SKADDEN, ARPS, SLATE, MEAGHER & FLOM LLP

1440 NEW YORK AVENUE, N.W,
WASHINGTON, D.C. 20005-2I1|

TEL: (202 371-7000
FAX: |I202! 393-5760
http:/iwww.skadden.com

May 19, 2004

PUBLIC DOCUMENT

BY HAND DELIVERY

The Honorable James J. Jochum

Assistant Secretary for Import Administration
U.S. Department of Commerce

Central Records Unit, Room 1870

14" Street and Constitution Avenue, N.W.
Washington, D.C, 20230

Re: U.S8.-China Joint Commission on Commerce and Trade
Working Group on Structural [ssues

Dear Assistant Secretary Jochum:

FIRM/AFFILIATE OFFICES

BOSTON
CHICAGD
HOUSTON
LSS ANGELES
MEWARHK
NEW YORK
PALO ALTO
RESTON
SAN FRANCISCC
WILMINGTON

BELING
BRUSSELS
FRANKFURT
HONG KONG
LONDON
HMOSCOoW
PARIS
S5INGAFORE

SYDNEY
TOKYS
TORONTO

In a Federal Register notice published on May 3, 2004, the Department of Commerce (the

"Department") requested comments for the purpose of identifying relevant topics and issues for

discussion in the working group established at the April 21, 2004 meeting of the U.S.-China

Joint Commission on Commerce and Trade.! As indicated in the Department's request, these
q

discussions will focus on "the range of issues that are relevant to considering China's desire to no

longer be treated as a non-market economy country (‘NME’) under the U.S. antidumping law.

12

1U.S.-China Joint Commission on Commerce and Trade Working Group on Structural

Issues, 69 Fed. Reg. 24132 (Dep't Commerce May 3, 2004) (notice of hearing and request

for comments).
2 Id. at 24132-33.
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On behalf of United States Steel Corporation ("U.S, Steel"), we heréby submit the attached |
comments in response to the Department's request.

We also wish to notify the Department that we intend to have a witness testify at the
hearing on this matter on June 3, 2004. One of the undersigned will testify at the hearing on
behalf of U.S. Steel.

Thank you for your attention to this matter.

Jeffrey D. Gerrish

On Behalf of U.S. Steel
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L. INTRODUCTION

United States Steel Corporation submits these comments in response to the Department's
request for parties to identify topics and issues that are relevant to China's desire to no longer be
treated as a non-market economy country ("NME") under the U.S. antidumping law.! Section
771(18)(]3) of the Tariff Act of 1930, as amended (the "Act"), provides that, in determining
whether a country is an NME, the Department shall take into account:

(i) the extent to which the currency of the foreign country is convertible into the
currency of other countries,

(ii) the extent to which wage rates in the foreign country are determined by free
bargaining between labor and management,

(iii) the extent to which joint ventures or other investments by firms of other
countries are permitted in the foreign country,

(iv) the extent of government ownership or control of the means of production,

(v) the extent of government control over the allocation of resources and over the price
and output decisions of enterprises, and

(vi) such other factors as . .. {the Departnﬁent} considers appropriate.
Whether these criteria are considered individually or collectively, the overwhelming weight of
the evidence demonstrates that China remains far from exhibiting even the most basic elements
of a market economy.

Indeed, in a statement made as recently as April 28, 2004, Secretary of Commerce Donald

Evans referenced the six statutory criteria that must be considered in determining whether China

1.S.-China Joint Commission on Commerce and Trade Working Group on Structural
Issues, 69 Fed. Reg. 24132 (Dep't Commerce May 3, 2004) (notice of hearing and request

for comments) ("Request for Comments on U.S.-China Joint Commission").
2 19 U.8.C. § 1677(18)(B)(2001).
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can be granted market economy status.” With respect to the first two criteria, Secretary Evans
unequivocally stated that "the law is clear: China will fail to meet Market Economy status until
market forces set labor and currency rates,™ Similarly, Secretary Evans stated that " {u}ntil
market forces set economic decisions — including labor and currency rates, China will remain a
non-market economy."® As recognized by Secretary Evans, fundamental changes must be made
in the Chinese economy before it may be considered a market economy. This is clear from a
consideration of each of the six statutory criteria set forth in Section 771(18)(B) of the Act.

IL CHINA’S CURRENCY IS SIGNIFICANTLY UNDERVALUED AND IS NOT
CONVERTIBLE

In determining whether a country is an NME, the Department is directed to consider the
extent to which the currency of the foreign country is convertible into the currency of other

countries.® As the Department has recognized,

{a} particular country's integration into world markets is highly dependent upon
the convertibility of its currency. The greater the extent of currency convertibility,
for both trade and investment purposes, the greater are the supply and demand
forces linking domestic market prices in the NME country to world market prices.
The greater this linkage, the more market-based domestic prices tend to be,’

3 Statement from Commerce Secretary Donald L. Evans on America's Economic Relation-

ship with China, Apr. 28, 2004, available at Witp://www.commerce.gov/opa/press/
2004_Releases/April/28_Evans_China_stmt.htm ("Statement of Commerce Secretary

Evans"), attached as Exhibit 1.
! Id.
? Id.
6 19 U.S.C. § 1677(18)(B)(1)(2001).

7 Memorandum from Albert Hsu, et al. to Faryar Shirzad, Assistant Secretary for Import
Administration, Regarding Inquiry into the Status of the Russian Federation as a Non-
Market Economy Country Under the U.S. Antidumping Law (June 6, 2002) ("Russia
NME Memo") at Analysis of Section 771(18)(B) Factors (Public Document),

402057.02-D.C. S2A 2



As widely reported and as recognized by officials around the globe, the Chinese government has
adopted a policy of deliberately undervaluing its currency, the yuan (also called the renminbi),
and that currency is not convertible info the currency of other countries.

Indeed, the yuan is, and will continue to be, nonconvertible on a capital account basis.® -
This means that export earnings in foreign exchange, plus foreign direct investment not utilized
for purchases on current account, have to be sold to the Chinese central bank for yuan at a fixed
exchange rate” Thus, the Chinese government has intervened and continues to intervene in the
market through mandatory foreign exchange sales to the central bank. In fact, China is purchas-
ing U.8. dollars at a staggering rate of approximately $120 billion per year.” As of the end of

2003, the foreign exchange reserves held by the Chinese government stood at an incredible

$403.3 billion,"

8 "The National Security Implications of the Economic Relationship between the United
States and China,"” Report to the Congress of the U.S.-China Security Review Commis-
sion (July 2002) ("U.S.-China Security Review Commission Report™), Chapter 2,
attached as Exhibit 3; Ernest H. Preeg, "Exchange Rate Manipulation to Gain an Unfair
Competitive Advantage: The Case Against Japan and China," Paper Presented for a
Conference on the Dollar at the Institute for International Economics (Sept. 24, 2002)
("Ernest H. Preeg Paper on Exchange Rate Manipulation™) at 4, attached as Exhibit 4.
Chinese Premier Wen Jiabao stated in November 2003 that it would take "a very long
period of time and arduous efforts” before the yuan would become fully convertible.
"Country Commerce — China," Economist Intelligence Unit (Feb. 2004) ("Country
Commerce — China"), at 60, attached as Exhibit 5.

? Emest H. Preeg Paper on Exchange Rate Manipulation at 4, attached as Exhibit 4.

10 Record of the September 25, 2003 Hearing Conducted by the U.S.-China Economic and
Security Review Commission on "China's Industrial, Investment and Exchange Rate
Policies” (Oct. 14, 2003) ("U.S.-China Economic and Security Review Comm’n Septem-
ber 25, 2003 Transcript") at iii, attached as Exhibit 6.

i "Country Commerce — China" at 59, attached as Exhibit 5.
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The purpose and effect of these large-scale purchases of foreign exchange by the Chinese

central bank has been to manipulate the value of the yuan.'? For the last ten years, the Chinese

government has maintained a fixed exchange rate for the yuan relative to the dollar.”® The rate

has been pegged at about 8.28 yuan to the dollar for this entire period. In other words, China

has undervalued its currency through large official purchases of dollars in order to maintain an

exchange rate lower than would otherwise occur under market conditions.” Economists have

estimated that China's currency could be undervalued by as much as 40%.'¢ This makes Chinese

exports cheaper, and exports from the United States and other countries to China more expen-

sive, than would be the case if exchange rates were determined by market forces,

The fact that China has intervened heavily in the market so as to artificially undervalue its

currency is not disputed. Indeed, President Bush, Treasury Secretary Snow, Commerce Secretary

- Evans, European Union officials, and Chinese officials themselves have all acknowledged as

much."”

See Ernest H. Preeg Paper on Exchange Rate Manipulation at 4, attached as Exhibit 4;
U.S. House of Representatives Committee on Ways and Means, Testimony of John B.
Taylor, Under Secretary of Treasury for International Affairs, on "Economic Relations
Between the United States and China and China's Role in the Global Economy" (Oct. 30,
2003) ("Testimony of Treasury Under Secretary Taylor"), attached as Exhibit 2.

Testimony of Treasury Under Secretary Taylor, attached as Exhibit 2; U.S.-China
Security Review Commission Report at Chapter 2, attached as Exhibit 3.

Testimony of Treasury Under Secretary Taylor, attached as Exhibit 2.
U.S.-China Security Review Commission Report at Chapter 2, attached as Exhibit 3.
See Ernest H. Preeg Paper on Exchange Rate Manipulation at 5, attached as Exhibit 4.

See "Bush Again Admonishes China for Its Trade and Currency Policies,” Associated
Press Worldstream (Jan, 21, 2004), attached as Exhibit 7; "Snow to Press China on
Currency Policies," Associated Press Online (Nov. 21, 2003), attached as Exhibit 8;
Commerce Secretary Evans Statement, attached as Exhibit 1; "Euro-dollar Stability
Linked to Asia Currency Developments: Lamy," Agence France Presse (Dec. 23, 2003),
{continued...)
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Accordingly, 1t is clear that the value of China's currency is not set by the free flow of
currency and goods between countries. The Chinese government's intervention in the market by
maintaining capital controls, hoarding currency, and pegging exchange rates demonstrates that
China's currency is not reflective of market forces and is not convertible.

III. WAGE RATES IN CHINA ARE NOT DETERMINED BY FREE BARGAINING
BETWEEN LABOR AND MANAGEMENT

To determine whether a country remains an NME, the Department must also
consider “the extent to which wage rates in the foreign country are determined by free bargaining
between labor and management.”'® The Department has determined that “{t}he reference to ‘free
bargaining between labor and management’ reflects concerns about the extent to which wages are
market based, i.e., about the existence of a market for labor in which workers and employers are
free to bargain over the terms and conditions of employment."'® Because wages are an important
component of producer costs and prices, the manner in which they are set is “an important
indicator of a country’s overall approach to setting prices and costs in the economy.”® As
demonstrated below, labor conditions in China are abysmal and reflect the complete absence of

anything approaching free bargaining between labor and management.

(...continued)
attached as Exhibit 9; U.S.-China Economic and Security Review Comm'n September 25,
2003 Transeript at 46, attached as Exhibit 6.

18 19 U.S.C. § 1677(18)(B)(ii}2001).

Memorandum from Lawrence Norton et al. to Joseph A. Spetrini, Acting Assistant
Secretary for Import Administration, Regarding the Antidumping Duty Administrative
Review of Certain Small Diameter Carbon and Alloy Seamless Standard, Line and
Pressure Pipe from Romania - Non-Market Economy Status Review (Mar. 10, 2003)
("Romania NME Memo™) at 8 (Public Document); see alse Russia NME Memo at
Analysis of Section 771(18)(B) Factors (Public Document) (same).

2 Romania NME Memo at 8 (Public Document); see also Russia NME Memo at Analysis
of Section 771(18)B) Factors (Public Document) (same).
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First, Chinese workers have virtually no freedom of association or rights of collective
bargaining. The U.S. Department of State found in February of this year that the All-China
Federation of Trade Unions ("ACFTU"), which is controlled by the Communist Party and headed
by a high-level Party official, continues to be the sole legal workers' organization in China.
Independent unions are illegal.* Indeed, as recognized by the Congressional-Executive
Commission on China in its 2003 Annual Report,

{t¥he Chinese government denies its citizens the freedom to associate and forbids

them from forming independent trade unions. The government has made no progress in

the past year toward respecting this right, and continues to use the All-China Federation

of Trade Unions (ACFTU) as a tool of Communist Party control of union activity. China
continues the practice of imprisoning labor leaders as a means of repressing independent
labor activity.”

In addition, workers in China have no right to strike under Chinese law.” In fact, the

Chinese government has in the past taken swift action to halt any form of protest by workers.

Protest leaders are typically subjected to harassment, arrest, detainment for Jong periods without
trial, and, ultimately, lengthy prison sentences.**

The inability of Chinese workers to freely organize and bargain collectively clearly
prevents them from being able to represent and defend their interests with management. Not

surprisingly, Chinese workers have no effective legal or contractual protections with respect to

their wages and working hours.”® In much of China, particularly in the export-producing areas of

A "China: Country Reports on Human Rights Practices — 2003," Bureau of Democracy,
Human Rights, and Labor, U.S. Dep't of State (Feb. 25, 2004) ("State Dept. Report on
Human Rights") at 34, attached as Exhibit 10.

2 Congressional-Executive Commission on China 2003 Annual Report (Oct. 2, 2003)
("Congressional-Executive Comm'n 2003 Report”) at 24, attached as Exhibit 11.

2 State Dept. Report on Human Rights at 36, attached as Exhibit 10.
2 Id. at 35-36; Congressional-Executive Comm'n 2003 Report at 25, attached as Exhibit 11.

= See State Dept. Report on Human Rights at 37, attached as Exhibit 10; Congressional-
{continued...)
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southemn China, workers continue to work hours substantially in excess of legal limits and for
extremely low wages.”® In many industries, compulsory overtime is common, often without
overtime pay.’ In fact, workers frequently are not paid even the paliry wages that they are due.

The health and safety conditions in Chinese factories are also astoundingly poor and
reflect the total lack of free bargaining between labor and management. According to conserva-
tive estimates, workplace accidents killed approximately 140,000 Chinese workers in 2002.% In
addition, Chinese media sources reported 250,000 injuries and more than 30,000 deaths in
workplace accidents in the first quarter of 2003 alone.®® China has the dubious distinction of
being ranked by the ILO as the world "leader” in industrial accidents.3! Moreover, as recognized
by the Congressional-Executive Commission on China,

Migrant workers living in dormitories connected with factories in southern China

often face conditions of severe overcrowding, lack of proper sanitation facilities,

and inadequate fire and safety protection. Many have been denied medical care,

access to schools for their children, and other social benefits.*

These dormitories also extend management control over workers beyond work hours and allow

for near-total control over their lives.”

2 (...continued)

Executive Comm'n 2003 Report at 26, attached as Exhibit 11.
% Congressional-Executive Comm'n 2003 Report at 26, attached as Exhibit 11.
27 State Dept. Report on Human Rights at 37, attached as Exhibit 10.

B "A ‘Race to the Bottom’ — Globalisation and China's labour standards,” China Perspec:
tives (March-April 2003) ("A Race to the Bottom"), at 46, attached as Exhibit 12.

» Congressional-Executive Commission on China, Statement of Mil Niepold (Apr. 28,
2003), attached as Exhibit 13.

e Id.

3 Id.

2 Congressional-Executive Commission on China 2002 Annual Report (Oct. 2, 2002) at 23,
attached as Exhibit 14.

33 "A Race to the Bottom" at 46, attached as Exhibit 12.
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Furthermore, forced labor in several different forms is common in China. Forced labor is
an integral part of China's prison system whether the prisoner is detained for "re-education
through labor" by administrative means without trial or forced to engage in labor while serving a
formal criminal sentence. Chinese prison laborers are forced to work under conditions that
violate China's own law and international labor standards.** But the Aukou, or household
registration, system in China is an even more egregious form of forced labor. Under the Aukou
system, all Chinese citizens are required to li?c and work in the place where they are permanently
registered. The vast majority of Chinese citizens are registered in rural areas and, therefore, are
unable to seek better—paﬁng urban jobs without obtaining temporary residence and work permits
required by the hukou system. However, to obtain these permits, they must pay substantial fees
to government officials and employers. These fees result in heavy debt burdens that make it
virtually impossible for the workers in question to change jobs. In addition, employers often take
away the workers' permits, thereby precluding the workers from even attempting to seek another
job. In short, the sukou system creates a system of forced labor.*

Finally, while Chinese authorities deny that child labor 1s a problem, there are strong
indications to the contrary. Indeed, the Congressional-Executive Commission on China found in
its 2003 Annual Report that " {c}hild labor continues to be a significant problem in China."

In sum, labor conditions in China are among the worst in the world and clearly are not the

product of free bargaining between labor and management.

3 Congressional-Executive Comm'n 2003 Report at 26-27, attached as Exhibit 11.
33 See "A Race to the Bottom™ at 44-47, attached as Exhibit 12.
36 Congressional-Executive Comm'n 2003 Report at 23, attached as Exhibit 11.
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IV. CHINA MAINTAINS SIGNIFICANT RESTRICTIONS ON FOREIGN DIRECT
INVESTMENT

In assessing whether a foreign country has moved to a market economy, the Department
must further examine the “extent to which joint ventures and other investments by firms of other
foreign countries are permitted.””’ As the Department has recognized,

Opening an economy to foreign investment tends to expose domestic industry to

competition from market-based suppliers and the management, production and

sales practices that they bring. It also tends to limit the scope and extent of

government control over the market, since foreign investors, as a general rule,

demand a certain degree of autonomous control over their investments.”

In evaluating this factor, the Department does not simply analyze whether the formal legal
framework for foreign direct investment appears to be hospitable.”” The Department must also
evaluate "developments in the economy" to determine whether the country in question is truly
open to foreign direct investment.*

While, on its face, China's economic system may appear to be conducive to foreign direct
investment, the facts tell a different story. China receives far less foreign direct investment per
capita than many other developing as well as developed countries. For example, in 2000, China

received $30 per capita in foreign direct investment while Argentina received $315 per capita and

OECD member countries received an average of $1,321 per capita.*’ Moreover, the OECD has

¥ 19US.C. § 1677(18)(B)(iii)(2001).

3% See Russia NME Memo at Analysis of Section 771(18)(B) Factors (Public Document);
see also Romania NME Memo at 11 (Public Document) (same).

3 Memorandum from George Smolik to Faryar Shirzad, Assistant Secretary for Import
Administration, Regarding Antidumping Duty Investigation of Silicomanganese from
Kazakhstan — Request for Market Economy Status (Mar. 25, 2002) at Analysis of Section
771(18)(B) Factors (Public Document).

40 Id.
4 See "Attracting Investment to China,” OECD Observer (Sept. 2003) ("Attracting Invest-
ment to China"), at 2, attached as Exhibit 15.
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observed that its members "have so far provided a disproportionately small amount of foreign
direct investment to China, at least partly because of perceived weaknesses in the legal and
regulatory framework for investment."*

Indeed, the legislation governing foreign investment in China can be bewildering and
often arbitrary, thereby posing enormous obstacles to entering the Chinese market. All foreign
entities seeking to invest in China must get advance approval from the government. Proposed
projects are divided into four categories: encouraged, restricted, permitted, or prohibited.*
China guides new foreign investment towards "encouraged" industries and regions. With respect
to the "restricted" industries, a Chinese controlling or majority stake is typically required.* And
for "prohibited" industries, such as traditional Chinese crafts and the futures industry, foreign
direct investment is simply prohibited.*® Chinese law also imposes strong barriers against
foreign investors seeking to enter a local market through mergers and acquisitions. "’

In addition, China's legal and regulatory system lacks transparency and consistent -
enforcement despite the promulgation of thousands of regulations, opinions, and notices affecting
foreign investment.* According to the U.S. State Department, " {f} oreign investors continue to

rank the inconsistent and arbitrary enforcement of regulations and the lack of transparency as two

4 Id. at 3. _

# See "Country Commerce — China" at 23, attached as Exhibit 5.

44 Id. at 18; "Attracting Investment to China" at 5, attached as Exhibit 15.

43 "China Country Commercial Guide FY 2004," U.S. Commercial Service, U.S. Depart-
ment of State (2004) ("China Country Commercial Guide™), at 67, attached as Exhibit 16.

46 " Attracting Investment to China" at 5, attached as Exhibit 15.

4 See "Country Commerce — China" at 26, attached as Exhibit 5.

4 "Country Commerce — China” at 8-9, attached as Exhibit 5; "China Country Commercial

Guide" at 56, 81, attached as Exhibit 16.
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major problems in China's investment climate."®® Specifically, important new policies and rules
in China are often treated as internal matters and are ﬁot made available to foreign firms.*® The
security of contracts is also a problem for foreign investors due to the maze of regulatory
difficulties they face in trying to enforce contracts.”® Furthermore, China still has failed to
develop an impartial and effective court system.*

For all of these reasons, the legal and business environment in China continue to impose

undue constraints on foreign direct investment.

V. THE MEANS OF PRODUCTION REMAIN SUBSTANTIALLY IN THE CON-
TROL OF THE CHINESE GOVERNMENT

In its NME analysis, the Department must examine "the extent of government ownership
or control of the means of production."” As demonstrated below, the government continues to
control much of the means of production in China, in particular through its ownership of large
industrial companies.

Indeed, the 1.S. State Department has recognized that "state-owned or state-controlled
entities continue to play the leading role in the Chinese economy."* Traditional state-owned
enterprises ("SOEs") and corporations with a majority of their shares held by the state.still
account for approximately 42% of China’s annual gross industrial production.” Moreover, SOEs

continue to generate over 50% of industrial value-added and employ more than half of the

N "China Country Commercial Guide" at 81, attached as Exhibit 16.

50 See id. at 56; "Country Commerce — China" at 8-9, attached as Exhibit 5.
ot See "Country Commerce — China" at 9, attached as Exhibit 5.

32 See "Attracting Investment to China" at 3, attached as Exhibit 15.

S 19U.S.C. § 1677(18)B)(iv)(2001).

34 "China Country Commercial Guide" at 8, attached as Exhibit 16,

53 1d.
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industrial workforce. SOEs also control the bulk of productive assets in the industrial sector,
holding two-thirds of the net fixed assets of all industrial enterprises in 2000.%

A substantial number of key sectors are wholly or mainly reserved to SOEs in China,
inciuding not only natural monopolies but also automobile and steel production. The Chinese
authorities have indicated that they plan to reduce the role of SOEs to "strategic sectors,” but they
have not specified what those sectors will be.”

The financial performance of SOEs has been and continues to be woeful. Over half, or
51.2%, of China's 174,000 SOEs are loss-making.”® Many are deep in the red. This weak
financial performance is the product of numerous factors, including poor management, overstaff-
ing, and high debt. The focus at China's SOEs is on jobs preservation, rather than the efficient
use of capital.”

Notwithstanding the atrocious financial condition and performance of the SOEs, the
assets of these entities have grown significantly in recent years. Indeed, the average asset size of

centrally-administered SOEs has more than doubled since 1997.%° Investment by state companies

in fixed assets such as new plants and equipment increased by 26.7% in 2003 alone.®’ This

36 "An Attempt to Profile the Finances of China's Enterprise Sector," International Monetary
Fund (Nov. 2001} ("An Attempt to Profile the Finances of China's Enterprise Sector"), at
6-7, attached as Exhibit 17.

57 "China in the World Economy — The Domestic Policy Challenges," OECD (2002)
("China in the World Economy") at 48, attached as Exhibit 18.

> "Management of China's State-Owned Enterprises Portfolio: Lessons from International
Experience,” World Bank (Sept. 3, 2003) ("Management of China's SOEs"), at i, 4,
attached as Exhibit 19,

5 See id, at 11; "An Attempt to Profile the Finances of China's Enterprise Sector” at 4-5,
attached as Exhibit 17; "Country Commerce - China" at 15-16, attached as Exhibit 5.

o "Management of China's SOEs" at 2, attached as Exhibit 19.
é "Country Commerce — China” at 9, attached as Exhibit 5.
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increase in investment for the notoriously poor performing SOEs was made possible only
through massive state subsidies.

These subsidies have taken two forms — government-directed financing through state-
owned banks and debt-to-equity swaps. The government continues to intervene extensively to
provide bank loans to prop up loss-making and often insolvent SOEs.* As aresult, SOEs
receive the bulk of the financing provided by the state-owned banks in China.® With respect to
the debt-to-equity conversions, the government has established special state-owned asset-
management companies to assume debt from the SOEs in return for an equity stake giving them
influence over the management of the companies.*

State-owned steel producers in China have particularly benefitted from these massive
state subsidies, which have, in turn, served to foster further state control and involvement in steel
production. Such companies have received enormous amounts of low-interest financing from
state-owned banks. Indeed, the steel industry has been one of the major recipients of
government-directed loans from state-owned banks.* The American Iron and Steel Institute
recently recognized that

{1jow-interest-rate financing continues to be a concern in China's steel industry.
The government of China recently targeted six industries to receive interest-rate

6 "China Country Commercial Guide" at 82, attached as Exhibit 16; Comments Submitted
to the Interagency Trade Policy Staff Committee Regarding Review of China's Compli-
ance with Its WTO Accession Commitments, National Association of Manufacturers
(Sept. 10, 2003) ("NAM September 10, 2003 Comments"), at 3, attached as Exhibit 20;
"China in the World Economy" at 18, 21, attached as Exhibit 18.

6 "China Country Commercial Guide" at 82, attached as Exhibit 16; "China in the World
Economy" at 18, attached as Exhibit 18.
64 "Country Commerce — China" at 16, attached as Exhibit 5.

63 Record of the January 30, 2004 Hearing Conducted by the U.S.-China Economic and
Security Review Commission on "China's Impact on the U.S. Manufacturing Base" (Mar,
4, 2004) ("U.S.-China Economic and Security Review Comm'n January 30, 2004
Transcript™) at 73, attached as Exhibit 21.
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subsidies, including steel, which was the largest recipient of the interest-rate

subsidy. Both private and state-owned steel companies continue to have access to

low-cost funds from state-owned banks that have a strong incentive to lend to a

"designated industry” such as steel.*
The Chinese government has also undertaken a series of huge debt-to-equity swaps for state-
owned steel producers. In 1999 and 2000 alone, debt-to-equity swaps brought $10.8 billion in
debt relief to such producers.”

As a result of these mammoth subsidies provided by the Chinese government, the 65 steel
SOEs in China were able to make approximately $6 billion in capital expansion expenditures in
2002.% Moreover, the Chinese steel industry has grown another 10% in the last 12 months.®
Accordingly, the government's role in industrial production, particularly the steel industry,
remains substantial and, in many respects, is growing.

In addition to its leading role in industrial production and the economy as a whole, the
Chinese government remains a key actor in the land market. In fact, Chinese law provides that

all land is owned by "the public,” and individuals cannot own land,” Thus, all land is

government-owned.”!

6 Written Statement for the Record of the American Iron and Steel Institute on United
States-China Economic Relations Submitted to the House Committee on Ways and
Means (Nov. 3, 2003) ("AISI Statement to the Ways and Means Committee™) at 3,
attached as Exhibit 22.

6 "China: Debt-to-Equity Swaps Help Steel Makers," China Daily (Mar. 26, 2000),
attached as Exhibit 23; "China in the Global Economy — Reforming China's Enterprises,”
OECD (2000) ("China in the Global Economy"), at 78 n.3, attached as Exhibit 29.

68 AISI Statement to the Ways and Means Committee at 3, attached as Exhibit 22,

i U.S.-China Economic and Security Review Comm'n January 30, 2004 Transcript at iii,
attached as Exhibit 21.
7” "China Country Commercial Guide" at 79, attached as Exhibit 16.

7 Id.; "Country Commerce — China" at 31, attached as Exhibit 5.
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Based on the foregoing, the evidence overwhelmingly indicates that the means of
production remain substantially in the control of the Chinese government.

Vi. THE CHINESE GOVERNMENT EXERTS SIGNIFICANT CONTROL OVER

THE ALLOCATION OF RESOURCES AND PRICE AND OUTPUT DECISIONS

OF ENTERPRISES

As yet another factor in its NME analysis, the Department must consider “the extent of
government control over the allocation of resources and over the price and output decisions of
enterprises.”’* As the Department has recognized, " {d}ecentralized economic decision-making is
a hallmark of market economies, where the independent investment, input-sourcing, output and
pricing actions of individuals and firms in pursuit of private gain collectively ensure that
economic resources are allocated to their best (most efficient) use."” The Department has further
determined that " {g}iven that banks are important allocators of capital, the degree to which the
State exercises control over the commercial banking sector is an important consideration."” The
Chinese government continues to exert significant control over the allocation of resources and
price and output decisions of enterprises through a variety of direct and indirect means.

To begin with, China continues to control prices and output decisions to a significant
extent. Although direct price controls on most commodities have been eliminated, the govern-
ment continues to impose price controls on 13 broad categories of items, including electric
power, transportation, telecommunications, and some services.” The temporary price floors

imposed by the government in industries with excess capacity also act as price controls.”

7 19US.C. §1677(18)(B)(v)(2001),
» Romania NME Memo at 17 (Public Document).

74 ld_.

& "China Country Commercial Guide" at 8, attached as Exhibit 16; "Country Commerce —
China" at 59, attached as Exhibit 5; "China in the World Economy" at 48, attached as
Exhibit 18,

7 "China in the World Economy" at 48, attached as Exhibit 18.

492657.02-D.C. 82A 15



There is an abundance of anecdotal evidence regarding the Chinese government's
intervention in companies' decision making. For example, China's State Economic and Trade
Commission continues to manage domestic steel production and export by setting "targets” for
domestic production and export and formulating "operational guidelines” for China's steel
industry each year.”’

The Chinese government also controls the allocation of resources as well as pricing and
output decisions through restrictions imposed on the import and export of various products. The
government has restricted and continues to restrict imports through a vast array of licensing and
quota regimes and through restrictions on the "trading rights" (i.¢., the right to import and export
goods) of companies in China, particularly foreign-owned and controlled companies.” More-
over, the government continues to impose export restraints on a number of products. In
particular, European Union officials have recently complained of China's export restraints on
coke, a raw material needed by steelmakers, and have threatened to launch an action at the World

Trade Organization (the "WTO") to challenge such restraints.”

7 Comments by the American Iron and Steel Institute on China's Compliance with WTO
Commitments (Sept. 10, 2003) ("AISI September 10, 2003 Comments") at 7, attached as
Exhibit 24; see also AISI Statement to the Ways and Means Committee at 3, attached as
Exhibit 22 (expressing concern regarding the Chinese government's extensive interven-
tion in the price-setting mechanism for steel).

& See "Country Commerce — China" at 59, 86-87, attached as Exhibit 5; "China Country
Commercial Guide" at 55-56, attached as Exhibit 16; NAM September 10, 2003 Com-
ments at 5-6, attached as Exhibit 20; AISI September 10, 2003 Comments at 2-3, 6,
attached as Exhibit 24; "2003 Report to Congress on China's WTO Compliance," Office
of the U.S. Trade Representative (Dec. 11, 2003) ("USTR Report on China's WTO
Compliance"), at 12-13, attached as Exhibit 23.

” "Chinese Premier to Hear String of EU Trade Complaints in Brussels Today," Financial
Times (May 6, 2004), at 7, attached as Exhibit 26; "EU Warns of Possible WTO Case on
Chinese Coke Export Rules," Inside US-China Trade (May 12, 2004), at &, attached as
Exhibit 27.
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The Chinese government also controls the allocation of resources and investment
decisions by a variety of means. In the steel industry, for instance, the government has moved to
halt investments, including ongoing construction of steel plants, that have not received the
necessary permission from Beijing,*

But perhaps the strongest indication of the Chinese government's control over the
allocation of resources and investment decisions is its overwhelming domination over the
banking sector in China. Virtually all domestic financial institutions are state-owned, with only a
single privately owned domestic bank, and there are no plans to relinquish state ownership of
these institutions.® Indeed, the government has managed to keep out other banks by imposing
working capital requirements and other requirements that are so burdensome and so far in excess
of international standards that few banks can ever hope to meet them.* The four major state-
owned commercial banks alone account for approximately three-quarters of domestic lending.®
This complete control over the banking sector provides the Chinese government with unlimited
means to control lending and investment decisions in China.

The Chinese government's complete control over the banking sector has resulted in a

significant misallocation of resources. Specifically, despite their abysmal financial performance

80 "Beijing Moves to Halt Illegal Projects," SteelWEEK (May 7, 2004), at 5, attached as

Exhibit 28.

81 “"China in the World Economy™ at 19-20, attached as Exhibit 18; "China in the Global
Economy" at 80, attached as Exhibit 29;

52 "Country Commerce — China" at 20, attached as Exhibit 5; "The U.S. Must Face Up to
China's Trade Challenges," The Heritage Foundation (Oct. 23, 2003) at 6, attached as
Exhibit 30.

8 "China in the World Economy" at 19-20, attached as Exhibit 18,
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and condition, large SOEs continue to receive the buik of commercial bank lending based on
political, rather than commercial, considerations.** As the OECD recently concluded,
credit is inefficiently allocated. SOEs receive the bulk of funds allocated by the
formal financial system, while non-state enterprises receive a much lower share
than warranted by their importance in the overall economy. Non-commercial
considerations, such as the need to sustain loss-making SOEs, continue to influ-
ence bank lending ¥
The most recent figures indicate that at least 80% of the loans of the major state banks, and
nearly 75% of all commercial bank loans, are directed to SOEs. In contrast, less than 10% of
such loans go to non-state enterprises.*
This practice by the Chinese government of using its control over the banking sector to

keep loss-making SOEs afloat has taken a toll on China's financial system and, in turn, on the

Chinese economy as a whole. The U.S. State Department recently found that " {a}uthoritative

estimates of the total stock of bad debt in China's financial system range from 45 percent to 75

percent of the country's annual gross domestic product."®” In other words, while the govern-

ment's practices have allowed many loss-making SOEs to survive, they have hindered the
reallocation of resources to more efficient industries.

Clearly, the scope of the Chinese government’s control over the allocation of resources
and pricing and output decisions is enormous.
VII. OTHER FACTORS FOR THE DEPARTMENT TOQ CONSIDER

Finally, in making NME determinations, the Department is authorized to take into

account “such other factors as . . . {it} considers appropriate.”™®® In its request for comments here,

84 "China Country Commercial Guide" at 82, attached as Exhibit 16.

8 "China in the World Economy" at 18, attached as Exhibit 18.

8 "China in the Global Economy" at 80, attached as Exhibit 29,

87 "China Country Commercial Guide" at 82 (emphasis added), attached as Exhibit 16.

8 19 U.S.C. § 1677(18)(B)(vi)(2001).
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the Department has requested information regarding Chinese government policies and practices,
including tax incentives and export promotion instruments, that appear to be inconsistent with
the normal experience of a market economy and that have the potential to distort the market and
U.8.-China trade.” In addition to the policies and practices discussed above, the Chinese
government employs numerous incentive programs that are designed solely to favor domestic
producers, restrict imports, and increase exports to the United States and other countries.

In particular, China applies its value-added tax ("VAT") in a manner that is clearly
intended to favor domestic production and restrict imports in a number of industrial and
agricultural sectors. For example, China provides a rebate of the VAT for all domestically
produced semiconductors sold in China, but not for imported semiconductors.®® The United
States has recently challenged this practice at the WTQ. The U.S. Trade Representative's Office
has also found that China exempts domestically produced fertilizer from the VAT altogether.”*
Furthermore, as recognized by the Départment, China uses the VAT to benefit its domestic steel
industry as well, Indeed, under the Steel Import Substitution Program, Chinese steel producers
receive a rebate of the VAT on sales to steel users that would otherwise import their steel
needs.”? In all of these respects, the Chinese government uses the VAT so as to promote the sale
of domestically produced goods and to significantly restrict the sale of imported goods.

China also uses the VAT and other incentive programs to encourage companies to export
their products to the greatest extent possible. Specifically, the Chinese government provides

rebates of the 17% VAT for domestically-sourced goods that are used to produce items for

3 Request for Comments on U.S.-China Joint Commission, 69 Fed. Reg. at 24133.

% "USTR Report on China's WTO Compliance” at 7-8, attached as Exhibit 25.
o 1d.
2 "Report to the President: Global Steel Trade — Structural Problems and Future Solu-

tions,"” U.S. Department of Commerce (July 2000), at 154, attached as Exhibit 31.
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export,” Moreover, the ceniral and provincial governments in China continue to provide other
direct and indirect subsidies to companies engaged solely or primarily in export operations.”*
Accordingly, China uses the VAT and other incentive programs to provide a substantial
benefit to its domestic producers and to companies engaged in export operations. These
programs certainly operate to distort the Chinese market and U.S.-China trade.
VIIL. CONCLUSION
As demonstrated above, the overwhelming weight of evidence shows that China exhibits
none of the characteristics of a market economy. To find otherwise would be to ignore the
studied conclusions of all parties who have analyzed the situation, including the U.S. Govern-
ment itself. The Department should address the critical issues identified above in its upcoming
discussions with the Chinese government and should find that China must make radical changes
and developments before its NME status may be reconsidered.

Respectfully submitted,

ert E. L@hizer ; f

ohn J. Mangan
Jeffrey D. Gerrish

On Behalf of United States
Steel Corporation

o3 "China Country Commercial Guide" at 54, atiached as Exhibit 16; AISI September 10,
2003 Comments at 3, attached as Exhibit 24.
94 "Country Commerce — China” at 45, attached as Exhibit 5; AISI September 10, 2003

Comments at 3-4, attached as Exhibit 24.
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FROM THE OFFICE OF PUBLIC AFFAIRS .

October 30, 2003

| J5-956

Economic Relations between the United States and China and
. China’s Role in the Global Economy
o John B. Taylor . :
tnder Secretary of Treasury for International Affalrs
- Committee on Ways and Means
" October30, 2003 -

Chairman Thomas, Ranking Member Rangel, Members of the Commitiee, thank - -
you for giving me the opportunity to testify on economic relations hetween the
United States and China and on China's role in the global economy.

" International Economic Strategy

Our economic relations with China.are an important part of our overall econonyic -
strategy. The goal of that stiategy is to strengthen the current economic recovery
and establish conditions that will lead o a long economic expansion in the. United

 States.. The economic expansions of the 1980s and the 1990s were the first and
second longest peacetime expansions in American history, and with the right '
policies there is no reason to expect that the current expansion will not be as long
or longer.  The Jobs and Growth package enacted into law this summer, is an
essential part of the policy, as are the President’s proposals for tort reform,
regulatory reform, and health care reform, '

‘But even with these policy reforms in the Uniled States there are barriers to
economic growth in other countries. And these barriers have ramifications for
economic growth in the United States. This is why the international component of
our economic strategy is so important. ' '

_The strategy has been to urge the removal of rigidities and barriers wherever they
“exist, and to encourage pro-growth and pro-stability policies that benefit the United
" States and the whole world. The international strategy is built on bilateral economic
relationships, including, of course, our relationship with China. It also has a
multilatera! foundation, including the meetings of groups such as the (5-20, where
China is included,.or the newly established talks between economic officials from
China an’c%tge G-7. " . -

omic Recovery

Thanks to the recent fiscal and monetary policy actions, the United States economy
is now expanding much more rapidiy.” Consumer spending is growing at a'very
strong pace, housing remains solid, and business investment is picking up. The
 latest data also show exports to be gaining strength compared with the first half of
the vear. The September employment data showed a promising increase in jobs as
well. '

Globai growth is also improving. There is continuing evidence of stronger economic

~ growth in the Japan, Canada, and the United Kingdom. An increase in business -
and consumer confidence in the Euro area is a welcome sign that economic’
recovery is on the way there foo. Much of Asia seems to have bounded back from
the SARS induced slowdown in the first part of the year. Growth in China recovered
sharply in the third quarter following a decline in the second quarter. Growth in

. other emerging markets is also picking up as the number of crises is down, capital -
flows are up, and interest rate spreads are low compared with the late 1990s



Pressing Ah‘ead.on'jlthe Global Economio"Expansion

Despite this progress, we need to do more. Last month the G7 launched a new
Agenda for Growth. For the first time each G7 country will take part in a process of
benchmarking and reporting actions to spur growth and create jobs. Another
example is the new United States-Brazil Group for Grawth through which we will
waork together to identify pro-growth strategies at the micro as well as macro levels:
Exchange rate policy also has bearing on growth and stability. Earlier today the
Treasury issued its latest Report on International Economic and Exchange Rate -
Policies. This repori examines exchange rate policies in major countries around the -
world, The Report reiterated our view that flexible exchange rates are desirable for
{farge economies. However, the report documents that a number of countries
continued to-use pegged exchange rates and/or o intervene substantially in the

* foreign exchange market. The Administration strongly believes that a system of
flexible, market-based exchange rates is best for major economies. For this

reason, the Bush Administration is aggressively encauraging our-major trading.

. partners to-adopt pohmes that promote flexible market-based exchange rates
‘combined with a clear price stability goai and a transparent system for adjusting the -
policy instruments o

.~ The move by several large emergmg market oountnee—such as Brazil, Korea, and
Mexico-—to flexible exchange rates combined with clear price stability goals anda - -~
. transparent system for adjusting the policy instruments is one of the reasons we are

- seeing fewer crises and greater stability. We emphasize that the choice of an -
exchange rate regime is one whiere country ownership is particularly important. We
- also recognize that, especially in the case of small open econornles, there are
benefits from a “hard” exchange rate peg, whether dollarizing, as with El Salvador,
joining a currency union, as with’ Greece or using a credible curency board asin
Bulgaria.

The Economy of China and its Links to the United States and the Giobal "
Economy .

Let me.now address China’s economy. Economic reforms in China have increased
economic growth and transformed China into 2 major econotmy in the world, both in
terms of total production and in térms of puschases and sales of goods with the-rest
of the world. Yet, with per capita income of only about $1,000 per year and with !
financial, Iegai and regulatory systems in need of reform, China still faces -
challenges in |ts efiort to catch up wuth developed gconomies.

China’s global current account surplus wae under 3 percent of GDP in 2002 and -
declined to 1.8 percent in the first half of 2003. Despite the relatively small overall .
- surplus, China has a large trade surpius with the United States. This means, of
‘course, that China has a large deficit with the rest of the world. China's bilateral - - :,
trade surplus with the United States was $103 billion in 2002 while China's trade
deficit with the rest of the world was about $73 biflion, feaving an overail surplus of |
* $30 billion. Many imports from China are goods from other Asian economies that
are processed or finished off in-China hefore shipping to the Unifed States and =
other countries. Other East Asian economies increasingly send goods ta Chinafor .
final processing before they are shipped to the United States. China accounted for
11 percent.of U.S. imports in 2002, up from 3 percent in 1890. Meanwhile, the

combined share of Japan, Korea. and Taiwan in U.S. imports dectined to 17 percent

from 27 percent over the same period. Thus, the total share of U.S. imports coming
from these-four Asian countries has remained steady since 1990, actually faillng
sllghtly from 30 percent to 29 percent

Uu.s. 1mports from China are about 1 percent of U.S. GDP, or 11 percent of total
U.S. imports, U.S. imports from China have been increasing rapidly, between 2¢ .

- and 25 percent in 2002 and 2003. In-general, these imports result from China using
low-skilled labor to assemble and process imported parts and materials originating
in other countries-mostly from other Asian countries that have tradifionally exported
directly to the United States. Consequently, the share of U.S. imports from these
ofher countries has declined just as China’s share has increased. Asia’s share of .
U s. |mports has dechned slightly. Much of the increase in U.S. |mports from China’



has come at the expense of imports that once came directly from other Asian
countries. - . ' ' o

At the same time, U.S. merchandise exports to China grew 21 percent in the first 8
months of this year.” Growth has been especially rapid in recent years for U.S. .
exports to China of transportation equipment (including aircraft engines},
machinery, chemicals, and semiconductors. o :

TheU.S. trade deficit with China should be viewed in the context of the averall
trade deficit of the United States. The U.S. trade deficit is spread across many :
countries of the world in addition to China. For instance, the overall trade deficit
reached-$468 billion last year with 1) the Americas accounting for $105 bitlion, 2).
Western Europe $89 billion, 3) Japan $70 billion, and 4) China $103 billion. The
U.8. overall trade and current account deficit is best understoed in terms of the gap
between investment and saving in the United States. if this gap were reduced
through an increment in savings, the overall deficit could shrink as would the size of
the bilateral deficits. Increased growth abroad is also grucial to increasing U.S.
exports. ' ' Co :

China’s Exchange Rate Regime

For nearly ten years now, the Chinese have maintained a fixed excharige rate for

 fheir currency felative to the dollar. The rate has been pegged at about 8.28 .
" yuan/dollar for the entire period. Thus, as the doliar has appreciated or depreciated

in value relative to ather currencies, such as the euro or the yen, the yuan has

" appreciated or depreciated by the same amount relative to these other countries:

To maintain this fixed exchange rate, the central bank of China has had to intervene

_ in the foreign exchange market. It sells yuan in exchange for dollar denominated:

assets when the demand for the yuan increases and it buys yuan with doltar
denominated assets when the demand for the yuan decreases. Recently the central
nank has intervened very heavity in the markets to prevent the yuan from
appreciating. Since the end of 2001, doflar buying has been so great that the
foreign reserves held by the Chinese government have risen by $171 billion to $384

:bil[ion {as of end-September). :

This accumulation of foreign exchange reéserves would tend to expand China’s
money supply, although in recent months the Chinese ceniral bank has moved to
reign in monetary expansion. Among other measures to stetilize reserve
accumulation, the central bank has—for the first ime—begun issuing central bank
paper to restrict growth of thé monetary base. Nevertheless, the broader money

- gupply continues to grow very rapidly; M2 glimbed 21 percent aver the 12 months

ending in September 2003, . : : : S

it is also important to recognize that China still has significant capital controls.
China’s capital controls altow for more. infiows than outflows, thus bolstering foreign
exchange reserves. China is gradually lcosening some controls, and outflows are
likely to grow as new channeéls develop for Chinese o seek diversification-and
better returns than those offered by low domestic interest rates. Indeed, there is

. already significant leakage of capital. A relaxation of controls on outilows would
" reduce upward pressure on the yuan, o . ’ .

Economic Relations between the United Stétes_and.@hina

With its rapid growth and substantial foreign exchange reserves, Chinais nowina
position to show leadership on the important global issue-of exchange rate -
fiexibility. China represents one of the largest economies in the world, and a flexibie
exchange rate regime would be a good policy for China. It would allow China to

_-apen the nation to capital flows -and reduce macroeconomic imbalances. We have

been urging China to move to a flexible exchange rate.

We have also urged the Chinese to move forward in two other areas: reductions in
barriers to trade and capital fiows, In the area of trade, it is important for China to

* fully implement, and even surpass, the commitments it made to thé World Trade

Organization. It is important that China continue to open markets to U.5, services,



agricultural and industrial products, and tol'éffectively-enfbrce"intellebtual prope'rty‘ '
laws. . : . ) .

CHina’s restrictions on capital flows are one of the major rigidities interfering with.
market forces. The authorities understand this and are beginning to reduce bawiers
to eapital flows and develop more open and sophisticated capital markéts. They are,
also working to strengthen the banking system and liheralize capital flows in order -
to prepare for a more flexible exchange rate. . o

‘Secretary Snow traveled to Beijing last month to urge further progress. He.met:
Premier Wen, Vice Premier Huang, Central Bank Governor Zhou, and Finance
Minister Jin. He met again with the Finance-Minister and Central Bank Governdr

. last week in Mexico. . ' T o

President Bush recently met with President Hu. He discussed each of these
economic issues. He stressed the importance of reducing barriers to trade, of ..
removing.restrictions on the transfer of capital, and of moving to a flexiBle, market- -
~ based, exchange rate. Recently, both Secretary Evans and US Trade :
Representative Robert Zoellick traveled to China to stress the importance market **
opening, especially in the area of trade in goods and services. In an important
recent development, Vice PremierHuang has accepted an invitation to come to the
United States to engage in high-level tatks with Secretary Snow. T L

Al of Secretary Snow's meetings have been detaited and candid. He stated
publicly, “ihe establishment of flexible exchange rates, of a flexible exchange rate
‘regime, would benefit both our nations as well as our regional and global trading-
partners.” The Chinese reported that they infend to moveto a market-based flexible
exchange rate as they open the capital account. The central bank governor stated
publicly that reform of the exchange rate regime is a central part of their foreign
exchange reforms. ; . T

Secretary Snow’s visit to Beijing achieved significant progress, including new policy
announcements by China's central bank; liberalized regulations for foreign firms
managing their foreign exchange; and significantly liberalized provisions fo allow -~
- Chinese travelers to take foreign currency aut of the country and to-do so more
frequently. The United States will continue to urge the Chinese to make rapid -
progress In these areas. ’ o -

We intend to continue both technical work and high-level talks and on this ‘subject.
We have just established a United States-China Technical Cooperation Pragram in
the financial.area that will help China develop its financial market infrastructure,
including the foreign exchange market. - . o
The Chinese and the G7-agreed to engage in talks about these econoimic issues.
This represents another example of how China, the United States and othér
‘afiected parties can come together to work on an issue of vital interest to them all.
_ The first meeting between senior officiats from the G-7 and China's finance ministry
“and central bank took place in September in Dubai, where the Chinese economy,’
* the G7 economies, and other economic issies, were discussed. Further meetings
will be scheduled on a regular basis with China, the United States and the other GT
countries. After the Dubai meeting, China’s central bank representative said that o
China is moving as fast as it can in its reform. o

Conclusion

1 am pleased to report that our economic strategy is showing progress; glebal - _
economic growth is accelerating, led by an even stronger acceleration of economic
growth in the United States, Our efforts to engage in financial diplomacy are
generating constructive responses, though much more needs to be done. Aclive
engagement with China and other countries is paving the way toward freer markets. .
~The Administration’s effort to raise growth in‘the United States and abread, and
thereby create jobs at home is succeeding. . _ -
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| ‘Chapter 2 .-_- T_r-ad_e | an d,_'j I-hlves'tment
' KeyFindings |

. ® With a virtually inexhaustible supply of low-cost labor and large inflows of foreign direct investment (FDI)
© accompanied by transferred manufacturing facilities and technologies, China has positioned itself asa

. global export platformi. China runs trade surpluses: with most of the industrialized world and has been the

. .fecipient of transplanted manufacturing capabilities from the United States, the European Union, Japan, -
- ‘and Taiwan, among others. : ' L : - S -

» The United States has been a major contributor to China’s rise as an economic power. As China's largest™
. export market and a key investor in the Chinese-economy, the United States has helped China become a -
- global manufacturing center and an increasingly impartant center for research and development (R&D).
The result of this trade and investment has enabled Chiina 16 accumulate large U.S. dollar reserves. In .
. addition; 1.8, universities, laboratories, and industries have trained many thousands of ‘Chinese scientists
. who have aided in a massive transfer of technology and know-how to China. o . -

« The United States trade deficit with China is not only olr fargest deficit in absolute terms, but it is the most = -
imbatanced trading relationship the U.S. maintains. in 2000, U.S. trade with China was only 6 percent of

- total two-way U.S. goods trade, but the U.S. deficit with China accounted for 19 percent of the total U.S.-
trade deficit. U.S. imports from China were over 41 percent of China’s total exports, but U.S. exports to
China were only 2 percent of fotal U.S. exports to the world. Both the EU and Japan import much less from
and.export much more to China than does the United States. Some U.S. exports are lost due to China’s

- politicization of trade. The Commission finds there Is plausible evidence that the burgeoning.trade déficit -

- with China will worsen regardless of China’s entry into the World Trade Organization (WTO).

o During the 1990s, the' U.S. trade deficit with China grew to alarming proportions — from $11.5 billion in
1990 to $83 billion in 2001. Most U.S. imports from China over the past decade have been the product of
low-skilled, labor-intensive manufacturing industries. However, this trend has begun to shift rapidly -
China’s exports of advanced technology products {ATP) to the United States have sky rocketed from B
virtually zero in 1990 to $13.3 billion in 2001. The United States is now running a trade deficit with China in
- a majority of the items on the ATP list. compiled by the Commerce Department. The 1.S. Government's '
- abllity to identify vulnerabilities and dependencies of our military-industrial base s complicated by global

supply chains and fimited by insufficient data. The Commission is concemned that the United States may be
- /developing a reliance on Chihese imports that might in time undermine the U.S, defense industrial base.

¢ U.S. FDIinto China has resulted in‘increased foreign affiliate sales in the Chinese market and increased
related. party imports back into the U.S. market. Globalization has increased the trend towards
. subcontractors outsourcing key components and multinational companies utilizing China as an "export
“platform”. Over 90 percent of the. FDI attracted to the U.S. was for the purpose of acquiring ownership of
existing U.S. businesses. The opposite is true for FDI flows into China where estimates indicate that 90 -
- percent of FDI is destined to establish new operations.#n short,.U.S. capital and Chinese labor are .
- manufacturing products in China for both the Chinese and American-markets. U.S. manufacturing workers
~are increasingly displaced. . ' : : _ :

. Investme'nt'in-R_&D has been a growing_compbnen_t of U.S. investment agreements with China. There has o
- not been adequate U.8. Government oversight or analysis of these investments and their impact on-U.S,
economic and nationat security interests. - ' . ; : o B

¢ Under the WTO, China has'agr_e'ed not to condition i_nvest_meﬁt or irriport approvals on. performahCe : S
 requirements, including transfer of technology or requirements 1o conduct research and developmentin- -

China. China's full compliance with these obligations is in the U.S. national security interest.

.htto:f}’www.uscc.govlresearchreportsr'ZOOO 2003/reports/ch2 .02.htm - : 5/10/2004
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.. Over the past decade China's |mport and mvestment pollcues have promoted technologtcal modermzatron
in therr mdustnal and m|l|tar3ar sectors The Umted States has been a key target of Chma s eﬁorls

. Chlna isa consp|cuous abuser of human nghts labor rlghts and the envlronment and its refusal to follow '_ '
" international standards in these and other areas gwes them an unfarr competrhve advantage ws— ~vis U.S. -
workers and businesses. o .

.« Continuing trade surpluses vast investment |nﬂows and very high foretgn exchange reserves are evldence '

~_that China is manipulating its. currency by holdlng down rts value thereby gammg an unfalr trade advantage
that increases the U.S. trade def‘crt . -

e The State Department has rnformed the Commrssron that the targe number of Chinese students scholars.
and researchers present in the U.S. academic and industrial establishment is a principal means used by -
China to acquire U.S, science and technology The U S. Govemment has limited knowledge of therr
number backgrounds and actrvrtles _

'_-Introduction o

‘Over the past two decades ‘China. has emerged asa major partrcrpant in the mternatronal economy.’ Chlnas two- o
way international goods trade grew from roughly $28 billion in 1982 to $510 billion in' 2001. in 2000, Mainland
China was the world’s seventh largest goods exporter ($249.3 billion) and eighth largest importer ($225.1 bilion).!
. During the mid- to late 1990s, China became one of the world’s largest recipients of foreign direct investment
(FDI), According to Chinese statistics, FDI flow inte China in 2001 was a record $46.8 billion. To accomplish such
sustained- growth in exports and investment over the past decade, China's Ieadershrp targeted 'techinological -.
" medernization as the main plllar for such growth and steered the countrys trade - and mvestment policies to
- support that ob;ectlve S .

" The importance of the United States to Ch:nas economic growth durmg the past decade ‘cannot be overstated .
The ‘United States is China’s biggest export market, a key investor-in: its economy, and a- principal source..of
technology and know-how. Since trade relations resumed in 1978, overall U.S. trade with- China has grown from
- $1 biltion to $119.5 billion in 2000, From 1990 to 2000, the U.S. direct investment position in China grew .from

'$354 million to $9.58 billion, according to’ Uu.s. Government figures. The U.S. capital markets have also been an -

important source of capital the Chrnese have raised. approxnmately $20 billion dollars over the past three years 2

. Unfortunately, . the U 8. role in: China s economic growth has some negatrve tmplrcattons for the U.S. economy

From 1990 to 2000, the U.S, doods trade deficit with China grew seven-fold from $11.5-billion to $87 billion and -

~“surpassed Japan as our largest trade deficit. Such an imbalanced relationship has troubling lmpllcatlons for U. S
- jobs and wages, as well as for the overall economic’ health of the U.S, manufacturmg sector :

“ I this’ chapter the Commlssron details, the unuqueness and causes of the U, S trade det‘ cit W|th China and -
describes the shifting composition of China’s trade toward higher technology goods. We also- examine the impact
of 1).8. investment on.China’s econemic growth and technatogical modernization, The chapter ends with the
Commission’s assessment of the national securrty Jmpltcatrons of these developments and recommendatlons in
key areas. o . .

U. S -Chma Trade

Chrna has had one of the world’s fastest’ growing econormes and has shown substantial export prowess across a -
wide- range of goods. in just the past ten years, China has experienced rapid growth in its goods frade, with totai
value soaring from around $100 billion in 1990 to nearly $510 billion in 2001. China’s woridwide exports outpaced
lmports for all but one of those years (1993) generating annual world-w:de trade surpluses albeit not huge ones. "

The U.S. Tracle Deficit with China - The Umted States has played a srgnmcant role i in helpmg China s export Ied )
.growth policies succeed in.a way that is not evidenced by China’s other trading relatlonshrps The U. S. consumer
goods market was the cornerstone for China’s growth in trade in the 1990s. As trade between the Untted States

http://www usce. goviresearchreports/2000. 2003/keports/ch2_02htm . - 5/10/2004
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'ahd -Chin:é,.'ekpan'déd, s0 too did the \U.S. trade deficit. IThe g'romfth of U’I.S._impdr:t's from 'C_hina_ haé far. exceeded'

" the growth in our exports fo China. According to WTO data, in 2000, the United States took 41.3 percent of =
China's total exports, while China purchased about 2 percent of total U.S. exports. From 1990 to' 2000, U.S. - -

exports to China increased from $4.8 billion to $16 billion, while imports from China leaped six-fold from $16.3 -
_ bilion to $103 biltion. The result has been a U.S. goods trade deficit ‘with China that has ballooned: from-
~. approximatety $6 billion in 1989 to $87 billion in 2000. Notably, U.S.-China trade in manLifactures’ accounts for
" virtually the entire U.S. trade deficit with China® : o S . e

=

Figure 2.1

' United States Trade with China 1980-2001

= graph

Source: USITC Datawed

“The U.8. trade deficit with China is not only the largest in absolute terms, but trade with China is also the most

: '._.imbal'an_ced trade relati_onsh_ip the United States has with'an_y,_of its major trading partners:
E Figure 2.2

" Gomparison of U:S. Trade with China and Other Trading Partners: Impoft/Export Ratios™

T a7 || - 1098 h . 1099 L 2000 2004
Imp:Exp vaiue || tmp:Exp || Value [wmp:Exp | valve | tmp:Exp “Value || tmp:Exp || Value
EP wossoy [l - hwssey o [usseyf o Jsstyf ot | USSE) Y
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china || 488 ] 7534 | 409, | 8541 523 | samo |ete. | 1163z | 582 faats2
- Vcondda | 112 || 1847 J 113} a2000 [ 121 36224 130 {40564 [ 133 [ 3soe |
Mexico ] 4.20 - 415726 | 1.20 [ 178.72 126 | 19675 [ 122 . [ 247.63 | 1.29 232.94
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‘Source: USITC Dataweb and Commission calculations.

" “Trade with-China represents only 6.5 percent of U.S..wqu_dwide trade, but accounts .fi?r-app_rqximately 20 percent

hiteearirw nsce. goviresearchreports/2000 2003/repoﬂs:’ch2,;02.h_tm o ' 5!10/2004,
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_\of the U. S global trade deficit: As shown above, in 2001 the ratto of |mperts to exports in-trade wrth China was '.
5.32 to 1,88 compared to a ratio of 2 2 to 1 with Japan and 1 38 to 1 with the European Unltlon (E.U. )

'- Together the Unlted States, E U and Japan recelved about 88 percent of Chlnas total exports in 2000 -and took' o

. over 90 percent their exporls in manufactured goods. However, Japan and Europe imported less from and .

exported more to China than did the United States. The most striking feature of U.S. exports to China is that the

‘United States competes directly with both Japan and the E.U. and frequently.comes in a distant third. .In.bath the

aggregate and at sectoral levels, the U.S. is selling less to China. Particularly stark are the relatively” small U.8.’

~ sales of manufactured goods.. The exceptions are aircraft and fertilizers, where U.S. salés are greater than its -

" competitors. The skewed trading relationship raises questions not only. of competrttveness but aiso. whether
Chlna is managlng or pohtrcrzmg aspects of its tradrng relatronshrps _

' _ Figurez 3

T Chlna S lmports from its Major Tradmg Partners A S E.U. JAPAN 1990-2000 '

o EI graph

- Source; ChIna Stetist!eal Yearbook, varioes Issues; compiled by USCC

Japan s Trade Deficit with China Japan s trade def‘ cit with Chma was $24.7 billion in 2000 Japan exported
-$30.4 billion and imported $55.1.billion. In general, the Japanese are: more successful-in selling to China across a .
" broader range of manufactures categories. As a result, Japan has the highest exports to China among the three
. major trading partners. Japan dominates markets for many products that it'exports to China: Japan sells more
- iron and steel, fabric and fibers, and chemicals than the E.U. or the United States. Additionally, the Japanese

sales of electrical machinery and rnachmery, which- are mostty components for assembly and re—export have
- been hrgher than'U.S. sales in these sectors.

'The European Union s Trade. Deflclt with Chma The E.U. trade deflmt with Chma was $334 billlen in 2000 :
- the E.U. exported $27.8 billion and imported $61.2 billion. The E.U. is selling more pharmaceutical products than'--,'
- either Japan or the United States does to China, The E.U., like Japan, also exports more vehrcles vehicte parts,
machmery, and electncal machmery to Chlna than does the United States

_Factors Contrlbutmg to the U S Deflcrt W|th Chma

- Openness of the U,S. Market — Along wrth more open markets than the EU or Japan to foreign |mports of many
- consumer goods, the U.S. has a more highiy: developed distribution network for imports. Signifi cantly, a sizeable
portion of U.S. imports from China is comprised of shipments to U.S. companies from their affiliates in China or
from their China-based subcontractors, lncreasmgly, U.S. multinationals are utilizing China as an export platform

- in order to compete more aggressrvely in the global economy. While it'is. difficult to obtain precise figures:for
imports that U.S. retailers have subcontracted, there is no doubt that large U.S. retailers make up a significant:
portion of the import market. For example news, reports indicate that American retailer Wal-Mart alone imported
over $10 billion worth of Chinese geeds in 2001, equivalent to around 10 percent of total U,