China’s WTO Implementation:

A Mid-Year Assessment

mportant market openings scheduled for 2003,
Itogether with mounting pressure on China to

resolve outstanding problems that arose during
its first year of World Trade Organization (WTO)
membership, make this year an especially significant
one for foreign companies operating in China. A
range of WTO-mandated tariff reductions took
effect relatively smoothly on January 1, 2003. China
must implement a number of key commitments on
market access in services by December 11, 2003
(see Box).

The Council is monitoring China’s
implementation of its commitments this year to
ensure that China meets its WTO obligations. Of
critical concern is how China will allow foreign
firms to expand their scopes of business in ways
necessary to the full realization of WTO-mandated
trading and distribution rights.

Transparency

China’s uneven implementation of its commitments
regarding transparency remains a particular
disappointment for foreign firms. Transparency is an
issue that affects all firms; it should be the casiest
WTO commitment for China’s central government
to address.

The WTO requires that new regulations be
subject to a period of public comment before they
take effect. But in China, public comment periods
for new rules are still not universal and when a
government agency does provide one, the
comment period is often too short to be useful.
For example, a comment period on revisions to
the 1994 auto-policy guiding rule did not coincide
with the release of a draft on which the public was
asked to comment. And although foreign investors
understand that draft rules on retail, franchise, or
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direct selling have been completed, they have not
appeared in public.

The first transitional review mechanism (TRM)
process in fall 2002 failed to reach the expected
level of transparency and cooperation from the
Chinese delegation. China has been reasonably
responsive to specific requests for information in
committee meetings in Geneva since the first TRM
and seems to prefer this format. It is important that
China remain responsive to requests for information
and report on changes to its laws, regulations, and
procedures. Failure to use the WTO consultative
mechanism in committee meetings throughout the
year and at the TRM, combined with problems on
implementation, is likely to result in heightened
pressures for unilateral action on trade disputes with
China from within the US Congress and affected US
industry and for multilateral action within the
WTO’s dispute resolution process.

PRC Government Responsibilities

The inability of line ministries in China to reach
policy consensus has slowed the pace of
implementation to date. The Ministry of Foreign
Trade and Economic Cooperation (MOFTEC),
predecessor of the newly established Ministry of
Commerce (MOFCOM), reportedly ran into trouble
forging consensus among competing agencies on
more than one occasion. In other instances, outright
protectionism has reared its ugly head. The
formation and growing activism of quasi-
governmental industry associations in the most
protective industries is cause for concern, for
example, over the powerful protectionist
constituencies they represent before the PRC
government on issues such as standards-setting.
Companies note that many government officials and
business executives in China see WTO
commitments as the maximum that can be offered,



rather than a minimum level of openness to foreign
investment and trade.

The new MOFCOM consolidates the internal
trade authority of the State Economic and Trade
Commission (SETC) with the external trade
mandate of MOFTEC into a single bureaucratic
agency. This reorganization should allow PRC trade
officials to streamline trade policymaking and
strengthen the hand of supporters of WTO
implementation vis-a-vis sector-specific (often
protectionist) line ministries. As in any government
restructuring, however, decisionmaking could slow
while officials adjust to their new portfolios. Severe
Acute Respiratory Syndrome (SARS) has affected
the restructuring process in all ministries, including
MOFCOM. The integration of SETC into
MOFCOM was delayed by at least one month and
the structure was only finalized in late May.

Vice Premier Wu Y1, who has assumed the
senior foreign trade and investment portfolio within
the government, is well positioned in the new
leadership. Many contentious WTO issues will need
to be addressed at the top. Among the senior
leadership, Wu Yi is the most experienced in trade
matters, as well as being highly regarded by the
business community. Her recent appointment as
Health Minister and head of the effort against Severe
Acute Respiratory Syndrome (SARS), however, is
likely to distract her from WTO issues in the short
term, and her political survival may now depend on
China’s success fighting SARS.

Year One Hangover Issues

Tariff reductions appear to be occurring
satisfactorily. For certain products, China has
lowered tariffs ahead of the WTO schedule. China
has also done a relatively good job of issuing and
revising legislation to meet its yearly commitments.
Extensive bilateral discussion has resulted in some
progress on contentious year-one issues such as
express mail, tariff-rate quotas (TRQs), insurance
branching, high capital requirements in services,
genetically modified organism (GMO) policy, and
enduser certification for certain products covered by
the Information Technology Agreement. But these
issues are far from fully resolved.

Agricultural and industrial quotas

and tariff-rate quotas

As outlined in a December 2002 letter to China from
US Trade Representative (USTR) Ambassador

Robert Zoellick, complicated import licensing
procedures still pose barriers for US firms. Problems
with implementation of agricultural TRQs could be
the first case against the PRC under the WTO’s
dispute resolution mechanism. Progress to date has
been limited in spite of significant pressure from US
industry and the US government.

Agricultural GMO standards

Backtracking on investment provisions detailed in
2001 rules still restrict US companies from investing
in China’s agricultural biotechnology sector.

High capital requirements

Unreasonably high capital requirements to establish
branches in a variety of services, including banking,
insurance, logistics, and telecom services, are still
obstacles for many firms.

Auto finance regulations
Auto finance regulations have yet to be finalized and
issued.

Value-added, consumption and border taxes
China revoked preferential tax policies enjoyed by
20 border-trade products on June 1, 2003. The move
is an important step toward treating product
imported through normal trade and border trade
equally, although China has not abolished
preferential treatment for all products traded on the
border. Preferential treatment for integrated circuit
(IC) products manufactured in China continues to
discriminate against IC imports.

Year Two Priorities

In addition to the above issues, the following are
priorities for foreign companies:

Telecom services

China’s commitments to expand geographic access
and to allow 49 percent foreign equity in value-
added telecom and paging services remain
unrealized because of vague regulatory guidelines
and a failure to license firms in these new areas.

Trading and distribution rights

Trading and distribution rights in China are in flux.
Some regulations have been issued, but companies
are uncertain about how full trading and distribution
rights will be implemented by December 11, 2004.
In lieu of regulatory clarity, most companies have
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contracted with trading companies or third-party
logistics companies to handle portions of the chain
that require specific licenses and have used
Waigaoqiao trading companies to import, store, and
manage products.

Of particular concern are signs that China may
seek to restrict the scope of these rights by product
area.

Trading rights

China committed to allow existing foreign-invested
enterprises (FIEs) to obtain full trading rights
(beyond import as inputs or for self-use) for almost
all products over a three-year phase-in period. Joint
venture enterprises with minority-share equity were
to have been granted full trading rights as of
December 11, 2002. Although MOFTEC (now
MOFCOM) published provisional regulations in
February 2003, the new regulations do not address
how existing FIEs in which the foreign investor has
a minority stake may obtain full trading rights. They
also potentially violate China’s WTO commitments,
since trading rights were to be allowed via
notification and were not supposed to pose any
additional investment or approval requirements.

Distribution rights

A key outstanding issue is how imported products
may be distributed in China. As it stands today, any
FIE in China may distribute only the products it
manufactures in China and may provide after-sales
services only for such products. China maintains that
only companies with a specific distribution license
may distribute third-company products or imported
parent company products, regardless of whether the
company has trading rights. Only FIE holding
companies may, with specific approval, distribute
small quantities of imported products for market
testing (though a March 2003 rule change allows
holding companies to provide after-sales services for
all imported parent-company products).

China may try to link distribution rights to a
company’s scope of business. Council discussions
with PRC regulators indicate that China is
considering rules that will allow existing FIEs to
import and distribute products within a specific
industry but not across industries. For example, a
pencil manufacturer could import and distribute
pencils but not automobiles. If that policy occurs,
it is not yet clear whether such FIEs will be
limited to distributing parent company products or
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Year Two Services Commitments

China Must Meet the Following WTO Commitments in
Services by December 11, 2003:

Advertising
Permit foreign majority ownership in advertising firms

Banking

Allow foreign financial firms to provide local currency services
in Chengdu, Chonggqing, Fuzhou, and Ji'nan and local
currency services to Chinese enterprises

Commission agents and wholesale

Allow foreign majority ownership and no geographic or
quantitative restrictions for foreign service suppliers of all
imported and domestically produced products (with some
exceptions)

Freight forwarding

Provide national treatment for additional registered capital
requirements for joint ventures (JVs); allow foreign freight-
forwarding agencies to set up a second JV after a first JV has
been in operation for two years

Insurance

. Permit wholly foreign-owned subsidiaries of foreign
nonlife insurers

. Reduce to 10 percent the mandatory cession to China
Reinsurance Co. of all lines of primary risk for nonlife
personal accident and health insurance business

e  Allow foreign life and nonlife insurers and insurance
brokers to provide services in Beijing, Chengdu,
Chongging, Ningbo, Shenyang, Suzhou, Tianjin, Wuhan,
and Xiamen

. Permit foreign nonlife insurers to provide the full range of
nonlife insurance services to both foreign and domestic

clients

. Reduce insurance brokers’ asset requirements to $300
million

Retailing

. Permit foreign majority ownership in JV retailing
enterprise

. Open all provincial capitals, plus Chongging and Ningbo,
to JV retailing enterprises

e  Permit foreign service suppliers to engage in the retailing
of all products, except for books, newspapers, and
magazines

Technical testing and analysis and freight
inspection

Permit foreign majority ownership, except in statutory
inspection services for foreign inspection services

Value-added telecommunications and paging
Eliminate geographic restrictions and permit foreign
investment at 50 percent

SOURCE: Protocol on the Accession of the People’s
Republic of China, Annex 9: Schedule of Specific
Commitments on Services



if they would be able to distribute other
companies’ products as well.

China issued the July 2002 Notice on Relevant
Issues Regarding the Experimental Establishment of
Foreign-Invested Logistics Companies, which
technically meets China’s commitments to allow
distribution companies with foreign minority
investment by December 11, 2002. But China has
yet to define how existing FIEs may expand the
scope of their current operations to include
distribution. The July 2002 notice allows existing
FIEs to apply to have logistics added to their
business scope, but China has not issued
implementation rules to detail such procedures.
According to the July 2002 notice, foreign-invested
logistics companies must have registered capital of
$5 million.

Looking Ahead

In 2002, the Chinese government was slow to
implement several of its commitments because of
the impending senior-level Chinese Communist
Party and government leadership transitions and
because of intra-bureaucratic difficulties described
earlier. In 2003, the adjustments related to the new
MOFCOM and now SARS threaten to stymie
progress. This year and 2004 will require China to
phase in some of the most significant commitments,
especially in services.
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