CHINA

TRADE SUMMARY

The U.S. goods trade deficit with Chinawas $226.8 billion in 2009, down $41.2 billion from 2008. U.S.
goods exports in 2009 were $69.6 billion, down 0.2 percent from the previousyear. Corresponding U.S.
imports from China were $296.4 billion, down 12.2 percent. China is currently the 3rd largest export
market for U.S. goods.

U.S. exports of private commercia services (i.e., excluding military and government) to China were
$15.9 hillion in 2008 (latest data available), and U.S. imports were $9.8 hillion. Sales of services in
China by mgjority U.S.-owned affiliates were $14.0 billion in 2007 (latest data available), while sales of
services in the United States by majority China-owned firms were $315 million.

The stock of U.S. foreign direct investment (FDI) in China was $45.7 hillion in 2008 (latest data
available), up from $28.6 billion in 2007. U.S. FDI in Chinaisled by the manufacturing sector.

IMPORT BARRIERS

Prior to its WTO accession in December 2001, China restricted imports through high tariffs and taxes,
guotas and other nontariff measures, and restrictions on trading rights, i.e., the right to engage in
importing and/or exporting goods. Beginning in 2002, its first year in the WTO, China significantly
reduced tariff rates on many products, decreased the number of goods subject to import quotas, expanded
the number of Chinese enterprises with trading rights and the products they could import, and increased
the transparency of its licensing procedures. Subsequently, 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. Nevertheless, some serious problems remain, such as China's
refusal to grant trading rights for certain industries that are listed in the following section.

Trading Rights

In its Protocol of Accession to the WTO, China committed to substantia liberalization in the area of
trading rights. Although China did not fully adhere to the agreed phase-in schedule, it put in place a
registration system implementing the required liberalization of trading rights, both for wholly
Chinese-owned 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. It provides for trading rights to be automatically available
through a registration process, effective July 1, 2004. In June 2004, the Ministry of Commerce
(MOFCOM) issued implementing rules establishing the procedures for registering as a foreign trade
operator. U.S. companies have reported few problems with the trading rights registration process.

Consistent with the terms of China's Protocol of Accession to the WTO, 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 (TRQ), such as grains, cotton, vegetable oils, and fertilizers, China reserves a
portion of the in-quota imports for state trading enterprises, while it makes 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 fixed
number of years. (For further information, please refer to the section below on Tariff-Rate Quotas.)



However, China has not yet given entities other that state trading enterprises trading rights for the
importation of copyright-intensive products such as theatrical films, DVDs, music, books, newspapers,
and journals. Under the terms of China's Protocol of Accession to the WTO, China's trading rights
commitments appear to apply fully to these products, since they are not among the products for which
China reserved the right to engage in state trading. As aresult, trading rights for these products 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
continued to wholly reserve the right to import these products to state trading enterprises. Asaresult, in
April 2007, the United States filed a request for WTO dispute settlement consultations with China
concerning market access restrictions in China on copyright-intensive products such as theatrical films,
DVDs, music, books, newspapers, and journals. The WTO panel was established in late November
2007, and the European Union (EU), Japan, Korea, Taiwan, and Australia joined as third parties.
Proceedings before the WTO panel took place in July and September 2008, and the panel issued its
decision in August 2009, ruling in favor of the United States on all significant issues. China appealed
the panel’s decision in September 2009. The WTO's Appellate Body rejected China's appeal on all
countsin December 2009. The United States will closely monitor China s implementation of this ruling.
(For further information, please refer to the section below on Audiovisual and Related Services.)

Import Substitution Policies

Throughout the 1990s, China gradually reduced formal import substitution policies. When it acceded to
the WTO, China agreed to eliminate all subsidies prohibited under Article 3 of the WTO Agreement on
Subsidies and Countervailing Measures (Subsidies Agreement), including al forms of subsidies
contingent on the use of domestic over imported goods. In its Protocol of Accession to the WTO, China
also committed that it would not condition import or investment approvals on whether there are
competing domestic suppliers or impose 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.

Automotive Parts

In May 2004, China issued a new automobile industrial policy, the Policy on Development of the
Automotive Industry, which included provisions discouraging the importation of automotive parts and
encouraging the use of domestic technology in new vehicles assembled in China.  1n 2005, China issued
regulations implementing the new automobile industrial policy. One measure that generated strong
criticism from the United States, the EU, Japan, and Canada was the Administrative Rules on Importation
of Automobile Parts Characterized as Complete Vehicles, which was issued in February 2005 and became
effective in April 2005. These rules imposed charges that unfairly discriminated against imported
automotive parts and discouraged automobile manufacturers in China from using imported automotive
parts in the assembly of vehicles. In March and April 2006, the United States, the EU, and Canada
initiated dispute settlement proceedings against China at the WTO. In March 2008, a WTO panel ruled
in favor of the United States and the other complaining parties, finding that China's rules discriminated
against imported auto parts and were inconsistent with several WTO provisions, including Article Il of
the GATT 1994. In September 2008, China appealed the panel’s decision to the WTO’s Appellate Body.
In December 2008 the Appellate Body upheld the pand’s finding that the measures are inconsistent with
China sWTO obligations.  In September 2009, Chinarepealed the challenged measures.

Steel



Chinaissued a new Steel and Iron Industry Development Policy (Steel Policy) in July 2005. Although
many aspects of this new Steel Policy have not been implemented, it includes a host of objectives and
guidelines that raise serious concerns. For example, the Steel Policy requires that foreign enterprises
seeking to invest in Chinese iron and steel enterprises possess proprietary technology or intellectual
property in the processing of steel. Given that foreign investors are not allowed to have a controlling
share in steel and iron enterprises in China, this requirement would seem to constitute a de facto
technology transfer requirement, raising concerns given China's commitments under its Protocol of
Accession to the WTO not to condition investment rights or approvals on the transfer of technology.
The Steedl Policy also appears to discriminate against foreign equipment and technology imports,
encouraging the use of local content by calling for avariety of government financial supports for steel and
iron projects using 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, raising questions, given China’'s commitment under its Protocol of Accession to
the WTO not to condition the right of investment or importation on whether competing domestic
suppliers exist. The Steel Policy is also troubling because it prescribes the number and size of steel
producers in China, where they will be located, the types of products that will and will not be produced,
and the technology that will be used. This high degree of government direction and decision-making
regarding the allocation of resources into and out of China’'s steel industry raises concerns because of the
commitment that China made in its Protocol of Accession to the WTO that the government would not
influence, directly or indirectly, commercia decisions on the part of state-owned or state-invested
enterprises.

China's steel production has grown rapidly and at a faster rate than the growth in its domestic steel
consumption. China became the largest steel exporting economy in 2006, and its steel exports have
increasingly become subject to trade remedy actions by other countries in the past two years. In March
2006, the United States and China held the inaugural meeting of a new U.S.-China Joint Commission on
Commerce and Trade (JCCT) dialogue on the steel industry (Steel Dialogue).  Since then, the two sides
have held three more Steel Dialogue meetings, with the most recent one taking place in October 2008.
In bilateral and multilateral meetings, the United States has argued that China has acted to impose
different levels of taxes on different exports of steel products and steelmaking inputs in a manner that
appears to encourage the export of certain value-added steel products. In response to the financial
downturn in the fall of 2008, China rapidly reduced or removed export duties on many, but not all, steel
products. Then, in a series of moves over the next several months, China eliminated export duties on
additional semi-finished and finished steel products while it also reinstated or increased VAT export
rebates. As a result, Chinese steel production reached a record 567.8 million MT for 2009, a 13.5
percent increase when compared to 2008. The United States has cautioned China that accelerating
efforts to offset falling steel demand in China using these policiesis likely to increase trade tensions.

While China's 2005 steel policy remains in effect, China also issued a stimulus plan to revitalize its steel
industry in March 2009. This new plan represents the first major adjustment to the 2005 steel policy.
The new plan seeks to control steel output volume and to eliminate outdated and inefficient capacity
while emphasizing technologica improvement. The new plan also seeks to stimulate exports, a
significant difference from the 2005 steel policy. In addition, the new plan calls for further industry
consolidation and the creation of large steel enterprises with capacity exceeding 50 million MT.

In September 2009, China issued an urgent measure calling for, among other things, tightening of rules
for the establishment of new production facilities in six overheated industries, including steel. The
United States is working with Canada, Mexico, the EU, and other trading partners to monitor and support
concrete steps by Chinato rein in its steelmaking capacity.

Semiconductors



China s Tenth Five-Year Plan called 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 devel opment
of China's domestic integrated circuit (IC) industry through, among other things, discriminatory VAT
policies. As discussed below in the section on Vaue Added Taxes, the United States initiated formal
WTO consultations with China in March 2004 to address this problem, and China agreed to and did
eliminate the measures at issue by April 2005. The United States continues to monitor closely new
financial support that China is making available to its domestic 1C 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, aproduct 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 the Ministry of Industry and Information Technology (MIIT) and
China Telecom adopting policies to discourage the use of imported components or equipment. For
example, MIIT has reportedly <till not rescinded an internal circular issued in 1998 instructing
telecommuni cations companies to buy components and equipment from domestic sources.

In February 2009, Chinas State Council approved MIIT’s stimulus plan to boost the country's electronics
and information industries through preferential policies and increased investment. The plan aims to
promote three key goals: promoting innovation; increasing availability of financing; and fostering the use
of information technologies over a three year period. Investment will focus on promoting the adoption
of new technologies such as 3G services and digital TV. Additional policy support will also be given to
the sector, including VAT rebates for electronics and information product exports.

Tariffsand Other Import Charges

China still maintains high duties on some products that compete with sensitive domestic industries. For
example, the tariff on large motorcycles is 30 percent. Likewise, most video, digital video, and audio
recorders and players still face duties of approximately 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 benefit from their ability to negotiate classification of products into tariff
categories with lower import duty rates, lack of uniformity makes it difficult to anticipate border charges.

Customs Valuation

China has still not uniformly implemented the various customs valuation measures issued following its
accession to the WTO. U.S. exporters continue to report that they are encountering valuation problems
a many ports. According to U.S. exporters, even though the Customs Administration’s measures
provide that imported goods normally should be valued on the basis of their transaction price, meaning
the price the importer actually paid, many Chinese customs officias are still improperly using “reference



pricing,” which usually results in a higher dutiable value. Reportedly imports of wood products are
often subjected to reference pricing.

In addition, some of China's customs officials are reportedly not applying the rules set forth in the
Customs Administration’ s 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 the rules expressly direct them to add those fees only if they are import-related and a condition of
sale for the goods being valued.

U.S. exporters have also continued to complain that some of China's customs officials are assessing duties
on digital products based on the imputed value of the content, such as the data recorded on a floppy disk
or CD-ROM. China's own regulations require this assessment to be made on the basis of the value of
the underlying carrier medium, meaning the floppy disk or CD-ROM itself.

More generaly, U.S. exporters continue to be concerned about inefficient and inconsistent customs
clearance procedures in China. These procedures vary from port to port, lengthy delays are not
uncommon, and the fees charged appear to be excessive, giving rise to concerns that they are not related
to the cost of services rendered as required under GATT 1994.

Border Trade

China's border trade policy also 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. In
June 2003, China began to address these concerns when it eliminated preferential treatment for boric acid
and 19 other products. However, several other products continue to benefit from preferential treatment.
During past transitional reviews before the WTO's Council for Trade in Goods, the United States has
urged Chinato eliminate the preferential treatment for these remaining products.

Antidumping, Countervailing Duty, and Safeguard M easur es

Since acceding to the WTO, China has emerged as a significant user of antidumping (AD) measures. In
2009, China became a particularly active user of the antidumping remedy, underscoring the importance of
China’s full adherence to the transparency and procedural fairness requirements embodied in WTO rules.
As of January 2010, China had a total of 102 antidumping measures in place (some of which predate
China's membership in the WTO) affecting imports from 17 countries and regions, and 18 antidumping
investigations in progress. In 2009 alone, China initiated four new AD investigations involving U.S.
exports. Chemical products remain the most frequent target of Chinese antidumping actions.

Most of the rules and regulations that the Ministry of Commerce (MOFCOM) uses to conduct its
antidumping investigations were issued by its predecessor agencies — the Ministry of Foreign Trade and
Economic Cooperation (MOFTEC) and the State Economic and Trade Commission (SETC). 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 in their application. Most recently, in July 2009, MOFCOM
solicited public comment on draft revisions of its rules on new shipper reviews, antidumping duty refunds,
and price undertakings. Once finalized, Chinais also obligated to notify these revised rules to the WTO
so that all Members have an opportunity to review the rules for compliance with the AD Agreement and
seek any needed clarifications.



In practice, it appears that China's conduct of AD investigations in many respects raises questions, given
the need for full adherence to the fundamental tenets of transparency and procedural fairness embodied in
the AD Agreement. In 2009, respondents from the United States and other WTO Members continued to
express concerns about key lapses in transparency and procedural fairness in China's conduct of AD
investigations. The principal areas of concern include the inadequate disclosure of key documents
placed on the record by domestic Chinese producers, insufficiently detailed disclosures of the essential
facts underlying MOFCOM decisions, such as the results of on-site verification, dumping margin
calculations and evidence supporting injury and dumping conclusions, and MOFCOM not adequately
addressing critical arguments or evidence put forward by interested parties. These concerns took on
added importance for U.S. respondents given the initiation of four new AD investigations involving U.S.
exportsin 20009.

As China's antidumping regime has matured, many of the AD orders put in place have reached the
five-year mark, warranting expiry reviews. MOFCOM is currently conducting 11 expiry reviews, three
of which involve products from the United States. Several more are scheduled for next year. To date,
every expiry review involving U.S. products has resulted in the measure being extended. Given the
problems that respondents have encountered in China's AD investigations, it is critical that China publish
rules and procedures specifically governing the conduct of expiry reviews, as required by the AD
Agreement. The United States has pressed Chinato issue regulations governing expiry reviews for more
than two years and will continue to do so in 2010.

China initiated its first CVD investigation in 2009 and currently has 3 ongoing CVD investigations.
Each of these investigations involves imports of products from the United States. Many of the concerns
developed from observations of China's AD practice with regard to transparency and procedural fairness
are now also emerging concerning China’'s CVD practice. In addition, China has committed significant
procedural errorsin itsinitial CVD investigations, raising questions in light of the standards set forth in
the Subsidies Agreement.

Nontariff Barriers

China s Protocol of Accession to the WTO obligated China to address many of the nontariff 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 nationa level, China
made progress following its WTO accession in reforming its testing system, revising regul ations requiring
local content, and improving overall regulatory transparency, including in the licensing area. Despite
this progress, however, as China s trade liberalization efforts have moved forward, some nontariff barriers
remain in place and others have been added.

Eight years after China's WTO accession, many U.S. industries complain that they face significant
nontariff 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.

Tariff-Rate Quotas (TRQS)

As part of its WTO accession commitments, China was to establish large and increasing TRQs for
imports of wheat, corn, rice, cotton, wool, sugar, rapeseed oil, palm oil, soybean oil, and fertilizer, with
most in-quota duties ranging from 1 percent to 9 percent. Under these TRQ systems, China places
guantitative restrictions on the amount of these commodities that can enter at alow “in quota’ tariff rate,



and any imports over that quantity are charged a prohibitively high duty. Each year, a portion of each
TRQ isto be reserved for importation through non-state trading entities. China's Protocol of Accession
to the WTO 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. China phased out the
vegetable oil TRQs in 2006, but currently maintains a TRQ regime on six agricultural products including
wheat, cotton, corn, rice, wool, and sugar, as well as three chemical fertilizers, including di-ammonium
phosphate.

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 2007, this system was till
operating with insufficient transparency, and administrative guidance still seemed to be affecting how the
alocated quota was used. U.S. fertilizer exports to China have declined throughout the post-WTO
accession period, due in part to continuing problems with MOFCOM's administration of the fertilizer
TRQ system and in part to Chinese government policies restricting the export of a key fertilizer input,
phosphate rock, which has led to overcapacity in Chinas domestic fertilizer industry. U.S. fertilizer
exports to China decreased from $676 million in 2002 to $232 million in 2006.

Although it was initially anticipated that U.S. fertilizer exports to China might increase following this
reduction and the scheduled phase-in of foreign enterprises rights to engage in wholesale and retail
distribution of fertilizer within China, U.S. fertilizer exports sharply declined in 2007, dropping by 58
percent to $97 million, and then rebounded to $193 million in 2008, before dropping by 68 percent in the
first nine months of 2009 when compared to the same time period in 2008 (latest data available).

Import Licenses

China s inspection and quarantine agency, the General Administration of Quality Supervision, Inspection
and Quarantine (AQSIQ), and MOFCOM have imposed inspection-related requirements that have led to
restrictions on imports of many U.S. agricultural goods. In particular, AQSIQ issued measures in 2002
that require importers to obtain a Quarantine Inspection Permit (QIP) prior to signing purchase contracts
for nearly al traded agricultural commodities as well as a Meat Quarantine Import Permit (MQIP) for the
import of meat and poultry products. In addition to the AQSIQ-regulated MQIP, MOFCOM aso
administers a separate import permit system for poultry importers, the Automatic Registration Form
(ARF), which allocates a specific volume amount to eligible importers. These permit systems have
significant adverse effects on 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 commercia uncertainty. Because of
the commercia necessity to contract for commaodity shipments when prices are low, combined with the
inherent delays in having QIPs issued, many cargos 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 shipments are often closely scrutinized and are at
risk for disapproval if they are considered too large in quantity.

Little improvement in the QIP system has taken place over the last six years, and in 2009, traders
continued to be concerned that the rules and regulations of the QIP system remain available as an
administrative tool to limit the quantity of imports. However, traders remain hesitant to press AQSIQ
for change, because they believe they would risk reprisals.  Many of them would at least like AQSIQ to
eliminate the quantity requirements that it unofficially places on QIPs. These quantity requirements
have been used often by AQSIQ during peak harvest periods to limit the flow of commodity imports.
Eliminating this requirement would help to ensure that QIPs do not interfere with the market.



Additionally, China's Ministry of Agriculture (MOA) mandates a registration procedure for animal feed,
feed ingredients, and feed additives. The license applicants have reported that in order to secure licenses,
they had to provide product or manufacturing details, which can be business confidential information.
MOA'’s registration period can be unpredictable, and license applicants complain that the evaluation
process often lacks transparency. M oreover, regulations published in 2009 indicate that AQSIQ plans to
introduce a system that duplicates MOA' s registration process for animal feed products.

In 2004, Chinaimplemented regulations requiring foreign scrap suppliers to register with AQSIQ (see the
“Scrap Recycling” section below). According to AQSIQ, the registration serves to prevent disreputable
foreign scrap suppliers from sending sub-standard or illegal scrap and waste to China.  The application
process has been opague, with foreign companies experiencing significant delays in receiving notification
from AQSIQ. In 2007, the three-year license expired for many foreign scrap suppliers, and AQSIQ
required them to renew their licenses in a process that lacked transparency and predictability. In
December 2009, citing environmental objectives, China revised its license requirements for importers of
iron and steel scrap, narrowing the criteria used to determine which companies may qualify to import
scrap.  USTR will continue to monitor China's evolving licensing procedures to ensure they are not
unnecessarily trade restrictive and are consistent with China' s WTO obligations.

Import Ban

China continues an import ban on medical devices containing bovine materials that was instituted in
August 2006, even though the U.S. bovine products included in the devices are deemed safe to trade by
the World Organization for Animal Hedth (OIE). U.S. companies have shared extensive scientific
evidence with China to demonstrate that the United States has in place appropriate controls to prevent the
transmission of bovine spongiform encephalopathy (BSE). China, however, continues to maintain the
ban.

INTERNAL POLICIES
Non-discrimination
All China Federation of Trade Union (ACFTU) Fees

Chinese law provides for the right to associate and form a union, but does not allow workers to form or
join an independent union of their own choice. Any union formed must affiliate with the official
All-China Federation of Trade Unions (ACFTU). The ACFTU is controlled by the Communist Party of
China.  Once a union chapter is established, the enterprise is required to pay fees to the ACFTU, often
through the local tax bureau, equaling two percent of total payroll, regardiess of the number of union
members in the enterprise.  The workers at these enterprises are required to accept the ACFTU as their
representative; they cannot instead select another union or decide not to have any union representation.

While China's laws on union formation apply equally to domestic enterprises and foreign-invested
enterprises, since 2006, the ACFTU has engaged in a campaign to organize ACFTU chapters in
foreign-invested enterprises, particularly large multinational corporations. In December 2008, an
ACFTU official publicly stated that ACFTU would continue to push multinational corporations, including
Fortune 500 companies, to set up trade unions in China in 2009, and reaffirmed ACFTU’s goa of
unionizing all foreign-invested enterprises by the end of 2009.

The ACFTU campaign may be discriminatory, both because it does not appear to be directed at private
Chinese-owned companies and because it appears to specifically target Fortune 500 companies,



disproportionately affecting U.S.-invested companies. The United States is monitoring this situation and
attempting to assess its effects on U.S.-invested companies and their workers.

Taxation
Value Added Taxes (VAT)

Uneven application of China s single most important revenue source — the VAT, which ranges between 5
percent and 17 percent, depending on the product — continues. Importers from a wide range of sectors
report that, because taxes on imported goods are reliably collected at the border, they are sometimes
subject to application of a VAT that their domestic competitors often fail to pay. In addition, China's
selective exemption of certain fertilizer products from the VAT has operated to the disadvantage of
imports from the United States.

In the MOU China signed to settle the WTO dispute on prohibited tax subsidies, China committed to
eliminate VAT and income tax refunds tied to the purchase of domestic products over imported products.
In addition, China committed to end VAT exemptions available to foreign invested enterprises with
regard to imported equipment used to produce their products, provided that they exported 100 percent of
their production, as discussed below in the section on Export Subsidies. China eliminated all of these
subsidies, as agreed, effective January 1, 2008.

According to a naotice issued by the MOF, Customs, and SAT, from July 1, 2009 through December 31,
2010, foreign-invested research and development centers are eligible for VAT exemption on imports of
scientific and technological development products, while both domestic and foreign-invested enterprises
can enjoy a VAT rebate for their purchases of domestically manufactured products. China has
sometimes provided preferential VAT treatment for domestic enterprises when purchasing imported
products in support of the government's strategic development policies. As of July 1, 2009, China
exempts domestic enterprises from import tax and import VAT for imports of designated key parts and
raw materials for production of certain technical equipment and products.

China retains an active VAT rebate program for exports. However, rebate payments to exporters are
often delayed and in some cases have been reduced.

In 2008, the global economic crisis and China's stated desire to remove barriers to exports as part of its
stimulus programs led to a reversal of the trend of gradually reducing export VAT rebates. Since July
2008, China has increased export VAT rebates on many products seven times.  On July 30, 2008, VAT
rebates for certain textile and bamboo products were increased. In October 2008, China announced
VAT rebate increases on 3,486 products including textiles, toys, garments, furniture, and some high
value-added electrical machinery, representing approximately one quarter of China's total exports.
Specifically, the rebate on toys was raised from 11 to 14 percent, the rebate for high-technology and high
value-added electrical machinery products increased from 11 to 13 percent, and the rebate on clothing and
textiles increased from 13 to 14 percent. In December 2008, China announced an increase in VAT
rebates for selected high-technology and high-value-added machinery and electronic products effective
January 1, 2009. Effective February 1, 2009, the government again increased VAT rebates on clothing
and textiles to 15 percent. Effective June 1, 2009, the government increased VAT rebates for a variety
of products, including selected steel products, sewing machines, certain agricultural products, toys,
furniture, selected plastic and glass products, and alcohol. Among the products affected by recent
changesin VAT treatment was sodaash. On April 1, 2009, Chinaraised the VAT rebate from zero to 9
percent for exports of soda ash, which compete with U.S. exportsin important third-country markets.



Currently, 70 percent of machinery and electronic product tariff lines enjoy full VAT rebates, but the
rebates are till imposed in a manner to favor the export of some products over others.  China also stated
in severa sector specific stimulus policies that it would continue to use “flexible” border tax policies to
“maintain China's share of the global market.” In January-August 2009, China rebated a total of $39
billion to exporters, up nearly 9 percent from ayear earlier, according to official data.

Consumption Taxes

China's 1993 consumption tax system continues to raise concerns among U.S. exporters. Since China
uses a substantially different tax base to compute consumption taxes for domestic and imported products,
the tax burden imposed on imported consumer goods ranging from alcoholic beverages to cosmetics to
automobilesis higher than for competing domestic products.

Business Tax on Foreign Services

Effective January 1, 2009, China issued amendments to its business tax regulations that reinterpreted the
scope of taxable services. Previoudly, taxes were imposed only on taxable services provided within
China.  Under the amendments, if services are provided to an enterprise, a non-business organization, or
an individual in China, the service provider is liable for business tax regardless of where the services are
performed. Any foreign servicesto a Chinese would be subject to Chinese business tax.

EXPORT REGULATION
Export Duties, Licenses, and Quotas

Despite China's commitment in connection with its accession to the WTO to eliminate all taxes and
charges on exports, including export duties, except as included in Annex VI to the Protocol of Accession
or applied in conformity with Article VIII of GATT 1994, China has continued to impose restrictions on
exports of raw materials — including quotas, duties and related fees, licensing requirements, and other
restraints — as the Chinese government has continued to guide the development of downstream industries.
These export restraints are widespread. For example, China maintains export quotas and sometimes
export duties on antimony, bauxite, coke, fluorspar, indium, magnesium carbonate, molybdenum, rare
earths, silicon, talc, tin, tungsten, and zinc, all of which are of key interest to U.S. producers of
downstream products. These types of export restraints can significantly distort trade. In the case of
China, the trade-distortive impact is exacerbated because Chinais the world’ s leading producer of each of
the raw materials (except for molybdenum and bauxite, for which China is the world’'s second leading
producer).

China’s export restraints affect U.S. and other foreign producers of a wide range of downstream products,
such as steel, chemicals, ceramics, semiconductor chips, refrigerants, medical imagery, aircraft, refined
petroleum products, fiber optic cables, and catalytic converters, among numerous others. The export
restraints can create disadvantages for these foreign producers by artificially increasing China's export
prices for their raw materia inputs, which also drives up world prices. At the same time, the export
restraints can artificially lower China's domestic prices for the raw materials due to significant domestic
oversupply, enabling China’'s domestic producers of downstream products to produce lower-priced
products from the raw materials and thereby creating significant advantages for China's domestic
downstream producers when competing against foreign producers of these products both in the China
market and in export markets.

Despite extensive U.S. engagement in this area, which began shortly after China’'s WTO accession, China
appears to have maintained its policies for these input materials. It appears that, over time, China has



increased the artificial advantages afforded to its downstream producers by making the export quotas
more restrictive and by imposing or increasing export duties on many raw materials at issue.

In June 2009, the United States and the EU initiated aWTO case challenging export quotas, export duties,
and other restraints maintained by China on the export of several key raw materia inputs for which China
is a leading world producer. The materials at issue include bauxite, coke, fluorspar, magnesium,
manganese, silicon carbide, silicon metal, yellow phosphorus, and zinc.  Joint consultations were held in
July 2009. Mexico subsegquently became a co-complainant in August 2009, and another round of joint
consultations was held in September 2009. A WTO panel was established to hear this case in December
20009.

As discussed above in the section on Value Added Taxes, China aso attempts to manage the export of
many intermediate and downstream products by raising or lowering the VAT rebate available upon export
and sometimes by imposing or retracting export duties. These practices have disrupted and injected
uncertainty into the markets for particular products.

Sometimes the objective of these adjustments appears to be to make larger quantities of a product
available domestically at lower prices than the rest of the world. In other situations, China has reduced
or eliminated VAT export rebates and raised export duties in an attempt to rein in out-of-control
expansion of production capacity in particular sectors. In some instances, the adjustments have
benefited U.S. producers by slowing significant increases in low-priced exports from China to global
markets. However, the adjustments can also have harmful consequences, whether or not intended. For
example, in November 2006 and April 2007, China reduced export VAT rebates and raised export duties
on a wide range of semi-finished and finished steel products, as part of its efforts to discourage further
unneeded creation of production capacity for these products in China. At the same time, these export
VAT rebate reductions did not target all steel products, and the result was that Chinese steel producers
shifted their production to steel products for which full export VAT rebates were still available,
particularly steel pipe and tube products, causing a significant increase in exports of these products, many
of which found their way into the U.S. market. In 2009, in the face of the economic crisis and in
apparent contradiction to its stated goals of discouraging excess capacity, China eliminated most steel
export duties and raised VAT rebates on many steel products while continuing to apply differential border
tax treatment to encourage the export of more value-added products.

To date, China has been willing to take certain steps toward remedying some of the unintended
consequences of its measures when the United States has brought them to China's attention. In July
2007, for example, China issued a notice extending export VAT rebate reductions to most steel pipe and
tube products, with the notable exception of oil country tubular goods.  1n 2009, through JCCT dialogues
and bilateral contacts, USTR raised concerns about differential VAT rebates and export duties that appear
to encourage the exports of downstream products such as steel wire products, steel pipe and tube and
aluminum fail, to the rising concern of U.S. producers of these products.

Export Subsidies

A general lack of transparency makes it difficult to identify and quantify possible export subsidies
provided by the Chinese government. China's subsidy programs are often the result of internal
administrative measures and are not publicized. U.S. industry has alleged that subsidization is a key
reason that Chinese exports are undercutting prices in the United States and gaining market share. Of
particular concern are China s practices in the steel, petrochemical, high technology, forestry and paper
products, textiles, hardwood, plywood, machinery, and copper and other nonferrous metals industries.



In its Protocol of Accession to the WTO, China committed to eliminate all subsidies prohibited under
Article 3 of the WTO Subsidies Agreement, including all forms of export subsidies on industrial and
agricultural goods, upon its accession to the WTO in December 2001. China finally submitted its long
overdue subsidies notification to the WTO's Subsidies Committee in April 2006. Although the
notification is lengthy, with over 70 subsidy programs reported, it is also notably incomplete, as it failed
to notify any subsidies provided by state-owned banks or by provincial and local government authorities.
In addition, while China notified several subsidies that appeared to be prohibited under WTO rules, it did
so without making any commitment to withdraw them, and it failed to notify other subsidies that appeared
to be prohibited.

Through the remainder of 2006, the United States pressed China to withdraw the subsidies that appeared
to be prohibited, which included both export subsidies and import substitution subsidies, benefiting a
wide range of industries in China principaly through income tax and VAT exemptions and reductions.
However, Chinawas unwilling to commit to the immediate withdrawal of these subsidies. Accordingly,
the United States, with Mexico as a co-complainant, initiated a challenge to these subsidies under the
WTO' s dispute settlement procedures in February 2007. The WTO established a panel in August 2007
to hear the dispute. Following extensive negotiations with China, the United States and Mexico
suspended the dispute settlement proceedings with China in November 2007 when China agreed to
eliminate all of the prohibited subsidies at issue by January 1, 2008. As agreed, China issued measures
that formally eliminated these subsidies effective January 1, 2008.

In December 2008, the United States requested WTO dispute settlement consultations regarding China' s
“Famous Brand” initiatives, with Mexico and subsequently Guatemala joining as co-complainants.
Designed primarily to promote the development of global Chinese brand names and increase sales of
Chinese branded merchandise around the world, these initiatives appeared to incorporate prohibited
export subsidies that unfairly disadvantage U.S. manufacturers, farmers, ranchers, and workers.  Joint
consultations were held in February 2009, followed by intense discussions as China took steps to repeal
or modify the numerous measures at issue. In December 2009, the parties to the dispute concluded a
settlement agreement in which China confirmed that it had eliminated all of the export-contingent benefits
in the challenged measures.

INTELLECTUAL PROPERTY RIGHTS (IPR) PROTECTION

Chinawas listed on the Priority Watch List in the 2009 Specia 301 report because of continuing concerns
regarding IPR protection and enforcement. Key concerns listed in the report included unacceptable
levels of retail and wholesale counterfeiting, as well as persistently high-levels of book and journal piracy,
end-user piracy of business software, and copyright piracy over the Internet.  The report describes these
enforcement-related concerns and summarizes the legal difficulties right holders face when attempting to
assert their IPR rightsin China.  The lack of deterrent penalties and other policies, such as barriers to the
market for legitimate products, contribute to the poor record on reducing IPR crimein China.  The report
also recognizes industry concerns about the possibility that laws or policiesin avariety of fields might be
used to unfairly favor domestic intellectual property (IP) over foreign IP, including procurement
preferences for products with domestically developed IP, the treatment of IPR in setting standards, and
reports that officials, apparently motivated by the financial crisis and the need to maintain jobs, are urging
more lenient enforcement of 1PR laws.

The United States continues to urge Chinato provide stronger protection against unfair commercial use of
undisclosed test and other data submitted by foreign pharmaceuticals companies seeking marketing
approval for their products. The United States has also encouraged China to implement an effective
system to prevent the issuance of marketing approvals for unauthorized copies of patented pharmaceutical
products. In addition, built-in delays in China’'s marketing approval system for pharmaceuticals and



inadequate regulatory oversight of the production of active pharmaceutical ingredients by domestic
chemical manufacturers continue to create incentives for counterfeiting.

The JCCT IPR Working Group meetings held in October 2009 featured constructive dialogue on the
intellectual property regimes of both countries.  Following these meetings, China made commitments at
the JCCT meeting held later that month to impose maximum administrative penalties, including the
revocation of business licenses, in cases of Internet piracy, and to work with the United States to ensure
that the Ministry of Culture's prescreening requirements for sound recordings do not hamper the
distribution of legitimate copies online. China also announced that it had issued a notice stressing the
importance of complying with al copyright laws, especialy with respect to eectronic journals, in
state-run and academic libraries.

A troubling trend that has emerged, however, is China's willingness to encourage domestic or
“indigenous’ innovation at the cost of foreign innovation and technologies. For example, as noted
below in the Government Procurement section, in November 2009, China issued the Circular on
Launching the 2009 National Indigenous Innovation Product Accreditation Work with the aim of
improving “indigenous’ innovation in computer and other technology equipment.  In order to qualify as
“indigenous’ innovation under the accreditation system, and therefore be entitled to procurement
preferences, a produc