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TRENDS &

ISSUES

Swap Centers Still Open for Business

Though April 1 was the date desig-
nated for China’s foreign exchange trans-
action (“swap”) centers to close down,
foreign-invested enterprises (FIEs) are re-
porting few changes in the steps they
take to obtain foreign currency. For the
time being, a two-pronged system is in
place: Chinese companies are required to
conduct foreign currency trades at autho-
rized banks, while foreign companies
continue to use the swap centers. Cur-
rently, the Shanghai, Beijing, Tianjin,
Hangzhou, Shenzhen, Xiamen, and
Chengdu centers have been linked and
now conduct exchanges based on a
“weighted average price” at the centers.

Officials in Beijing continue to state
that the swap centers remain an interim
measure, with all foreign exchange trans-
actions eventually to be handled by the
banks. New regulations governing FIE
foreign currency dealings are expected to
be released in the near term. There is no
doubt, however, that the State Adminis-

tration of Exchange Control (SAEC) in-
tends to use its control over FIE access to
the swap markets to tighten enforcement
of FIE contractual commitments.

In a talk with Council members in Bei-
jing, Yang Gonglin, SAEC director of pol-
icy and regulation, expressed concern
that some FIEs have not invested all their
contracted capital, while others have
failed to meet export commitments in
their contracts. He suggested that future
breaches of such standards would result
in an FIE being denied permission to
purchase foreign currency. Yang also
said, however, that a company meeting
all its contractual provisions should face
no barriers to buying hard currency.

In April, reports from companies in
Beijing suggested that the swap markets
were functioning as usual, with some
companies denied access and others per-
mitted to swap only pre-determined
amounts. No company, however, re-
ported any significant change in the

available supply of foreign exchange.

The ultimate direction of China's for-
eign exchange market remains unclear.
Two basic models, with several varia-
tions, appeared to be under considera-
tion in April. Under one model, the swap
centers would be linked electronically
and remain under SAEC control. Pur-
chase orders placed at banks would be
relayed to the centers, which would use
a single rate determined in Shanghai.
Renminbi settlements would be made at
the purchaser's local bank, and foreign-
exchange settlements through Chinese
banks and other authorized participants
in the transaction centers.

Under a second framework, the banks
authorized to deal in foreign currency
would themselves take bids, make
quotes, and settle—without the foreign-
exchange centers as middlemen. The true
fate of the swap centers will likely remain
a mystery for at least a few more months.
Anne Stevenson-Yang

US liberalizes Export Controls for China

The Clinton Administration’s March 30
decision to make a new general license
(GLX) available for a range of Coordinat-
ing Committee on Multilateral Export
Controls (COCOM)-controlled items to
China and other previously proscribed
countries was hailed by many high-tech
US firms. In announcing the new licens-
ing procedures, the White House vowed
to work with Congress to pass an Export
Administration Act that brings the US ex-
port control system in line with current
challenges to national security and eco-
nomic competitiveness.

Producers and exporters of high-tech-
nology goods had been concerned for
months that their share of the China mar-
ket would disappear once COCOM, the
Cold War-era international export control
regime, ceased functioning as an organi-
zation on March 31. Many feared that
other nations would open the gates for
their high-tech firms to export goods to
China while the United States would
keep in place its own stringent regime,
handicapping US firms.

Instead, on April 4, the Clinton Admin-
istration liberalized licensing require-
ments on the export of nearly all civilian
telecom equipment and computers that
operate up to 1,000 MTOPs to “civil en-
dusers in all current COCOM-controlled
countries except North Korea." These
changes are expected to cut nearly in half
the number of export license applications
handled by the US Department of Com-
merce—25,000 were received last year
alone. US officials believe the new rules
will make US companies more competi-
tive on the international market.

Computer and telecom firms are
among the happiest at the news. “We're
extremely pleased by the announce-
ment,” said Chris Padilla, manager of
government affairs at AT&T Inc. “It could
mean an additional $500 million in over-
seas sales for us over the next 4-5 years.”

Some nonproliferation analysts are less
sanguine about the lifting of controls,
fearing rogue regimes will now be able
to obtain dangerous technologies more
easily. But others argue that the liberal-

ization will not increase national security
risk because most of the newly liberal-
ized goods were already available inter-
nationally. Moreover, most of the items
currently controlled by the United States,
including dual-use goods and technolo-
gies used in missile delivery systems as
well as in chemical, biological, nuclear,
and advanced conventional weapons,
will remain subject to licensing require-
ments. The United States will also retain
individual licensing requirements for
high-end computers and technology
transfers to military endusers. Nonprolif-
eration controls also remain unchanged.
COCOM'’s successor regime, which is
to become operational in the fall, will
adopt a multilateral approach to control
exports to such countries as Libya, North
Korea, and Iraq. While the specific pro-
cedures of the new regime are being de-
veloped, COCOM member governments
have agreed to maintain national con-
trols on items previously contained on

COCOM lists.
—AF
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LETTER FROM THE EDITOR
“Chaos and Corruption”

For some months now, CBR staff have jokingly referred to this as the “chaos

and corruption” issue. Though the alliteration—and implied tales of greed and
scandal—might be more eye-catching than “social change and its impact on busi-
ness,” the latter title is more honest and accurate. For our goal in presenting this
focus is not to shock and alarm with stories of malfeasance, but to place such in-
cidents in context.

Chinese society is the midst of a dramatic transition, one which is having a sig-
nificant impact not just on how people live their lives, but also on the ways in
which they perceive and conduct business. Our cover story, by Anne Thurston,
examines some of the social changes shaping China’s modernization drive. The
balance of the focus then concentrates on how these changes manifest them-
selves in three areas of particular concern to foreign businesspeople: business
conduct, labor policy, and trade practices. We seek neither to point accusing fin-
gers nor gloss over serious problems, but to explain the reality and complexity of
the current business environment in China so that companies may decide how
best to guide their operations.

The rest of the issue is filled with features and departments that will help com-
panies understand new rules governing US-China textile trade and company
structure in China, We also examine the progress of Chinese enterprises listed on
the Stock Exchange of Hong Kong and the status of China's swap markets. Fi-
nally, don't forget to check out China Data for a statistical overview of China’s

1993 economic performance.
about it.
Best regards,

—~ — '
f.j&bwl%%bqu

Pamela Baldinger

I hope you enjoy this issue, and I look forward to receiving your comments

China's Super Spenders

Who are the wealthiest people in China
today, and what do they think about their
country’s recent economic gains? Roper
Research Worldwide Inc., a marketing,
public opinion, and advertising research
firm based in Mamaroneck, New York,
sought to answer these questions by in-
terviewing 280 well-off Chinese in Shang-
hai and Guangzhou last September. Using
tax bureau records, Roper culled these
“super spenders” from the top 5 percent
income bracket of each city. The survey
vielded the following findings:

B “Super spenders” earn 10 times the
$328 average annual income in China.

B 81 percent have confidence in the fu-
ture direction of China. Specifically, 79
percent have confidence in the country’s
political future, while 82 percent have
confidence in the country’s economic fu-
ture.

B 85 percent of the survey respondents
prefer to purchase items with cash, 11
percent with credit cards, and 2 percent
with personal checks.

B 87 percent keep their money in ac-
counts in domestic banks

B O percent own cars.

B 56 percent are satisfied with their level
of personal spending, while 30 percent
want to spend less.

Roper plans to conduct a similar sur-
vey in China later this year, again target-
ing approximately 300 “super spenders”
in Shanghai and Guangzhou. While the
follow-up study will not be directed at
the same participants, Roper will ask sim-
ilar questions to learn more about con-
sumer spending habits and attitudes.

—Meredith Gavin

Meredith Gavin is an intern at The CBR.
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LETTER

Council President
Robert Kapp

wants your input

on Council priorities

FROM THE

New Man

At the Top

reetings to CBR readers, from

a Council president three

days into his new position.

So far, I have discovered that

the Council is alive and well, that the
staff is talented and extremely hard
working, that the Council is respected all
over Washington and around the United
States, and that our friends in both the
Chinese and US public sectors wish the
Council well as my tour of duty begins.
I've also seen, with new clarity, that
while the issue of China’s Most Favored
Nation (MFN) status is once again on the
front burner, the brouhaha reflects a
much broader debate over the appropri-
ate role of trade in US policy. Our trade
with China is conducted in a framework
created by policymakers through a polit-
ical process. How Americans perceive
US-China ties, and particularly US-China
business, will continue to have the most
immediate and tangible impact on the
future of US-China commercial relations.
Thus, a long-term imperative for the US-
China Business Council is to heighten
the awareness of the general public and
policymakers about what's at stake in
the US-China economic relationship. At
the same time, we will continue to sup-
port and promote our corporate mems-
bers’ focused interests in China business.
Accomplishing these tasks will re-
quire hard work both by me and the
rest of the Council staff. But the Council,

PRESIDENT

blessed with an impressive and growing
roster of distinguished American corpo-
rate members, is truly a unique body,
with a depth of institutional memory
and a reputation that instantly establish
its credibility. We will be working, con-
stantly, to build on that stature as the
US-China Business Council further
strengthens its membership rolls, broad-
ens its geographic base throughout the
United States, and maximizes the value
of its services to its members.

As for the “Letter from the President,”
it is fantastic to be presented with a
couple of pages in a major business
magazine every two months to address
whatever topic I wish. I remember,
from my days as an academic China
specialist, how arduous it was for
young scholars to get their work pub-
lished in respected periodicals. Years
later, I now have a chance to write reg-
ularly for 7he CBR. That's an honor and
a responsibility.

I'm inclined to use the space for a
number of purposes. The CBR's readers,
after all, come from many quarters
Some of you work for member corpora-
tions with long experience in China,
while others represent non-members just
getting started (and of course, we would
like to see you become Council mem-
bers!). Some of you are students, under-
graduate or graduate. 1 know that in the
late 1980s when I was teaching MBA

The China Business Review ¢ May-June 1994



courses about business with China, The
CBR was required reading. Finally, many
of you, I am quite sure, use the maga-
zine to help prepare yourselves for new
employment in the China field.

This diversity of readership presents
The CBEK, and me, as a regular contribu-
tor, with a challenge: to provide each of
you with content of interest and value in
every issue. Thus, as the months go by,
this “Letter from the President” will range
widely. I'll talk from time to time about
the Council itself—its operations, its suc-
cesses, its concerns, the adventures of its
staff. T'll also throw in ideas of a more
editorial nature; most people who know
me know that 1 have opinions—maybe
even too many of them—and I want the
opinions of Council members to be aired
in my Letters as well. I may occasionally
venture into political commentary—after
five years of battles over China’s MFN
status, everyone knows that sound gov-
ernment policy is a4 necessary foundation
for success in US-China business.

Lastly, | will try to keep my ears
open for telling anecdotes—stories that

A longterm
imperative for the
US-China Business
Council is to heighten
the awareness of the
general public and
policymakers about
what's at stake in the
US-China economic
relationship.

are morally instructive, professionally
valuable, perhaps humorous; after all,
US-China business embodies an incredi-
ble richness of personalities and cul-
tures. | ask that you write to me, as
well as to the editorial staff, and share
your opinions and ideas. I'd like to

touch on some of the satisfactions and
occasional disappointments we all ex-
perience.

As | settle into my new position at the
US-China Business Council, I want to ex-
press, on behalf of all the staff, our ap-
preciation to Don Anderson for his many
contributions to the Council. Don arrived
at a time when this organization was fac-
ing serious difficulties; he saw it through
tough times and guided it into smoother
waters. The strength of the Council today
is due in significant measure to Don's
leadership over the past three years. He
set a high standard, and I will work hard
to live up to it.

I also want 1o offer a note of thanks
to Chairman Hank Greenberg and the
Council's Board of Directors, who have
seen fit to welcome me as president.
Their dedication to the Council's goal of
fostering stronger US-China relations in
business has been, and will continue to
be, crucial to the Council's success.

Enough for now. I look forward to
hearing from, and sharing with, readers
of The CBR in the months 10 come. .
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COUNCIL

ACTIVITIES

High Power Trade Delegation Hits DC

ot & 3
In honor of the visitin

) 3

» A

g Chinese delegation, Council President Robert A. Kapp

hosted a luncheon attended by MOFTEC Minister Wu Yi, Secretary of

Commerce Ron Brown...

eading a delegation of 50 top minis-
ters and other government person-
nel, Minister Wu Yi of China’s Min-
istry of Foreign Trade and Economic
Cooperation (MOFTEC) met with nearly
200 Council members at a Council-spon-

sored luncheon on April 14. In her brief

remarks to the gathering, which included
Commerce Secretary Ron Brown and top
officials from the office of the US Trade
Representative, Wu noted she was
pleased to be in Washington for the 8th
annual plenary session of the Joint Com-
mission on Commerce and Trade (JCCT)

In a speech that sparkled with wit and
graciousness, Wu welcomed increased
Chinese cooperation with US companies
and enhanced trade between the “two
greatest nations on earth.” She said that
Chinese and US interests converge in
many areas, particularly since China is
rich in human capital, whereas the
United States is rich in capital and tech-
nology.

During the question and answer pe-
riod, J.L. Piland of Babcock & Wilcox in-
quired about the rules regarding foreign
ownership of power plants in China. Wu
responded that there are no limits on for-
cign participation in most power projects,
though “backbone” power plants must be
majority Chinese-owned. Wu then told
Helen Ho of Cleary, Gottlieb, Steen &
Hamilton that she knows of no internal
documents setting caps on the returns for-

eign investors in the energy sector may

receive, though the minister claimed that
“reasonable” limits would apply to power
plant and other foreign investments.

The JCCT, a bilateral government fo-
rum suspended from 1989-92, meets
yearly to discuss trade matters. At the
April JCCT meeting, Chinese and US
trade officials established working

...and Deputy US Trade Representative
Charlene Barshefsky.

groups on trade and investment, busi-
ness development, and commercial law,
The two sides also agreed to enhance
technical cooperation in the areas of in-
formation technology, services, environ-
ment, chemicals, transportation, and
electric power. No date has been set for

the next JCCT meeting.

organization is key."

Helping U.S. Companies
Succeed in China since 1978

Assisting in Strategy, Presentation, Negotiation, Off-line Communications

"Understandin i the motivation of the Chinese

~ George P. Koo, Sc.D, MBA, Managing Director

Former, Vice President, Chase Pacific Trade Advisors
Managing Director, Bear Stearns China Trade

International Strategic Alliances, Inc.
1265 Montecito Avenue

Mountain View, CA 94043

Tel: 415-969-1671
Fax: 415-969-1673

Suite 109
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Mending the Textile Rift

B Dan Martin

The last-minute
Sino-US Textile
Agreement prevented
a trade war by
slashing China’s
quota growth rates

® Dan Martin is a business advisory
associate at the US-China Business
Council and staff coordinator of the
Council’s Importer Commiittee.

hen the third Sino-US Tex-
tile Agreement lapsed on
January 1, observers in

both countries were not
surprised—it was not the first time textile
negotiators had failed to forge a new
agreement. In December 1982, the first
bilateral textile agreement expired before
a new agreement was signed to take its
place. As a result, US officials slashed
China's quotas in early 1983, and the Chi-
nese retaliated by buying less US wheat
and man-made fiber.

Many US importers and officials
feared a similar retaliatory spiral might
occur in 1994, following US Trade Rep-
resentative (USTR) Mickey Kantor's Janu-
ary 6 warning that USTR would cut
China’s textile quotas 25-35 percent if a
new bilateral agreement was not signed
by January 17. Today, however, both
sides have more at stake than they did
in 1983: 1993 US imports of Chinese tex-
tiles totalled $5.7 billion, compared to $1
billion 10 years ago.

Transshipment troubles

From USTR’s standpoint, transship-
ment of Chinese textiles was the key is-
sue to be addressed in the new agree-
ment. Transshipment occurs when
goods are routed through a third coun-
try to mask the country of origin and
thereby circumvent quota restrictions.
Acting on US Customs estimates that
China transships to the United States

roughly $2 billion worth of textiles each
year, the US negotiating team wanted to
enact lf.)llgh('[' measures (o ['Cdll{‘L‘ [IIL'
likelihood of Chinese textile transship-
ments in the future.

US officials tried, unsuccessfully, for
nine months to convince Chinese nego-
tiators to sign anti-circumvention lan-
guage that would allow the US govern-
ment to take unilateral action to punish
transshippers in cases where it had “clear
evidence” of misdoing. Ministry of For-
eign Trade and Economic Cooperation
(MOFTEC) officials, however, repeatedly
objected to any language that would al-
low the United States to cut China's quo-
tas unilaterally

To bolster its case, USTR, rather than
single out China, decided in mid-1993 to
incorporate transshipment language into
all bilateral agreements, beginning with
those expiring on December 31, 1993,
China remained the primary target, but
USTR also wanted to prevent other coun-
tries from becoming major transshippers.
Furthermore, USTR hoped to improve its
bargaining position by presenting the
Chinese negotiating team with a list of
other countries that had already signed
agreements containing strict transship-
ment language.

The aggressive US negotiating position
reflected pressure from the US textile in-
dustry and members of Congress who
were dissatisfied with the December
Uruguay Round agreement to phase out

May-June 1994 * The China Business Review

9



New US Quotas for Chinese Textiles

Old New % of 1994
Annual Annual Quota
Quota Quota Filled
Growth Growth 1994 as of 1995 1996
Category*\Unit  Description (%) (%) Quota 4/10/94  Quota Quota
1.00
(but each category
within Group I may
GROUP | NSL*** grow at the rates below) 1,403,409,511 22,1 1,417,443,606  1,431,618,042
200 (kg Sewing thread and
yarns for retail sale 4.00 3.00 618,088 236 636,631 655,730
218 (sqm) Yarns of different colors 2.80 150 10,559,192 28 10,717,580 10,878,344
219 (sqm) Duck 3.00 250 2,146,517 17.2 2,200,180 2,255,185
226 (sqm) Cheesecloth, batistes, etc. 3.00 2.50 9,746,751 223 9,990,420 10,240,181
237 (doz) Playsuits, sunsuits, etc. NSL 3.00 1,660,392 15.1 1,710,204 1,761,510
239 (kg Infants’ wear 3.00 2.00 2,655,482 204 2,708,592 2,762,764
300/301 (kg) Carded & combed yarns 250 1.50 3,592,387 0.7 3,646,273 3,700,967
313 (sqm) Sheeting 2.80 1.80 39,772,262 243 40,488,163 41,216,950
314 (sqm) Poplin & broadcloth 3.00 2.50 45,253,279 41.6 46,384,611 47,544,226
315 (sqm) Printcloth 1.30 1.50 155,204,414 44.9 157,532,480 159,895,467
317/326 (sqm) Twills & sateens 4.00 3.00 18,610,046 10.7 19,168,347 19,743,397
(326) (sqm) Sateens 4.00 3.00 3,560,468 0.0 3,667,282 3,777,300
331 (doz pair) Gloves & mittens 3.00 1.50 4,719,281 28.0 4,790,070 4,801,921
333 (don) M & B suit-type coats 5.00 3.00 85,511 13 88,076 90,718
334 (don) Other M & B coats 4.00 150 296,498 364 300,945 305,459
335 (doz) W & G coats 2.70 0.50 371,309 23.0 373,166 375,032
336 (don) Dresses 3.00 250 150,706 108 154,474 158,336
338/339 (doz) Knit shirts & blouses 3.50 0.50 2,346,809 11.6 2,358,003 2,370,396
-8 Sublevel** (doz) 3.50 0.50 1,781,530 98 1,790,438 1,799,390
340 (doz) M & B shirts, not knit 230 0.75 804,456 195 810,489 816,568
-Z Sublevel (doz) 230 0.75 402,228 9.5 405,245 408,284
341 (doz) W & G shirts/blouses, not knit ~ 2.80 0.75 642,915 7.2 647,737 652,595
-Y Sublevel (doz) 2.80 0.75 385,749 4.7 388,642 391,557
342 (doz) Skirts 250 1.00 251,173 0.8 253,685 256,222
345 (doz) Sweaters 4.00 0.20 127,749 14.3 128,004 128,260
347/348 (doz) Trousers, slacks, & shorts 3.00 0.20 2,395,060 13.6 2,399,850 2,404,650
350 (doz) Dressing gowns, etc. 5.00 3.00 145,496 3.0 149,861 154,357
351 (doz) Nightwear & pajamas 5.00 3.00 472,224 18.0 486,391 500,983
352 (doz) Underwear 4.50 0.50 1,783,287 19.6 1,792,203 1,801,164
359-C  (kg) Other apparel 4.80 3.00 527,545 34.1 543,371 559,672
359-V  (kg) Other apparel 3.00 2,00 783,498 4.0 799,168 815,151
3060 (number) Pillowcases 3.00 3.00 6,764,306 26.1 6,967,235 7,176,252
-P Sublevel (number) 3.00 3.00 4,613,910 38.2 4,752,327 4,894,897
361 (number) Sheets 3.50 2.50 3,819,599 14.0 3,915,089 4,012,966
363 (number) Terry and other pile towels 3.50 1.50 29,098,315 13.9 29,534,790 29,977,812
362 (number) Bedspreads & quilts NSL 2.00 6,910,440 479 7,048,649 7,189,622
369-D (kg Other manufactures 2,00 2.00 4,306,902 127 4,393,040 4,480,901
369-H (kg Other manufactures 2.70 270 4,404,908 169 4,523,841 4,645,985
369-L (kg Other manufactures 5.00 3.00 2,894,558 125 2,981,395 3,070,837
410 (sqm) Woven fabrics containing
36% or more wool by weight — 1.00 1.00 1,920,130 27 1,939,331 1,958,724
-A Sublevel (sqm) 1.00 1.00 1,539,191 0.0 1,554,583 1,570,129
-B Sublevel (sqm) 1.00 1.00 1,539,191 3.3 1,554,583 1,570,129
433 (don) M & B suit-type coats 1.00 0.50 22,596 5.8 22,709 22,823
434 (doz) Other M & B coats 1.00 0.50 12,875 0.1 12939 13.004
435 (doz) W& G coats 1.00 0.50 23,648 0.1 23,766 23,885
436 (doz) Dresses 1.00 0.50 14,714 0.1 14,788 14,862
438 (doz) Knit shirts & blouses 1.00 0.50 25,749 1.0 25,878 26,007
440  (doz)

Shirts & blouses, not knit 1.00 0.50 306,786 0.0 36,970 37,155

* Category Key: M & B = Men's & Boys' W & G = Women's & Girls’
200s = Cotton & man-made fiber items 300s = Cotton items 400s = Wool items 600s = Man-made fiber items 800s = Silk-blend & other items,

** Sublevel = A more specialized grouping of the above category. *** NSL = This category had no specific limit under the old agreement.
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444 (doz) W & G suits
445/446  (doz) Sweaters
447 (doz) M & B trousers/slacks/shorts

613 (sqm) Sheeting 3.00 250 6,785,100 88 6,954,734 7,128,602
614 (sqm) Poplin & broadcloth 3.00 2.50 10,662,308 76 10,928,866 11,202,088
615 (sqm) Printcloth 3.00 250 22,196,988 23.2 22,751,913 23,320,711

634 (doz) Other M & B coats 3.50 2.00 559,400 21.0 570,588 582,000
635 (doz) W & G coats 3.50 2,00 584,341 17.0 596,028 607,949

636 (doz) Dresses 5.20 1.00 515,393 28.4 520,547 525,752

642 (do2) Skirts 250 250 24167 224 301,521 309,059

644/844 (doz) W & G suits NSL 1.00 3,405,840 394 3,439,898 3,474,297

645/646  (doz) Sweaters 250 0.20 816,877 1.4 818,511 820,148

6 (doz 7 Dresshg gowns, elc. 2.80 250 105,859 20.2 106,455 109,116

651 (doz) Nightwear & pajamas 4.50 200 707,831 121 721,988 736,428

B Sublevel (doz) 4.50 2.00 124,619 0.0 127,111 129,653

559_5 v

Other man-made fiber apparel  2.50 250 552,329 34.1 566,137 580,290
666 (kg Other furnishings NSL 2.00 3,245,445 18.3 3,310,354 3,376,561
669-P (kg Man-made fiber manufactures,

not specified 6.00 2.50 1,802,816 20.4 1,847,886 1,894,083

e

835 (doz) W & G coats and jackets 4.10 15 116,139 471 117,591 119,061

836 (doz) Dresses NSL 2,50 251,304 218 257,587 264,027
840 (doz) Non-knit shirts & blouses 4.10 .25 451,786 99.3 457,433 463,131

== .

1,198,524 1,210,509 1,222,614

Cotton, wool, and man-made
fiber non-apparel not subject to
specific limits in Group [ 5.20 1.00 250,757,880 3.2 253,265,459 255,798,114

3605 (kg)

Other manufactures i B i 608,940 610,158

870 (kg) Luggage NSL 050 28851495 296 8995752 29,140,731
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the Multi-Fiber Arrangement (MFA) in 10,
rather than 15, years. The US government
also probably believed it could—and
should—be tough on the Chinese with
the contentious Most Favored Nation
(MFN) trading status decision due in June.

The breakthrough in the negotiations
came after Kantor's threats to slash
China’s quotas were published in the Jan-
vary 10 Federal Register. While China ulti-
mately gave in on the transshipment is-
sue, it did gain a few concessions from
the United States. Specifically, China re-
ceived higher than originally offered
growth rates for certain textile categories,
and increased from two to three the
number of transshipment charges re-
quired for the United States to take uni-
lateral action.

Examining the evidence

To date, US Customs has not elabo-
rated on how it obtained its $2 billion
transshipment estimate. According to
Customs Commissioner George Weise,
who spoke at Kantor's press conference,
the $2 billion estimate is “not scientifically
derived, but is a conservative figure.”

Customs maintains it has charged over
$576 million in transshipment violations
to China’s quotas over a three-year pe-
riod. Customs claims the discrepancy be-
tween the annual $2 billion estimate and
the three-year cumulative $576 million
figure is due to “many other instances
where some evidence [of transshipment]
has been uncovered, but not enough to
charge the quota.”

Clearly, some Chinese textiles are being
illegally transshipped to the United States,
but there is no proof that the practice is
occurring on the magnitude of $2 billion
per year. Indeed, Operation Q-Tip, a Cus-
toms-organized campaign against illegal
transshippers, has only managed to indict
one company for transshipment of Chi-
nese textiles since 1991, and the total
value of textiles involved was only $2.7
million. Even for the most egregious in-
stances of Chinese transshipments listed
by USTR in a January press release, total
value of the goods involved amounted
only to $95.8 million, less than 5 percent
of the $2 billion estimate.

Tough penalties

The new agreement, which is effective
January 1, 1994-December 31, 1996, dif-

fers from the old one in some important
respects:
B Lower growth rates Under the new
agreement, overall annual growth of
China’s quotas is limited to 1 percent for
sroups 1 11 and 111 Group 1V is limited
to 2 percent annual growth (see table).
Under the old agreement, Group 1 was
not subject to any restrictions on overall
growth, while Groups II, II, and IV were
allowed annual growth rates of 5.5 per-

Customs maintains
it has charged over
$576 million in
fransshipment violations
to China’s quotas over
the past three years.

cent, 5.2 percent, and 6.0 percent, re-
spectively. However, the new agreement
permits limits on certain categories in
Group 1 to rise faster than the overall
Group I limits. The Group [ category-spe-
cific quota growth rates range from 0.1-
4.1 percent.

B Tighter restrictions in effect during
consultations Once it receives a US re-
quest for consultations on a particular
non-wool textile issue, China must hold its
exports in the disputed category to a level
no more than 7.5 percent above the
amount entering the United States in the
year ending two months before the re-
quest was made. While limiting the ex-
ports of commodities under question is
standard bilateral procedure, the old
agreement capped the export growth of
such goods at 15.5 percent, more than
twice the new rate. The lower limit reflects
US frustration over past import surges of
Chinese textiles under investigation. The
surges occurred because Chinese ex-
porters of the commodities in question,
fearing the United States would “charge”
those categories and thereby lower the
year's quotas for those items, would flood
the market with their goods. The new lim-
its aim to curb this practice and its destabi-
lizing effects on the US market.

B New penalties for transshipment
Under the new agreement, the United
States can impose unilateral sanctions on
Chinese textiles if it has “clear evidence”
that the transshipped goods originated in
China. Examples of clear evidence in-
clude bills of lading, invoices, contracts,
export declarations from China, or other
relevant information. If a violation is
found, an amount equal to the value of
the alleged transshipment will be charged
to the category in the year during which
the transshipment occurs. Before such ac-
tion is taken, however, the United States
must present its evidence to China and
allow 90 days for consultations.

Upon the third instance of Chinese
transshipment within a 12-month period,
the United States may, after a 90-day con-
sultation period, impose penalties up to
three times the value of the third trans-
shipment. If triple penalties are applied,
they are distributed equally throughout
the remaining term of the agreement.

B New penalties for transshippers
Both sides agreed to punish transshippers
according to their respective domestic
laws. In an apparent effort to prove it
takes charges of transshipment seriously,
China in late 1993 revoked business li-
censes and arrested offenders at nine
State-owned trading companies, includ-
ing Dalian Trade Co., Henan Drawnwork
Import-Export Co., Yili Garment Ltd.,
Hohhot Foreign Trade, and Xian Handi-
craft Import-Export Co.

B New penalties for false declaration
and false classification If the United
States presents clear evidence of false
Chinese declaration or classification of
textile products, US officials may, follow-
ing a 90-day consultation period, deduct
from China’s quota an amount equivalent
to the worth of the fraudulent goods.

Textiles and the GATT

The relationship among the bilateral
agreement, the MFA, and GATT is com-
plex. The MFA, which currently regulates
the international textile trade, was estab-
lished in 1974 as a stop-gap measure to
govern textile trade before it was brought
under the GATT rubric. The agreement
represented a compromise between de-
veloped countries seeking to restrain tex-
tile imports and developing countries
secking greater access to markets in de-
veloped nations. Under the MFA, coun-
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tries negotiate distinct bilateral textile
agreements which specify quotas and an-
nual quota growth rates.

Twenty years after its founding, the
MFA now appears likely to be phased
out within a decade, at which time tex-
tile trade will be incorporated into the
GATT or its successor regime, the World

Trade Organization (WTO). China, al-
though a signatory to the MFA, cannot
benefit from any MFA quota phase-outs
until it joins the GATT.

All GATT signatories are required to
phase out MFA quotas in four stages, as
1993
Uruguay Round Agreement on Textiles

stipulated in the December

1995, the first
day the Uruguay Round Agreement is to

and Apparel. On July 1,

go into effect, MFA constraints on 16
percent of the total volume of 1990 US
textile imports must be removed. After
three more years, MFA restraints on an
additional 17 percent must be removed,
and after another four years, an addi-

The Silk Surprise

Beginning this summer, the United
States, for the first time will impose quo-
tas on imports of Chinese silk. According
to a one-page Memorandum of Under-
standing (MOU) signed January 17, all
Chinese apparel items consisting of at
least 70 percent silk by weight will be
limited to an annual growth rate of 1 per-
cent. The agreement will be effective
April 1, 1994-December 31, 1996 and of-
fer a base quota limit of 267 million
square meter equivalents (SME).

US negotiators cited the recent surge
in Chinese silk apparel imports, which
hit $2.47 billion in 1993, as one reason
for placing silk under quota—even
though the United States has virtually
no silk industry to protect. Another offi-
cial US justification for the quotas was
that silk imports are starting to compete
with high-end US cotton products.
Some analysts believe the idea for the
quotas actually came from the Chinese.
The rationale behind this seemingly
counter-intuitive logic is simple: China
currently produces 85 percent of the
world's silk exports and accounts for
close to 90 percent of the US market.
Given China's domination of the mar-
ket, a quota on Chinese silk would re-

of silk cocoons should push up prices of
silk apparel this year.

f Vanessa Lide Whitcomb

Phboto courtesy o,

sult in higher prices for silk apparel in
the US market.
The specifics

It is unclear whether the US silk quotas
will remain in force once China joins the
GATT or its successor regime, the World
Trade Organization (WTO). GATT/WTO
rules scheduled to take effect on July 1,
1995 specifically forbid GATT members
from placing silk products under quota.
At least until that time, however, Chinese
silk will be under the following restric-
tions in the United States:

CATEGORY 740: Men's and boys' silk
shirts
Base Rate 2,428,895 dozen
CATEGORY 741: Women's and girls’
silk shirts
Base Rate 6,061,071 dozen
APPAREL: All silk apparel
excluding handker-
chiefs, gloves, hosiery,
scarves, babies’
garments, brassieres,
and other body-
supporting garments
Base Rate 267,157,000 SME

The new agreement permits the Chi-

nese to “carry over” up to 10 percent of
an unused quota to the next year, and to
borrow against, or “carry forward,” up to
5 percent—provided the combination of
carry over and carry forward does not
‘exceed 11 percent of the quota. A 10
percent “swing” is permitted between
categories 740 and 741.

In order to implement the new quota
system, Chinese and US officials will
likely establish a category system similar
to that utilized in the Major Shippers Re-

port, i.e., silk apparel categories which
range from Category 730 to 759. Once
the categories are defined, US negotiators
could conceivably seek to impose spe-
cific limits on categories apart from those
mentioned above, though China would
have to agree to any additional limits,

Caveat emptor

The quotas have not had an impact on
China’s silk prices as yet, but current low
prices do not reflect the fabric’s real mar-
ket value. Despite a poor harvest of silk
cocoons in March and an inflation rate
above 20 percent in most cities, US im-
porters report Chinese silk prices in the
first quarter of 1994 were about 20-30
percent below the average price in 1993.
The traders attribute the decrease to
China's January 1 currency devaluation
and new fly-by-night Chinese silk ex-
porters offering bargain prices. Many im-
porters are concerned that such suppliers
will not be able to get quota when it
comes time to fill orders. Foreign buyers,
however, have virtually no way to deter-
mine which suppliers will actually be
able to deliver.

As Beijing authorities are likely to use
their influence over quota allocation to
begin weeding out inefficient silk pro-
ducers over the next few months, US im-
porters and retailers face a period of con-
siderable uncertainty. US retailers would
be wise to diversify sources of supply
and resist relying exclusively on lowest-
cost suppliers, lest they end up without
any products this Christmas. But they can
be certain of at least one thing: silk prices
will rise sharply once quotas start being
implemented. Whether US textile produc-
ers will sell more cotton shirts as a result,
however, is another question.

—Dan Martin
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tional 18 percent of MFA quotas must be
lifted. Thus, by July 1, 2002, 51 percent
of all MFA quotas currently in place for
China will be lifted (assuming China is a
GATT member by that date). All textile
quotas imposed by GATT members
must be removed by 2005,

This quota elimination process will not
be as significant for China as it first ap-
pears. During the first few years of the
agreement, the United States is likely to
remove quotas on relatively insignificant
items such as sails, cloth dolls, and para-
chutes, leaving most of the important cat-
egories under quota up until 2005. The
United States might also attempt to pro-
long the quota removal process by gar-
nering support among other developed
nations to amend the Uruguay Round
Agreement.

In addition to the elimination of quotas
on certain categories, the Uruguay Round
Agreement specifies that quota levels for
textiles that remain under quota be
phased out according to the following
scheme:

B From 1995-98, quota growth rates will
rise 16 percent annually;

B From 1998-2002, growth rates will rise
an additional 25 percent per year;

B From 2002-2005, annual quota growth
rates will rise a further 27 percent; and

B All textile trade will be brought under
the GATTA\WTO umbrella by July 1,
2005—assuming that the developed na-
tions do not succeed in extending the
MFA.

While these numbers might sound im-
pressive, the new bilateral textile agree-
ment keeps China’s overall growth limits
so low that even a 25 percent gain
doesn’t add up to much, because the
phase-out applies to “growth on growth.”
In other words, if China joins the GATT
before the phase-out of MFA quotas be-
gins, the United States must raise China's
quota growth rate by 16 percent over the
course of the 1995-98 period; but this in-
crease initially would be applied to the
tiny 1 percent base growth rate. There-
fore, by 1998, China’s quota will have
grown 1.16 percent at most. By 2002 the
quota will have grown by 1.45 percent,
and by 2005 China's overall quota will
have risen 1.84 percent over 1994 levels.

If China were to join the GATT/WTO
after the MFA phase-out begins, it would
still benefit from the incremental phase-

out, but since the phase-out would not
be retroactive, China’s gains would be
even smaller. For example, if China joins
the GATTAWTO in 1999, at which time
its overall growth rate for textile exports
to the United States is 1 percent, China’s
quota growth rate would reach only 1.25
percent by 2002.

China, although a
signatory fo the MFA,
cannot benetit from any
MFA quota phase-outs
until it joins the GATT.

Impact on traders

The new bilateral agreement’s lower
growth limits are likely to make busi-
ness harder for everyone dealing in Chi-
nese textiles. Virtually all category and
group quota growth rates are lower
than in previous years. These reductions
have traders nervous, but not overly
worried.

For example, importer Richard Forte,
president of Forte Cashmere, says he is
paying more attention to quotas this
year. His products, which include high-
quality cashmere sweaters, typically re-
ceive quota allocation priority in China.
“Even so,” says Forte, “the new agree-
ment's lower limits could throw some
importers for a loop this year, We are
definitely paying closer attention to the
quota fill rates now than in previous

years.” Most importers indicate they are
likely to ship earlier and, to the extent
possible, avoid those categories likely to
fill early in 1994.

Importers who find their categories
filled early may find themselves stuck,
even though the agreement does allow
some carryover from one year's quota to
the next. According to Paul Vesely, an
importer with Middle East Rug Corp.,
“We've got mail-order contracts with big
retailers. If we miss a deadline, even by
one month, we're dead meat. That is why
we are so careful and why we are likely
to ship earlier this year.” Many importers
share similar concerns. One trader noted,
“In apparel trading, two months does not
equal two months due to the seasonal
nature of our work. If ski jackets come in
two months late, you can forget about
selling them until next year.”

Facts of life

Perhaps the most succinct expression
of US importer and retailer sentiment to-
ward the new quotas came from an im-
porter who said, “We'll just have to live
with them. The most important thing for
us is stability.” The US negotiating team,
in contrast, should feel more than satis-
fied with the new agreement. Not only
are the new growth limits set at levels
far lower than in previous agreements,
but the United States can now take uni-
lateral action to deal with transshipment
cases. One Department of Commerce
textile official commented, “We were
tired of waiting two years for the Textile
Surveillance Board [the MFA textile mon-
itoring body that resolves international
textile disputes] to act on Chinese trans-
shipment cases. We are pleased that the
new agreement allows us the option of
taking unilateral action to address trans-
shipment problems.”

The Chinese are clearly the least happy
with the agreement, claiming that it pun-
ishes all Chinese textile factories, not just
the few that engage in transshipment.
Despite some angry rhetoric during the
negotiations, the Chinese have kept rela-
tively quiet about textile issues since the
agreement was signed, and appear to be
actively implementing the new quota lim-
its and cracking down on illegal trans-
shippers. And that is good news for the

companies in China and the United States
—4

alike that are playing by the rules. 7
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A rabbi and his

UNUSUAL BUT wife arrived to stay
TRUESTORIESOF | a¢ The Great Wall
SENSATIONAL Sheraton Hotel in
ITT SHERATON Beijing. on holiday
SERVICE. for ten days.

Their first Friday,
they realised that they were going to
have a problem. After all, their religion
forbids them signing a bill on the
Sabbath or eating non-kosher meat.

They had found this difficult enough
to explain to restaurant managers in

Brooklyn. but whe. they wondered.
would understand their predicament
in Beijing?

01D YOU HEAR THE
ONE ABOUT THE RABBI,
THE HOTELIER
AND THE HOTEL BILL?

We're pleased to report that the
short answer is Roger Xu. an assistant
manager at The Great Wall Sheraton.

Organising a vegetarian meal
would have been too easy for Roger.
Instead. he took our guests up to
the French restaurant to discuss their
menu with the ehef.

He then appeared at their table
the next day and signed their bill
himself.

Of course after ten years in China,
our staff are quite used to helping our
guests in the most unusual ways.

Which may explain why some of
them have stayed with us continuously
for more than five years.

g
)
The Great Wall Sheraton
LYY

HOTEHL
BELJING

EEi§Sheraton
(UR WORLD REVOLVES ARDUND YOU
BEIJING « GUILIN « SHANGHAI = TIANJIN = XIAN
For reservations call Hong Kong 739-3535, Indonesia
21-573-6918, Japan 0120-003535 (toll-free),
Malaysia 800-1-001(toll-free), Singapore 732-6000




A Society at the Crossroads

B Anne F. Thurston

Fifteen years of
fast changes have
left many Chinese
uncertain of their
future

B Anne F. Thurston is a Jennings
Randolph fellow at the United States
Institute of Peace in Washington, DC.
Her recent work, The Private Life of
Chairman Mao, written with Li Zhisui,
will be published by Random House in
September.

hina is pulsing with a new re-

frain: “I don’t want power or

rights. T just want money.”

Everyone, it seems, is out to
strike it rich. Fortunes are now pursued
with the same singleminded enthusiasm
that once characterized political cam-
paigns against landlords and rightists or
mass mobilizations to wipe out sparrows
and build backyard steel furnaces. Freed
from the shackles of socialist control, a
pent-up economic energy has been re-
leased and the economy is roaring—
growth has averaged 9 percent a year for
more than a decade and hit 13 percent in
both 1992 and 1993.

The character of China's economic
growth is reflected in the audaciously ex-
uberant lifestyles of some young nou-
veaux riches. Fashions among the young
are moving from stylish to nearly out-
landish. Privately run restaurants are pop-
ping up, as the Chinese say, like bamboo
shoots after a spring rain. In Guangzhou,
the rich and adventurous can dine on
meals sprinkled with 24-carat gold, pre-
sented, the manager insists, as a contribu-
tion to the development of China's culi-
nary arts. While the demonstrators in the
spring of 1989 had a limited repertoire of
songs—the “Internationale” and an occa-
sional “Ode to Joy” or “We Shall Over-
come”—patrons at the karaoke bars that
can be found even in distant towns in
Xinjiang and Tibet are belting out popu-
lar favorites from Hong Kong and Taiwan

as well as the old tributes to Mao. Overt
displays of affection are becoming com-
monplace, as is prostitution. In the South,
successful businessmen from the main-
land, Hong Kong, and Taiwan are taking
second wives—known colloquially as
“black market wives” (heishi furen).

Economically, many Chinese are doing
well. One old friend, a Western-trained
lawyer, recently left her ¥150/month job
at a State-controlled company to join a
joint-venture firm. She is working harder
than she ever worked before, but is be-
ing paid a Hong Kong lawyer’s salary
many times her previous earnings. Most
of her extra money goes to savings as
she wants to send her children to school
in the United States. Another friend, a
doctor of traditional Chinese medicine,
has taken an extended leave from his
State-run clinic to sell construction mate-
rials in Shanghai’s thriving Pudong New
Area. His business is growing exponen-
tially. Construction materials shipped in
from the South rarely stay in his ware-
house for longer than a day, and he has
a well-used truck and several tricycle
carts to deliver his goods. He drives a
motorscooter, communicates by “PBG"™—
a beeper—and reinvests almost every
penny he makes.

Some are doing extraordinarily well.
Several years ago, a 20-year-old friend in
Beijing teamed up with a few colleagues
to form a new taxi company. Within
three years, she had entered the ranks of
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China’s
press reports, a few years ago a 23-year

new millionaires. According to

old from Wenzhou started an airline and
became an instant millionaire. He now
wears a Rolex watch, an expensive suit,
and gold jewelry. Similarly, a young Bei-
jing man reportedly borrowed ¥20,000,
purchased land-use rights in the South,
and sold the rights to a Hong Kong de-
veloper for ¥200,000. In three months, he

75

made what would have taken 75 years to
earn at his former ¥200/month job in a
State-run firm.

Not everyone is getting rich from hard
work, however. Every coastal town has
its story of the barely literate peasant, an
early enthusiast of the stock market, who
made millions in a matter of months. In
Hangzhou, I watched one morning as
several early winners drove up in expen-
sive Western cars to spend the day in the
trading office’s place of honor, a private
room with sofas and refreshments. 1
waited outside with hundreds of hopefuls
who studied the electronic postings and
placed their “bets” after calculating the
day’s trend. For some, playing the market
has become a full-time occupation.

Good and bad

The optimism fueled by economic
growth, concentrated as it is along China’s
coast, makes it easy to forget that under
the philosophy of letting some get rich
first, life for those at the bottom is still a
bitter struggle. In his book China'’s Envi-
ronmental Crisis, Vaclav Smil suggests
that while purchasing power parity esti-
mates
$1,300 in 1988, perhaps 100 million rural
residents do not have enough food for a

put China’s per capita GDP at

vigorous and healthy life. In recent years,
excessive local taxation has been a persis-
tent rural complaint, and in some places
the extra tax money has been used to
construct new buildings for local officials.
Environmental damage is extensive, and
some of the best farmland is being taken
out of cultivation to build housing and
factories. Only a quarter of China’s rural
population has access to tap water.

Even in areas that are part of China’s
economic miracle, the good and the bad
are often mixed together, just as Deng
Xiaoping asserted that they were mixed
together among the demonstrators in

Tiananmen Square in the spring of

1989. Major economic transitions are

messy and unsettling in any society, and
some of China’s problems are endemic
to any nation undergoing rapid devel-
opment. For example, the mass migra-
tion of people from the countryside to
the city, informally estimated to involve
70-100 million in China, is a trend com-
mon to many developing countries. De-
spite the strains these migrants place on
city services, Chinese cities do not cur-
rently contain the sprawling slums typi-
cal of many parts of the world.

The fear that so
many Chinese express
of luan, or chaos,
reflects uncertainty
about their place in the
new soc:iefy.

The latest trend among China’s young
nouveaux riches is to own a dog.

Photo courtesy of Anne Stevenson-Yang

The phenomenon of young women
from the countryside working in factories
for 14 or more hours a day is also typical
of rapid industrialization Chinese assert

that the young laborers work voluntarily,
earn more money in a month than they
would in six in the countryside, and are
learning new skills that will bring them
into the modern world. But “modern”
China is also seeing the reappearance of
traditional social trends the communists
had sought to wipe out. Begging, for ex-
ample, is on the rise, and frequent reports
of thriving businesses in the sale of
women suggest not only that the phe-
nomenon is growing, but that the govern-
ment lacks the will or means to stop it.

If China’s economic surge is more
turbulent than most, it is because the
population, now approaching 1.2 bil-
lion, is huge, the gap between rich and
poor is extreme, and the pace of
change is both rapid and dramatic. Un-
derlying the great economic boom is
tremendous uncertainty—over whether
and how long the new prosperity will
last, over what will happen following
the death of Deng Xiaoping, and over
how society will be restructured in the
aftermath.

Lost values

At the heart of the uncertainty is a cri-
sis in values. It is now axiomatic that few
in China believe in Deng Xiaoping's “four
cardinal principles”—Marxist-Leninist
Mao Zedong thought, the leadership of
the Communist Party, the dictatorship of
the proletariat, and a socialist system. But
what new values, beyond the pursuit of
wealth, will replace the old? The fear that
so many Chinese express of luan, or
chaos, reflects not only unease over the
possibility of violent unrest and a break-
down of government. The fear is more
immediate and personal than that, Many
are uncertain about their place in the
new society.

Chinese values, both Confucian and
communist, have been fundamentally
based on a correct ordering and hierar-
chy of human relations. In the hierarchy
of occupations, the scholar was honored,
the merchant and soldier scorned. In
Confucian China, four relations were ba-
sic—between ruler and ruled, father and
son, husband and wife, and friend and
friend. Everyone knew where he or she
stood in the hierarchy, and one's place
carried with it fixed standards of how
one behaved toward others and how oth-

ers behaved toward him. Thus, in a vil-
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lage not far from Beijing, an elderly peas-
ant was able to sing to me from memory
the lengthy song the villagers had sung to
his unseen bride as she stepped from her
sedan chair into his family’s courtyard.
The song introduced her to everyone in
her new family and to every member of
the village, specifying each one's place in
the hierarchy and how to treat each
properly.

While the communist revolution over-
turned the old hierarchies, it introduced a
new, even more elaborate hierarchical
structure. In communist ideology, a
worker or poor peasant was good. Capi-
talists, rightists, counter-revolutionaries,
and intellectuals were bad. Being tarred
with a “bad” class label could result in
execution, labor reform, demotion, or so-
cial ostracism, depending on where in
the hierarchy one’s label fell. Individuals
and families with bad labels used to ex-
pend considerable time and energy nego-
tiating for better classifications.

The advantage of the system, however
unjust it might have appeared to those
outside China, was the certainty and se-
curity it provided. Individual identity de-
rived from one's place in the hierarchy;
in knowing one’s place, one also knew
the rules of individual behavior and
could reasonably predict what treatment
to expect from others.

With China’s economic reforms and
opening to the West, the communist hier-
archy has gone topsy-turvy. Entrepre-
neurs, now officially celebrated, were
maligned under both Confucianism and
communism, and many Chinese, particu-
larly intellectuals, retain a residual distrust
of anyone who makes the pursuit of
wealth a paramount goal, particularly
when money is made not through pro-
ductive activities but through trade, spec-
ulation, or gambling on the stock market.
A penchant for egalitarianism and simple
jealousy (what the Chinese call “red-eye
disease”) may also explain the continuing
resentment toward China’s new entrepre-
neurs. Some of the less prosperous feel
cheated out of their share of the pie.

Many older Chinese, in particular, are
profoundly unsettled at the sight of peo-
ple in their early 20s, with little education
or training, becoming millionaires
overnight. It does not seem right that en-
trepreneurs—many of whom were once
social misfits, unable to get good jobs, or

only recently released from jail—gener-
ally earn more than professors, lawyers,
or engineers. Nor does it seem fair that
sons and daughters of high-ranking
cadres should be able to take advantage
of their parents’ positions to amass per-

Chinese used to say
that everything that was
not explicitly permitted
was forbidden: now
everything that is not
explicitly forbidden is
permitted.

sonal fortunes. “That isn't getting rich {(fa-
cai),” one angry woman told me, “it's of-
ficial profiteering (guandao).” And the
uneducated peasant who makes a for-
tune on the stock market and drives a
fancy car is too strange for words.
Rising corruption

With social relationships in disarray,
the rules of behavior are in a similar state
of disorder. The problem is compounded
by the rudimentary state of China’s legal
system, and the determination of many to
get around the rules that do exist. In the
past, Chinese used to say that everything
that was not explicitly permitted was for-
bidden; now everything that is not ex-
plicitly forbidden is permitted. Thus, be-
havior that to Western eyes appears
corrupt may in China merely be pushing
as close to the forbidden as one dares.

Corruption, by nature, tends to be
covert and is thus vexingly difficult to
measure. But there seems little doubt that
in Western and Chinese eyes alike, cor-
ruption in China is on the rise. In recent
months, as [ sat in hotel coffeeshops in
China, I overheard negotiations for the
sale of stolen cars, and friends have told
me of large parking lots of such cars
guarded by the People’s Liberation Army.
I listened to young men on cellular
phones engaged in pyramid scams,

promising “investors” they will double
their money. The men repay the first
group of investors with money cajoled
from a larger second group, and so on
until the game breaks down. Prostitution
in Western hotels is so overt that some-
times I overheard those negotiations, too.
Outside of Hangzhou, 1 saw young
women sitting on stools by a country
road motioning to passing cars.

Though it is sometimes difficult to
gauge just what constitutes corruption, es-
pecially in a culture in which personal re-
lationships are paramount, everyone
would agree that selling tainted hypoder-
mic needles or marketing talcum powder
as an antibiotic is corrupt. So is the man-
ager of a Shanghai taxi company who
took his drivers’ salaries without permis-
sion and invested the money—unsuccess-
fully—in the stock market. The kickbacks
that have to be given in order to get bank
loans or persuade an enterprise to do
business with one company rather than
another are common forms of corruption
in today’s China (see p.21). The cost of
government banquets, where officials eat
lavishly at taxpayer expense, was offi-
cially calculated last year at ¥83-86 billion
(nearly $15 billion at ¥5.8/$1)—half the
estimated cost of building the Three
Gorges dam and more than the combined
annual government expenditure on edu-
cation, culture, science, and health care.

While Chinese are fond of blaming cor-
ruption on Western influence—the result
of opening the door and letting the “flies”
in—and compare China today to the rob-
ber baron period in the United States, the
more likely roots of present-day corrup-
tion are within the Chinese system itself.
Brewer Stone, a professor of political sci-
ence at Dartmouth College, makes a per-
suasive argument that official corruption
in China today has two primary sources.
The personalized rule that characterizes
the Chinese political system, including the
prevailing patron-client relationship and
the guanxiwang—the web of connec-
tions—upon which Chinese rely to get
things done is one. The second is govern-
ment decentralization, which has put
more power in the hands of greater num-
bers of local leaders, with a concomitant
increase in possibilities for abuse.

The problem of corruption has grown
since Deng Xiaoping's trip south in early
1992. Although Beijing still pays lip ser-
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vice to the need for separation of official
administrative duties from the pursuit of
profit-making ventures, shrinking central
coffers have forced government agencies
at all levels into business. Required to
earn a good portion of their own bud-
gets, government organizations every-
where are hurtling into the fast-and-loose
world of private business.

Similarly, Deng's call for all of China to
emulate the South has contributed to the
spread of corruption. “Before, only offi-
cials had the chance to be corrupt,” Chi-
does.”

nese “Now

Heibang—black gangs—are springing up

say. everyone
in coastal and interior China, involved in
everything from fencing stolen cars, sell-
ing drugs, and running guns to organiz-
ing prostitution rings and smuggling peo-
ple overseas. In some cases, State
security organs allegedly are also in-
volved in or willing to overlook such ille-
gal activities. A recent report in ASIA Inc.
points to active involvement of the Peo-
ple’s Liberation Army (PLA) and the Pub-
lic Security Bureau (PSB) in the operation
of Shanghai karaoke bars where gangs
conduct business and prostitution thrives.

Chaos and opportunity
Some Chinese, particularly in the
South, assert that the /uan that Western

Some Chinese have
begun searching for an
alternative system of
values to give meaning
and order fo their lives.

analysts posit as one of several possibili-
ties following the death of Deng has al-
ready begun. When human relationships
have been turned upside down and al-
most anything goes, fuan is at hand.
Some believe that the new economic
drive is part of the doomsday mentality
typically seen in China in the waning
years of a dynasty. As the dynasty slides
unpredictably toward its end, its legiti-
macy sapped and its control slipping, un-

certain citizens—bad and good alike—
struggle to grab what they can while the
getting is good. Money has to be made
quickly, and by any means, before chaos
progresses to the point where nothing is
possible or before order is restored and
opportunities vanish. While many Chi-
nese recognize that the development of
an impartial legal system, properly re-
spected and imposed, would establish
new rules and thus contribute to the
reimposition of order, many freewheeling
businesspeople do not welcome the con-
straints of a legal system.

In the midst of the perceived luan,
some Chinese have begun searching for
an alternative system of values to give
meaning and order to their lives. Many
are sincere in their quest. But even the
search for new values is sometimes
tainted by the dominant preoccupation
with getting rich.

Confucianism, for example, is being re-
vived and Confucian temples are being
rebuilt, partly because of the perception
that the economic success of Asia's “four
little dragons”—Taiwan, South Korea,
Hong Kong, and Singapore—rests upon
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the Confucian ethic. Believe in Confu-
cianism, the reasoning goes, and China it-
self, the biggest dragon, might finally
awake. South China, meanwhile, is see-
ing a Buddhist revival, and Buddhist tem-
ples that were once sight-seeing stops for
tourists are now filled with local Chinese.
Many, though, are praying for prosperity
and a son, rather than enlightenment.

Christianity, too, is attracting converts,
both Catholic and Protestant, and Christ-
ian churches are filled to overflowing.
Unofficial figures put the number of
Christians at 75 million, more than 20
times the figure in 1949. But for some,
the turn to Christianity has a utilitarian,
rather than spiritual, cast. Westerners are
Christian and wealthy. Maybe Christianity
will make Chinese prosperous, too.

Succession fears

China's doomsday mentality is linked
to the impending death of its paramount
but unofficial leader, Deng Xiaoping. The
frail Deng, the last of the heroic Long
March generation who struggled to bring
the communists to victory, and the last of
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the leaders who stood with Mao atop
Tiananmen to declare the establishment
of the People’s Republic, is the thread of
legitimacy holding Chinese together.

For Chinese and
Westerners alike,
this is a fime of great
danger and great

opportunity.

While he nearly lost his legitimacy after
the events of June 1989, he reclaimed it
in early 1992 by reasserting the primacy
of economic reform and calling on all of
China to emulate the Special Economic
Zones of the South.

His passing is likely to be unsettling,
just as the deaths of Zhou Enlai and Mao
Zedong were in 1976, There is a tacit
agreement between the rulers and the
ruled in China today that in return for the
right to pursue wealth with few con-
straints, past actions of Deng and his as-
sociates, such as the decision to bring in
the army on the night of June 3-4, 1989,
will not be publicly questioned. That pact
will dissolve with Deng's passing; we can
only speculate on how people will react.
But Deng's death will almost necessarily
occasion reflection on what the past 45
years have meant, and whether so much
human suffering, measured in tens of
millions of lives, was necessary to bring
China to where it is today.

China’s successful young, who grew up
after the worst of China’s political cam-
paigns, may carry few regrets about the
past, but many in the older generation do.
One of my friends, a Western-trained en-
gineer, has begun drinking lately. Looking
back over his life, he sees his education
wasted. His hopes of contributing to the
modernization of his country were
dashed by the repeated political cam-
paigns and the relentless attacks against
him, which included several years in jail.
His daughters, far less educated than he,
earn many times what he does.

We do not yet know the extent of
alienation among those who have not

benefitted from the economic reforms or
whether disaffection will eventually
translate into political action. Will China’s
industrial workers begin to organize and
take collective action aimed at better
working conditions, shorter hours, job
security, and higher pay? And how
would the Communist Party respond to
workers behaving the way Marxism says
they should?

Hope and anxiety

When asked what will happen in
China following Deng's death, most Chi-
nese have an immediate response: they
do not know. Their greatest fear is that
the [uan that they see in the breakdown
of orderly human relationships will
spread—that power struggles in Beijing
will so weaken central control that dis-
content could become manifest in
strikes and sporadic outbursts of vio-
lence that will slow or stop the rapid
growth.

Western analysts are similarly unable
to predict what will happen, and most
suggest several scenarios are possible.
The most optimistic is the Taiwan
model, in which economic growth con-
tinues relatively smoothly, accompanied
finally by gradual political reform. The
most pessimistic, and probably least
likely, is a reassertion of tight central
control over both the economy and in-
dividual behavior while the center at-
tempts to maintain a relatively high rate
of economic growth. The scenario most
feared by people inside China is the
possibility of government immobiliza-
tion and a consequent spread of luan.

What lessons does the situation in
China hold for Western businesspeople?
For Chinese and Westerners alike, this is
a time of great danger and great oppor-
tunity. Just as the good and the bad are
mixed together in economic reform, so
are they represented in the foreigners
who come to make their fortunes in
China. The rules of behavior are differ-
ent in China, and little can be done
without a web of close personal connec-
tions and the support of government of-
ficials. But getting to know and under-
stand
developing mutual trust is necessarily a

business counterparts and
lengthy process, especially during a

s . i e
period of great transition. b
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Cracking Down
on Economic Crime

B Mitchell A. Silk

Will China’s

latest anti-corruption
campaign have

any impact?

B Mitchell A. Silk is an attorney in the
Hong Kong and New York offices of
Chadbourne & Parke. He specializes in
banking and commercial law and ener-

gy development.

n a much-publicized fraud case un-
covered in August 1993, 20 execu-
tives of the Great Wall Machinery &

Electronics High-Technology Indus-
trial Group Corp., as well as a number
of government and Party officials, were
convicted in a ¥1 billion ($172 million at
1993's ¥5.8/81 rate) investment scheme
that offered a too-good-to-be-true 43
percent return on capital. Shen Taifu,
former president of Great Wall, was exe-
cuted in early April; his wife was sen-
tenced to 15 years in prison; and Li Xi-
aoshi, a former State Science and
Technology Commission vice minister,
was sentenced to 20 years in jail and ex-
pelled from the Communist Party in con-
nection with the case.

The downside of China’s reform pro-
gram, such incidents of economic crime
are becoming commonplace. The prob-
lem has become so severe that a few se-
nior Party and government officials have
compared the present level of corruption
and government-related economic graft
to that which contributed to the fall of
the Qing Dynasty and later the National-
ist government on the mainland.

Most analysts see a rise in economic
crime as unavoidable in a rapidly devel-
oping economy. This pattern, in which
economic development fosters the
growth and sophistication of business-re-
lated crimes, is already well-documented
in developed countries such as the
United States and Japan, as well as in de-

veloping nations such as South Korea,
Taiwan, Malaysia, Thailand, and the
Philippines. Simply put, economic growth
outpaces the government's ability to put
legal safeguards in place to prevent
white-collar crime. But Chinese officials
appear unwilling to treat the problem as
an inevitable and acceptable by-product
of reform. Since January 1993, nearly
every month has brought a major pro-
nouncement, administrative regulation, or
nationwide conference on the economic
crime problem.

Official concern peaked last June with
the release of the 16-point macrocontrol
program announced by Executive Vice
Premier Zhu Rongji. One of the primary
goals of Zhu's plan was to quell ram-
pant speculation in the real estate and
stock markets and stem related eco-
nomic crimes that evidence a new
brand of greed in modern Chinese soci-
ety. Following on the heels of the 16-
point plan, President Jiang Zemin in Au-
gust announced an anti-corruption drive
aimed at stamping out bribery, extor-
tion, and opportunism. One month
later, Premier Li Peng identified three
priority issues in China's economic re-
structuring: implementing economic
austerity measures, revamping the eco-
nomic structure, and invigorating the
drive against corruption.

A spate of administrative and enforce-
ment measures followed these pro-
nouncements. Government agencies
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promulgated regulations and directives
and convened conferences to discuss
how to rectify improprieties in govern-
ment work. In addition, the Chinese
press prominently featured accounts of
major economic criminal schemes and
the severe punishments—including im-
prisonment and execution—meted out
to the guilty parties.

On the surface, this policy, regulatory,
enforcement, and judicial zeal has
yielded impressive results. Yet, viewed
against a reported 93 percent rise in seri-
ous economic crime cases from 1992-
1993 and the persistence of the problem
into 1994, questions about the strength of
government support for the program
must be asked.

Clearly, authorities in Beijing recognize
that public discontent over perceived
abuses of official power and position
pose a threat to the regime. Government
proclamations promising to combat cor-
ruption and press coverage detailing gov-
ernment efforts to crack down on eco-
nomic criminals must be viewed in this
context, The degree of importance Bei-
jing really places on reducing economic
crime can be gauged by watching how
central authorities treat three groups of
people: provincial and local authorities,
influential Party members and their fami-
lies, and the new entrepreneurial class.
Will these groups be able to avoid inves-
tigation and/or punishment for economic
crimes during the current anti-corruption
campaign? Right now, the verdict is
mixed.

What is economic crime?

According to China’s 1979 Criminal
Law (last amended in 1982) and related
regulations, economic crime is broadly
defined as any activity that violates an
economic law or regulation, undermines
or other-
wise endangers “socialist economic rela-
tions.” From the introduction of Qiao
Shi's 1986 Anti-Corruption Campaign (see
The CBR, January-February 1988, p.25) to
the present drive, China’s enforcement ef-
forts have targeted economic crimes per-

the “socialist economic order,”

ceived the most damaging to State fi-
nances. These include smuggling,
bribery, speculation, fraud, counterfeiting,
diversion of foreign exchange, and the
divulging of State secrets relevant to
China's economy and trade.

Economic crime in China has now
come to encompass behavior that
breaches consumer rights as well. The
change in tenor is a reaction to the emer-
gence of new types of crime, such as
crimes that impinge upon individual eco-
nomic rights or involve sophisticated
computer and other electronic means.
Currently, economic crimes receiving pri-
ority government attention include:

Economic crime in
China is broadly
defined as any activity
that violates an
economic law or
regulation, undermines
the “socialist economic
order” or otherwise
endangers “socialist
economic relations.”

B Smuggling, which encompasses
criminal activity that contravenes Cus-
toms laws and regulations, includes
false reporting and the movement of
goods without requisite import or ex-
port documentation. In 1993, confis-
cated or recovered Chinese contraband
included 1.7 tons of gold, 35,000 vehi-
cles, 10,000 video recorders, and
100,000 tons of steel. In a major smug-
gling case of 1993, a former Public Se-
curity Bureau chief in a southeast
province was convicted and executed
for turning a blind eye to illegal emigra-
tion and an expansive automobile
smuggling network.

Once confined primarily to southern
coastal areas, smuggling is now common
along all of China’s borders. In 1992,
land-locked Yunnan Province reported
900 serious smuggling cases, the same
number reported by bustling Fujian
Province. This number represented a 100
percent increase for such cases in Yun-
nan over the previous year. Northeastern

Jilin Province alone tallied a 200 percent
rise in smuggling cases in 1992. Central
and provincial government attention to
the smuggling problem comes in fits and
starts, however.

B Speculation or “profiteering,” the in-
terfering with effective administration of
monetary affairs, pricing, and distribu-
tion of goods, has taken on a whole
new meaning in China. As China’s econ-
omy began to open in the 1980s, many
entrepreneurial Chinese sought to make
money through unlawful—though fairly
tame—techniques geared at skirting reg-
ulatory requirements. Typical activities
included trading controlled or high-de-
mand commodities on the black market;
forging government approvals, import
and export licenses, contracts, bills, and
other negotiable instruments; and ille-
gally trading controlled commodities
such as gold, silver, foreign currency,
precious gems, and relics.

Such activity has intensified and be-
come more sophisticated over the past
few years. Armed with foreign know-
how supplied mostly from Hong Kong
(and, to a lesser extent, Taiwan), crimes
involving Chinese profiteers using com-
puters to execute illegal trades and gen-
erate false documents have mush-
roomed in the last two years.

In response to the concerns of Chinese
securities regulators that such behavior
was spreading into the securities area, the
State Council Securities Commission
drafted the Provisional Procedures Pro-
hibiting Securities Fraud (the Securities
Procedures) in September 1993. The bulk
of the Securities Procedures addresses the
types of speculation targeted by the
macrocontrol program—insider trading
and market manipulation. The Securities
Procedures have already been invoked
this year in China’s first reported case of
insider trading.

In this instance, a securities brokerage
house—the Xiangfan Credit & Investment
Co. (Shanghai Branch)—and one of its
brokers were found to have used inside
information to capitalize on a steep rise
in the price of stock of a listed company
targeted for takeover. As punishment, the
regulators required Xiangfan to disgorge
all profits made on the transaction, sell
off any remaining related shares, pay a
fine of ¥2 million ($345,000), and close
its Shanghai office for two months.
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Although the 29 articles of the Securi-
ties Procedures deal mainly with insider
trading and market manipulation, the
drafters did not overlook the problem of
fraudulent securities transactions. Provi-
sions in the Securities Procedures impose
stiff monetary and administrative penal-
ties on securities institutions that engage
in deceptive practices or make false state-
ments in the course of their operations.
Although no securities fraud cases have
yet been filed under the months-old Se-
curities Procedures, the mere promulga-
tion of the provisions indicate that the
Chinese recognize the problem.

B Fraud, material misrepresentation in
business transactions, has become alarm-

ingly frequent and widespread in China
(see p.26). The rapid growth of the newly
liberalized investment and financial ser-
vices areas has given con men ample
room to establish phony businesses or
employ unethical practices. For example,
a former member of the Standing Com-
mittee of the Central Advisory Committee
and a former provincial governor report-
edly peddled their reputations to act as
guarantors for a ¥16 million ($2.76 mil-
lion) construction loan to a development
company in Shaanxi Province. The loan
was secured by fraudulent documents,
and the borrower subsequently went
bankrupt. Nearly half of the loan funds
remain unrecovered.

Fraud has not been limited to purely
domestic transactions. Chinese papers
have run a spate of fraud stories involv-
ing foreign culprits. In late 1993, a
Hong Kong-invested joint venture used
forged bills, contracts, and letters of
credit to swindle ¥4.2 million ($724,000)
from a bank in Huiyang, Guangdong
Province. In a similar case, an unidenti-
fied foreign-invested enterprise drew
over ¥2.15 million from a bank in Nan-
jing against fraudulent cotton-shipping
bills and documents. Investigations re-
vealed that in neither case was the for-
eign enterprise registered with the State
Administration of Industry and Com-
merce. Chinese authorities are still at-

The Watchdogs

In their recent bout against corrup-
tion, Chinese authorities are aggres-
sively handing down swift and stiff sen-
tences to economic criminals. In
addition, the Chinese government has
added new administrative means to fer-
ret out economic crimes. Three main in-
stitutions in China are charged with
combating those offenses.

B Authorized administrative agen-
cies are charged with detecting and in-
vestigating economic crimes. The agen-
cies most active in controlling economic
crime include the Ministry of Public Se-
curity, which is vested with general in-
vestigatory, arrest, and detention pow-
ers, and the Ministry of Supervision, the
watchdog agency that ferrets out mis-
conduct within government agencies.

Other agencies with a hand in com-
bating economic crimes include the
Ministry of Finance and its General Bu-
reau of Taxation, which have jurisdic-
tion over tax and fiscal matters; the
China Audit Administration, which
tracks the use of State funds by Chinese
enterprises and units; the People’s Bank
of China, which oversees banking and
financial institution issues; the State Ad-
ministration of Exchange Control,
which is charged with monitoring for-
eign exchange matters; the Customs Ad-
ministration, which watches over im-
port, export, and other trade matters;
and the State Administration of Industry

and Commerce, which guards against
general commercial and intellectual
property violations.

B The Supreme People’s Procura-
torate, China's prosecuting agency,
works with these administrative agen-
cies in investigations and prosecutes
cases.

B The Supreme People’s Court sys-
tem tries and sentences criminals. The
Supreme People’s Court and Supreme
People's Procuratorate operate directly
beneath the National People’s Congress,
whereas each of the ministerial agen-
cies reports to the State Council.

These three institutional structures
exist at the central, provincial, and local
levels. They were joined in 1993 by the
Securities Regulatory Commission and a
subordinate agency, the China Securi-
ties Supervision and Control Commis-
sion, both created by the State Council
to oversee the securities industry. These
agencies are empowered to draft legis-
lation, formulate policy, and monitor
China’s emerging securities markets.

New tactics

Aside from traditional investigations
into alleged criminal wrongdoing, the
watchdog agencies have become more
reliant on a method the US Internal Rev-
enue Service uses to detect tax fraud
and evasion—unpaid informants. Recog-
nizing the power of revenge, jealousy,

and greed, the procuracy and the Chi-
nese Communist Party’s (CCP) Central
Disciplinary Commission have been ex-
perimenting with 24-hour hotlines which
citizens can use to report corruption and
other economic crimes. The Central Dis-
ciplinary Commission reportedly re-
ceived well over 1,200 calls in one 15-
day period last fall; over 200,000 tips
have come in since the program began
in 1993. Through its own hotline, the
Supreme People’s Procuratorate in one
week in late 1993 received tips that led
to the successful prosecution of 532
cases. From time to time, the State Coun-
cil also establishes task forces to strike at
specific economic crimes. The most re-
cent of these was established in June
1993 to combat smuggling activities.

Of course, the ubiquitous CCP appa-
ratus continues to act as one of the
most effective monitoring mechanisms
for detecting economic crime. The Party
permeates all levels of society, operat-
ing through branches at each level in all
the agencies mentioned above, as well
as at the grassroots level. Despite en-
forcement problems brought on by in-
tra-Party struggles over the implicit lim-
its of permissible behavior and use of
Party politics to influence verdicts in
cases involving Party members, the CCP
is still quite effective at detecting eco-
nomic crimes.

—Mitchell A. Silk
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tempting to locate the culprits and lost
assets.

In a case that received heavy foreign
press coverage, a foreign criminal ring
using fraudulent documentary support
persuaded the Hengshui, Hebei Province
sub-branch of one of China’s major banks
to issue stand-by letters of credit in the
aggregate in excess of $10 billion. The
branch official involved later admitted
that he had exceeded his authority in is-
suing the letters of credit, and the case is
still under investigation by Chinese and
foreign authorities. The question of liabil-
ity is still open since no party has yet
claimed any rights under the letters of
credit. The case could, however, give rise
to tremendous contingent liabilities.

B Embezzlement, converting entrusted
property for personal use, has risen
markedly in the past two years, and the
spreading use of computers and other
electronic means has made the crime eas-
ier to commit and harder to track. As an
indication of the pervasiveness of this
problem, three major Chinese banks—
one in Beijing, one in Jilin Province, and
another in Hainan Province—have been
stung by internal computer embezzle-
ment schemes since 1992. In each case,
accountants or bank clerks altered de-
posit slips and bank orders to remit
money to a network of personal accounts
throughout China. The four Hainan cul-
prits grossed over $6.6 million, the two
Beijing clerks $770,000, and the two Jilin
conspirators $190,000. Death sentences
were meted out in all of the cases. While
some of the offenders saw their sen-
tences commuted, the Jilin and Hainan
ringleaders have already been executed.
B Diversion of foreign exchange, tak-
ing foreign exchange approved for one
use and utilizing it for some other activ-
ity, is a recurring problem given govern-
ment controls on foreign currency hold-
ings. Until recently, this economic crime
was carried out primarily through black
market swaps. However, given the recent
surge in the outflow of Chinese capital,
payment for goods and services in China
is commonly being conducted through
offshore accounts outside the detection
of China's foreign exchange regulators
(see The CBR, November-December 1993,
p.19).

B Disclosure of State secrets, or the
wrongful disclosure of classified infor-

mation, is of particular relevance to for-
eigners in China. In September 1988,
China promulgated its first Law on
Guarding State Secrets. Like the 1951 set
of provisional regulations it superseded,
the law broadly defines State secrets to
include a wide range of non-public
financial and economic information. The
disconcerting implication for foreign
traders and investors is that virtually any
trade- or project-specific information

Virtually any trade-
or projectspecific
information can
be classified as
a State secret.

can be classified as a State secret. Thus,
disclosure of seemingly harmless eco-
nomic data related to a joint feasibility
study could carry a maximum criminal
penalty of seven years imprisonment
and unlimited criminal detention if the
authorities deem the information is sen-
sitive and not to be publicly dissemi-
nated.

This law on guarding State secrets was

recently invoked in the conviction of a
Hong Kong Ming Pao reporter accused
of handling sensitive economic informa-
tion. After being detained for seven
months, Xi Yang was sentenced in April
1994 to 10-12 years in prison for al-
legedly disclosing internal (neibu) inter-
est rate and gold policies of the People’s
Bank of China.
M Pirating of intellectual property, in-
cluding criminal trademark, copyright,
enterprise name, and patent infringe-
ment, has been growing rapidly in China
despite the recent passage of laws to in-
crease intellectual property protection.
Piracy results in intellectual property
rights holders losing millions of dollars
per year. Trade analysts estimate that
software manufacturers lost $500 million
in China in 1993, for example. Domestic
losses from pirated products are also high
and shoddy knock-off products injure
thousands each year in China.

Central officials have long expressed a
need to control this type of illicit activity.
Trademark counterfeiting laws were first
passed in 1979 and the State Administra-
tion of Industry and Commerce has insti-
tuted periodic anti-counterfeiting cam-
paigns since 1987. But lax enforcement
of laws on the one hand and upgraded
domestic manufacturing bases on the
other have made China a haven for Hong
Kong, Taiwan, Korean, Thai, and other
counterfeiting kings fleeing crackdowns
in their home countries.

Enforcement problems continue to
alarm foreign investors. After spending
more than $1 million in legal fees, Mi-
crosoft Corp., a major US software pro-
ducer, recently received a disappointing
trademark infringement verdict in a Shen-
zhen court. Though Microsoft won its
case, claiming it lost $20-30 million in
connection with a Shenzhen company'’s
production of over 650,000 counterfeit
copies of Microsoft's trademark holo-
gram, Microsoft was awarded a total of
$260 in damages. Such a ruling hardly
strikes fear in the hearts of counterfeiters.
B Tax evasion, the criminal violation of
tax laws with a view toward evading tax
liability, has a long history in China. As
many Chinese citizens view tax compli-
ance as an on-going test of wits and en-
durance, China’s tax authorities annually
uncover hundreds of millions of dollars
in tax irregularities. By its own account,
the Supreme People’s Procuratorate,
China's central prosecutorial agency,
dealt with 38,091 criminal tax cases from
1988-92.

This figure includes not only tax eva-
sion cases, but also incidents involving
China’s own brand of criminal tax
protest. Each year, the Chinese press is
peppered with accounts of tax assessors
being physically abused—and sometimes
even seriously beaten and hospitalized—
for attempting to collect overdue taxes.
B Bribery has risen to its highest levels
in years in China. The press is replete
with cases of “State personnel” (defined
statutorily as personnel “entrusted by the
State...to engage in public service”) re-
ceiving or being offered payments or gifts
in exchange for favors that make use of
the official’s power or position.

Of the more than 50,000 economic
crime cases the procuracy handled in
1993, over 50 percent involved bribery
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in excess of ¥10,000
($1,724). In one scandal, Yu Zuomin, the

for amounts

leader of Dagiuzhuang, one of China's
former model villages and a showcase of
economic success, was sentenced to 20
years in prison for bribery and obstruc-
tion of justice.

New forms of bribery have emerged in
the past two years, notably “sign flip-
ping,” also referred to as “pocket swap-
ping.” This crime occurs when a govern-
ment agency sets up a specialized
subsidiary that helps clients navigate the
parent agency’s bureaucracy.

The people working at the subsidiary,
however, are sometimes still on the par-
ent agency's payroll and may use their
influence on behalf of “generous”
clients. The sign flipping moniker re-
flects the reality that the only difference
between the parent and subsidiary is in

Beware the Fisherman

Min Chen and Ying Wangjiang

China’s military classics have been on
the required reading lists of Western
businesspeople for some time. But wise
readers should not stop there; they
should also pick up a copy of the Chi-
nese novel Feng Shenbang (Conferring
Titles to Gods). The novel tells the story
of Master Jiang, a recluse who lived more
than 2,000 years ago. Although willing to
help any wise leader manage state affairs,
Jiang did not lobby on his own behalf for
an official position. Instead, he waited for
an invitation. Eventually, he caught the
attention of Prince Zhou Wenwang, who
persuaded Jiang to leave his hermitage
and help the prince consolidate his
power base. Jiang adopted the same pas-
sive approach toward fishing that he did
toward his career; using no bait, he
would dangle into the water a straight-
ened hook, reasoning that only a really
interested fish would get itself caught.

That story is the origin of a popular
Chinese maxim, “Master Jiang fishes only
those willing to be caught,” which means
that people who enter into agreements
freely should take full responsibility for
the outcome. In other words, one cannot
blame another party for one’s own folly.
By the same logic, the other party—even
if he may have acted unethically—does
not have to shoulder responsibility for his
actions. Throughout Chinese history,
many crooks have soothed their con-
sciences with this dictum when mislead-
ing innocents into bad deals.

A lot of fish in the economic sea

The unprecedented business opportu-
nities generated by China’s economic re-
forms have attracted many unwary for-
eign businesspeople and growing
numbers of unscrupulous “fishermen.” In

recent years, Chinese have coined the
term diaoyu (fishing) to describe the
hooking of investors—both foreign and
Chinese—into bad deals.

“Fishing” is by no means unique to
China and honest and profitable deals are
to be made there by companies who pre-
pare and plan carefully. Large US firms
such as the Coca-Cola Co. and Motorola
Inc. and many smaller and lesser-known
companies have found their hard work
and perseverance rewarded in China. But
the sheer growth potential of China’s
economy sometimes leads otherwise cau-
tious businesspeople to make imprudent
decisions in their rush to enter the mar-
ket. While the result is rarely a complete
catastrophe, such overzealous investors
may well find it takes more time or
money than originally anticipated to sal-
vage the deal.

In addition to the economic boom, in-
grained Chinese customs contribute to the
phenomenon of fishing. China’s Confu-
cian traditions are still evident in the pa-
ternal relationships between government
officials at all levels and enterprise lead-
ers. Many enterprises look to the govern-
ment for protection and often depend on
financial, price, tax, and other preferential
treatment from officials to survive. With
relations between Chinese enterprises and
officials so cozy, investors must be aware
that often they do not face two au-
tonomous entities, but rather a united
front determined to attract money to the
region. The current loosening of central
controls over enterprise operations allows
these personal ties of dependence to
dominate official business procedures,
creating an environment ripe for abuse.

For example, one notorious case re-
ported by China Central Television in
1992 involved the establishment of a ce-
ment factory in the scenic stone forest of

Yunnan Province. Acting on the principle
that it is easier to gain forgiveness after
the fact than it is to get permission in the
first place, local officials and a cement
manufacturer set out to attract Chinese in-
vestors for the project without vetting the
idea to higher-level officials. The group
attracted ¥20 million and began building a
new cement factory at the scenic spot.
When tourists and local residents raised
an uproar, provincial officials became in-
volved and tried to halt production on the
grounds that the factory was an environ-
mental hazard. The case is still under dis-
pute, with local officials maintaining that
the factory is good for the local economy
and that instead of dismantling it, backers
should invest more to improve its pollu-
tion control systems.

Deception of potential investors by lo-
cal officials is growing more frequent
among in China's hinterlands. Envious of
the privileges and economic success en-
joved by the Special Economic Zones
(SEZs) and open cities, officials in these
areas began to establish their own special
zones and preferential policies in 1992 to
attract foreign investment. Technically,
many of these local policies are illegal, as
the localities have not received permis-
sion from the central government to es-
tablish the zones.

Uninformed foreign investors have suf-
fered the consequences of their igno-
rance. In another 1992 example, the vice
mayor of Jinxi, Liaoning Province,
promised that selected projects in a spe-
cial municipal zone in the city would en-
joy low 10-15 percent tax rates. Later, the
State Tax Bureau representative claimed
that only State Council-approved zones—
of which Jinxi was not one—could offer
such a rate. Jinxi's preferential tax treat-
ment was nullified. In such cases, angry
foreign investors usually seek to void
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the name. A potentially damaging case
of sign flipping was reported in the Chi-
nese press in February 1994, when a
Hong Kong businessperson alleged that
various Chinese government officials
had taken consulting or other facilitating
fees from bidding firms to help them se-

cure World Bank-funded contracts in
China.

Often, these sign flipping cases involve
foreigners. In fact, the problem is so se-
vere that the State Council in December

1993 supplemented the provisions of

China's Criminal Law and related regula-

tions with the country’s own mini-For-
eign Corrupt Practices Act (see p.29). Un-
der the newly promulgated State Council
Regulations on Giving and Accepting
Gifts in [the Course of] Foreign Public Ac-
tivities, Chinese officials must limit their
gifts to foreign guests to Chinese handi-

their contracts, but those more familiar
with Chinese negotiation practices stick it
out, as it may still be possible to earn a
good return under a renegotiated con-
tract.

Lots of hooks

Local officials often work hand-in-
glove with State-owned enterprises,
which probably have the most to gain
from “fishing.” Many State enterprises
view the establishment of joint ventures
as the way to solve serious cash and
technology problems. They believe a for-
eign partner will help them obtain capi-
tal, new factories and equipment, tax
benefits, and import privileges. They also
believe that as joint ventures they will en-
joy greater autonomy in product pricing,
import-export activities, and human re-
source management. To State-enterprise
executives, snagging a foreign joint-ven-
ture partner could mean a leap in salary,
an imported luxury car, improved office
facilities, and a study tour overseas.

Local government officials are them-
selves big fishermen. They may offer for-
eign firms “special” policy incentives for
taking over inefficient enterprises. If they
succeed in attracting investment, these of-
ficials often find themselves moving up
the bureaucratic hierarchy. Officials who
fail to attract foreign investment projects
may stagnate at the same rank—or even
lose their jobs. Under such pressure,
many local administrators condone the
fishing activities of local enterprises and
even provide bait, such as a guaranteed
supply of energy or the promise of local
bank loans.

Local managers, often acting in con-
cert with local officials, or at least with
their tacit approval, thus may try nearly
any tactic to attract a foreign partner.
They will take pains to cover up existing
problems at a given enterprise while ex-
aggerating the competitive advantages
the facility can provide. The least

scrupulous managers may manipulate
facts—even though they are well aware
that they are doing something unethi-
cal—in the hopes of attracting foreign
investment. In some cases, the enter-
prise keeps two sets of accounting
records: one for the enterprise itself and
another, which makes the enterprise ap-
pear highly profitable, for use in negoti-
ations with potential investors,

Investors cannot necessarily count on a
feasibility study to uncover such prob-
lems, as these studies are usually the re-
sponsibility of the Chinese partners, who
want to put their best foot forward. More-
over, if the licensed consulting firm that
conducts the study is a local company,
the consultants may be subject to pres-
sure from the local government to exag-
gerate the potential profitability of an en-
terprise and underestimate operating
costs and weaknesses. In some cases,
employees of domestic consulting firms
are simply insufficiently trained and lack
international experience, making it diffi-
cult for them to provide objective assess-
ments and accurate analysis.

Avoiding the bait

Foreign investors should not think that
every Chinese businessperson is out to
swindle them. However, they must be
careful to avoid being reeled in by the
fishermen who do exist. There are a few
strategies foreign businesspeople can em-
ploy to make sure they do not get
hooked.

First, study Chinese culture. The Chi-
nese tendency to emphasize the relation-
ship between partners rather than the
sanctity of the joint-venture contract can
worsen the consequences of business
fishing practices (see The CBR, March-
April 1993, p.12). If a Chinese negotiator
does not establish a personal relationship
with a potential investor, he does not feel
obligated to be fair to the investor. Fol-
lowing this line of reasoning, the Chinese

party would not view fishing as an im-
moral act, but rather as a part of the ne-
gotiation process.

Second, be patient. Among many Chi-
nese, Western investors—especially
Americans—have a reputation for impa-
tience and rigidity. Potential investors
emphasizing fast returns over long-term
market share make themselves easy tar-
gets of fishermen. If caught, the foreign
investor must work with his partner to
readjust production strategies and re-
assess management efficiency to find
ways to minimize losses. The results for
the investor may be lower profits or a
longer wait to break even. As another old
Chinese saying goes, more haste results
in less speed.

Third, conduct good feasibility studies.
Foreign investors should perform an in-
dependent preliminary feasibility study to
confirm whether the information pro-
vided by the potential Chinese partner is
realistic. They should also carefully study
central government policies in order to
avoid falling prey to illegal preferential
policies offered by local governments.
Reputable foreign and Chinese consulting
firms and licensed research departments
of foreign banks can usually be counted
on to conduct accurate feasibility studies.

Finally, potential foreign investors must
rely on themselves to make prudent in-
vestments in China and cannot expect
lawyers to set things right after the fact.
Although China’s legal system is develop-
ing rapidly, investors still cannot count on
legal procedures to solve all their prob-
lems. A foreign businessperson ultimately
is responsible for his own decisions. If he
errs, he has no one to blame but himself.

Min Chen is an assistant professor of in-
ternational studies at the American Grad-
uate School of International Management
(Thunderbird). Ying Wangjiang is an as-
soctate professor at the Shanghai Univer-
sity of Finance and Economics.
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Questionable activity
that may seem tame
on the surface
could have dire
consequences.

crafts or practical objects of daily use. In
addition, Chinese officials who receive
gifts in excess of ¥200 ($23) are supposed
to turn the gifts over to their superiors.
The receipt of cash and securities is
frowned upon under the regulations, and
any such gift must be rned over to the
State Treasury in cases where receipt is
unavoidable. Various central agencies
have also promulgated similar regulations

over the past few years.
Be careful out there

The rising incidence, diversification,
and sophistication of economic crime in
China argue for due diligence, more due
diligence, and even more due diligence
on the part of foreign firms. All foreign
parties must carefully review and verify
their partners’ authority to act in a pro-
posed transaction and must also ensure
that the officials granting approvals at
each step truly have the authority to do
so. In light of State secrets concerns, one
should take special care in handling and
transmitting Chinese documents that have
the appearance of being “internal” or oth-
erwise classified.

The foreign businessperson must also
recognize that the relevant Chinese sub-
stantive laws, such as the Criminal Law;
the criminal provisions of various laws,
e.g. the Trademark Law; and procedural
laws, such as the Criminal Procedure
Law, are subject to broad interpretation
Thus, questionable activity that may seem
tame on the surface may have dire conse-
quences. If a company or business has
doubts about the legality of a contem-
plated action, it is best to consult with le-

gal counsel before proceeding. Of

course, corporate pt)“tit\, ;)l‘()L'L‘L]LIrL“i.
and internal controls to guard against cor-
rupt practices, as well as periodic compli-
ance audits of these safeguards, are also
wise investments.
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The Sword that Shields

B Norman Givant

The US Foreign
Corrupt Practices
Act can protect
US firms doing
business in China

B Norman Givant is a partner at
Freshfields law firm, and manages the
firm’s Shanghai office. He is a former
president of the American Chamber of
Commerce in Shanghai.

he blinking, flashing lights of the

bars, shops, and restaurants that

now line China’s urban streets

beckon pedestrians to share their
newly earned wealth. But not every Chi-
nese can afford to partake. As China
struggles to modernize, some negative as-
pects of the “old China” are reappearing
as some ill-paid bureaucrats, managers,
and workers try to shortcut their way to
the good life. Nowadays, poorly paid of-
ficials too frequently are tempted to
abuse their power, using approvals, pur-
chase orders, and operating licenses as
bargaining chips for material favors.
Though Chinese law forbids such activi-
ties (see p.21), the conduct of US firms in
China is subject to US laws as well.

“Mutually beneficial” business

In China, as in many developing coun-
tries, one must be flexible in crafting a
solution to a bureaucratic obstacle while
at the same time complying with the re-
quirements of US and Chinese laws. For
example, it is not uncommon for domes-
tic firms or foreign-invested enterprises
(FIEs) to encounter red tape and arbitrary
delays in handling any number of busi-
ness activities in China, such as clearing
imported components or raw materials
through Chinese Customs, obtaining con-
struction permits or permission to send
Chinese nationals abroad for training, or
receiving notarial certifications of real es-
tate transactions. But minor problems of

this nature generally can be solved over a
friendly meal, where a gift of a bottle of
cognac or a few cartons of cigarettes can
put the seal on a budding friendship.
Some problems require a bit more fi-

nesse—and money—to solve. Foreign
property developers, for example, some-
times discover that although the fire pre-
vention systems and elevators they wish
to install in China meet international stan-
dards, local approval of those systems is
denied, ostensibly for failure to meet
lower Chinese standards. A visit to the
vendor’s Singapore, German, or US facili-
ties (with a stop at Disney World en
route) to “educate” the elevator inspec-
tion officer or the local fire chief on the
technical merits of the systems being pro-
posed for use in China, while an expen-
sive nuisance, can be necessary to move
a project forward on schedule.

With the incredible growth in China’s
economy in the last two years, bureaucrats
and managers are now making bolder re-
quests—particularly on major infrastruc-
ture and plant procurement projects. As a
result, foreign businesspeople in China are
finding themselves more frequently con-
fronted with demands for personal favors,
such as the sponsorship of a Chinese as-
sociate’s child’s education abroad. FIE
sales personnel are also encountering
more requests from purchasing agencies
and customers for personal kickbacks.

Such requests are expected by many
Taiwan and Hong Kong compatriots, who
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fully understand the nuances of the phrase
“equality and mutual benefit"—with the
accent on mutual benefit. And while many
European and East Asian competitors of
US businesses are rumored to be willing
to exchange favors in return for the grant-
ing of major contracts, US companies are
forbidden by US law from doing so. Only
the foolish would be willing to risk their
reputations and up to $2 million by com-
plying with such actions.

The fine print

That is the penalty exacted on US
companies found to violate the US For-
eign Corrupt Practices Act (FCPA). En-
acted by Congress in 1977 and amended
in 1988, the FCPA forbids “issuers of pub-
licly registered securities” as well as other
“domestic concerns” and their respective
officers, directors, employees, or any
stockholders acting on their behalf, from
paying money or anything of value to a
foreign official in order to influence any
act or decision of such official in viola-
tion of his lawful duty. US concerns are
also prohibited from attempting to induce
foreign officials to use their influence
with a foreign government or instrumen-
tality of that government in order to assist
the domestic concern’s efforts to obtain
or retain business or to direct business to
any person or company.

The FCPA also prohibits US issuers and
domestic concerns from using any means
of interstate commerce to make direct or
indirect payments or gifts to a person if it
knows that part or all of such payments
or gifts will be made to a foreign govern-
ment or party official in order to influ-
ence that official or to influence a foreign
government Lo act, obtain, or retain busi-
ness for the issuer or any other person.

As corruption in China worsens and
many Chinese are becoming less and less
shy about asking—or demanding—a quid
pro quo for awarding contracts or for
performing routine approvals, US busi-
nesspeople operating in China must
clearly understand and comply with the
requirements of the FCPA. Failure to do
so can result in a maximum fine of
$100,000 and five years in prison for an
individual, and a fine of up to $2 million
for an offending company. While FCPA
rules may result in some US companies
losing business to their foreign competi-
tors in China, those with unique or supe-

rior products in most cases will still get
the business—without the need to pro-
vide costly “favors.”

In plain English

Basically, no US citizen, resident, or
business escapes the net of the FCPA.
The FCPA defines “domestic concern” to
include any individual who is a citizen,
national, or resident of the United States,
or any corporation, partnership, associa-

US companies
may legally make
certain payments

to foreign government
or Party officials to
expedite or secure
the performance of a
routine governmental
action.

tion, joint stock company, business trust,
unincorporated organization, or sole pro-
prietorship which has its principal place
of business in the United States, or is or-
ganized under the laws of a state of the
United States or any territory or posses-
sion of the United States.

“Interstate commerce” includes trade,
commerce, transportation, or communica-
tions between any US state and a foreign
country. Therefore, even a phone call to
China or fax from a US office to an agent
in Hong Kong promising a payment or
gift to a Chinese official to obtain or re-
tain business, would violate the FCPA.

The definition of “foreign official” is
equally broad, encompassing any officer
or employee of a foreign government, or
of any department, agency, or instrumen-
tality of such government. It also covers
any person acting in an official capacity
of a foreign government, department, or
instrumentality. Such a broad definition
creates a real dilemma for US companies
as to how to distinguish between an offi-

cial and a non-official in a socialist state,
where the government and the party are
intertwined and most enterprises are ei-
ther state-owned or owned by local col-
lectives with strong local government
participation.

The current Chinese trend of restruc-
turing State-owned enterprises into com-
panies limited by shares will not help US
businesspeople distinguish what is or is
not an “instrumentality” of the Chinese
government, since in almost all such
cases, the State retains at least 50 percent
of the shares of the restructured enter-
prise, and government and Party officials
still appoint the management of such
firms.

Leeway for routine tasks

Even if it remains difficult to distin-
guish who in China qualifies as a “for-
eign official,” the 1988 amendments to
the FCPA have helped in a small way to
ease the burden of its requirements on
US businesspeople operating in a coun-
try such as China, where gift-giving and
the reciprocal exchange of favors is a
social norm with a long tradition. The
FCPA now provides an exception to
prohibited conduct, allowing US compa-
nies to make certain payments to foreign
government or Party officials to expedite
or secure the performance of a routine
government action.

The term “routine government action”
is defined by the FCPA as an action which
is ordinarily and commonly performed by
a foreign official. These actions include
providing permits, licenses, or other offi-
cial documents to qualify a person to do
business in that country; processing gov-
ernment papers such as visas and work
orders; providing police protection, mail
pick-up and delivery, phone service, and
power and water supply; scheduling in-
spections associated with contract perfor-
mance or inspections related to the transit
of goods across the country; loading and
unloading cargo or protecting perishable
products or commodities from deteriora-
tion; or actions of a similar nature.

In light of this definition, most of the
modest gifts or payments which US busi-
nesspeople make in China to clear car-
goes through Customs or to obtain per-
mits, licenses, or phone service do not
violate the provisions of the FCPA. While
neither the FCPA nor the US Department
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It a US party is aware
there is a high
probability that the
conduct of its offshore
subsidiary, agent, or
distributor may constitute
a violation of the FCPA
and takes no action to
prevent such conduct,
the US party will be
penalized for the
violation.

of Justice provides clear standards on
what is an acceptable gift value, the stan-
dard that would likely apply would be
one of “reasonableness”

an alleged violation.
Obeying the law

According to US Department of Justice
officials, no violations of the FCPA in
China have been prosecuted thus far. But
if an individual is unclear about whether
a certain course of conduct would run

afoul of the FCPA, it can seek an

F O C U S

in the event of

These provisions mean that a Chinese
official’s visit to US plants for technical
and design meetings, or training sessions
as agreed 1o in a contract between a US
company and a Chinese State corpora-
tion, are allowable. For example, if a
sprinkler manufacturer invites a fire chiet
to tour its Pittsburgh plant to inspect its
equipment, then travel, lodging expenses,
and a reasonable daily travel allowance
for the visitor should pass muster under
the FCPA.

Kickbacks and under-the-table pay-
ments to foreign officials to obtain con-
tracts however, remain prohibited. The
FCPA expressly excludes from the defin-
ition of “routine government action”
payments to foreign officials to encour-
age decisions to award new business to
or continue business with a particular
party.

FCPA provisions are less clear about
the actions of foreign subsidiaries or dis-
tributors of US companies. Many US firms
sell products into China through Hong
Kong agents or distributors, some of
which may on occasion use semi-legal or
illegal means to circumvent import proce
dures and duties, While the FCPA techni-
cally does not apply to US companies’
overseas subsidiaries, agents, or distribu
tors, it does impose an obligation on the
US company to implement an internal
auditing system to ensure compliance

with its provisions.

Such a system, however, may not be
enough. If a US party is aware there is a
high probability that the conduct of its
offshore subsidiary, agent, or distributor
may constitute a violation of the FCPA
and takes no action to prevent such con-
duct, the violation will be imputed to the
US party. Therefore, US companies and
businesspeople should establish FCPA
compliance systems in their overseas sub-
sidiaries and conduct due diligence re-
views of their offshore agents and distrib-
utors who sell in China.

A blessing in disguise

Rather than chafing at the constraints
the FCPA puts on their behavior and
the potential competitive disadvantage
it imposes on them, US companies
should be grateful for the law, as the
FCPA can shield them from unwelcome
and unlawful demands. The Chinese
deserve their reputation as astute nego-
tiators, but they also face facts. And the
fact is it is illegal for a US firm to make
kickbacks or under-the-table payments
to a foreign official to obtain or keep
business. When politely informed that
such payments would violate US law,
many Chinese parties will back away
from such requests, recognizing them
as good but fruitless attempts, and re-
turn to hashing out the true commercial
points of the contract or deal in ques-

4

ton.

opinion from the US Department
ol Justice.

Individuals or entities that do
find themselves charged with vio-
lating the FCPA may be able to
defend themselves on several
grounds. One defense is that the
payment, gift, offer, or promise of
anything of value was lawful un-
der the written laws and regula-
tions of the foreign official’s coun-
try. Another acceptable defense
involves incurring on behalf of a
foreign official a reasonable and
bona fide expenditure, such as
travel and lodging expenses, that
relates dll'\.'k‘tl} to the pre ymotion,
demonstration, or L',\pl;l:!.lliun ol
products or services or to the exe-
cution or performance of a con-
tract with a foreign government or

agency of such government
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RI was established to help American companies

with their business ventures in mainland China.

Our strength lies in understanding China’s business

and political environment. JRI has reliable
information about the competition. We carefully analyze
manufacturing opportunities, distribution channels and
joint venture relationships.

JRI has created its own niche by offering a compre-
hensive range of specialized expertise. Through the
combination of our presence in the United States and
China, JRI is uniquely positioned to cultivate global

1032 Irving Street
Suite 716
San Francisco
CA 94122

partnerships. Our affiliate offices maintain close ties to
the business community and provide effective support
services for angoing projects

JRI can articulate your concerns to China to help bring
about quick results. Our success stems from our “hands
on” approach.

JRI has the advantage of a working relationship with
key factories in mainland China and a broad network
of business and government contacts.
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Llabor Laments

B Anne Stevenson-Yang

Beijing has
its eye on
FIE labor practices

B Anne Stevenson-Yang is director of
the Council’s Beijing office and a former
associate editor of The CBR.

ast November, 84 Chinese perished

when they were unable to flee the

burning Zhili Toy Factory, a Shen-

zhen plant owned by Hong Kong in-
vestors, In December, another fire, this
one in a Taiwan-funded textile venture in
Fujian Province, killed 61 workers locked
in a dormitory near a warchouse filled
with toxic chemicals. These widely publi-
cized disasters touched a nerve in Beijing,
where some outraged officials believe for-
eign-invested enterprises (FIEs) are taking
advantage of Chinese laborers,

Since the fires, the government-con-
trolled Chinese media has been replete
with stories denouncing foreigners for
mistreating Chinese employees. In De-
cember, Legal Daily accused foreign-
funded firms of “treating Chinese em-
ployees like dogs,” an emotional
evocation of the famous sign that ap-
peared in a Shanghai park in the 1940s
barring “dogs and Chinese.” Other news-
papers, including Economic Daily and
China Deily, have joined the attack, and
China Central TV ran a two-part docu-
mentary in April on labor abuses in FIEs.
Government authorities have also been

joining the chorus. At the last meeting of

the Chinese People’s Political Consulta-
tive Conference, for example, trade union
delegates proposed that protection for
FIE workers be strengthened.

The new call for government interven-
tion to ensure worker protection is being
heeded at the both the local and national

levels. In January, Guangdong passed
new regulations stipulating fire-preven-
tion, ventilation, and other standards for
factories and dormitories. In March, Vice
Premier Zou Jiahua called for new,
tighter laws on worker safety and an-
nounced an industrial safety drive. The
Ministry of Labor (MOL) and the All-
China
(ACFTU) have also announced new ini-

Federation of Trade Unions
tiatives designed to curb abusive labor
practices in FIEs.

The propaganda campaign seems de-
signed more to invigorate the ACFTU,
which has failed to organize workers in
the great majority of new FIEs, than to
warn foreign investors, Plagued with do-
mestic, though mostly unpublicized, la-
bor problems, the central government
wants 1o strengthen the official union’s
function as an escape valve for worker
frustrations lest discontent fuel unrest or
the creation of independent labor organi-
zations.

A real problem?

Conspicuously absent from press ac-
counts has been an appraisal of discon-
tentment among workers in State-owned
enterprises. Estimating the degree of un-
rest in China—whether in FIEs or in
State enterprises—is extremely difficult,
however, as neither the State nor foreign
companies wish to discuss labor actions
that may have affected their businesses.
Exacerbating this reluctance to discuss
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the issue is the fact that strikes, although
not explicitly illegal, are not permitted in
State-owned enterprises and therefore
not publicly acknowledged. Neverthe-
less, last year, according to the ACFTU,
there were 100 strikes at joint ventures
and 10,000 labor “disputes” around the
country, While these figures may seem
minute compared to the numbers of
FIEs and other companies in China, the
ACFTU claims the number of job actions
at FIEs has been accelerating rapidly
over the last two years.

Beijing's current scrutiny of FIE labor
practices is focused primarily on small as-
sembly operations in the South, which
typically are owned by Asian investors
and manned by uneducated rural work-
ers. US FIEs should be aware, however,
that the propaganda campaign is tarring
all foreign-invested companies as run by
“cold-blooded capitalists.” The eagerness
to evoke stereotypes of greedy foreigners,
however, probably has more to do with
the press’ interest in publishing titillating
stories than any studied political motive.

Although both the MOL and ACFTU
have hastened to reassure US investors
that their operations will not be singled
out for inspection, officials have noted
that all FIE managers should make sure
that their records of wages, benefits, and
working hours are clear and that their
facilities are in compliance with national
health and safety standards. FIEs have
also been urged to make sure they have
signed labor contracts with their em-
ployees.

The complaints

Chinese officials assert that the roots of
current FIE labor problems stem from the
rapid increase in the number of such en-
terprises established in the last few years,
According to the ACFTU, 47,000 FIEs
were in operation in China in 1993, dou-
ble the 1992 figure. Officials maintain that
the explosion in the number of small fac-
tories and sweatshops has resulted in
China’s supervisory authorities being un-
able to monitor them all. Though a vari-
ety of national and local laws cover vari-
ous aspects of worker protection in
China, problems that have emerged of
late fall into three broad categories:

B Safety and health conditions Vice
Premier Zou announced in March that in
the first 10 months of 1993, China had

60,000 fatalities in industrial accidents at
both State-owned enterprises and FIEs,
Officials state that in the Shenzhen Special
Economic Zone itself, reports of industrial
accidents quadrupled from 1991 to 1992.
B Treatment of workers Chinese
workers in several FIEs have com-
plained of mistreatment, including being
strip-searched, denied permission to use
restrooms, and beaten.

The drive fo sfrengthen
labor laws and increase
unionization could affect
US FIEs as well as Asian-

invested companies.

B Hours Effective March 1, new national
regulations for all enterprises specify a
maximum 44-hour work week, with no
more than 8 work hours each day, unless
overtime is paid at time-and-a half. The
new regulations reflect a growing concern
in Beijing that FIEs in particular force
their employees to work large amounts of
overtime without adequate compensation.
The Guangdong ACFTU claims to have
investigated 127 FIEs and discovered that
all had excessive working hours. In one
factory, workers had not been given any
time off in 11 months. Other factories
were accused of running 16-hour shifts or
implementing illegal company rules, such
as docking late workers two days’ pay or
forcing them to run laps.

Getting tough

To gain a better understanding of the
pervasiveness and severity of these
abuses, MOL in April began conducting
a three-month inspection tour of FIEs,
mainly in South China. Companies are
being interviewed by local labor bu-
reaus about their labor practices, wages,
and working conditions. Warnings will
be issued for first violations of existing
laws, fines for second violations, and
criminal penalties could be invoked for
third offenses. FIEs without unions will
be encouraged—but not required—to
install them.

Concurrently, the ACFTU is undertak-
ing a unionization drive in FIEs, and
seeks to increase the percentage of all
FIEs with unions from the current 10
percent to 50 percent. Unions are not
compulsory, but the government be-
lieves that some FIEs have hampered
their free election. Independent unions
outside the control of the ACFTU are not
permitted.

The unionization drive may prove
overly ambitious as the ACFTU may not
have the resources (o visit the thousands
of small assembly operations targeted by
the drive, since its membership remains
highly concentrated in large, State-owned
enterprises. Even if the unionization drive
is unsuccessful, workers may gain in-
creased protection through a new labor
law to be issued by the State Council this
fall. This law will include, or be accompa-
nied by, special regulations for FIEs. Re-
portedly, the law will contain standards
for conflict resolution, health and safety,
minimum wages, benefits, and contracts.
[t will also reaffirm the need for worker
contracts to be approved by local labor
bureaus.

Impact on US firms

Unlike Asian FIEs, US companies in
China generally enjoy good reputations
for labor practices with both the public
and the government. Few seem con-
cerned about labor unrest in their ven-
tures; most offer wages and benefits far
above the norm in order to discourage
employee turnover. Nevertheless, the
drive to strengthen labor laws and in-
crease unionization could affect US FIEs
as well as Asian-invested companies.
These moves need not necessarily be
alarming to foreign investors, however,
since unions in FIEs have typically acted
as arbitration panels and consultative
hodies rather than as opponents demand-
ing new benefits.

In fact, many US companies may
welcome efforts by the central govern-
ment to tighten enforcement of labor
standards, as standardization of labor
costs and benefits will force companices
to compete on a more equal basis. If
those at the bottom of the labor bene-
fits ladder are forced to climb a few
rungs, US companies, which tend to be

at the top, will grow more competitive
-

in comparison. 7T
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New Kids on the Block

B Susan McEwen

China’s private
entrepreneurs are
smart and adaptable,
but teaming up with
them is not for the

faint-hearted

W Susan McEwen, a graduate student
in international relations and sociology
at Boston University, spent six months
in Guangdong Province in 1993
conducting research for her doctoral
dissertation.

ick up a newspaper in China these

days and you're likely 1o read yet

another tale of a former official or

academic who has “taken the
plunge” (xia hai) into private business to
join the ranks of the cellular phone-toting
nouveaux riches. Only 16 years ago, pri-
vate enterprises barely existed in China;
now they represent one of the fastest
growing segments of the nation's econ-
omy. In a survey conducted last year by
the State Commission for Restructuring
the Economy, private enterprises and for-
eign-funded ventures accounted for 13.5
percent of China's total industrial output
value in 1992, In Guangdong Province,
home to a large number of private busi-
nesses, private enterprise output in 1992
increased by 55.3 percent, outpacing the
32.7 and 20.4 percent growth rates of col-
lective and State enterprises.

These stunning statistics have caught
the attention of central government lead-
ers. In early 1993, Ma Yuankai, deputy
general of the State Administration of In-
dustry and Commerce, proclaimed, “We
plan to remove the unreasonable caps that
have hindered the development of the pri-
vate economy.” This support for private
entrepreneurs contrasts with government
attitudes during 1989-91, when Beijing
shut down many private enterprises. The
change of heart in large part reflects Bei-
jing's recognition that the private sector
can absorb surplus labor and generate tax
revenues for the central government.

Despite central-level proclamations,
however, a multitude of regulations con-
tinue to govern the private sector in
China. Theoretically, the central govern-
ment sets the legal guidelines for private
business, while local officials implement
the regulations. In reality, many of the
rules remain vague, resulting in abuses of
the private enterprise system as entrepre-
neurs and officials alike manipulate the
system for personal gain.

Although foreign companies exploring
opportunities in China's expanding econ-
omy may find the private sector enticing,
teaming up with individual entrepreneurs
is not for everyone. Most Westerners seem
to view joining forces with a private busi-
ness partner as too risky, since private
businesses still lack legitimacy in many
quarters of Chinese society, or may not
have the connections or facilities the for-
eign partner needs. Yet other business-
people, mainly from Taiwan and Hong
Kong, see the vast gray areas in which
China’s private sector operates as offering
maximum flexibility and excellent oppor-
tunities for quick returns. Regardless of
predisposition, any foreign interest investi-
gating China’s business climate should un-
derstand how the blossoming private sec-
tor works before deciding whether to go
into business with a private partner.

Who are the entrepreneurs?

Prior to December 1978, when the
Third Plenary Session of the Eleventh

May-June 1994 e The China Business Review

35



F 0 € U §

Central Commiltee legalized private sec-
tor activities, China had a mere 150,000
registered self-employed workers. The
first seeds of the private sector emerged
in 1979 in free markets for agricultural
products. Then, as localities began to en-
courage craftsmen and merchants to
open their own businesses, private-sector
activity spread into China’s urban areas.
In 1981, the State Council issued the Pol-
icy Regulations on the Urban Non-Agri-
cultural Individual Economic Sector,
which specified the size and scope of pri-
vate sector activities in which urban geri
hu, or individual households, were al-
lowed to operate.

By the end of the 1980s, China’s new
entrepreneurs were opening up restau-
rants, taxi businesses, and small-scale
manufacturing ventures in cities as well
as villages. But while these self-starters
have the chance to reap high profits,
they also have to leave China’s extensive
social safety net. By removing them-
selves from the danwei, the basic work
unit of the communist system, an indi-
vidual entreprencur and his employees
forego guaranteed housing, health insur-
ance, and pensions. The geti bu also suf-
fer from a lack of prestige, and their
wealth can make them a subject of envy.
The fact that many small business own-
ers are ill-educated youths or people
from “bad” class backgrounds and al-
ready marginalized in Chinese society
has deepened public disdain for private
entrepreneurs,

Initially, Beijing legalized the creation
of geti hu as the sole category of people
allowed to engage in private-sector activ-
ity. These private businesses were limited
to seven employees to sidestep ideologi-
cal arguments about large capitalist enter-
prises operating in a socialist economy.
In 1987, Beijing allowed for a second
classification of private entrepreneur—the
siying giye, or private enterprise with
more than eight employees. This action
essentially legitimized private enterprises
that had already exceeded the seven-em-
ployee limit and had been forced to hide
that fact through false registration.

The main difference between the two
classifications is the number of employ-
ees. The geti bu can employ up to seven
persons and register the business as an
individually held, family controlled, or
partnership entity. The owner of the busi-

ness must be a farmer, a retiree, or an
unemployed individual. The owner or
registrant of a siying giye must belong to
one of the same categories. While the
types of businesses private entrepreneurs
may open continue to expand, current
legislation forbids entrepreneurs from op-
erating in China’s finance and military
sectors, both of which are considered
State concerns.

Only 16 years ago,
private enterprises
barely existed in Ching;
now they represent one
of the fastest growing
segments of the nation’s
economy.

But the basic qualifications for setting
up a private business are not hard and
fast. To encourage the growth of private
industry, some localities, especially in the
South, have broadened the classifications
of people allowed to become private en-
trepreneurs. Recent regulations in
Guangzhou, for example, now permit
technicians and experts employed at
State enterprises to register private busi-
nesses without resigning from their exist-
ing jobs, as long as their danweis agree.
This regulation is aimed mainly at acade-
mics who are leaving their teaching posi-
tions for more lucrative careers in busi-
ness. However, since the typical
entrepreneur is reluctant to divulge his
plans to establish a private business for
fear his danwei might refuse to support
its registration, many individuals rely on
circuitous registration methods to avoid
revealing their business activities.

Registration rules...

The process of registering a private
business is open to abuse and corruption
on the part of both entrepreneur and the
officials who must approve the business.
And, like other types of commercial ven-
tures in China, private businesses seeking
registration approval face considerable

red tape. Even before they can register,
private enterprises must undergo safety
checks by the Public Security Bureau and
a survey of health conditions by local
government health and safety inspectors
or other relevant officials. The entrepre-
neur must then register the business with
the appropriate regional body charged
with overseeing the industry. For exam-
ple, publishing companies must obtain
approval from the local government’s cul-
tural department before officially receiv-
ing a business license.

Once these preliminary steps are com-
pleted, the geti hu or siying giye must
register with the local bureau of industry
and commerce. Entrepreneurs must sub-
mit proof of residence, a declaration of
the scope and location of the business, a
description of the equipment to be used,
and proof of sufficient capital. Depending
on the specific industry sector, siying giye
must also fulfill certain capital require-
ments. All private enterprise owners must
prove their work status when registering.
To do this, the owner must present a
farmer identification card, unemployment
or retirement certification, or a certificate
of approval from his former danwei.

...and ruses

Since the categories of people al-
lowed to own private businesses gener-
ally remain limited, prospective entre-
preneurs use a number of methods to
circumvent the restrictions. One preva-
lent way is to borrow the card of a fam-
ily member or friend who meets the cri-
teria and submit it along with a doctored
photograph. Another common method
is to ask a family member or friend to
register in one's stead,

As part of the registration process, the
owner of the private business must also
identify each of his employees. For ex-
ample, if a geti hu hires workers, a copy
of the contract between the business
owner and the workers must be pre-
sented to the authorities. To fulfill this re-
quirement, the owner will sometimes
borrow identification cards of people
who may, in fact, have no affiliation with
the business.

Private entrepreneurs find the registra-
tion process unduly complicated and re-
strictive. As a result, some businesses do
not bother to register at all, but they risk
being fined or put out of business. Get-
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ting caught operating without proper

registration documents can make it very
difficult for an entrepreneur to open a
legitimate business in the future, as po-
lice and local officials are likely to dis-
criminate against people found to have
violated the regulations in the past.
Rather than risk detection and possible
repercussions down the line, many pri-
vate entrepreneurs technically register
by the rules, but look to friends within
the approval system for ways to expe-
dite the registration process.

In many areas, such as Guangzhou,
false registration is a common practice. In
some cases, the private businessperson
registers falsely with a collective enter-
prise, either to avoid detection or to ben-

efit from State contacts. This type of

arrangement is called a gua kao—"hang-
on enterprise”—and is not specifically
forbidden by the existing regulations.
Once registered, the private business

owner, who may be a former member of

the collective or simply have good rela-
tions with its leaders, pays a “manage-
ment” fee to the collective in return for
the use of its name, bank account, sta-
tionery, and receipts.

The gua kao thus enjoys the prestige
of being affiliated with a collective firm
and gains access to loans and other
rights available only to
collective or State enter-
prises. The gua kao's
parent collective is called
a popo, or mother-in-law,
The term suggests that
the relationship between
the collective and private
business can be as un-
balanced and difficult as
the traditional relation-
ship between a mother
and her daughter-in-law
in Chinese families

This type of false regis-
tration initially may be
advantageous to the en-
trepreneur but may prove
limiting as a business ex-
pands. One stone-cutting
company owner | inter-
viewed, for example, told
me he regretted his false
registration because the
collective, anxious to re-
tain its portion of his

profits, would not allow him to leave the
relationship.

Another method for false registration
involves paying the neighborhood com-
mittee or another local government office
to set up a real or dummy collective, a
practice known as dai hong maozi, or
“wearing the red hat.” The private busi-

ness then uses the collective as a front.

s P i Y IR TS S T
Like the owner of a
private business, the

workers are supposed fo

be unemployed, refired,
or farmers.

The government office behind the deal
will help the entrepreneur complete the
pertinent paperwork (o streamline the
registration process, in return for a cut of
the profits. Though illegal, false collec-
tives enjoy the support of local govern-
ment officials, and tend to be protected
from crackdowns on improper registra-
tions.

) e . St e N M - .
The first geti hu were engaged in selling agricultural products on the open market.

Lastly, many entrepreneurs get started
by contracting to manage a danwei’s
business in return for a portion of the
profits. Again, the entrepreneur can be
either an employee of the danwei, or
simply someone who has good relations
with the unit. Though considered an ille-
gal form of registration in the past, this
method was recently approved by the
central government as a way o increase
the efficiency of State enterprises

These kinds of activities push much pri-
vate enterprise activity underground and
blur the lines between public and private
ownership. For the most part, entrepre-
neurs register falsely because they feel the
private economy is still unstable. One
Guangzhou siying give owner who sells
computer software, for example, told me
that the fate of the private economy lies
too much in the hands of central-level
leaders. “The private economy has no
guarantee that if national policies change,
private business won't immediately close,”
he said. Another businessman disagreed,
convinced that the real problem lies in the
power of the local officials. Either way,

private entrepreneurs feel vulnerable.
Fast money

For all the hassles they confront to get

started, once they are operational, private

Photo courtesy of Susan McEwen
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enterprises tend to make money compar-
atively quickly. As most are small, they
can be flexible and market responsive,
particularly in comparison to huge State
enterprises. Another advantage enjoyed
by private enterprises is their ability to
keep operating costs low.

For some private enterprises, being
adaptable also means looking for oppor-
tunities to cheat the system. For instance,
while discussing the tax status of consult-
ing companies, one advertising company
head told me that “the end of the year is
the best time to develop personal rela-
tionships” with tax inspectors, implying
that a New Year's gift may alleviate po-
tential tax problems. If the inspectors
have developed a “working relationship”
with a business and feel that it is a bene-
fit to the community, they may overlook
any indiscretions found in the books

Furthermore, there is a relatively com-
mon practice among the local officials of
Guangdong Province called fang shui
yang yu, which literally means “you must
add water to raise fish.” In return for
helping local entrepreneurs under-report
their profits, thereby allowing them to
lessen their tax obligations to the central
government, the local government ex-
pects the private companies to make do-
nations or investments in the local area.

One tax specialist claimed “If the taxes
are too heavy, then the companies won't

While many
private entrepreneurs
underreport their
earnings, fax officials
have been known
to impose arbitrary
and excessive
faxes.

have the financial power to change their
business conditions. If we lighten the
taxes somewhat, the company and the
region may develop.”
Cooking the books

Record-keeping, in fact, is where much

of the wheeling and dealing takes place,
particularly for the geti bu. A siying qive

In large cities like Guangzhou, private entrepreneurs can be found on virtually every
maijor street hawking their wares.

Photo courtesy of Karen Kullgren Jub

is required to open a bank account,
which enables the local tax bureau and
bureau of industry and commerce to
gauge the company's income and corre-
sponding taxes. The smaller geti hu, on
the other hand, conduct most of their af-
fairs in cash, making it far more difficult
for officials to monitor their incomes and
determine the amount of taxes due. As
one hairdresser observed, “a geti hu’s
daily income is never the same, so no
one knows how much he truly makes.”
Officials can only estimate how much
profit a geti hu has earned by checking
the individual’'s or company's receipts.
However, geti bu often falsity receipts to
obscure or conceal their true earnings. A
Guangzhou newspaper recently reported
on the widespread counterfeiting and use
of these bogus receipts; one Guangzhou
management professor even taught his
students (mainly future officials and busi-
nesspeople) how to distinguish between
real and false receipts as part of his
course.

Adding to the confused picture on
taxes is the distinction that the geti bu are
expected to pay income tax, based on a
5-35 percent progressive scale. The siying
giye are levied a business profits tax—a
flat 33 percent, according to the January
1994 tax changes—and up to 35 percent
in personal income tax.

As local tax officials have wide discre-
tion in estimating the taxes due and can
levy additional taxes to pay for roads and
other local services, considerable room
for abuse of the system exists. While
many private entrepreneurs under-report
their earnings, tax officials have been
known to impose arbitrary and excessive
taxes. In some cases, private entrepre-
neurs have resorted to violence to dis-
suade tax collectors from carrying out
their duties.

Staying in business

Without the right contacts and official
protection, private businesses can col-
lapse, as they are under constant pressure
to line ever more pockets. Official extor-
tion is generally motivated by two desires:
to reap personal profit and to gain public
face. One neighborhood committee in
Guangzhou, for example, extracted mis-
cellaneous and arbitrary fees from private
businesses but not from local danweis,
believing the private businesses could af-
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ford the extra costs. The local officials

gained considerable “face” with the
neighborhood by using the extra funds
tor community services, such as the con-
struction of new public buildings and the
staging of cultural events

Many private enterprises frequently
complain that they are victimized by offi-
cials. One computer businessman told
me, “In each place where you must ap-
ply for registration or approval, you must
spend several thousand yuan.” Since the

official charges are nominal, the addi-

tional “fees” tend to be payments made
to expedite the registration process. A
restaurant owner added that he had to go
through seven or ecight barriers in order
to open his business. Larger businesses
are particularly vulnerable to the whims
of local officials, as these firms must meet
higher capital requirements and obtain
approvals from more governing bodies
Many budding entrepreneurs lacking ap-
propriate contacts or funds are turned
away: some end up re-applying with

false documents, while others operate

Since national and local laws govern-
ing private-sector rights in China remain
weak or nonexistent, private entrepre
neurs have little legal recourse against
corrupt officials. Although Guangzhou
newspapers recently reported attempts
by some geti hu to sue the danwei from
which they had rented retail space be-
cause the danwei had not met its con-
tractual obligations, most geti hu equate
China’s legal regime with trouble, not
relief. Resisting payoff demands from
local officials often proves fruitless;
such officials have been known to ha-
rass or even shut down private enter-
prises that refuse to pay up. Many pri-

vate businesses have learned that to,

survive Iln"\' musl ln.lni|'!l||;1IU or Cir-
cumvent every new law and restriction.

This attitude is reinforced by tough
policing efforts on the part of local offi-
cials, who take advantage of a continu-
ing bias against the emerging capitalists
in Chinese society. Local officials in
Guangzhou, for example, offer rewards

to neighbors who reveal a geti bu's un-

Just another tax

Historically, Chinese officials have of-
ten received illicit benefits from private
business activity and are likely to con-
tinue to do so, despite recent moves by
the Party to crack down on corruption
(see p.21). In South China in particular,
the economy is expanding at such a rate
that businesses can afford—and seem
willing—to pay off corrupt officials. To a
large degree the additional fees and ex-
penses are seen as an expected part of
conducting private business in China. In
a certain sense, they are viewed simply
as a business tax.

Despite these problems and the residue
of public distrust that still clings to the pri-
vate entrepreneur, the freedom and po-
tential to earn big money associated with
the private sector is tempting more and
more individuals to enter its ranks. As
China’s private economy expands and the
competition grows fiercer, entrepreneurs
may find it more difficult to get rich quick,
or even to stake a competitive claim

However, for those who make it, the
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Piercing Import Barriers

B Alain Larocque

Savvy South China
traders employ a
variety of methods
fo navigate around
China’s excessive
import duties

B Alain Larocque is managing director
of Technomic Consultants China, a
Hong Kong-based arm of the Chicago-
based strategic market planning and
consulting firm.

Ithough China is gradually re-
ducing import quotas and tar-
iffs in order to accede to the
General Agreement on Tariffs
and Trade (GATT), high import duties on
many items have resulted in a prolifera-
tion of schemes designed to circumvent
these taxes entirely—or at least to ease
their sting. In many cases, provincial and
local governments, flaunting their in-
creased autonomy from Beijing, are di-
rectly involved in promoting duty-reduc-
ing operations. In others, crooked
individuals are employing illegal means
to avoid China’s rules and regulations.
These various activities are having a
significant impact on China’s foreign
trade and on foreign companies. Recent
studies we've conducted for multinational
clients suggest that less than 20 percent
of foreign consumer products entering
China are being assessed full import du-
ties, which can end up doubling retail
prices. To stay competitive in China,
therefore, foreign companies must care-
fully examine all import and distribution
channels to determine which are both le-
gal and effective.

Outright illegal...

Although no foreign company will
readily admit to using illegal means to get
its goods across China's borders, stories
abound of illicit arrangements between
Hong Kong traders and their mainland
partners. Undervaluing invoices is a com-

mon ploy, as are the mislabeling and un-
dercounting of goods with the complicity
of local Customs officers. Shipments of
foreign-made tape recorders get reported
as flour, for example, or 30 tons of a
given product are loaded into a container
rather than the 20 tons listed on the bill
of lading.

Much bolder are the tales of smug-
gling now reported regularly in the
Hong Kong and mainland Chinese
press. The most daring smuggling oper-
ations involve high-duty items such as
liquor and cigarettes, which carry duties
of up to 200 percent. In some instances
Chinese Customs patrol ships reportedly
are “warned” in advance of incoming
smuggling convoys. Cargoes are then
seized only to be “auctioned” the fol-
lowing day in China to a sole bidder
who curiously always happens to be the
mainland partner of the Hong Kong
supplier.

..totally legal

The smuggling of goods doesn’t al-
ways result in significant savings for the
importer, however, as importing through
illegal channels typically involves large
pay-offs and other bribes. The cost of
exporting goods legally—including im-
port duties, importers’ fees, and shipping
charges—can compare favorably to that
obtained by using illegal means if the
goods are imported through low- or
zero-duty channels.
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These special channels enable traders
to take advantage of hundreds of duty re-
ductions or exemptions put in place by
local authorities. Such reductions can
drop import duty rates from 60-100 per-
cent or higher to 8-30 percent. Although
some leaders in Beijing disapprove of
such chinks in China's import armor, in-
creasing numbers of foreign companies
are resorting to these channels to stay
competitive, relying on Chinese traders to
get their goods across the border.

These traders take advantage of loop-
holes in current trade policies to obtain
preferential duty rates. Some, for exam-
ple, have seized upon Beijing’s desire to
promote “border trade,” a policy which
involves granting duty-free trading rights
to individuals in isolated minority areas.
Though the policy was intended to stim-
ulate the economies of the Uighur re-
gions of Xinjiang Province that border
Kazakhstan and other remote areas, duty-
free border-trade licenses have also been
obtained by enterprising Zhuhai busi-
nessmen conducting “border trade” with
their cousins in Macao!

Although these licenses allow the

holder to import only a small volume of

goods duty-free each year, a secondary
market that pools single licenses has de-
veloped. The buyer pays the original li-
censee a small fee—often less than 5
percent of the value of imported goods
his license allows—in return for the im-
port license. Through this legal maneu-
ver, the trader with the pooled licenses

can import significant volumes of

goods.

Some trading companies also utilize
the vast numbers of people crossing the
border each day to ferry across items
duty free, even if it means breaking
shipments apart at the border. This hu-
man packhorse system works because
China allows travelers to bring in speci-
fied quantities of certain consumer
goods duty-free, and localities have
granted local firms licenses to operate
collection stations to repackage the
goods for delivery to inland distributors
and wholesalers, Trading companies,
mostly from Hong Kong, have taken ad-
vantage of the personal-exemption al-
lowance to develop in Zhuhai a smooth-
running infrastructure that moves large
volumes of goods from Hong Kong and
Macao to the mainland.

The system is surprisingly sophisti-
cated. After a Guangzhou customer places
an order for a container of foreign beer,
for example, a Hong Kong trading com-
pany ships the container to Macao and
unloads the container a few meters from
the border crossing. The cardboard cases
are then slit open and the cans distrib-
uted, six apiece, to travelers bound for
China. Each traveler pays a deposit equiv-
alent to the Chinese retail value of the

Some fraders are
utilizing loopholes
in current trade policies
to obtain preferential
duty rates.

cans and is directed to report to a collec-
tion station once across the border. Upon
arrival in Zhuhai, the travelers deliver the
beer and each receives his deposit plus
an additional ¥2-3 (80.23-.34). The empty
cases are exported across the border to a
“collection station” operated by a Zhuhai
company, whose workers collect, repack,
and reload the cans onto a truck for deliv-
ery to the Guangzhou customer. In some
instances, Zhuhai companies have re-
ceived permission to wholesale the
repackaged goods to Chinese retailers.
The finely tuned system allows suppli-
ers in Hong Kong to deliver goods to
Pearl River Delta customers within two
days of receiving an order. While Shen-
zhen also has collection stations used for
similar purposes, the highest volumes of
goods are carried across the border in
Zhuhai, where as many as 50,000 people
a day enter China. In fact, many Macanese
with multi-entry visas make a living carry-
ing goods across the border. In a recent
survey of the Gongbei border crossing be-
tween Macao and Zhuhai, Technomic
staff estimated that more than half of the
China-bound travelers were carrying
packs of Carlsberg, San Miguel, Pabst
Blue Ribbon, and Blue Girl beer—some-
times in addition to other products like
soft drinks and soap—for resale to the
collection stations on the Chinese side of

the border. Similar schemes also seem to
be operating on the Vietnamese border.

Tempting fate

Midway between these legal modes
and smuggling operations are the gray
channels, which allow products to enter
China at half-duty rates. If imported
through the SEZs—Hainan, Shenzhen,
Zhuhai, Shantou, and Xiamen—most
goods are charged half the duty rate as-
sessed products entering via other ports.
Technically, if a good leaves the SEZ to
be sold inland, the rest of the duty is to
be paid by the original importer. But only
in Shenzhen is the regulation fully en-
forced at the second border between the
SEZ and the rest of China. Though
Zhuhai, like Shenzhen, requires all vehi-
cles to stop at the fenced border, Customs
officials there do not inspect trucks leav-
ing the SEZ. In Shantou, a second border
doesn't even exist. To take advantage of
lax border controls, bonded trucks leav-
ing Hong Kong for Guangzhou routinely
bypass Shenzhen and clear Customs in
Shantou—a 12-hour detour—before mak-
ing their deliveries in Guangzhou.
Though technically illegal, the shipment
of goods in this manner has been toler-
ated by both Beijing and local authorities.

Thus, abusing the SEZ half-duty import
regime is considered low-risk by most
South China traders, who generally do
not even need to provide bribes or pay-
offs to get their goods out of the SEZs.
When police periodically establish road-
blocks outside the SEZs to control the
origin and destination of shipments,
cargo traffic usually shifts rapidly to other
routes.

Choosing wisely

Foreign companies selecting appropri-
ate import channels in China face many
challenges. In practice, distinctions be-
tween legal and illegal activities are vague
and subject to interpretation. Companies
must therefore carefully examine the le-
gality of the channels used by importers.

Another issue of concern for foreign
firms is how to control imported goods
after they have been brought into China.
Whether utilizing preferential import
channels or not, foreign firms establishing
distribution systems in China should:

B Charge only one firm with control of
import operations to make it easier to
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control inland pricing and prevent paral-
lel trading, a situation which arises when
goods are sold back into Hong Kong by
mainland traders. The result is that the
foreign company’s marketing efforts in
both Hong Kong and China are undercut.
B Work with a limited number of care-
fully selected wholesalers. In selecting a
wholesaler, companies should weigh
heavily the business sophistication and
market vision of the wholesaler's key
managers. These factors will prove more
important than the wholesaler’s size or
customer contacts.

B Use their own personnel on the
ground to monitor shipments and stocks
in China. Company staff should visit im-
porters and wholesalers regularly to en-
sure that goods dated for freshness are
handled properly, for example.

Expansion—or crackdown?

The great volume of the preferential-
duty import trade in South China un-

doubtedly has caught the attention of

leaders in Beijing. Given the current del-
icate balance of power between Beijing

and the provinces, however, a large-
scale clampdown on local duty exemp-
tions and reductions is unlikely. In real-

When police
periodically establish
roadblocks outside
the SEZs to control
the origin and
destination of shipments,
cargo traffic usually
shifts rapidly to other
routes.
ity, the number of ports where foreign

goods can be imported at preferential
duty rates will probably increase rapidly

as more coastal communities seek to
cash in on the import business. Many
municipalities in East China, including
Shanghai and ports in Zhejiang and

Jiangsu, are now considering emulating

Guangdong-style trade practices.

Beijing, rather than tighten duty collec-
tion at Chinese ports to make up its bud-
get shortfall, is seeking to implement new
taxes instead. Since January 1, the entire
country is subject to a wide-ranging set
of new taxes, including the Value-Added
Tax (VAT) and a new consumption or
excise tax on certain luxury items (see
The CBR, March-April 1994, p.40).

The new tax regime, however, ap-
pears to be having little impact on South
China’s free-wheeling trade practices. In
fact, some traders in South China have
already found loopholes in the VAT
regime. The first week after the new VAT
was to be implemented, one importer
told me that “Saturday, we had to pay 17
percent VAT. By Wednesday, we had
brought it down to 7 percent. Next
month we expect the VAT applied to our

(1

product to be down to 01" 7
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HONG KONG

Heawy-Hitting H Shares

B David Whittdll

Hong Kong's
PRC-company

stocks are erratic
performers but in
demand nevertheless

m David Whittall, an assistant director
at Baring Securities (HK) Lid., has been
tracking the development of China’s

securities market since 1990.

ince their debut in July 1993, “H”

shares, the stocks of PRC-domi-

ciled companies listed on the

Stock Exchange of Hong Kong
(SEHK), have been among the most
volatile in the Hong Kong market. The
Baring H Share Index surged from 100 in
July to 240 by early December, but by
March had tumbled below 140. While H
shares outperformed Hong Kong's Hang
Seng Index by more than 80 percent in
December, they have followed the Hang
Seng more closely in the first quarter of
1994, outperforming it by just 10 percent
in March (see chart).

To a large degree, these dramatic ups
and downs reflect buyers’ changing atti-
tudes about China’s economy and its ef-
fects on Hong Kong. When China is per-
ceived positively, international funds flow
liberally to Hong Kong-listed PRC equi-
ties; when China is viewed negatively,
the flow dries up very quickly. As long as
China’s political and economic policy-
making processes remain non-transparent
and therefore unpredictable to foreign in-
vestors, the H share market will continue
to be volatile.

Seeing is believing

A comparison of China's economic per-
formance with the movements of the
Hang Seng Index over the last few years
reveals the close relationship between the
two. As China proceeded with economic
reforms in the late 1980s, the Hang Seng

remained buoyant. Small industrial manu-
facturers with investments in South China
accounted for over 15 percent of the
companies listed on the exchange in
1985. Export manufacturing on the main-
land, driven by these small investors,
meant more trade for Hong Kong, and
helped keep the Hang Seng high. After

June 1989, however, uncertainty over the

course of China’s modernization drive
caused stocks on the SEHK to slump.

In the last few years, accelerated eco-
nomic integration between Hong Kong
and China, especially within the Pearl
River Delta, has strengthened the connec-
tion between China’s economic perfor-
mance and the SEHK's performance. Ag-
gressive economic and financial reform
efforts launched on the mainland since
1990 have made Hong Kong's access to
China the territory’s greatest asset. By the
time the International Monetary Fund's
May 1993 World Economic Outlook
ranked China as the world’s third largest
economy (based on purchasing power
parity models), many Hong Kong-based
companies were already looking beyond
light industrial manufacturing in South
China and exploring opportunities in the
development of China's heavy industries
and infrastructure.,

As the primary gateway for capital to
China, Hong Kong is now perceived
both domestically and abroad not only
as a South China financial center, but
also as a future financial capital of the
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world’s fastest-growing economy. The
1993 surge in the Hang Seng Index re-
flected that optimism.

Starting from scratch

One of the core elements of China’s
reform program has been to lessen the
dependence of State enterprises on the
government for financial support. To ac-
complish this goal, China recently began
allowing enterprises to convert them-
selves into joint stock companies (com-
panies limited by shares) to issue public
shares (see The CBR, January-February
1993, p.50). By 1991, over 3,200 Chinese
enterprises had been restructured as joint
stock companies, and analysts estimate
over 5,000 joint stock companies now ex-
ist in China. While some of these compa-
nies have only issued shares to employ-
ees and supervisory ministries, others
have issued shares to domestic and over-
seas individual and institutional buyers.

This dramatic transformation of China’s
enterprise system, combined with Bei-
jing’s tightening of domestic credit and
the massive capital requirements of com-
panies seeking to modernize and ex-
pand, led a large number of PRC compa-
nies to seek back-door listings in Hong
Kong between 1991 and 1993. Back-door
listings occur when PRC-controlled enter-
prises take over listed but usually inactive
Hong Kong companies and then inject
their own assets into them.

Other PRC-controlled companies, such
as Denway Investment Ltd., a Hong
Kong-registered holding company whose

prises authorization to seek direct list-
ings in Hong Kong. The SEHK, which
had established a working group to
study the issue of PRC listings, an-
nounced it would welcome the nine
PRC enterprises in October 1992,

As long as China’s
political and economic
policymaking processes
remain nontransparent

and therefore
unpredictable to foreign
investors, the H share
market will continue to
be volatile.

Selected from separate regions of
China, the enterprises were primarily in-
volved in heavy industry. The decision to
allow the listing of State enterprises re-
flected the desire by both mainland and

Hong Kong officials to make the SEHK a
legitimate source of capital for mainland

enterprises and to raise the profile of PRC
enterprises internationally.

Before they could list on the SEHK,
the Chinese firms had to adjust their ac-
counting systems to make them conform
to international standards. PRC officials
prepared a document outlining an ac-
counting system for Hong Kong-listing
companies which was reviewed and
amended by the Hong Kong Society of
Accountants and the SEHK. Accountants,
underwriters, and PRC and Hong Kong
authorities spent several months and
thousands of man-hours reconciling the
differences between PRC and interna-
tional accounting methods to ensure that
the companies met all the SEHK's listing
requirements,

Six of the nine originally selected com-
panies were listed in Hong Kong last year;
each listing was greeted with tremendous
interest (see Table 1). The first H share
listing, Tsingtao Brewery, for example,
was oversubscribed 100-fold at its July
1993 TPO. In 1993, PRC-based industrial
companies were three of the Hang Seng's
top-five fund raisers and accounted for 43
percent of the funds raised by the top-ten
listings on the exchange (see Table 2).

Buoyed by the success of the initial H
shares, PRC officials announced in early
1994 that an additional 22 enterprises
would be allowed to seek listings in Hong
Kong this year. Because PRC officials co-

H Shares vs. the Hang Seng Index

Percentage Change

shareholders include the Guangzhou 140 S W iy =
government, CITIC, and Guangzhou Peu-
geot Automotive Corp., launched initial 120
public offerings (IPOs) and listed directly
on the SEHK. In 1992, five Hong Kong- 100
registered PRC enterprises—China Over-
seas, China Travel Service, Denway In- 80
vestment, Guangzhou Investment, and
Hai Hong—listed on the Exchange. All 60
were heavily oversubscribed—Denway
by 658 times! By the end of the year, 40 ¢ AN 0 AN
China-related or -controlled enterprises
accounted for over 4 percent of the 20
SEHK’s total capitalization. "~ Hang Seng Index
Enter H Shares -0 =y
In the second half of 1992, China’s =20
State Commission for Restructuring the Jul Aug Sep Oct Nov Dec Jan Feb Mar
Economy and the People’s Bank of 1993 1994
China gave nine Chinese State enter-  SOURCE: Baring Securities
May-June 1994 e The China Business Review 45



Table 1

Original Nine H Shares
=

Issue Size
Company Location $ millions
Tsingtao Brewery Shandong 117
Shanghai Petrochemical Shanghai 350
Beiren Printing Machinery Beijing 25
Guangzhou Shipyard Guangdong 39
Maanshan Iron & Steel Anhui 506
Kunming Machine Tool Yunnan 13
*Tianjin Bohai Chemical Tianjin N/A
*DongFang Electrical Machinery Sichuan N/A
Yizheng Chemical Fiber Jiangsu N/A
Total $1,542

* not yet listed in Hong Kong

SOURCE: Baring Securities

operated closely with Hong Kong accoun-
tants and SEHK officials to prepare the
first half-dozen H shares for listing and
are now familiar with the process, prepa-
ration of the second batch of firms is ex-
pected to proceed smoothly. If market
conditions are favorable, the next round
of PRC enterprises should list considerably
more quickly than the first batch.

Evaluating the risks

With the creation of H shares, interna-
tional investors now have several direct
vehicles by which they may invest in Chi-
nese equities: China-listed B shares, New
York-listed ADRs (American Depository
Receipts), Hong Kong H shares, and
“China plays” (Hong Kong-registered and
-listed companies that derive a majority
of their income from, or have a majority

or their assets in, the mainland). Investors
may also invest in China mutual funds
which hold all three classes of shares

listed on any exchange. But, because the
laws, regulations, and market practices of
each exchange differ, the risks associated
with buying B shares, ADRs, and H shares
vary. Specifically, each exchange provides
different levels of investor protection, re-
quires different levels of disclosure, and
features different levels of liquidity.
B Investor protection In December
1993, China's National People’s Congress
promulgated the Company Law of the
People’s Republic of China. Effective July
1, 1994, the law will regulate limited lia-
bility and joint stock companies. The
Company Law stipulates minimum capi-
talization and reserve fund requirements,
and also contains regulations governing
shareholder meetings and other proce-
dures (see p.48).

A national securities law to control the
issuance and trading of shares has not yet

PRC officials announced in early 1994 that an
additional 22 enterprises would be allowed to
seek listings in Hong Kong this year.

plus selected Taiwanese, Korean, and
Japanese shares perceived to be benefi-
ciaries of China's economic development.

Regardless of the investment medium
chosen, certain political and economic
risks, such as social unrest and inflation,
are shared by all Chinese companies

Table 2
Top-Ten New SEHK Issues in 1993 By Amount of Funds Raised
Funds Raised
Company i Iy (Sﬁmillionsl - Sector
CEPA 771 Utility
*Maanshan Iron & Steel 511 Industry
*Shanghai Petrochemical 377 Industry
Paliburg International 117 Industry
*Tsingtao Brewery 115 Industry
Dao Heng Bank 109 Finance
Shangri-la Asia 95 Hotel
Manhattan Card 94 Finance
Yaohan International 86 Retail
Wing Hang Bank 81 Finance
Total $2,356

Percentage Accounted For By H Shares: 43%

* H shares
SOURCE: Baring Securities

been published, although an interim reg-
ulation exists and local regulations gov-
ern the issue and trading of shares in
both Shanghai and Shenzhen. These reg-
ulations cover the issue, underwriting,
trading, and clearing of B shares, define
who may hold the various classes of
shares, clarify arbitration procedures, and
specify the continuing obligations of
listed companies. Although these local
laws are relatively transparent, they do
not offer the same level of investor pro-
tection provided by the national laws reg-
ulating listings in the United States or
Hong Kong.

To list in Hong Kong or New York, a
mainland firm must meet regulatory re-
quirements that improve shareholder pro-
tection considerably. H share issues in
Hong Kong are governed by the Hong
Kong Company Law and a 119-article
Standard Opinion on Joint Stock Compa-
nies, which together provide a clear
structure of shareholder rights and corpo-
rate governance. Additionally, the SEHK
and China's State Commission for Re-
structuring the Economy have produced
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a set of mandatory provisions to be in-
cluded in the articles of association of all
PRC companies listed in Hong Kong. US
offerings must be registered under the US
Securities Act of 1933, the US Exchange
Act of 1934, state “Blue Sky Laws” (which
protect against security fraud), and must
satisfy the listing standards of the relevant
stock exchange.

B Disclosure The different disclosure re-
quirements stipulated under relevant
Hong Kong, PRC, and US laws also affect
investor risk. For example, in China, B
share companies provide varying amounts
of historical information. In all cases, the
two most recent full years’ turnover,
profit, and taxation figures are presented,
according to PRC, not international, ac-
counting standards. Some of the compa-
nies provide additional information.

In contrast, Chinese companies listing
abroad must provide standardized, de-
tailed historical information. To list in
Hong Kong, a company must disclose its
trading and financial activities for the past
three years as well as provide a profit
forecast for the current full fiscal year. US
markets require company reports to in-
clude up to five years of selected audited
financial information.

Once listed in Hong Kong or the

United States, companies must release
audited financial information at both the
year-end and half-year periods. Reports
must be in English and Chinese and must
use International Accounting Standards
(IAS). Although China is slowly adopting
IAS, interim results may be released ac-
cording to domestic PRC accounting stan-
dards, which treat depreciation, pensions,
and wages differently than do 1AS, some-
times resulting in major discrepancies.
B Liquidity Liquidity is another risk
consideration. From August-November
1993, daily turnover in the Chinese B
share market was just 10 percent of the H
share market turnover of $40 million.
However, turnover for B shares in Shang-
hai is growing rapidly. In early spring,
daily turnover consistently exceeded $10
million, spiking to $14 million at times. In
Hong Kong, H share prices during the
same period slumped, with average daily
turnover falling to $15.5 million.

If China’s market continues to grow at
its current pace, liquidity should improve.
Once China's currency becomes fully con-
vertible and Beijing improves and stan-

Until China's A and B

share markets merge,
H shares will remain far
more liquid than B
shares and thus more
affractive fo foreign
investors.

dardizes accounting and taxation laws,
the B share market might be merged with
the rapidly growing A share market,
greatly expanding turnover. Combined
average daily turnover of China’s A and B
shares during November’s bull run ex-
ceeded ¥2.5 billion (3431 million at last
year's ¥5.8/81 exchange rate).

In the short term, though, until the A
and B share markets merge, H shares will
remain far more liquid than B shares and
thus more attractive to foreign investors.
ADRs, which are being launched by a
number of Chinese companies, should
also prove alluring.

Appraising the rewards

The SEHK's reputation for greater reg-
ulatory transparency, more rigorous ac-
counting requirements, and improved lig-
uidity has helped Hong Kong-listed H
shares trade at significantly higher premi-
ums than B shares from the start. During
the sharp downturn in mainland share
prices in the first quarter of 1994, this dis-
crepancy persisted. In mid-March, the
price/earnings (P/E) ratio of the six Hong
Kong-listed H shares ranged from 14
times 1994 earnings (Guangzhou Ship-

yard) to 29 times 1994 earnings (Tsingtao
Brewery).

The H share performance indicates in-
vestors are still willing to pay the high
cost of H shares in return for the certainty
a Hong Kong listing offers compared to a
mainland listing. High demand for H
shares has pushed their P/E ratios up
steeply, however, leading some investors
to conclude that mainland shares are a
more compelling investment.

In fact, a carefully selected portfolio of
mainland-listed B shares outperformed
even the H shares during the bull run in
the second half of 1993, Baring's portfolio
of the top six B share recommendations
would have returned 97 percent from
July-December 1993. The adjusted H
share index, comprising all six H shares,
rose 77 percent during the same period.
Today, however, B shares are once again
trading at all-time lows, as investors are
focusing on the overheating of China’s
economy and unanswered questions sur-
rounding its leadership transition.

A growing field

As the Chinese economy develops
and the shareholding system takes hold,
more mainland companies will seek to
raise cash on the SEHK. Because most
large mainland enterprises are industrial
companies, the character of the Hong
Kong market will likely change; by the
year 2000, the market could be domi-
nated by large PRC industrial companies.
The SEHK will thus offer greater foreign
investment access to the energy, trans-
port, and communication sectors. In ad-
dition, the valuation of Hong Kong
shares will be more closely associated
than ever with the perceived risk/reward
ratio in China. 7
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Broadening the
Scope of Investment

B Preston M. Torbert

China’s new
company law
codifies investor
profection

B Preston M. Torbert is a pariner in the
Chicago office of Baker & McKenzie
and a founder of the firm’s China prac-

fice.

July 1,

n December 29, 1993, the

Standing Committee of

China’s National People’s

Congress passed the Com-
pany Law of the People’s Republic of
China. This new legislation, effective
1994, will provide for the first
time a firm legal foundation for the es-
tablishment and operation of large and
small companies throughout China’s “so-
cialist market economy.” It will also in-
crease investment opportunities in China
at a time when foreign investors are in-
terested in the country.

Promulgation of China's Company Law
marks an important step in the country’s
transformation into a market economy.
Before the current reform policies began
in 1978, China's planned economy had no
need for such a law, as State-owned en-
terprises, managed as administrative units
of the State bureaucracy, had no share-
holders and no independent legal status.
When China decided to encourage for-
eign equity investment in the late 1970s, it
passed legislation on equity joint ventures
that provided for the establishment of
closely held limited liability companies
with foreign investment. Later legislation
allowed for the establishment of wholly
foreign-owned enterprises (WFOEs).

Recognizing the need for new legisla-
tion to cover other investment forms to at-
tract and protect both foreign and domes-
tic investors, Beijing over the past several
years has adopted an incremental ap-

proach, allowing local areas to issue com-
pany legislation that could be imple-
mented on a trial basis or on a small scale
in a given location. Examples of such leg-
islation are the Regulations on Foreign-Re-
lated Companies in the Special Economic
Zones in Guangdong Province, adopted
September 28, 1980 by the Guangdong
Provincial People’s Congress; the Provi-
sional Regulations of the Shenzhen Mu-
nicipality on Limited Liability Companies,
issued March 18, 1992 by the Shenzhen
Municipal People’s Government; the Pro-
visional Regulations of Shanghai Munici-
pality concerning Joint Stock Companies,
issued May 18, 1992 by the Shanghai Mu-
nicipal Government; and the Guangdong
Company Regulations, issued by the
Guangdong Provincial People’s Govern-
ment on May 14, 1993, While the content
of these pieces of legislation varies some-
what, each represents efforts to expand
China’s body of company law beyond the
narrow confines of the original legislation
on joint ventures and WFOEs (see The
CBR, January-February 1993, p.50).

Under one roof

But enterprise development under
China’s ongoing reforms, particularly in
recent years, has outgrown localized,
piecemeal legislation, creating the need
for broad legislation at the national level
to encompass previous efforts. Such legis-
lation would help China achieve several
goals. First, China must create a legal

48

The China Business Review ® May-June 1994



framework for transforming State-owned
enterprises into independent market-ori-
ented entities. Second, China’s capital
markets, particularly the rapidly growing
securities exchanges in Shanghai and
Shenzhen, need a clear legal framework
to regulate the entities selling shares.
Third, China must develop a better legal
foundation to attract the foreign invest-
ment, both active and passive, that its
economy will require in the coming years.
Fourth, China needs a legal framework
that will allow the rapidly growing coop-
erative and private sectors of the Chinese
economy to develop further.

The Company Law addresses all of
these needs to a great extent by provid-
ing for the establishment of two forms of
companies, a limited liability company
(youxian zeren gongsi) and a joint stock
company (gufen youxian gongsi), some-
times referred to as a company limited by
shares (see table). These two are similar
to the corporate forms found in the civil
law of many other countries.

The limited liability company

The limited liability company (also
known as a limited company) described
in the Company Law is similar to that al-

lowed under existing Chinese legislation
on joint ventures and WFOEs. Therefore,
the new regulations will likely have little
impact on foreign-invested enterprises
(FIEs) already organized as limited liabil-
ity companies. The Company Law also
provides for a special form of State-
owned limited liability company, giving
State enterprises an alternative to re-orga-
nization as a joint stock company with
widely held shares.

The Company Law states that limited
liability companies can have between 2-
50 shareholders and also sets certain min-
imum registered capital requirements.

China’s Company Law Provisions

Limited Liability Company

Joint Stock Company

Minimum registered

¥500,000 for enterprises engaged in production

¥10,000,000 minimum for all types of enterprises.

capital requirements and commercial wholesaling; ¥300,000 for retail
enterprises; ¥100,000 for service enterprises.

Capital contributions Same guidelines apply to both limited liability and joint stock companies. Capital contributions can be
made in the form of cash, goods, industrial property rights, land-use rights, and unpatented technology.
Industrial property and unpatented technology cannot constitute more than 20% of registered capital.

Number of founders 2-50 At least 5 promoters or initial shareholders. Shares

may be listed on China's exchanges, so number
of shareholders can vary greatly.

Foreign participation

No limits, but other laws on foreign investment
currently apply.

Majority of promoters must be residents of China;
no limits on foreign shareholder participation.

Transfer of shares No limits on transfers between shareholders; transfers ~ Transfers must be made through a securities
to a non-shareholder require consent of majority exchange. No consent requirements or rights of
of existing shareholders. Shareholders have right to first refusal. Promoters may not transfer their
purchase these shares on the same terms and shares until 3 years after establishment of
conditions; if they do not consent to the transfer company; directors, supervisors, general
but fail to purchase the shares, their refusal to managers may not transfer their shares during
purchase will be viewed as consent to the transfer. their terms of office.

Shareholder meetings Held as specified in the company’s articles of Held at least once per year; ordinary resolutions
association; 2/3 majority required for dissolution, require simple majority, but 2/3 majority required
merger, division, increase/reduction in capital, for dissolution, merger, division, or amendment
change in form of company, or amendment to to articles of association. No provision for
articles of association, Quorum specified in quorum, but proxies are provided for.
articles of association; proxies not provided for.

Board of directors 3-13 persons elected by shareholders’ meeting. 5-19 persons elected by shareholders’ meeting.
Proxies not provided for. In small-scale limited Quorum of 1/2 board of directors and simple
liability companies, executive director may serve maijority required to pass board resolutions.
in place of board of directors. Government Government officials may not serve as directors.
officials may not serve as directors; quorum of
1/3 of directors required for board decisions.

Supervisory board Required for all limited liability companies; serves Required for all joint stock companies to protect
as watchdog for interests of shareholders and shareholder and worker rights. Three or more
staff and workers. One or more supervisors supervisors elected by shareholders’ meeting and
elected by shareholders’ meeting and by staff by staff and workers.
and workers.

=
SOURCE: Baker & McKenzie
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Though both the Shanghai and Shenzhen
regulations stipulated share-issuing com-
panies must have a minimum of ¥5 mil-
lion in registered capital (Y30 million for
companies with foreign investment), the
Company Law’s requirements are much
lower. For example, a Chinese limited lia-
bility company engaged in production
must have at least ¥500,000 (approxi-
mately $57,000 at current exchange rates)
in registered capital.

The new law imposes no limitation on
foreign ownership of a limited liability
company, but it does state that if other
laws or administrative regulations require
approval by certain authorities, the com-
pany must present a copy of such ap-
proval when registering. At the same
time, however, the law states that the
corporate registration authorities will reg-
ister a company if it meets the require-
ments of the Company Law. How these
provisions will be reconciled is unclear.

The law’s stipulations on labor unions
differ somewhat from those in the com-
pany legislation of many other countries.
Before making major decisions on work-
ers’ salaries, benefits, safety, and other vi-
tal interests, a limited liability company
must first obtain the opinion of its labor
union and invite the union’s representa-
tives to attend meetings at which the is-
sues are discussed. It is not yet clear if
the company can go against the union’s
opinion on such issues. The company
must also obtain the opinions and sug-
gestions of the labor union and workers
when making decisions on major produc-
tion and operations issues or when estab-
lishing important internal rules—again,
no clear guidelines exist to define “major”
issues or “important” internal rules.

Like other Chinese legislation, the
Company Law provides for the creation
of a board of directors for each limited li-
ability company. The board is to be com-
posed of 3-13 persons elected by a share-
holders’ meeting, but these directors
need not be shareholders themselves.
Certain individuals may not serve as di-
rectors, supervisors, or general managers
of limited liability companies under the
Company Law. An individual who has
served as a director, factory manager, or
general manager of a bankrupt company
and who bore “personal responsibility”
for the bankruptcy, for example, cannot
serve in a similar capacity for the three

years after the liquidation of his former
company. If, as Beijing attests, China
does cease to subsidize State-owned en-
terprises, many of them will go bankrupt.
Strict application of the Company Law
would prevent such enterprises’ man-
agers, in many cases highly experienced
and competent people, from holding the
most important positions in other compa-
nies for three years.

There are a number
of uncertainties
over which law—
company or
joint venture—takes
precedence for
foreign-invested
limited liability

companies.

Other provisions of the Company
Law aim to prevent corruption. Neither
national nor local government officials
may act as directors, supervisors, or
general managers of limited liability
companies. Unless authorized by the ar-
ticles of association or a sharcholders’
meeting, the following practices are also
prohibited: the taking of bribes; unau-
thorized loans of company funds by di-
rectors or general managers; the transfer
of corporate funds to an account in the
name of a third party; guarantees of
personal debts with corporate assets:
and the provision of any type of con-
tract, such as the supply of equipment
and services, between directors or the
general manager and the company. An
obligation of confidentiality is imposed
for corporate secrets. Directors, supervi-
sors, and general managers who violate
these or other provisions of the Com-
pany Law, administrative regulations, or
their company’s articles of association
are liable for compensation of the losses
suffered by the company.

The joint stock company

The new Company Law also provides
for the establishment of joint stock com-
panies, which issue stock to be sold
through stock exchanges (rather than
shares to be held by a limited number
of shareholders). The majority of a joint
stock company’s five or more promoters
must be residents of China. No share-
holder nationality requirements exist for
limited liability companies, in contrast.
Still to be clarified, however, is whether
investors from Hong Kong and Taiwan
will be considered residents of China.

The establishment of a joint stock com-
pany requires the approval of State Coun-
cil-designated authorities or of the
provincial-level government. It is not yet
clear, however, which of these authorities
will be able to grant approvals in any
specific case. While the law states that a
joint stock company may be established
by subscription, the promoters must un-
dertake to buy at least 35 percent of the
shares and approval must be obtained
from the State Council’s securities regula-
tory authorities.

The Company Law provisions on la-
bor issues and prohibited conduct in
joint stock companies are quite similar
to those for limited liability companies.
The rules on shareholder meetings are
also similar, with a few exceptions, such
as the ability to designate proxies. The
Company Law also places fewer restric-
tions on the transfer of shares in a joint
stock company than it does in the case
of a limited liability company, as the
other joint stock company shareholders
do not have statutory rights of consent
or of first refusal. In an apparent effort
to boost the stability of the newly cre-
ated companies, the Company Law
states that promoters of a joint stock
company may not transfer their shares
in the company for a period of three
years after it is established. In addition,
directors, supervisors, or general man-
agers of a joint stock company may not
transfer their shares during their terms
of office.

The Company Law also sets forth rules
regarding the listing of joint stock compa-
nies on securities exchanges, the issuance
of bonds by joint stock companies, finan-
cial and accounting matters, mergers and
spinoffs, bankruptcy, dissolution and lig-
uvidation, branches of foreign companies,
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and legal responsibilities for violations of
the Company Law.

Company Law vs. FIE laws

The new Company Law raises a num-
ber of issues of concern to foreign in-
vestors. First, there are uncertainties over
which law—Company or existing joint
venture and wholly foreign-owned enter-
prise—takes precedence for both exist-

ing and proposed limited liability compa-
nies with foreign investment. While Arti-
cle 18 of the Company Law indicates that
the provisions of existing foreign invest-
ment regulations take priority, Article 229
states that “companies registered and es-
tablished in accordance with regula-
tions...prior to the implementation of this
Law are to...be preserved and those that
do not completely meet the conditions

provided in this Law shall within the
stipulated time period reach the condi-
tions provided in this Law.”

Since China’s legislation on joint ven-
tures and WFOEs is based on “laws,” ex-
isting FIEs seem obliged to conform to
the new requirements in Article 229,
though no timeframe has yet been an-
nounced. It could be argued, however,
that Article 18 applies to existing as well

Branching Out

Near the end of China’s voluminous
new Company Law, which runs nearly 50
pages in English translation, are six terse
articles that sketch in faint outline the ar-
chitecture of a new business form in
China. This section of the Company Law,
entitled “Branches of Foreign Compa-
nies,” in principle permits a foreign com-
pany to establish on Chinese soil a
branch office that can conduct a fairly
broad range of business activities. Such a
vehicle could prove welcome to foreign
companies currently pigeonholed by Chi-
nese laws that allow overseas firms to
operate only representative offices, which
may not engage in direct sales, market-
ing, or post-sales service; or direct invest-
ment projects, most of which must be set
up as isolated ventures that must survive
without much help from the parent.

Branches are already permitted in a
few instances in China, but they must op-
erate according to central-level restric-
tions. A wholly foreign-owned enterprise
may establish branches for limited pur-
poses, for example, and foreign banks
may open branches that can conduct a
narrow range of activities. If the new law
permits any foreign company to set up a
branch, the effect would be to attract for-
eign companies into tertiary industries
such as services and finance.

Better developed service industries
would greatly enhance foreign compa-
nies’ ability to support their direct invest-
ments in China. For example, a computer
company could set up a network of sales
and service centers as branches, an auto
company could have dealerships, while a
retailer could open chain stores.

A number of barriers to establishing
foreign branches remain under the new

Company Law, however. According to
Article 203, branches of foreign compa-
nies do not enjoy limited liability, which
leaves the foreign parent vulnerable to
any debts or liabilities incurred by its
China branch. To protect itself under
such circumstances, the parent company
would have to set up a shell operation
outside China to serve as the parent of
the Chinese branch. To prevent this
from happening, however, Beijing could
attach additional requirements calling for
large amounts of registered capital to the
provisions that specify which companies
may establish branches.

Another concern is the stipulation that
branch companies in China must submit
and gain approval of a detailed descrip-
tion of their expected scopes of busi-
ness—a rein on business activity that is
commonly imposed on China invest-
ment vehicles, but is not standard US
practice. It is still not clear just how
wide a scope of business activity Beijing
will allow.

Once more details are known, and a
clearer picture emerges on the proce-
dures for setting up a foreign company
branch and the limitations that apply,
foreign interest in this investment vehi-
cle may be well-warranted. But as the
impact of branch businesses will likely
be greatest in the service and finance
sectors, Beijing is likely to proceed
slowly. Among the last surviving tenets
of socialist economics is the belief—per-
haps downgraded by now to a feeling—
that because these tertiary industries are
not involved in the physical production
of goods, their profits are fundamentally
exploitative. Complicating this prejudice
is Beijing's general hesitancy to open the

tertiary sector to foreign business before
it has fully evaluated the possible conse-
quences of such an action

The branch company issue will also be
affected by bilateral and multilateral ne-
gotiations on the service industry and
other tertiary-sector activities. As China
continues its quest for membership in the
General Agreement on Tariffs and Trade
(GATT), for example, Beijing may want
to show some progress on the branch
company front to demonstrate China’s
compatibility with the open trading prac-
tices of the GATT. It is in these diplo-
matic arenas, and not in the reception
rooms of Beijing’s trade ministries, where
the scope of business open to branch op-
erations will ultimately be determined.

Foreign companies should thus ex-
pect China to move cautiously in ap-
proving foreign branch offices. It is most
likely that Beijing will use its favorite
modus operandi: let a few cities approve
branch offices on a limited scale, and
then see whether the branches bear
fruit. Regulations that will set out the ap-
plication process and required docu-
mentation for foreign branch applicants
are being drafted by the Ministry of For-
eign Trade and Economic Cooperation
(MOFTEC). Though MOFTEC hopes to
have its regulations out before the July 1
implementation date of the Company
Law, it will probably be quite a while
before branch offices become viable, at-
tractive investment vehicles on a large
scale

—Anne Stevenson-Yang

Anne Stevenson-Yang is director of the
Council’s Beifing office.
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as future foreign investments, thereby
granting existing FIEs “grandfather” status
even though China’s announced policy is
to move toward equal treatment of for-
eign and local investors as part of its ef-
fort to join GATT.

The real question under either inter-
pretation, therefore, is how soon national
treatment will come. The answer is un-
clear. Article 229 states that the specific
rules on the application of the Company
Law to existing companies are to be pro-
vided separately by the State Council, but
does not set any timetable for such provi-
sions. Implementing rules for the Com-
pany Law, if issued, could clarify a num-
ber of these provisions.

For the present, the new Company
Law serves primarily to fill the remaining
gaps in China’s existing legislation on
joint ventures and WFOEs. One such gap
is the lack in current legislation of any
provision for a supervisory board. Under
the Company Law, a limited liability com-
pany is required to establish such a body,
so this rule should also apply to foreign-
invested limited liability companies estab-
lished after the Company Law goes into
effect. In addition, the provisions against
corruption and self-dealing will also ap-
ply to these foreign-invested firms.

Assuming that foreign-invested limited
liability companies will eventually be
governed only by the new Company
Law, would FIEs benefit as a result? It is
perhaps too early to tell, though a few
general observations can be made. First,
the new Company Law provides more
details on the establishment and internal
operations of a limited liability company
than does the existing legislation. In
some respects, the added detail will give
investors greater legal certainty about the
operation of the company, and, possibly,
about how best to structure their invest-
ments. The Company Law clearly identi-
fies the legal-person status of limited lia-
bility companies, and provides for
shareholder rights. However, the provi-
sions of the new Company Law, like
those of the joint-venture legislation, are
probably mandatory. Thus, the new
Company Law may limit flexibility on
certain issues such as voting require-
ments or representation of staff and
workers on important issues.

Second, the effect of the new Com-
pany Law on the tax holidays, preferen-

Will joint stock
companies with less
than 25 percent
foreign ownership
be considered
“loint ventures”
and enjoy the tax
benefits applicable
to such entities?

tial tax rates, and other benefits now
available to limited liability companies
under the existing legislation is not yet
clear. The Company Law does not men-
tion tax holidays or other benefits for
FIEs, probably because these points are
beyond its scope. It would appear,
therefore, that Article 18 probably does
not include tax-related provisions, but
only those concerning the establish-

ment, organization, and management of
such entities. Technically, however, the

impact of the new Company Law on FIE

taxes depends on the interpretation of

the term “enterprises with foreign in-
vestment.”

Currently, special tax rates are only
imposed on, and tax benefits granted to,
“enterprises with foreign investment,”
defined in Article 2 of the Income Tax
Law of the PRC for Enterprises with For-
eign Investment and Foreign Enterprises
as “Chinese-foreign equity joint ventures,
Chinese-foreign contractual joint ven-
tures, and wholly foreign-owned enter-

prises established in China.” The term

“joint venture,” for example, appears
only in the existing joint-venture legisla-
tion and not in the Company Law. Thus,
it seems a limited liability company es-
tablished under the new Company Law
would literally not be a “joint venture”
under Article 2 of the Tax Law and
therefore would not enjoy the tax bene-
fits available to such entities.

Such a strict interpretation of Article 2
would allow the tax authorities to deny
the tax benefits granted under existing
legislation to foreign-invested limited lia-
bility companies after July 1, 1994, but it
would also force them either to issue a
new income tax law for such entities or
to apply existing income tax legislation
for State-owned enterprises to such enti-
ties. Chinese authorities conceivably
could argue that foreign-invested joint
stock companies formed under the new
Company Law should be subject to the
existing tax law for State-owned enter-
prises because, strictly speaking, they are
not “joint ventures,” and the foreign in-
vestors may hold only a minority stake,
presumably subject to free transfer to do-
mestic investors at any time. This would
support the application of existing in-
come tax provisions for State-owned enti-
ties to both limited liability and joint stock
companies under the new Company Law,
and the elimination of tax holidays, re-
ductions, and benefits for the limited lia-
bility companies. Such a policy would
serve China's goal of implementing “na-
tional treatment” for foreign investors.

While such an interpretation would be
a serious concern for existing and poten-
tial foreign investors, it is more likely
that FIEs established under the new

Joint Venture/Office Set-Up
Contract Negotiation
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less than Perfect?

Even before its July 1 implementation
date, some grumbling about China’s new
Company Law has been heard both in
and outside China. Loudest of all in their
criticism have been officials from the
Stock Exchange of Hong Kong, the China
Securities Regulatory Commission
(CSRC), and other PRC agencies involved
in the process of incorporating Chinese
enterprises in preparation for overseas
stock offerings. Their primary objection
to the Company Law is that it might im-
pede Chinese companies looking to ac-
cess foreign capital markets.

Before the Company Law

Over the last two years, a number of
PRC enterprises have offered stock on ex-
changes in Hong Kong and, indirectly, in
New York. These companies were able to
list abroad thanks to the Opinion on the
Standards for Limited Liability Stock Com-
panies (the Opinion), which was issued
in May 1992 by the State Commission for
Restructuring the Economy. The Opinion
allowed for the creation of stock compa-
nies, and, following a memorandum of
understanding between the Stock Ex-
change of Hong Kong and Chinese regu-
latory authorities, was modified in May
1993 to include a more lenient set of stip-
ulations for companies heading to Hong
Kong. The resulting regulation, although
flawed in many respects and not consid-
ered a “law” in the Chinese legislative hi-
erarchy, provided a reasonable amount of
flexibility for stock-issuing companies as
well as some protections for their share-
holders, and, in the absence of national
legislation, came to serve as an accepted
basis for the formation of PRC companies
offering stock overseas.

Stepping backward

The Company Law was written to pro-
vide a legal framework for the restructur-
ing of Chinese State enterprises. But
rather than improving on the Opinion,
the Company Law sets out an even less
appropriate format for the incorporation
of Chinese enterprises. Under the new
law, for example, a company cannot,
without special clearance from the State
Council, invest more than 50 percent of
its “net assets” in other companies. Such

a rule would bar the common practice
among share-issuing entities of holding
operational assets principally in their sub-
sidiaries. The modified Opinion allowed
this practice. The Company Law also re-
quires five “promoters” (organizations
taking primary responsibility for the es-
tablishment of the company), rather than
the three called for in the previous legis-
lation. As promoters bear the risk of sub-
stantial liability if a stock offering goes
awry, it may prove difficult to identify
five promoters for each potential issue.

The Company Law also lacks a provi-
sion like the one contained in the Opin-
ion that states the articles of association
of the issuing company may “stipulate
provisions on matters other than [those
required by the Opinion] provided there
is no violation of the provisions of this
Opinion.” This clause has proven an im-
portant source of protection for foreign
shareholders of PRC companies. Because
current Chinese statutory protections for
minority shareholders are relatively unde-
veloped, the articles of association of
PRC companies issuing stock overseas
have been expanded to include detailed
provisions in this area. In effect, these
PRC companies have been able to incor-
porate in their articles of association pro-
visions provided by statute under most
Western corporate law regimes. The
Company Law, while not expressly pro-
hibiting such elaborations, raises the con-
cern that companies might find it more
difficult to create properly fortified arti-
cles of association in the future.

The Company Law also fails to im-
prove on many of the glaring weak-
nesses of the Opinion. These include
measures that limit PRC companies to
one class of securities, limit capital-raising
events to once every 12 months, and pro-
vide no safeguards to prohibit majority
shareholders from harming the interests
of minority shareholders.

A competing regulation?

Although the CSRC commented on
drafts of the Company Law, the Standing
Committee of the National People’s Con-
gress did not adopt most of these re-
marks for unknown reasons. Unhappy
with the final version of the Company

Law, the CSRC now plans to issue,
through the State Council, regulations ap-
plicable to overseas listings which will
render a more acceptable framework for
foreign stock offerings. A draft of the
CSRC regulations has already been circu-
lated internally, and the CSRC hopes to
have the rules in place prior to July 1,
1994—the date the Company Law goes
into effect. Although the State Council
has the legal right to issue “measures to
implement” the Company Law, if the
CSRC regulations touch on basic princi-
ples of the Company Law, the NPC may
not be pleased.

While the New York Stock Exchange
has taken a hands-off position on this
matter, the CSRC clearly hopes to use its
regulations, which it presumably will
have the right to interpret and enforce, to
address the concerns expressed by Hong
Kong authorities about the impact of the
Company Law on the PRC companies al-
ready listed on the territory’s exchange.
Although the Company Law does not ex-
pressly invalidate the Opinion, it does re-
quire that all stock companies in exis-
tence at the time the Company Law goes
into effect comply with the terms of the
law within a “specified period of time.”
Compliance with the Company Law will,
however, result in the Hong Kong-listed
companies being subject to a legal
regime substantially less conducive to the
operation of a public company than that
provided by the Opinion.

The greatest impact of the CSRC/NPC
debate about the Company Law will be
on the Chinese companies looking to list
abroad in the next few years. As written,
the Company Law provides little to en-
hance foreign investor receptivity to
these public offerings. If the proposed
CSRC changes are made, however, the
Company Law will provide a more attrac-
tive framework for PRC stocks already
listed—as well as those planning to list—
abroad, and would represent a substan-
tial improvement over the Opinion.

—Matthew D. Bersani

Matthew D. Bersani, a lawyer in the New
York office of Paul, Weiss, Rifkind, Whar-
ton & Garrison, was the firm's Beijing of-
Sice representative in 1990-91.
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Company Law will be interpreted as be-
ing “joint ventures” or “WFOEs” and
therefore subject to income tax under
existing FIE legislation. The fact that the
applicable tax legislation for State-
owned enterprises, the Provisional Regu-
lations of the PRC Concerning Enterprise
Tax, promulgated December 13, 1993
and effective January 1, 1994, specifically
excludes application to FIEs supports
this interpretation.

But this reading still leaves some issues
unresolved. For example, under existing
joint-venture legislation, the foreign share
in a “joint venture” must generally be at
least 25 percent of the registered capital.
Thus, the question arises as to whether
joint stock companies with less than 25
percent foreign ownership will be con-
sidered “joint ventures™ and enjoy the tax
benefits applicable to such entities.

The tax authorities will likely clarify
these issues prior to July 1 in order to
avoid uncertainty and confusion. In the
medium term, they will also have to
work out measures for taxation of enter-
prises in which a transfer of interest or
shares transforms an enterprise in a sin-
gle tax year from an FIE into a State-
owned enterprise (e.g., where the only
foreign investor in a joint stock company
sells its shares to a Chinese buyer) and
vice-versa. Over the long term, tax au-
thorities will have to decide how and
when to unify the taxation of State-
owned and foreign-invested enterprises.

Clearing the way for portfolio
investment

A major effect of the new Company
Law on future investment will be the op-
portunity for passive investment in
China. Currently, financial participation
in joint ventures or WFOEs in China gen-
erally involves active investment in a
closely held corporation in which the
foreign partner assumes an active man-
agement role. As China's economic re-
form continues and increasing numbers
of State enterprises convert 1o joint stock
companies and list on China's securities
exchanges, foreign investors should have
much greater opportunities for passive
investment in China.

The extent to which China will con-
tinue to restrict foreign passive invesl
ment by limiting foreigners to purchasing
special shares (B shares) is unclear. It

Foreign corporations
may be able to
establish branch

offices in China to
engage in a wider
range of activities
than they are allowed
to conduct through
their existing
representative offices.

seems likely, however, that the restric-
tions will be loosened considerably as
the markets develop, the capital require-
ments of China’s economy increase, and
as the renminbi becomes fully convert-
ible. With increased liquidity, China-listed
securities should prove more attractive to
passive investors such as foreign mutual

fund managers.

Branch offices:
alternative to investment?

Another aspect of the new Company
Law of interest to foreign investors is its
authorization for the establishment in
China of branch offices of foreign corpo-
rations. Prior to the Company Law, only
the Guangdong Company Regulations
provided for branch offices of foreign
corporations, | nder current law, the
only presence a foreign corporation out-
side Guangdong may establish on a
semi-permanent basis is a representative
office, which is severely restricted in the
activities it may conduct. The Company
Law's provisions on branches leave
much to be determined by implement-
ing regulations yet to be issued, but it
seems likely that at some point in the fu-
ture, foreign corporations will be able to
establish branch offices in China to en
gage in a wider range of activities than
they are allowed to conduct through
their existing representative offices. Con-
ceivably, branch offices might be able to
perform certain activities currently car-
ried out by holding companies or ser-

vice centers (see p. 52).

Questions to answer

By setting forth in detail a legal basis
for the establishment of companies in
China, the Company Law may eventually
reduce the freedom that foreign investors
currently enjoy under China’s less com-
prehensive existing legislation. The new
law will also necessitate clarification from
the tax authorities of the income tax
treatment of corporations formed after

July 1. Despite these uncertainties for

FIEs, however, the new Company Law is
a welcome step that will help China suc-
cessfully manage its transition to a “so-
cialist market economy.” The law will
play an extremely important role in the
transformation of China's State-owned
enterprises into modern corporate entities
and will provide a sound legal basis for
the growth and expansion of Chinese pri-
vate and cooperative enterprises. It will
also grant greater opportunities for both
active and passive foreign investment,
and, eventually, a legal framework for ac-
tive foreign investment that resembles
more closely those in other jurisdictions
around the world. 7

She didn’t ask
to be hungry.

War, drought and famine engulfed
her country, until the support of
Americans like you helped us save
her. But there are still many more
who desperately need your help.
Please care.

1-800-521-CARE |MI
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For more information, contact:

NORTH AMERICA: ASIA:
Pat Jordan Karina Lam
2300 South Ninth St. 18 Fl, Yue Xiu Building
Suite 501 160-174 Lockhart Rd.

Arlington, VA 22204-2456
Tel: 703/892-0733
Fax: 703/920-3652

Wanchai, Hong Kong
Tel: 852/598-5702
Fax: 852/507-4991

POSITIONS WANTED

MBA w/ engr background. VP for
China-HK jv (2 yrs). Mkt mgr for US corp
(1 yr). Fluent Eng/Chi. Seek position in
intn’l bus. Contact: Edward, Tel:
703/667-3770.

MBA, Chinese spkr seeks US-China
business position. Exp: consult/law firm
in Beijing and import/export co., 4 yrs
in PRC. US citizen, will relocate. Tel:
216/791-6959.

Sales, sourcing, QC: 5 yrs hands-on ex
in US-China jvs. Bilingual. Capital ovair
able. Contact: Hurley, Tel: 215/385-
4510,

Econ PhD exp in US-China trade, finan-
cial analysis, telecom, engnr. Strong
computer and communication skills.
Contact: Weike Hai, Tel/Fax: 703/698-
0334.

JD & MBA, 14 yrs US/China exp: jvs,
imp/exp, intn’l mkt/mgt, licensing, law &
bus consulting. Goog contacts. Biling
(Eng/Chin), some German. Will reloc.
Tel/Fax: 214/994-9988.

MA East Asia seeks trade/Asia job. Excel
writing, research. Hill/priv sector exp.
Will reloc. Tel: 703/892-4558. Reward:
Dinner for 2 w/job.

US House Foreign Affairs staffer seeks
trade/Asia job. 5 yrs exp w/lee
Hamilton; MA-intn’l ec policy. Will reloc.
Tel: 703/892-4558.

written ads and send with payment 6
weeks before issue to:

THECHINA
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China-US mkt specialist w/10 yrs exp

seeks mngmt posn for sales/mking. US
MBA, wiﬁ reﬁ)c. Contact: David, Tel:
818/888-0918, 86-1-500-1335 in BJ.
Fax: 818/888-8729.

CLASSIFIED AD RATES Classified Adverﬁsing
1818 N Street, NW
$10/line, four-line minimum ($40). Suite 500

Washington, DC 20036 USA
Fax: 202/775-2476

34 characters per line, including all
spaces & punctuation. Submit only type-

POSITIONS OFFERED

PROJECT COORDINATOR-Boise, Idaho: Seeking person with MBA degree and at
least 5 yrs exp in intn’l bus. This position will be responsible for coordinating intn’l
development projects with particular emphasis on China and financial
analysis/support for intn’l projects. Project Coordinator will serve as primary liaison
and facilitator between development team general mgr and other staff ossigned to
China and Chinese partner. Duties include strategic planning; project mngmt; finan-
cial analysis/mngmt; evaluation of new products and business opportunities includ-
ing vegefables and fertilizer; facilitation of training and communications between
China and US as needed (on-site and long-distance); participation in periodic bus
reviews; translations (Chinese/English); project analysis/coordination for other
intn’l projects.

Requirements: broad understanding of Chinese business environment, including raw
material, operations, plant acctng and mrking; exp with financial mngmt reporting
and analysis; fluency (oral and written) in Chinese/English; versatility in operatin
personal computer using DOS, Windows, OS-2, WordPerfect, WordStar, Microso
Word, AmiPro, Lotus 1-2-3, Microsoft Excel, Storm, SAS, Minitab, Stat, Power
Point, Freelance, DrawPerfect. Must have extensive intn’l operation exp.

Basic rate of pay: $37,000 per year; 40 hrs/week, Monday-Friday, 8 a.m.-5 p.m.

Send resume to: Idaho Department of Employment, ATTN: Job Order Number:
ID614356, 317 Main Street, Boise, Idaho 83735.
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CHINA DATA

China’s Trade with the World ($ billions)
Exports Imports
(fob) (cif) Total Balance 120
1987 39.4 43.2 82.6 -3.8
1988 a7 2 1027 g 100 /-
. o4 ) e China’s Imporfs/__‘
1989 52.5 590 1116 6.6 B0 =
1990 62.1 53.4 115.5 8.7 60 _
1991 71.9 63.8 135.7 8.1 40 2 " China’s Exports
1992 85.0 80.6 165.6 4.4 20
1993 91.8 104.0 195.8 -12.2 0
SOURCE: State Statistical Bureau 1987 1988 1989 1990 1991 1992 1993
China’s Top Trading Partners, 1993
Total trade \
. o \ - Ja 20%
N pan o
ation ($ billions) Other 19% \\
Japan 39.0 ] N
]
Hong Kong 32.5 \
United States 27.7 Russia .4% \EEEP
European Community 26.1 South Korea 4% Hong Kong
Germany 10.0 17%
Taiwan 14.4 ASEAN 5% ‘
ASEAN 10.7 S
. o, 4 A
South Korea 8.2 Taiwan 7% Fow
Russia 7.7 % United States
SOURCE: China’s Customs Statistics European Community 13% 14%
Foreign Investment in China, 1988-93
Number of contracts (thousands) Amount contracted ($ billions) Amount
120 120 Number of contracted
contracts ($ billions)
100 B Number [ Amount 100 1988 5,936 6.2
80 80 1989 5,779 6.3
60 i 60 1990 7,273 6.6
40 40 1991 12,978 1.9
20 1992 48,746 57.5
0 1993 83,265 110.9

1992

1993

1989 1990 1991

SOURCE: MOFTEC
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CHINA DATA

US-China Trade, 1987-93 ($ billions)

$ billions US Exports US Imports us
35 (fas) (ev) balance
30 O US imports e 1987 3.5 6.3 -2.8

25 O US exports /
1988 5.0 8.5 -3.5
20 H Balance /

15 1989 5.8 12.0 -6.2
10 p—— 1990 4.8 152 -10.4
5 I
0 1991 6.2 19.0 -12.8
-5
1992 7.5 25.7 -18.3
-10
-15 1993 8.8 31.5 -22.8
=20 NOTE: Cv, or customs values, are approximately the
same as fob or fas values, i.e., no shipping or
=25 insurance costs are included.
1987 1988 1989 1990 1991 1992 1993 SOURCE: US Department of Commerce
Top US Imports from the PRC, 1993 Top US Exports to the PRC
Amount Amount
($ millions) ($ millions)
%] Textiles/Apparel 5,706 Aeronautic Equipment 2,229
[ ] Footwear 4,519 £ Power Generation Equipment 1,818
. Electronics 4,436 [:] Electronic Machinery 895.0
Toys, Games, Sporting Goods 4,166 Medical/Surgical Instruments 468.8
[] Leather Goods 1,940 B rertilizer 292.7
Power Generation Equipment 1,556 Grain 274.2
B rlastics 1,069 ] Plastics 198.0
I:] Down and Feathers 466.2 5] Pulp and Paper 157.3
. Accessories 303.2 D Wood 104.0
[] Fish/Aquatics 238.6 [] chemicals 46.9

SOURCE: US Department of Commerce SOURCE: US Department of Commerce
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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 CBR. Contracts denominated in foreign currencies are
converted into US dollars at the most recent monthly rate quoted in the International Monetary Fund's International Financial Statistics,

Firms whose sales and other business arrangements with China do not normally appear in press reports may have them published in

The CBR by sending the information to the attention of the editor.

SALES AND INVESTMENT THROUGH February 28, 1994
Foreign party/Chinese party ~ Arrangement, value, and date reported

Accounting and Insurance

OTHER
Lincoln National Corp. (US)

Opened representative office in Beijing. 2/94.

Allianz AG (Germany)
Will open representative offices in Beijing, Shanghai, and
Hangzhou. 1/94.

Agricultural Commodities and Technology

INVESTMENTS IN CHINA
Zeneca Inc. (UK)/Ministry of Chemical Industry

Signed memorandum of understanding to produce the
herbicide gramoxone in China. $40 million. 1/94.

OTHER
World Bank

Will provide loan to support the Songliao Plain Agricultural
Development Project in Liaoning and Jilin provinces. $205
million. 2/94.

Industrial Bank of Japan Ltd., Norinchuki Bank of Japan Lid.,
Sanwa International Finance Ltd., Chuo Trust and Banking Co.
Ltd., Mitsui Trust & Banking Co. Ltd., Yamaguchi Bank Ltrf, and
the Bank of Saga Lid. (Japan)/Agricultural Bank of China
Will provide loan to support agriculture projects in China. $41
million. 1/94.

Banking and Finance

CHINA'S INVESTMENTS ABROAD
PCBC/Dah Sing Bank (HK)

Puchased 40 percent share of Hong Kong Industrial and
Commercial Bank, a subsidiary of Dah Sing Bank. 1/94.

Abbreviations used throughout text: BOC: Bank of China; CAAC: Civil Aviation Administration
of China; CAIEC: China National Automotive Import-Export Corp.; CATIC: China Netional
Aero-Technology Import-Export Corp.; CITIC: China International Trust and Investment Corp.;
CITS: China International Travel Service: CNOOC: China National Offshore Oil Corp.; ETDZ:
Economic and Technological Development Zone; ICBC: Industrial and Commercial Bank of
China; MPT: Ministry of Posts and Telecommunications; NA: Not Available; NORINCO: China
North Industries Corp.; P&T: Post and Telecommunications; PBOC: People’s Bank of China; SEZ:
Special Economic Zone; SINOCHEM: China National Chemicals Import-Export Corp.;
SINOPEC: China Mational Petrochemical Corp.; SINOTRANS: China National Foreign Trade
Transportation Corp.; SPC: State P|cnning Commission; UNDP: United Nations Developmem
Program.

Shanghai Bank of Communications
Announced plans to open branches in Singapore and Frankfurt.
1/94.

OTHER
Morgan Stanley Group Inc. (US)

Opened representative office in Shanghai. 2/94.

N.M. Rothschild & Sons Ltd. (UK)

Opened representative office in Shanghai. 2/94.

The Standard Chartered Bank (HK)
Opened representative office in Nanning, Guangxi
Autonomous Region. 2/94.

Dow Jones Telerate (HK), a subsidiary of Dow Jones & Co. Inc.
(US)/Beijing Television
Will provide 24-hour information on world finance, foreign
exchange, and securities and futures markets in China. 1/94.

Chemicals, Petrochemicals, and Related
Equipment

INVESTMENTS IN CHINA
BASF AG (Germany)/Yangzi Petrochemical Co. (Nanjing)

Agreed to form joint-venture petrochemical plant to produce
polystyrene. $180 million. (Germany:60%-PRC:40%). 2/94.

Ciba-Geigy Ltd. (Switzerland), Nippon Alkyl Phenol Co.
(Japan)/Shanghai Gaogiao Petrochemical Co.
Will form Shanghai Ciba Gaogiao Chemical Co. to manufacture
plastic stabilizers and intermediates. $30 million.
(Switzerland:58.5%-Japan/PRC:41.5%). 2/94.

Allied Industries International Ltd. (US)/Jilian Chemical Industrial
Corp.
Established three joint ventures to produce acrylic acid, esters,
ethylene oxide, and ethoxylates. 1/94.

BP Chemicals, Inc. (US)/Shanghai Wujing Chemical Complex

Will license acetic acid technology. 1/94.

H. Marcel Guest (UK)/Shenyang New Building Materials Co.
Will jointly build paint plant to produce anti-corrosion finishes,
surface coatings, and vehicle-refinishing products. 1/94.
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Nissho Iwai Corp. (Japan)/Yunnan Phosphorous Chemical
Industry (Group) Corpl:.,?Yunnan Chemicals Import-Export Corp.

Will form joint venture to process phosphate for export. $1.81
million. 1/94.

Consumer Goods

INVESTMENTS IN CHINA

F. Braun & Co. Pty. Ltd., a subsidiary of Wella AG
(Germany)/NA
Will build plant to produce dry-shave razors in Shanghai. $10
million. 2/94.

Foster Electric Co. Ltd. (Japan)/NA (Guangdong)

Will expand production of audio equipment. $16 million. 2/94.

Procter & Gamble Co. (US), Hutchison Whampoa Ltd.
(HK)/Guangzhou Longkey Industrial Co. Ltd.
Will establish Procter and Gamble Longkey Detergent
(Guangzhou) Ltd. to produce soap powder. 2/94.

International Flavors & Fragrances Inc. (US)/Hangzhou
Xinanjiang Perfumery (Zhejiang)
Formed joint venture to produce fragrance ingredients for
perfumes, cosmetics, and soaps. $20 million. (US:80%-
PRC:200%). 1/94

Electronics and Computer Software

CHINA'S IMPORTS

Cray Research Superservers (US)/Chinese State Education
Commission (Beijing)
Will sell three S-MP supercomputers for weather-modeling,
computational fluid dynamics, and theoretical physics
applications, 1/94,

INVESTMENTS IN CHINA
Digital Equipment Corp. (US)/Computer Academy of Sciences

Will jointly establish a networking training center in Beijing.
2/94

IBM China Co. Lid. (US)/China Great Wall Computer Group
(Shenzhen)
Formed joint venture to manufacture, distribute, and service
personal computer products. $10 million. (US:51%-PRC:49%).
2/94,

Philips Electronics NV (Netherlands)/Hua Fei Color Display
Systems Co. (Nanijing)
Will expand television-tube joint venture. $200 million.
(Netherlands:51%-PRC:49%). 2/94.

Software Toolworks Inc. (US), Wearnes Technology Private Ltd.,
a subsidiary of Wearnes Brothers Lid. (US)/NA
Will form joint venture in China to manufacture, market, and
distribute English and Asian-language versions of CD-ROM
products throughout Southeast Asia. 2/94.

AEG Electrocom GmbH (Germany)/MPT
Signed five contracts to install automatic letter-sorting systems
in post offices in Beijing, Guangzhou, Shanghai, Shenyang, and
Shijiazhuang. $30 million. 1/94.

NA (HK)/Shenzhen Saige High-Tech Investment Co. Ltd.
Will produce super-large-scale integrated chips in Shenzhen.
$1 billion. 1/94.

Ricoh Co. (Japan), NA (HK)/Shanghai Facsimile Machines Co.
Established Shanghai Ricoh Facsimile Machines Co. Ltd. joint
venture to produce fax machines. 1/94.

OTHER

AT&T Corp. (US)/All China Marketing Research, a subsidiary of
the State Statistical Bureau
Will license database of Chinese industry and market the
information internationally. 2/94.

Chipcom Corp. (US)
Opened sales and support office in Beijing for its intelligent
switching systems and network management products. 2/94.

Ing. C. Olivetti & C. SpA (italy)

Established Asia-Pacific headquarters in Beijing. 2/94.

IBM Corp. (US)/Wangma Computers Co.

Will buy patent rights to Chinese character coding system. 2/94.

Engineering and Construction

OTHER

Building Research Center of the University of New South Wales

(Australia)/Tianjin Building Materials Research Institute
Established Tianjin-Australia Building Materials Research
Institute to define research projects and seek financial
assistance for joint Australian-Chinese ventures. 2/94.

Dresser Industries (US)/Beijing Wastewater Treatment
Engineering Corp
Will help build sewage treatment plant in Beijing and provide
technical information on equipment selection for future
projects. 1/94,

Export-lmport Bank of Japan/BOC
Signed agreement for loan to support construction projects in
Shandong and Hainan Provinces. $360 million. 1/94.

Kaplan-McLaughlin-Diaz (US)/Shanghai Securities Exchange

Will design the New Shanghai International Center. 1/94.

Food and Food Processing

INVESTMENTS IN CHINA
Nestle SA (Switzerland)/NA (Tianijin)
Will form Tianjin Nestle Co., Tianjin Nestle Dairy Co., and
Tianjin Candy Co. joint ventures. $60 million. 2/94.

PepsiCo, Inc. (US)/Beijing Beibingyang Co.
Will form joint venture to produce beverages. $10 million.
(US:55%-PRC:45%). 2/94.

Pizza Hut Worldwide (US)/Jardine’s Pacific Operations

Opened restaurant in Guangzhou. 2/94.

Australian Gabriel Co. (Australia)/Beijing Agricultural,
Industrial, and Commercial United Corp.
Formed Beijing Gabriel Foodstuff Co. Ltd. joint venture to
produce chocolate in China. $30 million. 1/94.

Nestle SA (Switzerland)/Qingdao Milk Course Co.
Will establish joint venture to produce condensed and
powdered milk, as well as yogurt and ice cream. $45 million.
(Switzerland:75%-PRC:25%). 1/94.
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PepsiCo, Inc. (US)/China Tianfu Beverage Co. Ltd. (Sichuan)
Signed letter of intent to form soft-drink company in
Chongging that will produce Pepsi and Tianfu products. $20
million. (US:60%-PRC:40%). 1/94.

Foreign Assistance
Asian Development Bank
Will provide 15-year loan and technical aid grant to China to
support township enterprises. $50.2 million. 1/94.

Danish International Development Assistance, Danish Export
Finance Corp. (Denmark)/MOFTEC
Will provide no-interest loan to China for support of energy,
environmental protection, and infrastructure projects. 550
million. 1/94.

Machinery and Machine Tools

INVESTMENTS IN CHINA
Hunsworth Industrial Lid. (HK)/NA (Guangdong)

Will establish Guangdong Maoming Ladder joint venture to
produce threading copper tubes for air conditioners in
Maoming. $14 million. 2/94.

Inventec Group (Taiwan), Tokyo Electronics Corp. (Japan)/China
Electronics Corp.
Established joint venture in Beijing to manufacture electronic
cash registers. $8 million. (Taiwan:30%, Japan:30%-PRC:40%).
2/94.

Eaton Co. (US)/Jining Hydraulics Plant (Shandong)
Formed Jining Eaton Hydraulics Co. Ltd. to produce hydraulic
motors and other hydraulic products, $6.4 million. (US:50%-
PRC:50%). 1/94.

Metals, Minerals, and Mining

INVESTMENTS IN CHINA

M Schnilzer Diamond Co. (Israel), Is-hai International Investment
and Trade Co. of Israel/Shanghai Industrial Investment Co.
Formed Shanghai Future Diamond Trading Co. joint venture.
$1 million. (Israel:50%-PRC:50%). 1/94.

CHINA'S INVESTMENTS ABROAD
China National Machinery Import-Export Corp./NA
(Bangladesh)
Signed contract to jointly construct the Barapukuria Coal Mine
in Dacca. $200 million. 2/94.

Packaging, Pulp, and Paper

INVESTMENTS IN CHINA

Royal Packaging Industrial Van Leer B.V. (Netherlands)/NA
(Ningbo)
Formed joint venture to produce steel drums for food and
petrochemical packaging. $3.12 million. (Netherlands:80%-
PRC:20%). 1/94.

Pharmaceuticals

INVESTMENTS IN CHINA
Calcol Inc. (US)/Shenzhen Changbaishan Co.

Formed Shenzhen Calcol Changbaishan Pharmacy Co. Lid. to
produce medicines for the domestic and international markets.
$25 million. (US:60%-PRC:40%). 2/94.

Takeda Chemical Industries (Japan)/Tianjin Lisheng
Pharmaceuticals
Will establish joint venture to produce medicines for the
domestic and international markets. $26 million. 2/94.

Hoffmann-La Roche Inc. (Switzerland)/Shanghai San Wei
Pharmaceutical Corp.
Established Shanghai Roche Pharmaceuticals Co. joint venture
to produce drugs. $30 million. (Switzerland:70%-PRC:30%).
1/94.

OTHER
Amgen Inc. (US)

Opened office in Beijing to provide technical and promotional
support for sales of its biotechnology products. 2/94.

Ports and Shipping

CHINA'S IMPORTS

Hong Kong International Terminals Lid. (HK)/Port of Yantian
(Shenzhen]

Will upgrade port with new equipment. $575 million. 2/94

OTHER
Neptune Orient Lines Ltd. (Singapore)

Opened liaison office in Beijing. 2/94.

DRI/McGraw-Hill, Inc. (US)/CITIC
Will conduct market study for new port development at Daxie
Island, Zhejiang Province. 1/94.

Port of Seattle (US)

Will open office in China to help expand trade. 1/94.

Power Generation Equipment

CHINA'S IMPORTS
Deutsche Babcock AG (Germany)/China National Technology
Import-Export Corp., Huaneng Power Generation Corp.

Will provide two slag-tap boilers for the Yangliuging Power
Plant Project. $140 million. 2/94.

Property Management and Development

INVESTMENTS IN CHINA

Guoco Properties Lid. (Singapore)/Shanghai Hai Tong
Construction Co.
Signed joint-venture agreement to develop a residential and
commercial complex in Shanghai. 2/94.

Kerry Group (HK)/NA (Tianjin)
Will build hotel, shopping centers, and office buildings. $200
million. 2/94.
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CNA International Corp. (US)/Zhuhai Shenchi Industry Co. Ltd.,
Beijing Haidian Real Estate Development Co.
Will jointly build housing development in Beijing. $275 million
(US:00%-PRC:40%). 1/94

CHINA'S INVESTMENTS ABROAD
CITIC Pacific, a Hong Kong subsidiary of CITIC/NA (HK)

Bought 50-percent stake in luxury housing development in
Discovery Bay. $3.4 billion. 2/94

Telecommunications

CHINA'S IMPORTS
Ascom Timeplex Inc. (US)/Xinhua News Agency

Signed contract to install and manage a remote station network
$1.5 million. 2/94.

Telefon AB L.M. Ericsson (Sweden)/Liaoning Post and
Telecommunications Administration
Signed contracts to deliver AXE switching equipment. $27.6
million. 2/94.,

OTHER

International Maritime Satellite Organization (Inmarsat)
Opened regional office in Beijing. 1/94.

Transportation

CHINA’S IMPORTS
Boeing Co. (US)/Air China

Will sell five passenger jets. $300 million. 2/94.

Honda Motor Co. Ltd. (Japan)

Will sell two new types of motorcycles in China. 1/94

Sofretu (France)/Guangzhou Metro Corp.
Will provide technical and engineering consulting services for
subway project. $5 million. 1/94.

Sunkyong Industries (S. Korea)/China National Technical
Import-Export Corp.

Will sell 30 passenger rail cars. $33 million. 1/94

INVESTMENTS IN CHINA
General Motors Corp. (US)/Beijing Wanyuan Industry Corp.,
Beijing Economic Technology Investment Development Corp.
Formed joint venture to produce electronic engine-control
systems to help reduce auto emissions and increase fuel
efficiency and engine power. $120 million, 2/94.

Victoria (S. Korea)/NA (Tianjin
Established Tianjin Victoria Automotive Co. Ltd. joint venture to
produce filters for automobiles. 2/94

Hong Kong Tienval Co. (HK)/Beijing Highway Bureau
Signed joint-venture agreement to repair and expand Beijing
roads. $410 million. (HK:45%-PRC:55%). 1/94.

CHINA'S SALES ABROAD

China National Aero-Technology Import-Export Corp./NA
(Zambia)

Sold two Y-12 aircraft. 2/94

OTHER
Ferrari North America, Inc., a subsidiary of Fiat S.p.A. (ltaly)

Opened first showroom in Beijing, 2/94

Volvo Cars Intercontinental (Sweden)
Opened representative office in Beijing. 1/94

Miscellaneous

INVESTMENTS IN CHINA

East Asia Trade & Investment Ltd. (Australia)/Jiangsu Province
Investment Corp.
Established East West Investment Consultants Co. Lid. joint
venture in Nanjing to bring Australian technical expertise and
capital to China. $460 million. 1/94.

The Gallup Organization (US)/Carrie Enterprises, Ltd.
Established subsidiary in China to provide foreign and Chinese
enterprises with marketing information. 1/94.

OTHER
Slovakia/PRC

Signed trade pact to promote economic ties. 2/94.

Yellow Line International (US)/China Central Television (Beijing)
Will broadcast International Corporate Profits, a jointly
produced television program, to introduce product
development, marketing, and personnel training styles of major
US firms. 1/94.

In the Next
Issue of

The CBR:

B China’s Petroleum Sector:
Will the oil-rich northwest solve China's
energy problems?

What opportunities are there in
downstream activities?

B Environmental Issues

US companies are winning
contracts under Montreal Protocol
projects to help China phase out CFCs
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If you are in Guangzhou on
business. we will not only
make sure all  your
business needs are catered
for but your convention or
exhibition is a resounding
success as well at our
China Contel Centre.

We'll also make you feel at home in one of our
comfortable rooms and suites, and serve you
exquisite delicacies in our first-class restaurants. But
although we'll go out of our way for you. you won't
have to. Because at the China Hotel, you'll be

conveniently located right in the

heart of the city. Discover this
~We Take Pride|

IN EVERYTHING WE DO ¢

new world of hospitality in

Guangzhou, the China Hotel.

& B X%
CHINA HOTEL

Liu Hua Lu, Guangzhou 510015, China. Tel: 86-20-666 6888
Telex: 44888 CHLGZ CN  Cable: 6888 Fax: 86-20-667 7014

@) NEW WORLD HOTELS INTERNATIONAL

BEIING - GUANGZHOU - GUILIN - HANGZHOU - SHANGHALI - SHENYANG - XIAN - HONG KONG - MACAU - YANGON - MANILA - HO CHI MINH CITY

HONG KONG SALES AND RESERVATIONS OFFICE:  Tel: (852) 731 3488 Fax: (852) 721 0741 UTELL

STE 1{1_,]1\7(‘3 CANADA, AND THE U S.A.
HOTEL GROUP  Tel(800) 637 7200

A TRAVEL RESOLRCES DIVISION




