CHINA

TRADE SUMMARY

The U.S. goods trade deficit with China was $201.6 billion in 2005, an increase of $40 billion
from $161.9 billion in 2004. U.S. goods exports in 2005 were $41.8 billion, up 20 percent from
the previous year. Corresponding U.S. imports from China were $243.5 billion, up 24 percent.
China is currently the 4 largest export market for U.S. goods.

U.S. exports of private commercial services (i.e., excluding military and government) to China
were $7.2 billion in 2004 (latest data available), and U.S. imports were $5.6 billion. Sales of
services in China by majority U.S.-owned affiliates were $3.8 billion in 2003 (latest data
available), while sales of services in the United States by majority China-owned firms were not
available in 2003 ($321 million in 2002).

The stock of U.S. foreign direct investment (FDI) in China in 2004 was $15.4 billion, up from
$11.5 billion in 2003. U.S. FDI in China is concentrated largely in the manufacturing, wholesale,
and mining sectors.

Since joining the WTO in December 2001, China has taken steps to implement its numerous
WTO commitments. With most of China’s key commitments scheduled to be phased in fully by
December 2004, this past year provided a first critical glimpse at what to expect of China as a
WTO member with its full range of commitments in place. At this point, however, China’s
implementation work is still incomplete. While China has made important progress in
implementing specific commitments and in adhering to the ongoing obligations of a WTO
member, there are still serious problems in some important areas, especially in the enforcement
of intellectual property rights (IPR). Many of the shortfalls in China’s WTO compliance efforts
seem to stem from China’s incomplete transition from being a state-planned economy. China
has not yet fully embraced the key WTO principles of market access, non-discrimination and
national treatment, nor has China fully institutionalized market mechanisms and made its trade
regime predictable and transparent. Although China implemented some key reforms, it
continued to use an array of industrial policy tools in 2005 to promote or protect favored sectors
and industries, and these tools at times collide with China’s WTO obligations.

The Administration utilized high-level engagement, expert-to-expert discussions and WTO
mechanisms to address the problems that arose and, in particular, initiated a comprehensive new
strategy for obtaining improvements in China’s IPR enforcement. Many of these efforts
culminated in a meeting of the Joint Commission on Commerce and Trade (JCCT) in July 2005,
co-chaired by Vice Premier Wu Yi on the Chinese side and Secretary of Commerce Gutierrez
and United States Trade Representative Portman on the U.S. side. That meeting achieved
measured progress on a range of concerns, but it fell short of realizing the many win-win
outcomes of the previous JCCT meeting, held in April 2004. Nevertheless, China did agree to
take several specific actions in support of its WTO commitment to significantly reduce IPR
infringement levels, to initiate technical consultations with WTO members to accelerate its
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efforts to join the WTO Government Procurement Agreement and to schedule
telecommunications and insurance dialogues to discuss market access issues in those sectors.
While U.S. stakeholders generally hold the view that China’s economic reforms have improved
the climate for U.S. exporters and investors, serious challenges remain, and many U.S.
businesses are still not able to maximize their opportunities in the Chinese market. Areas that
continue to generate significant problems include inadequate enforcement of laws, particularly in
the IPR area, industrial policies, services, agriculture and an overall lack of transparency in the
regulatory environment.

In the IPR area, while China has made noticeable improvements to its framework of laws and
regulations, the lack of effective IPR enforcement remains a major challenge. Building on its
engagement with China at the April 2004 JCCT meeting, the United States took several
aggressive steps in 2005 in an effort to obtain meaningful progress. First, the United States
conducted an out-of-cycle review under the Special 301 provisions of U.S. trade law. At the
conclusion of this review in April 2005, the Administration elevated China to the Special 301
“Priority Watch” list and set forth a comprehensive strategy for addressing China’s ineffective
IPR enforcement regime, which included the possible use of WTO mechanisms, as appropriate.
The United States immediately began to pursue this strategy during the run up to the July 2005
JCCT meeting, and China subsequently agreed to take a series of specific actions designed to
increase criminal prosecutions of IPR violators, improve enforcement at the border, combat
piracy of movies, audio visual products and software, address Internet-related piracy and assist
small and medium-sized U.S. companies experiencing China-related IPR problems, among other
things. Because lack of transparency on IPR infringement levels and enforcement activities in
China has hampered the United States’ ability to assess the effectiveness of China’s efforts to
improve IPR enforcement since the April 2004 JCCT meeting, the United States also submitted a
transparency request to China under Article 63.3 of the TRIPS Agreement in October 2005. The
U.S. request, made in conjunction with similar requests by Japan and Switzerland, seeks detailed
information from China on its IPR enforcement efforts over the last four years.

China has also increasingly resorted to industrial policies that limit market access by non-
Chinese origin goods or rely on substantial government resources to support increased exports.
The objective of these policies seems to be to support the development of Chinese industries by
effectively mandating local content of products that are higher up the economic value chain than
the industries that make up China’s current labor-intensive base, or simply to protect less-
competitive domestic industries. In 2005, examples of these industrial policies are readily
evident. They include the issuance of regulations on automotive parts tariffs that discourage the
use of imported parts, the telecommunications regulator’s interference in commercial
negotiations over royalty payments to intellectual property rights holders in the area of 3G
standards, the pursuit of unique national standards in many areas of high technology that could
lead to the extraction of technology or intellectual property from foreign rights holders, draft
government procurement regulations mandating purchases of Chinese-produced software, a new
steel industrial policy that calls for the state’s management of nearly every major aspect of
China’s steel industry, continuing export restrictions on coke, and excessive government
subsidization benefiting a range of domestic industries in China. Some of these policies may
raise concerns with respect to China’s WTO commitments in the areas of market access, national
treatment, subsidies disciplines and technology transfer, among others.
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In the area of services, concerns in many sectors remain, largely due to arbitrary and non-
transparent policies, delays in the issuance of regulatory measures, and China’s use of entry
threshold requirements that exceed international norms. Indeed, Chinese regulatory authorities
continue to frustrate efforts of U.S. providers of distribution, direct selling, franchising,
insurance, construction and engineering, telecommunications and other services to achieve their
full market potential in China.

In the area of agriculture, while the United States was able to reach agreement on and initial a
Memorandum of Understanding in July 2005 to facilitate cooperation on animal and plant health
safety issues and improved U.S. access to China’s markets for agricultural commodities,
agricultural trade with China remains among the least transparent and predictable of the world’s
major markets. Capricious practices by Chinese customs and quarantine officials can delay or
halt shipments of agricultural products into China, while sanitary and phytosanitary (SPS)
standards with questionable scientific bases and a generally opaque regulatory regime frequently
bedevil traders in agricultural commodities.

Transparency concerns cut across sectors, as China’s various regulatory regimes continue to
suffer from systemic opacity, frustrating efforts of foreign — and domestic — businesses to
achieve the potential benefits of China’s WTO accession. Although China has taken steps to
improve transparency across a wide range of national and provincial regulatory authorities,
particularly at the Ministry of Commerce (MOFCOM), many other ministries and agencies have
made less than impressive efforts to improve their transparency.

Overall, while China has a more open and competitive economy than 25 years ago, and China’s
WTO accession has led to the removal of many trade barriers, there are still substantial barriers
to trade that have yet to be dismantled. The central government continues to implement
industrial policies and protect noncompetitive or emerging sectors of the economy from foreign
competition. In many sectors, import barriers, opaque and inconsistently applied legal
provisions, and limitations on foreign direct investment often combine to make it difficult for
foreign firms to operate in China. In addition, some ministries, agencies and government-
sponsored trade associations have renewed efforts to erect new technical barriers to trade.
Meanwhile, many provincial governments at times have strongly resisted reforms that would
eliminate sheltered markets for local enterprises or reduce jobs and revenues in their
jurisdictions, although they have also supported market access for other foreign investors that do
not pose a threat to local vested interests.

If China is to complete the implementation of its WTO commitments and institutionalize market-
oriented reforms, it will need to eliminate mechanisms that allow government officials to
intervene in the Chinese economy in a manner that is inconsistent with market principles.
Despite its remarkable transformation over the past quarter century, China continues to suffer
from its command economy legacy. As a result, Chinese economic policy-making often operates
in a way that prevents U.S. businesses from achieving their full potential in the China market.
As U.S. expectations shift from the establishment of basic regulations and implementation of
specific WTO commitments to measurable improvements in market access for U.S. products and
services, there will be decreasing tolerance for Chinese efforts to protect domestic industries.
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In early 2006, the Administration completed a USTR-led interagency “top-to-bottom” review of
the United States’ China trade policy. Recognizing the importance of the United States’ trade
relationship with China and the challenges that confront the United States in that relationship, the
Administration issued a report concluding that the United States is entering an important new
phase in its relationship with China. While U.S. trade policy for the past 20 years had been
focused principally on encouraging market-based reforms and bringing China into the
international trading system, the report explained that the end of China’s transition period as a
new WTO member was drawing near, and it recommended that U.S. trade resources and
priorities should be readjusted to meet new challenges. Specifically, in addition to strengthening
the United States’ current focus on China’s WTO compliance and adherence to international
norms, the report urged that more focus be put on ensuring that: (1) the bilateral trade
relationship offers more balanced opportunities and is equitable and durable; (2) U.S. trade
policymaking is more proactive and informed by more comprehensive information regarding
China’s economic trends and developments and stronger coordination within the Executive
branch and between the Executive and Congressional branches; (3) China participates more fully
in the global trading system as a responsible trading partner; and (4) the U.S. remains an active
and influential economic and trading power in the Asia Pacific region. Based on the results of
the interagency review, the Administration committed to take a series of actions to help ensure
that the United States is best positioned to meet its key China trade objectives. Among other
things, the Administration committed: (1) to expand USTR’s trade enforcement capacity; (2) to
expand USTR’s capability to obtain and process comprehensive, forward-looking information
about the U.S.-China trade relationship; (3) to expand U.S. trade resources in Beijing; (4) to
strengthen interagency coordination and the Executive-Congressional partnership on China
trade; and (5) to increase coordination with other trading partners on China trade issues. The
Administration also committed to strengthen, expand and increase the effectiveness of the U.S.-
China dialogue on needed structural economic reforms and numerous specific issues, such as
standards and SPS issues, China’s subsidies practices, financial services, telecommunications
services, labor, environmental protection, and transparency and the rule of law, among other
issues.

IMPORT REGULATION

Prior to its WTO accession in December 2001, China restricted imports through high tariffs and
taxes, quotas and other non-tariff measures, and restrictions on trading rights. Beginning in
2002, its first year in the WTO, China significantly reduced tariff rates on many products and the
number of goods subject to import quotas, expanded trading rights for Chinese enterprises, and
increased the transparency of its licensing procedures. Since then, China has continued to make
progress by implementing tariff reductions on schedule, phasing out import quotas and
expanding trading rights for foreign enterprises and individuals, although some serious problems
remain, such as China’s tariff treatment of imported automotive parts.
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Trading Rights

Prior to its WTO accession, China restricted the types and numbers of entities with the right to
trade. Only those domestic and foreign firms with trading rights could import goods into, or
export goods out of, China. Restrictions on the type and number of firms with trading rights
contribute to systemic inefficiencies in China’s trading rights system and create substantial
incentives to engage in smuggling and other corrupt practices.

Liberalization of China’s trading rights system had been proceeding gradually since 1995. The
pace accelerated in 1999 when MOFCOM’s predecessor, the Ministry of Foreign Trade and
Economic Cooperation (MOFTEC), announced new guidelines allowing a wide variety of
Chinese firms with annual export volumes valued in excess of $10 million to register for trading
rights. In August 2001, China extended this regulation to allow foreign-invested firms to export
their finished products. Import rights of foreign-invested firms were still restricted to the
importation of inputs, equipment and other materials directly related to their manufacturing or
processing operations. Firms and individuals without trading rights, including foreign-invested
firms with a manufacturing presence in China seeking to import products made outside of China,
were required to use a local agent.

In its WTO accession agreement, China committed to substantial liberalization in the area of
trading rights. Specifically, China committed to eliminate its system of examination and
approval of trading rights and to make full trading rights automatically available to all Chinese
enterprises, Chinese-foreign joint ventures, wholly foreign-owned enterprises and foreign
individuals, including sole proprietorships, within three years of its accession, or by December
11, 2004, which was the same deadline for China to eliminate most restrictions in the area of
distribution services. China further committed to expand the availability of trading rights
pursuant to an agreed schedule during the first three years of its WTO membership.

Although China did not fully adhere to the agreed phase-in schedule in some instances, it has put
in place a registration system implementing the required liberalization of trading rights, both for
Chinese enterprises and for Chinese-foreign joint ventures, wholly foreign-owned enterprises
and foreign individuals, including sole proprietorships. This liberalization is reflected in China’s
revised Foreign Trade Law, issued in April 2004 by the National People’s Congress. It provides
for trading rights to be automatically available through a registration process for all domestic and
foreign entities and individuals, effective July 1, 2004, almost six months ahead of the scheduled
full liberalization required by China’s accession agreement. In June 2004, MOFCOM issued
implementing rules setting out the procedures for registering as a foreign trade operator. U.S.
companies have reported few problems with the new trading rights registration process, although
China’s slow progress in implementing related distribution services commitments has made
these new rights less meaningful for some U.S. companies.

In December 2004, as required by its WTO accession agreement, China also ended its practice of
granting import rights or export rights for certain products — steel, natural rubber, wools, acrylic
and plywood — only to designated enterprises. Any domestic or foreign enterprise or individual
can now trade in these products.
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Consistent with the terms of China’s WTO accession agreement, the importation of some goods,
such as petroleum and sugar, is still reserved for state trading enterprises. In addition, for goods
still subject to tariff-rate quotas such as grains, cotton, vegetable oils and fertilizers, China
reserves a portion of the in-quota imports for state trading enterprises, while it committed to
make the remaining portion (ranging from 10 percent to 90 percent depending on the
commodity) available for importation through non-state traders. In some cases, the percentage
available to non-state traders increases annually for a set number of years.

Meanwhile, China has not yet implemented its trading rights commitments insofar as they relate
to the importation of books, newspapers and magazines. Under the terms of China’s accession
agreement, China’s trading rights commitments apply fully to books, newspapers and magazines,
as they are not among the products for which China reserved the right to engage in state trading.
As a result, trading rights for books, newspapers and magazines should have been automatically
available to all Chinese enterprises, Chinese-foreign joint ventures, wholly foreign-owned
enterprises and foreign individuals as of December 11, 2004. Nevertheless, China continues to
wholly reserve the right to import books, newspapers and magazines to state trading enterprises.

China has also not yet implemented its trading rights commitments insofar as they relate to the
importation of pharmaceuticals. Even though China’s accession agreement creates no exception
for pharmaceuticals, and trading rights should have been automatically available to foreign
pharmaceutical companies as of December 11, 2004, China still requires foreign pharmaceutical
companies to hire Chinese importers to bring their finished products into the country (and it also
requires them to sell their finished products through Chinese wholesalers).

Import Substitution Policies

Throughout the 1990s, China gradually reduced formal import substitution policies. In its WTO
accession agreement, China committed that it would not condition import or investment
approvals on whether there are competing domestic suppliers or imposes other performance
requirements. In anticipation of this commitment, China enacted legal changes in 2000 and 2001
to eliminate local content requirements for foreign investments. Under the prevailing rules,
however, investors are still “encouraged” to follow some of the formerly mandated practices.
Instances in which the Chinese Government has reportedly pursued import substitution or similar
policies are described below.

Corporate Tax Deductions to Foreign-Invested Firms

The State Administration for Taxation (SAT) in May 2005 issued Circular No. 488/2005 that
allows foreign-invested firms to deduct the costs of domestic-manufactured equipment from their
corporate income taxes. According to the notice, equipment manufactured in China is eligible
for the tax deduction but equipment assembled in China from imported parts is not eligible.

Automotive Parts

Before China’s WTO accession, China’s automobile industrial policy offered significant
advantages for foreign-invested factories using high-levels of local content. In 2001, in
anticipation of China’s new obligations as a WTO Member, the State Economic and Trade
Commission (SETC) issued Bulletin No.13, which provided that the preferential policy for
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automobile localization rates would be cancelled upon China’s WTO accession. However, U.S.
automobile manufacturers reported that some local government officials continued to require
local content and cited the old automobile industrial policy’s standards. China also committed to
issue a revised automotive industrial policy within two years of its WTO accession, or by
December 11, 2003, but missed this deadline. In May 2004, China issued a new automobile
industrial policy. It included provisions discouraging the importation of auto parts and
encouraging the use of domestic technology. It also included a number of vague provisions,
such as in the area of complete knocked-down automotive kits, whose implementation will
warrant close scrutiny.

In 2005, China issued measures implementing the new automobile industrial policy. One
problematic measure is the Measures on the Importation of Parts for Entire Automobiles, which
was issued by the National Development and Reform Commission (NDRC) in February 2005
and became effective in April 2005. These new rules require manufacturers in China to register
the parts they use in the assembly of new automobiles, and if the number or value of imported
parts exceeds specified thresholds, China’s General Administration of Customs will apply the
tariff rate assessed a complete automobile on each of the various imported parts rather than the
tariff rate applicable to an individual part. China’s bound and applied tariff rates for complete
automobiles are significantly higher than the tariff rates for imported auto parts. The new rules
appear to improperly condition tariff treatment on local content and to result in the imposition of
a tariff on automotive parts in excess of the bound rate.

Steel

China issued a new Steel and Iron Industry Development Policy in July 2005. Although many
aspects of this new policy have not yet been implemented, it still includes a host of objectives
and guidelines that raise serious concerns. For example, this policy appears to discriminate
against foreign equipment and technology imports. Like other measures, this policy encourages
the use of local content by calling for a variety of government financial support for steel and iron
projects utilizing newly developed domestic equipment. Even more troubling, however, it calls
for the use of domestically produced steel-manufacturing equipment and domestic technologies
whenever domestic suppliers exist, apparently in contravention of the commitment in China’s
accession agreement not to condition the right of investment or importation on whether
competing domestic suppliers exist.

Semiconductors

China’s 10th Five-Year Plan calls for an increase in Chinese semiconductor output from $2
billion in 2000 to $24 billion in 2010. In pursuit of this policy, China has attempted to encourage
the development of China’s domestic integrated circuit (IC) industry through, among other
things, discriminatory VAT policies. In particular, through a series of measures, China has
provided for the rebate of a substantial portion of the 17 percent VAT paid by domestic
manufacturers on their locally produced ICs. China, meanwhile, charged the full 17 percent
VAT on imported ICs, unless they were designed in China. After bilateral meetings on this issue
failed to yield a change in China’s policy, in March 2004, the United States filed the first and to
date only WTO case against China. In the ensuing consultations, China signaled its willingness
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to discuss a possible resolution. In July 2004, the United States and China reached a settlement
in which China agreed to immediately cease certifying new Chinese IC manufacturers or
products as eligible for the VAT rebate and to issue the necessary regulations to eliminate the
VAT rebate entirely by November 1, 2004, with an effective date no later than April 1, 2005.
China also agreed to repeal the relevant implementing rules that had made VAT rebates available
for ICs designed in China but manufactured abroad by September 1, 2004, with an effective date
no later than October 1, 2004. China followed through on each of these agreed steps in a timely
manner, and the two sides notified the WTO in October 2005 that their dispute had been
satisfactorily resolved. Nevertheless, the United States continues to monitor closely new
financial support that China is making available to its domestic producers for consistency with
the WTO Subsidies Agreement’s disciplines.

Fertilizer

In 2001, China began exempting all phosphate fertilizers except diammonium phosphate (DAP)
from the VAT. DAP, a product that the United States exports to China, competes with other
phosphate fertilizers produced in China, particularly monoammonium phosphate. Both the
United States Government and U.S. producers have complained that China has employed its
VAT policies to benefit domestic fertilizer production.

Telecommunications Equipment

There have been continuing reports of Ministry of Information Industry (MII) and China
Telecom adopting policies to discourage the use of imported components or equipment. For
example, MII has reportedly still not rescinded an internal circular issued in 1998 instructing
telecommunications companies to buy components and equipment from domestic sources.

Tariffs and Other Import Charges

Under the terms of its WTO accession, China committed to substantial annual reductions in its
tariff rates, with most of them taking place within five years of China’s WTO accession. The
largest reductions took place in 2002, immediately after China acceded to the WTO, when the
overall average tariff rate fell from over 15 percent to 12 percent.

China’s post-WTO accession tariff rates are “bound,” meaning that China cannot raise them
above the bound rates without “compensating” WTO trading partners, i.e., re-balancing tariff
concessions or, in accordance with WTO rules, being subject to withdrawal of substantially
equivalent concessions by other WTO members. “Bound” rates give importers a more
predictable environment. China may also apply tariff rates significantly lower than the WTO-
required rate, as in the case of goods that the government has identified as necessary to the
development of a key industry. For example, China’s Customs Administration has occasionally
announced preferential tariff rates for items that benefit key economic sectors, in particular for
the automotive, steel and chemical industries.

China’s WTO accession commitments are having a dramatic effect on tariffs for many products
of interest to the United States. As in prior years, China implemented its scheduled tariff
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reductions for 2005 on schedule. These tariff reductions further increased market access for U.S.
exporters in a range of industries, as China continued the process of reducing tariffs on goods of
greatest importance to U.S. industry from a base average of 25 percent (in 1997) to 7 percent
over a period of five years, running from January 1, 2002, while it made similar reductions
throughout the agricultural sector (see the Agriculture section below). The reductions made on
January 1, 2005, involved a range of sectors, including motor vehicles and motor vehicle parts,
office machinery, large appliances, furniture and chemicals, and contributed to another
significant increase in U.S. exports, which rose approximately 17 percent from January through
September 2005, when compared to the same time period in 2004.

In one of its more significant tariff initiatives, China continued its participation in the
Information Technology Agreement (ITA), which requires the elimination of tariffs on
semiconductors and semiconductor manufacturing equipment, computers and computer parts,
software, telecommunications equipment, computer-based analytical instruments and other
information technology products. China began reducing and eliminating these tariffs in 2002
and continued to do so in the ensuing years, achieving the elimination of all ITA tariffs on
January 1, 2005, as tariffs on ITA products dropped to zero from a pre-WTO accession average
of 13.3 percent. U.S. exports of ITA goods continued to perform well in 2005, as they were
projected to exceed $5 billion by the end of the year, although they did decrease by 12 percent
from January through September 2005, when compared to the same time period in 2004.

China also continued its timely implementation of another significant tariff initiative, the WTO's
Chemical Tariff Harmonization Agreement. U.S. chemical exports covered by this agreement
increased by 36 percent from January through September 2005 and were projected to reach $5.8
billion by the end of the year, well above 2004's healthy total of $4.7 billion.

Meanwhile, exports of some bulk agricultural commodities have increased dramatically in recent
years, particularly cotton and wheat, while exports of soybeans continued to perform strongly,
totaling $1.2 billion for the first nine months of 2005. Exports of forest products such as lumber
performed strongly, increasing by 26 percent for the first nine months of 2005, with a projected
year-end total of $477 million. Fish and seafood exports, after having increased from $119
million in 2001 to $135 million in 2002, and then to $176 million in 2003 and $258 million in
2004, rose by another 41 percent in the first nine months of 2005 and were projected to reach
$363 million by the end of the year. Meanwhile, exports of consumer-oriented agricultural
products increased by only 4 percent from January through September 2005, when compared to
the same period in 2004, although they were still projected to exceed $500 million by the end of
the year.

However, China still maintains high duties on some products that compete with sensitive
domestic industries. For example, the tariff on large motorcycles will only fall from 60 percent
to 45 percent. Likewise, most video, digital video and audio recorders and players still face
duties of around 30 percent. Raisins face duties of 35 percent.

Tariff Classification

Chinese customs officers have wide discretion in classifying a particular import. While foreign
businesses might at times have benefited from their ability to negotiate tariff classification into
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tariff categories with lower import duty rates, lack of uniformity makes it difficult to anticipate
border charges.

Recent foreign and joint venture auto manufacturing entrants to the Chinese market complain
about disparate treatment under tariff classification rules. They are less able than domestic
manufacturers and the early joint venture entrants to assemble cars with locally manufactured
components, and their knock-down kits imported for assembly in China are more likely to be
classified as complete vehicles than are the kits imported by domestic manufacturers and the
early joint venture entrants.

Customs Valuation

In January 2002, shortly after acceding to the WTO, China's Customs Administration issued the
Measures for Examining and Determining Customs Valuation of Imported Goods. This measure
addressed the inconsistencies that had existed between China's customs valuation methodologies
and the Agreement on Customs Valuation.

The Customs Administration subsequently issued the Rules on the Determination of Customs
Value of Royalties and License Fees Related to Imported Goods, effective July 2003. This
measure was intended to clarify provisions of the January 2002 measure that address the
valuation of royalties and license fees. In addition, by December 11, 2003, China had issued a
measure on interest charges and a measure requiring duties on software to be assessed on the
basis of the value of the underlying carrier medium, meaning, for example, the floppy disk or
CD-ROM itself, rather than based on the imputed value of the content, which includes, for
example, the data recorded on a floppy disk or CD-ROM.

Nevertheless, China has not uniformly implemented these various measures. U.S. exporters
continue to report that they are encountering valuation problems at many ports. For example,
even though the January 2002 and July 2003 measures provide that imported goods normally
should be valued on the basis of their transaction price, meaning the price the importer actually
paid, nearly four years later, many Chinese customs officials are still improperly using "reference
pricing," which usually results in a higher dutiable value. In 2005, China appeared to continue
its efforts to eliminate the use of "reference pricing," although it still occurs at many ports.

In addition, some of China's customs officials are reportedly not applying the provisions in the
January 2002 and July 2003 measures as they relate to software royalties and license fees.
Following their pre-WTO accession practice, these officials are still automatically adding
royalties and license fees to the dutiable value (for example, when an imported personal
computer includes pre-installed software), even though China's July 2003 measure expressly
directs them to add those fees only if they are import-related and a condition of sale for the goods
being valued. While some improvement appears to have taken place with regard to the valuation
of royalties and license fees since the issuance of the July 2003 measure, that measure has not led
to uniform, WTO-consistent implementation by China's customs officials in this area.

FOREIGN TRADE BARRIERS
-101-



Beginning in 2004, U.S. exporters also complained about the Customs Administration's handling
of imports of digital media that contain instructions for the subsequent production of multiple
copies of products such as DVDs. The Customs Administration has been inappropriately
assessing duties based on the estimated value of the yet-to-be-produced copies.

Rules of Origin

In September 2004, nearly three years after China acceded to the WTO, the State Council finally
issued the regulations intended to bring China's rules of origin into conformity with WTO rules
for import and export purposes. These regulations took effect on January 1, 2005, although
necessary implementing rules are still being drafted. Nevertheless, importers have not reported
problems stemming from inappropriate application of rules of origin.

Border Trade

China’s border trade policy continues to generate MFN and other concerns. China provides
preferential import duty and VAT treatment to certain products, often from Russia, apparently
even when those products are not confined to frontier traffic as envisioned by Article XXIV of
GATT 1994. China addressed some of these concerns in 2003 when it eliminated preferential
treatment for boric acid and 19 other products. Nonetheless, it appears that large operators are
still able to take advantage of border trade policies to import bulk shipments across China’s land
borders into its interior at preferential rates. In addition, U.S. industry reports that China
continues to use border trade policies to provide preferential treatment for Russian timber
imports, to the detriment of U.S. timber exporters.

Antidumping, Countervailing Duty and Safeguard Measures

Since acceding to the WTO, China has emerged as a significant user of antidumping measures,
with a total of 67 antidumping measures covering 19 countries currently in place and 42
antidumping investigations in progress. China continued to actively apply its antidumping law in
2005, initiating several new investigations, four of which involved U.S. exports. Chemical
products remain the most frequent target of Chinese antidumping actions.

Most of the rules and regulations used by MOFCOM to conduct its antidumping investigations
were issued as provisional measures by MOFCOM’s predecessor agencies — MOFTEC and the
State Economic and Trade Commission — shortly after China acceded to the WTO. While these
measures generally represent good-faith efforts to implement the relevant WTO commitments
and to improve China’s pre-WTO accession measures, they also contain vague language, have
gaps in areas of practice and allow inordinate discretion. Meanwhile, China’s handling of
antidumping investigations and reviews continues to raise concerns in key areas such as
transparency and procedural fairness. Concerns with transparency, including access to
information, are especially acute with regard to the injury portion of investigations.

To date, China has not initiated a countervailing duty investigation. China’s only safeguard
measure was removed at the end of 2003 after being in place for less than two years.
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The Supreme People’s Court has issued a judicial interpretation covering the review of
antidumping and other trade remedy decisions. To date, however, judicial review of these types
of decisions remains untested.

In one antidumping investigation involving imports of kraft linerboard from the United States,
following an affirmative final determination and the imposition of antidumping duties in
September 2005, the affected U.S. exporters filed for administrative reconsideration with
MOFCOM in which it raised concerns with various aspects of the final determination,
particularly the injury finding. Immediately after the United States notified China that it also
intended to commence dispute settlement at the WTO, MOFCOM issued a decision repealing the
antidumping order.

Non-Tariff Barriers

China’s WTO accession agreement obligated China to address many of the non-tariff barriers it
had historically used to restrict trade. For example, China is obligated to phase out its import
quota system, apply international norms to its testing and standards administration, remove local
content requirements, and make its licensing and registration regimes transparent. At the
national level, China made progress following its WTO accession in reforming its testing system,
revising regulations requiring local content, and improving overall regulatory transparency,
including in the licensing area. Despite this progress, however, as China’s trade liberalization
efforts moved forward, some non-tariff barriers remained in place and others were added.

Four years after China’s WTO accession, many U.S. industries complain that they face
significant non-tariff barriers to trade, which are discussed in more detail in various sections
below. These barriers include, for example, regulations that set high thresholds for entry into
service sectors such as banking, insurance and telecommunications, selective and unwarranted
inspection requirements for agricultural imports and the use of questionable sanitary and
phytosanitary measures to control import volumes. Many U.S. industries have also complained
about China’s manipulation of technical regulations and standards to favor domestic industries.

Import Quotas

In the past, China often did not announce import quota amounts or the process for allocating
import quotas. China set import quotas through negotiations between central and local
government officials at the end of each year. Import quotas on most products were eliminated or
are scheduled for phase-out under the terms of China’s WTO accession. China’s accession
agreement required China to eliminate existing import quotas for the top U.S. priority products
upon accession and phase out remaining import quotas, on industrial goods such as air
conditioners, sound and video recording machines, color TVs, cameras, watches, crane lorries
and chassis, and motorcycles, by January 1, 2005. While China’s post-WTO accession import
quota system was beset with problems, China did fully adhere to the agreed schedule for the
elimination of all of its import quotas, the last of which China eliminated on January 1, 2005.
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Tariff-Rate Quotas

In 1996, China claimed to have introduced a tariff-rate quota (TRQ) system for imports of wheat,
corn, rice, soy oil, cotton, barley, and vegetable oils. The quota amounts were not publicly
announced, application and allocation procedures were not transparent, and importation occurred
through state trading enterprises. China later introduced a TRQ system for fertilizer imports.
Under these TRQ systems, China places quantitative restrictions on the amount of these
commodities that can enter at a low “in-quota” tariff rate; any imports over that quantity are
charged a prohibitively high duty.

As part of its WTO accession commitments, China was to establish large and increasing TRQs
for imports of wheat, corn, rice, cotton, wool, sugar, vegetable oils, and fertilizer, with most in-
quota duties ranging from 1 percent to 9 percent. Each year, a portion of each TRQ is to be
reserved for importation through non-state trading entities. China’s accession agreement sets
forth specific rules for administration of the TRQs, including increased transparency and
reallocation of unused quotas to end-users that have an interest in importing.

For the first two years after China’s WTO accession, China’s implementation of its TRQ systems
generated numerous complaints from foreign suppliers, with the most serious problems being
lack of transparency, sub-divisions of the TRQ, small allocation sizes and burdensome licensing
procedures. Repeated engagement by U.S. officials led regulatory and operational changes by
NDRC for shipments beginning January 1, 2004. Key changes included the elimination of
separate allocations for general trade and processing trade, the elimination of certain unnecessary
licensing requirements, and the creation of a new mechanism for identifying allocation
recipients. In 2004, improvements in NDRC’s TRQ administration became evident, although
transparency continued to be problematic for some of the commodities subject to TRQs into
2005.

While NDRC was implementing the systemic changes in 2004, exports of some bulk agricultural
commodities from the United States showed substantial increases, largely due to market
conditions. In particular, despite some continuing problems with NDRC's handling of the cotton
TRQs, U.S. cotton exports totaled a record $1.4 billion in 2004. In addition, U.S. wheat exports
totaled $495 million in 2004, as the TRQ allocations for wheat did not appear to act as a limiting
factor. In 2005, U.S. cotton exports totaled $1.4 billion, while U.S. wheat exports declined
significantly to $78 million. The drop in U.S. wheat exports was due to higher production and
lower prices in China, which reduced China’s overall import demand.

Meanwhile, the administration of China’s TRQ system for fertilizer, handled by SETC and
subsequently MOFCOM, has suffered from systemic problems since China’s WTO accession.
By 2005, this system was still operating with insufficient transparency, and administrative
guidance still seemed to be affecting how the allocated quota was used. U.S. fertilizer exports to
China have declined throughout the post-WTO accession period, due in part to the continuing
problems with MOFCOM's administration of the fertilizer TRQ system and in part to increasing
subsidization — and resulting overcapacity — of China's domestic fertilizer industry. U.S.
fertilizer exports to China have gone from $676 million in 2002 to $459 million in 2003 to $306
million in 2004. In 2005, U.S. fertilizer exports to China remained stable, as the figures for
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January through September 2005 showed a slight decrease, totaling $210 million as compared to
$215 million during the same period in 2004.

Import Licenses

In the early 1990s, China began to reduce substantially the number of products subject to import
licensing requirements. With its WTO accession in December 2001, China committed to the fair
and non-discriminatory application of licensing procedures. Among other things, China also
committed upon its WTO accession to limit the information that a trader must provide in order to
receive a license, to ensure that licenses are not unnecessarily burdensome, and to increase
transparency and predictability in the licensing process.

MOFTEC issued new regulations and implementing rules to facilitate licensing procedures
shortly after China’s accession to the WTO. However, license applicants initially reported that
they have had to provide sensitive business details unnecessary for simple import monitoring. In
some sectors, importers also reported that MOFTEC was using a “one-license-per-shipment”
system rather than providing licenses to firms for multiple shipments. MOFTEC began to allow
more than one shipment per license in late 2002 following U.S. interventions, without modifying
the measure authorizing the “one-license-per-shipment” system. In December 2004,
MOFCOM issued revised licensing procedures for imported goods. Among the changes, import
licenses no longer have quantitative restrictions, provisions related to designated trading were
removed, and provisions allowing more than one license per shipment and an “under or over
provision” for overloaded or short shipments were added.

In May 2005, after Chinese steel producers negotiated contracts with major foreign iron ore
suppliers, the Chinese government began imposing new import licensing procedures for iron ore
without prior WTO notification. Even though the WTO’s Import Licensing Agreement calls for
import licensing procedures that do not have a restrictive effect on trade, China reportedly
restricts licenses to 48 traders and 70 steel producers and has not made public a list of the
qualified enterprises or the qualifying criteria used. While the Chinese government maintained
that it did not impose any qualifying criteria, it did acknowledge that two organizations affiliated
with the Chinese government, the China Steel Industry Association and the Commercial
Chamber for Metals, Minerals and Chemicals Importers and Exporters, had been discussing a set
of rules regarding qualifying criteria such as production capacity and trade performance.

China’s inspection and quarantine agency, the State Administration of Quality Supervision and
Inspection and Quarantine (AQSIQ), has also imposed inspection-related requirements that have
led to restrictions on imports of some U.S. agricultural goods. In particular, two AQSIQ
measures issued in 2002 require importers to obtain a Quarantine Inspection Permit (QIP) prior
to signing purchase contracts for nearly all traded agricultural commodities. QIPs are one of the
most important trade policy issues affecting the United States and China's other agricultural
trading partners.

AQSIQ sometimes slows down or even suspends issuance of QIPs at its discretion, without
notifying traders in advance or explaining its reasons, resulting in significant commercial
uncertainty. Because of the commercial necessity to contract for commodity shipments when
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prices are low, combined with the inherent delays in having QIPs issued, many cargoes of
products such as soybeans, meat and poultry arrive in Chinese ports without QIPs, creating
delays in discharge and resulting in demurrage bills for Chinese purchasers. In addition, traders
report that shipment quantities are often closely scrutinized and are at risk for disapproval if
considered too large.

Some improvements were made to the QIP system in 2004 following repeated U.S. engagement,
both bilaterally and at the WTO. In June 2004, AQSIQ issued Decree 73, the Items on Handling
the Review and Approval for Entry Animal and Plant Quarantine, which extended the period of
validity for QIPs from three months to six months. AQSIQ al