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Abstract

This report describes and analyzes government policies and other factors that affect the
conditions of competition in China’s agricultural market and trade, as well as their effects
on U.S. agricultural exports. It provides an overview of (a) China’s agricultural imports,
exports, consumption, and production during 2005-09; (b) Chinese government
regulations relating to the agricultural market; (c) competitive factors affecting the
Chinese agricultural sector, with case studies to analyze these factors; and (d) Chinese
tariffs, nontariff measures (NTMs), and free trade agreements (FTAS). The study also
uses economic modeling to provide an analysis of the effects of Chinese tariffs, FTAS,
and certain NTMs on U.S. agricultural exports. Results suggest that the elimination of
Chinese tariffs and nontariffs measures could lead to an additional $3.9 billion to
$5.2 billion in U.S. agricultural exports to China.

China’s agricultural trade has grown rapidly, particularly since its market liberalization
leading up to its 2001 accession to the World Trade Organization. China’s chief
agricultural exports consist of labor-intensive horticultural products shipped mainly to
regional markets, while imports are limited to a small number of commaodities, including
soybeans, vegetable oils, poultry, cotton, and hides and skins. Chinese consumption
patterns are changing because of urbanization, rising incomes, and the importance of food
safety and quality to consumers.

China is a major global producer of agricultural products, especially fruits, vegetables,
rice, cotton, and pork. Overall, China is largely self-sufficient, with the exception of a
few key commodities which it imports. Government support for China’s farm sector has
grown significantly since 2004 when, in an important shift in economic policy, the
government began supporting agriculture instead of taxing the sector to support industrial
development. Most government programs for agriculture fall into four categories: direct
payments, price support programs, agricultural infrastructure projects, and regulatory
reforms (e.g., food safety and standards).

Several factors of production—such as low labor costs and government support—
enhance the competitiveness of Chinese agricultural products, while other factors—such
as its land tenure system and its fragmented transportation and cold storage
infrastructure—weaken its competitiveness. Many of these agricultural competitive
factors are illustrated in case studies of China’s fresh apple, pork, processed foods, and
wheat sectors.

Chinese average agricultural tariffs are relatively low, but remain high for several import-
sensitive products, including beverages, tobacco, and nuts. China also maintains
restrictive tariff-rate quotas for certain commodities, such as wheat, cotton, and sugar.
The Commission’s quantitative estimates indicate that China’s NTMs particularly its
sanitary and phytosanitary (SPS) measures have a larger effect on U.S. exports to China
than its tariffs: SPS measures substantially limit or effectively prohibit certain U.S.
agricultural products. China’s FTAs and preferential trade agreements are largely with
trade partners in East Asia and Oceania. Their provisions vary in scope, but overall have
had a negligible effect on total U.S. agricultural exports because for several food and
agricultural products, the level of U.S. exports to China is either very large or very small
relative to the level of China’s imports from its PTA partners.
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Executive Summary

China is the world’s largest agricultural economy and the leading producer and consumer
of many agricultural commodities. In recent years, its massive population and
tremendous income growth have fueled a rapid increase in both the quantity and quality
of food and fiber consumed. While China has met much of its needs by increasing
domestic production, it has also emerged as a leading global importer of several
agricultural commaodities, including cotton, soybeans, vegetable oils, and hides and skins.
China’s increase in imports has benefited its trade partners significantly, but only for a
narrow range of products. At the same time, domestic policies to promote agricultural
production and maintain self-sufficiency in staple foods increase the competitiveness of
domestically produced goods over imported products and, in some cases, keep imports
out altogether. As the Chinese agricultural sector has modernized and become more
productive, China has also become an important global exporter of several horticultural
products, including mandarin oranges, apples, apple juice, certain vegetables, and garlic.

This report responds to a request by the Senate Committee on Finance (Committee) for
information and analysis regarding the conditions of competition in China’s agricultural
market and trade and their effects on U.S. agricultural exports. The Committee asked that
the report include the following:

e an overview of China’s agricultural market, including recent trends in production,
consumption, and trade;

e adescription of the competitive factors affecting the agricultural sector in China,
in such areas as costs of production, technology, domestic support and
government programs related to agricultural markets, foreign direct investment
policies, and pricing and marketing regimes;

e an overview of China’s participation in global agricultural export markets,
particularly in the Asia-Pacific region and in those markets with which China has
negotiated trade agreements;

e a description of the principal measures affecting China’s agricultural imports,
including tariffs and nontariff measures such as sanitary and phytosanitary
measures and technical barriers to trade; and

e a quantitative analysis of the economic effects of China’s most favored nation
(MFN) tariffs, preferential tariffs negotiated under China’s free trade agreements,
and China’s nontariff measures on U.S. agricultural exports to China and on
imports from the rest of the world.
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Major Findings and Observations

China’s Agricultural Trade

China’s agricultural trade has grown rapidly, particularly since China liberalized
some of its markets in the lead-up to its 2001 accession to the World Trade
Organization (WTO). During 2005-10, imported food and fiber became increasingly
important in light of rising consumer incomes.

China ranked as the world’s second-largest agricultural importing country behind the
United States in 2009. China became a net importer of agricultural products in 2003, and
this trade deficit is likely to persist as future growth in food demand, driven by rapidly
rising per capita income, is expected to outpace increases in domestic production. China’s
agricultural imports from the world grew at an average annual rate of 24 percent during
2005-10, reaching $66.4 billion in 2010 (table ES.1). In 2010, China’s main agricultural
imports were soybeans and cotton, primarily from the United States, which together
accounted for about one-half of all imported agricultural products in that year. After
soybeans and cotton, leading imports were palm oil (8 percent), hides and skins (4
percent), dairy (4 percent), and wool (3 percent). During 2005-10, China imported very
small volumes of beef, pork, and grains.

TABLE ES.1 Chinese and U.S. agricultural production and trade: Comparative statistics

China

United States

Population (2009)
Cropland (2009)

Cropland per agricultural worker
(2007)

Value of farm production (2007)
Agriculture as share of GDP (2009)
Value of agricultural imports (2010)

Top five agricultural imports by value

Top five agricultural import suppliers

Value of agricultural exports (2010)

Top five agricultural exports by value

Top five agricultural export markets

1,338 million
122 million hectares

0.4 hectares

$537 billion
10.6 percent
$66 billion

Soybeans, cotton, palm oil, dairy
products, and hides and skins

United States, Brazil, Argentina,
European Union-27 (EU-27),
Australia

$36 billion

Processed vegetables, fresh
vegetables, miscellaneous
processed foods, fresh fruit, and
animal feed

Japan, EU-27, Hong Kong, United
States, Korea

307 million
164 million hectares

78.5 hectares

$329 billion
1.2 percent
$86 billion

Coffee, cocoa products, wine, malt
beverages, beef

Canada, EU-27, Mexico, China, Brazil

$119 billion

Soybeans, corn, wheat, cotton, and
animal feed

Canada, China, Mexico, Japan, EU-27

Source: GTIS, Global Trade Atlas database (accessed February 18, 2011); USDA, ERS, “Foreign Agricultural Trade
of the United States,” 2011; CIA, The World Factbook: China; World Bank, Data: China; USDA, NASS, Agricultural
Statistics 2009, 2009, Table 9-44; National Bureau of Statistics of China, China Statistical Yearbook 2009, 2009,

Table 12-4.
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China’s chief agricultural exports consist of labor-intensive horticultural products
shipped mainly to regional markets, while agricultural imports are concentrated in
a small number of products.

Consistent with its natural resource endowments of abundant rural labor and limited
agricultural land on a per capita basis, China’s agricultural exports are concentrated in
labor-intensive products (compared with the United States and its other main trading
partners), such as fresh and processed fruits and vegetables. In 2009, China was the
fourth leading global agricultural exporting country (behind the United States, Brazil, and
Canada). In third-country markets, the United States and China compete only in a narrow
range of products—mainly a few fresh fruits and processed vegetables in a small number
of primarily Asian markets.

Consistent with its relatively small endowment of arable land per capita, China’s
agricultural imports include many land-intensive products, such as cotton and soybeans.
However, China imports very few land-intensive grains, such as rice, wheat, and corn,
owing to government policies that promote self-sufficiency in grains and other staple
foods. In 2010, the United States was the leading supplier of agricultural products to
China, largely because U.S. soybeans accounted for 17 percent of all China’s agricultural
imports that year. China’s agricultural imports from the United States reached
$17.8 billion in 2010, accounting for 27 percent of China’s total agricultural imports.
Between 2005 and 2010, China’s imports from the United States almost tripled because
of growth in four products—soybeans, cotton, processed animal feed, and hides and
skins—which together accounted for 84 percent of all U.S. agricultural products imported
into China in 2010. At the same time, China’s purchases of U.S. animal products, grains,
and vegetable oils—sectors where the United States is highly competitive
internationally—remained negligible.

Chinese Domestic Consumption

Consumption of agricultural products is growing in China as its large population,
with incomes rising, demands a higher quantity and quality of food.

With the largest population in the world, China has a huge consumer base and is the
largest consuming country for many agricultural products; it consumes one-third of all
rice, one-quarter of all corn, and one-half of all pork and cotton. Incomes have been
rising quickly in China; between 2000 and 2006 (the latest year for available data), rural
and urban incomes rose 59 percent and 87 percent, respectively. High-income provinces,
generally on China’s east coast, contain a concentration of affluent consumers who are
demanding a greater variety of food products, as well as more processed and convenience
foods. Middle-class Chinese benefit from higher wages in urban areas, while rural
Chinese incomes are being boosted by government policies aimed at closing the wide
rural-urban income disparities. Demand for nonfood agricultural products, particularly
cotton and hides and skins, will continue to grow in tandem with China’s textile, apparel,
and footwear industries.

Chinese consumption patterns are changing because of urbanization, rising
incomes, and the importance to consumers of food quality and safety.

As per capita income in China grows, traditional mainstays of the Chinese diet, like
grains and tubers, are giving way to rising consumption of non-traditional items like meat
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and fruit. Urban Chinese, with much higher incomes than their rural counterparts,
consume more food overall, and in particular consume more fresh vegetables, fruit, and
edible oils. They are also more likely to buy chilled, frozen, and perishable foods, as they
are more likely to have refrigerators. Rural workers who migrate to cities are exposed to
certain foods that are largely unique to urban areas, such as snacks and processed foods,
and adopt new consumption patterns. Food quality and safety are important factors
affecting Chinese food preferences, particularly in light of recent publicity about
adulterated food and poisonings from Chinese food products. As a result, high-income
urbanites focus their spending on high-quality products and also seek out products
offering assurance of more safety, including organic foods.

Agricultural Sector Characteristics
Agriculture accounts for 11 percent of the Chinese economy.

In 2009, China’s agricultural production, valued at $543 billion, accounted for 11 percent
of gross domestic product (GDP). Employing just under half of the population, the sector
is dominated by millions of farmers with small plots of land, which average just
0.6 hectares per household. In contrast, agricultural production in the United States
accounted for 1 percent of GDP and employed less than 2 percent of the population, with
an average farm size of 619 hectares.

China is a major global producer of agricultural products and is largely self-
sufficient, with the exception of a few key commodities.

Since the late 1970s, Chinese agricultural production has grown, such that today China
ranks as the leading global producer of many agricultural commodities. With limited
good cropland and with scarce water resources in some areas, agricultural sector growth
has been achieved largely through substantial increases in productivity, a result of both
market-based policy reforms and the adoption of modern agricultural technology and
farming practices. Historically, government policies have been geared toward ensuring
that enough staple food is produced domestically to feed the population. While this goal
is still important, the increased share in total production of labor-intensive products, such
as horticulture, meat, and dairy, and the drop in the relative importance of traditional
staples, such as grains and tubers, are notable current trends.

Chinese Agricultural Policy Objectives

China’s support for the farm sector has grown substantially since 2004 when, in an
important shift in economic policy, the government began supporting agriculture
instead of taxing it.

In spite of the significant market-based agricultural policy reforms of the last decade, the
Chinese government continues to play a central role in the sector. Elimination of
agricultural taxes and increased funding for agriculture in the 2000s marked a renewed
policy focus on agriculture and the rural economy by policymakers. Self-sufficiency in
domestic grain production, raising farmers’ incomes, and rural development have become
major policy objectives of China’s government; the Chinese government wants to shrink
the gap between urban and rural incomes and to promote social harmony. Government
programs for agriculture can be largely divided into four categories: direct payments,
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price support programs, agricultural infrastructure projects, and regulatory reforms (e.g.,
food safety and standards).

China’s central, provincial, and local governments formulate agricultural policies in
response to a policy environment shaped by historical events and current social
factors.

Examining the roots of China’s approach to implementing its agricultural policies is
important to understanding why government funding of the farm sector varies
significantly from province to province, and why Chinese agricultural policies often lack
transparency. For both historical and practical reasons, provincial and local governments
have significant autonomy over implementing agricultural programs and allocating funds.
Regulations to protect farmer and consumer rights and to ensure fairness in the
marketplace are often interpreted differently among provincial and local governments or
simply ignored. Inconsistent regional implementation of regulations make it difficult for
foreign companies to produce, trade, and sell in China’s agricultural sector. Local
government autonomy may also undercut the programs’ efficacy in achieving central
government objectives. Like those of other countries, China’s agricultural policies reflect
conflicting government objectives, including self-sufficiency, boosting farmer incomes,
and ensuring affordable food for consumers, and to a lesser extent energy independence,
conserving natural resources, and reducing harmful emissions.

Competitiveness in the Chinese Agricultural Sector

Several factors enhance the competitiveness of Chinese agricultural products,
including low labor costs, government support, trade policies, and significant
investments to modernize agricultural production.

Low labor costs remain the primary competitive advantage of the Chinese agricultural
sector over the United States, even though the supply of abundant rural labor is shrinking
and farm wages are rising. Government support for certain sectors, including direct
payments, input subsidies, and tax exemptions, lowers production costs and boosts farmer
incomes. Further, investments to modernize production and improve food safety,
including investments by both the Chinese government and foreign companies, have
played a key role in boosting the competitiveness of several agricultural sectors in China,
such as pork and processed foods. In addition to domestic policies, trade policies, such as
tariff-rate quotas (TRQs) and bans, limit import access for products such as grains and
sugar whose continued domestic production is considered of strategic importance to the
agricultural sector and the economy as a whole.

Several other factors weaken the competitiveness of the Chinese agriculture sector.
These include the land tenure system, fragmented transportation and cold storage
infrastructure, limited access to credit, and degradation of land and water resources.

China’s land tenure system does not permit farmers to own, buy, or sell land. Farmers
typically operate small plots (many less than 0.2 hectare), and because they are unable to
consolidate land holdings, they cannot benefit from scale economies in producing and
marketing their products. Unless China reforms its land tenure system it will likely face
continuing difficulties in boosting farmers’ incomes, encouraging investment, and
increasing agricultural productivity. China’s agricultural competitiveness is also
weakened by the lack of an efficient, nationwide cold storage transportation network. The
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result is high spoilage rates, poor quality for those goods finding their way to market, and
increased uncertainty for buyers. The development of cold storage chains in China is
thwarted by a fragmented farm structure, comprising thousands of small-scale household
farmers and small traders scattered throughout China.

Limited access to credit further weakens Chinese agricultural competitiveness. Farmers’
inability to own land deprives them of collateral necessary for obtaining loans. This
means that many small-scale farmers are unable to invest in mechanization and other
technology to improve quality and productivity. Similarly, problems limiting the
availability and quality of other factors of production, such as land and water, lessen the
competitiveness of the sector. The already limited amount of land available for
agriculture is being eaten away by ongoing urbanization and industrialization. At the
same time, water resources are under strain, not only because of a lack of supply, but also
from both overuse and pollution.

Several factors affecting competitiveness of Chinese agricultural products are
illustrated by the fresh apple, pork, processed foods, and wheat sectors.

Fresh apples. China is the world’s largest producer and exporter of apples, by volume.
Apple production in China is labor-intensive, requiring significant labor resources to
plant, tend, and harvest, and China’s low labor costs are key to the industry’s
competitiveness. The U.S. apple industry, also one of the world’s largest producers and
exporters, competes with Chinese apples in the high-quality segment of export markets
and has been increasing exports to China to take advantage of China’s growing wealth
and consumption of fruit.

Pork. In the Chinese pork sector, government policies have encouraged domestic
production and insulated many small-scale producers of low-quality pork from global
market conditions. However, rising labor and feed costs, as well as increasing demand
among Chinese consumers for higher quality pork, may lessen Chinese pork
competitiveness in the future, creating opportunities for global exporters from the United
States and Europe.

Processed foods. China is one of the world’s largest producers and exporters of processed
foods. In recent years its production has increased, primarily because of rising disposable
income and urbanization, which are driving demand growth in the domestic market.
Processed food production is capital-intensive throughout most of the world, but in China
there is great variation in the level of mechanization, and the industry relies more heavily
on labor than other major producers. As labor costs continue to rise in China, however,
the food-processing sector is becoming more mechanized and capital-intensive.

Wheat. Wheat is a staple and is viewed in China as important to food security. Despite
limited land and water resources for wheat production, the central government has put in
place domestic and trade policies designed to maintain domestic production and control
import supplies.
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Chinese Tariffs and Nontariff Measures

Chinese average agricultural tariffs are relatively low, but they peak for several
import-sensitive products, including beverages, tobacco, and nuts. China also
maintains restrictive TRQs for certain commodities, such as certain grains, cotton,
and sugar.

China substantially reduced its tariffs and replaced absolute quotas with TRQs for various
agricultural products in preparation for its WTO accession in December 2001. China’s
simple average tariff (not weighted by trade) for agricultural products fell from
42 percent ad valorem in 1992 to 24 percent ad valorem in 1998. To fulfill its WTO
commitments, China committed to reduce its agricultural tariffs to a simple average of
15 percent ad valorem (table ES.2). The trade-weighted average tariff for agricultural
products was 12 percent ad valorem in 2007. China’s applied tariffs are highest for corn,
wheat, and rice (65 percent ad valorem for over-quota imports); tobacco (57 percent); and
raw cane and refined sugar (50 percent for over-quota imports). Other high-tariff
products include cotton (40 percent for over-quota imports), certain fermented beverages
(40 percent), beverage bases (35 percent), and a variety of nuts (30 percent). Although
average agricultural tariffs are relatively low, the Chinese market’s price sensitivity
means that even a low tariff, added to the 13 to 17 percent value-added tax (VAT)
assessed at the border, can raise the delivered cost of imports prohibitively.

TABLE ES.2 China’s final bound WTO tariffs, MFN applied tariffs, and share of imports entering duty free, by
agricultural product group

Final bound tariffs MFN applied tariffs Share of

(percent ad valorem) (percent ad valorem) imports

Share that is Share that is entering

Simple duty free® Simple duty free® duty free

Product group average (percent)  Maximum average (percent) (percent)
Animal products 14.8 9.4 25 14.7 10.1 4.1
Dairy products 12.2 0 20 12.0 0 0
Fruit, vegetables, plants 15.0 4.8 30 14.8 5.9 3.6
Coffee, tea 14.9 0 32 14.7 0 0
Cereals and preparations 23.7 2.6 65 23.9 3.4 0
Oilseeds, fats, and oils 11.6 6.2 30 10.6 5.4 0.1
Sugars and confectionery 27.4 0 50 27.4 0 0
Beverages and tobacco 23.9 2.4 65 22.9 2.2 1.8
Cotton 22.0 0 40 22.0 0 0
Other agricultural products 11.9 10.2 38 115 9.4 2.3

Source: WTO and ITC, World Tariff Profiles 2009, 60.

Share of total HTS 6-digit subheadings that is duty-free.

China maintains TRQs for wheat, corn, rice, cotton, sugar, and wool; those for wheat,
corn, rice, and sugar are administered largely by state-owned enterprises. Over-quota
tariff rates are generally prohibitive and TRQ fill rates are low for grains. China’s TRQs
for agricultural products represent about 9 percent of domestic consumption of wheat,
5 percent of corn, 4 percent of rice, 13 percent of sugar, and 2 percent of cotton. These
relatively small shares, as well as often nontransparent TRQ administration, indicate the
importance the Chinese government attaches to self-sufficiency in these products.
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A wide array of Chinese non-tariff measures (NTMs) substantially limit, or
effectively prohibit, imports of certain U.S. agricultural products.

China’s NTMs can be broadly classified into three categories: restrictions that keep
products out of China, measures that raise costs for traders, and conditions that increase
uncertainty and therefore risk. Chinese NTMs effectively prohibit imports of U.S. beef,
pears, fresh potatoes, pet food, and strawberries, and significantly restrict imports of U.S.
apples and pork (table ES.3). The VAT exemption for Chinese primary agricultural
producers significantly disadvantages imported agricultural products by raising their cost
relative to domestically produced ones, especially because the VAT on imports is
assessed on the import’s cost plus the import tariff paid. NTMs affect virtually all
products by increasing costs or creating uncertainty, and can make U.S. products
uncompetitive or dissuade U.S. exporters from entering the Chinese market. In some
instances, China’s NTMs are applied inconsistently; in other instances, they are relaxed
or removed altogether when China’s demand for imports increases. China also links
NTMs to its own market access for certain products abroad.

China’s Trade Agreements

China’s free trade agreements (FTAs) were first negotiated with China’s special
administrative regions (SARs) and then with Southeast Asian and more distant
countries.

The first FTAs were Closer Economic Partnership Agreements (CEPAs) with Hong
Kong and Macau, two SARs in China. These were followed by FTAs with members of
the Association of Southeast Asian Nations (ASEAN) and with Pakistan, Chile, New
Zealand, Singapore, Peru, and Costa Rica. Apart from the FTAs with New Zealand, Hong
Kong, and Singapore, the foregoing agreements are with developing countries. In
addition, an FTA was implemented with Bangladesh, India, Korea, Laos, and Sri Lanka
(the China-Asia Pacific Trade Agreement); this FTA essentially solidified and extended a
prior agreement. Several of China’s FTAs account for a large amount of trade, including
those with Hong Kong, Macau, and the ASEAN countries.

The provisions of China’s FTAs vary in scope.

The most comprehensive FTAs in terms of product coverage have been negotiated with
areas and countries with relatively small agricultural sectors; there are no product
exclusions for tariff reductions under China’s FTAs with Hong Kong, Macau, ASEAN
countries, and Singapore. For other FTAs, agricultural product coverage is generally
limited to products that are complementary or offer only limited competition to domestic
Chinese agricultural producers. China generally has not reduced or eliminated its high
tariffs on sensitive products (such as wheat, corn, rice, and sugar) in FTAs with countries
that are significant producers of such products.
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TABLE ES.3 Reported Chinese NTMs affecting imports of U.S. agricultural products

NTM

Description

HIN1 influenza restriction

Ractopamine ban

Zero tolerance for pathogens

Bovine spongiform
encephalopathy (BSE)
restrictions

Low pathogenic avian influenza
(LPAI) restrictions

Fire blight restrictions

Potato pest risk assessment

Strawberry ban

Biotechnology regulations

VAT policies

Labeling requirements

Customs measures

Multiplicity and duplication

Provincial and local variation

TRQ administration

Lack of transparency

U.S. pork has been denied access due to fears related to “swine flu.” The World
Organization for Animal Health (OIE) has reported that there is no risk of
influenza infection from consuming pork.

China has a zero tolerance for ractopamine, a commonly used feed additive, in
pork. This limits opportunities for farmers producing pork for other markets that
could otherwise profitably export some cuts to China.

Zero tolerance is unsupported by a scientific risk assessment. This policy can
serve to limit imports of meat and poultry.

China stopped imports of U.S. beef following the discovery of BSE in the U.S.
cattle herd in December 2003. This is contrary to OIE guidelines.

Also related to BSE, China prohibits use of protein-free tallow ingredients
derived from ruminants and imported ingredients in U.S. pet food exported to
China, including ingredients that are themselves approved for import in China.

China bans imports of poultry products from certain U.S. states in which LPAI
has been detected. This is contrary to OIE guidelines.

Only two varieties of apples from three U.S. states are approved for import, and
no pears. There is no known research demonstrating a risk of fire blight from
symptomless commercial varieties of apples or pears.

A Chinese pest risk assessment has been forthcoming for U.S. potatoes for a
decade. Movement on this issue has reportedly been tied to U.S. movement on
a variety of SPS issues affecting Chinese exports to the United States.

China does not allow imports of fresh strawberries, although there were no
reported problems when this restriction was temporarily lifted during the Beijing
Olympic Games.

All products containing genetically modified organisms must be labeled, the
registration process cannot begin in China until registration is completed in the
exporting country, and registrations must be renewed every three years.

VAT policies provide a cost advantage to Chinese domestic agricultural
producers and processers that purchase domestic agricultural products rather
than imports.

Some products reportedly must be labeled entirely in Chinese or must have non-
Chinese characters on their labels covered with a sticker.

Some imports are subject to reference pricing, classification is not consistent,
and clearance may be delayed.

Multiple ministries and agencies are involved in licensing, certification, and
inspection and do not share information among themselves.

Regulations, standards, and enforcement can vary by location.

Large allocations are reserved for state trading enterprises; only small
allocations are available for private traders, and there is little reallocation.

Many Chinese ministries and regulatory agencies fail to follow agreed-upon
comment and notification procedures. TRQ allocations and the identity of import
license holders are not made public.

Source: Compiled by Commission staff.
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Quantitative Findings

Chinese tariffs and TRQs are estimated to have reduced U.S. agricultural exports
by as much as $2.1 billion in 2009.

Model simulation results prepared by Commission staff, suggest that China’s food and
agricultural tariffs and TRQs reduced U.S. food and agricultural exports to China in 2009
by between $1.3 billion and $2.1 billion (table ES.4). The tariff simulation captures the
effects of the removal of Chinese tariffs and TRQs on agricultural imports from all
sources. Among U.S. products most affected by China’s agricultural tariffs were wheat
(U.S. exports to China are estimated to have been reduced by between $489 million and
$1.2 billion), poultry ($358-$363 million), pork offal ($51-$84 million), cotton ($28-
$71 million), and alcoholic beverages ($32-$43 million). Absent tariffs, in the span of a
few years, U.S. exports could expand more rapidly than modeling simulations indicate
because of the possible additional effects of economic growth in China and of market
development by U.S. exporters, two factors not included in the simulation.

TABLE ES.4 China: China’s tariffs and simulated effects on U.S. exports to China in the absence of Chinese tariffs
for selected agricultural products, 2009

Product Chinese tariffs on U.S. products Range of simulated change in U.S. exports
to China absent Chinese tariffs
Percent Million $

Wheat 68 489 1,192
Poultry 13 358 363
Pork offal 13 51 84
Cotton 5 28 71
Alcoholic beverages 29 32 43
All other @) 101 112

Total 6 1,251 2,090

Source: Commission staff calculations.

*Not applicable.

China’s FTAs have a negligible effect on total U.S. agricultural exports.

Model simulation results prepared by Commission staff, presented in ranges to account
for the statistical uncertainty in key economic parameters, suggest that the effects of
China’s FTAs on U.S. food and agricultural exports to China in 2009 may have ranged
from a contraction of up to $21 million to an expansion of up to $48 million. The
simulated effects range from negative (a contraction of U.S. exports) to positive (an
expansion of U.S. exports) because they are small; as a result, the range for the aggregate,
as well as for some individual products, straddles zero. This simulation assumes the full
implementation of tariff and market access provisions for manufactured and agricultural
goods in China’s ratified FTAs; U.S. tariffs remain unchanged while China and its FTA
partners experience tariff elimination or reductions. Among U.S. agricultural exports
shown to be negatively affected by China’s FTAs were wheat (U.S. exports to China
were reduced by as much as $37 million), whey (a reduction of between $9 million and
$12 million), grapes (a reduction of $9-$11 million), and apples (a reduction of $2-
$3 million). Among U.S. agricultural exports positively affected by China’s FTAs were
poultry (an expansion of $63-$68 million), cotton (an expansion of $18-$24 million),
and soybeans (an expansion of $15 million).
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Quantitative estimates indicate that NTMs restrict U.S. exports more than tariffs.

In the absence of certain Chinese NTMs, it is estimated that total U.S. agricultural
exports to China would have been $2.6-$3.1 billion higher in 2009 (table ES.5).
Economic simulations were conducted on 12 U.S. agricultural product sectors for which
(1) Chinese import prices were higher than world prices and (2) Commission research
indicated that specific NTMs were impeding U.S. agricultural exports. Unlike the tariff
simulation, this simulation estimates the impacts of the removal of all known and
unknown NTMs specific to these products, not the elimination of a specific policy or set
of policies. The sectors included in this simulation were wheat, several horticultural
products (potatoes, apples, and stone fruits), cotton, and meat products (beef, pork, and
poultry). The products for which the model indicated the greatest change in trade flows
(and therefore considered to be most affected by Chinese NTMs) were wheat, cotton, and
pork.

TABLE ES.5 China: Simulated effects of removal of China’'s NTMs for selected agricultural products, 2009

Product Ranges of effects on U.S. exports to China
Million $ Percent change

Wheat 1,452 1,704 1,722 2,022
Cotton 524 630 65 79
Pork offal 305 363 586 697
Frozen pork 49 56 215 245
Poultry 35 40 4 5
Apples 15 18 79 96
Stone fruits 1 1 12 16
Other products with NTMs 214 286 ® A

Total 2,595 3,098 146 174

Source: Commission staff calculations.

*Not applicable.
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CHAPTER 1
Introduction

Overview

China is the world’s largest agricultural economy. It is the leading producer of many
agricultural commaodities, supplying more than half of the world’s pork; one-third of the
world’s horticultural products,’ rice, and cotton; and close to 20 percent of the world’s
wheat, corn, and poultry.” With about one-fifth of the world’s population, China is also
the largest consumer of many agricultural products; its current share of global pork
consumption is 50 percent, 40 percent for cotton, 30 percent for rice, and more than
25 percent for soybeans and soybean oil. While China generally has been successful in
meeting its rapidly rising demand for food and fiber by increasing domestic production, it
has emerged as a leading global importer of several agricultural commodities, including
cotton, soybeans, vegetable oils, and animal hides. As its domestic agricultural
production has grown, China has also become the largest exporter in global markets for
several horticultural products, including mandarin oranges, apples, apple juice, and garlic
and other vegetables.

China’s increasingly important position in global agricultural markets followed decades
of gradual growth in domestic food production and consumption. After the introduction
of market-based reforms in 1978 that included the elimination of the collective
production system and relaxation of government direction over certain farmer production
and marketing decisions,® Chinese agricultural output grew significantly. For example,
between 1978 and 2008, China almost doubled its production of grains (rice, wheat, and
corn) and quadrupled its production of meats; production of fruit and milk was about 30
times greater in 2008 than in 1978.% At the same time, industrialization and urbanization
led to unprecedented growth in the Chinese economy. During these three decades,
population growth of about 1 percent annually, coupled with annual per capita income
growth of 8 percent,” fueled a large increase in demand for more and higher-value
agricultural products, especially by China’s large and growing middle class.® China’s
rapid growth in food consumption was largely met by domestic production growth,
enabling it to remain self-sufficient in most major commodities.

The U.S. agricultural sector is highly export-intensive.” In 2009, the United States
exported $99 billion in agricultural goods, representing more than one-third of U.S. farm
cash receipts.® With 95 percent of the world’s population living outside U.S. borders,®

! Horticultural products include fruit crops, vegetable crops, ornamental and floral crops, and turf.

2 Data are for 2009. FAO, FAOSTAT database; USDA, FAS, PSD Online database.

3 Lohmar et al., China’s Ongoing Agricultural Modernization, April 2009, 3-4.

4 National Bureau of Statistics of China, China Statistical Yearbook 2009, 2009.

® IMF, International Financial Statistics.

® See chapter 3 of this report for further discussion of China’s food consumption patterns and the factors
affecting them.

" According to the U.S. Department of Agriculture, the U.S. agricultural sector is twice as reliant on
overseas markets as the U.S. economy as a whole. USDA, FAS, National Export Initiative: Importance of
U.S. Agricultural Exports, February 2010.

8 USDA, ERS, “Rural and Natural Resource Indicators,” June 2010.

® U.S. Census Bureau, International Data Base (accessed December 2, 2010).
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U.S. agricultural exporters seek opportunities to increase sales in foreign markets,
especially in countries with large populations, rapidly growing per capita incomes, and
changing food consumption patterns increasingly oriented toward higher-value foods,
such as meat, dairy products, horticultural products, and processed food.'® China in
particular is viewed as providing important agricultural trade opportunities in the future.™

Indeed, in the last decade, China has become a major export market for certain U.S.
agricultural products.'? Since joining the World Trade Organization (WTOQ) in December
2001, China has become significantly more open to agricultural goods from abroad;
Chinese agricultural imports from the United States increased from $2.1 billion in 2002
to $17.8 billion in 2010, an average annual increase of about 31 percent."® In 2010, China
overtook Mexico to rank second among leading export destinations for U.S. agricultural
products, behind only Canada. Yet U.S. agricultural exports to China are highly
concentrated in a few products, with soybeans, cotton, hides and skins, and processed
animal feed accounting for 84 percent of the total in 2010. Many grain and meat products
in which the United States is globally competitive'® are not imported by China.

In statements submitted to the U.S. International Trade Commission (Commission or
USITC), U.S. agricultural community members, business representatives, and
policymakers expressed concern that exports of a wider variety of U.S. agricultural goods
to China are deterred by tariffs and nontariff measures (NTMs) and that China’s potential
as a major destination for U.S. agricultural products is not being realized. There is also
concern that Chinese government policies that have benefited Chinese agricultural
production and exports may have weakened the U.S. competitive position vis-a-vis China
in third-country markets, particularly in the Asia-Pacific region and in countries with
which China has established free trade agreements (FTAs)."> Comparative statistics for
Chinese and U.S. agricultural production and trade are presented in table 1.1.

In its letter requesting this investigation,'® the Senate Committee on Finance (Committee)
asked the Commission to examine and report on the competitive factors affecting
agricultural trade between China and the United States. The Committee asked that the
report cover the period 2005 through 2009, or through the latest year for which data are
available. Noting the importance of China as a market for U.S. agricultural exports for a
small range of products, the Committee pointed out that the rapid rise of per capita
income in China, along with resource constraints on Chinese domestic agricultural
production, have the potential to increase U.S. exports in the future. However, certain
Chinese government policies could weaken the U.S. competitive position in the Chinese
market. Specifically, the Committee asked that the report include the following:

0 USDA, FAS, “India and China: Divergent Markets for U.S. Agricultural Exports,” February 24, 2010.

11 Comments by U.S. Department of Agriculture Secretary, Tom Vilsack, conference call briefing,
December 1, 2010.

2 USDA, FAS, “U.S.-China Trade,” August 4, 2010.

3 GTIS, Global Trade Atlas database (accessed February 18, 2011).

4 The competitiveness of a country’s agricultural sector can be defined as the ability of its farmers and
food processors to sell their products in domestic and overseas markets.

' Industry official, interview by Commission staff, Shanghai, China, September 14, 2010.

16 Appendix A contains the request letter for this investigation; appendix B contains the Federal Register
notice; and appendix C contains the list of witnesses that appeared at the Commission’s public hearing.
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TABLE 1.1 Chinese and U.S. agricultural production and trade: Comparative statistics

China

United States

Population (2009)
Cropland (2009)

Cropland per agricultural worker
(2007)

Value of farm production (2007)
Agriculture as share of GDP (2009)
Value of agricultural imports (2010)

Top five agricultural imports by value

Top five agricultural import suppliers

Value of agricultural exports (2010)

Top five agricultural exports by value

Top five agricultural export markets

1,338 million
122 million hectares

0.4 hectares

$537 billion
10.6 percent
$66 billion

Soybeans, cotton, palm oil, dairy
products, and hides and skins

United States, Brazil, Argentina,
European Union-27 (EU-27),
Australia

$36 billion

Processed vegetables, fresh
vegetables, miscellaneous
processed foods, fresh fruit, and
animal feed

Japan, EU-27, Hong Kong, United
States, Korea

307 million
164 million hectares

78.5 hectares

$329 billion
1.2 percent
$86 billion

Coffee, cocoa products, wine, malt
beverages, beef

Canada, EU-27, Mexico, China, Brazil

$119 billion

Soybeans, corn, wheat, cotton, and
animal feed

Canada, China, Mexico, Japan, EU-27

Source: GTIS, Global Trade Atlas database (accessed February 18, 2011); USDA, ERS, “Foreign Agricultural Trade
of the United States,” 2011; CIA, The World Factbook: China; World Bank, Data: China; USDA, NASS, Agricultural
Statistics 2009, 2009, Table 9-44; National Bureau of Statistics of China, China Statistical Yearbook 2009, 2009,

Table 12-4.

an overview of China’s agricultural market, including recent trends in production,
consumption, and trade;

a description of the competitive factors affecting the agricultural sector in China,
in such areas as costs of production, technology, domestic support and
government programs related to agricultural markets, foreign direct investment
policies, and pricing and marketing regimes;

an overview of China’s participation in global agricultural export markets,
particularly in the Asia-Pacific region and in those markets with which China has
negotiated trade agreements;

a description of the principal measures affecting China’s agricultural imports,
including tariffs and nontariff measures such as sanitary and phytosanitary
measures and technical barriers to trade; and

a guantitative analysis of the economic effects of China’s most-favored-nation
(MFN) tariffs, preferential tariffs negotiated under China’s free trade agreements,
and China’s nontariff measures on U.S. agricultural exports to China and on
imports from the rest of the world.



Scope of the Report

In response to the Committee’s request, this report examines conditions of competition in
China’s agricultural market and trade, and their effects on U.S. agricultural exports. As
requested by the Committee, the report provides three types of information:
(1) background information on China’s production, consumption, and trade in
agricultural products; (2) information on the factors that affect the competitiveness of the
Chinese agricultural sector and competition in the Chinese market for agricultural
products; and (3) information on factors that directly affect U.S. exports and firms,
including MFN and preferential tariffs, and NTMs.

The remainder of chapter 1 describes China’s agricultural policies, including the
government objectives driving the policies and the instruments used to achieve them.
Chapter 2 surveys China’s agricultural trade trends, focusing on trade with the United
States, countries in the Asia-Pacific region, and China’s FTA partners. This chapter also
highlights China’s trade with third-country markets where U.S. exports compete as well.
China’s agricultural consumption is discussed in chapter 3, which describes and analyzes
China’s consumption patterns, preferences, and trends—the ultimate drivers of current
and potential demand for agricultural products, domestic and imported. Chinese farm-
level production and domestic agricultural policies are described in chapter 4. Chapter 5
describes conditions of competition in the Chinese agriculture market, including factors
that affect the cost of delivery, product differentiation, and the reliability of the supply of
agricultural products in China. Chapter 6 presents case studies that highlight conditions
of competition in the Chinese apple, pork, processed foods sectors, and wheat.

Information on the measures that directly affect U.S. agricultural exports and firms is
covered in chapters 7-9.'" Chapter 7 describes China’s tariffs and gives quantitative
estimates of the effect Chinese tariffs had on U.S. agricultural export levels to China in
2009. An overview of China’s FTAs is presented in chapter 8. It includes quantitative
estimates of the effects on U.S. agricultural exports of the elimination of tariffs between
China and its FTA partners. Chapter 9 describes and analyzes China’s agricultural NTMs
and includes quantitative estimates of the effects that China’s NTMs had on selected U.S.
agricultural exports to China in 2009.

Agricultural products in this investigation are those that fall within the description of
products covered by the WTO Agreement on Agriculture, part XIII, article 21. These
products include 768 6-digit product codes classified in the World Customs
Organization’s Harmonized System (HS)—specifically, HS chapters 1 to 24, excluding
fish and fish products (HS chapter 3)*®—plus certain additional products in other
HS chapters, such as milk proteins (HS chapter 35), hides, skins, and furs (HS chapters
41 and 43), wool (HS chapter 51), and cotton (HS chapter 52).

As requested by the Committee, certain information presented in this report, including
trends production and consumption, focuses on the 2005-09 period. Shortly before this
report was published, Chinese trade data for full-year 2010 became available. These data
were incorporated where possible throughout the report, particularly in chapter 2

17 Additional detail on these measures is found in appendix D, which summarizes the views of interested
parties.

18 processed fish products classified in HS chapter 16 are also excluded from the WTO definition of
agricultural products.
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regarding Chinese agricultural trade. For some information with less timely statistics, the
period from 2004 to the latest year for which data are available is used. Longer-term data
are used to explain important long-term trends. The descriptive analysis on competitive
factors and the quantitative analysis of the effect of Chinese trade measures is based on
the latest available information and data.

Approach

As requested by the Committee, this report contains qualitative and quantitative analysis
to evaluate the conditions of competition facing U.S. agricultural exports in China’s
agricultural market, including the effects of tariffs and NTMs on U.S. agricultural exports
to China. The qualitative analysis consists of several parts: (1) a general discussion and
analysis of the Chinese agricultural sector and factors affecting its competitiveness;
(2) Chinese government policies and their effect on U.S. agricultural exports; and
(3) case studies to highlight the effect of specific Chinese policies and market conditions
in particular sectors where U.S. agricultural products compete, both in China and in third-
country markets.

The qualitative analysis was based on a review of existing literature, a public hearing, and
interviews with U.S. government sources and agricultural sector representatives,
including interviews with individual firms, trade associations, and exporters. Commission
staff sought information from U.S. agricultural trade associations and U.S. firms with
operations in China, contacting more than 80 commodity- and sector-specific agricultural
trade associations and companies. Commission staff held extensive meetings with
officials of the U.S. government, including the U.S. Department of Agriculture’s (USDA)
Economic Research Service (ERS), Foreign Agricultural Service (FAS), and Animal and
Plant Health Inspection Service (APHIS). Staff also traveled to China to meet with
relevant U.S. and Chinese officials, USDA officials, academic researchers, importers, and
market and logistics officials.'®

Commission staff conducted extensive literature and data research on China’s trade and
domestic policies that affect U.S. agricultural products in the Chinese market. Relevant
trade and production data were obtained from Global Trade Information Services (GTIS);
the Commission’s DataWeb; Chinese government Web sites, including those of the
China National Bureau of Statistics and Ministry of Agriculture;?° the United Nations’
Food and Agriculture Organization; and the USDA. Information on China’s tariffs and
NTMs was obtained from the WTO, Organisation for Economic Co-operation and
Development (OECD), World Bank, and USDA (ERS, FAS, and APHIS), as well as
many private sector and academic sources.

19 In connection with this investigation, Commission staff traveled to the Chinese cities of Beijing,
Shanghai, and Hong Kong, and the provinces of Shandong and Sichuan.

2 The uncertain accuracy of China’s official statistics has traditionally hampered analysis of China’s
economy. Gale, “China’s Statistics: Are They Reliable?” 2002. However, the trustworthiness of Chinese data
is considered to be improving, and Chinese statistics are now considered reliable enough to be used for
analysis, especially for long-term growth trends. Improvements in data quality are attributed to better vetting
efforts of the central government agencies responsible for compiling these data. Holtz, “OECD: The
Institutional Arrangements for the Production of Statistics,” January 19, 2005; Chow, Are Chinese Official
Statistics Reliable? February 2006; U.S. government official, telephone interview by Commission staff,
February 2, 2011.
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To analyze the competitive factors affecting the Chinese agricultural sector, the
Commission developed an economic framework that provides the assumptions,
parameters, and structure shaping competitive conditions in agricultural trade.
Competitive conditions in agriculture refer to the economic, institutional, and regulatory
environment in which firms compete. Competitive factors are defined as direct and
indirect determinants of the ability of suppliers to offer products with characteristics
desired by buyers, who base their buying decisions on three main criteria: delivered cost,
product differentiation, and reliability of supply. In this report, Commission analysis
explores the relative importance of delivered cost, product differentiation, and reliability
of supply in determining the competitiveness of the Chinese domestic agricultural
industry vis-a-vis its competitors in China and in export markets.

In addition to descriptive information, the Committee requested that the Commission
provide quantitative analysis of the economic effects of China’s MFN tariffs, preferential
tariffs negotiated under China’s FTAs, and China’s NTMs on U.S. agricultural exports to
China and on imports from the rest of the world. The Commission’s analysis was based
on a simulation framework that consists of a partial equilibrium (PE) model and a general
equilibrium (GE) model. The PE model focused on bilateral trade in food and agricultural
products at the HS 6-digit level between the United States, China, and the rest of the
world. The GE model used for the analysis was the Global Trade Analysis Project
(GTAP) model, an economy-wide computable GE model of world trade specified at an
aggregate product and sector level. The PE model was used to simulate the effects of
Chinese tariffs and tariff-rate quotas on U.S. food and agricultural exports. The GE model
was then used to simulate the economy-wide effects of those border measures. The two
models were linked to provide consistent estimates of effects. A similar approach was
applied in a recent USITC report on India.?* Further, the GTAP model was used to
simulate the effects of Chinese preferential tariffs for its FTA partners on U.S.
agricultural exports.

Modeling simulations of the potential effects of NTMs were completed in a three-step
process. First, price gap data were developed.?? The existence of NTMs would likely
raise the price of imports into China and restrict the quantities imported. Thus, the
differences between the prices of goods imported by China and the export prices of
countries that sell agricultural goods to China were estimated at a disaggregated level
(HS 6-digit level) using unit values of imports from 2007-09. These were estimated
separately for U.S. exports to China and third countries’ exports to China taken as a
group, adjusting for observable quality differences between exporters and for
transportation costs. Second, a subset of products was identified for which available
information indicated the presence of NTMs that may increase prices or restrict
guantities. For these products, positive price gaps were treated as representing the
economic effects of NTMs. Third, these price gaps were introduced into the simulation-
modeling framework as being equivalent to tariffs, and the effects of their removal were
estimated.

2L USITC, India: Effects of Tariffs and Nontariff Measures, November 2009.
22 A price gap is the difference between the domestic price and the global price of similar goods in the
absence of free trade.
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China’s Policy Framework

The Government of China’s Eleventh Five-Year Plan, covering the period 2006-10,
identified China’s primary domestic agricultural policy objectives as (1) developing
modern agriculture; (2) increasing farmers’ incomes; and (3) improving rural
conditions.?® The central government has also maintained its goal, outlined in other
government documents, of reaching 95 percent food self-sufficiency in grains (corn,
wheat, and rice).”* The secondary objectives include energy independence, ensuring a
safe food supply for consumers, and conserving natural resources. To meet these
objectives, China’s government actively regulates the agricultural sector using production
and marketing policies, as well as closely monitoring international agricultural trade.”®

As in many other countries, China’s central, provincial, and local governments formulate
agricultural policies in response to a policy environment linked to historical events and
current social factors. As a result, officials articulate broad policy objectives and generate
specific policy instruments influencing either macroeconomic factors (e.g., inflation
rates, interest rates, and trade deficits) or microeconomic ones (e.g., industrial sectors and
business investment). A simplified framework for Chinese domestic and trade policies in
the agricultural sector appears in figure 1.1.

Policy Environment

China has suffered a series of droughts, famines,”® political upheavals,”’ and other events
over the past 100 years that the government is committed to avoid. In principle, the
governmental structure consists of a one-party authoritarian system through which central
government policies are presented to the populace in a “top-down” style of governance.?
In practice, however, provincial and local governments often exercise significant
autonomy in implementing national policies. Moreover, China possesses (1) a large rural
population that depends on agriculture for its livelihood; (2) scarce productive farmland
relative to its population; and (3) a consumer base that spends a large part of its income
on food. In addition, China suffers from environmental degradation related to its rapid
economic development, as well as a widespread lack of consumer confidence in the
safety of the country’s food supply. These factors often motivate the government to
intervene and safeguard China’s domestic agricultural production.

23 World Bank, “Mid-Term Evaluation of China’s 11th Five-Year Plan,” December 18, 2008, 7-8.

* OECD, Agricultural Policies in Non-OECD Countries, 2007, 71.

25| ohmar et al., China’s Ongoing Agricultural Modernization, April 2009, 1-2, 13, 20, 22-23, 35.

% During the 20th century, China was periodically unable to feed its population. Between 1958 and 1961,
more than 30 million Chinese citizens are estimated to have died from famine as a result of poor government
planning during the Communist government’s Great Leap Forward. This is often known as the “Great
Chinese Famine” or “Three Years of Economic Difficulty.” Other famines include an estimated 1 million
deaths in 1942-43 during World War 1lI; droughts and other natural disasters that claimed approximately
8 million lives in northern China in 1920-21, 1928-29, and 1936; and famines in east-central China in 1907
and 1911.

%" During the past 100 years China has also been subject to occupation, political revolutions, and other
upheavals, including the Japanese occupation of portions of northern and coastal China between 1931 and
1945, the decades-long armed struggle between the Nationalists and Communists, the Communist takeover of
China in 1949, and the Cultural Revolution from 1966 to 1976.

28 |n this case, top-down governance means that policy decisions are typically made by the central
government and imposed on local governments and citizens.
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FIGURE 1.1 China’s agricultural policy framework: Policy instruments are the outcome
of policy environment and objectives

Policy Environment

¢ History of famines and food shortages

o History of political upheaval

e Large, poor, rural population employed in agriculture
o Limited agricultural land per capita

e One-party authoritarian system

e History of local autonomy vis-a-vis central government
¢ Environmental degradation

¢ Lack of confidence in safety of food supply

!

Policy Objectives

¢ Address the interconnected needs of agriculture, rural
communities, and farmers (“harmonious Socialist
countryside”)

o Improve the economic and social well-being of the rural
population (mainly farmers)

e Maintain grain self-sufficiency and stable prices

e Ensure a safe food supply for all citizens

¢ Conserve valuable environmental resources

o Attain energy independence

!

Policy Instruments

e Investments in rural infrastructure

e Investments in research and development for agriculture
e Minimum purchase prices for agricultural commodities

¢ Input subsidies, direct payments, and preferential credit
» Relief from agricultural taxes

e Food reserves

e Consumption subsidies (minimum living allowance)

o Strategic export and import controls

¢ Food safety law

Source: Compiled by Commission staff.

Today, nearly 40 percent of China’s population of 1.3 billion is employed in the
agricultural sector, and agriculture contributes about 11 percent to China’s gross domestic
product (GDP).?® Over the past 30 years, China experienced strong economic growth, but
laborers who did not migrate from rural areas to the cities typically have not benefited as

2 CJA, CIA World Factbook: China, 2009.
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much as their urban counterparts from better employment opportunities and rising
incomes.® The Chinese agricultural sector has very low labor productivity, averaging
only one-fifth the level of other sectors of the economy. The OECD identified low labor
productivity as contributing to an income gap in 2007 in which per capita incomes were
3.3 times higher in urban areas of China than in rural ones.*

Under the Chinese political system, it is common for policymakers to set up
implementation procedures and enforcement mechanisms only after a regulation takes
effect. Regulations to protect farmer or consumer rights and ensure fairness in the
marketplace are sometimes interpreted differently among local governments, or simply
ignored. This creates an environment of regulatory uncertainty for businesses, which
suffer from the lack of administrative transparency and implementation details. Foreign
companies in China tend to be relatively disadvantaged in this regard compared to
domestic companies because foreign firms often lack the relationships that Chinese
companies have with government agencies to receive timely regulatory clarifications. In
addition, foreign food and agricultural companies operating in China are often surprised
by the extent to which local governments have autonomy over the implementation of
domestic agricultural support programs.*

In recent years, shortcomings within China’s food safety regime in monitoring and
enforcing the quality of products such as milk, eggs, and pet food have severely
undermined consumer confidence in the system. As a result, the Chinese government has
focused its attention on the issue of food safety, severely punishing key participants in
several of the scandals, creating a politically powerful Food Safety Commission,* and
enacting a sweeping new food safety law in 2009. However, as reports about unsafe food
in China continue to be publicized, it is unclear how effectively government efforts will
assuage consumer food safety fears.

Policy Objectives

With China’s long history of famine and political revolutions, and in light of a rising
number of “public order disturbances” by farmers and consumer groups in the mid- to
late 2000s,* China’s central government in Beijing began funneling additional resources
to the farm sector and rural economy to meet its policy objectives. Raising incomes for
farmers is important to the government because many of China’s poor live in rural areas,
and farming small plots is the primary livelihood for the majority of rural inhabitants.
Boosting rural development by raising government funding for agricultural infrastructure
and other spending is designed to promote social harmony and shrink the income gap
between urban and rural workers. Self-sufficiency in grains, at least up to 95 percent of
domestic demand, is considered by Chinese policymakers to be a key component of
China’s food security strategy.®

% A discussion of rural and urban income differences can be found in chapter 3.

31 OECD, Agricultural Policies in Emerging Economies 2009, 2009, 80.

32 Owen, “Standards in China,” January—February 2010, 42; Promar International, The Chinese Potato
Industry in Transition, 2007, 123.

* Three vice premiers will sit on this 18-member panel, and the chairman, Li Kegiang, is expected to
succeed Wen Jiabao to become China's next premier. Bloomberg Businessweek, “China Names Vice Premier
Food Safety Commission Head,” February 10, 2010.

3 LLum, “Social Unrest in China,” May 8, 2006, 1.

% Xiao and Nie, A Report on the Status of China’s Food Security, 2009, 5-8.
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Food security is defined by the World Bank as “access by all people at all times to
enough food for an active, healthy life”:% the components include availability, access,
and use.*” Achieving food security requires that food be available in volumes that meet
consumer needs and at prices they can afford. Food self-sufficiency relates to the
productive capacity of the nation’s agriculture sector, and is generally taken to mean the
extent to which a country can satisfy its food needs from domestic production.® The two
concepts differ in that self-sufficiency looks only to national food production for sources
of supply, while food security takes into account the possibility of imports.® Largely
because of China’s history, food security and self-sufficiency, though distinct concepts,
are often interconnected in Chinese policies.*

As in other countries whose governments intervene heavily in the agricultural sector,
China’s agricultural policies reflect conflicting government objectives. Efforts to raise
farmers’ incomes over the past 5-10 years have conflicted with the policy of 95 percent
self-sufficiency in grain production because producing grains in China is less profitable
than many other types of farming: for example, net cash returns earned by Chinese
farmers from growing vegetables and fruits are several times higher than returns from
growing rice, wheat, and corn.* Boosting farmers’ incomes can also conflict with urban
consumer welfare. For example, international food prices rose sharply during 2007 and
2008, but Chinese officials sought to limit domestic price increases by limiting exports of
grains, cutting soybean tariffs, and importing vegetable oil. These actions had the effect
of keeping consumer prices down, which benefited urban consumers but also denied
additional income to Chinese farmers.

As noted, China’s policies toward agriculture focus not only on food security through
self-sufficiency and raising farmers’ incomes, but also to a lesser extent on energy
independence, ensuring a safe food supply for consumers, and conserving natural
resources. Government programs promote domestic biofuel production and encourage
water and soil conservation, but policies addressing environmental concerns and energy
independence potentially conflict with grain self-sufficiency and increasing farmer
incomes.*” For example, producing biofuels affects China’s mix of agricultural products
and may end up increasing imports of feedstock sources.” China’s policies toward the
agricultural sector will evolve as the government continually rebalances conflicting
policy objectives.

% The U.S. Agency for International Development (USAID) and the FAO have similar definitions.
USAID, “Policy Determination: Definition of Food Security,” April 13, 1992.

3" More formally, the terms are defined as follows: “food availability” is having sufficient quantities of
food available on a consistent basis; “food access” is having sufficient resources to obtain appropriate foods
for a nutritious diet; and “food use” is the appropriate use based on knowledge of basic nutrition and care, as
well as adequate water and sanitation. Of the three, only availability and access will be addressed in this
study. WHO, “Glossary” (accessed July 23, 2009).

zi Thompson and Metz, Implications of Economic Policy for Food Safety, 1999.

Ibid.

“° The United Nations and other organizations acknowledge that China has significantly increased its
prospects for food security through the development of domestic agricultural production, but external trade is
also a useful tool for dealing with food production surpluses and shortfalls. Xiao and Nie, A Report on the
Status of China’s Food Security, 2009, 5-8; Thompson and Metz, Implications of Economic Policy for Food
Safety, 1999.

2LWmmaaLCNm%OmdmAmMMwmMwamBMmAmnmmlm.

Ibid., 19.
43 USDA, FAS, China: Bio-fuels, August 8, 2006, 17.

1-10



Policy Instruments

The tension between competing goals for the farm sector, consumers, and food security
has caused the Chinese government to intervene heavily using multiple policy
instruments. China’s government agricultural programs can largely be subdivided into
four categories: direct payments, price support programs, infrastructure, and regulatory
reforms (e.g., food safety and standards).** Farmers’ incomes are raised through
minimum purchase prices, input subsidies, the elimination of agricultural taxes and fees,
and government funding for capital equipment purchases to mechanize farming. The
effects of these government payments on farmer income provide strong inducements to
produce grains (rice, wheat, and corn) rather than more profitable livestock, horticulture,
or other field crops.

With the exception of regulatory reforms, all of these programs are intended to boost
farmers’ incomes directly or to lower the delivery costs, potentially providing a
competitive advantage over foreign goods. Improvements to agricultural infrastructure,
such as rural transportation networks, the rural financial system, and marketing
institutions, upgrade the environment for agriculture. Improved infrastructure lowers the
cost of production and delivery, though sometimes over a longer time period than direct
payments. Government-mandated regulatory reforms affect Chinese and foreign
companies uniformly, provided that these policies are equitably implemented.

Chinese policymakers seek food security largely through domestic production, and
imports are often viewed as a second-best source to achieve this objective. While USITC
staff found little evidence of a coordinated effort across China’s government agencies to
broadly restrict agricultural imports, China bans or restricts entry of a number of
agricultural products, or has threatened to do so. For example, U.S. apples, strawberries,
potatoes, dairy products, and pork have all suffered from either delays in risk assessments
or from risk assessments that are not based on internationally accepted scientific
standards. China appears to link the application of NTMs, such as sanitary and
phytosanitary requirements, to domestic policies by relaxing NTMs when policymakers
determine that imports are needed to relieve food price inflation or shortages.*

4 A full discussion of policy instruments can be found in chapter 4.
4 China’s NTMs are described in chapter 9.
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CHAPTER 2
Chinese Agricultural Trade

Overview

China’s agricultural trade is globally significant. In 2009, Chinese agricultural imports
and exports accounted for 9 percent and 5 percent, respectively, of global agricultural
trade.' China ranked as the world’s second-largest agricultural importing country behind
the United States in that year, and for many agricultural products, including soybeans,
vegetable oils, cotton, wool, and hides and skins, China was the top global importer.
China was the world’s fourth leading agricultural exporting country (behind the United
States, Brazil, and Canada) in 2009 and the largest exporter of many types of fresh and
processed horticultural products. However, despite the agricultural sector’s large size, it
plays a relatively small role in China’s overall trade, with agricultural imports and
exports agcounting for about 3 percent of both imports and exports of merchandise during
2005-09.

During 2005-10, China recorded an agricultural trade deficit that rose from $5.3 billion
in 2005 to $30.8 billion in 2010 (figure 2.1).° China has been a net importer of
agricultural products since 2003,* and the trade gap is likely to continue given that future
growth in food demand, driven by rapidly rising per capita income, is expected to outpace
increases in domestic production.® Between 2005 and 2010, China’s agricultural imports

FIGURE 2.1 China agricultural trade balance: China maintained an agricultural trade deficit
during 2005-10
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Source: GTIS, Global Trade Atlas database.

L GTIS, Global Trade Atlas database.

2 GTIS, Global Trade Atlas database; IMF, International Financial Statistics.

® The sharp rise in the agricultural trade deficit in 2010 was largely because of the rise in commodity
prices that year, including the prices of many of China’s major agricultural imports, such as soybeans,
vegetable oils, hides and skins, and cotton.

4 For most of the previous three decades, China was a net exporter of agricultural products. Gale and
Lohmar, “Who Will China Feed?” 2008.

% Industry official, interview by Commission staff, Beijing, China, September 7, 2010.
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Imports

rose at an annual average rate of about 24 percent, reaching a record $66.4 billion in
2010. This growth can be attributed to many factors, including increased consumer
demand for higher-valued food products such as meat, horticultural goods, and processed
food products, as well as strong demand by China’s textile and apparel industry for fiber
and for hides and skins. Lower trade barriers following China’s entry into the World
Trade Organization (WTO) also may have spurred growth in agricultural imports.® The
United States is China’s leading agricultural import supplier, accounting for 27 percent of
its total agricultural imports during 2005-10. China’s agricultural exports increased from
$19.6 billion in 2005 to $35.7 billion in 2010, representing annual average growth of
13 percent. The United States ranks fourth among major markets for Chinese agricultural
exports (behind Japan, the European Union [EU-27], and Hong Kong), accounting for
about 9 percent of its agricultural exports during 2005-10. In 2010, China accounted for
about 14 percent of total U.S. agricultural exports, overtaking Mexico to become the
second largest export market for U.S. agricultural products behind Canada.’

Relative to the United States, China has an abundance of rural labor and a scarcity of
agricultural land. ® Consistent with these natural resource endowments, China’s
agricultural exports are more concentrated in labor-intensive products such as fruits and
vegetables, while its imports include many land-intensive products, like cotton and
soybeans. However, China is not a major importer of land-intensive grains, such as rice,
wheat, and corn. These are products in which the United States, as a land-abundant
country, is highly competitive in international markets. The low level of grain imports is
largely due to China’s self-sufficiency policy, which seeks to avoid dependence on the
international market for grains.® The Chinese central government encourages domestic
production and discourages certain imports through a variety of programs, ranging from
increased funding of infrastructure projects and guaranteed minimum prices to subsidies
and import controls.*

Imports by Product

During 2005-10, Chinese agricultural imports more than doubled, increasing from
$25 billion to $66.4 billion (table 2.1). Agricultural imports are highly concentrated in a
few major products. In 2010, two products, soybeans (38 percent) and cotton (9 percent),
accounted for almost one-half of all Chinese agricultural imports, while the top 10 import
categories made up nearly 75 percent of the total. After soybeans and cotton, leading
imports were palm oil (8 percent), dairy (4 percent), hides and skins (4 percent), and wool

® He, Li, and Polaski, “China’s Economic Prospects 2006-2010,” April 2007, 17; Anderson, Martin, and
Valenzuela, “Long Run Implications of WTO Accession for Agriculture in China,” 2007.

7 Using the WTO definition of agricultural products (see the definition in chapter 1 of this report), in
2010 China became the second leading market for U.S. agricultural exports behind Canada. Using the USDA
definition of agricultural products (which is narrower than the WTO’s because it excludes certain sugar
alcohols, plant-based food additives, and fatty acids), the USDA reported that in 2010 China moved ahead of
Canada to become the leading market for U.S. agricultural exports. USDA, “Agriculture Secretary Vilsack’s
Statement on 2010 U.S. Farm Exports Record,” February 11, 2011.

& Lohmar et al., China’s Ongoing Agricultural Modernization, April 2009.

® Chinese government policies regarding grain self-sufficiency are described in chapter 4.

0 USDA, FAS, National Plan for Expansion of Grain Production Capacity, February 18, 2010.
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TABLE 2.1 China: Agricultural imports from the world and the United States by product, 2005-10 (million $)

Product Source 2005 2006 2007 2008 2009 2010
Animal products
Live animals World 109 63 74 104 140 269
United States 17 18 19 42 33 34
Beef World 9 8 14 18 44 84
United States 0 0 0 0 0 0
Pork World 29 21 123 523 136 209
United States 5 1 70 313 24 30
Sheep and lamb meat World 55 50 78 106 139 157
United States 0 0 0 0 0 0
Poultry World 334 462 945 1,087 984 963
United States 178 309 613 811 827 168
Dairy World 630 823 1,129 1,411 1,784 2,874
United States 78 106 159 196 145 243
Eggs World 1 1 0 1 1 3
United States 0 0 0 0 0 2
Processed meats World 4 8 8 6 4 7
United States 2 2 2 1 1 3
Grains
Wheat World 762 108 21 7 205 309
United States 104 33 5 0 91 31
Rice World 196 288 217 183 201 253
United States 0 0 0 0 0 0
Barley World 429 406 267 484 435 536
United States 0 0 0 0 0 0
Corn World 1 12 7 12 20 367
United States 0 10 1 3 4 348
Qilseeds and products
Soybeans World 7,779 7,489 11,472 21,814 18,787 25,081
United States 3,160 2,719 4,234 8,443 9,333 11,319
Soybean oll World 908 800 2,146 3,334 1,842 1,203
United States 0 14 119 206 41 255
Palm oil World 1,925 2,435 3,980 5,616 4,557 5,222
United States 0 0 0 0 0 0
Coconut oll World 78 93 106 193 103 294
United States 0 0 0 1 1 2
Rapeseed oll World 104 28 305 355 377 921
United States 0 3 0 0 0 2
Other vegetable oll World 148 392 757 881 589 899
United States 6 7 13 47 16 18
Horticulture
Vegetables, fresh World 3 7 1 3 6 8
United States 0 0 0 0 0 0
Vegetables, processed World 567 799 861 651 1,108 1,610
United States 43 56 66 69 60 103
Nuts World 108 129 169 286 363 510
United States 20 17 28 67 110 151
Fruit, fresh World 499 528 610 826 1,204 1,514
United States 86 92 83 120 174 236
Fruit, processed World 88 134 200 241 286 323
United States 18 29 34 49 69 86
Juice World 73 99 146 126 141 166
United States 4 4 7 10 17 18
Beverages
Teal/coffee World 30 44 61 83 68 118
United States 5 9 11 14 8 10
Alcoholic beverages World 389 553 815 1,082 1,052 1,570
United States 14 17 18 29 35 45
Non-alcoholic beverages World 18 30 48 52 59 72
United States 3 3 3 5 4 2
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TABLE 2.1 China: Agricultural imports from the world and the United States by product, 2005-10 (million $)—

Continued

Product Source 2005 2006 2007 2008 2009 2010
Sugar, sweeteners, confectionery
Sugar World 383 549 380 319 378 906
United States 0 0 0 0 0 0
Other sweeteners World 45 47 53 67 70 90
United States 4 5 7 6 5 6
Cocoa products World 177 183 211 313 262 437
United States 11 15 17 16 27 33
Processed foods
Miscellaneous processed foods ~ World 435 495 563 771 874 1,194
United States 103 127 121 147 121 158
Milled grain products World 186 246 221 234 301 452
United States 4 4 6 5 5 6
Processed animal feed World 222 357 266 466 534 1,566
United States 35 37 60 90 201 821
Other

Cotton World 3,221 4,922 3,535 3,525 2,149 5,706
United States 1,470 2,295 1,608 1,663 872 2,000
Wool World 1,249 1,289 1,812 1,728 1,508 2,021
United States 9 16 20 11 11 13
Hides and skins World 1,483 1,605 1,822 2,067 1,701 2,415
United States 678 826 864 930 642 822
Tobacco and products World 384 463 541 788 844 791
United States 12 63 69 103 112 155
All other World 1,928 2,208 2,883 3,942 4,460 5,319
United States 273 290 361 431 415 713
Total World 24,991 28,178 36,850 53,707 47,717 66,439
United States 6,342 7,128 8,620 13,826 13,407 17,834

Source: GTIS, Global Trade Atlas database.

(3 percent). Among the fastest-growing imports during 2005-10 were several high-value
products, including meat and dairy products, alcoholic beverages, fresh fruit, and
miscellaneous processed foods. Major Chinese import flows are depicted in figure 2.2.**

The United States was China’s leading agricultural import supplier during 2005-10, a
period in which U.S. imports to China increased almost threefold to reach $17.8 billion in
2010 (table 2.1). China’s imports from the United States are more concentrated than
those from most of its other trading partners, with the top four imports—soybeans,
cotton, hides and skins, and processed animal feed—accounting for 84 percent of the
total in 2010. Soybeans accounted for 63 percent of all agricultural imports from the
United States in 2010 and were responsible for most of the overall growth during 2005-
10. Although the United States is among the world’s largest exporters of grains,
vegetable oils, beef, and pork, these products amounted to less than 3 percent of Chinese
imports from the United States between 2005 and 2010.

! Trade data cited here are from the United Nations Trade Statistics, as reported by China and compiled
by Global Trade Atlas. The country’s imports are likely understated because official government statistics do
not reflect “grey market” trade, which enters China through Hong Kong and Vietnam.
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FIGURE 2.2 Chinese agricultural imports were highly concentrated in a few major products in 2010
(million $)
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Soybeans

Soybeans are China’s largest agricultural import. During 2005-10, the value of soybean
imports increased an average of 32 percent annually, and further growth is expected over
the next five years.'® Imports rose from $7.8 billion in 2005 to peak at $25.1 billion in
2010.™ In 2009, China purchased more than one-half of total global soybean exports. **
Most of China’s soybean imports are processed into soybean meal for animal feed and
cooking oil for human consumption. Large margins between the prices paid for imported
soybeans and the prices received for processed meal and oil have made local processing
highly profitable and have contributed to the recent growth of soybean imports.*

Soybeans are by far the single most important agricultural product traded between the
United States and China (table 2.1). During 2005-10, China received almost one-half of
total U.S. soybean exports (58 percent in 2010). The large quantities traded are consistent
with the United States’ position as the world’s largest soybean producer and China’s as
the world’s largest consumer. According to the American Soybean Association (ASA),
U.S. soybean exports to China do not face trade barriers.® However, ASA has expressed
concern that imports of genetically modified (GM) soybeans from the United States could
become constrained by the cost of complying with Chinese GM regulations and the

12 Industry official, interview by Commission staff, Beijing, China, September 7, 2010.

3 During 2005-10, although the value of Chinese soybean imports fluctuated between years, the quantity
of imports rose each year during the period.

42009 is the most recent year for which global soybean export data are available.

15 USDA, FAS, “Strong Processing Margins Support China’s Expanding Soybean Import Market
Demand,” January 2010, 1.

16 For example, Chinese imports of soybeans have a duty rate of “Free.”
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difficulty of gaining approval for new cultivars of soybeans.'” In this regard, ASA notes
that the Chinese government requires separate registration for soybeans with stacks of
two or more biotech traits, even if all traits have been separately approved.™

Vegetable Oils

Vegetable oils are China’s second-largest agricultural import after soybeans. During
2005-10, 75-90 percent of China’s vegetable oil imports consisted of palm oil and
soybean oil. These two oils accounted for close to 23 percent and 30 percent of global
imports, respectively, during 2005-09. Between 2005 and 2010, China’s vegetable oil
imports more than doubled in value, accounting for about 13 percent of all agricultural
imports by China in 2010. Used mainly for cooking, vegetable oil imports have risen
because of growth in per capita income and the increasing availability of low-cost palm
oil from Malaysia and Indonesia. Chinese imports of soybean oil are relatively low
compared to soybeans, reflecting, in part, the difference in tariff treatment between
soybeans (duty free) and soybean oil (9 percent tariff).?’ Most of China’s soybean oil
imports are sourced from Brazil (67 percent in 2010), followed by the United States (21
percent), and Argentina (11 percent).

Cotton

Cotton is heavily used in China’s large textile and apparel industry, which accounted for
one-third of the value of world apparel exports in 2008.%* As a result, China is the world’s
largest producer, consumer, and importer of cotton.? In 2009, China accounted for about
one-third of global cotton imports, in spite of potential duties of 40 percent.”® Because so
much cotton is used in textile and apparel production, China’s demand for cotton imports
reflects both changes in domestic cotton production levels and global and domestic
demand for Chinese cotton apparel and textiles. Cotton imports decreased each year
during 2007-09 and by 2009 had declined 56 percent from 2006. The sharpest decline
was between 2008 and 2009, when the global economic crisis caused a decrease in orders
for Chinese apparel products.”* However, in 2010, cotton regained its standing as China’s
second most important agricultural import, reaching $5.7 billion, when China’s textile
and apparel industry increased production.”

Between 2005 and 2010, cotton was China’s second-largest agricultural import from the
United States. U.S. cotton represented over one-third of China’s cotton imports in 2010,
and the United States was China’s largest supplier during the period, followed by India,
Uzbekistan, and Australia. Chinese imports of U.S. cotton peaked in 2006, dropped
sharply in 2009, but then more than doubled the 2009 level in 2010. In addition to the
weaker cotton demand following the global recession, a reduction in planted cotton area

17 ASA, written submission to the Commission, June 22, 2010.

18 “Stacks™ are multiple genes that have been inserted into a seed using biotechnology in order to convey
a special characteristic or trait, like the ability to resist certain insects.

19 ASA, written submission to the Commission, June 22, 2010.

2YWTO, TAO.

2L Chinese apparel exports represent only 44 percent of Chinese production, with the remaining
56 percent consumed in the domestic market. Gereffi and Stacey, “The Global Apparel Value Chain, Trade
and the Crisis,” April 2010, 8, 10.

22 USDA, ERS, Fiber Use for Textiles and China’s Cotton Textile Exports, March 20009.

28 Cotton is subject to a tariff rate quota. The in-quota tariff is 1 percent while the over-quota tariff is
40 percent. For more information see chapter 7.

24 USDA, ERS, Cotton and Wool Situation and Outlook Yearbook, November 2008, iv.

% Ibid., June 11, 2010, 6.
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in the United States that began in 2006 had led to lower supplies available for export,
including exports to China.?® However, in 2010 U.S. production levels were the highest
in three years, which meant more U.S. cotton was available for export at the same time
global demand was recovering.”’

Despite increased shipments that year, the United States has been losing market share in
China to competitors, particularly India, which also accounted for about a one-third of
China’s cotton imports in 2010.% Indian cotton exports grew in line with increasing
production as a result of India’s adoption of Bt cotton.?

Hides and Skins

In addition to cotton, China’s apparel, footwear, and accessories industries use imported
hides and skins as inputs. During 2005-09, China accounted for about 30 percent of
world hides and skins imports and was by far the world’s leading importer. In 2010,
China’s hides and skins imports were $2.4 billion, the sixth highest category of
agricultural imports that year. Applied tariffs on imported hides and skins are low at
about 5 percent.*® Imports grew each year between 2005 and 2010, except for 2009, when
they dropped 18 percent. Like cotton, imports of hides and skins fell substantially
because of the global economic crisis and the resulting drop in orders for Chinese
apparel, footwear, and accessories worldwide, but rose again when the industry recovered
in 2010. During 2005-08, close to one-half of Chinese hides and skins imports came
from the United States, but this share fell to about one-third during 2009-10. These
shipments consisted mostly of cattle hides.

Meat

During 2005-10, Chinese meat imports rose from $431 million to $1.4 billion, an average
annual growth of about 35 percent. The increase is attributable principally to a rise in per
capita meat consumption, which grew about 20 percent annually between 2005 and
2009.*' During this period, poultry made up three-quarters of China’s meat imports,
followed by pork, with a 13 percent share, and sheep and lamb meat, with a 9 percent
share. Growth in Chinese imports reflects a larger trend of rising poultry consumption in
China that is outpacing domestic production. Poultry consumption in China rose because
of health concerns about pork products, higher incomes,* and more frequent dining out
by Chinese urbanites.*® Poultry was one of China’s top four agricultural imports from the
United States during 2005-09, growing at an average annual rate of over 50 percent. The
United States share of China’s poultry imports rose from 53 percent to 80 percent during
2005-09, gradually edging out poultry imports from Argentina and Brazil. However, in
2010 U.S. market share fell significantly, with imports down 80 percent from 2009

% During 2006-09, higher returns available to U.S. farmers from alternative crops, such as soybeans and
corn, resulted in less land planted with cotton. USDA, ERS, “Cotton: Background,” November 10, 2009.

2 USDA, ERS, Cotton and Wool Situation and Outlook Yearbook, December 13, 2010, 2.

28 |n 2005 India accounted for only 5 percent of China’s cotton imports.

2 USDA, FAS, India: Cotton and Products Annual, 2010, April 12, 2010, 3—4. Indian cotton exports are
expected to decline due to a law requiring licenses to export cotton. USDA, FAS, India: Export of Cotton
Allowed under License, June 4, 2010; USDA, ERS, Cotton and Wool Situation and Outlook Yearbook,
December 13, 2010, 6.

¥WTO, TAO.

3L E|U, China: Food: Sub-Sector Update, January 2009.

%2 E|U, China: Food, Beverages and Tobacco Profile, January 17, 2008.

3 USDA, FAS, China: Poultry and Products; Annual, September 1, 2008, 5.
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due to China’s countervailing duty (CVD) and antidumping (AD) investigations and
subsequent imposition of duties on U.S. poultry products.®

Pork was the fastest-growing meat import by China during 2005-10, driven mostly by a
fourfold increase between 2007 and 2008. Higher demand for foreign pork followed a
domestic outbreak of blue ear disease in 2007, as well as poor weather that reduced the
availability of domestic supplies.® This outbreak particularly encouraged imports of U.S.
pork, which rose from $1 million in 2006 to peak at $313 million in 2008. However, once
China recovered from the outbreak, its pork imports from the United States declined to
only $30 million by 2010.

Grains

During 2005-10, Chinese wheat imports fluctuated widely. Imports dropped from
$762 million in 2005 to $7 million in 2008 before rebounding to $309 million in 2010.
Government policy largely drove these fluctuations.®® In order to maintain production in
the face of low grain prices in 2005, the government instituted a number of programs,
which, together with higher international prices, led to expanded domestic wheat acreage
beginning in 2006.%" Higher domestic production lessened the need for wheat imports in
2007 and 2008.% When international wheat prices rose in 2008, the central government
banned wheat exports, auctioned off grain reserves, and instituted retail price controls in
an effort to slow food price inflation.*® This domestic price ceiling further lowered wheat
imports, as the price of wheat imports was not competitive with the price of domestic
wheat. These actions were consistent with the government’s goal of 95 percent self-
sufficiency in grains.

China is the second-largest corn-producing country in the world,*® using the grain
primarily for animal feed and ethanol production. While China is among the world’s
leading corn-consuming countries, it imported very little until 2010, when imports
increased eighteenfold from the year before to $367 million, virtually all of it from the
United States. Like wheat, the government views corn as important for national food
security* and provides support for domestic corn growers by guaranteeing prices for
domestic corn from state-owned enterprises and by providing subsidized seed, while also
controlling exports to insure that corn is available for domestic use.”” Strong demand,
coupled with poor production in the 2009/10 crop year (down by 5 percent from the

3 In August and September 2010, China announced CVD rates of between 5.1 percent and 30.3 percent,
and AD rates of between 50.3 percent and 105.4 percent, on imports of the subject U.S. poultry. PRC,
MOFCOM, “Notice No. 52 of 2010,” August 30, 2010; and PRC, MOFCOM, “Notice No. 51 of 2010,”
September 26, 2010. See chapter 7 for further discussion of the Chinese CVD and AD investigations on U.S.
poultry.

% USDA, FAS, Livestock and Poultry: World Markets and Trade, April 2008, 5.

% Chinese food security policy focuses on grain self-sufficiency, with grains including wheat, corn, rice,
and tubers. Trade data presented for grains in this chapter include barley but do not include tubers. USDA,
FAS, China: Grain and Feed; Annual, March 1, 2010, 15.

%" USDA, FAS, China: Grain and Feed; Annual, March 1, 2010, 3.

% USDA, FAS, PSD Online (accessed October 14, 2010).

% Gale, Lohmar, and Tuan, How Tightly Has China Embraced Market Reforms in Agriculture?

April 2009.

40 USDA, ERS, China Is Using More Corn for Industrial Products, December 20009.

! Gale, “A Tale of Two Commodities,” July 2007.

2 Some corn gets directed to industrial uses, such as starch and ethanol, in places where domestic end
users receive a subsidy for purchasing domestically grown corn. USDA, FAS, China: Grain and Feed;
Annual, March 1, 2010, 8-10.
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previous year), led China to purchase about 1.5 million metric tons (mt) of U.S. corn in
2009/10.%

Other Products

Chinese imports of several high-valued processed agricultural products grew significantly
between 2005 and 2010, most notably dairy products, alcoholic beverages, and fresh
fruit. During 2005-10, imports of dairy products, consisting mostly of whole milk
powder, infant formula, whey, and nonfat dry milk, increased more than fourfold,
reaching $2.9 billion in 2010. Major dairy suppliers were New Zealand and the EU-27,
which accounted for about 70 percent of all China’s dairy imports in 2010. The United
States is an important supplier of whey, which is by far the most important U.S. dairy
export to China. Imports of infant formula increased sixfold between 2005 and 2010.
This growth is attributed to both stronger demand for dairy products as per capita income
grew in China and the preference for foreign infant formula in response to concerns over
the safety of domestically produced product from 2007 to 2010.*

Alcoholic beverage imports by China grew nearly 34 percent annually between 2005 and
2010. Higher incomes and changing tastes among domestic consumers contributed to this
growth.”> Two products—wine and grape brandy (primarily Cognac)—accounted for
over 80 percent of alcoholic beverage imports in 2010. Major suppliers included the EU-
27 (mostly France and Italy), Australia, Chile, and the United States. Although U.S. wine
exports to China grew by more than 50 percent annually during 2005-10, even faster
growth by the EU-27 and Australia lessened the U.S. share of the Chinese wine market
during this period. Even though per capita beer consumption in China is high by
international standards, growth in beer imports was slower than wine because many
foreign beer companies produce their beer in China.*®

Chinese fresh fruit imports grew by about 26 percent annually during 2005-10. Among
the leading products were bananas from the Philippines, grapes from Chile and the
United States, guavas and longans from Thailand, and dragon fruit from Vietnam.

Imports by Major Trading Partner

During 2005-10, China’s agricultural imports were concentrated among a few major
partners (table 2.2 and figure 2.3). On average, the top three suppliers (United States,
Brazil, and Argentina) accounted for more than one-half of Chinese imports. Of the top
supplier countries to China, India, Brazil and Argentina recorded the fastest growth in
imports between 2005 and 2010, while imports from Australia grew the least.

Imports from Brazil and Argentina were highly concentrated, with soybeans and soybean
oil accounting for over 90 percent of the trade. In contrast, Chinese imports from the EU-
27 were relatively diverse, with the largest import category, alcoholic beverages,

43 USDA, FAS, PSD Online (accessed January 7, 2011)

“ Starting in September 2008, several Chinese dairies were implicated in a scandal involving milk and
infant formula which had been adulterated with melamine, leading to kidney stones and, in some cases, to
permanent kidney damage and death of infants. Fry, “Update on the Contamination of Dairy Products in
China,” November 2008.

5 EIU, Business China: Main Report, March 12, 2007, 4-5.

4 ElU, “Off the Wagon,” March 1997, 8.
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TABLE 2.2 China: Agricultural imports by major trading partner, 2005-10 (million $)

Partner 2005 2006 2007 2008 2009 2010
United States 6,342 7,128 8,620 13,826 13,407 17,834
Brazil 3,011 3,803 4,823 8,789 8,442 10,729
Argentina 2,967 2,360 5141 8,346 3,447 5,677
EU-27 1,819 1,952 2,621 3,438 3,239 4,719
Australia 2,388 2,311 2,596 2,923 2,473 3,885
Malaysia 1,461 1,823 3,124 4,223 3,130 3,619
Indonesia 934 1,264 1,845 2,684 2,281 3,001
Canada 977 630 1,081 1,577 2,488 2,784
India 346 1,076 1,212 1,515 814 2,381
Thailand 922 1,208 1,212 1,080 1,685 2,268
All other 3,824 4,622 4,575 5,305 6,311 9,542

Total 24,991 28,178 36,850 53,707 47,717 66,439

Source: GTIS, Global Trade Atlas database.

FIGURE 2.3 More than half of Chinese agricultural imports were supplied by three
countries during 2005-10

Other
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Source: GTIS, Global Trade Atlas database.

accounting for about one-quarter of the trade during this period. Other important imports
from the EU-27 included meat products (mainly pork) and animal skins. From Australia,
China primarily imported inputs for the textile and apparel industries, including wool,
cotton, and sheepskins. In 2010, Chinese wine imports from Australia were second only
to those from France, and Australian producers have begun branding wines specifically
for the Chinese market.*” Chinese agricultural imports from Canada increased at an
average annual rate of 30 percent between 2005 and 2010; two-thirds of those imports
consisted of erucic acid rapeseed® for processing into canola oil and meal, and rapeseed
oil.

To date China has completed and implemented trade agreements with 20 countries,* and
combined imports from these partners exceed imports from all other countries except the
United States. During 2005-10, average annual growth in agricultural imports from the

47 Zappone, “How to Sell Wine to China,” September 18, 2009.

8 Oil derived from low erucic acid rapeseed is also called “Canadian oil, low acid” or “canola” oil.

49 Countries with a free trade agreement with China include Bangladesh, Brunei, Burma, Cambodia,
Chile, Hong Kong, India, Indonesia, Laos, Macau, Malaysia, New Zealand, Pakistan, Peru, the Philippines,
Singapore, South Korea, Sri Lanka, Thailand, and Vietnam.
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trade partners with trade agreements was 28 percent, compared with 24 percent for
imports from all countries (table 2.3). Since many of China’s preferential trade
agreements came into force recently, the full tariff reductions have not yet occurred.
Therefore, the full effect of these agreements is not yet observable in trade statistics. One
factor that could limit the impact of duty reductions with Association of Southeast Asian
Nations (ASEAN) countries is that products such as fresh fruits and vegetables are
imported into China out of season, when domestic production is limited. Malaysia and
Indonesia accounted for close to one-half of the imports from all preferential trading
partners, with most of the imports consisting of palm oil.

TABLE 2.3 China: Agricultural imports from FTA-partner countries, 2005-10 (million $)

Country 2005 2006 2007 2008 2009 2010
ASEAN
Malaysia 1,461 1,823 3,124 4,223 3,130 3,619
Indonesia 934 1,264 1,845 2,684 2,281 3,001
Thailand 922 1,208 1,212 1,080 1,685 2,268
Vietnam 177 336 423 446 703 674
Singapore 85 145 210 266 429 508
Philippines 108 158 157 236 226 415
Myanmar 22 22 52 170 106 183
Laos 2 6 12 17 29 30
Cambodia 2 2 3 3 6 3
Brunei 0 0 0 0 0 0
Total ASEAN 3,713 4,963 7,037 9,124 8,595 10,702
India 346 1,076 1,212 1,515 814 2,381
New Zealand 620 656 755 922 1,248 2,079
Chile 93 103 143 228 314 449
Korea 146 155 160 175 195 268
Pakistan 20 26 27 32 49 122
Hong Kong 46 57 82 81 88 112
Peru 5 10 16 31 33 47
Bangladesh 0 0 1 3 6 17
Sri Lanka 2 3 5 6 5 16
Macau 0 0 0 0 1 0
Total 4,991 7,049 9,437 12,117 11,349 16,193

Source: GTIS, Global Trade Atlas database.

Exports

Exports by Product

During 2005-10, Chinese agricultural exports grew from $19.6 billion to $35.7 billion, an
average of 13 percent annually. In 2010, close to one-half of China’s agricultural exports
were horticultural products, led by processed vegetables with shipments totaling
$6.4 billion, followed by fresh vegetables ($3.7 billion) and fresh fruit ($2 billion).
Miscellaneous processed foods, processed animal feed (mostly soybean oil cake and pet
food), and meat products were the top non-horticultural products exported by China in
2010. Major Chinese export trade flows are depicted in figure 2.4.
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FIGURE 2.4 China’s agricultural exports were highly concentrated in a few major products in 2010
(million $)
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Source: GTIS, Global Trade Atlas database.

The United States was China’s fourth-largest export market for agricultural products in
2010, behind Japan, the EU-27, and Hong Kong. In 2010, about one-half of Chinese
agricultural exports to the United States were horticultural products, mainly processed
vegetables (processed garlic and preserved mushrooms), fruit juice, and processed fruit
(canned citrus and peaches) (table 2.4). Apple juice was another important export, as
Chinese juice accounted for 72 percent of U.S. juice imports between 2005 and 2010, in
spite of the antidumping duties that were levied on specific Chinese apple juice producers
in 2000.>° Between 2005 and 2010, Chinese exports to the United States grew by about
$1.7 billion, with much of the increase from higher exports of pet food and processed
horticultural products.

0 USDA, ERS, China’s Rising Fruit and Vegetable Imports, February 2006, 9. The China-wide
antidumping (AD) duty rate is 51.74 percent. However, several Chinese exporters were excluded from the
AD orders because they received de minimus margins (margins below 2 percent), and a number of other
companies have received de minimus margins in subsequent U.S. Department of Commerce (USDOC)
administrative reviews. On November 15, 2010, the USDOC announced that it would revoke the AD duties
on U.S. imports of non-frozen apple juice concentrate from China owing to non-participation by the U.S.
industry. 75 Fed. Reg. 69628 (November 15, 2010).
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TABLE 2.4 China: Agricultural exports to the world and the United States by product, 2005-10 (million $)

Product Source 2005 2006 2007 2008 2009 2010
Animal products
Live animals World 329 333 375 507 442 454
United States 15 18 20 27 19 20
Beef World 42 64 79 96 61 109
United States 0 0 0 0 0 0
Pork World 406 401 284 276 263 332
United States 0 0 0 0 0 0
Sheep and lamb meat World 54 66 54 50 42 69
United States 0 0 0 0 0 0
Poultry World 194 167 261 324 336 428
United States 0 0 0 0 0 0
Dairy World 130 141 322 352 82 91
United States 9 13 11 8 1 15
Eggs World 79 78 94 132 122 143
United States 2 2 3 5 4 4
Processed meats World 1,187 1,276 1,342 1,119 1,157 1,462
United States 27 19 10 10 15 24
Other products of animal origin  World 1,062 1,051 1,123 1,379 1,242 1,428
United States 248 218 257 249 195 244
Grains
Wheat World 37 161 481 31 2 0
United States 0 0 1 0 0 0
Rice World 225 409 479 482 524 416
United States 0 2 2 1 0 0
Corn World 1,097 412 874 73 32 33
United States 0 0 0 0 0 0
Other grain World 55 56 133 87 61 90
United States 0 1 1 0 0 0
Oilseeds and products
Soybeans World 170 146 196 351 237 118
United States 16 16 18 36 30 10
Soybean oll World 40 72 57 185 76 65
United States 0 0 0 0 0 0
Rapeseed oll World 21 90 17 11 13 5
United States 0 0 0 0 0 0
Corn ol World 71 76 58 151 21 17
United States 0 0 0 0 0 0
Other vegetable oll World 137 129 168 206 150 187
United States 12 12 16 17 12 17
Horticulture
Vegetables, fresh World 1,247 1,619 1,642 1,460 2,081 3,654
United States 52 81 91 64 83 143
Vegetables, processed World 3,266 3,871 4,753 5,300 4,988 6,387
United States 249 341 412 433 409 517
Nuts World 977 1,040 1,226 1,363 1,172 1,403
United States 57 75 83 111 102 115
Fruit, fresh World 658 789 1,067 1,529 1,815 2,032
United States 4 13 24 17 15 14
Fruit, processed World 861 1,031 1,352 1,567 1,382 1,604
United States 174 235 326 419 381 398
Juice World 526 671 1,354 1,259 762 864
United States 182 218 483 595 352 412
Miscellaneous plants (ch 12) World 621 690 844 954 1,005 1,228
United States 32 43 44 45 33 41
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TABLE 2.4 China: Agricultural exports to the world and the United States by product, 2005-10 (million $)—Continued

Product Source 2005 2006 2007 2008 2009 2010
Beverages

Teal/coffee World 511 589 657 751 786 886
United States 30 35 40 46 43 76

Alcoholic beverages World 295 714 398 448 385 527
United States 11 93 12 12 12 14

Non-alcoholic beverages World 414 367 423 405 438 459
United States 7 8 11 14 11 7

Sugar, sweeteners, confectionery

Sugar World 111 61 48 28 34 64
United States 0 1 1 2 2 3

Honey World 88 105 94 147 126 183
United States 24 27 14 13 0 1

Other sweeteners World 307 401 517 649 737 995
United States 66 73 113 130 145 145

Cocoa products World 110 124 147 200 130 213
United States 40 46 42 62 15 8

Processed foods

Miscellaneous processed foods World 1,459 1,756 2,002 2,214 2,266 2,698
United States 125 173 214 202 210 234

Milled grain products World 200 236 509 540 466 551
United States 1 6 5 7 9 13

Processed animal feed World 474 505 994 1,615 1,758 1,951
United States 47 95 210 321 325 427

Spices World 417 400 434 564 617 771
United States 46 37 44 56 64 92

Other

Cotton World 9 26 37 42 19 10
United States 0 0 0 0 0 0

Wool World 69 69 77 56 39 70
United States 1 1 1 1 0 1

Tobacco and products World 537 566 638 742 878 1,020
United States 6 7 17 9 11 7

All other World 1,170 1,311 1,743 2,423 2,159 2,686
United States 9 125 123 197 175 227

Total World 19,646 22,047 27,330 30,045 28,885 35,683
United States 1,578 2,035 2,649 3,110 2,673 3,229

Source: GTIS, Global Trade Atlas database.

Horticultural Products

China is a large global exporter of horticultural products.®* Between 2005 and 2010,
about 45 percent of Chinese agricultural exports were horticultural products, consisting
mostly of fresh and processed fruits and vegetables, and juice. During this period, exports
rose from $8.2 billion to $17.2 billion, a rate of about 17 percent annually. Contributing
to the rise in exports were low labor and input costs that make fruit and vegetable
production and processing (both labor-intensive activities) profitable for Chinese
exporters. Also, growth in domestic production in excess of domestic consumption
growth provided surplus available for export.® The Chinese government has invested
heavily in the food processing sector,> and large canneries (often designated as leading

*! California Cling Peach Board, written submission to the Commission, July 28, 2010.
%2 USDA, ERS, China’s Rising Fruit and Vegetable Exports, February 2006, 11-12.
%% Industry officials, interviews by Commission staff, Beijing, China, September 2007.
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agribusinesses or “dragon head” enterprises® by the government) are also supported
through loans from state banks and preferential legal treatment.*

Among China’s horticultural exports, processed vegetables are by far the largest
(table 2.4), reaching $6.4 billion in 2010. The top processed vegetable export was tomato
paste (exported mainly to Russia, the EU-27, and Africa), followed by mushrooms
(exported to the EU-27, the United States, and several Asian countries, including Japan,
Thailand, and Hong Kong) and kidney beans (to the EU-27 and India). China also
exported dried garlic, for which the United States is the leading market. Even though
exports of fresh vegetables are constrained by poor cold storage facilities and an inability
of many producers to meet foreign quality standards,®® China’s fresh vegetable exports
exceeded $3.6 billion in 2010, compared to $1.2 billion in 2005. In 2010, fresh garlic
accounted for almost two-thirds of these exports, with Indonesia by far the most
important market, followed by Brazil, Vietnam, and the EU-27. The United States is the
fifth largest market for Chinese fresh garlic, even though AD duties of up to 377 percent
have been applied on Chinese product since 1994.°" Other fresh vegetable exports
important to China are carrots and onions, exported mostly to Japan and several markets
in South Asia.

Fresh and processed fruit accounted for $3.6 billion of China’s agricultural exports in
2010. Fresh apples were the leading fresh fruit export, followed by fresh pears and
mandarin oranges. Many of these products were exported to Asia (mostly to Indonesia,
followed by Thailand, Bangladesh, and the Philippines), although Russia is an important
market for Chinese apple exports. China’s processed fruit exports, mostly canned citrus,
pears, and fruit mixtures, increased rapidly during 2005-10. The major market for these
products was the United States, where they were either consumed in the foodservice
industry or repackaged into individual serving containers for retail sale.*® Other major
markets for Chinese processed fruit exports were Japan, the EU-27, and Canada.

Other Products

Miscellaneous processed foods and animal feed are also major agricultural exports for
China. During 2005-10, miscellaneous processed food exports increased from
$1.5 billion to $2.7 billion, making it China’s third-largest agricultural export category
after processed and fresh vegetables. Major exports in this category were noodles
(HS190230), exported to Hong Kong, Japan, and the United States, and sauces
(HS210390), exported to South Korea, Japan, Hong Kong, and the United States. China’s
processed animal feed exports increased about fourfold during 2005-10, reaching
$2 billion in 2010. This category includes soybean oil cake (HS230400) and prepared
feed additives for livestock (HS230990), as well as pet food for dogs and cats
(HS230910). Major markets for soybean oil cake and feed additives are in Asia,
including Japan, South Korea, and Vietnam. The United States was the largest purchaser

% Dragon head enterprises are leading-edge companies within the agricultural sector in China, and they
are eligible for preferential tax treatment, preferential access to loans, and participation in official
delegations. Waldron, Brown, and Longworth, Rural Development in China, 2003, 40.

%5 USDA, FAS, China: Annual; Canned Deciduous Fruit, November 10, 2009.

%6 Industry official, interview by Commission staff, Washington, DC, August 19, 2010.

* Through administrative reviews, several Chinese exporters have been assessed lower duties ranging
from zero to 40 percent in recent years. 65 Fed. Reg. 76608 (December 7, 2000); USITC, Fresh Garlic from
China, September 2006. As of the 13th USDOC administrative review in 2009, AD duties on fresh garlic
from China are assessed on a per unit rate of up to $4.71/kg. U.S. government official, telephone interview by
Commission staff, Washington, DC, November 2, 2010.

%8 USITC, Canned Peaches, Pears, and Mixtures, 2007.
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of Chinese pet food, followed by Japan; sales to the United States surged from
$12 million in 2005 to $343 million in 2010.

Exports by Major Trading Partner

Chinese export markets were highly concentrated among a few major trading partners.
During 2005-10, about one-half of agricultural exports went to the top four trading
partners, and three-quarters to the top 10 markets (table 2.5 and figure 2.5). Japan
remained the top destination for Chinese agricultural exports, though its share fell from
26 percent in 2005 to 17 percent in 2010. The EU-27 was the second-largest market
during this period, with a fairly stable share of about 14 percent. Hong Kong and the
United States each accounted for about 10 percent of China’s agricultural exports.

TABLE 2.5 China: Agricultural exports by major trading partner, 2005-10 (million $)

Partner 2005 2006 2007 2008 2009 2010
Japan 5,094 5,243 5,499 4,989 5,088 6,009
EU-27 2,485 3,006 3,938 4,672 4,000 4,797
Hong Kong 2,250 2,314 2,654 2,994 3,000 3,549
United States 1,578 2,035 2,649 3,110 2,673 3,229
Korea 1,871 1,771 2,484 2,086 1,832 2,213
Indonesia 387 560 880 800 962 1,603
Malaysia 560 668 868 887 973 1,324
Vietnam 262 330 461 692 915 1,267
Russia 611 710 923 1,083 908 1,162
Thailand 274 323 468 608 756 1,060
All other 4,275 5,087 6,504 8,124 7,777 9,469

Total 19,646 22,047 27,330 30,045 28,885 35,683

Source: GTIS, Global Trade Atlas database.

FIGURE 2.5 More than one-half of Chinese agricultural exports were shipped to
four markets during 2005-10
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During 2005-09, Chinese agricultural exports to Japan were fairly stable at about
$5 billion annually and then grew to $6 billion in 2010. Japan’s proximity to China
makes the two countries natural trading partners in many products. Many Japanese
companies lease land in China and grow products for export back to Japan, though some
of these companies also sell their products in China’s domestic market. Japanese
investment in Chinese agriculture is viewed positively in China because it increases the
income of Chinese farmers and helps to develop China’s agricultural sector.® Processed
meats (chicken offal) are the largest agricultural export from China to Japan. Exports to
the EU-27 market grew consistently between 2005 and 2010 with the exception of 2009,
when they fell 14 percent. Processed fruits and vegetables were the single largest Chinese
agricultural exports to EU-27 countries during 2005-10. During this period, Hong Kong
was China’s third-largest agricultural export market, and while some agricultural exports
were likely consumed there, often traders in Hong Kong shipped products from mainland
China for re-export to other markets.*

When grouped together, China’s preferential trade partners accounted for more of
China’s agricultural exports than any individual trading partner. In 2010, China exported
$13.8 billion in agricultural products to preferential trading partners, together accounting
for 39 percent of its total agricultural exports (table 2.6). Fresh garlic was the largest
export to these markets, with $1.2 billion shipped in 2010, accounting for 9 percent of all
agricultural exports to preferential trade partners. Other major products exported to FTA
partners were dried mushrooms, fresh apples, mandarin oranges, and live swine, but no
other individual product accounted for more than 5 percent of exports in 2010. As with
imports from preferential trade partners, the total effect of the agreements is not yet
observable in the trade statistics, and the benefits of these agreements in terms of
enhanced exports likely will not be fully realized for several years.

China-U.S. Competition in Third-Country Markets

To a large extent, agricultural exports of the United States and China do not compete in
third-country markets. This is because the two countries have different factor
endowments which influence their international competitiveness in broadly different
products. As mentioned, relative to China, the United States is a land-abundant, labor-
scarce country, a situation that gives it a comparative advantage in land-intensive
agriculture, including grains, oilseeds, and livestock. In contrast, relative to the United
States, China is a labor-abundant, land-scarce country; it therefore enjoys a comparative
advantage in labor-intensive agricultural products, especially in horticulture.®® In most
cases, these resource endowments make China and the United States natural trading
partners rather than competitors.

A partial exception is fresh fruit, of which both countries export high volumes. In the
past, Chinese fresh fruit could not compete with that of the United States in global
markets. This was mostly because of the poor quality of Chinese fruit, as scarce cold
storage and poor rural infrastructure in China took its toll on perishable products
traveling long distances for export.®? However, in the last five years, the quality of many

% Shaosheng et al., “Agglomeration Effects and Japanese Food Industry Investment in China,”
August 2006, 3.

8 |ndustry official, interview by Commission staff, Washington, DC, July 12, 2010.

81 |_ohmar et al., China’s Ongoing Agricultural Modernization, April 2009.

82 Industry officials, interview by Commission staff, Shandong, China, August 19, 2010.
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TABLE 2.6 China: Agricultural exports to FTA-partner countries, 2005-10 (million $)

Country 2005 2006 2007 2008 2009 2010
Indonesia 387 560 880 800 962 1,603
Malaysia 560 668 868 887 973 1,324
Vietnam 262 330 461 692 915 1,267
Thailand 274 323 468 608 756 1,060
Philippines 289 409 490 475 550 637
Singapore 251 291 315 411 358 455
Myanmar 50 80 69 64 76 100
Cambodia 9 14 20 23 13 21
Laos 2 2 1 3 6 15
Brunei 4 4 5 7 7 10

Total ASEAN 2,087 2,680 3,578 3,970 4,617 6,491
Hong Kong 2,250 2,314 2,654 2,994 3,000 3,549
Korea 1,871 1,771 2,484 2,086 1,832 2,213
India 213 224 349 414 483 521
Pakistan 169 125 138 149 210 274
Bangladesh 47 67 107 101 186 242
Macau 123 139 163 187 188 201
New Zealand 36 48 67 77 68 85
Sri Lanka 26 38 54 49 58 82
Chile 12 18 40 65 51 66
Peru 5 9 17 26 31 34

Total 6,840 7,434 9,652 10,119 10,724 13,760

Source: GTIS, Global Trade Atlas database.

Chinese horticultural products has greatly improved, and competition with the United
States, particularly in Asian markets, has grown.®®

Nonetheless, competition between the United States and China in third countries appears
to be limited to a few markets. Moreover, the United States and China currently tend to
supply different market segments, differentiated by cost, quality, and/or variety
preference. ® For example, China has become the world’s primary low-cost apple
producer and, as a result, supplies markets where price is the main factor driving demand,
while U.S. apples typically supply markets where consumers demand high-quality apples.
As for pears, Chinese and U.S. products primarily supply distinct export markets because
each country produces specific varieties that are preferred in different countries.®®

As China becomes better able to supply high-quality fruit at a low cost to nearby Asian
markets, competition with the United States could intensify.®® The United States and
China both export large quantities of apples to several Asian markets, including
Indonesia, Malaysia, and India. Chinese apple exports to Vietnam, a low-cost apple
market, averaged $53 million between 2008 and 2010, far outpacing average U.S. apple
exports of $8 million to Vietnam during the same period.®’ In India, apple imports from
all sources almost tripled between 2005 and 2009 to reach 90,800 mt.®® During this

23 Industry officials, interview by Commission staff, Shandong, China, September 14, 2010.
Ibid.

® Trade statistics bear out the current limited nature of competition in pears. U.S. and Chinese pear
exports were $162 million and $220 million, respectively, for 2009, but in only Russia and Canada were
more than $10 million worth of pears imported from both countries.

® Huang, Global Trade Patterns in Fruit and Vegetables, June 2004, 63.

7 GTIS, Global Trade Atlas database.

% Ibid.
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period of tremendous growth, Chinese apples increased their market share relative to the
United States as their quality improved while prices remained stable. China’s share of
Indian apple imports grew from 20 percent in 2005 to 40 percent in 2009, while that of
the United States fell from 53 percent in 2005 to 42 percent in 2009.%

China and the United States both export large quantities of fresh and frozen vegetables,
yet compete directly in only a few countries. For example, China and the United States
are the top two exporters of carrots and turnips in the world, but have no markets in
common among their top 10 export destinations. For onions and shallots, Japan is the
only market where competition takes place, with China exporting $117 million in 2010
and the United States $35 million. © Competition is generally greater in frozen
vegetables, which can be transported across long distances with little loss in quality.
However, U.S. and Chinese producers tend to produce different varieties of frozen
vegetables.”

8 GTIS, Global Trade Atlas database.

™ Interestingly, U.S. exports had a lower unit price than Chinese exports, possibly reflecting exports from
China by Japanese-owned farms that produce U.S.-quality fresh vegetables. Shaosheng et al.,
“Agglomeration Effects and Japanese Food Industry Investment in China,” August 2006, 3.

™ Huang and Gale, “China’s Rising Fruit and Vegetable Exports Challenge U.S. Industries,”
February 2006, 5.
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CHAPTER 3
Chinese Agricultural Consumption

Overview

China is a major global consumer of agricultural products. It consumes one-third of the
world’s rice, one-fourth of all corn, and one-half of all pork and cotton, and it is the
largest consumer of oilseeds and most edible oils." The traditional Chinese diet centers
around staple foods (mainly grains and starches),” which account for nearly one-half of
the daily caloric intake. Average Chinese per capita consumption recently stabilized at
approximately 3,000 calories per day, one of the highest levels among Asian countries.
Over the past five years, per capita consumption of staple foods has been fairly stable in
both rural and urban areas. However, food consumption patterns are changing with the
Chinese increasing the portion of nonstaple food items, such as fruits, meat, and dairy
products, in their diets.’

Chinese food consumption is influenced by factors such as population size and
demographics, income, food prices, and general preferences. China has a population of
over 1.3 billion people, ranging from poor rural farmers to wealthy urbanites.” Per capita
income growth and urbanization are the two factors most responsible for altering recent
consumption patterns in China. Rising income translates into higher per capita food
consumption, while increasing urbanization is driving diversification of food choices
because of greater availability and choice offered through increasingly diverse sales
outlets.

Chinese consumers generally fall into one of three categories: rural consumers; urban
low-income consumers; or urban high-income consumers. Although urban high-income
consumers can afford to buy more and better-quality food, the ubiquity of food outlets® in
cities means that nearly every urban resident, regardless of income, has available an
increasingly diverse food selection. Compared to rural diets, urban diets contain less
grain and more nonstaple items, including processed and convenience foods. Rural
migrants to cities tend to adopt the urban diet.’”

Along with more varied consumption, higher incomes are leading to changing food
preferences, including the demand for better quality and safer foods.® Food preferences

! China accounts for 27 percent of world soybean consumption, 29 percent of world cottonseed
consumption, and 41 percent of world peanut consumption. China is also the largest single-country consumer
of rapeseed (behind the European Union-27) at 25 percent of world consumption. USDA, FAS, PSD Online
(accessed October 18, 2010).

2 See figure 3.1; see also USDA, ERS, China Agricultural and Economic Data (accessed October 5,
2010).

% Of Asian countries, only Kazakhstan (3,490 per capita per day) and South Korea (3,073) have a higher
caloric intake than China. Japan had the fifth-highest caloric intake, at 2,812. Although Taiwan likely has a
high caloric intake among Asian countries, data for Taiwan are not available. FAO, FAOSTAT (accessed
May 24, 2010).

4 USDA, ERS, China Agricultural and Economic Data (accessed October 7, 2010).

5 CIA, The World Factbook: China, updated April 26, 2010.

6 Food outlets include restaurants, fast food locations, supermarkets, and wet markets.

" Rozelle, Vegetables in China, March 2006, 3.

8 Gale and Huang, Demand for Food Quality and Quantity in China, January 2007, 1, 8.
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determine where urban Chinese purchase their foods, whether it be at local “wet
markets,” urban supermarkets, or restaurants. ° Chinese value the diversity in food
products that different shopping outlets offer.'® In the future, analysts predict that further
income growth and urbanization will continue to increase demand for a variety of higher-
quality foods.™*

Consumption Trends

Consumption Patterns

Between the 2005/06 and 2009/10 marketing years,*? consumption of most agricultural
products grew rapidly by volume, although growth rates differed among commaodity
groups (table 3.1)." During this period, consumption of oilseeds and oilseed products
rose significantly, with that of soybeans, soybean meal and oil, and palm oil each
increasing by 30 percent or more. Among the grains, corn consumption increased the
most, rising 13 percent between 2005/06 and 2009/10. The higher consumption of corn,
soybeans, and meals, which are ingredients for livestock feed, is a response to increased
demand for meat. During 2005/06-09/10, consumption of pork (the most heavily
consumed meat in China) increased by 8 percent, even though consumption fell in
2007/08. The drop in consumption that year was due to an outbreak of blue ear pig
disease, which lowered production and caused pork prices to climb 85 percent.* Poultry
consumption, although one-fourth the level of pork consumption, experienced the largest
growth among meats, increasing almost 5 percent annually (or 21 percent overall)
between 2005/06 and 2009/10. Consumption of milk powders (nonfat dry milk and whole
milk powder) increased almost 20 percent during the same period, albeit from a low
2005/06 base. Greater consumption of milk powders, furnished mostly through increased
imports, was in response to a drop in fluid milk consumption in 2008/09 and 2009/10
following a scandal involving melamine-contaminated powdered infant formula that led
consumers to distrust domestic dairy products.' Consumption of cotton increased
moderately between 2005/06 and 2009/10 in spite of a sharp dip in 2008/09, a result of
the global economic recession that led to lower demand for textiles and apparel items
manufactured from cotton.™

® Latner, Who Is Feeding China? February 19, 2010, 13. Wet markets are open-air food markets.
Products sold at wet markets, including meat from slaughtered animals are generally stored for short periods
of time and are always expected to be fresh.

10 Chan and Tse, The Consumer Trap, May 12, 2007.

! Gale and Huang, Demand for Food Quality and Quantity in China, January 2007, 24.

12 The marketing year is a 12-month period, usually beginning with a new harvest, during which the
product is marketed. Marketing years differ for each commodity and country.

13 The data on apparent consumption that are discussed in this section are from the USDA’s database
PSD Online, where consumption is determined by the sum of beginning stocks, domestic production, and
imports, less the sum of ending stocks and exports. Thus consumption includes both domestically produced
and imported products. This consumption includes human, livestock, and manufacturing consumption of
agricultural products.

14 Barboza, “Virus Spreading Alarm,” August 16, 2007.

15 Gifford, “Food Fears Persist in China,” October 26, 2010.

16 USITC, Shifts in U.S. Merchandise Trade, 2010, CHN-3.
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TABLE 3.1 China: Agricultural consumption, 2005/06—09/10

Growth
Annual 2005/06—
Commaodity 2005/06 2006/07 2007/08 2008/09 2009/10 growth 09/10
Million metric tons (mt) Percent
Grains
Corn 137.0 145.0 149.0 152.0 155.0 3.1 13.1
Rice, milled 128.0 127.2 127.5 133.0 134.5 1.3 51
Wheat 1015 102.0 106.0 105.5 105.0 0.9 3.4
Other grains 10.1 8.5 8.0 8.3 8.2 -4.7 -18.6
All grains 376.6 382.7 390.5 398.8 402.7 1.7 6.9
Oilseeds
Soybeans 44.4 46.1 49.8 51.4 57.8 6.9 30.1
Rapeseed 13.7 11.9 11.4 13.7 15.1 3.2 9.8
Cottonseed 111 13.9 14.5 14.4 12.7 4.2 14.4
Peanuts 13.6 12.0 12.3 13.6 12.6 -1.4 -6.9
Sunflower seed 1.8 14 11 1.7 15 -0.9 -18.1
All oilseeds 84.7 85.4 89.1 94.8 99.7 4.2 17.8
Meat
Pork? 45.1 46.1 42.7 46.4 48.7 2.1 8.0
Poultry 10.1 10.4 11.4 12.0 12.2 4.9 21.0
Beef and veal® 5.6 5.7 6.1 6.1 5.7 0.7 2.4
Meal
Soybean meal 27.8 27.6 30.8 31.7 35.8 6.7 28.9
Rapeseed meal 8.3 7.5 7.1 8.3 9.1 3.0 9.8
Other meal 8.7 8.8 9.3 9.6 8.9 0.5 1.7
All meal 44.8 44.0 47.3 49.6 53.8 4.8 20.1
Dairy
Fluid milk 28.6 33.0 36.3 354 29.6 1.6 3.5
Dry milk (nonfat and whole) 1.1 1.2 1.2 1.1 1.3 4.8 18.1
Edible oils
Soybean oil 7.6 8.7 9.7 9.5 10.4 8.4 37.0
Palm oil 5.0 5.1 5.2 5.6 6.4 6.7 29.3
Rapeseed oil 4.5 4.3 4.1 4.9 5.3 4.1 15.7
Other 4.4 4.4 4.3 4.8 4.6 1.6 5.9
All edible oils 215 22.6 23.3 24.7 26.7 5.6 24.4
Cotton” 435 48.0 48.5 41.8 45.0 1.3 34

Source: USDA, FAS, PSD Online (accessed November 2, 2010).

dCarcass weight equivalent.
1,000 480-Ib. bales.

Caloric Intake

The long-term trends in Chinese food consumption and nutritional status can be identified
by looking at changes in the number of per capita daily calories consumed, as well as
changes in the composition of the food from which those calories are derived. Since the
beginning of the reform period in the late 1970s, Chinese caloric intake has increased
significantly. Between 1977 and 2007, the daily intake of calories rose over 50 percent,
with more than half of this increase occurring between 1977 and 1987.% Since then,

" FAO, FAOSTAT (accessed July 23, 2010). Caloric consumption measures daily caloric intake by
humans.
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FIGURE 3.
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China’s caloric intake has continued to grow, but at a much slower rate, increasing only
5 percent between 1997 and 2007. On average, the Chinese consumed about
2,981 calories per capita per day in 2007. Although this was about four-fifths the level in
the United States (3,748 calories per capita), China’s daily caloric intake is above the
global average and third among Asian countries, after South Korea and Kazakhstan; it is
above that of India (2,352 calories per capita) but less than that of Brazil (3,113 calories
per capita).™®

Over the past 20 years, the sources of calories in the Chinese diet have changed. In
particular, the portion of calories derived from traditional staple foods, such as grains and
tubers, has fallen, while the portion from traditionally nonstaple food products, such as
meats, fruit, and dairy products, has increased (figure 3.1)."° For example, calories from
vegetables, meat, and fruit consumption increased by 108 percent, 122 percent, and
302 percent respectively between 1987 and 2007. Currently, grains and meats constitute
the core of the Chinese diet, accounting for about two-thirds of calories consumed. The
caloric importance of vegetables is growing both in absolute terms and as a share of
overall caloric intake. Fruit remains a proportionally small part of the Chinese diet, even
though calories derived from fruit consumption have increased over time.

1 Compared with 1987, Chinese daily caloric intake in 2007 had grown significantly and
more meat, fruits, and vegetables

1987 2007

2,524 2,981

Ol crop Aquaculture ]
1% Misc. 7% 2% Fruit Misc.

1% 9%
Dairy
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49%

Tubers
9%

14%

, FAOSTAT (accessed August 26, 2010).

18 Caloric data are from 2007. FAO, FAOSTAT (accessed August 26, 2010).
1% The actual calories coming from cereals rose from 1,459 calories in 1987 to 1,657 calories in 2007.
Calories from tubers, on the other hand, declined in both proportional and absolute terms.
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Factors Affecting Consumption

Population

China is the world’s most populous country, comprising one-fifth of the global
population. Between 2005 and 2009, China’s population grew by an estimated 3 percent
(an annual average growth rate of 0.64 percent),?’ even though the population growth rate
has been steadily declining since the 1990s (figure 3.2). China’s population is projected
to increase from its current 1.3 billion to 1.5 billion by 2030 and then decline.”* The
projected drop in population is primarily due to China’s birth control policies limiting
births, in principle, to one child per couple, although in rural areas two or three children
households are not uncommon.?” Because of such policies, China’s population is older
than that of other large developing countries and will continue to age.?® For example,
China’s population has a median age of 34 years, compared with 29 in Brazil and 26 in
India.?* In 2008, the portion of China’s population that was under 15 years old was three
times higher than the portion over 65, but by 2030 these groups should be roughly equal
in size.” In the future, as the Chinese population ages and declines, the growth in food
consumption likely will decline as well. Nonetheless, given its massive population, China
will remain a major global consumer of agricultural products.

FIGURE 3.2 China's population is growing while its growth rate falls
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Source: OECD, OECD Factbook 2010: Economic, Environmental, and Social Statistics, 2010.

2 |n comparison, the average annual population growth rate between 2005 and 2009 was 0.96 percent for
the United States, 1.05 percent for Brazil, and 1.47 percent for India. OECD, OECD Facthook 2010:
Economic, Environmental and Social Statistics, 2010.

2L OECD, OECD Factbook 2010: Economic, Environmental and Social Statistics, 2010.

22 Hesketh and Xing, “The Effect of China’s One-Child Family Policy after 25 Years,” 2005, 1171-76;
The Economist, “China Policy: Rethinking China’s One-Child Policy,” August 25, 2010.

Z EC, DGA, “China: Out of the Dragon’s Den?” May 2008, 2.

24 CIA, The World Factbook: China, updated April 26, 2010; CIA, The World Factbook: India, updated
August 19, 2010; CIA, The World Factbook: Brazil, updated August 19, 2010.

% OECD, OECD Facthook 2010: Economic, Environmental and Social Statistics, 2010.
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Urbanization

Food consumption patterns are also affected by the increased urbanization of China’s
population. During the 1960s and 1970s, just over 80 percent of China’s population lived
in rural areas (figure 3.3). However, beginning in the late 1970s the rural population
began to decline as people moved to find employment in the cities, and by 2008 only
57 percent of the population was living in rural areas. Rural-urban migration continues to
occur; between 2004 and 2008 the rural population fell by about 1 percent annually,
while the urban population rose by 3 percent annually.?® Today only 40 percent of
Chinese people are rural farmers, whereas 20 years ago two-thirds were rural and
produced a large portion of their own food. %’

FIGURE 3.3 Rural population declined as a share of Chinese total population during
1978-2008
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Source: The World Bank, Data: China (accessed July 26, 2010).

Urban and rural Chinese show different food consumption patterns, though the gap is
narrowing. Urban Chinese consume more food overall, especially vegetables, fruit, and
edible oils, but eat fewer grains than rural dwellers do (table 3.2). Urban dwellers also
consume significantly more fruit and fresh eggs than rural dwellers. In addition, they are
more likely to buy chilled, frozen, or perishable foods than their rural counterparts, since
they are more likely to own refrigerators. Although urban per capita consumption
remained fairly stable in terms of volume, urban consumers were purchasing foods of
increasingly higher price and quality.* Meanwhile rural residents consumed less grain
and vegetables, but slightly more fruit, during 2004-08.

Workers who migrate to cities normally adopt urban consumption patterns® and are
exposed to certain foods that are largely unique to urban areas, such as snacks and
processed foods.* Future rural-urban migration is therefore expected to continue to be a

% This data is calculated from the population data in table 3.2 of this report.

2T CIA, The World Factbook: China, updated April 26, 2010.

%8 Gale, China’s Growing Affluence, June 2003, table 3.2.

2 Gale, China’s Growing Affluence, June 2003.

% Gale and Huang, Demand for Food Quality and Quantity in China, January 2007, 21, 23. While
higher-quality foods may be more expensive, higher prices do not necessarily denote a higher-quality product.

*! Rozelle, Vegetables in China, March 2006, 3.

32 shapouri and Rose, Developing Countries, June 2009, 36-37.
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TABLE 3.2 China: Per capita consumption of select commodities and population in rural and urban areas, 2004—08

Commaodity Area 2004 2005 2006 2007 2008
Kilograms
Grain? Rural 219 209 206 199 199
Urban 78 77 76 78 n/a
Vegetables Rural 107 102 100 99 100
Urban 122 119 118 118 123
Meat” Rural © © 36 32 31
Urban 31 33 32 32 31
Fruits® Rural 17 17 19 19 19
Urban 53 57 60 59 54
Edible oils Rural 5 6 6 6 6
Urban 9 9 9 10 10
Fresh eggs Rural 5 5 5 5 5
Urban 10 10 10 10 11
Millions
Population Rural 784 777 770 762 754
Urban 512 527 541 556 571

Source: USDA, ERS, China Agricultural and Economic Data (accessed date November 2, 2010).

4Grains includes tubers.

PMeat includes pork, beef, mutton, and poultry.
‘Data not available.

YIncludes fruits and melons.

major cause of the changing pattern of Chinese consumption.®* More information on
migration can be found in box 3.1.

Income and Expenditure

Income Growth and Distribution

Historically, China has been a low-income country. In 1981, near the beginning of the
reform period, 98 percent of the population lived on less than $2 a day, and 84 percent of
the population on less than $1.25.3* However, rising incomes over the past three decades
have significantly lowered poverty levels. For example, between 1979 and 2002 income
growth drew about 400 million people out of poverty,® and by 2005 only 36 percent of
Chinese were living on less than $2 a day and 16 percent on less than $1.25.%° More
recently, even in the midst of a global recession, per capita incomes have continued to
grow, rising 8 percent between 2008 and 2009.% In 2009, the average per capita gross
national income (GNI) was $3,590, more than double the level in 2005.% Some Chinese
earning well below this level receive a minimum living allowance (box 3.2).

* Rozelle, Vegetables in China, March 2006, 3.

 World Bank, Data: China (accessed July 26, 2010). Measured in 2005 dollars.
% EC, DGA, “China: Out of the Dragon’s Den?” May 2008, 2.

% World Bank, Data: China (accessed July 26, 2010).

%7 China Daily, “China’s Urban, Rural Income Gap Widens,” January 22, 2010.
% World Bank, Data: China (accessed November 4, 2010).
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BOX 3.1 China’s “Hukou” System Affects Food Consumption Patterns

Migration from rural to urban areas is changing food consumption patterns in China. This urbanization, in turn, is
affected in numerous ways by the Chinese hukou system. This system, which is a way of assigning public services
to citizens, was established in the 1950s as a household registration system that made public service distribution
contingent on occupation and residency. Urban dwellers received more benefits, such as education and healthcare,
while rural citizens often received either land or a small allowance.

As urban centers grew, however, so did the population of rural migrants looking for work in cities. Starting at
approximately 30 million in 1989, there are now an estimated 130 to 250 million Chinese migrants, accounting for
40 percent of the urban labor force.? Because the migrant workers are classified by hukou as rural, they are not
covered by the same legal rights and protections as urban workers. Over 80 percent work seven days per week,
fewer than 5 percent are covered by a pension, and only 21 percent are covered by employment contracts. They
also work for minimal wages, which are sometimes not paid because employers know that the workers have no
legal recourse. Migrants are without health benefits, and their children are also classified as rural dwellers no matter
where they were born, meaning they have no right to an urban education.

Rural-urban migration alters consumption in the countryside in several ways. Migrant workers tend to adopt more
urban consumption patterns while they are working in the cities and return home with the awareness of new foods
and altered food preferences. Remittances from city-dwelling family members boost rural families’ incomes, giving
them the ability to increase food purchases. Further, over time, the decrease in available farm labor due to migration
means the farm sector relies more on technology, causing an increasingly commercialized farm sector to emerge.
This more agriculturally productive countryside generates more income, which, coupled with the recently acquired
tastes of returned migrants, leads to changes in rural consumption.b

While the Chinese government is trying to institute reforms to the hukou system, including extending some urban
services to rural areas, migrant workers still have little protection in cities. The prohibitive cost of offering education
and health benefits to all urban dwellers keeps migrant workers out of the system. However, if the entire system
were to be overhauled, migrant workers and their children would have access to all the same public services as
their recognized urban counterparts; being legally covered by an enforceable contract, they would also receive
higher incomes. This rise in public service coverage and income would provide incentives for increased
urbanization, as well as lead to higher and more varied food consumption in both rural and urban areas.

% Scheineson, “China’s Internal Migrants,” May 14, 2009; industry officials, interviews by Commission staff,
Beijing and Shandong province, China, September 6-16, 2010.
b Shapouri and Rosen, Developing Countries, June 2009, 36-37.

BOX 3.2 Urban Minimum Living Allowance Payments Increase Income for Poor Consumers

In 2006, the central government spent RMB 24.1 billion ($3.2 billion) on urban minimum living allowance payments.?
The subsidy covers about 22 million urban Chinese, and these payments are designed to at least partially
counteract increasing prices for basic food items. Local governments are permitted by the central government to
increase urban minimum living allowance payments to their residents if they can afford it, but the central government
requires that the basic payment be paid to eligible citizens. The minimum living subsidy for each person varies in
different cities. In Beijing, the unemployed, those unable to work, and elderly people who are financially dependent
get RMB 330 ($44) a month. If a family's income is below RMB 330, they receive a subsidy to ensure their monthly
income equals the minimum allowance.”

& United Nations, Food Prices Issues in the People’s Republic of China, August 2008, 15.
® China Daily, “Urban Minimum Living Subsidy Increased,” August 7, 2007.
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Income is distributed unevenly between urban and rural areas. In 2009, the average per
capita disposable income in urban areas was $2,515 (8.8 percent higher than 2008)
compared with just $754 (8.2 percent higher than 2008) in rural areas.* It is estimated
that about 20 percent of the urban population is upper middle income (RMB 40,001-
100,000, or about $5,330-$13,326 per year*®), and this figure could rise to 30 percent by
2015.** Although incomes of both rural and urban populations are rising, the gap between
the two is widening. For example, between 2000 and 2006, rural incomes rose 59 percent,
while urban incomes increased 87 percent.*?

Per capita income is also unevenly distributed among the provinces. Generally, the
coastal areas are more affluent than the interior of China.* In a 2008 survey of a selected
group of workers, 7 out of the top 10 wage-earning provinces/municipalities were in
coastal areas, * with Shanghai and Beijing having the highest per capita wages
($8,142 and $8,107 per annum, respectively), more than double the level of the majority
of provinces. ®° Higher urban incomes play a role in these provincial income
discrepancies, as most of the top wage-earning provinces or municipalities contain a
major Chinese city. These high-income provinces contain a concentration of affluent
Chinese consumers who are demanding a greater variety of food.*

Expenditure

Food is the largest class of household expenditure for all Chinese income groups; even
housing takes a smaller share of average household income.*” As income rises, the
absolute amount of food expenditure increases, although the share of income spent on
food falls (table 3.3). Urban residents spend substantially more on food than their rural
counterparts. For example, urban lower-middle-income consumers spent RMB 3,640
($533) on food annually, while their rural counterparts spent only RMB 1,317 ($193).%
Higher incomes lead to an increase in both the quantity and quality of food demanded.
However, while demand for higher quantities of food appears to level off in the top-
income households, demand for higher-quality foods continues to rise with income.*

% China Daily, “China’s Urban, Rural Income Gap Widens,” January 22, 2010.

“ Unless otherwise noted, the exchange rate used throughout this report is RMB 7.50 per dollar, which is
based on the period (2005-09) average calculated from IMF daily rates. IMF, Exchange Rate Database
(accessed December 17, 2010).

L Latner, “Who Is Feeding China?” February 19, 2010, 5.

2 EJU, Country Profile 2008: China, 2008, 39.

3 Keidel, “The Causes and Impact of Chinese Regional Inequalities in Income and Well-Being,”
December 2007.

4 Wages for a select group of staff and workers as defined in China National Bureau of Statistics, China
Statistical Yearbook 2009, 2009, 147-148,155-157, and 164, tables 4-22, 4-23, and 4-26. These wages
exclude a number of important groups such as those employed by a township, a private enterprise, or
themselves.

5 Twenty-two out of the 31 provinces/municipalities had an average annual wage for select staff and
workers of between $3,000 and $4,000. China National Bureau of Statistics, China Statistical Yearbook 2009,
2009, 147-148,155-157, tables 4-22, 4-23, and 4-26.

6 Gale, China’s Growing Affluence, June 2003.

47 China National Bureau of Statistics, China Statistical Yearbook 2009, 2009.

“8 |SI Emerging Markets, CEIC database. Converted from renminbi to dollars using the 2009 average
annual exchange rate. U.S. Federal Reserve System, Foreign Exchange Rates (Annual), January 4, 2010.

9 Gale and Huang, Demand for Food Quality and Quantity in China, January 2007, 23.
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TABLE 3.3 China: Total expenditure® and share of expenditure on food by urban and rural populations, 2005-09

Share of
income
spent
Income category 2005 2006 2007 2008 2009 on food
5-year
Dollars” percent
Urban
Poor 324 370 453 556 623 48
Lowest income 380 429 531 652 717 47
Low income 524 598 741 892 987 44
Lower middle income 680 766 937 1,151 1,279 42
Middle income 892 992 1,196 1,489 1,656 39
Upper middle income 1,149 1,282 1,521 1,917 2,191 36
High income 1,477 1,652 2,011 2,575 2,820 34
Highest income 2,338 2,642 3,068 3,884 4,146 28
Rural
Poor §) ) ) §) ) )
Lowest income ©) ©) ©) ©) @) ©)
Low income 189 204 243 309 345 50
Lower middle income 233 256 310 382 420 48
Middle income 284 322 386 473 519 46
Upper middle income 351 405 484 603 672 43
High income 561 662 788 986 1,096 37

Highest income

@]

@)

@)

@]

@)

@)

Source: I1SI Emerging Markets, CEIC database.

4Among other things, total expenditure includes spending on food, clothing, housing, medicine.
PConverted from renminbi to dollars based on the average-annual exchange rate. U.S. Federal Reserve System,
Foreign Exchange Rates (Annual), January 2, 2008 and January 4, 2010.

°Not available.

Spending on food consumed outside the home is on the rise. In 2003, about 18 percent of
urban household food expenditures and over 11 percent of rural household food
expenditures were made outside the home.*® In 2008, the average per capita annual
expenditure on dining out was $127 among urban residents, up 26 percent from a year
earlier.® Per capita expenditures on food consumed away from home vary among
regions, with Shanghai spending the most ($300) and Tibet the least ($84).°> Most such
expenditures are made in restaurants, both independent establishments and fast-food
chains like KFC and McDonald’s. Although consumption away from the household is
increasing, most foods are still eaten at home.>® The exception is meat, with about half of
all meat consumed outside the home.**

Food Prices

Along with increased income, changes in Chinese consumption trends are also spurred by
shifting food prices. Through the 1980s and 1990s, after the reform period, the central
government relinquished some control over food prices, and the price of grains rose

% Gale and Huang, Demand for Food Quality and Quantity in China, January 2007, 21.
:i USDA, FAS, China: Oilseeds and Products; Annual 2010, February 23, 2010, 14.
Ibid.

%3 The following shares represent the amount of each food category consumed at home: grains
(80 percent), eggs (75 percent), seafood (73 percent), vegetables (83 percent), fruits (95 percent), dairy
(75 percent), drinks (63 percent), and bean products (63 percent). Latner, “Who Is Feeding China?”
February 19, 2010, 10.

5* Latner, “Who Is Feeding China?” February 19, 2010, 10.
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sharply. This increase led urban consumers to shift their diets away from grains toward
protein sources such as eggs for which price increases had been much more moderate.”
Although pork is the most popular meat in China, chicken consumption has increased
because of the efficiency of poultry farmers in producing a low-cost protein, as well as
the fluctuating supply of pigs.® As mentioned, pork prices skyrocketed in 2007 in the
face of lower supplies following an outbreak of a swine disease. In response, the
government drastically increased pig farming subsidies, causing some farmers to shift
into pig production. As a consequence, pork soon flooded the market and its price
drastically fell, leaving pig farmers with little profit. Consumption of pork moved
inversely with price, as consumers, especially low-income consumers, purchased 1 to
3 kilograms per capita less when prices were high.>” This example illustrates the price
sensitivity of Chinese consumers in making their food-purchasing decisions.

Since food makes up a relatively large share of consumer spending in China, food price
inflation has a significant impact on overall inflation. According to official data, food
prices in December 2010 were up 9.6 percent, and consumer prices were up 4.6 percent,
from a year earlier.®® Official data on food prices may understate the impact on Chinese
consumers. A survey in November 2010 reportedly found that average wholesale prices
for a basket of 18 vegetables in 36 cities had increased 62.4 percent over the previous
year. Factors contributing to recent food price inflation include poor weather that lowered
the supply of some commodities, rising demand, increasing agricultural wages, and an
expanded money supply.>®

The government’s efforts to curb inflation have included an increase in bank reserve
requirements and interest rates and the elimination of road tolls on trucks carrying
produce starting December 1, 2010. Government statements have targeted markets for
cotton, grains, oils, and sugar, and raised the possibility of price controls on “important
daily necessities.”®

Food Preferences

Changing Preferences

Like that of other countries at similar stages of development, the traditional Chinese diet
comprises mostly grains and other starches. As mentioned, higher incomes are allowing
consumer preferences to change, particularly among the urban dwellers.®* Consumption
of nonstaple, higher-value foods such as meat (especially pork), dairy, fruits, vegetables,
and processed food has grown significantly in the past three decades; in fact, 30 percent
of the food currently consumed in China has been processed in some way.*?

China’s per capita expenditures for animal proteins®® for 2008 averaged $184, up from
$137 in the previous year. The Chinese consume about four times as much pork as

22 Gale and Henneberry, “Markets Adapt to China’s Changing Diet,” 2009.
Ibid.

> 1bid.

%8 Trading Economics, “China Inflation Rate Slows in December,” January 20, 2011.

%9 USDA, FAS, China Food Price Inflation in 2010, November 2, 2010, 2; Foster, “China Feels the Bite
of Food Inflation,” November 22, 2010.

%0 Bloomberg Businessweek, “China May Impose Temporary Price Controls,” November 23, 2010.

1 E|U, China: Food, Beverages, and Tobacco, January 5, 2010; EIU, China: Food, Beverages, and
Tobacco, July 10, 2010.

%2 |bid.

8 Animal protein includes all meats, poultry, eggs, and aquatic products.
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poultry, the second most popular animal protein. Pork consumption has been encouraged
by improved cold storage distribution, as the product can be transported greater distances
to reach more customers.®® Pork consumption levels are also high due to government
support programs, including purchasing pork for reserves and occasionally subsidizing
pork purchases for low-income consumers.

Chinese pork consumption is almost equal to that of China’s more economically
developed neighbor, Taiwan. Taiwan is a possible indicator of Chinese growth potential,
due to its similar geography, preferences, and culture. Further potential expansion in
Chinese meat consumption could come from poultry, given that per capita poultry
consumption in Taiwan (26.16 kilograms) is almost three times the level in China
(9.1 kilograms).

Dairy consumption also rises with income and is helped by government programs and
wider access.® School milk programs have increased milk consumption by children, and
at the same time the presence of large supermarkets and fast-food chains promote the
availability of new dairy products.®® From 2000 to 2005, fluid milk consumption grew
180 percent.®’

Even the way in which traditional products, like grains, are consumed is changing. For
example, wheat is being consumed less in traditional foods such as noodles and steamed
bread and more in the form of Western products such as bread, cake, and processed
food.®® Moreover, growing meat consumption is resulting in increased consumption of
oilseed meals and corn, both of which make up animal feed.

Demand for Food Safety

Food quality and safety are important factors affecting Chinese food preferences.®® High-
income urban groups that focus their expenditure on high-quality products also seek
assurance that their food is safe.” Since late 2008, publicity about food poisonings has
spurred increased demand for organic and safe products. Safety concerns can determine
where certain foods are bought: fresh produce is usually purchased at a wet market
because fresher produce is perceived to be safer, while meats are increasingly bought at a
supermarket because of the availability of cold storage.” Some commodities have
acquired a negative reputation following a health scare, leading Chinese consumers to
distrust those products for several years afterwards. This is currently the case for
domestically produced dairy products after melamine, an industrial chemical, was first
found in Chinese milk powders in 2008.”* Lacking a strong food safety system, Chinese
consumers often look to prices as a proxy for food quality and safety, and 52 percent of
consumers believe that low prices signify poor quality, compared to 16 percent of
consumers in the United States.”

8 USDA, FAS, China: Livestock and Products; Annual 2009, September 14, 2009, 6.

8 Fuller, Beghin, and Rozelle, “Consumption of Dairy Products in Urban China,” November 29, 2006, 6.

% Ihid., 2-3.

7 1bid., 2

% Roberts and Anders, Developments in Chinese Agriculture, July 2005, 9.

8 EJU, China: Food, Beverages, and Tobacco, January 5, 2010; EIU, China: Food, Beverages, and
Tobacco, July 10, 2010.

" Gale and Huang, Demand for Food Quality and Quantity in China, January 2007, 1.

™ atner, “Who Is Feeding China?” February 19, 2010, 13.

"2 Gifford, “Food Fears Persist in China,” October 26, 2010.

3 Chan and Tse, The Consumer Trap, May 12, 2007.
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Chinese Shopping Preferences

In general, Chinese consumers prefer diversity in their shopping experience. Urban
consumers tend to shop at multiple, heterogeneous venues for different products, ranging
from local traditional wet markets to supermarkets (figures 3.4 and 3.5). Rural consumers
still primarily shop at wet markets because supermarkets are not widely available outside
cities. Reportedly, only one-half of Chinese consumers view themselves as a loyal
customer of at least one store, splitting their purchases between supermarkets, wet
markets, convenience stores, and roadside vendors. The Chinese have an appetite for
branded foods and product diversity; the majority of Chinese report wanting to see brand-
name products in their shopping outlets even if they cannot yet afford them, saying they
would purchase them if they had more income.” Chinese consumers cite shopping as a
favored leisure activity and devote much more time to it; they shop for 9.8 hours per
week on average, compared to 7.2 in BRIC countries”™ and only 3.6 hours per week in the
United States.”

FIGURE 3.4

Poultry for sale at a traditional Chinese wet market
v T___.__' ___‘ T - 1 — 4l K e . {

Source: Commission staff.

Poultry, typically unrefrigerated, is cut to order in this traditional Chinese wet market.

74 H

Ibid.
® The BRIC countries are Brazil, Russia, India, and China.
" Chan and Tse, The Consumer Trap, May 12, 2007.
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FIGURE 3.5 Poultry for sale at a modern Chinese supermarket

Source: Commission staff.

Unlike at Chinese wet markets, at supermarkets poultry and other meats are sold precut
and kept chilled. Catering to consumer preferences, meat is usually unpackaged so that
customers may select the pieces they want.

Non-Food Consumption

Consumption of non-food agricultural items, including cotton and hides, is also
increasing. China is the world’s largest producer, importer, and consumer of cotton.”’
Most of the cotton is used as an input for finished products, such as textiles, apparel, and
home furnishings.” While cotton consumption fell following the global economic crisis,
by May 2010, China’s total textile and apparel exports were growing again, up 19 percent
from the previous year.”® With the gradual recovery of the world economy and the return
of domestic and global demand for apparel, consumption of both imported and domestic
cotton is likely to increase.® Southern China, the country’s largest manufacturing region
for leather goods, has already experienced a turnaround of the economy and is expected
to use more leather, especially bovine leather, and hides for products such as shoes,
handbags, and luggage.®

" MacDonald and Whitley, Fiber Use for Textiles and China’s Cotton Textile Exports, March 2009, 2.
78 H
Ibid., 15.
® USDA, FAS, China: Cotton Update, June 29, 2010, 3.
8 USDA, FAS, China: Cotton and Products; Annual, May 1, 2010, 9-12.
81 USDA, FAS, China: Guangdong Market for Leather Weathers the Storm, November 16, 2009.

3-14



Bibliography

Barboza, David. “Virus Spreading Alarm and Pig Disease in China.” New York Times, August 16, 2007.

Bloomberg Businessweek. “China May Impose Temporary Price Controls as Inflation Surges,”
November 17, 2010. http://www.businessweek.com/news/2010-11-17/china-may-impose-
temporary-price-controls-as-inflation-surges.html.

Central Intelligence Agency. CIA World Factbook: Brazil, updated August 19, 2010.
https://www.cia.gov/library/publications/the-world-factbook.

. CIA World Factbook: China, updated April 26, and May 20, 2010.
https://www.cia.gov/library/publications/the-world-factbook.

. CIA World Factbook: India, updated August 19, 2010.
https://www.cia.gov/library/publications/the-world-factbook.

Chan, Wai-Chan, and Anne Tse. The Consumer Trap: Retailers Need to Adapt to Entice Fickle Chinese
Shoppers into Their Stores. McKinsey & Company, May 12, 2007.

China Daily. “China’s Urban, Rural Income Gap Widens,” January 22, 2010.
———. “Urban Minimum Living Subsidy Increased,” August 7, 2007.

http://www.chinadaily.com.cn/china/2007-08/07/content _5449094.htm (accessed September 14,
2010).

Dean, Jason. “China Says it Can Subdue Prices.” Wall Street Journal Online, Asia News, December 26,
2010. http://online.wsj.com/article/SB10001424052970203568004576043500174732200.html.

The Economist. “China Policy: Rethinking China’s One-Child Policy.” August 25, 2010.

Economist Intelligence Unit (EIU). China: Food, Beverages, and Tobacco: Sub-sector Update.
Economist Intelligence Unit, January 5, 2009.

. China: Food, Beverages, and Tobacco: Sub-sector Update. Economist Intelligence Unit, July 10,
20009.

. Country Profile 2007: China. Economist Intelligence Unit, 2007.

European Commission. Directorate General for Agriculture and Rural Development. “China: Out of the
Dragon’s Den?” Monitoring Agri-trade Policy (MAP) no. 01-08, May 2008.

Federal Reserve System. “Foreign Exchange Rates (Annual),” January 2, 2008 and January 4, 2010.
http://www.federalreserve.gov/releases/g5a/20080102/;
http://www.federalreserve.qgov/releases/g5a/current.

Food and Agriculture Organization of the United Nations (FAQ). FAOSTAT Database.
http://faostat.fao.org (accessed various dates).

3-15



Foster, Peter. “China Feels the Bite of Food Inflation.” The Telegraph, November 22, 2010.
http://www.telegraph.co.uk/finance/china-business/8149640/China-feels-the-bite-of-food-
inflation.html.

Fuller, Frank, John Beghin, and Scott Rozelle. “Consumption of Dairy Products in Urban China: Results
from Beijing, Shanghai, and Guangzhou.” November 29, 2006. http://iis-
db.stanford.edu/pubs/21640/dairydemand_3cities final manuscript.pdf.

Gale, H. Frederick. “China’s Growing Affluence: How Food Markets are Responding.” Amber Waves,
June 2003.http://www.ers.usda.gov/AmberWaves/June03/Features/ChinasGrowingAffluence.htm.

Gale, Fred, and Shida Henneberry. “Markets Adapt to China’s Changing Diet.” Choices, 2nd quarter
2009. http://www.choicesmagazine.org/magazine/article.php?article=75.

Gifford, Rob. “Food Fears Persist in China 2 Years After Milk Scare.” National Public Radio, October 26,
2010.

Grant, Andrew, and lan St-Maurice. “Winning the Hearts of Mainland Consumers.” South China
Morning Post, January 28, 2008. cited by McKinsey & Company.
http://www.mckinsey.com/locations/greaterchina/mckonchina/industries/consumer/winning_heart

S.aspx.

Hesketh, Therese, and Zhu Wei Xing. “The Effect of China’s One-Child Family Policy after 25 Years.”
The New England Journal of Medicine. 353; 11. September 15, 2005.

ISI Emerging Markets. CEIC Database. http://www.ceicdata.com (accessed January 25, 2011).

Keidel, Albert. “The Causes and Impact of Chinese Regional Inequalities in Income and Well-Being.”
Carnegie Endowment for International Peace, December 2007.
http://carnegieendowment.org/files/Keidel2.pdf.

Latner, Kevin. “Who Is Feeding China?” Paper presented at the Agricultural Outlook Forum.
Washington, DC, February 19, 2010.

MacDonald, Stephen, and Sarah Whitley. “Fiber Use for Textiles and China’s Cotton Textile Exports.”
CWS-08i-01 U.S. Department of Agriculture, Economic Research Service, March 2009.

National Bureau of Statistics of China. China Statistical Yearbook 2009. China Statistics Press, 2009.
Organisation for Economic Co-operation and Development. OECD Factbook 2010: Economic,

Enviornmental, and Social Statistics. http://www.oecd-ilibrary.org/economics/oecd-
factbook 18147364 (accessed July 7, 2010).

Roberts, Ivan, and Niel Anders. Developments in Chinese Agriculture. Australia: ABARE eReport,
July 2005.

Rozelle, Scott. Vegetables in China: Final Report to the Western Growers Association. March 2006.

Scheinson, Andrew. China’s Internal Migrants. Council on Foreign Relations, May 14, 2009.
http://www.cfr.org/publication/12943/chinas_internal _migrants.html.

3-16



Shapouri, Shahla, and Stacey Rosen. Developing Countries Face Urbanization Growth, Food-Security
Worries, and Food-Safety Challenges. Food Security Assessment, 2008—2009. U.S. Department
of Agriculture, Economic Research Service, June 2009.
http://www.ers.usda.gov/Publications/GFA20/GFA20c.pdf.

Trading Economics. “China Inflation Slows in December, ” January 20, 2011.
http://www.tradingeconomics.com/Economics/Inflation-CPl.aspx?Symbol=CNY.

United Nations. Food Prices Issues in the People’s Republic of China. Occasional Paper, August 2008.

U.S. Department of Agriculture (USDA). Economic Research Service (ERS). China Agricultural and
Economic Data. http://www.ers.usda.gov/Data/China (accessed various dates).

. Demand for Food Quantity and Quality in China, by Fred Gale and Kuo Huang. Washington,
DC: USDA, January 2007.

U.S. Department of Agriculture (USDA). Foreign Agricultural Service (FAS). China, Peoples Republic of:
Food Price Inflation in 2010, by Ryan R. Scott and Catherine Barker. GAIN Report No.
CH10060, November 2, 2010.

. China, Peoples Republic of: Cotton and Products Annual; Annual Report, by Chanda Beckman
and Wu Xinping. GAIN Report no. CH10019, May 1, 2010.

. China, Peoples Republic of: Cotton Update, by Wu Xinping. GAIN Report no. CH10033,
June 29, 2010.

. China, Peoples Republic of: Guangdong Market for Leather Weathers the Storm, Spells Demand
for American Hides and Finished Leather, by Ursula Chen. GAIN Report no. CH9619,
November 16, 2009.

. China, Peoples Republic of: Livestock and Products Annual; Annual Report, by Mike Woolsey
and Jianping Zhang. GAIN Report no. CH9069, September 14, 2009.

. China, People’s Republic of: Oilseeds and Products Annual, by Mark Petry and Wu Xinping.
GAIN Report no. CH10006, February 23, 2010.

. Production, Supply, and Distribution Online. http://www.fas.usda.gov/psdonline/psdhome.aspx
(accessed various dates).

U.S. International Trade Commission (USITC). Shifts in U.S. Merchandise Trade 2009. USITC
Publication 4179. Washington, DC: USITC, 2010.

World Bank. “Data: China.” http://data.worldbank.org (accessed various dates).

3-17






CHAPTER 4
Chinese Agricultural Production and Policies

Overview

Agriculture is important to the Chinese economy and employment. China’s agricultural
production accounted for 11 percent of gross domestic product (GDP),* and the sector
employed just under one-half of the population in 2009. The sector is dominated by
millions of farmers with small plots of land, averaging just 1.5 acres per household.?

Endowed with all of the world’s major climates, China produces a wide range of
agricultural products. Despite having limited good-quality cropland and very little water
in some areas,® China has expanded its agricultural production since the late 1970s such
that today China ranks as the leading global producer of many agricultural commodities.
It achieved this expansion largely through substantial increases in productivity, a result of
both market-based policy reform and the adoption of modern agricultural technology and
farming practices. In addition to overall production growth, the composition of Chinese
agricultural production has changed over time. Most notable is the increased share in total
production of labor-intensive products, such as horticulture, meat, and dairy, and the drop
in the relative importance of traditional products, such as grains and tubers.

In spite of agricultural policy reforms, the Chinese government continues to play a central
role in the sector. China’s support for the farm sector has grown significantly since 2004,
and increases in funding for the sector indicate a renewed focus on agriculture and the
rural economy by policymakers. To shrink the gap between urban and rural incomes and
promote social harmony the major agricultural-related objectives of China’s government
are self-sufficiency in domestic grain* production, raising farmers’ incomes, and rural
development.

Production

General Production Patterns

China is the third-largest country in the world in area, and about 15 percent of its land is
arable.® From the beginning of the reform period in 1978 until 2008, China’s arable land
area increased by about 4 percent annually; in the past decade it has been virtually

L CIA, The World Factbook: China, May 20, 2010. China’s GDP was $4,985 billion in 2009. World
Bank, Data: China (accessed October 21, 2010).

% Lohmar et al., China’s Ongoing Agricultural Modernization, April 2009, 6.

3 CIA, The World Factbook: China, May 20, 2010; Lohmar et al., China’s Ongoing Agricultural
Modernization, April 2009, 18.

* The Chinese government defines the term “grains” differently for different purposes. When discussing
self-sufficiency, “grains” means wheat, rice, corn, and tubers. When discussing government stocks, grains
include wheat, corn, rice, and soybeans. In some cases, such as in the Chinese Statistical Yearbook, pulses are
included with grains as well as cereals, tubers, and soybeans. In this investigation, grains include wheat, corn,
rice and other cereals, while tubers (i.e., root crops, such as potatoes, cassavas, and sweet potatoes) are
included as horticultural products.

® About two-thirds of the country is mountainous. Other parts of China are desert or urban. PRC, “About
China: Topography.”
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unchanged.® Although the amount of land available for agriculture is being threatened by
ongoing urbanization, industrialization, and desertification (box 4.1), so far there has not
been a drastic decline in total agricultural land. Areas lost to nonagricultural uses have
been offset by farms expanding into marginal areas, and land left fallow by farmers
exiting the sector has been brought back into production by the farmers that have
remained.” Under China’s Eleventh Five-Year Plan (2006-10), the government continued
its goal of maintaining a minimum of 120 million hectares (ha) in agricultural production
in order “to ensure high levels of food self-sufficiency.” This goal is being addressed
through laws and policies, such as the 2002 China’s Rural Land Contracting Law and the
Master Land Use Plan of 1997-2010 (box 4.2). Recent estimates of actual planted land
range fgom about 120 to 155 million ha (compared with 164 million ha in the United
States).

With limited arable land, the significant growth in China’s agricultural production has
been achieved largely by making major improvements in productivity, rather than by
expanding China’s cropland.’® For example, between 1978 and 2008, the area planted to
cotton rose by 18 percent, while production increased by 246 percent; planted area of all
oil-bearing crops rose 106 percent, while production increased 466 percent; and even
though the area planted to tubers (root crops, such as potatoes and cassavas) fell by
29 percent, production dropped by only 6 percent.* For many agricultural products,
China produces a large share of total global production (table 4.1).

As noted, two major factors drove the trend toward higher agricultural productivity in
China—policy reforms (discussed later in this chapter) and adoption of improved
agricultural technology beginning in the late 1970s. The adoption of yield-improving
technologies was especially important to raising agricultural productivity. Use of
biological technology, such as better seed varieties, contributed significantly to this
trend,"? beginning with the Green Revolution, which reached China in the 1980s. The
Green Revolution also brought other advanced technologies such as irrigation and
chemicals inputs.*® Technological advances continued to be made into the 1990s and
2000s. For example, in the late 1990s, as the expansion of orchards slowed, farmers
started upgrading them by replanting, grafting, and improving agronomic care.'* Other
yield improvements were made through the use of genetically modified (GM) seeds,

® Data are from 2008. The figure for sowed land changed less than 1 percent between 1998 and 2008. ISI
Emerging Markets, CEIC database.

" Roberts and Anders, Developments in Chinese Agriculture, July 2005, 7.

8 EC, DGA, “China; Out of the Dragon’s Den?” May 2008, 4.

® ISI Emerging Markets, CEIC database; Roberts and Anders, Developments in Chinese Agriculture, July
2005, 7; EIU, Country Profile 2008: China, 2008, 25; USDA, ERS, “Briefing Rooms: China,” 2009. Roberts
and Anders caution that the numbers at the higher end of the range may be inflated because of the Chinese
practice of double-cropping: land that has been planted and harvested twice in one season may be double-
counted in the overall “planted area” total.

1% During the reform period (1978 to 2008), China’s cropland grew by just 4 percent. Lohmar et al.,
China’s Ongoing Agricultural Modernization, April 2009, 5-6.

1 |SI Emerging Markets, CEIC database.

12 1to, “Inter-regional Difference of Agricultural Productivity in China,” March 21, 2010, 394.
Agricultural technologies can generally be categorized as mechanical or biological. Generally, the Chinese
adoption of mechanical agricultural technology has been limited because agricultural labor remains a fairly
abundant resource.

'3 Borlaug, “Biotechnology and the Green Revolution,” interview by ActionBioscience.org,

November 2002; Nath, The FAO Field Programme and Agricultural Development in Asia and the Pacific,
December 1999, 21, 25.
4 Rozelle et al.,“Rise of China’s Horticultural Industry,” n.d., 6.
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BOX 4.1 China Has Made Relatively Minor Investments in Agricultural Land Abroad

Around the world, relatively wealthy, food-scarce countries are investing in agricultural land in Africa and South
America. A 2008 jump in world food prices brought the issue of food security to the forefront, and net food importers
have been purchasing farmland to grow crops in order to protect themselves from future high prices and food
shortages.? Some countries that do not have enough arable land to grow crops are purchasing plots in land-
abundant countries and raising food to send home for consumption. While many of these transactions are hidden
from the public eye, the International Food Policy Research Institute (IFPRI) estrmated in 2008 that 15 to 20 million
hectares had been involved in purchases and transactions in recent years. ® That area equates to the entirety of
agricultural land in France.

China has engaged in this market through its “go-out policy,” in response to the limits on its arable land and issues
with water conservation, which make it advantageous to purchase fallow land in other countries. Through its well-
established relationship with Africa in the Forum on China-Africa Cooperation (FOCAC), investment in both land
purchases and research has increased. For example, China has bought 2.8 million hectares to grow palm oil in the
Democratic Republic of Congo and has set up at least 11 research stations through Africa with the alm of
generating higher yields.® In 2009, there were an estimated 1 million Chinese farm laborers working in Africa.” In
addition to Africa, China is open to purchasing land in Southeast Asia and South America, and may be interested in
harvesting soybeans, bananas, vegetables, and edible oil crops in those areas.’

Although China has a large population and growing food demand, it is still a relatively minor player in agricultural
land acquisition. " Several countries are leading the way, including private companies in India and South Korea, and
the governments of the Gulf states. One Indian individual leases over 1,200 square miles of land, an area larger
than Rhode Island, just in Ethiopia', and a South Korean company attempted to secure a 1.3 million-hectare plot of
land in Madagascar in 2008, though polltrcal issues blocked this purchase. Arab nations are energy-rich and food-
poor, and they are trading orI for farmland.* Sudan has now leased a total of 2.5 million hectares to South Korea,
Egypt, and the Gulf states.' China may seek out more foreign land purchases if it faces shortages in certain crops
because farmers have shifted production to higher-return commodities or due to decreased productivity.

Kugelman and Levenstein, “Land Grab?” 2009, 2.
® Ibid., 1.
Spencer “China Looks Abroad,” May 9, 2008.
4 Bezlova, “Buying Farmland Abroad,” May 9, 2008.
N Economlst “Buying Farmland Abroad: Outsourcing’s Third Wave,” May 21, 2009.
" Ibid.
9 Thomson Financial News, “China Considers Buying Land,” May 8, 2008.
Spencer “China Looks Abroad,” May 9, 2008.
' Srivastava and Sharma, “Indian Co. Leases Land,” November 12, 2010.
I Kugelman and Levenstein, “Land Grab?” 2009, 1.
Ibrd 2.
|b|d., 1.
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BOX 4.2 Chinese Land Use Policies Support Food Security Goals

China’s 2002 Rural Land Contracting Law addresses land use in rural areas. It states that rural land in China is
owned by cooperatives and is reserved exclusively for agricultural purposes, such as for farming and for residences
for farmers, together with essential buildings such as schools, hospitals, and agricultural support facilities. The law
stipulates that all land to be used for commercial purposes or for non-farmer residences must first be transferred to
the national government.?

In recent years, China’s planned land use system has been carried out through the Master Land Use Plan of 1997—
2010 and annual land use plans which implement national goals. The first National Master Land Use Plan was
introduced in 1997 when the central government became concerned about rapid urban expansion and resulting
farmland losses. The Master Land Use Plan sets long-term regulations relating to both the area and the location of
agricultural lands in a given region that are allowed to be converted to non-agricultural use. In effect, the plan requires
provinces to balance agricultural land conversion to non-agricultural use and to seek new land for agricultural uses
(known as the farmland supplement). b

China’s land use regulations, which prescribe using land quotas and rules preserving basic cropland are considered
necessary by the central government to achieve food security. For agricultural land to be converted into non-
agricultural use, the conversion must be permitted under the Master Land Use Plan and located outside delineated
areas of preserved cropland. However, these regulations are considered very difficult to implement. Without
monitoring and accountability, and with significant local government flexibility to consider overall economic
development goals, land use mandates can result in arbitrary policy implementations for farmers. ©

& Dickinson, “China Real Estate Laws, Part |,” n.d.
® Wang, Tao, and Tong, “Trading Land Development Rights,” 2009, 3.
© Ibid.

TABLE 4.1 Chinese and U.S. rank in world production for selected agricultural products, 2008/09

China’s rank in China’s share of U.S. rankin U.S. share of

world world world world

Agricultural products production production production production
Percent Percent

Apples 1 43 2 6
Cabbages and other brassicas 1 53 9 2
Cucumbers and gherkins 1 64 5 2
Eggplants (aubergines) 1 56 21 @
Garlic 1 77 6 1
Onions, dry 1 31 3 5
Pears 1 65 2 4
Pig meat/pork 1 46 3 11
Potatoes 1 18 5 6
Rice, paddy 1 28 12 1
Sweet potatoes 1 77 12 1
Tomatoes 1 26 2 10
Watermelons 1 68 5 2
Wheat 1 16 3 10
Broilers 2 17 1 23
Maize (corn) 2 20 1 37
Cow milk, whole, fresh 3 6 1 15
Sugar cane 3 7 10 2
Beef 4 10 1 20
Soybeans 4 7 1 35

Source: FAO, FAOSTAT (accessed July 27, 2010).

8Less than 1 percent.

which were approved by the Chinese government in the late 1990s. China has currently
approved more than 200 GM seed varieties, including seed for cotton, sweet peppers,
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papaya, and tomatoes. It most recently approved GM seeds for corn and rice in 2009."
Since the late 1990s, China has been significantly increasing investments in plant
biotechnology, and by the mid-2000s it had one of the largest public investments in plant
biotechnology in the world.™ China is likely to continue to see productivity gains from
agricultural technology advancements.

Recent Production Trends

In addition to the growth in agricultural output and productivity, trends show a gradual
shift in the composition of agricultural production. Specifically, there has been a long-
term trend away from the production of traditional staple foods, such as grains and tubers,
toward increased production of nonstaple foods, such as fruits, dairy, and meat.” For
example, in 1980, grains accounted for 80 percent of total sown area, while vegetables
made up 2 percent and orchards, 1 percent.'® By 2008, grain-sown area had fallen to
68 percent, while vegetables had risen to 11 percent and orchards to 7 percent. This trend
was driven by changing consumer demand as a result of rising incomes and urbanization,
and by the higher returns available to farmers from producing nonstaple rather than staple
food products. However, government programs increase the returns on grains (compared
to what they would earn on the open market), thus making them profitable enough for
famers to produce.

During marketing years (MY) * 2005/06-09/10, production of most commodities grew
(table 4.2).%° Increases in production were large for horticultural products, especially
fresh and processed fruit, which experienced double-digit annual growth during the five-
year period. The production of certain commodities declined between 2005/06 and
2009/10, including tubers, peanuts, and soybeans.

Grains

During 2005/06-2009/10, Chinese grain production (corn, wheat, and rice) increased
3 percent annually. According to the U.S. Department of Agriculture (USDA), corn
production rose because increased plantings and good weather resulted in the highest
yields in a decade in 2008/09.” Yields were also higher because of increased fertilizer

15 China approved Bacillus thuringiensis (Bt) rice, which wards off insects and is estimated to improve
yields by 2 to 6 percent, as well as phytase corn, which purportedly increases the absorption of phosphate in
animals by increasing their growth rate and reduces phosphate pollution from livestock. Resurreccion, “China
‘Bt’ Rice OK to Boost Supply,” March 2, 2010; Qinghui, “China’s GM Gamble: Seeds of Change,” May 5,
2010, 15.

16 Huang and Rozelle, “China’s Agricultural,” August 2009, 4.

7 Huang and Rozelle, “China’s Agricultural,” August 2009, 2; EIU, Country Profile 2008: China, 2008,
39; Rozelle, Vegetables in China, March 2006, 2. More information on changes in consumer demand can be
found in chapter 3 of this report.

18 |SI Emerging Markets, CEIC database.

1% The marketing year is a 12-month period, usually beginning with a new harvest, during which the
product is marketed. Marketing years differ for each commodity and country.

2 Chinese production statistics should be seen more as generally indicative of patterns than accurate
exact figures. Gale, “China’s Statistics: Are They Reliable?” April 2002; industry official, interview by
Commission staff, Shanghai, September 13, 2010.

2L Owing in part to increased demand for feedstuffs, returns to corn production were higher than for
soybeans in MY 2008/09, which encouraged farmers to increase corn production. USDA, FAS, China:
Grains and Feed; Annual 2009, March 3, 2009, 3; South East Farm Press, “China on Track for Good Grain
Harvest,” October 5, 2010.
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TABLE 4.2 China: National agricultural production, 2005/06—09/10

Growth
Annual  2005/06—
Commaodity 2005/06  2006/07 2007/08 2008/09 2009/10 growth 09/10%
Million metric tons (mt) Percent
Grains
Corn 139.4 151.6 152.3 165.9 155.0 2.9 11.2
Rice 180.6 182.6 186.0 191.9 ® 2.0 6.3
Wheat 97.4 108.5 109.3 1125 115.0 4.3 18.0
All grains 484.0 4975 501.6 528.7 ® 3.0 9.2
Oilseeds
Soybeans 16.4 16.0 14.0 155 14.7 (2.3) (10.1)
Peanuts 14.3 12.9 13.0 14.3 14.7 0.9 25
Rapeseed 13.1 11.0 10.6 12.1 13.7 2.0 5.0
Cottonseed 11.1 13.9 14.5 14.4 12.5 3.9 12.7
Vegetable oils
Soybean 6.1 6.4 7.0 7.3 8.7 9.2 41.1
Rapeseed 4.6 4.1 3.9 4.7 5.2 3.5 11.3
Peanut 2.3 2.0 2.0 2.2 2.2 (0.8) (4.0)
Cottonseed 1.3 1.6 1.6 1.6 15 3.0 10.9
Meals
Soybean 27.3 28.5 31.3 325 38.6 9.2 414
Rapeseed 8.2 7.2 6.9 8.3 9.1 35 11.3
Cottonseed 4.0 4.7 4.9 4.8 4.4 29 10.2
Peanut 2.8 2.6 2.6 2.8 2.8 0.3) (2.0
Horticulture
Vegetables 564.5 539.5 564.5 592.4 (b) 1.7 4.9
Fruit 161.2 172.4 181.4 192.2 ® 6.0 19.2
Tubers 34.7 27.0 28.1 29.8 ® (4.0) (14.1)
Citrus fruit 15.9 17.9 20.6 23.3 ® 13.6 46.4
Beans 21.6 21.0 17.2 20.4 ® (0.7) (5.3)
Fresh fruit
Apples 20.4 26.1 24.8 29.8 32.0 12.6 56.9
Pears 11.3 12.0 12.9 13.5 13.8 51 21.9
Tangerines/mandarins 8.1 9.0 11.0 12.7 13.3 135 65.2
Peaches and nectarines 7.5 8.2 9.0 9.6 9.8 6.9 30.6
Bananas 6.5 6.9 7.8 7.8 ® 6.4 20.2
Oranges 4.5 4.8 55 6.0 6.4 9.3 42.7
Grapes 4.0 4.6 4.6 5.0 5.6 8.9 40.0
Grapefruit 1.9 2.0 2.2 25 29 11.7 55.3
Processed fruit
Apple juice, concentrated 0.5 1.0 1.2 0.6 (b) 18.0 111
Peaches, canned® 0.2 0.2 0.3 0.4 0.3 13.9 61.8
Raisins 0.1 0.1 0.2 0.1 0.2 10.0 42.9
Pears, canned® 0.1 0.1 0.1 0.1 0.1 12.4 54.0
Meat
Pork® 45.6 46.5 42.9 46.2 48.9 2.0 7.3
Poultry (broiler) 10.2 104 11.3 11.8 12.1 4.4 18.6
Beef and veal" 5.7 5.8 6.1 6.1 5.8 0.5 15

See footnotes at end of table.
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TABLE 4.2 China: National agricultural production, 2005/06-09/10—Continued

Growth
Annual  2005/06—
Commaodity 2005/06  2006/07 2007/08 2008/09 2009/10 growth 09/10%
Million metric tons (mt) Percent
Dairy
Fluid milk 28.6 33.0 36.3 35.5 29.6 1.6 3.4
Whole milk powder 0.9 1.0 1.2 1.1 1.0 2.1 6.4
Nonfat dry milk 0.1 0.1 0.1 0.1 0.1 (2.4) (10.0)
Other
Sugar cane 86.6 99.8 113.0 124.2 (b) 12.8 43.3
Sugar beets 7.9 75 8.9 10.0 ® 8.9 27.4
Sugar, centrifugal 9.8 9.4 12.9 15.9 13.3 9.9 35.5
Cotton® 28.4 355 37.0 36.7 32.0 3.9 12.7
Walnuts, inshell basis 0.4 0.4 0.5 0.5 0.6 9.6 44.3

Sources: USDA, FAS, PSD Online (accessed May 20, 2010, and October 4, 2010); USDA, ERS, China Agricultural
and Economic Data: National Data; ISI Emerging Markets, CEIC database.

Note: Parenthesis

aGrowth rates
PNot available.
‘Net weight.

dCarcass weig
1,000 480 Ib.

() indicates a negative number.

are for 2005/06—2009/10 or until latest year available.

ht equivalent.
bales.

use during this period.? In the case of rice, use of GM seeds helped increase yields and
production. Even though China did not approve the use of GM rice seed until 2009, it has
been planted in a number of provinces since 2004.% Of all the grains, the production of
wheat increased the most between 2005/06 and 2009/10. Because of better crop
management, wheat yields reached a 10-year high in 2008/09;* however, in 2009/10,
yields dropped for both wheat® and corn because of a drought in the northern part of the
country.?

Recent production trends in grains are heavily influenced by government support
programs (see the section of China’s agricultural policies later in this chapter).” In the
Eleventh Five-Year Plan (covering 2006-10),% the Chinese government set a goal of
maintaining grain production sufficient to supply 95 percent of domestic needs.
Consequently, the government supported grain production between 2005/06 and 2009/10,

22 Beckman and Junyang, China: Grain and Feed; Annual 2010, March 1, 2010, 7.

2 Resurreccion, “China ‘Bt’ Rice OK to Boost Supply,” March 2, 2010; Qinghui, “China’s GM Gamble:
Seeds of Change,” May 5, 2010, 15.

Y USDA, FAS, China: Grains and Feed; Annual 2009, March 3, 2009, 3.

25 While wheat production for MY 2009/10 is reported by USDA in PSD Online as 115 million metric
tons (mt), USDA officials in China estimate that wheat production for that crop year was only 106 million mt
due largely to poor weather. USDA, FAS, China: Grain and Feed; Annual 2010, March 1, 2010, 3.

% USDA, FAS, China: Citrus; Annual 2007, November 29, 2007, 3; USDA, FAS, China: Grain and
Feed; Annual 2010, March 1, 2010, 2; USDA, FAS, China: Agricultural Situation; Oilseed Situation Update,
October 23, 2009, 2.

%" Government support programs for agricultural production in China, including minimum guaranteed
purchase prices, direct payments for certain commodities based on cultivated area, and subsidies for inputs
such as fertilizers, seeds, and investments in machinery, are discussed in detail below.

%8 USDA, FAS, China: Grain and Feed; Annual 2010, March 1, 2010, 2.
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making it profitable enough to entice farmers to produce grains instead of such other
products as fruit and vegetables, which generally generate higher returns.?®

Oilseeds and Products

Chinese soybean production fell from 16.4 million metric tons in 2005/06 to 14.7 million
metric tons in 2009/10, a drop of over 10 percent. The decline in production resulted
from fewer hectares planted to soybeans.** While soybeans enjoy some government
support, * it is not as extensive as for grain production, suggesting that the government
has chosen to allow most domestic soybean demand to be met through imports.*? By
2009/10 domestic soybeans made up less than 20 percent of total domestic consumption,
with the remainder furnished through imports.*

Chinese production of soybean oil and meal®** grew 9 percent annually between 2005/06
and 2009/10 in response to rising demand for animal feed by China’s growing livestock
sector.® This growth could not have occurred without increased imports of soybeans.®
Currently, the poultry industry uses the largest amount of commercial feed (derived from
both corn and soy), but soybean meal is also used in the pork and aquaculture
industries.®” Increased soybean oil production has met China’s rapidly rising demand for
edible oils, accounting for just under one-half of all Chinese production of these
products.*®

Horticulture

During 2005/06-2009/10, rising per capita income generated increased demand for
horticultural products, translating into higher producer prices and production; Chinese
production of fruits and vegetables increased more than that of most other commodities,
especially citrus fruit and apples, which increased by around 50 percent. Production of
citrus fruit began to rise in 2007 because trees planted in an orchard expansion period
beginning in 2002 started to yield fruit.® At the same time, the quality of citrus fruits
improved because of better field management and increased use of pesticides, fertilizer,
and other inputs. This was at least partly attributable to the positive influence of food
processors, who provided farmers with chemicals and technologies to ensure the quality

2 USDA, FAS, China: Grain and Feed; Annual 2010, March 1, 2010, 3; USDA, FAS, China’s Rising
Fruit and Vegetable Exports, February 2006, 11.

30 USDA, FAS, China: Oilseeds and Products; Annual; Part 1 of 2, March 1, 2008, 4; USDA, FAS,
China: Oilseeds and Products; Annual; Part 1 of 2, April 15, 2009, 4-5. Official government statistics show
a decline of 6 percent in soybean sown area between 2005 and 2008. ISI Emerging Markets, CEIC database.

3! The Chinese government provides some support for soybean farmers in the form of technical
assistance, purchases of soybeans at a floor price for state reserves, and a subsidy for crushers to purchase
domestic soybeans.

32 USDA, FAS, China: Oilseeds and Products; Annual; Part 1 of 2, April 15, 2009, 7.

% USDA, FAS, PSD Online (accessed November 4, 2010).

% Soybean meal and oil are both products produced from crushing soybeans so increased production of
one leads to a rise in production of the other. U.S. soybeans are favorable for producing oil because they have
a higher oil content, between 19 and 21 percent, than Chinese soybeans, which average 16 percent. Industry
official, interview by Commission staff, Beijing, September 6, 2010.

* Industry official, interview by Commission staff, Shanghai, September 13, 2010.

% For China to grow enough soybeans to replace its imports, it would need to devote 26 million ha, or
approximately one-fifth of all crop land, to soybean production. Gale, “China’s Future,” February 19, 2010.

37 USDA, FAS, China: Oilseeds and Products; Annual: Part 1 of 2, March 1, 2008, 13; USDA, FAS,
China Oilseeds and Products; Annual: Part 1 of 2, April 15, 2009, 13.

% USDA, FAS, China: Oilseeds and Products; Annual: Part 1 of 2, April 15, 2009, 14.

% USDA, FAS, China: Citrus; Annual 2007, November 29, 2007, 3.
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and safety of fruit they process.”’ Among deciduous fruits, apples had the strongest
growth, as farmers responded to high apple prices and increased demand for fruit and
juicing apples by increasing apple acreage between 2004 and 2008.*

Meats

Pork is the most heavily produced and consumed meat in China. However, production
has fluctuated, increasing between 2005/06 and 2006/07, but declining 8 percent in
2007/08 following an outbreak of the deadly porcine reproductive and respiratory
syndrome, commonly called blue ear disease. Pork production fell because deaths from
blue ear*” resulted in fewer pigs being slaughtered, and because animals were sent to
market early, thereby lowering average slaughter weights. ** After the outbreak,
production rebounded as the government provided price supports and subsidies to
farmers wishing to rebuild their sow herds.** Additionally, production was bolstered by
an increase in the number of larger-scale hog farms (i.e., 50 head or more), because larger
producers are able to buy better stock, have better disease management techniques, and
ensure more predictable returns by entering into production contracts with slaughter
facilities.*

The outbreak of blue ear in pigs gave a boost to poultry production, at least in the short
run, as Chinese consumers substituted poultry for pork. Broiler production had the
highest growth (19 percent) of any meat between 2005/06 and 2006/07, both because of
its affordability compared to other meats and because of its popularity with food service
firms, small restaurants, and popular quick-serve restaurants like KFC and McDonald’s.*

Dairy

For most of 2005/06-07/08, milk production grew rapidly in response to several factors:
strong dairy demand, especially among wealthy urban consumers;*’ increased foreign
direct investment in the dairy industry; and better coordination of supply chains by large
retailers.”® This growth occurred in spite of high feed costs and a lack of cold storage.*

Starting in 2008, food safety scandals shook consumer confidence in Chinese dairy
products, depressing demand and leading to a drop in domestic production. The first
scandal involved illness and infant deaths from milk tainted with melamine, which was

40 USDA, FAS, China: Citrus; Annual 2007, November 29, 2007, 3—4; USDA, FAS, China: Citrus;
Annual 2008, December 1, 2008.

It typically takes about four years for new apple trees to bear fruit. USDA, FAS, China: Fresh
Deciduous Fruit; Annual 2006, September 22, 2006, 3—-4; USDA, FAS, China Fresh Deciduous Annual,
November 15, 2007, 4-5; USDA, FAS, China Fresh Deciduous Fruit; Annual, November 15, 2008, 3-4.

42 Sow stocks and piglet crops declined an estimated 5 percent and 7 percent, respectively, in 2007 due to
the disease outbreak. USDA, FAS, China: Livestock and Products; Semi-Annual Report 2007, March 1, 2008,
13.

43 USDA, FAS, China: Livestock and Products; Semi-Annual Report 2007, March 1, 2008, 13.

4 USDA, FAS, China: Livestock and Products; Semi-Annual Report 2009, March 9, 2009, 5; USDA,
FAS, China: Livestock and Products; Semi-Annual Report 2009, September 15, 2009, 4.

45 USDA, FAS, China: Livestock and Products; Semi-Annual Report 2009, September 14, 2009, 4-5.

46 USDA, FAS, China: Poultry and Products Annual, September 16, 2009; USDA, FAS, China: Poultry
and Products; Semi-Annual 2010, April 14, 2010.

4T Euller, Beghin, and Rozelle, “Consumption of Dairy Products in Urban China,” November 29, 2006,
2-3.

8 1bid., 2.

4 USDA, FAS, China: Dairy and Products; Annual Report 2007, October 12, 2007, 3-4.
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used to make infant formula.”® Incidents of tainted milk continued to occur, including
further findings of melamine and other dangerous chemicals in milk between 2009 and
2011.%" In response to the poor publicity and because of a lack of qualified inspectors, the
government closed a number of small milk collection points so it could improve
inspection at higher-volume ones. Given that the average Chinese dairy herd is only
about five cows, many farmers who lost their local collection points found it
uneconomical to travel longer distances to deliver their milk.** As a result, many farmers
exited commercial dairy production, reducing China’s dairy production capacity and
triggering a structural market deficit, meaning that domestic production of dairy products
will be unable to meet Chinese demand in coming years.>

Cotton

Textile industry demand drove changes in Chinese cotton production during the five-year
period. Until late 2008, rising domestic and global demand for textiles and apparel
increased the demand for cotton by Chinese manufacturers. This boosted prices for cotton
compared to alternative crops (such as grains and oilseeds), and farmers responded by
increasing production.> However, global demand for textiles and apparel fell because of
the global economic crisis beginning at the end of 2008,> which lowered the demand for
cotton. As a result, by 2008/09, farmers’ returns from cotton production dropped between
40 and 60 percent, and farmers responded by reducing planted area in 2009/10.%° This
reduction was partially offset by higher yields as Bt cotton became more widely used in
many cotton-growing provinces.*’

China’s Agricultural Policies Related to Production

Introduction

China’s support for the farm sector has grown significantly since 2004, when central
government policymakers decided that rural development would be a key objective of the
Eleventh Five-Year Plan (2006-10).% Similar to the decision to enshrine private property
rights in the constitution in 2004, encouraging rural development is a significant shift in
economic policy for China (box 4.3). In the past, agriculture was taxed in order to fund
investments and job creation in industrial sectors and urban areas in China’s coastal

% Melamine is an industrial chemical used to make milk appear to have a higher protein content in
laboratory tests.

51 Gifford, “Food Fears Persist In China 2 Years After Milk Scare,” October 26, 2010; BBC, “Timeline:
China Milk Scandal,” January 25, 2010; Wee and Mao, “China Arrests 96 Over Tainted Milk,” January 13,
2011.

52 Industry official, interview by Commission staff, Shanghai, September 14, 2010.

53 Dairy Markets, “Rabobank Warns of Tighter Dairy Markets Next Year,” November 25, 2010.

% USDA, FAS, China: Cotton and Products; Annual 2007, May 1, 2007, 3, 6; USDA, FAS, China:
Cotton and Products Annual 2008, May 23, 2008, 7; USDA, FAS, China: Cotton and Products; Annual 2009,
April 15, 2009, 3, 6

5 USDA, FAS, China: Cotton and Products; Annual 2007, May 1, 2007, 3; USDA, FAS, China: Cotton
and Products; Annual 2009, April 15, 2009, 3.

%6 USDA, FAS, China: Cotton and Products; Annual 2009, April 15, 2009, 3.

5" USDA, FAS, China: Cotton and Products; Annual 2009, May 1, 2007, 5; USDA, FAS, China Cotton
and Products; Annual 2009, May 23, 2008, 6; USDA, FAS, China: Cotton and Products; Annual 2009,
April 15, 2009, 5-6.

%8 The Eleventh Five-Year Plan, as translated, describes the rural development goals as (1) developing
modern agriculture, (2) increasing farmers’ incomes, and (3) improving rural conditions. World Bank, “Mid-
Term Evaluation of China’s Eleventh Five Year Plan,” December 18, 2008, 7-8.
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BOX 4.3 Chinese Property Use Rights Are Changing

Immediately after the Communist Revolution in 1949, peasants were granted full ownership of land as a way to break
up large tracts held by wealthy landholders. But as China’s Communist system became more entrenched during the
1950s and 1960s, farmers lost individual ownership rights to forced agricultural collectivization. Then, with the advent
of the Reform Period, the government implemented the “household production responsibility system.” This gave
farmers “use rights” (temporary ownership and decision making) over certain pieces of land for short periods, with the
goal of encouraging higher yields in food production.  The central government passed a series of laws that further
strengthened land use rights for farmers by establishing lease periods.bThese systems were unevenly implemented
by provincial and local governments, reflecting local preferences and party officials’ attempts to balance the needs of
farmer equality with productivity criteria. In 2002, China’s Rural Land Contracting Law (2002 Land Law) more clearly
specified land use rights for farmers and assured the use of 30-year land use contracts.®

In 2004, the central government enshrined the concept of private ownership of real property in China’s constitution.
The constitution now distinguishes between land, which can only be owned by the state, and buildings and fixtures
located on land, which can be privately owned. In 2007 China adopted a new Property Law which supersedes, but
does not repeal, the 2002 Land Law. The 2007 Property Law clarified, where the constitution did not, that buildings
and fixtures on land are owned separately from the land on which they sit.¢

& Promar International, The Chinese Potato Industry in Transition, 2007, 10.

®In 1984, lease periods were set at 15 years. In 1993 30-year leases were permitted.
¢ Promar International, The Chinese Potato Industry in Transition, 2007, 10.

4 Dickinson, “China Real Estate Laws, Part 1,” n.d.

region. But efforts to promote rural development by shrinking the gap between urban and
rural per capita incomes and investing in agricultural infrastructure have caused
government funds to flow in the opposite direction—away from fast-growing urban areas
and back to the farms. China’s economic growth and large foreign currency reserves give
the central government significant capacity to meet its policy objectives. Government
programs for agriculture can be largely subdivided into four categories: direct payments,
price support programs, agricultural infrastructure, and regulatory reforms (e.g., food
safety and standards). With the exception of regulatory reforms, all of these programs are
intended to boost farmers’ incomes directly or lower the cost of production.

According to the Organisation for Economic Co-operation and Development (OECD),
Chinese government® support for agriculture is low compared to the support given by
developed countries such as the United States, South Korea, Japan, Canada, and the
European Union. However, it is in line with that of rapidly growing economies such as
Brazil, Mexico, Russia, and South Africa.®® Moreover, China’s share of general services
in total agricultural support is very high relative to the support programs in other
countries, mostly due to China’s large investments in modern research and extension
services, food safety agencies, and agricultural price information services.

Understanding China’s approach to implementing agricultural policies is important in
discerning why government funding of the farm sector varies significantly from province
to province and why Chinese agricultural policies often lack transparency. Particularly

% In this report, the term “Chinese government” will denote the Chinese central government, unless
otherwise indicated.

8 As measured by the OECD’s Producer Support Estimate (PSE), the amount of support provided to
Chinese farmers has gradually risen since the 1990s to 8.6 percent of gross farm receipts in 2007, the latest
year for which Chinese data are available. OECD, Agricultural Policies in Emerging Economies: Highlights,
2009, 9.
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important is the fact that provincial and local governments have significant autonomy in
implementing agricultural programs and allocating funds.®* Regulations to protect farmer
or consumer rights, and to ensure fairness in the marketplace, are often interpreted
differently by different provincial and local governments, or simply ignored. These
circumstances make it difficult for foreign companies to produce, trade, and sell in
China’s agricultural sector.®® Local government autonomy also calls into question
whether the programs are effective in achieving central government objectives. The
central government has been accused of having too little power to enforce its regulations;
this is often observed in a lack of enforcement of water, pollution, and food safety
regulations.® Table 4.3 summarizes selected Chinese agricultural policies.

China’s Current Policy Objectives Related to Agriculture

As noted at the beginning of the chapter, self-sufficiency in grain production, raising
farmers’ incomes, and rural development have been major policy objectives of China’s
government in recent years.** For three consecutive years, 2004-06, “No. 1 Documents,”
which are the top-priority documents jointly adopted each year by the Central Committee
of the Communist Party and the central government, concentrated on agriculture and
rural development. The documents for 2004 focused on “boosting growth in farmers’
income,” for 2005 on “strengthening comprehensive production capacity of agriculture,”
and for 2006 on the construction of the “new socialist countryside.” All of these policy
objectives were incorporated into the Eleventh Five-Year Plan for 2006-10 (box 4.4).

The Chinese government has also retained its long-term self-sufficiency objective for
food grains. According to the Mid-Long-Term National Grain Security Plan (2008-20),
issued in November 2008, China’s agricultural sector will maintain its grain self
sufficiency rate at above 95 percent through 2020. The Mid-Long-Term Plan also calls
for the annual sown area for grains to be set above 100 million hectares and for an
increegsse in average grain yields from 4.74 tons/hectare in 2008 to 5.25 tons/hectare in
2020.

In the Eleventh Five-Year Plan, a full set of implementing measures were designed to
meet each of China’s policy objectives in agriculture (box 4.5). Central government funds
were budgeted for rural infrastructure (roads, electricity and water supply, water
conservancy, communication, rural schools and clinics, and sanitation systems),
including 1.2 million kilometers of roads constructed or renovated by 2010. Rural
incomes were targeted for expansion by encouraging the development of village and
township enterprises, speeding up the migration of rural labor to urban areas (which
increases rural incomes as rural labor supplies tighten), and improving capacity for grain
production. Specific goals to be achieved by 2010 included grain output of 500 million
metric tons (including soybeans).®® For this purpose, the government was to enhance the

&1 |_ieberthal, “China’s Governing System and Its Impact on Environmental Policy Implementation,” 4-5.

82 Industry official, interview by Commission staff, Hong Kong, September 20, 2010.

83 Academics, interviews by Commission staff, Beijing, China, September 7, 2010; Promar International,
The Chinese Potato Industry in Transition, 123.

6 OECD, Agricultural Policies in Non-OECD Countries, 2007, 71.

%GMnE%mmHMMMWWWpMHMMm%WM%ﬁmmmmmmwmmwmaMMMm&mmm
soybeans. USDA, FAS, China: Grain and Feed; Annual 2009, March 3, 2009, 13.

% USDA, FAS, China: Grain and Feed; Annual 2010, March 1, 2010, 6.
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TABLE 4.3 China: Selected central government funding and regulations for agricultural production

Policy

Policy description

Policy effect/goal

Impact on U.S. exports

Elimination of agricultural
taxes

In 2006, a wide range of formal

and informal taxes, charges,

and fees charged to farmers
were eliminated at the national

level.

Lowers the cost of production
for farmers and increases
their incomes.

Chinese farm products
are more competitive with
U.S. exports to China.

Exemption from the
value-added tax
(VAT) for farmers

For domestic production, the
policy removes a tax of 13
percent on primary agriculture
products and 17 percent on
processed food.

Farmers benefit from lower
taxes and higher demand for
their goods. Purchasers
benefit through lower prices.

Imports of agricultural
goods are still charged
the VAT, resulting in a
higher tax burden on
imports than on similar
goods produced in
China.

Minimum purchase prices

Sets minimum prices for certain

staple crops, primarily grains.

To the extent that Chinese
domestic prices are raised by
the minimum purchase
prices, they encourage
farmers to produce higher
volumes of those staple
crops.

If minimum purchase
prices are set above the
world price, exports to
China from all countries
(including the U.S.) may
be encouraged, absent
trade barriers.

Area payments to grain
producers and other direct
payments (except input
subsidies)

Area payments for grains
(wheat, corn, and rice) and

other government payments for

improved dairy breeds, hog
breeding farms, large poultry
farms, and insurance
subsidies.

Lowers the cost of production
for farmers and increases
their income. Payments for
improved breeds or
production efficiency also
may encourage higher yields.

Imports are less
competitive relative to
domestic production of
targeted products, and
lower prices in China
discourage imports.

Farm input subsidies
(fuel, fertilizers, electricity,
seeds)

These policies each differ in
their implementation. See

descriptions in the main text of

this report.

Lowers the cost of production
for farmers and increases
their income. Encourages
farmers to produce more.
Keeps Chinese food prices
low.

Imports are less
competitive than
domestic production, and
lower prices in China
discourage imports.

Water policies

Surface water: Managed by the

Ministry of Water Resources
and its local water resource
offices, which oversee a
network of irrigation districts.

Surface water prices are set by

local governments using
national guidelines.

Groundwater: At the national
level, there are few water
regulations, and local
government regulations are
weak and not enforced.

Water prices often fail to
cover operating costs, leaving
little revenue for water
infrastructure improvements.
Lowers the cost of production
for farmers and increases
their incomes.

Chinese farm products
are more competitive
with U.S. imports.
Farmer incomes also
rise, but farmers buy few
imported goods.

Banking reforms and
preferential lending
practices

Since 2003, the central
government has provided
cash infusions to insolvent
rural banks and credit unions.

Local and provincial Chinese
officials are also experi-
menting with a variety of
programs to drive higher
production levels in the farm
sector. Pilot projects include
expanding the number of rural
lenders, microlending
schemes, and allowing more
flexibility in setting interest
rates.

Lowers production costs,
increases production.

Lowers cost of domestic
production relative to
U.S. production costs.
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TABLE 4.3 China: Selected central government funding and regulations for agricultural production—Continued

Policy

Policy description

Policy effect/goal

Impact on US exports

Agricultural infrastructure

These policies include funding
roads, telecommunications,
power systems, and irrigation
systems that directly impact
agricultural production costs.
In addition, they include
projects which indirectly
improve farm productivity, such
as education systems, medical
infrastructure, information
networks, and agricultural
research projects.

Promotes agricultural productivity
in an attempt to shrink the income
gap between rural and urban
Chinese consumers.

Impact on U.S. exports
undetermined,
particularly in the long
term. Lowers cost of
domestic production and
delivery relative to U.S.
agricultural production
and delivery, while also
boosting income for
rural regions of China.

Inspections and Food
Safety

2009 Food Safety Law
combined and expanded
several of the central
government’s laws together
into one comprehensive law.

Establishes and enforces food
safety regulations for certain
products.

In some cases,
implementation places
burdensome
requirements on U.S.
exporters (e.g.,

labeling); U.S. exports
could benefit from
uniform, predictable
enforcement but also
suffer when enforcement
is tighter for imports than
for domestic Chinese
production.

Biofuels
(ethanol and biodiesel)

Ethanol producers receive a
refund of the VAT, exemption
from a 5 percent consumption
tax, a profit guarantee per

metric ton, preferential supplies

of feedstocks, and

Promotes China’s energy
independence.

compensation for transportation

or sales losses.

Biodiesel producers receive
funding for new production and
use of alternative feedstocks.

Encourages U.S.
exports to China for
certain feedstocks.

Food reserves

An extensive system of
government-funded storage for
grains, cotton, edible oils, and
pork.

Intended to prevent mass
starvation among China’s
populace and promote price
stability.

Limited impact on U.S.
exports because reserve
volumes are typically
domestically produced
and because of trade
policy mechanisms.

Foreign direct investment
(FDI) regulations

2007 Foreign Investment
Catalog.

China generally encourages FDI
that enhances productive capacity
or technology aimed at reducing
pollution. Restrictions apply to
conventional seed development,
distribution and retail sales of
agricultural production, oilseed
processing, biofuels production,
and some beverage production.
The catalog prohibits FDI in the
development and production of
genetically modified plants and
animals.

Generally encourages
Chinese domestic
production and indigenous
innovation; discourages
U.S. exports and U.S. FDI.

Source: Compiled by Commission staff.
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BOX 4.4 The Chinese Government's Eleventh Five-Year Plan Increases Funding in Rural Areas

China’s eleventh five-year plan, for the years 2006 through 2010, has the stated objective of creating a more
harmonious socialist countryside, which includes advancing the economic welfare of the rural population. Income
inequality between urban and rural areas is viewed by the government as a growing problem in Chinese society
because of the concern that it will spark social unrest.* The Chinese government seeks to raise the Welfare of rural
provinces, move to a more service-oriented economy, and conserve valuable environmental resources.”

The plan contains a number of quantitative benchmarks,® several of which pertain to the rural population and
agriculture:

Benchmark 2005 level 2010 goal
Efficiency coefficient of irrigation water 0.45 0.5
Coverage of new rural cooperative health system (percent) 75.7 80.0
Per capita net income rural households (RMB) 3,255 4,150

Source: World Bank, Information from Mid-Term Evaluation, December 18, 2008.

The stated goal of the Chinese government is to develop the countryside and close the rural-urban income gap while
still maintaining 95 percent self-sufficiency in grains. Accordlng to a midterm review conducted by the World Bank,
China is on track to meet its benchmarks, primarily because of increased funding to rural areas. For example, in
2006, Premier Wen Jiabao promised a 14 percent increase from 2005 funding for rural areas, leading to a total
expenditure of RMB 339.7 billion ($45.3 billion) in that year.® The Chinese government, via funding to provincial
governments is improving agricultural productivity through increased extension services and technological
investment.’ Over 90 percent of agricultural research funding is publicly financed,® accounting for approximately $2.6
billion in 2005. Agrlcultural machinery per 100 square kilometer of agricultural land increased from 84 in 2004 to 147
in 2007.'

In 2005, China’s central treasury spent RMB 297.5 billion ($39.6 billion) on agriculture and rural development. Much
of the funding supported rural taxation reform (RMB 66.2 billion or $8.8 billion) and improving rural infrastructure
(RMB 98.9 bhillion or $13.2 billion), while smaller amounts went to compulsory education, direct grain subsidies, and
general poverty reduction.! By 2008, the Chinese government reported spending nearly $87 billion on rural programs,
a 37-percent increase from 2007 and more than double 2005 spending levels.

4BBC, “China to Tackle Rural Problems,” February 22, 2006.

®Fan, “China’s Eleventh Five-Year Plan (2006-10),” 2006, 709-710.

“World Bank, Mid-Term Evaluation of China’s 11th Five Year Plan, 2008, 11, 29.

dWorld Bank, Mid-Term Evaluation of China’s 11th Five Year Plan, 2008, 52, 63; Lohmar et al., China’s Ongoing
Agrlcultural Modernization, April 2009, 19-20.

Xlnhua News Agency, “Wen Hears Farmers’ Concerns on 11" Five-Year Plan,” March 20, 2006.
" World Bank, Mid-Term Evaluation of China’s 11th Five Year Plan, 2008, 54, 71.

9 Lohmar et al., China’s Ongoing Agricultural Modernization, April 2009, 30.
"FAO, How to Feed the World 2050, October 12—13, 2009, 1.

' World Bank, WDI Online Database. The World Bank defines agricultural machinery per 100 sqg. km. of
agricultural land as the number of wheel and crawler tractors (excluding garden tractors) in use in agriculture at the
end of the calendar year.

' Xinhua News Agency, “Investment in Farming Increased to $37 Bln,” June 27, 2006.
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BOX 4.5 China’s Governing Structure Affects Agricultural Policy Implementation

China’s political system is multilayered. The central government covers the entire country, while subnational
governments include 31 provinces, more than 600 hundred cities, over 2,000 counties, nearly 100,000 townships,
and nearly 1 million villages. For the most part, every government office in China has been assigned a bureaucratic
rank and any territorial level of government (e.g., a province) contains offices with several different ranks. At the
national level, the State Council (China’s cabinet) is at the apex and commissions, such as the State Planning
Commission and the Food Safety Commission, are just below the State Council in rank. Ministries such as the
Ministry of Agriculture or the Ministry of Health are one step below Commissions, and bureaus within ministries are a
bureaucratic rank below ministries.®

A key feature of the Chinese system is that governmental units are unable to issue orders binding units of the same
rank. The result is that ministries cannot issue binding orders on provinces because they hold an equivalent
bureaucratic rank. This is operationally quite different from the governmental structure that binds the federal and state
governments in the United States. China’s system forces participants into consensus to operate effectively.b

China’s central government has no interagency policy and administrative coordination process such as that in the
United States. The result is that licensing paperwork and other administrative requirements are often duplicative. All
companies based in China, foreign or domestic, must build relationships with each Chinese government agency that
has regulatory authority over the company’s operations. For example, a U.S.-owned food processing company which
imports certain food items and also sources domestically in China needs relationships with perhaps dozens of
agencies, including the Administration of Quality Supervision, Inspection, and Quarantine, Ministry of Commerce,
Ministry of Health, Ministry of Agriculture, Customs, and the State Food and Drug Administration.*

In the Chinese political system, it is common for policymakers to put in place implementation procedures and
practical enforcement mechanisms only after a regulation officially takes effect. For example, a regulation may
require that products be tested at approved facilities before any facilities have been approved by the Chinese
government to do such testing.d The lack of explicit implementation details, or administrative transparency, can
hamper foreign companies more than domestic Chinese companies because foreign firms often lack the relationships
that Chinese companies have with government agencies to receive clarifications in a timely way.®

ZLieberthaI, “China’s Governing System and Its Impact on Environmental Policy Implementation,” 3—4.
Ibid.

¢ Industry official, interview by Commission staff, Shanghai, China, September 13, 2010.

d Owen, “Standards in China: Behind the Headlines,” 42.

© lbid.

direct subsidy policies for grain producers and reinforce the construction of farmland
water conservancy, drainage, and irrigation systems.®” Many of these measures will be
described in further detail later in this chapter.

China’s Support for Agriculture Relative to Other Countries

As noted, China’s government support for agriculture is low compared to that of
developed countries, such as the United States and European Union, but in line with that
of other rapidly growing economies. As measured by the OECD’s PSE,*® the amount of
support provided to Chinese farmers was low (and sometimes negative) during the 1990s,
but gradually rose to 9 percent in 2007, the latest year for which Chinese data are
available.®® Compared with other countries at a similar level of development, including
Brazil, Mexico, Russia, and South Africa, China’s support for farmers falls in the middle

7 OECD, Agricultural Policies in Non-OECD Countries, 2007, 72.

% PSE is defined as the estimated monetary value of transfers from consumers and taxpayers to farmers,
expressed as a percentage of gross farm receipts (defined as the value of total farm production at farmgate
prices), plus budgetary support. OECD, Agricultural Policies in Emerging Economics: Highlights, 2009, 9.

8 OECD, Agricultural Policies in Emerging Economics: Highlights, 2009, 9.
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of the range (table 4.4). China’s PSE reflects changes in the central government’s policy
priorities from grain self-sufficiency and low consumer prices toward a stronger focus on
raising farm household incomes.™

TABLE 4.4 Agricultural producer support estimates for selected countries, 2006—09 (percent of gross farm receipts)

Country 2006 2007 2008 2009
South Korea 59.5 58.3 46.2 51.7
Japan 51.6 46.4 47.5 47.8
EU 29.0 24.1 22.4 23.5
Canada 22.9 18.8 13.0 20.2
Mexico 13.2 12.9 12.0 12.5
Russia 17.5 10.8 ® ®
United States 11.2 10.0 7.9 9.8
China 11.0 8.6 ® ®
Australia 4.5 5.0 4.0 2.7
Brazil 6.1 5.0 ) ®
South Africa 7.5 3.3 @) @)

Sources: 2010 OECD PSE database; 2009 OECD Factbook, 2009, 227.

#Not available.

Government support to China’s agricultural sector indicates that Chinese policymakers
are placing a renewed emphasis on the rural economy.” Indirect support, in the form of
general services, is very high relative to similar support programs in other countries, due
largely to investments in agricultural infrastructure. General services include modern
research and extension services, food safety agencies, and agricultural price information
services, most of which provide benefits to producers and consumers throughout the
economy. Compared with direct payments to farmers, general services support is less
production-distorting to the sector.”

Selected Government Programs Promoting Agriculture in China

Elimination of Certain Agricultural Taxes

Until the beginning of the 2000s, Chinese farmers faced a wide range of formal and
informal taxes, charges, and fees, which varied among provinces. In 2000, officially
recorded agriculture-related taxes included the animal husbandry tax, a tax on special
agricultural products, a tax on the use of cultivated land, and a contract tax.” In total, the
taxation burden shouldered by farmers in 2000 was estimated to be between RMB
180 billion ($24 billion) and RMB 220 billion ($29 billion), which was more than
10 percent of farmers’ net annual income.”® Rural taxation became a major source of
dissatisfaction among farmers, and many local governments in China’s rural regions
faced protests in the late 1990s and early 2000s.”

" OECD, Agricultural Policies in Emerging Economics: Highlights, 2009, 9.
™ Kwiecinski and von Tongeren, “Quantitative Evaluation of Agricultural Policy Reforms in China,”
July 8-9, 2007, 215-16.
2 Ipid.
" In 2000, farmers also paid taxes to the township government amounting to RMB 26.8 billion
($3.6 billion) and to the village committee totaling RMB 35.2 billion ($4.8 billion), as well as additional fees
estimated at RMB 90 billion ($12.2 billion). OECD, Agricultural Policies in Non-OECD Countries, 2007, 73.
" Aubert and Xiande, ““Peasant Burden’: Taxes and Levies Imposed on Chinese Farmers,” 2002, 160-76.
S Chen, A Study on China’s County and Township Public Finance, 2007, 20.
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China’s rural tax reform, implemented by the central government in 2003, lowered the
tax burden on farmers. The reform began by integrating most agricultural taxes, fees, and
charges into one tax and then capping the tax at a maximum rate of 8.4 percent of annual
agricultural output value.”® Then, the central government announced in 2004 that the new
agricultural tax would be phased out over five years.”” But as the agricultural tax reform
effort gathered steam, the government announced in March 2005 that reforms should be
further accelerated, with the goal of phasing out all national farm taxes by 2006. In 2005,
28 provinces exempted farmers from agricultural taxes, and at the beginning of 2006, the
central government eliminated all agricultural taxes.”

Value-Added Tax Exemption for Agricultural Products

The largest source of revenue for China’s central government is the value-added tax
(VAT),” a tax assessed on the value of products at each transaction point in the
production and distribution chain.?’ China’s State Council Decree No. 538 (Article 2.2.a)
of 2008 sets the VAT rate for food grains and vegetable oils at 13 percent. Article 2.2.e of
the decree also states that the VAT rate shall be 13 percent on “other goods prescribed by
the State Council,” which in principle applies to all agricultural products except certain
processed foods taxed at 17 percent.

In fact, farmers selling their products are exempt from the VAT. Article 15 of Decree No.
538 provides a full exemption from payment of the VAT for “self produced agricultural
products sold by agricultural producers.”® Moreover, the Chinese government maintains
several other VAT exemptions for agricultural products produced domestically, both to
provide financial assistance to farmers and because it is considered impractical for
uneducated Chinese farmers to keep track of purchase VAT (the tax charged to
purchasers) and sales VAT (the tax charged to sellers).®?

™ |_egislative reforms included the removal of the animal slaughter tax and the special agricultural tax on
all products except tobacco. OECD, Agricultural Policies in Non-OECD Countries, 2007, 74.

7 Lardy, China’s Consumption, July 8-9, 2007, 22.

8 OECD, Agricultural Policies in Non-OECD Countries, 2007, 74. Agricultural taxes are different than
China’s individual and corporate income taxes, but the latter are rarely paid by farmers. Chinese farms are
generally operated by individuals and would not be subject to corporate taxes. In any case, under Article 86
of China’s enterprise tax law, effective on January 1, 2008, Chinese farms which are incorporated and engage
in crop production, horticulture, livestock rearing, and/or forestry are exempted from corporate income taxes.
In practice, few farmers classified as individuals are subject to income taxes either; it only applies to those
with income above a high threshold, which most farmers never attain. Government official, e-mail to
Commission staff, October 18, 2010; USDA, FAS, China’s Corporate Income Tax Exemption for
Agricultural Enterprises 2008, January 13, 2009, 4.

™ In 2009, VAT revenues collected from both domestic sources and imports equaled 32.2 percent of total
government tax revenues. The second and third largest sources of Chinese government revenue in 2009 were
a corporate income tax (21.2 percent of the total) and the domestic consumption tax (13.2 percent). PRC,
Ministry of Finance, 2009 Central Financial Revenue Structure.

% The tax is administered by the State Administration of Taxation, and with the exception of VAT
collected from imported products, VAT is shared between the central government (75 percent) and local
governments (25 percent). Hoffman, “China’s VAT System,” August 3, 2009.

8 China’s State Council Decree No. 538 of 2008. State Council Decree No. 134 of January 1, 1994, was
the first decree to specifically exempt Chinese agricultural producers from payment of the VAT. Subsequent
decrees and clarifications have confirmed the policy.

8 A Chinese tax collector collects the difference between the “sales VAT” and the “purchase VAT”
shown on business receipts. USDA, FAS, China: Trade Policy Monitoring, VAT Protections, March 19, 2007,
3
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Exemptions to the VAT for China’s agricultural sector fall into four categories. Based on
the order they fall in the production chain, they are farm inputs, farm sales, processor-
imputed VAT, and processor-exempted products.®® The farm inputs exempt from the
VAT include seeds, pesticides, herbicides, agricultural machinery, and some fertilizers.
These inputs may add up to as much as one-third of the cost of the crop to the farmer.®
Because all products from agricultural producers® are sold without paying the VAT,
buyers (e.g., food processors) of goods from these producers are able to deduct 13
percent of these inputs’ value when calculating the VAT they charge at the next point of
sale (processor-imputed VAT). This exemption protects processors, when they source
domestically produced food inputs, from paying the VAT that farmers are exempted from
paying and also from double payment of the VAT for certain farm inputs that were not
VAT-free.®® The practical effect of this policy, which allows buyers to deduct the VAT
that they did not originally pay, is that domestically produced agricultural products gain a
cost advantage over competing imported products.®’

Sales of domestic feed products are also VAT-free under the “farm sales” rule. These
products include mixed feed, compound feed, premix feed, feed concentrate, bran,
distiller's dried grains with solubles, oilseed meal (excluding soybean meal), fishmeal,
and bone meal. According to this policy, feed mills and oilseed crushers (excluding
soybean crushers) are VAT exempt as well. All other grain processors, including flour
mills, starch manufacturers, and distillers, are subject to the VAT on their sales. Crushers
selling most oil meals, with the exception of soybean meal, are not required to charge the
VAT or provide a VAT sales receipt.

Minimum Purchase Price

Minimum purchase prices, also known as floor prices, are applied to farm-level purchases
of selected grains in China (table 4.5). The minimum prices were first announced in 2004
for early indica rice and japonica rice at RMB 1,400 ($187) and RMB 1,500 ($200) per
metric ton (mt), respectively.?® Coverage was extended to include middle and late indica
rice in 2005. However, as market prices in both years remained largely above the
minimum price levels, no government purchases at the floor price were undertaken in

8 China’s central government also refunds VAT to ethanol producers, in addition to other tax exemptions,
compensations, and production incentives.

8 USDA, FAS, China: Trade Policy Monitoring, VAT Protections, March 19, 2007, 3.

8 Agricultural producers are defined as farmers, farm cooperatives, most state trading enterprises (e.g.,
grain storage facilities) that buy from producers and from such processors as feed or flour mills. In addition,
Chinese companies operating large state farms incorporated as companies are exempt from VAT on
agricultural products they purchase as raw materials if they are designated by the government as a “dragon
head enterprise.” As noted earlier in this study, dragon head enterprises are leading-edge companies within
the agricultural sector in China, and they are eligible for preferential tax treatment, preferential access to
loans, and participation in official delegations. Companies are nominated by local governments and approved
at the provincial level; they must have direct contact with farmers and contribute to vertical integration within
the sector. Profits, market share, taxes paid, and company growth rates are typical criteria evaluated by
provincial government officials in determining which companies attain dragon head status. Government
official, e-mail to Commission staff, October 18, 2010; Waldron, Brown, and Longworth, Rural Development
in China, 2003, 40

% USDA, FAS, China: Trade Policy Monitoring, VAT Protections, March 19, 2007, 4.

87 |t appears that labor costs are not to be included as deductible in the VAT calculation. If true, this
would lessen the VAT deduction benefit for purchasers of Chinese domestic agricultural goods. See China’s
State Decree 538, Article 1.

8 OECD, Agricultural Policies in Non-OECD Countries, 2007, 73.
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TABLE 4.5 China: Government floor price for grains, 2007-10

Growth
Items 2007 2008 2009 2010 2009-10 Purchase period
RMB/mt Percent
Rice
Early indica (unmilled) 1,440 1,540 1,800 1,860 3.3 July—September
Japonica (unmilled) 1,500 1,640 1,900 2,100 10.5 November—February
Wheat
White wheat 1,440 1,540 1,740 1,800 3.4 May—September
Red wheat 1,380 1,440 1,660 1,720 3.6 May—-September
Corn
Corn average floor price 1,400 1,500 1,500 ® ® December—April

Source: USDA, FAS, China, Peoples Republic of: Grain and Feed; Annual 2010, March 1, 2010, 17.

Note: Floor prices in dollars range from RMB 1,380 ($184) to RMB 2,100 ($280).

#Not available.

2004, and in 2005 the intervention was limited to early indica rice. In 2006, new
minimum prices were announced and the coverage was further extended to include
wheat. As wheat market prices slid below the minimum levels, the government
designated state-owned warehouses in major wheat-producing provinces to buy wheat at
minimum prices. According to China’s State Grain Administration, wheat purchases
amounted to 41 million mt through September 2006, which accounted for about 40
percent of China’s total production in 2006. Intervention purchases of early indica rice
were much smaller, staying below 4 million mt, compared with total rice production of
about 181 million mt in 2006.%

In 2009, the provinces covered by the minimum price support program for wheat were
Heilongjiang, Jilin, Liaoning, Inner Mongolia, Shandong, Hebei, Henan, Anhui, Jiangsu,
Shanxi, Hunan, Hubei, and Jiangxi. These provinces produce approximately 80 percent
of China’s commercial sales of wheat.® During the previous three years, wheat
procurement at the floor price averaged about 37 percent of China’s total wheat
production.®*

For corn, the purchase program covers the northeastern provinces, including
Heilongjiang, Inner Mongolia, Jilin, and Liaoning, in 2009/10. In addition to the floor
price of $220.50 per mt, the government encourages end users (mainly feed mills) and
state trading companies in southern China provinces to purchase corn from northeastern
provinces. For purchases made from December 1, 2009, to April 30, 2010, the central
government offered a subsidy of $10.30 per mt to traders or feed mills.%

Direct Payments

Since 2004, the Chinese central government has provided significant direct payments to
farmers, primarily for growing grains (corn, rice, and wheat).* In addition to payments

8 OECD, Agricultural Policies in Non-OECD Countries, 2007, 73.

% USDA, FAS, China: Grain and Feed; Annual 2010, March 1, 2010, 17.

%1 USDA, FAS, China: Grain and Feed; Annual 2010, March 1, 2010, 18. Other sources estimate that
between 45 and 69 percent of China’s wheat production was purchased at minimum support prices during
2006-09. Zhong, “Analysis of Wheat Market in 2009 and Outlook for the Later,” 2009, 5-10.

2 USDA, FAS, China: Grain and Feed; Annual 2010, March 1, 2010, 18.

9 USDA, FAS, China: Grain and Feed; Annual 2010, March 1, 2010, 16; USDA, FAS, China: Grain
and Feed Annual 2010, March 3, 2009, 13.
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made based on the area used for grain production, seed subsidies are provided for grains
(including barley on a trial basis in 2010) and oilseeds (soybeans, peanuts, and rapeseed).
Payments to offset rising fertilizer and fuel prices were initiated in 2006, expanding
significantly in 2008 and 2009 (table 4.6).** By 2009, the scope of government payments
had widened to include other farm input costs, more government funds for machinery
purchases and seeds, and targeted payments, which often varied by farm size, for
breeding and raising dairy cattle and sows.* For example, to encourage larger-sized hog
farms (50 or more slaughtered annually), the central and local governments made
payments of RMB 2.5 billion ($0.3 billion) in 2009 to improve hog-raising conditions.*®

TABLE 4.6 China: Selected government direct support programs, 2005-09 (million $)

Year Area payments (grains only) Seed subsidy Machinery subsidy Fuelffertilizer subsidy
2005 1,941 574 44 0
2006 2,088 603 88 1,838
2007 2,221 979 294 4,059
2008 2,221 1,775 588 9,382
2009 2,221 @) 1,471 10,529

Sources: USDA, FAS, China, Grain and Feed Annual 2010, March 1, 2010, 16; USDA, FAS, China, Grain and Feed
Annual 2010, March 3, 2009, 13.

Note: In 2007 and 2008, the seed subsidy covered soybeans, rice, wheat, corn, rapeseed, and cotton. In 2009, the
seed subsidy was expanded to also cover potatoes. In 2010, it was further expanded to cover hulless barley and
peanuts on a trial basis. Exchange rate: $1 = 6.8 RMB.

*Not available.

In relation to China’s overall agricultural production value, direct payments through 2007
were estimated to be minor; increases in rural incomes were largely attributed to
increased product sales and nonfarm income sources.®” But documented government
funding more than doubled in size from 2007 to 2009, and by all accounts, has continued
to grow in 2010. Consequently, the impact of these payments on China’s farm sector is
increasing significantly, and total payments to Chinese farmers from all levels of
government are now estimated to be larger than direct national government payments to
U.S. farmers.

Area payments to grain producers

Grain producer payments in China were introduced in 2004, usually at the rate of RMB
10 ($1.33) per mu of area sown to rice, wheat or corn. In total, RMB 11.6 billion
($1.5 billion) was paid under this program in that year.”® Total outlays for area payments
increased from 2005 through 2007, when coverage became nationwide and payment
amounts were capped by the central government at $2.2 billion (table 4.6). The
implementation of grain producer payments varies from province to province because
central government grants are issued to grain risk funds controlled by provincial

% Lohmar et al., China’s Ongoing Agricultural Modernization, April 2009, 27.

% Gale, Lohmar, and Tuan, “How Tightly Has China Embraced Market Reforms in Agriculture?” 2009,
34,

% USDA, FAS, China: Livestock and Products; Semi-Annual 2010, March 2, 2010, 4.

" OECD, Agricultural Policies in Non-OECD Countries, 2007, 73.

% To ensure that Chinese farmers benefit, provincial and local governments are required to publicize
details about the use of the grain risk fund. Penalties are levied for inappropriate uses of payments. OECD,
Agricultural Policies in Non-OECD Countries, 2007, 73.
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authorities, which may supplement grain payments with local funds.®® Typically, at least
half of the grain risk fund is used for direct payments to farmers.

Input subsidies
Fuel and fertilizers

In 2006, the central government started a program intended to partially compensate
farmers for price increases in fuel, fertilizer, and other agricultural inputs.’®® By 2007, the
comprehensive subsidy on fuel and fertilizer for grain farmers totaled RMB 27.6 billion
($3.7 billion). According to the Ministry of Finance, the comprehensive subsidy averaged
about $14.50 per farm household in that year. By 2009, fuel and fertilizer subsidies
totaled $10.5 billion (table 4.6).

In the case of fertilizers, government support is part of several separate programs
targeting fertilizer producers, with cost reductions being passed along to farmers
purchasing the input. In December 2003, the government issued an electricity subsidy for
small and large nitrogen fertilizer producers totaling RMB 6.3 billion (approximately
$0.8 billion) in cost reductions every year. Transportation for fertilizer has been
subsidized by a total of RMB 5.0 billion (approximately $0.7 billion) every year since
2003. Since 2004, the Chinese government has given a bank loan subsidy to qualified
fertilizer distributors who store fertilizer during the winter season. This totaled
$43.9 million to $73.3 million every year.'*

Seeds

Since 2002, farmers have benefited from subsidies for purchasing improved soybean
seeds. In 2004 and 2005, this scheme was extended to cover improved seeds of wheat,
maize, and rice. The budget allocations from the Ministry of Agriculture for this program
amounted to RMB 2.85 billion ($0.4 billion) in 2004. By 2008, the latest year for which
data are available, seed rebate payments had increased to $1.8 billion (table 4.6).
Implemented at the provincial level, the program is intended to lower the cost of
production and boost farm yields. In some provinces, seed companies are provided the
funding, and, in turn, make seed available at discounted prices. In other provinces,
farmers are paid directly to purchase seed, so the subsidy is akin to direct income
support.'® According to one estimate, farmers who directly receive government seed
funds only pay about 50 percent of their seed costs out of their own pockets.'®

Farm machinery

To further its goals of modernizing the farm sector and increasing agricultural
productivity, the central government began paying a small subsidy in 2002 for the
purchase of farm machinery. The subsidy primarily assisted larger farms with sufficient
scale to warrant mechanization’® and currently covers between 20 and 40 percent of the

% Farmers Daily, “Nongye Bu Fabu 2010 Nian Qiang Nong Hui Nong Zhengce (Ministry of Agriculture
Announces 2010 Policies Strengthening Agriculture and Benefiting Farmers),” March 11, 2010.

100 pegple’s Daily Online, “China Increase Subsidies to Grain Growers,” April 12, 2006.

101 YSDA, FAS, China: Fertilizer; Annual 2009, December 14, 2009, 10.

102 Hudson et al., Crop Subsidies in Foreign Countries: Different Paths to Common Goals, April 2009,
34.

108 Academic, interview by Commission staff, Beijing, China, September 9, 2010.

104 OECD, Agricultural Policies in Non-OECD Countries, 2007, 74.
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cost of new machinery, depending on the type of machinery and product being
produced.'® Funds may be paid directly to the farmer, business, or village cooperative
which bought the machinery or to the machinery dealer. The largest incentives (as a
percent of total purchase cost) are given for machinery used in harvesting and packing.
Farm machinery payments have reportedly accounted for significant conversions from
non-mechanized to mechanized production and packing in the last year.'%

Water Policies

According to China’s National Water Law, as revised in 2002, all property rights to
surface water and groundwater belong to the state, including the right to use, sell, or
charge fees.’® Nevertheless, oversight and management of water use is generally poor.
Surface water is managed by the Ministry of Water Resources and its local offices, which
oversee a network of irrigation districts. Surface water prices are set by local
governments using national guidelines, and these prices often fail to cover operating
costs, leaving little revenue for water infrastructure improvements.’®® Farmers typically
do not pay for surface water by volume, but instead pay a fixed amount based on the area
they irrigate or for the use of a well.'”® China’s water management policies provide little
incentive to conserve because farmers are charged only a fraction of the water’s value.'*

Many farmers use groundwater reservoirs for irrigation in water-scarce areas of China,
particularly in the north. The National Water Law does not allow groundwater extraction
if pumping is harmful to the long-term sustainability of groundwater use. But at the
national level, there are few water regulations that specifically address groundwater
management, and local government regulations are weak and not enforced, in fact, in
most regions of China, groundwater resources are almost completely unregulated.
According to a 2009 survey, less than 10 percent of well owners in areas of northern
China obtained a required well drilling permit before drilling. In addition, water
extraction charges were rarely, if ever, imposed on users in these northern China
communities, and no volume restrictions were imposed on well owners.'*! However,
many agricultural processors, such as companies that process fruits and vegetables, often
pay the local town for water by the ton and have seen their water charges increase
significantly over the past few years.**?

Any government policies in China that provide better incentives for users to conserve
water, particularly through higher per volume rates, would almost certainly run counter to
central government objectives of raising farmers’ incomes and furthering rural
development. Furthermore, water conservation conflicts with self-sufficiency goals in
grain production, because grains require significantly more water per hectare than
alternatives such as livestock and horticulture.™?

105 Academic, interview by Commission staff, Beijing, China, September 9, 2010; industry official,
interview by Commission staff, Shandong province, China, September 13, 2010.

108 Academic, interview by Commission staff, Beijing, China, September 9, 2010.

107 \Wang et al., “Understanding the Water Crisis in Northern China,” March 1, 2009, 148.

108 | ohmar et al., China’s Ongoing Agricultural Modernization, April 2009, 19.

109 Academic, interview by Commission staff, Beijing, China, September 7, 2010.

101 ohmar et al., China’s Ongoing Agricultural Modernization, April 2009, 19.

1 \Wang et al., “Understanding the Water Crisis in Northern China,” March 1, 2009, 148.

12 Industry official, interview by Commission staff, Beijing, China, September 7, 2010.

113 |_ohmar et al., China’s Ongoing Agricultural Modernization, April 2009, 19.
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Banking Reforms and Preferential Lending Practices

Until the end of the 1990s, preferential loans in agriculture were given mostly to state
marketing organizations to fund the purchase and storage of certain agricultural products,
primarily grains. In the 2000s, most of these programs were discontinued, and by
February 2006, the Agricultural Development Bank of China, the policy bank
implementing government programs, announced that commercial rates would also apply
to grain marketing enterprises.'* But since 2003, reform of China’s rural financial
system has been a priority for the central government, particularly providing cash
infusions to insolvent rural banks and credit unions.'”®> After the start of the Eleventh
Five-Year Plan in 2006, which reinforced policies focused on rural development,
preferential rates were applied to loans targeting rural development and poverty
alleviation. By the end of 2006, rates for rural development loans were just above half the
commercial rates. **® However, loan funds were often diverted to supplement sub-
provincial government budgets or given to industrial enterprises rather than benefiting
farmers and the rural poor.**’

A national survey conducted in 2009 indicated that less than 9 percent of China’s farmers
had loans from established institutions.**® Rather than secure loans from these groups,
farmers most often rely on loans from relatives or underground lenders at unsubsidized
rates."*® Farmers find it difficult to take advantage of government programs to encourage
lending because under China’s system of state ownership of land, farmers do not
personally own the land on which they farm. Therefore, few assets are available to secure
financing for agriculture, and this has restricted the flow of funds for farm investments to
enhance productivity.'?

For certain agricultural products, the central government continues to intervene with bank
loan subsidies to assist companies with declining profits or large financial losses. For
example, the Ministry of Finance reported subsidies of RMB 190 million ($25 million) to
the nation’s dairy companies in 2010, more than double the RMB 80 million
($11 million) in subsidies granted to dairy companies in 2009. According to Xinhua news
reports, the government objective is to help dairy companies stabilize production and
resume their purchases of raw milk. But the Ministry of Finance also noted that the funds
encouraged an increase in cattle herds and protected farmers’ interests.'?*

Given the constraints imposed by the current land tenure laws, local and provincial
Chinese officials are also experimenting with a variety of programs and subsidies to drive
consolidation, efficiency, and higher production levels in the farm sector. These pilot
projects are expanding the number of rural lenders and allow more flexibility in setting
interest rates, as well as village-wide credit evaluations, joint borrowing, and government
loan guarantee schemes designed to increase microlending, normally in amounts of less
than $1,000. Other village governments are testing arrangements that permit farmers to

114 OECD, Agricultural Policies in Non-OECD Countries, 2007, 75.

5 |_ohmar et al., China’s Ongoing Agricultural Modernization, April 2009, 28.

118 Sheldon, China’s Agricultural Trade, 2007; Kwiecinski and von Tongeren. Ch. 10: Quantitative
Evaluation of Agricultural Policy Reforms in China: 199—-2005, July 8-9, 2007, 203.

117 OECD, Agricultural Policies in Non-OECD Countries, 2007, 75.

118 Gale, Lohmar, and Tuan, “How Tightly Has China Embraced Market Reforms in Agriculture?” 2009,
33.

9 bid., 31.

120 promar International, The Chinese Potato Industry in Transition, 2007, 8.

12! Dairy Markets, “Beijing Increases Financial Aid for Dairies,” October 25, 2010.
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use their limited land-use rights (e.g., timber rights, fruit orchards, and marketing
contracts) as loan collateral.'?

Agricultural Infrastructure

Investment in agricultural infrastructure is a major budget expenditure item for China’s
central government to achieve development targets in the rural sector. Agricultural
infrastructure includes not only roads, telecommunications, and power and irrigation
systems that directly impact agricultural production costs, but also includes goods and
services that indirectly improve farm productivity, such as education systems, medical
infrastructure, information networks, agricultural research projects, and the development
of financial services for the farm sector.’®® Under the Chinese budgetary accounting
system, government expenditures for agriculture consist of four major items: direct
expenditures on agricultural production, rural relief funds, rural capital construction, and
agricultural science and technology promotion.*®* Agricultural infrastructure comprises
many projects in the last three categories. In 2005, rural capital construction accounted
for 21 percent of the Chinese government’s agricultural spending, rural relief funds for
5 percent, and science and technology promotion funds for 1 percent.'”® Spending on
agricultural infrastructure totaled RMB 117.5 billion ($15.7 billion) in 2005, increasing to
RMB 140.8 billion ($18.8 billion) in 2007, the last year for which OECD data are
available.'?

Large government grants are currently being provided to local government officials for
agricultural infrastructure and capital projects. The central government transferred RMB
17 billion ($2 billion) in 2009 to more than 1,000 grain-producing counties in China to
promote grain infrastructure and industry development, including storage facilities,
distribution networks, and processing upgrades.

The government continues to accept primary responsibility for funding pollution control,
land rehabilitation, and the maintenance and development of transport and irrigation
infrastructure.**” A recent example is the October 2010 agreement between China’s
Ministries of Commerce and Agriculture to work together over the next five years to
improve the distribution and marketing chain for agricultural goods. The ministries will
fund the construction of large agricultural wholesale markets located between major
production areas and transportation hubs, as well as promote business cooperation
between large chain enterprises and agricultural regions. The two departments also
agreed to improve efforts to standardize farm produce distribution and monitor the
quality of vegetables, fruits, and meat to help ensure food safety.'?

Increased funding for agricultural infrastructure projects indicates a renewed focus by
China’s central government on encouraging rural development, but analysts find it
difficult to assess the actual level of support specifically earmarked for agricultural
infrastructure. In particular, it is difficult to verify that all budgetary expenditures from

122 Gale, Lohmar, and Tuan, “How Tightly Has China Embraced Market Reforms in Agriculture?” 2009,
33.

123 j and Liu, “The Effects of Rural Agriculture Infrastructural Development,” 2009, 3.

12: National Bureau of Statistics of China, China Statistical Yearbook, 2006.

Ibid.

126 OECD, Agricultural Policies in Emerging Economies 2009, 2009, 79.

127 Sheldon, China’s Agricultural Trade, 2007; Kwiecinski and von Tongeren, “Quantitative Evaluation
of Agricultural Policy Reforms in China,” July 8-9, 2007, 205.

128 people’s Daily Online, “China to Further Boost Farm Produce Distribution,” October 22, 2010.
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various government bodies are included in the data.*?® Each ministry has its own system
of channeling funds from the central government to the village level."* Another difficulty
is that information on budgetary expenditures is aggregated. In many cases, the scope of a
payment category is so broad that it is impossible to separate payments that are made to
farmers directly, payments to services provided collectively to the village as general
services, and payments to support the development of rural areas in general, including
non-agricultural activities.®*

Inspection Services and the 2009 Food Safety Law

While China has funded food inspection services for at least 20 years, food safety became
a higher priority for policymakers after it was widely reported that animal feed, milk
powders, and eggs tainted with melamine had Killed several infants and made thousands
of consumers sick in 2008.** Since then, not only has expenditure on inspection services
increased, but Chinese government officials at all levels of government have worked to
upgrade food safety standards.™*

A recent effort by the Chinese government to upgrade food safety and standards is the
2009 Food Safety Law, which took effect on June 1, 2009. The law requires stronger
food product supervision, safety standards, and penalties against violators, and its scope
extends the full length of the production chain to encompass farmers, food processors,
marketers, and distributors.** The Food Safety Law extends government regulatory
authority to controlling the use of pesticides, fertilizers, veterinary drugs, and feed
additives,"® as well as the labeling of ingredients and additives on packaging.'*

The Food Safety Law seeks to create a safer food production system in China, as well as
boost confidence among Chinese consumers about the nation’s food supply. At the
present time, it is unclear whether implementation of the new law is furthering these
goals. Farmers and food companies face efforts to implement regulations from
overlapping government agencies, each requiring inspections. The Ministry of Health
released a circular in June 2009 to instruct government agencies on how to apply the new
law, and implementing regulations for the law were released in July 2009. But other
agencies play a role in enforcement. The State Council coordinates national-level
enforcement, the Ministry of Agriculture supervises the production of agricultural
products, the State Administration for Industry and Commerce supervises the transport
and distribution of food products, and the Administration of Quality Supervision,
Inspection, and Quarantine supervises imports and exports of food products and regulates
food production. Administrative and regulatory overlaps are still being worked out
between the agencies.™’

129 various “special funds” fall under the responsibility of ministries and government institutions such as
the National Development and Reform Commission, Ministry of Finance, Ministry of Science and
Technology, Ministry of Water Conservancy, Ministry of Agriculture, State Administration of Forestry,
China Meteorological Bureau, Ministry of Land Resources, State Council Poverty Alleviation Office, State
Office for Preventing Flood and Drought, and the Ministry of Health.

%0 OECD, Agricultural Policies in Non-OECD Countries, 2007, 76.

BLbid., 77.

132 BBC, “Chinese Melamine Scandal Widens,” October 31, 2008.

138 Kwiecinski and von Tongeren, Quantitative Evaluation of Agricultural Policy Reforms in China,
July 8-9, 2007, 205.

12: The U.S.-China Business Council, “Recent Developments in China’s Food Safety Regime,” 2010, 1.

Ibid.
138 Industry official, interview by Commission staff, Shanghai, China, September 13, 2010.
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Products for which production standards are not set by the central government are
controlled at the provincial level, in principle to supplement the national law.*® For
example, the Sichuan Provincial Department of Quality Supervision set standards for
local pickle products in 2009 because the central government was silent on the issue."*
Additionally, provincial governments carry out enforcement. In many instances, local
authorities require that annual quality supervision reports be completed by food
processing facilities and sent to the authorities, but unannounced safety inspections, food
testing, and site visits to monitor quality standards are rare.**°

Food Reserve Policies

Central, provincial, and local governments in China maintain an extensive system of food
and fiber reserves for domestically produced grain, cotton, edible oils, and pork.*** Under
the Chinese system, these reserves appear to serve two government goals.'*? The first is a
measure of China’s food security status, since the reserves serve as a hedge against
significant food shortages. Minimum government grain reserves must be at least
25 percent of consumption, and China’s cultivated land area for grains is not permitted to
fall below 120 million hectares (296.5 million acres).'*

The second government use for the reserves is ensuring price stability. Inventories are
sometimes increased in an attempt to raise or stabilize food prices in the face of global
price declines. For example, in 2008-09, the Chinese government became a large-scale
purchaser of grains and soybeans to prop up domestic prices as global prices began to
fall.*** Another example is an effort by the central government to boost hog prices in
early 2010 by establishing reserves totaling 24,000 mt. However, these reserves are not
likely to influence price stability in China to a significant extent. Typically, data on
China’s food reserves are considered secret government information, so inventory data
are unable to transmit price signals to move consumer prices. For example, as grain
prices were rising in 2008, few consumers and grain analysts were aware that China held
large and rising inventories.**®

China’s Agricultural Laws and Policies for Foreign Direct
Investment

Foreign direct investment (FDI) in China is primarily governed by the Foreign
Investment Catalog, last updated in 2007. Through the catalog, China classifies industries
into categories for which foreign investment is encouraged, restricted, or prohibited. In
general, government incentives are available to projects which fall into the “encouraged”

138 B
Ibid., 4.
139 Industry official, interview by Commission staff, Chengdu, China, September 17, 2010.
140 H
Ibid.
141 Certain provincial and local governments also keep food reserves. USDA, ERS, Briefing Rooms:
China, updated March 12, 2009.
142 Another central government policy goal is energy independence. See box 4.6 for a discussion of
biofuel policies.
143 Gale, Lohmar, and Tuan, “How Tightly Has China Embraced Market Reforms in Agriculture?” 2009,
33.
“ bid., 32.
5 1bid., 32-33.
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BOX 4.6 Biofuel Policies May Conflict with Food Security Objectives

China’s policies toward agriculture are not only related to food security and raising farmer’s incomes, but also to a
lesser extent on promoting energy independence and reducing greenhouse gas emissions. Consequently, the
central government, through the National Development and Reform Commission (NDRC), has created programs to
encourage the domestic production of biofuels (ethanol and biodiesel) as a means to diversify sources of energy.
The NDRC strictly regulates both the supply of and demand for biofuels, and only state-owned enterprises are
involved in production. The NDRC plans for domestic biofuel production to increase from 1 million mt in 2005 to 12
million mt in 2020.2 If these policy goals are met, domestic biofuel production would satisfy UE to 15 percent of
China’s transportation energy needs. Ethanol production alone reached 1.35 million mt in 2007.” Four large state-
owned ethanol plants were constructed in Heilongjiang, Jilin, Henan, and Anhui provinces in 2001, and by 2009,
eight plants with a total capacity of 2.2 million mt had been built.° In Guangxi Province, China built another ethanol
plant based on cassava, which started operation in early 2008.

Biodiesel production in China is still too small to meet a significant portion of the nation’s overall energy demands,
but the central government is promoting biodiesel using a variety of feedstocks. By the end of 2007, 10 biodiesel
plants were operating in China, most utilizing industrial waste oil and waste cooking oil. The total annual production
capacity for all of these plants was less than 200,000 mt, but by 2009 China had a total of some 2.1 million mt of
biodiesel-producing capacity. 4 Given the domestic supply constraints on the feedstocks needed for these plants, as
well as the continued large-scale imports of vegetable oil for human consumption, China would like to develop
forestry-based biodiesel, based on sources such as jatropha seeds and Chinese dogwood nuts.®

Ethanol producers benefit from a number of financial incentives, including the refund of VAT, exemption from a
5 percent consumption tax a profit guarantee of RMB 100 ($13) per mt, preferential supplies of grain stocks, and
compensation for losses.” Until May 2006, government subsidies were limited to fuel ethanol, at which time the
central government outlined the creation of a special fund to encourage the development of renewable energy
resources, including ethanol and biodiesel. More recently, in an effort to move away from grain-based ethanol
production and into alternative feedstocks, the government subsidy was reduced from RMB 1,883 per mt in 2005
($29 per barrel (bbl)), to RMB 1,628 per mt ($25.70 per bbl) in 2006 and RMB 1,373 per mt ($22.7 per bbl) in 2007.
In 2008, the grain-based ethanol subsidy was eliminated.?

USDA estimates that food security objectives may clash Wlth energy independence and environmental concerns in
China, eventually limiting the development of biofuels." Under such a scenario, biofuels would affect China’s
agricultural production mix while diverting output away from human and animal consumption into use as a fuel and
contributing to increased imports of feedstock sources. This clash of policy objectives may already be occurring. In
2010, China became a net corn importer, buying more than 1 million mt, the most since 1995-1996." Ethanol in
China is produced mostly from corn (80 percent of fuel ethanol production in 2005). The NDRC asserts that the
targeted biofuel production will not threaten China’s grain security, but feedstock sources may be expanded to
include sugar, oilseeds, sweet sorghum, wheat, and cassava.

# Kwiecinski and von Tongeren, “Quantitative Evaluation of Agricultural Policy Reforms in China,” July 8-9,
2007, 208.
Qiu et al., “Bioethanol Development in China and the Potential Impacts on Its Agricultural Economy,” 2010, 77.
O Kray and Kang, “Biofuels in China,” second quarter 2010, 22.
4 Ibid.
N USDA FAS, China, Bio-fuels, August 8, 2010, 21.
"bid., 11.
g O Kray and Kang, “Biofuels in China,” second quarter 2010, 22.
Lohmar et al., China’s Ongoing Agricultural Modernization, April 2009, 19.
_ Bloomberg com, “Japan to Boost Farm Output as China Net Corn Buyer,” August 31, 2010.
'Kwiecinski and von Tongeren, “Quantitative Evaluation of Agricultural Policy Reforms in China,” July 8-9, 2007,
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not eligible for special incentives but not facing particularly difficult approval
requirements.**°

In the agricultural sector, China generally encourages FDI that enhances productive
capacity or technology aimed at reducing pollution.**’ Restrictions apply to conventional
seed development, distribution and retail sales of agricultural production, oilseed
processing, biofuels production, and some beverage production. The catalog prohibits
FDI in the development and production of genetically modified plants and animals
(table 4.7).1%®

Chinese policies encourage FDI in particular agriculture-related areas, and Chinese
officials have emphasized the importance of spreading technology through investment in
rural areas.** For example, modern retailers, middle class consumers, and export markets
are increasingly demanding higher quality and food safety, and the result is that food
processors are increasingly demanding high-quality products and assurances of food
safety from their suppliers (i.e., farmers). Investments in areas such as higher-quality
storage, transportation, and cold chain infrastructure reduce waste through spoilage,
maintain the quality of fresh fruits and vegetables for a longer period, and increase
distribution options.’*® Foreign investment is certainly one source of the necessary capital
for these expensive improvements.

The 2007 changes to China’s foreign investment catalog included several changes
relevant to agriculture. Five agricultural industries face new restrictions. First, new
investment in the development, breeding, and production of new varieties of crops and
seeds must be through a joint venture under the control of a Chinese partner. New
restrictions also apply to FDI in soybean processing and biofuels production. Restrictions
on FDI in carbonated beverage production now apply to all brands, rather than just local
brands. Foreign investors are now also restricted to a minority stake in retailers,
wholesalers, and other distributors with over 30 outlets that sell grain, cotton, vegetable
oil, sugar, medicines, tobacco, pesticides, and chemical fertilizer. In contrast, the
production of natural food additives and food ingredients is now encouraged, and will
likely be open to incentives. Under the new catalog, FDI is now prohibited in the
development and production of genetically modified breeds of domestic animals and
aquatic products.™!

According to USDA’s Foreign Agricultural Service (FAS), three restricted investment
areas pose particular concerns for U.S. companies: seed production and development,
soybean processing, and distribution services. Chinese companies face strong
competition from foreign multinationals in all of these areas. Restrictions on FDI in seed
development are seen as a method for protecting small domestic firms and technology
from foreign competition, and may conflict with China’s stated goals of increasing

146 Chen, “China Issues New Policies to Attract Foreign Investment,” n.d.

7 According to Chinese government statistics, FDI in agriculture includes farming, forestry, animal
husbandry, and fisheries. FDI in food processing includes agricultural nonstaple products processing, grain
milling, slaughtering and meat processing, and aqua-products processing. PRC, MOFCOM, “Reference Data
on FDI Distribution in Major Sectors.” Annual FDI Data.

148 USDA, FAS, China Changes Agriculture Investment Restrictions 2007, November 23, 3007, 2.

49| ohmar et al., China’s Ongoing Agricultural Modernization, April 2009, 45.

0 Ipid., 22.

51 EDI in genetically modified plants was banned before the 2007 catalog revisions. USDA, FAS, China
Changes Agriculture Investment Restrictions 2007, November 23, 2007, 2.
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TABLE 4.7 China: FDI policies in agriculture-related industries, 2007

Sector Encouraged Restricted Prohibited
Agriculture, e Transformation of low-yield farmland e Development, e Breeding and
forestry, e  Cultivation, development, and production of breeding and cultivation of
animal woody material, edible oil, spices and production of new China's rare
husbandry, industrial raw materials varieties of crops and and unique
fisheries e Serialization, development, and production seeds (Chinese species
of vegetables (including edible mushrooms partner must hold (including crop
and melon), tea cultivation technology, and controlling share) cultivation,
pollution-free products e  Processing of animal
e  Technology development and production of precious species of husbandry,
sugar, fruit trees, and forage crops lumber (limited to aquaculture)
e Construction and operation of flowers and joint ventures, o Development
nursery production base cooperatives) or production
e Rubber, sisal, and coffee cultivation e Processing of cotton of transgenic
e Medicine cultivation and aquaculture (unginned) plant seeds,
(limited to joint ventures, cooperation) livestock,
e Comprehensive utilization of crop straw and poultr_y, and
organic fertilizer production resources aquatic
e  Wood (bamboo) cultivation improvements breeds
and development of new varieties of trees
e Aguatic breeding (excluding China's unique
varieties)
e Combating desertification and soil erosion,
e.g., by planting trees and protecting native
grass protection
e Aquatic products breeding, sea-cage
aquaculture, industrial aquaculture, and
ecological marine species aquaculture
Food e Biological feed, straw, fodder, and the e Soybeans and
processing development of aquatic feed production rapeseed edible olil

Aquatic and shellfish products and the
development of functional seaweed foods
Storage and processing of vegetables, and
livestock products

(Chinese partner
must hold

controlling share) and
corn deep processing
Production of
biological liquid fuel
(fuel ethanol,
biodiesel) (Chinese
partner must

hold controlling
share)

Food industry

Development and production of functional
foods for infants and elderly persons
Development, production, and processing
of forest food

Production of natural food additives and
food ingredients production (limited to joint
ventures, cooperation)
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TABLE 4.7 China: FDI policies in agriculture-related industries, 2007—Continued

Sector

Encouraged

Restricted

Prohibited

Beverage
manufacturing

Development and production of fruit and
vegetable drinks, protein drinks, tea drinks,
coffee beverages, and plant beverages

Rice wine and
famous liquor
production (Chinese
partner must hold
controlling share)
Carbonated beverage

production
Tobacco e Processing of cellulose acetate tow (limited e Leaf tobacco
industry to joint ventures, cooperation) processing and
e Tobacco flake production (limited to joint production

ventures, cooperation)

Textile industry

Use of high-tech industries with special
textile producers

Luxury fabrics and finishing

Processing to meet environmental protection
requirements of special natural fiber
(including the addition of other inputs
outside wool, flax, bamboo, silk, cotton, etc.)

Leather, fur,

Clean leather- and fur-processing

feathers technology

(cashmere) e Post finishing leather-processing

and its technologies

products e  Processing of luxury leather (sofa leather,
car cushion leather)

Timber e Comprehensive utilization of new

processing, technologies in wood and bamboo

wood, bamboo, product development and production

rattan, and

grass products
industry

Paper and
paper products
industry

The integration of a single forestry paper
production line having an annual

output of 300,000 tons

Above-scale chemical wood pulp with a
single production line having an annual
output of 100,000 tons

Above-scale chemical mechanical pulp, and
the simultaneous construction of high-grade
paper and paperboard production facilities
(limited to joint ventures, cooperation)

Special
equipment
manufacturing

Agricultural machinery: agricultural facilities
and equipment (greenhouse automatic
irrigation equipment, nutrition liquid fertilizer
automatic configuration and equipment,
highly efficient vegetable nursery equipment,
soil nutrient analysis apparatus); tractors
and ancillary tools with supporting engine
power of 120 kilowatts and above, low fuel
consumption, low noise, low diesel
emissions, and with a large tractor
supporting the residual spray machine; high-
performance rice transplanter; cotton picking
machine; corn combine

Forestry machinery equipment technology
Crop straw and rice husk utilization
equipment

Utilization of livestock and poultry
agricultural waste
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TABLE 4.7 China: FDI policies in agriculture-related industries, 2007—Continued

Sector Encouraged Restricted Prohibited
Wholesale e  Wholesale, retail and

and retail distribution of grain,

trade cotton, vegetable oil,

sugar, medicines,
tobacco, motor
vehicles, crude oll,
pesticides, plastic
sheeting, and
chemical fertilizer
(any chain having
over 30 outlets with
sales from a number
of suppliers of
different types and
brands of
commodities is to be
controlled by the
Chinese partner)

Source: USDA, FAS, China Changes Agriculture Investment Restrictions, November 23, 2007.

Note: Information in this table was taken from China's 2007 Industrial Catalog for Foreign Investment, as reported by
USDA. The original document is written in Chinese, and any unusual terms reflect the translation. Commission staff
are unable to further interpret the meaning of those terms.

According to USDA’s Foreign Agricultural Service (FAS), three restricted investment
areas pose particular concerns for U.S. companies: seed production and development,
soybean processing, and distribution services. Chinese companies face strong
competition from foreign multinationals in all of these areas. Restrictions on FDI in seed
development are seen as a method for protecting small domestic firms and technology
from foreign competition, and may conflict with China’s stated goals of increasing
agricultural productivity. Restrictions on soybean processing reflect Chinese concerns
about consolidation in the industry, and the advantages that multinational companies gain
from efficient, modern equipment. Restrictions on distribution services make it more
difficult for foreign companies to leverage their ability to engineer solutions to delivery
and storage problems, especially as multinationals expand into new markets in China’s
smaller cities.™

152 USDA, FAS, China Changes Agriculture Investment Restrictions 2007, November 23, 2007, 2-3.
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CHAPTER 5
Competitive Factors Affecting China’s
Agricultural Sector

Overview

This chapter analyzes competitive factors across the full range of Chinese agricultural
production. As a general matter, none of these factors exist in isolation. To the extent
possible, any discussion of China’s farm sector competitiveness must address the
interaction between competitive factors—e.g., manual labor vs. mechanization—the most
efficient mix of productive inputs, and the role of government policies.! China’s rising
farm labor costs and rural migration to urban areas will likely result in new capital
investment and land consolidations which could lead to farm efficiency gains. But the
chances are low that these gains will suffice to satisfy China’s increasing food needs, so
China will also likely import more agricultural goods, and government policies will
heavily influence which foodstuffs are imported.

The first section of this chapter presents an analytical framework describing the factors
that influence relative competitiveness in agricultural goods for any country, using China
as the focus. The second section describes and analyzes the primary factors influencing
competitive conditions in China’s farm sector, breaking out the relevant factors into three
categories—delivered cost, product differentiation, and reliability of supply.? This
chapter focuses on the primary factors shaping competitive conditions in China’s
agriculture sector, but it will also attempt to anecdotally address interactions between
factors and allocative efficiency. Table 5.1 compares selected economic indicators for the
farm sectors in China and the United States. Relative to the United States, China’s labor
rates and percentage of irrigated land are favorable, but its availability of arable land and
water are unfavorable, as are China’s per-hectare cereal yields.

Analytical Framework

Whether in the Chinese market or elsewhere, agricultural competitiveness is measured by
comparing delivered cost, product differentiation, and reliability of supply of
domestically produced goods against those of imports, both in the domestic market and in
third-country markets.® Anything that determines or influences delivered cost, product
differentiation, and reliability of supply can be considered a competitive factor affecting

! The most efficient mix of productive inputs is known as allocative efficiency, an economic concept in
which inputs such as capital, labor, or water can be allocated to produce the optimal level of output.
Assuming several possible methods of production, allocative efficiency will largely depend on the cost and
availability of necessary inputs. Pearce, The MIT Dictionary of Modern Economics, 1997, 13.

2 In instances where a competitive factor (such as water or land) affects more than one category (i.e.,
delivered cost and reliability of supply), the factor will be discussed briefly in both sections of the chapter,
while attempting to minimize any textual or analytical overlap.

® A detailed description of the Commission’s analytical framework for competitive factors affecting
agriculture is in appendix E.
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TABLE 5.1 China and U.S. agricultural indicators

Indicator China United States
Arable land (hectares per capita) 0.1 0.6
Average farm size (hectares) 0.6 169
Wage per day of on-farm labor $8-$13 $86.56
Cropland per agricultural worker (hectares) 0.4 78.5
Annual per capita renewable water resources (m3) 2,138 10,231
Percent of harvested land irrigated 47 18
Tractors per 100 square km of arable land 146.7 247.6
Cereals yield (kg per hectare) 5,535 6,624

Sources: USDA, NASS, “2007 Census of Agriculture: United States Summary and State Data,” December 2009, 17,
66; Industry officials, interviews by Commission staff, Beijing and Shandong province, China, September 6-15, 2010;
USDA, NASS, “Farm Labor,” August 19, 2010; The World Bank, Data: World Development Indicators; USDA, ERS,

"Briefing Rooms: China: Basic Information."”

Notes: (1) Daily wage rates for on-farm labor in the United States are based on an 8-hour workday and the

$10.82 hourly average reported by USDA, NASS, “Farm Labor,” August 19, 2010. (2) Cereal yield includes wheat,
rice, corn, barley, oats, rye, millet, sorghum, buckwheat, and mixed grains. The Chinese average does not account for
double-cropping, so Chinese yields are likely much lower on a per-planting basis than represented in the table.

the agricultural sector. Figure 5.1 identifies several specific competitive factors for
agriculture.

Figure 5.1 does not list government policies and foreign direct investment (FDI) as
competitive factors because they have the potential to influence all three categories
(delivered cost, product differentiation, and reliability of supply). For example,
government programs that subsidize fertilizers, seeds, and machinery lower the delivered
cost of domestic producers, while government sanitary and phytosanitary (SPS) and
labeling regulations on imported products raise the delivered cost for importers.
Government food safety regulations, as well as government-mandated grades and
standards requirements, provide a mechanism for product differentiation. Government
intervention can influence the reliability of supply through publicly funded or subsidized
marketing and transportation infrastructure, as well as by imposing supply and export
controls on producers. See box 5.1 for further discussion of FDI’s impact on delivered
cost, product differentiation, and reliability of supply.

Delivered Cost

For many globally traded agricultural products, delivered cost is the most important
criterion in making purchasing decisions. For producers to be competitive in their
domestic market, they must be able to supply products to purchasers at or below the price
offered by importers and other domestic producers. The price-competitiveness of
domestic suppliers therefore depends on factors that tend to lower or raise their delivered
costs vis-a-vis the delivered costs of imported and other domestic products in their home
market.
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FIGURE 5.1 A broad range of factors affect competitiveness in any agricultural market
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BOX 5.1 Foreign Direct Investment in China’s Agricultural Sector is Limited

Foreign direct investment (FDI) supports the economic development of countries and can spur the advancement of
specific industries. In the ITC’s analytical framework, FDI cuts across all three factor categories (delivered cost,
product differentiation, and reliability of supply). In the agricultural and food processing sectors, FDI can lower costs
by improving production efficiency, as foreign producers introduce new growing techniques or manufacturing
processes. FDI may also lead to greater product differentiation through improvements in food quality, branding,
access to global managerial skills, and better agricultural practices. Lastly, FDI may be able to provide China’s
agricultural sector, particularly in food processing, with capital for investments in modern production and distribution
systems that can more reliably supply high-quality goods in the Chinese market.

China FDI, number of projects and realized FDI value, 2008

Number Share of total Realized FDI Share of total

of projects value FDI value

projects (percent) (million dollars) (percent)

Total agriculture 628 2.3 838.8 0.8

Total food processing 386 1.4 1,214.1 11
Total food-related FDI

(agriculture plus food processing) 1,014 3.7 2,052.9 1.9

Total FDI 27,537 100.0 108,312.4 100.0

Source: PRC, MOFCOM, “The Survey of Foreign Investment in China’s Agriculture Industry.”

FDI in China's agriculture and food processing industries typically represents a small percentage of total FDI in
China, accounting for only 1.9 percent of the total value in 2008. For most of 2005-09, FDI in food processing
accounted for a greater share of both the reported value and the number of projects than FDI in agriculture.?
Throughout the period, Hong Kong and the British Virgin Islands were China’s largest sources of agricultural FDI; the
United States ranked fifth or below as a source of agricultural FDI every year between 2005 and 2009. Country data
for investment in the food processing sector are not available. The industry that received the most FDI between 2004
and 2009 within the agriculture or food processing sectors was the alcoholic beverage industry, but FDI also played
an important role in the dairy, meat, and non-alcoholic beverage industries.®

#PRC, MOFCOM, “Reference Data on FDI Distribution in Major Sectors.” The pattern of FDI, with significantly
higher values in 2004 and 2005 than in the following years, follows the pattern of overall FDI in China during those
years.

® Data for the United States as a share of the total were not available for 2009 and 2007, but in those years, the
United States was not ranked among the top five FDI sources. PRC, MOFCOM, “The Survey of Foreign Investment
in China’s Agriculture Industry.”

¢ Examples abound in China of foreign mergers and acquisitions (M&A) and greenfield investment projects in food
processing during 2005-9. In alcoholic beverages, two examples include Asahi Breweries' (Japan) $668 million
investment for a 20 percent stake in Tsingtao in January 2009, and InBev SA's (Belgium) takeover of Fujian for
$733.1 million in January 2006. In the dairy sector, two of the biggest M&A investment projects during 2005-009
were Uni-President's (Taiwan) acquisition of Beijing Sanyuan for $111.4 million in July 2006 and Fonterra's (New
Zealand) acquisition of Sanlu Group for $106.5 million in December 2005. In addition, Yakult Honsha (Japan)
invested $96 million in September 2006 in a greenfield dairy project in Shanghai. For poultry, Tyson's (USA) invested
$31.8 million in February 2008 in a greenfield project in Haiman, China. IS| Emerging Markets, CEIC Database.

The delivered cost of domestically produced goods depends on the costs of producing the
good and domestic transportation cost from production points to consumption points.
Production costs in turn depend on the costs of inputs, such as fertilizer and wages. The
application of biological technology, such as high-yielding varieties of seeds, and
production technology, such as machinery and irrigation, is also a determinant of
delivered cost. Transportation depends on several factors such as fuel costs and the
efficiency of the transportation system, such as the quality of roads and ports.




Both Chinese producers and importers incur production costs and transportation costs.
However, importers incur additional costs that impact the overall delivered cost. These
include the costs of international transportation, exchange rate conversion, trade risk
coverage, and Chinese tariffs.* The delivered cost of imported products also includes
expenditures on import compliance, such as meeting China’s sanitary and phytosanitary
(SPS) regulations and China-specific labeling and packaging requirements.

China’s export competitiveness in third-county markets relies on the same set of factors
which influence delivered cost in the domestic market. Products exported from China are
competitive if they can be delivered at or below the cost of domestic products in the
importing country and competing exporting countries. In this case, cost of production,
international transportation costs, tariffs, fees, and compliance costs imposed on Chinese
products by the importing country make up the delivered cost of products imported from
China.

Product Differentiation

In addition to delivered cost, purchasers compare the level of product differentiation of
domestically produced and imported products in making their buying decisions. The
more processed and branded the product, the more likely product characteristics and
reputation will form the basis of the purchasing decision, thereby making delivered cost
less important. Similar products are differentiated from one another through their brand
packaging and labeling and their level of convenience, in conjunction with large
investments in marketing, promotion, and media advertising. Additionally, in China,
especially among middle- and upper-class income groups, product quality (gauged by
nutrition, health, brand, and safety characteristics) is increasingly considered in food-
purchasing decisions.”

Reliability of Supply

Reliability of supply refers to the ability of a supplier to deliver a specified product, of a
particular quality and in an agreed-upon volume, to a specified location at a contracted
time. It also refers to the ability of overseas suppliers to supply products in the off-season
to domestic consumers.® Risks inherent in agricultural production (potentially impacting
both the quantity and quality of supply) and its political significance in China and many
other countries make this criterion particularly important for purchasers to consider.
Reliability of supply depends on the efficiency of the supply chain, including storage and
transportation infrastructure, as well as market information systems. In agriculture,
several factors may disrupt the reliability of supply, such as a government-imposed

4 For a discussion of how exchange rates affect delivered cost, see Gale and Tuan, “China Currency
Appreciation Could Boost U.S. Agricultural Exports,” August 2007.

> Gifford, “Food Fears Persist in China 2 Years after Milk Scare,” October 26, 2010; BBC,
“Timeline: China Milk Scandal,” January 25, 2010.

® FAO, “A Competitive Analysis and Strategy,” 1992.
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export control. ” political unrest, poor transportation infrastructure, ® and unstable
production and exportable surplus.

Primary Competitive Factors Affecting China’s Agricultural

Sector

Factors Affecting Delivered Cost

Labor Supply and Wage Rates

China has an abundant, inexpensive supply of unskilled labor in rural areas.’ As a result,
when combined with effective labor productivity, China’s agricultural sector has a
comparative advantage in labor-intensive products. However, rapid industrial
development has created competition for labor and is beginning to erode China’s cost
advantage. Competition for labor has caused many rural laborers to move into urban
areas for jobs in other sectors. While the figures vary significantly by source, the number
of Chinese rural workers who have migrated to urban areas was estimated to be between
130 million and 250 million in 2009.%° Because average urban incomes are 3.3 times the
average in rural areas, labor migration will continue to reduce the rural labor supply and
increase costs until the income gap narrows.**

Wages for farm labor in China vary substantially by region and product, but they are
generally higher in eastern provinces, where demand for labor from other industries is
greater. According to the Chinese National Bureau of Statistics, the average annual
income in rural areas was approximately RMB 5,153 ($687) in 2009, up 8.2 percent from
2008.'2 Furthermore, it was reported that in 2010 rural wages were up almost 19 percent
from the prior year."® As labor availability has declined, labor costs, both on farms and in
food processing facilities, are reportedly increasing by 10 to 20 percent per year. Farms
that are large enough (5-10 mu) to hire additional workers generally pay laborers
RMB 50-60 a day (less than $10). In comparison, the average hourly wage for hired on-
farm labor is $10.82 in the United States.’* In 2010, the average cost of labor for Chinese
food processors was RMB 6.5 per hour (approximately $0.87), an increase of 20 percent
from 20009.

" For example, Russia imposed export controls on wheat exports, disrupting supplies to its major markets,
especially Japan. The New York Times, “Russia, Crippled by Drought, Bans Grain Exports,” August 5, 2010.

8 For example, Mali produces and exports high-quality cotton. However, because Mali’s production is
variable and its internal transportation infrastructure is poorly developed, it is considered an unreliable
supplier of cotton by international cotton buyers.

® China has a large agricultural labor force relative to the United States. In 2009, about 321 million
people (40 percent of the total population) were working in the Chinese agricultural sector, compared to only
about 1 million people (less than 1 percent of the total population) in the U.S. agricultural sector. Data for the
U.S. agricultural sector include laborers in farming, forestry, and fisheries. CIA, The World Factbook: China,
May 20, 2010; CIA, The World Factbook: United States, October 28, 2010.

10 |ndustry officials, interviews by Commission staff, Beijing and Shandong province, China,
September 6-16, 2010; Scheineson, “China’s Internal Migrants,” May 14, 2009.

i; China Daily, “China’s Urban, Rural Income Gap Widens,” January 22, 2010.

Ibid.

13 Batson, “Farm Wages Trip Beijing’s March Against Inflation,” December 23, 2010.

14 Industry official, interview by Commission staff, Beijing, China, September 6, 2010; USDA, NASS,
“Farm Labor,” August 19, 2010.
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Employee turnover can increase labor costs for agricultural producers and limit the
availability of skilled laborers and management. In China, turnover rates vary
significantly by region and product, depending on the extent of competition from other
industries. As the textile, machinery, and chemical industries have developed in
agricultural provinces like Shandong, annual turnover rates have risen, increasing
recruiting and training costs for food processors. In some food-processing industries,
annual turnover rates have reached 50 percent.”® As a result, many firms and other
agricultural organizations lack employees with the skills necessary to implement
management practices that would increase productivity, such as methods to efficiently
allocate agricultural resources through cooperatives.

Despite significant annual increases in Chinese farm wages, low-cost labor is still the
primary advantage for the Chinese agricultural sector. As competition for workers from
other domestic industries continues to increase, however, a more restricted supply of
labor, particularly skilled labor, will likely affect future agricultural productivity gains
and result in increased mechanization and capital costs.'®

Water Cost

Water is a critical input around the world for agricultural production; its abundance or
scarcity heavily influences the food countries produce and the final yields from those
crops and livestock. China relies more heavily on irrigation than other countries because
of low rainfall, particularly in the north and west of the country. While an estimated
80 percent of China’s food production comes from irrigated land, the irrigation systems
currently in place are inefficient relative to international standards, increasing production
costs and reducing the reliability of supply.'’

Under national law, water is state owned. Local governments have the ability to assess
fees to cover the capital costs of delivering the water (i.e., reservoirs, irrigation canals,
and pumps), as well as electricity fees for running the pumps. Water costs vary
significantly by region, and many farmers do not pay for their water use at all.'® Even
those farmers assessed water fees by their local government reportedly pay
approximately 25 percent of the actual cost of the water, thus artificially reducing
production costs.*

When water fees are collected, farmers generally pay a fixed fee per unit of land.?’ Some
localities are reportedly starting to charge fees based on consumption, but this is still not
the norm.?* Water for industrial use, which includes packinghouses and food processing
facilities, is typically priced by weight (e.g., per metric ton) when supplied by local

%5 Industry officials, interviews by Commission staff, Beijing and Shandong province, China,
September 6-16, 2010.

16 ohmar et al., China’s Ongoing Agricultural Modernization, April 2009, 11, 35.

7 In China, the percentage of harvested agricultural cropland that is irrigated has been rising in recent
years and is now estimated to be approximately 50 percent. China Daily, “Poor Irrigation Facilities Threaten
Grain Production,” March 12, 2009; industry official, interview by Commission staff, Beijing, China,
September 9, 2010; Guang-xin and Wei, “Groundwater Crisis and Sustainable Agriculture in Northern
China,” 2010.

18 Industry officials, interviews by Commission staff, Beijing and Shandong province, China,
September 6-15, 2010.

1% powell, “Falling Up! Water Prices Must Meet the True Costs,” May 2010, 35.

20 Government official, interview by Commission staff, August 19, 2010.

A Industry officials, interviews by Commission staff, Beijing, China, September 7-9, 2010.
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governments. Water expenses for most farmers and many processors, however, consist
only of the costs of maintaining or drilling a well, the pumps, and the electricity used to
pump from the wells. While water costs to farmers and processors have remained stable
in many areas during recent years, the true cost of groundwater pumping has been
increasing dramatically as groundwater levels continue to decline.?? Food processors are
reportedly budgeting for anticipated annual increases.?

While artificially low fees for water currently reduce production costs in China, these
fees result in overuse and provide no incentive for adopting more efficient irrigation
techniques.? Recent water shortages and falling groundwater levels have drawn attention
to the inefficiencies in the system. Only 40 percent of China’s irrigation networks are
considered to be running efficiently, which forces farmers to draw yet more water and
further reduce scarce water supplies.® In the very near future, raising water prices for all
users to cover the true cost of supplying water and encouraging conservation may be the
only real choice for Chinese policymakers. To the extent that changes in government
policy mean sharp increases in water fees for farmers and processors, the delivered cost
for agricultural goods will likely increase, weakening China’s competitiveness in many of
those goods.

Land Tenure System in China

Land in China is owned by the state, and land use rights are typically provided by local
village leaders to households for farming. The fact that farmers are not permitted to
individually own or sell their land?® affects the structure of Chinese agriculture by
restricting consolidation and thereby thwarting efficiency gains, while also increasing
transaction and marketing costs. The local governments which control the land have the
unilateral authority to consolidate land holdings, and in many cases have done so. But
decisions by village leaders have the potential to be heavily influenced by political
objectives which may or may not encourage economic efficiency in the farm sector.”’

Another facet of the land tenure system is that farmers are often not charged market rents
for the land they use, and sometimes are charged nothing at all.?® This is clearly
beneficial to farmers in lowering production costs relative to farming in other countries.
Therefore, the overall impact of China’s land tenure system on the competitiveness of
agricultural goods produced by Chinese farmers is mixed. Low production costs for the
land must be weighed against the long-term economic impact of the system on
agricultural productivity. Whether the result of artificially low land rents and

22 Brown, “Aquifer Depletion,” January 23, 2010.

2 Industry officials, interviews by Commission staff, Beijing and Shandong province, China,
September 6-16, 2010.

2 The use of efficient irrigation technology such as drip irrigation is typically limited to certain high-
value cash crops, such as tomatoes and apples, because of the equipment’s high costs. Industry official,
interview by Commission staff, Beijing, China, September 10, 2010.

% |n China, only 40 percent of water used in irrigation actually reaches the crops because it leaks from
pipes, evaporates or is otherwise lost on the way to the fields, compared to between 70 and 80 percent in most
developed countries. Xie, “Addressing China's Water Scarcity,” January 1, 2009, 61; Taige, “Drought
without End?” March 3, 2009.

% A farmer’s right to transfer a farmland lease is a recent policy change, and the implementation of this
right varies significantly among localities.

7 Industry official, interview by Commission staff, Beijing, China, September 6, 2010.

% Industry officials, interviews by Commission staff, Beijing and Shandong province, China,
September 6-15, 2010.



inefficiencies within China’s farm sector is a net gain or loss to overall competitiveness
depends upon the specific goods produced. Over the long term, however, China will
likely face difficulties in boosting farmers’ incomes, encouraging investment, and
increasing agricultural productivity unless reforms are made to the current land tenure
system. For more detail on the mechanics of the system, see the following sections on
farm industry structure and land cost.

Farm industry structure

Land use rights per household in China average 0.6 hectares nationally, but many farms
are smaller, ranging between 0.1 and 0.4 hectares.”® By comparison, the average U.S.
farm is 169 hectares (table 5.1). Moreover, Chinese farms usually comprise several
unconnected plots (figure 5.2). Due to the size and discontiguous nature of farm holdings,
buyers must purchase crops from perhaps thousands of individual farmers.

FIGURE 5.2 Crops grow in traditional small plots in Sichuan province, China

Source: Commission staff.

Four small plots, likely belonging to different farmers, are each planted with a distinct crop (e.g.
ornamental trees (center), leafy vegetables (foreground), squash on trellises (center right), and another
unidentified low growing crop (behind trees)).

Most agricultural products in China require multiple layers of middlemen to consolidate
large volumes of harvested crops in the supply chain, which invariably increases
marketing and distribution costs. Certain product sectors in China have developed similar

2| ohmar et al., China’s Ongoing Agricultural Modernization, April 2009, 9; industry official, interview
by Commission staff, Beijing, China, September 10, 2010.

5-9



methods for consolidating their product. In horticulture, for example, approximately 80 to
90 percent of total Chinese production is initially sold to small traders that consolidate
product from the farms and transport it to other traders, larger wholesale markets, wet
markets, or directly to buyers.®* Grain and vegetable processors in Shandong province
reportedly source their raw inputs from between several dozen and a few hundred traders
in order to avoid sourcing from several thousand small household farmers. Each
additional consolidation stage increases transaction costs, since prices rise each time the
product is re-sold.®

Firms in certain sectors have begun to develop models to overcome the limitations of the
current land tenure system. The central government, through institutions such as the
Chinese Academy of Agricultural Sciences, is also studying this issue. National law now
allows farmers to lease out their land use rights, and companies have begun to lease large
pieces of land (200-300 acres) from village leaders. In certain counties in Gansu
province, for example, 25 percent of farm land is now leased.** While this practice is
growing, it is still relatively uncommon, especially in the densely populated regions in
eastern provinces where the large number of farmers, as well as the concentration of
housing, can prevent the consolidation of land into larger holdings.®

Various experiments with farmer cooperatives® are taking place as well, particularly in
horticulture, in order to consolidate product, streamline product distribution, and reduce
transaction costs.® Collectively, the land holdings controlled by cooperative members
range in size from a few hectares to a few thousand hectares. Cooperatives are commonly
formed under village control, like those for vegetables in Shaanxi province,® and they
seek to rationalize rural land use while trying to minimize disruption to rural
communities; *” the hope is that larger operations will make Chinese agricultural
production more efficient. But cooperatives are currently being formed slowly, in part
because village leaders often lack the management skills necessary to effectively
organize farmers, disseminate resources and revenue, and plan effective product
marketing.®® Whether or not cooperatives become a widespread phenomenon in China,
farm labor continues to migrate into urban areas, searching for higher wages. As this
trend continues, larger scale operations are likely to become more common, increasing
economies of scale and lowering transaction costs.

3 Industry official, interview by Commission staff, Beijing, China, September 6, 2010; Wang et al.,
“Producing and Procuring Horticultural Crops with Chinese Characteristics,” 2009.

3 Industry officials, interviews by Commission staff, Beijing and Shandong province, China,
September 6-16, 2010.

%2 China Daily, “Chinese Farmers Lease Their Farmland,” June 16, 2010.

* Industry officials, interviews by Commission staff, Beijing and Shandong province, China,
September 6-15, 2010.

34 Industry official, interview by Commission staff, Beijing, China, September 7, 2010. A farmer
cooperative is an organization in which the farmers own and operate their individual plots of land but pool
resources and centralize administrative functions in order to consolidate product, streamline product
distribution, and reduce transaction costs.

% Industry officials, interviews by Commission staff, Beijing and Shandong Province, China,
September 6-16, 2010.

36 Industry official, interview by Commission staff, Beijing, China, September 7, 2010.

3 Industry official, interview by Commission staff, Shanghai, China, September 14, 2010.

38 Industry officials, interviews by Commission staff, Beijing, China, September 6-10, 2010.
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Land cost

Land costs for farming vary significantly across China’s diverse agricultural regions. In
general, however, the cost of agricultural land allocated by village leaders to small
household farmers, typically in the form of 30-year leases, is either free or significantly
below market rental rates.*® But consolidating land into larger, more efficient plots in
China is both expensive and logistically difficult. Not only do farmers seek market rates
from agricultural firms or other farmers consolidating the land into more efficient
production plots, but consolidators are forced to negotiate with perhaps hundreds of
farmers in separate land lease agreements. *°

In some areas of China, land lease agreements negotiated between farmers and
consolidators may actually be more costly than in the United States, especially in the
eastern provinces with high demand for land from real estate developers and industry.*!
Even in western and more rural areas of China, leases for large, contiguous farm plots are
attracting big sums of money for farmers that control the land.* Rents paid by
consolidators vary significantly by region; anecdotal information indicates rents of
approximately 300 RMB per mu ($40 per acre) annually in Hebei and southern Inner
Mongolia, with rents much higher in Shandong province.** By comparison, the national
average annual cash rent for cropland in the United States is $102 per acre, though prices
range from $28 per acre in Nebraska to $345 per acre in California.**

Because all land in China is owned by the state, and ownership rights for farm leases
have only existed under the law since 2004, real estate markets are not yet fully open and
transparent. This creates business uncertainty for agricultural firms and farmers who seek
market prices on which to base leasing negotiations.* Even in areas where the rental
costs for farmland are low, incentives to invest and improve the land’s productivity and
the quality of output are limited by the continued uncertainty surrounding the legal status
of farmers’ leases and their rights to control farmland.*

Other Input Costs

Seeds, chemicals, and medicines (for live animal operations) are important inputs in
agricultural production and account for a significant portion of farm production costs in
China. These costs have reportedly been increasing annually, even as intensive farm
management practices and government incentives focus on containing the negative
impact that these input costs have on Chinese agricultural production costs.

% Mullan, Grosjean, and Kontoleon, “Land Tenure Arrangements and Rural-Urban Migration in China,”
August 26, 2010.

“ Ford, “China’s Land Reform Aims to Revolutionize 750 Million Lives,” October 27, 2008.

41 U.S. Government official, interview by Commission staff, Washington, DC, August 19, 2010.

“2 Recent examples include farm plots of over 3 hectares in Gansu province which are being leased
annually for RMB 30,000 ($4,600), with additional sums paid to farmers who continue to work the land for
the new leaseholder. China Daily, “Chinese Farmers Lease Their Farmland,” June 16, 2010.

3 Industry officials, interviews by Commission staff, Beijing and Shandong province, China,
September 6-15, 2010.

4 USDA, NASS, “Land Values and Cash Rents Summary,” August 2010, 18.

“ In order to lease land either for growing or processing purposes, agricultural firms may need to
negotiate the lease terms with local village leaders, even in cases where individual farmers own leases. In
other cases, land use rights may be sold by villages in an auction format. Ford, “China’s Land Reform Aims
to Revolutionize 750 Million Lives,” October 27, 2008.

46 Zhang,“China’s Slow-motion Land Reform,” February/March 2010.
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Typical farm management practices add more to input costs for farmers in China than
they do for producers in other countries. Fertilizer, pesticide, herbicide, and fungicide
costs are higher in China because of high usage rates; Chinese fertilizer use rates are
typically more than double the rates in other major agricultural producing countries
(table 5.2).*" For example, farmers in northern China use about 525 pounds of nitrogen
fertilizer per acre annually, approximately six times the U.S. average.*® The common
Chinese practice of double- or triple-planting plots of land without rotating crops is
reducing soil nutrients and yields, and driving the overuse of fertilizers. If Chinese
farmers switch to global best management practices, including the use of ideal cultivars
and the proper timing of fertilizer applications, yields could increase, costs would
certainly decrease, and nitrogen fertilizer use could be cut by 20 to 40 percent.*®

TABLE 5.2 Fertilizer consumption (kilograms per hectare of arable land)

Country 2003 2004 2005 2006 2007
China 3,062 3,069 3,217 3,633 3,311
Brazil 1,666 1,739 1,396 1,451 1,901
USA 1,458 1,594 1,651 1,478 1,712
India 1,051 1,154 1,278 1,364 1,423

Source: World Bank, "Country Data: China" (accessed July 26, 2010).

Chinese government programs providing funds to offset fertilizer and seed costs
artificially lower the cost of these inputs to farmers. Government funds for seeds and
fertilizer totaled approximately $11.2 billion in 2008.%° Fertilizer subsidies in China are
directed to fertilizer producers and indirectly benefit agricultural producers. The
payments to fertilizer producers include value-added tax (VAT) holidays; preferential
prices for electricity, natural gas, and coal; a preferential transportation price of RMB 80
($11) per metric ton; duty-free imports of raw materials; and loan subsidies ensuring low
rates for producers or distributors who store fertilizers during the winter.** In 2007, the
comprehensive fertilizer subsidy package averaged about $14.50 per farm household.*
International fertilizer prices fluctuate significantly from year to year, but Chinese
farmers are less sensitive to price fluctuations than farmers in the United States because
of these government payments.*® While the impact of these government payments on
retail fertilizer prices is difficult to measure, in early 2008 during a period of high
international fertilizer prices, farm prices for urea in China were $0.12-$0.13 per pound
compared to $0.28 per pound in the United States.>* Subsidized seeds available for
purchase by farmers include soybeans, rice, wheat, corn, rapeseed, and cotton, as well as
hull-less barley and peanuts on a trial basis in 2010.>> However, many provinces limit
payments to purchases of high-quality and high-yield seeds. Seed payments are provided
either through direct payments to farmers or to seed suppliers who then pass along the

“7 Fertilizer, pesticide, herbicide, and fungicide costs account for about 14 percent of the cost per mu of
growing potatoes in northern China.

48 Schwartz, “Balancing Act in Global Fertilizer Use: Science Report,” June 29, 20009.

49 Zhang, “Improving Fertilizer Use Efficiency through Management Practices: China Experience,” n.d.

% USDA, FAS, China: Grain and Feed; Annual, March 1, 2010, 16.

5! The transportation subsidy is estimated to be approximately RMB 5 billion per year. Liao, “The
Evolution of Fertilizer Subsidies in China,” December 2008.

52 USDA, FAS, China: Fertilizer, December 14, 2009.

%3 Southeast Farm Press, “China, India Waking Up to Fertilizer with Huge Subsidies,” n.d.

% Kabhrl et al., “Toward Sustainable Use of Nitrogen Fertilizers in China,” November/December 2010, 6.

% USDA, FAS, China: Grain and Feed; Annual, 2010, March 1, 2010, 16.
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benefit to farmers through discounted seed prices. In provinces that use direct payments,
the U.S. Department of Agriculture (USDA) estimates that farmers generally receive
RMB 10-15 ($1.33-$2.00) per mu to purchase seeds.*®

Farmers also use a wide variety of veterinary drugs to control diseases in livestock.
Vaccination costs for live animal operations are reportedly higher in China than in other
countries with major livestock production operations, because of widespread overuse and
because the majority of these drugs have to be imported.*

Mechanization

The use of advanced technology and mechanization is not extensive in Chinese
agricultural production compared to other countries, largely because of relatively low
labor costs that encourage the substitution of labor for capital (in the form of
mechanization and technology) whenever possible.”® As long as labor costs remain low,
the cost advantages of switching to mechanized production and paying for technological
upgrades are limited.>® However, rising labor costs, the migration of Chinese skilled farm
labor to urban areas, and government incentives have promoted agricultural
mechanization in recent years, raising agricultural productivity and lowering production
cost for crops such as corn.®’

While the use of mechanized harvesters and processing lines has increased, further
upgrades are limited by both supply and demand factors. Chinese domestic production of
processing and harvesting equipment is expanding, but much of the equipment is not
available domestically and must be imported, increasing the cost of modernization.®* At
the same time, the structure of Chinese farming restricts the demand for new equipment
and other modernization efforts because small and discontinuous plots reduce the benefits
of mechanization. Furthermore, small households and most cooperatives have limited
capital reserves to make equipment purchases. However, pressure to increase
mechanization in China’s farm sector will likely increase as rural workers shift to other
industries, wages rise, and the sector consolidates.

Typically, conventional bank financing options are not available for farmers to make
capital purchases. As a result, some food processors and large traders that source inputs
from farmers on a contract basis use alternative methods to increase on-farm
technological upgrades, such as self-financing equipment purchases. For example, a
processor may supply farmers with an irrigation system, pesticide sprayers, and tractors,

% USDA, FAS, China: Grain and Feed; Annual, 2008, March 1, 2008. The payments per acre vary by
product and region, but for cotton it is estimated to be $13 per acre. National Cotton Council, written
submission to the Commission, September 15, 2010, 2.

57 Industry official, interview by Commission staff, September 13, 2010; Poultex News, “Half of China’s
Antibiotics are Fed to Animals,” December 1, 2010.

%8 The combined figure for the mechanization of plowing, sowing, and harvesting came to 43 percent of
China’s agricultural land in 2007, 3 percentage points higher than the previous year. Mechanization for
sowing and harvesting reached 78 percent and 79 percent, respectively, of the area planted with wheat; paddy
rice mechanization for sowing and harvesting reached 11 percent and 46 percent; and corn mechanization for
harvesting came to 7 percent. PRC, MOA, “General Surveys—Agricultural Mechanization,” June 25, 2009.

9 Industry official, interviews by Commission staff, Shandong province, China, September 13-15, 2010.

80 pRC, MOA, “General Surveys, Agricultural Mechanization,” June 25, 2009.

6l Industry official, interview by Commission staff, Shandong province, China, September 13, 2010.
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while requiring only a modest down payment. The processor then receives payments
from the farmer toward the price of the delivered input for a defined period of time.*

Since equipment subsidy programs were implemented in 2005, government support has
made purchases of new machinery more affordable, boosting machinery use. When a
farmer, business, or cooperative buys new machinery, the local government provides a
direct payment to cover between 20 and 40 percent of the cost of new machinery,
depending on the type of machinery purchased and good being produced.®® Purchasers of
harvesting and packing equipment reportedly receive the largest payments. * As
agricultural mechanization continues to become more common in China, cost savings and
harvesting productivity will likely continue to increase. In 2007, the total combined
mechanization level for plowing, sowing, and harvesting wheat, rice, and corn accounted
for only 43 percent of total production compared to the United States, where almost all
production is mechanized.

Access to Credit

Credit is an important source of capital for farmers to finance investments in new
equipment and other operating expenses. Chinese farmers, however, have minimal access
to credit, a situation that restricts investment and productivity gains. Because land is
owned by the state, farmers lack financing collateral.®® As a result, small-scale farmers
have difficulty getting formal loans and investing in mechanization, which increases
labor costs and lowers overall productivity. Even though the dominance of state-owned
banks typically keeps the cost of credit low in China, lending has historically been
directed towards industry and state-owned enterprises that show the most job growth
potential.?®® Most farmers therefore acquire needed capital through nonfarm income or
personal loans from friends.

Both central and local governments are seeking to improve access to credit for farmers
through state-owned banks, rural credit cooperatives, and local programs which
encourage microlending.®’ Increased access to credit from banks may allow farmers to
buy better seeds, fertilizers, and pesticides, and to invest in capital assets such as
mechanized harvesters, greenhouses, and efficient irrigation systems. If Chinese farmers
do gain more access to credit, costs will decline as investments lead to more efficient
production methods.

The food-processing sector has greater access to capital than farmers do because of
greater cash flows and collateral. Food processors finance capital costs through either
retained earnings or bank loans. If bank loans are available, interest rates vary
significantly depending on the investment’s projected return and the company’s financial
status, but typically range from 5 to 10 percent per year for financially strong
companies.®® The Chinese government also supports the development of certain food

62 Industry official, interview by Commission staff, Beijing, China, September 7, 2010.

8 Academic, interview by Commission staff, Beijing, China, September 9, 2010; Industry official,
interview by Commission staff, Shandong province, China, September 13, 2010.

® Industry official, interview by Commission staff, Shandong province, China, September 13, 2010.

8 Wall Street Journal, “China’s Farmers Could Use Land As Collateral,” July 29, 2010

% OECD, “Rural Policy Reviews: China 2009,” May 22, 2009, 43.

57 Stewart and Stewart, written submission to the Commission, June 29, 2010, 4.

® Industry officials, interviews by Commission staff, Beijing and Shandong province, China,
September 6-15, 2010.
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industries by making cash investments, giving the government minority holdings in
preferred companies. To boost cash flow, the government typically refrains from
accepting dividends or other returns on its investment. Reportedly, government
investments are made with the expectation of repayment, but the payback terms are often
not clearly defined.®

Transportation Infrastructure and Time to Market

Upgrades to China’s rural infrastructure have improved the agricultural sector’s ability to
get its products to the market, but the agricultural logistics industry is still fragmented:
small traders and service providers are spread across the country, creating inefficiencies
and increasing costs. Service companies typically provide individual pieces of the supply
chain, such as transport or storage. Very few companies can actually provide a
completely integrated transportation network throughout the country, unlike in the United
States, where such networks are widely available. As a result, firms must generally hire
multiple service or transport providers to get their products to market, making
transportation relatively inefficient and expensive.”

China has improved its rural transportation infrastructure in recent years as a result of
massive investments in road construction, but despite these investments the transportation
infrastructure has still not kept pace with growth in demand. Investments have created a
road network that is the second-longest in the world behind the United States, with the
total length of rural roads expected to increase to 3.5 million kilometers in 2010.™
Greater access to modern roads generally increases farmers’ incomes by lowering either
their own transport costs or the transportation costs of the traders who buy their goods
and ship them to consumer markets. The net effect is that farmers retain a larger portion
of the prices paid by consumers. However, high toll fees on the country’s highway
networks add significant transportation costs and are generally more expensive than in
the northeastern United States.”® In addition, the lack of available freight transport by rail
and the high fees imposed on drivers traveling from one province to another increase
costs and create uncertainty.”

China’s fragmented logistics network increases cold storage and transportation costs
relative to other markets. A much higher percentage of total costs (18 percent on average)
for agricultural producers in China goes toward transportation and cold storage logistics
services than the average (9 percent) in Organisation for Economic Co-operation and
Development (OECD) countries.” For example, it costs at least RMB 6,000 ($800) to
transport 20 metric tons of vegetables about 900 miles from Shouguang, a wholesale
center in Shandong province, to Heilongjiang province in northeast China.”® Because of
the high cost and time needed to transport goods throughout China, shipping from the
United States to southern China is often cheaper than transporting goods from northern

69 Industry official, interview by Commission staff, Beijing, China, September 6, 2010.

7 |bid., September 10, 2010.
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"2 Tolls on expressways in China vary between 7 and 16 cents per mile. Tollroad News, “Central
Government Struggling to Control Tollroads in China,” February 29, 2008.

" Terreri, “Go West . . . with Caution,” November 1, 2010.

™ Industry official, interview by Commission staff, Beijing, China, September 10, 2010; Gonzalez,
Guasch, and Serebrisky, “Latin America: High Logistics Costs and Poor Infrastructure for Merchandise
Transportation,” 2007.

™ Xiang, “PE Firms Eye Rich Harvest in Agricultural Logistics,” June 11, 2010.
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China to the major cities in the south. As a result of the high costs, imports often have a
competitive advantage in markets where there is no significant domestic production of a
particular good in the region.” Cold storage capacity is also limited, despite recent
increases, and even when refrigerated services are available, the cost is often
prohibitive.”” Moreover, in cases where the cost of cold storage is affordable, the quality
of the gguipment generally does not meet Western standards, and the risk of spoilage is
higher.

The fragmented structure of the logistics industry in China increases costs for the Chinese
agricultural sector and forces many larger firms, whether multinationals or state-owned
enterprises, to invest heavily in their own transportation networks. Logistics firms
specializing in agricultural transport services are beginning to develop advanced cold
storage capabilities and expand across China. As China’s transportation infrastructure
increases in size and capacity, transportation costs and the time to market will decrease,
both of which should lower the cost and increase the quality of Chinese agricultural
products.

Exchange Rates

The competitiveness of U.S. exports is affected, in part, by the effect of foreign currency
fluctuations on the relative price of goods. China started informally pegging its currency
to the U.S. dollar in 1998, largely as a stability measure in response to the Asian financial
crisis.”® The peg (8.3 RMB to the dollar) was removed in 2005, as China injected large
amounts of cash into the economy in the wake of the severe acute respiratory syndrome
(SARS) epidemic and needed to mitigate inflationary pressures.®’ The renminbi exchange
rate relative to the U.S. dollar gradually appreciated over the next three years under a
managed float until August 2008 (6.8 RMB to the dollar), when China repegged the
renminbi to the dollar in response to the global financial crisis.®" Chinese authorities
decided in June 2010 to allow the renminbi to appreciate once again, and through
January 27, 2011, the renminbi appreciated 3.7 percent against the U.S. dollar.?? When a
fixed exchange rate causes the renminbi to be less expensive (relative to the U.S. dollar)
than it would be under competitive supply and demand conditions, Chinese exports are
relatively inexpensive and U.S. exports to China are relatively expensive. As a result,
U.S. exports and the production of U.S. goods and services that compete with Chinese
imports fall, at least in the short run.%®

The renminbi is widely viewed as being significantly undervalued, making imports more
expensive in China and Chinese exports less expensive in foreign markets. In February
2010, the International Monetary Fund (IMF) stated that the renminbi remains
substantially undervalued relative to the U.S. dollar from a medium-term perspective.?* In

™8 Industry official, interview by Commission staff, Beijing, China, September 10, 2010.

" Bolton and Liu, “Creating an Effective China ‘Cold Supply Chain,”” 20086.

8 Industry official, interview by Commission staff, Shanghai, China, September 14, 2010.

" Morrison and Labonte, “China’s Currency Peg: A Summary of the Economic Issues,” April 25, 2005, 1.

8 Reuters, "China No Longer Pegging Yuan to Dollar.” July 21, 2005 and Wolverson, "Confronting the
China-U.S. Economic Imbalance,” October 19, 2010.

& Wolverson, “Confronting the China-U.S. Economic Imbalance,” October 19, 2010.

82 U.S. Department of the Treasury, Report to Congress on International Economic and Exchange Rate
Policies, February 2011, 12.

8 Morrison and Labonte, “China’s Currency Peg: A Summary of the Economic Issues,” April 25, 2005, 3.

8 IMF, Meetings of G-20 Deputies, Seoul, Korea, Global Economic Prospects and Policy Challenges,
February 27, 2010, 9.
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April 2010, the Peterson Institute of International Economics estimated that renminbi
undervaluation against the U.S. dollar was about 30 percent.® In its July 2010 report on
China’s currency, the U.S. Treasury Department noted that China’s continued foreign
reserve accumulation, the limited appreciation of China’s real effective exchange rate
relative to rapid productivity growth in the traded goods sector, and current account
surpluses suggest that the renminbi remained undervalued.® According to the U.S.
Department of the Treasury’s subsequent February 2011 Report to Congress on
International Economic and Exchange Rate Policies, China’s real effective exchange rate
has appreciated only modestly over the past decade. China’s large increases in
productivity in export manufacturing, its improvements in transportation and logistics,
and its accession to the WTO all suggest that the renminbi should have appreciated more
significantly over this period.®” If the renminbi were permitted to float freely in the
market and strengthened against the dollar, as it did during China’s last period of currency
float, U.S. goods would likely be less expensive for China to import, and demand for
these goods would likely increase.®®

U.S. agricultural exports to China are no exception to this phenomenon. According to the
USDA, whenever the U.S. dollar depreciates against the renminbi, U.S. agricultural
commodities can become more price-competitive in China, potentially increasing China’s
demand for these U.S. goods.®® In 2007, differences in the amount of goods and services
that could be purchased in China and the United States with a given amount of U.S.
dollars suggested that the exchange rate was not at its equilibrium value—specifically,
the renminbi was undervalued.® As a result, imported foods in China were much more
expensive than domestic products, and consumer demand for U.S. imports was limited to
a handful of commodities (soybeans, cotton, and animal hides) and certain high-end niche
items. Even assuming an undervalued renminbi, the United States had a net surplus with
China in agricultural trade during 2007, which continues today. In fact, U.S. agricultural
exports to China have grown sharply, more than doubling from $6.3 billion in 2005 to
$13.4 billion in 2009. If the renminbi appreciates against the dollar in the future, more
U.S. agricultural products are likely to become price-competitive in China, and U.S.
exports of these goods may grow even faster. Appreciation of the Chinese renminbi will
also reduce the competitiveness of China’s rising exports of labor-intensive agricultural
goods, among them vegetables, fruits, and juices.”* Several U.S. agricultural companies
and trade groups submitted information to the ITC for this report, indicating that the
current exchange rate between the renminbi and the U.S. dollar impacts their trade with
China. For the most part, they indicated that the Chinese currency is undervalued, making

% The estimate is the result of purchasing power parity (PPP)-based modeling. Subramanian, “New PPP-
Based Estimates of Renminbi Undervaluation and Policy Implications,” April 2010, 1, 7.

% U.S. Department of Treasury, Office of International Affairs, “Report to Congress on International
Economic and Exchange Rate Policies,” July 8, 2010, 18.

87 U.S. Department of the Treasury, Report to Congress on International Economic and Exchange Rate
Policies, February 2011, 15.

8 Ulics and Mead, “Current Price Topics: China’s Exchange Rate Policy Reflected in U.S. Import
Prices,” August 2010.

8 Not all U.S. agricultural commodities will be affected equally by changes in the exchange rate between
the U.S. dollar and Chinese renminbi. Other competitive factors must also be taken into account. Gale and
Taun, China Currency Appreciation, August 2007, 1.

% Equilibrium value is often considered to be “purchasing power parity.” Gale and Tuan, China
Currency Appreciation, August 2007, 4.

° Gale and Tuan, China Currency Appreciation, August 2007, 3.
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U.S. products more expensive in China and Chinese exports cheaper in the United
States.*

Food Safety Laws and Regulatory Compliance Costs

In the aftermath of consumer illnesses and several deaths in 2008 owing to the presence
of melamine in dairy and other food products, awareness and spending on food safety
compliance increased in China’s agricultural production system. But despite these
changes, in general Chinese food processors reportedly spend less on regulatory and food
safety compliance than most firms in the United States.”® Any cost advantage this may
confer on Chinese agricultural products vis-a-vis imports must be weighed against
negative perceptions Chinese consumers may have about domestic food safety. Food
safety compliance costs are therefore likely to increase in order to meet ongoing
consumer demands for a safer domestic food supply.

Since the implementation of the Food Safety Law in 2009, provincial agents from the
Chinese Administration of Quality Supervision, Inspection, and Quarantine (AQSIQ) and
Chinese Inspection and Quarantine (CIQ) have reportedly increased inspections, and
compliance costs for food companies and government funding are reportedly rising in a
number of ways.”* Although the financial impact of investments to build food testing
laboratories and install equipment to meet stricter food safety controls varies, estimates
are that per-unit costs throughout China’s food product system may increase by about
1 percent. Furthermore, these efforts require increased management oversight, the cost of
which could be the most expensive aspect of compliance.*

Chinese food safety laws are complex and, as with most regulations in China,
enforcement varies depending on the distribution channel and the final destination point
of the product. Products destined for export markets undergo more thorough and stringent
inspections to prevent foreign market closures. Agricultural goods for export must be
certified by CIQ; local CIQ officials inspect and sample 15 percent of every export
shipment, and shipments that fail to meet the proper standards will be suspended. CIQ
charges a per-shipment fee (RMB 200-300 [$27-40] per ton), but this cost is generally
viewed by Chinese producers as comparable to certification fees in other countries.*®

Other Government Programs
Valued added tax exemptions for Chinese farmers

As discussed in chapter 4, the central government provides VAT exemptions for Chinese
farmers, giving them a cost advantage in comparison to imports of similar goods. The tax
exemptions are legally permitted at several points in the production chain, including VAT
on productive inputs and sales VAT, all of which have the effect of lowering the cost of
domestic agricultural production and often pricing certain imported products, such as

%2 For more information on industry views, see appendix D.
% Industry officials, interviews by Commission staff, Shandong province, China, September 1315, 2010.
[
Ibid.
% Industry official, interview by Commission staff, Shandong province, China, September 15, 2010.
% |bid., September 13, 2010.
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U.S. wheat, out of the Chinese market.®” The effect of these tax exemptions is to
encourage Chinese purchasers to buy domestic agricultural goods rather than imports.*®

Agricultural tax exemptions

Since the early 2000s, the Chinese government has shifted its policies from taxing
agriculture to funding programs that promote rural development and shrinking the
income gap between rural and urban workers. By 2004, taxes and fees totaling
approximately 8 percent of the value of farm output had been eliminated.”® In addition,
other taxes and fees collected from farmers and agricultural processors are frequently
waived by local officials. While these practices vary significantly by province and
generally depend on a region’s economic development priorities,'® the net result is to
lower production costs for Chinese farmers.

Direct payments and other support programs

In order to achieve its goal of self-sufficiency in food grains, China makes direct
payments to farmers who produce certain goods, such as grains, soybeans, and hogs. This
increases farmers’ net income levels while allowing products to be sold at lower prices in
the market. For example, direct grain payments increased the net income of farmers
producing grains by $169 per hectare between 2005 and 2009.'°* As with other farm
support programs, the implementation of direct payments varies by province. Some
provinces give farmers direct payments for grains based on planted area, while others do
so based on the quantity produced.’®* Payments also vary by product: in 2009, direct
payments to farmers for grain production averaged $129 per hectare, while in 2010
payments to farmers for growing high-oil-content soybeans were 10 RMB ($1.33) per mu
and the payment for each pig raised by small producers was 50 RMB ($6.66)."% While
direct payments may allow farmers to sell their products at lower costs, these funds
distort the competitive position of Chinese goods in the market.

Factors Affecting Product Differentiation

Like consumers in other countries, Chinese citizens are eating more calories and seeking
a wider variety of food as their incomes rise.’®* Rising incomes allow consumers to be
less price-conscious in their food choices, opting for better quality or more varied foods
at higher prices. The desire for higher volumes of food and differentiated products has the
potential to spur imports from the United States and other large agricultural producers,
because most of these goods are produced to high quality standards and are seen as

 The VAT is assessed differently depending on the type of product; the VATS on raw agricultura
products and processed products are 13 and 17 percent, respectively. See chapter 4 for more detailed
information on the value-added tax. U.S. Wheat Associates, written submission to the Commission,
September 16, 2010, 4.

% USDA, FAS, China: Trade Policy Monitoring; VAT Protections, March 19, 2007, 1.

% For more information, see the discussion on the elimination of certain agricultural taxes in chapter 4.

100 Industry officials, interviews by Commission staff, Beijing and Shandong province, China,
September 6-15, 2010.

L USDA, FAS, China: Grain and Feed; Annual, 2010, March 1, 2010, 16.

102 ysDA, FAS. China: Grain and Feed; Annual, 2008, March 1, 2008.

103 YUSDA, FAS, China: Grain and Feed; Annual, 2010, March 1, 2010, 16. Industry officials, interviews
by Commission staff, Beijing, Shandong Province, Shanghai, Sichuan province, and Hong Kong, China,
September 6-21, 2010.

104 Fyrther discussion of Chinese consumption patterns is found in chapter 3.
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premium products by Chinese consumers. A number of factors differentiate Chinese
products from imports, including the use of cold storage and refrigerated transportation,
industry structure, farm management practices, food safety standards, and branding.

Cold Storage

Cold storage supply chains are critical to ensuring the quality of perishable goods, but as
already noted, cold storage is less available in China than in the United States. The lack
of an efficient, nationwide cold storage transportation network not only leads to high
rates of spoilage, but also lowers the average quality of goods that find their way to
market.'® It is estimated that only 15 percent of meat and 5 percent of fruits and
vegetables are transported using cold storage in China, compared to more than 90 percent
for both in the United States.® The development of supply chains with complete cold
storage in China is hindered by many factors, including the fragmented structure of the
food industries. Small farm plots scattered throughout China result in significant handling
outside of existing cold storage supply chains. As farmland consolidation and village
cooperatives become more common in China, investment in cold storage facilities is
expected to increase. As cold storage is implemented throughout China’s supply chain,
the quality of domestically produced perishable goods will improve and increase
competition with high-quality imports.®’

When perishable foods, such as fresh fruits and vegetables, are transported outside of a
chilled environment, shelf life is quickly reduced as the product ripens. The result is
diminished average quality when the goods arrive at market and higher volumes that
must be destroyed or converted into animal feed because of spoilage. China’s farm sector
suffers from both problems. Moreover, even in cases where cold storage facilities exist,
the lack of knowledge among workers about proper storage temperatures, chilling
procedures, and ideal controlled atmosphere conditions reduce the effectiveness of cold
storage throughout China.'®

Industry structure and consumer preferences also impact the use and availability of cold
storage. Particularly in China’s horticultural industries, thousands of small-scale
household farmers and small traders consolidate products after harvest, and financial
resources for investing in cold storage are typically not available. Fresh fruits and
vegetables generally do not enter into cold storage until further up the supply chain, when
products reach wholesale markets in larger cities after several days in transit.’® In
addition, consumer preferences in China have slowed the expansion of cold storage
facilities even for fresh-chilled products because consumers still prefer local wet markets,
where perishable products are sold at room temperature.™® For example, Chinese
consumers buy larger cuts of meat from butchers at wet markets because they perceive

105 Chinese cold storage capacity is estimated to be approximately 7 million cubic meters, compared to
88.8 million cubic meters in the United States. Bolton and Liu, “Creating an Effective China ‘Cold Supply
Chain,”” 2006.

106 Industry official, interview by Commission staff, Beijing, China, September 15, 2010; Bolton and Liu,
“Creating an Effective China ‘Cold Supply Chain,’” 2006.

197 The cold chain system in China’s major cities tends to be of higher quality and more widely available.
Imported products also benefit from improvements in cold chain storage because they tend to be marketed in
larger, more affluent Chinese cities. Liu, “More Cold Chain Gives More Choice in China,” September 20009,
20.

108 Industry official, interview by Commission staff, Beijing, China, September 10, 2010.

109 Ihid., September 6, 2010.

119 Bolton and Liu, “Creating an Effective China ‘Cold Supply Chain,”” 2006, 5.
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meat sold at room temperature to be fresher than prepackaged meats chilled and sold at
larger retail outlets.***

Industry Structure and Land Tenure System

As previously mentioned, the land tenure system and the structure of the Chinese
agricultural industry increase production costs. But the industry structure also restricts
industry-wide product quality improvements. The use of modern production techniques
and good agricultural practices have increased the volume of high-quality products that
can compete with imports, but the supply of these products is small because
implementing these practices consistently on many small household farms is expensive
and difficult. Information distribution in China remains inefficient, and government
extension services are typically focused on producing higher output and not on quality
improvements.*? In addition, because farmers have limited land ownership rights, few
incentives exist for farmers to invest in efficient and environmentally sustainable
agricultural practices. If China’s farm sector is able to consolidate land holdings, either
through land leasing or village cooperatives, good agricultural practices will likely
become more widespread, increasing the ability of Chinese producers to compete with
higher-quality imports.

Farm Management Practices

Advanced farm management practices can significantly improve the quality of
production. For example, drip irrigation, proper thinning, pruning, weed control, and
mulching can improve the size, color, and flavor of fruits while also increasing disease
and insect control. In China, the use of advanced farm management practices has been
increasing, but these types of practices are still not implemented universally.*** On many
farms, lack of information is restricting the implementation of advanced farm
management and thus reducing product quality.

Limited knowledge of modern farming techniques is also causing soil degradation and
restricting yield growth in China. In order to boost output from their tiny plots of land,
farmers use intensive agricultural practices, including heavy fertilizer applications and
double- or triple-cropping.*** Poor on-farm management of soil organic matter, water
applications, and fertilizer use reduces soil fertility and nutrient levels needed to maintain
high yields and cost-effective crop production. Inadequate awareness of the proper
balance and mix of different fertilizers to use, as well as of appropriate application
practices, result in inefficient releases of soil nutrients, suboptimal growth rates, and
water and soil pollution.’®> The widespread sale of counterfeit and poor-quality farm
chemicals, feeds, and veterinary drugs also undermines output.*®

111 Industry official, interviews by Commission staff, Beijing, China, September 10, 2010.

12 Industry officials, interviews by Commission staff, Beijing, China, September 6-10, 2010.

113 |hid., September 6, 2010.

14 ohmar et al., China’s Ongoing Agricultural Modernization, April 2009, 6.

185 |In China, there is a disproportionate use of fertilizers like urea compared to phosphorous and potash
fertilizers. FAO, “Synthesis of Asia and the Pacific Region’s Perspective on Nutrient Management and Soil
Productivity,” n.d.

118 |_ohmar et al., China’s Ongoing Agricultural Modernization, April 2009, 6.
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Food Safety

China’s 2009 food safety law has begun to increase compliance costs for some domestic
agricultural processors, but the law is also beginning to result in higher-quality and safer
products. Despite some improvements in food quality and safety, however, most Chinese
consumers still typically view processed foods as less safe and lacking the nutrients that
fresh products provide.*” Chinese food processors have begun marketing campaigns in
order to change the negative perception of processed foods.**®

Chinese consumers also typically view imports, both processed and fresh, as higher in
quality than domestically produced food and safer to eat. As consumer awareness of food
safety has increased and import volumes of higher-quality products have risen, Chinese
agricultural producers have been forced to improve their product quality to compete with
imports. For example, pressure from imported apples has resulted in the wider availability
of higher-quality, domestically produced fresh apples.**® With increased competition
from high-quality imported products, Chinese producers are expected to continue to
improve their product quality. '?°

Branding

As per capita income continues to grow in China, consumers are increasingly looking to
buy products that are differentiated by a strong brand reputation.'® Internationally
recognizable food brands, often produced locally in China, are some of the most
recognized brands to Chinese consumers. *** Overall, Chinese food processors have not
developed strong well-known national brands because they normally produce items based
on customer specifications, often under other companies’ independent labels. This
industry structure lowers processors’ profit margins. Additionally, not having
recognizable brands generally restricts processors’ ability to develop new markets,
especially at the global level.*”® However, some Chinese companies, particularly in the
beverage and noodle sectors, have developed brands that are gaining customer
recognition, and are thus strengthening their market position.***

Factors Affecting Reliability of Supply

Reliability of supply is an important determinant of a supplier’s competitive position in
the Chinese market. The availability and supply of agricultural products are first shaped
by weather conditions, but a number of other factors affect a supplier’s reliability,
including storage and transportation infrastructure, marketing information systems, and
water and land availability.

W7 Industry officials, interviews by Commission staff, Beijing and Shandong province, China,
September 6-15, 2010.

18 Industry official, interview by Commission staff, Beijing, China, September 6, 2010.

119 gee case study on fresh apples in chapter 6.

120 Industry official, interview by Commission staff, Beijing, China, September 5, 2010.

121 Industry official, interview by Commission staff, Shanghai, China, September 14, 2010.

122 Charron, “Agriculture, Food and Beverages Sector Profile: Beijing, China,” December 2008.

128 j, “Shandong Agricultural Product Exports,” March 2009; industry official, interview by
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124 i, “Shandong Agricultural Product Exports,” March 2009; industry official, interview by
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Storage and Transportation Infrastructure

For agricultural products produced in China, a reliable supply is generally less assured
than it is for products coming from other suppliers because of poor or insufficient storage
and transportation infrastructure. Despite China’s heavy investments in infrastructure in
recent years, the growth in road networks has not kept up with demand growth. And, as
noted earlier, the lack of availability of quality storage, including cold storage throughout
the supply chain, restricts the ability of Chinese producers to reliably supply their
customers.'?

The limited use and availability of cold storage and refrigerated transport in China, which
is critical to reliably supplying perishable products, results in significant product losses
during delivery and increases uncertainty for buyers. As a result, according to the
Chinese National Development and Reform Commission, on average 15 to 20 percent of
agricultural products are lost during transportation. For some products in certain regions,
losses could run as high as 30 percent, compared with losses of less than 2 percent in the
United States.'?

While grains are not highly perishable, lack of quality storage impacts the reliability of
the Chinese grain supply. Although China has ample grain storage facilities, including the
capacity to store 200 million metric tons of wheat and paddy rice, losses of grain in
storage to mold and insects reach 8 to 10 percent annually,**” a much higher percentage
than for most large developed grain-producing countries. However, China’s use of
mechanized handling and preservation techniques reportedly extends the shelf life of
grain much more effectively than some other large grain-producing developing countries,
such as India.'”®

The reliability of on-time deliveries of agricultural products in China is compromised by
inefficient transportation networks. An inefficient freight rail system and traffic jams that
slow down product movement along the supply chain increases uncertainty for buyers of
domestic products.’® Because of the time needed to transport goods throughout China,
imports often have a competitive advantage in markets where there is not significant
domestic production in the region.**

Marketing Information Systems

The lack of integrated automated information systems also creates uncertainty in the
timing of product deliveries.™*" Chinese producers have not yet modernized their modes
of commerce to provide more efficient and reliable product marketing and distribution.
Most small enterprises and traders use cell phones to talk to clients and suppliers, but the
majority do not use integrated information systems and do not have automated storage,

125 people’s Daily Online, “China’s Rural Roads to Cover 3.5 Million Km by 2011,” October 28, 2010;
Terreri, “Go West . . . with Caution,” November 1, 2010.

126 Bolton and Liu, “Creating an Effective China ‘Cold Supply Chain,”” 2006; Xiang, “PE Firms Eye
Rich Harvest in Agricultural Logistics,” June 11, 2010.

127 Government official, interview by Commission staff, Washington, DC, August 19, 2010.

128 parsai, “India Turns to China for Grain Storage Expertise,” June 18, 2010.

129 Terreri, “Go West . . . with Caution,” November 1, 2010.

ﬁ;’ Industry official, interview by Commission staff, Beijing, China, September 10, 2010.

Ibid.
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transportation, or billing systems. For distribution and sales, it is difficult for Chinese
marketers to use e-commerce because the law does not recognize e-signatures.

Water Resource Depletion and Degradation

As noted above, China’s farm sector does not have an abundant supply of water, and
resources are under strain from overuse and degradation due to pollution. This situation
may limit the ability of Chinese farmers to reliably supply sufficient quality and
quantities of agricultural products, thus creating increased demand for imports. China
already has a restricted supply of water, with resources per capita that are only about
30 percent of the world average.’® In addition, water resources in China are unevenly
distributed by region, with south China (the Yangtze River basin and to the south)
accounting for 80 percent of the nation’s naturally available water resources, but only
53 percent of the population and 35 percent of its arable land.™** Demand growth from the
expanding industrial and urban sectors has increased competition for these limited water
resources, while overuse by the agricultural sector is driving a drop in groundwater tables
and causing rivers to run dry.**

The water that is left is also being degraded by industrial, urban, and agricultural
pollution, which is already harming agricultural output. One-fourth of the water sampled
along China's two largest rivers—the Yangtze and Yellow—was found to be too polluted
even for farm irrigation."® In 2007 it was estimated that 70 percent of China’s rivers were
severely polluted.*® However, this estimate may have underestimated water pollution by
more than half because it did not take into account agricultural pollution.”®" China does
not yet have effective water management polices and practices to deal with these
challenges.*®

Land

The Chinese government has set goals to try to maintain a minimum level of land
devoted to agriculture, but agricultural land is being threatened by ongoing urbanization,
industrialization, and desertification.**® As economic development continues and demand
for land increases, future agricultural output may become uncertain because of reduced
land availability.

The total amount of agricultural land has not yet fallen as a result of the increased
competition for land, but the land in use has shifted into areas with marginal productivity.
Land that was previously left fallow by farmers has been pushed back into production.*°
As production shifts onto less productive land, future increases in yield and output to

132 The world average is just over 7,000 cubic meters (m®) of water per capita, but Chinese resources are
slightly over 2,000 m® of water per capita. Lohmar et al., China’s Ongoing Agricultural Modernization,
April 2009, 18.

133 southern China’s average rainfall is just over 2,000 mm/year, compared to the north, which averages
only 200-400 mm/year. Xie et al., “Addressing China's Water Scarcity,” January 1, 2009, 10.

134 |_ohmar et al., China’s Ongoing Agricultural Modernization, April 2009, 17.

135 Roberts, “China Faces a Water Crisis,”April 15, 2009.

136 Newsweek, “Where Rivers Run Dry,” April 16, 2007.

137 Graham-Harrison, “China’s Water Pollution Level Higher Than Estimated in 2007,” February 10,
2010.

138 |_ohmar et al., China’s Ongoing Agricultural Modernization, April 2009, 19.

139 EC, DGA, “China: Out of the Dragon’s Den?” May 2008, 4.

140 Roberts and Anders, Developments in Chinese Agriculture, July 2005, 7.

5-24



meet growing demand may be difficult to achieve, in effect limiting the reliability of
Chinese supply. This may result in increased Chinese demand for land-intensive
agricultural crops from international suppliers.
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CHAPTER 6
Competitive Factor Case Studies

Overview

This chapter describes competitive conditions in selected Chinese agricultural sectors:
fresh apples, pork, processed foods, and wheat. These sectors were chosen to illustrate
China’s competitive factors, and to explain which factors have been used to capitalize on
rapid changes to China’s food production system. Salient competitive factors affecting
China’s agricultural sector as a whole may not include some factors that are key to U.S.
exporters entering the Chinese market (box 6.1).

China is a major horticultural producer because many horticulture products require
significant labor resources to plant, tend, and harvest. The Chinese fresh apple industry
illustrates how low labor costs benefit China’s farm sector, especially in terms of lower-
quality exports. The U.S. apple industry, also one of the world’s largest producers and
exporters, competes with Chinese apples in the high-quality segment of export markets
and has been increasing exports to China to take advantage of China’s growing wealth
and consumption.

Pork is the most widely consumed meat in China and accounts for approximately
65 percent of animal protein consumption there. Chinese government policies have
encouraged domestic production of pork and insulated many small-scale, low-quality
producers from global market conditions. However, rising labor and feed costs, as well as
increasing demand among Chinese consumers for higher-quality pork, may lessen
Chinese pork competitiveness in the future, creating opportunities for global exporters
from the United States and Europe.

China is one of the world’s largest processed food exporters, behind only the European
Union (EU-27) and the United States. Rising disposable income and urbanization are
driving demand and consumption growth in China. Processed food production in China is
shifting from a reliance on low-cost labor to more capital-intensive and heavily
mechanized production processes that are similar to the advanced methods used in other
countries that are significant producers of processed foods. Many U.S. food processors
compete with Chinese products both in China and in third-country export markets.

Wheat is a staple food that China has identified as important to China’s food security.
Despite limited land and water resources for wheat production, the central government
has set domestic and trade policies to maintain domestic production and control import
supplies. In the aggregate, government policies have boosted China’s domestic wheat
production and insulated producer and consumer prices from volatile global wheat
markets.
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BOX 6.1 Certain Chinese Import Restrictions Negatively Affect the Competitiveness of U.S. Exporters More
Than They Benefit That of Chinese Producers

For many U.S. exports to China, the shipped volumes are extremely small relative to Chinese production and
consumption. Thus, even if a given Chinese import restriction on U.S. exports were removed (such as a tariff or
nontariff measure) and resulted in a significant percentage change in U.S exports, the change would still be
small relative to China’s domestic consumption. Further, many U.S. exports to China do not directly compete
with the majority of Chinese domestic production because of their high quality, high cost, or other differences.

China’s markets for apples and for pork can be used to illustrate the interaction between imports and domestic
production in China. China produces nearly half of global production of both pork and apples. In 2009, China
produced approximately 32 million metric tons (mt) of apples and imported 61,000 mt. In that year, China
produced 48.9 million mt of pork and imported 600,000 mt.* For both apples and pork, U.S. exports account for a
large share of China’s imports, but are small relative to consumption.b U.S. apple exports to China are restricted
by the lack of pest risk assessments on most varieties from most U.S. states. U.S. pork exports to China are
restricted by differences in sanitary requirements, and in 2009 were further restricted by bans related to the
presence of A1H1 influenza in the United States. Because of the small volume of imports relative to Chinese
production, changes in China’s import policies for apples or pork that would have significant effects on U.S.
export volumes would be expected to have little effect on the competitive conditions facing China’s producers.

Furthermore, for both apples and pork, imports largely do not compete directly with the bulk of Chinese
production. Traders report that imported apples are sold through different channels of distribution, and that
changes in the volume in one segment have little impact on prices in the other.® Most Chinese consumers prefer
pork sold fresh through wet markets, a channel into which frozen imports do not enter. d

& Sum of reported global exports of fresh or chilled pork, frozen pork, edible pork offal, and prepared pork
products from all sources; GTIS, Global Trade Atlas database.

®In 2009, U.S. exports accounted for 40 percent of global apple exports to China on a quantity basis, but
much less than 1 percent of China’s consumption. According to official statistics, U.S. pork exports to China in
2009 accounted for 6 percent of global pork exports to China but were equivalent to much less than 1 percent of
consumption.

¢ Industry official, interview by Commission staff, Beijing, China, September 6, 2010.

d Industry official, interview by Commission staff, Washington, DC, May 6, 2010.

Fresh Apples

The Chinese apple industry is competitive in both domestic and export markets primarily
because of its abundant supply of low-cost labor. Nonetheless, other factors, such as low
quality and industry structure, restrict its ability to compete in certain market segments.
Chinese growers primarily supply market segments that focus on cost, while the U.S.
industry provides high-quality apples to higher-income market segments through
established retail outlets. Chinese producers, however, have been improving their quality;
they are entering higher-quality segments of the market, and they have started to capture
larger shares of import growth than U.S. apples in certain export markets, such as India.
If the Chinese industry continues to improve the quality of its production by upgrading its
orchard management techniques and post-harvest treatment, Chinese apples may continue
to expand their market share in some countries. On the other hand, production costs in
China are rising quickly, particularly for labor and certain inputs, and domestic volumes



are heavily concentrated the Fuji variety.! If demand shifts away from the Fuji variety, if
production costs rise, and if the improved farm management methods cease to be cost-
effective, China’s low-cost advantage in producing apples may diminish.

Industry Overview

Global Position

China is the world’s largest apple grower, accounting for approximately 50 percent of
global production in 2009/10 (table 6.1). Rising per capita income levels in China have
been driving increased consumption of fresh horticultural products, including apples. In
response, Chinese apples growers have expanded their acreage and production in order to
meet this growing demand, a trend that is expected to continue in the future. Recent
growth in acreage has occurred primarily in the Shaanxi, Shanxi, and Gansu provinces
because of ideal growing conditions and a wider availability of land for expansion.?

TABLE 6.1 Fresh apples: Production, consumption, and trade, selected countries, marketing year 2009/10 (1,000

metric tons)

Country Total production® Fresh consumption Imports Exports
China 31,680 24,941 61 1,201
EU-27 12,210 8,298 594 1,216
United States 4,403 2,319 182 768
Rest of World 14,365 13,744 4,133 2,048
Total 62,658 49,202 4,970 5,233

Source: USDA, FAS, PSD Online (accessed January 13, 2011).

Note: Consumption does not include apples that are further processed into products such as juice and slices.

*Total production includes apples for the fresh market as well as for processing.

In China, the Fuji apple variety accounts for almost 70 percent of total production.® Over
time, consumer preferences among apple varieties have remained relatively stable, so the
Fuji variety is expected to continue to account for a high percentage of production.
Instead of shifting new plantings into different varieties to match consumer preferences
which are beginning to widen, the industry is focused on upgrading the quality of
production of Fuji apples through improved rootstocks* and orchard management
techniques.’

! In Shaanxi and Shandong, fertilizer prices increased by 10 and 30 percent, respectively, in 2009, while
pesticide prices rose by between 5 and 10 percent. Reportedly, in the Shaanxi province, total production
costs—which include fertilizer, pesticide, fruit bagging, and labor—were approximately $2,315 per hectare in
2009, a sharp increase from 2008. On the other hand, farmgate prices for apples in Shaanxi and Shandong
increased by between 20 and 30 percent in 2009. USDA, FAS, China: Fresh Deciduous Fruit; Annual,
November 17, 2009, 3; industry officials, interviews by Commission staff, Beijing, China, September 6, 2010;
USDA, FAS, China: Fresh Deciduous Fruit; Annual, 2010, November 5, 2010, 4.

2 USDA, FAS, China: Fresh Deciduous Fruit; Annual, November 17, 2009, 3.

% In comparison, the leading variety produced in the United States is Red Delicious, which accounts for
approximately 30 percent of total production. Industry officials, interviews by Commission staff, Beijing,
China, September 6, 2010; USDA, FAS, China: Fresh Deciduous Fruit; Annual, November 17, 2009, 3.

* Rootstocks are trees bred specifically for the performance of their roots. Different rootstocks have been
developed for specific purposes, such as the size of the tree, disease resistance, and certain temperature
conditions.

% Industry official, interview by Commission staff, Beijing, China, September 6, 2010.

6-3



Because of its large supply of low-cost labor, China is increasingly competitive in
international markets and is the world’s primary low-cost apple supplier.® China is also
the world’s largest single-country apple exporter by volume, even though exports
accounted for only 4 percent of domestic production in 2009.” While the quality of
production has improved over time, the Chinese apple industry typically competes in the
lower-quality segment of the global market, where competition among suppliers is based
primarily on price. In addition to export markets, another major outlet for Chinese apple
production is the juicing sector. Typically between 4 and 5 million metric tons (mt) of
apples are processed each year, primarily into juice, depending on the relative prices for
the fresh market versus for processing. Chinese imports of fresh apples, primarily from
the United States and Chile, more than doubled in value between 2005 and 2009 in
response to strong consumer demand for high-quality imported apples.

Industry Structure

The structure of the Chinese apple industry consists of millions of small household farms
that grow apples. This differs from the structure in the United States, which is
characterized by orchards on plots of several hundred hectares. Farms that grow apples in
China generally range in area from 5-10 mu (about 0.33-0.66 hectares), but many are
even smaller. The typical household farm produces only about 20 mt of apples per year.?
The small scale of apple farming in China results in inefficient supply chains in
comparison to other major producers.’

Domestic Marketing Outlets

Product distribution within the Chinese market occurs through four different types of
outlets: traditional wet markets and fruit stalls, larger urban markets, supermarkets, and
large wholesale export markets. Traditional local wet markets are the most common
marketing outlet for the Chinese apple industry. Most of the fruit is first collected by fruit
traders, who consolidate the product from a number of farms and then sell it to other
traders or vendors.'® Apples sold through local wet markets are almost never placed in
cold storage. Sales of apples through supermarkets have increased greatly in recent years,
but this outlet still only accounts for a small share of consumption.

The Chinese fresh apple market consists of two distinct channels. The first channel serves
the wealthier, mainly urban segment of the population, in which high-quality apples are
sold through supermarkets, restaurants, hotels, and smaller urban fruit stalls. Apples sold
through this channel consist mostly of imports, but also include higher-quality
domestically produced apples. The second channel serves most other Chinese consumers,
with the majority of sales through traditional local wet markets. Apples sold in this
channel are domestically produced and of mixed quality. Because of these distinct
channels, there is little correlation between supplies and prices of domestically produced
and imported apples. The price premiums of imported over domestically produced apples

® Poland is also a large low-cost supplier of apples, but its exports are destined primarily for two markets:
Russia and Ukraine. GTIS, Global Trade Atlas database.

" In comparison, in 2009 the United States exported approximately 17 percent of total production. USDA,
FAS, PSD Online (accessed November 2, 2010).

8 Industry official, interview by Commission staff, Beijing, China, September 6, 2010.

9 Industry official, interview by Commission staff, Beijing, China, September 6, 2010; Honglin et al.,
“Producing and Procuring Horticultural Crops with Chinese Characteristics,” August 7, 2008, 3.

10 |ndustry official, interview by Commission staff, Beijing, China, September 6, 2010.
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vary, but generally reflect the volume of apple imports rather than the price of domestic
supply.**

Factors Affecting Competitiveness
Labor Costs

Low wage rates provide Chinese apple producers primary competitive advantage because
labor accounts for the largest portion of production costs.'? Apple production is a labor-
intensive process, since pruning, thinning, and harvesting must be done manually.
Because Chinese producers have access to an abundant supply of low-cost labor, growers
are able to use significantly more labor per hectare than in other major producing
countries while remaining one of the world’s low-cost suppliers.

Despite the cost advantage currently provided by low wage rates, competition for labor
from other industries has reduced labor availability in many apple-producing provinces
and increased wages. Many small household farmers harvest their own apples and do not
need to hire outside labor, but larger apple producers (5-10 mu) that hire laborers
typically pay on average between 50 RMB ($6.66) and 60 RMB ($8.00) per day.™
However, labor costs vary by province, and they have dramatically increased in the major
apple-producing provinces of northeastern China in 2009. For example, in Shaanxi
province, labor costs increased by 20 percent in 2009 to an average of $8.80 per day per
worker; in Shandong, one of the largest apple-producing provinces, daily labor costs
almost doubled in 2009 to $13.25 as a result of continued economic development in the
province.* In comparison, the average wage in the United States for field labor in 2010
was $10.12 per hour.”

The lack of mechanization in Chinese apple production increases the use of labor, as
growers often pollinate by hand, cover individual apples with bags, apply pesticides and
fertilizers from hand-pumped backpacks, and transport apples in bags through the orchard
on foot. These practices increase the average number of hours worked per acre in Chinese
apple orchards to over 1,300 hours per year, compared with an average of 200 hours in
Washington state.*® Nonetheless, low wages still reduce China’s total cost relative to
other producers.

Industry Structure

As discussed in chapter 5, China’s land tenure system results in a farm structure
comprising many small farms, many fragmented into still smaller plots. For the apple
industry, small-scale production creates an inefficient supply chain involving high
transaction and distribution costs compared to other major global apple-producing

L Ibid.

12 Estimates vary, but labor accounts for anywhere between 35 percent of costs in China to 61 percent of
variable costs in Washington state. FruitGrowersNews.com, “Editor Studies the Chinese Apple Industry with
IFTA,” n.d.; Gallardo and Hinman, “2009 Cost Estimates of Establishing and Producing Gala Apples in
Washington,” n.d., 3.

'3 Industry official, interview by Commission staff, Beijing, China, September 6, 2010. In China apple
workers are typically paid by the day, especially for jobs such as applying pesticides or bagging trees, but
some farms may pay workers based on the quantity harvested.

4 USDA, FAS, China: Fresh Deciduous Fruit; Annual, November 17, 2009, 2.

5 USDA, NASS, “Farm Labor,” August 19, 2010, 7.

16 Zeitner, “China’s Apple and Pear Industry: Challenges and Opportunities,” January 2006, 10.
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countries that are able to reap the benefits of economies of scale. This structure weakens
China’s competitiveness in global apple markets.

Because apples are grown on millions of small household farms, getting the product to
the market requires several links in the supply chain that consolidate the product, each
incurring additional cost. Approximately 80 to 90 percent of apples are first sold to small
traders who buy directly from farmers in the field."” Even at the second point of sale, the
product is generally sold to other small traders before being sold to packinghouses,
supermarkets, processors, or specialized supply firms. Despite their increasing prevalence
in urban areas, large supermarkets are still almost completely disconnected from
production and buy the majority of their produce at wholesale markets after the produce
has been compiled by smaller traders.’® The price paid by the average Chinese consumer
is significantly higher than the cost of production because the product changes hands so
many times before getting to the consumer.

While the industry structure results in high transaction costs in the marketing and
distribution system, it also gives producers less reason to invest in improved farm
management techniques and lowers the quality of apples produced. Incentives for farmers
to invest and improve their land’s productivity and quality are limited by the continued
legal uncertainty about their land use rights.'® Further, because there are so many small
producers, the distribution system lacks consistent quality oversight and
standardization.?

Farmers’ cooperatives are being established in the Chinese apple industry to combat the
inefficiencies associated with the current farm structure. With cooperatives, farmers
operate individual plots of land but consolidate the product and centralize administrative
control through a village leader or “dragonhead.” As a result, farmers may be able to
control more of the value chain, standardize farm management practices to improve
quality, centralize resource distribution, finance investments in new machinery, and
reduce transaction costs. However, the effectiveness of cooperatives is currently
restricted by a lack of skilled village managers,?* and while the number of cooperatives is
increasing they still only account for a small share of total Chinese apple production.?

Product Quality

Product quality is a key factor affecting Chinese competitiveness in both the domestic
and overseas apple markets. The flavor, appearance, size, shelf life, and overall condition
of Chinese apples is restricted by traditional methods of irrigation, fertilization, and farm
management.?® For example, in Shandong province production practices include flood
irrigation and the application of manure and top-dressed fertilizer, two production
practices that are considered inefficient. Growers also rarely use improved rootstocks.
Product quality is also affected by the lack of financial resources for small-scale farmers

7 Industry official, interview by Commission staff, Beijing, China, September 6, 2010; Honglin et al.,
“Producing and Procuring Horticultural Crops with Chinese Characteristics,” August 7, 2008, 6-7.

18 Hughes and Ning, “Farmers Slowly Cultivate a New Image,” May 31, 2010.

19 See chapter 5 for more detailed information on land costs. Industry officials, interviews by
Commission staff, Beijing, China, September 6, 2010.

% Gao and Thornsbury, “Increasing Food-Safety Protection: Fresh Apple Markets in China,” March 2008,
3.

2 Industry official, interview by Commission staff, Beijing, China, September 8, 2010.

22 |ndustry officials, interviews by Commission staff, Beijing, China, September 6-10, 2010.

2 peng et al., “Fertigation Management in Young Apple Trees in Shandong, China,” December 18, 2008.
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Pork

to invest in on-farm cold storage. As a result, apples generally do not enter into cold
storage until they reach wholesale markets in larger cities, a delay that lowers product
quality. Reportedly, only 5 percent of total apple production is transported using cold
storage, and most of that is destined for export markets.?* In comparison, imports into
China use a complete cold storage supply chain, which increases costs but maintains the
quality of the product.

Although imports and domestic production typically use different marketing channels,
increased import volumes have forced the Chinese industry to make changes.?® Growers
have begun implementing methods to improve production and quality. For example,
some Shandong apple farmers are applying fertilizers more prudently, and fertilizer
application rates are slowly falling as packinghouses and other traders increase their
oversight.?® In addition, in 2005 the government launched a subsidy program to cover
individual apples with bags; this improves apples’ quality by protecting them from
weather and pests.?” The practice of bagging apples is becoming increasingly common.?®

As producers continue to implement better, but more costly, orchard management
practices, Chinese quality has been improving to the extent that some domestic
production now competes with U.S. imports in terms of color, shape, and general
appearance.”® The prices of the highest-quality Chinese apples have risen to levels that
are almost comparable to imported apple prices.

In the past, Chinese pork products were competitive with imports owing to the low cost
of labor. As China’s pork industry shifts to a production model using more capital
(through mechanization) and fewer laborers, the advantage of low labor costs has
declined. Feed costs now account for a greater share of the delivered cost than labor. As
feed costs rise because of greater demand, Chinese producers become less competitive
relative to other global pork-producing countries because China’s domestic grain prices
are relatively high. Currently, government payments and trade policies—e.g., tariffs, non-
tariff measures (NTMs), and value-added tax (VAT) policies—have kept the delivered
cost of Chinese pork competitive with imports. Without these government measures, the
delivered cost of domestic pork would be far higher, and imports would likely capture a
greater share of China’s market.

2 Industry officials, interviews by Commission staff, Beijing, China, September 10, 2010.

% |bid., September 6, 2010.

% USDA, FAS, China: Fresh Deciduous Fruit; Annual, November 17, 2009, 3; industry officials,
interviews by Commission staff, Beijing, China, September 6, 2010.

2 USDA, FAS, China:Fresh Deciduous Fruit; Annual, 2006, September 22, 2006, 3.

2 The Chinese Ministry of Agriculture provides cash subsides for the purchase of the bags, which are
normally made of paper and cost around $0.01, in export-oriented provinces. Gao, “Regulating Trade with a
Systems Approach,” 2008, 81; USDA, FAS, China: Fresh Deciduous Fruit; Annual, 2006, September 22,
20086, 3.

% Despite the improved appearance of high-quality Chinese apples, most have not developed the
sweetness and flavor needed to fully compete with imports. Industry official, interview by Commission staff,
Beijing, China, September 6, 2010.

% |ndustry officials, interviews by Commission staff, Beijing, China, September 6, 2010.
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Industry Overview
Global Position

China is the world’s largest producer and consumer of pork, accounting for nearly one-
half of global production and consumption in 2009 (table 6.2).>* At the end of 2009, there
were an estimated 469 million swine in China and 49 million productive sows.* China is
the world’s third-largest pork-importing country, with 5 percent of global imports in
2009, and with 4 percent of global exports, it is the fourth-largest pork exporter behind
the United States, > the EU-27, and Brazil.

TABLE 6.2 Pork: Production, consumption, and trade, selected countries, 2009 (1,000 metric tons)

Country Total production Consumption Imports Exports
China 48,905 48,823 4270 232
EU-27 22,159 20,782 38 1,415
United States 10,442 9,013 378 1,857
Brazil 3,130 2,423 0 707
Russia 2,205 3,049 845 1
Rest of World 13,632 16,251 3,980 1,429
Total 100,473 100,341 5,511 5,641

Source: USDA, PSD, accessed November 2, 2010.

®Data is reported in carcass weight equivalent. Chinese pork imports are largely edible offal. Imports on a
product weight basis in 2009 were 579,000 metric tons. GTIS, Global Trade Atlas database.

Industry Structure

In China, production of the primary input into pork production, live swine, is of three
main types: backyard producers, “specialized households” producing from 30 to several
hundred hogs per year, and commercial operations producing 500 or more hogs per year
(figure 6.1). In 2003, it was estimated that backyard producers supplied 80 percent of
Chinese swine production, specialized households 15 percent, and commercial operations
5 percent.** Since then, commercial operations have increased rapidly, while the share of
production accounted for by backyard producers has declined. By 2008, China’s Ministry
of Agriculture estimated that 56 percent of hogs slaughtered in China were produced by
farms with 50 or more hogs.*

3! The United States is the third-largest producer of pork and accounted for approximately 10 percent of
global production in 2009.

32 USDA, FAS, China: Livestock and Products; Semi-Annual, March 2, 2010, 4-5. In comparison, there
were an estimated 64.9 million swine in the United States, with 5.9 million kept for breeding. USDA, NASS,
Quarterly Hogs and Pigs, June 25, 2010, 1.

* The United States is the world’s largest exporter of pork. Most U.S. pork is consumed domestically,
but exports account for a generally increasing share of U.S. pork production—approximately 18 percent in
20009.

34 Somwaru, Xiaohui, and Tuan, China’s Hog Production Structure and Efficiency, 2003, 6.

% USDA, FAS, China: Livestock and Products; Annual, September 14, 2010, 5. However, some industry
sources estimate that the share of China’s pork production from farms with less than 50 hogs was still at least
30 percent in 2009; industry official, interview by Commission staff, May 6, 2010.
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FIGURE 6.1 Swine production at a specialized household in Sichuan province, China

Source: Commission staff.

At this specialized household, swine are housed in barns which are open to the elements. Workers live next to the
barns in close proximity to the pigs. This is distinct from commercial operations, where pigs are isolated from the
elements and are separated from human dwellings.

Domestic Marketing Outlets

In China, the major marketing outlets for pork include wet markets, supermarkets, and
food consumed away from home. A significant share of China’s meat is consumed away
from home; recent estimates vary, but are as high as 50 percent.*® Consumption away
from home includes roadside stands, as well as quick-service and other restaurants. These
outlets may source pork from wet markets, supermarkets, directly from pork processors,
or through imports.

The vast majority of meat consumed in China, including pork, is purchased fresh, rather
than chilled or frozen. Larger cuts and whole carcasses are displayed in the wet market
and may be cut to order. In general, Chinese consumers prefer that food, including meats,
be as fresh as possible. However, purchases of chilled and frozen pork from supermarkets
are increasing with improvements in the cold chain® and are now considered by some

% Gale and Huang, Demand for Food Quantity and Quality in China, 2007, 21-22; Latner, Who is
Feeding China? 2010, 10.
37 The cold chain includes both cold storage and transportation.

6-9



Chinese consumers to be safer than purchases from wet markets.*® Imports, which are all
either chilled or frozen, currently account for a small share of China’s pork consumption.
The majority of imported pork is limited to frozen edible offal (such as organ meat),
further reducing the direct competition between imports and the majority of pork
produced in China.

Factors Affecting Competitiveness

Government Support

Much of China’s recent support for pork production was a response to shortages of pork
in 2007/08 following the widespread outbreak of blue ear disease, later identified as
porcine reproductive and respiratory syndrome (PRRS). In 2007 and 2008, China lost as
many as 10 million swine to PRRS.* In an effort to rebuild the herd, the Chinese
government expanded the level of subsidies available to swine producers, especially
commercial operations. In 2009, government subsidies for infrastructure improvements to
commercial hog farms were estimated at $366 million. Other subsidies available to swine
producers in 2009 included a per-head subsidy for producing sows, insurance, and
subsidies for genetic improvements.*

Additionally, the Chinese government implemented a market intervention program that
purchases pork for its central reserve system whenever the price of pork falls below six
times the price of grain.** In April 2010, the hog-to-grain price ratio fell below that level,
and some provincial governments began purchasing pork for reserves. The price of pork
subsequently rebounded.*?

Labor and Feed

China’s swine producers, particularly its smaller producers, use more labor and less feed
grain than producers in the United States. China’s smaller producers substitute some crop
residues and food scraps for feed grains, essentially substituting labor (used to collect and
haul the residues and waste to the farm) for feed costs. Typically, as the scale of
operation increases, the share of labor in total costs falls, while that of feed rises. In 2007,
it was estimated that feed accounted for 43 percent of the total cost of production for
backyard swine producers in China, while labor accounted for 20 percent. For specialized
households, feed accounted for 55 percent of total swine production costs, while labor
accounted for 7 percent.* By comparison, feed costs accounted for 41 percent of total
costs for U.S. “feeder-to-finish”** swine producers in 2007, and labor accounted for
5 percent.*®

Two trends have eroded the production cost advantage formerly enjoyed by China’s
domestic swine industry. First, labor has grown more expensive, as more off-farm
employment opportunities have become available. As the opportunity cost of labor has

% USDA, FAS, China: Livestock and Products; Annual, September 14, 2009, 6.

% |bid., September 25, 2007, 1.

j‘l) USDA, FAS, China: Livestock and Products; Semi-Annual, March 2, 2010, 4-5.

Ibid., 5.

42 USDA, FAS, China: Chinese Government Purchases Pork to Support Local Prices, April 12, 2010.

43 Wang and Xiao, “Development of the Hog Industry and Its Integration in China,” 2007, 14.

44 A feeder pig is a young hog, typically 40-50 pounds in weight. Feeder-to-finish production includes
raising swine from the feeder stage through finishing for slaughter.

45 USDA, ERS, U.S. hog production costs and returns per hundredweight gain, 2009.
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increased, China has moved towards larger, more modern swine production facilities. The
second factor eroding China’s cost advantage is that feed accounts for a larger share of
total cost in modern swine production facilities, and the price of feed has increased
substantially in recent years, both globally and in China.

Feed has the largest effect on delivered cost because it accounts for the majority of
“farrow-to-finish™* production costs in both China and the United States.*” Swine feed is
often formulated from corn and soybean meal. China’s feed costs are thus heavily
influenced by corn and soybean meal prices, which in turn are affected by a variety of
factors including weather, demand levels, and government policies in China, as well as
international prices. Feed costs fluctuate throughout the year, but are reportedly higher in
China than in the United States because corn and soybean meal are costlier in China
(table 6.3).%®

TABLE 6.3 Comparison of corn and soybean meal prices in China and the United States (dollars per metric ton)

Items 2007 2008
Corn
China® 231 242
United States” 147 201
Soybean meal
China® 408 555
United States® 226 370

Sources: USDA, FAS, China: Grain and Feed; Annual, 2009, March 3, 2009, 22; USDA, ERS, Feed Yearbook, Table
12; USDA, FAS, China: Oilseeds and Products; Annual, 2008, March 1, 2008, 39; USDA, FAS, China Oilseeds and

Products; Annual,

2009, April 15, 2009, 38; USDA, ERS, Oil Crops Yearbook, Table 4.

#Average wholesale prices in both a producing region and a consuming region for the calendar year.
®Central lllinois cash price for no. 2 yellow corn for marketing year beginning the previous September 1.
“Decatur, lllinois, price for 48% protein soybean meal for marketing year beginning the previous October 1.

Feed costs are also affected by feed conversion ratios (FCR), or the amount of feed
needed to generate a unit increase in animal weight. The lower the FCR, the lower the
cost of swine delivered to market. China’s backyard swine producers have traditionally
used breeds of swine that are less efficient at converting feed into weight gain, thus
requiring more feed per pound of weight gain.

As the price of China’s feed grains has increased, the production cost advantage of
Chinese swine producers has declined. Before 2003, comparisons of the delivered cost of
swine in China and the United States found that this cost was lower in China. More
recent estimates have increasingly found that swine production costs in China now
generally exceed those in the United States (table 6.4).

As shown in table 6.2, China is largely self-sufficient in pork production. However,
China increasingly imports inputs for swine feed in the form of soybeans,* imports of
which have more than doubled in volume over the past 5 years.® Chinese government
import policies encourage the import of this primary input into pork production, while

46 Farrow-to-finish swine production encompasses the entire life cycle of swine raised for slaughter, from
birth (farrowing) through finishing for slaughter.

" For producers that purchase feeder pigs, the cost of feeder pigs is also a major component of cost.

48 Industry official, interview by Commission staff, Shandong province, China, September 13, 2010.

9 Imported soybeans are crushed to produce soybean oil for human consumption and soybean meal for
animal feed. Soybeans yield approximately 20 percent oil and 80 percent meal.

%% China’s imports of corn have also increased. China imported over 1.5 million mt of corn in 2010
compared to 65,000 mt in 2006. GTIS, Global Trade Atlas database (February 14, 2011).
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TABLE 6.4 Swine production: Comparison of delivered cost between China and the United States

China United States Data date  Source

$0.852/kg (average) $0.866/kg 1998 Wang, “China: Pork Powerhouse of the
World,” 2006.

$0.845/kg (commercial) $0.902/kg 2002 Fabiosa, Hu, and Fang, “A Case Study,”
2005.

$1.270/kg 1.082/kg 2003 Hartog, “Global Perspective on Integrated
Pork Production,” 2005.

$1.654-$1.764/kg $1.058/kg 2010 Industry representative, interview by

Commission staff, 2010.
Source: Calculations by Commission staff, based on referenced publications.

Note: Average annual exchange rate data are from International Monetary Fund (IMF) database (accessed
December 8, 2010).

discouraging the import of pork; China’s tariffs on soybeans are low, at less than
3 percent, compared to China’s 12 percent tariffs on most pork imports. In addition, a
VAT is not assessed on soybeans or corn imported by state trading enterprises in China,
further lowering the cost of soybeans relative to imported pork. Other NTMs discussed in
greater detail in chapter 9 further limit China’s pork imports. A reduction in government
support for swine producers, a reduction in pork tariffs, or elimination of NTMs affecting
pork would make Chinese pork less competitive compared to imports.

Quality of Supply

Backyard swine farmers labor under several disadvantages compared to large commercial
Chinese pork producers. Hogs from traditional backyard producers vary widely in
composition and overall size, hampering mechanized processing. Backyard producers are
less able to control disease. They are also less likely to contract with slaughterhouses to
ensure a consistent supply.>* As each backyard producer produces only a few head per
year, processors that depend on consistent deliveries in order to maximize their capacity
utilization must either contract for delivery from many small producers or add an
additional link (and cost) into the procurement chain in the form of a consolidator.
Further, traditional backyard producers do not have large capital investments in
production facilities. This makes it easier for them to exit the industry when returns are
low, contributing to the volatility of swine supplies in China.*

Consumer Preferences

Many consumers in China display a relatively greater preference for cuts considered less
desirable in the West, such as offal and cuts from the shoulder as compared to loin cuts,
which are typically preferred in the United States and Europe. Many Chinese consumers
also prefer cuts with a higher fat content.>® This may confer some advantage on Chinese
producers raising traditional breeds of swine that have a higher ratio of fat to lean, and
may offset some of the disadvantage of lower feed efficiency.

51 USDA, FAS, China: Livestock and Products; Semi-Annual, March 2, 2010, 4.

52 Industry officials, interviewed by Commission staff, Shandong province, China, September 16 and 18,
2010.

% Ortega, Wang, and Wu, “Food Safety and Demand,” 2009, 53.
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Processed Foods

For the Chinese food processing sector to meet the growing demand—both domestically
and in export markets—for high-quality, low-cost processed foods, it will have to do two
things: improve the quality of its raw materials through better farm management
practices, and find cost-effective ways to invest in capital-intensive production lines to
tamp down rising labor costs. Foreign direct investment (FDI) and government assistance
have provided the technology and capital needed for many food processing industries in
China to mechanize. However, the small scale of Chinese farming, rising farm labor
costs, the lack of advanced farm management practices, and poor transportation
infrastructure reduce the quality of raw materials and increase transaction costs. In
addition, while food safety regulations and regulatory compliance have generally
improved, a widespread consumer perception still persists that Chinese processed foods
lack food safety controls. This perception may restrict global demand for Chinese
products in the future.

Industry Overview
Global Position

China is among the world’s largest producers and exporters of processed foods™ and is
the leading exporter of several products, including apple juice, canned peaches and pears,
instant noodles, and dehydrated garlic. Chinese processed food production has been
growing at about 20 percent annually in recent years, largely in response to rising
domestic disposable income, urbanization, and the trend toward higher quality and more
convenience in food purchases.® Throughout the world, processed food production is
mostly a capital-intensive, highly mechanized activity. But in China food processors
typically employ relatively more labor and less mechanization. Despite the greater use of
labor, China is able to compete in global processed foods markets because of labor’s
availability at a low cost.

Industry Structure

The Chinese processed food sector consists of about 40,000 firms.*® Operations vary
dramatically in their use of labor and capital in production, depending on the nature of the
end product. Manufacturers source raw agricultural products from the farming sector as
inputs into processed food production. As discussed in chapter 5, the small size of the
average farm and the fragmented geographic location of the farm sector in China results
in a variety of models for sourcing raw materials. Small farm sizes typically mean that
processors are required to source their materials from a large number of farmers, each
supplying a small volume of their input needs. Food processors typically source from a

% Processed foods can be defined as agricultural products that undergo some form of further
manufacturing that alters their original state. Processed products are typically found in chapters 6, 7, and 17—
22 of the Harmonized Tariff Schedule of the United States.

*® New Zealand-China Trade Association, “Processed Food for Thought: China’s Food Processing
Market,” n.d.

% Data are from China’s National Bureau of Statistics reported by CEIC Database. Estimates vary
significantly, depending on the source and what type of food processors are included. Some reports show that
if all facilities are counted individually, including those with 10 or less employees, there may be as many as
400,000. Baker, “Food and Agricultural Imports from China,” September 26, 2008, 14.
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variety of traders or village leaders who procure and consolidate the product for them.>’
Some processors have also begun using a farmer cooperative structure in order to
streamline procurement, limit transaction costs, and improve quality.”® Other processors
contract directly with growers, while still others operate farms that supply some of the
raw material in-house.

Domestic Marketing Outlets

Chinese food processors market their product through a number of different channels,
primarily through supermarkets, restaurants, and smaller stand-alone retail outlets
(mostly in urban areas) as well as further processors. A much lower share of total food
consumption is processed in China than in Western countries, but urban Chinese
consumers are increasingly looking for the convenience offered by processed foods,
which has driven domestic sales growth.”® The importance of fast food restaurants as an
outlet for certain processed foods, such as frozen french fries (FFF) and processed
poultry, is growing. For example, KFC is opening almost one new outlet per day in
China, while McDonald’s is opening 150-175 new outlets each year.”

Many food processors in China are primarily export-oriented and have not developed
marketing channels within China. For processors that also serve consumers in China, the
marketing channels they serve—hotels, restaurants, and high-end grocery chains, to name
a few—can affect how they organize procurement, how far they mechanize production,
and how well they implement food safety precautions. Less price-sensitive channels that
focus on quality and food safety may force processors to use a different mix of capital
and labor to meet those standards. Higher quality and food safety precautions often
require more mechanization and less labor to consistently meet stringent specifications.

Factors Affecting Competitiveness

Procurement of Quality Raw Materials

The quality and cost of raw agricultural products used as inputs in food processing are
crucial to manufacturers. There are two aspects of quality that are important to them. The
first is the quality of the raw product itself—for example, whether it has the required taste
and freshness. The second is the product’s suitability for processing, particularly when
processing involves mechanization. Processors typically need products that are of
consistent quality and that meet the specifications needed to process the product
efficiently. For example, the FFF processing industry requires a long potato that has the
appropriate moisture and sugar levels and will show minimal browning, to ensure high
slicing yields and a high-quality final product.®* Mechanized poultry processing facilities
require birds of a consistent size for the production line to operate efficiently.

5 Industry officials, interviews by Commission staff, Shandong province, China, September 1315, 2010;
industry officials, interviews by Commission staff, Chengdu, China, September 17, 2010.

%8 See chapter 4 for more detailed information on Chinese farmer cooperatives.

% Just 30 percent of food in China is processed, compared to approximately 80 percent in Western
countries. USDOC, U.S. Commercial Service, “China’s Emerging Markets: Opportunities in the Food
Processing Industry,” n.d., 1.

8 USDA, FAS, China: Potato and Potato Products; Annual, 2010, August 16, 2010, 9; Meat Trade
News Daily, “China: McDonald’s Leading the Way,” August 10, 2010.

81 promar International, “The Chinese Potato Industry in Transition,” July 2007, 112.
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Chinese food processors encounter problems in procuring quality raw materials. Because
processors often have to source product from many small traders, they find it difficult to
oversee quality and control product consistency on the farm. It is also difficult to move
farmers away from traditional farming methods to more modern approaches that allow
better control of production. For poultry, the lack of advanced growing operations in
China means that birds are not of uniform size, which makes mechanical cutting
inefficient and results in Chinese poultry slaughtering and processing facilities that rely
much more heavily on manual labor.?? In crop farming, many Chinese farmers are not
aware of the varieties they are planting, do not use advanced or appropriate fertilizers,
lack disease prevention practices, and often use older seeds saved from previous
plantings that lower yields.®® These problems are compounded by the long distances
between the processors and the farm, coupled with poor transportation infrastructure in
some parts of the country.® The longer products are kept in storage before processing,
the more the quality is reduced. In addition, limited cold storage capacity during transport
and at the plants reduces the volume of the raw materials that can be processed at a later
time.

Faced with all of these constraints, food processors in China use various approaches to
improve the quality of the raw materials. Increasingly, processors are trying to
consolidate production by reducing the number of growers or livestock producers that
they must deal with. They are also implementing a number of methods that make
oversight manageable, as well as providing financing options to improve quality.
Processors have also invested in educating farmers to implement practices that, while
higher-cost, will also produce higher-quality inputs that are fit for processing.®®

Some of the methods food processors are using in China to improve quality are illustrated
in the FFF and poultry industries. As mentioned, fresh potatoes for FFF production must
be the right shape and contain the right amount of moisture and sugar to ensure high
slicing yields and a superior final product.®® To achieve this level of quality, individual
FFF processors have reduced the number of Chinese farmers from whom they source
from thousands to a few dozen or less, by shifting production to more remote areas where
large-scale leases are possible and by sourcing on a contract basis once growers adopt
more efficient production methods.®” While some growers in the sector still farm small
plots of land, this strategy has resulted in some potato farms that are 121 hectares or more
in size.?® Once the number of source farms has been reduced, processors typically employ
field managers that oversee the production work of a few growers each.®® FFF processors
that source product on a contract basis also provide financing to improve access to
technology. For example, one FFF processor supplied farmers with irrigation systems,
sprayers, and tractors while requiring only a modest down payment before taking annual
payments over a certain repayment period.”® Despite these efforts, potato quality still

82 The United States uses a much higher level of mechanization in its processing plants. Industry official,
interview by Commission staff, Shandong province, China, September 13, 2010.

8 promar International, “The Chinese Potato Industry in Transition,” July 2007, 122; industry officials,
interviews by Commission staff, Beijing, China, September 6, 2010.

64 Industry officials, interview by Commission staff, Shanghai, China, September 13, 2010.

65 Industry officials, interview by Commission staff, Beijing, China, September 7, 2010.

% promar International, “The Chinese Potato Industry in Transition,” July 2007, 112.

z; Industry officials, interview by Commission staff, Beijing, China, September 7, 2010.

Ibid.
& Ihid.
 bid.
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keeps processing yields for Chinese FFF processors lower than in other major producing
countries.”

In the Chinese poultry industry, the use of advanced technology in grow-out houses, such
as automated feeders and water systems, good ventilation, and climate control, is limited
by a lack of access to credit and results in inconsistent bird sizes.” To counter this, larger
poultry firms give farmers loans to build modern houses and to buy advanced equipment.
Other processors would like to increase the percentage of broilers raised in-house to
ensure a reliable supply of high-quality birds. Expanding grow-out operations is
problematic, however, because of difficulties in leasing land created by the land tenure
system, the length of negotiations (often up to six months), and the cost of land rents in
some provinces.”

Cost of Procurement of Raw Materials

In addition to quality, another major concern for processors is the cost of raw inputs
delivered to the plant. The cost of the raw input to the processor consists of the cost of the
input itself plus the cost of procurement and transportation to the processing facility.
While the small scale of farming in China restricts quality improvements, it also increases
the cost of procuring the product.

Because of the small size of farms, processors typically are forced to source the product
from traders or village leaders who consolidate the product. For example, one grain
processor in Shandong province reportedly obtains its raw inputs from between several
dozen and a few hundred traders in order to avoid sourcing from several thousand small
household farmers.” In the dehydrated garlic industry, where a typical grower’s farm is
between 2 and 3 mu, larger processors source from as many as 300 village leaders who
represent about 100,000 farmers.” This additional consolidation increases transaction
costs because prices increase each time the product is resold.” Small and fragmented
farms in China also increase transportation costs, because processors have to source
product from a wider geographical area.

In addition to raising the cost of procurement, the fragmented farm structure also affects
the reliability of input supply for processors in China. This is because, unlike in other
countries, farmers typically do not grow their product exclusively for processing.”” For
example, in China’s dehydrated garlic industry, processors generally contract with
growers. However, because the contracts provide the farmer with the right of refusal if

™ In China, the most efficient FFF processors use just under 2 pounds of fresh potatoes to produce
1 pound of FFF, but this ratio varies widely in Chinese processing facilities, depending on quality of the raw
inputs, and can occasionally reach 2.5 pounds of fresh potatoes. In comparison, the average in the United
States is 1.7 pounds of fresh per pound of FFF output. This disparity makes processing costlier in China than
in the United States. Industry officials, interview by Commission staff, Beijing, China, September 7, 2010;
industry officials, telephone interview by Commission staff, November 10, 2010.

"2 Industry official, interview by Commission staff, Shanghai, China, September 13, 2010; industry
official, interview by Commission staff, Shandong province, China, September 13, 2010.

8 Industry official, interview by Commission staff, Shandong province, China, September 13, 2010;
USDA, FAS, China: Poultry and Products; Annual, 2010, September 30, 2010, 2.

" Industry officials, interview by Commission staff, Shandong province, China, September 14, 2010.

7 |bid., September 15, 2010.

™ Industry officials, interviews by Commission staff, Beijing and Shandong province, China,
September 6-16, 2010.

™ In comparison, in the United States certain varieties of horticultural products, such as cling peaches and
garlic, are grown specifically for processing and are therefore not suitable for the fresh market.
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the fresh market is offering a higher price, processors may need to offer additional
services in order to entice farmers to sell to them.”

Firms in certain sectors have begun to develop models to overcome the limitations of the
current land tenure system and to lower procurement costs. Some processors, primarily in
the canned mandarin, peach, and pear sectors, have begun using farmer cooperatives in
order to streamline procurement, to avoid traders, and to limit transaction costs, while
also improving quality. Large-scale leasing of land, as in the FFF industry, is also
becoming more common as companies look to consolidate the number of farmers and
reduce transaction costs. Although growing, the use of cooperatives and large-scale
leasing of land are still not widespread among food processors in China.”

Mechanization

Chinese food processors vary widely in the level of mechanization and technology they
use in the production process. Processing facilities range from labor-intensive production
lines where employees cut and sort by hand to modern, capital-intensive, mechanized
production lines that use minimal labor. Variation exists not only between industries, but
also within specific industries themselves. For example, in the processed fruit sector,
some canned fruit manufacturers employ a cutting process that is fully mechanized,
similar to processing lines in the United States, while others still cut the fruit by hand.
Also, fruit canning operations are generally more labor-intensive than other types of fruit
processors, such as apple juicers.

As a whole, the Chinese food processing sector is slowly moving toward becoming more
capital-intensive, as labor costs rise and mechanization improves.* For example, Chinese
poultry-slaughtering and processing facilities rely heavily on manual labor.®* Historically,
processing facilities have not mechanized because of low labor costs, inconsistent bird
sizes, and difficulties in obtaining equipment. As labor costs continue to rise,
mechanization is becoming more attractive, and processors are beginning to invest in
processing technology. It is true that acquiring modern processing technology requires
significant capital and access to credit, which present barriers to many small and
medium-sized food manufacturing firms. However, capital for improved mechanization
is available from a number of sources, most notably from FDI and government
assistance. As a result, Chinese food processing is becoming less reliant on labor and
more capital intensive.

FDI in food processing has enabled greater access to technology and accelerated the
mechanization of the Chinese sector. Because the machinery needed for efficient food
processing is costly, capital from foreign firms has allowed certain sectors to expand
quickly and supply larger volumes of product both domestically and in export markets.
Both the FFF and the poultry industries offer examples of FDI’s impact in the food
processing sector. The FFF industry has developed and mechanized as a result of FDI
from three firms that responded to expansion by Western fast food restaurants into the
Chinese market. As a result of the investments, domestic FFF production now supplies a

"8 For example, processors may test soil, give financial support, identify suitable land, and advise on good
agricultural practices. Industry officials, interview by Commission staff, Shandong province, China,
September 15, 2010.

™ Industry officials, interview by Commission staff, Beijing and Shandong province, China,

September 6-16, 2010.
8 | ju, “Researches on the Effect of Foreign Direct Investment,” n.d., 3.
8 The United States uses far more mechanization in its processing plants.
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large percentage of the market, originally supplied only by imports, primarily from the
United States. In addition, as FFF consumption continues to grow and these food outlets
become more accepted in second-tier urban markets, domestic production is expected to
supply most of that growth.®? In the poultry sector, investment from international players,
such as Tyson, Keystone Foods, OSI, and Cargill, has been driving the industry’s
increasing use of modern processing lines and grow-out barns as well as the adoption of
stronger food safety precautions.

Chinese government policies can also influence the level of mechanization in the food
processing sector. The government provides assistance through cash investments for
holdings in food processing firms, viewed as important in providing jobs and
development in certain regions.® For example, the government has invested in the
canned peach industry to boost various firms’ cash flow and allow investments in
machinery.® The government typically refrains from receiving dividends or other returns
on its investment. Reportedly, government investments are made with the expectation of
repayment, but the payback terms are often uncertain and not clearly defined.® In
addition, local governments provide tax incentives for companies to invest in advanced
production methods and machinery.®

However, other government policies hinder mechanization. For example, foreign-owned
firms with Chinese operations often have access to used equipment from abroad, but the
large number of certifications and inspections, fees, taxes, and tariffs required can make
importing such equipment uneconomical. Reportedly, in the poultry industry companies
are also required to use the imported equipment in a specific plant for a certain, often
extended, length of time.¥” This effectively eliminates a resale market and hinders firms’
ability to increase their level of mechanization.

Food Safety

In recent years, consumer concerns about the safety of Chinese processed foods has
reduced the competitiveness of Chinese products in both domestic and export markets.®®
Stronger government oversight since the introduction of a new food safety law in 2009,
increasing consumer awareness of food safety issues, and the greater involvement of
internationally branded companies are all encouraging Chinese food processors to
improve their product safety. Despite improvements, a general lack of confidence in the
safety of Chinese processed goods could continue to depress global demand for Chinese
products in the future.®

Safety inspections of Chinese food processors have increased in recent years, and while
Chinese processors spend significantly less capital installing production facilities that

82 Industry officials, interview by Commission staff, Beijing, China, September 7, 2010.

8 Industry official, telephone interview by Commission staff, September 1, 2010; industry official,
interview by Commission staff, Beijing, China, September 6, 2010.

8 Industry official, telephone interview by Commission staff, September 1, 2010.

% Industry official, telephone interview by Commission staff, September 1, 2010; industry official,
interview by Commission staff, Beijing, China, September 6, 2010.

® Industry officials, interviews by Commission staff, Beijing and Shandong province, China,
September 6-16, 2010.

87 Industry official, interview by Commission staff, Shandong province, China, September 13, 2010.

8 Domestic consumers are still wary of China’s food supply. Gifford, “Food Fears Persist in China 2
Years after Milk Scare,” October 26, 2010; BBC, “Timeline: China Milk Scandal,” January 25, 2010.

® Industry official, telephone interview by Commission staff, November 15, 2010; Baker, “Food and
Agricultural Imports from China,” September 26, 2008, 14.
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Wheat

ensure food safety than producers in the United States, compliance costs are rising.® The
enforcement of Chinese food safety laws differs depending on the final destination of the
product. Products destined for export markets typically undergo more thorough and
stringent inspections to prevent market closures abroad. For example, local Chinese
Inspection and Quarantine agents sample, inspect, and certify 15 percent of every export
shipment of a certain garlic processor in Shandong, while processors in other provinces
are rarely tested if they do not export.**

FDI in the Chinese food processing sector has also improved Chinese food safety
standards® because investors typically install stringent screening and testing methods that
often exceed Chinese standards. For example, international dehydrated garlic producers
have increased levels of product sorting, high-tech screening, metallic testing, and
employee sanitation in their Chinese plants. They have also compartmentalized plants so
that an individual employee does not have contact with multiple points on the production
line, which decreases the chances of introducing foreign materials. * International
companies that source inputs for their products also require their suppliers to comply with
strict food safety precautions. For example, FFF producers that supply McDonald’s must
implement McDonald’s food safety measures.

In the Chinese meat sectors, residues from veterinary medicines given to animals are
found in meat at levels that harm product quality and threaten consumer health in varying
ways.* Largely because of overmedication, certain diseases have become resistant to
drugs, which causes growers to medicate the animals even more. As a result, there have
been periods when both Japan and the EU-27 have banned imports of Chinese poultry
because of excessive antibiotic residue.* Foreign firms operating in China, however,
have implemented precautions and stricter oversight to prevent overmedication of
animals by growers.

China is not naturally competitive in domestic and global wheat markets, compared with
major global wheat-producing and -exporting countries. Although China has an
advantage with respect to labor costs, it is at a disadvantage regarding land. Wheat is a
land-intensive agricultural product, and foreign competitors such as Australia, the United
States, and Russia hold a substantial competitive advantage in that production factor vis-
a-vis China. China’s limited and unbalanced water resources also weaken China’s
relative competitiveness. Furthermore, the small scale and diffuse structure of China’s
wheat sector limits efficiencies, raises delivered costs, and compromises the reliability of
supplies.

% |ndustry officials, interviews by Commission staff, Beijing and Shandong province, China,
September 6-16, 2010.

° Industry official, interview by Commission staff, Shandong province, China, September 15, 2010.

%2 Industry official, interview by Commission staff, Shandong province, China, September 15, 2010;
industry official, interview by Commission staff, Beijing, China, September 7, 2010.

% Industry official, interview by Commission staff, Shandong province, China, September 15, 2010.

% Industry official, interview by Commission staff, Shandong province, China, September 13, 2010;
Lohmar and Gale, “Who Will Feed China?” June 2008, 15; Poutlex News, “Half of China’s Antibiotics Are
Fed to Animals,” December 1, 2010.

% Industry official, interview by Commission staff, Shanghai, China, September 13, 2010; industry
official, interview by Commission staff, Shandong province, China, September 13, 2010; Calvin et al., “Food
Safety Improvements Underway in China,” November 2006. Medical costs are approximately RMB 2 per
bird in China, compared with only about RMB 0.5 in the United States
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China has taken measures to address its competitive disadvantages in the wheat sector
and to implement a transition to a large-scale, efficient industry structure. Recent
government emphasis on rural development and concerns about food security have
precipitated initiatives such as the National Plan for Expansion of Grain Production
Capacity (National Grain Plan) and recent No. 1 Documents.” These initiatives, coupled
with a trade policy that maintains limited market access for wheat imports, will benefit
China’s wheat producers and enhance and maintain their competitiveness in the domestic
market. Other developments, such as changes in domestic market preferences for wheat
which could result in pressure from internal actors, such as private millers and traders, as
well as from trading partners, could lead to increased market access for high-gluten wheat
imports in the future. The impact of such developments on the competitiveness of
China’s wheat is less clear, as rural income and self-sufficiency in grains likely will
remain long-term government concerns.

Industry Overview

Global Position

China is the leading global consumer of wheat, accounting for approximately 21 percent
of the total quantity in 2009/10 (table 6.5). It is also the second leading global wheat
producer, trailing only the EU-27,%" and is a minor wheat trader. Imports account for a
small share of consumption and exports for a small share of production (each less than
1 percent). These levels reflect China’s policy of self-sufficiency in wheat.

TABLE 6.5 Wheat: Production, consumption, and trade, selected countries, marketing year 2009/10 (1,000 metric

tons)
Country Production Consumption® Imports Exports
1,000 metric tons

EU-27 138,051 124,500 5,480 22,117

China 115,120 107,000 1,394 892

India 80,680 78,201 ® ®

Russia 61,700 42,000 ® 18,556

United States 60,366 30,932 3,228 23,977

Rest of World 226,685 267,066 123,127 70,104
Total 682,602 649,699 133,684 135,746

Source: USDA, PSD Online (accessed January 14, 2011).

®Wheat held in stocks is not accounted for in consumption.
’Less than 500 metric tons.

Industry Structure

Wheat is produced in every Chinese province except Hainan, but production is
concentrated in the northeastern provinces.” Winter wheat accounts for the bulk of
Chinese wheat acreage—93 percent in marketing year 2009/10.% Wheat milling is less

% The National Grain Plan issued in November 2009 includes plans to improve yields measures and
mechanized technology for farm use. The focus of the No. 1 Documents is increasing farmers’ incomes. For
further description of such polices see chapter 4.

%7 China is the world’s leading single-country producer of wheat.

% USDA, ERS, China Provincial Data, July 1, 2009.

% USDA, FAS, China: Grain and Feed; Annual, March 1, 2010, 3.
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concentrated, with the leading provinces accounting for about 60 percent of total mill use
of wheat compared with three-quarters of wheat production.'®

Wheat production in China has risen in recent years, from about 99.6 million mt in
2000/01 to 115.0 million mt in 2009/10."" The increase resulted from rising yields, as
the amount of land used to grow wheat has been relatively stable. Data are not available
on the number of wheat farms or farmers in China. However, the number likely is
substantial, as individual farms are small compared with those of competing wheat
producers. The average per capita area of cultivated land in the major wheat-producing
provinces ranged between 1.14 and 1.94 mu in 2009.2%* Assuming an average household
size of 4 people, the average farm size is about 7 mu, or one-half hectare.

The Chinese wheat processing (milling) sector comprises a large number of firms, most
of which are relatively small in scale. In the mid-2000s, there were approximately 9,800
wheat millers with a capacity of over 50 mt per day, of which 500 had a capacity of 200—
400 mt per day and 80 had a capacity of at least 400 mt per day.'® The Chinese wheat
milling sector has been undergoing major restructuring in recent years. After a long-term
market liberalization in the grain sector, the number of mills has declined while their
average size has increased. The largest miller now accounts for approximately 3 percent
of the wheat used for processing; the top three millers account for about 6 percent.***
Concentration among the three leading millers is expected to reach 25 percent within 5-
10 years. The leading miller, the Wudeli Group, is a privately held Chinese firm; the
second is the state trading enterprise (STE) COFCO; and the third is a major foreign
agribusiness group, Wilmar Industries. Competition is expected to intensify among the
leading millers in the future.

Domestic Marketing Outlets

There are two domestic marketing outlets for Chinese wheat farmers—the milling sector,
as described above, and the government. The milling sector comprises private companies
as well as STEs. The government procures and stores a share of wheat output under a
program that guarantees a minimum price to farmers, then auctions the stocks to millers.
Its role is to manage supplies, prices, and strategic reserves. The State Administrator of
Grain of the National Resources Development and Reform Commission is responsible for
overall grain management, including storage and distribution.’®® China Grain Reserves
Corporation (Sinograin) is an STE that has primary responsibility for grain storage and
transportation.’® COFCO, China’s largest food products STE, is the second-largest wheat
processor and holds 90 percent of China’s wheat import tariff-rate quota (TRQ).’
COFCO has grain storage capacity of 3 million metric tons.'® Imports are marketed to
the private milling sector or are used by COFCO.

100 \world Grain, “Changes in Chinese Flour Milling,” September 1, 2010.

101 YSDA, PSD Online (accessed January 14, 2011).

102 NBSC, China Statistical Yearbook 2009, September 2009, table 12-12.

103 7hang, “Chinese Wheat: Current Situation and Prospects,” 2007, 7.

104 \World Grain, “Changes in Chinese Flour Milling,” September 1, 2010.

105 pRC, NDRC, SAG, “Message from the Administrator of SAG,” 2002.

108 Sinograin, “Company Overview,” accessed July 28, 2010.

07 COFCO, “Wheat Division,” accessed November 10, 2010.

108 COFCO, “Agricultural Primary Products Storage and Logistics,” accessed November 10, 2010.
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Factors Affecting Competitiveness
Land

Land issues in China define the competitiveness of the wheat sector. Wheat is a land-
intensive crop and requires relatively little labor. China’s land resources suitable for
wheat production have been fully utilized and are under increasing pressure from other
agricultural commodities that are higher in value and profitability for farmers, as well as
from increasing industrialization and urbanization.'® Rising land rental rates, which for
wheat production increased by two-thirds during 2003-08, ° have contributed to
increased delivered costs for wheat farmers and diminished their competitiveness vis-a-
vis major foreign producers such as the United States and Australia. *** Another land
issue affecting the competitiveness of China’s wheat sector is the land tenure system,
which results in small individual household plots. This system undermines China’s
competitiveness, as it limits economies of scale and increases production, quality control,
and marketing costs. The Chinese government recognizes these issues and has recently
proposed measures in the National Grain Plan to improve the sector’s competitiveness to
maintain food security. Measures in the plan affecting land issues include establishing
core production zones, shifting a larger share of production to the northeastern provinces,
and reclaiming and consolidating land to expand farmland area (figure 6.2).'*

Water and Other Inputs

Water is another issue threatening the competitiveness of the Chinese wheat sector.
Increasing competition and pressure on water resources from agricultural, industrial, and
urban activities; declining water quality, owing mainly to heavy use of fertilizers and
pesticides as well as to industrial pollution; supply volatility caused by weather, mainly
droughts and flooding; and uneven water distribution, as the bulk of suitable land for
wheat production is located away from water surplus areas, all have increased water
scarcity and costs for wheat farmers. Irrigation fees rose by 25 percent during 2003-08,
while a water fee was established in 2004." The Chinese government has identified
water as a priority issue in the National Grain Plan and plans to construct and upgrade
irrigation and drainage infrastructure.™™* Thus, increases in water costs on input prices
could decrease the competitiveness of the Chinese wheat industry regarding delivered
cost.

Costs have risen substantially for other wheat farm inputs as well. Labor costs rose by
one-third during 2003-08, while fertilizer costs rose by 103 percent and seed costs by
53 percent.**® However, wheat is not a labor-intensive crop, and the response to rising

109 YSDA, FAS, China: National Plan for Expansion of Grain Production Capacity, February 18, 2010,
7.

110 pRC, NDRC, National Agricultural Product Cost and Profit Materials Compilation, 2003-08. Costs
are on a per mu basis.

111 and costs in some parts of China are similar to those in parts of the United States. See the discussion
on land costs in chapter 5.

12 ySDA, FAS, China: National Plan for Expansion of Grain Production Capacity, February 18, 2010,
17, 22, 33.

13 pRC, NDRC, National Agricultural Product Cost and Profit Materials Compilation, 2003-08.

14 YSDA, FAS, China: National Plan for Expansion of Grain Production Capacity, February 18, 2010,
13.

15 pRC, NDRC, National Agricultural Product Cost and Profit Materials Compilation, 2003-08. Data
represent national averages.
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FIGURE 6.2 Farm plots consolidated to grow one crop, Shandong province, China

Source: Commission staff.

Unlike the structure of traditional farms (figure 5.2), these plots have been consolidated to grow one crop.
The plots likely belong to multiple farmers but, under the direction of village leaders, were consolidated to
improve efficiency and likely increase the mechanization of planting and harvesting.

labor costs appears to have been a reduction in the utilization of this production factor, as
labor use declined by one-third during 2003-08; ™ thus, the impact of rising farm labor
costs on the competitiveness of the Chinese wheat sector has been minimal. Farmers also
reduced their use of seed, which declined by 10 percent during the period, but they
compensated for this reduction by a 21 percent rise in fertilizer use."*’

Technology

The use of biological and production technology in the Chinese wheat sector is relatively
high compared with the country’s other agricultural sectors and has enhanced
competitiveness by lowering delivered costs. A relatively high level of mechanization,*®
extensive use of irrigation, and the use of higher-yielding, disease-resistant strains have
helped to increased wheat yields in recent years. However, China’s wheat yields are
inconsistent and lag those of major competitors. The Chinese government has indicated

16 prRC, NDRC, National Agricultural Product Cost and Profit Materials Compilation, 2003-08.
Measured in terms of days per mu.

7 bid.

118 1 2007, nearly 80 percent of the total wheat area was sown and harvested by machine. PRC, MOA,
“General Surveys: Agricultural Mechanization,” June 25, 2009. A greater proportion of wheat is
mechanically harvest compared to other crops because of the nature of the plant and the large contiguous
planted areas (figure 6.2).
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it will increase support to improve technology in the sector.™™® Any increase in the
application and quality of technology will improve China’s competitive stature in the
domestic and global wheat markets by lowering delivered costs and reinforcing the
reliability of supply.

Market Preference

The Chinese wheat market has been changing in recent years. Declining per-capita
consumption, owing to a shift from carbohydrates to animal protein, and changing
consumer preferences for convenience foods, which use higher-gluten wheat, have
limited the competitiveness of Chinese wheat producers.’”® The Chinese wheat sector
focuses on the lower-gluten wheat used in traditional products, such as steamed and
boiled flour products.*** Chinese wheat processors import high-gluten wheat to produce
convenience foods, such as instant noodles and baked goods.**” The Chinese government
has recognized this shift and has introduced measures to develop new uses for wheat,
improve wheat quality, and increase the share of high-gluten wheat in total production.’?®
These measures likely will enhance Chinese wheat producers’ future competitiveness in
the domestic market by improving their product differentiation and ability to supply high-
gluten wheat. In addition, export competitiveness likely will be enhanced, as there is a
substantial regional market for high-gluten wheat.***

Government Policy

Government policy has had a substantial positive effect on the competitiveness of the
Chinese wheat sector. Recent domestic policy has focused resources on the grain sector
in order to maintain self-sufficiency. Trade policy generally has applied restrictive TRQs
and high over-quota tariffs, as well as excluded wheat from free trade agreements.'?
These policies generally have kept domestic wheat prices at levels high enough to
motivate farmers to stay in wheat production. In addition, government direct payments,
input subsidies, technology assistance, and infrastructure development have lowered
Chinese wheat producers’ delivered cost and improved their reliability as suppliers in the
domestic market.

Issued in November 2009, the National Grain Plan calls for a 50 million metric ton
increase in grain production capacity during 2009—20."2° Objectives outlined in the plan
include improving technology (irrigation, farming methods, seed varieties, and extension
services); modernizing sector structure (land preservation and consolidation, and grain
production, storage, and distribution infrastructure); and increasing market regulation and
monitoring (minimum purchase price, grain reserve controls, and market information). In
addition, Document No.1, which addresses rural issues such as support for grain farmers,

118 YSDA, FAS, China: National Plan for Expansion of Grain Production Capacity, February 18, 2010,
9.

120 ysSpA, FAS, China: Grain and Feed; Annual, March 1, 2010, 4.

121 USDA, FAS, China: National Plan for Expansion of Grain Production Capacity, February 18, 2010,
39.

122 YSDA, FAS, China: Grain and Feed; Annual, March 1, 2010, 4.

123 YSDA, FAS, China: National Plan for Expansion of Grain Production Capacity, February 18, 2010,
5, 15, 39.

124 Zhang, “Chinese Wheat: Current Situation and Prospects,” 2007, 73.

125 Chinese imports of wheat are relatively insignificant, as the TRQ volume accounts for less than
10 percent of domestic consumption.

126 USDA, FAS, China: National Plan for Expansion of Grain Production Capacity, February 18, 2010,
1.
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specified that future direct subsidies will be focused on large farmers and specialized
farmers’ cooperatives.’?’ The U.S. Department of Agriculture estimates that the aggregate
subsidy effect of direct payments and input subsidies accounted for 30 percent of grain
farmers’ net profit margins in marketing year 2009/10.'® In addition, the government’s
procurement of wheat at the minimum floor price accounted for an average of 37 percent
of total production annually during the past three marketing years.?* Government policy
also promotes large-scale wheat processors and distributors. The National Grain Plan
specifies the development of grain storage, logistics, and processing capacity as a major
objective and further directs the promotion of large-scale processing as well.** China’s
import policy reserves 90 percent of the wheat TRQ for COFCO, further enhancing the
government’s control of wheat supplies and market prices.

27 USDA, FAS, China: 2010 Agricultural Policy Directive, February 18, 2010, 4.

128 YSDA, FAS, China: Grain and Feed; Annual, March 1, 2010, 16. The data are on a per hectare basis.

129 YSDA, FAS, China: Grain and Feed; Annual, March 1, 2010, 18.

%0 YSDA, FAS, China: National Plan for Expansion of Grain Production Capacity, February 18, 2010,
28.
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CHAPTER 7
Chinese Agricultural Tariff Measures

Overview

Tariffs

China imposes tariffs on imports of agricultural goods in the form of simple tariffs and
tariff-rate quotas (TRQs). Other measures, including antidumping and countervailing
duties (AD and CVD), may also affect U.S. exports of agricultural products. China
substantially reduced its tariffs and replaced absolute quotas with TRQs for various
agricultural products in preparation for its World Trade Organization (WTQ) accession
on December 11, 2001.% Most of the tariff concessions for agricultural products were
implemented as of January 1, 2004. China’s bound and applied tariffs generally are the
same, and applied tariffs typically remain constant.

China’s agricultural tariffs generally are higher than those for other products, and TRQs
exist for agricultural products that are considered vital for food security, such as wheat,
corn, rice, and sugar. Most TRQs are held by state trading enterprises (STEs) and have
low fill rates. China has entered into several free trade agreements (FTAS) under which it
provides reduced tariff rates to qualifying goods from countries that are part of the
agreements or arrangements.

Model simulation results prepared by Commission staff, presented in ranges to account
for the statistical uncertainty in key economic parameters, suggest that China’s food and
agricultural tariffs and TRQs reduced U.S. food and agricultural exports to China in 2009
by between $1.3 billion and $2.1 billion. The tariff simulation captures the effects of the
removal of Chinese tariffs and TRQs on agricultural imports from all sources. Among
U.S. products most affected by China’s agricultural tariffs were wheat (U.S. exports to
China are estimated to have been reduced by between $489 million and $1.2 billion),
poultry ($358-$363 million), pork offal ($51-$84 million), cotton ($28-$71 million), and
alcoholic beverages ($32-$43 million). Absent tariffs, in the span of a few years, U.S.
exports could expand more rapidly than modeling simulations indicate because of the
possible additional effects of economic growth in China and of market development by
U.S. exporters, two factors not included in the simulation.

As noted, China significantly reduced its tariffs before its WTO accession. China’s
simple average tariff* for agricultural products fell from 42.2 percent ad valorem in 1992
to 23.6 percent ad valorem in 1998.% As a condition of its WTO accession, China reduced
its agricultural tariffs to a simple average of 15 percent ad valorem. Most tariff reductions
occurred by January 1, 2004, with the remainder completed no later than January 1,

! Value-added taxes (VATs) may also affect U.S. exports of agricultural products. The impact of VATSs
on U.S. agricultural exports are described in chapter 9.

2WTO, “Members and Observers,” (accessed June 8, 2010).

3 China’s free trade agreements and their impact on U.S. agricultural exports are described in greater
detail in chapter 8.

* The simple average tariff is the average of tariffs not weighted by trade volume.

5 Rosen, Rozelle, and Huang, “China and the WTO Agriculture Agenda,” 2004, 8.
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2010.° Only a few agricultural products ended their staged reductions in 2010, including
fresh strawberries (under subheading 0810.10 in the worldwide Harmonized System
[HS]), certain provisionally preserved fruits and nuts (HS0812.90), and certain other
fermented beverages and mixtures (HS2206.00).” By 2007, China’s trade-weighted
average tariff® had fallen to 12 percent ad valorem for agricultural products.’

The government of China announces tariff changes in an annual Tariff Execution Plan.
The plan for 2010 made several changes affecting agricultural commodities. Specifically,
the plan:*

o Finalized most-favored-nation (MFN) tariff reductions on fresh strawberries and
provisionally preserved fruit and nuts in accordance with its WTO Accession
Agreement;

e Lowered MFN duties on rice wine, other fermented beverages, and wet blue
(chrome-tanned) leather;

e Provided details about the administration of TRQs on wheat and cotton;

e Indicated specific and compound rates for several HS subheadings, including
frozen chickens; and

e Referenced tariff commitments made under FTAs and PTAs.

Average Tariffs

China’s average tariff rates vary significantly by HS chapter. Figure 7.1 shows the ranges
and simple averages for Chinese applied tariff rates by HS chapters for agricultural
products. Average tariffs are the highest and the ranges the greatest for products in HS
chapters 10 (grains), 11 (milled grain products), 17 (sugar), 22 (beverages), and
24 (tobacco). Many products in these chapters are the subject of domestic food security
concerns (wheat, corn, rice)* or are highly regulated and subject to supplementary
consumption taxes (alcohol, tobacco).'? Table 7.1 shows China’s average bound WTO
tariffs and applied MFN tariffs (2008), by major agricultural product groups. A relatively
small share of China’s agricultural imports benefit from duty-free MFN treatment.

S WTO, “WTO Successfully Concludes Negotiations on China’s Entry,” September 17, 2001.

"WTO, “Schedule CLII: People’s Republic of China,” October 1, 2001.

8 The trade-weighted average tariff is the average of all tariffs weighted by trade volume.

® WTO, “China Tariff Profile,” 2009. China’s trade-weighted average for all products (agricultural and
non-agricultural) declined from 40.6 percent ad valorem in 1992 to 9.1 percent ad valorem in 2001, or by
78 percent. In 2002, this tariff fell by another 30 percent, to 6.4 percent ad valorem, after China joined the
WTO. Rumbaugh and Blancher, “China: International Trade and WTO Accession,” 2004, 18. In 2007,
China’s trade-weighted average tariff for all products was 4.5 percent.

10 prC, Customs Tariff Commission of the State Council, Tariff Execution Plan 2010, December 8, 2009.

1 PRC, SAG, “Message from the Administrator of SAG,” 2002.

2 PRC, MOFCOM, “Decree of the State Council of the People's Republic of China (N0.539),”
November 30, 2008.
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FIGURE 7.1 China’s applied agricultural tariffs vary significantly within and among HS chapters
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Note: The vertical line represents the range between the high and low applied tariffs in each HS chapter. The simple average

tariff for each HS chapter is indicated by the data point at the mid point of each vertical line. The absence of a vertical line
indicates a single tariff for the HS chapter.

TABLE 7.1 China’s final bound WTO tariffs, MFN applied tariffs, and share of imports entering duty free, by

agricultural product group

Final bound tariffs MFN applied tariffs Share of

(percent ad valorem) (percent ad valorem) imports

Share that is Share that is entering

duty free® duty free® duty free

Product group Average (percent) Maximum Average (percent) (percent)
Animal products 14.8 9.4 25 14.7 10.1 4.1
Dairy products 12.2 0 20 12.0 0 0
Fruit, vegetables, plants 15.0 4.8 30 14.8 5.9 3.6
Coffee, tea 14.9 0 32 14.7 0 0
Cereals and preparations 23.7 2.6 65 23.9 3.4 0
Oilseeds, fats, and oils 11.6 6.2 30 10.6 5.4 0.1
Sugars and confectionery 27.4 0 50 27.4 0 0
Beverages and tobacco 23.9 2.4 65 22.9 2.2 1.8
Cotton 22.0 0 40 22.0 0 0
Other agricultural products 11.9 10.2 38 115 9.4 2.3

Source: WTO and ITC, World Tariff Profiles 2009, 60.

Share of total HS 6-digit subheadings that are duty free.



Tariff Peaks

China maintains high tariffs on the general product categories of sugars and
confectionery, cereals (grains) and cereal preparations, cotton, and beverages and
tobacco. Tariff peaks generally exist for agricultural products that China considers to be
important to its food security or important for other reasons. With respect to individual
agricultural products, China’s applied tariffs are highest for corn, wheat, and rice
(65 percent ad valorem for over-quota imports); tobacco (57 percent); and raw cane and
refined sugar (50 percent for over-quota imports) (table 7.2). Other products with high
tariffs include cotton (40 percent for over-quota imports), certain fermented beverages
(40 percent), beverage bases (35 percent), and a variety of nuts (30 percent).”* Some of
these peak tariff rates are applied to over-quota quantities related to TRQs, as discussed
below.

TABLE 7.2 China’s peak bound and applied tariffs, by HS subheading

Tariff (percent ad valorem)

HS subheading Description Bound Applied (2008)
1001.10 Wheat 65 65
1001.90 Wheat 65 65
1005.90 Corn 65 65
1006.10 Rice 65 65
1006.20 Rice 65 65
1006.30 Rice 65 65
1006.40 Rice 65 65
1101.10 Wheat flour 65 65
1103.11 Wheat meal 65 65
1103.13 Corn meal 65 65
1104.23 Corn, otherwise worked 65 65
2205.10 Vermouth and flavored wines 65 65
2205.90 Vermouth and flavored wines 65 65
2403.10 Smoking tobacco 65 57
2403.91 Reconstituted tobacco 65 57
2403.99 Other manufactured tobacco 65 57
1701.11 Raw cane sugar 50 50
1701.12 Raw beet sugar 50 50
1701.91 Refined sugar 50 50
1701.99 Refined sugar 50 50

Source: WTO, “Schedule CLII: People’s Republic of China.”

Note: For TRQ items, data represent over-quota tariffs.

Tariff Distribution

Most of China’s bound and applied agricultural tariffs range between 5 percent and
25 percent ad valorem and generally are higher than those for non-agricultural products
(table 7.3). About three-quarters of the value of China’s agricultural imports from all
sources in 2007 were dutiable at 10 percent ad valorem or less, while about 95 percent of
nonagricultural products were dutiable in this range (table 7.3). A significant share (about
16 percent) of China’s agricultural imports in 2007 was dutiable between 25 percent ad
valorem and 50 percent ad valorem.

¥ WTO, “China and the WTO.” Applied and bound tariffs are similar for these items.
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TABLE 7.3 Frequency distribution of China’s final bound and applied tariffs for agricultural and non-agricultural

products
Tariff rate (percent ad valorem)
Tariff and product type Free 0<=5 5<=10 10<=15 15<=25 25<=50 50<=100 >100
Share (percent) of total tariff lines®
Final bound
Agricultural products 5.8 8.1 25.0 25.3 26.3 7.0 25 0
Non-agricultural products 6.8 18.3 46.9 14.7 12.1 1.4 0 0
Applied (MFN, 2008)
Agricultural products 5.9 8.5 26.3 245 24.9 7.4 2.6 0
Non-agricultural products 7.6 19.9 46.6 14.3 10.6 1.1 0 0
Imports (2007) Share (percent) of total imports®
Agricultural products 0.8 41.5 31.4 4.7 4.9 15.9 0.7 0
Non-agricultural products 51.6 19.2 24.0 2.7 2.0 0.4 0.0 0.0

Source: WTO, “China tariff profile,” 2009.

#HS 6-digit basis.

There is little difference between China’s applied and bound tariffs (tables 7.1-7.3), and
applied tariffs generally do not fluctuate. One notable exception is cotton, which is
subject to a TRQ, as discussed below. China occasionally reduces its over-quota tariff on
cotton imports to supplement short domestic supplies.**

Tariff escalation is not a major issue regarding China’s agricultural tariffs. Average
applied tariffs, by HS chapter, show a very slight trend towards tariff escalation, with
peaks in chapters containing products with food security concerns (figure 7.1). In some
cases, tariff de-escalation exists. For example, the Chinese duty for imports of inshell
almonds is 24 percent ad valorem, while that for shelled almonds is 10 percent ad
valorem. The United States requested the lower tariff rate for shelled almonds during
China’s WTO accession negotiations. However, Chinese consumers prefer inshell
almonds, which has limited the effectiveness of the tariff reduction.®

Tariffs on Priority U.S. Export Products

China substantially reduced tariffs on certain agricultural items that were identified as a
priority by the United States during WTO accession negotiations, ° as shown in
figure 7.2. Despite these reductions, tariffs generally remain relatively high and, in some
cases, prohibitive for certain major U.S. agricultural export products. Most prominent is
the high over-quota tariff on wheat (65 percent ad valorem). This high tariff, coupled
with the way the wheat TRQ is administered (described below and in greater detail in
chapter 9), limits U.S. wheat exports.'” U.S. cotton exports are also limited by the
relatively high over-quota tariff (40 percent ad valorem) and TRQ administration issues.'®

1 USDA, FAS, China: Cotton and Products; Annual, 2007, May 1, 2007, 11.

15 Blue Diamond Growers, written submission to the Commission, June 3, 2010, 4.

16 These items were identified by the U.S. government. The White House Office of Public Liason,
“Summary of U.S.-China Bilateral WTO Agreement,” November 1999.

17 U.S. Wheat Associates, written submission to the Commission, September 16, 2010, 1-2.

18 National Cotton Council, written submission to the Commission, September 15, 2010, 6.
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FIGURE 7.2 Chinese agricultural tariffs were reduced significantly upon joining the WTO
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Tariff-Rate Quotas

China converted absolute quotas to TRQs as a condition of its WTO accession.™ The
main regulation guiding the administration of TRQs is the Interim Measures for the
Administration of Import Tariff Quotas of Agricultural Products.® TRQ amounts,
conditions, and requirements are announced annually,21 and China notifies the WTO
annually regarding its TRQ administration.?

Products

Current TRQs for agricultural products are shown in table 7.4. In addition, China
maintained TRQs on imports of soybean, palm, and rapeseed oil before 2006; they were
eliminated on December 7, 2005, as a result of commitments related to China’s WTO
accession.”® However, China reserved the right to establish state trading in these products
under the accession protocol.?* China’s TRQs for agricultural products represent about
9 percent of domestic consumption of wheat, 5 percent of corn, 4 percent of rice,

¥WTO, “Schedule CLII: People’s Republic of China,” October 1, 2001. The WTO prohibits absolute
quotas.

2 pRC, MOFCOM, Interim Measures for the Administration of Import Tariff Quotas of Agricultural
Products, September 27, 2003.

2! There is little annual change in TRQ quantities and conditions, except for cotton.

2Z\WTO, Responses to Questionnaire on Import Licensing Procedures, October 20, 2009.

3 PRC, MOFCOM, “Announcement No. 93, 2005,” December 7, 2005.

22 WTO, Trade Policy Review China, April 26, 2010, 34.

7-6



TABLE 7.4 China’s agricultural TRQs

State-trading

In-quota Over-quota tariff enterprise

Product TRQ volume tariff (MEN) share of TRQ
Thousand mt Percent ad valorem Percent

Wheat 9,636 1 65 90
Corn 7,200 1 50 60
Rice (short/medium grain) 2,660 1 50 50
Rice (long grain) 2,660 1 50 50
Cotton 894 1 Sliding duty (currently 6—40) 33
Sugar 1,945 15 50 70
Wool 287 1 38 ®
Wool tops 80 3 38 ®

Source: USDA, ER

S, “China: Policy, International Trade Policies.”

Note: Over-quota tariffs have been adjusted to reflect current bound tariffs.

®Not applicable.

13 percent of sugar, and 2 percent of cotton.?® These relatively small shares indicate the
importance of these products to achieving China’s goals in food security through self-
sufficiency.

TRQ Fill Rates

China’s agricultural product TRQ fill rates vary by product and year (figure 7.3). The
TRQ for imports of cotton was consistently and substantially higher than those for other
products during 2004-09 and exceeded 100 percent each year.”® The wool TRQ exhibited
the second highest fill rate during the period, and it generally increased during the period.
The relatively high fill rates for cotton and wool reflect China’s need for these products
for further processing. The TRQ fill rate for sugar was relatively stable during the period.
The wheat TRQ fill rate declined substantially during 2004-09. TRQ fill rates for corn
and short-grain rice typically are small, largely reflecting China’s emphasis on food
security through self-sufficiency in certain staple food products.

TRQ Administration

The administration of China’s TRQs is carried out by the Ministry of Commerce
(MOFCOM) and the National Development and Reform Commission (NDRC) under the
Regulations on Administration of Import and Export of Goods and the Interim Measures
on the Administration of Tariff Rate Quota for Importation of Agricultural Products.”’
MOFCOM administers the TRQs on sugar and wool, while the NDRC administers the
TRQs on wheat, corn, rice, and cotton. TRQs are announced annually, although TRQ
quantity levels have remained the same over time.?

% Calculated by Commision staff based on data from USDA, FAS, PSD Online.
% China usually increases its WTO minimum cotton TRQ annually by announcing a supplemental
quantity that can enter at a reduced duty rate, or “sliding duty.”
Z WTO, Responses to Questionnaire on Import Licensing Procedure, September 30, 2005, 2.
Ibid.
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FIGURE 7.3
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mated by USITC staff based on data from the GTIS, Global Trade Atlas database.

TRQ allocations are based on the number of applicants, historical import levels and
shares, domestic production capacity, and other relevant information. * Several
conditions and requirements are imposed on TRQ holders. TRQ allocations for grain,
cotton, and sugar are valid for one calendar year, with an extension available through
February of the following year, while the TRQ for wool and wool tops is valid for six
months within a calendar year, with an extension available through the following
February. TRQ holders for all products are required to return any unfilled quota
allocations for reallocation.®*® Any unreturned quotas will be subtracted from the TRQ
holder’s next allocation. TRQ applications are required to be filed with MOFCOM (for
sugar, wool, and wool tops) and NDRC (for grain and cotton).

The TRQ for wool and wool tops is allocated on a first-come, first-served basis. For
sugar, a quota holder must process at least 600 metric tons of raw sugar, must have
registered capital of at least RMB 1 billion ($0.1 billion), and must have annual sales of
at least RMB 3.5 billion ($0.5 billion).*! For wool and wool tops, a quota holder must
have a processing capacity of 5,000 metric tons (mt),** while wheat STE quota holders
must have a daily processing capacity of 400 mt.** Corn quota holders must have a need
for 50,000 mt of corn for feed manufacturing or 100,000 mt of corn for other processing.
Rice TRQ quota holders must have annual food sales of RMB 100 million ($13 million)
and food imports and exports totaling at least $25 million. China administers the cotton

2 \WTO, Responses to Questionnaire on Import Licensing Procedure, September 30, 2004, 4.

% Unused allocations must be returned by September 15 of the quota year. PRC, MOFCOM, Interim
Measures for the Administration of Import Tariff Quotas, September 27, 2003.

31 PRC, MOFCOM, “Notice No. 64 of 2010,” September 30, 2010.

%2 pRC, MOFCOM, “Notice No. 65 of 2010,” September 30, 2010.

¥ NDRC, “Notice No. 27 of 2010,” September 25, 2010.
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TRQ using a “sliding duty” for over-quota quantities. In 2009, this duty was RMB 0.57
($0.08) per kilogram for cotton valued above RMB 11.397 ($1.52) per kilogram.** For
cotton valued below that amount, the duty was determined by a formula ensuring that it
would go no higher than the bound rate of 40 percent ad valorem.

Most agricultural product TRQs are administered by an STE (table 7.4). Over-quota tariff
rates generally are prohibitive. In addition, TRQ utilization rates for most grains are low
(figure 7.3). A recent study concluded the principal reasons for the low fill rates were the
role of STEs in administering the grain TRQs, increased government support and
domestic grain output, and improved domestic grain quality.®®

China agreed to lower the shares of agricultural TRQs administered by STEs in its WTO
accession protocol.*® However, most of these shares remain relatively large (table 7.4).
The share is highest for wheat (90 percent) and lowest for cotton (33 percent). In
addition, a lack of transparency in the administration of TRQs is an issue for U.S.
agricultural exporters,®” and transparency remains a general issue for China, as cited by
the WTO. Issues regarding the administration of TRQs are discussed in greater detail in
chapter 9.

Antidumping and Countervailing Duties

In August and September 2010, China announced final countervailing duty (CVD) and
antidumping (AD) determinations, respectively, on imports of certain U.S. poultry
products. Actions related to these determinations have adversely affected U.S. poultry
exports to China. CVD and AD duties are not traditional tariffs; rather, they are duties to
offset foreign subsidies and dumping margins. These determinations resulted in the
imposition of CVD rates of between 5.1 percent and 30.3 percent, and AD rates of
between 50.3 percent and 105.4 percent, on imports of the subject U.S. poultry into
China. *® The U.S. Trade Representative stated that the United States and U.S.
respondents were still reviewing China’s final determinations in these investigations, and
said that the investigations “had been issued under troubling circumstances, [and that]
they are finding, once again, procedures, methodologies and decisions that generate
concern, given WTO rules.” According to the U.S. Department of Agriculture, China’s
imports of U.S. broiler meat declined by 80 percent during January—July 2010 as
compared with the same period of the previous year.* For much of January-July 2010,
the U.S. poultry at issue was subject to payment of a bond on entry into China. The bond
was required after China announced affirmative preliminary antidumping determinations
in February 2010 and affirmative preliminary countervailing duty determinations in April
2010.

% WTO, Trade Policy Review China, April 26, 2010, 32.

% Zhou and Kang, “Uncover the Causes of China’s Low Utilisation of Grain TRQ,” 2009, 41.

¥ WTO, “Schedule CLII: People’s Republic of China,” October 1, 2001.

%7 U.S. Wheat Associates, written submission to the Commission, September 16, 2010, 1-2; National
Cotton Council, written submission to the USITC, September 15, 2010, 6; USTR, 2009 Report to Congress
on China’s WTO Compliance, December 2009, 72.

¥ \WTO, Trade Policy Review China, April 26, 2010, 12.

¥ PRC, MOFCOM, “Notice No. 52 of 2010,” August 30, 2010; and PRC, MOFCOM, “Notice No. 51 of
2010,” September 26, 2010.

40 USTR, 2010 Report to Congress on China’s WTO Compliance, December 2010, 34.

“L USDA, FAS, China: Poultry and Products; Annual, 2010, September 30, 2010, 2.

7-9



Simulated Effects of China’s Applied Agricultural Tariffs on
U.S. Agricultural Exports

In order to estimate the effects of China’s applied agricultural tariffs on U.S. agricultural
exports, the Commission conducted an economic model simulation* in which China’s
MFN tariffs and tariff-rate quotas (TRQs)* on imports from all countries (i.e., the United
States and the rest of the world) were removed. The resulting simulated trade flows were
then compared to actual 2009 trade flows. The simulation results, represented by the
difference between the two, are characterized as the effects of the removal of China’s
tariffs and TRQs on its imports, both from the United States and from all other countries.
Results were obtained for 131 commodity sectors, a subset of which is presented in
table 7.5. This subset includes: (i) products with large actual 2009 U.S. exports to China
(e.g., soybeans and animal hides), (ii) products for which the simulation showed large
effects on U.S. exports to China (e.g., wheat and poultry), and (iii) products subject to
TRQs in China (rice and sugar). For several of the selected products, the volume of
imports is small compared with the Chinese domestic market (table 7.6). For example,
during 2007-09, imports accounted for less than 1 percent of Chinese consumption for
wheat, rice, corn, pork, and apples. Imports also made up a small share of Chinese
consumption for poultry, sugar, and several types of fresh fruit. Soybeans and tree nuts
are the only imports that account for a large share of Chinese consumption. Because of
the low rates of import penetration for many commodities, the effects of tariff elimination
on Chinese consumption likely would be muted even when the effects on trade are
significant.

Table 7.5 shows actual 2009 Chinese trade-weighted tariff rates for the United States and
the world, actual 2009 U.S. exports to China and total Chinese imports, and the
Commission’s simulated effects for U.S. exports and total Chinese imports of the selected
agricultural products. In 2009, total U.S. agricultural exports to China were $10.9 billion
(table 7.5). The trade-weighted average import tariff levied by China on agricultural
imports from the United States was about 6 percent.*”” The results of the model simulation
suggest that China’s agricultural tariffs reduced U.S. food and agricultural exports to
China in 2009 by $1.3-$2.1 billion; in the absence of China’s tariffs, U.S. agricultural
exports to China would have been 11-19 percent higher.*® The effects are presented in
ranges to account for the statistical uncertainty in key economic parameters.*’

2 The Commission’s simulation for tariff and TRQ removal were performed with a framework that links
a partial equilibrium trade model to an economy-wide trade model, the Global Trade Analysis Project model.
The simulation framework is described in appendix F.

3 The ad valorem equivalent tariffs for products subject to TRQs capture the restrictiveness of the quota
volume level and may be equal to the in-quota tariff, the over-quota tariff, or some level in between.

4 Commission model results for the 131 commodity sectors under consideration in this report are
presented in appendix G.

5 As table 7.5 and appendix table G.1 show, China’s tariff rates vary considerably from product to
product. The trade-weighted average import tariff levied on U.S. products is 6 percent because a large share
of U.S. exports (e.g., soybeans and cotton) are levied at relatively low tariffs (approximately 1 and 6 percent
for soybeans and cotton, respectively).

6 The Commission’s estimate seems reasonable because a simple calculation involving tariff removal, an
average trade elasticity, and the share of imports of Chinese consumption for food and agricultural products
results in an increase in U.S. agricultural exports to China of approximately 19 percent.

47 A range of simulated effects was obtained by varying the magnitude of trade elasticities to account for
the degree of statistical uncertainty in the econometric estimates of the elasticities. Low and high values for
the elasticities of demand (ES,,) were computed as ESy, + standard deviation. Hertel et al. (2007) provide
estimated values for ESy, and standard deviations. Hertel et al., “How Confident Can We Be of CGE-Based
Assessments?” 2007, 611-635.
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TABLE 7.5 China: China’s tariffs, U.S. and Chinese trade statistics, and simulated effects on U.S. exports to China and Chinese imports from the world in the absence of Chinese tariffs for

selected agricultural products, 2009

20009 trade-
2009 trade- weighted Actual 2009
weighted AVE AVE on Chinese
on U.S. Actual 2009 Range of simulated change Chinese imports  Range of simulated change
exportsto  U.S. exports in U.S. exports to China imports from the in Chinese global imports
Product China to China absent Chinese tariffs from World World absent Chinese tariffs
Percent Million $ Million $ Percent Percent Million $ Million $ Percent
Animal products
Poultry 13 796 358-363 45-46 13 985 400-416 41-42
Pork offal 13 52 51-84 98-162 14 391 385-636 98-163
Bovine hides, other 7 646 24-26 4-4 8 1,398 100-118 7-8
Frozen pork 14 23 12-12 52-52 14 137 72-73 53-54
Whey 6 75 4-5 6-7 7 284 16-20 6-7
Grains
Wheat 68 84 489-1,192 580-1,415 68 205 1,233-3,269 601-1,595
Corn 46 4 1-4 33-100 46 20 6-16 28-79
Rice 68 0 0-0 0-0 68 5 6-20 119-378
Oilseeds and products
Soybean oil 42 30 3-3 10-11 42 1,842 1,277-1,627 69-88
Soybeans 2 6,993 (7)-0 0-0 2 18,787 (70)—(63) 0-0
Horticultural products
Pistachios, walnuts 14 107 18-22 17-21 14 305 53-64 17-21
Grapes 18 59 13-16 22-28 18 189 46-57 24-30
Coconuts and other nuts 22 27 10-13 38-48 18 147 37-47 25-32
Almonds 15 87 9-11 10-12 15 111 11-14 10-12
Oranges 17 34 8-9 22-27 17 48 11-13 23-28
Apples 14 19 3-4 17-21 14 54 10-12 18-22
Processed foods
Other prepared foods 18 94 25-26 27-27 21 469 181-189 39-40
Foods prepared from fruits and nuts 18 63 20-21 32-34 18 128 44-45 34-36
Foods prepared from vegetables 16 39 10-11 26-27 18 62 20-21 33-34
Processed rices 68 0 0-0 0-0 68 196 179-871 91-444
Other
Alcoholic beverages 29 137 32-43 24-31 28 737 153-202 21-27
Cotton 5 803 28-71 3-9 5 2,114 70-185 3-9
Tobacco 16 104 20-22 19-22 16 742 147-166 20-22
Pet food and other feeds 8 100 14-14 14-14 7 241 27-27 11-11
Seeds for planting and other plant parts 6 61 3-3 5-5 5 254 3-3 1-1
Sugar and molasses 0 0 0-0 0-0 0 378 2)-(1) (1)-0
All other 14 504 101-112 20-22 9 17,757 1,054-1,734 6-10
Total 6 10,942 1,251-2,090 11-19 9 47,986 5,466-9,781 11-20

Source: Commission staff calculations with simulation framework discussed in appendix F.

Notes: (1) AVE stands for ad valorem equivalent. (2) Parenthesis () indicates a negative number. (3) A range of simulated effects was obtained by varying the magnitude of trade elasticities

to account for the degree of statistical uncertainty in the economic estimates of the elasticities.



TABLE 7.6 China: Imports, domestic consumption, and import share for certain agricultural products, average 2007—

09

Ratio of imports to
Commodity Imports Consumption consumption

Thousand metric tons Percent

Poultry 461 11,899 3.9
Pork 387 46,075 0.8
Wheat 641 106,167 0.6
Rice 311 131,590 0.2
Corn 461 153,333 0.3
Soybeans 43,084 53,561 80.4
Soybean oll 2,245 9,871 22.7
Almonds 8 10 88.8
Apples, fresh 50 21,625 0.2
Grapes, fresh 68 5,087 1.3
Oranges, fresh 69 5,649 1.2
Pistachios 28 23 121.4
Cotton 9,810 46,750 21.0
Sugar 818 14,083 5.8

Source: USDA, FAS, PSD Online (accessed January 10, 2011).

In general, the simulated U.S. export effects are positive and are driven by the magnitude
of the Chinese tariffs and the degree of sensitivity of China’s consumers to prices.
According to the simulation, among U.S. products most affected by China’s agricultural
tariffs were wheat (U.S. exports to China would have been $489 million to $1.2 billion
higher without tariffs), poultry ($358-$363 million), pork offal ($51-$84 million), cotton
($28-%$71 million), and alcoholic beverages ($32-$43 million). Absent agricultural
tariffs, the simulation results also suggest that China’s food and agricultural imports from
all countries would have expanded by $5.5-$9.8 billion in 2009.

The model simulation shows that total Chinese imports of wheat, poultry, pork, and
soybean oil would expand significantly, in dollar terms, in the absence of China’s tariffs
and TRQs.”® According to the simulation, the elimination of Chinese tariffs and TRQs
would generate more Chinese imports of these products as foreign suppliers take
advantage of the cost savings. For example, the model simulation shows an increase in
Chinese total imports of poultry of $400-$416 million, with $358-$363 million of this
increase accounted for by increased exports of poultry to China from the United States.
Likewise, of the simulated increase in total Chinese imports of wheat of $1.2-
$3.3 billion, $489 million to $1.2 billion are accounted for by the United States. The
increased competition in the Chinese market from lower-cost imports of wheat, poultry,
pork, and soybean oil would cause a significant reduction in the supply of those products
produced domestically in China.

Changes in the Chinese market for wheat, poultry, pork, and soybean oil would then have
knock-on effects in other sectors. These effects are captured in the simulation through the
general equilibrium effects, in which factors of production move between sectors in
response to policy shocks.* In response to the changes, resources (such as land, capital,

8 The expansion in wheat trade is larger than that for other products because the AVE for wheat is
relatively high and the import demand elasticities for wheat are large due to the relatively homogeneous
nature of the commaodity.

49 Further discussion of the mechanics of the general equilibrium model used in this simulation can be
found in appendix F.
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and labor) would leave the wheat and meat sectors in China and move into sugar crops
and wool. At the same time, U.S. producers would respond to increased demand for
wheat and meat products in China by drawing resources from other sectors to expand
their production.

The model simulation also shows that U.S. exports of soybeans would have been lower,
by as much as $7 million, in the absence of the Chinese soybean tariff. This seemingly
anomalous result can be traced to the general equilibrium model effects as well. The
expansion of meat production in the United States, in response to increased Chinese
demand, would increase demand in the United States for animal feed, including
soybeans. At the same time, increased demand for wheat in China would cause U.S.
wheat production to expand, drawing resources from the soybean sector. Fewer U.S.
soybeans would then be available for export, and U.S. exports of soybeans to China
would fall slightly or remain constant.

The simulated tariff effects are the marginal effects of China’s applied tariffs and TRQs
and do not incorporate any other policy changes in China or elsewhere. In the absence of
China’s tariffs, in a few years U.S. exports would likely expand by more than is indicated
in the model simulation results due to economic growth in China and market
development by U.S. exporters. This tariff simulation does not consider other policies
that reduce demand for U.S. products in China, such as nontariff measures (NTMs). The
Commission’s economic model simulation of the effects of China’s NTMs on U.S.
exports is presented in chapter 9.
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