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¢ Global Management Programme English Oct. - 10 days
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e Strategy & Leadership English or Chinese Sept. - 6 days

B %
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¢ Human Resources Management English or Chinese May & Oct. - 5 days
e Marketing and Sales Management English or Chinese Apr. & Nov. - 5 days
¢ Intensive Finance Programme English or Chinese Aug. - 5 days

¢ Production-Operations Management Chinese July - 5 days

¢ Project Management Chinese Sept. - 5 days

JUNIOR MANAGEMENT PROGRAMMES

¢ Young Executive Programme English July - 10 days

» Effective People Management English Apr. & Nov. - 4 days
¢ Intensive Marketing Programme English June - 4 days
SEMINARS

e Finance for Executives English or Chinese June - 3 days

s Cross-Cultural Management English Nov. - 3 days

CEIBS is the first International Business School in China. CEIBS is established as a partnership
between Shanghai Jiaotong University and the European Foundation for Management Development
with the support of the Shanghai Government and the European Union. CEIBS has been running
successful management courses and research programmes in China since 1984. More information on
CEIBS can be collected from httpy//www.ceibs.edu

CEIBS’ sponsors include: ABB, AIRBUS, AGROLIMEN, ASM, BANQUE INDOSUEZ, BASF, BAT, BAYER,
BP, CIBA-GEIGY, COURTAULDS, ELF ATOCHEM, FFSA, FRAMATOME, HENKEL, ICI, ING GROUP, LVMH,
McKINSEY, NESTLE, PHILIPS, RABOBANK, REDLAND, REUTERS, RHONE-POULENC, ROCHE,
ROTHMANS, SCHERING, SHANGHAI CAOHEJING HI-TECH. PARK, SITIC, SHANGHAI JINQIAO EXPORT
PROCESSING ZONE DEVELOPMENT, SHANGHAI PETROCHEMICALS, SHANGHAI SOAP, SIEMENS,
UNITED DISTILLERS, VOLKSWAGEN, WINTERTHUR, ZENECA
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e Special discount for applications received within 1996 will be available.
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Readers of ‘The China Business Review’, reply now and receive a COMPLIMENTARY BROCHURE. Contact Stefaan van
Hooydonk, Executive Development Director, CEIBS, Jiaotong University, 800 Dongchuan Road, Minhang 200240, Shanghai PRC.
Telephone: +86 (0)21 64630200 Ext. 2017 Fax: +86 (0)21 64358928 E-mail: svhooydonk@ceibs.sjtu.edu.cn
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HONG KONG GE

Trends

ITS FIRST CHINESE CHIEF

Shipping magnate Tung Chee-hwa was
chosen to be Hong Kong's first chief ex-
ecutive on December 12, with over-
whelming support from the territory’s
400-member Selection Committee. Tung
received 320 of the 398 valid votes cast,
while former Chief Justice Yang Ti Liang
received 42 votes and former civil servant
and businessman Peter Woo Kwong-
ching claimed 36. Since Tung has been
expected to win the post ever since he
was singled out for a handshake by Chi-
nese Party Secretary Jiang Zemin at a Jan-
uary 1996 meeting of Hong Kong advis-

ers to China, the announcement of

Tung's selection—just 90 minutes after
voting was completed—nhardly came as a
surprise. Indeed, the only real excitement
the announcement generated seemed (o
be among holders of Overseas Orient
Container Line Ltd. stock, which jumped
7 percent by the end of business on De-
cember 12 Tung resigned as chairman of
the shipping company to run for chief
executive.

Over the past few months, the amiable
Tung has painted himsell as a fatherly
patriot with traditional Chinese values
who prefers private consensus-building
to public outspokenness. Opinion polls
show that the Hong Kong populace ac-
cepts the 39-year old Tung as a credible
leader, but many nonetheless harbor
fears as to whether the Zhejiang-born,
British-educated tycoon will be able to
maintain Hong Kong's autonomy after

July 1. Tung's “campaign” statements in-
dicate that he will be a politically and
economically conservative leader. He ac-
cused Hong Kong's Democratic Party of
being confrontational and anti-China, and
indicated that he favored barring any or-
ganization supporting independence for
Taiwan or Tibet from the territory after
1997. In his acceptance speech, Tung
claimed that Hong Kong society has be-
come too politicized in recent years, and
called on the populace to “strike a bal-
ance between rights and obligations.”
However, hitting on the theme of unity,
he said, “We must put aside our differ-
ences and find common ground to build
Hong Kong together.’

Tung also expressed his wish to retain
Anson Chan as chief secretary, the post
with responsibility for the day-to-day
running of the government. Should Bei-
jing, as expected, agree to Chan's contin-
ued service, the Tung/Chan duo will
likely be welcomed by most in Hong
Kong and abroad as capable of maintain-
ing Hong Kong's stability and prosperity
after the handover. Nevertheless, the two
will be walking a tightrope between con-
servative political interests in Beijing and
progressive elements in Hong Kong, and
will also have to reassure local and for-

cign businesses that the territory’s rule of

law will be able to withstand what is
likely to be an onslaught of mainland in-
terests eager to cash in on the territory’s

cconomic strength.

It is unclear how Tung and the provi-
sional legislature, which was chosen by
the Selection Committee on December 21,
will coordinate with the current govern-
ment before July 1; several controversial
issues currently being debated in Hong
Kong seem to put them on a collision
course. For instance, though Governor
Chris Patten and the Democratic Party
both congratulated Tung upon his selec-
tion and pledged to work with him in the
future, Patten has publicly “reminded”
Tung that he is in charge until July 1.
Tung, nonetheless, already has called on
the government 1o work with the provi-
sional legislature (something Patten pro-
hibits). Tung has also criticized the Patten
government's tabling of subversion and
sedition legislation belore the Legislative
Council (LegCo). Even if LegCo passes the
legislation, China has vowed to annul it
on the grounds that such legislation must
be promulgated by the Special Adminis-
trative Region government.

For all practical purposes, the selection
of the chief executive and provisional
legislature will put an end to the electoral
reforms implemented under Governor
Patten. The question now is what kind of
system will take their place.

—Pamela Baldinger

Pamela Baldinger is the director of the
Council’'s Hong Kong office.

ASIA IS HOT...

A nationwide survey of 2,000 financial
managers and management accountants
revealed optimism among US exporters.
According to a survey released last No-
vember by the Controllers Council of the
Institute of Management Accountants, 67
percent of US global goods and services
exporters expect to boost foreign sales
over the next 12 months. Almost a third
of the respondents said Asia was the re-
gion most often targeted for expanded
exports.

...BUT CHINA IS NOT

Results from the second DHL Export

Indicator Survey, released last October,

indicate that senior executives from large
exporting companies based in 15 Asian
countries view the United States as the
most important export market this year.
Exporters based in Vietnam, India, and
Malaysia were especially optimistic about
1997, but uncertainties over continuing
trade disputes with the United States
made senior executives in China less bull-
ish about the prospects for exports to the

n The China Business Review / juuary-February 1997

United States. Looking ahead five years,
less than 50 percent of respondents were
optimistic about export order levels in
China, Sri Lanka, Taiwan, and Thailand,
citing concerns about long-term political
conditions.

EDITOR’S NoTE: Michael Dowdle, a contribut-
ing author in the November-December
1996 CBR, was incorrectly identified. He is
currently a visiting professor on Beijing
University's Law Faculty visiting from the
New York University School of Law.




NEW INTERNET SITES FOR THE NEW YEAR

In the year ahead, those in search of timely China-related news might want to
visit the following websites:

http://www.amcham.org.hk/—7he American Chamber of Commerce (Am-
Cham) in Hong Kong's website presents useful information on AmCham’s Hong
Kong activities, including AmCham position papers, tips on job hunting in Hong
Kong, and a list of Asia-related contacts.

http://www.redfish.com/BRENT_CONSULTING/—The Brent's China Enter-
tainment Network (CEN) website provides a lively education on the Chinese film,
television, and music industries. Browsers can subscribe electronically to the
CEN’s China Entertainment News monthly newsletter, and can access past issues
on line.

http://www.globalvillager.com/villager/CC.html—Carcer China offers job-
related information for Asia, listing positions both available and wanted. Current
openings range from accountant to engineer to English teacher in China, Taiwan,
Hong Kong, Singapore, Japan, and other Asian countries.

—Tali Levine Kamis

PRC PRICES TAKE A HIKE

China’s State Council and Ministry of Posts and Telecommunications (MPT) an-
nounced changes in postal and telecommunications charges effective December 1,
1990. Domestic postal charges increased to 30 fen (50.060) per piece of ordinary mail,
up from 10 fen for local delivery and 20 fen for other domestic delivery. Prices for ur-
ban local calls went up 20 percent, reportedly in an attempt to avoid a repeat of the
loss of ¥6 billion ($723 million) posted last year by MPT and China United Telecom-
munications Corp. (Unicom). Charges for international calls, meanwhile, are being re-
duced by an average of 30 percent. The new rates for international calls are intended
to make MPT's international calling rates more competitive with foreign international
telephone service providers. According to China Datily, charges for a call from China
1o the United States dropped from $3.16 per minute to $2.21.

Prices for rural local calls also will be reduced by an undisclosed amount. Since
switching equipment is often situated in urban areas, rural calls tend to be routed
through the nearest city and formerly were charged at long-distance rates. These calls
will now be considered local, even if routed through switching equipment in cities.
Telephone installation charges are also to be reduced, and the government has en-
couraged local post and telecommunications bureaus to improve service and rectify
instances of overcharging.

In other price-related news, in December, Beijing's civilian-use fuel prices increased
by as much as 100 percent. Coal prices in Beijing rose considerably, from about ¥85
($10.24) per metric ton to ¥148 ($17.83). The price of honeycomb-shaped briquettes
used for cooking and heating will also increase because of a roughly 108 percent
jump in the cost of raw coal since 1993, as well as other increased production costs.
The costs of allocated and above-plan cooking gas doubled, jumping from ¥11.40
($1.37) 1o ¥22.80 ($2.74) per tank, and ¥24 ($2.89) to ¥48 ($5.78) per tank, respec-
tively. While the Ministry of Coal Industry has not commented on the reasons for these
increases, China Daily and Beijing Ribao reported that the increases are intended 1o
reduce heavy fuel consumption during the winter months and to reverse heavy losses
in the sector. Beijing officials predicted that the city's fuel-production firms would lose
¥1.23 billion ($148 million) in 1996,

—lain McDaniels

lain McDaniels, a business advisory services associate, bas recently joined the Council's
Washington office.
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We mourn
the loss of

one China hand,
as the window
of opportunily
for the US and
China opens

Up and Down The

Learning Curve

Robert A. Kapp

n early December, my friend Phil Lincoln, the American consul general in Guangzhou, was

killed in a head-on collision in Guangxi, the autonomous region on Guangdong Province's

western border. Phil Lincoln was a highly experienced, quiet, knowledgeable foreign service

officer who by today’s standards went way back in his work with China; he was posted as an
economic/commercial officer in the Beijing US Liaison Office in the early 1970s, and also served in
Taipei, Seoul, and Sydney. I worked with Phil intensively in the glamorless preparatory tasks leading
to the Seattle APEC Ministerial Meeting in 1993, and came to know well his cautious but clear-eyed
approach to America’s relations with Asia in general and China in particular. T was honored to lec-
ture in the class on US-East Asia relations he subsequently taught at the National Defense University,
and Council members enjoyed a wonderful session with Phil only a week or two before he headed
out for his assignment in Guangzhou.

Phil Lincoln died while on duty in the service of responsible and mature relations between the
United States and China. This fine man devoted many of the best years of his career directly or indi-
rectly to this goal, and saw a lot in the 25 years from the Shanghai Communiqué to the end of his
life. His career, like US relations with China, was a work in progress.

Just a day after I learned the sad news of Phil's passing, a member of Congress pointed out at a
Council meeting that 229 members of the House of Representatives in the new 105th Congress have
been elected since 1992, In other words, a majority of the House has been on duty only since the
height of the troubled post-Tiananmen relationship between the United States and China.

At the same time, the announcement from Manila that President Bill Clinton and President Jiang
Zemin would exchange state visits in the next two vears has met with an extraordinary barrage of
criticism and even vituperation in the American media. The anticipated presidential visits, together
with the intensified round of cabinet-level exchanges under way since the summer of 1996, are a
partial realization of what most of the US business community, along with a broad spectrum of
American foreign policy and China specialists, have been urging for some time: the restoration of
normal big-power relations between the two countries, including regular, dignified communication
at the highest levels on matters of common concern

We should applaud the decision of both countries’ leaders 1o extend the courtesies of normal
major-country relations to each other. But we had better applaud loudly. The chorus of criticism,
centering on the old themes of “Kowtowing to Beijing” and “Selling Out” began before the ink was
dry on the Manila announcement. Two weeks after passing that milestone on the path to restored
US-China dialogue and enhanced mutual confidence, favorable commentary on the progress to-
ward re-normalization of US-China ties was in precious short supply.

What is going on here?

First, leave partisan politics aside. The US-China Business Council is non-partisan and non-politi-
cal, and so is The China Business Review. The China issue in recent years has not been a purely par-
tisan one in Washington.

Rather, 1 think that for some Americans—and, I venture to guess, for some actors in China as
well—the baseline perception of “normal” US-China relations is now the post-Tiananmen percep-
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tion. Every year, more Americans in the
1'S-China drama—journalists, public offi-
cials, even businesspeople—come to ma-
turity on China issues in the climate of
confrontation and disappointment that
has so often pervaded the relationship
since 1989, For those thus acculturated 1o
stridency. brinksmanship. threats, and
domestic political inflammation as the
normal warp and weft of Us-China rela-
tions, signs of an improvement in bilat-

cral relations may seem a dangerous sign

of either national capitulation or loss of

strategic direction.,

This is not to say that the past five
years have not given both sides grounds
for concern about each other's intentions,
and that US-China relations in 1997
should return completely to what they
were in the mid-1980s. The Cold War is
over; China’s economy and military
power have grown and impressed the
world; genuine disagreements have sur-
faced between our two countries in re-
cent years that would have troubled the
waters even if the great debacle of 1989
had not occurred. But the fact remains
that the positive tone of US-China en-
counters in the 1980s becomes a more
distant memory in the minds of veterans,
and is unknown to increasing numbers of
newer players in the game.

As we enter 1997, what goes up could
still come down. The two governments
have made a laborious and still-tentative
decision 1o reach out to each other in ci-
vility, but the achievement of positive re-
sults in the coming year is not a certainty.
Those of us who advocate most energeti-
cally for improved and stable commercial
and economic ties see the beginnings of
an opportunity to help move the United
States away from the annual Most Fa-
vored Nation/No Special Treatment
(MFN/NST) imbroglio. But close exami-
nation of the hurdles ahead precludes
complacency. 7F things go badly with
Hong Kong; [F we see no substantive
progress reasonably quickly in the WTO
accession talks; /F congressional investi-
gations into allegedly inappropriate Asia-
connected political fundraising merge
with substantive debates over US China
policy; IF the perception takes even
deeper root in either country that the ill-
will of recent years is the necessary stan-
dard of normal hilateral relations; and,
above all, /Fin the political leadership on

cither side of the Pacific once again con-
cludes that the risks of reaching out out-
\\l'l“._‘l'l the benefits, then we face a lost
Opportunity of major propc irtions
We have said in earlier notes that both
sides must act it the foundation of US-
China relations is to continuce to be
strengthened. WTO is a case in point: if
the discussions in the next few months
do not vield clear and visible progress
that cach side can point o in its domestic
discussions, early resolution of the acces-
sion problem will not occur. If strong
progress on WTO is not made, US
progress on permanent MEN, which
would require congressional action, will
be that much more difficult to achieve,
and prospects for wider-ranging improve-
ment in the vital US-China relationship
will be that much poorer
As usual, we have work to do it the
progress registered in the past eight or
ninc months—the resumption of high-
level government contacts, the resound-
ing House vote in favor of normal trade
with China after the MFN/NST debate last
spring, and the evidence of renewed
vigor in the WTO accession negotia-
tions—are to be sheltered from the forces
of intense animosity that produce nothing
and end nowhere. Those of us who have
urged, argued, and even clamored for
these gains need to speak strongly in fa-
vor of continued, realistic and clear-
headed, forward motion in US-China rela-
tions in 1997. We know from experience
that vigorous advocacy of enhanced and
more stable US-China relations makes a
difference in the public arena. But we
take nothing for granted. We have a fight-
ing chance to show that an alternative vi-
sion of normal US-China relations—not
simply the post-Tiananmen vision, but the
longer-term and more balanced expecta-
tion of conflict and cooperation, retreat
and advance, hard work and ultimate re-
ward which [ believe our friend Phil Lin-
coln shared—can again take root. Build-
ing on the dedicated work of veterans in
the US-China field—in government and in
business alike—we must do what we can
now 1o support the further improvement
of realistic Us-China relations, and 1o pre-
vent the derailment ol promising initia-
tives that newcomers might fail fully to
appreciate and entrenched detractors in
both countries would be only oo happy
ol
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China is
pushing
Jorward with
the development
of a modern
secuirities
market

Ji Chen is on the inance faculty of
University of Colorado at Denver's
College of Business and Administration;
Stephen €. Thomas is associate
professor of Chinese politics at the
University of Colorado at Denver. The
authors would like to thank the Center
for International Business Education
and Research (CIBER) of the Institute
for International Business and the
College of Business of the University of
Colorado for their generous support of

the research that led to this article,

Taking
Stock

Ji Chen and Stephen C. Thomas

he December 1990 opening of securities markets in Shenzhen and Shanghai marked one of
the most important of China’s financial reforms, as the PRC government intended to use the
stock markets to help medium and large State-owned enterprises (SOEs) become more com-
petitive internationally. By listing on stock exchanges, SOEs would be able to attract domes-
tic and foreign capital, gain access to foreign technology, and adopt international accounting and
management practices. The Chinese government also hoped that sharcholding would be an attractive
long-term investment option for Chinese citizens, who have an estimated ¥3.7 trillion (5445 billion) in
bank savings
The six-year history of the new Chinese stock markets has been rocky, however, and experiments
with overseas listings also have met with mixed success, The poor performance of the State sector and
the slow pace of SOE reforms, along with the government’s frequent policy changes and unclear insti-
ttional and legal oversight, have encouraged extreme volatility and irregular activity in China's mar-
kets. Indeed, the future health of these markets depends on the government’s ability to stabilize the
markets by establishing and enforcing new securities regulations, speeding up SOE reforms, and elimi-
nating political interference.

MARKET FUNDAMENTALS

Securities markets, which had last operated in China in the late 1940s, were reopened in 1981
with the issue of central government treasury bonds (T-bonds). It took nearly five more years, how-
ever, before the government established a small over-the-counter market that allowed individual T-
bond owners o sell their holdings to State banks in several Chinese cities. The first publicly issued
stock—for Beijing's Tiangiao Department Store—in September 1984 actually resembled a bond issue
as the shares paid interest and were issued for a three-year period. Unlike a bond issue, though, the
interest rate was not fixed. The first experimental government-approved securities markets were the
shenzhen Security Exchange (SZSE). opened on December 1, 1990, and the Shanghai Security Ex-
change (SSE), opened on December 19, 1990, Twenty-four other cities have opened regional trad-
ing floors since 1990.

Two types of Chinese company shares are available on the Chinese markets. “A” shares are com-
mon stock shares similar to shares in the United States, except that they are available exclusively to
Chinese citizens and are priced in renminbi (RMB). “B” shares are legally available only to foreign in-
vestors and are priced in US dollars in Shanghai and in Hong Kong dollars on the Shenzhen ex-
change. Both types of shares represent equal ownership in Chinese companies. The separation of the
two markets reflects the Chinese government’s desire to minimize the possibility of foreign control of
key State enterprises, and prevent foreign manipulation of China’s relatively small and immature stock
markets. The inconvertibility of the Chinese currency for capital account transactions also facilitates
the separation of A and B shares.
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Other securities traded in the Shen-
zhen and Shanghai markets include cor-
porate bonds (including convertible
bonds); T-bonds with spot trading; repur-
chase agreements (repos); futures trading;
other small markets for investment funds
(similar to US closed-end funds); and
warrants and rights. All of these instru-
ments are traded together with A and B
shares on the single trading floor of each
exchange, using highly automated proce-
dures similar to those used in the NAS-
DAQ market in the United States.

In addition to shares available on the
domestic markets, shares of 22 large
Chinese companies (each with total as-
sets of more than ¥1 billion), called “H”
shares or “Red Chips,” trade on the
Hong Kong Stock Exchange. According
to recent press reports, some H-share
companies are planning shortly to issue
convertible bonds in Hong Kong—
bonds that can be converted into shares
of common stock prior to a specified fu-
ture date. One Chinese venture is listed
directly on the New York Stock Ex-
change (Brilliance China Automotive
Holdings Ltd.), and five other Chinese
companies (China Tire Holdings Ltd.,
EK Chor China Motorcycle Co. Ltd.,
Huaneng Power International, Inc.,
Shandong Huaneng Power Develop-
ment Co., Lid., and Shanghai Petro-
chemical Co. Ltd.), are listed as Ameri-
can depository receipts (ADRs) on the
New York exchange. Two Chinese com-
panies have issued convertible bonds in
Luxembourg, and an October 1996
agreement with London Security Ex-
change officials should allow Chinese
companies to list on the London ex-
change in the near future.

The number of companies listing
shares on China’s two exchanges has
been growing steadily. By the end of No-
vember 1996, though, there were only
484 A-share listings on the two ex-
changes—205 on the Shenzhen exchange
and 279 in Shanghai. There were 85 B-
share listings altogether (43 in Shenzhen
and 42 in Shanghai). The total combined
capitalization (the total of the market
price per share of each company multi-
plied by the total number of outstanding
shares in ecach listed company) for A
shares was ¥1.006 trillion (roughly $128
billion)—¥562.3 billion ($67.8 billion) in
Shanghai and ¥498.7 bhillion (560.2 bil-

lion) in Shenzhen. The combined B-share
market capitalization stood at ¥33.7 bil-
lion ($4 billion), ¥12 billion ($1.4 billion)
in Shanghai and ¥21.7 billion ($2.6 bil-
lion) in Shenzhen.

These figures reveal that China's se-
curities markets are relatively small,
even compared to other developing
country stock markets. But a large jump
in market capitalization is unlikely in
China, as the government’s listing pro-
cedures are quite cumbersome. The
State Planning Commission, the China
Securities Commission (CSC) under the
State Council, the China Securities Regu-
latory Commission (CSRC), the State
Commission for Restructuring the Econ-
omy, the Ministry of Finance, and other
ministries jointly set a yearly capital
quota to limit the number of new list-
ings. For example, the value of the total
quota for new shares to be issued from
mid-1993 through mid-1994 was ¥5.5
billion, with the par value of new shares
set at ¥1 per share, so that 5.5 billion
new shares could be issued during that
period.

These bodies allocate part of the an-
nual quota to each province for the is-
suance of initial public offerings (IPOs).
The province then selects companies
from among those that have applied, bas-
ing their decision on the amount of the
yearly share-capital quota, and whether
the company is in a sector that has been
targeted by the central government as a
development priority. After making their
selections, the provincial authorities sub-
mit their recommendations to the CSC
and CSRC for final approval. The fact that
the government, rather than investment
banks or other financial services firms,
selects companies to be listed under-
scores the reality that the decision about
which companies may issue shares is
based less on company fundamentals
than on political concerns, including the
central government's desire to strengthen
State-owned companies in certain strate-
gic industries.

Until recently, the Shanghai exchange
was about twice the size of the Shenzhen
exchange, but is currently only about 20
percent larger in terms of market capital-
ization. The Shanghai exchange repre-
sents a more national market, though
most of its listed companies tend to be
medium-sized SOEs with total assets over

Listed companies

are chosen by

the government based
largely on Beijings
development goals.

¥500 million from the Shanghai industrial
region. In Shenzhen, in contrast, the
listed companies tend to be slightly
smaller than those in Shanghai and gen-
erally are located around the Shenzhen
Special Economic Zone near Hong Kong;
many of the Shenzhen-listed companies
are involved in real estate. The majority
of companies listed on both exchanges
are State-owned, but non-State-owned
companies such as the Yan-Zhong Indus-
trial Co., and joint ventures such as Qing-
dao Brewing Co. and Shen-Nan Electric
Power, are also listed.

In 1996, Shenzhen began to list more
companies from farther afield, reportedly
in an attempt to compete with Shanghai.
For example, Northeast Pharmaceutical
Group of Shenyang, Liaoning Province,
listed shares on the SZSE in June 1996.
Shenzhen is expected to attract more
Hong Kong commercial and real estate
investments after July 1997, when Hong
Kong reverts to PRC rule. Shanghai, for
its part, is home to the increasingly im-
portant Pudong New Area, which has al-
ready emerged as a leading commercial
and industrial hub, and is well on the
way to reclaiming its former role as the
financial capital of China.

REINING IN THE MARKET

From the markets’ beginning, though,
Beijing has grappled with the need to
pursue further reforms while keeping a
tight hand on market operations. PRC
leaders made sure, for example, that nei-
ther individual Chinese nor foreign stock-
holders would be able to gain a control-
ling interest in any listed company. Only
about 20 percent of total shares are trade-
able on either the Shanghai or Shenzhen
exchanges, roughly 18 percent of which
are A shares and 2 percent of which are
B shares. Of the remaining untradeable
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Few of China's successful
private or joint-venlure
companies are listed on either

of the two exchanges.

80 percent, 30 percent are owned by the
national, provincial, and local govern-
ments (“State-owned shares™), and 45
percent are owned by Chinese institu-
tions (“legal person shares™), usually
other SOEs. The remaining 5 percent are
retained by the issuing companies and
their employees. Of the shares that are
tradeable, 80 percent are held by the
roughly 20 million Chinese individual in-
vestors, 10 percent are held by Chinese
institutions such as enterprises or com-
mercial banks, and 10 percent are for-
eign-owned B shares.

Because the listed Chinese companies
are chosen by the government based

largely on Beijing's development goals,
few of China's successful private or
joint-venture companies are listed on ci-
ther of the two exchanges. The large
SOEs that are listed tend to be compa-
nies involved in heavy industry, while
the medium-sized listings tend to be
consumer goods companies in Shanghai
or real estate firms in Shenzhen. Though
the listed companies are supposed to be
among the most successful State-owned
companies and must have carned an-
nual profits of 10 percent per year for
three years prior to listing, the compa-
nies are still part of the slowest-growing
sector in the Chinese economy, account-
ing for only about 30 percent of the
country’s industrial output, according to
the World Bank. Private, joint-venture,
collective enterprises, in contrast, are

now responsible for nearly 70 percent of

industrial output, and consistently post
larger profits.

In addition to Beijing's use of the stock
markets to advance political goals, SOE
practices also conspire against the natural
workings of China’s securities markets. In

SHANGHAI AND SHENZHEN A SHARE INDICES, 199596

1,100

SOEs, for example, managers must ad-
here to State-set goals such as maintain-
ing high employment levels, and their ac-
counting methods often are not based on
internationally accepted practices.
Though shareholder meetings are held
annually for listed SOEs, shareholders
have relatively little input in company de-
cisionmaking and firms generally are not
very accountable to shareholders (see The
CBR, January-February 1996, p.34).

Also, though A and B shares represent
an equal amount of ownership in a
company, A shares usually trade at
prices 200-300 percent higher than B
shares in the same company. This is be-
cause institutional investors, who tend to
trade less frequently, dominate the B-
share market, leading to low trading vol-
ume and, therefore, to lower prices. In
Thailand, which maintains similarly bi-
furcated foreign and domestic stock
markets, foreign shares, by contrast,
trade at a premium because the Thai
market has attracted larger numbers of
individual foreign investors. But foreign
individual purchases of B shares have

1,000

SOURCE: Dharmala Capital (Asia) Ld., hup://www.dharmala.com.hk/regional_daily/archive.html
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lagged in China because of the difficulty
foreigners face registering to buy shares
and obtaining timely information about
B-share prices. Though dividends, evi-
dence of a company’s profitability, are
equal in value on both markets, A shares
have an average dividend yield (the divi-
dend divided by the stock price) of 3
percent, while B shares have an average
yield of 6 percent.

A “POLICY” MARKET

One result of the unfavorable political
and structural characteristics underlying
the securities markets has been extreme
volatility—a major problem from the
start, particularly on the Shanghai floor.
The fluctuations also were driven initially
by a popular frenzy among Chinese in-
vestors, who looked for quick profits
from TPO purchases. Periodic changes in
government policies have succeeded as
well in driving the markets either up or
down, regardless of individual company
performance or the overall performance
of the Chinese economy.

Another factor contributing to volatility
has been the inadequate access to infor-
mation on company fundamentals, in-
cluding management and accounting
practices, and the dearth of news avail-
able on low profitability or management
or production problems. This lack of ac-
curate information about the fundamen-
tals that should guide the decisions of
long-term investors has contributed not
only to market volatility, but also to fre-
quent insider trading on particular stocks
and movements based on rumors of
changes in government policy. Conse-
quently, few Chinese invest for the long
term, but instead concentrate on earning
short-term profits. Meanwhile, long-term
Chinese institutional investors such as the
emerging Chinese pension funds and life
insurance companies are currently not
permitted to invest in stocks.

And Beijing, by virtue of its power to
set macroeconomic policy and to issue
important national regulations and laws,
continues to control the markets in both
Shanghai and Shenzhen. Shenzhen, as a
Special Economic Zone, perhaps has
more freedom’ over its operations than
Shanghai, and also is expected to be in-
fluenced by the Hong Kong securities
market after 1997. For example, more
Hong Kong investors may rush to buy

Shenzhen B shares, pushing B-share
prices higher, which could encourage
the Shenzhen market to adopt more in-
ternational market practices. The policies
or proposed policy changes of local
governments also have affected market
operations. For example, the SZSE uni-
laterally hinted in early 1996 that it
might permit Chinese to buy B shares,
sending B-share prices up sharply be-
fore the CSRC formally prohibited this
step in an announcement in September
(as of mid-December, however, the
CSRC was finding it difficult to enforce
the ban, and press reports suggest that
PRC investors continue to purchase SZSE
B shares).

A WILD RIDE

From December 19, 1990, to Novem-
ber 28, 1996, the Shanghai Exchange
Composite Index has increased about
900 percent, or an average of about 150
percent per year—though the market
has been down on average since reach-
ing an all-time high of 1,526 in February
1993. Notwithstanding the SSE's impres-
sive overall performance, Shanghai A
shares have borne the brunt of the mar-
kets” volatility (see graph). In terms of
the ratio between the high and low of
the market's composite index for each
year, the Shanghai A-Share Composite
Index ratio went from 7:1 in 1992, down
to 3:1 in 1994, while Shenzhen's A-share
ratio moved from 4:1 in 1991 and 1992,
down to 2:1 in 1993, 1994, and 1995.
The Shanghai Exchange Composite In-
dex, including both A and B shares,
went from about 100 at the opening of
the SSE in December 1990, up to a high
of 1,503 on May 25, 1992, when the gov-
ernment first allowed security prices to
rise without limit (between December
1990 and May 1992, share prices were
allowed to increase by only up to 300
percent per year). The index then plum-
meted back to 393 in November 1992,
probably because new listings created a
short-term oversupply of shares. This
see-sawing has continued, with highs
and lows triggered by tighter or looser
government controls over new listings.
For example, a failed attempt in Febru-
ary 1995 by a number of brokerage
firms to manipulate the T-bond futures
market was followed by months of wild
speculation; almost half of the market’s

B shares are beld
mostly by foreign
institutional investors and

are not highly traded.

total capitalization flowed out of stocks
and into T-bond futures. But on May 17,
1995, the CSRC suspended T-bond fu-
tures trading, which led to a sharp in-
crease in the volume of stock shares
traded.

The Shenzhen exchange, though
much less volatile, also tends to be influ-
enced by changes or proposed changes
in government policy. The Shenzhen
Composite Index moved from 100 in
April 1991 up to a high of 352 in Febru-
ary 1993, and stood at 416 on November
28, 1996. This activity represents a 316
percent increase in nearly 6 years, or 53
percent per year. A and B shares on
both exchanges surged significantly in
1996, but new reports of insider trading
prompted new limits on daily share
price movements by year's end.

B shares on both exchanges have
proven far less volatile. The SSE B-Share
Index, beginning on February 21, 1992,
hit a high of 110 in 1993, but foreign in-
vestors likely were distracted from the
China market by the H-share issues in
late 1993 in Hong Kong, an older ex-
change with a more secure legal footing.
In 1994, the SSE index hit a high of 104
but retreated to 62, then traded down,
hovering in the middle 40s through 1995
and early 1996. By November 28, 1996,
however, the Shanghai B-Share Index
had risen to 58.82. In Shenzhen, B shares
began 1993 at 112 and reached a high of
185 in February before falling to 81 that
August. The index fell to a further low of
59 by the end of 1995. During 1996,
though, the Shenzhen B-Share Index
bounced back, reaching a high of 135 on
November 28,

The B shares are held mostly by for-
eign institutional investors and are not
highly traded. Though B shares are de-
signed for non-Chinese investors, the
same problems that deter Chinese A-
share investors tend to discourage foreign
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B-share investors. These problems in-
clude the lack of a legal framework, the
relative illiquidity of the market because
of its small size, and incomplete or
opaque company and market data.
Foreign investors thus have retreated
from their initial 1992-93 interest in the
“China concept™—buying B and H shares
to ride the wave of China's fast-paced

economic growth. Many B-shareholders
sold when they realized that the China
market was relatively illiquid—and that
most PRC shares represented only the
best firms in the State sector, the least
profitable part of China’s economy.

An early player in the China market,
the Templeton Emerging Markets Fund
purchased substantial H-share holdings

through mid-1996 and has shown the
greatest interest in Chinese securities.,
Templeton now holds more than 10 per-
cent of the H shares of five PRC compa-
nies. By late 1996, however, these five
firms, and other H shares, had seen their
market value decrease; some H shares
were trading below their PO prices.
Like B shares, the H-share companies

STOCK MARKETS IN PERSPECTIVE

Richard Margolis, first vice president of
equity research at Merrill Lynch (Asia
Pacific) Ltd. in Hong Kong, spent 14
years in the British diplomatic service
and acted as deputy political advisor to
the Hong Kong government from 1981-
86, where be assisted in the negotiations
to transfer Hong Kong to Chinese rule.
He spoke with CBR Assistant Editor
Catherine Gelb in December 1996 about
the consequences for the Hong Kong
and Chinese stock exchanges of the July
1997 transition.

CBR: What are the greatest strengths
and weaknesses of the securities markels
on the mainland?

Margolis: From an international in-
vestor's perspective, the greatest weak-
ness of the China markets is the low lev-
els of liquidity in the B-share markets.
Although there has been an increase in
turnover, especially in Shenzhen in re-
cent months, overall liquidity levels in
the B-share markets have been very low.
The markets as a whole remain volatile
and speculative; Beijing has found it dif-
ficult to enforce the restrictions prevent-
ing domestic investors from buying B
shares. The relevant authorities in China
are known to wish to see more steady
and less volatile trading patterns in the
domestic equity markets. The principal
strength of the market lies in the modern
trading and settlement systems, com-
bined with a nationwide satellite com-
munication system that enables investors
all over the country to deal in real time
in both markets.

CBR: What are the strengths and weak-
nesses in the Hong Kong stock exchange,

in comparison? Are investors in the
Hong Kong stock market likely to be jit-
tery in the coming months because of
the handover in July 19977

Margolis: The Hong Kong stock mar-
ket, by comparison, has much greater
depth, many larger companies with es-
tablished reputations and track records
both domestically and internationally,
and is a core holding in all regional
and most global portfolios. Although
total wurnover on China's exchanges
has, in recent weeks, often exceeded
that of Hong Kong, average liquidity
levels over time have nevertheless been
significantly higher in Hong Kong.
There is no discrimination between lo-
cal and non-local investors in Hong
Kong, nor any limits on foreign owner-
ship. The major weaknesses of the
Hong Kong Stock Exchange in recent
years have been problems over the
governance of the exchange, and the
tendency of the Stock Exchange and
the Securities and Futures Commission
to engage in public disputes on these
matters. The situation has improved
substantially, however, over the last
couple of years.

CBR: What types of listings do you expect
to see offered in China in the next year?

Margolis: Prospective China listings
over the next year will follow a similar
pattern to that in recent years. The
biggest and most attractive offerings will
be listed as H shares in Hong Kong,
probably with a dual listing in New
York in American depository receipt
(ADR) form. Following the recent sign-
ing of a Memorandum of Understand-
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ing with the authorities in the United
Kingdom, it is possible that one or two
such companies might have their sec-
ond listing in London instead of New
York. The authorities in China have also
stated their intention to improve the
size and quality of B-share offerings. In
general, priority will continue to be
given to the privatization of the State
enterprises.

CBR: Where do you see the two China
exchanges and the Hong Kong ex-
changes moving over the next five years?
Will they be joined somebow or will they
remain separate?

Margolis: 1 think it unlikely that the
two China exchanges and the Hong
Kong exchange will be merged in five
years’ time, although it is likely that
there may be closer contacts and co-
operation. The key to future develop-
ment in China lies in unification of the
A- and B-share markets and in the
listed companies’ ability to turn in
steady increases in earnings per share.
As far as Hong Kong is concerned,
given the small size of the average
Hong Kong enterprise, the key to
maintaining and developing Hong
Kong's role as the premier Asian mar-
ket outside Japan will be to develop
its regional role; in addition to attract-
ing China listings, Hong Kong will also
need to atract secondary or dual list-
ings from other countries in the region
and to consider what new products
might also contribute to this process.
The Hong Kong Stock Exchange is ac-
tively examining these possibilities at
the moment.



tend to suffer from poor management,
share illiquidity, and lack of reliable sta-
tistics.

INVESTORS
ROLL THE DICE

Chinese investors, too, have become
more cautious. In many cases, individual
investors tend to treat a share purchase
as akin to casino gambling and look to
make short-term profits based on rumors,
insider information, and/or changes in
government policies, rather than on the
business fundamentals of the actual com-
panies. Probably partly because of the
early volatility, particularly on the Shang-
hai A-share market, overall market capi-
talization has been stable or declining
since 1993. Though the number of Chi-
nese investors has increased substantially
to the current level of about 20 million,
they have vyet to begin funneling large
amounts of individual savings into stocks.
Instead, Chinese investors have been
most interested in obtaining A shares in
[POs, where there is a better chance 1o
make a short-term profit. In 1993, profits
could be as high as 300 percent on some
IPOs, though the current profit level is
about 50 percent on the PO price. Cur-
rently, some PO shares are purchased
through a lottery system, in which indi-
vidual investors buy a lottery coupon
which, if they win, gives them the right
to purchase a certain number of shares.
However, only 1-2 percent of the individ-
uals who apply to buy into 1POs through
the lottery system are selected. A second
system for allocating new shares has also
been introduced, in which the investor
deposits funds for a certain number of
shares at a fixed price, but then receives
pro rata shares based on the number of
shares requested by all potential in-
vesLors,

For investors looking at China’s stock
markets today, however, the news is not
all negative, The volatility of the markets
has decreased since 1992, when the
Shanghai A-Share Composite Index high-
to-low ratio was 5:1. Because A- and B-
share prices are below their historic highs
of February 1993, the typical price/earn-
ings per share (P/E) ratios have improved
dramatically. Since 1994, P/E ratios of
both A and B shares have fallen signifi-
cantly, to 10 and 7, respectively, and cur-
rently remain around these levels, assum-

ing the accuracy of earnings figures. In
comparison, a typical US company has a
P/E ratio of about 16.

Despite Chinese government concerns
about excessive speculation if it loosens
its hold on the market, the PRC govern-
ment is committed to encouraging the
confidence of both Chinese and foreign
investors. The government recently has
established various policies to try to en-
sure market health, including a directive
issued by the CSRC ordering brokerage
firms to decrease commission costs, a
move that stimulated A-share purchases
among Chinese individual investors.

FORTIFYING THE
LEGAL FRAMEWORK

Perhaps the greatest hindrance to the
market's smooth development, though,
has been the government's failure thus
far to pass an overarching national securi-
ties law. In the absence of such a law, a
patchwork of rules and overlapping au-
thorities guides the markets, leading to
many unfair trading practices. The Peo-
ple’s Bank of China (PBOC), China’s cen-
tral bank, oversaw the securities markets
until October 1992, when CSC and CSRC
were established. CSC, composed of
high-level government officials from dif-
ferent ministries, is charged with estab-
lishing policies and regulations for the
emerging security markets. CSRC, as
CSC's executing organization, deals with
the daily business issues of the ex-
changes and enforces CSC rules and reg-
ulations. PBOC, the Treasury Bond Divi-
sion of the Ministry of Finance, the
State-owned Assets Administration, the
State Commission for Restructuring the
Economy, and other government organi-
zations are all involved in the develop-
ment or approval of rules and regulations
and the approval of applications for par-
ticipation in the securities markets. The
local governments in Shanghai and Shen-
zhen also influence policymaking and ex-
ercise some control over their respective
markets.

In September 1996, the State Council
took further steps to increase CSC/CSRC
authority over the securities markets with
the issue of the Securities Firm Manage-
ment Regulations. The regulations, which
ook effect immediately, replaced provi-
sional 1993 rules and shifted authority for
oversight and interpretation of new regu-

lations controlling Chinese securities
firms™ business activities to CSRC. Despite
the fact that CSC will continue to have fi-
nal approval over CSRC activities, CSC
members are not experts on securities
matters. CSC thus can be expected to
continue to follow CSRC recommenda-
tions, as CSRC officials tend to be securi-

Brokerage firms can no longer
hold more than 80 percent of

their assets in stocks.

ties market professionals familiar with the
detailed needs of continuing reforms. In
any case, under the new regulations,
CSRC is still responsible for monitoring
daily exchange operations, a move that
likely includes the power to issue regula-
tions.

The new regulations also formally
prohibit insider trading and require pub-
lic disclosure of all company information
that could cause extreme share price
fluctuations. Other provisions of the reg-
ulations seem aimed at professionalizing
the brokerage business at trading firms.
For example, the regulations state that
brokerage firms can no longer hold
more than 80 percent of their assets in
stocks; that two-thirds of the managers
of every brokerage firm must now be
certified by CSRC; that 5 percent of a
firm's profits must be set aside as re-
serves; that firms must develop adequate
risk-monitoring systems; and that no
firm can buy more than 20 percent of a
given listed company's circulating shares
in any one day. The regulations also de-
tail a range of punishments for broker
violations, ranging from warnings to
fines of ¥30,000-¥500,000 ($3.600-
$00,000), and suspensions from trading
of up to one year. Though they fall short
of a comprehensive national law, these
new regulations, once imp|cﬂ‘lt:nlcd.
should help increase investor confidence
and could explain the market's recent
upturn.

Other laws and regulations also control
some aspects of market transactions, in-
cluding the Company Law of the People’s
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Republic of China, released in July 1994
(see The CBR, May-June 1994, p.48); and
Provisional Regulations for Stock Issuing
and Trading, and Detailed Implementa-
tions of the Disclosure Requirement for
Stock Issuing Companies, both issued by
the CSC in 1993.

CSRC, meanwhile, has begun to take
the lead in remedying some of the mar-
ket's regulatory weaknesses. CSRC issued
new regulations on January 1, 1996, call-
ing for a change in trading and reporting
requirements for B-share issuing compa-

The proposed securities

law is in its 13th (al least)
drafl and there is no date for ils
[inal approval by the National

Peaple’s Congress.

nies. B-share companies must now have
standard annual audited financial reports
based on International Accounting Stan-
dards (IAS). Under the new rules, the re-
ported annual profits of some of the B-
share companies are less than 10 percent.

CSRC has also moved to clamp down
on illegal practices, particularly on the
Shenzhen exchange. In late September
1996, for example, CSRC reportedly
forced brokers in Shenzhen to stop lend-
ing money to investors for stock pur-
chases, and also announced the (appar-
ently less-than-successful) formal ban on
the purchase of B shares by PRC citizens,
which has been rampant in Shenzhen
since early 1996,

Other recent CSRC moves also could
help smooth out market operations. In
September, CSRC announced that it
would phase out the share-quota system,
in which the State Planning Commission,
with the CSC and CSRC and other organi-
zations, set the yearly quota for the num-
ber of new shares allowed to list on the
exchanges. The new system, called a
“company quota system,” will no longer
restrict the number of shares a company
will be able to issue. Provinces and gov-
ernment ministries will still select the
companies for listing, though, and, in ef-

fect, CSRC will still be able to regulate the
total number of shares because all new
issues will be subject to final CSRC ap-
proval. A joint PBOC-CSRC order also re-
quired all financial institutions, from State
banks to non-bank financial institutions,
to divest themselves of their brokerage
businesses by the end of 1996.

The proposed securities law, however,
is in its 13th (at least) draft and there is
no date for its final approval by the Na-
tional People’'s Congress. Some industry
analysts have suggested that the long de-
lay in the law’s promulgation may derive
from uncertainty over the effects on the
markets after the 1997 return of Hong
Kong 1o Chinese sovereignty, or from
concerns about the effectiveness of the
law in the face of weak enforcement
mechanisms.

The unfinished legal environment pre-
sents pressing problems for the investor,
the trader, and the listed companies
themselves. Though few rules and regu-
lations protect investors, traders and
listed companies find that the many rules
and regulations that apply to them con-
flict with each other. Tronically, it is prob-
ably fortunate, in this environment, that
enforcement of these regulations is gen-
erally lax, leaving few of the contradic-
tory rules to play out.

Most Chinese officials and trading firms
agree that a national securities law is ur-
gently needed to help curb unfair prac-
tices such as insider trading and ramping
(market manipulation by a few large in-
vestors). Foreign investors would no
doubt be reassured by regulations that
place Chinese companies under greater
regulatory scrutiny and impose the kind
of reporting requirements widely ac-
cepted in developed markets. Nonethe-
less, many current Chinese practices are
similar to those seen in the early stages of
the development of security markets in
Singapore, Hong Kong, Taiwan, South
Korea, and other developing countries.

Beyond the steps being taken to create
a much-needed legal framework and se-
curities regulatory body, though, China
also must develop further its financial ser-
vices infrastructure to support the orderly
functioning of the market. The establish-
ment of qualified accounting firms (and
the adoption of IAS by Chinese account-
ing firms), securities law firms, indepen-
dent asset-appraisal companies, and fair
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and consistent enforcement agencies and
practices, would all help strengthen the
rule of law. China’s troubled banking sec-
tor, too, hinders the smooth development
of the securities markets (see p.10). For
example, banks in the West act as crucial
intermediaries, bringing new investors to
the securities markets and identifying
new companies and instruments for list-
ing. In China, though, banks have found
that their greatest role is to funnel the na-
tion’s individual savings into loans to
support ailing SOEs. In many ways, the
securities markets are a reflection of the
state of China’s overall economic infra-
structure—developing, but very much a
work in progress.

BULLISH PROJECTIONS

China’s markets represent an interest-
ing and important experiment in market
socialism. Although Beijing has denied
repeatedly that it is moving toward full-
blooded capitalism, the securities experi-
ment is a capital market, albeit modified
in important ways in terms of entry and
trading. This sector holds the key to
China’s economic future to many, though
not all, Chinese officials. And while it is
still a relatively new experiment and
overall market growth has been carefully
controlled, the securities reforms seem to
be moving forward, slowly but steadily,
along with China’s other reforms.

Looking ahead, some market analysts
predict a merger of the A- and B-share
markets in the foreseeable future. One
factor in particular that might encourage
such a merger is the gradual but sus-
tained movement toward full convertibil-
ity of the RMB. Since December 1, 1996,
the RMB formally has been freely con-
vertible to foreign currency for funds un-
der the current account (see p.20).

A major stumbling block to merging
the two markets, though, will be the PRC
government's wish to control foreign par-
ticipation in the Chinese stock markets.
Moreover, before the A and B markets
can be merged, the Chinese government
will need to issue new measures or regu-
lations to substitute for the restrictions on
foreign ownership that the A-share/B-
share structure currently enforces. Beijing
might be able to substitute regulatory lim-
itations on foreign ownership for the cur-
rent bifurcated structure. When such reg-
ulations are developed, they will very



likely be based on recent practices in
other developing financial markets such
as Taiwan's, where foreigners cannot
hold more than 10 percent of a com-
pany’s total shares. Though the current
market structure makes investing rather
inconvenient for foreign individual in-
vestors and too illiquid for many foreign
institutional investors, a new policy
merely restricting ownership levels would
probably attract foreign funds quickly, up
to the government-imposed limitations.

Another factor that will influence the
merger of the A- and B-share markets is
the effect of Hong Kong's return to PRC
sovereignty, which should have a signifi-
cant impact on the Shenzhen market. The
familiarity of many Hong Kong residents
with the Shenzhen economy could spur
further SZSE B-share purchases. Once
they adopt Chinese citizenship, though,
Hong Kong residents should be able to
purchase A shares as well as B shares.
And once they are able to buy A shares,
Hong Kong residents could be less will-
ing to purchase Shenzhen B shares. In ei-
ther case, enthusiastic Hong Kong partici-
pation in Shenzhen could lead to a
merger of the Shenzhen A- and B-share
markets, while the Shanghai markets re-
main separate. The H-share market, as-
suming that China keeps the current sys-
tem in place on Hong Kong's exchange,
should remain unchanged (see p.12).

Other factors that are likely to influ-
ence the A- and B-share market merger
include the continuation of reforms that
make China's economy ever more mar-
ket-oriented, and the speed of the
growth and maturity of China’s securities
markets.

Despite reforms that hint at a market
merger, A- and B-share market indices
actually have been diverging in recent
months. This divergence perhaps reflects
general “market sentiment” against such
a merger. Nonetheless, some analysts
still expect the markets to merge, with
limits imposed on the level of foreign
ownership. If this merger indeed takes
place, the B shares currently discounted
by up to 300 percent likely would prove
profitable long-term investments.

The most important determinants of
market development, however, are
surely the attitudes of the next genera-
tion of Chinese leaders. A few key issues
will likely be decided at the highest lev-

els of government, including listing
stocks on the basis of economic, not po-
litical or policy, criteria; requiring com-
panies to adhere to [AS; and permitting
managers to run enterprises on the basis
of market forces rather than social pol-
icy. All indications suggest that leaders
such as President Jiang Zemin and Exec-
utive Vice Premier Zhu Rongji support
the continuation of market reforms, in
part because of their firsthand experi-
ence in guiding Shanghai's economic re-
forms. In particular, they can be ex-
pected to support the regulatory and
procedural reforms that SSE officials and
other market participants, in recent inter-
views, stress are crucial. The continued
reforms are unlikely to permit the in-
crease in potentially speculative markets
such as futures and options, however,
especially in the wake of the 1995 prob-
lems with T-bond futures.

In the short term, assuming that the
Chinese economic reforms continue and
the economy keeps growing at an aver-
age rate of about 10 percent per year,
China’s shares would seem to be rela-
tively inexpensive compared to those in
other developing countries—particularly
the B shares. Also, the recent cuts in in-
terest rates for savings accounts in banks
(from about 11.5 percent down to 10 per-
cent) may encourage more domestic in-
vestors 1o test the stock market waters.

Over the long term, China's domestic
securities market will probably benefit
not only from the ever-greater pool of
domestic savings, but also from the re-
forms of China’s retirement and unem-
ployment systems. Pension and unem-
ployment insurance funds have already
generated an estimated ¥37 billion ($4.4
billion) that currently can be invested
only in Chinese T-bonds and bank de-
posits. As China's security markets—and
China's investors—become more so-
phisticated, a rise in the numbers of
longer-term investors and a more stable
market seem a reasonable bet. And
even if further reforms are slow in com-
ing, the listed companies and their
shares may still be a worthwhile invest-
ment, if only because they pay divi-
dends, have increasingly attractive low
P/E ratios, and provide a way for Chi-
nese and foreign investors alike to tap
into one of the world's fastest-growing
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The Heart of

F.conomic Reform

China’s

Raymond J. Blanchard, Jr.
banking sector

is struggling o

k(’(l ub arz[/] y sl:‘ic[l-_\‘ physical measures, China ;lll‘L";|}l§' has one of the \\'_( )I'IL]:P\ largest Ir.mki-ng m.irl-;cls.‘
15 7) [ In 1995, there were more than 2.8 million employees working in more than 500,000 PRC
. banking and credit institutions. The four State-owned commercial banks (SOCBs) that domi-
’ﬂ(ﬂ’k(fi reformg nate the market—Agricultural Bank of China (ABC), Bank of China (BOC), China Construc-
tion Bank (CCB), and Industrial and Commercial Bank of China (ICBC)—had combined asscts in
1994 of more than $830 billion, on which they reported $6.3 billion in pre-tax profits. In 1994, these
banks issued just over 60 percent of China’s total loans—down from about 80 percent in the late
1980s—controlled over 80 percent of the country's financial assets, owned over 70 percent of all Chi-
nese bank branches, and employed 57 percent of all financial-sector personnel. Massive though they
are, these SOCBs remain saddled with State-owned enterprise (SOE) debt and continue to perform

inefficiently by international standards.

While foreign funds have contributed to China’s economic growth of the past decade, the vast po-
tential of China’s household savings continues to go unrealized, as these savings are channeled
largely into the State banks, which lend much of their funds out to unprofitable SOEs. Fortunately,
Beijing has begun to implement gradual steps aimed at freeing the banking sector from the central
credit plan and to permit the growth of banking services and foreign bank participation, two steps
which are needed 1o commercialize the country’s financial sector.

ASSIGNING RESPONSIBILITIES

Though China has had no bank runs in the last 47 years (since the government nationalized all
banking institutions), the central government is becoming less willing to continue underwriting all
credit risks. The reform of China’s banking industry, like many other economic reforms, began in the
early 1980s (see The CBR, November-December 1995, p.35). The People’s Bank of China (PBOC)
was designated as the country's central bank in 1983, after which financial institutions and products,
as well as regulations, multiplied. In 1994, Beijing created three new “policy” banks—the State De-
velopment Bank, the China Export-Import Bank, and the Agricultural Development Bank—to as-
sume the policy-lending functions of the four main SOCBs. The move was intended to allow the
SOCBs to provide a wider variety of banking services, theoretically on commercial terms, while the
new policy banks would concentrate on government-directed policy lending for infrastructure devel-
opment in their respective sectors and for SOE operating costs.

Since the creation of the policy banks, however, the government has prevented SOCBs from oper-
ating on purely commercial terms. In 1995, for example, PBOC, under the control of the State Coun-

Raymond . Blanchard, Jr. cil, directed SOCBs to dole out 66 percent of their loans to SOEs. Further, the policy banks raise
is currently an analyst at an investment funds by issuing government-guaranteed bonds, which Beijing forces SOCBs to purchase. Such
bank in Hong Kong and previously was forced lending activities and bond purchases prevent the SOCBs from undertaking more lucrative

a Beijing-based financial consultant. revenue-generating activities.

m The China Business Review / junuary-February 1997



Existing policy loans, which generally
are not expected to be repaid, have risen
rapidly from about 5 percent of GDP in
1986 to about 11 percent in 1995, While
the policy loan burden is gradually being
fiscalized into the government's accounts,
policy loans still constitute more than a
third of SOCBs' outstanding loan portfo-
lios. The government intended that the
new policy banks would assume all new
policy loans, but not inherit the outstand-
ing stock of non-performing loans. Con-
sequently, all of the non-performing
loans remain with SOCBs and are simply
rolled over. As long as the central gov-
ernment provides the guarantee that it
will stand behind commercial banks in
the event of a financial crisis, SOCBs are
unable to refuse to renew non-perform-
ing loans. SOCBs had total non-perform-
ing loans in 1995 of about ¥805 billion
($97 billion), or 14 percent of that year’s
GDP, according to the official PRC publi-
cation China Business Week.

Government-directed capital thus se-
verely distorts SOCBs' cash flow, World
Bank statistics also reveal that in 1995
SOCBs absorbed 85 percent of all deposits
nationwide. Of the 66 percent of their to-
tal loan portfolio allocated to SOEs in the
form of directed credit, 15-20 percent was
used to refinance SOE interest payments.
Only about 16 percent of SOCBs' portfo-
lios was left for discretionary credit to
non-SOEs. [n contrast, non-State banks (a
category that excludes the four SOCBs,
the three policy banks, the Bank of Com-
munications [BOCOM], and China Interna-
tional Trust and Investment Corp. [CITICD,
allocated about one-quarter of their port-
folios to SOEs and gave more than half of
their loans to non-SOEs.

China’s financial resources remain ex-
cessively concentrated in the State sector.
China’s SOEs absorb 60 percent of na-
tional investment; receive subsidies
amounting to one-third of the national
budget; and employ 70 percent of the in-
dustrial labor force, or about 100 million
people, of which analysts estimate that up
to a third are redundant (see The CBR,
May-June 1996, p.19). Net credit (credit to
the sector minus deposits) to SOEs
reached over 12 percent of GDP in 1995,
while net credit to non-State enterprises
was barely 4 percent of GDP. Thus, about
75 percent of household savings, medi-
ated and directed by the SOCBs, currently

goes to finance SOE operations, accord-
ing to a recent World Bank study. In spite
of tight credit policies in 1995, SOCB
fixed-investment loans to SOEs nominally
increased 32 percent over 1994, while
lending to the private sector nominally
declined by 42 percent and loans to ur-
ban collectives, by 7 percent.

Further, the efficiency of investment in
SOEs has been less than one-third that of
non-SOEs, as measured by SOE output
growth. Despite SOEs™ disproportionate
access to investment funds, the average
annual growth of their output was just
7.4 percent between 1989-93, compared
to 31 percent in non-SOEs. Nonetheless,
almost all of SOEs" working capital is
provided by SOCB loans, which pay for
operating expenses not otherwise met.
Central and local officials, fearing massive
unemployment if these enterprises go un-
der, continue to “strongly encourage” the
SOCBs to keep lending funds, no matter
how financially unsound the SOE may
be. Most SOEs, though, can afford only
about 8 percent of the annual debt ser-
vice on their outstanding loans. Even
worse, most SOEs pay back, at most, the
interest on their loans—rarely are they
able to pay back any of the principal.

In addition to SOE debt, SOCBs have
been forced to operate within the central
government’s credit plan, which governs
cach bank’s credit volume directly, either
in aggregate (by capping different types
of lending), or by directing lending into
particular sectors. The loan or credit
quota system not only has been Beijing's
primary means of controlling the national
money supply, but also has translated
Beijing's investment plans into reality. The
government has used the credit quota sys-
tem to direct investment o priority indus-
trial sectors, forcing SOCBs to disregard
loan recipients’ creditworthiness. Because
smaller, non-State banks have not been
subject to the tight, centrally mandated
credit quotas imposed on State banks, un-
derground lending markets—bank-to-
bank, bank-to-company, and company-to-
company lending—have developed in
which capital can be obtained at higher
than government-set rates. Underground
loan transactions, potentially punishable
by death, have involved banks circum-
venting interest rate caps by offering bor-
rowers loans at rates that have tended to
be about twice as high as official rates.

The vast potential of China's
household savings continues to go
unrealized, as these savings are
channeled largely into the State
banks, which lend much of their
Sunds out o unprofitable SOEs.

Though the difference between official
and illegal interest rates has fallen in the
wake of lower inflation and more com-
petitive official rates, black market lend-
ing reportedly continues.

PRESSING AHEAD

Though SOE debt and what remains of
the credit plan hinder full commercializa-
tion of SOCBs, many recent reforms are
moving China’s financial system in the
right direction. In 1995, Beijing promul-
gated the Commercial Bank Law, which
introduced a greater degree of autonomy
and required all banks to maintain an
cight percent capital adequacy ratio.
None of the SOCBs has been able to meet
this requirement yet, but the Commercial
Bank Law, together with the Central Bank
Law (also passed in 1995), established a
legal foundation for a commercial bank-
ing system and provided incentives for in-
termediaries such as rural and urban co-
operatives to become commercial banks.

Beijing adopted several non-administra-
tive methods to control the money supply
in early 1996, including the establishment
of a local currency interbank market,
which created a single electronic currency
trading system; the introduction of PBOC
open-market operations; and an asset-lia-
bility management system that allows a
maximum loan-deposit ratio of 75 percent
in licu of strict credit quotas. Implementa-
tion of these measures, however, has
been on an experimental and limited ba-
sis. Also last year, PBOC cut interest rates
on deposits, a move that has allowed
banks to increase their profit margins and
build up desperately needed capital. In
August, the General Rules on Loans, the
PRC’s first systematic code on borrowing
practices and loan management, were im-
plemented. Designed to minimize political

The China Business Review juiuary-February 1997



T T BB T R P TS i g Tl e e e ) N O T O, MR L Gt | N 0 S BN Y Ty RO SRR
APPROVED BANKING SERVICES IN CHINA BY FINANCIAL INSTITUTION TYPE

URBAN/RURAL FOREIGN

STATE-OWNED OTHER TRUST AND CREDIT BANKS
COMMERCIAL POLICY COMMERCIAL INVESTMENT COOPERATIVES WITH CHINA
SERVICE BANKS BANKS  BANKS CORPORATIONS  (RCCS) OPERATIONS
Deposits® b ¢
T RMB o ® d .g—_ - ] V &
_]-l-ll'(.'llﬂl] L'um-l-u‘y [ ] @ [ ] e -
Lending - - ' ' -

RMB o ® ® e ® -
-_]EL'LL’,H currency - ° - - @ - ® [ ] D

syndicated N * R e o - ® o
Mortgages T - e - o
mt:mumh and remittances ] - — - - - - - o
" Domestic . V @ &

International T e e e e -
Erri.un exchange - - - - - - o
" Purchase L [ ] o only duugn.u&lﬁ

banks
* Sales - ® - e - 7 R - only dr_’si:L:n.ltL'd
banks
* Bil/note discounts e o nnlyﬁjjii;; Bank - _unly designated
banks
fc;mnp. - - [ ] - uﬁl_\ China International - - o
Trust and Investment
Corp. (CITIC) [ ]
:-\;.:unnjr banking ® 7 only Fuyi;ar;l mml;iﬂ—li.mk o e - - -
('.?mn:l_\'smn banking ® _— . - e 7 o
Interbank transactions® - - - o - - o o

I)vp-l ISits . ® 7 . - - L . - o - o
* Credits ' ° o ® o » ' . -

Lending ® - ® = — @ . - = = N
- l)i'«;mnling ° [ ] - - - - o
]-'.xp(:rra redit np-cr.tlk;\‘ . 7 - - . o o - -
) t;u.mml:_ - - o Unmlin.l l-fxlmﬂ-hn[?n Bank - - - o

and China Investment Bank

Insurance [ ] . o - o o o
7 Buyers' credits [ ] only CITIC - o - - - o

Sellers’ credits ®

f

Guarantees

Letters of credit . o [ ] o ®
) Debts/loans —. .7 - - . o - o o
V\u urui(: 7 = S a - - - - o .
Issues o —. o nnlyT['l'l(f o [} o o o B
Trades - e nniry CITIC - ® o —unl_\' RCCs with central - B
bank approval
Bonds - o S= s T o
7 lssue o - ® - ._ ® - o N B - o -
" Trade e o i -
- [llcl&?ritm_u & o 7 only Hainan Immunl H.mr o . - -
Credit checks o L o o ® - 7 o - S - ._ .
(Zuruhulling - —_. o o [ ] - .7 o . -
PERCENTAGE OF TOTAL
SERVICES OFFERED 87% 29% 80% 42% 13% 32%

SOURCE: Raymond |. Blanchard, Jr

4 Foreign currency deposits and loans can only be from and for State Administration of Foreign Exchange (SAFE)-approved enterprises.
b Can only accept deposits worth at least ¥1 million and for six months or more.

€ Urhan co-ops can only do business with urban customers; same standard applies to rural co-ops and rural clients

4 Only for enterprises and organizations that have their accounts within the scope of work of the bank.

¢ Relers to both domestic and international transactions.

I Chinese banks can only give guarantees with approval from SAFE and the People's Bank of China
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interference in lending decisions, the
rules standardize loan application and
management procedures in an attempt (o
end the practice of enterprises obtaining
loans through personal connections or es-
caping loan payments by restructuring or
merging with other enterprises.

In September, monetary authorities an-
nounced that the quota system for credit
and loans would be phased out in early
1997. Most recently, PBOC was invited to
join the Bank of International Settlements
(BIS), the prestigious club of wealthy
countries’ central banks that sets volun-
tary guidelines on capital requirements
for banks and provides monetary assis-
tance to members in times of financial
turmoil. PBOC’s entry into BIS, expected
to be finalized this spring, should prompt
China’s State-owned banks to improve
their financial disclosure statements and
strengthen their balance sheets, as BIS
member countries are required to enforce
the eight percent capital adequacy ratio.

OLD—AND NEW—
PLAYERS

Along with the development of new
policies aimed at commercializing State
banks, an increasing number of alterna-
tive financial institutions have begun to
emerge over the past 15 years. In addi-
tion to the policy banks and SOCBs,
China also has national and regional
commercial banks, savings banks, non-
bank financial institutions, joint-venture
banks, and foreign banks (see chart). To-
gether with an emerging securities mar-
ket (see p.8), all of these institutions help
to finance China’s economic develop-
ment in the following ways:

B Policy banks Policy lending, a State

Council-mandated, quasi-fiscal operation,

currently finances agricultural procure-
ment and development, key State invest-
ment projects (especially in the trans-
portation, communications, and energy
sectors), and foreign trade transactions. In
addition to sovereign government bonds,
the policy banks finance their projects
through borrowing from international fi-
nancial markets and capital contributions
from the government, rather than with
PBOC funds.

B SOCBs The main purpose of both
SOCBs and policy banks is to attract inex-
pensive, long-term capital to ensure credit
for SOEs and large State projects. The

four main SOCBs primarily handle clients
in their respective sectors: ABC mainly
serves the agricultural sector, ICBC serves
large industrial SOEs, CCB lends to con-
struction-related companies, and BOC
generally finances trade. Because the gov-
ernment sets interest rates, however, the
SOCBs have not been able to allocate
credit according to market forces or man-
age risk effectively, resulting in significant
losses. Prior to March 1996, SOCBs were
forced to pay inflation subsidies on long-
term fixed time deposits (3-8 years) as a
way to attract long-term nontradeable
claims on their loan portfolios 1o ensure
cheap credit for SOEs. In 1995, the aver-
age fixed time-deposit inflation subsidy
was 12.75 percent. With high deposits
and rising long-term deposit rates in 1995,
however, monetary authorities discontin-
ued the inflation subsidies on April 1,
1996. The real interest rate on three-year
savings deposits turned positive in 1996,
yielding about 2-3 percent real returns by
the end of the first quarter of 1996, ac-
cording to the World Bank.

Certain reforms have allowed the
SOCBs to expand their business and di-
versify their revenue bases. SOCBs can
engage in trusts and securities, leasing,
agent business, foreign exchange, con-
sulting, credit card services, and mort-
gages. However, SOCBs still do not lend
on strictly commercial terms, though this
practice should begin to change as the

CHINR)51E

government phases out the credit quotas
and implements a full-scale asset-liability
management system. Until the govern-
ment relinquishes the administrative au-
thority 1o set bank interest rates, though,
SOCBs" new clients and customer fees
will serve as their primary revenue
sources. Before real interest rates became
positive last year, SOCBs’ returns on their
assets were among the worst in the
world, due largely to very low or nega-
tive net interest margins that created an
interest rate wedge on their profits.

If these banks were to write off their
bad loans, officially estimated at around 5
percent of their total assets (or 25 percent
if rolled-over and re-financed loans that
have not been officially labeled “non-per-
forming” are included), the SOCBs would
show a negative capital base. It is there-
fore unrealistic to expect SOCBs to reach
the mandatory BIS eight percent capital-
adequacy ratio until they have significant
earnings to write their loan losses off
and/or the Ministry of Finance allows
them to write off their bad loans, which
is extremely unlikely given the central
government's declining revenues as a
share of GDP. The last time SOCBs’ debts
were canceled or written off by the cen-
tral government was during the structural
adjustments of 1962-64.

B National commercial banks China's
six national commercial banks—BOCOM,
CITIC, China Everbright Bank, China In-
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ON THE ROAD TO

On December 1, China announced
that the country is in compliance with
Article 8 of the International Monetary
Fund (IMF)'s Articles of Agreement, for-
mally making the country’s currency con-
vertible on the current account. With the
announcement, contained in a November
27 letter to the IMF from People’s Bank
of China (PBOC) Governor Dai Xiang-
long, China has removed all restrictions
on payments or transfers for current ac-
count transactions (trade in goods and
services, and profit remittances) and has
formally eliminated discriminatory cur-
rency arrangements and multiple cur-
rency practices.

While the announcement is largely
symbolic, as the renminbi (RMB) has
been convertible in all but a few minor
cases since July, 1, 1996, the move ap-
pears to signal China’s intention to abide
by its economic reform plan. The an-
nouncement does not mean that the
renminbi will be traded on international
markets or will be valid outside of
China. Chinese individuals can now ob-
tain foreign exchange up to a certain
limit for specified purposes. Most ana-
lysts predict that full convertibility—in-
cluding capital account transactions—
likely will not occur for at least 10 more
years. A PBOC official recently stated
that capital account convertibility will
take “a fairly long time.”

Despite China’s acceptance of the
obligations of IMF Article 8, little is likely
to change for foreign investors in the im-
mediate future as a result of this recent
move. China’s investment regulations still
require investors to balance their own
foreign exchange, meaning that for every
dollar they spend in China they must, in
theory, earn a dollar of hard currency.
Other administrative procedures and
controls on the holding and conversion
of foreign exchange—an annual audit,
an-initial approval by the State Adminis-
tration of Foreign Exchange (SAFE, previ-
ously known as the State Administration
of Exchange Control [SAEC)), limits on
the number of settlement accounts a for-
eign-invested enterprise (FIE) can hold,
and a ceiling on the amount of foreign
exchange a FIE may hold before being
obligated to change it into RMB—may

RMB CONVERTIBILITY

continue to vex foreign investors.

In practice, though, the foreign ex-
change balancing regulation is seldom
enforced, and since late 1993 investors
have encountered few difficulties obtain-
ing foreign currency for imports. More
problematic, however, have been cur-
rency swaps for the purpose of profit
repatriation. Some FIEs that have not
been able to balance their own foreign
exchange have found it hard to repatriate
profits, even though profit is considered
a current account item.

Prior to January 1, 1994, the PRC
maintained a dual exchange rate sys-
tem, with a fixed official rate and a
floating rate quoted at the swap mar-
kets. The swap markets, set up in the
late 1980s for foreign exchange transac-
tions, allowed foreign and domestic
firms to “swap” RMB for hard currency.
Under this system, domestic firms were
allowed to retain part of their foreign
exchange eamings in the form of bank
accounts or foreign exchange quota ac-
counts at SAEC, while FIEs could retain
all their foreign exchange earnings.
Each foreign exchange transaction re-
quired pre-approval by the local SAEC
branch. When considering whether to
approve foreign exchange transactions,
SAEC gave priority to export-oriented
firms, and was more stringent with
those seeking to import. For example,
FIEs targeting the domestic market
most notably those in the consumer
products sector—often found it hard to
swap RMB for hard currency, especially
when foreign exchange was in short
supply.

In January 1994, Beijing unified the
dual exchange rate system, abandoning
the official fixed exchange rate and initi-
ating a “managed float” system for the
RMB. This change established a bank-
based currency exchange trading system
for domestic firms, while FIEs continued
to use the swap markets (swap market
liquidity was maintained through the
funds provided by the banking system).
Domestic firms, meanwhile, were re-
quired to use designated banks to sell or
purchase foreign exchange, and were re-
quired to sell off all their foreign ex-
change rather than retain it. When buy-
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ing foreign exchange, they needed only
present the relevant commercial docu-
ments to a designated bank and were no
longer required to obtain pre-approval
from SAEC for cach transaction. FIEs re-
tained the right to hold their own for-
eign exchange earnings.

In April 1994, the China National For-
eign Exchange Trading Center (CFETC)
was established in Shanghai as an inter-
bank foreign exchange trading system
with member banks nationwide. Desig-
nated PRC foreign exchange banks were
permitted to trade in the interbank mar-
ket to adjust their foreign exchange posi-
tions resulting from their currency trans-
actions with domestic firms; foreign
banks were allowed to trade on behalf
of FIEs. CFETC also integrated most of
China’s major swap centers, vastly im-
proving liquidity throughout the swap
market system.

By March 1996, with the country’s for-
eign exchange reserves totaling more
than $75 billion, PRC officials initiated a
pilot program whereby FIEs were al-
lowed to purchase and sell foreign ex-
change directly at designated banks in
Jiangsu Province, and in the cities of
Shanghai, Dalian, and Shenzhen. The pi-
lot program was expanded to the entire
country on July, 1, 1996, enabling FIEs to
conduct foreign exchange transactions at
designated banks or swap centers, which
have continued to operate.

SOME STRINGS ATTACHED

With the expansion of the pilot pro-
gram last July, China's currency effec-
tively became convertible for purposes
of trade. Certain administrative restric-
tions remain, however. Some important
features of the current foreign exchange
system include:

» Separation of accounts FIEs must re-
port all their foreign exchange bank ac-
counts to SAFE, and separate their ac-
counts according to the source of
foreign exchange. Each FIE can open
only one settlement account for trade-re-
lated receipts and payments. SAFE sets a
ceiling on the amount of foreign ex-
change each firm can hold in its settle-
ment account according to the amount
of the FIE's paid-in capital and trade vol-



ume. Foreign exchange in excess of the
ceiling must be sold to one of the des-
ignated banks.

e Annual inspection To open a for-
eign exchange bank account, an FIE
must obtain a Foreign Exchange Regis-
tration Certificate (FERC) from SAFE.
Each year, SAFE designates certain ac-
counting firms to conduct annual for-
eign exchange inspections of all FIEs,
and stamps its approval on the FERCs
of those that pass inspection. The
stamped FERC must then be presented
to the bank or swap center to conduct
foreign exchange transactions. In the
past, the inspection focused on
whether the firm paid in its capital
contribution on schedule, registered all
bank accounts and loans with SAFE,
and fulfilled its contractual export com-
mitments. FIEs that failed to pass the
inspection had to obtain SAEC ap-
proval on a transaction-by-transaction
basis to purchase or sell foreign ex-
change. However, FIEs report that ful-
fillment of contractual export commit-
ments is no longer enforced—SAFE
continues to conduct inspections, but
does not look at exports.

* Speedier current account transac-
tions FIEs now have virtually unre-
stricted access to foreign exchange
transactions for trade-related purposes,
though controls remain in place on cap-
ital account transactions. Provided that
the FIE can prove that the transaction is
for trade purposes and has passed its
annual SAFE inspection, any FIE can
purchase and sell foreign exchange at
either a designated bank or through a
swap center without SAFE approval.

» Differential treatment of domestic
companies and FIEs FIEs can keep
their foreign exchange in bank ac-
counts, up to a certain limit, and are
supposed to draw down the foreign ex-
change account before swapping RMB
for hard currency. Domestic firms must
sell all their foreign exchange earnings
to the banks as soon as they are re-
ceived. Though FIEs currently retain ac-
cess to foreign exchange swap centers,
domestic firms can conduct foreign ex-
change transactions only with desig-
nated banks. It is only a matter of time,
however, before the swap centers are
replaced completely by the bank-based

foreign exchange trading system.
* Central bank control over foreign
exchange supply Designated domestic
and foreign banks (acting on behalf of
PBOC) conduct foreign exchange trans-
actions with companies. In addition to
their foreign exchange capital and inter-
national borrowing, these banks are al-
lowed to keep a certain amount of for-
eign exchange as working capital for
foreign exchange transactions, but any
foreign exchange exceeding the ceiling
must be sold to PBOC. These desig-
nated banks can also trade in the inter-
bank foreign exchange market. PBOC
retains the right to intervene in the inter-
bank market to stabilize exchange rates.
Currency convertibility has long been
a significant risk factor for foreign firms
considering doing business in China.
The new system should alleviate some
worries, as it eases or removes previous
restrictions on currency conversion for
trade and profit repatriation. But Chinese
officials remain reluctant to eliminate the
last vestiges of foreign exchange control,
namely, regulatory export and foreign
exchange balancing requirements, That
these controls remain inscribed in indus-
trial policy does not necessarily indicate
a determination to keep exports high,
but may be to provide security should
the country encounter balance of pay-
ments problems. While China’s foreign
exchange reserves surpassed $100 billion
in 1996, it is possible that an economic
downturn or sudden foreign exchange
shortage could prompt the government
to use these administrative tools to limit
RMB convertibility.

THE LONG
AND THE SHORT

Among the benefits of the system in
place since July and formalized with
the December 1 PBOC announcement
are enhanced liquidity and expediency.
A transaction with a designated bank
can take less than a day, whereas a
transaction in the past through a swap
center could take up to a week to
complete. The bank-based system,
backed up by a national interbank for-
eign exchange trading network of
more than 300 member banks and
connecting trading centers in 25 major
cities, provides continuous exchange

rate quoting and can absorb foreign
exchange transactions of almost any
size. But the enhanced liquidity af-
forded by the new system may be par-
tially offset by the requirement that for-
eign exchange purchasers use a single
designated bank. If bank competition
is stifled, such a requirement could
mean high fees for poor service.

Foreign banks have welcomed the
move to official current account RMB
convertibility. Previously, foreign bank
branches in China were only allowed to
purchase foreign currency from FIEs
and resell it on the interbank market, or
to act as brokers at the swap centers.
Since the pilot program began last
March, many foreign banks licensed to
operate in China have been selected as
designated foreign exchange banks.
With this designation, these banks are
permitted both to purchase and sell for-
eign exchange, do not require proof of
SAFE approval to conduct a foreign ex-
change transaction, and can carry out
foreign exchange transactions for FIEs.
During the pilot program, more than 30
foreign banks in Shanghai reportedly
were approved as designated foreign
exchange banks.

China’s foreign exchange reforms
may also pave the way for foreign
banks to conduct local currency busi-
ness, which is set to begin on an experi-
mental basis in Shanghai's Pudong New
Area soon. In the meantime, FIEs will
likely use a full-service domestic bank
because of the restriction allowing one
settlement account per firm. Currently,
foreign banks licensed to operate in
China are not allowed to take RMB de-
posits or provide RMB loans, though
they are permitted to keep a certain
amount of RMB to facilitate foreign ex-
change transactions. Thus, the ability of
foreign banks to operate a full range of
bank services, on par with domestic
banks, is increasing, but slowly.

—Kirsten Sylvester

Kirsten Sylvester is associate editor of
The CBR. Anne Stevenson-Yang, direc-
tor of the Council’s China Operations,
and Yao Tong, a graduate student in
Boston College’s Finance Program and
Sformer Council research assistant, con-
tributed to the preparation of this article.
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Many recent reforms are
moving China’s financial system

in the right direction.

vestment Bank, Hua Xia Bank, and Min
Sheng Bank—provide services similar 1o
SOCRBs. Except for BOCOM and CITIC,
national commercial banks are free from
direct State Council control. These six
banks serve primarily the private sector
and tend to lend on commercial terms.
Because these national commercial banks
generally provide the same services as
SOCBs, but more efficiently, they should
play an increasingly important role in
China’s financial sector,

B Regional banks Regional banks,
which can provide financial services
within the borders of their respective re-
gions, bear some policy-lending responsi-
bilities but are becoming increasingly
commercialized. Shenzhen Development
Bank, Pudong Development Bank, Fujian
Development Bank, and Guangdong De-
velopment Bank all offer commercial
banking services in their local franchises.
China Merchants Bank, owned by the
China Merchants Group, has a sister bank
in Hong Kong and offers mainly trade fi-
NaNce services.

Not surprisingly, non-State national
and regional commercial banks have sig-
nificantly outperformed SOCBs. Between
1991-94, non-State banks’ returns on as-
sets (ROAs) were, on average, 1.30 per-
centage points higher than the ROAs for
SOCBs. During the same period, non-
State banks’ returns on equity (ROEs) av-
eraged 7 percentage points higher than
the ROEs for SOCBs. The total 1994 as-
sets of the 10 national and regional com-
mercial banks (excluding the savings
banks and the recently founded Min
Sheng Bank), however, were only 9 per-
cent of the top four SOCBs' assets.

B Savings banks China has only two
major savings banks—Yuantai Housing
Savings Bank and Bengbu Housing Sav-
ings Bank—both of which focus specifi-
cally on facilitating the ongoing reforms
in the housing market. The principal
business activities of the banks include
raising funds for home construction and
promoting housing reform by providing

low-interest mortgage financing for indi-
viduals in their respective cities, The Yan-
tai and Bengbu banks, both established
in 1987 have greater independence than
SOCBs and assume sole responsibility for
profits, losses, risks, and liquidity. They
bear some resemblance 1o Western-style
building societies, though China still Tacks
a formal or legal structure for such orga-
nizations.

B Non-bank financial institutions
(NBFIs) The most positive trend in
China's financial development in recent
years has been the growth of banks and
financial institutions that are neither di-
rectly controlled by the State Council nor
financial agents of SOEs. The emergence
in recent years of these NBFls—including
trust and investment corporations (TICs),

and urban and rural credit cooperatives
is an indication that specialization and
competition in China’s financial sector are
on the rise. Whereas the SOCBs are de-
signed and organized mainly to serve
only clients within their respective indus-
tries, NBFIs are small and nimble enough
to change in tune o the needs of the
cconomy, whether by offering insurance
products or serving small businesses. As
NBFIs expand in the coming years, they
are bound to introduce new products
and services and start competing for the
customer bases of the enormous SOCBs.
Small credit cooperatives are gradually
being converted into commercial banks
to serve small- and medium-sized compa-
nics at the local level, and many are
merging with each other and expanding
their range of financial services.

SOCBs' share of national household
deposits fell from 85 percent in 1994 10
about 75 percent by year-end 1995, as
more rural households opted o entrust
their money to other financial institutions
such as TICs and urban and rural credit
cooperatives. Since the mid-1980s, ac-

cording 10 PBOC, roughly 80 percent of

rural households have been doing busi-
ness with rural credit cooperatives.

TICs emerged in the carly 1980s,
mainly 1o serve township and village ¢n-
terprises and small- to medium-sized pri-
vate and collective companies. Though
lacking official legal definition and gov-
erning regulations, TICs currently are al-
lowed to hold trust deposits of six
months or more from the following insti-
tutions: State and private enterprises, trust
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funds of corporate financial departments,
ministry trust funds, research funds of sci-
entific institutions, funds of various soci-
cties and foundations, and enterprise sav-
ings of at least ¥1 million (5120,482).
Prior to 1995, NBFIs were heavily in-
volved in the underground loan market.
In April 1995, in the wake of rampant il-
legal loans from State banks via NBFIs 10
private companies, PBOC prohibited
commercial banks from operating and
owning NBFIs. Given both the absence
of legislation specifically governing NBFIs
and the decentralized nature of their
funding sources, NBFIs, and especially
TICs, had become a means for lenders to
evade central credit controls and quotas.
For example, in 1992, illegal loans be-
tween State banks and NBFls totaled
$23.3 billion (10 percent of total State
bank loans), and 67 percent of these
loans could not be recalled. Such loans
were made via NBFIs that were owned
by SOCBs. Illegal loans had become so
rampant by 1995 that PBOC was forced
to grant $1.7 billion in emergency credit
to State banks 1o facilitate the settlement
process. Since Beijing implemented the
ban on State banks owning NBFls, these
institutions have started to focus on de-
veloping their financial advisory services
as a means of increasing their revenues.
B Joint-venture banks As of carly 1995,
about 30 joint-venture banks were operat-
ing in China. These banks are principally
involved in providing merchant and in-
vestment banking services and trade fi-
nance for the non-State sector. Joint-ven-
ture banks—which include Xiamen
International Bank, established in 1985;
Tai Hwa International Bank, a Sino-Thai
venture; and China International Capital
Corp. (CICC), a joint venture between
Morgan Stanley Group Inc. and the China
Construction Bank—help transfer interna-
tional banking practices to China.
B Foreign banks The best potential
source of competition for China’s domes-
tic banks are wholly foreign-owned
banks, which have increased their pres-
ence significantly since China first
opened its financial sector to foreign
banking in the carly 1980s. Foreign
banks are playing an important role in
the overall modemization of the sector
by bringing modern banking technology
and practices to China. Currently, 24
cities in China are open to foreign banks



and their branches, though the vast ma-
jority of these banks are concentrated in
Beijing, Guangzhou, and Shanghai. Dur-
ing 1995, China approved 18 foreign
banks, one joint-venture investment
bank (CICC), and 38 representative of-
fices of foreign-funded financial institu-
tions. As China liberalizes further and
foreign banks begin to realize the vast
potential of the market, the importance
of the China market for bank sharehold-
ers is likely to rise substantially. For ex-
ample, if foreign banks were to take a 5
percent share in the China banking mar-
ket by 1998 (admittedly an unlikely

stake), and earn an average net ROA of

1.25 percent, net profits that year would
total $1.25 billion, according to invest-
ment bank S.G.Warburg.

As of year-end 1995, there were more
than 100 foreign bank branches operat-
ing in China, including Citibank Corp.,
Bank of America, Bank of Tokyo, Sanwa
Bank, Standard Chartered Bank, and
Hong Kong Shanghai Banking Corp. The
assets of the operational foreign banks
and finance companies in China reached
$19.1 billion, loans reached $12.7 billion,
and deposits hit $3.1 billion in 1995, ac-
counting for 2.5 percent, 2.1 percent,
and 0.5 percent, respectively, of these
categories of the Chinese financial sys-
tem over the same period. The three in-
dices registered year-on-year growth of
61.7 percent, 68.1 percent, and 26.1 per-
cent respectively in 1995, according to
PBOC. The annual growth rates of their
total assets and loans greatly exceeded
the average growth rate of Chinese
banks' assets and loans, indicating that
their market share is expanding,

Japanese banks have been especially
aggressive in China, and have established
more financial institutions in China than
have Hong Kong and US banks com-
bined. Like other foreign banks, Japanese
banks tend to set up operations in places
where their clients invest. In addition to
supporting direct Japanese investment,
much of it in the form of joint ventures,
they have provided numerous loans for
major State-owned companies, especially
in the power generation, steel, and petro-
chemical industries. Many of these banks,
however, are now facing serious loan re-
payment problems.

Although foreign banks in China can
provide only about one-third of the total

range of financial services available in
China, most have realized returns of
more than 70 percent within their first
three years of operation. Foreign banks’
after-tax profits in 1995 reached $140 mil-
lion, an increase of 50.5 percent over
1994. The rapid increases in returns can
be attributed to innovation and the intro-
duction of new banking products, the
ability to provide better financial services
than those offered by local financial insti-
tutions, and the advantages afforded by
preferential tax treatment. According to
PBOC, foreign banks now claim 25 per-
cent of the trade finance market in China.
The structure of capital requirements and
prohibition against conducting renminbi
(RMB) business, however, has meant that
wholly foreign-owned banks’ income
from fees—from such services as provid-
ing guarantees and handling foreign ex-
change transactions and letters of
credit—has been greater than from lend-
ing. A much-awaited experiment, how-
ever, is set to begin soon in Shanghai's
Pudong New Area in which PBOC-autho-
rized foreign banks will be able to en-
gage in RMB business. Once the experi-
ment begins, it will be crucial for the

An increasing number of
alternative financial institutions
have begun fo emerge over the

past 15 years.

selected foreign banks to perform well,
To the extent that China's monetary offi-
cials are able to use monetary policy
tools rather than administrative means to
control the economy—and the scope of
the credit plan diminishes—foreign bank
participation can be expected to grow.

A HEAVY BURDEN

Despite the central government’s com-
mitment to the reform and diversification
of China’s financial sector over the past
15 years, serious problems remain, stem-
ming largely from the skewed concentra-
tion of inefficient and poorly performing
financial resources in the State sector. Fi-
nancing the State sector’s massive ac-
crued losses is a formidable task for
China's SOCBs and central government.
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In 1978, when the reforms began, China's
total outstanding loans were $24 hillion,
or about half of that year's GDP. In 1995,
total outstanding loans were more than
$600 billion—almost equal to that year's
GDP. Forty-nine percent (70 percent by
private estimates) ol SOEs lost money
and were unable to pay their debts in
1995—double the number of SOEs
recording losses in 1982,

Government revenue as i percentage
of GDP (excluding borrowing from
abroad) was 11 percent in 1995, accord-
ing to official PRC sources, and has de-
clined on average by about 5.5 percent
per year since 1978, Thus, over the long
term, government resources will not be
sufficient to pay depositors and bond-
holders if SOEs are not willing or able to
service their debts, nor will the govern-
ment be able o transfer the problem of
financing SOEs back to the budget. The
government is likely to grant little debt
relief in the future, but instead could
pressure SOCBs to refinance a larger
share of interest payments on old SOE
debt. This, in turn, would reduce the lig-
uidity of SOCB portfolios and mean that
SOCB portfolios of loans with no matu-
rity dates would grow more burden-
some, The Ministry of Finance has al-
lowed the SOCB to write off only 1
percent of their non-performing loans
per year.

Of China's 102,200 industrial SOEs,
only 8,000 (8 percent) are fundamentally
viable enterprises, according to the
World Bank. Of the 94,200 remaining
candidates for bankruptcy or corporate
takeovers, only 474 have been identified
by the central government for bank-
ruptey since November 1994; of these,
92 have gone bankrupt and 161 have
initiated bankruptcy proceedings. An ad-
ditional 2,000 SOEs have applied for

bankruptcy since 1995, of which half

have already been declared bankrupt,
leaving an estimated $7.5 billion in un-
collectible SOCB debt.

While bankruptey is one solution for
many SOEs, a PBOC survey in early 1996
found that SOCBs' rights and the debts
owed to them were not being protected
properly in SOE bankruptcy proceedings.
SOCBs are treated as residual claimants
rather than creditors and are thus unable
to collect on guarantees or mortgages
given to the SOEs. Widespread bank-

ruptey, or debt cancellations, would fur-
ther erode SOCBs™ financial condition, as
the banks lack adequate reserves to com-
pensate for such losses. In such a sce-
nario, SOCBs would require massive re-
the
government currently cannot afford to

capitalization, which central
undertake.

Other results of heavy State involve-
ment in the allocation of domestic capital
in China are capital flight and “creative”
investing. Some Chinese investors have
sought ways to protect and maximize
their returns by investing their capital
abroad or re-investing it in China as for-
cign capital. The International Monetary
Fund estimates that errors and omissions
in China’s national accounts reached $26
billion in 1995—about 4 percent of
China's 1995 GDP (the State Administra-
tion of Foreign Exchange later revised
the figure to $17.8 billion). The amount
attributed to “errors and omissions” is
commonly understood to represent
“round-trip capital,” or capital that leaves
China simply to be re-invested in the
country as foreign money, thereby ob-
taining foreign investment tax breaks. An
estimated 25-30 percent of foreign direct
investment in China is round-trip capital.
Such activity serves as powerful evidence
that China’s financial system and incen-
tive infrastructure are unable to allocate
all of the country’s available investment
funds, resulting in economic losses. Over
time, as competition for capital intensi-
fies and liquidity of domestic assets in-
creases, China's financial institutions will
need to mediate investment more effi-
ciently if the country is to maximize eco-
nomic growth and development.

MOVING
OUT OF THE RED

Inefficient investment on the part of the
SOCBs, arising largely from State-directed
loans, has been a significant drag on the
PRC economy. Since 1982, SOCBs' non-
performing debts and inefficient SOEs (as
measured by the annual cumulative value
of non-performing debts and surplus SOE
output and investment) have reduced
China's GDP, on average, by 3 percent
per year. The World Bank reports that in
some years stagnant SOE inventories have
exceeded 10 percent of GDP.

The most serious threat to the safety of
China's financial system, though, is the

The China Business Review / january-February 1997

possibility that a large number of SOEs
would become unable to pay any interest
on their bank debts, precipitating a grave
liquidity crisis. Even if China's SOCBs dis-
continue extending loans to SOEs, re-
cover half of their current non-perform-
ing loans, and write off all of their policy
loans and deposit/loan interest subsidy
losses, China’s total financial losses
would amount to more than 20 percent
of GDP and over four times the country’s
current bank capital.

Recognizing that diversification within
the financial sector can help dissipate the
risk of a financial crisis, China's govern-
ment has implemented impressive finan-
cial reforms since the 1980s that have led
to the development of new financial insti-
tutions and restructuring of old ones.
However, State ownership of the major
commercial banks continues to constrain
the development of commercial lending
and distorts the structure of incentives for
lenders and borrowers. It seems in-
evitable that, in the long run, SOCBs will
decrease in size, as regional banks and
TICs acquire SOCB branches, The likeli-
hood of a financial crisis in China re-
mains low at present, and the recent
structural reforms and establishment of
new banks should help contribute to an
efficient and financially sound system in
the long term.

Nonetheless, the government must
take further action to ensure the sol-
vency and diversity of the banking sys-
tem over the next five years. The current
challenge facing the government is to
grant more autonomy to the SOCBs,
which are struggling to compete with
private banks for depositors and borrow-
ers. The new domestic and foreign pri-
vate banks that have been permitted to
operate in China will be an increasingly
important source of innovation as well as
financing for the rapidly expanding small
business sector. Though Beijing appears
committed to financial sector reform and
is encouraging SOCBs to develop new
governance structures, it is unlikely that
the government will refrain entirely from
interfering in the management of these
banks. The intervening reforms imple-
mented to date and the growth of the
private banking sector are promising
signs that a system of regulated capital is
emerging from the decades-old regime

of directed capital. %



The lechnology

Transter Tango

It's one step
Jorward but two
steps back with
the latest PRC
lechnology
regulation

Douglas C. Markel and Randy
Peerenboom are attorneys with the
Beijing office of the international law

firm Freshhields

Douglas C. Markel and Randy Peerenboom

he Ministry of Foreign Trade and Economic Cooperation (MOFTEC), without much fanfare,
issued a new regulation in March 1996 that appeared to signal a sea change in PRC technol-
ogy import policy. At first glance, the Provisional Measures for the Administration of Tech-
nology Introduction and Equipment Import Trade Work (the Measures) appeared to do
away with the often burdensome requirement that MOFTEC approve each technology import con-
tract. Thus far, however, the Measures have proven to be an empty promise, as approvals by
MOFTEC or its local counterparts (COFTECs) continue to be required. And, despite the new regula-
tion's apparent purpose—Ito encourage technology imports by relaxing government controls and ex-
pediting the approval process—gaining approval has become, in many respects, more arduous and
time-consuming. In fact, MOFTEC and local COFTECs have taken a markedly harder line than in pre-
vious years on a number of issues critical to companies considering technology transfers to China.

FROM APPROVAL TO REGISTRATION...

The need to win MOFTEC or COFTEC approval for virtually any type of technology arrangement,
whether in the form of a licensing agreement or contribution to a foreign-invested enterprise (FIE),
has dominated the technology transfer process in China since the early 1980s. Foreign purveyors of
technology to China find that successful negotiation with the Chinese company that will license the
technology (or the Chinese partner to the joint venture to which the technology will be contributed
or licensed) is only the first step. It is at the offices of MOFTEC or the local COFTEC where the final
deals often must be struck.

The approval requirement is unequivocally spelled out in the 1985 Regulations on Administration
of Technology Import Contracts of the People’s Republic of China (the 1985 Regulations) and their
implementing rules (together, the Technology Regulations), both of which remain in effect. The Tech-
nology Regulations apply to almost all contracts involving the import of technology in any form. They
also grant approval officials broad powers to scrutinize—and reject—basically every meaningful as-
pect of those contracts, from the royalty rate to performance specifications to the term of the contract,

The Technology Regulations require that technology import contracts be approved by MOFTEC or
COFTECs within 60 days of submission. With respect to transfers of technology to FIEs, if the total
investment of the project is more than $30 million, the technology import contract will generally re-
quire MOFTEC approval. If under $30 million, in most instances the contract may be approved lo-
cally or at the provincial level. One-time technology transfers of over $5 million to wholly Chinese
companies require MOFTEC approval.

The recently promulgated Measures, to the surprise of many long-time observers, seemed to mark
the end of the technology transfer approval process. Rather than require formal approval, the Mea-
sures call for an “effective upon registration” system for most technology and equipment import con-
tracts. To register a technology contract, the parties would need only provide MOFTEC or its autho-
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rized counterparts with a copy of the re-
cipient’s foreign trade operation rights
documents, an application form, and,
presumably, the technology contract,
which was conspicuously left off the list

China’s approval officials,
particularly at the

national level, have
become less accommodating

to foreign investors.

of required documents. Whereas previ-
ously only certain Chinese import-export
companies (and FIEs) were authorized to
import technology, the Measures permit
any Chinese party with foreign trade op-
eration rights to do so—expanding signif-
icantly the number of possible importers.
A Registration Form for the Undertaking
of or Agency for a Technology and
Equipment Import Project is also required
for transfers or licenses to PRC entities
that are not FIEs. In place of the tradi-
tional approval certificate, accepted tech-
nology contracts would receive a new
Technology and Equipment Import Con-
tract Registration Validity Certificate.

...AND BACK TO APPROVAL
The drafters of the Measures apparently
did not have the courage of—or a con-
sensus for—their convictions, A careful
reading of the Measures reveals that de-
spite the new provisions, the 1985 Tech-
nology Regulations” approval requirement
remains very much in effect. Specifically
excluded from the registration process
called for in the new Measures are contri-
butions of technology and related equip-
ment to FIEs, which continue to be sub-
ject to the MOFTEC approval process.
More important, the Measures call for an
effective-upon-registration system “except
where otherwise specifically provided by
current laws and regulations of the State.”
Given that the Technology Regulations
specifically require approval, this excep-
tion would appear to override the rule.
Further, the Measures do not explicitly
repeal the Technology Regulations, and it

is questionable whether they could. The
State Council issued the 1985 Regulations,
while the implementing rules were ap-
proved by the State Council and issued
by MOFTEC. But MOFTEC, which for-
mally issued the new Measures on its
own, does not have the authority to re-
peal, or issue regulations inconsistent
with, State Council legislation.

Jurisdictional quibbles aside, serious
questions arise as to whether the new
system, in practice, would liberalize the
technology transfer process substantially.
In contrast to the Technology Regula-
tions' broad mandate to “approve”
(pizhun) the legal and commercial terms
of a technology contract, the Measures al-
low MOFTEC and its local counterparts to
simply “verify and confirm” (hezbhun bing
queren) a contract’s compliance with PRC
law—arguably a less-intrusive inquiry.
Yet such a scale-back in power would be
largely self-policing by MOFTEC and
COFTEC officials, and if experience in
other areas is any guide, China’s approval
authorities likely would have trouble con-
fining their inquiry to mere verification.

It may be some time before foreign
technology holders learn whether the
Measures will have any significance for
their China business. As of the end of
November 1996, the registration system
had yet to be implemented, at least at the
national level. MOFTEC officials have ac-
knowledged that while certain reformers
who welcome foreign direct investment
(FDI) would like to simplify the technol-
ogy import process, others want to
tighten control over FDI and the influx of
technology by retaining the approval
process. Such disagreement may explain
the inconsistencies between the general
purpose of the Measures and some of its
specific provisions. It may also explain
why officials have been reluctant to re-
veal how and when the new system will
be implemented.

PHANTOM AMENDMENTS

The true thinking of many influential
policymakers may not be reflected in the
Measures, but rather in a set of proposed
amendments to the Technology Regula-
tions. Drafted jointly by the State Council
and MOFTEC and intended to replace the
Technology Regulations in their entirety,
the Amended Technology Regulations of
the People’s Republic of China (the Pro-
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posed Amendments) apparently were
scrapped at the last minute. Though never
formally promulgated or released to the
public, the amendments nevertheless con-
tinue to guide at least some officials in
their review of technology contracts. In
fact, some officials have become so ac-
customed to using the Proposed Amend-
ments as a guide that they seem to forget
sometimes that they are not law. In a re-
cent negotiating session, one official
caught a technology licensor off guard—
and stunned his legal counsel—by insist-
ing that the amendments were the law of
the land. Two weeks later that same offi-
cial, somewhat sheepishly, telephoned
the lawyer with the news that he had
been mistaken, and that the Proposed
Amendments had never been approved.
The official did not, however, offer to re-
tract his criticisms of the technology con-
tract based on the amendments.

Some of the Proposed Amendments re-
flect the generally harder line China's ap-
proval officials have taken on foreign
technology imports over the past two
years. For example, the amendments pro-
hibit tax “gross-up” clauses, under which
the technology licensee agrees to ensure
that the licensor will receive a certain
payment after paying withholding taxes
in China. Though commonly used in li-
censing arrangements around the world
to assure licensors a predictable return,
MOFTEC and the Ministry of Finance
have long resisted this practice on the
grounds that it “shifts” the obligation to
pay taxes from licensor to licensee. Be-
cause withholding taxes usually reduce
technology revenues derived from a
China project by at least 10 percent, even
the best-negotiated technology agreement
can be undermined dramatically by the
rejection of a gross-up clause at the ap-
proval phase.

Also to the dismay of foreign licensors,
the Proposed Amendments seek to elimi-
nate certain restrictions technology licen-
sors often impose on licensees as a matter
of course. One such restriction limits the
right of licensees to export products pro-
duced with the licensed technology. This
is particularly important to many multina-
tionals, who license technology to sub-
sidiary joint ventures in China solely to
develop a position in the Chinese market.

The Technology Regulations permit re-
strictions on such exports, but only upon



“special approval” from MOFTEC or its
local counterparts. Yet, in practice, “spe-
cial approval™ is no different from any
other type of approval, a fact that still
does not deter many Chinese negotiators
from doggedly trying to convince their
foreign counterparts that such approvals
are required. Gaining government ap-
proval for these types of restrictive
clauses traditionally has proved easier at
the provincial or municipal level, as local
officials have been willing to tolerate re-
strictions in return for much-needed up-
grades of the local technology and skills
base.

In an apparent attempt to rein in these
local-level officials, viewed by their cen-
tral-level counterparts as overly eager to
grant concessions, the Proposed Amend-
ments eliminate the possibility of “special
approval™—or any other type of ap-
proval, for that matter—for certain restric-
tive clauses. Under the Proposed Amend-
ments, for example, a licensor may limit
the export sales of a licensee only if the
licensor can demonstrate that he has ex-
clusive export arrangements already in
place with other companies in specific
other countries.

To be fair, the Proposed Amendments
contain provisions that, if enacted,
would be welcome news to licensors.
For instance, the amendments drop the
problematic requirement that techrology
licenses, “in general,” not exceed 10
years. Chinese negotiators traditionally
have used this requirement as a basis on
which to resist royalty arrangements that
run beyond 10 years. Though MOFTEC
and COFTECs frequently have agreed to
licenses running longer than 10 years,
especially where the technology sup-
plied is part of a longer-term joint-ven-
ture investment by the supplier, obtain-
ing such approval nevertheless has been
a challenge. The Proposed Amendments
would have strengthened the licensor's
hand.

The Proposed Amendments, if en-
acted, would also drop the prohibition,
absent special approval, against extend-
ing confidentiality provisions past the ef-
fective term of the technology contract.
The dropping of this provision mirrors
changes in the Chinese business envi-
ronment as a whole: with increasing
awareness of intellectual property rights
in the PRC in recent years, it has be-

come easier to negotiate and obtain ap-
proval for extended confidentiality
clauses. But despite the increasing ease
of approval, enforcement of confiden-
tiality clauses, even during the effective
period of the contract, remains problem-
atic.

Chinese negotiators have insisted for
years that use rights must extend indefi-
nitely past the expiration of the technol-
ogy contract, and have often relied on
the more general notion of a technology
“transfer,” as opposed to a license, to
make this argument. Significantly, in con-
trast to current law, the Proposed
Amendments make no reference to the
concept of technology assignments or
“transfers” (zhuanrang), referring instead
only to licenses and supply contracts.
The absence of the term “transfer” in the
amendments would take away the basis
of the negotiators’ argument. Yet the
prospects here should not be overstated,
in practice, many approval officials and
Chinese companies accept the characteri-
zation of the transfer as a license but still
insist that use rights continue indefinitely
even after the expiration of a license.
Lately, some suppliers have negotiated
successfully the termination of the use
rights and return of the technology and
documentation upon expiration, while
others have simply refused to transfer the
most advanced technology, providing in-
stead technology that would be obsolete

PRC authorities, in many
cases, have shown increasing
Sflexibility in respecting

royally arrangements.

or of little proprietary value at the expira-
tion of the contract.

GETTING THE CHOP

Aside from statutory changes, what re-
mains most relevant to potential licensors
are the concessions required to get the
green light from China's government ap-
proval apparatus. Showered with billions
of dollars in foreign investment over the
past few years and overrun with multina-
tional corporations anxious to enter the
PRC market, China’s approval officials,
particularly at the national level, have be-
come generally less accommodating to
foreign investors. This increasing inflexi-
bility has permeated the technology
sphere as well.

Twao areas where the approval authori-
ties have tightened the screws are perfor-
mance guarantees and product liability
warranties. Such pledges are anathema to
most foreign suppliers, particularly given
the many factors in China beyond the
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Upgrading countless
obsolete, insolvent
State-ouned factories
remains a top

policy priority.

control of the supplier that can affect the
performance of the technology or the
quality of the final product. As a result,
suppliers have tended to strenuously re-
sist_pressure from the Chinese party or
the approval authorities to include spe-
cific performance targets or broad indem-
nity and warranty clauses. If approval au-
thorities insisted on performance
guarantees or product liability warrantics,
suppliers usually were able to negotiate a
series of conditions to dilute the obliga-
tions, by specifying that the Chinese
party meet all of its obligations under the
technology contract or related contracts,
all raw materials meet specified stan-
dards, personnel be properly trained, and
the equipment be well maintained.
sometimes suppliers would guarantee
simply that the technology provided was
“world class” or the same as that used in
the foreign parent company's production
facilities elsewhere in the world. In addi-
tion to such conditions, many suppliers
could also obtain approval for monetary
caps on liability and releases from all
obligations to third parties. MOFTEC and
its local counterparts often were particu-
larly accommodating in cases where a
foreign licensor held a significant stake in
the PRC joint-venture licensee.

Of late, though, MOFTEC has become
noticeably more rigid where perfor-
mance guarantees are concerned, The
Technology Regulations require the sup-
plier to guarantee that the technology
and information is “complete, correct,
valid and capable of accomplishing the
technical targets set forth in the contract.”
MOFTEC increasingly expects contracts
to contain some language to this effect,
and now often rejects the traditional ap-
proaches to watering down the perfor-
mance guarantees. For projects of more
than $30 million in total investment that
must obtain the approval “chop™ at the

central level, approval without a perfor-
mance guarantee in some form has been
very hard to obtain.

Another troubling development for
technology licensors has been MOFTEC's
increasing insistence that licensors provide
broad indemnities against infringement
claims by third parties. These days,
MOFTEC generally expects licensors not
only 10 defend licensees against claims of
infringement from third parties but also to
indemnify them against all possible result-
ing losses should such claims be upheld.
In many jurisdictions, this would not be a
particularly onerous requirement for a li-
censor. In China, however, the uncertainty
of the legal environment raises the stakes
because of the possibility that unsubstanti-
ated infringement claims might be upheld
by a PRC court, though admitedly there
have been no such instances to date,

Indemnities running in the other direc-
tion, from licensee to licensor, are also
under siege. Licensors often require li-
censees 1o indemnify them against third-
party claims for damage or losses caused
by products manufactured in China using
the licensed technology. The rationale for
such clauses, which are common in tech-
nology licenses worldwide, is that there
are too many factors in the production
process beyond the licensor's control for
the licensor to assume the risk of open-
ended liability to third parties. Without
some form of indemnity the foreign licen-
sor, as the “deep pocket,” is vulnerable to
potentially large liability suits. To Chinese
negotiators and many approval officials,
however, the notion of purposefully allo-
cating risk between licensor and licensee
has been a difficult sell.

An added challenge is that China’s
managers and approval officials rarely
consider the unique commercial and
technical circumstances of cach individ-
ual technology license arrangement when
demanding licensor guarantees and in-
demnities. Chinese negotiators and ap-
proval officials tend not to ask them-
selves—much less answer—such key
questions as: What is the potential eco-
nomic benefit to the licensor? Is the li-
censee getting a good deal, especially if
the substantial research and development
costs the licensor incurred in developing
the technology are taken into account? Is
the technology state of the art, and how
difficult is it to apply to production? In-
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stead, these officials take a “one size fits
all” approach, often asking licensors to
assume risks relating 1o the technology li-
cense that far outweigh the potential eco-
nomic benefits from the license of their
technology in China. In one recent case,
after months of negotiations with
MOFTEC, one exasperated licensor of-
fered to provide the technology to its mi-
nority-stake licensee free of charge in ex-
change for an agreement to drop
demands  for
MOFTEC rejected the offer.

onerous gll'.ll'ill'llk’(.’.\"

SOME THINGS
STAY THE SAME

On many other issues, Chinese nego-
tiators and approval officials have always
been tough and continue to be so. The
right to make improvements to technol-
ogy during the license term is a particu-
larly thorny matter, as the Chinese team
(consisting of the Chinese company that
aims to be the licensee or to invest in the
licensee, and COFTEC/MOFTEC officials)
frequently expects an open-ended com-
mitment from the foreign licensor to pro-
vide improvements—even new genera-
tions of technology—at no extra cost.
similarly, Chinese officials continue to
scrutinize closely tie-in clauses under
which the supplier of technology requires
the licensee to purchase inputs or raw
materials from the licensor. And although
Chinese law clearly provides that technol-
ogy contracts may apply a foreign gov-
erning law, negotiating for such an appli-
cation can be painful. Whereas in the
West the law of the licensor’'s home juris-
diction customarily governs, gaining ap-
proval in China to opt for a neutral third
country law to apply in the case of dis-
pute resolution can be considered quite
an accomplishment.

There are other areas, to be sure,
where negotiating approval for technol-
ogy import contracts has become easier.
PRC authorities, in many cases, have
shown increasing flexibility in respecting
the royalty arrangements, usually ranging
from 2-5 percent and calculated on net
sales. Approval also is sometimes granted
for hybrid payments, combining royalty
payments with one-time license fees or
equity credit. Most major licensors are no
longer expected to demonstrate that they
own the technology: usually a statement
in the contract that they have the right to



license the technology will suffice. And
the approval authorities these days tend
not to ask many questions about whether
the technology is “advanced and appro-
priate,” leaving the contracting parties
and the industrial ministries to work out

such issues among themselves.

A CHANGED CLIMATE

The apparent schizophrenia in the
evolution of law and practice in the PRC
technology sector over the past few
yedars, in many respects, mirrors contra-
dictions in the environment for foreign
investment as a whole. PRC government
bodies frequently issue vague public pro-
nouncements that China is opening its
market, liberalizing its trade rules, and
creating a “level playing field” for compe-
tition between FIEs and domestic Chinese
enterprises. Yet many foreign investors
believe the investment environment has
deteriorated recently. In the past year, for
example, the government has revoked
the exemption on capital equipment im-
ported for contribution to FIEs (see The
CBR, July-August 1996, p.32), refused to

grant promised value-added tax rebates
to exporters (see The CBR, September-Oc-
tober 1996, p.43), thrown up new admin-
istrative obstacles to raising financing
from abroad, and, in many large projects,
insisted on disproportionate rights for mi-
nority PRC sharcholders.

China’s burcaucrats and managers,
though, are for the most part of one
mind when it comes to the importance of
technology to the country's moderniza-
tion drive. Upgrading countless obsolete,
insolvent State-owned factories remains a
top policy priority, and reaching this goal
would be impossible without new tech-
nology. When PRC exports dropped pre-
cipitously early in 1996, many official ob-
servers  quickly called for more
sophisticated and higher-quality exports.
And rarely, these days, is a large joint
venture negotiated without the Chinese
partner soliciting the foreign counterpart’s
help in developing a rescarch and devel-
opment center.

Just what will be required from China's
lawmakers and approval officials to attract
the technology needed to meet these am-

bitious goals in the coming decades?
Some PRC policymakers believe that
bringing China’s technology transfer poli-
cies more closely into line with interna-
tional practice is the answer, by making
the approval process less intrusive and
letting the parties 1o the transaction strike
the bargain. Other voices, louder of late,
call for closer government scrutiny ol
technology transfer arrangements, and are
pushing foreign owners of technology to
provide their technologies on terms that
most Western companies would not con-
sider accepting anywhere else.

Yet it takes two to tango. Whether the
recent difficulties  encountered by
prospective technology transferors repre-
sent a long-term trend or temporary set-
back may not be for China's policymakers
alone to decide. Despite the lure of the
China market, foreign technology owners
may seek to raise technology fees—or
start to take their high technology projects
elsewhere. Ultimately, it is the transferors
themselves who may determine whether

the terms on offer are acceptable enough
e
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China
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Winning
Structures

Mike W. Peng

uch has been written about how initial investment choices in China should be made,

such as how 1o set up a joint venture to gain a foothold in the PRC market (see The CBR,

May-June 1995, p.10). But the issue of how large multinational corporations (MNCs) in-

tegrate their China operations, once they have multiple joint ventures in place, is a rela-
tively new field, and the structural arrangements used by MNCs in China have yet to be analyzed
comprehensively.

MNC headquarters traditionally have treated their China operations as “special cases” requiring a
great deal of adaptation to the local environment, primarily through the development of individual
joint ventures. However, as China continues its transition to a market-based economy and foreign
firms deepen their involvement there, many MNCs are beginning to adopt a more coordinated, bal-
anced approach, synchronizing their China operations with the company’s overall global strategy
and secking ways to improve the performance of lagging joint ventures.

SHAKE-UP AT THE TOP

In the past, MNCs typically set up shop in one region in China, establishing an initial joint venture
involving one product division. When only one or two of an MNC's product divisions operate joint
ventures in China, the company generally does not find it difficult 1o achieve a unified China strat-
egy. However, when multiple units of an MNC seek to form their own joint ventures in China, in
many cases, the lack of coordination between the various individual product divisions can result in
costly mistakes, For example, while some product divisions may be very experienced in their deal-
ings with Chinese counterparts, other product divisions may lack such experience or fail to utilize
the China expertise acquired by other units.

As an MNC increases its China presence beyond the first few joint ventures, presenting a corpo-
rate China strategy to Chinese authorities may be preferable to allowing cach product division to ini-
tiate its own joint venture. Many MNCs have found that Chinese officials dislike having to deal with
multiple delegations from different divisions of the same foreign company; project approvals may be
more likely if PRC investment authorities understand the overall scale and scope of the MNC's com-
mitment. A united and coordinated effort not only helps Chinese officials appreciate an MNC's cor-
porate-wide commitment, but also prevents Chinese negotiators from pinpointing differences in the
investment proposals presented by different product divisions and then playing one MNC division
against another. For example, one joint-venture proposal might commit to a certain percentage of
exports, prompting Chinese officials to push for the same export commitment to be included in the
joint-venture deal offered by another of the MNC's divisions.

In an effort 1o solve some of these problems, an increasing number of MNCs are establishing cor-
porate-level China centers to coordinate their China operations. In PRC legal terms, such corporate-
level centers in China sometimes take the form of “investment” or “umbrella” companies, so named
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because the centers can provide organi-
zational and financial management of
the MNC's China operations (see The
CBR, July-August 1995, p.34). Chinese
law permits investment companies to en-
gage in numerous investment-related ac-
tivities, including loan procurement; for-
ecign exchange balancing among
subsidiaries, subject to the approval of
foreign exchange authorities; financial
support services o subsidiaries, with the
approval of the People’s Bank of China;
and procurement and after-sales support.

This move may come with a high price
tag, but the cost of establishing a corpo-
rate-level China center can be justified if
the company is large and expects to do
significant business in China. No matter
where the corporate-level China center is
located—in China, Hong Kong, or at cor-
porate headquarters—it should clearly ar-

ticulate to each division the corporate vi-
sion for China and integrate the MNC's
entire China operations within the com-
pany’s overall structure and operations.
Though each product division formulates
its China plan, the China center should
fine tune these plans and identify cross-
divisional synergies and strategies. To en-
sure that all China operations are within
the parameters of the MNC's global strat-
egy, the China center should define cor-
porate-wide policies and establish princi-
ples for developing joint ventures in
China, including risk exposure limits, in-
vestment return thresholds, and accept-
able joint-venture structures.

An MNC's China center typically re-
views all investment proposals from the
product divisions and supports those that
are in line with the company’s overall
strategy. The China center also attempts
to balance global strategic considerations
with corporate country priorities. In some
cases, the China center may recommend
that a particular product division pursue
certain projects that may not be to the di-
vision's optimal benefit, but may boost
the prospects of other China operations,
thus improving the MNC's overall market
position in China.

In addition to its involvement in the
strategic decisionmaking process, the
China center also can provide vital sup-
port functions. Instead of personnel from
each product division negotiating with
their Chinese counterparts, for example,
China centers can pool talented negotia-

tors and employ them in different joint-
venture negotiations, with the hope that
the lessons learned in previous negotia-
tions can be applied to make the current
negotiations both short and effective. An-
other important role that the China center
plays is to coordinate relationships with
various Chinese authorities to deliver a
consistent message at every government
level. Many China centers, for example,
help arrange high-level meetings be-
tween CEOs and State Council and
provincial leaders.

DESIGNING
STRUCTURES

NEW

Although many such China centers
now are up and running, there is little
consensus on where these centers should
be positioned within the corporate hierar-
chy. Two basic approaches have
emerged, however: one that retains the
existing global product structure and one
that reorganizes this structure. The matrix
structure uses the existing global product
structure, simply adding a China center
headed by a senior country executive (see
Figure 1). The center works with the vari-
ous product divisions to coordinate the
MNC's China operations, and requires that
each product division collaborate with the
China center. Such an arrangement usu-
ally necessitates strong support from the
corporate CEO and chairman. Indeed, the
most successful China centers organized
along this line are characterized by close
working relationships between the prod-
uct divisions and the China center, and
mutual understanding of the MNC's global
strategy and its China-specific goals. But
China centers organized in this fashion

There is little consensus
on where China centers
should be positioned within the

corporale hierarchy.

can be plagued by lengthy decisionmak-
ing and inter-unit conflicts.

Other MNCs are experimenting with
ways to reorganize the existing global
product structure, so that the China center
is headed by a senior executive with
country profit-and-loss responsibility (see
Figure 2). Financial responsibilities for all
China operations are transferred from the
product divisions to the new corporate-
level China center. Both Northern Tele-
com and AT&T, for example, appear (o
have restructured their operations by
adding this type of China center. Such an
arrangement affords the advantages of
clearer lines of responsibility and faster
decisionmaking. However, implementing
this structure can be difficult, as product
divisions may object to the loss of bud-
getary control over their China operations.
Successful implementation of this struc-
ture recuires not only strong support from
top management, but also a strong com-
mitment to a country/regional orientation,
rather than a product-driven orientation.

MID-LEVEL MOVES

Because of China’s vast size and the
limited distribution capability of most lo-
cal partners, multiple joint ventures in a
single product line are often necessary to

FIGURE 1

CORPORATE-LEVEL CHINA CENTER: THE ‘““MATRIX"’ STRUCTURE
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Some MNC executives
believe that the
China center is

da transitional structure.

reach the national market. However, mul-
tiple joint ventures make tremendous de-

mands on the managerial resources of

the corporate-level China center. For ex-
ample, many executives of MNC China
centers have found that, though they
spend time attending different joint-ven-
ture board meetings, they still lack de-
tailed information on each specific joint
venture. Consequently, many MNCs cre-
ate strategic business units (SBUs), which
group different joint ventures according
to either product line or geographical lo-
cation. The SBU executives—who tend to
be based in major business centers such
as Hong Kong and Shanghai—sit on the
board of directors of each joint venture in
their group.

MNCs with China centers and large
China operations—such as Motorola Inc.
and Siemens AG—tend to have SBUs,
though some smaller companies that have
several joint ventures up and running in
China also may benefit from adopting the
SBU structure. For multi-product and
multi-business companies, SBUs are im-
portant because the battle for market
share is fought primarily at the SBU level.
SBU executives are responsible for imple-
menting overall corporate strategics and
for making sure that the product line
meets its profit and production targets.
SBU heads thus are likely to have the best
understanding of the managerial and fi-
nancial strength of entire product lines.
For example, the product-based SBUs of
such electronics companies as Sony Corp.
and Matsushita Electric Industrial Co.,
Ltd.—rather than corporate headquarters
or individual joint ventures—are responsi-
ble for executing the tactics that corporate
headquarters hopes will lead to dominant
positions in the Chinese video cassette
recorder, color television, and compact
disc player markets.

A small number of companies choose
to implement the SBU structure on a re-

gional, rather than product, basis. For ex-
ample, companies working in single-
product businesses such as hotel man-
agement and fast-food services tend to
structure their SBUs regionally to facilitate
localized promotional efforts.

Most China-focused SBUs, though,
consist of multiple joint ventures in one
product line from different locations. For
example, one large health care products
company has formed six product-based
SBUs to manage its more than 30 joint
ventures in China. Each SBU thus focuses
managerial attention on a handful of joint
ventures to improve the quality of deci-
sionmaking. This type of structure also al-
lows the transfer of experience gained
from manufacturing and employee train-
ing, and enables the strong relationships
developed with suppliers at one joint
venture to be shared with other joint ven-
tures working in the same product mar-
ket in other locations. And, because the
SBU structure enables China-based exec-
utives to focus their energies on a smaller
number of joint ventures, the structure
helps to solve the information overload
problem that China-based executives typ-
ically encounter.

FIGURE 2

CORPORATE-LEVEL CHINA CENTER: THE COUNTRY ORGANIZATION®
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* In this particular example, the multinational corporation adopts a product-based strategic business unit (SBU) structure. If the
SBU structure is not used, then the corporate-level China center manages individual joint ventures in China directly.
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Some China-focused SBUs even take
over marketing, distribution, and ac-
counting responsibilities to allow each
joint venture o concentrate on manufac-
turing. In general, SBUs tend to be more
deeply involved with operations, while
China centers function more in a strategic
capacity. Centralization of China opera-
tions at the SBU level also helps an MNC
to retain control of certain areas of the
production process and ensure that each
venture's activities are consistent with the
company's other SBUs in China and with
operations in other parts of the world.
This ability becomes increasingly impor-
tant as the MNC's China operations ex-
pand and incorporate dozens of joint
ventures and multiple SBUS.

RESTRUCTURING
FROM THE GROUND UP

While establishing a corporate-level
China center to coordinate an MNC's ef-
forts is an important step, the success or
failure of an MNC's China operations also
depends heavily on each individual joint
venture's performance. Many MNCs have
realized that weak joint ventures—those
that fail to reach profitability targets or
market-share goals because of manager-
ial, organizational, and marketing prob-
lems—provide a poor foundation for the
MNC’s future growth in China. In some
cases, the MNC may consider restructur-
ing such joint ventures into wholly for-
eign-owned enterprises (WFOEs). But
adopting the WFOE structure is not the
only option for boosting weak joint ven-
tures. Seeking greater equity control, de-
ploying more expatriates in key manage-
ment positions, or transferring corporate
culture and values to the operation are
other ways to strengthen a lagging joint
venture.

Only in aerospace, retail, oil explo-
ration, and in some telecommunications
sectors does the PRC continue to forbid
MNCs from taking a majority equity share
in a joint venture. Recently, Chinese au-
thorities also have begun to limit foreign
equity stakes in key projects in “pillar in-
dustries” such as autos and electronics.
However, Chinese officials have been re-
ceptive to changes in foreign equity con-
trol in these industries if the MNC
demonstrates a sincere commitment to
improving the performance of a weak
joint venture.

MNCs rely heavily on expatriates to
manage their China offices. though some
foreign companies also are hiring from
the growing pool of overseas-trained
Chinese MBA graduates (see The CBR,
May-June 1996, p.26). Despite more than
a decade of economic reforms, skilled lo-
cal managers are still hard to find in
China. Though deploying expatriates or
overseas-trained PRC MBAs in key posi-
tions such as general manager and
comptroller may meet resistance on the
part of the PRC partner, such a move can
help strengthen an MNC's control over a
lagging joint venture.

An assignment that usually requires
one manager in a developed economy
may demand two or three expatriate
managers who can readily adapt to the
Chinese environment and develop local
managerial expertise. Given the relatively
high percentage of expatriate managers
who break their contracts and leave
China prematurely, MNCs often have to
“overinvest” in experienced expatriate
staff to ensure the successful reorganiza-
tion of a weak joint venture. To attract
well-qualified expatriates, some MNCs
provide special career development in-
centives such as premium salaries and
benefits packages, frequent promotions,
and the promise of a desirable posting
upon completion of the expatriate’s
China stint.

Though the process is slow and te-
dious, an MNC working to turn around
a lagging joint venture could find that
transferring its corporate culture to the
corporation’s China-based operations
vields a significant long-term pavoff.
Like managers and employees else-
where, Chinese managers and employ-
ees tend to focus on the particular as-
pects of their own problems, with little
understanding of the parent firm’s
global strategic considerations, Expatri-
ate managers should take primary re-
sponsibility for promoting strong em-
ployee identification with  the
corporation’s mission by investing heav-
ily in employee training, while also ac-
commodating Chinese culture and val-
ues. IBM Corp., Motorola, The Procter &
Gamble Co., and Volkswagen AG, for
example, offer high-tech training, while
teaching both basic business skills and
the company’s own corporate culture to
boost worker loyalty and effectiveness.

The China Business Review / jaiuary-February 1097

Beginning as a handful of solo joint
ventures in the 1980s, the China opera-
tions of many MNCs have matured in the
mid-1990s into dozens of coordinated
joint ventures, Having singled out China
as the emerging market to receive a

large—and perhaps disproportionate
amount of resources in the future, most
MNCs may look to implement innovative
organizational solutions that not only
take advantage of their experience oper-
ating separate joint ventures, but also
keep their China operations aligned with
their global strategic goals.

The ability to create and utilize win-
ning structures for multiple China ven-
tures could determine whether a foreign
corporation’s operations will be success-
ful in China over the long term. The cre-
ation of a strong China center that enjoys
the full endorsement of both senior man-
agement and individual product divisions
enables the MNC to share lessons learned
throughout its China operations. And
sharing lessons learned in one region in
China with the MNC’s operations in other
regions serves 1o maximize the firm's
overall returns in China. The effective use
of China-focused SBUs at the intermedi-
ate level also allows expertise gained by
individual joint ventures in one particular
local market or product line to be trans-
ferred to other joint ventures, helping the
MNC to capture market share across the
country. But China centers and SBUs are
only as strong as the MNC’s joint ven-
tures. The need to turn around underper-
forming joint ventures may push the par-
ent MNC 1o look at ways to restructure
not only the lagging facility, but also the
firm’s overall China operations.

Navigating an economy in transition
demands great flexibility on the part of
foreign participants. Some MNC execu-
tives believe that the corporate-level
China center is a transitional structure
and that global product divisions within
the MNC—not SBUs—will assume greater
control over China operations in the fu-
ture. As the global business environment
becomes more competitive and the China
market grows more attractive to foreign
investors, MNCs must be able to manage
their increasingly expanded and complex
China operations effectively. As these
companies compete in China, it is safe to
predict that the quest for winning struc-

tures will continue. 5



An Evolvin

Environmental

China’s
environmental

rules mean new
burdens on
[oreign firms

Julia Epley Klee, a former partner with
the law firm Pillsbury Madison &
Sutro, recently returned to the United
States after working in China as an
environmental consultant during
1995-96. Felicity C. Thomas, a
regulatory specialist with ERM China,

has been working in China since 1994.

Framework

Julia Epley Klee and Felicity C. Thomas

hile most countries juggle the tradeoffs between industrial development and environ-

mental protection, China, with particularly rapid economic growth, faces these chal-

lenges on a monumental scale (see p.41). The Chinese leadership, well aware of the

need to improve environmental management, has made a concerted effort over the past
few years to create a comprehensive regulatory regime to minimize environmental degradation in the
PRC. In 1993, the National People’s Congress (NPC) established the Environmental and Resources
Protection Committee to advise on environmental legislation and policy. Led by former National En-
vironmental Protection Agency (NEPA) head Qu Geping, the committee has been instrumental in the
enactment of a number of new and revised laws (see box).

These developments are bringing China's environmental regime closer in line with Western envi-
ronmental control systems. The Chinese framework is now comprehensive, increasingly detailed,
and similar in concept and approach to the environmental regulatory path taken in the United States.
There is even talk among PRC regulatory officials of implementing Superfund-type measures—cur-
rently a major gap in Chinese legislation—to assign responsibility for cleaning up polluted sites. For
US and other foreign companies operating in China, the PRC's tighter environmental regime may
bring some surprises and new obligations, but could also mean more business opportunities for en-
vironment-related firms. Despite the many similarities between the US and Chinese environmental
regimes, several key differences exist. Thus, it is important for foreign firms operating in China o
have a sound understanding of China's environmental laws and, more significantly, of China's ap-

proaches to problem resolution.

THE PROCESS

Environmental management in China is implemented through legislation and administration at
various levels of government. The Standing Committee of the NPC generally is responsible for for-
mulating and enacting relevant laws and ensuring they are implemented and enforced by national,
provincial, municipal, and local government administrations, while NEPA formulates environmental
regulations. Environmental standards setting specific quantitative pollutant limits are developed by
NEPA under the supervision of the State Science and Technology Commission (SSTC). Regulations
and standards are also set at the provincial, municipal, and local levels, and they may vary from re-
lated NEPA national standards

Special ministerial standards—set by ministries in conjunction with NEPA and SSTC, and often
stricter than the limits set at the national level—apply to ministry-controlled industries. The Ministry of
Chemical Industry, for example, cooperates with NEPA in the formulation of regulations, the manage-
ment of environmental impact assessments, pollution control implementation, and the management of
hazardous waste as related 1o the chemical industry. However, there are few clear areas where NEPA
has the final say and, for the most part, cach ministry is responsible for implementing industry-spe-
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cific legislation. The result is a consider-
able degree of overlap between industry-
specific and environmental legislation and
regulations. The situation is not likely to
be clarified in the near future, and foreign
investors can continue 1o expect consider-
able ambiguities in identifying all relevant
environmental laws that regulate a partic-
ular facility or industrial process. A further
problem is the fact that PRC environmen-
tal laws tend to be quite broad, leaving
interpretation of key areas and examples
to be laid out in the implementing regula-
tions, which follow months or even years
later.

Providing the overall framework for

China’s environmental legislation is the
Environmental Protection Law, which
was passed as a trial law in 1979 and
then amended and enacted in final form
in 1989. The law introduces and allows
for the definition of the responsibilities of
environmental protection bodies, and es-
tablishes environmental quality standards
and EIA requirements. The law also lays
out the Three Synchronies policy (also
known as the “Three Simultaneous™ or
“Three Synchronicities”), which applies to
all development projects and requires
that environmental abatement systems be
designed, constructed, and operated in
tandem with the design, construction,
and operations of industrial facilities. The
law establishes a system for discharge
monitoring and fees, fines, and criminal
liability. Other laws address specific mea-
sures covering water, air, solid waste, and
noise pollution:
B Water Two national laws and several
national standards provide environmental
regulation of China’s waterways, surface
water, and groundwater. The major
statute, the 1984 Water Pollution Preven-
tion and Control Law, was amended in
1996 to clarify the responsibilities of vari-
ous governmental departments, provide
stricter noncompliance penalties, encour-
age specific “clean technologies,” and
specify that water treatments should be
centralized, or conducted at a single large
treatment plant used by industrial facili-
ties in the surrounding area. Fees charged
for water treatment are to be used for the
maintenance of the treatment facilities,

The 1996 amended law did not intro-
duce clearly defined fines for violations
or introduce total quantity, or mass load-
ing, pollutant controls. These controls

measure pollutants in terms of quantity,
not level of concentration, and are a first
step toward implementing quotas for
maximum discharge levels. The controls
are based on an assessment of environ-
mental capacity and the maximum levels
of pollution that can be absorbed into the
environment with minimal detrimental ef-
fect. Though earlier drafts included such
provisions, it appears NEPA was unable
to push the provisions through because

of opposition from the powerful Ministry
of Water Resources, which apparently
was unconvinced that mass loading pol-
lutant controls are appropriate for China.

Premier Li Peng has publicly supported
implementation of mass loading pollutant
controls for all environmental media dur-
ing the Ninth Five-Year Plan (1996-2000),
encouraging the use of this approach to
control the discharge of priority pollu-
tants. NEPA is expected to define the pol-

KEY PRC LEGISLATION,
REGULATIONS, AND DIRECTIVES
ON CHINA’S ENVIRONMENT

GENERAL

Environmental Protection Law 1979 (Ratified 1989)

WATER

PRC Water Pollution Prevention and Control Law 1996
PRC Environmental Quality Standard for Surface Water (GB 3838-88)
Combined Wastewater Effluent Standards for Type 1 and Type 2 Pollutants

(GB 8978-88)

Quality Standard for Ground Water (GB/T 14848-93)

AIR

PRC Air Pollution Prevention and Control Law of 1995

National Ambient Air Quality Standard (GB 3095-96)

Comprehensive Air Emission Standard (GB 16297-96)

Emission Standard of Air Pollutants from Industrial Furnaces (GB 9078-96)
Emission Standard of Odor Pollutants (GB 14554-93)

Administrative Regulations for Urban Smoke and Dust Control Zones 1987

WASTE

Prevention and Control of Solid Waste Pollution 1995

Regulations for Radiation Protection (GB 8703-88)

Regulation on the Control of Chromium Pollution (1992)

Control Standard on Polychlorinated Biphenyls (PCBs) for Wastes (GB 13015-91)

Regulations for Environmental Management on the First Import of Chemicals and
the Import and Export of Toxic Chemicals 1994

NOISE

Standard of Noise at the Boundary of Industrial Enterprises (GB 12348-90)
Standard of Environmental Noise in Urban Areas (GB 3096-96)

ENVIRONMENTAL IMPACT ASSESSMENTS

Management Guidelines on Environmental Protection of Construction Projects

(1986)

Regulations for Engineering Design of Environmental Protection of Construction

Projects (1987)

Management Procedures for Environmental Protection of Construction Projects

(1990)
SOURCE: ERM China
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ENVIRONMENTAL TROUBLESHOOTING

When Western companies begin to
contemplate a China investment, environ-
mental considerations should be high on
their list of concerns. Chinese environ-
mental regulations specify that all new
“developments,” whether a greenfield fa-
cility or an expansion or technical renova-
tion of an existing plant or joint venture,
require an environmental impact assess-
ment (EIA). But even before the project
nears the final stages, many Western firms
will seek a preliminary environmental au-
dit or environmental site assessment
(ESA) and establish an environmental
baseline survey to satisfy any questions
from the company’s directors or financial
backers about potential environmental
problems down the road.

In the past, Chinese manufacturers
tended to pay little attention to waste-
water and air discharges, waste disposal
and storage, plant maintenance, or gen-
eral environmental housekeeping. China's
environmental control regime has ex-
panded greatly in recent years, though,
with the issue of new guidelines for water
and air pollution, waste storage and han-
dling, and other forms of pollution con-
trol. For foreign firms, knowing full de-
tails of any past environmental problems
on a particular site is important, as Chi-
nese law currently is unclear whether the
present user of a particular site or facility
can be held accountable for cleaning up
prior contamination. China currently does
not have any Superfund-type provisions
to assign responsibility for environmental
clean-up efforts, though Chinese environ-
mental officials have reportedly consid-
ered implementing a system similar to the
US system (see p.34). This might mean, in
a worst-case scenario, that a foreign firm
entering into a joint venture in China
could find itself liable in the future for
cleaning up hazardous contaminants left
on site by previous users.

When the plans for a joint venture or
other investment in a production facility
in China are just getting under way, many
foreign companies opt to perform a non-
intrusive ESA to get a general feel for any
environmental problems on a particular
site, and satisfy the environmental due
diligence that their corporate philosophy

or foreign financial backers might require.
Such a step is not required by Chinese
law, but can be useful in laying the
groundwork for a full-blown EIA later.
The foreign investor will usually pick up
the $5,000-§25,000 tab for the ESA, and
will try to include this expense as part of
its capital contribution to the venture.

In the United States, non-intrusive
ESAs generally are performed in com-
plete accordance with ASTM E 1527,
“Standard Practice for Environmental Site
Assessments: Phase | Environmental Site
Assessment Process.” It is impossible to
perform an ESA in China in complete ac-
cordance with this standard, though, be-
cause the regulatory records and data-
base files commonly used to investigate
environmental conditions at properties in
the United States frequently are not avail-
able in China. Instead, most Western
companies rely on experienced consul-
tants to develop an appropriate scope
and standard for the assessment using the
ASTM Standard Practice as a guideline.

As the ESA is not required by Chinese
law, Chinese environmental firms may
lack the experience to complete this type
of assessment. If the ESA is a requirement
for project financing, the parties provid-
ing the financing may stipulate that the
ESA be undertaken by an international
firm with experience working in China.

The ESA process in China typically in-
volves several phases, allowing the for-
eign firm to base the later phases of the
environmental assessment on the early
findings, thereby minimizing costs. In the
first phase of an ESA, the assessor con-
ducts a visual inspection of site surface
conditions and reviews any records to
identify potential sources of contamina-
tion both on and adjacent to the site. To
ensure that important contamination indi-
cators are not overlooked, this process
will involve a field inspection of the en-
terprise facility or parcels of land; a re-
view of available literature and informa-
tion to assess geological setting, previous
land uses, nearby groundwater wells,
neighboring industries, and wetland im-
pact protection measures; and discus-
sions with plant personnel and local en-
vironmental protection officials. The
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initial assessment should also include a
review of Chinese legislation and regula-
tions, including the new Law for the Pre-
vention and Control of Solid Waste Pollu-
tion (see The CBR, March-April 1996,
p.30).

During the second phase of the ESA,
investigators typically drill and obtain soil
and groundwater samples to be analyzed
for a range of organic, inorganic, and
metal contaminants. In some cases, Phase
IT activities entail an evaluation of special
contaminants, such as asbestos and poly-
chlorinated biphenyls (PCBs), depending
on site history and use. Investigators may
also assess and inspect sewers, stormwa-
ter facilities, and relevant municipal facili-
ties for disposal of liquid and solid
wastes. The third and final phase of the
ESA process involves remedial action
planning and design of mitigation alterna-
tives to lessen existing or potential prob-
lems; preliminary design and cost esti-
mates; and final designs for wastewater
treatment, air pollution control, and
waste disposal. -

PRC EIA REQUIREMENTS

The ESA helps a foreign investor de-
cide whether a particular site is a prudent
location for its operations, but also lays
much of the groundwork for the environ-
mental impact assessment the venture
will have to prepare before it can receive
approval to operate. When the venture
submits its proposal documents for offi-
cial approval by the relevant authorities
at the local or national level, the foreign
investor will generally have to include an
“environmental protection chapter,”
which provides information on potential
sources of environmental pollution result-
ing from the venture’s operations, and
the measures to be implemented to con-
trol this pollution.

During the final feasibility study stage,
the venture will need to conduct a formal
EIA. This process is typically managed by
the local or provincial EPB, in conjunction
with the local planning commission
and/or local land management depart-
ment. The EIA requirements are laid out
in the Management Guidelines on Envi-
ronmental Protection of Development



Projects (1986), Regulations for Engineer-
ing Design of Environmental Protection of
Construction Projects (1987), and Manage-
ment Procedures for Environmental Pro-
tection of Construction Projects (1990). In
some cases, this process may mean sim-
ply filling in a standard EIA form detailing
the nature, size, and cost of the project;
any anticipated pollution discharges and
pollution treatment levels, and pollution
facilities to be used; and the environmen-
tal status of the surrounding areas.

Foreign developers whose investments
are considered major projects, however,
must prepare a full EIA statement. The
EIA requirements will depend on the
amount of foreign investment, as well as
on whether the particular industry is con-
sidered a polluting sector. Using standard-
ized procedures, the project developer
first prepares EIA guidelines describing
the scope and content of the EIA state-
ment to be prepared. These guidelines
are then reviewed and approved by the
local environmental protection bureau
(EPB). To conduct the investigation and
complete the EIA statement, the devel-
oper then tums to experts in a PRC firm
approved to carry out EIA investigations.
In many cases, the EIA is done by a re-
search or consulting arm of a Chinese
agency involved in the project, or per-
haps by the design institute involved in
the preparation of the final feasibility
study. While a few foreign environmental
engineering firms have joined with Chi-
nese institutes to do ElAs in China, an EIA
prepared solely by a foreign firm may not
be acceptable to Chinese approval au-
thorities. Finally, the EIA is submitted to
the EPB for assessment and approval and,
upon approval, the EPB refers its decision
to the relevant authorities.

PROBLEMS
ALONG THE WAY

On paper, at least, the environmental
engineer’s efforts to complete an ESA or
work with the local EPB and approved
PRC environmental consultants to see the
EIA process through seem straightfor-
ward. In reality, though, many obstacles
make any type of environmental investi-
gation in China difficult. Investigations
into a particular site are often stymied by
the lack of updated site plans, useful

records, and historical aerial pho-
tographs. Many potential resources may
be off-limits altogether; regional geologi-
cal maps and groundwater data, for ex-
ample, normally are not available to the
public. The venture’s local partner may
be overeager to please the foreign party
and the foreign environmental investiga-
tors. For example, the local partner may
give every assurance that there are no
PCBs on site, without stopping to clarify
what the term itself means. The language
barrier can pose other problems, so a for-
eign investor should make sure its ESA
and other environmental investigation
teams have the ability to read site docu-
ments and conduct interviews in Chinese
with knowledgeable plant representatives
as well as with local EPB officials.

The physical collection of site data
may also prove difficult. Chinese geologi-
cal or geotechnical institutes and bureaus,
for example, have drilling capabilities that
vary markedly. While tripod-style drilling
machines with a generator or electric-
powered motor are common, truck-
mounted drill rigs with augers are rare
and hollow-stem augers, commonly used
in Phase II investigations in the United
States, are unheard of. Other equipment
used in the West, including suitable well-
screen, PVC pipe, bailers, and sampling
bottles, usually must be imported. As
submersible pumps for well development
or sampling are not used, the sampling
methodology tends to involve bailing,
which may lengthen the sampling time
required.

Once samples for an ESA have been
obtained, the foreign party must choose
carefully where the samples are to be an-
alyzed. For an ESA, samples can be ana-
lyzed at a local laboratory, but the results
are rarely prepared according to standard
US or Western protocols, and lengthy
turnaround times are common. The final
report, moreover, will be in Chinese,
which means the foreign firm will have o
have the results translated for company
officials and financial backers at home.

For a US-based company, sending the
samples for an ESA back to the United
States might seem the obvious solution,
but this, too, can be problematic. US Cus-
toms tends to require lengthy documen-
tation for any such “imports,” and the

long transit times, which may exceed
standard holding times, may warrant
seeking a faster turnaround closer to the
PRC site. Some samples, including those
submitted for PCB analysis, cannot be im-
ported into the United States. In general,
laboratories in Australia, Hong Kong,
New Zealand, and Singapore perform
reasonably priced analyses; Australian
laboratories, in particular, are often
cheaper than those in other parts of Asia,
can meet the required turnaround time,
and often use US Environmental Protec-
tion Agency analytical methods. Aus-
tralian Customs also maintains few re-
strictions on the importation of samples
for laboratory analysis.

ASSESSING THE RISKS
Taking careful steps during the ESA
and EIA processes should be foremost on
every China investor's mind. The ESA
process should uncover any evidence of
actual soil and/or groundwater contami-
nation from hazardous materials, either
from current or past uses of the property
or from off-site sources of contamination.
If potential problems are discovered, the
later phases of the ESA should determine
the estimated costs associated with man-
aging and remedying the situation.
Preparing an ESA should also help with
the preparation of an EIA, a task every
foreign investor in a production facility
can expect to be asked to complete. The
EIA process brings foreign investors in
compliance with Chinese laws, an advis-
able position given the tendency of some
officials in China to hold foreign parties
accountable for meeting all the environ-
mental specifications that might apply to
their venture, in the assumption that
“deep-pocketed” foreign firms can afford
any extra financial obligations. While it is
too soon to tell just how China will assign
responsibility for cleaning up polluted
sites, knowing the full story before break-
ing ground in China should help mini-
mize any surprises down the road.
— James C. Scott

James C. Scott, a civil engineer with Den-

ver-based Woodward-Clyde International,
has been involved in environmental and
engineering assessments in China for the

past five years.
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A critical juncture will
be how and when China decides
fo pursue Superfund-type

legislation.

lutant levels further at some future date.
Upon approval by the NPC, the mass
loading controls will replace the concen-
tration control criteria currently in effect.
NEPA plans to establish mass loading tar-
gets initially for such priority pollutants as
oil, grease, and petrochemicals, allocating
discharge limits to individual industries
and factories. It is anticipated that in the
transition to mass loading criteria, con-
trols will target newly established compa-
nies and companies with foreign invest-
ment, because of the Chinese legal
tradition of “grandfathering” established
State-owned companies by allowing a
grace period before enforcing the full
weight of the new legal requirements.

B Air quality At the national level, air
quality and air emissions are regulated by
one law and seven standards. The main
air-related statute, the 1987 Law on the
Control and Prevention of Air Pollution,
was significantly amended in 1995. The
amendments focused principally on con-
trolling sulfur, nitrogen oxides, and other
emissions related to acid rain and coal
combustion. In addition, Article 27 of the
law requires sulfur dioxide and acid rain
zones to be defined. These zones were
defined in a regulation drafted by NEPA
and enacted by the NPC in 1996. Accord-
ing to the regulation, factories in certain
geographical zones will be assessed sul-
fur dioxide emission fees, and stringent
emission standards for power plants and
industrial boilers will be enforced. In
general, recently issued air emission con-
trols focus on sulfur dioxide, nitrogen ox-
ides, total suspended particulates, dust,
and ash emissions.

The newly amended law and air emis-
sion standards could help create a market
for forcign-made stack emissions moni-
toring equipment and emissions control
technologies for such processes as de-
dusting and desulphurization. Many cities
have environmental quality targets that
require local industries to reduce their lo-

cal pollutant emissions as much as possi-
ble. Such targets are generally not strin-
gently enforced, as local industries tend
to operate on tight financial budgets.
However, the increased political support
for the implementing of environmental
protection measures may encourage in-
dustries in China to add or update emis-
sions monitoring and control equipment.
B Solid waste The core waste statute, the
1995 Law for the Prevention and Control
of Solid Waste Pollution, establishes a
broad national framework for the manage-
ment of industrial, municipal, and haz-
ardous waste (see The CBR, March-April
1996, p.30). The new law is expected to
increase transportation and disposal regu-
latory demands on manufacturing opera-
tions in China. The lack of adequate solid
waste disposal, treatment, and incineration
facilities in China, though, will make com-
prehensive enforcement of the law diffi-
cult for the next two years or so. Nonethe-
less, companies must register with the
local environmental department all solid
and hazardous waste that they produce, as
stipulated in articles 31 and 45 of the new
law. While the specific protocols and reg-
istration documents referred to in the new
law are still being formulated, the proce-
dures for waste registration are likely to
resemble a simplified version of the US
Resource Conservation and Recovery Act.
Also expected to be promulgated in the
near future is a new packaging law, which
is expected 1o include specifications for
recyclable and biodegradable packaging.
It remains unclear how stringent such re-
quirements will be.

The implementing regulations to the
Solid Waste Law, which NEPA is ex-
pected to release in early 1997, are likely
to mean an increased regulatory burden
on foreign firms. Foreign firms involved
in processing chemicals and metals—or
other industries that tend to generate
large amounts of waste—may be particu-
larly affected. Additional regulations
within the next five years will address
such issues as underground storage and

emergency response protocols, neither of

which currently is regulated comprehen-
sively. Hazardous waste issues related to
the statutory provisions of the 1995 legis-
lation are also anticipated as part of the
regulatory package and are expected to
provide detailed hazardous waste classifi-
cations and treatment procedures.
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The new law emphasizes the need for
waste treatment and disposal and may
open some doors for foreign providers of
consulting services or waste treatment fa-
cilities in China. But the Solid Waste Law
leaves many foreign firms with operating
ventures in China somewhat unsure of
their current and future cost obligations
for waste disposal. In the short term,
many foreign ventures are storing gener-
ated waste on site in anticipation of the
establishment of proper disposal sites in
China, and are looking to minimize their
waste streams in China.

A critical juncture will be how and
when China decides to pursue Super-
fund-type legislation, a move some
sources in Beijing believe will take place
within the next 10 years. NEPA officials
and policymakers have been influenced
by the US Superfund model, and are
considering this approach as an option
for cleaning up contaminated sites in
China. Clearly, investors looking to es-
tablish manufacturing operations on sites
previously used for manufacture, agricul-
ture, or disposal activities could see sig-
nificant financial burdens if Superfund-
type approaches are implemented. In
these circumstances, environmental as-
sessments should be considered an im-
portant part of the due diligence process.
B Noise control The long-awaited Law
on Noise Pollution Prevention and Con-
trol was issued in November 1996. The
law sets general requirements on noise
control and requires mechanical and
electrical equipment manufacturers to in-
dicate the noise levels generated by their
products, including electrical home appli-
ances. The current Standard of Noise at
the Boundary of Industrial Enterprises
and Standard of Environmental Noise in
Urban Areas are likely to be amended in
the future. The current rules vary accord-
ing to the zone in which the plant is lo-
cated. The new standards are expected to
be more stringent, but full details will not
emerge until the amendments are re-
leased later in 1997. The new regulations,
in time, may increase opportunities for
manufacturers of health and safety de-
vices such as ear protection devices or
nois¢ abatement equipment.

B Environmental impact assessments
(EIAs) ElAs are regulated principally by
three regulations: Management Guide-
lines on Environmental Protection of



Construction Projects (19806); Regulations
for Engineering Design of Environmental
Protection of Construction Projects
(1987); and Management Procedures for
Environmental Protection of Construction
Projects (1990). These rules require an
EIA for each “development project”—
whether an expansion, renovation, or
new construction (see p.36). Foreign
companies are advised to monitor closely
cach stage of the EIA—typically con-
ducted by a local firm designated by the
Chinese party or the design institute re-
sponsible for the final feasibility study—
to ensure that the procedures used com-
ply with the regulations.

CHANGING
THE INCENTIVES

While the growing number of environ-
mental laws and regulations now provide
much of the framework for environmen-
tal protection in China, officials in Beijing
are also aiming to boost the incentives to
use cleaner production technology. Here,
too, there are some similarities with US
practice, though some important differ-
ences exist.

One important change took place in
April 1996, when the NPC amended
China's Criminal Law to make “jeopar-
dizing the environment” a criminal of-
fense. Criminalizing environmental legal
requirements is expected to raise the sig-
nificance of environmental issues in
China and should help bring about
greater compliance. This change may
send a chill down foreign investors'
backs, as a common complaint from in-
ternational company managers in China
is the perceived unequal enforcement of
environmental regulations. Because
many Chinese officials consider interna-
tional companies to have more re-
sources and more experience in meeting
pollution-control requirements, they of-
ten expect them to be in full and imme-
diate compliance with the requirements.
In contrast, China’s aging State enter-
prises—the bulk of Chinese domestic in-
dustry—frequently lack the capital to in-
vest in clean technologies to meet the
requirements of environmental regula-
tions and, thus, receive deferential appli-
cation, if any, of environmental require-
ments.

Foreign companies also need to keep
abreast of PRC efforts to encourage com-

panies to pursue clean production. Under
discussion are ways to shift the emphasis
from end-of-pipe controls to preventative
controls based on economic incentives.
China, like other countries, is trying Lo
move away from simple penalties that al-
low enterprises 1o “pay to pollute,” and
shift to a system that encourages enter-
prises to invest in pollution control. In
China, three fundamentally different ap-
proaches currently are used:
B Pollutant discharge fee system The
most common discharge regulation sys-
tem in China, this approach requires the
enterprise to pay fees based on the ex-
tent to which its discharges exceed the
general standards applicable to its partic-
ular industry and receiving locality. PRC
environmental officials have criticized this
system for allowing dischargers to con-
tinue to exceed standards as long as fees
are paid.
B Discharge permit system This system,
which is being implemented with greater
frequency by local environmental protec-
tion bureaus (EPBs), applies to waste-
water discharge, solid waste, hazardous
waste, and air and noise emissions. The
discharge permits are specific to individ-
ual facilities and set standards for emis-
sions of different pollutants based on
concentration and volume. In some
cases, it is possible that the discharge
standards set in the permit are less strict
than the general standards for the partic-
ular industry. In such cases, facilities must
pay discharge fees for any discharges ex-
ceeding the general standards, regardless
of whether they are in compliance with
the discharge permit.

NEPA is currently in the process of al-
tering the standards of the permit system

from ones based on concentration and
volume to those based on mass load-
ings. A permit system based on mass
loading calculations appears to be the
initial step in the implementation of
tradeable permits.
W License system NEPA has introduced a
discharge regulation system involving li-
censes in selected cities. The system in-
volves setting allowable pollutant loads
for facilities based on the assimilative ca-
pacity of the receiving water body. This
system is the most advanced and most
environmentally protective of the three,
but the advanced technology required to
assess the assimilative capacity of the wa-
ter body and monitor the effluent quality
is not widely available throughout China.
For each of the three discharge regula-
tion systems, companies are required to
provide data to evaluate their compliance
and to allow for assessment of fees. In
most cases, large industries are required
to report the constituents in their dis-
charge to the local EPB on a regular ba-
sis, ranging from daily to monthly re-
ports, depending on the pollutants and
the sampling technique employed. The
local EPB's monitoring unit also samples
most large and small industries periodi-
cally. These sampling visits are unan-
nounced, and the frequency of samples
taken depends on the polluting nature of
the industry and the specific require-
ments of the local or regional EPB. Some
firms find their operations subject to EPB
sampling checks at least once a month,
while others are scrutinized only once or
twice per year, Companies not in compli-
ance risk additional fees and penalties if
they exceed discharge standards on a
continual basis.
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FAR FROM COMPLETE

China’s fundamental legal framework,
recent legislative changes, and their impli-
cations for American business have a dis-
tinct flavor of Western environmental law
and policy developments. Even the vo-
cabulary is similar: Chinese government
administrators speak of “pollution preven-
tion,” “comprehensive utilization and con-
servation of resources,” and ways to pro-
mote “sustainable development.” But the
apparent similarities between the princi-
ples and policies that frame China's envi-
ronmental protection regime and those
commonly found in many Western coun-
trics must be balanced with some of the
large differences. At the outset, the full set
of Chinese environmental laws and regu-
lations does not begin to add up to the
bulk of material and detail found in US
law relating to these topics. Other striking
differences between the Chinese and
Western approaches to environmental
regulations exist, making it doubly impor-
tant that foreign firms understand the full
scope and impact of the Chinese rules.

Language and translation issues, for
example, can have important legal impli-
cations in China and give rise to miscom-
munications between US lawyers and
their Chinese counterparts. Modifying
phrases, commas, tenses, conditional
constructions, and their implications are
much the subject of US legal interpreta-
tions; many of these kinds of grammati-
cal structures, and the nuances they cre-
ate, do not exist in the Chinese language.
Foreigners trying to interpret China's en-
vironmental regulations can thus easily
become focused on the significance and
ramifications of certain ideas, ideas
which may simply be an artifact of trans-
lation.

An additional problem is that many
crucial terms in China's environmental
statutes are not defined. In China, in-
vestors may find that there are clear and
substantive environmental standards, but
that the circumstances or parties to which
the standards apply are not at all clear. In
the United States, definitions frequently
are reached through policy debates and,
thus, tend to be instrumental in setting
forth the intended reach and scope of the
law. In China, by contrast, a company
may have no choice but to seck the guid-
ance of the relevant agency or ministry
representatives, should the undefined

terms leave unclear matters of application
or interpretation of the law, While PRC
laws and amendments are becoming
more detailed and are including more de-
finitions, many terms and circumstances
remain vague.

Another problem for foreign compa-
nies is the form of China’s environmental
laws. For example, new environmental
statutes tend to be issued as “trial” or “in-
terim” laws, fully enforceable in this form
but subject to change. The basic Environ-
mental Protection Law, for instance, was
enacted on a trial basis in 1979 but was
only adopted as “final™ a decade later.
The 10-year trial period resulted in
changes which led to greater local au-
thority over environmental decisionmak-
ing. Foreign investors thus found them-
selves dealing with national-level
authorities initially, but later had to shift
their compliance actions and inquiries o
the local level. In other cases, new laws
or regulations are enacted on a trial basis
only in certain parts of the country. At
times, this limited applicability may not
be clear from the text of the law, leaving
a foreign company possibly scrambling to
comply with a regulation that may not
apply 1o its locality—or to make physical
plant changes only to find that the final
impact of the law is quite different.

In addition, environmental litigation, as
we know it in the United States, does not
yet exist in China, hence there is virtually
no environmental case law to guide com-
panies. In the United States, case law re-
sults can often help settle contested policy
issues or clarify technical interpretation
problems. The litigation process creates
additional “public record” information,
adding to the regulatory and legislative
public record archives. In China, the lack
of case law, substantive legislative history,
or other accessible public record archives
makes it extremely difficult for US profes-
sionals to analyze environmental issues
from outside China. In many cases, dis-
cussions with government agencies are
the only way to resolve questions of inter-
pretation or applicability.

Moreover, environmental news in
China is focused heavily on positive
news and “success stories™—far less infor-
mation is available publicly on serious
environmental problems and environ-
mental policy debates. This is in contrast
to the US system, where environmental
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professionals are accustomed to seeing
information develop during public debate
on environmental issues and have ample
opportunity to participate in the policy-
making process. China currently has no
legally established protocols for private
party or private business input during the
development of laws and regulations,
though this situation may be changing.
Foreign firms operating in China fre-
quently raise the need for greater trans-
parency in the rule-making process, but
for now, the lack of a public record—a
crucial tool to US environmental profes-
sionals—contributes to the uncertainty of
US and other foreign firms in China
about their environmental obligations.
Interpretation of China’s environmental
law is further hampered by the fact that
few Chinese environmental lawyers exist
in the private sector to raise environmen-
tal questions about the endless stream of
transactions and commercial contracts
now being concluded in China. The ma-
jority of China's environmental lawyers
tend to be employed by the government,
posted in various ministries and regula-
tory agencies and on the staffs of legisla-
tive bodies. In situations where difficult
legal issues arise, foreign parties will need
to consult with environmental lawyers
within Chinese governmental bodies.

GREENER PASTURES

While many of these enforcement and
interpretation problems are hard to re-
solve in the short term, as they are, in
part, a by-product of Chinese culture,
China appears 10 be moving to make the
environmental rules and processes more
familiar to and more easily understood
by foreign investors. A comprehensive
environmental legislative structure, simi-
lar in many ways to the US framework,
already is in place. And foreign and Chi-
nese firms will no doubt find more strin-
gent requirements and tougher penalties
for noncompliance in the next few years,
as new environmental laws, regulations,
and standards are likely to be promul-
gated. Though the new laws, in all likeli-
hood, will place additional regulatory
burdens on foreign manufacturing com-
panies in China, they also contribute to
greater transparency and create new op-
portunities for other players to capitalize
on the changes in China's environmental

e
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Greening US
Aid to China

Daniel C. Esty and Seth S. Dunn

early 25 years after President Nixon's China initiative led to his visit to the mainland and a

breakthrough in US-China relations, a similar “revolution in diplomacy,” as Henry Kissinger

called it then, must begin to address the serious environmental implications of China’s eco-

nomic development. After 15 years of rapid, largely coal-powered economic growth, five of
China’s cities rank among the world's ten most air-polluted locales for particulates, and acid rain now
affects over one-third of China's land area. A growing demand for power (see The CBR, September-
October 1996, p.8) and automobiles (China aims to produce three million cars per year by 2000) will
add to these air pollution woes. Urbanization, meanwhile, is taxing water supplies and solid waste
disposal efforts, while heavy fertilizer and pesticide use in the countryside places great strains on the
nation’s water resources. In rural areas, inadequate enforcement of environmental laws and the prolif-
eration of town and village enterprises has led to haphazard industrialization (see p.34), while the
ceaseless search for food and firewood endangers China’s vast wealth of biological diversity.

These unfortunate circumstances are China’s problem, some might say, but China's environmental
problems have significant cross-border implications. Regionally, PRC sulfur dioxide emissions fall as
acid rain in Japan and Korea, causing billions of dollars in damage. Globally, China is currently the
world's second-leading emitter of carbon dioxide and other greenhouse gases, which many scientists
believe contribute to global climate change. And the PRC is projected to surpass the United States to
become the world's top emitter by 2020,

PRELIMINARY MOVES

Though economic and ecological interdependence make China’s modernization an issue for the
whole world, US policymakers have tended to view China’s environmental problems in isolation,
paying relatively little attention to the consequences for the United States. And, despite mounting ev-
idence of China's deteriorating environment, the United States has been slow to recognize both the
problems and the concomitant opportunities, particularly for the diffusion of clean technologies.

But environmental cooperation seems finally 1o be taking its place at the crowded table of US-
China policy issues. The White House Office of Environmental Policy, in a 1995 statement, declared
that the United States seeks “enhanced cooperation with China across a broad range of issues related
to the environment.” The Clinton Administration also recognizes that working with China to promote
sustainable development—through pollution prevention, agriculture, and energy projects—fosters
scientific exchange, offers an avenue for mitigating global climate change, and, according to the
White House statement, “opens opportunities for the US private sector in the rapidly expanding Chi-
nese market for environmental technologies and power generation equipment.”

The Clinton Administration and the President himself have addressed shared US-China environ-
mental concerns. The Administration’s model business principles set forth during the 1995 China-
MFN debate recommended that “responsible environmental protection and environmental prac-

The China Business Review / january-February 1997+



tices” be included in a voluntary code of
conduct for US companies doing busi-
ness in China. President Clinton also dis-
cussed with top US business executives
the environmental impact of China’s
growing demand for cars and later that
year reached formal agreement with PRC

Environmental cooperation
seems finally lo be taking its
place at the crowded table
of US-China policy issues.

President Jiang Zemin on the importance
of joint cooperation on the environment.
In a meeting in early 1996, the two lead-
ers touched on both countries’ contribu-
tions to global climate change.

Meanwhile, Secretary of State Warren
Christopher helped make China a major
focus of the recently unveiled State De-
partment Environmental Initiative. In-
tended to help integrate global environ-
mental issues into US foreign policy, the
initiative also aims to increase the US
share of the $400 billion global environ-
mental technology market. Last April, as
part of this effort, Vice President Gore
launched the US-China Forum on Sus-
tainable Development, Energy, and the
Environment, a bilateral program of en-
vironmental cooperation to address eco-
logical and public health issues arising
from energy, agriculture, and transporta-
tion activities. Gore and PRC Premier Li
Peng termed their April 1996 meeting “a
preliminary step” toward a stronger bi-
lateral relationship aimed at sustainable
development. High-level bilateral dia-
logue on the topic is likely to continue
during Gore’s planned trip to China this
year.

Making the environment a real priority
in US-China relations, though, will re-
quire more than talk. Actual environmen-
tal progress will require rethinking the
existing US environmental policy toward
China, which lacks a focused strategy to
address China’s global environmental im-
pact. The current ad hoc US policy ap-
proach serves neither PRC nor US envi-
ronmental interests—and keeps US firms

one step behind the competition in what
may well become the world’s largest mar-
ket for environment-related services,
goods, and technologies.

Like many industrialized countries, the
United States has directed some assis-
tance and trade promotion programs to-
ward China’s environmental problems.
Perhaps not surprisingly, though, Japan is
the leader in this area, with a Green Aid
program that will provide $183 million in
concessionary (soft) loans over the 1994-
2000 period, guided by specific principles
and aimed at the reduction of China’s sul-
fur dioxide emissions (see The CBR, July-
August 1994, p.39). US environmental as-
sistance to China totals less than $10
million. By comparison, the US govern-
ment is spending hundreds of millions of
dollars—and is inducing the private sec-
tor to spend billions of dollars—to reduce
greenhouse gas emissions in the United
States, while certain US policies encour-
age US businesses to undertake projects
in China that will generate enormous in-
creases in greenhouse gas emissions.

SMALL STEPS

Despite such policy inconsistencies,
China and the United States have been
cooperating, if on a small scale, on envi-
ronmental initiatives for more than 15
years. US-China environmental ties began
in 1980 with an Environmental Coopera-
tion Protocol between the US Environ-
mental Protection Agency (EPA) and
China’s National Environmental Protec-
tion Agency (NEPA). Extended in 1990,
the protocol currently covers eight EPA
projects in China, addressing air and wa-
ter pollution, ozone protection, and envi-
ronmental management. The joint efforts
cover research, feasibility studies, and
model site development for coal-bed
methane recovery; helping Chinese re-
frigerator factories develop more efficient
non-ozone-depleting products; and the
establishment of an Export Council for
Renewable Energy (ECRE) (see The CBR,
July-August 1994, p.34).

EPA-led interagency efforts also ad-
dress the impact of China’s industrializa-
tion from a global perspective:

B The Beijing Efficiency Center (BECon),
a non-profit center formed in 1993 with
support from EPA, the Department of En-
ergy (DOE), the World Wildlife Fund, and
China's Energy Research Institute and
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State Planning Commission, is dedicated
to promoting energy efficiency. BECon
provides policy guidance to central and
local governments, educates the Chinese
public on energy efficiency issues, and
runs technical training programs. It also
pursues energy efficiency business devel-
opment and design mechanisms for fi-
nancing energy efficiency projects (see The
CBR, November-December 1993, p.42).
B EPA’s US Climate Change Country
Studies Program is offering technical as-
sistance to help China develop a national
greenhouse-gas action plan. Along with
several Chinese agencies, the program re-
cently sponsored an assessment of
China’s greenhouse gas emission sources,
impact, and mitigation measures. In im-
plementing the results of the study, Chi-
nese and US officials hope to engage the
private sector. US experts also are work-
ing to help China develop its own envi-
ronmental technology industry, for exam-
ple, through support for a $2.3 billion
industrial park for environment-related
enterprises in Yixing, Jiangsu Province.
W The $11 million EPA-led US Technol-
ogy for International Environmental So-
lutions (USTIES) program aims to de-
velop advanced environmental systems
and promote the achievement of envi-
ronmental objectives worldwide. USTIES
seeks to boost US private sector partici-
pation in these efforts through exports
of “green” technologies. USTIES also
strives to sharpen the international com-
petitiveness of the US environmental in-
dustry, and has identified China as one
of the world’s fastest-growing markets
for environmental products. In 1996,
USTIES targeted $4 million for China ac-
tivities and made plans to mobilize
about $10 million in private sector re-
sources for nine projects, including the
establishment of a US-China Energy and
Environment Center and a feasibility
study of renewable energy for utilities.
Other bilateral agreements support
these types of government-to-government
environmental cooperation. The US-
China Joint Commission on Science and
Technology led by the Department of
Commerce (DOC) and China's State Sci-
ence and Technology Commission, has
produced agreements in agriculture, at-
mospheric and earth sciences, natural re-
sources, energy, and fisheries. DOC also
co-chairs with the PRC Ministry of For-



eign Trade and Economic Cooperation
the Joint Commission on Commerce and
Trade, which promotes export opportuni-
ties for US firms through working groups
on environmental technologies and
power generation equipment.

LIMITED SUPPORT

Still, in comparison with other coun-
tries, the United States has a long way to
go. A recently completed eight-year
study by Environmental Business Inter-
national, Inc. (EBD) examined the global
environmental technologies market and
the relative competitiveness of the
United States. The study found that the
domestically focused US environmental
industry, with only six percent of its rev-
enue coming from exports, lags signifi-
cantly behind Germany and Japan in
capturing overseas opportunities. The
EBI analysis also revealed very modest
US government support for these firms
and their efforts to reach out to new
markets.

And, despite these EPA and DOC ef-
forts, attention to global environmental
objectives is far less evident in other US
programs and in other agencies’ activities,
Most US assistance to China focuses on
trade promotion, while passing up op-
portunities to enhance environmental
protection. Even the Environmental Tech-
nology Export Initiative, an interagency
effort launched by President Clinton in
1993 to promote the transfer of environ-
mental technologies, remains geared to-
ward boosting US exports. DOC's Envi-
ronmental Technology Export Office,
which leads the initiative, has focused its
analysis on the Chinese demand for envi-
ronmental goods and services, doing little
to steer US funds toward projects that ful-
fill US environmental interests.

Recent DOC and DOE “environment”
missions to China, including the late
Commerce Secretary Ron Brown's August
1994 trade mission, focused on power
generation projects and resulted in the
signing of several clean-coal technology
contracts. Though sometimes portrayed
as an example of US environmental tech-
nologies in demand around the globe,
“clean coal” makes little sense as the cen-
terpiece of any environmental program
because, though this technology reduces
emissions of sulfur dioxide, it increases
carbon dioxide emissions.

The same sort of trade-promotion em-
phasis dominated Energy Secretary Hazel
O'Leary’s February 1995 trip to China,
which included representatives from non-
profit environmental groups and execu-
tives from energy efficiency and renew-
able energy businesses, but concentrated
heavily on coal-fired power plant devel-
opment. DOE's narrow focus is surprising,
as the department also manages the Asia-
Pacific Economic Cooperation (APEC) En-
ergy Efficiency and Renewable Energy
Project, which distributes information and
facilitates private sector interaction among
APEC member economies to expand the
regional diffusion of environmental tech-
nologies. But DOE's clean coal advocates
hold considerable sway in a department
that has long had a coal focus.

Despite the tendency to emphasize
trade promotion activities to the detri-
ment of environmental concerns, some
progress has been made in integrating
environmental concerns into US export
policy. US exports of environmental tech-
nology grew 50 percent from 1993-95,
and in 1995 the Export-Import Bank of
the United States (Ex-Im Bank) provided
$1.37 billion in overseas environment-re-
lated financing. Moreover, Ex-Im Bank
now conditions its loan approvals on
each project's compliance with environ-
mental guidelines established in 1992 and
modeled on those of the World Bank.
Consistent with these guidelines, Ex-Im
Bank last summer refrained from issuing
preliminary letters of interest to support
US exports for the Three Gorges Dam
project (see The CBR, July-August 19906,
p.4). Ex-Im Bank has not closed the door
completely to financing Three Gorges-re-
lated projects, though, and the bank has
asked Chinese officials for more informa-
tion on pollution-control plans and other
environmental aspects. Overall, Ex-Im
Bank's portfolio appears to be improving,
as the bank recently authorized three
loans totaling $12.5 million for the sale of
wind energy equipment and services to
China. But Ex-Im Bank also supports
clean coal projects and has approved ex-
port financing for a number of such pro-
jects in China.

A NEW FRAMEWORK

Restoring the environmental equilib-
rium in US-China policy will require a
change in attitude from pure trade pro-

motion toward broader consideration of
US interests. Instead of the current spotty
list of environmentally aware policies, US
development assistance to China could
form the core of a focused, long-term,
and flexible environmental policy. Gov-
ernment-wide, a new US-China Environ-
mental Initiative could be designed to ad-
the
implications of China’s economic devel-

dress global  environmental
opment; steer the private sector toward
more careful consideration of the environ-
mental impacts of the projects they under-

take; and strengthen China’s framework
pe e T de, 2 )0

The domestically focused
US environmental industry
lags behind Germany

and Japan in capturing

overseds opportunities.

of laws and policies for environmental
protection and the Chinese public’s sup-
port for environmental investments.
Greening US aid to China will require a
comprehensive understanding of such
global environmental concerns as green-
house gas emissions, acid rain, and water

pollution—and will involve a significant
shift in US government priorities.

An important aspect of this shift would
be to expand existing programs. The con-
cept of “joint implementation” under the
Climate Change Convention, for example,
could be broadened. The United States
has taken a leadership role in developing
this multilateral mechanism for allowing
industrialized countries to meet green-
house gas mitigation goals through coop-
erative projects in developing countries.
An interagency effort led by the State De-
partment, the US Initiative on Joint Imple-
mentation (USIJD could also broaden its
present scope to demonstrate opportuni-
ties for joint emissions reduction (or “sink
enhancement”) in China. To date, the
program has advanced two rounds of pi-
lot-phase projects, investing $200 million,
primarily in Latin America and Eastern Eu-
rope, for 15 projects ranging from forest
preservation to solar electrification. No
projects have vet taken place in China,
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but there are no US government restric-
tions on such activities. The USIJI Secre-
tariat met with Chinese officials in Beijing
in September 1996 to identify potential
projects and held a workshop there in
November, though no concrete plans re-
sulted from the meetings.

Another innovative US program which
could benefit China is the US-Asia Envi-
ronmental Partnership (US-AEP). Created
in 1992, US-AEP secks to match Asian en-

Ex-Im Bank now conditions
its loan approvals on

each project’s compliance
with environmental

guidelines.

vironmental needs with US environmen-
tal experience, technology, and practice
(see The CBR, July-August 1994, p.44).
Led by the United States Agency for In-
ternational Development (USAID), the
10-year initiative works with 35 Asia-Pa-
cific nations and territories through part-
nerships with US federal departments and
agencies, state and local entities, environ-
mental businesses, nongovernmental or-
ganizations, and Asian counterparts. Until
US restrictions on USAID funding for
China are lifted, however, US-AEP cannot
operate in Chin.

US-AEP originally focused on a variety
of environmental goals: stemming biodi-
versity losses; controlling and preventing
industrial pollution; assisting in the devel-
opment of urban environmental infra-
structure; and improving energy effi-
ciency and the use of renewable energy
technologies. In 1995, US-AEP redefined
its mission 1o a single objective: o pro-
mote a “clean revolution” in Asia by in-
trocucing less-polluting systems of pro-
duction. It now concentrates on
encouraging clean technologies and
sound environmental management; de-
veloping better environmental infrastruc-
ture for urban areas; and fostering the
policy framework and public awareness
for sustaining clean production,

US-AEP has already vyielded significant
results. Since 1992, both directly and

through its liaison work with the Asian
Development Bank, US-AEP has involved
850 Asian and American professionals in
exchanges; matched over 1,100 trade
leads with more than 3,000 US environ-
mental firms in its Environmental Technol-
ogy Network for Asia database; transferred
$420 million in US private sector environ-
mental equipment and services to Asian
public and private sectors; and created
more than 3,400 jobs in the United States.

The program is trying to look carefully
at efforts that coincide with Asian coun-
tries” local needs and circumstances, such
as improvements in energy efficiency and
growing opportunities for wind power—
now the world's fastest growing energy
source—and other renewable energy pro-
jects that hold promise in China. Such
projects could be a boon to struggling 1S
wind companies if US-AEP were active in
China. Danish firms, for example, recently
signed a $145 million contract with the
Chinese Ministry of Electric Power to in-
stall 73 megawatts of wind-generating
cquipment in Xinjiang Uygur Au-
tonomous Region, Inner Mongolia Au-
tonomous Region, and Zhejiang Province.
US-AEP is a unique effort which exempli-
fies the redefining of relationships—be-
tween aid and trade, public and private
sectors, and business and nongovernmen-
tal groups—that must take place to solve
China’s environmental problems. It could
help coordinate and focus the current
patchwork of China programs, and merits
higher profile in the US-China context

July 1997, when Hong Kong, (a US-AEP-

eligible territory) reverts to PRC rule,
would be an opportune time to extend
US-AEP’s mission to include China.

Other US programs also have a poten-
tially helpful role to play in China. US-
ALD, for example, provides valuable en-
vironmental technical
elsewhere in the world. The Trade and
Development Agency (TDA) pursues
trade promotion activities in many coun-
tries, but TDA funds have not been
available 1o China since 1989, Although
in 1995 TDA devoted just 11 percent of
its loans to environmental initiatives, the
agency has participated in a number of
US-AEP projects and could play a signifi-

assistance

cant role in future US-China environ-
mental cooperation. Similarly, the Over-
seas Private Investment Corp. (OPIC)
helped to raise a $135 million Global
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Environmental Fund for emerging mar-
kets, as well as two-thirds of the initial
capital for the $70 million Global Envi-
ronmental Emerging Markets Fund,
which will make equity investments in
environmental projects in Africa, Asia,
Eastern Europe, and Latin America.
OPIC, though, like TDA, remains subject
to Tiananmen sanctions and is pre-
vented from engaging in activities with
China.

ON THE
MULTILATERAL FRONT

The United States also would do well
to steer its indirect aid through interna-
tional institutions toward environment-
related China projects. International in-
stitutions currently have more than $4
billion earmarked for environment-re-
lated projects in China. The World Bank
will have a particularly important role to
play, as China is now the Bank’s largest
borrower. The Asian Development
Bank, too, has made China’s environ-
ment a priority, with $2 billion in the
pipeline for environment-related projects
over the next three yvears. The United
Nations Development Programme
(UNDP) continues to assist the Chinese
government in implementing its ambi-
tious “Agenda 217 program and the envi-
ronmental goals spelled out in the Ninth
Five-Year Plan for 1996-2000, while the
United Nations Environment Programme
(UNEP) has announced plans to expand
its capacity-building and information-dis-
semination work in China.

A major effort should also be made to
expand the China mission of the Global
Environment Facility (GEF), a special
fund managed by the World Bank,
UNDP, and UNEP to help developing
countries meet the incremental cost of
addressing global environmental prob-
lems, including climate change, biodiver-
sity, ozone depletion, protection of inter-
national waters, and land degradation. To
date, GEF funds have been approved for
seven projects in China, including coal-
bed methane, biodiversity conservation,
greenhouse gas control strategies, natural
gas development and transport in
Sichuan Province, ship waste disposal,
energy efficiency and pollution control in
township and village enterprises, and
promotion of renewable energy. Future
projects in the funding pipeline will pro-



mote energy-efficient refrigerators and
compressors, vehicle emission controls,
low-pollution coal briquettes, and
methane recovery from municipal waste.
Yet, though China is expected to receive
substantial further funding, the GEF's
budget still falls far short of China's ur
gent needs.

The United States, as a major GEI
donor country, sits on the board that
makes loan decisions and, thus, plays an
influential role in GEF activities. But the
United States has cut back GEF funding
at a time when more, not less, money 1s
needed o expand the facility. Greater US
funding for the GEF would be, especially
in China's case, a cost-effective invest-
ment in environmental protection. US
support also would help cutting-edge
business technologies enter the market,
which will be important as the GEF will
likely have to find ways to leverage its in-
vestments with private-sector funds
THE

WAY AHEAD

A US-China Environmental Initiative
should aim to inject global environmental
priorities into existing programs and re-
move restrictions on programs that stand
to improve not just China’s environmen-
tal situation, but the global environment.
It would also help China strengthen its
legal and policy framework for environ-
mental protection. Such an initiative
would seck to integrate environmental
concerns into current US-China policy,
making US environmental interests as
well as commercial interests of central
importance. In essence, US foreign assis-
tance, by targeting supranational environ-
mental spillovers, would help secure do-
mestic environmental protection,

In an ecologically interdependent
world, traditional thinking about both de-
velopment assistance and export promo-
tion is fundamentally misplaced. US poli-
cymakers must reconceptualize current
programs to promote environmental pro-
tection, foreign policy goals, and US busi-
ness interests simultaneously
adjusting and revising US environmental
policy to China's realities is daunting and
will require a dramatic change in strategy
and prioritiecs—and, perhaps, some fur-
ther nudging from both the environmen-
tal and business communities.

China's environmental situation is

unique, requiring carefully tailored pro-

The task of

The task of adjusting and
revising US environmental policy
lo China s realities is daunting
and will require a dramatic

change in strategy and priorities.

jects and programs. The bilateral and
multilateral efforts now under way are
an important start, but it will no doubt
take further efforts to make the environ-
ment a priority in US-China relations
amid myriad competing concerns

Though the scale of the ecological time

bomb ticking in China demands it, we
have yet to develop the framework—as
Kissinger would say, “a comprehensive
framework”™—for addressing the envi-
ronmental implications of China’s eco-
nomic development, and fostering the
cooperation that will be needed for the

e
next quarter-century and beyond T
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HONG KONG MEMBERS TALK APPRAISALS,
DISTRIBUTION, AND TRAINING

The difficulty of valuing “intangible as-
sets” such as intellectual property head-
lined the Legal Committee’s October 14
meeting in Hong Kong. Keith Yan, vice
president of the Business Valuation
Group at American Appraisal Asia Ltd.,
outlined the various formulas Chinese
auditors use to value Chinese assets. Yan
noted that China’s Trademark Office is
developing new rules for the valuation
of Chinese trademarks and the construc-
tion industry is considering creating a
valuation department to assess building
values. The Legal Committee met again
on November 18 to review China's new
joint-venture trading company regula-
tions, which participants concluded are
designed primarily for large Asian
traders.

Management training was the subject
of a talk by Sheila Melvin, director of the
Council’s Shanghai office, at a breakfast

meeting on November 13. Melvin stated
that foreign companies should consider
providing Chinese employees with more
opportunities for follow-up training. For-
eign companies also could benefit from
training their managers about the cultural
and practical realities of doing business
in China.

The Marketing and Distribution Com-
mittee heard detailed reports on Novem-
ber 22 from member companies Sara Lee
Corp. and The Procter & Gamble Co.
(P&G). Mark Gao, Sara Lee's Shanghai-
based sales and marketing director for
China, said his staff has assumed all mer-
chandising and marketing responsibilities,
since local distributors are unable to pro-
vide these services. P&G's Larry Mason,
Guangzhou-based sales director for
Greater China, said that P&G has set up a
national sales team to handle the com-
pany’s China sales.

SCIENCE AND TECHNOLOGY

COMMISSIONER ADDRESSES COUNCIL

The Council, with support from Gen-
eral Motors Corp., hosted a delegation of
24 science and technology officials led by
Song Jian, State councilor and minister of
the State Science and Technology Com-
mission, at a luncheon on October 24.
Song was in Washington to co-chair a
meeting of the Joint Commission on Sci-
ence and Technology with his counter-
part, John Gibbons, director of the White
House Office on Science and Technology
Policy.

In a lively speech, Song detailed for the
more than 100 Council members and
guests the many examples of bilateral co-
operation on projects to expand not only
China’s domestic scientific and technolog-
ical resources, but also to examine global
climate change and other issues that affect
both countries. Stating that their coopera-
tion was “flourishing,” Song noted that
the United States and China had been
working together effectively in a wide
range of fields since the 1979 creation of
the joint commission. Bilateral efforts
have involved 10,000 scientists and engi-
neers from both countries, Song said, and

more than 1,000 projects ranging from
cancer research to astronomical studies.

The minister also highlighted the im-
portance to China of the participation of
foreign businesses, including member
companies General Motors, Ford Motor
Co., General Electric Co., IBM Corp., Mo-
torola Inc., and Texaco Inc., in establish-
ing research facilities in China to help
develop the country's domestic techno-
logical capabilities, Song also expressed
the hope that US companies would be
able to participate in the provision of nu-
clear power engineering and services,
noting that expanded nuclear generation
is necessary if China is to reduce its
heavy reliance on coal. He noted that the
United States and China rank first and
second, respectively, in total carbon
dioxide emissions, which result primarily
from fossil fuel combustion. US firms
currently are prohibited by US export re-
strictions imposed after the 1989 Tianan-
men crackdown from supplying nuclear
technology to China, but since 1994 have
been able to supply non-nuclear balance
of plant equipment.
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[P M ISR . T NN AN
ViIsITS BY
PRC FINANCE MINISTER...

US Treasury Secretary Robert Rubin
was on hand to assist the Council and 10
member-company sponsors in welcom-
ing Minister of Finance Liu Zhongli and
his delegation to a reception on Novem-
ber 18. Liu was in Washington to co-chair
with Rubin the ninth meeting of the US-
China Joint Economic Committee (JEC),
which met November 18-19.

In informal remarks, Rubin and Liu
summarized for Council members and
guests the progress achieved in the JEC
talks. Rubin noted that the JEC meeting
had given him a greater understanding of
China's economy, which soon is likely to
be the world’s largest. Liu echoed Rubin’s
praise of the JEC meetings, stressing the
distance China has come in modemizing
its economy, and asserted China's support
for future mutual cooperation.

...AND MAYOR
OF SHANGHAI

The Council and the National Commit-
tee on US-China Relations, with sapport
from The Chubb Corp., The Coca-Cola
Co., Ford Motor Co., General Motors
Corp., and Motorola Inc., hosted a corpo-
rate luncheon for Shanghai Mayor Xu
Kuangdi in Washington on November 13.
Affable and informative, the mayor of
China’s largest city presented a slide
show illustrating the changes taking place
in Shanghai's landscape and economy. In
1995, the city’s GDP per capita hit
¥19,000 ($2,289).

Foreign direct investment (FDD and in-
frastructure improvements are driving the
city's growth, Xu said. As of September
1996, US investment projects in the city
numbered 1,932 and had a combined
value of $3.7 billion. In 1995, 25.5 per-
cent of the city’s total FDI came from

Japanese investors, while US investment

accounted for 14.7 percent, followed by
Hong Kong (7.4 percent), Germany (7
percent), and South Korea (6.1 percent).
The mayor also expressed-his hope that
Shanghai would join Hong Kong as a
major financial center: in 1995, financial
services accounted for 12 percent of the
city’s tertiary industry.
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The following tables contain recent press reports of business contracts and negotiations exclusive of those listed in previous issues. For

Christopher V. Harris

the most part. the accuracy of these reports is not independently confirmed by 7he CBR. Contracts denominated in foreign currencies are
converted into US dollars at the most recent monthly rate quoted in the International Monetary Fund's International Financial Statistics.

Firms whose sales and other business arrangements with China do not normally appear in press reports may have them published in
The CBR by sending the information to the attention of the editor

SALES AND INVESTMENT September 16 - November 15, 1996

Foreign party/Chinese party Arrangement, value, and date reported
Accounting and Insurance Banking and Finance
OTHER INVESTMENTS IN CHINA
General Accident Fire and Life Assurance Corp., PLC (UK) Daewoo Corp. (S. Korea)/Shanghai Langsheng Group
Opened representative office in Pingdu, Shandong Province. Established trading house joint venture in Shanghai. $12
10/96. million. (S. Korea:49%-PRC:51%). 10/906.
Winterthur Insurance Group (Switzerland) OTHER

Won license to provide insurance policies (excluding life

insurance) in Shanghai. 10/96. ADB

Approved loan and equity investment for China Everbright
Bank. $80 million. 11/96.

Agricultural Commodities and Technology
‘ Western Union Financial Services International (US)

CHINA‘S IMPORTS Expanded money-wire service to 13 more cities in China. 11,96,
Australian Wheat Board, Transfield Holdings (Australia) KeyBank, ChinaWire Corp. (US)
Won contract to build grain terminal in Fangcheng, Guangxi Will ofter electronic cash transfer service between US and
Zhuang Autonomous Region. $7.9 million. 10/90. China. 11/96.
INVESTMENTS IN CHINA Fujitsu Ltd. (Japan)/Fujian Shida Computer Co. Ltd.

. . Will cooperate to expand China’s ATM market. 10/96
Continental Grain Co. (US), Mitsubishi Corp.
(Japan)/Dongfang International Holdings Group (Shanghai) The Mitsubishi Trust and Banking Corp. (Japan)/CITIC
Will establish import-export joint venture in Shanghai. $1.2

: ; = s _ Will cooperate to introduce Chinese companies 1o potential
million. (U8:22%, Japan:27%-PRC:51%). 11/96

Japanese joint-venture partners. 10,96,

oTHEE China Construction Bank
ADB Will open representative office in New York City. 10/96.
Will provide loan to Hainan Province to develop agricultural

and natural resources. $33 million. 11/96. The Sumitomo Bank Ltd. (Japan)

Opened representative office in Shenyang, Liaoning Province.

\ 9/NA

US Department of Agriculture 0
Will offer export credits to China for the purchase of a variety

of US agricultural commodities. $100 million. 11/96. Korea First Bank (5. Korea)

Opened branch office in Shanghai. 9/96.

World Bank
Will extend loan to suppont seed commercialization project.
$36.5 million. 10/96.

Ivory Coast Debt Autonomy Bank/The Export-Import Bank
of China
Signed loan guarantee for Huaco Auto Corp. Ltd., a Sino-Ivory
Coast joint venture, $6.2 million. 9/96.
(U-\‘I;{("\ ‘(-"I'\‘ w‘\m\\ul.\l‘l:tlnilI:\.-jllll:"i]]:ll:l|‘\[tln'::l ‘.\;1I ]II ‘Inlt\:']l‘l\.!‘l\‘li‘l_‘”:u\ll‘llnl.lll \H_.tL[IIW-I:mII“ :ulf-lixl-;»ljwlr\:-I'l:n:ls‘:rnll':‘ Master(l:u‘d [nlemati(mu.l (US)/Shﬂﬂghﬂi PUd()ng
Export Corp., CATIC China National Acro-Technology Import-Export Corp.. CITIC. China [)eve}()p]nen[ Bank
iiemational Laustand Imvesment: Compi o hing Tmiemational Tive L amos o Will issue MasterCard smart card in China. 9/96.

China National Offshore Oil Corp., ETDZ: Economic and Technological Development Zone
1CBC Industrial and Commercial Bank of China, MPT. Ministry of Posts and

Telecommunications, NA. Not Available, NORINCO China North Industries Corp . P&T Post Visa International (US)/Chjna Construction Bank
and Telecommunications; PBOC: People's Bank of China; SEZ: Special Economic Zone F R i 3
SINOCHEM: China National Chemucals Import-Export Corp ., SINOPEC China National Launched “Interlink™ debit card, 9/90.

Petrochemical Corp SINOTRANS: China Natonal Foreign Trade Transportation Corp. SP(
Sate Planning Commussion. UNDP: United Natons Development Program
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Chemicals, Petrochemicals.
and Related Equipment

INVESTMENTS IN CHINA

Burmah Castrol PLC (UK)/NA
Established Foseco Foundry (China) Lid. joint venture to build
chemical plant in Hubei Province. 11,96

Americhol Corp., a wholly owned subsidiary of Union
Carbide Corp. (US)
Will build plant in Guangdong Province to produce its UCARE-
line polymers for personal care products. 11796

BP Chemicals Ltd., a unit of British Petroleum PLC

(UK)/Shanghai Petrochemical Co., a unit of SINOPEC
Established ethvlene cracker joint venture in Shanghai.
$2.5 billion. (UK:500-PRC:50%0). 10/90

LG Chemical, a subsidiary of the LG Group

(S. Korea)/Yongxing Chemical Plant (Zhejiang)
Established Ningbo LG Yongxing Chemical joint venture to
manufacture acrylonitrile butadiene styrene in Ningbo, Zhejiang
Province. $80 million. (8. Korea:75%-PRC:25%). 10/90.

Hoechst AG (Germany)/Tianjin Dyestuff No.8 Factory
Established Hoechst Tianjin Pigments joint venture to
manufacture pigment dyes in Tianjin, $16 million.
(Germany:6076-PRC:40%0). 10/90

Praxair, Inc. (US)/Beijing Chemical Experimental Plant
Established Praxair-BCEEP Carbon Dioxide joint venture to
produce hquid carbon dioxide. 88 million. 9796,

OTHER

Burmah Castrol PLC
Will open branch office in Shanghai. 11/96.

Consumer Goods

INVESTMENTS IN CHINA

Bosch Siemens Hausgerate GmbH, a joint venture between
Robert Bosch GmbH and Siemens AG (Germany)/Wuxi Little
Swan Electrical Appliances Industry Co., Ltd. (Jiangsu)
Set up Boswan Co., Lid. joint venture to produce washing
machines, dry cleaning machines, and dishwashers. 10/96

Maytag Corp. (US), NA (HK)/Hefei Rongshida Group (Anhui)
Set up six joint ventures to produce electric appliances in
Hefei, Anhui Province, (11S:49.5%, HK:1%-PRC:49.5%). $161.5
million. 9/96

Electronics and Computer Software
OTHER

Hayes (Asia Pacific) Co., a subsidiary of Hayes
Microcomputer Products (US), Microsoft (China) Co., a
subsidiary of Microsoft Corp., Stone Rich Sight Co.
(HK)/State Information Center

Will cooperate on Internet solutions and development. 11/96

Techtronix, Inc. (US)

Signed distribution agreement with Legend Technology Lid. for
Tektronix Phaser color printers. 10/90.
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Unify Corp. (US)/General Association of Light Industries
Signed licensing and distribution agreement, which contains a
compensation provision for pirated copies of Unify software
9/96.,

Engineering and Construction

INVESTMENTS IN CHINA

Asahi Glass Co., Ltd., ITOCHU International Inc.

(Japan)/Nanjing Jiantong Wall Materials Corp. (Jiangsu)
Established Nanjing Asahi-Jiantong New Building Materials Co
joint venture to produce and sell autoclaved lightweight
concrete. $10 million. 10/96

CBR International Group (Belgium)/Pingfengshan Cement
Factory (Guangdong)
Established joint venture to produce high-grade cement in
Louding, Guangdong Province. $228 million. (Belgium:60%-
PRC:40%). 9/96.

OTHER

Parsons Transportation Group Inc. (US)
Was awarded contract by Heng Tong Group (Bejing) Co. Lid.
to perform traffic planning and engineering studies for the
Great Mall of China project in Beijing. 10/96.

Environmental Technology and Equipment

INVESTMENTS IN CHINA

Ecotec (Finland)/Guangdong Wanding Enterprise Group
Established joint venture to build solid waste treatment systems
in Guangdong Province. $1 million. 9/90

OTHER

ADB
Will offer technical assistance 1o improve the efficiency of
China's energy-saving materials industry. $400,000. 10/96,

ADB
Will offer technical assistance to develop China's national
environmental impact assessment system. $600,000. 10/96.

Food and Food Processing

INVESTMENTS IN CHINA

Singapore Food Industries, a subsidiary of Singapore

Technologies Industrial Corp./Da Yang Food (Shanghai)
Will develop pig farm in Shanghai. (Singapore:5196-PRC:49%)
10/96.

Royal Ahold Group (Netherlands)/China Venture-tech
Investment Corp. (Beijing)
Will establish joint venture to establish Shanghai Ahold
Zhonghui supermarket chain in China. $50 million.
(Netherlands:30%-PRC:50%). 10/96

Kerry Beverages, a joint venture between The Coca-Cola Co.
(US) and Kerry Holdings (Malaysia)/Harbin Economic and
Technological Zone Industrial Development Corp.
(Heilongjiang), China National Cereals, Oils and Foodstuffs
Import-Export Corp. (Shanghai)

Will open bottling plant in Tianjin. $22 million

(LS, Malaysia:60%-PRC:25%, 153%). 10/906.



Sapporo Breweries Ltd., Marubeni Corp. (Japan)/Nantong

Brewery, Nantong Five Star Beer Corp. (Jiangsu)
Established joint venture to produce Sapporo brand beer
§20 million. (Japan:15%, 15%-PRC:40%, 30%). 9/96.

Machinery and Machine Tools

INVESTMENTS IN CHINA

Long-Airdox Co., a subsidiary of The Marmon Group Inc.
(us)
Established Long-Airdox (Tianjin) Ltd. wholly owned enterprise
to produce conveyor idlers in Tianjin. 10/96.

Long-Airdox Co., a subsidiary of The Marmon Group Inc.
(US)/NA
Established Tangshan TYL Ltd. joint venture to produce
conveyor idlers, (US:65%-PRC:45%). 10/96.

Nanyang Commercial Newspaper (Malaysia)
Will purchase advanced publishing and composition
technology from Beijing University Founder Group
$2.1 million. 11/96.

Medical Equipment and Devices

CHINA'S ITMPORTS

Advanced Technology Laboratories, Inc. (US)
Will transfer ultrasound system manufacturing technology and
exclusive distribution rights to Shantou Institute of Ultrasonic
Instruments in Shantou, Guangdong Province. 10/96.

INVESTMENTS IN CHINA

Orion Diagnostica (Finland)/Shanghai Nuclear Technology
Development Corp.
Established joint venture to produce radio-immunoassay kits.
$200,000. 9/906.

Fimet Dental Equipment Co. (Finland)/Shanghai Medical
Instruments Factory
Established joint venture to produce dental X-ray equipment in
Shanghai. $5.5 million. 9/96.

Metals, Minerals, and Mining

CHINA'S IMPORTS

Aluminum Co. of America (US)
Signed 30-year contract with China National Nonferrous Metals
Industry Corp. (Beijing) to supply 400,000 tons of aluminum
per year, $240 million. 11/96.

INVESTMENTS IN CHINA

Pohang Iron and Steel Co. (S. Korea)/NA
Established Jiangsu Shagang-POSCO Coated Steel Co. joint
venture to produce galvanized steel sheets in Zhangjiagang,
Jiangsu Province. $48 million. (5. Korea:90%-PRC:10%). 10/906.

Pohang Iron and Steel Co. (S. Korea)/NA
Established Jiangsu Shagang-POSCO Stainless Steel Co. to
produce stainless steel in Zhangjiagang, Jiangsu Province,
$156 million. (5. Korea:80%-PRC: 200%). 10/96,

OTHER

Foseco Foundry (China) Ltd., a joint venture between
Burmah Castrol PLC and NA (China)
Entered contract with Qinghua University to provide Foseco
software to China's foundries. 11/96.

Petroleum, Natural Gas,
and Related Equipment

OTHER

Royal Dutch/Shell Group of Companies (Netherlands)
Won contract to explore for oil in the Pearl River Delta. 11/96.

Chevron Overseas Petroleum Inc., a subsidiary of Chevron
Corp. (US); Petronas Carigali Overseas Sdn Bhd
(Malaysia)/CNOOC
Signed contract to explore jointly gas and oil reserves in Block
02/31 in Liaoning Bay. 9/906.

Pharmaceuticals

INVESTMENTS IN CHINA

Panjin Crown Royal Ginseng Products Ltd., a joint venture
between Imperial Ginseng Products Ltd. (Canada) and Liaohe
0il Field Import and Export Corp. (Liaoning)
Will build pharmaceutical plant in Panjin, Liaoning Province.
10/96.

ICN Pharmaceuticals, Inc. (US)/NA
Will establish Wuxi ICN Pharmaceutical Co., Lid. joint venture
to produce medications in Wuxi, Jiangsu Province. $25 million.
(US:75%-PRC:25%). 10/96

Ports and Shipping
INVESTMENTS IN CHINA

U-Freight (Singapore)
Will invest in a large warehouse and office complex in
Shanghai. $1.8 million. 11/906.

American President Companies Ltd. (US)/Shenzhen Chiwan

Wharf Holdings Ltd., Shenzhen Warehouse Holdings Ltd.
Will build a container storage and repair logistics center in
Shenzhen, Guangdong Province. $25 million. 10/96.

Orient Overseas Container Line Ltd. (HK)
Will invest in a depot and warehouse in Dongguan,
Guangdong Province. $8 million. 10/96.

OTHER

American President Lines Ltd., a subsidiary of American
President Companies Ltd. (US)
Opened rail-based intermodal container service from Dalian,
Liaoning Province to Harbin, Heilongjiang Province. 11/96.

Mitsui O.S.K. Ltd., a subsidiary of Mitsui & Co. (Japan)
Opened a representative office in Shenzhen, Guangdong
Province. 11/906.

Thai National Shippers’ Council (Thailand)/China Ocean
Shipping Co.
Signed agreement to expand cooperation on two shipping
routes. 11/90.

The China Business Review / january-February 1997



Los Angeles Harbor Bureau (US)
Opened representative office in Beijing. 10/96

The Export-Import Bank of China
Offered loan guarantee for Sumitomo Bank to support Huitong
Asia Co. Lid.’s construction of six ships. $103 million. 9/96.

Power Generation Equipment

CHINA'S ITMPORTS

Foster Wheeler Corp. (US)
Signed contract with Hebei Electric Power Corp. to supply
equipment for a coal-fired power plant in Hebei Province
$174.4 million. 11/90.

Electricité de France, GEC Alsthom, a subsidiary of Alcatel

Alsthom Compagnie Générale d’'Electricité (France)
Signed agreement 1o finance, build, and operate Laibin B
power project in Guangxi Zhuang Autonomous Region,
$580 million. 11/96

Sumitomo-Mitsubishi Electric Industries (Japan)
Won bid to build transformer for Ertan hydroelectric power
station near Chengdu, Sichuan Province, $17.8 million. 10,96,

INVESTMENTS IN CHINA

Community Energy Alternatives Inc., a subsidiary of Public
Service Enterprise Group Inc., Peregrine Asian Infrastructure
Fund (HK)
Established Maiya Power Co. joint venture to develop power
projects in China. 10/96.

NGK Insulators Ltd., ITOCHU International Inc. (Japan)/NA
Will establish joint venture to produce high-voltage power
transmission insulators in Tangshan, Hebet Provinee.
$19.6 million. (Japan:76%, 19%-PRC:5%). 9/90.

American Electric Power Co., Inc. (US)/Henan Electric Power
Development Corp., Nanyang Municipal Financial
Development Corp. (Henan)
Established Nanyang General Light Electric joint venture to
build power plant in Henan Province. $172 million. (US:70%-
PRC:15%, 15%). 9/90.

OTHER

London Securities Ltd. (Australia)
Bought a stake in the Huanggiao steam power station in
Huanggiao, Jiangsu Province. $1.5 million. 11/96.

Exxon Energy Ltd., a subsidiary of Exxon Corp. (US), China
Energy Investment Corp., a subsidiary of China Light &
Power Co. (HK)

Signed agreement to build a power plant in Shenzhen. 11/96.

Sithe China Holdings Ltd., a joint venture between Sithe
Energies, Inc. and AIG Asian Infrastructure Fund (US),
Government of Singapore Investment Corp.
Secured non-recourse financing to help build coal-fired power
plant in Tangshan, Hebei Province. $128.4 million. 10/96.

ADB

Will offer loan to Anhui Fuyang Thermal Power Plant to
develop thermal power technology. $2 million. 10/96
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Exxon Corp., Duke Energy Corp. (HK), a subsidiary of Duke
Power Co. (US)/China Huaneng Group Corp. (Beijing)
Will explore jointly opportunities to build coal- and natural gas-
fueled power plants in China. 9/96

Property Management
and Development

INVESTMENTS IN CHINA

Third Dragon Development Pte. Ltd. (Singapore)
Will build theme park and orchard in Jimo, Shandong Province.
$300 million. 10/96.

ING N.V. (Netherlands)/CITIC, Beijing Urban Construction
Group, Chaoyang District Authority (Beijing)
Formed joint venture to build 600 homes in Wangjing,
Guangdong Province, $23.6 million. 10/96.

Shinsegae Department Store Ltd. (S. Korea)/Shanghai Trade
Center Co.
Will set up Shanghai Trade Center Shinsegae Co. 1o sell
consumer goods at discounted prices. 10/96.

OTHER

Daewoo Corp. (S. Korea)
Won contract to construct Galilee World Trade Plaza in Beijing.
$200 million. 9/90.

Telecommunications

CHINA'S IMPORTS

Globalstar, a subsidiary of Loral Corp. (US)/MPT
Signed agreement to make MPT sole distributor of Goldstar
satellite telecommunications services from four planned ground
stations in China. 11/96.

Northern Telecom (Canada)
Will sell telephone switching equipment to Beijing
Telecommunications Administration. $25 million. 11/96.

Telefonaktiebolaget LM Ericsson (Sweden)
Won orders to supply AT&T and an unnamed Chinese partner
with wireless telephone technology. $580 million. 11/96.

Telefonaktiebolaget LM Ericsson (Sweden)
Won Guangdong Mobile Communications Corp. contract to
expand existing cellular telephone network. $280 million,
11/96.

Oy Nokia AB-Nokia Group (Finland)
Won contract to supply SDH transmission system for Nanning-
Kunming railway. 10/96.

Motorola Inc. (US)
Won Tianjin P&T Administration contract to expand municipal
GSM cellular network. 10/96.

Three-Five Systems, Inc. (US)
Will sell liquid crystal display modules to China for the
production of cellular phones. 10/96.

Siemens AG (Germany)
Will supply 1,500 km of SDH fiber-optic cable for Shanghai-
Dalian link. 10/96



Compression Labs Inc. (US)
Will provide video-conferencing equipment to the Gansu P&T
Administration. $4.7 million. 9/96.

Motorola Inc. (US)
Will provide paging network equipment to MPT. $11.7 million.
9/96.

Motorola Inc. (US)
Will supply equipment to expand the Shanghai municipal
cellular phone network, $40 million. 9/96.

INVESTMENTS IN CHINA

Vari-L Co., Inc. (US)/Chen-Hui Co. (Beijing)
Established joint venture to produce voltage-controlled
oscillators and phase-locked loop synthesizers for
telecommunication applications in Beijing. (US:51%-PRC:49%).
11/96

Deutsche Telekom AG, Siemens AG (Germany), American
International Group (US)/CITIC
Established joint venture to build cellular telephone networks
in Qingdao, Tianjin, and Wuhan. (Germany:25%, 15%, US:30%-
PRC:30%). 9/96

OTHER

Cable & Wireless PLC (UK)/MPT
Signed memorandum of understanding to engage in future
joint ventures. 11/96.

Societé Générale Asia
Arranged loan through 12 international banks for LM Ericsson'’s
expansion of the Shanghai mobile communications network
$22 million. 10/96.

Finland Telecom Mobile Link
Won MPT contract to supply automatic roaming service for
Chinese GSM mobile phone subscribers. 10/96.

Transportation

CHINA'S IMPORTS

Wirth Co. (Germany)
Sold two sets of open-time boring machines to China National
Technology Import and Export Co. for tunnel construction for
the Xian-Ankang Railway. 560 million. 10/906.

Howden Group PLC (UK)
Will provide two boring machines to drill the Qinling mountain
tunnel. $60 million. 10/96,

INVESTMENTS IN CHINA

Federal Technology Corp. (US)/Aviation Industries of China
(Xian)
Will establish joint venture to produce airplane engine parts in
Xian, Shaanxi Province. $25 million. 11/96.

Dalong Investment Group (HK)/Fujian CFC Zhongfu
Industries, Handan Guangda Co. (Hebei)
Established joint venture to build and operate highway in
Hebei Province. $28.9 million. 11/96.

China Merchants China Direct Investments Ltd. (HK)
Will invest in the Zhangzhou section of National Highway
N0.324 in South China. $10 million. 10/96,

Daihatsu (HK) Ltd., a subsidiary of Daihatsu Motor Corp.
(Japan)/Liuzhou Mini Motor Vehicle Plant (Guangxi)
Established joint venture to raise capital for minivan production
plant in Liuzhou, Guangxi Zhuang Autonomous Region.
5130 million. 10/96.

Fokker Elmo, a subsidiary of the Stork Group
(Netherlands)/China Precision Engineering Institute, China
National Airborne Equipment Corp. (Beijing)
Formed Langfang Fokker Corp. joint venture to manufacture
electrical harnesses for aircraft. 10/96

Iveco Fiat S.p.A., a subsidiary of Fiat S.p.A. (Italy)/Yuejin
Motor Group, Hangzhou Advanced Gearbox Corp. (Zhejiang)
Established Haveco joint venture to produce gearboxes.
$245 million. 10/96.

Ciba-Geigy Limited Group (Switzerland)/Xiangtan Chemical
Research Institute (Hubei)
Signed letter of intent to form joint venture to produce
pigments for automobile paints in Hubei Province. 10/96.

Mam and Lowlite Co. (France)/Nanchang Aircraft
Manufacturing Co. (Jiangxi)
Established Jiangxi Hongdu Scooter Co. joint venture to
produce motor scooters for export in Nanchang, Jiangxi
Province. (France:51%-PRC:49%). 10/96.

Lear Seating Corp. (US)/Jiangling Motors Co. Ltd. (Jiangxi)
Established Jiangling-Lear Interior System Co. joint venture to
produce automobile seats and interior trim. (US:50%-PRC:50%).
9/96.

Suzuki Motor Corp., Nissho Iwai Corp. (Japan)/Changan
Automobile Corp. (Sichuan)
Established Chongging Changan Automobile Corp. joint
venture to manufacture Suzuki's Alto passenger car model.
$92 million. 9/90.

Kansai Paint Co. Ltd., Asahi Chemical Industry Co., Ltd.
(Japan)/Sanxia Paints (Sichuan)
Established Chongqing Kansai Paints joint venture to produce
automobile paints in Chongging. $7.2 million. (Japan:45%, 5%-
PRC:50%). 9/90

Delco Electronics Corp., a subsidiary of General Motors
Corp. (US)/Shanghai Changjian Instrument and Meters
Factory
Established Shanghai Delco Electronics and Instrumentation Co.,
joint venture to manufacture automobile parts and instruments.
$30 million. 9/96

Cooper Tire and Rubber Co. (US), Kenda Rubber Industrial
Corp. (Taiwan)
Established joint venture to produce radial tires in Jiangsu
Province. $50 million. 9/96.

OTHER

Sunstrand Corp. (US)
Opened representative office in Beijing. 11/96.

China Airlines (Taiwan)
Opened Beijing representative office. 11/96.

China Eastern Airlines

Will offer passenger service via Shanghai between Beijing and
Sydney, Australia. 10/96.
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ADB
Will offer technical assistance to improve the capacity of road
networks in Sichuan Province. $600,000. 10/96.

Rosenbluth International (US)/China Merchants
International Travel Co. (Beijing)
Will join together to provide China-based clients with travel
management services. 10/96.

World Bank
Offered loan for Second Xinjiang Highway Project in Xinjiang
Uygur Autonomous Region. $300 million. 10/96

ADB
Offered loan for the construction of highway in Sichuan
Province. 8150 million. 9/96

The Export-Import Bank of the United States
Offered loan guarantee to support the sale of three McDonnell
Douglas aircraft to China Northern Airlines. $100 million. 9/96

The Export-Import Bank of the United States
Offered loan guarantee to support the sale of four Boeing
aircraft to China Southern Airlines. $332.7 million. 9/96

Miscellaneous
OTHER

Preston Gates & Ellis
Opened law office in Hong Kong. 10/96.

Lincoln National Corp. (US)
Made donation to initiate Abraham Lincoln lecture series at
Fudan University, Shanghai. $1 million. 9/96.

Copy General
Opened high-speed copying center in Shanghai. 6/96.
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POSITIONS WANTED

Translator posn sought w/ co in China. BA Chinese
(Mandarin), fluent written and spoken. Lived and studied in
Beijing and Shanghai. Exp translating legal documents for law
firm. Contact: Rob, Tel: 206/329-1561.

Counsel: China-related transactions & litigation. Chinese & US
law degrees from top schools, 5 yrs exp in both countries.
Well-connected in PRC, PR skills, multiling, computer lit. Will
reloc/travel. Seeking intl legal or bus posns or mainstream law
practice or developing China practice for US firms/corps.
Contact: Bill, Tel: 718/321-2632.

China market specialist w/ US MBA, over 10 yrs solid exp
in China. Seeking mngmnt posn in mrktng and sales w/ multi-
national co in PRC. Bilingual Chinese/English. Contact: David,
Tel: 818/293-8389.
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B US Corporate Practices in China, /une 199
A look at charitable activities US companies have become involved
with in China.

B Hong Kong's Transition to Chinese Sovereignty,
October 1996
The latest outlook on the legal and business issues affected by the
Hong Kong transition.

W China and the WTO: A Reference Guide,
November 1996
A comprehensive look at the full range of WTO requirements as they
may apply to China.
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Heart to Heart

Heart to Heart

AIRLIFT
Yo X hiba

Help send this gesture of goodwill to the people of China!

he Government of the People’s Republic of China has launched a five-year *“Poverty
Alleviation Campaign™ to help people it has identified in west and southwest China
who face shortages of food and basic supplies such as medicines. As doors to trade
open wider between China and many new members of the global community, the time
is ideal to organize a medical airlift as an expression of friendship. Heart to Heart
International has decided to do just that.

Heart to Heart is sending a medical airlift in April 1997

* An airlift of 50 tons of pharmaceuticals and medical supplies worth millions of dollars will be
sent to hospitals in Chengdu and rural areas of the Sichuan Province.

* Pharmaceutical companies, key corporations, and individuals in numerous countries can help
support this humanitarian airlift.

* Heart to Heart is working with the U.S. Embassy, the Division of International Non-govern-
mental Relations for the China Ministry of Health, professionals in the health care system, and
numerous caring corporations and individuals to coordinate the shipment.

* Federal Express is providing aircraft, EAS International Ltd. will provide in-land transporta-
tion, and McDonnell Douglas Corporation has offered a leading cash gift. Heart to Heart seeks to
raise $300,000. Co-chairing the project will be FedEx’s CEO Fred Smith and Michael Sears,
President of Douglas Aircraft Company .

« A delegation of Heart to Heart staff, business leaders, health care professionals, and others will
join the China airlift and distribute supplies, pro-
viding manpower, credibility, and accountability.

* Heart to Heart International is a grassroots
network empowering volunteers to mobilize
resources to meet needs throughout the world. The
organization facilitates projects that alleviate
human suffering. With this China Airlift, Heart to
Heart will surpass the $100-million mark in dis-
tributing aid— medicines, medical supplies,
nutritional products, and other provisions. Heart
to Heart has organized 17 major medical airlifts,
responded to disasters with volunteers and sup-
plies, and launched a program to meet the needs of
the poor in the United States. More than 98 per-
cent of Heart to Heart contributions go directly to its rehefl efforts.

Call Heart to Heart for more information! 001-913-764-5200
E-Mail: 102223.1246 @compuserve.com
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