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MORE WEB BOOKMARKS

http://www.adr.com This ]I’ Morgan site offers information on American Depositony
Receipts and New York shares (shares of non-Us companies that trade in the Us stock
markets). Visitors can scarch the site by company name, region, or industry for the Lat-
est trading information and stock quotes, news from Reuters and Dow Jones, compiny
information, and links to company websites. For instance, entering “China™ as a search
topic brings up PRC companies listed on overseas stock exchanges. their shares” daily
performance. and their major investors. Access to this website is free,
http://www.emerging-markets.com This site is run by Emerging Markets Online.
Washington, DC-based market rescarch service providing market intelligence resources
for the energy. utilities, and infrastructure sectors of Asia, Eastern: Europe, and - Latin
America. Newsletters, market research studies, CD-ROMs, and industry databases can
he searched online. Registration allows visitors free access 1o sample publications and
tables of contents of documents, but 1o view past issues or full text, visitors must sub-
scribe o the publication or purchase the item. This month, the website features China's
energy sector. Among the products available are the monthly newsletter China Energy
Report and the CD-ROM “Regulations for the Utilization of Foreign Capital in China's
Power Market.”

http://www.cei.gov.en/indexe.html This address is the English Tinguage index of
China Economic Information Network, administered by the PRC's State Information Cen-
ter, under the State Development Planning Commission. While this site is an excellent re-
source, visitors should be aware that many of the pages are in Chinese. However. the
link to CEIl Window vields
(http://www.cei.gov.cn/sicnet/siccew/index.htm). Here recent news bricts are avail-
able on policies and regulations, business forecasting and analysis. curreney and capital

Economic a wealth of information in English

markets, investment, and information technology. The free site offers explanations of
China's government structure and recent changes to it, monthly and annual economic
statistics arranged by sector, and industrial profiles and market research. Visitors also can
search il regulations by Harmonized System Code, keyword. or chapier.
http://www.chinadaily.net The website of 7he Chine Deaily. China's national English
language newspaper. provides general news from China and around the world. Visitors
can also access the paper's Bustness Weekhy and search archives from July 1997 1o the
present. Summuaries and the full text of articles in the current edition of the paper are
also pasted. Perhaps most useful is the CBNet database. updated daily, where visitors
can follow links or scarch on such categories as “tender and investment opportunities”
and “securities and prices.” Access o the daily editions and the Business Weekly section
is free, but visitors must register 1o use the database. After a 30-day free trial period,
users must pay the annual subscription fee of S300,

http://www.china-zj.com (Zhcjiang High Tech Park)

http://www.shld.com (Lujiazui Finance and Trade Zone)

http://www.sh.com (Shanghai) These three free sites offer general information about
development zones in and around Shanghai. as well as contact intormation tor inter-
ested investors. Zhejiang High Tech Park's site details investment procedures and pro-
vides information on infrastructure. development, management. and planning within
the park, as well as links 10 companies that have already invested in the zone, Lujiazui
Finance and Trade Zone's website provides information on the first zone in- China
where foreign banks can do business in reroninhic The third site: contains links o
greater Shanghai's other development zones,
http://dir.yahoo.com/regional/countries/china Yahoo's China page lists inks 10
sites providing information on business. finance and investment. industrial zones. com-
panies, government, travel, news, and more. This free site also has a search engine. al-
lowing visitors o explore categories such as business and cconomy. computers and the
Internet, and government. Yahoo's headline sites Giccessed through http://head-
lines.yahoo.com/Full_Coverage/World) post articles from the last week and provide
a central location for surveying press reports on current events. Recent features have in-
cluded Asia’s economic woes and the China-Taiwan talks,
http://wwwnotes.reliefweb.int

http://www.projhope.org For information on PRC flood reliet or 1o make w dona-
tion. Internet users can visit these sites. The first is maintined by the UN Office tor Co
ordination of Humanitarian Affairs and provides information only. but at Project Hope's
site, visitors can make donations by credit card

— Virghiia A Hulme
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Letter »»ex rre mrerees

Robert A, Kapp

All is not well
Jor US business
in China, and
we shotuld not
pretend
otherwise

Adversity
Knocks

uietly, almost stealthily, a new feeling of adversity has crept into

US-China business, different from the customary feelings of in-

completeness and impatience that both sides have more or less

learned to live with over many years. The new concern needs

to be recognized, not denied; seen in a proper and complex context of

Chinese and American internal conditions as well as global economic

uneasiness: and, wherever possible, dealt with actively by both coun-

tries working together.

This rather sudden feeling that commer
cial relations are moving toward the back
(l,. ||]l' LEin arises b o moment w “L'TW any
aspects of Us-China ties are in surprisingly
cood shape, Morcover, with acute financial
crises and regional conflicts in Asia, Latin
America, and Europe claiming the spot-
light. one senses an unaccustomed placid-
ity with regard to China in some Washing-
ton circles. Not being a hotspot for the
moment, China simply loses some of its at-
tention-grabbing power. The two nations
should not mistakenly conclude that tade
and cconomic problems can be over
looked because other aspects of the over-
all relationship will hold things 1ogether
While few would Tust for a renewal of
overt antagonism between our two greal
nations, we have not progressed so far to-
gether as o wrn the relationship over to
“henign neglect

Stated bluntly, the business environment
in China is not improving. Too many mea
sures adverse to the interests ol increased
business ties between China and foreign
tincluding US) firms have emerged, from
oo many quarters, in too short a time. The

lengthening list of problems need not he

n THE CHINA BUSINESS REVIEW \oromber-December 1908

itemized here. All is not well, and we
should not pretend otherwise.

BY-PRODUCTS OF REFORM
Some of the new adversity s the by-
product of the bold, vigorous reform Pro-
gram on which China embarked last spring,
to the hearty applause of observers world-
wide, The most positive interpretation of
much that now confronts US business in
China is that we are conlronting the short-
term pains that we knew we would face as
China plunged forward with reforms that
many of us have long hoped for,
B Administrative reorganization 1o
achieve greater etficiency and rationality is
“good.” but the administrative confusion
and the increase in bureaucratic immaobility
that seem to be the side effects of this £21-
gantic ¢ffort make the Chinese business
cnvironment more opaque and ditficult 1o
navigate than ic already was, at least for
NOWW,
B The assault on pervasive corruption
is "good.” but the disruption of established
Chinese import systems has affected legiti-
mute channels for foreign exporters. The

tightening up of foreign exchange docu-



mentation and procedures, while
aimed no doubt at eliminating smug-
gling and the concealment and misap-
propriation of hard currency, has gen-
crated widespread negative effects on
forcign businesses seeking to claim le-
gitimate foreign-exchange carnings
from export transactions.

B Beijing's courageous commit-
ment of last spring to historic re-
forms of State-owned enterprises
(SOEs) was, 1o most observers, @ mat-
ter of economic life and death. But the
social implications of massive down-
sizing, amid threatening global and re-
gionual economic conditions, loom
larger now: one Chinese think tank re-
cently estimated that China will need
to create 23.8 million new jobs in 1999
alone, to account for the extra burden
of laid-oft SOE and government ems-
plovees, Some new meiasures appar-
ently adopted o keep struggling Chi-
nese SOEs afloat are making it harder
for foreign firms in a variety of sectors
to pursue normal business develop-
ment in China.

TEETERING Rim
On the other hand, some of today’s

adversitios seem to be less the side el-

fects of vigorous domestic reforms

ON THE

than the results of external challenges
facing China. The echoes of the Asian
financial crisis are audible in the Chi-
nese business world, and are less dis-
tant than they were a few months ago.
Defending against the intrusion of the
regional crisis, China has borne pain
in certain export markets by maintain-
ing a stable currency. To cope with a
slowing economy. it has turned to
New Deal-stvle pump-priming to
maintain growth. But many seasoned
observers surmise that the regional cri-
sis has at the very least placed further
international cconomic liberalization
on China's back burner, both because
of the damage it has wrought and be-
cause of the lessons it may be offering
about the dangers of excessively rapid
liberalization.

For US firms working in China, the
cooling of the business climate comes
at o time when other developments
are making for tense times. With Asia-
Pacific revenues of some firms falling
steeply. the need to sustain business
growth in the last big Asian c¢conomy
with positive growth numbers—
China—is all the greater. Indeed. as
difficult as the Chinese prospect has
hecome, for the moment it looks
cheerful compared to most of the

other situations US companies face in
the region. Sull. there is an almost pal-
pable sense that time is short, and that
China is moving away in the short run
from more energetic business relations
with American firms. The mood ol the
business community on the ground
appears both more somber and impa-
tient than formerly.

Back at corporate headquarters,
most eves are fixed on stock prices in
a volatle market. As stocks move
down, the familiar ebb and flow of

corporate lite
spinolls, management team changes—
takes on a darker cast. In China, the

mergers, acguisitions,

cooling of the local business environ-
ment touches
ready feeling the chill of their own

US businesspeople al-

corporate currents. The sense of rising
difficulties in the Chinese environment
and of drift back home leaves some
people cautious about the future and
increasingly out of sorts about the pre-
sent,
SOME POP PSYCHOLOGY

What are we to make of this dark-
cning sky? And what are we to do
about it Here are a few thoughts:

First, remember that foreign busi-
nesses are caught up in the propwash
of massive domestic change in China.
China is in for more system change: to
the extent that foreign business has es-
tablished itself in an environment now
destined for heavy alteration, adjusting
to the differences will be tough but
unavoidable.

second., don’t pin the full burden of
our anxicties on China alone. There's
a lot to be uneasy about today, and
we should not deceive ourselves or
others that all would be roses it not
for adversity in China: it anything. for
many US businesses. all might be
worse if not for the relative stability of
China in the world economy.

But third—and this is important—
understand that US and foreign busi-
nesses cannot and will not serve as
pin cushions. US business must muake
clear, in word and in deed, that a con-
tinual deterioration of the investment
and commercial climate for US enter-
prises in China will be adverse o the
growth of bilateral commercial rela-
Hons.

Fourth, we need to navigate the
shoals of looming domestic political im-
mobility in both countries with regard to
trade and economic relations. The ques-
tions of what, if anything, the US admin-
istration can now “deliver™ inthe inter-

ests of further progress with China, and
whether China is ina position to “de-
liver™ on the significant improvements in
its trade and cconomic regime sought
by the United States, are on many
minds today: answers are scarce. Neli-
ther side can atford to be blithe about
the domestic sources of opposition 1o
further bilateral cconomic and commer-
cial progress. But the failure to maintain
genuinely mutually beneficial progress
in cconomic and trade relations be-
tween the two countries will serve nei-
ther nation, and will ultimately pollute
other sectors ol the bilateral relation-
ship.

It now appears that an important fol-
low-up visit will occur in 1999, in the
aftermath of the exchange of presiden-
tial visits in 1997 and 1998, Both sides
should embrace the continuation of
high-level visits with the honest recog-
nition that they provide the occasion
for the further advancement of USs-
China economic relations. Already,
many are musing over the economic
and commercial content of the visit. |
would say. to friends in both countries,
“Confound the skeptics: forge ahead
on China's World Trade Organization
(WTO) accession, in spite of wide-
spread beliel that WTO is off China’s
agencda for the foreseeable tuture.”

On the US side, which our Chinese
counterparts scan minutely for signs of
American intentions and abilities to
move forward, we have daunting chal-
lenges, In January. a new Congress
will bring to Washington dozens of
fresh faces, most of them unlamiliar
with the background of US-China rela-
tions. A presidential election lies just
over the horizon. Broadly speaking,
forcign relations tend either to recede
from prominence in the face of more
immediate domestic issues, or celse
their significance lies in the alarm bells
that they set ol

Thus, it is not at all clear that time is
on the side of those who would sit on
their hands today in expectation of a
better alignment of the stars later,
There may be peril in leaping rashly
into politically unsustainable measures
aimed at driving Us-China relations
ahead: there is a less obvious but per-
haps greater peril, however, for hoth
sides in drooping by the post-summit
roadside with star charts for the 21st
century as the only roadmap. Nowhere
is that truer, 1 believe, than in the area
of trade and economic relations, where
regrettably we are not proceeding for-

[

ward very well today, 5T
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Anne Stevenson-Yang and Steven Shi

hina's central government has been engaged in a vigorous bu-

reaucratic effort over the last few years 1o accelerate the reform

of the social security system and create a system of employ-

ment appropriate for a market economy. Since the enactment

of the 1995 Labor Law,

which mandated adoption of local pilot

schemes in pension, health, unemployment, accident/disability, and

maternity insurance, localities have been developing social-welfare re-

quirements, it at different rates. One of the principal focuses of this

drive has been a national pension system.,

At least in part, soctal security reform has
been driven by the country’s need 1o [ree
state-owned enterprises (SOEs) from the
obligation of payving retirces’ pensions. Ini
tial efforts since 1993 at the local level had
sporadic success, but local officials encoun-
tered a number of headaches, from needing
to tund carly retirement, to having small
pools 1o work with due 1o low participation
rates. As o result, the central government de
cided 1o unify the social insurance schemes
into national programs. The government
also consolidated management ol the pen-
sion svstem under the newly reorganized
Ministry of Labor and Social Security, The
new pension requirements, though intended

to transfer social-welfare burdens from the

enterprise to the city, nonetheless sull fall al-
most entirely on the shoulders of employers,
and disproportionately on foreign investors

THE THREE-LEGGED
ARCHITECTURE

In July 1997 the State Council issucd the
Decision on Establishment of Unificd Pen-
sion Insurance for Enterprise Employees,

n THE CHINA BUSINESS REVIEW Noventher-December JOOS

which set goals for pension unification. PRC
labor officials describe the pension system
as a three ‘t‘g:_:t'tl stool, with cach ‘k‘}{u rep-
resenting a different funding source. One
leg is a social pooling account funded by
companies and managed by the municipal
Or1 |‘)I'E)\]II(1.I| government Another source is
an individual account funded by companics
and individuals, which is also managed by
the government. The third leg is o supple-
mentary account managed by the enter-
prisc. The goal of the system s 1o provide
retired workers with 60 percent of the aver-
age wage in the municipality in which they
are living when they retire,

some of the goals may not be met for a
decade. But the decision, with a few excep-
tions, required that localities align their
company and mdividual contribution re-
quircments with the national standards by
vear-end 1997, The bulk of the pension s
to come from individuals™ accounts, while
roughly once-third will come from a social
pooling account, and the remainder from
supplementary accounts funded Targely by
cmployers. Subsequent regulations, which



FOCUS

were expected to be released in late
1998, are likely to add detail to the July
1997 rules.
The July
tionwide pension system with the fol-
lowing characteristics:
B The total corporate contribution to the
city's basic pension fund may not ex-

16 decision laid out a na-

ceed 20 percent of salary. Provinces and
municipalities directly under the central
government may, however, seek State
Council permission to require a higher
contribution rate, and in fact none of the
higher rates has been lowered.

B The individual's own contribution
may be no less than 4 percent of salary,
and will be raised to 8 percent in 1 per-
cent iINCrements every two years,

B The individual account is to be made
up of contributions equal to 11 percent
of salary. The total individual contribu-
tion to the system goes into the individ-
ual account. As the individual contribu-
tion levels increase, a corresponding
portion of the corporate contribution
will be shifted from the individual ac-
count into the social pooling account.
B The base on which payments are
calculated has a floor of 60 percent of
the previous year's average local salary
and a ceiling of 300 percent. However,
the decision is unclear as to whether
the average should be of actual wages
paid in a company or of the city in
which the company operates—a critical
difference for foreign companies,
whose employees may ecarn many
times more than do colleagues in do-
mestic companies. Average monthly
salaries in 1997 ranged from ¥580-Y950
($70-5114), depending on the locality.
B The individual pension account is to
become portable, but not until the
whole country has adopted the new
standards of payment. And only indi-
vidual contributions to the system will
be inheritable. In the meantime, only
individuals” own contributions into
their accounts will be portable.

Disbursement begins at ages 60 and
65 for female and male white-collar
workers, respectively, and at 55 and
60 for female and male blue-collar
workers. Alter a vesting period of 15
years, the individual account is paid
out in 120 monthly installments over
10 years. But retirees are guaranteed
no reduction in benefits, so cities must
pay out on two schedules: one apply-
ing to those who retire under the new
system and the other to retirees under
the old system. That is, if the pension
offered under the pre-reform system
wias more advantageous 1o the em-

ployee than the new, municipal pen-
sion, the employee receives benefits
hased on the old system.

Each city must also create a “bridge”
pension to provide for workers retiring
now and in the next few years whose
individual accounts are insufficiently
vested. The government has committed
to ensuring that such retirees will not re-
ceive any less than workers who retire
later, but as yet, no system has been cre-
ated for delivering the bridge pensions.
This creates important problems for gov-
ernment workers who leave their jobs
for private-sector employment. The gov-
ernment has offered a vague promise
that these people may be covered by lo-
cal bridge systems, but no clear plan ex-
ists. The problem has been exacerbated
in 1997-98 by the widespread practice of
permitting early retirement, sometimes
as early as age 40 for women, to allevi-
ate the problem of redundant labor in
both government and industry.

The decision sets the interest rate for
pensions between the bank deposit
rate and the rate of return on invest-
ment in government bonds. This policy
is designed to enhance returns to the
municipal pools by diverting to the
general fund a portion of the interest
that accrues to individual deposits. To

The individual pension
account is to become
portable, but not until
the whole country

has adopted the new

standards of payment.

date, however, accumulation of re-
serves has been negligible, and until
these pools begin to accumulate signifi-
cant interest, the pension system will
remain pay-as-you-go. To address the
problem, the government is moving
quickly to establish a supplemental
pension system which, eventually, will
tap into the country’s large reservoir of
individual savings and provide higher
returns. Some areas, including Fujian,
Hubei, and Shanghai, have already is-
sued supplemental pension regulations,
and Beijing may identity test areas in
1998 for development of the system
Foreign investors should expect the
government (o implement a mandatory

§p

EXPERIENCE THE DIFFERENCE

Cmnhlm‘d with elegance and spacious comfort, Harbour Plaza Beijing

provides you with remarkable facilities and unparalieled services

Located in the Northeastern part of Beijing, the Harbour Plaza Beijing is 15km
from Beijing International Airport. 10km to Tiananmen Square, Forbidden City
and Temple of Heaven. Frequent shuttle bus services are available to and from

the arport and the city centre

Harbour Plaza Beyjing offers 370 beautifully appointed guest rooms and suites
and 59 serviced suites for long term residents. The Hotel also provides a

Business Centre and a Fitness Centre with reflexology and massage service.

Food & Beverage facilities include Western, Chinese
and Japanese restaurants, lobby lounge, bar and Pit

Stop, a Formula One Grand Prix pub

A vanety of well designed meeting and function rooms
can accommodate up to 350 people and are ideally

suited for seminars. banguets and cocktail receptions

Hotel Address
No ¥ Juang Ta West Road, Chao Yang Distnct
Beiyjing 100016, PR China

CHINA Harbour Plara Chongqing

HARBOUR Tel - (86 10) 6436 2285 Fax (86 10) 6436 1813
PLAZA E-mail hpbybix @ public fhnet cn et
aeine Hong Kong Sales Office
tENBAE Tel - (RS2)2123 1831 Fax  (¥52) 2123 1810
E-mail: ivyh@harbour-plaza.com
Hotele of Chamag Kong (Hokdin
poeprinrui- ~ @i .
A ¢ Hartiour Piara Motels and Resarn UTELL
HONG KONG  Harbour Plaza Hong Kong + Harbour Plaza Kingswood Ginza Hong Kong (Opening Spring 99

*+ Harbour Plaz

Kunming (Opening Spring 99

THE

CHINA BUSINESS REVIEW

November-December 1998



supplementil pension for profit-making
foreign-invested enterprises (FIEs). The
maodel for these schemes could well be

Shanghai, which is the furthest along of

the cities in developing this system. One
characteristic of Shanghai's supplemen-
tal pension system is that the individual
contribution to such schemes may not
exceed 50 percent of the total contribu-
tion. Some large companies may be
able to manage their own funds, but it
is more likely thar such firms will be
asked o hire a commercial insurer or
bank to manage the supplemental plan
Payments into the municipal pools will
probably not be required of companies
with these arrangements in place.
Shanghai companics that establish sup-
plemental pension funds must establish
oversight boards that include a union or
other worker representative.

The decision also stated that the 11 in-
dustrial sectors that have been exempted
from pension reform. such as coal and
railways, should begin participating in
the general pool: the government re-
leased regulations i late 1998 that call
for these sectors 1o be incorporated into
the national pension system: shortly. Pri-
vate-sector workers are also to be in-
cluded in the system, but ministry offi-
sard  that widespread
compliance is unlikely anytime soon.

For the most part, even the newly
“unified” system remains burcaucratically
balkanized. Civil servants, who have gen-
crous entitlements 1o balance out their
low salaries, remain under o separate sys-
tem managed by the Ministry of Person-
nel. and therefore have difficulty moving
to the private sector. Although the Min-
istry of Labor and Social Security has ab-
sorbed the administration of rural pen-
sions. on the local level, offices of the
Ministry of Civil Affairs will likely con-
tinue to handle administration of these
pensions. The shift could take another
five years 1o complete but has moved, all
things considered, very quickly.

cials  have

THE

A look at the progress various localities
have made in developing their pension
systems in the vear and o half since the

VANGUARD

Beijing directive provides a clearer pic-
ture of the actual burdens foreign in-
vestors face in providing pension benefits
to their PRC employees. Not unexpect-
edly, the arcas moving the most slowly
are in the L‘nL||1ll"\"H northeastern
provinces, home to failing industries like
coal and timber, and the western, inland
provinces. Many large cities with ambi-
tious local politicians, such as Dalian,

Lizoning Province; Qingdao, Shandong
Province: Chengdu, Sichuan Provinee,
and Tianjin, have implemented social in-
surance reforms aggressively, but they
are in many cases too heavily weighted
with the unemploved or nearly unem-
ploved to make the systems solvent
Overall, however, it appears that Shang-
hai leads the country in development of a
modern, citywide set of social welfare
services, including pensions, likely for
two reasons: the city’s advanced infra-
structure in banking and finance and s
rapid cconomic growth rate. Shenzhen,
Guangdong Province, which, as a voung
city, is free of the ailments of entrenched
State economic interests characteristic of
other cities, has also moved quickly,

Dalian, in China's northeast, had es-
tablished all six tvpes of social insur-
ance—pension, medical, unemployment,
accident disability, maternity, and hous-
ing—Dby late 1997, The city first instituted
social pooling accounts Tor its pension
system in 1993, Required company pen-
sion payments are 19 percent of salary;
individuals pay 4 percent. Companies
pay between the st and 10th of the
month, in cash, in person. The vesting
period is 15 vears, but tenure in a com-
pany prior 1o 1993 may, in some cases,
count toward the 15 years. Workers in
companies with 50 or more employees
may receive pension payments directly
from the bank. The city has issued regu-
lations on supplemental pensions, but
participation remains voluntary and the
payments are pre-tax.

As of the end of 1996, the pension
tund. held by the Industrial and Com-
mercial Bank, contained Y130 million
(515.7 million). There were 900,000
workers in Dalian participating, up from
200,000 i 1994, The city was also sup-
porting 300,000 retirees from State en-
By the end of 1997, about
30,000 retirees in Dalian had no rela-
tionship with their origmal employer,
which meant that the public health sys-
tem, in particular, had to rely on the lo-
cal government for funding. Dalian’s So-
cial Insurance Office established a

terprises

special department 1o take care of these
workers, But all of the 300,000 retirees
receive their pensions entirely from the
Social Insurance Office and not from
their original employers. Theretore, the
funds paid into the system are largely
used 1o pay out to current retirees
whose pensions were unfunded.

The individual account held 12 per-
cent of salary last year—one percentage
point above the national requirement—
of which 8 percent was contributed by
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the company and 4 percent by the indi-
vidual. The entire individual account s
portable, but the inheritable portion is
only the individual contribution to the
individual account. The city currently
does not intend 10 increase the corpo-
rate contribution to the limit. which s
20 percent, but starting from January 1.
1999, the individual rate will increase to
5 percent. The city has established a
hotline for worker complaints about
pensions—ftor use especially where
companics are underpaying or when
workers feel they are being otherwise
untairly treated.

The Social Insurance Office operates
parallel systems for those who retired
under the old or new systems. Retirees
under the old svstem receive State sub-
sidies for grain, coal, food, utilities,
transportation, and other goods and ser-
vices in oseparate payments. Retirees un-
der the new svstem fAll out a separate
form and receive a standard lump pay-
ment.

Qingdao has been a test area for ac-
celerating social insurance reform since
1993, when the city implemented an
unemployment insurance system. In
1994 the city established a municipal
pension plan: the city guaranteed at
that time that workers would not lose
benefits under the new system. As a re-
sult, it their benefits would have been
higher under the old system in place
when they retired. they are entitled o
that level of benefits. As of late 1997,
about 700,000 workers overall were
participating in the pension system, in-
cluding about 230.000 SOE retirees, all
of whom were receiving their pensions
from the city pool rather than from
their former employers.

The contribution levels for pensions
were 255 percent for companies and 6
percent for individuals in 1997, despite
the national requirement that corporate
contribution levels be no more than 20
percent. Some enterprises have pay-in
rates as low as 22,5 percent, however,
Though individual accounts are not yet
established. to encourage participation,
the city maintains notional accounts
showing the 8 percent that should go
to individuals, and in fact individuals
can withdraw the amount shown in
their individual accounts if they leave
the city.

The bases on which companies caleu-
late their contribution range from 60-300
percent of the average city wage. In
1997, average monthly salary in the ciny
wis Y350 (570). People who stop mak-
ing payments because they work for a
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Shanghcai bases its
pension system on the
principle that a worker's
contribution should be
linked to bis or her

ultimate pension benefits.

bankrupt enterprise must negotiate their
payout with the Social Insurance Office.
If the enterprise is truly unable to make
its payments, the emplovee can base
the payout on the average of the pay-
ments, spread over his or her entire ca-
reer. A bridge system is in place for
workers in government orgdanizations,
so they can get their pensions out of the
pool even il they didn't pay into it. Pen-
sion management for rural residents has
been placed under the Ministry of Labor
and Social Security.

The city has also created a supple-
mental pension system that “strong”
companics are encouraged to imple-
ment. The suggested contribution rate is
15 percent. but the payments are after-
tax. Though the payout target for pen-
sions is 60-05 percent of the average lo-
cal wage, retirees tend 1o get 80 percent
of their old salary. The city also supple-
ments the income of retirees il it falls
below a certain level.

Shanghai. at the forefront of social
weltare reform, bases its pension system
on the principle that a worker's contri-
bution should be linked to his or her ul-
tmate pension benefits, The government
portion of the pension should be
enough only to keep retirees [rom
poverty. The city intends for the total av-
erage pension, made up of government
funds, funds from individual accounts,
and commercial insurance. o amount to
82 percent of the local average wage.
The city's pension funds are managed
by the Burcau of social Insurance Man-
agement, recently created from the
merger of Shanghai's social insurance
and labor bureaus, and are invested by
the Pudong Development Bank.

shanghai's pension system, which
dates from 1986, requires compianies to
contribute 25.5 percent of the previous
year's average salary o the social insur-
ance fund, while the individual con-
tributes 5 percent. Eventually, individu-
als” contribution will rise to 8 percent,

and the portion of the company’s 25,5
percent allocated to the individual
fund—as opposed to the social pooling
fund—will decrease to 3 percent, for a
total of 11 percent.

Until Tast spring. the amount of com-
panies’ contributions that equaled 200
percent of the average Shanghai salary

went to the social insurance bureau. Of

the level of contribution between 200+
250 percent of the local average salary,
S0 percent went to the social pooling
fund and 30 percent was refunded to
the company. Of the amount between
250-300 percent, 7
funded 1o the company, and 25 percent
went to the social pooling fund. Any
amount greater than 300 percent of the
local average salary was refunded 1o the
company.

In the spring of this year, the Shang-
hai government issucd regulations that
adjusted several features of these obliga-
tions. Companies are still to contribute

S percent was re-

25.5 pereent of total wages (o a pension
fund. But the spring regulations elimi-
nated the partial refunds, so that all con-

tributions between 200-300 percent of

local average salary go to the social
pooling fund. The company contribu-
tion that exceeds 300 percent of local
AVErdge Wiage goes into 4 company ac-
count at the Pudong Development Bank
to form the basis for the company’s sup-
plementary pension fund.,

Though private and individual enter-
prises are included in the system, with
the same contribution levels, Shanghai
phases them in, starting the company
contributions at 20 percent, and rising
incrementally 1o 25,5 percent. Individual
entreprencurs pay 18 percent, and the
base is determined on the average base
salary in the enterprise. By year-end
1997, 4+ million
participants in Shanghai's system. Work-
ers without @ Shanghai residency card
(hukow) were not included. Though the
city knows it must include them eventu-
ally, the authorities are putting it off” be-
cause of administrative dithculties.

The pension payout from the social

there were more than

insurance fund is only 20 percent of the
average wage if the company has been
paving in for 15 years. Because of this
low payout level, in 1994 the city started
a supplemental pension system. There
were 130,000 participants by 1997,
Shanghai is an old city, with nearly 20

percent of its population over the age of

60, The maximum company contribu-
ton in most cities is 300 pereent of the
average local wage, but Shanghai does
not cap the pensionable salary, in large
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part because of the size of its elderly
population. Shanghai also is allowing
unions to offer quasi-private pension in-
surance.

Shanghai is increasingly requiring
companies with an average employee
salary of more than ¥1,000 (S121) a
month to offer supplemental pension
insurance. This is despite the fact that
no regulations currently exist mandat-
ing that companies establish such
plans. The standard contribution is not
to surpass 5 percent ol salary, because
the supplemental pensions will not be
taxed, and the government doesn't
want them used to evade taxation. Re-
tirees do not pay mcome @ax now, so
there is no income tax deterral. Supple-
mental pension pavouts may be drawn
as lump sums and are inheritable. Most
are managed by commercial insurers or
banks, though some large corporations
with sufficient resources manage their
oW,

The city is particularly concerned
about ensuring a smooth transition for
those who have not been participating
long enough to have a vested pension
but no longer have any benefits coming
from a State-owned employver: the peo-
ple who fall between the two systems.
The social pooling fund will be used to
assist these people, but exactly how the
assistance plan will operate has yet 1o
be determined. Nevertheless, the gov-
crnment has promised these people that
they will not receive less from the new
pooling system than they would have it
they had drawn their pensions from
their original emplovers. Even though
the top pension contribution has been
dropped to 20 percent by the July 1997
national regulation, exceptions are per-
mittedd subject 1o State Council approval,
and Shanghai has received such an ex-
emption. The city's aging curve is oo
steep to permit any decrease in funding.

Many companies in Shanghai, particu-
larly F1Es. are capping salaries at 200
percent of the average city wage, and
have been reluctant o set up supple-
mentary accounts. The reluctance stems
both from confusion over the rules and
the hope that Shanghai will adopt the
national rules. which set a cap of 300
pereent of local average salary on total
cmployer contributions. The funds are
just starting up and litde money is in-
volved. so there is not much pressure o
try to find investment vehicles for these
funds. Because FIE employees tend to
be younger, morcover, there is less im-
petus from stafl for pension schemes
than for funds for housing. But the
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Shanghai government has begun knock-
ing on the doors of companies that
have vet to set up supplementary plans,
Some companies have set aside the re-
quired funds in anticipation of establish-
ing a program, but administrative hur-
dles have prevented them from paying
retroactively. The government, mean-
while, has begun o impose a fine on
companices that have vet to set up a
plan, of 0.1 percent per day of outstand-
ing funds. and has set up an emplovee
hotline for complaints

Shenzhen's pension system has un-
dergone a number of changes since
1995, when a social pooling fund was
created. The overall corporate pay-in o
employee pensions was reduced from
21 percent 1o 14-15 percent. The govern-
ment pensions were blended into the
general pension pool, enabling govern-
ment workers 1o transter into the private
sector with greater case. Upon leaving
government organization, former gov-
cernment workers roll their personal pen-
sions into the social pool, while main-
taining their seniority for payout
purposes. The city also started regular
cost of living adjustments for pensions,

In a4 move o attract investors and
help companies™ profitability, employees
without a Shenzhen hukon only need o
contribute 3 percent, and their employ-
ers 7 pereent, of their average wages.
These lower contribution levels reflect
the fact that most temporary workers,
who are voung and often leave the city
long before they reach retirement, have
fewer social welfare requirements

Starting in 1998, the individual pen-
sion contribution will rise | percent
every two years, and the corporate con-
tribution will tall correspondingly. In
1997, Shenzhen began o experiment
with a voluntary supplemental pension
system, which is under government
management and is being tested among
profitable enterprises.

Tianjin began its pension insurance
reforms in 1993, Currently pensions of
domestic enterprises are funded by en-
terprise contributions equal 1o 20 per-
cent of the local average salary and indi-
vidual contributions of 5 percent, while
FIE contributions are 30 percent, 10 per-
cent of which go o medical and other
insurance funds for local staff, The labor
burcau raised the individual contribu-
tion rates from 2 pereent in 1993 105
percent in 1997, To date, 1.7 million of
Tianjin's 2.1 million emplovees and
00,000 retirees have joined the pension
systen. Tianjin officials refused 1o dis-
close the size of the pool, but said that

30 percent of the collected capital s de-
posited in the bank, and 70 percent is
set aside for government bond pur-
chases. The labor burcau established a
fund management office to work with
the Tianjin Social Insurance Co.. a com-
pany formed to assume responsibility
for fund management. The fund report-
cdly yields a slim profit.

So far. 85 percent of Tianjin-based
SOEs. and some joint ventures, have
participated in the fund. Enterprises un-
the
telecommunications, coal, petrochemi-

der separate
cal, and railway authorities are ex-
cluded. Most European and American-
funded companies participate in the
fund. in contrast to small South Korean,
Hong Kong. and Taiwan investors,
whose compliance rates are lower.
Workers without a Tianjin hukow who
sign formal emplovment contracts with
State enterprises and government de-
partments are also covered by the pen-
SION system.

Individuals can withdraw cash from in-
dividual accounts i they leave Tianjin for
localities that have no counterpart sys-
tem. It an individual moves to another
company in Tianjin that participates in
pension system, he or she need only
transfer contributions to date to the new
cmployer. The labor bureau maintains a
L‘mnputul'iz:_'d management system Lo
smooth the account-transter process

The labor bureau encourages compa-

nies Lo appropriate small portions of

their after-tax profits to fund a supple-
mentary pension, though such pensions
are not obligatory. The bureau has es-
tablished separate accounts for compa-
nies joining the supplementary pensions.
Only a small number of profit-making
SOEs in the automobile and pharmaceu-
tical sectors have nitiated supplemental
pension schemes, which require 10 per-
cent contributions on top of the manda-
tory pension system. In fact, most com-
panies with the financial ability 1o make
areater contributions have set up plans
with PRC insurance companies such as
China Pacific Insurance Co. and People’s
Insurance Co. of China (known as PICC)
instead of the labor bureau. The pen-
sions of privately owned companies and
small individual businessmen are under
the jurisdiction of SAIC,
UP-AND-COMING CITIES
Other cities, including Beijing.
Chengdu, and Xian, have also made
progress in designing city-based pen-
sion systems. Though their features re-
semble those of the cities above, there
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management  of

The Shanghai goverinment
has begun to impose d fine
on companies that bave yet
to set up a supplementeal

pension plan.

are some differences. For example,
Beijing officials note that they are un-
likelv to raise the corporate contribu-
tion rate above the current 19 percent
In Chengdu, though the pension plan
is fairly well developed, participation
rates among FIEs, collective enter-
prises, and town-and-village enter-
prises are very low. These companics
have been able o delay compliance
apparently because there is such a
surplus of labor in Sichuan that em-
plovees don't dare press for their
rights, and owners will not join volun-
tarily. In Ni'an, more than 600,000 ¢m-
plovees in SOEs and FIEs have joined
the pension insurance system, ac-
counting for 90 percent of the city's
total registered enterprises. Niun labor
bureau officials state that more than
80 percent of participating joint ven-
tures pay their dues on time: infringe-
ments occur most often among Hong
kong. Taiwan. and South Korean en-
terprises. The ability of SOEs 1o meet
their payments s deteriorating, how-
ever, 75 percent of the city's
SOEs are officially in the red.

as over

EMPLOYERS S BURDENS
The overall costs of these schemes
continue o rise, as cties mandate com-
pliance with the new system's require-
ments before phasing out those of the
old. The system has created huge man-
agement difficulties, as cach municipal-
iy, to maintain: maximum control over
its own funds, has sought o differentiate
its social insurance system from those of
other cities. Despite efforts 1o require
employer compliance, participation rates
are Jow, leading o funding shortfalls
that some cities try 1o address by raising
funding demands on participants,

In theory, a national pension system
should alleviate this problem, but so
far, not even contribution rates are any-
where near being standardized across
provinces, leaving China even further
from actually pooling any funds on a
national level 5
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in the Making

Songsu Choi

cc rban residents should be able to buy or build their own

housing units....Rents must be adjusted...so that people

will see the benefit of buying housing. When rent is in-

creased, subsidies should be given....Housing construc-

tion...by private entities should be allowed.™ Deng Xiaoping., not Zhu

Rongji. made these statements in 1980 while promoting urban economic

reform, after initial policy success in rural areas. Since then, sweeping

market reforms have changed most aspects of China’s economy, but tradi-

tional practices still dominate the urban housing system. Employers con-

tinue to lease housing to their workers, impeding enterprise and labor re-

forms. Employees. meanwhile, are dissatisfied with the quality of their

housing and continue to lodge complaints. Housing reform has been a

top policy agenda for central and local governments since the carly 1980s.

but various constraints and conflicting policy goals have obstructed previ-
! Vo |

ous ¢fforts to commercialize urban housing.

Upon assuming the premicership last
March, Zhu Rongji immediately renewed
ctforts tor structural economic reform by
announcing, among other initiatives, a new
housing retorm program. The program di-
rects emplovers to stop distributing free
housing to employees beginning July 1,
1998 (now deferred to January 1, 1999),
and instead to increase cash wages so that
cmployees can buy housing or pay higher
rents. This “cashing out™ of the in-kind
housing benefit is modeled on plans being
implemented in several localities, including
shandong Province. The central govern-
ment, specifically the Ministry of Construc-
tion, is planning to establish national hous-
ing reform guidelines, probably late this
vear or carly next year, which will coordi-

nate the various local programs. Though

mber 1908

the lack of detail in Zhu's announcement
lcaves room for skepticism about the new
policy’s chances ol success, the agenda re
flects his bold, goal-oriented lTeadership
stvle: By tocusing on a few key issues ol
structural retorm. Zhu's announcement has
ushered in the next stage of housing re

lorm.

REWRITING THE RULES

A system of wellare housing,” under
which State cmployers provide employees
housing, has been in place since 1949
Most of China's urban housing units are
company-owned, and most citizens enjoy
nominal leases that last a lifetime or
longer. with rents usually less than S10 per
month tor the standard 50 square meters.

Ihe allocation of housing under this sys-
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tem has been uneven, with some peo-
ple receiving an m-kind housing sub-
sidy that rivals cash wages, while oth-
long  waits for an
apartment. The svstem also burdens
emplovers—housing costs amount (o
roughly a quarter of total labor costs
for a typical State-sector enterprisce.
Housing investment by enterprises has

ers  endure

been consistently over 0 percent of

Gross Domestic Product since the
mid-1980s. This link between job and
housing severely limits labor mobility
and the entry of new businesses into
the market.

As far back as 1988, the State Coun-
cil. recognizing these problems. called
for an end to housing investment by
enterprises and local governments.
Beijing also began to encourage devel-
opment of independent home financ-
ing and supply entities. gradual rent
increases to full-cost levels, compensa-
tion through wage adjustments, and
housing sales without deep subsidies,
But this plan, especially the ban on
enterprise investment in housing and
wage adjustment, was watered down
in subsequent revisions, most recently
in 1994. Local governments and the
Ministry of Construction have been
averse to ending housing investment
by enterprises. but Zhu's new direc-
tives restore the difficult but essential
clements of the 1988 plan.

The purchase of individual homes
has been a core element of all govern-
ment housing reform programs since
the early 19805, and substantial dis-
counts have been allowed under re-
vised reform plans. But without signif-
icant increases 1 orents or wages,
housing sales have made litde head-
way. Transferring housing to sitting
tenants could have been a solution in
the initial years of economic reform
but soon became politically ditficult,
as a housing investment boom in the
mid-1980s created a large quality gap
hetween old and new housing stock.

Reform efforts to date also have run
up against stagnant wages. Opposiuon
to substantial wage reform stems from
government and enterprise concern
about the ability of money-losing firms
to afford substantial wage increases,
the fear of exposing real wage differ-
ences within firms and. at times, con-
cern about the inflationary effects of
such increased liquidity. Without wage
adjustment, however, strong and fre-
quent pushes for rent increases have
led nowhere. Current average housing
rents still constitute less than 10 per-

January 1,

cent of real housing costs or 5 percent
of average houscehold income. These
figures are lower than the proportions
in 1980 and far below both the inital
reform target of full-cost levels by
2000 and the revised target of 15 per-
cent of houschold income.

Ironically, a major advance in the
commercialization of China's housing
came about without any elaborate
public programs. With the liberaliza-
tion of the real estate industry in the
late 1980s, builders were permitted 1o
sell to anvone at market prices. Al
though work units continued to pur-
chase most residences, people without
access to publicly sponsored housing
began 1o make up a growing percent-
age of buyers. The fully commercial.
mostly expensive housing sold 1o indi-
viduals accounts for roughly a quarter
of new home sales in a typical Chi-
nese city these days. In small cities
and cities that have grown signifi-
cantly in the last decade. such as
Guangzhou, it accounts tor a much
higher percentage.

BREAKING THROUGH
THE BOTTLENECKS

While  the cannot  be
changed overnight, Zhu's announce-
ment at least has revived housing re-
form. restoring the ban on employer
provision of housing and mandating
monetization of housing, By setting a
definite deadline 1o end enterprise
housing distribution, Zhu prevented
further evasion of thorny reforms. Dis-
continuing in-kind housing subsidics
will force employers 1o raise wages,
which in turn will probably increase
political support for enterprise reform.,

Zhu thus chose o tackle the most
intractable, politically charged obsta-
cles to structural reform of the housing
system, providing political cover for
local officials but leaving most details
for them to sort out by the end of this
vear. How localities resolve these is-
sues will depend not only on the
structure of and fluctuations in each
city's economy and housing sector, but
also on the predisposition of its politi-

system

cal leaders. Thus, local housing reform
plans are likely 1o vary considerably in
method and schedule, and a large de-
gree of ambiguity will persist,

The extension of the deadline to
1999, can be atributed
partly to a desire to allow a few more
months of discounted sales to home
buyers, and partly to the complicated
nature of implementation. One prob-

Zhut chose to

tackle the most
intractable, politically
charged obstacles to
structural reform of the

housing system.

lem that must be resolved is the clash
between the traditional battle cry for
continued increases in housing invest-
ment, and the goal of ending housing
investment by enterprises. Zhu has
added the task of coordinating local
housing reform programs—previously
that of the State Council Leading
Group for Housing Reform—to the
Ministry of Construction’s portfolio.
The ministry traditionally has been re-
sponsible for housing investment pro-
grams, and thus is likely to continue
pushing for investment in housing.
Meanwhile, the contlict between these
two priorities is playing out in the
press, which is full of stories touting
investment in housing improvement.
RUSH TO HOMEOWNERSHIP

Sensing the beginning of the end o
the free housing system, residents
have rushed since March to take ad-
vantage of the soon-to-expire policy
allowing steep discounts on housing
prices (see p.18). Under this policy.,
middle- and low-income households
are allowed to buy housing at the
which recovers only di-
the “stan-
dard price,” set according to a formula
that takes into account the buyer's in-
come. Local governments and employ-

“cost price,”
rect construction costs, or

ers determine which price prevails,
This policy has been in effect for more
than six years, but few ook advantage
of it before this year. Anxious to gen-
erate cash, many employers are eager
1o sell even at these prices, though a
portion of the proceeds, in some
cities, may be redistributed in the form
ol other, non-housing subsidies and
housing loans. Almost all occupied
housing units in decent condition—
those built in the last 15 vears—are
likely to be privatized by the end of
1998. This would make China a coun-
try with one of the highest urban
homeownership rates—probably over
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All commercial banks
mety begin offering
housing loans, and most
of them cre eager to

expand mortoage lending.

70 percent. Currently, the rate is
roughly 30 percent. A boom in remaod-
cling and houschold appliances is
likely to follow, providing a significant
ceonomic stimulus.

As for housing that is not sold in
1998, some analysts surmise that the
new policy will allow continued man-
agement of existing rental stock by
cmployers at increased rents. Unless
rents rise to some noticeable fraction
of housing prices, people will still
have littde incentive 1o buy these
homes. Some believe Zhu's directives
allow employers to sell existing com-
pany-owned housing to their employ-
ces, even after this yvear, with some
offsetting allowances such as wage ad-
justments. This may be a reasonable
interpretation of the new policy and
would relieve enterprises’ excessive
incentive 1o sell,

OBSTACLES
AND IMPLICATIONS

Though privatization is proceeding,
in the short werm the market s likely
o suffer from a number of constraints.
First, the housing market's infrastruc-
ture remains weak, In particular, the
current property regisiration sysiem is
not designed to record all relevant in-
formation, and its administration is
fragmented. Second, brokerage ser-
vices, which require technical and reg-
ulatory support. need o be devel-
oped. Third, restrictions on both resale
of and capital gains on housing pur-
chased at a discount have vet to be re-
laxed. Most former company housing
would fall into this category, and
though ditficult to enforce, this restric-
tion dampens the market significantly
Experiences in Eastern Europe also in-
dicate that deep discounts confuse
price signals and cool down housing
sales and construction. These prob-
lems can be avoided if enterprises are
allowed 1o sell housing units at their
full market value while providing gen-
crous offsetting lump-sum allowances.

The most serious short-term: merket
constraint is the loss of both enter-
prises and families as potental hous-
ing buyers all at once by year-end.
This could cause o slump in demand
at o time when the economy is in
need of stimulation. While the possi-
ble market-depressing effects of buver
discounts may be relatively small, a
drop in demand among enterprises
poses 4 more sernous challenge, since
housing sales to enterprises have ac-
counted for about two-thirds of new
housing sales in recent years. Most
families with the desire or ability to
buy housing would have made a pur-
chase during this year's sales rush or
carlier, leaving few remaining poten-
tial buyers, Other, generally voung
families have relatively limited pur-
chasing power.

So far, planners have not focused
on developing a commercial rental
sector 1o sumulate the economy and
fulfill long-term market needs. In ma-
ture housing markets, demand would
be met by rental housing, which ab-
sorbs o substantial part of housing in-
vestment. Commercial rental housing
is extremely limited in China today,
Though government planners scem
aware ol the risk of lower demand
from enterprises and are proposing
measures to reduce land and construc-
tion costs and provide cheap financ-
ing. the proposed programs are all
geared 1o housing construction for in-
dividual sales rather than for commer-
cial rental. Preventing enterprises from
purchasing housing could exacerbate
the current glut of new living space,
FINANCING OPTIONS

Although enterprises have been told
1o stop providing employvee housing,
they will continue to play a major role
in financing cmployees™ home pur-
chases, at least in the immediate fu-
ture. In many cities, enterprises are
called upon o plow proceeds of com-
pany housing sales back into housing
and construction loans, and 1o provide
guarantees for additional housing
loans. But because many enterprises
want to use at least o portion of the
proceeds for other purposes, local
housing reform programs are sure to
vary, as local officials and enterprise
directors strike compromises.

One alternative source of housing
finance in recent vears has been the
Public Accumulation Fund (PAF),
which Shanghai started in 1991 and all
cities subscequently adopted. The fund
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essentially is derived from payroll
taxes and managed by a municipal
agency. Contributions to the fund vary
from one city to another. In most
cities, for example, employers and em-
ployees cach contribute 5 percent of
salary. Soon after Zhu introduced the
new housing reform policy, the Min-
istry of Construction announced plans
to enhance such funds to tacilitate
housing reform. How these goals will
be achieved. however, remains un-
clear: Some officials have proposed
using the funds as a depository of pro-
ceeds from company housing sales
and additional emplover contributions,
as well as a tunding source for mort-
gage loans and construction.

The development of market-based
housing finance will be critical 1o the
tunctioning of the sector and to the
overall health of the Anancial system.
China Construction Bank and the
small Yantai Housing Savings Bank
began financing housing outside the
cnterprise system in the mid-1980s.
The Industrial and Commercial Bank
ol China joined the initiative in the
1990s. The Bank of China has
also reportedly gained considerable

carly
experience with housing finance in its
overseas operations. Nonetheless, con-
struction financing has accounted for
most “housing loans™ 1o date, and
mortgage loans represent less than |
percent of these banks™ current portfo-
lios, and of the total value of PRC
housing. Though these trends are nat-
ural given the low genuine ownership
demand. low collateral value of hous-
ing, and the fact that enterprises are
the main buyers of homes, they are
likely 1o change as the demand for
mortgage loans surges under the new
housing regime.

The rejuveniated housing reform has
also freed all commercial banks to be-
gin offering housing loans, and most
ol them are reportedly cager 1o ex-
pand mortgage lending, Considerable
obstacles remain, however, to mort-
gage loans becoming viable banking
products. Banks™ lack of experience in
mortgage lending makes model under-
writing rules and prudential supervi-
sion essential. The lack of market in-
terest in holding long-term debt is an
cven greater obstacle to expanded
commercial mortgage lending. Hous-
ing finance by insurance companies,
reportedly under consideration by the
government, would be both useful
and feasible. The continuing impor-
tance of non-market financing and the
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relative lack of bank experience in this
arca raise the risk that a large part of
banks' mortgage operations in the
near term could become agency busi-
ness—hanks lending not on their own
accounts but as directed by housing
programs. Such lending practices are
inimical to genuine reform and could
cause considerable fiscal and financial
problems in the future.

THE 1MPACT
FOREIGN

O N
FIRMS
lhe reform’s effect on foreign
firms™ Labor costs remains ambiguous
and will depend greatly upon local
conditions. The reforms are likely 1o
reduce the differences in cost and ac-
cessibility of housing between foreign-

invested-enterprise employvees and

workers, This would in-

mobility and the

State-sector
crease both labor
pool of labor for non-State sector em-
plovers, since State-sector personnel,
now tied down to employers through
housing entitlements, would be able
1o change jobs more casily.
Differences in housing cost and ac-
cessibility are not likely to be fully
climinated however. Many municipali-
ties are expected 1o exclude the “high-
income” group, to which most foreign
firm employees belong, from eligibility
for discounted sales of existing hous-
ing and new housing built with public
subsidies. Housing may also remain
tied o emplovers in the form of subsi-
property
rights. And rents for State-sector hous-

dies and restrictions on

ing that is not privatized will not im-

L

mediately rise to market levels

some toreign firms could also face
wage pressure, especially at the lower
levels, as a result of housing reform
Most foreign and joint-venture compa-
nics already pay wage premiums,
largely 1o allow their employees o buy
or rent |1Ull\in;,‘ on the open market
Many employees, however, have “one
family, two systems” arrangements,
with their spouses receiving free hous-
ing from State-sector work units. This
allows them 1o come out ahead even if
the wage premium does not quite
cover the cost of private housing,
Housing reform. however, is likely o
force these houscholds to dip substan-
tially into their carnings to pav for
housing purchases or higher rents. This

could induce the spouse also 1o seek

A FIRST-TIME HOMEOWNER IN SHANGHAI

At the forefront of housing reform in China, Shanghai
boasts 70 percent of the country's privatized housing stock.
The US-China Business Council's Shanghai Office Assistant

Sophie Zbao recently spoke with CBR Editor Kirsten Sylvester

about ber experiences shopping for a new home.

What was your bousing situation before you moved? How did
you originally obtain that apartment?

My family’s apartment is quite old. It is about 30 square meters
(sq m) in size, and has two bedrooms, a simply constructed
kitchen, and a bathroom. My parents and 1 built the kitchen and
bathroom ourselves 15 years ago. My parents’ factory gave them
this apartment two years after they married.

Why did you decide to start looking for a house to buy?

Since our apartment is old and in downtown Shanghai,
the government decided this fall to tear it down. They
gave us two choices: we could move to a new govern-
ment apartment on the outskirts of Shanghai—in Pudong,
Minhang, or Jiading—or, we could apply for funds to buy
a new home,

The size of the new apartment, and the amount of
money we would receive from the government to pur-
chase it, would depend on the number of people living in
our household—and on how many generations were rep-
resented. The small amount of money the government
was offering, however, would make it impossible to buy a
new apartment in downtown; rather, we would only be
able to buy an apartment in Pudong, Minhang, or Jiading.
Some suggested that we could camp out for several days
in the Office of Demolition and Removal (Chai Qian
Guan Li Ban Gong Shi) until they agreed to give us a big-
ger apartment or more money. There have been rumors
that some families have received apartments with one
more bedroom this way.

At roughly the same time, however, Zhu Rongji an-
nounced that enterprises could no longer purchase hous-
ing for employees, nor subsidize our rents, but would of-
fer money to employees to purchase their own homes.
Based on our current housing situation and my father's
position, we were eligible for a lump-sum payment of
about ¥70,000 ($8,454) from his factory. We considered
buying a new apartment in Minhang near my dad's fac-
tory, using this plus the government's allowance. But 1
didn’t want to move to Minhang, because it would take
me more than one hour to commute to work. After a long
discussion, my parents agreed to let me move out and live
by myself. I will be able to use the ¥70,000 for my down-
payment, and my parents will take the new apartment in
Minhang that the government offered us.

How did you conduct your search for a bouse to buy? Did you
use the services of any real estate agents or municipal bureaus?

No, we didnt use any agents. My parents spent a lot of time,
reading advertisements in the newspaper, visiting new build-
ings, and talking to sales agents. 1 tried to do some research on
the Internet, but there was little housing information available.

What made you decide to buy your new apartment? What fea-
tures does it have?

The apartment 1 chose is close to the office. It is on the 18th
floor of a 25-floor. two-building complex. It's new and most of
the apartments have already been bought by the Public Security
Bureau (PSB) and Shanghai No. 2 Medical University. PSB and
the medical university bought the apartments over the last vear,
before the buildings were finished. They also allocated the
apartments to their employees before the new housing regula-
tions [announced by Zhu Rongjil went into effect on July 1. The
apartment is just a shell, with nothing inside—I will have to buy
everything, including sinks, a stove for the kitchen, and all other
appliances. The apartment is 54 sq m.

m THE CHINA BUSINESS REVIEW November-Decenitber 19O




F O CUS

higher pay outside the State sector or
create wage pressure fron existing em-
ployees of some forcign firms. Young
workers in the State sector who do not
receive housing would be given wage
adjustments, which would reduce, and
in some cases even reverse, the wage

gap with foreign-firm employees.

AN
FOREIGN

OPENING FOR
INVOLVEMENT?
Housing privatization is likely 1o
PI‘L"‘L'”I a4 number of opportunities for
foreign companies in housing-related
businesses: high-end building materi
als and home appliances, information
and brokerage services, housing de
velopment and leasing, housing i

nance, and related consulting services

forcign firms have already positioned
themselves in China in recent years.
Forcign participation so far has been
Largely limited 1o serving expatriate or
high-income clientele, but Zhu's new
policy is likely to usher ina much
wider market for foreign lLLUlHl\ and
services. The demand for high-end
materials and appliances will expand
quite rapidly in most cities once the
housing sales rush is over, probably
by the end of the vear. The market
and the cost of entry for new housing
or brokerage services, however, will
vary greatly among localities

In sum. banning housing distribution
by enterprises and ordering rent and
wage adjustments to cash out the in-kind
benefit have put the housing system

Local governments and housing-related
sectoral agencies are frantically working
to hammer out implementation plans
and accommodate the rush for housing
sales by the end of 1998, Implementation
is complicated, however. by sensitive
factors such as the longstanding con-
cerns for money-losing State: enterprises
and cgalitarian distribution of pay and
benefits, and the desire to boost housing
investment to stimulate the economy. Lo-
cal housing reform plans are expected 1o
reflect the different conditions among lo-
calities and leadership, and foot-dragging
on Zhu's structural reform directive is
likely. Though plans continue to evolve,
Zhu's initiative has set China’s urban
housing and labor svstems on an irre-

versible and accelerated course tow ard

In cach of these areas, US and other

How did you finance your purchase?

The price of the apartment is around ¥270,000 ($32,609). The
downpayment was ¥80,000 ($9,662). 1 was able to get a ¥190,000

of loans. The “accumulation” loan (gong ji fin) makes up ¥100,000
($12,077) of the morntgage and has a lower interest rate. The rest is
a higher-rate, commercial loan from the bank, which the building
developer selected. We couldn't choose a different bank, but it
doesn’t matter, since all interest rates are government-set, and
there is liule difference in mortgage plans among the different
banks. So I will have to pay ¥1,500 ($181) to the bank each
month, beginning in November, for the next 15 years!

What procedures and taxes were involved during the purchase?

When 1 decided 1 would buy this apartment, 1 had to pay a
¥10,000 nonrefundable deposit, which would be subtracted
from the ¥80,000 downpayment. At that time I signed an Order
Agreement (Mai Fang Xie Yi Shu). Ten days after 1 signed the
agreement, 1 had to pay the rest of the downpayment. I re-
ceived a preliminary contract after paying the downpayment.
Then I had to pay the following taxes:
Tax Bureau

Contract Tax Sales price x 1.5%

(270,000 x 1.5% = ¥4,050)

House Transfer
Management Bureau

Tax Bureau

Price x 0.08%
(270,000 x 0.08% = ¥216)

Price x 0.03%
(270,000 x 0.03% = ¥81)

Y100

Transfer Service
Charge

Stamp Tax

House Transfer
Management Bureau

Document
Registration Fee

Fortunately, the real estate developer handled all of these
payments for me but 1 had to supply my identification docu-
ments and receipts for the downpayment, along with the pre-
liminary contract.

After paying these fees, | passed into the paperwork part of
the process. 1 had to fill out the following forms, often in multi-
ples:

squarely on the road to marketization

.

the market. %

M Dragon Card Application Form (Long Ka Shen Qing
Biao) 1 had to apply for this China Construction Bank “sav-
ings” card because my mortgage is from China Construc-
tion Bank. Every month, before the 20th, T have to put
¥1,500 on the card, so the bank can deduct the mortgage
payment from my account. The Dragon Card can be used
in some department stores as well.

W Certificate of Entrustment for deducting money from my
bank account (Hua Kuan Wei Tuo Xie Yi Shti)

M Mortgage Acceptance Agreement (Huan Kuan Chen Nuo Shu)
B Resident Housing Loan Application Form (for the com-
mercial bank loan)

B Staff Housing Loan Application Form (for the accumula-
tion loan)

B Resident Housing Loan Contract

B Mortgage Contract

B swaff Housing Loan Contract

B Agreement from Spouse (only for married people)

When I applied to the bank for the housing loan, T also
had to pay the insurance company 0.05 percent of the sales
price (¥135), and the property registration department a
mortgage registration fee of ¥200. Finally, I was able to get
the apartment!

What amenities does the new apartment bave over the old one?
What types of improvements do you anticipate making?

Since 1 used most of my savings to purchase the apartment, 1
don't think I will be able to do much renovation. For now, |
will just make it livable. I'm still looking for a good renovation
company 1o do this job for me, but I think T will be able to
move in by the end of this year.

How do you feel about owning your own home?

I think I will have a very good living environment. I'm pretty
excited to be owning my own ‘world’!
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The

Health Market

China's
medical-care
system is
undergoing
reforms that
could have
lasting effects
on the nation's

pharmcaceutical

mcirket

Li Xuesheng
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with Chine's Ministry of
Hecilth, is vow an analyst
with UCLA Mediceal Center
and « consultant with
KAND corp Sttt ()
Schuweitzer is a professor al
the University of
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School of Public Health

Li Nuesheng and Stuairt O. Schweitzer

hina’s health-care system, like other parts of its economy once

based on central planning, is in transition. Over the past two

decades, China's universal health care system, a landmark of the

PRC socialist system, has been dismanted. Currently, only about

25 percent of its population can claim some kind of health insurance cov-

erage. It was not until recently that the government launched a series of

health policy reforms, with important implications for the pharmaceutical

sector. Changes in both insurance schemes and health-care financing could

have important implications for medical and pharmaceutical suppliers.

THE LAY OF THE LAND

There are four financing mechanisms for
health care in China, cach applving 1o differ-
Cent )leLtI!llll groups: insurance lor govern

ment employees, insurance for employees of

State-owned and collective enterprises, coop-
crative msurance schemes for rural arcas, and
sell payment. The public service medical care
system covers government workers: officials
ol labor unions: youth and women's leagues:
staft of caltaral, educational. health and re-
search institutes; and students at approved
colleges and universities. About 30 million in-
dividuals are covered by this system, which
traditionally has reimbursed 100 percent of
medical care expenses

Roughly 140 million workers and 60 mil
lion family members were covered under the
State-owned enterprise (SOE) and collective
insurance system as of year-end 1997, g
cording to China’s Ministry of Health, This
system has reimbursed 100 percent of ¢m-
ployees” medical costs, and 30 percent of
family members” costs. The system has been
funded, in name at least, by the enterprises

Only about 120 million farmers and town-
and-village enterprise employees are covered
by cooperative medical system (CMS) plans
Fhese schemes are funded by local govern-
ments, collectives, and individuals, and reim-
burse participants for 20-80 percent of health
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care expenses, depending on the funds avail-
able in the given locality. CMS plans are
growing: by the end ol 1997, roughly 12 per-
cent of all farmers were participating. The
government's goal is o cover 70 percent of
all farmers by 20000 In the meantime, how-
ever, the 900 million farmers, private-sector
employees, and self-cmployed individuals
not covered by any of these health-financing
systems must pay the entire cost of health
care themselves,

TrRIAL RUNS

Hoping o reduce enterprise subsidies of
all types, the state Council launched pilot re-
forms in 1994 of the two health insurance
systems under its control. Begun in two mid-
stze cities, Jivjiang, Jiangxi Province, and
Zhenjiang, Jiangsu Province. and expanded
to over 60 cities in 1997, this experiment is
likely o become national policy. applicable
to domestic and foreign-invested firms. If that
happens, the State Council has indicated that
the two State health insurance systems would
be consolidated

Under the experimental system, individuals
and their employers together pay an insurance
premium equal to 10-12 percent of the benefi-
ciary's salary. Individuals pay 1 percent of
their salaries, and employers (the government
or enterprise, as the case may be) tund 9-11
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percent. For instance, il an employee’s

salary is $30,000 per year, the amount of

the employee payvment would be $500,
and the amount of the employer payment
would range from $4.500-85,500. About
50 percent of the total premium s de-
posited into an individual account. which
is used exclusively for the individual's
medical care. The other 50 percent is
placed in a pooled cooperative account,
which can be used by all the participants
in the system.

Foreign-invested enterprises are re-
quired to provide health insurance bene-
fits. but are not required to participate in
this experimental plan. For example, for
employees of toreign enterprises in Bei-
jing hired through Foreign Enterprises
Service Corp. (FESCO), foreign enter-
prises pay FESCO, and FESCO then buys
insurance policies for these employees,

A person's medical care expenses are
paid by his or her individual account. the
(‘()(]]“_'T'.lli\ ¢oaccount, a "\‘U-Pll_\-‘lnk'nl. or
entirely out-of-pocket. depending on the
final cost of the care. A patient covered
by the pilot svstem uses the money in the
individual account first. When the indi-
vidual's account is exhausted, he or she
pays out-of-pocket up to 5 percent of his
or her salary. Reimbursement from the
cooperative account is possible at this

point but is subject 1o co-payment. For

example, if a person’s annual salary s
$10.000 and his medical care expenses
are $3,000, the amount to be deducted
from his individual account is S10,000 x 5
percent. or $500. The amount to be paid
out-of-pocket is $10.000 x 5 percent, or
$300. The amount left after he has paid
from his individual account and out-of-
pocket is then $5.000-(5500 + 5500) =
S4.000. I the co-payment is 10 pereent,
the patient pays 54,000 x 10 percent. The
amount paid from the cooperative ac-
count is SE000 x 90 percent = 53,0600, So
of the original $5.000 medical cost. $500
comes from the individual account,
$3.600 comes [rom the cooperative ac-
count, and the individual must come up
with the remaining S900,

Some organizations are experimenting
with other health insurance systems.
One variation, which may have an im-
portant impact on the future of the phar-
maceutical market, s commercial health
insurance. The government plans 1o al-
low commercial health insurers 1o cover
the 50 million uninsured people in ur-
ban arcas. As the government attempts
to contain health care costs and at the
same time improve quality and access, it
has welcomed experimental participa-
ton from foreign insurance companies

A cooperative effort between Shanghai
Medical University and Kaiser Perma-
nente International has produced a fea-
sibility: study for a health-maintenance
organization (HMO) associated with the
Shanghai Petroleum Co. Lud, Kaiser is
planning to launch a pilot HMO in
China for Shanghai Petrochemical in the
near future, The Ministry of Health is
also planning 1o launch a pilot HMO
project in an automobile company
SKEWED INCENTIVES

At the heart of China’s medical sector,
and of the health care reform process,
are the nation’s hospitals. In contrast to
the modern US health care system, hospi-
tals in China have historically been the
primary suppliers of both medical care
and medicines. Through the 19805, hos-
pitals relied on government funds and
operational revenue 1o finance these ser-
vices, The government covered hospital
staff and capital costs, including both
buildings and capital equipment, and set
prices tor health services without consid-
cring those costs. Prices of diagnostic and
other non-pharmaceutical services were
thus set far below costs. Governments
and enterprises in turn reimbursed hospi-
tals on a fee-for-service basis. Because ol
these price-setting and reimbursement
policies, only pharmaceutical services
could produce a profit, typically 15 per-
cent of total sales. Hospitals used govern-
ment funds and pharmaceutical sales rev-
enue to offset the losses incurred in the
provision of non-pharmaceutical services.

since the late 1980s, the governments
have gradually reduced their invest-
ments in hospitals (see p.47). From 1978-
96, the share of hospital revenues ac-
counted for by government investment
decreased by roughly 30 percent nation-
ally. At the same tme that governments
have cut their hospital investments, they
have raised prices above costs for new
services, such as computerized tomogra-
phy (CT) and magnetic resonance inag-
ing (MRI) scanners, and other non-phar-
maceuticals services, such as surgery,

hospital rooms. and physician fees for

outpatient visits. But charges for most
traditional services still remain below
costs. To compensate for the reduced
government financing, hospitals have
had a strong incentive to buy the most
advanced equipment and sell as much
medicine as possible. Many experts be-
lieve that hospitals’ heavy dependence
on revenues from medicines and high-
technology services has contributed sig-
nificantly to soaring health care expendi-
The use of high

tures increased

The government plans to
allow commercial bealth

insurers to cover the 50
million uninsured people

in urban areds.

technology will definitely improve the
quality of health care, but some officials
are concerned that there has been im-
proper use of high-technology services
in an attempt o generate revenue.

To control pharmaceutical expenses, in
1996 the State Council issued a document
requiring local health burcaus in 60 pilot
cities 1o collect all pharmaceutical service
revenues of government hospitals and
then reallocate the money to those hospi-
tals. The hospitals that sold more drugs
would not necessarily receive money in
proportion to their sales. This measure
was intended o eliminate physicians” fi-
nancial incentive 1o over-prescribe drugs.
Moreover, in the last two years, many lo-
cal governments have started to set
higher prices for their hospitals” non-
pharmaceutical services to reduce depen-
dence on medicine-related income. It is
very likely that government investment in
hospitals will continue 1o decrease and
that hospitals will have to cover most. if
not all, of their costs themselves.

Although fee-for-service reimburse-
ment systems—under which some State
insurance providers reimburse the hospi-
tals, and some reimburse the individuals,
for care—are still dominant in China,
other payment mechanisms are already
emerging, The three major forms of gov-
ernment payment to hospitals are aver-
age payment, capitation. and global bud-
geting, Under the average-payment
system, the State reimburses hospitals for
in-patient care according 1o their average
daily patient charges and length of stay.
regardless of actual costs, This system,
first instituted in Zhenjiang, is becoming
widespread. For outpatient services, the
State reimburses hospitals based on aver-
age charges of outpatient visits.

The capitation plan. in place in over
100 counties and cities, pays a flat per-
patient rate for medical care. A hospital
receives a fixed payment from the State
to provide a beneficiary’s care for a spe-
cific length of time, and this payment is
unrelated 1o how much the hospital ac-
tually spends. Thus, it the hospital
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Pharmeaceutical costs
account for over 50
percent of health care
expenditures in China,
and constitite the
largest single category

of medical spending.

spends less than this capitated payment,
it may retain the rest as profit,

The Shanghai government employs a
third strategy, which is spreading 1o
other cities, known as the global hud-
geting method, In this case, the govern-
ment determines the maximum allow-
able rate of growth in a hospital's
revenue. I a hospital's revenue in-
creases by more than this amount, the
government confiscates the revenues
over the limit and may even fine the
hospital. At the same ume, the govern-
ment sets ceitlings for revenues from
pharmaceutical services and for price in-
creases for non-pharmaceutical services,
MAKING THE GRADE

Though overall health care reform, and
changes in hospital administrative poli-
cies, will affect Chinese patients ina vari-
ety ol ways, no government policy affects
drug makers more than the government’s
drug reimbursement rules. In the past,
the government health insurance systems
reimbursed 100 percent of all drug ex-

penses. But in 1992, the Ministry of

Health began developing o national es-
sential drug list (NEDLY on which to hase
reimbursement for medicines prescribed
to patients under Stte insurance plans
(see The CBR. July-August 1996, p.16). Se-
lection criteria included clinical necessity,
cifectiveness, safety, and consistency be-
tween price and effectiveness. The list
covers about 30 percent of the medicines
currently available on the PRC market
Local governments have drawn up drug
reimbursement lists based on the NEDL,
and the central government has done the
same for public service medical care
Public servants” medical care plans do
not reimburse expenses for drugs not on
the reimbursement lists, regardless of
whether the medicines appear on the
NEDL: The local governments” own drug
reimbursement lists may include up 1o 10

percent more products and are used 1o
reimburse residents covered by city-
hased insurance systems. While drugs not
on any list can be sold anywhere, con-
sumers cannot be reimbursed by govern-
ment health insurance svstems for them.

Thus. these national and local lists are of

crucial importance 1o pharmaceuticals
producers. because only pavments for
listed drugs can be reimbursed by the
WO SLte-run insurance systems

Meanwhile, regulation of the market
is in flux. As part of the government re-
structuring announced at the March 1998
National People’s Congress meeting, the
Ministry of Health's Department of Drug
Administration has merged with the
State Pharmaceutical Administration of
China (SPAC) 1o become the State Drug
Administration (SDA). As a result. the
Ministry of Health will no longer be re-
sponsible for new drug approvals;
rather, SDA is to oversee all drug manu-
facturing, trade, and registration. The
Ministry of Health's role in regulating
drug markets will decline significantly.
Other former functions of the ministry
have been assigned 1o different govern-
ment bodies. The most important of
these is probably the transter of medical
insurance responsibilities to the new
Ministry of Labor and Social Security
Nonetheless, the Ministry: of Health will
retain its other main functions—regula-
tory development and oversight, health-
care resource allocation. and medical re-
search and education.

Among the reforms under way is
stricter regulation of the PRC drug mar-
Ket. In 1996, the Ministry of Health began
drafting laws and regulations intended to
improve safety and prevent fraud. In
April 1996, the State Council issued a
document (Guo Fa No. 14, 19907 on the
production and sale ol counterfeit prod-
ucts. In 1996, the licenses of over 400
manufacturers and retail pharmacies were
revoked, and over 8,000 unregistered re-
tail pharmacies were closed.

Enforcement of the 1992 Good Manu-
facturing Practices (GMP)Y regulation,
aimed mainly at domestic producers,
also has been reinforced in the last few
vears. The regulation states that new
manufacturers of drugs must first pass
GMP inspection before they can receive
production licenses. Existing manufuc-
turers not GMP-approved may not pro-
duce new products.

SCENARIOS FOR
DRUG PRODUCERS

How health care reform develops and
how pharmaceuticals firms adapt o the
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reforms will affect drug sales signifi-
cantly, Pharmaceutical costs account for
over SO percent of health care expendi-
tures in China, and constitute the Lirgest
single category of medical spending.
From 1990-95, total drug sales grew at
an average rate of over 20 percent per
year, and sales of imported and joint-
venture drugs in big cities such as Bei-
jing and shanghai grew by over 30 per-
cent per vear, according to the Chinese
Pharmaceutical Association,

Health insurance retorm o date sug-
gests that pharmaceutical market devel-
opment could take a number of direc-
tions. The first possibility is that drug
sales inourban arcas will stabilize or
grow more slowly than in the past.
when hospitals were cager 1o purchase
imported medicines. The ongoing health
system reforms should moderate the
rapid growth of health expenditures
over the next few vears, diminishing the
demand for imported drugs,

In fact, muny of the recent health care
measures have been aimed precisely at
controlling pharmaceutical expenses, in-
cluding the national and local drug reim-
bursement lists, the reallocation of phar-
maceutical service revenues, the use of
capitation or averaged pavments to hospi-
tals, price hikes for non-pharmaceutical
services, and increased cost-sharing by
patients, These measures will eliminate
hospitals” financial incentives 1o sell more
drugs and will simultanceously increase
the price sensitvity of patients. The re-
sults of the pilot program in Zhenjiang
showed that total health-care expenditure
wils 20 percent lower in 1995 than in
1994 1991-94. betore the reform.
the annual growth had been 37 percent.
Similarly, drugs sales were about 200 per-
cent lower in 1995 than in 1994, While
sales of local drugs fell by 10 percent,

From

sales of imported drugs fell by 29 percent,
and sales of ointventure drugs declined
by nearly 45 pereent. Equally dramatic
declines were noted for physician ser-
vices: the number of patients receiving CT
scans or MRIs fell 47 pereent,

On the other hand, pharmaceuticals
consumption by uninsured urban resi-
dents not cligible for reimbursement
could grow. Many of these uninsured
are owners and employees of private
and small businesses with high incomes.
As their numbers rise. together with
their disposable incomes, the consump-
tion of pharmaceuticals by this group is
expected 1o inerease,

A second possible trend is higher
spending in rural areas on pharmaceuti-
cal and other health care. Though most
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foreign pharmaceutical companies have
focused their marketing efforts on the
citics, where greater patient awareness
of the efficacy of foreign drugs would
seem o promisc areater sales, the rural
market is gaining importance. As Beljing
attempts to rebuild the rural CMS, more
farmers stand 1o be reimbursed for drug
purchases. In most cases, the CMS only
reimburses low-cost domestic and joint-
venture products, so the sales of these
low-cost products are expected to in
crease. Moreover, in a few wealthy rural
areas near Shanghai and in Guangdong,
the CMS is starting to reimburse patients
for imported products. Indeed. the rapid
increase of disposable incomes in rural
areas along China's southeastern coast
has made this arca an important market
tor 15]]]\(1['1\'(1 and jomit-venture \hill‘;\

A third trend concerns joint-venture
products, which are sure 1o become
more popular. The perception among
both doctors and patients in China s
that imported and joint-venture drugs
are of higher quality and efficacy than
domestic products. Patients cligible for
reimbursement have opted for imported
and high-quality drugs regardless of
price because their work units pay then
medical care expenses. Though it re
mains difficult for mmported products to
be included on national or local drug re
imbursement lists because of their high
prices. joint-venture products tend to be
less expensive and thus more apt to fall
within State-imposed price ceilings for
the reimbursement lists. Because of the
Chinese preference for imported and
joint-venture products over domestic
products, however, many physicians and
patients may choose joint-venture prod
ucts in the future, even it they are not
on the reimbursement drug lists

Retail pharmacies also could become a
new battleground among foreign, joint
venture, and local companies. The num-
ber of retail pharmacies, roughly 60,000
in 1996, is growing rapidly. Currently, the
retail pharmacies serve muainly the unin
sured. But many imported drugs, once
reimbursed by the State insurance plans,
are now left out of the reimbursement
system, and insured patients are turning,
to retail pharmacies in ever-greater num-
bers, More important, under the capita
tion or averdage payment mechanisms,
hospitals have fAinancial incentives o sell
as few drugs as possible. The sales of
over-the-counter (OTC), imported. and
expensive drugs will likely shift from
hospitals to retul pharmacies,

Finally, the emergence of the OTC
market and the expansion of retail phar

macies will create new opportunities for
drug firms. The Ministry of Health began
establishing OTC regulations in 1995,
classitying pharmaceuticals as cither
OTC or prescription drugs, and plans 1o
implement a separate OTC system by
the vear 2000, The Chinese Pharmaceuti-
cal Association also has begun to select
drugs for the OTC market. The establish-
ment of OTC regulations together with
retail pharmacy networks should facili-
tate expansion of the OTC market.

One of the main concerns behind
the Ministry of Health's move to de-
velop the OTC market is the desire to
avoid improper use of drugs. Currently,
retail pharmacies can sell a wide range
of medicines without prescriptions.
Many patients who buy drugs from re-
tail pharmacies use those drugs im-
properly because they lack adequate
knowledge and because retail phar-
macy sales staffs do not have formal
training to dispense medicines. The es-
tablishment of OTC  regulations will
permit only OTC drugs o be sold with-
out prescription and prevent improper
use of prescription drugs.

Another motivation for expanding the
OTC market is to eliminate patients’
long wait Tor drugs. In hospitals, all
drugs, regardless of the type, require
prescriptions. Patients with prescriptions
to be filled face a minimum of an hour's
wail. The OTC rules are intended to im-
prove the efficiency of health care by
bypassing physicians and hospitals in
the drug dispensation process. They will
also help slow medical care cost in-
creases by reducing physician consulta-
tion fees, though these fees, at roughly
S1 per visit, are already quite low

Until additional OT(
promulgated. it is unlikely that the

regulations are

rapidly proliferating supermarkets
around China will be permitied 1o sell
drugs, since only licensed retail pharma-
cies. hospitals, and clinics are allowed o
sell prescription medication. But those
stores will surely serve as a major distri-
bution channel if the OTC regulations
allow them to sell drugs

THE DEMAND
FOR QUALITY
Many PRC citizens place a high value

on medicaton, and have come to expect
prescriptions when they visit physicians.
In fact, many Chinese believe that if a
physician does not prescribe medication,
then cither the complaint must be incur-
able. or the physician must have failed
to dingnose the problem. Not surpris-
ingly, physicians tend to accommodate

patients” requests, even it they doubt a
prescription’s benefit. Thus, drug sales,
especially of new foreign and joint-ven
ture drugs without local equivalents, are
likely 1o rise, even as overall pharma
ceutical expenditures drop

Further, the increase in drug sales in
rural areas and to the uninsured in ur-
ban arcas probably will exceed the
falloff in sales among people covered by
State health insurance systems. And as-
suming mcomes continue to rsc, the
government is likely to include more
and more |m|‘uﬂ|uf and joint-venture
drugs on reimbursement lists

The current policies to control drug
costs likely stem more from concern
about the affordability of medical care
than from protectonism. If the Chinese
cconomy’s growth remains steady, more
money will be available tor medical care,
and demand for imported drugs will in
crease. In addition, the NEDL and reim
bursement lists will have o include those
drugs that are essential for certain treat
ments and which have no local equiva-
lents. In spite of the higher cost of these
pharmaceuticals, the Chinese—like popu
will demand the best

products available 5

lations everywhere
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As the going
gets tough in
China, foreign
investors need

1o be aware of

Xl Strategies

finezhou T is the
mendaging partner of the
Beijing Office of Coudert
Brothers, an international
letee firm which first
ostablished a presence in
Chine in 1979 Besed in
Betjing since 1991, Wy,
Teo specializes in the
negotiation of joiint
vendlures andd arbitration

Commercial
Divorce

44

Jingzhou Tao

haring the same bed but having different dreams™—this

Chinese proverb may sound familiar to many foreign in-

vestors “engaged” to Chinese partners through joint ven-

tures. Indeed, investing in China by means of a joint ven-

ture (JV) with a local partner has traditionally been preferred to
establishing a wholly foreign-owned enterprise (WFOE). But of the
roughly 316,280 foreign-invested enterprises (FIEs) approved since
1979, 30.000 have already been dissolved. Though China’s economy
now stands as a model of stability compared to its neighbors, it has not
escaped from the side effects of their economic struggles. The Asian fi-
nancial turmoil has already acted as a catalyst for some JV dissolutions,
and more premature endings are likely. Thus, the question of how to

dissolve a JV has become more prominent in recent yvears, for this and

other reasons.

Many of the first JVs, set up in the carly
and mid-1980s, have now reached the end
of their terms of 10-15 vears. Though the
Implementing Regulations of the PRC Eg-
uity Joint Venture Law (EJV Law) generally
allow for terms as long as 30 years, many
ol the foreign and the Chinese parties in-
vesting in these first Vs were cautious
about jumping into unknown investment
territory and preferred shorter terms. Other

Vs are struggling as a result of fewer ex-

port opportunities in and reduced invest-
ment funds from financially strapped Ko-
rea and Southeast Asia and are now
considering exit strategies. But even for-
cign investors in profit-making Vs have
cncountered problems: some Chinese part-

ners have atempted 1o kick them out of

the venture in order 1o conduct the busi-

ness—and reap the profits—alone.
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Mceanwhile. the number of foreign firms
choosing o go it alone by forming WFOEs
instead of Vs s on the rise. As Beijing has
liberalized China’s cconomy, conducting
business through WFOES is less daunting 1o
foreign investors than it once was. The for
mer disadvantages of WFOEs, which in
cluded a lack of local support and access 1o
resources and markets in China's planned
cconomy, have diminished considerably

Thus it is no surprise that JV dissolution
is becoming an increasingly popular op
tion. Investors” continuing difficultues in
predicting either their JVs future economic
development or the relationships between
the parties suggest that foreign investors
will continue to pay particularly close al
tention 1o the possibility of dissolution. As
illustrated by the recent case of o Sino-Eu
ropedan joint venture that was ordered o



dissolve because the Chinese partner
had tulsified copies of the constitutive
documents remitted to the approval
authorities, foreign investors would be
smart to strictly monitor the lawfulness
of operations, especially the proce-
dures undertaken by their Chinese
partners, at each step of the establish-
ment ol their JV.
EXITING BY THE BOOK
Compared to the legal tools avail-
able in most industrial countries, the
Chinese legal framework governing
enterprise dissolution is relatively un-
developed. But various rules now ex-
ist regarding the acceptable grounds
for and consequences of JV dissolu-
tion. The regulations governing the
termination and dissolution of JVs are
contained in the EJV Law and its Im-
plementing Regulations, which are ap-
plicable by analogy to cooperative
joint ventures (CJVs) According to the
EIV Law. a JV may be dissolved when
it incurs “heavy losses™ or when one

party fails to execute its obligations. It

a loss is incurred due to a breach of
contract, the violating party shall bear
financial lability for the loss. The Tm-
plementing Regulations elaborate ad-
ditional grounds for terminating a JV
contract and dissolving a JV: expira-
tion of duration: inability to continue
operations due o heavy losses caused
by Jorce nrajeure; inability to obtain
the desired objectives of the operation
while simultancously seecing no future

for development; and occurrence of

other reasons for dissolution as pre-

scribed by the contract and articles of

ASSOCIOoN.

Though the parties may stipulate in
the contract additional grounds for
dissolution of the JV, it is important to
note that such clauses will require ap-
proval from the relevant authorities
before taking effect. Except where dis-
solution is due to expiration of dura-
tion, the board of directors ol a JV
must meet and agree unanimously o
dissolve the venture. Then they must
file an application for dissolution with
the venture's approval authority. The
texts do not specify whether the rules
of procedure stipulated in the JV con-
tract or the articles of association can
override the need for unanimous ap-
proval. Details regarding the dissolu-
tion are to be filed with the State Ad-
ministration  for Industry  and
Commerce (SATC), The regulations
make no mention of unilateral termi-
nation or dissolution, and current faws

and implementation procedures are
hased, for the most part, on the as-
sumption that consent of all investors
and approval by the relevant approval
authority have already been obtained.

Once dissolution has been
proved, the parties must proceed with
the liquidation of the JV. China has is-
sued specific rules—the 1996 Foreign
Investment Enterprises Liquidation

dp-

Procedures (“"FIE Liquidation Proce-
dures™)—that govern liquidation and
provide comprehensive guidelines for
most problems encountered in the
]‘.r[‘l CCSS.,

The first step is for the board of di-
rectors of the JV to form a liquidation
committee consisting of at least three
members, to be appointed by the JV's
partners. Typically, fewer people on
the liquidation committee make for a
smoother liquidation. The committee's
tasks include preparing a liquidation
plan for approval by the board of di-
rectors and filing with the original ap-
proval authority (for the record only).
Included in Chapter 11 of the FIE Lig-
vidation Procedures are special ligui-
dation procedures to be followed if a

IV is unable to form a liquidation

committee or a major obstacle arises
during liquidation pursuant to the pro-
cedures of ordinary liguidation. In
such a case, responsibility for organiz-
ing a liquidation committee falls 1o the
original approval authority of the JV.
The committee must include the Chi-
nese and foreign investors, representi-
tives of relevant authorities, and rele-
vant professionals. The original
approval authority must confirm both
the liquidation plan and the liquida-
tion report formulated by the hiquida-
tion committee. The auditor for the
liquidation is chosen according to the

IV contract or articles of association or,

it not stipulated in those documents,
according to relevant regulations.

Both ordinary liquidation and spe-
cial liquidation require that within 10
days of the date of its establishment,
the liquidation committee notify
known creditors so that they may de-
clare their claims; and that, within 60
days of the date of its establishment,
at least two announcements be pub-
lished in both a national newspaper
and a provincial or municipal newspa-
per. The first announcement shall be
published within 10 days of establish-
ing the liquidation committee.

The procedures also address the
rights of the creditors of the liquidated

JV. Creditors shall, within 30 days of

Except where

dissolution is due to
expiration of duration,
the board of directors of a
SV must meet and agree
unanimously to dissolve

the venture.

receiving the written notification, or
within 90 days of the date of the first
announcement for those who do not
receive written notification, declare
their claims to the liquidation commit-
tee. Claims that are not filed within
the prescribed time Timit shall never-
theless be included in the liguidation
when the creditor is known. Creditors
unknown to the JV may request pay-
ment prior to completing the distribu-
tion of the JV's remaining property. If
distribution of the liquidated JV's re-
maining property has already been
completed, the claim is deemed to
have been relinquished. I creditors
disagree with the liquidation commit-
tee's valuation of their claims, they are
entitled to request re-valuation, or
ceven to pursue arbitration or litigation.
Liquidation expenses and claims se-
cured in assets receive priority pay-
ment. Aside from these expenditures,
the order of payment for other liabili-
ties is reimbursement of liquidation
expenses, payment of wages and la-
bor insurance premiums, taxes, and,
finally, other debts.

An important caveat for investors
who may be dissolving one JV to form
A4 new arrangement is that failure to
comply with the above legal require-
ments could result in the new entity
being legally exposed to claims by the
former [V's creditors. In addition, lin-
gering uncertainty regarding the clean
ttle 1o all the assets 1o be transterred
from the former JV to the new JV
could result in the title not being good
against any third-party creditors

COLLECT YOUR
BELONGINGS

Foreign investors should be aware
that the dissolution process s difficult
and time-consuming—a smooth disso-
lution generally takes at least six
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Foreign investors

should be prepared for
the possibility that the
Chinese partner may
refuse to coopercte,
despite strong arguments

in favor of dissolution.

months. Furthermore, the Chinese lo-
cal authorities tend to be charming
and demonstrate great hospitality
when foreign investors shop for a
place 1o invest. However, they tend to
be absent or reluctant to advocate for
foreign investors' interests when a dis-
pute arises and dissolution follows,
Forcign investors' main obstacles
when they initiate dissolution are ob-
taining the agreement of the Chinese
partner and overcoming the reluctance
of the administrative authority to give
its approval. When initiating dissolu-
tion procedures, foreign investors
should be prepared for the possibility
that the Chinese partner may refuse to
cooperate, despite strong arguments in
favor of dissolution. And even if the
partner agrees, approval from authori-
tes stll may be lacking.

One exception to the requirement
of consent by all partners involves the
assignment of equity 1o a third party
that has resulted from the bankruptey,
dissolution, merger. or split of an in-
vestor. If one investor does not con-
sent to the assignment, the other in-
vestor may apply for unilateral
termination according to the JV con-
tract and articles of association. In the
face of refusal by the approval author-
ity, foreign investors have litde or no
choice but to come up with a new
strategy or application, though it
should he noted that intervention by
the foreign investor's embassy in
China can be effective.

Another problem foreign investors
often encounter during the process of
dissolution is groundless asset valua-
tion. Rules stipulating the basis for val-
uation and disposal of the liquidated
assets have been perhaps the most im-
portant contribution of the FIE Liqui-
dation Procedures (Article 29), Prior
legislation was rather vague in this re-

spect; however, the FIE Liquidation
Procedures clearly state that valuation
must be determined by the hiquidation
committee pursuant to the provisions
of relevant State regulations. The pro-
cedures also provide for the possibility
that a court or an arbitration tribunal
may decide the valuation principles.
Nevertheless, clear contractual provi-
sions are certainly preferable o initiat-
ing legal proceedings with uncertain
results.

Some foreign investors have also
encountered problems after dissolu-
tion regarding the former Vs intellec-
tual property and technology protec-
tion. Preventing the Chinese party
from continuing to use foreign know-
how against the will of the foreign in-
vestor can be difficult under current
conditions. For many toreign licensers,
the real question is whether they can
recover the documentation and mate-
rials relating to the technology from
the Chinese party at the end of the
contract. There have been numerous
occasions in which the authorities
have approved contracts that provided
for the return of the technical informa-
tnon in the event of carly termination
due to breach of contract. In practice,
obtaining the return of a foreign com-
pany’s technical documentation at the
expiration of the term is possible but
quite difficult.

To better protect their own interests,
lorcign investors should take specihic
measures when establishing or dis-
solving a venture:

B Due diligence Given current re-
strictions on termination of a J\ and
the transter of ownership interests,
thorough due diligence with respect
to prospective local Chinese partners
is critical. Failure to conduct a com-
plete investigation may lead to a long-
term commitment to an unsatisfactory
partner with the only real option be-
ing to abandon the project. Thus, be-
fore both parties sign any agreements,
an international accounting firm can
be engaged to audit prospective part-
ners. Or a foreign investor may hire a
private investigation company to ob-
tain relevant financial information
about a local Chinese partner. though
cven a private investigation may only
be able to obtain very general infor-
mation that has been voluntarily re-
lcased by the Chinese company. More
detailed information, including infor-
mation on company debts and loans,
is considered internal, and Chinese
companies are not required by law 1o
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disclose such information to the pub-
lic. Although Chinese companies must
submit reports to SAIC at the provin-
cial level. SAIC generally refuses re-
quests for access to such reports. With
the rare exception of cases in which
local Chinese lawyers are able 1o gain
access to internal information, the
success and accuracy of due diligence
conducted by ua foreign investor,
whether publicly or privately, con-
tinue to remain uncertain. Due dili-
gence may also irritate a potential
Chinese partner, casting a shadow
over their future cooperation.

B Preparation of documents The
caretul drafting of the constitutive doc-
uments is also of great importance.
The conditions and modalities for dis-
solution, as well as stipulations and
provisions on all possible alternatives
to dissolution, should be precisely
worded in the constitutive documents.
B Forcing the possibility of unilat-
eral dissolution Despite the lack of
clear regulations regarding unilateral
dissolution. foreign parties have pur-
sucd the practical solution of negotiat-
ing and contractually agreeing upon
certain events that can trigger unilat-
eral termination by any party. It is an
open question whether an attempt o
have the parties consent in advance 1o
termination will be deemed sufficient
or whether a voluntary affirmation of
the consent needs to be repeated at
the time of actual termination. So far,
no specific regulation has been issued,
nor have there been any applicable
precedent-setting cases. The authori-
ties could conceivably view contrac-
tual provisions that define triggers for
dissolution as an implicit attempt to
pre-empt their authority, But all disso-
lution and liquidation clauses must
gain approval from authorites before
taking effect. The foreign investor
would thus have a strong argument in
Favor of unilateral termination even it
the approval authority Tater attempted
to require reathrmation.

B Including further reasons for
dissolution The forcign investor
should trv to include additional rea-
sons for dissolution in the constitutive
documents. In some cases, such stipu-
lations have been approved by the au-
thorities, such as clauses permitting
dissolution in the case of refusal of
credit by a financial institution, bank-
ruptey of the parent company., or de-
lay in the acquisition of land use rights
or provision of public utilities, such as
water and electricity.,



Forcign investors who wish to dis

solve the TV, but whose Chinese part

ner refuses, may need to consider ad
ditional measures. One alternative is
to have the matter arbitrated, while

threaten the Chi
authorities with neg

another is to simply

nese partner and

ative publicity about their refusal. For-
cign investors also mav have 1o
consider buving out the Chinese part

ner, transferring their shares to the
Chinese party or a third party, or sim
ply deserting the venture altogether
Both buyouts and transfers have be
widespread in

more recent

However, as a

comeg
buvout would
4 JVinto a WFOE,
it is important to note that the
lishment of WFOEs is prohibited in

years
entail conversion of
estab-
certain State controlled industries
Transfers of equity have become more
prevalent with the promulgation in
May 1997 of

the Changing of Equity Interest owned

Certain Regulations on

by Investors in Foreign Investment En-

terprises by the Ministry of Foreign

weous because of possible legal ramifi-

cations. Deserting an enterprise is con-

sidered a breach ol contract, entitling
the Chinese partner to claim damages
While
tant to initiate legal proceedings, the

avatlable

Chinese |).IIH'I\'I‘- remain reluc

|('_‘_L.1| tools to them have in

creased, and foreign investors should

be aware that by deserting a JV they

risk having to pay damages in addition
to the sunk costs of a failed 1A

HERE TO STAY

Ihe present legal framework for A

dissolution leaves many questions

unanswered, even though it was re-

cently augmented by the FIE Liquida

tion Procedures. Originally, JVs were

generally limited to manufacturing

businesses. In recent vears, however,

many JVs have been approved to en
gage in services and other fields. De
spite difficulties for foreigners in extri-
trom N

no tremendous changes

cating themselves
mnvestments,

are expected ininvestment patterns as

JV because of their particular f

e B Tl AT L

Foreign investors

should be aware that by
deserting a JV they risk
having to pay damages in
addition to the sunk costs
of a failed JV.

high-tech industries and the export

sector. Considering that some foreign
but to use a
eld of

need a local

JVs will con-

investors have no choice

activity or because they

partner to “open doors,”

tinue to be a principal mode of invest-

ment. As no particular legal reform is

envisaged in this area, foreign in-
vestors will thus have to cope with the

existing difficulues through negotia-

Trade and Economic Cooperation and — a result. In reality, foreign investors  tion, both at the preventive level when
SAIC. Simply abandoning a venture  cannot easily opt for the WFOE form.  establishing a JV and at the curative
has become less and less advanta- as such a vehicle is UH!_\ available in level when \h\\t)l\ll]j..'\ .I_T\ E
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The PRC-Hong
Kong Doutble-
Taxation
Arrangement
should bolster
regioncil
economic

integration

Biil Chann is the
partner in charge of
China tax services at

PricewaterbouseCoopers
in Hong Kong

Relief for the

Twice-taxed

Bill Chan

n part a response to business concerns, the PRC State Administration of
Taxation (SAT) and the Finance Bureau of the Hong Kong Special Ad-
ministrative Region (SAR) entered into an arrangement last February de-
signed to prevent double taxation of Hong Kong and Chinese compa-
nies that conduct business activities in both jurisdictions. While the
arrangement represented a significant step toward eliminating double taxa-
tion of companies operating in both the mainland and the SAR, the imple-
mentation of certain key provisions was unclear. The Hong Kong Inland
Revenue Department (IRD) issued a non-binding Departmental Interpreta-
tion & Practice Note (DIPN) in June 1998, and SAT issued a circular in July
1998, 1o clarity these provisions. The arrangement and these supporting no-
tices should reduce the exposure to mainland tax of Hong Kong companies,
especially those providing services or conducting temporary activities in the

mainland, by narrowing the definition of activities subject to PRC taxes.

A LOOK AT THE ARRANGEMENT

Patterned after the Organization of Eco
nomic Cooperation and Development
(OECD) and the United Nations model taxa-
tion conventions, the Double Taxation

Arrangement (1DTA) covers tax treatment of

business and personal income. For income
derived in the mainland by Hong Kong resi
dents, DTA provisions took effect July 1,
1998, the midpoint of the mainland’s 1998
tax year. For income derived in Hong Kong
by PRC residents, DTA provisions went into
effect April 1, 1998, the beginning of Hong
Kong's current vear of assessment. Regard-
ing business income, the DTA defines “per
manent establishment™ for purposes ol
avoiding double taxation: outlines the scope
of taxable business profits; and addresses in-
come from shipping, air, and land transport
operations. For personal income, the DTA
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COVETsS l|L‘|)L'm|t‘nI |)1‘l‘\uﬂ.i| services and in-
cludes provisions for the handling of com-
pany directors” fees and income from artistic
and athletic performances. Other provisions
list taxes that fall under the scope of the
DTA—PRC enterprise and individual income
tx and Hong Kong's profits, salaries, and
personal assessment taxes—and provide for
credits for taxpayers who have paid in both
jurisdictions.

Not included in the DTA, however, are in-
terest and rental income, royalties, and capi-
tal gains. It a permanent establishment or a
fixed base generates such income, it shall be
regarded as part of the business profits of
the permanent establishment. Typically,
double taxation of rental income, royalties,
and capital gains is rare. A reduction to typi-
cal treary rates of withholding tax on these
income sources would be the likely benefit



of including provisions on interest and
rental income, royalties. and capital
gains in the DTA. If amendments to the
DTA are negotiated and passed, a re-
duction in the rate of withholding tax
likely will be included.

WHO IS A RESIDENT?

The DTA. which applies to residents
of both Hong Kong and the PRC, pro-
vides substantial relief both to Hong
Kong residents who travel to the main-
land on business, and their employers
The treaty defines “resident™ as any per-
son who is liable to tax in either juris-
diction by reason ol his residence,
domicile, place of effective manage-
ment, place of head office; or other cri-
terion similar in nature. Hong Kong's
Inland Revenue Ordinance (IRO) does
not define the term “resident,” since
Hong Kong's tax system is based not
on residency but on the “territorial
source * principle, whereby generally
only earnings derived in Hong Kong
are taxable, The SAR-issued DIPN clari-
fied the issue by noting that “residence”
and “domicile” pertain to individuals,
while the “place of effective manage-
ment” and “place of head office” per-
tain to other legal entities. In addition,
the DIPN states that an individual is
considered a Hong Kong resident if he
or she is liable to tax in Hong Kong
and is at least 18 years of age (or under
that age if both parents are deceased)
and a “permanent” or “temporary” resi-
dent of the SAR. A permanent resident
is onc who ordinarily resides in Hong
Kong, meaning that the individual's
permanent home is in Hong Kong. An
individual is considered a temporary
resident if he or she stays in Hong
Kong for more than 180 days in the
year of assessment or more than 300
days in two consecutive years of assess-
ment.

According to this definition, most in-
dividuals living in Hong Kong would
qualify as residents of Hong Kong for
purposes of the DTA. The major benefit
of this is that an individual who works
on the mainland will not incur PRC tax
liability provided he or she does not
stay in the mainland for more than 183
days in a calendar year, and a mainland
employer, permanent establishment, or
fixed base does not pay the individual's
income, By contrast, an employee of,
for example, a Taiwan company who
stays in Hong Kong for more than 60
davs (and therefore is liable 10 Hong
Kong salaries tax), but also spends
more than 90 days on the mainland,

will be considered a Hong Kong resi-
dent under the DTA only if he or she
meets the [RO's temporary resident re-
quirements

Companies not incorporated in Hong
Kong may qualify as residents of Hong
Kong for purposes of the DTA. Accord-
ing to the DIPN, a company is consic-
ered a Hong Kong resident if its “cen-
tral management and control” is in
Hong Kong. Court cases in other juris-
dictions have established as precedent
this concept of central management and
control. Consequently, where a com-
pany is registered or incorporated docs
not in itsell determine its place of resi-

dency. Where the company’s board of

directors meets is significant only inso-
far as those meetings constitute the
medium through which central manage-
ment and control is exercised. In most
cases, central management and control
of a subsidiary is determined indepen-
dently of the parent. But if the parent
company assumes the functons of the
subsidiary’s board or if the subsidiary’s
board automatically endorses decisions
of the parent, central management and
control may be considered to lie with
the parent.

In applying the DTA, the mainland
tax authorities may require an individ-
ual or a company to submit a certificate
from the Hong Kong revenue service
certifying that the taxpayer is a resident
of Hong Kong. This would generally
only be required where there is a possi-

bility that the taxpayer is a resident of

both jurisdictions, or there is a need to
verify the resident status of the tax-
payer. Indeed, the IRD only issues such
certificates when required by the main-
land tax authorities for purposes of the
DTA. Firms wishing to claim Hong
Kong residency must first submit to the
IRD an Application for Treatment under
the Double Tax Arrangement, which
must be approved by mainland tax au-
thorities. The IRD examines this appli-
cation together with the company’s
submission of the TRD's own Applica-
tion for Certification of Resident Status
before issuing a Certificate of Hong
Kong Resident Status

INTERPRETING
“PERMANENT
ESTABLISHMENT?”

The DTA's notion of a “permanent ¢s-
tablishment”™ is similar to that in the
OFECD and UN model conventions. The
DTA adopts the OECD interpretation for
construction, assembly. or installation

activities and the UN interpretation for

Compatnies not
incorporated in Hong
Kong may qualify as
resiclents of Hong Kong

Jor purposes of the DTA.

the provision of services. The arrange-
ment's definition of permanent estab-
lishment includes a building site; a con-
struction, assembly, or installation
project; or related supervisory activities,
but only where such sites, projects, or
activities continue for more than six
months. The period during which a pro-
ject is carried out runs from the day the
contractor begins work (including all
preparatory activities) to the day all re-
lated work is completed
of the project during that time does not
reduce the overall duration of the pro-
ject. Time spent by a subcontractor on

A suspension

the project counts as part of the project
duration. 1If,
tor works on the project before the tax-

for instance, a subcontrac-

paver begins work, the project’s start
date is the subcontractor's first day of
work. China has been using this OECD

e
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In addition to
preventing double
laixation, the DTA
could help certain
representative offices
argue for tax exemption

in the mainland.

commentary approach toward perma-
nent establishments for over a decade.

With regard to service providers, the
DTA, like the UN Model Convention,
extends permanent establishment to in-
clude “services. including consultancy

services, furnished by an enterprise of

one side. through employees or other
personnel on the other side, provided
that such services have been furnished
for the same project or a connected
project for a period or periods exceed-
ing in the aggregate 6 months in any
12-month period.” Although the DIPN
doces not clarify how the six-month pe-
riod is to be calculated, China has al-
ways permitted a company 1o subtract
time with no employees or other per-
sonnel in China from the total project
period. This interpretation of perma-
nent establishment by service providers
could prove to be particularly beneficial
to foreign investors who provide sup-
port services to their operations in the
mainland through companies in Hong
Kong. Prior to the DTA, a company
providing services in the mainland did
not have the six-month grace period.
As a result, foreign investors who previ-
ously provided services to their Chinese
subsidiaries without a Hong kong of-
fice are now considering opening an
office for this purpose. The DTA, how-
ever. does not exempt service fees from
the PRC's business tax.

CLARIFYING
TAX TREATMENT

In addition to preventing double tax-
ation, the DTA could help certain repre-
sentative offices argue for s exemp-
tion in the mainland. Under PRC tax
law, a representative office can be ex-
empt from income tax if. among other
things, its head office is a manufacturer,
principal supplier, or an export agent
for enterprises in China. The DTA has
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no such limitation. The other require-
ments for such an exemption remain,
however: the office must perform liai-
son services only, must provide services
only to the immediate head office, and
must not negotiate or sign sales con-
tracts. Despite the slight opening for
representative offices created by the
DTA. it is never an casy task convincing
the local tax authorities that a represen-
tative office should be exempt from tax.

Also related o the tax treatment of

representative offices is the DTA's dis-
cussion of business agents. In practice,
the personnel of some representative
offices regularly negotiate contracts.
Under the DTA, an agent of indepen-
dent status who has, and habitually
exercises, the authority 1o conclude
contracts in the name of a foreign en-
terprise constitutes a permanent estab-
lishment of that enterprise in the
mainland. Significantlyv. the DIPN
states that this is the case even if the
agent is not the final signatory to the
contract. Thus, if the agent participates
in the negotiation of the contract
terms or decisionmaking, then he or
she could constitute a permanent es-
tablishment of the foreign enterprise.
This interpretation is not unlike the
OECD Model Convention commen-
tary, which states that a person autho-
rized to negotiate all elements and de-
tails of a contract in a way binding on
the enterprise can be said 1o constitute
a permanent establishment. This is
true even if the contract is signed by
another person in the state in which
the enterprise is situated. Thus, if the
mainland tax authorities determine
that a representative office constitutes
a permanent establishment, based on
activities of its personnel, then the
company would be liable for the 33
percent enterprise income tax.

The DIPN also addresses the tax
treatment of processing arrangements
between foreign investors and PRC fac-
tories. Under a processing agreement,
the foreign investor provides raw mate-
rials, manufacturing equipment. and su-
pervision to the Chinese factory that
manufactures the goods. All manufac-
tured products are then exported 1o the
foreign firm. In practice, however, the
arrangement often has other characteris-
tics that have an impact on the foreign
investor’s tax liability. For example, the
foreign investor may own the factory
premises. Under this circumstance, the
foreign investor could be considered 1o
have a permanent establishment in the
mainland and thus subject 10 mainland
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taxation on all, or part of. the profits
generated from the onward sale of the
manufactured products. In fact, the
DIPN states that Chinese authorities are
awdre of this activity but do not expect
to begin taxing these foreign firms as
permanent establishments in the near
future. Nonetheless, the foreign expatri-
ates associated with the factory will re-
main liable for personal taxes in the
mainland

Expatriate emplovees of representa-
tive offices in China will find litde relief
in the DTA. The DIPN confirms that the
income of expatriates emploved in rep-
resentative offices is taxable. Foreign
cnterprises with permanent establish-
ments (including taxable representative
offices) in the mainland are usually
taxed on a deemed-income basis, so
payroll expenses need not be claimed
on a company’s ax return. China's do-
mestic tax rules deem such salaries to
have been borne by the permanent es-
tablishment. This treatment prevents an
expatriate employee from claiming an
income @ax exemption under the DTA,
even if the employee stays in China for
fewer than 183 days.

Hong Kong residents emploved by
companies that do not have a perma-
nent establishment in the mainland,
however, will be somewhat heartened
by the DTA's extension of the period of
time they may reside in the mainland
tax-free from 90 days to 183 days,

Aviation. shipping. and land transport
operations carried out in the mainland
receive further tax relief. These enter-
prises will be subject to tax in their
home jurisdiction, and their turnover
will be exempt from mainland business
tax, though all other entities remain
subject to PRC business tax. Crews of
such operations will be subject 1o taxes
in the location where the operator is
based.
FOREIGN TAX RELIEF

When double taxation occurs, the
DTA requires one jurisdiction to grant a
tax credit. For firms secking credit in
Hong Kong. the DTA unlocks section
50 of the 1RO, which contains guide-
lines for double tax relief in Hong
Kong. Like other double taxation
treaties, the maximum credit in the SAR
is hmited 1o the amount of local tax that
would have been charged in the ab-
sence of a credit. Section 30 also per-
mits an income tax deduction for for-
eign taxes paid in excess of the credit
limit. But because the combination of
the foreign tax credit and the deduction



for excess foreign taxes can lead to a
circular calculation, the 1RD has pro-
posced complex calculations that in
some cases lead o no tax reliet for the
excess foreign taxes

Nevertheless, 4 Hong Kong resident
who considers the SAR tax credit to be
incorrect because of a reassessment ol
the amount of tax payable to either side
can make a claim within two vears
from the time the assessment, adjust-
ment, or determination is made. Fur-
ther, any tax paid in the mainland that
is not allowed as a credit cannot be car-
ried forward to subsequent years, ac-
cording to the IRD and DIPN

WORKING THROUGH
DIFFERENCES

The DTA provides that the SAR and
mainland tax authorities will consult to
resolve difficulties or doubts in inter-
preting or applying the DTAL They muy
also consult over the elimination ol
double taxation arising from issues not
covered by the DTA. Already, the two
jurisdictions have agreed that a tax
payer should first file a claim with the
tax authority allegedly not conforming
(o the DTA. Where a Hong Kong resi
dent has made a claim to the mainland
but the claim has not been settled “ex-
peditiously,” the taxpayer can torward
details to the IRD commissioner and,
where appropriate, the commissioner
will consult with mainland authorities
to settle the matter. However, a deci-
sion reached after such consultation s
not subject 1o further appeal. Further,
the DTA does not authorize the two
governments to exchange information
on a taxpaver's atfairs

Overall, the DTA, ogether with the
DIPN and circular, are important steps
forward in facilitating business transac-
tions across the border and in eliminat-
ing double taxauon for Hong Kong res-
ident companics and individuals
deriving income from mainland China
and vice versa. The reliel provisions
also mean that mainland tax authorities,
particularly those in the southern
provinces, stand to lose ax revenues
and are likelv to be more vigilant in
identifying instances ol tax evasion.
Further negotiatons |l'li,'\.|T\|||]_L: the treat-
ment of passive income would be well
received by Hong Kong residents. That
China has pressed ahead with the DTA,
Lig‘\')ii{' the fact that it stands 1o lose
more tax revenue than Hong Kong, is
strong L'\I\Il'”\ ¢ of s \Ilialnil'l for the

continued prosperity of Hong Kong as

cit
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Outhtting Chinese
Households

Combining a
PRC brand
name dnd
innouvdtive
prodiucts,
Rongshidca
MAYTAG )is
high hopes for
China

Darlene M. Liao
I assistant editor of
I'he CBR

Davlene M. Liao

n the shadow of China's current economic slowdown, many con-

sumer products manufacturers have braced themselves for reduced

sales growth. Makers of clectronic appliances. in particular, have

been hit hard by price wars in the last year, as the slackening

cconomy exposed problems of overcapacity generated by rapid growth

in a number of consumer-products sectors (see The CBR, September-Oc-

tober 1998, p.40). By 1996, nearly 9 out of 10 urban houscholds owned

washing machines, and two-thirds of these houscholds now also have

refrigerators, according to the Economic Intelligence Unit (EIU). Based

on figures reported by the State Light Industry Bureau, production in

China of washing machines will drop 6 percent in 1998 to 11.1 million

units and that of refrigerators will fall 5 percent to 9.2 million units.

such downbeat projections make any re
cent success stories in the sector all the
morce remarkable. Towa-based Mayiag
Corp. entered the market two years ago,
investing in a high-profile Chinese brand
based in Hefei Province. The joint venture
now leads the industry in washing ma
chine sales—and is expanding into refrig
crators. Maytag officials consider the com-
pany to be well-positioned to adapt 10
China’s urban appliance market. which is
shifting from first-time purchases to re
]!l.int_‘llu_‘lll\ and is focusing greater atten

tion on marketing and quality

SIZING UP THE COMPETITION

The industry has entered a phase of
both consolidation and intense competi-
tion. According to Zhong Shunhe, director
of research and development of China
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Houschold Electric Appliance Research In-
stitute, the industry, which had 40-50 large
players a few years ago, will soon be dom-
inated by only 4-5 companies, and growth
will moderate over the next few years,

Despite the presence of strong domestic
players, foreign appliance makers have
been keen 1o get a picce of the action
[apancse companies began marketing
houschold appliances in China in the mid-
1980s, and in the 1990s. other foreign
multinationals followed suit. Foreign com-
panies now active in the PRC market in-
clude Germany's Bosch-Siemens, South
Korca's Samsung Group and Lucky Gold-
star Group, and US firms Mavtag Corp. and
Whirlpool Corp

Nonetheless, domestic brands have de-
fended their stronghold in the washing ma-

chine and refrigerator markets, Foreign



brands held only 5.5 percent of the re-
frigerator market and 17.0 percent of the
washing machine market in 1997, ac-

I
I

cording to a survey conducted by the
State statistical Bureau and the China
Statistical Society, Though the survey
predicts the foreign share of this market
will increase in 1998, Appliance maga-
zine, in its overview of the PRC indus-
try, maintains that domestic companies,
including Hai'er, Kelon Rongsheng. Lit-
tle Swan, Meiling, and Xinfei, are un-
likely o cede much market share. The
reliance on local components makes
domestic appliances at least 20 percent
less expensive than joint-venture ma-
chines. And many domestic companies
are increasingly focusing on product de-
velopment and adapting to consumer
needs, which in some cases have been
unusual. For example, when Harer dis-
covered consumers in Sichuan Province
were using washing machines to clean
not only clothes but also sweet pota-
toes, the company reportedly adjusted
the filters in its machines to accommo-
date high levels of silt and mud.
MAYTAG MAKES A PLAY

After sending an exploratory team to
China in December 1995, Maytag,
which long ago became a houschold
name in the United states, decided that
direct investment was the best way 1o
compete in China. While other multina-
tionals were forming joint ventures
with multiple partners, Maytag sought
to establish a solid relationship with
only one partner, but one that was al-
ready a leading player in the washing
machine market, with a strong brand, a
national sales and distribution infra-
structure, a history of profitability and
growth, and an experienced manage-
ment team. Maytag found such a part-
ner in Hefei Rongshida Group Corp.
(RS of Hetei, Anhui Provinee, a com-
pany that tripled sales in four vears to
become the top washing machine com-
pany in China. In February 1996, May-
tag began negotiating with Hefei RSD,
and by September, the two firms had
formed Rongshida Maytag to produce
wiashing machines and refrigerators in
the Hefei High and New Technology
Industry Development Zone. Maytag
invested $70 million for a 49.5 percent
share in the joint venture. RSD also
holds 49.5 percent, while AERA Lid., a
Hong Kong company, holds the re-
maining 1 percent share

Rongshida Mavtag consists of six
manufacturing joint ventures (all of
which are named Hefei Rongshida): a

washing machine company. three wash-
ing machine components companies, a
mold company, and a refrigerator com-
pany. All except the refrigerator com-
pany existed prior o Maytag's invest-
ment. RSD's five pre-existing businesses
recorded over S100 million in sales in
1995, and RSD Maytag has been prof-
itable from its first quarter of operation.

While other multinationals have
sought to use their foreign brand
name to establish themselves in China,
Maytag has taken a different ap-
proach. Products manufactured by
Rongshida Mavtag are marketed under
the Rongshida brand name, which is
known in China than the
Mavtag moniker. The venture's wash-

far better

ing machines continue 1o be designed
by the Chinese partner, though Maytag
plans to incorporate some of its own
features into future models.

Another crucial component ol May-
tag's China operations. which employs
+.000 full-time and 3,000 part-time
workers, has been its management
system. Chen Rongzhen, widely recog-
nized as one of China's top entrepre-
neurs, is chairman and CEO of the
joint venture, and Maytag has posted
three Chinese-speaking expatriates, in-
cluding a chief financial officer, in
Hefeio All major decisions on capital,
marketing, new products, and facilities
require approval from the five-mem-
ber executive committee, co-chaired
by Chen and Vie Lawrence, Maytag In-
ternational’s vice president of Offshore
Ventures. Maytag holds three of the
five votes on the executive committee,
which meets in China two
months to review operations in depth.
Hefei Rongshida reports to Maytag In-

every

ternational.

As in many joint ventures, cultural
differences within Hefeir Rongshida
pose a constant challenge. Language
barriers and the Chinese preference
for consensus lengthens the decision-
making process (see The CBR, May-

June 1998, p.54). To minimize ditfer-

ences, the joint venture uses the
services of a cross-cultural expert on
occasion and conducts personnel ex-
changes between Maytag's Hefei and
LIS plants.
FIRST PRIORITY:
CLEAN CLOTHES

Hefei Rongshida has developed a
solid position in China’s washing ma-
chine market. For three consecutive
years, the venture has achieved the
highest sales volume among washing

Products manufactured
by Rongshida Meaytag

are marketed under

the Rongshida brand
name, which is far better
known in China than the

Maytag moniker.

machine makers in China. During the
first half of 1998, sales reached $80
million, a 30 percent increase over
1997, Twin-tub washing machines,
which consist of one tub for washing
and another for spin-drying and were
popular in Western countries 25-30
years ago, account for 70 percent of
China’s washing machine market.
While Hefei Rongshida is the leader in
the twin-tub market, it is also expand-
ing its line of automatic machines.

The company’s laundry appliances
are sold both in China and overseas,
Domestically, the joint venture has a
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Rongshida Maytag now
is looking to repect the
success it has achieved
with washing machines
in Chinas refrigerator

nmerket.

distribution network of 30 branch of
fices. Based in Heteio which s roughly
280 miles east of Shanghai, the ven
ture is well-situated to serve major
markets on the coast as well as inland.
Like many other ventures in China
struggling with distributing their prod
ucts, Rongshida Maytag faces logistical
problems, most of which are due to
the country’s underdeveloped trans
port infrastructure, particularly roads
(see The CBR. March-April 1998, p.8).
Though product penctration in rural
arcas s low, these areas offer much
arowth potential, as only 1 in 6 house

Rongshida Maytag's exports are man-
aged by Mavtag International’s global
distribution network. Export sales from
China tripled in 1997, reaching nearly
S7 million, or roughly 5 percent of
Rongshida Maviag's total sales, The
joint venture's products, sold in Mex-
ico, South Africa, and countries in the
Caribbean, Middle East. and elsewhere,
compete in the international market
with many Chinese brands that have
registered their trademarks and are
now manufacturing products for ex-
port.

THE NEXT
APPLIANCE GIANT

Rongshida Muavtag now is looking
to repeat the success it has achieved
with washing machines in China's re-
frigerator market, which holds consid-
crable growth potental. In rural areas,
only 1 in 20 houscholds owns a re-

frigerator, according to EIL. A project

team composed of American, Aus-
tralian, and Chinese engineers worked
together in Maviag's Galesburg, 11h-

nois plant to design refrigerators for
the PRC market. Rongshida Maytag re-
cently completed construction ol a

desire 1o preserve meat and other per-
ishables for relatively long periods of
time. Maviag is contident that these
products will sell well in China's com-
petitive refrigerator market.
Consumers’ increasing demand for
higher-quality goods and better after-
sales service should facilitate Maytag's
goal of becoming a long-term plaver in
China. As foreign-invested manufactur-
ers increase their use ob local inputs
and local producers are forced to
spend more on technology and mar-
keting 1o retain their strong positions,
the gap between prices for foreign-in-
vested and domestic products will nar-
row. At a recent exhibition of house-
hold appliances in Benjing, Mayvtag was
only onc of two foreign companies
with a substantial presence in China to
exhibit its products, Besides Mavtag,

Japan's Matsushita Electrie Works Lid.,

with its National brand. is the only
other foreign leader in the PRC wash-
ing machine market. Other foreign
plavers in this and the refrigerator mar-
ket have sustained major losses, and
some are cutting back operations
Ihough Rongshida Mavtag only ac-

counts for 4 percent of Maviag's over-

Rongshida Maytag s pleort in Hefei, Anbun Province. produces washing machines for both domestic and overseas menrkets

Photo conrtesy of Maytag iternational

holds owns a washing machine or

color welevision. Meanwhile, urban ar
cas have become primarily replace-
ment markets, with residents shifting
from twin-tub to fully automatic ma
chines. The steady migration of work-
ers Lo cities, however, should increase
the number ol

over tme.

first-time customers

plint in Hefei that went into opera-
tion this summer. The company is
aiming for an eventual capacity ol
over 1 million units.

Ihe firm's refrigerators have been
i|t'\|g|k'\| 10 meet the needs of Chinese
consumers. For example, freezer space
is larger in proportion to the overall re-
frigerator 1o accommodate consumers
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all revenue, the venture is consistent
with Maviag's objective ol making tar-
geted international investuments a prof-
itable source of growth. Mavtag's deci-
sion to adopt a Chinese brand name is
clearly paving off. Given its success so
far, Mavtag's strategy proves that there

are advantages to keeping a low pro-
s

file in certain foreign markets. 7
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Interview

An Advocate

for Enhancing
US Exports to China

he Export-Import Bank of the United States (Ex-Im Bank),

an independent US government agency, has financed

more than $300 billion in US exports since its creation in

1934. China is now Ex-Im Bank’s largest single market,

with $5.8 billion in exposure; in 1998, the bank supported exports

worth $1.3 billion. The bank offers short-, medium-, and long-term

programs of support, including export credit insurance for short-term

exports of raw materials and other products; loan guarantees and di-

rect loans for exports of capital goods; and limited-recourse project fi-
nancing.

Despite substantial participation in the China market, however, Ex-
'm Bank has fallen behind its counterparts in other countries. Project
financing has lagged in China because of the bank’s requirements
for certain risk guarantees. And Ex-Im Bank, like the World
Bank, declined to support US exports to China for the massive
Three Gorges dam project, largely because of concerns over

the environmental effects of the dam.

James A. Harmon was confirmed as chairman and president of the
Ex-Im Bank in June 1997, Prior to assuming the chairmanship, Harmon
was senior chairman of the investment bank Schroder Wertheim & Co
He was an investment banker in New York for 38 years, more than
20 of those vears with Wertheim & Co., where he oversaw the merger
between Wertheim and Schroders PLC
Harmon traveled to China in July 1998 to meet with PRC officials
to stress the bank’s renewed commitment to the China market. In
October, the bank announced that it would support US sales to
the PRC private sector. Harmon spoke with CBR Associate Editor
Catherine Gelb recently about his trip and the bank's plans to
expand support for Us exports to China



€BR: \Vhat was the reason for vour trip
to China?

HARMON: “\ ¢ ¢ |‘!("1\L‘(‘ 10 be de nng
work in China, we just haven't done
enough of it, which is why I went there
I think China looks like a very attractive
place to do business. As many
businesses worry about other countries
in Asia, I think China now looks even
more attractive. China is an extra-
ordinary opportunity but also an
extraordinary challenge for American
business—and for the Ex-Im Bank. How
we position ourselves 1o do more
business, to help more exporters, and to
help the Chinese to do business with US
CXPOrLers, 1S very imp‘ yrtant to me and
to the Ex-Im Bank because it is such a
large and important market. As 1
{'\P!l"‘\t‘il [O €V L‘l\hl JLI\ \.mdull_\'
[during the trip), we haven't always
worked in the most effective way in
recent vears for reasons both beyond
our control and within our control. We
had to overcome some of the bumps of
recent years (o make sure this was a
successful trip, and 1 am pleased about
what we were able to achieve.

CBR: Would you agree that your timing
was clso gooed in terms of China's recent
external economic conditions—their
export growth is stowing. their imports
have fallen off. and their foreign direct
investment is holding steady if not
Sfalling after years of growth?

HARMON: | think that none of that is a
big surprise in the face of what is a ven

serious cconomic decline in Asia after
many years of significant growth. It
would be unrealistic to expect that even
China with its controlled transition and
all of its reforms could have escaped
without some impact, because of the
declines in currencies [in Asial. So the
fact that their imports and their exports
as well as their whole dey L‘lnpllk'!l[
have been affected is not a surprise

We felt that the amount of business
we were doing in supporting exports 1o
China wasn't nearly what it should have
been in recent vears. All we have to do
1s 1O point o some countries in Europe.
France has almost twice the amount of
business that we have, Some of that's
because they were willing to finance
some things on the nuclear side that we
were not willing to finance in the 1980s,
some of it relates 1o certain
concessionary financing that the French
offered, and some of it relates to very
good marketing and the fact that they
have put much more effort into China
than we have. There have also been
times when it was not so casy for the
Ex-Im Bank to market iself there, But it
was clear from the moment 1 arrived at
the Ex-Im Bank that we had to have a
very serious dialogue with the Chinese
government and with the banks there,
and come to some understanding about
how we might work there in the future.

When we went we were able to have
serious conversations, and the goal was
very simply, finding out how we could
compete more effectively against other
countries in terms of supporting
Chinese pure hases of US go ds and

services, China s the single largest
buyer of American goods and services
that Ex-Im Bank supports. We have our
largest amount of loans and guarantees
outstanding—it's about $5.5 billion—
with China, but that figure should be
much larger. There is a lot of
infrastructure work that China will do in
the next five years, and we just wanted
to be sure that American exporters had
full opportunity 1o compete against all

the other countries in Europe, and

Japan, We cannot expect that one trip is

going to make the difference—welll
have to follow it up with a lot of
permanent long-term relationship work.

CBR: Could you review Ex-lm's programs
in China—ruwhich ones you think are
particularly important to China?

HARMON: China has utilized Ex-Im
mostly for long-term financing for the
purchase of capital goods such as
aircraft and power project equipment,
and as a result of this trip we will do
more in hospital equipment and
environmentally beneficial equipment.
But China has never actively utilized
our short-term programs as have some
countries, such as Korea, which needed
financing to buy raw materials and
spare parts. China has created its own
market in replacement parts and has
raw materials itself. This fiscal year |
think we'll have more than a billion
dollars in loans and guarantees, or
financing for Chinese purchases of
American goods, We signed a
memorandum of understanding with the
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Bank of China to provide a facility to
buy American medical equipment—
some of it is quite sophisticated
diagnostic equipment—for the hospitals
in China. We'll provide the funding, and
they will purchase the goods here.
We've discussed with them a program
for buying environmentally beneficial
equipment. This is a very sensitive
subject because the Chinese, like all
other parts of Asia, have been focusing
on how they can create as much
cmployment as possible, and
environmental issues may not have
been the highest order of importance,
But China would benefit from
purchasing environmentally beneficial
equipment sold by US exporters.

€BR: \Vhat is the bank's involvenment in
project finance?

HARMON: Tliis is 4 very important
area, We've financed 20 projects in the
last four years but we have yet to do a
project in China. And we were
hopeful that we were going to break
the ice a bitin our conversations. The
Chinese were not pleased that
we.asked Tor a lot of information on
the Three Gorges project, a very
difficult and sensitive project, two
vears ago.. I think we will be more
Hexible in how we deal with some of
the more difficult issues. We'll still be
concerned about environmental
issues, but we will try to be more
imaginative about some of the risks
that concern us. There have been
some transactions done that we would
have done, and there will be more
that we will want to do....

We hope to be more “user-friendly"—
respond quicker, explain what we need,
and try o be Hexible in the risk arca.
IUs a subject we talked about over and
over in China. We are discussing with
them right now several projects in
particular that we're cautiously hopeful
will be agreed upon.

CBR: Could you comment on the tied-
aid financing issue, which is always an
important one for US companies dealing
with China

HARMON: | (hink the policy we've had
of only matching other countries’ offers
for concessionary financing or tied aid
has not worked in China, and we've
done a very small part of the total
financing that's been done there. 1 think
it's time for us to rethink this question.
We now understand their position

better, and we're trying to come up with
a way that we might be able to bridge
some of differences that we have in this
area, so we can do more for US
business in China. [But] this is a subject
which is not just Ex-Im Bank. this is a
policy issue of the US government. so it
requires more opinion from other
depanments.

CBR: 15 fcir as your proposal regarding
the greater cooperation in
cnvironmental equipanent, is that related
iy way to Vice President Gore's
energy anrd environment credit facility?

HARMON: \Vhicn President Clinton was
there he discussed a $50 million facility
for environmentally beneficial products.
But none of the details had been
focused on, and.. we have suggested a
way for it 10 be done. Somewhat
unrelated to this is another proposal
that we made that would allow the
Chinese to buy more environmentally
beneficial equipment from us. We have
not resolved the details here on the TS
government side just yet. but hopefully
we will, and then we can say we did
two things: we made the existing $50
million facility operative, and we came
up with another approach that could
increase the amount available.

C€BR: What do you foresee in 1999 for
the Ex-Im Bank in China?

HARMON: [ lic coming vear is
worrisome for all of us, because 1 think
the financial crisis in Asia is not going
to go away. Purchases from Asia and
other parts of the developing world of
American goods will be influenced by
the slowdown in the [Asian] economies.
That means a slowdown in their project
finance—ceverything will slow
proportionally during difficult financial
times. [ think that in the long term
they'll pull through it, but the next two
yedars dare going to be very tough. China,
which will continue to do better than
the rest of Asia, will stll look for
opportunities to buy American goods
and services, and we will finance them
So we will continue to do business.
mavbe even more business than we did
this year...we just have to make sure
we can make the funding available so
that China can buy more goods and

SCIVICes.

€BR: i of conrse theve will continue
1o e a lot of goods coming to the United
Stettes from China?
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HARMON: Yoo, they will iy o sell us
as much as they can. But one of the
interesting things is that France has
almost a slight surplus with China.
Mavbe this yvear it will be different, but
that was the case in prior years. And
yvet France has more than 89 billion of
loans and guarantees outstanding for
China to purchase French equipment.
We have a little bit more than 85
hillion, and we run this extraordinarily
large bilateral trade deficir

CBR: ¢ (there any recent deals that you
think could become models for future
activities?

HARMON: | (hink of what we're trving
to do in, for instance, the hospital
equipment area, where we have
formed a relationship with the Bank of
China, where we will guarantee to the
American exporter of hospital
equipment that they will get paid. We
will look to the Bank of China for its
counter-support, so to speak. There
are some smaller manufacturers and
businesses in the United States that
would not normally know how to do
that in a way that they felt comfortable
that they would get paid. If we can
facilitate that, and they could buy
more hospital equipment from the
producers in the United States, this
would be helpful to us in that sector
and also in several other sectors. The
environmental sector is another area
in which we are trying to propose
innovative approaches. Overall, the
only way to do more business in
China is to service it more. We'll have
to put someone in Beijing...and make
sure they're coming here, We have to
respond quickly when asked for
assistance in terms of financing.

CBR: /)0 you heave thal kind of
interactive relationship with other
countries?

HARMON: Yos. | think we're obviously
doing a great deal in Korea now to
help them wirn around, and in
Thailand. and clearly in many of the
countries in the Newly Independent
States, and dare I say Russia. We have
relationships there 1o help support
American exports. Certainly, we have
that in Latin America. We're behind in
Africa but we're trying to catch up. We
were a litle behind in China before
this trip, and it will take us a licde
while to get back. But [ think it was a
good start.
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Whether
exporting or
investing,
Joreign
agrochemical
Jirms have
what the
Chinese wdant

Gary Lin is a commercial
assistant with the US and
Foreign Commercial
Service tn Beijing
Christopher Adams is a
commercial attache

Fertile

Ground

Gary Lite and Christopher Adams

hina must feed 22 percent of the world’s population with just 7

percent of the earth’s arable land. Since 1993, agricultural out-

put in China has increased roughly 4 percent per year. Fertiliz-

ers and pesticides have played key roles in the effort to boost

agricultural productivity. In 1997, China produced 28.5 million tons of

fertilizer and 410,000 tons of pesticides, ranking second in the world in

agrochemical output. Such high production enables domestically pro-

duced fertilizer to meet 80 percent of market demand, with the remain-

der supplied by imports. Agrochemicals have ranked among the top

four US exports to China in recent years.

The PRC agrochemicals industry remains
largely State-controlled, and US exporters
face complex licensing restrictions, import
quotas, and distribution monopolies, In
addition to these barriers, other countries
aggressive pricing policies and sales pro-
motions  often undercut US firms
Nonetheless, US industry considers China
an important growth market. Though
China’s population growth will spur fur-
ther increases in grain imports, the country
will continue to import large quantities of
fertilizer and pesticides, primarily for rea-
sons of food security
THE STATE OF FARMING

China’s agricultural sector has vet to be
transformed into a fully modern sector
based on large-scale, mechanized farming
China has about 250 State-owned farms,
located mostly in Heilongjiang and Jilin
provinces and the Xinjiang Uygur Au-
tonomous Region. These farms, which
have only just begun to introduce mecha-
nized farming techniques, account for
around 20 percent of total cultivated land
in China and 30-40 percent of the country’s
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total agricultural production. Individual
farms, which are the backbone of the sec
tor, purchase fertilizer and pesticides from
suppliers on a much smaller scale than do
their State-owned counterparts

But small farms are demanding ever
greater quantities of these |)|'(ufl|il- They
are switching to high-yield crops, including
hvbrid rice and maize varieties, which re
quire substantial amounts of fertilizer. The
rapid expansion in the cultivation of fruit
trees, vegetables, animal feed, and forests,
along with animal husbandry, has also
The con-
sumption of fertilizer per unit field for fruit

herghtened fertilizer demand

trees, for example, is almost three times
that for crops. Over the last 10 years, an
nual growth in fertilizer use has risen from
I 1o 25 percent. Total pesticide use cur-
rently stands at 230,000-240.000 tons per
vear

Nonetheless, Chinese farmers sull use
only 7 Kilograms (kg) of fertilizer to vield
100 kg of crops, compared to Japan's 14
kg of applied fertilizer per 100 kg of out
put. Future demand growth depends on
expanding farmers” purchasing power as



well as their awareness of the benefits
of agrochemicals. The average Chi
nese farmer has only 0.4 hectares of
farmland. and local fenilizer prices are
high compared to market prices tor
agricultural goods. In 1995, nearly 22
percent of rural houscholds™ average
annual income went toward agricul-
wiral production. Many furmers simply
cannot afford to buy large quantities
of tertilizer. During the first halt of
1997, prices of crops and cotton fell
by 18 percent, triggering a 30 percent
drop in fertilizer and pesticide sales,
Farmers remain unable to purchase in-
puts on credit from local supplicrs, as
the Agricultural Bank of China has yet
1o implement credit services for them.
Like muny other industries in China,
meanwhile, the agrochemical sector
sullers from financial problems that in-
terfere with distribution of both do-
mestic products and imports, including
a lack of funds to purchase inputs and
triangular debt among enterprises
THE AGROCHEMICAL PLAN
Since 1994, annual output ot fertiliz-
ers and pesticides has increased at an
average rate of 8 percent. Government
policymakers have recognized the im-
portance of agrochemicals to China’s
agricultural sector. China’s Ninth Five-
Year Plan (Ninth FYP. 1996-2000) ¢s-

tablished the development ol agro
chemicals as one of the wop three pri-
orities in the chemical sector. The plan
calls for a reduction in fertilizer im
ports by boosting domestic production
to meet 90 percent of total demand
\LL‘llI'L|]|1}_’_ to Ministry ot ,\;4:'1H1I||1|'L>
(MOA) plans, fertilizer production ca
pacity is targeted to reach 31 million
tons by 2000.

At the top of the government's pri
ority list for increasing fertilizer pro-
investment in fertilizer
mines, as well as urea and phosphate

duction is
compound plants. China has already
imported more than 20 nitrogenous
fertilizer production units and over 10
large-scale phosphorous fertilizer pro
duction units. The plan also daims 1o
boost grain production to 490-500 bil
lion kg, to raise vields 10 percent
through the application of fertilizers:
and to preserve 25 million tons ol
arain and 0.4 million tons of coton
annually through pesticide use

On the pesticide front, Beijing plans
to attain self-sutficiency in certain raw
pesticides and intermediates that it
currently imports, and aims tor overall
domestic output to satisty demand.
According to the Ninth FYP, more than
220 pesticide varieties, processed us-
ing over 700 formulas. should be

available by 2000,

TasLe 1
CHINA'S F

RTILIZER MARKET (BILLION $)

AVERAGE ANNUAI

1997 1998°  1999* GROWTH RATE 1998-2000"
Total consumption 9.2 P 105 700
Local production 0 7.0 75 K.0%
Total imports 5.0 5.0 3 2:5%
Imports from the United Staes 11 1.1 1.2 2.5%

SOURCES: ¢hina Chentical Indiestry Yearbook (1998), China's Customs Steatistics, China's
Chemical bidustry Daily News, China Natonal Chenical Information Center, and the former

Ministry of Chemcal Industny
Estimuted

TABLE 2
CHINA'S PESTICIDE MARKET (BILLION §)

AVERAGE ANNUAI
1997 1998° 1999 GROWTH RATE 1998-2000°
Total consumption 16 1.7 1.9 s
Local production 1.7 1.8 1.9 i
Total imports 016 0,20 0.24 200
Imports from the United States .04 0.05 0.06 20

SOURCES: Chinc ¢hemical Didistry Yearbook C19UR)Y, Chine's Customs Statistics, Chinet s
Chemical idustry Dedly News, China National Chemical Informaton Center, and the former

Ministry of Chenncal Industry
Estinted
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China's Ninth
Five-Year Plan calls
Jora reduction in
fertilizer imports by
hoosting domestic
production to meet 90

percent of total demand.

Beijing also s pushing the develop-
ment of high-ctficiency, safe. cconomi-
cal, and casy-to-use products, as the
overuse of low-quality fertilizers has
harmed the environment. The use of
nitrogen, in particular, has led to conta-
mination of close 1o 30 percent of the
water in Beijing. according to the Chi-
nese Academy ol Agricultural Sciences.
In 1997, the PRC government estinated
that pesticides and other agrochemicals
150,000

poisoned some Chinesc.
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As a developing country with a grow-
ing demand for agricultural and indus-
trial chemicals, China faces the gargan-
tuan task of implementing national laws
on chemical management in significantly
less time than the 30 years taken by the
United States, Europe, and Japan. In a
few short years, China has not only
made steady progress in formulating en-
vironmental policies for the chemicals
trade, but has also begun 1o overcome a
lack of comprehensive government con-
trol by making the State Environmental
Protection Administration (SEPA) the
principal oversight body.

China's newest chemical environmen-
tal controls date from April 1994, when
an article appeared in an official newspa-
per stating that, as of May 1, all imported
and exported chemicals would have to
obtain environmental clearance. Mem-
bers of the international chemical indus-
try immediately protested that China's
new regulatory mechanisms were vague
and inconsistent with international prac-
tice. So began discussions with foreign
chemical manufacturers over China’s
chemical controls that continue today.

THE IMPORT
CLEARANCE PROCESS

SEPA works with the State Adminis-
tration of Petroleum and Chemical In-
dustries, the Ministry of Foreign Trade
and Economic Cooperation, the State
Economic and Trade Commission, the
PRC General Administration of Customs,
and other government bodies in regulat-
ing the chemicals trade. The Regulations
for Environmental Management on the
First Import of Chemicals and the Im-
port and Export of Toxic Chemicals,
promulgated in 1994, address China's
concern for its environment and the
unauthorized transfer of toxic chemi-
cals. These regulations require registra-
tion of all first-time imports of a chemi-
cal product and of all imports and
exports of toxic chemicals. “First im-
port” refers to the first time each firm or
its agent imports a particular chemical
product into China. One firm's registra-
tion and import of a given chemical
product in China does not exempt other
firms from registering the same product.
Though not specified in the regulations,
any product supplied by multiple sub-
sidiaries of a company must be regis-
tered by each subsidiary. Registration
may be easier for subsidiaries based in

COOPERATING ON CHEMICAL CONTROLS

the PRC, as local employees tend to
have a better understanding of the regu-
latory process.

The regulations impose higher fees on
foreign importers of chemicals than on
domestic importers. For toxic chemicals
such as acrylamide, foreign importers
must pay $10,000 per contract, while do-
mestic importers pay only ¥2,000 (5241).
Fees for non-toxic chemicals, meanwhile,
range from $200-$2,000 per product. Cer-
tain chemicals or products may be regis-
tered as a group for a fee of $2,000.

‘China accepts registration of groups of

products (referred to by SEPA as “serial
chemicals”) based on the main compo-
nents, but the definition of a series or
group of products remains vague and
open to discussion. New products may
not be added to a group already regis-
tered. Meanwhile, the stated limit for
chemicals used for research and devel-
opment is 50 kg per year, but larger
quantities may be approved. Chemical
fertilizers are subject to the SEPA registra-
tion requirements, while pesticide im-
ports are subject to the Ministry of Agri-
culture’s Regulations for Registration of
Pesticides.

To register a chemical, a company
must submit a registration form in Chi-
nese, which is available from SEPA's
Chemical Registration Center. A commit-
tee of experts in chemistry, toxicology,
and environmental science assesses each
application, and SEPA then issues the de-
cision. The last step is a review, con-
ducted by the National Chemical Review
Commission under the Chemical Regis-
tration Center, of how the chemical will
be managed in China. Obtaining an im-
port certificate may take as few as 14
days, or as many as 180 days if addi-
tional information is requested.

Once the importer receives approval
for the chemical and pays the fee, SEPA
issues a certificate granting import clear-
ance for five years. Import clearance is
granted with submission to PRC Cus-
toms of the original SEPA-stamped, lam-
inated, pink registration certificate. As
different shipments may arrive at differ-
ent ports around China, companies
have had to deal with the logistical
challenge of transfering documents from
port to port.

OPEN FOR DISCUSSION
Since 1994, Beijing has made adjust-
ments to the regulations, based largely on
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input from foreign governments and
global industry representatives. The US
Chemical Manufacturers Association
(CMA), the European Chemical Industry
Council, and the Hong Kong-based Asso-
ciation of International Chemical Manu-
facturers (AICM) have suggested, for ex-
ample, that the PRC create an inventory
of chemical substances already in com-
merce in China and control only new
substances, rather than products, entering
the country. Establishing an inventory
would be the first step in creating a “noti-
fication” scheme, used by many countries
in addition to or instead of product regis-
tration. Under such schemes, a company
must “notify” a country if it intends to
manufacture or import a substance for
the first time by providing safety, health,
and environmental information. Though
the battery of tests that a compound must
undergo during the notification process
can be costly, it is more practical than
product registration, which can prove
burdensome given that chemical prod-
ucts can be made of infinite combina-
tions of chemical substances.

Acknowledging industry concerns,
China has indicated a willingness to
adopt a notification scheme. In 1995, the
government began to establish an inven-
tory of chemicals already in commerce.
Officials are now expanding the draft in-
ventory published in 1996 by the Chemi-
cal Registration Center that includes
chemicals present in the PRC market
during 1996-97, as well as substances in-
troduced between 1992-95. To list sub-
stances confidentially on the inventory,
companies must substantiate commercial
damage, such as loss of competitive ad-
vantage, if the identity of the substance
is disclosed. Though the inventory holds
no legal standing at this time, and chemi-
cals are not required to be listed on the
draft inventory prior to import or manu-
facture, chemicals that appear on the in-
ventory now being compiled presumably
will not be subject to notification or re-
in the PRC when the new law is
passed. China likely will introduce a
scheme for new substance notification in
the year 2000.

Foreign firms were also concerned
about protecting confidentiality, since
the regulation, as originally written, re-
quired disclosure of substantial amounts
of business information, including prod-
uct composition, product samples, cus-
tomer identity, and projected import

view



quantities. CMA suggested that China
adopt the internationally accepted Mate-
rial Safety Data Sheet (MSDS) for prod-
uct registration, and allow registration of
groups of products. The acceptance of
the MSDS, along with precautionary la-
beling, would also aid PRC efforts to
improve “hazard communication”—
methods of communicating the hazards
of chemicals to users, including labels,
MSDS, and symbols for transport vehi-
cles. The PRC has agreed to accept
MSDS for product registration

In addition to considering the views of

the foreign chemical industry, the PRC
government has participated actively in
international efforts to control and main-
tain the safety of chemicals, The country
participates in international chemical
safety activities sponsored by United Na-
tions Environment Program, the World
Health Organization, and the Interna-
tional Labor Organization, as well as on
global harmonization of regulations on
classification, packaging, and labeling.
China is an observer at the Asia Pacific
Chemical Industry Coalition, an industry
sub-group of the Asia Pacific Economic
Cooperation forum, and has established
the National Coordination Group for
Chemical Safety. This group is to imple-
ment principles agreed to at the Interna-
tional Forum on Chemical Safety.

FUTURE LEGISLATION

An excellent example of China’s com-
mitment to adapting its standards to in-
ternational business is its work in devel-
oping hazard-communication standards.
In light of global industry concerns,
SEPA and the Ministry of Labor and So-
cial Security are redratiing the General
Rules to Drafting Safety Data Sheets for
Chemicals. The original rules set by the
Ministry of Labor did not follow interna-
tional standards, but the current draft is
comparable to 1SO-11014.

Among the other PRC chemical man-
agement regulations being developed is
the Toxic Chemical Control Law. This
law, now awaiting government ap-
proval, is expected to be enacted by
2000. The new law reportedly covers:
B Assessment protocols The law
will revise SEPA’'s chemical assessment
protocols. Chinese officials are study-
ing systems used in other countries to
decide whether to accept assessments
already performed in another country,
SEPA is contemplating the develop-

ment of a simplified examination simi-
lar to that of Korea, which would ac-
knowledge substances in use in other
but which are
China. These protocols will define the

countries, new 1o
type and amount of testing required
for new substance notification in the
future. The current protocols, pub-
lished only in Chinese, are based on
China's Good Laboratory Practices and
OECD protocols for physical, toxicity,
and environmental testing. Though it
is unclear whether SEPA will accept
studies performed according to OECD
test protocols in lieu of its own testing
methods, their data requirements re-
portedly will be similar to the Euro-
pean scheme. The new law also will
provide for the publication of chemi-
cal hazard assessment criteria for hu-
man and environmental toxicity and
risk assessment guidelines.

B General chemical controls SEPA
and the Ministry of Labor and Social Se-
curity, with input from AICM, have
drafted MSDS and labeling guidelines for
companies that manufacture or sell
chemical products. Companies likely will
be required to provide customers with
1SO-11014 within the next year. China
has translated several hundred chemical
safety cards from the World Health Orga-
nization into Chinese, which may serve
as guidelines for PRC companies devel-
oping MSDS for their product mixture.

GIVE

Though the chemical industry advo-
cated the establishment of an inventory
of existing chemicals to control new sub-
stances, many companies are beginning
to rethink their advice. Many can register
all of their products in China for less
than the cost of registering one new sub-
stance in Europe or Japan, where the
cost of testing required for notification of
a single substance may approach
$200,000. Nonetheless, a notification

AND TAKE

scheme would better suit companies’
necds. Companies could help China cre-
ate an accurate inventory of substances
in commerce in China, and a mechanism
for sharing information, based on exist-
ing international notification schemes.
Though the lengthy approval process
delays the introduction of new products
into China, most companies now find
that the process has become easier since
the 1994 regulation was issued. Aside
from the fact that registration still only

THE CHINA BUSINESS REVIEW

applies to imported products, the gov-
ernment’s requests for companies o pro-
vide an MSDS for chemical products is
not unreasonable. Conceptually, this is in
line with model legislation on the sound
management of chemicals proposed by
industry for developing countries.

The fact that foreign companies have
had any input at all into the develop-
ment of environmental legislation in
China is remarkable. The exchange of
ideas is likely to continue, particularly
as China attempts to bring its chemical
import system in line with international
standards in preparation for acceding to
the World Trade Organization.

—Karon E. Armstrong
Karon E. Armstrong is manager of

International Regulatory Affairs at 3M
Compeny

CONTACTS

Companies must register their
chemical products with SEPA'S
Chemical Registration Center:

SEPA Chemical
Registration Center
Beimvuan, Anwai
Beijing 100012 PRC
Tel: 8O10 6:498-7375
Fax: 8610 06498-7020

E-muil: crenepa@cre-nepa.net.on
|lll|1 WWAW. Cre-nepu.net.on

The CMA International Regulations
Task Group provides its members
with guidelines on product
registration and chemical inventory
nomination in China:

Chemical Manufacturers
Association

Fred MceEldowney

Director, International Affiairs
1300 Wilson Blvd.

Arlington, VA 22209

Tel: 703/ 741-59206

Fax:703 741-6097

F-mail:

FRED _NCELDOWNEY @ CNIAHQ.COM
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Imported, high-
concentration
nitrogenouts, phosphate,
and potassium fertilizers

are in great demancd.

Though the government encourages
farmers to use high-efficiency. low-
residue pesticides, most continue to
use lower-quality products simply be-
cause they are inexpensive.

The government, nonetheless, ap-
pears intent upon improving quality.
In an effort to upgrade the fertilizer
industry and safeguard the environ-
ment, in 1994 the National Environ-
mental Protection Agency (NEPA, re-
named the State Environmental
Protection Administration [SEPA] in
1998) implemented Regulations for
Environmental Management on the
First Import of Chemicals and the Im-
port and Export of Toxic Chemicals
(see p.42). New environmental protec-
tion standards for pesticide producers
are due out soon that may ban out-

right certain low-quality, high-toxicity
pesticides.

Presently, China's 1,500 fertilizer en-
terprises produce 22 million tons of
nitrogenous fertilizer, which is applied
to crops such as wheat and rice; and 6
million tons of phosphorous fertilizer
and 250,000 tons of potash fertilizer,
which are applied to corn and other
crops. Of the 1,500 plants, over 900
manufacture nitrogenous fertilizer, 500
produce phosphate fertilizers, and
only one manufactures potassium fer-
tilizer. Other plants produce com-
pound fertilizer and process mixed
fertilizer. The fertilizers that China pro-
duces tend to be of low concentration
and contain few compounds. Mean-
while, most of the pesticides produced
by country’s roughly 200 pesticide
manutacturers are highly toxic—only
70 percent meet product quality stan-
dards issued by the former Ministry of
Chemical Industry (MCI, now the State
Petrochemical Industry Bureau) and
the State Bureau of Technical Supervi-
sion.

FOREIGN
TAKE UP

PRODUCTS
THE SLACK

Despite strict controls over the
chemicals trade, in 1997 China im-
ported roughly $3 bhillion in fertilizer
and $165.7 million in pesticides (see

Tables 1 and 2). Imported, high-con-
centration nitrogenous, phosphate,
and potassium fertilizers are in great
demand. For the last 10 years, domes-
tic phosphate fertilizer has only met 60
percent of demand. Though domestic
phosphate is expected to supply
roughly 84 percent of the country’s
needs by 2000, the volume of imports
will continue 1o rise.

Currently, there is only one Chinese
plant producing potash fertilizer, in
Qinghai Province, which produces
roughly 200,000 tons per year. China
plans to increase the plant’s produc-
tion to 1 million tons by 2000, but this
output level would still only satisfy 5
percent of market demand.

Although domestic producers of
pesticides are able to meet demand in
most localities, domestic production of
high-cfficiency herbicides, and high-
efficiency. low-toxicity insecticides
and fungicides falls short. Some raw
pesticides and intermediates such as
aniline with o-dihydroxybenzene, fur-
phenol. and tripoly-nitrogen-chlorine
dialdyl must be imported. Of the total
pesticide imports recorded in 1997, in-
secticides totaled $34.3 million, while
herbicide imports totaled $101 million
and are expected to grow as cultiva-
tion expands. Herbicide use accounts
for only 12-16 percent of all applied

TABLE 3

SELECTED AGROCHEMICAL PROJECTS IN CHINA, 1996-98

FOREIGN PARTICIPANT(S) PROJECT DETAILS DATE
Bayer AG (Germany) Pesticide-production joint venture with Shanghai Zhongxi Pharmaceutical Co 508
Government of Israel Establishment of potash fertilizer plant with Ministry of Agriculture in Qinghai

Province; estimated annual production capacity of 800,000 tons 35/97
kemira Agro Oy, a subsidiary of Kemira Oy (Finland) — Sale of compound fertlizer 1o China; 1.5 million 190
Kemira Agro Joint venture with Zhuanhua Enterprises Group Co. to produce phosphoric

acid and NPK compound fertilizer in Guangdong Province 897
Phoschem. Cargill Corp., Hydro Farmland (US) Supply of phosphate fertilizer to SINOCHEM; $400 million (/98
Phosphate Chemicals Export Association (US) Arrangements for sale of 500,000 tons of US phosphate fertilizer 1o SINOCHEM,

$100 million 10/97
Rhone-Poulenc SA (France) Venture with Bening Chemical Industry Group to produce binding agents for

the fertilizer market; $30 million 6,97
Uhe Industries Lid. (Japan). Marubeni Corp. (Japan) Supply of equipment to extract hvdrogen gas from coal for fertilizer

production; $20 million 590
Unocal (US) Construction of China's first nitrogen fertilizer plant in Sichuan Province with

Ministry of Geology and Natural Resources, Sichuan Province Fertilizer Corp.;

Wan Industry Corp. (Japan)

Zenect Agrichemicals and Seeds,
a subsidiary of Zeneca Group PLE (UK)

SOURCE: The US-China Business Council

$300 million 6,97

Joint venture with Guangcai Group Development Co. Ltd. to develop and

distribute fertilizer (/98

Joint venture with langsu Agrochemical, Nantong Pesticide, and Nantong
Petrochemical to build herbicide plant in Nantong, Jiangsu Province: $85 million

tapproved) 596

NOTE: This list 1s not meant to be comprehensive. For the most part, the accuracy of this list has not been independently venfied by The CBR
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pesticides, much lower than the 33
percent average rate of developed
countries

China is the largest purchaser of fer-
tilizers on the international market, im-
porting high-nutrient and compound
fertilizers from
Ukraine, the United States, and other
countries in the Middle East and
northern Europe. Among the major
forcign fertilizer suppliers to China are
Cargill Corp.,
land. and Commodities Trading Corp.,
all of the United States, and Kemira
Agro Oy of Finland. Canadian Potas-

Canada, Russia,

Phoschem, Hydro Farm-

sium Corp., which could hold as much
as 05 percent of the imported potas-
sium market in a few years, is setting
up testing felds and organizing train-
ing programs and technical exchanges.

L's products currently hold a solid
position in China's imported fertilizer
market, accounting for $1.1 billion, or
37 percent, of imports in 1997,
Though China’s nitrogen fertilizer im-
ports have been falling since 1997,
imports from the United States have
remained strong. US-produced di-
ammonium phosphate, in particular, is

in demand—China imported more
than $966 million last year, accounting
for more than 906 percent of the coun-
try’s imports of the chemical and 86
percent of total US fertilizer exports to
China. Such high market share is
likely to continue, despite PRC plans
1o step up domestic production.
China’s pesticide imports come
mainly from the United States and

Japan, which have some ol the most

sophisticated pesticide research and
development centers, as well as the
['nited Kingdom. US products hold a
significant share of the overall agro-
chemical market in China, but market
share varies widely by product. China
imported $42.5 million in pesticides

from the United States last yvear, ac-

counting for more than a quarter of

total imports. US products made up
roughly 16 percent of total insecti-
cide, 17 percent of fungicide, and 40
percent of herbicide imports last year.
One Us firm began exporting pesti-
cides to China in 1994 and has since
registered an average annual growth
rate in sales of more than 100 per-

cent.

US products hold
a solid position in
China'’s imported
Jfertilizer market,
accounting for
$1.1 billion, or
37 percent, of

imports in 1997.

OPPORTUNITY

IN THE HEARTLAND
market's
prompted numerous foreign compa-

The carly  promise
nies to establish a presence in China
(see Table 3). KS(
Siape Co. of Tunisia, and China Na-
tional Co.

formed Sino-Arab Fertilizer Co. Lid. in

Pic Co. of Kuwait,

Chemical Construction

14
In Shanghai, you'll find it's a matter of

staying downtown or being in the middle
of the new international business centre.”

(There is, of course, a new world of difference.)

Be in the heart of the strategic business location of Honggiao.
Adjacent to Shanghai's Exhibition and Trade Centre.

With the gleaming new Shanghai Mart, right next door.
Placed precisely between the airport and the Bund.

It's access. And convenience, Each time you return to relax

amongst friends at the Yangtze New World Horel.

Welcome home.
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YANGTZE NEW WORLD HOTEL: 2099 Yan An Xi Road, Shanghai 200336, China. Tel: (86-21) 6275 0000 Fax: (86-21) 6275 0750

Cable: 0075 E-mail: yangtze@prodigychina.com Reservations - New World Hotels International: Hong Kong Tel (852) 2731 3488,

Fax (852) 2192 6070, Worldwide Reservations: USA 1 800 228 9898, Utell International
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How to Get Your Products

from Here to There

DISTRIBUTION OF
GOODS IN CHINA:
Regulatory Framework and
Business Options, June 1998

Distribution is one of the most
difficult aspects of working in the
PRC. Based on hundreds of hours of
on-the-ground research and company
interviews, this report spells out the
regulatory environment and offers
insights into how companies are
successfully managing this critical
aspect of their businesses.

Other US-China Business
Council reports include:

From Chain Stores to Direct
Sales, November 1997

China and the WTO: A
Reference Guide,
November 1996

COMING IN NOVEMBER:

AN UPDATE ON PRC SOCIAL
INSURANCE REFORMS

This report examines

B new government-run pension
and health insurance schemes

B the creation of employee
housing funds

B the effects of these reforms on
foreign companies with
operations in China

Order these publications
($25 for US-China Business Council
members, $75 for non-members)
by mail:

MAKE CHECK PAYABLE TO
The US-China Business Council
1818 N Street, NW Ste. 200
Washington, DC 20036, USA

OR ORDER ONLINE AT
http://www.uschina.org/cbr/special.html

1985 to produce ammonium phos-
phate and compound fertilizer in
And E.I. du Pont de
Nemours and Co. established a plant

Hebei Provinee

in China in 1992 to produce pesticides
for rice production.

After 18 years of intensive foreign
investment of all types in the castern
and coastal arcas ol China, central
China is now becoming the largest po-
tential market for agrochemicals. The
capital of Hubei Province, Wuhan, is
damong the most promising cities for
the agrochemical industry: at least 10
foreign pesticide companies have
opened representative otfices there.,
According to the Hubei Provincial
Agrochemicals supply and Sales Corp..
imported pesticides from these foreign
companies have made up more than
one-third of ol sales in the provinee
since the beginning of this vear. The
southwestern region of China. in par-
in the market for a
large quantity of saltpeter fertilizer in

ticular, will be
five vears. Sichuan Province and the

Chongqing area, with a combined
population of 110 million and large

agricultural production base, is an-

other region on the radar screen of

foreign agrochemical firms.

GAUGING POLICY WINDS

Though agricultural chemical manu-
facturers may have gained more inde-
pendence since the downgrading of
MCI in March to the new State Petro-
chemical Industry Burcau, government
policy remains pivotal o fertilizer im-
port levels, Prior 1o 1997, Beijing ex-
empted fertilizer importers from paying
value-added tax, But when supply be-
gan to exceed demand, hurting domes-
tic fertilizer producers, the State Plan-
ning Commission (SPC. now the State
Development Planning Commission
[SDPC]D began to restrict fertilizer im-
ports by setting an import quota of 2
million tons of urca, canceling the pref-
crential import tax policy, and imposing
3 percent import duties on all fertilizers.
The total volume of fertilizer imports in
1997 fell 16 percent. China s likely to
cap imported fertilizers at around 10
million tons per year for the near future,

Pesticides also face import restric-
tions, Until recently, to import pesti-
cides PRC companies had to obtain li-
in accordance with MOA’s
]{k‘j_{lll.ltll n for Registration of Pestucides.
Though this particular license require-
1997, MOA and
SDPC have since established other reg-

censes

ment was abolished in

ulations on the importation of newer,

m THE CHINA BUSINESS REVIEW Nociher-Docomber 1008

higher-tech pesticide products. Any
type of pesticide never before used in
China must be registered with MOA
and tested at designated agricultural re
scarch and development centers; certifi-
cation usually takes 2-3 vears.

Imports of both fertilizers and pesti
cides are subject to the State trading
SINOCHEM International Fer-
tilizer Co. Litd., a subsidiary  of
SINOCHEM, dominates trading of
agrochemicals—roughly 85 percent of

system

China’s total imports are channeled
through this firm. In recent vears,
other agents and trading companies
have come onto the scene, challeng-
ing SINOCHEM's position. Nonethe-
less, its solid reputation and extensive
relationships will help SINOCHEM  re-
main an important, if not dominant,
player in the industry.

Any market opening will of course
involve relaxation of price controls, a
standard feature of the current system
SDPC
ported agrochemicals based on inter-

sets price guidelines for im-

national market prices, to prevent dis
tributors from significantly increasing
retail prices. Regional price administra-
tion burcaus then establish prices for
imports in line with SDPC guidelines.
Though subsidies are no longer pro-
vided for higher-quality, imported fer-
tilizer, SDPC continues to provide
funds to certain purchasers, particu-
larly government organizations that
have
cultural production

overseen o certain level of agri-

Over the long term. Beijing appears
ready to shift from direct government-
planned distribution to macro manage-
ment. Though central planners con-
tinuce to coordinate agrochemical
distribution among major agricultural
regions, the State Petrochemical Indus-
try Bureau is reportedly set to issue a
policy aimed at establishing an open
market for agrochemicals,

Given Beqjing's commitment to grain
self-sufficiency. China’s demand for
imported and domestically produced
agrochemicals is sure to remain high
As the country’s agricultural sector
moves toward large-scale farming over
the long run, the use of fertilizers and
pesticides will grow. Environmentally
safe products, in particular, will be in
demand. But the persistence of State
trading and government price controls
in the near term s certain to factor
into toreign firms’ decisions regarding
Ways o PRC market.
whether through exporting to or set-

[—4

ting up in China 5

access the



China’s
health-care
delivery
market is
worth a
closer look

Vichael Wenderoth was
project manager of the
Beifing United Famifly
,",fn\f).’lf(f/.ﬂ'rllh‘ :“)”f")t‘\)rﬁj,"
Chindex Internationl, Inc
He is currently earning bis
VIBA at Stanford Universit

Medical

Investment
Alternatives

Micheel Wencderoth

hile overseas investors have long eyed China’s health-care

delivery market, until recently there was little reason for

optimism. By requiring individuals to seek health-care ser-

vices from their employer's facilities, the PRC system left

little room for outside providers. Chinese had limited spending power.

and PRC laws sharply restricted private or foreign participation in hos-

pital operation.

Strong economic growth, however, has
created a new pool of foreign residents and
local citizens able and willing to pay for
more expensive health care. In addition, the
loosening of traditional enterprise control in
the past decade has led o a surge in the
number of PRC citizens who must pay for
medical services themselves, As o result, a
growing number ol Chinese patients have
greater spending power and greater choice
over where they see a doctor—a fact that of-
fers both exciting prospects and serious chal-
lenges to Chinese hospitals and foreign in-
vestors. Though the barriers to entry and
constantly changing policies may be daunt-
ing, foreign investors who have shied away
from China in the past may want to take a
second look at the PRC market. The experi
ences of early foreign entrants into the mar-
ket provide useful lessons. Two new foreign-
invested hospitals—Beijing Toronto and
Beijing United—should be watched closely
in the coming vear, as their experiences will

THE CHINA BUSINESS REVIEW

reveal whether high-quality Western health
care can attract PRC citizens,

THE EARLY INVESTORS

As joint-venture clinics serving the expa-
rate |m|)ll|.|linn can attest, the growth in
the foreign community in China in the
1990s has been tremendous. According to
most recent estimates, expatriates in Betjing
number anvwhere from 60.000-100.000. Al
though some foreign companies with oper-
ations in China are localizing or cutting
hack staff as a result of unmet expectations
or the regional cconomic slowdown, the
demand for Western doctors among expatri-
ates remains formidable. To the extent that
multinationals increase their commitments
to the Chinese market, foreign executives
and their families will continue o relocate
o China

In the past year, Asia Emergency Assis-
tance (AEA), a general practice clinic spe
cializing in worldwide evacuation, outgrew
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“Patient-centered
health care” has
become the gocal
in many Chinese
hospitals.

its clinic space in Beijing and moved to
a larger downtown location at the end
of August. AEA also added specialists
and Japunese physicians. Also report-
ing solid patient loads are the Hong
Kong Medical Center and the Interna-
tional Medical Center (IMC), both in
Bedjing; World Link and New Pioneer
in Shanghai; and the Concord Medical
Centre in Guangzhou, Several of these
clinics are plainning to expand into
other cities.

One sign of the PRC's increasingly
mature market is that foreign-invested
hospitals with comprehensive inpa-
tient services have entered the scene.
The Beijing United Family Hospital, a
20-bed, sS4 million US investment,
opened 1o provide full services in
March of this vear. And the 250-bed

Beijing Toronto Hospital, a $100 mil-
lion Canadian investment scheduled
for completion in 2000, is to open for
limited service in February 1999.

A MIX

OF PATIE?

TS

These foreign-invested clinics and hos-
pitals primarily cater to expatriates in
China, but many also repornt visits from
well-ofl Chinese patients, who frequenthy
pav out-of-pocket. None of the three for-
cign-invested clinics in Beijing—Beijing
United, AEA, and IMC, all of which charge
standard Western prices, have marketed
specifically 1o the Chinese, yvet each has a
PRC patient load of 10-15 percent. Even
taking into account that many Chinese pa-
ticnts are obtaining check-ups required for
immigration to developed countries, the
size of this generally unsolicited local
clientele is cause for optimism.

Viewing the Chinese market as an
integral part of their long-term strate-
many foreign  health-care
providers are starting to act. Chindex
International, Inc.. the primary in-
vestor in Beijing United, plans to ex-

gies,

pand the hospital’s present facility 1o
80-100 beds. In the longer term. Chin-
dex plans to open satellite clinics in
Beijing and a network of private
health-care services throughout the

Beijing United Family Hospital
Now OreN 24 Houas!

=
‘- Children's Health
o Well Chilid Care

1 ® lmmumzanons

Family Medicine
* General Practics
* Men's Healtheare

Specialiy Serviees

® one physical exammation

* 15% discount for all medical
|ll'll€‘!‘i|l|ll'-

o 15 % discount for all Taboratory

tests

additional charge of USS50.00 per child.

® ln-Patient & Out-Patient Care

* Executive Health Sereening
* Family Therapy & Other

ation to join the BJ

Membership with Beijing United Family Hospital is now available,

Benehits offered to our privileged members melude:
¢ 10% discount for all applicable packages (Pre-natal. Birth)
¢ free telephone advice

* prionly appomtment

Membership fees range from as low as USS125.00 per annum

for individual and USS250.00 per annum for family with an

Continuity of Care for Your Family

FOR DETATLED INFORMATION OR APPOINTMENTS PLEASE CALL 61333960

#2 Jiangtai Lu Chaoyang District Beijing
S minutes east of the Holiday Inn Lido

Specializing in:
Women's Health
* Routine Health Maimtenance
® Family Planning

* Hormonal Disorders

Birthing Center
¢ Familv-Centered Birthing
o Ultrasound

* Anaesthesia

family
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AEA. which this summer
merged with its rival in evacuation ser-
vices, SOS, hopes to provide insurance

country.

for Chinese traveling abroad as well as
cater to more Chinese patients. Beijing
Toronto expects more than half of its
patients to be local Chinese. “They are
the biggest market,” says General
Manager Peter Bruijns.,

According to Gallup's 1994 China
consumer poll. 57 percent of Chinese
cite medical care as a reason for sav-
ing. second only to a child's educa-
tion. Figures from the PRC State Statis-
tical Bureau show the average urban
Chinese made only ¥4.850 (5584) in
1997, while the top 10 percent of in-
come earners (a sizable market con-
sidering China’s population) bring
home Y30.000-Y100,000 (83,.600-
512,000) annually. This figure may
seem low, but a Liurge portion of Chi-
nese income goes unreported, as
shown by inconsistencies between re-
ported income and bank savings, per-
sonal possessions, and spending
habits. Furthermore, housing and
other fringe benefits generally pro-
vided to emplovees have allowed dis-
posable income to rise, and many
families boast savings rates of 40 per-
cent. Add to this picture a general re-
ceptiveness to things “modern,” and
increasing exposure to Western hospi-
tals on trips abroad, and the potential
market for top-quality health care in
China becomes clearer

WiTH
COMES

REFORM

COMPETITION

Against a backdrop of Chinese govern-
ment calls o improve and reform: health
care, hospitals are facing an increasingly
competitive market. Under new schemes
and experiments with health care and in-
surance systems, many hospitals no
longer receive subsidies and must find
their own ways (o generate revenue to
stay afloat (see p.20). Government insur-
ance plans, which currently cover State
employvees and their families, sull reim-
burse patients for medical care and pre-
scription drugs obtained at hospitals.

On the negative side, these condi-
tions have driven hospitals to perform
excessive diagnostic tests, over-pre-
scribe drugs. and screen patients based
on ability to pay. On the positive side,
many hospitals have moved to spruce
up facilities, improve service, offer spe-
cial “first class™ accommodations, build
reputations in certain specialties, and
establish relationships with renowned
physicians nationwide. Hospitals recog-



nize that these features attract patients,
particularly those who can payv. “Pa-
ticnt-centered health care™ has become
the goal in many Chinese hospitals, but
price controls and lack of decisionmak-
ing power over hiring strongly hinder
hospitals” ability to reform,

The Ministry of Health's goal is 1o
improve quality while ensuring ample
provision of services, particularly in the
countryside where it is needed most,
staff-to-bed ratios in hospitals are ap-
proximately 1.4 to 1 nationwide. com-
parcd 1o 24 to 1 in the United States.
But these beds are not distributed

evenly across the country: most of

China's large cities have an excess of
hospital beds, a vestige of the central
planning system in which the State, city
government, work unit, and military
cach provided health care for its em-
ployees. The ministry's goal is to hoost
health-care spending from the current
3.8 percent of Gross Domestic Product
to 5 percent by the year 2000 (the US
figure, in contrist, is over 14 percent).
That ambitious aim may be out of
reach without increased participation
from the private sector, although such
participation has never been explicitly
encouraged, In fact, some industry in-
siders advocate at least partial privatiza-
tion of small State-owned hospitals,
foreseeing @ more efficient system in
which outside companies can manage
hospitals for a profit.

One unintended consequence of the
increased competition brought on by
the country's changes has been the
strengthening of large city hospitals
the expense of smaller facilities. Large
hospitals have been able to hold on 1o
and increase their patient How, Largely
through their respected reputations
and well-known doctors. As a result,
they maintain steady revenues from
their pharmacies, labs, and diagnostic
centers. Occupancy rates in these hos-
pitials typically exceed 95 percent—
rates in US hospitals, by contrast,
range from 40-00 percent. Large hospi-
tals can then spend money on improv-
ing their facilities and buying new
cquipment, leaving smaller hospitals,
which cannot compete, struggling 1o
survive, A vicious circle ensues: the
strong get stronger, the weak get
weaker, In Beijing alone. nearly 10
bankrupt small- and medium-sized
district-level hospitals have been
closed in the past two vears as a result
of government reforms. How the min-
istry will deal with the growing ranks
of stragglers remains to be seen.

Massive building campaigns 1o im-
prove facilities at many Lirge Chinese
hospitals are also under way. Most di-
rectors have grossly under-budgeted
tfor these projects, in the beliet that any
cash-flow crisis will he resolved by fu-
TUFe Tevenues or goVerniment assis-
tance. Should there be a downturn—or,
more likely, no money from Stte cof-
fers—other avenues for investment
may be sought. One hospital in Shang-
hai. for example, stands half=built, its
directors trving to court several large
US players to invest midstream.
PAYING FOR QUALITY

Chinese have long considered the
country’s hospitals inefficient. The

running joke at PRC hospitals is that if

vou go through the regular system.
vou can expect “san chang viodian.”
or “three longs and one short,” refer-
ring to the three long lines patients
must wait in to register, see the doctor,
and All prescriptions at the hospital's
pharmacy. The one “short™ refers o
the amount of tme actually spent with
the doctor.

Rather than wait in long lines for in-
different treatment, affluent Chinese
traditionally go through the back
door™ for better service, asking friends
to provide an introduction to a doctor
or giving gifts or payvments to physi-
cians and nurses. This practice, al-
though illegal, can ensure faster. better
and friendlier treatment. Mid-level
hospital administrators tend to benefit
most from this arrangement, as they
become engaged in the lucrative prac-
tice of providing access to doctors,

So bad are the lines at some hospi-
tals that pregnant women often check
in several davs in advance to secure
room. Wealthy businessmen in south-
cern cities have also been known to
deposit bags of cash on a doctor’s
desk and leave. Their implicd message
is that in exchange for the cash, they
expect o see the doctor when neces-
sary without waiting in line. Such cor-
ruption has been a major concern of
health officials, but untl the system is
changed to raise both stall salaries and
puatient fees, it will be hard to prevent.

Demand for the services of well-
known specialists is particularly high.
With roughly 80 percent of China's
doctors located in urban arcas and 80
percent of patients in the countryside,
many Chinese travel long distances. de-
spite the costs of transportation. lodg-
ing. and lost wages, 10 see specialists,
who seem o gain fame primarily by

The key for upscale
Joreign-invested bospitcls
is persuading potenticl
Chinese petients, through
careful marketing, of the
added worth of their

Jacilities.

word of mouth. One respected hospital
in Beijing issues a limited number of
registration slips (e haoy cach day to
those who stand in line for them carly
in the morning. A slip entitles the
holder to queue up 1o see a particular
hospital doctor. Yet these passes. which
are issued for several yuan cach, are
only dispensed for outpatient doctor
visits, and do not include diagnostic
services, prescriptions, or lab tests, sell
on the black market for as much as
¥300 (530) cach. Even more indicative
of the willingness of the Chinese to pay
top dollar Tor high-quality medical
treatment is the fact that directors at
top hospitals report that families often
prefer to reserve private rooms for
surgeries or childbirth rather than pay a
fraction of the price for a semi-private
room.

Willingness to pay more for medical
care has led to greater expectations
and o corresponding increase inomal-
practice suits. The majority of cases
continue to be handled by informal
mediation. The compensation and fre-
quency ol suits are extremely low by
American standards, but the number
of Suits Is sure 1o grow,

PRC PATIENTS Vs,
WESTERN PRICES

To be sure, the price of health care
in China by Western standards is quite
low. A childbirth, including prenatal
care, necessary tests, and labor and
delivery, runs S100-5350, though this
excludes under-the-tuble expenses,
Would the Chinese pay more money
up front for better services without the
hassle? That, of course, is the crucial
question, and the answer so far, based
on experiences of foreign-invested
medical groups, is mixed. The stan-
dard price for a three-star hotel is Y400
(548) per day, so it seems reasonable

THE CHINA BUSINESS REVIEW \oomboriocomber 908 n



The restriction

against foreign-invested
Jacilities participating in
the government's
reimbursement plans is
actuclly less forbidding

than it seems.

that Chinese patients would pay the
same amount for a hospital room. The
top rate for a private Chinese hospital
with bath, however
day, kept artificially low by

FoOom s Y150
(S18) pet
20V crnment []I.lHtI.ITL'

New

vested,

Pioncer. a Hong Kong-in

joint-venture clinic with the
Shanghai International Peace and Ma

ternity Hospital, maintains Western

prices and attracts mainly expatriates
Local Chinese have used their ser

vices, but in some cases have argued

over bills or retused to pay after being

shocked by the high prices for care
Steve Kalezyvnski
AEA. and Dr
ager ol IMC,

much too high even tor

general manager of
Xu Letian, general man
both agree that Western
prices are

wealthy Chinese. who can find good
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Beijing United Family Hospital specializes in women's cnd children's bealth care

Chinese doctors at local hospitals for
less monev. The Guangdong
Medical
joint venture in Guangzhou,

roughly one-third of US prices for its

much

Concord Centre, a 20-bed

charges

services, which may help account for
the fact that
are local citizens,

75 percent of its patients

But acceptance ol high-cost treat-

ment by wealthier Chinese is not out
of the question
pital

cities, such as the renowned Tongren

Many improved hos-
departments in larger Chinese
Eve Clinie in Beijing, attract droves of
[op PRC
command higher fees, although these

patients doctors also now

pavments are not alwavs aboveboard
such developments indicate that PRC
citizens increasingly have the means—
and in certain cases the willingness—

to spend more on health care. Even
private Chinese investors are taking an
interest in the hospital market: the

Shandong Wan Jie conglomerate.
which set up a joint-venture hospital
n li:x' ]Hl\\mu‘ llull\mj.: ONn Neuro-
surgery, has been working on estab-
lishing a nationwide network of high
value-added hospitals

The key for upscale foreign-invested

hospitals seems 10 bhe persuading po-

Photo courtesy of Chindex Interncational, i

tential Chinese patients, through caretul
marketing, of the added worth of their
facilities. Such a task may not be diffi-
cult given that Chinese hospitals typi-
cally do not accept appointments over

the telephone, and do not provide
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pleasant waiting arcas. tovs for children
to play with, or rooming-in options
More important, tullv implementing
modern management techniques and a
patient-centered philosophy—areas
that Chinese hospitals continue to
struggle with—will be the primary fea
tures that attract patients and truly set
facilities apart. Attracting top Chinese
doctors also appears 1o be extremely
important, as they lend credibility 1o a
new facility. Chinese hospitals are also
increasingly using these tactics

REALITY CHECK
China’s health-care delivery market
has always been tightly closed to for

cigners. The restrictions are a result, in

part, of a beliel in socialized medica
care; fear ol foreign profiteering; lack
of familiarity with the concept of a
hospital as a corporation; and concern
over the government's ability 1o main

tain control over standards in a vital

sector of society. Spurred by inquiries

from abroad, vague guidelines issued
in 1989 (Several Regulations on the
Operation of Hospitals and Clinics for
Foreigners and Overseas Chinese and
the Practice of Medicine in China by
Forcign Doctors) permitted the estab
lishment of joint ventures as pilot

cases and made wholly foreign-in

vested ventures off-limits to overseis
investors who were not ethnically Chi
nese. Many investors later applied. but
only a handful of clinics and hospitals
were approved and established. in
cluding Beijing United (90 percent of
its equity is held by Chindex Interna
tional) and Begjing Toronto (51 per
cent of its equity is held by Inter-
Health Canada [Chinal Inc.). Success
wis mixed, and exposed loopholes
and inconsistencies in the guidelines

In April 1997, the Ministry of Health
and the Ministry of Foreign Trade and
Economic Cooperation jointly issued a
circular (Supplemental Regulations Re
garding the Establishment of Foreign
[nvested Medical Organizations), which
superseded the 1989 regulations
Among the more salient provisions was
a requirement that the Chinese party
have at least 50 percent of the equity of
any venture, although in special cases
they may hold as littde as 30 percent
The Chinese side, “in principle.” is also
to appoint the chairman of the board
and has the right to recommend the
general manager and hospital director
Fhe circular reaffirmed the need for
foreign-invested medical joint ventures

to gain approval from the central-level



health and Toreign trade ministries. The
circular also stated that the field would
remain Crestricted,” meaning that ap
proval would be closely scrutinized
and fewer investment breaks would be
offered than in “encouraged”™ sectors
Wholly foreign-invested ventures re-
main off-limits and foreign-invested
clinics and hospitals are incligible for
reimbursement from the new govern-
Ment MsUBINCe Programs

Ihe circular has served as a disineen-
tive for large foreign players o enter
the market—no major clinics or hospi-
tils have emerged since the new Taw.
Forcign firms ability to maintain o de-
sirable level ol management control re
mains o critical element, and the new
regulation legally enhances the Chinese
side’s control. Future toreign investors,
if management control is crucial to
them, will have o form relationships
with purtners they trust. find wealthy,
silent partners, or join with two part-
ners who might balance cach other

I'he restriction against foreign-in-
vested facilities participating i the
government's reimbursement plans is
actually less forbidding than it
seems—more than three-quarters of all
Chinese are uninsured and pay out-of
pocket at the time ol service, accord-
ing to World Bank statstics. However.
this issue may play a larger role in the
long run, depending on which way
China

schemes, The government has been

reforms the reimbursement
experimenting with commercial insur-
ance to improve the situation. No plan
so far has emerged as a clear winner,
but the government was 1o announce

a nationwide scheme in June that

would cover all urban workers. The
reforms, which as of August were still
not announced, will most likelv en-

courage the use of commercial insur-
ance, increase the focus of plans on
primary health care, and force hospi-
tals 1o reduce operational costs and
provide services at prices based on
their actual cost
INVESTING HEADACHES
Equally as daunting as the legal ob-
stacles is the waork of obtaining ap-
proval and establishing o joint-venture
hospital. Delays in construction and
importing cquipment, and difficulties
finding qualificd Western and Chinese
health-care providers who can work
smoothly together, can also plague

AEA

is always

such investments. Kalczvnski of

savs that in China

Progress

slow, and that it has taken AEA muany

vears to become tully established. Bei
jing Toronto certainly found the carly
going llJlI.‘_{II \nl||||1;g COMes sy
here,” said General Manager Bruijns
The Beijing United Family Hospital
u|‘n‘!1t'\| a4 ve later than R'\E‘L't'('ll_ ds
the partners had 1o obtain more than
15 different approvals from central
and local government burcaucracies
Despite sethacks, the hospital was es-
tablished ina linde over three years

A host of toreign investors are cur
rently lobbying for project approval,
but few
what has appeared 1o be tight seruting

are mitking progress due to

of new projects. The secret inobtain-

ing approval scems 1o bhe in conving
ing Chinese authoritics of the benefits
the venture will bring to China. Beijing
United positioned itsell as a small,
model facility that would introduce the
latest advances in women's and chil
dren's health care: Berjing Toronto
won over authorities with its promise
of telemedicine and nurse training

The repeal of duty-free treatment for
im]mr{ud u;ut.ll coods for toreign-in-
vested enterprises, effective April 1,
1996, also hurts joint-venture hospitals
and clinics. Without the exemption,
duty rates for top medical equipment,
building systems, and hospital-grade
finishes, which are not available lo
cally, can add 20-30 pereent 1o an in-

vestment Under certain circumstinces,
duty-free reatment may still be ob
tained, but the chances are quite bleak

As several Chinese hospital directors

stated blundy, a joint-venture hospital

The secret in

obtaining approval
seems to be in convincing
Chinese authorities of the
benefits the venture will

bring to China.

number of restrictions that
make it an unattractive option tor po

tential PRC partners. In addition o the

faces a

many :Il'lpt'(l\"ll"\, restrictions on i
ports, and ineligibility to participate in
government reimbursement schemes,
A joint venture is subject o taxes that
PRC Most PRC

pitals have therefore chosen o go it

hospitals are not hos
alone by seeking financing from over
sedas donors, the government, or in

creases in their own cash flow

OPPORTUNITIES FOR
DETERMINED INVESTOR

IHE
With caveats, there are muany win
dows ol opportunity. Hospital dire
tors recognize that Western partners
do bring bencfits. Foreign compuanies
stll have deep pockets. The majority
of local hospitals remain short of cash,
since government funds are becoming
harder to obtain and often Tall short
Many directors also recognize that
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Stccess of most joint
ventures has depended on
mandgement control.
knowing the market, cand
the ability to navigate the

Chinese bureaucracy.

Western health-care management is
unparalleled and that management is
among the greatest weaknesses of
PRC hospitals. Overseas companies
may be able to leverage this advan-
tage as they approach partners; after
all, some PRC hospital administrators
are becoming less concerned with
money and more with management,
quality assurance, patient-centered
care, and risk management. Health-
care management consulting may be
an interesting, productive, and hassle-
free first step for foreign providers, al-
though, like many sectors, Chinese re-
main generally unwilling to spend
money on consulting services.

Carcfully selecting a PRC partner,
city, and business scope can help min-
imize risk and provide additional help
in getting approvals or assistance. Suc-
cess of most joint ventures has de-
pended on management control,
knowing the market, and the ability 1o
navigate the Chinese burcaucracy and
to work with Chinese health-care
providers. In Shanghai, World Link, a
small ¢linic in the Portman Hotel
staffed with American doctors, mini-
mized its investment by teaming up
with Hua Shan, perhaps Shanghai's
top hospital, to which World Link
sends in-patients. New Pioneer, lo-
cated on a floor of the Shanghai Inter-
national Peace Maternity and Chil-
dren’s Hospital, has its own CT
scanner, lab equipment, and several
in-patient rooms so that it can retain
exclusive control over most of its ser-
vices, Itis currently eyeing the Bedjing
market, which the firm believes is the
top city for serving foreigners.

The S12 million, 20-bed Guangdong
Concord Medical Centre is located on
the top floor of the Guangdong
Province People’s Hospital, with
which it cooperates closely, This co-
operation has saved it major expenses
associated with maintaining full-time

THE CHINA BUSINESS REVIEW

doctors, expensive diagnostic equip-
ment, and an in-house operating room
and lab, and has enuabled it to set
prices within the reach of well-oft Chi-
nese and stll maintain a profitable op-
eration. The Concord Centre charges
¥1,300 (5156) per day for a private pa-
tient suite, and Y300 (560) for a shared
room—prices they reportedly intend
O raise soon.

Beijing United, AEA, and IMC are all
freestanding facilities. Having an identity
independent of o Chinese hospital is
crucial for their foreign patient base. Be-
ing independent also minimizes man-
agement problems. Some joint ventures,
for example, have had o deal with con-
Hicts arising as a result of Chinese staff
in the foreign-invested section earning
different salaries from those in the Chi-
nese hospital. Dilemmas also arise from
joint-venture staft and Chinese hospital
staff working to a different standard—in
close proximity. In Beijing United's case,
a purely Western environment and ex-
clusive management control were key
factors in its decision to be indepen-
dent. The tradeoft, however, is the need
to charge standard Western prices to
cover the mmvestment in facility, equip-
ment, and expatriate staff.

ATTRACTIVE
ALTERNATIVES

While foreign investment through a
joint venture is the official channel,
numerous other options exist for for-
cign medical service and equipment
providers. Many form cooperative re-
lationships with medical suppliers.
The foreign side typically invests
equipment and perhaps technical sup-
port or management, while the Chi-
nese side lends space and staff. Profits
are split over a fixed period, or go di-
rectly to pay off the capital outlay. Af-
ter this period, the Chinese hospital
gets full ownership of the equipment.
With credit tight, many of the large
MRI, CT, and other foreign medical
cquipment suppliers have used this
approach to keep clients,

Two corporations, both groups of

overseas Chinese that invested in laser
eye surgery centers, have taken the
cquipment supply arrangement 1o a
new level. Each operates close 1o 40
clinics around China, the majority a
tremendous success. Therr centers op-
erate under the license of the hospital,
or receive a medical license from the
local health-care authority.

Though an intriguing model, this
strategy is unlikely to become wide-
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spread, as cautious foreign investors
will be scared away by the fact that
the venture lacks both legal-person
status and central-government ap-
proval. Yet this hospital-inside-a-hospi-
tal (yuan zhong yuan) strategy has
hk'k'n 4 common .S()lll[ll)l‘l Ill OOVETSCeds
investors willing to accept risk, who
are unable o wait for central govern-
ment approval, or who seek an exclu-
sively Chinese market and will not be
adversely affected by being located
within a Chinese hospital. Many of
these clinies obtain all necessary local-
or provincial-level approvals and qui-
ctly begin operating while they wait
for central approval.

Both groups have shown that being
small and local can work, and that
specializing has advantages. In the
case of the laser eye surgery centers,
for example, the foreign investment is
typically equipment and some form of
management or accounting oversight;
staff and space are provided by the
hospital. The tvpical foreign outlay is
less than $1 million per clinic, and
many report recouping the investment
in two years—despite charging a 10th
of US prices. Nearly all eye surgeries,
they report, are paid for by patients
entirely out-of-pocket.

TIME WILL TELL

All of these models provide Tood for
thought. Interviews conducted through-
out China reveal wide discrepancies in
attitudes toward and understanding of
foreign investment in the health-care
delivery sector. The government appar-
ently would like to see toreigners help
enhance health care, with a continued
emphasis on primary care, preventive
medicine. and specialties such as old-
age care. dentistry, and ophthalmology
Many provincial governments, in fact,
have explicitly sought foreign invest-
ment in these sectors.

As the government faces increased
pressure to reform the health-care sec-
tor, Chinese hospitals will seek new
ways to improve efficiency and gener-
ate revenue. The coming year will also
reveal how attracted Chinese patients
are to the new forcign-invested hospi-
tals in Beijing. If these new hospitals
perform well, the PRC market for top
quality health-care services will have
begun to show its true potential. In-
vestors with thick skins, foresight, and
the patience and energy to work
within a highly burcaucratic system
would do well to prepare now for that

possibility. £



Representatives of over 60 member
companies attended an October 7 meet-
ing on China's recent moves o reassert
control over foreign-exchange transac-
tions. Lester Ross of Paul, Weiss, Rifkind,
Wharton & Garrison and officials from
the US and Foreign Commercial Service
and the economic section of the US Em-
bassy briefed attendees on regulations
recently released by the PRC State Ad-
ministration of Foreign Exchange (SAFE).
Circular 27, effective September 1, threat-
ens to raise the costs and risks of trading
with PRC customers by changing proce-
dures and cash collateral percentages for
letters of credit. And Circular 50 prohibits

A group of Council companies with
manufacturing operations n Shangha met
on September 25 to discuss their ap
proaches to the year 2000 (Y2K) problem
In addition to handling their own Y2K is
sues, companies are concerned about the
pace at which local utilities are addressing
this issue. Problems could L‘()n\'t'l\.l|!|_\ O
cur with telecommunications services and
water, power, and gas supplies. As a ol
low-up to this meeting, Council staff met
with representatives of Shanghai's newly
2000 Committee

formed Year Ihe com

BEIJING DI1SCUSSES FOREIGN-EXCHANGE REGULATIONS, CusTOMS PROJECT

foreign companies from converting ren-
minbi to foreign currency to pay off for-
eign currency-denominated debt before
it matures. US government officials
agreed to inform SAFE that companies
need clarification of the regulations and
procedures as well as short-term relief
for contracts signed before the new re-
quirements were made public. These
concerns will also be raised at the bilar-
eral Joint Commission on Commerce and
Trade meetings in December.

Member companies in Beijing also
heard about the Asia Pacific Economic
Cooperation (APEC) forum'’s newly es-
tablished Chinese Customs Coalition Pro-

COMPANIES TACKLE YEAR 2000 PrROBLEM, TAX CONSOLIDATION

mittee, under the umbrella of the Shang-
hai National Economy & Society Informa
tization Leading Group, is charged with
ensuring that the Y2K problem is resolved
well before December 31, 1999, Shanghai
Mayor Xu Kuangdi has made solving the
Y2K problem a priority, assigning Execu-
tive Vice Mayor Chen Liangyu 1o oversee
the committee.

In Hong Kong, Edward shum of Price
waterhouseCoopers and Bonnie Chan of
skadden, Arps. Slate, Meagher & Flom,
outlined opportunities tor companies

ject at a meeting on September 1. Coali-
tion members include US companies
with significant business interests in the
APEC economies and the governments

of Shanghai, China, and the United

States. Among the issues the coalition
aims to tackle are corruption, intellectual
property protection, and risk manage-
ment. The coalition also hopes to set up
an exchange program in which PRC
Customs officials spend time at foreign
companies’ shipping offices. To fight
corruption, companies recommended
that the coalition address revenue-split-
ting between the central government
and localities, among other issues.

wishing to consolidate taxes in China at a
September 28 Council meeting. Shum ex-
plained the various cases in which China
permits consolidated reporting on income
tx. Foreign-invested enterprises, for ex-
ample. can file a consolidated income tax
return for their branches, But in some lo-
calities, authorities, fearing revenue loss,
have obstructed attempts at consolidated
reporting. Chan shared her experiences
negotiating consolidation rights for a ma-
jor multinational corporation with an in-
vestment in a company limited by shares
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COUNCIL WELCOMES MACK LIEDEKER

Nearly 200 PRC and US government
officials and company representatives
the
Club in Beijing on September 14 to

attended a dinner at American

an attorney with Leboceut,

Lamb. Greene & McCrae in San Fran

previously

cisco, delivered remarks in Chinese

and English to the group., expressing

welcome the Council's new director of - her longstanding involvement and in
China Operations, Michele Mack  terest in US-China commercial rela
Licdeker, 1o her post. Mack Licdeker,  tions. Also on hand 1o welcome Mack

Licdeker formally to her new post

Robert A
Kapp and Zhong Min, vice chairman

were Council President

of the China Council for the Promo-
tion of International Trade, who deliv-
cred remarks on the importance of the

bilateral trade relationship
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The PRC government has undertaken
stimulus efforts and crackdowns on
smuggling and financial corruption
aimed. in part. at boosting China's econ-
which as been battered on a num
1998, The traditionally

ST
ber of fronts in
last-growing external economy has been
sutfering from drops in foreign direct in-
vestiment and export growth as a result
ol the Asian slowdown. On the domestic
front, the difficulties arising from reforms
ol Stte-owned enterprises (SOEs), the -
nancial sector, and the welfare system
have been compounded by immense
damage from summer flooding. These
factors have combined to further sup-
press the performance of an cconomy al-
ready cooled by several years of tight
credit and declining SOE and bank
health

But PRC leaders have stated repeatedly
in recent months that they expect growth
to pick up in the second half of the vear;
third-quarter figures show that govern-
ment efforts o pump investment funds
through the banks are having an effect
China's third-quarter Gross Domestic
Product (GDP) growth came in at 7.2
percent over the yvear carlier E)L'I'It:d_
slightly up from the 7 percent figure of
the first half, though still below the gov-

Trends

BEIJING MOVES TO STIMULATE ECONOMY

ernment’s 8 percent target for 1998
Value-added industrial output was up 9
percent. and retail sales grew 0.3 percent,
over the sume period last vear

Fhe central government has under-
taken a number of measures to stimulate
domestic demand, including Large-scale
bond issues for infrastructure develop
ment
lion (512 billion)

One recent issue totaled Yoo bil-
Beijing has also re-
somew hat March
announcement of an ambitious, three-

treated from its
vear timetable for restructuring of the so-
cial welfare system and the State sector.
The scaling back of reforms is reflected
most starkly in the banking system,
where, after promising to free the four
state-owned commercial banks from the
government-directed lending plan, Bei-
jing has resumed using the banks to im-
plement its most recent financial stimulus
plan. Reports emerge weekly from the of-
ficial PRC press of State banks agrecing
o step up lending to sectors in ditficulty

The recent anti-corruption campaign,
which targeted illegal activities of the Peo-
ple’s Liberation Army. appears 1o have
had some success; price increases for cer-
tain key products, from rice to steel, indi
cate that low-cost smuggled goods are be-
less available. Such

coming price

N D I § § U E S

increases, alter nearly a year of falling
prices, are likely to give a much-needed
income boost to ‘«il'll_'_:lt_'\lll‘lj_’ Pre wlucers. Un
dermining this achievement is the fact
that the retail and consumer price indexes
are still dropping. Some analysts are rais-
ing doubts, based on these and other fig
ures, about both the economy’s health
and the reliability of official PRC statistics
In recent weeks, the government ap-
pears to have extended its anti-corruption
efforts 1o the financial sector. Beijing has
|3cgun O \|.l|llp down on i||‘_‘_;:‘d fe reign
exchange activities, and has closed down
Guangdong International Trust and In-
vestment Corp. These moves, which also
are presenting difficulties for the foreign
business community, arguably indicate
Bedjing’s continued commitment 1o re-
form. such commitment likely persists
among top leaders, not least because the
Asian crisis has shown Beijing the alter
native of further postponing such moves
Nonetheless, their short-term focus ap-
pears (o have shifted to forestalling fur-
ther declines in cconomic growth and

consumer confidence,
—Cetherine Gelb

Catherine Gelh is associate editor of The
CBR.

THE US CRACKS DOWN ON INSECT STOWAWAYS

In that could throw a

wrench in USs-China trade relations,

move

the United States Department of Agri-
Animal and Plant Health In-
spection Service (APHIS) and the US

Customs dService are set to |u'_uin en-

culture’s

forcing |'\'_'_:l||.|l1t1;1\ that require tredt-
ment of all solid wood packing mate-
(SWPAM) The
decision s apparently aimed at curb-
ing the inflow of Asian longhorned

rials from China

beetles and three other pests olften
found in untreated SWPM
tles destroy trees and have no known

The bee-

predator in the United States. Infesta-
tions in Chicago and New York City
motivated the US government 1o take
action 1o block the pests’ entry into
the country. Because of the large
number of imports from China that

are packaged in SWPM. the ruling, if
| ! !

implemented as scheduled on De-

cember 170 stands 1o affect many

China-based companices exporting 1o
the States

According to the interim ruling is-
sued on September 18, shipments com-
ing trom China must include cither a
written declaration from the exporter
that the shipment contains no SWPA,
or certification that all shipments con-
taining SWPM have been treated in
China 1o destroy the pests. According
to APHIS, electrical and other machin-
cry, sports cequipment, furniture, and
optical and medical equipment imports
are most likely 1o be packed in SWPM,
which is defined as “wood packing ma-
terials other than loose wood packing
muaterials, including.. . dunnage, crating,
pallets, packing blocks, drums, cases,
and skids.” Plywood, oriented strand
board, corrugated paperboard, plastic,
and resin composites are permissible
alternatives. Some US companies have

already begun using these other muteri-

E THE CHINA BUSINESS REVIEW Navember-Decenber 1OOS

als. and thus may not be severely al-
tected by the ruling.

As The CBR goes to press, the key
issue is whether the Chinese will be
able to establish a cerntification process
as China
quested a 90-day extension to estab
lish the required infrastructure. Clarifi
including
information on how Hong Kong is al
fected, are expected from USDA in
late November, In testimony in Wash-
ington in officials with
China’s Animal and Plant Quarantine
Burcau stated that the new ruling
affect US-China trade,
be ditficult to implement. and discrim-

by December 17 has re-

cations and revisions,

October,

would severely

inate against Chinese exports. Al-
though the beetle is also native to Ko
rea and Japan, USDA has targeted
China because many recent plant
pests have been traced to imports

from the PRC. Apparently, USDA s
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SHANGHAI Scooprs

An estimated 80,000 tons ol ice cream

will be sold in Shanghai by vear-end
1998, according 1o a local industry asso
lce-cream manufacturers in the
City 100, though
their margins are likely to be prety thin

ciation
now number nearly
According to an industry representative,
most Shanghai customers are willing 1o
[\l\ lI]]h ¥3 (‘\Ll."\('\l Or less for a SCOOP.
But some companies are obviously
hanking on more upscale tastes. Haagen
Dazs operates two outlets in Shanghai,
selling a single scoop for Y25 (S3) and
several

more exolic concoctions tor

times that price

OPTIMISM ON
AsiA PREVAILS

A survey of business and govern

ment leaders from more than 70
countries conducted by Grant Thorn
ton at the World Economic Develop
ment Congress in carly October re
vealed a surprising  degree  of
optimism about the global cconomy
More than halt of the respondents are
optimistic about global cconomic
prospects over the next five years
While the vast majority feel that
events in Asia will hurt the globual
cconomy, only a quarter believe that

events in China, including o possible

planning to revise regulations on
SWPM from all countries

The two sides have identified o Chi
nese certification form used for other
tvpes of products that would be appro-
priate for SWPM imports 1o the United
States. These certification forms would
he stamped at Chinese ports and in
spected upon arrival in the United
States. As the

clectronic CAargo release program does

'S Customs Service's

not yvet recognize the new document,
delays are to be expected, though cus
toms is planning to modify the system
to accept the new form. Treated SWPM
may also require inspection, which
could result in additonal delays

—Raren M. Sutter

Keren M. Sutter is director of Business
Aclvisory Services for the US-Chinea
Business Council in Washington, 1

devaluation of the rerninbi. threaten
to harm the world cconomy. Almost
halt devaluation ol the

renniinhi would cause the Hong

believe that

Kong currency peg to fall, however.
Asked 1o estimate the duration of the
Astan crisis, the vast majority of re-
spondents said that they expect it 1o
continue lor a few vears,

Grant Thornton also reports that
among O mid-size US manufacturing
firms surveyed, 16 percent have pro
duction plants in China, compared to
28 percent in Mexico. While 62 per-
cent of these firms expect the Asian
crisis to have a negative effect on US
manufacturing in general, only 32 per
cent expect it to atfect their own com
pany. Of the US firms with invest-
ments in Asia, 4l percent are taking a
wait-and-sce” approach to the re

gion, while only 10 percent are look-

ing aggressively for new partners or

investments m Asia

KAl TAK CONVERTS
I'he

flights over the vears,

destination for billions of

the land on
which Kai Tak International Airport
sits is about o undergo a transforn-
tion. The Hong Kong government
plans to construct a city within a city,
which will include housing, shops,
parks. schools, a hospital, anindus
But

oflficials must deal with Tirst things

triad park, and a sports stadium

first: a1 massive clean-up ol the tons of
|

mnd flammable

pollutants that have contaminated the

LoXiC, carcinogenic,
soil in the arca. The lack ol any poli-
cies, laws, or regulations addressing
this issue has led o disagreement be-
tween the government and a local
fuel consortium, which has volun-
teered 1o provide some funding, over
the best decontamination method. Ac
cording 1o the Territory Development
Department, decontamination of sca-
bed sediments is the first step and s
scheduled o begin in late 1998

The conversion will also include
land reclamation and the construction
of roads. rail links, drains, and sewers.
It all goes according 1o schedule, the
first residents will move in by carly
2003, The whole development project,
will take about

however I8 vears to

complete. Foreign cnvironmental ser-
vices, in particular, could play o piv-
otal role in the clean-up and redevel-

opment of the site
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China

The tollowing tables contain recent press repaorts of business contracts and negotiations exclusive of those listed in previous issues

Julie Walton

For the most part, the accuracy of these reports s not independently confirmed by 7The CBR. Contracts denominated in foreign currencies

are converted into US dollars at the n

Slailistios

1ost recent monthly rate quoted in the International Monetary Fund's International Financial

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

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

SALES AND INVESTMENT
Foreign or Hong Kong party/Chinese party

Agricultural Commodities and Technology

CHINA'S IMPORTS

Rolls-Royce Ple (UK)
Will deliver two grain loaders 1o Beiliang Dock in Liaoning
Province. S6 million. 8 98

CHINA'S INVESTMENTS ABROAD

S Karda ET Files (Niger)/China Cotton Industries Ltd.
Will establish a cotton processing plant in Niger. SO million
008

INVESTMENTS IN CHINA

Merial (France)/Nanjing Pharmaceutical and Instrument
Factory (Jiangsu)
Launched joint venture to manafacture avian vaccines for
poultry. (France:30%0-PRC:S0%0). $12.4 million. 9 98

OTHER

The World Bank
Granted lToan for China's Sced Scector Commercialization
Project, 898,

The World Bank
Approved loan for the Agriculture Intensification Project in
western China, S300 million. 7 98

Banking and Finance

'NVESTMENTS IN CHINA

Fitch IBCA (UK), International Finance Corp./China
Chengxin Securities Rating Co. (Beijing)
Formed joint venture in Beijing to rate domestic securities
and Anancial institutions, 9 98

Abbres atior I ext ADB. Asun Developr Bank BOC Bank of «

NICOM

H THE CHINA BUSINESS REVIEW

July 16 - September 15, 1998
Arrangement, value, and date reported

Chemicals, Petrochemicals,
and Related Equipment

CHINA'S IMPORTS

Krupp Uhde (Germany)
Will design and construct an oxychlorination plant for the
Qilu Petrochemical Co. in Shandong. 798,

INVESTMENTS IN CHINA

Bayer Corp. (Germany)/Shanghai Zhongxi
Pharmaceutical Co.
Launched two joint ventures in Shanghai's Pudong New Area
1o manufacture consumer insecticides and pyrethroid-based
agrochemicals, (Germany:70%-PRC:30%0). 845 million. 8/98

Energy Research Corp. (US)/Xiamen Hi-Tech Innovation
Center (Fujian)
Set up joint venture to research and develop advanced
clectrochemical technologies, (US:06.4%0-PRC:33.0%0). 8/98.

Hetong Chemical Co. (Taiwan)/Jinling Petrochemical Co.,
Nanjing New Port Development Corp. (Jiangsu)
Will build a chemical production plant in Nanjing, liangsu
Province. S10 million. 8/98.

Itochu International Inc., Kao International (Japan)
Will manufacture polyurethane resin in Guangdong
Province. 86,5 million. 898,

Kyowa Hakko Kogyo (Japan)/Guan Shen Yuan (Shanghai)
Established joint-venture amino acid production facility with
annual capacity of 300 tons. (Japan:40%-PRC:60%). 8.4
million. 8798

Escorez (US)/Shanghai Jinsen Petroleum Resin Co. Ltd.
Set up resin manufacturing joint venture in Shanghai
(L'S:00-PRC:40%0). 829 million. 7/98.

Genencor International (US)/Wuxi Bureau of Light
Industry (Jiangsu)
Formed joint venture to produce industrial enzyvmes for the
agricultural, brewing, and textile markets. (US:8000-PRC: 2004)
T O8

LG Chemical Lid. (S. Korea)/Yongxing Chemical Co.
(Zhejiang)
Launched joint venture to produce acrylonitrile butadiene
stvrene. $70 million. 7 98
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Rhodia, a subsidiary of Rhéne-Poulenc SA (France), UBE
Industries (Japan)
Set up ajoint venture in Wuxi. Jungsu Provinee, to
svnthesize chemicals for pertumes and pharmaceuticals.
S20 million, 7 98

Consumer Goods

INVESTMERNTS IN CHINA

BTV (Spain)/NA
Opened a strongbox manufacturing joint venture
(Spain SOVG-PRC:30%). 8/98

Carrefour (France), President Enterprises Corp. (Taiwan)
Will open a hypermarket in Guangzhou, Guangdong
Province. 8 98

Electronics and Computer Software
CHINA'S IMPORTS

IBM Corp. (US)
Will design a technical documentation management system
for China Southern Airlines. 998,

CAE Inc. (Canada)
Will supply the Qinshan nuclear power project with digital
control computers. $10 million. 798

IBM Corp. (US), Legend Holdings Ltd.
Won contract to computerize China's postal service
S50 million. 708

Nicolet Investment Corp., a unit of Thermo Optek Corp.
(Us)
Will design data collection and processing systems for the
Ministry of Education. $500,000. 7/98,

INVESTMENTS IN CHINA

Compaq Computer Corp. (US)/China National Computer
Software & Technology Service Corp.
Will jointly develop a 64-bit UNIX operating system. 998

International Data Group Inc. (US)/Government of the PRC
Will set up an investment fund o assist foreign companies
entering China's technology sector 81 billion, 9798

Samsung Display Service Corp., a unit of the Samsung
Group (8. Korea)/Tianjin Electronic Meters Corp.
Formed joint venture to manufacture color television picture
tubes. $838 million. 998

Baan Co. (The Netherlands)/Northeast University in
Shenyang (Liaoning)
Established joint venture to supply Chinese firms with
software management systems. CThe Netherlands: 4109+
PRC:60%0). 82,5 million. 8/98

Regent Luck Holdings, a unit of Global Telephone
Communication Inc. (US)/Shenzhen Global Net Computer
Information Co. Ltd. (Guangdong)

Received approval to provide Internet services in China. 8 98,

Cisco Systems (US)
Received approval to open a wholly owned network
operating company and technology demonstration
laboratory in Beijing. 86 million. 7 98

Seiko Epson Corp. (Japan)/Fujian Start Computer Group
Formed joint venture to manufacture and market inkjet
printers. (Japan:0076-PRC:40%). 87 million. 798

3Com Corp. (US)/NA
Announced plans to set up a joint-venture computer
network consulting company and research institute.
S100 nullion. 798

OTHER

Fourth Shift Asia Computer Corp. Ltd. (US)
Opened representative office in Beijing. 9098,

Macola Software (US)
Opened representative offices in Beijing, Guangzhou. and
shanghu. 9 98

Egan Systems, Inc. (US)/Intermost Holdings, Ltd.
(Guangdong)
Formed task force to upgrade and integrate computer
systems to prevent Year 2000 malfunctions
(LSS 1Y0-PRCAYY0). B/OS.

Symantec (US)
Opened a representative office in Beijing. 8 98

Franklin College/BOC

Will provide 3.000 BOC emplovees with advanced computer
training, $9 millhion. 798

Environmental Technology and Equipment

CHINA'S IMPORTS

Agra Inc. (Canada)
Will build a flood warning system for Hunan Bureau of
Water Resources. 998

INVESTMENTS IN CHINA

Ebara (Japan)/NA (Shanghai)
Formed joint venture to manufacture water and air pollution
control equipment. (Japan:317-PRC:49%0). 820 million. 8/98.

OTHER

ADB
Authorized loan for the Industrial Pollution Abatement
Project in Anhui Province. 998,

The World Bank
Approved loan for the Huber Wastewater Treatment Project
7/08

Food and Food Processing
INVESTMENTS IN CHINA

Archer Daniels Midland Co. (US), Nichimen Corp.
(Japan)/China National Cereals, Oils and Foodstuffs
Import and Export Corp.
Received approval to set up a tood products trading
company in Shenzhen, Guangdong, Province. (Japan:24.5%,
1'8:24.5%-PRC:S 1700, 512 mullion. 9 98

Asahi Breweries (Japan)/Tsingtao Brewing Co. (Shandong)
Set up joint venture to brew beer. $68 milhon. 8798
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Danone (France)/Shenzhen Health Mineral Water Co.
(Guangdong)
Established botled water joint venture in Shenzhen,
Guangdong Province. (France:497-PRC:51%0). 824 million

08

OTHER

Haagen-Dazs, a division of The Pillsbury Co. (US)
Opened a store i Berjing, its third store in China.
S0 million. 8798,

Machinery and Machine Tools
CHINA'S IMPORTS

Alstom SA (France)
Will provide the Tianjin Harbor Construction Co. with coal
handling equipment. $30 million. 7/98

INVESTMENTS IN CHINA

NGK Insulators Ltd. (Japan)/NA (Hebei)
Formed joint venture to manulacture insulators. (Japan:93%-
IPRC:3%). 8/O8.

Medical Equipment and Devices
OTHER
Exim International Trading Co. (US)/Xin Xing Corp.
(Beijing)

signed a marketing support agreement to provide medical
cquipment and supplies in China. 898,

Metals, Minerals, and Mining

CHINA'S IMPORTS

NKK Corp. (Japan)
Will supply 13.000 tons of steel plate for use in the Three
Gorges dam project. 87 million. 7 98

INVESTMENTS IN CHINA

Broken Hill Proprietary Co. Ltd. (Australia)/NA (Guizhou)
Will prospect for gold in the Buyi-Miao Prefecture of
Guizhou Province. $6 million. 9798

OTHER

Morgan Construction Co. (US)
Will design copper rod milling system equipment for
Yunnan Smelter Co. 8/98.

ADB
Approved loan for the Hefei Tron and steel Pollution
Abatement Project in Anhui Provinee, 7/98

Packaging, Pulp, and Paper
CHINA'S IMPORTS

Valmet Oyj (Finland)

Will develop a complete newsprint paper production line for

Nanping Paper Co., Lid. in Fujian Province. $55 million
808

CHINA'S INVESTMENTS ABROAD

Malaysian State Government of Sabah/NA
Will build and operate a joint-venture paper and pulp mill in
Sabah, Malaysia. (Malaysia:40%0-PRC:60%). $725 million
=508

INVESTMENTS IN CHINA

Orient Packaging Holdings Ltd. (Hong Kong)/Foshan
Color Printing Factory (Guangdong)
Will Liunch packaging conversion and printing company in
Guangdong Province. (Hong Kong:70%5-PRC:30%). 9/98

Petroleum, Natural Gas, and
Related Equipment

INVESTMENTS IN CHINA

Samsung Engineering Co., a unit of Samsung Group
(S. Korea)
Will build an oil refinery in Ningho, Zhejiang Provinee,
for Hong Kong-based Pacific Concord Holdings Led.
5300 million. 8/98

XCL Ltd. (US)/China National Qil & Gas Exploration and
Development Corp.
Will jointly explore a section of the Bohai Gulf for oil
(US:51%-PRC:49%). 898

Agip Oil, a unit of ENI SpA (Italy)/CNOOC
Will explore for oil in the Bohai Gulf. 7/98.

Energy Transportation Group Inc., UGI Enterprises, Inc.

(US)/China National Chemical Supply and Sales Corp.
Formed joint venture to import, distribute, and market
butane and liquid propane along the Yangtze River
(US:50%-PRC:50%). 7/98

OTHER

The World Bank
Approv ed loan for the Gas Dey \-Iupnn'nt and Conservation
Project in Sichuan Province. 998,

Ports and Shipping
CHINA'S INVESTMENTS ABROAD
Jiangdu Yuchai (Jiangsu)

Will build a 750-foot dry dock in Maine on the Kennebec
River for Bath [ron Works. $27 million, 998

INVESTMENTS IN CHINA
China Shipbuilding Corp. (Taiwan)/COSCO

Will jointly construct two 175,000-ton cargo ships. 83 million
T/08.

Power Generation
Equipment
CHINA'S IMPORTS
Siemens AG (Germany)

Will supply instrumentation and control equipment for the
Lianyungang nuclear power plant. $168 million. 8/98
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CHINA'S INVESTMENTS ABROAD

Government of Albania/Harbin Science, Technology and
Trade Co. (Heilongjiang)
Will build @ 160 MW hydroelectric power station on
Albania’'s Drin River. 998

Philippine National Co./China Harbin Electric Equipment
Group Co. (Heilongjiang)
Will build a 200 MW power plant in Cagayan de Oro City,
Fhe Philippines, under a build-operate-transfer agreement
$232 million. 898

INVESTMENTS IN CHINA

HEI Power Corp., a subsidiary of Hawaiian Electric
Industries Inc. (US)/Baotou Iron & Steel Group (Inner
Mongolia Autonomous Region)
Formed joint venture to construct and operate a 200 MW
coal-fired power plant. CUS:60%0-PRC:40%0). 9798,

SB&A Co. (US)/Zhongteng Industrial Co. Ltd. (Guizhou)
Will construct a 450 MW hydropower station in Changshun
County. Guizhou Province. (US:T0%-PRC:3000). S60 million
9 98

Pacific Power (US)/Qingdao Textile (Shandong)
Will assist in the construction of the Qingdao No. 2 thermal
power plant. (US:70%-PRC:30%0). S30 million. 8/98.

OTHER

Hydro-Quebec International (Canada)
Will train 46 Chinese specialists in nuclear reactor
naintenance. 998

American Technologies Group, Inc. (US)/China National
Water Resources & Electric Power Material & Equipment
Corp.
Signed agreement to test proprictary crystal technology in
turnaces. 898,

Larut Consolidated (Malaysia)/Liang Jiang Water Control
Management (Guangxi Zhuang Autonomous Region)
Terminated joint venture to build a power plant. 8/98.

The World Bank
Authorized loan for the Fujian Mianhuatan Hydropower
Project. 8 98

The World Bank
Approved loan for the Yangzhou Thermal Power project in
Jangsu Province, 898

Westinghouse Electric Co. (US)/China National Nuclear
Corp.
Will cooperate to develop passive pressurized water reactor
nuclear technology for China’s nuclear power market. 798

Property Management and Development
CHINA'S IMPORTS
Chevalier (France)

Won contract to design and supply building materials for the
Oriental Plaza in Beijing. $79 million. 898

INVESTMENTS IN CHINA

Bass Hotels & Resorts (US)/Hainan Jintaihe Recreation
Corp.
Will jointly build and operate two five-star hotels and an
office complex in shenvang, Linoning Province. $96.0
million. 8/98.

Chancellor Corp. (US)/NA
Formed joint venture to build a private recreational club in
Benjing. $22 million. 898

Telecommunications

CHINA'S IMPORTS

LM Ericsson AB (Sweden)
Will expand the provincial GSM network for the Sichuan
P&T Administration, S85 million, 9798

Lucent Technologies (US)
Will deliver long-distance telephone service switching
cquipment to UNICOM. $25 million. 9/98.

Motorola Inc. (US)
Will replace and expand the existing digital cellular GSM
network for the Jilin P&T Administration. $38.8 million. 998

Qualcomm Inc. (US)
Will deploy a WLL system for the Shenda Telephone Co,
Guangdong Provinee, 998

ADC Telecommunications, Inc. (US)
Will supply optical fibers to the Beijing P&T Administration
S1.0 mullion. 8 98,

Datum, Inc. (US)
Will deliver synchronization supply units to China Telecom
s1 million. 893,

LM Ericsson AB (Sweden)
Will provide @ complete ATM metropolitan area network for
the Shandong Sanlian Electronic Information Co. Ltd.
S10 million. 898

Lucent Technologies (US)
Will provide UNICOM with base station mobile telephone
cquipment. 527 million. 898

Motorola Inc. (US)
Won contract from Beijing P&T Administration to expand its
GSM network. $28 million. 8798,

N.E.T. Federal (US)
Won contracts to supply digital data networks to Chonggjing,
Shandong. and Zhejiung P&T administrations. $4 million
8 U8

Ov Nokia AB (Finland)
Will supply the Liao He Petroleum Exploration Bureau with
switching equipment. 898

Oy Nokia AB (Finland)
Will provide the Beijing P&T Administration with network
expansion equipment. $56 million. 8/98
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3Com Corp. (US) lextiles and Apparel
Will supply the Ministry of Railways and the Jiangsu P&
\||llli|1i‘\lr':lli(llz with remote access control systems P
technology. $5 million. 898
International Finance Corp. (IFC), a unit of The World
Alstom SA (France) Bank Group/Zhenjing Leather Products Co. Ltd. (Sichuan)
Won contract from Jilin P&T Administration 1o expand the IFC will extend loan to Zhenjing to install new production lines
GSM network. $80 million, 7/08. and environmental management systems. $0.5 million. 9/98

Northern Telecom (Canada)
Will provide China Telecom with SDH microwave system

Transportation

tacilities and network management systems for the network
: ’ 2 Alondy CHINA'S INVESTMENTS ABROAD
section between Wuhan and Chongging. $17 million. 798

Impuls International Ltd. (US)/Sundiro Co. (Hainan)
Teleglobe, Inc. (Canada) Will open manufacturing plant in Arkansas to produce
Will provide Internet services 1o China Education & Research motoreycles and electric cars. (US:30%-PRC:70%). $600,000
Network, 7/98,

98

INVESTMENTS IN CHINA

RIS SR M SR THK Co. (Japan)/Wazhou Group (Liaoning)

Congo Telecom Corp. (Congo)/Shenzhen Zhongxing Launched a joint venture to manufacture automotive
Communications Co. (Guangdong) bearings. (Japan:70%-PRC:30%). $30 million. 9/98.
Launched joint-venture telecommunications company in

Kinshasa, Congo. (Congo:25%-PRC:73%). 8/98 Federal-Mogul Corp. (US)/Qingdao Aodis Piston Union Co.

(Shandong)
Launched joint venture to manufacture automotive pistons.
(US:61.3%-PRC:39.5%). $13 million. 8/98.

INVESTMENTS IN CHINA

CCT Co., a unit of Charter Communications Inc.

(US)/Sanjiang Aerospace Group (Guangdong) General Electric Co. (US)/Xi'an Aircraft Engine Group Co.
Established joint venture to develop and manufacture NPs- Ltd. (Shaanxi) ) _
XX network phone servers, 9798 Established joint venture to manufacture aircraft engine discs.
530 million. 8795,
N"T"“" (E"mm““i““i“"" Inc. (US)/Rayes Technology Almaty Low-Voltage Equipment Plant (Kazakhstan)/Lung
Group (Guangdong) Ling (Jilin), First Automotive Works Group Corp. (Jilin)

Launched joint venture to deploy IP technology in China
$5 million. 8/98.

Established joint venture to manufacture trucks
(Kazakhstan: 2000-PRC:R0%). $13.4 million. 7798

Nippon Telegraph and Telephone Corp. (Japan)/Beijing Jinlong Kwanying Holdings (Hong Kong)/Shandong

P&T Administration Expressway Corp.
Formed telecommunications engineering and maintenance Set up a joint venture o construct a highway linking Jinan
company in Beijing. (Japan 1O%-PRC:51%). $3 million. 8/98 with Tai'an, Shandong Province. (Hong Kong:60%-PRC:40%0).

S193 million. 7/98,

Siemens AG (Germany)/Chengdu Telecommunications

. . " e OTHER
Cable Co. (Sichuan)
Set up joint venture to manufacture network access ADB
equipment for wireless circuits. (Germany:75%-PRC:23%). $12 Approved loan for railway construction in Guizhou Province
million. 8/98 $140 million. 898
Motorcycles of America, Inc./Hainan Jiatai Motorcycle Co.

3Com Corp. (US)/Beijing Guochuang Information

Technology, Beijing Kuanguang Telecommunications,

Beijing Yuguangtong Science & Technology Center
Established joint venture 1o develop infrastructure systems
technology. $33 million. 898,

Terminated their joint venture to build motorcycles. 8/98.

Miscellaneous

4 i . CHINA'S IMPORTS
Central China Enterprises (Hong Kong)/Henan Radio and

v Progress Arsenyev Maritime Plant (Russia)
Formed cable television joint venture in Henan. (Hong Kong Will sell 50 3M-80E anti-ship missiles to the Chinese Navy.
19%-PRC:3170). $21 million. 7/98 3100 million. 8/98

OTHER OTHER

AmTec Inc. (US) Texas Instruments (US)/Ministry of Education
Acquired Global TeleSvstems's joint venture, Shanghai Will develop educational strategy that includes in-class
V-Tech Telecommunications Systems Co. Lid., which technology training and 100 new university-level digital
provides satellite-based telecommunications in China, 8/98, signal processing technology centers. 9798

Orckit Communication Ltd. (Israel) EM TV (Germany)
Opened a representative office in Beijing. 8798, Licensed its children's welevision programming to Beijing

Television Station. S4 million. 8/98
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We Give You The Best
China Service,

HONG KONG » YANTIAN
QINGDAO » SHANGHAI
XINGANG » DALIAN
VANJING » ZHANGJIAGANG
IAMEN » NINGBO
FLZHOU » NANTONG

Ist Course ® Over 100 years of service to and from China Dessert ® State-of-the-art terminals in Shanghai, Hong Kong,
® 13 MOL offices located throughout China ® Multi- Yantian, L.A., Oakland, Seattle, Vancouver and Portland
lingual and multinational transportation professionals. @ Extensive global service, which includes a complete Trans-
pacific, Transatlantic, Intra-Asia and Intra-Americas network.
2nd Course ® Excellent internal communication between
China and North America sales and operations teams for For reservations please call: Atlanta 404-763-0111, Chicago
seamless supply chain management. 312-683-7300, Long Beach 562-983-6200, New Jersey
201-200-5200, Seattle 206-444-6900 or access MOL’s
Entrée ® Seven weekly calls between Hong Kong and website: htep://www.molpower.com

North America ® Two weekly calls at Yantian ® Weekly
calls at Shanghai and Qingdao @ Integrated feeder network
covers all key China ports ® Worldwide logistics and
distribution network, including Shanghai Longfei Co.,
MOL (Hong Kong) Logistics, Ltd., MCS, Lid., AMT
Freight and MOL Intermodal, Inc.

Profit From The Global Power



Smile. it's an expression on the faces of more and more Kodak store owners in China.

You can see two such smiles on the cover of our 1997 annual report, completed just before

we announced our $1 billion is spring. It features two women

nghal Kodak Express store.

—Zhu Mel and Qu W

in China. Now there are about 3,000. They

In 1994, there were no Kodak

are springing up at the rate of three r owners have a big stake In our success,

as do Kodak people. China was Kodak" est picture-taking market.

In 1997, it was No. 3. And all in a country where just 15% of the people have a camera.
Those 200 million people (and millions more) will take pictures further in the years ahead.

Their investment? The products they'll find at Kodak Express Stores. Their return? Smiles.

[

TAkKE PicTuRES. FURTHER.

www.kodak.com

CEastman Kodak Company, 1998. Kodak and Take Pictures. Further. are trademarks.



