atractylodes

61. Insulin

62. Eel fries

63. A.C. electric motors and Including: Single-phase and three
A.C. generating-units phase.
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64. Machine tools

65. Heparinate

66. Jiemeisu > Medicinal materials, not prepared
medicines.

67. Chinese ephedra

68. Paraffin

69. Cassia bark License issued by Office of Guangzhou
Special Agent.

70. Cassia oil License issued by Office of Guangzhou
Special Agent.

71. Rauie and textiles Including: Raw ramie, degummed rasle,
raame slivers, ramie droppings; pure
ramie yarns, threads, grey, bleached
and grass cloth, and also yarns,
threads, grey and bleached cloth spun
with a blend of ramse and other
fibers.

72* Flax textiles Including: Pure flax yarns, threads,
grey and bleached cloth, and also
yarns, threads, grey, bleached and
grass cloth spun with a blend of flax
and other fibers.

73. Hu Ma (bast fiber) textiles Including: Pure he ma yarns, threads,
grey and bleached cloth, and also
yarns, threed, grey, bleached and
grass cloth spun with a blend of hu ma
and other fibers.

74. Hemp textiles Including: Pure hemp yarns, threads,
grey and bleached cloth, and also
yarns, thread, grey bleached and grass
cloth spun with a blend of hemp and
other fibers.

C. Comodities Subject to Export Licenses Issued by the Commissions on
Economic and Foreign Trade of the Provinces, Autonomous Regions,
Munic-iplities Directly under the Central Goverment and Cities
Drawing Up Their Own Plans.

75. Sugar Including: White granulated sugar and
white fine sugar.

76. Tung oil
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77. Peanuts Peanuts are purchased and marketed
under centralized plans. Licenses are
Issued on the basis of contracts
concluded and verified by the national
corporation. Include raw peanuts in
shells and raw shelled peanuts.

78. Sesame

79. Canned water chestnuts In water

80. Froen pork Frozen pork are purchased and marketed
under centralized plans. Licenses are
issued on the basis of contracts
concluded and verified by the national
corporation.

81. frozen suckling pigs Liconse issued by the Economic and
Trade hards (Comissions) of Hunan,
Guangdong and Zhejiang provinces.

82. Garlic Including garlic heads.

83. Dried wvcai vegetables

84. Fresh-water crab Licenses issued by the Economic and
Trade Boards (Comissions) of Jiangsu,
Rubel and Anhui provinces.

85. U11

86. Arabian ceftans and trousers

87. Logs

88. Sawn tlaber

89. Red dates

90. Rw lacquer License Issued by Hubei Provincial
Economic and Trade Board.

91. Cured tobacco Cured tobacco Is purchased and
marketed under centralized plans.

icenses to be Issued on the basis of
contracts concluded and verified by
the natioaal corporation.

92. Plyed vood

93. n ate glass
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94. Reed drapery License Issued by the TianJ in
Municipal Economic and Trade
Commsson and the Shandong Provincial
Foreign Trade Bureau.

95. Reed Liceme Issued by the Tlanjln
Municipal Econamic *an Trade
Comission, the Shandong Provinclal
Foreign Trade Bureau, and the
*ellong)iang Provincial Economic and
Trade Commission.

96. Cloissone Including: Cloissone jewelry,
ornamots and articles of use.
License issued by Bej tug Menicipal
Economic and Trade Comission.

970 Stationery Including: Writing bruhes, ink
slabs, calligraphy and pailatig paper,
uan paper, instones. Licenses for

luau paper Issued by Anhui ProvInial
Economic & Trade Comission. License
for calligraphy and paintitg paper
Issued by the Economic & Trade Boards
of the aportiwig provinces or
municipalities.

98. Drawn work Drawn vorks are purchased and marketed
undor centralized plan. License
issued on the basis of contracts
concluded and verified by the national
corporation.

Including: Handmade embroideries:
cotton, linen, organdy and cotton
polyester tablecloths, pillow cases
and slips, bedspreads, handkerchiefs
(cotton blended with gauze, bamboo or
hair filaments), face towels, place
mats, aprons, cushions, draperies and
woolen needlepoint tapstry.

Handmade woven and kIlt goods: All
varietie of border trlming. Crochet
garments. xcept for crochet
garmnts, all other goods mntloned
above do not iAclude silk material
goods.

99. Silk garments Embroldered garmnts and fabrics, silk
and sllk wadding garmnts made witb
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real and artificial silk and other
blend fabrics. Not Including goods
made of synthetic fibers.

100. Pig iron

101. Rolled steel Including all kinds of rolled steel,
steel wires and cables.

102. Steel ingots

103. Copper and copper products Including: Brass, bronxe, copper.
Copper products Include all kinds of
manufactured copper, wires, threads
and bare wires.

104. Aluminum and Aluminum Including all kinds of manufactured
products aluminum, wires, bare wires and

steel-core wires.

105. Lead and lead products

106. Zinc

107. Cement

108. Magnesium Magnesium ingots.

109. Mercury

110. Cobalt

111. Bismuth

112. Selenium

113. Molybderum Including molybdenum concentrate and
ammonium molybdate.

114. Sulphur iron ore Raw ore and concentrate.

115. Coke Including lump, crushed and power
coke, not including petroleum coke.

116. Iron nails & wires Iron nails are studs over an inch long
(not including sizes of one inch or
shorter).

117. Chronium ore
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118. Alloy iron Including: Manganese Iron, metallic
manganese, electrolytic manganese,
chromium iron (carbon chromium,
middle-low carbon chromium, micro
carbon chromium, vaccum chromium,
nitrogen chromium. Silicon iron
(sillcochromium, silicomanganese,
silicocalcium), molybdenum Iron.

119. Natural rubber

120. Soda ash

121. Caustic soda Not including sodium hydroxide
reagents.

122. Polyethylene

123. Polypropyrene Not including random polypropyrenes.

124. Phosphor ore Raw ore and concentrate.

125. Phosphorus fertilizer Regular calcium, caleium magnesium,
heavy calcium.

126. Sulfur

127. Benzene anhydride

128. Acetone

129. Yuan ming powder

130. Amino acid

131. Vitamin B Medicinal materials, not prepared
medicines.

132. Tetracycline

133. Graphite electrode

134. Hand tools Including: 1. All kinds of pUers,
vises, hammers, wrenches, files, saw
blades and frames; 2. Measuring tools
(tape weasures, straight, angular and
folding rulers, clamps of various
materials); 3. Tools for masons,
carpenters, bricklayers and
pipelayers, electric welders;
4. Other tools: Glass cutters,
blacksmith shears, steel wire brushes,
angle clamps.
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135. Fire extinguisher Small fire extinguishing appliances,
the outer shells are ornaments made of
breakable mterials such as ceramics
or glass and the inside filled with
fire extinguishing agents.

136. Demolition equipment and Including: Explosives, detonators,
materials for civilian use fuses, non-electric detonating

systems, detonating agents and
dynamites.

137. Rice Rice and soybeans are purchased and
marketed under central plans and
licenses are issued on the basis of
contracts concluded and verified by
the national corporation. Rice
includes glutinous rice, short-grain
rice and long-grain rice. These all
include unpolished, crushed and
unhusked rice.

138. Soybeans Yellow soybeans.

139. Rosin

140. Rugs Including: Handmade and machine-made
rugst tapestries and velvet blankets
(also called praying blankets) and
rugs and tapestries woven with wool,
silk, silk-wool interweave and
chemical fibers, not including grass
and hemp mats. Exports to USA
excepted.

141. Antiomny Including: Antimonic sulfide
concentrate, antimonic oxide,
antimoney ingots (refined antimony,
metallic antimony, antimony lumps,
antimony concentrates).

142. Tin

143. Calcium carbide

144. Frozen prawns Including: Frozen prawns and iced
fresh prawns with or without heads
hauled from the ocean or bred on
farms. These are purchased
and marketed under central plans and
licenses are issued on the basis of

, contracts concluded and verified by
the national corporation.
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145. Chestouts

146. Hosl musk melons Licenses Issued by the Xinjiang
Economic and Trade Board.

147. Oolong tea Licenses are Issued by the Economic
and Trade Boards (Commissions) of
JiaWgxi, Fujian, Guandong and Hunan
provinces and verified on the strength
of foreign contracts examined and
sealed by the Native Produce and
Animal By-Product Corporation.

148. Soybean meal and cakes Including: Crushed soybean cakes,
tile cakes and soybean white.

149. Bristle brushes

150. Dogbane and jute and
gunny sacks

151. Ceramics Including: Famille rose porcelain
(license issued by Jiangxi Provinesl
Economic & Trade Board), blue and
white openwork porcelain (license
issued by Jiangxi Provincial Economic
& Trade Board); earthware cooking pots
(license Issued by the Guangdong and
Guangxi Economic & Trade Boards); red
stoneware (license issued by Jiangsu
and Zhejiang Economic & Trade Boards);
porcelain sculpture (license issued by
Jiangxi Guangdong and Fujian Economic
& Trade Boards (Commissions); Xinhua
ceramic ware for daily use, household
stoneware, heavy porcelain (license
issued by the Economic & Trade Boards
of the exporting provinces or
municipalities).

152. Toilet paper Licenses apply only to Hong Kong and
Macao. Includirg large and small
rolls, large and small flat paper,
small faclal tisases.

153. Plan zi.huang License issued by Fujian Provincial
Economic & Trade Commission.

154. Chloromycetin Including chloromycetin soda and
unflavoree chloromycetin, not
including prepared medicine. License
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Issued by Liaoning, Shatml, Hubei,
Wuhan, Chongqing, Jiangsu and Shanghal
Economic & Trade Boards (Commissions,
Bureaus).

155. Pears

156. Pomelos

157. Pigs Including: fresh and iced pork.

158. Oxen Including: fresh, iced and frozen
beef.

159. Fresh eggs Including chicken, duck and goose
eggs

160. Frozen goat meat License issued by the Economic & Trade
Boards (Comissions, Bureaus) of Inner
Mongolia, Rebei, Hunan, Guizhou and
Sichuan provinces.

161. Peanut oil

162. Rapeseed oil

163. Rapeseed

164. Cottonseed oil

165. Live poultry Includings Chickens, ducks and
geese.

166. Processed eggs Including: *Lim preserved eggs and
salted eggs (chicken, duck and goose
eggs).

167. Pig by-products Pig heads, trotters and tripes.

168. Canned pork

169. Bean vermicelli

170. Sorghum

171. Crude & refined salt

172. Lichees

173. Jiao oranges

174. Watermelons
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175. Water. chestnuts

176. Potatoes

177. Chinese cabbages

178. Jellyfish

179. Peanut products Including: Fried ahelled peanuts
roasted peanuts to shells or shelled,
salted or dried peanuts in shells or
shelled, peanut butter.

180. Live sheep Including: Fresh or iced fresh
mutton.

181. Live eels

182. Live baby pigeons

183. Wines and spirits Guangdong rice wine, Maotai liquor,
Shaoxing wine, Pon wine, Wuliang
liquor, Lu:hou liquor, Te liquor.

184. Firecrackers and fireworks

185. Candles

186. Dried chillis

187. Mink fur

188. Anise

189. Fennel oil

190. Coffee

191. Walnut kernels.

192. BlackT fungus

193. Melon seeds Black, white and red melon seeds.

194. Lotus seeds

195. Ginko fruit

196. Rapeseed cakes (meal)

197. Rapeseed (kernel) cakes
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198. Beet meal

199. Bran

200. Dried yam

201. Dried cassava

202. Cypress bark oil

203. Feathers and down Goose and duck feathers and down,
washable and non-wahable.

204. Down products Quilts, pillows, mattresses and
cushlons.

205. Cotton underwear

206. Staple rayon underwear

207. Cotton bath towels

208. Cotton thermal underwear

209. Sweaters Including sweaters made of wool, blend
fabrics and acrylic.

210. Cotton bed sheets

211. Woven grass products

212. Woven willow products

213. Rattan products

214. Bamboo products

215. Furniture Includlig furniture made of lacquer
wood, hardwood, wood, steel and steel-
wood.

216. Artificial flowers

217. Detergents

218* Corrugated paper

219. Pencils

220. Flashlights

221. Batteries
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222. Battery cells

223. Porcelain tiles

224. wall and ground tiles

225. Electric fans All kinds.

226. Wardrobes All kinds.

227. Steel tubing

228. Barite

229. Alumina

230. Wheel tires

231. Decanedioic acid

232. Rare earths Rare earth concentrate, chlorinated
rare earth, rare earth oxides, rare
earth ctals, rare earth alloys.

233. Tin ore License issued by Yunnan Provincial
economic & Trade Board.

234. Grain and oil Grain sills, rice mills, hullers and
processing machinery oil presser.
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CHINA

CHINA'S PRIMARY COMMODITY TRADE AND THE
IMPACT OF DISTORTED WORLD MARKETS

A. China's Primary Commodity Trade: Patterns and Prospects

3.1 The future course of China's external trade depends on factors which
are only partly under the control of its own government. A number of poli-
cies, not necessarily restricted to trade itself and to the exchange rate, can
be used to direct the level and composition of China's external trade, but
international market and price developments usually cannot be manipulated by
one country, except for markets in which it can dominate demand or supply.
International markets are also affected by the policies of othet major trading
nations, which add another element of uncertainty. Finally, the future course
is dependent on past and present patterns of China's trade, which may or may
not be favorable compared to the growth of world markets; changing trade pat-
terns may be desirable but take effort and time and still may produce lesser
results than was expected as world markets themselves continue to change.

3.2 Some of the main factors determining China's export prospects for
primary commodities are discussed in what follows, starting with a short
survey of past trends and present patterns of the country's trade in primary
commodities. Next, attention is given to the issue of domestic policies, both
with regard to international trade in primary products. It attempts to
analyze whether these policies have conflicted in the past, and how they can
be made mutually supportive in the years ahead. Next, market prospects for
China's-major agricultural and nonagricultural primary commodities are
reviewed* taking account of possible effects on those markets traceable to the
policies of other major trading countries. Finally, attention is turned to
the organization of international trade in primary commodities, and changes
are suggested that would give a larger role to markets and prices in
determining external trade. Particular attention is given to the impact on
such policies of distortions in world agricultural product markets.

Trends in China's Primary Commodity Trade

3.3 In broad terms, the composition China's total exports has shown
remarkable stability; primary commodities _ accounted for 50-60% of exports
in all the years from the early 1960s up to the present. There has been a
slight tendency for this share to become smaller (see Figure 3.1) over time,
perhaps by about one-third of one percent per annum. But one should also note
that the importance of oil exports after 1973 has contributed strongly to this
stable share of primary commodities. Excluding oil, the share of remaining
primary commodities declined from close to 60% of total exports in the early
1960s to around 25-30% in the 1980s.

1/ Defined as the sum of SITC categories 0, 1, 2, 3, 4 and 68 (food and live
animals, beverages and tobacco, crude materials, mineral fuels and
products, animal and vegetable oils and fats nonferrous metals).
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3.4 By contrast, the composition of imports changed more dramatically
over the same period. In the early 19609, imports consisted -iinly of primary
commodities, but their share declined very rapidly and reached about 35% of
total imports around 1970. It fluctuated around that percentage throughout
the 1970s and then was reduced again from 1982 onwards, to about 15% in
1985. Cereals imports played a role in this decline (see Figure 3.2),
constituting about half of total primary commodity imports in the 1960. but
dwindling in importance in the most recent years. This decline, which is the
result of rising domestic production in response to policy reform (see
Part C), is one of the most dramatic aspects of the overall change in China's
trade pattern.

3.5 The change in the composition of exports is shown in more detail in
Table 3.1. The declining importance of primary commodities in total exports
occurred in two separate phases: before 1975, the major commodity groups
maintained their share in total exports, and the decline was concentrated in
the smaller export items. Since 1975, however, the major commodities account
for 80% of the total decline of the export share of (nonoil) primary commodi-
ties. In the earlier years, exports of sugar, dairy products and crude
materials of animals and vegetable origin - sheep casingst medicinal herbs in
particular - were more prominent, but from the mid-1970s these lagged
behind. In recent years, China has become an importer of a substantial amount
of sugar.

3.6 A remarkable feature of primary commodity exports, even when oil is
excluded, is their rate of growth, which during the entire period was around
12-13% in value terms. As total exports were growing only slightly more
rapidly before the early 1970s, but accelerated thereafter, the stable and
subsequently declining share of nonoil primary commodities in total exports
reflects the growing importance of manufactured goods, rather than a weakening
of the export performance of nonoil primary commodities. Compared to exports
of other developing countries, the rate of growth of manufactured goods
exports was about the same as in the case of China, but their growth of prim-
ary goods exports was significantly slower. This holds true for all major
subcategories: food, crude materials, ores and metals, and fuels.
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Figure 3.1* China: Shares of primary comodities and of petroleum
in the total value of exports, 1962-1985 (in 2).
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Table 3.1: CHINA: COMPOSITION OF PRIMARY COMMODITY EXPORTS,
BY PERIODS 1962-1985 (IN X OF TOIAL EXPORTS)

1962-65 1966-70 1971-75 1976-80 1981-85

Total primary commodities 55.3 56.6 54.3 50.1 49.4
of whichs Petroleum and prod. 1.3 0.7 6.7 16.1 22.9

Total nonoil primary commodities 54.0 55.9 47.6 34.0 26.5

Main Commodity Groups
Cereals and preparations 7.3 8.2 8.3 2.7 1.2
Fruits and vegetables 5.5 6.9 5.9 5.5 4.2
Oilseeds and nuts 5.1 5.0 2.5 1.1 1.7
Coffee, tea and cocoa 2.7 2.7 2.0 2.2 1.7
Live animals 4.0 3.5 3.6 2.5 1.4
Meat and preparations 1.9 3.6 3.8 2.5 1.7
Fish and preparations 2.6 3.0 3.0 2.5 1.6
Textile fibers 4.6 5.4 5.2 3.8 3.4

Subtotal /a 33.6 38.3 34.3 22.7 16.9

All other nonoil primary
commodities 20.4 17.6 13.3 11.3 9.6

la Columns may not add up to subtotal due to rounding.

3.7 The changing pattern by destination, with an increasing share of
primary commodity exports going to industrial market economies and to Hong
Kong, provides part of the explanation. Trade with Japan increased rapidly;
exports to the USA, which in the early 1970s were virtually nonexistent,
flourished; and the Hong Kong market for food, which is supplied almost exclu-
sively by China, expanded rapidly. However, the geographical destination
provides only part of the explanation. China increased its market share in a
number of primary commodity markets, particularly after 1970, because of the
government's intent to increase foreign exchange earnings to permit a higher
level of imports. For this purpose, it pursued throughout these years a
policy of managed supplies, not only for the domestic markets but also for
exports. Changes in this trade regime have been implemented, particularly
since 1979, but in a number of respects supply management for exports con-
tinues to characterize the present situation.

3.8 Before turning to the present organization of China's foreign trade,
its motivating forces and their economic consequences, the next section
briefly discusses recent developments in the supply of agricultural and other
primary commodiLies as a result of the reforms since 1978. These have a bear-
ing on the availability and the international competitiveness of primary
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commodities produced in China and thus constitute an important backdrop for
evaluating the more recent export performance and prospects,

Domestic Reforms and International Primary Commodity Trade

3.9 Between 1979 and 1985, agricultural production increased by about 8%
per annum, with changes in production patterns increasingly reflecting market
prices and demand. The responsibility system has left decision-making regard-
ing agricultural production mainly to farmers, who are more and more faced by
free market prices or guided and negotiated prices instead of prices fixed by
the government. Substantial income increases in both rural and urban areas
have led to significant changes in the pattern of demand for agricultural
products, in addition to shifts that came about simply because consumers could
effectively express their preferences in the market.

3.10 More reliance on markets in determining output and consumption
levels and allowing a higher degree of price flexibility has not progressed at
an equal speed for all primary commodities. Mining of metals, minerals and
fuels is largely carried out by state enterprises which, together with the
manufacturing industrial and public utilities, are the subject of the urban
reforms begun in late 1984. these primary producing sectors do not supply
directly to consumer markets - but deliver intermediate products to other
industries, they experience the effects of the reforms indirectly and more
gradually. As some of these products are considered of strategic importance,
and others are only produced by one or a small number of enterprises, the
government has chosen to maintain its influence over prices and production
levels.

3.11 Within the agricultural sector, markets have not as yet been allowed
to bperate equally for all commodities. In some cases, the government still
exerts a substantial degree of control over prices or over the use of land for
particular crops. These policies, in combination with market demand and price
prospects, have together established the economic environment in which farmers
make their production decisions. They led, for example, to major increases in
the output of livestock and aquatic products, for which demand was strong.
Better prices of cotton and vegetable oils compared to grains stimulated the
former strongly, although grain production still recorded an average annual
growth of 3.4% between 1979 and 1985.

3.12 Shifting patterns of supply and demand have affected the need for
imports and the availability of production for exports. From being a major
cotton importing country for many years, China's import needs declined in the
1980s, and from 1984 onwards a significant surplus has been exported. Exports
of oilseeds and nuts, which declined during the 1970s, are again increasing
substantially. The picture with respect to trade in cereals is less clear:
although exports of rice and recently also maize are rising, imports have
declined less than at first sight might have been expected. The different

2/ In 1985, the nonagricultural primary commodities (excluding fuels) repre-
sented only 12% of total primary commodities (excluding fuels).
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role of the government in domestic grains markets appear to have led to fairly
substantial imports to assure urban supplies in the coastal zone.

3.13 As yet, the situation does not appear fully stable; additional
measures to enhance the role of markets will probably be taken, and relative
prices will gradually shift further. The direction of these shifts can to
some extent be foreseen, as the demand for livestock products, fish, fruits
and vegetables will remain strong as long as household incomes continue to
rise. The direct demand for grains to meet human consumption needs will
probably rise little above present levels, except for the modest pull exerted
by population growth. But, at the same time, the demand for feedgrains can be
expected to increase rapidly, as the livestock sector expands. As there are
physical and climatic limits to the substitution between the production of
rice and of other cereals in China, a situation may arise of rice surpluses
and deficits of wheat and/or maize. But rice surpluses may be a feature only
during a limited number of years, while domestic demand gradually increases,
and production patterns adjust further. As China's agricultural land is quite
limited, it would be no surprise if the country were to become a net grain
importer at higher income levels, since the same land now producing cereals
can be used for higher value products that would find a ready domestic market.

3.14 Against this background, and assuming that market forces are
increasingly to determine prices, the domestic prices of grain can be expected
to be closely linked to international prices as China becomes a net-importing
country. If domestic prices would be set higher through import levies--an
issue more fully discussed below--the transition towards higher-valued outputs
would be retarded, and domestic demand for livestock products would also be
somewhat reduced, but it might still entail larger imports or reduced export
supplies of agricultural products that give a higher return measured at world
prices.

3.15 A second feature of future demand for agricultural products is the
higher degree of processing that will require substantial investments in
industrial capacity, for both processing and producing the required
packaging. The large demand for processed agricultural commodities in the
domestic market suggests, in turn, that there may also be external markets
outside Hong Kong where China can offer these products competitively. Com-
pared to the present situation, this would require major improvements, as high
international standards were applied to the materials used, product quality,
packaging and processing efficiency. From available data--unfortunately a small
sample-the impression is that China's current competitiveness in a broad
range of unprocessed agricultural products declines with increased processing.

3.16 Further progress in domestic reforms which put more reliance on
markets and less on supply management through allocation planning are bound to
affect the future course of exports, including those of primary commodities.
Domestic demand will exercise a stronger influence over the allocation of
available supplies between domestic and foreign markets and in the process,
bring about domestic price changes, which, in turn will alter the relative
competitiveness of Chinese products in foreign markets. Both the composition
of exports and of imports will change as a consequence. The different product
mix needed to meet domestic demandt, including more processed products, can be
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expected to open up opportunities for new production capacity which is both
sufficiently efficient and quality-oriented to find outlets in foreign mar-
kets.

The Organization of Primary Commodity Trade

3.17 The past and present organization of trade in China was discussed in
Annex 1. This description and analysis applies equally to trade in primary
commodities. For example, prior to 1979, this trade was handled by less than
five FTCs. In particular, however, the practice of FTCs engaging in trade in
a wide range of products of a greater or lesser profitability in order to meet
overall targets is most relevant to the agricultural sector.

3.18 In the case of agricultural commodities, it appears that unprocessed
products are more competitive in international markets than processed ones.
Most FTCs list unprocessed goods among the ones which they can export at a
profit, whereas processed products dominate the list of loss-makers. If FTCs
were to pass on international prices to producers, they would pay higher
prices for unprocessed commodities but lower ones for processed goods. When
buying directly from farmers--as FTCs increasingly must do because of the new
organization of agricultural marketing--rural incomes would be increased and
an incentive provided to farmers to produce the kind and quality of products
for which there are profitable external markets. This incentive is now
missing. Paying lower prices for processed commodities would be an incentive
to producing enterprises--many of which are under the captive control of the
FTCs--to improve their efficiency and lower their costs by selling in the
domestic market as well. At the same time, it would be an incentive to the
FTC concerned to search for other, more efficient enterprises which may be
able to produce for foreign markets.

3.19 Foreign exchange retention rights appear to favor the least
deserving domestic producers of agricultural exports. Enterprises producing
processed agricultural commodities receive retention rights. Farmers selling
unprocessed products to FTCs in the domestic market are not provided with the
right to retain any of the foreign exchange earned with their products. If
retention rights are to be maintained in future, farmers should be given the
same rights as processing enterprises. Agricultural sales cooperatives should
be able, as is suggested for enterprises, to sell through FTCs of their own
choice, possibly on an agency basis, or have the right to sell directly in
foreign markets.

3.20 Future reforms in trade in agricultural commodities should be
dovetailed to the strengthening of China's rural economy. The fact that
agricultural processing for export is mainly organized through captive
enterprises within the structure of the FTCs leads to an urban bias in
locating those enterprises. It also results in a lack of cross-information
flows between those enterprises and others which are limited to the domestic
market but may have the potential to become exporters as well. Instead, FTCs
should be instrumental in establishing rural collectives and enterprises in
lines of production that promise to generate new flows of exports and to add
to rural incomes.
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3.21 The idea of establishing rural export bases applies the same
separation of enterprises (which produce either for the domestic or the
external market) from agricultural production. By instead making domestic
markets more competitive and sensitive to the demands of consumers,
enterprises would be forced to improve the quality of their products and the
way in which they are offered. FTCs should survey the entire domestic market
continuously to find products and producers able to meet international
standards and assist them to enter foreign markets.

3.22 This applies to both processed and unprocessed products, but it is
essential that for both the same set of rules applies. Tax incentives,
retention rights to foreign exchange, and technical and organizational assis-
tance to upgrade product quality should apply to both rural and urban activi-
ties. Where this requires the establishment of rural organizations to channel
sales or to process agricultural commodities for exports, the needed technical
and financial support should be forthcoming and FTCs could play a significant
role in stimulating this process.

3.23 The closer integration of foreign and domestic markets that
constitutes an essential recommendation of this report does not imply that
there are no arguments for specific measures at the border which drive wedges
between domestic and international prices. However, such border measures
should be seen as exceptions rather than the rule. Specific economic
arguments need to be provided which justify these measures, and three such
situations are discussed in Part C.

Prospects for Primary Commodity Trade

3.24 Agricultural commodities, metals and minerals, including their semi-
processed products, have played a declining role in China's exports, falling
from about 54% in 1965 to about 28% in recent years (excluding petroleum).
Including petroleum, the share of primary commodities has remained remarkably
stable because of the increasing importance of oil exports. Exports of coal
have also contributed to this stability recently. Table 3.2 shows the shifts
in the export pattern of the last five years.

3.25 Better than average performance is noted for tea exports, which
expanded rapidly notwithstanding an uneven development of world market prices;
for cereals because of a rapid increase of maize exports to Japan; for textile
fibers, where the main item is cotton which China recently started to
export. Coal has also been exported in recent years, mainly the result of
very rapid expansion of domestic coal production. Still, the overall trend of
nonfuel primary exports as a share of total external sales is clearly
downward. This should not hide, however, significant increase of those
exports in recent years--as also over the longer term--well beyond the rate at
which world markets expanded and notwithstanding declining prices for most of
these products.
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Table 3.2: SHARES OF PRIMARY COMMODITIES, BY GROUPS, IN TOTAL
EXPORT OF CHINA, 1980 AND 1985 (X)

1980 1985

Total Primary Commodities /a 49.2 50.30

Food and live animals 16.2 12.2
Of which: fruits, vegetables (4.8) (3.3)

fish and preparation (2.1) (1.4)
meat and preparation (2.0) (1.3)
live animals (1.8) (1.1)
tea, coffee, cocoa (1.7) (1.8)
cereals and preparation (1.4) (1.8)
other food and production (2.4) (1.5)

Crude materials excluding oil seed, ores 8.2 7.9
of which: textile fibers (2.8) (4.3)

others (5.4) (3.6)

Fuels 21.8 26.4
of which: petroleum (20.9) (24.5)

coal (0.9) (1.9)

28,66 ores and metals 1.8 1.7
22,4 oil seeds, animal, vegetable oils and fats 1.2 2.1

/a Numbers in row entries refer to SITC-codes.

3.26 As was stated earlier, China is not well-endowed with resources for
agricultural production and is therefore unlikely to maintain a positive trade
balance in this sector in the longer run. Domestic demand will assert itself
strongly, and the rising share of livestock products in the average diet
suggests that cereals imports for animal feed will tend to rise faster than
remaining, but modest, cereals exports. In the process, domestic costs of all
agricultural products can be expected to rise, whereas world prices are
generally expected to continue their long-term decline, making exports less
competitive and imports--even when restrained by border measures--more attrac-
tive.

3.27 The changes in the structure of domestic demand will also express
themselves in a shift to increasingly processed agricultural commodities. The
desirable integration of production t6r domestic markets and for exports can
bring about a shift in exports as well, moving towards a larger share of
processed and manufactured foods and other agricultural commodities.
Presently, few of these products in China appear to have a competitive edge,
but this may indicate the usually small and captive character of these
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industries producing for exports, rather than a general problem concerning the
entire food industry. That question can be answered only by opening up the
possibility to export to a much broader range of enterprises than is the case
at present.

3.28 According to the most recent World Bank projections (October 1986),
world consumption of nonfuel primary commodities is estimated to grow in
volume terms by 2.1% per year through the end of this century. Relative
prices may continue to decline in world markets by close to 1.0Z per year.
Even if China's exports of these commodities exceed that rate of growth signi-
ficantly, particularly by shifting to higher value-added manufactures based on
agricultural processing, the growth of this part of exports will nevertheless
decline from the rates experienced in past years. Nor will these rates reach
the desired overall rate of export growth, thus further reducing the share of
nonfuel primary commodities in China's exports. Still, the contribution to
overall export grei*th can be significant, suggesting that efforts should be
made to provide the widest possible opportunities to domestic producers for
participating in export trade.

B. China as a Dominant Exporter: Implications for Trade Policy

3.29 The essential thrust of much of this report has been to encourage
China to reduce the extent of government intervention in trade and to put
greater reliance on economic levers. It has been argued that this will
encourage efficiency both in trade and in production for the domestic market,
thereby increasing overall returns to China from production and trade.
However, in the primary goods area, there are two circumstances in which this
approach should be modified: where China is a significant exporter in world
markets, either with respect to high penetration of a particular market, or in
terms of its share of world trade in a particular commodity; and when China
faces severe distortions in world markets, such that current world prices may
not provide appropriate signals for long-term decision-making. The first
situation affects China's food exports to Hong Kong and Macao, as well as
China's exports of products such as silk, tungsten, and, for somewhat
different reasons, certain textiles and garments. The second situation
affects policy towards trade in a variety of products, but particularly sugar,
dairy products and steel; this issue is discussed in part C below.

The Hong Kong and Macao Food Markets

3.30 The geographic Hong Kong and Macao and the similarity of consumer
preferences as compared to China itself have made these markets very important
for China. The share of China's exports destined for these markets has been
remarkably stable, most years exceeding 25% of Chinta's total exports. In
recent years, Hong Kong has also become an important source for imports to
China, but its trade balance has stayed strongly positive with Hong Kong. Not
all Chinese exports are for consumption in Hong Kong, as a significant part is
re-exported; tne latter trade flow may account in recent years for about half
of Chinese exports to Hong Kong. Re-exports concern in particular textiles
and clothing.
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3.31 Agricultural commodities, which in the 19609 were the bulk of
Chinese exports to Hong Kong, have gradually become of lesser importance and
recently accounted for less than a quarter of these exports, equivalent to 8%
of total Chinese exports. This is important to mention, because a large part
of the policy discussion in China regarding foreign trade draws its
propositions and arguments from past experience concerning this particular
flow of trade. In fact, not only the limited importance of this market but
also its rather exceptional character suggest that generalizations based on
and drawn from it are not appropriate.

3.32 The main agricultural export commodities destined for Hong Kong are
live animals, fruits and vegetables, meat and preparations, fish and prepara-
tions, cereals and preparations, dairy products and eggs. Although Hongkong
re-exports part of these food imports, notably to Japan and Singapore, the
remaining quantities represent very large shares in total consumption. Indeed
the Chinese Government has pursued policies which ensure that this market
remains overwhelmingly supplied from its own hinterland.

3.33 The way in which this is done may, by itself, explain why the
authorities have a rather strong focus on this market. A large number of
people are employed in regulating the supplies to this market, much more than
is the case for any other external trade flow. About 1,000 persons are
employed in Hong Kong itself to survey the markets for all food items--
particularly perishables--brought in as supplies from China and (for example
in the case of oranges) from other countries. They report on the daily market
situation to MOFERT, which, on the basis of this information, sends
instructions down to several main shipping points regarding quantities and
timing of shipments to be made. In this way, stable supplies and prices are
guaranteed to Hong Kong consumers, and care is taken to maintain prices at a
level which prohibits virtually any sales by other potential suppliers.

3.34 Prices in the Hong Kong market for most export products are signifi-
cantly higher than for comparable products in China. As the FTCs procuring
goods for the Hong Kong market pay domestic prices, this operation is profi-
table for most commodities, but more so for fresh and unprocessed foods than
for processed ones. In some cases, however, such as eels produced in aerated
ponds which require substantial investment, exports to Hong Kong can only take
place at a loss. In one particular case, these losses were not absorbed by
profits of the FTC on other exports, but a subsidy was provided by the
government. But even in the case that exports are profitable for the FTC
concerned, this may not be the case for the Chinese economy, as substantial
costs of its trade organization are not charged to exporters but absorbed in
the budget of MOFERT.

3.35 Again, the disadvantages of not passing on external prices to
domestic producers apply in this case. The organization of trade leads to
economically undesirable cross-subsidization of commodities and, in some
cases, even to outright subsidies paid by the government budget. The question
arises first of all whether there are economically more desirable alternatives
to the present system that could achieve the same objectives more efficiently.
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3.36 A possible way to open up the market to competition amongst
suppliers would be to replace the present market organization by a set of
export duties on trade in fresh and unprocessed agricultural products, live
animals and meat. It would, when carefully set, avoid an excess of supplies
to Hong Kong, as prices in that market are allowed to fluctuate only within a
narrow range. The lower limit of that range would be determined by domestic
prices in China's main supplying regions, increased by the necessary trade and
transport costs plus the export duty. The upper limit would be the price at
which other suppliers can enter the Hong Kong market.

3.37 It should be noted, however, that a discriminatory export duty
exclusively on shipments to the Hong Kong market is not a practical proposal.
It would be objectionable under GATT-rules, although an exception may be made
because of the pending unification of Hong Kong and China within the foresee-
able future. Still, in practice, it would invite exports to third countries
without duty and re-exports by them to Hong Kong, which would undermine the
purpose of the scheme. Export duties should thus be used on all exports of
commodities which have Hong Kong as their main destination, but levied irres-
pective of the actual destination. That would limit the number of commodities
to which an export duty could be applied; otherwise it would hurt export
volumes of these commodities to other destinations, offsetting part or all of
the gains obtained from dutiable exports to Hong Kong.

3.38 This said, we have to recognize that in a market such as food in
Hong Kong/Macao, there can be frequent changes in the pattern of demand,
whereas it is not practicable or sensible to make frequent changes in export
taxes. Therefore, it seems likely that for this special market, it will be
necessary to maintain some form of export licensing to accompany any export
tax. An underestimation of the appropriate export tax could result in a
flooding of the market, and, with inelastic demand, a decline in overall
revenues for China. However, the imposition of an export tax would remove the
excess profits from the hands of the FTCs, thus reducing their ability to
subsidize other exports. Moreover, the tax would help to reduce the
administrative burden of managing exports to these markets.

China as a Major World Market Supplier

3.39 For a few commodities, China is a major supplier to world markets
but their number is small, and the total value of these exports is quite
limited. In the two important commodity markets for rice and for tea, which
are the most substantial from China's viewpoint, shares in the world market
range between 15 and 20%. The same shares apply to some markets of leiser
importance for China, for example groundnuts, sesame seeds and castor beans.
China supplies about one quarter, followed by Argentina and Mexico. Silk is
the main product in which China is the dominant supplier, with more than 50%
of the world market in most years, and earnings exceeding 1% of total
exports. In nonagricultural raw materials, China has a large a share in the
production and trade of several minor minerals and metals, such as tungsten,
vanadium, and antimony.

3.40 In the case of products for which China has a dominant market
position, the question can be raised whether the preser.t organization of trade
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through PTCs should also be changed in the sense of opening up these markets
to domestic competition. The answer to that question must also take account
of the domestic organization of production, which varies greatly from the
large number of farmers engaged in silk production to the few or even sole
producing units for metals and minerals. The strategic importance of these
metallic products makes it likely that their production will continue to be
controlled by the central government. In that case, it seems logical to put
the responsibility for exports also in the hands of those enterprises and to
give them control over export functions presently performed by FTCs. Profits
from these exports should accrue to these enterprises, and losses be borne by
them.

3.41 In the case of silk, the situation is more complex, as both raw silk
and products are exported, and producers are numerous. It would, in any case,
be desirable that producers become linked to international markets and prices
by abolishing the present export monopoly. This could be achieved in the case
of raw silk by transferring the responsibility for exports to regionally
organized farmers' cooperatives, taking over the functions of FTCs presently
in charge of trade. Initially, some central guidance may be needed, to avoid
over-supply to the market and lower prices, but the export of silk could be
left increasingly to the producer organizations themselves, possibly with the
setting of a minimum export price to prohibit excessive competition between
suppliers.

3.42 Finally, China faces market constraints of one kind or another in
certain commodities. In particular, there is the case of textile and garments
exports, where China faces quotas imposed under national import restrictions
or under the Multi-Fiber Arrangement. At current world prices, Chinese
producers would be willing to supply a higher volume of exports than would be
acceptable under current quotas. While these quotas can be avoided by expand-
ing exports of individual items ex:cluded from the arrangements, and by
improving quality so as to raise value with the same volume of exports, there
may be more efficient ways to organize the internal allocation of these
quotas. The present arrangements severely reduce the possibilities for
internal competition that would encourage efficiency improvements.

3.43 One way in which the allocation of quotas could be organized would
be by auction. This is essentially the current practice for allocating
textile quotas in Hong Kong, for example. The two main advantages of this
approach would be greatly reduced administrative costs of allocating quotas,
and capture by the government of the scarcity premium, or rent, that derives
from the presence of quotas. Although not apparently a serious problem in
China, in several other countries the practice of allocating quotas has also
been an important source of corruption.

C. Distorted World Markets: Implications for Trade Policy

3.44 World agricultural markets are strongly influenced by national
policies which that primarily domestic objectives. As a consequence, many
agricultural commodities are only partly produced in countries offering the
best economic opportunities, whereas another part originates in countries
which can only produce those commodities behind protectionist barriers, and/or
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with heavy subsidies. These practices lead also to distortions in the
patterns of international trade and to world prices which bear little or no
relationship to the marginal costs of efficient producers.

The Determinants of Agricultural Policies

3.45 A small number of countries dominate world markets, both as
importers and as exporters, and their policies matter most. The objectives of
the national policies of the dominant countries determine therefore to a large
extent the sitlation in agricultural markets, in a few cases by design but in
most as a side-effect. Taking the 12 member nations of the European
Communities (EC) as one unit, because of their Common Agricultural Policy
(CAP), and treating the USSR and Eastern Europe also as one unit, some 20
country groups account for about 80% of world agricultural production and
trade. The motivations and objectives of their agricultural policies
determine, to a large extent, the patterns of world production and trade of
the commodities concerned.

3.46 The patterns of production of agricultural commodities and of trade
in such commodities are very different. Industrial countries account for only
about one-quarter of production, but almost 60% of trade. By contrast, the
selected developing countries account for almost 40% of production, but less
than 15X of trade. Similarly, Eastern European countries have much lower
shares in trade than in production. Even if internal trade within the
European Community and between the US and Canada is excluded, the industrial
countries would still be the dominant force in world agricultural trade, and
therefore the following paragraphs concentrate on their agricultural policies.

3.47 Within the group of industrial market economies, a distinction needs
to be made in terms of the kinds of policies with respect to their
agricultural sectors they have pursued in past years. One group of countries,
mainly Western Europe and Japan, have protected their agricultural sectors,
whereas the others have done so to a much lesser extent. In the latter group
are the US, Canada, Australia and New Zealand. To some extent, Argentina and
South Africa can be put in the same class, even if their level of development
is lower; they share some of the same characteristics as regards their agri-
cultural sectors and their policies. Historically, the difference between the
two groups of countries is that the former have a very long history of agri-
cultural activity, which was the mainstay of people's livelihood for many
centuries before their economies became more diversified. The second group of
countries had a much more recent start, as colonies settled mainly from
Europe, with abundant land renources, rapid economic diversification and with
restrictions imposed on migration long before average farm sizes were reduced
to those observed in Europe. The vast differences in the resources available
in the two groups of countries for average farm households shown for selected
countries and country groups in Table 3.4.

3.48 Agricultural employment as part of total civilian employment is
relatively high in the EC and Japan as compared to tha other countries,
including, notably, Australia and Canada. Within the EC, there are large
differences also between countries, from a low of 2.1% in the United Kingdom
to 10.9% in Italy and 14.4% in Ireland. Also within ttiose countries, some
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regions depend relatively heavily oa employment in agriculture, for example
Southern Italy, South-West and Central France and the South of the F.R. of
Germany.

3.49 Farming in the more recently settled countries such as Canada and
Australia gives more scope for earning incomes in agriculture without special
subsidies or other support measures such as those in Western Europe or in
Japan. The former have been able to generate satisfactory income levels
without much government involvement and also have traditionally been abLe to
supply both their domestic consumers and the international markets with their
staple products. Even if objectives in the two groups of countries were the
same, the scope for achieving those objectives is larger when farms are large,
the farm population small, and the opportunities for increasing the
productivity of the land are abundant.
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Table 3.32 MAJOR COUNTRIES AND COUNTRY GROUPS IN WORLD
AGRICULTURAL POPULATION PRODUCTION AND TRADE

% of Z of agric. Z of agric. X of agric.
population production imports exports
mid-1983 aver. 1978-80 1982 1982

United States 5.06 11.10 9.55 16.97
Canada 0.54 1.39 2.01 4.33
Australia 0.33 1.15 0.52 3.11
New Zealand 0.07 0.40 0.19 1.35

European Community (EC) 6.92 9.27 35.87 /a 31.74 /a
Japan 2.57 2.92 7.95 0.68

Subtotal 15.49 26.23 56.09 58.18

tCEA-countries 8.33 16.68 11.86 5.44

China 22.00 15.22 1.94 1.98
India 15.82 7.0 0.59 1.02
Indonesia 3.36 1.76 0.57 0.52
Thailand 1.06 0.99 0.19 1.88
Pakistan 1.94 0.87 0.34 0.23
Bangladesh 2.06 0.70 0.22 0.06

Brazil 2.80 3.88 0.85 3.85
Argentina 0.64 1.41 0.11 2.29
Mexico 1.62 1.20 1.27 0.88

Turkey 1.02 1.77 0.11 1.09
Egypt 0.98 0.73 1.34 0.11

Nigeria 2.02 1.94 0.84 0.28
Kenya 0.41 0.24 0.06 0.23

Subtotal (LDCs) 55.73 37.71 8.43 14.42

Total (specified countries) 79.55 80.62 76.38 78.04

/a Including intra-EC trade.

Sources: Population data are from the World Bank's World Development Report
1985; Agricultural production is taken from the data base of the
Food and Agricultural Program of the International Institute for
Applied Systems Analysis (IIASA/FAP) which in turn is based on PAO's
Supply Utilization Accounts (SUA); Trade data are from UNCTAD's 1985
Handbook of Trade and Development Statistics and comprise SITC
sections 0, 1, 22 and 4.
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Table 3.4: AGRICULTURAL LAND AND ACTIVE POPULATIONS IN SELECTED
INDUSTRIAL COUNTRIES, 1980

EC-9/a USA Canada Japan Australia

Arable and permanently
cropped land (mln ha) 51.8 190.8 41.3 5.4 41.2

No. of farms (over 1 ha,
in thousands) 5,671 2,428 242 4,882 179

Average farm size (in ha) 9.1 78.6 170.6 1.12 230.0
(Ibid, incl. pasture land) (16.3) (176.4) (286.9) (1.17) (n.a.)

Agricultural employment as X
of civilian employment 7.4 3.6 5.5 10.4 6.5

Agricultural value added as
I of GNP 3.5 2.6 3.9 3.8 6.8

/a Excludes Greece and the recently joined members Spain and Portugal.

Source: OECD, Review of Agricultural Policies in OECD Member Countries,
1980-82, Paris, 1983.

3.50 The Western European countries--including nonmembers of the EC like
Sweden; Austria and Switzerland-and Japan face a more difficult challenge in
formulating agricultural policies, and, over the course of time, they have
responded differently. When North American grain began to arrive in Europe in
the 19th century at competitive prices, many European countries closed their
borders to protect their own farmers and to avert the threat of accelerated
migration to the cities when farming was no longer profitable. Over the
years, numerous support measures were added through research, education,
credit and substantial investments in rural infrastructure and land
improvement. As a consequence, farming became more productive but never
reached the stage where it could be exposed to external competition.

3.51 West European countries and Japan have attempted to increase agri-
cultural incomes by creating a preference for domestic products in their own
darkets, shielding these markets through border levies against competing
products from outside. They have also provided price support for some or most
domestic agricultural outnuts, subsidized inputs including credit and the free
provision of extension services, research, quality control services and
marketing support.
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3.52 Higher prices than would prevail in an open market have retarded the
migration out of agriculture and have provided an incentive to liroduce more,
regardless of competitiveness in international markets. This implies that in
an open market production would be lower and imports larger, and the other
industrial countries that are major agricultural exporters would contribute an
even larger share to world exports of temperate zone agricultural products.
Their potential markets, following from their comparative advantage, are not
actually available to them, as some part of potential demand is instead being
met by higher-cost domestic products produced behind protective barriers.

3.53 The situation is aggravated further when countries protecting their
own producers increase their production beyond the level of domestic demand
and dispose of their surpluses by subsidized sales abroad. This has been
occurring with increasing frequency. Thus, countries which are relatively
high-cost producers are making inroads into the markets of other, lower-cost
producers. The effects are not limited to producers/exporters of temperate
zone agricultural products, as in a number of cases these new supplies also
compete with products from tropical and subtropical areas, such as in the case
of sugar (beet vs. cane). The same is expected to occur in the coming years
with regard to vegetable oils and fats.

3.54 The resolve of governments to improve relative incomes of the agri-
cultural population is the main driving force behind the protective policies
discussed briefly above. Farmers have in most countries refused to be compen-
sated by way of income transfers, and this has put the governments in a situa-
tion where manipulation of prices remain the major instrument in addition to
subsidies and free services.

3.55 Many governments have also adopted these protective policies because
of a desire to be or to become self-sufficient in major agricultural
commodities. Memories of war-time shortages and the perceived risks implied
by dependence on foreign supplies also play a role in the setting, of
agricultural policies. It is in this respect interesting to note that the EC
consists of both importing and exporting member countries. The first aim was
to make the importing countries switch to supplies from within the EC, but
once this aim was achieved and self-sufficiency reached, the aim became to
maintain or, if possible, expand the share of the EC in world export markets.

3.56 These policies of the industrial market economies have the result
that world market supplies of temperate zone agricultural products tend to be
abundant in normal years. In the past, two main development trends have
caused demand for some of these products to rise substantially, mitigating the
decline of world prices. One is the rapid increase of food imports in the
developing countries, particularly grains for human consumption. The other is
the entrance of the USSR into the market as a major grains importer since the
early 1970s. These have, to some extent offset declining imports of Western
Europe and absorbed some of the surpluses from these countries. Still, inter-
national prices for agricultural commodities have shown a relative decline.
World market prices for these commodities are thus becoming more a function of
the capacity and willingness of the major exporting countries to subsidize
these exports, and less a reflection of the long-run marginal costs of
efficient producers.
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World Market Distortions: The Level of Proteetion

3.57 The concepts of nominal and effective protection have been discussed
in Annex 2. A set of fairly detailed estimates of the extent of such
protection in agriculture by the major exporters is available f qm a data-set
constructed by the Food and Agriculture Program (FAP) of IIASA- on the basis
of the Supply Utilization Accounts of FAO. The latter give a detailed
breakdown by countries and commodities of agricultural supplies, uses and
international trade, together with price information permitting yearly
estimates of nominal protection rates. The findings for 1984 are shown in
Table 3.5 below.

Table 3.5: NOMINAL RATES OF PROTECTION FOR SELECTED
COUNTRIES AND COMMODITY GROUPS, 1984

(in % of world market prices)

Feed Dairy Industrial
Wheat grains Meat products crops

United States 0 0 25 80 25
Australia 0 2 -11 27 -13
Canada -5 -10 17 40 4
Argentina -33 -37 =30 -20 -9

EC 57 60 59 39 24
Japan 53 63 65 112 87

Source: IIASA/FAP on the basis of FAO data files.

3.58 Similar estimates of nominal protection rates by Anderson and
Tyers 41 are used and presented in the World Bank's 1986 World Development
Report. Broader concepts including direct and indirect transfer payments are

3/ International Institute for Applied Systems Analysis, Laxenburg, Austria.

4/ Tyers, Rodney and Kim Anderson: "Distortions in World Food Markets; A
Quantitative Assessment," Background paper to the World Bank's World
Development Report, 1986.
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used in recent publications and documents of FAO 5/ and the OECD 6/ and
suggest that in the industrial market economies the total support to agricul-
tural producers is significantly larger than nominal protection rates suggest.
But, irrespective of concepts and coverages, all estimates are in agreement
concerning the very high level of agricultural protection in most of the
industrial market economies.

Measurins the Effects of Protection

3.59 What would be the effect of the elimination or significant reduction
of this protection? IIASA has recently constructed models to attempt to
answer these questions by comparing results from maintaining current policies
with gradual removal of protection over five years.

3.60 When OECD-countries remove border protection, the main effect is
that their production of grains and livestock production is adjusted downward,
and their exports decline or imports increase. This leads to significantly
higher prices in the world market for meat and dairy products, but also higher
returns to their production in many other countries, which in turn raises the
demand for and the prices of grains. An interesting feature in the dairy
market is the decline of production and exports of the EC and lower production
of the US as well; dairy product markets are taken over to a very large extent
by Canada, which becomes a major supplier to the US.

3.61 World market prices of agricultural commodities relative to nonagri-
cultural prices increase on average by 9% when the OECD-countries remove
border protection. Charges vary widely by commodity groups, ranging from a
decline (by 2%) for nonfood agricultural products to an increase of 31% for
dairy products. These price changes are shown in Table 3.6.

51 FAO: International Agricultural Adjustment. Fifth Progress Report,
November 1985, doc. C85/21.

6/ OECD: Ministrial Mandate on Agricultural Trade. Draft Report to the
Council, 1986.
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Table 3.6: CHANGES IN RELATIVE /a WORLD MARKET PRICES OF
AGRICULTURAL PRODUCTS IN THE REFERENCE AND OECD REMOVAL OF

BORDER PROTECTION SCENARIOS (X)

Price change Additional price change in
over 1980-2000 in 2000 due to OECD removal

the reference scenario of border protection

Wheat -8 18
Rice 1 21
Coarse grains -10 11
Bovine, ovine meat 53 17
Dairy products 37 31
Other animal products 6 -
Protein feeds -2 13
Other fo¢d 5 5
Nonfood agricultural product 25 -2

Total Agriculture 9 9

/a Relative to nonagricultural prices.

3.62 In the reference scenario, which assumes the continuation of present
policies, three groups of commodities can be distinguished on the basis of
their relative price performance. Grains appear to loose ground, with prices
continuing a downward long-term trend that has been observed for many
decades. Very strong price increases occur, however, for meat and dairy
products and almost as much for industrial crops. The remaining commodity
groups show only small price changes. Once OECD border protection is removed,
grains prices are considerably increased over the levels in the reference
scenario and, when taken together, these price changes amount to a net real
price increase which constitutes a break from past trends. Prices of meat and
dairy products are increased even further, and protein feeds also join the
grains in recovering ground lost in the reference scenario. Changes for the
remaining commodity groups are small.

3.63 The considerable effects of removing border protection on the
agricultural sector and the political strength which farmers have in most of
the protecting countries cast some doubt on the feasibility of these policy
changes. International pressures to reduce border protection has increased
over recent years, and the financial costs of subsidies are becoming more
strongly felt, together suggesting that some measures may indeed be taken.
Still, this will at best be a slow process far removed from the comparatively
extreme scenario used here, which removes border protection over a short five-
year period. Under these circumstances of continued protection, developing
countries trading agricultural products may need to take particular policy
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measures themselves, to avoid permitting the consequences of international
distortions to affect their domestic economies in undesirable ways.

Implications for China

3.64 The above analysis makes it clear that agricultural production and
price formation are not determined by comparative advantage alone, but
increasingly also by the polices of the major producing and trading countries.
Those policies have objectives other than economic rationality. These
policies result also in a loss of world welfare, as the removal of border
protection would lead to a higher world GDP. One objective of the recently
initated Uruguay Round of Multilateral Trade Negotiations under the auspices
of the GATT is to achieve a gradual removal of border protection aId of other
measures waich distort agricultural production and trade incentives.

3.65 The question remains, however, what policy advice can be given to
China if these international negotiations fail to produce the desired
result. Distortions will, in that case, continue to exist, and, when
prevailing world prices are taken as guidance in making investment
allocations, resulting production and income measured at free trade prices
will be less than optimal. Should China therefore take estimated free trdde
prices as guidance? There are considerable risks in doing so, as those prices
may in fact never come about; in the meantime, China may deny itself access to
cheap (subsidized) imports or face the need to subsidize exports of commodi-
ties for which it has a comparative advantage but cannot match the supply
price of a subsidizing competitor. On the other hand, if actual world market
prices are taken as guidance, China would have to accept a dependence on
policy decisions by other countries, which may be subject to abrupt changes as
a consequence of international agreements to liberalize agricultural trade or
for reasons internal to that country that have nothing to do with
internatioeir markets or prices.

3.66 Probably the best course to take consists of a compromise which
permits the reaping of the potential benefits and avoids the potential costs
and risks inherent in the present and prospective market situation for agri-
cultural products. If China wishes to import agricultural products subsidized
by major exporters, it should not deprive itself of cheap imports, but rather
avoid the effects these imports can inflict on domestic production and
consumption by charging import duties. These should be of an order of
magnitude that reflects the difference between actual and estimated free-trade
world prices. Import charges of this kind could not be considered
protectionist; they would be simply a compensation measure to offset the
effects of protection and/or subsidies by others. In that sense, they are
countervailing duties which preclude domestic consumption from expanding and
avoid disincentives to domestic agricultural producers. In addition, they
transfer the subsidy provided by the exporter to the government revenues of
the importing country.

3.67 One important question that remains concerns the duration of a
distortion of world markets. If a distortion is brought about by some policy
measure of another country, but is expected to be of a temporary nature, a
countervailing border charge prevents the adjustment of domestic production
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and consumption which would later need to be reversed. When there are
substantial investments associated with the production of the particular
commodity, it is unattractive to pass on changes in world market prices,
because the costs of idle capacity and subsequent new investments are high,
and the process may take considerable time. Thus, when switching costs are
high, the case for countervailing charges is strengthened, particularly if a
situation of distortion is deemed to be only of short duration.

3.68 If distortions have gradually come into existence but have become
virtually permanent features of the international market--as is the case for
most of the temperate zone agricultural products--the situation may be
different. Hardly any country has in the past levied countervailing charges,
but instead has permitted international prices to pass through and to
influence domestic production and demand. A countervailing levy for temperate
agricultural products would therefore have to be added on top of the average
protection which a country provides to its nonagricultural sectors in order to
ensure the required protective margin to its own agricultural producers.

3.69 Countries exporting agricultural commodities which compete with
subsidized exports from other countries are in a more difficult position.
Particularly developing countries, even if their comparative advantage is
substantial, have in that case to accept reduced profit margins on exports or
may even see those profits wither away entirely. The case of sugar exports
from Brazil, which is generally thought to be the most competitive producer in
the world, is a demonstration of this problem, as for a number of years the
world price of sugar has only permitted exports at a loss. For most
countries, this situation is simply not sustainable, and if it would have to
be a long-term proposition it is better not to adopt such policies at any
time.

3.70 In most developing countries including China, large shifts have
already taken place in the patterns of supply and demand between the agricul-
tural and nonagricultural sectors and also within agriculture, both in
response to unequal protection and to distorted world market prices. This
raises doubts as to whether the issue of countervailance against the latter is
a relevant issue to raise at this point. It appears that in most countries
the more pertinent issue is the unequal rates of protection between sectors
and the need to make protection both less severe and less discriminatory.
This will require considerable effort, but promises to benefit agricultural
producers substantially when achieved. Once a nondiscriminating position is
reached, and, at the same time distortions, in international markets persist,
the issue of countervailing charges may become relevant, but it will in most
developing countries take a long time to reach that point. Still the
existence of these distortions by itself makes it more urgent to address the
issue concerning the relative (and mostly negative) protection given to
agriculture.

3.71 In short, therefore, China will have to make judgments about the
likelihood that present distortions will continue long into the future. If
present subsidies by industrialized countries can be expected to be phased out
in the reasonably near future, it makes sense to impose countervailing import
duties and base investment decisions on long-term free trade prices. To the



ANNEX 3
- 137 - Page 23

extent that the commodity concerned may be strategically important, this
argument is reinforced. This may be true of steel imports for example.
However, if distortions are likely to persist for a long time, as in sugar and
vegetable oils, China would be wise to avoid countervailing duties and enjoy
the benefits of developed countries' subsidies, thereby avoiding costly
investment in production facilities for these commodities.
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CHINA

FOREIGN DIRECT INVESTMENT: CHINA'S EXPERIENCE AND
OPTIONS FOR POLICY REFORM

4.1 In the thirty years from the establishment of the People's Republic
of China in 1949 until 1979, China was essentially closed to foreign private
investment. Considerable technology was imported, principally by buying
machinery and turnkey plants and through technical assistance. Much progess
was made in this period, but there were also many inefficiencies, and in some
areas China's technology remained backward. In 1979 the Government decided to
welcome foreign direct investment (FDI), and in many ways, this became the
symbol of the new "open door" policy.

4.2 The Chinese authorities have rightly believed, from the beginning,
that the process of attracting FDI and getting it to function in the desired
ways would inevitably involve at least some amount of trial and error. They
have been foresighted in their willingness to experiment and to learn from
experience. Although progress has in many ways been remarkable, the Govern-
ment is not satisfied with either the amount or the nature of the FDI that has
so far come. In seeking to do better, some avoidable defects of policy have
been discovered. This annex describes China's efforts to attract FDI and
their results, and makes recommendations for policy reforms that could improve
future results. This discussion is broken up into three parts: (a) a review
of the role of FDI and international experience; (b) policies for and exper-
ience with FDI in China since 1979; and (c) an analysis of the current policy
framework for promoting FDI and recommendations for reform.

A. The Role of Foreign Direct Investment in International Perspective

Characteristics of Foreign Direct Investment

4.3 "Investment", as used here, refers to equity or risk capital and it
distinguishes FDI from loans, bonds or other forms of borrowing. The
investors as a group are owners of the enterprise. They have a residual or
last claim on the earnings of the enterprise: they get no returns until all
other claimants, including lenders or bondholders, are paid, but they are
entitled to all of whatever revenues or assets are left after those other
claims are satisfied. Thus, they take the most risk of all people who provide
resources to the enterprise, but will get the most rewards if the enterprise
is successful.

4.4 "Direct" implies that the investor has a large enough share in the
enterprise that he will exert some degree of control over its operations.
Direct investment is distinguished from portfolio investment; in the latter,
the investor's share is very small, and he is just the passive recipient of
any profits or losses the enterprise mates.
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4.5 Because private property rights, corporate law, and the organization
of ownership are very different in China than in most capitalist countries,
the differences between a loan and an investment, in the sense the words are
used here, are not always well understood in China. In general, a loan
creates a claim that is fixed in amount and usually in time as well, and that
comes before the claims of investors; while an investment, as explained above,
creates a claim that is not fixed in amount (or, usually, in time). An
investment can earn returns only after all other claimants are satisfied, but
then covers all the remaining resources of the enterprise.

4.6 Therefore, FDI involves significant risk. No return will be earned
if the enterprise is unsuccessful--indeed the investment itself may be lost.
This characteristic strongly motivates the investor to operate the enterprise
in ways that will in fact yield returns on the investment. This motivation is
one of the main reasons why many local enterprises prefer equity joint ven-
tures to other means of acquiring foreign resources and technology. They
appreciate having a partner who is committed to the success of the enterprise,
rather than simply a creditor whose concern does not go beyond the repayment
of a loan (which in practice is usually guaranteed by a bank or other third
party anyway). A foreign partner with a significant share in the ownership of
a joint venture will be interested in continuing to upgrade technology as it
changes over the years after the venture is established. The partner will
also be interested in providing the right technology for the venture, rather
than just in selling some machinery at a profit, and will be interested in
contributing to the solution of problems that the enterprise will face as it
grows.

4.7 Throughout the world, almost all FDI is done by multinational
companies (MNCs). There are many reasons for the existence of these
companies, and among these are some fundamental economic technological charac-
teristics. An MNC almost always has some kind of knowledge that gives it a
competitive edge over other companies, and that knowl2dgc1Z- of a nature that
can be exploited more profitably within parts of the same corporate structure
than by selling it to other unrelated enterprises.

4.8 In some cases, this latter characteristic is related to the newness
of the knowledge, such as how to make some recently invented product or
operate some recently designed process. Companies that possess such new,
highly profitable knowledge are often reluctant to sell it but may transfer it
to companies in which they have an ownership interest in order to gain access
to other markets or to production sites where costs are lower. A different
characteristic that makes knowledge more profitable to exploit within a
corporate group is that the knowledge is difficult or impossible to embody in
a set of machines, plans, etc. Examples of such knowledge include skill in
production layouts of complex processes, such as an automobile production, or
skill in managing parts of the business in addition to the production side,
such as marketing.

4.9 There is usually no need to deal with FDI, and no extra profit in
doing so, when all that is required is a set of certain machines or a patented
production process that is for sale. However, when other, more "disembodied"
aspects of technology or management are important, then a partnership with an
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MNC may be both necessary and desirable. When the problems are most
difficult, most complex or longest lasting--for example, when the technology
is complex or rapidly changing, or when the export markets are especially
competitive--then FDI is most useful.

4.10 Foreign direct investment also has some important limitations.
First and foremost, it has been concentrated, historically, in a few countries
and in a few sectors. This tendency to concentrate is in part a result of the
characteristics just discussed. It will almost surely persist, although the
areas of concentration have changed and may change again in the future.

4.11 Most foreign investment within the last four decades has, of course,
come from the industrialized countries. Perhaps less obviously, most of it
has also gone to the industrialized countries; only about one-fourth of the
total has gone to the developing world. Moreover, half of the total FDI that
went to the Third World during 1969-76 went to only thirteen developing coun-
tries or regions; if hydrocarbons and mining investments were excluded, only
seven of all the developing economies (Argentina, Brazil, Hong Kong, India,
Mexico, Singapore and Spain) would show up as destinations for significant
amounts of FDI during that period. However, a few smaller countries that
welcomed FDI did receive amounts that were significant in relation to the
sizes of their economies, such as Costa Rica, Cote d'Ivoire# and Kenya (See
Tables 4.1 and 4.2).

4.12 Before the Second World War (1939-45), FDI in developing countries
was concentrated mainly in mining and mineral processing, in plantation agri-
culture, and in infrastructure sectors such as railroads, telephone and other
communications, and electric power. In the four decades since the Second
World War# the sectoral focus has shifted away from infrastructure and
agriculture and into manufacturing (with mining remaining a focus). Still
more recently, some service activities (such as hotels, banking, insurance,
leasing, etc.) have also be2r- rvered to significant degree by MNCs.

4.13 Within manufacturing, three kinds of activities account for most FDI
in developing nations: (a) the manufacture of labor-intensive products of
medium to high value-to-weight ratio, for export--typically electronics; (b)
non-durable consumer goods, where trade marks or formulas have been important,
such as pharmaceuticals and beverages for the domestic market; and (c) high
technology and/or high capital cost industries, including both process
industries (chemicals, metals, cement) and machinery, electrical and
transportation equipment--again, initially at least, for the domestic
market. Economies of scale are important in most of the activities in group
(c), and in most of these activities FDI has located in countries with large
markets to produce mainly for domestic consumption. (Exceptions are activi-
ties where it is important to be near inputs, such as petrochemicals.)

4.14 In the last ten years or so, a few of the most advanced developing
countries have witnessed a broadening of these relatively narrow areas of
attention. As the so-called "NICs"--newly-industrializing countries, such as
Brazil and Spain--became internationally competitive in a wide range of manu-
factured products, FDI ventures in those countries have been investing and
producing for export as well as for domestic markets. There are two important
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REGIONAL DISTRIBUTION OF PRIVATE CtRECT FOREIN INVESTMENT
FLOW$ ( NET, 19~69-761 FROM DAC COUNTRIIES TQO LEM

~~ ~ DESELQN2 CUN QTtRIES 'IC'

CDgunrE US% Millions earcentaae of Total

Eurpog (excluding tax-haven
countries)

Greece 348 0.8
Spain 2.828 6.5
Turkey 97 0.2

Africa

Algeria 328 0.8
Libya 181 0.4
Morocco 1 -
Angola 24 0.1
Zaire 354 0.8
Gabon 78 0.2
Ghana 58 0.1
Ivory Coast 38 0.1
Liberia 456 1.0
Nigeria 730 1.7
Zimbabwe 175 0.4
Zambia 113 0.3

Latin AmericA and Caribbe

Jamaica -36 -0.1
Mexico 1,552 3.6
Panama 1,292 3.0
Trinidad & Tobago 19 -
West Indies 235 0.5
Argentina 782 1.8
Brazil 6,906 15.8
Chile -412 -0.9
Colombia 227 0.5
Peru 1,112 2.5
Venezuela -354 ' -0.8

Middle E st

Iran -110 -0.3
Iraq -61 -0.1
Kuwait 66 0.2
Saudi Arabia 106 0.2

Asia and Oceania

India 345 0.8
Pakistan 13 _
Hong Kong 633 1.5
Indonesia 2,869 6.6
Republic of Korea 594 1.4
Malaysia 526 1.2
Philippines 567 1.3
Singapore 402 0.9
thailand 159 0.4
Papua New Guinea 537 1.2

Sub-Total 23,778
Tax-Haven Countries 4.638
Other Countries 15,212

Source: K. Billerbeck & Y. Yasugi. "Private Direct Foreign Investment in
Developing Countries," World Bank Staff Working Paper No. 348, July 1979,
Table SI.S, page 70.
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Table 4.2

FOREIGN PRIVATE INVESTMENT IN SELECTED DEVELOPING

COUNTRIES AND REGIONS

1979

Country FDI/GDP

Singapore 19S
Malaysia 15
Peru 151
Hong Kong A 152
Indonesia 11%
Kenya 9%
Costa Rica 81
TaiwanA' 8S
Venezuela 71
Chile 71
Brazil 71
Ghana 61
Israel 61
C8te dllvoire 6%
Philippines 61
Argentina - 5%
Colombia 52
Mexico 5%
Pakistan 41
South Korea 3%
Morocco 2i
India 2%
Thailand 21
Nigeria 11
Egypt 1%
Algeria 11
Turkey 1S
China 11
Yugoslavia 0O

Sources: United Nations Center for Trasn ational Corporations,
Transuational Corporations in World Development, 1983, except for:

a/ Ialasubramangam, V.N., "Incentives and Disincentives for Foreign
Direct Investment in Less Developed Countries," Weltwirschaftlisches
A&civ; data for 1978.

bl Mission estimates for 1985.
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aspects of this phenomenon. First, a very wide range of manufacturing activi-
ties, set up in middle-income developing countries to serve the domestic
market, has after many years proved able to export when given appropriate
incentives. Second, MNCs, that years ago were not at all interested in
exporting from their developing country plants, have adopted a truly multi-
national view and are now exporting some products from and importing other
products to virtually every country in which they have ventures. Obviously,
these two aspects are complementary, simultaneous parts of the same process.
FDI companies that produce for the domestic market are now the same ones that
produce for export. this is a profound change of the role of FDI in develop-
ment, with important implications for Chinese efforts to derive maximum
benefit in the long run from FDI.

4.15 Another characteristic of FDI that must be taken into account is
that it responds to opportunities for profit, and that in almost all cases it
compares alternative uses of its financial resources and of its management
time when deciding whether or not to pursue a project in a particular
country. If a country does not look promising the MNC management will not
spend much time on it.

4.16 Because FDI involves a capital flow into the host country, it is
sometimes seen as an alternative to other forms of capital inflows, such as
foreign aid or foreign borrowing. This view is correct, as far as it goes,
but is not the complete story. First, because the additional capital
associated with FDI is committed to a particular investment in productive
facilities, like any such investment it requires complementary expenditure on
infrastructure services, education, etc. Second, as has already been
discussed, FDI almost always brings more than just financial resources with
it. It usually involves (a) the transfer of some production technology;
(b) some management and organizational know-how that includes the production
process and such other aspects of the business as organization, accounting,
marketing, etc.; and (c) export marketing channels or other aspects of access
to export markets. For all these reasons, FDI is only in small measure an
alternative to increased foreign borrowing or to increased domestic saving.

Country Strategies for Foreign Direct Investment

4.17 Individual developing countries have adopted different approaches to
FDI. Leaving aside for the moment the special cases of mineral extraction
activities, and of small, poor countries that are not particularly attractive
to most other types of FDI, it seems that there have been three basically
different kinds of experiences during the last forty years: (a) Some of the
middle-income developing countries have been generally open to FDI. Brazil is
the archetype of the successful, open country; Argentina, Mexico and the
Philippines have been somewhat less open but still fit this category;
(b) Other countries have been more defensive and have limited FDI either
moderately (India, Turkey until recently) or severely (South Korea until
recently; Japan is an example from earlier times); and (c) Finally, a few
countries that were potential recipients of FDI and sought to attract it have
failed to create an appropriate policy framework (notably, Egypt and
Yugoslavia).
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Countries Open to Foreign Direct Investment

4.18 Brazil has been more open to FDI than almost any of the developing
countries, and only a few small Asian economies such as Hong Kong and
Singapore are more open. Brazil's large market makes it very attractive for
FDI, and its generally welcoming treatment has combined with this attraction
to give it the largest stock of FDI of any developing country--about US$30
billion, equivalent to about 12 percent of CDP. This is now almost all in
manufacturing, where FDI ventures account for perhaps one-third of all produc-
tion in that sector. Even though FDI is concentrated to some extent in some
manufacturing subsectors such as automobiles, chemicals, and tobacco, it
accounts for at least 10 percent of production in 17 of Brazil's 21 manufac-
turing subsectors.

4.19 The Brazilian constitution guarantees FDI equal treatment with
domestic investment. FDI is welcomed in almost all parts of manufacturing.
In addition to general openness to FDI in almost all manufacturing activities,
Brazil has from time to time mounted special efforts to attract FDI in
specific activities where it was judged to be most useful, such as automo-
biles, shipbuilding, capital goods and chemicals. In each of these sectoral
programs high level officials negotiated a comprehensive program with MNCs,
establishing a set of conditions which satisfied the government as to the
amount and nature of the investments, local procurement, etc , and satisfied
the MNCs as to protection, availability of imported inputs, financing, etc.
What the government wanted from FDI were technology and the capital inflow.
Exports did develop later, not in response to FDI regulations, but as a result
of changes in the macroeconomic framework, and the changing business practices
of many MNCs.

4.20 Since the late 1960s/early 1970s, there have been two major changes
in Brazil's approach to FDI. First, drastic policy changes altered the incen-
tive structure facing the entire manufacturing 'sector; and export sales were
made much more profitable. FDI ventures, as well as purely Brazilian
companies, responded by increasing exports in what was referred to in the
1970s as the Brazilian miracle. Since the debt crisis of 1982, Brazil's
industrial base, which was built up over a century, and the exporting
experience of over a decade, permitted Brazil to earn the enormous trade
surpluses that have enabled it to service its very large debt. All FDI
ventures in manufacturing were estimated to have a surplus of exports over
imports of 3.4% of their total sales in 1977; since then, the surplus has
surely increased. The second change in Brazil's approach has been to move to
a less permissive stance toward new FDI ventures. There is greater pressure
to form joint ventures with local private firms and/or with parastatals,
instead of wholly owned subsidiaries, and the import of technology has been
made more difficult ir. order to protect existing firms (including FDI
ventures) that develop technology in Brazil. The temporary reservation of the
mini and microcomputer sectors for Brazilian firms is the most extreme example
of this latter change.

4.21 Brazil has got what it wanted from FDI. MNCs provided the
technology and much of the capital to develop priority sectors, and in its
competition with, purchases from, and intercbange of labor with other firms in
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Brazil, FDI helped to diffuse advanced technology and good management
practices throughout the economy. When incentives were changed to promote
manufactured exports, FDI ventures responded well. FDI has been an important
part, although by no means the whole story, of Brazil's transformation into a
modern industriel economy that today can export such products as aircraft,
armaments, a wide range of machinery and equipment, telecommunications
systems, and a variety of automobile parts including tires and complete
engines. This success is due to the combination of a natural attractiveness
to FDI with policies that treated FDI as a positive-sum game. Brazil insisted
on the few major aspects of performance it wanted most from foreign investors,
but then granted them other things that they needed in order to be successful,
and so new foreign investors continued to be attracted as the years passed.

Countries with Defensive Strategies

4.22 South Korea and India furnish examples of a less welcoming, more
defensive approach to FDI. These countries have systematically restricted the
role of FDI in their economies and have rigorously screened FDI proposals and
controlled the companies whose entry was permitted. To some extent these
decisions represent reactions against past colonialism and a desire to avoid
foreign economic domination in the future. Protection for domestically owned
enterprises against competition from local partners of MNCs was desired, and
foreigners were to be kept from reaping benefits that included subsidized
credit and protected local markets.

4.23 In South Korea, FDI was limited until the 1980s to joint ventures in
a narrow list of sectors. It was excluded from activities that competed with
Korean firms in export markets or for local inputs. Ownership shares of
foreigners in joint ventures were limited to 50 percent, except in enterprises
that exported 100% of their output or had a particularly difficult and valued
technology. India has similarly reserved many industrial sectors from any FDI
at all and has further -estricted joint ventures with more tiihtf 4flr foreign
ownership to a narrower list of specified industries. As can be seen in
Table 4.2, neither India nor South Korea attracted mach FDI. Even though each
of them had many inherent attractions, their policies restricted rDI to fer
below its potential.

4.24 South Korea has, of course, accomplished a re6harrable record of
growth and development without much help from FDI. During the 1980s, however
the Government has begun to liberalize some of the restrictions on foreign
investment. FDI inflows have responded, bringing not only more capital but
also some leading edge technology to Korea in automobiles md scnae electronics
products, for example. India also has recently began co relax some of its
restrictions.

Countries with Inappropriate Policy Frameworks

4.25 Egypt and Yugoslavia furnish examples of yet a third kind of
experience with FDI. Both countries had more or less aocialist regimes and
were closed to FDI. Then, Yugoslavia in the late 1960s and Egypt in the early
1970s decided to open their economies to FDI and, in fact, passed many laws
and regulations designed to encourage it. Both were countries with good-size
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domestic markets, and hence potentially attractive to FDI, especially of the
import-substituting type. This would have fit in well with the desire of the
countries to use FDI to import advanced technology to modernize their
economies and make them more efficient.

4.26 However, they both involved themselves in a contradictory situation
not unlike China's. Their overall policy framework discriminated against
exports (except, in Egypt, of tourist services), but they imposed some version
of an enterprise-level foreign exchange balance requirement on FDI ventures.
This and other major problems have kept the level of FDI very low in both
countries (see Table 4.2), except for some recent inflows of foreign capital
into banking and real estate in Egypt, induced partially by the chaotic condi-
tions in Lebanon. Yugoslavia has modified the foreign exchange balance
requirement, going back and forth between a more liberal and a more rigid
policy several times in the last twenty years, without being able to settle on
a system that permitted reasonable access of FDI ventures to foreign exchange.
Egypt suspended the requirement after only a few years. but other problems
have persisted. Both countries would still welcome more FDI but have been
unable to create conditions that would make their inherent attractiveness
effective.

4.27 These and other examples lead to the conclusion that a successful
approach to FDI, regardless of the particular objectives sought, requires
internal consistency among a country's objectives, its possibilities and its
policies. Singapore and Brazil, for example, were each successful in using
very different kinds of FDI to pursue very different paths of development.
They were successful because they adopted objectives and implemented policies
that were consistent with their inherent possibilities. South Korea did well
without much FDI, again adopting policies and objectives that coincided with
its potential. Egypt and Yugoslavia implemented policies that were not
consistent with their possibilities and more or less failed in their efforts
to attract FDI.

B. Foreign Direct Investment in China Since 1979

The Different Forms of Foreign Direct Investment in China

4.28 The door was opened to FDI in 1979, with the adoption of the Law on
Joint Ventures Using Chinese and Foreign Investment, still the law that regu-
lates equity joint ventures. Most countries permit several different kinds of
cooperation between foreign and local enterprises. In the West, some of these
activities are thought of as FDI, and others are not. Confusion sometimes
arises, however, because China often lumps many of these activities together
when preparing statistics Six different kinds of arrangements can be
identified that, taken together, comprise what is often referred to as FDI in
China. These are as follows:

(i) Wholly foreign-owned ventures: This category, as is obvious and
clear from its name, a corporate entity which is completely owned
by foreigners, established and operating in China.
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(ii) Equity joint ventures: Sometimes called simply joint ventures,
this is a corporate entity owned partly by foreigners and partly
by Chinese, established and operating in China. This form of FDI
is the only one regulated by the Chinese Law on Joint Ventures
Using Chinese and Foreign Investment, and the operational
definition of an equity joint venture in China is an enterprise
established under that law.

These two forms together, are the only ones thet are unequivocally FDI in the
normal international usage of the term. The third and fourth forms may also
be considered to be FDI in normal usage, at least in some cases.

(iii) Contractual joint ventures: Sometimes called cooperative ventaree
or cooperative joint ventures, these are joint undertakings
between one or more foreign entities and one or more Chirese
entities. Their nature is notentially very flexible, being, in
fact, whatever the contracting parties agree. They may involve
the creation of a corporate entity (like an equitj joint ve'.sure),
but often do not. Profits and losses may be allocated *' at,' way
specified in the contract, often without attempting to pu ,recise
valuations on the different contributiona of 'he individui!
parties. In many ways, contractual Joint ventures are often
similar to equity joint ventures. In OOLh forms, the foreigners
usually contribute some or all of the machinery and/or other
technology and are responsible for exports if any; the Chinese
usually contribute land, buildings, and most of the raw materials;
and both sides cooperate in some way in mar.agement. Some
activities under this rubric are rnrinal joint ventures in all but
name, set up in a legally different form to avoid some of the
requirements of the equity joint venture law. Others involve much
less close relations between the foreign and local partners and
are more like forms (v) and (vi), to be described below.

(iv) Joint development: Sometimes called cooperative development, this
form is used for foreign-Chinese cooperation in exploitirg natural
resources--most commonly for offshore oil. The essence of this
form is that the various parties' returns are in the form of
specified shares of the physical output of the enterprise.
Typically, the Chinese parties use their share for domestic
purposes, while the foreign parties are required to sell their
share abroad. Joint development enterprises are regulated by a
separate set of laws and regulations.

The next two forms to be described would not be thought of as FDI in the usual
western use of the concept. They do not involve a sharing of risks and
profits, and the foreign partner usually has no voice in the management of the
enterprise. However, the value of machinery imported under them is counted as
FDI by the Chinese authorities.
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(v) Compensation trade: The essence of this form is that the purchase
of machinery from abroad, by a local enterprise, is financed in
whole or in part by goods produced after the purchase. In direct
compensation trade, the goods are produced by the enterprise,
while in indirect compensation trade, the goods are produced by a
different Chinese enterprise and purchased by the one which
imported the machinery. This activity is, typically, simply a way
to finance the importation of machinery by future payments of
goods--a form of counter-trade. In some cases, the maker of the
machinery may supply some management assistance or other soft
technology as well, but this is not usually a major feature of the
arrangement.

(vi) Processing and assembling: In these arrangements, the foreign
parties provide some or all inputs to a product, and sometimes
some machinery and other know-how; the Chinese enterprise uses the
inputs to make the product, which it then returns to the
foreigner, who pays a fee for the service. The foreign parties
may provide some machinery and/or technical assistance as well.

4.29 Each of these six activities, whether normally thought of as FDI or
not, shares many of the important characteristics of FDI (albeit sometimes
only in small or very small degree). They usually involve at least some
technology transfer (often including at least some management skills), and
they usually involve a transfer of at least some additional investable
resources to China, even if only for a few years. The potential benefits of
the various forms of FDI are summarized in Table 4.3.

4.30 Two additional activities bear mentioning here. First is foreign
borrowing, which is often lumped with FDI as foreign capital absorbed by
China. Second is the leasing of equipment from foreigners, which is another
way to get some elements of both technology transfer and investable resource
transfer. Leasing is in fact similar to compensation trade; the main
difference is that compensation trade, in effect, guarantees the exports to
provide the foreign exchange to pay for the imported equipment, while leasing
does not. This difference looms large in Chinese eyes, because of the strong
concern for foreign exchange and the approach of allocating it administra-
tively by enterprise rather than through markets.
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Table 4.3: POTENTIAL BENEFITS OF SOME FORMS OF USING FOREIGN CAPITAL

Benefit
Advanced Management Export Foreign Automatic

Form machinery training,etc. channels capital FX balance

Wholly foreign
or equity JV yes yes yes yes no

Contractual JV yes weak yes some no

Compensation
trade weak no some weak yes

Processing
agreements no no yes weak yes

Leasing yes no no weak no

4.31 The availability of these varied forms of absorbing foreign capital
is, in general, good for China, because it gives enterprises great flexibility
in choosing the best way for them to associate with foreign companies. While
equity joint ventures potentially offer a wider range of benefits than do the
other forms, they are also more difficult to negotiate and may be more complex
to operate. In many cases the particular needs of a given enterprise can be
well satisfied with a simpler form of cooperation, and it is wise to permit
such simpler forms. In particular, the contractual joint venture has been so
popular in large part because of the lack of legal restrictions on its struc-
ture. It may be that some additional laws and regulations are needed for
these ventures--indeed, in some areas a clearer definition might encourage
more investment--but care should be taken to avoid unnecessary restrictions
that could "kill the goose that lays the golden egg."

China's Objectives for Foreign Direct Investment

4.32 The dominant reason for, and objective of, China's opening to FDI
was and continues to be transfer of technology to China, in order to modernize
the economy and make it more efficient. The previous approach to importing
technology--i.e. importing turnkey plants or buying particular product or
procesa technology--had led to many inefficiencies. While it seems clear that
some of those problems were not inherent in the approach--rather they were
caused by poor planning and implementation--it became more and more clear that
(a) there was more to modernization and efficiency than just specific techno-
logical processes, and (b) at least in some cases, the most cost-effective way
to get technology was by forming a continuing relationship with the foreign
supplier of the technology, in which the supplier also had an interest in a
profitable outcome. Thus, the equity joint venture was introduced.



- 150 - ~~~~~ANNEX 4
- 150 - Page 13

4.33 Other objectives have also been important in shaping China's
dealings with FDI. The economic reforms begun in the late 1970s attached
increased importance to increasing exports. FDI ventures were seen as a way
to do this, both through producing products of exportable quality and price,
and because of skill or access in marketing such products overseas.
Furthermore, some soft aspects of technology, including management skills,
were recognized as being needed and available from abroad, especially if the
foreigners had a stake in the outcome of the enterprise.

4.34 Unlike most other developing countries, China does not seem to value
very much the capital itself that is associated with FDI. Statistically,
during the late 1960s and early 1970s, FDI accounted for about one-fourth of
all net capital flows from the OECD to developing countries--an amount suffi-
cient to finance approximately 5% of total investment in the developing world.
Many other developing countries have prized FDI for this function--it comple-
ments domestic savings and foreign borrowing, increasing the total resources
available to the country to finance investment. China, however, tends to view
the capital inflow associated with FDI as temporary, to be serviced while in
China and to be returned in full in the future, much like a loan. (Under
Chinese law, foreign equity joint ventures are established for fixed, limited
periods, although the law allows for indefinite extensions if all parties
agree.) Indeed, far from regarding the capital inflows associated with FDI as
a good thing, many officials in China attach more importance to the possibi-
lity that some FDI ventures may use more foreign exchange than they generate,
thus creating a drain on China's own foreign exchange resources.

4.35 China has made FDI easiest, and given it the strongest incentives,
in four Special Economic Zones (SEZs) and fourteen coastal cities. The SEZs
are also located on the coast, and in general these are all places where a
large share of FDI would have been likely to locate in any event. Many of the
coastal cities are major industrial and commercial centers, while two of the
four SEZs are close to Hong Kong, and all four are in regions from which most
overseas Chinese originated (which means they speak the same dialects).

4.36 The SEZs appear to have been created for several reasons. They were
clearly designed to function as export platforms and to attract investment
from overseas Chinese. (Ventures in SEZs need special permission to sell any
part of their production within the rest of China.) It seems, in addition,
that Chinese policy makers regard the SEZs as places to experiment with FDI in
relative isolation from the rest of the economy, to facilitate the differen-
tial treatment that FDI requires in a nonmarket economy and to be able to
contain unforeseen bad effects that might occur.

China's Experience with Foreign Direct Investment, 1979-85

4.37 China has made significant strides in attracting FDI in the seven
short years since 1979. One of the less advanced aspects of this history,
however, is the collection and reporting of statistics describing it. The
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data are fragmented and not #)ways internally consistent. We rely here mostly
on the recent work by Chen, _ which seems to be as comprehensive and up-to-
date as anything available in China or abroad. As Chen cautions his readers,
however, the estimates may be inexact.

The Volume of Investment

4.38 Some of the data presented by Chen are reproduced as Tables 4.4
through 4.7. Considering first all of the first six forms listed above (of
which the latter two are not truly FDI): by the end of 1985 over 7000 agree-
ments had been signed and approved, for a total foreign investment of
US$16.2 billion. Of this, only US$4.6 billion had actually been invested.
Excluding compensation trade, and processing and assembling, which in most
countries would not be counted as investment, and also the small number (but
large amount) of joint oil production agreements, the totals for wholly
foreign owned ventures, equity joint ventures and contractual joint ventures
were 4,742 project agreements signed and approved, for US$8.5 bilTon, of
which only US$2.4 billion had by end-1985 actually been invested.-

4.39 To put these numbers in perspective, US$8.5 billion would have been
about 3 percent of China's GDP, while US$2.4 billion was about 0.8%. Compare
the percentages shown in Table 4.2. Brazil, whose economy is about two-thirds
as large as China, but which has pursued a strategy of capitalist development
and welcoming of FDI for most of the twentieth century, might be used to give
a very approximate idea of how much FDI China might ultimately attract; brazil
has a stock of FDI estimated at something above US$30 billion, or about 12
percent of its GDP. (This estimate corrects for some underestimation bias in
the official estimates reported in Table 4.2.)

4.40 Statistics of FDI cited from here on will refer only to equity,
contractual, and wholly owned ventures unless otherwise labelled.

4.41 The number of new ventures approved each year increased through
1985, when over 2800--more than half the cumulative total through that time--
were signed. In 1986, however, the number of new approvals fell. In the
first six months, approvals were down 20 percent from the same period in 1986,
and, for the first nine months as a whole, the drop was 42 percent. Now, it
is obvious that the figures cannot grow forever. There wilt be short periods
of lesser activity, perhaps for accidental reasons or reasons having nothing
to do with China. And probably at some point the inflows of FDI will level
off on a longer-term basis. But most observers believe that the decline in

11 Chen, Nai-Ruenn, "Foreign Investment in China: Current Trends," US
Department of Commerce, March 1986.

2/ The definitions of contractual joint ventures, compensation trade and
processing and assembling agreements are not sharp enough to classify
every activity definitively. Thus, which FDI projects to include in the
data for contractual joint ventures is to some extent a question of
judgment and interpretation.
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table A 5

Cumulative Foreign Investment in China by Txpe

June Segtmer Decmber
12Q9-82 1979-83 ,1979-84 1279-85 1979-85 1979-1985

1. Eguity loint ventures

a. Number of agre mnts 83 190 931 1.618 1,897 2,231
b. Foreign investment pledged ($Million) 141 315 1, 00 2,380
c. Foreign investment realized ($million) 103 177

2. tooperative ventures

a. Number of agreements 792 1,123 2,212 3,030 3,408 3.712
b. Foreign contribution pledged ($million) 2,726 3,230 5,580
c. Foreign contribution realized ($million) 530 768

3. Wholly foreign-owned ventures

a. Number of agreements 33 48 74 94 109 120
b. Foreign investment pledged ($million) 367 371 470 492
c. Foreign investment realized ($million) 40

4. aint oil develonMnt

a. Number of agreements 13 31 31 31 31 35
b Foreign contribution pledged ($million) 1,392 2,420 2,420 2,420
c. foreign contribution realized ($million) 486 782 1,302

5. CoMoMensation Trade

a. Number of agreements 872 998 1,371 1,585
b. Value of equipment to be supplied by

foreign companies ($million) 725 930 992
c. Value of equipment actually supplied by

foreign companies (Smillion) 413 563

6. ProeCssing and assembling arrangements

a. Number of agreements 1,600
b. Value of equipment actually supplied

by foreign companies ($million) 197

7. Total "foreign direct investment" in China
(1) Number of agreements 7,030
(2) Foreign contribution pledged

($illion) 4,958 7.700 10,350 14.700 16,200 2
(3) Foreign contribution realized 0 5

(0million) 1,776 3,030 4,600 e

Department of Co _rce, International Trade Administration.



Ciulative Isnvestant In Cina by U J.ea ... rLW uon Is

_AA Sap-tomber 1981

1. Iqi..,ou.Vetrs nCu

a. Nkber of agreements 931 62 57 51
b. Forin investmet pldd (S mill.) 1.400 134 120 260

2. Coinzixmrtaa taxs

a. Itr of aroemsts 2,212 19
b. Foreign cotribution pledged (S mill.) 170 95 11

3. N1mI_ X Za1=0800 z

a. _mer of s 74 3 1
b. Yoreign investment pledged (5 mill.) 470 15

4. Join Oil DMyelAj -

a. IlNsr of _areemets 31 18 5
b. Foroig ontribution pledged (* mill.) 2,400 679 810 600

5. G _ Trade

a. Iber of agreemets 1,371
b. Value of e_qipment to be supplied

by foreign compies (* mill.) 160

6. Jj1 t,m foa direat LnERMrnt in

(1) Number of agreements 1/ 4,619
(2) Foreign contribution pledged (S mill.) 10,000 1.030 1,200 1,080
(3) Foreign cNtribution realised (* mill.) 1.776 3,030 4,600

ll Not including processing and assemblins arrangements.

80: Foreign Investment ln China: Current Trends' by Nai-Ruenn Chon tMarch 1986, Office of the FM ad Hong 1ong
U.S. DePartment of Coemerco, Interational Trade Administration .
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Number of International Equity Jq9int Ventures

in China by Siize af Frais Iuysmn

Cumulative
YSS Million throgud 1984

Below 0.25 311
0.25 - 0.5 177
0.5 - 1.0 127
1.0 - 2.0 111
2.0 * 3.0 40
3.0 - 4.0 15
4.0 - 5.0 14
5.0 - 6.0 3
6.0 - 7.0 8
7.0 - 8.0 5
8.0 - 9.0 2
9.0 - 10.0 3
Above 10.0 25
Unknown _0

Total 931

SAgrue: OForeign Investment in China: Current Tiends", by Nai-Ruenn Chen,
March 1986, Office of the PRC and Hong Kong, U.S. Department of Commerce,
International Tradi Administration.
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1986 was not a random occurrence, but rather resulted from a growing
disenchantment with opportunities in China as perceived by potential
investors. Of the various negative factors behind these perceptions,
difficulties caused by the foreign exchange balance requirement were perhaps
the most important single one, especially for advanced technology equity joint
ventures (see paras. 4.84-4.88).

Sources and Destinations of Investment

4.42 Hong Kong dominates all other countries and regions as the source of
FDI, according to the statistics. (An unknown part of foreign investors that
legally are Hong Kong firms are in fact owned and controlled by firms in other
foreign countries or, in some cases, by enterprises of the Peoples Republic
itself.) As of June 1985, fully 85 percent of the total value of FDI came
from Hong Kong. Japan accounted for another 5 percent, the USA for 4 percent,
and all other countries combined had only 6 percent. (Even if joint petroleum
ventures are included, Hong Kong still would account for 66.5 percent of the
total, and there were no joint petroleum ventures from Hong Kong.) Hong
Kong's share in the number of contracts is even higher, as they tend to be
smaller than those from other nations.

4.43 Although precise breakdowns are not available, over 3500 of the
4700-odd agreements signed and approved, accounting for over US$5 billion of
the US$8,5 billion planned FDI, were contractual joint ventures with Hong Kong
firms. An overwhelming number of these were located in Guangdong--over
90 percent as of the end of 1982. Of course, some concentration of foreign
investors among Hong Kong and/or other overseas Chinese is perfectly natural
and appropriate. And the contractual joint venture form, as noted earlier,
has the considerable advantage of minimal legal restrictions on the mode of
cooperation. But, while these ventures contributed to employment, income and
exports for China and also may be facilitating the eventual political joining
of Hong Kong to the Peoples Repub1lc, most of them have done little to advance
the goal of modernization of the Chinese economy. In fact, in at least a few
of these ventures, the Hong Kong partner is a company set up by an enterprise
on the mainland, for the purpose of avoiding some of the restrictions placed
on Chinese enterprises with regard to direct exports and imports, retention of
foreign exchange earned by exports, travel abroad, etc.

4.44 Most FDI projects in China are small, considering the size of the
country. The average planned foreign investment per project is US$1.8 million
(which is about half of the total project cost); the averages by type are
US$1.5 million for equity joint ventures, US$1.8 million for cg7tractual joint
ventures and US$5.2 million for wholly foreign owned ventures._/ Considering
equity joint ventures as of the end of 1984, 37 percent had FDI of less than
US$250,000, another 36 percent were also under US$1 million, and another
21 percent were under US$5 million. Only 5 percent were over US$5 million.

3/ The average size of contractual joint ventures is distorted by the
inclusion of a few recent agreements for very large projects. The
typical enterprise in this form is considerably smaller.
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4.45 Among equity joint ventures, at the end of 1984, 60 percent were in
manufacturing. Only 6 percent were in agriculture; 34 percent were in
services.

4.46 The SEZs and the coastal cities have been hosts to the lion's share
of FDI. As of the end of 1984, Shenzhen SEZ alone was the site for 216 actual
and planned equity joint ventures out of the total of 931 for the entire
nation. The three other SEZs accounted for another 100 projects, so the
share of all four SEZs was 34 percent of all actual and planned equity joint
ventures. Considering all six forms counted in China as FDI, by 1985 Shenzhen
alone accounuEd for 4400--more than half--of the total of something over 7000
agreements. I

C. Policy Analysis and Recommendations

4.47 Until 1979 Chinese officials had limited contacts with western
capitalist economies or institutions, and tended to view foreign private
investment as exploitative and coercive. During the last eight years,
however, the Government has approached FDI in a pragmatic and experimental
manner. As has already been suggested, there are basically three types of
economic opportunity that attract FDI to most developing countries: (a) rich
natural resources, where FDI produces at least in part for export; (b) low
input costs, including low taxes and little governmental regulation, which
attract FDI to manufacture labor-intensive goods of moderate to high value-to-
weight ratios, mainly for export; and (c) a large domestic market, for which
FDI produces a wide variety of goods, mainly for sale in that market. Each of
these three kinds of FDI have different needs and respond to different aspects
of the economic and political environment.

4.48 The exploitation of natural resources--in the case of China, mostly
petroleum and coal--is a highly specialized topic that will not be analyzed
here. It does seem, however, that China is attracting significant foreign
investment in this area. In the remainder of this section, policies relevant
to export-oriented manufacturing to FDI with at least some significant
domestic market orientation will be dealt with in turn. First, however, some
comments may be made about a few aspects of the environment that affect all
FDI.

41 These four SEZs were established in places that, while near ports, Hong
Kong, etc., were themselves quite undeveloped. Much basic infrastructure
has therefore had to be constructed, and in fact a good part of it is
being constructed by FDI. Indeed this private infrastructure construc-
tion is one reason for the large share of China's total FDI being located
in the SEZs.



- 158 - ANNEX 4Page 21

Policies of General Effect

4.49 Aspects of the policy environment that affect all FDI include:
(a) general macroeconomic policies, especially the exchange rate; (b) the
procedures for promoting, screening and approving FDI projects; (c)
interference with the management and operation of ongoing projects; (d)
exploitative vs. collaborative behavior of domestic partners and of
governmental authorities; and (e) access local sources of finance.

The Exchange Rate

4.50 As analyzed elsewhere in this report (see main report, chapter 3),
the RMB is currently valued above the exchange rate that would prevail if
there were no barriers, taxes, or subsidies on Chinese imports or exports.
This means that exports are less profitable than they would be if trade were
freer and, combined with other policies, has the result that Chinese economic
policy discriminates against exports. This fact, together with the shortage
of foreign exchange that such policies create, has serious implications for
FDI ventures--or indeed for any enterprises that are responsible for their own
profits and losses. Export-oriented enterprises see higher costs and lower
profits than they otherwise would, and, as a result, fewer of them are
created. Other FDI enterprises, faced also with the rationing of foreign
exchange, find it even more difficult to export enough of their production to
satisfy the foreign exchange balance requirement. Fewer of these are
established, and, of those that are, many export only the minimum necessary
amount, because they do so at a loss, whereas in a freer trade environment
some would find exporting profitable and would undertake it more willingly and
with greater success.

4.51 Another negative effect of the overvaluation of the RMB is the
devaluation risk that may be associated with foreign equity investment.
Potential investors may perceive that if the ongoing economic reforms are
successfully pursued to their logical end, the reduction of trade restrictions
and export subsidies may well require a significant compensating devaluation
of the currency. This would reduce the foreign currency value of equity
investments in China. Concern about such a future might cause potential
investors to reduce the value of their equity investment, or even to delay
investment.

Screening and Approval Procedures

4.52 The difficulties that many potential foreign investors have encoun-
tered in China in negotiating not only with potential partners but also with
the Government have been serious enough to generate a host of publications
about how to deal with them. All of those publications put a lot of emphasis
on the need to exercise patience.

4.53 One pervasive characteristic of the environment for setting up a
joint venture is the complexity and the many changes over time of the rules,
procedures, incentive structure, etc. Box 4.1 illustrates the long list of
institutions that are involved in screening and approval. Table 4.8 describes
the complex and widely varying incentive structure. As these exhibits show,
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ventures of different sizes are subject to approval by municipal, provincial,
or central authority. Different ministries (or their municipal or provincial
equivalents) enter the picture, depending on the sector of the proposed
venture. Each Special Economic Zone has its own set of procedures and
incentives. Municipal and provincial governments frequently issue new rules
and permit new incentives, which of course differ from place to place.
Moreover, these are often not collected in any one published document, and in
some cases are not published at all--some incentives may be available on
request but not publicized, and even some regulations may be unpublished.

4.54 In the initial stages of investigating how a project should be
structured, what its market would be, and what are the qualifications of
possible Chinese partners, many potential foreign investors have had problems
in getting timely access to these important facts. As to the screening and
approval process, considerable progress has been made in delegating authority
to approve FDI ventures below certain size limits to provincial and municipal
authorities-although these lower level authorities may also require difficult
and lengthy negotiations. Sometimes, they are much more rigorous in their
negotiations than the central government would desire. In SEZs, approval
procedures are generally speedier than elsewhere in China. In the 22 articles
of October 11, 1986, Article 17 is devoted to a call for improved efficiency
and prompt response to foreign investors and FDI enterprises by all levels of
government, and specifically requires a decision on approval or disapproval of
new FDI enterprises within three months.

4.55 Export-oriented investment responds to different incentives than
investment aimed at the domestic market. For the latter. reasonable access to
that market is the main incentive; investors usually ask for high protection
and these demands must be moderated. (Proper incentives to in?estment
generally, including issues about protection, are discussed elsewhere in this
report.) Income tax exemptions and other small incentives that may marginally
increase after-tax profits have little or no influence on investment decisions
of domestic-market oriented ventures, and thus in most cases are needless
giveaways from the government to the investors. Export-oriented investment,
on the other hand, requires conditions for competing with other countries,
such as highly cost-effective labor, free access to inputs at world market
prices, excellent infrastructure, etc. For competitive reasons, income tax
exemptions may be useful in attracting such investment but will not make up
for deficiencies in other areas. In a country such as China, it may make
sense to concentrate a package of fiscal and other incentives for export-
oriented firms on certain geographic areas that have the transportation,
labor, and infrastructure needed by such firms. However, it is important that
a "free trade environment," discussed elsewhere in this report, be available
throughout the country for any firm that wishes to export.

4.56 The whole area of incentives, screening and approval procedures, a
sore point with foreign investors in many countries, merits more effort in
China to eliminate unproductive delays and the proliferation of different
agencies that must be dealt with. While the decentralization of approval
powers to provincial and municipal governments is a good thing, and probably
unavoidable in so vast a country, more stability over time and more assurance
that local authorities practice the general principles and laws adopted by the
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central government would also be useful. Several developing countries,
including some of China's neighbors and competitors for FDI, have done good
jobs on these points.

Box 4.1 GOVERNMENT ORCANIZATIONS INVOLVED IN INVESTMENT APPROVAL

The following is a list of many of the organizations di-,ectly or
indirectly involved in the approval of foreign investment projects and a brief
description of the role they play. Their participation may vary with the size
and complexity of the project.

State Council: Approves large projects requiring total
investment of YlO million or more.

State Plannin Commission (SPC)/Local Plannin
Commissions LPCT: Approves project proposals and feasibility
studies; involvement depends on project size.

State Economic Commission: May be involved in reviewing
project proposals; oversees implementation of State plans.

Ministry of Foreign Economic Relations and Trade
(MOFERT)/Local Foreign Economic Relations and Trade Commissions
(FERTC): Responsible for final approval of all investment
contracts; may examine and approve project proposals and
feasibility studies in some localities; may be involved in partner
selection and negotiation.

China International Engineering Consulting Corporation
(CIECC): Appraises technical renovation projects and reviews joint
capital construction projects at SPC request; can provide
consulting services for feasibility study preparation.

Central Industrial Ministries (or Ministerial
Corporations)/Local Industry Bureaus or Corporate Branches:
Oversee development of the industry; allocate funds; supervise
factories; approve preliminary feasibility reports for proposed
projects; may be directly involved in negotiations; may take equity
position; or, as parent entity. become joint venture partner.

Ministry of Finance (MOF). General Tax Bureau manages
State tax revenues and handles joint venture tax issues; the
Accounting and Management Department oversees Joint venture
accounting practices.

Ministry of Labor and Personnel/Local Labor Management
Bureaus: Administer overall labor and wage aspects of enterprises;
approve labor contracts; review employee dismissal; may supply
labor to joint ventures.

..... ... . .......... ................ .. _ h _.~~~~~~~~~t, f
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Box 4.1 (continued)

State Bureau of Supplies and Materials/Local Goods
Regulator Department: Organize and direct allotment, supply, and
management of goods controlled by the State; undertake storage and
transportation of materials.

State Administration of Commodity Prices/Local Pricing Bureaus:
Determine domestic prices for imoort and export goods; prices of
JV products sold domestically may be subject to review and
approval.

State Administration of Industry and Commerce
(SAIC)iLocal Bureaus of Industry and Commerce: Protect legal
business operations; issue business licenses; register all
businesses including equity joint ventures contractual joint
ventures, wholly foreign.owned enterprises, and foreign company
offices; also register trademarks.

General Administration of Customs Local Custom
Branches: Supervise and control import and export activities;
levy customs and other tariffs; approve applications for customs
tariff reduction or exemption.

State Administration of Exchange Controls (SAEC)/Local
Exchange Control Branches. Administer foreign currency income and
expenditure of all economic entities, including JVs and wholly
foreign-owned enterprises. SAEC approvel needed before joint
ventures or wholly foreign-owned enterprises can set up accounts
with and/or borrow funds from foreign banks.

Audit Office: The Foreign Investment Audit Bureau
supervises income and expenditures of JVs, foreign businesses, and
State firms using foreign investment.

State Council Special Economic Zone Office: Approves
investment incentives offered in SEZs as well as the zones'
development plans.

Local Land Management Department: Approves use of site
by JVs if land is not contributed as part of equity; regulates
land-use fees.

Local Bureaus of Electricity Use and Planning: Approves
power allocation for enterprises with high energy consumption.

Bank of China (BOC)/BOC Trust Consultancy Company
(BOCTCC)/Local Branches of BOC and Subsidiaries of BOCTCC: Not
directly involved in project approval but provide financial support
to Chinese entity or joint venture through loans or taking equity
positions.

Source: The China Business Review/May-June 1986.
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Independence of Management

4.57 Chinese regulations and other actions have restricted the ability of
FDI managers to implement and achieve the good management practices and effi-
cient operations that are among the major benefits which FDI can bring. Among
the major grievances have been limitations on the ability to select workers,
to reward them for good performance or punish them for bad performance, and to
fire them if necessary. These restrictions have included limitations on
determination of the organization of productive processes and of the size and
composition of the work force. Other, more subtle modes of interference occur
when the Chinese managers or workers in joint venture enterprises respond to
the dictates of political officials (both inside and outside the enterprise),
rather than to the appropriate official of the enterprise, on matters relating
purely or mainly to the operations of the enterprise. Here again, the govern-
ment has recognized that it is necessary to increase the independence of
enterprise management--indeed this is being done throughout the economy, not
only in FDI ventures--and in Articles 12 and 15 of the October 11, 1986 provi-
sions have guaranteed considerable freedom to managers in exporting and in
internal organizational matters, including hiring, firing and setting wages.

Exploitative vs Collaborative Behavior

4.58 Recently many articles have appeared in the international press
about problems that FDI veutures have encountered in doing business in
China. World Bank and IFC staff have investigated some of these cases. The
great majority of the problems are the result of one or both of two
problematical aspects of the Chinese environment: the requirement that each
enterprise earn all the foreign exchange it needs (see paras. 4.84-4.88), and
the habit of some Chinese partners and many government officials of
continually trying to extract the most short-run benefit, or minimize their
own short-run costs, in dealing with foreign investors.

4.59 Chinese partners in joint ventures have become known for continuing
to demand additional concessions from their foreign partners after agreements
have been reached. Government officials use occasions when enterprises need
help because of unforeseen problems (sometimes caused by government policy) to
extract additional concessions from the joint venture or from the foreign
partner. This deliberate practice was explained by one governmental official
who explained that he greeted protests from the investors, when faced with new
demands, with the suggestion that they should adopt the attitude, "You never
know how much you can do until you try."

4.60 Some foreign investors may also be to blame for getting their joint
ventures into problems that they could have predicted (or perhaps in some
cases even did predict). Especially after long and difficult negotiations,
some foreign investors may end up agreeing to conditions that are likely to
lead to problems, thinking that it may end up being easier to solve the
problems after they appear. The history of FDI in China so far suggests that
more reasonable and more forthright negotiation by all parties would be
desirable.
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Overview of Investment Incentives
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4.61 Of course, it is normal and legitimate for each party in a business
transaction to seek to maximize his own gains. Foreign investors are presum-
ably doing this, and it is not recommended that the government act any diffe-
rently. The problem is that some officials are focussing too much on the
short-run gain to be extracted for their enterprise or agency, at the moment,
to the detriment of the country's long-run gain from FDI as a whole. This
conflict arises for two reasons. First, treating the particular investor or
enterprise harshly can result in its closing, failing to expand, or otherwise
operating in such a way that benefits are reduced not only to it but also to
the Chinese economy; second, such practice may keep, and in fact probably has
kept, other investors away or caused them to invest less.

4.62 Many Chinese partners and many officials do not act in this short-
sighted way, and some high officials are concerned about this problem. There
have been reports in the press of official exhortations to be more reasonable
and more far-sighted. In examining the experience of other countries with
FMI, it is clear that the successful countries treated the process as a
positive sum game--they approached FDI as an activity that could and should
leave all parties better off than they were before. They treated the foreign
investors as potential long-term allies in the development of the country. To
insure a positive contribution, they regulated FDI; they directed it to where
they wanted it; they prohibited it from some activities and gave it incentives
to engage in others. But they did this in ways that helped the FDI
enterprises to prosper, and thus they attracted more reinvestment of profits
from existing enterprises and more new investment from others. At least some
government officials agree that China should aim at maximizing long-term
benefits from all potential foreign investors, not just immediate benefits
from those already there. Of course, the implementation of such a policy may
be more difficult than its adoption, but the potential rewards are worth
considerable effort.

Local Sources of Finance

4.63 It is normal practice in most countries to finance a certain part of
a company's needs with debt. The appropriate debt/equity ratio varies with
the riskiness of the venture, the expected variability in its cash flows, and
other factors, but in most cases investors find it unnecessarily expensive to
finance companies completely with equity. In China, some progress has been
made in providing institutions and channels through which FDI ventures can
borrow, both in RMB and in foreign currency, but much still remains to be
done.

4.64 One related problem is the legal ceiling placed on the debt/equity
ratio of each foreign joint venture, which depends only on the size of the
company. (Small companies must be financed lOOZ with equity, medium-sized can
have some debt, etc.) These restrictions make little sense from the point of
view of the enterprise or of the investor. From the Chinese point of view,
the restrictions may be motivated simply by a desire to limit the amount of
foreign debt that is lent or guaranteed by agencies of the government. If so,
the development of a well functioning system of independent financial inter-
mediaries would reduce this concern and allow more sensible financial struc-
tures tailored to the needs of the individual enterprise.
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4.65 There are two other related problems with the current state of
affairs regarding financing. One is a problem for the enterprises: it may be
difficult for them to borrow what they need. The other is a problem for
China: almost every existing source of loans or loan guarantees in effect
involves the Chinese State, ultimately, as the lender or the guarantor. This
fact may be in part responsible for the government's mixed feelings about FDI
as a source of capital. What is needed is the creation and strengthening of
institutions and channels that (a) can lend to FDI enterprises, and that (b)
are not subsidized by the State and are responsible for their own profits and
losses. This latter feature depends on the success of the economic reform of
the financial sector and has ramifications that go beyond the provision of
loans to FDI enterprises. The plans for financial sector reform appear to be
aiming in the right directions to address these problems.

4.66 Debt financing and/or guarantees are currently available from the
Bank of China (which lent US$240 million to more than 220 FDI ventures in
1985) and other government banks such as the Construction, Agriculture, and
Industry and Commerce Banks, the China Investment Bank, and the China
Development and Investment Corporation. Less official sources include CITIC
and the provincial and municipal ITICs. Local branches of offshore banks are
also permitted to furnish these services.

4.67 A major impediment to the effective functioning of local financing
of enterprises in China is the absence of a legal structure that would permit
effective granting of collateral through mortgages, regulate bankruptcies,
etc. Development of such laws and supporting institutions will, of course,
take time and is an integral and important part of the entire economic reform
now in process in China. They are necessary for the greater and more
efficient functioning of FDI as well.

Policies for Export-Oriented Foreign Direct Investment

4.68 To attract FDI that is focussed on producing manufactured goods
primarily for exports, any country must compete with other countries that are
also trying to attract the same investments. For some products the competi-
tion is regional (e.g., East Asia), and for some it is world-wide, but the
competition is explicit and it is very keen. By and large, the three most
important characteristics that investors look for are: (a) low cost, produc-
tive and disciplined labor; (b) good transportation and communication faci-
lities; and (c) relative freedom from government interference, including the
right to import inputs and to export freely, the right to repatriate profits,
the right to obtain local financing, etc. Other attractive characteristics
are low costs for other inputs such as land, utilities, etc.; political
stability; and low taxes.

4.69 Geographically, China's location in the Far East places it in direct
competition for this kind of investment with the world's star performers.
China has been having trouble meeting this competition; with the notable
exception of overseas Chinese, located mainly in Hong Kong, most potential
foreign investors have not found China to be as attractive as its competitors
with respect to the characteristics mentioned above.
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4.70 The most successful performers in terms of attracting FDI have
mostly been small economies, without rich natural resources. Because of these
characteristics, they do not have available to them the options of trying to
develop through import substitution, or of raising incomes through the export
of natural resource-based products. Their markets are not large enough to
support the production of most goods for which economies of scale are
important. Therefore, if they are to develop, they have no choice but to
specialize in the export of products in which they can compete inter-
nationally, and to use the earnings of these exports to pay for the importa-
tion of everything else.

4.71 Potential foreign investors in export-oriented ventures find that
labor in China is neither as cheap as they had expected nor highly
productive. Foreign investors have also encountered high rents for factory
sites, and deficiencies in communication and transport systems. They have
encountered bureaucratic difficulties in doing business.

4.72 Recognizing these problems, the government has been taking steps to
solve them. Progress has been made on each of the problems mentioned. Most
recently, the 22 Articles of 11 October, 1986 promise better treatment in
regard to surcharges on wages, site rentals, utility supplies and charges,
taxes, and freedom to manage enterprises without interference, including the
freedom to hire, fire, and set wages independently. Additional regulations
issued on 1 December, 1986 provide for importation of inputs without the need
for licenses or the payment of duties or other taxes. An inter-ministerial
committee (the State Council's Foreign Investment Leading Group) has been set
up, in part to ensure the following of the letter and the spirit of these
regulations by local authorities. Moreover, as different localities are
issuing the more detailed regulations to implement these provisions, there are
signs of competition among the localities which should help to assure an
improved climate for FDI enterprises. Thus, although the implementation of
these new rules and their effects on FDI remain to be seen, there is reason to
be optimistic about a significant increase in China's competitive position in
the market for export-oriented FDI.

Policies for Other Forms of Foreign Direct Investment

4.73 As already noted, the overwhelming attraction of China for most
potential foreign investors is its domestic market. Before discussing the
policy environment for such investment, it is well to review a few facts about
it.

4.74 First, enterprises that are established with domestic sales as their
primary goal may also export. As discussed earlier, this usually takes some
time, and it also takes the proper incentive structure. The time is necessary
for the enterprise to get established, train the work force, sometimes to
achieve an efficient scale of operations, find or help create sources of high
quality and competitively priced inputs, and, in general, build up the quality
of product and get the costs of production down to where it can compete in
international markets. High-tech activities tend to take the longest time.
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Even when costs are reduced, and quality has been achieved, more time is often
needed to penetrate and create product acceptance in foreign markets. Appro-
priate incentives, which are also crucial, are discussed in detail elsewhere
in this report (see main report Chapter 2, and Annex 2).

4.75 In fact, in most countries the typical exporter of manufactured
goods (except a narrow range of those intensive in either unskilled labor or
particular raw materials) started by producing for the domestic market. This
is true in today's developed countries and also in the so-called "newly-
industrialized" countries such as Brazil, Mexico and Spain. China appears to
be similar in potential to those countries, and in the long run a strategy
that will produce a diversified range of manufactured exports from China
almost certainly will have to be based on efficient production of most of
those same goods for the local market. It should be stressed, however, that
efficient import substitution can be just as good for China's balance of
payments as exports; i.e. saving foreign exchange is as valuable as earning
additional foreign exchange.

4.76 Third, most FDI that is aimed at tend to export markets will not
bring much advanced technology. Rather, it will tend to be intensive in
unskilled labor and/or raw material inputs. Most technology-intensive activi-
ties will only come to China if they can sell a significant part of their
production locally.

4.77 Finally, the potential for technology transfer from FDI is by no
means limited to the joint venture itself. Contacts with other enterprises
can diffuse technology and good management practices throughout the economy.
Such contacts should be encouraged; FDI enterprises should be encouraged (but
not forced without regard to price and quality) to purchase inputs from local
sources, to sell products to local users, and to compete with Chinese
enterprises.

4.78 In sum, FDI is to make its full potential contribution to the
modernization and technological transformation of the economy, a significant
part of it must be able to profit from domestic market sales. This activity
can be just as beneficial to China's balance of payments as purely export-
oriented ventures. Moreover, such FDI ventures, if they are to be fully
exploited as agents of modernization, must not be isolated geographically or
otherwise, but rather should be fully integrated into the local economy.

4.79 The transfer of advanced technology available from FDI enterprises
that produce mainly or even wholly for the domestic market is now explicitly
recognized. The regulations of 11 October specifically provide for better
treatment of such enterprises. However, experience suggests that the Chinese
concept of useful "advanced technology" being applied may be too narrow. At
times, there is excessive focus on "hardware" machinery and equipment, or the
plans, patents, or process description for making such equipment. As noted
elsewhere in this report, good management, labor training, efficient
organization of production and of all other functions of the enterprise as
well--the so-called "soft" aspects that increase efficiency--are just as
important and indeed may be essential if the advanced machinery is to repay
its cost.
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4.80 In spite of the progress that has occurred, the actual environment
for FDI aimed at the domestic market is still not very attractive. The single
biggest reason for this is the foreign exchange balance requirement. The
government has realized that its general objective that each FDI enterprise
balance its own foreign exchange must be modified in many cases and it has
agreed to provide enterprises with ways to earn foreign exchange through
domestic sales. It has made further accommodations, on a case-by-case basis,
for enterprises that needed more foreign exchange than had been planned. A
set of 14 articles promulgated in January 1986 set out some principles for
accommodating enterprises which cannot easily earn their own foreign
exchange. But the idea that it is strongly desirable that every enterprise
earn all of its foreign exchange needs still reigns, and this full balance is
still the expected norm for FDI ventures, with cases to the contrary being
considered as both exceptional and undesirable. Perhaps in part because of
this attitude, the implementation of the ad hoc modifications often falls
short of what is needed. A regular supply of foreign exchange, in sufficient
quantity, over a sufficiently long period of time, is often not available.

4.81 Thus, the foreign exchange balance requirement, even with the many
ad hoc adjustments that have been made, is still deterring potential investors
from coming to China and is causing unnecessary difficulties for some FDI
ventures that are already there. There are only two other countries that
allow FDI but impose a balancing requirement for foreign exchange (Egypt and
Yugoslavia). The requirement has worked very badly in both countries, having
been abandoned in Egypt and frequently modified, without success, in
Yugoslavia.

4.82 Ultimately, the best way to solve this problem is to have an effi-
cient market in foreign exchange. FDI ventures (as well as local enterprises
responsible for their own profits and losses) could then trade foreign
exchange at a price at which the economy as a whole balanced its foreign
exchange sources and uses, and allocated foreign exchange to those people and
enterprises who would use it most productively. The options for China for
moving in this direction are discussed elsewhere in this report (see main
report, Chapter 3).

4.83 Immediate steps that merit consideration to reduce the unnecessary
costs of the foreign exchange allocation system to FDI, especially its
negative effects on potential new investors in China, include: (a) developing
a more regular, reasonable and longer-term system of allocating foreign
exchange to FDI enterprises that need and deserve it; and (b) permitting all
FDI enterprises to buy and sell foreign exchange freely among themselves, or
from other enterprises having surplus foreign exchange retention rights. It
must be stressed that this solution would be a second-best solution to the
wider foreign exchange market options discussed in Chapter 3 of the main
report, and would be subject to the problems of multiple exchange rates
mentioned there.
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4.84 Within the last few months, legal markets for foreign exchange
conversion of RMB have been developing in China, and Article 14 of the provi-
sions of October 11 apparently allows for some sort of market. However, at
the time of this writing, it is not clear how such markets will be permitted
to function, or indeed even if they can function well in an environment of
very scarce foreign exchange. Reform of the system of foreign exchange allo-
cation is a complex matter, especially in the midst of an ongoing reform of so
many aspects of the industrial and financial sectors. However, the importance
of the problem for FDI adds to the urgency of finding a solution.
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CHINA

EXTERNAL BORROWING AND DEBT MANAGEMENT

5.1 Access to external commercial funds since the 1970s has given devel-
oping countries a new flexibility of macroeconomic management. This access
helped to promote growth in developing countries by systematically raising
investment levels beyond what would have been possible with thrir own domestic
savings resources. But the leverage of debt works both ways. Such an
increase in investment, if used efficiently, promotes growth. But if wasted
on inefficient projects, the accumulation of debt with no corresponding growth
in the domestic economy carries with it high costs and will make the country
vulnerable to external financial pressures.

5.2 The basic questions facing a country in its use of foreign finance
will be (a) deciding the appropriate opportunity and purpose to borrow, i.e,
for investment or for consumption; and (b) determining an appropriate volume
of borrowing at a given time (i.e., the rate of debt accumulation). Each of
these are decisions involving a series of economic judgments. Another set of
issues relates to (c) the actual borrowing program with respect to currency,
maturity profile, and sourcing composition. This latter involves a series of.
financial calculations and judgments: What currency should be borrowed? What
market should be tapped? When is it appropriate to go to market? What are
the most appropriate instruments? Finally, (d) how the borrowing of all
parties is to be coordinated in a manner that is optimal for the country as a
whole.

5.3 This annex seeks to provide guidelines for borrowing strategy, given
both economic and financial considerations. Section A proposes a series of
guidelines for foreign borrowing and describes China's borrowing in
international perspective. China's debt and its various characteristics are
analyzed and compared to the debt characteristics of other countries at the
same and higher levels of income. The structure and composition of China's
debt is also described. Section B outlines China's present borrowing strategy
and approach, and Section C describes some issues raised by China's current
approach to debt management and explores options.

A. China's Foreign Borrowing in International Perspective

Reasons for Borrowing: Use of Debt in a Growth Strategy

5.4 The maotivation for foreign borrowing is to make more rapid economic
growth possible. This is consistent with the observation that in the early
stages of development, when a developing country's domestic savings and
capital stock are low, returns to investment are high. Given this capital
scarcity, the increased investment that foreign borrowing makes possible will,
if wisely targeted, increase growth. Borrowing is thus seen as a potent
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developmental tool in support of economic growth.11 Use of this tool,
however, if it is to be a successful instrument supporting growth, must fit
into a strategy of debt-supported growth which is sustainable in the long
run. This requires good project selection and, in the long run, that the
country generate an excess of savings over investment (or exports over
imports), in order to repay the debt. At the macroeconomic level, the key
element is a consistent medium-term plan which includes the balance of pay-
ments and makes explicit the choice between foreign and domestic resources to
finance growth. The appropriate degree of reliance on domestic or foreign
resources will depend on whether the amount of debt implied by the foreign
resource inflow is sustainable by the country in the long run. Maintaining a
sustainable growth of debt for a given set of economic objcctives depends on
maintaining appropriate domestic as well as external economic policies.

Domestic Policies

5.5 Maintaining a high level of domestic savings is a crucial element of
successful borrowing. Instruments for achieving this are monetary and fiscal
policies which maintain macroeconomic balance and encourage savings and an
efficient allocation of resources, especially of investment resources.
Interest rates that are positive in real terms are important for promoting
household savings and ensuring that enterprise investment decisions are guided
by the cost of capital. A government contribution to savings (defined as a
posltive balance of government revenue over current expenditure) also helps
reduce overall reliance on foreign savings. In many countries, large
government fiscal deficits have both directly reduced total savings and have
contributed indirectly (e.g., through high inflation) to reduced household and
enterprise saving and investment.

5.6 Since infrastructure and other public sector investment is usually a
large share of total investment, ensuring its productivity is an essential
aspect of effective debt management. Adequate project evaluation to ensure
efficient investment, budgetary controls to ensure an appropriate contribution
of government to savings, and proper macroeconomic management are each crucial
domestic aspects of debt management policy.

1/ Foreign resources can be used to supplement domestic resources, to
increase investment and thereby output growth. The national income iden-
tity usefully demonstrates this role of domestic and foreign resources:

(1) Y C + I + G + (X -M)

(2) I - (Y - C - G) + (M -X) or

(3) Investment domestic + foreign
savings savings

Where Y stands for national income, C for private consumption, G for
government expenditure, I for investment, X for exports, and M for
imports.
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External Policies

5.7 The higher the rate of growth of exports, the higher the level of
imports consistent with a sustainable debt path. Chapter II of the Main
Report outlines the importance of an appropriate trade strategy for the
promotion of exports and highlights the fact that protection of domestic
industry and an overvalued exchange rate are important sources of anti-export
bias. An overvalued exchange rate which makes imports look cheap, and makes
debt service appear less costly in terms of domestic resources. This is true
a fortiori, if potential borrower see further real appreciation as a
possibility in the future. As a result, it bas in many countries been a
source of overborrowing and debt-service problems.

Country Differences in the Debt/Growth Strategy and Debt Indicators

5.8 Over time, different countries have chosen different growth paths
using different trade strategies and combinations of domestic savings and
borrowing. Many Asian economies have taken a strongly outward-oriented
approach to trade and a conservative approach to borrowing, keeping debt
levels very low and relying on domestic savings to finance growth. South
Korea, by contrast, pursued growth through heavy emphasis on exports and
intensive use of borrowing. As a result, Korea's debt has grown rapidly, but
its rapid export growth has kept the debt burden manageable.

5.9 While it is difficult to generalize, many middle-income countries,
especially those in Latin America, pursued inward-looking trade strategies,
but borrowed heavily to finance growth. Over time, domestic savings declined,
partly due to fiscal and monetary policies which discouraged private savings
and resulted in negative government saving, and partly due to external
economic policies, including overvalued exchange rates, which led to a flow of
private capital abroad. Foreign resources came to substitute in part for
domestic savings to maintain the same level of investment. While the foreign
resource inflow permitted growth to be maintained in the initial years, the
inflow could not be sustained, and the eventual result was a lower overall
investment and growth rate with higher indebtedness.

5.10 A more inward orientation, and conservative use of debt
characterized India, until it liberalized its trade regime in the 1980s.
China, until recently, followed a similarly conservative growth path, with
limited emphasis on trade, limited use of foreign borrowing, and reliance on
domestic savings to finance growth. These different approaches are reflected
in a country's accumulation of debt and other debt indicators discussed below.

5.11 The debt/GDP ratio relates a country's debt volume to its economic
productive capacity. Essentially, it compares the stock of debt to the flow
of national income from which the debt is to be serviced. China's debt-to-GDP
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ratio is low in comparison to that of other countries (Table 5Afi). In 1980,
debt in relation to GDP was only 1.9%, rising to 7.7X in 1985.-

5.12 A second way to look at debt is in relation to a country's exports.
Exports provide the actual foreign exchange resources to meet future obliga-
tions. It also indicates how many years' exports woultd be required to repay a
country's debt in its entirety. In general, the more open an economy, and the
higher the proportion of exports in GDP, the more "liquid" will a country be
with respect to meeting external obligations, and the higher the absolute vo-
lume of debt sustainable. It has often been held that at debt/export ratios
approaching 150%, debt servicing difficulties are inevitable. However, there
are countries such as Korea, which have sustained ratios close to this level
without debt difficulties.

Table 5.1: EXTERNAL BORROWING-SELECTED COUNTRIES, 1984
_()

Medium and
long term
debt/GDP Total debt/GDP Total debt/exports

Argentina 40 58 449
Brazil 46 56 348
India 15 16 184
Korea 33 57 141
China (1985) 4 8 80

Sources: Debt: OECD 1985 Survey; GDP: World Development Report, 1986;
China: staff estimates.

5.13 Table 5.1 shows that a high ratio of debt to GDP is not always
related to a high debt/export ratio.- A country such as Korea has a high
ratio of debt in relation to GDP, and yet low debt in relation to exports,
since the economy is open and export-oriented. Likewise, a low debt/GDP ratio
can coexist with a high debt/exports ratio, as in the case of India.

2/ Officially reported figures do not fully reflect actual debt volumes. A
recent national debt survey, carried out in September 1986, sought to
address the reporting deficiency. However, these figures differ from
creditor statistics (OECD), which are higher than the debt survey fig-
ures. Using creditor estimates, the figure is 7.7%, while Chinese Debt
Survey data would show 6%.

3/ The comparisons are based on OECD debt statistics, using creditor data.
These are usually more comprehensive than debtor statistics. See Box 5.1
for a description of their differences.
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Debt Service Ratios

5.14 A third indicator of creditworthiness is the debt service ratio,
relating interest and amortization payments to the foreign exchange earned
through exports of goods and services. For creditors, the ratio provides an
indication of the ease with which the borrower will be able to meet payment
obligations. For the debtor, the ratio indicates the proportion of foreign
exchange earnings pledged to repaying debt and not available for imports and
enhancement of growth. Traditionally, debt service levels above the 12-151
range were thought to threaten developing countries import capacity. This
level is modest by today's standards. However, if debt-service ratios are
significantly higher, debt servicing difficulties are likely to occur.
China's debt-service ratio is lower than that of most other countries.
However, the proportion of China's debt service that is concessional is very
small. While most countries at China's income level have relied heavily on
official lenders, as a newcomer to concessional windows, it is not likely that
China will ever benefit, to the degree that other low-income countries have,
from official or concessional funds. Therefore, the debt service "cushion"
available to other developing countries, is not available to China.

Table 5.2: DEBT SERVICE RATIOS - BY TYPE OF CREDITOR, 1984

Debt service as Z of
exports of goods % concessional X noncessional
and services debt service debt service

Argentina 46.8 1.4 98.6
Brazil 53.3 0.5 99.5
India 12.7 42.7 57.3
Korea 21.6 3.2 96.7
China (1985) 6.8 1.5 98.5

Source and Notes: As for Table 5.1. China: concessional and non-
concessional debt service: OECD Survey 1985.

5.15 In sum, China's debt volume, debt ratios and servicing obligations
are low for a country at its level of development. Its recent history as a
capital exporter and conservative stance provide much of the explanation.
However, as important as the actual volume may be, the structure and composi-
tion of a country's borrowing can be of equal significance, and in this
respect China is unusual, with the bulk of its borrowing from commercial
rather than official sources and a relatively large share of its debt is
short-term.
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Box 5.1. DEBT REPORTING STATISTICS

Debt statistics can be collected from either creditor or
borrower sources. There are three major credit-reporting systems, and one
debtor-reporting system. They vary in their coverage, reporting network
and classification. Thus, it is necessary to pool data from these diffe-
rent sources, to obtain a full estimate of debt from different markets.

The Organization for Economic Cooperation and Development (OECD)
debt statistics are the most comprehensive source of creditor-reported
statistics on external debt. These data are published annually and are
generally available only with a lag. OECD 1984 statistics showed China's
external debt at $12.4 billion with bank borrowing of $5.2 billion, other
commercial borrowing at $5.2 billion, and official lending of
approximately $1.9 billion; 1985 figures are not yet available.

The Bank for International Settlement (BIS) reporting system is
also based on creditor-reported quarterly data from banks in 25 reporting
areas worldwide. As such, its reporting net is slightly smaller than that
of OECD. End-1984 statistics for bank borrowing was $4.2 billion, which,
together with other estimates of commercial borrowing (of $5.2 billion)
and official lending, gives a total debt of $11.3 billion.

Finally, the International Monetary Fund's International Banking
Statistics (IBS) relies on creditor-reported statistics collected in 32
banking centers worldwide, and also integrates debtor-reported figures on
interbank debt. As of 1984, it reported China's bank debt at $5.0 bil-
lion, which, together with estimates of other commercial borrowing
(nonbank borrowing) of $5.2 billion and official lending, gives a total
debt of $12.2 billion.

The World Bank's reporting system is a debtor-based reporting
system; its figures are collected from member countries. Coverage
includes public and publicly guaranteed debt. Where reporting countries'
debt monitoring is weak, the Bank's figures may differ substantially from
those in the creditor-reporting system. Short-term debt is not always
reflected in the Bank's system, and debt of nonpublic borrowers (private-
sector debt) is not always included in the statistics.
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Borrowing In a Risky Environment

5.16 The external environment has become more difficult in recent
years. Unprecedented changes in exchange and interest rates have affected the
terms of developing country borrowing. Developing countries borrowing at
variable rates in the 1970s, when interest rates were low or negative in real
terms, foun4 by 1981 that their interest costs had as much as tripled as the
result of higher interest rates in major industrial countries. Currency fluc-
tuations associated with this interest rate volatility further increased the
effective costs of borrowing. Finally, fluctuations in commodity prices and
lower economic growth in industrial countries affected developing country
exports. This heightened risk must be integrated into borrowing strategy.

5.17 A second change in the external environment is that the terms on
which resources are available to developing countries have become harder. The
availability of concessional resources has declined, and blend of resources
has become harder. In addition, the average terms on commercial borrowing are
harder, as interest rates are again positive in real terms. The "grant
element" embodied in resource flows to developing countries has fallen from
32Z in 1970 to 7% in 1985 (see Box 5.2). Together, these imply a higher
average cost of borrowing and the heightened need, therefore, to ensure that
the funds are productively deployed.

5.18 The third major change has been that since the late 1970s, a major
part of developing country borrowing has financed adjustment rather than only
investment. When countries' incomes were reduced by terms of trade changes,
many borrowed to smooth consumption levels along the adjustment path. What
was difficult to predict was the prolonged and perhaps permanent change in the
international environment, and the fact that the world economy would not soon
return to its earlier configuration of prices and interest rates. As a
result, countries which borrowed in anticipation of such a return to
"normalcy", and which expected to repay their borrowing with the proceeds of
higher export earnings, were unable to do so.
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Box 5.2: GRANT ELEMENT

The "grant elfment" of a loan seeks to measure the concessional-
ity of aid funds extended at a given set of terms as compared to grant
terms. The benefit of a loan is a product of five factors, i.e., a loan's
interest rate, maturity, grace period, volume, and the relevant discount
rate. The concept of grant element attempts to compare different loan
terms by discounting interest and amortization payments at a common
interest rate, usually 10%, and expressing the discounted present value of
the loan payments as a proportion of the face value of the loan.

The grant element of a loan is greater the longer its maturity
and grace period and the lower its interest rate. For example, the grant
element of IDA funds--the concessional lending arm of the World Bank--is
about 77%, while the grant element ot IBRD funds, calculated in this way,
would be 22%. A concessional loan is defined as having a grant element of
25% or more. By this definition, IDA loans are concessional.

The grant element of loans to developing countries has fallen in
the past decade, a result of the changing composition of LDC debt, the
harsher terms on which even official development assistance resources are
available, and the declining availability of such resources. Resources
were available to LDCs with an average grant element of 32% in 1970; this
had fallen to only 7.4% by 1985.

Changing Grant Element Over Time

1970 1975 1980 1985

31.9 21.0 8.6 7.4

Source: World Bank, World Debt
Tables.
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Microeconomic Aspects of External Debt Management

5.19 These factors make the choice of a strategy of growth, trade and
borrowing a more complex affair than in the past. The external environment
makes it difficult to make predictions about exports, interest rates or
exchange rates. Thus, while the overall volume of borrowing and its use in
the economy continue to be very important, the more micro-oriented aspects of
foreign borrowing, such as managing risk and uncertainty are also crucial.
Taking into account the uncertainty in the economic environment requires
managing (i) the composition of debt; (ii) the maturity structure of debt;
(iii) the vulnerability of the debt structure to interest rate changes; and
(iv) the currency composition of borrowings.

Borrowing Sources

5.20 Managing the source of borrowing is now one of the most important
aspects of a sound borrowing strategy. Until recently, developing countries
were limited to borrowing from official and concessional sources and had only
limited access to commercial bank lending or bond markets. This has changed
since the 1970s, as access to commercial funds and capital markets grew. Most
countries attempt to tap the largest possible volume of concessional resour-
ces; other official resources may not be explicitly ccncessional, but if their
grant element is positive, their terms and conditions will be better than
those available in commercial markets.Yn Most countries also make some use of
commercial borrowings for projects not eligible or attractive to official
financiers, and because of the flexibility that commercial funds offer: i.e.,
their rapid disbursement, quick availability and fungibility of use.

Maturity Structure of Debt

5.21 The maturity structure is an important variable in present-day debt
management. Until the mid-1970s, trade credit from suppliers was generally
the only short-term borrowing available, and its volume was limited. This has
now changed, and the management of the maturity structure is an important
considerat-ion for all countries. Since short-term debt must be rolled over at
frequent intervals, it exposes the borrower to liquidity risk, the risk that
when the debt matures the borrower will not be able to obtain new funds.
Liquidity risk exists even for the strongest borrowers, who under normal
conditions have steady access to the markets, and even borrowers such as the
World Bank are very mindful of liquidity risk. Lenders' views about
developing countries as a whole, or countries in a particular region, can be
affected by problems in only a particular country in the group--a phenomenon
known as "contagion."

4/ There are exceptions to this, especially when bilateral sources are
"tied" to imports from the country providing the credit. If the goods
being financed are overpriced, the borrowing country does not gain much
by the lower interest rates. Careful evaluation of the effective cost of
the borrowing is thus crucial.
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5.22 A balanced maturity structure means that the volume of short-term
debt and maturing long-term debt is such that "bunching" of repayments is
avoided. This ensures that a country can service its debt smoothly. Many
countries also try to maintain reserves to cover a certain proportion of their
short-term debt, so that, in the event of a liquidity problem, the country is
able to meet its debt obligations and still be able to import goods. Finally,
a balanced maturity structure, with a modest level of short-term debt, helps
reduce interest rate risk by reducing tg7 proportion of total debt that is
subject to repricing in a given period._ In LDCs which had to reschedule
their debt, the level of short-term debt was much higher (equivalent to more
than five months' imports) than in nonrescheduling countries (where it was
equivalent to less than two and one-half months' imports).

5.23 Table 5.3 shows two indicators of the maturity structure of borrowing
for selected countries. The first is the volume of short-term debt in
relation to total debt, a reflection of possible "bunching" problems. The
second is its magnitude in relation to imports. If a country chooses to
finance all imports using trade credit, (and assuming the maturity of such
credits averages three months) at any one time the country's short-term debt
outstanding will be equal to about three months' worth of imports. If some
imports are financed with concessional or other funds, then short-term debt
equal to three to four months of the trade-financed imports would be expected.

Table 5.3: MATURITY STRUCTURE OF DEBT, 1984 /a

Short-term debt (Z) Short-term debt/months' imports

Argentina 30.9 13.2
Brazil 18.2 7.6
India 9.4 1.7
Korea 42.9 6.9
China 51.1 2.9

/a As percent of total debt outstanding excluding IMF credit.

Sources: Debt: OECD 1985 Survey; Imports: World Debt Tables, 1985/86.

5/ As countries increasingly borrow at variable rates, with rates on long-
term borrowing also adjusted at six-monthly or other intervals, it is no
longer sufficient to control only short-term debt.
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Interest-rate Sensitivity of Debt

5.24 Interest rate risk is the risk that the interest costs on a coun-
try's debt will rise above the levels originally contracted, possibly to a
level which makes continued debt servicing impossible. Vulnerability to
interest rate risk depends on the overall volume of short-term debt and the
proportion of long-term debt which is at variable rates. Minimizing interest
rate vulnerability implies maximizing the proportion of total borrowings at
fixed rates. Managing it requires ongoing evaluation of the debt service
stream under a range of different assumptions about interest rates. In
"normal" times, interest rates on short-term loans have usually been lower
than long-term fixed interest rates. Thus, there is a trade-off between
interest costs and interest rate risk (see Box 5.3).

5.25 However, in the past decade it has not been cheaper to borrow at
floating rates than at fixed rates. As interest rates on developing
countries' floating-rate liabilities rose to almost 20X, fixed rates would
have been the better alternative. Predicting the future, however, is always
difficult. In making a borrowing decision, countries need to look at the
rates likely to apply to a floating-rate borrowing over time and to compare
these with a fixed-rate borrowing. Since locking in high fixed rates can also
be costly (e.g. in the recent falling interest rate environment), countries
may also explore ways to avoid this risk. For example, fixed-rate bonds can
be issued with "call" provisions, enabling the borrower to buy in or "call"
the bond before maturity, and bank loans can be contracted with "prepayment
rights," enabling the borrower to pay off the loan before its term. Such
options have a price and add to the interest cost of borrowing, and a borrower
would need to evaluate this higher cost against the potential cost savings
from prepayment.

Managing Currency Risk

5.26 Currency risk arises from exchange rate variability and refers to
the possibility that the cost of debt service, vis-a-vis the local currency or
an alternative currency, rises unexpectedly. In the past, developing
countries had access only to a few currencies, primarily the US dollar. As a
result, many countries have been affected by the rapid and large movements in
currency fluctuations in recent years. Because LDC borrowing was concentrated
in US dollars, the effective cost of LDC borrowing increased dramatically
during 1982-85, when the US dollar appreciated substantially and unexpectedly
against other currencies. It has declined more recently, with the rapid
depreciation of the US dollar. (The effective cost of loans denominated in
Japanese yen have, of course, moved in the opposite direction.)

5.27 Managing currency risk is a complex process. Essentially there are
three strategies available: one is a simple diversification of borrowing
sourcest perhaps the most straightforward approach; a second strategy is to
seek to minimize the absolute cost of debt service by choosing currencies with
the lowest absolute interest cost; a third is to minimize the variability of
debt service by choosing currencies whose value is related to domestic
variables. A diversification strategy essentially relies on the probability
that, over the long run, speculation on relative currency values is usually
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Box 5.3t 3 BRSAK-EV REFIMNACINO RATE FOR SNORT-TME W BOOWING

Many countries are faced with the choice of borrowing either
short term or long term. As short-term debt must be rollted over at
frequent intervals, it exposes the borrowing country to interest rate
risk-the risk that when the loan comes due, the interest rate an the
refinancing will be higher than on the maturing funds. Although in a
t pical financial environment short-term rates are below long-term rates
(the yield curve is "positively" sloped), the ultlmate cost of a series of
short-term borrowings may be higher than the cost of a longer-term
borrowing which carries a higher initial Interest rate. For short-term
borrowing to be less expensive than long-term, the borrower must be able
to refinance successive short-term loans at rates such that the total cost
over full the life of the borrowing is less than or equal to the cost of
longer-term funds.

The "break-even refinancing interest rate" is the maximum inter-
est rate(s) at which a series of short-term borrowings can be rolled over,
while not exceeding (over the life of the longer-term funds) the interest
cost of a fixed-rate borrowing. For example, if a country has the choice
of borrowing two-year funds at 10%, or borrowing short-term funds for one
year at 92, and the Erefinancing for the setynd year, the break-even refi-
nancing rate can be calculated to be 110.1.- At any refinancing rate
higher than this, it would be cheaper to borrow the longer-term funds
costing 101. The following table shows how this break-even refinancing
concept plays itself out over the longer run.

Year Scenario I Scenario II Scenario III

1 i.5 7.5 7.5
2 8.0 8 8.0
3 8.0 9 8.0
4 8.0 10 6.0
5 9.0 11 6.0

Fioating rate cost 8.0 9.0 7.16

cost (Saving) over
8X fixed rate 0 1% Cost 0.84% Saving

In Scenario I, interest rates rise slowly 10.91, but over the
S-year period, the borrower breaks even with the cost of a fixed rate
borrowing. In Scenario It, although it is cheaper than a fixed rate
borrowing at the outset, the rapid rise of interest rates wipe out any
initial savings. In Scenario III, it would be cheaper to have borrowed at
floating rates.

I/ $100 a + 11.1_ + 5100 where r a 10, the fixed two-year rate.
(1+9r7 (lf02 (1+r)'
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not profitable, and on the assumption that interest rate differentials tend,
over time, to be offset by changes in currency values so that the effective
borrowing cost of all currencies turns out to be roughly the same. Strategies
which seek to minimize the cost of borrowing would mean borrowing the currency
which is expected to be least costly, based on predictions of interest rates
and exchange rates. This would be a "speculative" strategy, and, to the
extent that interest rate parity holds, it will be very difficult to gain over
the long run. Finally, "hedging" strategies would involve minimizing the real
cost of variability of debt service arising from currency fluctuations. One
way to do this would be to borrow in a currency whose movement is related to
changes in the price of the country's major export.

5.28 The cost to developing countries arising from the concentration of
their borrowing portfolio serves to highlight the importance of focusing on
the effective cost of borrowing and not simply on the nominal cost. The
effective cost incorporates both the interest cost and the increase in the
cost of borrowing due to appreciation of the borrowed currency (or reduction
in the case of depreciation) and translates this into an annualized effective
interest rate. One way to evaluate the likely effective cost of borrowing is
to calculate the exchange rate implied by the interest rate differentials on
two loans. For example, if the five-year Yen interest rate is 5%, while the
dollar interest rate for a five-year maturity is 7%, interest parity would
imply an appreciation of the Yen. The implied appreciation can be compared to
the borrower's own judgment of exchange rate movements. Choosing which
currency to borrow is thus a matter of judgment (See Box 5.4).

Managing the Borrowing Process

5.29 In order to manage the borrowing process in an orderly way and
achieve the desired outcomes with respect to the volume and composition of
debt along the lines just described, it is usually necessary to have a system
of reporting and explicit controls managed by a governmental body. Of course,
the most important management levers are fiscal, monetary and exchange rate
policies that effectively control aggregate demand and the balance of
payments. However, even where policy and price signals are appropriate,
individual borrowing units will make their borrowing decisions on the basis of
a financial analysis, but the full costs of borrowing--including the
nonfinancial and social costs to the economy--may significantly exceed the
financial costs to an individual borrower.

5.30 In the simplest case, a country's borrowing will be subject to
creditor-imposed limits, and the cost of borrowing for all borrowers rises as
additional amounts are borrowed by any one borrower, and as market saturation
is approacned. Since this cost is not paid by the borrower himself, it is not
integrated into the individual borrower's financial calculus, and borrowing
may take place which increases costs for others. Some countries have
attempted to shift this cost back to the borrower by imposing a tax on
interest payments.

5.31 Second, in many countries the distinctions be.ween sovereign borrow-
ings of the government and other borrowings for which the gover:iment is not
formally responsible have been blurred by requirements that governments
guarantee such debt. Clearly, if the government is to become liable for
nonsovereign debt, it must be in a position to control it (see Box 5.5)-
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boz 5.4: EXCHANGE RATE VOLATILITY AND THE EFFECTIVE COST O0 BORR OWING

The effective, or exchange rate adjusted, cost of borrowing is
often very different from the nominal, or interest cost of borrowing.
Currency appreciation can double the effective cost of servicing debt, and
what appeared to be a low interest rate may turn out to be a high one.

For example, take the case of the two 5-year borrowings des-
cribed in the text: Yen (at 5S), and dollars (at 7t). Interest pArity
theory predicts an appreciation of the low-interest rate currency, the
Yen. Specifically, it would suggest an annual appreciation of the Yen of
21 (71 less 52) or a 10% appreciation of the Yen over five years. At an
exchange rate of V 150 - $1, the implied future appreciation would be 101
of 150, or 15. The implied future exchange rate is the.efore V 135-$1.

If the yon indeed appreciated to V 135, all of the interest
savings would be wiped out and the effective cost of the yen borrowing
would be 7%-the same as for the dollar borrowing. If it appreciates
beyond V 135, the yen borrowing would be more costly than the dollar
borrowing.

Formalizing this, the formula for the "break-even exchange rate"
in its simplest form is:

Break-even yen exchange rate - ER (i$ - iy) x N x ER y or

Today's yen rate - [interest rate differential (1) x # of years x
today's yen rate].

Deciding which currency to borrow means a judgment as to whether
the yen appreciation will be greater (or less than) implied by interest
parity.
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Box 5.5: SOVEREIGN vs NONSOVEREICN DEBT

Sovereign external debt is traditionally defined as that debt in foreign
currency owed by a government or its agents to nonresidents. Since the debt is that
of the government, which is liable regardless of circumstance, commercial risk--the
possibility that the project may fail and the borrower cannot pay--i6 not an issue.
Nonsovereign debt is an external obligation of a nongovernmental borrower (a
"private," as distinct from "public," debtor). In lending to private borrowers, the
creditor has both the "commercial risk" of the project or borrower being unprofitable
and the "transfer risk" that, even if the project goes well and generates profits in
local currency, the government may not make foreign exchange available to repay the
debt.

This distinction is becoming blurred in two ways. First, the line between
government and a governmental unit which has borrowed in its own name is becoming a
thin one. While the borrower may in fact be independent and have borrowed without
recourse to a guarantee from the government, as a practical matter, the government may
have to become involved, should any difficulty arise. The consequences of not doing
so wculd be reluctance on the part of creditors to make new funds available to the
country or to increase significantly the cost of new funds.

In yet another development, the role of the banking system has come under
scrutiny. Increasingly, developing country banks, through their foreign branches,
have become active in deposit taking. Because external debt is defined on a
"residency" basis--that is, only debt owned by residents to nonresidents would be
counted as external debt--such deposits have not traditionally beer. included in the
definition of a country's debt. (For example, in the case of China, the BOC in London
is not a resident of China.) Strictly speaking, of course, it would be incorrect to
include them. However were there to be difficulties in any of these banks, the
domestic bank headquarters would almost assuredly have to step in to make good on
their obligations. Following this, if difficulties remained, the government
authorities would be compelled to assist their bank. Thus, while such deposits are
formally not a country's sovereign debt, the authorities will want to keep close watch
over their volume and integrate such deposits into internal estimates of debt. And,
in the case of a country such as China, since BOC is a national bank, such debt may
also be included in "sovereign" debt.

Increasingly, governments are also being asked to look after true private-
sector debt. Thus, the government may be pressured into making good on private-sector
debts in order to protect its own borrowing capacity or access. This has happened
even where the inability of the private borrower to repay was the result of strictly
commercial lending misjudgments. In the case of Chile, for example, the government
took over the liabilities of private sector borrowers, where it had no role in author-
izing, approving, evaluating or sanctioning them in any way. The consequence of not
doing so would have been to undermine an urgently needed agreement with creditors to
reschedule debt.

. ... _. . i~~~~~~~~~~~~~_
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5.32 Individual borrowers will presumably not borrow unless they are
confident that they can repay. However, borrowers often incorporate some
assumption about the future price of foreign exchange into their evaluation of
the costs of a borrowing transaction. In many cases, these expectations have
underestimated the actual extent of the local currency exchange rate
depreciation. The result has been that borrowers were unable to meet the now
increased local currency cost of their debt, and the government has been
forced to step in.

5.33 Consequently, most countries, including many industrial countries,
impose controls on foreign borrowing. These controls almost always cover the
foreign borrowing by the government and its agencies. Some governments are
also controlling the foreign borrowing of nonsovereign or private enter-
prises. In many countries, the banking system has become a major source of
indebtedness through its interbank deposit-taking and borrowing activities
abroad. These deposits are not sovereign debt (unless the bank in question is
a government-owned bank) but are part of the country's overall indebtedness.
Finally, the government's controls may attempt to cover short-term debt or
cover only longer-term debt with maturities above one year.

5.34 The nature and actual mechanisms of control vary widely. The con-
trols can be loose, requiring only prior registration by the borrower with the
registration authority, or they can be very strict, with approval and scrutiny
by the government of every borrowing. Such approval may extend to scrutiny of
a borrowing's maturity, interest rate and currency. Mechanisms of control
range from a system of authorization requirements to the use of taxes and
surcharges on interest paid abroad to increase the effective cost of
borrowing. Different approaches and their relevance to China are discussed in
Section C below.

5.35 In general, the more decentralized the system of controls, the more
important is a well-designed system of ex post monitoring and reporting. The
government may not feel that it needs to control each and every borrowing by
individual (nonsovereign) borrowing units. However, it is crucial that the
authorities have a sound information base about the indebtedness of the coun-
try as a whole and that t.hey know the future cash-flow stream implied by the
current stock of all for. gn (sovereign and nonsovereign) liabilities of the
country in order to manage the external sector. To the extent that the
government opts for fewer controls over borrowing by nonsovereign units, the
more important macroeconomic management becomes.

B. China's External Borrowing

Borrowing Trends

5.36 Limited borrowing was undertaken by China in the 1950s to build up
its industrial base. Since 1980, China's debt has grown rapidly (Table
5.4). The total volume of debt in 1980, $5.4 billion, amounted to less than
1.9% of GDP. By 1984, the last year in which China experienced a balance-of-
payments surplus and reserve accumulation, debt outstanding had risen to
$13.0 billion or 4.5% of GDP. This changed considerably in 1985 and 1986.
Based on the government's own estimates, total debt outstanding at end-1985
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Table 5,4 OUtSTAMDINOt BVIAAL MT,, 19046 8
(to million of US dollars)

1985
1980 1981 1982 19>I 1984 OrficIsl Crilto 196

_xtiaste- estimte estitlmte Pojocdtio A

8reg goermwnto Ic 446 926 1,479 2,216 2,727 3,634 3,634 5,I4
lnternational tostitutlons - 47 97 568 593 1,185 1,185 2,085
Foripgn bekes 3,754 2,620 1,870 4,489. 4,520 8,130 9,589 12,589

Bhyers credits (142) (343) (638) (666) (540) (549) (349)
JAeck of China forelgn branctps (3,612) (2,277) (1,232) (1,290) (1,342) (2,680) (2,680)
loans (C.) (G.) (..) C...) (296) (4,879) (4,879)
FortIgn back In China G.) (.) ..) (-) (2) (22) (22)
Other (-) (-) (-) (2,533) (2,3 10)IL ( .. ) (4 4 59).J/ *

oUnd Issues - 40 60 62 1,000 1,000 2,300
Suppilers' credit and advanced

export receipts fl 1,038 1,108 1,590 1,S92 1,600 1,736 1,736 1,756
Other trade credits - - - 6827 . 2,0391g ... 2,10018&A 2,100
Lea"ng companies 6 parent cow,

panics of foreign enterprisee - - - , 38 140 140 15D
Other (including IN?F) 195 1,085 982 - s08/ ... 500to/e 500

Totol 5,433 5.785 6,0s8 9.608 152825 19.884 E2LM21

Memorandum items
Medlun and long-term debt 5,433 5S785 6,058 5,624j1 6,483A 9,046 10,834 20,092
Shor-ters debt - - 43 3,9847[ S,6-][ 6,419 9,007/[ 7,122
of vilch: foreign banks (-) () () (2,0S37T1 (2,60031 (3,73L) (6,40 L (4,322)

Total debt as percent of CDP 1.9 2.2 2.3 3.5 4.5 6.0 7.5 10.3
Short-term debt:

a percent of total - - 6.6 41.5 46.3 ... 45.4 26.2
a. percent of reserves - - - 24.9 31.5 ... 68.2 39.4

. Includes knoun medlum- nd long-term debt and short-tere debt. Short-term nonbank trade credits that are not guaranteed
by Export Credlt Agencies are not included.

b Consistent with balance of payments projection .

,' Includes some trade redits provided by Export Credit Agencies.

,' Equal to the difference between China's debt to foreign banks as Identified in creditor data and its debt to foreign
bank a.s Identified In official (SAZC) statieties.

Is Estimated.

If Suppliers' credlts are referred to sa "deferred payenats" in official statistics.

t Derlid *s the difference between official developsent assistance plus nonbank trade credit guaranteed by ?x.oort Credit
Agencies in creditor statistics; and loans from foreign govrnoents plus deferred payments in official etatistics.

/h Equal to the difference between external delt based on creditor statistics and external debt based on official
statistics.

VI Based on credltor statistics.

l Bsed on creditor sts%eisttcs; for trade creditor statistics, and offlelal (SAIC) statistic. for foreign back debt.

Sources: State Administration of xchange Control (S9AC); Ono Statistic. on xsternal Indebtedness. Paris 1985; U1S
International lanklis Statistics, FTirst Quarter 1986, Bsis, July 1986; and Inr estimates.
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was $15.8 billion, or 5.7X of GDP. This figure appears to underestimate the
actual debt volume, as it may not have captured the full balance of liahili-
ties to leasing companies, borrowings by joint ventures, and the borrow.ng by
Chinese-owned companies located overseas. Estimates, based on information
derived from creditor sources, place China's external borrowings at $19.3 bil-
lion, or 7.0% of GDP, for 1985. With the 1986 current account deficit of some
$7.4 billion being financed primarily by foreign borrowing of $5.6 billion,
China's debt rose to a level of $24.9 billion by end-1986, equivalent to some
9.2% of GDP.

5.37 Maturity Structure. In 1985, the maturity structure of China's
borrowing became less favorable than in the past. Medium- and long-term debt
outstanding at end-1985 was estimated by the authorities to be $9.4 billion
out of a total of $15.8 billion, or 601 of the total. Short-term debt was
$6.4 billion or about 40% of the total. Creditor estimates suggest it may
have been slightly higher, some $10.4 billion, or about 541 of a larger total
of $19.3 billion. One implication of China's large short-term debt is that
its future gross borrowing requirement will be very large. Over and above any
net new borrowings required (plus the refinancing of maturing long-term
loans), a significant share of China's market access will be taken up simply
to roll over short-term debt. However, the Chinese authorities made efforts
to improve this structure in 1986, replacing short-term with medium-term
debts. By end-1986, it is estimated that short-term debt had fallen to $5.4
billion, or only 21.7% of the total.

5.38 Borrowing Units. There are three major groups of borrowers:
(a) official borrowing windows for the government; (b) financial institutions
with some government sponsorship; asd (c) "independent" borrowing units, such
as joint ventures and Chinese enterprises. Each is responsible for handling
all borrowing from a specific source of funds and for undertaking the appro-
priate borrowing program:

5.39 Official Windows. There are five official government borrowing
windows, each with authority and responsibility for a subportion of China's
overall borrowing program:

(a) MOFERT is responsible for all concessional and other bilateral
borrowings from aid agencies, and loans, frame agreements and/or
guarantees from export credit agencies. MOFERT is also generally
responsible for arranging trade credit to the FTCs under its juris-
diction, including nonguaranteed suppliers credits to such FTCs;

(b) the Ministry of Finance is the agency responsible for all borrowings
from the World Bank among multilateral institutions;

(c) the People's Bank is responsible for borrowings from the Asian
Development Bank, which China recently joined, and is responsible
for borrowings from the IMF. PBC is also responsible for
authorizing the borrowing of those individual borrowing units under
its jurisdiction which have recently been granted foreign borrowing
rights, and it also borrows from foreign governments;
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(d) the Ministry of Agriculture is responsible for all borrowings from
UNDP/IFAD; and

(e) The Bank of China is responsible for undertaking commercial borrow-
ing on behalf of the Government of China. In addition, BOC may
undertake certain borrowings for its own operations. Finally, the
BOC is the administrator of the "energy loans" received from Japan.

China's borrowing through each of these windows is generally thought to repre-
sent sovereign debt, inasmuch as the borrowing is that of the government
itself.

5.40 By far the most important of these official borrowers has been the
Bank of China (Table 5.5). It taps a number of market sources, including the
bilateral financing it arranges on behalf of borrowers in China, borrowing
from commercial banks, and deposit-taking activities in financial markets
abroad. Bilateral financing agreements account for about 201 of BOC's total
borrowing, commercial borrowing for 40Z, and deposit-taking for 281. Bond
issues make up less than 6Z of its overall borrowing due to limited market
access. In addition, thue Bank of China's branches abroad take deposits in the
Euromarkets and other interbank markets. Such deposit-taking by overseas
branches, which amounted to $6.3 billion at end-1985, is not included in
official debt statistics. The central government (through the Ministry of
Finance, MOFERT and MAAF) is China's next-largest official borrower. The
Central Government receives most of its funds from official sources. The
government undertakes virtually no commercial borrowings nor has it
independently tapped bond markets.

5.41 The process of borrowing has become substantially decentralized
since China's opening to the commercial markets since 1980. At present, there
are, in addition to the ministerial units and government agencies outlined
above, eight other entities authorized to borrow abroad independently in their
own name. These are three national-level financial institutions (Bank of
Communications, CITIC, and China Investment Bank); two provinces (Fujian and
Guangdong) and three municipalities (Shanghai, Tianjin, Dalian). The
borrowing windows in the latter cases are the financial institutions owned and
operated by these government units, mostly provincial intern-itional trust and
investment coimpanies (ITICs). The ITICs now account for almost $1 billion, or
some 6%, of China's total debt.

5.42 In addition to the five ITICs affiliated with provinces having the
authority to borrow abroad, Chinese authorities are experimenting on an ad hoc
basis with authorizing foreign borrowing by other ITICs which do not have
"general rights" to borrow abroad. Ad hoc, one-time authorizations to contact
foreign banks have been granted to a number of such ITICs, with a view to
testing their market access and increasing the potential number of borrowers.
The actual amounts involved have been very small, however, some $5-10 million
per ITIC, and the total number of institutions also small. Provincial
governments have undertaken little borrowing on their own and account for less
than 0.2% of China's total debt, all of it borrowed from commercial banks.
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banks and payment and deposits Inter- Foreign
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Memo Item
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/b CITIC, tTIC. and SOC In Shenahen.

Source: State Admtnistratton for Exchange Control, People's Sank of China.
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5.43 Under certain circumstances, enterprises--Chinese enterprises and
joint ventures--are also permitted to borrow directly abroad. Such borrowing
usually takes two forms. The first is trade credit from banks and suppliers,
which has been arranged outside the usual channels of MOFERT. The second is
direct borrowing for project finance. Chinese domestic enterprises do most of
their foreign exchange borrowing through the foreign-loan windows of the
BOC. However, a small number do borrow abroad directly, and the volume of
such borrowing accounts for about 4% of China's total reported external
debt. There are two primary borrowing sources of such enterprises: commer-
cial banks and suppliers. Most of their commercial bank borrowing would be
guaranteed by BOC, while the suppliers credits would be guaranteed by an OECD
export credit agency. Borrowing by Chinese-foreign joint ventures now
accounts for just under 2% of China's external debt. Special regulations are
in force which govern borrowing by joint ventures and are described in the
following section. Joint ventures borrow almost exclusively from commercial
banks, usually vith a guarantee from the BOC or another Chinese guarantor.

The Planning Process for Borrowing

5.44 Currently, all foreign borrowing by China is classified either as
"'plan" or "nonplan" borrowing. Plan borrowing finances projects and activi-
ties at both the central and provincial level that are approved under five-
year and annual Plans. Nonplan borrowing finances projects and activities
outside of the five-year and annual Plans.

5.45 Borrowing within the Plan. Plan borrowing includes the following
major borrowing units: the central government borrowing through MOF, MAAF,
MOFERT and enterprises under control of MOFERT; borrowing by CITIC and other
ITICs to finance plan projects; borrowing by BOC from foreign commercial banks
to finance plan projects; and borrowing by provincial governments (either
directly or through BOC) for large projects included in provincial govern-
ments' annual plans. Plan borrowing, in practice, covers all borrowing from
international organizations and foreign governments, some suppliers' credits
(including those guaranteed by export credit agencies in creditor countries),
most syndicated loans from foreign commercial banks, and bond issues abroad by
CITIC and other ITICs.

5.46 Borrowing outside the Plan. Borrowing outside the Plan includes
borrowing by BOC for purposes other than projects included in the annual
plan. In practice, such borrowing includes interbank borrowing by BOC,
foreign-exchange deposits held in BOC headquarters and abroad, foreign
exchange deposit taking by other financial institutions, short-term trade
credits, borrowing by joint venture companies and 100% foreign-owned
companies, borrowing by Chinese enterprises either directly or through foreign
partners of joint venture companies, all borrowing at the provincial level to
finance small projects, lease financing, and borrowing from offshore Chinese
enterprises (mainly in Hong Kong).

5.47 The development of the borrowing plan takes place in a series of
steps. First, PBC recommends to the State Council the maximum amount of
external borrowing that should be undertaken for a specified future period.
This role is consistent with its responsibilities as the Central Bank of
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China including its responsibility for overall balance-of-payments manage-
ment.-_ The breakdown between official and nonofficial sources is part of
this recommendation and is based on medium-term balance-of-payments and debt
service projections. Second, the State Council, on the basis of PBC's recom-
mendation and in consultation with the State Planrning Commission (and other
relevant departments), approves the overall debt limit as well as its split
between official and nonofficial sources. Within this limit, the Planning
Commission develops a program for Plan borrowing, based on project proposals
submitted to it by the project executing agencies such as MOF, MOFERT, their
branches, foreign trade corporations, and provincial governments.

Debt Reporting

5.48 Prior to 1986, borrowing within the Plan was approved by the State
Council on advice of SPC, but no central institution was specifically charged
with the authority for reporting or controlling Plan foreign borrowing to
ensure that it remained within approved limits. Individual borrowers kept
records of disbursements, principal repayments, and interest payments. These
data were reported to the SAEC, but only with a lag and for the purpose of
compiling balance-of-payments statistics.

5.49 Borrowing outside the Plan, which was relatively unimportant until
1984, was not subject to direct central control, although special regulations
affected some types of such borrowing. For example, joint-venture companies
and 100X foreign-owned companies were permitted to borrow abroad without SPC
or SAEC approval but were requi:red to balance their foreign exchange receipts
and payments. The foreign exchange balance requirement was intended to ensure
that any debt service on foreign borrowing undertaken by these companies would
not become a drain on official foreig1 exchange reserves. The procedures in
place prior to April 1986 meant, therefore, that concessional and official
financing was subject to central control, while much commercial financing was
not.

5.50 Following the large increase in external debt in 1985, the Chinese
authorities decided to subject all external borrowing to centralized reporting
and control, so as to ensure that the total volume of debt and its composition
did not result in future debt-servicing difficulties. As a first step, in
April 1986, the State Council appointed the SAEC as the sole agency
responsible for monitoring and controlling China's external 'uorrowing. A
number of steps have been taken since April 1986. Reporting channels were
established for all borrowing units. Borrowing units are not required to
report all transactions related to external borrowing.

6/ According to the Provisional Foreign Exchange Regulations issued in
1980-81 and still in force, the PBC has powers to: implement monetary
policy; manage the monetary and securities markets; issue currency;
control credit; supervise overseas borrowing; set rates of interest and
foreign exchange rates; control foreign exchange; manage China's foreign
reserves; control short-, medium-, and long-term foreign borrowing. The
BOC manages China's foreign reserves on behalf of PBC.
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5.51 Debt statistics reported to SAEC basically have the same coverage as
data that previously was reported to SAEC for balance-of-payments statistical
reporting purposes. However, the reporting is now required on a more timely
basis. Moreover, it is intended that borrowing units should provide SAEC with
disaggregated information (i.e., foreign loan contracts and related documents)
to permit the SAEC to calculate and project debt service directly. This
should facilitate greater accuracy in data collection and projections. At the
branch level, moreover, the debt reporting system now covers a number of
borrowing units ihich previously did not report their external borrowing for
balance-of-payments statistical purposes, which did not report it as external
debt, or which reported data that was not comprehensive.

Authorization Procedures

5.52 The actual contracting and disbursement of Plan loans is, in princi-
ple, subject to scrutiny on a loan-by-loan basis. Even where borrowing has
been "approved" by the State Council, all borrowing operations are subject to
prior approval by SAEC. Exceptions are made only for BOC and CITIC, which may
borrow up to specified limits without obtaining prior approval, but with all
borrowing to be reported, ex post. Their bond issues abroad, however,
continue to be subject to prior approval by SAEC. For the other ITICs and
provincial governments, each individual loan within the quota must be
preauthorized by the SAEC on a case-by-case basis. SAEC reserves the right to
scrutinize financial aspects of the transaction. Finally, in addition to
these controls, the People's Bank has placed limits on the net foreign
liabilities of the BOC and other financial institutions. In using any foreign
borrowing authority delegated to them by SAEC, these institutions must also
ensure that these limits are met.

5.53 For borrowing outside the Plan, procedures are somewhat different.
Under certain circumstances, Chinese enterprises may borrow directly. To do
so, the borrowing entity must submit a request to SAEC for the borrowing,
accompanied by approval documentation from its supervising ministry or bureau
and documentation from the local planning authorities. Such documentation is
to include the terms of the borrowing, including a schedule of drawdowns and
repayments. In addition, if a guarantee of the BOC is required by foreign
bank lenders, this letter of guarantee must also be submitted to SAEC. SAEC
reviews these filings and the terms of the proposed borrowing. Where the
foreign bank lender does not require a guarantee of a major Chinese guarantor
(BOC, CITIC, CIB), enforcement of these authorization requirements is
difficult. To the extent that suppliers or banks are willing to lend without
the comfort of a guarantee, it is possible that substantial unauthorized
borrowing may take place and is not reported.

5.54 Joint ventures have general authorization to borrow as required to
support their production activities. MOFERT, as the supervisory body for all
aspects relating to foreign investment, is responsible for monitoring such
borrowing activity and reporting it to SAEC, but no approval is required for
the actual borrowing. Thus, statistics on joint-venture borrowing reflect
their activity only with a lag and may also reflect only partial information.
Hitherto, substantial borrowing by joint ventures has not been reported.
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5.55 Enterprises based in Hong Kong have been established by a number of
Chinese provinces to undertake agency and representation services on behalf of
the province. Until recently, the approval for the establishment of such
enterprises was obtained from the local provincial FERT. Since mid-1986, the
approvai of MOFERT itself is required. The bus4.ness license of these repre-
bertation agencies is issued by Hong Kong, and the enterprises, though wholly
Chinese-owned, are incorporated in Hong Kong. Such representative agencies
are permitted under their articles of incorporation to borrow and lend, and
their borrowing activity is typically on behalf of the province which has
established them, with the proceeds of foreign borrowings onlent to domestic
Chinese enterprises located within the province. In other cases, the agency
may lend to a joint venture in the province or to the provincial ITIC, which
would onlend to enterprises in the province.

5.56 These Hong Kong windows have not in the past been closely con-
trolled, because they represent a very new vehicle for the use of foreign
funds, and because the borrowing of such representative agencies in itself is
not borrowing by Chinese residents. Such borrowing, moreover, would not be
classified as China's debt, defined on the standard residency basis. However,
such entities have the financial support of their provincial backers, and
provincial authorities have been known to assist these agencies in meeting
obligations. To the extent that this does occur, the borrowing of these agen-
cies does represent a potential cash drain on China and should therefore be
included in reporting and any estimates of overall liabilities and projections
of interest service.

Guarantees, Potential Liabilities and Other Obligations

5.57 In addition to direct borrowing undertaken to finance projects,
China has indirect or potential liabilities, which have arisen out of its
growing participation in international markets. These are, firstly, guaran-
tees, or "contingent liabilities," now issued by a wide variety of Chinese
institutions; secondly, loans by a variety of nongovernment borrowers, which
appear to have sovereign characteristics, and which could become China's
sovereign obligation; and lastly, obligations under leases and other
contractual arrangements. The most important of these are probably
guarantees.

Guarantees

5.58 The most important guarantor has always been the Bank of China,
which has provided guarantees for a variety of Chinese borrowers including
provinces, Chinese enterprises, joint venture and foreign enterprises. In
addition, provincial governments are also important guarantors of the borrow-
ings of enterprises in their jurisdiction. The foreign exchange guarantees of

I
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provincial authorities are issued by the provincial planning commission,7/
which is the body responsible for allocating the sources and uses of foreign
exchange in the province. Finally, guarantees are also issued by Chinese
financial institutions such as the ITICs. Foreign banks in China also issue
guarantees, mostly on behalf of joint ventures. Guarantees of foreign banks
are not contingent obligations of China.

5.59 Foreign lenders to China have a strong preference for lending backed
by a guarantee. Among the reasons cited is the absence of a "mortgage law"
defining property rights and title to collateral, which would give lenders
some rights in the event of default. Essentially, banks see a guarantee as a
substitute for access to collateral, and a more effective mortgage law would
significantly reduce the burden on major guarantors (and on China) of incur-
ring unnecessary obligations in support of what is essentially not sovereign
debt. Foreign banks prefer the strongest poss-ble guarantor, usually seen to
be the Bank of China. CITIC and certain other financial institutions may also
be acceptable. For certain types of transaction, guarantees of some provin-
cial governments' planning commissions may also be acceptable, as are the
guarantees of an ITIC of the province.

5.60 As a result of these foreign banks' lending requirements, there has
also been a demand by Chinese borrowers for a more decentralized guarantee
authority, so that access to forcign funding can be available to a wider range
of Chinese borrowers. A decentralized authority was also seen as helping to
broaden the role of the ITICs in channeling foreign capital. As a result of
these considerations, in 1984, guarantee authority was given to China's
national investment banks, most ITIC's, and foreign bank branches. This was
further broadened in 1985 to include other financial institutions and some
Chinese banks. At present, some 68 financial institutions, in addition to
provinces and the central government, can issue guarantees.

5.61 One consequence of this decentralization of authority has been
increased guarantee activity and a lack of control over the growth of contin-
gent liabilities outstanding. As a part of the planning process for debt
management, measures were developed to improve the regulation of guarantees
which support foreign borrowing. SAEC has now formalized criteria for deter-
mining the eligibility of institutions to provide guarantees for foreign cur-
rency borrowing. This process gave rise to the approval of the 68 financial
institutions mentioned. SAEC has indicated that these entities have been
scrutinized for their ability to honor commitments, and that limits have been
placed on the total volume of guarantees outstanding. These limits, promul-
gated in February 1987, have been set in relation to an entity's own foreign
exchange holdings (for non-financial enterprises) and for financial enter-
prises, so that loans and guarantees together do not exceed 20 times an
entity's foreign exchange.

7/ Guarantees of local currency borrowings are guaranteed by the proviacial
bureau of finance.
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5.62 The total volume of guarantees issued by these entities is not
known, but there are indications that it is large in absolute terms, in
relation to the resources of the guarantors, and in relation to other demands
on the guarantors' foreign exchange. Thus, it is not clear that the guarantee
truly insures foreign exchange availability. The guarantee does, however,
appear to provide assurances that the obligations under the guarantee has been
registered with the foreign exchange plan at either the central or local level
of government. Finally, the borrowing underlying the guarantee must be
approved by SAEC under the procedures established in April 1986 for borrowing
by Chinese enterprises. A guarantee from a Chinese financial institution thus
indicates that the institution has access to foreign exchange and is a viable
institution and signifies the belief of SAEC and the Planning Commission that
the guarantor is capable, and that its cash flow should be sufficient to pay
off the borrowers' obligation if need be.

Potential Liabilities: The Sovereign/Nonsovereign Debt Issue

5.63 China's increasingly decentralized approach to foreign borrowing,
and the independent accessing of markets by individual enterprises, has led
the authorities to begin to emphasize the distinction between debt that is
official, or sovereign debt, and debt that is owed by Chinese borrowers, who
borrow on the strength of their own uame. China's sovereign debt, in its
narrowest definition, includes the borrowing of official central government
agencies (MOF, MOFERT, MAAF) and the People's Bank and the Bank of China.

5.64 However, a broader definition, and one which would have more practi-
cal significance, would include a variety of other borrowers. The near sover-
eign nature of the borrowing of Chinese financial institutions is clear, and,
in the view of most creditors, it is almost certainly perceived as sovereign
borrowing. The three "national-level" financial institutions (Bank of
Communications, CIB, CITIC), which are permitted to borrow "in their own
name," do so with the explicit support of the Chinese government. CITIC, for
example, is described as being an entity "directly under the sponsorship of
the Stace Council," and CIB is described as being "under the sponsorship of
the State Council." The provincial ITICs have no such explicit central
government support. However, as entities wholly owned by provincial
governments in a unitary governmental system, the implicit nature of the
support--and the likelihood that ITICs' borrowings represent government
liabilities--is evidert. The debt of Chinese enterprises that borrow directly
is also potentially sovereign debt. As described earlie.r, the bulk of their
borrowing is undertaken in the form of suppliers' credits, and foreign
suppliers providing such credits typically require a guarantee from the Bank
of China.

5.65 Most of these institutions' credibility, whether as borrowers or as
guarantors, derives from their association with the government. Thus, as a
practical matter, the government could be required to address the problem and
to meet their obligations, if the foreign party could not reach agreement with
the guarantor at the local level, in order to protect its own credit
standing. While this might not always result in the authorities making good
on ITICs or provincial guarantees, in practice, the pressure on them to do so
will be heavy, especially if the foreign lender is important to China.
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Other Obligations: Compensation Trade, Leasing, etc.

5.66 China has made saibstantial efforts to attract foreign direct invest-
ment in recent years under the guidance of MOPERT, the government agency
responsible for all aspects of direct investment. MOFERT licenses direct
investment in a number of different forms. These are (a) equity joint ven-
ture; (b) cooperative joint ventures; (c) compensation trade; (d) processing
ventures; (e) leasing; and (f) exploration ventures. As outlined in Annex 4,
not all of these represent equity inflows in the traditional sense. Of the
six types of direct investment, four of them--compensation trade, contractual
ventures, processing and assembly, and leasing--are more akin to debt than to
equity. Conceptually! these types of foreign direct investment represent
claims on export earnings much in the way debt service does.

5.67 A number of important points are worth emphasizing in regard to
these financing arrangements. The first is that, under present arrangements,
they enable an enterprise to bypass standard banking channels in obtaining
financing. As such, they also bypass the standard reporting and authorization
channels for debt, since direct investment is monitored by MOFERT. Secondly,
most of these arrangements are substantially like borrowing, in that a
contractual future stream of payments has been agreed. These payments may be
in cash (lease payments) or in kind (compensation trade). The cash payments
under a lease are no different from cash interest payments on debt; in-kind
payments are a pledge of exports and therefore reduce the country's import and
debt-service capacity. Finally, the nature of the arrangements suggests that
they may be a fairly expensive way of borrowing. The foreign partner may
increase the price of the machinery, offer machinery that is difficult to
price, or lower the price of exported goods in repayment in a way that is
difficult to verify.

China's Apprcach to the Capital Markets: A Summary

5.68 China's borrowing decisions have become decentralized. One conse-
quence of decentralization has been some difficulty in controlling borrowers'
access to markets and limiting the overall amounts borrowed. The Chinese
authorities have already recognized the need to control total borrowing, and
once the total has been determined, the need to allocate this overall ceiling
among the entities permitted to borrow. A second result of the decentraliza-
tion has been that decisions as to when, where and what to borrow have been
generally uncoordinated. Thus, China's outstanding liability portfolio is to
some extent the result of the aggregation of individual borrowers' choices,
and its composition does not reflect a borrowing strategy. Finally, the
decentralization has led to certain inefficiencies in borrowing. As Table 5.6
shows, there are substantial pricing distinctions among the different
borrowing units. Such pricing distinctions are, in theory, unjustified since,
for all practical purposes, all such borrowings effectively represent the
sovereign obligation of China.
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Table 5.6: DIVERSITY OF BORROWING SPREADS ON FLOATING RATE BORROWINGS
SELECTED CHINESE BORROWERS, 1986

Date Maturity
Borrower signed (years) Spread

BOC 04/86 5 0.1875
BOC 04/86 10 0.3125
Shanghai Hotel 01/86 10 0.625
Jinghua Building 06/86 10 0.625
Guilin Hotel 08/86 8 0.875
Hopewell Power China Ltd. 04/86 10 1.375
Indar Travel Service 03/86 10 0.625
Lum Chang Guangshou 07/86 6 0.875

Source: World Bank, Debtor Reporting System.

5.69 The financial costs of this uncoordinated approach are high, perhaps
as much as 0.5% p.a., or $50 million per year (0.5% on an estimated $10 bil-
lion of debt owed by "nonsovereign"/second-tier borrowers). This should be
compared with the potential benefits of a decentralized approach, such as
contact with markets, increased borrower sophistication, or improved produc-
tion efficiency through more rapid access to foreign funds. These benefits,
of course, could also be obtained by a more decentralized and competitive
foreign exchange lending system; all borrowers need not have access directly
to foreign markets.

C. Issues and Options

5.70 Although China's external debt and debt service are still relatively
small in relation to a number of other developing countries, they have risen
rapidly in recent years, and the composition of the debt is not optimal. A
high proportion of China's debt has been contracted at variable interest
rates, making it vulnerable to sharp changes in world interest rates. There
is thus a need to control not only the overall volume of debt but also to
improve its structure to ensure that foreign borrowing does not result in
future debt servicing problems. While this report is not intended to specify
the exact limits on the level of external borrowing that would be sustainable,
the medium-term balance of payments scenarios in Chapter III of the Main
Report illustrate the need to limit foreign borrowing to achieve a viable
medium-term balance of payments.

5.71 In addition, the particular issues of concern in China relate to the
number and types of institutions permitted to borrow abroad and to guarantee
foreign borrowing by other borrowing units. The implications of this prolif-
eration of institutions for China's borrowing costs and risks, for the growth
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of contingent liabilities, and for the blurring of the distinction between
'sovereign" and "nonsovereign" debt are also major issues of debt management
which China will have to address.

5.72 External debt management for China consists of essentially five
aspects:

(a) determining the permissible volume of foreign borrowing in the imme-
diate period ahead and the next several years, in order to ensure
that the country is protected from external economic shocks and does
not encounter debt servicing difficulties;

(b) determining the appropriate type of borrowing (in terms of maturity
structure, currency, interest rate characteristics) and the appro-
priate approach to the markets;

(c) ensuring that limits on external borrowing are met through appro-
priate approval procedures and close monitoring of external debt to
ensure that external debt policy is implemented as intended. (An
essential prerequisite for the formulation of an appropriate exter-
nal borrowing strategy is the availability of accurate data on out-
standing debt and debt service payments);

(d) controlling contingent liabilities and debt-like flows; and

(e) clarifying the ultimate responsibility for borrowing by
"nonsovereign" borrowers.

Planning the Volume of Foreign Borrowing

5.73 The fundamental objective of debt management is to ensure that debt
obligations can be fully serviced in the future without creating undue
pressure on the balance of payments. In its broadest sense, it is related to
macroeconomic management and the guidance of the balance of payments is
through a changing external environment. More narrowly, it means setting
limits on the aggregate amounts of external borrowing consistent with the
medium-term BOP outlook. The formulation of such limitations cannot be based
on indicators of external indebtedness at present, or external debt in the
past. Rather, it is necessary to examine the future implications of alterna-
tive limits for the overall balance of payments. This means examining trends
in debt service in relation to the level of reserves and in relation to export
receipts, and examining the amount of gross borrowing relative to the
availability of credit. at

5.74 This examination should be performed in the context of a medium-term
balance-of-payments analysis. This analysis involves making alternative

8/ This borrowing requirement is the sum of the current account deficit,
principal repayments on medium- and long-term debt and outstanding short-
term debt, less capital inflows from official creditors.
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projections for five or more years into the future. Various assumptions about
important variables such as the target rate of economic growth and domestic
investment, export and import prices, the demand for China's exports in
importing countries, exchange rates, and interest rates should be incorpora-
ted. Close attention should be paid to the ratio of current account deficit
to GNP and the ratio of imports to GNP.

5.75 Each balance-of-payments projection should contain debt service pay-
ments, total amount of external debt, its maturity structure and the composi-
tion by creditors. This debt profile should be assessed in the light of the
principles enumerated in Section A. In particular, close attention should be
paid to the evolution of the following indicators over the next five-year
period: (a) the ratio of outstanding debt to GNP; (b) the ratio of short-term
debt to total debt; and (c) debt service ratio.

5.76 On the basis of the examination of various alternative projections
and external borrowing strategies, one can identify a broad magnitude of
foreign borrowing consistent with the objective of minimizing the risk of
encountering payments difficulties. Once the limits on external borrowing are
determined, macroeconomic policies should be adjusted, so that the balance of
payments is kept consistent with such limitations.

Market Approach and Portfolio Composition

5.77 Having determined the overall level of borrowing and its composition
in line with the above principles, borrowing must be planned to ensure that
the cost of borrowing is minimized, and that interest rate risk, liquidity
risk and exchange rate risks of borrowing are kept within reasonable limits.
In the case of China, these objectives could met more easily if foreign
borrowing were planned in a more integrated fashion than is currently the
case.

5.78 Coordinated borrowing by all Chinese institutions is also recommen-
ded in order to improve China's approach to international markets. A coordi-
nated approach is necessary to ensure that the currency composition and the
maturity structure are consistent with the overall debt strategy and that
overall cost of borrowing is not driven up by a bunching of borrowing, or by
allowing institutions with lower credit standings to enter international
markets. The extension of borrowing rights to other institutions in China's
current circumstances would further complicate debt management without provid-
ing any obvious advantages and would in all likelihood increase the cost of
borrowing. Indeed, the broad range of present borrowers has already implied
substantial costs.

Controlling External Borrowing

5.79 Once the volume and approach to the market have been determined,
ensurirg that limits are adhered to and composition is met is essential. For
this, approval and control procedures are required. In addition to the Bank
of China, there are eight institutions which have prior right to borrow
abroad, subject to SAEC approval. Some of these institutions have argued that
they should be able to borrow without SAEC approval. In addition, a number of
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financial institutions that are not currently permitted to borrow abroad have
argued that borrowing rights should be extended to them. It is recommended
that SAEC approval continue to be required for all borrowing abroad by finan-
cial institutions and that borrowing rights are only very gradually extended
to other institutions. It may be desirable to limit access to foreign markets
by other borrowers and financial institutions, especially those that have a
lower credit standing in international markets, to rationalize overall
borrowing costs.

Debt Reporting

5.80 A fundamental prerequisite for managing debt is an accurate data
base on debt outstanding and future debt service payments. The SAEC has
greatly improved the coverage of China's external debt data base since it was
given its new responsibilities in April 1986. Further improvements in a
number of areas, however, would greatly enhance the ability of SAEC to control
and monitor external debt. Despite the improved coverage of official statis-
tics, there is still a gap between these data and those obtained from creditor
sources. Steps must be taken to ensure that data obtained through the
national debt survey is updated on a continuous basis. Data collected should
meet the requirements of all users (including users responsible for reporting
China's debt to the World Bank, 3MF, and other creditors) and avoid
duplication in data collection.'

5.81 It is also necessary to collect timely data on contingent liabili-
ties as well as the actual foreign liabilities of the Government of China
(issues of controlling such liabilities are discussed below). Debt covered by
these guarantees, if such guarantees are official guarantees, constitutes
sovereign debt of China. It is therefore necessary to fully incorporate such
contingent liabilities into external borrowing plans. The growth of
contingent liabilities (implicit or explicit) could also be reduced by
reducing the number of institutions permitted to provide guarantees.

5.82 Data should also be collected for debt-type flows such as
compensation trade, leasing, contractual Joint ventures, etc. Likewise,
accurate reporting is required of the potential liabilities arising from the
"quasi-sovereign" nature of deposit-taking by BOC's foreign branches,
borrowing by Chinese-owned enterprises incorporated abroad, in particular
enterprises based in Hong Kong that appear to have been established partly to
circumvent foreign borrowing regulations.

Defining Sovereign Debt and Official Guarantees

5.83 There is substantial confusion over what is China's sovereign debt,
and what rests on the creditworthiness of the borrower alone. Sovereign lia-
bilities include, potentially, all borrowing and guarantees by Chinese borrow-
ers and obligations of joint ventures and borrowing by overseas Chinese

9/ A number of technical suggestions in this area have been made to the
government by the IMF and will not be discussed in this Annex.
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enterprises. Creditors' behavior suggests that they consider the bulk of
China's external debt to be sovereign. The Chinese authorities argue that
this is not so, and that even the BOC borrowing on behalf of the government is
only an organ of the state, not the state itself. As a practical matter,
however, it appears that most debt in the event of difficulties, would come to
be sovereign if China places a high premium on is future credit standing.
Thus, HOC's borrowing must be considered sovereign debt; in addition, any
borrowing by the other national-level financial institutions permitted to
borrow abroad (CIB, CITIC) is also fairly clearly sovereign borrowing. The
same is true of the debt of provinces, their ITICs, and all other national-
level banks.

5.84 There is also a danger that borrowing by joint ventures or counter-
trade practices could be construed as liabilities of China, and lead to an
unplanned increase or an inappropriate composition of debt. It is therefore
recommended that all such borrowing require prior registration with SAEC.
Approval could be given on a fairly automatic basis, so as not to discourage
investment by joint ventures; however, SAEC should have authority to investi-
gate and delay for a specified time period any borrowing by joint ventures
over a certain amount. At the same time, it should be clarified that joint
venture debt is not sovereign debt.

3.85 The case of the Chinese trade and financial corporations incorpora-
ted in Hong Kong is somewhat more complex. However, it appears that the
Government of China is likely to be ultimately responsible for such debt. To
clarify and emphasize their nonsovereign nature, these corporations could be
treated as foreign corporations, and the nonsovereign nature of their
borrowing made clear, so that these are known not to be guaranteed implicitly-
-or explicitly by the government. Alternatively, if the government wishes to
continue to offer implicit guarantees, such debt should be included in SAEC's
debt program.

5.86 If the distinction between sovereign and nonsovereign debt remains
fuzzy, the question of guarantees is even more so. It is not clear if the
guarantees are sovereign guarantees and the debts guaranteed by all these
institutions therefore are intended to constitute sovereign debt. In any
case, these guarantees are probably construed by creditors as implicit
government guarantees and thus associated borrowing is de facto sovereign
debt. There is, therefore, an urgent need to clarify the distinction between
sovereign and nonsovereign debt and to distinguish fully between sovereign
debt and guarantees and nonsovereign debt and guarantees.


