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BAKER & MCKENZIE

Shanghai Office
Opening

Baker & McKenzie is delighted to announce the official
opening of its Shanghai office - the firm's second office in
mainland China. With the new office in Shanghai and offices
in Hong Kong, Beijing and Taipei, Baker & McKenzie offers
a unique platform from which to provide legal services
throughout Greater China. With a history of over 30 years in
China, Baker & McKenzie has extensive experience in assisting

multinational, Hong Kong and mainland Chinese firms doing

BAKER & MCKENZIE business both locally and abroad.
U13e - % & B E PR IHE 55 A o o ‘ ‘ _
b g 44 3 4} The office in Shanghai will provide a full complement of

. . legal services in the areas of Corporate & Securities; Venture
Unit 1601, Jin Mao Tower,

88 Century Boulevard, Pudong, Capital: Mergers & Acquisitions; Technology, Media &
Shanghai 200121,

People's Republic of China
Tel: (86-21) 5047-8558
Fax: (86-21) 5047-0020
Email: chinalaw @ bakernet.com & Resorts: Employment: and Property.

Telecommunications: Intellectual Property; Construction;

Major Projects & Power: Banking & Finance: Taxation; Hotels

For further information on our China capabilities, please contact one of the following partners:

Beijing — Bing Ho Hong Kong — Winston Zee  Shanghai — Danian Zhang Taipei — David Liou
Tel: (86-10) 6505-0591 Tel: (852) 2846-1917 Tel: (86-21) 5047-1617 Tel: (886-2) 2715-7238
Email: bing.ho@bakernet.com Email: winston.zee @bakernet.com Email: danian.zhang @bakernet.com Email: david. liou@bakernet.com
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Hardyville is Jayson's
two-stoplight base
of operation.

Yet his shipping network
reaches billions of customers
who haven't the slightest clue
where Hardyville is.

Hardyville is dedicating its
third stoplight to Jayson.

Billions of people. Billions of opportunities. Capitalize on the fastest growing market in the world with

dEx Expres terr ' 5. Take advantage of our inside trading route to hundreds of cities
in Asia, giving you access to millions of customers thousands of miles away. Plus, every delivery destination is
backed by a Money-Back Guarantee® on our most popular services. Suddenly, you're an international player

that just can't lose. Want to be a modern day Marco Polo? Don’t worry. There's a FedEx for that."
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A Message from
George H. V. Bush,

Alst President of the United States

he US-China relationship has pro- At the center of this success has been the
grc-\scd much over the decades. Us-China Business Council, providing
Our diplomatic and economic con- American companies support and guidance
tacts have grown and laid the foundation in helping to expand the economic contacls
for continued expansion and cooperation. between our two countries. | congratulate
At the same time China has taken vast the US-China Business Council on its work
strides 1O provide a more prosperous envi-  and continued commitment 10 strengthen-
ronment at home and 1O play an increas-  Ng the US-China relationship. Since my
ingly important role in the world. own days in China, | have seen what a valu-
able resource the Council has been 1O

During these decades, US business has American business, and 1am delighted that
playcd an increasingly jmportant role in  this strong tradition continues as the

helping China shape its economic future. Council marks 3() years of service.
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A Message from
Wu Yi,

State Councilor, State Council, People’s Republic of China

Face the Future:

Develop China-US Economic and Trade Relations
—Written on the occasion of the thirtieth anniversary
of the establishment of the US-China Business Council

Wu Yi
January 2003
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Celebrating 30 Years

hirty years to the day after President Richard

Nixon’s historic arrival in Beijing on February 21,

1972, when he emerged from his Boeing 707, hand
extended, to grip Premier Zhou Enlai’s hand in what Pre-
mier Zhou described as the longest handshake in his-
tory—across an ocean and a gulf of more than 20 years—
President George W. Bush’s Boeing 747 touched ground
in Beijing. Trade was a key component of that 1972 rap-
prochement and, indeed, Premier Zhou requested that
President Nixon establish a “peoples’ organization” to deal
with bilateral trade issues in the absence of diplomatic re-
lations. Thus, 30 years ago this month, the National
Council for United States-China Trade, as the US-China
Business Council was then called, was born. Total two-
way trade in 1972 amounted to $95.9 million. In 2002,
this amount reached $120 billion. You must be doing
something right!

Ambassador Christopher H. Phillips, Melvin W. Searls,
Ir., Eugene A. Theroux, Nicholas Ludlow, and myself were
among those intrepid carly pioneers at the National
Council. I recall reading the New York Times article an-
nouncing the Council’s establishment and Ambassador
Phillips” appointment. I was in my second vear of law
school. In 1964, my dad had advised me that China was
the future and, in 1968, the US Air Force had taught me
Chinese. I was ready and immediately wrote to Ambas-
sador Phillips to apply for a summer job.

The summer job researching and writing about the
first technology licensing transactions between United
States petrochemical companies and China’s TECHIM-
PORT (now China National Technical Import and Export
Corp., or CNTIC) and about early intellectual property
rights issues in China turned into a full-time job when the
China Council for the Promaotion of International Trade
(CCPIT), the Council’s host organization in China, sud-
denly approved the Council’s application to establish an
office at the semi-annual Guangzhou (Canton) Trade Fair,
then the conduit for the overwhelming majority of
China’s foreign trade. Would | consider dropping out of
law school temporarily to travel to Guangzhou to estab-
lish the Council’s trade facilitation office at the Dongfang

1973-2003

A Message from
Clark T. Randt,

Ambassador of the United States of America to the

People's Republic of China

Hotel for the Fall Tour of 1974 and, afterwards, travel to
Beijing for meetings with the CCPIT, the eight Chinese
foreign trade corporations, and the chief of the United
States Liaison Office in Beijing, George H. W, Bush? 1 did
not have to be asked twice.

I shall never forget departing the Hong Kong Peninsula
Hotel in September 1974, on foot with a caravan of trol-
leys being pushed by a fleet of white-jacketed bellmen
from the hotel. We followed the train tracks along the har-
bor’s edge to Victoria Station. The train stopped at the
Lowu Bridge, in those days a narrow wooden trestle sepa-
rating Hong Kong from the mainland. We disembarked
from the Hong Kong train and crossed the bridge on foot.
On the mainland side, I was greeted by young People’s Lib-
eration Army soldiers in baggy uniforms and was quickly
taken aside by Chinese Customs officers, curious to know
what was in all my trunks and boxes. | recall that, as the
Chinese soldiers and Customs officers led me and my
cargo away for inspection, a traveler on the train from
Hong Kong yelled cheerily in a thick British accent, “Lock
the Yank up and throw away the keys!” [ was not reassured.

Our bilateral trade and investment with China has
been the cornerstone of the US-China bilateral relation-
ship. When [ first arrived in Beijing to take up my post as
ambassador in July 2001, the question that every Chinese
leader asked me was, “When is the US economy going to
recover?” The direct link between the United States” econ-
omy and China’s economic growth and reform is clear.
For 30 years, the Council has ably shepherded this critical
component of our bilateral relationship through good
times and bad, bringing our two great nations and peo-
ples closer together through mutually beneficial trade and
investment.

Today, under the superb veteran leadership of Bob
Kapp, the Council continues to serve its members
through its permanent offices in Beijing and Shanghai
and, of course, through its principal office in Washington,
DC. Tam proud to have played a small part in the Coun-
cil's history, congratulate you on your thirtieth birthday,
and wish you continued success for the future.

March-April 2003
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i Network Power™ provides critical redundant power and cooling
systems to help keep high-speed data and telecom businesses up and running. E M E RSO N .
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THE ”/,/15Y STOWELL COMPANY

— your partner in China!

The WIS Stowell Company was a founding member of The
US-China Business Council (USCBC) in 1973, which
continues its membership and support today. Christopher

Stowell, President, accompanied USCBC to host the first
Chinese official delegation's visit to USA in 1977, arranged by
China Council for Promotion of International Trade (CCPIT).
At this celebration of USCBC's 30th anniversary, The WIS
Stowell Company wishes to thank USCBC for its invaluable
contribution to fostering US - China trade. At the same time, we
wish to thank our Chinese friends in CNPC, Petrochina,
SINOPEC, CNOOC and all of our friends working in China's
oil fields for over 30 years of cooperation and business together.
We have truly accomplished a lot together to build China's
petroleum industry to such high levels!

R R i 2 WK 2 ¥
BOISMSIEWRE!

www. JSG-drillpipe.com /contactus.htm

-— Christopher Stowell (left) was signing
China's first Drill Pipe Joint Venture Contract
with CNPC official Mr. Zhang and Jiangsu

partner Mr. Xu

XEAATHEHRATARETRELEAZRSE (USCBC)
BEVIMBERIMMLIBRER. HFAHRRENZHES.
FE197745 . RRARRESREERCEEPEEFR S RIHEER
REMRHAT. BRAXTHASLAZAMBERIN—ERET
F—RERADiAEEHFEETRRE!
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Bl PRANGERELAFAURAAPERHRTI VRO
1. BEARZXAZENXAZN. PENTHILEHRER
BRE A KA
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MSC ANNOUNCES
NEW PENDULUM SERVICE
LINKING U.S. WEST COAST

GULF AND ATLANTIC COAST
WITH EAST ASIA

SAVANNAH

MANZANILLO

Mediterranean Shipping Company (MSC) now offers an all Water
Pendulum Service from East Asia to the east and west coasts of the U.S.

Port rotation: Ningbo, Chiwan, Hong Kong, Busan, Tokyo.
Los Angeles, Manzanillo (Mexico), Freeport (Bahamas)
to Savannah and New York.

The ports of Baltimore, Norfolk, Charleston, Jacksonville, Miami. New
Orleans and Houston, are served by express relay through Freeport.

MSC is the third lareest container carrier in the world and covers
all major destinations around the globe.

MEDITERRANEAN SHIPPING COMPANY e NG
(212) 764-4800, NEW YORK CLOSER
www.mscgva.ch

HOUSTON  LOS ANGELES

ATLANTA BALTIMORE BOSTON CHARLESTON CHARLOTTE CHICAGD CLEVELAND DALLAS DETROIT
7 1-0037  410-631-7567 617-241-3700 843-971-4100  704-3F 0 B847-296-5151 440-871-6335 972-239-5715  734-955-6350 71 ) 949-660-11(

MIAMI NEW ORLEANS NORFOLK WILMINGTON, N.C.  MONTREAL, CAN TORONTO, CAN  VANCOUVER, CAN
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A Message from
Yu Xiaosong,

Celebrating 30 Years
1973-2003

Chairman, China Council for the Promotion of International Trade

n the occasion of the 30th anniver-
sary of the US-China Business
Council (USCBC), | would like, on
behalf of the China Council for the Promo-
tion of International Trade (CCPIT), to ex-
tend the heartiest congratulations to our

30-year coworker in the advancement of

US-China trade.

The USCBC pioneered the promotion
of business and trade cooperation between
the United States and China. Between 1973
when it was established and 1979 when
diplomatic ties between the United States
and China were officially launched, the
USCBC did a great deal to help resume and
develop bilateral trade, bringing American
trade missions to China, hosting Chinese
economic and trade delegations—includ-
ing CCPIT delegations—in the United
States, and actively facilitating business
contacts and information exchanges be-
tween exporters from the two countries. All
these efforts later translated into increased
understanding and friendship between the
two peoples and accelerated momentum
toward the diplomatic relations of the two
countries,

Since the forging of diplomatic rela-
tions, the USCBC has been committed to
the continued, rapid, and steady develop-
ment of bilateral business, making itself a
salutary bridge between the business com-
munities of the United States and China.

Over the vears, the USCBC has worked un-
remittingly to safeguard the foundations
for further business engagement of the two
countries, to look for proper solutions to
problems cropping up in US-China busi-
ness cooperation—such as MEN [Most Fa-
vored Nation] issues—and advocate for
China’s entry into the World Trade Organi-
zation. All these actions, unquestionably,
were of great significance in achieving a
win-win US-China trade relationship.

Over the past 30 years, the CCPIT and
the USCBC have worked closely with, sup-
ported, and sustained each other and thus
fostered a close friendship. In the years to
come, it is CCPIT’s most sincere hope that
the USCBC will build upon its strong posi-
tion and respected reputation in US-China
business circles, and make full use of its ex-
tensive knowledge and expertise, to sup-
port the further development of bilateral
trade, and economic and technological co-
operation.

May the US-China Business Council en-
joy progress and prosperity in the upcom-
ing years!

/@\ At

Yu Xiaosong, Chairman
January 2003
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Celebrating 30 Years

s our Boeing 747-400 gathered speed, rolling

down the broad runway of the Shanghai Pudong

International Airport, and lifted off to begin a
leisurely climb to its assigned cruising altitude, I was cer-
tain of only a single fact—it was Sunday morning, Octo-
ber 20, 2002. I was heading home to California after a
whirlwind 10-day visit to Beijing, Nanjing, and Shanghai.
The sights and sounds of modern China had left me in a
sort of breathless haze, suspended somewhere between
the China of 25-30 years ago and the vibrant, energetic,
and modern society of today.

Of course, I'd made many trips to China since the
restoration of US-China diplomatic relations in 1978, but
I must admit I was unprepared, although repeatedly fore-
warned, for what I'd just experienced. How does one ade-
quately measure or describe the magnitude of the changes
that have taken place in China in three decades, especially
in the private business sector? How easy it would be to
forget how different conditions were only 20 years ago
and mistakenly assume that today’s modern China had al-

ways existed.

However, that’s not a mistake I could make, for I've
been a first-hand participant in China's rapid moderniza-

tion and recognize fully the staggering dimensions of

China’s economic revolution to date. So as [ settled back
in my seat for the long flight home, I couldn’t help but let
my mind drift back 30 years to the beginning of the US-
China Business Council (then the National Council for
US-China Trade) and its fledgling efforts to promote the
establishment of US-China commerce. I'm sure none of
us involved then could have envisioned today’s reality.

In those carly days, China’s trading relations, like those
of other countries under a communist system, consisted
almost entirely of government-to-government barter ar-
rangements. Centralized state planning determined what
was to be produced and where, and at what price it was to
be sold. If the Chinese Communist Party planners needed
resources from abroad, a trade delegation was assembled,
armed with the appropriate shopping list of domestic
needs and goods which could be bartered, and dispatched
abroad (usually to a member of the Communist bloc),
where a trade agreement was negotiated and signed for
the upcoming five-year plan. Then trade followed.

1973-2003

Reflections on Three
Decades of China Business

David Tappan

David Tappan is retired chairman and CEO of Fluor Corporation,
and former chairman of The US-China Business Council (1980-1981).

In the six years following the Shanghai Communiqué
(February 28, 1972), the semi-annual Guangzhou (Can-
ton) Trade Fair offered the only point of contact with
China’s procurement organization for US firms attempt-
ing to gain a toehold in that potential market. Shenzhen
was the only point of entry into China, and I'll never for-
get my first trip by train from Hong Kong to Shenzhen,
carrying my bag across the bridge over the Shenzhen
River and clearing Chinese Customs and Immigration
under the watchful gaze of People’s Liberation Army sol-
diers armed with fixed bayonets. Then it was by Chinese
train to Guangzhou and a General Administration of
Civil Aviation of China (CAAC) plane to Beijing, or else-
where, as arranged by one’s government sponsor.

Transportation, communications, and accommaoda-
tions were primitive by any standard. All activity was
monitored, night and day. The government bureaucracy
owned everything and operated at a snail’s pace. Such
common business terms as “profits” or “loan” or “interest”
had no meaning to the Chinese officials with whom we
dealt. Their only concern was performance under the
terms of the current five-year plan mandated by the cen-
tral government. In short, every aspect of what we call
“business infrastructure” was missing.

Despite these formidable barriers to doing business as
we knew it, contracts did get negotiated and signed, and
US-China trade did start. Agreements were comprehen-
sive because there was no body of commercial law for ref-
erence. Payment terms were excruciatingly dithicult to ne-
gotiate and required Bank of China guarantees of
currency convertibility, backed up by foreign bullion re-
serves, to be credible.

This was basically the situation in 1984, when Deng
Xiaoping, then chairman of the Chinese Communist
Party Central Advisory Commission, announced that
China would open up to the world and reform its urban
economy. Imagine the excitement! China's first reforms
were agricultural: Farmers, once they had met state plan-
ning quotas, were free to sell any surplus at whatever
prices they could realize and keep the proceeds them-
selves rather than return them to the central government.
These incentives for farmers led to an explosion in farm
output.

16
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All principal Chinese leaders cautioned that opening
urban markets would be significantly more complex than
agricultural reform, but Deng stated that China’s future de-
pended upon taking the risk. These dramatic announce-
ments took place during a three-day symposium spon-
sored by China International Trust and Investment Corp.
in Beijing at the Great Hall of the People, October 4-6,
1984. Roughly 50 industrial leaders from Japan, the United
States, and Western Europe were invited. David Scott,
chairman of Allis-Chalmers Corp. and the US-China Busi-
ness Council; Ambassador Christopher H. Phillips, presi-
dent of US-China Business Council; and 1, as chairman
and CEO of Fluor Corp., were privileged to attend and
make presentations on various aspects of US-China trade.

All of us present at the conference realized that we were
witnessing a dramatic and revolutionary change (for the
better in our view) in China’s economic policies, and each
of us had no doubt that this new direction would lead to
greater foreign investment—so necessary to the country's
modernization goals. Naturally, there were skeptics. Could
foreign investors rely on such radical policies to remain in
place long enough to realize reasonable returns on their
investments? Deng stated that the new policies would re-
main unchanged for 50-70 years. “Were any change to oc-
cur,” he stated, “it could only be that China would be open
still wider.” Deng further called for China—isolated from
world commerce for decades—to quadruple its GNP (at
that time roughly $312.5 billion) by 2000. Though it
seemed like wishful dreaming to those present at the time,
by 2000 China had surpassed its target. What a stunning
achievement without having the economic wheels come
off! If China’s GNP per capita were ultimately to equal
South Korea's—surely a reasonable possibility—it would
reach $10 trillion, putting China’s economy roughly on a
par with that of the United States.

By the mid-1990s, the final chapter in China’s transi-
tion from central planning to market competition lay in
reforming its ailing state-owned enterprise (SOE) sector,
long the weak link in the economy. Earlier steps to re-
move SOEs from under the various government min-
istries had begun the process. Now, China needed to
complete the conversion of these organizations to stand-
alone, profitable business units, as they were still a signifi-
cant burden on the economy.

In 1998, China’s newly appointed premier, Zhu
Rongji, promised that within three years he would suc-

cessfully reform these giant enterprises and eliminate
their central government subsidies.

Whether that promise has been totally fulfilled is de-
batable, but there is no doubt that significant progress
has been realized. In four years, state-sector employment
in cities fell by 30 percent. Downsizing in SOEs and con-
solidation of small- and medium-sized state companies
have streamlined operations. The state railroad system
has slashed more than 4 million jobs, while the largest oil
company cut its ranks by 600,000. This streamlining is
essential for China to compete in the marketplace in the
future. China’s system of lifetime employment appears
near an end.

As China passes into its second year as a member of
the World Trade Organization, economic policymakers
must do all they can to maintain rapid growth. Thus,
bath domestic and foreign private firms are needed to
shoulder the major responsibility of new job creation.
The hosting of the Summer Olympic Games in Beijing in
2008, and the Shanghai Expo in 2010, will fit nicely into
this job-creation objective,

Of course, a great deal remains to be done if China is
to realize its goals of joining the ranks of major global
economic powers. In my October 17 visit with Premier
Zhu Rongji in Beijing, he stressed the importance of im-
proving air quality and enhancing the aesthetics of city
life by planting trees and establishing greenbelts. Because
of environmental considerations, coal mining is to be
discouraged and perhaps replaced with natural gas.
Overall, he emphasized that the next phase of China’s de-
velopment is to modernize the western region and,
specifically, inland cities—formidable challenges but no
more so than those previously met. All were invited to
spread the word about developing western China and to
participate actively in its future.

Before dozing off on the return flight, I concluded
that my experiences in modern China were not part of
any dream, but definitely today’s reality. If | were to
dream about what lies ahead for this great country, I
could only predict exciting developments, perhaps far
exceeding those of the past several decades. If I am right,
the US-China Business Council will be very busy fulfill-
ing its role in promoting US firms’ participation in
China’s future. 5t
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Robert A. Kapp

PRESIDENT, THE US-CHINA BUSINESS COUNCIL

The US-China Business Council
Turns 30

hirty vears ago, when | myselt was thirty, every American under that age knew the saying,
“Never trust anyone over thirty.” That dark admonition was the legacy of the late 1960s, a
time when young people in many countries had grown powerfully disenchanted with the

world created by their elders. The age of thirty was the dividing line; above it lay the “old regime”

and the old world, beset by hypocrisy and repression. Below it lay the makers of the new world,

pure, honest, and free.

I never really subscribed to that world view,
even as a student in the 1960s, and once 1 passed
the age of thirty myself I didn’t see much merit
in it at all.

Now, thirty years later, as the US-China
Business Council turns thirty, I think of the
thirtieth birthday as the beginning of a rich and
full stage of life. I like to think that the Council’s
thirtieth anniversary, which coincides almost
exactly with the commencement of the contem-
porary US-China encounter, is an announce-
ment of an even fuller and more productive era
ahead, not only for the Council and its member
businesses, but more broadly for the United
States and China in global affairs.

The Council marks its birthday this spring
with a visit to China by many members of its
board of directors, leaders of renowned
American companies that have built extensive
activities in the PRC with Chinese customers,
partners, and suppliers. As it happens, the
Council chair under whose leadership we visit
China is Philip M. Condit, chair and CEO of
The Boeing Company, whose sale of ten 707 air-
craft in 1972 boldly signaled the beginning of a
new era of commercial engagement between the
United States and China. The board’s brief visit
to China this spring, when new leading figures
in China’s central and provincial governments
take up their posts, offers us a chance to reflect
with our Chinese counterparts and hosts on
what has been achieved thus far, and what new
tasks confront us today.

[t is appropriate, on this occasion, that our
Council’s magazine, The China Business Review,
focus on the Council’s thirtieth anniversary. In
this special CBR, we look back, as Americans

and Chinese involved in this long and complex
relationship regularly do when milestones loom.
But we also look forward—a riskier and more
uncertain enterprise, perhaps, but one which
Americans and Chinese alike need to undertake
more intensely. Where are the United States and
China going, separately and together, in a per-
ilous world? What will China, now in the midst
of such far-reaching economic and social
changes, be by 20337 Will the intellectual and
material forces in both countries that lead in the
direction of convergent interests exert more
weight than the forces that see friction and con-
flict as the inescapable destiny of our two coun-
tries? In the crude vernacular of America’s
western frontier, is the world “big enough for
both of us™? Both in business terms and more
broadly, Americans and Chinese should be
thinking about such questions and seeing where
and how they can contribute to greater harmony
of interests between the United States and the
People’s Republic of China.

Now, there are different ways of looking at
thirty years. If we start counting Chinese history
from the beginning of the Shang Dynasty, sup-
posedly 1122 BC, our little thirty years comes to
less than one percent of the total sweep. On the
other hand, three decades take up nearly 15 per-
cent of the history of the United States.

In the context of the past century of more
intensive US-China relations, this most recent
thirty year period, with steadily increasing eco-
nomic and commercial engagement at its core,
is emerging as a longer and perhaps more stable
phase than anything that came before, in spite of
significant ups and downs. From the fall of the
Qing Dynasty to Pearl Harbor and American
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involvement in the Pacific War—29 years. From
the start of the Sino-Japanese War in 1937 to the
establishment of the People’s Republic, with the
accompanying estrangement of the United

States and China—12 years. From the collapse
of US-PRC relations in 1949 to the reopening of
contact—23 years.

Will these past thirty years soon be interrupt-
ed by another radical change of direction? 1, for
one, think not. We are in a period of dynamic
change, both domestically and internationally,
but also of an underlying continuity that
promises to endure, in spite of recurrent

changes of pace. Again, the economic engage-
ment of the United States and China, for all of
its fluidity, is the key thread of continuity reach-
ing into the future.

Look back for a moment in the other direc-
tion, from 1973 to 1943. What was happening in
US-China relations in 1943? The United States
and China under the Kuomintang were uneasy
wartime allies against Japan. Much of China was
under Japanese occupation. In 1943, the United
States finally ended “extraterritoriality,” the hun-
dred year-old system that placed Americans
(and other foreigners whose nations signed sim-
ilar treaties with China after the Opium War) in
China bevond the reach of Chinese law and
came to symbolize to generations of patriotic
Chinese the trauma of foreign intrusion and
domination. In 1943 the great Honan Famine
was petering out; millions had starved. The
retail price index (1937=100) in Nationalist-
controlled China passed 22,800, on its way to
the 874,000,000 mark of late 1948 and the
1,000,000,000 level at the moment of regime
change in 1949. Civil war lay just around the
corner in China.

The three decades since 1973, when the US-
China Business Council got its start, have been
dynamic, and there is reason to expect that the
next three decades will be, too. The emergence
of China as an increasingly vigorous player in
the world economy is a long process whose end
is not in sight. The texture of the US-China rela-
tionship continues to change, with cach side
viewing the other through the prism of great-
power requirements and aspirations in increas-
ingly complex ways. The two countries have a
long way to go in contronting the profound
stresses that now define the human condition

generally, as well as the challenges to each
nation’s distinctive economic and political sys-
tems.

But no one dreams of setting the clock back.
The task for Americans and Chinese—in busi-
ness, but especially in government and in the
realm of public opinion—is to manage a future
whose promise is real but not guaranteed; to
pursue genuine, not simply rhetorical, “mutual
benefit”; to accept the possibility that the other’s
interests are legitimate without discarding one’s
own; to prosper with, rather than at the expense
of, the other. At the heart of this deepening and
broadening interaction is the economic engage-
ment embodied in the work of the US-China
Business Council and its hundreds of member
companies.

Our thirtieth anniversary China Business
Review seeks to bring creative and knowledge-
able writers to expound on the broad contours
of US-China engagement since the US-China
Business Council opened its doors, and to look
to the future as well. We hope our readers in the
United States, in China, and throughout the
world will find food for thought, and grounds
for optimism, in this CBR’ reflections on where
we have been, where we are, and where we can
go in the future,

The US-China Business Council takes this
opportunity to extend its deepest appreciation
to the hundreds of American companies that
have given the Council its life and its mandate
for three decades, and to the countless Chinese
friends who have worked so closely with our
Council year after year. Our special thanks to
our counterpart organization, the China
Council for the Promotion of International
Trade, which celebrated its own fiftieth anniver-
sary in 2002,

The willingness of people of good will in
American and Chinese government service has
enabled us Lo serve our constituents and the
broader cause of strengthened US-China rela-
tions; we extend our thanks and our welcome to
them.

Finally, my personal thanks to all Council
staft members, in Washington and in China,
who serve the Council today, and to all those
who have come before over three decades. The
Council’s soul is its great staff, and they will

keep the Council strong tomorrow.
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to The Us-China Business Council on its 30th anniversary.
We wish you many more years of providing quality insight
and information to the US-China business community.
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Asia, Europe and the US,
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The State of

L}S-China Relations

Lessons from the past,
questions for the future

Lee H. Hamilton

he US-China relationship is the most complex bilateral
relationship for the United States. Over the last 30
years, Sino-American relations have undergone an
impressive transformation from animosity and conflict to
candid dialogue and constructive cooperation. These two
vast and complicated countries have found common ground
on issues of trade, investment and, more recently, security.
But key issues remain unresolved, and the potential for
troubling divergence is real as China becomes an economic
powerhouse, a military force in Asia, and a potential rival to
US hegemony.
The future of Sino-American relations is fraught with
questions. Will Taivwan declare its independence, or will it be
integrated into the People’'s Republic of China? Will

American missile defense trigger a Chinese arms buildup, or

Lee H. Hamilton
is director of the Woodrow Wilson International Center for Scholars in Washington, DC.
He served as a member of the US House of Representatives from Indiana for 34 years
and as chair and ranking member of the House Committee on
International Relations and the Joint Economic Committee.
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New York Life Salutes
U.S. China Business Council
on its 30th Anniversary

New York Life is proud to be a member of the
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U.S. China Business Council and congratulates

the organization for being a vital link in strength-
ening economic ties between the United States
and China for 30 years. New York Life's values of
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financial strength, integrity and humanity are well
represented in our association with the Council,
and we wish them well.
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@h%‘l on terror has put the

rican relationship on

lig%ting, but the potential

for a negative turn remains.

will the two militaries strengthen their ties and
cooperation? Can China’s one-party system sus-
tain itself in a market economy, or will China
undergo drastic political change? Will China
prove hospitable to human rights, or will it
remain a rigid, state-controlled society?
Uncertainty about these and other crucial ques-
tions is real, and momentous choices remain for
Chinese and American leaders. If the last 30
years are taken as a guide, the leaders of tomor-
row can best face these challenges by construc-
tively engaging in pursuit of common interests.

The economic ties that bind

Overlapping interests between the United
States and China have been predominantly in
the economic sphere. China’s drive to become
an economic power has been simply astonish-
ing. Growth rates have frequently approached 10
percent per year over the past 10 years, and in
2002 China was the recipient of more than $30
billion in foreign investment. There are now 2
million private companies in China, an emerg-
ing middle class, and ambitious infrastructure
development projects. China is a global center
for manufacturing and a regional economic
power, particularly since the Japanese economy
has stalled. This level of economic openness and
growth in China was unthinkable 30 years ago
and owes much to the relationship between the
United States and China.

On trade and investment, there has been con-
siderable common ground and many areas of
mutual interest between the two countries. The
United States has pursued commercial opportu-
nities, exports, and profits in China; China has
sought US investment, technology, and support
for Chinese accession into global trade regimes.
US support for trade and investment in China
has matured from Most Favored Nation status in
the 1980s and 1990s to China's integration into
the World Trade Organization (WTO) in 2001.
China has in return demonstrated a willingness
to open up its state-owned economy, dramatical-
ly reducing tariffs, overhauling laws and regula-
tions, and permitting greater private ownership,
property rights, and transparency.

China still has a long way to go in reforming
its economy, however. China's WTO compliance
record so far is mixed, and it must continue to
improve protection of intellectual property
rights, remove import quotas on agricultural
goods, eliminate regulations that discriminate
against foreign products, and establish more
efficient and vigorous independent regulatory
agencies. China is also faced with ongoing prob-
lems with inflexible state-owned enterprises, bad
loans in state banks, unfunded pension systems,
and widespread corruption. But today’s vibrant
and developing China still bears little resem-
blance to the economy of the early 1970s. The
ties afforded by this development have bolstered
Sino-American relations beyond the balance
sheet: Americans and Chinese now do business
together, travel to each other’s countries, indulge
in common sports and entertainment, and shop
for the same name brands.

Though economic cooperation has been
increasingly robust, the lack of political reform
in China has proven to be an impediment to
strengthening Sino-American ties. The Chinese
Communist Party (CCP) has opened the econo-
my while maintaining a one-party state in which
power is concentrated in a few dozen individu-
als, and dissent has been repressed. China is
undergoing a stunning modernization, but ordi-
nary Chinese have very little say in the process.
I'his balancing act has raised difhculties as the
incompatibility between a free market and one-
party rule becomes evident; China could be
approaching a crisis in governance, with a decay
in the Party’s authority, a deteriorating state
capacity, and rising tensions between the regime
and society. To many observers, it appears that
China has to implement some strategy of politi-
cal reform without delay, including legislative
measures, legal system elections, and an empow-
erment of civil society. But the CCP is both
determined and resilient, and the choice
between working with a largely repressive entity
or encouraging potentially destabilizing dissent
has proven difficult for American policymakers.

Political reform

The United States has struggled to advance
the cause of human rights and political reform
in China. We have tried private diplomacy, pub-
lic criticism, and economic sanctions—none of
which have had particularly satisfying results.
Human rights of all kinds in China—civil, polit-
ical, women’s, religious, and ethnic—remain
among the most restricted in the world. The
issue is a difficult one because Chinese and
Americans approach it from different perspec-
tives. Americans see a stultifying authoritarian
government that denies—sometimes brutally—
universal rights and freedoms; many Chinese
counter that economic and social rights are
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more important than political freedoms, and
that the economic progress of the last 25 years
therefore represents an impressive advance of
human rights. The growth in economic open-
ness presents an opportunity for human rights
in China—as new people and ideas flow across
the Chinese border, the potential for accompa-

nying political and social change grows. But
until there is real political change in China,
human rights will persist as a glaring concern
for Americans and American policymakers.

Security

Other areas of concern for Chinese and
American policymakers are principally in the
security arena. Chief among these is the future
of Taiwan, which remains the most volatile
point of tension in the US-China relationship.
China has been persistent in its claim on
Taiwan, simultancously pursuing military
buildups across the Taiwan Strait and closer
links in commerce and trade with the island.
The United States formally embraces a “one-
China” policy, and, despite statements made
early in the Bush Administration, we have gen-
erally maintained strategic ambiguity with
regard to Taiwan—we have dissuaded Taiwan
from declaring independence, while keeping
China guessing about a US response to an
unprovoked Chinese offensive.

Taiwan arouses passionate and historically
rooted sentiment on both sides, and this has
periodically led to inflamed rhetoric and escalat-
ed tensions. A principal goal on both sides has
been—and should remain—the avoidance of
military conflict over Taiwan. The United States
should avoid provoking China over Taiwan, and
China should not pursue military coercion in
seeking to unify the island with the mainland.
The future of Taiwan remains in question, but it
is a question that should be worked out quiet-
ly—not through war, but through negotiation,
commerce, and the passage of time.

Another area of concern between the United

States and China has been in weapons technology

and proliferation. China is one of a few nations
with the ability to inflict great nuclear harm on
the United States, and has pursued a minimum
nuclear deterrence capability. The United States
has also accused China of exporting dangerous
weapons and missile technology to countries like
Pakistan and North Korea. Tensions have ebbed
somewhat, as the 1990s saw the successful incor-
poration of China into several nonproliferation
regimes, and China has recently announced a
plan to limit its exports of missiles and other
dual-use technologies. But US plans to build a
missile defense system and China’s goal of
upgrading its nuclear capability ensure difficult
times ahead. China will be provoked by any US
attempt to eliminate its deterrence capability

through a missile shield, while the United States
will oppose a nuclear arms buildup in East Asia.
Potential flashpoints such as the Korean peninsu-
la and Taiwan could further complicate the situa-
tion. Dialogue between the military and civilian
leadership of both nations is necessary to ensure
that misunderstanding and mistrust do not esca-
late into something more dangerous.

The potential for a successful and sustained
dialogue has been somewhat strengthened since
the war on terrorism recast the US-China rela-
tionship. The common strategic concern of ter-
rorism has led to tangible cooperation: Chinese
support for the US-led campaign in Afghanistan,
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intelligence-sharing, and US support for the
Chinese crackdown on Islamic separatists in
China’s western territories. There is also a warmer
tone between the two nations as of the end of
2002, as the United States has renewed military-
to-military ties, and China supported the United
Nations resolution on Iraq and has pledged coop-
eration in defusing the crisis in North Korea.

PRC President Jiang Zemin made it a priority
to demonstrate enhanced relations and coopera-
tion between the United States and China in the
war on terror as China moved toward a change
in leadership. In the coming months and vears,
incoming President Hu Jintao and the new
Chinese leadership must resolve internal differ-
ences—if any—and formulate their own
approach to the United States and foreign poli-
cy. It remains to be seen how this approach will
differ from Jiang's approach, and to what extent
Jiang will remain involved in diplomatic and
security matters. For the time being, China
seems to have accepted the reality of US preemi-
nence, and the Bush Administration has decided
to focus on working with China on areas of
commaon concern,

Building on a strong,
yvet uncertain, foundation

The war on terror has put the Sino-American
relationship on more solid footing, but the
potential for a negative turn remains. One event,
such as the downed spy plane or a statement by
Taiwan’s President Chen Shui-bian in favor of
independence, could swing relations in the other
direction. This instability remains a flaw in the
relationship, and in US policy toward China in
general.

The United States must have a multifaceted
policy toward China because of the diversity of
US interests regarding China, Too many
Americans tend to think about the US-China

relationship in terms of a single issue, such as
trade, Taiwan, or human rights. Without dimin-
ishing the importance of these specific issues,
American policymakers should not allow any one
of these issues to dominate, drive, or derail the
entire relationship. With so many questions
ahead, there will surely be difficult times and dif-
ferences of opinion. China is a vast and diverse
country and economy, with a future that may be
marked by both development and upheaval. If we
pursue a policy that reflects the breadth of com-
mon interests between the two nations, then we
can avoid the tumult that has afflicted relations
between the two nations over the last 30 years.

The United States should always speak up for
its interests and values in dealing with China—
in commerce, international security, and human
rights. But we should not fear a strong and pros-
perous China—the surest way to make China an
enemy is to treat it as one. Despite serious and
persistent differences, China and the United
States have been able to construct a relationship
that has benefited both countries and increased
the stability of Asia and the world. Expanded
ties and cooperation allow a flow of ideas that
can break down mistrust and misunderstanding
of China in the United States, while encouraging
growth and, potentially, political change within
China.

The future of China is the great unknown of
the twenty-first century. The vital task for the
United States is to encourage China to move
toward greater prosperity, freedom, and interna-
tional cooperation, while acknowledging China’s
important and evolving role in the world. The
United States and China continue to alternate
between connecting and colliding on a great
many issues. If both sides commit themselves to
engagement, then the United States and China
can build on the foundation of the last 30 years
to forge a relationship characterized by dcp%h,
candor, and common interest. T
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What Will the World ¥

éaln from China in
Twenty Years?

Wang Zhan and Huang Renwei

hina has only been carrying out its “reform and

opening” policy for twenty years. It has only trod the

path of the market economy for ten. The changes
that have swept China were unimaginable twenty years ago.
The changes to take place in the coming twenty years are
even harder to imagine.

In predicting the future one can’t escape the question of
history. For 200 years, from the end of the eighteenth cen-
tury, China time and time again missed its historical oppor-
tunities to modernize. The three industrial revolutions of the
West left China behind, until the Chinese nation finally came
to the brink of extinction. In the name of their independence
and freedom, people in China looked to the West to learn
about technology, social and political systems, and culture,

but nothing worked.

Wang Zhan
is president, Shanghai WTO Affairs Consultation Center.

Huang Renwei
is director, Pudong Institute for the US Economy.

This article was translated and adapted from the Chinese.
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Thirty Years Back/Thirty Years Forward

The Changes in Our Lives
Over the Last 30 Years
have been
Extraordinary and Unforeseeable
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To a Global Insurer with Operations Worldwide

CHINA has Become a Major Economic and Political Power
whose Future 1s Filled with Great Promise

THE UNITED STATES has Emerged as an Economic Powerhouse
whose Creativity, Innovation and Openness have helped Raise Living
Standards around the World

THE US-CHINA BUSINESS COUNCIL has Grown from a Hopeful
Believer in this Critical Bilateral Relationship to an Essential Force
Promoting its Vitality and Depth

TOGETHER

We Can Ensure that the Next 30 Years Bring Unparalleled
Prosperity and Peace to Every Corner of the Earth

The Chubb Corporation
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When we sum up the lessons of China’s 200
years of accumulated backwardness, the first is
that China lacked independence and autonomy

in the world. The second is that China lacked a
system, and a spirit, of innovation.

The real opportunity to learn from the West
has come to the Chinese people only in the last
20 years. “Reform and Opening” and the social-
ist market economy—these have opened for
China a new pathway to innovativeness in the
Chinese system, in technology, and in culture.
What the most recent 20 years prove is that if
China wants to modernize, it must innovate,
and that in order to innovate, China cannot bul
learn from the West. Modernization, innovation,
and learning from the West are neither separable
from, nor contradictory with, one another. If we
want to make the nation strong, it we want the
two sides of the Taiwan Strait to be united, first
we must innovate—we must create the new. We
must continue to learn from the West. China’s
people must say clearly to the world: China is
already taking the path of modernization, mar-
ketization, democratization, and globalization.
There is no turning back. We can only advance.
We cannot retreat.

In looking to the future, one likewise must
not ignore the circumstances of today. Simply
put, what we are embarked upon today is a kind
of paying of overdue bills incurred in the past.
To achieve that, it is not enough only to depend
on learning from the West; we also must walk a
Chinese road to modernity. China has 5,000
years of civilization behind it, but it bears the
historical burdens of overpopulation and a dete-
riorating environment. The 1,200 years of
increasing population ever since the Tang
Dynasty [618-906 AD| created a wave of ecologi-
cal exhaustion spreading north and south from
the Yellow River valley. The Qing Dynasty [ 1644-
1911] carried out a policy of exclusion and isola-
tion from the rest of the world, with the result
that the relatively high level of commercial econ-

omy and foreign trade achieved by the preceding
Ming Dynasty [1368-1644] was smothered. In
the first 30 years after the People’s Republic of
China was founded, the sudden advances we
made in economic construction worsened the
population, ecology, and resources problems
while the gap widened between China’s and the
world’s development. Today, China accounts for
8 percent of the world’s cultivated land but must
sustain 22 percent of the world’s population.
With only one-fifth of the population of China,
the United States enjoys three times as much
arable land, and its farmland has only been
under human cultivation for one-tenth of the
time that China’s land has been worked.

China’s historical burden is simply very difh-
cult for Americans to grasp. It is a heavy load,
which makes navigating China’s ship through
the seas of history extremely difficult. To pro-
molte a ceaseless improvement in the quality of
life of the Chinese through the basic processes of
preserving the very existence of the populace,
distributing precious resources, and restoring
China’s ecological environment—this is what we
of the present and future generations must face.

Time and space determine the existence of
any system as well as the degree of freedom to
reform any system. To meet the basic challenges
of living standards for the world’s largest popu-
lation, in a highly constricted space, means not
only solving problems of clothing and food, but
having the power to improve the quality of life:
the power to receive a modern education, for
example, as well as information, health, housing,
entertainment, and so on. To this end, China
must all at once create a progressive model that
weaves together collectivism and individualism;
melds efficiency and equity; builds both law and
democracy; and combines reform at the top
with change at the bottom.

China, after all, is not without its own proof
of the price of excessive “democracy.” The ten
years of the Cultural Revolution are evidence of
those unbearably painful costs. And it is not as
though China has never explored turning power
from central authority over to local powerhold-
ers, either: the uncontrolled chaos of the
“Warlord Era” in the first part of the twenticth
century was a dark blot in our history. If China
were to return to “Big Democracy,” as it was
called during the Cultural Revolution, or to war-
lord division of our territory, an estimate of sev-
eral hundred million refugees on the move
would be conservative.

Thus, to the people of China, the most per-
suasive option is to take a gradual approach to
the building of our systems and to the orderly
replacement of our institutions. This is, more-
over, China’s commitment to the people of the
world, China’s growth over the past twenty years
makes clear that our path has been a rational
choice for China in light of China’s own condi-
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tions. In the twenty years ahead, China will con-
tinue to walk this pathway toward systemic
development.

Urbanization, critical to changing the struc-
ture of China’s immense population, is the key
to China’s modernization, its marketization, and
its democratization. We simply cannot conceive
that a society in which two-thirds of its popula-

tion work as farmers, and in which two-thirds of

farmers live in villages with people bearing the
same family names, can be a society with highly
democratic politics. Nor can we imagine that a
China in which income and living standards in
city and countryside vary by huge orders of
magnitude can hope to retain a stable social
structure. China cannot hope to keep one part
of its economy, in which more than half of the
labor force works as self-employed farmers, fully
integrated with the other part of the economy
that is more globalized. China’s industrializa-
tion, its modernization, and its internationaliza-
tion will all take shape according to the degree
of China’s urbanization. The so-called “well-off
society” [which, since the recent 16th Party
Congress, is on everyone’s lips,| must be seen for
what it is: a society that has fundamentally
urbanized.

Thus in the twenty years ahead of us, the
process of urbanization will accelerate. The pro-
cess will radically change the model of economic
growth and individual consumption behavior in
China and finally alter the values and worldview
of the Chinese people. As urbanization pro-
ceeds, the Chinese economy will once and for all
move away from supply-dependent growth and
into a pattern of development pulled forward by
effective demand. The populace, driven above all
by the core urban consumer population, will
create a consumer economy with the greatest
potential in the world, its magnitude may reach
several trillion US dollars.

At the same time, a Chinese private capital
market dominated by an urban middle class will
take form; its size will dwarf the combined
investment powers of today’s Chinese govern-
mental and foreign investors.

Urbanization will bring with it the systematic
development both of transportation and infor-
mation networks and will make possible for the
first time the orderly physical movement of vast
numbers of Chinese people within the country.
The household registration system, which
evolved in China over millennia, fixed the popu-
lation according to place, on the land.
Urbanization will decisively relegate this tradi-
tional system to history.

In China’s most highly developed areas—the
lower Yangzi River delta, the Pearl River delta,
and the Beijing-Tianjin-Bohai region—we will
see the emergence of three great “urban spheres”
whose 5 percent of China’s total land area and
20 percent of total national population will

As urbaniza ceeds,

the Chinese econo ce
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forward by effective demand.

account for 65 to 70 percent of China’s total
GDP in twenty years. Drawn forward by these
huge urban powerhouses, central and western
China will produce their own respectable urban
belts and concentrations of cities.

As half of China’s population enters these
highly developed urban environments, large
portions of China’s land and exhausted ecology
can be allowed to rest and recover, and the envi-
ronmental debts incurred over thousands of
years can gradually begin to be repaid.

As its structure is thus transformed from a
peasant core to an urban core, Chinese society
will also move in the direction of a democratic
society.

The nature of the tasks bequeathed to China
by its development for the coming 20 years have
already ordained that China will pursue a for-
eign policy of peace. China needs a stable inter-
national environment, including both stable
borders and stable global markets. All interna-
tional conditions that are favorable to stability
and economic development will be actively sup-
ported by China, which will promote their con-
structive outcomes to the fullest possible extent.

At the very least, to link China’s strength with
the “China Threat,” can be said to be ignorant of
Chinese psychology and culture. Admiral Zheng
He, in the Ming Dynasty, led what was at the
time the largest fleet the world had ever seen on
voyage after voyage into the Indian Ocean, but
not once did his missions seize an inch of terri-
tory. Today’s Chinese people understand even
more clearly that China’s development hinges on
world peace and world development—that
China’s interests must help the interests of other
countries, and that its security cannot be
achieved at the cost of making other countries
fearful. This is the meaning of the twin Chinese
concepts of “Common Interests” and “The New
Concept of Security,” which will in coming
decades define China’s international conduct
and identity.
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The more the Chinese economy advances,
the greater its dependence on the global market,
and the greater the importance of its coopera-
tive integration with the world’s developed
nations. China’s commitment to international
regimes and international rules will become
even firmer in the decades to come.

In a similar way, a peaceful solution to the
Taiwan problem can only be found through the
process of China’s own development. In recent
years, the Chinese mainland and Taiwan have
become conspicuously economically interdepen-
dent. The vertical industrial division of labor
between the two sides is being replaced by a
horizontal one. The movement of people has
become huge; in Shanghai and the lower Yangzi
delta region alone, several hundred thousand
people from Taiwan now make their long-term
residence. Taiwan’s massive trade surplus with
the mainland has already become a key source
of Taiwan’s foreign exchange reserves.

If we imagine that the two sides will carry
out their “Three Links,” we can see that the cost
in time and money of trade between the two
sides will plummet. According to World Trade
Organization rules, Taiwan must open its invest-
ment markets and real estate markets to PRC
investors; we can thus foresee large numbers of
mainlanders going to Taiwan for visits or for
long-term residence, and we can certainly envi-
sion much larger numbers of students from
Taiwan heading for the mainland for academic
degrees and training. The level of mutuality
between Taiwan and the mainland will come to
far overshadow the old relationship, with its
characteristic preoccupation with the “two sides
of the Strait.”

Thus Taiwan’s future lies in economic inte-
gration with the Chinese economy and in peace-
ful reunification, Confrontation and conflict
between the two sides does not agree with the
common interests of the people. We can specu-
late that twenty years from now the Taiwan
Strait will not be a moat separating the people
of Taiwan and the mainland from one another.

Instead, airplanes may fly more frequently
between Shanghai and Taipei than between
mainland cities. Unification could happen by
means we cannot even imagine at this moment.
This historic transition will be a mixture of the
gradual and the sudden.

We should not deny that in the next twenty
years China might face difficulties and chal-
lenges even greater than those of the last twenty
years. The increasing diversification of interests
within Chinese society could reduce the ability
of political authority to control society.
Divisions between rich and poor could cause
new conflicts pitting class against class. Popular
demands for greater political participation will
ensue as people’s economic well being increases.

All of these will create pressures for reforms
of China’s internal political structures and will,
at the same time, impel such changes. As cross-
Strait economic relations continue to deepen,
failure to break the political impasse between
the two sides could trigger a very serious crisis
in the Strait. But such a crisis could itself
become the vehicle of China’s unification. The
international political and economic influence
stemming from China’s rapid growth may have
the effect of inducing deep changes in the pre-
existing international order. New trends may
emerge in the relative distribution of the world’s
markets and energy resources. The “status quo
powers” may turn out not to be so naturally able
to respond to these changes. China must learn
the rules of this fluid and changing game in
order to meet its international needs.

In short, economic and social transforma-
tion, dangers in the Taiwan Strait, and all sorts
of international perils are the constant accompa-
niments to China’s forward progress. But
numerous international strategic thinkers have
failed over and over again to see that the breadth
and depth of China’s development far exceed the
constraints, and that in the course of China’s
development to date all sorts of lurking dangers
have already been put to rest. This is why their
predictions about the “collapse of China” and
the “China threat” have missed the mark time
and again. And Chinese strategists, for their
part, read these gloom and doom predictions,
take appropriate notice of the reasonable ele-
ments in such analyses, and thus are better able
to avert strategic errors and frustrations.

What is needed is simply this: the uninter-
rupted continuity of China’s market opening;
the uninterrupted reform of China’s basic sys-
tems; the Chinese people’s continuing and unin-
terrupted innovativeness; the inevitable
continuing progress and development of
Chinese society; and the inevitable increase in
the benefits that the world will draw from
China’s own improved fortunes.

That is the gift that China, over the next
twenty years, can offer to the world. 7
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China
in 2033
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What will China look like in 30 years?

Kenneth Lieberthal

2, hina in the past quarter century has made astonishing

progress toward economic development, market

&7 transition, and major power engagement in the
international arena, and the pace of domestic transformation
appears to be accelerating with World Trade Organization
(WTO) implementation. Beijing has the ingredients necessary
to sustain impressive growth through the coming three
decades, but only if it effectively addresses the major
domestic and international obstacles identified below.
Success would mean that China in 2033 could become the

second most powerful country in the world.

Kenneth Lieberthal
is professor of political science and William Davidson professor of business administration,
and director of the China Program of the William Davidson Institute at the University of Michigan.
He served as special assistant to the president for National Security and as senior director for Asia
on the National Security Council during 1998-2000.

42 | March-April 2003 THE CHINA BUSINESS REVIEW



What e ve Iearned m‘the last
} 100 years

N
A COURAGEOWUS
C

r/i-lOW PASSION

F%AY CURIOUS

—
P/EAMWORK W ORKS

(:gIVE B ACK

S as TRuE

\F(ELEBHATE MILESTONES

%/Z@@r%ﬁeﬂrﬁgg r information or

100 YEARS log on to ford.com



If all goes well from
perspective, China wi
dominant local po

2033, with India as its only

counterbalance within the regigg.

A successful China

If all goes well from Beijing’s perspective,
China will be the dominant local power in Asia
in 2033, with India as its only counterbalance
within the region. It will also be a major global
plaver, with one of the world’s largest and most
vibrant economies and with a population age
profile compatible with sustained growth and
military power.

Should China achieve an average GDP
growth rate of 6 percent per year in constant
dollar terms, as of 2033 it will have a GDP of
$6.95 trillion (in 2003 constant dollars at the
current exchange rate). This level of GDP will
make China a wealthy country in aggregate
terms. But with a per capita GDP of only
$4,600—in a world in which excellent commu-
nications bring knowledge of advanced stan-
dards of living into even remote areas—DBeijing
will face tremendous pressure to maintain
strong economic growth to enable a population
of more than 1.5 billion people to live well.

In comparison, assuming US GDP growth of

2.5 percent per year, America will have a $21
trillion economy in 2033. China will have pro-
gressed a long way, with great consequences for
international economics, politics, and security,
but it will still have less than one-third of
America’s GDP while having about five times
America’s population.

In 2033, China should still be a low-cost man-
ufacturer in the regional and global economies.
Ongoing migration from the interior will keep at
least a portion of coastal production competitive
in terms of labor costs, and Beijing is already
making infrastructure investments to move
industry inland as labor costs on the coast rise.

In 30 years, China will also have developed
areas of excellence in high value-added, high-
technology sectors, and some indigenous
Chinese firms should by then be major global
competitors. It is too soon to pinpoint the spe-
cific sectors in which China is likely to excel, but

it has a natural regulatory advantage over
Western countries in pushing the frontiers of
research in some promising areas such as
biotechnology. A great deal will depend on
where investment funds flow.

In security issues, China will have the
resources to sustain a defense budget second
only to that of the United States, a population
voung enough and large enough to field a mili-
tary of substantial size, and the technology nec-
essary to remain relevant in a high-technology
security environment. China’s population
growth and age pyramid will serve it well in
comparison with most other countries in this
regard. Of the major powers involved in Asia in
2033, only the United States (because of immi-
gration), India, and China will have growing
populations with age pyramids better balanced
than that of Florida in 2003. This fundamental
demographic reality will adversely affect the
ability of the other industrialized countries
engaged in Asia to devote large-scale resources
to security (versus welfare) and to field major
military forces.

Key hurdles

The above portrait assumes that China will
successfully clear the key hurdles it faces
between now and 2033. This will demand major
initiatives and difficult choices. The core chal-
lenges are as follows:
® System transformation

The information revolution, marketization,
increasing wealth, and a vastly loosened political
straightjacket are already widening the gap
between the responsiveness of China's political
system and the demands of a more self-aware
society. The challenge of making the political
system more responsive will become far more
important in the coming decades, forcing
Beijing to adopt more fundamental reforms
than its numerous current efforts to improve
party and state administration.

Maintaining a 6 percent annual growth rate
for several decades will require deeper transfor-
mation to a market economy, but even the ini-
tial stages of market transition to date have
highlighted the necessity of changing and
enhancing the government’s systemic capacities.
At a minimum, China’s officials will have to
develop a new social compact that meets the
growing aspirations of the population for politi-
cal input while maintaining sufficiently strong
executive capabilities to concentrate resources to
address major issues.

That system must incorporate, and respond
1o, the interests of the poor, as well as resonate
with middle-class and wealthy individuals and
officials. This new social compact will also have
to reduce the strains with China’s minorities,
especially among Muslims and Tibetans.
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Otherwise, terrorist, separatist, and indepen-
dence forces could threaten national cohesion.

The only type of fundamental stability that
can be sustained, therefore, is the dynamic sta-
bility that comes from institutional change that
keeps pace with the rapid social and psychologi-
cal changes that reforms are continuing to
unleash.

In years past, Beijing delivered social services
to city inhabitants primarily via state-owned
enterprises (SOEs), and it used a household regis-
tration system to constrain sharply the ability of
peasants to move into urban areas. The reforms
of the last three decades have dramatically
reduced the percentage of urbanites who work in
SOEs, created labor mobility, opened up increas-
ing opportunities for rural-to-urban migration,
and produced substantial underemployment and
unemployment as SOEs furlough and lay off
workers. All of these phenomena will increase
greatly, especially in the coming two decades.

China must therefore develop government-
based, rather than enterprise-based, social safety
net provisions: health coverage, pension plans,
welfare payments, unemployment compensa-
tion, and so forth. The current financial system
provides inadequate opportunities for low-risk
investments of insurance and pension funds.
And the present tax system does not effectively
tap the wealth of the rapidly growing private
sector for public purposes.

Developing such a social safety net is thus a
complicated and expensive process. Though PRC
leaders recognize this fact and are experimenting
with numerous systems, the country is changing
so rapidly that the government lacks reliable
models of likely urban population growth, con-
figuration, and needs. The additional urban
influx from the countryside will range between
150 and 300 million people by 2033, but the pac-
ing and ultimate magnitude of this mass migra-
tion is unclear to China’s planners. What is clear
is that China will have to cope with a very rapidly

growing population of city dwellers demanding
social services for decades to come.

In short, China must develop a great deal of
institutional capacity in order to cope with the
type of urban society that is well on its way to
realization. Significant failures to develop this
capacity can undermine the country’s social sta-
bility and economic progress.

Burgeoning bad debts and ongoing deficit
spending have added major financial restructur-
ing to the systemic issues that must be
addressed. Competition for the funds to resolve
the debt issue, to address social safety net devel-
opment, and to deal with the environmental and
security issues explained below will require
improved institutional capacity to make and
implement decisions on very difficult trade-offs.

China’s political system must thus adopt key
institutional changes that address the respon-
siveness, quality, and reach of the country’s pub-
lic institutions. Increasing overall sophistication
and urbanization will require major reconfigu-
ration of the political system itself and of the
basic linkages between that system and the pop-
ulation, all without raising unrealizable popular
expectations.

@ The environment

Environmental constraints could seriously
disrupt the growth trajectory that underlies the
year 2033 description above. The north China
plain has, since around 1960, seen its water table
drop by roughly three feet per year, Severe water
shortages plague this entire area. Subsidence,
increasing soil salinity, and other problems are
already becoming acute, and global warming
will exacerbate them. The Beijing-Tianjin area
cannot continue to grow even beyond the end of
this decade without major new sources of water,
in addition to far greater efficiency in water uti-
lization. In many areas of China, declining water
quality, shrinking lakes, spreading deserts, and
disappearing ground cover are challenging the
sustainability of even current population levels
and land use.

Air pollution also poses dramatic challenges.
China already contains nine of the world’s 10
most polluted cities. Chronic respiratory disease
has become the leading cause of death in the
country. Acid rain afflicts roughly one-third of
the arable land, and dirty air and water present
growing problems for various types of manufac-
turing efforts.

China’s air pollution stems primarily from its
reliance on coal for energy. Despite efforts to
increase energy efficiency and diversify energy
sources, as of 2033 China’s carbon emissions will
be more than 300 percent of present levels, with
coal contributing nearly 70 percent of this figure.

China thus faces severe environmental chal-
lenges that will, at a minimum, require costly
investments and substantial population move-
ments. At worst, these challenges may make it
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impossible for sections of the country to contin-
ue to grow or even to support the populations
that now live there. Large-scale environmentally
induced tears in the social and economic fabrics
and resulting migrations cannot be ruled out.

@ National security requirements

The Asian regional security situation will
change by 2033. If China is successful, it will be
the most powerful Asian country. The Korean
peninsula will almost certainly no longer be
divided. Japan’s relative strength will decline.
[ndia’s regional position and influence will grow.
The United States will likely still be the strongest
actor in the region militarily. All other Asian
countries will take these basic changes into
account in structuring their foreign and security
policies.

A “successful China” scenario will only come
to pass if Beijing achieves three security objec-
tives over the next three decades. First, it must
avoid a major war. Second, it must reach a peace-
ful resolution (even if in the form of a long-term
modus vivendi) with Taiwan. And third, it must
manage its relations with the United States in a
way that allows it to avoid pouring funds into
outsized defense budgets. These three are related,
and failure in any one would arguably increase
the chances of failure in one or both of the oth-
ers. China’s present leaders are correct, in short,

Lost.

when they assert that the country must avoid
major international conflictif it is to realize its
fundamental economic and social objectives over
the coming three decades.

China’s success over the next 30 years is by
no means certain. Managing foreseeable prob-
lems will require astute decisionmaking, along
with some luck. Additional debilitating chal-
lenges, such as the potential spread of
HIV/AIDS to several tens of millions of citizens,
would reduce the margin for success. And cur-
rently unpredictable obstacles are bound to arise
and add to the difficulties.

Alternative futures

Given the above uncertainties, the realistic
array of possibilities for China's system as of
2033 remains wide enough to be sobering.
Taking into account the potential for various
types of failures, in broad terms there are five
possible configurations for China in 30 years:
@ A successful country that has domestic
political and electoral competition, but proba-
bly with one party dominating the system at
the national level (possible variants might look
like the Mexican Partido Revolucionario
Institucional before the 1990s, the Kuomintang
on Taiwan at the end of the 1980s, or the
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will require astute decisionmaking;

along with some luck. X

Japanese Liberal Democratic Party since the
1950s). This China should boast vibrant mar-
kets, a strong state economic role, impressive
qualities of government administration, a more
effective legal system, and success in government
programs to reduce regional and social inequali-
ties. It will have a high savings rate and over
additional decades should become more fully
democratic.

® An authoritarian one-party system that is
closely linked to domestic business elites and
keeps the lower classes engaged through pro-
moting nationalist commitment. This would be
the likely result if China manages well all the
above challenges except in the security arena.

@® A soft and corrupt authoritarian system. In
this system, government predation would hold
down the rate of growth, diminishing China’s
international stature and power. The authoritar-
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ian system would be devoted largely to keeping
itself in power and serving the material desires
of officials and their business cronies. Failure to
address effectively the current sources of cor-
ruption and to improve the legal system would
increase the risk of this outcome.

@® A weak democratic system. This could result
if unmanageable popular demands produce a
breakdown of the political system itself. This
system might prove too institutionally weak to
(h]'t‘([ scarce resources to C(()llt‘ll‘l‘liﬂ grnwth,
environmental protection, and security. China
could become in 2033 in some ways similar to
Indonesia in 2003.

® Prolonged fundamental instability. This
nightmare scenario, likely triggered by open elite
division at a time of financial or other crisis,
would make China look in basic ways like Russia
of the mid-1990s, including potential loss of
major territories, a contracting economy, shrink-
ing life expectancy, environmental degradation,
unmanageable ethnic divisions and conflict,
institutional inability to control domestically
based transnational criminal activities, terrorism,
proliferation, and illegal migration. This is the
possibility that has the greatest adverse conse-
quences for the international arena.

China's future lies primarily in its own
hands. Astute, forward-looking decisionmaking
can steer the country through the above shoals
to the “successful China” outcome described
above,

China is too large and complex for America
to play a major role in fostering its success,
although offering open markets, technical
advice, and security cooperation would be help-
ful. More important, US actions that dramati-
cally worsen China’s trade and security
environments could have a big impact, increas-
ing the chances that one of the final four scenar-
ios will come to pass. Which one of the four
would occur, though, is beyond America’s ability
to determine. 5
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ow Will China Build a
Well-Off Society for All
of Its Citizens?

Hu Angang

he 16th Chinese Communist Party (CCP) Congress

reported in November 2002 that China has become a

well-off society overall but that the nation's
development level remains low and unbalanced. To begin a
discussion of this issue, we must answer the following
questions: What is a “well-off society”? What are the
indicators of such a society? How does a vast country like
China build a well-off society for every citizen, given its
existing regional and developmental disparities? What are
the main points of focus and main obstacles to building
such a society?

The notion of a “well-off society” (xiaokang shehui) was
first raised by Deng Xiaoping. In December 1979 the visiting
Japanese prime minister, Ohira Masayoshi, asked Deng in
Beijing: "What will China’s future be like?” and “What is the

blueprint of its modernization?” Deng used the term “well-

Hu Angang
is a professor at Qinghua University's School of Public Policy and Management, and director of the
Center for China Study at the Chinese Academy of Sciences in Beijing.

This paper was translated and adapted from the Chinese.
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off society” to describe the future. Shortly after-
ward, he indicated that China will have achieved
a well-off society once China’s per capita GNP
reaches roughly $1,000. According to Deng,
China would be able to approach the level of the
developed world by the mid-twenty-first century.
At China’s current level of development, “well-
off” indicates a living standard between survival
and affluence.

What, then, is an “all-around well-off soci-
ety”"—that is, a society where the wealth is even-
ly distributed among all citizens? It was
explained at the 16th CCP Congress that such a
society should promote the development of the
economy, democracy, culture, social harmony,
and prosperity. Many methods can be used to
calculate whether a society is well off. At least
four important indicators can be used: per capi-
ta income, Engel coefficients, the UN human
development index, and poverty rates.

Measuring wealth

® Per capita income

The World Bank categorizes countries into
four income groups. According to 2000 data, low-
income economies have a per capita purchasing
power parity (PPP) gross national income (GNI)
below $1,980; lower-middle income economies
have a PPP GNI of $4,600; upper-middle income
economies have a PPP GNI of $9,210; and high-
income economies have a PPP GNI of $27,770.
[The World Bank now uses “GNI” in place of
gross national product and defines PPP GNI as
gross national income converted to international
dollars using purchasing power parity rates.|

According to the conclusion reached by the
13th CCP Congress in 1987, China’s basic,
national characteristics included high population
density, lack of cultivated land, low capital accu-
mulation, and low per capita GDP. China was a
low-income economy then. According to the
World Bank’s World Development Indicators, 2002
database, in 1978 China’s per capita PPP GNI was
$340, or 13.6 percent of the average international
level. By 1995, the number had risen to $2,650,
indicating that China had entered the lower-mid-
dle economy group. In 2000, China’s per capita
PPP GNI was $3,920, ranking China number 124
in the world, or 53 percent of the average global
level. It took China 22 years to narrow its income
gap from 7.3 times to 1.9 times below the inter-
national level. Because half of China’s population
remains in the low-income economy group, it
will take decades to elevate China’s income to a
middle level.

To achieve this advancement, China’s first
step should be to reach a GDP equivalent to
three-quarters of the world average in the next
10 years. The second step should be to match
the world’s per capita GDP level in the decade
that follows. By that time, China, with less than

one-fifth of the world’s population, will account
for about the same proportion (i.e. less than
one-fifth) of global GDP.

The third step is to spend two to three
decades to catch up with the developed world.
Because of China’s high development potential,
it should be able to reach that goal. Based on
World Bank statistics, from 1965 to 1999, the
GDP growth rate in China was four times the
world average—and it is well to keep in mind
that the Cultural Revolution [during which
China’s economy suffered severe disruptions]
occurred during this period.

@ Engel coefficients

Engel coefficients estimate levels of prosperi-
ty by examining the proportion of income that
is spent on food. According to the theory, the
proportion of income a family spends on food
falls as family income rises. As a supplemental
indicator of per capita income, Engel coeffi-
cients reflect both the structure of consumption
and a society’s development level. When a
nation spends 60 percent or more of its income
on food it is labeled poor; when a nation spends
50-59 percent it is labeled basic; 40-49 percent,
well-off; 30-39 percent, affluent; and 20-29 per-
cent, rich. For example, in 1998, the percentage
of income spent on food in the United States,
Great Britain, and Japan was 13, 14, and 12 per-
cent respectively; South Korea spent 18 percent;
Mexico, 30 percent; the Philippines, 37 percent;
Indonesia, 47 percent; and Vietnam 49 percent.

Looking back at 1978, China’s urban and rural
areas spent 57.5 and 67.7 percent of their income
on food, respectively. This means that rural fami-
lies remained in poverty, or even in starvation,
and that the urban population was only able to
meet basic needs. In 1995 rural families had an
Engel coefficient of 58.6 percent, which indicates
that only basic needs were met, Urban families
had an Engel coefficient of less than 50 percent
and thus, had entered the well-off stage. [n 2001,
the Engel coefficient of rural families dropped to
47.7 percent and that of urban families fell to
37.9 percent. In a little more than two decades,
the wealth levels of both rural and urban resi-
dents improved by two levels.

Nevertheless, the structure of consumption is
far from balanced. In areas like Tibet, Guizhou,
Hainan, and many western provinces, Engel
coefficients remain high. Several million poor
people still live in China’s rural areas—the
country must develop to get rid of poverty.
There are also more than 20 million poor people
in China’s urban areas. Their poverty is caused
mostly by China’s ongoing economic transition.
With large numbers of both rural and urban
poor, China still cannot be called a universally
well-off society. The government needs to pro-
vide both training and social security.

The structure of consumption in China has
also changed. In the early 1980s, the focus of
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consumption was mostly on basic needs, such as
food and clothing. Later, when the proportion of
income spent on food declined, the proportion
of income spent on clothing also fell.
Meanwhile, the amount of income spent on
human investments such as education, culture,
hygiene, housing, and healthcare increased. The
difference between the consumption structure of
urban and rural areas is clear. While the con-
sumption structure of urban residents has
approached that of the middle-income level, the
consumption structure of rural residents has
remained at a low level.

® Human development index

The United Nations Development Program’s
(UNDP) human development index (HDI) is a
universal indicator that measures quality of life
and social equality. The HDI is a composite
index of three variables: real per capita GDP (in
PPP$), educational attainment (including school
enrollment and adult literacy), and life
expectancy (which reflects the development of
healthcare facilities). The UNDP publishes
annual reports on international human develop-
ment. Depending on their HDI value, countries
are categorized as having low human develop-
ment (0-0.5), medium human development
(0.51-0.79), or high human development (0.81-
1.0). In 1950, China had the lowest level of
human development (0.159) of all countries in
the study—even lower than India, which had an
HDI value of 0.160.

In the past 20 years, China has improved
rapidly. Its level is now above the world average,
and the gap between China and the developed
world is narrowing. In 1980, China’s HDI value
was 0.554. The value increased to 0.625 in 1990,
and to 0.726 in 2000, ranking China 96 among
174 countries and regions. China’s HDI value
remains much lower than those of the United
States and Japan, and a little lower than that of
Russia, but much higher than India’s HDI value.

It is conceivable that in the next two decades,
China will raise its HDI value to 0.8 or higher,
and then, in the following 10 years, raise it to
0.84. Why an HDI value of 0.87 Because it is the
dividing point between the medium and high
human development levels. It is more significant
to raise HDI than to increase GDP because the
former indicates increased social equality in
addition to economic prosperity. Accordingly,
our core task is to promote the education and
life expectancy of more than a billion people,
since this is what actually reflects improvements
in quality of life and social equality.

To this end, first let’s examine the average
years of schooling in China. According to my
estimates, in 1950 the average amount of
schooling for those 15 years or older was 1 year;
based on PRC government data, | estimate that
in 1980 it was 4.5 years; and in 2000 it was 7.11
years. In another 20 years, we may be able to

raise the figure to 10 to 11 years of schooling for
each child. In fact, the average amount of
schooling for China’s urban population today is
9.4 years. If half of the population lives in urban
areas in 20 years, will it be possible to raise the
amount of schooling to 13 or 14 years? That is
the average educational level in developed
nations today. Therefore, I raise this issue:
achieving a well-off society not only requires
increasing per capita income, but also requires
raising the human capital of the entire popula-
tion. Only when the human capital of the popu-
lace—especially rural, poor, minority, and
powerless populations—is increased, can
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productivity and per capita income be raised.
One of the key ways to increase human capital is
to increase the number of years young people
attend school. China, therefore, should establish
the largest pro-learning society.

Second, we should examine China’s life
expectancy—which in 1950 was 35-36 years. Life
expectancy increased to 65 years in 1980—a dra-
matic improvement. Yet it has not improved a
great deal since then, as China’s current life
expectancy is merely 72 vears. China’s life
expectancy is better than the average levels of
lower-middle and upper-middle income coun-
tries. Infant and child mortality rates in China are
also lower than rates in lower-middle countries.
China may be able to increase its life expectancy
to 75 in the next 20 years, and then raise it to
78—which is the rate of wealthy nations today.
® Poverty rates

Poverty rates indicate the percentage of a
population that lives under national and inter-
national poverty lines. In 1978, 250 million rural
residents lived below the national poverty line in
China [which the government sets at about
$0.66 per day]. By 2000, the number had fallen
to fewer than 22 million—an estimated 2.5 per-
cent of the total rural population. In 1997,
880,000 urban residents lived below the national
poverty line—accounting for 0.2 percent of
China’s total urban population. By 2001, urban
poverty numbers had actually increased, to 11.7
million urban residents below the poverty line—
2.4 percent of the total urban population. In
2002 there were 20 million urban residents in
poverty, making up 4 percent of the urban pop-
ulation. According to World Bank calculations
in 1990, 360 million people lived below the
poverty line in China [the World Bank sets the
international poverty line at about $1 a day][; in
1999 215 million people lived below the poverty
line—the poverty ratio had dropped from 28.2
to 17 percent. It is estimated that in 2015, the
number of poor people in China will decrease to
53 million.
® Other indicators

In addition to the indicators mentioned
above, many more methods can be used to
determine an all-around, well-off society. For
instance, the UNDP uses a technology achieve-
ment index (TAI) that measures technological
innovation achievements by examining technol-
ogy creation, the diffusion of innovation, and
human skills. China’s TAI value is 0.3, which
puts China in the category of “dynamic adopter”
rather than the higher levels of “leader” or
“potential leader,” or the lowest level of
“marginalized.” In comparison, the United
States” TAI value is 0.7—classifying it as a leader.

The World Bank uses other indicators as
well, including environmental indicators that

measure water pollution, deforestation and bio-
diversity, and air pollution; and public health

through reproductive health indicators such as
maternal mortality rates. By 2015 China expects
that maternal mortality rates will decline 75 per-
cent and that all people will be able to obtain
safe and effective birth control methods.

The World Bank has also established a system
of governance indicators whereby governments
are evaluated by six basic governance concepts:
voice and accountability, political stability, gov-
ernment effectiveness, regulatory quality, rule of
law, and control of corruption.

Goals for the future

In the past 20 years, the main focus of China’s
development strategy has been to allow part of
the population and some regions to get rich first.
In the next 20 years, China’s main focus, namely,
to build an all-around well-off society, will lead
the entire population to march toward getting
rich together. In his 16th CCP Congress address,
Jiang Zemin stated: “We need to emphasize and
pay attention to the less-developed regions and
the professions or the people who are experienc-
ing difficulties. Especially, we should guarantee
the basic living of the poor people, and actively
help them to get employed and to improve their
living conditions. We should let them feel the
warmth of a socialist society.” This is what we
mean by “getting rich together.”

China’s coastal and urban areas have already
become well off. Some regions have dramatically
narrowed their gaps with developed nations in
terms of purchasing power, consumption, struc-
ture of consumption, and actual living standard.
But our reality remains “one China, four worlds.”
As mentioned above, by the World Bank’s GNI
standard, China ranks 124 among 206 nations
and remains in the lower-middle economy level.
About 2.2 percent of China’s population—mainly
those living in cities like Shenzhen, Shanghai, and
Beijing—have reached a high-cconomy income.
A large proportion of coastal regions, such as
Guangdong, Zhejiang, Jiangsu, and Liaoning,
have reached the upper-middle economy level—
21.8 percent of China’s population resides in
those areas. In Hebei, Hubei, Jilin, Heilongjiang,
and some areas of central China, 26 percent of
the population lives in the lower-middle econo-
my level. China’s “fourth world” includes the cen-
tral and western regions. Unfortunately, 50
percent of China’s population lives in these areas,
where the income level parallels the poorest
regions of the world.

According to the UNDP’s China Human
Development Report, 2002, in 1999 the HDI indi-
cators for Shanghai, Beijing, and Tianjin exceeded
0.8. These three cities ranked 32, 33, and 48 in the
world, and can be classified as “high human
development” regions. The HDI figures for
Guangdong, Liaoning, Zhejiang, and Jiangsu
reached 0.75 or higher, which put these provinces
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among the best 70 regions. Meanwhile, China’s
central and western regions ranked below 100.

Therefore, the main strategy in building an
all-around well-off society should be to focus on
the third and fourth worlds in China, especially
the fourth. Some regions of China’s fourth
world rank very low when compared interna-
tionally. For instance, Guizhou's per capita GDP
ranks 177 among 206 nations and regions. The
per capita GDP of Gansu, Shaanxi, Tibet, and
Guangxi is 157, 155, 154, and 155, respectively.
These areas, in my view, should be the focus in
building our well-off society.

Generally speaking, China has eliminated
absolute poverty, can now meet the basic needs of

its people, and has begun to enter the well-off
As Jiang
P Congress address,

stage—Dbut is not yet universally well oft
Zemin stated in his 16th ¢
“The well-off life we

are leading is still at a low

level; it is not all-inclusive and is very uneven.

The principal contradiction in our society is still

one between the ever-growing material and cul-

Ji4
tural needs of the people and the backwardness
of social production.” This is an honest evalua-
tion and fits the reality of China today. In the first
two decades of this century, we should continue
our struggle by concentrating our forces to build
an all-around well-off society that benefits more
than one billion people. 5
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~ China’s Next

Decade of Reform—«

ifhe Hard Choices

Five areas in which China’s
choices will significantly affect the
outcome of its reform program

Kenneth J. DeWoskin

¥t is with a certain nostalgia that | think back to the days

when each issue of The China Business Review included
M - fairly complete list of all the joint ventures announced or
concluded in China during the preceding months. Today, the
magazine's listing can only capture a fraction of the total
commercial activity between Chinese and foreign firms. In
those early years, the pace of change seemed formidable but
manageable. The formation of foreign-invested anything
was particularly arduous. The growth of entrepreneurship in
China was immediately impressive;, enterprise was
everywhere but on a very small scale. What fate awaited
China’s large-scale enterprises was highly uncertain, and the
ability of China’s leaders to manage the kind of hybrid
economy they contemplated was widely doubted.
Throughout the early 1980s, officials and managers pressed

upon all visiting potential investors the official line that China

Kenneth J. DeWoskin
is a partner at PricewaterhouseCoopers and Professor Emeritus, University of Michigan.
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was committed to economic reform and would
not turn back. The door was open and would
not be closed.

I don’t know anyone who imagined, much less
predicted, the tidal wave of changes that followed,
including compendious drafting of laws and reg-
ulations, profound restructuring of the regulatory
apparatus, a globally unprecedented engagement
of foreign direct investment, mobilization of
massive domestic capital through the banks and
equity markets, and, most important, the happy,
prosperous engagement of most of urban China
in building what turned out to be the very real, if
indefinable, socialist market economy.

One year after accession to the World Trade
Organization (WTO), China presides over
increasing growth in exports and foreign
exchange holdings; looks out over a glistening
skyline in Pudong that is beginning to fill;
scoops up the manufacturing business of Japan,
South Korea, Taiwan, and much of Southeast
Asia; anticipates more than a doubling of world-
class residential, hotel, and office space in
Beijing by 2006; proudly prepares for the Beijing
Olympics in 2008 and the Shanghai Expo in
20105 lays claim to 60 million Internet users; and
urges its nearly 200 very large state-owned
enterprises (SOEs), many of which hold large
capital reserves, to go overseas, invest, and
acquire. Investment promotion agencies of
developing countries from Vietnam to Nigeria
contact our offices asking, “How did China do
it?” while calls from would-be investors in North
America, Europe, and the rest of developed Asia
ask, “What comes next?”

History makes a convincing case that we real-
ly cannot answer the question “What comes
next?” in China’s remarkable reform process. But
China has shown, from the onset of the Asian
financial crisis in 1997 and recessions in its
major export markets, that it can chart a course
apart from its regional neighbors and the rest of
the world because of its size, development poli-
cy, and administrative tools. As a way of framing
questions for the future, | have tried to identify
five areas in which China’s policymakers will
have to make hard choices that involve balanc-
ing priorities and desired outcomes. These bear
on planning and markets, transitions, fragmen-
tation, ownership, and value chain positioning,
and all will have a major impact on the direc-
tion and success of reforms, growth, and invest-
ment over the next decade.

1. Planning and markets

One of the most critical balancing acts shap-
ing China's future economic growth pits regula-
tory practices that intrude into commercial
decision space against genuine liberalization and
withdrawal of regulators from business and
commerce. The process of restructuring critical
sectors into duopolies ar oligopolies of domestic
competitors, begun in the early 1990s and accel-
erating in 1997 and 1998, was designed to
strengthen Chinese domestic enterprises suffi-
ciently to face international competition after
WTO entry. But by 2003, this environment of
“controlled competition” has not been fully suc-
cessful in bringing China’s banks, insurance,
telecommunications, and oil and gas companies,
among others, to international levels of compet-
itiveness. As more WTO commitments kick in,
and competition intensifies in key service and
strategic sectors, regulators will feel intense pres-
sure to assure and even enhance the prospects of
the state’s commercial assets through regulation.

As a result, against the long-declared policy
of deregulation, a persistent counterpoint of
immediate and specific regulatory actions
remains. These actions seck to “strengthen man-
agement,” “maintain healthy development,” and
“preserve order and stability.” Against a deter-
mined policy of deregulation, a kind of contrary
momentum has emerged in the publication and
administration of new measures that is driving
toward micromanagement and re-regulation. In
spite of the declared direction of reform, toward
market forces as the main regulator of com-
merce—as new People’s Bank of China
Governor Zhou Xiaochuan recently stated elo-
quently and unequivocally—in actual regulatory
practices there is wavering, an uncertain back
and forth.

Investors will be watching the forthcoming
ministerial reorganization. Rumors suggest that
the Ministry of Foreign Trade and Economic
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Cooperation (MOFTEC) is slated to be
reformed into an organization more like the
Office of the US Trade Representative (USTR).
In fact MOFTEC, with the State Council, just
issued a new set of regulations extending its
approval authority to foreign investment of less
than 25 percent in any sector and circulated
other regulations capping foreign investment in
logistics and other sensitive sectors. This
expands, rather than reduces, MOFTEC's
domestic role, most significantly into important
new merger-and-acquisition (M&A) opportuni-
ties for foreign investors. It also underscores
China’s continued interest in differential regula-
tion based on source of capital and ownership,
an interest ideologically inconsistent with the
concept of national treatment.

Almost across the board, regulators are mov-
ing to strengthen management in their sectors, of
everything from job fairs to telephone rates.
Many of the recently published reports from gov-
ernments and trade organizations on China's first
year of WTO compliance point to a renewed
intensity of regulation in key areas since WTO
entry. This is not a surprise to observers who pre-
dicted China would struggle mightily in meeting
its commitments. But for the coming decade, the
most critical mission may not be compliance
with WTO commitments. Rather it will be
China’s ability to continue its own essential effort
to deregulate and leave markets to market forces.
The conceptual shift is from controlled competi-
tion to fair and assured competition.

2. Transitions

For years, most articles in China's official
newspapers marched to the beat of words such
as “new,” “milestone,” “unprecedented,” “record,”
and “reform.” China's leadership and ministry
heads are typically quite frank about many of
the weaknesses in its transitional economy, and
the main response is to acknowledge that the
entire framework of law and regulation, as well
as the structure of enforcement agencies,
remains a work in progress.

The direction of regulatory developments
aside, China faces an issue with the pace of
change and with the concept of an unending era
of transition. Although the domestic press is
inclined to report impressive numbers and boast
about the thousands of legal and regulatory
documents produced in 2001 and 2002, there is
nothing inherently virtuous about a continuous
avalanche of new circulars, pronouncements,
guidelines, laws, and regulations. It can create a
sense that the central government is continually
tinkering with every element in the legally
defined investment environment, so that the
pace of change confounds the ability of govern-
ment to enforce consistently, and of business to
comply with, the law. The pace of change itself

China’s new Accounting System for Business

complexity, so the impulse to want to improve it

geous feature that helps local administrations

Transitions Question:
with the restructuring o
bodies and reorien

missions, will the Chinese government

find a rhythm to its regulat%y

activities that balances the need to
adjust and refine the emerging
commercial code with the need to

digest it and improve compliance?

impedes development of a serious respect for
the law. To cite just one example: more than 20
significant amendments and clarifications were
issued in the first year of implementation for

Enterprises.
This constant tinkering is arguably important
for a deeply reforming system of enormous

is understandable. And in fairness, serious
reforms are barely two decades old, the economy
has grown in size and complexity, and China’s
technical skill at the national level in building
the legal framework for industry and commerce
has improved at an impressive rate. Still, one
effect of these rapid and incessant changes is to
make timely compliance both difficult and cost-
ly for domestic and foreign firms. For domestic
firms, this prolific production of an array of new
requirements makes compliance with any single
one less compelling. For foreign investors, the
pace of change itself increases compliance cost
and risk and affects the fundamental calculus of
investment in China.

3. Fragmentation

Fragmentation of authority into some
300,000 jurisdictions is arguably an advanta-

address local issues, a component of elasticity in
China that provides stability in a country of
such diversity. But in profound ways, the decen-
tralization of regulatory and commercial power,
fostered in the early decades of economic
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reform, is increasingly at odds with the growth
of foreign business activity and the emergence
ol genuine national markets and commercial
players. It has stymied efforts to bring order to
key parts of the business environment that need
to be consistent on a national basis. Even the
China Securities Regulatory Commission
(CSRC) loses cases to local companies in local
courts when it has tried to enforce uniform list-
ing requirements,

Above [ talked about the intensity of regula-
tion; the consistency of regulation offers another
set of issues. Fragmentation presents a
formidable obstacle to the improvement of
China’s legal and commercial environments.
Foreign-invested businesses can be audited by
local, provincial, or national tax authorities for
tax compliance, and by provincial bureaus of
industry and commerce or the central-level State
Administration of Industry and Commerce for
business scope compliance. With different levels
of authority, targeted companies face different
agendas and different outcomes. At the provin-
cial level, domestic interests frequently trump
the most basic implementation of PRC econom-
ic contract law, banking laws, and joint venture
agreements. This reality has tarnished China’s
commitment to rule of law and depressed for-
eign investment in a range of critical infrastruc-
ture areas. So far, there are few signs of
improvement,

The competition between local and central
authority in China is a historic reality that
reaches deeply into the dynastic era. What 1s
new in the last half decade is the emergence of

significant economic power under the control of
nongovernmental, even nondomestic, commer-
cial and industrial actors. Consumer product
companies have national markets and seek con-
sistent practices for product testing, approval,
registration, and the like. Leading technology
companies now operate networks that span
China for sourcing, manufacturing, and research
and development (R&D), and seek uniform per-
sonnel, labor, salary, and benefit practices.
Business service firms operate on a national
basis, exchange information on policies and
practices, and attempt to implement uniform
systems for financial reporting, tax compliance,
and the like.

These powerful commercial players, which
are more effectively organized on a national
basis than the government itself, pose a risk to
the government’s administration of the econo-
my, and even its revenue, because they exploit
some very basic regional discrepancies in prac-
tice. Examples include customs optimization,
labor optimization, earnings tax ethciency, and
business scope inflation. Municipal governments
failed to keep up meaningfully with the national
household registration (hukou) system, which
companies nationwide disregarded as they
moved personnel from office to office: engineers
from Beijing to Shenzhen, accountants from
Shanghai to Wuhan, managers from Tianjin to
Shenyang,. The central government repeatedly
demonstrates its understanding of the need to
improve the consistency of practice on a nation-
al scale, but effective remedies remain unclear.

The management of state assets within sec-
tors is challenged by the banes of fragmentation.
One recent response has been to reconsolidate
several key industries—for example, automotive,
oil and gas, telecommunications, nonferrous
metals, and commercial aviation—and to try to
strengthen central regulation by delocalizing
and reducing the number of leading manage-
ment groups. Regulatory authority over indus-
trial and commercial sectors has tended to drift
up from the ministries to the State Council and
even from the Chinese Communist Party over to
the State Council, concentrating in entities like
the Commission for the Management of Large
State Enterprises. There are indications that the
State Development Planning Commission may
become the home of many of the regulatory
bodies soon to be fashioned, and that MOFTEC
may actually turn out to be more like the US
Department of Commerce and USTR com-
bined.

This trend addresses the issues of structural
fragmentation and inconsistency, but the efforts
at recentralization and strengthening of regula-
tory practice, influenced by state ownership
interests, have their own potential pitfalls, many
the classics of monopoly. The Ministry of
Information Industry has just fined China
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Unicom for the first time for illegally reducing
telephone rates, fighting the state’s losses from
declining revenues per user and the weakening
profits of all the major state-owned operators.
Similar issues are brewing in power, aviation,
energy, and water.

Some pressures incline toward increase in the
fragmentation of actual regulatory practice,
especially the mixing of local regulatory authori-
ty with political power, driven by the mixing of
local regulatory authority with local commercial
interests, which are often nontransparent. Local
commercial interests might reside in assets that
are state-owned, or assets converted to shares,
with some held in the private hands of local
leaders. An important component in improving
consistent and commercially successful regula-
tion will be achieving some independence for
regulators at all levels from pressures that distort
policy and practice. In China, strong examples
of regulatory independence at the central level
could have salutary effects at the local level, but
they are not yet evident.

In Western democracies, we think of the
independence of telecommunications, insur-
ance, banking, securities, and similar regulatory
bodies as essential protection from the vicissi-
tudes and whims of party politics. But ironically
in a one-party system, in which neither judicia-
ry, media, nor competing parties check excesses
of influence, such independence may be even
more salient. The recent restructuring of the
PRC telecom sector resulted in an awkward
combination of players that runs somewhat
counter to available solutions that were demon-
strably better from a technical and competitive
standpoint. There are, in other words, two kinds
of independence issues that are critical to
China’s future. One has been the focus of
China’s zhengqi ferikai campaign, which is sepa-
rating regulators from business operators. But
the other is independence from political forces
and even personal interests of powerful leaders.

4. State ownership

Nothing is more important to China’s future
economic development than the search for solu-
tions to the state-owned enterprise (SOE) per-
formance problem and the influence of asset
ownership on government behavior, With the
state continuing to own major assets in many
commercial and industrial sectors, and strength-
ening its administration of the largest 200 or so
enterprises, the challenges to let markets work
and permit level playing fields will remain far
into the future.

From the standpoint of the state’s ownership
interests, China’s leaders have been active and
creative in fostering an evolution of ownership
and governance structures, key elements in real-
izing the socialist market economy. The diverse

improvement lead to a material and

meaningful separation of regulatign,

operation, and politics to reduce state
ownership as a distorting force in the
regulation of China’s business
environment and a brake on

productivity growth?

objectives of this process have included protect-
ing the state’s assets, improving the competitive-
ness of SOEs, monetizing a substantial share of
the state’s assets, and fighting corruption and
illegal conversion of state assets. The dilemma
implicit in the process of strengthening control
to relinquish control is reflected in moves like
the rumored establishment of a State Asset
Management Commission, on one hand, and,
on the other, the promulgation by CSRC of
minority shareholder protection guidelines that
stipulate limits on government agencies in exer-
cising control over enterprise activity, even when
they own a majority share. In several sectors, the
central government and Party can exert a lead-
ing influence in appointing top executives and
regulators across the sector, setting development
objectives and allocating financial, regulatory,
and physical resources.

The well-documented history of different
ownership structures and productivity since
reforms began shows how SOEs continue to
enjoy advantages in regulation, access, and capital
allocation at the expense of both foreign investors
and privately managed Chinese companies. We
tend to think of protectionist measures in China
as aimed primarily at foreign investors. But
because of the state’s overall control of the largest
companies in China and appointment power for
the top executives and regulatory agencies, such
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practices tend to protect the state’s assets from
private sector competition as well. Whole sectors
where SOEs reign are legally or practically closed
to China's own entrepreneurs. And as the central
government cedes control of state-owned small
and medium-sized enterprises to provincial and
municipal governments, rather than resolve these
protectionist practices, it may over time aggravate
them. This is because the unchecked regulatory
power of the local levels frequently acts expro-
priatively toward private assets and motivates
regional protectionist actions,

Still, the growth of privately managed com-
panies has been a driving factor in China’s rapid
growth, in spite of an unsupportive financial
and regulatory environment that keeps them
overtaxed, undercapitalized, and fragmented. If
anything, this proves the potential of the private
sector for China's future, should the playing
field be levelled. Private enterprises, even the 10
largest, are dwarfed by SOEs in assets and rev-
enue, but ironically they may be the best hope in
many sectors for preserving market share in
domestic hands.

Some SOEs and many of their descendant
localized enterprises and shareholding compa-

nies have proven to be competitive as manufac-
turers and exporters of all manner of goods, and
China’s incoming leaders are committed to
keeping China intensely competitive in global
markets. Given that commitment, we can expect
that SOEs and other state-controlled or -assisted
enterprises may be willing to earn less from
export sales to expand market share and keep
the wheels of domestic industry spinning, main-
taining employment, and assuring cash flow in
the state’'s companies. The ideal is to have SOEs
grow quickly enough to justify high employ-
ment levels as they become increasingly com-
mercial. The best of the large Chinese
enterprises should be able to sustain a tight
margin process and do just that, even those
enterprises that might not prove commercially
viable in a fully competitive, nonsubsidized
marketplace in the near term.

Fortunately for this agenda, few of China’s
enterprises are closely accountable for their
financial performance on a quarter-by-quarter
basis in the same way as foreign companies. And
as the debate continues as to whether the large
state banks are creating more nonperforming
loans (NPLs) than they are eliminating, it is now
apparent that even new and relatively commer-
cial smaller banks have accumulated substantial
NPL ratios by financing local industrial growth.
The NPL story is the story of the shortfalls in
competitiveness of these enterprises.

Thus there are new pressures on the horizon
for many of China’s exporters, especially the
larger players. Exposure to shareholder scrutiny
in domestic and international markets, new
accounting procedures that disclose values and
flows more realistically, and new credit risk mea-
sures in the banks are among key forces that
increasingly will press SOE managers to commit
themselves to real profits. This could have the
effect in the next three to five years of reducing
their export competitiveness, to the extent that it
derives from various forms of assistance, trans-
fer pricing of goods and services within groups,
and a lack of pressure for earnings.

Liberalization of ownership categories and
facilitation of commercially driven M&A activity
will be among the most important reform steps.
Recent initial public offerings indicate that even
prestigious SOEs may be facing a more difficult
time acquiring large infusions of capital on
world markets. A more open and fluid M&A
marketplace will reinvigorate direct and portfo-
lio investment from abroad, as well as stimulate
the appetite of CEOs to achieve earnings in their
enterprises.

But building that marketplace will also
require some liberalization of capital account
convertibility, and that plays into leadership
fears that are rooted in the Asian financial crisis.
Liberalization of capital account management is
just beginning to happen, primarily in the cus-
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todial processes being developed to superintend
funds used by Qualified Foreign Institutional
Investors (QFIls). QFlls bring hard currency for
investment in China’s A-share markets and pre-
sumably will be able to withdraw funds and
repatriate them in hard currency as well.

The pressure to dispose of the massive non-
performing asset holdings of the asset manage-
ment companies has led to pioneering M&A
activity, such as the recent approval of bundled
asset sales and the purchase of legal-person
shares in several banks by foreign financial
investors. But the weaknesses bred into many of
these enterprises by the state ownership system
will make evaluation difficult and even approved
deals hard to close.

5. The value chain

Driven by national pride and strategic pur-
pose, China has for a decade declared itself com-
mitted to climbing the value chain, becoming a
knowledge-driven economy and a technology
producer, as well as the factory for the world.,
For several years, foreign investors have signifi-
cantly increased their investment in technology
manufacturing, focusing on chips, screens,
mobile [Uln}l‘ldlh. and other high-technology
component manufacturing and assembly opera-
tions, as well as R&D, product design, and
remote software facilities. Universities at all lev-
els across China have mobilized resources to
graduate more students in technology areas, and
China has also established more high-tech
zones, including a network of 10 designated
software centers. Two domestic issues loom as
threats to China’s aspirations to move up the
value chain: the state’s efforts to manage infor-
mation and the poor enforcement of intellectual
property laws and regulations.

Nothing exemplifies this potential climb up
the value chain more succinctly than China'’s
claimed Internet user base, which according to
official sources surged 70 percent in 2002 to
reach 59 million. And yet nothing better exem-
plifies the deep dilemma China faces in achiev-
ing its value chain aspirations than the struggle
to manage the Internet, or more precisely the
citizens who use it and the information that
flows through it. China’s management of the
Internet has been explored from social, political,
and technological perspectives in several recent
books and articles. The economic impact has
not been discussed in depth and may be more
difficult to assess.

What we can say is that there appears to be a
substantial diversion of technology talent and
other resources into the state’s effort to manage
both access to and content on the Internet, and
the intensity of regulation itself constitutes a
substantial tax on information traffic. The pres-
sure on Internet cafés and a strong push to limit

the computer time of young people, based on

uncertain research, will work against China'’s
need for the kind of innovative young profes-
sionals who create new technology value.

The cost of the intense surveillance of traffic
at international gateways is also hard to quanti-
fy, but tests indicate that a surveillance delay of
up to 7,000 milliseconds for packets coming into
and out of China is not uncommon, and many
important sites, including major universities
abroad, appear to be blocked, at least intermit-
tently.
cient use of the Internet are inestimable.
Internet-based information access appears to

The costs of such control in terms of effi-
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have been curtailed significantly in just the last
six months, a trend that could be damaging to
the prospects of China'’s technology-related
developments. It is significant that the con-
straints on Internet surveillance are only techni-
cal, and as better technology has been deployed,
surveillance has become more intense.

There are no signs yet of an internal policy
debate about the impact of surveillance on
China’s plans to build a knowledge-based econ-
omy. It is apparent that the fourth and fifth gen-
erations of Chinese business leaders are
increasingly part of an international mindset
that attaches high value to efficient global com-
munication and the free flow of information.
The extent to which China is able to build a
knowledge-based economy affects not only the
efficiency of knowledge-driven businesses. It
also bears heavily on issues as critical as China’s
ability to attract the large group of overseas
Chinese with technical educations to return,
work, and contribute.

Finally, intellectual property rights (IPR)
experts seem generally satisfied with the laws
and regulations that China has put in place, but
they are just as disappointed in their weak and
inconsistent enforcement. Among encouraging
signs have been some high profile cases in which
the IPR of foreign broadcasters, designers, and
trademark owners have been upheld in Chinese
courts, but a more ubiquitous reality is the flood
of counterfeit goods casily accessible in any
major Chinese city, including clothing, shoes,
designer leather goods, pharmaceuticals, health-
care products, software, music, and videos. As
the supply builds, some brand names are even
available in “good,” “better,” and “best” fakes,
and the printing and packaging of digital video
discs now approaches that of authentic goods.
As The CBR goes to press, Huawei Technologies
Co. Ltd., probably China’s most prestigious
high-tech company, is being sued in a US
District court by Cisco Systems Inc., a case likely
to be a watershed in the development of 1P-

intensive sectors in China and the outbound
investment of leading Chinese companies.

If China succeeds in commercializing some
of the technologies under development in
China, such as TD-SCDMA for mobile telepho-
ny, Linux-based applications that support the
adoption of open source operating systems, or
domestically developed central processing units,
for example, its own stake in protecting IPR and
harvesting [PR-driven revenue will grow. But
even as increasing internal pressure and political
will to improve enforcement grow stronger,
strict enforcement will be challenged by the sum
of many of the factors discussed above, especial-
ly the fragmentation of enforcement authority
and local interests in revenue from locally

owned assets.

Making the right choices

Stark differences exist among prominent
forecasts of China’s economic and development
future, from collapse to regional dominance.
Pessimists focus on intractable weaknesses in
China’s fiscal and financial underpinnings, orga-
nizational problems, policy implementation
sluggishness, the poor distribution of resources,
and potential social turbulence. Optimists focus
on the unexpected, unprecedented, and sus-
tained success of China’s economic growth,
strength of China’s external debt and foreign
exchange positions, the enthusiasm and growing
competencies of the fourth- and ffth-generation
government and business leaders, and China’s
continued vocal commitment to continuing the
reform process.

In the hard choices ahead, it China’s deci-
sionmakers press onward toward a more marke-
tized economy—and provide genuine growing
room to the more advanced SOEs, private enter-
prises, and foreign-invested enterprises—solid
growth will continue, and a rising number of
the Chinese people will be well served. T
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First Hand

Conversations with foreign businesspeople who
came to China in the early 1980s and stayed

Catherine Gelb

hey may be hard to tell apart from the thousands of
other foreigners living, working, and competing in the
China of 2003. But engage them in conversation and
it becomes rapidly clear that these members of the small
band of foreigners who first arrived in China in the late
1970s and early 1980s—and have stayed on for most of the
past 20 years—have a first-hand and nuanced perspective
about the China market. This perspective is instructive not
only for businesspeople looking at China for the first time,

but for the not-so-recent arrivals as well.

Back in time
Roberta Lipson, president of Chindex International, Inc.,
remembers landing at the airport in Beijing for the first time

in 1979 (flying a route that took her through Paris and

Catherine Gelb
is editor of The CBR.
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Dhaka) and walking into a one-room building
with a floor flooded from the rainstorm in which
they had landed. She and her fellow passengers
retrieved their luggage as it was pitched through a
hole in the wall.

From there, it was on to the Beijing Hotel—
for years, the center of foreign business in the
capital city. In those days, the telex was the life-
line of business. One had to book overseas tele-
phone calls far ahead of time. (Forging good
relationships with telephone and telex operators
appears to have been vital during the early
1980s.) The US-China Business Council office in
the Beijing Hotel was an “oasis” where foreigners
would gather to vent their frustrations.

And the frustrations were considerable.
Clinton Dines, an Australian who has worked in
China since 1978 and is now president of BHP
Billiton China, says: “Twenty years ago everything
was opaque, everything was nontransparent, and
vour [business’s| ability to make progress was
very, very limited. You were subject to a range of
controls on your every breath, on your every
activ iI}'.n

Examples of the kinds of difficulties early for-
eign investors faced emerge in conversations
about one of the earlier foreign investments in
China. In the early 1980s Occidental Petroleum
took a 25 percent stake in what would be the
largest open-pit coal mine in the world, located
in rural Shanxi. A few of the foreigners who
worked on that project, betore Occidental
Petroleum sold its stake, are still in China.

One of them is Carl Crook, now managing
director of his own importing company,
Montrose Food & Wine. Crook was born in
Beijing in 1949. His parents were university
teachers, his mother the daughter of missionaries
and his father an aspiring writer. They met in
China in the 1940s,

After growing up in Beijing and finishing high
school during the Cultural Revolution, Carl and
his brothers went to work first in a small farm
tool factory that made parts for hand tractors
and rice threshers and later in a truck overhaul
plant. After leaving for graduate school in the
United States in the 1970s, Crook found himself
back in China representing Occidental Petroleum
in Beijing in the mid-1980s.

“Thinking back on it, those were real pioneer-
ing days. There was no particular system. We
weren't sure who was responsible for solving
problems.” Often, the problem-solver turned out
to be the foreigner who spoke Chinese.

“It was a very interesting experience because
everything was very unstructured in terms of what
could and could not be done. There were no
precedents. For example, this project had to bring
a corporate airliner into China to get people into
and out of this remote mine site. That was quite
an experience. [ remember trying to get this air-
plane inspected in China. It was a state-of-the-art

little plane but it sure didn’t meet the standards of
the inspectors, Beijing representatives from CAAC
[the General Administration of Civil Aviation of
Chinal. So we had to make all kinds of changes.”

Patrick Powers, the US-China Business
Council’s director of China Operations, worked on
the Occidental mine project for Island Creek Coal
of China, which was owned by Occidental. Powers,
who had studied Chinese in Taiwan after college
and had been working for Bechtel Inc. in the
pipeline and petroleum technology group, was
hired as the assistant to the training manager.
When the training manager was promoted, Powers
found himself promoted as well—a month after
arriving at the project site in Antaibao.

Both Crook and Powers describe the difficulty
the project faced in setting up an overseas satellite
communication link from the mine site. Crook
explains that the ministry in charge wanted the
signal to pass through its own hardware. Powers
recalls how, because the satellite hookup was
delayed, the managers at the mine were sending
hundreds of telexes each day. One day the project’s
telex machine went down. Powers sought out the
telex in the local village and was eventually allowed
into the telex room to type the message himself on
a 1930s-era machine.

Crook also recalls that the coal project ran into
problems of inadequate infrastructure in Shanxi.
“The railway was instrumental in this project in
that the coal was being produced in Shanxi but
needed to be transported to Qinhuangdao Port [in
Hebei|. But the railway line was very feeble and it
couldn’t carry much weight. For one thing, it was
designed for passenger traffic, not for heavy trains.
So the plan was made to build a dedicated rail line
to move coal from Shanxi to the port—though
they only managed to finish it by the time that
Occidental pulled out of the project in 1988 The
project also had trouble with the rail cars. “The
equipment of the mine, which was first class,
could load a rail car in something like 20 seconds.
But the impact of the coal coming into the car was
very damaging to many of the cars, which tended
to stretch out because they had wooden sides.”

The Canton Fair

In those early days, much Sino-foreign busi-
ness took place further south—at the Guangzhou
(Canton) Trade Fair. Most commercial interac-
tion consisted of trade since foreign direct invest-
ment in China was minimal. For two weeks every
six months, foreigners would flock to the city just
over the border from Hong Kong. They sat at
tables across from officials from Chinese min-
istries carrying order books filled with requests
from Chinese entities for foreign products.

Chindex Executive Vice President Elyse
Silverberg, in charge of the company’s Capital
Medical Equipment division, which is responsible
for the export and after sales service of medical
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equipment, says that the challenge at these first
meetings was deciphering what products the hos-
pitals and other facilities actually wanted. Often,
in the early 1980s, by the time the order require-
ments from the doctors made their way through
the system to the foreign trade corporations, they
were several years old and for obsolete products.
The problem was further compounded by the fact
that four overworked negotiators processed medi-
cal equipment orders for the entire country and
no direct contact between the enduser and the
equipment supplier was permitted.

Chinese speaker

All of these veterans will tell you that when
they started working in China their primary value
to their emplover was Chinese-language ability.
Indeed, Frank Hawke, president of IMC Asia Ltd.,
and Carl Walter, managing director and China
chief operating officer at JP Morgan Chase, were
on the same plane to China in 1979—part of a
group of Stanford University graduate students
who were the first Americans to travel to the PRC
to study since 1949. Walter left China for a few
years but returned as an investment banker and
handled the New York Stock Exchange listing of
Brilliance China Automotive in 1992, the first
overseas listing of a Chinese firm. Hawke became a
commercial and investment banker before going
to work for IMC and was involved in early land-
mark deals such as the Great Wall Hotel and
Beijing Jeep, among China’s first batch of
approved joint ventures,

Walter and Hawke and the others were young
Chinese speakers who found themselves able and
willing to work under difficult conditions in
China. A few of them spoke almost with nostalgia
of the camaraderie that arose among the resi
dents of the Beijing Hotel and of the willingness
to endure relative hardship that is much less evi
dent among expatriates today.

They seem acutely aware that their position as
foreigners in China comes with a certain respon-
sibility to respect the way things work there. All
referred to instances in which they found them-
selves acting as interpreters not only of the lan
guage but also of the culture and society. One
remarked that one of the challenges of living in
China was to avoid seeing everything through a

foreign lens.

Fast forward

When it came to discussing what had changed
most since they first arrived in China, the veterans
all agreed that there has been progress toward
greater openness, in varying degrees, at every
level—as Dines put it—from city to city, industry
to industry, and enterprise to enterprise. They also
stressed that China has become an extremely com
petitive market—in sectors in which foreigners are

permitted to operate. It has also become a more
complicated place to do business. And corpora-

tions large and small have the same expectations
for their China businesses as they have for their

businesses anywhere else.

® Access to markets

More specific changes include “proximity to the
customer,” says Elyse Silverberg, when asked about
what has changed most about doing business in
China. She recalls the "amazing” occasion when
she was finally shown the list of her Chinese cus-
tomers. Chindex had to notify all of its Chinese
customers about a manufacturer’s recall on one of
the products it had sold, but the company didn’t
know where in China the products had ended up.
After explaining the problem to the government
representative responsible for processing these
orders, he finally agreed to open the book and
show her the long list of customers and products.

Some industries have also evolved significantly
over the years, among them the oil and gas indus-
try: “It’s really become more sophisticated, more
globally oriented, more technically and commer-
cially adept,” says Dines.
® Access to government

Another change has been the increase in for-
eign businesses’ interaction with government offi-
cials. In the early days, foreign firms would
interact with a small number of designated gov-
ernment representatives. Today, foreign companies
can, and must, talk to members from every branch
of the government. And many of these burcaucrats
are impressive. Dines describes the officials in
Beijing as “technically well qualified, sophisticated,
worldly—chances are they will have a language
skill, and [there is| a very high chance that they
will have a broad comprehension of the issues in
their industry and the issues in their industry that
are related to China.”
® Access to talent

Perhaps the most dramatic change in the busi-
ness environment, particularly in coastal cities,
has been the emergence of a large pool of skilled
Chinese employees and coworkers compared
with 20 years ago. There are many well-educated,
bilingual, or trilingual Chinese, and many capable
of assuming managerial positions. Don St. Pierre,
a former auto executive who now owns and oper-
ates another leading wine importing operation in
China, ASC Fine Wines, attributes the growth of
his business, in part, to his ability to “find and
keep good people.”

The typical Chinese manager in a state-owned
enterprise used to boast about how many sets of
machinery, how many employees, and how much
land their enterprise took up. But in China today,
many of these same managers talk about net earn-
ings, price-to-earnings ratios, and how to reduce
employment and improve operating efficiency.

For foreign businesspeople, the vast supply of
skilled Chinese has meant that it is no longer
enough for a young, energetic foreigner looking

“I think that
NOwW, guanxi
is still a
useful term,
but I think its
meaning has

changed quite

significantly.”

—Carl Crook
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for work in China to speak the local language.
Professional skills and a business background are
far more important. It has also meant a very dif-
ferent life for the typical expatriate in China.
Frank Hawke notes that in the large coastal cities
it is possible to live and work in a cocoon in
which Chinese language fluency is unnecessary.
® The new guanxi

This new competition and professionalism in
the business environment has contributed to a
decline in the importance of relationships
(guanxi), in the view of some verterans—or, in the
view of others, a shift in the meaning of the
Chinese term. Crook observes, “In the beginning
the foreign company would seek out some off-
spring of some high official who would promise to
fix a certain deal.... And | think that now, guanxi is
still a useful term, but I think its meaning has
changed quite significantly. I think it now means
being well informed and having some personal
rapport. That is very different from saying ‘can
pull strings with people in office, which is what it
used to mean.”

Profits are possible

Several of these veterans insist that despite
China’s reputation as an impenetrable market for
foreign companies, it is possible to run a prof-
itable business in China. Powers says, “One of the
great myths is that no one makes money here.
Many companies make significant profits, partic-
ularly those that have a balance of exports and
domestic sales.” Carl Crook notes that despite
Occidental’s decision to pull out of the coal pro-
ject (after the price of coal plummeted and the
market for the product failed to materialize), the
Chinese took it over and run it profitably today.

Don St. Pierre makes a similar point about
the Beijing Jeep venture, which he oversaw as an
AMC executive in the 1980s and which was
immortalized in Jim Mann's book of the same
name. He notes that the book’s negative tone
obscures the fact that Beijing Jeep turned out to
be a viable operation.

here may be another, more selfish motivation
for downplaying one’s profitability in China.
James Spear, who heads up the logistics and con-
sumer side of Chindex’s operation, observed that
foreigners who entered China early on have an
incentive to “play up” the opacity of the system as
a way to discourage their competitors from fol-
lowing them. Spear is adamant that it is possible
and necessary to run a business in China based on
profit and loss and return of value to sharcholders.

Still China

For every striking change these foreigners
have observed, they can cite something that
hasn’t changed about doing business in China.
Among them:

@® Real barriers exist

As Dines puts it, “In virtually no sector do for-
eign companies have totally unfettered access to
the domestic market. There are a lot of sectors
where you have far more flexibility than you used
to have, but there is no sector where you have
unfettered access to do what you like. The nature
of the game is control.” Powers adds, “It is still not
an open market, even if there is more freedom.”

Powers points out that the government plays a
role in the market as both regulator and com-
petitor, which often, though not always, puts for-
eign companies at a disadvantage. He notes that
foreigners rightly complain that there are still
“too many administrative and procedural regula-
tions aimed at foreign firms that work in favor of
domestic companies.”

I'he veterans agree that foreign companies
that manufacture for export, provide professional
services, and operate hotels—and to some degree
those that develop property—have generally had
more success. Those involved in sectors in which
foreign investment is more restricted, such as
power generation or beer, have had a tough time.
@ Time has stood still in some regions and

industries

The sectors and parts of the country that have
been closed to foreign business have not achieved
the level of professionalism that foreign business-
es encounter on the coast. The inherent altruism
of government officials declines dramatically the
further one moves from big cities and coastal
provinces toward the interior and from cities
down to the township and county level.

Several investors also pointed out that there
are still industries in which the old state-owned
enterprise mentality is strong. One told of a plant
manager who boasted that his factory’s output
was sold in numerous provinces around the
country
would have told him that there was a market for
the plant’s entire output just within the factory’s

even though basic market research

home province.

Even in these cases, though, there are excep-
tions. Dines makes clear that even in industries
like coal, that have not opened up as much as oil
and gas, it is possible to find “leaders and lag-
gards” among Chinese enterprises.

@ A generation gap persists

Companies also run up against stubbornly
small pools of qualified people for certain spe
cialized positions. Although foreign companies in
China today can find highly qualified Chinese
able to work as managers, there is an experience
gap in the managing class, especially in industries
such as finance. Carl Walter notes that the pool
of people who have had experience in both com-
mercial and investment banking overseas and in
China, and can then represent all of a foreign
company'’s interests in China, is extremely small.
Interestingly, this is true of both the Chinese and

foreign talent pools.
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Powers notes that there have been several
waves of localization over the past 20 years. Ten
years ago foreign companies generally wanted an
expatriate manager in China, but today they want
a local Chinese manager. Such localization, when
undertaken for cost cutting purposes, “can lead to
difficulties, especially if the local managers have
not been properly trained to take on higher-level
assignments.” He adds, “There is much to be
gained from a harmonious balance of local
Chinese and expatriate staff within an operation”
to meet both internal and external needs. “The
Council sees cases where the real value of an
experienced expat is to keep the company from
making hasty or poorly thought out investment
decisions.” Yet he acknowledges that this is a role
whose value is hard to quantify.
® Doing your homework is still crucial

Due diligence is, has been, and always will be
indispensable for any China business assessment.
Finding out whether, for example, a potential
Chinese business partner has any competing
interests is only one of the many evaluations a
foreign firm must make before investing in any
project.

As has always been the case in China, it is dif
ficult and time-consuming to find the necessary
information about potential partners. This fact

has made conducting thorough due diligence in
China extremely challenging. Dines says a busi-
nessperson today will “still find situations where
your ability to make progress or get information
is as limited as it was 20 years ago.”

Powers notes that many failure stories can be
traced back to an inadequate due diligence pro-
cess with regard to strategic planning, partner
selection, and market research.

Hawke echoes this opinion. It is essential for a
company to “run the numbers” for China pro-
jects the same way it would for any other market.
I'he ultimate decision may take into account the
fact that China may be a good investment for
strategic reasons. But there is no excuse for not
evaluating potential projects according to stan-
dard criteria.

Despite three decades of dramatic change,
these veteran investors know that daily life in
China still requires resourcefulness and creative
problem-solving ability. This challenging climate
first brought them to China, keeps them there
now, and continues to attract others.

Don St. Pierre sums up what may be the
ultimate constant about the China market.
“There is a foreign investor born every minute—
that hasn't changed.” i
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The first US-Chinese high-technology
joint venture is alive and well

Catherine Gelb

W dmund J. Tarala, chief engineer of Shanghai-Foxboro
W Co. Ltd., didn’t think he would return to China after

M his first tour of duty, helping to establish the very first
US-Chinese high-technology joint venture in 1983, was
over. But he was convinced to come back—and still shows
up for work each day at the southern Shanghai plant, eight
years later. A conversation with Tarala reveals the progress
the pioneering joint venture has made over its 20-year
history, and reveals just how much the business
environment has changed, not just for this particular
company, but for foreign-invested enterprises (FIEs) along
China’s coast in general.

Shanghai Foxboro Co., Ltd. (SFCL) is a joint venture
between The Foxboro Co. (purchased in the mid-1990s by
Britain’'s Invensys) and Shanghai Instrumentation and

Electronics Holding (Group) Co. (SIEC), a state-owned

Catherine Gelb
is editor of The CBR.
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conglomerate of more than 100 enterprises. The
joint venture manufactures, sells, engineers, and
provides technical services for process control
instruments and advanced distributed control
systems for power plants and other utilities, and
large manufacturing facilities in industries from
steel to food processing. Of the 180 active nucle-
ar power stations around the world, Tarala esti-
mates that SFCL has supplied reactor shut-down
controls for 120 of them.

The plant consists of nine buildings, 10,000
square meters, and seven workshops that manu-
facture printed circuit board assemblies, test
component quality, and assemble final systems,
among other tasks. Each system is designed to
customers’ specifications, at a cost of anywhere
from $300,000 to $3 million. Around 70 percent
of SFCLs systems are made for the local market;
the rest are exported. The staff of 380 includes
140 on the manufacturing side. Of these, 125 are
engineers. The rest are corporate staff, responsible
for sales and marketing and finance. The venture,
which employs only two expatriates, even has its
own photographer and complete dining facilities.

Once in the top ten
—not anymore

Foxboro’s total investment in 1982 was $5.53
million, which gave it a 49 percent stake in the
venture and made it one of the top 10 foreign
investments in China. The company injected
additional cash into the venture in 1995 to take
a majority position (51.5 percent) though Tarala
says that having majority ownership hasn’t
changed daily operations at the plant. The joint
venture’s total cash investment has been $17.26
million over 20 years—this excludes the value of
the process- and manufacturing-control tech-
nology they have transferred during this period.

Nevertheless, the joint venture is a small FIE
compared to the large investments since made in
China by General Mators Corp., Motorola Inc.,
and others.

The value of
technology—and training

Transfer of technology has been continuous.
“Back when we started, the technology in use
today didn’t exist,” Tarala says. “Though we had
lower levels [of technology], that technology was
state of the art at that time. We continually
transfer new technology to meet market needs
here in China.” The rapidity of change in the
industry means that technology becomes obso-
lete before it can be copied, he asserts. This is
the principal reason why the company has had
no problems with intellectual property rights
infringement, despite early concerns.

One reason the transfer of technology has
gone so smoothly, Tarala says, is constant train-
ing. “E-mail only goes so far,” he notes. The joint
venture has sent 700 customers and staff to 11
countries on training programs ranging from
two weeks to six months. The abilities of the
engineers at the plant have also expanded.
Technical skills have improved, and many of the
staff are bilingual or even trilingual.

Sourcing in China

The joint venture purchases computers and
many other parts that run its systems within the
Asia Pacific region; many are sourced in China.
The joint venture, like most in China before the
country’s World Trade Organization (WTQ)
entry, had no choice but to find sources for its
components from within China. Tarala says that
this was not such a bad thing. “In China, PCBs
[printed circuit boards| are 30 to 50 percent
cheaper to buy, but it took us seven years to get
suppliers qualified on our sourcing list.” He says,
though, that once you explain to a Chinese sup-
plier what you want, you may have to work with
the firm for a while but you will get the compo-
nent you need, and it will be of good quality.

The parent company has full-time purchasing
staff in New York, Boston, and Shanghai but the
joint venture still has some trouble finding cer-
tain component suppliers able to deliver within
reasonable periods of time. One electronic device
has a 40-week lead time, which means the com-
pany must keep an inventory of this and other
critical parts, which ties up working capital.

Keeping up with competition

Such concerns as excess inventory have
become much more important over the years, as
market demands have grown more sophisticat-
ed. “PRC customers are very demanding—
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Chief engineer and director of Technology Edmund J. Tarala.

demanding more than in the past. They want a years. The Chinese managers at the venture
lot for their money, lots of after sales service, today are younger, better educated, and more
startup assistance.” flexible than ever before. Managers measure
This mirrors the changes in the China market  results and make reports using the same bench-
as a whole, says Tarala. “Obviously the situation marks as those used in the US headquarters.
in China has changed dramatically in the 20 years larala says that the fact that SFCL has had
we have been here.” He explains, “In the begin- rising sales (and proportionally rising profits)
ning, we really didn’t have to do any sales and since its first year of operations, except for 1994-
marketing. Customers would line up outside our 95 during China’s recession, has had a lot to do
door wanting to buy our products, we didn’t have  with the plant’s in-country manufacturing—and
to think too much about how to sell in China or service—capabilities. Chinese customers like the
market in China. Over the last 20 years, our com-  fact that the venture makes its systems in China,
petition has moved in, the Chinese equivalent of no doubt in part because this enables the compa-
what we do here has improved substantially, so ny to dispatch repair teams anywhere in China
not only do we now compete with other foreign within 24 hours. There is also an upside to the
companies but also with Chinese companies, venture's large store of spare parts. Other com-
because they absorb technology quickly.” petitors may not have parts on hand, or may
Competing against the likes of Rosemont, only be assembling in China, meaning that repair
Honeywell, ABB, and Siemens AG, not to men- expertise has to be tlown in from elsewhere.

tion emerging Chinese firms, has meant pres-
sure to cut costs. The venture has adopted the

L . ) o . New complexities
Six Sigma “lean manufacturing” program, which

has resulted in more efficiency and shorter The joint venture today must perform to the
product cycle time, and significant cost reduc- same standards as its counterparts around the
tions. The plant was also the first one in China world. There are no longer special exceptions for
to obtain SO 9000 certification of its manage- the fact that the plant happens to be in China.
ment processes. SFCL must achieve sales and market share goals
The ability to hire and keep highly compe- as well as goals for cost control, inventory turns,
tent staff can be crucial to maintaining competi-  defect levels, and customer satisfaction.
tiveness. Tarala estimates that fewer than 10 It is too soon to tell what effects China’s WTO
staffers have left the venture in the past eight entry will have on the venture’s ability to meet
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Shanghai Foxboro Co. Ltd. engineers at work

these goals. Tarala says that as of late 2002, WTO
hadn’t affected the plant’s daily operations much,
except perhaps in speeding up Customs clear-
ance of imported material, and in new rules on
infrastructure projects in which the venture is
involved. He is already seeing some changes in
the government’s rules on standards, and antici-
pates that these changes will have a noticeable
impact. “Any time you get something new in
China, it tends to be difficult until people up and
down the ladder learn what they can do, what
they can’t do, and how flexible they can be.”

Tarala’s job has grown more complicated.
Making the right decision is harder because
there are more options to choose from. Also, his
job as chief engineer used to be 20 percent man-
aging and 80 percent teaching in the early 1980s.
That ratio is now reversed. “Now," Tarala says of
his engineers, “They have learned so many man-
agement concepts from exposure abroad and
from management in the company, they chal-
lenge many things—which is good.”

Reminders of the past

Tarala is still a foreigner working in an orga
nization made up largely of Chinese. His staff is
free with the good news but not always inclined
to tell him about setbacks. As a result, he has
found that “management by walking around™ is
still the best technique to find out what is actu-
ally going on in the plant on a daily basis.

The plant is also, of course, still a joint ven
ture, though many other foreign investors have

bought out their Chinese partners and taken on
the often more profitable form of a wholly for-
eign-owned enterprise. The Chinese partner of
SFCL, SIEC, is happy to hang on to its share
because it is so profitable. The relationship
between the partners is nevertheless a good one,
Tarala says, and the Chinese partner has been
helpful in the joint venture’s dealings with the
local government.

I'he government, in fact, still has the power
to affect daily operations. For example, when the
Shanghai power bureau decided to undertake
routine maintenance at the plant one day in late
October, they were able to shut off the plant’s
clectricity—even during the middle of the week.

A long way since 1983

I'he venture will likely see further growth in
the next five vears, though achieving its growth
goals will be a challenge. Tarala anticipates
increasing price pressure and competition in its
existing markets. Thus, the joint venture is work-
ing to break into transportation and other new
market segments in which some of its competi-
tors are well established and is looking not just in
China but elsewhere in Asia for new projects.
larala says he has told his staft that the company
must be “lean” and “cautious” in the future and
cannot take anything for granted—aor the venture
will find itself out of business. He's certainly not
the only manager in China telling this to his staff.
It's as good an example as any of how far the
China market has come since 1983,
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Hong Kong Dollar Peg

A prolonged period of global
deflation may cause Hong Kong to
abandon its currency peg

local currency peg to the US dollar

is officially called, was set up in

1984 to guarantee currency stability in

the run-up to the handover of Hong

Kong to China in 1997. No one doubts

be considering delinking

L e e DR

Chilo,

the fundamentals behind the peg in the
short term: Foreign exchange reserves
are ample, government debt is small,
and Hong Kong is a net external
creditor (see p.78). But there are
signs that the government is losing

faith in the currency peg, and it may

former chief economist at Standard Chartered Bank and research director at HSBC,

is an independent economic strategist based in Hong Kong.
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currencies in the medium term to escape the ef-
fects of what is becoming a widespread expecta-
tion of prolonged deflation in the world economy.

The single most important factor that makes a
strong supporter of the Hong Kong dollar peg, in-
cluding myself, rethink its viability is the threat of
entrenched global deflation. The Achilles heel of
the peg is the Hong Kong government’s worsen-
ing fiscal position, which is tied to unfolding de-
flationary forces. Crucially, the recent rise in Hong
Kong’s fiscal deficit reflects the government’s un-
willingness to suffer more economic adjustment
pains than it already has under the peg.

Why deflation
makes the peg a burden

Since the share of land premiums and stamp
duties account for a big chunk of total fiscal rev-
enues in Hong Kong, the collapse of the property
market since the 1997 Asian crisis has signifi-
cantly slowed government revenue inflows. In
the current climate of deflation, the days of ram-
pant property price growth are unlikely to return
soon. The shrinking of revenues from the local
property market suggests that Hong Kong’s bud-
get deficit has become structural under the peg.

The rising fiscal deficit and consequent erosion
of fiscal reserves are undermining the foundation
of the Hong Kong dollar peg. This is because the
fiscal reserves form a major part—almost 40 per-
cent as of late 2002—of the Exchange Fund that
underpins the peg. If the annual fiscal deficit re-
mains at around HK$70 billion ($8.98 billion), as
the current trend indicates, Hong Kong's fiscal re-
serves will be depleted in four years. But investor
confidence will crumble before the fiscal reserves
run out, causing massive capital outflows that will
pressure the peg.

The view that a complete depletion of the fis-
cal reserves, which will still leave HK$570 billion
(§73.11 billion) in the Exchange Fund, will not
necessarily crush the peg is naive. When it comes
to defending the Hong Kong dollar peg, it is not
what the Hong Kong Monetary Authority
(HKMA) expects to commit in case of a crisis
that matters. Rather, it is what the HKMA even-
tually would have committed—defined as the
amount that depositors would withdraw from
the banking system in case of a loss of confi-
dence—that matters.

The Exchange Fund (excluding fiscal re-
serves) amounts to 240 percent of Hong Kong's
monetary base, which includes notes and coins
in circulation, banks’ aggregate balance with the
HKMA, and Exchange Fund securities. But the
survival of the peg in a crisis of confidence
would involve the whole Hong Kong dollar de-
posit base. Yet, the Exchange Fund covers only 30
percent of all Hong Kong dollar deposits. So if
every holder of Hong Kong dollars were to con-
vert their deposits into US dollars or other hard

currencies, there would not be enough foreign
reserves to meet demand; the Hong Kong dollar
peg would break. Local public confidence is in-

deed fragile—the growth of Hong Kong dollar
deposits has fallen steadily since the Asian crisis
and has been negative since January 2002, As a

result, falling fiscal reserves will erode public
confidence and the margin of safety provided by

The rising fiscal deficit and consequent erosion
of fiscal reserves are undermining the foundation
of the Hong Kong dollar peg.

the Exchange Fund and impede the authorities’
ability to deal with contingencies effectively.

If the government resorts to borrowing to
plug the deficit hole, the rise in public debt will
only exert more stress on the Exchange Fund and
erode public confidence further. The fund will
either act as a direct lender or a guarantor for
borrowing. Both acts will require it to commit
more resources to fund the fiscal deficit, thus re-
ducing its ability to protect the peg.

Forcing a choice

The combination of deflation and Hong
Kong’s structural fiscal deficit are forcing the gov-
ernment to choose between lowering the external
price of money (un-pegging the Hong Kong dol-
lar) and lowering asset prices (chronic asset price
deflation). Re-setting the peg is not an option be-
cause re-setting the peg once would create expec-
tations that the government would re-set it again.
The currency link system would lose credibility
and speculative attacks on the peg would follow,
leading to its eventual collapse.

The survival of the peg thus depends on the
political will to tolerate the economic adjust-
ment pains that are necessary under the cur-
rency peg. This means the government cannot
intervene in the economy even at times of eco-
nomic stress. The persistent rise in Hong Kong's
public spending to boost growth is the most no-
table sign of recent interference. Since 1997, fis-
cal spending has risen from 17 percent of GDP
to 24 percent—one of the highest ratios of non-
defense public spending to GDP in Asia.

Large fiscal spending looks likely to stay, as
government policy has shifted from laissez-faire
to hands-on. From the currency peg perspective,
however, any market-supporting measures dis-
tort the peg’s adjustment mechanism. To keep
the territory competitive when other Asian cur-
rencies depreciate, Hong Kong prices need to fall
under the currency peg. But the government’s
supportive measures are preventing the neces-
sary decline in the city's domestic prices, thus
distorting the peg’s adjustment mechanism.
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Hong Kong has had a fixed exchange rate
system since 1983, when the value of the
Hong Kong dollar was fixed at HK$7.80 per US
dollar in response to currency instability and
general uncertainty about Hong Kong's future
in the years before its return to China. Under
this system, all notes and coins in circulation
are backed by US dollars. The three banks
that issue notes in Hong Kong—Hong Kong
and Shanghai Banking Corp. Ltd., Standard
Chartered Bank, and Bank of China—must, for
each 7.8 Hong Kong dollars they issue, deposit
a US dollar in what is known as the Exchange
Fund. In return, they receive a Certificate of
Indebtedness, which allows them to redeem
US dollars when they pull Hong Kong dollars
out of circulation.

Good pegs have currency boards.
Currency boards keep a fixed exchange rate,
ensure that every note and coin of local cur-
rency issued is backed by the anchor curren-
cy, and exchange the local and anchor cur-
rencies on demand. They do not participate in
monetary policy and are independent of the
government. The Hong Kong Monetary
Authority (HKMA), set up in 1993, oversees the
Hong Kong peg system. But because HKMA
performs some of the functions of a central
bank, such as regulating banking and financial
systems, it is not a true currency board.

In addition, most currency boards have a
firm legal base—that is, their role is written
into law. Hong Kong has no such law, other
than the Exchange Fund Ordinance. This ordi-
nance gives the financial secretary not only
control of the fund (no separation from gov-
ernment) but also rather broad, but vague,
powers: “..the Financial Secretary may...use
the fund as he thinks fit to maintain the stabili-
ty and the integrity of the monetary and finan-
cial systems in Hong Kong.” On the other
hand, HKMA is not a true central bank either,

These supportive measures also show that the
authorities are hitting their tolerance limit for

economic pain caused by the peg and, hence,
may be mulling a policy shift. All this is best
summarized by Antony Leung’s anti-peg com-
ments since he took over as financial secretary in
late 2000—in essence, he has said that the peg is
an obstacle to Hong Kong's development.

No constitutional backing

Indeed, it would be easy for Hong Kong to
sever the peg because the Hong Kong dollar peg
does not have robust constitutional backing. Ar-
ticle 111 of the Basic Law only guarantees the

Hong Kong's Peg

Hong Kong dollar as the legal tender in the
Hong Kong Special Administrative Region and
ensures that the issuance of Hong Kong dollars is
fully backed by a reserve fund. It does not guar-
antee the Hong Kong dollar peg and its convert-
ibility rate of HK$7.80 per US dollar. On the
other hand, the Argentine peso peg unraveled
under severe economic stress, even though it was

enshrined in the constitution and approval from

as it does not issue notes or act as a banker
to the government.

How the peg works

As HKMA explains, “Under the currency
board system, ...interest rates rather than the
exchange rate ... adjust to inflows or outflows
of funds. The monetary base increases when
the foreign currency ... to which the domestic
currency is linked, is sold to the currency
board for domestic currency (capital inflow). It
contracts when the foreign currency is bought
from the currency board (capital outflow). The
expansion or contraction of the monetary
base causes interest rates for the domestic
currency to fall or rise respectively ...[causing
investors to move funds]..., while the
exchange rate remains stable. This process is
very much an automatic mechanism, which
does not require the HKMA to exercise any
discretion.” (Hong Kong's Linked Exchange
Rate System)

Benefits of the peg

In Hong Kong's case, one of the most
important benefits of the peg is still the guar-
anteed currency stability in a time of political
uncertainty over Hong Kong's future. Though
Hong Kong has now been a special adminis-
trative region of China for more than five
years, new sources of uncertainty—such as
interpretation of the Basic Law, recent pro-
posals for an anti-sedition law, and lack of
confidence in the current Hong Kong govern-
ment’s ability to keep the economy running
smoothly—show that the peg is still useful.

As a center of international trade and
finance, Hong Kong is extremely vulnerable to
external economic shocks. The linked
exchange rate guarantees a stable currency,
which eliminates much of the foreign
exchange risk faced by actors in Hong Kong's

both houses of Congress was needed to scrap it.

The fate of a currency regime is more a politi-
cal choice than an economic one, and the advent
of a new era of prolonged low inflation, with pe-
riodic deflation, has cast doubt on the desirabil-
ity of the Hong Kong dollar peg. The govern-

small, open economy. According to HKMA,
local markets respond quickly to economic
pressures: Prices adjust fairly rapidly to
restore competitiveness without changing the
exchange rate. Yet the smaller number of eco-
nomic levers available to policymakers in
Hong Kong compared to economies with float-
ing exchange rates means that Hong Kong's
economy must make structural changes to
cope with economic pressures. Though
painful in the short run, such changes benefit
the economy in the long run.

Drawbacks

On the downside, internal wage and price
adjustments may be more wrenching than
they would be if the exchange rate were free
to adjust. The linked exchange rate also effec-
tively links the interest rates of the US and
Hong Kong economies, which prevents HKMA
from using interest rate adjustments as levers
on the Hong Kong economy. And when the
economic cycles of Hong Kong and the United
States are out of synch, US interest rates may
not be at levels appropriate for Hong Kong.
Indeed, a few years ago, the United States
raised interest rates to cool down its over-
heating economy just when Hong Kong was
struggling to recover from a recession
brought on by the Asian financial crisis.

Another drawback is that the Exchange
Fund ties up reserves that, some have argued,
could be put to better use—invested in the
local economy or spent on improving Hong
Kong's education, health, and welfare sys-
tems, for instance.

—Virginia A. Hulme

Virginia A. Hulme is associate editor of The
CBR.
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ment is increasingly uncomfortable with the
long-term burden the peg imposes on the econ-
omy under deflation. But it will likely do nothing
in the short term, if only because of the difficult
steps that would be required, among them re-
forming the HKMA into an independent mone-
tary policy manager.

Rationale remains

The above argument does not deny the merits
of the Hong Kong dollar peg tor Hong Kong’s
small, open economic system. After all, scrap-
ping the peg will not solve Hong Kong’s struc-
tural problems, among them a rising skills mis-

match, an education system in dire need of

reform, and an outdated economic model based
on asset trading.

Moreover, the alternative currency regimes
are unlikely to be any better for the Hong Kong
economy. The volatility that characterizes a
floating exchange rate would hurt the city’s com-
petitiveness as a financial center, while a man-
aged float (which would entail frequent govern-
ment interventions to keep the exchange rate
from moving freely) would risk over-politicizing
the exchange rate.

If the peg goes

Given the signs of wariness about the peg, in-
vestors would be wise to prepare for its demise.
The immediate effect would likely be a sharp
drop in the Hong Kong dollar-US dollar ex-
change rate. In such a case, how would Hong
Kong’s asset prices behave? As a reference, we can
look at stock market behavior in Argentina and
the United Kingdom, both of which have broken
their currency pegs in recent years.
® Argentina

Argentina pegged its currency to the US dollar
in 1991 to combat hyperinflation and stabilize the
economy. The peg succeeded for a few years, but
because of imprudent economic policies, it came
under pressure in the late 1990s. The peso peg
severely damaged Argentina’s export competitive-
ness and its ability to repay foreign debt. The gov-
ernment eventually defaulted in November 2002
and abandoned the peg in January 2003. Ar-
gentina’s stock market surged 100 percent in the
month before the peso-dollar peg was scrapped,
as the markets expected major relief from the eco-
nomic pains of deflation, bankruptcy, unemploy-
ment, and economic contraction that the adjust-
ment mechanism was inflicting,

For the same reason, Hong Kong’s asset prices
could also start rising if signs emerge that the gov-
ernment may decide to sever the peg. What would
happen next to asset prices would depend on
whether Hong Kong was able to restructure to
survive in the new economic era. In Argentina’s
case, hesitation to eliminate structural woes in the

economy caused asset prices to plummet after the

peso peg was abandoned. The Argentine govern-
ment imposed strict capital and deposit controls
and created a dual exchange rate to skirt full de-
valuation and restructuring pressures. But these
measures have only postponed thorough adjust-
ments, and thus have haunted the markets.
@ United Kingdom

Britain’s experience was very different. Britain
had joined the Exchange Rate Mechanism
(ERM), which fixed European currencies’ cross-
exchange rates within specific bands, in 1990,
During a speculative attack in September 1992,
the Bank of England decided to drop out of the
ERM. UK stock prices rose steadily after the
British pound dropped out of the ERM. The as-
cent of UK equity prices lasted until late 1999,
when the global investment bubble burst. This
sustained rise of British asset prices after the
break of the peg from the ERM was a result of
successful economic restructuring, notably in the
rigid labor market. Britain’s productivity and
economic growth have consistently outper-
formed many other European economies and
thus supported asset price growth.

The upshot

What all this means is that though severing
the peg may give an initial push to Hong Kong’s
asset prices, what happens in the post-peg era
would depend on the city’s restructuring efforts
and the macroeconomic environment. Because
the macroeconomy is outside of Hong Kong's
control, the territory’s ability to reinvent itself
would determine whether Hong Kong's asset
markets would revive in a post-peg cra.
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REVIEWS

i

-
internationalizing

nternational businesspeople who have

found themselves suddenly swimming

in the surf of China's economic and
commercial explosion at any point since
the carly 1980s may have wondered just
exactly what was going on. Few in busi-
ness have failed to sense that something
bigger was under way, of which their
venture, sale, or contract was somehow
just a tiny part. But the architecture of
those larger changes remained obscure.

David Zweig calls this process “inter-
nationalization” and defines it as “the
expanded tlows of goods, services, and
people across state boundaries, thereby
increasing the share of transnational
exchanges relative to domestic ones,
along with a decline in the level of regu-
lation affecting those flows.”

He examines four sectors of Chinese
life in which internationalization pro-
ceeded after the end of the Cultural
Revolution and the return of Deng
Xiaoping to supreme power: urban life,
the rural economy, higher education,
and—in a different vein—what he calls
“the struggle over overseas development
assistance.”

From the start, internationalization
spelled opportunity (including the
opportunity for financial gain) for many
Chinese. The chance to recruit foreign
investment, export to foreign buyers, get a
fellowship and study abroad, receive assis-
tance from the World Bank or some
enterprising foreign nongovernmental
organization was instantly compelling. It
changed minds, perspectives, lives. And it
wound up changing the dynamics of
China’s economic and bureaucratic order.

Central government policy changes
played their roles: If Deng had not per-
sonally encouraged foreign investment,

Internationalizing China:

Domestic Interests
and Global Linkages

by David Zweig

Ithaca, New York: Cornell University Press, 2002

290 pp. $45.00 hardcover, $22.50 softcover

or the establishment of special economic
zones, or study abroad, processes that led
to the weakening or dissolution of the
old-time instruments of control and
monopolization of power would not
have started bubbling. But Zweig’s book
makes clear that, once the notion of
opportunity and self-promotion began to
ferment, a collective momentum drove
China toward a culture of opportunistic
entrepreneurialism,

Bureaucrats and officials at various
levels of Chinese administration discover
economic opportunities falling into their
hands. Some thrive on “rents,” Zweig's
lingo for unearned or illegitimate
income, including corrupt payoffs.
Others take a piece of the business they
are supposed to regulate.

Zweig's portrayal of a closed and
politically hamstrung society evolving
helter-skelter into a remarkably more
fluid one should be encouraging to the
many observers of China who wonder
whether, for example, foreign business
plays a constructive role in the develop-
ment of a more institutionally and ethi-
cally progressive society in the PRC.
While most of China’s increasingly mar-
ket- and law-oriented behavior has
resulted from the needs and wishes of the
Chinese themselves, Zweig leaves no
doubt that international commercial
engagement with China was critical in
pushing changes forward.

One of the most interesting of Zweig's
observations is that the process of inter-
nationalization, so corrosive to so many
established economic and bureaucratic
interests, proceeded without the emer-
gence of decisive opposition, despite
periodic bursts of concern. Zweig notes
that China’s entry into the World Trade

Organization (WTQO) in 2001 finally
sounded the alarm for economic sectors
and bureaucratic champions who could
see extreme danger in China’s WTO
laundry list of commitments to liberal-
ization. He notes, as well, the political
significance of some of the side effects of
internationalization, such as the opening
of immense gaps in living standards
between the dynamic internationalist
coastal region and the far more conserva-
tive noncoastal areas of China.

Zweig notes, too, the dangers of
incomplete transformation, in which the
internationalizing process undermines
the institutions of governance and social
control, but new guarantees of govern-
ment integrity and social discipline fail to
emerge in time to prevent society from
falling into unending corruption and
abuse of power by privileged elites.

But in the end, Zweig argues that
internationalization is irreversible and
more likely to conduce to increasingly
positive social and political development;
on this he is, in his scholarly way, very
optimistic.

Internationalizing China will appeal
heavily to scholars and social scientists
bent on dissecting the complex phenom-
ena that swept over the Chinese econo-
my in the 1980s and 1990s. And for
businesspeople who lived and worked
their way through these transformations,
and who have a long air trip or other
interval for quiet, concentrated reading,
Zweig's book will offer valuable insights
and perspectives.

—Robert A, Kapp

Robert A. Kapp is president of The US-China
Business Council.
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hrough most of the 1990s, China’s

average annual economic growth

ranked first in the world, based
upon World Bank figures, with an aston-
ishing 11.2 percent rate. Questions con-
cerning the how and why of China’s
two-decade-long economic expansion
abound. The “why” explanation brings us
back to classic neoliberal economic theo-
ry: a convergence of abundant labor and
capital. But the more salient question is
how does China keep its economic engine
humming? Given the oligarchic nature of
Chinese politics and policy directives to
state banks to lend to large, inefficient
state-owned enterprises, we ought to wit-
ness tremendous market distortions. Yet,
such distortions are not apparent. Kellee
Tsai, an assistant professor of political sci-
ence at Johns Hopkins University in
Baltimore, has found a partial answer to
this question in her research on informal
financing networks.

Tsai’s scholarship is the culmination of
two years of thorough field work. She digs
deep into China’s commercial life and
takes the pulse of the informal financial
arteries that trace their genesis to imperial
China. In Back-Alley Banking, Tsai argues
that informal financing networks are the
bedrock of China’s economic robustness.
Tsai is primarily concerned with an eco-
nomic policy paradox in China: though
growth increasingly depends upon the
private sector, in particular the 30 million
new private businesses that have sprouted
in post-Mao China, burdensome and
restrictive lending requirements for pri-
vate enterprises discourage borrowing
through official channels. In one humor-
ous account, a Chinese entrepreneur, who
was forced to turn to an informal financ-
ing network for a loan, tells Tsai, “A state

Back-Alley Banking:

Private Entrepreneurs in China

by Kellee Tsai

Ithaca, New York: Cornell University Press, 2002

316 pp. $35 hardcover

bank wouldn’t give me a loan if Chairman
Mao himself rose from the dead and told
them to give me one!”

Tsai reveals that, as of 2000, less than
one percent of loans from the entire
national banking system are allocated to
the private sector. Hui, or unofficial rotat-
ing credit associations, are thus the main
source of financing for most of China’s
entrepreneurs. Various types of i have
existed in China since the Tang Dynasty
(618-907 AD) but their prominence in
China’s credit market today is remarkable.

Informal credit networks vary greatly
even among similarly situated
entrepreneurs. Tsai argues that the
entrepreneurs have different political and
social identities. Those with stronger
social or political ties, such as the busi-
nesses that have successfully curried favor
with government officials, have an oppor-
tunity to borrow through more institu-
tionalized finance channels and pay lower
rates of interest.

Tsai also attempts to explain why
“localities with comparable economic
structures and, presumably, comparable
levels of demand for private finance
exhibit dramatic variation in curb market
activity” Her answer is one that is often
overlooked—the developmental policies
of the first three decades under Mao con-
tributed, ironically, to the financial success
of certain areas because the dearth of
investment and industrial policies com-
pelled those areas to turn to
entreprencurial activities to survive. The
prime example is Wenzhou.

Wenzhou, a district in the southern
coastal province of Zhejiang, was neglect-
ed by state planners under Mao (because
of its proximity to Taiwan) but thrives
under capitalism today. “Although

Wenzhou accounts for 11 percent of the
province’s land mass and 15 percent of its
population, it received only 1 percent of
Zhejiang's fixed capital investment
throughout the Mao era,” Tsai writes. But
by the mid-1980s, “Wenzhou's private
economy flourished...in tandem with its
informal financial sector, which both
defied and competed with formal finan-
cial institutions.” In Wenzhou, the so-
called “Red Hat Disguise,” in which a
private entrepreneur associates his or her
business with a state-owned business or
registers as a collective enterprise to tap
into the formal financing networks, was
rampant. As access to capital became casi-
er for private entrepreneurs, informal
lending institutions, such as hui, compet-
ed aggressively to lend money. Wenzhou's
dynamism, it seems, springs from an
instinct for survival, as seen in the hours
kept by informal lending institutions,
some of which are open 24 hours a day,
seven days a week.

This book should be required reading
for faculty and students focusing on
China’s political economy. Private
entreprencurs venturing into China should
also avail themselves of this work. It is
replete with statistical data on the macro
effects of the informal finance network in
China. Tsai has done academic and busi-
ness interests a tremendous service by doc-
umenting how private entrepreneurs use
informal financial networks.

—Mark T. Fung

Mark T. Fung is a PhD candidate in China
Studies at the Paul H. Nitze School of
Advanced International Studies at Johns
Hopkins University and is on the Term Member
Advisory Committee at the Council on Foreign
Relations in Washington, DC.
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CHINAS
ECONOMIC
CHALLENGE

Neil C. Hughes

mashing the iron rice bowl is more

than an economic challenge for

China. Economic reform and lib-
eralization initiated by Deng Xiaoping in
the late 1970s has opened the gates for a
flood of economic, political, and social
challenges for the government and its
people—insolvent banks, limited cropland
and bulging cities, a deteriorating envi-
ronment, booming telecommunications
and information industries that test the
government’s ability to filter information,
and waning political legitimacy. In China’s
Economic Challenge: Smashing the Iron
Rice Bowl, Neil Hughes provides a sweep-
ing account of all that ails China today.
Hughes is not a China expert, but spent
several years helping Chinese officials and
state-owned enterprise managers imple-
ment economic reforms as an industrial
and financial specialist with the World
Bank. His book is a quick read, packed
with information and analvsis, and suit-
able for those new to the China scene as
well as those already immersed in it.

After a short analysis of China’s bank-
ing structure and reforms, Hughes con-
cludes that the government must break
the dependency of inefficient, unprof-
itable state-owned enterprises on China'’s
banks. Hughes moves on to discuss agri-
culture, recounting the story of rural
decollectivization and exploring the

China’s Economic Challenge:

Smashing the Iron Rice Bowl

by Neil C. Hughes
Armonk, NY: M.E. Sharpe, 2002.
235 pp. $24.95 hardcover

debate, popularized by the agricultural
economist Lester Brown, about China’s
ability to feed itself in the coming
decades.

Environmental problems, some of
which are a consequence of current eco-
nomic reform and others of long stand-
ing, pose considerable challenges to
economic reform as the PRC government
prioritizes development needs. While
Hughes praises China for its recent focus
on environmental issues, he points out
areas that need still more attention. The
chapter on urbanization makes the point
(among others) that—contrary to the
plans of the PRC government and
domestic and foreign automakers—
“there is no place in China’s crowded
cities for the private automobile.”
Continuing on the theme of environ-
mental degradation and its human costs,
a chapter on the Three Gorges Dam
revisits the debate over the assertion that
the benefits of electric power and flood
control provided by the dam outweigh
the damage to the environment, the
money spent on construction, and the
costs of relocating millions of inhabi-
tants. (Hughes does not come down on
one side or the other of this debate.)

Telecommunications and access to
information round out the range of
issues in the book. Beginning with the

first telegraph line installed in China in
1877, guiding the reader through the
reshuffling of China’s telecom giants in
the 1990s, and ending with the rise in
Internet use, Hughes implies that China
will move in fits and starts down the
information highway as the PRC govern-
ment struggles with its role as
“Cyberspace Gatekeeper.” Hughes con-
cludes the book with a quick look at
political and legal reform and the loom-
ing question of the future of the Chinese
Communist Party.

With tidbits ranging from the histori-
cal use of cowrie shells as a medium of
exchange to municipal sewage and indus-
trial effluent ratios, Hughes's detailed
book gives context to China’s current
reform efforts. And throughout, Hughes
cites the lack of regulatory structures and
accountability as a source of continued
difficulty in reform. Though he is opti-
mistic about the effect of China’s World
Trade Organization membership on the
issues he addresses, Hughes points out
that the future of politics in China will
also be a major determinant in the ulti-
mate success of economic reform.

—Rebecea Karnak

Rebecca Karnak is The CBR's research
assistant
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Books

ATl

A CHINA CAN BE RICH

midst all the questions about
the quality of China’s economic
growth and the concern over

increasing inequality in Chinese society,
up-and-coming journalist Zhang Tingbin
has produced a book with an eye-catch-
ing title that affirms that, ves, China
indeed can become a rich country—an
aspiration targeted in the century-old
slogan “fuguo qiangbin” (rich country,
strong military).

China Can Get Rich profiles rags-to-
riches entrepreneurs and professional
businesspeople from the mainland that
have made millions. The author, a mem-
ber of the editorial board of the 21st
Century Business Herald newspaper, pub-
lished by the leading Southern Daily
newspaper group in Guangzhou, uses
interviews with 23 Chinese business elites
as the basis of this book. These intervie-
wees are members of a group he calls the
vanguard of the rich—a sharp contrast to
the “vanguard of the proletariat”™ of less
than 50 years ago.

Before delving into case-study inter-
views, Zhang argues that China is on the
brink of becoming a wealthy society.

Focusing only on the period since 1995,
Zhang argues that China has the momen-
tum to propel itself into the ranks of rich
nations, as Chinese entrepreneurs are
now reaching the end of the long road to
success, which took them through diffi-
culty, exploration, and breakthrough, and
is culminating in creation. In the individ-

in Chinese

by Zhang Tingbin

China Can Get Rich

Guangzhou: Nanfang Daily Publishing House, 2002

468pp.¥29.80 ($3.60) softcover

ual profiles, the author provides glimpses
into the business elite’s secrets of success.
Zhang categorizes these success stories
into two groups: self-made businesspeo-
ple and those thriving in professional
positions.

One individual profiled is 43 year old
Wang Licheng, chair of the board of
Zhejiang’s Holley (Hua Li) Group. Wang
reached the pinnacle of success from
humble small village beginnings. He
started his career as a technician, finished
university through distance learning, and
worked as a foreman in the then-small
Holley Group factory at the age of 27.
Thanks to perseverance and good invest-
ments, Wang, in the course of only eight
vears, expanded Holley from a small col-
lective to a $300 million joint-stock com-
pany that is China’s largest producer of
electric meters. Wang has recently led
Holley into pharmaceuticals and
telecommunications with a high-profile
acquisition of the technology rights to
Royal Philips Electronics NV's CDMA
technology. Other individuals profiled
include Zhang Shengman, the youngest
general deputy chair of the World Bank,
and Fred Hu Zuliu, managing director
for Asia Pacific Economics at Goldman
Sachs Group.

Zhang concludes with a call for opti-
mism about China’s ability to become
rich for four reasons. First, China’s entry
into the World Trade Organization offers
the country tremendous opportunities

for growth. Second, many of China’s
industries possess global competitive
advantages in labor and technology.
Third, China is going through a period of
financial innovation that will lead to
stronger fundamentals for growth.
Finally, the Chinese people’s cooperation
with, and achievements in, the world
economy will help boost China into the
ranks of developed countries.

Though Zhang identifies factors that
hinder the realization of China’s growth
potential, such as the prevalence of fraud
and lack of investment opportunities, his
study generally relies on the evidence of
individual success stories to support his
optimistic view. In many ways the book
parallels the Horatio Alger stories that
fed American rags-to-riches dreams a
hundred years ago.

One must wonder, though, if China’s
true path to wealth ultimately lies in an
institution that allows most Chinese to
become “well-off "—as the Chinese
Communist Party’s latest slogan puts it—
rather than rich. Time will tell if books
such as China Can Get Rich continue to
fly off the shelves or if stories focusing on
middle-class prosperity take their place.

— Brian Goldstein and Sharon Liu

Brian Goldstein is research manager at the

Council’s Beijing office. Sharon Liu is an intern
at the Council's Beijing office and will work for
KPMG after graduating from Beijing University.
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CHINA BUSINESS

Sales and Investment NOVEMBER 16, 2002 - JANUARY 15, 2003 Compiled by Rebecca Karnak

The following tables contain recent press reports of business contracts and negotiations exclusive of those listed in previous issues. For the most
part, the accuracy of these reports is not independently confirmed by The CBA. 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.

OTHER
Nike, Inc. (US)/Sina.com (Beijing)

Formed an alliance for an online sports channel. 12/02.

Accounting and Insurance

INVESTMENTS IN CHINA

Aviva plc (UK)/COFCO (Zhejiang) Agricultural Commodities and Technology
Formed insurance joint venture, AVIVA COFCO Life Insurance Co.

td;a ga serations in Guang .560.5 million. 01/03. .
Ltd.,and began operations in Guangzhou. $60.5 million. 01/03 INVESTMENTS IN CHINA

CIGNA Corp. (US)/SDZ Investment Consulting Co., Ltd., a unit of Nissho Iwai Corp. (Japan)/Zhangzi Isle Fishery Group Co. Ltd.
China Merchants Group (Guangdong) (Heilongjiang)

Will form joint venture, CIGNA & CMC Life Insurance Co., Ltd., in Will form a tunny-processing joint venture, Xiangxiang Foodstuff Co.

Shenzhen. (US:50%-PRC:50%), $24.2 million. 12/02. Ltd,in Dalian, Liaoning. (Japan:51%-PRC:49%). $8.6 million. 01/03.
ING Groep NV (the Netherlands)/Bejing Capital Group CK Life Sciences International (Holdings) Inc. (Hong

Will form life insurance joint venture, ING Capital Life, in Dalian, Kong)/Nanjing Red Sun Co. (Jiangsu)

Liaoning. (the Netherlands:30%-PRC:50%). $24 million. 12/02. Set up joint venture to promote and distribute eco-fertilizer products.

(US:40%-PRC:60%). 12/02.

OTHER . . . .
Pioneer Hi-Bred International Inc., a unit of E.l. du Pont de
Aon Corp. (US)/COFCO (Zhejiang) Nemours & Co. (US)/Denghai Seed Group (Shandong)
Received approval for insurance brokerage license for its joint Will form a joint venture, Shandong Denghai Pioneer Seeds Co., to
venture, Aon-COFCO, to be based in Shanghai. 01/03. produce corn hybrids. 12/02.
. » OTHER
AlU Insurance Co. (US), China Pacific Insurance (Group) Co. Ltd.
(Beijing), People’s Insurance Co. of China (Fujian), Ping’ An Governments of Belgium, France, Italy, Spain, and the
Insurance Co. Ltd. (Guangdong) Netherlands/Hebei Provincial Government
Signed $4 billion policy to insure integrated petrochemical complex Signed 10-year agreement on agricultural cooperation, covering the
of BASF-YPC Co. Ltd. of ]idllg\ll.;l joint venture between BASF AG fields of '“"'h”"i”?“' investment, farm I‘“'d““‘- |w]-,.|||||._‘|_ and
and Sinopec. 12/02. information. 12/02.
Advertising and Public Relations Banking and Finance
INVESTMENTS IN CHINA INVESTMENTS IN CHINA
Tom.com Ltd. (Hong Kong)/Charm Art & Advertising Co. (Beijing) Daiwa Securities Group Inc. {(Japan)/Shanghai International
Will form advertising joint venture. (Hong Kong:60%-PRC:40%). $2.4 Group Corp.
million. 11/02. Will set up brokerage joint venture. (Japan:33%-PRC:67%). 01/03.
Tom.com Ltd. (Hong Kong)/Henan Ming Sheng Advertising Citigroup Inc. (US)
Will form advertising joint venture. (Hong Kong:51%-PRC:49%). Will purchase a 5% stake in Shanghai Pudong Development Bank.
$123,000.11/02. $72 million. 12/02.

Abbreviations used throughout text: ABC: Agricultural Bank of China; ADB: Asian Development Bank; ASEAN: Association of Southeast Asian Nations; AVIC | and II:
China Aviation Industry Corp. | and II; BOC: Bank of China; CAAC: General Administration of Civil Aviation of China; CATV: cable television; CCB: China Construction Bank:
CCTV: China Central Television; CDB: China Development Bank; CDMA: code division multiple access; CEIEC: China National Electronics Import and Export Corp.; China
Mobile: China Mobile Communications Corp.; China Netcom: China Netcom Corp. Ltd.; China Railcom: China Railway Communications Co., Ltd.; China Telecom: China
Telecommunications Group Corp.; China Unicom: China United Telecommunications Corp.; CIRC: China Insurance Regulatory Commission; CITIC: China International
Trust and Investment Corp.; CITS: China International Travel Service; CNOOC: China National Offshare il Corp.; CNPC: China National Petroleum & Gas Corp.; COFCO:
China National Cereals, Oils, and Foodstuffs Import and Export Corp,; COSCO: China Ocean Shipping Co.; CSRC: China Securities Regulatory Commission; ETDZ: eco-
nomic and technological development zone; ICBC: Industrial and Commercial Bank of China; MII: Ministry of Information Industry; MOFTEC: Ministry of Foreign Trade
and Economic Cooperation; MOU: memorandum of understanding; NA: Not Available; NORINCO: China North Industries Corp.; P&T: Post and Telecommunications;
PBOC: People’s Bank of China; PetroChina: PetroChina Co., Ltd.; RMB: Renminbi; SARFT: State Administration of Radio, Film, and Television; SEZ: Special Economic Zone;
SINOCHEM: China National Chemicals Import-Export Corp.; SINOPEC: China National Petrochemical Corp.; SINOTRANS: China National Foreign Trade Transportation
Corp.; SOPC: State Development Planning Commission; UNDP: United Nations Development Program; WFOE: Wholly foreign-owned enterprise
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Chenery Capital, Inc., Distressed Asset Consulting LLC
(US)/China Oriental Asset Management Co. (Beijing)
Will set up an offshore joint venture to dispose of nonperforming

loans. 12/02.

Credit Lyonnais Securities (Asia) Ltd., a unit of Crédit Lyonnais
(France)/Xiangcai Securities Co., Ltd. (Hunan)
Will set up securities joint venture, China Hua-ou International
Securities Co., Ltd. (France:33%-PRC:67%). $60 million. 12/02.

Goldman Sachs & Co. (US)/Huarong Asset Management Co.
(Beijing)
Set up joint venture, Rongsheng Asset Management Co., to dispose of
nonperforming loans. 12/02.

ING Investment Management, a unit of ING Groep NV (the
Netherlands)/China Merchants Securities Co,, Ltd.
(Guangdong), China Power Finance Co., Ltd. (Beijing), China
Huaneng Finance Co., Ltd. (Shandong), and COSCO Finance, Ltd.
(Beijing)
Will set up mutual fund joint venture, China Merchants Mutual Fund
Management Co., in Shenzhen. (the Netherlands:30%-PRC:70%).
$12.1 million. 12/02.

Morgan Stanley (US)/Huarong Asset Management Co. (Beijing)

Setup joint venture, First United Asset Management Co., to dispose of

nonperforming loans. 12/02.

United Overseas Bank (Singapore)/Shenzhen Capital Group Co.,
Ltd. (Guangdong)
Set up offshore fund, UOB Venture (Shenzhen) Ltd., in Mauritius to
raise money for technology projects in China. 12/02.

OTHER

China Merchants Bank (Guangdong)

Approved to set up a New York City representative office. 12/02.

National Bank of Labor (Italy)/BOC
Signed a cooperation agreement for the extension of credit services

and for advisory and information purposes. 12/02.

Bausparkasse Schwaebisch Hall AG (Germany)/CCB
Won approval for savings bank joint venture, Sino-German Housing
Savings Bank Co. Ltd., which will open in Tianjin this year.
(Germany:24.9%-PRC:75.1%). 11/02,

Fortis NV (Belgium)/Haitong Securities (Shanghai)

Won approval for fund management joint venture. (Belgium:33%-
PRC:67%).$12.1 million. 11/02.

Chemicals, Petrochemicals,

and Related Equipment

CHINA'S IMPORTS

Chicago Bridge & Iron Co. NV (the Netherlands)
Won design and construction contract for Shanghai Ethylene Cracker
Complex (SECCO) storage facility. $40 million. 11/02.

INVESTMENTS IN CHINA

Saudi Arabia Basic Industries Corp./Dalian Shide Group

(Liaoning), Jinxi Chemical Corp. (Liaoning), China Oriental

Assets Management Co. (Beijing), Huajin Group (Shandong)
Will form joint venture to build petrochemical production units.
$5 billion. 01/03.

INVESTMENTS IN CHINA

Shinsegae Co. (South Korea)/Shanghai Join Bui Co., Shanghai
Trade Center Co.

Will form joint venture, Shanghai E-Mart Super Center Co.

(South Korea:49%-PRC:51%). 11/02.

OTHER

China Enterprises Ltd., a unit of China Strategic Holdings Ltd.
(Hong Kong)
Will sell its 51% stake in Yinchuan C.S.1. (Greatwall) Rubber Co. to
Ningxia Yinchuan Rubber Manufacturing. $4.23 million. 01/03.

Nu Skin Enterprises (US)
Opened 120 retail outlets in Fujian, Guangdong, Jiangsu, Shanghai,
and Zhejiang in December 2002. 12/02.

Hitachi Ltd. (Japan)/Hisense Group (Shandong)
Will form joint venture to produce air conditioners for commercial
use. (Japan:50%-PRC:50%). $24 million. 11/02.

CHINA'S EXPORTS

Semiconductor Manufacturing International Corp. (Beijing)
Will provide Elpida Memory Inc.,a joint venture between NEC Corp.
and Hitachi Ltd. of Japan, with 10,000 DRAM chips. 01/03.

INVESTMENTS IN CHINA

Infineon Technologies (Germany)/Semiconductor
Manufacturing International Corp. (Beijing)
Will form joint venture to produce DRAM chips. 12/02.

LG Electronics Inc. (South Korea)/Longqing Group (Tianjin)
Will expand its home appliance joint venture, LG Electronics
(Tianjin) & Electric Appliances Co., to build plants to make air
conditioners and motors. $300 million. 12/02.

Mitsui & Co., Ltd. (Japan)/SVA Group Co. Ltd. (Shanghai)
Will form a sales joint venture, SVA Trading Co. Ltd., to focus on
liquid crystal display panels and TVs. (Japan:40%-PRC:60%). $20
million. 12/02.

NCsoft Corp. (South Korea)/SINA (Beijing)
Will form joint venture to operate and market Lineage, an online

game, in China. 11/02,

Electronics and Computer Software
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OTHER China Resources Breweries, a joint venture of SABMiller plc
Agilent Technologies Inc. (US) (UK) and China Resources Enterprise (Hong Kong)
Opened Agilent China Communication Technology & Product Will purchase remaining 10% stake in three Shenyang breweries to
Development Center in Beijing. 12/02. raise ownership to 100%. $18 million. 11/02.
BEA Systems Inc. (US) OTHER
Will set up an R&D center in China. 12/02. Leprino Foods Co., Ltd. (US)

Received approval to build a cheese production enterprise in

IBM Corp. (US)/Zhejiang University Innovation Technology

. - v . . Shinazhuang, Hebei. 12/02
Signed agreement to explore IT application and service market. 12/02. hijiazhuang, Hebei. 12/02.

LG Electronics Inc. (South Korea)

Set up research and development center in Betjing. 12/0 Machinery and Machine Tools

Matsushita Electric Industrial Co. (Japan)

Will move its TV production base from Osaka to Jinan, Shandong. 12/02. CHINA'S IMPORTS
PalmSource Inc. (US), Group Sense (International) Ltd. Valmet-Xian Paper Machinery Co. Ltd., a joint venture of Metso
(Hong Kong)/Legend Group (Beijing) Corp. (Finland)

Signed licensing agreement. 12/02. Will supply Dongguan Jian Hui Paper Co. Ltd. of Guangdong with a

machine for the production of coated white lined chipboard. $34
Tengtu International Corp. (Canada) million. 12/02.
Signed an agreement to give Legend a discounted license fee on

certain educational software in exchange for its pre-installation on IRES T EINTEE L T TN

servers sold in the education market. 12/02.

FACB Industries Inc. (Malaysia)/Tianjin Pipe Corp.

Will form a joint venture to manufacture stainless steel pipes and

Engineering and cOnstruction “lliﬂé.',h. { .\I\ll.l}'ﬁi‘11(1[]"(>- PRC:40%). $4.2 million. 11/02.

INVESTMENTS IN CHINA
Medical Equipment and Devices
Fututech Bhd (Malaysia)/DNP Engineering Co., Ltd.

Will form joint venture to produce outdoor lighting products.
(Malaysia:70%-PRC:30%). $483,000. 01/03.

CHINA'S IMPORTS

Varian Medical Systems, Inc. (US), Toshiba Medical Co., Sanko
Medical Co. (Japan)

Signed a cooperative agreement to operate an X-ray tube service

Tensar International Ltd. (UK)/Kaile New Material Science &
Technology Co. (Hubei)

Will form joint venture. (UK:49%-PRC:51%). $14.5 million. 01/03. : : A5
center in Beijing. 12/02.

Compagnie Saint-Gobain SA (France)/Xuzhou General Iron and
Steel (Jiangsu) Bioneer Corp. (South Korea)

Will form joint venture to produce flexible tubes. (France:75% Supplied biotech equipment and test drugs to Gansu Agricultural
PRC:25%). 12/02. University. $500,000, 11/02.

OTHER
Metals, Minerals, and Mining
IVG Enterprises Ltd. (Canada)

Sold its 535% stake in its Baise Asia Pacific Concrete joint venture in
. . INVESTMENTS IN CHINA
Baise, Guangxi. $300,000. 11/02.

Afcan Mining Corp. (Canada)
s " Will acquire 85% stake from Sino G Lof alia in Qinghai
Environmental Technology and Equipment ill acquire .1.1\“}“ fl_nm ino old Ltd. of Australia in Qinghai
Dachaidan Mining Co. $5.6 million. 01/03.

OTHER Engelhard Corp. (US)
Tho Nathorlands Bought a controlling stake in state-owned Anping Kaolin Co. in

5 s y - Shanxi. $12 million. 12/02.
Signed agreement with China to improve urban environmental

infrastructure in western China. $14.7 million. 12/02. . . .
Ivanhoe Mines Ltd., Pacific Minerals Inc. (Canada)/Yunnan

Provincial Bureau of Geological and Minerals Exploration
Food and Food Processing Will form copper exploration joint ventures, Yunnan Xinzhao Copper

Mineral Co., Ltd. and Yunnan Xindian Copper Minerals Co., Ltd. $11

INVESTMENTS IN CHINA million. 12/02.

Want Want Holdings Ltd. {Singapore)/Beijing Huachen Food Co. Mitsui and Co. Ltd. (Japan)/Shanghai Baosteel Group Corp.
Will form joint venture, Beijing Mingwant Foods Ltd. Set up steel distribution joint venture, Shanghai Bao-Mit.
(Singapore:75.6%-PRC:24.4%). $4.8 million. 01/03. (Japan:35%-PRC:65%). 12/02.
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Miscellaneous

INVESTMENTS ABROAD

CHINA'S

Xinhua Financial Network Ltd. (Beijing)
Signed an agreement to acquire Asian financial news operations of

Agence France-Presse. 12/02.
INVESTMENTS IN CHINA

Vivendi Universal (US)/Shanghai Waigaoqiao Group Co.,
Shanghai Jinjiang Holdings Co. Ltd.
Will form amusement park joint venture, Shanghai Universal Studios
Theme Park. 12/02.

PR Newswire Association LLC (UK)/Xinhua Financial Network
(Beijing)
Will set up joint venture, Xinhua PR Newswire, a corporate financial
information service aimed at Western audiences. $4 million. 11/02.

OTHER

CDMI Productions Inc. (US)/China Film Group Corp.(Beijing)
Signed letter of intent for an entertainment equipment rental joint

venture in Beijing. 01/03.

Heidrick & Struggles International Inc. (US)/Beijing Leading
Human Resources Consulting Co.

Formed headhunting joint venture. 12/02.

Newsweek Inc. (US)/SinoWorld CNW Publishing, a subsidiary
of Vertex Group (Hong Kong)
Will launch a Chinese-language edition on the mainland and in
Hong Kong. 12/02.

Star Group, a unit of News Corp Ltd. (Australia)/Hunan Radio,
Film, & Television Group
Will form alliance for programming and financing. 12/02.

RTKL Associates Inc. (US)/Beijing Institute of Architectural
Design and Research
Won design competition and broke ground for the Chinese Museum

of Film in Beijing. 12/02.

World Bank
Contributed $11 million to commercial forestry project in Shandong.
$22 million. 12/02.

Lianhe Zaobao, owned by Singapore Press Holdings
(Singapore)
Signed agreement to provide news to the Shanghai edition of Cankao

Xiaoxi,owned by Xinhua News Agency of Beijing. 11/02.

Packaging, Pulp, and Paper

OTHER

Stora Enso Oyj (Finland)
Will move its Asia-Pacific headquarters from Singapore to Shanghai
12/02.

Petroleum, Natural Gas,
and Related Equipment

CHINA'S IMPORTS

Hyundai Heavy (South Korea)
Won contract from ACT-0G, a joint venture of CNOOC, Chevron
Overseas Petroleum, Texaco China BV, and Operators Group, for
construction of offshore crude oil extraction, refining, and storage
facility. $160 million. 01/03.

Stone & Webster, Inc., a subsidiary of The Shaw Group Inc. (US)
Won contract from CNOOC and Shell Petrochemicals Co, Ltd., a unit
of Royal Dutch/Shell Group of the Netherlands, to construct an
ethylene plant in Huizhou, Guangdong, with JGC Corp. 01/03.

Stewart & Stevenson Inc. (US)
Will supply three sets of fracturing equipment to China Petroleum &
Equipment Corp., under CNPC, for oilfields in Qinghai, Sichuan, and
Xinjiang. $21 million. 12/02.

JGC Corp. (Japan)
Won contract from CNOOC and Shell Petrochemicals Co. Ltd. for
construction of ethylene plant in Huizhou, Guangdong. $500 million.
11/02.

Technip-Coflexip (France), Chiyoda Corp., Mitsubishi Corp.
(Japan)
Won contract from CNOOC and Shell Petrochemicals Co. Ltd., a unit
of Royal Dutch/Shell Group of the Netherlands, for engineering,
procurement, and construction of petrochemical complex in
Huizhou, Guangdong. 11/02.

INVESTMENTS IN CHINA

Xinao Gas Holdings Ltd. (Hong Kong)/Shijiazhuang Gas Group
Ltd. (Hebei)
Formed a joint venture to operate a gas distribution network in
Shijiazhuang, Hebei. (Hong Kong:70%-PRC:30%). $15.7 million. 01/03.

General Electric Power Systems (US)/Shenyang Blower Works
(Liaoning)
Will form a joint venture to provide maintenance equipment and
services for oil and gas equipment. (US:75%-PRC:25%). 513.6

million. 12/02.

Husky 0il China Ltd. (Canada)/CNOOC

Signed agreement on oil exploration in South China Sea. 12/02.

China Gas Holdings Ltd. (Hong Kong)
Will invest in China City Gas Construction Investment Co. Ltd. of
Henan, $5.45 million. 11/02.

INVESTMENTS IN CHINA

Ethypharm (France)/Conba Pharmaceuticals Group Co. Ltd.
(Zhejiang)
Will form joint venture, Hangzhou Ethypharm-Conba Chinese
Medicines R&D Center Co. Ltd., to develop new Chinese medicines.
$1.2 million. 11/02.
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OTHER

AstraZeneca plc (UK)
Set up its East Asia clinical research center in Shanghai. 12/02.

Ports and Shipping

CHINA'S IMPORTS

Samsung Heavy Industries (South Korea)
Will provide five container vessels to China Shipping Container Lines,
through Seaspan International of Canada. 12/02.

INVESTMENTS IN CHINA

Cosco Pacific Ltd. (Hong Kong)
Will purchase a 17.5% stake in Shekou Container Terminals Ltd. from
China Ocean Shipping of Shenzhen. $19.9 million. 11/02.

OTHER

Keppel Logistics Foshan, a joint venture between Keppel T&T
(Singapore) and Sinotrans Guangdong Co.
Received the Non-Vessel Operating Common Carrier license to speed

up operations. 12/02.

Power Generation Equipment

INVESTMENTS IN CHINA

Evercel Inc. (US)
Will acquire the remaining 49.5% stake in its joint venture, Xiamen
Three Circles-ERC Battery Corp, of Fujian. 01/03.

OTHER

Korea Electric Power Co. (South Korea)
Signed MOU with Luoyang Shengsheng Power Co. of Henan to build
two thermal power plants. (South Korea:51%-PRC:49%).511.5
million. 01/03.

Steel Industrials Kerala Ltd. (India)/Hunan Chenzhou Electric
International Development Corp.
Signed an MOU to form a turbine manufacturing joint venture.
(India:30%-PRC:70%). 01/03.

Enron (US)
Will sell its share in Enron [nternational Chengdu Power Ltd., a joint
venture with Sichuan Electric Power Co., to Lin Feng Group of
Beijing. 12/02.

Telecommunications

CHINA'S IMPORTS

Telefonaktiebolaget LM Ericsson (Sweden)
Will supply an additional $25 million in CDMA2000 1X equipment
and services to China Unicom under existing contract. 01/03.

Cisco Systems, Inc. (US)
Won contract to provide China Unicom with packet networking

equipment, WLAN routers, LAN exchanges and firewalls. 12/02.

Oy Nokia AB (Sweden)

Won contract for expansion of Gansu Unicom’s GSM network. 12/02.

Nortel Networks (Canada)
Won contract from China Unicom for expansion of CDMA and GSM
networks. $65 million. 12/02.

Unity Wireless Corp. (Canada)
Won contract to provide ZTE Corp. of Guangdang with power

amplifiers for use in their CDMA network. 11/02.
INVESTMENTS IN CHINA

Qualcomm Inc. (US)/China Unicom
Will form joint venture to promote Binary Runtime Environment for
Wireless (BREW) technology. 12/02.

OTHER

Alcatel SA (France)

Set up research center in Shanghai. 12/02.

Korea Association of Information & Technology, a subsidiary of
Korea's Ministry of Information and Communication/Xinhua
Financial Network (Beijing)

Signed an MOU for better cooperation among IT and

telecommunications firms in both countries. 12/02.

Transportation

CHINA'S IMPORTS

AB Volvo (Sweden)
Will provide more than 2,000 new buses to Shanghai Sunwin Bus Co.
to modernize its fleet for the 2010 Expo. $169 million. 12/02.

INVESTMENTS IN CHINA

Carlson Wagonlit Travel (US)/China Air Service Ltd., a unit of
China Sport Industry Co. (Shanghai)
Will form a tourism joint venture, China Travel Management Service
Ltd. 01/03.

ET-China (Hong Kong)/China Southern Airlines (Guangdong)
Will form an e-ticket joint venture, China Southern Et-china.com E
Business Co. Ltd. (Hong Kong:49%-PRC:51%). $710,000.01/03.

Avis Europe plc, a unit of Avis (US)/Shanghai Automotive
Industry Sales Corp.
Will form a car rental joint venture, Anji Car Rental & Leasing Co.,
Lid., to set up more than 70 car rental outlets across China. (US:50%-
PRC:50%). $66 million. 12/02,
Embraer (Brazil)/Harbin Aircraft Industry (Group) Co. Ltd. and
Hafei Aviation Industry Co. Ltd. (Heilongjiang), units of China
Aviation Industry Corp. Il
Will form joint venture to produce regional jets. $25 million. 12/02.

Gammon Skanska Co. Ltd. (Sweden)/Beijing Zhuzong Group Corp.
Formed tunnel construction joint venture to bid for construction of

Beijing subway lines 4 and 10.$7.9 million. 12/02.
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General Motors Corp. (US)/Shanghai Automotive Industry
(Group) Corp.

Will purchase an assembly plant in Shandong through their joint

venture, Shanghai GM. 12/02.

Honda Motor Co. (Japan)/Guangzhou Auto Group Corp.
(Guangdong), Dongfeng Motor Corp. (Hunan)
Will form export-oriented car production plant in Guangzhou.

(Japan:65%-PRC:35%). $194 million. 11/02.
OTHER

China Motor Corp. (Taiwan)/Fujian Auto Industry (Group) Co.
Approved to expand production to sedans through its joint venture,

Southeast Motor Co. Lid. 12/02.

Classified

‘China Regnum’ map
first published by Cornelius de Jode

Limited edition copper engraved map, first published in 1593.

Hand engraved, printed and hand colored map on hand made
art paper now issued as part of the Atlas Collectus series.
The same process as used in the 1500s. Approx. size 44cm x
35¢cm. This is the rarest map of China ever published. Famous
for its circular layout and unusual decorative border showing
early European visions of China (windcarts, fish-catching cor-
morants, junks). Total edition is limited to 99 copies, of which
only 50 are being sold in China/HK. Makes an outstanding
decorative addition to the office or home and superb corpo-
rate gift to mark special events.

For further information and to order visit Web site:
http://lazarus.elte.hu/~zoltorok/Cartartweb/cartart_dejode.htm

Far Eastern Air Transport Corp. (Taiwan)
Received approval from Beijing and Taiwan governments to operate
direct flights (with a stopover in Hong Kong) between Shanghai and
Taiwan during the Lunar New Year. 12/02.

Los Angeles World Airport (US)/Beijing Capital Airport Group
Signed agreement to expand information exchange in air traffic and
airport operations, 12/02.

Pratt & Whitney, a subsidiary of United Technologies Corp.
{US)/China Aviation Supplies Import & Export Group Corp.
(Heilongjiang)
Opened their joint venture, China Customer Training Center in
Beijing, for maintenance and engineering management training for
operators of Pratt & Whitney engines. 12/02.

Governments of Singapore and China
Signed an MOU to further cooperation in civil aviation. 12/02.
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COUNCIL

Annual Meeting
June 5, 2003
Washington, DC

EVENT WRAP-UP

Washington

January

Issues Luncheon: Business Guidance to the US
Government on Integrated Federal Support Services in the
China Market Featured Jeffrey Miller, senior vice president
for export finance, Export-Import Bank; Geoffrey Jackson,
regional director for Asia and assistant to the director, US
Trade and Development Agency; Karen Zens, US Foreign
and Commercial Service; Jeri Jensen-Moran, director, Trade
Promotion and Policy Coordination for the Undersecretary
of the International Trade Administration

February
Forecast 2003 Reception Featured US government officials
and representatives from China’s embassy to the United States

Forecast 2003 Featured Ambassador of the People’s
Republic of China to the United States, H.E. Yang Jiechi

Issues Luncheon Featured Clifford A. Hart, director for
Asian Affairs, National Security Council

Houston

February

China Business 2002: Navigating Changes in China’s Energy
and Power Sectors Workshop featured Patrick Powers of The
US-China Business Council, Mitchell Silk of Allen and Overy,
and Xiaolin Li of Songbin Systems International Corp.

San Francisco

February

China Business 2002: Workshop covering the current busi-
ness climate, options for US firms in China, and marketing
and intellectual property protection strategies Featured
Patrick Powers, Karen Sutter, and Ann Weeks of The US-
China Business Council

Beijing

February

Meeting: Roundtable discussion on the state of business
affairs in China and on export control issues Featured
Kenneth Juster, US Undersecretary of Commerce for Export
Administration

Council’'s Forecast 2003 Conference
Features PRC Ambassador
H.E. Yang Jiechi

The Council kicked
off its annual Forecast
conference with a recep-
tion on the evening of
February 12 that fea-
tured guests from the
Chinese embassy and
the US government.

The next day, the
conference began with a
panel on political and

economic change in
China that featured
Lyman Miller of the
Hoover Institution and
the US Naval
Postgraduate School
and Robert Sutter of
Georgetown University. Stephen Roach of Morgan Stanley and
Carla Hills of Hills & Co. discussed the future of China’s econo-
my. Patrick Norton of O’Melveny & Myers LLP and Eric
Altbach of the US State Department spoke on trade strategies.
During lunch, H.E. Yang Jiechi, Ambassador of the People’s
Republic of China to the United States, gave the keynote
address on US-China relations and China’s view of current

Council President Robert A. Kapp and
Minister Counselor for Commercial
Affairs Dai Yunlou of the PRC Embassy
at the Council's Forecast reception.

global events.

I'he afternoon panel focused on China’s business climate.
Patrick Powers, the Council’s director of China Operations,
provided a general overview of what to expect in 2003. Allen
and Overy's Mitchell Silk discussed opportunities and chal-
lenges in China’s energy sector, followed by David Weller of the
Office of the US Trade Representative who spoke about open-
ings in the service sector in China. After the last panel, member
company representatives met with Council staffers for tailored,
individual strategy sessions.

Deputy Secretary of Commerce
Samuel W. Bodman addresses
guests at the Council's Forecast
reception.

90

March-April 2003 THE CHINA BUSINESS REVIEW



220 leading US companies belong to

the US-China Business Council.
—Shouldn’t you?

analysis and perspectives that they simply can’t get elsewhere

any of the largest, most successful US companies in China

including 55 of the top 100 companies in the

Fortune 500®—have discovered that The US-China Business Council gives them access to valuable information,

. The powerful voice of the US-China Business Council has

proved uniquely effective in Washington on China policy issues affecting our member companies’ interests.

From Quick Operational Solutions
to Integrated China Strategies

The US-China Business Council has been providing a broad
range of first-hand, in-depth information to members since 1973:
@® Consulting Services. We provide timely, accurate answers to
urgent questions and perform rapid-response research into
any China business issue.

Publications. The China Business Review has stood out as the
world’s foremost magazine on China trade and investment for
almost 30 years. Members also receive our weekly e-newsletter,
China Market Intelligence, and in-depth reports on timely
issues that affect their businesses.

Members-only Web Site. You'll have real-time, online access
to the Council, its publications, and a wealth of detailed infor-
mation.

Off-the-Record Briefings. Discuss policy changes and their
implications with experts and high government officials, and
swap insights with executives who know first-hand the ins and
outs of doing business in China,

Close Working Relationships with Chinese Counterparts.
From its Washington home office and field offices in Beijing
and Shanghai, the Council can help you navigate the PRC
burcaucracy and provide hands-on help for your operations
throughout China.

Support China Policies
That Help Build Business

In addition, the US-China Business Council is a respected
voice in public policy discussions, both in Washington and
Beijing. Our mission is to maintain a US policy environment that
supports stable, positive relations with China. In fact, at China’s
request, the Council has frequently provided opportunities for US
business leaders to meet with top Chinese officials visiting the
United States.

Contact Us Today About Membership

Please contact our Membership Manager in Washington for more
information or a free consultation on how we can help you deal

with operations in China and issues in Washington.

VISIT US Al

www.uschina.org

US-CHINA BUSINESS COU
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WasHINGTON, DC
1818 N Street, NW
Suite 200
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CITIC

Washington, DC 20036 Benjing 100004, PRC

Building, Suite 10-01

19 Jlanguomenwai Dajie

SHANGHAI

Jinjiang Hotel
2312 West Building
59 Mao Ming Road

lelephone: 202.429.0340

202.775.2476

[elephone: 8610.6592.0727 Shanghai 200020, PRC
I 8

Fax: Fax: 8610.6512.5854 Telephone: 8621.6415.2579

membership e uschina.org info@uschina.org.cn Fax: 8621.6415.2584
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Editor’'s Note

This issue went to press during a busy and
uncertain—and wintry—time in Washington, DC.
The US-China Business Council prepared for and
held its annual, nearly two-day Forecast
conference, demanding the time and attention of
every member of the Council staff. The US govern-
ment announced a heightened terror alert, to the
bemusement of some and the anxiety of others
among the Washington-based staff of the
magazine. Then, a massive snowstorm dumped
more than two feet of snow on the Eastern
Seaboard. Several inches of rain soon followed.

Despite these obstacles, the staff of the
magazine and the Council pulled together and
contributed mightily to getting this issue out the
door. I would like to take this opportunity to thank
everyone involved.

In particular, I would like to thank Gong Xiao-
xia, who took on the bulk of the substantial
Chinese-English and English-Chinese translations
required for this issue. This was a bigger job than
we had anticipated, and I cannot thank her enough
for her time and effort. Thanks are due to Bob
Kapp as well, for lending his language expertise to
this effort, among countless other invaluable con-
tributions (not least of which were suggesting the
theme of this anniversary issue and identifying
possible contributors).

I would also like to thank Eric Lam and Helen
Huang, of Insty-Prints in Bethesda, Maryland, who
handled the Chinese typesetting for us.

Dennis Chen and Brian Goldstein, of the Council’s
Beijing office, helped with the Chinese editing and
proofreading, and Sandra Kauffman with English
proofreading, on extremely short notice. (It goes
without saying that any remaining errors are the
responsibility of the CBR staff.)

Finally, [ would like to thank our designers,
Greg Berger and especially Jon Howard, without
whom this redesigned issue would not have been
possible.

Catherine Gelb

Business Council, 2003. All rights reserved. [SSN No. 0163-7169; USPS No. 320-050
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Investment and Business Opportunities from the
Reformation of China’s Airlines Sector

CHINA AVIATION

2003

10 - 11 March 2003, Hilton Hotel Beijing, China

FIRST-HAND INSIGHTS FROM DECISION MAKERS:
+ Wang Kai Yuan, President, China National Aviation Holding Company
+ Zhu Yi Min, Chief Executive Officer, Hainan Airlines Company

+ Senior Representative, General Administration of Civil Aviation of China

=

HEAR FROM LEADING INDUSTRY

+ Privatisation and reformation of China’s airlines PRACTITIONERS:

sector _
+ Star Alliance

+ SilkAir (S)
+ Airbus China
+ Transportation Security Administration

+ Listing requirements and issues for China's
airlines

+ Investing in China's airlines

+ Potential of low cost carriers for China +  The Hongkong & Shanghai Banking Corporation
+ Insurance and legal considerations + ABN AMRO Corporate Finance
+ Fleet modernisation plans for China’s airlines + HSBC Research

+  Aviation security issues + The Boston Consulting Group

- : + Indoswiss Aviation
+ Impact of global Airline alliances

+ Aon Asia
+ Barlow Lyde & Gilbert

+ Expansion plans for international carriers
in China

*Most presentations will be in English. Where Mandarin presentations are made, English transiation will be provided.

Organised by: Official Publications:
. . SIAN > -
IYYNE] Arporta AI‘“’”ES Aviation  CHIMABUSINESS
™ : EROSPACE )
FORUM
www.abf-asia.com
e e e e e e e T i e i B i s e e 2
| [ ]I would like to receive full details of the conference Please quote “CBR\1603C" in your enquiry. E
| Name: o o Position: g
| Company: ] Address: =
| -
T - - o
| Tel Fax: Email: ;

| For enquiries, please Tel: (65) 6536 8676, Fax: (65) 6536 4356 |
| or Email: mktg@abf.com.sg |
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We're China Shipping. With more ports around the world and more
connections within China, companies around the globe look to us
for reliable containerized transport. refrigerated services, and inland

transportation. We open the door to China, and give you the world

For personal attention and professional container service worldwide
connect with China Shipping. For information and cargo bookings

call 888.868.4751




PARTNERSHIP IN PROGRESS j

: Caterpillar machines and engines are designed and built for i' iy

making progress possible around the world. With the same
commitment, we have invested in local joint ventures to i
produce world-class hydraulic excavators, vibratory compactors, engine productd
machinery components and castings in China. Cat products help China build infrastructure
extract natural resources, and provide power for many different industries. A complete deald
network has been established to provide local support to Cat equipment users. As the world's
leading manufacturer of the industry, Caterpillar is proud to be associated with China's growth.

With our partners and customers, we are committed to building our future in China. \ {
' CaT

Rl e

BATEHPILMH Caterpillar (China) Investment Co., Ltd

www.CAT.com Beijing: (010) 6588 1618 Shanghai: (021) 6219 2723 Hong Kong: (852) 2848 03




