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EXECUTIVE SUMMARY
The Department of Commerce (“Department”) concludes that China is a non-market economy
(NME) country because it does not operate sufficiently on market principles to permit the use of
Chinese prices and costs for purposes of the Department’s antidumping analysis. The basis for
the Department’s conclusion is that the state’s role in the economy and its relationship with
markets and the private sector results in fundamental distortions in China’s economy.
At its core, the framework of China’s economy is set by the Chinese government and the
Chinese Communist Party (CCP), which exercise control directly and indirectly over the
allocation of resources through instruments such as government ownership and control of key
economic actors and government directives. The stated fundamental objective of the government
and the CCP is to uphold the “socialist market economy” in which the Chinese government and
the CCP direct and channel economic actors to meet the targets of state planning. The Chinese
government does not seek economic outcomes that reflect predominantly market forces outside
of a larger institutional framework of government and CCP control. In China’s economic
framework, state planning through industrial policies conveys instructions regarding sectorspecific economic objectives, particularly for those sectors deemed strategic and fundamental.
The Chinese government and the CCP’s legal and actual ownership and control over key
economic actors and institutions pervades China’s economy, including the largest financial
institutions and leading enterprises in manufacturing, energy, and infrastructure. China’s
authorities use this control selectively to affect the interaction of supply and demand and
accordingly distort the incentives of market actors. This ability to affect these market forces is
apparent in crucial facets of the economy, from the formation of exchange rates and input prices
to the movement of labor, the use of land, the allocation of domestic and foreign investment, and
market entry and exit. Because of the significant distortions arising from China’s institutional
structure and the control the government and the CCP exercise through that structure, the
Department finds that China remains a NME country for purposes of the U.S. antidumping law.
The Department’s overall conclusion is based upon its analysis of six factors established in U.S.
law. In determining whether a country is an NME under section 771(18)(A) of the Tariff Act of
1930, section 771(18)(B) requires that the Department take into account (1) the extent to which
the currency of the foreign country is convertible into the currency of other countries; (2) the
extent to which wage rates in the foreign country are determined by free bargaining between
labor and management; (3) the extent to which joint ventures or other investments by firms of
other foreign countries are permitted in the foreign country; (4) the extent of government
ownership or control of the means of production; (5) the extent of government control over the
allocation of resources and over the price and output decisions of enterprises; and (6) such other
factors as the administering authority considers appropriate.
Under Factor 1, with respect to currency convertibility, the Department observes that the
renminbi (RMB) is convertible into foreign currencies for trade purposes, the Chinese
government has made market-oriented modifications to its capital account and exchange rate
system, and has taken steps to develop its foreign exchange (FOREX) market. However, the
Chinese government still maintains significant restrictions on capital account transactions and
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intervenes considerably in onshore and offshore FOREX markets. The Chinese government also
maintains approval requirements for all major capital account transactions; does not disclose the
weights attached to price quotes that are used to calculate the central parity rate for the RMB;
and intervenes to limit the extent of price divergence between the onshore and offshore FOREX
markets.
Under Factor 2, the Department observes variability in wages across regions, sectors, and
enterprises in China. However, the Department continues to find significant institutional
constraints on the extent to which wage rates are determined through free bargaining between
labor and management. The Chinese government prohibits the formation of independent trade
unions to represent labor, and workers do not have the legal right to strike, which is an important
lever in collective action and negotiation with management over wages. Labor unions are under
the control and direction of the All-China Federation of Trade Unions (ACFTU), a governmentaffiliated and CCP organ. Certain legal remedies exist for an individual to challenge labor
contract and wage-related violations in particular cases; however, significant institutional
barriers exist that limit their effectiveness. In addition, government restrictions on labor mobility
imposed by the hukou (household registration) system continue to inhibit and guide labor flows,
causing distortions on the supply side of the labor market.
Under Factor 3, the Department finds that the Chinese government’s foreign investment regime
is particularly restrictive relative to that of other major economies. Despite some government
efforts to streamline procedures, China continues to impose significant barriers to foreign
investment, including equity limits and local partner requirements, opaque approval and
regulatory procedures, and technology transfer and localization requirements. It is the Chinese
government’s foreign investment regime, not the market primarily, that channels foreign
investment to sectors and technologies the Chinese government determines to support, while
limiting foreign investment in those sectors that the Chinese government finds strategically
important to maintain under its control alone.
Under Factor 4, the Department finds that the Chinese government continues to exert significant
ownership and control over the means of production, as demonstrated by (1) the role and
prevalence of state-invested enterprises (SIEs)1 throughout the enterprise sector and (2) the
system of land ownership and land-use rights. The prevalence of SIEs in China’s economy is
significant, and their relative “economic weight” is substantial in comparison with other major
economies. The size of the SIE sector may also understate the actual extent of government
ownership and control. The Chinese government allocates resources to SIEs in what it deems
strategically important sectors, such that SIEs are not strictly disciplined by market principles of
supply and demand. At the same time, however, the government requires that SIEs undertake
large-scale investments to help stabilize China’s macro-economy. The government also
intervenes extensively in the enterprise sector to shield SIEs from the consequences of economic
1

This determination uses the term “state-invested enterprise” or “SIE” when referring to an enterprise in which the
Government of China has any ownership stake. Though the term generally has the same meaning as “state-owned
enterprise” or “SOE,” the definition of “SOE” sometimes varies depending on the context in which it is used, and
the Department has adopted the term “SIE” to avoid confusion. This determination will use the term “SOE” when
citing others’ use of that term. The Department used the same approach in its Memorandum on Public Bodies,
Section 129 Proceeding: United States – Countervailing Duty Measures on Certain Products from the People’s
Republic of China (WTO/DS437), October 15, 2015.

5

failure, facilitates mergers and acquisitions to achieve government, not enterprise, objectives,
and enables the rise of large enterprise groups under government ownership and control. An
important channel for government influence over firm decision-making is the CCP’s ability to
appoint key personnel in enterprises and participate in corporate decision-making through Party
Committees in those enterprises.
The Chinese government exercises significant control over land, another key means of
production analyzed under Factor 4. All land in China is property of the state, as either
collectively-owned rural land or state-owned urban land. Because the government controls rural
land acquisition and monopolizes the distribution of urban land-use rights, the government
remains the final arbiter of who uses the land and for what purpose. Government decisions in
distributing land-use rights are informed, on one hand, by incentives to generate revenue for
local governments, and on the other, by national policies that allocate construction quotas and
restrict the use of arable land for non-farming purposes. Land-use rights holders, in turn, face
limits with respect to the tenure and the scope of use. Rural land-use rights holders face the
additional challenges of incomplete documentation and inadequate compensation for the loss of
use rights. The result of these dynamics is an inefficient land market in which rural and urban
land are segmented and large swathes of land are misallocated either to small farm plots or to
underutilized urban infrastructure.
Under Factor 5, the Department finds that the Chinese government plays a significant role in
resource allocations. State planning remains an important feature of the Chinese government’s
industrial policies, as evidenced by formal mechanisms of plan formulation, tasking, and review,
and the scope and specificity of sectoral-level plans. Various institutions participate in plan
formulation and execution, including central agencies with legislative and regulatory authority,
thousands of local government authorities, various organs of the CCP, and the enterprise sector.
The Chinese government employs numerous mechanisms to implement industrial policy
objectives, including, inter alia, investment approvals, access standards, guidance catalogues,
financial supports, and quantitative restrictions. Science and technology development, industrial
restructuring and upgrading, and the geographic distribution of industry are three areas that
demonstrate the extent to which the government uses industrial policies to influence economic
outcomes.
The Chinese government exerts a high degree of control over prices it deems essential or
strategic. Its ability to set and guide factor input prices, in particular, results in distorted costs and
prices throughout the economy. In the electricity sector, for example, the government owns the
largest grid operators, formally sets prices, and employs “differential pricing” as a policy tool to
achieve capacity shedding and other industrial policy objectives.
The financial sector plays a pivotal role in misallocating resources in China’s economy. The
government retains ownership and control over the largest commercial banks, while the majority
of bank and interbank loans, as well as corporate bond transactions, occur between state-owned
and -controlled parties. Credit continues to be allocated to SIEs in spite of high levels of
corporate debt, giving rise to soft budget constraints and implicit government guarantees that
undermine the market-determined pricing of risk. The emerging “shadow banking” sector, in
turn, serves largely as a means for state-owned and -controlled parties to lend and borrow capital
6

through opaque institutions and channels outside the formal banking sector. These fundamental
distortions permeate throughout China’s financial sector.
Under Factor 6, the Department finds China’s legal system continues to function as an
instrument by which the Chinese government and the CCP can secure discrete economic
outcomes, channel broader economic policy, and pursue industrial policy goals. Key legal
institutions, such as the courts, are structured to respond to their direction, whether broad or casespecific. Individuals and firms are constrained in their ability to have meaningful independent
input into administrative rulemaking or to challenge administrative decisions. As a general
matter, to the extent that individuals and firms seek to act independently of government or CCP
direction, the legal system does not provide the venue for them to achieve these objectives on a
systemic or consistent basis. In addition, firms continue to face challenges in obtaining impartial
outcomes, either because of corruption or local protectionism.
After assessing the six factors, the Department finds that the Chinese government continues to
maintain and exercise broad discretion to allocate resources with the goal of achieving specific
economic outcomes. China’s institutional structure and the control the Chinese government and
the CCP exercise through that structure result in fundamental economic distortions, such that
non-market conditions prevail in the operation of China’s economy. These non-market
conditions are built upon deeply entrenched institutional and governance features of China’s
Party-state, and on a legal mandate to “maintain a leading role for the state sector.” Accordingly,
China is a NME country. It does not operate sufficiently on market principles to permit the use of
Chinese prices and costs for purposes of the Department’s antidumping analysis.

7

INTRODUCTION AND BACKGROUND
The Department initiated an inquiry into China’s status as a non-market economy (NME)
country. The Department initiated this inquiry in the context of the less-than-fair-value
investigation of certain aluminum foil from the People’s Republic of China,2 pursuant section
771(18)(C)(ii) of the Tariff Act of 1930, as mended (the Act), which states that the Department
may make a determination with respect to a country’s NME status “at any time.” To ensure full
public and interested party participation in this inquiry, the Department invited public comment
on China’s economy and ongoing reforms, and all comments received by May 10, 2017, have
been posted on the Department website at
(https://www.regulations.gov/docketBrowser?rpp=25&so=DESC&sb=commentDueDate&po=0
&D=ITA-2017-0002). The Department stated that it would issue its findings prior to the
preliminary determination in the aluminum investigation and would decide at the time whether to
seek additional information from interested parties concerning the calculation of normal value.3
This inquiry is being conducted pursuant to section 771(18)(A) of the Act, which defines the
term “non-market economy country” as any foreign country determined by the Department not
to “operate on market principles of cost or pricing structures, so that sales of merchandise in such
country do not reflect the fair value of the merchandise.” Section 771(18)(B) of the Act lists six
factors (see below) the Department must consider in any inquiry made under section 771(18)(A),
and under section 771(18)(C)(i), a country’s NME country status remains in effect until revoked.
The Department’s designation of a country as a NME country applies only to U.S. trade remedy
proceedings.
The Department has treated China as a NME country in all past antidumping duty investigations
and administrative reviews involving imported products from China. See, e.g., Seamless Refined
Copper Pipe and Tube From the People’s Republic of China: Preliminary Results and Partial
Rescission of Administrative Review; 2012-2013, 79 FR 71089 (December 1, 2014), unchanged
in Seamless Refined Copper Pipe and Tube From the People’s Republic of China: Final Results
of Antidumping Duty Administrative Review; 2012-2013, 80 FR 32087 (June 5, 2015); Notice
of Final Determination of Sales at Less Than Fair Value, and Affirmative Critical
Circumstances, In Part: Certain Lined Paper Products From the People’s Republic of China, 71
FR 53079 (September 8, 2006); and Final Determination of Sales at Less than Fair Value:
Certain Paper Clips from the People’s Republic of China, 59 FR 51168 (October 7, 1994). The
Department last reviewed China’s NME country status in 2006, in response to a request from a
respondent, supported by the Chinese government. See Final Determination of Sales at Less
Than Fair Value, and Affirmative Critical Circumstances, In Part: Certain Lined Paper Products
from the People’s Republic of China, 71 FR 53079 (September 8, 2006). In the lined paper
investigation, the Department determined that reforms remained incomplete and the Chinese
government’s role in the economy warranted the continued designation of China as a NME
2

See Certain Aluminum Foil from the People’s Republic of China: Initiation of Less-Than-Fair-Value Investigation,
signed March 28, 2017.

3

Certain Aluminum Foil from the People’s Republic of China: Notice of Initiation of Inquiry into the Status of the
People’s Republic of China as a Nonmarket Economy Country under the Antidumping and Countervailing Duty
Laws, 82 FR 16162, April 3, 2016.
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country for purposes of the U.S. antidumping law. See Memorandum for David M. Spooner,
Assistant Secretary for Import Administration, “Antidumping Duty Investigation of Certain
Lined Paper Products from the People’s Republic of China (‘China’)—China’s Status as a NonMarket Economy (‘NME’)” (August 30, 2006) (“2006 PRC NME Determination”), available at
http://enforcement.trade.gov/download/prc-nme-status/prc-lined-paper-memo-08302006.pdf.

SUMMARY OF COMMENTS FROM PARTIES
Parties Who Support Revoking China’s NME Country Status
Two parties have expressed support for graduating China to market economy status: Ministry of
Commerce, People’s Republic of China (MOFCOM); and Grunfeld, Desiderio, Lebowitz,
Silverman & Klestadt, LLP. Their positions are summarized below:


MOFCOM urges the United States to comply with the expiration of Section 15(a)(ii) of
China’s Accession Protocol and explains that it would not submit comments in response
to the notice of inquiry with respect to the criteria set forth in Section 771(18) of the Act
because any determinations with respect to the criteria laid out in the Act would have no
bearing on the United States’ compliance with the General Agreement on Tariffs and
Trade (GATT) and the Agreement on implementation of Article VI of the GATT
(“Antidumping Agreement”). It also argues that the United States is obligated to no
longer use a surrogate methodology with respect to all antidumping determinations
targeting Chinese products after December 11, 2016.



Grunfeld, Desiderio, Lebowitz, Silverman & Klestadt, LLP argue that China’s economy
has been sufficiently reformed that it should be considered a market economy according
to the six factors stipulated in the Act. They assert that China has undertaken many
banking reforms and that Chinese currency is fully convertible; wages in China are
market determined; there have been several reforms in the area of foreign investment
such as the relaxation of foreign investment approval requirements; the state has
announced that it will increase privatization of companies in specific key sectors; loans to
private enterprises have increased significantly when compared to state-owned
enterprises; and China passed bankruptcy reform law and has had multiple reforms in the
areas of rule of law and property rights. They also argue that the Antidumping Agreement
requires the Department to graduate China to market economy status, even without any
economic analysis.

Parties Who Oppose Revoking China’s NME Country Status
Parties who have expressed opposition to graduating China to market economy status include the
Steel Manufacturers Association; International Brotherhood of Teamsters; International Union;
United Automobile; Aerospace and Agricultural Implement Workers of America; Association of
American School Paper Suppliers; Southern Shrimp Alliance; American Iron and Steel Institute;
American Shrimp Processors Association; Nucor Corporation; Solar World Americas Inc.; Byer
Steel Group Inc.; American Federation of Labor & Congress of Industrial Organizations; United
Steel Workers; Bio-Lab, Inc.; Chemtrade Solutions LLC; Clearon Corporation; ICL Performance
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Products, LP; and Occidental Chemical Corporation; Maverick Tube Corporation; Schagrin
Associates; Titan Tire Corporation; Diamond Sawblades Manufacturers' Coalition; Rebar Trade
Action Coalition and its individual members; Verso Corporation; S.D. Warren Company d/b/a
Sappi North America; Appleton Coated LLC and the United Steel, Paper and Forestry, Rubber,
Manufacturing, Energy Allied Industrial and Service Workers International Union AFL-CIO,
CLC; Coalition to Enforce AD/CVD Orders; Gerdau Ameristeel U.S. Inc; United States Steel
Corporation; Coalition for Fair Trade in Hardwood Plywood and its individual members; Mid
Continent Steel & Wire, Inc.; JSW Steel; AK Steel Corporation; the American Furniture
Manufacturers Committee for Legal Trade; Anvil International, LLC; Appvion, Inc.; Archer
Daniels Midland Company; Colombian Home Products, LLC; Elkay Manufacturing Company;
the Laminated Woven Sacks Committee; the Magnesia Carbon Bricks Fair Trade Committee;
PCI Nitrogen, LLC; P.H. Glatfelter Company; the Polyethylene Retail Carrier Bag Committee;
Tate & Lyle Ingredients Americas LLC; Terphane, Inc.; US Magriesium LLC; Verso
Corporation; and Zekelman Industries, Seaman Paper Company of Massachusetts, Inc.; Evraz
North America; Manufacturers for Trade Enforcement; Commercial Metals Company; Alliance
for American Manufacturing; Aluminum Extrusions Fair Trade Committee; Coalition for a
Prosperous America; Chinalco Aluminium Co., Ltd.; Aluminum Association Trade Enforcement
Working Group; and Wiley Rein LLP. Members of Congress have also expressed opposition to
China’s graduation to market economy status, including: Senator Al Franken, Senator Tammy
Baldwin, Senator Sherrod Brown, and Senator Amy Klobuchar. Their positions are summarized
below:


To a great extent, Chinese currency is not convertible into the currency of other
countries; there is government manipulation and misalignment of the renminbi (RMB);
and China’s own leaders acknowledge that its currency needs to move toward
convertibility.



The only legal labor union in China, the ACFTU, is government-controlled. China does
not enforce its labor laws and does not recognize International Labor Organization (ILO)
rights.



The government heavily controls foreign direct investment (FDI) flows and the overall
investment climate remains challenging. There is a catalogue for foreign investment
drafted by MOFCOM that lists industries in which foreign investments are “encouraged,”
“restricted,” or “prohibited.” Also, foreign investors worry about protecting their
intellectual property in China because firms are forced to commit to significant
technology transfers or face restrictions in their ability to complete an investment project.



Land is cheaper for state-owned enterprises (SOEs) than for private companies because
SOEs are state-owned. There is an abundance of SOEs that receive preferential treatment
through subsidies and other incentives. The Chinese government manipulates raw
material prices for non-Chinese competitors, and restrains exports of raw materials. Also,
the government plays a large role in determining the terms of loans and credits to
businesses.
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The result of the government’s intervention in the market through its lending policies and
large subsidies has been extensive excess capacity in many industrial sectors, such as
steel, aluminum, paper, and tires. The government continues to maintain price controls on
various products and services such as pharmaceuticals, fertilizer, natural gas, and others.



State censorship restricts access to economic information; cyber security and intellectual
property theft are areas of concern; corruption between business and governmental
officials is quite widespread; there is inconsistent due process; and political connections
distort market outcomes.

ANALYSIS
As noted above, a NME country for purposes of the U.S. antidumping law is defined in section
771(18)(A) of the Act as “any country that the administering authority determines does not
operate on market principles of cost or pricing structures, so that sales of merchandise in such
country do not reflect the fair value of the merchandise.” In making a NME country
determination under section 771(18)(A) of the Act, section 771(18)(B) requires that the
Department examine an economy as a whole, as opposed to individual industries or companies,
and take into account:
1. the extent to which the currency of the foreign country is convertible into the currency of
other countries;
2. the extent to which wage rates in the foreign country are determined by free bargaining
between labor and management;
3. the extent to which joint ventures or other investments by firms of other foreign countries
are permitted in the foreign country;
4. the extent of government ownership or control of the means of production;
5. the extent of government control over the allocation of resources and over the price and
output decisions of enterprises; and
6. such other factors as the administering authority considers appropriate.
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Factor One: The extent to which the currency of the foreign country is
convertible into the currency of other countries.
A country’s integration into world markets is dependent upon the convertibility of its currency.
This factor examines China’s exchange rate regime and capital account restrictions. Part A
briefly describes the framework governing China’s exchange rate regime. Part B examines
capital account restrictions, including statistical measures of capital account convertibility; key
policies such as “window guidance” and the Qualified Foreign Institutional Investor (QFII)
program; and the effect of capital account convertibility restrictions on the use of the RMB
internationally. Part C examines the FOREX market and FOREX regime, including China
Foreign Exchange Trade System (CFETS), modifications to China’s exchange rate regime over
the past decade, and the offshore RMB market.
China has moved from multiple (fixed) exchange rates and closed current and capital accounts to
a more flexible, unified exchange rate, an open current account, and a somewhat open capital
account. The government continues to develop its FOREX markets, internationalize its currency,
and open its capital account. However, China still maintains instruments of control over the
valuation of the RMB through the central parity rate-setting process and FOREX market
interventions. China also continues to maintain approval requirements for all major capital
account transactions, including investment, borrowing, and cross-border account holding.
A. Framework of the Foreign Exchange Regime
The RMB has been the sole official currency of China since the Chinese government adopted a
unified exchange rate in 1994.4 The primary legal instrument governing FOREX administration
is the Regulation on the Foreign Exchange System of the People’s Republic of China.5
The Law of the People’s Republic of China on the People’s Bank of China (PBOC Law), adopted
in 1995, sets forth the current functions of China’s central bank, the People’s Bank of China
(PBOC).6 PBOC is responsible for conducting both monetary policy and FOREX policy, but
delegates various powers over FOREX to the State Administration of Foreign Exchange (SAFE),
which regulates day-to-day currency transactions.7 PBOC operates under the guidance of the
State Council, the highest authority in the Chinese government, to which PBOC must submit
major decisions for approval.8
4

Economist Intelligence Unit, Country Profile, China (March 2006), 53.

5

Regulation on the Foreign Exchange System of the People’s Republic of China (State Council, Order No. 532,
issued January 29, 1996, amended January 14, 1997, further amended August 1, 2008).

6

Law of the People’s Republic of China on the People’s Bank of China (adopted by NPC on March 18, 1995,
amended December 27, 2003).

7

PBOC Law, Article 4. For currency functions of PBOC and SAFE, see also IMF, Annual Report on Exchange
Arrangements and Exchange Restrictions 2016 (October 2016), China country chapter, 750-793.
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PBOC Law, Article 5.
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B. Capital Account Restrictions
Compared to other major emerging economies, China’s capital account remains one of the most
tightly restricted.9 While China has relaxed some restrictions and reduced regulatory burdens
over time, restrictions remain on twelve of thirteen categories of capital account transactions.10
For example, portfolio investment continues to be controlled by quotas and can only be done
through QFIIs, foreign borrowing is still subject to a ceiling (short-term borrowing) or approval
requirements (long-term borrowing), and holding cross-border accounts still requires SAFE
approval.11 The Chinn-Ito index measures capital account convertibility, ranging from 2.39
(highest level of convertibility) to -1.89 (lowest level of convertibility). China’s score in 2015
was -1.19, which has not changed since the 1990s. According to the index, this score is below
average even for developing and emerging markets.12
In addition, PBOC also appears to use “window guidance” to SIEs and state-owned commercial
banks (SOCBs) to discourage capital outflows.13 PBOC also appears to use window guidance to
encourage SIEs to sell holdings of foreign currency, and to require banks who remit RMB
overseas to import a certain amount of RMB based on the RMB remitted to control net capital
outflows.14
Between 2004 and 2010, large capital inflows placed upward pressure on the RMB, resulting in
the tightening of restrictions on FOREX inflows and an easing of restrictions on outflows.15
9

Mark Kruger and Gurnain Kaur Pasricha, What to Expect When China Liberalizes Its Capital Account (Bank of
Canada, April 2016), 2.

10

IMF, Annual Report on Exchange Arrangements and Exchange Restrictions (October 2016), 58. The indicators
used by the IMF are binary and indicate whether such a restriction exists, but do not indicate the degree to which
restrictions in each category may have changed.

11

WTO, Trade Policy Review – Report by the Secretariat – China, WT/TPR/S/342 (June 15, 2016), 25.

12
Hiro Ito and Menzie Chinn, Notes on the Chinn-Ito Financial Openness Index 2014 Update (June 30, 2016). See
also Hiro Ito and Menzie Chinn, “What Matters for Financial Development? Capital Controls, Institutions, and
Interactions,” Journal of Development Economics 81(1) (October 2006): 163-192.
13

Hongyi Chen et al., To Guide or Not to Guide? Quantitative Monetary Policy Tools and Macroeconomic
Dynamics in China, BOFIT Discussion Papers (Bank of Finland, March 2017). See also Diego Anzoategui, Mali
Chivakul, and Wojciech Maliszewski, Financial Distortions in China: A General Equilibrium Approach, IMF
Working Paper (IMF, December 2015).
14
Economist Intelligence Unit, ViewsWire – China: FOREX Regulations (February 24, 2017). See also Yusho Cho,
“China Seeks Tighter Rein on Yuan-Selling, Capital Flight,” Nikkei Asian Review, August 3, 2016. See also Reuters,
“China’s Tighter Capital Controls Impeding Western Firms’ Payments, Dividends: Lobbies,” December 7, 2016.
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After 2011, certain restrictions were eased, such as RMB raised offshore could be invested
onshore. Companies based in China were also given greater access to foreign currency loans and
were permitted to issue RMB bonds abroad.16 However, since 2014, in the face of slowing
economic growth, the government re-imposed restrictions on FOREX transactions and FOREX
accounts for residents, companies, and financial institutions.17 In addition, SAFE appears to have
stopped issuing new allocations for the Qualified Domestic Institutional Investor (QDII)
program, which the government established to allow companies based in China to invest
abroad.18 Since the end of 2016, the government has reportedly increased scrutiny of the size and
purpose of individual and company outbound capital account transactions.19 An annual
individual FOREX quota of USD 50,000 resets the first of each year.20
China’s significant restrictions on capital account convertibility result in relatively low use of the
RMB internationally, as shown through various indicators. First, trade with China is most often
invoiced and settled in currencies other than the RMB. The share of China’s RMB-denominated
goods trade, as a percentage of China’s total goods trade, fell to approximately 15% in December
2016 from over 34% in August 2015.21 Second, in terms of global trade finance, the RMB’s
market share fell to 4.6% in November 2016 from a high of 8.7% in 2013.22 Third, the RMB has
fallen from its position in December 2015 as the fifth most widely used international payments
currency to the seventh as of April 2017, accounting for 1.6% of international payments.23
C. Foreign Exchange Market and the Exchange Rate Regime
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FOREX transactions traditionally occurred in the CFETS, the centralized interbank FOREX
market. All transactions in the CFETS were conducted through a single state-owned entity at
state-determined rates until 2006, when an over-the-counter (OTC) FOREX trading system was
introduced in which banks were to facilitate transactions on the exchange.24 The system initially
had 15 banks designated as “market makers,” which are banks that conduct OTC FOREX
transactions and report the rates to the CFETS, which are then used as a component of the
PBOC-set exchange rate.25 There are now 32 market makers, including policy banks, private
banks, local-level city banks, and foreign banks.26 At the end of 2015, 440 domestic and foreign
banks were conducting spot FOREX settlement and sales operations in the interbank market.
Since then, PBOC has also permitted foreign central banks, international financial organizations,
and sovereign wealth funds to engage in FOREX transactions.27
Over the last decade, China has modified its exchange rate regime several times.


From July 2005 to July 2008, China adopted a managed floating exchange rate regime,
which was intended to incorporate market forces and be linked to a basket of currencies,
rather than solely to the USD.28 However, China did not disclose the currencies
comprising the basket, leading to the widespread view that the RMB was in fact still
pegged to the USD.29 Indeed, one empirical study found that the RMB continued to
follow the USD closely.30



During the global financial crisis, from 2008 to 2010, China formally reverted to a USD
peg.31



In June 2010, PBOC again announced its intention to resume a managed float of the
RMB against a basket of currencies, but it did not publish any information on the
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basket.32 As a result, the assumption remained that the exchange rate regime was in fact a
crawling USD peg, and the International Monetary Fund’s (IMF) Annual Report on
Exchange Arrangements and Exchange Restrictions classified China’s exchange rate
regime as a “crawl-like arrangement” during that time.33
PBOC has gradually widened the trading band around the daily fixing rate, which was ±2% as of
March 2014.34 Within the trading band, banks determine buying and selling prices on the basis of
supply and demand.35 However, the Chinese government can and does intervene in the market
through the buying or selling of FOREX by either PBOC or SOCBs in order to move the
exchange rate.36
Prior to 2015, market makers provided price quotes to PBOC based on their “sense of the market
in the morning” for purposes of setting the central parity (or fixing) rate each morning.37
However, many of the market makers were state owned and the price quotes given to PBOC
were not necessarily actual market transaction data. The process remained opaque and PBOC
had wide discretion in setting the fixing rate.38 As a result, the fixing rate during this period
moved only negligibly from day to day.39
Since 2015, two notable changes appear in the calculation of the fixing rate. First, in August
2015, PBOC announced the daily fixing rate would reflect the closing rate in the FOREX market
the previous day.40 This change seems intended to bring market forces of supply and demand to
bear directly on the daily fixing rate. Second, in December 2015, the CFETS began publishing an
exchange rate index that reflects movements in the value of the RMB against a basket of
currencies.41 The CFETS also disclosed the currencies in this basket and the trade weights
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attached to each currency.42 With these two changes, the daily fixing rate is now calculated using
both a weighted-average of closing rates from the previous day and an adjustment designed to
ensure stability in the value of the RMB against the currency basket.43
Although these changes are important, a lack of transparency obscures the extent to which
market forces affect the rate-setting process. It is not clear whether PBOC collects closing rates
from all market makers or only a subset, and if the latter, on what basis the subset is chosen.
PBOC apparently calculates the daily fixing rate using only rates from 14 of the market
makers.44 In addition, although the CFETS now publishes the trade weights attached to the
currencies in the basket, it still does not publish the weights attached to various closing rates of
market makers used to set the daily fixing rate.45 In fact, studies have found that administrative
discretion explains a large percentage of the cumulative change in the fixing rate to date, and that
the market-determined component has been small.46 Indeed, opacity combined with interventions
have lowered market participants’ expectations in FOREX markets as a reliable measure of the
RMB’s value. Instead, they remain sensitive to signals from and interventions by Chinese
government authorities.47
In May 2017, it was reported that PBOC will include, in the calculation of the fixing rate, a
coefficient to limit or moderate the tendency toward pro-cyclical adjustment of the fixing rate
based on exchange rate movements in the market.48 What PBOC refers to as the “countercyclical coefficient” would effectively reduce the extent of market forces on the fixing rate.49
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This change, if implemented, would signal a step back from PBOC’s stated goal of greater
exchange rate flexibility.50
In December 2015, the IMF began to include the RMB in the currency basket of the Special
Drawing Right (SDR), along with the USD, the Euro, the Japanese Yen, and the British Pound.51
The SDR basket consists of currencies (1) of the largest exporting member countries and (2) that
the IMF has determined to be “freely usable.”52 Although this signals an important step toward
RMB internationalization, in a report detailing initial considerations of including the RMB in the
SDR basket, the IMF expressed some concerns regarding the “freely usable” criteria in the
context of existing capital controls, and the observed deviation between onshore and offshore
RMB exchange rates.53 The IMF stated that if the RMB were accepted as an SDR basket
currency, “a number of issues would need to be resolved.”54 Even after the IMF added the RMB
to the SDR basket, the IMF emphasized that operational challenges remain and that China would
need to continue to implement reforms.55 Shortly after the IMF made its decision to include the
RMB in the SDR basket, PBOC announced the components of the currency basket.56 Analysts
believe the inclusion of the RMB in the SDR basket will not, at least in the near term, have a
significant effect on the demand for the currency or the allocation of global reserves of central
banks, since the RMB is not yet fully convertible.57
Controls on many capital account transactions limit the purchase and sale of RMB in the onshore
RMB (CNY) market, but the same is not true in the offshore RMB (CNH) market.58 In addition,
the CNH market rate is free-floating and not subject to a trading band.59 The differences in
capital controls and exchange rate regimes are what allow the exchange rates to diverge, and
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without such controls, arbitrage would close the gap between the CNH and CNY. However,
similar to the onshore CNY market, PBOC reportedly intervenes significantly in the offshore
CNH market to prevent the offshore and onshore exchange rates from diverging significantly.60
In comparison to the onshore CNY market, the offshore CNH market is quite small. The total
CNY/CNH combined average daily trading volume in April 2016 was $202 billion,61 of which
CNH trading comprised approximately $30 billion.62
D. Assessment of Factor
The RMB is convertible into foreign currencies for trade purposes. China has made marketoriented modifications to its capital account and exchange rate system. China has also taken
steps to develop its FOREX market. However, China still maintains significant restrictions on
capital account transactions and intervenes considerably in onshore and offshore FOREX
markets. Approval requirements remain for all major capital account transactions, including
investment, borrowing, and cross-border accounts. Although participation in the FOREX market
is more economically diverse and has increased, PBOC still maintains ultimate control of the
value of its currency through FOREX market interventions and the central parity rate-setting
process.
The central parity rate against the USD now reflects the closing FOREX market rate of the
previous day and an adjustment needed to maintain stability against a basket of currencies.
However, the CFETS does not disclose the weights attached to price quotes from the previous
day used to calculate the central parity rate. Moreover, significant FOREX interventions are
necessary for the RMB to follow the currency basket. For these reasons, it is not clear to what
extent China’s modifications to its system have brought market forces directly to bear on the
exchange rate. Although the offshore CNH market is more open and market-oriented than the
onshore CNY market, it is relatively small, and its openness must be qualified by the fact that the
PBOC makes significant FOREX interventions that limit the extent of price divergence between
the two markets.
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Factor Two: The extent to which wage rates in the foreign country are
determined by free bargaining between labor and management.
Wages are an important component of a producer’s costs and prices. This factor examines the
extent to which wage rates in China are determined by free bargaining between labor and
management. The statutory language concerning “free bargaining between labor and
management” reflects concerns about the extent to which wages in an economy are marketbased, i.e., about the existence of a market for labor services in which workers and employers are
free to bargain over the terms and conditions of employment.
Part A of this section describes the legal and institutional framework governing labor relations in
China, including the principal labor laws and the trade union, ACFTU. Part B analyzes the wage
formation process in China, beginning with a discussion of wage growth trends, and then
proceeding to analyze labor law dispute resolution, trade unions and collective bargaining, and
the household registration (“hukou”) system. Significant institutional constraints on the extent to
which wage rates are determined through free bargaining between labor and management in
China remain. In addition, the restrictions on labor mobility through the hukou system continue
to distort the supply side of the labor market.
A. Legal and Institutional Framework
The Labor Law of the People’s Republic of China (“Labor Law”) applies to all enterprises,
including SIEs, domestic private enterprises, and foreign-invested enterprises (FIEs).63 The
Labor Law grants enterprises the right to set their own wages above the government-set
minimum wage.64 Under the 2004 Minimum Wage Regulations,65 minimum wages are set by
locality (province or municipality) and each province must set a minimum wage that is between
40% and 60% of the local average wage.66
The Labor Law provides that employees may join or organize trade unions and negotiate
collective contracts,67 but Chinese law does not permit workers to organize or join unions not
approved by the state. China’s system of “collective consultation” is characterized by a top-down
approach that diverges from the concept of worker-led collective bargaining that exists in many
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Western economies. Workers in China also do not have the right to strike under Chinese law.68
While the Constitution of the People’s Republic of China (“PRC Constitution”) provides for the
freedom of peaceful assembly, it also stipulates that such activities may not infringe upon the
interests of the state.69
ACFTU has been China’s official trade union since the founding of the People’s Republic of
China in 1949. ACFTU’s legal monopoly on all trade union activities is codified in the Trade
Union Law of the People’s Republic of China (“Trade Union Law”) adopted in 1992, and
remains unchanged after amendments to the law in 2001 and 2009.70 The Chinese government
prohibits independent unions and has systemically and, in some cases, forcibly repressed efforts
to organize independent unions.71 The Trade Union Law provides for ACFTU to preside over a
network of subordinate trade unions that are related to one another in terms of the Leninist
concept of “democratic centralism,” which subordinates lower-ranking unions to higher-ranking
ones.72 ACFTU is subject to CCP control, and trade union leaders concurrently hold office at a
corresponding rank in the CCP or the government.73 The current ACFTU chairman is a member
of the CCP Politburo.74
Trade union officials are officially employees of the Chinese government, further underscoring
their status as government actors under CCP control.75 While the Trade Union Law provides that
union leaders must be elected, in practice, nearly all leaders are nominated or vetted by
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enterprise management.76 ACFTU must organize and approve all union activity, but ACFTU is
not required to reflect solely, or even primarily, the interests of workers in disputes. Unions are
nominally required to safeguard the legitimate rights and interests of the Chinese worker77 while
simultaneously playing their proper role in China’s socialist modernization78 and safeguarding
the socialist State power under the people’s democratic dictatorship.79 Because China’s trade
unions are part of the Chinese government’s institutional framework, with a responsibility to
preserve harmony and stability in industrial relations,80 there is an inherent tension in the dual
functions they serve.
Over the last decade, the expansion of labor market institutions has coincided with new labor
legislation, including the Labor Contract Law of the People’s Republic of China (“Labor
Contract Law”)81 and the Law on Mediation and Arbitration of Labor Disputes of the People’s
Republic of China (“Labor Dispute Law”).82 The Labor Dispute Law codifies protections for
workers, such as strengthening regulations on termination of employment and establishing
penalties for employers that fail to provide written labor contracts, pay wages on a timely basis,
provide overtime pay, or provide compensation for terminated labor contracts.83
Attempts to resolve individual labor disputes in China generally progress in stages. First, a
worker and the employer may attempt to resolve the matter through informal consultations.84 If
consultations fail to resolve the dispute, the parties may submit the matter to the enterprise’s
mediation commission or to an external government or quasi-governmental mediation
committee.85 If mediation fails or if the parties forego mediation, the parties may apply to the
76
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local labor dispute arbitration commission for resolution.86 The arbitration commission is
comprised of representatives of the Ministry of Human Resources and Social Security
(MOHRSS) or another government authority, the trade union, and the employer.87 MOHRSS or
another government authority is responsible for administering the arbitration in practice.88 If a
party disagrees with the arbitration commission’s decision, the disputing party may file a claim
in court within 15 days of receiving the decision.89
While the Labor Contract Law and the Labor Dispute Law have added important protections for
employees under the law, they do not advance the fundamental rights of freedom of association
and collective bargaining, deemed essential in the ILO’s 1998 Declaration of Fundamental
Principles and Rights at Work.90
B. Constraints on Wage Formation
1. Wage Growth Trends
Since the 1980s, China’s economy has experienced an increased dispersion of wages across
regions, industries, experience, education level, job tenure, migrant status and company
ownership category. At the same time, wages are converging across sub-sectors of urban
manufacturing, consistent with a decrease in the surplus labor supply and labor market
tightening.91 In the context of China’s rapid and sustained economic growth, there has also been
a steady rise in real wages over time.92 According to ILO estimates, between 2008 and 2014, real
wages in China’s urban units grew at a compound annual rate of 9.1%.93
However, growth in real wages has historically lagged labor productivity growth. According to
ILO estimates, Chinese workers’ average output increased at a compound annual rate of 9.6%
between 2000 and 2012, while employees’ average real compensation increased at an annual
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growth rate of 8.2% over the same period.94 Over the period 2000-2011, the ILO also estimates a
decline in the labor income share (ratio of compensation of employees over gross value added).95
Thus, real wages have not kept pace with worker contributions to output, and Chinese workers’
share in China’s expanding economy has effectively declined. The ILO points to weak labor
institutions and weakening workers’ bargaining power as important factors contributing to this
trend.96
As noted above, the minimum wage in China is set at the local level using a “living wage”
approach that focuses on subsistence wage levels, rather than a “wage floor” approach that
focuses on labor productivity.97 As a result, minimum wage growth lags real wage growth, to the
point where virtually all workers, local and migrant, men and women, skilled and unskilled, earn
above the minimum wage.98 Accordingly, the minimum wage is not a significant factor in
determining whether workers receive a fair wage that reflects contributions to output.99
Wage arrears have been a perennial problem in China, particularly in the construction
industry.100 Excess industrial capacity and slower economic growth have exacerbated this
problem in recent years. As industrial enterprises shut down, compensation to employees has
increasingly gone unpaid.101 Labor strikes, not expressly permitted under Chinese law but often
tolerated by government authorities, have increased in recent years, driven in large part by wage
payment and retrenchment compensation issues.102 Wage arrears are a particular problem for
94
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migrant workers, most of whom work without a formal, written labor contract.103 According to
MOHRSS, there were 11,007 migrant worker protests over wage arrears in the first three
quarters of 2015, an increase of 34% over the same period in 2014.104
2. Labor Law Dispute Resolution
The Chinese government has implemented legislation such as the Labor Contract Law that
provides employees with a cause of action to challenge particular aspects of an employee’s labor
contract in a Chinese court.105 As legislation has expanded the scope of labor contracts,
employees have increasingly challenged employers in Chinese courts.106 Nonetheless, the Labor
Contract Law and the Labor Dispute Law do not alter the fundamental relationship between the
worker, the union, and the state.
As discussed above, individuals cannot join together to form independent trade unions or
collectively bargain outside the institutional framework controlled by the Chinese government
and the CCP. Instead, individual workers can only issue individual challenges on a case-by-case
basis after the fact of an alleged violation of labor rules.107 An individual worker’s prosecution of
a case under these laws can be time-consuming and costly.108 Migrant workers, who often have
few resources and who may not be geographically fixed, face particular challenges in pursuing
claims under this system.109 Official Chinese trade unions are required to provide legal aid to
workers as long as workers use the prescribed legal channels to address their concerns. Yet, in
many cases, particularly outside of China’s wealthiest cities, unions lack the financial resources
and legal capacity to provide adequate legal assistance.110
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Consequently, China’s labor dispute resolution system has the effect of containing and
controlling labor concerns rather than addressing fundamental issues that affect workers
systemically and collectively.
3. Trade Unions and Collective Bargaining
Limited collective bargaining power constrains real wage growth and frustrates worker efforts to
secure a fair wage. As discussed above, workers in China have limited collective bargaining
power because they lack the freedom to associate and assemble and the right to strike, and
because ACFTU, the only legally sanctioned trade union in China, remains an instrument of the
Chinese government and the CCP. Managers of enterprises fill most ACFTU leadership
positions, and in general, workers do not directly elect their union representatives.111 A report by
the ILO explains:
ACFTU is not feared for its ability to call millions of workers into action but because it may activate
support from the local government or the Party, in particular, as many trade union leaders double as Party
secretaries or deputies in people’s Congresses. Because a union leader’s authority derives from the partystate which values social stability and not strong action against unwilling enterprises, and because company
employees are not called into action to bargain for a better deal, employers usually find themselves in a
comfortable position and able to give in selectively to union demands, while at the same time withholding
substantial concessions. The whole top-down organisational process has become characterised by serious
flaws which allow management to largely dominate and control trade unions.112

Accordingly, negotiations between labor and management in China have traditionally been
described as “collective consultations,” which are a “formality.”113 In actuality, either labor and
management do not “carry out real bargaining” or “management does not even meet with the
trade unions, and just sends them a collective contract for ‘approval.’”114 This context is at odds
with the practice of collective bargaining as envisioned by international institutions such as the
ILO, in which trade unions are “legitimate units of bargaining.”115 Formal indicia of trade union
membership in China do not necessarily support a conclusion that free bargaining between
111

Mimi Zou et al., “Regulating Collective Disputes in China: A Tale of Two Actors,” Journal of Comparative Law
10(2) (2016): 282-283.

112

Rudolf Traub-Merz, All China Federation of Trade Unions: Structure, Functions and the Challenge of Collective
Bargaining, Working Paper No. 13 (International Labor Office, Global Labour University, September 2011), 18.

113

Chris King-Chi Chan and Elaine Sio-leng Hui, “The Development of Collective Bargaining in China: From
‘Collective Bargaining by Riot’ to ‘Party State-Led Wage Bargaining,’” China Quarterly 217 (March 2014): 226.

114

Ibid., 226. See also Mimi Zou et al., “Regulating Collective Disputes in China: A Tale of Two Actors,” Journal
of Comparative Law 10(2) (2016): 281-282.

115

ILO, International Labor Standards on Collective Bargaining (2017); ILO, International Labor Standards on
Freedom of Association (2017); Bernard Gernigon et al., ILO Principles Concerning the Right to Strike (ILO, 1998),
3. See also Chris King-Chi Chan and Elaine Sio-leng Hui, “The Development of Collective Bargaining in China:
From ‘Collective Bargaining by Riot’ to ‘Party State-Led Wage Bargaining,’” China Quarterly 217 (March 2014):
227.

26

management and labor is occurring.116 Trade unions controlled by a formal management
hierarchy from the top down, under the influence of the Chinese government and the CCP, enjoy
little credibility with workers.117
The difficulties that workers face in vindicating their interests through the legal system or trade
unions has increasingly led them to pursue their grievances through unauthorized strikes and
protests, in which they demand to negotiate directly with management.118 Even though official
data is not available, most observers agree that the incidence of unauthorized labor strikes has
been on the rise since the 1990s.119 A notable series of illegal strikes in 2010 at manufacturing
sites in southern China brought to the central government’s attention the need to address
workers’ collective demands out of concern that the strikes might cause social unrest or lead to
the development of independent and empowered unions.120 For example, during a strike at a
Honda plant in Guangdong province, workers demanded a direct role in union elections. In
response to these demands, workers were given some role in electing union representatives. Still,
workers were excluded as candidates for leadership positions, which continued to be filled by
company managers and supervisors.121
The top-down, state-led approach to collective bargaining in China essentially produces
government-managed outcomes. In some cases, unauthorized strikes take place outside the
institutional framework that governs industrial relations, and the subsequent bargaining between
workers and management has moderately improved wages and working conditions.122 However,
this approach is fundamentally different from a market-based, bottom-up, worker-led negotiating
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process in which workers’ leverage reflects their right under the law to strike.123 Recent
government campaigns to restrict the operations and activities of labor rights non-governmental
organizations (NGOs) suggest that the government’s focus will remain on obtaining preferred
outcomes, rather than on fundamental changes in the legal role and capacity of trade unions in
China.124
4. The Hukou System
Under the hukou system administered by the Chinese government, every Chinese citizen since
the 1950s has been classified at birth as either an “agricultural” (rural) or “non-agricultural”
(urban) resident and registered with a local jurisdiction – a city, town, or village – that is
considered his or her official and only place of “permanent residence.” This local hukou typically
passes from mother to child and entitles the holder to services including education, housing,
healthcare, and social welfare provided by the local jurisdiction.125 Transferring one’s hukou
classification from agricultural to non-agricultural status or changing the place of registration is a
difficult bureaucratic process.126
A key purpose for establishing the hukou system under China’s command economy was to
prevent mass migration to cities, while ensuring sufficient supplies of labor for grain production
in rural areas and for industrial projects under government control.127 After 1978, rapid economic
growth and urban expansion created a demand for labor that was met by migration from rural to
urban areas and from central to coastal regions. Over time, the persistence of the hukou system
has resulted in an acute imbalance: over half of China’s population now lives in urban areas, but
only one-third of the urban population holds an urban hukou.128
Access to low-cost migrant labor has contributed to China’s emergence as a low-cost production
center in the global economy. As one scholar has noted, the hukou system has created a “huge
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class of super-exploitable, yet highly mobile or flexible industrial workers for China’s new
economy, now closely integrated into global trade networks.”129 For example, in China’s largest
migrant labor city, Shenzhen, often referred to as the “world’s factory,” local government
officials have acknowledged that the city could not have achieved its rapid economic growth
without rural migrant labor.130
Several hukou-related factors continue to limit labor mobility. First, rural hukou holders have
shown reluctance to transfer their hukou to an urban location because it requires them to
relinquish their increasingly valuable rural land-use rights, which in many cases represents the
only retirement security that rural residents and their families have.131 Second, rural residents
that migrate outside the geographical area of their hukou registration may not have access to
public services, healthcare benefits, housing, the educational system and formal employment
under a written labor contract.132
The Chinese government has recently taken steps to modify the hukou system. The State Council
Opinion on Further Promoting Hukou System Reforms (“Opinion on Hukou Reform”)133 issued
in 2014 calls for several changes, including: removing the distinction between agricultural and
non-agricultural hukou, and instead registering citizens by their place of origin;134 allowing
migrants to apply for a local hukou after holding a mandatory residence permit in an urban area
for a certain period of time;135 and permitting rural land-use rights holders to retain at least some
of the value of their land-use right after obtaining an urban hukou.136
Nevertheless, these changes represent a modification of the hukou system rather than its
elimination, and many aspects of the hukou system continue to limit labor mobility in China.137
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The State Council’s recent proposals have not been enshrined in major laws, and are often
implemented on only a partial or pilot basis. Notably, the Opinion on Hukou Reform provides
that controls be stricter in large cities, particularly mega-cities such as Beijing, Shanghai, and
Shenzhen, than in small and medium-sized cities.138 This concept of basing hukou policy on city
size was first put forward in the Decision on Several Major Issues for Comprehensively
Deepening Reform (“Third Plenum Decision”) adopted by the CCP Central Committee (CCPCC)
and the State Council in 2013.139 Restrictions in larger cities make it difficult, if not impossible,
for the vast majority of migrants to obtain an urban hukou in the urban areas where the best
economic opportunities are located. Those migrants and their dependents who still choose to live
in the larger cities will continue to face uncertainty regarding access to social services, education
and healthcare.140 Conversely, in the small and medium-sized cities where the Chinese
government is relaxing controls on labor flows, economic opportunities are fewer and social
services more limited.
Fiscal budget constraints, discussed further in Factor 4.B. of this report, are key impediments to
achieving meaningful hukou reform. Local governments bear inordinate responsibility for
financing public services such as policing, schools, hospitals, and roads.141 A relaxation of the
hukou system could accentuate this imbalance by increasing demand for municipal services. In
2016, the Chinese government announced further hukou-related changes aimed at increasing the
“carrying capacity” of social services in local government budgets.142 As this is a very recent
development, it is difficult to assess its efficacy at this stage.
C. Assessment of Factor
The Department observes variability in wages across regions, sectors, and enterprises in China,
and the steady rise of real wages in China’s economy. Nonetheless, a number of institutional
constraints limit the extent to which market forces contribute to wage formation in China. While
China has expanded legislation to protect workers’ legal rights, these developments have not
138
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reduced restrictions on collective bargaining. Workers do not have the legal right to strike or
organize independently, and as such, have no meaningful freedom of association. All trade
unions are affiliates of the government-controlled ACFTU and its branches at the local and
enterprise level. The legal and institutional relationship with the government inhibits unions from
acting as true advocates of workers’ rights and as a meaningful counterweight to management.
Collective action has been on the rise, but these incidents are generally outside of the
institutional process, and the Chinese government only condones them when they do not threaten
social stability.
In addition, restrictions on labor mobility through the hukou system continue to inhibit and guide
labor flows within China and to distort the supply side of the labor market. The Department
notes recent efforts by the Chinese government to modify the hukou system by relaxing
eligibility, allowing some rural residents to retain the value of rural land-use rights, and
addressing local government budgetary constraints that affect the provision of municipal
services. Nonetheless, the hukou system continues to limit wages and mobility, particularly in the
largest cities that afford the best economic opportunities. Millions of migrant workers across
China, who play a central role in China’s low-cost labor force, continue to lack access to basic
amenities and worker protections.
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Factor Three: The extent to which joint ventures or other investments by
firms of other foreign countries are permitted in the foreign country.
Opening an economy to foreign investment tends to expose domestic industry to foreign
competition, including the management, production and sales practices that foreign enterprises
bring to the host economy together with their investments. It also tends to reduce the scope and
extent of government control over the market, since foreign investors, as a general rule, demand
a certain degree of autonomous control over their investments.
Under this factor, the Department analyzes the Chinese government’s foreign investment regime
to assess the extent to which foreign investors are able to access China’s market and how
government interventions serve as barriers to foreign investment. (In Factor 5, the Department
will further analyze how the Chinese government’s foreign investment regime distorts resource
allocations and market outcomes.) Part A of this section reviews the legal and institutional
framework governing foreign investment, including the laws related to establishing an FIE, the
foreign investment catalogue, and the foreign investment approval processes. Part B describes
trends in China’s inbound FDI flows, and then proceeds to analyze some of the key constraints
on foreign investment, including equity limits and local partner requirements; the investment
approval and regulatory process; technology transfer and localization requirements; and antimonopoly enforcement and national security reviews.
In 2017, the Chinese government continues to rely on a foreign investment catalogue to
encourage foreign investment in some sectors of the economy, while restricting or prohibiting it
in others. The Chinese government continues to be ranked by the OECD as one of the most
restrictive FDI regimes in the world. Although China has opened its economy to foreign
investment over the last few decades in many respects, China’s foreign investment regime
continues to shield Chinese enterprises from competition, particularly those the Chinese
government is trying to cultivate as market leaders. The Chinese government recently introduced
a “negative list” system to its foreign investment regime, but substantial barriers to foreign
investment remain.
A. Legal and Institutional Framework
1. Laws Establishing FIEs
The three most common corporate forms of FIEs in China are contractual joint ventures (CJV),
equity joint ventures (EJV), and wholly foreign-owned enterprises (WFOE). These three
corporate forms are governed by three separate laws, namely the Law of the People’s Republic of
China on Chinese-Foreign Contractual Joint Ventures, the Law of the People’s Republic of
China on Chinese-Foreign Equity Joint Ventures, and the Law of the People’s Republic of China
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on Wholly Foreign-Owned Enterprises.143 Each of these forms of investment have different
requirements and restrictions under Chinese law.144
When the Chinese government first began to open the economy to foreign investment, foreign
companies often found that a Chinese joint venture partner was necessary for a successful market
entry strategy, and in some cases, market access for foreign investment has been conditioned on
forming a joint venture with a Chinese partner. Over time, as restrictions loosened, the WFOE
became the dominant form of foreign investment in China because it provides a foreign investor
with more control than a joint venture.145 However, the Chinese government continues to
prohibit WFOEs in certain sectors, and as a result, joint ventures with a Chinese firm remain an
important facet of the foreign investment environment in China today.
2. Foreign Investment Catalogue
All FIEs must comply with the Catalogue of Industries for Guiding Foreign Investment
(“Foreign Investment Catalogue”).146 Since the Foreign Investment Catalogue was first issued in
1995, it has been one of the fundamental legal documents regulating foreign investment in
China, and it is the starting point for analyzing the potential restrictions on foreign investment in
any particular industry.147 The Foreign Investment Catalogue divides industries into three basic
categories for foreign investment purposes: (1) “encouraged,” (2) “restricted,” and (3)
“prohibited.” Those industries not explicitly listed in the Foreign Investment Catalogue are
143
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deemed to be “permitted.”148 Different categories of investment in the Foreign Investment
Catalogue generally lead to different degrees of approval scrutiny or application requirements.
For example, foreign investment in “restricted” industries is often subject to stricter government
review and more burdensome application requirements. For some industries, the Foreign
Investment Catalogue requires that investment take a particular form (such as a CJV or EJV),
that the proportion of foreign equity investment in the enterprise be capped at a particular level,
or that the Chinese party must have a controlling interest.
The Foreign Investment Catalogue was amended in 2002 and 2005 to reflect China’s WTO
commitments to open certain sectors to foreign investment. An additional revision in 2007
placed new restrictions on several industries, including chemicals, auto parts, rare earths and
processing, biofuel production, and edible oil processing.149 The Foreign Investment Catalogue
was again revised in 2011, with only minor changes, which, inter alia, added wholly foreignowned medical establishments and removed the retailing of OTC medicines from the “restricted”
category.150 The Foreign Investment Catalogue was amended again in 2015 with 38 sectors
remaining in the “restricted” category and 36 sectors in the “prohibited” category.151 While the
2015 Foreign Investment Catalogue liberalized investment in a few areas, including the
manufacture of chemicals and chemical raw materials, it did not liberalize many of the sectors
important to foreign investors, such as services, agriculture, extractive industries, and other
manufacturing sectors.152
China released a revised Foreign Investment Catalogue in June 2017, which continues to contain
an “encouraged” category and places “restricted” and “prohibited” investments under a
“Negative List for Foreign Investment Access” (“Negative List”). Encouraged industries may
benefit from special incentives, but can still be subject to certain restrictions on foreign
investment if they are also included on the Negative List.153 China has indicated that it intends to
move to a comprehensive negative list approach, in which foreign investment in all sectors is
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permitted unless it is expressly included on a negative list.154 Nonetheless, China is still using an
approach that is fundamentally similar to previous versions of the Foreign Investment Catalogue.
By promoting foreign investment in certain industries while limiting or altogether prohibiting
foreign investment in others, the Foreign Investment Catalogue reflects the Chinese
government’s policy priorities by channeling foreign investment into industries of its
choosing.155 As discussed under Factor 5, the Chinese government’s industrial policies include
encouraging foreign investment in high-technology industries, promoting indigenous innovation,
developing national champions, guiding the development of Chinese domestic industries up the
value chain and protecting sensitive and strategic industries from foreign investment.156 The
Chinese government’s industrial policies are set forth in a multitude of other planning
documents, such as five-year plans, which lay out its economic and development objectives for a
five-year period, as well as other administrative regulations, departmental rules, and regulatory
documents.
3. Foreign Investment Approval Process
In contrast to many market economies where corporate registration for any company, foreign or
domestic, consists of filing the articles of incorporation with the relevant authorities, foreign
investors in China are required to seek approvals from, or register with, multiple Chinese
government agencies before an FIE can be established. In addition, after an FIE has been
established, further government approvals may be required for significant changes to the
enterprise, such as changes to the corporate structure, as well as expansion plans, such as
opening new facilities or expanding product lines.157
Historically, Chinese law has required a foreign investor to file an application to obtain a
certificate of approval by MOFCOM or its local branch in order to establish an FIE. This process
typically includes submitting the relevant contracts and articles of association of the proposed
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FIE.158 According to the regulations establishing FIEs, MOFCOM or its local branch will not
grant approval to a foreign investment in certain circumstances, including, inter alia, if (i) an
investment would injure China’s sovereignty or the public interest or would endanger state
security; (ii) a CJV arrangement would violate Chinese laws, regulations or industrial policies;
(iii) an EJV or a WFOE would not meet the “requirements of the development of China’s
national economy”; or (iv) an EJV arrangement includes obvious unfairness and harms the rights
and interests of the Chinese party to the EJV.159 In contrast, domestic investors generally only
need to submit a “record” filing with the relevant government authority, rather than seeking
approval from MOFCOM or its local branch.160
In September 2016, the Chinese government amended the laws governing CJVs, EJVs, and
WFOEs, such that foreign investors in industries that are not listed in the Negative List are
generally no longer required to seek MOFCOM approval for establishment of an FIE and postestablishment expansions, and instead may simply “record file” with the relevant MOFCOM
authorities.161 As discussed in more detail below, a comprehensive negative list for foreign
investment has yet to be released. As a result, foreign investment in industries in the “restricted”
or “prohibited” categories remain subject to MOFCOM approval.162
Foreign investment projects in restricted industries are also required to seek approval from the
National Development and Reform Commission (NDRC) or its local branch.163 For larger
investments, State Council approval may be required. In reviewing the investment, NDRC will
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consider, inter alia, whether it (i) conforms to relevant laws and regulations as well as the
provisions of the Foreign Investment Catalogue; (ii) conforms with development plans,
industrial policies and access standards; and (iii) does not have a significant negative impact on
the public.164
Foreign investments may also be subject to review under the Anti-Monopoly Law of the People’s
Republic of China (“AML”) if a “concentration” results in a foreign investor gaining control and
the transaction exceeds certain monetary thresholds. In such cases, MOFCOM pre-approval is
required for the investment to proceed.165 In addition, a foreign investment may be subject to
national security review if a foreign investor would obtain control of certain domestic
enterprises. Similar to AML approval, national security approval is required prior to seeking
MOFCOM investment approval.166
Once project approval from NDRC is secured and a certificate of approval from MOFCOM is
received, a foreign investor files an application with the State Administration of Industry and
Commerce (SAIC) or its local branch to obtain a business license.167 An enterprise cannot
operate or exist in China without a valid business license that defines its “business scope.”168
Business activities must operate within the business scope, which is often narrowly defined, in
order for the enterprise to maintain and renew its business license.169
The Chinese government imposes additional licensing requirements on a wide array of business
activities, including food and drug production, pesticide manufacturing, and mining.170 FIEs
must obtain an industry-specific license prior to engaging in these activities and, in some cases,
before applying for investment approval.171 The specific requirements and the timelines for this
approval process may vary widely depending on the industry in question. For heavily regulated
industries, the industry regulator review process may take more than a year.172 As a result, it is
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necessary for foreign investors to consult various specific regulations (both at the central and
local government levels) and for the industry regulator to understand what specific procedures
may be required for a particular investment.
B. Constraints on Foreign Investment
1. Foreign Investment Trends
The OECD, in its FDI Regulatory Restrictiveness Index, has continually ranked the Chinese
government’s foreign investment regime as one of the most restrictive in the world, even after
some initial improvements following China’s accession to the WTO (see Figure 1).173 In 2016,
the OECD FDI Regulatory Restrictiveness Index ranked China 59th out of 62 countries in 2016,
just after Myanmar and five times as restrictive as the country average (see Figure 2).174
Figure 1: OECD FDI Regulatory Restrictiveness Index – China, 1997-2015
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Source: OECD.

Notably, the OECD evaluates FDI restrictiveness solely based on a country’s written measures
governing FDI, and does not take into account enforcement, implementation, and government
practices that are not codified in laws and regulations.175 As a result, the OECD acknowledges
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that by looking only at discrimination “on the books” and not at how the laws and regulations are
implemented in practice, it is unable to evaluate the foreign investment environment in its
entirety.176 Foreign investors in China have long raised concerns about de facto restrictions on
investment that are not contained in the government’s written measures,177 which will be
discussed in more detail below.
Figure 2: OECD FDI Regulatory Restrictiveness Index – By country, 2016
(0 = open, 1 = closed)

Source: OECD.

Foreign investors have become increasingly concerned about the prospects for foreign
investment in China in recent years, and FDI in China has begun to decline after many years of
growth. In 2016, China attracted US$170.6 billion in FDI, representing a significant decrease
from US$242.5 billion in 2015 and well below the average of $261.1 billion over the 2010-2015
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period.178 A three-year downward trend in China’s inbound FDI that began in 2013 continued in
2016, marking a seven-year low in China’s inbound FDI.179 According to survey data, market
access restrictions, concerns about government policies, and the perception that foreign
businesses face a less welcome environment than before have contributed to this decline.180
Over the years, the United States and other WTO members, including the European Union (EU)
and Japan, have consistently raised concerns about the Chinese government’s foreign investment
restrictions during meetings of the WTO Committee on Trade-Related Investment Measures
(TRIMS). The United States and several other WTO members have also highlighted these issues
during China’s Trade Policy Reviews, including the most recent one, which occurred in July
2016.181 Some of the top concerns voiced by foreign investors in China include: market access
restrictions in the form of equity limits and local partner requirements; an opaque approval and
licensing process; technology transfer and localization requirements; and anti-monopoly law
enforcement and national security reviews.182
2. Equity Limits and Local Partner Requirements
Despite some liberalization since China’s accession to the WTO, foreign investment in many
sectors remains subject to a joint venture requirement or other equity restrictions. While the 2017
Foreign Investment Catalogue liberalized investment in some areas, it did not liberalize many of
the sectors important to foreign investors, such as services, agriculture, extractive industries, and
other manufacturing sectors.183 Currently, 35 sectors remain in the “restricted” category of the
Foreign Investment Catalogue, including the following sectors, which are subject to equity limits
and/or local partner requirements (see Table 1).184
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Table 1: Equity Restrictions and Local Partner Requirements in China’s Foreign
Investment Regime
Sector
Selection and cultivation of new varieties of
crops and production of seeds
Printing of publications
Manufacturing of whole automobiles

Value-added Telecommunications Services
Basic telecommunications services
Banks
Insurance companies
Medical institutions
Production of radio and television programs
and movies

Summary of Requirements
Chinese party must be the controlling
shareholder
Chinese party must be the controlling
shareholder
Chinese party’s investment cannot be lower
than 50%, and the same foreign investor may
establish no more than two joint ventures in
China for the same kind of automobiles
Foreign investment cannot exceed 50%,
excluding e-commerce
Chinese party must be the controlling
shareholder
Foreign financial institution investment
cannot exceed 20% or 25% depending on
how the investment is structured
For life insurance companies, foreign
investment cannot exceed 50%
Limited to CJV or EJV
Limited to CJV

Source: Foreign Investment Catalogue (2017 Amendment).

The Chinese government’s restrictions on foreign investment are often highly targeted and detail
specific sub-sectors that are consistent with its industrial policy objectives, such as encouraging
foreign investment in key components, equipment and technologies that the government deems
to be critical to the development of China’s domestic industry and its industrial capabilities. For
example, the Foreign Investment Catalogue encourages foreign investment in civil aircraft and
aircraft components, but restricts foreign investment in the final aircraft product market to joint
ventures with a non-controlling interest.185 These foreign investment policies serve to further the
Chinese government’s industrial policy objective of developing a “national champion” in the
final aircraft market with the assistance of foreign technology and expertise.186
In some cases, the Chinese government first encourages and then restricts investment after the
technology gap has narrowed. For example, since 2015, foreign investments in automobile
manufacturing have been designated as “restricted” and require the Chinese partner to hold at
least 50% of the equity in the joint venture,187 in order to encourage the development of Chinese185
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41

owned and branded vehicles. Prior to 2015, automobile manufacturing was a “permitted”
industry for foreign investment, and prior to 2011, it was designated an “encouraged” industry in
the Foreign Investment Catalogue.188 Moreover, the Chinese government is now prioritizing the
development of new energy vehicles (NEVs) and has encouraged investment in the manufacture
of key components for NEVs, including components with specific technical requirements, such
as battery separators with a thickness of 15-40μm and porosity of 40-60%.189 At the same time,
foreign investment in automobile manufacturing can avoid the restrictions described above if the
foreign investor merges its automobile manufacturing investments in China into a joint venture
that manufactures NEVs jointly with the Chinese partner.190
The Foreign Investment Catalogue is merely the starting point for determining what equity
restrictions or local partnership requirements may exist. There are thousands of other regulations,
rules, and regulatory documents related to foreign investment that are issued by central
government authorities, as well as a myriad of local government regulations and restrictions that
may contradict central government measures that may also need to be consulted.191 For example,
the 2015 Foreign Investment Catalogue shifted foreign investment in high-grade hotels, office
buildings, and international exhibition centers from the restricted category to the permitted
category, but did not remove significant domestic law restrictions that continue to exist for
foreign investment in real estate.192
To the extent there is any inconsistency between the Foreign Investment Catalogue and any of
the Chinese government’s industrial policies, the industrial policies may prevail.193 In addition to
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outright investment restrictions, foreign investment faces other restraints, such as licensing
limitations. For example, in addition to the equity limits in telecommunications sectors, FIEs are
also prohibited from receiving licenses to engage in certain telecommunications services.194 As a
result, even if a foreign investor were able to establish an FIE in this industry in China, it would
be unable to receive the license needed to conduct this business.
In January 2017, the State Council issued a notice calling for expanded market access for foreign
investors in traditionally sensitive sectors such as financial services, securities and banking,
insurance institutions, and telecommunications, through revisions to the Foreign Investment
Catalogue.195 However, in the 2017 Foreign Investment Catalogue, these sectors were listed in
the “restricted” section with only minor changes,196 and thus, it remains unclear whether and
when new industries may be liberalized for foreign investment. Foreign investors remain
skeptical that the Chinese government will implement a comprehensive and transparent
liberalization of its foreign investment regime and continue to urge the Chinese government to
adopt a comprehensive, single negative list for the administration of foreign investment, with
only very limited, narrow, and transparent exceptions.
Recent surveys of foreign investors in China illustrate that foreign investors are not expecting the
foreign investment regime to improve, despite the Chinese government’s announced intentions to
institute changes.197 In the American Chamber of Commerce in China’s (AmCham China) 2016
Business Climate Survey, over 60% of respondents have little or no confidence that the Chinese
government is committed to opening China’s markets further in the next three years, and 81%
feel less welcome than before.198 In addition, AmCham China’s 2017 American Business in
China White Paper states:
194
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Despite recent rhetoric regarding opening and globalization, investment barriers in China remain high 15
years after China’s accession to the World Trade Organization (WTO)… [T]he pace has been slow and
uneven; following the 2008 world financial crisis, China even appears to be moving in the opposite
direction in some regards.199

Similarly, according to a 2016 survey conducted by the European Chamber of Commerce, 70%
of European companies surveyed feel less welcome in China than they did 10 years ago and only
22% of respondents are convinced of the government’s commitment to foreign investment
reform, representing a 10% decrease from the previous year.200
3. Investment Approval and Regulatory Process
Foreign investors have consistently raised concerns that the approval process is time-consuming,
complicated, and expensive, often involving multiple government agencies.201 As a result of
overlapping and often conflicting rules and regulations, foreign investment in China can be
excessively complicated, to the point where it deters investment as foreign investors must consult
a wide range of documents and industry regulators to understand what restrictions may be
applicable to their businesses. Given the multiple agencies that must review and approve foreign
investment in China, the approval process presents many opportunities for government
authorities to make decisions that favor domestic industry over foreign investors. Foreign
investors have expressed concerns about the Chinese government increasingly using the
investment review process as an instrument to shield selected Chinese domestic enterprises,
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including inefficient or monopolistic enterprises, from foreign competition.202 Foreign investor
concerns about unfair treatment in the approval process have typically focused on investment
approval by MOFCOM, project approval by NDRC or its local branch, regulatory approval by
the relevant industry regulator, and AML review by MOFCOM in the case of concentration
transactions.203 Foreign investors have mainly raised the following concerns about the foreign
investment approval process in China.
First, foreign investors are often expressly subject to more onerous investment approval
requirements than domestic investors. As noted above, inbound foreign investments often require
the approval of several different government agencies. When approval is needed for domestic
investments, the domestic process is “often less onerous than the process for foreign investment
in the same industry.”204 Notably, many foreign investors believe that discrimination against
foreign companies has been increasing in recent years and that the situation is likely to worsen in
the future.205
Second, foreign investors often face broadly drafted regulations that provide government
approval authorities the discretion to restrict or unreasonably delay approval. For example, if
MOFCOM approval is required to establish a WFOE, MOFCOM will consider whether the
investment meets the “requirements of the development of China’s national economy.”206
Similarly, as noted above, in order for an EJV to receive project approval, NDRC will consider
whether a foreign investment “is in line with development plans, industrial policies and access
standards” and “has no material adverse effects on public interest.”207 Vaguely worded
provisions such as these provide government authorities wide discretion to restrict investments in
order to protect domestic competitors or otherwise act in furtherance of industrial policy
objectives.

202

See European Commission, Impact Assessment Report on the EU-China Investment Relations, Commission Staff
Working Document SWD(2013) 185 final (May 23, 2013), 90. See also Office of the U.S. Trade Representative,
2016 Report to Congress on China’s WTO Compliance (January 2017), 103-105.
203

U.S. Chamber of Commerce, China’s Approval Process for Inbound Foreign Investment: Impact on Market
Access, National Treatment and Transparency (November 2012), 36-37.

204

Ibid., 33.

205

Ibid., 39.

206

Ibid., 17.

207

Administrative Measures for the Confirmation and Recordation of Foreign-Funded Projects, Articles 16(2) and
16(5) (NDRC, Order No. 12, issued May 17, 2014). See also U.S. Chamber of Commerce, China’s Approval
Process for Inbound Foreign Investment: Impact on Market Access, National Treatment and Transparency
(November 2012), 37.

45

Third, foreign companies have consistently reported that Chinese government officials have
imposed de facto requirements beyond what is expressly set forth in Chinese laws and
regulations.208 AmCham China’s 2017 American Business in China White Paper states:
Despite the enormous economic benefits that China has reaped from FDI, there is an increasing perception
of animosity toward foreign business that belies its contribution to China’s development. As noted above,
Chinese companies are expanding overseas into areas restricted to foreign companies in China. This
imbalance is seen not just in market entry restrictions, but also in many unofficial practices that
disadvantage FIEs already established in China.209

Foreign companies have reported that Chinese government authorities in charge of foreign
investment approvals will use the approval process to advance its policy objectives, including
restricting or unreasonably delaying market entry for foreign companies, requiring the foreign
company to work with a Chinese partner, or extracting valuable, deal-specific commercial
concessions as a price for market entry.210 In addition, industry associations have noted that if a
proposed FIE project includes terms that are perceived to be unfair to the Chinese party, or if the
foreign party is from a country with a strained relationship with the Chinese government,
government authorities are “likely to look on the proposal with disfavor.”211
Although the Chinese government has recently introduced changes that would allow foreign
investors to file with MOFCOM, rather than seek its approval, there are still several other
Chinese government authorities from which approval may be needed. As result, multiple
opportunities remain for the Chinese government to use the approval process to extract
concessions from foreign investors. As noted above, most foreign investor concerns about the
investment approval process have focused not only on the MOFCOM investment approval
process, but have also included NDRC project approval and the AML approval processes.212
The lack of transparency in the approval process and the broad discretion granted to approval
authorities create an environment in which it is possible for government authorities to impose
requirements beyond what is written in the law.213 This problem has been able to persist partly
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due to the lack of meaningful administrative or judicial review of Chinese regulatory actions,
which enables government officials to take unilateral action without fear of legal challenge, as
discussed in more detail in Factor 6.214 While an appeals process exists in theory, the situation is
exacerbated by that fact that foreign investors rarely invoke such processes given the low
likelihood of success in prevailing on such claims and the potential for retaliation from Chinese
government approval authorities that have considerable power to affect their business prospects
in China.215
4. Technology Transfer and Localization Requirements
Foreign investors have raised longstanding concerns that they have been required to transfer
advanced technologies to Chinese entities as a condition of entering the Chinese market.216
Confidential accounts from foreign investors indicate that Chinese government officials, acting
without the potential for legal challenge, sometimes require foreign enterprises to transfer
technology, conduct research and development in China, or satisfy performance requirements
relating to exportation or the use of local content as a condition for securing investment
approvals.217 One mechanism by which this practice occurs is the requirement that a foreign
investor transfer technology to a joint venture that must be controlled by the Chinese party in
order to gain market access. For example, some foreign automobile manufacturers have been
informed that they will not be granted approval to manufacture electric vehicles in China unless
they transfer core technology to a joint venture in which they can hold only a minority stake
(even though the Foreign Investment Catalogue permits foreign investment up to 50%).218
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In addition, foreign investors have also raised concerns about the Chinese government linking
procurement preferences to technology localization measures designed to pressure foreign
investors into transferring technology to Chinese parties.219 For example, a potential foreign
investor in a joint venture was told that “the Chinese government would purchase its products
through public tenders.”220 However, foreign investment in this sector was subject to a
requirement that foreign investors must hold a non-controlling interest. As a result, the foreign
investor was forced to choose between transferring its intellectual property rights to a joint
venture that it would not control or risk losing significant market share and revenue.221 The
Chinese government also provides incentives and regulatory preferences to foreign investors in
certain high-tech industries if they locate R&D facilities or manufacturing facilities in China. For
example, the Chinese government recently issued a measure that provides for expedited
regulatory review for innovative new drugs where the applicant’s manufacturing capacity has
been moved to China,222 which as noted above, would result in a foreign investor transferring its
intellectual property rights to a joint venture that is controlled by a local partner.
Technology transfer concerns often arise in sectors and technologies that align with the Chinese
government’s industrial policy objectives. For example, there is a noticeable relationship
between China’s foreign investment restrictions and the priority industries that have been listed
in the Chinese government’s Made in China 2025 (“MiC2025”) initiative, which is discussed in
more detail in Factor 5.223 The U.S. Chamber of Commerce in a report on MiC2025 notes that
foreign investment restrictions impact half of the MiC2025 industries, and it concludes that
“[t]hese restrictions either block opportunities for foreign companies to operate in the market, or,
in some cases, create a de facto technology transfer requirement to the Chinese partner as a precondition for market access.”224 For certain MiC2025 industries in which foreign investment is
encouraged, the U.S. Chamber has raised concerns that once China’s economy has achieved selfsufficiency and closed the technology gap, it may impose additional requirements on foreign
investors in these industries.225
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5. Anti-Monopoly Law Enforcement and National Security Reviews
Foreign investors have expressed concerns that the AML may be used in some cases to protect
the Chinese domestic market from foreign competition and encourage the development of
national champions and indigenous innovation.226 The AML’s stated purpose is to create a
competition framework “which accord with the socialist market economy.”227 The AML by its
terms requires MOFCOM, in conducting its review of concentration transactions, to take into
consideration the effect on the development of the national economy, rather than limiting its
review strictly to competitiveness concerns.228 Such broad provisions along with increased
enforcement activity in recent years have fueled concerns among foreign investors.229 While both
domestic companies and foreign companies have been targets of AML investigations, foreign
companies have expressed concern that they appear to be the target of increased scrutiny by the
Chinese government’s enforcement agencies.230 In addition, foreign investors have expressed
concerns about “insufficient predictability, fairness and transparency” in the investigative
processes, including Chinese government “pressure to cooperate in the face of unspecified
allegations or face steep fines.”231
The Chinese government’s national security review mechanism also serves as a potential barrier
to foreign investment. Certain transactions involving foreign investors may be subject to a
national security review, however, the scope of the Chinese government’s national security
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review remains unclear.232 The National Security Law of the People’s Republic of China
(“National Security Law”) sets forth an expansive definition of national security, which
considers economic security, political security, cultural security, and societal security,233 and the
national security system must “adhere to the leadership of the Communist Party of China.”234
The Chinese government’s national security review regime protects interests that fall outside the
widely accepted scope of essential national security concerns and international norms governing
investment reviews.235 In 2015, the State Council announced that government authorities should
consider national security as a factor when enacting a new negative list system and use an
expansive definition of national security, which includes “economic security.”236 In addition, the
draft Foreign Investment Law contemplates a national security review for any foreign investment
in China, regardless of whether it meets any threshold level of investment, and would allow for
domestic industry to petition authorities to review a foreign investment for national security
reasons.237 Even if the Chinese government were to implement other liberalizing changes to its
foreign investment regime, a sweeping national security review could undermine any progress
and deter foreign investment.
According to recent surveys, foreign investors believe they have been targeted and discriminated
against through national security-related legislation, such as the National Security Law, the
Counter-terrorism Law and the Cyber Security Law. For example, according to one survey of
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European investors in China, 40% of respondents reported that foreign investors are being
discriminated against through recently promulgated national-security-related legislation.238
C. Assessment of Factor
The Chinese government’s foreign investment regime remains one of the most complex and
restrictive in the world. Despite some government efforts to streamline investment procedures,
China’s foreign investment regime remains subordinate to industrial policy. The Chinese
government is able to channel foreign investment into the producers, products, technologies, and
industries it seeks to support, while limiting foreign investment in those sectors that it finds
strategically important to develop. The Chinese government continues to impose significant
barriers to foreign investment, including equity limits and local partner requirements, opaque
approval and regulatory procedures, technology transfer and localization requirements, and antimonopoly enforcement and national security reviews. Foreign investors remain skeptical that
Chinese government pronouncements about liberalizing the foreign investment regime will lead
to significant improvements in the foreign investment environment.
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Factor Four: The extent of government ownership or control of the means of
production.
Excessive government ownership or control of the means of production undermines the
functioning of a market economy. If economic actors cannot make market-based decisions based
on supply and demand, then prices and costs become distorted, and non-market conditions
prevail. Part A of this section assesses the role of SIEs in China’s economy. Part B assesses the
extent to which government policies intervene in land markets through the ownership of land and
the regulation of land-use rights.
A. State-Invested Enterprise (SIE) Sector
Part A analyzes the role of SIEs in China’s economy. It begins by describing the Chinese
government’s legal mandate to “maintain a leading role for the state sector,” which is codified in
its constitutional documents as well as in economic legislation. It then examines key features of
the SIE sector, including state-owned asset management; interrelationships between SIEs, the
state, and the CCP; and sectoral policies designed to maintain SIEs in industries deemed strategic
by the government and the CCP.
Part A then analyzes the prevalence of SIEs in China’s economy. This analysis includes a
statistical comparison of the SIE sector and the private sector; statistics on the persistence of
SIEs in China’s economy, across industries, and at the central and local levels; a comparison of
SIEs in China and other economies; and a discussion of the definitional issues concerning
official data on enterprises.
Finally, Part A also examines the bankruptcy system, the growth and concentration of SIEs
through consolidations, and the emergence of state enterprise groups. The analysis concludes by
reviewing recent government efforts to modify policies governing SIEs.
1. Legal and Institutional Framework
1.1. Legal Mandate to Preserve a Leading Role for the SIE sector
The Chinese government has a constitutional mandate, echoed in China’s broader legal
framework, to maintain and uphold the “socialist market economy,” which includes “maintaining
a leading role for the state sector” in the economy. The guiding principles for government
ownership and control are set forth in the PRC Constitution239 and the Constitution of the
Chinese Communist Party (“CCP Constitution”).240
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The PRC Constitution provides a clear mandate for government ownership and control over the
economy:


The preamble provides that “China will be in the primary stage of socialism for a long
time to come.”241 Article 6 provides that “[i]n the primary stage of socialism, the State
upholds the basic economic system in which public ownership is dominant and diverse
forms of ownership develop side by side […]”242



Article 7 provides that “[t]he state-owned economy, that is, the socialist economy with
ownership by the whole people, is the leading force in the national economy. The state
ensures the consolidation and growth of the state-owned economy.”243



Article 11 provides that “[t] he state encourages, supports, and guides the development of
the non-public sectors of the economy […]” (emphasis added) In other words, the state
reserves for itself an affirmative role in developing the private sector, as distinct from
strictly granting lawful protections to the private sector.244



Article 11 also provides that “[t]he state permits the private sector of the economy to
exist and develop within the limits prescribed by law. The private sector of the economy
is a complement to the socialist public economy.” In other words, the nature and very
existence of the private sector is explicitly limited and circumscribed in the PRC
Constitution and is subordinate to the SIE sector.245



The preamble, Article 11, and Article 15 provide that China is governed as a “socialist
market economy,” not strictly as a “market economy.”246 (emphasis added)

Furthermore, the PRC Constitution sets out a leading role for the CCP to ensure a certain
outcome with respect to the overall structure and direction of the economy. In view of this
leading role, the CCP Constitution states: “[T]he Party must uphold and improve the basic
economic system, with public ownership playing a dominant role and different economic sectors
developing side by side […]247 (emphasis added)
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The core principles established by the PRC Constitution reflect that the government’s role in
China’s economy is not solely that of a neutral market regulator but the predominant actor
seeking to ensure certain structural economic outcomes. Wide-reaching economic legislation
provides further evidence to this effect. For example:


Article 1 of the Property Law of the People’s Republic of China (“Property Law”) makes
clear that the law’s purpose includes “safeguarding the basic economic system of the
state,” and “maintaining the socialist market order.”248 Article 3 of the Property Law
states that:
In the primary stage of socialism, the state upholds the basic economic system under which the public
(state) ownership shall play a dominant role and diversified forms of ownership may develop side by
side. The state consolidates and develops the public (state) economy, and encourages, supports and
guides the development of the nonpublic economy.249



Article 1 of the Company Law of the People’s Republic of China (“Company Law”),
similar to Article 1 of the Property Law, states that the law is enacted for the purposes of,
among other reasons, “maintaining the socialist economic order” and “promoting the
development of the socialist market economy.”250



The Law of the People’s Republic of China on the State-Owned Assets of Enterprises,
which applies to all enterprises with any level of state investment, affirms the role of the
state as the overseer, participant, and ultimate decision-maker in preserving the leading
role of the state sector.251
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Article 1 of the Interim Regulation on the Supervision and Administration of State-owned
Assets of Enterprises provides:
The present measures are enacted in order to establish a supervision and administration system of
state-owned assets that meets the demand of the socialist market economy, to further activate the stateinvested enterprises, to promote the strategic adjustment of the layout and structure of the state-owned
economy, to develop and strengthen the state-owned economy, and maintain and increase the value of
state-owned assets.252 (emphasis added)

These laws and related measures affect the entire economy either directly, through the regulation
of the SIE sector, or indirectly, by establishing the context for the private sector’s relationship
with the SIE sector. They set forth the government’s legal authority to secure a leading a role for
the SIE sector.
1.2. Institutions Exercising Government Ownership and Control
The State-owned Assets Supervision and Administration Commission (SASAC) was established
in 2003. Classified as a government agency under the State Council, SASAC is the state’s
representative owner of state-owned assets as well as the supervisory organ of non-financial
central SIEs, which as of 2017 comprise 102 enterprises and their subsidiaries.253 In addition to
the centrally controlled SASAC, there are also sub-national SASACs (Local SASAC), which
perform the same role as SASAC for assets owned by sub-national government authorities.254
SASAC and Local SASACs play an active role in the management of SIEs, including investment
decisions, personnel appointments, and share transactions.255 SASAC’s stated objective, as set
forth in its founding document, is not to privatize state-owned assets, but to preserve and
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enhance their value.256 Although SASAC has supported the privatization of some state-owned
assets, primarily through public listings,257 the government generally retains majority
ownership.258 By increasing the value of a minority of publicly listed shares, partial privatization
effectively increases the value of enterprises that remain under government ownership and
control.
There are also SIEs owned and supervised by other government authorities. For example, for the
largest SOCBs in the financial sector, government ownership is exercised through Central Huijin
Investment, a subsidiary of China’s sovereign wealth fund, China Investment Corp., which in
turn is supervised by MOF.259
1.3. State Control Mandated in Certain Sectors
The Chinese government has retained government ownership and control throughout China’s
economy. The Notice of the General Office of the State Council on Forwarding the Guiding
Opinions of the SASAC about Promoting the Adjustment of State-owned Capital and the
Reorganization of State-owned Enterprises,260 issued by the State Council in 2006, defines the
256
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objective of “[p]romoting the concentration of state-owned capital on major industries and key
fields, enhancing the controlling power of state-owned economy, and bringing its leading role
into play.”261 SASAC in 2006 also formulated a policy (“SASAC Document”)262 that divides
economic sectors into three categories and related sub-categories, according to the perceived
necessity for government control, namely: (1) strategic industries, which “affect national security
and the lifeblood of the economy, in which the state must “maintain absolute controlling power”;
(2) “basic and pillar industries” in which the state must “maintain relatively strong controlling
power”; or (3) other industries in which the state must “maintain influence:”
(1) Absolute controlling power: This category comprises seven industries, namely: (i)
defense, (ii) electricity grid and electricity production, (iii) petroleum and, (iv)
telecommunications, (v) coal, (vi) civil aviation, and (vii) shipping. The SASAC
Document states that these seven industries (as of 2006), comprising 40 SIEs under
central SASAC control (“central SIEs”), accounted for 75% of the total value of central
SIE assets, 82% of state-owned assets, and 79% of total central SIE profits. For central
SIE s in these industries, the state should “increase the total amount of state-owned
capital and optimize structures.”263
(2) Relatively strong controlling power: This category comprises nine industries: (i)
machinery equipment, (ii) automotive, (iii) information technology, (iv) construction, (v)
steel, (vi) nonferrous metals, (vii) chemicals, (viii) mineral surveying design, and (ix)
science and technology. The SASAC Document states that these nine industries (as of
2006) comprised 70 central SIEs, accounted for 17% of the total value of central SIE
assets, 17% of state-owned assets, and 15% of total central SIE profits.264
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(3) Influence: This category comprises, inter alia, (i) commercial logistics, (ii) investment,
(iii) pharmaceuticals, (iv) construction materials, (v) agriculture, and (vi) geological
surveying. The SASAC Document states that these industries (as of 2006), comprising
over 50 central SIEs, and accounted for 8% of the total value of central SIE assets, 6% of
state-owned assets, and 6% of total central SIE profits.265
As the foregoing demonstrates, the Chinese government accords great importance to government
control in a wide range of sectors. In addition, for the first two categories of industries, in which
the state must maintain an absolute or relatively strong controlling power, the SASAC Document
also emphasizes the importance of establishing a group of “backbone enterprises” that are global
leaders.266
To implement this policy, the Chinese government draws marked distinctions between sectors
when devising policies and regulations. A key consequence of this policy has been the
concentration of large SIEs in certain sectors and the formation of monopolistic or oligopolistic
market structures.267 This issue is discussed in more detail below.
2. The Prevalence of SIEs in China’s Economy
2.1. Government Policy and SIEs

controlling power for important backbone enterprises in all nine of the basic and pillar industries. In particular, the
state should maintain majority shareholdings or conditional relative shareholdings for important backbone
enterprises that have fairly strong influence and are driving forces within an industry, (d) Aside from the above,
state-owned capital will be lowered as appropriate for the basic and pillar industries, albeit with a view toward
strengthening the influence and driving force of the state-owned economy.
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The legal mandate to ensure a leading role for the SIE sector in China’s economy is not simply a
formality. Rather, as the World Bank has noted, it is a guiding principle and policy objective of
the Chinese government that has a systemic impact on private firms in China’s economy.
Research reports published by various international institutions have recognized the distinct
effect that Chinese government policy has had on SIE market dominance.


World Bank. A 2013 report finds that “[a]lthough formal barriers to entry may be low in
these industries, informal entry barriers convey the clear policy message—competition
from private firms is not welcome.”268 The report also argues that many government
departments favor SIE investments “instead of achieving the same ends through
incentives, market forces, and private sector initiatives.”269



WTO. The Trade Policy Review for 2016 concludes:
China continues to maintain a basic economic system in which public ownership is kept as the
mainstay of the economy while allowing diverse forms of ownership to develop side by side. As a
result, the private sector is dominant in industries such as clothing, food, and assembly for export,
while sectors of strategic importance (e.g. energy; utilities; and transport, financial, telecom, education,
and health care services) remain only partially open to private investment. These sectors are often
dominated by large SOEs.270



OECD. According to a 2010 OECD report, the Chinese government policy of sectoral
classification “marked a shift in policy away from encouraging private-sector
involvement in all competitive sectors of the economy to one of private[z]ing smaller
SOEs in non-strategic sectors while increasing government ownership in enterprises
deemed to be strategic.”271
2.2. The SIE Sector in China Compared with Other Economies

Several major economies have state-owned sectors, but China’s state-owned sector is uniquely
large as compared to other major economies. A 2013 report comparing “state-owned enterprises”
in the BRIICS countries (Brazil, Russia, India, Indonesia, China and South Africa) determined
that the assets of listed Chinese “state-owned enterprises” are equivalent to 145% of China’s
Gross National Income (GNI), while the corresponding figures for the other BRIICS countries
are considerably lower, ranging from just 3% to 75%. The report also finds that the sales revenue
of listed “state-owned enterprises” in China is equivalent to 26% of China’s GNI, compared to a
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much lower proportion, ranging from 2% to 16%, in the other BRIICS countries.272 In addition,
according to the OECD, China was the only country among the OECD members and 11 nonOECD members included in its study in 2013 to have SIEs in all 30 sectors included in the
study.273
In addition, SIE assets as a percentage of Gross Domestic Product (GDP) are multiples larger in
China than in France, a market economy country with a relatively high degree of government
ownership. MOF reported that non-financial “state-owned enterprise” assets in China totaled
RMB 104 trillion in 2013, approximately 180% of China’s total GDP for the same period.274 By
comparison, in France, non-financial SIE assets totaled €829 million, just under 40% of France’s
GDP that year.275
2.3. SIEs as Leading Enterprises in Key Sectors
Although government-controlled shareholding groups are not unique to China, SASAC is
distinctive because the SIEs that it oversees are dominant in many sectors, particularly in critical
sectors relating to infrastructure, transport, communications, energy, and capital-intensive
manufacturing.276
Nearly every leading firm in a critical industry in China is under SASAC control. The vast
majority of the 115 Chinese companies on the Global Fortune 500 are state-owned,277 and of
these 115, 48 are controlled by central SASAC.278 The ten largest SIEs in 2015 reported
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revenues that were nearly four times as large as the revenue reported by the ten largest private
companies in China.279 Also according to Fortune China, in 2015, 19 out of China’s 20 largest
listed companies by revenue were SIEs.280
As noted above, China seeks to maintain control, to varying degrees, across a wide range of
sectors. With respect to market concentration in individual sectors, examples of SIE dominance
include:


Banking and Finance. The “Big Five” commercial banks in China – Bank of China
(BoC), Industrial and Commercial Bank of China (ICBC), China Construction Bank
Corporation (CCBC), Agriculture Bank of China (ABC), and Bank of Communications
(BCM) – all operate large branch networks on a nationwide basis. These are truly large
banks, with combined assets of over RMB 78 trillion in 2015.281 The Chinese
government is also the largest shareholder of the top-four insurance companies, which
together accounted for over half of China’s life and non-life insurance markets in 2013.282



Energy. In the oil and gas sector, three enterprises administered by SASAC – China
National Offshore Oil Corp., China National Petroleum Corp. and Sinopec – accounted
for 94% of domestic oil production and 99% of domestic gas production in 2015.283 In
the electricity sector, five power generation enterprises administered by SASAC account
for just under half of installed capacity, and two power distribution enterprises
administered by SASAC hold a quasi-monopoly over power distribution.284
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Telecommunications. Two enterprises administered by SASAC – China Mobile and
China Telecom – together with a third state-invested enterprise – China Unicom –
account for practically the entire sector. In 2015 these three telecom firms agreed to sell
and transfer assets worth a combined RMB 214 billion to an infrastructure-sharing joint
venture, China Tower Corp.285



Aerospace. The Commercial Aircraft Corporation of China, Ltd. (COMAC), managed by
SASAC, is the only major firm dedicated to producing commercial jets.286 In the airline
sector, the majority of market share is accounted for by Air China Ltd., China Eastern
Airlines Corp. and China Southern Airlines Co., all enterprises administered by
SASAC.287



Automotive. The market leaders in domestic vehicle sales are joint ventures between
foreign automakers and the three SIEs: Shanghai Automotive Industry Corp., First
Automotive Works, and Dongfeng Motor Corporation.288 According to the National
Bureau of Statistics of China (NBS), “state-owned enterprises” accounted for 47% of
assets in the automotive sector in 2014.289

The market dominance of large SIEs is also indicated by their share of China’s stock market. As
of May 2017, the top ten firms listed on the Shanghai Stock Exchange account for approximately
one-quarter of total market capitalization.290 These firms include three SOCBs – Industrial and
Commercial Bank of China, Bank of China, and Agricultural Bank of China – and two of the
three oil companies administered by central SASAC – Petrochina and Sinopec.291
2.4. SIEs at the National and Sub-National Level
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The Chinese government introduced SIE restructuring policies in the late 1990s, and the total
number of SIEs and the workforce employed by SIEs declined significantly in the 1998-2007
period.292 However, official statistics published by MOF in 2015 show that approximately
155,000 SIEs continue to be registered with the government at different levels, with 37.9 million
employees and RMB 104.1 trillion in assets.293
In the late 1990s, the Chinese government implemented a policy to “grasp the large, let go of the
small,” which, in essence, called for the closure or sale of smaller SIEs – particularly in sectors
of less strategic value – and the development of larger SIEs into industrial conglomerates –
particularly in sectors of greater strategic value.294 However, this policy did not result in the
elimination of smaller SIEs. In terms of the number of enterprises, MOF statistics for “stateowned enterprises” (as defined by MOF) show that only 52,000 (33.5%) out of 155,000 are
owned at the central level; the remaining 103,000 (66.5%) are owned at the sub-central level,
divided among provincial (27.1%), municipal (10.3%), and county-level (29%) governments.295
MOF statistics also indicate that “state-owned enterprises” at the sub-central level account for
approximately half of total SIE assets and equity.296
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2.5. China’s Official Statistics on the SIE Sector Compared to the Private Sector
Using official statistics to determine the economic significance of the SIE sector in China is
inherently difficult, and economists have reached varying conclusions about the size of the SIE
sector relative to China’s overall economy.297 Nevertheless, NBS data for 2015 allow for a
comparison of “state-owned and state-holding industrial enterprises”298 and “private enterprises”
in the industrial sector (as defined by NBS).299 The data show that in 2015 on average stateowned and state-holding industrial enterprises were approximately 20 times as large as private
enterprises when measured in terms of total assets, seven times as large in terms of revenue from
principal business, five times as large in terms of total profits, and five times as large in terms of
employees.300 This significant size differential between state-owned and state-holding industrial
enterprises over private enterprises has persisted over time. Using NBS data from 2005-2015,
state-owned and state-holding industrial enterprises were, on average, 23 times as large as
private enterprises in terms of total assets, 10 times as large in terms of revenue from principal
business, 11 times as large in terms of total profits, and six times as large in terms of
employees.301 In addition, NBS statistics indicate that state-owned and state-holding industrial
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enterprises tend to be larger in both capital- and labor-intensive industrial sectors.302 As
discussed in more detail below, these statistics may underestimate the size of the SIE sector.
Moreover, NBS statistics indicate that the number of state-owned and state-holding industrial
enterprises in China fell by 30% from 2005 to 2015, but the total assets under the control of these
enterprises grew by 240%, resulting in an almost four-fold increase in average assets per stateowned and state-holding industrial enterprise.303 At the same time, NBS statistics suggest that
over the past decade, the share of total assets of private enterprises has risen, as have revenue and
profit.304 Yet, as of December 2016, state-owned and state-holding industrial enterprises made up
44.8% of total assets, far in excess of the share of state-owned and state-holding industrial
enterprises in total industrial enterprises (5.7%). This is also far in excess of the figure for total
assets of private industrial enterprises (22.4%).305
In certain sectors, NBS statistics show that private enterprises account for a greater share of
Fixed Asset Investment (FAI) than state-owned and state-holding industrial enterprises. For
example, “private enterprises” account for more than 80% of FAI in textile, clothing and
furniture manufacturing and also maintain a strong presence in retail and wholesaling in 2015.306
Conversely, private enterprises account for only a small share of FAI in the healthcare,
education, construction, and financial sectors. Rail, road, and air transportation all had stateholding enterprise shares in FAI in excess of 80% in 2015. In telecommunications, the stateowned and state-holding industrial enterprise share in FAI was 77%.307 Overall, the NBS data
estimates private enterprises accounted for around half of FAI in China [in 2015].308
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Statistics on the size of SIEs relative to private enterprises are striking, especially when
considering that the SIEs in China generally perform worse than private enterprises. A 2015
study by economists affiliated with the National Bureau of Economic Research finds that SIEs
allocate capital less efficiently than private enterprises. Sampling 230 state business groups (of
which 82 are managed by SASAC and 148 controlled by a local equivalent) and 91 private
business groups between 2004 and 2013, the study attributes the differences in allocative
efficiency largely to the degree of government influence over SIE business decisions.309 MOF
statistics indicate that the performance of “state-owned enterprises” improved in the years 19982007, during the period of large-scale restructuring of the SIE sector, but declined markedly after
2007.310 In any case, size measurements do not fully account for the disproportionate share of
factor inputs consumed by the SIE sector relative to its share of output. This is particularly true
for capital. The IMF reports that the “SOE share in credit stock” was 55.6% in 2014.311 Given
that SIEs generally use capital less efficiently than the rest of the economy, their capital intensity
of production is correspondingly higher.312 It attributes this trend to the fact that SOEs have “soft
budget constraints” and act “partly as a conduit for policy-driven investment.”313 A 2013 report
by the World Bank notes the inherent tension between the poor performance of the SIE sector
and its access to credit:
The weighted average return on assets of SOEs is […] significantly lower than that of other firms […] On the
other hand, the average debt to equity ratio of SOEs is substantially higher, exceeding 230[%] (Liu and Zhao
2009). If the financial system is liberalized, many highly leveraged SOEs would face difficulties in financing
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their investment or debt at low cost, resulting in deteriorating their financial situation and possibly leading to
insolvency.314

The legal mandate to ensure a leading role for the SIE sector in China’s economy has a systemic
impact on private firms in China’s economy, by discouraging new private sector entrants and
reducing innovation and competition.315
2.6.Issues Concerning Official Data on Enterprises
As noted above, determining the economic significance of the SIE sector in China is inherently
difficult, as China does not publish a single figure on the size of the entire SIE sector. In
addition, economists have questioned the extent to which Chinese official statistics published by
NBS can render a consistent and accurate picture of the state sector.316 NBS reports some
statistics based on China’s formal enterprise registration system, and others using a concept of
control as defined by NBS. However, neither of these reporting methods covers all of the
complex mixed ownership structures that exists in China, and as a result, official statistics may
underestimate the extent of government ownership and control in the economy.
First, NBS uses China’s formal enterprise registration categories to report official statistics, but it
is difficult to determine based on an enterprise’s registration alone the extent of state
involvement or control in that enterprise.317 All enterprises in China must be registered under one
of 18 categories pursuant to the Provisions for the Classification of Enterprise Registration
Types. For domestically invested enterprises, there are eight possible enterprise registration
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categories, including “state-owned enterprise.”318 According to the NBS definition, “state-owned
enterprise” for registration purposes is limited in scope to “non-corporate economic units where
the entire assets are owned by the State.”319 It does not include enterprises that are registered
under any of the other categories but nevertheless may be subject to state involvement or control.
For example, a publicly traded company that is registered as a “company limited by shares” may
be controlled by the state, but it would not be included in NBS statistics as a “state-owned
enterprise.”320 Conversely, NBS registration statistics for “company limited by shares” and
“private enterprise” do not indicate the extent to which these enterprises may in fact be subject to
state involvement or control. In addition, an entity registered as a sino-foreign equity joint
venture would be reflected in NBS registration statistics as a foreign-invested enterprise even if
the joint venture were subject to significant state involvement or control. Therefore, a review of
NBS statistics based on registration type alone can understate the extent of state involvement or
control in the enterprise sector.
Second, as noted above, NBS also reports statistics using a concept of control based on six
different categories,321 which includes “state-holding enterprise” (which could alternatively be
translated as “state-controlled enterprise”) and “privately-controlled enterprise.” “Statecontrolled enterprises” include not only “state-owned entities” as defined above but also include
enterprises in which the state is the largest shareholder or exercises control over the enterprise by
virtue of an agreement.322 However, the concept of state-controlled enterprise used by NBS for
318
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statistical purposes still understates the extent of state involvement for at least two reasons. First,
an enterprise in which the state holds a significant but non-controlling stake would be considered
a private enterprise. Second, the concept of state-holding as defined by NBS does not capture all
of the complex corporate structures that exist in China in which the state effectively controls the
enterprise. For example, the NBS definition does not aggregate state involvement at different
levels of the corporate structure or among different shareholders, such that an enterprise may be
considered privately controlled even if the state has actual control over the enterprise.323
Conversely, NBS statistics may overstate the extent of private control over industrial enterprises
for the same reason.324
3. Bankruptcy, Consolidations and State Enterprise Groups
3.1. The Bankruptcy System
The incidence of bankruptcy cases in China is relatively limited given the size of China’s
economy and population, according to the IMF and other experts.325 Statistics provided by the
Supreme People’s Court show that Chinese courts accepted 5,665 bankruptcy cases in 2016.326
This figure pales in comparison to the United States, where the number of bankruptcy filings
totaled 794,492 for the filing year ending March 31, 2017.327 One reason for the disparity is that
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Chinese law does not provide for the bankruptcy of private individuals.328 Nevertheless, of the
bankruptcies filed in the United States, 23,591 were “business” bankruptcies, which is more than
four times the number of bankruptcy cases accepted in China.329
In addition, the incidence of bankruptcy filings is low given the speed at which the country is
transforming.330 The low incidence of bankruptcy cases is not the result of a dearth of business
exit in China. The IMF estimates that for each insolvency case accepted by China’s courts,
another 100 to 250 enterprises go out of business, many of them through deregistration and
business license cancellation.331 Studies suggest that such business exit disproportionately affects
firms in the non-SIE sector that have less access to credit.332 Business exit through means other
than bankruptcy can have a detrimental impact on the financial health of a company’s
employees, management, shareholders, and creditors, in addition to discouraging future risktaking among entrepreneurs in the economy as a whole.
As described below, a principal problem with China’s bankruptcy system is the uneven manner
in which the Chinese government has developed and administered bankruptcy regulations, as
well as the discretion the Chinese government exercises in managing the business exit of
enterprises under government ownership and control.
The adoption of a new Enterprise Bankruptcy Law of the People’s Republic of China (“EBL”)333
in 2006 marked an important step forward. The EBL covers bankruptcy not only of SIEs, but also
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of private enterprises, foreign enterprises, and Sino-foreign joint ventures.334 The Chinese
government also formally ended the system of “policy-led” bankruptcies, with all SIE
bankruptcy cases henceforth to be conducted pursuant to the EBL.335 In a departure from the
“policy-led” bankruptcy model, the EBL rearranges the order in which claims are ranked, such
that creditors are placed ahead of workers.336
While the EBL made certain improvements,337 bankruptcy in China still faces several
institutional issues. The foremost problem is the government’s ad hoc approach to the business
exit of SIEs. In spite of the poor performance of the SIE sector and the proliferation of “zombie”
enterprises, bankruptcies of SIEs since the enactment of the EBL are few. Moreover, China’s
State Council has acknowledged the serious problem of economically unviable “zombie”
enterprises.338 International institutions have also taken note of this issue in assessments of
China’s economy.339 According to one study, the existence of “zombie” enterprises in a province
is correlated with the extent of SOCB operations in that province, one of several indications that
banks under government influence act to support “zombie” enterprises.340 By contrast, studies
find that the private sector has faced harder budget constraints in the wake of the global financial
crisis, as manifested in less secure lines of credit and higher factor input costs.341
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In exercising discretion over SIE business exit, Chinese government authorities, particularly at
the local level, often act on imminent concerns relating to financial stability and
unemployment.342 A survey of four high-profile cases of SIE restructuring between 2014 and
2015 illustrates that indebted SIEs in heavy industries such as steel, shipbuilding, and coal
frequently resort to worker layoffs and other restructuring measures, but rarely file for
bankruptcy.343 Defaults remain isolated incidents in spite of the high level of corporate debt in
the SIE sector.344 A 2016 study by a Chinese legal expert identifies the “negative attitude” of
local governments as a key factor affecting the practice of enterprise reorganization in China.
The study finds that local governments often act on concerns that bankruptcies will result in a
decline in the number of publicly listed enterprises in their jurisdiction, or will increase the
burden of resettling laid off workers. Consequently, local governments often intervene to
preempt bankruptcy cases altogether, or alternatively, attempt to affect the outcome of
bankruptcy proceedings by appointing government officials as trustees for insolvent
enterprises.345
The lack of business exit and default among SIEs reflects the Chinese government’s
unwillingness to let SIEs fail, which in turn gives rise to an implicit government guarantee on
credit provided to SIEs. Implicit government guarantees result in borrowing costs that are not
commensurate with risks and returns, distorting the allocation of resources and promoting
inefficiency in the SIE sector and the economy as a whole.346 It also gives rise to a vicious cycle
of continual borrowing and debt accumulation that distorts the financial sector in favor of SIEs.
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Both the IMF and the World Bank have found implicit government guarantees to be a significant
impediment to efficient business exit in China’s economy.347
It is noteworthy that China’s bankruptcy system does not adequately provide for the insolvency
of financial institutions. The OECD has remarked that China’s “[f]inancial institutions are still
not covered by bankruptcy legislation and their insolvency process follows ad hoc rules.”348
Article 134 of the EBL appears to preclude financial institutions from self-filing for bankruptcy,
leaving this option to the discretion of the regulatory authority.349 Moreover, the law does not
specify which or what type of “corresponding measures” the State Council should formulate
when a financial institution is in bankruptcy. Similar to the OECD, the World Bank has found
that “[f]inancial market infrastructure is improving but remains challenged: bankruptcy
procedures are not widely understood […]”350 According to a 2016 research paper by the
Shanghai branch of the China Banking Regulatory Commission (CBRC), only four Chinese
banks have undergone bankruptcy proceedings, of which three were initiated between 1997 and
1999 and one was initiated in 2005.351 By comparison, the Federal Deposit Insurance
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Corporation (FDIC) has recorded over 500 failed banks in the United States since October
2000.352
Discretion accorded to the government in the administration of bankruptcy proceedings provides
the government with another instrument to influence business exit outcomes of both SIEs and
privately-owned enterprises. First, the EBL affords courts the discretion to choose which
bankruptcy cases to accept.353 One Chinese legal expert notes that courts in China often lack an
incentive to take on bankruptcy cases because “[t]he court’s internal performance evaluation has
not formed an encouraging mechanism for bankruptcy hearings.”354 In addition, the EBL
contains no regulations governing insolvency of private individuals or sole proprietorships.355
This gap effectively precludes bankruptcy proceedings for many small businesses, making it
more difficult for them to deal with accumulated debts.356
For the cases accepted by the courts, the EBL also provides that the appointment of bankruptcy
administrators be conducted at the court’s discretion.357 It appears that many bankruptcy trustees
lack experience and the system may also not provide rational incentives in establishing trustee
remuneration.358
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According to the OECD’s 2017 review of China’s economy, “[a] major obstacle to getting rid of
public zombie enterprises is the obstruction of the insolvency process by the insolvency manager
for fear of state asset embezzlement.”359 The OECD further states:
Asset disposal has made little progress between 2012 and 2015, with central SOEs controlled by SASAC
shedding assets worth RMB 108 billion, equivalent to only 1.6% of the total. Stripping off assets is quite
complicated as the suspicion of State asset embezzlement always looms large. The target of 345 zombie
firms to be closed by SASAC in the coming three years appears rather modest given that it controls around
40 000 firms and that most zombies are SOEs. As SOEs expand internationally, destination countries place
increased scrutiny on transactions involving SOEs to assess the potential anti-competitive effects in their
markets.360

In addition to the institutional problems discussed above, the lack of efficiency of China’s
bankruptcy administration in China also effectively undermines the protection available to
creditors. OECD statistics, using the World Bank Doing Business database, show that insolvency
procedures in China lag behind major OECD economies.361 A key impediment is inadequate
staffing of local courts.362 As the OECD has noted, one consequence of lengthy and uncertain
insolvency procedures is that creditors are hesitant to participate in the reorganization of debtor
enterprises, even if this approach would be conducive to recouping outstanding debts.363
At its Central Economic Work Conference in December 2015, the CCP decided to accelerate the
business exit of “zombie” companies.364 Beginning in 2016, the Chinese government took steps
to implement this decision and facilitate more bankruptcy proceedings. In August 2016, the
Supreme People’s Court also set up a website for the first time to allow creditors to register
bankruptcy applications and for courts to release information on pending bankruptcy cases.
Statistics show a 54% year-on-year increase in accepted bankruptcy cases between 2015 and
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2016, but this growth spurt is not representative of long-term trends.365 The number of accepted
bankruptcy cases declined by more than half between 2005 and 2014, from over 4,000 to
approximately 2,000.366 As discussed in the next section, the increase in bankruptcy proceedings
has coincided with an increase in the rate of consolidations among SIEs.
3.2. Consolidations of SIEs
Consolidation of state-owned assets through mergers and acquisitions (M&A) has facilitated the
expansion of large SIEs and shaped the distribution of SIEs across different sectors. Government
policies, as well as government intervention on a case-by-case basis, has guided this
consolidation activity. In 1980, the State Council issued a decision to encourage horizontal
mergers, which gave rise to the first generation of enterprise groups.367 The Chinese governmentled industry consolidation policies also played a major role in SIE restructuring in the 1990s.368
Over the past decade, the Chinese government has issued additional measures that solidify its
SIE consolidation policy. The SASAC Adjustment Opinion of 2006 contemplates alliances among
“powerful state-owned enterprises.”369 In August 2010, the State Council issued the Opinions of
the State Council on Promoting Enterprise Merger and Restructuring,370 which promotes
consolidation of enterprises in six industries, most of which are dominated by SIEs, namely the
automobile, steel, cement, aluminum, rare earths, and machinery manufacturing industries.371 A
principal objective for M&A set forth in this measure is to:
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…[P]romote the union, trans-regional merger and restructuring, overseas M&A and investment cooperation
among competitive enterprises by focusing on such industries as automobile, steel, cement, machinery
manufacturing, electrolytic aluminum and rare earth, so as to improve industrial centralization, promote
large-scale and intensive operation, accelerate the development of key enterprises with independent
intellectual property rights and famous brands, cultivate a large number of large enterprise groups with
international competitiveness, and promote the optimization and upgrading of industrial structure.372

The CCPCC and State Council’s Guiding Opinion on Deepening Reform of State-owned
Enterprises (“SOE Reform Opinion”)373 of 2015, discussed in more detail below, also calls for
accelerated consolidation of enterprises through M&A. Pursuant to the SOE Reform Opinion,
SASAC in February 2016 stated that it will promote consolidation through additional M&A
transactions among central government SIEs on a pilot basis.374
Experts have noted the significant extent to which the Chinese government has influenced M&A
transactions among large SIEs. In its 2008 Trade Policy Review of China, the WTO attributed
the steady reduction in SIEs managed by SASAC “mainly” to M&A transactions rather than
privatization or other forms of market exit.375 There was an uptick in SIE M&A activity during
the 18th Party Congress – one study identifies at least 16 major “mergers” of central SIEs
between 2012 and 2016, of which six were transacted in 2015 and five in 2016 (see Table 2
below).376
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Table 2: Mergers of Central State-owned Enterprises in China, 2012-2016
Year
Industry
2012 Printing
2013 Electronics
2013 Grain production and
distribution
2014 Machinery equipment
2014 Food production and
distribution
2015 Rail equipment
2015 Energy (Production)

2015 Shipping

2015
2015
2015
2016

Metals
Energy (Logistics)
Energy (Logistics)
Textiles

Central state-owned enterprise
China Printing Group Corporation
Caihong Group Corporation
China Grain & Logistics Corporation

Merged into/became
China Reform Holdings Corporation Ltd
China Electronics Corporation
China National Cereals, Oils and Foodstuffs
Corporation (COFCO)
China National Erzhong Group Corporation
China National Machinery Industry
Corporation (Sinomach)
China Huafu Trade & Development Corporation China National Cereals, Oils and Foodstuffs
Corporation (COFCO)
- CNR Corporation
- CSR Corporation
- China Power Investment Corporation (CPI)
- State Nuclear Power Technology Corporation
(SNPTC)
- China Ocean Shipping Group Corporation
(COSCO)
- China Shipping Group Company
China Metallurgical Group Corporation
Zhuhai Zhenrong Company
Sinotrans & CSC Holdings Company Ltd
Chinatex Corporation

China Railway Rolling Stock Corporation
(CRRC)
State Power Investment Corporation

China COSCO Shipping Corporation Ltd

China Minmetals Corporation
Nam Kwong (Group) Company Ltd
China Merchants Group Company Ltd
China National Cereals, Oils and Foodstuffs
Corporation (COFCO)
China National Travel Service (HK) Group
Shanghai Baosteel Group Corporation
China Construction Materials Group

2016 Travel Services
China International Travel Services Group
2016 Metals
Wuhan Iron and Steel Corporation
2016 Construction materials - China National Building Materials Group
Corporation (CNBM)
- China National Materials Group Corporation Ltd
(Sinoma)
2016 Cotton production and China National Cotton Reserves Corporation
Sinograin
distribution

Source: Adapted from Wendy Leutert, State-owned Enterprise Mergers: Will Less Be More? ECFR/197 (European
Council on Foreign Relations, November 2016), 5.

Scholars have suggested that the government at times pressures enterprises to participate in
M&A transactions. A 2013 legal study notes an “evolving dynamic” by which national, stateowned business groups purchase smaller SIEs at the province- and sub-province-level, subject to
pressures exerted by the Chinese government.377 As part of Article IV Consultations in 2016, the
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IMF recommended that mechanisms for enterprise restructuring in China be “market-based,
rather than relying on forced mergers between weak and strong firms” (emphasis added).378 The
broader regulatory framework governing M&A in China also illustrates how such transactions
serve high-level policy objectives, such as promoting structural adjustment and shedding excess
capacity. (See Factor 5.A. for further discussion.)
3.3. State Enterprise Groups
As part of its management of SIEs, the Chinese government has pursued an objective to create
“national champions.” These often take the form of large enterprise groups under government
ownership and control (“state enterprise groups,” or SEGs).379 The State Council has stated that
by developing large SEGs, China “can reap economies of scale, invest heavily in research and
development, undertake overseas investment, and ultimately compete internationally as modern
transnational corporations.”380 The use of control pyramids allows SEGs to meet these
government policy directives by quickly growing in scale through increased reliance on private
capital without diluting government control.381
Many of the central SIEs managed by SASAC constitute SEGs. When SASAC was established
in 2003, it took charge of roughly 200 of the most important non-financial SIEs.382 Subsequently,
the number of SIEs managed by SASAC has declined, to 102 as of 2017.383 These remaining
SIEs are now among the largest enterprises in their sectors, both in China and worldwide.
Government policy has played an important role in fostering the emergence of large SEGs. SEGs
are organized under the Circular of the State Administration for Industry and Commerce on
Printing and Issuing the Interim Regulations for Administration of Registration for Enterprise
Groups (“Enterprise Group Rules”),384 which were issued by the State Administration of
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Industry and Commerce in 1998 concurrent with government policies to restructure the SIE
sector. Under the Enterprise Group Rules, business groups shall have at least two layers: a parent
company (the first layer) and at least five controlled subsidiaries (the second layer), with
required registered capital of RMB 50 million for the parent company and exceeding RMB 100
million for the parent company and controlled subsidiaries combined.385 Proper registration
requires an “Articles of Grouping” that specifies the business group’s boundaries and internal
governance rules.386 According to one legal review study, such standard Articles of Grouping
would contain directives for the business to undertake important functions requested by the
Chinese government, such as implementing national industrial policies, advising the government
in the development of such policies, and implementing national standards.387 Moreover, business
groups qualify for unique benefits such as the eligibility to establish financial subsidiaries and
research institutes.388
SEGs have far-reaching influence over the means of production in China’s economy. For
example, China Guodian Corporation (CGDC) is one of the top-five enterprises in China’s
power generation sector.389 With over 100,000 employees, it owns 16 regional and provincial
branch companies, 13 large subsidiaries, two research and development institutes, and 200 power
companies spread over 31 provinces.390 Its subsidiaries include five publicly listed companies.
Like many other SEGs, CGDC has operations outside of its core business. For example, CGDC
is the majority shareholder for city commercial banks in the Ningxia and Hebei provinces;
founded an insurance company; and has investments in securities, trust, and asset management
businesses.391
The Chinese government is effectively able to exert control over the broader economy with less
capital than would otherwise be required for complete government ownership through these
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“control pyramids,”392 in which SASAC controls a group of enterprises, each of which in turn
controls its own subsidiaries.393 While control pyramids exist in other economies,394 they are
especially prevalent in China’s economy, where the control pyramids managed by SASAC
operate in many of the major industries.395 As discussed in more detail below, given the
relationship between the CCP, the state and state-owned assets in China, the result is that these
corporate structures allow the Chinese government and the CCP to exert control over large
segments of China’s economy, influencing economy-wide resource allocation, rates of
innovation, and economic growth.396
Control pyramids permit the Chinese government to diversify SIE ownership and to profit from
public listings of SIEs, without relinquishing meaningful control over SIE decision-making. The
Chinese government maintains a controlling stake in listed firms, while minority shareholders
have only limited influence.397 In addition to control pyramids, contractual and equity linkages
among SIEs serve as a means for the Chinese government to influence not only the decisions of
individual SIEs, but also the manner in which various SIEs interact in China’s economy.398
392
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4. Government and CCP Influence over the Behavior of SIEs
The Department previously concluded that the constitutional, legal and de facto source of
authority for governance in China lies with the CCP.399 There are “eight nominally independent
small parties ultimately controlled by the CCP,” such that “no substantial political opposition
groups exist” in China.400 As such, the relatively unique characteristics of the Chinese system of
governance require an examination of the CCP’s extensive influence on SIE corporate
governance.
4.1. CCP Influence over SIEs
The CCP exercises significant influence over the SIE sector. One form of influence is through
the Organization Department under the CCP Secretariat, which appoints individuals to leading
positions in the CCP, the government, and the military, as well as in SIEs and other
institutions.401 Scholars have emphasized the institutional continuity between the Organization
Department’s work and the nomenklatura system that originated in the Soviet Union. Under this
system, the CCP maintains a list of individuals whom it may appoint, dismiss, or hold in reserve
for important leadership positions, in accordance with an intricate ranking system.402 An
economist notes that, while there are regulations that specify appointment powers for SASAC:
…in practice, this is an extremely sensitive and complex issue. The Communist Party of China in fact
exercises nearly complete control over personnel decisions throughout the SIE sector. The system, copied
from the Soviet Union but still fully in use in China today, requires Communist Party committees to make
marketing, and pooling of capital for capital-intensive projects. […] [T]hese linkages typically take two forms:
equity joint ventures and contractual alliances. In most economies, these forms of collaboration would raise obvious
antitrust concerns. China enacted an Antitrust Law in 2008 that, as a formal matter, would appear to subject these
alliances (along with mergers and other combinations between SOEs) to antitrust scrutiny. In practice, however, the
national enterprises under SASAC supervision have thus far been virtually exempt from antitrust enforcement.”)
399
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appointments to a name list, or nomenklatura of professional and managerial positions. It is not an
exaggeration to say that the political power of the Communist Party is based on its control of job
appointments.403

The CCP Organization Department can function to discipline and control leaders in both
government and business.404 In so doing, it can blur the line between the state and the private
sector, and influence executives in SIEs.405
Pursuant to the Interim Regulation on the Supervision and Administration of State-owned Assets
of Enterprises, SASAC as the managing entity of state-owned assets has the power to appoint
SIE managers, board members and Supervisory Board members.406 In fact, this power is either
shared with or superseded by the CCP.407 Within the nomenklatura system, there is a formal
division of appointment power between SASAC and the CCP, particularly insofar as the
Organization Department has the power to appoint the executives of 53 central SIEs.408 In turn,
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CCP influence over SASAC is reinforced by a Party Committee within SASAC.409 Furthermore,
the Local SASACs have express instructions to defer to the CCP in all specific personnel
decisions.410 In general, though, SASAC and Organization Department authorities at the local
level jointly appoint the senior executives of local SIEs.411 For example, the Shanghai SASAC
supervises the personnel management of the automotive manufacturer SAIC, and as such,
formally appoints SAIC’s top executives. Yet, nominees are first recommended by the Shanghai
municipal CCP and inspected by the Shanghai CCP Organization Department.412 SAIC’s CEO,
President, and Chairman of the trade union are current CCP officials.413
One manifestation of the CCP’s appointment power is the manner in which high-profile
individuals are “shuffled” through postings in business and government. “Shuffling” has two
distinct characteristics that underscore how SIE leadership is subject to government direction.
First, SIE management can cycle between SIEs and government bodies. For example, the
chairman of China National Offshore Oil Corporation was appointed Governor of Hainan
Province; the head of China Construction Bank was transferred from the State Administration of
Foreign Exchange; and the head of Sinopec came from a senior political post in northeast
China.414 Second, top executives at different SIEs in the same sector may be required to switch
positions. Examples of this “executive reshuffling” can be seen in the telecommunications,

appointments power formally resides with SASAC, appointments are made with input from various party organs and
ministries supervising relevant business operations, and are subject to approval by the State Council.”)
409

Barry Naughton, “Top-Down Control: SASAC and the Persistence of State Ownership in China,” Paper
presented at the conference on “China and the World Economy,” Leverhulme Centre for Research on Globalisation
and Economic Policy (GEP), University of Nottingham, June 23, 2006, 5.
410

State Council General Office Notice on Reissuing the State Council State-owned Asset Supervision and
Administration Commission Guiding Opinion on Establishing Municipal (Local) Level People’s Government Stateowned Asset Supervision and Administration Organizations, Article 3 (State Council, Guo Ban Fa [2004] No. 84,
issued November 26, 2004). See also Article 7. (The notice states that the establishment of municipal (local) level
People’s Government state-owned asset supervision and administration entities will be administered by Party
Committees of provinces, autonomous regions, and municipalities directly under the central government, in
accordance with the provisions of relevant central government documents.)
411

Liu, Fend and Zhang, Linlin, “Executive Turnover in China’s state-owned enterprises: Government-oriented or
market-oriented?” China Journal of Accounting Research (2017), 4. See also Margaret Pearson, “State-Owned
Business and Party-State Regulation in China’s Modern Political Economy,” in State Capitalism, Institutional
Adaptation, and the Chinese Miracle, eds. Barry Naughton and Kellee S. Tsai (New York: Cambridge University
Press, 2015), 40-41.

412

Yeo, Yukyung and Pearson, Margaret, “Regulating Decentralized State Industries: China’s Auto Industry,” The
China Review (8) 2 (2008): 248.

413

SAIC website, available at http://www.saicmotor.com/english/company_profile/board_of_directors/index.shtml,
accessed August 8, 2017.

414

China’s Emerging Financial Markets Challenges and Global Impact, eds. Min Zhu, Jinqing Cai, and Martha
Avery (Singapore: John Wiley & Sons (Asia) Pte. Ltd., 2009), 149.

84

airlines, and oil and gas sectors.415 As one scholar describes: “[M]ore disorienting is the frequent
interchange of senior figures in the nomenklatura between even competing firms in the same
industry, a kind of musical chairs played not just at the very highest level, but at the operational
level as well.”416 The Economist notes that these reshufflings serve as a reminder to the managers
of the SIE sector that the government is ultimately in charge, noting that “[e]ven the most
successful top executives of China’s SOEs are cadres first and company men second. They care
more about pleasing their party bosses than about the global market.”417
Additionally, vice-CEO positions are to be appointed through the central SASAC’s Party
Committee.418 Senior positions in other enterprises are supposed to be appointed by the
SASAC’s personnel bureau, though in reality these appointments are also not free from CCP
influence.419 Similarly, SASACs at the municipal level have been instructed to defer to the CCP
in all specific personnel decisions.420

415
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The CCP’s appointment power appears to influence SIE operations. As one source explains, the
CCP “can intervene for any reason, changing CEOs, investing in new projects or ordering
mergers,” regardless of the laws that are in place.421
A 2017 OECD report highlights the corporate governance problems created by this appointment
system:
“[a] major link between business and politics is the appointment system and the intertwined career paths in
the public administration and the SOE system, where progress has so far been modest…Sometimes SOE
managers appear to fare worse than their private peers in profit maximisation or raising the market value of
the firm but those may not be their primary goals, which include public policy objectives.422

Party influence is reinforced by the existence of Party Committees that exercise a stronger
influence over enterprise decisions. According to the Company Law, an organization of the CCP
may be set up in all enterprises, regardless of whether it is a state, private, domestic or foreigninvested enterprise, to carry out activities of the Chinese Communist Party.423 Party committees
in SIEs, are subsequently subject to party discipline and control.424 The CCP Constitution states
that in SIEs, the CCP committee (referred to as the CCP “primary party organization”):
guarantees and oversees the implementation of the principles and policies of the Party and the state in its
own enterprise and backs the meeting of shareholders, board of directors, board of supervisors and manager
(factory director) in the exercise of their functions and powers according to law… and participates in
making final decisions on major questions in the enterprise.425

While there is a lack of transparency regarding the precise role Party Committees play in
enterprise decision-making, studies have found their influence to be substantial, particularly in
SIEs. A 2010 OECD report notes that Party committees in SIEs “often play an active role in
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human resources and the strategic decision making of the enterprise.”426 Other survey evidence
confirms the active role of party committees in many SIEs.427
The formal parallel structure within SIEs, wherein corporate and CCP leaders operate side-byside affects the independence of corporate board decisions. As one recent examination states:
In particular, the widespread joint appointment of board chairman and party secretary undermines outside
investors’ confidence in boards of directors. Specifically, it implies that the board’s independent decisionmaking authority may be subject to influence by the CCP committee, suggests the possibility of political
priorities trumping profit maximization, and underscores the state’s predominant authority to shareholders
already wary about protection of their interests.428

The role of Party Committees also extends to private enterprises. Cheng Li, a leading scholar on
the CCP based at the Brookings Institution, notes that the linkages between the private sector and
the CCP became tighter as a consequence of the “Three Represents” policy, which combines an
official acceptance of private entrepreneurs with active efforts to recruit them into the CCP.429
According to China’s official Xinhua News Agency, 51.8% of all non-state firms had in-house
CCP cells in 2015.430 At least one observer has noted that there has been a concerted effort to
establish Party committees in private enterprises, with occasional cash incentives for those CCP
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members who achieve this.431 The presence of Party Committees can constrain overall decisionmaking of private firms.432 According to one study, “membership in the CCP is often regarded as
a minimum requirement for a career as professional managers – particularly in SOEs, and in
private firms that exceed a certain size and influence.” (emphasis added)433 According to recent
reports, the CCP is also writing itself into the articles of association of large enterprises.434
4.2. SIEs as Instruments of State Industrial and Macro-Stabilization Policies
SIEs are recipients of policy preferences, but in turn must carry out a wide range of policy
objectives.435 As noted above, SIEs have a legal mandate to preserve a leading role for the SIE
sector in China’s economy, and as such, respond to social, economic, and political objectives set
by the state. As a manager of one of China’s largest SIEs has acknowledged:
As a unique kind of economic organization, SOEs are different from the CCP or administrative
departments, in that they have to create material wealth and compete in the market place. They are also
431
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different from enterprises under other forms of ownership, for they assume not only basic economic
responsibilities, but also important political and social responsibilities. SOEs are considered a potent
mechanism for the government to implement national policies while being the reliable instrument for the
country to cope with major economic risks.436

Beyond their role of carrying out industrial policy objectives, SIEs in recent years have also been
used to implement the government’s macro-stabilization policies, by driving investment and
maintaining economic growth.437 This macro-stabilization role has required substantial lowreturn investments that have increased the debt burden and financial strain on SIEs.438
Although the CCP outlined in its Third Plenum Decision measures to implement its objective of
comprehensively deepening reforms, primarily SIE reforms, the CCP has increasingly made
clear that it has prioritized short-term stability and growth via economic stimulus, at the expense
of fundamental reform and change. The government pursuing the route of stimulating the
economy beyond its underlying growth potential necessarily is at odds with the Chinese
government and the CCP’s stated objectives of reforming the SIE sector to allow the market to
play a more decisive role.439
The “leading role” for the SIE sector in China is reflected in the disproportionate allocation of
resources that SIEs receive relative to other types of enterprises. Many sources, including the
IMF and the OECD, have concluded that China’s SIEs receive preferential access to financing
from state-owned commercial banks.440 SIEs also receive preferential access to important inputs
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(e.g., land and raw materials) and enjoy other competitive advantages unavailable to private
firms.441
SIEs also enjoy indirect preferences by constraining private and foreign enterprises that might
otherwise present significant competition to SIEs in state-favored industry sectors. A World
Bank report confirms that China’s economic policies discriminate in favor of larger, state-owned
firms, resulting in “over abundant resource flows to (often less efficient SOEs)” and encouraging
“Chinese firms to expand simply as a means of gaining policy support.” Indeed, China issues
official lists which grant SIEs an exclusive or privileged role in certain sectors.442 This
effectively holds back small- and medium-sized enterprises from developing.443
4.3.Proposals to “Reform” SIEs
During the 18th Party Congress (2012-2017), the CCP issued policies with the aim of modifying
various aspects of government ownership in the economy. The Chinese government has
proposed several policies under what it terms “reform” of SIEs.444 Key guidance for these
policies is set forth in the Third Plenum Decision.445 The Third Plenum Decision calls for the
market to play a “decisive” role in resource allocation.446 Among the most prominent policies put
forward is to “[v]igorously develop…a mixed economy,” through, among other means,
“allow[ing] more state-owned enterprises (SOEs) and enterprises of other types of ownership to
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develop into mixed enterprises.”447 The Third Plenum Decision calls for mixed-ownership to be
introduced even at the level of centrally owned enterprises, which are still wholly and directly
owned by the state.448
4.3.1. Mixed Ownership Proposals
Pursuant to the CCP’s Third Plenum Decision, the CCPCC and State Council in 2015 jointly
issued the Guiding Opinion on Deepening Reform of State-owned Enterprises (“SOE Reform
Opinion”). It includes more detailed proposals with respect to mixed ownership, including: the
reduction in the percentage of state-owned shares (Article 7); in select cases, the conversion of
state-owned shares into preferred shares, and establishment of “a national special management
share system in a few special fields” (similar to the “golden share” that gives the state veto
power in crucial sectors) (Article 7); the distribution of company shares to employees and
management (Article 19); and the distribution of state-owned shares to private investors through
capital injection, share acquisition, debt-for-equity swaps, and other means (Article 17).449 The
document affords some discretion to sub-central government authorities in implementing these
policies.450
447
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Analysts have pointed out that mixed-ownership reform is not likely to lead to fundamental
changes in the operations or role of SIEs in China’s economy unless the CCP is willing to cede
control.451 Mixed ownership may allow for the transfer of productive capital to state-owned
firms, but it has not introduced market mechanisms into firms still controlled by the
government.452
The Third Plenum Decision prefaces the mixed ownership proposal by stating that China “must
unswervingly consolidate and develop the public economy, persist in the dominant position of
public ownership, give full play to the leading role of the state-owned sector, and continuously
increase its vitality, controlling force and influence.”453 (emphasis added) The Third Plenum
Decision also emphasizes that an economy with mixed ownership “improv[es] the amplification
function of state-owned capital.”454 State Council guidelines issued in 2015 to promote mixed
ownership reaffirm that state capital should have “the absolute controlling position.”455
In addition, the SOE Reform Opinion does not appear to mean that SIEs will be privatized.
Indeed, as Article 18 of the SOE Reform Opinion makes clear, “mixed ownership” also refers to
an expansion of government ownership through encouraging state-owned capital to acquire
equity in non-public enterprises through various means, including those enterprises in “high-tech
industries” and “strategic industries” characterized by “great development potential and strong
growth.”456
Moreover, diversifying SIE ownership structures is not a new feature of China’s economic
policy. Enterprises with diverse ownership structures already exist, particularly among the
subsidiaries of SIEs managed by SASAC and Local SASACs.457 Within these entities, the extent
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of government ownership can be difficult to ascertain owing to the manner in which corporate
owners in China are classified.458
Finally, during the period when the specifics of “mixed ownership” policies were being
formulated, the CCP’s senior leadership made a decision to tie compensation of enterprise
managers to that of government officials of the same bureaucratic rank. This decision marks a
clear step backward in the corporatization and marketization of SIEs.459 Thus, while the Chinese
government has emphasized “separating ownership from control” through asset management
companies and other means, the government continues to influence the incentives of corporate
managers.460
4.3.2. State-Invested Enterprise Classification Reform
In addition, under the rubric of “reforming” SIEs, the Chinese government is pursuing a policy to
divide SIEs into either “commercial” or “public interest” enterprises.461 “Commercial” SIEs will
be opened to various forms of ownership (with the state variably exercising majority,
conditional, or minority shareholdings), operate in “fully competitive” industries, and be
evaluated according to competitiveness and profitability.462 “Public interest” SIEs, on the other
hand, will remain under sole ownership of the state, operate predominately in non-competitive
industries, and be evaluated according to their ability to deliver quality goods and services
reliably and cost-effectively.463
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In December 2015, SASAC, MOF, and NDRC issued the Guiding Opinions on the Functional
Definition and Classification of State-owned Enterprises (“2015 SOE Classification Opinion”),
which accords “commercial” and “public welfare” SIEs a degree of independence consistent
with a “market economy.” However, immediately following this provision it states that
“commercial SOEs and SOEs in public welfare nature shall conscientiously serve national
strategies and take the initiative to fulfill social responsibilities.”464 In other words, both types of
SIEs, even commercial SIEs nominally designated for competitive, market-driven sectors, are
required to fulfill national objectives set by the government. There is not yet a clear indication
that the “commercial” versus “public welfare” classification system is a basis for full divestiture
of state share-holdings. Rather, the 2015 SOE Classification Opinion aims to make state-invested
enterprises in non-strategic commercial sectors “market players that are full of vigor and
vitality.”465
B. Land and Land-Use Rights
Part B of this section examines land and land-use rights. It begins by detailing China’s system of
public land ownership and the various restrictions the Chinese government places on tenure and
scope of land-use rights. It then considers the manner in which the government compensates
parties whose rural land-use rights have been revoked. Part B concludes with a discussion of the
major barriers to efficient allocation of land resources, including the segmentation of rural and
urban land markets; government allocation of land resources and state industrial policy;
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misaligned incentives of local government actors; and the inadequate documentation of land-use
rights in rural areas.
The Department finds that, owing in large part to the Chinese government’s regulatory
framework for land ownership and land use, land prices are distorted and land resources are not
efficiently allocated. Fiscal imbalances incentivize local governments to maximize revenues
from land transactions, which further skews the allocation of land resources. Although the
government has taken some steps to improve land markets, such as developing secondary
transfer markets and better modes of land compensation, these developments do not fully address
the existing distortions in the land market.
1. Legal and Institutional Framework
1.1. Public Ownership and the Separation of Ownership and Use Rights
Private land ownership is prohibited in China. All land is owned by some level of government,
the distinction being between rural land owned by the local government or “collective” at the
township or village level (referred to as “collectively owned”), and urban land owned by the
national government (referred to as “state-owned”).466 Public land ownership is consistent with
the objective, set forth in the PRC Constitution, of “uphold[ing] the basic economic system under
which the public (state) ownership shall play a dominant role” in the economy “[i]n the primary
stage of socialism.”467 Chinese laws governing land administration further codify this system of
public land ownership. The Land Administration Law of the People’s Republic of China (“LAL”)
provides for a system of “socialist public ownership.”468 The Property Law classifies land in
China as either “collectively owned” or “state-owned.”469
Prior to 1978, individuals and non-state entities in China did not possess land-use rights.470 After
1978, the Chinese government separated land ownership from the right to use land, in an attempt
to introduce productivity incentives.471 The LAL, adopted in 1986, codifies the ownership of
466
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land-use rights and, in certain circumstances, their transfer. The PRC Constitution was
correspondingly amended in 1988 to allow for the transfer of land-use rights.472 In response to
the rapid development of urban land markets in the 1990s, the Chinese government formalized
urban land-use rights through new laws and regulations; notably, the Interim Regulations of the
People’s Republic of China Concerning the Assignment and Transfer of the Right to the Use of
the State-owned Land in Urban Areas (“State-owned Land Regulations”) and the Law of the
People’s Republic of China on Administration of Urban Real Estate (“UREL”).473 The Rural
Land Contracting Law of the People's Republic of China (“RLCL”),474 adopted in 2002, permits
certain forms of rural land-use rights transfers.475 The Property Law, adopted in 2007, codifies
general provisions for land contracting rights, construction land-use rights, residential land-use
rights, and easement rights, with respect to both urban and rural land.476
Although the Chinese government has established a legal framework for land-use rights,
significant restrictions remain with respect to the scope, tenure, and security of such rights.
These restrictions are discussed in more detail below.
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1.2. Scope of Land-Use Rights
1.2.1. Rural Land
The Chinese government imposes onerous restrictions on the scope of land-use rights in rural
areas. These restrictions are evident in several respects. Foremost, individual holders of rural
land-use rights – also referred to as “contracting rights” – cannot convert collectively owned
rural land into state-owned urban land. Collectively owned land may only be “leas[ed] out to
land users with due compensation” once that land has been “requisitioned and turned into stateowned land.”477
Second, there are restrictions on rural land-use for non-farming purposes. The law distinguishes
between (1) rural agricultural land and (2) rural construction land for commercial and noncommercial purposes,478 and places limits on the transfer of agricultural land to construction
land.479 The LAL provides that contracting of collectively owned land is for farming purposes
only, and individuals contracting the land “ha[ve] the obligation to protect the land and rationally
use it in conformity with the purposes of use provided for in the [land-use rights] contract.”480
The RLCL provides that the contracted rural land shall not be used for non-agricultural
construction without lawful approval.481 The government will administer “administrative
sanctions” to those who unlawfully use their contracted land for construction not related to
farming.482
Third, within the category of rural construction land, there are limits on how such land may be
used for housing (i.e., residential land). The LAL provides that each rural village household
“shall only have one house site, the area of which may not exceed the limits fixed by provinces,
autonomous regions and municipalities directly under the Central Government.”483 The law
further requires “examination and verification by the township (town) people's government and
477
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regulations of land use, collective organizations can use land for collective nonagricultural industrial and
commercial activities, but under the current law, they cannot lease collective construction land to non-collective
entities for commercial or industrial development. Furthermore, the rights to rural homestead land are limited: with
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approval by the county people's government.”484 If farmers choose to sell or rent out their
residences, the law mandates that their application to construct another residence will not be
approved.485 This provision makes it difficult for rural residents to lawfully earn non-farm
revenue from residential property. At the same time, because rural residential land is not subject
to the stringent use restrictions that exist for farmland, it is especially prone to conversion into
state-owned urban land by local governments.486
Fourth, the Chinese government generally does not allow rural land-use rights to serve as
collateral for credit. The Property Law expressly forbids the mortgaging of use rights for
collectively owned land, including arable land, residential land, land set aside for farmers to
cultivate for their private use, and hilly land allotted for private use, unless it is otherwise
prescribed by law.487 Recent pilot programs have been introduced to relax this prohibition, but
have yet to result in a meaningful change to nationwide practices.488 According to a 2015 OECD
report, the inability of farmers to use rural land use rights as collateral constrains their access to
financing. Rural commercial banks and credit cooperatives have expanded financing for
agricultural projects, but the OECD finds that lending by these institutions is “currently biased
toward larger, usually state-owned, enterprises that have significant collateral and guarantees.”489
Furthermore, the Chinese government has established a complex legal framework governing the
transfer of use rights for farming purposes. The RLCL provides that contracting rights for
farmland may be sub-contracted, leased, exchanged, or swapped to third parties (including for
monetary compensation) by individual contracting rights holders, a practice collectively referred
484
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to as “circulation.” “Circulation”490 is subject to the condition that the third party to whom the
land is transferred must not alter the nature of the ownership of the contracted land nor its use for
agriculture and must have the operational capability to engage in agricultural activity.491 Third
parties may acquire contracting rights through one of three means: negotiation, tender, or
auction. The third parties may further “circulate” their rights through transfer, leasing,
shareholding, mortgaging, and other means.492
Studies show that across China, agricultural land-use transfer policies remain at an experimental
stage. A 2015 OECD study identifies five main types of land transfer arrangements that have
been applied to varying degrees in different localities: (1) exchange of land-use rights; (2)
leasing of operation rights; (3) outright transfer of contract rights; (4) land joint-stock
cooperatives; and (5) land circulation trusts.493 The Chinese government has also established
Land Transfer Centers (LTCs) in rural regions to facilitate transactions, particularly the bundling
and transfer of small land holdings to larger commercial farming operations.494 Another program
to facilitate land transactions, initiated in Sichuan province, involves the creation of a unified
platform for conducting land-bidding transactions aimed at improving price discovery for
land.495 A 2016 policy change, moreover, allows foreign companies to rent or lease farmland.496
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(emphasis added))
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Analyses published by the World Bank and OECD find that the Chinese government has
achieved only limited success in developing secondary markets for farmland in China.497 Rented
land as a share of total farmland increased from 3% to 24% between 1996 and 2013, but remains
lower than in many OECD countries.498 Large farming enterprises only make up a small share of
the secondary market.499 Pilot programs designed to increase the scope of land-use rights
transfers have varied widely by province, with gains in land consolidation concentrated in North
and Northeast China.500 The OECD has identified a number of problems that constrain land
rental markets in China’s agriculture sector, including: poorly defined contract rights; a
perceived lack of contract enforcement by independent courts; corruption among local officials;
and the difficulty of valuing operating rights due to a lack of transparency and a uniform
valuation method. Surveys indicate significant mismatches in price expectations between those
wishing to rent in and those wishing to rent out.501
1.2.2. Urban Land
The Chinese government also imposes significant restrictions on the scope of land-use rights in
urban areas. The LAL provides that any entity or individual seeking land for construction must
apply for approval from the government, the formal owner of state-owned land.502 As with rural
land, the government draws a legal distinction between different categories of urban land, which
is divided into industrial, commercial, and residential land.503 Within this system, there are
restrictions on transferring land from one category to another, and some regulations are not
uniform across categories (e.g., with respect to the tenure of use rights.)504
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The Chinese government classifies land-use rights for state-owned urban land as either “granted”
or “allocated,” depending on how the government confers the use rights.505 When use rights are
“granted,” they are effectively leased by the government in return for a payment.506 In addition to
paying the government for the right to use the land, the party receiving the urban land-use right is
required to use the land in accordance with the terms and use purposes set forth in a contract
signed with the relevant municipal- or county-level government department in charge of land
administration.507
The government has discretion to “grant” use rights via one of three means – negotiation, tender,
or auction – each of which constitutes a different form of use rights transaction.508 An Asian
Development Bank Institute (ADBI) study for the period 2003-2008 finds that “small, expensive
land parcels were generally leased by auction, whereas large, inexpensive lots were leased by
listing.” For land leased by listing, the total area was much larger, and the average transaction
price much lower, than for land leased by auction. The report further notes that “local
governments use agreement and tender for most industrial land leasing transactions, whereas
auctions are used for commercial and residential land leasing to ensure that the highest tenderer
acquires the land and that there is no price cap.”509 An economist emphasizes the informal nature
of many land-use rights transactions in China:
The method of transfer is occasionally open auction, but far more often such transfers are arranged in
private negotiations between the local government official and the company desiring a lease. The situation
is fraught with conflicts of interest, and the result is often corruption, sometimes on a grand scale.510

As an alternative to “granting” use rights, government authorities above the county level may
“allocate” use rights to an entity or individual.511 In this arrangement, the party receiving the
land-use right does not pay the government. The UREL defines the “allocation” of land-use
rights as either the conveyance of land to a land-user subsequent to that land-user’s payment of
compensation, resettlement, and other fees to rural collectives (i.e., when agricultural land is

505

Ibid., Article 137.

506

State-owned Land Regulations, Articles 8-14; LAL, Article 4. Li Zhang and Xianxiang Xu, Land Policy and
Urbanization in the People’s Republic of China, ADBI Working Paper Series No. 614 (Asian Development Bank
Institute, November 11, 2016), 5.

507

Ibid.

508

Ibid.

509

Ibid.

510

Dwight Perkins, “China’s Land System: Past, Present, and Future” in Property Rights and Land Policies, eds.
Gregory K. Ingram and Yu-Hung Hong (Cambridge, Ma: Lincoln Institute of Land Policy, 2009), 88-89.

511

UREL, Article 22.

101

converted for urban use), or simply as land-use rights conveyed for no fee at all.512 In contrast to
the limited tenure of “granted” land-use rights, “allocated” land-use rights are indefinite.513
Since the late 1990s, Chinese law has limited the “allocation” of land to certain specified uses.514
Construction on “allocated” land is generally not permitted unless it is for purposes of a
government or military installation, urban basic infrastructure and public services, energy,
transport, and irrigation projects, or other uses set forth in law.515 Nonetheless, the existence of a
category that allows for the conveyance of state-owned land at no cost creates the potential for
abuse by local government authorities.
1.3. Tenure of Land-Use Rights
The Chinese government generally does not grant land-use rights for an indefinite period. For
collectively owned rural land, the Chinese government has extended the tenure of contracting
rights in small increments over time. A 1998 amendment to the LAL for the first time codified a
30-year tenure period.516 The CCP put forward recommendations in 2008 and 2013 to grant
indefinite tenure to rural contracting rights holders.517 To date, however, the LAL has not been
further amended to codify these recommendations.518 A 2013 World Bank report identifies
indefinite use rights as an important item for reforming China’s economy in rural areas, and
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states that “[i]t is important that the Communist Party’s [2008 policy decision] regarding this
issue be enshrined in law soon.”519
Chinese law grants longer tenure periods for state-owned urban land. The UREL provides that
when the government chooses to “allocate” land-use rights, there are no tenure limits.520 In the
more common scenario, however, urban land-use rights are “granted” in which case tenure
periods are limited:






70 years for residential land-use;
50 years for industrial production land-use;
50 years for educational, healthcare and scientific and technological research land-use;
40 years for commercial land-use; and
50 years for all other land-use purposes.521

Chinese law is not entirely clear with respect to whether and how land-use rights may be
extended. The Property Law states that once the 30-year tenure period on rural land contracting
rights expires, the contracting rights holder can continue to contract in accordance with relevant
national regulations.522 Yet, the law does not specify which national regulations or administrative
procedures apply.
With respect to urban land-use rights, the State-owned Land Regulations provide that when the
land-use rights tenure expires, the land-use rights holder may apply for an extension, subject to
signature of a new contract with the relevant government authority. If not extended, the rights
revert to the state, and any buildings on the land or improvements made to the land then become
property of the state.523 The LAL likewise provides that government departments in charge of
land administration are authorized to take back land-use rights for state-owned urban land if the
land-user has not applied for an extension or the application for an extension has not been
approved.524
The Property Law, in turn, draws an important distinction regarding renewal of use rights for
different categories of urban land. Rights for residential construction land may be “automatically
renewed” upon expiration, whereas non-residential construction land extensions will be
processed according to provisions of the law. The statute, however, neither specifies what
519
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“automatically” means nor what provisions of the law apply with respect to non-automatic
renewals.525
1.4. Compensation for Expropriated Land-Use Rights in Rural Areas
In principle, rural land-use rights holders in China receive compensation when their use rights
are revoked. In both a legal and practical sense, however, the level of compensation is
inadequate. The LAL provides for a per capita resettlement subsidy and arable land compensation
payment for individuals whose agricultural land has been requisitioned; yet, this payment is
calculated based on the value of farm crops, rather than on the higher value of the land once it
has been converted into urban land.526 A 2015 academic study finds numerous other deficiencies
in the legal framework governing monetary compensation for rural land. For example,
compensation is generally paid as a one-time lump-sum payment, rather than in increments over
time,527 and compensation for demolished rural housing is insufficient.528
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A fundamental problem is that collectively owned rural land, as a category of land ownership, is
ambiguous. An ADBI study notes that, in fact, a “three-class system of collective ownership
exists in [China’s] rural regions,” comprising “natural villages,” “administrative villages,” and
“towns.”529 The LAL provides that monetary compensation for requisitioned land be paid out
through collectives rather than directly to individuals.530 This arrangement facilitates corruption
and embezzlement at the local level, reducing the likelihood that individuals will receive the
compensation they are due.531
Several studies indicate that, in practice, compensation provided for expropriated land-use rights
in China is inadequate.


A 2011 survey by the Landesa Rural Development Institute, covering 1,791 farmers
across 17 provinces, finds that one in every four farmers does not receive any
compensation at all. For those who do, the mean value received is only a fraction of the
commercial value of the land.532 The survey also finds that farmers are often pressured by
collectives to lease their small plots of land to outside companies, and that such
companies may put the land to illegal non-farming uses or acquire leases that exceed the
land-use rights contracting period of the farmer.533
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A 2015 World Bank study finds that “[w]hile farmers receive compensation for their
agricultural land based on the value of land for agricultural production, land acquired in
this way can be transferred by local governments at prices a hundred times or more what
was paid in compensation.”534



A 2012 World Bank study finds that “the current practice of expropriating the entire
difference between the agricultural value of the land and its urban market value is
equivalent to a 100% capital gains tax.”535 A separate World Bank report also states that
“[i]n reality, large amounts of collective construction land have also entered the urban
market illegally, particularly in China’s eastern coastal areas and large cities.”536

In certain instances, rural land-use rights holders have received various forms of compensation,
including non-monetary compensation.537 However, these compensation methods have yet to be
instituted on a systemic, nationwide basis. Indeed, land expropriation and compensation is one of
the primary sources of social discontent in China. Protests over land expropriation and
compensation have become regular occurrences, with 60,000 protests in 2013 alone.538
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According to an OECD estimate, 65% of social conflicts in China’s rural areas involve disputes
over land.539
In Chongqing and Chengdu municipalities, the Chinese government has recently piloted a
dipiao, or land voucher, program involving rural residential land. Rural residents can offer
residential land for conversion into farmland, which entitles them to a dipiao eligible for sale on
a property exchange. A land developer wishing to build on what currently is a tract of farmland,
but who at the same time must show no net reduction in farmland will result from the project,
has the option to buy a dipiao at the exchange to offset the reduction.540 The land developer
negotiates prices directly with the individual selling the dipiao, as opposed to indirect negotiation
with a representative from a rural collective. In theory, the price the developer pays for the landuse rights should reflect the construction-use value of the land, rather than the lower farmlanduse value. The farmer is promised 85% of the proceeds with the remainder going to the local
government.541
The dipiao program indicates a new policy approach, but it does not markedly improve the status
of land-use rights in China. First, the program has not been adopted on a nationwide basis.
Second, to the extent it has been implemented, it has given rise to corrupt practices, as some
farmers have claimed that they have been forced out of their homes or did not receive
compensation for the sale of their dipiao from the property exchange.542 Studies also show that
the reclaimed farmland is not always as fertile as the agricultural land lost to development.543

2. Barriers to the Efficient Allocation of Land Resources
2.1. Segmentation of the Land Market between Rural and Urban Areas
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Owing largely to the legal and institutional framework discussed above, China does not have a
nationally unified land market. Land administration is bifurcated between collectively owned
rural land and state-owned urban land. Within each category of ownership, moreover, there are
restrictions on the use of land for different purposes, such as the transfer of farmland to construct
residences in rural areas. An ADBI report concludes that local governments “have monopsony
power in the rural land market and monopoly power in the urban land market,” and “serve as a
single-plank bridge between the urban and rural land markets[...]”544 An economist observes:
Formally, rural land [China] is collectively owned by the local village or township, and urban land is
owned by the state. In both cases, local officials play the primary role in deciding whether a piece of land
under their jurisdiction can be leased for commercial uses.545

Land market segmentation distorts land prices, particularly by driving a wedge between prices in
rural and urban areas.546 Segmented land markets also distort the broader allocation of resources
in China’s economy. As the OECD has noted, economic development should force certain
changes in the use of a country’s productive inputs. Populations transition from working in
agriculture to working in industrial sectors. The rural population, and in particular the rural
population employed in agriculture, consequently declines. Farms consolidate, economies of
scale are realized, and the farmers that remain become more efficient and productive. Urban
areas generally grow, and workers achieve a higher marginal product outside the farm sector. In
China, however, government ownership and control over land impedes this process.547
China’s farm sector remains inefficient. The average size of farm plots in China is under 2
acres,548 only a fraction of the average in the U.S., which is about 445 acres.549 Although the
United States has one of the most consolidated agriculture industries, the order-of-magnitude
difference illustrates the degree of farm plot fragmentation in China. Because farm plots are
small, farmers generally lack the incentive to invest in technology and make other capital
investments because they cannot recover their investment in the timeframe their contract
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spans.550 According to NBS data, almost 30% of the employed population still works in
agriculture,551 but agriculture makes up only about 9% of GDP.552
The CCP’s Third Plenum Decision pledges to “form a unified construction land market for both
urban and rural construction areas.”553 This objective, short of permitting the free conversion of
collectively owned agricultural land into state-owned urban land, implies a relaxation of the strict
controls on the transfer of collectively owned rural construction land. The Chinese government
has not passed any subsequent laws, however, to codify this policy of market unification.554
Moreover, the proposed reform is constrained by the government’s arable land conservation
mandate. The Third Plenum Decision states that farmers may only transfer, rent out, and
mortgage their rights to rural construction land on the condition that the overall scale of farmland
remains unchanged.555
2.2. Government Allocation of Land Resources and State Industrial Policy
The Chinese government’s systemic, nationwide management of land resource allocations
further exacerbates distortions in China’s land market. In 1997, the State Council issued the
Notice on Further Regulation of Land Management and Protection of Arable Land,556 which
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elevated preservation of arable land to an important national strategy.557 The LAL was
subsequently amended in 1998 to incorporate arable land protection provisions.558 Beginning
with the 11th five-year planning period in 2006, the Chinese government has incorporated arable
land conservation into five-year plans as one of a small number of binding targets (i.e., targets
that government officials are obligated to meet).559 In 2008, the State Council issued the Outline
of the National Overall Planning on Land Use (2006-2020),560 which sets forth a target to
preserve 120 million hectares of arable land (i.e., the “Red Line”), including 104 million hectares
of basic agricultural land, and limits the conversion of arable land to construction land to 3
million hectares in total by 2020.561
In order to achieve these targets, the central government sets an annual national quota for the
conversion of arable land for construction and distributes the quota to each province. Whenever
arable land is used for construction purposes, an equal amount must be provided somewhere else
to ensure the overall arable land area of the province is not reduced.562 To ensure effective local
implementation of this policy, the Criminal Law of the People’s Republic of China was amended
in 1998 to make it a criminal offence for local officials to grant approval for the conversion of
arable land for development if the terms of the 1997 Land Protection Notice are not met.563 This
policy of quota allocation has given the central government significant influence over how and
where to convert rural land for urban use.564
These land planning policies ostensibly support arable land conservation. In reality, however,
there is a severe mismatch between supply and demand in China’s land markets, and large
swathes of urban land are underutilized. “Ghost towns” have sprung up in peripheral areas
around many cities as local governments, competing for economic activity and investment,

557

Siu Wai Wong, “Land Requisitions and State-Village Power Restructuring,” The China Quarterly 224
(December 2015): 901.
558

Zhu Qian, “Land Acquisition Compensation in Post-Reform China: Evolution, Structure, and Challenges in
Hangzhou,” Land Use Policy 46 (2015): 251.

559

See e.g., 12th Five-Year Plan for Economic and Social Development, discussed further in Factor 5.A.

560

Outline of the National Overall Planning on Land Use (2006-2020) (State Council, Guo Fa [2008] No. 33, issued
October 6, 2008).

561

Outline of the National Overall Planning on Land Use (2006-2020) (State Council, Guo Fa [2008] No. 33, issued
October 6, 2008). See also World Bank and State Council DRC, Urban China: Toward Efficient, Inclusive, and
Sustainable Urbanization, Natural Resources Forum 39(2) (2014), 268.

562
Siu Wai Wong, “Land Requisitions and State-Village Power Restructuring,” The China Quarterly 224
(December 2015): 901.
563

Ibid.

564

See Yuan Xiao and Jinhua Zhao, Fixing China’s Distorted Urban Land Quota System, Paulson Policy
Memorandum (Paulson Institute, March 2015).

110

transact land at very low prices.565 A 2014 World Bank report estimates that average population
density in China’s cities has declined by over 25% over the past decade.566 Land designated for
industrial use is also underutilized; a nationwide survey suggests that 70% of the total land
within China’s 6,866 Development Zones is unused.567 An ADBI report summarizes the
problem:
With its monopoly on land expropriation and transaction, local governments have held down land
expropriation prices to acquire large amounts of rural land and turned them into urban lands, which directly
led to the excessive expansion of urban land area, as in the massive construction of development zones and
new towns. As the hukou system hinders rural–urban migration, it can be predicted that land urbanization
will outpace population urbanization, with decreasing density of urban population and low efficiency of
land use.568

Contrary to the objective of carefully conserving arable land, the Chinese government has also
used its ownership and control over land to support state industrial policies. A 2013 World Bank
study finds that one of the defining characteristics of industrial policies in China is to institute
“direct administrative interventions” to shift resources, including land, from prohibited to
preferred sectors.569 The central government’s ability to assign construction quotas by province
is a particularly powerful tool in this regard, as it allows planners to influence the distribution
and growth of industry across the country.570
Central government measures to influence the distribution of industrial assets expressly reference
land. For example, the 2005 State Council Decision on Implementing the Interim Provisions on
Promoting the Structural Adjustment of Industry, discussed in more detail under Factor 5,
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provide that Chinese authorities “shall speed up the formulation and amendment of policies
on…land…[to] intensify the coordination and cooperation with industrial policies, and further
improve and promote the policy system on industrial structure adjustment.”571 Similarly, the
Guiding Opinions of the State Council on Central and Western Regions' Undertaking of
Industrial Transfer provides that the annual construction quotas allocated to central and western
regions are to be increased, with “preferential allocation of construction land quotas for industrial
parks.”572
2.3.Misaligned Incentives of Local Government Actors
In a well-functioning market, economic actors are incentivized to put land to its most productive
use, taking into account factors such as land quality and location. When the government
exercises ownership and control over land, however, the dynamics of the land market are
different. Government authorities take many administrative factors into account when deciding
how to use land, such as revenue from land sales; future tax revenues from the opening of
profitable businesses on the land; and the need to meet economic growth targets and implement
industrial policy directives set by the government.573
Fiscal imbalances are a particularly important factor influencing land-use decisions in China.
Local governments account for a greater share of total government expenditure than government
revenue,574 largely because they bear primary responsibility for financing public services such as
policing, schools, hospitals, and roads.575 At the same time, local governments are constrained in
their revenue-raising activities. Pursuant to tax reforms introduced in 1994, the central
government collects the majority of fiscal revenue from the two largest tax items – the valueadded tax and the corporate income tax576 – and power to pass tax legislation rests at the central
571
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level. Authorities at the sub-province level lack the ability to raise capital through bond
issuances.577 Central government fiscal transfers are designed to plug funding gaps at the local
level, but in practice, they do not suffice.578
Consequently, local governments sell land-use rights in order to meet their fiscal needs, typically
following the conversion of collectively owned rural land into state-owned urban land.579
Revenues from land sales are a primary source of local government revenue.580 Revenue from
land sales as a share of total government revenue fluctuates from year-to-year but was
approximately 45% in 2013 after reaching a peak of nearly 70% in 2010.581 Land concession
income, which is the income local governments receive from leasing the land-use rights, grew
from an estimated RMB 588 billion in 2006 to RMB 3.3 trillion in 2013.582
Property taxes could reduce local governments’ reliance on land concession income as a major
revenue source, and in so doing, mitigate land expropriation and increase the security of rural
land-use rights. However, to date, property taxes have only been piloted in select regions, such as
Shanghai and Chongqing municipalities, at low effective rates of taxation. An important reason
is that individuals do not have the right to own the land.583
2.4. Land Titling and Registration
Rural land-use rights in China are poorly documented. A 2013 report by the World Bank states
that in “the near to medium term, supplemental reforms will have to tackle the poor quality of
current documentation on collective land ownership and individual use rights.”584 It also finds
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that land contract and certificate documentation has “not been sufficiently harmonized across the
rural and urban spheres,” and that China lacks a “reliable complete national inventory of land
parcels.”585
In lieu of comprehensive national statistics, experts rely on survey data to measure the extent of
such documentation. A 2011 survey by the Landesa Rural Development Institute586 found that
only half of respondents possessed contracts and land-use rights certificates, and only a small
share of the documents issued contained all the relevant legal information.587 A separate survey,
conducted between 2009 and 2010, records significant differences across provinces, with only
30% of households in Jiangxi province holding a land certificate versus 95% in Gansu
province.588
Inadequate documentation affects the economic behavior of farmers. The Landesa survey, for
example, identifies a statistical correlation between inadequate documentation and low levels of
investment in farmland.589 Similarly, an OECD report finds that poorly defined contract rights,
combined with poor enforcement of those rights, often prevent farmers from renting out their
land to more productive uses and seeking employment outside the farm sector.590
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The Chinese government has adopted some initiatives to improve rural land-use rights
documentation. A guiding document, Communist Party of China Central Committee and State
Council Several Opinions on Accelerating Development of Modern Agriculture and Further
Increasing Rural Development Dynamism, calls for completing registration of farmers’ land
rights throughout the country within five years.591 Further, in November 2014, the State Council
issued the Interim Regulations on Real Estate Registration, which requires that all collectively
owned rural land be registered in a centralized registry.592 Although the development of a
national land registry marks an important step forward, reports suggest that the public will not
have access to it, which may limit its utility in improving price discovery and developing land
markets.593
C. Assessment of Factor
Under Factor 4, the Department finds that the Chinese government continues to exert significant
ownership and control over the means of production, as demonstrated by the role and prevalence
of SIEs throughout the enterprise sector and the system of land ownership and land-use rights.
The average size of SIEs remains large when compared with private companies, and the relative
“economic weight” of SIEs in China’s economy is substantial in comparison with relevant
sectors in other major economies. In fact, formal indicia of government investment in Chinese
enterprises likely understate the actual extent of government ownership and control. The Chinese
government allocates resources to SIEs in what it deems strategically important sectors, such that
SIEs are not strictly disciplined by market principles of supply and demand. At the same time,
however, the government requires that SIEs undertake large-scale investments to help stabilize
China’s macro-economy. The government also intervenes extensively in the enterprise sector to
shield SIEs from the consequences of economic failure, facilitates mergers and acquisitions to
achieve government, not enterprise, objectives, and enables the rise of large enterprise groups
under government ownership and control.
Although the government has adopted policies to restructure and corporatize SIEs, it continues to
fulfill its legal mandate to “maintain a leading role for the state sector.” As a consequence, SIEs
in China operate in sectors and industries beyond those that typically raise natural monopoly or
public goods or services policy considerations. An important enabling factor for government
control over firm decision-making is the manner in which the CCP reserves the right to make
personnel appointments and participate in corporate decision-making through Party Committees
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and other channels. Recent efforts to promote “mixed ownership” and the separation of
“commercial” from “public interest” SIEs do not fundamentally alter this fact.
The Chinese government exercises significant control over land, another key means of
production. There is no private land ownership, rural and urban land markets are segmented, and
the government remains the final arbiter on how land is used (through extensive planning) and
valued. Individuals, firms, and other entities may own land-use rights, but there are limits on the
scope and tenure of these rights in both rural and urban areas. The result of these dynamics is an
inefficient land market in which large swathes of land are misallocated either to small farm plots
or to underutilized urban infrastructure.
In rural areas, the scope of individual use rights for agricultural land is limited, inter alia, by
restrictions on non-agricultural use, conditions imposed on use-rights transfers, and inadequate
land titling systems. Crucially, individual holders of agricultural land-use rights are not
authorized to convert their land into state-owned urban land, and conversely, are not adequately
compensated when the government requisitions their land for urban use. Rural residents remain
effectively constrained in terms of how they use the land and the extent to which they can
transfer their land-use rights or fully monetize their value. As a result, agricultural production in
China remains inefficient due to small plots and underdeveloped leasing markets.
In urban areas, the government “allocates” use rights indefinitely for certain uses, or, as is more
often the case, “grants” use rights – through auction, tender, or listing – for varying lengths of
time to industrial, commercial, and residential users. On the basis of arable land preservation
mandates, the Chinese government tightly manages the use of urban land through nationwide
construction quotas and a complex system of land-use planning. A combination of fiscal
imbalances and decentralized authority exacerbates non-market land-use policies at the local
level. In practice, the government uses its discretion to make large amounts of land available for
industrial uses, particularly in the central and western regions of the country, while limiting the
supply of land available for residential and commercial uses, a practice that segments land
markets and distorts prices.
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Factor Five: The extent of government control over the allocation of resources
and over the price and output decisions of enterprises.
Excessive government control over the allocation of resources and over the price and output
decisions of enterprises undermines the functioning of a market economy. If resources are
severely misallocated or the government unduly influences or constrains the price and output
decisions of individual market actors, then prices and costs become distorted and non-market
conditions prevail. Part A of this section assesses the Chinese government’s industrial policies,
including the formulation and execution of state plans; the tools used to implement industrial
policies; key examples of industrial policies; and “supply-side structural reform” initiatives. Part
B of this section assesses the Chinese government’s regulation of prices, including the
prevalence of price distortions; the status of formal price controls; and certain informal price
controls. Part C of this section assesses the financial sector, including the formal banking sector,
interbank markets, bond markets, and “shadow banking.”
The Department discusses, in each of these areas, the Chinese government’s direct and indirect
control over the allocation of resources, which in turn distort price and output decisions of
enterprises. In sum, the Department finds that the extent of government control is significant and
far-reaching.
A. Industrial Policies
Part A of this section analyzes the Chinese government’s industrial policies. It first examines the
relevant legal and institutional framework, including the extent to which the Chinese
government’s system of state planning mobilizes government authorities, the CCP, and SIEs. It
then assesses the mechanisms by which the Chinese government implements industrial policies,
including the use of investment restrictions and approval procedures; access conditions and other
industry standards; guidance catalogues; financial supports; and quantitative restrictions. Part A
also examines how these mechanisms function in priority areas for industrial policy – industrial
restructuring and upgrading, the geographic distribution of industry, and science and technology
development. Part A concludes by analyzing excess capacity and excessive corporate debt issues
in the context of the Chinese government’s “supply-side structural reform” initiatives, in order to
illustrate how recent developments in industrial policymaking have reinforced the government’s
role in managing the economy.
The analysis presented below is informed, in part, by the Department’s 2012 analysis of public
bodies in China (“Public Bodies Analysis”),594 which identifies “[t]he development and
dissemination of industrial policies” as “one of the formal means by which [the Chinese]
government communicates its plans to uphold the socialist market economy.” The planning
process and the resulting documents are “the means (and roadmap) by which the government
594
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seeks to fulfill its legal mandate to maintain the predominance of the state sector.”595 The Public
Bodies Analysis is informed by the World Bank and State Council DRC report, China 2030,
which observed that the Chinese government’s extensive industrial policy interventions are
“designed to affect the allocation of resources among economic activities (across or within
sectors) to achieve a different outcome from what otherwise would have occurred.”596 China
2030 describes several features of the Chinese government’s industrial policies, including their
implementation across all levels of government; the range of instruments that the Chinese
government uses to achieve multiple, sometimes conflicting, objectives; and the focus on
increasing scale, with a preference for larger enterprises with higher market concentration and
favoring SIEs over private firms.597
While many countries may have some form of industrial policy, the Chinese government’s
system and implementation is distinctive in terms of its complexity and pervasiveness, as well as
its reliance on direct administrative interventions to allocate resources to different sectors of
China’s economy. The objective of the Chinese government and the CCP is to uphold the
“socialist market economy” in which the Party-state directs and channels economic actors to
meet the targets of state planning, not for economic outcomes that reflect predominantly market
forces acting independent of the Party-state. In China’s economic framework, state planning
through industrial policies conveys instructions regarding sector-specific economic objectives,
particularly for those sectors deemed strategic and fundamental.
1. Framework of State Planning and Industrial Policymaking
1.1.The Preservation of State Planning after the “Planned Economy”
In China’s command economy prior to 1978, the Chinese government established input-use and
output-production targets for industry and agriculture by unit and locality with great specificity.
A core objective of this system was to prioritize the allocation of resources to heavy industries
such as steel.598 Since 1978, the Chinese government has modified the system of state planning.
The first phase in this process was the “dual track system” introduced in the 1980s, under which
a traditional plan and market channel were permitted to coexist.599 Subsequently, the 1993
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revision to the 1982 PRC Constitution introduced the concept of the “socialist market economy”
to replace the “planned economy,”600 which reflected this shift. Industrial policymaking became
more complex, combining state planning with some ostensibly market-oriented instruments.601
Industrial policies in China today continue to be extensive. A core organizing principle of these
policies remains the five-year planning period, first instituted in 1953-1957 based on the practice
of the Soviet Union. At the apex of the five-year planning system is the Five-Year Plan for
Economic and Social Development (“FYP”).602 The 13th Five-Year Plan for Economic and
Social Development (2016-2020) (“13th FYP”), issued in March 2016, is divided into twenty
chapters, which unify plans for the national development of agriculture, industry, infrastructure
and communications, regional economic zones, and foreign trade and investment; health,
education, and welfare; the CCP-led political system; and national defense.603 Each sub-national
government authority issues its own FYP, pursuant to the central government document.604
The Chinese government has not only maintained the planning system, but also further
formalized it. The State Council’s Several Opinions on Strengthening Drafting Work for the
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National Economic and Social Development Plan, issued in 2005, provide for a “three-by-three”
system according to which economic and social development plans are divided vertically into (1)
national, (2) provincial, and (3) municipal/county level plans, and, by function, into (1)
comprehensive plans, (2) macro-regional plans, and (3) specialized plans.605 Macro-regional
plans serve as a means for the Chinese government to coordinate various government authorities
across sub-regions and sectors, particularly with respect to infrastructure and industrial
investment.606
Specialized plans, in turn, translate industrial policy elements into sector-specific five-year plans
drafted by government authorities under the State Council. For the 13th five-year planning
period, there are over 100 such plans, including, inter alia, for energy, raw material, and farm
sectors; technology- and capital-intensive industries; and important facets of economic
regulation, such as intellectual property and fair competition.607 As part of reinvigorating the
planning system, the Chinese government has also formulated an increasing number of
specialized plans for periods exceeding five years. In the high-tech sector, for example, China
has issued the Medium- and Long-Term Plan for Science and Technology (2006-2020) (“S&T
MLP”)608 and the Decision on Issuing “China Manufacturing 2025” (“Made in China 2025
Decision”).609
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Targets remain numerous throughout China’s state plans.610 A subset of targets is formalized into
a dual system of “binding targets” and “indicative targets.”611 For example, the 12th Five-Year
Plan for Economic and Social Development (2011-2015) (“12th FYP”) contains a series of
“binding targets” pertaining, inter alia, to arable land supply, energy intensity, pollution
emissions, and welfare provision. It also contains a series of “indicative targets” pertaining, inter
alia, to per capita income growth, the unemployment rate, the services sector share of GDP, the
urbanization rate, grain comprehensive production capacity, R&D spending as a share of GDP,
and patent ownership per 10,000 people.612 Another example is the National Mineral Resource
Plan (2016-2020), which provides “indicative targets” for the level of production of one set of
resources (including oil, gas, coal, iron ore, and various nonferrous metals) and “binding targets”
for the level of production of tungsten and rare earths.613 A 2017 policy document issued by the
Ministry of Science and Technology, moreover, instructs officials to prescribe both “binding
targets” and “indicative targets” when drafting science and technology development plans for the
“2030 Sustainable Development Initiative Innovation Demonstration Zones.”614
Studies indicate that the Chinese government uses a variety of methods to ensure implementation
of planning targets. Fulfillment of “binding targets,” in particular, is a formal component of
evaluating the performance of government officials,615 and also entails direct allocation of
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funding and stringent administrative oversight.616 To fulfill “indicative targets,” the government
uses methods such as policy signaling (e.g., announcements about changes to fiscal policy) and
indirect incentives (e.g., improved access to bank loans) to inform the behavior of government
officials and economic actors.617 The Chinese government enters into contracts – concluded
between central and sub-central government authorities, or between government departments and
major enterprises that take part in implementing state plans – that contain planning targets for
items such as road construction, technology zones, and energy production. 618
Another prominent feature of the current generation of planning documents is its specificity with
respect to sub-sectors, products, materials, processes, and technologies for further development.
Sector-specific plans frequently detail such items in textboxes and appendices. One example is
the appendix to the 12th Five-Year Development Plan for New Materials, which pinpoints
industrial materials that Chinese industry should prioritize for the development of a wide range
of high-technology applications.619 As is further discussed below, these enumerative planning
documents act in conjunction with various types of guidance catalogues in which the Chinese
government lists specific items it encourages, discourages, restricts, or prohibits for investment
or other market activity. As such catalogues are made public, they signal the government’s
preferences not only to government officials, but also to economic actors in individual sectors.
To ensure the implementation of state plans, the Chinese government maintains a formal system
for assigning tasks and reviewing their execution. Tasking documents, which cascade from the
level of the State Council and its subordinate ministries down to the local level, integrate a
variety of government departments into the process of implementation. For the purposes of
implementing the 11th Five-Year Plan for Economic and Social Development (2006-2010)
(“11th FYP”), for example, the State Council issued the Notice on Principal Objectives and the
Division of Work Tasks to Fulfill the Outline of the PRC 11th Five-Year Plan for Economic and
Social Development,620 and a similar document was issued for the 12th FYP.621 These documents
indicators than just GDP growth or unemployment in each leading cadre’s jurisdiction. […] A breakthrough for
systemically linking a more complex set of economic and noneconomic plan targets with cadre appraisals resulted
from the re-institution of a “binding target” category in national, provincial- and local-level planning from 2006.”)
616
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list which government department will be responsible for, or lead, the implementation of each
item of the FYP.
In conjunction with tasking documents, China’s institutional framework comprises a formal
review process, formalized in 2005 through the State Council’s Several Opinions on
Strengthening Drafting Work for the National Economic and Social Development Plan.622 One
component of this review process is a mid-term evaluation of each FYP. The Notice on
Launching the Mid-Term Evaluation of “12th Five-Year Plan” Outline,623 issued by NDRC
pursuant to the aforementioned State Council tasking document for the 12th FYP, sets forth an
intricate point-tallying system to evaluate implementation of each aspect of the 12th FYP.
Another component, carried out primarily within NDRC using market analysis tools, is an annual
review of the previous year’s performance and the setting of targets for the coming year,
presented by NDRC each March at NPC’s annual meeting. The most recent such presentation is
contained in the Decision of the 12th National People’s Congress Fifth Meeting on the Status of
Executing the 2016 National Plan for Economic and Social Development and on the 2017
National Plan for Economic and Social Development.624
1.2.Institutional Framework for Industrial Policies
1.2.1. Planning Agencies with Broad Regulatory Authority
In China’s system of government, the central government agencies that bear prime responsibility
for state planning also have broad legislative and regulatory authority. In 2003, the Chinese
government consolidated disparate authorities, including the former State Planning Commission,
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to establish NDRC.625 One of NDRC’s key functions is to formulate the FYP through a complex
process of inter-ministerial planning and coordination.626 Other functions of NDRC also include
planning components, such as promoting innovation and industrial restructuring, coordinating
development of macro-regions, and balancing supply and demand of important commodities.627
At the same time, NDRC enjoys broad legislative and regulatory authority. One of its stated
functions is to “draft relevant laws and regulations concerning national economic and social
development, economic system restructuring and opening up to the outside world and formulate
regulations; to guide and coordinate tendering in accordance with regulations.”628 As discussed
further in Factor 5.B. below, NDRC also comprises a pricing department that formally guides
and sets national prices for energy and other important factor inputs that influence prices and
costs throughout the economy. NDRC also wields authority over the approval of large domestic
and foreign investment projects, administration of import tariff-rate quotas, and the procurement
and storage of raw materials.629
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Another central government agency that combines planning with legislative and regulatory
functions is the Ministry of Industry and Information Technology (MIIT). Established in 2008,
MIIT has formulated dozens of state plans for specific sectors of China’s economy, especially
those pertaining to technology-intensive industries.630 At the same time, MIIT houses over 20
departments responsible for regulating diverse economic activities; notably, science and
technology research, telecommunications, the Internet, the production of electronic and
information goods, and primary raw materials.631
1.2.2. Mobilizing Capacity through the Government and the CCP
The Chinese government has the capacity to mobilize a large number of government authorities
to execute state industrial policies. These authorities comprise nearly all ministries and agencies
across the government hierarchy, including, inter alia, over 80 different authorities under the
State Council, comprising ministry-level departments, organizations, special organizations,
administrative offices, institutions, and sub-ministerial state administrations and bureaus; and
thousands of sub-central government authorities.632
The CCP also plays a leading role in implementing industrial policies. The CCPCC has formal
power to approve each FYP, in conjunction with the State Council. Importantly, 13th FYP also
appears to contain more forceful language than previous FYPs regarding the CCP’s role in
overseeing implementation of the FYP.633 This modification in the FYP has coincided with
reports of increased CCP control over administrative and economic activity in China. CCP
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members at all levels are now subject to multiple new and wide-ranging disciplinary measures,
which seek in part to ensure implementation of central government and CCP policies.634
The CCP’s leading role in industrial policymaking is also evident in its institutional makeup.635
At the central government level, the CCPCC comprises Departments,636 Commissions,637 and
Central Leading Small Groups,638 several of which participate in industrial policymaking. For
example, at the policy formulation stage, the Central Finance and Economy Leading Small
Group coordinates closely with NDRC.639 The newly established Central Leading Small Group
for Comprehensively Deepening Reforms, established at the Third Plenary Session of the 18th
National Congress of the CCP and expected to run through the year 2020, also influences the
current planning work of NDRC and other government departments.640
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As discussed above in Factor 4, a particularly powerful CCP organ is the Organization
Department, which operates the nomenklatura system that governs personnel appointments.641 It
also uses a cadre evaluation system in which the performance of government officials is
calculated according to a weighted points system.642 One scholar notes:
The CCP’s most powerful instrument in structuring its domination over the state is a system called the
“Party management of cadres” (dangguan ganbu), or more commonly known in the West as the
nomenklatura system. The nomenklatura system ‘consists of lists of leading positions, over which Party
units exercise the power to make appointments and dismissals; lists of reserves or candidates for these
positions; and institutions and processes for making the appropriate personnel changes.’ The system
established was based on the Soviet model, and changes occurred from time to time, albeit not drastic ones.
[…] The CCP selects all government officials; almost all government officials and all top officials are
themselves Party members; and in each government agency, Party members are organized under a Party
committee that is subordinate to the Party committee at the higher administrative level.643

In addition to the nomenklatura system, Chinese law contains provisions that mandate the
compliance of officials at all levels of government with the CCP. Article 4 of the Law of the
People’s Republic of China on Civil Servants, adopted in 2005, provides:
The basic route of the preliminary stage of socialism and the [CCP] cadre routes, as well as the guidelines
of the CCP, shall be carried out in the civil servant system. The principle that the CCP assumes the
administration of cadres shall be insisted.” 644

1.2.3. The Formal Role of SIEs in Industrial Policymaking
As discussed in Factor 4, government ownership and control over enterprises in China’s
economy is extensive, particularly in industries the government deems essential or strategic.
Government influence over SIE decision-making is thus a powerful tool for the implementation
of state industrial policies. Indeed, through various laws and other measures, the Chinese
government has formalized the participation of SIEs in industrial policymaking. First, the 2008
641

Tony Saich, Governance and Politics of China, Third Edition (New York: Palgrave MacMillan, 2011), 123.
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ministry appointments, senior judicial nominees, heads of major state-owned enterprises, top university
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Law of the People's Republic of China on the State-Owned Assets of Enterprises, which applies
to all enterprises with any level of state investment, provides that the investments of stateinvested enterprises shall conform to state industrial policies.645 (emphasis added)
With respect to the over 100 SIEs administered by SASAC at the national level, the Chinese
government has issued various policies to mandate compliance with industrial policies:


The 2003 Interim Regulation on the Supervision and Administration of State-owned
Assets of Enterprises provides that SASAC shall perform its responsibilities as an
investor with respect to major investment and financing decisions “in accordance with the
state development planning and industrial policies.”646 (emphasis added)



The 2004 Measures for the Administration of Central State-owned Enterprise
Development Strategies and Plans (Trial) provides that the principal criteria SASAC
shall use when examining and approving SIEs’ development plans and targets are
“whether [they] conform to state development plans and industrial policies” and “whether
[they] comply with the strategic adjustment of the layout and structure of the state-owned
economy.”647



The 2006 Guiding Opinions of the SASAC about Promoting the Adjustment of StateOwned Capital and the Reorganization of State-owned Enterprises encourages alliances
between strong central state-owned enterprises that conform to state industrial policies in
order to foster a group of especially large enterprise groups that possess global
competitiveness.648

SASAC evaluates the SIEs it manages according to a points system. According to the 2006
Implementing Rules for Central State-owned Enterprise Comprehensive Achievements
Evaluation, central SIEs will be rewarded for major science and technology innovation so as to
incentivize enterprises to strengthen science and technology innovation. The same provision
provides that enterprises that undertake major state S&T-related projects and achieve
breakthroughs will be assessed an additional three to five points; when they undertake research
for a major science and technology issue listed in the Catalogue of National Science and
Technology Development Plan Outline, even if they do not achieve breakthroughs but have
645
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Measures for the Administration of Central State-owned Enterprise Development Strategies and Plans (Trial),
Articles 3 and 13(2) (SASAC, Order [2004] No. 10, issued November 26, 2004, effective January 1, 2005).

648
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Promoting the Adjustment of State-Owned Capital and the Reorganization of State-owned Enterprises, Articles 8
and 17 (State Council, Guo Ban Fa [2006] No. 97, issued December 5, 2006).
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made fairly large investments, they will be assessed an additional one to two points.649 The 2017
Measures for the Supervision and Administration of Central State-Owned Enterprise
Investment650 provide that the orientation of investments of central SIEs shall be guided by
national development strategies and central state-owned enterprise five-year development plan
outlines. Moreover, central SIE investments shall serve national development strategies and
embody the wishes of its investor […] and foster and develop strategic and emerging
industries.651
With respect to state planning specifically, the 2017 Measures for the Supervision and
Administration of Central State-Owned Enterprise Investment provide that central SIEs are
required to be “guided by the central SIEs’ five-year plans.”652 Examples of SIE five-year plans
include:


In a report published on its website on July 5, 2010, Baosteel, China’s second-largest
steel producer, stated that in the middle of 2010, many entities, from enterprises to the
government, were all busy with one thing – drafting the 2011-2015 Development Plan.
Baosteel, it reported, had taken the lead by announcing its 2010-2015 Development
Outline on June 25. Reportedly, Baosteel’s plan calls for shedding capacity at the firm
level so as to support the government’s objective to reduce excess capacity in the steel
industry.653



A report published December 3, 2014 on the website of CNOOC, one of China’s three
major oil and gas companies, stated that the enterprise had initiated ‘13th Five-Year’ Plan
Drafting, and was conducting research to set oil and gas output volume plans for that
period.654



In a report published on the SASAC website on April 26, 2016, China National
Petroleum Corp. announced it had formulated its 13th Five-Year Development Plan after
two years of drafting work. In so doing, it had fully carried out the spirit of the 18th
National Congress of the CCP and the Third, Fourth, and Fifth Plenary Sessions of the
18th National Congress of the CCP, and profoundly carried out the spirit of the speeches
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of Secretary Deng Xiaoping and respectively adhered to the strategic thinking of the
‘Four Comprehensives’655 strategic constellation and the energy revolution.656


In a report published on the SASAC website on March 22, 2016, COFCO announced it
had formulated its 13th Five-Year Development Plan, based on “earnestly studying the
spirit of the CCPCC Economic Work Conference and the requirements of supply-side
structural reform,” i.e., the reforms proposed by the CCP leadership in 2015.657

A book authored in 2008 by Zhou Xinmin, Deputy Director of Human Resources of the
petroleum and gas SIE Sinopec, further demonstrates the manner in which large SIEs fulfill
government mandates. Zhou states that “we must accurately comprehend the special positioning
of SOEs in the economic society of China and master the development trend of SOEs under that
grand objective of developing a Socialist market economy.”658 Further,
As a unique kind of economic organization, SOEs are different from the Party or administrative departments, in
that they have to create material wealth and compete in the market place. They are also different from
enterprises under other forms of ownership, for they assume not only basic economic responsibilities, but also
important political and social responsibilities. SOEs are considered a potent mechanism for the government to
implement national policies while being the reliable instrument for the country to cope with major economic
risks. 659

As noted under Factor 4, the CCP also uses the nomenklatura system as a means to reward
compliance or punish non-compliance of corporate executives with industrial policies.
Industry associations are another set of entities through which the government seeks to
implement industrial policies. Many of China’s largest industrial associations were not formed
through private sector initiatives, but rather, were created to replace and assume the regulatory
functions of national government bureaus abolished in 2003.660 Such associations are often
655

Four Comprehensives, or the Four-pronged Comprehensive Strategy is a list of political goals for China, put
forward by CCP General Secretary Xi Jinping: (1) Comprehensively build a moderately prosperous society; (2)
Comprehensively deepen reform; (3) Comprehensively govern the nation according to law; (4) Comprehensively
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These industrial associations include: China Iron and Steel Association, China Machinery Industry Federation,
China Petroleum and Chemical Industry Federation, China Light Industry Federation, China Textile Industry
Association, China Coal Industry Association, China Federation of Logistics and Purchasing, and China NonFerrous Metals Industry Association. In addition, a number of chambers of commerce were established in the import
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“staffed by former government officials from the defunct ministries and have the same
organizational structures and functions as those ministries. The industrial associations actively
supervise the operations of firms in their respective industries and have retained much, if not all,
of the power exercised by their state predecessors.”661
2. Implementation Mechanisms for Industrial Policies
The Chinese government uses a diverse set of instruments to intervene in the economy in order
to achieve industrial policy objectives. In its 2008 Trade Policy Review of China, the WTO has
noted the growing complexity of these instruments as China’s economic policymaking evolves:
Direct intervention in the economy remains the main approach of industrial policy. Nonetheless, there has been
a shift towards the use of various other policy tools to channel resources into certain activities that the
Government believes are important for China’s continued growth and development. In addition to tariffs and
other border tax measures, tax incentives, and subsidies, these tools include ‘guided credit,’ various ‘catalogues’
identifying sectors eligible for incentives, as well as restricted or prohibited activities, various forms of
‘guidance’ including section-specific ‘industrial development policies’ (e.g. for steel, automobiles, and cement),
and price controls.662

The World Bank has emphasized direct interventions:
Industrial policies have relied heavily on direct administrative intervention to shift resources from prohibited to
preferred sectors. While market mechanisms also play a role, the authorities often use very direct means to
“close down, suspend operation, merge and shift” resources. These have included market access controls,
project examination and approval, land supply approval, loan approval, industrial guidance catalogue, and
compulsory elimination of outdated production capacity.663

Provided below is a list of the wide variety of mechanisms that China deploys to implement its
industrial policy objectives, namely (1) investment restrictions and the approval process, (2)
access conditions and other industry standards, (3) guidance catalogues, (4) financial supports,
and (5) quantitative restrictions.
2.1.Investment Restrictions and Approval Process

Textiles, China Chamber of Commerce for Import and Export of Light Industrial Products and Arts-Crafts, China
Chamber of Commerce of Metals, Minerals and Chemicals Importers and Exporters, China Chamber of Commerce
for Import and Export of Foodstuffs, Native Produce and Animal By-Products, China Chamber of Commerce for
Import and Export of Machinery and Electronic Products, and China Chamber of Commerce for Import and Export
of Medicines and Health Products. Curtis J. Milhaupt and Wentong Zheng, “Beyond Ownership: State Capitalism
and the Chinese Firm,” The Georgetown Law Journal 103:665 (2015): 686, note 107.
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World Bank, China 2030: Building a Modern, Harmonious, and Creative Society, Report No. 96299 (March
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The Chinese government’s framework for granting or denying access for a market entry of an
entity, product, or activity serves important industrial policy objectives. First, in many cases, the
Chinese investment regime reserves the right for the government to review and approve domestic
and foreign investments. The State Council Notice on Announcing the Catalogue of Government
Approved Investment Projects (2016 Edition) (“2016 Investment Catalogue”)664 stipulates that
government approvals are necessary for certain investments in 12 categories: (1) agricultural
irrigation; (2) energy; (3) transport infrastructure; (4) telecommunications infrastructure; (5)
primary materials, including rare earths, iron ore, and nonferrous metals mining, petrochemicals,
coal processing, rare earths processing, and gold processing; (6) automotive sector
manufacturing; (7) tobacco processing; (8) civil aviation manufacturing; (9) urban infrastructure;
(10) public goods; (11) foreign investment; and (12) outbound investments.
Large investments often require approval at the central or sub-central level by NDRC, the same
agency responsible for formulating industrial policy.665 Investment approvals can assume the
character of industrial policy when they are carried out or denied in a coordinated manner so as
to achieve a desired objective. This is the case, for example, in the 2006 Opinion on
Strengthening Adjustment and Control of Investment in Fixed Assets and Strictly Controlling
Newly Started Projects,666 issued by NDRC in conjunction with MLR and the CBRC. This
document constitutes a macro-economic tool to slow down rapid investment growth, calling for
stricter approvals of new investment projects in tandem with tighter regulation of land
allocations and stricter controls on lending to new infrastructure projects.667
To achieve its industrial policy objectives, the government regulates investment flows from both
foreign and domestic sources, to favored and disfavored firms, products, technologies, and
industries. Accordingly, China’s domestic and foreign investment regimes have parallel
structures, defining certain sectors as encouraged, restricted, or prohibited for investment. (See
Factor 3 for more detail.) Notably, various industrial policy measures, including the State
Council Decision on Implementing the Interim Provisions on Promoting the Structural
Adjustment of Industry (discussed in more detail below), expressly state that an FDI catalogue
and related measures should be formulated in accordance with these industrial policies. For
example, the government encourages FDI in industries in upstream inputs, rather than
downstream products, particularly in key components, equipment, and technologies that the
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government deems critical to the development of each industry as well as to China’s industrial
capabilities as a whole.668
2.2.Access Conditions and Other Industry Standards
“Access conditions” are used by the Chinese government to achieve multiple objectives,
including, inter alia, encouraging the adoption of new technologies, restricting market access,
and shedding capacity in heavy industry sectors. Enterprises that meet industry access conditions
may be entitled to certain benefits while enterprises that fail to meet the conditions may face
closure or restrictions on expansion. Industry access conditions are used in a wide variety of
industries. For example, with respect to NEVs, the Chinese government has issued access rules
for manufacturers, such that conformity with the rules serves as a precondition for receiving
government subsidies.669
With respect to excess capacity industries, there are several access conditions that set standards
for the industry.670 For example in the steel industry, the Iron and Steel Industry Standard
Conditions were issued in 2010, 2012, and 2015.671 According to its terms, the standards serve as
the fundamental condition for the production and operation of the steelmaking industry.672 In
addition to setting environmental and safety standards, the standard conditions cover a wide
range of topics that relate to basic operational and business decisions, including product quality,
production method and equipment, and energy consumption and resource usage, and include
668

See Catalogue for the Guidance of Foreign Investment Industries (2015 Amendment) (NDRC and MOFCOM
Order No. 22, issued March 10, 2015, effective April 10, 2015).

669
NDRC first issued Rules on the Administration of Access for New Energy Vehicle Manufacturing in 2007. These
access rules essentially consist of detailed technical and other criteria for NEV manufacturers and products,
respectively; the requisite application materials to be submitted for approval, respectively; details on administrative
procedures, including how regulators will verify, and entrust third-party specialists to verify, the information
submitted; periodic reporting requirements for those who have qualified, together with other obligations, such as
after-sales services; and penalties for violations. Those who meet the access rules are listed in a catalogue published
by MIIT, which determines the NEV manufacturers and products eligible to receive subsidies under a purchase
subsidy program. See Rules on the Administration of Access for New Energy Vehicle Manufacturing (NDRC 2007
Public Notice No. 72, issued October 17, 2007); Rules on the Administration of Access for New Energy Vehicle
Manufacturers and Products (MIIT, Gong Chan Ye [2009] No. 44, issued June 17, 2009); Provisions on the
Administration of Access for New Energy Vehicle Manufacturers and Products (MIIT 2017 Order No. 39, issued
January 7, 2017).
670

See e.g., 2009 Nonferrous Metals Industry Adjustment and Revitalization Plan (State Council, issued May 11,
2009), Steel Industry Adjustment and Revitalization Plan (State Council, Guo Fa [2009] No. 6, issued March 20,
2009), Shipbuilding Industry Structural Adjustment and Transformation and Upgrade Action Plan (2016-2020)
(MIIT, NDRC, MOF, PBOC, CBRC, issued January 12, 2017). See also Overcapacity in China: An Impediment to
the Party’s Reform Agenda (European Chamber of Commerce in China & Roland Berger, 2016), 20-22.
671

Announcement on the Standard Conditions for the Iron and Steel Industry (Revised 2015) and the Measures for
the Administration o Standards for Enterprises in the Iron and Steel Industry (MIIT Order [2015] No. 35, issued
May 19, 2015).

672

Ibid., Article 1(3).

133

detailed specifications for each. For example, according to the 2015 standard conditions, under
the production method and equipment category, for existing steelmaking enterprises, blast
furnaces must have a capacity of at least 400 cubic meters and electric furnaces must have a
capacity of at least 30 metric tons.673
These industry conditions offer incentives for compliance and disincentives for non-compliance.
Enterprises that do not meet the standards may be forced to restructure, and local governments
are directed to adopt legal, economic, and market measures to restructure these enterprises and
phase out unqualified enterprises.674 In April 2013, MIIT released a list of 45 steel enterprises
that met the requirements of the 2012 steel standard conditions, which qualified these enterprise
for various support policies.675 The announcement also stated that MIIT will use differential
electricity pricing, financial awards, accountability systems, and other economic, legal, and
administrative processes to gradually consolidate the industry by forcing the non-qualifying
enterprises out of the market thereby resolving excess capacity.676 The standard conditions are
intended to have a significant impact on the entire industry, with the 2013 notice setting a target
of 80% of enterprises meeting the standards before the end of the 12th five-year planning period
(2011-2015).677
2.3.Guidance Catalogues
China issues different catalogues that provide guidance on the implementation of its industrial
policies that set forth, inter alia, sectors entitled to preferential treatment; sectors in which
investment is “encouraged,” “permitted,” or “prohibited”; and products that are subject to
licenses or export taxes.678 As the WTO found in its Trade Policy Review of China, five-year
plans will often provide the overarching industrial policy objective, while a detailed and often
extensive guidance catalogue will provide the implementation details. The Trade Policy Review
of China includes the following table of selected catalogues that have been issued by the Chinese
government:679
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Table 3: Chinese Government Guidance Catalogues as Reported by WTO
C
l
Catalogue
of Public Infrastructure
Projects Eligible for Preferential
Enterprise Income Tax Treatment
(2008)

Remarks
"Ministry of Finance, State Administration of Taxation announced the
National Development and Reform Commission Catalogue of Public
Infrastructure Projects Eligible for Preferential Corporate Income Tax
Treatment (2008 edition), Notice" (Cai Shui [2008] No. 116). Viewed at:
http://www.chinatax.gov.cn/n810341/n810755/c1225570/content.html

Catalogue of Priority Industries for
Foreign Investment in the CentralWestern Regions (2013)

Decree No. 1 of 2013, NDRC and the Ministry of Commerce. Viewed at:
http://www.sdpc.gov.cn/zcfb/zcfbl/201305/t20130516_541505.html

Catalogue of Encouraged
Technology and Product Imports
(Catalogue
)
of Comprehensive Use of
Resources for Preferential
Enterprise Income Tax Treatment

Jointly issued by NDRC, Ministry of Finance, and Ministry of Commerce
on 6 July 2015. Viewed at:
h"Ministry
//
f
i l /dif / of Taxation,
/
h l
of Finance,
State /Administration
the State
Development and Reform Commission on Comprehensive Utilization of
Resources announced the Corporate Income Tax Catalogue (2008 edition)
Notice" (Cai Shui [2008] No. 117).
Viewed at:
http://www.mof.gov.cn/mofhome/gp/shuizhengsi/200809/t20080924_77975.
html
On the issuance of Chinese High-Tech Products Catalogue 2009 "Notice"
No. 61 of 2009 by the Ministry of Science. Viewed at:
http://www.most.gov.cn/tztg/200910/t20091009_73551.htm

Catalogue of Chinese High- Tech
Products for Export (2006)
Catalogue for the Guidance of
Foreign Investment Industries

Directory (2015 Amendment) Foreign Investment Industrial Guidance,
National Development and Reform Commission and MOFCOM, Order No.
22, 10 March 2015. Viewed at:
http://www.sdpc.gov.cn/zcfb/zcfbl/201503/t20150313_667332.html

Catalogue of Imported Products not
subject to Tax Exemption under
Foreign Investment Projects
Catalogue of Imported Major
Technical Equipment and Products
not Eligible for Tax Exemption

Customs Notice No. 65 of 2008 (regarding adjustments to Catalogue of
Non-Duty-Free Products under Foreign Investment Projects and other
merchandise tariffs) of 5 September 2008. Viewed at:
Cai Guan Shui [2014] No. 2. Viewed at http://www.gov.cn/gzdt/201402/28/content_2625354.htm (in Chinese only)

Category of Non-Tax- Exempted
Ministry of Finance, Notice No. 83 of 2012. Viewed at:
Imported Items under Domestically http://gss.mof.gov.cn/zhengwuxinxi/zhengcefabu/201212/t20121231_723618
.html
Funded Projects

Foreign Investment in Central and Western China, the National Catalogue for Promoting Key Energy-efficient and
Low-carbon Technologies, and the Strategic Emerging Industries Key Products and Services Catalogue. Also in
2017, MIIT issued the Catalogue of New Energy Vehicle Models Exempted from the Vehicle Purchase Tax, the
Military-to-Civil Technology Promotion Catalogue, the Notice of the two departments on the recommendation of
the “People's Army Technology and Product Recommendation Catalog (2017)”, and the Catalogue of Building
Materials Industry Technologies and Products to Encourage the Popularization and Application (2016-2017).
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Source: WTO, Trade Policy Review, The People’s Republic of China, WT/TPR/S/342 (June 15, 2016), 82.

Various government authorities also issue catalogues in accordance with a national program. For
example, to implement the 12th FYP goals for “strategic and emerging industry” (SEI)
development, various central and sub-central government authorities have issued catalogues
concerning SEIs, which provide details regarding the sub-sectors and specific products that
qualify as SEIs. Sectors and products covered by these catalogues may be entitled to various
forms of financial support, including preferred access to credit, grants, tax incentives,
investments, and other preferential treatment.680
2.4. Financial Supports
Government control over the financial sector, as well as fiscal resources and fiscal policy tools,
allows the Chinese government to provide a wide range of direct and indirect financial support in
furtherance of industrial policy objectives. In its 2016 Trade Policy Review of China, the WTO
concluded that China continues to provide various incentives to different sectors or industries,
for the purpose of, inter alia, “upgrading production methods in industries that use obsolete
technologies; promoting development in remote areas and narrowing the income gap between
regions; and attracting FDI.”681 A 2015 report commissioned by AEGIS Europe and the Crosssector Alliance Representing European Manufacturing, moreover, identifies government
subsidies reported in the public filings of hundreds of listed Chinese companies, most of which
are state-owned. The report finds that important objectives behind these subsidies are to promote
domestic technology upgrading and high-tech sectors; promote strategic emerging industries; and
fund revitalization and technological renovation in key industries.682 Two in-depth studies of the
steel and nonferrous metals sectors, respectively, list a broad set of financial supports offered by
sub-central governments, including, inter alia, tax incentives, financial grants, “export
subsidies,” and “energy subsidies.” In many cases, these supports are offered in a coordinated
manner to support specific government initiatives. For example, “subsidies” related to
technology renovation in key industries; in support of trademark and patent registration; as

680
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compensation for R&D expenses; and in direct support of enterprises classified as high and new
technology enterprises.683
International institutions have also taken note of financial supports provided by the Chinese
government. The WTO has found that the Chinese government generally provides “tax
preferences, direct transfers, and access to credit.”684 The OECD similarly concluded that the
“widespread misallocation of resources” in China has been “exacerbated by local authorities’
growth-seeking behaviour as they competed to offer low-cost or free land, cheap credit, tax
concessions and other subsidies to attract investment.”685
Some examples of such support programs have included: significant payments and other benefits
offered to qualifying Chinese companies’ exports under the “Famous Export Brand” and “World
Top Brand” programs; import-substituting support provided by the Chinese government to
promote the production of wind turbine systems in China; support provided by the central
government and various sub-central governments in China to automobile and automobile-parts
enterprises located in regions in China known as “export bases”; and export-contingent supports
provided by central government and sub-central government to manufacturers and producers
across seven industries located in designated clusters of enterprises called “Demonstration
Bases.”686
China has established various funds for the express purpose of supporting a long-term S&T
policy. For example, for the SEI policy introduced in 2010, several provinces established
dedicated technology funds.687 For the MiC2025, the Chinese government established two funds
worth over $20 billion to fund advanced manufacturing and national integrated circuit R&D
683
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projects.688 In recent years, the Chinese government has also diversified such financial support
through new types of government-run financing entities.689
Under its approach to modifying the SIE system, the Chinese government is establishing asset
management companies, also referred to as SCIOs, which are designed to play an active role in
promoting the government’s industrial policies, in conjunction with the aforementioned
government-run investment funds. An important mission of SCIOs is to promote innovation and
high technology enterprises during the 13th FYP.690 As a result, according to Barry Naughton,
“every local government will be under a certain amount of pressure to show they are contributing
to the technology effort by establishing an SCIO company and having it be actively engaged in
concentrating state capital in key sectors.”691
Investment funds and SCIOs thus have preferential access to capital and pursue state or local
government industrial policy objectives. This trend exacerbates a pattern in which the state plays
the preeminent role in directly allocating research and development funds. According to the
OECD, Chinese GERD increased from 1.22% of GDP in 2004 to 2.05% of GDP in 2014;
although the Chinese business sector accounts for 75% of China’s GERD, the domestic private
enterprise sector accounts for less than a third of this share.692
688
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The government has reportedly budgeted RMB 500 billion to spend on 13th FYP projects in
2016,693 but a large share of the financing is likely to be provided by state-controlled banks and
investment funds. At the end of 2015, there were 780 state-linked investment funds holding
RMB 2.18 trillion in capital, and almost 300 of these funds holding RMB 1.5 trillion were
established in 2015 alone.694
2.5. Export Restraints and Quantitative Restrictions
Export restraints and quantitative restrictions are another mechanism the Chinese government
uses to implement industrial policies, particularly with respect to raw materials. The WTO, in its
Trade Policy Review, has noted the manner in which the Chinese government has taken trade
policy measures, such as taxes and reduced VAT rebates in respect of exports, that “discourage
exports and increase the domestic supply of products concerned, and thus result in lower
domestic prices of these products than otherwise.”695 The WTO’s 2014 Trade Policy Review
finds:
Export restraints are an important feature of China's trade regime. China imposes export taxes on certain
products, and quotas or even bans on others. The list of goods subject to "statutory" and interim export taxes is
issued every year. Exports that are subject to interim taxes may also be subject to special export duties, which
are applied seasonally and may be substantially higher than interim duty rates. In 2013 the special export duty
rate was 75%, while interim duty rates varied from 5% to 35%. Export taxes were applied to some 4.2% of all
tariff lines at the HS 8-digit level in 2013; as China is the leading world exporter of certain products subject to
export taxes, their application may have an impact on the world price of these products. (emphasis added)696

Chinese law also authorizes the Chinese government to designate state trading enterprises (STEs)
to import and export key commodities. Rules governing STEs are set out, inter alia, in the 2002
Regulation of the People’s Republic of China on the Administration of the Import and Export of
Goods697 and the 2004 Foreign Trade Law of the People’s Republic of China.698 China’s WTO
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Accession Protocol lists products subject to importation through STEs to include grain, vegetable
oil, sugar, tobacco, crude oil and processed oil, chemical fertilizer, and cotton.699 In an October
2015 notification to the WTO STE Committee, the Chinese government states that STEs
determine import and export levels by, inter alia, “taking into account the domestic supply and
the prices of both domestic and international markets among other factors.”700 (emphasis added)
Furthermore, China has imposed quotas on the export and production of raw materials for
extended periods.701 Several of the raw materials at issue play an important role as material
inputs for downstream products used in electronics and other industries.702 China also imposes
restrictions on the domestic production and processing of certain minerals and metals. These
include, inter alia, extraction quotas on rare earths and tungsten minerals703 and quotas on the
(post-extraction) production of rare earths, fluorspar, and certain rare metals.704 As
aforementioned, long-term “binding targets” and “indicative targets” for minerals and metals
production are also set forth in province-level mineral resource plans, pursuant to the MLR

authority responsible for foreign trade under the State Council in conjunction with other relevant authorities under
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Mineral Resource Plan.705 These mineral resource plans outline administrative methods, such as
mine zoning and mining licensing, to achieve these targets.706
3. Examples of Industrial Policy Implementation
The implementation mechanisms discussed above are widely applied throughout China’s
economy. This section focuses on three areas in which industrial policies have a particularly
significant effect on the allocation of resources: (1) industrial restructuring; (2) the transfer of
industrial assets to inland regions; and (3) the promotion of science and technology development
and indigenous innovation.
3.1.Industrial Restructuring and Upgrading
“Industrial restructuring” is a focal point of China’s industrial policies and is one mechanism by
which the government influences the allocation of industrial assets within and among industries,
as well as between regions. An important element of these policies is the State Council Decision
on Implementing the Interim Provisions on Promoting the Structural Adjustment of Industry
(State Council, Guo Fa [2005] No. 40, issued December 2, 2005) (“No. 40 Document”), which
was issued by the State Council in 2005 and remains in effect.707 The No. 40 Document details
the government’s long-term economic and industrial policy objectives for China, including, inter
alia:708







Redistribution of industrial assets from more developed to less developed regions;
Technological upgrading and modernization of basic industries such as power, transport,
steel, chemicals and cement;
Indigenous innovation and Chinese-origin intellectual property;
Localization of important manufacturing equipment;
Development of advanced manufacturing capabilities;
Development of high-tech and service industries that will drive China’s future economy
including information technology, computers, integrated circuits and computer software,
new energy, aerospace, new materials, biomedical, petrochemicals, telecom, finance,
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insurance, logistics and accounting,709 and larger firms and higher industry concentration
levels, and;
Development of large enterprises and large enterprise groups with independent
intellectual property rights and strong core competitive strengths.

The No. 40 Document covers the entire economy, from agriculture to manufacturing to service
sectors and all sub-sectors included therein. In addition, the No. 40 Document explicitly directs
all provincial governments to formulate specific measures to guide investment with supporting
policies including those regarding land, credit, taxation, import and export.710 To implement the
No. 40 Document, NDRC issued the Guidance Catalogue for the Structural Adjustment of
Industry (“Structural Adjustment Catalogue”) in 2005, which was subsequently amended in 2011
and 2013.711 The Structural Adjustment Catalogue divides industry segments into “encouraged,”
“limited,” and “prohibited” for investors,712 based on whether the Chinese government seeks to
reduce or increase that segment’s share of the industrial sector.713
By categorizing an industry as limited or prohibited, the Structural Adjustment Catalogue signals
that the government may pursue restrictive policies, such as withholding approval for new
projects, expanding existing projects, or eliminating existing facilities to facilitate industry
consolidation and restructuring. On the other hand, the No. 40 Document accords priority to
“encouraged” investments that are needed for the technological upgrading of industry, or to
develop indigenous innovation and advanced manufacturing capabilities.714 The sheer number
and specificity of items listed in the Structural Adjustment Catalogue indicate the degree of
government guidance and control of intra- and inter-industry investment allocations. In total, the
Structural Adjustment Catalogue lists 761 “encouraged,” 220 “restricted,” and 424 “prohibited”
investments.
In addition, the listed investments are remarkably detailed and are generally specified at the
product, project, or technology level. For example, the Structural Adjustment Catalogue lists in
the encouraged category of investments: energy-type drive battery packs, with energy density ≥
709
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110Wh/kg and cycle life ≥ 2,000 times; and driving motors of electric vehicles, with peak power
density ≥ 2.5kW/kg, high efficiency area: 65%, efficiency in working area ≥ 80%.715 The
Structural Adjustment Catalogue lists in the restricted category of investments: the manufacture
of non-CNC metal-cutting machines tools; and new construction of free forging hydraulic
machine projects of 10,000 tons or more continuous polymerization production units of
conventional polyester (PET) with single-line annual production capacity < 200,000 tons.716
3.2.Geographic Distribution of Industry
The Guidance Catalogue on Industrial Transfer (2012 Edition) (“Industrial Transfer
Catalogue”),717 which was issued pursuant to the Guiding Opinion of the State Council on
Central and Western Regions’ Undertaking of Industrial Transfer (“Guiding Opinion on
Industrial Transfer”),718 is another industrial policy catalogue that channels investment based on
government policy.719 The Industrial Transfer Catalogue implements the government’s efforts to
optimize the geographic distribution of industry in China (i.e., the distribution or allocation of
industry across the north, northeast, central and western regions of China, by means of
“industrial transfer,” that is, the physical transfer or relocation of companies and/or plants from
one region of China to another). According to the 2012 Industrial Transfer Catalogue, the
purpose of the catalogue is to “specify the direction, guide inter-regional dislocated development,
and turn disordered industrial transfer into ordered industrial transfer.”720 The Guiding Opinion
on Industrial Transfer and the Industrial Transfer Catalogue make clear that the government’s
objective of achieving a rational, orderly, and scientific industrial transfer process is a response
to a disorderly and dysfunctional industrial transfer process due to various factors including:
715
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regional protectionism, excessive government examination and approval, lack of inter-regional
coordination and cooperation on enterprises licensing and registration, inadequate private sector
development and private sector investment, and the pricing and allocation of the factors of
production.721 In addition, the government intends to increase the concentration of particular
industries in zones, clusters, and parks to promote both regional and national economic
development, and to slow the rate of international industrial transfer through these inter-regional
resource allocations.722
The Industrial Transfer Catalogue assigns certain industry segments to each province in each of
the four regions of the country based on the region’s installed industrial base, comparative
advantage, development needs, and national development priorities.723 Fifteen industries are
covered, namely electronic information, medicines and pharmaceuticals, aviation and aerospace,
machinery, railway transportation, autos, chemicals, iron and steel, ships and marine engineering
equipment, light manufacturing, food, textiles, building materials, nonferrous metals, and certain
services industries.724
Similar to the Structural Adjustment Catalogue, the Industrial Transfer Catalogue covers a wide
and detailed list of investments by supplying for each province explicit guidance for industrial
transfer at the product level. This guidance takes the form of a list of industry segments that each
province should develop, and specifies the order in which the industry segments should be
developed, based on the government’s industrial policy priorities.725 Guidance on the direction of
industrial transfer, either to or from a particular geographic region, is also provided in the
discussion on industrial development orientation at the beginning of each of the four regional
chapters.726
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Although the Guiding Opinions on Industrial Transfer states that, in principle, markets should be
given full play in the allocation of resources,727 this principle conflicts with the explicit and
detailed guidance that the Industrial Transfer Catalogue provides. Moreover, as noted above, the
Industrial Transfer Catalogue is the government’s response to a disorderly industrialization
process that is primarily the result of misallocations from government intervention. In other
words, the Industrial Transfer Catalogue is an administrative solution devised by the central
government to address an administrative problem at the local government level that concerns
inter-regional resource allocations.
3.3.Science and Technology Development
As a recent OECD report states, “innovation ‒ or more precisely science and technology ‒ has
long been considered in China as key for development and is therefore supported by a plethora of
industrial policies.”728
The Chinese government’s objective of promoting the indigenous development of S&T, which is
not limited to basic research, has yielded a wide array of long-term industrial policies and plans.
China’s current S&T policy traces its roots to the S&T MLP, which identifies eleven “key areas,”
eight “frontier technologies,” sixteen “engineering megaprojects,” and four “science
megaprojects” as priorities for development (see Appendix Tables 1 and 2). According to the
S&T MLP, the sixteen megaprojects were chosen because they are closely linked to China’s
social and economic development, foster indigenous intellectual property, raise China’s overall
industrial competitiveness, and contribute to both civilian and military development thereby
increasing China’s overall strength. The plan suggests certain policy measures to achieve its
goals, which include:


financial and tax policies encouraging technological innovation at the enterprise level,
policies designed to encourage imported technologies that can then be absorbed to foster
new innovation;



government procurement policies that advance indigenous innovation, financing policies
to encourage innovation (including encouraging financial institutions to provide
preferential loans to the National Major Science and Technology Projects); and



policies that encourage the “going out” of Chinese enterprises, both in terms of exporting
high technology products and greater international cooperation.
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Following the adoption of the S&T MLP, several measures were enacted to implement a funding
mechanism for the sixteen megaprojects.729 The budget announced for the entire program (i.e.,
all sixteen projects) was approximately RMB 32.8 billion, RMB 30 billion and RMB 43.5 billion
in 2009, 2010 and 2011, respectively.730
Pursuant to the S&T MLP, the Chinese government formulated a FYP for S&T development for
the first time during the 11th FYP period (2006-2010). The stated purpose of the plan includes
ameliorating the “lagging state” of China’s high-technology industries, relatively weak
indigenous innovation capacity, and weak core competitiveness of enterprises.731 Accordingly,
the document outlines numerous strategies to improve “indigenous innovation,” including
government S&T funding and targeted procurement programs.732 Key targets set forth in the
S&T MLP for the year 2020 include, inter alia, to achieve a total R&D spending level equivalent
to 2.5% of GDP by 2020 and to reduce the rate of dependency on foreign technology to below
30%.
In 2010, the State Council issued the Decision on Accelerating the Nurturing and Development
of Strategic and Emerging Industries (“SEI Decision”).733 The document identifies seven SEIs
that overlap with some of the key areas and frontier technologies set forth in the S&T MLP.
These seven industries are characterized as important forces to lead future economic and social
development, and their development is characterized as an important strategy for the main
nations of the world to occupy the high point of the new round of economic and science and
technology development.734 Pursuant to the SEI Decision, the Chinese government formulated
the 12th Five-Year Plan for National Strategic and Emerging Industries Development (“12th
Five-Year SEI Plan”)735 which sets a target for the SEIs to account for 8% of China’s economy
by 2015 and 15% by 2020. Its successor, the 13th Five-Year Strategic and Emerging Industries
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Development Plan (“13th Five-Year SEI Plan”),736 issued in 2016, reviews the successes
achieved during the 12th FYP period, and sets new goals for the 13th FYP period.
In conjunction with the S&T MLP, 12th Five-Year SEI Plan and 13th Five-Year SEI Plan, the
Chinese government has also formulated industry-specific medium- and long-term plans. For
example, for one of the seven technologies designated in the SEI Plan, NEVs, the State Council
in 2012 released the Energy-Saving and New-Energy Automotive Industry Development Plan
(2012-2020),737 which serves as the basis for numerous regulations and subsidy programs to
support the domestic R&D, manufacturing, and utilization of NEVs. The document sets a target
of achieving cumulative production and sales volume of 5 million NEV units by 2020.
Innovation policies have also been featured in China’s FYPs for economic and social
development.738 The most recent editions of these plans, formulated for the 12th FYP and 13th
FYP periods, also discuss the importance of indigenous innovation.739 In the 13th FYP,
indigenous innovation is included as a focal point of the government’s national development
strategy.740 The government intends for both indigenous innovation and technology acquisition
to drive China’s national economic development, lift total factor productivity growth, develop
entrepreneurship, lead to breakthroughs in core technologies and key sectors, increase industry
capacities and capabilities, facilitate the full integration of technology into the economy, and lead
to an innovative society.741 The explicit reference to “indigenous innovation” in the 13th FYP
signals that achieving technological “self-sufficiency” is an important goal for the
government.742 The 13th FYP lists nine industrial policy initiatives that detail over 70 priority
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technology areas for development and commercialization, which in turn, cover many more
specific products and technologies.743
In 2015, the State Council released the Made in China 2025 Decision,744 which outlines a new
medium- and long-term strategy for S&T development. The implementation period for this
strategy is from 2016 to 2025, thereby overlapping with the S&T MLP and 12th Five-Year SEI
Plan and 13th Five-Year SEI Plan. The Made in China 2025 Decision is novel in its focus on
upgrading all stages of China’s industrial supply chain, including manufacturing and service
sectors and lower value-added industries (such as steel and textiles) rather than focusing
exclusively on high-technology sectors.745 Nonetheless, it also specifies plans for a subset of ten
high-technology industries, which overlap to some extent with those identified in the S&T MLP
and 12th Five-Year SEI Plan and 13th Five-Year SEI Plan. A document released in October 2015,
the “China Manufacturing 2025” Key Sectors and Technologies Roadmap,746 provides further
details on the plans for these high-technology industries. As is the case for the S&T MLP and
12th Five-Year SEI Plan and 13th Five-Year SEI Plan, MiC2025 has informed the issuance of
industry-specific plans, such as the Agricultural Machinery Equipment Development Action Plan
(2016-2025).747
One goal under the MiC2025 is production self-sufficiency. Specifically, the government’s
specific self-sufficiency (localization) target for domestically sourced essential parts and key
materials under MiC2025 is a 40% share of the market by 2020, and a 70% share by 2025.748 In
2017, the Chinese government continues to use an industrial policy-based approach to innovation
that has the effect of selecting winners and losers by targeting specific technologies and sectors,
and then encouraging their development, both directly and indirectly, through financial supports,
investment, and other means.749
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4. Supply-Side Structural Reforms
4.1. Background on Supply-Side Structural Reforms
In the 2013 Third Plenum Decision, the CCP acknowledged China’s problematic industrial
structure; its extensive, unbalanced, uncoordinated, and unsustainable growth path; and its
weakness in scientific and technological innovation. The Third Plenum Decision outlined the
CCP’s concern with the Chinese government’s role in the economy and the problem of excessive
government interventions, including the government’s direct allocation of resources.750 It
stressed the importance of resolving this problem and properly handling the relationship between
state and market, so that the market plays a “decisive role” in resource allocations and the
government’s role is to ensure macroeconomic stability, promote economic development,
strengthen market-supporting institutions, and address market failures.751
At the December 2015 Central Economic Work Conference of the CCP, high-level officials in
the Chinese government, including President Xi Jinping, introduced a set of coordinated policies
to address structural problems in China’s economy, referred to as “supply-side structural
reform,” given the widely held view that a permanently slower growth environment in China is
the “new normal.”752 Current levels of investment and production in many industries are widely
viewed as unsustainable and threatening to China’s long-term socio-economic development.753
The five components of “supply-side structural reform” are summarized in the official phrase
“three cuts, one reduction, one strengthening (san qu yi jiang yi bu)”: (1) cutting industrial
excess capacity; (2) reducing property inventory (also referred to as “destocking”); (3) reducing
corporate debt (also referred to as “deleveraging”); (4) lowering corporate costs; and (5)
improving weak links within industrial supply chains.754
strongly advocates market forces—it seems that the Chinese Government is determined to maintain a prominent role
in guiding the economy. This is highlighted by the large number of domestic and international market share targets
that have been set, along with references to ‘indigenous innovation included in the multiple planning documents
related to [MiC2025]. The appearance of ‘indigenous innovation’—along with mentions of the need to realise ‘selfsufficiency’—is particularly concerning –it suggests that Chinese policies will further skew the competitive
landscape in favour of domestic companies.”)
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In the 2016-2017 period, government authorities at the central and sub-central level have issued
multiple measures to implement “supply-side structural reform” policies. For example, “supplyside structural reform” has been inserted as a guiding principle into long-term plans for
industry,755 guiding opinions on reducing corporate debt and corporate costs,756 and industryspecific policies to reduce excess capacity and enhance productivity.757 In a further indication of
the priority accorded to “supply-side structural reform,” the State Council issued official
statements in 2017 about the status of “supply-side structural reform” initiatives.758
The section below examines two of the fundamental problems underlying the “supply-side
structural reform” initiative, namely (1) excess capacity in the industrial sector and (2) corporate
sector leverage.
4.2.Excess Capacity
Excess capacity has been a longstanding and widespread problem in China’s economy.759 Its
scale is indicated by low capacity utilization rates in numerous industries, including iron and
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steel, coal and coke, cement, flat glass, shipbuilding, semi-conductors, construction materials,
chemical fertilizers, metal-cutting machine tools, micro-computer equipment, autos, consumer
appliances, phone sets, cell phones, petrochemicals, aluminum, optic fiber, carbon fiber, power
generation (thermal, solar, wind and hydro), solar panels, and lithium batteries.760 According to
the Economist Intelligence Unit, “for years [China’s] authorities had tolerated expansions in
capacity across a variety of industries, despite capacity utilisation rates dipping below 75%
(normally a threshold for indicating a balanced relationship between supply and demand).”761
Excess capacity in China is largely the result of government policies. Key recurring factors
include subcentral authorities protecting industries that support local industrial activity and
employment; weak enforcement of regulations; low input prices due to government policies; and
fiscal imbalances that incentivize local governments to attract excessive investment.762 In
addition, the government’s large stimulus package, introduced in or around the global financial
crisis (2007-2009), exacerbated excess capacity by facilitating a rapid increase in lending and
other financial support to industrial enterprises, in combination with expedited regulatory
approvals, in order to expand industrial capacity and start infrastructure projects.763
Excess capacity is a chronic problem in China’s economy. Official measures dating back to at
least 2003 illustrate that the Chinese government has repeatedly sought to mitigate this problem,
although without preventing its recurrence. For example:
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The 2003 Several Opinions on the Prevention of Blind Investment in Iron and Steel,
Electrolytic Aluminum and Cement Industries764 finds that some regions and industries,
driven by self-interest, and without regard to market, resource, or other external
conditions, have improperly built new or expanded, large-scale projects in the steel,
aluminum, and cement sectors. Blind investment; low-quality, duplicative construction;
and illegal production has resulted.



The 2006 Notice of the State Council Regarding Hastening and Promoting Adjustment of
the Industrial Structure in Overcapacity Industries765 finds that because of the crude
economic growth model and imperfect structures and mechanisms, several sectors have
manifested blind investment, low-quality expansion, and other problems during their
rapid development. Further, some regions and enterprises in these spheres continue to
install new projects, and the contradictions of production capacity exceeding demand
have been exacerbated. The measure identifies steel, aluminum, cement, calcium carbide,
iron alloys, coke, automobiles, coal, electricity, and textiles as problem industries.



The 2009 Several Opinions on Suppressing Overcapacity and Redundant Construction in
Certain Sectors and Guiding Healthy Industrial Development (State Council, Guo Fa
[2009] No. 38, issued December 22, 2009)766 states that there is overcapacity in many
sectors, and the problem of “redundant construction is still very prominent and even
worsening in some areas,” and specifically identifies overcapacity in steel, cement, flat
glass, coal chemicals, polysilicon, wind power equipment, aluminum, shipbuilding, and
soybean oil.



The 2013 Guiding Opinions of the State Council on Resolving the Conflict of Rampant
Overcapacity finds that excess capacity is increasingly obvious in some of the country’s
industries. Excess capacity is the norm in traditional manufacturing industries and is
especially clear in high-energy, high-emissions sectors like steel, cement, and
aluminum.767 In describing the causes of excess capacity, the measure essentially
describes a resource allocation problem that reflects the lack of an effective market
mechanism or process: lagging factor market reforms; “blind” investment and capacity
expansion by firms with overly optimistic market expectations; industrial development
without the leaderships of excellent firms, which results in disorderly competition and
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redundant buildup of the industry; excessive market entry promoted and facilitated by
investment-driven, growth-focused local governments that supply cheap land, low-cost
resources and tax breaks; poor market exit channels; and ineffective administrative
controls regarding investment regulation, policy and planning guidance and supervision,
inspection and accountability.768
The Chinese government issued measures in 2016 and 2017 to reduce excess capacity in the coal
and steel sectors after the launch of the “supply-side structural reform” initiative. The solutions
to excess capacity set forth in the measures continue to reflect a high level of government
intervention.
At the highest level of government, the State Council issued guiding opinions for coal (“Coal
Guiding Opinion”) and steel (“Steel Guiding Opinion”) capacity shedding in February 2016.769
Both documents instruct authorities to limit approvals of capacity increases. To downsize
existing capacity, the Steel Guiding Opinion also assigns a series of tasks to lower-level
authorities: (1) forcing capacity-shedding “according to the law” by enforcing stricter standards
regarding environmental protection, energy consumption, quality, safety, and technology; (2)
encouraging firms to “proactively” shed capacity by relocating production, engaging in mergers
and acquisitions, lowering output targets in firm-level strategic plans, and other means: and (3)
disabling production facilities by demolishing steel smelting equipment, or alternatively,
resorting to means such as cutting off supplies of water and electricity.770 Both documents also
specify a series of policy measures to incentivize capacity shedding among individual
enterprises, including: moderating taxation rates and exemptions; moderating access to lines of
credit; encouraging private investment in enterprise restructuring; relocating laid-off workers;
and establishing compensation funds through which the government can help indebted
enterprises finance different capacity shedding actions.771 These actions draw upon government
power, not market mechanisms.
Several government authorities have issued implementing measures pursuant to the State
Council Guiding Opinions for steel and coal. For example, NDRC and MIIT, in conjunction with
PBOC, CBRC, and China Securities Regulatory Commission (CSRC), have established
provisions to condition access to loans and other forms of financing. Access to capital is
768
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restricted for enterprises with excess capacity that do not take capacity-shedding actions
prescribed by the government; conversely, capital is to be provided on a preferential basis to
enterprises that take the prescribed capacity-shedding actions.772 Similarly, MLR has issued an
opinion to, inter alia, limit access to land and minerals among steel and coal producers that have
excess capacity; support the reallocation of land idled through capacity reductions, suspended
projects, and enterprise restructuring; and reward successfully restructured coal enterprises by
offering priority approvals to extract mineral resources.773
At the provincial level, authorities have signed target responsibility documents for steel and coal
capacity reduction demanded by the central government,774 and have issued corresponding
implementing opinions775 and implementation plans.776 Several of these documents mandate
capacity-shedding targets, in tonnage and percentage terms, for specific enterprises, as well as
for the province on aggregate. As with the policies described above, these are top-down
directives, not market mechanisms.
Taken together, the capacity-shedding measures outlined above entail a high degree of
government intervention, while not adequately addressing the root causes of excess capacity or
adopting market structures. Physically moving capacity from one region to another does not
necessarily eliminate any excess from the national market.777 The effect of more stringent
industry standards and less access to bank credit is often mitigated by other forms of government
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support – for example, to purchase new equipment – such that many enterprises do not exit the
market and aggregate capacity remains high.778 In some of these industries, particularly steel and
aluminum, excess capacity appeared to increase even as the government tried to reduce it.779
Furthermore, by setting capacity-shedding targets, the government may under- or overestimate
the degree of capacity reduction required to balance supply and demand. For example, in the
case of steel, the reduction target is roughly 150 million metric tons (MMT) for the 13th FYP
period;780 however, current estimates of China’s excess steel capacity are nearly 400 MMT.781
In a market-driven process, capacity reductions would not cease once an administrativelydetermined level had been reached. Instead, plant closures and market exits would reduce
capacity and employment over time until prices and profits indicated that the capacity and
production of firms still in the market was economically viable. In addition, capacity reductions
would result in the least efficient producers facing the greatest cuts, rather than the government
determining which enterprises must exit or reduce capacity. In China, government authorities,
rather than the market, effectively control entry and exit, extend financial support to non-viable
and troubled firms, and negotiate with other government authorities over the extent of
administratively determined capacity cuts.
4.3.Excessive Corporate Debt
The credit intensity of China’s GDP (new credit per unit of additional GDP) has doubled since
before the 2008 financial crisis and it continues to rise.782 At the end of 2015, total credit and
bank credit to the private non-financial sector stood at 202% and 153% of GDP, respectively.783
The total credit-to-GDP ratio stood at 27% above trend.784 This is well over the 10% that the
Bank of International Settlements (BIS) considers a warning signal.785 These figures suggest that
credit growth exceeds optimal financial deepening for a country at China’s level of economic
development.786
778

European Union Chamber of Commerce in China, Overcapacity in China: An Impediment to the Party’s Reform
Agenda (2016), 16-18.

779

Rhodium Group, “Exporting Overcapacity: China and Trump Search for Answers,” May 9, 2017.

780

Ibid.

781

Ibid.

782

IMF, People’s Republic of China: Selected Issues, IMF Country Report No. 16/271 (August 2016), 5.

783

Statistical Tables (Bank for International Settlements website, available at
http://www.bis.org/statistics/tables_f.pdf). Credit growth and level are high regardless of whether and to what extent
local government financing vehicles are included in the private non-financial sector.
784

Ibid.

785

Bank for International Settlements, “Early Warning Indicators,” BIS March 2016 Quarterly Review (March 6,
2016), 28.

786

IMF, People’s Republic of China: Selected Issues, IMF Country Report No. 16/271 (August 2016), 32.

155

Excessive debt in China is largely a corporate sector problem, particularly among SIEs.787 A
report by the Economist Intelligence Unit finds that corporate debt accounted for 65% of China’s
total debt in September 2016, equivalent to 166.2% of China’s GDP.788 The IMF’s 2016 Global
Financial Stability Report notes a sharp increase in the debt overhang of listed firms in China
between 2009 and 2015, to the extent that there is now a large divergence between listed firms in
China and in other regions of the world. Several indicators show that the increase in debt has
been large and rapid, while at the same time, debt servicing capacity has been deteriorating.789
First, credit growth is concentrated in the corporate sector at a time of rising financial stress,
falling profitability and growing inter-enterprise payment arrears.790 The debt-to-earnings ratio
for the median Chinese firm has more than doubled since 2010.791 Second, roughly two-fifths of
new debt goes to pay interest on existing loans, and in 2014, 16% of the 1,000 largest Chinese
companies owed more interest than their earnings before taxes.792 Third, according to IMF
methodology, “loans potentially at risk” were estimated to account for more than 15% of total
commercial bank loans to the corporate sector in 2015.793
Moreover, credit is often provided to non-viable enterprises in industries with excess capacity.794
The share of loans going to firms with low debt-service capacity is increasing, and the lenders to
these firms are increasingly smaller, under-capitalized and under-provisioned banks that are least
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able to manage the increased risk.795 In addition, the banking sector continues to allocate
resources disproportionately to SIEs, which according to the IMF account for a far greater share
of total bank credit than industrial value-added.796
The causes of corporate debt are closely linked to excess capacity. The large stimulus program
introduced in response to the global financial crisis combined expansionary fiscal and monetary
policy with increased lending by state-owned commercial banks. The insertion of additional
credit into the economy financed a rapid scaling up of industrial capacity, infrastructure, and real
estate investment in excess of real demand. Consequently, many enterprises in China now have a
large debt burden, but as a result of inefficient expansion, and owing to a general slowdown in
the economy, are unable to turn over excess output and unsold housing stock. Borrowing costs
not commensurate with returns and risks, together with easy access to financing, are key features
distorting the allocation of resources and promoting the types of inefficiencies that have
contributed to China’s corporate debt problem.797
The Chinese government has used various methods to pursue corporate deleveraging under
“supply-side structural reform.” One method involves selling state-owned shares to private
investors through capital injection, share acquisition, and debt-for-equity swaps, as stipulated in
the 2015 SOE Reform Opinion.798 Another involves the introduction of stricter accounting
standards and corresponding government oversight.799 Yet another is to restrict access to new
credit; as discussed above, China’s financial regulatory authorities have co-issued measures with
NDRC and MIIT to condition access to loans and other forms of financing for coal and steel
producers, based on their conformity with environmental, energy consumption, safety, quality
and technical standards, as well as their progress in “actively shedding excess capacity.”800 These
initiatives do not address the underlying causes of the problem, and as a result, the debt problem
in the state sector continues to rise.801
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B. Price Regulation
Price regulation is an important means by which a government can influence the economy. Part
B of this section begins by discussing the prevalence of price distortions. It then discusses the
status of formal price controls, including an explanation of how the Chinese government divides
prices for goods and services into “market-regulated prices,” “government-guided prices,” and
“government-set prices.” Part B concludes with a closer examination of Chinese government
pricing policies in the electricity sector.
The Chinese government does not formally control prices directly for most goods and services,
but nonetheless exerts a high degree of control over prices it deems essential or strategic. The
government formally sets and guides prices for important factor inputs, including oil and gas,
electricity, and transportation services, which undergird a complex system of price regulation at
the sub-central and sectoral level. The government also influences prices through other means,
such as trade policy measures and the administrative allocation of land-use rights.802 To fulfill
industrial policy objectives, the Chinese government also administers prices on a discriminatory
basis through methods such as “differential pricing” of electricity. Thus, notwithstanding the
aggregate reduction in China’s direct price controls, the remaining controls, especially as applied
to factor inputs, influence costs and prices throughout China’s industry-intensive economy.
1. The Prevalence of Price Distortions
Reports by international institutions have pointed to significant price distortions in China’s
economy, particularly in factor markets.


OECD. A 2015 report finds that energy prices “do not reflect the true social and
environmental cost of production, making for a widespread misallocation of
resources.”803 It recommends that China “move to full market-based pricing for natural
gas and coal” and “[d]eregulate electricity prices, beginning in the generation sector, and
avoid preferential electricity pricing for selected industrial users.”804

suffice in China because tightening credit tends to “affect private firms first, despite their higher levels of efficiency
and ability to generate more GDP per unit of debt.” Moreover: “[Debt-for-equity swaps] may buy some time for
struggling companies, but if that time is not used to drive reforms and productivity gains, it will have only delayed
the debt reckoning … The modest scope of SOE reforms does not provide much encouragement on this front. The
other risk, highlighted by the structuring of the debt-for-equity swap programme, is that the authorities look to shift
the burden for corporate debt repayment to the household sector.”)
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This determination’s review of the Chinese government’s institutional structure for intervention in the economy
through mechanisms such as the SIE sector, land allocation, industrial policies, financial system, as well as in
restrictions to foreign investment, and control of the legal system in aggregate establish the conditions for the
distortion of supply and demand.
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Asian Development Bank Institute. A 2011 report estimates the aggregate costs arising
from the governmental interventions in the factor markets to lie in the range of about
10% of Chinese GDP each year during the first decade of the 21st century. It concludes:
During the reform period, the PRC government focused on reform of the product markets, including
abandoning policy interventions in domestic markets and liberalizing trade of goods and services. Today,
free markets determine the prices of more than 95% of products. In contrast, factor markets, including
markets for labor, capital, land, energy, and the environment, remain highly distorted. […] Some
distortions in factor markets, such the government’s controls over energy prices and land use fees for
manufacturing investors, are deliberate policy measures to support economic growth.805 (emphasis added)



World Bank and the Development Research Center of the State Council. A 2012 report
recommends higher prices on energy (carbon), water, and natural resources in the near to
medium term because it “would encourage their more efficient use.” The report also calls
for China to establish a “level playing field” within the enterprise sector by allowing for
“market-driven factor and input prices.”806



WTO. According to the WTO’s 2008 Trade Policy Review:
While China's high energy intensity may be partly explained by the share of industry (which tends to be
relatively energy intensive) in GDP, it is also undoubtedly due to the existing insufficiently market-oriented
price mechanism for oil, coal, electricity and natural gas, which sets artificially low prices and, as a
consequence, leads to a waste of energy, to the detriment of the environment.807

Various academic studies have also discussed the extent of price distortions in China’s
economy.808
2. The Status of Formal Price Controls
2.1.The System of Set, Guided, and Market-Regulated Prices
Under the command economy, the Chinese government set prices for all goods and services in
the economy. Changes initiated in the 1970s culminated in the passage of the 1997 Pricing Law
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of the People’s Republic of China (“Pricing Law”),809 which divides prices for goods and
services810 into three categories: (1) “market-regulated prices,” (2) “government-guided prices,”
and (3) “government-set prices.”811 Most prices in China today fall under the category of marketregulated prices.812 The Pricing Law provides that the government “practices and gradually
perfects the price mechanism shaped mainly by the market under macroeconomic regulation and
control”813 and “supports and promotes fair, open and lawful market competition.”814
The Pricing Law defines the types of goods and services for which the government may
implement when necessary government-set prices and government-guided prices: (1) a small
number of goods that have a significant bearing on national economic development and people’s
livelihoods; (2) a small number of goods for which resources are scarce; (3) goods operated by
natural monopoly; (4) important public utilities; and (5) important services that benefit the
public.815 Articles 22 through 25 provide that private and public interested parties may submit
information to the state with respect to the setting of guidance prices, to ensure that pricing is in
line with prevailing market conditions.816
Government authorities are required to formulate and administer government-set and
government-guided prices in accordance with government-issued pricing catalogues.817 Though
not expressly set forth in the Pricing Law, central government authority to formulate prices rests
primarily with NDRC, which publishes the Catalogue of Pricing by the Central Government
809

Pricing Law of The People’s Republic of China (adopted at the 29th Meeting of the Standing Committee of the
Eighth National People’s Congress on December 29, 1997. effective May 1, 1998).
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which are regulated by other laws and administrative regulations. Ibid., Article 47.
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fluctuation that guide prices formulated by business operators, stipulated by the government department in charge of
pricing or related departments within the price-setting rights and scope set forth in the provisions of this law.
Government-set prices are defined as prices formulated by the government department in charge of pricing or
related departments within the price-setting rights and scope set forth in the provisions of this law.
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(“Central Pricing Catalogue”). The Central Pricing Catalogue lists all goods and services
subject to government-set and government-guided prices at the central level.818
The most recent edition of the Central Pricing Catalogue, effective January 1, 2016, lists 11
items (and sub-items) of goods and services subject to price controls:


(1) Natural gas; (2) water; (3) electricity; (4) special medicines and blood; (5)
transportation services (divided into (a) railway, (b) civic air, (c) ports, and (d) tunnel
transportation); (6) postal services; and (7) banking services.819 These items are presented
in a table that details how the prices are administered and which central government
authorities participate in their formulation.



(8) Refined oil products, (9) telecommunications and internet services, (10) edible salts,
and (11) charges for certifying academic credentials.820 These items are listed in a more
informal manner in the footnotes of the Central Pricing Catalogue.

According to the WTO, prices for natural gas, refined oil products, and transportation services
(railway, civic air, and ports) are subject to government-guided prices. Prices for the other
categories listed above are subject to government-set prices.821 In addition, local governments
independently determine government-set or government-guided prices for land, residential real
estate, and related services; municipal services (environmental protection, household garbage
disposal, and sewage); and entrance fees to tourism sites.822
Upon accession to the WTO in 2001, China was permitted to maintain price controls on certain
goods and services listed in Annex 4 of its Accession Protocol.823 China, in turn, committed to
use “best efforts” to reduce or eliminate these price controls.824 China also committed that
additional goods and services would not be added to the list of those subject to price controls

818
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“except in exceptional circumstances,” which must be reported to the WTO.825 Since WTO
accession, the Chinese government has not increased the number of goods and services formally
subject to government-guided and government-set prices, and as of 2016, NDRC has removed
several items from the Central Pricing Catalogue, including grain, cotton, sugar, filature silk,
crude oil, processed oil, and chemical fertilizers.826
2.2.Residual Government Control through Formal Price Controls
Notwithstanding the aggregate reduction in formal price controls, the formal price controls that
remain allow the government to exert substantial control over key prices in China’s economy.
First, the Pricing Law provides the government with vague and expansive justifications to
impose price controls, in particular controls on goods that have a significant bearing on national
economic development and people’s livelihoods.827 It is important to recognize that NDRC,
which has primary authority to set prices at the central level, is also the principal authority
responsible for formulating and implementing industrial policies. (See Factor 5.A. for further
discussion.)
Second, for those goods and services for which the Chinese government maintains price controls,
it employs a complex and extensive system of government measures to set and guide prices.
Lists published by NDRC in December 2016 contain more than 2,500 laws, regulations, and
normative documents issued by national and sub-central authorities.828 The WTO also points out
in its 2015 Trade Policy Review:
Although the list of goods and services subject to government prices and government-guided prices has not
changed since the previous Review, there have been numerous adjustments to rates and fees. In 2013 (up to 10
December), NDRC issued a total of 22 announcements concerning the pricing of commodities and services, 13
of which related to increases or decreases in the price of fuels.”829
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Most importantly, China’s formal price controls for natural gas, refined oil, electricity, water,
and transportation services result in some of the most significant distortions in China’s economy.
These goods and services constitute factor markets that influence costs of production and the
final prices of industrial goods, particularly in resource-intensive industries. According to the
WTO, China has specific rationales for maintaining price controls for these goods and services,
in conformity with provisions set forth in the Pricing Law.830 Yet, authoritative studies have
noted the extent to which price controls distort factor markets in China.
Owing to the importance of energy prices for the allocation of resources in China’s economy, the
electricity sector is discussed in more detail below as a prominent example of government
control over key prices.
2.3.Electricity Pricing Policies
Electric power use in China has mirrored the country’s rapid and sustained economic growth.
Production increased from 590 terawatt hours (“TWh”) in 1990 to a world-leading 5,388 TWh in
2014, an eight-fold increase and almost one-quarter of the world’s total.831 Coal-fired generators
account for approximately 60% of installed power generating capacity.832 Studies suggest that
Chinese electricity consumers pay low prices by international standards. For example, the World
Energy Council, which aggregates cross-country data on the cost of electricity per kilowatthour, , estimates the 2012 cost at 5 cents in China, compared to 12 cents in the United States and
28 cents in Japan.833
The Chinese government conducted an overhaul of China’s utility regulators and operators in
2002-2004. It established an independent electricity regulator, the State Electricity Regulatory
Commission (SERC), and divided up the state’s power monopoly into five state-owned power
generation companies and two transmission and distribution companies—State Grid and the
smaller China Southern Power Grid.834 Concurrent with this institutional change, the government
830
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began to revise the system for pricing electricity. One important element of the current pricing
system is that the government sets different rates at the wholesale (i.e. power transmission) and
retail (i.e. power distribution) level; by province; and for agricultural, industrial, and residential
uses, respectively.835 Another important element of the pricing system is that electricity prices
are to be set in accordance with changes in the price of coal, the main feedstock for electricity,
based on a price co-movement system. This arrangement is designed so that higher coal prices
are transmitted to end-users of coal-fired electricity.836 This change was instituted after the
government began to reduce price controls on power coal in 2004.837
In spite of these actions to modify electricity price regulation, several aspects of Chinese
government policies serve to distort electricity prices. The first aspect is that SERC, China’s
independent electricity regulator, does not set electricity prices. Rather, prices are set by NDRC,
the government authority that also has authority over industrial policies.838 This arrangement
weakens the ability of SERC to make independent decisions in response to developments in the
electricity sector.
A second aspect is that the Chinese government has exercised inordinate discretion over when
and how to adjust electricity prices in response to changes in coal prices. Coal prices rose
exponentially in the 2006–2012 period, due to the coal price reforms and the rapid growth in
Chinese energy consumption. This trend should have prompted an increase in the wholesale and
retail electricity price, but NDRC did not make commensurate adjustments to electricity
prices.839 One academic study on this period notes:
1705; Todd J. Edwards, “China’s Power Sector Restructuring and Electricity Price Reforms,” Asia Papers 6(2)
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To respond to electricity generators’ concerns, NDRC proposed in May 2005 a coal electricity price ‘comovement’ mechanism that would raise electricity tariffs if coal prices rose by 5 per cent or more in no less
than six months, and allowed electricity generators to pass up to 70 per cent of increased fuel costs on to grid
companies, and grid companies to pass costs on to consumers. However, because of fears of inflation, the comovement policy had not been implemented as the conditions met, and power tariffs continue to remain flat
while coal prices rise.840

Ryan Rutkowski, an economist at the Peterson Institute for International Economics, notes that
“[i]f coal prices rise once again, the state still has complete control over end user pricing, and
thus can limit pass-through of rising on-grid tariffs. The 5% threshold for annual adjustment to
on-grid tariffs also leaves plenty of room to squeeze thermal power producers once again.”841
Notably, a similar disconnect between upstream and downstream prices is evident in China’s
regulation of oil prices.842
A third aspect that distorts electricity prices in China is the Chinese government’s use of
discriminatory pricing measures to achieve industrial policy objectives. An important facet of
this policy is the use of “differential pricing.” In 2006, NDRC issued the Opinion on Optimizing
Differential Electricity Pricing Policies.843 The measure calls for using differential energy
pricing as a regular tool for pursuing national industrial policies to reduce excess and obsolete
capacity, streamline industrial structures, and upgrade production technologies. It also calls for
energy price increases specifically for companies that employ production technologies listed in
the restricted or prohibited categories of the Guidance Catalogue for the Structural Adjustment
of Industries.844 According to one study:
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By 2015, the practice [of differential electricity pricing] has not only been implemented nationwide, it has also
been generally accepted as a way to guide corporate decision making. While the actual contribution of
differential energy pricing is hard to gauge and has been overshadowed by changing economic trends and policy
strategies, differential pricing has become a mainstay of the industrial policy tool box. The number of laws,
circulars, opinions, guidelines and measures that include this concept and similar approaches has increased
across a wide range of policy fields.845

Recently, in the context of the “supply-side structural reform” initiative (see discussion in Factor
5.B.), the Chinese government has recommended the use of “differential pricing,” as well as
“scaled pricing” and “punitive pricing,” as a tool to shed excess capacity. The 2017 Guiding
Opinion of 16 Government Departments on Utilizing Comprehensive Standards to Promote the
Shedding of Obsolete Industrial Capacity According to the Law calls for the application of these
pricing policies to industrial capacity in the steel, cement and aluminum industries as well as
other industries with energy and electricity consumption that exceed the mandatory standards.
The guiding opinion also calls for application of these pricing policies to industries with obsolete
industrial capacity as defined under the Structural Adjustment Catalogue.846 The result of these
policies is that the government not only sets prices, but also sets individual rates for specific endusers, thereby further distorting the electricity market.
The Chinese government recently reiterated its goals to modify electricity sector policy in its
2015 Several Opinions on Further Deepening Institutional Reform of the Electric Power
Industry.847 The proposed modifications focus on the wholesale market, introducing competition
to the retail market, direct power sales to large industrial end-users, and cost-based transmission
and distribution tariffs (the latter two on a trial basis).848 Electric power distributors can now vary
rates for residential users directly with demand and peak usage times.849 Generators and large
industrial end-users also in some cases directly negotiate electricity prices.850 While these
modified policies could mark an important step forward, they fall short of establishing true
845
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market-based power markets and energy pricing. China’s electricity sector lacks independent
systems operators; spot markets have yet to develop; and the government has yet to articulate the
“rules of the game” in the retail market. In this institutional framework, competition is governed
by administrative rules rather than market rules, particularly as the government still sets prices
for industrial and residential users. Notably, some studies indicate that the return on assets of
power companies in China remains below their cost of capital, suggesting that prices are still
below cost.851
C. The Financial Sector
The financial sector is central to the allocation of resources in China’s economy. Prior to 2017,
the Department’s last full assessment of China’s financial sector for trade remedy purposes was
in the 2006 PRC NME Determination. The Department found a significant state role in the
banking sector, particularly through the high degree of state-ownership or control; the lack of
policy independence of PBOC from the Chinese government; and tight regulation of both retail
deposit and lending interest rates. The Department concluded that China’s banking sector
fundamentally distorted not only the allocation of financial resources in China, but also that of
material inputs and other important resources.852
In July 2017, the Department issued a new review of China’s financial sector for the purposes of
benchmarking countervailing duty rates (“2017 CVD Review”), updating the findings of 2006
PRC Lined Paper.853 At the time of 2006 PRC Lined Paper, China’s financial sector was bankdominated, such that the Department’s analysis focused exclusively on the formal banking
sector. Due to financial sector growth outside the formal banking sector in the ensuing years, the
2017 CVD Review expands the scope of analysis to include the interbank market, the bond
market and “shadow banking,” as well as corresponding interest rates and yields.854
Part C begins by discussing institutional features of the formal banking sector. It then discusses
interest rate controls and dynamics, including an evaluation of the recent changes to lending and
deposit rate policy. Section C concludes with a discussion of “shadow banking” and bond
markets.
The Department’s 2017 CVD Review finds that in spite of PBOC’s relaxation of interest rate
controls and other adjustments to financial regulation since 2006, fundamental distortions remain
in China’s financial sector from both a risk pricing and a resource allocation standpoint. These
851
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distortions are the result of government ownership and control, and the state’s pervasive and
intrusive role in China’s financial system. The Department incorporates the 2017 CVD Review, a
summary of which is provided below, in its entirety into the current review of China’s status as a
NME country.
1. Institutional Features of the Formal Banking Sector
China’s banking sector is the largest in the world, and China’s four largest banks are also the
world’s four largest. Although other types of financial institutions are emerging, China’s
financial sector remains bank-dominated. For example, bank loans in the first quarter of 2016
were 142% of GDP, compared to 79% for “shadow banking” loans, 23% for net corporate bond
financing, and 7% for non-financial enterprise equity.855
In spite of banking sector reforms and ownership diversification, effective state control over the
banking sector remains dominant. China’s banking sector is principally comprised of the
following institutions:
(1) five large commercial banks (“Big Five”) that are majority state-owned, operate large
branch networks on a nationwide basis, and accounted for approximately 40% of bank
assets in 2015;
(2) 12 joint-stock commercial banks (JSBs) that operate with generally lower levels of direct
government ownership, operate on a nationwide basis, and accounted for approximately
19% of bank assets in 2015;
(3) approximately 145 city commercial banks and credit unions that generally remain under
local government control, serve local markets, and accounted for approximately 14% of
bank assets in 2015;
(4) three wholly state-owned policy banks that focus on infrastructure, agriculture and rural
development, and foreign trade, respectively, and accounted for approximately 10% of
bank assets in 2015;856 and

855

Ibid., 4. See e.g., IMF, 2016 Article IV Consultation – Press Release: Staff Report; and Statement by the
Executive Director for the People’s Republic of China, IMF Country Report No. 16/270 (August 2016), 42;
Moody’s Investor’s Service, Quarterly China Shadow Banking Monitor (April 2016), 6, for figure on shadow
banking.

856

U.S. Department of Commerce, Review of China’s Financial System for Countervailing Duty (CVD)
Benchmarking Purposes (July 21, 2017), 4-6. See e.g., China Banking Regulatory Commission, China Banking
Regulatory Commission 2015 Annual Report (2015), 26, 192; Douglas Elliott and Kai Yan, The Chinese Financial
System: An Introduction and Overview, Monograph Series, Number 6 (The Brookings Institution, John L. Thornton
China Center, July 2013), 3; KPMG, “2016 Q3 China’s Banking Sector: Performance of Listed Banks and Hot
Topics,” December 2016, 88. See also Reuters, “BRIEF – China Bank Sector’s Total Assets Reach $29.8 Trillion Regulator,” September 26, 2016.

168

(5) foreign-owned banks and bank branches that accounted for 2% of bank assets in 2015,
unchanged from 2006.
In addition to government ownership, government influence over banking decisions is evident
from the following indicia:


The CCP, through its Organization Department, appoints executive officials in stateowned banks and financial institutions. According to a report by the Brookings
Institution, “[u]nlike in the West, the careers of the most important bankers are
determined by the Party.”857



PBOC meets frequently with large banks to ensure that their lending decisions align with
PBOC and government objectives. PBOC “window guidance” on where (and where not)
to direct credit is industry-specific and sometimes firm-specific.858



The Commercial Banking Law of the People’s Republic of China (“Commercial Banking
Law”) provides that “commercial banks shall conduct their business of lending in
accordance with the needs of the national economic and social development and under
the guidance of the industrial policies of the State.”859



Industrial policy catalogues, such as the Guidance Catalogue for the Structural
Adjustment of Industry, call on financial institutions to provide credit in support of
investment projects.860

In many transactions in China’s banking sector, both the lender and the borrower are state-owned
and -controlled. Several problems arise from this dynamic. First, according to the World Bank,
there is “disintermediation of the non-state sector, especially micro, small, and medium
enterprises that have significantly less access to formal financial institutions than state
857

U.S. Department of Commerce, Review of China’s Financial System for Countervailing Duty (CVD)
Benchmarking Purposes (July 21, 2017), 6. See also Douglas Elliott and Kai Yan, The Chinese Financial System:
An Introduction and Overview, Monograph Series Number 6, (The Brookings Institution, John L. Thornton China
Center, July 2013), 3.

858

U.S. Department of Commerce, Review of China’s Financial System for Countervailing Duty (CVD)
Benchmarking Purposes (July 21, 2017), 7. See also Aidan Shevlin, and Lan Wu, China: The Path to Interest Rate
Liberalization (J.P. Morgan Asset Management, 2015), 7; PRC Macro, “Bailing China ‘In’ to the Great State
Refinancing,” February 19, 2016, 3.

859

U.S. Department of Commerce, Review of China’s Financial System for Countervailing Duty (CVD)
Benchmarking Purposes (July 21, 2017), 6-7.

860

U.S. Department of Commerce, Review of China’s Financial System for Countervailing Duty (CVD)
Benchmarking Purposes (July 21, 2017), 6-7. See e.g., the first edition, Guidance Catalogue for the Structural
Adjustment of Industry (2005 Edition) (NDRC, Order [2005] No. 40, issued December 2, 2005). See also the most
recent edition, Guidance Catalogue for the Structural Adjustment of Industry (2011 Edition) (2013 Revision)
(NDRC, Order [2013] No. 21, issued February 16, 2013).

169

enterprises and large firms.” (emphasis added)861 Second, many loans are backed by implicit
government guarantees, wherein government assumption of the risk on the loans incentivizes
both state-owned and non-state-owned banks to lend to SIEs, even if it is clear over time that
SIEs are not putting the funds to best use.862 Third, SIE borrowers experience soft budget
constraints, i.e., the lack of any meaningful budget constraint that makes an enterprise
responsible for its own investment or production losses because the enterprise receives financial
assistance or support to cover those losses on an ongoing basis. Soft budget constraints
exacerbate the problems of implicit guarantees by further insulating SIE managers from the
consequences of imprudent production and investment decisions.863
Whereas market-based banking systems in principle allocate credit to its best use, a significant
share of total credit in China is put to unproductive use, owing largely to the problems described
above. Several facts, taken together, point to systemic misallocation of credit. At the macrolevel, the credit intensity of China’s GDP (new credit per unit of additional GDP) has doubled
since before the 2008 financial crisis, in conjunction with an increase in the share of bank loans
as a percentage of GDP.864 Credit growth is concentrated in the corporate sector in spite of rising
financial stress, falling profitability and growing inter-enterprise payment arrears.865 Within the
corporate sector, SIEs account for only 16% of value-added (down from 40% a decade earlier)
but account for half of total bank credit.866 Non-viable companies in industries with over-
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capacity continue to receive financing,867 and the share of loans going to firms with low debtservice capacity continues to increase.868
As a result of systemic credit misallocation, China now faces a serious debt problem. Two-fifths
of new debt has gone toward paying interest on existing loans, while non-performing loans
(NPLs) and special mention loans (SMLs) (loans with which borrowers are experiencing
difficulties) have also increased rapidly in recent years.869 Asset management companies, first
established in the late 1990s to help commercial banks dispose of bad loans, have become a
persistent presence in China’s financial sector.870
2. Interest Rate Controls and Dynamics
As recently as 2013, PBOC set benchmark lending (and deposit) rates on an administrative basis,
as well as floors (ceilings) under (above) which banks could not set their loan (deposit) rates.
The combination of a lending rate floor and a deposit rate ceiling effectively guaranteed banks a
minimum mark-up on all the RMB loans they made. As a result, banks became accustomed to
viewing loan pricing as primarily an administrative process and did not sufficiently collect and
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analyze credit and market data to price risk.871 Further reinforcing these tendencies were the
implicit guarantees on loans to SIEs, as described above.872
Since 2006, China has removed formal interest rate controls – most recently, the floor on lending
rates in July 2013 and the cap on deposit rates in October 2015. However, PBOC continues to
publish benchmark deposit and lending rates, which are now referred to as “reference rates.”873
While there may be some legal or policy distinction between the terms “benchmark rates” and
“reference rates,” there appears to be little practical effect of this change.874 For example, PBOC
and other PRC government agencies continue to refer to “benchmark interest rates” in notices
published in 2016, including one that directs lenders to set mortgage rates on the basis of
PBOC’s “benchmark rate.”875 A recent PBOC working paper found that benchmark deposit and
loan rates remain the primary basis for pricing deposits and loans.876 Indeed, respected analysts
of China’s economy find that actual deposit rates are still closely tied to the benchmark deposit
rate, and since benchmark deposit rates are well below market-clearing levels, actual deposit
rates are still well below market-clearing levels as well.877 Moreover, in a formal legal sense, the
871
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Chinese government has not amended Article 38 of the Commercial Banking Law, which
provides that “a commercial bank shall determine its loan rate in accordance with the upper and
lower limit of loan rates set by the People’s Bank of China.”878
The distortive effects of PBOC interest rate guidance and administratively-set reference rates are
further visible in the context of the interbank market, where controls on lending and repo rates
have long been removed. In a market system, retail lending rates (as well as other financing
rates, both short- and long-term) tend to rise and fall with changes in the (wholesale) cost of
funds in the interbank market. Borrowers pay more for loans when interbank funding is
relatively scarce, and less for loans when such funding is abundant. In China, however, the
correlation between interbank rates and retail financing rates is relatively weak. A key reason is
that banks set loans rates based on PBOC’s administratively-set reference rates rather than their
interbank cost of (borrowed) funds. The same is true for (short-term) money market rates, which
are one step removed from interbank rates towards the retail end of the market, because PBOC
actually calibrates the liquidity impact of its policy actions to ensure that these rates closely track
its own administratively-set benchmark rates.879
3. Shadow Banking
The Financial Stability Board broadly defines shadow banking as credit intermediation involving
entities and activities outside the formal banking sector.880 Because of binding regulatory
constraints that limit the flow of loans in the formal bank channel, much of shadow banking in
China is formal bank channel lending flowing or spilling over into the informal finance channel.
Roughly two-thirds of shadow banking is effectively “bank loans in disguise,” where a bank
serves as the driving force behind a loan transaction and assumes all the risk, but “channels” new
loans through a non-bank financial institution (NBFI) intermediary to avoid costly capital and
loan-loss provisioning requirements, reserve requirements, and government lending directives.881
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There are several important institutional features of “shadow banking” in China:


Trust companies. These NBFIs are the largest lenders in the Chinese shadow-banking
sector and combine bank and investment company functions.882 Most trust companies are
state-owned.883 Trust companies lend in increasing volumes to local government (owned) financing vehicles (LGFVs) with inadequate risk pricing.884



Entrusted loans. Non-financial companies lend and borrow money between themselves885
in the form of entrusted loans.886 A bank often facilitates the transaction for legal reasons,
sometimes involving on-lent bank funds borrowed by the first company. The first
company can be an SIE leveraging its preferential access to bank credit. Corporate
subsidiaries account for 74% of this lending, and 7% is accounted for by more loosely
associated group affiliates.887

Management Plans (DAMPs) are two investment vehicles that banks use to make new loans that they keep on their
books as investment products, rather than loans, thus avoiding the cost of meeting reserve, loan provisioning and
capital requirements. Douglas Elliott, Arthur Kroeber, and Qiao Yu, Shadow Banking in China: A Primer (The
Brookings Institution, March 2015), 1, 9-11.
882
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Banker’s Acceptances (BAs). BAs account for a sizable share of total shadow banking
assets.888 They are essentially IOUs issued by a bank client that constitute a claim on the
bank, and as such, function as an off-balance sheet loan from the bank to the bank client,
typically backed by the client’s deposits with the bank. BAs are priced on the basis of
either bank deposit rates (cost of funds basis) or bank lending rates (opportunity cost
basis), both of which are set on the basis of administratively set PBOC rates.889



Wealth management products (WMPs). Off-balance sheet bank activities in shadow
banking are in large part funded through WMPs, which are essentially investment
products sold by banks through trust companies and other NBFIs, as well as
independently by NBFIs. Retail investors view these as a high-yield, risk-free substitute
for bank deposits. The estimated stock of such WMPs increased from nearly RMB 13
trillion in 2012 to over RMB 44 trillion in 2015.890

The available evidence indicates that many shadow banking loans are of a non-commercial
nature and include refinanced troubled or special mention loans in support of economically
unviable firms or financially stressed LGFVs.891 This high-risk lending by banks (working with
NBFIs) is increasingly concentrated in smaller banks with inadequate capital buffers, loan-loss
provisioning and risk weighting.892 This is a spillover of credit misallocation and risk-pricing
problems from the formal banking sector into shadow banking.
The spillover problem is exacerbated by the implicit guarantees and soft budget constraints faced
by many of the state-owned or state-linked lenders and borrowers.893 On the funding side of
888
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shadow banking, retail investors frequently treat WMP investments as fully protected and backed
by a bank or ultimately the government,894 and therefore accept a lower yield than they would
otherwise. Investors have also purchased WMPs sold by smaller institutions that tend to be more
aggressive in pursuing risky investments.895 Because investors are willing to accept returns lower
than what would reflect the true risk of the investment, the cost of funds for the borrowers is also
lower.896
Shadow banking attempts to meet the growing needs of China’s household and SME sectors,
which are under-served by the formal banking sector. However, it does so within an institutional
framework in which it is not, and indeed cannot be, isolated or insulated from the distortions that
pervade the formal banking sector.
4. Bond Markets
China hosts a rapidly growing domestic bond market,897 now the world’s third largest. Yet,
measured as a share of GDP, China’s bond market is only the tenth largest in the world, and it is
much smaller than China’s banking sector.898 Corporate sector bonds account for only one-third
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of China’s bond market; they largely constitute short-term bonds including commercial paper
and medium term notes, as well as enterprise bonds, which include local government bonds.899
In several respects, China’s bond markets do not operate on a market-oriented basis. First,
similar to bank loan transactions, state-owned and government-linked entities predominate on
both the supply and demand sides of the bond market. Ninety-four percent of bonds are issued by
government-owned entities,900 including policy banks, SIEs, local governments, and LGFVs.901
SIEs and LGFVs have issued an estimated 94% of the corporate bonds outstanding, including
shorter-dated instruments such as commercial bills and medium-term notes.902 With commercial
banks holding over 60% of all bonds and over 70% of Treasury bonds,903 government-owned
entities account for the majority of bond holdings. Experts believe banks will remain the primary
buyers of local government bonds in the near-term.904 Such transactions raise concerns about the
possibility of non-arm’s-length relationships and “aligned interests” among the parties that do
not characterize market-determined transactions.905 Moreover, funds raised through the issuance
of corporate bonds are required under the Securities Law of the People’s Republic of China to
comply with state industrial policies and yield rates are not to exceed the interest rate level set by
the State Council.906
Second, bond yield curves are not fully market-determined. In a market system, a (risk-free)
government bond yield curve typically serves as a reference point or benchmark for the pricing
899
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of corporate bonds, which are essentially marked up to produce a higher yield for risk the
investor assumes.907 In China, however, the benchmark effect of the Treasury yield curve
remains weak due to lower trading volumes and frequencies. Problems with the issuance
structure impact the completeness of the yield curve.908 Commercial banks do 70% of all trading
in the interbank bond market, but at the same time hold 75% of all outstanding bonds to
maturity.909
Finally, the implicit guarantees for state-owned and -controlled entities encourage commercial
banks to view bond purchases and sales purely in paperwork or administrative terms, rather than
as market transactions requiring careful consideration of economic and financial factors.
According to a recent IMF report, “the prevalence of implicit state guarantees prevents the
appropriate (usually countercyclical) pricing of credit risk in the bond market.”910
D. Assessment of Factor
Under this factor, the Department analyzed China’s (1) state industrial policies; (2) price
regulation; and (3) financial sector. The Department discussed in each of these areas the
government’s direct and indirect role in resource allocations, which in turn distort price and
output decisions of enterprises. In sum, the Department finds that the extent of government
control over the allocation of resources is significant and far-reaching.
Industrial policies remain a prominent mechanism through which the Chinese government
influences the allocation of resources in China’s economy. State planning remains an important
feature of industrial policies, as evidenced by formal mechanisms of plan formulation and review
and the scope and specificity of sectoral-level plans. Various institutions participate in plan
formulation and execution, including central regulatory authorities, local governments, organs of
the CCP, and the enterprise sector. Indeed, industry policy-making is a key instrument linking
the CCP to state administration: formulating and executing state plans remains one of the most
important tasks for government officials, the majority of whom are CCP members and are
subject to internal evaluation by the CCP for future promotion.
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The Chinese government is also able to employ numerous mechanisms to implement industrial
policy objectives, including, inter alia, investment approvals, access standards, guiding
catalogues, financial supports, and quantitative restrictions. Science and technology development
and industrial restructuring are two areas that demonstrate the extent to which the government is
willing and able to use industrial policies to achieve objectives such as transferring industrial
assets between sectors and regions and promoting indigenous innovation. Efforts to reduce
corporate debt and shed excess capacity, in the context of the recent SSSR initiative, also
demonstrate how the government seeks to increase government intervention in the economy to
resolve problems that primarily affect SIEs and that are largely the result of government policies.
An essential element of a market-based economic system is the predominance of prices that
reflect relative scarcity. In a well-functioning market economy, scarcity-based prices determine
the allocation of resources, guide the selection of investments, and help determine the
relationship between supply and demand of factors of production and goods and services. The
prices of most goods and services in China today are not formally controlled by the government.
However, the Chinese government retains substantial discretion and employs an extensive
system of national and local government policies and regulations through which it explicitly
determines or otherwise exerts a high degree of control over prices it deems essential or strategic.
The system of price controls is characterized by an extensive web of national and local price
control regulations, and by the prominent role of NDRC in setting prices in tandem with its
functions in formulating industrial policies.
The Chinese government’s ability to set and influence factor input prices, in particular, results in
distorted costs and prices throughout the economy and a serious misallocation of resources. In
the electricity sector, the government has altered institutional arrangements and pricing systems,
partly in order to better align electricity prices with the cost of coal inputs. However, these
alterations have not significantly reduced the government’s ability to set prices at very low
levels, and to employ “differential pricing” as a policy tool to achieve capacity shedding and
other industrial policy objectives. Government-set and -guided prices do not reflect the real
degree of scarcity in the economy, and the government’s tight control over the allocation of
factors of production means that the role of the market in setting factor and input prices is
subordinate to the government’s discretionary intervention.
Although there has been nominal liberalization of most prices in China, the state continues to
directly influence or regulate the price of key inputs and primary factors of production, including
capital, land, labor and energy. Moreover, the state’s pervasive and intrusive role in how these
factors and other resources are allocated necessarily distorts prices, in general, on a systemic
basis.
The financial sector remains fundamentally distorted, from both a risk pricing and a resource
allocation standpoint. In addition, although the government nominally removed the last
remaining control on lending and deposit rates at the end of 2015, an analysis of interest rate
dynamics suggests that interest rates are still closely tied to government-published “reference
rates,” and are thus not yet market-determined. Soft budget constraints, non-arm’s-length
pricing, implicit government guarantees and government policy directives directly or indirectly
distort the formal banking sector, the interbank market, the bond market, and “shadow banking.”
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These distortions can be directly tied to government ownership and control and to the state’s
pervasive and intrusive role in China’s financial system, and most clearly manifest themselves in
the growing corporate debt problem. At the end of 2015, total credit and bank credit to the
private non-financial sector stood at 202% and 153% of GDP, respectively,911 with a very high
total credit-to-GDP ratio some 27% over trend.912 This is well over the 10% that the BIS
considers a warning signal,913 and suggests credit growth that far exceeds optimal financial
deepening for a country at China’s level of economic development.914 Much of this credit is
allocated to economically unviable firms that do not make productive use of the borrowed funds.
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Factor Six: Such other factors as the administering authority considers
appropriate.
Under this factor, the Department can address any additional issues relevant to its consideration
of NME status.915 In this section, the Department will review the role of China’s legal system as
a factor bearing on China’s economy.916 Part A considers the institutional role of the CCP that is
enshrined in China’s legal system, and its impact on economic outcomes. Part B reviews the
extent to which individuals and firms are afforded the opportunity to have meaningful
independent input into administrative rulemaking or to challenge administrative decisions.
Finally, Part C describes how corruption remains a serious concern in China and continues to
affect market decisions.
A. China’s Legal System and the CCP
The PRC Constitution formally entrenches the CCP at the apex of China’s legal hierarchy, where
it occupies a position “above the law.”917 The PRC Constitution repeatedly emphasizes the
“leadership” role of the CCP and does not limit the CCP’s exercise of power.918 In particular, the
preamble to the constitution includes several references to the CCP’s leadership role, while it is
otherwise unmentioned in the articles of the constitution that limit the powers of Chinese
government institutions.919 Accordingly, to the extent the CCP acts beyond or even in
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contravention of a particular law, it may be acting consistently with the PRC Constitution.920 The
PRC Constitution supports the CCP’s instrumental use of law to achieve its political and
economic objectives.921 The CCP’s primacy over the law is reflected in its control over China’s
chief legal and lawmaking institutions, including the People’s Congresses at the central and local
levels of government, and the People’s Courts.
1. The Legislature
China’s national legislature, NPC, is formally the “highest organ of state power” under the PRC
Constitution.922 In this capacity, NPC is empowered to enact and amend basic laws, and the NPC
Standing Committee is empowered to enact and amend all other laws, ratify and abrogate
treaties, and approve economic and social development plans.923 According to the PRC
Constitution, the NPC Standing Committee supervises the State Council, the Central Military
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Commission, the Supreme People’s Court, and the Supreme People’s Procuratorate.924 NPC also
has formal power to appoint and remove the leading officials of each of those organizations,
including the President and Vice President, as well as the officials in charge of various ministries
and commissions.925
In practice, however, the CCP retains strict control over all legislative activity and administrative
appointments. First, the CCP generally deliberates and approves all major legislation internally
before consideration by NPC.926 Despite its formal power, NPC has not vetoed legislation
referred to it by the CCP.927 NPC has primarily served the role of translating pre-approved CCP
policies into formal laws or regulations. Similarly, provincial people’s congresses typically
consult provincial Party Committees to vet major legislative decisions.928 Second, while the PRC
Constitution formally empowers NPC to appoint officials to key leadership positions of the
Chinese state, the CCP’s Organization Department and nomenklatura process decide who serves
in these positions.929 NPC lacks the institutional authority to reject candidates referred to it by the
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CCP.930 Moreover, in practice, CCP officials typically occupy all key leadership positions of the
Chinese state.931
More recently, CCP leadership has reaffirmed its control over lawmaking activities in China.932
For example, in a September 2014 speech, China’s President Xi Jinping emphasized that NPC
and local people’s congresses “must adhere” to the leadership of the Chinese Communist
Party.933 Later that year, the CCPCC proclaimed the CCP’s intent to strengthen its leadership
over law-making and further stipulated that any major legislative issue that affects a major
institutional system or involves major policy adjustment must be submitted to the [CCPCC] for
discussion and decision.934
2. The Judicial System
The PRC Constitution provides that courts at all levels of government are to exercise judicial
power independently and without interference from any administrative organ, public
organization or individual.935 The constitution further provides that the NPC Standing Committee
is responsible for supervising China’s court system.936 In practice, however, China’s courts also
remain under CCP control and are expected to perform their judicial functions consistent with
the CCP’s political, social, and macroeconomic policy objectives.937 Notwithstanding recent
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initiatives to change aspects of the judicial system, the CCP retains the ability to intervene in
judicial proceedings and obtain preferred outcomes in individual cases as needed.
The CCP has the ability to exert control over the judicial system through a variety of
mechanisms. First, the CCP plays a central role in selecting and promoting judges and other
judicial officers, most of whom are themselves members of the CCP.938 In addition, the CCP
supervises the courts through the Central Political and Legal Affairs Committee (CPLC). The
CPLC, which falls under the CCPCC, oversees China’s courts and other legal institutions on
behalf of the CCP, and a member of the Politburo typically serves as its chairperson.939 The
CPLC sets broad judicial policies to ensure that courts carry out their functions consistent with
the CCP’s policy objectives, including specific regulatory policy objectives being advanced by
the CCP.940 The CPLC also operates as a channel through which the CCP communicates it views
on how the courts should handle sensitive cases.941 While there is no singular definition of what
constitutes a “sensitive” case, sensitive cases are generally those that could affect China’s
political or social stability or economic development,942 which may include bankruptcy,
antidumping, price-setting, antimonopoly, and other types of competition law cases.943 Local
court presidents are usually members of the local-level political and legal affairs committee
(PLC) and are obligated to implement policy directives and instructions issued by the CPLC.944
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The CCP thus retains the ability to direct courts to adopt judicial policies that support the
advancement of CCP policies and to mandate outcomes in individual court cases. Courts
overseeing high profile or “sensitive” cases are expected to adjudicate them in accordance with
the CCP’s instructions.945 In high profile cases, CCP officials have issued instructions for the
court through either formal letters or discussions with judicial officers.946 For example, between
2010 and 2011, the Supreme People’s Court (SPC) of China received instructions from central
CCP leaders regarding food safety scandals and subsequently issued notices urging all courts to
increase the severity of punishment for violations of food safety regulations.947 Moreover, while
Chinese courts might be able to accept cases brought against government institutions and
adjudicate claims of administrative overreach under the letter of the law,948 the courts may lack
the authority to compel institutions to comply with their rulings without CCP support.949 The
CCP ultimately has the power to shape judicial activities on a large scale by retaining the ability
to directly intervene on a case-by-case basis.950 While the CCP may not intervene in day-to-day
judicial activities, since the courts are accountable to the CCP, the judicial system is not designed
to operate as a meaningful independent check on the CCP or other state institutions.951
Instead, it is entitled to instruct courts in an authoritarian manner… Such a decision-making mechanism is
institutionalized in all courts nationwide, which enables the CCP to communicate its instructions and have them
implemented by courts and judges of every level and rank whenever and wherever necessary.”)
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In recent years, the CCP has announced several efforts to modify China’s court system.952
However, none of the announced modifications contemplate a change in the fundamental
relationship between the legal system and the CCP.953 In fact, some of the changes are designed
to address the problem of local protectionism, a phenomenon whereby local courts may display
favoritism toward local litigants, often in response to pressure from local government officials.954
Although proposals from the Third Plenary Session and Fourth Plenary Session of the 18th
National Congress of the CCP may seek to reduce the incidence of local political interference
into judicial proceedings, they do not alter the fact that China’s courts do not operate
independently of the CCP or other state institutions.955 For example, the Third Plenum Decision,
despite its focus on “promoting rule of law,” repeatedly emphasizes the leadership of the CCP.956
Similarly, the SPC’s Opinions on Court Reform stress that people’s courts must adhere to the
leadership of the CCP.957 The Fourth Plenum Decision states that judges should be loyal to the
Party, the country, the people, and the law958— in that order of precedence, which legal experts
note is of significance.959 Furthermore, in a January 2017 widely reported address, the president
of the SPC explicitly rejected the notion that China’s courts should seek to operate independently
System?” Asia Policy 20 (2015):19. (“[I]t is important to point out that the party does not regularly exercise this
interfering power in day-to-day judicial activities because it would be neither possible nor necessary to do so. After
all, most run-of-the-mill court cases do not generate the immediate interest of the party. However, once the channel
to legitimize interference with judicial decision-making is installed and institutionalized, it cannot be switched off.”)
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University Law School, 2015), 10-13.
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of the CCP.960 Moreover, even if the CCP seeks to lessen the overall incidence of political
interference in judicial proceedings,961 the chief institutional mechanisms through which it exerts
control over the courts – the political legal committees and the adjudication committee system –
remain intact. While the CCP references the need to improve the professionalism and technical
competence of the judiciary,962 it has not signaled any intent to relinquish the CCP’s control over
the selection and promotion of judges.
B. Administrative Law and Regulatory Transparency
Administrative regulations and procedures play an important role in China’s economic legal
framework. According to one study, China issued more than 500 trade and economic related
administrative regulations and departmental rules in a single year.963 In addition, as discussed
under Factor 5, administrative approval is one of the key mechanisms through which the Chinese
government implements industrial policy. As a result, if firms effectively lack the ability to
challenge administrative rules and procedures, their ability to make investment and operational
decisions that fall outside the scope of government-determined outcomes is undermined. In this
section, the Department will analyze the formal legal mechanisms through which market actors
are permitted to challenge administrative actions and participate in the administrative rulemaking
process, namely (i) judicial review of administrative action under the Administrative Litigation
Law of the People’s Republic of China (“ALL”),964 (ii) reconsideration of administrative action
under the Administrative Reconsideration Law of the People’s Republic of China (“ARL”),965 and
(iii) the extent of public participation and transparency in the formation of administrative
regulations. In addition, the Department will analyze the extent to which market actors have been
able to avail themselves of these mechanisms in practice.
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1. Administrative Litigation Law
The ALL provides detailed procedures for bringing administrative lawsuits against Chinese
government agencies at the central and local levels of government. NPC enacted the ALL in
1989, with the stated purpose of “ensur[ing] the impartial and timely trial of administrative cases
by the people’s courts, settl[ing] administrative disputes, [and] protect[ing] the lawful rights and
interests of citizens, legal persons, and other organizations.”966 Specifically, the ALL allows
citizens and legal persons to file a legal claim in “a people’s court” if they consider that
administrative action taken by an administrative agency has infringed on lawful rights and
interests.967 In 2014, NPC amended the ALL to address certain substantive and procedural
features that have reportedly limited its effectiveness.968 Nonetheless, in many cases
administration action remains effectively immune from review under the ALL as both a formal
and practical matter.
The ALL strictly limits the sorts of administrative acts that members of the public can challenge
under the law. In particular, the ALL specifically enumerates the types of administrative actions
subject to judicial review under the law and excludes any administrative acts not so-specified
from court review.969 While the 2014 version of the ALL expands the list of permissible subject
matter from eight to twelve types of administrative actions,970 it remains unclear whether courts
have any authority to review administrative actions beyond those specifically enumerated. In
addition, the ALL prohibits courts from conducting challenges to an administrative regulation or
departmental rule that is generally binding.971 Instead, under the ALL, courts are limited to
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administrative acts reviewable by the courts, Article 12 further takes away certain areas of acts from judicial
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assessing the legality of the particular application of a regulation, rule, or other measure to a
particular individual or legal person, in a particular instance.972 The ALL does not permit courts
to determine whether a regulation, rule, or other regulatory document is itself unlawful.973
Therefore, as a practical matter, agency rulemaking remains difficult for Chinese courts to
review.974
In practice, Chinese courts have tended to reject administrative litigation cases outright or
otherwise pressure plaintiffs to withdraw their complaints.975 Even when courts do accept and
adjudicate cases under the ALL, courts decide such cases in favor of the administrative agency in
the vast majority of cases.976 The 2014 version of the ALL includes provisions that may narrow
courts’ discretion in deciding whether to accept or reject administrative lawsuits.977 However,
given the overall context of the courts in the Chinese legal system, the amended ALL does not
suggest a greater scope of independence for courts.
2. Administrative Reconsideration Law
The ARL provides for a formal administrative review process under which members of the public
can request that a Chinese government agency “reconsider” the legality or propriety of a specific
Law: Context and Transformation (Leiden, The Netherlands: Brill Nijhoff 2016), 298; Randall Peerenboom and Xin
He, “Dispute Resolution in China: Patterns, Causes and Prognosis,” East Asia Law Review 4(1) (2016): 45.
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unhelpful for private claims seeking to challenge any properly-issued administrative norms on their face, because
that Law provides no affirmative legal basis for abstract review of such norms by the PRC judiciary (permitting only
judicial review of specific administrative acts.”) Jianfu Chen notes that even after the 2014 amendment, “abstract
administrative acts will continue to be outside the scope of the ALL, with the ‘normative documents’ being the only
exception.” Jianfu Chen, Chinese Law: Context and Transformation (Leiden, The Netherlands: Brill Nijhoff 2016),
335.
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brought to court against government agencies merely for the adoption of ‘administrative regulations, regulations, or
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examine whether an administrative act is “inappropriate.”
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administrative act taken by the agency.978 If the agency determines that the administrative act
under review is “unlawful” or “improper,” the ARL requires the agency to “revoke” or “alter” the
administrative act within a fixed period of time, and in some circumstances, to provide
compensation to the individual or entity that requested administration reconsideration.
In practice, the ARL is even less frequently used as a means of redressing administrative action
than the ALL.979 One reason for this is that the ARL does not permit a challenge to the legality of
departmental rules.980 As a practical matter, this is problematic because Chinese government
agencies frequently – and by some accounts primarily – rely on departmental rules to carry out
their regulatory functions.981 In addition, it is recognized that those who decide administrative
reconsideration cases within an agency are not independent of the agency, and there is a lack of
professional staff to hear cases.982 As noted under Factor 3, the lack of transparency in the
foreign investment approval process and the broad discretion granted to approval authorities
creates an environment in which government authorities are able to impose requirements beyond
what is written in the law (see Factor 3 for further detail). This problem has been able to persist
in part because of the lack of meaningful administrative or judicial review. Moreover, foreign
investors rarely invoke such processes given the low likelihood of success and the potential for
retaliation from Chinese government approval authorities that have considerable power to affect
their business prospects in China.983
3. Regulatory Transparency
China has promulgated a variety of legal instruments and directives related to promoting
regulatory transparency and “open government” more broadly. While the NPC Standing
Committee and State Council are generally required to publish all draft laws and administrative
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regulations for public comment,984 existing law allows the Standing Committee and State
Council to forgo this requirement at their discretion.985 Moreover, Chinese government agencies
are not obligated to publish or solicit public comment on draft department rules, even though
departmental rules – not laws or administrative regulations – may often be the most relevant
legal instrument to market participants.
China has had a poor track record of publishing draft regulatory documents for public comment.
Based on a recent survey, for example, the State Council published less than 18% of its
economic and trade related regulatory documents for public comment during calendar year
2014.986 Moreover, during the same period, with respect its draft economic and trade related
regulatory documents, NDRC released less than 13% of such documents for public comment
during calendar year 2014; MOFCOM released less than 14%; and MOF released less than
11%.987 In addition, of the nine economic and trade related laws considered by NPC in 2014,
only three were released for public comment.988
C. Corruption
Chinese officials have generally acknowledged that high levels of corruption are a threat to the
country’s economic policy process and legitimacy of the CCP. In recent years, China has taken
various actions with the stated aim of combatting corruption.989 Nonetheless, corruption remains
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a serious concern in China; observers note that its anticorruption laws and other measures are
sporadically and selectively enforced.990
Instances of corrupt behavior appear particularly acute in the areas involving frequent
interactions between market actors and government regulators or other public officials who are
able to exert control over economic resources and their distribution.991 For example, a 2016 study
by GAN Integrity found that foreign companies operating in China continue to “experience
bribery, political interference or facilitation payments when acquiring public services and dealing
with the judicial system.”992 Similarly, a recent report by Charney Research found that over onethird of Chinese firms surveyed noted having to pay bribes or unofficial fees, or provide gifts to
public officials.993 A 2016 report by Freedom House notes that foreign companies continue to
contend with “arbitrary regulatory obstacles, demands for bribes and other inducements.”994
To the extent China has taken steps to address corruption, it has done so largely outside of the
country’s legal system. Instead, most corruption cases are handled by the by the CCP’s
Discipline Inspection Commission (CDI), which performs its work in secret.995 While the CDI
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disciplined dozens of high-ranking officials during China’s most recent anticorruption campaign,
only a “mere fraction” appeared to be referred to the court system for prosecution under China’s
anticorruption laws.996 In particular, some commentators have emphasized the “highly political
fashion” in which the CCP has carried out its anticorruption campaigns.997 In many instances,
commentators note that the chief criterion that appears to determine whether an individual is
disciplined for corruption is not whether the individual engaged in corrupt activity, but rather his
or her political status within the CCP.998 Others have observed that the CCP has primarily
focused on addressing highly visible displays of corruption that pose immediate reputational
risks to the CCP,999 while expending considerably less energy to root out more chronic and
pervasive forms of corruption.1000

Anticorruption, and Illiberal Politics,” Asia Policy 20 (2015): 23. (“At the same time, one of the most dramatic
initiatives of Xi’s early tenure—a remarkably energetic drive against corruption—has been conducted primarily
through the party’s extralegal discipline inspection commission under the leadership of Politburo Standing
Committee member and venerable regime trouble-shooter Wang Qishan.”) See also George Chen and Mareike
Ohlberg, A National Supervision System: the CCP’s New Permanent Anti-Corruption Campaign, European Voices
on China MERICS Blog (Mercator Institute for China Studies, January 12, 2017). (“Since the 1990s, the DICs [i.e.,
the “party’s disciplinary and inspection committees”], not the procuratorates, handled the overwhelming majority of
anti-corruption cases. Official statistics suggest that anti-corruption bureaus at the government level have played an
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D. Assessment of Factor
China’s legal system continues to function as an instrument by which the CCP and the state
apparatus ultimately have the ability to secure discrete economic outcomes, channel broader
economic policy, and pursue industrial policy goals. The legal system is designed and operates to
be subordinate to CCP and state policy and guidance. Key legal institutions are structured to be
able to respond to CCP direction. The CCP ultimately has the power to shape judicial activities
on a large scale by retaining the ability to directly intervene on a case-by-case basis.1001 The
judicial system is not designed to operate as a meaningful independent check on the CCP or
other state institutions and instead the courts are ultimately accountable to the CCP. In addition,
firms effectively lack the ability to challenge administrative rules and procedures, and thus, have
limited ability to make investment and operational decisions that fall outside the scope of
government-determined outcomes. Moreover, corruption continues to be a serious concern and
distorts rule-based outcomes between market actors and government regulators or other public
officials who are able to exert control over economic resources and their allocation. Accordingly,
China’s legal system is a factor that supports the Department’s assessment that China remains a
NME country.

FINAL ASSESSMENT
China’s economy has grown rapidly and developed significantly since the Department’s last
inquiry in 2006. In the intervening period, the Chinese government has taken a range of steps to
modify the laws, regulations, and institutions that govern China’s economy. The Third Plenum
Decision of 2013 has been interpreted by some observers to suggest an intent by the Chinese
government and the CCP to introduce a certain level of market dynamics into China’s economy.
The Chinese government and the CCP have recently adopted a series of coordinated policy
initiatives they have called supply-side structural reform and state-owned enterprise reform.
Nonetheless, after assessing the six factors, the Department finds that the Chinese government
continues to maintain and exercise broad discretion to allocate resources with the goal of
achieving specific economic outcomes. China’s institutional structure, and the control the
Chinese government and the CCP exercise through that structure, result in fundamental
economic distortions, such that non-market conditions prevail in the operation of China’s
economy. These non-market conditions are built upon deeply entrenched institutional and
governance features of China’s Party-state, and on a legal mandate to “maintain a leading role
for the state sector.” Accordingly, China is a NME country. It does not operate sufficiently on
market principles to permit the use of Chinese prices and costs for purposes of the Department’s
antidumping analysis.
The government continues to exert significant ownership and control over the means of
production. Land is not sufficiently allocated or priced according to market principles – all land
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is the property of the state, and the Chinese government controls rural land acquisition,
monopolizes the distribution of urban land-use rights, and places restrictions on the tenure and
scope of land-use rights. Labor is not sufficiently allocated or priced according to market
principles – there are significant institutional constraints on the extent to which wage rates are
determined through free bargaining, and the government restricts labor mobility through the
hukou system. Capital is not sufficiently allocated or priced according to market principles – the
state retains ownership and control over the largest commercial banks, while the majority of
bank and interbank loans, as well as corporate bond transactions, occur between state-owned and
-controlled parties. The price of energy and other key factor inputs is either set or guided by the
Chinese government, resulting in distorted costs and prices throughout the economy.
In conformity with the legal mandate to “maintain a leading role for the state sector,” SIEs have
maintained a strong and sustained presence in China’s economy. The largest enterprises in key
industries, including the financial sector, are under government ownership and control.
Government authorities across China, at both the national and sub-national level, own and
control tens of thousands of enterprises. SIEs account for a substantial share of total credit,
investment, and assets in China’s economy, in spite of their generally poor performance when
compared with the private sector. Studies have also shown that SIEs are far more prevalent in
China’s economy than in France and other large economies.
In China’s economic framework, state planning through industrial policies conveys instructions
regarding sector-specific economic objectives, particularly for those sectors deemed strategic and
fundamental. The Chinese government employs numerous mechanisms to implement industrial
policy objectives, including investment approvals, access standards, guidance catalogues,
financial supports, and quantitative restrictions. Science and technology development, industrial
restructuring and upgrading, and the geographic distribution of industry are three areas that
demonstrate the extent to which the government uses industrial policies to influence economic
outcomes.
The Chinese government also retains substantial control over the manner in which China’s
economy is exposed to external market forces. Although the Chinese government has made
market-oriented modifications to its capital account and exchange rate system, and has taken
steps to develop its FOREX market, it still maintains significant restrictions on capital account
transactions and intervenes considerably in onshore and offshore FOREX markets. It remains
unclear to what extent market forces affect the exchange rate. With respect to foreign investment,
administrative costs and hurdles remain significant enough to ensure that the Chinese
government can channel foreign investment to the producers, products, technologies and
industries it seeks to bolster. At the same time, these administrative instruments provide the
government with discretion to limit foreign investment from reaching industries that the Chinese
government finds strategically important to maintain under its control alone.
The Department also finds that China’s legal system continues to function as an instrument by
which the Chinese government and the CCP can secure discrete economic outcomes, channel
broader economic policy, and pursue industrial policy goals. Key legal institutions, such as the
courts, respond as necessary to their direction in broad policy or case-specific ways. Individuals
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and firms are constrained in their ability to have meaningful independent input into
administrative rulemaking or to challenge administrative decisions.
China’s economy continues to be significantly tied to the institutional structures established by
the Chinese government and the CCP for the purpose of achieving a “socialist market economy.”
In this system, the Chinese government must “maintain a leading role for the state sector” and
market forces are to be contained within that framework. Policy signals from the Chinese
government on the direction and pace of relevant proposals to modify the relationship between
the state, the CCP, and the economy have been unclear, uncertain, and inconsistent. Accordingly,
the Department has determined that China remains an NME country under the U.S. antidumping
and countervailing duty laws.
10/26/2017

X
Signed by: GARY TAVERMAN

____________________________
Gary Taverman
Deputy Assistant Secretary
for Antidumping and Countervailing Duty Operations,
performing the non-exclusive functions and duties of the
Assistant Secretary for Enforcement and Compliance
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APPENDIX
Appendix Table 1: Sample of Planning Documents for the 13th FYP Period, 2016-2020
Measure

Agency
Energy
Shale Gas Development Plan
MIIT
13th Five-Year Development Plan for Natural Gas
NDRC
13th Five-Year Development Plan for Oil
MIIT
Renewable Energy Development Plan
NDRC
Solar Energy Development Plan
NEA
Electric Power Development Plan
NDRC/NEA
Wind Power Development Plan
NEA
Energy Development Plan
NEA
Energy Technology Innovation Plan
NEA
Coal Industry Development Plan
NDRC, NEA
Geothermal Energy Exploration and Usage Plan
NEA
Science and Technology
National Strategic and Emerging Industries
State Council
Development Plan
National Science and Technology Innovation Plan
State Council
National Informatization Plan
State Council
Smart Manufacturing Development Plan
MIIT, MOF
Made in China 2025 Agricultural Machinery
MIIT
Made in China 2025 Key Area Technology Roadmap
MIIT
Sector-Level Plans
Information Industry Development Guide
MIIT, NDRC
Civil Aviation Development Plan
CAAC, NDRC, MOT
Software and Information Technology Services
MIIT
Development Plan
Information and Telecommunications Industry
MIIT
Development Plan (2016-2020)
Steel Adjustment and Upgrading Plan
MIIT
Textile Industry Development Plan
MIIT
Building Material Industry Development Plan
Petrochemical and Chemical Industry Development
Plan
Pharmaceutical Industry Development Guide

MIIT
MIIT

MIIT, NDRC, MOST, MOFCom,
NHFPC, CFDA
Civil Explosive Products Industry Development Plan
MIIT
Non-Ferrous Metal Industry Development Plan
MIIT
Shipping Industry Structure Adjustment and
MIIT, NDRC, MOF, PBOC,
Transformation and Upgrade Action Plan
CBRC, State Administration of
Science, Technology and Industry
for National Defense
Chemical Fiber Industry Development Guide
MIIT, NDRC
Other Sector-Level Plans
Industry Green Development Plan
MIIT
Big Data Industry Development Plan
MIIT
State Radio Management Plan
MIIT
Rare Earth Industry Development Plan
MIIT
Robotics Industry Development Plan
MIIT, NDRC, MOF

Date Issued
9/14/2016
12/24/2016
12/24/2016
12/10/2016
12/8/2016
11/7/2016
11/16/2016
12/2016
12/2016
12/2016
1/23/2017
11/29/2016
7/28/2016
12/15/2016
12/8/2016
11/28/2016
10/2015
12/30/2016
2/17/2017
12/18/2016
12/18/2016
10/28/2017
9/20/2016
9/28/2016
9/29/2016
10/26/2016
10/12/2016
9/28/2016
1/12/2017

11/25/2016
6/30/2016
12/18/2016
8/2016
9/29/2016
3/21/2016
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Industrial Technology Innovation Plan

MIIT

10/21/2016

Information and Industry Integration Plan

MIIT

10/12/2016

Promoting the Development of Small and MediumSized Enterprises Plan
Five-Year Action Plan to Promote the
Internationalization of Small and Medium-Sized
Enterprises
New Materials Industry Development Guide

MIIT

6/28/2016

MIIT

8/1/2016

MIIT, NDRC, MOST, MOF

12/30/2016

National Standard System Building Development Plan
State Council
Smart Health Elderly Caring Industrial Development
MIIT, MCA, National Health and
Action Plan
Family Planning Commission
Agricultural Machinery Equipment Development
MIIT, MOA, NDRC
Action Plan
Project Implementation Guides and Action Plans
Smart Manufacturing Project Implementation Guide
MIIT, NDRC, MOST, MOF
Green Manufacturing Project Implementation Guide
MIIT, NDRC, MOST, MOF

12/17/2015
2/6/2017
11/28/2016

4/12/2016
4/12/2016

Manufacturing Industry Innovation Center
Construction Project Implementation Guide
High-End Equipment Innovation Project
Implementation Guide
Strong Industrial Base Project Implementation Guide

MIIT, NDRC, MOST, MOF

4/12/2016

MIIT, NDRC, MOST, MOF

4/12/2016

MIIT, NDRC, MOST, MOF

4/12/2016

Manufacturing Industry Talents Development Guide

MOE, MIIT, MOHRSS

12/27/2016

Promoting Auto Battery Industrial Development
Action Plan
Industries Using Textile Products Development Guide

MIIT, NDRC, MOST, MOF

2/20/2017

MIIT, NDRC

12/30/2016

Developing Service-Oriented Manufacturing Action
Guide
Promoting Upgrading of the Brand and Quality of the
Equipment Manufacturing Industry Action Guide

MIIT, NDRC, CAE

7/12/2016

MIIT, AQSIQ, SASTIND

8/15/2016

Sources: Government documents including S&T MLP, SEI Decision, 12th Five-Year SEI Plan, 13th Five-Year SEI
Plan, and documents pertaining to MiC2025.
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Appendix Table 2: Key Technologies and Sectors Targeted in Science and Technology
Plans
2006-2020 MEDIUM AND LONG-TERM PLAN FOR SCIENCE AND TECHNOLOGY
Key Areas (11):
agriculture
energy
environment
IT and modern services
manufacturing
national defense
population and health
public securities
transportation
urbanization and urban development
water and mineral resources
Frontier Technologies (8):
advanced energy
advanced manufacturing
aerospace and aeronautics
biotechnology
information
laser
new materials
ocean
Engineering Megaprojects (16):
advanced numeric-controlled machinery and basic manufacturing technology
control and treatment of AIDS, hepatitis, and other major diseases
core electronic components, high-end generic chips, and basic software
drug innovation and development
extra-large-scale integrated circuit manufacturing and technique
genetically-modified new-organism variety breeding
high-definition Earth observation systems
large advanced nuclear reactors
large aircraft
large-scale oil and gas exploration
manned aerospace and moon exploration
new-generation broadband wireless mobile telecommunications
water pollution control and treatment
(#14-16) undisclosed military programs
Science Megaprojects (4):
development and reproductive biology
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nanotechnology
protein science
quantum research
STRATEGIC AND EMERGING INDUSTRIES
energy efficient and environmental technologies
next generation information technology
biotechnology
high-end equipment manufacturing
new energy
new materials
new-energy vehicles (NEVs)
MADE IN CHINA 2025
Major Breakthrough Fields:
1. IT Industry
integrated circuits and special equipment
information and communication equipment
operating system and industrial software
2. high-grade computer numerical control (CNC) machine tools and robots
3. aerospace
aviation equipment
aerospace equipment
4. marine engineering equipment and high-tech ships
5. advanced rail transportation equipment
6. energy-saving and new-energy vehicles
7. electricity equipment
8. agricultural machinery and equipment
9. new materials
special metal functional materials
high-performance structural materials
functional polymers
special inorganic nonmetals
advanced composite materials
superconducting materials
nanomaterials
graphene
bio-based materials
10. biomedical and high-performance medical equipment
Sources: Government documents including S&T MLP, SEI Decision, 12th Five-Year SEI Plan, 13th Five-Year SEI
Plan, and documents pertaining to MiC2025.
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LIST OF ABBREVIATIONS
ABC
ACFTU
ADBC
ADBI
AD/CVD
ALL
AmCham
AML
ARL
BA
BCM
BIS
BoC
BRIICS
CBRC
CCBC
CCP
CCPCC
CDI
CFETS
CGDC
CIRC
CJV
CNH
CNY
COMAC
CPLC
CSRC
DAMP
EBIT
EBL
EJV
EU
FAI
FDI
FDIC
FIE
FOREX
FYP
GATT
GDP
GERD
GNI

Agricultural Bank of China
All-China Federation of Trade Unions
Agricultural Development Bank of China
Asian Development Bank Institute
Antidumping/Countervailing Duties
Administrative Litigation Law of the People’s Republic of China
American Chamber of Commerce
Anti-Monopoly Law of the People’s Republic of China
Administrative Reconsideration Law of the People’s Republic of
China
Banker’s Acceptance
Bank of Communications
Bank for International Settlements
Bank of China
Brazil, Russia, India, Indonesia, China, and South Africa
China Banking Regulatory Commission
China Construction Bank Corporation
Chinese Communist Party
Chinese Communist Party Central Committee
Central Commission for Discipline Inspection
China Foreign Exchange Trade System
China Guodian Corporation
China Insurance Regulation Commission
Contractual Joint Venture
Offshore Chinese Renminbi
Onshore Chinese Renminbi
Commercial Aircraft Corporation of China, Ltd.
Central Political and Legal Affairs Committee
China Securities Regulatory Commission
Directed Asset Management Plan
Liabilities-to-Earnings Ratio
Enterprise Bankruptcy Law of the People’s Republic of China
Equity Joint Venture
European Union
Fixed Asset Investment
Foreign Direct Investment
Federal Deposit Insurance Corporation
Foreign-Invested Enterprise
Foreign Exchange
Five-Year Plan for Economic and Social Development
General Agreement on Tariffs and Trade
Gross Domestic Product
Gross Expenditure on Research & Development
Gross National Income
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ICBC
ICR
ILO
IMF
JSB
LGFV
LTC
MiC 2025
MIIT
MLR
MMT
MOA
MOF
MOFCOM
MOFTEC
MOHRSS
MOST
NBFI
NBS
NDRC
NEV
NFTTC
NGO
NME
NMSAC
NOC
NPC
NPL
OECD
OTC
PBOC
PICC
PLC
PRC
QDII
QFII
R&D
RLCL
RMB
S&T
S&T MLP

Industrial and Commercial Bank of China
Interest Coverage Ratio
International Labour Organization
International Monetary Fund
Joint-Stock Commercial Bank
Local Government-Owned Financing Vehicle
Land Transfer Center
Made in China 2025 Initiative
Ministry of Industry and Information Technology, People’s
Republic of China
Ministry of Land and Resources, People’s Republic of China
Million Metric Tons
Ministry of Agriculture, People’s Republic of China
Ministry of Finance, People’s Republic of China
Ministry of Commerce, People’s Republic of China
Ministry of Foreign Trade and Economic Cooperation, People’s
Republic of China
Ministry of Human Resources and Social Security, People’s
Republic of China
Ministry of Science and Technology, People’s Republic of China
Non-Bank Financial Institution
National Bureau of Statistics, People’s Republic of China
National Development and Reform Commission, People’s
Republic of China
New Energy Vehicle
National Fund for Technology Transfer and Commercialization,
People’s Republic of China
Non-Governmental Organization
Non-Market Economy
National Manufacturing Strategy Advisory Committee
National Oil Company
National People’s Congress
Non-Performing Loan
Organization for Economic Cooperation and Development
Over-The-Counter
People’s Bank of China
People’s Insurance Company of China
Political and Legal Affairs Committee
People’s Republic of China
Qualified Domestic Institutional Investor
Qualified Foreign Institutional Investor
Research & Development
Rural Land Contracting Law of the People’s Republic of China
Renminbi
Science & Technology
Medium- and Long-Term Plan for Science and Technology
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SAFE
SAIC
SASAC
SCIO
SDPC
SDR
SEG
SEI
SERC
SEZ
SIE
SME
SML
SOCB
SOE
SPC
SSSR
State Council DRC
STE
SWIFT
TBR
TRIMS
TVE
TWh
USD
VAT
WB
WFOE
WMP
WTO

State Administration of Foreign Exchange
State Administration of Industry and Commerce
State-Owned Assets Supervision and Administration Commission
State Capital Investment and/or Operations Company
State Development Planning Commission
Special Drawing Right
State Enterprise Group
Strategic and Emerging Industry
State Electricity Regulatory Commission
Special Economic Zone
State-Invested Enterprise
Small- and Medium-Sized Enterprise
Special-Mention Loan
State-Owned Commercial Bank
State-Owned Enterprise
Supreme People’s Court, People’s Republic of China
Supply-Side Structural Reform
Development Research Center of the State Council, People’s
Republic of China
State-Trading Enterprise
Society for Worldwide Interbank Financial Telecommunications
Trade Beneficiary Right
Trade-Related Investment Measures
Township and Village Enterprise
Terawatt Hours
U.S. Dollar
Value-Added Tax
World Bank
Wholly Foreign-Owned Enterprise
Wealth Management Product
World Trade Organization
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