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TRENDS &

I SSUES

NPC Talks Civil Liberties and Development

China's top legislative body, the Na-
tional People’s Congress (NPC), closed its
annual plenary session on March 17 after
ratifying the country’s Ninth Five-Year
Plan (FYP) for 1996-2000 and adopting a
blueprint for China’s development over
the next 15 years. While it echoed conser-
vative calls for low inflation and slower
growth, the NPC also passed new laws to
protect civil liberties and the session itself
saw some disagreement over the success
of the government's anti-corruption and
anti-crime efforts

Opening the 1996 session, Premier Li
Peng delivered a 43-page government
work report critical of the high growth
trends of the early 1990s. The average
GDP growth rate of 12 percent over the
past five years is to be slowed to 8 per-
cent in the new FYP. This objective may
be difficult to achieve, however, as
coastal provinces are estimating eco-
nomic growth rates of 10-15 percent.

Over the 17 days of discussions, NPC
delegates expressed concern over grow-
ing income disparities between the
coastal and inland regions, inefficiencies
in State-owned enterprises (SOEs), and
the inadequacies of the legal system. In
response 1o these concerns, the NPC ap-
proved a measure to target seven inland
regions (o receive new investment capital
and passed a general agreement to im-
prove the performance of lagging SOEs.
The congress, however, failed o specify

Beijing Phone Numbers
Add a Digit

Telephone numbers in Beijing will grow
longer beginning May 8, when a “6" will
be added to the beginning of each existing
seven-digit number. The change will make
Beijing the fifth city in the world to have
eight-digit phone numbers, after Hong
Kong, Paris, Tokyo, and Shanghai,

Into the Fast Lane
The Shenzhen superhighway was tally-
ing 70,000 vehicles a day in February

either the amount or the source of fund-
ing for inland development in a time of
increasing constraints on central coffers.

This year's NPC also singled out 1,000
of China’s 350,000 SOEs (more than a
third of which remain debt-ridden) for “re-
form,” in an attempt to make these indus-
tries the foundation of the national econ-
omy by 2000. Smaller, unprofitable SOEs
will be encouraged to merge with health-
ier firms or contract out their facilities to
independent producers. Nonetheless, the
Chinese government reportedly will spend
34 percent more in 1996 to subsidize
SOEs than in 1995.

Perhaps the most unexpected result of
the 1996 NPC was the passage of several
laws bolstering civil liberties in China.
The NPC’s 2,682 deputies enacted a regu-
lation requiring NPC approval for the de-
claration of martial law. Also approved
by the congress was a revised Criminal
Procedure Law limiting police detention
to 30 days. The new law gives defen-
dants quicker access to lawyers and pro-
hibits conviction without trial. A new Ad-
ministrative Punishment Law provides
clearer procedures for meting out penal-
ties for abuses of power by government
bureaucrats. If implemented fully, these
new laws should help protect Chinese
citizens against arbitrary arrest and deten-
tion.

This year's NPC, like others of late,
showed the legislative body's willingness

SHORT TAKES

1996, a sharp increase from the 38,000 in
daily traffic of early 1995.

Expensive Eats
In 1995, living costs in 35 large and
medium-sized Chinese cities rose approx-
imately 22 percent, according to a State
Statistical Bureau survey. Food expendi-
tures in these cities accounted for 50 per-

cent of total living expenses.

Taxi, Taxi
With taxi services available in over 800

cities in 30 provinces and autonomous re-

to disagree with the central leadership on
certain issues. One-third of the delegates
voted against or abstained from voting to
approve reports from the Supreme Peo-
ple’s Procuratorate and the Supreme Peo-
ple’s Court on the success of the govern-
ment’s efforts to counter corruption. This
year's NPC delegates also proposed more
amendments than usual to the preliminary
Ninth FYP. These trends, many China
watchers contend, indicate a gradual shift
toward greater democratization and in-
creased confidence among NPC delegates.

Of particular importance to foreign in-
vestors were measures affecting some of
the Special Economic Zones (SEZs). The
NPC granted legislative authority to Shan-
tou and Zhuhai, the last two of the five
SEZs to gain this right.

Overall, the results of the 1996 NPC
suggest no major diversions from the path
of steady economic development. China’s
long-term goal to double GDP between
2000-10 remains apparently within reach.
Left unsettled, though, are questions
about the uneven patterns of growth
among China's provinces and how the in-
creasing pluralization of the NPC will play
out against the leadership’s ongoing ef-
forts to solidify its own position.

—Paul Lamb

Paul Lamb is the Council's program man-
ager.

gions, China now boasts over 500,000
taxis—>50,000 more than at year-end 1994,
Beijing, with 60,000 taxis, and Shanghai
(36,000) have the largest axi fleets

A Quick Ride

As of April 1, traveling the 303.6-km
stretch between Shanghai and Nanjing by
train takes less than three hours. Officials at
the Shanghai Railway Bureau note that the
first Shanghai-Nanjing express train, Pio-
neer, can accelerate to 140 km per hour on
upgraded track lines, double the average
speed of China’s standard passenger trains,
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Letter from the Editor

[n this issue, we set ourselves an ambitious goal: understanding the Chinese econ-
omy. I'm no economist, but a decade of reading about China’s economic ups and
downs made me curious about a number of bandied-about statements. Three years
ago, for example, we all heard how China would never achieve the “soft landing” its
leadership sought. See p.8, where Brookings economist Nicholas R. Lardy explains Bei-
jing’s progress on slowing down runaway growth. Another statement a few years ago
also piqued my interest: “China will be the world’s largest economy in 20 years.” On
p-12, you can see what the experts say, and the assumptions that acce mpany this ype
of claim—and a simple explanation of various ways to measure the PRC economy. Fi-
nally, on p.19, we delve into the problems of reforming the State-owned enterprise sec-
tor, which, most analysts conclude, remains the single biggest hurdle for Beijing to
overcome in its quest to move China toward a market-based system.

We have lots of other fun stuff in this issue, o, Don’t miss the insights into MBA
hires (p.26), consumer priorities in China (p.31), and the April 1 round of tariff cuts
(p.44). And check out your favorite departments—Commentary, Bookshelf, China
Business, China Data, and our quirky, irreverent Last Page. As always, we welcome

your comments and your contributions!

Best regards,

%W_ Cote (Neitopm €

RONALD H. BROWN

In thinking about Ron Brown, a

IN MEMORIAM:

man I came to know, like, and re-
spect over the course of the past three
years, | keep coming back to several
overlapping images: a shirt-sleeved,
smiling yet intense figure, a tireless
advocate for American business inter-
ests overseas, a true fighter to pre-
serve our country’s status and re le as
the world’s leading economic power,
a man who believed in the power of
face-to-face negotiation, and one who
never doubted he could achieve

whatever he set out to do.

Secretary Brown, in all his dealings

with foreign leaders and constituencies
here at home, never lost sight of the US
national interest and of our own values
and priorities. He was able to work ef-
fectively with his counterparts in other
countries because he combined an un-
derstanding of their needs with a clear
focus on our own. Ron Brown was a
tireless advocate for the US business
community on the subject of China. He
effectively defended the point of view
that the US-China economic relationship
is the key to a stable and productive
political relationship between our two
countries over time, as well as to Amer-
ica's future role in Asia,

Ron Brown was, in my view, as

good a secretary of commerce as we
have ever had. He was also my friend.
Those of us who were lucky enough to
get 1o know and work with Ron Brown
over the years will miss many things
about this man. Perhaps his irrepress-
ible enthusiasm and “can-do” spirit are
what we will remember longest

—Maurice R. Greenberg

Maurice R. Greenberg, chairman and
chief executive officer of American
International Group, Inc., is chairman
of the Council's board of directors.
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LETTER

FROM THE

PERESIDENT

Robert A. Kapp

usiness Week discusses “rethinking
China.” A recent Newsweek cover

story asked, “China: Friend or

Foe?” The Council on Foreign Rela-

tions, meanwhile, calls for “conditional
engagement” with China, America has
plunged into a new round of journalistic
and think-tank phrase-making over China.
It's hardly the first time China has been

in the spotlight. Still, this time something
is different. The immediate cause for the
latest burst of interest was the steep esca-
lation of tension over PRC-Taiwan-US re-
lations, starting with the crisis over Lee
Teng-hui's US visit a year ago and peak-
ing most recently with the display of US

and Chinese naval power off the coast of

Taiwan in March. Other factors include
the steady draining of sand from the
Hong Kong hourglass, the unresolved bi-
lateral US-China disputes over intellectual
property and alleged proliferation of nu-
clear weapons-related devices, and the
cancellation of visits to the United States
by Minister of Foreign Trade and Eco-
nomic Cooperation Wu Yi and Defense
Minister Chi Haotian.

At home, we hear the continuing
drumbeat of congressional exasperation
with China, especially over Taiwan and
human rights, while from China come
equally unremitting denunciations of “for-
eign powers” who would assault China’s
sovereignty.

Into the Fray Again

It's that time of year

Now comes the 1996 edition of the
American debate over renewal of China’s
MFN/NST (Most Favored Nation/No Spe-
cial Treatment) status. President Clinton is
expected to renew MFN/NST by the June
3 date specified in US trade law. Immedi-
ately thereafter, we will probably plunge
again into denunciations and criticisms as
the politicking begins over the expected
congressional Resolution of Disapproval
this summer.

It's been seven years since the ques-
tion first arose, shortly after Tiananmen,
whether to renew China’s MFN status.
There is a certain sameness to the
MFN/NST debate today: many of the key
figures and issues have been around for
years. For scarred veterans of year-upon-
year of strategizing, nose-counting, team-
building, speech-making, letter-writing,
money-raising, and money-spending on
both sides of the issue, 1996 in some
ways looks like more of the same.

If there are new elements in the mix of
issues surrounding MFN/NST this vear,
they seem to me to be two:

B Taiwan Much of the most intense sus-
picion and resentment directed at the
PRC in US political circles comes from
those who most deeply respect and ad-
mire Taiwan and its recent political
achievements and who are repelled by
what they perceive to be China's bullying
of Taiwan. To them, we must point out

that Greater China is a reality. Taiwan
and the mainland are linked by a vast
network of export-oriented Taiwan in-
vestments in the PRC. Very substantial
Taiwan economic interests are at risk if
US-China trade unravels. Focused US
sanctions against China over trade issues,
as well as the outright removal of MFN it-
self, would mean prohibitively higher US
tariffs on the very products that Taiwan-
owned mainland factories produce for US
consumers,

B Security The really big development
in the past year in the US policy dialogue
on China has been the rise of debate
over US security interests in the face of
Chinese military development. The PRC
military exercises accompanying Taiwan’s
recent election campaign lobbed missiles
into the close vicinity of Taiwan's major
ports, and injected a highly volatile (and
journalistically appetizing) factor into any
broad consideration of US-China ties. Al-
ready, we hear voices at the edges of the
spectrum routinely identifying China as
an “enemy” of the United States. We hear
analyses of seemingly benign economic
behavior (such as the PRC's recent pur-
chases of large quantities of US agricul-
tural commodities) as a harbinger of
China’s future food-driven “expansion-
ism,” and so on. The MFN/NST discus-
sion of 1996 surely will include a na-
tional-security dimension.

6
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Here, business often is cautioned to
stay on target and not be drawn into ar-
eas where it seemingly lacks the creden-
tials to offer opinions. But it is not ac-
ceptable to remain silent in the face of
the implication that broad and profitable
economic relations between China and
the United States somehow are not in the
US national interest or in some ways
might imperil this country’s long-term in-
terests in the Asia-Pacific region. To me,
the surest way to guarantee that US secu-
rity interests in Asia will confront an im-
placable and unfriendly Chinese chal-
lenge in the future is to dismantle the
framework of agreements and institutions
that has supported US-China business ties
since 1979.

To argue, as some do, that China's
emergence as the fastest-growing export
market for US products proves that
China, in its economic dynamism, is a
threat to US interests is to turn logic on
its head. Neither a China too poor, disor-
ganized, or obsessed with autarky to en-
gage with the world economy, nor a

For US business,
there remains no
room for
complacency on

MFN,/NST.

China that is systematically dedicated to
avoiding economic and trade ties with
the United States, would be in the United
States’ interest; in fact, either of those al-
ternatives would be far more ominous for
long-term US concerns both regionally
and worldwide than would the continued
expansion of bilateral trade and invest-
ment flows.

So as we plunge into this year's
MFN/NST exercise, dreaming of the day
when the annual collision will be a thing
of the past, we have to recognize the
special features of the 1996 debate: the
intensity of the Taiwan element; the in-

troduction of the national security ele-
ment; and the possibility, not yet materi-
alized, that MFN/NST will become en-
in presidential campaign
politics. The core messages of the busi-
ness community, formulated and con-
veyed by the US-China Business Council
and its allies, require expression and

meshed

careful, targeted reiteration to important
audiences in Washington and through-
out the cities and towns of the United
States.

For US business, there remains no
room for complacency on MFN/NST. The
fact that MEN/NST has never quite come
to grief since first emerging as a bitter
controversy in 1990 following Tiananmen
does not mean that MFN/NST today is a
done deal. Indeed, thanks to the re-
peated jolts and hardening of positions
over the past year—and the chance, if
worse comes to worst, that the MFN/NST
issue will become presidential campaign

fodder—there is no choice but to give
the MFN/NST struggle the utmost con-

centration 1t requires, 76

below.
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Settling Down

The PRC economy appears stable for now, despite lurking problems

Nicholas R. Lardy

ver the past year and a
half, China's economy
has been achieving the
clusive “soft landing.”
China's policymakers are moving in
the right direction, though very
slowly, as large structural problems

persist, including reforms to the
State-owned enterprise (SOE) and fi-
nancial sectors. The PRC growth rate
came down to just barely over 10
percent in 1995—a more sustainable
rate than in recent years—and infla-
tion based on the retail price index
decreased from an all-time high of
22 percent in 1994 to an average of
around 15 percent last year.

China’s trade, meanwhile, has
continued apace, with export growth
of almost 25 percent last year and

stories about the exact time frame
for full convertibility, China, de
facto, already has current account
convertibility. Most importers have
ready access to foreign exchange,
unless they secek to purchase an
item that is on a forbidden list. But
convertibility goes beyond trade and

services—there is now fairly wide

access to foreign exchange to sup-

port tourism and for foreign-invested
enterprises to repatriate profits
These are perhaps three of the most
important criteria for measuring
whether or not a country has
achieved current account convert-
ibility—freely available foreign ex-
change for trade, tourism, and profit
repatriation.

China's weak banking system,

imports up about 15 percent. The PRC, whose trade balance
shifted almost $17 billion into the black last year, has enjoyed a
trade surplus for two years in a row (see p.10). The trade bal-
ance has improved not through cuntailing imports, which have
grown fairly rapidly, but through export increases. Foreign ex-
change reserves grew dramatically in 1995, by roughly $20 bil-
lion, causing some monetary policy problems. Because the cen-
tral bank bought up some of this foreign exchange revenue, a
significant amount of renminbi was injected back into the do-
mestic economy.

The PRC is in a very strong position to increase the degree
of currency convertibility. Though PRC officials give conflicting

m Nicholas R. Lardy is a senior fellow in the Foreign Policy
Studies program at the Brookings Institution. This article is
based on a speech delivered to the US-China Business
Council on January 31.

though, leaves the PRC far from achieving capital account con-
vertibility within the next decade. With so many non-perform-
ing loans, the long-term risks for the currency are so great that
most Chinese depositors would choose to obtain foreign cur-
rency if given the chance. That would likely mean bankruptcy
for the main Chinese financial institutions, which would be un-
able to meet their depositors’ demands to withdraw funds or
convert funds to foreign exchange. Until PRC banks have much
more sound balance sheets, capital convertibility remains out
of the question.

But there have been a number of positive developments in
China’s economy in the last 12 months. Beijing’s announce-
ment in mid-January of a $400-million Yankee bond offering,
part of which was sold as 100-year bonds at slightly under 300
basis points over 30-year US Treasury bonds, is quite an ac-
complishment. The economy's good overall performance last
year, based on net external debt indicators, helped make the
offering possible, though PRC export growth was the primary

8
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contributing factor. Though foreign direct
investment (FDI) increased about 10 per-
cent in 1995, this growth rate was lower
than in recent years, Finally, the fact that
urban and rural real incomes were up
significantly also indicates that a soft
landing is being achieved. Inflation re-
mains fairly high, but Chinese peasants
and urban workers alike are earning
higher incomes in real terms.

Moving toward the market

In many ways, China is taking steps
toward a market economy. Massive mi-
gration from the countryside to urban
areas, though widely misinterpreted in
the Western press as a threat to social
stability in the PRC, represents the in-
evitable workings of a market economy.
It is true that the tens of millions of peo-
ple moving around China looking for
employment are a worry to the leader-
ship in Beijing. But this phenomenon
indicates that jobs are no longer being
allocated as strictly as they were in the
past. Opportunities to earn higher in-
comes, particularly for rural workers,
through part-time seasonal employment
in the construction industry are very at-
tractive. The gap between urban and
rural wages in China is higher than in
any other country for which there are
data. This large disparity is due partly to
the fact that it is difficult for Chinese citi-
zens to change their place of residence
legally, though sometimes they can
move to a smaller city. Thus, the reports
of many people moving around looking
for jobs in China should be viewed as a
sign that marketization is occurring. Fur-
ther relaxation of controls on permanent
jobs in the urban sector would be
preferable to allowing demand for em-
ployment to stay bottled up in the tem-
porary seasonal job market.

Another sign of increasing marketiza-
tion is the reduced relevance of “the plan”
to actual economic performance. China's
economy actually is much more marke-
tized than the bureaucrats who continue
to churn out plans in Beijing recognize.
Looking at the Eighth Five-Year Plan
(FYP) in hindsight, it is clear that there
was very little connection between the
plan set forth in 1990 and what actually
happened—many of the targets were ful-
filled within three years, as growth in
GDP, trade, and FDI was much more

rapid than anticipated. Though approval
power over large-scale projects in critical
sectors remains with Beijing, the firm grip
over all sectors and levels of the economy

About 44 percent of
SOEs were operating in
the red last year, almost

double the percentage
in 1992.

as laid out in the FYP model has loos-
ened. The traditional role of planners to
allocate machinery and equipment is
gone, substantially reducing the influence
of the FYPs. Reports indicate that roughly
25 percent of manufacturing output now
comes from joint ventures, private firms,
and other decentralized

strains on the economy (see p.19). Sec-
ond, there is no evidence that the stage
has been set for diminished macroeco-
nomic fluctuations in the PRC economy.
Indeed, the seeds of the next inflationary
cycle are already evident in the financial
sector, Though Beijing was successful in
restricting the amount of credit that is
funneled through the banking system, ex-
tending only about five percent more
than the targeted amount last year, there
were two other major sources of un-
planned credit: an increase in loans made
by non-bank financial institutions,
amounting to more than ¥200 billion, and
the People’s Bank of China (PBOC)'s in-
jection of about ¥150 billion into the
economy 1o keep the renminbi from ap-
preciating. The result of these develop-
ments was that M2, the broad money
supply, increased almost 30 percent last
year (see table).

Inter-enterprise debt, meanwhile, con-
tinued to mount in 1995. Because credit
was tighter for part of the year, State en-

parts of the economy—
excluding township and

The PRC Economy in 1995

village enterprises. The

most dynamic and entre- Nominal GDP

$692.6 billion

prencurial sector, thus, is

generating much growth
and Beijing has limited

ability to shape this
growth. Though central

Cost of living index

Real GDP growth 10.2%
Real GDP growth target, I-‘)‘-)h 8.0%
Retail price inflation 14.8%

leaders can influence the
variables that affect eco-

nomic growth, they do
not control the economy
to the extent that they
did in the past.

Unfinished business

While China’s leaders

have accomplished many
of their macroeconomic

targets, Beijing’s progress

in achieving some

longer-term goals has
been insufficient. First,

Population 1.198 billion*
Per capita GDP §578*
Per capita urban income $468*
Per capita rural income $190*
Official unemployment rate 2.9%
M1 supply growth 16.7%
M2 supply growth 29.5%
Rl:__r\_t money growth

20.6%

SOEs still are losing
money at a very rapid
clip. About 44 percent of
SOEs were operating in
the red last year, almost
double the percentage in
1992, and financing SOE
put

losses enormous

Foreign exchange reserves

(excluding gold) £73.5 billion®

Exchange rate (4/15/96) ¥8.3521/81

SOURCES: International Monetary Fund, PRC Ministry of Labor,
PRC State Statistical Bureau, and US Bureau of the Census
NOTES: All figures are for 1995 unless otherwise indicated.
China does not publish official real GDP figures.

*At vear-end 1995
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terprises  accumulated receivables
amounting to about Y150 billion. Ulti-
mately, this arrears problem will require
an additional injection of credit by the

banks. If Beijing fails to make enterprises

balance sheets continued to deteriorate,
and, by the end of 1995, their books were
much weaker than at the beginning of the
year. Beijing has made no progress in
writing off past loan losses, which make

China’s Foreign Trade Balance, 1986-95
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deal with each other on sounder eco-
nomic terms, the prospects for reforming
the State-owned sector will remain bleak.

The economy’s traditional pattern of

cycles of growth followed by austerity
measures is likely to continue unless the
financial system is fundamentally re
formed. The specialized banks, which are
still responsible for most of the credit in
the banking system, faced mounting
losses in 1995 and their interest rate mar-
gins eroded. At one point in 1995, these
banks were paying over 27 percent on
deposits but letting SOEs borrow at 10
percent or less. Consequently, the banks’

up a large part of bank balance sheets.

In 1994, Chinese leaders established
three policy banks to undertake State-di-
rected lending for long-term loans to in-
frastructure projects and projects with
very long payoff periods that meet com-
mercial criteria. The new policy banks,
however, are not helping the special-
ized banks operate on a normal com-
mercial basis as intended. The major
source of funds for these policy banks
are bonds that the PBOC forces the spe-
cialized banks to buy at interest rates far
below market rates. Consequently, lend-
ing by the policy banks and specialized

v
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banks has been conflated, leaving China
no closer to a viable commercial bank-
ing system than it was two years ago.

What's ahead?

Economic indicators, overall, bode
well for a strong economic performance
in 1996. Inflation could come in some-
what lower this year than in 1995, but
obviously much will depend on the pace
of credit expansion. The retail price in

dex, year-on-year, grew by 7.6 percent in

January, down from 8.3 percent in De-

Unlike
economies, in China there is a very short

cember more developed
lag time between changes in the money
supply and changes in inflation. Some
analysts have concluded that the lag in
China is only about six months; if the
money supply expands in the first quar-
ter of 1996, prices will show an increase
by the third quarter of 1996. Any inflation
forecast for such an economy is obvi-
ously much more risky because these
lags are so short.

If Beijing does not loosen credit at an
accelerating rate in 19906, then inflation
for the year likely will be lower than it
was in 1995, Inflation in the last quarter
of 1995 was quite low—down to 7-8 per-
cent, but could well be on the rise by the
fourth quarter of this year and certainly
by the beginning of 1997. So while infla-
tion is likely to be low during the first
part of 1996 and the average rate in 1996
is likely to be lower than it was in 1995,
inflation probably will rise again.

China’s trade balance could deterio
rate quite significantly in 1996. China
had a trade deficit in 1993 but went into
surplus in 1994; the surplus almost
tripled last year. But by late 1995, China
had started to run a deficit, export
growth was slowing dramatically, and
the trade account was actually in deficit
in December. The reason for the lower
growth of exports is twofold. First, the
renminbi has appreciated against the
dollar, and the dollar, in turn, has
strengthened against a number of other
currencies, so the renminbi exchange
rate has appreciated quite significantly
over the past year vis-a-vis a market bas-
ket of foreign currencies. Second, Bei-
jing has been whittling away export in-
centives. The sharp reduction in the
rebate rate on the value-added tax for
exporters discouraged exports in the lat-
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ter half of 1995. While PRC exports grew
more than 30 percent in 1994 and an ad-
ditional 23-24 percent in 1995, the rate
of export growth almost certainly will
come down substantially this year. In
January, exports fell 0.1 percent year-on-
year. PRC imports, meanwhile, almost
certainly will pick up due to tariff cuts
and elimination of import quotas and li-
censing requirements for many sectors
effective this year. January imports were
up 23 percent year-on-year. Unless re-
strictive measures are taken, import
growth in 1996 will outstrip export
growth, causing China's trade balance to
erode significantly in 1996.

One clue 1o GDP growth will be the
export sector, which was responsible for
about three-tenths of the growth of the
Chinese economy in 1995. Expors have
become extremely important in generat-
ing economic growth, but the export
contribution to GDP in 1996 could be
much less than in 1995, and could possi-
bly even be zero on a net export basis,
depending on what happens to the trade

balance. Consequently, GDP growth in
1996 will be closely linked to consump-
tion and investment patterns, which, in
turn, rely somewhat on Beijing's credit
policy. Unless Beijing eases credit more
than seems likely at present, GDP growth
may even slow to the official target rate
of 8 percent in 1996.

In summary, the outlook for 1996 is
quite positive. GDP growth should re-
main strong and manageable. FDI
should continue to be in the $30 billion
range, though 1995 may have been a
peak year for foreign capital investment.
As businesspeople know, contract sign-
ings have not grown as rapidly in the
past two years as in the early 1990s, and
no economy can be the world's largest
or second-largest absorber of foreign in-
vestment indefinitely. The trade balance
will be less favorable, but that may help
China’s international image, particularly
in some quarters of this country where
complaints are mounting against PRC
trade practices. As China’s global surplus
diminishes, it will become more difficult

to sustain the argument that China is an
unfair trader. In large measure, the US
trade deficit with China reflects the high
US demand for consumer goods, includ-
ing electronics, apparel, toys, and
footwear, that in the past were made in
Taiwan and Hong Kong. Rather than fo-
cus on the US trade deficit with China,
politicians in this election year should
recognize the fact that China has been
far and away our fastest-growing export
market in the last five years.

Inflation this year is likely to be lower,
but by early 1997, China could be in for
another round of spiralling prices. Such a
trend could prompt another credit clamp-
down, which would translate through the
rest of the economy in ways that have
been witnessed in the past couple of
years. Ultimately, though, in addition to
adjustments based on key macroeco-
nomic variables, Beijing’s approach to-
ward the problems of the banking system
and SOE reforms will be crucial to ensur-
ing the continued growth of the PRC
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Looking at China'’s
economy in the

21st century means
making some
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relations master’s degree program with
a concentration in China’s economic
development. She is assistant editor of
The CBR.

fter nearly two decades of

rapid growth, China’s econ-

omy, by one yardstick, is now

the third largest in the world.
Surely, many recent press reports con-
clude, at current growth rates China’s
gross domestic product (GDP) will easily
surpass that of the United States early in
the next century. Informal discussions
with several China economists, though,
suggest that China's economic outlook is
far from clear cut. Underlying the long-
term projections of the PRC's power-
house economy, the experts caution, are
less-than-precise measurements and only
the rosiest of assumptions about Beijing's
ability to resolve a number of economic,
social, and political dilemmas. When
looking ahead, most economists would
agree, it is important to keep in mind
which key assumptions support the dif-
ferent estimates of China’s long-term
growth; which variables will be important
in determining how many decades it will
be before China's GDP is the world’s
largest; and just how difficult it is to fore-
cast the effect that China's GDP growth
will have on the country itself, as well as
on the rest of the world.

Misleading numbers

Last year, according to the PRC State
Statistical Bureau (SSB), China’s GDP
grew 10.2 percent over 1994, while its to-
tal GDP hit ¥5.8 trillion ($692.6 billion).
China’s GDP has grown at an average

real rate of 9 percent per year since eco-
nomic reforms began in 1978, SSB re-
ports. Such figures are impressive at first
glance, but most China economists are
quick to point out that the official PRC
real growth rate figures overstate the ac-
tual rate of growth of the economy, be-
cause SSB underestimates the inflation
rate in these calculations. For example, in
1994, SSB calculated the retail price in-
dex, a standard measure of the rate of in-
flation in an economy, at 21.7 percent
over 1993. SSB's estimate for the inflation
rate of GDP, however, was only 17 per-
cent for that year. Nonetheless, even if
China’s real GDP growth rate figures are
corrected, most economists acknowledge
that the rate probably would exceed 6
percent—significantly higher than the 2.5
percent average annual GDP growth rate
of the United States.

While GDP growth may be slower than
SSB reports, economists stress that the
PRC’s total GDP is significantly larger
than official estimates—by as much as 30
percent, according to some analysts. This
understatement of total output can be at-
tributed in part to the legacy of the cen-
tral planning era net material product
measurement method, which overempha-
sizes measuring industrial output and un-
dervalues services. Low GDP estimates
arise, too, from the inadequate reach of
price surveys, leading to the underreport-
ing of rural services and town and village
enterprise output (though some PRC offi-
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cials claim that some interior provinces
tend to overstate output).

The picture may become clearer in the
future, as SSB is working to correct these
measurement flaws and the official fig-
ures are improving quickly. Tamar
Manuelyan-Ating, senior economist in the
China and Mongolia Department of the
World Bank, reports that since 1994, SSB
has increased service-sector output fig-
ures to correct for the previous under-
counting of such sectors in GDP esti-
mates. As a result, the official GDP figure
in 1994 was 10-12 percent higher than
before the correction.

Careful comparisons

Whether China's true rate of GDP
growth is closer to 6 or 9 percent, there is
little disagreement that its economy is
moving at a fast clip. Though this is a re-
markable feat in itself, much of the recent
excitement over the rapid expansion of
the PRC economy arises from compar-
isons between China and developed
economies such as the United States and
Japan, which grow more slowly. Adding
to the complexity of the story, then, is the
question of how to compare China's GDP
figures with those of other countries.

Georgetown University economist Al-
bert Keidel maintains that the purchasing-

China's GDP per
person is still quite low
compared to developed
countries.

power-parity (PPP) methodology, widely
publicized in recent years as an alterna-
tive to traditional methods, yields better
estimates of the size and growth
prospects of China's GDP in cross-coun-
try comparison (see p.14). The traditional
GDP comparison, the exchange rate (At-
las) method, converts China's official
GDP figure to dollars using a three-year
average of the renminbi-dollar exchange
rate. By this method, China’s GDP per
capita in 1992 was $470, according to the
World Bank. Among the problems with
this method are that non-tradable goods
and services are undercounted, while ex-
change rate fluctuations can distort com-
parisons from one year to the next,

The PPP approach, on the other hand,
takes account of the fact that prices for
services in China are lower relative 1o the
United States and other developed coun-
tries. In theory, the PPP methodology re-
quires extensive price surveys that mea-

sure a country’s output. Prices for differ-
ent components of GDP in one country
are then compared with prices for compa-
rable goods and services in other coun-
tries using ratios, or price indexes. Mea-
suring China’s GDP in this way, many
economists feel, more accurately repre-
sents what the country’s total output is
worth—and how much Chinese citizens

can afford—relative to other countries.
The PPP-derived GDP figures, when
first published by the World Bank and
the International Monetary Fund in 1993,
led to a flurry of press reports that sud-

denly China had the world’s third-largest

economy—and was likely to catch up
quickly to the United States. In what
seemed an instant, China's total GDP fig-
ure tripled because the first PPP figures
for China put per capita GDP at over
$2,000. And estimates of 10 percent aver-
age annual growth on top of this figure
understandably led to predictions of
China’s future economic dominance.
However, Keidel and other analysts ex-
plain that the 10 percent growth projec-
tion is based on SSB’s GDP statistics, not
PPP measures, and the mixing of the two
measurement techniques gives a mislead-
ing picture. Further, though China’s total
GDP may be among the world's largest
according to PPP figures, its GDF per per-
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When it comes to comparing the size of
China's economy to those of other coun-
tries, the numbers can be deceiving. The
two basic methods economists use to mea-
sure gross domestic product (GDP) across
countries, Atlas and purchasing power par-
ity (PPP), yield very different estimates for
China. The technique traditionally used by
the World Bank and other institutions to
compare GDP, known as the exchange
rate (Atlas) method, converts China's ren-
minbi figure for GDP—with adjustments
to correct for PRC State Statistical Bureau
(SSB) shortcomings—to US dollars using a
trade-weighted, three-year averaged ex-
change rate. The PPP method, by contrast,
uses survey data to obtain prices of differ-
ent components of total output, from ser-
vices to industrial output. The price data
for GDP components of a given country
are then compared to those of other coun-
tries using price indexes, to derive relative
prices for the same components across
countries and, finally, to arrive at a PPP-
based GDP figure in US dollars.

Using the exchange rate method, the
World Bank calculated China’s per capita
GDP in 1992 as $470. This methodology
suffers from two sets of distortions,
though. First, when it comes to develop-
ing countries like China, non-tradable
goods and services such as food and
transportation are much less expensive
than in the developed world, in part be-
cause the cost of labor inputs is compara-
tively low. As a result, the exchange rate
conversion method makes Chinese citi-
zens, despite nearly two decades of rapid
growth, appear to be able to afford much
less than they really can. Second, since
China periodically devalues the renminbi
against other foreign currencies, compar-

Measuring Up

ing SSB figures from year to year can
cause China’s per capita GDP, converted
by the exchange rate method, to fluctuate
according to changes in the renminbi-
dollar exchange rate. And the PRC's ad-
ministratively controlled renminbi ex-
change rates have reverted at times to
unofficial rates of exchange for foreign
currencies, suggesting that conversions
based on official PRC figures do not rep-
resent the true dollar value of PRC per
capita GDP.

A different approach

In 1993, the International Monetary
Fund (IMF) and the World Bank pub-
lished PPP-based calculations of GDP for
comparison across countries. This PPP-
based measurement, most analysts agree,
comes up with a better picture of what a
typical Chinese citizen can afford in the
domestic market. It accounts for the fact
that the relative prices for subsi-

report PPP-based GDP per capita figures
using ICP data, estimated a PPP figure for
China in 1992 that was approximately
$2,700. Most China economists viewed this
figure as much too high. The 1995 revision
5.6 of the Penn World Tables offers a
much lower figure for 1992 per capita
GDP in China of $1,838, which is generally
considered closer to the mark. World Bank
economist Tamar Manuelyan-Ating reports
that ICP surveys are forthcoming for
China.

The big picture

Further cause for confusion lies in the
use of total GDP to compare the economic
size (and wealth) of countries with differ-
ent populations. By ranking countries by
total GDP, based on the PPP methodol-
ogy, China’s economy is the third largest
after the United States and Japan. But with
such an enormous population, China’s per

dized goods and services like
housing and bus fares are lower

GDP Per Capita for Selected Countries,
1992 (PPP-based estimate)

than the prices of these same

R S
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Albert Keidel points out, the cur-
India $1,633

rent PPP figures for China also suf-

fer from significant drawbacks. For
more than 25 years, the United Na-
tions has supported the International Com-
parison Project (ICP), which conducts ex-
tensive price surveys in more than 150
countries. Unfortunately, the ICP has yet to
survey China, so the project instead relies
on secondary price data. Secondary price
studies encompass a

Top Five Countries in Total Output, 1992
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capita GDP in 1992 paled in comparison
to other countries—$1,838 in current dol-
lars, while the United States weighed in at
around $23,220. Most economists would
agree that the per capita comparison offers
a more accurate reflection of the wealth of
a country’s citizens.

In short, no tool for GDP comparison
between and among economies is per-
fect. The PPP-based GDP measurements
can offer a more accurate reflection of
what the typical Chinese can afford in
China. In contrast, the exchange rate
method remains useful for understanding
how much this same Chinese person
could purchase on world markets.

—Catherine Gelb
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son is still quite low compared to devel-

oped countries.
Into the next century

Using the PPP methodology, Keidel
has modeled China’s future growth
prospects in comparison with the United
States, projecting the size of China’s
economy out to 2050 under three scenar-
ios. His models allow for different growth
rates depending on such variables as cor-
ruption, trade wars with foreign coun-
tries, the stability of the domestic political
environment, and relations with the
United States. In the first scenario, China
is able to maintain a stable domestic situ-
ation, low levels of corruption, and an es-
timated annual GDP growth rate of 7 per-
cent. By 2015, the US economy would
still be larger, even assuming it grows at
a steady rate of 2.5 percent growth. The
US GDP would reach $11 trillion com-
pared to a PRC figure of $9.8 trillion. By
2025, under this scenario, China's GDP
would exceed $17 trillion, while the

United States would trail with a GDP of

$14 trillion.

Under a second set of assumptions, in
which trade wars with the United States
and other nations slow China's GDP
growth to a 6.5 percent average annual
rate, by 2025 the Chinese and the US
economies would be neck and neck. If,
under Keidel's third scenario, US-China
relations are particularly smooth, the PRC
could achieve annual average growth
rates of 8.5-9.5 percent, leading the PRC
to overtake the United States in total out-
put by 2015.

Keidel points out that under the most
optimistic scenario—in which China suc-
cessfully mobilizes resources, purchases or
acquires sufficient technology, and experi-
ences minimal social unrest—China’s GDP
per capita would surpass that of Thailand
in a decade. Though its total GDP would
be larger than that of the United States, it
would still take many years for the aver-
age Chinese citizen’s income to catch up
to that of the average American, even ad-
justing for relative prices, as the PPP mea-
surement method does.

The growth of China's economy also
hinges on what happens on a number of

other fronts, Keidel points out. It is not
clear, for example, where the resources
that China will need to sustain rapid in-
dustrial growth will come from, and what
effect demands for such resources, from
grain to iron, will have on the rest of the
world. And, of course, political stability
will be the linchpin of stable economic
growth. Despite these and other potential
stumbling blocks, though, Keidel says,
“There is no question that China's econ-
omy will be the world’s largest in the next
century. The only question is whether it
will be in 2015, or 2030, or 2050.”

Counting the assumptions

In general, though, few economists are
comfortable about reaching so far into
the future. The World Bank expects
China’s GDP to grow at an average rate
of 8-9 percent per year through 2004,
similar to Beijing's own target—an-
nounced in March to the National Peo-
ple's Congress—ol 8 percent annual
growth through 2000. Senior World Bank
economist Manuelyan-Ating cautions,
however, that a variety of circumstances
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could affect China's long-term economic
future. Any projection of where China’s
economy will be in 20 years or more has
to make some assumptions about the
global economy, she says, and its ability
to absorb China’s expansion. This would
not be the case in projecting the future
growth of a smaller country, she adds,
“which would not affect world trends at
the margin” as would the PRC. A smaller
country would not have much influence
on world trading patterns or global envi-
ronmental degradation, for example.

Another assumption that affects esti-
mates of the sustainability of China’s ex-
pansion is whether inflows of foreign di-
rect investment prove to be consistent,
Manuelyan-Ating says, and whether in-
vestors are willing to hold more and
more Chinese assets. The willingness to
hold PRC assets depends, in turn, on
China’s political situation and prospects,
as well as on the economic rates of re-
turn on PRC investments in comparison
with those of other countries. The poten-
tial energy and food constraints China is
likely to face down the road, too, could
affect not only its growth, but also the at-
tractiveness of investment there,

Social patterns and changes in PRC so-
ciety also will play a role, notes
Manuelyan-Ating. For example, economic
growth in the PRC will continue to de-
pend on China’s high savings rate, which
is both an engine and an outcome of eco-
nomic growth, and has been credited with
fueling much of China's development to
date. And changes in demographic pat-
terns will be crucial to China’s future
economy: the one-child policy, for exam-
ple, will mean a surge in the proportion of
elderly to working-age citizens in China
by 2015. Caring for this large elderly pop-
ulation down the road could soak up re-
sources that otherwise would contribute to
economic development,

Despite these likely constraints to PRC
growth, there are positive indicators of
the sustainability of long-term expansion.
Manuelyan-Ating notes that China's eco-
nomic reforms to date have helped to re-
duce the size of the State sector, Contin-
ued shifting of resources to private, more
efficient enterprises will be necessary for
future productivity gains.

Sounding a more cautious note, Diane

Yowell, HongkongBank's director of

China research, warns that predicting

China's expansion
will not be driven as
much by productivity

growth as by the
accumulation of physical
capital—or savings.

where China will be in 20 years is “some-

thing of a game.” The safest path, she
feels, is to present a number of different
scenarios, along the lines of Keidel's ex-
ercise. She notes that much of the discus-
sion over China’s inevitable growth is ex-
aggerated and cites uneven growth as a
major problem. Income distribution, for
example, is becoming increasingly un-
equal between the coastal and interior re-
gions in China. Without help from Bei-
jing, China’s remote rural areas could be
left even further behind in the future.

Yowell acknowledges that the PRC
leadership's goal of technology-driven
growth has been relatively successful,
though, and believes that the PRC econ-
omy could grow as much as 10 percent
per year for the next decade. “China’s re-
source potential is good,” she notes, and
the PRC is taking the necessary steps to
tap into large potential raw materials
sources in remote, resource-rich interior
provinces, Beijing's policies and efforts at
institutional reform, meanwhile, are mov-
ing the economy in the right direction.
still, she points out, no country in the
world has experienced 40 years of consis-
tently high growth without slowing down,
though China could break the mold.

Barry Naughton, associate professor at
the Graduate School of International Rela-
tions and Pacific Studies at the University
of California at San Diego, shares the qual-
ified optimism of his colleagues and ex-
pands on another aspect of China's
growth. In his recent book, Growing Out
of the Plan, he observes that China’s future
output growth may not lead to long-term
welfare improvements. Some factories
built during the central planning era,
though profitable and able to expand dur-
ing China's current transitional phase, are
inefficient in the context of a market econ-
omy and eventually will have to be closed.

The upside, though, is that closing these
inefficient factories could make way for
much more productive, private ones. Like
other economists, Naughton comments
that institutional reforms, including bank-
ing reforms, will need to continue if the
PRC is to maintain its steady growth rate.

The key is productivity

Echoing the World Bank's estimate,
Goldman, Sachs & Co. economist Shan Li
predicts that China's average annual GDP
growth rate could well be 8-10 percent
over the next two decades. He states that
the commitment of the central leadership
to continued economic reforms and the
entrepreneurial spirit of the Chinese pop-
ulation will enable the more efficient pri-
vate sector to outpace the State sector.
His projection of future growth rests, too,
on such evidence as the high PRC sav-
ings rate, reportedly a solid 40 percent of
GDP; and steady improvement in the effi-
cient use of inputs.

To measure efficiency, Shan Li and
other economists look at total factor pro-
ductivity (TFP), or the difference between
the rate of growth of final output and the
rate of growth of such inputs as labor
and capital. If a country’s TFP is positive,
then output is growing more quickly than
inputs, so inputs are being used more ef-
ficiently. If TFP is zero, an economy is
not really growing but rather is merely
mobilizing new inputs for the first time.
As inputs dry up, especially if TFP is zero
or negative, eventually a country’s eco-
nomic growth rate will slow.

TFP has been referred to as “the resid-
ual unknown” in economic growth equa-
tions, as there is usually no clear explana-
tion of what prompts TFP growth. Still,
many economists claim that positive TFP
is important in predicting the sustainabil-
ity of current growth rates into the future.
The range of TFP estimates for China is
large, depending on the data and model
used. Nearly all economists who measure
China’s TFP, however, come up with a
positive result, Goldman Sachs's Shan Li
estimates that TFP averaged 4.3 percent
during 197995, A study by Naughton es-
timates TFP growth in the PRC industrial
sector—the fastest-growing sector of the
PRC economy—at 3.4 percent between
1980-89.

Stanford

University  economist

Lawrence Lau, in a November 19935 re-
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port for Salomon Brothers Hong Kong
Ltd., counters that China's expansion will
not be driven as much by TFP growth or
“technical progress,” as by the accumula-
tion of physical capital—already reflected
in China’s large pool of savings. The mar-
ginal productivity of capital, or the addi-
tional output obtained from each addi-
tional unit of capital input, is “extremely
high in China,” Lau reports. Lau projects
a 9 percent average annual growth rate
for China, factoring in such variables as
the value of the renminbi and the world
price of energy, and assuming that
China’s savings, reform policies, and
other economic trends remain steady (see
Figure, p.13).

The Goldman Sachs 8-10 percent
growth rate projection also takes account
of the relatively high quality of China’s la-
bor pool, represented by measures of
“human capital” in economic growth
models. Education levels often are used
as a proxy for the contribution of human
capital to economic development. Shan Li
reports that China’s literacy rate is ap-
proximately 80 percent, though others
cite male literacy rates of 87 percent and
female rates of only 68 percent. In
China’s post-secondary schools, there are
twice as many male as female students,
To maximize human capital, China will
need to invest more heavily in education.

Assuming away politics

Underlying any estimate of sustained
economic growth in China is an assump-
tion that the political situation will remain
stable, and that Beijing will continue as it
has thus far in directing the economy and
quelling social unrest and threats to party
leadership. Most economists agree that if
war, revolution, or some other political
upheaval occurs, all bets are off on the
economy’s growth prospects.

As Jiang Zemin, Li Peng, and other
PRC leaders work 1o solidify their power
bases, they are sure to face several
threats to stability. Division could con-
tinue between those in the leadership
committed to reform, and those who fa-
vor strong governmental control over the
cconomy. Beijing will also have to con-

undermines the establishment of sound
legal and financial institutions, dissatisfac-
tion among China’s citizenry over such a
failure could trn into political opposi-
tion. With so many potential threats to
political stability, then, most projections
of China’s economic growth rest on as-
sumptions that are less than rock solid.

A mixed forecast

Attempts to predict where China's
economy is headed must take into ac-
count a range of determinants of eco-
nomic growth, from the contribution of
inputs such as human and physical capi-
tal, to the roles of technology and factor
productivity growth. Economists have
tried, with limited success, to determine
which key inputs make the greatest dif-
ference between successful and unsuc-
cessful growth stories in different coun-
tries. Some, too, have looked at the
governmental policies that spur growth,
to see if other countries can mimic the
success of so many of the East Asian
cconomies.

China, though, remains in a category
by itself. No other country, emerging
from a generation of central planning,
has enjoyed so much success in imple-
menting an ambitious reform program.
Certainly no other country has the living
standards of 1.2 billion people to con-
tend with—and some analysts point out
that to continue to feed its population,

China has no choice but to continue to
achieve high rates of growth. Though
economists cannot say with certainty
which variables will be more important
to China’s success than others, most
agree that much depends on ongoing
progress in economic reforms that spur
further marketization, despite con-
straints—from diminishing returns to fac-
tor inputs to environmental degrada-
tion—that are inevitable as China's
economic development proceeds.
Perhaps the most encouraging sign, no
matter what obstacles China’s future eco-
nomic growth encounters, is that its lead-
ers are undertaking many of the changes
necessary to keep the economy stable
and capable of sustaining long-term
growth. Although long-term scenarios are
hard to develop with much assurance,
most economists seem to agree on three
points: that China’s high savings rate is
cause for confidence; that its economy
likely will continue to grow faster than
those of industrialized countries; and that
China’s total GDP will surpass that of the
United States in the next century. Most
also would agree, though, that the true
test of success will be whether Beijing is
able to spread this growth evenly
throughout the country, Otherwise, eco-
nomic inequality could undermine both
the economic progress achieved thus far,
and the political stability on which

. . o
China's economic future rests. b
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Through trial and
error, China’s State
enterprise reforms
plot slow but steady
progress

® Lili Liv is an economist at the World
Bank. This article is based on a longer
essay to appear in a forthcoming book
from the University of Michigan's
Center for Chinese Studies, Constructing
China, edited by Kenneth Lieberthal,
Shuen-fu Lin, and Ernest Young. The
views expressed here are those of the
author and do not reflect those of the
World Bank or its affiliates.

n 1978, China put reform of the State-
owned enterprise (SOE) sector at the
core of its ambitious economic reform
program. The objectives were clear: 1o

eliminate State bureaucratic control of

management, instill accountability for
profits and losses, and improve efficiency,
The means to achieve these goals were
less clear, however. Over the past 18
years, China’s leadership has taken a slow
but gradual approach in its quest to trans-
form State enterprises into modern, effi-
cient companies. The various reforms in-
stituted to date have yet to complete the
transformation of China's SOEs into fully
marketized corporate entities, but have
laid important groundwork for the long-
term transformation of the SOE sector.
The leadership’s gradual approach rec-
ognized the difficulties the reforms would
have to tackle. Decades of central plan-
ning left China with a huge and deeply
troubled SOE sector. In 1978, SOEs (not
including collectives) accounted for close
to 80 percent of industrial output and 80
percent of urban and town employment.
Since the various government agencies
controlling an SOE could not possibly
know every aspect of production, the
planning process was driven by bargain-
ing among State agencies and the SOE.
This led to inefficiency and waste, dupli-
cation of investment projects, and stag-
nated technology. Managers and workers
had little incentive to improve efficiency.
Enterprises were eating from the same

big pot (daguofan), regardless of how
much they put in.

The first steps

The initial reform efforts that began in
1978 aimed at granting SOEs limited
management autonomy and financial
benefits. Sichuan Province was the first to
experiment, followed by other trial efforts
elsewhere. Under these experiments,
firms would be allowed to share profits
with the State after plan targets were met.
The retained profits could be used, ac-
cording to specified ratios, at the firm's
discretion for investment and for bonuses
to stimulate workers' efforts. SOEs under
the experiment also enjoyed some free-
dom to make decisions about marketing
and production, but were still responsible
for meeting plan targets.

A number of problems and conflicts
soon developed from these early experi-
ments. Conflicts arose between the small
part of the system that was being re-
formed and the rest of the unreformed
institutional structure. For example, SOEs
participating in the trial reforms found it
hard to market their products, as State
monopolies remained in control of mar-
keting channels. Enterprises could not
trim operating costs by laying off redun-
dant workers, as employment was con-
trolled by local labor bureaus. Moreover,
a firm's profitability might not relate to
management efforts because of the exis-
tence of large price distortions. Plan tar-
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gets and input allocations also hampered
the manager's freedom to make produc-
tion decisions. These constraints on man-
agerial freedom created new opportuni-
ties for managers to bargain with the
State. The decentralization of power
turned into a struggle to gain maximum
benefits. This, in turn, resulted in virtually
no transparency, as formulas for profit re-
tention varied across firms within the
same industry, across industries, and

aACTOSS regions
The next phase

In 1983, the SOE reforms were ex-
panded to focus on taxation, pricing,
and planning, with the goal of creating a
more open and competitive environ-
ment for all SOEs.  Li-Gai-Shui was
launched to change the profit retention
system to a system of taxing income and
product. In 1984, “The Decisions by the
CCP on Economic Reforms” called for
moving China’s economy away from a
mandatory plan toward a guidance plan,
so that the market would play a greater

role in resource allocation. This was

supported by policies to increase further

the role of the non-SOE sector, such as

collective and town and village enter-
prises (TVEs), and to expand foreign in-
vestment and SOE-private enterprise
partnerships.

By instituting more uniform tax rates in
licu of profit sharing, Li-Gai-Shui at-
tempted to minimize the bargaining that
accompanied the profit retention system
and help break down the control State
agencies had over SOEs. Further, Li-Gai-
Shui was intended to correct the impact
of the distorted price structure. The new
system also was motivated by the pres-
sure of declining central revenues, largely
a result of the profits retained by local
governments and enterprises.

Li-Gai-Shui was implemented in two
stages. The first step began in 1983,
when income taxes were levied on
SOEs, with after-tax profits divided into
funds the enterprise could retain and
funds to be remitted to the State. The
second step, begun in late 1984, was
aimed at the gradual introduction of a
complete tax system. Of particular im-
portance to SOEs were the product tax
Profit differen-
tials across SOEs were partly due to the

and the adjustment tax

distorted price structure. For example,
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depending on their use of subsidized
energy and raw materials, some SOEs
stood to enjoy greater profits than other
enterprises. A product tax was thus
levied with differential rates on different
industrial product groups. Products
viewed as having higher profits due to
distorted output/input prices were taxed
more heavily than products viewed as
having lower profits. An adjustment tax
was further levied on about a quarter of
SOEs with higher profitability, aimed at
further reducing profit differentials
caused by price distortions.

Using discretionary administrative in-
tervention to put all SOEs on an equal
footing proved inherently unworkable,
however. In reality, the adjustment tax
ended up being firm-specific, leaving ne-
gotiations to be settled on a case-by-case
basis. Loss-making firms generally were
able to avoid paying taxes, while profit-
making firms were taxed heavily. Though
the deficiencies of the adjustment tax
were recognized, the tax was regarded as
a compromise step between reality and
broader reforms.

Li-Gai-Shui was not an isolated ex-
periment, but part of a wider movement
toward increased reliance on market
forces. Price adjustments and reforms,
an integral part of the move to greater
marketization, began in 1978 with the
State adjusting prices for goods in par-
ticularly short supply, including agricul-
tural products, raw materials, and en
ergy. By 1984, prices for producer
goods outside the mandatory plan were
allowed to float within a 20 percent
margin. Recognizing that sudden price
shocks across the market would prove
disastrous, the government in 1985
adopted a dual-pricing system, which
would prove to be one of the hallmarks
of the Chinese reforms. Output within
plan targets was to be sold at planned
prices, but firms that fulfilled their plan
targets were allowed to sell excess pro-
duction at market prices. Plan targets
were gradually reduced and the scope
of market-determined prices was ex-
panded. By 1993, market-determined
prices accounted for 95 percent of total
retail sales, 85 percent of capital goods
and materials, and 90 percent of agricul-
tural products. Only 5 percent of total
industrial output was subject to manda-
tory planning.
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Meanwhile, a series of proclamations
issued since the mid-1980s further ex-
panded the management autonomy of
enterprises. These were codified into the
Enterprise Law of 1988, In 1992, the State
Council issued the implementing regula-
tions to the Enterprise Law, which explic-
itly provided for noninterference by the
government in the operations of State en-

terprises.
A new search

In the mid-1980s, SOE reform efforts
ignited new and deeper debates on the
issue of separating the State from the
management of SOEs. By this time, the
problems of the partial reforms were ev-
ident. Although by mid-1987 the central
mandatory plan for industrial production
covered only 20 percent of output, many
lower levels of government continued to
increase mandatory targets. Profit reten-
tion and Li-Gai-Shui turned into an ex-
acerbated bargaining process and SOEs
competed for financial benefits and con-

Tax and finance
bureaus, banks, and
other institutions with a
stake in the SOE dll
sought to bargain for
their own position.

cessions from the State. Moreover, in-
vestment, wage funds, and consumption
expanded rapidly, pushing up price lev-
els beginning in late 1984. The expan-
sion was recognized by many in China
to be a result of the weak financial disci-
pline imposed on SOEs, as well as the
poorly defined property rights of the
State sector.

The search intensified for an appropri-
ate management and incentive structure
between the State and firm management

so that the new autonomy of SOEs would
be directed toward improving efficiency,
rather than competing for financial bene-
fits. The country experimented with vari-
ous models, including the capital asset
management responsibility system, share-
holding, and the contract responsibility
system (CRS). Of these experiments, the
CRS expanded most rapidly and by 1988
had been adopted by the majority of
SOEs.

The basic principle of the CRS was a
contract between an SOE and the gov-
emment for delivery of a lump-sum tax
payment for a set time period. Once the
contract was signed, the government was
to separate itself from management deci-
sions about production and the SOE's
managers were 1o be held responsible for
fulfilling the contract. Profits in excess of
the tax payment became the discretionary
earnings of the firm. Beijing hoped that
the new system would stabilize central
tax revenues through fixed-term contracts
with firms.
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But the implementation of the CRS,
too, quickly encountered a number of
problems. The process of reaching agree-
ment on the contract resulted in heavy
bargaining over the firm’s tax base, sub-
sequent tax increases, and other contract
terms. Tax and finance bureaus, banks,
and other institutions with a stake in the
SOE all sought to bargain for their own
position. For example, while the SOE
would be interested in decreasing its tax
base, the finance bureau would seek to
maximize tax payments and reduce debt
service, which was tax deductible; and
the bank’s primary concern was that its
loans be repaid. As a result, contracts
were not uniform, but depended on the
actors and their clout.

The short-term nature of the contracts
also proved problematic. With contracts
usually running just one to five years,
there was little incentive for SOEs to
make long-term investments. The govern-
ment had to compel SOEs to invest by
obliging some firms to reinvest a certain
percentage of their retained earnings.
Contract monitoring and enforcement
were weak, as contracts tended to be en-
forced primarily for profitable firms but
only minimal penalties were levied on
those that failed.

The long road

The accumulated effects of the first
decade of reforms have substantially al-
tered the environment in which SOEs op-

SOEs face a growing
“triangular debt”
problem—they owe
each other as well as
the State-owned
banking system.

erate, but the economic performance of
the SOE sector has been less satisfactory
than expected. Several studies conclude
that SOE productivity growth is lower
than that of TVEs or collectives, which do
not enjoy the preferential treatment given
to SOEs, such as government subsidies,
soft loans, and guaranteed cheap materi-
als (especially oil and electricity), and
must survive on their own in the market
or perish. Even more telling, industrial-
sector SOEs averaged 7.8 percent real an-
nual output growth between 1980-92,
compared to 18.4 percent for collectives,
64.9 percent for small private firms, and
37.2 percent for “others,” a category
which includes medium-sized and large
private firms, joint ventures, and wholly
foreign-owned firms. Over the reform pe-
riod, the SOE contribution to industrial
output decreased from around 80 percent
in 1978 to less than 40 percent in 1994.
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In some instances, the SOE reforms
have yet to yield the intended results.
The reforms have greatly increased man-
agers’ profit motives, for example, but in
many cases SOE managers have to
weigh expected payoffs from seeking
maximum profit against conflicting pres-
sures from government supervisory
agencies (particularly at the local level)
and from workers. Some managers, for
example, put the welfare of their work-
ers first, using eamnings to finance wage
increases rather than capital improve-
ments. Others forge complex relation-
ships with local governments, relying on
local subsidies to sustain loss-making
production, which add to the total value
of output and turnover tax at the local
level. In turn, the firm serves as a reim-
bursement bank for the local govern-
ment's extraneous expenditures on such
things as banquets.

While management autonomy on
pricing, production, marketing, and ma-
terials purchasing within many of
China’s SOEs has increased substantially,
some critical areas of decisionmaking,
such as investment priorities and dis-
posal of capital assets, remained largely
at the government's discretion in the
early 1990s. Efforts to rationalize produc-
tion through mergers and acquisitions
face constraints from government agen-
cies which, as the owners of assets, of-
ten resist the acquisition of firms under
their jurisdiction by firms outside their
jurisdiction. And SOE managers remain
constrained in labor decisions, leaving
many enterprises saddled with excess
workers and onerous wage and pension
bills.

In other instances, parallel reforms
necessary to make the State sector more
efficient have proved difficult to imple-
ment. Though early reforms called for al-
lowing inefficient firms to go bankrupt,
the implementing regulations to the 1986
Bankruptcy Law were slow to emerge.
The government has to weigh carefully
the costs of bankruptcy—loss of jobs and
resultant political pressure—against effi-
ciency gains. Local governments, unwill-
ing to relinquish power and control over
SOEs under their jurisdiction, tend to re-
sist bankruptcy as well. Only about 10
percent of the 1,417 (mostly small) firms
allowed to declare bankruptcy through
the courts between 1988-93 were SOEs.
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The development of labor markets and
social security schemes, both of which
are needed to free SOEs from their labor
obligations, will take some time to imple-
ment (see The CBR, January-February
1996, p.8).

Banking reforms also have been mov-
ing slowly, leaving banks with little in-
centive to ensure their lending is profit
driven. In the early 1990s, about one
third of SOEs were making “explicit
losses” while another third had “hidden
losses,” where apparent profits are wiped
out by crippling debts. Yet SOEs retain
access to direct and indirect subsidies, in-
cluding soft loans, cheap inputs, and
non-collection of tax arrears. They face a
growing “triangular debt” problem—they
owe each other as well as the State-
owned banking system—but by early
1995, no payments were being made on
about one third of these debts.

Deepening reform

In November 1993, the CCP decided to
accelerate SOE reform by restructuring
State enterprises into modern sharehold-
ing companies. This reform was to be
supported by increased moves toward
full marketization. Experiments with
shareholding corporations began on a
limited scale in the mid-1980s and gained
new momentum in the early 1990s. The
official stock exchanges set up in Shang-
hai and Shenzhen in 1990 helped pave
the way for greater shareholding experi-
ments, along with the adoption of the
new Company Law in 1993,

While hopes initially were high that
the shareholding route would solve
many SOE inefficiencies, once again,
problems both old and new already
have begun to surface. Wage pressures,
for example, may divert earnings away
from much-needed long-term invest-
ment. Government supervisory agencies
continue to interfere with sharcholding
firms’ management. And it is still too
early for shareholders to gauge firm per-
formance through the two stock mar-
kets, which have had their share of in-
sider trading and stock manipulation.
Moreover, most SOEs will be restruc-
tured, at least in the medium term, into
limited liability companies rather than
limited liability stock companies. Bank
credit, therefore, rather than share is-
sues, likely will be the dominant source

A major problem that
remains to be resolved is
how to manage State
assets efficiently.

of financing for most SOEs. However,
the deeply troubled State banking sector
is not yet capable of imposing financial
discipline on SOEs.

A major problem that remains to be
resolved is how to manage State assets
efficiently. The leadership is committed
to the dominance of the State sector in
certain industries. The way to imple-

ment more efficient management of

State assets, according to one popular
view, is to establish intermediary institu-
tions to represent the State Asset Man-
agement Commission (SAMC) by hold-
ing shares in SOEs. Such intermediaries
could include State financial institutions,
such as commercial banks, asset man-
agement firms, and investment firms.
The objective of these financial institu-
tions would be to maximize the value of
State assets.

However, the notion of maximizing
the value of State assets could result in
new problems, as these State players
might have a vested interest in the suc-

cess of even non-performing SOEs. For
example, if a financial institution invests
in an SOE which turns out to be failing,
the institution might push for the firm to
merge with another SOE in which it
holds shares, even though a private firm
may be more efficient, and thus a more
rational choice of merger partner. It
might also prove difficult to close down a
financially troubled SOE in which State fi-
nancial institutions hold majority shares.

It is also far from clear that this scheme
would avoid the same type of bargaining
process that occurred during the earlier
reform efforts. Still to be determined is
what type of incentive and monitoring
system SAMC would adopt to hold these
financial institutions accountable for their
investment decisions. If, as is likely to be
the case, these State financial institutions
set up their local branches to hold shares
in local SOEs or the local subsidiary of a
parent SOE, strong local political influ-
ence likely will persist over decisions
such as lending, merger, and asset trans-
fer across firms. Another worry is that lo-
cal financial institutions would monopo-
lize local financial markets, thus diverting
credit away from the non-SOE sector and
leaving SOEs no closer to full account-
ability for their profits and losses. Yet an-
other issue is that the institutional mecha-
nisms are not in place to resolve
potential conflicts among an SOE’s man-
agers, its workers, and the institutional

Establishing Operations in China?

Join Motorola, AT&T, Coca Cola, PPG, and others, and invest
at TEDA (Tianjin Economic Development Area). Located 80
miles east of Beijing, 30 miles from downtown Tianjin, at the
Xingang Port (China’s 2nd largest). China’s premier economic
development area; the China State Council has awarded TEDA
the top position among all its economic development zones. The
land cost is still competitive, and the area offers a wide range of
labor and technical personnel, as well as a highly developed infra-
structure. The leadership of the area has been key in obtaining
rapid approval from the Central Government for large projects.
For companies in the high tech, automotive, chemical and food
industries; TEDA is the answer. For more info call, TEDA
America, Inc. (a wholly owned subsidiary of TEDA) in New
York at: 212-490-TEDA (8332) or fax us at 212-490-8352.

May-June 1996  The China Business Review

23



shareholders. Conflicts could arise, for in-
stance, when maximizing the value of
State assets comes at the expense of clos-
ing the plant.

The context of reform

China’s overall reform path is one of
evolutionary change rather than revolu-
tionary big-bang, in large part because it
is difficult for a society to dissolve its
collective past. The SOE sector is still in
the process of reform, even as significant
progress on other fronts continues to
change the dynamics of the Chinese
economy. The prospect of reforming
SOEs cannot be viewed in isolation,
though, but must be seen in the context
of the growing non-SOE sector and in-
creased market competition in China.
The accumulated effects of China’s sus-
tained efforts to reform its economy
have introduced, step by step, new insti-
tutional elements.

The continued expansion of the non-
SOE sector likely will prove the most im-
portant stimulus for future SOE reform.
The vibrant non-SOE sector has pro-
vided growth and employment, and has
helped build demand for highly skilled
workers and managers. It also has accel-
erated the learning process through
which policymakers, the public, and
growing numbers of enterprises recog-
nize the payolfs from competition.

Other recent moves by the govern-
ment suggest some firm footholds are
being established in the reform effort.
New tax reforms, for example, are mov-
ing China toward a modern taxation
regime. A modern tax system has be-
come a realistic goal, given China’s in-
creasing reliance on markets today.

China's external trade is integrating the
country with the world economy—and
making SOEs aware of the potential ex-
port opportunities for efficient producers.
A more open trade regime creates more
competition for SOEs. In addition, the
abolition of the mandatory import/export
plan leaves SOEs freer to pursue profits
in a more competitive environment. For-
eign investment, meanwhile, continues to
pour into China at unprecedented levels,
bringing new technology and new man-
agement expertise, as well as access to
new markets.

Progress has also been made toward
reforming social security and the wage

Certfain industries,
including banking,
communications,
fransportation, energy,
and mining, will remain
under government
control.

and employment system crucial to mini-
mize the political and social risks of SOE
overhaul, The gradual establishment of
medical, pension, unemployment, and
other social welfare funds will relieve
SOEs of the burden of providing basic
social services. In many cities, the hous-
ing markets, too, are being commercial-
ized, taking this burden off of SOE
shoulders as well.

More difficult tasks that are essential
for the success of SOE reforms are be-
ginning to be tackled, including banking
reforms, bankruptey, and exchange of
property rights. However, there is little
chance of quick success; banking re-
forms, for example, though identified as
a priority, will be particularly difficult to
implement. Bank loans continue to be
used to subsidize SOE losses. Some
economists feel a huge recapitalization
may be necessary, at the cost of per-
haps as much as 15 percent of GDP,
The success of banking reform, in turn,
will be affected by the pace of SOE re-
forms in productive sectors, as loss-
making SOEs will continue to demand
soft loans.

Acquisitions and mergers are begin-
ning to extend to medium-sized and
even large firms. One important step in
the restructuring of SOEs through acqui-
sitions and mergers will be the contin-
ued development of property rights ex-
change centers, of which about 180
existed nationwide in 1994. Set up to fa-
cilitate transfer of idle equipment across
firms, the property rights exchange cen-
ters now cover a wider range of activi-
ties, including the auction of firms and
management contracts. Further develop-
ment of such centers needs to tackle the
segmentation of markets, caused not

only by lack of information and lack of
professional capacity in accounting and
finance, but also by the resistance of
government institutions, including local
governments, to the exchange of prop-
erty rights across jurisdictions.

Over the next few years, the govern-
ment's mission is clear, even if the
course of future reform steps is not yet
fully charted. A pilot project now under
way in 18 cities, according to the State
Economic and Trade Commission
(SETC), will invest heavily in the techno-
logical renovation of some SOEs, but al-
low others to go bankrupt. In March,
SETC Minister Wang Zhongyu reported
that the project had resulted in 366
mergers and 103 bankruptcies by De-
cember 1995—and the loss of 1.4 mil-
lion SOE jobs. But both bankruptcy and
mergers will face increasing social pres-
sure resulting from massive layoffs and
the resistance of government agencies
unwilling to relinquish their jurisdictional
power over their SOEs,

Under the Ninth Five-Year Plan,
which commenced in January 1996, SOE
reforms will focus on transforming the
top 1,000 firms into “the pillars of the
national ¢conomy.” According to the
plan, these 1,000 large and medium-
sized SOEs account for 66 percent of to-
tal SOE earned profits and 51 percent of
net SOE assets. Certain industries, in-
cluding banking, communications, trans-
portation, energy, and mining, will re-
main firmly under government control.
Other industries, including light industry
and textiles, will likely see a gradual
withdrawal of State support. The 18-city
experiment, meanwhile, will expand to
50 cities this year, with medium-sized
and small SOEs encouraged to merge or
reorganize as joint-stock corporations.

Further SOE reforms, thus, are likely
to be gradual. Tt is of vital importance for
the leadership to maintain the growth
momentum of the non-SOE sector to
sustain not only output and employment
growth but also popular support for SOE
reform. Policies and laws to encourage
fair competition between SOEs and non-
SOEs will be critical. Many within Chi-
nese society have vested interests in the
perpetuation of the SOE sector, making it
more important than ever for the leader-
ship to press the reforms forward at a
steady pace. %
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Mountains of Gold

<\

B Min Chen and David W. Martin

Western-trained
managers bound for

China will find no

shortage of job offers

B Min Chen is an associate professor
at the American Graduate School of
International Management
(Thunderbird) in Glendale, Arizona.
David W. Martin is director of employer
relations at Thunderbird.

alifornia’s gold rush in 1848-49
sparked the first great wave ol
Chinese emigration to  the
United States, Tmmigrants in the
19th century arrived hoping to strike it
rich in San Francisco, aptly named Jin
shan, or “mountain of gold,” in Chinese.
Today, many young Chinese see a de
gree from an American university as their
ticket to success. Upon graduation,
though, the fortunes to be made lie in
creasingly back in China itself, particu
larly in the growing number ol foreign
ventures in Beijing, Shanghai, and
Guangzhou. As PRC students complete
business programs abroad, companies
with operations in China are finding that
the pool of managerial talent for their
China ventures is growing. Tapping into
this new talent—and paying enough
“gold” 1o keep managers on staff for the
long term—will help these ventures ce
ment their success
In a 1995 Windham International study
of global relocation trends and the chal
lenges companies face expanding inter-
nationally, approximately 45 percent of
the 138 multinational companies sur-
veyed listed the PRC as the most com
mon posting for new hires. As more and
more multinational corporations expand
their business in China, demand for man
agers continues to exceed both the sup
ply of Chinese managers who have
worked in the West and the ranks of ex

patriates with experience in Chinese cul-
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ture and local business practices, The
shortfall in managers is making hot com
maodities of Chinese who have completed
Masters in Business Administration (MBA)
programs in the United States, Compen
sation levels for foreign-invested enter-
prise (FIE) managers have risen in lock
step with the demand for foreign-trained
managers able to succeed in the PRC
business environment. In general, both
experienced foreign managers working in
the PRC and new China-bound profes
sionals command handsome salaries

Born in the PRC

In the past, many foreign companies
recruited non-mainland Chinese man
agers to run their PRC operations. This
strategy rarely yielded the desired results,
however, primarily because non-PRC na
tives generally lacked an understanding
of the peculiarities of the PRC business
environment. Companies also found it
difficult to persuade Hong Kong and Sin-
gapore nationals to move to the PRC,
Many Hong Kong executives, in fact, pre-
ferred to commute home cach weekend
from the factories they managed on the
mainland, rather than relocate to China.

Over the past decade, the increasing
number of PRC students studying over-
scas has broadened the pool of appli
cants for FIE managerial positions. Multi
national companies are now cager 1o
recruit mainland Chinese students at US

husiness schools because these students,
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who often complete internships at US
companies as part of their graduate train-
ing, are accustomed to Western business
styles and have an obvious advantage in
their language skills. Many Chinese stu-
dents attending graduate schools in the
United States also rank among the PRC’s
best and brightest, having survived a rigid
selection process to win the chance to
study abroad.

As more US companies make plans to
include a manufacturing base in China as
part of their global operations, these
firms are looking to hire PRC nationals
with the skills to fill managerial positions
in marketing and sales. Other PRC citi-
zens with Western business credentials
and know-how are hired to oversee fi-
nance, accounting, and general produc-
tion at FIEs in China. Many multinationals
also are eager to hire Western-trained
“golden youth®—the sons and daughters
of senior PRC government officials—who
can use their government and business
contacts to the FIE's advantage.

While some FIEs seek Chinese man-
agers with the eventual goal of localizing
the venture's entire operations, others
hire local managers based on straight cost
considerations. According to a recent arti-
cle in The Wall Street Journal, one mid-
level official agreed to manage a large
Canadian company’s Beijing office for a
pay package totaling about $26,000, a 27-
fold increase over his Chinese govern-
ment salary. A US expatriate who had
been approached about the job opted for
a competing offer of over $200,000.

A tough sell

Tales such as this no doubt reinforce
the belief among some hiring managers
that they can offer PRC nationals who
have earned MBAs abroad smaller com-
pensation packages than those offered to
expatriates. As justification, these firms
assert that PRC natives, even if they have
Western credentials, will accept smaller
salaries than those demanded by expatri-
ates. Corporate representatives also point
out that compensation levels should re-
flect the local cost of living, which is of-
ten significantly higher for expatriates in
countries like China. The foreign compa-
nies contend, for example, that housing
costs are lower for PRC nationals, who
have greater options of where, legally,
they can reside. Many of these overseas-

Many multinationals
also are eager fo
hire Westernrained
“golden youth.”

trained Chinese, however, are growing
resentful of the fact that they may some-
times be offered less than their US, Singa-
pore, or Hong Kong classmates vying for
similar positions in China.

As multinational companies hire more
overseas-trained PRC nationals to staff
their China ventures, a few firms have
tried to institute the concept of a “global
compensation” package. Under this
framework, companies invite PRC and
other foreign nationals who have just
graduated from US MBA programs (o
work in the United States, usually for one
year of practical training. While in the
United States, the employees are paid
salaries consistent with those of their
American associates. Upon successful
completion of the training period, the for-
eign nationals relocate to their home
countries. However, once the PRC na-
tional returns to China, for example, the
company reduces his or her salary to a
level perhaps only 30-40 percent higher
than the amount a local hire would typi-
cally receive. Under such a package, the
PRC national thus would receive a salary
several times smaller than that paid to an
expatriate. Not surprisingly, many main-
land Chinese trained abroad have labeled
local cost-based salary packages unfair
and claim that such low salaries would
prevent them from paying off graduate

school debts.
Surveying the field

A recent Thunderbird survey of US
corporate recruitment practices provides
some insights to the types of compensa-
tion packages extended to MBA gradu-
ates hired to work in the PRC. Corporate
hiring practices and expectations were
examined by asking specific questions on
each company’s experience in meeting
staffing needs, its future hiring plans, and
the basic elements of the firm's compen-
sation packages for positions in China.
The 12 company responses received sug-
gest that US firms have yet to adopt a
uniform approach to local versus expatri-

ate compensation. The survey results,
however, suggest several findings about
the recruitment process:

Bl A pool of well-qualified candidates
US firms report a high level of success in
identifying and recruiting qualified can-
didates. Two-thirds of those responding
to this question reported their recruit-
ment efforts as “good”; only one com-
pany rated its hiring experience to date
as “poor.” Six of the firms had hired
MBA graduates for positions in China
within the past two years and most of
the survey respondents planned to hire
MBA graduates for their China ventures
within the next two years. In contrast to
reports that US firms are plagued by
high employee turnover in China, none
of the survey respondents indicated any
difficulty retaining employees. Three
companies even reported retention rates
of 100 percent. However, the apparent
success of the surveyed firms in avoid-
ing personnel problems is perhaps due
to the fact that the survey was con-
ducted less than six months after these
firms had hired a new class of MBA
graduates,

B A preference for hiring PRC nation-
als In terms of preferred country of ori-
gin, 60 percent of the companies sur-
veyed noted they would elect to hire
MBA holders from mainland China, while
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20 percent of the respondents would opt
instead to employ ethnic Chinese gradu-
ates from Hong Kong, Taiwan, Singa-
pore, or elsewhere in Asia. The remain-
ing 20 percent would choose to hire
US-born MBAs. When hiring non-Chinese
citizens, companies were most concerned
that their new hires be proficient in Man-
darin and able to adapt quickly to main-
land culture.

B Strong demand for sales and mar-
keting staff Most of the respondents had
hired recent MBA graduates to fill sales
and marketing positions in the PRC.
Forty-two percent of the surveyed com-
panies also intended to hire MBA gradu-
ates for accounting and finance-related
jobs, while another 42 percent planned to
hire MBAs to take on responsibilities in
operations and production management.
B Little emphasis on repatriation and
relocation Somewhat surprisingly, none
of the companies surveyed had devel-
oped a formal program to help managers
relocate to the United States upon com-
pletion of their assignments in China. For
Chinese graduates of US business schools
hoping eventually to emigrate to the
United States, an offer from a US firm that
lacks a relocation program would be less
desirable than an offer from a firm that
does, particularly if the Chinese graduate
does not have a green card and the legal
right to live and work permanently in the
United States. On the other hand, some
young American MBA graduates may

view the lack of a formal repatriation or
relocation program as a good opportunity
to build a long-term career managing the
operations of a US company in the PRC.

Somewhat
surprisingly, none of
the companies
surveyed had
developed a formal
relocation program.

B Insights on compensation When
asked about the terms of compensation
for their new hires, half of the employers
participating in the survey reported that
their salary offers for PRC positions incor-
porated elements of both expatriate and
local employee salary packages. Some
firms, for example, offer PRC MBAs the
same base salary as expatriates, but pro-
vide smaller housing allowances to Chi-
nese nationals. The next most popular
approach (42 percent) was 1o extend an
expatriate package to both PRC and US
nationals hired for positions in China.
Only one company offered its MBA hires

a purely local package—a salary of ap-
proximately $20,000 and a modest hous-

ing allowance. None of those surveyed
had adopted the global compensation
strategy.

Future trends

In the short term, the global compen-
sation approach likely will remain un-
popular due to the current shortage of
Western-trained managers in China (see
box), Towers Perrin, a management
consulting and actuarial firm, estimates
that this personnel shortage will con-
tinue throughout the remainder of the
decade. High inflation rates and frequent
employee turnover in the PRC also
should continue to push up executive
compensation levels over the next few
years,

Chinese graduates of US business
schools, as well as their US and Asian
classmates, likely will continue to com-
mand premium salaries. Thunderbird
graduates hired to work in China, for ex-
ample, are being offered starting salaries
in the $30,000-570,000 range. Total com-
pensation packages for new hires, more-
over, often amount to two or three times
the actual salary figure. For example, one
PRC national who recently graduated
from Thunderbird took a marketing posi-
tion in rural China at an annual base
salary of $55,000, along with a yearly
$55,000 housing allowance. Another re-
cent Thunderbird graduate from China
joined a US company's China operations
for $45,000 in base salary, plus a $40,000

Commanding Top Dollar

PRC nationals who have Western train-
ing would be well-advised to shop
around when looking for jobs in East
Asia. A 1995 international compensation
study sponsored by 27 multinational cor-
porations with operations in China sug-
gests that there is a wide discrepancy in
the compensation offered 1o local Chi-
nese employees and expatriates working
in the PRC. In this study, salaries and
other benefits provided to veteran manu-
facturing and sales managers who are
PRC nationals averaged approximately
§21,000, while the average compensa-
tion—including salaries, bonuses, and
commissions—for Hong Kong expatriates

with 5-10 years’ experience working in
China was nearly $86,000.

The more recent Thunderbird survey
suggests that US-trained Chinese MBAs are
becoming increasingly selective in accept-
ing jobs in the PRC, generally rejecting
positions in which they would be classi-
fied as local hires or offered considerably
smaller compensation packages than ex-
patriates. The average base salary offered
to new MBA graduates by respondents to
the Thunderbird survey was just over
$45,000. Almost a third of the companies
offered bonuses or commissions ranging
from 10-50 percent of an employee’s base
salary. In addition, more than half of the

companies provided substantial housing
subsidies and company cars complete
with drivers. Factoring in conservative es-
timates for these benefits, the basic pack-
age, which includes base salary, housing
allowance, and company car, for these
new hires averaged approximately
$60,000 per year. Less than 10 percent of
the companies surveyed awarded signing
bonuses, hardship subsidies, or family ed-
ucation subsidies for China-bound em-
ployees, but most survey respondents ei-
ther provide or plan to provide employees
with cost-of-living adjustments to account
for China's high inflation.

—Min Chen and David W. Martin
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housing and travel allowance, and the
possibility of earning a $10,000 perfor-
mance bonus in his first year. One Ameri-
can-born Chinese who graduated from

Thunderbird accepted a lucrative offer of

$150,000 in total compensation from a US
construction firm. One non-Chinese
American who speaks fluent Mandarin
recently was offered $220,000 in compen-
sation for a management position in a US
company's Shanghai office.

Given the high cost of staffing China
ventures, employers would do well 1o
hire and train MBA graduates and offer
sufficient incentives to keep them on
board for the long term. To shorten the
search for PRC managers familiar with
Western business practices, US employers
should look to recruit from graduate
business programs at US business schools
that offer concentrations in international
business and attract a relatively high pro-
portion of foreign students.

Though FIEs are hiring more US-
trained Chinese MBA graduates than in
the past, US-born and -educated MBAs
also will continue to be recruited in large

FIEs expect to continue
hiring increasing
numbers of expatriate
managers over the next
five years.

numbers. A recent survey by executive
search firm Korn/Ferry International
found that FIEs expect to continue hiring
increasing numbers of expatriate man-
agers over the next five years. For the
most part, the FIEs that responded to the
Korn/Ferry survey had no plans for full
localization of management until well
into the next century. Another survey,
conducted by the National Foreign Trade
Council in 1994, reported similar findings:
60 percent of the US companies respond-
ing indicated that they planned to con-
tinue hiring expatriates for their China
ventures through the end of the decade.
Over the next few years, smaller manu-
facturing firms and service companies

likely will continue to flood into China,
making it unrealistic to assume that the
demand for skilled staff, whether PRC or
Western, will ease.

The strong demand for China man-
agers makes it critical that US firms think
carefully about their hiring priorities. The
Windham International study ranks China
second only to Japan as the country most
often cited for producing assignment fail-
ures, blaming these failures on family,
lifestyle, and expatriate work-adjustment
stresses. FIEs would be wise to establish
well-defined, China-specific hiring and
compensation policies to attract and re-
tain competent personnel.

In the future, companies providing
compensation packages that prove unat-
tractive to PRC nationals may find them-
selves unable to compete with a firm that
recognizes the value of a Western-trained
PRC national. Only firms that offer similar
compensation packages to expatriate and
PRC managers with comparable qualifica-
tions will be able to attract the best per-
son for the job—and avoid falling behind

-4

the competition. 7
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Putting Ch

M Joseph Scarry

Marketing efforts
should target what
China’s urban
consumers value
most

W Joseph Scarry is president of

Argonaut Export Marketing, Inc. in
Chicago.

ccording to a recent Weight
Watchers survey, most Ameri-
“would rather have a
healthy body and an adequate

cans

income than live the rest of their lives fat
but rolling in dough.” Nothing could form
a starker contrast to the situation in China
today. Everything we see and read sug-
gests that the Chinese are uniformly intent
on making money. Press reports are rife
with detailed accounts of the PRC's new
consumers—the urban citizens who have
more money to spend on consumer
goods and services than ever before.

To target this increasingly wealthy con-
marketing
personnel need to understand the values

sumer segment effectively,

that motivate the typical urban resident to
spend his or her disposable income. The
growing body of survey data on China’s
consumers suggests that consistent pat-
terns guide how these consumers spend
money on their children, themselves, and
their households (see p.32).

Market research has never been easy to
conduct in China, but several surveys are
beginning to shed new light on consumer

priorities in the PRC (see p.34). A poll of

Chinese consumers released last spring by
the Gallup Organization (see The CBR,
September-October 1995, p.19) asked re-

spondents to choose from among a list of

goals for which they would aim if they
were given a large sum of money such as
a bonus, and what their savings goals
were. In 1993, Argonaut Export Market-

ren First

ing, Inc.’s survey of Shanghai consumers
asked respondents how they would
spend a one-time ¥300 ($36) windfall. An
earlier survey by Godwin C. Chu and
Yanan Ju, the 1985 Great Wall in Ruins
report, asked respondents to select their
priorities from a list of 14 life goals.

Each of the three surveys included
sections revealing parental attitudes to-
ward providing for the needs of their
children and themselves; saving for the
future; spending on “treats” for the fam-
ily; acquiring household durables and
improving the quality of their housing;
and investing in their future earning po-
tential. In certain categories, overall re-
sponses were consistent from survey to
survey, indicating that each survey's
questions tapped into well-established
Chinese values. In other categories,
however, responses were not as consis-
tent from one survey to the next, imply-
ing that the questions were not framed
in a way that struck a chord with the
Chinese respondents, or that consumers
hold a variety of views on spending in
these areas.

Categories concerning spending for
children’s needs, spending on oneself,
and using discretionary income to build a
nest egg showed highly similar responses
across all three surveys, suggesting that
these views are strongly held among
China’s consumers. Three other cate-
gories—treats for the family, household
appliances and other durable goods, and
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housing improvements—muanifested only
moderate agreement, indicating a wider
range of consumer preferences. The sec-
tions on personal and business invest-
ment, meanwhile, showed minimal
agreement across the three surveys, per-
haps because investment activities are
still very new o the average Chinese and
strong, preferences have yet to take root.

What children need

Review of the data in the three surveys
makes clear that providing for children’s
needs tops the list of spending priorities.
The importance placed on children likely
stems from both Chinese cultural tradition,
which holds that childlessness is one of
the waorst forms of “unfilial behavior,” and
the modern one-child policy that often
leads o the “lile emperor”™ syndrome of
parents lavishing attention on their one
and only child. In contrast, providing for
one's own needs ranked just as consis-
tently at the bottom of respondents” priori-
ties. This may be a direct reflection of two
long-standing Chinese characteristics: prac-
ticality and asceticism. Despite the coun-
try's nascent consumer culture, it seems

that the typical Chinese consumer has an

Parents search for

products offering
superior quality

when buying for
their children.

internalized need 1o appear humble and
selfless—likely a consequence of the com-
munist-era focus on the needs of the
group rather than those of the individual,

A child's development is a common
priority in many cultures. In China, as ed-
ucational options broaden, parents in-
creasingly view their children’s education
as the utmost priority, regardless of the
cost. In some ll]']'l;!n daraas, ]'IZII'L‘I1lh can
now send their children to “magnet”
schools, which promise a better educa-
tion but charge higher tition than the lo-
cal neighborhood school and demand
up-front enrollment fees of up to ¥50,000
(56.000). Elementary school tuition at
these magnet schools currently ranges
from ¥2,000-¥10,000 ($240-$1,200) and

junior high school can cost as much as

Y6,000 per year. Nonetheless, many par-
ents are willing to use their disposable in-
come 1o pay for private schooling,

such strong family values carry over
into the marketplace and, therefore, consti-
tute valuable intelligence for those selling
goods and services in the PRC. The China
market offers opportunities in virtually all
spending categories related o children’s
needs, because when it comes to con-
sumer goods in this area, Chinese parents
and grandparents can be expected 1o ex-
press a strong preference for products that
offer an edge. They will invest the time
and effort to scarch among product offer-
ings for some evidence of superior quality
before choosing which products and ser-
vices in a given category to purchase.

In sharp contrast to the strong empha-
sis consumers in the PRC place on meet-
ing children’s needs, they place a low pri-
ority on their own wants and needs
While it would be difficult to confirm this
attitude by enumerating the products Chi-
nese consumers don t buy for themselves,
the low-priced, mass-produced products
they do tend 1o buy perhaps reveal their
values. Shampoos and other personal hy-

giene goods, for example, have become

Survey fo Survey

The questions and responses from the
spring 1995 Gallup survey, the 1993 Arg-
onaut survey, and the 1985 Great Wall
survey were analyzed according to
seven key categories of consumption
priorities. The level of consistency of re-
sponses within each category was deter-
mined by comparing, across the three
surveys, the number of responses each
category received. For example, respon-
dents in all three surveys listed savings
as a primary goal, so savings can be
considered a top priority. By contrast,
respondents did not uniformly select
spending on household necessities as a
priority. The Gallup respondents put
household appliance purchases in the
middle- to top-priority range, while Arg-
onaut respondents ranked appliance
purchases near the bottom.

The surveys took different approaches
to get at the fundamental motivations of
Chinese consumers. The Gallup survey

read: “Below is a list of different ways
people might use the money if they re-
ceived a large sum from a bonus or
some other source. Which of the follow-
ing purposes, if any, do you think you
would use the money for?” Gallup also
asked respondents to choose from a list
of savings goals. Argonaut questioned
respondents, “Imagine you had an extra
¥300 [$36] available to spend. How
much would you spend on each of the
following [six choices]?” The Great Wall
queried, “What do you want most in
life?” and asked respondents to select 5
out of 14 possible answers. Three main
patterns emerged from the three sur-
veys:

B Providing for children’s needs
Gallup respondents ranked saving for
children’s education or marriage as a top
priority. Argonaut respondents would
spend as much as ¥76 on something their
child needs. Great Wall respondents said

one of their top goals in life was to raise
“successful” children.

B Savings Gallup respondents said they
would allocate more income to family
savings if given a large sum of money.
They also said it was important to save
more money for medical and old-age ex-
penses. Argonaut respondents ranked
spending part of a ¥300 bonus on savings
as a top priority. The Great Wall study
did not query savings preferences.

B Providing for one’s own needs For
Gallup respondents, spending a bonus
on clothing, jewelry, leisure, travel, or en-
tertainment ranked at the bottom of the
list of priorities. Argonaut respondents
ranked at the bottom “getlting] something
special for themselves.” And among
Great Wall survey respondents, only 13
percent said their goals in life were “a
comfortable life” or “adventure.”

—Joseph Scarry
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very popular in China's adult consumer
market. Though China has plenty of do-
mestic brands of soap and shampoo,
joint-venture brands selling for ¥5-¥10
(5.60-51.20), though more expensive than
local brands, sell particularly well.

The biggest factor in the marketability of
these personal care products seems to be
that prices are low enough to keep Chi-
nese adults from feeling indulgent at the
expense of their children’s needs. In addi-
tion, such products last a while, so con-
sumers feel they get value for their money.
Lending credence to the hypothesis that
China’s consumers tend not to want to call
attention to themselves, cosmetics compa-
nies have had more success selling skin-
care products than color cosmetics (see The
CBR, September-October 1995, p.34). Mar-
keting mass-produced, utilitarian products
toward cost-conscious adults who tend not
1o want to stand out from the crowd also
is more likely to be a successful strategy
than marketing such products toward chil-
dren, who, parents believe, require more
specialized products.

To save...

China historically has been a nation of
savers—at approximately 40 percent of
GDP, China's savings rate currently is

Though many Chinese
value fiscal restraint,
visits to fastfood
restaurants have
become the family
outing of choice.

second only to that of Singapore. Re-
spondents in all three surveys consis-
tently said saving was a top priority.
While none of the surveys break down
savings categories, China's citizens seem
to place a fairly high priority on accu-
mulating savings in an inflation-proof
form and require incentives to keep
their money in the bank. For example,
many Chinese rushed to buy gold when
first given the opportunity in 1994, with
the result that China is now one of the
world's largest importers of gold. Mean-
while, PRC banks, operating in an econ-
omy where inflation last year hovered
around 15 percent, have been forced to
subsidize for inflation losses to keep de-
positors from withdrawing their savings.
Chinese consumers are likely to con-

tinue saving at high rates, even as more
and more products become available on
the domestic market.

...or fo spend

Other priorities showed far less consis-
tency among the surveys, reflecting more
fluid atitudes among Chinese consumers.
Treating the family and acquiring house-
hold necessities ranged from middle to
hottom priority. The impulse to treat the
family to gifts or other special outings re-
ceived a varied response, likely reflecting
a lack of consensus among parents over
how to allocate family resources. Visits to
fast-food restaurants like McDonald’s and
Kentucky Fried Chicken have become the
family outing of choice, despite the fact
that a meal there can be more expensive
than the local fast-food equivalent, and
many Chinese value fiscal restraint. How-
ever, these popular US fast-food chains
can attribute their success in China in part
to the fact that they appeal to the Chinese
tradition of the family feast.

Goods that do not appeal to such
deep-rooted family customs are less
likely to be marketed successfully as spe-
cial treats for the family, A box of fancy
chocolates or a novelty toy would not fit
with Chinese perceptions of a shared

Keeping Tabs on the Chinese Consumer

The following is a sampling—but by no means a compre-
hensive listing—of consumer surveys and compilations of
lifestyle data undertaken in China in recent years.

* Argonaut Export Marketing, Inc. surveyed 250 Shang-
hai consumers by mail in 1993, focusing on how respon-
dents would spend a one-time ¥300 ($36) windfall.

e China Market Survey and Research Center uses the
PRC State Statistical Bureau’s polling network of 30,000
households in 145 cities and 60,000 rural households to con-
duct surveys.

¢ Godwin C. Chu and Yanan Ju surveyed 2,000 respon-
dents, mostly from metropolitan Shanghai, on their life goals.
The results were published in The Great Wall in Ruins: Com-
munication and Cultural Change in China and To See Our-
selves.

e Elle In its June 1993 readership survey, the magazine
polled Elle China readers on education, income, occupation,
and spending patterns.

¢ Far Eastern Economic Review surveyed 789 PRC cou-
ples on who takes care of housekeeping, shopping, and

June 1, 1995, issue.

other household chores. The results were published in the

e Gallup China interviewed 3,429 Chinese consumers na-
tionwide at home, in person, between May-September 1994
» Grey Advertising and A.C. Nielsen/SRG China survey
consumers on their buying preferences and on such issues
as price sensitivity. Nielsen/SRG plans to begin a television
rating service in Beijing, Guangzhou, and Shanghai this year.
» Profile of China Markets: Complete Market Dala on
Spending Patterns of 1.1 Billion Consumers in China,
by Hessler Lee, used national demographic, income, and
consumption data from 1991-92 to create profiles of Chinese
spending patterns.
s Leo Burnett Co. conducts bimonthly surveys of Chinese
consumers in six cities.
» Roper Starch Worldwide surveyed China as part of a 40-
country 40,000-person survey of shopping styles and atti-
tudes toward advertising.
¢ J. Walter Thompson has conducted research in major
cities on annual household income levels.

—Joseph Scarry
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family event, so marketing these as goods
for the whole family may turn an ambiva-
lent buyer into a disinterested one. Mar-
keters of a brand of pizza, for example,
might be more successful if they empha-
size to parents the nutritional value of
pizza and stress that while their children
might think they are getting a treat, they
are really eating a healthy meal.

The “family value” of a particular good
also is reflected in attitudes toward other
purchases. Respondents ranked the pur-
chase of household items such as appli-
ances, electronics, and other durables for
the home low on their lists of priority
purchases. The one home purchase that
emerged as most important was the tele-
vision, which lies at the center of modemn
family life in China to an even greater ex-
tent than in the United States. In 1979,
there were an estimated 5 million televi-
sions in China. By the end of 1995, that
figure had grown to 250 million. Other
appliances, such as air conditioners and
even personal computers, are not seen as
promoting family time and, thus, will
probably not sell well if linked to a fam-
ily-centered campaign.

Uncharted waters

When it comes to buying for the home,
respondents demonstrated varying priori-
ties. An informal review of the data sug-
gests appliances and home improvement
goods and services ranked high relative to
storing up on necessities or building a
new house, which were lower down on
respondents’ lists. Future surveys that fo-
cus on home purchases certainly will add
greater detail to this picture. For now,
though, it appears that attitudes on buy-
ing for the home may be swayed by ef-
fective marketing campaigns. For exam-
ple, a marketer of vacuum cleaners in
China might avoid using the image of a
“happy housewife” who treats her family
to a clean home, and instead suggest that
vacuuming is essential to providing the
dust-free, hygienic environment growing
children need. Another strategy could in-
volve emphasizing the quality of the mar-
keter's vacuum over other available vacu-
ums on the market that might tend to
break down or do an inadequate job, and
thus are a waste of money compared to

Investment-related
activities consistently
received fairly low

priority.

mally does not resonate in these sur-
veys, in which respondents took moder-
ate positions when asked about invest-
ment. Investment-related activities,
ranging from investing in one's business
to investing in oneself through educa-
tion, consistently received fairly low pri-
ority. One explanation for the discrep-
ancy between the apparent eagerness to
invest and the contradictory survey re-
sults could be that the less tangible,
practical, or culturally appropriate a
product is, the less inclined a Chinese
consumer will be to part with his or her
money. Chinese consumers today seem
interested in investing, but cautious
about the actual commitment of funds to
a vehicle that carries substantial risk. It
may be simply too early for the Chinese
population to have firmly established
ideas about the risks and benefits of in-
vestment. Marketers, perhaps, could find
it worthwhile to present certain goods,
such as personal computers, as an “in-
vestment” in the future well-being of a
young son or daughter.

Some purchasing trends, however,
belie the lukewarm survey results, sug-
gesting that the Chinese consumer is be-
coming more interested in investing in
his or her own earning power. For in-
stance, despite the long fashion drought
in China, Chinese consumers today are
spending their money not on frivolous,

high-style fashions but rather on practi-
cal, professional-looking working attire.
Similarly, many Chinese can think of no
better investment than learning English.
Several US publishers are currently in
the process of developing English as a
Second Language programs to market in
China.

More to come

In many ways, the Chinese remain
choosy buyers. As the variety of goods
and services proliferates, it will be essen-
tial for marketers to communicate prod-
uct benefits in terms that will appeal to
consumer values and differentiate a
product from its competition. For exam-
ple, a Chinese company marketed its
Wahaha nutritional supplement success-
fully in 1993 as a product beneficial to
children’s health. In the United States, in
contrast, the same supplement would
more likely be marketed as an energy
bar, to appeal to the free-spending, ath-
letically inclined yuppie.

Close analysis of these types of surveys
will be of increasing importance to con-
sumer goods companies eyeing the
growing China market. In particular, the
findings of the three surveys reveal that
Chinese consumers may be receptive to
carefully planned marketing efforts when
faced with a decision on whether to use
extra household funds for family fun or
long-term security. As PRC citizens be-
come more educated consumers, busi-
nesspeople who brave the China market
will need a thorough understanding of
contemporary Chinese values and priori-
ties to make sure their message gets
heard—and their products get market
share. 7.

Resources for China Trade

* American Business in China, 1995/96 (free brochure)
Includes directory of U.S. firms operating in China

* China Trade Mailing List (2,000+ names available for rent)
List of U S firms interested in doing business with China

* China Directory Marketplace (latest English editions)
Includes yearbooks, yellow pages, and business directories in
computers, electronics, chemicals, medical devices, etc.

the advertised brand. 2251h Place

¢l 310-325-0100

Forrance. CA w0303

310-325-2583
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The unqualified enthusiasm about in- Fax

vesting that urban Chinese profess infor-
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PACKAGIN G

B John W. Wichterman

As PRC output grows,
so does the demand
for packaging

W John W. Wichterman is vice presi-
dent, international sales, for Oak Tree
Packaging Corp.
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PROIJECT

espite great emphasis in China
on 1ne t‘L'.!\ing pre wduction across
all industrial sectors, many PR(
factories place a low priority on
how the final output is packaged. The
PRC packaging industry has lagged be-
hind Western packaging standards, in
large part because Chinese enterprises
have not considered functional, attractive
packaging to be an essential marketing
tool. State enterprises, in particular,
tended to devote few resources to pack-
aging or shipping their end products,
since their output traditionally faced little
competition on the domestic market. With
the explosion of the consumer goods
market in China—and the meteoric rise in
Chinese exports—PRC companies, 10 stay
competitive, now must pay more atten
tion to how their products are packaged,
A high-quality carton signals consumers
in China and abroad that a high-quality
PRC product lies inside
Oak Tree Packaging

Corp., based

NOTEBOOK

Yo

N4

in Montvale, New Jersey, is the first and
only US firm to date to open a folding
carton plant in China. Fujian Oak Tree,
Oak Tree's joint venture with Hong
Kong's Growth-Link Trade Services Co.,
Ltd., began producing folding cartons in
Putian, Fujian Province in March 1995.
T'he venture came about as a result of a
1992 meeting between Oak Tree Presi-
dent and CEO Robert Chandler and
Growth-Link principals in Hong Kong.
Because of Oak Tree's reputation in the
packaging industry, Growth-Link felt that
the New Jersey firm would be an ideal
partner. Two years later, in May 1994,
the two partners entered into the Fujian
joint venture to produce folding cartons
for Nike running shoes and other PRC-
made goods.

Though Oak Tree itself only began op-
erations in July 1991, the young parent
company has become a leading indepen-
dent packaging firm in the United States.
Founded by Chandler and Exec-
utive Vice President for
Sales Paul Cioffi, former
colleagues at the Fed-
eral Paper Board Co.
with more than 70
years' combined experi-
ence in the packaging
industry, Oak
Tree produced
nearly 23,000
tonnes of fold-
ing cartons
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and tallied $42 million in sales through its
domestic operations last year

Tight competition in the US packaging
industry was one reason Oak Tree sought
new opportunities abroad. And with the
PRC home to the joint ventures of many
large consumer product multinationals,
China appeared to be a ripe market for
folding cartons. The Putian factory
shipped its first cartons in March 1995
and within a few months was running
comfortably in the black. The plant

Computer-aided
drafting (CAD) designs
are sent from Montvale

via modem fo Fujian
Oak Tree and the three
US plants.

production process as needed to ensure
customer satistaction. Pressmen con-
stantly monitor the production process to
detect irregularities. Workers also inspect
incoming paperboard and inks thor-
oughly for defects. Spoilage rates for car-
tons at the Putian plant fall well within
US industry standards.

For the most part, Fujian Oak Tree uses
the same materials as Oak Tree's three US
plants. Fujian managers source from the

same network of US suppliers for

now manufactures packaging prod-
ucts for many China ventures, in-
cluding Bristol Myers Squibb Co.,
Nike Inc
All of the venture's

Sara Lee Corp., and
Beck's Beer

output is sold in the PRC.

A link to the coast

Construction of the Fujian Oak
Tree plant began in June 1994. The
modern $3 million, 40,000-sq fi fac-
tory is located in the port city of
Putian, eight hours by road north-
east of Hong Kong. Putian’s prox
imity to the coast facilitates the dis-
tribution of Oak Tree cartons to
Sino-foreign joint ventures in both
Guangzhou and Shanghai

All of the plant’s equipment is
imported from the United States,
allowing Fujian Oak Tree to offer
its customers in China the latest in
modemn folding carton technology.
The plant employs a complete line
of finishing equipment for folding
and glueing, and can accommo-
date window material applications
which allow consumers to see the
goods inside the folding carton. Modern
presses provide high-quality color print-
ing capability. The factory also boasts a
large paperboard sheeter capable of han
dling up to 75-inch rolls, making it easier
to customize the size of a paperboard
sheet. Sheet cutting is accomplished us-

ing laser dies on Bobst cutters
The custom approach

A major factor in Oak Tree's ability to
produce durable and attractive cartons in
a country where the packaging industry
is just emerging is the company’s central-
ized design system. All structural and
graphic designs for the Fujian plant’s
products—and designs for Oak Tree's
three domestic plants in Connecticut,

Oak Tree’s Putian plant manufactures a variety of
folding cartons for beer, sneakers, and other products.

Photo courtesy of Oak Tree Packaging Corp

Massachusetts, and Pennsylvania—are
prepared at the corporate headquarters in
Montvale. Computer-aided drafting
(CAD) designs are sent from Montvale via
modem to Fujian Oak Tree and the three
US plants, where sophisticated computers
turn each design into a die to cut the par-
ticular size and style of carton

Like its US sister plants, Fujian Oak
Tree adheres to rigorous quality control
standards. The CAD process helps ensure
that the company’s China products are
consistent in quality with those manufac-
tured in Oak Tree's US plants. Fujian Oak
Tree examines samples of China-made
folding cartons, making any necessary
modifications to the samples and then al-
tering the CAD design or improving the

boxboard, ink, coatings, glue, and
other materials, though they are
beginning to establish relationships
with local suppliers in China. In
the meantime, the venture relies
on Growth-Link contacts 1o ensure
that imported supplies are un-
loaded and transshipped safely
and quickly in nearby Hong Kong,

Growth-Link also has helped
Fujian Oak Tree develop an effi-
cient distribution network in the
PRC for its products. Fujian Oak
Tree and Growth-Link trucks trans-
port cartons from the Putian plant
to Fujian Oak Tree customers
along China's coast. The venture
transports the folding cartons by
truck directly 1o its clients, who
then distribute their products—
packaged in Fujian Oak Tree fold-
ing cartons—to endusers.

While committed to maintaining
product consistency, Oak Tree
aims to use environmentally sound
processes and materials, including
recycled paperboard, soy-based
inks, and alcohol substitutes.
Though Fujian Oak Tree imports most of
its inputs, the joint venture buys recycled
paperboard from Hong Kong-based Con-
cordia, a mill that is owned partially by
the China National Packaging Import/Ex-
port Corp. (Chinapack), a PRC govern
IIIL'IH—\[‘IUI‘IMJFUL| p;l(‘k;l;_{in‘\.', consortium,
Approximately 40 percent of the folding
cartons produced at the Fujian plant are
made of recycled paperboard, compared
to around 70 percent at Oak Tree's US
plants

Manufacturers of products packaged in
cans, cups, bottles, tubs, and jars can take
advantage of Oak Tree's proprietary Sure
Pak. For a wide variety of containers, the
Sure Pak process can produce “multi-
packages” that hold up to ten units se-
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curely, eliminating costly secondary pack-
aging and allowing for easy stacking on
supermarket shelves. Oak Tree’s Sure Pak
machines can package 300-1,800 contain-
ers per minute.

Packaging City

Like other joint ventures in China, Oak
Tree places a premium on recruiting and
training skilled workers. The Fujian plant
employs 58 Chinese workers under the
guidance of the American plant manager.
Fujian Oak Tree pays its workers the go-
ing joint-venture wage in the province
(around $70-$80 per month plus full med-
ical coverage) and enjoys lower than av-
erage turnover. As the packaging industry
is among the PRC's least-developed in-
dustries, Oak Tree executives originally
had problems finding experienced and
capable salespeople, pressmen, and other
factory workers. Oak Tree's solution was
to send US managers to the PRC for ex-
tended periods to train local personnel.

Fujian Oak Tree's initial staffing diffi-
culties served as a catalyst for Oak Tree's
most ambitious project to date. Working

Oak Tree is
proposing to build a
$50-$60 million
manufacturing and
fraining complex in
Guangzhou for the PRC
packaging industry.

tional companies producing folding car-
tons, corrugated cardboard, and thermal
molds. Other plants within the complex
would manufacture packaging supplies
such as inks, coatings, and dies. Packag-
ing City's training center would prepare
young, first-time employees for careers in
the packaging industry. In addition, the
center would re-train workers laid off by
State-owned factory restructuring.
Companies involved in Packaging City
would be responsible for providing equip-
ment for use at the training center, as well

An employee inspects for quality control at Fujian Oak Tree.

Photo courtesy of Oak Tree Packaging Corp

in conjunction with the Chinese govern-
ment, Oak Tree is proposing to build a
$50-860 million manufacturing and train-
ing complex in Guangzhou for the PRC
packaging industry. The Oak Tree Pack-
aging City industrial park/training center,
to be managed by Oak Tree, would
house manufacturing facilities for multina-

as personnel to conduct training sessions.

These companies could then offer perma-

nent employment at their plants to train-
ing center graduates. Aside from the man-
ufacturing plants and training center,
Packaging City would also include dormi-
tories, a cafeteria, a park and recreation
area, an infirmary, and a day-care center.

Oak Tree has had informal contact
with several US packaging companies in-
terested in the proposal. As currently en-
visioned, Packaging City would occupy a
site of approximately 25 acres and would
be home to several manufacturing facili-
ties, including a $15-million folding car-
ton plant. The level of interest shown at
this early stage, though, suggests that
more space may be necessary. As a first
step toward the realization of its largest
scheme in China, Oak Tree has proposed
forming a joint venture to acquire land-
use rights for the site, but has yet to pick
a partner. Recent meetings with the
Guangzhou Committee for Economic and
Technological Development have helped
narrow the prospective sites for Packag-
ing City down to two,

On a trip to China in early 1996, Oak
Tree executives met with Liu Huanbin,
president of South China University of
Technology (SCUT), to discuss the pro-
posed multi-purpose complex and the
prospect of developing a cooperative re-
lationship with New Jersey's Rutgers Uni-
versity. Representatives from both univer-
sities have made a commitment to
establish a joint educational program at
Packaging City. Companies that set up
shop at the Oak Tree facility could con-
sult with and receive training and techni-
cal assistance from SCUT and Rutgers
staff at the joint institute

While Packaging City is a large, com-
plex project that will take years to com-
plete, Oak Tree hopes that such a center
will help bring the Chinese packaging in-
dustry up to international standards, de-
velop strong relationships between Fujian
Oak Tree and its suppliers, and foster
training programs to promote the indus-
try's long-term growth. Given the older
technology utilized in most Chinese fold-
ing carton factories, Packaging City could
play a crucial role in boosting the produc-
tion of modern packaging materials in the
PRC. And although Packaging City could
increase competition in the PRC packag-
ing market over both the short and long
terms, the ongoing marketization of the
PRC economy should continue to expand
the business opportunities for packaging
companies. Though over 1,000 packaging
joint ventures now are operating in the
PRC, Oak Tree is well positioned to wrap
up its share of China’s growing folding

P o
carton business. 7
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CHINA DATA

Total Foreign Direct Investment in China
IB:::;on s B Amount Contracted [l Amount Utilized
110 Amount Amount
Number Contracted Utilized
100 of Contracts (Million $) (Million $)
1985 3,073 5,931 1,956 R
90 1986 1,498 2,834 2,245 -
1987 2,233 3,709 2,647
80 1988 5,945 5,297 3,740
1989 5,779 5,600 3,774
70 1990 7,273 6,596 3,410 -
1991 12,978 11,980 4,366
60 1992 48,764 58,122 11,008
1993 83,437 111,436 27,515 |
50 1994 47,490 81,406 33,787 |
1995 37,126 90,300 37,700 |
a0 ¥
SOURCES: Zhongguo Duiwai Jingji Maoyi Nianjian. ¥
30 -4 A o TS LA N RE AT T vy Toa L W8 "o "W
20
10 -
O e oem em Hm B _m
1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995
China’s Top Trading Partners, 1995
Total Trade Russia 1.9% o
- ill —3J 5%
Nation Billion $ South Korea 6.0% apan 20.5
Japan 57.5 Taiwan 6.4% -
Hong Kong 44.6 — Hong Kong
i . 15.9%
United Stutes. 40.8 ASEAN 6.6% $280.8
European Union 40.3 billion
ASEAN 18.4
Taiwan 17.9
| South Korea 17.0 Other 13.8% “~ United States
Russia 5.5 14.5%

Euro Union 14.4% —
SOURCE: China’s Customs Statistics uropean 7 nien 7

A Snapshot of China SRy <

...On the Street ...In the Factory

[
|
y5  bicycles 36.4 million

can of Coca-Cola ¥3.5 apples (1 kg) - /
Big Mac ¥9.6  imported cheese (1 kg) ¥95 & <olorTVs 19.3 million §
large pizza ¥62 bus ticket ¥o0.5 @ refrigerators 9.2 m"l!l.'g:. ‘
rice (1 ki subway ticket ¥2 | g : =
(1 kg) Ry | g 316,000
y 674,500
¥8.35 = $1 ’
) S @ & cloth  18.6 billion meters
» >* steel 93.8 million tonnes

-
-~
m

SOURCE: 1995 output as réported in China’s Monthly Statistics
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CHINA DATA

US-China Trade

Billion $ US Exports US Imports  US

50 (fas) (cv) balance
1988 5.0 8.5 -3.5

40 J US exports B /O

= O US imports / 1989 5.8 12.0 -6.2
1990 4.8 15.2 -10.4

20 W Balance /
1991 6.2 19.0 -12.8
1992 7.5 25.7 -18.3
1993 8.8 31.5 -22.8
1994 9.3 38.8 -29.5
1995 1.7 45.6 -33.9

NOTE: Cv, or customs values, are approximately the
same as fob or fas values, i.e., no shipping or
insurance costs are included. Totals may not add up
due to rounding.

Total
¢ 1.7
billion

SOURCE: US Department of Commerce
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1988 1989 1990 1991 1992 1993 1994 1995 SOURCE: US Department of Commerce
Top US Exports to the PRC, 1995 Top US Imports from the PRC, 1995
HTS # Million $ HTS # Million $
84 Power generating equipment 2,190.2 85 Electrical machinery 7,885.6
85 [l Electrical machinery 1,270.1 95 [ ] Toys 6,222.0
31 [ Fertilizer 1,204.2 64 [ | Footwear 5,823.7
88 | | Aircraft 1,175.8 61,62 [l Apparel 4,653.1
10 || Cereals 1,144.8 84 [ | Power generating equipment 3,624.0
52 | Cofton yarn & fabric 833.6 42 [ ] Leather & travel goods 2,536.4
90 [] Medical & surgical equipment 449.9 94 [l Fumiture 1,979.1
15 [l Soybean & other edible oils 396.4 39 [[] Plastics & articles thereof 1,623.1
39 Plastics & articles thereof 350.7 90 [ | Medical & surgical equipment 645.4
29 [ Organic chemicals 263.4 63 [l Textiles 642.9
1.4%
1.4%
b 3.6%
3.4%
3.8% ~

$45.6
billion

SOURCE: US Department of Commerce
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COMMENTARY

MFN and the Art of Politics

B TK. Chang

The US China
business community
must be wary of a
congressional

backlash

B T.K. Chang is the Asia counsel of the
international law firm of Kaye, Scholer,
Fierman, Hays & Handler, LLP. He is
based in Hong Kong and has been
involved in trade and investment mat-
ters relating to Asia for the past 15
years.

n his book The Art of War, Sun Tzu,

the 6th century, B.C., Chinese military

strategist and philosopher, offered

this advice on how to deal with an
opponent: “When he is united, divide
him.” In recent trade negotiations with
the United States, China seems to have
taken to heart just this advice. In March,
it was reported that China dangled be-
fore the US government the prize of sev-
eral big-ticket commercial contracts. In
return, China hoped the United States
would again delay the imposition of
sanctions following China’s failure to ful-
fill the promises made in the US-China
Intellectual Property Rights (IPR) Agree-
ment signed in February 1995 (see The
CBR, July-August 1995, p.20).

Imposition of these sanctions, outlined
under the Special 301 provisions of the
1974 Omnibus Trade Act, likely would af-
fect $2 billion or more of Chinese im-
plll'l.s—.lml prompt R‘[:lli;l[(ir_\' measures
by the PRC against US exports to China,
US software and recording industry exec-
utives have lobbied hard for punitive
sanctions against China, while other US
firms with export-oriented investments in
the PRC have quietly weighed in with
their concern that their US-bound exports
not be affected adversely. As The CBR
goes to press, US officials appear not to
have reached a final determination
whether to impose sanctions.

This cunning tactic by the PRC under

scores what has become increasingly ev

ident as economic relationships between
the United States and China grow more

complex—that the interests of American
companies will often diverge, at least in
emphasis, with respect to trade disputes
between the two countries. But despite
their differences on specific trade issues,
all US companies share a common inter-
est in promoting a stable, ongoing, and
pluralistic relationship with China. To
that end, all US companies directly or in-
directly conduct business with China
should be united in their support for the
renewal of Most Favored Nation (MFN)
treatment for China this June.

Issues that divide

Even companies in the same industry
may find themselves on opposite sides
of a particular trade dispute, depending
on the nature of each company’s in-
volvement in the PRC. For example,
auto giants such as Volkswagen and
Chrysler, both of which entered the
China market early and invested signifi-
cantly in major joint ventures, probably
would not mind if the Chinese govern-
ment continued to restrict automobile
imports and limit future auto joint ven-
tures, since such moves would, in effect,
shut the door behind them.

Similarly, as US industrial companies
make significant investments in manu-
facturing in China through joint ventures
and wholly foreign-owned enterprises,
they are more likely to take a hostile
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stance toward anti-dumping and coun-
tervailing duty petitions filed at home.
Many of these foreign ventures in the
PRC are obligated under their govern-
ment-approved contracts to export a cer-
tain portion of their product for foreign
exchange-balancing purposes. Thus,
when US anti-dumping and countervail-
ing duty actions arise, the interests of US
investors may well coincide with those
of the Chinese exporters, who, in some
cases, turn out to be their joint-venture
partners in the PRC.

The tie that binds

In the charged atmosphere of this
election year, with isolationist sentiments
in the United States on the rise, it can be
dangerous to stoke the flames of contro-
versy over China’s deficiencies in IPR
protection at a time when a volatile mix
of other issues, including human rights,
missile sales to Pakistan, and PRC mis-
sile tests in the Taiwan Strait, already ex-
ist. The danger of immoderate attacks on
China’s IPR regime is that the American
electorate—and Congress—may begin to
view all Chinese businesspeople as
bootleg thieves and software pirates
who do not “deserve” MFN treatment,
but who instead must be “punished.”

Henry Kissinger already has sounded
the alarm by warning that IPR protection
is 4 complex issue that can be resolved
only if the mutual blackmail and threats
stop. Otherwise, there is a real risk that
MFN would not be renewed this year or
that Congress could override a presiden-
tial veto of any measure to deny MFN to
China. The United States grants MFN to
almost every country in the world, other
than a few rogue nations like Cuba and
North Korea. Because non-MFN tariff
rates practically are never applied in in-
ternational trade, few countries, includ-
ing China and the United States, have
bothered to revise these extremely high
tariff rates. MFN revocation for the PRC
would likely be met with swift retalia-
tion on Beijing’s part, sending inflation-
ary and recessionary shock waves across
the entire US economy, ultimately hurt-
ing all US companies and consumers.
The consequences of denying MFN to
China, America’s fifth-largest trading
partner, are truly horrific, for the
economies of both China and the United

A legal absurdity

The only real, long-term solution to
this annual ritual of self-punishment by
the United States is to repeal the Jack-
son-Vanik Amendment, the provision
that necessitates the annual review of
MFN for China. The Jackson-Vanik
Amendment to the 1974 Trade Act was
directed against Soviet government re-
strictions on the emigration of Jews from
the former Soviet Union. The amend-
ment stipulates that a “non-market econ-
omy country” is not eligible to receive
MEN unless it permits its citizens “the
right or opportunity to emigrate” without
more than a nominal tax or fee, and pre-
vents the President from concluding any
commercial agreements with such a
country. Over the years, the Jackson-
been used

Vanik Amendment has

against China in ways that were ar-

guably within neither the language of

the legislation nor the intended purpose
of its drafters.

The Jackson-Vanik Amendment also
causes what must seem to most laypeo-
ple an absurdity of international law,
because it would prevent the United
States from applying World Trade Orga-
nization (WTO) treatment to China
once China accedes. Under the WTO,
member nations must offer uncondi-
tional MFN to all other WTO members.
But because Jackson-Vanik places con-
ditions on MFN, the United States can-
not offer unconditional MFN to China.
In other words, at the same time that
the United States is telling the PRC to
lower its tariffs, repeal its protectionist
laws, and make its legal system more
transparent as conditions for China be-
ing admitted into the WTO, the Jack-
son-Vanik Amendment tells China, “If
and when you do get admitted into the
WTO, the United States cannot apply
formal WTO treatment to you anyway.”
One cannot help but feel some sympa-
thy for the exasperation of Chinese
trade negotiators.

Perhaps it is overly pessimistic to be-
lieve that Congress will not, in the final
analysis, realize what is in the common
good and renew MFN for China, even
in an election year. After all, Bob Dole's
home state of Kansas is a major pro-
ducer of grain exports destined for
China, though his concerns are decid-

Every industry has a
mayjor trade show!

Where is the trade show
for US-China business?

ill Graham's Civic Auditorium I
San Francisco ;
May 16-18, 1996

os Angeles Convention Center
Los Angeles
November 14-16, 1996

The International
Trade Exposition

Largest US-China Trade Show

Presented by

CATE Development Inc

4 N. Second Street, #280
San Jose, CA 95113
408-297-3588
408-297-3587 FAX [

China’s problem in Washington has al-
ways been that it never had much of a
constituency in Congress. US politicians
do not win votes by being apologists
for China, whether on human rights,
missile sales, or MFN. They can, how-
ever, get political mileage out of attack-
ing China and the “coddled” dictators of
Beijing.

The key to winning the battle on MFN
will be making the American people re-
alize that they have a common interest
in better economic relations with China,
and that punishing China with MFN re-
vocation means punishing Boeing, the
state of Kansas, and the tens of thou-
sands of US companies that have invest-
ment or trade interests in the PRC. All
Americans whose interests would be
hurt by MFN revocation should be
united so that their voices can be heard
by Congress and the President. In the
words of Sun Tzu, “He whose ranks are
united in purpose will be victorious,” or
perhaps even more appropriately, “Oc-
cupy first what the opponent cares
about.” The strategy may date from
nearly 2,500 years ago, but it is also the
essence of Madisonian, interest-group

States. edly less provincial this year. But democracy in America. %
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Tumbling
Tariffs?

B Meredith Gavin and Kirsten A. Sylvester

With new broad-
based tariff
reductions, China
nudges its door open
another inch

B Meredith Gavin is a business adviso-
ry services associate at the US-China
Business Council. Kirsten A. Sylvester is
associate editor of The CBR.

he series of trade and investment
policy changes announced by
Beijing in late 1995 has kept fi-
nancial officers in many compa-
nies on their toes over the past several

months. In November, PRC President

Jiang Zemin announced that PRC tariffs

on approximately 4,000 commodity lines
would fall in 1996 by at least 30 percent.
Also in November, to the dismay of the
many foreign investors with new China
projects in the pipeline, came the news
that the tax exemption on capital equip-
ment and raw materials imports by for-
cign-funded ventures would soon be re-
voked. Coinciding with these changes
was the scheduled elimination of 176
non-tariff measures (NTMs) on December
31, 1995, in accordance with the 1992
US-PRC Memorandum of Understanding
(MOU) on Market Access

PRC officials put these new develop-
ments in the context of World Trade Or-
ganization (WTO) standards requiring
member countries to grant market access
to foreign goods and maintain a level
playing field for foreign and domestic en-
terprises. Beijing has labeled the tariff re-
ductions its WTO “down payment.” But
before allowing China to move closer to
taking out a WTO “mortgage,” China’s
trading partners have been busy assessing
the financial value and political signifi-
cance of the tariff reductions. An analysis
of the complete list of tariff reductions re-
veals new Most Favored Nation (MFN)

duties

the lowest rates a country offers
to its trading partners—on 4,996 products
that bring China’s simple average tariff
rate down from 36 percent in 1995 to 23
percent, still short of the simple average
rate of 15 percent maintained by most de-
veloping countries. A preliminary US De-
partment of Commerce analysis of 3,899
items on the list reports that the new du-
ties on average represent a 40 percent de-
crease from the 1994 MFN rates.

Foreign companies generally welcome
the tariff reductions, however slight the
change may be on specific products. But
sizing up the impact of new tariff rates on
almost 5,000 commodities has proven
highly problematic for several reasons. As
Beijing has vet to release a complete ver-
sion of the new tariff schedule in elec-
tronic format for computer-aided analysis,
those who crunch the numbers have
been forced to rely on the new tariff rate
schedules printed in official Chinese pub-
lications. The complete schedule as pub-
lished in China's Guoji Shengbao (Inter-
national Business News), though, contains
errors on 80-100 tariff lines, according to
PRC officials. The new schedule, more-
over, includes some 600 eight-dligit Har-
monized Tariff Schedule (HTS) lines that
are new listings in the PRC’s commodity
tariff code. Finally, the fact that HTS num-
bers are only harmonized internationally
through six digits, while tariff rates are
based on eight-digit HTS numbers, makes
it difficult to assess the impact of the tariff
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reductions on specific exports to China.
These difficulties notwithstanding, we of-
fer some preliminary analysis, based on
the
Shengbao, of what the new tariff rates

schedule as printed in Guoji
likely will mean for US companies with

vested interests in China trade.
The winding road to WTO

Since the 1980s, over the course of nu-
merous discussions between PRC officials
and international trade negotiators, Bei-
jing has taken various positions on tariff
policy in response to changes in both do-
mestic and international economic winds.
In preparation for its application in 1986
to join the General Agreement on Tariffs
and Trade (GATT), China raised its tariff
rates to provide a cushion for the antici-
pated reductions that GATT membership
would require. The GATT negotiations,
though, proceeded far more slowly than
Beijing expected, leaving the tariff rates
largely unchanged by the end of the
1980s. China's simple average tariff in
1992, for example, stood at 42.6 percent.

Meanwhile, the Chinese currency fell
150 percent in value between 1980-94.
The combination of high tariffs and de-
preciation of the renminbi prompted
central-level officials in the mid-1980s to
begin drafting internal policies aimed at
encouraging certain imports, The result
was 84 internal documents, including tar-
iff exemptions and reductions for various
Chinese importers, that kept imports rea-
sonably high throughout the 1980s but
also created a highly selective and
opaque trade regime. The unintended
consequence of these policies was the
development of “gray channels” through
which goods evaded PRC Customs and
duty obligations altogether.

Many foreign companies have ex-
pressed dissatisfaction with China’s import
policies, claiming that they discriminated
against companies that lacked special
connections to the central government.
Foreign companies have claimed, too,
that many Chinese companies were able
to avoid import duties of any kind. Even
some Chinese companies complained that
they were unaware of or did not qualify
for certain tariff exemptions. And, ulti-
mately, the system left China’s actual tariff
receipts extremely low by international
standards, since more and more importers
were managing to avoid Customs.

According to PRC officials, the new tar-
iff schedule is supposed to coincide with
the elimination of all 84 internal tariff reg-
ulations. Customs officials, meanwhile,
reportedly are eager to boost tariff re-
ceipts and reduce smuggling. For exam-
ple, the increase in the tariff rates on cer-
tain grain imports, which China buys in
large quantities, appears aimed at gener-
ating revenue, A major obstacle to reduc-
ing smuggling, though, will be enforcing
the collection of tariffs at the local level,
where corrupt practices have been hard-
est to eradicate. At the very least, then,
this latest round of tariff cuts should help
untangle the labyrinth of PRC trade regu-
lations and may boost PRC Customs col-

lections.
Making the short list

The new schedule lowers MFN import
duties on products ranging from pharma-
ceuticals to industrial chemicals to veg-
etables, though the deepest reductions
are in raw materials, and less significant
cuts are found in machinery. Import du-
ties on sulphur, for example, fell from 12
percent to 6 percent; on natural rubber,
from 30 percent to 25 percent; and on
certain pigments and dyes, from 20 per-
cent to 12 percent.

China’s new schedule reduces the tar-
iffs for 9 of the top 10 US export sectors
(among those that match by the 2-digit

HTS chapter) to China in 1995, but on

only 5 of the top 10 US export subsectors
(by 4-digit HTS number). Of the top 50
US exports in 1995 to the PRC by 6-digit
commodity type, 35 made it onto the list
of reduced-tariff commodities (see Table).
The simple average tariff on these 35
commodities fell from 30 to 18 percent.

Of the 35 “Top 50" commodity lines,
21 are related to power generation equip-
ment and 6 are types of electrical ma-
chinery. The average tariff rate for power
generation equipment, which accounted
for more than 18 percent of total US ex-
ports to China in 1995, fell from 26 per-
cent in 1994 to 16 percent. In the second-
most lucrative sector of US exports to
China, electrical machinery, the average
reduction was 32 percent of the 1994
rates. The new rates on parts for electric
heaters and electronic integrated circuits,
respectively, are 82 percent and 75 per-
cent lower than 1994 rates. The rate on
pagers fell from 42 percent to 20 percent,
and on cellular phones, from 15 percent
to 12 percent. In plastics, where US ex-
porters saw a 90 percent increase in
China’s purchases last year, the average
tariff reduction was 30 percent.

The chemicals sector not only chalked
up numerous reductions, but also bene-
fited from the January 1 elimination of
import quotas on many chemical prod-
ucts. The duty on saccharin, for example,
went from 70 percent to 15 percent. In-
sulin exporters saw only a small tariff re-
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Tariff Reductions on Maior US Exports to China (ranked in descending order by value of 1995 US exports)

US description [for 6-d|g|1 HTS category

corresponding fo 8-digit item on the PRC tariff reduction list] PRC item description [full 8-digit HTS number]

Aircraft, unladen weight exceeding 15,000 kg [880240] Aircraft with unladen weight exceeding 45,000 kg [88024020]

Other, printed circuit assemblies for TV or radio receivers [852990] Other, video camera parts [85299049]

Other, prlnlui circuit assemblies for TV or radio receivers [852990] Parts of radio-broadcast receivers [85299060]

Parts of electrical '.I]‘J['l;ll".i[uh for line telephony or line telegraphy [851790] Other, telecommunication ;quipmum parts [85179090]

Transmission :lpp'.lf;;l-u.\ im'ur];( waling reception apparatus (852520] Portable radio telephones, assembled [85252021] .

'I'nmsmi.-»:inn ;1pp;;1;;nus incorporating rL't.'G)liun apparatus [852520] Portable radio telephones, unassembled [85252022] S——

Transmission app;ir;nu; incorporating reception apparatus [852520] Equipment for radio and television broadcasting lr'.lnstn.iv-in;'l
incorporating reception apparatus [85252091]

a)ppur waste and scrap [740400] . Copper waste and scrap [74040000]

Other, electro-mechanical appliances with self-contained
electric motor [847989] Air humidifiers or dehumidifiers [84798920)

Other, electro-mechanical appliances with self-contained

electric motor [847989] Parcel and printed material separating equipment [84798940]
Other, electro-mechanical appliances with self-conts ained - - .
electric motor [847989) Compressor for radioactive waste [84798950]
Other, electro-mechanical appliances with self-contained -
electric motor [847989) Other, unlisted machines [84798990]
Other, planes and helicopter parts [880330] 7 Other, parts of airplanes and helicopters [88033000]
Polyethylene with specific grav m < 0.94 [390110] ‘ Polyethylene having a specific gravity < 0.94 [39011000]
Auxiliary pi int for use with steam or central heating boilers [840410] Auxiliary equipment for use with steam .ln(l vapor generating boilers (8 lUil“]“]
Auxiliary plant for use with steam or central heating boilers IH;(H](I] Auxiliary equipment for use with central heating boilers [84041020]
Tere phlh tlic acid and its sz ll[s [291736] : Phthalates [29173690] !
()[hur pm\ of elevac »|\- conveyors, .lml escalators [843139) "~ Pans for Imlm~ handling, loading, and unloading nﬁmcn IH-HH‘Xml e
Other, heat pump, rn!n-,l,umnm.. and lru /m;, equipme lﬁ;ﬂ%q[ Compression-type refrigerating units; he: Il?lmpx IMIHh‘JlUI i
Other, heat pump, wfrl,L,L rating, and lru/m}‘ r:(|u1|w|1n nt [841869] ﬁ(;ﬂur ululpnum for mmprcwtm type u‘lr:},trllms.. units [Wllﬁﬁ‘)‘)“i_ o i
Unble: uhul kraftliner paper [48041 T "~ Unbleached kraftliner paper [48041100]
Parts and accessories for automatic data processing mac |]II'IL"\ [847330] 7 Needle printer prmlLth wd |HJ 330 ’11
Parts and accessories for automatic data [)l"()tt“\hln,l.,-ll'l.ll hines [847330] Other, parts of printers [84733029]
Acrylic u; modacrylic synthetic staple fibers [550330] 7 Acrylic or modacrylic \)'n;I;L'iiL' staple fibers [55033000]
Parts for heating and cooling machinery or equipment IM]W()_I- Parts for water heaters [84199010]
Parts for heating and cooling machinery or equipment [841990] Other, parts for heating and cooling |‘n;u-hincr)' [84199090]

Other, air and vacuum pumps; air and other gas compressors and
fans; ventilating or recycling hoods incorporating a fan [841480] Free-piston generators for gas turbines [84148010)]

Other, air and vacuum pumps; air and other gas compressors and
fans; ventilating or recycling hoods incorporating a fan [§41480] Carbon dioxide compressors [84148020]

Other, air and vacuum pumps; air and other gas compressors and
fans; ventilating or recycling hoods incorporating a fan [841480] Other, covers for gas compression and ventilation units [84148090]

Parts of nuclear reactors, boilers, and machinery with individual
functions [847990] Parts for machinery having individual functions [84799020]

Parts of nuclear reactors, boilers, and machinery with individual
functions [847990] Other, parts for machinery having indiviudal functions [84799090]

Al'l"\'lllﬂi(l'l|L‘-]?'th.lliit'n(‘-\l\'l'{'l'lt' (ABS) copolymers [390330] Ac r\lumlnlu butadiene-styrene (ABS) copolymers (39033000]

Other, pans of metal- I'l)”ln}, mills

and rolls [845590] Other, parts of metal-rolling mills [84559000]

(J[hL‘l‘. air conditioner with a refrigerating unit (841582 Air conditioner with refrigerating effect of 4,000 Keal/hour or less [84158210]

Other, air conditioner with a refrigerating unit [841582] Air conditioner with refrigerating effect of more than 4,000 Kcal/hour [84158220]

SOURCE: US-China Business Council

NOTES: This table compares the 1994 and new 1996 MFN tariff rates for the top 35 1995 US exports to China included in the list of PRC tariff reductions
effective April 1, 1996. The remaining top 15 1995 US exports to China saw no decreased tariffs. This analysis is based on US Depariment of Commerce
export data, and on the tariff reduction list published in the PRC newspaper Guoji Shengbao in installments throughout January, February, and March, 1996.
PRC officials have stated that the list as published contains unspecified errors, which may be reproduced here. The eight-digit product descriptions, as pro-
vided in column 2, are the most accurate. However, because this list of reductions contains new eight-digit HTS product codes, many of which do not
appear in the US HTS codebook, only the six-digit US product description is given (column 1).
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1994 Tariff 1996 Tariff  Percent
(Percent)* (Percent)* reduction
5 3 40
68 40 il
85 40 53 =
20 12 40
15 12 20
25¢ 15 0
20 15 25
5 2 60
50 35 30
20 10 50
20 5 75
20 18 10
5 2 60
2 2 12
25 18 28
50 18 04
20 10 50
15 10 33
50 35 30 o
T 50 35 30
20 15 5 N
25 o 52
25 12 52
20 18 10
70 30 57
15 12 20
40 16 6O
20 18 10
20 16 20
15 25 2]
12 9 25
r. 25 T 2 7
15 10 33 i
90 40 55
s 40 1
e —————— . T

* Most Favored Nation (MFN) tariff rates

1 Reported as 12% in other official tariff
schedules.

duction, from 15 to 12 percent. Import
quotas were eliminated on certain antibi-
otics, including several types of penicillin,
which foreign pharmaceutical firms hope
to sell more widely in China.

The tariff changes include duty cuts on
380 farm products, as well as the imposi-
tion of new quota-based tariffs on 34
grains and edible oils. The tariffs on corn,
rice, and wheat bran fell from 20 percent
to 5 percent, and on raw peanuts from 45
percent to 20 percent. The rates on fresh,
dried, and canned vegetables also fell
from the 45 percent range to around 20
percent. However, the simple average
tariff for the five largest US agricultural
exports to China in 1995 increased from
zero to 0.4 percent. For example, wheat
and corn previously entered the PRC
duty-free, but now in-quota imports will
be subject to a 1 percent tariff.

The cuts fall short in a number of areas.
The sixth-largest US export to China in
1995, soybean oil, is notably missing from
the list of reductions on agricultural prod-
ucts. Indeed, entire chapters of agricultural
products—including non-processed meat
(chapter 2) and cocoa (chapter 18)—were
passed over in this round of reductions.
And tariffs on most lines of imported beer,
wine, liquor, and tobacco remain in the
60-70 percent range.

China’s textile industry, meanwhile, re-
mains largely protected under the new
tariff regime. Though tariff rates on ap-
parel and textile materials fell by an aver-
age of 44 percent, the average tariff for
the sector still hovers at around 41 per-
cent. Duties on wool also were left un-
touched. In an apparent attempt to lower
import costs for domestic textile proces-
sors, the reductions on textile-related raw
and semi-processed materials were more
significant: tariffs on cotton yarn fell from
25 percent to 12 percent, and on cotton
cloth, from 45 percent to 20 percent.

Moreover, offsetting the duty reduc-
tions are tariff increases on a small, but
important, group of imports that were
subject to lower “interim duties” in 1995,
Comparing the new rates to those con-
tained in the “1995 Interim Duty Rates on
Imported and Exported Goods” reveals
that this year's new tariffs on many of the
goods listed in last year's publication are
actually higher. For example, the rate on
newsprint increased from 7 percent un-
der last year's interim duty schedule to 15

percent; on large tires, the rate jumped
from 6 percent to 25 percent in 1996,

Non-tariff measures

Left unanswered, too, are other prob-
lems exporters face in China. For many
foreign companies, the biggest barrier to
the China market is not high tariffs as
much as NTMs, including licensing re-
quirements, import quotas, and certifica-
tion requirements. Some 300 NTMs re-
main, thwarting foreign exporters, though
176 NTMs were phased out on December
31, 1995. Both import licenses and quotas
were lifted on engine-equipped motor ve-
hicle chassis, for example. Licensing re-
quirements were removed on vehicle
bodies, air conditioners, and copy ma-
chines, while import quotas were abol-
ished on certain integrated circuits, alco-
holic beverages, chemical products,
antibiotics, and photographic films. Extru-
dation machines and mineral casting de-
vices, too, saw their import controls lifted.

Despite the removal of these NTMs,
newly erected barriers have appeared in
their place, including new quotas on im-
ports of natural rubber and on certain
types of large construction machinery, as
well as a new rule restricting the purchase
and distribution of imports of certain
types of medical equipment to designated
Chinese companies. US government offi-
cials are anxious to see all remaining bar-
riers to foreign products fall, including
those on Chinese imports of wheat from
the Pacific Northwest and US citrus fruit.
US negotiators on World Trade Organiza-
tion (WTO) matters, meanwhile, are
maintaining a hard line on China’'s WTO
accession protocol, the issue of China's
“developed country” status, and the time
frame for phasing in WTO standards, pre-
cisely out of concerns that the PRC mar-
ket could become more rather than less
discriminatory against foreign firms and
foreign-made goods.

As for the new triff-rate quota (TRQ)
system established for 34 agricultural
items, its institution constitutes a step in
the direction of greater trade trans-
parency, though not necessarily a move
toward less protectionism. China previ-
ously maintained straight quotas on these
items but, to the chagrin of foreign ex-
porters, the quotas themselves were
never released publicly. The new quotas
also have yet to be released, though Bei-
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jing has issued in-quota and above-quota
tariff rates. The quotas, reportedly, will
be released in two sets this year—an in-
dication that the quota amounts will de-
pend on domestic harvests. Further, trade
in these products will continue to be re-
stricted to State trading companies.

The new TRQs cover all of the top five
US agricultural exports (by six-digit HTS
number) to China in 1995. Like the TRQ
system maintained by the United States
on certain imports, goods that enter under
the quota set for that category are subject
to a relatively low tariff, but above-quota
goods become subject to higher rates
The key to assessing the impact of these
TRQs, naturally, lies in the still-to-be-re-
leased quota numbers. Most foreign ex-
porters expect, though by no means are
certain, that Beijing will use the TRQ sys-
tem to control domestic grain prices.
Should demand for rice, wheat, and other
cereals exceed domestic supply, Beijing
likely will increase the import quota
rather than apply the above-quota rates
and subject domestic consumers to high
grain prices. While most in-quota rates are
the same as the 1994 tariffs, the above-
quota rates can be quite steep—114 per-

cent for above-quota wheat and rice and
121.6 percent for above-quota crude soy-
bean oil, for example.

The bottom line

Attempting to appease PRC business
leaders who fear the tariff cuts will harm
their competitiveness, the Shanghai Secu-
rities News ran a front-page commentary
on March 31 stating that “the effect of the
cuts will not be as great as people imag-
ine,” since the largest cuts are in raw ma-
terials. US government officials, similarly,
claim that the tariff cuts made this year fall
far short of PRC proposals offered during
the WTO talks in 1995. The United States
continues to insist that real progress to-
ward market access will require Beijing to
remove import barriers on specific com-
modity lines rather than reduce the simple
average tariff rate. Though the PRC touted
the cuts as a tradeoff for revoking the duty
exemption on capital equipment and raw
materials imports, the 4,996 new tariff
rates are hardly likely to compensate the
foreign business community for the higher
costs of investing in China.

Nonetheless, some companies are
pleased by the tariff cuts. A San Fran-

Helping Companies Succeed
in China Since 1978

"We put years of experience and insight to work
in planning, negotiation and implementation of
specific projects and missions.”

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

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

International Strategic Alliances, Inc.
1265 Montecito Avenue

Mountain View, CA 94043

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

Suite 109

cisco-based import-export company that
sells ink for writing pens reports a 40
percent increase in orders from China for
this product, a jump the company attrib-
utes to the tariff reductions. A manager at
one pharmaceutical multinational, mean-
while, stated that the tariff cuts should
help pharmaceutical sales in China. An-
other US exporter considers the duties on
dyes and pigments to be significant.
Those with colorant manufacturing in-
vestments in China, including several Eu-
ropean and US firms, will face competi-
tion from cheaper imports, while
foreign-based exporters of these goods
stand to benefit from lower PRC tariffs,

Though import duties fell significantly
on raw materials, on April 1, most for-
eign-invested enterprises (FIEs) lost the
duty exemption on imported raw materi-
als they had enjoyed in the past. Conse-
quently, any savings that FIEs can realize
from the tariff reductions will be in im-
ports of processed materials. Savings in
this area, however, depend largely on the
extent to which gray-market channels can
be eradicated through stricter border en-
forcement and anti-corruption measures,

On the one hand, thus, foreign in-
vestors may not reap significant savings
from the new lower duties now in effect.
On the other hand, for foreign exporters
of consumer goods previously locked out
of the China market by high tariffs, the
tariff rate changes may lead them to re-
visit the idea of exporting to China. Over-
all, the cuts can be viewed as a long-term
plus to the extent that lower tariffs will
help rationalize the PRC industrial sector
by encouraging profitable companies to
import raw materials more cheaply than
in the past and exposing unprofitable
firms to international market forces.

With so many aspects of the new
schedule still unclear, businesspeople
would be wise to contact the port where
their goods will enter China to find out
the exact duties on specific products. And
if the imports of relevance to a given for-
eign company failed to make the short list
this time, all hope is not lost. PRC officials
have stated that this latest set of reduc-
tions is only the first step and that the
next benchmark will come within the
next couple of years, as China intends to
move from the current 23 percent simple

average tariff rate to a 17 percent average
2y

rate. G
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Setting Up
in Shanghai

by Asia Law & Practice Ltd. Hong Kong
Asia Law & Practice Lid., 1995. 195 pp
$330 softcover,

Setting Up in Shanghai, the first of a
three-volume “Setting Up in China” se-
ries, stands as one of the most compre-
hensive guides published on establishing
an office in China, Written to provide for-
eign investors with up-to-date informa-
tion on Shanghai's investment climate,
this book is a must for any company con-
sidering setting up a venture in this once
and future commercial capital of China

Divided into five sections, Setting Up in
Shanghai provides all the information
needed to make an informed decision
about whether to establish a business
venture in Shanghai. The first chapter in-

BOOKSHELF

troduces the city’s investment environ-
ment and its five main development
zones. Also included are organizational
charts of the Shanghai municipal govern-
ment and investment approval authorities
and a step-by-step guide through the in-
vestment approval process. Businesspeo-
ple will enjoy the second section on in-
vestment options, which lists Shanghai
regulations specific to foreign-invested
enterprises (FIEs). The governing legisla-
tion, responsible authorities, official legal
status of the investment, application and
approval procedures, and fees and capi-
tal requirements are detailed for each
type of investment. The chapter also con-
tains sector-specific information for the
manufacturing, retail, banking and fi-
nance, law, and insurance industries.
Property issues, including the use, pur-
chase, sale, and granting of land, are cov-
ered in the third section. The chapter on
Shanghai's office micro-markets is an ex-
cellent guide to office rental and sale

prices in various districts. The fourth sec-
tion on financial management is one of
the most valuable sections for potential
investors. Covering issues ranging from
tax incentives to remittance of profits and
rennminbi financing, this section also con-
tains several finance case studies. The fi-
nal section covers human resource issues.
The “Law Library” that appears after each
major chapter with a list of relevant laws
and law summaries is icing on the cake.
Executives contemplating investments
in Shanghai should get their hands on
this comprehensive, easy-to-use book.
And investors interested in locales other
than Shanghai will not be deprived for
long—the second volume of the series
will cover Guangdong and the Special
Economic Zones and the third volume
will focus on Beijing and northern China
—Meredith Gavin

Meredith Gavin is a business advisory ser-

vices associate at the Council

. ’
China's
by David Zweig and Chen Changgui.

Berkeley, California: University of Califor-
nia Press, 1995. 133 pp. $13.50 softcover.

In China's Brain Drain to the United
States, David Zweig and Chen Changgui
examine the concerns of some of the
more than 50,000 Chinese students who
have chosen to stay in the United States
after completing their studies. Based on
interviews in 1993 with students and
graduates of American universities, the
book examines Chinese scholars’ motives
for leaving China as well as reasons com-
pelling them to remain in the United
States. China's Brain Drain would be of
interest to businesspeople who may want
to recruit for their China ventures from
the growing pool of US-trained Chinese,
as well as to those with a general interest
in China’s intelligentsia.

The PRC government began sending
students to Western universities in 1979
to study science and engineering. The
1989 Tiananmen Square incident and the
US government's decision to allow PRC
students in the United States at that time
to apply for permanent US residency

prompted many more students to remain
in America.

Of the 273 respondents to the authors’
survey, only a third responded that they
definitely were returning to China. The
study also showed that married couples
are less likely to return to China; those
with children are even more inclined to
stay. Married students cited better housing
conditions in the United States as a major
factor in their decision not 0 retumn. Fe-
male students—many of whom left China
intending not to return at all—are more
likely to stay in the United States because
they believe that fewer opportunities for
personal development exist in China.

As economic conditions improve,
more Chinese students will opt to seek
jobs back in the PRC. Over half of the
students interviewed said they had not
ruled out returning, but were unwilling to
return in the near future, Of the reasons
given for wanting to return to China, the
higher social status conferred in China by
a degree from a US institution topped the
list. The most commonly cited drawback
to living in the United States was the
faster pace of life.

Brain Drain to the United States

A devastating blow to China’s need for
skilled workers, the brain drain has
caught the attention of PRC leaders, who
have begun to try to entice students back
through favorable news stories about re-
turnees featured in overseas Chinese
newspaper editions and, in some cases,
material incentives for those who do re-
turn to the motherland. Even with the
current low student return rate, the au-
thors believe that China benefits from
continued overseas study, since many
students retain links to family and col-
leagues and some ultimately bring their
skills back to China.

Though sometimes the study over-
scrutinizes the obvious with a wealth of
numbers and statistics, making this sim-
ple study taxing to read at times,
China’s Brain Drain still provides wel-
come analysis of an overlooked but im-
portant link between China and the
West.

—Caitlin Steweart Harris

Caitlin Stewart Harris is business manager

for The CBR.
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The Emerging Market

of China’s Computer Industry

by Jeff X. Zbang and Yan Wang. West-
port, CT: Quorum Books, 1995. 194 pp.
$59.95 bardcover.

In its reform-era incarnation, the
Chinese computer industry has not
been immune to the problems facing
the PRC's transitional economy. Hybrid
computer firms, spun off from State-
owned enterprises and research insti-
tutes in the 1980s, have wrestled with
central-plan administrative bottlenecks,
soft budget constraints, and uneven
management. The gradual opening of
the domestic computer market in the
carly 1990s to well-established multina-
tionals further exposed these institu-
tional flaws. Considering this back-
drop, the release of The Emerging
Market of China'’s Computer Industry
in itself signals that the development of
the industry has come a long way.

An extensive overview of China’s
computer market, this book success-
fully balances comprehensiveness and
in-depth analysis. Zhang, a manage-
ment consultant and computer special-
ist, and Wang, a World Bank econo-
mist, effectively combine a thoughtful
macro-level perspective with practical,
ground-level advice. Computer indus-
try management personnel with little
or no previous exposure to the China
market will appreciate the ample yet
concisely presented background infor-
mation that accompanies each section.
Experts, though likely to find few sur-
prises, are sure to value the book’s ef-
forts to bring together various elements
of the market that often are analyzed
separately.

The book's first section provides a
general review of the industry since
the early 1980s. The authors go on to
profile each of the market subsectors—
mainframe and supercomputers, work-
stations, mini-computers, personal
computers (PCs), operating systems,
application software, and system de-
velopment and management tools. The
book also discusses the critically im-
portant drive to develop “localized”
software products for domestic con-

sumption, such as Chinese-character
input applications.

Zhang and Wang conclude that the
PC sector is the computer products
market with the greatest potential.
They gauge the size of the PRC market
as comparable to that of Taiwan or
Korea, and suggest that China will
emerge as the world’s third-largest PC
market by 2000. Experienced investors
no doubt will caution that market po-
tential does not necessarily equal mar-
ket reality, but the authors make a
credible case that continued rapid
growth in the financial and infrastruc-
ture sectors, as well as in per capita in-
come, will propel the steady expan-
sion of the market. Despite a generally
positive outlook, though, the authors
remain clear-eyed in their assessment
of the market’s current distortions and
areas of underdevelopment.

The second half of the book dives
into the complex, sometimes arbitrary,
nuts and bolts of how to gain access to
China's computer products market. It
deserves credit for accomplishing this
in a succinct, readable style. Zhang
and Wang identify two critical tasks for
foreign firms seeking to enter the PRC
computer market: determining the ap-
propriate government oversight body
for a particular technology or for mas-
sive spending projects such as the
“Three Goldens” initiative, and locating
the right chemistry among potential
domestic partners. But, given the fluid-
ity of the market, the authors judi-
ciously avoid directing potential in-
vestors toward any particular Chinese
partner. In summary, prospective en-
trants to China's computer industry will
find this book an accommodating
guide to use in making an educated
decision about investing in a compli-
cated and dynamic market.

—Jobn Auerbach

Jobn Auerbach is project manager for the

US Committee of the Pacific Basin
Economic Council.

China’s Tariff and
Non-Tariff Handbook

Manassas, VA: US-China Information &
Service Corp., 1996. 1,000 pp. $295 soft-
cover.

A draft manuscript of China’s Tariff and
Non-Tariff Handbook reveals an amazing
compilation of tariff and non-tariff barriers
that exporters to China face. The book is
the first to provide, in English, each tariff
line listed by Harmonized Tariff Schedule
(HTS) number along with the appropriate
tariff rate for that item. Tariff changes ef-
fective April 1, 1996, are included in this
edition. What makes this reference special,
however, is the information on non-tariff
barriers—import and export licensing, in-
spection, quota, quarantine, registration,
and other requirements—included side-
by-side with the tariff rates for each item.
All relevant consumption tax and value-
added tax (VAT) information is included.

Without reference to a guide such as
this, US exporters are forced to rely on a
multitude of documents. An exporter of
refrigerators, for example, must purchase
a Chinese tariff schedule, a copy of the
correct import licensing regulations to de-
termine whether refrigerators require PRC
import licenses, and a copy of the current
inspection regulations to determine
whether refrigerators are subject to
mandatory inspection, quota, or registra-
tion requirements. With the publication of
the handbook, exporters, investors, acade-
mics, and university libraries now have
this information easily accessible in one
resource. The publisher also plans to mar-
ket inexpensive annual updates.

The book has only two drawbacks
worthy of mention. First, though the text
indicates whether a particular good is
subject to quota, the entries do not list
the actual quotas. Second, the translation
into English of some of the regulations in
the annex of PRC laws and the introduc-
tory notes is rather rough. Nevertheless,
the tariff and non-tariff schedule informa-
tion make this a gem—and a steal—of a
book.

—Dan Martin

Dan Martin is manager of the Council's
investment program.
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China’s Automobile Industry: Policies, Problems, and Prospects 1

by Eric Hanwit. Armonk, NY: ME Shanpe,
208 pp. $55 bardcover, $22.50 soft-
cover.

In recent years, American, Japanese,
European, and Chinese automakers
have raced to dominate China's grow-
ing automobile market. In China’s Au-
tomobile Industry, Eric Harwit makes
sense of the maelstrom of bureaucratic
players in the decisionmaking process
surrounding wholly foreign-owned
and Sino-foreign auto ventures.
Packed with statistics, charts, and a de-
tailed chronology of foreign involve-
ment in China’s auto industry, Harwit's

analysis is thorough.

Four case studies of foreign auto
ventures—DBeijing Jeep, Shanghai Volk-
swagen, Guangzhou Peugeot, and the
American-German-Korean consortium’s
wholly foreign-owned Panda Motors—
make for interesting reading. Harwit
concludes that local politics, ample
planning, and relations with reform-
minded officials such as then-Mayor
Zhu Rongji, contributed to Shanghai
Volkswagen's successes. The more re-
cent cases of Guangzhou Peugeot and
Panda Motors are terrific examples of
the growing decentralization of bureau-
cratic power in the industry.

China’s Auto Industry is a concise
study with a wealth of information rele-
vant for both businesspeople and acad-
emics. Though focusing specifically on
the auto industry, the book is well
worth reading for the general insights it
provides into China's dramatically
changing business environment.

—Alan C. Kahn

Alan C. Kabn is a recent graduate of
American University’s School of
International Service and a former
Council research assistant.

ORDER CHINA’S COMPLETE TARIFF AND NON-TARIFF HANDBOOK TODAY!!!

This most comprehensive, authoritative, and up-to-date handbook
contains the following information:

Tariffs: China’s Full Harmonized Tariff System (HTS) schedule including changes as of April 1, 1996.

Non-Tariff Barriers: All import and export licensing, quota, registration, inspection, and quarantine
requirements listed side by side with tariff rates for all 6,550 HTS lines.

Taxes: Consumption Tax rate and Value-Added Tax (VAT) rate for each product.

Laws & Regulations: Governing import and export with China.

All information and translation obtained directly from China’s Ministry of Foreign Trade (MOFTEC), General
Administration of Customs and other government agencies, listed in English and arranged in an easy-to-use format.

PRICE: $295 including postage & handling
Orders for 3 or more copies receive a 10% discount.

All subscribers to the initial handbook will be offered ANNUAL UPDATES at a significantly reduced price.

To order, please send in the following form to US-China Information & Service Corp.
P.O. Box 4286, Manassas, VA 22110 USA  Phone: 703-257-4032

YES, I want to order China’s Tariff and Non-Tariff Handbook. Please send me _

I am enclosing a check or money order for US$__

YES, I am interested in ordering the handbook, but need more information. Please send me a brochure and include a

sample page of the text.

35 additional for shipment outside CONUS
Please make all payments in US dollars by check or money order.

Fax: 703-335-2196

__copies.
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COUNCIL

ACTIVITIES

The Council hosted its second an-
nual conference for China-based mem-
bers on March 7. Held in Beijing, China
Operations ‘96 brought more than 100
member company representatives to-
gether for a full day of discussions on
bilateral and business issues. Ambas-
sador James Sasser addressed the gath-
ering at lunch, giving his first major
speech as US Ambassador to China.

Rajiv Lall, vice president for Global
Economic Research at Morgan Stanley
Asia, began the day’s sessions on a pos-
itive note by rebutting some of the pes-
simism about China’s economy. Accord-
ing to Lall, the problems of State-owned
enterprises (SOEs) are not as severe as
many analysts believe, the financial situ-
ation of China's banks is much better
than is often reported, and China is not
overly dependent on foreign capital.
Lall did not discount the difficulties
China will face in the next phase of re-
forms, but believes China will be able
to sustain growth rates of 8-9 percent
until the end of the century.

Huan Guocang, managing director of
Investment Banking Services for BZW
Asia Ltd., spoke on the economic ef-
fects of the upcoming Hong Kong tran-
sition. He pointed out that Hong
Kong's role in China's foreign trade is
declining, as many Chinese companies
have begun to export directly to over-
seas customers. Nonetheless, Hong
Kong investment in China is accelerat-
ing and Chinese investment in Hong
Kong, though slowing, remains a signif-
icant and stabilizing factor, Huan stated
that a smooth handover in 1997 will
depend on the Chinese government's
ability to convince the Hong Kong mid-
dle class and civil service that the tran-
sition will not change the status quo.

Council President Robert A. Kapp, in
turn, toured the bleak legislative land-
scape in Washington, focusing on
some of the details of pending China-
related legislation that have particularly
irked officials in Beijing. Warning that

Sizing Up Operating
Conditions in China

business can expect a particularly
bruising battle over Most Favored Na-
tion (MFN) status renewal for China
this summer, Kapp emphasized the im-
portance of bringing US companies’
experiences on the ground in China to
the attention of legislators and officials
in Washington. Through its “China on
the Hill” series of meetings with indi-
vidual state congressional delegations,
the Council is working to bring the re-
alities of the Chinese marketplace to
the awareness of policymakers and
speechwriters in Washington.

During his talk, Ambassador Sasser
stressed the importance of communica-
tion, rather than confrontation, in the
US-China relationship. He also sug-
gested that CEOs make personal calls on
Congress when they wish to relay their
concerns on major China-related issues,
such as MFN. Nothing, he said, makes
an impression on a member of Congress
like a visit or phone call from a CEO
from the member’s district or state.

The afternoon session of China Oper-
ations ‘96 was devoted to four work-
shops on specific operational issues. At
the workshop on free trade zones
(FTZs), company representatives and
Chinese officials from the Waigaogiao
FTZ and the Tianjin FTZ discussed the
range of activities foreign-invested com-
panies can conduct in the zones. A sec-
ond workshop featured discussions by
experts from manufacturing companies,
law firms, and investment houses on
stock purchases as an alternative to
forming joint ventures. Member com-
pany representatives concerned with
protecting their company's intellectual
property in China discussed some of
the challenges at a panel devoted to in-
tellectual property rights issues. Atten-
dees of the workshop on office space
and housing heard the good news that
Beijing, Shanghai, and
Guangzhou for both office space and

rents in

housing are likely to come down this
year.

Denise Yue
on Hong Kong

On March 11, the Council's Washing-
ton office hosted Hong Kong's Secretary
for Trade and Industry Denise Yue for a
forthright talk on Hong Kong's future.
The secretary surprised everyone with
her candor regarding the need for a de-
mocratic Hong Kong, as well as her ex-
tremely pragmatic sense of how to deal
effectively with Beijing.

Yue spoke of the need for the US busi-
ness community to strengthen its efforts
to preserve democracy in Hong Kong
and maintain China’'s MFN trade status.
She cited recent reports that a revocation
of China’'s MFN status would mean a 2-3
percentage-point decrease in Hong
Kong's GDP. She also rebuffed recent US
claims of intellectual property rights law
infringement in Hong Kong and queried
member company representatives on
their efforts to present the US position on
IPR violations to mainland authorities.

Yue indicated that, despite difficulties
in the US-China relationship, Hong Kong-
based companies are very positive about
the future of business in Hong Kong, Re-
cent polls indicate that most foreign com-
panies plan to remain in Hong Kong after
1997 and even expand operations there
over the next few years.

Hong Kong Members
Discuss Immigration and
Bilateral Relations

How and whether nationality and immi-
gration issues would be affected by Hong
Kong's transition to Chinese sovereignty
next year was the topic of the Hong Kong
office’s February 29 breakfast meeting.
Deputy Secretary for Security Alex Fong
fielded numerous questions about work
permits, residency rights, and other issues
as members sought to clarify the murky
picture of how China’s Nationality Law
will be applied to the territory. Fong pre-
dicted that procedures for expatriates
wishing to work and live in the territory
would remain largely unchanged, though
the situation for Hong Kong Chinese who
hold both permanent resident cards and
foreign passports is still unclear.

52

The China Business Review ¢ March-April 1996



Talking and Listening

Council member firms joined with
members of the Chemical Manufacturers
Association (CMA) on April 9 for a rare
chance to meet informally with Qu
Geping, who has responsibility for initi-
ating environmental protection legisla-
tion in China. Formerly the minister of
the National Environmental Protection
Agency (NEPA), Qu now serves as chair-
man of the Environmental Protection
Committee of the National People’s Con-
gress (NPC). During the morning ses-
sion, Qu outlined his committee’s plans
to pass 20 pieces of environmental legis-
lation by the end of the decade. The leg-
islation will tackle such environmental
problems as water and noise pollution;
toxic chemicals; and protection of
forests, grasslands, wildlife, and mineral

resources. Qu noted that the NPC has
passed two key laws in the past year: a
revised statute on atmospheric pollution
and a new solid waste law (see The CBR,
March-April 1996, p.38).

After Qu's talk, the CMA’s Frederick
McEldowney and Hasana Sisco of Nalco
Chemical Co. gave presentations on the
US chemical industry and its commit-
ment to product safety. Sisco pointed
out that China’s recent efforts to ensure
safe import of chemicals, by requiring
foreign firms to register their products,
presents a number of difficulties for US
firms. She requested that Qu and other
officials in Beijing consider making the
requirements more reasonable, and ap-
plicable to both the foreign and domes-
tic chemical industries. Sisco warned

that in the absence of some way to ease
the onerous reporting requirements,
“there will be delays in the introduction
of new technologies and chemical
processes in China.”

During the question and answer pe-
riod, Qu thanked the participants for
their views on the reporting require-
ments. In response to one question, Qu
said that he would consider the possibil-
ity of a more open comment and review
period prior to the promulgation of en-
vironmental legislation, to allow foreign
investors to present their views on the
issue at hand. Qu also welcomed the
possibility of a seminar in China to in-
troduce the US approach to regulating
and managing the safe production, use,
and transport of chemicals.

A Visit from Sichuan

Sichuan Deputy Governor Pu talks about
investment opportunities in his province.

The Council held a reception and lun-

cheon in Washington on April 11 in
honor of a nine-person delegation from
Sichuan Province, led by Pu Haiqing,
Sichuan’s executive deputy governor.
Among the delegates were Li
Changchun, the chairman of the Sichuan
Foreign Affairs Office, and Wang Jinxi-
ang, the deputy chairman of Sichuan’s
Planning Commission. The delegation

was visiting several cities in the United
States 1o promote trade and investment
opportunities in the province, which has
enjoyed great economic growth in re-
cent years

After lunch, Pu and his colleagues gave
a presentation about Sichuan, detailing its
economic potential and wealth of natural
resources, Sichuan has a flourishing agri
cultural base and immense hydroelectric
power capacity, as well as an abundance
of metal ores, minerals, and natural gas
At least six hydroelectric power plants are
currently being developed in the province
on the Yalong and Jinsha rivers. The
Sichuan government has developed a list
of eight priority areas for investment: steel
VCRs;
telecommunications equipment; motorcy

products; color televisions;
cles; automobiles; construction and engi-
neering machinery; and power generation
and transmission equipment.

The delegates emphasized the plethora
of natural resources found in the Panxi
region in southern Sichuan Province.
Panxi boasts iron, titanium, and vana-
dium deposits as well as copper, tin,
lead, and zinc reserves. The region also is
rich in agricultural resources, including
lumber

Gearing Up
for Annual
Council

Gathering

The Council's Annual Member-
ship Meeting will be held on June
6, 1996, at the Sheraton Carlton
Hotel in Washington, DC, from 9
am to 4 pm. The event will fea
ture talks on China's role as a re-
gional power, Hong Kong devel-
opments, and regional business
trends, and workshops on wholly
foreign-owned enterprises, for-
eign corporate “good works” in
China, and other nuts-and-bolts
business issues. The annual meet-
ing is for member companies
rJ)ffli

For more information, contact
Paul Lamb at 202/429-0340 or via

e-mail at “plamb@uschina.org.”
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CHINA BUSINESS

B Olivia H. Zhao

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 7he CBR. Contracts denominated in foreign currencies are
converted into US dollars at the most recent monthly rate quoted in the International Monetary Fund's International Financial Statistics.

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

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

Foreign party/Chinese party

SALES AND INVESTMENT December 1, 1995-February 29,1996
Arrangement, value, un?

date reported

Accounting and Insurance

OTHER
Sun Alliance Group PLC (UK)

Opened representative office in Shanghai. 1/90.

Banking and Finance

OTHER
The Hong Kong and Shanghai Banking Corp., Ltd. (Hong Kong)
Will open representative office in Chengdu, Sichuan Province
2/96

Banco di Roma, a banking subsidiary of IRI Istituto
Ricostruzione Industriale (ltaly)

Approved by PBOC to open a branch in Shanghai. 2/96.

Korea Development Bank (S. Korea)

Approved by PBOC to open a branch in Shanghai. 2/96

Integrated Payment Systems Inc., a subsidiary of First Data
Corp. (US)
Expanded MoneyGram money-wiring service o 25 ICBC
branches in 17 cities in China. 2/96

MasterCard International, Inc. (US)/ICBC, National Market of
Inner Mongolia Co., Ltd.
Will jointly launch the Peony National Market MasterCard in
Hohhot, Inner Mongolia Autonomous Region. 1/96.

Nanyang Commercial Bank (Hong Kong)

Opened representative office in Beijing. 1/96.

National Bank of Canada (Canada)

Opened representative office in Shanghai. 1/96.

Abbreviations used throughout fext: BOC: Bank of China; CAAC: Civil Aviation Administration of
China; CNAIEC: China National Automotive Import-Export Corp.; CATIC: China National Aero
Technology Import-Export Corp.; CITIC: China Infernational Trust and Investment Corp.; CITS
China International Travel Service; CNOOC: China National Offshore Qil Corp.; ETDZ
Economic and Technological Development Zone; ICBC: Industrial and Commercial Bank of China;
MPT: Ministry of Posts and Telecommunications; NA: Not Available; NORINCO: Chino North
Industries Corp.; PAT: Post and Telecommunications; PBOC: People's Bank of China; SEZ: Special
Economic Zone; SINOCHEM: China National Chemicals Import-Export Corp.; SINOPEC: China
National Petrochemical Corp.; SINOTRANS: China National Foreign Trade Transportation Corp. ;
SPC: State Planning Commission; UNDP: United Nations Development Program

The Sumitomo Bank Ltd. (Japan)
Will open representative office in Chongging, Sichuan
Province. 1/90

Chemicals, Petrochemicals, and Related
Equipment

INVESTMENTS IN CHINA
BASF AG (Germany)/Jilin Chemical Industrial Co., Ltd.

Established joint venture in Changchun, Jilin Province to
produce neopentylglycol. $20 million. (Germany:60%-
PRC:40%). 2/96

L'Air Liquide SA (France), Sumitomo Corp. (Japan)
Will establish two joint ventures in Tianjin to produce oxygen,
nitrogen, hydrogen, and argon for industrial use. $34.3 million.
(France:80%, Japan:20%4). 1/96.

Phillips Petroleum Co. (US)/Shanghai Petrochemical Co.
Established Shanghai Golden Phillips Petrochemical Co., Lid
joint venture to produce linear polyethylene and plastics for
making pipes. $136 million. (US:400-PRC:600%). 1/96

Kao Corp. (Japan)/Shanghai Yulong Enterprises
Established Kao Chemical Corp. joint venture to produce

surfactants. $16 million. (Japan:75%-PRC:25%). 12/95

OTHER
BASF Group (Germany)

Formed BASF (China) Co. to consolidate BASF's existing China
ventures and develop wholly owned subsidiaries. 2/96

Consumer Goods

INVESTMENTS IN CHINA

Bosch-Siemens Hausgeraete GmbH, a joint venture between
Robert Bosch GmbH and Siemens AG (Germany)/Wuxi Litile
Swan Co. (Jiangsu)
Established joint venture in Wuxi, Jiangsu Province to develop,
produce, and sell stoves and kitchen-exhaust hoods.
(Germany:60%-PRC:40%). 2/90.
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Bosch-Siemens Hausgeraete GmbH, a joint venture between
Robert Bosch GmbH, and Siemens AG (Germany)/Yangzi
Group
Established joint venture to manufacture refrigerators and
freezers. (Germany:70%-PRC:30%6). 2/96.

Hitachi Ltd. (Japan)/Shanghai Shangling Home Electronic
Appliances Corp.
Established joint venture in Shanghai to produce washing
machines. $30 million. (Japan:57%-PRC:43%). 2/96.

Matsushita Electric Industrial Co., Ltd. (Japan)/Beijing
Architectural Engineering Group
Established Beijing Great Wall Seiko Air Conditioning joint
venture to produce air conditioning system components,
$14 million. 2/96.

LG Group (S. Korea)/Panda Electronic Group (Jiangsu)
Established joint venture in Nanjing, Jiangsu Province to
produce washing machines for the Chinese and Korean
markets. $30 million. 1/96.

Samsung Display Devices Co., a unit of Samsung Group

(S. Korea)/NA
Established Shenzhen Tri-Star Display Device Co. joint venture
to produce color television picture tubes. $600 million.
(S. Korea:80%-PRC:20%). 12/95.

OTHER
Wal-Mart Stores, Inc. (US)

Will open two branch stores in Shenzhen. 2/96.

Electronics and Computer Software

INVESTMENTS IN CHINA
NEC Corp. (Japan)

Beijing to produce 4-megabit advanced memory chips.
$114 million. 1/96.

Apple Computer, Inc. (US)/South Software Industrial Park
(Zhuhai) Technology Co., Ltd. (Guangdong)
Established Apple-SSP Technology joint venture in Zhuhai,
Guangdong Province to develop applications based on
PowerPC chip and Macintosh OS platform. 12/95.

OTHER

IBM Corp. (US)

Opened branch office in Nanjing, Jiangsu Province. 2/96.
IBM Corp. (US)

Opened information technology center in Shanghai. 1/96.
IBM Corp. (US)

Opened branch office in Shenzhen. 1/96.
MultiTech Systems (US)

Will open modem service and repair center in Betjing. 1/96.

System Software Associates, Inc. (US)

Moved its Asia-Pacific headquarters from Hong Kong to Beijing.
1/906.

Tandem Computers Inc. (US)/Qinghua University (Beijing)
Established Tandem-Qinghua Training Center in Beijing.
S800,000. 1/96

Silicon Graphics, Inc. (US)
Established Beijing SGI Computer Technology and Engineering
Co., td. wholly owned subsidiary. 11/95

Engineering and Construction

INVESTMENTS IN CHINA

Akzo Nobel N.V. (Netherlands)/Hangzhou Paint Factory
(Zhejiang)
Established Akzo Nobel Hangzhou Powder Coatings joint
venture in Zhejiang Province. (Netherlands:600%-PRC:40%).
2/96.

Williams Holdings PLC (UK), American International Group, Inc.
(US)/Guangdong Guli Locks
Established Yale-Guli joint venture to manufacture locks in
Xiaolan, Guangdong Province. $53 million. (UK:45%, US:15%-
PRC:40%). 2/96.

Building Ceramics Corp. Ltd. (Germany)/Baoxiang International
Garments Center (Beijing)
Established Baoxiang-Germany Building Ceramics Ltd. joint
venture in Beijing to produce high-grade ceramic tiles
$19 million. (Germany:5096-PRC:50%). 1/96.

Hitachi Ltd. (Japan)/Guangzhou Elevator Industry
Established three joint ventures in Guangzhou to produce
elevators and escalators. $20 million. 1/96.

Toshiba Lighting and TechnologaaCorp., a subsidiary of Toshiba
Corp. (Japan), Sanmei Trading (Japan)/Fuzhou Electric Bulbs
Factory (Fujian)
Established Fuzhou TLT Lighting joint venture in Fujian
Province to produce fluorescent lamps. $6.7 million.
(Japan:66%, 1%-PRC:33%). 12/95.

Food and Food Processing

INVESTMENTS IN CHINA
Carls Brewery Hong Kong, joint venture between Carlsberg
(Denmark), East Asiatic Co. Ug tDenmorkl, and Swire Pacific

Ltd. (Hong Kong)/Songjiang Economic and Technical

Developing :::3 Construction General Co. (Shanghai)
Established joint venture to build brewery near Shanghai.
(Hong Kong:8004-PRC:20%). 2/96.

Consitrade, wholly owned subsidiary of Chocolate Products

Manufacturing (Malaysia)/Changsha Brewery (Hunan)
Established Hunan Lion Brewery joint venture in Changsha,
Hunan Province. $28.9 million. (Malaysia:55%-PRC:45%). 2/906.

Consitrade, wholly owned subsidiary of Chocolate Products
Manufacturing (Malaysia)/Jinlongquan Brewery (Hubei)
Established Hubei Jinlongquan Brewery joint venture.
$30 million. (Malaysia:60%-PRC:40%0). 2/90.

Consitrade, wholly owned subsidiary of Chocolate Products

Manufacturing (Malaysia)/Jinlongquan Brewery (Hubei)
Established Hubei Lion Brewery joint venture. $30 million.
(Malaysia:60%-PRC:40%). 2/96.

Consitrade, wholly owned subsidiary of Chocolate Products

Manufacturing (Malaysia) /Zhuzhou Brewery (Hunan)
Established Zhuzhou Lion Brewery joint venture in Hunan
Province. $14.3 million. (Malaysia:55%-PRC:45%). 2/96.
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Hoogovens Groep B.V. (Netherlands); Sollac, a subsidiary of

Groupe Usinor Sacilor (France)/Baoshan Iron & Steel Group Inc.

(Shanghai), Beiyi Group
Established joint venture to produce steel beverage containers

in Shanghai. (Netherlands: 12.5%, France:12.5%-PRC:45%, 30%).
2/96

PepsiCo, Inc. (US)/Shenzhen Shenbao Beverage Factory
(Guangdong)
Established bottling joint venture in Shenzhen. $28 million,
(US:60%-PRC:40%). 2/906.

Compak Corp. (US)/Shanghai Hongbao Industrial Cooperation
General
Established Compak Shanghai Health Products Co., Lid. to
produce biscuits and sova formula for children. 1/96.

The Daiei Inc. (Japan), Marubeni Corp. (Japan), Ajinomoto Co.
Inc. (Japan)/NA
Established joint venture 1o export vegetables from China to
Japan. $8.9 million. (Japan:30%, 10%, 10°%-PRC:3000). 1796

Marubeni Corp. (Japan), Kumamoto Flour Milling Co., Lid.
{Japan)/First Grain Storage and Transportation Corp. (Liaoning)
Established Dalian Marubent Cereal Foods Co., Lid. joint-
venture flour mill in Liaoning Province. $11 million
(Japan:50%, 2%-PRC:48%). 1/96.

Red Bull Vitamin Drink Co. (Thailand), Thailand Pharmaceutical
Co. (Thailand)/China Food Industry Group Corp., Shenzhen
Zhonghao Group (Guangdong)
Established Red Bull Vitamin Drink Co. joint venture in
Shenzhen to produce soft drinks. $145 million. (Thailand:76%-
PRC:24%). 12/95.

Suntory Ltd. (Japan)/Shanghai Maling Food Co.
Established Shanghai-Suntory Maling Foods Co. joint venture to
produce soft drinks. 12795

Suntory Ltd. (Japan)/Shanghai Sugar Cigarette & Wine (Group)
Co.

Will establish Shanghai Suntory Brewery joint venture

530 million. 12/95.

Malayan Flour Mill (Malaysia), Kitake Development (Hong

Kongr/ Shanghai Flour Corp., Shanghai Grains & Transport Co.
Established Shanghai Malayvan Flour Food Co. joint venture to
acquire a Shanghai Hour mill. $34 million. (Malaysia: 12%, Hong
Kong:58%-PRC: 25%, 5%). 11,95

OTHER

America’s Favorite Chicken Co. (US), American Delights (Hong
Kong)
Will jointly develop Popeyes restaurant chain in Shanghai
2/96

Beijing McDonald’s Food Co., Ltd., a branch of McDonald’s
Corp. (US)

Will open another 13 restaurants in Beijing, 2/96

Foreign Assistance

OTHER
World Bank

Will extend loan to Bank of Communications for technical
renovalion projects in six private Chinese enterprises.
$10 million. 2/96.

Mitsui Marine and Fire Insurance Co. (Japan)
Will give grants 1o poor areas in Shaanxi Province for
education development. $95,000. 1/96.

Machinery and Machine Tools

CHINA'S IMPORTS
E.l. du Pont de Nemours & Co. (US)

Will sell three pre-sensitized plate production lines to Wanguo
Group in Henan Provinee. $10 million. 12/95

Mitsui & Co., Ltd. (Japan)
Awarded contract by China International Iron and Steel
Investment Corp. to supply steel-making equipment to Laiwu
Iron and Steel Co. in Shandong Province. $40 million. 12/95.

INVESTMENTS IN CHINA

Fenner International (UK)/Shanghai Plastic Factory, China
General Coal Materials
Established Shanghai Fenaplast Conveyor Belt Co. joint venture
to produce conveyor belts. $14.4 million, (UK:57%-PRC:41%,
2%0). 2/96

Emerson Electric Co. (US)/NA (Beijing)
Will establish Rosemount Far East Instrument Co., Ltd. joint
venture in Beijing to produce pressure and temperature
transmitters. 1/96.

Emerson Electric Co. (US)/NA (Liaoning)
Will establish Shenyang Copeland Compressors Co., Lid. joint
venture in Liaoning Province to produce semi-hermetic
compressors and condensing units. 1/96.

Emerson Electric Co. (US)/NA (Zhejiang)
Will establish Zhejiang Emerson Motor Co. joint venture in
Huzhou, Zhejiang Provinee to produce fractional horsepower
motors, 1/90.

Sanyo Electric Co., Ltd. (Japan), Nissho lwai Corp.

(Japan)/Guangdong Kelon Electrical Holding Co. Ltd.
Established joint venture to produce induostrial freezers in
Shunde, Guangdong Province, $30 million. (Japan:51%, 5%-
PRC:44%). 1/96.

Marubeni Corp. (Japan), Kurimoto Iron Works
(Japan)/Nantong Heavy Machinery Plant (Jiangsu)
Established Nantong Marubeni-Kurimoto Heavy Machinery
joint venture in Jiangsu Provinee to produce iron plate benders.
11/95.

Medical Equipment and Devices

OTHER
IBM Corp. (US)/Beijing Hospital

Will set up a center to develop and implement an integrated
hospital information system. 1,96

Metals, Minerals, and Mining

INVESTMENTS IN CHINA
The BOC Group PLC (UK)/Taiyuan Iron and Steel (Shanxi)

Established joint venture to manage three air separation units
and a hydrogen production plant. $28 million, (UK:50%-
PRC:S0%0). 2/906.
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Ausmelt (Australia)/China National Non-Ferrous Metals Import-
Established copper-smelting joint venture. $55 million. 1/96.

Reptech Inc. (US), American Trading Services Inc. (US)/Beijing
Minmetals & China Nuclear Industry Magnetical Material Co.,
Lid.
Established joint venture in Beijing to produce rare earth
magnets. $110 million. (US:55%-PRC:45%). 1/96

Packaging, Pulp, and Paper

INVESTMENTS IN CHINA
ltochu Corp. (Japan)/NA

Established Shanghai Jinpu Plastic Packaging joint venture to
produce wrapping film for cigarettes. $12 million. (Japan:30%-
PRC:700). 2/96.

ltochu Corp. (Japan)/NA
Established Shanghai Ziteng Packaging Material joint venture to
produce wrapping material for foods. $7 million. (Japan:30%-
PRC:70%). 2/96.

Petroleum, Natural Gas,
and Related Equipment

INVESTMENTS IN CHINA
Amoco Corp. (US)/China National Petroleum Corp.

Will jointly explore for natural gas in Qaidam basin, Qinghai
Province. 2/96.

Kerr-McGee Corp. (US), Huffco China LDC, an associate of
Huffco Group (US)/CNOOC

Will explore for oil in Bohai Bay. 1/96.

NKK Corp. (Japan), Marubeni Corp. (Japan), Mitsubishi Corp.
(Japan)/Hubei Petroleum Administration, China Petroleum
Material and Equipment Corp.
Established Bohai NKK Drillpipe Co. in Hubei to produce
seamless steel drill pipe. $17 million. (Japan:62%-PRC:24%,
14%). 11/95.

OTHER
Singapore Petroleum Co., Ltd. (Singapore)

Will set up bulk asphalt storage terminal at Fangcheng Port in
Guangxi Zhuang Autonomous Region. $929,000. 2/96.

Asian Development Bank
Offered $130 million loan and $930,000 technical assistance
grants for Pinghu Oil and Gas Development project in East
China Sea near Shanghai. $130.9 million. 12/95.

Pharmaceutical

INVESTMENTS IN CHINA

Boehringer Ingelheim GmbH (Germany)/Shanghai Sine
Pharmaceutical Co.
Will establish joint venture in Shanghai. $25 million.
(Germany:60%-PRC:40%). 2/96.

Ports and Shipping

INVESTMENTS IN CHINA

Evergreen Marine, Uniglory Marine, both members of
Evergreen Group (Taiwan]/NA (Shandong)
Established joint venture to build inland container depot in
Qingdao, Shandong Province, $17.5 million. (Taiwan:40%, 20%-
PRC:40%). 2/96.

Sunkyong Group (S. Korea), lwatani International Corp.

(Japan)/Dalian Chemical Industrial Corp. (Liaoning)
Established joint venture to set up chemical-tank terminal in
Dalian, Liaoning Province. $19.5 million. (S. Korea:43%,
Japan:33%-PRC:24%). 12/95.

OTHER
Federal Express Corp. (US)
Won operating license from CAAC for a US-China cargo route
2/96.

Hanjin Shipping Co. (US)
Will begin direct calls in Shanghai as part of its China America
Express service. 2/96.

Asian Development Bank

Will offer loan for Fangcheng Port project in Guangxi Province.,
$52 million. 1/96.

Asian Development Bank
Offered $63 million loan and $490,000 technical assistance
grant for the Second Yantai Port project in Shandong Province.
$63.5 million. 12/95.

Power Generation Equipment

CHINA'S IMPORTS

Consortium led by Siemens AG (Germany) and Mitsui Babcock
Energy, a joint venture between Babcock International (UK), and
Mitsui Engineering and Shipbuilding Co. Ltd. (Japan)
Awarded contract to build a 700MW coal-fired power station
for Huaneng Power International in Fuzhou, Fujian Province.
$300 million. 2/96.

Weir Group PLC (UK)
Will sell nuclear equipment to the Qingshan Power Station near
Shanghai. $31 million. 1/96.

OTHER
World Bank

Will offer loan for Henan Thermal Power project. $440 million.
2/96

Asian Development Bank
Will offer technical assistance grant to the Ministry of Electric
Power to help develop policy, regulatory, and institutional
framework to attract foreign investment in power subsector.
$751,000. 1/96.

Asian Development Bank
Offered $170 million loan and $300,000 technical assistance
grant for Fujian Mianhuatan Hydropower project to provide
GOOMW of additional power generating capacity a year.
$170.3 million. 12/95.
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Property Management and Development

INVESTMENTS IN CHINA

Ek Chor Investment Co., Ltd., a subsidiary of Ek Chor China
Motorcycle Co., Ltd. (Hong Kong)

Will purchase 15 apartment units and car parks at Shanghai
Fortune Garden. $3.8 million. 1/96.

Telecommunications

CHINA'S IMPORTS
AT&T (US)

Awarded contract by MPT 1o supply SDH transmission
equipment for optical-cable trunk along the Beijing-Kowloon
railway. $16 million. 2/96.

Comstream, a Spar Co., a division of Spar Aerospace Lid.
(Canada)
Awarded contract by Tibet Autonomous Region P&T
Administration to provide an internal communication network.
$3.8 million, 2/96.

Comstream, a Spar Co., a division of Spar AeroSpace Lid.
(Canada)
Awarded contract by China National Petroleum Corp. for
satellite communications system to the remote oil fields in
China. $3.1 million. 2/96.

LM Ericsson (Sweden)
Will sell public cellular telephone system to Guangxi P&T
Administration. $50 million. 2/96.

Oy Nokia AB/Nokia Group (Finland)
Will sell DX200 switching systems to three cities in Langfang
area near Beijing to modernize fixed-line telephone networks.
$4.4 million. 2/96

Oy Nokia AB/Nokia Group (Finland)
Awarded China Unicom contract to supply a GSM mobile
telephone network in Hunan Province. 1/96

Oy Nokia AB/Nokia Group (Finland)
Will sell mobile phone network to Fujian P&T Administration
$30 million. 1/96.

INVESTMENTS IN CHINA

Motorola Inc. (US)/Shanghai Radio Communications Equipment
Manufacturing Co.
Established Shanghai Motorola Paging Products Co. joint
venture in Pudong to manufacture high-speed “flex” pagers.
$12 million. 2/96.

Alcatel Alsthom Compagnie Générale d'Electricité (France)/NA
(Shanghai)
Established joint venture in Shanghai to produce fiber-optic
cable. $30 million. (France:55%-PRC:45%). 1/96

MCI Telecommunications Corp. (US)
Won government contract for satellite television slot with more
than 170 channels. $682.5 million. 1/96.

NEC Corp. (Japan)/Lijiang Radio Factory (Guangxi)
Established Guilin NEC Radio Communications Ltd. joint
venture to produce microwave-radio communications systems.

$4.5 million, (Japan:60%-PRC:40%). 1/96.

OTHER

Bell Northern Research, a subsidiary of Northern Telecom
(Canada)/Zhongshan University (Guangdong)
Established an advanced telecommunications research
laboratory in Guangzhou. 12/95

Textiles and Apparel

INVESTMENTS IN CHINA
Original (Hong Kong), joint venture between Nisshinbo (Japan)
onc? China Dyeing Works Group (Hong Kong)/Changzhou

Cotton Mill No.3 (Jiangsu)
Established Mingly Textiles joint venture in Changzhou, Jiangsu
Province to produce cotton yarns and clothing. $14 million
(Hong Kong:600-PRC:40%). 1/96.

Transportation

CHINA'S IMPORTS
MAN Nutzfahrzeuge AG (Germany)

Will sell MAN bus chassis to China National Heavy Truck Corp.
$5.8 million. 2/96

INVESTMENTS IN CHINA

BASF Lacke & Farben, a unit of BASF Group
(Germany)/Shanghai Coatings Corp.
Established BASF Shanghai Paint Co., Ltd. to produce paint for
cars. $16 million. (Germany:60%-PRC:40%). 2/906.

Bundy Asia Pacific (Australia), a joint venture between Bundy

Corp. (UK), and Tubemakers of Australia Ltd.

(Australia) /Dongfeng-Citroen Automobile Co., Ltd. (Hubei)
Established Wuhan Bundy Fluid Systems Co., Lid. joint venture
to supply brake and fuel line systems to Chinese auto industry.
(Australia:75%-PRC:25%). 2/90

Daikin Manufacture Co. Ltd. (Japan)/Chongging Lingfeng
Automobile Fitting Manufacture Co. Ltd. (Sichuan)
Established joint venture in Chongging to produce diaphragm
clutches. $11 million. (Japan:39%-PRC:61%). 2/96.

Delphi Automotive Systems, a subsidiary of General Motors

Corp. (US)/Yatai Machine and Electric Group (Zhejiang)
Established joint venture in Zhejiang Province to produce
automotive brake components. $20 million. 2/90.

Nippon Koshuha Steel Co., Ltd., Shinsho Corp., both

suEsidiuries of Kobe Steel, Ltd. (Japan)/NA (Shenyang)
Established joint venture in Shenyang, Liaoning Province to
produce alloys for use in automotive components. $6.2 million.
(Japan:35%, 5%-PRC:60%). 2/90.

Pratt & Whitney, a unit of United Technologies Corp.
(US)/Chengdu Engines Co. (Sichuan), a division of Aviation
Industries of China
Established Chengdu Aero-tech Manufacturing Co., Ltd. joint
venture in Sichuan Province to produce commercial aircraft
engine parts. $22 million. (US:52%-PRC:48%). 2/96.

Delphi Automotive Systems, a subsidiary of General Motors

Corp. (US)/Hubei Superelec Auto Electric Motors Co., Lid.
Established Hubei Delphi Automotive Generator Co., Ltd. joint
venture in Wuhan, Hubei Province. $10 million. 1/96.

The China Business Review ¢ May-June 1996



New China Hong Kong Development Co. (Hong Kong), NA
(US)/NA
Will build a 300-km highway from Mianyang to Leshan in
Sichuan Province. $1 billion, 1/96

Robert Bosch GmbH (Germany)/Huaiyin Machinery Plant
(Jiangsu)
Established Jiangsu Bosch Hydraulic Co. joint venture to
produce high-pressure gear pumps. $19.2 million
(Germany:55%-PRC:45%). 1/96

Saab-Scania AB (Sweden)/Shandong Bus Corp.

Established joint venture in Shandong Province to build buses,
$10 million. (Sweden:50%-PRC:50%). 1/96

Audi AG (Germany), Volkswagen AG (Germany)/First
Automobile Works (Jilin)
Established joint venture to produce a version of the Audi 100 in
Changchun, Jilin Province. (Germany:10%, 30%-PRC:00%).
11/95.

OTHER

Silicon Graphics, Inc. (US)/Shanghai Automobile Industry
Technology Center
Established Shanghai 3S Training Center to train students on SGI
workstations. 1/96.

Miscellaneous

OTHER
Polyglot International (US)

Opened office in Beijing to provide translation services. 1/96
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POSITIONS WANTED

Fluent written/spoken Chinese. BA Mandarin, will graduate
law school 5/96. Studied in Shanghai and Beijing, seek
posn with co/rep office in PRC or Taiwan, will relocate.
Contact: Rob, Tel: 206/329-1561.

MA intn’l bus, PhD student. Computer/res/analysis/plan-
ning/PR skills. Seek intn’l bus posn. Will relocate & travel.
US res. Bilingual. Contact: David, VA: 804/489-0237.
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LAST

PAGE

Blast Of

BR readers are a perverse

bunch. For six and one-half

years | wrote serious articles—

pieces important to your busi-
nesses—and rarely received any feed-
back. So 1 started writing Last Page.
Now I get all kinds of comments. | even
receive strange clippings in the mail
Thank you, readers, for making me the
“queen” of toilets and Elvis sightings.
Which is why today I want to discuss
rocket science

My understanding of this subject
comes from a movie 1 just saw at Hong
Kong's Space Museum, a few others 1
saw at the National Air and Space Mu-
seum in Washington, and, of course,
the blockbuster Apollo 13. Now I know
vou're thinking, “big deal, I've seen
those 0o, Go back to Elvis, where you
belong.” But I've got an ace up my sleeve. Because I've also
witnessed the China Great Wall Corp.’s highly spectacular
December 1995 launch of the EchoStar Communications
Corp. satellite (yes, the successful one).

No doubt you've all heard about the tragic events sur-
rounding the launch that succeeded EchoStar; for a while 1
thought maybe I shouldn’t write this piece because of it. But
the fact that the February Intelsat launch was a failure
doesn't change the fact that the one 1 saw was a great suc-
cess. Not to mention an unforgettable experience.

That 1 even got to see the launch was totally fortuitous,
and thanks must go to member company Lockheed Martin
Corp. and the hospitable folks at EchoStar. I was chatting
with the Hong Kong rep of Lockheed Martin when he told
me his company had built two satellites that would soon be
launched in China. | asked if he got to go watch the
launches, and he said yes. When I expressed what was, basi-
cally, jealousy, he said he thought he could get me invited. A
few days later the invitation was on my desk. I was the envy
of my Council colleagues.

Getting to Xichang, the city in Sichuan closest to the launch
site, is no easy task. First, we took a jetfoil from Hong Kong
to Shenzhen, where EchoStar had chartered a plane, because
internal flights are very limited and probably involve aircraft
that belong in museums. The hotel in Xichang was also fun—
no room keys, though you could push in a button to lock the
door when you left your room. The moment you did so,
however, the fuwuyran would appear (yes, the woman with
the key was actually always there) to unlock it. Of course
there was no heat, but the people who'd flown in from the
States insisted on being given space heaters, which mysteri-
ously emerged from a secret supply closet. In the meantime I,

Photo courtesy of EchoStar ¢

ommurnications Corp

the China expert, had already gone to
bed wearing 15 layers.

The launch site is nearly two hours
away from Xichang, and is reached via
a bumpy road that passes through Yi
minority villages and farmland. At the
site we were greeted by red banners
wishing good luck on the proceedings.
After a short tour, we were brought to
the viewing platform. Suddenly the cas-
ing surrounding the rocket slid away,
revealing the Long March 2E with
“ECHOSTAR” painted down its side.
There was a massive “ooh” from the
crowd, quickly followed by several
“aahs.” Around 400 rolls of film later,
the last arm came out to secure the
rocket in place for the launch. Excite-
ment mounting, we went back to our
buses to drive to the control center.

Lest you are feeling a little envious at this point, let me tell
you that this was also totally cool. We got to sit in a viewing
room above mission control. The room looked like those
you've seen in all the NASA clips and space movies, except
everything was in Chinese—and the technicians were all
wearing white surgical-like jackets and hats.

A few minutes before the launch, we all went up onto the
roof. From that distance and vantage point, you couldn't see
the actual lift-off—what you saw was a rosy orange glow
lighting up the whole valley. But before you saw anything,
you heard it—a low, thunder-like rumbling. Then the glow,
then a roar and then a light flying over your head. The rocket
ducked behind a cloud then reappeared before disappearing
from sight for good. Everybody cheered. Some people cried

After the launch, we all piled into our assigned buses to
go back to the hotel in Xichang for a celebratory banquet.
There were lots of speeches, ample gan bei-ing, and a sigh
of relief when the control center relayed that the satellite
was in perfect position. At that point the financial types
made bets as to how high EchoStar stock would rise; the
techies reverted to Star Trek-type techno-babble; and the
Great Wall people drank plum wine out of a barrel with six-
foot long bamboo “straws.”

I'm sure the atmosphere in Xichang these days is a little
different. It pains me to think about what has happened to
the facility and surrounding villages, and the accusations of a
cover-up are disturbing, to say the least. I'm no rocket scien-
tist, and 1 don't know what went wrong in February. But let
me tell you, when a launch goes right, it's a sight to behold
—Pamela Baldinger

Pamela Baldinger is director of the Council’s Hong Kong office.
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"CHINA"—THE CENTRE OF GUANGZHOU

CHINA HOTEL: RIGHT OPPOSITE THE GUANGZHOU TRADE FAIR CENTRE ¢ 10 MINUTES
FROM THE RAILWAY STATION ¢ 20 MINUTES FROM THE AIRPORT * THE MOST CONVENIENT

AND BEST BUSINESS ADDRESS IN GUANGZHOU
? E¥
CHINA HOTEL

O NEW WORLD HOTELS I NTERNATIONA.L

CHINA HOTEL: Liu Hua Lu, Guangzhou 510015, China.  Tel: (86-20) 666 6888  Fax: (86-20) 667 7014  Telex: 44888 CHLGZ CN
Reservartions - Renaissance: USA 1 800 HOTELS 1. Utell: USA 1 800 44 UTELL.

HONG KONG * MACAU ¢ BEIJING * GUANGZHOU * HANGZHOU « HARBIN * SHANGHAI * SHENYANG + XIAN « HO CHI MINH CITY
MANILA * YANGON ¢ KUALA LUMPUR mid 1996 * BANGKOK 1998 « DALIAN 1998

A Member of Renaissance Hotels International
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