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EXECUTIVE SUMMARY
Assessment of the Economic Effects
on the United States of China’s
Accession to the WTO

On December 18, 1998, the U.S. Trade part, unable to quantify through formal economic
Representative (USTR) asked the U.S. International analysis the effect of reductions in China’s non-tariff
Trade Commission (USITC) to prepare a report barriers (NTBs). Instead, a qualitative analysis of such
assessing the probable economic effects on the Unitedeductions is provided. In these cases, input from other
States of China’'s accession to the World Trade sources is used to assess the likely economic impact.
Organization (WTO). The USTR requested that the
USITC use formal economic analysis to provide, to the Through this combination of analytical techniques,
extent possible, a quantitative assessment of the effectshe report attempts to provide a more complete and
on the U.S. economy of China’'s WTO membership, balanced picture of the effect of China's WTO
specifically in reference to possible reductions in accession than would be offered by either approach in
China’s tariff and non-tariff measures and to China’s isolation. = A global CGE model, such as the
participation in the WTO Agreement on Textiles and China-WTO model, which estimates not only the static
Clothing. In supplemental requests from the USTR on effects of the proposed tariff cuts but also accounts for
May 5, 1999 and June 16, 1999, the Commission wasthe growth effects of such trade reductions is the best
also asked to analyze the specific tariff and market economic tool available for estimating the impact of
access offers respectively, made by China in April the tariff aspects of China’'s WTO accession. However,
1999 in the context of its WTO accession negotiations. given the significance of NTBs in China’s trade policy

. : regime, the inability to fully quantify the impact of
In responding to this request, the USITC has used a g . v juty 9 fy pact C
S ; . their removal imposed limitations on the quantitative
combination of analytical techniques. Because the

necessary data were available, the USITC was able tc)results offered by this study. The effects resulting from

conduct a quantitative analysis of the effect of various NTB. ghanges are found primarily - through  the
tariff reductions, including China’s April 1999 tariff qualitative approach.

offer, on both the U.S. and Chinese economies. This
analysis was developed using a multi-country
economic model with economy-wide coverage of
merchandise and service sectorse, a global
computable general equilibrium model, described in
this study as the China-WTO model. The model
attempts to isolate and measure the effects of the tariff
reductions on the U.S. and Chinese economies by
comparing the actual state of the economy with what it
would have looked like if the tariff reductions had been

Many sources of information were consulted for
this analysis. Data were obtained from an economic
literature review, from USITC contacts with the U.S.
private sector, the U.S. Department of Commerce, the
United Nations, the International Monetary Fund, the
Institute for International Economics in Washington,
D.C., the International Textiles and Clothing Bureau in
Geneva, Switzerland, the World Trade Analyzer
database of Statistics Canada, the Global Trade

in place. The China-WTO model was also used to Analysis Project database, the U.S.-China Business
estimate the impact of removing import quotas on Council, and the China Statistical Yearbook produced

textiles and apparel from China in the context of the by China’s State Statistical Bureau. A public hearing
WTO Agreement on Textiles and Clothing. for this investigation was held on February 23, 1999.
Testimony from the hearing, pre- and post-hearing

Because the data were not available in the time statements, and written submissions also provided
provided for this study, the USITC was, for the most useful information on Chinese non-tariff barriers,



trade-related investment measures, and service sectorsyvorld moved toward surplus in 1990, and has grown to

and was integrated into this report. over $43 billion in 1998. Moreover, the composition
of China’s trade has also shifted sharply from primary
products to manufactures over the last 20 years. By

Ove rVieW Of China’s Trade 1997, approximately 87 percent of Chinese exports and

80 percent of Chinese imports consisted of
and Investment manufactured goods. China’s key exports include
apparel, footwear, toys, games, sports equipment, and
leather products. Key imports into China include
aircraft, spacecraft, electrical machinery, fertilizer, and
non-electrical machinery.

To examine the overall impact on the U.S.
economy of China’s accession to the WTO, this study
begins by examining the current relationship between
the economy of the United States and that of China; the ) _
nature of the trade patterns between the United States, NS study starts with these and other key factors
China, and the rest of the world; and the nature of the@Pout the U.S. and the Chinese economies and world
changes that would be made in China if China makes(rade patterns and then examines what changes would
all of the commitments necessary to accede to©ccur should China join the WTO. Accession to the
membership of the WTO. WTO will require numerous policy changes in China,
o ) . _including significant reductions in China’s tariffs, the

China's economy has been growing rapidly in remqyal of non-tariff barriers that currently impede
recent years. According to the Chinese data, the g exports to China, the opening up of China's
compounded annual growth rate of real Gross genjice sector, the further protection of intellectual
Domestic Product (GDP) in China exceeded 11 percenty ety rights, and the elimination of many barriers to
per annum over the period 1990-97. This growth Nas,qe in agricultural products. Because the United
produced a very large Chinese economy with @ GDP Of giateg is already a member of the WTO, the United

$1 trillion or more. The World Bank reports China's - gates will not have to make any changes to its tariffs
1997 per capita income on an exchange rate basis to bg, qher trade policies as a result of China’s accession

$860 a year. This gives a total GDP of $1.1 trillion, the ;) e WTO, except for the application of the WTO's

world’s seventh largest and about 14 percent the size Ongreement on Textiles and Clothing’s phase out of
the U.S. GDI_D. Becagse,the cost-of-living in China is quotas on textile and apparel imports. As such, the
so low, the size of China’s economy as measured On &,55t majority of the results presented reflect changes
purchasing-power-parity (PPP) basis is much larger y,a myst occur in China’s economy and trade patterns,

than when measured on an exchange rate basis. On &pce it is China, and not the United States or the rest
PPP basis, China’s per capita income is reported at

) - - .~ “'of the world, that will be required to make significant
$3,_570_ and its total GDP at $4.4 trillion. On this basis, changes as part of the process of acceding to the WTO.
China is the world’s second largest economy, about 57

percent the size of the U.S. economy.

Despite the large size of China’s economy and the Summary and FiﬂdingS
significant amount of trade occurring between the Regarding China’s WTO

United States and China, U.S. merchandise trade with .

China remains small relative to the overall size of the ACCQSSlon

U.S. economy. Total U.S.-China trade in 1998 was

estimated at $84.7 billion using U.S. trade data, which

is less than 1 percent of the U.S. GDP. Chinese dataEffects on the U.S. Economy of

would indicate a smaller figure, due largely to the fact the Removal Of China’s

that China excludes goods passing from China through . .

Hong Kong and then to the United States from its total Non-Tariff Barriers

Egures on explc(;rtls to the UmtedIStatdes. !E;}the;]_flgure, The results of the qualitative analysis of the
owever, would leave U.S. total trade with China as removal of China’s NTBs show that U.S. exports to

accounting for a small percentage of U.S. overall GDP. China and U.S. foreign investment in China are likely

China’s trade, both with the United States and with to increase as a result of the removal of NTBs in the
the rest of world, has grown rapidly in recent years. context of China’'s accession to the WTO. Chinese
Overall, the gross volume of China’s merchandise NTBs operate as part of an industrial policy aimed at
trade grew from $21 billion in 1978 to $324 billion in achieving economic development of specific industry
1998. After running trade deficits for most of the sectors. Combined with high tariffs, they overlap and
1980s, China’s merchandise trade balance with theserve as a web of protection for those industries that



China desires to develop to maintain self-sufficiency in As noted earlier, the study’s analysis of the impact
the Chinese economy. Given this policy approach, it is of NTB removal is primarily qualitative because of
difficult to isolate the effect of an individual barrier or data limitations. However, in conjunction with an
the impact of removing one relative to another. analysis of a hypothetical 50 percent cut in China’s
Taking into account China’s Apr|| 1999 offer, the tariffs, the StUdy found that the elimination of NTBs in
study examined a broad array of NTBs, including 25 products, covering only 30 percent of China's
licensing, quotas, tendering, transparency, nationalimports, had a significant impact, effectively doubling
treatment, judicial review, state trading, offsets, and the impact of the tariff reductions on such variables as
transfer and protection of technology restrictions on growth in U.S. GDP and improvement in U.S. terms of
many individual industries’ operations. Further, this trade. While these results cannot be generalized, they
analysis assesses the effects of several trade-relatedo give some measure of the restrictive effect of these
investment measures, including export performance non-tariff barriers.
requirements, local content requirements, and trade and
foreign exchange balancing. The assessment is based A summary of the effects on U.S. trade and
on input received from industry and a review of the investment is presented in table ES-1 below.
relevant literature.

Table ES-1
Summary of the effects on U.S. trade and U.S. foreign investment of removing certain Chinese
non—tariff barriers as a result of China’s accession to the WTO, including China’s April 1999 offer

Chinese non-tariff barrier Sectors affected Effects

Pillar industries, such as
grains, cotton, chemicals,

Licensing and quotas Trade: Increased U.S. export opportunities and

reduced trade costs in fees and time. For some

License—permission to
import a particular product
given by the government to
importers and issued in the
form of a license.

Quotas—quantity limits on
imports set by the
government.

motor vehicles, consumer
electronics, cameras,
and certain other products.

sectors, potential benefits may depend on
Chinese Government industrial and agricultural
policies, as well as the role of state trading
enterprises.

Investment: Little or no increase in U.S.
investment opportunities. Licensing and quotas
were used to protect Chinese industry from
imports and in order to access the Chinese
market, foreign companies would invest in
manufacturing in China. With these barriers
removed, the incentive to invest in China
because of these barriers is significantly reduced.

Tendering

A centrally administered
procurement process that
lacks transparency, is
non—competitive, and may
be used to limit imports.

Selected machinery and
electronics.

Trade: Increased U.S. export opportunities due
to the competition process becoming more
transparent and less controlled. Potential
benefits may, in part, depend upon the extent to
which Chinese state—owned and state—invested
enterprises operate in a commercial manner, as
China has committed to in its April 1999 offer.

Investment: Little or no increase in U.S.
investment as U.S. exporters realize that they are
not constrained to produce in China in order to
gain an advantage in the tendering process.

Table continues on next page.
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Table ES—1— Continued

Summary of the effects on U.S. trade and U.S. foreign investment of removing certain Chinese
non-tariff barriers as a result of China’s accession to the WTO, including China’s April 1999 offer

Chinese non-tariff barrier

Sectors affected

Effects

National Treatment

Treating imports on the
same basis as domestic
products and services.

All sectors.

Trade: Increased U.S. export opportunities as
mandates for local products are eliminated.
Potential benefits may, in part, depend upon the
extent to which Chinese state—owned and
state—invested enterprises operate in a
commercial manner, as China has committed to
in its April 1999 offer. In addition, benefits would
also depend upon how China implements its
industrial policies.

Investment: Increased U.S. foreign investment
opportunities in China as foreign investors would
be allowed to invest in more sectors of the
economy.

Transparency

Laws, rules, regulations,
procedures, and the like
readily available to
interested parties.

All sectors.

Trade: Increased U.S. export opportunities as
transparency in the government decision—-making
process improves—that is, as access to the
applicable rules and regulations that govern the
process improves and as the ability to observe
whether the decision was made in accordance
with those rules and regulations improves. This
outcome assumes most decisions will be made in
accordance with published rules and regulations.

Investment: Increased U.S. foreign investment
opportunities due to the aforementioned reasons
and assumptions with regard to trade.

Judicial review

Impartial, independent, and
accessible review and
settlement of disputes.

All sectors.

Trade: Increased U.S. export opportunities due
to bias removed from the system and improved
transparency.

Investment: Increased U.S. foreign investment
opportunities in China as investors gain
confidence about operation of China’s trade and
investment regime.

State trading

Import and export activities
limited to either state
enterprises or entities
designated by the
government.

Grains, tobacco, cotton,
vegetable oils, sugar,
alcoholic beverages, and
petrochemicals, as well as
rubber, timber, wool, acrylic,
and steel.

Trade: Increased U.S. export opportunities likely
as a result of state trading being liberalized in
certain sectors and trading rights for distribution
forthcoming. However, WTO enforcement of
rules on state—trading enterprises has been low.

Investment: Negligible, since foreign investment
is generally prohibited or limited.

Table continues on next page.
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Table ES-1— Continued
Summary of the effects on U.S. trade and U.S. foreign investment of removing certain Chinese
non-tariff barriers as a result of China’s accession to the WTO, including China’s April 1999 offer

Chinese non-tariff barrier

Sectors affected

Effects

Offsets

Incentive payments used by

the seller in order to secure
procurement by the buyer.
May take many forms, such
as investment, technology
transfer, co—production,
barter, and countertrade.

Aerospace, automobiles,
electronics,
telecommunications
equipment.

Trade: Increased U.S. export opportunities,
depending upon the degree to which voluntary
collaboration replaces government—-mandated
offsets in sales.

Investment: Uncertain, since data are not
available as to the current degree of investment
due to government mandates or U.S. companies’
desire to improve customer service or establish a
presence in the Chinese market.

Transfer and protection of
technology

Official or unofficial rules
and procedures to coerce
transfer of technology.
Official rules and
mechanisms for the
protection of intellectual

property rights.

Manufacturing and
processing industries.

Trade: Increased U.S. export opportunities
because the transfer of technology will be
increasingly protected in accordance with
international norms. This outcome assumes
most decisions will be made in accordance with
published rules and regulations.

Investment: Increased U.S. foreign investment
opportunities in China as investors are not forced
to transfer technology and China increases
efforts to protect technology. This outcome
assumes most decisions will be made in
accordance with published rules and regulations.

Export performance
requirements

Government requirements
stipulating minimum
amounts of production that
must be exported.

Under China’s April 1999
offer, China has agreed to
go beyond the WTO
Agreement on
Trade—Related Investment
Measures (TRIMS), which
does not include export
performance requirements.

Manufacturing, including
aerospace, automobile,
electronics, packaged foods,
machinery, semiconductor,
telecommunications
equipment, and textile and
apparel industries.

Trade: Possible decrease in U.S. imports from
China. However, U.S. companies may incur
costs in reorienting their operations toward the
Chinese market.

Investment: Increased U.S. foreign investment
opportunities in China as export performance
requirements may no longer influence the type of
investment to be made in China.

Table continues on next page.
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Table ES-1— Continued
Summary of the effects on U.S. trade and U.S. foreign investment of removing certain Chinese
non-tariff barriers as a result of China’s accession to the WTO, including China’s April 1999 offer

Chinese non-tariff barrier Sectors affected Effects

Local content Manufacturing, including Trade: Increased U.S. export opportunities as

requirements aerospace, automobile, foreign or domestic manufacturers in China may
electronics, packaged foods, then purchase foreign inputs rather than

Government mandates machinery, semiconductor, domestic inputs. Potential benefits, however, will

requiring that production telecommunications depend in part on how China implements its

incorporate certain amounts  equipment, and textile and industrial policies.

of domestic rather than apparel industries.

foreign inputs. Investment: Fewer U.S. foreign investment

opportunities as U.S. companies realize that
there will be no official laws and regulations that
require the use of local content, and therefore
they will have the flexibility to import foreign
inputs. However, pressures to use local content
are likely to continue to impose operational
constraints on U.S. firms.

Trade and Virtually all foreign—invested Trade: Increased U.S. export opportunities as
foreign—exchange enterprises in China. U.S. firms would be less likely to minimize
balancing requirements imports and increase exports from China.
Production ventures are Investment: Increased U.S. foreign investment
required to balance their opportunities in China, but tempered by Chinese
foreign trade and foreign informal pressure to control trade and foreign
exchange so as to limit exchange flows.

imports.

Source: Compiled by USITC staff.

Effects on U.S. Trade and limitations on permissible services, geographic and
. . guantitative restrictions, and limits on broadcasting and
Investment Iin Services distribution. The confluence of these restrictions has

limited the ability of U.S. firms to provide services to

Chinese consumers. The U.S. Embassy in Beijing
estimated that China’s current barriers to U.S. service
suppliers result in $3 to $5 billion in lost sales each

Based on China’s April 1999 offer, accession to the
WTO would likely have a significant positive effect on
U.S. trade and investment in services. China’s offer
proposes to liberalize a number of barriers faced by . ;
U.S. service providers. With respect to the services Y& (see chap_ter 5). It C_hmas Aprll 1999 “offer
examined in this report, China offered 60 rollback be(_:omes operative, U.S, service pro_wderg could expect
commitments and 5 standstill commitments. The to increase sales through affiliates in China.
rollback commitments would liberalize or terminate a

. : Chinese restrictions on distribution service

number of market access barriers faced by U.S. service . .

. . . : providers have been particularly onerous. China’s
providers, while the standstill commitments would

identify trade impediments and deter the current restrictions on wholesaling and retailing restrict

. : - the ability of foreign firms to establish a commercial
implementation of more restrictive measures. In . . L S .
. . . o . presence in China. Similar restrictions prevent foreign
addition, the Commission identified 11 barriers of _ - o o .
. . . " firms from providing auxiliary distribution services
uncertain status in the banking, securities, and

. . . . ) such as maintenance and repair services; rental and
insurance industries. The effect of implementing the ; e . ) . .

. . leasing services; technical testing, analysis, and freight
April 1999 offer would be unclear with respect to these . . T -
instances inspection services; and storage and warehousing

' services. China’s April 1999 commitments would

China currently maintains broad restrictions on gradually liberalize restrictions in these areas, likely
forms of establishment and land ownership that pertainenabling U.S. firms to increase sales and direct
to all services (table ES-2). In addition, China investment in China, while enhancing control of the

maintains many industry specific restrictions, including quality of services provided.
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Table ES-2

Summary of Non—tariff barriers affecting services

Service sector

Non-tariff barriers

Effects of April 1999 offer

Distribution services

Wholesaling and e Restrictions on establishment. e Increases in sales and direct
retailing services e Foreign equity restrictions. investment.
e Limitations on permissible
services.
Auxiliary distribution e Restrictions on establishment. e Increases in sales and direct
services e Limitations on permissible investment.
services.
e Foreign equity restrictions.
Accounting and e  Restrictions on establishment. ¢ Increases in sales and direct
management e Foreign equity restrictions. investment.
consulting services e Restrictions on employment.
e Limitations on permissible
services.
Audiovisual services e Restrictions on importation and e Increases in sales and investment.
distribution. However, a restriction maintaining the
e Restrictions on establishment. Chinese Government's right to examine
¢ Quotas. the content of audiovisual products
e Limits on broadcasting. would likely delay the release of foreign
e Censorship. products.
e IPRviolations. e The Motion Picture Association
e Local production requirements. estimates increased revenues of $80
e Foreign investment restrictions. million for the motion picture industry.
Courier services e Restrictions on establishment. ¢ Increases in sales and direct

Restrictions on joint venture
expansion.

Limitations on permissible
services.

Restrictions on employment.

investment.

Financial services

Banking and .
securities services .

L]
Insurance services .

Table continues on next page.

Restrictions on establishment.
Minimum asset requirements.
Limitations on permissible
services.

Limitations on operation.
Restrictions on establishment.
Limitations on permissible
services.

Investment restrictions.
Foreign equity limitations.
Employment restrictions.

e Increases in sales and direct
investment.

e Broader scope of services.

e Some restrictions were not addressed
by the April 1999 offer, rendering the
effects of operative offer uncertain.

¢ One U.S. banking firm indicated
revenues from China—based operations
would increase by $5.2 million.

e Increases in sales and direct
investment.

e Broader scope of services.

e Some restrictions were not addressed
by the April 1999 offer, rendering the
effects of operative offer uncertain.
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Table ES—-2— Continued
Summary of Non—tariff barriers affecting services

Service sector Non-—tariff barriers Effects of April 1999 offer
Telecommunication e Restrictions on establishment. e Increases in sales and direct
services e Restrictions on foreign investment.
investment.
e Limitations on permissible
services.

e Foreign equity limitations.

Entire service sectorl e Restrictions on establishment. ¢ U.S. Embassy, Beijing estimates
e Limitations on permissible increased revenues of $3 to $5 billion.?
services.

e Foreign equity restrictions.

e Restrictions on joint venture
expansion.

e Restrictions on employment.

e Investment restrictions.

1 This includes all service sectors, both those treated above as well as those not treated in this study.
2 U.S. Department of State telegram, “China: Draft 1999 National Trade Estimate,” message reference No.
000721, prepared by U.S. Embassy, Beijing, Jan. 22, 1999.

Source: Compiled by USITC staff.

Effects on U.S. Trade in market access opportunities. These proposed TRQs
are at levels substantially above current import

SeIeCted AgfiCU|tha| PrOdUCtS volumes. These products have been subject to a

China’s April 1999 offer on agricultural products number of barriers, including tariffs, quotas, licensing
included several sectors identified by the United Statesrequirements, and state trading. While export potential
as priorities: wheat, corn, rice, soybean oil, and cotton. exists for U.S. industry, the extent of opportunity may
In its offer, China made specific commitments to be limited by the reserving of a share of imports and
replace existing barriers with tariff-rate quotas exports for state trading enterprises, as well as China’s
(TRQs) which if implemented, should increase U.S. actions on its domestic support policies and third
country exports. Foreign investment restrictions are

1 The WTO Agreement on Agriculture commits WTO unlikely to change (table ES-3).
members to tariffication, whereby quantitative restrictions on
agricultural imports would be converted into tariffs. WTO
members are allowed to replace non—tariff barriers with
tariff-rate quotas, in which a low tariff rate is applied to

imports of a product up to a particular amount, and a higher
tariff is applied to imports in excess of that amount.

Table ES-3
Summary of effects of Chinese institution of tariff—rate quotas on U.S. trade and U.S. foreign
investment under WTO accession, including China’s April 1999 offer

Product Effects
Grains:
Wheat Trade: Market access opportunities would likely be created by a TRQ. However,

the extent of any increase in U.S. exports would depend ultimately upon the role of
state trading enterprises, China’s production policies, and the competitiveness of
U.S. wheat exports relative to Australian and Canadian wheat.

Investment: There would be little or no effect on U.S. foreign investment in China
resulting from a Chinese TRQ.

Table continues on next page.
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Table ES-3— Continued
Summary of effects of Chinese institution of tariff—rate quotas on U.S. trade and U.S. foreign
investment under WTO accession, including China’s April 1999 offer

Product Effects

Corn Trade: Market access opportunities would likely be created by a TRQ. However,
the extent of any increase in U.S. exports would depend upon the role of state
trading enterprises, China’s production policies, and the competitiveness of U.S.
corn exports, relative to Argentine or third—country feedgrains.

Investment: There would be little or no effect on U.S. foreign investment in China
resulting from a Chinese TRQ.

Rice Trade: Market access opportunities for U.S. rice would likely be created by a TRQ.
However, the extent of any increases in U.S. exports would depend upon the role
of state trading enterprises, China’s production policies, and the competitiveness of
U.S. rice exports.

Investment: There would be little or no effect on U.S. foreign investment in China
resulting from a Chinese TRQ.

Oilseeds:

Soybeans Trade: Current U.S. market access opportunities maintained. The nominal TRQ on
soybeans (announced but never enforced) would be eliminated, and the current
3—percent duty continued.

Investment: There would be little or no effect on U.S. foreign investment in China
resulting from a Chinese TRQ.

Rapeseed Trade: Uncertain. The United States is a net importer of rapeseed and is likely to

remain so for the long—term.

Investment: There would be little or no effect on U.S. foreign investment in China
resulting from a Chinese TRQ.

Vegetable oils:

Soybean oll Trade: Market access opportunities would likely be created by a TRQ and by a
lower in—quota tariff rate. However, the extent of any increase in U.S. exports
would depend upon the role of state trading enterprises, China’s production
policies, and the competitiveness of U.S. soybean oil exports relative third—country
palm oil, rapeseed oil, and soybean oil exporters, and the extent of the VAT.

Investment: There would be little or no effect on U.S. foreign investment in China

resulting from a Chinese TRQ.

Table continues on next page.
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Table ES—-3— Continued

Summary of effects of Chinese institution of tariff—rate quotas on U.S. trade and U.S. foreign
investment under WTO accession, including China’s April 1999 offer

Product

Effects

Vegetable oils— Continued

Peanut oil

Palm oil

Sunflower or safflower
oil

Rapeseed oll

Corn oil

Trade: Uncertain. Total U.S. exports were valued at $4.5 million in 1998, with no
exports to China.

Investment: There would be little or no effect on U.S. foreign investment in China
resulting from a Chinese TRQ.

Trade: Uncertain. Since the United States does not produce palm oil, there would
be a negligible effect on U.S. exports of palm oil to China. However, to the extent
that a TRQ on palm oil is sufficiently open, U.S. exporters of some types of
vegetable oils may face a decline in exports as Chinese consumers substitute palm
oil for other oils.

Investment: There would be little or no effect on U.S. foreign investment in China
resulting from a Chinese TRQ.

Trade: Uncertain. China imports little sunflower or safflower seed oil. U.S. exports
to China have been negligible, although U.S. exports to the world totaled $265.5
million in 1998.

Investment: There would be little or no effect on U.S. foreign investment in China
resulting from a Chinese TRQ.

Trade: Uncertain. U.S. exports to China have been negligible, although U.S.
exports to the world totaled $97.1 million in 1998.

Investment: There would be little or no effect on U.S. foreign investment in China
resulting from a Chinese TRQ.

Trade: Uncertain. China imports virtually no corn oil. U.S. exports to China have
been negligible, although U.S. exports to the world totaled $359.6 million.

Investment: There would be little or no effect on U.S. foreign investment in China
resulting from a Chinese TRQ.

Other:

Cotton

Sugar

Table continues on next page.
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Trade: Market access opportunities would likely be created by a TRQ. However,
the extent of any increase in U.S. exports would depend upon the role of state
trading enterprises, how the TRQ is implemented, China’s production policies, and
the competitiveness of U.S. cotton exports. China presently has a surplus of
domestic cotton. China’s policies regarding cotton from Xinjiang Province may limit
cotton imports.

Investment: There likely would be little or no effect on U.S. foreign investment in
China resulting from a Chinese TRQ.

Trade: Uncertain. The United States is a net importer of sugar. U.S. sugar
producers would benefit from stability in world sugar trade that would result if China
liberalized its sugar market and permitted the market to adjust production.

Investment: A TRQ may possibly benefit foreign confectionary producers in
China, as lower tariffs on their foreign inputs would prompt investment.



Table ES-3— Continued
Summary of effects of Chinese institution of tariff—rate quotas on U.S. trade and U.S. foreign
investment under WTO accession, including China’s April 1999 offer

Product Effects

Other— Continued

Wool and wool tops Trade: Uncertain. The United States is a net importer of wool. However, as U.S.
consumption of wool drops due to a declining textile and apparel industry, U.S.
wool producers expect to look toward export markets such as China and wool top
producers desire to return to the Chinese market.

Investment: There would be little or no effect on U.S. foreign investment in China
resulting from a Chinese TRQ.

Source: Compiled by USITC staff.

Effects on the U.s. Economy of positive, but minor, in terms of growth in U.S. gross

. . . domestic product, total exports and imports,
RedUClﬂg Chlna’s Ta“ffs consumption, and wages (table ES-4). Accounting for
growth effects leads to slightly larger changes in all of
The USTR initially requested that the USITC these economic variables, although they are still small.
assess the impact on the U.S. economy of a 25-percenthis result is consistent with the fact that U.S. trade
and a 50-percent across-the-board cut in China’s 1992with China accounts for less than 1 percent of U.S.
and 1997 tariff rates. Subsequently, the USTR GDP. Moreover, it is consistent with the fact that no
requested an assessment of the specific tariff cutschanges in U.S. tariffs are required by China’s
offered by China in April 1999. Employing the accession to the WTO and thus only the indirect effects
China-WTO model, the study finds that the impact on of China’s changes would be noticeable in this analysis
the United States of the various tariff cuts considered isof the U.S. economy.

Table ES-4
Impact of April 1999 tariff offer on the U.S. economy
Static plus

Static effects growth effects 1
Item $ Billions % Change $ Billions % Change
GDP2 0.3 ©) 1.7 ©)
Household welfare gain2 .......................... 1.8 @) 3.3 *
Total eXports® . ... 1.5 0.2 1.9 0.2
Total imports® .. ... 0.9 0.1 1.1 0.1
Exportsto China® ......................ccoiini.. 2.4 9.0 2.7 10.1
Imports from China® .............................. 3.4 5.2 4.4 6.9
Terms of Trade ........ovviineiie i * 0.2 * 0.1
SKIlled WagES ...\ v ottt * ©) “* ©)
Less skilledwages ...........ooiiiiiiiiiiiaii.n. * ® * ©)

1 Growth effects include productivity growth and capital accumulation associated with China’s trade liberalization.

2 These estimates reflect flexible exchange rates.

3 Change less than 0.05 percent.

4 Not applicable.

5 Exports are valued at f.0.b prices. Imports are valued at c.i.f. prices. These estimates reflect fixed exchange
rates.

Source: USITC staff estimates for base year 1998.

XiX



A more significant impact is found on U.S.-China reforms would be agriculture, paper and pulp,
trade flows. Imports into China would be stimulated chemicals, rubber, and plastics, other transport
by its tariff reductions; as a result, U.S. exports to equipment (including aircraft), and machinery and
China would likely be approximately 10 percent equipment. Sectors that are expected to be negatively
higher. U.S. imports from China are also estimated to affected are footwear, wearing apparel, wood products,
be almost 7 percent higher as trade liberalization helpsand other light manufactures.
make China’s export sectors more competitive. As a Exports of cotton, beverages and tobacco, and
result of this increase, the model estimates an increas‘?/egetable oils to China are expected to increase
in the U.S. trade deficit with China. However, the U.S. significantly as a result of the tariff reductions

trade balance with the world is estimated to_ remain proposed by China. Wheat and other grain (e.g., corn)
unaffected as US bilateral trade balances with Otherexports, where tariff reductions are not as large, would
trading partners improve (table ES-5). also increase. In terms of value of sales to China, the

Economic impacts are more noticeable at the largest increase is estimated to be in machinery and
sectoral level, both in terms of overall sector and equipment, although competition from other countries
export growth (tables ES-6 and ES-7). The U.S. would limit U.S. exports to China in most industrial
sectors most positively affected by China’s trade goods.

Table ES-5
Impact of April 1999 tariff offer on the direction of change in U.S. bilateral trade balance
Static
plus
Static growth
Partner effects effects 1

—  $U.S. millions —

CaNAdA . oot 24 27
MEXICO .« oot ittt e 89 83
EU e e e 74 39
JAPaAN o e e 63 115
Other OECD ...t e e e e -21 -18
KOT A . .o 129 133
TaIWAN .« e 300 329
HONG KON . . -172 477
CNiNa o -149 -586
ASE AN L 126 47
SOULh ASIa ..o 194 113
ReESt Of WoOrld . . o e 7 -83
O . . 664 674

1 Growth effects include productivity growth and capital accumulation associated with China’s trade liberalization.
Source: USITC staff estimates for base year 1998, reflecting fixed exchange rates.
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Table ES-6
Impact of April 1999 tariff offer on U.S sector growth
(Percentage change)

Static plus

Static growth
Sector effects effects 1
VREat ... 0.1 0.2
RICE . -0.1 -0.1
Ol grain .o 0.1 0.1
OIlSBBAS . . 0.5 0.7
SUGAN ottt -0.1 -0.1
GOt 0N o e 2.2 2.4
Vegetable 0ilS . . . ... 14 15
V00l o -0.1 0.2
Beverages and tobacCo . ... ... 0.2 0.2
T XUl .o -0.5 -0.5
Wearing apparel .. ... -1.1 -1.2
Footwear and leather . ... ... .. e -1.7 -1.9
WOO PIOTUCES . . . oottt e e e e e e e e e e e e e e -0.1 ®
Paper and PUID . ..ottt ® 0.1
Petroleum prodUCES . .. .. ...ttt e ®) 0.1
Chemicals, rubber and PlastiCs . ... ...ttt ® )
MIneral ProdUCES .. ... v ettt ettt et e e e e e e @ ®
IFON AN SEEEI . . .ottt e ®) ®
Other MELAIS . . .o\ttt e e e e ® @)
Metal PrOAUCES ...ttt et e e et e e e e e e e e e 3 ®
Motor vehicles and parts . ....... ... -0.1 ®
Other transport @QUIPMENT . . . ..o\ttt ettt et e et et et ® )
ElectroniC eqUIpmMeNnt .. ... @) -0.1
Other machinery and equUIPMENt . . ... .. o e 0.1 ®
Other manufaCtures . ... i -0.8 -1.0

1 Growth effects include productivity growth and capital accumulation associated with China’s trade liberalization.

2 Change less than 0.05 percent.
Source: USITC staff estimates for base year 1998.
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Table ES-7
Impact of April 1999 tariff offer on U.S. exports to China by sector

Static plus
Static effects growth effects 1

Sector $ U.S. millions % change $ U.S. millions % change

Wheat ......... 33.0 15.5 42.8 20.8
RICE o ® ©) @) ©)
Othergrain ....... ... 56.6 27.6 66.4 33.6
Oilseeds ... -5.6 -7.9 -1.9 -2.9
SUGAT .« .ttt e ® 3.4 ® 11.2
COttON ..o 230.1 59.2 252.3 67.7
Vegetableoils ......... .. . 288.5 145.8 294.4 154.1
WOOl & ® 3.4 ® 7.8
Beverages and tobacco ....................... 222.9 1245 217.7 127.3
Textiles ... 44.1 21.6 47.9 23.9
Wearing apparel .......... ... .ol 12.6 28.4 125 29.1
Footwear and leather ......................... 126.7 21.3 138.1 23.8
Wood products .. ... 4.3 1.7 10.1 4.2
Paperandpulp.......... ... ... ... i 84.5 11.6 102.3 145
Petroleum products .......... ... ... i 9.8 11.3 12.6 151
Chemicals, rubber and plastics ................. 102.2 2.8 170.0 4.8
Mineral products ............ .. ... i 13.3 5.0 17.9 6.9
ronandsteel ........ ... i, 10.0 3.0 16.4 5.1
Othermetals ........... ..o, 17.7 7.3 23.9 10.1
Metal products ......... ... . . i 62.5 12.3 70.9 14.3
Motor vehiclesand parts ...................... -592.8 -7.5 -329.2 -4.3
Other transport equipment ..................... -107.6 -7.5 -75.2 -5.3
Electronic equipment ......................... 283.6 14.1 330.9 16.8
Other machinery and equipment ................ 515.6 11.0 611.8 13.2
Other manufactures .......................... 205.6 114 208.4 119.1

1 Growth effects include productivity growth and capital accumulation associated with China’s trade liberalization.
2 Change less than $500,000.
3 Change less than 0.05 percent.

Source: USITC staff estimates for base year 1998.

Effects on the U.S. Economy of greater_in _Chir_1a’s appare_l indL_lstry becau_se apparel
China’s Participation in the production is highly labor-intensive and China has an

abundance of skilled, low-cost labor. The production
WTO Agreement on Textiles of textile products, such as fibers, yarns, and fabrics, is
and Clothing

more capital intensive. China, however, is
restructuring its textile industry, selling off excess and
China is the world’s largest single country exporter outdated capacity and modernizing production.
of textiles and apparel products. Almost three-quarters . )
of U.S. sector imports from China consist of apparel, ~ Under the Agreement on Textiles and Clothing
virtually all of which are covered by some type of (ATC), the textile and apparel quotas are being phased
quota. Although the majority of apparel from China out over a 10-year period, with full elimination of
continues to be of low- to medium-quality, the Chinese quota restrictions on WTO members occurring on
apparel industry is becoming more quality oriented and January 1, 2005. A multi-period version of the
is beginning to produce higher-valued goods, China-WTO model is employed to estimate the impact
particularly in those operations being guided by on the U.S. economy of China’s inclusion in the ATC
producers in Hong Kong. The potential for growth is quota phase-out.  The model accounts for the
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differences in country quota rates of grofvtturing continue to face quota restrictions in the U.S. market,
the phase-out period. This assessment is done at th€hina’s U.S. market share would remain essentially
aggregate and not at the commodity level at which unchanged (figure ES-1). The share of the U.S. textile
quotas are applied. import market captured by other restricted suppliers
would expand somewhat during 1998-2004 because of
The model results suggest that the overall impact the accelerated quota growth rate mechanism under the
on the U.S. economy of China’s participation in the Agreement on Textiles and Clothing, and this group
ATC would be positive. The economy-wide welfare would continue to take a larger share of the U.S.
gains for the United States would amount to about $2.4market through 2010.
billion in 2006, while GDP would increase by about , o ) .
$1.9 billion from the elimination of quotas in the same If quotas on China are eliminated, its share in the
year. This occurs as a result of efficiency gains from U.S. textile market would increase slightly, to about 11
factor reallocation in the U.S. economy, as well as Percent by 2010. In the case of the U.S. apparel

from lower-priced goods imported into the United Market, China's share would increase by about 18
States. percentage points if quotas are removed after

December 31, 2004, resulting in China obtaining over

Certain data limitations prevented the Commission 30 percent of the U.S. import market (figure ES-2).
from providing estimates of changes in U.S. textile and This increase in China’'s share in the U.S. import
appare| production, emp'oyment, importS, and market would occur as Chinese prOdUCtS would
exports3 However, the simulation results suggest that displace exports from other suppliers, particularly
inclusion of China in the ATC quota phase-out will Suppliers whose exports currently are not restricted by
likely have a small impact on U.S. imports of textiles guotas ke., the “rest of world” group).
and a larger effect on U.S. imports of apparel.

Although much of this increase in China’s exports of

textiles and apparel comes at the expense of other .

suppliers to the U.S. market, the U.S. textile and EﬁECtS Of WTO Accession on

apparel industries could also be affected, with U.S. China

apparel producers and workers experiencing the more

adverse effects. Because the accelerated quota growth As in its analysis of the impact of WTO accession

rates for China for many of the U.S. textile and apparel on the United States, the study assesses the effect of

quota categories are low and the quotas are likely toWTO accession on China using both quantitative and

constrain trade, the adverse effects are likely to bequalitative approaches. The China-WTO model was

experienced after the end of the phase-out period (i.e.used to estimate the impact of China’s tariff cuts; a

after December 31, 2004). qualitative discussion is provided to analyze the
possible impact of WTO accession on the future course

According to the model results, U.S. of China’s economic reforms.
capital-intensive exports to China would increase by
more than $300 million a year after the elimination of
textile and apparel quota restrictions in 2005. This is
because the expansion of China’s production and trad
in labor-intensive manufactures would likely result in
higher demand for capital- and skill-intensive
manufactured goods in China.

As noted earlier, China has undergone phenomenal
change in recent years both in terms of GDP growth
and changing trade patterns. Whether China joins the
WTO or not, its growth and future trade patterns will
continue to evolve due to broader economic forces. In
particular, the ongoing relocation of industries among
East Asian countries and China’s participation in

The model also demonstrates the impact that multi-country production arrangements with its East
China’s inclusion in the ATC would have on U.S. Asi.an neighbors are having a profound impact on
import market shares. If China's textile products Chinas trade patterns.

Employing the China-WTO model, the study finds
2 The Agreement on Textiles and Clothing requires that China’s economy would expand by 4 percent as a

importing countries to increase the base quota growth rates i ; : ; ;
for major supplying countries by 16 percent for WTO result of China’s April tariff 1999 offer, taking into

members on January 1, 1995; by an additional 25 percent on account the growth effects of such liberalization (table
January 1, 1998; and by yet another 27 percent in 2002. TheES-8).  This reflects the efficiency gains from

modeling data in this exercise were obtained from the . - : : .
International Textiles and Clothing Bureau in Geneva. liberalization that would induce further investment in

3 See Additional Views of Commissioner Stephen China’s economy, thereby expanding production. In
Koplan. addition,
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Figure ES-1
Share of U.S. imports of textiles: 1998-2010
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Note.—Other restricted suppliers include three model regions: South Asia, ASEAN, and “other restricted suppliers.” Rest of
world includes six model regions: Canada, the EU, Mexico, Japan, other developed countries, and “all other countries.”

Source: Based on USITC staff estimates.
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Figure ES-2
Share of U.S. imports of apparel: 1998-2010
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Table ES-8
Impact of April 1999 tariff offer on China’s economy
(Percentage change)

Item Static effects Static plus growth effects 1
GDP 0.9 4.1
Welfare . ... -0.3 2.1
Termsoftrade ......... oo 2.1 -1.8
Total EXPOItS ... 10.1 12.2
Total IMports . ... 11.9 14.3

1 Growth effects include productivity growth and capital accumulation associated with China’s trade liberalization.
Source: USITC staff estimates for base year 1998.

China would benefit from increased imports of capital well. WTO accession could lead to greater
goods, which are expected to improve its productivity. standardization of Chinese economic policies at the
Overall, China’s exports would increase by 12 percent, provincial and local level. Such standardization could
again taking into account growth effects, while its be beneficial to U.S. firms in China, but could inhibit
imports would increase by 14 percent. local-level experimentation with new reforms. China’s
The potential impact of WTO accession on the state-owned enterprises, which enjoy substantial
future course of China’s economic reforms is complex. political influence and privilege, are currently weak
In general, countries that liberalize trade are likely to financially, and would come under intensified pressure
adopt more open economic policies in other areas asfrom international competition under WTO accession.
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CHAPTER 1
Introduction

as the alternative tariff reduction scenarios. However,
Purpose and SCOpe the lack of necessary data precluded a quantitative
Of the Report assessment of the likely effects of the liberalization of

NTBs specified in the April 1999 offer. Therefore, this

The United States Trade Representative (USTR) study includes no quantitative estimates of the changes
requested the International Trade Commission (USITC, arising from NTB liberalization as specified in the
or the Commission) to assess the probable economicApril 1999 offer. Rather, it provides a description of
effects on the United States of China’s accession to thethe expected results of liberalizing these barriers. The
World Trade Organization (WTO). The USTR study does provide, to the extent data were available, a
requested that the analysis include an assessment of thquantitative assessment of the removal of selected
April 1999 tariff offer, alternative tariff reduction NTBs when the impact of the alternative tariff
scenarios, as well as the likely effects from China’s reduction (across-the-board 50 percent cut) scenario is
offer to liberalize market access and remove non-tariff estimated.
barriers (NTBs). This study does not include, for
example, analysis of many aspects of agriculture,
sanitary regulations, technical standards, trade—related‘;
investment measures, antidumping or subsidies
measures, rules of origin, preshipment inspection, or
safeguards, all of which are WTO agreements that any
applicant for accession must implement.

The USTR requested that the Commission prepare

report that provides a comparative static analysis
ased on actual trade and related economic variables
from a recent representative period, and which
reflects, to the extent possible, how those trade and
related economic variables would have appeared in that
same period had China been a member of the WTO.

The Commission initiated work on this fact-finding The USTR asked that the analysis include all
investigation, under section 332(g) of the Tariff Act of adjustments that would result from China’s lowering
1930 (19 U.S.C. 1332(g)), following receipt of a letter and binding its tariffs, accepting WTO disciplines on
of request from the U.S. Trade Representative (USTR),NTBs, and fully complying with all other WTO
on December 18, 1998.0n May 5, 1999, the USTR  obligations.
requested an expansion in the scope of the gpecifically, the USTR requested that the
investigation to include an analysis applicable to Commission’s comparative static analysis report on the
China’s tariff offer made in April 1999. On June 16,  following standard U.S. economic variables: aggregate
1999, the USTR requested amplification of the analysis exports and imports with China and the world;
and quantification of the effects on the U.S. economy employment; average labor productivity; average labor
of the full range of market access commitments (e.g., Compensation; gross domestic product; Changes in
from telecommunications and insurance to elimination y.s. trade, investment, output, and employment at the
of non-tariff measures) in China's April 1999 offer gsectoral level; and changes in consumer prices of
with particular emphasis on the effects of the removal various affected goods and services. In the December
of restrictions on trading rights and the liberalization of 18 1998 letter, the USTR requested that the
distribution serviced. The Commission was able to  Commission assess the effects of both a 25 percent and
quantitatively assess the impact of the tariff 3 50 percent across-the-board cut in Chinese tariff
commitments contained in the April 1999 offer as well rates. Each tariff reduction is taken in turn from two
sets of base rates: (1) China’s 1992 tariff rates and (2)

! See appendix A for the request letters and appendix B China’s 1997 tariff rates. As, indicated above, the May
and C, respectively for the Federal Register Notice and the

list of hearing participants. 5, 1999' letter .requeste'd an exter]sion of the
2 Appendix A. comparative static analysis incorporating the tariff
3 Ibid. offer made by China in April 1999.
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In the December 18, 1998 letter the USTR also e The effect of the removal of U.S. quantitative

asked the Commission to assess changes in U.S. trade, restrictions on textile and apparel imports on all
U.S. foreign investment, and the U.S. domestic WTO members, relative to the inclusion of

economy resulting from certain non-tariff aspects of China, in the context of the U.S. bilateral

China’s possible accession to the WTO. The USTR agreements on textiles and apparel with China;
asked that such an analysis of NTBs be quantitative to and

the extent possible, or qualitative where either data or
methodological limitations precluded quantitative
estimates. As indicated above, in the June 16, 1999
letter, the USTR requested an amplification of the
analysis of the NTBs to reflect the offer made by China
in April 1999.

Specifically, the Commission has been asked to In the December 18, 1998 letter, the USTR asked the
assess the following non-tariff aspects of China’s Commission also to provide an overview of China’s
possible WTO accession agreement: trade and investment patterns, as well as the effect of
China’s accession on its patterns of trade, economic
growth, and internal economic reforms. The
quantitative assessment of China’s accession on its
pattern of trade and economic growth reflects the
«  Acomparison of the current trade situation with 'mPact of the April 1999 tariff offer only and does not

China to the institution of tariff-rate quotas as mc_Iude the impact of I|beral|z_at|on .of China’s non-

part of an accession package on the following tariff barriers on these economic variables.

agricultural products: corn, cotton, oilseeds,

rice, sugar, vegetable oils, wheat, wool, and

wool tops; ApprOaCh

The Commission has taken a multi-part approach
e The elimination of China’s trade-related in response to the USTR’s request. When numerical
investment measures such as export information is available for China’s rates of protection
performance requirements, local content by individual sector, quantitative estimates are
requirements, and trade and foreign exchange provided using a formal economic model. When this
balancing; information is not available, a qualitative analysis of
the likely effects of China’'s WTO accession is
) . ) ) provided. Data on levels of protection for trade in
* Market openings in the following Chinese geryices are not available. The full economy-wide
service sectors:  distribution  (including penefits to the United States suggested by the
commission agents, wholesaling, retailing, and guantitative approach are therefore, understated
franchising); financial services (including pecause these results do not account for China’s
insurance); telecommunications  (including iperalization of trade in these sectors. A third
basic and value-added services); audiovisual gpproach uses quantitative and qualitative analyses
services (motion picture distribution and sound \yhere there are incomplete protection data for a sector.
recording distribution); tourism and travel; |5 some sectors tariffs and NTBs restrict trade;
land-based air courier services; business nowever, only tariff data are complete. For example,
services including professional services, tayiffs are available for agricultural commodities but
consultancy and advertising; and business gccyrate measurement of the trade impediments arising
services auxiliary to distribution such as rental from state trading enterprises is problematic. In that
and leasing of equipment, maintenance and case, input from industry sources is used to assess the
repair, packaging, storage, and warehousing; ikely economic impact of liberalization.

To the extent data are available on NTBs, a
¢ Ananalysis of the effect of China’s compliance quantitative assessment has been made on the likely
with WTO rules on or affecting transparency, effects of removal of these trade barriers; but the
national treatment, judicial review, state assessment for most of the NTBs is qualitative. The
trading, offsets, and protection and transfer of primary source of quantitative information on China’s
technology; NTBs for this study is the Institute for International

e Any other change in the conditions of trade with
China that is a result of accession and likely to
materially affect U.S. trade and investment
flows.

e The elimination of China’s WTO-inconsistent
licensing, quota, and tendering requirements;



Economics (IIEff The IIE has calculated tariff April 1999 tariff offer, alternative Chinese tariff
equivalents (TEs) for China’s NTBs applicable to reduction scenarios, the removal of selected NTBs, and
imports of 25 of China’s most highly protected the inclusion of China in the phasing out of textile and
agricultural and manufactured produetsThese 25  apparel quotas as specified by the ATC.

products accounted for about 30 percent of all Chinese Chapter 2 provides a profile of China’s trade,
imports in 1994. The estimated TEs, along with tariff investment, and trade barriers during the period
data, were incorporated in the formal model framework 1990.97. Chapter 3 describes the Chinese non-tariff
to estimate the incremental impact of removing these py5riers (such as state trading, licensing, quotas, and
selected NTBs on the U.S. economy beyond the S50endering requirements among others) as well as a
percent cut in 1997 tariff levels. As shown in chapter giscyssion of the effects on the U.S. economy of the
7, the incremental impact of removing NTBS apil 1999 offer related to these trade barriers.
applicable to these 25 Chinese products would havechapter 4 presents a qualitative analysis of the effects
increased benefits to the U.S. economy significantly in o the U.S. economy of instituting Chinese tariff-rate
terms of higher U. S. gross domestic product (GDP), qyotas on selected agricultural products. Chapter 5
economic welfare, and exports. The lack of necessaryprgyides a discussion of the effects of the April 1999
data on TEs precluded the quantification of the impact chinese offer for certain Chinese service sector market
on the U.S. economy of removal of Chinese NTBS as qnenings. The assessments in chapters 3 through 5 are

specified in the April 1999 offer thereby, understating pased on input from industry representatives.
the benefits to the U.S. economy from the elimination

of these non-tariff barrief. Chapter 6 analyzes the likely effects on China of its

WTO accession, using the China-WTO model, and
The Commission also estimates the impact on thealso discusses the potential effects of accession on
U.S. economy of removing U.S. quotas on textile and China’s economic reforms. Chapter 7 presents the
apparel imports on all WTO members, relative to the effects on the U.S. economy of reductions and removal
inclusion of China, in the context of the U.S. bilateral of Chinese tariffs and certain quatifiable NTBs,
agreement with China. The data on quota growth ratesrespectively, using the China-WTO model. The likely
for WTO countries that were used for estimating the impact of the recent tariff offer made by China in April
impact of the phasing out the textile and apparel quotas1999 on China and the United States is discussed in
as specified by the ATC were calculated from data chapters 6 and 7, respectively.
provided by the International Textiles and Clothing

Bureau (ITCBY Finally, chapter 8 examines the effect of removing

U.S. quantitative restrictions on textile and apparel
imports on all WTO members, relative to the accession
of China, in the context of the U.S. bilateral agreement
: : on textiles and apparel with China. A multi-period
Organlzatlon Of the Report version of the China-WTO model is employed to
estimate the impact on the U.S. economy of phasing

The remainder of this chapter discusses the - >
out the textile and apparel quotas as specified by the

quantitative approach taken by the Commission to
assess the impact on the U.S. economy of China'sATC:

4 Zhang Shuguang, Zhang Yansheng, and Wan . . .
Zhongxin,Measuring the Cost of Protection in Chjna Overview of the Quantitative
(Washington DC: IIE, November 1998), Institute for
International Economics. See appendix E. AppmaCh

5 A tariff equivalent of a quota is calculated as the tariff .
which, if applied to an import, would have the same effect in The USTR asked for an assessment of a wide

restricting imports as the quota which is being applied. see  range of impacts on the U.S. economy of China joining
A. Deardorff and R. Stern, “Measurement of Non-Tariff the WTO: these range from the impact on selected
Barriers,” OECD, OCDE/GD(97) 129 (OECD: Paris, 1997). . . .

6 The April 1999 offer covered various NTBs that U.S. agricultural commodities to economy wide effects
potentially affect all traded sectors (both merchandise and ~ On GDP and aggregate trade. Trade policy reforms, for
services). In some instances, this liberalization is scheduled the purpose of the analysis presented in the quantitative

to be staged over time. In addition, the offer does not specify . ; ; ; ;
total elimination of all NTBs. Consequently, the existing part of this study, include the tariff reductions shown in

estimated TEs could not be readily adapted to capture the ~ China’s  April 1999 offer, as well as an
specific changes contained in the April 1999 offer. “across-the-board cut in Chinese MFN tariff rates.”
! The ITCB, located in Geneva, is an international An analysis of such broad-based tariff reforms requires
organization established in 1985 by developing country del with h . fall .
exporters of textiles and clothing that were parties to the @ Model with comprehensive coverage of all economic
Multifiber Arrangement (MFA). activities. Estimating the effects on the U.S. economy
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from China’s accession to the WTO is complex As with other global CGE models, the China-WTO
because it involves all industrial sectors and many model is structured to estimate the impact of various
countries. There are a number of factors that will types of trade policy changes. The model provides
affect the U.S. economy as a result of China’'s extensive detail on various commodity and factor
accession to the WTO. The United States competes inprices across sectors and regions. It follows the
China’s market with other supplying countries that standard assumptions as other computable general
would also have access to a more open market afterequilibrium models regarding perfect competition,
China enters the WTO. How the U.S. economy will be constant returns to scale, inter-sector factor mobility,
affected depends partly on the economic response andnd national product differentiation in traded goods.
competitiveness of all other countries trading with Accounting constraints are imposed both at the
China. How the effects of China’s WTO accession are macroeconomic and microeconomic level to ensure
distributed across countries will depend on the size of consistency in market adjustments caused by a given
existing bilateral trade and the corresponding level of policy change. When industry costs exceed revenues
protection. Therefore, a model with bilateral trade not as a result of a policy change, contraction occurs until
only for China and the United States, but also for other profitability is restored, or, if excess profits
countries, is most appropriate to assess the likelyaccumulate, expansion of the industry occurs until
effects on the U.S. economy of China's WTO profitability returns to a competitive level. It is
accession and such a model is employed in this studyassumed that firms will seek the least costly means of
producing a given level of output. The model allows
for substitution between inputs which is consistent with
The China-WTO Model profit maximization assumptions. Inputs can be
A multi-country model with economy-wide purchased from the domestic market or from foreign

coverage of merchandise and service sectors, i.e., @0Urces. Thus, when tariffs on imports are cut, firms
global computable general equilibrium (CGE) model, substitute domestic inputs in favor of foreign-produced
is employed in this study. This model is the inputs in order to maximize profits. Firms pay factors
China-WTO moded This model, described briefly of production in the form of wages to labor and returns
here, has been applied extensively in research related® OWners of capital. This provides the household with

to analyzing various aspects of China’s accession to thdc0me which is used for consumption and savings.
WTO.? Additional information on the specification of The household is constrained by the level of income it

the China-WTO model can be found in Appendix D. receives from firms. Consistent with standard
economic assumptions, it is assumed that consumers

8 For the purpose of this analysis, the world economy is  Seek the highest level of consumption and saving for a
divided into 14 regions to reflect China’s key trading given level of income. The model allows households

partners. These are: the United States; Canada; Mexico; the : ; ; At
European Union (EU): Japan: South Korea; Taiwan: Hong to substitute between goods to satisfy this objective.

Kong; China; ASEAN (Singapore, Malaysia, Thailand, For a given policy change, markets adjust according to
Philippines, and Indonesia); South Asia (India, Bangladesh, supply and demand conditions determined by the

Nepal, Pakistan, and Sri Lanka); other OECD countries - . -
(Australia, New Zealand, and the European Free Trade interaction between firms and consumers.

(EFTA) countries); other Multi-fiber Arrangement (MFA) . I
quota-restricted suppliers (Brazil, Turkey, and Central The China-WTO model has the flexibility to

America, and the Caribbean); and the rest of the world. address several distinct policy implementation

Production and trade flows for each model region are ; ; _hari
presented for 40 sectors which are: paddy rice; wheat; other scenarios. The model can be used as a single-period

grains; vegetables, fruits, and nuts; oil seeds; raw sugar; comparative static model where the base period does
plant-based fibers; other crops; bovine cattle, sheep, goats, not change or it can also be used as a multi-period

and horses; other livestock and raw milk; wool and i
silk-worm cocoons; forestry; fisheries; mining; meat model where the base is updated from year 1o year at

products (beef’ Sheep, goatsy and horse); other meat the same time pOliCieS are implemented. Both versions

products; vegetable oils and fats; dairy products; processed of the model are used in this study to address specific

rice; sugar; other food products; beverages and tobacco; : :
textiles; apparel; leather products; wood products; paper policy questions posed by the USTR. The

products; petroleum and coal; chemicals, rubber, and

plastics; mineral products; iron and steel; other metals; metal 9_Continuel
products; motor vehicles and parts; other transport and Taiwan Accession to the World Trade Organization:
equipment; electronic equipment; other machinery; other Implications for U.S. Agriculture and TradeAgricultural
manufactures; traded services; and non-traded services. Economicsvol. 17, pp. 239-264, 1997; “The Impact of
These sectors are described more fully in appendix D. China and Taiwan Joining the World Trade Organization on
9 For recent applications of this model, see Zhi Wang, U.S. and World Agricultural Trade: A Computable General
“Impact of China’s WTO Entry on the World Equilibrium Analysis,” Technical Bulletin No. 1858, U.S.
Labor-Intensive Exports Market: A Recursive Dynamic CGE Department of Agriculture, Economic Research Service,
Analysis,” The World Economy2(3), May 1999; “China Washington DC, 1997.
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single-period version of the model is used to estimateincrease income and savings which then stimulate
the comparative static results of tariff reductions as investment activity. The China-WTO model takes into
well as removal of certain NTBs. A comparative-static account new investment that is added to the existing
analysis involves a comparison between two economiccapital stock, providing additional productive capacity
states: with the policy change and without the policy for the economy2 The growth in total factor
change. That is, how would the U.S. economy look in productivity, which reflects growth in productivity of

a given period if China had already joined the WTO land, labor, and capital, is related to technology
compared with the actual state of the economy in theansfer.  In the China-WTO model, technology is

same period. The purpose of using a formal model is gmpodied in imports of technology-intensive goods.
to simulate this alternative state in a consistent mannerProductivity growth depends on the volume of

e, s e Saeechology ntnsive mports used as_mermedit
: P inputs in the production process of other goods and

as the size and composition of the labor force are hemservices which can then be exportdd. The
constant, the outcome after full adjustment cannot be”. . . portea.
single-period model estimates reported in the study

viewed as a projection into the future; rather, it is a ; . T . ;
counterfactual scenario. This is a common means 0flnclude the full adjustment of China’s tariff reduction;
that is, they reflect growth effects. Ignoring these

performing policy analysis. The usefulness of a : ;
comparative static analysis is that simulated changes ind"owth effects may bias the estimated effects.
economic variables can be attributed only to relevant

policy changes The impact on the U.S. economy of phasing out the

textile and apparel quotas as specified by the WTO
Holding all factors of production constant yields Agreement on Textiles and Clothing (ATC) is

static effects which stem from more efficient use of estimated by employing a multi-period model. In this
existing resources. Greater efficiency can be achievedversion of the model, factors of production and GDP
through reallocation, as factors of production move are simultaneously updated over time along with policy
from less productive activities to more productive changes. This allows for simulations of economic
activities. Economic gains associated with reallocation variables (such as exports, imports, and wages) over a
are calledstatic allocative efficiencgains. They are  real time path. Results are then presented along a time
static gains because there is no change in the size of théne rather than as an alternative state of the economy,
labor force or stock of capital in the economy. In as is done using the single period comparative static
considering China’s WTO accession, some of the model.

efficiency gains would include labor migration into
more productive sectors of the Chinese economy. This
effect would be captured in all static models.
However, there are secondary effects beyond static
allocative efficiency effects that can result from trade
liberalization. These are known as growth effétts
since they augment factors of production induced by
policies changes. For growth to occur from policy
changes, factors of production such as land, labor, an
capital must increasé. Trade liberalization can

As with other models, it is possible to implement
alternative macroeconomic assumptions. Alternative
scenarios for different exchange rate policies can be
used in assessing the effects on the U.S. economy from
China’s accession into the WTO. This is important
because how China’s current trade surplus will adjust
as a result of a more open trade policy will depend to
Jome degree on China’s exchange rate policy. In this
study, simulations are run with both the fixed and
flexible exchange rate scenarios depending on the
variables analyzed. Macroeconomic variables such as

10 The term “growth effects” for the purposes of this
study refers only to the effect on an economy of growth in

production capacity and total factor productivity (i.e., growth 12 This treatment of the growth in capital is described in
in the productivity of land, labor, and capital stock) that Joseph Francois, Bradley McDonald and Hakan Nordstrom
occurs as a result of trade policy changes. These (1995) “Assessing the Uruguay Round,” in Martin and

policy-induced effects are described more fully below and ~ Winters (eds)The Uruguay Round and the Developing

are distinct from capital accumulation, productivity growth,  EconomiesWorld Bank Discussion Paper 307, The World
and labor and human capital growth that would occur Bank, Washington, DC. See appendix D for details.
regardless of trade liberalization. These growth effects also 13 The increased productivity experienced by

referred to as dynamic effects are secondary effects beyond developing countries due to increased imports of capital

the static efficiency effects. For a more general discussion on equipment has been documented empirically. See Xiaoming

the growth or dynamic effects associated with trade Zhang and Heng-fu Zou, “Foreign Technology Imports and

liberalization see ITC publication 3069, “The Dynamic Economic Growth in Developing Countriedyorld Bank

effects of Trade Liberalization : An Empirical Analysis,” Policy Research Working Papbio. 1412 (Washington DC:

Investigation No. 332-375, October 1997. World Bank, September 1995), and Hadi Salehi Esfahani,
11 For further discussion, see “Special Issue: Trade “Exports, Imports, and Economic Growth in

Liberalization and Productivity Growth in Asia,” Institute of Semi-Industrialized CountriesJournal of Development
Developing Economies, vol. XXXII, No. 4, December 1994. Economicsyol. 35 (1991), pp. 93-116.
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aggregate trade balances are influenced byexample, the model assumes that factors of production,
macroeconomic policies. By maintaining a flexible such as labor, can be reallocated relatively easily and
exchange rate regime, a country can affect aggregatevithout cost from one sector to another. Thus, the
trade thereby counteracting the effect of tariff policy results do not reflect the short-run impact associated
changes on the aggregate trade balance. Measuring theith China’s WTO accession, but rather they illustrate
impact on aggregate trade from trade liberalization the potential adjustments that could occur over the long
using a flexible exchange rate rule is therefore not term.

meaningful for the purposes of the analysis of this S _ )
study. To assess the impact of trade liberalization on  Another limitation stems from a bias found in
aggregate trade requires a macro environment Wherewrtually any quantitative analysis of economic data
exchange rates are fixed. This is how aggregate tradéhat arises from the process of data aggregation. In
(total exports and total imports for the United States part!cular, international trade is carried on in thousarjds
and China) is estimated using the China-WTO model. of dlfferent_ products and services. For_ dat_a collection
However, using fixed exchange rates and allowing gnd reporting purposes, tr_ade information is collapsed
trade balances to vary prevents the valid measurementnto some 6,000.tar|ff line items for the United States.
of other variabled4 To provide valid estimates of all For most analytical purposes that represents far too
variables requested by USTR it is necessary to use botfnuch detail to be computationally tractable.
fixed and flexible exchange rates in the model. ResultsFurthermore, analyses and comparisons of data
presented in this report refer to the flexible exchange collected from_ different couptrles require that data be
rate simulations, except for the estimates representingddgregated into categories that are generally

total exports and total imports and trade balances. ~ comparable from one country to another.  This
reduction and aggregation introduces two general

In the December 18, 1998 request letter, the USTR sources of bias into a modeling exercise.

also asked the Commission to assess the effects of ) o ]
China's WTO accession on the distribution of The first source of bias involves the calculation of

household income in the United States. The currentt@riffs for aggregated product categories. Typically (as
structure of the model however, does not fully permit in this study), the total tariff revenue for an aggregation
this type of assessment. The model does notof commodities is divided by the total trade in the
distinguish between households of different incomes @dgregation to derive an ad valorem equivalent average
within a region. This limits the ability to examine the tariff for the aggregation, which is essentially
effects on distribution of household income in the €quivalent to weighting the individual tariffs by their
United States from China’s accession into the WTO. It trade volumes.  This procedure tends to mask the
is, however, possible to report on changes in Wageimportance of those products within the aggregate that
compensation for skilled and unskilled labor in the have particularly high tariffs (“tariff spikes”), and
U.S. economy. Such changes in labor compensationWhiCh therefore present a greater barrier to imports
should provide an indication of the effects on the than would be the case if all goods within the

distribution of income in the United States. aggr_egati(_)n had the same “average” tariff. _ The
relationship between the level of an import-weighted

In general, global models do not provide different average tariff and the effects of the individual tariffs
treatment of market structures by individual country. that comprise the group depend on correlation between
The U.S. economy could be characterized as havingthe levels of these tariffs and the price responsiveness
more flexible markets than China. Although markets of final demand for the goods in questiénModeling
have become less rigid in China since reforms began inthe reduction of an aggregate average tariff would thus
1978, there still remain inter-regional migration tend to understate the effect of reducing the tariff of a
restrictions, controls on wages and interest rates, andchigh-tariff component of the aggregate.
trade restrictions (see chapters 3, 4, and 5). The

China-WTO model assumes mobility of factors of  Another source of aggregation bias is due to the
production and well-functioning markets. For likelihood that goods within an aggregate may not be
close substitutes for one another. In particular,

14 Changes in the trade balances must be offset by imported goods of a particular category may be quite

savings and international investment. Greater savings for ~ dissimilar to a country’s domestic product in that

foreign investment reduces domestic consumption making category. However, when the price of an import falls
consumption an inappropriate indicator of welfare. When ’ ’

consumption is used to measure welfare it becomes an

invalid measure when trade balances are allowed to change. 15 See James E. Anderson and J. Peter Neary,
For further explanation on trade balances and welfare, see  “Measuring the Restrictiveness of Trade Poliaydrld Bank
http://www.agecon.purdue.edu/gtap/faq Economic Revievd(2), May 1994, pp. 151-169.
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for example, the trade model may indicate a certain Finally, estimates are provided on a multi-period

amount of substitution of that import for the domestic basis on the impact on the U.S. economy of removing

product when, in fact, they are not close substitutes. Inquotas on textile and apparel imports on all WTO

order to reduce the effect of this type of aggregation members, relative to the inclusion of China, in the

bias the model data are analyzed at the greatest level ofontext of the U.S. bilateral agreement with China.

disaggregation possible. The estimates for the ATC phase-out are provided for
the 2000-10 period.

Policy Changes Modeled

The China-WTO model produces estimates of the Data SOUTCGS
likely effects on the U.S. economy of China’s April
1999 tariff offer, but because of data limitations does
not estimate the effects of other policy or procedural
changes expected or required as a result of WTO
accession. Table 1-1 provides estimates of the tariff
cuts for selected aggregate sectors. * * * The
impact of these Chinese tariff reductions on the U.S.
economy are estimated using the single-period version
of the model. These impacts are measured in terms o
the static effects both with and without growth effects, The data for China’s most-favored-nation (MFN)
such as the productivity growth and capital tariff rates on industrial products for 1992 and 1997 as
accumulation associated with trade liberalization. The well as the tariff offer made by China in April 1999
results are reported for standard aggregate economiavere obtained from the U.S. Department of
variables as well as for sectoral level variables. Commerce. Tariff data for agricultural commodities
Similarly, this is done to estimate the impact of a 25 for these respective periods were obtained from the
percent and a 50 percent across- the-board reductiond).S. Department of Agriculture. Data on tariff
in Chinese tariff rates plus the effect of the removal of equivalents applicable to selected NTBs in China are
measurable NTBs in the 50 percent case. Thefrom the IIE publication mentioned above and are
measured NTBs occur in 25 product sectors which provided in table E-1 in appendix E. The data on the
accounted for 30 percent of China’s 1994 imports. The existing economic structure, trade flows, and

Many sources of information were consulted for
this analysis. Data on China’s trade and investment
patterns were obtained from the U.S. Department of
Commerce, United Nations, International Monetary
Fund, the World Trade Analyzer database of Statistics
Canada, the U.S.-China Business Council, and the
China Statistical Yearbook produced by China’s State

tatistical Bureau.

base year for the single period results is 1998. behavioral parameters—such as elasticities of demand,
Table 1-1
Tariff rate cuts from China’s April 1999 offer for selected aggregate sectors
Current MFN April 1999
base rate Bound rate % cut
Wheat ... 80.0 ok ok
Oilseeds ... 2.4 ek ok
Cotton . ..o 76.0 Fohk rrk
Vegetableoils ..................... ... 51.4 xxk Fkk
Beverage and tobacco ................. 61.5 Fhk Fkx
Chemicals, rubber and plastics ......... 10.4 i Fkx
Paper and pulp products ............... 115 Fkk rkx
Motor vehicle and parts ................ 27.6 ok ok
Electronic equipment .................. 10.9 rkk ik
Other machinery and equipment ........ 13.4 Frk Fhx
Light manufactures .................... 27.3 i Fhk
Trade-weighted average ........... 17.9 Fxk ik

Rates are based on a trade-weighted average using 1997 China’s trade data. Bound rate is to be fully
implemented by ***,
Source: Department of Commerce.
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supply, and substitution employed in the China-WTO complete global bilateral trade database is not
model-are from the Global Trade Analysis Project available. Therefore, bilateral trade data are endo-
(GTAP) databas&® The GTAP database has coverage genously determined when the database is updated. As
of all regions in the world for all goods and services on a result, the updated database contains “projected”
a consistent basis. It links national accounts data oftrade flows rather than actual trade flows.
individual countries with actual bilateral sector-specific
trade flows. The data obtained from the GTAP The information on Chinese non-tariff barriers and
database are for 1995 and are adjusted to conduct th&ade-related investment measures was obtained from a
comparative static analysis for the base year 1998 (seqeview of economic literature and from USITC staff
appendix D). contacts with the U.S. private sector. A public hearing
The actual data used to adjust the 1995 database tdor this investigation was held on February 23, 1999.
create a 1998 database consist of macroeconomic datdestimony from the hearing, pre- and post-hearing
for total trade, GDP, government spending, and Statements, and written submissions in response to the
investment. The model uses these data to update théederal Registernotice for this investigation also
complete database such that all macroeconomic andprovided useful information on Chinese non-tariff
microeconomic constraints are satisfied. This is how barriers, trade-related investment measures, and service
the database remains in a “balanced” state to facilitatesectors, and was integrated into this repérindustry
simulations of policy shocks such as tariff cuts. There representatives and trade associations were recontacted
are however, several components of the database foto obtain input related to the April 1999 offer with
which actual data are not available. For example, arespect to the non-tariff barriers and market access
issues.

16 The GTAP consists of a world-wide consortium of
organizations which share a common global database for use ] ] ]
in computable general equilibrium analysis. The database is 17 A copy of thatFederal Registenotice appears in
completely documented in R.A. McDougall, A. Elbehri, and  Appendix B of this report. A list of individuals who
T.P.Truong (1998). “Global Trade Assistance and Protection: appeared at the hearing or who made written submissions in
The GTAP 4 Database,” Center for Global Trade Analysis, response to thEederal Registenotice appears in Appendix
Purdue University. C.




CHAPTER 2
An Overview of China’s Trade and
Investment Patterns

I Given China’s population (the world’s largest,
|ntrOdUCt|0n with over 1.2 billion people in 1997), and its recent

patterns of international trade and foreign direct about the prospect that China may become the world’s
investment, both in general and with regard to !argest economy early in t_he 21st century. _Th|s debate
transactions with the United States. The chapter opendS complicated by issues in measuring China's $DP.
China, moves on to a discussion of data on Chinese0f ~China’s economy as measured on a
trade and direct investment, and concludes with aPurchasing-power-parity basis is much larger than
brief overview of some of China's trade and When measured on an exchange rate Basihe
investment policies. More detailed analysis of China’s World Bank reports China’s 1997 per capita income
policies, particularly as they affect U.S. exporters and ©n an exchange rate basis to be $860 per year. This

investors, can be found in the next three chapters ofdives a total GDP of nearly $1.1 trillion, the world's
this report. seventh largest, smaller than the GDP of Italy and

about 14 percent the size of U.S. GDP. But on a
purchasing-power-parity basis, China’s per capita
. income is reported at $3,570 and its total GDP at
Economic Trends nearly $4.4 trillion. On a purchasing-power-parity
basis, China is the world’s second largest economy,
This section discusses recent macroeconomic ahout 57 percent the size of the U.S. econdmy.
trends in China, particularly with respect to economic
growth and inflation; China’s foreign trade with the 1 For discussions of issues in measuring the size of
world as a whole and with the United States in China's economy, see Nicholas R. Lar@hina in the

particular; China’s balance of payments; and patternsWorld EconomyWashington, DC: Institute for

; ; ; ; ; International Economics, 1994), pp. 14-18; Ren Ruoen
of inbound foreign investment in China. and Chen Kai, “China’s GDP in U.S. Dollars Based on

Purchasing Power ParityWorld Bank Policy Research
Working PapersNo. 1415 (Washington, DC: World Bank,

: January 1995); and Angus Maddis@hinese Economic
GDP and ECOn0m|C GrOWth Performance in the Long RuiParis: OECD Development

. . Centre, 1998).
China’s real gross domestic product (GDP) has 2 |nternational comparisons of output or income on an
grown at a very rapid rate in recent years (table 2-1). exchange rate basis consider comparable measures (e.g.,

According to Chinese data, the compounded annualof GDP) in different countries, as measured in local
growth rate of real GDP exceeded 11 percent per?urrerlllcy}hWhiJChsaae I}he)nbcon\élerted to a_lqommorrl] currency
: usually the U.S. dollar) based on prevailing exchange
annum over the pe“‘?d 1990-97. Growth decelerated rates. Such comparisons do not take into account the fact
in 1998, at a rate estimated to be less than 8 percentihat dollars, when converted into local currency and spent
China’s economic growth may well be unprecedented; abroad, can in fact buy significantly more in some
no other economy so large is known to have grown socountries than in others. International comparisons based
fast for so long. The World Bank'sWorld on purchasing power parity attempt to correct for such

. differences in absolute local prices, in order to give
Development Indicatorsreports —long-term _annual measures which compare ac{)ual volumes of gogds
gI’O\Nth rates for 1965-96 for over 100 countries. Even produced or consumed in different countries.
though this 32-year period includes 13 years before 3 These figures, drawn from the published volume of
the economic reforms began in 1978, China’s annualthe World Bank'sWorld Development Indicators 1999
growth rate of 8.5 percent over the period exceededdiffer somewhat from those in table 2-1 for the following

: reasons. Table 2-1 uses market exchange rates drawn from
that of every country in the world except Botswana the IMF'’s International Financial Statisticswhile World

and South Korea. China's growth exceeds South Bank comparisons based on exchange rates use the World
Korea’'s when measured over the reform period alone. Bank’s Atlas method, which smooths fluctuations in the
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Table 2-1
China: Basic macroeconomic indicators, 1992-98

1992 1993 1994 1995 1996 1997 1998
Billions of current renminbi (RMB)

Gross domestic product (GDP) ........ 2,663.9 3,463.4 46759 58478 6,7885 7,477.2 7,974.8
Government budget deficit ............ 25.9 29.3 57.4 58.2 53.0 58.0 96.0
Money and quasi-money ............. 2,432.7 3,474.0 4,692.0 6,074.4 7,609.5 9,186.8 10,556.0

Billions of current U.S. dollars, using market exchange rates (RMB)
Gross domestic product (GDP) ........ 483.5 601.3 542.4 700.3 816.9 902.0 963.1
Government budget deficit ............ 4.7 5.1 6.7 7.0 6.4 7.0 11.6
Money and quasi-money ............. 441.5 603.1 544.3 727.5 915.7 1,108.2 1,274.9

Billions of current U.S. dollars, using purchasing power parity
exchange rates

Gross domestic product (GDP) ........ 2,3785 2,770.7 3,224.8 3,701.1 4,0895 4,477.4  4,862.7
Government budget deficit ............ 23.1 234 39.6 36.8 31.9 34.7 58.5
Money and quasi-money ............. 2,172.1 2,779.2 3,2359 3,844.6 4,584.0 5501.1 6,436.6
Annual percentage change
Real GDP growth . ................... 14.2 135 11.8 10.2 9.7 8.8 7.8
Inflation (consumer prices) ............ 6.4 14.7 24.1 17.1 8.3 2.8 -0.8
Current renminbi (RMB)
Urban per capitaincome ............. 2,026.6 2,577.4 3,496.2 4,283.0 4,838.9 5,160.3 5,457.0
Rural per capita income .............. 784.0 9216 1,221.0 1,577.7 1,926.1 2,090.1 2,150.0
Current U.S. dollars, using market exchange rates
Urban per capitaincome ............. 367.8 447.5 405.6 512.9 582.3 622.5 659.1
Rural per capita income .............. 142.3 160.0 141.6 188.9 231.8 252.1 259.7
Current U.S. dollars, using purchasing power parity exchange rates
Urban per capitaincome ............. 1,809.5 2,061.9 2411.2 2,710.8 2,915.0 3,090.0 3,327.4
Rural per capita income .............. 700.0 737.3 842.1 998.5 1,160.3 1,251.6 1,311.0
RMB/dollar

Exchange rate (market) .............. 5.51 5.76 8.62 8.35 8.31 8.29 8.28
Exchange rate (purchasing power

PAritY) ..o 1.12 1.25 1.45 1.58 1.66 1.67 1.64

Millions

Population . ............. ... ... ... 1,1712.7 1,185.2 11,1985 1,211.2 1,223.9 1,236.3 n.a.

Sources: State Statistical Bureau, People’s Republic of China, China Statistical Yearbook; International Monetary
Fund, International Financial Statistics, World Bank, World Development Indicators, U.S.-China Business Council,
and USITC staff calculations.
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Likewise, claims about whether China’s economy by China’s Xinhua news agency, citing State
is relatively “open” or “closed” based on the ratio of Administration of Internal Trade figures, retail sales
trade to GDP vary widely with the measure of GDP fell 1.7 percent in May from the 7 percent growth of
used. China’s ratio of imports to GDP is about 15 the preceding four months. Sharp drops in Chinese
percent when GDP is measured on an exchange-rateonsumption have been matched by increases in
basis but only around 3 to 4 percent if measured on aChinese bank savings, which, according to the State
purchasing-power-parity basis. Statistics Bureau, were up 19.2 percent in April from

) i . , a year earlief. Preliminary full-year 1998 data on
_ By international standards, China’s overall income ching’s balance of payments indicate that China ran
inequality is relatively low, due in part to its gan gyerall deficit in its financial and capital accounts
historically centrally planned economy legacy and to oy the first time since 1998, with positive inflows of

the early success of agriculture in the reform period. foreign direct investment being more than offset by
In the current period of rapid economic growth, g tflows of portfolio investmert.

income inequality has increased markedly between
rural and urban Chinese, and between the inland and

coastal provinces. According to official Chinese |nflation
statistics, the ratio of urban to rural per capita income
was 2.47 in 1997, up from 2.18 in 1991 (derived from
table 2-1).

China has not experienced any recessions, or
sustained declines in real GDP, in more than twenty
years. Normally, such performance would imply a
high degree of macroeconomic stability. But with the
price decontrols and gradual financial liberalization of
the last twenty years, the phenomenon of periodic
price inflation has emerged, which has led many
analysts to characterize China’s post-reform economy
as experiencing “boom and bust”’ cycfesChina has
. . experienced episodes of consumer price inflation at
As table 2-1 shows, China’s very rapid recent rate 5nnya| rates of 10-25 percent during 1985, 1988-89,

of GDP growth has decelerated steadily since the 5,4 1993-95. The 1988-89 price inflation contributed
early 1990s. While complete data are not yet availableiy gsgcial unrest prior to the Tiananmen Square

for 1998 or 1999, available indicators suggest that the yemonstrations. Rapid rates of money supply

slowdown in Chinese growth has become more gypansion have fueled China’s inflationary episddes.
marked recently. This slowdown is associated both gince 1995, price inflation has dropped sharply, with
with increasingly widespread bankruptcies in China’s gntinuous price deflation throughout 1998.

financial institutions and state-owned enterprises (see

Appendix F) and with difficulties in exporting due to
the general economic slowdown in East Asia. Both |[nternational Trade

Chinese exports and actually utilized foreign direct

investment failed to grow in 1998 after years of rapid

increases. Actually utilized foreign direct investment

in China is expected to drop to around $30 to $35 Data I;sues _
billion in 1999 — the lowest yearly amount since As discussed further below, a number of issues
1993 — from $45.5 bilion in 1998. Fixed asset regarding the quality of China’s trade data should be
investment by the public and other sectors of the borne in mind in any analysis. For example, the
economy fell by 7.7 percent, month on month, in direction of China’s trade differs widely as reported
April. The consumer price index fell by 2.2 percent

and the retail price index fell by 3.5 percent in April from “Evidence of Gontinued Weaknose I Chineso
from the previous month; retall_ sales were relatively Economy,” STRATFOR Global Intelligence Update,
unchanged from March. According to a June 25 report jyne 30, 1999 (www.stratfor.com).

5 Remarks of Nicholas Lardy, Brookings Institution,
Washington, DC, June 29, 1999, at a forum sponsored by
the Institute for International Economics.

Evidence of Recent Slowdown
In Chinese Growth

4 The above citations in this paragraph are drawn

3—Continued
real exchange rate over a multiyear period. The

purchasing power parity exchange rates in table 2-1 for
1992 through 1996 are derived from the World Bank’s
World Development Indicatorsn CD-ROM, while those
for 1997 and 1998 are updated from the 1996 values

using changes in Chinese consumer prices and the U.S.

GDP deflator. The value of the PPP exchange rate for
1997 implied by the published volume of the World
Bank’s World Development Indicators 19998 3.57, which
is sharply discontinuous with the earlier figures.

6 Under the universal price controls of the Maoist
regime, price inflation was considered to be both
technically and ideologically impossible, with excess
demand being manifest through shortages.

7 On the role of seigniorage from currency issuance
in financing China’s government budget deficits, see
Nicholas R. LardyChina’s Unfinished Economic
Revolution(Washington, DC, Brookings Institution, 1998),
p. 11, and the accompanying note.
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by China and by its trading partners. The treatmentimports® Japan, 12.8 percent; Taiwan, 9.4 percent;
of China’s trade with Hong Kong, Macau, and the United States, 7.4 percent; and South Korea, 7.1
Taiwan complicates efforts to obtain a picture of percent.

Chinese trade that is both accurate and  The most significant development in China’s
internationally comparable, both for definitional host-reform trading patterns has been the relative
reasons and because of phenomena such agncrease in trade with the United States, South Korea,
smuggling. and Taiwan. The increasing importance of the United
States as a market for Chinese exports is reflected in
the increase in the share of those exports directed to
Aggregate Trends the United States from 8.9 percent in 1990 to 18.2
percent in 1996; this increase is likely understated

The gross volume of China’s merchandise trade Since it does not count transshipments through Hong
(exports plus imports) has grown very rapidly, from Kong as Chinese exports to the United States, as in
about $21 billion in 1978, the first year of reforms, to U-S. Commerce Department data. Although China’s
$324 billion in 1998. China experienced trade deficits IMports from the United States have grown rapidly,
in most years from 1978-89, as it moved away from a their share of total Chmese_ imports has dechneq
closed economy and imported both capital and somewhat, from 10.5 percent in 1990 to 7.4 percent in

consumer goods previously not available. Since 1990,1996. The share of Chinese imports originating in
China has experienced mainly trade surpluses,Ta'Wan has increased from 4.0 percent in 1990 to 9.1

growing to over $43 billion in 1998. Figure 2-1 shows Percent in 1996, while the share of Chinese exports

o ; : shipped to Taiwan has increased from 0.5 percent to
gglgr?csé f;aoxnaolrgs?,S Itrg%%r;% and merchandise trade 1.8 percent in the same period. From 1990 to 1996,

the share of China’s exports shipped to South Korea
has increased from 1.2 percent to 4.9 percent, while
. . the share of China’'s imports originating in South
Geographical Composition of Trade Korea has increased from 1.0 percent to 7.1 percent.
These patterns reflect the tendency of more rapidly
Table 2-2 illustrates the changes in China's growing economies to be represented more heavily in
geographical composition of trade between 1990 andworld trade in general, and may also reflect an
19968 Based on the table, the principal destinations increased Chinese willingness to permit trade with
for China’s exports in 1996 were, in descending order partners perceived by China as politically sensitive.
by value, Hong Kong, with 22.7 percent of total The shares of Japan and major European economies in
exports; Japan, 20.2 percent; the United States, 18.Zhina’s trade have remained relatively stable in recent
percent; South Korea, 4.9 percent; and Germany, 4.3years, while the share of the former Soviet Union in
percent. The principal sources of China’s 1996 China’s trade has declined.
imports were Hong Kong, with 34.8 percent of total

8 Data in table 2-2, and in this section of the chapter, Sectoral CompOSition of Trade

come from theWorld Trade Analyzedatabase of Statistics China’s exports have shifted Sharply from prlmary

Canada, from which the corresponding percentages in the
text are derived. This database is derived from U.N. trade products to manufactures over the last twenty years.

data, supplemented with some non-U.N. data (e.g., from ThiS change is due both to China’s internal prices
Taiwan), which are adjusted for inconsistencies using a  becoming more closely aligned with international
procedure described by Francois Borde, “A Database for prices, and to its rapid accumulation of industrial
Analysis of International Markets”(Ottawa: Statistics capital in the growth process. The split between

Canada, November 1990). None of the various sources of ; .
internationally comparable data on bilateral trade flows, manufactured and primary exports was approximately

which include U.N. data, IMPirection of Trade 50-50 in 1980; by 1997, approximately 87 percent of
Statistics and Statistics Canad#forld Trade Analyzer China’s exports were manufactur€l. China’s

provides an entirely satisfactory picture of China’s trade  principal exports to the world during 1992-97 are
with its partners. In particular, none of the three sources  shown in table 2-3. In nominal value terms, China’s

gives a picture of U.S.-China-Hong Kong trade which is : :
consistent with that given in U.S. data, for reasons exports grew at a rapid 115 percent rate during

discussed later in the chapter. U.N. and IMF data omit 1992-97, or over 16 percent per year. Labor-intensive
entirely data on Taiwan’s trade, either with China or with

the rest of the world, leading to the choiceViégbrid 9 This figure is significantly larger than that appearing
Trade Analyzeidata to depict bilateral trade flows. in other sources of bilateral trade data, which put Chinese
Because of the procedure used to reconcileVibdd imports from Hong Kong at about 5 percent of total

Trade Analyzedata, however, some of the aggregate trade imports.

flows in Table 2-2, and the corresponding implied 10 Based on State Statistical Bureau, People’s
balances of trade, differ significantly from those in the Republic of ChinaChina Statistical Yearbook 1998

other noted sources. p. 621.



Figure 2-1
China’s exports, imports, and balance of trade: 1978-98

Millions of U.S. dollars
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Source: International Monetary Fund, International Financial Statistics, using lines 70 and 71. Exports are measured as
free on board (f.0.b.), imports as cost, insurance, freight (c.i.f.): both figures may vary from the presentation of trade data
for balance-of-payments purposes in table 2-2.

manufactures, such as apparel; footwear; toys,focused on processing and final-assembly activity, and
games, and sports equipment; and leather productsthus is significantly more labor-intensive than fully
figure prominently among China’s leading exports. integrated production of such equipment would be in
This pattern of exports reflects the fact that China is the United Statek!

labor-rich and capital-poor relative to other large However, the growth of China’s capital-intensive
economies. manufactures may also reflect in part shifts in its
China’s exports of manufactures from industries comparative advantage. Gross domestic fixed
ordinarily thought of as capital-intensive manufactures investment has risen from 25.5 percent of GDP in
are growing even more rapidly than its exports of 1990 to 35.6 percent of GDP in 1996, one of the
labor-intensive manufactures. The nominal value of highest investment shares in the wddd. This
electrical and non-electrical machinery exports grew investment has been fueled both by high domestic
at rates of 200 and 307 percent, respectively, oversavings rates and by the increased importance of
1992-97. These are currently China’s largest and China as a destination for foreign investment. High
third-largest categories of exports. Other important investment rates, combined with high rates of GDP
categories of capital-intensive goods for which exports growth, have permitted the size of the domestic
have grown at a more rapid rate than Chinese exportscapital stock to increase rapidly relative to the labor
as a whole include mineral fuels; plastics and articles

thereof; professional instruments; and iron and steel, 11 Nicholas R. LardyChina in the World
and products thereof (table 2-3). Economy(washington, DC: Institute for International

S dEconomics, 1994), p. 32.
In some cases, such as telecommunications an 12 \World Bank, World Development Indicators 1998

electrical equipment, Chinese production activity is (Washington, DC: World Bank, 1998).

2-5



Table 2-2
China’s exports to and imports from major trading partners, 1990 and 1996
(Millions of U.S. dollars)

Exports

1990 1996 1990 1996

Country Amount Country Amount Country Amount Country Amount
HongKong .............. 27,281 HongKong ......... 35,351 HongKong ........... 21,235 HongKong ......... 61,564
Japan ................... 10,161 Japan. ............. 31,484 Japan ................ 6,542 Japan ............. 22,717
United States ............ 5,765 United States ....... 28,371 United States .......... 5,980 Taiwan ............ 16,180
FormerUSSR............ 2,321 South Korea ........ 7,695 Germany ............. 2,420 United States ....... 13,073
Germany ................ 2,065 Germany ........... 6,754 Taiwan ............... 2,255 South Korea ........ 12,489
Singapore ............... 1,979 Singapore .......... 3,391 Former USSR ......... 2,140 Germany ............ 7,424
Thailand ................ 970 United Kingdom .. ... 3,069 France ............... 1,548 Former USSR ....... 4,160
Italy .................... 946 Taiwan ............. 2,855 Canada............... 1,477 Singapore ........... 3,807
France .................. 909 France ........... 2,712 United Kingdom ...... 1,267 ltaly ................ 3,324
Indonesia ............... 870 Netherlands ......... 2,367 Australia .............. 1,147 Australia ............ 3,272
Subtotal ............... 53,267 Subtotal ........... 124,049 Subtotal ........... 46,011 Subtotal . ........ 148,010
Others ................ 11,630 Others ............ 31,688 Others ............. 10,829 Others ........... 28,910
Total ...l 64,897 Total ............... 155,717 Total ................ 56,840 Total ............. 176,920

(Percentage of total)
Exports

1990 1996 1990 1996

Country Amount Country Amount Country Amount Country Amount
HongKong .............. 42.0 HongKong ......... 22.7 HongKong ............. 37.4 HongKong ........... 34.8
Japan ................... 15.7 Japan. ............. 20.2 Japan ................. 115 Japan ............... 12.8
United States ............ 8.9 United States ....... 18.2 United States . .......... 10.5 Taiwan ............... 9.1
FormerUSSR............ 3.6 South Korea ........ 4.9 Germany ............... 4.3 United States .......... 7.4
Germany ................ 3.2 Germany ........... 4.3 Taiwan ................. 4.0 SouthKorea ........... 7.1
Singapore ............... 3.0 Singapore .......... 2.2 FormerUSSR ........... 3.8 Germany .............. 4.2
Thailand ................ 15 United Kingdom .. ... 2.0 France ................. 2.7 Former USSR ......... 2.4
Italy ......... ... ... ... 15 Taiwan ............. 1.8 Canada................. 2.6 Singapore ............. 2.2
France .................. 1.4 France ........... 1.7 United Kingdom .. ... 2.2 taly .................. 1.9
Indonesia ............... 1.3 Netherlands ......... 15 Australia ................ 2.0 Australia .............. 1.8
Subtotal ................ 82.1 Subtotal ........... 80.0 Subtotal .............. 80.9 Subtotal ............. 83.7
Others ................. 17.9 Others ............ 20.0 Others ............... 18.1 Others .............. 16.3
Total .................... 100.0 Total ............... 100.0 Total ................. 100.0 Total ............... 100.0

Source: Statistics Canada, World Trade Analyzer.



Table 2—-3
China’s exports to the world, 1992-97

Growth

HTS Sector 1992 1993 1994 1995 1996 1997 1992-97
Millions of U.S. dollars Percent

Total ... 84,940 91,744 121,006 148,780 151,048 182,792 115

85 Electrical machinery ................. 8,175 9,696 14,111 18,957 20,168 24,553 200
62 Non-knitapparel .................... 10,525 11,541 15,019 14,345 14,571 16,920 61
84 Non—electrical machinery ............. 3,367 4,211 5,603 8,671 10,897 13,717 307
61 Knitted, crocheted apparel ............ 4,639 5,032 6,321 6,937 7,626 11,721 153
64 Footwear, etc. ...................... 4,242 5,280 6,042 6,662 7,103 8,541 101
95 Toys, games, sports equipment. ....... 3,261 3,710 4,716 5,415 5,978 7,520 131
27 Mineral fuel, oil, etc. ................. 4,692 4,109 4,069 5,332 5,932 6,987 49
42 Leather products .................... 2,427 2,893 4,141 4,903 4,724 5,584 130
39 Plastics & articles ................... 1,516 1,825 2,660 3,535 3,589 4,845 220
90 Cameras, optics, instruments ......... 900 1,092 1,550 2,427 2,991 3,998 344
73 Articles of iron and steel .............. 1,274 1,448 1,961 2,796 3,129 3,835 201
72 ronandsteel ....................... 1,113 841 1,390 4,723 3,083 3,827 244
94 Furniture, bedding, lamps, etc. ........ 1,293 1,765 2,466 2,930 3,048 3,804 194
29 Organic chemicals . .................. 1,404 1,541 2,238 3,222 3,144 3,397 142
52 Cotton, including yarn, fabric .......... 2,566 2,784 3,235 3,850 3,158 3,117 21
55 Manmade staple fibers ............... 1,505 1,456 2,074 2,655 2,332 2,740 82
63 Miscellaneous textile articles .......... 1,706 1,748 2,196 2,562 2,456 2,685 57
28 Inorganic chemicals ................. 1,050 1,144 1,352 2,229 2,109 2,388 128
87 Motor vehicles & parts ............... 908 1,084 1,300 1,686 1,709 2,073 128
91 Clocks, watches & parts .............. 1,358 1,510 1,914 2,096 1,964 2,044 50
Otherexports ....................... 27,015 27,035 36,648 42,846 41,338 48,496 80

Source: United Nations.



force. In addition, ongoing technology transfer has Chinese data where approprid®e.The difference
permitted Chinese entry into increasingly diverse and between U.S. and Chinese reckonings of the bilateral
sophisticated product lines. This technology transfer merchandise trade deficit is discussed and explained,
has been fueled by foreign direct investment, as well as trends in the commodity composition of
particularly under Chinese policies which are U.S. trade with China. U.S. trade with China has
designed to maximize the degree of technology grown rapidly since the beginning of reforms in
transfer associated with such investment, as well as1978 (table 2-5 and figure 2-2). As reported by the
by technology purchase. Internationally common United States to the IMF, U.S. exports to China have
methods of technology transfer, such as use ofgrown from about $824 million in 1978 to $12.8
public-domain information and reverse engineering, billion in 1997, and U.S. imports from China have
have probably also played a significant role. See grown from about $357 million in 1978 to $65.8
chapters 4 and 5 for additional information on billion in 1997. According to U.S. data, the balance
China’s technology transfer policies. of U.S. bilateral trade with China has been in deficit

China’s imports, as well as its exports, have since 1983’ .W'th t_he magnitude O-f- th_e deficit
shifted to manufactures in recent years. Like most progressively increasing to over 357 billion in 1998.

low-wage countries, China’s imports are more Chinese data portray the bilateral trade picture
capital-intensive than its exports. China’'s imports very differently, showing the United States running
consisted of approximately 80 percent manufacturestrade surpluses with China through 1992, and the U.S.
and 20 percent primary products in 1997, as comparedbilateral deficit as only $16.4 billion in 1997 (table
to 65 percent and 35 percent, respectively, in 1880. 2-5 and figure 2-3). The primary reason for this
China’s principal imports during 1992-97 are shown discrepancy is the treatment of Chinese exports that
in table 2-4. The nominal value of Chinese imports move through Hong Kong. Many goods leave China
grew by 77 percent betvyeen 1992_and 1.997, or aboutfor Hong Kong, undergo varying degrees of
12 percent per year. Principal Chinese import goods processing, and are re-exported to the United States.
include non-electrical and electrical machinery; .S, trade data treat these goods as originating in
mineral fuels; plastics and articles thereof; iron and China, while Chinese data do not record what happens
steel; and manmade filaments and yarns. Imports ofiy thege goods once they have entered the separate
machinery and advanced materials are anothercsioms territory of Hong Kong. Similar discrepancies
important  vehicle by -~ which China absorbs gyist for China’s bilateral trade with Japan and other
internationally state-of-the-art technologies. countries. When China’s reported exports to Hong
China’s imports of animal feed and food waste Kong and the United States, as given in Chinese data,
have grown particularly rapidly in recent years, in are combined, and the total compared to U.S. imports
order to support its livestock sector on increasingly from China and Hong Kong together, as given in U.S.
scarce agricultural land. Another rapidly growing data, the totals approximately reconcile (table 2%6).
import category has befenhmineral f;els and orils. Ch!ng Principal U.S. exports to China in 1998 included
was a net exporter of these products in the period _. - i
immediately following the 1978 reforms, when its ?Agﬁ?&e?:?ﬁc;ﬁaﬁggﬂtnegH-ng ﬁ?888cé$3éi8 glg%nl)’
industrial base was still heavily influenced by Mamstf billon), electrical machinery of HTS ch. 85 ($1.65

policies of autarky, but has become a net importer of ~. " - i
these products in recent years. The only large categonyPillion), fertilizer of HTS ch. 31 ($1.064 billion), and

of imports which has declined in recent years is motor Professional instruments of HTS ch. 90 (3590 million)
vehicles and parts. China issued new automotive (table 2-7). China’s domestlt_: agricultural, livestock,
policies in 1994 promoting domestic auto production @nd forestry resources, particularly arable land and
as a “pillar industry” and pursuing policies of import Water, have come under increasing pressure as
substitution, including new joint ventures with foreign Chinese income and population have grown; thus,
automakerd?#

15 Commerce Department data is used here in order
to reflect the U.S. practice of treating goods transshipped
from China through Hong Kong to the United States as

i i U.S. imports from China. The issue of China-Taiwan
US Trade Wlth Chma trade, which necessitated the use of World Trade Analyzer

This section discusses recent developments indata earlier in the chapter, does not affect measures of
U.S. trade with China, primarily relying on Commerce Y-S;$hina trade directly.
- P y relying ) X 16 The measured size of the markup on goods
Department data but drawing comparisons with re-exported through Hong Kong also influences

discrepancies between bilateral trade balances as recorded

13 China Statistical Yearbook 1998, 622. by the U.S. and China. See Robert C. Feenstra, Wen Hai,
14 See U.S. International Trade Commission, “China’s Wing T. Woo and Shunli Yao, “The U.S.-China Bilateral
Evolving Automotive Industry and Market|hternational Trade Balance: Its Size and Determinaniddtional
Trade and Technology RevieWSITC publication 3114, Bureau of Economic Research Working Papg88
June 1998, pp. 1-21. (Cambridge MA: NBER, June 1998).
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Table 2—4
China’s imports from the world, 1992-97

Growth

HTS Sector 1992 1993 1994 1995 1996 1997 199297
Millions of U.S. dollars Percent

Total ... 80,585 103,959 115,614 132,084 138,833 142,370 77

84 Non—electrical machinery ............. 14,944 23,091 25,096 27,580 30,074 24,768 66
85 Electrical machinery ................. 9,518 12,756 16,556 19,349 18,947 21,990 131
27 Mineral fuel, oil, etc. ................. 3,571 5,819 4,037 5,133 6,888 10,345 190
39 Plastics & articles ................... 4,754 4,955 6,166 8,015 8,819 10,199 115
72 ronandsteel ....................... 3,583 12,046 8,297 5,484 6,799 6,070 69
54 Manmade filaments,yarn ............. 2,260 2,373 2,863 3,379 3,861 3,872 71
52 Cotton, including yarn, fabric .......... 1,719 1,237 2,526 3,359 3,530 3,731 117
90 Cameras, optics, instruments ......... 2,024 2,320 2,527 3,289 3,545 3,644 80
48 Paper and articles ................... 1,653 1,620 2,047 2,320 2,972 3,466 110
55 Manmade staple fibers ............... 1,979 1,841 2,558 3,190 3,283 3,325 68
88 Aircraft, spacecraft & parts ............ 2,034 2,270 3,397 1,360 2,649 3,235 59
29 Organic chemicals ................... 1,876 1,706 2,152 3,295 3,119 3,053 63
31 Fertilizers ....... ... ... ... ......... 3,004 1,479 1,938 3,742 3,563 2,995 0
41 Raw hides, skins, leather ............. 1,188 1,580 1,986 2,251 2,359 2,495 110
26 Ores,slagandash .................. 1,149 1,214 1,344 1,978 2,197 2,454 114
74 Copper &articles .................... 1,565 1,487 1,209 1,955 2,083 2,157 38
44 Wood and wood products . ............ 1,411 1,583 1,630 1,564 1,559 1,972 40
73 Articles of ironand steel .............. 1,468 1,837 2,369 2,156 1,638 1,940 32
87 Motor vehicles & parts ............... 3,614 5,393 4,849 2,719 2,209 1,888 -48
23 Animal feed & food waste ............. 461 307 347 420 1,298 1,791 288
Otherimports ....................... 16,811 17,044 21,720 29,545 27,443 26,981 60

Source: United Nations.



Table 2-5

China’s merchandise trade with the United States as reported by the United States, with balance

as reported by China for comparison, 1978-98

(Millions of U.S. dollars)

United States trade

Balance of trade

Exports Imports Using U.S. Using Chinese

Year to China from China data data

R < 824 357 467 450
1079 . 1,724 656 1,068 1,262
10980 .. e 3,755 1,164 2,591 2,848
108 . e 3,603 2,062 1,541 3,177
1082 . 2,912 2,502 410 2,534
1083 . e 2,173 2,476 -303 1,040
1084 . 3,004 3,381 -377 1,525
1085 3,856 4,224 -368 2,863
1086 .. 3,106 5,240 -2,134 2,086
1087 .o 3,497 6,910 -3,413 1,805
1088 .. 5,017 9,261 -4,244 3,234
1080 . e 5,807 12,901 -7,094 3,450
1990 . .o 4,807 16,296 -11,489 1,277
190 .. 6,287 20,305 -14,018 1,812
1092 . e 7,470 27,413 -19,943 304
1903 . 8,767 31,183 -22,416 -6,344
10994 e 9,287 41,362 -32,075 -7,444
1905 e 11,749 48,521 -36,772 -8,621
1906 ... 11,978 54,409 -42,431 -10,552
1007 e 12,805 65,832 -53,027 -16,454
1998 13,908 70,815 -56,907 -16,317

Note.—Exports f.0.b. value, imports c.i.f. value.

Source: For 1978-97, International Monetary Fund, Direction of Trade Statistics. For 1998, U.S. Department of
Commerce (U.S. data), People’s Republic of China General Administration of Customs, China’s Customs Statistics,

as cited by U.S.-China Business Council (Chinese data).
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Figure 2-2

U.S. merchandise trade with China: exports, imports, and balance of trade, 1978-98
Millions of U.S. dollars
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Source: Department of Commerce.

Figure 2-3

Differences in reporting trade statistics: U.S. merchandise balance of trade with China as reported
by United States and China, 1978-98

Millions of U.S. dollars
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Note.—Exports f.0.b. value, imports c.i.f. value. A positive figure indicates U.S. exports exceed U.S. imports.

Source: For 1978-98, International Monetary Fund, Direction of Trade Statistics. For 1998, U.S. Department of Commerce

(for U.S. data) and People’s Republic of China General Administration of Customs, China’s Customs Statistics (for
China’s data), as cited by U.S.-China Business Council.
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Table 2-6

Differences in reporting trade statistics: U.S. imports from China and Hong Kong compared with China’s and Hong Kong'’s exports to

the United States, 1978—-98

(Millions of U.S. dollars)

U.S. reported

China’s reported

U.S. reported

Hong Kong's

U.S. reported
imports from

China’s and Hong

Kong'’s reported

imports from exports to the imports from reported exports China and exports to the

Year China United States Hong Kong to the United States Hong Kong United States

1978 ... 357 271 3,767 3,490 4,124 3,761
1979 ... 656 595 4,307 4,144 4,963 4,739
1980 .. ..o 1,164 983 5,029 5,157 6,193 6,140
1981 ... 2,062 1,505 5,758 6,056 7,820 7,561
1982 ..o 2,502 1,765 5,895 6,040 8,397 7,805
1983 ... 2,476 1,713 6,825 7,069 9,302 8,782
1984 . ... ... 3,381 2,313 8,899 9,405 12,280 11,718
1985 . ... .. 4,224 2,336 8,994 9,301 13,218 11,637
1986 ... .. 5,240 2,633 9,477 11,108 14,718 13,741
1987 ..o 6,910 3,030 10,490 13,511 17,400 16,541
1988 ... o 9,261 3,399 10,815 15,689 20,076 19,088
1989 . ... 12,901 4,414 10,238 18,505 23,139 22,919
1990 . ... 16,296 5,314 9,951 19,817 26,247 25,131
1991 ... ... 20,305 6,198 9,740 22,391 30,045 28,589
1992 ... 27,413 8,599 10,266 27,583 37,679 36,182
1993 ... .. 31,183 16,976 10,000 31,169 41,183 48,135
1994 . ... ... 41,362 21,421 10,142 35,179 51,504 56,600
1995 . ... 48,521 24,744 10,745 37,851 59,266 62,595
1996 .. ..o 54,409 26,731 10,262 38,369 64,671 65,100
1997 ... 65,832 32,744 10,675 40,949 79,507 73,693
1998 . ... 75,380 48,804 10,936 40,700 86,316 89,504

Note.—Exports f.0.b. value, imports c.i.f. value.

Source: International Monetary Fund, Direction of Trade Statistics.



Table 2—7
U.S. exports to China, 1992-98

Growth

HTS Sector 1992 1993 1994 1995 1996 1997 1998 1992-98
Million dollars Percent

Total ... 7,339 8,619 9,178 11,613 11,801 12,533 13,908 90

88 Aircraft, spacecraft & parts ............. 2,046 2,228 1,902 1,173 1,701 2,121 3,584 75
84 Non—electrical machinery .............. 1,157 1,794 1,902 2,167 2,266 2,430 2,610 126
85 Electric machinery .................... 452 869 900 1,242 1,380 1,448 1,652 266
31 Fertilizers ....... ... ... ... .. ... 629 293 944 1,204 891 1,050 1,064 69
90 Cameras, optics, instruments .......... 418 443 368 432 463 572 587 41
39 Plastics & articles .................... 223 197 173 334 393 423 430 93
48 Paperand articles .................... 110 111 127 142 250 260 335 204
15 Animal, vegetable fats & oils ........... 10 4 136 396 114 168 319 3,238
12 Oilseeds,etC ............vviiin... 32 25 11 56 427 428 303 844
29 Organic chemicals .................... 212 205 233 262 245 213 220 4
98 Special categories .................... 66 82 104 148 158 142 200 201
23 Animal feed & foodwaste . ............. 3 3 4 15 136 115 195 7,242
41 Raw hides, skins, leather .............. 15 23 58 110 117 135 160 961
47 Wood pulp, waste paper ............... 60 46 105 183 187 148 157 159
76 Aluminum & articles .................. 60 59 81 147 175 193 148 146
87 Motor vehicles & parts ................ 232 762 300 151 156 351 142 -39
27 Mineral fuel, oil, etc. .................. 200 240 62 26 68 226 127 -36
38 Miscellaneous chemicals products .. .... 42 46 46 104 83 111 126 200
52 Cotton, including yarn, fabric ........... 200 5 649 833 730 577 125 -38
72 ronandsteel ........................ 52 117 83 141 72 71 91 77
Otherexports .................oovonn. 1,119 1,065 990 2,346 1,791 1,352 1,332 19

Source: Commerce Department. Data are rounded.

Percentage changes are calculated from unrounded data.



China increasingly relies on imports of food and
other agricultural products. Commodities such as
animal and vegetable fats and oils (HTS ch. 15),

oilseeds (HTS ch. 12), animal feed and food waste
(HTS ch. 23), paper and articles thereof (HTS ch. 48),
and raw hides, skins, and leather (HTS ch. 41) have
been among the most rapidly growing U.S. exports to
China. U.S. exports of more technologically advanced

products have grown especially rapidly, including
electrical machinery of HTS ch. 85 (266 percent over

1992-98) and miscellaneous chemical products of

HTS ch. 38 (200 percent). Exports of products in the
special categories of HTS ch. 98, primarily goods
associated with production-sharing operations of
affiliates of U.S. firms operating in China, have grown
by 201 percent between 1992 and 1998.

Principal U.S. imports from China in 1998
included electrical machinery of HTS ch. 85 ($12.57
billion), toys, games and sporting goods of HTS ch.
95 ($10.56 billion), footwear of HTS ch. 64 ($8.02
billion), “non-electrical” machinery of HTS ch. 84
($7.58 billion) and apparel of HTS ch. 61 and HTS
ch. 62 ($5.66 bhillion) (table 2-8). U.S. imports from
China have grown rapidly, nearly tripling in nominal
value between 1992 and 1998. Especially rapid
growth has taken place in imports of machinery of
HTS ch. 84 (including both non-electrical machinery

and computers), furniture, bedding, lamps, and related
goods (HTS ch. 94), cameras, optics, and instruments
(HTS ch. 90), and motor vehicles and parts (HTS ch.
87). Chinese knit and non-knit apparel exports to the

United States have grown significantly more slowly

than the growth of Chinese apparel exports to the rest

of the world. Over the period for which comparable

data are available (1992-97), Chinese exports of
non-knit and knit apparel to the United States have
grown by 37 and 32 percent, respectively. Chinese
exports to the world of goods in these two categories

have grown by 61 percent and 153 percent,

respectively, over the same period (see tables 2-3 anq or

2-7). The slower growth rate of apparel imports in the

United States may reflect in part the operation of the
bilateral textile agreement with China. The categories

of U.S. imports from China which have grown most
rapidly are mainly categories in which Chinese
exports have grown rapidly to all destinations, with
the exception of motor vehicles and parts, for which

Foreign Direct Investment

As of 1997, there were over 300,000 approved
foreign direct investment contracts in China,
amounting to about $519 billion of contracted

investment and $223 billion of actually utilized
investment (table 2-98 For the most recent year
available, 1997, $51.8 billion of investment was
contracted and $45.3 billion actually utilized.
Historically, joint ventures have been a more
important form of direct investment than wholly
foreign-owned enterprises. In recent years, the role of
wholly foreign-owned enterprises has increased
significantly, as has the share of joint ventures with
foreign equity participation relative to contractual
joint ventures without foreign equity. Annually
utilized investment has increased steadily from $3.4
billion in 1990. There was a massive surge in direct
investment contracts from about $12.0 billion in 1992,
to $58.1 billion in 1993, to $111.4 billion in 1994.
These increases were due to liberalizations in
investment policy associated with Deng Xiaoping's
1992 “trip to the south” (see below). Investors rushed
to take advantage of these because of the perception
that the liberalizations might be temporary. As
investors have gradually come to see these changes as
permanent, new investment contracts have fallen
gradually from 1993 through 1997 while actually
utilized investment has steadily increased.

According to Chinese data, the primary sources of
contracted foreign direct investment in 1997 were
Hong Kong, with 35 percent; the United States, 10
percent; Japan, 7 percent; and Taiwan, 5 percent (table
2-10). The primary sectors receiving foreign direct
investment in 1997 from all countries, as actually
utilized, were manufacturing, 62 percent; and real

estate, 11 percent (table 2-11).

Approximately 70 percent of China’s inbound

eign direct investment is concentrated in the five
coastal provinces of Guangdong, Jiangsu, Fujian,
Shanghai, and Shandong (figure 2-4 and table 2-12).
This is due in part to the location of special enterprise
zones (SEZs), and probably also reflects deliberate

17_Continued
Composition of Trade” and U.S. International Trade

growth of shipments to the United States has beenCommission, “China’s Evolving Automotive Industry and
over twice as rapid as growth of Chinese exports to Market.”

the world as a whol&’

17 The rapid growth in China’s exports of motor
vehicles and parts to the United States is explained, in
part, by China’s 1994 policies designed to promote
production in these industries as well as by increased
investment in joint ventures between Chinese and U.S.
auto parts manufacturers. For further discussion on this
topic, see the section of this chapter entitled “Sectoral

2-14

18 In practice, there may be a lag of several years
before the investment projects described in completed
contracts are fully executed, and some projects may be
abandoned altogether. This accounts for the fact that the
figures for contracted investment are significantly larger
than those for actually utilized investment.

19 see below, under “Foreign-invested enterprises
(FIEs)—organizational forms and procedures for
establishment” for discussion of Chinese policies related
to inbound foreign direct investment.



Table 2-8
U.S. imports from China, 1992-98

Growth

HTS Sector 1992 1993 1994 1995 1996 1997 1998 1992-98
Million dollars Percent

Total ..o 25,514 31,425 38,572 45,370 51,209 61,996 70,815 178

85 Electric machinery ......................... 3,375 4,404 6,414 7,779 8,751 10,426 12,573 273
95 Toys, games, sportinggoods . ............... 3,686 4,165 5,152 6,213 7,504 9.363 10,557 186
64 Footwear ........ ... .. i 3,396 4,505 5,254 5,817 6,367 7,354 8,016 136
84 Non—electrical machinery ................... 1,046 1,532 2,323 3,596 4,460 5,971 7,583 625
94 Furniture, bedding, lamps,etc ............... 682 1,103 1,588 1,972 2,395 2,994 3,947 479
62 Non—knitapparel .......................... 3,025 3,761 3,509 3,274 3,510 4,153 3,806 26
42 Leatherproducts .......................... 1,537 1,926 2,479 2,532 2,621 2,948 2,931 91
90 Cameras, optics, instruments ............... 291 476 722 1,262 1,479 1,927 2,179 648
39 Plastics & articles ......................... 784 1,067 1,334 1,619 1,742 1,983 2,086 166
61 Knitted, crocheted apparel .................. 1,372 1,504 1,566 1,372 1,506 1,813 1,855 35
73 Articles ofiron&steel ...................... 294 338 429 556 666 872 1,104 276
87 Motor vehicles & parts ..................... 184 304 407 499 545 719 858 367
63 Misc. textile articles ........................ 433 491 573 649 585 717 818 89
67 Wigs, fake flowers,etc ..................... 412 465 564 642 604 700 781 90
69 Ceramic products ... 262 336 426 555 591 683 756 189
82 Tools, cutlery of basemetals ................ 193 246 287 363 399 508 597 210
83 Misc. metal stuff ............ ... ... ... . ... 160 209 251 324 386 454 565 253
96 Misc. manufactured arts. ................... 169 225 279 346 388 469 534 216
91 Clocks, watches & parts .................... 219 261 332 344 401 464 528 141
29 Organic chemicals ......................... 175 211 270 360 429 476 525 199
Otherimports ............ ..., 3,819 3,899 4,414 5,295 5,878 7,002 8,216 115

Source: Commerce Department. Data are rounded. Percentage changes are calculated from unrounded data.



Table 2-9

Foreign direct investment in China, total and by type of contract, 1979-97

1979-89 1990 1991 1992 1993 1994 1995 1996 1997 Total
Equity joint ventures
Number of contracts ...... 2,198 4,091 8,395 34,354 54,003 27,890 20,455 12,628 9,046 183,060
Amount contracted
(unit mlUS $) ......... 12,530 2,704 6,080 29,128 55,174 40,194 39,741 31,876 21,405 238,832
Contractual joint ventures
Number of contracts ...... 7,994 1,317 1,778 5711 10,445 6,634 4,787 2,849 2,371 43,886
Amount contracted
(MIUSS$) ............. 13,558 1,254 2,138 13,255 25,500 20,301 17,825 14,297 12,165 120,293
Wholly foreign—owned enterprises
Number of contracts ...... 1,525 1,860 2,795 8,692 18,975 13,007 11,761 9,062 9,604 77,281
Amount contracted
(MIIUSS$) ............. 3,144 2,444 3,670 15,696 30,457 21,949 33,658 26,810 17,695 155,523
Joint resource exploration companies
Number of contracts ...... 59 5 10 7 14 18 8 17 19 147
Amount contracted
(MIlUSS$) ............. 3,132 194 92 43 305 237 57 292 402 4,754
Total foreign direct investment
Number of contracts . ..... 21,776 7,273 12,978 48,764 83,437 47,549 37,011 24,556 21,001 304,345
Amount contracted
(MIUSS$) ............. 28,221 6,596 11,977 58,124 111,436 82,680 91,282 73,276 51,004 514,596
Amount utilized
(MIlUSS$) ............. 15,495 3,487 4,366 11,008 27,515 33,767 37,521 41,726 45,257 220,141

Note.—For 1998, total contracted FDI was $52.130 billion and actually utilized FDI was $45.580 billion (People’s Republic of China, Ministry of Foreign Trade and

Economic Cooperation, as cited by U.S.—China Business Council); no breakdown for 1998 is available by organizational form.

Source: State Statistical Bureau, People’s Republic of China, China Statistical Yearbook 1998, and U.S.—China Business Council.



Table 2-10

Foreign direct investment in China, by leading source countries or regions, 1997

Actually utilized

Number of new Amount of new Percent of total
Country or region contracts contracts Value value
—— Millions of U.S. dollars ——

HongKong ..................... 8,405 18,220 20,630 45.6
Taiwan ... 3,014 2,810 3,290 7.3
Macau ..........cciiiiiii 266 360 390 0.9
Japan ... 1,402 3,400 4,330 9.6
United States ................... 2,188 4,940 3,240 7.2
Singapore .......... ..o, 734 4,470 2,610 5.8
SouthKorea .................... 1,753 2,180 2,140 4.7
United Kingdom ................. 304 1,450 1,860 4.1
Germany ... 221 610 990 2.2
Canada .............covviiiniin.. 399 910 340 0.8
Australia ....................... 329 610 310 0.7
Subtotal ...................... 19,015 39,960 40,130 88.6
Others ......... ..., 2,013 11,840 5,148 11.4
Total, all sources .............. 21,028 51,800 45,278 100.0

Source: Official statistics of China’s Ministry of Foreign Trade and Economic Cooperation, compiled by U.S.

Embassy in Beijing.

Table 2-11
Foreign direct investment in China by sectors, 1997

Number of new
Sector contracts

Amount of new

contracts

Actually utilized
amounts

Millions of

Millions of

U.S. dollars U.S. dollars

Agriculture, forestry, animal husbandry and
fisheries ... ... . 814 1,070 630
Evacuation ............ . ... 154 720 940
Manufacturing .......... ... i 14,716 27,060 28,120
Production and supply of power, gas and water .. ... 156 3,660 2,070
CONStruCtion . ...t 455 3,120 1,440

Geological prospecting and water conservancy

management . .......... . 7 20 10
Transport, storage, postal and telecom. svcs. ... ... 279 2,620 1,660
Wholesale and retail trade and food services ....... 1,198 1,840 1,400
Realestate ........... .. i 862 6,220 5,170
Social ServiCeS . ... oo 1,400 2,670 1,990
Healthcare, sports, and social welfare ............ 38 140 200

Education, culture, arts, radio, film and tele-
vision broadcasting . .......... ... . i 34 70 70
Scientific research and poly-technical services ..... 56 140 20
Others . ... 832 1,660 1,540
Total ..o 21,001 51,010 45,260

Source: Official Statistics of China’s Ministry of Foreign Trade and Economic Cooperation, compiled by U.S.

Embassy in Beijing.
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Figure 2-4
Provinces accounting for 70 percent of China’s foreign direct investment in green
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Table 2-12
Foreign direct investment in China, by province, 1979-97

Amount Amount
Province No. of Projects contracted utilized
_____ Millions of U.S. dollars ____

Guandong ... 4,611 15,574.6 11,623.6
Jiangsu ... 2,691 10,682.6 5,210.1
Fujian ... 1,988 6,540.6 4,084.5
Shanghai ............. ... ... 2,086 10,069.1 3,940.9
Shandong ............ ... i, 2,175 5,418.0 2,590.4
Liaoning ... 1,760 4,245.0 1,737.7
Beijing ... 868 1,790.3 1,552.9
Zhejiang . ... 1,209 3,129.1 1,520.5
Other ... 5,999 11,250.6 7,192.0
Total ...... ... 23,387 68,699.9 39,452.6

Source: China Economic News, as cited by U.S.-China Business Council.

geographical concentration of entities permitted to Balance of Payments
trade by the Chinese authorities (see below). Because
of these factors, there is geographical concentration  China’s current account position has fluctuated
of foreign direct investment within provinces as petween surplus and deficit in recent years. Though
well. China has experienced deficits in both its current
account and merchandise trade account as recently as
According to U.S. data, nonbank affiliates of U.S. 1993, both accounts have been in surplus since 1994.
firms in China had approximately $14.0 billion of Table 2-14 shows the Chinese balance of payments in
assets in 1996, with annual sales of $11.4 billion condensed form from 1991-97. China’s current
(table 2-13). Despite impressions that U.S. affiliates in account surplus has grown more or less steadily, from
China serve primarily as platforms for export into the approximately $6.9 billion in 1994 to $29.7 billion in
U.S. market, the United States actually exports more 1997. China’'s merchandise trade balance has
to its foreign affiliates than it imports from them. In increased from approximately $7.3 billion in 1994 to
1996, the most recent year for which data are $46.2 billion in 1997. Elsewhere in the current
available, U.S. exports to nonbank affiliates of U.S. account, China has tended in recent years to run
firms in China were $1.663 billion, or about 14 deficits in its services account ($5.7 billion in 1997),
percent of all U.S. exports to China, while U.S. pays more than it receives in factor income (net
imports from nonbank affiliates of U.S. firms in China income outflows were $19.1 billion in 1997), and is a
were $1.043 billion, or about 2 percent of all U.S. net recipient of international transfers ($5.1 billion in
imports from China (figure 2-5). There are substantial 1997). China’s financial and capital accounts show
linkages between direct investment and trade in inflows of $44.2 billion in foreign direct investment
China, due partly to export performance requirementsand only $6.8 billion in portfolio investment. This
and customs privileges associated with direct pattern of foreign investment makes China less
investment and to offset requirements which compel Vulnerable to speculative withdrawals of capital, and
some firms desiring to export to China to engage in t0 contagion in international financial markets, than
local production (see chapter 4 for more details). MOSt other developing countries. China is also a
According to Chinese data, in 1993 about 45 percentSignificant - source of outbound — foreign  direct
of China’s exports and 33 percent of China’s imports investment (FDI), with annual FDI outflows in the
were accounted for by foreign firms and foreign $2-$4 billion range since 1992.

subcontracting® . . o .
It is unusual for countries to maintain surpluses in

both the current and capital accounts for an extended

20 K.C. Fung, “Accounting for Chinese Trade: Some

National and Regional Considerationdational Bureau period of time. Under such conditions, if the renminbi
of Economic Research Working Paf&595 (Cambridge, were freely floating, it would ordinarily appreciate
MA: NBER, May 1996) sharply. Since the exchange rate of China’s currency
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is kept relatively stable by the authorities (see
appendix F), the surpluses on the current and capital :
accounts cause instead a rapid accumulation of Import duties

international reserves. China’s international reserves . collected as MFN
have grown rapidly, from about $20.3 billion in MFN applied applied tariff rate

1992 to about $142.7 billion in 1997. In principal, Year :t;?r?]f;feai}erage iprfggftr;tage of
China’s annual accumulation of reserves should

equal the sum of its current and capital account 1992 ... 425 6.1
surpluses; however, actual reserves grow significantly 1993 .... 38.0 5.3

more slowly than that. This is because China 1994 .... 346 3.3
experiences chronic unrecorded capital flight through 1995 .... 343 3.2 _
such means as currency smuggling, overinvoicing of ~ 1996 .... 234 Not available
imports, and underinvoicing of expoRs. The 1997 .... 17.0 Not available

negative sign in the “errors and omissions” portion
of China’s balance of payments is consistent with As the above data show, import duties collected as
the presence of net unrecorded capital flight, and thea percentage of imports are unusually low relative to
magnitude of “errors and omissions,” running in China’s MFN-applied rate®® The discrepancy occurs
excess of $10 billion annually in recent years, may for a number of reasons. First, the administration of
give an approximate indicator of the order of China’'s customs has been decentralized, so that local
magnitude of net capital flight. By the “errors and application and enforcement of the tariff varies
omissions” measures, if all of the accumulated greatly. Second, Chinese policies include a wide
unrecorded capital outflows for the seven-year period variety of duty exemptions and reductions for favored
1991-97 had been retained in the country and addedactivities, including measures related to trade in SEZs
to China’s international reserves, those reservesand some trade related to foreign investment. Third,
would be approximately $84.3 billion (59 percent) there is reported to be widespread corruption in the
larger than their actual current level. Such capital administration of customs. This corruption hampers
flight does not include recorded capital flight, e.g,. the ability of the Chinese authorities to raise
recorded accumulation of deposits by mainland government revenue at the statutory rates, and finds

Chinese in overseas bank accounts. its parallels in other parts of the Chinese tax sygtem.

China’s Trade and Investment N

Policies Other Trade Policies

Tariffs Designated trading entities and distribution
Prior to the start of the reform movement in Under Chinese law, foreigners may trade only

1978, China conducted its foreign trade through with thos_e (_Zhinese_ entities that have t_he Iegal_right to
twelve state trading companies (STCs), each one with€N92ge in international trade. Over time, China has
a monopoly in a particular area and conducting trade 9radually mg:reased_ the number of entities permitted
in accordance with the central plan. Early in the [0 trade with foreigners beyond the twelve state
process of reform, tariffs were introduced as a method rading companies operating prior to reform. By the
of regulating trade more consistent with the principles Mid-1980s, about 700 foreign trading companies
of a market economy. Rates were reduced for 81 of (FTCS) operated on an agency basis, under which the
6,300 tariff lines during 1986-91. In the 1990s China

has made a series of steep unilateral tariff cuts, asof Protection in ChingWashington DC: Institute for

22__Continued

follows:22 International Economics and Unirule Institute of
Economics: Beijing, 1999). Import duties as percentage of
21 See Nicholas R.Lardy, China’s Unfinished imports are from World Bank\Norld Development
Economic Revolution (Washington DC: Brookings Indicators.
Institution, 1998), p. 192 23 For a discussion of the effects of corruption on
22 simple average tariff rates for 1993-96 are from foreign-invested enterprises, see Daniel H. RoBemind
United Nations Conference on Trade and Development the Open Door: Foreign Enterprises in the Chinese
(UNCTAD), TRAINS (Trade Analysis and Information Marketplace(Washington DC, Institute for International
System)and for 1992 and 1997 are from Zhang Shugan, Economics, 1999), particularly pp. 218-220.
Zhang Yanshen and Wan ZhongxMeasuring the Costs 24 Rosen,Behind the Open Dopmp. 165.
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Table 2-13
Activity of nonbank affiliates of U.S. firms in China, 1989-96

u.s.
u.sS. imports
exports to Share of all from Share of all
affiliates  U.S. exports  affiliatesin  U.S. imports
Year Affiliates Assets Sales in China to China China from China
Million
Number — Million dollars Percent dollars Percent
1989......... 64 1,741 777 122 2.1 3 0.0
1990 ......... 66 2,103 1,409 217 4.5 3 0.0
1991......... 71 1,926 1,549 (D) (D) 7 0.0
1992......... 78 2,838 2,370 (D) (D) (D) (D)
1993......... 84 3,448 2,456 337 3.9 (D) (D)
1994 ......... 225 7,466 7,424 541 5.9 475 1.2
1995......... 238 9,833 7,423 1,117 9.6 404 0.9
1996 ......... 281 13,973 11,362 1,663 14.1 1,043 2.0

Note.—1989 and 1994 are benchmark survey years while other data are from annual surveys. Benchmarking may
explain in part the large increase in 1994 values relative to 1993 values. (D) = data suppressed due to disclosure.

Source: U.S. Department of Commerce, U.S. Direct Investment Abroad, various years.

Figure 2-5
Sales, exports, and imports of nonbank affiliates of U.S. firms in China, 1989-96

Millions of U.S. dollars
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Note.—Dashed line represents data suppressed due to disclosure.
Source: U.S. Department of Commerce, U.S. Direct Investment Abroad, various years.
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Table 2-14

China’s balance of payments, 1991-97

1991 1992 1993 1994 1995 1996 1997
Millions of U.S. dollars
Currentaccount ............... 13,272 6,401 -11,609 6,908 1,618 7,243 29,718
Trade balance: Goods ....... 8,743 5,183 -10,654 7,290 18,050 19,535 46,222
Goods exports, f.o.b. ...... 58,919 69,568 75,659 102,561 128,110 151,077 182,670
Goods imports, f.o.b. ...... -50,176 -64,385 -86,313 -95,271 -110,060 -131,542 -136,448
Trade balance: Services ..... 2,858 -185 -843 321 -6,093 -1,984 -5,725
Services exports .......... 6,979 9,249 11,193 16,620 19,130 20,601 24,581
Services imports .......... -4,121 -9,434  -12,036 -16,299 -25,223 -22,585 -30,306
Income .......... ... ... .. 840 248 -1,284 -1,038 -11,774 -12,437 -15,923
Inflows .................. 3,719 5,595 4,390 5,737 5,191 7,318 3,174
Qutflows ................. -2,879 -5,347 -5,674 -6,775 -16,965 -19,755 -19,097
Transfers .................. 831 1,155 1,172 335 1,435 2,129 5,144
Inflows .................. 890 1,206 1,290 1,269 1,827 2,368 5,477
OQutflows ................. -59 -51 -118 -934 -392 -239 -333
Financial and capital accounts .. 8,032 -250 23,474 32,645 38,674 39,966 22,978
Direct investment ........... 3,453 7,156 23,115 31,787 33,849 38,066 41,673
Inflows .................. 4,366 11,156 27,515 33,787 35,849 40,180 44,236
Qutflows ................. -913 -4,000 -4,400 -2,000 -2,000 -2,114 -2,563
Portfolio investment ......... 235 -57 3,049 3,543 789 1,744 6,804
Assets ... -330 -450 -597 -380 79 -628 -899
Liabilites ................ 565 393 3,646 3,923 710 2,372 7,703
Otheritems,net ............. 4,344 -7,349 -2,690 -2,685 4,035 156 -25,499
Net errors and omissions ....... -6,767 -8,211  -10,096 -9,100 -17,823 -15,504 -16,818
Overall balance! .............. 14,537 -2,060 1,769 30,453 22,469 31,705 35,878
Reserves and related items .. ... -14,537 2,060 -1,769  -30,453 -22,469 -31,705 -35,857
Memo: Total foreign exchange
reserves, minusgold ....... 43,674 20,260 22,387 52,914 75,377 107,039 142,762

1 Current account plus financial and capital accounts plus net errors and omissions.

Source: Adapted from International Monetary Fund, International Financial Statistics.

FTC receives a fee from domestic enterprises The role of state trading companies (STEs)
wishing to import and export. By the end of 1991, continues to be substantial. STCs operate in both
there were about 4,000 FTCs, and over 400 foreign trade and internal distribution, effectively
production enterprises could trade direély. creating barriers to intra-Chinese trade as well as to
trade with foreigners (see also chapter 3). In 1994, the
25 |n most countries, the average tariff rate implied by percentage of goods handled by STCs was 40 percent,
actual duty collections falls somewhat short of the simple down from 85 percent in 1990. State trading
average statutory tariff rate, if for no other reason than
imports of products with especially high tariffs tend to be
reduced or effectively prohibited. USITC identified 44 tal and tal enterpri that h
cases in 30 countries during 1993-1996 for which both the governmena(lj an _ncl)nTgrc])vernmep '{Ijl enterprises that have
statutory average tariff rate was reported by UNCTAD and feef‘ gran;[je spheua rights ?r privileges to endgage.tljn di
import duties as a percentage of imports were reported by foreign trade. These types of enterprises are described in
the World Bank. On average, import duties as a greater detail in chapter 3 in the section entitled “State
percentage of imports were about 64 percent of the Trading.” Despite the large number of trading firms
statutory average tariff rate. For China during 1993-95, overall, STCs have exclusive trading rights to a limited
import duties as a percentage of imports ranged from 9 to number of commodities that are believed to be of
14 percent of the statutory average tariff rate, much lower particular importance to China’s economy. For further
than for any other country for which the calculation could discussion, see also, William Martin and Christian Bach,
be made. By comparison, in the United States during the “State Trading in China,” in Thomas Cottier and Petros C.
same period, import duties collected ranged from 58 to 67 Mavroidis, eds.State Trading in the Twenty-First Century
percent of the statutory average tariff. (Ann Arbor: University of Michigan Press, 1998).

26 state trading companies, or enterprises, are
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companies continue to dominate the importation of Shanghai, designated as such in 1990. The number 1
such products as grains, cotton, vegetable oils, andand geographic scope of SEZs has spread steadily,
petroleum?’ The frequent requirement for foreigners by local as well as central initiative, with one
to seek access to government-mandated distributionsourcé® reporting 8,700 development zones of
channels rather than be allowed to make their own various types by 1993. Not all of these have been
arrangements for domestic distribution of their goods fully supported by the state—in recent years as
is often cited as a significant barrier to foreign trade many as 1,000 zones which lacked central
(see chapter 5). government authorization have been shut down by
the State Council (China’s Cabinet). The
geographical scope of development zones has
Special economic zones expanded over time. Nonetheless, the existing pattern

. . . of SEZs and similar zones still serves to impose
China has set up a number of special economic P

zones (SEZs), and steered foreign investment towards%iqgraph'c limits on_ fore|gt]r? contact \?'llllth the
these zones by a variety of incenti?8sThe original diffle?rzsnecesecggt(\)/v r?é’n Scl,g(r::(ajitionireforar?nvess![memajic;]r
four SEZs, established in 1980, were ShenZhen’those zones supported by the central government and
Zhuhai, and Shantou in Guangdong province and elsewhere in the countr y

Xiamen in Fujian province. The location of these Y-

zones reflected China’s traditional patterns of Firms within SEZs receive significant tax
economic contact with foreigners—Shenzhen and exemptions. For example, in manufacturing, complete
Zhuhai are the Chinese areas nearest to the formetax holidays for the first year or two of profitability
British colony in Hong Kong and the Portuguese and reductions for some years thereafter are often
colony in Macao; Xiamen, about 300 miles to the granted. Foreign investors without such exemptions
north of Shenzhen, is located across the Taiwan Straitface a maximum profits tax rate of 33 percent (30
from Taiwan; and Shantou is about halfway between percent central, 3 percent local), which is still less
Shenzhen and Xiamen. These four original zonesthan that on domestic private firms. Foreign firms in
retain their strategic importance; for example, SEZs are expected to be export-oriented, and receive
Shenzhen is the location of one of China’s two duty exemptions on imports of capital goods and raw
embryonic stock exchanges (the other one is in materials which are reprocessed within the Zdne.
Shanghai). Especially desirable investments from the standpoint

After Deng’s February 1984 visit to the SEZs of the Chinese authorities, e.g., those with particularly

China designated 14 more coastal cities, including its high export orientations or agvanced technology,

laraest citv. Shanahai. as Economic and Technical receive greater incentives. The economic zones are
De%/elopmgﬁt Zongs ('ETDZ§? Hainan, a large also used to geographically restrict those particular

southernmost part of China, was made an SEZ on itSnew “experimental” o eratior?s of for.ei n banks[,) rﬁust
organization as a separate province in 1988. Another P P 9

important zone is the Pudong New Zone, near P€ Pased in Pudong, and foreign insurance and retail
operations are similarly restricted.

27 USTR, National Estimate of Foreign Trade
Barrzi%rs 1998 p. 48.
Rosen,Behind the Open Dopipp. 36-39. . . .
29 The success of SEZs in promoting growth in the Foreign-invested enterprises

originally designated cities spurred other regions to P U ;
demand similar types of privileges. As a result, several China's foreign investment regime allows several

other cities were granted subsets of the rights granted to tyPes of foreign involvement in enterprises, generally
the SEZs through other forms of preferential treatment,  referred to as foreign-invested enterprises (FIEs). The
such as the EDTZ. There are several differences between most common form has been tlquity joint venture
SEZs and EDTZs; however, one important distinction is Wholly-owned foreign enterprisdsave become more

that sites for SEZs are typically chosen in areas with ; -
underdeveloped industrial and technological industries common in recent yeargontractual joint ventures

while sites for ETDZs are selected in areas with more are somewhat simpler to establish, and are used
advanced levels of industrial, technological, and economic

development. For further discussion on this topic, see 30 pali L. Yang, Beyond Beijing: Liberalization and
Wing Thye Woo, “Why China Grew,” in Peter Boone, the Regions in ChinéLondon: Routledge Press, 1997),
Stanislaw Gomulka, and Richard Layard, e@snerging p. 56, cited in Rosenbid., p. 37.

From Communism: Lessons from Russia, China, and 31 Chinese authorities attempted to rescind the duty
Eastern EuropgCambridge: MIT Press, 1998); and exemption on foreign capital goods entering SEZs in the
Masaru Yoshitomi, “The Comparative Advantage of mid-1990s at the urging of domestic firms, but retreated
China’s Manufacturing in the Twenty-First Century,” in from this position after signs of decelerating levels of
OECD, China in the 21st Century: Long -term Global foreign investment in 1997, as well as the Asian financial
Implications (Paris: OECD, 1996). crisis in the same year.
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primarily for lower-value-added export-processing
operations of short duration. A small humberjaht
exploration companie®xist, with special provisions
pertaining to the extractive industries.

The approval procedure for FIEs is lengthy and
involves several stages. It includes negotiations with
the Ministry of Foreign Trade and Economic
Cooperation (MOFTEC) and/or other ministries for
specific industries and local governments and their
subunits as well as obtaining a business license an
additional permits relating to foreign exchange, bank

In December of 1997, China promulgated a
“Catalogue For The Guidance of Foreign Investment

Industries,®2 which set forth China’s policy
preferences with respect to FIEs by sector.
Investments in certain sectors are variously

categorized asncouragedrestricted prohibited and
permitted (for everything else). The categories are in
fact operated as guidelines rather than enforceable
rules, and there are examples both of FIES in

Oprohibited sectors and of applications being turned

down although they appeared to fall easily under the
rules for encouraged sectors. Further information on

accounts, housing, and so on. The extent to which
incentives are offered or performance requirements
imposed (e.g., requirements for export intensity,

teChnplqu ”@”Sfe“ etc.) de_pend_s in part on the 32 Translations of this document, under various
negotiating skills of the foreign firm and whether Egngish titles, appear in RoseBehind the Open Dopr
Chinese authorities perceive the investment to beappendix A, and Stephen Dorrough and Guo Linjun,
particularly desirable. In the case of joint ventures, the “New Guidelines and Incentives for Foreign Investors,”

the foreign investment regime appears in chapters 4
and 5 of this report.

selection of a politically well-placed domestic partner

can influence the treatment offered by the Chinese

government. The degree of involvement of local
versus national authorities varies greatly from project
to project.
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CHAPTER 3
Effects on the U.S. Economy of Chinese
Non-Tariff Barriers

I data on the TES). These products accounted for 30
|ntrOdUCt|0n percent of China’s imports in 1994. These products
This chapter discusses and analyzes the likely Were subject to import licensing, quotas, trade limited
effect on the U.S. economy of China’s offer to to certain companies (i.e., state trading and designated
liberalize certain Chinese non-tariff barriers (NTBs). trading), and food, plant, and commodity inspection.
USTR requested analysis of the effects of the full range The estimated TEs ranged from 4.2 percent for wool
of market access commitments, including China’s and wool tops to 111.4 percent for sugar.
April 1999 offer to eliminate certain NTBs. This The quantitative assessment reflecting the impact
analysis covers existing Chinese practices andon the U.S. economy of China’s April 1999 offer found
proposed changes regarding licensing, quotas,in chapter 7 covers only tariff reductions and does not
tendering, transparency, national treatment, judicial include the impact of NTB%. This is because
review, state trading, offsets, transfer and protection of necessary data for TEs reflecting China’s April 1999
technology, local content, export performance, and offer are not available. However, the potential impact
trade and foreign exchange balancing requirements. on the U.S. economy of the removal of NTBs using the
TEs for the 25 products mentioned above is estimated
in chapter 7 for the scenario applying a 50-percent
reduction in 1998 Chinese tariffs. As shown in that
analysis, the removal of even these selected non-tariff
barriers would have a significant impact on the U.S.

This chapter first provides a summary of findings
related to sectors affected by existing NTBs and the
likely effects of their removal. Specific NTBs are
described, compared with WTO rules, and the likely

effect of their removal on U.S. trade and investment is

assessed. The assessment for NTBs is based upon drronomy beyor_ld that from a reduction of a 50-percent
extensive review of available literature, written cut in 1997 tariff levels. For the base year 1998, the

submissions to the USITC and USTR. as well as model results suggest that the increase in total U.S.
interviews with U.S. industry representatives. exports would be 60 percent higher beyond the
50-percent reduction in the 1997 tariff level.
Similarly, the small increases in U.S. welfare and
gross domestic product would have been 80 to 100
‘percent higher than the increases generated by tariff

In its April 1999 offer, China agreed to concessions
in several areas that went beyond its previous draft
WTO protocols and concessions found in the annexes

* * *

* * *_ Prior to the April 1999 offer, China had ! Zhang Shuguang, Zhang Yansheng, and Wan
. . . s Zhongxin,Measuring the Costs of Protection in China
agreed to provide full trading rights and distribution (washington, DC: Institute for International Economics,

rights to foreign firms with the exception of products 199%).

i i i The TEs from the IIE study are for Chinese imports in
reserved_ for STESh’ progressively phasing in these 1994, and such TEs may not be the same for Chinese
concessions over three years. imports in 1998. For example, in 1998, China instituted a
ban on imports of processed petroleum products and a near
ban on wheat imports.

. . . . . . . 3 In April 1999, Goldman Sachs, a major U.S.
investment banking company, forecasts (methodology not
reported) that the elimination of non-tariff barriers in China

Few efforts have been made to measure theq g “generate an additional US$20-US$30 billion in

economic effects of Chinese non-tariff barriers. The imports a year.” It was not reported how this would
Institute for International Economics (IIE) estimated Specifically affect China's major trading partners, such as the

. . . . United States. See Fred Hu, Goldman Sadhi)
tariff-equivalents (TE) for Chinese NTBs for 25 highly Membership: What This Means for Greater Chifdobal

protected products (see Table E-1, Appendix E, for Economics Paper No: 14, Apr. 26, 1999, p. 4.

* * * * * * *
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reductions alone. It should be noted that theseeliminate licensing and quotas simultaneously for
estimated effects reflect the removal of some, but not products now subject to both.
all, NTBs in the Chinese economy due to the lack of  Under China’s Foreign Trade Law, certain products
necessary data on TEs applicable to all the pI’OdUCtSare Subject to quotas and import and/or export
affected by NTBs. Also, as discussed below, there arejicensing. As of mid-1996, all products subject to
overlapping government policies that are applied quotas required an import license, but some products
simultaneously that may reduce the estimated impactthat were not subject to quotas also required import
of removal of these NTBs. license€  Products subject to import licensing may
be imported only after permission has been granted by
. . the relevant departments under the State CofinoAl.
Summary Of F|nd|ngs license will then be issued by either the Ministry of
Foreign Trade and Economic Cooperation (MOFTEC)
Import Quota and License Control Bureau, the local
China uses NTBs in conjunction with government MOFTEC Commissioner’s Offices, or licensing
policies to foster economic development of so-called authorities at the provincial level.  Reportedly,
“pillar” industries* and to promote technology MOFTEC issues most licenses once relevant agencies
transfer and foreign investment in other selected have already approved the impdrt.
sectors of the econondy. In “pillar” industries, there Import quota levels are determined through data
appear to be layers of barriers, including high tariffs. collection and negotiation conducted by Chinese
In sectors where investment is encouraged, there arecentral and local government agencies late in the year.
fewer barriers, but they are leveraged to encourage“Demand” for products is determined based upon
technology transfer and investment and to shift both to either central or local government needs for particular
Chinese ownership. products in individual projects or the desire to restrict

Because many tariff and non-tariff barriers tend to products’ Quotas are allocated by central government
work together to protect a sector from import agencies with eventual distribution nationwide to

-, _ 0 .
competition and/or to encourage sector development&Nd user$?  Quotas are administered by local
and technology acquisition, the likely effects of branches of the relevant central government agencies.

removing one barrier in isolation from other barriers The value or quantity levels of quotas on imported

are extremely difficult to estimate. Table 3-1 products are not publicized, and there is little
summarizes some likely results that would be expected!fansparency.

if China were to eliminate the specified NTBs pursuant  Licenses are issued based upon the justifications to
to its April 1999 offer. import given by the applicant stating that the import is

necessary and also that the applicant has the necessary
foreign exchange. The certificate of import is issued
; ; by those authorities which regulate the domestic
LlcenSIng and QUOtaS production of like products. The proof of requisite
foreign exchange is a foreign exchange certificate
issued by the relevant authoritids. Reportedly, the

* * * * * * *

Description
. . . ) ) } ) 6 WTO, Working Party on the Accession of China,
This analysis combines a discussion of licensing Communication from ChinaVT/ACC/CHN/3, Aug. 16,

and quotas because these non-tariff barriers overlap int996. _ . .
d P 7 Ministry of Foreign Trade and Economic Cooperation

many product sectors. China’s April 1999 offer would (\oFTEC), Article 19 Foreign Trade Law of the People’s
Republic of ChinaJuly 1, 1994, unofficial English

4 The Chinese Government has identified certain translation, found at Internet address
“pillar” industries to promote with central government http://www.moftec.gov.cn, retrieved May 13, 1999.
funding in order to achieve and maintain economic 8 United States Trade Representative (USTRRS

self-sufficiency. The industries identified are the machinery, National Trade Estimate Report on Foreign Trade Bartiers
electronics, petrochemicals, automobiles, and construction  1998.

materials industries. U.S. Department of Commerce, Bureau 9 USTR, 1999 National Trade Estimate Report on

of Export Administration (BXA) and DFI International, Foreign Trade Barriers1999.

“Technology Transfer: Policies, Process, and Decision 10 MOFTEC, Article 20Foreign Trade Law of the
Making in China,”U.S. Commercial Technology Transfers to People’s Republic of Chinduly 1, 1994, unofficial English

the People’s Republic of Chindan. 1999, p. iii. translation, found at Internet address

5 Analysis by USITC staff based upon a comparison of  http://www.moftec.gov.cn, retrieved May 13, 1999.
China’s investment policies by sector and product for 11 EU Market Access Database, information for China,
licensing, quotas, tendering requirements, and state trading, found at Internet address http://mkaccdb.eu.int/, retrieved
using information for 1996 and 1998. Jan. 12, 1999.
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Table 3-1

Summary of the effects on U.S. trade and U.S. foreign investment of removing certain Chinese
non-tariff barriers as a result of China’s accession to the WTO, including China’s April 1999 offer

Chinese non-tariff barrier Sectors affected

Effects

Licensing and quotas Pillar industries, such as

grains, cotton, chemicals,
License-permission to import  motor vehicles, consumer
a particular product given by  electronics, cameras,

the government to importers  and certain other products.

and issued in the form of a
license.

Quotas-quantity limits on
imports set by the
government.

Trade: Increased U.S. export opportunities and
reduced trade costs in fees and time. For some
sectors, potential benefits may depend on Chinese
Government industrial and agricultural policies, as
well as the role of state trading enterprises.

Investment : Little or no increase in U.S.
investment opportunities. Licensing and quotas
were used to protect Chinese industry from imports
and in order to access the Chinese market, foreign
companies would invest in manufacturing in China.
With these barriers removed, the incentive to
invest in China because of these barriers is
significantly reduced.

Tendering Selected machinery and
electronics.

A centrally administered

procurement process that

lacks transparency, is

non-competitive, and may be

used to limit imports.

Trade: Increased U.S. export opportunities due to
the competition process becoming more
transparent and less controlled. Potential benefits
may, in part, depend upon the extent to which
Chinese state-owned and state-invested
enterprises operate in a commercial manner, as
China has committed to in its April 1999 offer.

Investment : Little or no increase in U.S.
investment as U.S. exporters realize that they are
not constrained to produce in China in order to
gain an advantage in the tendering process.

National treatment All sectors.

Treating imports on the same
basis as domestic products
and services.

Trade: Increased U.S. export opportunities as
mandates for local products are eliminated.
Potential benefits may, in part, depend upon the
extent to which Chinese state-owned and
state-invested enterprises operate in a commercial
manner, as China has committed to in its April
1999 offer. In addition, benefits would also depend
upon how China implements its industrial policies.

Investment : Increased U.S. foreign investment
opportunities in China as foreign investors would
be allowed to invest in more sectors of the
economy.

Transparency All sectors.

Laws, rules, regulations,
procedures, and the like
readily available to interested
parties.

Trade: Increased U.S. export opportunities as
transparency in the government decision-making
process improves-that is, as access to the
applicable rules and regulations that govern the
process improves and as the ability to observe
whether the decision was made in accordance with
those rules and regulations improves. This
outcome assumes most decisions will be made in
accordance with published rules and regulations.

Investment : Increased U.S. foreign investment
opportunities due to the aforementioned reasons
and assumptions with regard to trade.




Table 3-1— Continued

Summary of the effects on U.S. trade and U.S. foreign investment of removing certain Chinese
non-tariff barriers as a result of China’s accession to the WTO, including China’s April 1999 offer

Chinese non-tariff barrier

Sectors affected

Effects

Judicial review

Impartial, independent, and
accessible review and
settlement of disputes.

All sectors.

Trade: Increased U.S. export opportunities due to
bias removed from the system and improved
transparency.

Investment : Increased U.S. foreign investment
opportunities in China as investors gain confidence
about operation of China’s trade and investment
regime.

State trading

Import and export activities
limited to either state
enterprises or entities
designated by the

Grains, tobacco, cotton,
vegetable oils, sugar,
alcoholic beverages, and
petrochemicals, as well as
rubber, timber, wool, acrylic,
and steel.

Trade: Increased U.S. export opportunities likely
as a result of state trading being liberalized in
certain sectors and trading rights for distribution
forthcoming. However, WTO enforcement of rules
on state-trading enterprises has been low.

government. Investment : Negligible, since foreign investment
is generally prohibited or limited.
Offsets Aerospace, automobiles, Trade: Increased U.S. export opportunities,

Incentive payments used by
the seller in order to secure
procurement by the buyer.
May take many forms, such
as investment, technology
transfer, co-production,
barter, and countertrade.

electronics,
telecommunications
equipment.

depending upon the degree to which voluntary
collaboration replaces government-mandated
offsets in sales.

Investmen t. Uncertain, since data are not
available as to the current degree of investment
due to government mandates or U.S. companies’
desire to improve customer service or establish a
presence in the Chinese market.

Transfer and protection of
technology

Official or unofficial rules and
procedures to coerce transfer
of technology. Official rules
and mechanisms for the
protection of intellectual
property rights.

Manufacturing and processing
industries.

Trade: Increased U.S. export opportunities
because the transfer of technology will be
increasingly protected in accordance with
international norms. This outcome assumes most
decisions will be made in accordance with
published rules and regulations.

Investment: Increased U.S. foreign investment
opportunities in China as investors are not forced
to transfer technology and China increases efforts
to protect technology. This outcome assumes
most decisions will be made in accordance with
published rules and regulations.

3-4



Table 3-1— Continued

Summary of the effects on U.S. trade and U.S. foreign investment of removing certain Chinese
non-tariff barriers as a result of China’s accession to the WTO, including China’s April 1999 offer

Chinese non-tariff barrier

Sectors affected

Effects

Export performance
requirements

Government requirements
stipulating minimum amounts
of production that must be
exported.

Under China’s April 1999
offer, China has agreed to go
beyond the WTO Agreement
on Trade-Related Investment
Measures (TRIMS), which
does not include export
performance requirements.

Manufacturing, including
aerospace, automobile,
electronics, packaged foods,
machinery, semiconductor,
telecommunications
equipment, and textile and
apparel industries.

Trade: Possible decrease in U.S. imports from
China. However, U.S. companies may incur costs
in reorienting their operations toward the Chinese
market.

Investment: Increased U.S. foreign investment
opportunities in China as export performance
requirements may no longer influence the type of
investment to be made in China.

Local content requirements

Government mandates
requiring that production
incorporate certain amounts
of domestic rather than
foreign inputs.

Manufacturing, including
aerospace, automobile,
electronics, packaged foods,
machinery, semiconductor,
telecommunications
equipment, and textile and
apparel industries.

Trade: Increased U.S. export opportunities as
foreign or domestic manufacturers in China may
then purchase foreign inputs rather than domestic
inputs. Potential benefits, however, will depend in
part on how China implements its industrial
policies.

Investment : Fewer U.S. foreign investment
opportunities as U.S. companies realize that there
will be no official laws and regulations that require
the use of local content, and therefore they will
have the flexibility to import foreign inputs.
However, pressures to use local content are likely
to continue to impose operational constraints on
U.S. firms.

Trade and
foreign-exchange
balancing requirements

Production ventures are
required to balance their
foreign trade and foreign
exchange so as to limit
imports.

Virtually all foreign-invested
enterprises in China.

Trade: Increased U.S. export opportunities as U.S.
firms would be less likely to minimize imports and
increase exports from China.

Investment : Increased U.S. foreign investment
opportunities in China, but tempered by Chinese
informal pressure to control trade and foreign
exchange flows.

Source: Compiled by the staff of the U.S. International Trade Commission based upon Commission analysis in this

chapter.

issuance of licenses follows China’s guidelines on

In 1997, 376 Chinese tariff HS subheadings were

investment?
activities,

These guidelines list the types of
industries, and/or products in which

investment is encouraged, permitted, restricted, orearly 1999, licensing and quotas covered 25 percent of

prohibited.

12pid. For China’s investment guidance, see China
Council for the Promotion of International Trade (CCPIT),
China Business Guidéppendix Il, “Interim Provisions for
Directing Overseas Investment” and “Guide Catalogue of
Industries for Foreign Investment,” issued by the State
Council on Dec. 29, 1997, found at Internet address
http://www.ccpit.org/engVersion/cp_infor/cp_cbg/cbg3_3.ht
ml, retrieved Feb. 22, 1999.

subject to import licensing, of which 246 were also
subject to import quota manageméhtReportedly, in

imports and 20 percent of expots.

13 China Council for the Promotion of International
Trade (CCPIT)China Business Guid@ Chap. Ill, Section
I, Foreign Trade Management, Il. Import Commodity
Management, found at Internet address
http://www.ccpit.org/engVersion/cp_infor/cp_cbg/cbg3_3.ht
ml, retrieved Feb. 22, 1999.

14 Foreign Broadcast Information Service (FBIS), “New
Steps Taken To Reform Foreign Trade,” Doc. ID
FTS19990309001961, Mar. 3, 1999, found at Internet
address http://www.fbis.gov, retrieved Apr. 9, 1999.



For machinery and electronics products subject to published in mid-19967 The MOU also required that
quotas, the import license applicant must obtain an quota amounts be published; however, this has seldom
“Import Quota Certificate” issued by the State Office been done, and was not done for tariff-rate quotas

for Import and Export of Machinery and Electronic
Products (State MEP Office). For other commodities,
the applicant must obtain an “Import Quota Certificate
for General Commodities” issued by administrating
organizations authorized by the State Planning
Commission.

For imports free from quota control, the applicant
must obtain a “Registration Certificate for Import of
Special Commodities” issued by the administrating
organization authorized by the State Planning
Commission. For the import of carbonic acid drinks,
the applicant must have an “Import Certificate” issued
by the State Economic and Trade Commission
(NETC). For chemicals, approval must be obtained
from the Ministry of Chemical Industry.

Although China eliminated import licensing on

established in April 1996 on wheat, corn, rice,
soybeans, and vegetable difs. The MOU also
required that China not condition the issuance of
import licenses upon the transfer of technology or
investment requirements, or, subject to the provisions
in the MOU annex, the existence of competing
domestic suppliers for such products. It is not known
to what extent this was done. In addition, the MOU
required China to publish its laws and regulations
regarding foreign trade, including licenses. China
established the MOFTEC gazette as a central
repository to carry official texts of all trade-related
laws and regulations at the national level. But USTR
has noted that its contents are not always complete or
timely, and it excludes laws and regulations from other
agencies that affect trad®.Many of the laws and
regulations are now being made available on Chinese
Government agency Internet sites in both Chinese and

many products during the 1990s, many of those English20

products are now subject to “automatic registration.”
Products subject to automatic registration include
selected raw materials and import-sensitive com-
modities!® Under automatic registration, importers
must secure a certificate of registration for the import
of special commodities prior to importation. The
certificate is valid for six months. The automatic
registration system appeared in April 1994 with the

issuance of rules under “Provisional Procedures for

Administration of Automatic Registration for Import of
Special Commodities.”

With the signing of the 1992 Memorandum of
Understanding (MOU) Concerning Market Access

between China and the United States, China agreed t

eliminate all import restrictions, quotas, and licensing

China has maintained export quotas and/or licenses
on certain products, but during the 1990s, China
reduced the number of products subject to these
requirements. Export quotas and licensing
requirements cover four types of products. These
include staple resource export commodities (such as
grains, certain oilseeds, or rare metals); commodities
subject to voluntary restraint agreements; commaodities
subject to foreign quota restrictions (such as apparel
products); and important name-brand, high-quality and
special commodities where demand and supply
imbalances may occur.

Comparison with WTO

requirements on a group of products listed in the annexRequirementS

to the MOU according to a schedule in the annex.
According to the USTR, China has removed over

1,000 quotas and licenses on a wide variety of productsLiCenSing

covering key U.S. exports, as required by the M®U.

WTO rules seek to simplify import licensing

China also agreed to publish within 90 days of procedures, make them transparent, ensure that they
signature of the MOU a list of all organizations are fairly and equitably administered, and prevent the

delegated authority from the central government for administration of licensing procedures from restricting
authorizing or approving import licenses; a list was or distorting imports.

17 FBIS, “Commodity Import Licensing Authorities
Detailed,” FTS19960611000040, June 11, 1996, found at
Internet address http://www.fbis.gov, retrieved May 10,
1999.

18 USTR,1999 National Trade Estimate Report on
Foreign Trade Barrierspp. 55-56.

19 hid., p. 56.

20 For example, see Internet addresses
http://www.cei.gov.cn and http://www.moftec.gov.cn.

15 These include grain, vegetable oils, liquor, crude oil,
asbestos, color sensitive material, pesticides, plastic raw
material, synthetic rubber, fabrics of manmade fibers, steel
billets, and steel, copper, and aluminum metals.

16 These products include telecommunications digital
switching equipment, computers, many agricultural
products, and medical equipment. USTRB99 National
Trade Estimate Report on Foreign Trade Barrjek899, p.
55.



The most direct GATT or WTO references are covered by the WTO Agreement on Agriculture,
concerning licensing requirements are GATT Article which seeks to have quantitative restrictions, such as
VIl (Fees and Formalities connected with Importation quotas, converted into tariffs or tariff-rate quotas.
and Exportation) and the WTO Agreement on Import GATT Article lll, National Treatment on Internal
Licensing Procedures. GATT Article VIII seeks to Taxation and Regulation, seeks to ensure that laws and
reduce any protection for domestic firms and products regulations do not discriminate against imported
that may arise by charging excessive fees or undulyproducts in favor of domestic ones. This would also
complicating import or export procedures for foreign apply to quotas.
firms.

The WTO Agreement on Import Licensing requires
WTO members to provide transparency to items for

which they require non-automatic or automatic import China’s licensing and quotas as listed in its draft

licensing?* Article 1, paragraph 4 of the Agreement \y1q protocol as of mid-1998 are focused on certain
requires WTO members to publish sufficient gectors. Products that China has subjected to licensing
information regarding import licenses and Article 3, gng quotas may be characterized as selected
paragraphs 4 and 5 require WTO members to publishagricultural commoditie33 raw material@4 certain

the basis for granting or allocating non-automatic intermediate inputs, products that compete with its
licences, as well as information on quota amounts nascent industrie® and consumer products (table
associated with the licendé. GATT Article VIII 3-2). Imports and exports of the products may also be
requires that fees and charges imposed by WTOreserved for state trading enterprises or for firms
members with regard to licensing, among other designated by the central government. Certain
requirements, should approximate the cost of servicesproducts are also subject to state pricing controls:
provided, and not be excessive. grains, tobacco, processed petroleum products, urea
and ammonium nitrate fertilizers, and cotton. The
product sectors subject to licensing and quotas may
also be subject to investment guidance that may either
Quotas encourage or restrict foreign participation to develop or

WTO rules most directly applicable to quota Protect that sector better.

requirements are GATT Articles Xl and XIll. GATT Licenses and quotas have been used to institute
Article XI prohibits import and export quotas on bans on imports or to control “smuggling.” For
products arriving from or destined for the territory of example, in April 1997, China banned imports of
any other contracting party. GATT Article XlIl sets certain nitrogenous fertilizers, including urea and
out parallel requirements to ensure nondiscriminatory ammonium nitrate, among other fertiliz8fs.The ban
application of quotas. Quotas on agricultural products was implemented through quotas, a 3-percent tariff,
and the elimination of import subsidies that allowed
imported product to compete with lower-priced
Chinese product®! The ban was due to the influx of

Sectors Most Affected

21 Article 1 of the WTO Agreement on Import Licensing
defines import licensing as administrative procedures,
referred to as “licensing” and similar administrative
procedures, “used for the operation of import licensing
regimes requiring the submission of an application or other
documentation (other than that required for customs
purposes) to the relevant administrative body as a prior
condition for importation into the customs territory of the
importing Member.”

Automatic import licensing is defined in Article 2 of the
Agreement as “import licensing where approval of the
application is granted in all cases,” and “shall not be
administered in such a manner as to have restricting effects
on imports subject to automatic licensing.”

Non-automatic import licensing is defined in Article 3

23 For example, sugar imports are subject to licensing.
James William Johnson, Jr., on behalf of the American Sugar
Alliance, written submission to the Commission, Mar. 10,
1999.

24 Although import quotas and licensing requirements
on certain solid wood and pulp products were eliminated in
1995, the American Forest and Paper Association reported
that “import quotas continue to exist and are being traded
like stock certificates. This causes great uncertainty and
confusion among exporters to China.” Maureen R. Smith,
Vice President International, American Forest and Paper

of the Agreement as licensing falling outside the definition
of automatic licensing. Non-automatic licensing “is used to
administer trade restrictions such as quantitative restrictions
which are justified within the WTO legal framework.”
WTO, “WTO-A Training Package,” found at Internet
address http://www.wto.org/wto/eol/e/wto03/wto02_61.htm,
retrieved May 13, 1999.

22 GATT Article X is the general article requiring WTO
members to publish their laws, regulations, judicial
decisions, and administrative rulings pertaining to trade.

Association, written submission to the Commission, Mar. 10,
1999.

25 jilliam T. Archey, American Electronics
Association, written submission to the Commission, Mar. 9,
1999.

26 U.S. International Trade Commissigkmmonium
Nitrate: A Comparative Analysis of Factors Affecting Global
Trade (investigation No. 332-393), USITC publication
3135, Oct. 1998, pp. 3-27.

27 | bid.
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Table 3-2

Products subject to licensing and quotas compared with state trading, designated trading, land
investment guidance
State
trading:
imports/ Designated
Product Licensing 2 Quotas2  exports 3 trading 3 Investment guidance 4
Selected agriculture :
Grains ............ Yes Yes Imports/ No Restricted: Chinese party to
exports have controlling stake or
leading position.

Vegetable oils .. . ... Yes Yes Imports No Restricted: No further detail
available.

Sugar ............. Yes Yes Imports No Encouraged: Development of
high-yielding sugar-bearing
crops.

Raw materials :
Petroleum and
petroleum Imports/
products ...... Yes Yes exports No None mentioned.

Fertilizer .......... Yes Yes Imports No None mentioned.

Rubber............ Yes Yes No Yes Encouraged: Certain
synthetic rubber.

Wool .............. Yes Yes No Yes Restricted: Wool spinning.

Cotton ............ Yes Yes Imports/ No Restricted: Chinese party to

exports have controlling stake or
leading position.

Man-made fibers ... Yes Yes No Yes Restricted: For some
products, wholly
foreign-owned operations are
not allowed.

Nascent industries :
Air-conditioning and
refrigeration
machinery .. ... Yes Yes No No Restricted: Chinese party to
have controlling stake or
leading position.

Engines ........... Yes Yes No No Restricted: Chinese party to
have controlling stake or
leading position.

Certain textile

machinery .. ... Yes Yes No No Encouraged: Production of

complete sets of new-type
knitting machines.

See footnotes at end of table.
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Table 3-2— Continued
Products subject to licensing and quotas compared with state trading, designated trading, land
investment guidance

State
trading:
imports/ Designated
Product Licensing 2 Quotas?2  exports 3 trading 3 Investment guidance 4
Nascent industries— Continued
Motor vehicles .... Yes Yes No No Restricted: Chinese party to
have controlling stake or
leading position.
Microscopes . ..... Yes Yes No No None mentioned.
Consumer products
Beverages and
distilled
Spirits . ....... Yes No No No Restricted: No further detail
available.
Tobacco products . Yes Yes Imports No Restricted: No further detalil
available.
Photographic films . Yes No No No Restricted: No further detalil
available.
Video camera
recorders
(VCRs),
tape players
and Yes Yes No No Restricted: No further detail
recorders, available.
camcorders . ..
Encouraged: Production of
compatible digital TV, HDTV,
and digital tape
recorders/players.
Color TVs and
parts,
including Yes Yes No No Restricted: No further detail
TV tubes ..... available.
Encouraged: Production of
compatible digital TV, HDTV,
and digital tape
recorders/players.
Radios ........... Yes Yes No No Restricted: Certain products.
Cameras ......... Yes Yes No No Restricted: No further detail

available.

1 In designated trading, the Chinese Government authorizes only certain firms to engage in international trade.

2 kxx

3 From WTO, Annex 3 to China’s draft protocol, WT/ACC/CHN/3, Aug. 16, 1996.
4 People’s Republic of China, Catalogue of Industries for Foreign Investment, effective Jan. 1, 1998.

Source: Compiled by the staff of the U.S. International Trade Commission.
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imported product, combined lower consumption in cameras, are not major U.S. exports. Therefore, U. S.
1995 and 1996, that shut down several then recentlyexports are likely to benefit from the removal of
constructed fertilizer plan& In another example, in  licensing and quotas to the extent of participation in
September 1998 China suspended imports of dieselthese markets.
fuel and gasoline, to “safeguard the normal production
and operational order of domestic petrochemical ~ The simultaneous application of new barriers or
enterprises2® Import quotas and issued licenses for other types of barriers, such as automatic registration
these fuel products were suspended. In Septembe@nd product labeling and registration, would limit the
1998, MOFTEC issued a supplemental anti-smuggling benefits of China’'s April 1999 offer on licenses and
circular which stated that authorities should strictly quotas. For example, the American Iron and Steel
enforce quota restrictions on commodities such as Institute notes that steel consumers desiring to import
cotton, wool, vegetable oils, natural rubber, and Steel must register in advance and in each jurisdiction
suga®® These commodities are used as inputs in into which they wish to impoR? The Cosmetic,
finished products which are re-exported. Chinese Toiletry, and Fragrance Association reported that China
authorities did not want these imported inputs to be has special labeling requirements that are more
diverted for sale onto the domestic market or used tostringent than those found in most major and
produce finished products for the domestic market, developing market3® Potential or existing barriers
because these imports would undercut the prices ofalso include the existence of high tariffs, lack of
domestically-produced inputs. distribution rights, restrictions on trading rights, and
reservations for state trading. The Distilled Spirits
Council of the United States expressed concerns about
high tariffs, trading rights, distribution restrictions, and
Eﬂ:eCtS on U.S. Trade in?ellectual propergty ?ights concerns, but not concerns
about licensing or quot&$. Similarly, JBC
International, on behalf of the Wine Institute and the
California Association of Wine Grape Growers
(CAWG), cited problems with high Chinese tariffs,
value added taxes, registration for wineries before
exporting to China, state trading, and labeling as
principal problems, but not licensing and qudtas.

China’s April 1999 offer furthers an earlier offer in
July 1998 to eliminate licenses and quotas generally
within 5 years of the entry into force of its WTO
protocol. * * *. For quotas, in its April 1999 offer,
China agreed to * * *. All quotas will grow by 15
percent annually (a previous Chinese commitment)
until the quota is eliminatett * * *. Table 3-3
presents China’s April 1999 offer with regard to * * " . * . .
licensing and quotas. It also presents data on China’s '
imports from the United States and total imports from Neither the Commission’s model nor industry

all sources in 1998. Chinese imports of U.S. products epresentatives nor other proxies were available to
subject to licensing and quotas covered by the April permit a reasonable estimate of the effect of the
1999 offer declined from $2.9 billion (18 percent of removal of China’s licensing and quota restrictions on
total imports from the United States) to $2.0 b||||(_)n (12 ys. exports and investment, except as provided above.
percent) between 1996 and 1998; and total Importsapiity to provide estimates reflects the fact that more
from all sources, declined from $.12_3.1 billion (or 13 than one policy may be a trade barrier in any industry
percent of total imports) to $13.0 billion (9 percent) in gimyjtaneously, and for some product sectors, Chinese
that period. Government industrial and agricultural policies, as well
Removal of licensing and quotas will affect only as_'Fhe a(_:tivities of state trading ente_rprises, have the
certain products. Many products subject to licensing ability to influence the extent of benefits that might be
and quotas, such as sugar, rubber, wool, and consumeiealized by U.S. exporters.
electronics such as color TVs, VCRs, tape players, and

32 Thomas R. Howell, Dewey Ballantine LLP., on behalf

28 |pid. of American Iron and Steel Institute, written submission to

29 FBIS, “Diesel Fuel, Gasoline Imports Suspended,” the (é‘,somm_lssmn, Fek_). 22, 1999'_ )
FTS19980929000335, Sept. 18, 1998, found at Internet Louis Santucci, Vice President, International,
address http://www.fbis.gov, retrieved Apr. 9, 1999. Cosmetic, Toiletry, and Fragrance Association, written

30 FBIS, “MOFTEC Issues Supplement to submission to the Commission, Mar. 8, 1999.
Anti-Smuggling Circular,” FTS19980930001628, Sept. 9, 34 Distilled Spirits Council of the United States, written
1998, found at Internet address http://www.fbis.gov, submission to the Commission, Mar. 8, 1999.
retrieved Apr. 9, 1999. 35 JBC International, on behalf of the Wine Institute and

31WTO, Annex 3Non-Tariff Measures Subject to the California Association of Wine Grape Growers, written
Phased Elimination, July 1998VTO/ACC/CHN/16. submission to the Commission, Mar. 9, 1999.
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Table 3-3
China’s licensing and quotas: China’s April 1999 offer, phase-in completion date, 1 China’s total
imports from all sources, and imports from the United States, 1998

Chinese imports

Total, From the
Product *oxox *oxox all sources United States
Subject to licensing only:
Wheat ................... ok ok *okx $278.6 million $57.9 million
Comn ... $31.7 million $24.0 million
Rice ........ooviiii.n. $120.0 million $0.3 million
Vegetableoils ............. $1,297.3 million $257.7 million
Liquor..........oooenn $11.8 million $0.1 million
Film $49.7 million $10.8 million
Total ................. $1,789.1 million $350.8 million
Subject to licensing and quotas:
SUgar ... $144.5 million $0.1 million
Tobacco ................. $35.1 million $0.4 million
Wool and wool tops . ....... $605.0 million $4.7 million
Cotton ................... $357.0 million $186.1 million
Processed petroleum oils . . . 20.4 mmt .35 mmt
($1,991.3 million) ($29.6 million)
.014 mmt .002 mmt
Sodium cyanide ........... ($16.6 million) ($1.9 million)
13.9 mmt 5.3 mmt
Chemical fertilizer ......... ($2,517.9 million)  ($1,227.8 million)
Polyethylene
terephthalate slices or 281 mmt 002 mmt
chips ................ ($198.9 million) ($2.6 million)
430 mmt 111 thousand tons
Natural rubber ............ ($319.5 million) ($0.1 million)
Tires of rubber used on 1.2 million pieces 39,010 pieces
automobiles .......... ($15.8 million) ($0.3 million)
.501 mmt .005 mmt
Polyesteryarn ............ ($759.6 million) ($17.0 million)
.098 mmt .003 mmt
Synthetic filamentrow . ... .. ($123.4 million) ($3.9 million)
.898 mmt .012 mmt
Synthetic staple fibers ... .. ($1,045.2 million) ($17.3 million)
Automobiles and key parts . .
$868.3 million $85.3 million
Motorcycles and key parts .. $95.2 million $0.1 million
ColorTVsetand TV ....... $1,433.5 million $39.6 million
Recorders and transport
mechanisms .............. $163.1 million $0.3 million
Refrigerators and
COMPressors . ......c.o.o..... $99.3 million $11.6 million
Washing machines ........ $0.2 million -
Recording apparatus and
key parts ............. $243.4 million $0.5 million
Cameras ................. $2.7 million $0.1 million
Wrist watches ............. $40.4 million -
Air conditioners and
compressors .......... $119.3 million $27.2 million
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Table 3-3— Continued
China’s licensing and quotas: China’s April 1999 offer, phase-in completion date,

imports from all sources, and imports from the United States, 1998

1 China’s total

Product

*

Chinese imports

Total, all sources

From the
United States

Subject to licensing and quotas—Continued

Magnetic sound and video

recording apparatus ....... ok * * $0.6 million -
Crane lorries and chassis . . . ok * * $31.7 million -
Microscopes .............. ookx * * $10.4 million $1.8 million
Rotor spinning frames .. . . .. ok * * $0.5 million -
Electronic color scanners . .. *oxox * * $0.4 million -

Total ................. *ox% * * $11,238.8 million $1,658.3 million

Grand total ........... k% *okox $13,027.9 million $2,009.1 million

;Quotas will grow by 15 percent annually until eliminated.
* * %

3% * *
4% * *

Source: Compiled by the staff of the U.S. International Trade Commission from Chinese April 1999 offer and
Chinese trade data from GTI Corp., World Trade Atlas, China, 1998, CD-ROM.

Effects on U.S. Foreign exports3’ This definition covers a broad range of
applicable entities, from state-owned enterprises

Investment granted monopoly positions over particular industries

In many instances, investment into many sectors isto private firms accorded special rights unavailable to
guided by China’s state planning policies. Eliminating other firms in the same sector, that influence trade
licensing and quotas by itself is likely to have limited flows through their buying and selling activitié€s.
effect on U.S. foreign investment in China, as other Common types of STEs are statutory marketing
barriers probably will remain after WTO accession, boards, export marketing boards, regulatory marketing
including high tariffs in some sectof$,that may  poards, fiscal monopolies, canalizing agengfes,
inhibit U.S. investment. Many foreign firms have foreign trade enterprises, and boards or corporations
invested in China in order to overcome licensing and egiting from nationalized industries. STEs are used
quota barr'lers. ]f the barriers were removed, incentive ., protect against low-priced imports, assist domestic
to invest in China WOUId be gone, and these firms producers in selling overseas, and ensure adequate
could access the Chinese market through exports. . o

levels of certain commoditié®. STEs may also be

37 Understanding on the Interpretation of Article XVII
of the General Agreement on Tarriffs and Trade 1994.

38WTO, “The World Trade Organization: A Training
Package,” under the section titled “Goods: Other Rules,”
L. World Trade Organization, found at Internet address
Descrlptlon http://www.wto.org/wto/eol/e/world.htm, retrieved Feb. 11,

1999.

State trading enterprises (STEs) are governmental 39 The term “canalizing agency” is used by many

and non-governmental enterprises which have beendeveloping countries to describe the STEs they maintain.

granted exclusive or special rights or privileges, gtat_e tfadgd godods are C_f;_an”eled, or “caﬁlized,” through

: : P : esignated product-specific enterprises. ese enterprises
lnclud'lng Statutory or ConSFltutlonaI pOWers, in thg strive to maintain price stabilization and adequate supplies of
exercise of which they mfluepce . through their  commodities. Ibid., retrieved May 11, 1999.

purchases or sales the level or direction of imports or 40y 5. General Accounting Offic&tate Trading

Enterprises: Compliance with the General Agreement on
Tariffs and Trade GAO/GGD-95-208, Aug. 1995, p. 7.

State Trading

36* *
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used, however, as an outlet for the implementation of the first time in the history of the People’s Republic of
foreign governments’ industry-related policy objec- China4’ Currently, there are approximately 8,000
tives#1 state trading houses and 22,000 state-owned and
collectively owned firms in China that have the right to

China’s foreign trading system is characterized by engage in foreign trad®. With the exception of

extensive state trading and the selective granting of N . .
foreign trade right42 In general, to engage in foreign forelgn-mve_sted _enterpnse_s engaged i local
trade in China, an enterprise must receive approvalma_nUfaCtu”ng’ Wh'Ch_ may |mpo_rt inputs and eXPO”
from the State Economic and Trade Commission and (i production, foreign companies are not permitted
MOFTEC. In some cases, for example with respect to [0 €nNgage in international trade in Chfia.

firms under the control of local government agencies,
foreign trade rights are obtained through local

government offices. China currently limits the number a.mnou.nceld potential reforms for the futu_re
of enterprises that legally can import and export; liberalization and decentralization of its state trading

however, the number and types of entities grantedand trading rights systems. Reportedly, China intends
trading rights have increased significantly over the pasttO reP'ace the' cur'rent a}pproval- sys.tem for the
two decades. Initially, foreign trade in China was allocation of trading rights with a registration system to

controlled by approximately 12 state trading be phased in within several years of entry into the
While the number of trading houses WTO.50 Further, under WTO negotiations, China has

In addition to the initiatives noted above, China has

companies.

throughout the 19808 Trading rights were then Under the draft protocol, China has agreed to liberalize
extended to state and collective enterprises, and intrading rights for natural rubber, timber, plywood,

1996, China approved, on a trial basis, the first wool, acrylic, and steel (229 separate products
Sino-foreign joint venture trading companies in the currently traded through designated companies) within

areas of Shanghai and Shenzf#n.China further
liberalized foreign trading rights in 1999; the

Chinese government announced that an additional

6,000 Chinese manufacturing firms would be given
permission to engage in import-export activittésnd

61 private enterprises were allocated trading rights for

41 For example, STEs may provide protection for
domestic producers of a particular product by setting the
resale prices of imports at very high levels. WTO, “The
World Trade Organization: A Training Package.”

42 For a discussion of China’s state-trading regime, see
William Martin and Christian Bach, “State Trading in
China,” chap. 14 in Thomas Cottier and Petros C. Mauroidis,
eds.,State Trading in the Twenty-First CentyAnn Arbor,

MI: University of Michigan Press), 1998.

43 Gao Wei, “Private Firms Get Foreign Trade Rights,”
China Daily Jan. 5, 1999, found at Internet address
http://www.chinadaily.com.cn/, retrieved, Mar. 22, 1999.

44 A total of 5 Sino-foreign trading joint ventures had
been established as of Sept. 4, 1998, 3 in the Pudong New
Area in Shanghai and 2 in the Shenzhen Special Economic
Zone. One of the companies established in Shenzhen (the
Sino-American OCT International Trading Co. Ltd.) joined
Dow Chemical of the United States with the Shenzhen OCT
Petroleum Trading Group. Li Wenfang, “Shenzhen Sets Up
Foreign Trade JVs,China Daily Sept. 4, 1998, found at
Internet address http://www.chinadaily.comcn/, retrieved,
Jan. 21, 1999.

45 China reportedly undertook such actions for two
reasons—to boost exports due to economic difficulties in the
region caused by the Asian financial crisis and to bring
China’s trading system closer in line with international
practices.

46 FBIS, “Beijing Acts to Support Waning Export
Growth,” Hong Kong South China Morning Post (China
Business Reviewjan. 14, 1999, FTS19990114000096.

three to five years of becoming a WTO member. Thus,
Annex 2a of the 1996 draft protocol indicated that

47 As of Feb. 9, 1999. Reportedly, the 61 firms are
engaged in the following industries: machinery and
electronics, construction materials, handicrafts, food and
beverages, medicines, metallurgy, textiles and garments,
fireworks and information, farm produce and by-products,
animal feed, agricultural development, light industry, and
computer software development. Only private enterprises
with registered capital and net assets of approximately $1
million or more and that have supplied commodities worth
$1 million or more to trading companies during the past two
years are eligible for trading rights. FBIS, “Twenty Private
Firms Tackling International Market,” Beijing Xinhua (in
English), Jan. 17, 1999, FTS19990117000355; and “PRC to
Grant Another 41 Private Firms Trading Rights,” Beijing
Xinhua (in English), Feb. 9, 1999, FTS19990209000552.

48 Gao Wei, “Private Firms Get Foreign Trade Rights,”
and China Ministry of Foreign Trade and Economic
Cooperation, “Q&A on China’s Foreign Trade and
Economic Cooperation,” found at Internet address
http://wvww2.moftec.gov.cn/html/questions_answers/14-1.ht
ml, retrieved Mar. 21, 1999.

49 U.S. and Foreign Commercial Service and U.S.
Department of Stat&Zountry Commercial Guide FY 1999:
People’s Republic of Chin&ound at Internet address
http://www.state.gov, retrieved Feb. 1, 1999.

50 Reportedly, a registration system for the allocation of
trading rights has already been established for manufacturing
enterprises in the special economic zones of Shenzhen,
Zhuhai, Shantou, Xiamen, and Hainan. Asia-Pacific
Economic Cooperation, 1997 Deregulation Report for China,
found at Internet address
http://www.apecsec.org.sg/deregulation/prc.html, retrieved
Feb. 1, 1999.

51 paragraph 5, WTO, Draft Protocol on China, 1997.
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China would control imports of 66 produgtsand
exports of 18 specific iterAdthrough roughly a dozen
state trading houses.

As part of the Uruguay Round Agreements, all
WTO Members are required under Article XVII of
GATT 1994 to submit annual notifications of their state
trading activities, with the Working Party on State
* 54 With regard to certain agricultural Trading Enterprises being established to review these

products subject to state-trading, China committed to Notifications to ensure the transparency of the activities
partial liberalization of trading rights for certain * * of state trading enterprises. New and full notifications

* whereby a percentage of the tariff-rate quota (TRQ) by Members were required first in 1995 and every third

applied to these products will be reserved for STEs, * year thereafter, with updates on changes in the

55 . . . ) intervening years.
* K It is uncertain as to whether China will make
*56 *

* *

similar guaranteed share commitments for *

Sectors Most Affected

While the relaxation of restrictions on trading
rights in China has altered the traditional monopolistic
position held by many of China’s trading houses,
commodities that are central to the Chinese economy
are still predominantly imported and exported through

The establishment and maintenance of STEs is notSTEs. Such products include wheat, corn, rice, tea,
prohibited under the WTO. However, in order to tobacco, cotton vegetable oils, petroleum, and
curtail the potential for trade distortion due to foreign Petrochemicals. A list of known commodities traded
government involvement in the decisions and activities through_state trading houses a!n_d deS|gnatqu trading
of STEs, WTO rules call for STEs to behave in the companies and trade data pertaining to these items are

discriminat at it presented in tables 3-4 through 3-7. The degree to
same nondiscriminatory manngr as private, Cqmpe ' V€ \vhich these product categories are affected, as well as
traders. GATT rules addressing STEs are in Article

; . an indication of what other products are affected by
XVIl  (State Trading Enterprises), where the giate trading may be intimated from the list of China’s
Contracting Parties agreed that: top import-export companies reported each year by
MOFTEC. Top traders in 1997 included China

Chemical Import and Export Corp.; China

Petro-Chemical International Co.; China National Oil,

Cereals, and Food Stuff Import and Export Corp.;
China National Technical Import and Export Corp.;

China Aviation Supplies Import and Export Corp.;

China International United Petroleum and Chemicals
Co. Ltd.; and China National Metals & Minerals

Import and Export Corp/

Comparison with WTO
Requirements

a State enterprise ... shall, in its purchases or
sales involving either imports or exports, act in

a manner consistent with the general principles
of non-discriminatory treatment prescribed in

this Agreement for governmental measures
affecting imports and exports by private

traders. {GATT Art. XVII:1}

In addition, industry sources indicate that
U.S.-China trade in citrus, semiconductors, fibers,
telecommunications equipment, rubber products,
luggage and leather goods, electronics, processed food
products, construction equipment, and software is also
affected by state trading practic®s.

52 As listed in Annex 2a-1 of draft protocol, dated July
1996, these items fall under the following commodity
sectors: grains, vegetable oils, sugar, tobacco, crude oll,
processed oil, chemical fertilizer, and cotton.

53 As listed in Annex 2a-2 of draft protocol, dated July
1996, these items fall under the following commodity

57 Some of these companies also operate subsidiaries

sectors: tea, maize, soybeans, tungsten ore, ammonium
paratungstates, tungstate products, coal, crude oil, refined
oil, silk, unbleached silk, cotton, cotton yarn, cotton fabric,
antimony oxide, and antimony products.

54 % x *

55% *
56 % * k x ok Kk ok

* * K* *x * * %
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involved in foreign trade. Zhang Yan, “Sinochem No. 1 in
China’s Top 500,'China Daily Aug. 4, 1998, found at
Internet address http://www.chinadaily.com.cn/, retrieved,
Jan. 21, 1999; and Xu Ren, “Banks Help Exporters
Overcome Crisis EffectsChina Daily Aug. 4, 1998, found
at Internet address http://www.chinadaily.com.cn/, retrieved,
Jan. 21, 1999.

58 U.S. industry representatives, written submissions to
the Commission, Mar. 8-9, 1999.



Table 3-4

China’s imports covered by state trading, by products, 1996-98

From the United States

Total, all sources Tota | Percent of total
Product 1996 1997 1998 1996 1997 1998 1996 1997 1998
Million dollars Percent —
Ammonium
paratungstates .. ... 69 74 59 9 9 7 12 12 12
Chemical fertilizers . .. 3,563 2,994 2,518 1,178 1,123 1,228 33 38 49
Cotton .............. 1,260 1,393 357 802 716 186 64 51 52
Crude petroleum .. ... 3,407 5,456 3,199 17 115 80 (1) 2 3
Grains (wheat, corn,
rice) ............ 2,250 504 430 562 42 82 25 8 19
Processed
petroleum ....... 2,019 3,112 1,994 22 33 30 1 1 2
Sugar ............... 391 230 145 @ O] O] @) @ @)
Tobacco ............ 61 84 35 1 - @® ® - 1
Vegetable oils ........ 1,490 1,473 1,298 36 179 258 2 12 20
Total ........ 14,440 15,246 9,976 2,619 2,208 1,864 18 15 19

1 Less than 0.5 percent.
2 Less than $500,000.

Source: Compiled by the staff of the U.S. International Trade Commission from data from GTI Corp., World Trade

Atlas, China, 1998, CD-ROM.
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Table 3-5

China’s exports covered by state trading, by products, 1996-98

From the United States

Total, all sources Tota | Percent of total
Product 1996 1997 1998 1996 1997 1998 1996 1997 1998
Million dollars Percent

Ammonium

paratungstates .. ... 69 74 59 9 9 7 12 12 12
Antimony oxides ....... 114 117 77 20 24 20 18 21 26
Antimony products . . .. .. 70 3 4 19 2 2 27 64 65
Coal .................. 1,109 1,133 1,068 - O] 2 - - 3
Cotton ................ 14 5 59 ® ® @® ® 3 ®
Cotton yarn, less than

85 percent cotton

by weight . ......... 25 32 25 @ @ @ @) @) @)
Cotton yarn, 85

percent or more

cotton by weight 423 442 375 2 4 2 (2) 1 (2)
Crude petroleum ....... 2,789 2,734 1,528 370 335 216 13 12 14
Maize ................. 30 856 532 - ® - - 3 -
Processed

petroleum ......... 820 1,119 676 11 22 23 1 2 3
Silk .o 461 464 389 4 4 3 1 1 1
Soybeans ............. 66 - - O] - - ® - -
Tea.......coovivviinn. 122 156 218 6 5 6 5 3 3
Tungstenore .......... 2 2 @® ® 1 - 6 37 -
Tungsten products . . . ... 75 71 114 13 13 13 18 19 11
Unbleached silk ........ 371 390 287 12 8 11 3 2 4
Woven fabrics of

cotton, less than

85 percent cotton

by weight ... 157 119 67 19 2% 14 12 22 21
Woven fabrics of

cotton, 85 percent

or more cotton by

weight ............ 632 639 513 87 87 63 14 14 12

Total .......... 7,349 8,357 5,992 570 539 380 8 6 6

1'Less than $500,000.
2 Less than 0.5 percent.

Source: Compiled by the staff of the U.S. International Trade Commission from data from GTI Corp., World Trade

Atlas, China, 1998, CD-ROM.

3-16



Table 3-6

China’s imports covered by designated trading, by products, 1996-98

From the United States

Total, all sources

Tota |

Percent of total

Product 1996 1997 1998 1996 1997 1998 1996 1997 1998
Million dollars Percent

Acrylic .............. 959 886 663 51 46 17 5 5 3
Natural rubber ....... 720 448 320 @® ® @® ® @ @)
Plywood ............. 276 233 238 1 1 G ® ® ®
Steel ............... 2,907 2,782 2,836 57 64 61 2 2 2
Timber .............. 498 721 732 49 80 76 10 11 10
Wool ............... 857 783 605 8 9 5

Total ............ 6,218 5,852 5,394 165 201 158

1 Less than $500,000.
2 Less than 0.5 percent.

Source: Compiled by the staff of the U.S. International Trade Commission from data from GTI Corp., World Trade

Atlas, China, 1998, CD-ROM.

Table 3-7

China’s exports covered by designated trading, by products, 1996-98

From the United States

Total, all destinations

Tota |

Percent of total

Product 1996 1997 1998 1996 1997 1998 1996 1997 1998
Million dollars Percent

Acrylic .............. 260 368 274 1 ©) ©) O] @] @]
Natural rubber .. ..... 42 48 14 - Q) ©) - ® @)
Plywood . ............ 14 48 22 ) 4 6 8 29
Steel ............... 632 615 602 54 83 91 14 15
Timber .............. 220 216 125 1 1 ©) ® @) @)
Wool ............... 46 87 59 - ©) ©) - O] @]

Total ............ 1,214 1,381 1,096 56 88 98 5 6 9

1 Less than $500,000.
2 | ess than 0.5 percent.

Source: Compiled by the staff of the U.S. International Trade Commission from data from GTI Corp., World Trade

Atlas, China, 1998, CD-ROM.
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Effects on U.S. Trade ChinaS Moreover, U.S. firms report that the lack of

direct trading rights hinders customer service, slows

Anecdotal evidence suggests that China’s state product delivery, and may lead to smuggling and grey
trading practices and policy of limiting import-export market activity due to the unfulfilled demand for U.S.
rights to select domestic firms have significantly products resulting from managed import lew8ls.
hindered U.S. exports to China. U.S. industry sources
indicate that the high level of state involvement in
approved trading companies and the monopolistic
positions given to certain Chinese trading firms over
specific industries have allowed the Chinese
government to exercise direct control over the types
quantities, and prices of U.S. goods delivered to
China®® This system of central control over trade in
certain industries has reportedly hindered U.S. firms’
access to the Chinese mark&tMoreover, although a
number of traditional monopolies have been dissolved
due to the increased distribution of trading rights
among Chinese entities, industry sources note that in
some cases, control over trade in commodities has
simply been disseminated to subsidiaries of former
monopolistic firms31 In addition, state control over
trade in China appears to have confined some U.S.
producers to niche markets. For example, a U.S.
rubber products manufacturer operating in China
reports that it cannot import various U.S.-made articles
to supplement its line of products manufactured in
China. As a result, the company reports that it is
unable to realize its full sales potential in the Chinese
market for rubber producf& Further, the obstacles
presented by state trading and restricted trading rights
have completely dissuaded some U.S. companies from
even attempting to access the Chinese market for their

products®3 Effects on U.S. Foreign

In addition to the effect on U.S. export volumes, Investment

forced trading through designated companies directly  \yhile a number of U.S. companies have invested
adds to the cost of U.S. goods exported to China. U.S; china to circumvent non-tariff barriers on U.S.

industry representatives note that Chinese trading gjrect exports, no companies have explicitly specified
companies charge a fee of between one to five percentae trading or restrictive trading rights as the reasons

of the total cost of goods deliverfi. This charge is {6 their participation in joint ventures or other types of
generally passed on to the consumer; thus, the;

i . : investment in China. Moreover, the types of products
mandatory use of Chinese trading companies ofténgenerally controlled by STEs are sectors in which

affects the price competitiveness of U.S. exports to foreign direct investment is an impractical

China’s accession to the WTO should alleviate
some of the difficulties facing U.S. exporters, as
trading rights and the number of industries controlled
by STEs are liberalized. U.S. exports of those key
products targeted for complete or partial liberalization
" will likely increase, and U.S. producers may encounter
a greater degree of ease and transparency in dealing
with an increased number of private and
foreign-invested trading entities. At the same time,
liberalization will not be immediate and some import
and export commodities will remain subject to state
trading even after China has satisfied its obligations
concerning WTO accession. Further, while China
would face mandatory reporting requirements
concerning the activities of its STEs as a WTO
member, compliance with the reporting order among
current WTO members has historically been féw.
Such reporting requirements may also prove to be an
unworkable task for China considering the volume of
trade activity that may involve state tradffg Thus, it
is conceivable that transparency with respect to China’s
state trading activities and STE conformity with WTO
state trading rules may not be significantly enhanced
by WTO accession.

59 American Oilseed Coalition, American Sugar

. - ug . 65 Construction Industry Manufacturers A iation an
Alliance, and National Food Processors Association, written Constructio dustry Manufacturers Association and

Luggage and Leather Goods Manufacturers of America,

subrg(;ssmn. to the Commission, Mar. 9, 1999. written submissions to the USITC, Mar. 9, 1999.
’ Semiconductor Industry Association, written 66 Construction Industry Manufacturers Association,

submission to the Commission, Mar. 9, 1999. American Electronics Association, and Distilled Spirits

61 JBC International, written submission to the Council of the United States, written submissions to the
Commission, Mar. 9, 1999. Commission, Mar. 8-9, 1999; and USTE98 National

62 The Gates Rubber Company, written submission to  Trade Estimate Report on Foreign Trade Barrjgrs48.
the Commission, Mar. 9, 1999. 67 U.S. General Accounting OfficState Trading

63 National Food Processors Association, written Enterprises: Compliance with the General Agreement on
submission to the Commission, Mar. 9, 1999. Tariffs and Trade GAO/GGD-95-208, Aug. 1995, p. 3.

64 Construction Industry Manufacturers Association and 68 paul McKenzie, “China’s Application to the GATT:
American Electronics Association, written submissions to State Trading and the Problem of Market Accedsiirnal
Commission, Mar. 9, 1999. of World Trade(Oct. 1990), p. 137.
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alternative to direct trade with China or is restricted by Offsets generally take the form of mandatory
Chinese investment regulations. Sectors where directcoproduction, licensed production, subcontractor
foreign investment may be impractical include grains, production, technology transfer, countertrade, or
sugar, cotton, tea, and silk. Sectors where foreignforeign investment but may also include such
investment may be restricted include tobacco, compensatory measures as training, marketing
petroleum products, fertilizers, tungsten products, coal assistance, or research assistance. Offsets may be
mining, antimony, and textile fibers. Upon WTO direct or indirect. Direct offsets refer to compensation
accession, China has agreed gradually to liberalizedirectly related to the product sold, such as a
trading rights. As liberalization during the three-year subcontracting arrangement whereby the foreign
transition period is likely to include the increased country produces parts for the exported item. Indirect
extension of import and export rights to offsets refer to compensation unrelated to the exported
foreign-invested trading companies, U.S. investment in product, for example, countertrade or foreign
these types of operations may increase in the shortinvestment by entities from the exporting country in an
term. unrelated industry in the purchasing country.

Foreign governments pursue offsets for a variety of
Offsets reasons. Offsets help alleviate the financia_l burden of
large purchases and are a method by which the host
country can obtain high-level technology, sustain or
augment domestic employment, and advance certain
Description key industries. A seller generally enters into. an offset
agreement for market access or as a competitive tool to
Offsets are compensation packages required bysecure large or important sales that might otherwise go
foreign governments as a condition of purchase for to another foreign competitor. In negotiating an offset
military% and commercial products. While offsets are agreement, the purchasing country generally asks for
normally considered a compensatory practice used inan offset package worth a percentage of the total value
conjunction with commodity purchases, China has of the sales contract; in some cases the value of the
reportedly demanded offset compensation as aoffset package a country receives may exceed 100
condition of approval for foreign investment. The percent of the total value of the original sale. The
definition of offsets has also been interpreted to purchasing country uses multipliers to calculate the
include compensation practices involving sales to value of offsets offered by the seller in order to apply
companies that are owned to a large extent by thecredit toward the total offset obligation; a high
government, such that the government has control overmultiplier may be used to calculate the value of high
the purchases of the company, as well as voluntarylevel technology transfer or production work in key
industrial participation agreements tied to sales industries’? while a low multiplier may be used to
between private commercial entiti€s. As the latter  calculate offset credit for less desirable compensatory
may occur in the absence of government pressurespractices. In China, key industries would include its
however, there is considerable disagreement over usepillar” industries.
of the term “offsets” to describe voluntary international
collaboration that involves practices comparable to Offsets are a concern in international trade because

those used in mandatory offset agreeméfhts. they interfere with the market forces that would
otherwise drive global sales transactions. In addition,
69 U.S. military sales to China were banned in June there is concern that offsets may create new
1989, following events in Beijing’s Tiananmen Square. competitors through technology transfer and traifiing

Therefore, this section focuses exclusively on commercial h . ff, d . | d
offset agreements between the United States and China. or have negative efiects on domestic employment due

70 See National Research Coundilends and to the transfer of work overseas. At the same time,
Challenges in Aerospace Offs@ashington, DC: National  those involved in offering offsets see them as a
Academy Press, 1999); National Research CouRolicy
Issues in Aerospace Offsets: Report of a Workshop - o )
(Washington, DC: National Academy Press, June 1997); and 72 The use of high multipliers can result in the

International Association of Machinists and Aerospace calculated value of offset credits ranging from 2 to 10 times
Workers, testimony before the Commission, Feb. 23, 1999. greater than the actual value of the work performed.

71 See National Research Coungilends and National Research Councilyends and Challenges in
Challenges in Aerospace Offseiational Research Council, ~ Aerospace Offsetp. 43.
Policy Issues in Aerospace Offsets: Report of a Workshop 73 National Research Coundiplicy Issues in
and Trade Promotion Coordinating Committ€ke National Aerospace Offsets: Report of a Workshmp?; and Trade
Export Strategy: Cornerstone for Growtlifth annual report Promotion Coordinating Committe@he National Export
to Congress, Oct. 1997, pp. 52-53. Strategy: Cornerstone for Growtp. 58.
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necessary competitive practice that can preservecontracts’® As a result, there is a dearth of
trade-related employment and secure revenues forinformation concerning the customary policies,
further investment in new technologies. In addition to practices, and parties involved in Chinese
posing a competitive challenge to existing producers, Government-mandated offsets in the civil sector.
there is concern that the emergence of new competitors

through overseas s'our.cin.g and .producf[ion'offsets maycomparison Wlth WTO

result in overcapacity in industries, which in turn can .

lead to depressed prices and séfes. ReqUII’ementS
*

*

* mandatory offsets demanded of foreign
A formal offset policy for defense purchases has se|lers, which are not required of domestic producers,
been in effect in China since 1988However, the may violate GATT Article Il (National Treatment on
Chinese Government has no apparent formal |nternal Taxation and Regulation). The core of GATT
requirements or published laws concerning civil Article 11l is national treatment for foreign goods (and
offsets. Nonetheless, China aggressively seeks offselinder the GATS for foreign services), goods which are
compensation when negotiating non-military purchasesto receive treatment “no less favorable” than like

and often includes an expressed preference for offsetslomestic products:

in bidding documents for nationally and internationally
funded procuremerf® Further, China’s offset

demands have steadily increased both in terms of
quantity and quality; China requires a greater number
of offsets and seeks to obtain state-of-the-art
technology and more sophisticated manufacturing
experience than in the pddt. With respect to

administration of this non-tariff measure, offsets may
be negotiated by a variety of Chinese Government

4. The products of the territory of any
contracting party imported into the territory of
any other contracting party shall be accorded
treatment no less favorable than that accorded
to like products of national origin in respect of
all laws, regulations and requirements affecting
their internal sale, offering for sale, purchase,
transportation, distribution or use. {GATT Art.
111:4}

agencies or state-owned enterprises, depending on the At the same time, GATT Article 1lI:8(a) stipulates

industry involved. For example, contract negotiations
for large civil aircraft purchases that include offset
provisions generally involve Aviation Industries of

an exception to the national treatment rules where
government procurement is involved for products
destined for government purposes that will not be

China, a state holding company that oversees China’scommercially sold.

aerospace industry.

It is crucial to note, however, that while U.S.
manufacturers involved in the military sector are
required to provide information on offset transactions
to the U.S. Government, mandatory reporting
requirements do not exist for U.S. firms involved in
civil offset agreements. Moreover, few companies
desire to reveal the details of commercial sales

74 National Research Coundiplicy Issues in
Aerospace Offsets: Report of a Workshop. 2, 10-11.

75 Trade Promotion Coordinating Committégtional
Export Strategy: Toward the Next American Centfoyrth
annual report to Congress, Oct. 1996, p. 160.

76 National Research Coundiplicy Issues in
Aerospace Offsets: Report of a Workshpp37; and USTR,
1998 National Trade Estimate Report on Foreign Trade
Barriers, p. 52.

77 U.S. Department of Commerce, BX4,S.
Commercial Technology Transfers to the People’s Republic
of Ching Jan. 1999, pp. ii-v; and U.S. International Trade

8. (&) The provisions of this Article shall not
apply to laws, regulations or requirements
governing the procurement by governmental
agencies of products purchased for
governmental purposes and not with a view to
commercial resale or with a view to use in the
production of goods for commercial sale.
{GATT Art. 111:8(a)}

As a consequence, government procurement by
state enterprises need not accord national treatment to
foreign suppliers of products that might be destined,
for example, for national defense purposes. However,
if state enterprises are procuring products ultimately
destined for commercial sale, then the national
treatment provisions of Article Il would apply.

The concept of offsets is typically associated with
the subject of government procurement, and can form
an important share of total government expenditure
with significant bearing on the domestic economy. In
addition, governments may seek to promote additional

Commission;The Changing Structure of the Global Large
Civil Aircraft Industry and Market: Implications for the
Competitiveness of the U.S. Industg@ITC publication
3143, Nov. 1998, pp. 5-4 to 5-7.
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domestic policy goals
decisions, for example,

through their purchasing
the promotion of local

China’'s accession to the WTO did not encompass
accession to the WTO Agreement on Government

industrial sectors or businesses. The WTO describesProcurement, so government procurement issues were

some of the major non-tariff barriers involved in
government procurement as follows:

Measures to this effect may be either explicitly
prescribed in national legislations, for example
prohibitions against the purchase of foreign
goods or services or from foreign suppliers,
preference margins, set-asides and offsets, or in
the form of less overt measures or practices
which have the effect of denying foreign
products, services and suppliers the opportunity
to compete in domestic government
procurement markets, including excessive use of
selective  tendering, non-open technical
specification requirements and, in particular,
lack of transparency in tendering procedures
including contract awards. Such discriminatory
government procurement procedures and
practices can lead to distortions in
international trade’®

Offsets are explicitty mentioned and prohibited
under the WTO plurilateral Agreement on Government
Procurement in Article XVI:1, defining offsets in
footnote 7:

1. Entities shall not, in the qualification and
selection of suppliers, products or services, or
in the evaluation of tenders and award of
contracts, impose, seek or consider offdets.
{AGP Art. XVI:1}

7 Offsets in government procurement are
measures used to encourage local development
or improve the balance-of-payments accounts
by means of domestic content, licensing of
technology, investment requirements,
counter-trade or similar requirements.80 {AGP
Art. XVI:1}

Article  XVI nonetheless allows developing
countries to negotiate, at the time of their accession,
conditions for the use of offsets provided these are
used only for the qualification to participate in the
procurement process and not as criteria for awarding
contracts (Article XVI:281 USTR indicated that

79WTO, “Introduction,”Overview of the Agreement on
Government Procuremerfound at Internet address
http://www.wto.org/wto/govt/over.htm retrieved Feb. 16,
1999, par. 1.

80 WTO, “Agreement on Government Procurement,”
URAA documents, p. 1751.

not at issue as part of this report’s non-tariff measures

analysis. However, the concepts and definitions under
the agreement—regarding such matters as offsets but
also the transparency of project tendering—do apply

more broadly to procurement of goods and services by
China’s state trading enterprises when these products
are destined for commercial resale.

The United States is a signatory to two
agreements—one plurilateral, the other bilateral—
restricting the use of government-mandated offsets in
trade in civil aircraft. WTO members may become
signatories to the plurilateral GATT agreement on this
subject at their discretion. Article IV:3 of The GATT
Agreement on Trade in Civil Aircraft states:

3.Signatories agree that the purchase of
products covered by this Agreement should be
made only on a competitive price, quality and
delivery basis. In conjunction with the approval
or awarding of procurement contracts for
products covered by this Agreement a Signatory
may, however, require that its qualified firms be
provided with access to business opportunities
on a competitive basis and on terms no less
favorable than those available to the qualified
firms of other Signatories. {Art. 1V:3}

Offsets are also explicity mentioned and
prohibited under the 1992 U.S.-EU Agreement on
Trade in Large Civil Aircraft in Article 1V:3
concerning mandatory subcontracts:

3.By emphasizing that the only factors which
should be involved in purchase decisions are
price quality and delivery terms, the signatories
agree that Article 4.3 does not permit
Government-mandated offsets.  Further, they
will not require that other factors, such as
subcontracting, be made a condition or
consideration of sale. Specifically, a signatory
may not require that a vendor must provide
offset, specific types or volumes of business
opportunities, or other types of industrial
compensation. {Art. 1V:3}

81 WTO, “Introduction,”Overview of the Agreement on
Government Procurement
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Sectors Most Affected munication$® that China seeks to obtain high level

technology transfer, sophisticated training, extensive
China is particularly explicit and aggressive in production agreements, and foreign investment or

demanding civil offsets in the commercial aerospacelo"n't'venture support from U'S'. manufactur.ers via
industry82 Aerospace offset agreements with China mandatory offsets. At the same time, the varied types

accelerated in the 1980s and have regularly expandeoOf offset arrangements and diversity of compensat|on
along with China’s purchases of commercial airc¥aft. packages offered mean that a number of peripheral as

Chinese aerospace industry officials state that becausé(veII as unrelated sec'Fors are affecte_d as weII._ For
the country’s large purchases of U.S.-built aircraft example, anecdotal evidence concerning offsets in the
sustain employment in the United States, China aerospace sector reveals that mid-tier suppliers, firms
expects reciprocity via offsets that place \;vork in that provide comp_onents and raw mat.erials for engine
China’s aerospace indusfy. One Chinese aircraft and parts production, are more negatively affected by

producer notes that their industrial collaboration with ﬁﬂﬁ;eetosvetpai: di';Je.c?t. o?fgg:se f?)lrrf(re?(r;]ri |r2 a;urf;;:rt:ﬁi' to
large civil aircraft producers such as Boeing is largely ! ' pe ag

because of offset trads. China’s direct offset market Chinese-produced goods in the United States,

. : : may affect any number of industries unrelated to the
requirements in the aerospace sector include not only . ;
the location of production work in China, but also product being exported. On the other hand, in cases

- . where an offset contract includes subcontracting
technology transfer, training, and research cooperation. g ;
. A provisions or an agreement on countertrade, domestic

Moreover, contracts accompanied by civil offset

; . N i ff Ilif th
requirements, particularly those related to coproductlon!nduStrIes may not be affected at all if the products

. ._involved are normally purchased from third country
and technology transfer, are expected to increase in .
. . suppliers.
number and degree in the futdfe particularly as
China is considered the largest potential market for

commercial aircrafé’ Effects on U.S. Trade

The complexity of offsets and lack of detailed It appears that U.S. participation in offset
information concerning civil offset agreements make it agreements with Chma has resulteq in greater exports
difficult to identify clearly other key sectors affected 9f U.S. products, mcreased. U.S. imports of relat.ed
by offset arrangements with China. Sectors most likely inputs, and overall growth in U.S. employment in

affected are those commercial industries designated by‘:?frtatIn s?ctfcr)rs;[ However, f co.rtr;]plét]e'z ass e§§rgent((j)fla'[ he
the Chinese Government as strategically important or ETTECLS O OfiSet agreements wi ina 1S hindered by

priority areas for industrial development. It is in these inadequate existing data resulting from the absence of

industries, for example electronics and telecom- mandatory reporting rgquwements CO”?b'”ed W'th.a
low level of voluntary disclosure concerning the details

of commercial offset agreements. Moreover, such an
assessment is hampered by: 1) problems in identifying

82 |nternational Association of Machinists and
Aerospace Workers, written submission to the Commission,

Mar. 9, 1999; National Research CounBiblicy Issues in government-mandated offsets as opposed to voluntary

Q:{%Snpgcsegggregﬁ: ggpﬁg%%fnzx’ggsggﬁgkagg - “offset-like” arrangements between U.S. and foreign

Aerlospace Offsetp. 10u7. f ges! entities; 2) difficulty in assessing the effects of offsets
83 With respect to production agreements, U.S. on employment, trade, and investment, versus the

aerospace firms have sourced numerous parts and assembliesffects of general globalization, changes in demand,
the number of contracts and technical level of work packages ’
placed in Chinese factories. USITthe Changing

Structure of the Global Large Civil Aircraft Industry and 88 As opposed to procurement, offset-like restrictions in
Market p. 5-13. the telecommunications industry are reportedly tied to

84 Chinese aerospace industry officials, interview by foreign direct investment. Robert F. Dodds, Jr., “Offsets in
USITC staff, Beijing, China, May 5, 1998. Chinese Government Procurement: The Partially Open

85 Chinese aerospace industry officials, interview by ?&%) ;%Wli%%icilécg In International BusinegSummer

USITC staff, Xi'an, China, May 7, 1998. 89 National Research Coundiplicy Issues in

86 U.S. Department of Commerce, BXA.,S. . Aerospace Offsets: Report of a Worksheps; and National
CommerCIaI Technology Transfers to the PeOpleS Republlc Research Councilrends and Cha”enges in Aerospace
of Ching Jan. 1999, pp. 55, 59-60. Offsets p. 87.

87 See pamphlet titled, “U.S. & China Trade: What's on 90 For example, aerospace exports and employment
the Line?” The Boeing Company, April 1997; and “1998 levels have largely been affected by decreases in defense
Current Market Outlook,” Boeing Commercial Airplane spending, consolidation in the aerospace industry, supplier
Group, June 1998. Boeing anticipates delivering 1,800 integration, increased outsourcing abroad, increased
aircraft to China during 1998-2017. productivity, and trends in air traffic.
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3) problems in identifying the effects of indirect and 211,200 years of employment in the aerospace sector.
direct offsets given the variety of industries and Other figures suggest that every $1 billion in exports
number of sub-tier producers that may be involved; equals 11,000 jobs, which would put job creation from
and 4) difficulty in determining the net effect of offsets U.S. exports of aircraft to China during 1994-98 at
without knowledge of whether a sale would or would 98,600 job®’ The lack of detailed information on
not have taken place in the absence of an offsetsales transactions makes it impossible to discern what
agreement. percentage of U.S. exports of aircraft to China resulted
from contracts accompanied by offset requirements.
However, a comparison of the market shares of Boeing
n(70 percent) and Airbus (30 percé8t)n China with

assessment of the impact of production offded the respective amount of industry _collaporation. and
general international outsourcing on employment. The produehon placed by each .producer |n_Ch|nese aircraft
limited data available covers offset agreements with all facton.es suggests that a_S|zeabIe 90”'0” of U.S. sales
countries, so job losses from offset agreements with to China were cgharacterlzed by either mandatory or
China would represent only a fraction of the total. This voluntary offset$® Further, industry sources note that
analysis estimated that during 1994-98, 10,219 u.s.voluntary and mandatory offsets have the greatest

jobs in the aerospace se@fand 7,644 non-aerospace impact on thgolevel o_f U.S. imports of air_craft parts and
jobs were eliminated as a result of increased foreigncomponenté. During 1994-98, such imports from

outsourcing; a total of 46,083 aerospace jobs andChina grew by 56 percent, from $25 million to $39

34,470 non-aerospace jobs are expected to be lost b)fnillion, reflecting increased outsourcing from China.

201328 Reportedly, offset agreements account for tis Iikely that part of this increase resulted_ from
roughly 3 percent of total outsourcifigy;thus, the produltlztlon agreements dule to OﬁSdEtS' Wh|le th(ej
aggregate decline in aerospace and non—aerospac@Vera net impact on employment due to increase
employment due exclusively to offsets would equal an exports of aircraft and imports of parts is impossible to

estimated 1,185 jobs for the period 1994-98, and 2'417calculate r}vitho#t more ccf)mpljlete date, industlr)_/ so?rces
jobs for 1994-2013. suggest that the ratio of job retention resulting from

N o ~ overseas sales to job loss due to outsourcing is
Critics note that the above analysis fails to consider 100:1101 As noted, the net effect of offsets on U.S.
the increase in employment that may result from trade with China cannot be assessed given the lack of
exports won through offset concessiAs. For  detailed information concerning sales contracts and
example, exports of aircraft to China during 1994-98 yncertainty about whether a sale would or would not

grew by 88 percent, from $1.7 billion to $3.1 billion. have taken place in the absence of an offset package.
Reportedly, $1 billion in sales translates into 24,000

e 102 ; ;
person years of employmetft; thus, deliveries of ¥ * **“assuming that China were to agree to

U.S.-built aircraft to China during this period (totaling @dhere fully to disciplines concerming non-tariff
$8.8 billion) resulted in an estimated total of Measures, government procurement, and aerospace

trade, it is conceivable that voluntary collaboration will
simply replace government-mandated offsets in sales

The limited quantitative analysis that has been
done on the effects of offsets is specific to the

91 As noted above, production offsets may include

licensed production, coproduction, production as a between U.S. firms and the Chinese Government and

subeontractor, or any other.arrangement which involves state-run enterprises. \oluntary offsets may also be

foreign production of a portion of the exported product. expected to increase if the Chinese market becomes
This includes both civil and military work. . . "

93 See Robert Scott, “The Effects of Offsets, more accessible, given the degree of competition
Outsourcing, and Foreign Competition on Output and between foreign companies for sales in the Chinese
Employment in the U.S. Aerospace Industry,” in National
Research Councilrends and Challenges in Aerospace 97 1
Offsets pp. 133-157. Ibid., p. 6. , S

94 |ndustry representatives, remarks at a forum in %8 Chinese aerospace industry officials, interview by
conjunction with the release dfends and Challenges in USI'{I;QC staff, Beijing, China, May 5, 1998.

Aerospace Offsetdational Academy of Sciences, The amount of production work and other
Washington, DC, Mar. 5, 1999. collaborative arrangements undertaken by U.S. aircraft

95 This may include employment related to production ~ Producers in China appears to greatly exceed that of

of the exported product, sub-tier production, and European aircraft producers. See U.S. International Trade

employment associated with follow-on work for the exported CommissionLarge Civil Aircraft Industry and Markepp.
item. National Research Counditends and Challenges in 5-6, 5-13 to 5-14.

Aerospace Offsetp. 42; and National Research Council, ~ 100National Research Counclirends and Challenges
Policy Issues in Aerospace Offsets: Report of a Workshop ~ in Aerospace Offsgtp. 146.
pp. 10, 30. 101 National Research Coundiplicy Issues in
96 National Research Coundiplicy Issues in Aerospace Offsets: Report of a Workshmb.
Aerospace Offsets: Report of a Workshoyb. 102 pid., p. 25.
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market and fhe ncreased level of privatization Trgngfer and Protection of
occurring in China’s industrial sector. TeChnO|09y

Although China agreed to eliminate a number of
performance requirements, such as trade and foreign
exchange balancing, local content, and export inti
performance requirements, China did not agree to DeSCI'IptIOH
eliminate the offset requirements. However, China did ~ Technology transfer occurs when technological
agree in its April 1999 offer not to condition the know-how or expertise is passed on from one user to
distribution of licenses, quotas, or tariff-rate quotas and another. Voluntary paid technology transfer can take
other import approvals upon the provision of on one of the three following formi8®
performance  requirements, including  offsets,
technology transfer, local content requirements, and
requirements to conduct research and development in

An assignment or license of patent rights or
other industrial property rights;

China.

e The provision of know-how such as production
processes, formulas, product designs, quality
control; or,

Effects on U.S. Forelgn »  The provision of technical servicé%
Investment

In China the two main issues concerning the transfer of

Information concerning the impact of offsets on technology relate to requirements to transfer

U.S. foreign investment in most sectors is largely technology as a condition for approval of an

unavailable. With respect to aerospace, however,investment or import contract agreement, and the
industry sources indicate that aerospace offsets rarelyprotection of that technology once it is transferred.

take the form of mandatory foreign investméft. China has several laws and regulations that

This assertion is supported by the apparent moderatestablish the requirements for the transfer of
level of investment in China’s aviation infrastructure techno|ogy in relation to techno|ogy import contracts
by U.S. aerospace firms. Boeing, for example, or investment contracts (wholly foreign-owned or joint
operates a parts depot in Beijing and has made someenture), as seen below in table 3-8. Although the
contributions  to the development of aviation national and local requirements are for the most part
infrastructure in China. Pratt & Whitney and Allied the same, national rules supercede where there are
Signal are partners in joint ventures in China for parts conflicts. Companies must comply with both the

_mt_';mufacturing and parts repgir,_ respectively. However, national and local rules when transferring technology
it is unclear whether these limited arrangements werethrough the above-mentioned means.

undertaken to fulfill mandatory offset commitments.

Such collaboration may be strictly voluntary, resulting China is voluntary and is governed by national rules

from the company’s desire to improve customer serviceand requlations.  In contrast. companies wishind to
or establish a presence in the Chinese market. Under g ) ’ P 9

China’s April 1999 offer, China has agreed not to establish a stronggrl presence in .Ch'.”‘”?‘ through a
oo wholly-owned subsidiary or an equity joint venture
condition investment approvals on offsets or other

types of non-tariff measuré84

The importation or licensing of technology in

105 pavid Ben Kay, Beth Bunnell, and Michael Lin,
“Chapter 7: Technology Transfelyitellectual Property

103 |pid., p. 34 Protection in China: Practical Strategiéslong Kong: Asia

104 USTR, “Market Access Commitments of the Law & Practice Ltd., 1996), p. 150.
Government of China on Goods, Services, and Agriculture,” 106 Technology transfer can also take the form of
Apr. 8, 1999, found at Internet address uncompensated imitation of product or process technologies,
http://www.ustr.gov/releases/1999/04/ch-memao.html, i.e., piracy, which is discussed further in this section relating
retrieved Apr. 12, 1999. to the protection of intellectual property rights (IPR).
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Table 3-8

China’s major national and local laws governing technology transfer

Law or regulation

Effective
date

Coverage

National Laws

Law on Joint Ventures Using Chinese and 1979 Governs the operation and requirements for joint
Foreign Investment (“Joint Venture Law”) revised ventures in China.
1990
Regulations for the Implementation of the Law 1983 Implements the law governing the operation and
on Joint Ventures Using Chinese and Foreign amended requirements of joint ventures in China. Article 4
Investment (“Joint Venture Implementing 1986 lays out specific technology transfer requirements.
Regulations”)
Administration of Technology Contracts 1985 Governs all acquisitions of technology by companies
Regulations (the “Technology Import except those involving technology contributed as
Regulations”) capital in a joint venture arrangement.
Law on Enterprises Operated Exclusively with 1986 Governs the operation and requirements for
Foreign Capital (“WOFEs Law") Wholly-Owned Foreign Enterprises (WOFES) in
China.
Detailed Rules for Implementing the Law on 1990 Implements the law governing the operation and
Enterprises Operated Exclusively with Foreign requirements for WOFEs in China. Articles 3, 10
Capital (“Detailed Rules”) and 15 specifically mention technology
requirements.
Provisional Regulations on Guiding the 1996 Identifies the sectors where foreign investment will
Direction of Foreign Investment be allowed, focusing on agriculture, energy,
telecommunications, raw materials, and advanced
technology.
Catalogue for Guiding Foreign Investment in 1996 Part of the Provisional Regulations that identifies the
Industries revised specific industries which are “encouraged,”
1997 “permitted,” or “prohibited” for investment in China.
Local Laws
Guangzhou Economic and Technological ) Governs technology imports in the Guangzhou
Development Zone Concerning the Economic and Technological Development Zone.
Introduction of Technology Interim
Regulations (“the Guangzhou Provisions”)
Shenzhen Special Economic Zone Governing (1) Governs technology imports in the Shenzhen
the Import of Technology Provisional Special Economic Zone.
Regulations (“the Shenzhen Provisions”)
Regulations on the Import of Technology to @ Governs technology imports in the Xiamen Special
the Xiamen Special Economic Zone (“the Economic Zone.
Xiamen Provisions”)
Shanghai Municipality Administration of Patent 1987 Governs patent licensing contracts in Shanghai.

Licensing Contracts Procedures (the
“Shanghai Patent Procedures”)

1 Not available.

Source: Compiled by the staff of the U.S. International Trade Commission from Ministry of Foreign Economic
Relations and Trade, People’s Republic of China, Detailed Rules for Implementing the Law of the People’s Republic
of China on Enterprises Operated Exclusively with Foreign Capital, promulgated on December 12, 1990, found at
Internet address http://www.sfisc.com/en/dzfxze.html, retrieved Jan. 28, 1999, and David Ben Kay, Beth Bunnell,
and Michael Lin, “Chapter 7: Technology Transfer,” Intellectual Property Protection in China: Practical Strategies,

(Hong Kong: Asia Law & Practice Ltd., 1996), pp. 149-150.
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must comply with explicit requiremert8’ In e Enable the training of technical and managerial
accordance with the requirements laid out in Article 3 personnel.

of the Detailed Rules, the wholly foreign-owned

corporation has the option of either transferring

technology or maintaining a certain export ) ) o o
performance level, either of which is subject to Informa_tlon reqmrementg for joint venture apphcatlons
approval by MOFTEC. Article 3 also states that in @€ §|m|_lar to those required for thlly _forelgn-owngd
order to establish a wholly foreign-owned enterprise @PPlications, and both types of applications are subject
the foreign company must be economically beneficial ©© approval by MOFTEC or the relevant provincial,
to China, as well as either use advanced technologme”'C'PaL or autonomous regional government entity.
and equipment to develop new products, preserve
energy and raw materials, upgrade existing products,

and/or substitute for imports or maintain export X X
performance requirements. Articles 10 and 15 require advance the country economically and technologically.

that the foreign company provide information on Although the laws that explicitly requirg the transfer of
objectives, scope, infrastructure requirements, prod- technology were not promulgated until the late 1980s

uction equipment, production technology, level of and early 1990s, the development of science and

process technology, and source of supply, among othef€chnology as a priority dates back to 1949 with
information, to the local government. policies established under Deng Xiaoping to develop

industrial and military sectors through the
Because wholly foreign-owned companies can implementation of “major taskd®® The modern era

choose between transferring technology and a certaingf science and technology policy did not actually begin
level of export performance, they have some freedomntii 1978 with the announcement of the “Four
in this aspect of the investment decision. In contrast, \pjodernizations” program, which initially focused on
companies entering into joint ventures are explicitly centrally planned programs that were compulsory,
required to transfer technology. According to Article 4 government funded, and directed at medium and large
of the Joint Venture Implementing Regulations, state-owned enterprises (SOEs) with little success or
applicants wishing to establish a joint venture must gystainability. Over time, these programs have evolved

Technology transfer in China has a long tradition,
s the government has attempted to improve and

. _ mandate$10
e Adopt advanced technical equipment and
scientific management which enable the In the 1980s, the Chinese government began to

increase of the variety of products, the increase target the commercialization and use of new
of quality and output, and the conservation of technologies by linking research with industrial
energy and materials; applications, traditionally separate operations, and by
encouraging the industrial sector to support these
. . ] . activities financially. During the mid 1990s, several
* Provide benefits in terms of technical jncentive programs were established to accomplish
renovation of enterprises and result in 1€ss hese goals through the philosophy of “anchor at one
investment, quicker returns and larger profits; anq and let the other end be free,” linking the state
(*anchor”) and industrial and commercial (“free”)
i sectors in technology advancement and economic
e Enable the expanded production of products for development efforts. Incentive programs were
_export and result in increased foreign currency developed to promote basic research in advanced
Income; or industrial technologies, to develop and apply new
technologies in the agricultural sector, and to apply

107 English copies of the laws and implementing 100 — )
regulations can be found on the MOFTEC Internet site found At this time there was very few accomplishments

at Internet address http://www.moftec.gov.cn under the with commercial value. Achievements were made in the

section on laws and regulations. development of missile and nuclear weapons programs with
108 State Council, People’s Republic of China, most of the technology transfers coming from the former

Regulations for the Implementation of the Law of the Soviet Union. U.S. Department of Commerce, BXA and

People's Republic of China on Joint Ventures Using Chinese DF! International, “Technology Transfer: Policies, Process,

and Foreign Investmenpromulgated Sept. 20, 1983 and and Decision Making in ChinaP.S. Commercial

amended Jan. 15, 1986, found at Internet address Technology Transfers to the People’s Republic of Chiaa.

http:/www.sfisc.com/en/hzfxze.html, retrieved Jan. 28, 1999, p. 3.

1999. 110 |pid.
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technologies developed through basic research
projectstil
In order to disseminate information about

technological advances and research to government
industry, academic and scientific institutions, National
Engineering Research Centers (NERCs) were
established throughout the country with a total of 200
NERCs expected by the year 2088. The Chinese
Academy of Sciences (CAS) also has over 100
institutions in the country to support technology
commercialization efforts.  All of these efforts
exemplify China’s determination in technology
acquisition and innovation both in the past and through
the turn of the century.

While technology transfer is only explicitly
required by companies wishing to establish a joint
venture, it is also often an implicit requirement of
doing business in Chirld3 Additionally, companies
are often convinced to transfer more advanced
technology than would otherwise be transferred based
on market forces or China’s ability to absorb the
appropriate technology*  Frequently, companies
donate equipment or funds for training and education
or establish an institution, center, or laboratory devoted
to joint research and development in order to achieve
approval of a joint venture manufacturing partnership
or facility. The initiative to form joint research
agreements with Chinese institutions is a recent trend
and involves many high-tech U.S. firms, such as IBM,
Intel, and Bell Lab3l®> U.S. industry indicates that
problems arise because of the explicit or implicit
requirements to transfer technology.

Proper enforcement of intellectual property rights
(IPR) is required to protect the technology once it is
transferred. Bilateral agreements, including the
U.S.-China Memorandum of Understanding on the
Protection of Intellectual Property Rights signed in

111“pRC State Council $Decision on Accelerating S&T
Development,™ report from the U.S. Embassy, Beijing, Nov.
1996, found at Internet address
http://www.usembassy-china.gov/english/sandt/stdec2.htm,
retrieved Feb. 8, 1999.

112pid., p. 7.

113 As cited in Daniel H. Rosen, “Technology and

January 1992, the U.S.-China Agreement on Providing
Intellectual Property Rights Protection signed in
February 1995, and the U.S.-China Agreement on
Intellectual Property Rights signed in June 1996, have
addressed past IPR issues and reinforced the need to
protect technology in China. As a result of increased
awareness of the importance of protection of
intellectual property, China has enacted several laws
and regulations and has become a signatory to diverse
international conventions since 1982 in order to bring
its intellectual property protection in line with
international standards and the WTO Agreement on
Trade-Related Aspects of Intellectual Property Rights
(TRIPS) (see table 3-9).

The most relevant laws and conventions related to
technology transfer requirements are those that protect
patents, including those that protect plant varieties,
chemicals, pharmaceuticals, and agricultural products.
Specific measures taken by China in order to provide
protection of patents in line with international
standards have included amendments to its Patent Law,
a new set of Patent Law Implementing Regulations in
1992, and regulations concerning the protection of new
plant varieties in 199%16 The changes to the patent
law included an extension of protection of patents to
the international requirement of 20 years and inclusion
of protection for chemical and pharmaceutical
inventions!1?

China expanded its legislative and institutional
framework and vowed to increase enforcement efforts
beginning in 1989, as already mentiodéd. U.S.
companies still face the risk of legal or illegal use of
the transferred technology when a licensing agreement
expires or violation of their IPR by other means, and
uncertain recourse for violations in a confusing judicial
system. For example, official regulations entitled
“Administration of Technology Import Contracts”
mandate that technology licensing agreements are
limited to 10 years unless special permission is given
by MOFTEC to extend the contract length.
Additionally, the Chinese laws treat the contract as an
installment sale enabling the licensee the free use of
the technology when the contract expites.
Confusion and overlap of responsibility by several

Research and Development RequiremerBefiind the Open
Door: Foreign Enterprises in the Chinese Marketplaze
71

114 Min Chen, “Technological Transfer to China: Major
Rules and Issuesliihternational Journal of Technology
Managementvol. 10, Nos. 7/8 (1995), pp. 750-751.

115See U.S. Department of Commerce, BXA and DFI
International, “Technology Transfer: Policies, Process, and
Decision Making in China,U.S. Commercial Technology
Transfers to the People’s Republic of Chipp. 29-32, for a
list of U.S. companies that have donated equipment,
provided funding for scholarship/training, and sponsored
R&D/Technology Centers in China.

116 y.S. Department of State telegram, “Chinese Report
on Status of Intellectual Property,” message reference No.
8936, prepared by U.S. Embassy, Beijing, June 2, 1998.

117 Michael N. Schlesinger, “Intellectual Property Law
in China: Part I-Complying with TRIPS Requirements,”
East Asian Executive Repar{dan. 15, 1997).

118 pitman B. Potter and Michel Oksenberg, “A
Patchwork of IPR ProtectionsChina Business Review
(Jan./Feb. 1999), pp. 8-11.

119 Min Chen, “Technological Transfer to China: Major
Rules and Issueslhternational Journal of Technology
Managementvol. 10, Nos. 7/8 (1995), p. 753.
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Table 3-9
China’s laws and participation in international conventions and agreements for protection of
intellectual property

ltem Effective date

Laws
Trademark Law 1982, amended in 1993
Patent Law 1984, amended in 1992
Copyright Law 1990
Computer Software Protection Regulations 1991, amended by the 1992

Rules for the Implementation of
International Copyright Treaties
and other rules and orders

Unfair Competition Law 1993
Regulations for the Protection of New Varieties of Plants 1997
Chinese Government Directive instructing government entities to use only 1999

legitimate and authorized computer software

Conventions and International Agreements

Convention Establishing the World Intellectual Property Organization 1980
Madrid Agreement Concerning the International Registration of Marks (with 1989
Protocol)

Paris Convention for the Protection of Industrial Property (1967 Stockholm 1992
Version)

Universal Copyright Convention 1992
Convention for the Protection of Producers of Phonograms Against 1993
Unauthorized Duplication of their Phonograms

Nice Agreement Concerning the International Classification of Goods and 1994
Services for the Purposes of the Registration of Marks

Patent Cooperation Treaty 1994
Budapest Treaty on the International Recognition of the Deposit of 1995
Micro-organisms for the Purposes of Patent Procedure

Locarno Agreement Establishing an International Classification for Industrial 1996
Designs

Strasbourg Agreement Concerning the International Patent Classification 1996
Source: Compiled by the staff of the U.S. International Trade Commission from Zheng Chengsi, “l. China’s

Intellectual Property Laws and Conventions,” Intellectual Property Enforcement in China: Leading Cases and
Commentary, (Hong Kong: Sweet & Maxwell Asia, 1997), pp. XXI-XXIl and USTR, “China Issues New Directive to
Fight Software Piracy,” press release 99-32, April 7, 1999.

different government agencies for different aspects of enforcement of IPR rules, although there are other
IPR protection remain a problem. For example, the options as welt20

China Patent Office is primarily responsible for patent

protection; MOFTEC is responsible for issues of Enforcement efforts have increased as part of
international cooperation and coordination; the State China’s nationwide anti-crime campaign, particularly

Technology Supervision Bureau is responsible for in the areas of computer products, videotapes, and
testing the technical specifications of products industrial and pharmaceutical trademarks and trade
marketed in China; and the General Administration of N@mes, but problems still remain.  For example,
Customs is responsible for exports and imports that although China’s intellectual property laws allow for

violate IPR. The State Administration of Industry and
Commerce (SAIC) and the Quality and Technology 120U.S. Department of State telegram, “IMI: China -
Supervision Bureaus (TSB) are the agencies from Protection of Intellectual Property,” message reference

. _ No. 2177, prepared by U.S. Embassy, Beijing, Mar. 10,
which  U.S. companies most frequently seek 1999.
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the imposition of fines and jail time for infringements
and violations, the United States remains concerned
about the lack of deterrent penalties that are actually
imposed by Chinese courts for intellectual property
piracyl2l Long term IPR protection and prosecution
of offenders in the future are questionable due to the
dispersion of responsibility for IPR enforcement spread
across various agencies, the overlap of criminal and
IPR jurisdiction within the Chinese courts, and the
dearth of knowledgeable IPR specialists and criminal
law judgest??

Comparison with WTO
Requirements

*

* 123

* *

* * *the Agreement on Trade-Related Aspects

transfer, specifies that China abide by the following
requirementd24

comply with the TRIMS Agreement upon
accession, without any developing country
transition period,;

eliminate and cease enforcing local content
requirements;

refuse to enforce contracts imposing these
requirements; and

only impose or enforce laws or other provisions
relating to the transfer of technology or other

know-how, if they are in accordance with the

WTO Agreements on Trade-Related Aspects of
Intellectual Property Rights and Trade-Related
Investment Measures.

Additionally, China has agreed not to condition

of Intellectual Property Rights (TRIPS) establishes jnyestment approvals, import licenses, or any other
comprehensive standards for the protection of import approval process on performance requirements
intellectual property as well as the enforcement of IPR jncluding local content requirements, offsets, transfer
in WTO Member countries. These rules have been of technology, or requirements to conduct research and

established to ensure that IPR are effectively enforcedgevelopment in Chin&5

both at the border and within WTO Member countries.
The Agreement requires each government to provide
fair and transparent enforcement procedures, in
particular, effective judicial procedures. These judicial

procedures should provide for both preliminary and
final relief (e.g., legal injunction), measures to preserve
evidence, civil damages, and other remedies. The
Agreement requires WTO Members to provide

criminal sanctions to address willful copyright piracy

and trademark counterfeiting on a commercial scale.
The Agreement also requires WTO Members to
establish effective procedures allowing trademark and
copyright owners to obtain seizures of counterfeit and
pirated goods at the border.

* *

*. China has agreed to comply with further
obligations and rights upon accession, enforceable

through WTO dispute settlement procedures and set

out in the “Market Access and Protocol
Commitments.” In particular, China’s April 1999
offer, as it relates to investment and technology

121y.S. Department of State telegram, “China: Draft
1999 National Trade Estimate Report on Foreign Trade
Barriers (NTE) - Lack of Intellectual Property Protection,”
message reference No. 721, prepared by U.S. Embassy,
Beijing, Jan. 22, 1999.

122 |pjd.

123 These include Article | (General
Most-Favored-Nation Treatment), Article Il (Schedules of
Concessions), Article Il (National Treatment on Internal
Taxation and Regulation), Article VII (Valuation for
Customs Purposes), Article VIII (Fees and Formalities
connected with Importation and Exportation), Article X

Sectors Most Affected

Any company wishing to either establish a
licensing agreement or invest directly in China is
potentially affected by either implicit or explicit
technology transfer requirements. Companies in
“pillar” sectors and “encourage¥® industries for
investment in China are also those that have a higher
risk for violation of their IPR and find the technology
transfer requirements to be a serious problem.
Difficulties with administration of licensing and
limiting the use of the technology after the agreement
term of protection is concluded indicate that the option
for direct investment in China may be safer than
licensing for many firmd27 especially in industries

123_ContinuedPublication and Administration of
Trade Regulations), Article XI (General Elimination of
Quantitative Restrictions), Article XlII (Non-discriminatory
Administration of Quantitative Restrictions), and Article
XVII (State Trading Enterprises).

124 USTR, “Market Access Commitments of the
Government of China on Goods, Services, and Agriculture,”
press release 99-34, Apr. 8, 1999.

125 |pid.

126 For a complete list of industries where foreign
investment is encouraged see the “Catalogue for Guiding
Foreign Investment in Industriedfovisional Regulations
for Guiding the Direction of Foreign Investmedtine 1995,
found at the MOFTEC Internet address
http://www.moftec.gov.cn.

127 Francis Bussolino and Joseph Tse, “Leveraging
Technology in the PRCChina Business RevieWan./Feb.
1999).
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such as telecommunications, automotive, chemicals/Goods (ISAC 4135 the Luggage and Leather Goods
pharmaceuticals, aerospace, agriculture, energy, andnanufacturers of America, In€38 PhRMA37 and the

electronics, among othek3® As already mentioned,

U.S. high-tech firms in industries such as computers,

aerospace, semiconductors, and telecommunication
have recently been more involved in technology
transfers in the form of offsets such as the
establishment of joint research institutions. The
American Electronics Association points out that:

Government practice requires technology
transfer for market share. The approval
authorities (SDPC, MOFTEC, etc.) generally
look for some tech transfer and training
commitments. There do not appear to be any
formal enforcement mechanisms other than to
deny certification as a ‘technologically-
advanced enterprise,” which entitles FIEs to
certain tax benefits. However, foreign
companies may be encouraged to accept tech
transfer commitments as quid-pro-quos for
other government approvals or benefits.

Additionally, other industry representatives stated that

technology transfer was a concern when doing business
with China. These representatives include the Industrytransfer,

Sector Advisory Committee for Trade Policy Matters
on Chemicals and Allied Products (ISAC 139 the
Semiconductor Industry Associatid®! and the
International Union, United Automobile, Aerospace
and Agricultural Implement Workers of America
(UAW).132  China’s implementation of the TRIPS

Agreement and IPR protection are concerns of manypercent of business application software.

industry representatives such as Motofsfa, the
Software and Information Industry Associatiti,the
Industry Sector Advisory Committee on Consumer

128 provisional Regulations for Guiding the Direction of
Foreign Investmentlune 1995, lists the sectors which are
encouraged, restricted and prohibited in China.

129 provisional Regulations for Guiding the Direction of
Foreign Investmentlune 1995, lists the sectors which are
encouraged, restricted and prohibited in China. U.S.
Department of Commerce, BXA and DFI International,
“Technology Transfer: Policies, Process, and Decision
Making in China,”U.S. Commercial Technology Transfers to
the People’s Republic of Chindan. 1999, p. 21.

130 American Electronics Association, written
submission to the Commission, Mar. 9, 1999, p. 8.

131 Roger K. Fisher, Roger K. Fisher & Associates, Ltd.,
member of ISAC 3, Industry Sector Advisory Committee for
Trade Policy Matters—Chemicals and Allied Products,
written submission to USTR, Mar. 12, 1997.

132 semiconductor Industry Association, written
submission to the Commission, Mar. 9, 1999, pp. 6-8, and
written submission to USTR, Mar. 14, 1997.

133 |nternational Union, United Automobile, Aerospace
and Agricultural Implement Workers of America (UAW),
written submission to the Commission, Mar. 9, 1999, p. 3.

134 Motorola, Inc., written submission to the
Commission, Mar. 9, p. 3.
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Distilled Spirits Council of the United Stat&®
among others.

Effects on U.S. Trade and U.S.

Foreign Investment

Technology is an important component of U.S.
firms’ competitive advantage in many industries. The
transfer of that technology through business operations
in other countries is in many cases inevitable and even
desirablet39 In China U.S. companies routinely trade
technology for market access. U.S. companies may
transfer more or a higher level of technology than they
wish, or more than can be effectively absorbed by
Chinal40 In practice, the form of the technology
transfer agreement, level of technology transferred, and
enforcement of the agreement, vary depending on the
industry and the local enforcement agencies.

An indicator of the extent of technology transfer
and other IPR legally transferred to China is shown in
table 3-10 which presents U.S. receipts from royalties
and licensee fees during 1994-97.

Although not directly related to technology
the magnitude of the trade losses to
U.S.-based copyright industries due to piracy for
motion pictures, records and music, business
applications software, entertainment software, and
books was estimated almost $2.6 billion in 13¢B.
Approximately 55 percent of the estimated losses were
from piracy of entertainment software and almost 33
A recent
study estimates that in 1998 business software piracy
in China cost U.S. software producers almost $1.2
billion.142

135 goftware and Information Industry Association,
written submission to the Commission, Mar. 9, 1999 pp. 1-2.

136 Collier, Shannon, Rill & Scott on behalf of the
Industry Sector Advisory Committee 4, written submission
to the Commission, Mar. 9, 1999, p. 5.

137 Luggage and Leather Goods Manufacturers of
America, Inc., written submission to the Commission,

Mar. 9, 1999, p. 4.

138 phRMA, written submission to the Commission,
Mar. 9, 1999, p. 6-9.

139 Distilled Spirits Council of the United States, written
submission to the Commission, Mar. 9, 1999, pp. 1-4.

140 For example, see Daniel H. RosBehind the Open
Door: Foreign Enterprises in the Chinese Marketplace
pp. 72-73.

141y.s. Department of Commerce, BXA, “Technology
Transfer: Policies, Process, and Decision Making in China,”
U.S. Commercial Technology Transfers to the People's
Republic of Chinapp. iii-iv.

142 |nternational Intellectual Property Alliance, “lIPA
1999 ‘Special’ Recommendations IIPA 1997-98 Estimated
Trade Losses Due to Piracy (in millions of U.S. dollars) and
the 1997-1998 Levels of Piracy,” found at Internet address
http://www.iipa.com/html/worldp_piracy_losses.html,
retrieved June 24, 1999.



Table 3-10
China: U.S. receipts from royalties and license fees, 1994-97

(Million dollars)
Unaffiliated firms
Year Total Affiliated firms 1 Total Industrial processes Other 2
1994 .. ... 72 24 47 33 14
1995..... 113 54 59 31 28
1996 .. ... 155 90 65 43 22
1997 ... .. 245 164 81 48 33

1 Affiliated firms include by U.S. parents from their foreign affiliates and by U.S. affiliates from their foreign
parents. Affiliated is defined as a business enterprise located in one country which is directly or indirectly owned or
controlled by a person of another country to the extent of 10 percent or more of its voting stock or an equivalent
interest.

2 Includes receipts from books, records, tapes; broadcasting, and recording of live events; franchise fees;
trademarks; and other miscellaneous receipts and fees.

Source: Compiled by the staff of the U.S. International Trade Commission from U.S. Department of Commerce,
Bureau of Economic Analysis, “U.S. International Sales and Purchases of Private Services: Cross-Border
Transactions in 1997 and Sales by Affiliates in 1996,” Survey of Current Business, Oct. 1998, table 4.1, p. 94.

Some evidence raises questions about China’'shighlights continuing problems due to IPR violations.
actual ability to absorb and use the technology that isIn addition, while China has increased its efforts to
transferred. As pointed out by three researchers fromprotect that technology through IPR legislation and the
the Department of Industrial Science and Technology establishment of an institutional mechanism for
of the State Science and Technology Commission, enforcement of those laws and prosecution of violators,
“Because of the failure to accord central importance to Problems with - continued  violations, unclear and
the absorption, assimilation, and innovation of Overlapping government agency responsibility, and
imported technology, both the government and deterrent penalties remain. For example, because of a
enterprises handle absorption and assimilation funds in"/€akness in the intellectual property rules, companies
a most haphazard unplanned manner and fail to make" th_e pharmageutlcal mdustr_y have experienced legal
them actually available!*3 Approximately one tenth copying of their drugs like Eli Lilly and Co.'s Prozac,

i o Novartis’ Lamisil and Neoral, and Pfizer Inc.’s
of technology import activities are spent on the

devel £ indi hnol H - Zoloft.145 Copies of these drugs are sold at a lower
evelopment of indigenous technology, w ereas in price, with Prozac’s copy selling at 40 percent less than
Japan for every one dollar spent on buying hard

the name brand. The UAW points out that technology
technology another 10 dollars are spent on the yemands and production offset deals cause companies
development  of indigenous  technology and {5 move production to China, displacing U.S.
innovation!44 exports46  Estimates of losses due to intellectual

_ property counterfeiting, piracy and exports to third
Regardless of whether or not China can absorb the.q,untries are in the range of $2 billis#. Despite

highest level of technology that is transferred,
anecdotal evidence provided by various industries

146 Francis Bussolino and Patricia Dame, “Battling
Weak IP Protection in PharmaceuticalSfiina Business

143 Business Software Alliance and Software & Revili\;v(Jan./Fe_b. 1999). . .
Information Industry Associatior,998 Global Software and A rlir(]:tlflmfglolrr]r?l |gr?1'22£ \L/nglrtlsgr?gf‘o,&nn?grl:gé?ﬁfvs\/gace
Piracy ReportMay 1999, _found at Internet add_ress writter?submission Ict)o the Commission, Mar. 9, 1999 p’ 3
http://www.bsa.org/statistics/GSPR98.pdf, retrieved June 8, 148 ) 5. Department of State teleg,ram «China: Draft
1999 S. . , “China;

144 Daniel hind the O . . 1999 National Trade Estimate Report on Foreign Trade

Daniel H. RoserBehind the Open Door: Foreign Barriers (NTE) - Lack of Intellectual Property Protection,”

Enterprises in the Chinese Marketplape 74. message reference No. 721, prepared by U.S. Embassy,

145 |pid. Beijing, Jan. 22, 1999.
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these specific examples, it is nevertheless difficult to Other NOn-Tariff Barriers

assess the overall effect the elimination of technology

transfer requirements would have on U.S. investment  cartain  other Chinese non-tariff barriers are

in China due to the numerous other issues that alsOyegcriped in tables 3-11 through 3-17. These barriers
factor into the investment decision, such as perceivedagact o wide variety of industries. In many instances,
market peneflts and_percewed competition. In general,it is difficult to assess the effects of eliminating a

companies would likely be less apprehensive aboutaricylar barrier because of limited information from

investing and transferring technology in China given a {he ayailable literature or from affected U.S. industries.
strong legislative basis for protection of IPR and

proper enforcement of those rights.

Table 3-11
Chinese non-tariff barrier (tendering): Description, comparison with WTO requirement, sectors
most affected, effects on U.S. trade, effects on U.S. foreign investment

Iltem Comment

Description Tendering is a procurement system for machinery and electronic products.
Coordinated by the China National Tendering Center of Machinery and Electric
Equipment, 30 tendering organizations arrange procurement tenders for machinery
and equipment needed by national ministries; for major technical innovation projects;
public works, including foreign funded projects; and private enterprises, including joint
ventures. The bidding process is based on direct negotiation and is non-transparent.
Because the bidding process is non-transparent, tendering organizations as well as
other interested parties may distort imports either in favoring domestic producers over
foreign producers or discriminating against producers from certain countries.

Comparison with WTO WTO rules include GATT 1994 Article XI (General Elimination of Quantitative

requirement Restrictions) and GATT1994 Article XIlI (Non-discriminatory Administration of
Quantitative Restrictions). Article XI requires the elimination of quantitative
restrictions. Article XllI requires that quantitative restrictions be applied in a
non-discriminatory manner. Tendering and bidding is also covered by the plurilateral
WTO Agreement on Government Procurement, in which participating WTO members
abide by the rules of that agreement.

Sectors most affected Selected machinery, including certain:
e engines

lifting machinery

construction machinery

mining machinery

pulp and paper machinery

mineral processing machinery

agricultural machinery

ships

testing equipment

tobacco processing machinery

bakery and pasta machinery

printing machinery

molds for metals and plastics

electric generating sets, and so forth.
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Table 3-11- Continued
Chinese non-tariff barrier (tendering): Description, comparison with WTO requirement, sectors
most affected, effects on U.S. trade, effects on U.S. foreign investment

Iltem Comment

Effects on U.S. trade Increased U.S. export opportunities as U.S. exporters will be able to negotiate directly
with end-users in China. Potential benefits may, in part, depend upon the extent to
which Chinese state-owned and state-invested enterprises operate in a commercial
manner, as China agreed to in its April 1999 offer.

* * * * * * *

* * * * * * *

Based upon Chinese import data, China’s imports from the United States covered by
tendering as presented in China’s April 1999 offer totaled $665.1 million in 1996
and $574.2 million in 1998, imports from the world totaled almost $5.8 billion
in 1996 and declined to $3.5 billion in 1998.

Based upon 1998 Chinese import data, tendering requirements for $395.8 million, or
69 percent, of imports from the United States would be phased-out by 2001, with only
7 percent in 2000, 16 percent in 2002, and 16 percent in 2004.

Effects on U.S. foreign Negligible increase in U.S. foreign investment in China due to the increase in ability to
investment export as opposed to having to establish joint ventures in China in order to gain an
advantage in the bidding during the tendering process.

Source: Compiled by the staff of the U.S. International Trade Commission from various sources, including written
submissions to and testimony before the U.S. International Trade Commission with respect to inv. No. 332-403,
Assessment of the Economic Effects on the United States of China’s Accession to the WTO and China’s April 1999
offer.
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Table 3-12

Chinese non-tariff barrier (national treatment): Description, comparison with WTO requirement,
sectors most affected, effects on U.S. trade, effects on U.S. foreign investment

Iltem

Comment

Description

The principal of national treatment is that a country should treat foreign goods,
services, service providers, intellectual property, and investment no less favorably
than those of domestic origin. National treatment is a core obligation of the WTO.
Chinese products and services frequently are provided preferential treatment over
those of foreign providers; examples include preferences for Chinese firms in financial
services and power generation equipment.

Comparison with WTO
requirement

Principally covered by GATT 1994 Article Ill:4, which provides that “[t]he products of
the territory of any contacting party imported into the territory of any other contracting
party shall be accorded treatment no less favorable than that accorded to like product
of national origin in respect of all laws, regulations and requirements.” Article XVII of
the General Agreement on Trade in Services (GATS) requires national treatment for
the services where there are scheduled national commitments. Article 3 of the
Agreement on Trade-Related Aspects of Intellectual Property Rights (TRIPS) also
imposes broad national treatment obligations on WTO.

Sectors most affected

Virtually all sectors. Examples include:

¢ The pharmaceutical industry notes Chinese price controls for finished
formulations of western medicines.

e The telecommunications industry notes Chinese “buy local” policies.

¢ Oilseeds industry notes that VAT taxes are applied to imported oilseeds and
vegetable oils, but not domestic articles.

Effects on U.S. trade

Increased U.S. export opportunities across a variety of industries. Potential benefits
may, in part, depend upon the extent to which Chinese state-owned and
state-invested enterprises operate in a commercial manner, as China agreed to in its
April 1999 offer. In addition, benefits would also depend upon how China implements
its industrial policies.

* * *

Effects on U.S. foreign
investment

Increased U.S. foreign investment opportunities across a variety of industries due to
China’s elimination of preferences for domestic service and goods providers.

Source: Compiled by the staff of the U.S. International Trade Commission from various sources, including written
submissions to and testimony before the U.S. International Trade Commission with respect to inv. No. 332-403,
Assessment of the Economic Effects on the United States of China’s Accession to the WTO and China’s April 1999

offer.
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Table 3-13

Chinese non-tariff barrier (transparency): Description, comparison with WTO requirement,
sectors most affected, effects on U.S. trade, effects on U.S. foreign investment

Iltem

Comment

Description

Transparency in this context concerns government decision-making and whether there
is (1) access to the applicable rules and regulations that govern the decision-making
process, and (2) an ability to observe whether the decision was made in accordance
with those rules and regulations. The lack of transparency, including access to
published rules and regulations and an ability to observe the decision-making process,
acts as a non-tariff barrier in that foreign firms seeking to do business in China may not
know who makes the decision, the standard (if any) applied by the decision-maker, and
the reasons for the decision.

Under the 1992 U.S.-China Memorandum of Understanding Concerning Market
Access, China agreed to publish in a prompt and regular manner all relevant laws,
regulations, rules, decrees, administrative guidance, and policies relating to foreign
trade. U.S. firms doing or seeking to do business in China have complained about the
absence of rules and regulations or their late publication, and weak or inconsistent
implementation. They have complained about a lack of transparency in, among other
areas, the assessment of customs duties and other taxes, the granting of licenses and
other rights to market access, and the procurement of goods and services.

Comparison with WTO
requirement

GATT 1994 Article X:1 provides that “[[Jaws, regulations, judicial decisions and
administrative rulings of general application...shall be published promptly in such a
manner as to enable governments and traders to become acquainted with them.”
Transparency obligations are found specifically with regard to state-trading enterprises
under Article XVII, the Agreement on Trade in Services (GATS), the Agreement on
Trade-Related Aspects of Intellectual Property Rights (TRIPS), Agreement on the
Application of Sanitary and Phytosanitary Measures, and others.

Sectors most affected

All merchandise and service sectors.

e Semiconductor industry cites lack of transparency in bidding from state
enterprises.

e Pharmaceutical industry cites concern over lack of transparency in China’s price
control regulations for finished formulations of western medicines.

¢ Telecommunications industry cites lack of transparency of China’s certification
system for qualifying imported telecommunications equipment for use on Chinese
telecommunications networks.

Effects on U.S. trade

Modest increases in U.S. export opportunities as transparency in the government
decision making-process improves-that is, as access to the applicable rules and
regulations that govern the process improves and as the ability to observe whether the
decision was made in accordance with those rules and regulations improves. This
effects prediction assumes most decisions will be made in accordance with published
rules and regulations.

* * * * * * *

Effects on U.S. foreign
investment

Increased U.S. foreign direct investment opportunities in China as transparency leads
to confidence in China business environment.

Source: Compiled by the staff of the U.S. International Trade Commission from various sources, including written
submissions to and testimony before the U.S. International Trade Commission with respect to inv. No. 332-403,
Assessment of the Economic Effects on the United States of China’s Accession to the WTO and China’s April 1999

offer.
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Table 3-14

Chinese non-tariff barrier (judicial review): Description, comparison with WTO requirement,
sectors most affected, effects on U.S. trade, effects on U.S. foreign investment

Iltem

Comment

Description

A corollary of the requirement of transparency is that there be a means of obtaining a
fair, impartial, and effective administrative and judicial review of governmental
decisions, as well as a means of resolving private commercial disputes. In China,
national and provincial economic courts have jurisdiction over trade and commercial
disputes involving foreign parties. There is a preference in China for resolving
disputes through informal consultation between parties of the dispute or before a
Chinese arbitral body. Foreign investors find this time-consuming and unreliable.

Comparison with WTO
requirement

GATT 1994Article X:3(b) provides that each WTO member must have judicial, arbitral,
or administrative tribunals that will promptly review and correct administrative actions
relating to customs matters.

The WTO Agreement on Trade Related Aspects of Intellectual Property Rights and
the Agreement on Implementation of Article VI (Antidumping Agreement), among
other WTO agreements, contain judicial review requirements.

Sectors most affected

All merchandise and service providers.

Effects on U.S. trade

Increased U.S. export opportunities as U.S. exporter confidence in the increase in the
availability and reliability of Chinese judicial review regime.

* * * * * * *

China’s April 1999 offer does not go beyond what is already specified in the WTO
draft protocol on China.

Effects on U.S. foreign
investment

Increased U.S. foreign investment opportunities in China as U.S. investors become
more confident in the increase in the availability and reliability of Chinese judicial
review regime.

Source: Compiled by the staff of the U.S. International Trade Commission from various sources, including written
submissions to and testimony before the U.S. International Trade Commission with respect to inv. No. 332-403,
Assessment of the Economic Effects on the United States of China’s Accession to the WTO and China’s April 1999

offer.
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Table 3-15

Chinese non-tariff barrier (export performance requirements): Description, comparison with
WTO requirement, sectors most affected, effects on U.S. trade, effects on U.S. foreign
investment

Iltem Comment

Description Export performance requirements are measures that require or coerce
foreign-invested enterprises to export a specified volume or share of production in
order to gain approval for establishment. China appears to impose export
performance requirements on most commercial establishments that have some level
of foreign ownership.

Export performance requirements are required by law only for foreign wholly owned
enterprises, which must export more than 50 percent of the total value of annual
output. Performance levels may be adjusted during contract revisions or other times.

Comparison with WTO * * * * * * *
requirement

Sectors most affected Virtually all manufacturing sectors. Export performance requirements have been
noted by U.S. aerospace, automobile, electronics, packaged foods, machinery,
semiconductor, telecommunications equipment, and textile industries.

Effects on U.S. trade Under China’s April 1999 offer, China has agreed to eliminate and * * * export
performance requirements * * *. This is beyond WTO/GATT TRIMS agreement.

With the removal of China’s export performance requirements, there may be a
possible decrease in U.S. imports from China. However, U.S. companies may incur
costs in reorienting their operations to the Chinese market.

In 1997, exports of foreign-invested enterprises (FIEs) in China totaled $59.7 billion,
or almost 33 percent of China’s total exports of $182.7 billion, based upon Chinese
trade data. This may be viewed as an upper limit of exports resulting from export
performance requirements. Applying the percent of China’s exports from FIEs, 33
percent, to China’s exports to the United States in 1997, $32.7 billion, would result in
$10.8 billion in exports being attributable to FIEs. This figure would not account for
Chinese exports to Hong Kong for further processing and subsequent export to the
United States. China’s exports to Hong Kong totaled $43.7 hillion in 1997.

Effects on U.S. foreign Since China has agreed to remove export performance requirements, new U.S.

investment foreign investment opportunities in China may arise since wholly owned foreign
enterprises would be constrained to invest for export markets, but could invest for the
local Chinese market.

Source: Compiled by the staff of the U.S. International Trade Commission from various sources, including written
submissions to and testimony before the U.S. International Trade Commission with respect to inv. No. 332-403,
Assessment of the Economic Effects on the United States of China’s Accession to the WTO and China’s April 1999
offer.
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Table 3-16

Chinese non-tariff barrier (local content requirements): Description, comparison with WTO
requirement, sectors most affected, effects on U.S. trade, effects on U.S. foreign investment

Iltem

Comment

Description

Local content requirements are measures that require the purchase or use by an
enterprise of products of domestic origin in order to gain approval for establishment.
China reportedly imposes local content requirements on most enterprises with foreign
ownership. Such requirements are generally not imposed by statute but instead arise
during the examination and comment period of the investment approval process in the
form of internal guidance. Article 15 of China’s Law on Foreign Capital Enterprises
encourages the use of Chinese inputs, as do several other laws.

Comparison with WTO
requirement

TRIMS lists local content requirements as being inconsistent with the national
treatment obligation. TRIMS prohibits local content from being imposed by law or
from serving as a condition for receiving some advantage, including investment
approval.

Sectors most affected

Virtually all processing or manufacturing operations in China having foreign
investment. Local content requirement concerns have been cited by U.S. aerospace,
automobile, electronics, packaged foods, machinery, semiconductor,
telecommunications equipment, and textile industries.

Effects on U.S. trade

* * * * * * *

Increased U.S. export opportunities as requirements to use local content are
eliminated. However, there may be enforcement difficulties because China’s local
content requirements are presently imposed by informal means. Further, potential
benefits, in part, may depend upon how China implements its industrial policies. In
addition, opportunities may be limited as foreign companies seek to develop local
suppliers in order to support business models where manufacturing is located close to
the customer.

Effects on U.S. foreign
investment

Fewer U.S. foreign investment opportunities as U.S. companies realize that there will
be no official laws and regulations requiring the use of local content, and therefore
they have the flexibility to import foreign inputs. However, since local content
requirements may be imposed by informal means, rather than by statute, pressures to
use local content are likely to continue to impose operational constraints on U.S.
firms.

Source: Compiled by the staff of the U.S. International Trade Commission from various sources, including written
submissions to and testimony before the U.S. International Trade Commission with respect to inv. No. 332-403,
Assessment of the Economic Effects on the United States of China’s Accession to the WTO and China’s April 1999

offer.
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Table 3-17

Chinese non-tariff barrier (trade and foreign exchange balancing requirements): Description,
comparison with WTO requirement, sectors most affected, effects on U.S. trade, effects on U.S.

foreign investment

Iltem

Comment

Description

Trade balancing foreign-exchange requirements are measures imposed upon
foreign-invested enterprises that limit a firm’s imports to a level equivalent to, or
based upon, its level of exports. Foreign-exchange balancing requirements are
measures that limit a firm’s outflows of foreign exchange to a level equivalent to,
or based upon, its level of inflows. China reported ceased enforcement of
foreign-exchange balancing requirements as it moved toward current account
convertibility in 1996. However, China’s export performance requirements also
may be viewed as a way to balance foreign exchange.

Comparison with WTO
requirement

TRIMS prohibits quantitative restrictions, such as the use of measures that limit
the ability of an enterprise to import products by restricting access to foreign
exchange to an amount related to the foreign exchange inflows attributable to
the enterprise.

Sectors most affected

Virtually all sectors. Foreign exchange balancing requirements have been cited
by U.S. aerospace, automobile, electronics, packaged foods, machinery,
semiconductor, telecommunications equipment, and textile industries.

Effects on U.S. trade

Under China’s April 1999 offer, * * *,

Increased U.S. export opportunities to China and a decrease in U.S. imports
from China because foreign firms producing in China will not have constraints
imposed on their operations that dictate import and export flows.

Effects on U.S. foreign
investment

Increased U.S. foreign investment opportunities in China as companies are not
constrained to balance import and export flows.

Source: Compiled by the staff of the U.S. International Trade Commission from various sources, including written
submissions to and testimony before the U.S. International Trade Commission with respect to inv. No. 332-403,
Assessment of the Economic Effects on the United States of China’s Accession to the WTO and China’s April 1999

offer.
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CHAPTER 4
Effects of China’s Institution of Tariff-Rate
Quotas under the WTO for Selected
Agricultural Products

i provided in chapter 7, where estimates of the effects on
|ntrOdUCt|0n the U.S. economy of imposing TRQs on these selected
This chapter compares the current trade situationagricultural products are obtained from employing the
with China to the institution of tariff-rate quotas China-WTO model. The model results (discussed in
(TRQs) as part of a WTO accession package with greater detail in chapter 7) indicate a substantial export
regard to wheat, corn, rice, oilseeds, vegetable oils,potential for wheat, corn, cotton, and vegetable oils as
sugar, wool and wool tops, and cotton. This chapter a result of the April 1999 offer made by China relating
responds to USTR letters of December 18, 1998, andto these products. These results were based solely upon
June 16, 1999. The latter requests an amplification ofan assessment of tariff bindings and reductions on all
the quantitative analysis of the effects on the U.S. imports.
economy of the full range of market access
commitments that China made in April 1999, including \WWTQO Rules on Agricultural Import
on agricultural products. China’s April 1999 offer on Quotas
TRQs covers the products that were priority sectors for
the United States—wheat, corn, rice, soybean oil, and
cotton! The April 1999 offer provides tariff quota o) e A
levels (and for rice, quota shares for specific grades),CONVert quantitative restrictiofis  on ag_ncmiltural'
tariff rates, guaranteed shares for private traders, andMPOrts to tariffs (ordmar}‘/ customs ?Ut'es ). This
the staging of China’s proposed concessions. Process is known as “tariffication. Because
Previously, China had not made specific WTO tariffication may resu_lt in very hlgh_ tariff rates, WTO
accession offers on these products. members are required to provide market access
opportunities equivalent to levels prior to tarifficatfon.
This chapter describes the WTO rules on TRQs where there were no significant imports, members are
and provides a qualltatlve assessment of_ the e_ff_ects Otequired to establish minimum market access
U.S. trade and investment from China’s imposition of opportunities at a level of not less than 3 percent of
TRQs. The assessment relies in part on input receivedjomestic consumption in a base period. The minimum
from U.S. industry. A quantitative assessment is jccess level is then to expand to 5 percent during the

The WTO Agreement on Agriculture, Article 4
(Market Access), paragraph 2, requires members to

2 The footnote in Article 4.2 of the WTO Agreement on
Agriculture lists the proscribed measures: quantitative
import restrictions, variable import levies, minimum import
prices, discretionary import licensing, non-tariff measures
maintained through state-trading enterprises, voluntary
export restraints, and similar border measures other than
ordinary customs duties.

] - ) 3 GATT Secretariat, Trade Negotiations Committee,

1 Office of the United States Trade Representative, “Section B - Requirements concerning current access
“Statement of Ambassador Charlene Barshefsky Regarding opportunities,” Annex 3, Part B, Text on AgricultuBraft
Broad Market Access Gains Resulting from China WTO Final Act Embodying the Results of the Uruguay Round of
Negotiations—Market Access and Protocol Commitments,”  Multilateral Trade NegotiationsMTN.TNC/W/FA, Dec. 20,
USTR press release 99-34, Apr. 8, 1999, found at Internet 1991, pp. L.26-27. See also Jeffrey S. Thomas and Michael
address http://www.ustr.gov/releases/1999/04/99-34.pdf, A. Meyer,The New Rules of Global Trade: A Guide to the
retrieved Apr. 12, 1999. World Trade OrganizatiofOntario, Canada: Carswell

oKk Thomson Professional Publishing, 1997), pp. 77-78.

4-1



Uruguay Round implementation period. Tariffication The U.S. industry has raised concerns that the
thus resulted in members replacing absolute quotasnegotiations should not use official Chinese trade data
with a TRQ. Under a TRQ, a member applies one tariff as these may understate the level of impbrts.
rate (which could be a zero rate) to imports of a  For the accession negotiations, no formula for
product up to a particular amount (the “in-quota” tariff reducing the tariff components of TRQs was
rate and quantity) and applies a higher tariff rate to established by WTO members prior to negotiations
imports in excess of that amount (the “over-quota” with China; therefore, the extent of TRQ tariff
tariff rate)? concessions is the result of bilateral negotiations.
In the accession negotiations with China, the China’s TRQ tariff concessions are based upon its 1998

United States and other WTO members are using the@PPlied tariff rates. For this analysis, Chinese tariff
rules and requirements on tariffication and market 't€s for 1998 were obtained from the publlcatlo,n
access set out in thBraft Final Act text in the  Customs Import and Export Tariff of the Peoples
Agreement on Agriculture of the Uruguay Round Republic of China 199Bublished by China’s Office of
negotiations of the WTO. This was the point of the Customs Tariff Commission under the State
departure for the negotiations from which tariff Council and the Customs General Administration
reductions and other features pertaining to market 121t Department. In 1998, China applied TRQ#D
access would be negotiated.Thus, the TRQs that 9rains (wheat, corn, rice), oilseeds (soybeans and
China is to institute would be the greater of either "aP€seed), most vegetable oils, and wool. Because
current access, or minimum access of 3 percent ofguota levels for these products were not published, this
consumption, to increase over time to 5 percent of @nalysis assumes that 1998 quota levels for these
consumption. However, in the course of negotiations, products are in fact the level of imports in 1998. For
the minimum-access level for rice came to be basedstdar and cotton, the analysis assumes tariff reductions
upon 2 percent of consumption growing to 4 percent of oM 1998 appllled Chln.ese tariff rate.s.
consumptior. The base period for calculating current ~ The potential benefits to the United States from
and minimum access for China was calendar yearsChina’s institution of TRQs may be limited by China’s
1995-97. intention to reserve either the totality or a share of
imports and exports for state-trading enterprises

The det_ailed product - analysis ?n this _chapter (STEs)? Under WTO rules, China is not required to
presents tariff quota levels and other information from eliminate STEs; however, China is required to have its
China’s April 1999 offer to the United States on wheat, STEs operate on the basis of commercial

corn, rice, soybeans, soybean oil, and cotton. For.,,qiqerations and in a non-discriminatory marfer.
products for which market access is being negotiatedgre 4ctivities may erode or negate tariff concessions

by other WTO members—palm oil, rapeseed oil, sugar, j,,nd in WTO national schedules through a variety of
and wool and wool tops—consumptlon data estimated ways. These include the use of licensing to operate the
by the U.S. Department of Agriculture (USDA) areé tpng or the establishment of technical barriers that
presented for market years (i.e., crop years), as well aSimit imports.

quotas based upon 3 percent and 5 percent of
consumption. Such consumption data account for 7 For example, U.S. industry expressed the concern that
commodity stocks at the beginning and end of the year.overall low Chinese trade figures understate China’s imports

. . - . of vegetable oils. American Oilseed Coalition, written
According to USDA officials, the Chinese consider submission to the Commission, Mar. 9, 1999, p. 3. See ch. 2

data on consumption and stocks to be state secrets, anfr a discussion of discrepancies between U.S. and Chinese
only production and trade data are publicly available. data sources. _ ) _

8 0n April 1, 1996, China applied TRQs on imports of
wheat, corn, rice, soybeans, and vegetable oils, but by late

4 Statement of Administrative Action (SAA), p. 55; at 1998, had not announced TRQ administration rules or quota
U.S. CongresdJruguay Round Trade Agreements, Texts of  yolumes.
Agreements, Implementing Bill, Statement of Administrative 9 The WTO defines state-trading enterprises as
Action, and Required Supporting Statemeh@3rd Cong., governmental and non-governmental enterprises that have
2nd sess., 1994, H. Doc. 103-316, Vol. 1, Sept. 27, 1994 been granted exclusive or special rights through which they
(Washington, DC: Government Printing Office, 1994), p. influence the level and direction of imports and exports. For
711 (hereafter, “URAA documents”). See also SAA, a discussion of state-trading, see ch. 3.
“Endnotes,” URAA documents, p. 1124. 10 GATT 1994, Article XVII. In addition, STEs

5 Officials of U.S. Department of Agriculture (USDA) frequently use export subsidies in their operations. It should
and USTR, telephone and in-person interviews with USITC  pe noted that agricultural export subsidies are legal under the
staff, May 7, 1999. WTO, provided they have been notified and are less than the

6 This formula was used for rice import access export subsidy commitment level. See also WTO, “Possible

negotiations for Korea in the Uruguay Round. Officials of Negative Trade Effects” under “State Trading Enterprises”
USDA and USTR, telephone and in-person interviews with  in “The World Trade Organization: A Training Package,”
USITC staff, May 7, 1999. retrieved May 8, 1999.
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Under China’s April 1999 offer, China agreed to Grains: Wheat COrn

guaranteed shares of imports of wheat, corn, rice, and .
soybean oil within the TRQs for private traders. For and Rlcel4
some commodities, the shares allocated to private
traders will rise over the phase-in of TRQ concessions
or for soybean oil be accorded the entire quota by year
2006. The unused portion of shares of imports
allocated to STEs will be reallocated by the authorities
to private traders. It is unknown if other WTO
members are seeking guaranteed shares for privat
traders for sugar, rapeseed (an oilseed), and othe
vegetable oils. China’s April 1999 offer is quite
specific with regard to the procedures to be followed,
stating which Chinese agencies have authority in the
administration of the TRQs, unlike WTO commitments
made in the Uruguay Round negotiations. A future
concern is the availability of Chinese agricultural price
data for determining domestic support levels and

subsidied? Current Trade Situation

China imposes tariffs, quotas, and licensing

requirements on imports of grains. Effective April 1,

1996, China applied TRQs to wheat, corn, and rice.

Summary of Findings Since then, no TRQ administration rules or quota
volumes have been announced. Table 4-2 shows

Chinese TRQs should increase market accessChina’s tariff rates and over-quota tariff rates for 1998.

opportunities for the United States and other exporting China’s licenses and quotas on imports of grains are
countries in most products of interest to the United Mmanaged by the State Council. As China reserves
States—wheat, corn, rice, soybean oil, and cotton. Thetrading in grains for STEs, these are executed through
elimination of the never-enforc&iChinese TRQ and the state trading enterprise called China Cereals, Oils
continuation of the 1998 applied tariff on soybeans will and Foodstuff Import and Export Company (COFCO,
maintain current U.S. market access for soybeans. Theformerly known as CEROILS} and its provincial
extent of U.S. exports will depend upon other factors, branches. Also, exports are regulated by a system of
such as the role of STEs, China’s domestic agricultural €xport licenses granted by the State Council. In market
support policies, and levels of third-country exports. year April 1997-March 1998, actual execution of the
For rapeseed, sugar, other vegetable oils excludingeXxport licenses was delegated to COFCO, which in
soybean oil, and wool and wool tops, the United Statesturn sold the grain to be exported to trading companies.
is either a net importer or a negligible exporter, and In 1998, China’s grain reforms strengthened state
therefore unlikely to realize the benefits from increased control over their grain systems in an attempt to
market access opportunities. However, the potential tosupport farm prices and stem heavy financial losses in
export is enhanced. Table 4-1 presents the summary othe provincial grain buread§. Government guidance
findings. U.S. foreign investment in grains, oilseeds,

vegetable oils, sugar, cotton, and wool and wool tops is ' Wheat and wheat flour, groats, meal and pellets are

P i R classified under Harmonized System (HS) heading HS 1001,
currently limited by China’s foreign investment lais. 1103.11, and 1103.21; corn and corn flour, groats, meal,

It is unlikely that these restrictions will change with pellets, and worked corn  under HS 1005, 1102.20, 1103.13,
China’s accession to the WTO. and 1104.23; and rice and rice flour, groats, meal and pellets
under HS 1006, 1102.30 and 1103.14. Wheat, rice, and corn
flour, groats, meal, pellets, and worked corn account for a

China grows mainly corn and winter wheat in the
north of China while rice is grown in the south. Corn is
principally used for animal feed, while wheat and rice
are mostly used directly in food. Chinese consumption
of rice and wheat have been stagnant on a per capita

asis, whereas that of corn and other feed grains has
ieen rising over the last 5 years. The more densely
populated and industrial areas of central and southern
China are grain-deficient areas requiring substantial
imports of grain from northern China or abroad, while
grain (corn and rice) surplus areas in northern China
export both to southern China, and to adjacent
countries such as Korea and Japan.

L USTR official, telephone interview by USITC staff, very small share of China’s imports of wheat, corn, and rice.
July 16, 1999. ) o 15 COFCO has 8 general divisions and 30 wholly owned
12 see discussion of oilseeds later in this chapter. subsidiaries, and 19 directly controlled foreign subsidiaries.
13 Guide Catalogue of Industries for Foreign In 1997, COFCO had sales of $13.5 billion and employed
Investmentapproved by the State Council on Dec. 29, 1997, 28,000 persons.
and effective Jan. 1, 1998, as found in China Council for the 16 |n 1998, Grain Bureau losses were reported at RMB
Promotion of International Trade (CCIPDhina Business 14.5 billion (US$1.8 billion) monthly. USDA Foreign
Guide appendix II, found at Internet address Agricultural Service (FAS)Grain and Feed: China’s Grain
http://www.ccpit.org/engVersion/cp_infor/cp_cbg/cbg_fl122. Reforms of 1998J.S. Embassy, Beijing, Report No.
html, retrieved Feb. 22, 1999. CHB8051, Oct. 27, 1998, p.1.



Table 4-1

Summary of effects of Chinese institution of tariff-rate quotas on U.S. trade and U.S. foreign
investment under WTO accession, including China’s April 1999 offer

Product

Effects

Grains:

Wheat

Corn

Rice

Trade: Market access opportunities would likely be created by a TRQ. However,
the extent of any increase in U.S. exports would depend ultimately upon the role of
state trading enterprises (STEs), China’s production policies, and the
competitiveness of U.S. wheat exports relative to Australian and Canadian wheat.

Investment: There would be little or no effect on U.S. foreign investment in China
resulting from a Chinese TRQ.

Trade: Market access opportunities would likely be created by a TRQ. However,
the extent of any increase in U.S. exports would depend upon the role of STEs,
China’s production policies, and the competitiveness of U.S. corn exports, relative to
Argentinean or third-country feedgrains.

Investment: There would be little or no effect on U.S. foreign investment in China
resulting from a Chinese TRQ.

Trade: Market access opportunities for U.S. rice would likely be created by a TRQ.
However, the extent of any increases in U.S. exports would depend upon the role of
STEs, China’s production policies, and the competitiveness of U.S. rice exports.

Investment: There would be little or no effect on U.S. foreign investment in China
resulting from a Chinese TRQ.

Oilseeds:

Soybeans

Rapeseed

Soybean oll

4-4

Trade: Current U.S. market access opportunities maintained. The nominal TRQ on
soybeans (announced but never enforced) would be eliminated, and the current
3-percent duty continued.

Investment: There would be little or no effect on U.S. foreign investment in China
resulting from a Chinese TRQ.

Trade: Uncertain. The United States is a net importer of rapeseed and is likely to
remain so for the long-term.

Investment: There would be little or no effect on U.S. foreign investment in China
resulting from a Chinese TRQ.

Trade: Market access opportunities would likely be created by a TRQ and by a
lower in-quota tariff rate. However, the extent of any increase in U.S. exports would
depend upon the role of STEs, China’s production policies, and the competitiveness
of U.S. soybean oil exports relative to third-country palm oil, rapeseed oil, and
soybean oil exporters, and the extent of the VAT.

Investment: There would be little or no effect on U.S. foreign investment in China
resulting from a Chinese TRQ.



Table 4-1— Continued

Summary of effects of Chinese institution of tariff-rate quotas on U.S. trade and U.S. foreign
investment under WTO accession, including China’s April 1999 offer

Product Effects
Vegetable oil:
Peanut oil Trade: Uncertain. Total U.S. exports were valued at $4.5 million in 1998, with no
exports to China.
Investment: There would be little or no effect on U.S. foreign investment in China
resulting from a Chinese TRQ.
Palm oll Trade: Uncertain. Since the United States does not produce palm oil, there would

Sunflower or safflower oil

be a negligible effect on U.S. exports of palm oil to China. However, to the extent
that a TRQ on palm oil is sufficiently open, U.S. exporters of some types of
vegetable oils may face a decline in exports as Chinese consumers substitute palm
oil for other oils.

Investment: There would be little or no effect on U.S. foreign investment in China
resulting from a Chinese TRQ.

Trade: Uncertain. China imports little sunflower or safflower seed oil. U.S. exports
to China have been negligible, although U.S. exports to the world totaled $265.5
million in 1998.

Investment: There would be little or no effect on U.S. foreign investment in China
resulting from a Chinese TRQ.

Rapeseed oll Trade: Uncertain. U.S. exports to China have been negligible, although U.S.
exports to the world totaled $97.1 million in 1998.
Investment: There would be little or no effect on U.S. foreign investment in China
resulting from a Chinese TRQ.

Corn oil Trade: Uncertain. China imports virtually no corn oil. U.S. exports to China have
been negligible, although U.S. exports to the world totaled $359.6 million.
Investment: There would be little or no effect on U.S. foreign investment in China
resulting from a Chinese TRQ.

Other:
Cotton Trade: Market access opportunities would likely be created by a TRQ. However,

the extent of any increase in U.S. exports would depend upon the role of STEs, how
the TRQ is implemented, China’s production policies, and the competitiveness of
U.S. cotton exports. China presently has a surplus of domestic cotton. China’s
policies regarding cotton from Xinjiang Province may limit cotton imports.

Investment: There likely would be little or no effect on U.S. foreign investment in
China resulting from a Chinese TRQ.



Table 4-1— Continued
Summary of effects of Chinese institution of tariff-rate quotas on U.S. trade and U.S. foreign
investment under WTO accession, including China’s April 1999 offer

Product Effects

Other—Continued

Sugar Trade: Uncertain. The United States is a net importer of sugar. U.S. sugar
producers would benefit from stability in world sugar trade that would result if China
liberalized its sugar market and permitted the market to adjust production.

Investment: A TRQ may possibly benefit foreign confectionary producers in China,
as lower tariffs on their foreign inputs would prompt investment.

Wool and wool tops Trade: Uncertain. The United States is a net importer of wool. However, as U.S.
consumption of wool drops due to a declining textile and apparel industry, U.S. wool
producers expect to look toward export markets such as China and wool top
producers desire to return to the Chinese market.

Investment: There would be little or no effect on U.S. foreign investment in China
resulting from a Chinese TRQ.

Source: Compiled by the staff of the U.S. International Trade Commission.

rather than markets heavily influences prices of grain China used certain trade measures to reduce
in China: for example, the farm procurement price for imports. In 1998, it was reported that corn imports
corn in 1998 was the equivalent of between US$120 towere allowed only if the corn was re-exported in a
$130 per metric ton, with a delivered feed mill cost in finished product, such as starch or other processed
southern China of $170 per metric ton, as comparedyroqycts that used the imported c8fn.Corn imports

Wmt‘ a ?elivered l;S ?OTJ SF’SZe I(\)/If $15?],}° $clr?'0 Per used as feed for livestock and then exported as meat,
metric ton, according 1o - Meanwnlie, thinese fish, or poultry were not allowed. Moreover, in early

corn for export was being sold in mid- to late 1998 for 1998 the Chinese Government banned imports of rice

around $105 per metric ton, f.0.b. (at approximate d i local i ion b f
world price), with the central government paying to promote domestic local rice consumption because o

export subsidies of $48 to $54 per metric ¥6n excess supplies of rice due to overproduction for the 3
N . 1 .
China’s current trade situation thus reflects the previous yearg. However,_ in - July 1.998’ at the
Government's decision to stimulate and control request of Thailand, China did agree to import 200,000

domestic agriculture by reducing imports and mt of Thai fragrant rice a year.
increasing exports. Grain imports are controlled mainly
through quotas and licensing, with in-quota tariff rates
much less influential®

In the past four years, China has changed from a
net importer to a net exporter of grains. In market year
1995/96, China imported 15.5 million metric tons
(mmt) of wheat and coarse grains including corn, and
exported 0.7 mmt (mostly of corn). In market year
1998/99, China is expected to import 4.2 mmt and 29 Cargill AgHorizons Special Report: China Corn
export 4.9 mmt of these grains, according to USDA, DevelopmentsOct. 23, 1998, found at Internet address
and thus China went from being a net grain importer of http://www.cargill.com/aghorizons/grainmkt/chinacor.htm,

. - retrieved May 13, 1999.
15 mmt in 1995-96 to a net exporter of about 1 mmt in 21 Foreign Broadcast Information Service (FBIS),

Principal problems faced by U.S. grain exporters to
China have been sanitary and phytosanitary (SPS)
barriers to wheat, as well as the application of state
pricing22 import inspection, export subsidies, and a
lack of transparency in state trad#iy These problems
would be addressed by the WTO Agreements.

19
1998-99. “Official Says China to Allow Imports of Thai Rice,”
- S FTS19980715000177, July 14, 1998, found at Internet
17USDA, FAS,Grain and Feed: Grain Situation address http://www.fbis.gov, retrieved May 13, 1999.
Update U.S. Embassy, Beijing, Report No. CH8027, July

22 WTO Working Party on the Accession of China,

10, 1998, p. 4. oV !
18 USDA, FAS, “China Seeks Balance in Providing its (fggémumcanon from China, WT/ACC/CHN/3, Aug. 16,

Expanding Grain Needs@rain: World Markets and Trade :

Apr. 1998, pp. 17-23. 23U.S. Feed Grains Council, written submission to
19 USDA, FAS,Grain: World Markets and TrageApr. USTR, Mar. 10, 1997, and USA Rice Federation, written

1999, p. 38. submission to USTR, Mar. 14, 1997.
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Table 4-2

Grains: Chinese tariff rates and U.S. exports to China, by value, 1998

Sector/ Tariff or
HS sub- in-quota  Over-quota tariff
heading Description tariff rate rate  U.S. exports, 1998
Percent ad Percent ad
valorem valorem 1,000 dollars
Wheat:
1001.1000 Durumwheat ...................... 1 114 -
1001.9010 Seedsofwheat .................... - 114 -
1001.9090 Otherwheat ....................... 1 114 45,971
1101.0000 Wheator meslinflour ............... 6 91.2 -
1103.1100 Wheatgroatsandmeal .............. 9 91.2 -
1103.2100 Wheatpellets ...................... 35 114 36
Corn:
1005.1000 Seedsofcorn ...................... - 40 -
1005.9000 Othercorn............ccooviiinn.... 1 114 44,203
1102.2000 Corn (maize) flour .................. 9 91.2 12
1103.1300 Corngroatsandmeal ............... 9 91.2 48
1104.2300 Corn (maize), worked (e.g., hulled,
sliced, etc.) ... L 35 114 —
Rice:
1006.1000 Seeds of rice (paddy or rough) ....... - 114 -
1006.1090 Rice in the husk (paddy
orrough) . ... 1 114 -
1006.2000 Husked (brown)rice ................ 1 114 -
1006.3000 Semimilled or wholly milled
rice, whether or not polished or
glazed ........ ... 1 114 289
1006.4000 Brokenrice ..........c.coiiiiiiiiin.. 1 40 -
1102.3000 Riceflour.......................... 9 91.2 -
1103.1400 Ricegroatsormeal ................. 9 40 -
Total oo Q) ©) 90,559

+ Not applicable.

Source: Compiled by the staff of the U.S. International Trade Commission from official statistics of the U.S.
Department of Commerce and from Chinese tariff data from Office of the Customs Tariff Commission under the
State Council and the Customs General Administration Tariff Department of the People’s Republic of China,
Customs Import and Export Tariff of the People’s Republic of China 1998 (Beijing: Economic Management

Publishing House, 1998), pp. 616-617.

China has banned the importation of wheat from imports of U.S. wheat owing to TC¥. However,
the U.S. Pacific Northwest since 1972 because of aChina’s imports of wheat from all countries also fell

phytosanitary concern ovdilletia controversa kuhn

(TCK) smut24 In 1996, citing TCK as the basis, China
banned the import of wheat from U.S. Gulf ports,
affecting wheat exports from North Dakota, South

Dakota, and Kansas, among other States where TCK is

not present. According to a U.S. industry official, the
drop in U.S. exports to China from roughly 2.2 mmt in
1996 to roughly 210,000 metric tons in 1997 and
342,000 metric tons in 1988was due to the ban on

24 TCK, also known by its common name, dwarf bunt, is
a wheat fungus that is black in color and produces a fishy
odor.

25 Based upon Chinese trade data.

from 12.5 mmt in market year 1995/96 to 1.9 mmt in
1997/98, according to USDA data, so the TCK ban was
not the only factor at work!

The U.S. Government has contended that the ban is
not scientifically justified. There is also an unrelated
quarantine prohibiting corn seed exports from the
United States to Chir®®. In an April 1999 bilateral

26 |J.S. Grains Council, telephone interview with USITC
staff, Apr. 7, 1999.

27 USDA, FAS,Grain World Market and TradeApr.
1999, p. 15.

28 DEKALB Genetics Corp., written submission to the
Commission, Feb. 23, 1999.



agreement (contemporaneous with China’s April 1999 distribution system begun in 1994. China’s domestic
offer), China agreed to lift, effective immediately, the prices of wheat, corn, and rice have been higher than
ban on imports of U.S. wheat due to TEX. world market prices during the past few years, and
The largest markets for U.S. exports of corn have 1€se encouraged higher output. The 1998 reforms
traditionally been Japan, Mexico, Korea, Taiwan, and Wer® aimed at reducing the Governments large
Egypt, with China a major U.S. market in 1995. The fmanma_l Iosses_, re_dgcmg m.|smana.gement, k_)ut at the
major markets for U.S. exports of rice have been S&me time maintaining or improving farm incomes

Japan, Mexico, Canada, and Saudi Arabia, with Brazil "€lative to urban income.

the leading market in 1998. China has not been a major However, by early 1999, the Chinese Government
export market for U.S. rice. According to Chinese trade was preparing to modify the 1998 grain reforms
data30 in 1998, the principal competition for U.S. because these brought about excess supplies of

exporters in the Chinese market for wheat, corn, andlow-quality grain, and did little to stem the heavy
rice was as follows: financial outlays for grain suppotf. In addition,

although private grain trading was officially banned in
the 1998 reform, private traders continued to procure
grain directly from farmers, circumventing the
parastatal grain bureau stations. Since 1998, the
Wheat Canada and Australia Chinese Government spent RMB200 billion (US$24.2
billion) to procure grain and finance the grain bureau

Product Competitors

Corn Argentina X T . -

stations, continuing the large expenditures of earlier
Rice Thailand years3® Thus, it appears that Chinese grain support
Note.—Chinese import data listed Indonesia and policies will be changed substantially in 1999 and
the Netherlands as major suppliers of corn; 2000, reversing or at least substantially modifying the
however, these are not major corn producers, 1998 reforms.

and were probably points of transhipment. A major factor cited by the U.S. industry that

would adversely affect the results of tariffication and
Thailand accounted for 99 percent of China’s market access commitments is COFCQO’s monopoly on
imports of rice, followed by Myanmar and the United imports of grain$® Other factors cited include
States. According to industry sources, foreign rice also Chinese export subsidies, the arbitrary application of
enters China through Hong Kong and is imported phytosanitary standards and regulations, and the
through unreported border trade from Vietn&m. potential lack of harmonization of China’s tariffs on
wheat, corn, and rice and their byproducts with other
. substitute grains and their byprodugts.
Effects of Chinese TRQS on For grains in general, the shift to TRQs is unlikely

U.S. Trade and Investment to have any effect on U.S. foreign investment in China.
Under China’s investment policy, foreign investment in

grain development and production is restricted to joint
ventures where the Chinese partner would have a
controlling or leading positiof®

Quota levels for wheat, corn, and rice from China’s
April 1999 offer are shown in table 4-3. The current
access TRQ for wheat rises from 7.3 mmt in 2000 to
9.6 mmt in 2004, while the minimum access TRQ for
corn rises from 4.5 mmt to 7.2 mmt, respectively. The 32 yspa FAS,China’s Grain Reforms of 199&AIN
minimum access TRQ for rice rises from 2.6 mmt t0 Report CH8051, Oct. 1998, found at Internet address
5.3 mmt. Table 4-3 also provides 1995-98 data on httpi3/éWWW-faS-USda-90V, retrieved Mar. 4, 1999.

China’s consumption, total imports from all sources, 34 'ij’gij FAS, “Reforming Grain Sector Reforms,”

and imports from the United States. American Embassy, Beijing, CH9031, May 20, 1999, found
China’s grain reform in March 1998 reversed atInternetaddress http:/www.fas.usda.gov, retrieved May
24, 1999.

previous steps toward a market-oriented grain 35 |bid. p. 2.
36 U.S. Grains Council, written submission to USTR,

29 USTR, “U.S.-China Sign Bilateral Agriculture Mar. 10, 1997.
Agreement,” USTR press release 99-36, Apr. 10, 1999, 37 |bid.
found at Internet address _ 38 Guide Catalogue of Industries for Foreign
http://www.ustr.gov/releases/1999/04/99-36.pdf, retrieved Investmentapproved by the State Council on Dec. 29, 1997,
Apr. 15, 1999. and effective Jan. 1, 1998, as found in China Council for the

30 Chinese trade data from GTI Corplorld Trade Promotion of International Trade (CCIPDhina Business
Atlas, China 1998, CD-ROM Guide appendix II, found at Internet address

31 Official of USA Rice Federation, telephone interview  http://www.ccpit.org/engVersion/cp_infor/cp_cbg/cbg_fl122.
by USITC staff, Apr. 6, 1999. html, retrieved Feb. 22, 1999.
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Table 4-3
Grains: Chinese consumption, minimum access initial and final quotas, total imports from all
sources, and imports from the United States, 1995-98

Annual quotas and imports

Minimum access Chinese imports
Initial
quota From the
Market Total Calendar year Final quota Total, all United
ltem year consumption year 2000 year2004 sources States
1,000 metric tons —— 1,000 metric tons
Wheat 7/94-6/95 113,000 1995 7,300 9,636 11,627 3,868
7/95-6/96 116,000 1996 7,300 9,636 8,299 2,191
7/96-6/97 113,000 1997 7,300 9,636 1,922 210
7/97-6/98 114,000 1998 7,300 9,636 1,548 342
Corn 10/94-9/95 101,000 1995 4,500 7,200 5,264 5,057
10/95-9/96 105,000 1996 4,500 7,200 446 345
10/96-9/97 116,754 1997 4,500 7,200 3 2
10/97-9/98 122,000 1998 4,500 7,200 252 190
Rice 1/95-12/95 128,280 1995 2,660 5,320 1,645 1
1/96-12/96 129,300 1996 2,660 5,320 774 3
1/97-12/97 135,000 1997 2,660 5,320 359 4
1/98-12/98 135,000 1998 2,660 5,320 260 1

Source: Compiled by the staff of the U.S. International Trade Commission from U.S. Department of Agriculture,
Foreign Agricultural Service, China: Grain and Feed Annual Report, 1996, CH6004, Feb. 1996; China: Grain and
Feed Annual Report, 1997, CH7005, Jan. 1997; China: Grain and Feed Annual Report, 1998, CH8007, Feb. 1998;
China: Grain & Feed Update, CH8020, May 1998; China: Grain Situation Update, CH8027, July 1998; and Chinese
trade data from GTI Corp., World Trade Atlas, China, 998, CD-ROM; and “Final 8 Apr. 1999 List of Offers.”

Furthermore, any increase in U.S. exports of 10-20 percent of China’s grains needs could potentially
wheat, corn, or rice to China has the potential to be be supplied by imports from all sources, and U.S.

offset by lost sales to other U.S. markets becauseexports of wheat and corn could easily exceed the high
grains tend to be readily substitutable (i.e., trade export levels of 1995 and 1996.

fungible) on a world basis. For example, if Canadian or

Australian exports are displaced in the Chinese market,  The initial Chinese TRQ in-quota of 7.3 mmt of

suc_:h exports may in turn displace U.S. exports in other\neat (the average of total imports during 1995-97)
Asian markets. would allow Chinese imports to potentially rise by 370
percent above the level in 1998 (table 4-3). The final

Wheat and Corn TRQ in 2004 of 9.6 mmt of wheatlwould aIIO\{v
) ] Chinese imports equal to average imports during
The stipulated Chinese TRQs on wheat and €or 1g94 95 and 1995-96. The 9.6 mmt of wheat is equal
could provide an opportunity for mcrgased market to 8.5 percent of consumption in 1997-98. Most of the
access for US. and other countries’ products. increase in Chinese imports of U.S. wheat is likely to

However, the extent to which U.S. exports will be th It of th | of China’ " d
increase will largely depend on other factors, including € the rgsu of the remova 0 Inas sanitary an
phytosanitary ban on imports of U.S. wheat. The

the influence of STEs on wheat mills and feed mills, . i
the competitiveness of U.S. products relative to In-quota tariff on wheat is 1 percent ad valorem (the
third-country wheat, and the role of Chinese current applied tariff); the in-quota tariff on wheat

agricultural support reforms and whether or not the flour is 6 percent ad valorem; and on groats and meal,
reforms result in an increase in demand for U.S. including semolina, 9 percent ad valorem (current
exports. According to a U.S. industry official, tariffs), and remain at these levels during the phase-in

4-9



of the quotas. The over-quota tariff rate on wheat competitive in many Asian markets (the major
declines from 80 percent to 65 percent ad valorem. exception being Japan) relative to third-country rice
exporters. However, U.S. rice exports to all countries

The initial Chinese TRQ in-quota for com of 4.5 are substantial and reached 2.7 mmt in 1997-98,

mmt would allow for a potential recovery of imports to .
the level during 1994-95. By 2004, the TRQ of 7.2 &ccording to USDA data.

mmt of corn is 36 percent greater than actual imports  Prospects for the Chinese rice market are not as
during 1994-95, the peak year in the past four yearspositive as for wheat and corn. Chinese per capita
(table 4-3). The 7.2 mmt of corn is equivalent to about consumption of rice has been declining for several

6 percent of consumption in 1997-98. The in-quota years, and China has itself been a substantial exporter
tariff on corn is 1 percent, and on corn meal and flour of short and medium grain rice to adjacent markets,

9-10 percent ad valorem (current applied tariffs), and suych as Japan and Korea. Moreover, large rice

remain at these levels during the phase-in of the exporters, such as Thailand, Vietnam, and Australia,

quotas. The over-quota tariff rates on corn seed gpjoy substantial transportation advantages to China
declines from 40 percent to 20 percent ad valorem andgyyer U S. rice exporters.

on other corn declines from 80 percent to 65 percent ad

valorem. The Chinese TRQ on rice will provide an

) i ) ) opportunity for increased market access for U.S. rice
The operations of STEs are circumscribed in the yyoqycts, but as with wheat and corn, other factors,
agreement with a ceiling for the share of in-quota g,cp as STEs, the structure and implementation of the
imports reserved for STEs, and_a reallloc_at_lon of their TRQ, and other countries’ competitiveness in rice may
unused quota amounts to private individuals and jimit U s. access. The initial TRQ on rice would allow
enterprises. The STE share of in-quota imports for ¢y, access limits of 2.6 mmt, doubling to 5.3 mmt
wheat is limited to 90 percent for 2000-2004. For corn, during the 5-year phase-in of the TRQ. The in-quota
the STE share declines from 75 to 60 percent duringayiff on milled or rough rice is 1 percent ad valorem,
the period. STEs are limited to 50 percent of the ang on rice flour, 9 percent ad valorem (the current
in-quota imports for short gnd. mgdlum grain rice, and applied duties). The over-quota tariff rate on rice
to 90 percent for long grain rice imports. declines from 80 percent to 65 percent ad valorem,
except for broken rice, for which the tariff declines
from 40 percent to 10 percent ad valorem.

These restrictions on STEs will tend to prevent
them from blocking imports simply because of their
initial allocation of in-quota products. It will reserve a
role for private individuals and traders in imports of
grains, particularly in corn and short and medium grain
rice. However, STEs control the vast majority of wheat

In addition, one-half of the rice quota is reserved
for short and medium grain; this may increase U.S.
competitiveness over dominant Asian long-grain
exporters like Thailand or Vietnam, but Australia is

mills and most feed mills in China at the present time,
so although trading functions would be more
privately-owned, downstream purchasers (mills) are
not.

The U.S. industry believes that central controls
effectively negate the effect of any semblance of a
market3® If central Government authorities deem
there is a need to import, then they will continue to

also a competitive exporter of short and medium grain
rice. The United States is most competitive in
exporting high-quality, high-valued, short and medium
grain rice, in consumer-brand niche markets in
southern China. Most Chinese rice grown in the South
is long-grain, but consumer demand for short and
medium grain rice has been growify. The STEs

engaged in rice imports will be limited to a 90-percent

establish the amount and designate the suppliersShare of long grain rice.

Central control of the grains sector is also related to

parastatal political influence.

Rice
U.S. exports of rice to China were almost
negligible in 1996-97 reaching only 3,592 metric tons,

or almost 1 percent of China’s total imports of 359,397
metric tons (table 4-3). U.S. rice has not been

39 U.S. Grains Council, telephone interview by USITC
staff, Apr. 7, 1999.
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During the negotiations, U.S. industry officials
expressed the view that a Chinese TRQ on rice *
* 41 |n addition, Thailand already has preferential
access to Chinese rice markets, and this may offset
some of the minimum access of the TRQ.

*

40 USDA, FAS,Grain and Feed Animal Report
American Embassy, Beijing, Report No. CH8007,
Mar. 3, 1998, p. 23.

41 Official of USA Rice Federation, telephone interview
with USITC staff, Apr. 6, 1999.



Because trade barriers virtually precluded any U.S. Current Trade Situation
rice exports to the Chinese market, U.S. industry

officials believe that U.S. rice exports would increase ~ China currently applies only tariffs on imports of
with a tariff that is set at market clearing levels. With Most oilseeds. However, since April 1, 1996, China has
limited state trading, a U.S. industry official estimated aPplied TRQs on imports of most soybeans (HS 1201)
that U.S. exports to China probably would @nd most rapeseed (HS 1205), but has not announced
conservatively grow to a minimum of 50,000 tdRs. ~ TRQ administration rules or quota volumes. According
to USDA, the quotas on soybeans have not been
implemented® Table 4-4 shows China’s tariff rates,
and where applicable, over-quota duty rates. China
] does not reserve trade in oilseeds for its STEs, except
O||Seed§3 for exports of soybeans. China also does not provide
export subsidies for oilseeds, but soybeans are subject
Oilseeds—primarily soybeans, peanuts, rapeseed,to state pricing controls. In addition, China imposes a
sunflower seed, and cottonseed—are seeds from whichL3-percent value added tax (VAT) on imports of most
cooking and industrial oils are produced and from oilseeds and on soybean and other oilseed rfiéals
which oilmeals for use in livestock, poultry, and a 17-percent VAT on processed peanuts. The VAT is
aquatics feeds are produced. In China, growing charged only on imported products and not on
demand due to rising incomes and growth in the domestic products, and hence may be inconsistent with
livestock sector coupled with stagnant domestic the national treatment requirements of the WO.

production, will likely provide the potential for In 1998, U.S. exports of oilseeds were concentrated
significant  opportunities  for increased import in soybeans followed by a small quantity of sunflower
penetratiorf*  China’s production of oilseed and seeds. The principal competition for U.S. exports of
oilseed meal has been significantly below its level of soybeans to China comes from Brazil and Argerftha.
consumption and this deficit has been supplied by The United States exports no rapeseed to China and
imports. little anywhere else, with the United States being a net
importer of rapesee®. The principal suppliers of

China is the world's largest producer of rapeseed rapeseed to China are Canada, the EU, Australia, and
and cottonseed, the second-largest producer of peanutsy i 51 ' ' '

and the fourth-largest producer of soybeans. With
regard to oilseeds, China’s farming methods for oilseed

are comparable with those of other developing EffeCtS Of Chinese Offer on

countries, but government and market incentives make
production of grains or horticultural crops more U.S. Trade and Investment

profitable. In market year 1998/99, China’s imports of Table 4-5 shows China’'s total consumption of
oilseeds should further increase owing to flood damagesoybeans and rapeseed, total imports from all sources,
in 1998 in traditional oilseed production aréas. and imports from the United States. Total imports
supplied an average of 12 percent of Chinese

42 |bid., and USA Rice Federation, written submission ~ consumption of soybeans during 1994-95 to 1997-98.
This estimate accounts for the fact that U.S. rice exports are bind i ’d | iff
generally of high-value, high-quality rice, while Thailand’s ind its current 3 percent ad valorem tariff on
exports of rice are generally of fragrant varieties, and soybeans, eliminate any import quota (the April 1996
Viemnam's of the low-quality, low-valued exports. __ TRQ was announced, but not implemented), and not

43 For the purposes of this analysis, oilseeds are defined
and classified in the Harmonized System (HS) of tariffs as
follows: soybeans, HS 1201; peanuts, HS 1202; copra, HS
1203; flaxseed, HS 1204, rape or colza seed, HS 1205;
sunflower seed, HS 1207; and other oilseeds, including
cottonseed, palm nuts, and so forth, HS 1207.

44 USDA, FAS,Oilseeds and Products: China Oilseeds 48 . . . . _—
Annual RepottMar. 2, 1998, found at Internet address American Oilseed Coalition, written submission to

) . the Commission, Mar. 9, 1999.
http://www.fas.usda.gov/scriptsw/AttacheRep/attache_frm.id ' iy
¢, retrieved Mar, 15, 1999. 49\World Trade Atlas, Chinal998.

o . 50 The United States imports approximately 80-85
45 - . Y . .
: The USDA forecasts a 61-percent rise in Chinese percent of its needs. Official of the American Oilseed
imports of the two leading oilseeds (soybeans and rapeseed) Coalition, telephone interview by USITC staff, Apr. 8, 1999
from 3.3 mmt in 1997/98 to 5.3 mmt in 1998/99. Some of 51 Chinese trade data from GTI CorWorId’Trad-e ' '

the higher soybean imports occurred because of a :
value-added tax (VAT) on soybean meal. USDA, FAS, Atlas, China 1998, CD-ROM
Oilseeds: World Markets and Tradday 1999, table 17.

46 USDA, FAS,Oilseeds and Products Annu&H8011,
Apr. 7. 1998, p. 3, an@hina: Oilseeds and Products Annual
Report (Part), CH9014, Mar. 1999, p. 1.

47 USDA, FAS,Oilseeds: World Markets and Trade
Apr. 1999, p. 1.
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Table 4-4
Oilseeds: Chinese tariff rates and U.S. exports to China, by value, 1998

Tariff or u.S.
HS in-quota Over-quota exports,
subheading Description tariff rate tariff rate 1998
Percent ad Percent ad 1,000
valorem valorem dollars
1201.0010 Seedsofsoyabeans ............. .. ... ool - 114 -
1201.0091 Other soya beans, whether or not broken, yellow . ... 3 114 273,508
1201.0092 Other soya beans, whether or not broken, black .. ... 3 114 @
1201.0093 Other soya beans, whether or not broken, green . . ... 3 114 ®
1201.0099 Other soya beans, whether or not broken, other .. ... 3 114 ®
1205.0010 Seeds of rape or colza for seedlings - 40 -
1205.0090 Other rape or colza seeds, whether or not broken . . .. 12 40 -
1202.1010- Peanuts, copra,
1202.2000, flaxseed (linseed),
1203.0000, sunflower seeds, palm nuts and kernels,
1204.0000, cotton seeds, castor oil seeds,
1206.0010- sesamum seeds, mustard seeds,
1206.0090 safflower seeds, poppy seeds,
1207.1010- shea nuts (karite nuts),
1207.9990 and othernuts and seeds ....................... 0-40 @® 5,865
Total ..o Q) G) 279,374

1 Not applicable.
2 Included in data for HS 1201.00.91.

Source: Compiled by the staff of the U.S. International Trade Commission from official statistics of the U.S.
Department of Commerce. Chinese tariff data from Office of the Customs Tariff Commission under the State
Council and the Customs General Administration Tariff Department of the People’s Republic of China, Customs
Import and Export Tariff of the People’s Republic of China 1998 (Beijing: Economic Management Publishing House,
1998), pp. 63-64 and 616-617.

Vegetable OiP?

Vegetable oil is used for cooking, food production,

pursue a TRQ under WTO accession. This would . ) . .
) and industrial purposes. China has relatively low per
continue the current market access U.S. soybeans

receive in China, as well as the status quo tariff capita consumption of edible o3, but demand is

treatment on soybean imports. 52\/egetable oils are classified in Harmonized System

For rapeseed, since the United States is a nettariff schedule under headings: soybean oil, HS 1507; peanut

importer of rapeseed, Canada, the EU, and Australiag%&'r?gg?r%r%”bmislf’gg;fg'i’g. %'QQSOFS% fgﬁ oils

are likely to benefit from the tariff binding. Since sunflower seed, safflower or cottonseed oil, HS 1512;
market access for rapeseed is being negotiated bycoconut oil, HS 1513; rapeseed, colza or mustard oil, HS

. 1514; other fixed vegetable fats and oils (including linseed,
another WTO member, no TRQ commitments are corn (maize), castor, tung, sesame, jojoba, and nut oils;

therefore reflected in China’s April 1999 offer. The animal or vegetable fats and oils, partly or wholly
TRQ on rapeseed could be estimated based uporydrogenated, HS 1516; margarine and edible mixtures or

- preparations of animal or vegetable fats or oils, other than of
minimum access of the average of 3 percent of annualheading 1516, HS 1517; and animal or vegetable fats and

consumption during 1994-97, which is greater than oils, boiled, oxidized, dehydrated, sulfurized, blown, _
current access during this period. The initial tariff Polymerized by heatin a vacuum or in inert gas or otherwise

. . .. chemically modified, excluding those of heading 1516, and
quota could be estimated at 267,000 metric tons, risingjne ible mixtures of or preparations of animal or vegetable

to the average of 5 percent of consumption, or 415,000fats or oils, not elsewhere specified, HS 1518.

metric tons. 53 Consumption is roughly 8 kilos per capita in China
versus 25 kilos per capita of vegetable oil in the United
States. Source: USDA, FABjlseeds and Products
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Table 4-5
Oilseeds: Chinese consumption, total imports from all sources, and imports from the United
States, 1995-98

Chinese imports

Market Total Total, From the
Item year consumption Calendar year all sources United States

1,000 metric tons

1,000 metric tons

Soybeans 10/94-9/95 15,760 1995 294 144
10/95-9/96 14,295 1996 1,108 860
10/96-9/97 15,301 1997 2,876 2,366
10/97-9/98 17,500 1998 3,189 1,750
Rapeseed 10/94-9/95 7,727 1995 92 -
10/95-9/96 9,777 1996 O] -
10/96-9/97 9,204 1997 55 -
10/97-9/98 9,865 1998 1,386 -

1 Less than 500 metric tons.

Source: Compiled by the staff of the U.S. International Trade Commission from USDA, FAS, Oilseeds and
Products: China Annual Oilseed Report, 1997, CH7006, Mar. 1997; Oilseeds and Products: China Annual Oilseed
Report, 1998, Mar. 1998, CH8011; China Annual Oilseeds Products, 1996, CH6013, Mar. 1996; Oilseeds and
Products: China Annual Oilseed Report, 1999 (Part1), CH9014, Mar. 1999; and Chinese trade data from GTI Corp.,
World Trade Atlas, China, 1998, CD-ROM.

increasing with rising incomes and the use of such oilsexported an average of 0.5 mmt of fats and oils
in processed foods, such as snack foods and friedannually during the period, most of which was soybean
foods. Chinese consumers traditionally have preferredoil. Consumption of fats and oils in China rose by
crude vegetable oil because it was perceived as havingabout 5 percent annually during 1994/95 to 1997/98.

more flavor, but more refined salad oils are being China applies tariffs and quotas on imports of
consumed. Chinese oilseed crushers have beeRegetable oil. In early 1996, China announced that
convgrting a portiqn of their capacity to the production gffective April 1, 1996, TRQs would apply to certain
of refined salad oils. vegetable oils: soybean oil (Harmonized System (HS)
heading 1507); groundnut (peanut) oil (HS heading
: ; 1508); palm oil (HS heading 1511); sunflower seed and
Current Trade Situation safflower oil (HS heading 1512); rapeseed oil (HS
heading 1514); and corn (maize) oil (HS heading
1515). Since then, China has not announced TRQ
administration rules or quota volumes. Table 4-6 shows
China’s tariff rates and, where applicable, over-quota
duty rates. At the beginning of 1997, China reduced the
tariffs on palm oil from 18 percent ad valorem to
roughly 9-12 percent ad valorem in order to reduce
smuggling of palm oil; tariffs on palm oil were 9-10
53_Continued percent ad valorem in 1998.

America Embassy, Beijing, Mar. 31, 1999, report No. China also imposes a 13-percent VAT on imports

CH9014; and U.S. Bureau of CensHats and Oils 1998. .
54 Fats are included in these data because animal fats areOf most vegetable oils and a 17-percent VAT on

readily substitutable for vegetable oils; for example, beef ~ coconut oil. The VAT is charged only on imported
tallow can be substituted for palm oil. products and not on domestic products; hence, it may

>°0il World, (Sept. 4, 1998), pp. 28-112. The44mmt  phe inconsistent with the national treatment
of Chinese fats and oils imports are fr@ih World, a very . ts of the WTO
reputable industry journal; these estimates are substantially "€quirements or the :
higher than the USDA dataOil World estimated 2.0 mmt STEs control most trade in fats and oils in China,
of soybean oil imports versus 0.829 mmt for USDAin with the orincipal STE being COECO. althouah there
1997/98, and substantially more palm oil and rapeseed oil, p p g , g

and so forth. are some joint-venture mills that import vegetable

China relied on imports to supply about 30 percent
of its domestic consumption of fafsand oils during
market years 1994/95 to 1997/98. In market year
1997/98, China imported about 4.4 mmt of fats and oils
of which soybean oil constituted 46 percent, palm oil
37 percent, rapeseed oil 10 percent, tallow 3 percent,
and all other vegetable oils 4 percéht. China
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Table 4-6
Vegetable oil: Chinese tariff rates and U.S. exports, by value, 1998

Tariff or uU.S.
HS in-quota Over-quota exports,
subheading Description rate tariff rate 1998
Percent ad Percent ad 1,000
valorem valorem dollars
1507.1000 Soybean oil and its fractions, crude oil whether or not
degummed .......... .. 13 121.6 291,973
1507.9000 Soybean oil and its fractions, other . .................. 13 121.6 19,645
1508.1000 Ground-nut (peanut) oil and its fractions, crude oil ..... 9.7 75 -
1508.9000 Ground-nut (peanut) oil and its fractions, other ........ 9.7 75 -
1511.1000 Palm oil and its fractions, crude oil ................... 9 30 -
1511.9000 Palmoil,other ........ ... .. 10 30 -
1512.1100 Sunflower-seed or safflower oil and its fractions, crude
Ol e 40 91.2 -
1512.1900 Other sunflower-seed or safflower oil and fractions ... .. 40 91.2 -
1514.1000 Rape, colza or mustard oil and fractions, crude oil ..... 20 100 636
1514.9000 Other rape, colza or mustard oil and fractions ......... 20 100 -
1515.2100 Maize (corn) oil and its fractions, crude oil ............ 18 91.2 -
1515.2900 Other maize (corn) oil and its fractions ............... 18 91.2 38
1509, 1510, Olive, cotton-seed,
1512(pt.), coconut (copra),
1513, palm kernel or
1515.1100, babassu, linseed,
1515.1900, castor, tung, sesame,
1515.3000- jojoba, and other vegetable oils;
1515.9000, margarine;
1516, 1517, and other animal
and 1518. or vegetable fatsand oils ....................... 7-40 @® 1,701
Total ..o & 0) 313,993

1 Not applicable.

Source: Compiled by the staff of the U.S. International Trade Commission from official statistics of the U.S.
Department of Commerce. Chinese tariff data from Office of the Customs Tariff Commission under the State
Council and the Customs General Administration Tariff Department of the People’s Republic of China, Customs
Import and Export Tariff of the People’s Republic of China 1998 (Beijing: Economic Management Publishing House,
1998), pp. 73-75 and 616-617.

0il.58 Private companies can engage in export trade in ~ The Chinese crushing industry in recent years has
fats and oils and oilseeds. In 1998, 2 of the 6 been operating at about 45 percent of capacity due to
companies authorized to import vegetable oil were the unavailability of oilseeds as well as a lack of
suspended from importing vegetable oil because of operating fund§® Modernization is occurring slowly
their involvement in smuggling, which had occurred with several large joint ventures and wholly
for the past few years because of high domestic pricesforeign-owned crushing mills being constructed, the

and low international prices for vegetable 8fis. closing of some inefficient state-owned mills, and the
restructuring of other state-owned mills. In 1996, the

56 USDA, FAS,China Oilseed and Products Annual Chinese government restricted investment in new
Report (Part ) CH9014, Mar. 8, 1999, found at Internet crushing capacity, but did not prohibit expansion of

address: http://www.fas.usda.gov, retrieved May 10, 1999,
p. 3.

57 USDA, FAS,China Oilseeds and Products Annual
Report (Part 1) CH9014, Mar. 8, 1999. 58 |pid., p. 3.

existing mills. Joint ventures and  wholly
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foreign-owned refineries have had to crush imported still substantially below the 2.7 mmt of soybean oil
soybeans because import quota allocations for crude oilimported in 1994-95. The in-quota tariff for soybean
are virtually impossible to obtain. oil will be 9 percent ad valorem, below the 1998

The principal competitors for U.S. exporters in the 13-Percent tariff. The over-quota tariff rate would

Chinese market in 1998 for products currently under a decline from 85 percent to 9 percent ad valorem. By
TRQ are as follow&? the year 2005, the final quota of 3.3 mmt of soybean

oil will exceed the 1994-95 import level by about 22
percent. The tariff-quota for soybean oil will be further
increased commensurately with any autonomous

Product Competitors . . ; )
: : : increase in the tariff-quota quantity of any other

Soybean ol Brazil and Argentina vegetable oil. By 2005, the 3.3 mmt of soybean oil

Peanut oil EU (a processor of peanuts imports would be equal to almost 100 percent of
into oil) China’s soybean oil consumption in 1997-98, and to

Palm oil Malaysia and Indonesia about 30 percent of total Chinese vegetable oil

Sunflower or EU and Argentina Consumption of 10.7 mmt in 1997-68The TRQ will

safflower seed oil be eliminated in 2006.

Rapeseed oil EU and Canada Under China’s April 1999 offer, the STEs engaged

Corn oil Transshipments from Hong in soybean oil imports are limited to an initial
Kong and Singapore; EU, 50-percent share of in-quota imports; the STE share
Malaysia, and South Africa declines to 10 percent by 2005, and to zero by 2006.

The extent of any increase in U.S. exports of soybean
o ) oil to the Chinese market is likely to depend upon the
It should be highlighted that U.S. soybean oil not only (5ie of STEs in this sector. how the TRQ is

competes with foreign soybean oil, but also with jn5jemented, and the competitiveness of U.S. soybean
virtually all other foreign oils, particularly palm and ; exports8l Further limiting the effect of a TRQ is

rapeseed oils. the trend in China toward importing more oilseeds and
fewer imports of oil and oilmeaf®.

Effects of Chinese TRQS on Details on TRQs for other vegetable oils have not

U.S. Trade and Investment been announced by other WTO members. U.S. exports

of corn oil are likely to remain negligible as China

Soybean oil is the vegetable oil of major U.S. historically has not imported high-priced corn oil,
export interest. Another significant export is U.S. beef preferring lower priced palm, soybean, and rapeseed
tallow which competes with vegetable oil. The United ojls (table 4-7), and because recent investments in
States is a minor exporter of corn, sunflower, China’s corn processing industry are likely to allow
safflower, and peanut oil, and does not produce palmChinese producers to supply the domestic mé&rket.
oil. A substitute for soybean oil, palm oil is produced
principally by Malaysia and Indonesia. However, any COttOn64
commensurate increase to the TRQ on palm oil will be
reflected in the soybean oil TRQ in China’s April 1999 Cotton is an important crop in China and the
offer. United States. The principal use of cotton is in textile

Table 4-7 shows China’s total consumption of mill products, with other uses including the production

these oils, TRQ minimum —or current access, 60 Data are for all vegetable oils, including cotton seed
consumption, and total imports from all sources, and znq gther miscellaneous oils not presented in table 4-7.
imports from the United States. The TRQ access level USDA, FAS,China Oilseeds and Products Annual Report
shown for soybean oil is from China’s April 1999 offer (Paféf)ACHQOMb'\/I'af- %- 1399i't' " bmission t

; ; merican Oilseeds Coalition, written submission to
since: WTO market access for this produpt WaSs 6 Commission, Mar. 9, 1999.
negotiated between the United States and China. TRQ 62 yspa, FAS,China Oilseeds and Products Annual
access levels for other oilseeds are estimated sincé?epggt (Part 1) ?H9014, Mar. 8, 1999. )

; ; ; FBIS, “Jilin Corn-Processing Joint Venture Gets Ban

WTO market access is being negotiated by other WTO, . 'r419971126001609, Nov. 26, 1997, and “World
members. Under China’s April 1999 offer, the initial gank Funds Ethyl Alcohol Project in Jilin,” Nov. 6, 1998,
Chinese TRQ on soybean oil of 1.7 mmt would allow found at Internet address http://www.fbis.gov, retrieved

; ; i Apr. 9, 1999.
Chinese imports to double from the 1997-98, level, but 64 Raw cotton is classified under Harmonized System
tariff schedule heading HS 5201 and combed or carded
59 GTI Corp.,World Trade Atlas, Chinal998. cotton is classified under HS 5203.
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Table 4-7
Vegetable oils subject to TRQs: Chinese consumption, current and minimum access initial and
final quotas, total imports from all sources, and imports from the United States, 1995-98

Annual quotas and imports

Current and

minimum access Chinese imports
Initial Final
quota quota From the
Market Total Calendar year year Total, all United
Item year consumption year 2000 2004/51 sources States
1,000 metric tons - 1,000 metric tons
Soybean oil 10/94-9/95 2,826 1995 21,718 23,261 2,665 495
10/95-9/96 2,459 1996 21,718 23,261 1,295 51
10/96-9/97 2,754 1997 21,718 23,261 1,193 289
10/97-9/98 2,945 1998 21,718 23,261 829 395
Ground-nut

(peanut) oil 10/94-9/95 1,655 1995 352 387 14 3
10/95-9/96 1,754 1996 352 387 5 4
10/96-9/97 1,790 1997 352 387 11 9
10/97-9/98 1,630 1998 352 387 9 5
Palm oil 10/94-9/95 1,280 1995 45,480 ® 1,666 13
10/95-9/96 857 1996 45,480 ® 1,009 ®
10/96-9/97 1,072 1997 45,480 ® 1,146 Q)
10/97-9/98 1,474 1998 45,480 ® 930 ®)

Sunflower or
safflower seed oil 10/94-9/95 207 1995 35 38 1 1
10/95-9/96 129 1996 35 38 6 ®
10/96-9/97 130 1997 35 38 2 Q)
10/97-9/98 115 1998 35 38 1 ®)
Rapeseed oil 10/94-9/95 2,997 1995 4433 ® 631 66
10/95-9/96 3,088 1996 4433 ® 316 ®
10/96-9/97 2,940 1997 4433 ® 351 16
10/97-9/98 3,357 1998 4433 ® 285 13

See footnotes at end of table.
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Table 4-7- Continued
Vegetable oils subject to TRQs: Chinese consumption, current and minimum access initial and
final quotas, total imports from all sources, and imports from the United States, 1995-98
Annual quotas and imports
Current and

minimum access Chinese imports
Initial Final
quota quota From the
Market Total Calendar year year Total, all United
Item year consumption year 2000 2004/51 sources States
1,000 metric tons —————— 1,000 metric tons
Maize (corn) oil 1/95-12/95 ® 1995 ® ® 7 2
1/96-12/96 ® 1996 ®) ® 1 Q)
1/97-12/97 ® 1997 ) ® 2 Q)
1/98-12/98 ® 1998 ®) ® 2 ®)

1 Final quota year for soybean oil is 2005 with the TRQ eliminated in 2006; for all others is 2004.

2 From China’s April 1999 offer.

3 Estimated by the staff of the U.S. International Trade Commission from USDA data for minimum market
access by averaging 3 percent and 5 percent of China’s consumption for 1995-97, respectively, for the initial and
final tariff quota levels.

4 Estimated by the staff of the U.S. International Trade Commission from USDA data for current market access
by averaging China’s imports from the world for 1995-97.

5 Not available.

6 Less than 500 metric tons.

Source: Compiled by the staff of the U.S. International Trade Commission from U.S. Department of Agriculture,
Foreign Agricultural Service, Oilseeds and Products: China Annual Oilseed Report, 1996, CH6013, Mar. 1996;
Oilseeds and Products: China Annual Oilseed Report, 1997, CH7008, Feb. 1997; Oilseeds and Products: China
Annual Oilseed Report, 1998, CH8011, Mar. 1998; China: Oilseeds and Products Annual Report (Part 1), CH9014,
Mar. 1999; Chinese trade data from GTI Corp., World Trade Atlas, China, 1998, CD-ROM; and Final 8 Apr. 1999
List of Offers.

of very short staple cotton for use in military, hospital, Current Trade Situation
and household applications. Cottonseed, a byproduct of

cotton production, is processed into cottonseed oil, a China
major oil for home and foodservice cooking, and the o4 irements on imports of cotton. In 1998, tariffs on

frying of snack foods. Cottonseed oil cake and oil cake cotton were 3 percent ad valor&hand U.S. exports of

meal, byproducts of cottonseed oil processing, are used, o 1o China totaled $118.6 million, based on U.S.
in the manufacture of animal feeds and other products., - o qata. China also imposes a 17-percent VAT on

Thed we_sternf provmcfec‘;]f X,'”JLa”g accounts foorl the i horts of cotton, which is refundable if an equivalent
production of some o Ina’s best cotton in its esertquantity of finished cotton product is re-exported.

cl_imate. But high transportaﬁtion _COStS and artificia!ly China has reserved the import of cotton, as well as the
high state-set prices have historically resulted in high export of cotton, cotton threads, yarns, and woven

stocks. The current cotton situation in China is one of material, to STEs. The principal STE, China Cotton

e><tc_:f<_es_s"|nvr?ntr<])r|§s anc:_ wea_k demand resultlgg f_rt?]mlmport/Export Corporation (CHINATEX), reportedly
artincially nigh domestic prices as compared With -, qjeq all the imports of cotton in 1994, one-half of
international prices. International joint ventures in
China gre not willing to pur.chase cgtton at Chlngse 65 Chinese tariff data from Office of the Customs Tarriff
domestic prices. Industry officials estimate that China commission under the State Council of the People’s
currently has a stockpile of cotton sufficient to supply Republic of China and the Customs General Administration
China’s cotton consumption needs for one to three Tariff Department of the People’s Republic of China,

d di h i d diti f Customs Import and Export Tariff of the People’s Republic of
years, depending upon the quality and condition of ching 1998Beijing: Economic Management Publishing

those stockpiles. House, 1998), p. 267.

imposes tariffs, quotas, and licensing
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imports in 1995, and one-third in 1998. China also
maintains state pricing and export subsidies on cotton.

In 1995, China imported about 20 percent of its
cotton demand while its production was at reportedly
high levels and consumption was ffat.After January
1997, China’s state cotton mills reportedly stopped
importing cotton in order to prop up demand for
domestic cotto®® However, joint venture mills did
import cotton, as did joint venture operations of
state-owned mills.

In the fall of 1997, the Chinese Government
initiated reforms of the cotton sector. The reforms
included allowing ginned cotton prices to textile mills
to fluctuate within a specified price band; encouraging
the consumption of Xinjiang cotton; significantly
limiting imports beginning in 1998; and reducing
planted cotton acreage along the Yellow RRFer.
China has also reportedly attempted to sell cotton for
export from its stocks at very low prices, but this effort

Effects of Chinese TRQs on

U.S. Trade and Investment

China’s April 1999 offer is for a year 2000 quota
quantity of 743,000 mt and a year 2004 quota quantity
of 894,000 mt, both at an in-quota tariff of 1 percent ad
valorem (table 4-8). China’s over-quota tariff rate for
cotton would decline from 76 percent to 68.8 percent
in 2000, and then to 40 percent by 2004. These quota
amounts represent an estimated 16-20 percent of
Chinese consumption, more than the historical average
shortfall imported?2 But there is no guarantee the
quotas will be filled. China’s April 1999 offer reserves
33 percent of the quota for Chinese STEs. Prior to the
April 1999 offer, China also indicated that it would not
subsidize exports of cotton after joining the WTO, and
that it would allow unlimited market access for
cottonseed oil.

A Chinese TRQ on cotton imports might therefore

has not been very successful, in part because of theprovide a slightly improved market access opportunity

poor quality of the cotton allocated for this activity.

Beginning in 1998, all cotton mills, including joint
ventures, were required to obtain permits or quota
allocations in order to import cotton, even for the
re-export of finished or semi-finished cotton
products’® Because imported cotton was generally
lower in price than domestically produced cotton, mills
that imported cotton for re-export would sometimes

for WTO cotton exporting nations, including the
United States. However, there are several factors that
may influence this improved market access:

allocation of the TRQ by the State Development
and Planning Commission (SDPC);

e allocation to end-users by the SDPC based on
several different unclear criteria;

send the product to the domestic market and thereby

displace domestic cotton which in turn would be
stockpiled. Imports of cotton yarn and fabric are
products that compete with imports of cotton. Most of
China’s yarn imports are from India and Pakistan.

The Chinese Government has encouraged Xinjiang

allocation to STEs (33 percent share of TRQ) by
the SDPC.

Therefore, the extent to which U.S. and other
nations’ exports might benefit from China’'s WTO
accession depends largely on how the TRQ is

cotton consumption through a number of measures.ygministered by China and the extent to which STEs
These include price reductions to mills for the purchase yominate. China’s domestic cotton production and

of government-stockpiled cotton produced in Xinjiang pricing policies may also have a significant impact on
province; a program to refund the 13-percent VAT any potential benefits.

which mills pay on cotton produced in Xinjiang
province; and an increase in the tax rebate from 9
percent to 11 percent for textile exports announced by
China’s Tax Bureadi!

Chinese imports of cotton have fluctuated
significantly since 1990, accounting for as low as 1.1
percent of domestic consumption in 1992 to a high of
19.3 percent in 1994. Imports accounted for 2 percent
of consumption in marketing year1998. Future imports
are likely to be limited by China’s aggressive
marketing of Xinjiang cotton exports, the application
of China’s 13-percent export VAT to cotton from that
area purchased by joint-venture and foreign-owned
textile mills, and China’s stockpile of older cotton.

66 USDA, FAS,China: Cotton Annual Report, 1997
CH7026, May 31, 1997, p. 13, found at Internet address
http://www.fas.usda.gov, retrieved Mar. 25, 1999.

67 USDA, FAS,China: Cotton Sector Reforms, 1997-98
CHB8062, Dec. 10, 1998, found at Internet address
http://www.fas.usda.gov, retrieved Mar. 4, 1999.

68 |bid.

69 |bid.

70 USDA, FAS,China: Cotton Annual Report, 1998
CHB8021, May 31, 1998, p. 13, found at Internet address
http://www.fas.usda.gov, retrieved Mar. 25, 1999.

71 etter to Robert Cassidy, USTR, from the National
Cotton Council, Apr. 20, 1998.

72 Since 1990, China’s cotton supply has fluctuated from
a 21 percent surplus to a 24 percent shortfall, with the
historical long-term average a 2.4 percent shortfall. See data
from USDA, Economic Research Servi€mtton And Wool
YearbookDec. 4, 1998 (CWS-1998), table 22.
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Table 4-8
Cotton: Chinese consumption, minimum access initial and final quotas, total imports from all
sources, and imports from the United States, 1995-98

Annual quotas and imports

Minimum access Chinese imports

Initial From the
Market Total Calendar quota Final quota Total, all United
year consumption year year 2000 year 2004 sources States

1,000 metric tons 1,000 metric tons

8/94-7/95 4,500 1995 743 894 761 492
8/95-7/96 4,300 1996 743 894 684 418
8/96-7/97 4,572 1997 743 894 783 393
8/97-7/98 4,300 1998 743 894 209 107

Source: Compiled by the staff of the U.S. International Trade Commission from U.S. Department of Agriculture,
Foreign Agricultural Service, China, People’s Republic of: Cotton Update 1998, GAIN Report CH8059; Cotton
Trade Update, CH8035; and China, People’s Republic of: Cotton Annual Report, 1998, CH8021; China, People’s
Republic of: Cotton Annual Report, 1997, CH7026; and China, People’s Republic of: October Cotton Situation
Update, CH6069; and China, People’s Republic of: Cotton Annual Report, 1996, CH6034; all found at Internet
address http://www.fas.usda.gov, retrieved Mar. 1999; Chinese trade data from GTI Corp., World Trade Atlas,
China, 1998, CD-ROM; and “Final 8 Apr. 1999 List of Offers.”

Imports of cotton by China will also be limited if China was a major sugar exporter because of
subsidized domestic cotton is priced comparably with overproduction, but in market years 1993/94-96/97,
imported cotton. State assistance to the province ofChina was a major importer as Chinese sugar stocks
Xinjiang is likely to continue since it generates a gwindled. Then in 1997/98, China became a small net
significant share of its revenues from cotton. exporter of sugar. Sugar consumption is growing in

Nevertheless, there are problems with high input COStS~hina. as demand for soft drinks. baked goods, and
and large pest infestations. Further, STEs may still play ) ’ '

a role in controlling imports as a means of controlling
supply and demand of cotton in the implementation of
Chinese central government policies.

confectionery rises. In China, however, sugar faces
competition from lower-priced artificial sweetenéps.

Sugar production is a large component of China’s
agricultural system, but exports of artificial sweeteners

. . . : earn substantial foreign exchange. In China, sugar beet
on U.S. investment in China, since under present . . . -
Chinese investment policy, foreign investment in production acreage is declining as government policies
cotton development and production is restricted to joint Promote the production of cotton in those areas, while
ventures where the Chinese partner maintains asugarcane acreage is expanding marginally because of
controlling position’3 It is unlikely that these declining profitability of certain other crops such as

restrictions will change with China’s accession to the rice and peanuts.
WTO.

The shift to the TRQ is unlikely to have any effect

Sugar’

China is the third-largest producer of sugar in the
world, surpassing the United States. In the early 1990s,

Current Trade Situation

Imports of sugar have effectively been banned in
China. In 1998, China applied tariffs of 30 percent ad

73 Guide Catalogue of Industries for Foreign
Investmentapproved by the State Council on Dec. 29, 1997,
and effective Jan. 1, 1998, as found in China Council for the 74_Continued
Promotion of International Trade (CCIPDhina Business ; : P
Guide appendix II, found at Internet address Bﬁgg'rngsé ﬂ%ﬁ# T;%llggl'lz’ and refined sugar classified
http://www.ccpit.org/engVersion/cp_infor/cp_cbg/cbg_fl122. 9 U
html, retrieved Feb. 22, 1999. 75 USDA, FAS,1999 China Sugar AnnuaCH9020,

74 Sugar herein is defined as raw or unrefined or refined Apr. 12, 1999, found at Internet address
cane or beet sugar classified under Harmonized System (HS)http://www.fas.usda.gov, retrieved May 8, 1999.
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valorem on imports of raw sug#. China also in China’s April 1999 offer to the United States, table
imposes licensing and quota requirements on sugar4-9 provides estimated total consumption for China, an
imports. Sugar imports are reserved for STEs. The estimated initial tariff quota level, and China’s imports
China National Cereals, Oils, and Foodstuffs Import & from the United States and the world during 1995-98.
Export Corporation (COFCO, formerly known as The principal effect on U.S. trade and investment of
CEROILS) and its provincial branches are the most China's TRQs on sugar and its market access
important trade agents in the industry. Import and commitments would be towards stabilizing world sugar
export rights also have been granted to sugar mills andtrade80 In the past, China’s shifts from exporter, to

trading companies. importer, to exporter have had a significant effect on
Since mid-1996, China has banned imports of World prices. _
sugar for “tolling"—that is, the importation of raw According to industry sources, U.S. exports of

sugar for processing and re-export—largely to curtail sugar are not expected to increase because the United
sugar smuggling. (In 1995 and early 1996, sugar wasStates is likely to remain a net importer of sugar. As
imported under the pretense of processing it for such, virtually all of U.S. production of sugar is
re-export, but in fact was being sold into the domestic domestically consumed. U.S. exports generally consist
market because of high Chinese domestic prices. Theof tolling exports. The Chocolate Manufacturers
influx of imports was partially responsible for a decline Association (CMA) and the National Confectioners
in Chinese sugar pricéd) Despite the ban, China Association (NCA) have stated that it would be in their
continues to import sugar from Cuba under existing interest if China reduced its tariffs and other barriers on
purchase commitments. In 1998, U.S. exports of sugarchewing gum (HS 1704.10) and sugar confectionery
to China totaled only $47,000. During the mid-1990s, (HS 1704.90)-products which have a high sugar
over 90 percent of China's imports of sugar were contenfl In addition, CMA and NCA stated that
supplied by the world's major exporters of China’s current tariffs on raw materials—such as sugar,
sugar—Australia, Cuba, and Thailaffd. milk powder and other milk products, butter, dextrose
and glucose syrup, and dried almonds, hazelnuts,

China provides export subsidies for sutfar.In dl - q table fat ivel
1998, a new policy was implemented to promote sugars.ee €ss raisins, and vegelable fat—are excessively
high and that if duties were reduced, foreign

exports by rebating to the exporter one-half of the . ) . . X
17-percent VAT, thereby reducing the VAT to 8.5 investment in China’s confectionery industry would

percent. Sugar exports are subject to export Iicenses!om.bably Increase. In add|t|0n_, China’s investment
which are reportedly readily available when there is ppllcy encourages m_ves-tment in the de\{elppment of
surplus sugar. h|gh—qual|ty, high-yielding new varieties  of

sugar-bearing crops and technologies related to those
crops8?2

Effects of Chinese TRQs on 3
U.S. Trade and Investment Wool and Wool Top$®

Market access would be based upon current access, Under the WTO accession procedures, Austra!la
with imports averaging almost 1.7 mmt during and New Zealand, which annually export substantial

1995-97, as derived from table 4-9. Since Australia is quant@tie_s of V\lLOOI and V\;OOI htops tod China, are
conducting WTO negotiations with China on sugar and negotiating market access for these products.
therefore TRQ commitments on sugar are not reflected

80 American Sugar Alliance, written submission to the
Commission, Mar. 9, 1999, p. 4.

76 Chinese tariff data from Office of the Customs Tariff 81 Chocolate Manufacturers Association and National
Commission under the State Council of the People’s ~~ Confectioners Association, written submission to the
Republic of China and the Customs General Administration Commission, Mar. 9, 1999.

Tariff Department of the People’s Republic of China, 82 Guide Catalogue of Industries for Foreign

Customs Import and Export Tariff of the People’s Republic of |nvestmentapproved by the State Council on Dec. 29, 1997,

China 1998(Beijing: Economic Management Publishing and effective Jan. 1, 1998, as found in China Council for the

House, 1998), p. 80. _ Promotion of International Trade (CCIPTDhina Business
7TUSDA, FAS,1996 China Sugar AnnuyaCH6021, Guide appendix II, found at Internet address

Apr. 10, 1996, and999 China Sugar AnnuaCH9020, Apr. http://www.ccpit.org/engVersion/cp_infor/cp_cbg/cbg_fl122.
12, 1999, found at Internet address http://www.fas.usda.gov, html, retrieved Feb. 22, 1999.

retrieved Mar. and May 1999. 83 Wool is classified under the Harmonized System (HS)
78 Chinese trade data from GTI Conplorld Trade under the following provisions: wool, not carded or combed,
Atlas, China 1998, CD-ROM. HS heading 5101and waste wool in HS subheading
9WTO, Working Party on the Accession of China, 5103.1010; carded wool, HS heading 5105.10, and other
Communication from ChindVT/ACC/CHN/3, Aug. 16, combed wool, HS heading 5105.21, and wool tops, HS
1996. heading 5105.29.
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Table 4-9
Sugar, centrifugal: Chinese total consumption, current access, total imports from all sources,
and imports from the United States, 1995-98

Annual quotas and imports

Current access Chinese imports
Total Calendar Initial Final Total, From the
Market year consumption year quota quota all sources  United States
1,000 metric tons —— 1,000 metric tons
10/94-9/95 . .. 10,577 1995 11,700 @) 2,953 ®
10/95-9/96 . .. 8,040 1996 11,700 @) 1,253 1
10/96-9/97 . .. 8,268 1997 11,700 ® 797 ®
10/97-9/98 . .. 9,012 1998 11,700 ® 507 )

1 Estimated by the staff of the U.S. International Trade Commission from USDA data for current market access
by averaging China’s imports from the world for 1995-97.

2 Not available.

3 Less than 500 tons.
Source: Compiled by the staff of the U.S. International Trade Commission from U.S. Department of Agriculture,
China: Sugar Semi-Annual Report 1998, CH7050, Oct. 1997, China: Sugar Semi-Annual Report 1998, CH8044,
Oct. 1998, and China: Sugar Annual, 1996, CH6021, found at Internet address http://www.fas.usda.gov, retrieved
Mar. 1999, and Chinese trade data from GTI Corp., World Trade Atlas, China, 1998, CD-ROM.

Wool and wool tops are used extensively by China and therefore may compete with imports. In
China’s export apparel manufacturing industry. Wool addition, there are individual herders that the Ministry
top is defined as a continuous untwisted strand of of Agriculture notionally protects from the effects of
combed wool in which the fibers lie parallel, with short wool imports’  Other organizations in China
fibers having been combed out as #short fibers). supporting limits on wool imports are the wool supply
Wool top is the raw material used in the manufacture of and marketing cooperatives and the chemical fiber
worsted wool yarn. industry. Those entities supporting increased imports

The quality of Chinese wool has been &€ up-country textile mills that have difficulty
characterized as “shorter, less sound, more obtaining quality wool, Chinese state-owned mills on
heterogenous and having lower clean yiélisghan the east coast, and township enterprise textile fills.
wool from Australia, a major source of China’s wool ) o )
imports. Much of the quality problem is due to the fact _ !0 1998, China joined the International Wool
that China’s pastoral region is a harsh physical Textile Organization (IWTO¥? Within two years of
environment. In addition, Chinese sheep production joining the IWTO, China must establish a special wool

and thus grea§§ wool production is limited by the panel to arbitratg trade disputes and. establish
degraded condition of China’s pastoral land. procedures for testing wool that conform with IWTO
o o . standard$§?In December 1998, China’s State Planning
The principal impetus for restricting China’s wool
Imports has come from the wool-growing state farms g7 ¢y Brown, “On Advancing Australian Trade,

that are controlled by the Chinese Ministry of |nvestment and Commercial Opportunities in China: Lessons
Agriculture. Wool from the state farms is the best in from Wool Trade.”

88 |bid.

84 Noils are short, tangled and broken fibers, removed 89 The IWTO is the international body that represents
from wool during combing. Noils may contain vegetable the interests of the world’s wool-textile trade and industry.
matter and are used in the woolen and felt trade. Found at IWTO represents 23 national trade associations, and
Internet address http://www.wool.com/lan, retrieved Apr. 28, promotes the interests of wool in commercial activity,

1999. including the functioning of the International Wool Textile

85 Colin G. Brown, “On Advancing Australian Trade, Arbitration Agreement in wool production and in the wool
Investment and Commercial Opportunities in China: Lessons textile trade and industry and the development and correct
from Wool Trade,’Australian Agribusiness Revigvol. 6, application of scientific test methods and regulations among
1998, found at Internet address its membership.
http://www.agribusiness.asn.au/agribusinessreview/SinoAust 90 The Woolmark Company, “Woolgrowers to Gain
raliantrade.html, retrieved Mar. 11, 1999. from China’s Latest Move,” undated, found at Internet

86 Wool as shorn from the sheep and which therefore has address http://wool.com/news/global/gwool07.html,
not been washed or otherwise cleaned. retrieved Mar. 22, 1999.
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Table 4-10
Wool and wool tops: Chinese tariff rates and U.S. exports, by value, 1998

Sector/ u.s.
HS sub- In-quota Over-quota exports,
heading Description tariff rate tariff rate 1998
Percent ad Percent ad 1,000
valorem valorem dollars
5101.1000 Greasy, including fleece washed wool, shorn wool ... 1 42 336
5101.1900 Other, greasy, including fleece washed wool ........ 1 42 26
5101.2100 Degreased, not carbonized, shornwool ............ 1 42 —
5101.2900 Other, degreased, not carbonized ................. 1 42 11
5101.3000 Carbonized ......... .. 1 42 -
5105.1000 Cardedwool ........ ..ot 3 42 -
5105.2100 Combed wool in fragments ....................... 3 42 -
5105.2900 Wool tops and other combed wool: other ........... 3 42 3,182
Total .o 5 ) 3,555

1 Not applicable.

Source: Compiled by the staff of the U.S. International Trade Commission and official statistics of the U.S.
Department of Commerce. Chinese tariff data from Office of the Customs Tariff Commission under the State
Council of the People’s Republic of China and the Customs General Administration Tariff Department of the
People’s Republic of China, Customs Import and Export Tariff of the People’s Republic of China 1998 (Beijing:
Economic Management Publishing House, 1998), pp. 265 and 616-617.

Commission issued a regulation that reportedly percent of U.S. wool and wool top exports were to

requires raw and semi-processed wools to be China.

accompanied by a certificate from an official testing

laboratory stating the kind of conditioning the wool has China is currently taking steps to restructure its

undergone. wool-spinning industry. In February 1999, China

) . . announced that its State Textile Industry Bureau will

Currently, the IWTO is attempting to clarify remove one million wool-spinning spindles from

whether the Chinese regulation applies to imports, a”dproduction capacity, 300,000 in 1999 aldRe.

whether certification must be performed by one of the Reportedly, China is the world's largest

three Chinese testing laboratories, or whether

N _ ; wool-processing nation, with 4.08 million wool
certification by IWTO-approved testing laboratories

b 9 The Wool K C spindles. The reform follows 7 consecutive years of
may De used: € vvooimar ompany, an ssses in the wool-spinning industry, with state-owned

C\;Jstlrahaﬂ Icompany tTat sdellst thﬁ nghts to ust(_a tt_he wool spinning producers having a net loss of RMB819
w.?r?cr:nriL ‘t)g? Ort‘ "gﬁ"hpr‘; ‘\J/\f\fv "I"S r?tf“ ;‘fﬁ’o d'al'irr‘19 million (US$98.7 million) in 19974 Reportedly,
a o “establish a New wool contract moce approximately 25 percent of the wool-spinning

order to minimize future wool trading problents. companies in China suspended or halved production in

The issues covered in the talks include technical . . -
. - . 1997. The restructuring will focus on modernizing

specifications, payment, shipping terms, testing and . . .

; . - equipment and improving technology.

inspection, and arbitration arrangements.

Approximately 20 percent of Australia’s wool ~ 92The Woolmark Company, press release, “Woolmark
exports are to China and Hong Kong and :R![teI?rtwee? ;jl’(rj%c;lgs'galks with China,” Nov. 22, 1998, found at
approximately 30 percent of New Zealand’s wool pitp:/mmww.wool.com/news.newsnett/nt01.html, retrieved
exports are to China, annually. In 1998, about 15 Mar. 11, 1999.

93 Ministry of Foreign Trade and Economic Cooperation
(MOFTEC), news story, “Wool Spindle Removal Leads Way
to Reform,” Feb. 24, 1999, found at Internet address

91|WTO, “Chinese Regulation Creates Uncertainty
Amongst Exporters,” IWNTO Newsletter February 1999,

found at Internet address http://www.chinamarket.com.cn/viewen/, retrieved Mar. 12,
http://www.iwto.org/News/Feb/body_feb.html, retrieved 1999.
Mar. 11, 1999. 94 |bid.
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Current Trade Situation wool smuggling over the past several years, including
the illegal buying and selling of licenses to import

‘China first instituted TRQs on wool and wool wool, reportedly has adversely affected the Chinese
tops in 1998, but has not published quota levels. Tablewgol industry®® The major reason for smuggling has

4-10 presents China’s 1998 tariffs on wool and wool peen the gap between high prices for Chinese wool and
tops are shown in table 4-10, and the value of U.S. |ow prices for imported wod®

exports of these products to China in 1998. The
Chinese imposition of TRQs resulted from an August
1997 agreement between New Zealand and China,
product of bilateral negotiations under China’'s WTO
accession process. The bilateral agreement establishe
Chinese in-quota tariffs of one percent ad valorem on
wool over the next seven years with a global quota
rising from 220,000 metric tons in 1998 to 287,000
metric tons in 2008% China’s tariff on imports of
wool in 1996 ranged as high as 10 percent ad valorem
The Chinese tariff on wool tops was established at 3
percent ad valorem for seven years with quotas on
wool tops rising from 60,000 metric tons to 80,000
metric tons. The 1996 tariff on Chinese imports of
wool top was 15 percent ad valorem. The tariff

reductions and quotas became effective on

most-favored-nation basis on January 1, 1998. The principal suppliers of raw wool to the Chinese
market in 1998, according to Chinese customs data,

~In addition to tariffs, China imposes a VAT on \ere Australia, New Zealand, Mongolia, Kazakhstan,

imports of greasy wodl® In 1998, China reduced the  kyrgyz Republic, and Russia. The principal suppliers

VAT from 17 percent to 13 percent on wool. Also in f carded wool and combed wool in fragments were

1998, China increased its VAT rebate on apparel aysiralia, New Zealand, Argentina, Uruguay, Taiwan,

exports from 9 percent to 11 percent. and the United Kingdom; and of wool tops were
Wool and wool tops are also subject to licensing, Australia, New Zealand, Uruguay, Argentina, Taiwan,

which China has offered to eliminate immediately and the United Kingdori!

upon WTO accession. China’s trade in wool and wool

tops is currently subject to designated trading, with :

enterprises being granted the right to import or export. EﬁeCtS Of Chmese TRQS on

However, China has pledged under its accessionU.S. Trade and Investment

protocol to eliminate designated trading in many

products, including wool and wool tops, within three

years upon entry into force of the protocol.

Recent U.S. exports of wool tops to China peaked
at $13.5 million in 1995, and declined by more than
%ne-half to $6.1 million in 1997 and by almost one-half
gain to $3.2 million in 1998. Similarly, U.S. exports
Korea, another major Asian market, declined from a
peak of $20.0 million in 1995 to $1.2 million in 1998.
Total U.S. exports of wool tops fell by 59 percent from
a peak of $43.1 million in 1995 to $17.8 million in
1998. The decline in overall U.S. exports of wool and
'wool tops is due to a shift from the use of wool to
manmade or “chemical” fibers in apparel, a large
stockpile of wool in Australia, and a decline in demand
from Asian textile producers due to reduced demand
for their products caused by the Asian financial
crisis100

The Chinese TRQ quota limits negotiated by New
Zealand (presented above) are higher than those
calculated by averaging annual current access (i.e.,

In September 1998, Chinese licensing requirementstotal imports) for 1995-97. Since Australia and New
on wool and other raw materials were tightened in an Zealand are conducting WTO negotiations with China
effort to curb smuggling. The Chinese Government on wool and wool tops, therefore TRQ commitments
effort sought to strictly enforce quota restrictions and on wool and wool tops are not reflected in China’s
deny approvals for extra quantiti®s. The increase of ~ April 1999 offer to the United States; thus

95 New Zealand Executive Government News Release 98 FBIS, “Producers Want Government to Block Wool
Archive, “Smith Strikes Historic Trade Deal with China,” Smuggling,” FTS19980930001628, Sept. 10, 1998, found at
found at Internet address Internet address http://www.fhis.gov, retrieved May 6, 1999.
http://www.executive.govt.nz/minister/smith/Isn0708.htm, 99 |hid.
retrieved Mar. 22, 1999. 100 Official of the American Sheep Industry Association,

96 “China Reduces Value Added Tax on Imported telephone interview with USITC staff, Apr. 13,1999. These
Wool,” Media Release, John Anderson, Minister for Primary reasons are also cited for a decline in New Zealand’s exports
Industries and Energy, Australia, DPIE 98/57A, May 5, to China. New Zealand Ministry of Agriculture and
1998, found at Internet address http://netenergy.dpie.gov.au, Forestry, “Wool” inSituation and Outlook for New Zealand
retrieved May 4, 1999. Agriculture and Forestry (SONZAF 98pund at Internet

97 FBIS, “MOFTEC Issues Supplement to address http://iwww.maf.govt.nz/MAFnet/publications/
Anti-Smuggling Circular,” FTS19980930001628, Sept. 10,  sonzaf98/sonwool.htm, retrieved May 6, 1999.

1998, found at Internet address http://www.fbis.gov, 101 Chinese trade data from GTI Corlorld Trade
retrieved May 6, 1999. Atlas, China 1998, CD-ROM.
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table 4-11 provides estimated total consumption for likely become more s&#2 An industry source cites
China, current access based on New Zealand'sreportedly illegal transshipment of wool apparel and
negotiation with China, China’s total imports from all increasing imports of wool apparel from NAFTA
sources, and imports from the United States during partners Mexico and Canada as factors reducing
1995-98. Using Chinese import data from table 4-11, demand for domestic wool for use in textile and
estimates of average annual current access are: foapparel industriet?3 Currently, in some parts of the
wool, 184,667 metric tons; for carded wool, 6,086 United States, the price of wool is so low that it covers
metric tons; for combed wool in fragments, 544 metric only about 75 percent of the cost of sheatiftylU.S.
tons; and for wool tops, 47,028 metric tons. wool producers hope to introduce more price
According to U.S. industry sources, it is uncertain competition into the international wool market in order

.that U.S. exports of WOOl.and wool tops to China will 102 Official of the Utah Wool Marketing Association
increase as a result of Chinese TRQs on these products‘tmephone interview with USITC staff, Apr. 9, 1999. '

The United States is a net importer of wool and will 103 |bid. U.S. imports of wool fiber have grown from
197.4 million pounds in 1993 to 415.0 million pounds in
1998. “U.S. Apparent Domestic Fiber Consumption,” Table
6, FiPO(ir Organon vol. 70, No. 3, (Mar. 1999), p. 42.
Ibid.

Table 4-11
Wool and wool tops: Chinese consumption, current access, imports from all sources, and
imports from the United States, 1995-98

(Metric tons)

Current access Chinese imports

Product/ Total Initial Final Total, From the
year consumption quota quota all sources United States
Wool:

1995 ....... ©) 2220,000 2287,000 224,239 465

1996 ....... 463,236 2220,000 2287,000 175,392 180

1997 ....... ©) 2220,000 2287,000 154,371 89

1998 ....... ©) 2220,000 2287,000 134,361 76
Carded wool:

1995 ....... O] 36,086 ©) 8,240 256

199 ....... @ 36,086 @ 5,064 50

1997 ....... O] 36,086 O] 4,955 -

1998 ....... ©) 36,086 ©) 2,724 -
Combed wool in fragments

1995....... ©) 3544 ©) 695 102

1996 ....... ) 3544 ) 807 100

1997 ....... O] 3544 O] 131 -

1998 ....... ©) 3544 ©) 55 -
Wool tops:

1995 ....... ©) 260,000 280,000 50,494 2,098

199 ....... ) 260,000 280,000 44,950 1,404

1997 ....... O 260,000 280,000 45,641 1,514

1998 ....... ©) 260,000 280,000 31,766 814

1 Not available.

2 New Zealand Executive Government News Release Archive, “Smith Strikes Historic Trade Deal with China,”
found at Internet address http://www.executive.govt.nz/minister/smith/Isn0708.htm, retrieved Mar. 22, 1999.

3 Estimated by the staff of the U.S. International Trade Commission from average of China’s imports for
1995-97.

Source: Compiled by the staff of the U.S. International Trade Commission from data from the State Statistical
Bureau, China Statistical Year Book, 1998, China Statistical Publishing House, 1998, p. 411, and China Customs
Statistics Yearbook 1995, 1996, and Chinese trade data from GTI Corp., World Trade Atlas, China, 1998, CD-
ROM.
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to reduce the leverage that the current few wool from textile producers. Further, China has increased
supplying countries have with regard to prices in the investment in wool combing processing and therefore
wool markett®> The U.S. wool industry is now is increasing the production of its own wool tops, a
responding to declining demand in the U.S. textile precursor of wool yarn. Lastly, with the decline in

industry by seeking new export markets, and China demand for wool tops and a drop in wool top prices,
may provide good market opportunities. They are U.S. exporters have experienced contractual difficulties

working with the USDAs Foreign Agricultural Service With Chinese purchasers of wool to"ﬁé. However,
to promote exports to China. some U.S. wool top producers would like to return to

the Chinese market because of a decline in U.S.

. L i 07
U.S. wool top producers attribute the decline in consumption of wook
U.S. exports of wool tops to C_hlna to several causes.™ 105 ;g o top industry representative, telephone
Foremost is a change in fashion that uses less woOlnterview with USITC staff, Apr. 8, 1999.

fabric and has therefore reduced demand for wool tops 197 U.S. consumption of wool fiber by textile and
apparel mills declined from a peak of 179.5 million pounds
in 1993 to 123.6 million pounds in 1998. “U.S. Apparent

105 Official of the American Sheep Industry Association, Domestic Fiber Consumption,” Tablefiber Organon
telephone interview with USITC staff, Apr. 13, 1999. Mar. 1999, p. 42.
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CHAPTER 5
Effects of China’s WTO Accession on U.S.
Trade and Investment in Services

I The analysis indicates that if China accedes to the
|ntrOdUCt|0n WTO under the terms of the April 1999 services offer,

This chapter describes World Trade Organization Significant benefits would accrue to U.S. service
(WTO) requirements under the General Agreement on Providers.  Liberalization in most cases would be
Trade in Services (GATS) and China’s commitments in introduced in phases. U.S. direct investment in China
its April 1999 services offer. It then discusses specific would likely increase, ultimately resulting in higher
service industries and identifies and assesses potentiafales through Chinese-based affiliates. The U.S.
changes in U.S. trade and investment that would resultEmbassy in Beijing estimates that removal of current

if China were to accede to the WTO and implement its Chinese non-tariff barriers (NTBs) pertaining to
stated commitments. Subject service industries Services industries would increase U.S. service

includel providers’ sales by between $3 billion and $5 billion
o . . . per yea®
e Distribution services (wholesaling, retailing,
and auxiliary distribution services) Two types of restrictions are primarily responsible
for holding down U.S. sales of services in China,
¢ Accounting and management consulting estimated at $575 million in 1996: restrictions on
services foreign equity holdings and restrictions on the scope of
permissible activitie8. Under the terms of the April
¢ Motion picture and sound recording 1999 offer, U.S. firms’ equity stakes could increase and
distribution services their scope of activities could expand. As U.S.
) ) majority-owned affiliates’ sales increase, income to
* Courier services U.S. parent companies would also increase, bringing a

benefit not only to the companies directly but also to
o the U.S. balance of payments. Income returned to U.S.
securities) parent companies has the same effect as exports; i.e., it
would drive down potential trade deficits or drive up
potential trade surpluses.

¢ Financial services (insurance, banking, and

e  Telecommunication services (basic and
value-added services)

3 U.S. Department of State telegram, “China: Draft 1999
1 This chapter responds to requests made by the office of National Trade Estimate,” message reference No. 000721,
the United States Trade Representative (USTR) in letters ~ prepared by U.S. Embassy, Beijing, Jan. 22, 1999.
dated December 18, 1998 and June 16, 1999. Consultation 4 USDOC, BEA Survey of Current Busings9ct. 1998,
between staff of the U.S. Trade Representative’s Office and p. 114.
the U.S. International Trade Commission subsequent to 5 This estimate pertains to majority—owned affiliates
receipt of the December 18, 1998 request letter resulted in  only. Majority-owned foreign affiliates of U.S. firms are
slight modification of the service industries to be examined. defined as foreign affiliates for which the combined direct
Commission agents’ services, franchising, travel and tourism and indirect ownership interest of all U.S. parents exceeds 50
services, and advertising services were removed from the  percent. BEA reports less information on the activity of
scope of the request, and banking and securities, accounting,affiliates in which U.S. parents have minority stakes. BEA
and motion picture and sound recording distribution were estimates that all U.S. affiliates in China, both

added. majority-owned and minority-owned, sold services valued at
2 For the purposes of this report, motion picture and $1.6 billion in 1995. USDOC, BEA).S. Direct Investment

sound recording distribution services will be referred to as ~ Abroad: Operations of U.S. Parent Companies and Their

audiovisual services. Foreign Affiliates, Preliminary 1995 Estimateable I1.E.3.
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This assessment derives from the Commission’s I ! _ ifi
public hearing on February 23, 1999; briefs filed in Chlnas IndUStry Sp@lelC

connection with the hearing; interviews with industry Commitments

representatives; secondary sources, such as U.S.

embassy cables, electronic databases; and industry and In contrast to the horizontal commitments, the

trade journals; and China’s services offers of industry-specific commitments in the April 1999 offer

November 1997 and April 1999. * * 6 provide a significant degree of trade liberalization.
This chapter first summarizes current non-tariff
measures in China industry-by-industry, followed by

The General Agreement on an assessment of the most important aspects of the

April 1999 offer. Some are rollback commitments

Trade in Services (i.e., trade liberalizing commitments) and some are
standstill commitments (i.e., commitments that bind

China’s potential accession to the WTO would current regulation or practice). The large majority are
require that it abide by the General Agreement on rollback commitments, which would loosen or
Trade in Services. This agreement comprises threeterminate trade barriers (table 5-1). Standstill
elements: (1) a framework of rules for government commitments do not liberalize trade, but they do
regulation of trade and investment in services; (2) a setachieve important objectives. They establish
of national schedules wherein WTO members enter benchmarks that identify trade impediments and, under
commitments to accord market access and nationalthe terms of the GATS, deter the implementation of
treatment principally on an industry-by-industry basis; further restrictions. An assessment of the
and (3) a series of annexes and Ministerial decisionscommitments is contained in the table that
that augment rules found in the framework and provide accompanies each industry discussion. Finally, this
for follow-up activities or additional negotiations chapter discusses the likely effects on U.S. services
(figure 5-1). trade and investment if the April 1999 offer were to

National schedules provide most of the detail of become operative, summarized in table 5-2.

the final agreement and comprise two sections: one
section delineates horizontal, or cross-industry, : : . :
commitments, while the second delineates industry- DIStrIbUtlon SerVICeS
specific commitments. Horizontal commitments are

applicable to all industries for which the nation has . .
scheduled specific commitments, and as such, must be\NhOlesahng and Retalllng
examined in conjunction with industry-specific
commitments to assess the full extent of measures
relating to a particular service industry.

The Chinese market is largely closed to U.S.
retailers and wholesalers. Foreign invested enterprises
are virtually prohibited from conducting retail and
wholesale business, and foreign trade, except where
allowed in experimental joint venturs. Broadly,

. , .
Chlna S HOrlzontal retailers and wholesalers face restrictions on
; establishment, foreign equity holdings, and geographic
Commltments location. Onerous licensing restrictions, requiring each

* * * * * * *  new retail store to be licensed and approved as a new

joint venture with a new joint venture partner, hamper

¥ * * * * " ¥ foreign invested retailing operations in China. These
* * * * * * *  restrictions are particularly damaging to distribution
service providers, since they rely heavily on the ability

6 Media reports have suggested that China may be to establish a commercial presence in foreign markets
reconsidering certain concessions made during the April as they expand globally. China’s restrictions on

1999 negotiations, in particular those improving market
access for foreign banking, insurance, and
telecommunication service providers. See, for instance,

retailing and wholesaling circumscribe the ability of

“China May Reneg on WTO OfferReactions June 1999, 8 MOFTEC, China Laws and Regulations, “Catalogue
p. 10; “WTO Bid in Doubt as China Shrinks from for the Guidance of Foreign Investment Industries,” found at
Concessions,Financial TimesMay 7, 1999; and lan Internet address http://www.moftec.gov.cn/, retrieved Mar.
Johnson, “China, With Economy Slowing, Renews its Push 18, 1999; and Pam Balding®istribution of Goods in
to Join WTO,”Wall Street JournalJune 4, 1999. China: Regulatory Framework and Business Options

7 National treatment accords to foreign firms the same  (Washington, DC: The U.S.-China Business Council, June
rights and obligations accorded to domestic firms. 1998), p. 7.
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Figure 5-1
Components of the General Agreement of Trade in Services (GATS)

GATS

Framework of Rules

Contains general obligations
conducive to international trade in
services, including:

oo oo o oo gooo

Ooo0oog

Most-Favored-Nation treatment
Transparency

Increasing participation of
developing countries

Economic integration

Domestic regulation
recognition

Monopolies and exclusive
service suppliers

Business practices

Emergency safeguard
measures

Payments and transfers

Restrictions to safeguard the
balance of payments

Government procurement
General exceptions
Subsidies

National Schedules

of Commitments
Submitted by each of 134
signatory countries. The schedules
contain commitments regarding
restrictions and limitations to mar-
ket access and national treatment.
Schedules typically comprise:

[J Horizontal commitments

1 Industry specific commitments
with respect to 4 modes of

supply:

—  cross-border supply
—  consumption abroad
— commercial presence

— presence of natural
persons

Annexes and
Ministerial Decisions

Provide information regarding
on-going negotiations and rights to
temporary MFN exemptions,
including:

[0 Annex on MFN exemptions

0 Annex on movement of natural
persons supplying services
under the Agreement

O

Annex on air transport services

O

Annex on financial services

O

Second annex on financial
services

Annex on negotiations on
maritime transport services

Annex on telecommunications

Annex on negotiations on basic
telecommunications

Decision on Institutional
Arrangements for the GATS

Decision on Certain Dispute
Settlement Procedures for the
GATS

Decision on Trade in Services
in the Environment

O o gog o

Decision on Negotiations on
Movement of Natural Persons

Decision on Financial Services

Decision on Negotiations on
Maritime Transport Services

Decision on Negotiations on
Basic Telecommunications

o og o o

O

Decison on Professional
Services

[J Understanding on Commit-
ments in Financial Services

Source: Compiled by USITC staff from United States Trade Representative, Final texts of the GATT Uruguay Round
Agreements Including the Agreement Establishing the World Trade Organization (Washington, DC: GPO, 1994).




Table 5-1
Summary of China’s April 1999 offer

Rollback Standstill

Service industry commitments commitments Uncertain
Distribution:

Wholesaling/retailing .................. *oxk ok *oxox ok

Auxiliary ... ok ok *okox
Accounting/management consulting ....... *ox ok *oxox *ox ok
Audiovisual . ... *okox ok ok
COUMEr ottt ok *okox *okox
Flnance * * % * * X% * * X%

Banking/securities . .................... * ok ok *ox % *ox ok

Insurance ......... ... i *okox ¥k ¥ ok
Telecommunication...................... *okox ok ok

Total ... ok *ok o *ok o

Source: Compiled by USITC staff.

foreign service providers to establish a viable ultimately offering complete liberalization of the sector
commercial presence. Restrictions on distribution by 2005.

service providers also affect U.S. producers and
exporters of manufactured and agricultural goods, who
rely on distributors to bring their goods to market. In a
survey distributed by the U.S.-China Business Council
U.S. firms indicated that the removal of restrictions on
distribution would have the single most beneficial
impact on future business prospects in CHina.

The lack of trading rights also curtails the ability of
U.S. retailers and wholesalers to distribute their
products throughout China. Currently, China restricts
'the number and type of entities allowed to import
goods. Only those firms that have been granted trading
rights can legally import, export, and distribute
productst?2 Trading rights are usually granted to
Chinese firms only. For certain goods deemed to have
) special commercial importance, such as cotton, grains,
Assessment of the April 1999 Offer  vegetable oil, and petroleum, trading rights are

China’s commitments in its April 1999 offer reserved for state trading companies afbhe.China

represent gradual, but significant, rollbacks on theseWwould liberalize trading rights in its revised draft
restrictions (table 5-3). Currently, foreign retailers are protocol** In the protocol, China indicates that it
limited to joint ventures in six cities and five special would liberalize trading rights within three years of
economic zones (table 5-3, second row). Only two accession to the WTO. All firms in China would be
foreign invested retail joint ventures are permitted in able to import, export, and distribute most goods.
each economic zone and city, with the exceptions of Wholesaling firms would face a phase-in schedule for
Beijing and Shanghai, which may have four apiece. certain products. * * *,

Altogether, there are a total of 26 foreign invested L . :
retail joint ventures. Foreign ownership in these  Chinas April 115999 offer also addresses direct
ventures is limited to 49 percent, and each joint ventureSelling, * > *=> Currently, direct sellers must
is subject to a 30-year term limit. * * 12 comply with “store selling restrictions,” which requires

. . . .. them to maintain physical retail or wholesale outléts.
Currently, foreign investment in wholesaling is , . &

prohibited and no experimental joint ventures have
been approved (first row. China’s April 1999 offer
progressively liberalizes the wholesaling sector

12ysboc, ITA National Trade Estimate Reports,
» 1998-China found at Internet address
http://domino.stat-usa.gov/, retrieved Feb. 9, 1999.

9 Baldinger,Distribution of Goods in China: Regulatory 13 1pid. _
Framework and Business Optioms 31. 14 “Draft Protocol on China,” May 27, 1997.
10% = * 15 * = *
11 China has recently lifted its ban on foreign investment 16 U.S. Department of State telegram, “Foreign Direct
in the wholesaling sector, allowing foreign invested Sellers Back in Business Under New Regulations,” message

wholesaling joint ventures in Beijing, Shanghai, Tianjin and reference No. 014472, prepared by U.S. Embassy, Beijing,
Chingqing. Leslie Chang, “China to Further Open Markets, Aug. 20, 1998; and Anna Fernau, U.S. Direct Selling
Lifting Chances for WTO Entry,Wall Street JournalJuly Association, testimony submitted to the USITC, Mar. 9,

9, 1999, p. Al12. 1999.
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Table 5-2

Non-tariff barriers affecting services: Summary table

Service sector

Non-—tariff barriers

Effects of April 1999 offer

Distribution services

Wholesaling and retailing
services

Auxiliary distribution
services

Restrictions on establishment.
Foreign equity restrictions.

Limitations on permissible services.

Restrictions on establishment.

Limitations on permissible services.

Foreign equity restrictions.

¢ Increases in sales and direct
investment.

e Increases in sales and direct
investment.

Accounting and management
consulting services

Restrictions on establishment.
Foreign equity restrictions.
Restrictions on employment.

Limitations on permissible services.

. Increases in sales and direct
investment.

Audiovisual services

Restrictions on importation and
distribution.

Restrictions on establishment.
Quotas

Limits on broadcasting.
Censorship

IPR violations.

Local production requirements.
Foreign investment restrictions.

e Increases in sales and
investment. However, a
restriction maintaining the
Chinese Government'’s right to
examine the content of
audiovisual products would
likely delay the release of
foreign products.

e  The Motion Picture Association
estimates increased revenues
of $80 million for the motion
picture industry.

Courier services

Restrictions on establishment.
Restrictions on joint venture
expansion.

Limitations on permissible services.

Restrictions on employment.

¢ Increases in sales and direct
investment.

Financial services

Banking and securities
services

Insurance services

Restrictions on establishment.
Minimum asset requirements.

Limitations on permissible services.

Limitations on operation.
Restrictions on establishment.

Limitations on permissible services.

Investment restrictions.
Foreign equity limitations.
Employment restrictions.

e Increases in sales and direct
investment.

e Broader scope of services.

e Some restrictions were not
addressed by the April 1999
offer, rendering the effects of
operative offer uncertain.

. * ok k.

e Increases in sales and direct
investment.

e Broader scope of services.

¢ Some restrictions were not
addressed by the April 1999
offer, rendering the effects of
operative offer uncertain.
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Table 5-2— Continued
Non-tariff barriers affecting services: Summary table

Service sector Non-tariff barriers Effects of April 1999 offer

Telecommunication services e Restrictions on establishment. e Increases in sales and direct
e Restrictions on foreign investment. investment.

e Limitations on permissible services.
L]

Foreign equity limitations.

Entire service sectorl e Restrictions on establishment. e U.S. Embassy, Beijing
e Limitations on permissible services. estimates increased revenues
e Foreign equity restrictions. of $3 to $5 billion.2
e Restrictions on joint venture
expansion.

e Restrictions on employment.
¢ Investment restrictions.

1 This includes all service sectors, both those treated above as well as those not treated in this study.
2 U.S. Department of State telegram, “China: Draft 1999 National Trade Estimate,” message reference No.
000721, prepared by U.S. Embassy, Beijing, Jan. 22, 1999.

Source: Compiled by USITC staff.

Effects of Market Openings’ wholesaling sector, coupled with trading rights, would
enable U.S. firms to distribute U.S.-manufactured

products, thereby increasing both affiliate and
cross-border trade with China. According to the Direct
Selling Association, U.S. direct sellers operated in a
relatively unfettered environment in 1997, and direct

The current restrictive retailing and wholesaling
environment in China has likely discouraged U.S.
investment and trade. Most foreign firms that have
invested in China have done so on discriminatory
terms, exemplified by foreign investment caps and ) : . )
geographic restrictions.  In other cases, Chinesesale.S n Chm_a reachgd approximately $1 bilnif
regulations have proscribed certain lines of business,Pariers to direct selling were removed, sales would
such as wholesaling. In addition, China has recently ncrease significantly, and foreign direct investment in
introduced regulatory uncertainty with respect to manufacturing facilities would increase.
foreign invested retailing and direct selling, where

commercial opportunities available to foreign firms - . . . .
have been scaled back by the central government. AUX|I|ary Distribution Services

The April 1999 offer outlines gradual rollbacks for For the purpose of this report, auxiliary distribution
all restrictions, leaving retailing and wholesaling services include maintenance and repair services;
services almost totally liberalized by 2005. The rental and leasing services; technical testing, analysis,
removal of equity, geographic, and establishment and freight inspection services; and storage and
restrictions would enable wholesalers and retailers towarehousing services. China’s market for auxiliary
increase their trade and investment in the Chinesedistribution services is relatively closed to foreign
market. For example, the removal of geographic and participation. Presently, U.S. providers of auxiliary
establishment restrictions would allow U.S. retailing distribution services face restrictions on establishment,
firms to open a number of stores and thereby createforeign equity holdings, and the scope of permissible
economies of scaf® One industry representative services in China. Because wholesaling and retailing
stated that without liberalization, China would never services are predominantly provided through foreign
develop a mass retail market as retailers cannot createffiliates, it is probable that affiliates also provide
economies of scale with a single ulit.A liberalized  services auxiliary to distributioft Thus, restrictions

17 Commission staff requested quantitative estimates of 20 Fernau, U.S. Direct Selling Association, testimony
the effects of implementing the April 1999 offer from all submitted to the USITC, Mar. 9, 1999.
wholesaling and retailing industry and association 21 Data on U.S.-owned affiliates’ sales of auxiliary
representatives contacted in connection with this distribution services in China are not available, and relevant
investigation. No estimates were received. cross-border trade data focus solely on maintenance and

18 Industry representative, telephone interview with repair services. Thus, it is not possible to determine whether
USITC staff, June 18, 1999. auxiliary distribution services are predominantly provided

19 |bid. through cross-border exports or affiliate transactions.



Table 5-3
Distribution services: Assessment of the Chinese offer of April 1999

Current non-tariff barriers April 1999 offer Effects of April 1999 offer on trade and investment
1 Foreign investment in wholesaling  * * * * * * *, Sales and direct investment by U.S. distribution service
is prohibited. providers would likely increase.
* * * * * * *

Under the November 1997 offer
wholesaling joint ventures will be
permitted within two years of
accession. Investment in these
ventures will be limited to 49

percent.

2 Foreign retailers are limited to * * * * * * *, Sales and direct investment by U.S. retailers would likely
minority-owned joint ventures in 6 increase.
cities and 5 special economic * * * * * * *,

zones. The number of joint
ventures permitted in each city is
limited to two, except in Beijing
and Shanghai, which may have
four. Two of the four retailing joint
ventures to be established in
Beijing may set up branches in
Beijing.

Under the November 1997 offer
two or three additional cities will be
open to retail joint ventures upon
accession. Two years after
accession, all provincial capitals
and major cities will be open and
the quantitative limit will be
relaxed.

3 Foreign ownership in retail joint * * * * * * *, Sales and direct investment by U.S. retailers would
ventures is limited to 49 percent. * * * * * * *, increase.




Table 5-3— Continued

Distribution services: Assessment of the Chinese offer of April 1999

Current non-tariff barriers

April 1999 offer

Effects of April 1999 offer on trade and investment

4 The Chinese partner of a foreign
invested retail joint venture must
be a retailer. Foreign invested
retail joint ventures are limited to
30 years’ duration.

*

*

*

Sales and direct investment by U.S. retailers would likely
increase.

5 Direct sellers must comply with
“store selling” regulations.

Sales and investment by U.S. direct sellers would likely
increase.

Source: Compiled by USITC staff.



on commercial presence likely have an important Effects of Market Openings’

impact on the foreign of

distribution services.

provision auxiliary

Assessment of the April 1999 Offer

In its April 1999 commitments, * * *. With

Under the April 1999 offer, sales and direct
investment in China by U.S. providers of auxiliary
distribution services would likely increase as a result of
gradually expanding investment opportunities in
maintenance and repair, rental and leasing, technical
testing, analysis, and freight inspection, and storage

regard to maintenance and repair services, Chineseé,nq \varehousing. The removal of restrictions on these

regulations currently state that foreign firms may only

provide such services for those products that the firm

itself produces in China (table 5-4, first row). Foreign
firms are not generally permitted to service imported
products, or goods produced by another fifm* *

Reportedly, foreign firms are not permitted to
operate leasing companies in China (second f8w).
China’s November 1997 offer, which only applies to

auxiliary distribution services also could increase sales
and investment in the retail and wholesale sectors. The
removal of barriers to the foreign provision of all
auxiliary distribution services would afford U.S.
distribution firms enhanced control of the quality of
services provided to Chinese customers and, thus,
enhance the competitiveness of U.S. goods and
services in the Chinese markét. According to
industry representatives, restrictions on the provision

the rental and leasing of equipment and machinery, of auxiliary distribution services are not a primary
allows the provision of such services only through a concern of U.S. wholesalers and retailers, as the ability

joint venture.
capitalized at a minimum of US$10 million, total

foreign investment may not exceed 50 percent, andwholesaling and

foreign investment is limited to financial institutions

However, such joint ventures must be to provide services supplementary to distribution is

inconsequential if market access for the provision of
retailing cannot be secui®d.
However, because restrictions imposed on any part of a

that are able to collect funds outside their home distributor’s support network could have an adverse

countries. In its April 1999 offer, * * *

Current Chinese regulations permit foreign
invested joint venture firms to provide trade

effect on a distributor’s overall ability to provide
services in China, the removal of barriers on auxiliary
distribution services may encourage increased

commodity inspection and related services, but prohibit Participation by U.S. wholesalers and retailers in the

100-percent foreign ownership of inspection firms
(third row)24 China also permits the foreign provision
of technical testing, analysis, and freight inspection
services through joint ventures.
ventures must be capitalized at a minimum of

US$500,000, foreign service suppliers must have been
in business inside their home country for a minimum of

However, such joint

Chinese market?

Accounting and

Management Consulting

China imposes significant limitations on

three years, and the lifetime of the venture is limited to commercial presence and on individual accountants

30 years. * * *,

In general, foreign firms are not permitted to own
or manage warehouses (last ré#w)However, foreign

firms are permitted to own warehouses in foreign trade

who enter China to provide services to client
companies. Present Chinese law requires foreign firms

26 pamela Baldinger, “Secrets of the Supply Chaling
hina Business RevieBept./Oct.1998, found at Internet

zones (FTZs), provided that such warehouses are use@ddress http://www.proguest.umi.com/, retrieved Feb. 18,
to store materials necessary to their own production 1999.

and service activities in Chirf&. * * *

22 paniel H. RoserBehind the Open Door: Foreign
Enterprises in the Chinese Marketplgt®ashington, DC:
Institute for International Economics, Jan. 1999), p. 174.

23 Lee M. Sands and Deborah M. Lehr, “Expanding
Trade and Open Markets in Chindfie China Business
Review July/Aug. 1993, found at Internet address
http://www.progquest.umi.com/, retrieved June 4, 1998.

24 |ain K. McDaniels and Meredith Gavin Singer,
“Knowing the Players,The China Business Review
May/June 1997, found at Internet address
http://www.proquest.umi.com/, retrieved Mar. 3, 1999.

25USDOC, ITA,National Trade Estimate Reports,
1998-China.

27 Commission staff requested quantitative estimates of
the effects of implementing the April 1999 offer from all
auxiliary distribution industry and association
representatives contacted in connection with this
investigation. No estimates were received.

28 Richard Brecher and Catherine Gelb, “Joining the
World’s Trading Club, The China Business Review
May/June 1997, found at Internet address
http://www.proquest.umi.com/, retrieved June 2, 1998; and
The American Chamber of Commerce, People’s Republic of
China, “Scope-of-Business Restrictions,” found at Internet
address http://www.amcham-china.org.cn/, retrieved Feb. 24,
1999.

29 Industry representative, telephone interview by
USITC staff, June 18, 1999.

30 |bid.
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Table 5-4
Auxiliary distribution services: Assessment of the Chinese offer of April 1999

Current non-tariff barriers April 1999 offer Effects of April 1999 offer on trade and investment

1 Foreign firms may only provide * * * * * * *. Foreign direct investment in the Chinese maintenance and repair
maintenance and repair services for * * * * * * *. services sector would likely increase. Thus, U.S. manufacturing
those products that the firm itself firms would be better able to control the quality of services provided
produces in China. China restricts the to Chinese customers and to differentiate their products according to
provision of maintenance and repair the after-sales service they provide. This would increase the
services to joint ventures. These competitiveness of U.S. products, and increase sales and direct
commitments apply to the maintenance investment by U.S. wholesalers, retailers and providers of
and repair of equipment. maintenance and repair services.

2 China only permits the foreign * * * * * * *. Foreign direct investment in the Chinese rental and leasing sector
provision of rental and leasing services * * * * * * *. would likely increase gradually, resulting in increased sales and
through an equity joint venture. investment by U.S. wholesalers, retailers, and providers of rental and
However, such joint ventures must be leasing services.

capitalized at a minimum of US $10
million, total foreign investment may
not surpass 50 percent, and
investment is limited to financial
institutions that are able to collect
funds outside their home countries.
These commitments apply to the rental
and leasing of machinery and
equipment.




Table 5-4— Continued
Auxiliary distribution services: Assessment of the Chinese offer of April 1999

Current non-tariff barriers April 1999 offer Effects of April 1999 offer on trade and investment

3 Foreign-invested joint venture firms * * * * * * *. Foreign direct investment in the Chinese technical testing, analysis,
may provide trade commodity * * * * * * *. and freight inspections services sectors would likely increase. This
inspection and related services, but would likely lead to increased sales and direct investment by U.S.
foreign inspection firms may not be wholesalers, retailers, and providers of technical testing, analysis,
wholly owned by foreign persons. and freight inspection services. However, China’s commitments do
Such joint ventures must be capitalized not address the laboratory accreditation process, the transparency of
at a minimum of $500,000, foreign which remains unaffected.

service suppliers must have been in
business for a minimum of 3 years in
order to participate in such joint
ventures, and the lifetime of these joint
ventures is limited to 30 years. These
commitments do not apply to statutory
inspection services. In addition,
China’s major testing regimes are
complex, and testing laboratories and
freight inspection services are subject
to an onerous accreditation process.

4 Foreign firms are permitted to own * * * * * * *. Foreign direct investment in the Chinese warehousing services
warehouses only in foreign trade zones * * * * * * *. sector would likely increase, resulting in increased sales and
(FTZs), provided that such investment by U.S. wholesalers, retailers, and providers of storage
warehouses are used to store and warehousing services.

materials necessary to their own
production and service activities in
China. Outside of FTZs, foreign firms
are not permitted to own or manage
warehouses. Only foreign firms
established as joint ventures are
permitted to supply storage and
warehousing services.

Source: Compiled by USITC staff.



with joint ventures to divest their stake in stages. Aydiovisual Services
China also imposes ownership restrictions on foreign

management of consulting and taxation firms, and China’s non-tariff barriers in audiovisual services
prohibits foreign firms from supplying auditing restrict the importation and distribution of foreign
services through representative offices in China, Products, and limit the degree to which foreign
Restrictions placed on forms of establishment are investment |s_perm|ttgd. Broad_ly,_non-tanff barr[ers
significant as international sales of accounting and affecting the importation and distribution of foreign

. : > . audiovisual products include the mandatory use of
management consulting services take place primarily d " hi di
through foreign-based affiliates. In 1996, U.S. affiliate S2c owned entities, censorship, and import quotas.
. ) T .~ _Foreign investment barriers include restrictions on the
sales of accounting and management consulting

. i bill v f i formation of distribution joint ventures, and on the
services, totaling $7.5 billion, were nearly four imes o nership and management of Chinese cinemas.

greater than U.S. cross-border exports, totaling $1'9According to official trade data, U.S. sales of

billion. audiovisual products in China have been achieved
primarily through cross-border expo#ts, which
totaled $8 million in 1997

Assessment of the April 1999 Offer

China's April 1999 offer * * 31 Assessment of the April 1999
Offer
: 2 In its April 1999 offer, * * *36 First, prior to
Effects of Market OpenmgSg China’s April 1999 offer, joint ventures between

Under the April 1999 offer, sales and direct foreign firms and Chinese entities were permitted to
investment would likely increase significantly for distribute audiovisual works only after being granted
foreign management consulting and tax firms, the right to distribute by government authorities (table
especially  through  wholly-owned  subsidiaries 5-6, first row). Such government approval thus served
permitted by year-end 2005. Sales and investment byas an administrative barrier for joint ventures to engage
U.S. accounting firms would likely increase in the distribution of audiovisual products. * * 3%,
significantly as well, as the April 1999 offer appears to 3839404142
remove the uncertainty about the forms and legal * * * * * * #4344 45
environment in which foreign firms would be * * * * * * #4647 484950
permitted to operate in China. * * *, '

Leading U.S. accounting and management _ 34USDOC, BEA Survey of Current BusingsSct.

: 3 P . i 1998, pp. 97 and 105. There are no official data pertaining
consulting firms reacted positively to China's April to affiliate transactions in audiovisual services with China.

1999 offer, as it reflected significant recent 35 The Motion Picture Association (MPA) reports total
improvement in China’s regulatory climate toward revenues of $18 million in China.

these service®® Industry representatives welcomed g?* o o .

the * * * International firms have benefitted from . Report from an association representing the

. . . international sound recording industry, Nov. 14, 1997, p. 12.
improvements in transparency and solicitation of 3B« x *

firms’ views on prospective Chinese Iegisl_ation on 39 MPA, “Trade Barriers to Exports of U.S. Filmed
accountancy. Recently, the regulator also issued theEntertainment,”1999 Trade Barriers Repgrp. 277; * *

first approval of a Big Five firm's application to 40 |ig

establish a branch office. * = *  * Although no 41 MPA, “Trade Barriers to Exports of U.S. Filmed

changes have been made to the regime for approvingentertainment,”1999 Trade Barriers Repomp. 278; and
visas and work permits, firms report that current Bonnie J.K. Richardson, Vice President, Trade and Federal

regulation in this area does not significantly impede Affairs, MPA testimony before the United States

entry. ¥ * *, Inteanzeltloilal*.'l'rade Commission, Feb. 23, 1999.
43 Ibid.
31 Industry representative, telephone interview by 44 |bid. _ _
USITC staff, July 7, 1999. 45 MPA, “Trade Barriers to Exports of U.S. Filmed
32 Commission staff requested quantitative estimates of Entaréamment,’lggg Trade Barriers Reporp. 279.
the effects of implementing the April 1999 offer from all Ibid., p. 278.
accounting and management consulting industry and 47 |bid.
association representatives contacted in connection with this 48 |pid., p. 280.
investigation. No estimates were received. 49 |bid.
33 Industry representative, telephone interviews by 50 Commission staff requested quantitative estimates of
USITC staff, July 1 and July 7, 1999. the effects of implementing the April 1999 offer from all
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Table 5-5
Accounting, management consulting services: Assessment of the Chinese offer of April 1999

Current non-tariff barriers April 1999 offer Effects of April 1999 offer on trade and investment

1 Foreign firms may establish representative * * * * * * *, Sales by U.S. accounting firms would likely increase.
offices in China, but they are prohibited from
supplying auditing services, nor can they * * * * * * *,

employ Chinese CPAs. The chief
representative must hold a CPA or equivalent
professional title.

2 Contractual joint ventures only are permitted, * * * * * * *, Sales and direct investment by U.S. management
provided foreign accounting firms have no less consulting firms would likely increase.
than 200 professionals and annual business * * * * * * *,

income of no less than US$ 20 million. Only
one joint venture per foreign firm is permitted.
The chief representative must hold a CPA or
equivalent professional title.

3 In order to establish a branch office, joint * * * * * * *, Sales and direct investment by U.S. accounting and
venture applicants must demonstrate management consulting firms would likely increase.
satisfactory operations for at least 3 years, must ~ * * * * * * *,

show that 50 percent of the managers are
Chinese, and must have 10 qualified
professionals in the branch, 5 of whom must be
Chinese CPAs. Foreign firms are limited to one
business entity per city.

4 Foreign invested joint ventures must convert to * * * * * * *, Sales and direct investment by U.S. accounting firms
a member firm, 100-percent owned by would likely increase.
Chinese-licensed CPAs by March 2001. * * * * * * *,

Foreign firms are required to separate their
50-percent share and must accept a new joint
venture partner. In addition, Chinese
employees of joint ventures must register in the
name of the new Chinese partner.




Table 5-5— Continued

Accounting, management consulting services: Assessment of the Chinese offer of April 1999

Current non-tariff barriers

April 1999 offer

Effects of April 1999 offer on trade and investment

5 Foreign and Chinese accounting firms may set
up an international accounting firm subject to
ownership and staffing limits. International
accounting firms may recruit Chinese firms as
member firms and may own up to one-third of
the Chinese member firms, limited to 5 years.
Foreigners employed by Chinese member firms
must be professionals and approved by Ministry
of Finance.

*

*

*

Sales and direct investment by U.S. accounting firms
would likely increase. However, the nature of provisions
allowed in contractual agreements is not specified.

6 Employees of foreign accounting firms may
obtain temporary permission to practice
auditing services in China.

The previous offer’s provision for temporary permission to
practice auditing would be unnecessary. Accordingly, sales
and direct investment by U.S. accounting firms would likely
increase.

7 Foreigners providing accounting services in
China may become partners of Chinese
accounting firms which are members of
international accounting firms.

The previous offer’s provision would be unnecessary.
Accordingly, sales and direct investment by U.S.
accounting firms would likely increase.

8 Foreigners may acquire Chinese CPA status by
passing the Chinese national CPA exam. After
passing the exam, they may further engage in
accounting services in China.

*

More U.S. accountants can sit for the Chinese CPA exam
and supply accounting services in China, likely increasing
sales by U.S. firms or joint ventures.

Source: Compiled by USITC staff.



Table 5-6
Audiovisual 1 services: Assessment of the Chinese offer of April 1999

Current non-tariff barriers

April 1999 offer

Effects of April 1999 offer on trade and investment

While the formation of audiovisual
distribution joint ventures between
foreign firms and Chinese entities is not
explicitly proscribed by Chinese law,
such joint ventures must be granted the
right to distribute by government
authorities.

*

*

*

Sales and investment by U.S. audiovisual distribution firms in
China would likely increase.

China International Television
Corporation is the only entity authorized
to approve imports of foreign television
programs.

Sales of U.S. foreign television programs in China would likely
increase.

Foreign audiovisual works are subject
to censorship by Chinese state-owned
entities.

No anticipated effect on sales and investment. Delays on the
release of U.S. titles would continue.

China places a 10-film limit on the
number of foreign films imported for
theatrical release.

Sales by U.S. motion picture companies in China would likely
increase.

Foreign television programming is
restricted to 25 percent total air time
and to no more than 40 minutes of
prime time.

Sales of U.S. foreign television programs in China would likely
increase.

The China Film Distribution and
Exhibition Bureau, a state-owned entity,
determines the contractual terms, play
dates, and admission prices for motion
pictures.

No anticipated effect on sales and investment.

The China Film Bureau requires that
film prints be made in local laboratories.

Sales by U.S. motion picture companies in China would likely
increase.




Table 5-6— Continued

Audiovisual 1 services: Assessment of the Chinese offer of April 1999

Current non-tariff barriers April 1999 offer

Effects of April 1999 offer on trade and investment

8 Chinese entities fail to distinguish *
between rights granting home usage
and those permitting public screening of ~ *
videos.

*

*

Sales by U.S. motion picture companies in China would likely
increase.

9 China’s laws prohibit foreign investment *
in Chinese cinemas; however, the
Chinese Government allows minority *
equity participation in local cinemas on
a case-by-case basis.

Direct investment by U.S. motion picture companies in China
would likely increase.

1 China did not address commitments on audiovisual services in its November 1997 offer.

Source: Compiled by USITC staff.




* *

* 54 Current restrictions limit freight

Effects of Market Openings
forwarders and express operators to no more than a

Industry sources have indicated that it is difficult to  50-percent share in joint ventures and require an
provide a precise assessment of the effects of openingnvestment of no less than $1 million in an entity
China’s audiovisual services market. For example, in whose term may not exceed 20 ye&rChina requires
the case of the U.S. motion picture industry, such anfreight forwarders and express operators to observe a
assessment would depend largely on the degree tdive-year waiting period for forming a second joint
which import quotas on foreign films are relaXdd.  venture and a one-year waiting period for establishing
Previously, industry representatives estimated that thepranches. In addition, foreign freight forwarders are
elimination of market access barriers pertaining to required to invest $120,000 for each additional branch.
foreign films would result in an additional $80 million
in revenue for the U.S. motion picture indus#yThe
removal of restrictions on * * * would likely further
increase sales by U.S. audiovisual firms in China.
Removal of these restrictions may still occur, as
negotiations over audiovisual services will reportedly
continue.>3

China’s November 1997 offer on inter-modal
transportation, customs clearance, and warehousing
services permits foreign service providers to operate *
* *.Under current restrictions, only Chinese
nationals and Chinese-owned companies are permitted
to conduct surface transportation and to obtain customs
brokerage licenses, and only Chinese nationals are
permitted to operate bonded warehouses (fourth row).

* * *

Courier Services

The courier services industry, which includes the

pickup and expedited delivery of parcels, packages, EﬁeCtS Of Market Openingt56

letters, and other articles, currently faces a number of  The implementation of the April 1999 offer on
non-tariff barriers in China. These barriers include courier services reportedly would result in increased
restrictions on establishment, restrictions on joint jhyestment in China and increased employment in the
venture expansion, limitations on permissible services, ynited State§? Additionally, U.S. providers of
and restrictions on employment.  Such restrictions courier services would have the ability * * 58
adversely affect the foreign provision of courier Qverall, industry representatives are pleased with the
services, which takes place primarily through april 1999 offer, * * *59

foreign-based affiliates.

54 The Air Courier Conference of America (ACCA)
substitutes the term “express services” for “courier services”
and incorporates freight forwarding (CPC 7480) into their
definition. The ACCA defines express services as all
services related to the delivery of time sensitive documents
or goods including, but not limited to, multi-modal transport,
customs clearance and brokerage, freight forwarding, and
logistics. Statement submitted to USTR by the ACCA
regarding the World Trade Organization’s Multilateral
Negotiations, May 12, 1999.

55 x *

56 Commission staff requested quantitative estimates of
the effects of implementing the April 1999 offer from all
courier services industry and association representatives
contacted in connection with this investigation. No
estimates were received.

57United Parcel Service (UPS) indicates that liberalized
trade with China could result in millions of dollars worth of
investment in that country. UPS also states that every 70
packages that are transported to or from the Chinese market
per day results in the creation of one UPS job in the United
States. UPS, written comments submitted to USITC, Apr. 1,

1999, p. 1.
58 x *

Assessment of the April 1999
Offer

China’s April 1999 commitments on land-based
courier services contain * * *,

50_Continued
audiovisual services industry and association representatives
contacted in connection with this investigation. Only the
Motion Picture Association provided an estimate. Bonnie
J.K. Richardson, Vice President, Trade and Federal Affairs,
MPA testimony before the United States International Trade
Commission, Feb. 23, 1999.

51 Industry representative, interview by USITC staff,
June 22, 1999.

52 Bonnie J.K. Richardson, Vice President, Trade and
Federal Affairs, MPA testimony before the United States
International Trade Commission, Feb. 23, 1999.

53 Office of the United States Trade Representative,
press release, “Statement of Ambassador Charlene

*

Barshefsky Regarding Broad Market Access Gains Resulting
from China WTO Negotiations,” Apr. 8, 1999.

59Industr3-/ representatives, telephone interviews by
USITC staff, June 22, 1999.
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Table 5-7
Courier services: 1 Assessment of the Chinese offer of April 1999

Current non-tariff barriers April 1999 offer Effects of April 1999 offer on trade and investment

1 An express operator is prohibited from * * * * * * *, U.S. providers of courier services would have a gradually
taking a majority share in a joint venture increasing ability to invest in the Chinese courier services sector
and is required to invest no less than * * * * * * *, and to operate on a country-wide basis, resulting in increased
US $1 million in an entity whose term sales in China.

may not exceed 20 years. There is
also a one-year waiting period for
establishing branches and a five-year
waiting period for forming a second joint

venture.

2 Foreign freight forwarding companies * * * * * * *, Foreign direct investment in the Chinese freight forwarding sector
that have been in business for a would likely increase, potentially resulting in increased sales by
minimum of 3 years are permitted to set * * * * * * *, U.S. providers of freight forwarding and courier services.

up joint ventures in China, provided that
foreign ownership in the joint venture
does not surpass 50 percent, the joint
venture is capitalized at not less than
US $1 million, and the lifetime of the
joint venture is limited to 20 years. Joint
ventures which have been in operation
for at least 1 year can establish
branches, provided that both sides
have finalized their registered capital,
and US $120,000 is added for each
additional branch. Foreign firms that
have been operating through a joint
venture for at least 5 years may
establish a second joint venture. These
commitments do not apply to freight
inspection services.




Table 5-7— Continued
Courier services: 1 Assessment of the Chinese offer of April 1999

Current non-tariff barriers April 1999 offer Effects of April 1999 offer on trade and investment

3 Currently, companies with foreign * * * * * * *, Foreign direct investment in the Chinese ground transportation
ownership are not allowed to conduct sector would likely increase, resulting in increased sales by U.S.
ground transportation. Only Chinese providers of courier services and ground transportation services.

nationals and Chinese-owned
companies are permitted to conduct
surface transportation.

Under the November 1997 offer, foreign  * * * * * * *,
provision of freight transport services by

road is permitted only through joint

ventures, and limitations on national

treatment for such foreign service

suppliers are subject to unbound

restrictions. These commitments apply

to the transportation of frozen or

refrigerated goods, bulk liquids or

gases, and containerized freight.

4 Companies with foreign ownership are * * * * * * *, Foreign direct investment in the Chinese warehousing services
not allowed to conduct warehousing, sector would likely increase. This would likely result in increased
customs clearance, consolidation, or * * * * * * *, sales by U.S. providers of customs clearance, warehousing, and
related services. Only Chinese courier services.

nationals are permitted to operate
bonded warehouses. Only Chinese
nationals and Chinese-owned
companies are permitted to obtain
customs brokers licenses.

Under the November 1997 offer, the
foreign provision of customs clearance
and warehousing services is permitted
only through joint ventures.

1 China did not offer any commitments on courier services in its November 1997 offer.

Source: Compiled by USITC staff.



FinanCial SerViCES Banks and securities firms operate primarily

through affiliates rather than through cross-border
trade. It is therefore essential to U.S. banks that they
are permitted to establish affiliates in China, in a wide

: e variety of geographic locations within the country, and
Bankmg and Securities are permitted to offer their services to domestic and

The banking and securities industries currently face foréign companies and individuals. ~ Securities
a variety of non-tariff barriers in China. For banks and companies can and do operate through cross-border
securities companies, the barriers include restrictions{rade in China, by offering shares of Chinese firms on
on establishment, minimum asset requirements, OVerseas exc.hanges.. Howevgr, thIS. is on!y a small part
geographical restrictions, and limitations on the types Of the potential securities business in China. In order
of services they are permitted to offer. The most {0 €xpand into fields such as securities trading,
severe restriction on banks is their limited ability to do Investment banking, and asset management for Chinese
business in the local Chinese currency, the renminbi.fifms and individuals, U.S. securities firms need to
Currently, licensed branches of foreign banks located €Stablish a commercial presence within the country. In
only in Shanghai and Shenzhen may conduct businesst997, cross-border exports of banking and securities
in renminbi with foreign businesses and a few Services to China totaled $54 milli6A.
state-owned Chinese companies operating in those

cities0  Foreign securities companies are currently )

prohibited from engaging in most types of business in ASsessment of the April 1999 Offer
China. They are permitted to open representative  The Chinese Government's April 1999 offer on
offices, but cannot open branches or subsidiaries.panking represents a * * 465

Representative offices are limited to off-shore
activities, most operating through Hong Kong, and to
trading in B-sharéd on the Shanghai and Shenzhen

stock exchanges througiChinese stock brokers. .
Morgan Stanley, the U.S.-based investment bank, ownsEffects of Market Openln9§8

35 percent of a joint venture operation with China  According to banking industry representatives
Construction Bank. As of June 1999, it was the only interviewed for this report, liberalization of the

For securities companies, the schedule * 8667

foreign investment bank operating in Chfifa. restrictions on banks would lead U.S. firms to increase
their business in China and expand both their
60 Media reports state that foreign banks may now geographic presence and their product lines,

conduct renminbi business in five areas surrounding
Shanghai and Shenzhen. “Foreign Banks Give Muted

Welcome to Local Currency Relaxatiorriside China 63ysDOC, BEA,Survey of Current BusinesSct.
Today Aug. 10, 1999, found at Internet address 1998, p. 104. _ .
http://www.insidechina.com, retrieved Aug. 10, 1999; and 64Industry representatives agreed that the expansion of
“Beijing Eases Yuan Curbs, Foreign Units Allowed to Widen renminbi business to five areas near Shanghai and Shenzhen
Presence,South China Morning Posfug. 6, 1999, found was a positive step that would help them expand their
at Internet address http//today.newscast.com, retrieved Aug. business in China, but permission to conduct business in
25, 1999. renminbi with domestic customers would be a more
61China’s securities markets operate on a two-tier important change. “Foreign Banks Give Muted Welcome to
system. The Shanghai and Shenzhen markets issue both ~ Local Currency Relaxation/hside China TodayAug. 10,
A-shares and B-shares. A-shares are denominated in 1999, found at Internet address http://www.insidechina.com,
renminbi and are currently open only to domestic Chinese  rétrieved Aug. 10, 1999; “Beijing Eases Yuan Curbs, Foreign
investors. B-shares are denominated in U.S. dollars in Units Allowed to Widen PresenceSbuth China Morning

Shanghai and in Hong Kong dollars in Shenzhen. These ~ Post Aug. 6, 1999, found at Internet address _
shares are theoretically available only to foreign investors,  http://today.newscast.com, retrieved Aug. 25, 1999; and
although many of the shares are reportedly held by Chinese industry representative, telephone interview with USITC

investors who have circumvented the regulations. "As of staff, Aug. 24, 1999. _ ) _ )
February 1997 (latest available), the A-share market 55 Industry representatives, telephone interviews with
(Shanghai and Shenzhen combined) had a total value of USITC staff, June 17-22, 1999.

$193 billion, with a typical trading volume of RMB 434 66 * *

million per day. The B-share market is significantly smaller, 67H-shares are shares of mainland Chinese companies
valued at $3.9 billion, with average daily business of RMB  that are traded on the Hong Kong stock exchange.

11.5 million. USDOC, ITA, “China: Investment Banking,” 68 Commission staff requested quantitative estimates of

Market Research Report, Aug. 1, 1997, found at Internet  the effects of implementing the April 1999 offer from all
address http://www.stat-usa.gov/, retrieved Mar. 17, 1999.  banking and securities industry and association

62|ndustry representative, telephone interview with representatives contacted in connection with this
USITC staff, June 22, 1999. See also “Winning the China investigation. Only one firm provided an estimate. Industry
game,” Euromoney, Sept. 1997, found at Internet address representative, telephone interview with USITC staff, June
http://www.euromoney.com/, retrieved Mar. 12, 1999. 21, 1999.
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Table 5-8
Banking and securities services: Assessment of the Chinese offer of April 1999

Current non-tariff barriers April 1999 offer Effects of April 1999 offer on trade and
investment
1 Banking
2 Banking services covered by the November * * * * * * *, No anticipated effect on sales and investment.
1997 offer: (a) foreign currency business -
deposit taking, payment and money * * * * * * *,

transmission service, lending, guarantees;
(b) local currency business - deposit taking,
lending, settlement, guarantee, investment
in national debt and financial bonds.

3 Banking: foreign currency business:

4 Foreign financial institutions need * * * * * * *, Sales and investment by U.S. banks would likely
government approval for new representative increase.
offices and branches, which is granted on a * * * * * * *,
discretionary, case-by-case basis.

5 Foreign banks may operate in China as * * * * * * *, Investment by U.S. banks would likely increase, due
branches, joint venture banks, foreign to the opportunity to open more branches.
finance companies, or wholly-owned * * * * * * *.

subsidiaries only.

6 To establish a subsidiary or joint venture, * * * * * * *, Investment in subsidiaries and joint ventures would
foreign banks must have had a likely increase more rapidly than in the past.
representative office in China for two years, * * * * * * *,
and have total assets of more than $10
billion.

7 To establish a branch, foreign banks must * * * * * * *, Investment in bank branches would likely increase
have had a representative office in China for more rapidly than in the past.
two years, and have total assets of more * * * * * * *,

than $20 billion.

8 Foreign banks may not do business with * * * * * * *, Investment by U.S. banks would likely increase. This
individual Chinese citizens, only with foreign is a key market liberalization point for U.S. banks.
companies and Chinese companies which * * * * * * *,

have foreign currency-denominated loans
from foreign banks.




Table 5-8— Continued
Banking and securities services: Assessment of the Chinese offer of April 1999

Current non-tariff barriers April 1999 offer Effects of April 1999 offer on trade and
investment

9 Foreign bank operations are limited to 24 * Investment by U.S. banks would likely increase,
cities in China. Representative offices are assuming favorable market conditions.
permitted outside these cities. *

10 Banking: local currency business:

11  Foreign financial institutions need * Potential for greater investment, depending on the
government approval for new representative profitability of the local currency business.
offices and branches, which is granted on a *
discretionary, case-by-case basis.

12 Local currency business is limited to * Potential for greater investment, depending on the
Shanghai and Shenzhen and several profitability of the local currency business.
surrounding provinces. *

13  Foreign banks are generally limited to local * Investment by U.S. banks may increase, depending
currency business with foreign companies on market conditions.
and foreign individuals resident in China for *
more than one year. Foreign banks may
also engage in limited business with
state-owned enterprises that already do
business in foreign currency.

14  Local currency liabilities of foreign banks * Uncertain
may not exceed 35 percent of their total
foreign exchange liabilities.

15 Foreign banks must accumulate RMB 30 * Uncertain
million ($3.6 million) as operating capital,
obtained from the People’s Bank of China.

It is uncertain whether approval to convert
additional amounts is to be granted.
16  Foreign banks must have 3 years’ business * Investment by U.S. banks would likely increase, as

operations in China, and have been
profit-making for 2 consecutive years prior
to the license application.

most foreign banks wanting to open in China have
been profitable in their global operations for at least
two years.




Table 5-8— Continued

Banking and securities services: Assessment of the Chinese offer of April 1999

Current non-tariff barriers

April 1999 offer

Effects of April 1999 offer on trade and
investment

17

In the year prior to their license application,
foreign banks must have average monthly
outstanding loans from foreign currency
business of more than $350 million in
China, and outstanding foreign exchange
loans in China must account for more than
50 percent of the institution’s total foreign
exchange assets.

Investment and sales by U.S. banks would likely
increase, as there would be fewer restrictions on
their operations in China.

18

A subsidiary of a foreign bank or a joint
venture must draw 25 percent of its net
profit after tax each year as reserve, until
the total amount of its paid-in capital plus
reserve funds is equal to its registered
capital.

Uncertain

19

A branch of a foreign bank must keep 25
percent of its after tax profit in China to
supplement its operating funds until the kept
profit is equal to its operating funds.

Uncertain

20

The total amount of investment or loans and
other facilities granted by a foreign bank to
any enterprise can not be more than 30
percent of its paid-in capital plus total
reserves, unless special approval is
granted.

Uncertain

21

Branches of foreign banks in China are
required to maintain at least RMB 20 million
of operating capital in their Chinese
branches.

Uncertain




Table 5-8— Continued
Banking and securities services: Assessment of the Chinese offer of April 1999

Current non-tariff barriers April 1999 offer Effects of April 1999 offer on trade and
investment
22 Foreign banks must maintain two separate * * * * * * *, Uncertain

reserves for their RMB business equaling
18 percent of its renminbi deposits, so
foreign banks must keep two separate sets
of books for foreign vs. local currency

business.

23  Foreign banks are not permitted to offer * * * * * * *, Sales by U.S. banks would likely increase.
syndicated lending services in domestic
currency, mortgages, leasing services, * * * * * * *,

agency banking, domestic interbank
deposits, credits, lending, or discounting.
The November 1997 offer applies to deposit
taking, lending, settlement, guarantee,
investment in national debt, and financial
bonds.

24  Securities

25  Securities services covered by the * * * * * * *, Greater range of services covered by the
November 1997 offer: trading for account of commitments would likely lead to increased sales
customers, custodial depository and trust * * * * * * *, and investment by U.S. securities firms.

service, advisory and other auxiliary
services, provision and transfer of financial
information, data processing and related
software.




Table 5-8— Continued

Banking and securities services: Assessment of the Chinese offer of April 1999

Current non-tariff barriers

April 1999 offer

Effects of April 1999 offer on trade and
investment

26

Foreign securities firms may establish
representative offices with approval by the
People’s Bank of China, but may not open
subsidiaries or branches.

Foreign companies may not sell foreign
mutual funds or any other form of foreign
securities to Chinese citizens or institutions.

Pension funds remain under government
control.

Some increase in sales by U.S. securities firms is
likely.

27

Representative offices are limited to
off-shore activities and, for stock exchange
members, to transactions in B-shares only.

Increased sales by U.S. securities firms is likely,
although the amount of sales would depend heavily
on the definition of “special member” of the stock
exchanges. “Special member” is not defined in the
offer.

28

Foreign investment banks cannot
underwrite A-shares, government securities,
or non-government bank issues, nor can
they purchase or act as dealers in the
secondary markets for any form of
renminbi-denominated security.

Increased sales by U.S. securities firms are likely.

29

Foreign securities firms may purchase seats
on the Shanghai and Shenzhen stock
exchanges to broker B-shares, but they
must work with domestic brokers for all of
their transactions on the basis of a shared
commission.

* * *
* * *
* * *
* * *
* * *
* * *
* * *
* * *

Increased sales by U.S. securities firms are likely.




Table 5-8— Continued
Banking and securities services: Assessment of the Chinese offer of April 1999

Current non-tariff barriers April 1999 offer Effects of April 1999 offer on trade and
investment
30 Foreign firms are required to reapply for * * * * * * *, Uncertain
their B-share trading licenses on an annual
basis.

1 Media reports state that foreign banks may now conduct renminbi business in Shanghai and Shenzhen, and five surrounding areas. “Foreign Banks Give

Muted Welcome to Local Currency Relaxation,” Inside China Today, Aug. 10, 1999, found at Internet address http://www.insidechina.com, retrieved Aug. 10,
1999; and “Beijing Eases Yuan Curbs, Foreign Units Allowed to Widen Presence,” South China Morning Post, Aug. 6, 1999, found at Internet address
http://today.newscast.com, retrieved Aug. 25, 1999.

Source: Compiled by USITC staff.




particularly in the wholesale banking industry. New nearly 7 times greater than cross-border premiums

customers are likely to include both Chinese and collected by U.S. firms, totaling $6.0 billion. It is

foreign firms. **++ 69 therefore essential to insurers that they are permitted to
establish affiliates in China, in a wide variety of

Securities  industry representatives  expressed geographic locations inside the country.
disappointment with the April 1999 offer. * *

Representatives predicted that if the April 1999 offer .

goes into effect, there would be a small amount of Assessment of the Apl’ll 1999

additional investment by U.S. securities firms, but Offer

much less than the * * *. This assessment could

improve, however, as a result of continuing The Chinese Government's April 1999 offer on

negotiations in the banking/securities industry. insurance includes * * *> The great majority of the
insurance industry representatives interviewed for this
report were extremely pleased with the offer, and
industry groups are actively lobbying for its
acceptance. The exception is the insurance brokers’

. industry, which is disappointed with current

Insurance Services developments in China and skeptical that the April

1999 offer would resolve its concerffs.* *  *,

The insurance industry currently faces a variety of Although China’s April 1999 offer holds out the

non-tariff barriers to doing business in China, promise of a more transparent licensing process, the

including restrictions on establishment, geographical yigiq requirements that foreign companies must meet to
restrictions, limitations on operation, and limitations on qualify for licensing * * *77

permissible services. The most severe limitation for all

insurance companies is the difficulty in obtaining an .

operating license. Licenses are currently granted oneEffects of Market Openlng§8

at a time, through a non-transparent process. Beyond |ndustry representatives expect * * * market

the license issue, the most severe limitation for life gpportunities, leading to * * * sales, should the April

insurance companies is the ban on group sales; life1999 offer go into effect. In particular, they cite the

insurance companies are currently permitted to sell apility to offer a wider range of product lines and the
only individual policies. For property and casualty removal of geographic limitations as particularly

insurers, the most severe limitation is that they are jmportant to the expansion of their business in China. *
restricted to writing insurance only for foreign « x  sSecond, it provides for incremental market

companies operating in China. The domestic Chineseaccess in specific cities on fixed dates, allowing for
market is closed to them, and they are only permitted|ess risky business planning.  Several industry
to insure risks aCtUa”y located in the C|ty for which representatives commented on the offer’s probab'e
they are licensed, currently limited to Shanghai. effects on their busine$8. One noted that if China

* * * * * * *7_1 727374

. . . . 75Media reports have suggested that China may be
In the insurance industry, most business is done reconsidering its April 1999 offer. One recent report

through affiliate sales, rather than through cross-bordersuggested that China might allow foreign insurance

trade. In 1996, insurance premiums collected by Companies to hold only 48 percent or 50 percent of joint
) ! venture companies, not the 51 percent that is stated in the

foreign-based affiliates, totaling $41.3 billion, were aprii 1999 offer. See “China may renege on WTO offer,”
ReactionsJune 1999, p. 10 and “WTO bid in doubt as China
shrinks from concessionsfinancial TimesMay 7, 1999,

69 Industry representative, telephone interview with found at Internet address http:/today.newscast.com/,
USITC staff, June 29, 1999. retrieved June 23, 1999. _ _ _ _

70Industry representatives, telephone interviews with ’®Industry representatives, telephone interviews with
USITC staff, June 21-22, 1999. USITC staff, June 17-22, 1999.

71 % k% 77 Statutory insurance is insurance that is required by

law.
78 Commission staff requested quantitative estimates of
the effects of implementing the April 1999 offer from all

72|ndustry representative, faxed response to USITC
staff questions, Feb. 8, 1999.

~ 73“China suspends Sedgwick for three months,” insurance industry and association representatives contacted
Financial TimesMay 14, 1999, found at Internet address in connection with this investigation. No estimates were
http://today.newscast.com/, retrieved June 23, 1999. received.
74 Industry representatives, response to questions from 79Industry representatives, telephone interviews with
USITC staff, June 23, 1999. USITC staff, June 17-22, 1999.
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Table 5-9
Insurance services: Assessment of the Chinese offer of April 1999

Current non-tariff barriers April 1999 offer

Effects of April 1999 offer on trade and investment

1 Insurance services covered by the November  * * * * *
1997 offer: life insurance for foreigners and * * * * *
individual Chinese citizens, non-life insurance
for foreign companies, reinsurance related to
the above, and auxiliary insurance services,
excluding brokerage and agency services.

The greater range of services covered by the schedule
would likely lead to increased sales and investment by
U.S. insurance firms.

2 Foreign insurers are limited to operations in * * * * *
Shanghai and Guangzhou. These * * * * *
experimental areas would be gradually
expanded to some other open coastal cities.

Increased sales by U.S. insurance firms are likely.

3 Foreign companies are licensed individually, in  * * * * *
a non-transparent process. Personal * * * * *
contacts, support of the home country
government, and “demonstrated commitment
to the Chinese market” in the form of
contributions to the Chinese economy are
reportedly deciding factors in obtaining a
license.

Increased investment in China, resulting in greater
sales, are likely.

4 Life insurance companies have been licensed * *
only to form 50-50 joint ventures with Chinese  * * * * *
firms. Non-life companies have been licensed
as branches. Foreign insurance companies
are licensed as either life or non-life
companies, but may not write both types of
insurance. During the experimental period,
only branches of foreign insurance companies
and joint ventures are permitted. Within two
years after WTO accession, subsidiaries of
foreign insurance companies will be permitted,
after the revision of relevant laws.

Increased investment by U.S. companies is likely,
once they are permitted majority ownership.




Table 5-9— Continued
Insurance services: Assessment of the Chinese offer of April 1999

Current non-tariff barriers April 1999 offer Effects of April 1999 offer on trade and investment
5  Foreign property/casualty insurers may only * * * * * * *, Increased sales by U.S. insurance firms are likely.

do business with foreign companies operating  * * * * * * *, The April 1999 offer does not address fronting

in China, not Chinese businesses or arrangements.

individuals. Contrary to recent practice,
industry representatives report new Chinese
Government regulations stating that new
policies are to be issued only with insurance
companies or branches located in the city
where the risk is domiciled. A single “master
policy” covering multiple locations is not
permitted, and fronting arrangements? are

prohibited.

6  Foreign life insurers may not engage in group  * * * * * * *, Increased sales by U.S. insurance firms are likely.
insurance sales to Chinese citizens, which * * * * * * *
form over 60 percent of the market, or in sales
of pension products.

7  Foreign insurers may not engage in the * * * * * * *, No anticipated effect on sales and investment.
statutory insurance business. * * * * * * *,

8 To obtain a license, foreign insurance * * * * * * *, No anticipated effect on sales and investment.
companies must meet the following * * * * * * *,

requirements: (1) be established for more than
30 years; ( 2) have a representative office in
China for over 2 years; (3) have total assets of
more than $5 billion at the end of the year prior
to license application.




Table 5-9— Continued
Insurance services: Assessment of the Chinese offer of April 1999

Current non-tariff barriers April 1999 offer Effects of April 1999 offer on trade and investment

9  Foreign reinsurance companies are not * * * * * * *, Increased sales by U.S. reinsurers are likely, although
permitted to open branches in China, ortodo  * * * * * * *, most reinsurance is conducted on a cross-border
business in local currency. They are permitted basis.

to do limited business in China through
cross-border supply. Representative offices of
foreign insurance companies are not permitted
to place reinsurance into the international
insurance markets.

10 As of April 1999 there was one foreign * * * * * * *, Sales by U.S. insurance brokers would likely increase,
insurance broker licensed to operate in China, * * * * * * *, limited by the number of licenses approved, and the
with offices in Beijing. According to industry definition of insurance brokerage services employed
representatives, as of March 10, 1999, the by CIRC. Under CIRC's current definition, sales of
China Insurance Regulatory Commission insurance brokerage services would remain very small
(CIRC) has reinterpreted existing Chinese even if the April 1999 offer becomes operative.

rules to impose severe new limits on
insurance brokers operating in China. The
practical effect of the new rules is that all
buyers of insurance must deal directly with
local insurance companies, eliminating the
function of an insurance broker, and limiting
foreign insurance brokers in China to
consulting and arranging reinsurance deals.

11 Foreign insurers with licenses must submit * * * * * * *, Uncertain
applications for approval of all new insurance
products to the government. Approval
generally takes 3-6 months.

12 Both foreign and Chinese insurers are limited — * * * * * * *, Uncertain
to investing in bank deposits and Chinese
Government bonds.




Table 5-9- Continued
Insurance services: Assessment of the Chinese offer of April 1999

Current non-tariff barriers April 1999 offer Effects of April 1999 offer on trade and investment

13 Foreign investment in Chinese insurance * * * * * * *, Uncertain
companies is limited to a maximum of 5
percent for each foreign company, to a total
foreign investment of 25 percent in each
Chinese company.

1 In a fronting arrangement, an insurance company licensed to do business in a given area issues an insurance policy, then immediately places 100 percent of
the risk with another insurance company, either a reinsurance company or a primary carrier not licensed to do business in the area.

Source: Compiled by USITC staff.



achieves Thailand’s per capita level of insurance sales,venture
it would be the world’s sixth largest insurance market,

with  China  Unicom, a
telecommunication company created

secondary
in 1993 to

and if it reaches Taiwan’s per capita level, China would channel foreign investment into the indusy. * *.

become the world’s largest insurance market.

A

representative of New York Life Insurance Company Assessment of the Apr|| 1999

stated

existing customer base. * * 8 8182

Telecommunication Services

China’s telecommunication services market is
largely closed to foreign competitors.
Provisional Regulations for Guiding the Direction of

in testimony before Congress that if his
company were to capture just one percent of the
potential market in China, it could more than double its

China’s 1995

Offer

* * * * * * *
* * * * * * 18.7 888990
* * * * * * 01

* * * * * * *

Effects of Market Opening$?

Implementation of the April 1999 offer would

Foreign Investment prohibits foreign management of progressively increase access to the telecommunication

posts and telecommunications busine§8esurther,
u.s.

industry representatives report that foreign liberalize foreign

services market in China for foreign providers, and
investment. If the offer is

companies are barred from owning and operating anyimplemented, foreign firms would be able to exercise a

telecommunication service compan®s. Trade in

telecommunication services between the United Statessubsidiaries
and China primarily involves cross-border transactions. telecommunication
U.S. exports of telecommunication services to China representatives

totaled $210 million in 1997, whereas imports from
China totaled $385 million, resulting in a $175 million
deficit.

with respect to U.S. trade with Chifa.

Affiliate trade in telecommunications has been
virtually limited to Chinese-Chinese-Foreign (CCF)
arrangements.

In recent years, U.S. sales of telecommu-
nication services through affiliates have exceeded *
cross-border exports overall, but this seems unlikely

significant degree of control over their Chinese
providing basic and value-added
services. U.S. industry
indicate that they are generally
supportive of the April 1999 offer by China, and of any
other initiatives that would open the Chinese

telecommunication market to U.S. service providers. *
* 93

86 Andrew Bailes and Andrew White, “Asia-Pacific
Telecoms Markets,Financial Times Media and Telecoms
1997, p. 58.

87 Value-added services include computer processing,
electronic mail, electronic data interchange, electronic funds

The CCF arrangement entails a jointtransfer, enhanced facsimile, and on-line database access.

venture between a foreign company and a ChineseUSITC,Recent Trends in U.S. Services Trade, 1998 Annual

partner, the latter of which in turn sets up another joint

80|ndustry representative, New York Life Insurance
Company, “Statement for the Record,” House Committee on
Ways and Means, Subcommittee on Trade, June 8, 1999.

81|ndustry representatives, telephone interviews with
USITC staff, June 17-22, 1999.

82 |ndustry representative, telephone interview with
USITC staff, June 21, 1999.

83See Daniel H. RoseRehind the Open Door: Foreign
Enterprises in the Chinese Marketplgt®ashington, DC:
Institute for International Economics, Jan. 1999), Appendix
A, p. 277.

84 See letter from Albert M. Lewis, AT&T Director and
Senior Attorney, Federal Government Affairs, in Trade
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services totaled $3.3 billion in 1996, whereas sales of
telecommunication and related services through overseas
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88 packet-switched services entail dividing data
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Table 5-10
Telecommunication services: Assessment of the Chinese offer of April 1999

Current non-tariff barriers April 1999 offer Effects of April 1999 offer on trade and investment

1 Basic telecommunication services

X

2 China’s 1995 Provisional Regulations for * * * * * * Direct investment and sales through China-based
Guiding the Direction of Foreign Investment * * * * * * *, affiliates would likely increase.
prohibited foreign investment in the
management of basic telecommunication
businesses.

Under the November 1997 offer, limitations on
the cross-border provision of services are
unbound. Limitations on the provision of
services through a commercial presence are
unbound except that foreign service suppliers
may set up joint venture enterprises with
Chinese business partners to engage in the
construction of telecommunication networks.
After completion of the construction, the
networks are transferred to a licensed Chinese
enterprise for operation and management.
Joint venture enterprises cannot engage in the
daily operation and management of the
networks. However, the joint venture and its
foreign investors may share profits from the
networks through relevant arrangements.

3 The Chinese-Chinese-Foreign (CCF ) * * * * * * *, Direct investment and sales through China-based
arrangement enabled foreign partners to * * * * * * * affiliates would likely increase.
collect management and consultancy fees. An
existing ban on foreign investment indicates
that new CCF arrangements may be
prohibited.
4 No information. * * * * * * *, Direct investment and sales through China-based
* * * * * * *, affiliates would likely increase.
5 No information. * * * * * * *, Direct investment and sales through China-based

* * * * * * *, affiliates would likely increase.




Table 5-10- Continued
Telecommunication services: Assessment of the Chinese offer of April 1999

Current non-tariff barriers April 1999 offer

Effects of April 1999 offer on trade and investment

6 Value-added telecommunication services

7 China’s 1995 Provisional Regulations for *

Guiding the Direction of Foreign Investment * * * * * * *,

prohibited foreign investment in the
management of basic telecommunication
businesses.

Under the November 1997 offer, foreign
service suppliers are allowed to form one joint
venture each in Shanghai and Guangzhou
within 2 years of China’s accession to the
WTO. Foreign equity is limited to 25 percent.
The geographic area and number of permitted
ventures will be expanded within 5 years. The
scope of China’s November 1997 offer on
value-added services was limited to electronic
data interchange, code and protocol
conversion, and on-line information and data
processing. China offered to broaden the
scope of joint ventures within 5 years of WTO

Direct investment and sales through China-based
affiliates would likely increase.

accession.
8 The Chinese-Chinese-Foreign (CCF ) * * * * * * *, Direct investment and sales through China-based
arrangement enables foreign partners to * * * * * * *, affiliates would likely increase.

collect management and consultancy fees. An
existing ban on foreign investment indicates
that new CCF arrangements may be
prohibited.

9 Foreign service suppliers can provide * * * * * *
cross-border services by signing business * * * *
contracts with the Ministry of Post and
Telecommunications which arranges the circuit
and the designated gateway.

*
*
*

X

Cross-border sales to China would likely increase.

Source: Compiled by USITC staff.



CHAPTER 6
Effects Of WTO Accession On China

I countries such as Japan, Taiwan, and Korea to more

|ntrOdUCt|0n labor-abundant countries like China. The relocation of

This chapter addresses USTR's request tothese industries to China explains its rapid export
“...estimate and/or discuss the effects of accession ongrowth in labor-intensive manufactures. Goods of this
China’s rate and pattern of trade, economic growth, type which the United States previously imported from

and internal economic reform.” The estimates of the Taiwan and Korea are now being imported |arge|y
effects of the April 1999 tariff offer on China’s trade fom China.

and economic growth are derived by employing the
China-WTO model. The discussion of the effects of The second major economic force that he|ps
WTO accession on China’s internal economic reforms explain China’s evolving trade pattern is its more

draws on available literature on China's intemal recent participation in multi-stage production arrange-

political economy as well as written submissions and ments with neighboring East Asian countries. Rather
comments made at the public hearing in connection {4 completely relocating an industry, countries

with this investigation. specialize in various stages of a manufacturing process.
This has given rise to increased trade in intermediate

; ’ inputs where trade growth exceeds income growth.
Chlna S GrOWth and Japan exports capital—and technology-intensive
Trade Patterns equipment for building infrastructure in China, while

Taiwan and Korea supply other high-technology
components to China. China, with its low labor costs,

patternst  An understanding of China’s trade pattern adds value in_ t_he process_by providin_g labor in the
formation is important for explaining economic effects 2SS€Mbly of finished machinery and high technology

of its trade liberalization. As is reported in chapter 2, €quipment. Finally, Hong Kong provides international
China has undergone phenomenal change in recenfnarketing services. This type of specialization in
years both in terms of GDP growth and changing trade manufacturing partially explains the rapid growth in
patterns. In addition to trade policy change, growth China’s imports and exports of machinery and
from investment and technological change have playedequipment. These types of economic activities have
a major role in China’s changing trade patterns. contributed to China’s trade pattern formatforirade
Whether China joins the WTO or not, its growth and flows that emerge from these activities have important
future trade patterns will continue to evolve as a result implications for future trade liberalization by China.

of these economic forces.

Two major economic forces help explain China’s Rapid growth has taken place in China’s exports of
evolving trade pattern. First, an ongoing relocation of light manufactures including footwear, toys,
entire industries is occurring among East Asian electronics, and sporting goods. The United States is a
economies. Industries most affected are those having anajor destination of these finished consumer goods.
high labor-input requirement in the manufacturing Also significant is that China’s rapid trade growth with
proces®.  Production is moving from higher-wage other East Asian countries in sectors such as electrical
machinery and equipment.

Quantitative estimates of the impacts of China’s
WTO accession rely heavily on China’s existing trade

1 These industries include wearing apparel, footwear,
and other manufactures such as toys and sporting goods ] o )
where substitution between labor and capital is limited under 3 Although China’s trade statistics may give an

existing technology. impression that China’s comparative advantage is shifting to

2 Data used in the China-WTO model contain capital and technology-intensive manufacturing, in reality
sector-level bilateral flows between China and all regions in  China continues to rely heavily on imported capital goods
the world. and technology.
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Another important factor in explaining China’s both static effects holding economy-wide factors
trade pattern is its stage of economic development.constant as well as the full effects of trade
Despite China’s rapid growth in recent years, it has liberalization, including policy-induced growth effects.
relatively low per capita income and income
distribution is still highly skewed. Typically, as
countries grow and develop, there is an income shift
towards middle income households. With this income
distribution shift, there is a corresponding change in
the import composition towards more consumer-
oriented goods and serviées But because China’s
middle class is still relatively small, China has not yet
emerged as a major market for consumer-related
goods. Based on existing trade patterns, the impact o
the imports of consumer-type goods is not likely to be
significantly affected by WTO accession. However,
future growth and development will likely affect
China’s composition of trade. This analysis is beyond
the scope of comparative static modeling.

China’s tariff reductions for WTO accession
present a case where only one country reduces its trade
barriers, as opposed to a situation of a multilateral or
regional trade agreement, which involves multiple
impacts stemming from many countries simultaneously
liberalizing their trade. For the China analysis, the
impact of liberalization can be fairly easily traced
through various markets. First, as import duties are
reduced in China, the initial response is for importing
Yirms in China to substitute away from higher-cost
domestic goods in favor of cheaper foreign-produced
goods. As protected industries face greater foreign
competition their profits are reduced, thus the initial
impact of a tariff reduction is borne by more highly
protected industries. China’s imports from the world

The comparative static analysis performed here would be expected to increase as a result of the tariff
involves estimating effects from China reducing its cuts. At the same time, less protected industries and
tariffs, per the April 1999 offer, in the absence of those which rely more on imported goods become
factors that cause growth. It measures impacts thatmore profitable as less tax is paid on imported goods.
stem from price effects induced by trade liberalization Those industries whose profitability is enhanced
as opposed to growth effects that are not induced byexpand as they are able to attract workers by offering
trade liberalization, such as an increase in labor andrelatively higher wages.

capital accumulation. In this context, China’s past and The effect on China’s exports is more ambiguous
expected future rates of growth are not relevant for depending largely on industry trade orientation in

gst|mat|ng effects frqm trade liberalization.  Of China. If expanding industries are export-oriented,
Importance gre, the deustments that would occur as %hen China’s exports would have a stronger tendency to
result of.Cr?mas tariff cuts. In a real world context', increase; alternatively, if expanding industries are
how China's economy and trade are affected wil domestically oriented in their sales then exports are

depend on the magnitude of price change due to thenot expected to increase as a result of trade

reduction in tariffs and the relative size of affected liberalization® In either case, labor and capital in

S?Ctoés n C(:jhl?aifecgnotrw. Tq thf (\a/)\;'f?gt Chma.haSChina move from more highly protected industries to
aireacdy made tanit reductions prior o accession, |oqq protected industries. Greater efficiency can be

the |g_1palctfon (;g!tr}aslcfccl)#lomty is  determined achieved through this reallocation as factors of
accordingly from additional taritt cuts. production move from less-productive activities to

more-productive activities. Economic gains associated
with reallocation are calledtatic allocative efficiency

I I gains as there is no change in the size of the labor force
Compa_'ratlve S.tatl’C or stock of capital in the economy.
AnaIySIS Of Chlna S Besides static gains, there can be secondary effects
Economy as a result of trade liberalization. These are called

growth effects. Economy-wide efficiency gains result
This comparative static analysis addresses thein additional income and savings in the economy. This
question of how China’s economy in its current state increase in capital stock leads to greater domestic
would have differed had China reduced tariffs as investment which in turn adds to an economy’s capital
proposed in the April 1999 offer, holding other policies stock. This leads to an overall increase in productive
constant, including domestic reforms. As is discussedcapacity of the liberalizing country, a result not
in chapter 1, comparative static analysis can provide captured by static gains. In addition to increases in the

4 Growth in imports of higher value food and beverages 5 This information is explicit in China’s national
is one example reflecting structural shifts arising from a input-output table which is an integral part of the database in
growing middle income class. the model.
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capital stock, total factor productivity (TFP) can be services. Nor do the simulations include the impact of
enhanced as a result of trade liberalizafiom. the the removal of NTBs in the Chinese economy as
China-WTO model, the primary mechanism driving necessary data (as indicated in chapter 1) on tariff
TFP growth is new technology embodied in imports of equivalents applicable to these trade barriers per the
intermediate capital goods. Productivity growth is then April 1999 offer are not available. As discussed in

a function of technology transfer.

These growth effects (i.e., increase in capital stock

and TFP) come about solely from adjustments caused

by policy changé. A comparative static analysis
accounts for policy-induced growth effects, in that it is
a comparison of an economic state with a policy
change and one without the policy change, holding all
other factors constant.
comparative static analysis is that, if China had cut
tariffs per the April 1999 offer, how would its level of
capital and productivity growth likely be different from
what it is today. Accounting for growth effects in a

comparative static framework means that adjustments

from endowment growth are taken into consideration.
Hence, including growth effects represents a more
complete impact of the policy induced changes in the
Chinese economy. Ignoring these growth effects may
bias the estimated impatt.

Results for China’s April 1999
Tariff Offer

The China-WTO model is employed to estimate
the impact of tariff reductions offered by the Chinese
government in the April 1999 bilateral negotiations.
This tariff offer consists of a wide range of cuts across
different sectors which vary by partner. This is
because the tariff cuts are not uniform within each

sector and the composition of trade within each sector

varies by partner. The China-WTO model is employed
to run two simulations. The first simulation estimates
only the static gains from allocative efficiency, while
the second simulation estimates the growth effects
beyond the static effectdhese simulations do not
include the direct effect of liberalization of trade in

6 Institute of Developing Economies, “Special Issue:
Trade Liberalization and Productivity Growth in Asia,” vol.
XXXII, No. 4, December 1994.

7 These policy-induced effects are distinct from capital
accumulation, productivity growth, and labor and human
capital growth that would occur regardless of trade
liberalization. Such determinants of growth are accounted
for in a multi-period growth model employed in chapter 8 to

The question asked by the

Chapter 5, NTBs have significant impact in restricting
trade in the service industry in China where tariffs are
relatively inconsequential.  Therefore, the overall
effects of China’s accession are understated.

Table 6-1 provides model results for the April 1999
tariff offer for the base year 1998 on China’s total
trade, accounting for both static effects and growth
effects separately. Without accounting for the growth
effects, China’s real GDP would increase by about 1
percent. In contrast, if the growth effects from trade
liberalization are accounted for, China’'s GDP would
increase by 4 percent. This implies that the growth
effects account for most of China’s economic
expansion associated with liberalizing its trade.
Without these growth effects welfare would decline
despite the increase in GDP, because China experiences
a negative shift in its terms of trade. As international
prices adjust, China must pay relatively more for its
imports than it receives for exports which then lessens
consumption in China. Consumption (welfare) does
not decline when growth effects are considered,
because incomes in China are enhanced, thus offsetting
the effect from unfavorable terms of trade changes.
The interpretation of the scenario with growth effects
could be understood as a longer run adjustment (as
indicated above) whereas their exclusion reflects more
of a short term adjustment.

For growth to take place from liberalization, China
must increase its trade with the world. The static
effects indicate that its total exports to the world would
increase by about 10 percent, while its imports would
likely increase by about 12 percent as import
liberalization takes place. In contrast, when growth
effects are taken into account, China’s total exports
increase by about 12 percent and its total imports
increase by about 14 percent. This suggests that the
growth effects arising from China’s proposed tariff
reductions will enhance China’s competitiveness in
world trade but increase it reliance on imported goods.

Changes in output by sector provide a fuller
understanding of the structural changes that would
likely occur from China’s liberalization (table 6-2).
Among primary agricultural sectors, oilseeds would
experience the largest decline in China. This comes

assess the impact of the ATC quota phase out for textiles andmainly as a result of reducing protection in vegetable

apparel products over the 2000-10 period.

8 Accounting for growth effects could introduce other
types of biases such as an exact productivity response. In
addition, the adjustment period required for growth effects to
fully materialize is not known.

oils and subsequent increase in imports. The growth
effects play a role in determining whether certain
agricultural sectors such as rice, other grain
(principally corn), and wool, experience expansion or

6-3



Table 6-1
Impact of April 1999 tariff offer on China’s economy
(Percentage change)

Item Static effects Static plus growth effects 1
GDP 0.9 4.1
Welfare . ... . -0.3 2.1
Termsoftrade ......... oo 2.1 -1.8
Total EXPOItS ... 10.1 12.2
Total IMports . ... 11.9 14.3

1 Growth effects include productivity growth and capital accumulation associated with China’s trade liberalization.

Source: USITC staff estimates for base year 1998.

Table 6-2
Impact of April 1999 tariff offer on China’s sector output 1
(Percentage change)

Static plus

Static growth
Sector effect effects 2
Wheat . ... ok ik
RICE oo ok ok
Other grain ... bl ok
OIlISEEAS ..t ok *kk
SUGAT oottt e rxE *kk
Plant Fiber ..o ik xxk
Vegetable OilS . .. ... b vk
W00 . bl ok
Beverages and tobacCo . ... ... ok ok
L2 1= ok ik
Wearing apparel .. ... i *xk
Footwear and leather .. ... . ... bl Hkk
WOOd ProdUCES . . ..o ok ok
Paper and pulp . .. ... rxk xxk
Petroleum produCts . ... .o ek Kk
Chemicals, rubber and plastics . ........... i ok ok
Mineral prodUCES . .. ... o il rxk
Ironand Steel . ... ... ok ek
Other Metals . ... e Frx kx
Metal ProdUCES . ... ek *kk
Motor vehicles and Parts . ..........uii it ok vk
Other transport eqUIPMENT . . . . ... e e e Fhx Fkk
ElectroniC equUIpmMEnt ... . Fxx *xk
Other machinery and equipment .. ... . i ok vk
Other manufaCtures ... ... o e bl ek

1 These estimates do not include the effects of liberalization of trade in services or the removal of non-tariff
barriers. Therefore, overall effects of China’s accession are understated.

2 Growth effects include productivity growth and capital accumulation associated with China’s trade liberalization.

Source: USITC staff estimates for base year 1998.

6-4



contraction. For example, as incomes increase due testatic effects, 21 percent of additional Chinese exports
growth effects, demand increases for rice and otheris distributed to the United States, while only 6 percent
grain (substitutes for wheat which faces a bound rate ofof additional Chinese imports will be supplied by the
* * *percent, despite a cut in the MFN rate by * * United States. Japan, on the other hand would supply
* percent as shown in table 1-1), leading to an increasenearly 25 percent of China’s additional imports. Other
in output for these sectors. In the case of wheat, withlarge suppliers are Taiwan (20 percent), the EU (17
reduced protection imports increase with concomitant percent), and Korea (13.3 percent). Accounting for
continued contraction of this sector in the growth case, growth effects will slightly increase the trade shares for
though at a declining rate. This is so because output inthe United States. The United States has the largest
the wheat sector increases due to greater availability ofdiscrepancy in terms of the share as supplier (6
capital in the dynamic effects analysis. percent) versus a destination (21 percent) of Chinese
goods. This has implications for how the U.S. trade

Among industrial sectors, wearing apparel, with China is affected by China’s tariff reductions, as
footwear and other light manufactures output increasesdiscussed in chapter 7.

substantially for both the static and growth analysis.
Similarly, expansion also occurs in electronic The results suggest that China’s capacity to export
equipment, and other machinery and equipment. Thiswould depend more on additional capital generated by
comes at the expense of a contraction in * * *  trade liberalization (growth effect of liberalization)
than on sectoral reallocation of capital as captured in
The potential effect of the April 1999 tariff offer on the purely static results. The growth effects are less
China’s trade by trading partner is shown in table 6-3. directly important to increasing China’s imports,
The first column reports how the resulting increase in except as these imports are needed to support export
exports is distributed among trading partners underindustries. Much of the import growth is driven by
static effects, and the second column reports thechanges in relative prices which induce substitution
distribution of additional exports under static plus between domestically produced goods and foreign
growth effects. The third and fourth columns report goods. The analysis suggests that without growth
similar results for imports. For example, under the effects, China’'s surplus would most likely fall as its

Table 6-3
Distribution of China’s trade by partner resulting from April 1999 tariff offer 1
Exports Imports
Static Static plus Static Static plus
effects growth effects growth
% of effects 2 % of effects 2
total % of total total % of total
Partner exports exports imports imports
United States ... 20.7 21.2 6.2 7.1
Canada ... 2.0 2.0 0.8 0.9
MEXICO . vt te 0.4 0.4 0.0 0.0
EU 21.3 21.8 16.7 17.7
Japan ... 20.8 19.7 24.8 23.0
OtherOECD . ...ttt 4.2 4.1 1.0 1.3
KOr@a . oottt 3.2 3.2 13.3 12.1
TaIWAN .. 2.6 2.7 20.3 19.2
HongKong ... 4.9 5.0 8.4 9.1
ASEAN . 4.9 5.1 4.4 4.6
South Asia ... 1.8 1.9 -0.2 0.0
Restof World ........ .. .. 13.3 13.0 4.3 5.1
World ... 100.0 100.0 100.0 100.0

1 These estimates do not include the effects of liberalization of trade in services or the removal of non-tariff
barriers. Therefore, overall effects of China’s accession are understated.
2 Growth effects include productivity growth and capital accumulation associated with China’s trade liberalization.

Source: USITC staff estimates for base year 1998. These estimates reflect fixed exchange rates.
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growth would be much lower (0.9 percent in the static judicial reform, regulatory reform, large-scale
case rather than 4 percent in the growth case, table 6-1privatization, reform of labor markets and reform of
with concomitant lower growth for its exports, but central-local government relationships. Thus, it is
higher growth of imports as mentioned above. reasonable to expect that certain aspects of China’s
economic reform process that are important to U.S.
interests will take longer to achieve than trade and

Effects of WTO Accession investment liberalization per $8.

on China’s |nterna| The political benefits of trade liberalization to an

; incumbent regime arise from improved economic

Economic Reforms efficiency and economic growth, while its political
y g p

costs come from redistributing income from protected
“losers” to export-oriented “winners.” The political
costs of trade liberalization are larger when the
economy is relatively dependent on trade and when its
rate of economic growth is low, since in both cases the
redistributive effects of trade liberalization are felt
more sharply. China, with a relatively large economy,
is not as dependent on trade as some other smaller
economies, and China has enjoyed very rapid

conomic growth in recent years. These features of

hina’s economy make it politically easier to sustain
trade and investment liberalization.

The first part of this chapter relied on formal
quantitative modeling of tariff cuts to assess the
possible impact of Chinese accession to the WTO on
China’s future patterns of trade and economic growth.
This section seeks to analyze the possible impact of
WTO accession on the future course of China's
economic reforms. Processes of reform and policy
change are inherently complex, and their analysis
involves both political and economic considerations.
These processes are not as amenable to forma
quantitative modeling as are economic growth and
international trade; thus, the following analysis is
undertaken on a descriptive basis. For general  Opposition to trade liberalization is particularly
background on the historical development and currentStrong among formerly protected industries and holders

situation of China’s economic reforms, see Appendix Of import quotas. In China, this category of firms
F. includes many inefficient state-owned enterprises. * *

*.  State-owned enterprises in 1997 employed over
110 million urban workers, including 30 million

Effects of Trade and Investment manufacturing workers, an increase of 40 million total
Reform on Reforms Of Other workers in state-owned enterprises since 1978.

Polici Sg Because the workers and managers of state-owned
olicie enterprises benefit in general from policies that permit
The process of economic reform is complex, and state-owned enterprises to maintain losses, the removal

not particularly well understood. A country’s decision Of trade-related benefits for these firms, such as
to adopt economic reforms in a single area (e.g., Protection from foreign competition or privileged
opening its economy to the outside world, controlling access to imports, may intensify efforts by the
price inflation, strengthening property rights, or constituents of state-owned enterprises to cling to the
reducing  business regulaton) may create remaining privileges of these firms, providing further
constituencies for reform in other areas, or reduce theresistance to reform. Alternately, trade liberalization
viability of policies and institutions which had been could, by increasing unsustainable losses of formerly
relatively stable under a more economically repressedprotected state-owned enterprises, increase pressure on
policy regime. The following discussion of general the Chinese government to undergo more radical
principles regarding the relationship between trade andreforms sooner than would otherwise be the case.

investment liberalization and the progress of other  Taple 6-4 illustrates the relationship among trade
types of reform applies also to the Chinese context in|iperalization, foreign investment liberalization, and

particular. selected other areas of economic poltyCountries
In many countries, trade and foreign investment "
liberalization are “first generation” reforms, and are For example, see the remarks of Jerome Cohen at a

ft ier t hi th th biecti h conference on “China’s Accession to the World Trade
oren easier to achieve than other objeclives such asgrganization: Implications for the United States, Japan and

the World,” Columbia University, New York, New York,

9 For general background on this topic, ¥éarld April 9, 1999.
Development Report 1997: The State in a Changing World 11 The table was derived by USITC staff from Bryan T.
(Oxford: Oxford University Press for the World Bank, 1997), Johnson, Kim R. Holmes and Melanie Kirkpatrit®98
particularly chapter 9. Index of Economic Freedo(Vashington and New York:
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Table 6-4

Correlation of trade and FDI liberalization with other economic freedoms

Trade liberalization

Average score for economic freedoms in 156 countries

(1 = most free, 5 = least free)

Level of Number of Foreign Wages and Property
Score protectionism countries investment Banking prices rights Regulation
1 Very low 5 1.60 2.20 2.20 2.00 2.00
2 Low 42 221 2.36 2.29 1.69 2.71
3 Moderate 30 2.60 2.77 2.67 2.90 3.30
4 High 25 2.84 2.96 3.08 2.96 3.44
5 Very high 54 3.44 3.80 3.37 3.69 3.94
China’s score in 1998 3 3 4 4 5
Foreign investment

Barriers to Number of Wages and Property
Score foreign investment countries Trade Banking prices rights Regulation
1 Very low 6 2.00 2.00 2.00 1.83 2.00
2 Low 64 2.89 2.45 2.38 2.16 2.97
3 Moderate 49 3.73 3.04 2.88 3.00 3.43
4 High 30 4.47 3.97 3.60 3.67 4.00
5 Very high 7 5.00 5.00 471 5.00 4.57
China’s score in 1998 5 3 4 4 5

Source: Derived by USITC staff from Bryan T. Johnson, Kim R. Holmes and Melanie Kirkpatrick, 1998 Index of Economic Freedom (Washington, D.C. and New
York: The Heritage Foundation and the Wall Street Journal, 1998.)



that liberalize trade tend in general to have more open The authoritative relationship and the
banking systems, more flexible wages and prices, power relationship between the central

stronger property rights, and more liberal schemes of  government and the lower . . . levels of Chinese
economic regulation in general. The same is true for  government is very complicated. And there are
countries that liberalize foreign direct investment. times when provinces go their own way.
These associations as measured do not by themselves

answer the question of whether general economic On the day before Deputy Secretary of

reform is a consequence or a cause of trade Treasury Summers met with Zhu Rongji, the
liberalization in most countries. The results do suggest  premier, in Beijing eight or ten months ago ... to
that trade and investment liberalization are more likely ~ discuss the stabilization — the maintaining of
to take place simultaneously with other forms of the value of the renminbi, Zhu was down in
liberalization and reform than in the absence of general  Canton, in Guangzhou, in the southeast, raising

economic reford2  Using the Johnson/Holmes/ Cain with — with provincial and local officials
Kirkpatrick index in table 6-4, China’s current trade down there and saying, “You guys have got to
policies are relatively illiberal by international obey the — the directives and the orders from

standards, and its investment policies are only the central government in your economic
moderately liberal. Thus, a WTO accession agreement  behavior, or we're going to fire you.”

which substantially liberalizes trade and investment

policy could create significant opportunities for And so here he was negotiating with the

linkages to liberalization in other areas. most powerful economy of the world on
something of significance to the entire world’s

economic stability one day. The next day, he

; was down, telling the provincials that they had
Effect_s Of WTO ACCGS_SIOI’] on to stop this — had to stop ignoring Beijitg).
Relations between China’s o _
If China joined the WTO, then actions by the
Central Government and provinces that were inconsistent with WTO obligations
Provinces would be more than just domestic political problems—
they would be cause for China’s trading partners to
As discussed in chapter 2, China maintains a take it to dispute settlement. Because China could well
unitary national government which, in theory, directly find itself defending multiple WTO disputes
controls activity in the provincial and local simultaneously, it may be willing to spend less political
governments. In practice, however, enforcement andcapital on disputes which could be more easily
interpretation of central government edicts varies resolved by exerting greater authority over provincial
markedly from province to province, often in and local governments. In turn, foreign businesses
unpredictable ways. In order to comply with basic prefer u_mforr_n_lty of policies across Chma,_for the sake
WTO obligations, China would need to ensure ©f Predictability and convenience. Being able to
consistent treatment of non-Chinese enterprises in all€nsure uniformity of such policies through the WTO

risdictions. with respect to a wide variety of policies would involve changing the balance of the relationship
! ' P yorp " between the center and provinces, generating some

In  his testimony before the Commission, immediate benefits for business.
U.S.-China Business Council President Robert A.

Kapp remarked: If China’s WTO accession leads to a more uniform

policy regime in China’s regions, this could in turn

_Continued promote political stability in China. The current
The Heritage Foundation and théll Street Journal1998). economic successes enjoyed by those coastal provinces

Besides the categories listed in the table, the report also . . . . .
analyzes taxation, government intervention (measured by the Which have experienced the most liberalized expansion

size of government and prevalence of state-owned of foreigners’ economic activity has  provoked
enterprises), monetary policy, and the black market. resentment and cultural backlash among inland
12 According to thdndex of Economic Freedonoted . : . :
exceptions include, countries such as Uganda, Trinidad and Provinces, at the same time making the inland
Tobago and the Bahamas maintain certain features of a provinces “me-too” advocates of further refok.
relatively liberal economy, such as strong property rights,
wage and price flexibility, or liberal business regulation,

while being very closed to international trade. Some of the 13 Robert A. Kapp, testimony before the Commission,
transition economies, including Lithuania, Mongolia, Feb. 23, 1999, transcript, pp. 54-55.

Romania, and Armenia, have developed relatively liberal 14 Susan L. ShirkThe Political Logic of Economic
trade regimes while lagging in other areas of economic Reform in ChingBerkeley: University of California Press,
reform. 1993), pp. 49-50.
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Improvements in access to internal distribution, government practice in China could thus have a
advocated by U.S. firms but not directly linked to negative impact on reford®
WTO accession, could, if achieved, help to break down
current protectionist barriers among the provinces  Under the current Chinese system, provincial and
themselved? further tipping the balance of political local governments control state-owned enterprises as
authority toward the center. Conversely, the current well as does the central government, and must make
benefits enjoyed by foreign firms in special enterprise decisions as to what degree of support and autonomy to
zones, and Chinese firms doing business with them,give to state-owned, collective, and private
may create constituencies in China that might resistenterprised? In particular, the presence of
attempts to harmonize China’s national treatment of state-owned enterprises under provincial and local
foreigners in the name of WTO compliariée. control means that local governments are heavily
involved in issues of product development, market
It is not immediately clear, however, that research, technology acquisition, and the allocation of
centralization of political and economic authority in  finance among enterprises. Independent interpretation
China is unambiguously in the U.S. interest, or more ¢ centralized policy edicts means that different
likely to promote reform in the long run than the ,.6yinces develop different articulations of the process
current system.  Since 1979, China has begun 10t reform in a “socialist market economy.” Differences

gradually transform itgle jure unitary state into ae

facto federalist system. Suche facto federalism

permits regional experimentation, which is useful in
identifying possible paths to reform when the optimal
policies are initially unknown. Local governments
control about three-quarters of state industrial firms,
make important investment decisions in both
manufacturing and infrastructure, and directly control

the township-village enterprises at the heart of the

household responsibility systefh.The responsibility
system itself, which was the cornerstone of the

first-generation Chinese reforms, began as a local

experiment in Fengyang County of Anhui Province in

1978, when the rest of the country was operating under
in business

the commune system. Innovations
practices originally introduced in the special economic
zones in China have diffused broadly in the country.
Excessive standardization of provincial and local

15 These have included direct prohibitions by the
interior provinces of “imports” of higher-quality coastal
goods, hoarding of local raw materials for local processing,
and attempts by local governments to collect rents from
higher-priced color televisions “imported” from other
regions of China. Ibid., pp. 185-186.

16 |n his testimony, Daniel H. Rosen stated that “most
foreign investors in China benefit from privileged policies
that exceed the most favorable terms ostensibly available to
businesses foreign or domestic. Foreign incumbents, like
indigenous Chinese ones, would presumably see these
privileges leveled down as a WTO template of rules were
projected onto the Chinese playing field. It's important for
Western proponents of Chinese liberalization to contemplate
the implications of this in gauging their commitment to
pushing China’s reform.” Daniel H. Rosen, testimony before
the Commission, Feb. 23, 1999, transcript, pp. 37-38.

17 Yingyi Qian, “The Institutional Foundations of
China’s Market Transition,” paper presented at the World
Bank Annual Bank Conference on Development Economics,
Washington, DC, April 28-30, 1999.

in provincial policy regimes can provide a source for
experimentation in the process of reform, so that
neither good nor bad policy choices take place in all
locations at once. Central policymakers can point to
successful local experiments as policies to be
emulated, as in the case of Deng’s 1992 trip to the
special enterprise zones in southern China. Indeed, the
entire policy of special enterprise zones and locally
limited experiments with a foreign presence in key
industries suggests that a process of experimental
competition among varying provincial policy regimes
is in part a deliberate strategy of the central
government, even though such competition also in part
reflects incomplete central control.

18n a longer historical perspective, the varying degree
of Chinese central control over regions has been inversely
related to economic dynamism and openness to foreign
trade. Periods of particularly strong central authority, such as
the later Ming and Qing dynasties, saw reversals in
government policies of promoting technological advance and
the use of central authority to prohibit foreign trade, to the
extent of suddenly closing Chinese shipyards which had
produced a fleet capable of successfully reaching
Madagascar in the 15th century. By contrast, earlier periods
such as the Tang and Song dynasties, which experienced
frequentcoups d’'étatregicides, and civil conflicts among
local princes, had as a consequence greater political
“competition” and local autonomy, enjoyed more rapid
technological advance, and experienced more regular
commercial interactions with foreigners, particularly in the
south of China. See Joel Mokyihe Lever of Riches:
Technological Creativity and Economic Progré&sxford:
Oxford University Press, 1990), ch. 9, and Angus Maddison,
Chinese Economic Performance in the Long [Raris:

OECD, 1998) .

19 For a description of the “local corporatist state” in
China, see Jean C. Oi, “The Role of the Local State,” in
Andrew G. Walder, edChina’s Transitional Economy
Oxford: Oxford University Press, 1996.

6-9



Eﬁects Of Trade Liberalization state-owned enterprises exposed to competition may

occur whether or not the enterprises are ultimately

on China’s State-Owned privatized.

Enterprises In a recently released stuéfyl ee Branstetter and
Robert Feenstra analyze the implicit preferences of the
Chinese government by analyzing the effects of tariffs,

grown rapidly overall, state-owned enterprises have trade, state-owned enterprises, and wages on the degree
grown more slowly than enterprises under other forms ' . prises,  Wage: : 9
of penetration of multinational firms in different

of ownership, and their share of Chinese output has . . .
decreased over time. The state-owned enterprises have Jlons of China over 1984'1995.' The estw_nates
dicate that over this time period, the Chinese

experienced mounting and unsustainable losses. Thes )
losses, combined with the fact that the state—ownedgovernment has valued the production of state-owned
’ enterprises from two to twelve times as much as the

enterprises retain a large number of workers anOIWelfare of consumers. These results provide further

provide them with a variety of social benefits, create an vidence that Chin m hay It ?difﬁ Ity in

increasingly urgent problem for Chinese policy. evidence ha a may have political culty
liberalizing its trade and investment regimes, such as

An important source of the ongoing competitive ynder its WTO accession proposal.
pressure on state-owned enterprises is the opening of

. . Further evidence of the trends discussed in the
the Chinese economy. Non-state-owned enterprises o . . .
. ) above analysis is provided by the fact that since Prime
tend to be more export intensive than state-owned

. . . L Minister Zhu'’s visit to Washington in April 1999, both
enterprises, and increasing competition from both : . o
: . _state-owned enterprises and Chinese provincial
domestic and foreign sources has put pressure on profit_ . - L
S . officials have expressed opposition to China’s entry
margins in state-owned enterpri8sFurthermore, . L .
: . into the World Trade Organization, due to the negative
state-owned enterprises are as a group relatively ; . "
o . effects of more open international competition
capital-intensive compared to other forms of . o . -
. . ) - . concerning their interests. China’s trade minister has
ownership. Further Chinese trade liberalization is » .
X . . acknowledged that such opposition exists, and the
likely to raise the returns to Chinese labor and reduce

. ) ) Chinese Government has conducted a series of
the returns to Chinese capital, as the Chinese econom¥neetings with senior officials and leaders of state

adjusts more closely to its true comparative advantage. - .
enterprises to address their conceés. Such
Such developments would place further stress on the S : . : .
: . I . admissions of internal dissent are unusual in China’s
financial position of state-owned enterprises, . .
political system. As an example of the current internal

heightening pressures for reform. As noted earlier in discussion in China, Xie Yutang, mayor of Jinan,

this chapter, managers of state-owned enterprises . . : -
which benefit from the current Chinese preferential capital of Shandong province, told thimancial Times

L . that he opposed any rapid drop in customs tariffs
policies towards such enterprises represent an . ; o .
; : . ; associated with China’s entry into the WTO, and
important potential constituency opposing further .
: o favored a slow rather than a fast timetable for
trade liberalization. . . .
_ _ ~accession. He cited National Heavy Truck Corp., a
The likely consequences of China’'s undergoing l|arge local employer, as an example of a firm which
accelerated reform of state-owned enterprises includecould fail under Chinese WTO enf¥.
substantial dislocations of workers and contractions in
some heavy industrial sectors in the short run, but with 21| ee G. Branstetter and Robert E. Feenstra, “Trade and

- ; i i A Foreign Direct Investment in China: A Political Economy
long-run bepgflts accruing due to increased .efflmency Approach,"NBER Working PapeXo. 7100 (Cambridge,
of the remaining enterprises. Enhanced efficiency of \ja: National Bureau of Economic Research, April 1999).
22 Seth Faison, “China Seeks to Win Over Dissenters on
20 Barry NaughtonGrowing Out of the Plan: Chinese Joining Trade Group,The New York Timegune 8, 1999.
Economic Reform 1978-1998ambridge: Cambridge 23 James Kynge, “Chinese Mayor Lukewarm on
University Press, 1995), pp. 233-234. Country’s Entry to WTO,Financial TimesJuly 7, 1999.

As chapter 2 reports, while China’s economy has
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CHAPTER 7
Effects on the U.S. Economy
of Reducing China’s Tariffs

I arises when the liberalizing country has a comparative
|ntrOdUCt|0n advantage in sectors where the United States also has a
This chapter describes the likely effects of China’s comparative advantage. In that case, gains to the
April 1999 tariff offer on the U.S. economy. It also United States from increased trade are not likely to
provides estimates for alternative simulated tariff materialize.

reductions of 25 percent and 50 percent. The  Gains for the United States from increased trade
estimates are based on a comparative static analysigye realized when the liberalizing country (here, China)
where tariff reductions for agricultural and gspecializes in the production of goods where the
non-agricultural sectors are performed simultaneously ynjted States does not have a comparative advantage.
using the single-period China-WTO model. ~ The Historically, for U.S.-China trade there has been
USTR also requested an estimation of the effects oncomplementarity where the United States has
the U.S. economy of the removal of China’s non-tariff comparative advantage in different sectors than does

barriers.  To the extent data were available, the china. This is in part due to the wide disparity in
China-WTO model was used to estimate the impact of wages and relative capital intensity in production.

the removal of selected non-tariff barriers beyond the Gjyen this, increased trade will result in positive static

50 percent tariff cut scenario. economic gains for the U.S. economy as China
In general, if a U.S. trade partner reduces its liberalizes its trade. This comes about as factors of
tariffs, some U.S. sectors will be able to expand as aProduction in the United States are employed more
result of improved market access. However, the efficiently.
economy-wide gains can only be determined through  Trade-related productivity, a growth effect, is not
an empirical investigation, analyzing actual tariff asimportant for the United States as it is for China (the
reductions in the other country—China, in this liberalizing country) for several reasons. It is when an
case—and the composition, size, and direction of trade.importing country acquires new technology from
Because trade with China comprises less than labroad that productivity is enhanced by trade. For the
percent of U.S. gross domestic product, even United States, new technology does not originate from
substantial industry gains will appear small measured goods imported from China. Rather, the United States
against the overall size of the U.S. economy and theis a primary producer of technology. Moreover,
total U.S. trade with the world. imports from China are mainly finished consumer

As discussed previously, gains from liberalization 900ds that have no explicit link to U.S. production.

consist of both static and growth effects. Static gains Therefore, it is not expected that U.S. productivity
occur from reallocation of factors within an economy. 9rowth will occur from China's trade liberalization.
In order for static efficiency gains to accrue The growth effects occurring in China stimulate greater

less-efficient sectors in the United States undergo somdade with United States, thereby further exploiting the
contraction in order to ‘free-up’ factors of production Comparative advantage between China and the United

for expansion of more efficient sectors. However, States beyond what the static effects provide.

since the United States is not required to liberalize its  As indicated in chapter 1, the model simulated
trade to induce such an adjustment, the U.S. economyseveral tariff reduction scenarios: estimates reflecting
is affected only by trade impacts stemming from the China’s proposed tariff reductions as of April 1999,
liberalizing country. More efficient unprotected U.S. and two alternative scenarios that simulate
sectors could face greater competition, while less across-the-board cuts of 25 percent and 50 percent
efficient protected sectors may expand. This situation from 1992 and 1997 tariff levels.
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Agricultural tariff cuts are calculated as the ImpaCt on the US

difference between the current base Ffatépplied

rates) and the bound rates for the year 2004, the year Economy of China’s Aprll
all agricultural commodities are fully implemented in 1999 Tarlﬂ: Offer

the WTO accession process. As discussed in chapter 4,
China has adopted tariff rate quotas (TRQs) for certain

commodities. Although some trade can occur undermeasured for the overall U.S. economy and for 25

the informal 9“_9‘6‘5 ata Iovyer duty (the- in-quota rate), industry sectors. Table 7-1 sets forth the effects of the
the rglevant |n_|t|al.base tariff for modeling the effects April 1999 offer, showing small but positive U.S.
of tariff reductio’® is the out-of- quota rate. * * *, aggregate trade and economy-wide gains. Gross
All other tariffs on agricultural and non-agricultural  gomestic product for the United States would increase
goods where TRQs are non-applicable were calculatedhy $0.3 bilion as a result of China’s trade
in a similar manner by taking the difference between liberalization under the static case. When accounting
the base and the bound rate in the period when fullfor growth effects, U.S. GDP would increase by $1.7
implementation takes place. The China-WTO model is billion due to increased trade with China and with the
used to simulate the effects of all agriculture and world. Household welfare change is positive for both
industrial sectors tariff reductions simultaneously, the static and growth cases, increasing by $1.8 billion
using Comparative static ana|ysis_ in the static case and $33 billion when grOWth effects
are taken into account. The welfare gain is due in part
1 The Department of Commerce supplied the to the favprable change in it; terms-of tradle the United
Commission with MFN rates for base and bound rates for ~ States will experience. Prices paid for imports fall
China’s industrial goods. The Foreign Agriculture Service  relative to prices received for exported goods. This has
of the U.S. Department of Agriculture supplied base and the effect of improving U.S. households’ standard of
bound tariff rates for China’s food and agricultural living. Both total exports and total imports would

commodities. . it of China’s tariff ducti
2 In the China-WTO model, similar to other computable Increase as a result o inas ftarl reductions.

general equilibrium models, the two-tiered tariff scheme for ~Without accounting for growth effects, U.S. total

Effects of reductions in China’s tariffs were

the TRQ has not been modeled. exports from the April 1999 tariff offer would increase
Table 7-1
Impact of April 1999 tariff offer on the U.S. economy
Static plus

Static effects growth effects 1
Item $ Billions % Change $ Billions % Change
GDP2 0.3 ©) 1.7 ©)
Household welfare gain? .......................... 1.8 ©) 33 ©)
Total eXPorts? .. ...t 1.5 0.2 1.9 0.2
Total Imports? . ... 0.9 0.1 1.1 0.1
Exportsto China® ............ ... .. ... ..ol 2.4 9.0 2.7 10.1
Imports from China® .............................. 3.4 5.2 4.4 6.9
Termsof Trade ..........oiirrieii i, ® 0.2 ® 0.1
SKlled Wages ... ...t ©) @) ©) ©)
Less skilled Wages ............c.ovuiiiiiiinaiii... ® ©) ®) ©)

1 Growth effects include productivity growth and capital accumulation associated with China’s trade liberalization.

2 These estimates reflect flexible exchange rates.

3 Change less than 0.05 percent.

4 Exports are valued at f.0.b prices. Imports are valued at c.i.f. prices. These estimates reflect fixed exchange
rates.

5 Not applicable.

Source: USITC staff estimates for base year 1998.
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by 0.2 percent or $1.5 billion while imports from the import barriers are reduced, China’s households will
world would increase less, 0.1 percent or $ 0.9 billion. substitute lower-priced foreign produced food for
Accounting for both static and growth effects, U.S. higher cost domestically produced food thereby further
exports to China would increase by $2.7 billion while adding to the U.S. surplus in food trade with China.
imports from China increase by $4.4 billion. Wages The impact on commodities is driven not only by tariff
increase as the result of labor relocating into more Cuts for the individual commodities themselves, but
productive uses. where there are strong cross-commodity linkages,
reductions in tariffs in one commodity can affect trade

Table 7-2 sets forth the effects of the April 1999 in another related commodiy. In addition, they are
offer for selected U.S. industrial and agricultural affected by tariff reductions in all other sectors.
commodity exports to China. (See table E-2 in
appendix E for the data on China’s current tariff levels
and after full implementation of the April tariff 1999
offer). In 1995, China became a net importer of foo
as demand grew faster than domestic food production.™ Since China is the onlv countrv reducing tariffs. the
The United States has traditionally been a net exporterimpacts are not compounde):j by Chgnges in gther countries’
of food and agricultural commodities to China. As policies.

The impact on trade in individual agricultural
commodities varies depending on the size of the tariff
d reductions and on the initial volume of trade. Among

Table 7-2
Impact of April 1999 tariff offer on U.S. exports to China by sector 1
Static plus

Static effects growth effects 2
Sector $ U.S. millions % change $ U.S. millions % change
Wheat .......... 33.0 15.5 42.8 20.8
RiCE . e @) ©) *
Othergrain ......... ... ... 56.6 27.6 66.4 33.6
Oilseeds . ... -5.6 -7.9 -1.9 -2.9
SUGAT .« o ettt e e ® 3.4 ©) 11.2
COttON .o 230.1 59.2 252.3 67.7
Vegetableoils . ........... ... i 288.5 145.8 294.4 154.1
WOOl 3 3.4 ©) 7.8
Beverages and tobacco .............. ... . ... 222.9 124.5 217.7 127.3
Textiles ... 44.1 21.6 47.9 23.9
Wearing apparel ......... ... e 12.6 28.4 12.5 29.1
Footwear and leather ......................... 126.7 21.3 138.1 23.8
Wood products .. ... 4.3 1.7 10.1 4.2
Paperandpulp....... ... i 84.5 11.6 102.3 14.5
Petroleum products . .......... ... oo 9.8 11.3 12.6 151
Chemicals, rubber and plastics ................. 102.2 2.8 170.0 4.8
Mineral products ............ .. ... . o 13.3 5.0 17.9 6.9
ronandsteel ........ ... i 10.0 3.0 16.4 5.1
Othermetals ......... ... ... 17.7 7.3 23.9 10.1
Metal products ......... ... 62.5 12.3 70.9 14.3
Motor vehiclesand parts ...................... -592.8 -7.5 -329.2 -4.3
Other transport equipment ..................... -107.6 -7.5 -75.2 -5.3
Electronic equipment ......... ... ... ... ... 283.6 141 330.9 16.8
Other machinery and equipment ................ 515.6 11.0 611.8 13.2
Other manufactures .......................... 205.6 114 208.4 119.1

1 Data on tariff levels pertaining to April 1999 offer is provided in table E-2 in Appendix E.
2 Growth effects include productivity growth and capital accumulation associated with China’s trade liberalization.

3 Change less than $500,000.
4 Change less than 0.05 percent.
Source: USITC staff estimates for base year 1998.
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the largest tariff cuts for U.S. agricultural commodities
are vegetable oits,and beverages and tobacco, *
*

growth in U.S. exports.

The size of China’s tariff cuts varies by supplying
partner. That is, not all suppliers of vegetable oils to
China would receive the same tariff reductions. This is
because the tariffs are calculated as a trade-weighte

In this comparative static analysis where there are

* fixed factors of production in the economy, exports of
These cuts in turn produce the relatively larger transportation goods decrease as increased demand for

other sectors is stronger. The decrease in the exports of

transportation sector products however, is less when

growth effects are taken into account (decline from
about 8 percent to about 5 percent).

d Table 7-3 displays the effects of China’s April

average where the size of the cuts on individual 1999 offer on U.S. total trade (imports and exports)

commodities and actual volume of trade differ by

with all countries. The impacts on individual trade

partner. For example, in the case of vegetable oils, notS€ctors vary depending on the size of trade with and

all individual oils would be cut by the same amoun
and each exporter supplies different vegetables oils in
different proportions. * * %

* * *

* * *

However, U.S.

* *

Among industrial products, in terms of value, U.S.
exports of * * *would expand the most as a result of
China’s April 1999 tariff offer when growth effects are
considered (table 7-2). * * *

However, the model results indicate that U.S. * *
This has to do with the differences in tariff
reductions by China and the resulting increased
demand. That is, markets in China that are relatively
more open initially will not grow as much as those
markets with high tariff barriers where substantial tariff
cuts occur. China’s demand for specific U.S. goods
will be affected by the size of the tariff cuts and current
U.S. trade to the Chinese market.
demand grows relatively less when China removes

*

t tariff cuts offered by China. In some cases sectors

would be directly affected by the April 1999 offer. In
other cases U.S. trade would be indirectly affected by
adjustments taking place in the rest of the world in
response to China’s tariff cuts. Among food and
agricultural sectors, total U.S. exports of * * *

Exports to the world of U.S. wearing apparel
would decline while imports from the world would
likely grow an additional 1 percent or $600 million as a
result of China’s tariff reductions. U.S. footwear
exports, however, would increase by 1.5 percent, while
at the same time imports of footwear would grow by
2.3 percent. For heavy manufactures, exports of U.S.
motor vehicles would decline by 0.7 percent. However,
the decline would be reduced to 0.2 percent if growth
effects of trade liberalization are taken into account.

Table 7-4 displays the likely changes in sectoral
output for the U.S. economy as a result of China’s
tariff reductions. It is important to recognize that
exports to China represent a small fraction of total U.S.
industrial output. It is therefore not surprising to find
small effects for many of the larger U.S. sectors.

Sectors where

Agricultural sectors that would gain the most are

tariff barriers that are already low will be at a cotton and vegetable oils whose output would increase

competitive disadvantage in attracting and retaining PY 2-4 percent and 1.5 percent, respectively when

factors of production. An appropriate example is in the growth effects are_considered. Industrial _sectors most
transportation sector where the initial tariff is only 3.8 lkely to be negatively affected are wearing apparel,
percent, the lowest level among industrial goods. footwear, and other light manufactures, which would

Since China’s trade liberalization has a small effect on €XPerience a decline of less than 2 percent with or

demand for this sector, other sectors will benefit more.

4 The base rate for soybean oil is 80 and the bound rate
in 2004 is 9 percent. Initial quota quantity is 1.7 million tons
and final quota is 2.3 million tondJSDA/FASbelieves that
China will ensure that the applied duty for soybean oil,
peanut oil, cottonseed oil, sunflower seed oil, and corn oil is
no greater than the applied duty for any other vegetable oil.
The soybean oil tariff-quota will be increased
commensurately with any autonomous increase in the
tariff-quota quantity of any other vegetable oil. Beginning
Jan. 1, 2006, China will remove soybean oil from Annex 2A
and will grant the right to trade for soybean oil to all
individuals and enterprises.

5% % *x

without accounting for trade-induced growth effects.
Generally, these sectoral adjustments are consistent
with the underlying comparative advantage of the U.S.
and Chinese economies. Reductions in China’s tariffs
would reinforce structural changes that have already
been taking place over time.

Although the focus of this study is on China and
the United States, it is important to present a broader
picture to gain a fuller understanding of how and why
the U.S. economy would be affected by China’s WTO
accession. In an integrated world economy, all
countries are likely to be affected either directly or



Table 7-3
Impact of April 1999 tariff offer on U.S. trade with the world

Exports Imports
Static plus Static plus
Static growth Static growth
effects effects 1 effects effects 1
$U.S. % $US. % $U.S. % $U.S. %

Sector millions Change millions Change millions Change millions Change
Wheat ............ 17.8 0.3 29.0 0.4 0.2 0.1 0.2 0.1
Rice .............. -1.1 -0.4 -1.1 -0.4 0.1 0.7 0.1 0.9
Othergrain ........ 41.6 0.3 62.8 0.5 0.5 0.1 0.7 0.2
Oilseeds .......... -27.7 -0.4 -2.0 3 3.3 12 35 1.2
Sugar ............. -0.6 -0.3 -0.5 3 3.8 0.2 4.4 0.2
Cotton ............ 253.7 56  284.0 6.3 ®) ©) ® -0.1
Vegetable oils . . . . .. 284.4 16.4 292.4 17.0 5.1 0.4 5.1 0.4
Wool ............. ® -0.2 ® 0.4 @ A) @ -0.1
Beverages and

tobacco ........ 221.7 3.1 2207 3.2 4.6 0.1 3.9 ©)
Textiles ........... -124.4 -1.3  -130.7 -1.4 61.6 0.5 69.0 0.5
Wearing apparel ... -513.7 -6.4 -549.9 -6.9 534.4 1.0 599.3 11
Footwear and

leather ......... 44.8 15 51.6 1.7 579.4 2.3 650.1 2.6
Wood products . .. .. -27.8 -0.3 -27.5 -0.3 71.9 0.3 102.9 0.4
Paperand pulp .. ... 96.5 0.4 130.4 0.5 19.7 0.1 29.2 0.1
Petroleum

products ........ 14.7 0.3 19.7 0.4 7.1 0.1 7.1 0.1
Chemicals, rubber

and plastics . . ... 216.4 0.3 319.2 0.4 101.6 0.2 179.2 0.3
Mineral products ... -0.7 ® -4.5 -0.1 37.8 0.4 63.6 0.6
Iron and steel .. .... 3.3 ® 2.2 3 14.3 0.1 27.3 0.1
Othermetals . ...... 12.9 0.1 22.3 0.2 6.6 ® 6.0 ©)
Metal products ..... 58.8 0.4 58.5 0.4 20.6 0.1 66.9 0.3
Motor vehicles

and parts ....... -473.6 -0.7 -155.4 -0.2 -63.4 -0.1 -0.7 ©)
Other transport

equipment ...... -48.1 -0.1 0.7 3 49.6 0.3 80.5 0.5
Electronic

equipment ...... 105.3 0.2 72.6 0.1 294.1 0.3 500.0 0.5
Other machinery

and equipment .. 514.7 0.2 496.4 0.2 158.6 0.1 485.1 0.2
Other

manufactures ... -133.0 -0.8 -2015 -1.2 552.0 1.4 694.5 1.8

1 Growth effects include productivity growth and capital accumulation associated with China’s trade liberalization.

2 Change less than $500,000.
3 Change less than 0.05 percent.
Source: USITC staff estimates for base year 1998.
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Table 7-4
Impact of April 1999 tariff offer on U.S sector growth
(Percentage change)

Static plus

Static growth
Sector effects effects 1
WAL . . 0.1 0.2
RICE oo -0.1 -0.1
Other grain oo 0.1 0.1
OIlSBBAS .. 0.5 0.7
SUG AT ettt -0.1 -0.1
GOt 0N ot e 2.2 2.4
Vegetable OilS . .. ..o 1.4 15
V00l -0.1 0.2
Beverages and tobacCo . ...... ... 0.2 0.2
T XU S ..o -0.5 -0.5
Wearing apparel .. ... -1.1 -1.2
Footwear and leather . ... ... .. e -1.7 -1.9
WO PIrOTUCES . ..o ettt e e e e e -0.1 ®
Paper and PUID . . ..ottt @ 0.1
Petroleum ProdUCES . . ...ttt et ettt e ® 0.1
Chemicals, rubber and PIastiCs . . ... ...ttt ® )
MIneral ProdUCES .. ... e ettt ettt et e e e e e e ®) ®
[FON AN STEEI & ..ttt ® ®
OthEr METAIS . . . ottt ettt e e e e e e e e 3 @)
Metal PrOdUCES ...ttt et e ettt e et e e e e e e e ® ®
Motor vehicles and parts . ......... i -0.1 ®
Other transport @QUIPIMENT . . . ..o\ttt ettt e et e e e e e e e e ® @)
ElectroniC eqUIPMENT . .. .. ® -0.1
Other machinery and .. ...ttt e 0.1 3
Other manuUfaCtures . .. ... e e e e -0.8 -1.0

1 Growth effects include productivity growth and capital accumulation associated with China’s trade liberalization.
2 Change less than 0.05 percent.
Source: USITC staff estimates for base year 1998.

indirectly by China joining the WTO. Those regions imports, it would suggest that the United States would
most affected by China’s trade reforms are those with likely absorb more imports from China than the United
stronger bilateral trade links with China. Although States would supply to China. However, this does not
U.S. trade with China would be directly affected, total suggest that the U.S. trade deficit would increase with
U.S. trade would also be indirectly affected by trade the world even if the bilateral deficit with China
with China’s larger partner countries. increases. In the model, trade balances with other U.S.
partners would vary in accordance with the prevailing

The modeling framework (the China-WTO model) market forces

used for this analysis links economies through
bilateral-sector trade. This allows the model to capture  China has strong trade links with other East Asian
the effects of trade interdependency among economieseconomies. There has been growing interdependency
The model ensures that there is consistency in theamong China, East Asia, and the United Stétes,
accounting of total world trade as well as individual making China’s WTO accession of greater importance
bilateral country trade. World exports for each sector for these economies. If China reduces impediments to
must be in balance with world imports. An increase in trade, the economies of Japan, Hong Kong, Taiwan,
China’s exports must be matched by the same increase
in China’s partner imports of Chinese goods. As 6 The nature of this dependency has been researched and
shown in chapter 6, China depends more on the Unitegverified. See Sano and Tamamura 1993 International
S desti - f ds th Industrial Linkages and Economic Interdependency in

tates as a destination of goods than as a SOUrce OAsja-pacific Region: International Input-Output Analysis,
goods. For a given change in China’s exports and Institute of Developing Economies, Tokyo Japan.
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and Korea would absorb direct impacts. These China’s economy and trade grow. However, the U.S.
economies are important partners for the United Statestrade deficit with the world would not increase but
Growth in trade would be stimulated within the entire rather decrease. The U.S. has a positive change in its
East Asian region, which would then stimulate trade bilateral trade balance with several Asian economies
with the United States. Changes in bilateral trade including Japan, Korea, Taiwan, Hong Kong, ASEAN,
balances as a result of China’s tariff reductions would and South Asia—all of which are large trading partners
cause changes in the U.S. trade balance. In fact, U.Swith China. To a large extent, the growth effects from
firms may stand to gain from China’s accession not China’s tariff liberatization affects the bilateral trade
only from increased exports to China but also from deficit between the United States and Hong Kong.
increased sales to other East Asian countries. Without growth effects it would drop by $172 million,
but with these effects it would increase by $477
Bilateral trade balances would be affected million, thereby almost offsetting the growth in
differently by the tariff cuts in China’s April 1999 pilateral trade deficit with China.
offer. The U.S. bilateral trade deficit with China would
likely increase, but at the same time the U.S. global Table 7-6 sets forth estimates for the effect of the
trade deficit would decrease as a result of larger April 1999 tariff offer on U.S. consumer prices.
exports to other East Asian countries. Table 7-5 Generally, April 1999 tariff offer can be expected to
provides estimates on U.S. bilateral trade balances.increase Chinese demand for U.S. food products, since
The bilateral deficit with China would increase by import prices of food would drop after removal of
$149 million when growth effects are not taken into import barriers and economic growth in China would
account. When these effects are taken into account, thduel increased demand for imports. This would
U.S. deficit with China would increase by $586 increase U.S. food-related incomes, and have a
million, not an unexpected result given China’s overall positive, but negligible effect on U.S. food prices.
expansion through growth effects. As the United Land supply and land productivity would not be
States is the largest importer of Chinese goods but aaffected by tariff reduction in China, so the additional
relatively small supplier of goods to China, it is not growth in demand induced by the growth effects
surprising that the trade deficit would increase as would tend to increase this small upward tendency in

Table 7-5
Impact of April 1999 tariff offer on the direction of change in U.S. bilateral trade balance

Static
plus
Static growth
Partner effects effects 1

—  $U.S. millions —

CaNAdA . oot e 24 27
MBXICO .« o\ttt ettt e e 89 83
EU o 74 39
JaPaN . L 63 115
Other OECDD ..ttt e e e e e e -21 -18
KOTa . ..o e 129 133
JLIE= 1,772 Y P 300 329
HONG KONG .o e -172 477
CNINa o e e e -149 -586
ASE AN L 126 47
SOULh ASIa ..o 194 113
Rest of World .. ..o 7 -83
OTI . 664 674

1 Growth effects include productivity growth and capital accumulation associated with China’s trade liberalization.
Source: USITC staff estimates for base year 1998, reflecting fixed exchange rates.
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Table 7-6
Impact of April 1999 tariff offer on U.S. consumer prices
(Percentage change)

Static plus

Static growth
Sector effects effects 1
AL . . o 0.1 0.1
RICE . 0.1 0.1
Ol graiN .. 0.1 0.1
OlISEBUS . .o 0.1 0.1
SUG AT .« oottt e 0.1 0.1
L6070} 1o 0.1 0.1
Vegetable OilS . . ..o ® 0.1
W00l et ® 0.1
Beverages and tobaCCO ... .........inuiit et 3 3
T XU S ..ttt -0.1 -0.01
Wearing apparel .. ... -0.2 -0.2
Footwear and leather . ... ... .. e -0.8 -0.9
WO PIrOTUCES . . .ottt et e e e e e e e e e e e e 3 ®
Paper and PUID . . .ottt @ ®
Petroleum ProduCES . .. ...ttt ettt e e e e e ® ®
Chemicals, rubber, and plastiCs ... ..........uiirrit ® ®
MINEIal PrOGUCTS . . .\ttt ettt et et e e e e e e e e e e ® 6]
IFON @NA SEEEI . . .ottt ettt e ® ®
Other MELAIS . . .. oottt e e e e e e @ ®
Metal PrOdUCES ...\ttt et e e e e e e e ® ®
Motor VEhICIES and PArtS . ... .....uti ettt e ® )
Other transport @QUIPMENT . . . ..o\ttt et ettt e e e e et e ® ®
ElectroniC eqUIPMENt . . ... e @ -0.01
Other machinery and eQUIPMENT . ... ...ttt e e ) @)
Other manufaCtures . ... ... i -0.4 -0.5

1 Growth effects include productivity growth and capital accumulation associated with China’s trade liberalization.
2 Change less than 0.05 percent.
Source: USITC staff estimates for base year 1998.

food prices. On the other hand, U.S. consumers would  The scenarios involve two hypothetical tariff cuts:
benefit from lower prices on footwear and leather a 25 percent cut and a 50 percent cut, using bases at the
goods, wearing apparel, and electronics. Lower import 1997 tariff level and the 1992 tariff level. Table 7-7
prices would contribute positively to consumer presents the economy-wide effects of these scenarios.
welfare. In general, there is a consistent pattern regarding the
impacts of these cuts. The model shows larger impacts
starting from the 1992 tariff level than at the 1997

tariff level. This implies that had China not reduced its
ImpaCt on the U.S. tariffs prior to 1997, the impacts of the latter tariff

Economy from Alternative reductions on the U.S. economy would be greater.
Simulated Tariﬂ: ScenariOS Since cuts have actually been made between 1992 and

1997, the gains from trade liberalization have already

This section discusses some of the alternative tariff 0een absorbed in the U.S. economy. In all scenarios,
scenarios that USTR initially asked the Commission to U.S. GDP increases and the impacts on total trade are
analyze. China’s tariff levels have fallen from their small. Welfare gains and improved terms of trade for
1992 levels. It could therefore be said that the U.S. the United States occur in all cases. There is minimal
economy has already been affected by China’s tradeimpact on wages for both skilled and less skilled labor
liberalization.  Further liberalization reinforces the in both the 25 percent and 50 percent tariff reduction
adjustments that are already taking place. scenarios.
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Table 7-7
Impact of alternative tariff reductions from 1992 and 1997 levels on the U.S. economy
Percentage change

From 1992 tariff base From 1997 tariff base
Static plus Static plus
growth effects 1 growth effects 1
Item 25% cut 50% cut 25% cut 50% cut
GDP ® 0.1 ® ®
Household welfare gain ..................... 0.05 0.1 ® 0.1
Termsoftrade ........... ... ... ...coiia.. 0.1 0.3 0.1 0.1
Total EXports ...t 0.1 0.3 0.1 0.2
Total Imports ... 0.3 0.6 0.2 0.3
Skilled Wages .........ooviiiiii ® 0.1 @ 0.1
Less skilledwages .................ccoi..n. @) 0.1 6] ®

1 Growth effects include productivity growth and capital accumulation associated with China’s trade liberalization.
2 Change less than 0.05 percent.
Source: USITC staff estimates for base year 1998.

Table 7-8 shows effects on a sector by sector basisgrain (principally corn) and cotton are likely to
for four scenarios. The direction of change is increase the most as result of tariff reductions. These
consistent for most sectors in all scenarios. Onecommodities are of a higher priority for the U.S.
exception is for wheat, because of an increase in theagricultural sector. Beverages and tobacco exports are
tariff level from 1992 to 1997. Other sectoral impacts @lso expected to increase significantly. This is largely
are larger using the 1992 tariff levels than the 1997 driven by the high rates of protection given to this
levels since the 1992 tariff levels were higher than the S€ctor in China which when reduced would increase
1997 tariff levels. Sectors that would most likely be démand for U.S. exports.

negatively affected by tariff reductions are textiles, Overall tariff reforms made by China will have
wearing apparel, footwear and other light positive impacts on the U.S. agricultural sector.
manufactures,  where China has a comparative Agriculture is one sector in China where production is
advantage. However, these negative impacts are lowemore constrained compared with other sectors because
using the 1997 tariff levels as compared with the 1992 of land scarcity. In addition, China’s growth in the
tariff levels. For example, the results indicate that if manufacturing sector will absorb more agricultural
tariffs were cut by 50 percent from the 1992 level, the labor. Trade liberalization will likely accelerate the
U.S. footwear industry output would decline by 5.3 pace of this adjustment benefitting U.S. agriculture.
percent. Given the same cut in 1997, the footwear

industry would decline by 2.6 percent. This again

points to the fact that U.S. sectors have already been

affected by China’s tariff cuts. Sectors where output is ImpaCt on the US
likely to expand are in the areas of chemicals, Economy from the
petroleum products, paper and pulp, and motor

vehicles and parts. Removal of Selected

The USTR requested an assessment of the impact NOn'ta”ff Bar“ers

on certain agricultural commodities (see chapter 4 for  As was indicated in Chapter 1, the lack of
greater details). Tables 7-9 and 7-10 describe thenecessary data on the relevant tariff equivalents (TEs)
effects of hypothetical 25 and 50 percent reductions onprecluded an estimation of likely effects of the
exports of these selected agricultural commodities liberalization of non-tariff barriers (NTBs) specified in
from a 1992 base and a 1997 base, respectively. Fromhe April 1999 offer.  However, in order to
the 1992 tariff levels, in terms of value of trade, other demonstrate the incremental impact of NTBs beyond
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Table 7-8
Impact of alternative tariff reductions from 1992 and 1997 levels on U.S. sector output
Percentage change

From 1992 tariff base From 1997 tariff base
Static plus Static plus
growth effects 1 growth effects 1

Sector 25% cut 50% cut 25% cut 50% cut

Wheat ........ooiiii -0.1 -0.1 @) 0.2
RICE .\t -0.1 -0.2 3 ®
Other grain ..........coueueieinaieaen .. 0.1 0.2 6 ®
Oilseeds ......oiii i 0.1 0.2 ®) 0.1
SUGAN .ot ® -0.3 -0.1 ®
Cotton ..o 0.4 0.9 0.3 0.8
Vegetableoils ............ ... ..o 0.2 0.5 0.1 0.2
Wool ... 0.2 0.4 0.2 0.4
Beverages and tobacco ..................... ® 0.1 0.1 0.2
Textiles ... -0.4 -0.9 -0.2 -0.4
Wearing apparel .......... ... i -0.9 -2.1 -0.5 -1.0
Footwear and leather ....................... 25 5.3 ® -2.6
WO00d Products . ....ovvvve e @) -0.1 ®) -0.1
Paperandpulp .........covvviiiiiiiean... @) 0.1 G 0.1
Petroleum products ......................... 0.1 0.1 G 0.1
Chemicals, rubber and plastic ................ ® ® 6 ®
Mineral products .................oiini.... &) -0.1 ) )
ronandsteel .............c.oviiuiiiiiin.. ) -0.1 ) ®
Othermetals ..............cciviiiiiann.... &) -0.1 @) )
Metal products ...........ccooviuiiiiiann.nn. 3 0.1 @ ®
Motor vehiclesand parts .................... 0.2 0.3 0.1 ®
Other transport equipment ................... 0.07 0.2 ®) 6
Electronic equipment ....................... -0.08 -0.2 G ®
Other machinery and equipment .............. ® @ ® ®
Other manufactures ........................ -1.2 -2.6 -0.8 -1.6

1 Growth effects include productivity growth and capital accumulation associated with China’s trade liberalization.
2 Change less than 0.05 percent.
Source: USITC staff estimates for base year 1998.

Table 7-9
Impact of reductions in China’s1992 tariff levels on selected U.S. agricultural exports

Static plus Static plus
growth effects 1 growth effects 1
25% cut 50% cut
Commodity $U.S. millions % change $U.S. millions % change
Wheat ... 5.3 1.0 12.1 1.8
RiCE . 0 0 0 0
Othergrain ....... ... 50.4 6.6 106.8 141
Oilseeds . ... ® 1.0 0.5 0.66
SUGAN &« ottt et ® 15.6 ® 35
Cotton ... 60.3 4.4 128.7 9.5
Vegetablesoils ............ ... o i 38.9 16.8 87.8 38
WOOl o ® 7.3 0.107 15.8
Beverages and tobacco ............. ... ... 26.8 82.5 89.2 274

1 Growth effects include productivity growth and capital accumulation associated with China’s trade liberalization.
2 Less than $500,000.
Source: USITC staff estimates for base year 1998.
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Table 7-10
Impact of reductions in China’s 1997 tariff levels on selected agricultural exports

Static plus Static plus

growth growth

effects 1 effects 1

25% cut 50% cut

$U.S. $U.S.

Commodity millions % change millions % change
Wheat ... 4 1.0 8.1 1.6
RICE . 0 0 0 0
Other grain ... ..o 9.4 1.2 18.9 2.5
OIISEEAS ..ttt e e e ® 0.4 ® 0.8
SUGAT .« o ettt e ® 3.6 3 7.6
COtON 36.4 3.1 76.4 6.5
Vegetables Oils . . .. ... 13.8 3.9 27.9 7.9
W00l 0.039 6.6 0.081 13.8
Beverages andtobacco ............. .. 53.3 43.3 140 113.6

1 Growth effects include productivity growth and capital accumulation associated with China’s trade liberalization.
2 Less than $500,000.
Source: USITC staff estimates for base year 1998.

that of tariff reductions, an estimation is done for a increases in U.S. GDP, total trade, and less skilled
selected number of NTBs, coupled with a hypothetical wages.

50 percent cut in 1997 tariff rates. Table 7-12 sets forth the impact of selected NTB
removal coupled with a 50 percent cut forl6 U.S.
industrial sector exports to China. Sectors that would
benefit most from greater exports to China are
chemicals, rubber, and plastics, iron and steel, other
metal products, motor vehicles and parts, and
felectronic equipment. Larger increases in these exports
to China correspond to the relative size of the NTBs,
measured as a price distortion between domestic and
world prices. For example, in the chemicals, rubber,
and plastics sector, a 50 percent tariff cut would

The primary source of TE data applicable to
selected Chinese NTBs is the Institute for International
Economics (IIEY. The IIE calculated TEs for NTBs
affecting imports of 25 of China’'s most highly
protected agricultural and manufactured products.
These 25 products accounted for about 30 percent o
all Chinese imports in 1994. The estimated TEs, along
with tariff data, were incorporated in the formal model
framework to estimate the additional impact on the

U.S. economy of removing these NTBs simultaneously . .
y 9 y increase U.S exports by about $180 million. Coupled

with a 50 percent cut in 1997 tariff levéls. These ith th | of selected NTB ¢ Id
estimates reflect only partial NTB removal, and hence Wi € removal ot selecte S, exports wou

understates the potential impact of removing all NTBs Increase to abput $900 million. Th's 'S pnmanly_ due
in the Chinese economy. to the NTB (i.e., quotas) applicable to aluminum

phosphate plastics in this sector, which acts to raise its

Table 7-11 sets forth the incremental impact on the domestic price in China by 72 percent above the world
United States of selected NTB removal beyond the 50Price.  Since the United States is a supplier of
percent tariff reduction for the 1997 base year. The @luminum phosphate plastics and other chemicals,
coupling of a 50 percent tariff cut with the removal of complete removal of this trade distorting impediment

selected NTBs doubles the small percentage point€Xxpands U.S. trade to China. Thus, this sector would
likely export an additional $700 million more to China

7 Zhang Shuguang, Zhang Yansheng, and Wan if the selected NTB is removed than if it remains in
Zhongxin,Measuring the Cost of Protection in Chjna place.
(Washington, DC: IIE, November 1998), Institute for .
International Economics. See appendix E. Removal of the selected NTB would likely

8 The IIE data on tariff equivalents for 25 Chinese increase exports of motor vehicles and parts to China
products presented in Appendix E were employed to by almost $500 million as China’s domestic price for

estimate the impact on the U.S.economy of the removal of
certain Chinese NTBs in the 50 percent cut in 1997 tariff
levels.

these products would fall by about 24 percent, the tariff
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Table 7-11
Impact of removal of selected NTBs with 50 percent tariff cut on U.S. economy
(Percentage change)

1997 tariff base

Static plus
growth effects 1

50% cut
plus NTB 2

Item 50% cut removal
G . ©) 0.1
Household Welfare . . ... . e e 0.1 0.1
Terms Of tradE . ... e e e 0.1 0.2
Total U.S. EXPOIS .o 0.2 0.3
Total U.S. IMPOIS oot e e 0.3 0.6
SKIlled WagES . . ..o 0.1 0.1
LeSS SKIllEd WAGES ... ...\ttt e e e A) 0.1

1 Growth effects include productivity growth and capital accumulation associated with China’s trade liberalization.
2 These estimates do not reflect removal of all China’s NTBs but only those applicable to 25 commodities.

Therefore, effects related to NTBs are understated. See table E-1 in Appendix E for NTB data employed in the model.
3 Change less than 0.05 percent.

Source: USITC staff estimates for base year 1998.
Table 7-12

Impact of removal of selected NTBs with 50 percent tariff cut on U.S. industrial exports to China
Percentage change

Static plus growth effects 1

50% removal

50% cut plus NTB 2
u.s. u.s.

Commaodity millions % percent millions % percent
TeXtlES . ok ok ok ok
Wearing apparel .......... i feeied rkx xxx rxx
Footwear and leather ....... ... .. ... . . i Fkk rokk rrk rrk
WO0Od Products . . ... ok ok ok ok
Paperand pulp . ... ik ok rkk rkk
Petroleum products .. ... ... Fkk rkx rkk rrk
Chemicals, rubber, plastics ...........................0. Fhx rxx xxx xxx
Mineral products . ....... ... Fhk Fkk e bl
Ironand steel ......... .. Fkk rkk rkk rkk
Othermetals . ... ok ok ek ek
Metal products ... Fkk i rork rkk
Motor vehiclesand parts ... ok ok ok ok
Other transportequipment ................ ..o, Fhk rkk bl rorx
Electronic equipment . ......... ... . Fork ok wohk il
Other machinery and equipment . ............................ Frx rrx xxx xxx
Other manufactures .......... ..., Fhk Fkx rrx bl

1 Growth effects include productivity growth and capital accumulation associated with China’s trade liberalization.

2 These estimates do not reflect removal of all China’s NTBs but only those applicable to 25 commodities.
Therefore, effects related to NTBs are understated. See table E-1 in Appendix E for NTB data employed in the model.

Source: USITC staff estimates for base year 1998.
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equivalent applicable to these products. Exports of were to be cut by 50 percent. These results indicate that
electronic equipment consist of a variety of electronic even partial removal of NTBs has strong implications
goods including consumer goods, computers andfor U.S. exports to China.

computer parts. The TEs applicable to products in this

sector range from 6 percent to about 46 percent. U.S. Table 7-13 sets forth the impact of 50 percent tariff
exports of these products are expected to more tharreduction and the removal of NTBs on selected
double if the selected NTBs were removed plus tariffs agricultural exports. In the case of wheat, * * *,

Table 7-13
Impact of 50 percent tariff cut and removal of selected NTBs on U.S. selected agricultural exports
to China

Static plus growth effects 1

50% removal

50% cut plus NTB 2
U.S. u.S.

Commaodity millions % percent millions % percent
Wheat ... rxE il il xxK
RICE oo rxk rxk xkk xkk
Othergrain . ... feeied rrx rxx rxx
OIlSEEAS ...t e rxx bl bl bl
SUGAT ottt rxk rxk xkk i
COtt 0N ..o rxE il ol bl
Vegetables 0ils . ... Fkk Fkk rokk rokk
W00l ki ok xxk xhk
Beveragesandtobacco .............. .. i ok ok vk ok

1 Growth effects include productivity growth and capital accumulation associated with China’s trade liberalization.
2 NTB stands for non-tariff barriers. These estimates do not reflect removal of all China’s NTBs but only those
applicable to 25 commodities. Therefore, effects are understated. See table E-1 in Appendix E for NTB data.

3 xxk

4 xxk

Source: USITC staff estimates for base year 1998.

7-13






CHAPTER 8
Impact on the United States from
eliminating Quotas on Textiles and Apparel
relative to China’s WTO Accession

I is also in the process of restructuring its textile
|ntrOdUCt|0n industry, selling off excess and outdated capacity and
. modernizing production. In terms of world and U.S.
The Commission was requested to assess th.e e.ﬁecfrade with China, China’s largest export markets for
on the_U.S. economy of the remo_val of quantitative textiles and apparel are Japan, the European Union,
restrictions on textile and apparel imports by all WTO and the United States, which together accounted for 38
members relative to the accession of China in the percent of China’s e>,<ports in 1997. Transshipment
V.VTO' The chapter is divided into two mair_l parts. The problems with China and how thé U.S. Customs
f'rSt. part contains backgro_und mforr_nahon on the Service works to combat this practice are discussed in
textile and apparel sector in the United States andthis chapter, as are the current United States-China
China, followed l?y a description of thg implementa}tion bilateral agréement, the WTO'’s Agreement on Textiles
of quota reductlo_n's and a (%ISCUSSIO.I’I of the I|I§ely and Clothing (ATC), and the plan for the elimination of
outcome for specific apparel imports into the United Uotas for WTO members under the ATC. The effects
States. The second part of the chapter provides result%f acceleratin wota_ arowth rates—ir;clu dina the
for this sector from the multi-period growth version of expansion of ghir?a’s ugtas at the same rate zgs those
the China-WTO model, accompanied by a broad-basedOf F())ther WTO membe?s—are analvzed by comparin
analysis of the economic effects on the United States.hOW fast China's quotas would grov?//compgred topothegr

As a frame of reference, a brief overview follows Suppliers. The formal modeling analysis using the
of the textile and apparel sectors in the United StatesMulti-period growth version of the China-WTO model
and China, and of China’s textile and apparel trade assumes that China would enter the quota phase-out
with the world and with the United States. Almost Program discussed above at the same phase as existing
three-quarters of U.S. textile and apparel imports from WTO members.

China consist of apparel, virtually all of which are

covered by some type of quota. Although the majority : .
of apparel from China continues to be of low- to PrOflle Of US TeXtIle and

medium-quality, the Chinese apparel industry is
becoming more quality oriented and is beginning to Apparel IndUStry
produce higher-valued goods. Hong Kong's return to |n terms of employment, the U.S. textile and

Chinese rule has enhanced China's apparel industryapparel sector, which includes producers in Standard
resulting in an industry that can supply full package Industrial Classification (SIC) groups SIC 22 (Textile
apparel production at significantly lower costs. China Mill Products) and SIC 23 (Apparel and Other Textile
Products), has declined considerably over the years. In

L Although full-package service refers to many different the early 1970s, the sector employed 2.4 million
types of comprehensive sourcing arrangements, in this case, \orkers. or 12.1 percent of U.S. manufacturing
full-package apparel production refers to an apparel ! ' ny .
company in Hong Kong, for example, guiding garment employment. In 1998, employment fell to just under
production through all of the steps from design through 1.4 million workers, or 7.3 percent of manufacturing

distribution of the finished products. For more information jobs. Similarly, the sector’s share of value added for
on full package service, see Gary Gereffi and Jennifer Bair,

“U.S. Companies Eye NAFTAS PrizeBobbin Mar. 1998, all manufacturing fell from jUSt over 6 percent in the
p. 26. 1970s to 3.9 percent ($54 billion, current dollars) in
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19972 In terms of industry shipments, the U.S. textile export, thereby adding to the competitive pressures
and apparel sector has shown little growth in recentfacing the U.S. industry. Moreover, the ATC requires
years (table 8-1). The sector, particularly apparel, both developed and developing countries to reduce
faces keen import competition from low-labor-cost trade barriers on textile and apparel goods in their
developing countries. Notwithstanding quota home markets. During the Uruguay Round of
restrictions and relatively high tariffs, data reported by multilateral trade negotiations, the United States sought
the U.S. Department of Commerce show that U.S. market-access commitments from WTO members that
imports of apparel of textile and non-textile materials are significant exporters of these goods to the United
grew by 54 percent during 1993-97 to $62.3 billion, States. While developing countries, such as Egypt,
based on the landed duty-paid value. A major portion India, Pakistan, the Philippines, Thailand, and Turkey,
of these imports came from countries which benefit either have already reduced their tariffs or have
from preferential access to the U.S. textile and apparelcommitted to do so for U.S. sector exports, numerous
market, namely Mexico and Canada under the North nontariff barriers still persist in these countries that
American Free Trade Agreement (NAFTA), and present significant obstacles to U.S. exports.
beneficiary countries under the Caribbean Basin

Economic Recovery Act (CBERA). Imports now

account for slightly more than one-half of the U.S.

apparel market. The landed duty-paid value of U.S. :

textile imports rose by 47 percent during the period to U.S. TeXtIIe IndUStry

$14.7 billion. The U.S. textile industry is one of the world’s

largest and most efficient textile producers. During the
Past decade, domestic firms have restructured
operations extensively, investing heavily in technology
to increase productivity and capacity while reducing
employment levels. The industry has achieved high
levels of productivity in the production of high-volume

commodity goods and in printing, dyeing, and

2U.S. Department of Commerce, Bureau of Economic s nichi ; ; i i
Analysis. Survey of Current Businessug, 1996, p. 150, finishing operations. Textile mills have also invested

The framework for textile and apparel trade will
become less restrictive as a result of the phase out o
quotas under the ATE. Such trade liberalization will
most likely spur further investment in some developing
countries for production of these goods for

and Mar. 1999, p. D-28. in technology to improve manufacturing flexibility in
3 For more information on the ATC, see “WTO Textile ~ an effort to coordinate production and marketing with
Agreement,” below. the needs of their downstream apparel customers.
Table 8-1
Selected economic indicators for the U.S. textile and apparel industries, 1993-98
Item 1993 1994 1995 1996 1997 1998
Textile mill products (SIC 22):
Industry shipments (million dollars) ......... 73,961 78,004 79,892 80,196 83,906 80,944
Production index (1992=100) .............. 105.3 110.6 110.2 108.9 112.2 112.3
Capacity utilization (percent) ............... 89.6 91.2 88.5 85.8 85.3 83.2
Employment (1,000 persons) ............... 675 676 663 626 616 596
Capital expenditures (million dollars) .. ...... 2,450 2,961 2,886 2,666 ) Q)
Apparel and other textile products (SIC 23):
Industry shipments (million dollars) ......... 74,029 76,947 78,073 77,564 78,782 80,014
Production index (1992=100) .............. 102.4 106.3 107.1 104.7 102.8 99.4
Capacity utilization (percent) ............... 81.3 83.4 82.5 79.5 77.1 74.2
Employment (1,000 persons) ............... 989 974 936 868 826 771
Capital expenditures (million dollars) ... ..... 961 1,091 1,187 964 ) Q)

1 Not available.

Source: Production and capacity utilization data from the Board of Governors of the Federal Reserve System,
found at Internet address http://www.bog.frb.fed.us/releases/G17/download.htm, retrieved Apr. 22, 1999; employ-
ment data from U.S. Bureau of Labor Statistics, found at Internet address http://146.142.4.24/cgi-bin/dsrv, retrieved
Apr. 22, 1999; and all other data from U.S. Bureau of the Census, industry shipments data (seasonally adjusted),
e-mail of Apr. 22, 1999, and capital expenditures data, 1996 Annual Survey of Manufactures, and back issues.



Compared with the apparel industry, the textile product lines, mergers, and acquisitions in an effort to
industry faces less direct competition from imports in reduce costs, gain market share, and widen channels of
most major segments, such as yarns, knit fabrics,distribution. Firms have also been restructuring in
carpets, and many home furnishings. The greatestorder to shift their focus from manufacturing-driven to
direct import competition is in broadwoven cotton consumer- or marketing-oriented operations, and using
fabrics for use mainly in the production of apparel; domestic and foreign contractors to make garments to
imports supplied 29 percent of domestic demand for their specifications (“outsourcing”). In addition, an
cotton fabrics in 1997. A large portion of these unknown but believed-to-be-growing number of
fabrics come from India, Pakistan, and China, which mostly larger U.S. apparel producers have invested in
benefit from low production costs. “quick response” manufacturing, marketing, and

Continued growth in apparel imports limits the distribution systems to respond more quickly to retailer
domestic market for the U.S. textile industry to the needs and changing fashions.
extent that imports substitute foreign-produced yarns A number of U.S. apparel producers have
and fabrics for domestic materials. However, the expanded their global sourcing operations, particularly
growth in imports of apparel assembled offshore from the use of assembly operations in the Caribbean
U.S. components has spurred sales of U.S. fabrics or, atountries and Mexico.  Under production-sharing
least, has helped offset reduced domestic demand forarrangements set up in the Caribbean countries and
apparel fabrics. The value of garment parts cut to Mexico, these firms ship U.S.-origin garment pieces
shape in the United States and sent offshore forthere for sewing, the most labor-intensive stage of
assembly totaled $7.2 billion in 1997, and almost all of production, and re-import the assembled garments for
these exports went to the Caribbean countries ($4.1sale in the domestic market. U.S. producers, along
billion) and Mexico ($2.8 billion). with retailers, also import apparel from East Asia,

especially goods requiring more sewing and
construction, complex operations, and detailed fork.

U.S. Apparel Industry _ o :
The U.S. apparel industry is highly competitive PrOflle Of Chlnas TEthle

and consists of about 18,500 establishments. Just over and Appare| |ndustries

60 percent of the establishments have fewer than 20

workers; only 10 percent employ 100 or merdhe China is the world’s largest producer of appérel
industry faces intense competitive pressures in theand has the largest production capacity for textile mill
domestic market. These pressures reflect not only theproducts. China is also the world's largest
large number of suppliers in the market, but also the cotton-producing countfy and has the largest
confluence of rising import penetration, growing manmade-fiber-producing industry. It is also the
buying power of large retailers, and changing world's largest producer of silk, accounting for 50
consumer preferences. A growing concentration of percent of the world’s silk productich.

retail sales among a few large retailers has enhanced China is the world’s largest single-country exporter
the bargaining power of these retailers in negotiating of textile and apparel products, as shown in figure 8-1.
prices and other contract terms with suppliers of China’s prominent position was fueled by its
apparel and other merchandise. Moreover, retailer abundance of low-cost labor, which attracted foreign
requirements and changing fashions are creatinginvestment and expertise. In addition, the development
pressure among apparel suppliers to reduce the “timeof the sector became possible only when the
to market” for their goods. Government of China began by 1979 to develop more

To sharpen their competitive edge, many U.S. ©f an open market econortd.

apparel producers have restructured operations through— ¢ Peter Chan. “Special Report: Sourcing - Asia: Down
consolidation of production, divestiture of noncore gy Not Out-An‘InsFi)der’s Per%pebtiv@’bbbgi’n Nov. '

1998, p. 33.

4 U.S. Department of Commerce, Bureau of the Census, 7 “Better Clothing Needed,Textile Asia(Hong Kong),
Current Industrial Reports: Broadwoven Fabrics (Gray) Feb. 1998, p. 73Textile Asiais a monthly publication
(MQ22T(97)-1 - Summary 1997), June 1998, table 11a, covering the textile and apparel industries in Asia.
found at Internet address 8 Spinners Committee, International Textile
http://www.census.gov/ftp/pub/industry/mq22t97c.txt, Manufacturers Federation (ITMF), “Travel Report, China,
retrieved Apr. 22, 1999. Beijing - Xinjiang - Hybei,” Oct. 7 - 15, 1997, p. 2.

5 Based on 1996 data of the U.S. Bureau of the Census, 9 “Current Situation and Outlook of Garment Industry,”
County Business Patterns 1996—United States. 1998, China Textile Expres?No. 6 (Mar. 25, 1998), pp. 1-2.
Internet address http://www.census.gov/prod/www/abs/ 10 “Textiles and Clothing in ChinaTextile Outlook
cbptotal.html. International (United Kingdom), Mar. 1995, pp. 10-11.
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Figure 8-1

Textiles and apparel: World exports, by selected countries and country groups, 1992
and 1996

Turkey 2.4% Turkey 2.9%
India 3.1%

Pakistan 2.1% India 2.5% Pakistan 2.3%

United States 4.2% United States 5.1%

All other 29.8% All other 29.8%

China 10.7% China 12.5%

(Hong Kong, S.Korea,Taiwan)

Hong Kong,
16.7% (Hong Kong

S. Korea, Taiwan) 14.3%

EU-15 31.6% EU-15 29.9%

1992 1996

Source: FAS’ Global Agricultural Trade System using data from the United Nations Statistical Office.



To achieve its goal of developing more of an open foreign investors, many from neighboring Asian
market economy and to help the country’s ailing countries. According to Chinese trade sources, in
economy at that time, the Chinese government selectedi995, about 42 percent of China’s apparel enterprises
the textile and apparel sector as a prototype for were foreign funded, almost 40 percent were township
developing export-oriented industrializatih. For-  enterprises, 7 percent were private enterprises, only 6
eign investment in the form of joint ventures were percent were state-owned enterprises (SOEs), and
encouraged as were state enterprise zones (like exporymost 5 percent were urban collecti¢s. Chinese

processing zones). These wertlegéestablish_e_d in China'$pharel producers that manufacture for export markets
southern and eastern coastal aréadn addition, the rely considerably on imported fabrics from such

granting of most-favored-nation (MFN) status by the countries as Hon :
. g Kong, lItaly, South Korea, Taiwan,
United States on January 30, 1980, opened up the U'Sand JapaRl About 55 percent of China’s exported

market to Chinese goods. apparel is made from imported fabrigs. The
Today, the textile and apparel sector is vital to prevalence of foreign investors and the fact that there
China’s economy, with garment exports having been agre considerably fewer SOEs in China’s apparel
China's largest foreign exchange earner in recentindustry than in its textile industry have contributed to
yearst® In a major effort to expand exports in general, China's success as a world apparel supplier. The
which had declined during the Asian financial crisis, industry is becoming more quality oriented, producing

?ﬁ_ G?vernmer]t of China raliged the tax rr(ejbartlte rate ]‘:Ofa greater proportion of higher-priced garments, as the
i |t(1las apparte g)(lportsdt:) il percgnt tant t15e rate Otraverage unit price for woven garments increased from
extiie raw materials and textile products 1o percen $3.79 per garment in 1996 to $4.17 per garment in

. 4 .
in July 19994 The te.xtllfa and apparel sector ac_counts 199723 Today, China is not only one of the world’s
for one-fourth of China’s total exports worldwiée, . : )

major suppliers of low-cost apparel, but also is

employs about one-seventh of China’s industrial . . .
workforce, and accounts for about 6 percent of China’s bgcommg a low-cost prodycer_of hlghgr quality and
total industrial output® h|gh§r-valued apparel. This shift may, in p-ar-t, reflect

the influence of tight U.S. quotas, which limited the
quantity of textile and apparel products China could
ship to the United States.

China’s Apparel Industry

China’s apparel industry consists of approximately
40,000 companies that produced 9 billion garments in
199717 over 90 percent of which were considered to
be of medium to low qualif# Chinese trade sources
reported in early 1998 that China’s apparel industry
exported about one-half of its total production in
199719 China’s apparel industry has developed over
the past 20 years with considerable assistance from_ 2° Wan Zengjang, “A Review and Perspective: China’s

. . . Clothing Industry,"China TextilesShanghai, China,
foreign investment and expertise. Consequently, the 5. ember 1998, p. 5. Translated by Mrs. Susan Chan Egan,

industry has a high . proportion Of_ qpparel prOdUCG_rS Publisher of Pacific Trade WindsSanta Barbara, CA.
that have relationships, such as joint ventures, with  21«Textiles consumption to reach over 12.5 billion yuan
by 2004,”Journal for Asia on Textile and Appai@iong

Mr. Charles V. Bremer, Director of International
Trade, The American Textile Manufacturers Institute
(ATMI), testified on behalf of ATMI that the Chinese
apparel industry is noted not only for its size, but also
for its diversity. He emphasized that Chinese textile
and apparel products are found in every type of retail

1 |bid., p. 12. Kong), vol. 10, No. 1 (Feb./Mar. 1999), pp. 9-10.

12 bid., p. 13. 22 pid., p. 10.

13 “Need to Upgrade,Textile AsiaJune 1998, p. 76. 23 “Current Situation and Outlook of Garment Industry,”

14 paul Mooney, “China Raises Tax Rebate Rates in pp. 1-2. Further evaluation of the average unit values of
Effort to Expand Exports,BNA International Trade Daily imports of certain apparel, (men’s cotton and manmade-fiber
The Bureau of National Affairs, Inc., July 21, 1999, Article  dress shirts and trousers, women’s cotton and manmade-fiber
No. 62021014. knit shirts, and manmade-fiber sweaters and dresses), from

15U.S. Department of Commerce, “ China: Textile China compared with the average unit values of similar
Industry Profile,” IM, Dec. 14, 1998. products imported from Hong Kong, Korea, Indonesia, the

16 “Textiles and Clothing in China,” p. 16. Philippines, India, Pakistan, Turkey, the Dominican

17 Chinese production of garments above the town level Republic, Costa Rica, and Mexico indicated that the unit
was reported to amount to 6.877 billion pieces in 1997. values of the apparel from China were among the higher of
China Textile Information Institute, “Current Situation and  the unit values from these countries. For example in 1998,
Outlook of Garment Industry,” pp. 1-2. the average unit value of imported men’s cotton woven dress

18 “Better Clothing Needed,” p. 73. shirts imported from China was $7.13 per shirt; compared

19 “Current Situation and Outlook of Garment with $6.36 per shirt from India; $4.67 per shirt from
Industry,” pp. 1-2. Pakistan; and $5.38 per shirt from Mexico.
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outlet, from the lowest-priced discounter to processes is growing rapidly. Many firms are
Neiman-Marcug4 developing sales and distribution channels both
domestically and abroad. According to industry
The trading up to higher-valued products also sources, apparel manufacturers in China are realizing
reflects the growing practice of Hong Kong moving its that in order to compete in the world market, they must
production into Chind> Hong Kong traditionally has  upgrade their production technology, facilities, and
been a world supplier of higher-valued apparel, and marketing strategies. Moreover, to compete in the

China’s product mix is slowly changing to reflect the domestic market, they must develop Chinese brand
higher-valued and better-quality apparel produced for names and designer labels.

Hong Kong firms. Trade sources report that Hong
Kong's return to Chinese rule in 1997 has boosted of not only low-priced apparel, but also medium- to

China's textile and apparel sector, especially the pjoner hriced and higher quality apparel, labor costs in

apparel i.ndustry, as a growing number of Chinese the industry increased from $0.28 per hour in 1996 to
apparel firms are able to supply full package apparel$o_43 per hour in 1998. Wage rates in China are not

production at extremely onvcoﬁ@.ln_a}ddition, Hong uniform and those in the southern province of
Kong has been a major beneficiary of China’s Guangdong, where there is a high level of foreign
expanding apparel indus#y. From the 1980s to the  ;  eciment and economic activity, can average 20
early 1990s, Hong Kong-based apparel pmducerspercent higher than in Beijing, for example.

began subcontracting production 1o state-owned o ertheless, labor compensation c¥stiaced by
factories i . southeastem  China, Th_|s Chinese producers continue to be lower than those
outward-processing arrangement eventually turned N0t ced by most other major suppliers (table 8-2)

a relocation of Hong Kong's apparel industry, as a '
result of China’s abundance of low-cost, skilled labor . ) .

and inexpensive real estate costs relative to those otChmaS Textile IndUStry

Hong Kong. Because Hong Kong manufacturers have  China’s textile industry is characterized by a
shifted much of their production capacity to China, the massive labor force, the prevalence of obsolete
number of Hong Kong workers employed by the machinery and equipment, and low productivity. The

apparel industry declined from 128,000 in 1993 to industry is dominated by SOEs and has a relatively
45,000 in 19988 Hong Kong has also become a small level of foreign investment.

regional sourcing hub for apparel; its apparel industry
provides such services as product development
material sourcing, quality control, merchandising, trade
financing, and logistics arrangements.

As China’s apparel industry has become a source

Table 8-3 shows China’s large spinning and
'weaving capacities. In 1996, China had 25 percent of
the world's installed spinning capacity in spindles and
45 percent of the world’s installed weaving capacity in
shuttle looms. Spindles used for making yarn and
shuttle looms used for weaving fabrics represent older
technology than open-end rotors used for spinning yarn
and shuttleless looms used for weaving fabrics.
However, spindles and shuttle looms are still used even
in the most modern factoridsgecause certain yarns can

24 Statement of Mr. Charles V. Bremer, Director only be manufactured using spindles and certain
International Trade, on behalf of The American Textile fabrics are better made on shuttle looms. China’s

Manufacturers Institute to the U.S. International Trade extremely high number of spindles and shuttle looms
Commission, “Assessment of the Economic Effects on the

Competition in China’s apparel industry is
currently intense as domestic demand has increased
The relative ease of entry into apparel manufacturing
has led to overcapaci®y. The number of large firms
equipped with the latest production equipment and

United States of China’s Accession to the WTO, USITC represqnts the Govermnment of Chlnas prlo_rlty of
investigation No. 332-403, Feb. 23, 1999, p. 3. employing as many people as possible. As discussed
25 Although Hong Kong returned to Chinese rule in later in this section, the government is currently

1997, itis treated separately from China in the application of restructuring the textile industry and eliminating some
U.S. quotas and bilateral textile agreements. of this equipment

26 peter Chan, “Special Report: Sourcing - Asia: Down, '
But Not Out - An Insider’s Perspective,” pp. 33-38.

27 The following discussion is based largely upon Peter
Chan, “Special Report: Sourcing - Asia: Down, But Not
Out - An Insider’s Perspective,” pp.33-38.

30 “Current Situation and Outlook of Garment Industry,”
pp. 1-2. According to the China Textile Information
Institute, this is especially true for manufacturers of down
coats, men’s shirts, and men’s tailored suits.

28.S. Department of State, prepared by American 31+Textiles and Clothing in China,” pp. 22-23.
Consulate, Hong Kong, “Wage Study for the Apparel 32 These labor costs do not take into account differences
Industry: Hong Kong,” message reference No. 01193, Feb. in productivity in each of the country’s apparel industries.
1999. These types of comparative productivity data are not

29 “Need to Upgrade,” p. 76. available.
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Table 8-2

Hourly labor costs 1 in the apparel industries of selected countries, in U.S. dollars, 1996 and

1998

Country 1996 1998
United States .. ... 9.56 10.12
HONG KONG oo 451 5.20
SOUth KOFa . ... 4.18 2.69
COStA RICA ..\t 2.38 2.52
MEXICO . o vttt e e 1.08 1.51
GUALEMAIA . .. 1.31 1.28
CNiNA . 0.28 0.43
3T = 0.36 0.39
Bangladesh . ... ... e 0.31 0.30
INONESIA .. oo 0.34 0.16

1 Hourly labor costs include social and fringe benefits.

Source: Werner International Management Consultants, “Hourly Labor Costs in the Apparel Industry, 1998,” New

York, New york.

Table 8-3

Spinning and weaving sectors in the United States, China, and the world: Installed capacity,

1996; and cumulative shipments, 1988-97

United
Iltem China States World
SPINNING SECTOR:
Installed spinning capacity, 1996:
Spindles ... 45,700,000 5,574,000 180,289,000
OpPeN-eNd IOtOrS . . o oottt e 603,600 968,000 7,566,700
Cumulative shipments, 1988-97:
Spindles ... 1,574,820 1,068,180 40,479,916
OpPeN-eNd IOtOrS . . .\ttt e 151,483 779,644 4,341,727
WEAVING SECTOR:
1996 installed weaving capacity:
Shuttleless looms . ... 49,110 62,450 679,750
Shuttle loomS ... .. 774,970 9,210 1,710,040
Cumulative shipments, 1988-97:
Shuttleless l0o0MS .. ... o 81,834 27,910 523,444
Shuttle loomsS ... ..o 40,665 41 124,805

Note.—Installed capacity refers to the capacity in place during the specified year; in this case, 1996. The term
cumulative shipments refers to the number of spindles, open-end rotors, and looms that were physically shipped
during the specified years. Spindles used for making yarn and shuttle looms used for weaving fabrics represent
older technology than the open-end rotors used for spinning yarn and shuttleless looms used for weaving fabrics.
However, both spindles and shuttle looms are still used even in the most modern factories since certain yarns can
only be manufactured using spindles and certain fabrics are better made on shuttle looms.
Source: International Textile Manufacturers Federation (ITMF), International Textile Machinery Shipment Statistics,
vol. 20/1997 (Zurich, Switzerland: ITMF), June 1998. The ITMF compiles the data from some 80 manufacturers of
textile machinery and publishes the data on an annual basis. The 1997 coverage is virtually complete with the

exception of China’s manufacturers of spinning equipment.
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The cumulative shipments data for 1988-97 in its textile sector, which, if successful, will be the
table 8-3 illustrate China’s efforts to modernize and centerpiece for reform for all state-owned
expand its textile industry. China has been aggressivemanufacturing industrie® The Government's
in modernizing the weaving sector as the shipments ofrestructuring plan includes mergers, acquisitions,
their shuttleless looms totaled 81,834, compared with closures, industry incentives, liquidation, and the
shipments of 40,665 shuttle looms during 1988-97. downsizing of the workforce. Regarding spinning
China has been slower to modernize the spinning capacity, the Chinese Government’s goal is to reduce
sector, as shown by its cumulative shipments of spinning capacity from 42 million spindles to 30
open-end rotors, totaling 151,483, compared with million spindles3® A major factor inhibiting the
cumulative purchases of almost 1.6 million spindles Government’s overall restructuring plan is determining
during 1988-97. how to manage layoffs resulting from the restructuring

. . plan
Industry sources have reported that China’s textile P _
sector has been operating at a loss for the past five Nonetheless, the Government has accomplished
years. The loss reported for 1994-96 totaled $1.0 some of its goals. For example, it has made progress in

billion.33 Based on these data, the losses declined in€liminating 60 percent of all cotton yarn spindles (10

1997 to an estimated $240.0 million. These losses argMilion spindles) over a 3-year period. ~ The
largely due to the dominance of SOEs, which have Government has helped factories remove spindles,
been inefficient and unprofitable, and operate with relocate workers, and issue favorable loans for new
y . 0 1 .
obsolete equipment and a massive and reportedlyrm’mh'nery‘1 It has also dong the f(_)llowmg. (1)
unskilled labor force. The primary goal of the SOEs grante_,-d tax rebates on the |mporta_1t|on of textile
was not to make profit, but to provide employm#ht. machinery and equipment; (2) increased the
As the Government has gradually withdrawn assistance"lué-added-tax (VAT) rebate on exports of certain
to the textile sector, about 40 percent of the textile €Xtile and apparel itents; (3) distributed 15 percent

SOEs are on the verge of bankruptcy. At the end of Of the_ textile quotas directly to manufacturers,
1997 there were 4,031 state textile enterprises,bypa"SSIng the state export corporations; and (4)

employing over 4 million workers, which accounted "Créased the overall number of quota categories
for 10 percent of the national industrial workfoRGe. available for d|.str|b’ut|0n, thgreby reducing the state
China’s weaving and knitting mills are considered the €XPOIt corporations’ automatic shére.
weakest link of the textile sector, operating mostly with ~Although China’s hourly labor costs for the textile
obsolete equipmerf industry have increased, rising from $0.58 per hour in
1996 to $0.62 per hour in 1998, these costs are still
The major challenge facing China’s textile industry among the lowest in the world, as shown in table*8-4.
is the transition from being controlled by inefficient But as mentioned above, productivity is low in China’s
SOEs to running market-oriented profit-generating textile industry, somewhat offsetting this wage cost
firms. Specific challenges for the industry include advantage.

training the unskilled labor pool, changing the world  Trage and industry sources agree that the future of
market perception of China as a producer of relatively china's textile industry is virtually guaranteed given
low quality product with long lead times for delivery, {he need to clothe China’s population of more than one
finding or raising capital for investment in advanced pjjion. However, in order for its textiles to be
technology (primarily through foreign investment
channels), and finding jobs for those laid off in the 38 U.S. Department of State cable, prepared by U.S.
midst of the restructuringy Embassy, Beijing, China, “China/Textile Industry:

Everything You Might Possibly Want to Know,” message

; ; ; reference No. 16696, Oct. 22, 1998.
The Chinese Government has committed itself to 39 Spinners Committee, ITMF, “Travel Report, China,

an  aggressive,  comprehensive  reform  of Bejjing -Xinjiang - Hybei,” Oct. 7 - 15, 1997, p. 2.
40“China/Textile Industry: Everything You Might

33 William Wu Shang, International Textile Posillbly Want to Know.” . )
Manufacturers Federation (ITMF), “Country Perspectives: Trade sources indicated that China had increased the
China, Hong Kong, TaiwanThe Changing Textile Face of VAT rebate rate from 11 percent to 13.56 percent. Most
R Al Conforonce Report 33655

34 qpi i “ i
Beiiin S_F))(':?]r.‘izrns Cogw%ﬂ‘letlteeo(l;tl'l\gl:_ 1?1\/9%59[’(?' China, textile raw materials and textile products. See, for example,

1359“ Jlang - Fybel,” Uct. 7 - 1o, » P- 9. Pacific Trade WindsPacific Trade Winds Co., Santa
R_e_currlng Losers,Textile Asia Feb. 1998, p._73. Barbara, CA, May 1999, p. 3, and Aug. 1999, p. 2.
36 william Wu Shang, ITMF, “Country Perspectives: 42 pacific Trade WindsMay 1999, p. 3.
China, Hong Kong, Taiwan.” 43 Werner International Management Consultants,
37 Paul Leung, “Zhu’s advice Textile AsiaApr. 1998, “Hourly Labor Cost in the Textile Industry, 1998,” New

p. 55 York, New York.
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Table 8-4
Hourly labor costs 1 in the textile industries of selected countries, in U.S. dollars, 1996 and 1998

Country 1996 1998
Ay o 16.65 15.81
United States . ... o 12.26 12.97
TN .« .o e e 6.38 5.85
HONG KONG .o 4.90 5.65
SOUTh KOrBa . o 5.65 3.63
TULK Y .ot e 2.02 2.48
o = 0.56 0.60
CNiNA .o e e e 0.58 0.62

1 Hourly labor costs include social benefits and fringes.

Source: Werner International Management Consultants, “Hourly Labor Costs in the Textile Industry, 1998,” New
York, New York.

Table 8-5

Textiles and apparel: China’s exports by major markets, 1992-97

Country 1992 1993 1994 1995 1996 1997

-------------------- Millions of U.S. dollars--------------------

Japantotal ...................... 5,114 6,915 9,504 11,431 12,331 11,519
FromChina.................... 3,609 5,161 7,376 9,028 9,751 9,362
Re-exports from Hong Kong ..... 1,505 1,754 2,128 2,403 2,580 2,157

United Statestotal ................ 5,317 7,390 7,362 6,903 7,266 8,162
FromChina.................... 2,339 3,802 3,930 3,926 4,019 4,462
Re-exports from Hong Kong ..... 2,978 3,588 3,432 2,977 3,247 3,700

EUl5total ....................... 5,572 6,943 7,293 7,016 7,125 8,070
FromChina.................... 2,438 3,193 3,616 3,570 3,323 3,901
Re-exports from Hong Kong ... .. 3,134 3,750 3,677 3,446 3,802 4,169

All countriestotal ................. 44,131 47,970 58,126 61,725 62,519 72,376
FromChina.................... 25,287 27,140 35,550 37,967 37,146 45,631
Re-exports from Hong Kong ... .. 18,844 20,830 22,576 23,758 25,373 26,745

Source: Compiled from United Nations data for Standard International Trade Classification (SITC) division 84,
articles of apparel and clothing accessories; and division 65, textile yarn, fabrics, made-up articles and related
products.

competitive in the global market, China’s industry will and apparet* China benefitted from the shift in
need to focus on quality and design, not quantity; on apparel trade from the traditional “Big Three” Asian
developing its marketing expertise; and improving its suppliers—Hong Kong, Korea, and Taiwan—which
turnaround or delivery time. were the world’s largest apparel exporters during the
1970s and 1980s. As labor and other production costs
rose in those countries and labor became limited in

World-China Trade Hong Kong, producers in these countries and world
Data reported by the United Nations (UN) show importers shifted production and purchases to China.

that China’s direct exports of textiles and apparel grew In 1997, the largest markets for China's exports were

by 80 percent from $25.3 billion in 1992 to $45.6 Japan, taking 16 percent of the total'value, and the
billion in 1997 (table 8-5). China also exports a United States and the European Union (EU), each

significant portion of textiles and apparel to Hong &ccounting for about 11 percent, as shown in figure

Kong. However, the majority of these shipments
consist of goods that are re-exported with very little )
value added to the same country markets as China’s_ **The UN data differ from the Department of

; ihate di i, Commerce data reported in the following section because the
direct exports. China’s direct exports of apparel, which UN data are shown on a Standard International Trade

totaled $31.8 billion in 1997, accounted for roughly 70 Cjassification (SITC) basis and include apparel made of all
percent of the total value of China’s exports of textiles textile materials, as well as leather, rubber, and fur.
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Figure 8-2
Textiles and apparel: China’s exports, by major markets, 1992 and 1997

All other 61.7%

All other 63.7%

EU-15 11.2%
EU-15 12.6%

United States 11.3%

Japan 11.6% United States 12.0% Japan 15.9%

1992 = $44.1 million 1 1997 = $72.4 million 1

1 Data include re-exports from Hong Kong.
Source: FAS’ Global Agricultural Trade System using data from the United Nations Statistical Office.



U S _China Trade reflected tight U.S. quotas. The 3-year bilateral
e agreement in place at that time froze quotas in 1994 at

An alternative examination of U.S. imports of 1993 levels and allowed for 1-percent annual growth,
textiles and apparel from China using data reported byon an overall trade-weighted basis, in 1995 and 1996.
the U.S. Department of Commerce (DOC) shows According to U.S. Government and trade sources,
similar trends, but provides greater detail regarding the textile and apparel imports from China returned to
composition of trade in the sector and how it has more normal trade levels in 1997, recovering from
changed during the 1990s. (The reader should notesluggish U.S. demand in 1996 and uncertainty on the
that the data discussed in this section are notpart of U.S. importers over the new bilateral textile
comparable to those shown in table 85.As shown  agreements that were being negotiated in 1996. The
in the following tabulation, U.S. imports of textiles and decline in imports of textiles and apparel from China in
apparel from China increased by 28 percent over the1998 is partly attributed to competition from
1992-98 period, amounting to $7.3 billion in 1998.  |ower-priced sector imports from East Asian nations
(Million dollars) (Indonesia, Thailand, South Korea, and Malaysia) that

had substantially devalued their currencies in 14597.

%ggg """"""""""""""""""" g‘ggi In addition, floods that destroyed many textile factories
1994 6:471 in South China, as well as efforts by the Chinese
1996 . . 5,944 Government to restructure the textile industry, may
1996 ... 6,184 have slowed production and thus reduced sector
10907 . 7,562 .

L D 7316 exports to the United Staté3. Trade sources

suggested that the U.S. Government's imposition of

, . . .. triple charges against China’s quota allowance in May
With the exception of 1993, when U.S. imports of silk 19980 because of China’s transshipment violations,

goods accounted for 29 percent of the total value of . L
U.S. textile and apparel imports from China, the share may also have been responsible for the decline in U.S.

of U.S. imports of silk goods from China has remained IMPOrts from China in 1998:  Such enforcement
fairly steady over the period, amounting to 19 percent Measures may have discouraged some U.S. companies

in 1998. The remainder of the textile and apparel from importing textiles and gpparel from China. Trade
products are covered by the U.S. quota progfam. Sources also report that Chinese apparel producers had
Although the total value of these imports has increasedtrouble importing fabric from Taiwan and Korea
fairly steadily over the period (to $5.9 billion in 1998), because of the Chinese Government's efforts to control
import quantities have fluctuated considerably, but capital outflow and combat smuggling of imported
remained essentially unchanged, amounting to 1.9fabrics®?

billion square meter equivalents (SMEs) in both 1992 o o

and 19987 This trend provides some indication that Anogh_er factor contributing to China’s overall
Chinese producers have been shifting production todecliné® in the U.S. apparel market is the growing
higher value added apparel. Although China was the Practice by U.S. importers to source from countries in
largest supplier of U.S. textile and apparel imports by Proximity to the domestic market, namely Mexico,
quantity during 1992-95, its lack of growth contributed Canada, and the CBERA-beneficiary countries. As

to its being surpassed by NAFTA imports in 1998.  competition in the U.S. apparel retail market has
intensified, and quick turnaround has grown as a

competitive factor, U.S. importers have increased
imports from these countries.

The decline in the quantity of U.S. textile and
apparel imports from China during 1994-96 largely

45 The data in this section include imports of textiles and

apparel covered by the U.S. quota program, as well as
imports of textiles and apparel made of silk. As noted
above, these data exclude apparel made of leather, fur, and
rubber.

46 Specifically, the program covers products made of
cotton, wool, manmade fibers, ramie, flax, and silk blends.
Although the United States signed a silk agreement with
China in 1994 that brought Chinese silk goods under quota
for the first time, these quotas were never binding (i.e., the
fill rates never exceeded 90 percent). The silk quotas
expired at the end of 1997.

47U.S. imports from China of products covered by the
quota program reached a high of just over 2.1 billion SMEs
in 1993, and then declined through 1996 (to a low of 1.6
billion SMEs).

48 |ndustry trade consultant, telephone interview with
USITC staff, Jan. 22, 1999.

49 “China/Textile Industry: Everything You Might
Possibly Want to Know.”

50 Triple charges are discussed in the United
States-China textile agreements section of this chapter.

51 American Textile Manufacturers Institute,
“International Trade, Textile HiLights Sept. 1998. p. v.

52 “Major Shifts in U.S. Apparel Sourcing in Asia: An
Analysis of the Impact of Pricing, Quotas, and Government
Regulations,'Pacific Trade Wind¢Santa Barbara, CA), Apr.
1999, p.1.

53 |n terms of value, China’s share of the U.S. textile
and apparel import market declined from 15.8 percent in
1992 to 11.7 percent in 1998.
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Major Products

Of the $7.3 billion of U.S. imports of textiles and
apparel from China in 1998, around 77 percent of the

value of these imports consisted of apparel and the
remainder consisted of other textile products, such as

flat goods; luggage; bedspreads, quilts, wool carpets
and other home furnishings; fabrics, primarily cotton
printcloth; and yarns, such as cotton/manmade-fiber

colored yarns. China exports all types of apparel to the
U.S. market, including sweaters, dresses, coats, knit

and woven shirts, trousers, playsuits, down coats,
women’s manmade-fiber suits, and nightwi?ar.

United States-China Textile
Agreements

The United States and China reached a series ofUnited States requests consultations.

textile agreements contained in a Memorandum of
Understanding (MOU) dated February 1, 1997.

agreemen?’/ A second agreement involved a visa
arrangement8 and a third agreement extended U.S.
quotas on Chinese apparel containing 70 percent or
more by weight of silk for an additional year to
December 31, 1997, when they were allowed to expire.

The current textile agreement with China, as in
previous agreements negotiated under the former
Multifiber Arrangement (MFAR? contains provisions
for a safeguard mechanism. The United States may
request consultations with China if the United States
believes that imports of Chinese textile and apparel
products not subject to specific limits are, due to
market disruption, threatening to impede the orderly
development of trade between the two counfifes.
The U.S. Government must provide the Government of
China with a detailed factual statement of reasons and
justification for each request for consultations,
including current data that show the existence or threat
of market disruption and the role imports from China
have in that disruption. Aestraint limitis placed on
the subject imports from China at the same time the
If the two
countries cannot agree on a quota level during the
consultation period, the United States may continue the

Among these agreements, which were negotiated undetimit until the end of the agreement period.

section 204 of the Agricultural Act of 1956, one
extended U.S. quotas on imports from China of textiles
and apparel of cotton, wool, manmade fibers, other

vegetable fibers such as linen and ramie, and silk

blends for 4 years through December 31, 2000
(hereafter the textile agreement).

This agreement

As part of the current bilateral agreements reached
with China, the United States agreed that should China
become a member of the WTO, it would immediately
receive the same benefits on the same schedule
accorded other WTO textile-exporting countries under

reduced quotas for products in which China had the ATC. As such, quotas on imports of textiles and

repeatedly violated quotas by transshipping through

third countries, strengthened enforcement terms against -,

illegal transshipments, and, similar to the 1994
agreement® allowed the United States to “triple
charge” quotas for repeated violations of the

54 The largest single categories of imports from China in
1998 were sweaters of non-cotton vegetable fibers and

57 In May 1998, the Committee for the Implementation
extile Agreements (CITA) announced that triple charges
would be assessed against certain of China’s quotas for
illegal transshipments (i.e., “the United States may charge
three times the amounts transshipped to China’s negotiated
quantitative limits ...”). For further information, see CITA,
“New Transshipment Charges for Certain Cotton and
Man-Made Fiber Textile Products Produced or Manufactured
in the People’s Republic of Chindtederal Registe(63

manmade-fiber flat goods, (e.g., wallets and key cases), eachF.R. 25202), May 5, 1998, p. 25202.

of which accounted for 6 percent of the total value of U.S.
imports of textiles and apparel that year.

55 0On February 1, 1997, the United States and China
initialed the MOU, which both countries are implementing.
The MOU is binding on both countries; it will be formalized

58 The United States requires visas for textiles and
apparel from China and many other countries (the United
States agreed to China’s request to eliminate visa
requirements for silk goods effective as of January 1, 1999).
Issued by the quota regulatory authority of the country in

into an agreement through an exchange of notes. The Unitedwhich the goods originate, a visa is a stamp on a paper

States delivered its note on March 11, 1997; however, the
note had not been reciprocated by the Chinese, pending the
reduction of certain Chinese tariffs, which was announced on
January 1, 1999. On January 22, 1999, China’s Ministry of
Foreign Trade and Economic Cooperation notified the U.S.
Embassy in Beijing that it was ready to exchange diplomatic
notes to formalize the agreements contained in the MOU.
See U.S. Department of State telegram No. 000799, “China
Ready to Exchange Notes on Textile Agreement,” prepared
by U.S. Embassy Beijing, Jan. 26, 1999.

56 The 1994 agreement is discussed in the United
States-China trade section of this chapter.
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document that certifies the origin of the goods, specifies the
product type and quantity, and authorizes the shipment. The
U.S. Customs Service, which is implementing electronic
visas with several countries, uses the information to charge
imports against quotas and to help eliminate unlawful
transshipments.

59 0n Jan. 1, 1995, the Agreement on Textiles and
Clothing (ATC) entered into force as part of the WTO
agreements and replaced the MFA.

60 The consultation mechanism described here is found
in Paragraph 8, subparagraph (A) of the current U.S.-China
bilateral textile agreement.



apparel from China, as well as all other WTO and fabric luggage) or the consultation provisions
countries, would be completely phased out on January(miscellaneous items for which there were no imports
1, 2005. However, the present agreement with Chinafrom China in 1997 or 1998).

states that if China accedes to the WTO, the
consultation mechanism described above will be in
effect for 4 additional years beyond the termination of

textile quotas for WTO countries—that is, from January articles subject to specific limits, are included in the

1, 2005 to December 31, 208B. The United (1o ihree groups, depending on the product type and
States-China agreement also states that no action takeBrincipal fiber. The overall quota for group |

under the consultation mechanism during the four-year 5. nted for 77 percent of the total volume of China’s
period will remain in effect beyond one year, without 4 owable quotas in 1997. Group Il accounted for 7

re-application, unless both countries agree. percent of the allowable quotas, and group I, 14
percent; these two groups cover cotton, wool, and
manmade-fiber apparel and non-apparel articles,
- . respectively. Group IV accounted for less than 1
Quotas and Quota Utilization percent of China’s allowable quotas, and covers

apparel of silk blends and non-cotton vegetable fibers.

Rates About 2 percent of China’s allowable quotas in 1997

The bilateral textile agreement with China contains consisted of textile articles that are subject to specific
group and specific limits, or quotas, with respect to the limits but not a group limit.
type and volume of textile articles that China can The textile agreement with China contains
export to the United States. Under the agreement, thefiexibility provisions” that allow, under certain
147 individual product categories used by the United conditions, for the transfer of unused portions of quotas
States to administer the textile quota prodfamre  petween products and between yé&rdhe agreement
essentia"y divided into four broad groups of textile also provides annual growth of group and Specific
articles, with an overall quota assigned to each |imits. The group limits are to be increased by 1
group®  Textile articles in each group are subject percent a year for groups |, Il, and Ill, and by 2 percent
either to specific limits or to the consultation g year for group IV. The annual growth rates for
provisions discussed above. Currently, there are 101gpecific limits range from a low of 0.1 percent for wool
specific limits covering imports of textile articles from sweaters for men and women to a high of 4.1 percent
China, and they apply to individual product categories, for gloves and mittens of silk blends and non-cotton
subsets of product categories, and combined produciegetable fibers. According to one trade source, the
categorie®* A few articles are not subject to any of average annual quota base growth rate for China under
the group limits in the textile agreement with China, the current bilateral textile agreement, which covers
but are subject to specific limits (certain shop towels the years 1997 to 2000, is 1.3 percent for apparel and
2.0 percent for made-up textiles, such as towels, table
cloths, curtains, and other home furnishif§s.

In the textile agreement with China, almost all
articles subject to specific limits are included in group |
and those not subject to specific limits, as well as a few

61 See Paragraph 8, subparagraph (F) of the current
agreement.

62 To administer the U.S. textile quota program, textile During 1994-98, China filled most of its quota
articles are grouped under 3-digit category numbers, which group limits by 95 to 100 percent. Two exceptions
cover several thousand 10-digit statistical item numbers . . ) o
under which merchandise is classified for statistical purposes Were in 1996, when China filled its Group I quota by
in the Harmonized Tariff Schedule of the United States
(HTS). Of the 147 quota categories, 11 are for yarn, 34 for 65 The flexibility provisions for unused portions of
fabric, 86 for apparel, and 16 for made-up and miscellaneous quotas include carryover (from the prior year to the current
textiles. year within the same product category), carryforward (from

63 Group limits are set in terms of square meters the subsequent year to the current year within the same
equivalent (SMEs) and specific limits are set in terms of the product category), and swing (from one product category to
“individual category unit of measure” (e.g., kilograms for another product category within the same year).
yarns, square meters for most fabrics, and dozens for most 66 National Retail Federation (NRF), “Assessment of the
apparel articles). To aggregate textile articles with different  Economic Effects on the United States of China’s Accession
units of measure, a conversion factor is assigned to each to the WTO, USITC Investigation No. 332-403,” Mar. 12,
3-digit category number to convert the category units of 1999, p. 5. The NRF calculated the average annual quota
measure into SMEs. growth rates on a quota-weighted basis, using the base quota

64 For example, cotton trousers for men and women are growth rates negotiated in the 1997 bilateral textile
subject to a combined quota (base quota of 2,341,850 dozen agreement for each product category. The quota growth
in 1998), whereas separate quotas exist for wool trousers for rates discussed above calculated by NRF do not include any

men (70,265 dozen) and women (22,167 dozen) and
manmade-fiber trousers for men (1,555,261 dozen) and
women (1,111,223 dozen).

allowance for the acceleration of quota growth rates as
provided for under the ATC. See footnotes 74 and 88 for
information on accelerated quota growth rates.
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only 78 percent, and in 1998, when China filled its Customs also works in conjunction with foreign
Group | limit by 90 percent. governments. In one such operation in 1997, Hong
Kong Customs and Excise conducted 2,248 factory
visits.”l  Agents uncovered 179 illegal transshipment
cases involving textile and apparel products destined
. for the U.S. market as a result of these visits. These
TfanSShlpment cases are currently being investigated and processed
through the Hong Kong courts. Customs published the
names of 28 of these factories where transshipments
have been substantiated and will continue to publish
additional names as these cases continue to be

The U.S. Customs Service (Customs) recognizes
the transshipment “problem” and has established a
national strategy to combat illegal transshipnfént.

lllegal transshipment of textiles and apparel occurs processed through the Hong Kong codifs. (U.S.

whenh th(;e_re IS ta t;alse d?clar?tlor? on mgortetd Government officials emphasized that the value of
merchan |seUaSs o the coundryUoS O”g'g ml oraer %transshipment and the number of cases cited by
circumvent U.S. quotas an -S. trade laws and o ,g13mg represent only a small portion of the

admissibility requirements. Customs’ report to the . __. ; ; ;
. : incidence of transshipment that is allegedly occurring.
U.S. Congress on transshipment emphasized the P gecy 9)

difficulty in combating transshipments when it stated

that “transshipment has become an economically WTO TEXtiIe Agreement

viable solution in those countries where factories can World trade in textiles and apparel had been largely
and do produce more than they can I_egally ship to governed by the terms of the 1974 MFA and
these markets because of quantity restraints. predecessor arrangements, which permitted the use of
Transshipment is a difficult problem to attack because gyotas without requiring compensation, contrary to the
Customs is frying to investigate in a foreign country general prohibition against quotas under the General
where there are efforts to keep factories open andagreement on Tariffs and Trade (GATT). On January
generate income through exports, despite quotaj 1995, the ATC entered into force and replaced the
restraints.®8 Since 1990, Customs has identified cases pjea. The ATC provides for the elimination of the
of transshipment in 75 countries, territories, and insularquotaS and the complete integration of textiles and
possession®  The value of textile and apparel - gpparel into the WTO regime—that is, the sector will be
products affected by these cases totaled $736.8 m'”'on-subject to WTO disciplines and the same rules as other
sectors—over a 10-year transition period ending on
OIJanuary 1, 20053 All WTO countries are subject to

Chinese textile and apparel products transshippe o . -
through Hong Kong and Macau. One action Customs ATC d|SC|pI|ne_s, and only WTO countries are eligible
for ATC benefits.

took concerning transshipment in these countries is the
publishing in 1997 of the names of 30 Hong Kong Under the ATC, quotas will be eliminated through
factories, which had been convicted by Hong Kong two mechanisms: (1) the integration of products into
courts, and 14 Macau factoriesy which had been the WTO regime, inClUding the elimination of qUOtaS
assessed penalties by the Government of M&taln on those products, and (2) the acceleration of growth
most cases, importers can still do business with therates for expanding quotas still in effect during the
companies on the published lists. The lists alert transition period on products not yet incorporated into
importers and retailers to which companies have beenthe WTO regime. Under the ATC, WTO members
convicted of illegal transshipment, so that importers integrated 16 percent of their textile and apparel trade
and retailers can avoid doing business with these(Pased on their respective 1990 import volumes) into
Companiesy be prepared to Comp|ete extra the WTO regime on January 1, 1995, and 17 percent

documentation, or have their shipments be subject tomore on January 1, 1998. The ATC requires countries

During 1997, Customs focused its efforts on

more careful inspection. to integra_te_ another 18 percent of the trade in 2002 and
the remaining 49 percent on January 1, 2005. In the
67 U.S. Customs Service, Department of Treasury, near term, product integration has limited effects on the

“Textile Transshipment Report Submitted to Congress on
March 10, 1998,” memorandum to all Port Directors,
Customs Management Center (CMC) Directors and Strategic 1 pid., p. 10.

Trade Center (STC) Directors, Mar. 20, 1998, p. 2. 72 Section 333 of the Uruguay Round Agreements Act

%8 Ibid., p. 4. 3 (URAA) (Public Law 103-465, 108 Stat. 4809) authorizes

69 This statement refers to all verified cases of Customs to publish biannually in tRederal Registelists
transshipment and not only those involving China. of firms which are involved in illegal transshipping.

70 “Textile Transshipment Report Submitted to Congress 73 WTO members imposing quotas are the United
on March 10, 1998,” p. 7. States, the EU, Canada, and Norway.
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U.S. textile and apparel industries because mostother WTO membefé§ (that is, if China were to accede
import-sensitive goods covered by the ATC will remain to the WTO), Commission staff applied the quota
under quota throughout the transition period, but in the growth rate mechanism outlined in the ATC to China’s
longer term the ATC is expected to have a significant annual quota growth rates provided for in the United
effect on the industry as all quotas for WTO countries States-China textile agreement and compared the
are removed. resulting import trends with those of other WTO
members. As shown in figures 8-3 and 8-4, China’s
shipments of many products to the United States are

product integration. For products remaining under likely to continue to be constrained by quotas even if
quota during the transition period, the ATC requires tN€ accelerated quota growth rates of the ATC are
importing countries to increase the quota growth rates@PpPlied.  Other WTO members such as countries in
for major supplying countries by 16 percent on January South A§|a, which have higher base quota. growth rates
1, 1995; by an additional 25 percent on January 1, than China, have an advaptage over Chlna Whe'n the
1998; and by another 27 percent on January 1, 2902. quota growth rate mechanism of the ATC is applied.
For small suppliers (i.e., countries accounting for 1.2 o
percent or less of an importing country’s total quotas in _ COmmission staff selected two groups of products.
1991), quota growth rates were advanced by one The first group cqn5|sts of men’s woven cotton and
stage-that is, they were increased by 25 percent inmgnmade—flber shirts (categon_es 340 and 640). These
1995 and by 27 percent in 1998. shirts generally are commodity products for which
) N . there is significant trade. Both types of shirts are
During the transition period, the ATC allows WTO  produced by both large and small suppliers, as defined
members to set new quotas on imports of articles notj, the ATC. China has minimal base annual quota
yet integrated into the WTO regime by applying @ growth rates of 0.5 percent for category 640 and 0.75
“ransitional safeguard” when imports cause or percent for category 340, which are representative of
threaten serious qlamage to a domestic mdustry.' Thesgnhe annual growth rates for most apparel products in
quotas may remain in place for up to 3 years during theihe ynited States-China textile agreement. The second
transition .perlod or untll_the item is mteg_rgtgd into the product group, consisting of playsuits (category 237),
WTO regime. The United States has initiated more a5 selected in order to analyze the effects of the quota
ATC safeguard actions than any other country, with 28 growth rate mechanism on products from China that

actions in 1995, but only 9 during the 1996-98 p e higher annual quota growth rates, in this case, an
period/> Most of these actions involved apparel. annual quota growth rate of 3 percent.

The acceleration of quota growth rates under the
ATC is likely to affect U.S. import levels sooner than

Figure 8-37 provides a comparison of the quotas
with the applied growth rates provided for in the ATC
on men’s woven shirf§ from China to the adjusted

Comparison of China’s
Trade with ATC quota

76 Increasing China’s quota growth rates at the same rate

g rowth rates to other as other WTO members indicates that the application of the
. ATC quota growth rate mechanism on China’s quota growth
WTO Su ppl lers rates would be retroactive to 1995.

77 To make this comparison, the various countries’ quota
As an illustration of how China’s exports of a growth rates were accelerated as provided for in the ATC
: : . 1. and described as follows. The 1995 growth rate for
particular apparel Category would grow if China’s combined categories 340 and 640 stated in the United
quota growth rates were to increase at the same rate astates-China textile agreement was increased by 16 percent
for the first stage—1995-97. This increased growth rate was

74 The acceleration of quota growth rates is based on the then increased by 25 percent for the second stage
rates specified in the bilateral MFA agreements in place on  (1998-2001); and this further increased growth rate was
Dec. 31, 1994. The base rates by which the quotas could  increased again in the third stage (2002-04) by 27 percent.
grow annua”y vary by Country and product, but usua”y (Norma"y, the 1994 grOWth rate would be used as the base
ranged from iess than 1 percent to 6 percent; some countries quota growth rate; however, no growth was granted for
had base rates of 7 percent. Assuming a base rate for a men’s woven dress shirt product categories in 1994 in the
major Supp”er of 6 percent, the annual guota growth rate Unlte_d States-_Chlna textile agreement that was in effect at
would be 6.96 percent in stage one (1995-97), 8.7 percent in that time.) This same process was applied to the 1994
stage two (1998-2001), and 11.05 percent in stage three annual growth rates stated in the bilateral textile agreements
(2002-04). negotiated with other WTO suppliers, where possible. In

75 The three calls (i.e., safeguard actions) in 1998 were instances where the United States did not have an agreement
down from the four calls issued in 1997. In 1995, the first ~ With the supplier country (e.g., Egypt), base growth rates
year of the ATC, the United States initiated 28 calls, 15 of ~ from subsequent years were applied.
which were rescinded. 78 Quota categories 340 and 640 combined.
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Figure 8-3

Men’s woven shirts of cotton and manmade fibers (categories 340/640): U.S. quota access
levels for China assuming WTO quota growth rates compared with quota access levels for
other WTO members, 1998-2004
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Note.—"South Asia” includes India, Bangladesh, Sri Lanka, and Pakistan. “All other” includes Turkey, Indonesia, Malaysia, Phillipines, Singapore, and
Thailand. “Small suppliers” includes Egypt, Guatemala, Costa Rica, Dominican Republic, Mauritius, Jamaica, Kenya, Qatar, United Arab Emirates, Bahrain,

Kuwait, Macau, and Romania.
Source: Compiled from official statistics of the U.S. Department of Commerce.



Figure 8-4
Playsuits (categories 237): U.S. quota access levels for China assuming WTO quota growth
rates compared with quota access levels for other WTO members, 1998-2004
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quotas on imports of the shirts from South Asia, Hong China.®l  The National Retail Federation (NRF)
Kong and South Korea, WTO members designated assupported this view in their statement to the
small suppliers, and all other affected WTO suppliers. CommissiorP?2 The NRF wrote that the application of
The figure illustrates that even accounting for the the ATC’s accelerated quota-growth provisions to
acceleration of the base quota growth rates by 16imports from China upon China’s accession to the
percent in 1995, 25 percent in 1998, and 27 percent inwTO would not “significantly expand China’s access
2002, permissible import levels for shirts from China 5 the U.S. market” or cause “disadvantage to U.S.
will increase slowly (6 percent during 1998-2004). nroducers or other foreign suppliers” because China’s
Similarly, permissible import levels for Hong Kong  gyerage quota-weighted base growth rate for apparel is
and South Korea also exhibit slow growth. In contrast, o1y 1 33 percent, based on growth rates established in
the other regional groups are permitted relatively rapid the bilateral agreement in 1997, and the rate for textile
growth, with the growth in quota Ievels_ for the small made-ups is only 2.0 percent. Increasing these annual
suppliers amoungng to 73 percent dyrlng 1998-2004, growth rates according to the growth rate provisions of
and for South Asia and all other suppliers by 78 and 47the ATC would result in growth rates that “hardly

percent, respectively (figure 8-3). permit massive increases in U.S. apparel and textile
A comparison of the trends of the U.S. base quota made-up imports from China.” They emphasized that
access levels for China’s exports of men’s shirts (figure China should be allowed to join the quota phase-out in
8-3) and playsuits (figure 8-4) illustrates that the quota progress.
base rates applied to playsuits will increase at a faster
rate than those applied to men's shirts when the  The American Apparel Manufacturers Association
accelerated growth rates provided in the ATC are (AAMA) submission to USTR concerning the
applied. This is because the base annual quota growttaccession of China to the WTO supported the view that
rate for the playsuits is higher than those for shirts (3 should China accede to the WTO, its textile and
percent versus 0.5 percent and 0.75 percent).apparel imports should be integrated on the same
However, figure 8-4 also illustrates that when the schedule as those of other WTO memBérs.The
growth rates specified in the ATC are applied to the AAMAs submission emphasizes that this view is
quota base level of imported playsuits from the other consistent with the 1997 United States-China MOU
WTO suppliers, China’s share of the total quota accessyhich provides for the integration of China’s trade at
level drops from around 29 percent in 1998 to roughly the same schedule as current WTO members. The
25 percent in 2004. AAMA believes that extending the quota integration
and growth processes after other WTO members would

As these figures demonstrate, during the next five be finished ld be “an invitation f hi R
and a half years when quotas are being phased outPe finished would be “an invitation for transshipment.

China’s access to the U.S. market for textiles and

apparel will increase only slightly as a result of its o S :
WTO accession. In addition, the current United (ATMI) testified at the Commission’s hearing that

States-China textile agreement states that if ChinaChina’s accession to the WTO should be conditional on
accedes to the WTO. the consultation mechanism China’s liberalization of its own trade regime. ATMI
provided in the agreement will remain in affect for 4 Stated that with China’s accession, China’s exports of
additional years beyond the termination of textile textiles and apparel should not be allowed quota-free
quotas for WTO countrie® entry as of January 1, 2005, but rather accession should
be accompanied by a 10-year phase-out period for its

The American Textile Manufactures Institute

The United States Association of Importers of
Textiles and Apparel stated in their submission to the 81 statement of the United States Association of
Commission that because the United States-Chinalmporters of Textiles and Apparel on the Effect of Removal

bilateral textile agreement has an annual averageOf Quotas on Textiles and Apparel with China as a Member
growth rate of less than 1 percent, the of the WTO, “Assessment of the Economic Effects on the

. 80 .. United States of China’s Accession to the WTO,” USITC
growth-on-growth® provisions of the ATC would  jnyestigation No. 332-403, Feb. 24, 1999, p. 6.

not result in “appreciably larger quota levels for 82 Statement of the National Retail Federation,
“Assessment of the Economic Effects on the United States of
79 Eor more information on the continuation of the China’s Accession to the WTO,” USITC investigation No.
consultation mechanism provided for in the United 332-403, Mar. 12, 1999, p. 5.
States-China agreement see the United States-China textile 83 Letter to The Honorable Charlene Barshefsky, U.S.
agreement section of this chapter. Trade Representative, from the AAMA, Mar. 21, 1999, pp.
80 This reference to the “growth-on-growth” provisions  1-2, and faxed to Commission staff in conjunction with
refers to the quota growth rate provisions of the ATC. USITC investigation No. 332-403, Apr. 13, 1999.
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textile and apparel quotas from the date of its accessioncomplete assessment of what would likely occur if

to the WTO84 China were to join the WTO. Rather, the analysis is
designed to show only the potential impact of China’s
participation in the ATC’s quota phase-out.

Impact of the phase-out
of Textile and Apparel

imulation Desi
quotas on the U.S. Simulation Design

In the single-period model analysis, comparisons

Economy with China’s were made between the initial representative base and
- : : an alternative state where China reduces its tariffs. In
InCIUSIOn In the ATC the analysis presented in this section, it was necessary

This part of the chapter uses formal modeling to 1© prodgce aprojectgdbase that represents the phased
provide a quantitative assessment of the effects of the€limination of textile and apparel quotas for WTO
phase-out of textile and apparel quotas as specifiedMembers. In this simulation, the quotas imposed on
under the ATC under the assumption that China is almports from China and other non-WTO members are
member of the WTO. This assessment is done at thedSsumed to remain in place. The alternative projection

aggregate and not at the commodity or quota category@Ssumes that China joins the WTO and the quotas
level. placed on its textile and apparel exports are phased out

A d lier in the ch h i q in accordance with the ATC. The difference between

S Inote ear |erb|n. the hC ap(;er, the texti el Oan these two projections provides an estimate of the
apparel quotas are being phased out over a Y€ahotential effects on the U.S. economy of removal of the

period, with full eI|m|r_1at|on of quota restrictions on quotas on China’s textile and apparel exports to the

WTO members oceurring on Jar_luary 1, 2005. In OrderUnited States, the European Union (EU), Canada, and
to account f°f the d|fferenc_es in the rates of growth Norway. In scenario | (China excluded from the ATC),
allowed for different countries during the phase-out .4 aconomic growth with the implementation of

pheriogﬁ_thevc\:/_?_gmisséoT us_?ﬁ a mu(;ti—lper(;od \t/)ersion of Uruguay Round trade liberalization is simulated
the ina- moael. e model's database Was iqyt” China’s participatioB’ Because China is

first updated to .199@5 The model was then run o cluded from the WTO under this scenario, its exports
through 2010, with the base datal adjusted to reﬂectof textiles and clothing to the United States would
annual quota growth rates and projected GDP g.rOWFh'remain subject to quotas that would grow at their
The model updates various factors of production in .\ .ont rate of approximately 1 percent.  The

each time penpd, wh|Ie. at the same tlmg It a”OV.VS Commission assumed that these restrictions would
markegsé to.aqlu.st, as 1s dpne n the ;mgle—pgnod continue after January 1, 2005. WTO members that
model L|m|tat|o_ns associated W't.h _th|§ updating are subject to quotas are allowed accelerated textile
process andithe |mpa9t of these limitations on the and apparel quota growth, with the remaining quotas
simulation results are discussed more fully below.  gjiminated on January 1, 2005. As discussed earlier in

The quantitative assessment presented below doeshis chapter, for textile and apparel articles still under
not account for the tariff reductions included in the quota during the 10-year transition period, the ATC
April 1999 offer or any changes in the non-tariff

barriers that China imposes on its imports of goods and 87 To calibrate the baseline scenario, real GDP growth

services. As a result, the analysis does not present %ate, gross investment, government spending, and balance of
! rade as a percentage of real GDP are imposed exogenously

based on data from International Monetary Fikdrld

84 Statement of Mr. Charles V. Bremer, Director, Economic OutlookWashington, DC, 1998), and “The
International Trade, on behalf of The American Textile Oxford World Macroeconomic Model, An Overview,”
Manufacturers Institute to the U.S. International Trade Oxford Economic Forecasting, Abbey House, Oxford U.K.,
Commission, “Assessment of the Economic Effects on the  jan. 1999. The percentage reductions in import protection
United States of China’s Accession to the WTO, USITC rates by sector and by region agreed to in the Uruguay
investigation No. 332-403, Feb. 23, 1999, pp. 3 and 5. Round are provided by Joseph F. Francois, Bradley

85 This updating procedure is described in more detail ~ McDonald, and Hakan Nordstrém, “Assessing the Uruguay
below and in appendix D. As in the simulations conducted  Round,” in Will Martin and Alan Winters (eds:)he
using the single-period model, the 1995 GTAP database is  Uruguay Round and the Developing Econopgsrid Bank
first updated to 1998. The updating process consists of Discussion Paper 307, 1995, Washington, DC; and Joseph
employing actual macroeconomic data for total trade, GDP, Francois and Anna Strutt, “Post Uruguay Round Tariff
government spending, and investment and balancing the Vectors for GTAP Version 4,” Erasmus University
remaining variables to facilitate simulations of policy shocks Rotterdam, Jan. 1999. The reductions are implemented over

such as tariff cuts or quota removal. time (6 years for developed countries and 10 years for
86 Appendix D provides a detailed description of the developing countries); a linear formula was used to calculate
inter-period linkage component of the China-WTO model. the reductions in each simulation period.
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required importing countries to increase the base quotagrowth and changes in production and bilateral trade
growth rates for major WTO-member suppliers by 16 flows arising from various trade policy changes.
percent on January 1, 1995; by an additional 25 percentHowever, several factors affect the direction and
on January 1, 1998; and by another 27 percent in 2002magnitude of these estimates. First, the initial 1995
The quota growth rates for WTO exporter countries levels of U.S. production of textiles and apparel and,
that are used in both scenarios are calculated from datahus, domestic sales of these products are overstated in
provided by the International Textiles and Clothing the GTAP version 4 database. Second, some of the
Bureau (ITCB)8 shift in U.S. production to other NAFTA countries and

In scenario Il (China included in the ATC), beneficiary countries under the CBERA that occurred

Commission staff assumed that China receives theafter 1995 could not be captured in the database
same quota phase-out benefits as other major WTOupdating proces® This second factor also causes
textile-exporting countries under the ATC. This means U.S. production, domestic sales, and employment
China would gain back all its quota growth from 1995 levels to be overstated throughout the pePfod.
and no quantitative restrictions would be applied to Finally, the simulations reflect the assumption that the
China’s textile and apparel products on or after Januarypurchasers’ willingness to substitute imports for
1, 2005. The simulations are conducted for the domestic production remains constant throughout the
1998-2010 period in order to capture the lag and 12-year period. This may not be the case. For
economic adjustment in response to the quotaexample, if domestic producers were to shift
phase-out. production to specialized subsectors, imports could
For each of the two scenarios, the model generatesbecome less viable substitutes and, as a result,
results regarding the effects on real consumption, wagepurchasers would be less responsive to changes in
rates, terms of trade, the volume of trade, output, andimport prices.
changes in prices and resource allocation on a
region/country basis. The difference in the results For changes in domestic production and
generated by the two simulations provides an estimateemployment, the direction, as well as the magnitude of
of the impact of China’s inclusion in the quota the bias associated with these data limitations and
phase-out specified by the ATC on the U.S. economy. pehavioral assumptions is unclear. Changes in U.S.
The estimates should be regarded as outcomes frommports of textiles and apparel generated by the model
conditional projections rather than as forecasts. As
noted above, for a complex set of policy changes such g Since actual data for global bilateral trade are not

as the ATC quota phase-out, this multi-period ayailable, bilateral trade flows are endogenously determined
modeling approach seems to be the most appropriatewhen the database is updated and may not reflect actual
However, it introduces specific data and model trade flows. Also, updating does not necessarily account for

L . changes in technology during the period that may influence
limitations and their impact on the results generated bytradegand productiong%/rends.gNor goes it accoun¥for

this analysis are discussed in the following section.  exchange rate changes, since quantities in CGE models are
represented in real and not in nominal terms. Therefore,
exchange rate changes that influenced trade shares (for
example, Mexico in the mid 1990s) are not considered by

Data and MOdeI Limitations this model (or any other CGE model) during the updating

. . . phase of the simulation. In the ITC study concerning the
As noted earlier, the China-WTO model's starting impact of NAFTA on U.S. imports from Mexico, the

1995 database was adjusted to reflect macroeconomiegconometric analysis indicated that exchange rates were, in
the short run, more influential than NAFTA policy changes
in determining the level of U.S. imports from Mexico. See
USITC, The Impact of the North American Free Trade
Agreement on the U.S. Economy and Industries: A Three
-Year ReviewWUSITC Publication 3045, June 1997.These

88 The ITCB database used in the current analysis is
comprehensive in that it covers all countries which have
guotas on their textile and apparel exports to the United

States, Canada, the EU, and Norway. The base quotas and . =2 . . . ; f
quota growth rates were collected from these countries’ limitations in the updating process lead to a divergence in the

notifications of existing quotas to the WTO's newly created ~ Share of U.S. imports shown in the updated 1998 database
Textile Monitoring Board (TMB). The ITCB calculated the ~ Versus actual U.S. import shares for some countries. For
overall quota growth between 1994 and 2004 for all example, the share of U.S. imports of textiles and apparel
countries, including China, by applying the above mentioned &ccounted for by Mexico amounts to around 6 percent in the
accelerated growth rates of the ATC. However, the ITCB’s model’s database versus approximately 13 percent according
figures did not account for U.S. group limits, thus to U.S. DOC data.

overstating the amount of growth China would be permitted 90 As shown in table 8-1, U.S. shipments of textile mill
during the phase-out period. As explained above, these products (SIC 22) and apparel and other textile products
limits permit only one percent growth per year for the vast  (SIC 23) grew slowly during 1993-98. At the same time,
majority of China’s exports to the United States. Therefore, employment in both sectors has declined steadily. Assuming
during the phase out period, China’s growth would be held that this trend continues, any declines in U.S. employment
below the levels calculated by the ITCB as a result of these precipitated by China’'s WTO accession would apply to a
group limits. smaller base.
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are likely to be overstated, but by an unknown amount.Aggregate Effects
The uncertainty surrounding these estimates pertaining

to U.S. textile and apparel production, employment, As shown in table 8-6, the impact of China's WTO
and trade led the Commission to not report theseaccession on the U.S. economy would be relatively
model-based results. Therefore, the discussion in thesmall prior to the elimination of the quotas in 2005.
section below on the impact of the ATC quota However, the elimination of quotas in 2005 could
phase-out on U.S. textile and apparel trade, production,generate an increase in U.S. real GDP of $1.9 billion in
and employment focuses on general trends suggeste¢006 and an economy-wide welfare gain of roughly
by the model simulations. Estimates of economy-wide $2 4 billion. These changes reflect the elimination of
effects, changes in import market shares, and effectsthe quotas in 2005 and occur primarily as a result of
pertaining to other sectors of the economy, however, efficiency gains from factor reallocation in the U.S.
are likely to be far less affected by these limitations economy. Total U.S. exports (i.e., all merchandise
and are presented below. products) to the world would potentially increase by
about $2.5 billion in 2006, while total imports from the
. . . world could increase by about $7 billion. The impact
Major Fmdmgsgl on the average U.S. wages of both unskilled and skilled
) ) labor would be negligibl®2 Quota elimination also
The simulation results suggest that the overall \;5,1d have a positive impact on China’s economy.
impact on the U.S. economy of China’s participation in china's real GDP could increase by about $6.5 billion
the ATC would be positive. Economy-wide welfare i, o006, with slightly larger gains occurring during the
gains could amount to about $2.4 billion in 2006, while o mainder of the period. The economy-wide welfare
GDP could increase by about $1.9 billion. gain realized by China could amount to around $5.8
The results also suggest that much of China’s billion in 2006. China’s total exports and total imports
increased exports to both the U.S. market and thewould also likely increase substantially in 2006.
world would be at the expense of other country

suppliers. For example, under scenario |, China’s Sharestrong positive feedback between trade expansion and

of the U.S. import market could decline slightly. With - . .
inclusion in thg ATC (scenario 1), China’s gha?/e could productivity growth, especially technology transfer via
! exports of capital and intermediate goods from

increase by about 18 percentage points when the . . . .
quotas are eliminated in 2005. In contrast, the industrial countries such as the United States. In this

. : . . analysis, as quota elimination allows China to expand

respective shares of other regional suppliers decline. its tgxtile ang apparel exports to the world markgt it
As noted above, certain data limitations prevented likely will import more capital and technology

the Commission from providing estimates of changes intensive goods as both investment and intermediate
in U.S. textile and apparel production, employment, jnputs. As shown in the last column of table 8-7, the
imports, and exports. However, the simulation results yesyits suggest that the elimination of textile and
suggest that both the U.S. textile and apparel industriespparel quotas would result in China importing more
willexperience declines in dor_nes,t|c_ shipments and than $2 pillion in additional machinery and equipment
employment as a result of China's inclusion in the 5 year after January 1, 2005, from the international
ATC. The impact on the U.S. apparel industry is likely et Growth in imported technology from
to be more significant than th_at on the_U.S. textile industrial countries would likely stimulate productivity
industry, largely as a result of differences in the Olegreegrowth for all factors of production. The simulation

of protection afforded the two industries by U.S. results suggest that the quota phase-out would

quotas. Because the accelerated quota growth rates fo . . -
China for many of the U.S. textile and apparel quota fccelerate growth in China’s total factor productivity

categories are low, the adverse effects are likely to be(TFP)’ especially for its manufacturing
experienced after the end of the phase-out period (i.e.,

Empirical evidenc® suggests that there may be

92 The average wages of unskilled and skilled labor in

after December 31, 2004). China could increase as a result of the elimination of the
quotas in 2005, but the gains are less than one percent.

91 As noted above, although the results discussed below 93 The increased productivity experienced by
provide an indication of the potential impact of China’s developing countries due to increased imports of capital

inclusion in the ATC’s quota phase-out, the simulations were equipment has been documented empirically. See Xiaoming
not designed to capture the full impact of China’s accession Zhang and Heng-fu Zou, "Foreign Technology Imports and
on the U.S. economy. The simulations do not include any ~ Economic Growth in Developing Countries,” World Bank
reductions in China’s tariffs or any changes in the Policy Research Working Paper No. 1412 (Washington DC:
restrictiveness of NTBs that China imposes on its imports of World Bank, September 1995), and Hadi Salehi Esfahani,
goods and/or services. The policy changes set forth in the  "Exports, Imports, and Economic Growth in

April 1999 offer would likely have an impact on the Semi-Industrialized CountriesJournal of Development
magnitude of results shown below. Economicsvol. 35 (1991), pp. 93-116.
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Table 8-6
Aggregate results from the phase-out of textile and apparel quotas, 2000-10
Billion of 1998 US dollars

Real GDP Welfare 1 Total exports 1.2 Total imports 1.3
United United United United
Year States China States China States China States 4 China
2000 . ............. 0.1 0.3 0.1 0.2 0.1 0.4 0.2 0.3
2002 ... 0.1 0.3 0.1 0.3 0.1 0.4 0.2 0.3
2004 ..., 0.1 0.4 0.1 0.3 0.1 0.4 0.2 0.4
2006 .............. 1.9 6.5 2.4 5.8 2.5 16.6 7.0 10.9
2008 ........ ..., 1.7 7.4 2.1 6.7 2.4 15.5 6.1 10.3
2010 .............. 1.7 9.2 2.1 8.4 2.4 16.3 6.1 10.9

1 The welfare and trade estimates shown below reflect the difference between the base simulation (scenario I)
and the inclusion of China in the ATC (scenario Il) in terms of total welfare or trade changes from the 1998 base
period. Therefore, the results are not additive.

2 Includes exports of all merchandise products to the world.

3 Includes imports of all merchandise products from the world.

4 Because of data limitations that are discussed above, the estimated changes in U.S. imports may be
overstated.

Source: Based on USITC staff estimates.

Table 8-7
Changes in China’s machinery imports from the quota phase-out, 2000-10
Million of 1998 US dollars

Motor Other
vehicles transport Electronic Other
Year and parts equipment equipment machinery Total
2000 ... 10 10 10 50 80
2002 ... 10 0 10 60 80
2004 ... 10 0 0 60 70
2006 ... 230 190 190 1,730 2,340
2008 .. 190 180 190 1,630 2,190
2010 ... 190 190 200 1,710 2,290

Source: Based on USITC staff estimates.

sectors. Results from the model indicate, for example, China during the simulation period due to the
that the TFP growth rate in China’'s chemical, other phase-out of quotas on China’s textile and apparel
machinery, electronics, motor vehicle, and steel exports. Joining the WTO, especially when industrial
industries would accelerate by 0.4, 0.4, 0.3, 0.2, andcountries eliminate quota restrictions on imports of
0.2 percent, respectively. labor-intensive manufactures such as apparel and other
textile-related consumer goods from China, would
further realize China’s comparative advantage in
producing such goods and increase its net exports. The
ImpaCt on Net Trade Patterns expansion of China’s production of labor-intensive
Table 8-8 reports the estimated changes in netmanufactures would cause resources to be bid away
exports of capital-intensive, labor-intensive, and from farming and drive up demand for agricultural and
agricultural products for both the United States and capital/technology-intensive goods. This  would
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Table 8-8
Change in net exports from the quota phase-out, 2000-10

Billion of 1998 US dollars
United States China

Capital Labor Agriculture Capital Labor Agriculture
Year intensive intensive and food intensive intensive and food
2000 .......... 0.1 -0.2 ©) -0.2 0.4 -0.1
2002 .......... 0.1 -0.2 ) -0.2 0.4 -0.1
2004 .......... 0.1 -0.2 @ -0.2 0.4 -0.1
2006 .......... 2.2 -3.8 0.5 -6.2 12.8 -2.0
2008 .......... 2.0 -3.4 0.6 -5.7 11.9 -2.0
2010 .......... 2.0 -3.5 0.6 -5.9 12.6 -2.2

1 Less than $50 million.

Source: Based on USITC staff estimates.

increase China’s net agricultural and capital/technology suppliers (ASEAN, South Asia, and “other restricted
intensive imports. The opposite impact would occur suppliers”); and the rest of the world (Canada, the EU,
for the U.S. economy. As shown in table 8-8, the Mexico, Japan, other OECD countries, and “all other
termination of textile and apparel quota restrictions on countries”). This aggregation was chosen to highlight
China in 2005 could result in increases in U.S. net the effect of China’s accession on suppliers that are
imports of labor-intensive products of over $3 billion restricted by the textile and apparel quotas versus
in 2006 and gains in U.S. net exports of unrestricted supplief}

capital-intensive and agricultural products of over $2 Figures 8-5 and 8-6 illustrate the changes in the

billion and $500 million, respectively, indicating a shift egjonal shares of the world market for apparel and
in the allocation of resources within the U.S. economy. extiles, respectively.  The figures illustrate the

At the sectoral level, China's entry to the WTO difference between the two scenarios during the
would have a significant impact on world net trade in Simulation period (1998-2010). Under scenario | (with
textile-related products. For example, the model China not included in the ATC), China’s world market
results suggest that China would have to increase itsShare would decline for both the textile and apparel
net imports of textile materials in order to meet rising Products, with a sharper decline in the world apparel
intermediate input demand due to the expansion of itsmarket in 2005, when the quota system is abolished for
apparel production. Most of these textiles are now WTO members. The principal beneficiaries under
imported from neighboring newly-industrialized eco- Scenario | would be the other restricted suppliers,
nomies such as Taiwan, Hong Kong, and South Korea,Whose share in the quld appare_l market would rise
and labor-intensive downstream production would from about 28 percent in 1998 to just over 39 percent
further move to China from other Asian economies iN 2006, and continue to increase to about 42 percent in
after the quota phase-out. Similarly, because planted2010.

fiber (mainly cotton) is a major input for the textile and As a group, the restricted WTO members would
apparel industries, it is expected that China would become the largest exporter of apparel to the world
increase its net imports of planted fiber from the world market (figure 8-5). The impact of the quota
market. elimination on this group’s share of the world textile
market is less pronounced (figure 8%)The share of
the world market for textiles accounted for by Hong

Impact on the U.S. and WOI’ld Korjg, South Korea, and Taiwan yvould increase more
. rapidly, from about 28 percent in 1998 to over 32
Textile and Apparel Markets
: o o 94 Under scenario |, many of the restricted WTO

To assess the impact of China’s inclusion in the suppliers would gain a significant price advantage over
ATC on the shares captured by different types of Clhin_a, tc"wtsdwil\ll_tahs(I:ehS_S-c‘;omptetit_ivs stldpp\lli;e% v%/r?_en quotas are

H H H eliminatead. | Ina's entry Into the , (nIs
regional suppliers, .the fourtgen modell reg!on§ were advantage would be reduced,)/if not eliminated.
grouped as follows: the United States; China; Hong 95 1his js an expected result since textile quotas tend to
Kong, Taiwan, and South Korea; other restricted be less restrictive than apparel quotas.
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Figure 8-5
Share of world apparel market: 1998-2010
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Figure 8-6
Share of world textiles market: 1998-2010
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percent in 2010 (figure 8-6). By 2010, these three Taiwan, and South Korea. Similar to the results shown
suppliers’ share of the market exceeds the share of thdor the world market, the impact on China’s share in
“rest of world” group. the U.S. import market would be more significant for

d apparel than for textiles. China’s market share
ddifference, comparing the two scenarios, would be
under 3 percentage points for textiles but above 20
npercent for apparel in 2010. Appendix F presents the
same information shown in figures 8-5 through 8-8,

but breaks out Canada and Mexico from the “rest of
the world” and South Asia from “other restricted

Under scenario Il (China joins the WTO an
benefits from the phase-out of quotas on its textile an
apparel exports), China’'s world market share for
apparel would rise by more than 6 percentage points i
2006, maintaining its position as the world’'s largest
exporter of apparel products. This gain would be at the
expense, in part, of the other restricted suppliers, 96
whose market share would increase considerably IessSUpp“erS'
than under scenario I. In contrast, China’s textile
market share would decline under both scenarios, and .
entering the WTO would actually slightly accelerate Impact on U.S. Textile and

this downward trend (figure 8-6). Apparel Trade, PI’OdUCtiOﬂ, and

This disparity between China’s textile and apparel

exports reflects the difference between its textile and Employmen{”

apparel industries and production reallocation among  The simulation results suggest that the U.S. textile
East Asia economies. As discussed earlier, textile and apparel industries will both experience declines in
production is relatively capital-intensive and is often domestic shipments and employment as a result of
characterized by large-scale production operations. InChina’s inclusion in the ATC. The impact on the U.S.

contrast,  apparel  production is  relatively industry is influenced by several factors: (1) the degree
labor-intensive and more consistent with China’s of restrictiveness of the quotas on U.S. imports of
comparative advantage. Such a result also highlightstextiles and apparel from China; (2) China’s shares of
the high substitutability of labor-intensive products the U.S. import markets for textiles and apparel; and
among developing countries, and the competitive (3) the degree to which U.S. purchasers of these
pressure on world labor-intensive export markets that products are willing to substitute between domestic and
would result from fully integrating China into the foreign suppliers. The degree of protection and
world trading system. substitutability are the more important factors and

In the U.S. import markets for textiles and apparel, therefore are discussed below.
WTO membership WOUId make a Signiﬁcant diﬁerence Estimates of the price effects of U.S. quotas on

for both China and other regional suppliers. Under china’s exports of textiles and apparel combined with
scenario | (with quotas on its exports in place), China’s historical data on quota fill rates during the 1990s
share of the U.S. textile market would remain gsyggest that the quotas are quite restrictive. Based on
essentially unchanged (figure 8-7). The share of theeekly license prices and 1996 U.S. import levels, the
U.S. textile import market captured by other restricted gy equivalents for China’s exports of textiles and
suppliers would expand somewhat during 1998-2004 gpparel were estimated at 11 percent and 37 percent,
because of the accelerated quota growth raterespectivel® In contrast, tax equivalents for other
mechanism, and this group would continue to increaserestricted U.S. trading partners range from less than 0.5
its share of the U.S. import market through 2010. The tg 6 percent for textiles and less than 0.5 to 26 percent
rest of the world would lose market share during the for apparel. Because the accelerated quota growth
period, particularly after quotas are eliminated in 2005. yates for many of the U.S. textile and apparel quotas
HOWeVer, if China entered the WTO and obtained the app“ed to China are IOW, the associated price
benefits of quota elimination, its share of the U.S.
textile market would increase slightly, to about 11 96 These figures provide greater detail and illustrate the
percent by 2010 (figure 8-7). impact of the two scenarios on South Asia (which exhibits
significant gains in market share as a result of quota
In the case of the U.S. apparel import market, elimination). The alternative aggregation scheme also

China’s share would decline slightly under scenario |I. illustrates the fact that the 1998 U.S. import market shares

. . . for Canada and Mexico are substantially understated.
However, under scenario Il, it would increase by about 97 See Additional Views of Commissioner Stephen

18 percentage points when the quantitative restrictionskoplan.
are removed in 2005 (figure 8-8). The respective 98 For a detailed description of the method used to

hares of the other three regional ar woul lineéstimate these tax equivalents, see Linda A. Linkins,
shares of the othe ee regional groups would dec e“Estlmatlng the Tax Equivalents of U.S. Textile and Apparel

after. quota rem'oval in 2005, particularly for the other q(otas,” Research Note No. 99-08-A, Office of Economics,
restricted suppliers and, to a lesser extent, Hong Kong,U.S. International Trade Commission, Aug. 1999.
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Figure 8-7
Share of U.S. imports of textiles: 1998-2010
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Figure 8-8
Share of U.S. imports of apparel: 1998-2010
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gaps that remain at the end of the phase-out period willrelatively more than developing countries from China’s
likely be fairly high. WTO entry, because their factor endowments and stage
of technology development are different from those of

between imports from different foreign suppliers is China._ Favorable _change_s in infcerna_ltional terms of
greater than the substitutability between imports and trade induced Dby integrating China into the world
domestic production. However, purchasers of textile Market are also potentially important. Joining the

products are less likely to shift from one supply source WTO and obtaining the benefits of the quota phase-out
to another than purchasers of app8®l. This would enable China to increase its production and

difference suggests that the textile sector would be less€XPorts of labor-intensive products, thus intensifying
affected. competition in the world market. This would, in turn,

tend to reduce export prices in developing countries
and import prices in developed countries, the largest
final market for such products. The expansion of
China’s production and trade in labor-intensive

manufactures would likely result in higher demand for
capital and skill-intensive manufactured goods in
China, thus driving up world prices for such products,
which are major exports from developed and newly
industrialized countries. Such a world price movement
would improve international terms of trade for

The model simulations assume the substitutability

All together, these factors suggest that final quota
elimination will not only affect China’s shares of the
U.S. textile and apparel import markets (figures 8-7
and 8-8), but also its share of U.S. textile and apparel
consumption (vis-a-vis U.S. producers). The inclusion
of China in the ATC’s quota phase-out will likely have
a small impact on U.S. imports of textiles and a larger
effect on U.S. imports of apparel. Much of this
increase in China’s exports of textiles and apparel

comes at the expense of other suppliers o the U'S'developed countries relative to developing countries
market.  However, th .S. textil n rel . . . '
arket owever, the U.S. textile and appare thus enabling them to benefit relatively more than the

industries could also be affected, with U.S. apparel develoning countries from China’s WTO accession
producers and workers experiencing the more adverse veloping countri ! on.

effects. The simulation results suggest that almost all

U.S. exports of capital-intensive goods to China industries in the United States, except for
would increase by more than $300 million in 2006, labor-intensive sectors such as apparel, would benefit
following the elimination of textile and apparel quota from China’s accession to the WTO. u.S.
restrictions (table 8-9). These gains would continue consumption would rise in every sector, with the
through 2010. In general, developed countries andlargest increase occurring in apparel. If China were to
newly-industrialized economies in Asia would benefit join the WTO, consumers, farmers, food processing
firms, and capital- and technology-intensive

99 The elasticities of substitution assumed by the model manufacturers would benefit. and only firms and
are taken from the GTAP database. The model distinguishes ’ y

between substitution between different foreign suppliers workers in the textile and apparel industries would be
(apparel — 8.8; textiles — 4.4) and between domestic and ~ affected adversely. While the proportion of the U.S.
]torﬁ:gn_s?pphe{_s (apparelh— ;1'4;156)(}”55;!\%'23' FOf” A labor force employed in the textile and apparel sectors
Elbehri, and T P, Truongslobal Trade Assistance and ~ ~ Nas declined for at least two decades, (o less than 2
Protection: The GTAP 4 Data Basgenter for Glbal percent in 1995, China’s entry into the WTO would
Trade Analysis, Purdue University, 1998. potentially accelerate this trend. However, many of
Table 8-9

Changes in U.S. machinery exports to China from the quota phase-out, 2000-10
Million of 1998 US dollars

Motor Other
vehicles transport Electronic Other
Year and parts equipment equipment machinery Total
2000 ... 0.5 1.8 1.0 5.4 8.7
2002 .. 0.6 2.0 1.2 6.2 10.0
2004 .. 0.6 2.2 1.3 6.7 10.8
2006 ... 18.4 64.3 36.7 197.6 317.4
2008 .. 17.0 63.6 38.5 194.8 314.0
2010 . 16.1 66.8 40.9 205.4 329.2

Source: Based on USITC staff estimates.
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China’s other trading partners would likely experience
similar sectoral adjustments. The expected increase in
China’s exports of various types of labor-intensive
consumer goods to the United States following the
elimination of the textile and apparel quotas would also
displace employment in other countries such as
Taiwan, Hong Kong, and South Korea, because a
substantial share of their labor-intensive production
will be displaced by that of China in the world market.
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ADDITIONAL VIEWS OF
COMMISSIONER STEPHEN KOPLAN

In her December 18, 1998 letter to the U.S. International Trade Commission
(the Commission), the United States Trade Representative (USTR) requested
that the Commission “provide a report to me assessing the probable economic
effects on the United States of China’s accession to the WTO ” (Appendix A).
Further, the USTR requested that “this analysis should be based on actual trade
and related economic variables from a recent representative, historical period
and reflect, to the extent possible, how those trade and related economic
variables would have appeared in that same period had China been a member of
the WTO....” The USTR stated that “at a sectoral level, the analysis should
report, to the extent possible, on changes in U.S. trade, investment, output and
employment.” The request letter specified that the analysis should include “the
effect of the removal of U.S. quantitative restrictions on textile and apparel
imports on all WTO members relative to the inclusion of China....”

The Commission, through the diligent work of its staff, has attempted to
estimate the effects on production and employment in the U.S. textile and
apparel industries. The staff utilized what it considers to be the best available
modeling techniques and data to attempt to estimate those effects. However, for
reasons stated in Chapter 8 of this report, and due to the limited time available
to complete this study, the Commission was not able to estimate those effects
with a high enough level of certainty to confidently report them to USTR.

I find it extremely unfortunate that the Commission’s study fails to include such
estimates. These are vital, labor-intensive industries, with nearly 1.4 million
U.S. workers, comprising 7.3 percent of domestic manufacturing jobs in 1998.
These industries, particularly apparel, face keen competition from low labor cost
countries. In the case of China, this report states hourly labor costs for the
apparel industry were only $0.43 in 1998 (See Table 8-2). Itis clearly of critical
importance for the Administration to consider quantitative estimates of the
effects of the accession of China to the WTO on the U.S. textile and apparel
industries. | urge that the Commission continue to seek to estimate these
effects.
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EXECUTIVE OFFICE OF THE PRESIDENT
THE UNITED STATES TRADE REPRESENTATIVE
WASHINGTOMN, D.C. 20508

DEC |8 1938

The Honorable Lynn M. Bragg
Chairman

U.S. International Trade Commission
500 E Street, SW

Washington, D.C. 20436

Dear Madam Chairman;

As you know, the United States has been engaged in multilateral negotiations with China
conceming the possible terms of that country’s accession to the General Agreement on Tariffs
and Trade (GATT) and now the World Trade Organization (WTQ). Membership in the WTO
will subject China to international rules and standards for conducting trade and will require
China to lower trade barriers and open its markets to U.S. goods and services without reciprocal
concessions from WTO members.

U.S. negotiators have been in continuing contact with U.S. interests throughout the process of
China’s accession negotiations and have received a series of comments from the public in
response to requests published in the Federal Register, meetings with our statutory Advisory
Committees and formal and informal outreach efforts. It would also be useful to receive an
analysis from the U.S. International Trade Commission (Commission) of the economic effects on
the United States of possible reduction and elimination of China’s tariff and non-tariff measures
(NTM:s) likely to result from or to be affected by China’s future accession to the WTO as well as
China's compliance with WTO rules gnd standards.

Therefore, under anthority delegated by the President and pursuant to section 332(g) of the Tariff
Act of 1930, I request that the Commission provide a report to me assessing the probable
mmoﬂceﬁemunmeUﬂMSmmnfChim’smsimwﬂmm. '

In assessing the effect of possible terms of China’s accession on the U.S. economy, the
Commission is requested to conduct a comparative static analysis. This analysis should be based
on actual trade and related economic variables from a recent representative, historical period and
reflect, to the extent possible, how those trade and related economic variables would have
appeared in that same period had China been a member of the WTO with all adjustments made
that would result from China's lowering and binding its tariffs, accepting disciplines on non-
tariff barriers and complying with the WTO.

The analysis should report on standard U.S. economic variables such as aggregate exports and
imports with China and the world, employment, average labor productivity, average labor



The Hnnorﬁble Lynn M. Bragg
Page Two

compensation and gross domestic product. At a sectoral level, the analysis should report, to the
extent possible, on changes in U.S. trade, investment, output and employment. The analysis
should examine the effect of China’s accession on distribution of household income in the
United States, taking into account factors such the as accession’s effect on labor compensation
and returns to ownership of capital in various productive sectors in the United States, and
changes in consumer prices of various affected goods and services.

As in other recent work by the Commission in the area of economic analysis, the Commission's
assessment should be as comprehensive as possible. This request, however, is being made with
the understanding that the Commission may not be able to respond fully because of the request’s
broad scope and the lack of available information necessary for complete analysis. To the extent
necessary data are available, this analysis should be quantitative. However, in instances where
quantitative estimates are not possible, qualitative information about the barrier, and the effects
of its removal, should be preseated. For any remaining parts of this request to which the
Commission feels responses are not possible, an assessment of the sources of difficulty in
making particular assessments should be included.

With respect to quantitative analysis, some expected effects may not be captured in current
models (e.g., dynamic effects), or there may be known biases affecting model results (e.g.,
aggregation bias). In such an event, the Commission is requested to discuss the nature of the
limitations and biases and how such factors may affect reported results, based on economic
theory, reviews of any relevant economic literature and more general descriptive analysis.

Please include in the report a description of any models or data sets used in the quantitative
assessments of the issues. These descriptions should include a discussion of the structure and
function of the model and the type and breadth of data.

The accession negotiation has, of course, not been completed and the detailed parameters of the
final terms are not yet known. During the course of the Commission's investigation it may be
possible to provide the Commission with additional information on the terms of China’s
accession, recognizing that any changes in the scope or content of the study would likely
necessitate an extension of the completion date.

As an overview to the analysis, the report should provide a profile of China’s trade and
investment pattems.

With regard to Chinese tariff reductions, two initial assessments should consider a 25% and a
50% across the board cut in Chinese MFN tariff rates. Each tariff reduction should be taken in
turn from two sets of base rates: from China’s 1992 MEN tariff rates and from China’s 1996
MEN tariff rates (or, if 1996 data are not available, then from the most recent feasible year).
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The Commission is also requested to assess the changes in U.S. trade, U.S. foreign investment
and the U.S. domestic economy resulting from the following non-tariff aspects of 2 possible
accession agreement. To the extent possible, the analysis of the following non-tariff barriers
should be quantitative. Where either data or methodological limitations preclude quantitatively
estimating the effects of the removal of such non-tariff barriers, the Commission should make a
qualitative assessment. This should include a presentation of relevant previous research on these
non-tariff barriers.

The elimination of China's WTO-inconsistent licensing, quota and tendering
Tequirements;

A comparison of the current trade situation with China to the instirurion of tariff rate
quotas as part of an accession package on the following agricultral products: corm,
cotton, oilseeds, rice, sugar, vegetable oils, wheat, wool, and wool tops;

The elimination of China’s trade related investment measures such as export performance
requirements, local content, and trade and foreign exchange balancing;

Market openings in these Chinese service sectors: distribution (including commission
agents, wholesaling, retailing, and franchising), financial services (including insurance),
telecommunications (including basic and value-added services), tourism and travel, land-
based air courier services, business services, including professional services, consultancy
and advertising, and business services auxiliary to distribution such as rental and leasing
of equipment, maintenance and repair, packaging, storage, and warehousing;

An analysis of the effect of China’s compliance with WTO rules on, or affecting,
transparency, national treatment, judicial review, state trading, offset, and protection and
transfer of technology;

The effect of the removal of U.S. quantitative restrictions on textile and apparel imports
on all WTO members relative to the inclusion of China, in the context of the U.S.
bilateral agreement on textiles and apparel with China; and

Any other change in the conditions of trade with China not herein stated that is a result of
accession and likely to materially affect U.S. trade and investment flows.

To the extent possible, please also estimate and/or discuss the effect of accession on China’s rate
and pattern of trade, economic growth and internal economic reform.
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I request that the Commission provide its report in this matter no later than June 1, 1999. I may
also request periodic updates of this analysis in the future, if circumstances require such action.

In accordance with USTR policy implementing Executive Order 12958 entitled “Classified
National Security Information,” I direct you to mark or identify as “confidential”, for a period of
ten years, such portions of the Commission’s report and its working papers which deal with the
ongoing accession negotiations. Consistent with the Executive Order, this information is being
classified on the basis that it concerns economic matters relating to the national security. USTR
also considers the Commission’s report to be an inter-agency memorandum that will contain
predecisional advice and be subject to the deliberative process privilege. I also request that you
submit an outline of this report as soon as possible to enable USTR officials to provide you
further guidafice on the extent and duration to which portions of the report require classification.
Based on this outline, a USTR official with original classification authority will provide you

The Commission’s assistance in this matter and its continuing support and cooperation are
greatly appreciated.

Sincerely,

CM

Chariene Barshefsky



EXECUTIVE OFFICE OF THE PRESIDENT
THE UNITED STATES TRADE REPRESENTATIVE
WASHINGTON, D.C. 20508

MAY =5 1999

The Honorable Lynn M. Bragg
Chairman

U.8. International Trade Comimission
500 E Street, SW

Washington, DC 20436

Dear Madam Chairman:

On December 18, 1998, I requested that the U.S. International Trade Commission (Commission) provide
a report assessing the probable economic effects on the United States of China's accession to the World
Trade Organization (WTO). As a result, the Commission instituted investigation No. 332-403,
Assessment of the Economic Effects on the United States of China's Accession to the WTO. In that
request letter, | indicated that during the course of the investigation, it might be possible to provide the
Commission with additional information on the terms of China’s accession, recognizing that any changes
in the scope or content of the study would likely necessitate an extension of the completion date. In this
regard, I request that the Commission's investigation incorporate comparative static analysis applicable to
China 's tarifl offer made in April 1999. My office is providing this information to the Commission on a
confidential basis.

I request that the Commission provide its report, including this additional analysis, no later than June 15,
1999. Classification of this report and the additional information provided are subject to the guidance
provided in connection with my original request.

The Commission's assistance in this matter and its continuing support and cooperation are greatly
appreciated.

Sin:ep]y,

Clnibidh———

Charlene Barshefsky



EXECUTIVE OFFICE OF THE PRESIDENT
THE UNMITED STATES TRADE REPRESENTATIVE
WASHINGTON, D.C. 20508

June 16, 1939

The Honorable Lynn M. Bragg
Chairman

1J.5. International Trade Commission
500 E Street, SW

Washington, D.C. 20436

Dear Madam Chairman:

On December 18, 1998, I requested that the U.S. International Trade Commission (Commission) provide
me with a report assessing the probable economic effects on the United States of China's accession to the
World Trade Organization (WTO). As a result, the Commission instituted investigation No. 332-403,
Assessment of the Economic Effects on the United States of China's Accession to the WTO. In May
1999, USTR provided the Commission with confidential information on the market access offer that
China made in April 1999 and extended the time period so that the Commission could provide a more up-
to-date assessment of the economic effects of China’s tariff reductions.

I appreciate the complexity of the issues raised in this investigation and the tight schedule under which
the Commission has been working. I understand that the Commission will need additional time to
complete its review of the report before it is transmitted.

In light of the ongoing nature of the negotiations, I hereby request that the Commission amplify its report
with further quantitative analysis of the effects on the U.S. economy of the full range of market access
commitments (e.g., from telecommunications and insurance to elimination of non-tariff measures) that
China made in April 1999. Since trading rights and distribution services are cross-cutting issues that
affect the full range of U.S. exports, including agricultural products, as well as the operation of U.S.
businesses, analysis of the effects of these commitments on the U.S. economy is particularly important.

Because of the complexity of the analysis involved, I request that the Commission provide its report,
including this additional analysis, no later than August 16, 1999. My prior guidance regarding the
classification and treatment of the report and related materials also applies to this additional request.

The Commission's assistance in this matter and its continuing support and cooperation is greatly
appreciated.

Sin E.:aﬁrely,

i Z’éﬁ\

Charlene Barshefsky
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TR September 1, 1999

The Honorable Lynn M. Bragg
Chairman

UU.S. International Trade Commission
500 E Street, SW

Washington, D.C. 20436

op: LY 2- 45 6.

Dear Madam Chairman:

We have just received the U.S. International Trade Commission’s (Commission) report,

Assessment of the Economic Effects on the United States of China’s Accession to the WTO, ¢

which is currently classified as confidential pursuant to guidance received from the Office of the : J
U.S. Trade Representative (USTR). I, hereby, declassify the “Executive Summary™ to the ¢
Report and request that the Commission make that summary available to the public as quickly as ffn

possible.

We are currently reviewing the body of the report for declassification purposes. We intend to
complete this review expeditiously and will provide further guidance to the Commission on those
portions of the Report which are to be declassified.

We appreciate the Commission’s cooperation and assistance in making its conclusions available
to the public.

Sincerely,

AT

Robert T. Novick
General Counsel

VL

ENTERED 87P 1 9 1999



EXECUTIVE OFFICE OF THE PRESIDENT
OFFICE OF THE UNITED STATES TRADE REFPRESENTATIVE
WASHINGTON, D.C, 20508

September 17, 1999

The Honorable Lynn M. Bragg
Chairman

U.S. International Trade Comrmission
500 E Street, SW

Washington, D.C. 20436

Dear Madam Chairman:

On September 1, 1999, the Office of the U.S. Trade Representative (USTR) declassified the
Executive Summary of the U.S. International Trade Commission’s (Commission) report,
Assessment of the Economic Effects on the United States of China's Accession to the WTO, and
stated that we would be providing the Commission with additional guidance on declassification
of the body of the Report. We have now completed our review of the Report for declassification
purposes.

We have transmitted to you a copy of the Report indicating, by brackets, those portions of the
Report that are to remain classified as confidential. The remainder of the Report is hereby
declassified and may be released to the public. We will be reevaluating the confidential status of
any information that remains classified based on the state of the negotiations on China’s
accession to the World Trade Organization and will contact the Commission regarding any
change in the treatment of the Report.

We appreciate the Commission’s cooperation and assistance in this matter.

Sincerely,

SIS AT

Eobert T. Novick
General Counsel
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UNITED STATES INTERNATIONAL TRADE COMMISSION
Washington, D.C.

{Investigation 332-403)

ASSESSMENT OF THE ECONOMIC EFFECTS ON
THE UNITED STATES OF CHINA'S ACCESSION TO THE WTO

AGENCY: United States International Trade Commission
ACTION: Institution of investigation and notice of opportunity to submit comments.
EFFECTIVE DATE: January 19, 1999

SUMMARY: Following receipt on December 21, 1998, of a request under sec. 332(g) of the Taniff Act of
1930 (19 U.S.C. 1332(g)) from the United States Trade Representative (USTR), the U.S. International
Trade Commission (the Commission) instituted investigation No, 332-403, Assessment of the Economic
Effects on the United States of China 's Accession to the WTO. The Commission plans to submit its repart
to the USTR by June 1, 1999,

FURTHER INFORMATION CONTACT: Arona Butcher, Office of Economics, (202-205-3301) or James
Stamps, Office of Econamics (202-205-3227). The media should contact Margaret O"Laughlin, Office of
External Relations (202-205-1819). Hearing impaired individuals are advised that information on this
matter can be obtained by contacting the TDD terminal on (202-205-1810). General information
WMWMMMMWMMMWMJW.W}.
BACKGROUND: As requested by the USTR, the Commission will provide in its report an assessment of
ﬂmpruhahhmucﬁcﬂmﬁnlhhdsmdmh‘imhﬁanﬂTn&mgﬂﬁnﬁm
(WTO). As requested, the Commission will conduct a comparative static analysis. The analysis will be
based on actual trade and related economic variables from a recent representative, historical period. Tt will
mmmwmmmmu&meMhmwmm
mpuiudhad{mbmammh:ufﬂtwmwﬂhaﬂldjmmﬂ:ﬁnmwﬂmﬂﬂm
M’shﬁmﬂbﬁdﬁmﬂuﬁﬁ.mmmmmwﬂmmﬂmmm
the WTO.

Aarquuﬂﬁ:ﬂmmiﬂm“mmmsm:dﬂ.s.mmi:mhhlm. These will include
{l}wmﬂmmmmmmmmmw.
muagchhmmmmnﬁm,ldmdmﬂﬂcpmﬂdﬂ]mhu.s,mtvummm
ﬂmquMMMWMWmHmMMM
services, The Commission will also provide a profile of China's trade and investment patterns and wall
mﬁnmmﬁsmhﬂmmmﬂpmﬁhhﬁam&mmm&m'smﬂﬂnfuﬁnmﬂ
economic growth, and internal economic reform process.

wmmmmwmmucmmmmhmm:ﬂmumun
aﬁpﬂﬂﬂlmwmmmmhmmﬁm,nﬁmuﬁﬁmm
in tumn from two sets of base rates—from China’s 1992 tariff rates and from China's 1996 tariff rates (or
the most recent feasible year if 1996 data are not available).
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WRITTEN SUBMISSIONS: U.S. firms and other interested persons ane invited to submit written
statements concerning any of the matters to be addressed in the report. The Commission is especially
interested in receiving:

1. Information regarding the likely economic effects of a 25 percent or a 50 percent reduction
in current Chinese tariff rates on the interests of specific U.S. firms, industries, investors,
consumers, or groups of workers;

2, A list of Chinese non-taniff barriers ranked according to the degree of concern to the
interests of specific U.S. firms, industries, investors, consumers, or groups of workers; and

3. Quantitative estimates (in percentage terms, if possible) of the current econamic effects of
Chinese non-tariff barriers, and estimates of the potential economic effects on U.S. expaorts,
employment, and investment of reducing or eliminating these non-tariff barriers.

Commercial or financial information that a person desires the Commission to treat as confidential must be
submitted on separate shests of paper, each clearly marked “Confidential Business Information™ at the top.
All submissions requesting confidential treatment must conform with the requirements of section 201.6 of
the Commission's Rules of Practice and Procedure (19 CFR 201.6). All written submissions, except for
confidential business information, will be made available for inspection by interested persons in the Office of
the Secretary to the Commission. To be assured of consideration by the Commission, written statements
relating to the Commission’s report should be submitted at the earliest practical date and should be received
not later than March 9, 1999, All submissions should be addressed to the Secretary, United States
Intemational Trade Commission, 500 E Street SW, Washington, D.C. 20436. The Commission’s rules do
not authorize filing of submissions with the Secretary by facsimile or electronic means.

By order of the Commission.
: Civn il A

Donna B Koehoks
Secrelary

Issued; January 20, 1999
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Hearing Participants and Written Submissions

William T. Archey, American Electronics Association, on behalf of American Electronics
Association

Eric O. Autor, National Retail Federation, on behalf of National Retail Federation

Julia K. Bailey, Williams Mullen Christian and Dobbins, on behalf of National Housewares
Manufacturers Association

Julia K. Bailey, Williams Mullen Christian and Dobbins, on behalf of Federal Express
Corporation

Lisa B. Barry, the Boeing Company, on behalf of the Boeing Company

Steve Beckman, International Union United Automobile Aerospace and Agricultural Implement
Workers of America, on Behalf of International Union United Automobile Aerospace
and Agricultural Implement Workers of America

C. Fred Bergsten, Institute for International Economics, on behalf of Institute for International
Economics

Charles V. Bremer, American Textile Manufacturers Institute, on behalf of American Textile
Manufacturers Institute

James R Cannon Jr., Stewart and Stewart, on behalf of Gates Rubber Company

James B. Clawson, J. B. C. International, on behalf of Wine Institute and The California
Assaociation of Grape Growers

Calman J. Cohen, Emergency Committee for American Trade, on behalf of Emergency
Committee for American Trade

John D. O. Connell, Distilled Spirits Council of the United States, on behalf of Distilled Spirits
Council of the United States

Kevin M. Dempsey, Dewey Ballantine LLP, on behalf of Semiconductor Industry Association

Michael Dolan, Public Citizen and the Citizens Trade Campaign, on behalf of Public Citizen and
the Citizens Trade Campaign

Michael J. Duff, Analytical and Life Science Systems Association, on behalf of Analytical and
Life Science Systems Assaociation



Daniel C. Duncan, Software and Information Industry Association, on behalf of Software and
Information Industry Association

Ryan A. Eppenberger, Association for Suppliers of Printing Publishing and Converting
Technologies, on behalf of Association for Supplies of Printing Publishing and
Converting Technologies

William P. Farrell, American Hardware Manufacturers Association, on behalf of American
Hardware Manufacturers Association

Anna M. Fernau, Direct Selling Association, on behalf of Direct Selling Association

Matt Flanigan, Telecommunications Industry Association, on behalf of Telecommunications
Industry Association

Michael R. Gale, Warnaco, on behalf of Warnaco
Helen Garrity, Human Life International, on behalf of Human Life International

Carolyn B. Gleason, Mcdermott Will and Emery, on behalf of California Cling Peach Growers
Advisory Board

Owen E. Hernstadt, International Association of Machinists and Aerospace Workers, on behalf of
International Assaociation of Machinists and Aerospace Workers

Shannon S. S. Herzfeld, Pharmaceutical Research and Manufacturers of America, on behalf of
Pharmaceutical Research and Manufacturers of America

William C. Hewins, Welch Foods Incorporated, on behalf of Welch Foods Incorporated
Ann Hoffman, UNITE, on behalf of UNITE
Thomas R Howell, Dewey Ballantine LLP, on behalf of American Iron and Steel Institute

Michael W. Hurley, Association for Suppliers of Printing Publishing and Converting
Technologies, on behalf of Association for Suppliers of Printing Publishing and
Converting Technologies

Brenda a Jacobs, Powell Goldstein Frazer and Murphy, on behalf of U.S. Association of
Importers of Textiles and Apparel

Art Jaeger, Public Voice for Food and Health Policy, on behalf of Public Voice for Food and
Health Policy

James Wm. Johnson Jr., American Sugar Alliance, on behalf of American Sugar Alliance

Robert A.Kapp, United States China Business Council, on behalf of United States China Business
Council

Christine Keck, Telecommunications Industry Association, on behalf of Telecommunications
Industry Association

Thomas S. Keller, Manufacturing Jewelers and Silversmiths of America Inc, on behalf of
Manufacturing Jewelers and Silversmiths of America Inc.



Dean Kleckner, American Farm Bureau Federation, on behalf of American Farm Bureau
Federation

Laurence J. Lasoff, Collier Shannon Rill and Scott, on behalf of Outdoor Power Equipment
Institute Inc.

Thea M. Lee, American Federation of Labor and Congress of Industrial Organizations, on behalf
of American Federation of Labor and Congress of Industrial Organizations

Mark Levinson, Union of Needletrades Industrial and Textile Employees, on behalf of American
Federation of Labor and Congress of Industrial Organizations (AFL—CIO)

M. Barry Levy, Sharretts Paley Carter and Blauvelt, on behalf of Toy Manufacturers of America
Incorporated

John B. Lynn, E D S Corporation, on behalf of E D S Corporation

John B. Lynn, Global Telecommunications Policy, on behalf of Global Telecommunications
Policy Dave Mc Curdy, Electronic Industries Alliance, on behalf of Electronic Industries
Alliance

Dave Mc Curdy, Electronic Industries Alliance, on behalf of Electronic Industries Alliance

John F. Mc Dermid, International Business Government Counsellors Inc., on behalf of
International Business Government Counsellors Inc.

Douglas Mc Millan, Mc Millan Electric Company, on behalf of Mc Millan Electric Company

Walter Reed Martindale 111, Guilford Washington Liaison Office, on behalf of Guilford Mills Inc.
and Guilford International

Greg Mastel, Economic Strategy Institute, on behalf of Economic Strategy Institute

Carlos Moore, American Textile Manufacturers Institute, on behalf of American Textile
Manufacturers Institute

Mark D. Nguyen, White and Case, on behalf of White and Case
Scott Nova, Public Citizen Global Trade Watch, on behalf of Public Citizen Global Trade Watch

Paul T. O'Day, American Fiber Manufacturers Association Inc, on behalf of American Fiber
Manufacturers Association Inc.

J. C. Reichenbach Jr, P P G Industries Inc, on behalf of P P G Industries Inc.
Bonnie J. K. Richardson, Motion Picture Association, on behalf of Motion Picture Association
Irene Ringwood, Ball Janik LLP, on behalf of Hager Hinge Company

Irene Ringwood, Ball Janik LLP, on behalf of American Dehydrated Onion and Garlic
Association

William J. Robinson, International Hand Protection Association, on behalf of International Hand
Protection Association



Peggy S. Rochette, National Food Processors Association, on behalf of National Food Processors
Association

Daniel H. Rosen, Institute for International Economics, on behalf of Institute for International
Economics

Louis Santucci, the Cosmetic Toiletry and Fragrance Association, on behalf of the Cosmetic
Toiletry and Fragrance Association

Michelle Sforza, Public Citizen Global Trade Watch, on behalf of Public Citizen Global Trade
Watch

David R. Smith, De Kalb Genetics Corporation, on behalf of De Kalb Genetics Corporation

Maureen R. Smith, American Forest and Paper Association, on behalf of American Forest and
Paper Association

Susan S. Smith, Chocolate Manufacturers Association, on behalf of Chocolate Manufacturers
Association

Barry Solarz, American Iron and Steel Institute, on behalf of American Iron and Steel Institute

Alan Tonelson, United States Business and Industry Council, on behalf of United States Business
and Industry Council

Peter Vitaliano, National Milk Producers Federation and U.S. Dairy Export Council, on behalf of
National Milk Producers Federation and U.S. Dairy Export Council

Mike Yost, Thomas Detamore, Den Swenson, Allen Johnson, and Joe Anderson, American
Oilseed Coalition, on behalf of American Oilseed Coalition

Construction Industry Manufacturers Association, Construction Industry Manufacturers
Association, on behalf of Construction Industry Manufacturers Association

Luggage and Leather Goods Manufacturers of America Inc., Luggage and Leather Goods
Manufacturers of America Inc., on behalf of Luggage and Leather Goods Manufacturers
of America Inc.

Footwear Industries of America Inc, Footwear Industries of America Inc., on behalf of Footwear
Industries of America Inc

Motorola, Motorola, on behalf of Motorola

Neckwear Association of America Inc, Neckwear Association of America Inc., on behalf of
Neckwear Association of America
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APPENDIX D
Specification of the China-WTO Model

Structure Of the MOdel and resources, capital, agricultural labor, unskilled labor,

. and skilled labor. Skilled and unskilled labor have
DeSCFIptlon Of Da'[a basic education in common, but skilled labor usually

has more advanced training.  Agricultural labor

The global computable general equilibrium (CGE) consists of those who work only in the farm sectors
model used in this report is similar to the CGE models and typically have little education. Primary factors are

that have been used in previous research on the impacissumed to be mobile across sectors, but immobile
of China’s accession to the WTO (Wang 1997a, 1997b, across regions.

1999). The model is an extension of the one-country
CGE model described in de Melo and Tarr (1992) 10 & yo4i5n: 3 private household, the government, and an

mt;lltil—lcoyntry d_s_etting. Th? Cl(errent .modeI” follows ;vestor. Factor endowments are assumed to be owned
Whalley's tradition (1985) of endogenizing all regions o ,seholds. In each region, the private household is

including the "‘rest Of 'the. world”, mcqrporates the assumed to sell the various types of labor and to rent
macroeconomic sp_eC|f|cat|ons shown n Devarrajan, onq ang capital to firms. The household allocates its
_LeW'S _and Rot_)lnson (199_0)'_ and includes aN income from factor returns to savings and expenditures
international shipping sectpr S|m!lar to that found in (which buy final consumption goods from the firms).
the Global Tra_de Analysis Project (GTAP) modgl The investor collects savings from the household,
(Hertel and. Tsigas 1997). l\/'loreover,. the Leontief government, and firms, accounting for foreign capital
technology in dell\{lelo and Ta.rr S model is replaced. BY inflows or outflows. Total regional savings is available
a constant EIa.St'C'ty of subst|tut|on_ (C.ES) production y, he investor in each region and represents its
function, which allows substitution between budget to buy capital goods, which are assumed to

vr;dlue-aéjdeq and aggreg?jtg_ _mputﬁ 'T_ the upper-l(ej\_/el Ofconsist of fixed proportions of the forty composite
the production tree. In addition, the linear expenditure (o 04c o aross investment,

system (LES) has been modified. The extended linear

expenditure system (ELES) makes household savings ; crep -
decisions endogenous in the model. Because thelNtra-period Equilibrium
duality approach is used throughout the specification, Structure

the model is relatively simple and transparent in _ .
structure. The model assumes that there is one competitive

firm in each sector for every region, which produces

In the current study the model uses version 4 of the only one product. Sectoral production is characterized
GTAP databasé. Commission staff aggregated the by two-level nested constant elasticity of substitution
data base into fourteen regions, with forty production (CES) functions. At the first level, firms are assumed
sectors in each region, to represent the world economyto use two types of inputs: a composite primary factor
(see tables D-1 and D-2). The forty sectors include and an aggregate intermediate input according to a
eleven agricultural sectors, eight food processing CES cost function. At the second level, the composite
sectors, three natural resource based sectors, sixteesf primary factors of production is also determined by
manufactures sectors, and two services sectors. Ag CES function. However, the split of intermediate
portion of the product of the traded services sector is demand is assumed to follow a Leontief specification.
allocated to international shipping. There are six As a result, there is no substitution among intermediate
primary factors of production: agricultural land, natural inputs. Technology in all sectors exhibits constant
e e decorintion of the GTAP datab returns to scale, implying long-run constant average
McDou%Eaﬁ, ngeph?ityeangs_ﬂhpéfg (cigtgse), The fuﬁ;a ase, see an marginal costs. The firm's output is sold on the
omestic market or exported to other regions through a

disaggregated database consists of 45 regions and 50 -~ h -
production sectors. constant elasticity of transformation (CET) function.

Three demand-side agents are assumed for each
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Table D-1
Definition of China-WTO Model Regions

Region:

United States

Canada

European Union (15 member countries of the EU)

Japan

ISLN e B A

Other developed countries:
Australia
New Zealand
European Free Trade Area (EFTA) countries

South Korea

Taiwan

Hong Kong

©| ©| N o

China

. Association of South East Asian (ASEAN) countries:

Singapore
Malaysia
Thailand
Philippines
Indonesia

11.

South Asia:
India
Bangladesh
Nepal
Pakistan
Sri Lanka

12.

Mexico

13.

Other countries/regions restricted by textile and apparel quotas:
Brazil
Turkey
Central America and Caribbean

14.

Rest of World (ROW)

Source: Compiled by USITC staff from the Global Trade Analysis Project (GTAP) database.



Table D-2

Concordance of China-WTO Model Sectors, GTAP Database Sectors, and ISIC Codes

Sectors in the

model GTAP 4 sector number and description 1 ISIC rev. 3 code 2
Paddy rice . Paddy rice 01111, 01301, 01401
Wheat . Wheat 01112, 01302, 01402

Other grains

. Cereal grains nec

01113, 01303, 01403

Vegetables, fruits, and nuts

. Vegetables, fruits, nuts

01121, 01204, 01404

Oil seeds

01114, 01305, 01405

Raw sugar

. Sugar cane, sugar beet

01115, 01306, 01406

Plant-based fibers

. Plant-based fibers

01116, 01307, 01407

Other crops

. Crops n.e.c.

01117,01122,1132, 01308, 01408

Bovine cattle, sheep, goats, and
horses

1
2
3
4
5. Oil seeds
6
7
8
9

. Bovine cattle , sheep and goats, horses

01211, 01309, 01409

Other livestock and raw milk

10. Animal products n.e.c.,
11. Raw milk

01220, 01212, 013010, 013011,
014010, 014011

Wool and silk-worm cocoons

12. Wool, silk-worm cocoons

01213, 013012, 014012

Forestry 13. Forestry 0200

Fisheries 14. Fishing 0150, 0500

Mining 15. Coal, 1010, 1020,1030, 11101, 11102,
16. Qil, 11201, 11202, 1200, 1310,
17. Gas, and 1320, 1410, 1421, 1422, 1429

18. Minerals n.e.c.

Beef, sheep and goat, and horse
meat products

19. Bovine cattle, sheep and goat, and horse
meat products

15111

Other meat products

20. Meat products n.e.c.

15112, 15141

Vegetable oils 21. Vegetable oils and fats 15142
and fats

Dairy products 22. Dairy products 1520
Processed rice 23. Processed rice 15311
Sugar 24. Sugar 1542

Other food products

25. Food products n.e.c.

1512, 1513, 15312, 1532, 1533,
1541, 1543, 1544,1549

Beverages and

26. Beverages and tobacco products

1551, 1552, 1553, 1554, 1600

tobacco
Textiles 27. Textiles 1711-12,1721-23,1729-30, 2430
Apparel 28. Wearing apparel 1810,1820,2430

Leather products

29. Leather products

1911, 1912, 1920

Wood products

30. Wood products

2010, 2021, 2022, 2023, 2029, 3610

Paper products

31. Paper products, publishing

2101, 2102, 2109, 2211, 2212,
2219,2221, 2222

Sectors in the
model

GTAP 4 sector number and description!

ISIC rev. 3 code?

Petroleum and coal

32. Petroleum, coal products

2310, 2320

Chemicals,
rubber, and
plastics

33. Chemical, rubber, and plastic products

2330, 2411, 2412, 2413, 2421, 2422,
2423,2424, 2429, 2511,
2519, 2520

Mineral products

34. Mineral products n.e.c.

2610, 2691, 2692, 2693, 2694, 2695,
2696, 2699

Iron and steel

35. Ferrous metals

2710, 2731

Other metals

36. Metals n.e.c.

2720,2732

Metal products

37. Metal products

2811, 2812, 2813, 2891, 2892, 2893,
2899

Motor vehicles and parts

38. Motor vehicles and parts

3410, 3420, 3430




Table D-2-Continued
Concordance of China-WTO Model Sectors, GTAP Database Sectors, and ISIC Codes

Sectors in the

model GTAP 4 sector number and description 1 ISIC rev. 3 code 2
Other transport 39. Transport equipment n.e.c. 3511, 3512, 3520, 3530, 3591, 3592,
equipment 3599
Electronic equipment 40. Electronic equipment 3000, 3210, 3220, 3230
Other machinery 41. Machinery and equipment n.e.c. 2213, 2230, 2911-15, 2919,
2921-27, 2929-30, 3110, 3120,
3130, 3140, 3150, 3190, 3311-13,
3320, 3330
Other manufactures 42. Manufactures n.e.c.. 3691, 3692, 3693, 3694, 3699
Traded services 47. Trade, transport, 3710, 3720, 4100, 4510, 5010, 5020,
48. Financial, business, recreational services, 5030, 5040, 5050,
49. Public administration and defense, 5110, 5121-22, 5131, 5139,
education, 5141-43, 5149-50, 5190,
health services 5220, 5231-34, 5239-40, 5251-52,

5259-60, 5510, 5520,

6010, 6021-23, 6030, 6110, 6120,
6210, 6220, 6301--04,

6309, 6411-12, 6420, 6511, 6519,
6591-92, 6599,

6601-03, 6711-12, 6719-20, 7010,
7020, 7111-13,

7121-23, 7129, 7130, 7210, 7220,
7230, 7240, 7250,

7290, 7310, 7320, 7411-14,
7421-22, 7430, 7491-95,

7499, 7511-14, 7521-23, 7530,
8010, 8021-22, 8030,

8090, 8511-12, 8519-20, 8531-32,
9000, 9111-12, 9120,

9191-92, 9199, 9211,-14, 9219-20,
9231-33, 9241, 9249,

9301-03, 9309, 9500, 9900

Non-traded 43. Electricity, 4010,4020,4030,4510,4520,4530,45
services 44. Gas manufacture and distribution, 40,4550

45. Water,

46. Construction, and

50. Dwellings

1 Global Trade Analysis Project, Version 4.
2 International Standard Industry Classification.

Source: Compiled by USITC staff from the GTAP database (McDougall, Elbehri, and Truong 1998).

Agents in each region value products from composite of domestic products and imported goods.
different regions as imperfect substitutes (Armington A two-level nested CES aggregation function is
1969). In each region, the private household specified for each composite commodity in each
maximizes a Stone-Geary utility function over the region. Total demand is first divided between
forty composite goods, subject to their budget domestically-produced and imported goods. Then the
constraints, through an ELES of demand. Household expenditure on imports is further divided according to
savings constitute demand for future consumption the geographical origin of the goods under the
goods with a zero subsistence quantity (Howe 1975).assumption of cost minimization. Complete bilateral
The price of savings is defined by an economy-wide trade flow matrices for all trade partners are part of the
consumer price index. It represents the opportunity model solution.
cost of giving up current consumption in exchange for
future consumption (Wang and Kinsey 1994). There is an international shipping industry in the
Government spending and investment decisions inmodel that accounts for the transportation of products
each region are based on Cobb-Douglas utility from one region to another. Each region is assumed to
functions, which generate constant expenditure sharesallocate a fraction of the output of its transportation
for each composite commaodity. In each region, firms’ and service sector to satisfy the demand for shipping
intermediate  inputs,  household  consumption, which is generated by interregional trade. The global
government spending, and investment demand shipping industry is assumed to have a unitary
constitute total demand for the same Armington elasticity of substitution among supplier sources.
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Thus, the margins associated with this activity are Economic Forecasting 1999). However, household
commodity/route specific. In equilibrium, the total savings, government surplus (deficit), and foreign
value of international transportation services at the capital inflow (foreign savings) are assumed to be
world price equals the sum of the export proportions of perfect substitutes to constitute the source of gross
the service sector’s output from each region. investment in each region.

The government in each region is assumed to Household saving decisions are determined
impose import tariffs, non-tariff barriers (NTBs), endogenously. Household savings represent future
export subsidies, and indirect taxes, allagh valorem consumption goods for the household with a zero
terms. Tariff, NTB, and export tax (or subsidy) rates subsistence quantity (through the assumption of
vary by sector and by destination. Indirect tax rates inter-temporal separable preferences, in an ELES
vary by sector within each region. demand structure). The government surplus (deficit) is

Equilibrium is defined as a set of prices and defined as the difference between government tax

quantities for goods and factors in all regions such that; 'evenue and its spending. ~ The latter is fixed as
(1) demand equals supply for all goods and factors; (2) percentagg of.each region’s real GDP baset_j on Qxford
each industry earns zero profit; and (3) gross model projections. There are no expectations in the
investment equals aggregate savings in each region. Model.

Foreign capital inflow or outflow is determined by
the accumulation of the balance of trade, which is also
fixed as a percentage of real GDP in each region (also

Inter-period Linkages based on Oxford model estimates) except the United
States (which is allowed to adjust). The model does
The model represents inter-period linkages as not include financial markets or portfolio investment.
follows. Along the dynamic path, economic growth is  The trade balance is the only source for foreign savings
determined by four factors: the rate of labor force (which can be an inflow or outflow). No explicit
growth; accumulation of physical capital stocks; gspecification of foreign direct investment (FDI) is
changes in the composition of the labor force (in terms given. However, FDI is captured through trade flows,
of migration between rural and urban unskilled labor pecause in order to convert FDI into production capital

and Changes in the skilled labor f0rce); and the rate Ofstock, techn0|ogy and equipment have to be purchased
total factor pI‘OdUCtiVity (TFP) grOWth. The model also via domestic or international trade.

allows for a capital and intermediate goods

imports-embodied technology transfer among regions, Agriculturgl labor an_d urban unskilled labor are not
which links a region’s TFP growth with its imports of substitutable in production. However, the two types of

capital and technology intensive products. The If?bor are Ildnked by ”éral'l:jrban mlglratlondflowsa Thesg
technology transfer is assumed to flow in one direction rcl)ws arle gtermlne efrf1 oge_ncl)us()j/ an arel r;:/en y
- from more developed regions to other regions (i.e., (N€ rural-urban wage differential and structural changes

to other developed or less developed regions). in producthn and tradg. .The increases in the s_kllled
labor force in each region is based on the growth in the

The labor force growth rate for each region is set siock of tertiary educated labor in the respective region

exogenously. ~The rates were calculated from the 55 estimated by the World Bank (Ahaja and Filmer
International Labor Office’s population and labor force 1995).  These estimates provide an indication of

projections from 1990 to 2010 at five year intervals. changes in the numbers of those qualified for
The projections take the demographic structure andemployment as professional and technical workers.
participation rates of each region into consideration. Tpat is, as educational attainment at this level
Capital stock in each simulation period is defined increases, the share of the skilled labor force will grow
as the last period’s capital stock plus total investment correspondingly.
minus depreciation.  Optimizing behavior is not
assumed for investment and capital accumulation. The
model assumes that all net investments from the
previous period are new production capital in the next
period.

The model provides for economy-wide, as well as
a set of sector-specific TFP growth variables for each
region. The economy-wide TFP variable is solved
endogenously by setting the real GDP growth rate in
each region exogenously, based on projections from

Accumulation patterns for capital stock depend the IMF (IMF 1998) and the Oxford model in the
upon the depreciation rate and the gross investmentbaseline. The economy-wide TFP variable is then
rate. The latter is set exogenously, based on estimatefixed when alternative scenarios are simulated. With
from the Oxford macroeconomic model (Oxford the economy-wide TFP variable fixed, the growth rate
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of real GDP and the sector-specific TFP variables that  The base year equilibrium data set is constructed
link productivity and imports are both solved around a World Social Accounting Matrix (SAM)
endogenously. estimated for 1995 based on version 4 of the GTAP

As in other modeling work on the impact of textile databas€. The model is implemented in GAMS
and apparel quotas, quota rents are assumed to péBrooke, et. al. 1988). To conduct the comparative
captured by exporting countries as export taxes (see,static analysis in chapters 6 and 7 and the multi-period
for example, Hertel et. al 1995 and USITC 1999). analysis in chapter 8, we use this recursive dynamic
These export tax rates adjust endogenously to equaténodel in order to update the base year from 1995 to
with changes in quota levels that are set exogenouslyl998. China’s most recent tariff schedule (1997),
when the phase-out of the quotas is being simulated.available tariff equivalent estimates of Chinese NTBs,
Such a treatment assumes that all quotas are bindingind revised estimates of the tax equivalents of U.S.
constraints at the equilibrium. textile and apparel quotas are fitted to the model during
the update. China’s initial protection data are shown in

2 Although there is some evidence that a portion of the appendix E.
quota rents may be captured by importers, empirical work in
this area is limited (see discussion in USITC 1999, 35). To
the extent that rentsharing exists, the current model results 3 Information regarding this type of multi-region SAM
may overestimate the welfare gains estimated for countries and its construction from the GTAP Database is provided in
such as the United States that are phasing out these quotas. Wang (1994).
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Estimate of Nontariff Barriers and Tariff
Levels for April 1999 Offer



Table E-1
China’s non-tariff barriers for selected products, 1994

Product category

Non-tariff
trade barriers

Food:

Repressed Oil . ... ..o

Beverages:

SOt ANNKS ot

Inedible raw materials:

PlyWoOd . .
WOool and WOOI tOPS . ..o vt
Synthetic fiber (artificially produced) ............ ... i
Crude Ol ..o
Natural rubber . . ...
Synthetic rubber (artificially produced) .......... ... ... i

Fossil-fuel products:

GaSOliNE .o
Diesel fuel .. ...

Chemicals:

Aluminum phosphate plastics (chemically produced) . .....................
Plastics (chemically produced) ........ ... ...

Manufactured goods:

Rolled-steel final products ............. .
Copper and copper ProducCtS . ...t
Aluminum and aluminum products . ........ ... ..

Transportation equipment:

MOTOICYCIES . . oo e e
AULOS (SEAANS) . .ottt et e

Miscellaneous manufactured goods:

Colored teleViSIONS ... . e e
Videocassette reCorders .. ... ...ttt
Alr CONAItIONEIS .« ..o e e
MICIOCOMPULETS ..ottt e e et e e e e e
Color tUDES ..
Program-controlled switchboards .............. ... ... ... .. ... ... . ...

Total/average . ..o

Percentage

111.4
72.4
88.6

40.6

26.1
4.2
7.0

16.7

12.9

12.9

18.7
26.2

72.4
11.9

23.8
7.2
9.5

11.2
24.2

18.6
46.3
14.7

6.0
18.6

9.0
22.1

Source: Zhang Shuguang, Zhang Yansheng, and Wan Zhongxin, Measuring the Costs of Protection in China,

(Washington, DC: Institute for International Economics, Unirule Institute of Economics, 1998).
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Table E-2
Tariff levels before and after the April 1999 offer

Commaodity Before Offer After Offer
WheEaL . ..o 80.0 ok
RICE . 80.0 ok
Other grain .. ... 74.0 * ok ok
OIlSEEAS .. o 2.4 *okok
SUG AT ottt 66.2 *ox o
CottON .. 76.0 *oxox
Vegetable oils . ....... ... 51.4 * ok ok
WOOI 42.0 ok
Beveragesandtobacco ............ .. .. i 61.5 ok
TeXtles . 31.1 * ok ok
Wearing apparel . ......... i 29.0 * ok ok
Footwear and leather ......... ... ... . i 13.6 *oxox
WOo0od ProducCts .. ... 9.0 * ok ok
Paperand pulp ... .. 11.4 * ok ok
Petroleum products . .......... 8.4 *okox
Chemicals, rubberand plastics .. ........... ... ... ... ... 10.4 * ok K
Mineral products . ......... .. 16.6 *okok
fronand steel ........... i 8.3 *oxox
Othermetals ...... ... e 6.8 *oxox
Metal Products . . ... 14.2 * ok ox
Motor vehiclesand parts ............. i 27.6 * ok ok
Other transport equipment . .. ...t 3.8 *okok
Electronic equipment . ........... . 10.9 * ok ok
Other machinery and equipment . .......... ... ... ... 134 * ok ok
Other manufactures ... 27.3 *oxox

Source: U.S Department of Commerce.
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APPENDIX F
China’'s Economic Reforms:
Historical Background and
Current Situation

This appendix provides information on the small-scale rural collectives into larger communes.
development of Chinese economic reforms since 1978,The Great Proletarian Cultural Revolution, at its most
other than in the areas of trade and investment policy,intense during 1966-68, removed intellectuals,
as background to the analysis of the effect of WTO bureaucrats and managers suspected of disloyalty to
accession on China’s economic reforms as requestedhe official ideology and put them to agricultural labor.
by USTR, which appears in Chapter 6. For a This attempt at “re-education” forcibly misallocated
discussion of China’s reforms in trade and investment much of China’s human capital. These experiments,
policy, see Chapter 2. often coinciding with other adverse events such as bad

weather, led to sharp economic downturns and, in some
years, mass starvation. After the deaths of Communist

CommuniSt EconomiC Party Chairman Mao Zedong and Premier Zhou Enlai

in 1976, senior Communist Party leaders who had
POliCieS in the Pre_Reform suffered during the Cultu_ral R_evolution_ bega_n to plqn a
. return to power. Deng Xiaoping and his political allies
Penod achieved a definitive political victory over the Maoists
during the Third Plenary Session of the Communist
Chinese economic policy has undergone a radical Party Central Committee in December 1978ince
transformation since Deng Xiaoping and his allies took then, reforms have proceeded at an uneven pace, with
control of the government in 1978. Market periods both of acceleration and of relative standstill.
mechanisms, flexible prices, and private incentives Following a period of policy uncertainty after the 1989
operate over an increasingly wide sphere of economicTiananmen Square demonstrati@riee momentum for
decisionmaking. Nonetheless, economic control by reform was jump-started by the 87-year-old Deng’s
both the central and provincial Chinese governments“trip to the south” in January 1992, which called
remains strong. It is important to understand that the attention to the economic successes of foreign-invested
Maoist version of central planning that emerged after enterprises and Chinese private firms in the region.
the Communist revolution of 1949 was highly After this trip, the geographical and sectoral scope
authoritarian, and has been modified only gradually by permitted to foreign enterprises was expanded, and the
the current reform movement. This policy of gradual concept of a “socialist market economy” was added to
reform contrasts with the “shock therapy” type of official Chinese Communist ideology.
reform employed in some Eastern European countries.

after the fall of Communism in Europe in 1989. 1 Barry NaughtonGrowing Out of the Plan: Chinese
) . Economic Reform, 1978-199@ambridge: Cambridge
Under central planning, the Chinese government University Press, 1995), pp. 74-76; U.S. Department of State
attempted several sweeping top-down transformationsTelegram, “China’s Second Revolution: Twenty Years On,”

; ; .. message reference No. 018602, prepared by U.S. Embassy,
of the economy without regard either to economic Beijing, November 6, 1998.

rationality or individual preferences. During the_ 2U.S. Central Intelligence Agency, Directorate of
“Great Leap Forward” (1958-1960), attempts at rapid Intelligence,The Chinese Economy in 1988 and 1989:
industrialization emphasized labor-intensive, Reforms on Hold, Economic Problems Mo(Washington

I | hnol . | h back DC: CIA, August 1989), submitted to the Subcommittee on
small-scale technology in rural areas--such as backyardrechnology and National Security of the Joint Economic

steel furnaces--as well as forcible attempts to organizeCommittee, Congress of the United States.
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China’s EconomiC Reforms The responsibility system has led to a substantial

. improvement in agricultural productivity and output.
Slnce 1978 However, the general trend towards liberalization has
not been uniform; interprovincial barriers to
China’s progress in economic reforms over the past agricultural trade have been alternately raised and

two decades can be assessed according t0 Severglyyered, and price controls have been intermittently
criteria. F((j)r texaranCie, o what extkentt have f|e|XIb|§ restored. Because of limited supplies of agriculturally
prices, etermine n Markets, replaced  seful water and, secondarily, land, sustaining the

command-and-control mechanisms for allocating . . . T .
increases in agricultural productivity will likely require
goods, resources, and labor? How much progress has

China made in building the types of institutions massive investments in agricultural infrastructure,

necessary for the functioning of a market economy? Including irrigation and agricultural research and
How successful has macroeconomic policy been in €xtensiork China has the second-lowest per capita
avoiding boom-and-bust cycles, and controlling Water resources in the world, less than one-third the
inflation? In an attempt to address these questions, thevorld average. Of the 640 major cities in China, over
following section briefly discusses Chinese reforms 300 face water shortages, with 100 facing severe
since 1978 in several areas, specifically goods marketsscarcities of watet. Environmental concerns have
labor markets, land markets, macroeconomic andbeen associated both with the sanitation and public
exchange-rate policies, and financial markets. health effects of the water shortage itself, and with
environmental side effects of large-scale public works
designed to address the water shortage, such as the

Goods Markets Three Gorges Dam project.

Agriculture Government trading entities continue to be the

primary intermediaries between Chinese farmers and
users of agricultural products. Beginning in 1994,
private grain traders were permitted to operate
alongside the government system of grain bureaus.
China restored to the government grain bureaus and

The first stage of China’s economic reforms was
the introduction of the *“household contract
responsibility system” in agricultufe. This policy
immediately affected a large segment of the
population, since approximately 70 percent of the _ . . : ) .
Chinese labor force worked in agriculture in 1978. stations their previous monopoly in purchasing grain
Since the Great Leap Forward, Chinese agriculture hadTom farmers in March 1998, as a response to
been organized into large-scale communes thatmounting financial losses experienced by these
controlled the distribution of output, supplies of inputs Organizations. State grain trading organizations were
to agriculture, and allocations of food and seed to also required to reduce their staff from 4 million
individual farmers. The government also controlled persons to 1 million persons. These measures have
the price and distribution of food to urban areas. Under essentially shut out private grain traders. By contrasts,
the responsibility system, individual families were similar losses in the government cotton-purchasing
given long-term leases on the plots of land they agency, induced in part by increasing import
actually tilled. After paying taxes, fees for irrigation competition for Chinese cotton, have induced a
and other social overhead projects, and making movement towards an increased private sector role. By
compulsory crop sales to the government at fixed 1999 the All China Federation of Supply and

prices, families were permitted to keep any SUrpIUS yarketing Cooperatives (ACFSMC) will no longer be

Crops remaining. In some cases, these crops could b(?he sole source for purchasing and ginning cotton, and
marketed on price-decontrolled markets. The onset Oflocal private companies will be permitted to gin and

the responsibility system was accompanied by the ack cotton
dissolution of the commune systénfFamily members P '

were also permitted to engage in some non-agricultural s » wChi I hall )
activities that had previously been closed. World Bank,China 2020: Development Challenges in
P y the New CenturyWashington DC: World Bank, 1997);

3 Daniel Kelliher,Peasant Power in China: The Era of \(/\\//\(;;lsdhﬁ]ag?gﬁAégh{/%ﬁJ—aBt;ﬁL ngg;)s.ecurlty Options

Rural Reform, 1979-198New Haven: Yale University 6 ) / )
Press, 1992). _ World Resources Institute, Unl_ted Nations

4 Communes were administrative units, approximately Environmental Program, United Nations Development
the size of an average U.S. county, which simultaneously ~ Program, and the World Bari/orld Resources 1998-1999
organized agricultural production, industrial production, and (New York and Oxford: Oxford University Press, 1998), pp.
social services. 120-122.
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Industry7 the share of individually owned enterprises in
industrial output increased from 1.8 percent to 15.9
The Chinese government began to dismantle its percent, and the share of foreign-owned enterprises
system of domestic price controls in 1984. Gradually, increased from 1.2 percent to 17.0 percent (figure
the “contract responsibility system” that had been so F-1). China continues to use a variety of methods,
successful in agriculture was extended to industry. Theincluding import substitution policies, to promote
share of output required to be delivered to various “pillar industries” chosen by the authorities
government-preferred customers at low regulated (see also chapter 4).
prices was lowered, market prices were gradually
decontrolled, and the prices fixed for output produced
under the central plan were increased. By 1993, theLabor Markets
percentage of commodities sold at state-fixed prices
was 5 percent for retail commodities, 10 percent for
agricultural goods, and 15 percent for capital goods.
The government continues to set prices for freight and
transport passenger services, but has periodically raise
them.  The remaining price-controlled output is
distributed through the central plan at artificially low
prices, with rights to purchase plan output assigned
disproportionately to state-owned enterprises.

Internal labor mobility in China has historically
been restricted by a number of policies. These policies
have included the household registration system
éhukog, which assigns residence permits to families;
urban grain rationing, which made it difficult for
households to move away from the location in which
they had been assigned rations; and the “inheritance”
of jobs in state enterprises by families or offspring of
incumbent workers dingti).? One effect of these

As a consequence of industrial deregulation, the policies was to restrict rgral—to—urban migration below
share of industrial output in government-owned its voluntary IeveI., .Ieadmg to overpricing of urban
enterprises has gradually declined, from virtually 100 'abor and underpricing of rural labor.
percent in 1978 (77.6 percent state-owned, 22.4  The breakup of the commune system in the late
percent collectively owned) to less than 64 percent in 1970s made apparent the large size of the previously
1997 (25.5 percent state-owned, 38.1 percentdisguised surplus labor force in the countryside. A
collectively owned). State-owned enterprises are variety of measures have since partially increased
relatively large in scale and continue to be the most flexibility in the labor market. While continuing to
inefficient units in the Chinese economy, incurring restrict internal migration, the government now issues
chronic and unsustainable losses while simultaneouslyan increasing number of permits for both temporary
retaining large numbers of workers and providing them and permanent rural-to-urban migration, and for some
with a broad range of social serviesThere has been temporary urban-to-rural migration by university
limited privatization, including some sales of shares in graduates, with associated rights to purchase food and
state-owned enterprises, which are traded on stockto obtain social services.

markets in Shanghai and Shenzhen. — Collective  tpe present Chinese economy experiences a dual
enterprises, which are organized by local governments|gpor market system. At one extreme, small-scale rural

at the county, township, and village levels, have j,qstrial enterprises, which have grown rapidly as a
increased in relative importance. From 1985 to 1997, byproduct of the responsibility system, appear to enjoy

. ) _ . a virtually deregulated labor market. At the other
. For accounts of the gradual dismantling of China’s extreme, state-owned enterprises rarely fire work®rs,
internal price controls, see Michael Bell and Kalpana

Kochhar, “China: An Evolving Market Economy - A Review Pay their workers according to relatively high
of Reform Experience IMF Working PapeWP/92/89,
November 1992; Nicholas R. Lardyhina and the World 9 Flemming Christiansen, ‘Market Transition’ in China:
Econom}(Washlngton DC: Institute for International ) The Case of the Jiangsu Labor Market, 1978-199@dern
Economics, 1994), pp. 8-11; and Jean-Jacques Laffont with ChinaVol. 18, No. 1 (January 1992), pp. 72-93; Gary
Claudia Senik-LeygonieRrice Controls and the Economics Jefferson and Thomas G. Rawlski, “Unemployment,

of Institutions in ChingParis: OECD, 1997). Underemployment and Employment Policies in China’s

8 On Chinese state-owned enterprises, see Harry G. Cities,” Modern Chinavol. 18, No. 1 (January 1992), pp.
BroadmanMeeting the Challenge of Chinese Enterprise 42-71; Anjali KumarChina: Internal Market Development
Reform World Bank Discussion Paper 283 (Washington DC: and Regulatior{Washington DC, World Bank, 1994), pp.
World Bank, 1995); Harry G. Broadman, editeglicy 58-64; LardyChina and the World Econonrgp. 11-12.
Options for Reform of Chinese State-Owned Enterprises 10 Since 1986, new recruits to state-owned enterprises

World Bank Discussion Paper 335 (Washington DC: World ~ can in some circumstances be hired under labor contracts of
Bank, 1996); G.J. Wen and D. Xu, editofbe Reformability one to ten years’ duration. By 1993, over 21 percent of the

of China’s State Sectgfingapore: World Scientific urban employees of state-owned enterprises were contract
Publishing Co., 1997), and Nicholas R. Lar@hina’s workers. There are exceptions to the rule that new hires
Unfinished Economic Revolutigidvashington DC: should be contract employees, e.g. new hires in coal mining
Brookings Institution, 1998), particularly chapter 2. and steel still receive guarantees of lifetime employment.
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Figure F-1
Gross value of industrial output, by type of ownership, 1991-97
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Source: State Statistical Bureau, People’s Republic of China, China Statistical Yearbook 1998.

state-determined pay scales, and continue to provide ageneral, the Chinese government prefers that FIEs take
wide range of social services to these workers even inon as many social welfare obligations as possible. For
the face of financial losses, in many cases going deepexample, these firms may be required to maintain large
into debt to finance pension payments and tax payrolls at high guaranteed wages and with guarantees
obligations. The increasing practice of illegal against dismissal, and pay for pensions, unemployment
rural-to-urban migration has added significantly to insurance, health care and other social welfare benefits
labor mobility; as of 1990, an estimated 60 to 80 in a manner similar to state-owned enterprises. FIEs
million Chinese “floated” in urban areas with either report that negotiations on these topics often lead to
temporary residence status or no formal residenceundesirable outcomes, such as excess staffing levels,
status at altl Both enterprises and government loss of control over salary negotiations, unclear
departments hire transient labor. Transient workers aredemarcation of hiring authority between foreign and
cheap even by Chinese standards, docile, and increas€hinese joint venture partners, inability to monitor the
flexibility for the hiring organization. labor practices of subcontractors, and inability to move
employees geographically. These outcomes are usually
much harder to alter after the initial negotiations, once
the enterprise is established.

The ability of foreign-invested enterprises (FIES)
to hire and fire workers freely and to negotiate wages
depends on the outcome of their negotiations with the

government prior to project establishmét.In A significant number of Chinese workers are
employed in a variety of forced labor arrangements

E 'é:mglrﬁhg‘g;gr‘éeéﬂﬁ:d’vt'ﬁ;keot 2?8':5(“22%6?{ known collectively as the Laogai (“reform through
Enterprises in the Chinese MarkethE(Washithon D%: labor®), In_C|Ud|ng prisons, Laogal camps, .Laojla.m
Institute for International Economics, 1999), chapters 2 (‘reeducation through labor”) camps and juvenile
and 3. criminal camps. Noted dissident Harry Wu, executive
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director of the Laogai Research Foundation, estimatesboth the urban and rural sectors, lease prices and prices
that there are at least 1,100 Laogai camp$ various for informal or black-market land transactions reveal
types employing approximately six to eight million the value of land in alternate uses. With respect to
workersl4  Like transient labor, Laogai labor is housing, most workers continue to obtain housing
believed to be inexpensive relative to other Chinese assignments through work units or municipalities. The
labor. The Laogai system produces a wide variety of work units (lan-we) have been an important
goods, including tea, rubber vulcanizing chemicals, instrument of Communist social contfdl,which has
chain hoists, cotton, steel pipe, auto components, handveakened somewhat with increased employment
tools, expandable graphite, clothes, binder clips, brakeopportunities outside the dan-wei. Some
rotors, and Christmas tree lights, of which some are experimentation in housing reform began in Shanghai
exported® On August 7, 1992, the United States and in 1991, including the issuance of housing bonds to
China signed a memorandum of understanding (MOU) renters and raising of rents to cover c@Sts.

to ensure that prison labor products were not exported

to the United States. U.S. disputes with China over the

implementation of the MOU led to the signing of a Macroeconomic POliCieS and
new agreement on March 14, 1994, which was meant

to provide for U.S. inspections of Chinese production Exchange-Rate Policies
facilities that export prison labor products. A fact . o - -
sheet released by the U.S. State Department on JuncieS n\c/)\t/hlgarti%m;ﬁs lgi(pgc('é gov:rrggigf guggﬁtn dggc;t)
17, 1997, stated that “Chinese cooperation (with the P y1arg © P '

. ! implicit government obligations are much larger.
prison labor MOU) has not been satisfactory, but may Thp 9 Lo g . g
: 46 ese include implicit guarantees to bail out insolvent
be improving.

banks and to take on the rapidly growing social
spending obligations of insolvent state-owned
enterprises. By one estimdte these implicit
Land Markets obligations may have ranged from 8.0 to 9.2 percent of
) Chinese GDP in 1995. Explicitly financing such a
China has taken a number of steps to make thegeficit would amount to doubling the explicit central

allocation of land more responsive to market ?overnment budget in the short run. A doubling of
incentives, though these measures generally have nof,yaq 1o cover such a deficit is infeasible, particularly

taken the form of pure private ownership of land as gjnce the central government has had increasing

understood in the United Statés. Initially, the state difficulty in collecting already existing tax obligations.
leased land to households participating in the

responsibility system, some of which came from the ~ The Chinese currency at the official exchange rate
dissolution of communes. The length of terms of these Was considerably overvalued during the Maoist regime,
leases has increased over time, and the government ha@"d remained so in the early years of reféfmChina

made them formally transferable. After 1989, some introduced a dual exchange rate in 1981, introducing

agricultural land reverted to the management of " “internal settlement rate” for authorized foreign
collectives, which in turn have leased it out through trade transactions. Such transactions thus experienced

iddi an effective 40 percent devaluation, while foreign
bidding. ! . . !
remittances and tourist expenditures continued to take
~Inthe urban real estate sector, the government hagyjace at the overvalued official exchange rate. A
introduced some land leasing and permitted the gecong devaluation of approximately one-third against
establishment of for-profit real estate enterprisesn the U.S. dollar was implemented in 1994, when the
official exchange rate was unified with the exchange
rate established in a swap market that began operating

13 Harry Wu, testimony before the European Parliament,
Committee on Foreign Affairs, Security and Defense Policy,

Subcommittee on Human Rights, public hearing on “The in 1985. The rights of both foreign and domestic
Social Clause: Human Rights Promotion or Protectionism?,”
JU”?418, 1997. _ 19 James R. Lilley and Wendell L. Willkie 11, editors,
*Harry Wu, statement before the U.S. Senate Foreign  Beyond MFN: Trade with China and American Interests
Relations Committee, May 21, 1997. (Washington DC: American Enterprise Institute for Public
15Wu, European Parliament testimony, ibihd Senate Policy Research, 1994), p. 6.
Foreign Relations Committee testimony, ibid 20 Bell and Kochhar, ibid.
16 Wayne M. Morrison, Economics Division, 21 Lardy, China’s Unfinished Economic Revolutjqep.
Congressional Research Servic&S Issue Brief for 161-162.
Congress 91121: U.S.-China Trade Issudsvember 10, 22 For discussions of Chinese exchange rate policy, see
1998. _ U.S. Department of the TreasuAnnual Report to Congress
17 Lardy, China and the World Econommgp. 12-13. on International Economic and Exchange Rate Pplicy
18 Bell and Kochhar, ibid various years.
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enterprises to purchase and sell foreign exchange havdarge foreign exchange reserves (about $148 billion in
expanded gradually over time, with foreign enterprises October 1998), and its authorities maintain that China
generally having easier access to foreign exchange. does not intend to devalue.

3 o i Since September 1998, China issued a number of
At presen€ C_O”‘,’e”'b"'W of the Chinese . changes to its foreign exchange policy in the form of
currency—the renminbi-on the current account is «gjreylars” issued by the State Administration of
greater than on the capital account. On the CurremForeign Exchange (SAFE) and the PBC. These
account, foreign-invested enterprises may retain their ;i |ars affect all businesses in China which may have
export eamings as long as these do not exceed th§q einn exchange transactions, both domestic and
maximum for a foreign-exchange surrender account; to einn  The details of these circulars have not been
otherwise, the balance must be sold.  Domestic o4y aailable to the companies affected and they
enterprises sell most of their export earnings 10 paye not been administered transparently.  Their
designated banks; since October 1997, larger foreignapparent purpose is to reduce smuggling, corruption
trade enterprises have been allowed to retain 15,,4 a4, U.S. businesses operating in China have
percent of the value of their foreign trade (exports plus reported  widespread difficulties in  exporting,
imports) of the previous year. The requirement that importing, and making and receiving payments, and

domestic foreign trade enterprises sell most or all of have delayed or canceled planned investments
their foreign exchange to the main Chinese banks hasinvolving foreign currency.

contributed to the rapid expansion of Chinese foreign
exchange reserves. Enterprises importing into Chinar; ; 25
must provide extensive documentation of import Financial Markets
transactions to the authorities and obtain numerous In the early stages of reform, a single institution,
permits before they can either obtain foreign exchangethe PBC continued to perform most individual,
or buy imports out of any foreign exchange accounts commercial, and central banking functions
they may own. Chinese policies of foreign exchange simultaneously, with some specialized banks operating
allocation thus provide a powerful instrument for in narrowly delimited fields. In 1984, the PBC lost its
controlling the aggregate volume of imports as well as commercial banking functions and became a true
the type of goods imported. central bank, gradually taking on various central bank
functions. Specialized banks (e.g. the Agricultural
On the capital account, foreigners are prohibited Bank of China, the Construction Bank, and the
from buying and selling bonds and other debt |ndustrial and Commercial Bank) were permitted to
securities, and may not sell or issue stock in China. engage in commercial banking, and by 1986 all banks
Foreigners may not buy stock in China, with the were permitted to engage in foreign transactions.
exception of foreigners-only “B” shares denominated Competiton by banks across their defined
in renminbi and listed on the Chinese Securities specializations was also gradually diminished. China
Exchange. Chinese enterprises require governmenthas continued to charter new commercial banks, and
approval to engage in capital account transactions innonbank financial institutions, including rural and
stocks and bonds.  Chinese individuals are noturban credit cooperatives under the supervision of the
permitted to buy foreign stocks and bonds. main banks, and regional banks which vary in their
. . _ geographical scope of operations. These newer
The IMF currently characterizes China’s regime as jngiitutions have been increasingly permitted to lend
‘managed floating.” The renminbi is pegged daily by pased on commercial considerations rather than on
the People’s Bank of China (PBC) and trades on angiae policy considerations.  Interest-rate competition
interday b_aS|_s within _speC|f|ed limits. U.S. off|c_|als among banks is limited, with most competition taking
have periodically raised concerns about Chinese ye form of provision of services. China’s first private
intervention in the exchange rate. The exchange rateshareholding bank, the China Minsheng Bank, opened
has fluctuated in a narrow band from about RMB {q 1y siness in 1996. Some unauthorized private banks
8.27-8.30 to the dollar since late 1996. Since the sharp
devaluations of other Asian currencies in late 1997, 24 The United States-China Business Courgipact of
there has been widespread speculation as to whetheRecent Foreign Exchange Circulars on U.S. Companies,

. . . ecember 1998, found at Internet site
China would devalue. China continues to possess ver http://www.uschina.org/public/fxsurveyresults.html,

retrieved January 14, 1999.

23 |International Monetary Funéxchange 25 gee LardyChina’s Unfinished Economic Revolutjon
Arrangements and Exchange Restrictippashington DC, particularly chapters 3 and 4; Eric GirardBanking Sector
IMF, 1998); position as of January 31, 1998. The situation as Reform and Credit Control in Chin@@aris: OECD, 1997);
stated in this paragraph does not reflect the foreign exchangeand Zhu HuayouReforming China’s Financial System
circulars referenced below. (Beijing: Foreign Languages Press, 1996).
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have emerged, which pay higher interest rates tomismanagement could similarly close down
depositors and extend credit at higher interest rates toGuangzhou’s International Trust and Investment
borrowers having difficulty in borrowing from the state Corporatior?” In April 1999, China established a debt
banking system. The Chinese authorities have resolution firm, Xinda Asset Management, to dispose
periodically cracked down on unauthorized private of bad loans of China Construction Bank, one of the
banks in different cities. largest banks owned by the central government. If

State-owned banks and other financial institutions XINda is successful, simélgar firms could be set up for
have extended new loans at a rapid pace, accountindtNer state-owned banks. In May, the Chinese

for much of the accelerated money supply growth in dovernment proposed an overhaul of the debts of
the post-reform period. A large share of these loansGUangdong Enterprises, a state-owned enterprise, in

has gone to state-owned enterprises which haveWhich the government shares losses with foreign
accumulated expanding arrears both on bank loans an¢reditors?® The treatment of foreign creditors in this
on tax payments to the government. Chinese bankCaSe€ IS perceived as substantially more favorable than
regulation has historically permitted banks to carry " _th”e_GITIC bankruptcy. By May, shares in the “red
large amounts of loans on their books which in a more €hiP” index of state-owned enterprises traded on the

advanced banking system would be treated asShanghai stock exchange had recovered by
non-performing and written off. approximately 30 percent since their January low.

In Qctober 1998 China closed Guangdqng 26 CNNfn, “China Cautions Overseas Banks,” at
International  Trust and Investment ~Corporation http://cnnfn.com/worldbiz/asia/wires/9901/14/gitic_wg,
(GITIC), a large provincial bank operating under the January 14, 1999. It should be noted that if foreigners

inci i ili believe this method of dealing with bankruptcies will be the
Guangdong provincial government, for inability to pay general practice in China, then the “moral hazard” problem

matured debts. In January 1999 the Guangdongagsociated with IMF lending in other countries will not exist.
provincial government sought bankruptcy for GITIC, That is, if foreigners believe that there is no implicit

in what could be the biggest bankruptcy in the history guarantee of Chinese bailouts which insure foreign loans,
, : either funded within China or from IMF loans, they will then

9f the People’s Republ_lc. G_ITIC had _been an conduct their lending based on a pure assessment of all

important  trader on international capital and foreseeable risks as uninsured risks, and voluntarily limit

foreign-exchange markets. In winding up GITIC, the such lending. . .

authorities are seeking to protect depositors first and _ 2’ “China: What's Going Wrong,Business Week,

have told foreign lenders that they are unlikely to Feb;‘g‘%g 22, 199%19'5\/0' CThe E <ol 24
recover any funds, warning international banks not to ;99g . Lé_.c,lness IS WWeek.The =conomisiApril &4,

lend to Chinese banks or firms without state 29 Mark Landler, “China to Overhaul a Heavily Indebted
approval® An ongoing investigation into financial —State Company,The New York Timesay 26, 1999.

F-8



APPENDIX G
Additional Textile and Apparel Market
Share Information



Figure G-1
Share of world apparel market: 1998-2010
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Figure G-2
Share of world textile market: 1998-2010
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Figure G-3
Share of U.S. imports of textiles 1998-2010
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Figure G-4
Share of U.S. imports of apparel market: 1998-2010
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Note.—Other restricted suppliers include two model regions: ASEAN and “other restricted suppliers.” Rest of the world includes four model regions; the EU,
Japan, others developed countries, and “all other countries.”

Source: Based on USITC staff estimates.
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